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The Pragma Corporation 
USAID Securities Market Development Project 

Monthly Report 
(For the period ending JuJy 31, 1999) 

I. EXECUTIVE SUMMARY 

This report provides details on the events and activities summarized below, as well as other 
events and activities regarding the USAID Securities Market Development Project, as 
implemented by consultants for the Pragma Corporation C"the Pragma Team" or "Team"), for 
the month ofJul)' 1999. 

• RATINGS AGENCIES EXPRESS INTEREST IN RK FINANCIAL MARKETS 

• ENFORCEMENT ISSUES DISCUSSED \VITH NSC 

• DRAFTING OF REGULATIONS FOR NSC CONTINUES 

• SRO TRAINING COMPLETED 

• FEASIBll..JTY STUDY ON PUBLIC FINANCE IN 3 OBLASTS LAUNCHED 

• MANGYSTAU MUNICIPAL BONDS ISSUED THROUGH KASE 

• PRIVATIZATION OF WEB SITE COJviPLETED: GOLDEN EAGLE PARTNERS WIN 
TE!\l)ER 

II. PROJECT DESCRIPTION 

The Pragma Team works with the National Securities Commission ("NSC"), the Kazakhstan 
Stock Exchange ("KASE"). broker-dealers and the Central Depository in developing 
Kazakhstan's securities market. To further these goals, the Pragma Team works under a 
recently signed MOU between USAID and the NSC. Pragma also works with KASE under 
the auspices of a 1998 Memorandum of Understanding which established the precedent and 
rules of engagement. While these MOUs have expired, Pragma and NSC continue to 
cooperate in accordance with the pre-existing agreements. 

In November 1998, recognizing the changes in circumstances since the Task Order was 
written, Rick Gurley, the COTR for the AID Mission, signed off on an Action Plan that set 
forth the priorities of the Project through its completion date. The priorities of the Project for 
this period are noted in the boxes below in section III. PROJECT UPDATE AND 
PROGRESS VERSUS ACTIVITIES IN THE ACTION PLAN 

The project update for this monthly report will correspond to the activities set forth in the 
action plan described above. 

Rating agencies exhibited interest in setting up a presence in Kazakhstan, with S & P taking 
the lead. Continued contact followed a June Moscow trip by COP. We continued discussions 
with S & P and EA Ratings about requirements for setting up a ratings presence in 
Kazakhstan, and S& P expressed an interest in opening an office here. Individual domestic 
banks have also expressed interest in receiving agency ratings. 
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lJ;:,Aw ;:,MlJP: Month'" Report 

On legal matters relating to NSC. the rigorous schedule of drafting regulations and 
commentary on existing or proposed regulations continued. Continued reworking of the 
custody regulation (to replace the previous one) continues, with further revisions awaiting 
input from evlCC custody expert The legal staff provided comments on NSC s draft revision 
of reporting requirements for professional participants of the securities market. The staff 
recommended a more accessible format. better ownership reporting, reports ofbroker-dealer 
markups exceeding 10%, and explanations of disciplinary actions or denial of access, We also 
researched the application of the trust mechanism necessary in the structuring of asset-backed 
securitIes. Advice was given on related party transactions, shareholder protection, payment 
agencies, share redemption prices, and converting investment funds to corporate entities. 
Discussions with NSC on share redemption pricing recommended that interpretations of 
proper pricing be made with allowances for thin trading and illiquid markets. 

In terms of enforcement issues, the legal department continued to lobby for fuller disclosure of 
JSC issuers and Pension Asset Management activities, These concerns have been met only 
partially. By the fourth quarter 1999, NSC has ostensibly committed itself to publicizing in 
mass media the results on activities to prevent legislative violations by securities market issuers 
and participants. Further discussions between NSC and Pragma, to be further detailed in thIS 
and upcoming reports, addressed the various recommendations on disclosure and other 
enforcement issues. 

\Vith the announcement by the Mangystau oblast to issue municipal bonds and ongoing plans 
for fiscal decentralization by RK. the analysis of municipal bonds be~ame a priorit~ Cndei tht 
] 999 Republican Budget Law, three Oblasts are permitted to issue bonds totaling KZT5-
billion (approx. $35-million). Upon unsolicited requests by the akims of Atyrau and Aqtau for 
aid assistance in loan structuring and bond issuance, we conducted a feasibility study of water 
management systems and other potential municipal projects. as well as a survey of budgetary 
constraints of the oblasts. (See Attachment 1.) 

In the first week of July, trips to Aqtau and Atyrau laid the initial groundwork for feasibility 
studies of municipal financing and bond issuance capabilities. Pragma representatives 
accompanied by Ilona Dimitrieva of Fitch IDCA made an initial assessment of regional finance. 
anti-monopoly committees, economic policy departments, and oblast investment projects. 
Trips to Mangystau and Atyrau in early July were followed by mid-July meetings in Astana 
with Ministry of Finance officials responsible of sub-federal debt. These projects were 
supplemented by assessments of the key region A1maty as a source of bond financing. 
Analyses of both investment-grade municipal projects and regional investment programs on 
oblast "wish lists" were conducted. Such potential projects ranged from schools, sewage 
plants. and desalinization plants. The oblast governments were provided with information 
requests for monitoring regional creditworthiness and other information checklists directed 
towards borrowers and professional consultants. 

An Interim Report on municipal finance was submitted on July 23. Prelimi~ry comments 
indicated various pros and cons. EBRD' s commitment to the Aqtau port suggested credit 
viability (even though these loans originated in the transportation rather than municipal loan 
group), Atyrau was approved for a $]6,5 M \VB water loan. Other justifications for project 
involvement included motivat.ed cooperative borrowers and parliamentary authorization in 
place. On the con side, the federal fiscal system. as it now stands, is inherently flawed as a 
basis for local borrowing, Existing legal provisions solely for administrative rather than 
corporate local entities, A system of subventions inherited from the Soviet era transfers oblast 
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income to achieve approximate per capita revenue parity. "Extraction taxes" and 100% of 
VA T flow to Federal government. One preliminary recommendation was to promote Public 
Utility Districts as breaking the link between local services and Federal Anti-Monopoly 
Committee constraints; the local r ·odocaJJal (water canal) system could provide the basis for 
generating revenue-based municipal finance (See Auachment 2.) 

In further news on municipal finance, Mangystau oblast placed a $3 million bond issuance 
through KASE, with Deutsche Bank functioning as underwriter. First issuance in early July 
was cancelled by MinFin due to too high yields. while second auction on July 29 was judged 
successful. 

Pertaining to the promotion of company listing and trading on KASE, regional outreach 
supplemented consultations with Almaty-based banks and companies. Bank "CentreCredit" 
completed its application for "A" listing and awaits final review by the Exchange Council 
(scheduled to take place in mid-August). "Bank Kaspiisky" was advised on A listed bonds, 
and "Ural-Poliplast" JSC had its B shares listed on the floor ofthe exchange on July 16th

. 

Arthur Anderson agreed to be auditor of "Almaty Kus" chicken products plant. Pragma also 
continued to work with the program of converting Privatization Investment Funds (PIFs) to,. 
list-worthy JSCs. In terms of strategic enterprises, 5 "blue chip" listings were prepared for' 
tender, reduced from the former 8 listings. (See tender offerings, blue chip list and synopsis. 
Attachment 3.) 

Regarding exchange matters, training for KASE and NSC staff on SRO matters was 
completed. Further discussions with President ofKASE were held regarding the matter of 
the implementation of market makers. KASE President Karasaev continued to maintain that 
the timing was inappropriate for this, but Pragma's Corporate Finance department continues 
to advise that broker-dealers place quotes and become voluntary market makers. On further 
steps to improve market transactions, a resolution was passed at the KASE general meeting 
that all quotes on T -bills and T -bonds be placed on the exchange, with subsequent trades 
executed on the exchange. Further, we urged that trading of corporate securities be 
conducted on KASE, rather than simply registering and negotiating trades off exchange. This 
development would encourage competition and better pricing for customers. 

The IT group continued its support for the wwv •. kazecon kz. With Golden Eagle Partners 
winner of the tender, privatization of the web site approached completion. Pragma worked on 
language changes in the contract, which was altered to reflect proper conveyance and ensure 
continued web site operation after project closure. The NSC system for reporting pension 
asset funds and custodian bank role was further operationalized, and the Database of 
Registered Issues on KASE completed. 

Pragma staff and consultants also participated in miscellaneous projects, including the jointly
sponsored USAID-WB conference on water management. The relationship between 
municipal utilities and local government, effective investment strategies for water 
infrastructure improvement, community-based water supply systems, privatization options and 
leasing. and Vodokanal self-assessments were among the issues discussed. (See Attachment 
-I. ) 

.... 
-' 
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U~Aw ~1\l.lJP: Monthl" Report 

Task 1 - Continued Assistance to the NSC 

Defined Acthit)" 

1. Draft regulations. 

Pr01!ress Made During the Month 

The Team's Legal Group continued its work on various laws and regulations noted below: 

• ReRulation a/Custodial Actil·lt\·: Continued reworking custody regulation to replace 
eXlsung one. \lith funhtr re\ IS10n5 awaiting consultatJon with IMCCs custod~ I 

eX"]Jen. CustodIal assets. interna1 controls. conflict of interest and monitonng are 
among topics addressed. 

• Reporting Requirements for Professional Participants in the 5;ecuritles Afarket: 
Delivered draft re\ision comments. Among changes proposed including a more 
understandable fonnat. which would alen regulator to possible compliance problems. 
better ownership and settlement reports. and eX"]Jlanations of broker-dealer markups 
exceeding 10%. Otller issues addressed include exchange of disciplinary actions or 
denials of access. 

• Draft Rules for Pension Asset Management Company Internal Procedures: 
Addressed issues of interna1 regulation: organization and job descriptions. investment 
criteria and selection. risk control. control of confidentiality. data mtegrity. etc. 
Procedures for a\'oiding conflict of interest call for further attention. 

• Use of Trust A1echanismfor Securing Debt Issues: Issued memorandum on concepts 
related to trusts. pledges and guarantees to serve as security for debt and promote 
bondholder representation. The role of trustee as pledgee of collateral. representative 
of bondholders. or trust manager of assets needs to addressed. Bonds as secured b;. 
bank guarantee (\\itll property coliateraJ) or issued as independent entity O\\1led b;. 
trustee. etc .. are oilier issues to be developed. 

• Draft Law on .%areholder Protection: Received new draft law prepared by NSC 
received and provided comments. Confusion still exists on ilie degree to which tlllS 
should supplant or supplement preexisting law. and necessary changes on capital 
markets law and regulation still not addressed. 

• Related Party Transactions: Urged importance of incorporating conflIct of interest 
and related party transactions in corporate disclosure. 

• Payment Agents: Accepted proposal on use of post offices for interest or dividend 
payment for tllOse witllOut bank account access. 

• Snare Redemption Pricing Issues: Cautioned against using inflexible notions of 
organized market prices in illiquid markets. Advised iliat market value may be 
biased by inflated prices due to severaJ parties wiili special interest O\'er-tradIng and 
inducing artificial inflation. So dIscretion should be limited to "good faitll 
transactions" when markets are tltin. 

• Investment Funds: Began preparation of advice on best legal and organizational 
fonns. as requested by NSC. 

• Draft Depository Regulation: Provided additional comments on reworked draft. 
addressing proviSIOns related to disclosure. conflict-of-interest proviSIOns and non
discriminatory access to Depository. 

• Otller. refonning issue registration system. legal mechanisms for secunng debt 
issues. and bond registration package. 

4 
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USAID SMDP: Monthly Report 

Defined Activit~· Pro~ress Made During the Month 

2. Assist m 
establishing 

• enforcement power of 
In response to Recommendation #1 on Enforcement Action Plan (combating secret 
self-dealmg in corporations. securities markets and evel) area ofNSC jurisdiction}. 
NSC has ostensibly planned to begm mass-media publicizing of statements 
preventing legislative \10Ia11ons by securities market participants and issuers. These 
are slated to take place in the 4 til quaner of 1999. 

NSC. 

3. Assist NSC in 
moving off-exchange 
trading to KASE. 

• NSC DIrectorate passed Decree (24 June 1999) that purchase and sale of state and 
non-state ISSUed securi11es. implemented in the organized secunties market WIth 

pension assets. should be made by method of unintenupted counter auction. KeVIn 
noted that guarantees and ex-posure need to be addressed. and these comments will be 
passed on to NSC. 

• These enforcement issues. among others. remain pending from March. Among other 
recommendations and comments on enforcement issues. discussions between NSC 
and Pragma legal staff previously included the following: more aggressive revie" of 
issue disclosure (Recommendation #2). conducting investments of Pension Asset 
Management Companies in the interests of the beneficiaries. not simply the funds 
themselves (Recommendation #2). More detailed principles of "trust management"· 
and public disclosure by pension asset managers (Recommendation #5). moderate 
increase of routine registrar inspections (Recommendation #6). and broader 
authorization of inspection teams (Recommendation #10) remain under diSCUSSIOn. 
(These "ill be re\'iewed in greater detail m August and September reports.) 

• In other issues. Kazakhtelecom's delinquency for paying dividends was noted. 
Kaztel agreed to pay 1996 di\idends by end of2od quaner 1999. but only 48% paid 
Reason given was misinformation (wrong addresses. etc.) possessed by issuer and 
registrar. If shareholders not located in three month. stock will be converted from 
preferred to common. NSC plans to contact Kaztelecom's registrar on Aug. I for tlus 
information. Problems may reoccur. since dividend payments for 1997. due by 3rd 

quaner 1999. are outstanding. 

Virtually all unauthorized off -exchange trading continues to be eliminated. with reports 
of those trades submitted to the KASE and the KASE reporting as such. NSC needs to 

enforce their reguJa110n regardmg off-exchange trading 

4. Establish NSC Data The Technological Support Group continued its ongoing work with the NSC. During the 
Warehouseffrade month the Group. 
Reporting System. 

Continued working "ith NSC reporting system for managers of pension asset funds by 

• Meeting \\ith heads of IT departments in custodian banks to establish basic 
principles of repon system: system is being further developed in response to 
suggestions and feedback from custodian banks. Answered custodian bank emplo; ee 
questions on imprint information from internal bank accounting system. 

• Continued to implement system which checks accuracy of reponed data to be 
transferred to the NCS. 

Continued work on the internal NSC information system: 

• Developed Internet NSC server for publicizing and accessing data of joint-stock 
companies and registered issues of corporate securities. 

• Installed ne" program module for NSC internal information system. 

• Installed Database of Registered Issues. 

• In response to requests from Ms. Shajgimbaeva. increased efficlenC\ of state 

5 
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ll~AW ~MDP: Monthly Report 

Defined Acthi~' Pro~ress Made Durin~ the Month 

(continued) licensing register and e:\.-pedited infonnation search on registry. These requests were 
operationalized by NSC licensing personnel. 

• Investigated potential programs attached to the Y2K problem. which resulted in 
preparation of instructional materials to omit future bugs in Windows operation. 

• Continued preparation of launching NSC Internet site in order to access data on jomt 
stock companies and registered issues of corporate securities. 

Other: 

• Continued technical support and maintenance of w\\'W.kazccoIl.k/ web site: installed 
updates on NSC internal server. 

• Trained Golden Eagle employees on operation system. renewal and maintenance of 
site. as well as familiarizing them with available technologies connected to the SIte 

Task 2 - Blue Chip Privatization ,-

Deimed Acthity 

1. Assist and monitor 
the privatization of 
state O\\lled shares. 

2. Assist and involve 
BrokerlDealers in 
working w/GOK 
privatization. 

3. Advocate share 
lIstings of blue chip 
companies wIKASE. 

Progress Made Durin~ the Month 

Received Kazakhstan Government decree on Tender to Elect Advisors on Privatization of 
8 "blue chip" companies by end of 1999: Mangystaumunaigas. Aktobemunaigaz. Ust
Kamenogorsk Titanium and Magnesium Combine. Kazakhmys. Sokolovsko-Sarba.Jskoyoe 
Mining and Processing. Alummum Kazakhstan. Kazchrome Transnational. Kazzmc. 
Combine). 

However. according to Resolution #985 "On Tender for Advisors in Privatization of State 
Packets of Shares of Some JSCs" (15 July 1999). this list was further updated to remove 
several key enterprises (Sokolovsko-Sarbaiskoyoe, Aluminum Kazakhstan. Kazchrome). 
reducing the list to fh'e : 

Mangystaumunaigaz (mining. oil. 30% state packet size) - B Listing: Aktobemunaigaz 
(mining. oil. 25.2%) -GTC 2: Ust-Kamenogorsk Titanium and Magnesium Combine 
(mining. titanium. magnesium. 15.5%) - A Listing: Corporation 'Kazakhmys' (mining. 
copper. 35%) - B Listing: Kazzinc (mining. zinc. 27.64%) - No listing registered. 

Pragma had discussions \\ith the newly reorganized State Committee on Privatization on 
upcoming tenders of state property (scheduled for October '99). It also continued 
dialogue with approximately 10 broker-dealer companies on issues and problems 
associated with past e:\.1'eriences of the sale of state property 

DSPP reorganized into CSPP. The aegIs of the committee continues to be under Mimstry 
of Finance. W'b.at percentages of blue chip entities will be listed on KASE is presently 
under discussion by CSPP. The newly reorganized Committee will be in charge of 
relegating privatization of large blocs of non-strategic assets to the oblasts. while strategIc 
industries will be placed with the relevant ministry for priv€!tization. Certain entities will 
onl~ transferred to lease or trust management. 

The relevant shares of blue chips (from five companies reduced from eight. see Task 
Order 2.1 abO\'e) remain under discussion by the Committee If no investors are found as 
ofD:cember 1. 1999. the Government plans to offer blue chip shares through stock 
market mechanisms. geared towards domestic institutional investors (pension funds). 

6 
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lJSAIU SMOP: Monthly Report 

Task 3 - Development of the Markets 

Defined Acti\;t~· 

I.Encourage companies 
to list on KASE. 

Progress M.ade During the Month 

The team conunued to adnse regIOnally based companies and Almaty based comparues 
for listing on the Exchange: 

1. CentreCredit Bank. last month listed as OTC II with help of team. sought upgrade 
to A Listing. Submitted documents for new upgraded listing: review likely to take 
place in mid-August. 

2. "Bank Kaspiisky" ad,ised on preparation for A Listing bonds. Team provided 
financial analysis in response to financial information received. Our 
representatives also made recorrunendation on structure. timing and distribution of 
bond issue. 

3. "Ural-PoliplasC JSC approved by KASE and received B listing in mid-July. 

4. 

5. 

"Almaty Kus" JSC was assisted in selection of auditor. register and BD with 
Arthur Anderson chosen as auditor. 

"Jety Suu Gas" JSC did not follow up consultations with Sarsenov and Taimova. 
JSC was not registered. due to incomplete documentation. 

As of end of July. 63 companies or securities issues were listed in KASE (including 
some delisungs*): 

Seven "A" listed \\ith eleven issues (same as previous month). 

Ten "B" listed with eighteen issues n 
Forty-six OTC I & II \\ith fifty-four Issues 

(One OTC I issuer \\ith 2 issues and two OTC-II issuers 'with 16 issues delisted from 
July) 

These numbers exclude companies placed by the CSPP. 

* Delistrngs resulr.from I} failure to submit required reportmg rnformatlOn and'or ~J 
lack of a bid or ask price withm the precedmg 90 days. 

2. Encourage trading on • 
KASE 

In terms of issue of listing companies with less than $10 million USD. FoodMaster 
is in discussion with EBRD (with whom it has a line of credit) on convertmg debt 
into shares towards "A" listing on the KASE. 

• "Akku" JSC assisted with OTC listing and selection ofBD (KBS Securities). 

• "Oral JoldaI}'" JSC management ad,ised on executing trades through the 
exchange. 

• Marketing efforts to enlist companies resulted in initial contact with "Tsesna 
Corporation" and "Raimbeck Bottlers:' while POI (protocol of Intent) Signed mth 
"A1maty Kus'·. 

• Broker-Dealers provided ,,;th assistance on how to conduct municipal issuance 
C'Fondo\":\ Syndicate" BDs) and methods to encourage quoting on the exchange 
(BD Securities). 

Other ACli,·ities: 

• Continued to work with PIFs (privatizauon lnvesunent Funds) towards listmg 
share packets on the KASE. As a result of our efforts. shares of ··Ak Jaik·· fund 
p_ortfolio wereguoted on the exchange. '"Rost Fond" PIF. "Metalin\"est" PIF and 

7 
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Defined Activit~· Pro~res!> Made Durin~ the Month 

(continued) "Promin\'esC PIF committed to posting. 

• Worked on trustee mecharusm development. 

• Met \\ith Almat)' Merchant Bank to discuss trustee mechanism. 

• Discussed plan bond issue ,,;tb KazTransOil. 

Task 4 - Continued Assistance to KASE and the Central Depository 

Defined Acthit~· 

1.Suppon KASE in 
accepting the SRO 
responsibilities of the 
Association of 
BrokerlDealers (ABD) 

Discussion of Pro~ress Made Durin~ the Month 

• 2-Month training course of 20 sessions completed. This program delineated SRO 
responsibilities for KASE regulatory staff and NSC inspection staff. Bilmgual 
trairung manual and final exams created. Topics covered in training course included 
trading guidelines and procedures. surveillance. laws ofRK relevant to the securities 
markets. NSC regulations. custodian issues. KASE rules and Code of Ethics. and 
Rules of Fair Practice (proposed). 

• Suppon of Commissioner Shalgimbaeva acknowledged for NSC inspection staff and 
commitment ofNSC to transfer SRO responsibilities to KASE. 

2. Assist KASE to Conducted further discussions "ith President ofKASE. regarding the mtroduction of 
finalize rules for market makers. Mr. Karasaev felt that the timing was inappropriate for this. although we 
market-makers/work in informed him that we would continue to encourage broker/dealers to place quotes and 
conjunction with become market makers voluntarily in accordance with the NSC regulation on Market 
Broker-Dealers. Operators. 

3. lmpro\'e broker
dealers operational 
effiCIency and 
transparency. 

• Resolved at KASE General Meeting that all quotes on T -Bills and T -Bonds must be 
conducted on the exchange. v.ith no trading or quoting of government securities 
conducted off the exchange. 

• Recommended that broker-dealers also conduct all trading in corporates on the 
exchange. rather than negotIating trades off-KASE and afterwards registering on the 
stock exchange. Tllis development should encourage competition and ultimately 
better prices for customers. 

• 

• 
Continued to urge BDs to quote on KASE. both their own and for customer orders. 

Encouraged DB Securities to become more active in initiating trades. quoting and 
market making. Due to DB's reputation and initiative. this ex-panded role as market 
maker would encourage companies to participate in trading through DB's reputatlon 
and initiative. However. it seems that DB has limited interest in domestic securities 
market. at least in secondaI}' trading. 

~. Prmide assistance to • 
the Central Depository 
(CD). 

Discussed interrelationslup of CD and registers with professional partiCIpants. 
Different functionaiities ma:- be carried out by different organizations. e.g. one 
holding tile registries and anotiler acting as paymenUtransfer agent. One option IS 

that tile CD carries out all functions. ",rule anotiler is thaI the registrar readil:- and 
efficiently communicates Vt1t1J CD. Should the latter program be implemented. 
compatible software would need to be installed. (This proposal already carried out in 
Bishkek and could be applied in Kazakhstan: see Misc. below) 

8 
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USAW SMIJP: Monthly Re!lort 

Task 5 - Other Activities 

Defined Acti\i~' 

1. Make the USAID 
web site a self-
sustaining entity. 

Misc. Topics 

Progress Made Durin~ the Month 

With Golden Eagle Panners winner of the tender. privatization of the web site 
www.kazccon.k/. approached completion. Pragma worked on language changes in 
contract to reflect proper conveyance. This in turn required citation in the task order 
directing Pragma to COll\'ey web site to tender. to ensure its continued operation after 
project closure. 

• Municipal bond issues and public finance feasibility studies for Mangystau. Ak .. tm 

and Alma~' conducted \\ith the aid of Senior Advisor Bob Serafini. Related to this 
project. a generaJ bond-oveniew presentation. sponsored by NSC. was conducted b~ 
Robert Serafini. 

• Mangystau Oblast bond issues were placed through case. with DB as underwriter. 
First auction. taking place on July 7. was cancelled by MinFin due to too high yield 
(15"+2%). Second auction. placed on July 29th

, received yield of 14.71%. 

• Conference on water systems (USAID and WE sponsored) addressed concerns 
including municipal utilities. effective investment strategies. private sector 
participation and role of international donors. 

• .Plans to promote raung agencies here: Meeting ''lith Chairman Joldasbekm' to 
discuss agencies: S & P discussed possibility of establishing local representation 

• Meeting \\ith Bishkek representatives to discussed counterpart activities. including 
plans for CD and registrars co-existence. 

IV. AD MINIS TRA TIVE ISSUES 

None 

V. PROJECT STAFFING 

The following personnel were engaged in project activities this month: 

Richard Dvorin, Senior Capital Markets Advisor 

Kevin Fogarty, Senior Legal Advisor 

David Lucterhand, Chief of Party 

Timothy Smith, Senior Technical Advisor 

Robert Serafini, Senior Short Term Advisor. Public Finance 

9 
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Attachment 1. 

Auachment 2. 

Auachment 3. 

Attachment -I. 

USAID SECURITIES MARKET DEVELOPMENT PROJECT 

Monthly Report for July 1999 

List of Attachments 

Letter from Mangystau Oblast Akimat 

Interim Repon. Municipal Finance 

Blue Chip Privatization: Tender Offering, Blue Chip List and Synopsis 

Conference on Water Systems 
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Attachment 1 

MANGISTAU OBLAST AKlMAT 

Dear Mr. Lucterhand, 

07.14.99 
#1392/02-7 

To: David Lucterhand, 
USAID Securities Market 
Development Project 
Director 

We would like to thank you for attention you showed to the problems of Man gist au 
oblast development as well as for having attracted to this important issue such 
experienced professionals as expert on finance Mrs. 1. Dmitrieva and senior 
consultant on municipal financing Mr. R. Serafini. 

According to the results of research of possible directions of attracting municipal 
bonds and final negotiations with oblast Akim on July 6, 1999, we are intended to 
begin working out of the following questions: 

desalination of sea water in Aktau 
reconstruction of purification facilities and of sewage in Aktau and Zhanaozen 
completion of construction of secondary school for 1 300 pupils in Zhanaozen 

Understanding the importance of solving the problem of sea water desalination and 
receiving of drinking water, we are intended to implement the project of construction 
of desalination installation alternative to operating desalination facilities at 
Mangyshlak Power Combine "MangyshlakAtornEnergoKombinat" 

In case of successful realization of the mentioned above proj ect, the problem of 
providing the oblast with drinking water will be solved. 

Currently desalination installation of 1000 tons/day (If.a~ity operates in Bautino 
settlement (Tunkaragansky region). JSC "Ozenrnunaigas" is carrying out feasible 
study on construction of desalination installation within the frames of the World Bank 
loan. The problem of providing A.ktau and nearby area with drinking water remains 
unsolved. 

Regarding this, we kindly ask you to render t~hnical assistance in preparation of 
feasible study for desalination installation of 700 m3/hour capacity and conducting 
research for detennining the most efficient methods of sea water desalination within 
the framework of the given feasible study. 

Thank you in advance and hope to meet understanding on your part. 

Contact numbers are attached. 

Respectful! y. 

L. Kiinov 

r. 

If' 
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Attachment 2 

TO: Rick Gurley, David C. M. LucrerQ.and and Mohammad rarooretchie 

FROM: Bob Serafini 

DATE: July 23, 1999 

Summary oj Interim Report 

1. A syndication of the EBRD loan for the Aqtau Port represents the best short-tenn 
prospect for a municipal fixed-income offering through KASE. The EBRD 
Municipal banker, with whom I've spent several hours in discussion, shares the 
belie£ That loan, however, was originated through EBRD's Transportation, rather 
than Municipal, Group - though he has agreed to "run the traps" on the idea within 
EBRD. 

Pro: construction period risk over; two years of historical financial data; 30% 
margin after debt service (good credit. excellent candidate for KASE debut issue); 
legal structuring cheap and easy; converts EBRD loan to EBRD guarantee and 
frees EBRD funds (for desalinization plant in Aqtau?) 

Con: EBRD attitude unknown (Great idea? Not invented here?); timing unknown 

Recommendation: continue to pursue this idea with EBRD and transfer 
responsibility to Pragma corporate finance and legal personnel before leaving. 

2. Conventional municipal credit capacity at two of the three authorized issuers is grim. 
Almaty probably has the best credit but I have prioritized it last because of its easy 
proximity and had my first meeting only this morning. Following our visits, the 
Akims of both Aqtau and Atyrau wrote unsolicited letters asking for USAlD 
assistance with loan structuring: they want bond issues for infrastructure that we 
would consider uncontroversial. 

Pro: motivated, cooperative borrowers; demonstrable need on aprojecr level; 
parliamentary authorization in place. 

Con: Grim credit story; poor candidates for KASE debut issues; even medium
term financial prospects are limited. 

Recommendation: polite response to Alams declining mvoivement pending 
debate oflocal government law and Fiscal Reform Project. Revisit the issue in six 
months. Finish analysis of Almaty. -

3. The Federal fiscal system is inherently flawed as a basis for local borrowing. The 
revenue pie is far more heavily skewed towards the top than in Russia and local 
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government law creates only administrativ~ local entities rather than corporate ones. 
But the history of municipal finance in the U.S. is marked by local initiatives to 
satisfy local needs and the promotion of a Public lJrility District (PLTI J alternative lO 

the current system is very appealing. I would like to develop a model PUD statute . 
and tie it into the emerging legislative picture, with a focus on breaking the link 
between local services and the Federal Anti-Monopoly Committee, which has 
consistently constrained rates below p1:,oduction costs for consumers and warped 
market pricing relationships among public utility products. 

Pro: "end run" approach has a long, successful history in the U.S.; good 
legislative models readily available; consistent with "best practice" financial 
engineering and democratic approach; this is incremental progress and local 
government law in transition now; cheap. 

Can: long lead time for deliverable KASE product. 

Recommendation: part-time dedication of my remaining time and that ofMirgul 
and Elena to preparation of a model statute. 

--~ 
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Interim Report 

DaVId asked me to summanze my ac[]vItles SInce begmning work on june :!u and outlme 
a strategy, based on what I've been able to learn, to maximize my contribution during the 
balance of this engagement. I told David before I came that I should know within 45 
days whether municipal bonds represent a viable shon-term addition to the financial 
products. available through KASE. I still believe that. 

For convenience, I've organized my thoughts along the outline developed by Mohammed 
for my contract with Pragma: it's logical and concise though it doesn't entirely reflect the 
sense of urgency for a readily marketable fixed-income product for KASE which I feel 
here. I have clearly distinguished between product for next month and for next year. 

1. Review regulatolJ} and financial suitability of targeted Oblasts for a pilot bond issue. , 

Three local entities have the regulatory authority ofMinFin to issue bonds: 
Almaty, Atyrau and Aqtau. We have visited the latter two and have begun to visit 
the relevant Almaty departments. 

The financial picture in Aqtau and Atyrau is grim. Ilona's narrative and charts, 
attached, paint a bleak picture of constrained revenues and arrearage. It is fair to 
say that little or no general obligation debt capacity exists in these two places 
based on historical information and I am less sanguine than Ilona about creating 
credit through budget cuts. 

Atyrau, though, has been approved for a S16.5-MM World Bank water loan; the 
Department manager pleaded confidentiality in refusing to share the loan 
agreement with us. He revealed that the water system loses more than 50% of its 
water along the distribution path; losses of 15% typify the very best systems 
worldwide. Proceeds will be used to improve the distribution system; based on 
the Ural River, supply, quality and cost are not issues there. Because World Bank 
practice requires the guarantee of the Republic, Atyrau undoubtedly has a special 
deal with MinFin on rates and revenues. 

Aqtau is a desert community at the edge of the Caspian with no local fresh water. 
It was envisioned by the Soviets in the <60s as an all-season port - Atyrau, the 
historical home of the local extraction industry, freezes between November and 
March. What fresh water exists is produced as a byproduct steam production at a 
dangerously obsolescent and financially insolvent nuclear power plant (MAEK). 
A pipeline from the Volga in Russia comes to within 100lan of Aqtau but is used 
for hydrocarbon extraction in Zhaozen (with a small, modem plant of French 
design treating the Volga water for use by the factory town.) To use that pipeline 
for local water in Aqtau would require the construction of a further pipeline and 
extensive pretreatment. We. were told that the cost of that option would be $30-
to 50-MM, comparable to the cost of a local desalinization plant. :\ny reasonable 
Aqtau project is entirely beyond the time constraints of this engagement. 
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I 2. Review financial manae:ement Sl"Slems to identify revenue streams. ... ..... .. . 

. 
I'll have more to say about revenue streams later in my discussion of the 

I Vodokanallaw. The Barent's Group has been working on a fiscal reform project 
for some time and has to be considered the definitive source of information about 

~ 
general fiscal flows through the Kazakh government. 

I But I can summarize three of the harsher aspects of the current system: 

I l. 100% of V AT collections go to the Republic (in Russia, by contrast, 
there is an approximate 50150 split between the Federation and the 

--

I 
Oblast.) 

2. A system of drastic "subventions" transfers funds among the Oblasts , 
to achieve approximate per capita revenue parity. Almaty gives up 

, 
about 60% of its local revenue to other regions. 

I 3. The "Extraction Taxes" flow almost entirely to the Federal 
government. 

I 3. Interface with other USAID projects involved with budgetary aspects of municipal 
finance. 

I The Barent's woman in Atyrau was very helpful in setting meetings and sharing 
her observations. But she has been in country only a week longer than me and 

I has had a lot of personal overhead (apartment, travel, etc.) to deal with and 
probably got as much from our meetings as we did. I spent time with the Barent's 
people in Astana and shared Ilona's numbers with them. They, in tum, contacted 

I me even before I left the US, arranged a useful meeting at MinFin and gave me 
copies of a few things. They are clearly wrestling with the tough job of sorting out 

I 
the Republic's fiscal picture and it wasn't clear to me that they have a sympathetic 
client. MinFin clearly expects to keep the squeeze on local governments as part 
of its austerity program. 

I I've shared with you the inside story of the failed Mangystau bond issue. 

I 
4. Establish an issue plan with identified use of proceeds and appropriate financial 

structures. 

'- The Akims ofMangystau and Atyrau Oblast have communicated their desire to 

I work with us and USAID on four projects: a school, two sewage plants and a 
desalinization plant to replace the city of Aqtau's dependence on the MAEK 

I 
nuclear plant. Finishing the school alone is a real financial stretch for Mangystau 
Oblast. 

. 

I 
I Jt 
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5. Prioritize legal issues and assemb.Je requisite legal expertise to address the 
components of an issue such as preparation of the prospectus. bond counsel. issuer's 
;;OUl1sc:, ",/jl.ieru'TIle:· .; [lJWI5C •• Cleo 

I have concluded. after reading every relevant local government law and finance 
statute available in English. that the absence of general provision for local capture 
of discrete revenue streams for local financing purposes is the biggest single 
obstacle to municipal fin~ce here. Hence the PUD statute idea discussed under 
6. below. 

Assembling legal talent beyond that ofPragrna's staff is premature. When local 
finances are sorted out, it becomes a trivial matter of establishing which good law 
firms are operating here and making a hiring decision. Marchenko chose Rogers 
& Wells, not a big municipal player in the U.S., but certainly strong enough in 
project and corporate finance for this type of work. Chicago-based lawyers and 
bankers have supplied me with information and model statutes as favors. 

Kevin Fogarty, Pragma's chieflawyer, has a preliminary handle on primary and 
secondary offering legal issues through KA.SE. In general, those are not legalzl' 
problematic, though I am not a believer in an auction market for primary offerings 
of municipal bond issues. 

The real legal issues relate to local government law and local finance law, 
described under 2. above and 6. below. 

6. Develop and coordinate with municipal and Oblast officials the enabling legislation 
required for issuance. 

Two basic codes of local government have just entered the parliamentary process, 
both of which perpetuate local governments as administrative divisions of Federal 
agencies. These codes are more basic than enabling legislation for issuance, akin 
to the relationship oflaws that permit the formation of corporations and laws that 
establish the exchanges on which corporate shares may be traded. 

But a PUD statute might circulate, perhaps as legal samid=at, alongside the codes 
under consideration. Both Akimates that have approached us have serious water 
projects (though the Atyrau project will be World Bank funded); they underscore 
the centrality of water service to local government. Throughout the Soviet world, 
water is provided by Vodokanals, municipal water utilities that report in 
Kazakhstan directly to the Akimates but also have an established network of 
relationships with equipment providers, with rule makers at MIT! and the Anti
Monopoly Commission. 

Ilona did an excellent job ferreting-out cost and pricing information in her report 
and charts; even without spending the time to digest that information, it is clear 

Jjp 
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that the Anti-Monopoly Commission routinely prices municipal services below 
the cost of production. 

In fact, revenue based municipal finance can be approached through the 
Vodokanal system. The basic idea is simple: upon the happening of some event 
(declaration by an Akim, citizen petition, whatever) an Akimate can caI1 for an 
e.lection to create an independent Local Vodokanal Authority in the area, ac~ire 
the relevant assets at fair market value (International Accounting Standards) and 
hire managers or a private management company. Rates would be set locally by a 
citizen review board and bonds issued to acquire the assets and make 
improvements. 

7. Perform other reasonable tasks consistent with a successful outcome of the project. 

1. Seminar for 60 members of the Securities Dealers Association; 
2. approach to EBRD about securitizing all or part of its Aqtau port loan for 

offering on KASE; 
3. attended 2-day World Bank Water Conference 

,. 

11 
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Highlights o.,rWorld Bank Water Conference 

Dr. Stottman, World Bank 

Day 1 Session 
1. water and waste authority should be in same institution; 
2. should be politically independent; 
3. should be self-reliant, politically and financially; 
4. rural village has to do the jobs itself; 
5. full cost recovery, including operations and investment costs; 
6. priorities: 1. reduce leaks/loss 2. reduce consumption 3. reduce energy use; 
7. people are not too poor to pay for water: if this is the policy, they either don't 

get water or they pay too much for it from private vendors; 
8. consumer only certain source of funding: government out of the picture; 
9. private sector water has proven historically to be cost-effective. 

Day 2 Session 
1. WB not a commercial bank; water is only 4% ofloan portfolio; 
2. Strategies for each country: Country Assistance Strategy (CAS): 

1. Political factors: poverty, fiscal management, environment and public 
health; 

2. Practical factors: reform according to norms from yesterday; 
3. General lending strategy, across all sectors, is least cost-cost effective; 
4. No loans for expansion of systems: Soviet systems have great capacity; 
5. Statutory basis ofWB requires sovereign guarantee on all loans. 

Ken McNamara, USAID 

1. Water really means agriculture, which uses 90% of it; 
2. Agriculture is also biggest polluter because there is so much of it; 
3. Accurate pricing leads to efficiency; 
4. Water User Associations can help overcome systemic non-payment and 

excessive water loss; 
5. Relationships with utilities are always problematic. 

Tony Gioffre, CaranalUSAID 

1. reform not optional; 
2. tax collectors won't let companies write off old receivables; 
3. fixed assets without returns do NOT belong on the books. 

Oscar Burros - CH2MHiIl, Lvov, Ukraine 

1. biggest single problem: plain steel pipe; 
2. entire Soviet water distribution will have to be replaced within 25 years. 

IS 
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Unitary Government 

Americans find strange a syst.em of government in which virtually all the earnings of 
family members are "handed over" to the head of the household for distribution to other 
members. In Illinois these past few years, much coverage has been given to an 
educational finance system in which large transfers of cash equalize the available 
resource~ of poorer school districts. These "subvention" transfers are central to the 
Soviet system and live on in a variety of ways in Kazakhstan. Public capital forms at the 
top - at the level of the Republic - rather than locally, where school and other services 
are organized and delivered. 

Kazakhstan retains this system, and corollary variations, on a large scale. USAID has 
begun admirable work to "reform" the process by introducing modern accounting 
procedures, including separate capital budgets, at several levels of government. But for 
reform to really work, the country has to assume a more corporate form: local bodies 
have to acquire the elements of control and accountability that characterize corporate 
divisions. Ifwe take a hard-nosed look at the task, the conclusion is inescapable - to me 
at least - that the Iowa Municipal Code (or some American variant) is not in the cards for 
Kazakhstan, or certainly not soon. The boxes that define true local responsibility and 
electoral control remain foreign ideas of little direct local importance. 

Who can argue? European governments, for years, have thrived on highly centralized 
models with no apparent loss of local quality control or self-governance. Indeed, most 
European governments have begun American-style local finance only in this decade. But 
in Kazakhstan too little money flows or stays downstream with local governments and far 
too much flows the other way. The squeeze is on from the top. Moreover, the law 
governing sovereign debt prohibits Republican guarantees of Oblast debt. Again, a one
way street. 

The corporate sector may provide some comfort, since the world of private corporations 
has existed in parallel with Government-owned companies for some years now. Perhaps 
a comparable coexistence could exist at the level of municipal government, at least as far 
as permitting local utilities, subject to elected boards, to opt-out of the centrally 
controlled governmental sector. 

This will be interesting to watch over the medium term. A place like Aqtau can bring a 
seasoned banker to his knees. The situation just isn't tolerable forever. 
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Dear David: I guess that my activities fall into Task 3 - Development of the Ylarkets or Task - Other 
Activities. Here is the appropnate language for "Progress Made Dunng me Ylonth .. 

June 

Robert SerafIni began his assignment on municIpal bonds on June 21. He gave a detailed overview of the 
municipal debt instruments and of the underwriting process to Pragma staff immediately upon arrival and 
enlisted their assistance in accessing statutes and regulations relevant to municipal organization, fmances 
and debt. Mirgul Taimova, a Kazakh attorney on the legal team, was assigned to work with him. He 
prepared a brief municipal accounting format for those Oblasts which have already been in touch with the 
project to secure technical assistance. 

July 

Robert Serafmi continued his assignment on municipal bonds throughout the month. He organized site 
visits to Aqtau and Atyrau, two of the three Oblasts authorized in the 1999 Republican Budget Law (as
amended in April) to issue bonds. We engaged the services of Ilona Dimitrieva, a municipal analyst with 
FitchIBCA stationed in Moscow, to undertake a credit overview of each and to provide background. from a 
credit analytical perspective. on the sub-federal fmancial picture in the country. Robert and David 
Lucterhand conducted on-site due diligence inspections of the relevant municipal facilities in both cities 
and spent time in discussions with the Akims and various other officials of both Oblasts. 

In addition to attending the World Bank Water Workshop in Almaty, Robert Serafmi conducted a 
municipal bond workshop for 80 members of the broker-dealer community in Almaty and provided follow
up briefIngs to three regional fInns who specifIcally requested further discussions to analyze their options 
for pursuing this business. Robert visited with the Fiscal Reform Project people in Astana and met with the 
MinFin offIcials in charge of the Government Debt and Lending Department. 

Robert also provided USAID with an Interim Report on his activities, the result of which was a sharper 
focus by him on the resource allocation question of what concrete steps USAID should undertake in the 
mediu:n tenn to promote this fmancial insrrument. for KASE and generally. 

Robert identifIed the municipal waterisewer systems (Vodokanals) as worthy of partIcular attention; 
projects associated with these utilities figured prominently in the needs assessments of the various Oblasts. 
With the assistance of Mirgul Taimova, he met with the National Association of Vodokanals (in Almaty) 
and the Institute for Ecology and Sustainable Development of the Ministry of the Envirorunent to pursue 
the attractiveness of a local utility option for reorganizing these entities. 

August 

Robert Serafmi met again with the Vodokanal and Ylinistry of the Envirorunent water people to discuss 
measures to place these bodies under the control of locally elected bodies and eliminate the rate-settmg 
authority of the State Anti-Monopoly Corruruttee. [Upon his return, Robert spent two days in Chicago 
researching local option utility legislation and provided the same to Pragma legal staff for translation into 
Russian and dissemination to the water people. Please refer to Ro~rt's Report, attached hereto.] 

Robert also prepared and disseminated an organizational packet to the four Oblasts that have contacted 
Pragma directly for support. Because the mandate of each Oblast Akim requires extensive involvement in 
"Regionally Important Investments" both muniCipal and corporate, he also organized corporate fInance 
personnel fer visits in the normal course of therr business to the same Oblasts for purposes of teclUllcal 
assistance. That packet is contained in Robert's Report. attached hereto. 

Robert wrote the Report titled "Municipal Finance in Kazakhstan: From Need to Financial Instrument" 
attached hereto. 

,,. 
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MEMORANDUM 

To: Rick Gurley and Gary Linden, USAIDI Almaty 
From: Robert Serafini 
Date: August 17,1999 

Dear Rick and Gary: 

In due course, David will provide the Franklin Mint edition in fine, Corinthian leather ... 
In the meantime, here is a photocopy. 

Municipal bond issues are coming because the pension funds are willing to extend the 
credit for a yield pick-up over Treasuries. But the fiscal system is not ready for credit 
because local revenues have been contracting for some years now and there is really no , 
policy framework for local finances. I'd love my judgment to be wrong, but I know that . 
you are paying me for that judgment and I see defaults. Even if given issues don't 
default, the cost will be borne by teachers and others who will be squeezed yet again into 
wage arrears. Bear in mind that every' regional bond issue in Russia is currently in 
default. 

If US AID follows the approach I have suggested, you will be positioning yourselves as 
advocates of better long-term policy in the local public sector, and with respect to the 
water-sewer utilities, a generally better system of local organization, delivery and rate 
setting. In addition, you will be setting into place a skeletal framework for regulation and 
for syndicate distribution of paper. You will also be leveraging existing capabilities at 
low cost for technical assistance to regional investment programs under the auspices of 
local government. 

But I would stay away from bond issues for the present. The real agenda of the working 
group we have organized is a better, more predictable deal for local governments and no 
bond issues until then. I will be feeding Mirgul, the Pragma staff attorney who has 
worked closely with me this summer, selected pieces for dissemination to that group. If! 
am involved in any follow-up this winter - I have tentatively set a meeting in February 
for this working group - I will be prepared to offer a clear framework for local finances. 

I've enjoyed knowing you both and hope that our paths cross again. 
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Attachment 3 
I ---15.07.99 N 985 

From: RK Government 

Tender to Elect Advisers on Privatization 
of the State Share Package of some joint-stock companies 

.... . . 
With the aim to bring into effect the Decree of the RK Government dated June 1, 1999 N 683 on 
Approval of the Privatization Program and Increase of the Efficiency of the State:Property Conduct 
within 1999-2000 the RK. Government enacts: 

L (line is missing) .,. investment companies (banks) and specialized consulting companies in order 
to elect the advisers o.n privatization of the state, share package of th.e joint-stock companies 
"Mangistaymunaigas '~'Corporation Kazakhmys"; "Aktobemunaigas '~'S okolovsko-Sabaiskoye 
Ore Mining and Processing Association", "Kazakhstani Aluminium", "Transnational Company 
Kazchrome", "Kazzink" 

1) to define the list of the investment companies (banks) and specialized consulting companies 
- the potential members of the tender to elect the advisers on privatization of the state share 
package of the joint-stock companies. mentioned in the paragraph 1 of the present Decree 
(refer further as to Tender); 

2) till July 20, I 999 to elaborate and submit to approval to the Committee on State Propeny 
and Privatization of the R.K Ministry of Finance the tenns of tender holding; 

3) till September 20, 1999 to conduct tender, to elect the winner for the signing of the 
corresponding agreements. 

3. To the Committee on state propeny and privatization of the RK. Ministry of Finance till July 23. 
1999 to prove the terms of the tender conduct with the consideration of the corresponding 
proposals. 

4. The RK \1inistry of Finance should control the realization of the present Decree. 

5. The present Decree comes into effect from the day of signing. 

Ft}C Premier-~inister 
N. Balgirnbaev 

_ c. ,~ 

if. ~€/H«-td- J::v~ 
I -

i\ . 
\. 
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Attachment to the RK Govenunent Decree 
dated Ju1y 15. 1999 N 985 

Membership of the Committee on Tender Conduct 
among the investment companies (banks) and specialized consulting companies to elect the 

advisers on state privatization of the share package of some investment companies 

Abulgazin Daniyar Rustemovich 

Abitayev Esbergen Abitayevich 

Akhanov Serik Akhmetzhanovich 

Vaisov Merey Kunnanovich 

101dasbekov Azamat Myrzadanovich 

Saidenov Anvar Galimullovich 

Keshubayev Galiausat Kairbekovich 

2 

RK- Vice-Minister of Finance the Chairman of 

Committee on State Propeny and Privatizatio 

of the RK Finance Ministry, 

Chairman 

RK First Vice-Minister on Energy, Industry an 

Trade 

RK Vice-Minister of Finance 

RK. Vice-Minister on Jurisdiction 

The Chairman of the National Commission on 

Securities (according to agreement) 

The Chairman of the RK Agency on investments 

Deputy Director of the RK Prime-Minister 

Chancellery 
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List of Blue Chips 

In accordance with the Resolution of the RK Government #985 "On Tender for Advisors in 
Privatization of State Packets of Shares of Some Joint-Stock Companies" dated 15 July 1999, the 
following five "blue chips" will be offered for tender: 

I Company Profile Size of State Packet I 

!. Mangystaumunaigaz ~ 
Mining, oil 30% 

: : 
! A . .ktobemunaigaz 

~c. - 2. Mining, oil 25.2% 
, , 
I Ust-Kamenogorsk Titanium Mining, titanium. magnesium 15.5% 

and Magnesium Combine A i 

Corooration "Kazakhmys" Mining, copper 35% 
: 

. b 
KaZT.5mk Mmmg, zmk 27.64% I 

I , 

Vladimir Semizhonov8/27/99 C'My Documents\List of Blue Chlps.doc Page I 

t-
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To: 
Cc: 
From: 
Date: 
Re: 

David Lucterhand 
Gary Linden 

MEMORANDUM 

Oksana Kompaniets, Alexandr Kozlenko 
June 29,1999 
Synopsis of the Government Privatization Program (attached see the 
English translation of the entire Program) 

. .... 
Here is some general and specific infonnation regarding the Program for Privatization and 
Increasing the Efficiency of Management with Respect of State-Owned Assets to be 
implemented during 1999-2000. 

1. Status: approved by the Governmental Decree dated June 1. 1999. 

2. Government official authorized to 
supervise implementation of the Program: Uraz Jandoso\'. RK Deputy Prime-Minister 

SPECIFIC LN"FO}L\1ATION 

The Program is aimed at addressing the following key issues over the period from 1999 to 

2000: 

1. Towards improving legal regulatory framework for facilitating privatization and 
upgrading the level of management of state-owned groups of assets 

Goals: 

1) to increase transparency of privatization process at a legislative level; 

2) to properly and fully address issues related to management of state-owned property; 

3) to clarify the mechanism for continuing separation of municipally owned property 1 
I 

(communal property) from the property owned by the national government (national 
property); 

4) to fill the gap in legislation with respect of the treatment of state-ov,ned assets in the 
. course of rehabilitation, liquidation or financial revival of enterprises. 

Objectives: 

I) to enact new pieces ofIegislation - Law on Stale-Ov,l1ed Property, Law on Institutions: 

2) to amend the existing laws - the Law on State-Ov,l1ed Enterprises. Law on Bankruptcy: . 

3) to issue a number of expository regulations to specify and detail provisions of the above 
mentioned laws and address such issues as appointment of management at enterprises 
having a state-owned share, decision-making by the government as a shareholder. etc. 

!.:. 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

Z. Towards improving the system for keeping track of and recording of state-owned 
assets 

Goals: 

1) to create an infonnation clearing house for state-owned pieces of property: 

2) to establish a liability of government officials for keeping inaccurate records with regard 
to the state-owned property: 

3) to ensure availability of accurate and adequate statistical infonnation about state-owned 
assets; . 

4) to develop a system for keeping track of the property owned by municipal authorities. 

Objectives: 

1) to establish a unifonn (centralized) registry of state-owned assets to be maintained by the 
State Property and Privatization Department (municipal authorities shall maintain local 
regisrries of communal property and report monthly to the DSPP for entering data to th!! 
Uniform registry). ~ 

3. Towards upgrading the efficiency level of management of state-owned assets 

Goals alld objectives: 

1) to proceed with separation of the nationally-owned property from the property to be 
owned by the municipal authorities 

In April 1999 the Government approved a list of state-owned blocks of shares and 
panicipatory shares in economic parmerships to be transferred under municipal owne:-ship. 
Based on that list the Government expects to actually transfer the assets during the second 
quarter of 1999. In addition, the Government approved (also in April) a list of companies 
which will remain in the ownership of the national government (i.e. shares of the so-called 
national companies, blue chips. large privari=arion objects and other asselS signijicClnl jor 
development of Ka::akhsran economy). 

\ 

A special treatment is designed for the national companies (natural monopolies. uranium ! 
companies, etc). It would require that each national company should have indicative action 
pJan. business plans and undergo listing on the KASE. 

J 

Some types of assets shall remain in sole ov.nership of the national government (the ". 
Government shall produce a list of such assets). The shall not be subjected to privali2:lrion. _} 
but may be transferred under trust management or leased. 

2) to develop and maintain a system for managing property .owned by municipal author:i:ies 

Tne property owned by the municipal authorities shall be managed by those authorities in 
compliance with the laws of the RK establishing general procedures for managing and 

" disposing of state-owned property. (The right of ownershi~ould allow municipal autho~ties I 

to retain all the profits gen~@ed as the result of operating the-owned bUSinesses (of co:.rrse 
after paying all the rele\'ant taxes to the national budget»). 

., 
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4. Towards promoting competitive and transparent pri"atization 

Goals alld objectives: 

1) to sell state-owned blocks of shares of blue chips and large privatization objects with a 
view of maximizing the income received by the state: - . 

Until the end of the year 2000 the Government contemplates completing the sale of the 
remaining portion of the state-owned blocks of shares of a number companies (e.g. 
Man gystaumunai gas, Kazkhrom, Aluminum of Kazakhstan. Kaza.kluJ!ys. and others). The 
Government will take aU the efforts to get shares of those compapies listed on the KASE. The 
main approach favored by the Government in dealing with blue chips will be to seek for an 
additional strategic investor who should be a recO!mized operator in 'l-panicular field and 
devoted to internationally acceptedst~dards for transparency and corporate governance. 

2) to complete privatization of the second-tier companies; 

3) to privatize the companies previously transferred unde! ~st management: 

To scrutinize the contracts previously entered into by the RK with trust managers to see 
whether those trustees properly and timely perfonn their obligations and upon discovery that 
the companies fail to execute their obligations. to initiate tennination of contacts with 
subsequent selling of the property with consideration of the guidelines established by this 
Program. 

4) to privatize social assets (educational and medical institutions, etc): ',,-- . 

5. Towards developing post-privatization monitoring and investment obligations 

1) to retain auditors and consulting finns for purposes of assessing the degree to \\'hich 
investors execute their investment obligations 'with regard to privatized entities: 

2) to initiate, on the basis of the findings. negotiations with investors with a vIew of 
developing new supplementary arrangements and contracts. 

6. Towards resolving problems associated with previously performed privatization 
J 

1) to finally settle disputes arisen from previously performed privatization (to list all the 
creditors· claims. detennine successors. decide on the fonns and methods of handling the 
claims); 

2) in 1999 to submit to the Parliament a number of draft statutory acts aimed at facilitating 
conversion of investment-privatization funds into joint stock companies and ensunng 
adequate managing thereof. ~ 

The Program is accompanied by a comprehensive action plan precisely determining 
performers and deadlines. 

GENERAL OBSERVATIONS 

If compared with the previous privatization program. this Program seems to be more precise 
and establish more aggressive and ambitious goals which at the same time look realistic and ./ 
doable. 
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Attachment 4 

lnternal~ernorandurn 

To: Staff 

From: Robert Serafini 

CC: 

Dare: July 19, 1999 

Re: Conference on Water Systems ~ 

Dear colleagues. 

Much of this conference was very interesting since it took essentially corporate finance 
approach to the delivery of water. 

Mirgul has the transcript in Russian. 

I have selections in English. 

Best regards, 

Robert 

(jaJm~ Khxzo\Ol J9.7 9Q I J:IU Document I 
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7/15199 11:35 PM 

CONFERENCE ON WATER SYSTEMS 

CONFERENCE AGENDA 

JULY 15-16, 1999 
ALMATY, KAZAKHSTAN 

The conference is sponsored by: 
U.S. Agency for International Development, and 

World Bank 

The conference is organized by: 
International City/County Management Association 

Hotel Alatau 
Poselok Kamenka 

Almaty oblast, Kazakhstan 
Tel: (7-3272) 54-9737 

Fax: (7-3272) 54-9681/54-9682 
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711519911:35 PM 

Time Topic Presenter 

9:00 am In/rod:lctlolZS and pllrpose of the zwrkshop Mr. Glenn Anders, Director, USAID 
l\fission to the Central Asia; 

9:30 am 

10:15 am 

10:30 am 

11:15 am 

12:00 pm 

12:45 pm 

2:15 pm 

3:15 pm 

4:15 pm 

4:30 pm 

5:00 pm 

7:00 pm 

Mr. Kadir Yorokoglu, Resident r..fission, 
\"\'orld Bank 
Mr. Tulegen Sarsembekov, 
Committee on Water 
Kazakhstan 

Olainnan, 
Res ourses , 

Otminv of waW and J:'aStn.'ater in the CAR and tl1t Mr. Walter Stottmann, Sector Leader, 
oil/lilt! oj program rtJornr. Main ekmmts of the rifornr Water and Sanitation, ECI\. Region, World 

Bank 

Break 

Muni.ipal U uJities and Local GOt'mUl1m/ Ms. Kathryn Stratos, USAID 

Finar.dal T-'iabi!i!J' Mr. Motoo Konishi, World Bank 

Efficu't't IItt'!stmmt Strat!gj..es Jor IV"at..'f'Ir.frostntcturt Dr. O.K. Buros, Vice President, CH2..\.1 
ImprrJI'tmmt..r HILL International, Denver, CO 

Lunch 

Cotntnllnif)'-Based Wat..'f' SupPb' ar.d Sanitation 
D~lopmmt in 10w~tan. 

Mr. Erdogan Pancaroglu, T earn Leader for 
the ADB Technical Assistance Study! 

Fi,zar.C£a! Aspects oj Rural IvaW Supp!}' 
l0''Z)'::!talt. 

Private Sector Participation 
Prit'tltization options 

Break 

Summary of the Days Presentations 

Reception 

Brockman TI1vi International 
t1t Mr. Keith Soffe, Financial Consultant for 

the ADB Technical Assistance Study/ 
Brockman TI'1-1 International 

Mr. Fred Zobrist, Tetratech/Mr. Ivan 
Cheret, Compaignie Lyonnaise des Eaux 

Mr. Frederic Renaut, General Director, 
Joint Venture, ''Rossa'' 

Mr. Michael Gould, Housing/Urban 
Development Officer, USAID 
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7/15/99 11:35 PM 

July 16, 1999 

Time 

8:30 am 

8:45 am 

9:15 am 

10:30 am 

10:45 am 

11:15 am 

11:45 am 

12:15 pm 

12:40 pm 

1:00 pm 

2:15 pm 

4:15 pm 

4:30pm 

5:15 

Topic 

PromtoJiolI of tJx dtfys Swlo1lS 

The .\lo1U1gemmt Contract in Y tmwt, Armenia 

ComiJlcting Sif-Arsessments 011 Vodokonols. 
AaDuntillg [lstems. 

International Donor Institutions: Their 
Programs and Requirements for Funding 

us. AgmD'for 11!L~ational Det~!opmer.t 

The !f7orid Battk 

EBRD 

AP.4l1 Du-elopmmt Bank 

Islamic Development Bank 

Lunch 

The Central Asian Viewpoint on Water Refonn. 
Q&A 

Break 

Conlinw panel disC1/ssion 

Summa,)' of aJ1!fi~n(t 

.I\djoum 

Presenter 

Mr. Michael Gould, Housing/Urban 
De\relopmenr Officer, USAID 

..... . 
. Ms. Judy WJlson, Partner, Blake, 

.. Cassels & Graydon 

Mr. Frank Schutz, lCMA 
Mr. Antony Gioffre, CARANA 

Ms. ~t1uyn Stratos, USAID 
Mr. Ken McNamara. USAID 

1fr. Walter Stottmaan, Sector Leader, 
Water and Sanitation, ECA 
Region,World Bank 

Mr. UlfHindstt6m, Senior Banker, 
EBRD 

Mr. Homg Wang. Resident 
Representative, ADB 

Dr. Kayed Abdul-Haq, Regional 
Office Director, IDB 

Panel discussion: Mr. A.P. 
Mironenkov, head of the Deplrl'tment, 
Ministry of :Macroeconomics and 
Statistics 

Mr. ~iichae1 Goul~~ \;S:jj 
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The Pragma Corporation 
USAID Securities Market Development Project 

Monthly Report 
(For the period ending August 31. 1999) 

I. EXECUTIVE SUMMARY 

This report provides details on the events and activities summarized below. as well as other 
events and activities regarding the USAlD Securities Market Development Project. as 
implemented by consultants for the Pragma Corporation ("the Pragma Team" or 'Team"). for 
the month ofJuly 1999. 

• SIX-MO!'\'TIJ PROSPECTUS PREPARED 

• FEASIBILITY STUDY FOR MUNICIPAL FINANCE COMPLETED 

• FACT-FThl)LNG MISSION ON MORTGAGE FINANCE IN RUSSIA COMPLETED;. 

• DRAFTING OF REGULATIONS FOR NSC CONTINUES 

• El\TfORCEMENT ISSUES UNDER NEGOTIATION WITH NSC 

• SHAREHOLDER COMPLAINTS WITH MEREI JSC RESOLVED 

• ROLE OF CENTRAL DEPOSITORY DISCUSSED 

• "CENTRECREDIT" BANK ACHIEVED "A" LISTING ON KASE 

II. PROJECT DESCRIPTION 

The Pragma Team works with the National Securities Commission ("NSC"), the Kazakhstan 
Stock Exchange ("KASE"), broker-dealers and the Central Depository in developing 
Kazakhstan's securities market. To further these goals, the Pragma Team works under a 
recently signed MOU between USAID and the NSC. Pragma also works with KASE under 
the auspices of a 1998 Memorandum of Understanding which established the precedent and 
rules of engagement. While these MOUs have expired, Pragma and NSC continue to 
cooperate in accordance with the pre-existing agreements. 

In ~o\"ember 1998, recognizing the changes in circumstances since the Task Order was 
wrinen. Rick Gurley, the COTR for the AID Mission, signed off on an Action Plan that set 
forth the priorities of the Project through its completion date. The priorities of the Project for 
this period are noted in the boxes below in section III. PROJECT LTPDATE AJ\TI 
PROGRESS VERSUS ACTIVITIES IN THE ACTION PLAN 

The project update for this monthly report will correspond to the activities set forth in the 
action plan described above. 

Firstly. Pragma delivered a six-month prospectus on objectives to be pursued in the near 
future. Also included in this report were accomplishments of the past six months. In terms of 
recent progress, Pragma a) aided market transparency and investment potential by increasing 
company listings and promoting broker-dealer quote activity; b) improved dissemination of 
securities market data through information technology support; c) initiated new instruments 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

USAID SMDP: Monthly Report 

for economic development, particular fixed-income; d) conducted analysis of new arenas of 
economic development (municipal bond issuance and insurance); e) encouraged the deepening 
and strengthening oflegal infrastructure (corporation law, enforcement. bond regulations. 
etc.): f) advocated self-regulation ofKazakhstani capita) markets, and g) initiated education 
and training on capital market developments (public finance. self-regulation, policy directions) 
in an environment of a former socialist economy. 

Future goals continue and amplifY these objectives of further I) facilitating market 
transparency and investment potential. :) formulating ne\\ financial instruments for economic 
development; 3) pursuing new avenues for economic restructuring through municipal bond 
issuance; 4) encouraging self-governance and viability of the stock exchange; 5) promoting 
education towards securities market development and market economy; 6) strengthening legal 
infrastructure to support transparency, competition and contracts in the arena of capital 
markets: and 7) providing information technology support for NSC common information 
system, pension fund reporting efforts, and state registration of corporate bonds. These 
efforts, both separately and in tandem, are essential for realizing sustained growth of 
Kazakhstan's emerging economy. (See Auachmenl 1.) , 

The completed feasibility study of municipal finance was submitted in August by senior public 
finance specialist Robert Serafini. The challenge of municipal finance is to provide a reliable 
source of long-term capital to the local government sector. Municipal-bond financing by 
oblasts releases the central government from some of the obligation for debt burdens. StilL 
,lte realization of such projects depends a freat extent on the outcome of fiscai 
decentralization. which is at present only in the planning stages and limited for the most part to 
bureaucratic decentralization. The three most financially-viable oblasts (Almaty, Atyrau, and 
\1angystau) are permitted by RK budget law of 1999 to issue bonds totally approximately $35 
million (KZT 5 billion). Municipal bond issuance is attractive but premature, due to 
limitations in local market for long term paper, negative credit paper, and insufficient 
delegation of financial decision-making to the local level. As an interim step, since akimats are 
required by law to compile a list of regionally important investments, USAlD's role could be 
in the form of technical assistance in cOlporate finance to the Akimates. (See Attachment 2.) 

A blue print to prepare potential public finance issuance extending into 2000 has been 
proposed by the Pragma advisory team. These measures include proposed rules for disclosure 
standards of fix-income offerings (municipal, corporate and hybrids); regulations for 
syndicates and selling groups; and rules for non-auction saies through KASE. Other plans 
would involve monthly contact with Vodokanal (water canal) and Environmental Ministry 
The goal would be the evolution of a model independent Vodokanal authority statute. in order 
to break endemic links to federal and local anti-monopoly committees, as necessary for serving 
a bond issue. Knowledge and documentation of local government laws responding to 
changing parliamentary process is essential to implementing financial innovations on the oblast 
level. Proposed visits to selected oblasts should entail e>..1ensive and intensive investigation of 
regional investment projects and their previous financials. Additionally, with working group 
discussions, meetings with commercial and other bankers and lawyers involved in these fields 
would be necessary. Evaluation of technical assistance will depend upon several key factors: 
terms oflocal market for accepting multi-year paper; stabilizing oflocal finances permitting a 
~% budget surplus in local net revenues following debt servicing, as well as annual revenue 
increases corresponding to national inflation rate. 

2 
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l'SAID SMDP: Month'" Report 

In August we issued letters to the akims of Almaty, Mangystau, Pavlodar and Atyrau. 
thanking them for their hospitality and reponing that final analysis of initial municIpal finance 
project would await figures for Fiscal Year 1999. In terms of the review of regionally 
imponant projects submitted by the oblasts in question. we offered possible foIlo\\ -up with 
corporate finance people, both provided by Pragma and outside consultants which could take 
place in September or possibly later. 

Long-term plans will include a working group meeting (follow-up), to take place in February 
2000 The format prepared L) Ilona Dim:i.rieva of FitchIBCA for summarizinf finan.::ial 
information wil1 be used for further analysis. Since bonds will not likely be issued this year, 
steps should be taken to assure that the respective akimats receive authorization for next year. 
At the proposed meeting early next year, we would review ideas on how to proceed with 
developing bond issues (in light of further financial information). Since MinFin will be 
involved in the issuance process. an observer will be asked to join. along with legal experts 
(See Atlachmen: 3, for information request for creditworthiness of region.) 

'With the completion of the municipal finance study, our attention turned to mortgage 
financing as an extension of public finance possibilities and the engagement of the social : 
sphere. Rick Gurley, David Lucterhand, Alexander Boichenko, President of La rib a Bank, and 
Azamat loldasbekov, Chairman ofNSe. and their associates travelled to Moscow to set up an 
initial meeting with the Institute for Urban Economics. The institute had conducted previous 
VSAID work on mortgage-backed finance in Russia, and our purpose was to learn how the 
:110'1£age marke: in Russia had deve:ured and \\ hat aspects of the program could be ...:sed In 

Kazakhstan. Also in Moscow, NSC head loldasbekov met with Standard and Poors and Fitch 
meA to determine the likelihood of their setting up a local rating presence in Kazakhstan and 
to demonstrate his commitment to assisting in this effort. In connection with the mortgage 
project, we also met with Lariba Bank to determine what level of mortgage lending would be 
appropriate for the pilot project. (For follow-ups on mortgage project, consult October 1999 
report.) 

On legal matters relating to NSC, the rigorous schedule of drafting regulations and 
commentary on existing or proposed regulations continued. Among pressing issues addressed 
was the necessity of creating a trust mechanism in Kazakhstani law for the securing of debt 
issuance. Adopting of US trust arrangements are not directly transferable to Kazakhstaru law 
as it now stands. Existing Kazakhstani regulations do not allow for the pledgee of collateral 
to be different than the creditor on debt itself In this case, a bond trustee would not 
necessarily be able to serve as a pledgee for bondholder benefit. A third pany bond guarantee 
(up to the amount of collateral pledged) would be a safer proposal. Time-consuming 
procedure surrounding foreclosure on pledged assets present other potential bottlenecks to the 
trustee process. 

A "trust management" arrangement under new Civil Code provisions might be able to expedite 
liquidation procedures. Still, Kazakh trust assets revert to founder (entity setting up trustee) '-
in the case of bankruptcy, thus making it difficulty to effectively secure founder's debts 
through a trust management agreement. Legal provisions must find a means to liquidate trust 
assets and distribute to bond holders: 1) before a bankruptcy filing and 2) without creating 
illegal preference over other creditors. 

Enforcement issues continue to be of concern, as addressed in ongoing discussions between 
NSC and Pragma. In response to resolving several cases of enforcement investigation. one 
outstanding case (the others being Aluminum Kazakhstan and Pension Fund Asset Mal1agers) 

3 
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has been resolved. As reported in the March action plan for the realization of the enforcement 
program, Merei Company (01S) received complaints about the seizure of shares by the 
company chairman. In addition to seeking out response by national tax authorities. we also 
recommended the freezing of the chairman's shares pending appropriate response. We also 
asked that additional information be provided, including evidence and records that would 
attest to violation of shareholder meetings and employee authorization of share purchases. 
.tiller these recommendations were made, the conflict was settled with reports by claimant that 
illegally appropriate shares are now being redistributed to shareholders . 

. As briefly discussed last month, Pragma has also addressed problems of a more aggressive 
review of issue disclosure, accompanied by an increase in issuer inspection and enforcement of 
reporting requirements. (See Recommendation #2 of March report.) As accompanied by an 
index of files, previous reports should be reviewed in light of current ones and notation of 
accounting firms with inadequate or unreliable reports should be documented Inquiries on 
charter capital conducted by the Corporate Finance Department would substantiate data based 
on stock exchange quotes and shareholder numbers (documented by Licensing and 
Survdllance Department). In response to different inquiries and shareholder complaints. the
documents of JSCs Promtechmontazh, Talgalski Bus Park.. Universam 100. Abilbank and 
Construction Adrninistration-99 have had their documents investigated. Auditing reports 
provided by JSC Kyz-Zhibek into charter capital and other concerns necessitated an 
independent audit, in which several mistakes were found which had been previously 
overlooked. 

Pension asset management companies are also a necessary focus of enforcement issues 
(Recommendations #4 and #5). We advocate the selection ofa specified number of past or 
present pension asset investments that appear somewhat dubious in terms of risk, return or 
price. Investigations should cover recipients or counterparties of the investment funds in 
question and uncover their connections (direct or indirect. official or unofficial) to pension 
fund companies, asset management companies, and their officials. Investment decisions made 
in bad faith or for reasons unrelated to the best interests of investors may be considered liable 
under several different auspices (Article #7 of 1998 Rules or #228 of Criminal Code). Of 
special concern are disclosure of specific levels of "connectedness," which require evidence of 
good faith transactions, addition disclosure to NSC, and public disclosure of such investments 
and levels of connectedness involved. (Additional recommendations and responses related to 
carrying out enforcement will be covered in the September report.) 

Regarding exchange matters. Pragma continued to push for KASE's becoming a fully 
functional SRO. According to Commissioner Shalgimbaeva. NSC is committed to delegating 
the appropriate responsibilities and authority to KASE. The appropriate role and 
responsibilities of the Central Depository (CD) and its relationship to the registrars continue to 
be discussed. The relationship of the CD as centralizing registries of all KASE issuers or 
linking up registries and the CD has been debated with Commissioner Kulinov (to be further 
discussed in the upcoming meeting of the Expert Council in September or October) Pragma 
maintains that optimal efficiency would be met if the CD could perform settlements of all 
KASE trades. The appropriate installation of software by l!SAID awaits the resolution of the 
CD as potentially performing the role of Central Registrar on all KASE trades. 

The problems of execution and quoting of trades on KASE continued to merit further 
attention by Pragma. The lack of trades being executed, rather than simply reported and 
conducted off the exchange, has been duly noted by the Corporate Finance department. fuck 

4 
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Dvorin and the KASE President worked on an action plan which would increase the volume of 
quotes and trade on KASE. This would require BDs without exception to place quotes on the 
exchange prior to execution. While this has been required for trading government bonds, it 
has heen more loosely regulated v.:ith respect to corporate securities However. further 
implementation of this plan awaits stricter Nse regulations towards off-exchange trading. 
Readily listed and quoted trades would also encourage BDs as voluntary market makers, 
increase competition and allow customers to avail themselves of the best price 

Alt'ng with continua! efforts to encourage listing on the e·;change. Pragma assisted 
CenterCredit Bank, one of the largest banks in Kazakhstan, to become "A" rated listings on 
the KASE. The Pragma-sponsored Central Asian Fixed Income conference in April. while 
designed to promote fixed income instruments, also revitalized an interest in securities 
markets. As a response, senior management bank staff and Pragma were able to work 
together to upgrade the bank's listing from an initial OTe -2 to A listings on the floor of 
KASE. The bank further profited by receiving a credit rating from Thomson BankWatch. 
Due to a reputation of prestige and transparency accompanying such rating, it has been able to 
access pension fund investment. Thi~ experience will ideally enable the hank to tap 
international capital markets in the future and attract new funds on the domestic equity and . 
bond markets. 

The IT group continued its support for the www.kazecon.kz. Tests of data accuracy 
checking were continued in cooperation with Almaty Commercial Bank. and the mechanisms 
uf data outpW from state regIstry Jfissue5- of cc'rporatt! securiiies was i:1,pf(1'. eG The 
structure of the state registry continued to be modified, with the aim of creating a mechanism 
of all large shareholders and transfer of issues from regional judicial departments. 
Negotiations with KASE involved plans for data transmission tests for reporting pension 
assets ("Tumar" system). The privatization of the v..'V\,'v..'.kazecon.kz web site was completed, 
along with final transfer of related activities to Golden Eagle Partners. Training of these 
company's staff., in order to maintain and upgrade web site server, was conducted. 

Task 1 - Continued Assistance to the NSC 

Dcfined Acthi~' 

I.Draft regulations 

Progress Made During the Month 

The Team's Legal Group continued its work on various laws and regulations noted below: 

• 

• 

Custodian Regulation: Memorandum of "best practices" custody regulation presented 
by IMCCs custody ex-pert. These points are being incorporated into existing draft 

Draft Share Registration and ProspeclUs Forms and InstructIOns For a draft of ne\\ 
share prospectus. legal staff continued to address absence of sufficient infonnation 
related to related party transactions and similar conflicts-of-interest issues As 
discussed in various comments issued in July and August. the prospectus lacks a 
general discussion and analysis section. Further infonnation on the offenng plan 
and its costs is also needed. 

• Deutsche Bank Securities Review of Draft Bond RegulatJOn: Comments from 
Deutsche Bank on new bond regulation draft re\'iewed. DBS conunents were largel~ 
technical and non-controversial. Our reply comments forwarded to NSC on Sept I 

• [J~<;e ofTrust.Hechanismfor .\"ecurmg Debt Issues: Memo outlmed \"anous ways of 
securing a bond issue under Kazakh law and associated legal problems Kazakh \,m 
apparentl:' does not allow pledgee of collateral 10 be other than crednor on debt A 
third pam' guarantee would be safer. A "trust management"· arrangement under nc\\ 
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USAID SMDP: Monthh' Report 

Defined Activity 

(continued) 

2. Assist in 
establishing 
enforcement power of 
NSC. 

Pro~ress Made Durin:,! the Month I 
CIvil Code proceedings nught expedite !Jquidauon (III case offoreclosure). bUI III 

Kazakh trusts assets revert to the bankruptcy estate of the "founde(·. This makes 11 

difficult to secure founder"s debts through a trust management agreement. Ihcreb~ 
guaranteeing fair dIstribution to crednors. 

• Draft Law on ,%areholder Protection: Extensive comments on draft law were 
completed. with translation continuing into September. The draft law would expand 
NSC" s enforcement powers and jurisdiction over fraudulent conduct. Still. man:
defiCIenCIes remam. as identified Ul assessment of capnal market~ ia\\ and rcgulauoli 
made by Ke\in. (See also Task Order 1.2 on enforcement.) 

• Investment Funds: Comments on optimal organization and best legal fonus for an 
investment fund. as requested by NSC in July. completed. Analysis pro\'ided warned 
against adhering to a smgle catch-all formula for investment funds. Asset valuation 
problem also discussed. as were fixed-obligation funds and regulatory parity for 
banks. 

• Kazakh Depository Receipts: Prepared internal memorandum noting needed 
rl!gulalO~ chall.ges and questions aboui practical advamage!- thes" instnllllCIltS \h'u!d 
offer. 

• Controls on MOVing Money outside Kazakhstan: Several memos were completed on 
such monetary controls and their impact on Kazakhs wanting to invest in foreIgn 
markets 

• OrhC'r Research was done on municipal bond matters and insurance issue<; related 10 

corporate finance legIslatIon. 

We continued to investigate NSC progress in response to our enforcement comments 

Work continued on encouraging implementation of proposed NSC action plan on 
realization of the enforcement program. Over 26 recommendations are either pending or 
have been addressed. These recommendations "'ill be addressed in tillS and follo\\ing 
report. One enforcement problem solved. 

• In response to one of the specific cases of enforcement investigation. one of the 
pending cases has been resolved. In terms of special cases. Merei JSc. Aluminum 
Kazakhstan and pension fund management remained under consideration for breach 
of disclosure. improper conduct and other issues. After complaints of seizure of 
Merei Company"s assets by chairman. Pragma legal staff recommended tile followmg 
measures: 1) freezing chairman·s shares (UIltil appropriate ex-planation pro\·ided). 1) 

gathering additional evidence on violation of shareholder meetings. employees' 
authorization for share purchases. and additional records and testimonies: 3) 
investigating action by national la, authorities. The conflict has now been settled. as 
claimant reports that tile illegally appropriated shares are now been rerustnbuted 
among shareholders. 

• One of the most pressing issues is a more aggressive review of issue disclosure. An 
increase in issuer inspection and enforcement of reporting requirements should be 
intensified (Recommendation #2). Inquiries into accounting finns "'ith inadequate 
or questionable information should be noted in records. 

• Enforcement requirements for pension asset management companies should select 
and highlight tIlOse investments and transactions that appear dubious in terms of nsk. 
return and price. Investigations should e:\:tend to recipients and countcrparties. 
pension fund companies. asset management companies. and the officials of both 
Issues of disclosure should seek out specific levels of '·connectedness.·· to uncover 
transactions made for self-interested parties other than pensioners. !m'estment 
deCIsions made in bad faith or for reasons unrelated to the best ll1terests of 
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USAID SMDP: Month'" Report 

I Defined Acti,it~· 

/(cOnUnUed) 

I 

3. AssIst NSC III 
moving off-exchange 
tradmg to KASE 

ProJ!ress Made Durinf! the Month 

beneficiaries (pensioners) may be consIdered liable under Article #7 of thc J 99~ 
Rules ("Seven Rules on Conducting Investment Activities by Pension Asset 
Management Companies") or #22R of the Criminal Code 

Pragma has pushed NSC to adopt more stnngcnt enforcement and less tolerance of ofT
exchange trading. An action plan developed by KASE and Pragma (see Task 4.3) 
advocates reqUIring quoting of trades prior to execution. thus eliminating likelihood of 
off-exchange trading. 

4. Establish NSC Data The Teclmological Support Group continued its ongoing work with the NSC. During the 
W arehousefT rade month the Group 
Reporting System. 

Continued to amplify and expedite general information systems for NSC and KASE: 

• Developed model of information renovation. which was presented to KASE as 
"reference book" 

• Conducted tests of data accuracy-checking system in cooperation with Almaty 
Commercial Financial Bank (ACF Bank) The first test results were received. and 
the data output program from the internal reporting system transmitting to NS~ was 
deemed successful. 

• Improved mechanism and structure of data output from state register of regIstered 
issues of corporate securities. in response to NSC request. 

• Continued work on modification of structure of state register of securities issues. "illl 
aUll of creaung a Illcchamsm for 1) regIStrauolI of all large shareholders anti Jor 2 J 

transferring issues from regional judicial departments to NSC. 

• Reported on the process of modifYing equity and authorized capital of legal entities. 
license holding. and the possibility of analyzing data at any period of time. 

Continued working with NSC reporting system for managers of pensIOn asset funds: 

• Negotiated with KASE for plans to conduct data transmissIOn tests for system of 
reporting pensIOn assets through "'Tumar" system. Use of infonnation protection 
Tumar (to be used 'with pension funds alone) was discussed with Kazakhstani Center 
of lnterbanking Accounts. 

Continued work on the internal NSC information system: 

• Installed into NSC server the final version of state register of licenses. 

• Chose technology of information protection 'with the use of SSL teclmology 
protecting the transmission of information on the internet. 

• Continued to elaborate the NSC internet site. Transition of NSC-registered 
securities issues to the external web site was made. 

Other: 

• Continued teclmical support and maintenance or."", k<l/.ccon.kl web site. 

• Continued to conduct training of employees of Golden Eagle compan). in order to .... 
maintain and upgrade web site server. 
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USAID SMDP: Monthh' Report 

Task 2 - Blue- Chip Privatization 

Defined Activity Progress Made DurinJ! the Month 

1. Assist and monitor Continued to monitor the process of 8 "blue chip- compames scheduled for pri\"UUzatJOll 
the privauzation of 
state owned shares. 

2 .• <\ssist and involve Assisted restructured CSPP (formerly DSPP) in investment memorandum to organize a 
BrokerlDealers in tender for financial advisors. 
working w/GOK 
pri\'atization. 

3. Advocate share Translated investment memorandums from Russian into English: informauon was posted 
listings of blue chip on State Agency for Invesunents web site at the request of CSPP. 
companies wIKASE. 

, 

Task 3 - Development of the Markets 

Defined Activity Progress Made During the Month 

! Encour;!!!e companie!= I 
to list on KASE. 

Helped to implement CentreCredit Bank's goal ofachie\'ing "A" lic;tin!! Oil K';'SE 
floor. Exchange Council approved bank's applicauon on AUguSl 13. 

2. Assisted in the selection of a registrar and a BD for" Almat)' Kus" JSC 

3. Continued to assist Vita on finding an investor for their bond issue. 

4. Aided "PS Agropak," by meeting with insurance company TSASO. Under 
discussion with llle company president was a mechanism to insure interest and 
principal default risks. 

5. Advised "RG Brands" on preparation of bond issue. 

As of end of August. 64 companies or securities issues were listed in KASE willI 85 
issues. New issuers included Kazkommertzbank Corporate Bonds ('"A" hsting. Augusl 
31). WillI Pragma's assistance. Uralsk-Popiplast (common and preferred) was listed on 
"B" as of 2 August. 

Se\'en "A" listed with eleven issues (Saflle as previous month). 

Eleven "B" listed with 20 issues. increasing number from last monili. (10 issuers with 
18 issues) 

46 OTC I & II with 54 issues maintained same level as last monlll. 

These numbers exclud!! companies placed by the DSPP. 

2. Encourage trading on Assisted broker-dealers by the following efforts: 
KASE 

1. Met with DB Securities to discuss the "Almaty Kus" as a candidate for share 
issuance through llle KASE. 

2. Discussed mortgage lending and trust indenture willI Kazkommerts Se.;unties 

3. Marketing efforts to enlist companies resulted in the signing of a POI \\l tll 
"Pa\'lodar Bilkery" towards bond issuance assistance. 
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l!SAID SMDP: Monthh' Report 

Defined Acth;t~· Progress Made DuriDJ! the Month 

4. Continued to work with "Rost Fond." Metalmvesf" and Promll1vest.·· all PlFs 
(Privatization Investment Funds) to put up quotes. 

I (continued) 

I 

Other: 

1. Continued to work on Trustee mechanism development. 

2. Prepared for trip to Karaganda oblast. 

, Worked on listing manllal In coopera1lOn with KASE 

Task 4 - Continued Assistance to KASE and the Central Depository 

Defined Acthit} Discussion of Progress Made During tbe Month 

1.Support KASE in • Pragma staff conunued to advocate KASE evolvmg into a fully functiolllllg SRO. 
despite some hesitation on the part ofNSC president Damit Karassaev. Drafting to 
address this issue has been started. with all relevant SRO documents to be drafJed b~ 
November 1999. These will include the following: 1) Rule~ of F au Practice: 2) 
Disciplinary Code and 3) Arbitration Code. including customer arbitration. 

accepting the SRO 
responsibilities of the 
ASSOCiation of 
BrokerlDealers (ABD) 

2 .. .<\ssist KASE to 
finalize rules for 
market -makers work in 
conjunction "ith 
Broker-Dealers. 

:;. Improve broker-
dealers operational 
efficiency and 
transparency. 

4.Provide assistance '''"to 
the Central Depositol}' 
(CD). 

. 

• Met with Commissioner Shalgimbaeva on issue ofKASE's functionality as SRO 
She confirmed NSC"s commitment to KASE acting as fully functional SRO. This 
would include NSC ~I\'in!! the KASE appro!",riate responsibilities and authon~ III 
this regard. NSC \\ill draft regulations requmng all profeSSIOnal paruclpants 10 be 
members of an SRO with a registrar/depository SRO being developed. 

• Continued to advocate the implementation of market maker rules which would 
improve transparency and liquidity. Trades executed off the exchange (see Task -1-.3 
below) do little to promote competition and liquidity. 

• Pragma staff e:\.l'ressed concerns about the continued lack of quoting and executing 
trades on the KASE. In fact. trades executed off the exchange violate recently 
adopted Securities Commission regulations that the majority of trades must be 
executed on the exchange. ratller than simply being reported (trades of more than 50 
shares). Action plan drawn up with KASE President seeks to increase volume of 
quotes and trades by placing quotes prior to executing trades off the exchange. This 
will allow for greater competition among broker/dealers and their customers while 
simultaneously allowing customers to receive best price. 

• Met with Commissioner Shalgimbaeva regarding the enforcement of NSC regulatIOn 
mandating the prohibition of off-exchange trading. She supported BDs putting up 
quotes on KASE. but questioned its enforcability. We. in tum. advocate disallo\\ing 
trades done offKASE. unless quotes be placed initially. This NSC regulation should 
be taken seriously through enforcement. 

• Met Witll Commissioner Kulino\' to discuss Central Depository and registrars' 
responsibilities of holding registries and performing transfer agent sernces. While 
the discussants agreed 111 principal. several unresolved issues remain. we advocated 
the CD be the holder of all registries ofKASE-listed issuers. Kulino\' maintained 
tllat registrars should hold registries \\ith telecommunication links between registrdrs 
and CD. Discussions are ongoing. 

• Discussed the plan for having tlle CD act as Central Registrar for KASE-lraded 
issues discussed with President of Kazakhstani Association of Registrars KOlShibae\ 
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USAID SMDP: Monthh' Report 

Defined Activity Discussion of Pro~ress Made Durin~ the Month 

(contmued) He was reluctant to agree. mamtainmg that the plan would havc a negalJ\'c effcct on 
the market. We countered that this would. in fact. have a positjve effect on the 
marke: (blit concedl!d the negative effect on regjstrar income). 

• Consulted wIth Central Depository's VP and decided that USAID-installed software 
would be sufficient for maintaining registries and performing Depository re-
registration. Pragma maintains that CD should perfonn all settlements of KASE 
trades for optimal efficiency. thus mandating sufficient installation of softwarc at CD 
CD President Kapushe\' agrees with this m principal. But he ad\'ocated NSC ~ 
involvement in enforcing cooperation of professional participants in mamtaimng CD 
registry. 

• With regard to CD' s holding of registries. NSC Chainnan Joldasbekm' disagrees with 
CD functioning as Central Registrar and holding registries. TItis issue. which puts 
USAID software installation on hold. will be discussed at Expert Council meeting 
(September (lr October). 

Task 5 - Other Activities 

Defined Acthity 

1. Make the USAID 
web site a self

rUSLalIling cnm)'. 

Misc. Topics 

Pro~ress Made Durin~ the Month 

A request for proposals (RFP) was issued on the \\ \\ \\ .ka.l.ccon.k/ web site and in the 
financial newspaper Panorama In response. two proposals were recei\'ed and e\'aluatt!d 
The wmner was Golden Eagle Partners (GEP J. an Almaty based lIn eSlIn~1Ii group A 
contract to convey the use of the web site to GEP is being prepared. 

• Six-month prospectus subntitted. 

• Fact-finding ntission to Institute of Urban Economics in Moscow initiated a 
mortgage-backed finance feasibility study. 

• The case of the delinquent payments of 1996 and 1997 dividends continued under 
discussion through August. Apparently. Kazak.htelecom had proposed to NSC a 
schedule of divident payments, with 1996 to be paid in the 2nd quarter of 1999 \nth 
1997 payments to be paid by 3Td quarter of 1999. This solution satisfied NSC and 
KASE. However. since Kazakhtelecom was unable to pay all of 1996 dividends on 
schedule (with addresses of more than half of shareholders allegedly still at large). 
further action is necessary. 
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USAID SMDP: Month'" Report 

IV. ADMINISTRATIVE ISSUES 

None 

V. PROJECT STAFFING 

The following personnel were engaged in project activities this month: 

Richard Dvorin, Senior Capital Markets Advisor 

Kevin Fogarty, Senior Legal Advisor 

David Lucterhand, Chief of Party 

Timothy Smith, Senior Technical Advisor 

Robert Serafini, Senior Advisor, Public Finance (Short Term) 
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USAID SMDP: Monthl,· Report 

Attachment 1. 

Attachment 2. 

Attachment 3. 

USAID SECURITIES MARKET DEVELOPMENT PROJECT 

Monthly Report for August 1999 

List of Attachments 

Memorandum ofPreviolls Six-Month Accomplishments and Six-Month 
Forecast 

"Municipal Finance in Kazakhstan: Moving from Needs to Financial 
Instruments," Robert Serafini 

Information on Creditworthiness of Regions 
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THE PRAGMA CORPORATION 
Kazakhstan, Almaty 480091 

67 Aiteke Bi St., Rms. 413-415, 420-422 
Telephone: +7(3272) 63 94 84 

+ 7(3272) 63 96 09 
Fax: +7(3272) 63 93 23 

MEMORANDUM 

To: Rick Gurley / Bill Baldridge 
From: David C.M. Lucterhand 
Date: August 20, 1999 

Attachment 1 

THE PRAGMA CORPORATION 
480091, Ka3axCTaH,AnMa~ 

yn. M1TeKe 5101 67, K. 413-415, 420-422 
TenecjloH: +7(3272) 63 94 84 

+7(3272) 63 96 09 
¢laKe:: + 7(3272) 63 93 23 

Subject: SMDP Accomplishments - Previous Six Months/ Six-Month Forecast 

Dear RicklBiII: As requested, please find a brief synopsis presented in bullet form of 
what the S~1DP has accomplished for the past six months as well as objectives for the 
next six months. 

The project has four distinct groups which contribute to meeting project objectives: 
ExchangelBroker-Dealer, Corporate Finance, Legal, and Information Technology. No 
differentiation by group has been made for this report. 

LAST SIX YIONTHS' ACCOMPLISHMENTS 

~Iarket Transparency and Investment Potential. E..:onomic development will not 
happen without investment. Investment will not happen unless investors can see what 
they're getting and what they're risking when they buy. This will not happen without 
market transparency. Part ofPragma's assignment has been to increase market 

. transparency by bringing companies into the stock exchange environment. This means (a) 
, for "listed" companies, improved disclosure of material financial and business facts; (b) 

for all exchange-traded companies (whether in the exchange's "listed" or its "aTC" 
sysit:m) !J:::tter and more accessib Ie pricing information for investors; (c) fo;- "A" listed 
securities, eligibility for investment by pension funds, which cannot invest in domestic 
corporate securities that are not "A" listed. In the past 6 months, Pragma has 

• Succeeded in getting nine companies listed on The Kazakhstan Stock Exchange 
("KASE") including: two" A" listings, two "B" listings, and seven aTC levels I & II 

• Succeeded in getting regional Privatization Investment Funds (PIFs) to offer the 
shares of fourteen companies in aTC II 

• Succeeded in increasing broker-dealer quote activity by 400°0 
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• Succeeded in having implemented recommendations reducing off exchange trading 

Information Technology Support 

In addition, Pragma information technology specialists assisted the National Securities 
Commission ("NSC") in improving the dissemination of information about securities 
issuers, securities professionals and securities market conditions when Pragma 

.... 
• Completed development and instaIIation of software for the NSC of the state registry 

of licensed professional market participants 

• Completed development and instaIIation of software for NSC registration of state
issued securities 

• Completed development and installation of internal internet for NSC 

• Completed NSC systems analysis for Y2K compliance 

• Completed design of web site for the NSC 

Pragma also 

• Privatized \vv..'w.kazecon.kz Web Site, a site developed by Pragma and USAID and 
devoted to business and regulatory information about the Kazakh market, in Russian 
and English. This award-winning web site, the most visited in Kazakhstan, was 
transferred to a private operator so that it could earn commercial revenues and 
become self-sustaining 

New Instruments for Economic Development. Kazakh investors are often mistrustful 
of equity investment - indeed of any investment. Billions of dollars are believed to 
"stashed in mattresses" around the country, earning no return, building no economy, and 

. creating no jobs. In this climate of skepticism, Pragma concluded that the market might 
, be more receptive to fixed-income securities, such as corporate bonds. Pension funds 

constitute most of the institutional investment in Kazakhstan. Further, pension funds 
require di\'ersificatial1 to manage risk but ollly invest in short-term RK treasuries and 
Eurobonds, unduly concentrating risk in performance by the sovereign. Currently, there 
are no publicly traded bonds except for government securities and one corporate 
Eurobond issue. Therefore, the need for developing financial products is critical. Pragma 
acted to bring this potentially attractive instrument to the market's attention and 

• Organized and Sponsored First Central Asian Fixed Income Conference 

• Produced and published Proceedings from the conference. 

• Redirected the KASE and i\SC to the importance of fixed income securities 
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New Avenues for Economic Development. Public works, the infrastructure for 
economic development in the United States, are heavily financed by municipal bond 
issues. Insurance companies in the United States are leading institutional investor in the 
economy, generally. In Kazakhstan, public works, even as basic as drinking water in 
some areas, are a shambles. Insurance companies play almost no role as institutional 
investors. Pragma was assigned to evaluate the chances for developing these sources of 
funding for economic development in Kazakhstan. Accordingly, Pragma 

• Completed analysis of near-term municipal bond issuance for the districts of Aktau, 
and Atyrau, and overall analysis of potential for public finance issuance in Republic 
of Kazakhstan 

• Completed Analysis of the State ofInsurance Regulations with Recommendations for 
Improvement 

Legal Infrastructure. A constantly cited cause for the failure of emerging economies to 
realize their promise is the lack of a sufficient legal infrastructure to support 
transparency, competition, contractual freedom and reliable enforcement of contractual 
and legal obligations. The market itself will ultimately show the way to development, but 
only if the law permits the investor to find the deal he wants (through assured 
transparency, freedom and competition) and to get the deal he makes (through reliable 
enforcement). Pragma has conducted reviews of the entire legal and regulatory 
environment for Kazakh capital markets and has 

• Completed and submitted to the NSC recommendations regarding provisions of the 
loint Stock Company Law, the fundamental law defining relations between 
shareholders and corporate managers 

• Completed and submitted to the NSC recommendations regarding enforcement 
programs 

• Completed and submitted to the NSC draft bond regulations and general disclosure 
regulations 

• Comptcted and subm:tted to CSAID a drarl assessment oftht! overali legal and 
regulatory structure for the Kazakh capital market 

Self-Government. In an effort to develop an alert, vigilant and participatory financial 
community, Pragma has sought in the past year to adapt the principles of professional 
self-regulation to the small Kazakh market and its limited capacity to sustain 
organiz:ltional \.)verhead. To this end Pragma has 

• Obtained commitment from the Kazakhstan Stock Exchange ("KASE") to develop 
the exchange as a self-regulatory organization for broker-dealers. This would fill in 
for an earlier. separate broker-dealer association which had to disband for lack of 
resources. As part of the plan, the stock exchange would also adopt "rules of fair 
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practice" to make its members more investor-friendly and thereby increase the 
attractiveness of investment. 

Education. Almost no living person in Kazakhstan is old enough to remember a non
socialist economy prior to this decade. Educational efforts take on added importance in 
this type of cultural environment. In support of its other activities, Pragma has also 
pursued an educational and training mission. In the past six months, besides the bond 
conference noted above, Pragma has 

• Completed a seminar on public finance fundamentals for staff of the NSC, the KASE, 
and broker-dealers 

• Completed training in self-regulation for KASE and NSC staff 

• Succeeded in having two Pragma advisors included on the NSC Expert Council, a 
body that includes top NSC and outside officials and evaluates new policy directions 
and initiatives in securities regulation 

• Presented papers at The World Bank Conference in Bishkek on the Development of 
Capital Markets and at the Soros Foundation-sponsored Conference on Pension 
Reform in Almaty 

OBJECTIVES FOR THE NEXT S1X MONTHS 

Market Transparency and Investment Potential 

,. Two additional companies listed "A" on the KASE 

• Additional quotes posted by BDs 

• Institution of Market Makers on the KASE 

• Retention oflocal BDs as financial advisors on at least five transactions 

New Instruments for Economic Development 

• One asset backed securities issue through the KASE 

• Two successful corporate bond issues through the KASE 

• One multi - national corporate bond issue successfully issued through the KASE 

I ~g 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

Information Technology Support 
. 

• Complete design and implementation of pension fund reporting system for the NSC 

• Create database for State registration of corporate bonds 

~ 

• Complete NSC common information system (shared communication between NSC 
web site and the· NSC internal net including data bases) 

• Complete training ofNSC and KASE personnel to establish competency in systems 
management 

• Continue support to WW\\ .kazecon.kz in accordance with privatization agreement 

Accrev.doc 
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• Several KDRs listed and sold through the KASE 

New Avenues for Economic Development 

• Continue consultation with municipalities and oblasts on the proper structuring of 
municipal issues 

Self Government and Exchange Viability 

• Incorporate, fully, rules of fair practice, disciplinary, and arbitration procedures at 
KASE 

• Develop Department of Regulation and Compliance at KASE 

• Develop self sufficiency plan for the survival of the KASE 

• Realize the merger of the Kyrgystan and Kazakhstyan stock exchanges into the 
Central Asian Regional Exchange 

• Lower net worth requirements for "A" listings 

Education 

• Complete back office training: books, records and compliance 

• Complete front office training: marketing and sales for conditions in Kazakhstan 

Legal Infrastructure 

;. Develop recommendations (rules) for reform of pension management practices 

• Develop recommendations for legislative changes in securities-related laws 

• Develop recommendations for proxy voting for corporations 

• Develop recommendations for the use of trusts in fixed income issuance 

• Draft regulation on custody assets 

• Draft rules and regulations for public finance issuance 
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The Pragma Corporation 

August, 1999 

The thrill of witnessing fIrst-hand Kazakhstan's debut issue of municipal bonds while studying the subject 
fo:--l TSAID is diffIcult to communicate. Many will c3yjl nV(;'r the real nature of the issue. eallJn~ it" 
corporate bond in disguise or a variety of commercial loan. True, the proceeds will not be used to build a 
school or water plant, but for this observer the bonds must be repaid by the "Oblast of Mangystau" - and 
that makes them municipal bonds in a real and poignant sense. And probably just the fIrst such issue. 

The challenge facing the market is providing a reliable source of long-term capital to the local 
governmental sector of this huge country. Correspondingly the Republican government. If it wIshes to 
C!ncourage decentralized borrowing must. in tum. decentralIZe its fIscal system and form of government. 

T:::> [,u~m:~s r.!- putlir timmer Ill\·est:nenl ~aJlk!ng is ~C' :J ,sis110,al ~'('\ c:nme!~ts cO meel theIr rl;~aT':;;lg 
needs. In the unital)' system of government which characterizes this nation, local leaders must conSIder. 
along WIth the schools and water plants, industrial and commercial enterpnses whIch have fallen on hard 
times in the post-Soviet years. They have primary governmental responsibility for bringing these 
enterprises back into production as employers and generators of revenue for all levels of government. The 
pm·ate sector, in this view of things, simply isn't advanced enough to fIll this role reliably. And so the 
pubbc fInance investment banker must think in terms of a far more comprehensive agenda: he must be 
wiIimg to intermediate projects which in the West would be considered unambiguously corporate in nature 
because bonds for those projects - equity. as well- might be required. 

Thanks. then, to the small cadre of professionals who have made possible in two months what might have 
taken a less blessed consultant much longer. David Lucterhand, as always, had the large view of things and 
people which made a running start possible. Rick Gurley of US AID provided all the plain speaking I 
needed to learn that he was looking for my best idea of an assessment and work plan consistent with 
existing local resources and limited taxpayer funding - not a macroeconomic or legal treatise of no 
applicability outside this country of fIfteen million people. Ilona Dimitrieva of FitchIBCA. Moscow, phed 
her surgical skills to the fmancial departments of two Oblasts. The Barents' Fiscal Reform people 
contacted me even before I left the US, and many other professionals have shared their insights smce I 
amved. Grigori Marchenko, now head of DB Securities. but formerly associated with nearly every 
important economic institution in the country, both entertained with his AK-47 colloquial English and 
enhghtened with the perceptiveness of an elder statesman. As for Kevin. Rick, Mirgul, Lena. Galina. the 
two ?--iatashas, Alsu, Bek, Diaz, Yuri (at least two of them). Oksana, Dlma and Voiodya - and the pothole 
pilots Bakhram. Nikolai, Sasha, Oleg and Boris - they were like family. 

A special category ofp~ople deserve mention. Securities market professionals - from Azamat 
10lciasbekov. Chairman of the National Commission on Securities. to traders monitonng equIty prices on 
screens - have rallied to the prospect of a new fmancial mstrument for the Kazakhstan Stock Exchange and 
for Kazakh mvestors. The need is there and the instrument is coming! 

AJI errors are mine. 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

1. Summary 

Under the 1999 Republican Budget Law, three Oblasts are permitted to issue bonds 
totaling KZT5-billion - approximately $35-million. I have visited all three, looked at 
their financials and examined their portfolios of possible projects. All three have written 
seeking assistance with stn.:.cturing bond issues. for reasons discussed withir •. I 
recommend deferring a decision on technical assistance with actual bond issues until final 
financial statements for FY1999 are available. But there are several aspects of municipal 
finance, including the availability of product for KASE, which should be considered. 

1. A syndication ofthe EBRD loan for the Aqtau Port r~presents the best short-term 
prospect for a significant. quality fixed-income offering through K:\SE. The EBRD 
municipal banker, with whom I've spent several hours in discussion, shares the belief. 
That loan was originated through EBRD's Transportation, rather than Municipal, 
Group. Though he agreed to "run the traps" on the idea within EBRD, he has been 
silent for several weeks. 

Ifthere are institutional problems recasting this performing loan, the anticipated 
EBRD solid waste Almaty loan should be funded in part locally. This is sound policy 
and ti1e marh.et would \\'t.lcome an EERD-guaranteed instrumcl1; as a ,-!ualJl) 

alternative to local paper. 

Pro: construction period risk over; two years of historical financial data; 30% 
margin after debt service (good credit, excellent candidate for KASE debut issue); 
legal structuring cheap and easy; converts EBRD loan to EBRD guarantee and 
frees EBRD funds (for desalinization plant in Aqtau?) 

Con: EBRD attitude unknown (Great idea? Not invented here?); timing unknown 

Action: Continue to pursue this idea with EBRD and transfer responsibility to 
Pragma corporate finance and legal personnel before leaving. 

2. Conventional municipal credit capacity at two of the three authorized issuers is quite 
constrained. Both Atyrau and Aqtau are deeply into periods of revenue contraction, 
though BOTH have maintained pay-as-you-go capital improvement programs on a 
modest scale and BOTH believe that revenues have stabilized. Almaty inherently has 
the best credit but the subventions that send revenues to other regions have depleted 
its credit substantially. 

Pro: motivated, cooperative borrowers; demonstrable need on a project level; 
parliamentary authorization in place. 

Con: Credit story weak; poor candidates for KASE debut issues; even medium-
term financial prospects are limited. . 

'0 
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Action: We replied to Akims with variants of the attached letter. Revisit the issue 
after FY 1999 results are available. Limited work plan. described herein. in place 
for Pragma personnel covering the next few months. See Appendix A. 

3. The Republican fiscal system is inherently flawed as a basis for local borrowing. The 
revenue pie is far more heavily skewed towards the top than in Russia and local 
government law creates only administrative local entities rather than corporate ones. 
But the history of municipal finance in the U.S. is marked by local initiatives to 
satisfy local needs. The promotion of a Public Utility District CPUD) alternative to the 
current system is very appealing to the National Association ofVodokanals and the 
Institute of Ecology and Sustainable Development (an Agency of the Federal 
Envirorunental Ministry) as a way to break the link between local services and the 
Federal Ami-Monopoly Commiuee, wh:ch has consistently constrained rates bdow 
production costs for consumers and warped market pricing relationships among 
public utility products. 

Pro: "end run" approach has a long, successful history in the U.S.; good 
legislative models readily available; consistent with "best practice" financial 
engineering and democratic approach; this is incremental progress and local 
so\·ernme:r.t la\" in transition W)1": cheap. 

Con: long lead time for deliverable KASE product. 

Action: Mirgul will maintain limited contact over the next few months with the 
Directors of the 26-member National Association of VA do kana Is (water/sewer 
combined utilities) and the Envirorunental Ministry. They will study a PUD law 
that I will supply. See Appendix B. 

4. The real municipal finance picture in Kazakhstan comprehends the requirement by 
law that Akimates compile and "work" a list of regionally important investments. 
The lists I have examined contain a handful of conventional municipal projects and a 
large number of commercial and industrial projects. The latter are no less important 
to the Akimates than the road and water projects. In this highly centralized 
goverrunental system, the Akimates are required to play the role of outside 
conservators in their regions. 

I recommend that USAID accept this role at face value and provide technical 
assistance in corporate finance to the Akimates. As we have been contacted directly 
by the .AJ<imates in Almaty, Mangystau, Atyrau and Pavlodar, we will look at their 
corporate finance needs in conjunction with their municipal finance needs. 

Policy issues also favor shifting focus in this direction. Many of the best corporate 
finance strategies will entail divestiture and privatization, including joint \·entures. 

5 
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Pro: compelling local need indistinguishable from municipal bond needs 
described under 2 abo\'c; good leverage of existing resources (our corporate 
finance people have work in the regions already); possible KA.SE benefits, 

Con: Pragma capabilities need on-going enhancement. 

Action: undertake review of regionai investments in these four Oblasts pending 
receipt ofFY1999 numbers from Akimates; review and expand resources in 
indigenous commercial lending, particularly working capital and inventory 
finance and in asset divestiture and joint-venture capabilities, domestically and 
internationally; review suitability of these municipal bonds for fiduciary accounts, 

5. The modeSlle\'el of activit) I describe should be construed Oll~i' as a ,esourcc: 
allocation recommendation. Municipal bonds are inherently attractive for a number 
of reasons, but premature as a focus for concerted effort because oflimitations in the 
local market for long-term paper, a generally negati\-e credit picture, and a 
governmental system that does not favor the capture and application of funds at the 
local level. 

An increase in oil or other revenue~ C::!fo quickly change the local financial rict1!rc. 
even if the fiscal "deal" with the Republic is far from ideal. All)' increase in local 
funding is positive for credit and could quickly translate into modest debt capacity. 

If the government remains committed to centralized finance, it might consider acting 
as a clearing-house, or bond bank, for regional municipal needs and issue a single 
series of Republic bonds, or mUltiple series of Oblast bonds, consolidating many local 
projects. 

Conclusion 

The bricks and mortar stock exchanges provide a convenient bite of the world of finance 
for the nightly news. But those exchanges have never been more than storefronts in the 
vastly larger and more significant machinery of capital markets. As significant as KASE 
may be symbolically, nothing I have seen can match the lists of regionally significant 
investments maintained by each Oblast Akimate as tests of a functioning capital market. 
Those lists encompass conventional municipal capital investments for social 
infrastructure and industrial capital in place but currently fallow. Any program of capital 
market development in this country that fails to address those carefully considered lists of 
projects ignores substance in favor of appearance. 

Perhaps as a legacy of the Soviet system, those lists are maintained by the leaders oflocal 
government. "Whatever the reason, those lists represent the official municipal finance 
agenda for the country. In addition, I have identified one element of the public sector
\"odokanals - worthy of comprehensive perestroika beyond the official agenda, Pragma 
personnel have the capabilities to advance this municipal finance agenda item 
significantly in the next six months, 

6 
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Poss/rIc Public FinallGC Work PIw:: Fall- Winter 1999 - 2000 

Kevin 
1. Rule 10b-5 type disclosure standard for fixed-income offerings (municipaL corporate, 

hybrid): 
'") Proposed rules for syndicates and selling-groups, and 
3. Proposed rules for non-auction sales through KASE. 

Mirgul 
1. Mailing list for working group; distribute new material as I send it (which I will) or as 

you find items of interest; 
2. Monthly contact with Vodokanal and Environmental Ministry people; try to attend 

any formal group meetings, even ones related to technical (water quality) issues; 
3. Work on model Independent Vodokanal Authority statute (I will send a model) to 

break Enks to Federal and Local Anti-Monopoly Committee; sort out other links in 
the water code (quality, etc.) and be aware of them, and 

4. Follow Local Government Law and Local Self-Government Laws as they move 
through Parliamentary process - become the national expert in local government law, 
knO\\ ('1'eJ'}·thing about it. 

Bek 
1. Visit selected Oblasts to study regional investment projects; appoint one of your 

delegation scribe to take extensive notes on conversations; try to get old financials for 
distressed plants; 

2. Bring info back to Almaty and discuss in a group with David and Kevin (do not try to 
solve problems in the field); 

3. Meet as many commercial and other bankers, including Islamic Development Bank, 
as possible. Meet lawyers as well. Discuss with them the portfolios ofprojects, and 

4. If you are getting somewhere, try a few new Oblasts. 

Recommended Party Line on Municipal Bonds 

Many people will continue to ask for help structuring bond issues. I suggest that our 
people provide a response like that below. Highlighted words are significant. 

"l]SAID will evaluate providing technical assistance in the development and sale of 
municipal bond issues for public facilities when the local market will accept multi-year 
paper and ~en local finances stabilize to the point that MinFin permits 1. a 5% budget 
swpIus in local net revenu~ after debt service and capital expenditures and 2. annual 
revenue increases at least equal to the national inflation rate. Until then, we believe that 
the pay-as-you-go approach represents the best approach to financing for many single
and multi-year projects. We will also assist borrowers to find soft money lenders." 

7 57 
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II. Background 

Under the 1999 Republican Budget Law, three Oblasts (Almaty, Atyrau and Mangystau) 
are permitted to issue bonds totaling KZTS-billion - approximately $3S-million. Given 
the finite quantity of fonned capital in the Republic, that authorization represents. in fact. 
an allocatzon of about 4% of the market for public debt (treasunes and Eurobonds). 

The financial picture in Aqtau and Atyrau is tight. Ilona Dimitrieva's narrative and 
charts, attached as Appendix B, paint a picture of constrained revenues and arrearage. It 
is fair to say that little or no general obligation debt capacity exists in these two places 
based on historical infonnation and I am not sanguine about creating credit through 
further budget cuts after several years of tightening. Still, all three are projecting better 
results for FY 1999; though interim results do not support truly optimistic expectations, 
an actual bottom to the multi-year trend is quite possible. That will support a modest 
level of borrowing based on historical revenues. Greater local debt capacity could be 
achieved very quickly with structural reform of the fiscal system. 

Atyrau, though, has been approved for a $16.S-million World Bank water loan; the Water 
Department manager pleaded confidentiality in refusing to share the loan agreement with 
us. He revealed that the water system loses more than SO(/o of Its water along lhe 
distribution path; losses of IS% typify the very best systems worldwide. Proceeds will be 
used to improve the distribution system; based on the Ural River, supply, quality and cost 
are not issues there. Because World Bank practice requires the guarantee of the 
Republic, Atyrau undoubtedly has a special deal with MinFin on rates and revenues and 
the World Bank terms are impossible to beat in any market: 6.S%, 20-year, level debt 
service, S years of no interest. The World Bank undoubtedly considers this to be a pilot 
issue: a good share of the proceeds disbursed in early years will be used to build revenue 
collection capabilities in the water department. Under the current system, consumers 
read their own meters, compute their own bills, and pay at designated banks. 

Aqtau is a desert community at the edge of the Caspian with no local fresh water. It was 
envisioned by the Soviets in the '60s as an all-season port - Atyrau, the historical home 
of the local extraction industry, freezes erratically between November and March. What 
fresh water exists is a byproduct of steam production at a dangerously obsolescent and 
financially insolvent nuclear power plant (MAEK). A pipeline from the \"olga in Russia 
comes to within 100km of Aqtau but is used for hydrocarbon extraction in Zhana-uzen, 
which has a small, modern plant of French design treating the Volga water for 
consumption by this factory town. To use that pipeline for local water in Aqtau would 
require the construction of a further pipeline and extensive pretreatment. We were told 
that the cost of that option would be $30 - SO-million, comparable to the cost of a local 
desalinization plant. The Aqtau desalinization project is a candidate for soft-money 
lenders like the World Bank or EBRD. The tie to MAEK really complicates matters: it is 
a liquid sodium reactor used during the Soviet era for plutonium production and.the loss 
of those revenues, along with the revenues associated with several industrial users, has 
left Aqtau tied to a very shaky water supplier. 

8 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

During discussions with MAEK management, we were reminded several times of the 
p,'alll's iocation 011 rhe Caspian SL?c1, l;'illz iran on the southern shore, and of its 
subsrannal horde of nuclear waste: this situation ought to be on Embassy radar screens, 

Almaty has many strengths and few weaknesses beyond a fiscal system which drains it of 
resources. The economy. despite a wholesale decampment of the Republican 
government to Astana. remains diversified and comparatively strong. Gross revenues are 
more robust than the other two cities and inter-year divergence from projections less 
dramatic. My feeling is that the potholes would disappear overnight if the city could 
keep more of the tax and other revenues it generates. The EBRD banker with whom I 
spoke told me that he was looking for the best "cherry" in the country for a soft-money 
loan; Almaty is it. 

UnitaryJ Government System 

Americans find strange a system of government in which virtually all the earnings of 
family members are "handed over" to the head of the household for distribution to other 
members. In the US recently, much controversy has surrounded an educational finance 
proposal in which large transfers of cash from rich districts increase the available 
resources of poorer school districts. These "subvention" transfers were central to the 
Soyiet system and live on in a variety of ways in Kazakhstan (see Appendix B). Public 
capital forms at the top - at the level of the Republic - rather than locally, where school 
and other services are organized and delivered. 

Kazakhstan retains this system, and corollary variations, on a large scale. USAID has 
begun admirable work to "reform" the process by introducing modern accounting 
procedures, including separate capital and program budgets, at several levels of 
goyernment. But for reform to really work, the country has to assume a more corporate 
form: local bodies have to acquire the elements of control and accountability that 
characterize corporate entities. Ifwe take a hard-nosed look at the task, the conclusion is 
inescapable - to me at least - that the some American municipal law model is not in the 
cards for Kazakhstan, or certainly not soon. The boxes that define true local 
responsibility and electoral control remain foreign ideas of little direct local importance, 

\Vbo can argue? European governments, for years, have thrived on highly centralized 
models with no apparent loss of local quality control or self-governance. Indeed, most 
European governments have begun American-style local finance only in this decade. But 
in Kazakhstan too little money flows or stays downstream with local governments and far 
too much flows the other way. The squeeze is on from the top. Moreover, the law 
goyerning sovereign debt prohibits Republican guarantees of Oblast debt. Exactly how all 
these pieces fit together is unclear; the law is evolving around two ideas, mutually 
opposed, of increased central administration and control, and decentralized borrowing. 
But the goyernment will have to commit less equivocally to local financing if it really 
wants to encourage it. 

9 
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The corporate sector may provide some comfort, since private corporations have existed 
in parallel with Government-owned companies for some years now. Perhaps a 
comparable coexistence could exist at the level of municipal government with local 
utilities, subject to elected boards, pennitted to opt-out of the centrally controlled 
governmental sector. Not privatization exactly, but a type of divestiture. 

Fiscal System and Local Credit 

The Barent's Group has had a team working on a fiscal refonn project for some time and 
has to be considered the definitive source of infonnation about detailed fiscal flows 
through the Kazakh government. 

But I can offer this synthesis of three of the harsher aspects of the current system: 

1. 100% of V AT collections now go to the Republic (in Russia there is an 
approximate 85/15 split between the Federation and the Oblast, down from 
50/50 two years ago); 

2. A system of drastic "subventions" transfers funds among the Oblasts to 
achie':e approximate per capita revenue parity. (Almat,)' g!\'es up about 60° 0 
of its local revenue to other regions); 

3. Hydrocarbon "Severance Taxes" flow almost entirely to the Republican 
budget. 

Ilona Dimitrieva's notes in Appendix B sketch out the general fiscal system in further 
detail. But the table following, prepared by her, gives a sense of the instability with 
which one sub-federal unit has had to cope: declining revenues reflecting the national 
economy, as well as an erratic system reflecting MinFin's peremptory elimination of 
entire sources of revenue. 

!Revenue-sharing arrangements between the Republican and Mangustau Oblast budgets 
~ ~ 

I , 

Percentage of revenue kept by 1996 1997 1998 1999 adopted 1999 adjusted 
regional administration 
VAT 10 0 0 0 0 
Profit tax 20 10 10 27.4 50 
Individual income tax 36 58 7] 27.4 lOa 
Social tax 0 0 0 27.4 100 
Environmental tax 85 7{! 70 21 50 

To make credit judgments, though, you have to look at actual financial statements. 
Reflecting the overall Republican policy of austerity (and short-tenn debt). the numbers I 
have examined: 

1. show negative numbers in key places; 
2. trend negatively and 

10 
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3. show considerable instability over time. 

Some of those numbers can be examined in the packet included as Appendix B. A 
serious disparity between projected numbers and actual numbers in any given year may 
reflect unforeseen inter-year erosion between the plannedlbudgeted revenues and those 
actually received. Financial managers cannot easily deal with revenue drops of this 
magnitude; budgeting becomes nearly futile and wage arrears blossom. The freefall from 
1996 to 1997 is alarming in all three places; though subsequent erosion has moderated. it 
really has to cease and reverse before these places can contemplate serious capital 
programs. 

Because no local financial situation can be viewed in isolation from the Republican 
financial picture, MinFin remains an indispensable partner for any Oblast hoping to 
borrow. In addition to needing the direct approval ofMinFin, any Oblast really needs 
)'1inFin's active collaboration to bring stability to the local financial picture. But reports 
that MinFin has been sending more responsibility downstream, along with less money, do 
not make me optimistic about MinFin as a partner. 

Of course oil can change everything. Even under the current fiscal system, some of the 
money entering the Republican coffers will flow downhill. 

Demand for Municipal Credit 

In the US, which has traditionally financed local fixed capital investment with debt, there 
is approximately 56,000 in outstanding bonds per capita (and the number is triple that in 
many jurisdictions). At the same rate, Kazakhstan would have about $lOO-billion of 
municipal debt. Except for opportunistic contributions by foreign investors undertaken in 
connection with their projects, municipal fixed capital in Kazakhstan has been funded by 
the Soviet and Kazakhstan Republics and by pay-as-you-go investment. More to the 
point, depreciation, deferred maintenance and inflation have erased much of the value of 
local public capital in the past decade. 

Each Akimate is required to compile a list of regionally important investments. I have 
examined a half-dozen of these lists and each contains modest investments that we would 
recognize J.S con\'entional~y pUblic. in most places. local pnonties send ti1e same 
message: we will make-do with what we have - except for the most pressing needs - and 
most of those are in the commercial and industrial sectors. 

StilL were the means available, demand for local credit could easily rise. The local 
infrastructure is old and, in some cases - as in Aqtau - desperately in need of tot a! 
re;- Iacemenr. 

But there is little formed capital in Kazakhstan outside the pension system. No insurance 
industry or banking system of any magnitude exists to absorb paper. The pension system 
totals about S L'2-billion and is currently the only significant pool of available credit. 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

From a policy perspective, it may also be unsuitable as a source for this type of credit 
given the current fiscal situation. 

Supply of Municipal Debt 

Essentially nonexistent. The Mangystau issue - the first regarded as a municipal bond in 
Kazakhstan -was auctioned in early August for the second time. It was only technically a 

, municipal issue: though issued by the Oblast, we are told that it was a working capital 
loan for a fertilizer plant and used the municipal issuer simply to achieve pension fund 
qualified investment status. The Offering Memorandum is silent as to specific uses for 
proceeds, however, beyond describing a mechanism to loan the funds to second-tier 
banks as a "loans-to-Ienders" program. The effect is to funnel pension fund assets into 
the local commercial banking sector. The maturity was one year, longer than most 
Republican paper issued during 1999. Appendix E contains a more complete description 
of the Mangystau issue. 

The supply of municipal paper will remain constrained as long as local priorities favor (as 
well they might) industrial development over development of the local public sector. 
Even ifthere are more industrial-aide bond issues like that in Mangystau, considering the 
questions discussed in the next section, the supply of municipal paper will remain very 
small for the foreseeable future. 

An aspect of supply worth mentioning is the competitive relationship between 
Republican debt and sub-federal debt. The latter is new and exists at the sufferance of 
the Republican MinFin. That agency has its hands full if accounts in the press are to be 
believed. I have read estimates which peg the need for new external debt, the refinancing 
of old external debt, of new internal debt and of rolling-over old internal debt at $750-
million by the end of calendar 1999. That number is not beyond the capabilities of the 
international and internal markets by any stretch, but it is a big number for the Republic 
to manage in an orderly way over the next few months and deserves attention. If 
incremental municipal debt continues to command a 3+% premium over debt of the 
Republic, new municipal bonds will have very high yields. 
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III. Municipal Fin~nce and Municipal Bonds 

Possible Projects and Issue Stnlcture 

Mangystau and Atyrau Oblast have requested technical assistance on four projects: a 
school, two sewage plants and a desalinization plant to replace the city of Aqtau's 
dependence on the MAEK nuclear plant. Finishing the school alone would be a real .... 
financial stretch for Mahgystau Oblast given the short-tenn nature of the market. Below, 
I summarize some of the legal and financial issues that will need to be addressed when it 
is time to do bond issues. 

Because these will be the debut issues of a debut instrument, much planning will be 
required to assure smooth placement. Nearly every aspect of offering bonds has to be 
considered fresh and resolved in two stages: preliminarily with borrowers early in the 
game and then finally with buyers later in the game. Most importantly, I would anticipate 
asking the Minister of Finance to appoint a fonnal representative to all structuring 
meetings and for each bond offering. 

Conditioning the markets for alternatives to Republican bonds has to be considered a key 
component of any municipal finance effort. Those bonds are short-term and issued at a 
discount; the average weighted period to maturity of tenge denominated Republic debt 
traded on KASE has dropped from about 86 to 82 days over the past two years and yields 
have risen from 18.5% to 21.8%. The Eurobond dollar-denominated bonds are trading at 
8.6% (1999) and 10.2% (2002). 

Municipal assets, by their nature, have a long useful life, making them suitable for long
tenn bonds. At the same time, municipal projects are often large. dictating that they be 
financed with long-tenn debt. But the market hasn't arrived at that point and will not for 
some time to come. Still, 15- to 30-year bonds have to be contemplated; even if 
unachievable today asflXed instruments, borrowers might be pleased to accept long-tenn 
bonds with adjustable interest rates. Bonds that pay current interest will appeal to a 
broader class of investors than discount bonds. Special trading maturities might be 
constructed, such as a longer-tenn maturity with a fixed coupon, available initially only 
to KASE dealers. Baby steps on every element of deal structure. 

Bond issues should be qualified to trade on KASE, though the initial offering should be 
done through a syndicate, dealer to dealer, with an opportunity to pre-sell the issues. That 
means the borrowers should interview possible managers and have an opportunity to ask 
questions about placement ideas. Perhaps three early issues should use three co
managers, selected by the issuers, in a mandatory rotation of book manager. We can 
provide selling-group rules that have worked elsewhere, possibly even an experienced 
book runner. And managers should be selected early so that they can learn from the deal 
put-together phase and contribute to structuring the issues by providing buyer feedback. 
We will be nearly unable. under any conceivable scenario. to acquire reliable market 
intelligence ourselves: at the same time. as technical advisors. we will have to provide 
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leadership as to price and structure. The management group will he vel}' importam to 
SUCCL'S.;. 

My early thoughts on deal structure include the following: 

1. IS-year bonds with coupon adjusted annually in advance - that is. I5-year 
bonds with a one-year rate; 

2. selection of a non-manager as re-marketing agent, for a fee of .25%, with 
responsibility to set the next coupon at the minimum level required to clear 
the market - with an option by the issuer to set the coupon for as long as three 
or more years; 

3. t.lke-out provided, for a fee of .5%, oy one or more pension funds (since i.he 
pension funds are the likeliest initial purchasers, the fee should be considered 
a kicker); 

4. no call protection whatsoever, but all calls by lot. except perhaps for trading 
maturities; 

5. provision for buyers to bid for fixed-rate bonds for periods as long as the 
remaining life on any annual coupon adjustment date; 

6. debt service reserve of20% of issue proceeds, reduced to 15% after five 
ve::lrs: 

7. local currency denomination is a goal but probably not attainable at the outset. 

Provisions like these will make the bonds trade very similarly initially - possibly 
separated only by credit perceptions - and diverge substantially later, based on market 
conditions and on buyer and issuer preferences. We would like the issues to extend 
naturally if market conditions favor longer commitments by borrowers and lenders. 

Legal Expertise 

Assembling legal talent beyond that ofPragma's staff is premature. When local finances 
are sorted out, it becomes a matter of establishing which good law firms are operating 
here and making a hiring decision. Marchenko chose White & Case, not a big municipal 
player in the U.S., but certainly strong enough in project and corporate finance for this 
type of work. LeBoeuf, Lamb - a big municipal bond firm in the US - is long 
established in Almaty and might be a better choice. There might be local firms who 
would choose to seek this business, though I would argue strongly that documents be 
developed initially in English. Local law firms should be affirmatively involved. 
particularly at the location of the borrower, possibly as co-counsel. In any case, 
borrowers should make this decision, based in part, but not entirely, on price. 

\... 

I recommend that counsel, in addition to the usual opinions on legality and tax treatment, 
also provide a legal investment survey and an opinion on compliance with the rules of the 
National Securities Committeeand the rules ofKASE. 

Prior to a decision to provide technical assistance on issuing bonds, though, Pragma 
should make a small commitment to tracking local governlnent law and finance issues as 
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they develop. This could be handled with a smal1 time commitment by a member of 
Pragma's le;al team. 

Kevin Fogarty, Pragrna's chieflawyer, has a preliminary handle on primary and 
secondary offering legal issues through KASE. In general, those are not legalZv 
problematic. though I am not a believer in an auction market for primary offerings of 
municipal bond Issues with mUltiple maturities. ExplIcIt dIsclosure guidelines are 
probably less important at this point than a clear "disclose all material facts" financial 
sensibility and NSC rule along with serious due diligence at the time of any issues; those 
two principles governed the American municipal bond market until this decade. 

Legis/ation 

Two basic codes of local government have just entered the parliamentary process, both of 
which perpetuate local governments as administrative divisions of Republican agencies. 
These codes are more basic than enabling legislation for bond issuance. akin to the 
relationship oflaws that permit the formation of corporations and laws that establish the 
exchanges on which corporate shares may be traded. In any case. the practice in 
Kazakhstan, established this year, is to include bond authorization in the Republican 
budget. 

I have concluded, after reading every local government law and finance statute I have 
found in English, that the absence of general provision for local capture of discrete 
revenue streams for local financing purposes is the biggest single obstacle to municipal 
finance here. Hence the Public Utility District (PUD) authorizing legislation. A PUD 
statute might circulate, perhaps as legal samidzat, alongside the codes under 
consideration. Throughout the Soviet world, water is provided by Vodokanals, municipal 
water utilities that report in Kazakhstan directly to the Akimates but also have an 
established network of relationships with equipment providers, with rule makers at 
various Ministries and the Anti-Monopoly Committee. The PUD approach is for a three
year time horizon. 

Ilona Dimitrieva did an excellent job ferreting-out cost and pricing information in her 
report and charts; it is clear that the Anti-Monopoly Committee routinely prices 
municipal services below the cost of production. 

In fact. revenue based municipal finance can be approached through the Vodokanal 
system. Upon the declaration of an Akim or upon a citizen petition, an Akimate would be 
required to call referendum to create an independent Local Vodokanal Authority in the 
area which would acquire the relevant assets at fair market value (International 
Accounting Standards) and hire managers or a private management company. Rates 
would be set 10cal1y by a citizen review board subject to a legal requirement that no class 
of consumers could be billed at less than the average cost of production. Bonds could be 
issued to acquire the assets and make improvements. A variant creates a private 
company instead; though the private company has to pay dividends, it has access to 
private equity capital. 
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After struggling for a while trying to establish who might "carry water" on a PUD 
approach. we found the National Association ofVodokanals and an Almaty office of the 
Ministry of Environment deeply involved with water quality and supply and thus 
receptive to new approaches. These people are "in the loop" of the unitary government 
and understand the logic for local proVlsion of these services consIstent with the regIonal 
planning approach of the Ministry. In addition, USAID funded a project for them to 
establish water user groups and they posses good needs and technology assessments. See 
Appendix D. 

Revenue Streams 

Tax flows are one possible source of revenue to support municipal debt. Because of 
Republican fiscal austerity and imposed changes in the available taxes - as well as the 
declining "yield" of the intact local taxes by virtue of economic conditions - it is very 
attractive to look at revenue streams other than taxes. Water/sewer are usually among the 
best because of powerful incentives for people to pay. In Atyrau, that revenue stream is 
3.lready pleJg:ed to the new World Bank water loap and in Aqtau. the funds are' hein~ 
taken by the receiver of the MAEK plant and applied to operations and the rest of that 
difficult situation. 

It is worth looking at that Aqtau revenue more closely because ifthere were a local
initiative Public Utility District option, it is possible to imagine a scenario in which the 
city just "walks" from MAEK and takes its business to the new water company and its 
new desalinization plant. Ignore the political realities for a moment: 

1. the old MAEK receivables stay with MAEK; the new utility has only its debt 
and whatever receivables it manages to generate on its own; 

2. Based on 1998 and Q 1 1999 numbers, that revenue stream might amount to 
800 - 900-million tenge per year. Call it an even $7 -million per year. 

3. That level of revenue has to support a cost of production comparable to the 
already-high level of the MAEK plant; desalinization is inherently an 
expensive process. 

4. Debt service on a $30-million bond issue, amortized over 20 years, at a rate of 
15%, is $4,790.000. A $50-million bond issue on the same terms requires 
$8,000,000 per year. Neither this rate nor term is attainable at present. These 
debt service numbers represent a substantial commitment by the community 
for drinking water and other types of water would require their own sources. 

5. To put those possible debt service levels in perspective, consider current costs. 
At a cost of production of KZTI89/m3, potable water production costs for the 
year total KZT1.24-billion or $9.2-million compared to projected capital costs 
alone of $4.8-million or $8-million, depending on whether the plant costs the 
lower or higher amount. 
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6. A "soft money" lender changes the picture significantly. Those two 
desalinization plants would have debt ser.-icc. at 8.5~v. of S3.2-million and 
SS.3-million with an 8.So

/0 loan over 20 years. 

7. MAEK would continue to sell electricity locally and to the national grid until it 
is shuttered. 

Short-term Work Plan 

I concluded my USAID report on Russian municipal bonds two years ago by calling for 
technical assistance during the developmental phases of the industry, when revenues from 
trar..s~ctions \..-auld be insufficient to fund i:-l';eSlment in "missionary work" by the 
industry itself. The same is true, though more so, in Kazakhstan - where no conceivable 
level of municipal borrowing will drive industry development in the near future. At the 
same time, USAID should hedge its bets on the instrument itself: it may not be viable 
even in the medium term. As much depends on developments in the fiscal system as on 
the market itself. 

The following appear to me to be reasonable activities requiring only modest resource 
commitment by USAID a~d Pragrna This strategy is designed to ke;:r the product on 
"simmer" while the Republic finds economic stability. 

1. Defer credit decisions until FY 1999 numbers are available. in about six months. 

If the financial situation appears to have reached bottom based on FY 1999 numbers. 
it might be possible to prepare and market modest issues of good quality for KASE 
distribution and trading during FY2000. In were starting bond issues of this type in 
the US today, I could easily place them before the end of the FY and would get a 
"comfort letter" from the auditors that the financial situation hadn't materially 
changed since the last audit. There are no independent outside auditors in the local 
public sector. 

It isn't possible to do the first issue of general obligation municipal bonds in 
Kazakhstan before the end of the year and it isn't desirable to make credit decisions 
before then. Moreover, the appropriate role ofPragma is as advisor to the parties 
arranging the loan or bond issue. Coordinating the activities of so many new players, 
and doing the job well, will take time. 

2. Accept the mandate given to local Akimates as conservators of all regionally 
important investment priorities. 

Though we might argue that regionally important corporate finance projects should 
be considered different in kind from conventional municipal bond issues, the law 
requires Akimates to consider all investment project possibilities in their jurisdictions. 
If the mandate is municipal finance - not just municipal bonds for KASE - we have 
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3. 

to consider things from their perspective. Many of the industrial enterprises on these 
:ists arc: ..::Jose<.!, or ncarl) so, and the .-\kimates an; actual1) /Ii lu,."o n~anagemem. 

I am sufficiently dubious of the financial value ofOblast guarantees that I consider it 
reasonable to approach these regionally important investment projects without those 
guarantees. Those guarantees really complicate the credit of the local issuers and 
provide only marginal credit enhancement for the borrowers. If public polIcy fa\ ors a 
technical pension fund investment qualification, let the Oblasts issue the bonds 
without guarantees. 

In the US, there is a long history of revenue bond financing for industrial and 
commercial enterprises subject to IRS rules relating to size and other matters. 1:1 
these situations, American municipalities act only as conduits for the borrower, 
earning them equivalent tax treatment with actual municipal bonds of the issuer. 

Pragma's corporate finance team will visit the Almaty, Mangystau, Atyrau, and 
Pavlodar Oblasts in the normal course of their business with the additional object of 
exploring the specific projects on the Akimates' lists ofregionally important projects. 
The sooner these enterprises start working again, the sooner they will begin again to 
contribute to the tax hase and to employment. 

Incorporate municipal finance activities into on-going Pragma assignments. 

When it is time to make decisions about local bond issues, several Pragma 
capabilities should be up to date. 

1. Pragma lawyers should be tracking the budgetary and debt laws, local and 
national, and should be "in the loop" for all Barents' Group distributions; 

If the Working Group functions, Mirgul and Bek will have an excellent 
window into the regional financial. That window should be complemented by 
access to the Barents' group work product, particularly as Barents has full
time personnel on site in Atyrau. Though I have deferred volunteering 
personnel from the Fiscal Policy project, they should also be represented on 
the Working Group. 

2. Pragma lawyers should draft a preliminary disclosure standard based on Rule 
10b-S. 

The bond issues will probably arrive, as did Mang'ystau, into a KASE 
regulatory vacuum. A general Anti-Fraud approach served the American 
municipal bond market well until this decade; even now, Rule lOb-S provides 
the basic disclosure standard, though that rule is now amplified by 
requirements for on-going disclosure and for information depositaries to 
receive, hold and make available that information to the investing pUblic. 
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That disclosure standard should be applicable to municipal. corporate. and 
considerinf \''1:mgys:au. :1ybid securiti::s. A: a :nin;m:.!:1~. tht financia! 
information relating to any obligor or guarantor should be disclosed for a 
period encompassing three full fiscal years and the partial year closely 
preceding the issue. In addition, projected financial information with respect 
to revenue based issues should be disclosed for a period of at least three years. 
along with a discussion by project management of any matenal assumptions 
underlying the forecasts. Ifhistorical and projected information are divergent. 
management should clearly address that disparity. 

In short, the purchaser with the highest standards should set the disclosure 
standard.:. Ir. Kazakhstan, that is the pensior;. fund - a fiducia;-: .. 
"Businessman's risk" is unacceptably low as a standard. 

Though I have concentrated on financial matters in this report. disclosure 
standards are a component of what I have referred to throughout as "quality" 
bond issues for KASE and an important consideration in my recommendation 
that decisions on credit be deferred until there is fresh year of financial 
information. Long-term fixed income instruments simply cannot be issued 
from an erratic revenue history. such as that which now prevails \\'e will 
need to show a demonstrable financial bottom - a clear end of the downward 
trend - that meets minimum disclosure standards. 

Pragma lawyers should formulate rules for non-auction distribution of issues 
through KASE. 

The capital position of the local financial services industry precludes true, 
significant underwriting capability. But the Mangystau issue had bids ranging 
from 12.5 to 15%; that extreme spread for one-year obligations suggests 
guesswork, not a functioning market. The industry will not be able, for the 
foreseeable future, to provide price leadership to the market based on financial 
muscle but can provide good credit analysis and price intelligence, financial 
commodities of great value in a heterogeneous market, such as that which 
characterizes municipal bonds. It just isn't enough to announce that MinFin 
won't approve a bond issue whose yield exceeds some level. 

A 250 basis point spread between the first and last buyer creates unacceptable 
market risk for fiduciaries. If the first purchaser of the Mangustau issue had 
to liquidate its position shortly after closing, it would face a loss of 
appr~imately 2.5%. On long-term bonds, however, that yield differential 
would create a ruinous position loss. A 16%, 20-year bond would have to be 
marked down by 34% to clear a 250 basis point drop in value. 

In America, competitive bidding characterizes about half the municipal bond 
market, and an even higher percentage for "high grade" issues but those bids, 
even the ones delivered over a nascent internet-based system, are made 1. all-
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or-none 2. for structured issues with mUltiple maturities and 3. subject to 
sigr..ificant adv.1n.::.:: ~oti~e, cisclosur.:: and opponunity to pre-sell. All the 
auction market really delivers is the handful of bids irrationally "through" the 
market - and that can only encourage collusion among the small universe of 
buyers in the long term and the "bottom-fishing" which characterized the first 
Mangystau auction. 

Good seIling-group (no underwriting liability) rules can work better than the 
auction market to create a reliable source of municipal capital and are suitable 
for the undercapitalized indigenous industry. This industry needs to generate 
profit from its fixed-income underwriting activity. 

4. Pragma lawyers should provide a workable framework for a bond issue which 
"pools" projects into larger issues for mUltiple municipal borrowers. 

Though such issues typically entail some commonality of underlying assets 
financed - to achieve an appropriate match between asset life and financing 
term - there is significant overlap from Oblast to Oblast for some types of 
projects. A pooled approach permits economies in issuance costs and 
encourages larger bond issues and greater liquidity in the secondary market. 
School bonds from across the country can, as one example, be aggregated into 
issues with common risk and investment characteristics. International bond 
insurers might welcome issues with geographic diversity and identical country 
risk. 

5. Pragma personnel should work closely with the National Association of 
Vodokanals and the National Institute of Ecology and Sustainable 
Development to develop and implement a local option PUD statute. 

These two organizations represent the local and national ends respectively of 
the water-sewer axis in the country. The Institute has inherited in an inchoate 
way the parochial issues of the Ministry of Construction, MITI and the Anti
Monopoly Committee by virtue of its mandate to manage water and waste 
resources as integrated systems in three defined regions encompassing the 
entirecountry. Moreover, the Institute has responsibility for transnational 
water resources, particularly important along the borders where most 
important cities are located. See Appendix D. 

The PUD approach, however, is contrary to the general tenor of this 
centralized government and would represent a clear departure from current 
practice and trend. The players noted above understand fully the nature and 
extent of this departure. 

6. Pragma corporate finance personnel should commit to visiting the four 
Oblasts with an eye to studying opportunities for technical assistance with the 
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regionally important investment projects. The best solutions will likely 

invoh:e di\'cstiture and joint venture formation. 
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[to the Akims of Almaty, Mangystau, Pavlodar, and Atyrau] 

Dear ___ _ 

We greatly appreciate the hospitality extended to us by you and your staff during our 
brief visit last month. 

We have done an analysis of the financial infonnatRm you provided and believe that the 
best course of action for a bond issue along the lines you describe will be clearer when 
the financial results for all of Fiscal Year 1999 are available in final fonn. In the 
meantime, we would like your pennission to stay in a dialogue with your financial 
people. 

We have also reviewed the list of projects on your list of regionally important 
investments and can, if you wish, send a team of corporate finance people back to the 
Akimate for further analysis with your staff and outside advisors. I can imagine such a 
visit in September ifthat is agreeable to you. 

I look forward to hearing from you. 

DCML 

[Mangystau only: For discussion purposes, it is not necessary to have a feasibility study 
for the desalinization plant. At this stage, it is more important to have 1. a firm price 
estimate (within $2-million) and 2. good estimates of operating costs (the plant in 
Bautino may be your best source for this infonnation).] 
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MEMORANDUM 

TO: Working Group on Municipal Bonds 
FROM: Robert Serafini 
DATE: August 10, 1999 

Dear Working Group Member: 

Communication #1 

After several years of financial constraint, I feel that it is important to get final financial numbers for 1999 
before making decisions about proceeding with municipal bond issues. I would like to propose that we 
plan to meet, as a group, in early February, 2000, when each of you has fmancial reports for FY1999. We 
can make arrangements here in Almaty for everyone. But you must commUnIcate with Mirgul Taimova 
whether you prefer to meet February _ - _ or February _ -_. 

To make things easier, may I suggest that we all adopt - just for purposes of this Group - the reporting 
format prepared by Ilona Dimitrieva of FitchIBCA for summarizing fmancial information. Enclosed are 
samples prepared by her during her visit. Please feel free to correct anything that needs to be corrected or 
to fill-in blanks. Also attached is a report format oriented to the Region, which we might also discuss in 
February. 

Since we do not believe that bonds will be issued this year, it is important that you take whatever steps are 
necessary to assure that your Akimate receives authorization for next year. 

Because MinFin is central to the bond issuance process, I will invite an observer from MinFin to join us in 
February for part of the time. 

Also in February, I would like to review ideas for how to proceed to develop bond issues. I may ask legal 
experts to join us for consultations. 

Thanks and see you in February! 

All the best, 

Robert Serafmi 

25 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

11\;FOR\1ATIOl': REQPEST FOR \I0 .... 1TORIl':G OF CRF.DITWORTHI .... F.SS OF A. REGIO .... 

Information submitted on a quarterly basIs 

1. Economic and social indicators 
1. I. Industrial output index 
1.2. Consumer price mdex 
1.3. Unemployment rate 
1.4. Total investment to the local economy 
1.5. Wages delay in local industry 
1.6. Payables and receivables of local enterprises 
1.7. Real income per capita 
1.8 Before tax profit oflocal enterprISes 

2. Region's fmance 
2.1. Consolidated and oblast budget execution 
2.2. Extra-budgetary funds execution for last three years 
2.3. Consolidated and oblast budget payables, includmg wages 
2.4. Consolidated and oblast budget receivables 
2.5. Non-cash fraction of consolidated and oblast budget revenue 

3. Region' s assets 
Pay;;bles of enterprises o\1.lled !:-,: ~he oblast if aot included in the budget PJ:;ab1e3 

4. Debt burden 

4.1. Debt composition 

Information submitted on a yearly basis 

Economic and social indicators 
1.1. GDP and local industry structure for last three years. 
1.2. Employment structure of local economy and industry for last three years. employment in state and 
private sector of the economy for last three years. 
1.2. Export and import structure for last three years, big Investment local projects, present situation and 
perspectives. 

Social and economic indicators 
1996 1997 

GDP, bn tenge 
Industrial output index, % 
Export, USD rnn 
Import, USD rnn 
Population at the beginning of the year, tho peop. 
Share of economically active population in total populatIOn, % 
Unemployment rate (ILO m6.t.hodology), % to economIcally active 
population 
Total investments, at current prices, RUB mn 
Foreign investments, USD mn 
Loss making enterprises, % of total local enterprises 
Loss makIng enterprises, % of total industrial enterpnses 
Wage arrears in Industry, RUB mn 
A verage wage, RUB . 
Share of the population below poverty level, % 
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r A verage income/poverty level ratio. % 
'\t.:!i:ber of registered enterr'TIse~. as of I) I 0 I 
Om of whIch small and medIUm size 

1.3. \fain taxpayers for last three years. 

Region's ftnance 
2.1. La\\- on the 1999 and 2000 consolldated budget. mcludmg extra-budgetary r·unds. assumptIOns used 
for projections. 

Region's assets 
3.1. Privatization plans for last three years, projections for privatization proceeds 

Debt burden 
4.1. Debt management (regional laws on debt management) 
4.2. Prospectus of emission of outstanding bonds. 
4.2. Peculiar clauses in foreign commercial loan agreements, for instance, put optIons, cross defaults. 
Principal amount of such agreements, dates of put options. 

27 



I 
I 
I 
I 
I 
I 
·1 
I 
I 
I 
I 
I 
I 

I 
I 
I 
I 
I 

VlHCPOPMAUVlSl, HE06XO.llVlMNI .llnSl MOHVlTOPt-1HrA KPE,llVlTOCnOC06HOCTVl PEn10HA 

HHd>opMaYHII noeAoCTaBJIlleMaSi e)f(eKBapTallbHO 

1. COUl1allbHO-3KOHOMI14eCKHe nOKa3aTelll1 

1.1. Ii1H.IleKC <j:1I13114eCKoro 06"beMa npoMblUJlleHHoro np0113Bo.llCTBa. 

1.2 YpoBeHb I1H$nlIUH'1 

1.3. YpoBeHb 6e3pa60THUbi (no MeTO.lll1Ke MOT), B % K 3KOHOMI14eCKI1 aKTI1BHoMY HaCeneHl110 

1.4. 06"beM Kanl1TanOBnolKeHH~ B 3KOHOMI1KY B .Ile~CTBYIOU4I1X ueHax 

1.S. 3a,1l0nlKeHHoCTb no 3apa60THo':; nnaTe B np0l13BO.llCTBeHHbiX oTpacnllx 

1.6. Kpe.llHTOpCKall 3a.llOnlKeHHOCTb npe.llnpHllTI1~ 

1.7. .lle6l1TopcKaR Ja.llonlKeHHOCTb npe.llnpl1l1TI1Jii 

1.8. Cpe.llHe.llYUJeBble peaJlbHble .IlOXO.llbl HaceneHHIl 

1.9. CooTHoUJeHl1e cpe.o.He.o.YUJeBblx .IlOXO.o.OB H Benl14HHbl npOlKI1T04HOro MI1HHMYMa, % 

1.10. 6anaHcoBa!l npl16blnb no Hapo.o.HoMY XOJllJiiCTBY Bcero, B TOM 411cne no npOMbIUJneHHOCTI1, cellbCKOMY 

X0311~CTBY, CTpOI1TenbCTBY, TpaHCnopTY. 

2. CPI1HaHCbl ropo,ga 

2.1. npOrHOJbl I1JMeHeHH~ B Jl,OXO.o.HO~ 4aCTH 61OJl,lKeTa Ha 1999 ro.o.: BenH411Ha, npl14l1Hbl. 

2.2. OT4eTbi 06 HcnOllHeHHH KOHconH.o.I1pOBaHHoro H 061laCTHOrO 61O.o.lKeTa (B COOTBeTCTBl111 C 61O.o.lKeTHoii 

KJlaCCI1<p11 KauHe~) 

2.3. OT4eT 06 HcnOIlHeHl111 .IlOXO.llOB 11 paCXOllOB no BHe61O.IllKeTHbiM <jJoHJl,aM 

2.4. Kp€.4J.1TopC::Ka!l JallOJllKeHHOCTD KOHCOJlI1Al1pOBaHHoro 11 06JlaCTHOrO 61OJl,lKeTa c BbIA€lleHl1eM 

JallOJllKeHHOCTH no Japa60THo~ nllaTe. 

2.5 . .lle6l1TopcKaR JallOlllK€HHOCTb B KOHCOJlI1Jl,HpOBaHHbIH H 061laCTHOH 610AlKeT no HalloraM 11 APyrl1M 

0611JaTenbHbiM nllaT€lKaM 

2.6 . .llOllll Jl,eHelKHblX nocrynJl€HI1H B 06U4I1X Jl,oxo.o.ax KOHCOJlHJl,l1pOBaHHoro 11 06naCTHoro 6lOlllK€Ta 

3. AKmUSl:01 pe2uoH8 
3aAOIl)f(eHHOCTb npennpHSlTMH, HaxoASl~HxCSl B co6CTBeHHoCTH ropoAa, eCIIH OHa He Y4TeHa B 
KpenHTopCKOH 33AOIl)KeHHOCTH 61OA)f(eTa 

4 l1onzos8f1 H8Zp'{3Ka 

CTpYKTYpa .o.oJlroBoii HarpYJKI1 (KpeJl,I1Tbl KOMMep4ecKHx 6aHKoB, HenoraUJeHHble BeKCeJlll, o61lJ.1raUIIIIII, CCyJl,bl, 

rapaHTIIIIII) 

HHcb0pMaUHSI npenOCTaBJISIeMaSi e)f(erOAHO 

1. COUlllaJlbHO-3KOHOMI14€CKl1e nOKaJaTenlll 

1.1. CTpYKTYpa BPn, npoMblUJlleHHoro npOI1JBOACTBa Ja nocn€,D,HI1€ TPI1 rO,D,a. 

1.2. CTpYKTYpa JaHllTblX B Hapo.o.HoM xOJllliiCTBe, B npOMblUJlleHHOCTl1, JaHIITblX B rocYAapCTBeHHoM 11 4aCTHOM 

ceKTope Ja nOcne,D,Hl1e Tpl1 rOlla. 

1.2. CTPYKTYpa 3KcnopTa H HMnopTa Ja nocne.o.HH€ TpH ro.o.a, KpynHbl€ I1HB€CTI1UI10HHbl€ npO€KTbl, IIIX 

COCTOllHHe 11 nepcneKTHBbl oCYll.leCTBlleHHR. 

1.3. 10 OCHOBHblX HallorOnllaTeJlbll.lHKOB B 61O.o.lKeT ropo.o.a B 06U4eM 06"beMe HaJlOrOBblX nOCT}LnJleHI1':; Ja 

nOCneAHIII€ TPH ro.o.a. 
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AMHaMHKa OCHOBHblX COltHanbHO-3KOHOMH'IeCKHX nOKa3aTeneH pa3BHTMSI pel"HOHa 

nOKCUaTenb I 1996 ! 1997 I 1998 1999 
i I 

BPn. unPA. py6 : I 

I'1HAeKc qH1311'1eCKOrO 06beua. % 

3KCnOpT, USD unH. 

I'1MnopT, USD MIlH. 

4V1cneHHoCTb HaCeneHI1R Ha 0' 0', TblC 'le!1 I I 

)lOIlJl 3KOHOMI1'1eCKI1 aKTI1BHOrO HaCeneHI1J1 B 06LLteH '1I1CneHHOCTI1 

HaCeneHI1J1, % 

YpOBeHb 6e3pa60TI1Ubi (no ueTOjll1Ke MOT), B % K 3KOHOMI1'1eCKI1 

aKTI1BHOMY HaCelleHl1fO 

06beM Kanl1TallOBllOlKeHI1H B 3KOHOMI1KY B AeHCTB~fOLUI1X ueHax 

VlHoCToaHHbie I1HBeCTliIUIIIIII, :JSD M!1I1. 

,lloIlJl_y6bITO'lHbIX npeAnplfJITliIH no HapOAHOMY X03J1HCTBY. % 

)lOIlJl y6bITO'lHbIX npeAnpLoIJlTLoIH no npoMblwneHHoCTLoI. Bcero % 

3a.o.0J1lKeHHOCTb no 3apa6oTHOH nnaTe B npoLol3BOACTBeHHbiX 

OTpaCllJlX, MnH. py6. 

CpeAHJlJI 3apa60THaJl nllaTa, py6. 

YAenbHblH Bec HaCelleHI1J1 c AyweBblMLoI AOXOAaMLoI HLoIlKe 

npOlKLoITO'lHOrO MI1HI1MYMa, % 

COOTHOWeHl1e cpeAHeAyweBblx AOXOAOB 101 Benl1'1Lo1Hbl 

npO)f{I1TO'lHOrO MLoIHLoIMYMa, % i 

KOIlI1'1eCTBO X03J1HCTBYfOLLtI1X cy6beKTOB Ha 01.01., eA. 

1013 HI1X MallblX 101 coeAHI1X npeAnQLoIJlTLoIH, eA. 

2. <l>I1HaHCbl ropop,a 

3.1. rOAOBble 3aKOHbi 0 KOHconl1Al1pOBaHHOM 6fOAlKeTe 061laCTI1 Ha TeKYLLtI1H 11 6YAYLUI1H rOA, BKnlO4aJl 

BHe610AlKeTHbie CPOHAbl, nporHo3Hbie AaHHbie OCHOBHblX 3KOHOMI14eCKI1X I1HAI1KaTOpOB, I1CnOnb30BaHHbiX 

AnJl nOArOTOBKI1 6fOAlKeTa. 

4. AKmuBbl pezuoHa 

4.1. VlTOrl1 npI1BaTI13aUI111 11 nporpaMMa nplo1BaTI13aUI111 Ha 6YAyLLtee (npLolOpI1TeTbl, Kpl1Tepl1l1) 101 AOXOAbl, 

OlKl1AaeMble OT npl1BaTI13aULoII1 B TeKYllleM rOAY. 

4.2. 3a,o,OJllKeHHOCTb npeAnpl1J1TI1H, HaXOAJlLLtIo1XCJI B co6CTBeHHoCTI1 06J1aCTI1. 

5. [JonzoaaJl HaapV3Ka 

5.1. YnpaBJleHl1e ,o,OJlrOM (perl10HallbHbie 3aKOHbi 0 AOJlre) 

5.2. npocneKTbl 3MI1CCI111 06J1lo1raUI10HHbIX 3aHMoB, HaXOAJlllll1XCJI B 060poTe. 

5.3. Oco6eHHoCTI1 ,o,oroBopoB no Kpe,o,lo1TaM, BblpalKeHHblM B LoIHoCTpaHHoH BaJlIOTe (AOcp04Hoe noraWeHl1e, 

nepeKpeCTHble ,o,ecpoIlTbl). CYMMa KpeAI1TOB no nOA06HbiM AoroBopaM, AaTbl AOCP04HbiX noraWeHI1H. 
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Appendix B 

Ilona Dimitrieva' s notes from site visits in Aqtau and 
Atyrau in early July. 

Ms. Dimitrieva is a municipal bond analyst from FitchIBCA in Moscow and has a 
thorough understanding of Soviet-style municipal and regional accounting. These 
notes should be read in their entirety. I have edited the English lightly, but have not 
changed anything of substance. I have also been able to confirm key observations 
with others during our visit to the cities in early July and since our return. 

Abbreviations: 
MinFin = Ministry of Finance; 
m3 = cubic meter 
k-m3 = thousand cubic meters; 
kW = kilowatt 
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Mangystau Db/as! (cities of Aqtau and Zhana-u;en) 

Anti-Monopo(v Committee 

Regulates rates on water, sewer, electricity and hot water, which means that people 
from MAEK (nuclear power plant) have to get approval from the committee if they 
want to increase rates. According to the person from the Committee (didn't give his 
card) the cost of production and rate for: 

Cost of Production Rate 
potable water 189 KZT/m3 87 KZT/m3 
technical water 21 KZT/m3 23 KZT/m3 
hot water 135 KZT/m3 69 KZT/m3 

electricity 1.65 KZTlkW 2.21 KZTlkW 

All these tariffs are equal for all customers (popUlation, enterprises, budget ,. 
organizations). [NOT equal in Atyrau and Zhana-uzen. see below; in the charts which 
follow. volume units are different.] 

In Soviet times MAEK produced 56k-m3 of water per day, now it produces 17-18k
m3 

At the moment MAEK is under external management [receivership] because of a 
huge balance of pay abies: KZTl1.8-billion at the end ofQI 1999 (its 1998 total bill 
was KZT 6.9-billion). The enterprise is allowed to freeze payables for two years. The 
purpose of external management is to recover the enterprise and make it profitable to 
repay its debts. 

The production of water supply company in the city of Zhana-uzen totals 7k-m3/day; 
the rate for population is 49KZT/m3, for enterprises is 89KZT/m3, the cost of 
production is 69KZT/m3 

Daily demand for portable water in the city of Aqtau is 18 k-m3, for technical water 
25-28 k-m3, and for hot water is 15 k-m3 

Finance committee 

The budget is highly dependent on oil company taxes: 70% of the revenue is 
generated by three oil companies in the region. The Regional administration plans to 
cut operating expenditures by 10% which accounts for about KZT 380mn (USD 2.9 
mn) of 1999 budget expenditures. By the beginning of 1999, tax arrears accounted 
for KZT6-bilIion whereas budget payables were at the level ofKZT2.8-billion. This 
year they are going to decrease payables and arrears by 1.7 -billion through offsets. 
The tax arrears ofKZT4-billion exceed their budgeted revenue for 1999, KZT3.9-
billion. . 

They expect that in 2000, due to increased oil prices and oil production, the regional 
budget will get additional KZT800mn from oil companies (half of the sum is their tax 
arrears). lithe chemical industry becomes profitable they expect KZT400mn yearly. 
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investment projects in Mangistau 

New tenninal at local airport or S2-3mn to upgrade existing tenninal. Also. sewer 
plants for Aqtau and Zhana-uzen and high school for Zhana-uzen. 

Atyrau Oblast (city of Atyrau) 

Economic policy department 

OiVgas production and processing accounts for 85% of Domestic Regional Product 
(DRP) 80% of which is represented by oil production. Ifprices stay at the level of 
$12-14 per barrel oil companies will double oil extraction by 2005 (in 1998 
TengizChevron oil & Kazakh oil EMBA (spelling might be incorrect) produced 11 
mn. tn ). If the test-drilling in the Caspian is successful and the Caspian Consortium 
oil pipeline starts operation in 2000, oil production figures might be impressive. 

Tax proceeds from two oil companies (TengizChevronoil & Kazakhoil EMBA) make 
up 70% of regional budget revenue. 

The region might increase its revenue if the Caspian Consortium, which is now 
registered as a taxpayer in Almaty, moves its headquarters to Atyrau and starts paying 
taxes in the region. 

Finance committee 

Doubling in oil production will result not in 50% [much less 200%.'] but in about 25% 
increase in regional budget revenue. 

Possible operating expenditure cuts total 3-5% of expenditures which in 1999 account 
for KZT 160-280-million ($1.2 - 2. I-million). 

As of early January, 1999, tax arrears accounted for KZT2-billion (34% of 1999 
budget revenue) which are represented by individual and business income taxes. Half 
of the tax arrears is generated by oil refineries. In spite of oil prices increase I don't 
think that oil refineries will soon clear off their tax obligations. It usually depends on 
a holding company that includes oil refineries whether these companies are allowed to 
be profitable. If they are allowed to meet only their expenses and salaries are allowed 
to go up the regional administration can expect only additional proceeds from 
individual income tax revenue. 

In the January budget payables accounted for KZT1.7-billion, the region is going to 
decrease it to KZT700mn by the end of the year. 

Percentage of protected revenue is rather high (50% of total expenditures). 
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Brief on intergovernmental fiscal relationship in Ka::.akhstan 

Kazakhstan has a combination revenue sharing and tax assignment system. 

According to the Republican Budget Law. as amended in April, proceeds of the business 
income ta\.. excise duties for vodka and other spirits and environmental tax is equally 
l50:5u) divIded benveen the Repubilcan and regIOnal budgets. 

Individual income tax, social tax, individual and enterprises property tax are fully 
assigned to regional budgets (see Tables following). V AT and excise duty on oil are fully 
assigned to the Republican budget. 

Apart from revenue sharing arrangements some regions have to transfer certain amount 
of revenue collected in the region. Mangistau Oblast and Atyrau Oblast are subjects for 
withdrawals worth ofKZT 4.8-billion and 6.7-billion respectively. In practice regional 
branch of Republican Treasury remits 55.1 % and 51.7% respectively of each tax receipt 
to Republican budget. So, actually regions don't fully receive taxes assigned to them. 

According to people from Finance Committees of two regions these arrangements will be 
effective in course oft~lree vears star.ing from the year 1999. H(1\\"e\·e;-. soon they expec! 
changes in revenue sharing arrangements in favor of the Republican budget. In three 
previous years revenue sharing for Mangastau Oblast which I think refers to other 
Oblasts had been very volatile (see Tables following). Possible changes in sharing 
arrangements make regional budgets vulnerable to revenue cuts by Republican 
government so that additional revenue generated by local industries will be absorbed by 
central government. 

Some people (Marchenko and First deputy Akim of Mangas tau Oblast) argue that 
changes in revenue sharing must be approved by the State Legislature and described in 
the law on budget. Amended Republican budget which decreased revenue of two Oblasts 
by more than 50% had been adopted in April 1999 and replaced the first version adopted 
in December 1998. I don't see serious obstacles for the third version which might again 
cut regional revenue. 

Budgets of the regions we visited are in fact operating budgets (see Tables following) 
meaning that they are allowed to have revenue enough to cover only their operational 
cost. It, however, doesn't mean that they don't have capital budgets. Capital expenditures 
for social and communal infrastructure (utilities) are covered by private companies, 
mainly oil, operating in the region. On singing contact on oil extraction with the 
Republican governmeht the company is expected to take some social responsibilities like 
school or hospital construction etc. 

It seems there is no common approach to how these money are used. According to 
Chairman of Finance Committee from Mangustau Oblast companies would like to see 
their money used for specific projects which makes them in fact targeted grants, Akim 
said that they in fact use these money for emergencies. Chairman of Finance Committee 
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in Atyrau Oblast assured me that these money are for general purposes and it's possible 
to us,: thl:se proceeds for debt service instead 0: financing cJpital expenditures according 
to pay-as-you-go principle. 

These proceeds account for 10% of main budget revenue and 14% in Atyrau ObJast. The 
money is accumulated on special account called the Akim's Fund for donations Though 
these money IS in fact ImplIcIt soclai tax !hey are called donatIOns as regions are not 
allowed to have extra budgetary funds. The actual sum might be defined as a percentage 
oftatal output of the company or as a absolute sum. As the regional administration is not 
the party to the agreement concluded by an oil company with the Republican government 
regional officials cannot really control whether the company meets its social obligations 
in line with ~h,;; agreemcn'. 

Though money accumulated in the Fund is rather significant (for Mangistau Oblast 10% 
of the 1999 budget makes up KZT390mn (USD 2.9mn) and 14% of 1999 budget 
accounts for KZT825mn (USD6.2mn) for Atyrau Oblast) this source is quite unreliable 
because it is conditional for industrial output of the company and relationship between 
the company and regional administration. 

Ministry of Finance imposes borrowing limits on regional budgets a!1G defines not only 
purposes for borrowing but type of borrowing (bank loan or bonds) as well. This year 
Atyrau Oblast, for instance, has been allowed to take bank loan for road construction 
which had to be returned within the course of the year, whereas Mangistau Oblast 
received permission to issue bonds. 

Besides, as the first municipal bond auction showed the Ministry watches over the 
interest rates for municipal bonds. 

Conclusions 

1. Revenue sharing arrangements between the Republic and regions are stilI evolving. 
Changes in revenue sharing negotiations are going on even this year. Under the 
circumstances. decent revenue projections are difficult, possibly useless. Additional 
tax revenue generated by local enterprises might be withdrawn by the Republican 
government through changes in revenue sharing arrangements orland budget 
transfers from regions to the Republican government. lfthe Republican government 
keeps its promise not to change the revenue arrangement at least in the course of this 
year it might be reasonable to look at possible additional revenue as a source of 
capital financing. 

2. Expenditure flexibility is low. Regions are allowed to have only operating budget 
which gives little room for expenditure cuts and directing revenue to debt service. 

3. Old Soviet approach to finance for infrastructure through donations from local 
enterprises gives low flexibility to regional government to use capital market as a 
source of financing for regional infrastructure instead of pay-as-you-go approach. 
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4. Taerc is no linear relationship between the increase in outp!.:! of oil companies and 
regional budget revenue. Regional budgets accumulate individual income tax and 
S0me business income tax bUl not VAT or oil excise duty. which goes to the 
Republican budget. So, the latter wins far more if there is an increase of oil 
production. 

5. The good news about the regional budgets in Kazakhstan is that their revenue is 
mainly cash with a very low (compared to Russian regions) percentage of non-cash 
revenue in the form of mutual offsets. 

6. C:-edi: risk associated w~th r;'juniclp~l honc!~ is :-ath.:, high .. A.: ~ht IT:.0r.1('n:. du.:? t~(' 
low flexibility in expenditure cuts and uncertainty about additional revenue, the 
regional budgets as a borrowers are rather weak and can support only small 
investment projects (USD3-5mn) or obligations with long-term maturity and 
amortization of the principal from the beginning of credit period. Given strict budget 
regulations which forbid regions to establish and manage extra budgetary funds, 
balloon amortization scheme will increase the risk of default. 

7. \Vater supply companies in two regions is not attractive in terms 0fin\·cstf11ent. .~Il 
cash inflows of MAEK in Aqtau are supervised by external manager who will 
channel additional revenue, if any, to repay existing creditors. 
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Copyright 1999, The Globe 

Kazakh Leader Sacks Governor of Key PrO\ ince 

Almaty. July 29 (Reuters) 

Kazakhstan's President Nursultan Nazarbaev has sacked the governor of a key provmce. accordmg to a 
decree published on Thursday in the semi-officIal daily newspaper Kazakhstanskaya Pravda. 

Nazarbaev signed the decree sacking Kalyk Abdullaye\', the Akim of the populous Yuzhno-Kazakhstan 
region, on Wednesday after prime Minister Nurlan Balgimbayev said the region had faIled to tackle the 
economic crisis. 

Abdullayev was replaced by the former governor of Kyzyl-OrdJ region Berdibek Saparbayev. In an 
indication of the region's importance, Nazarbaev himself flew to the Yuzhno-Kazakhstan region on 
Wednesday evening to present the new governor. 

Yuzhno-Kazakhstan region has the biggest number of seats in parliament. It contains the impoirtant 
Shiumkent oil refmery as well as fertile cotton growing area. 

Nazarbaev enjoys strong powers over the vast, resource-rich former Soviet republic of Kazakhstan. 
inclyuding the right to appoint or sack provincial Akims. 
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List of Investment Projects in Atyrau Oblast 
(not~: Wt: have jJst~ like this from allover the cOL1n~ry) 

Project Name 

I. Reconstruction of the Shonanbay fish factory 
2. Construcllon of poultry factOr: 
3. Construction of hothouse complex 
4. Reconstruction of mill-plant 
.5. Reconstruction of nonalcoholic workshop 
6. Reconstruction of the beer production workshop In two phases: 
- Supply of the brewing industry equipment with the capacity 6 brewing per day 

- Supply of the line on beer bottling with capacity for 4 thousand bottles per hour 
7. Production of milk and milk products in Tetra-Pak 
8. Workshop for pnmary wool treatment 
9. Construction of salt factory 
10. Completion of the construction glass package production plant 
11. Plant for production of the silica-base brick 
12. Plant for gypsum binding materials 
13. Plant for production of calcined soda 
] 4 C{1m lex treannent oft Jrated ore p 
15. E xtracuon. treannem an d '1 fi Id D reco" ery of 011 1rom the 01 - Ie aralmol 
16. Construction of plant for oil compounding at Atyray Oil-Refinery 
17. Reconstruction ofheatielectric power station of the Atyray Oil-Refinery 
18. Reconstruction of the runway 
19. Reconstruction of the river-boat port 
20. Dredging works at the Ural-Caspian navigable canal 
21. Development of the motor road network 
22. Oblast Gassification 
23. Construction of 4-star hotel in Atyray 
24. Organization of children's attraction park 
25. Construction of the universal printing-house 
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I Cost of the project 
I (l'SD-miIlion) 
i 0.016 
, 1.:-, 0.755 

1.3 
i 0.055 

I 0.146 
! 

, 0.345 , 
0.16 
0.7 
2.5 : 
6.6 
30 
3 

I 35 
30 

6 . .534 

I 2.1 J.+ 
, 13.2 

I 29.505 

! 100.3 

I 8 

I 57.9 
I 10 

I 17 

I 0.22 
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AppendixD 

Public Utility District Legislation 
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\'alentina G. Mel 
Executive Director 
National Association of Vodokanals 

Mrs. Mel worked in the Mimstry of ConstructIOn from 1971 until 1996, where she 
specialized in water systems. This organization began as a "buying group" to permit the 
pooling ofVodokanal equipment orders for better prices and availability. It has since 
moved into more general water issues, including quality standards and testing equipment, 
and will meet three times this year in Almaty. Mrs. Mel is expert at the operations of the 
.-\n!i-\funopoly C'omm:tl-=e and ver:. :'lUch liked the idea o:1(Jc;l~'0p!io:1 u::lil~ 
companies \vith local rate-setting authority. 

Dr. Karibaeva Kuralay 
Deputy Director 

Kasym Duskaev 
Coordinator of Water Resources Projects 
Institute of Ecology and Sustainable Development 
Repub1ic of Kazakhstan 

The Institute operates throughout the Republic, though this office deals with one of the 
three divisions, which covers most of the southern part of the country. Projects include 
regional water supply, Aral Sea issues and transnational water resources. These people 
showed genuine enthusiasm for locally autonomous water supply systems and 
volunteered that their staff oflawyers and experts could comfortably revise model 
legislation and sponsor its adoption in the Parliament. 
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Compiled by Ilona Dimitrieva, FitchIBCA. Moscow 

Financial Position: water suppJv companies in 1\lam!Ustau and At\TaU Oblasts - - -
Gor;odokanal (Atyrau Total bill. Population Enterprises PaId PopulatIon Emerpnses PaId In 

Oblast) KZT-, Cash 
million 

1998 212.74 124.4 8S.33 197.61 62.8 134.74 X 
I Q 1999 40.89 7.84 33.05 29.87 19.22 10.65 X 

MAEK Plant (Mangistau Oblast) 

1998 6585.29 X X 5267.7 X X 702.~6 

lQ 1999 1970.215 X X 1512.1 X X 26-.59 
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Compiled by Ilona Dimitrieva. FitchIBCA. Moscow 

Rates and Cost of Production at nuclear power plant "?<.lAEK" 
1997-1999 ------------------------_._--

1997 1998 1999 
IQ I 2QI 2H lQ T 2Q 1 3Q 1 4Q IQ I 2Q 

Electricity ! 
, 

rate KZTlkwt 2.52, 2.52: 2.63 2.63, 2.4, 2.26 2.26 2.26 2.26 
CPo KZTlkwt 2.08 2.08 2.08 1.89 1.89 1.89 1.89 1.44 1.44 . 

~'1 ;,f'\'~ '7T \'r r ~ . ::' - <: --
rate 734 836 808 931 894 894 779 779 779 

CPo KZTlkw 607.27, 607.3,607.27 635.9 635.86 635.9 635.9 559.28 559.28 
Potable water, KZT/tn i i i i I 

rate 48.86! 491 49 991 1521 85 85 85: 85 
CP 40.7: 40.7: 40.7 8.8: 8.81 8.8 8.8 53.91 53.91 

Technical water, KZT/tn I i i , 

rate 14.2: 14.2: 14.2 221 22: 22 20 20, 20 
CP 11.41i 11.41 i 11.41 16.47: 16.47~ 16.47 16.47 8.67' 8.67 

Dlstilate. KZT/tn 1 : 
1-----.-- _I ___ -----

166 
------- .- ----~------- ---

135 172 IS2 IbS Ib5 ISb' 156 ;56 rate 
CP 143.61 : 143.6: 143.61 122.6, 122.57i 122.6 122.6 

Hot water. KZT/tn ! I 1 
I 
! 

rate 44.161 44. 161 44.2 871 87 1 
97, 69 

CP Xi XI X Xi Xi x' X 

, 
I 1 

Utilities tariffs and cost of production at Gorvodokanal, 
city-owned distributor of water for 1997-1999 

[all rates excluding VAT] 
1997 ; 1998 
lQ 2Q 3Q 4Q lQ 2Q I 3Q 

Water, KZTim3 1 1 ; I 
I 

CP 4.41 7.89 7.82 7.82 7.82 7.82[ 11.531 
rate i 

population 5.5 9.5 9.5 9.5 9.5 9.5: 11.53 
budget organizations 5.5 9.5 9.5 9.5 9.5 9.5 i 11.53 

others 10.16 9.5 9.5 9.5 9.5 9.5111.53 
Sewerage, KZT/cub.m I 

CP 3.32 7.12 7.12 8.34 8.34, 10.83, 10.83 
rate I I l 

population 4.001 5.00 5.00, 8.34 8.34, 10.83 1O.83i 
budget organizations 4.00! 5.001 5.001 8.34 8.341 10.83",1O.83i 

others 6.68: 50.001 50.00 8.34 8.34, 10.83 i 10.83 i 
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81.18, 81.18 

! 
69 69 
X X 

1999 
4Q lQ 

11.53 11.53 

11.53 11.53 
11.53 11.53 
11.53 11.53 

10.83 10.83 

10.83 10.83 
10.83 10.83 
10.83 10.83 
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Mangystau Oblast Bonds 

Issue Details 
Par amount: KZT400-miIlion (approximately $2.8-million) authorised; 53.S-million 

(approximate discounted value) sold. Dollar denominated. S 1 00 par amount per 
bond. Will new amount be subsequently authorized? 

Dated date: day after settlement d1te on bonds at KASE 
Maturity date: 364 days after dated date. 
Price: sold at auction on KASE at various prices, to yield 12.5% to 14.5% 

( approximately). 
Callable: in whole or part 181, 273 or 364 days after dated date. 
L1se c:- rroceeds: Prospectus is vcry gen~ral Jlld Ji \"crgent; Juthori7cs mllltipk 10JDS ;..), 

short-term regional investment projects. Verbally, we were told that the proceeds 
will be used to acquire apatite, a mineral feedstock for a local fertilizer plant, from 
a mine in the Russian Kona Peninsula. But the prospectus is silent on this point. 

Debt service reserve: none. 
Obligor: Mangystau Db last + loans to commercial banks + loans to industry. 

Disclosure 
Historical financlal infonnation 
Obligor: 1996 - Q2 1999 audited: no lAS: no 
Proj ected financial information: none in prospectus; no computation of non-asset bonds 

or negative arbitrage. 

Legal Opinion 
Valid, binding: none in prospectus. 
Statutory authority: 1999 Republican Budget Law plus Administrative acts. 
Disclosure: none in prospectus. 
Legal investment: none in prospectus. 
Currency risk: none in prospectus. 

Structure 
Does it fit any of Kevin's secured lending models: no. It is a loans-to-Ienders program 

designed to funnel pension fund assets through second tier banks into the local 
economy. 

\Vhat safeguards exist on distribution of proceeds: bank sub-loans pursuant to 
administrative action by investment committee of Akimate. 

Are there output contracts: none disclosed in prospectus; historical and possible markets 
- Russia, Turkey and China - mentioned. 

Approval 
1. Republican Budget Law as amended in April, 1999; 
2. Administrative authorization by MinFin of parameters; 
3. Terms ofIssuance; 
4. Approval of Terms ofIssuance by Akimate: submitted to Mazlihat for approval and 

creation ofInvestment Committee(1 0 people to oversee bank loans). Execution of all 
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bond documents delegated to Deputy Akim Shulgumbaey and of all bank loan 
approvals to 10caJ finance person. 

Comment 
The use oflocal banks to originate and administer these loans presents bondholders with 
an element of management expertise on-site - a positive security' feature. I would rather 
have the loans identified going into the bond issue though since actual replayrnent by the 
Oblast can be achieved only by cutting Oblast expenditures or by successful loans. There 
is no Oblast financial surplus to draw down for these bonds. The loans have to be a 
short-tenn success. 

It is probably accurate to charact~rizc :he security as gros.:; t:J.X :-cc~ipts ~ascd or; the 
Offering Memorandum, which states that the $2.8-million represents only 2.3% of all 
taxes collected in the jurisdiction and 10.2% of retained funds. Getting at funds collected 
in the jurisdiction for the Republican government should be very problematic and MinFin . 
is likely to tell the Oblast to use its funds first, though MinFin has clearly approved the . 
bonds and though the bonds really have the functional equivalent of a gross receipts 
pledge. So the 10.2% of retained funds is probably more relevant to bondholder security. 
That would be a terrible hit to the local budget. 
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[Bond Resolution: translated by Oksana Kompaniets, Pragma] 

APPROVED 
By L Kiinov. Akim of Man gist au Oblast 
of the Republic of Kazakhstan 

WITH THE ADVICE A~1) CO:'\SE~ I of 
Zhanat Ertlesova, Vice Minister of Finance 

June 16. 1999 June 16, 1999 

R:Ilcs (Temls) ofIss..lin;. Distribution. Crculatiun and Rcdcmptivn (iIBoTICS cf:::e 
Local Executive Body of Mangistau Oblast 

General Provisions 

1) These Rules (Terms) shall define the procedure for issuing, distributing, circulating 
and redeeming the bonds of the local executive body of Mangistau Oblast (hereinafter 
referred to as the Bonds) with the terms of circulation to be 6 or 9 or 12 months in the 
Republic of Kazakhstan. 

2) The Bonds are governmental issuable securities of the local executive body of 
Mangistau Oblast (hereinafter referred to as the Issuer) which shall be issued for 
purposes of financing investment projects in conformity to the Decree of the RK 
Govenunent No. 747 dated June 14, 1999 On Borrowing Funds bl' the Local 
Executive Bodv o(Mangistau Oblast. 

3) The Bonds shall be issued as book entry securities whose placement and circulation 
shall tracked by making special entries in the "depot" accounts of the CJSC Central 
Depository of Securities (hereinafter referred to as the Central Depository) as well as 
in the "depot" accounts opened and maintained by the professional participants for 
their investors in the market of govenunental securities. 

Issuance and Placement 

1) Each issue shall have a national identification number assigned by the National 
Securities Committeeof the Republic of Kazakhstan in compliance with the current 
legislation and according to the issue parameters approved by the Issuer (i.e. the 
volume and minimal discounted price). 

2) The share par value shall be $100. '-

3) The CJSC Kazakhstan Stock Exchange shall serve as a financial agent engaged to 
place the Bonds issued (hereinafter referred to as the Financial Agent). The 
relationship between the Issuer and the Financial Agent shall be governed by the 
current legislation vfthe Republic of Kazakhstan and these Rules (Terms) of Issuing, 
Distribution, Circulation and Redemption of Bonds of the Local Executive Body of 
Mangistau Oblast. 
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4) The Bonds shall be placed amongst investors at a discounted price determined at an 
~lUctior.. Satisfaction 0: bids shJ!! star: with those containing :hc hi~hest discount,,:.:! 
price offered for one bond until reachinf the declared \ oiume of issue also countmg 
noncompetitive bids with the consent of the Issuer. The return on investments in the 
Bonds shall be established with the advice and consent of the Ministry of Finance and 
be based on the analysis of the situation in the Kazakhstan securities market. 

5) Auctions for placement of the Bonds shall be conducted by the Financial Agent 
according to a schedule developed by the Issuer. The Issuer shall, not later than 7 
calendar days prior to the date of the forthcoming auction. notify the Financial Agent 
of the date and terms of the auction, with the latter being responsible for notifying 
professional participants of the securities market of the date and terms of the auction 
at least 5 days prior to the date of the auction. The procedures for conductmg such 
auctions shall be governed by regulations of the CJSC Kazakhstan Stock Exchange. 

6) The period of circulation, the volume, the minimal discounted price and any,. 
applicable limitations regarding each issue of bonds shall be established by the Issuer' 
within the limits of the borrowing as approved by the above specified Decree of the 
RK Government. The minimal volume of the bonds purchased by one professional 
participant or investor at a singe auction, as well as the percentage of the 
noncompetitive bids to be accep:ed shall be determined by the Issuer for each 
particular auction individually based on the situation in the securities market. 

7) Payment for the purchased bonds shall be provided by professional participants of the 
securities market or investors in tenge and accepted till 11 a.m. (Almaty time) on the 
day of payment determined by the Issuer when declaring the terms of each issue, 
according to official exchange rate of the RK National Bank as of the date preceding 
the day of payment. 

Trading oj Bonds 

1) Trading of the Bonds shall start upon receipt by the professional participants of the 
acknowledgement from the Financial Agent of the arrival of the money at the Issuer's 
bank account as payment for the Bonds purchased and shall get suspended 5 business 
days prior to the date of their redemption. 

2) Legal entities and individuals - both residents and non-residents of the Republic of 
Kazakhstan - may become bondholders. However, only qualified participants of the 
securities market may directly participate in the auctions organized to sell the Bonds. 
The other participants of the securities market (investors) shall participate in the 
auctions of primary placement only through professional participants of the securities 
market. . 

3) All transaCtions with the Bonds in the secondary securities market shall be performed 
in compliance with the current legislation of the Republic of Kazakhstan. 

4) Recording and transferring of title to the Bonds shall be carried out through the eJSC 
Central Depository by making appropriate entries in the "depot" accounts of the 
Seller and Buyer on the basis of written orders and/or electronic orders submitted by 
bondholders. 
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Redemption of Bonds ,. 

1) The Issuer shall redeem the Bonds at their nominal value on the 1 S 1 ,: or 273'u or 3n4 lr 

day respectively counting from the date following the day when payment was 
provided by investors for the Bonds purchased at the auctions of the primary 
placement. 

2) ClSC Centrai Depository shall, not later than 2 busmess days pnor to the redemptIOn 
date, send to the Issuer a summary list developed on the basis of its own recording 
data which list should also include information on the number of Bonds to be 
redeemed and amounts due to each qualified participant of the securities market. 

3) Redemption of the Bonds at their nominal value shall be carried out by the Issuer out 
of funds of the budget of the NIanglstau Oblasl by transferring the money to the ClSe 
Central Depository which shall further transfer it to the accounts of the professional 
participants of the securities market in accordance with the summary list of the eJSC 
Central Depository. 

4) Redemption of the Bonds at their nominal value shall be done by the Issuer in tenge 
according to the official exchange rate of the RK National Bank as of the date 
preceding the redemption date. 

S) The taxation procedure applicable to transactions with the Bonds shall be ddinec in 
compliance with the current legislation of the Republic of Kazakhstan. 
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[translated by Oksana Kompaniets, Pragma] 

Tenns, conditions and procedure for crediting second-tier banks 

These terms and conditions have been developed in accordance with the RK La'V. "On 
Budget System" # 357-1. dated April 1. 1999, the RK President's Decree carrying the 
force ofa Law "On Banks and Banking Activities", # 154, dated December 23,199-:-, the 
RK Government Resolution "On borrowing to local executive bodies of Mangistau 
Oblast", # 747, dated June 14, 1999, and they detemline the purposes, conditions, 
procedure for crediting by the Oblast Akim by means of money, gained from the issue of 
municipal bonds, as well as the major obligations of parties arisen therein. 

1. General Clauses 

1.1. Crediting shall be allotment of money on a recurrent basis for a certain period of time 
with payment of an interest. 

1.2. The source for crediting shall be the money, gained from issuance of bonds, sold 
through auction on primary placement of securities, through trades of the closed JSC 
KASE. 

1.3. The receivers of credits shall be second-tier banks (hereinafter referred to as 
Borrowers) performing crediting of projects in the framework of implementation of 
the regional investment program of Man gist au Oblast. 

1.4. Credits shall be given by the Oblast Akim through the Oblast Department of Finance 
(hereinafter referred to as the Creditor) in accordance with the decision of the Oblast 
Akim. 

2. Purposes and sources of financing. 

2.1. Credits shall be given for the purposes and within the amounts envisioned in the 
Oblast budget according to the decision of the Oblast Maslihat on the Oblast budget 
for the appropriate year. 
The major purposes of the crediting shall be the following: 

implementation of the regional investment program; 
support to the economy branches (industry branches) of the Oblast. 

3. Crediting terms and conditions. 

3.1. Crediting shall be carried out in accordance with the decision of the Oblast Akim on 
the basis of a contract between the Creditor and the Borrower signed in accordance with
the RK Civil Code taking into account the current situation and other normative acts of 
the RK . The contract sets forth mutual obligations and economical responsibilities of the 
parties. The contract between the Creditor and the Borrower shall be developed by the 
Oblast Department of Finance and shall be submitted to the Oblasty Akim. 
3.2 Credits shall be given for implementation of certain purposes. A mandatory condition 
for granting a credit, except for crediting of city and region budgets by means of the 
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Oblast budget funds, shall be securing by the Borrower of its obligations to pay back the 
crcd;~ . 
.3.3. In accordance with the RK Civil Code. ways of securing obligations t(l pay back the 
credit mIght be banking guarantees and pledge of propeny. Documents confirming 
security of obligations to pay back the credit shall be recorded and submitted by the 
Borrower before the credit is given. Securing the fulfillment of obligations in the form of 
a pledge shall be recoraed as a separate pledge contract. The procedure for recordmg the 
pledge contract and evaluation of property pledged as security shall be carried out in 
accordance with the current legislation. 
3.4. The volume of the Creditor's requirements to the pledge given by the Borrower. shall 
exceed the amount of the credit and the interest on it, taking into account security of 
losses compensation caused by a delay in execution, forfeit tpcnall:;. fine). as \\ ell as 
expenses suffered by a pledgee as a result of imposition of other expenses. 
3.5. Second -tier banks shall give credits to the Borrowers (except for credits to the city 
and region budgets at the cost of funds from the Oblast budget) under condition that there, 
is no overdue debt on earlier given credits, and also they shall give credits in accordance' 
with the internal credit policy of the second -tier banks. 
3.6. A mandatory condition for crediting shall be performance by the Creditor or an 
authorized body of an expert evaluation of projects presented by the Borrowers. 

4. Crediting procedure and responsibilities of the parties. 

4.1. The contract indicated in item 3.1. of these Terms and Conditions shall fix the 
amount and purpose of the credit, conditions under which it is given and dates for 
repayment the credit, size of the interest, the Borrower's obligations to repay the credit, 
economic sanctions in case of violations by the parties of contractual terms, deadlines for 
provision by the Borrower of the information and reports in keeping with the forms , 
approved by the Creditor and other conditions. 
4.2. The Creditor shall systemize the information received when arranging the credits and 
exercising control over their movement. Such information shall be systemized in special 
credit files of borrowers. The Creditor shall maintain off-system records on all the credits 
given to all the borrowers. 
4.3. The Creditor shall exercise control over the purposeful use of the credits, their timely 
and complete repayment, payment of interests on them. 
4.4. Borrowers - second-tier banks shall, upon the first request of the Creditor, but no 
rarer than once a quarter, provide the information and report on the use, repayment and 
servicing the credit, in keeping with the form and within the dates provided for in the 
contract. 
4.5. The Creditor shall remit the funds of the credit to accounts of second-tier banks, 
where their borrowers that implement investment projects are credtted. All operations and 
payments at the cost of the credit shall be performed by the Borrower-a second-tier bank 
in accordance with the purposes of the credit in the order provided for by these Terms 
and Conditions and the contract indicated in item 1 of these Terms and Conditions. 
4.6. Funds on repayment of the credit and interest on it for the use of it shall be equated 
to the earnings to the budget and shall be included in the Oblast budget in accordance 
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with the appropriate code of the budget classification, approved by the RK Ministry of 
Fmance. 
-+.7. A Borrower that failed to repay Ih~ creJJl or pay interests on it and make otnl.!r 
payments related to the credit. or which used the credit not for the designated purposes, 
shall be liable in accordance with the current legislation of the RK. 
4.8. In case of reorganization or liquidation of a Borrower. all the rights and obligations 
associated with the contract shall be transferred to it~ successor in accordance with the 
current legislation. This shall entail re-writing of the contract and its reflection in the 
register of provided credits. 
4.9. The Creditor shall be entitled to solve issues pertinent to prolongation of credits, re
structuring the debt of the Borrower on the credit in accordance with the current RK 
legislation. 
4.10. Given the specifics of the objects of crediting indicated in item 4.9, the Creditor 
may additionally develop Conditions, regulating the crediting procedure that do not 
contradict to these Terms and Conditions and the current RK legislation. , 
4.11. Credits shall be given: 

4.11.1. By means of direct crediting of a Borrower - a second-tier bank, and it in 
its tum will credit economic entities, implementing the investment projects. 

5. Specifics of crediting 
5.1. When the Oblast Akim allot credits for implementation of investment projects, the 
Oblast Maslihat shall clarify and approve the Oblast budget for the appropriate year. In 
case of fulfillment of obligations on compensation of bonds in the projected fiscal year, 
incomes and expenses on servicing the loan shall be counted in the draft of the Oblast 
Budget for the projected period and shall be submitted to the Oblast Maslihat for 
approval. 
5.2. The legal security on execution by the Oblast Akim of obligations on compensation 
of bonds and repayment of credits shall be the decision of the Oblast Maslihat, that 
envisions the repayment within the established amounts and deadlines. 
5.3. Fulfillment of obligations on issued bonds and credits shall be performed at the cost 
of the Oblast budget. Funds on repayment of the credit shall be included in the Oblast 
budget pursuant to the classification of incomes of the RK.. 
5.4. In case of a time gap between the date of inclusion in the Oblast budget the money, 
gained from the issuance and placement of bonds, and the date of crediting second-tier 
banks, the Creditor shall place the said money on a negotiable basis in second-tier banks, 
other financial institutes and economic entities. 
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Appendix F 

,-

Highlights of World Bank Water Conference 
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Dr. Stottman, World Bank 

Day 1 Session 
1. water and waste authority should be in same institution; 
2. should be politically independent; 
3. should be self-reliant. politically and financially: 
4. rural village has to do the jobs itself; 
5. full cost recovery, including operations and investment costs; 
6. priorities: 1. reduce leaks/loss 2. reduce consumption 3. reduce energy use; 
7. people are not too poor to pay for water: if this is the policy, they either don't 

get water or they pay too much for it from private vendors; 
8. consumer only certain source of funding: government out of the picture; 
9. private sector water has proven historically to be cost-effective. 

Day 2 Session 
1. WB not a commercial bank; water is only 4% of loan portfolio; 
2. Strategies for each country: Country Assistance Strategy (CAS): 

1. Political factors: poverty, fiscal management, environment and public 
health; 

2. Practical factors: reform according to norms from yesterday; 
3. General lending strategy, across all sectors, is least cost-cost effective; 
4. No loans for expansion of systems: Soviet systems have great capacity; 
5. Statutory basis ofWB requires sovereign guarantee on all loans. 

Ken McNamara, USAID 

1. Water really means agriculture, which uses 90% of it; 
2. Agriculture is also biggest polluter because there is so much of it; 
3. Accurate pricing leads to efficiency; 
4. Water User Associations can help overcome systemic non-payment and 

excessive water loss; 
5. Relationships with utilities are always problematic. 

Tony Gioffre, Carana/USAID 

1. reform not optional; 
2. tax collectors won't let companies write off old receivables; 
3. fixed assets without returns do NOT belong on the books. 

Oscar Burros - CH2MHill, Lvov, Ukraine 

1. biggest single problem: plain steel pipe; 
2. entire Soviet water distribution will have to be replaced within 25 years. 
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;\ttachment 3 

INFORMATION REQUEST FOR MONITORING OF 
CREDITWORTHINESS OF A REGIO:\' 

Information submitted on a quarterly basis 

1. Economic and social indicators 
1.1. Industrial output mdex 
1.2. Consumer price index 
1.3. Unemployment rate 
1.4. Total investment to the local economy 
1.5. Wages delay in local industry 
1.6. Payables and receivables oflocal e!1terprises 
1. 7. Real income per capita 
1.8. Before tax profit of local enterprises 

2. Region's finance 
2.1. Consolidated and oblast budget execution 
2.2. Extra-budgetary funds execution for last three years 
2.3. Consolidated and oblast budget payables, including wages 
2.4. Consolidated and oblast budget receivables 
2.5. Non-cash fraction of consolidated and oblast budget revenue 

3. Region's assets 
Payables of enterprises owned by the oblast if not included in the budget payables 

4. Debt burden 

4.1. Debt composition 

Information submitted on a yearly basis 

1. Economic and social indicators 
1.1. GDP and local industry structure for last three years. 
1.2. Employment structure oflocal economy and industry for last three years, 
employment in state and private sector of the economy for last three years. 
1.2. Export and import structure for last three years, big investment local projects, 
present situation and perspectives. 

Social and economic indicators 

GDP, bnRUB 
Industrial output index, % 
Export, USD mn 
Import, USD mn 
Population at the beginning of the year, tho peop. 
Share of economically active population in total population, % 
Unemployment rate (ILO methodology), % to economically active popUlation 
Total investments, at current prices, RUB mn 

1996 
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Foreign investments, VSD mn 
Loss making enterprises, % of total local enterprises 
Loss making enterprises. % 0 f total industrial enterprises 
Wage arrears in industry, RUB mn 
A verage wage, RUB 
Share of the population below poverty level, % 
A verage income/poverty level ratio, % 
Number of registered enterprises, as of 0 1.0 l. 
Out of which small and medium size 

1.3. Main taxpayers for last three years. 

2. Region's finance 
2.1. Law on the 1999 and 2000 consolidated budget, including extra-budgetary funds, 
assumptions used for projections. 

3. Region's assets 
3.1. Privatization plans for last three years, projections for privatization proceeds 

4. Debt burden 
4.1. Debt management (regional laws on debt management) 
4.2. Prospectus of emission of outstanding bonds. 
4.2. Peculiar clauses in foreign commercial loan agreements, for instance, put options, 
cross defaults. Principal amount of such agreements, dates of put options. 
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TO: David C .M. Lucterhand 
FROt\.'i: Robert G. Serafini 

Attached is a draft "Municipal Bond Project: Communication Number 1 "for use by the 
field representatives. 

I have drafted it under the assumption that the field representatives don't yet know 
anything about municipal obligations and will be plugged into the dealer activity we have 
discussed for this fall for training along with the rest of our staff. Accordingly, they are 
acting solely as messengerlintennediaries and I feel it important that they provide their 
local contacts with this entire packet. including the cover letter to them. 

Because of other bond players in circulation - DB Securities in Mangystau - I will do 
everything I can to define the exact scope of our activity, the object being to insulate 
USAID from any ill-advised bond issues undertaken without our involvement. Each 
transmittal with be clearly marked and numbered. 

I believe that Ilona will have her hands full on the Caspian. Accordingly, I think it 
worthwhile to explore with Novikov in Moscow tomorrow whether he would be 
amenable to perfonning Ilona's role with Almaty. If so, we should set up a first meeting 
with Almaty for the following week rather than try to work it in around her trip next 
week. It would be worthwhile to have S&P's approach in hand as well as FitchIBCA's. 
All subject to administrative and budgetary concerns, of course. 
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[Letter to Representatives - letterhead] 

Dear Representative: 

As part of the Capital Markets Development Project underway for several years, USAID 
has asked us to begin work on a municipal bond program. 

This program will consist of: 
1. work with local governments to prepare issues for market, 
2. legislative drafting and activities, and 
3. the placement of completed bond issues with investors. 

This Communication Number 1 is designed to begin the process of working with local 
governments, the very first step in the process. 

It is important to ascertain the interest oflocal governments in panicipating. For a 
variety of reasons, we will make this offer only to the Oblasts - with a few exceptions. 
This Communication will give decision-makers the information they need to decide 
whether they wish to participate. First contact should be made with the Chief Financial 
Officer of the Oblast. That person is best equipped to understand the scope of the project 
and generate any questions which may be important to his Superiors as they consider 
their participation. But no participation will be possible without the express written 
authorization of the Aziz. 

For convenience, please encourage all questions to be directed to you. Robert Serafini 
and I will respond to questions promptly and in writing. 

We welcome the opportunity to add this potentially vital component to the vibrant capital 
market developing now in Kazakhstan. 

Very truly yours, 

David C. M. Lucterhand 
Chief of Party 
Capital Markets Development Project 
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[DraftJ 

AGREED 
By Akim of[ ......... J Oblast First Vice-Minister of Finance 

Letter of Participation in Municipal Bond Project 

Mr. David C. M. Lucterhand 
Chief of Party 
Capital Markets Development Project 
The Pragma Corporation 
ADDRESS 

Dear Mr. Lucterhand: 

We have reviewed the materials supplied in your Municipal Bond Project 
Communication Number 1 (the "Project") and wish to participate. 

We understand that your plan is to assist us in developing marketable securities according 
to the best practices and highest standards of the world financial community. 
Accordingly, we will make available such financial and other information as you and our 
professional advisors deem appropriate for us to make complete disclosure of all material 
facts relating to any such securities. We also agree to advise you of any other bond issue 
plans underway or proposed within our Oblast during the project. 

While current deficits may be important in the current financial picture of our Oblast, we 
understand that the Project is designed to address the long-term financing of durable 
assets for the welfare of our citizens and may require as long as two years to implement. 

We are not committing to issue bonds at any time nor are you expected to act in any role 
other than advisor or in any way contrary to the laws and regulations of the Republic of 
Kazakhstan. Bonds may be issued in the future only after our complete approval of all 
terms and conditions and subject to favorable market conditions. Becaus"e our Oblast is 
unknown to the financial markets, we will consider seriously any advice,you may give 
about the advisability of holding a public election to approve any bond issues. 

For purposes of this Project, you are authorized to deal directly with [Name, TitleJ and 
his designees. 

You agree to advise us ofthe need for outside professional services put are not authorized 
to obligate us in any way for such services; any such relationships will be established 
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directly by us with the parties involved according to the laws and regulations of the 
Repubiic of Kazakhstan. 

This participation agreement may be terminated at any time by either party. 

,. 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
'J 
I 
I 
I 
I 
I 

Information Checklist 

1\0 one IS expected to have tinaL dclinltlvc mionnatlon about anythmg on thIS hsl. It IS oniy a gu:ae to 
orient you to the range of issues which will have to explored in detail in complying with the scope of due 
dilIgence to which the capital markets have become accustomed. ProfessIOnals might assist you in refining 
beth your plans and the informatIon about thos~ plans which you will dIsclose to investC'fs. ratmgs servi::es 
and other governmental officials. 

There is little new about the processes described below. What is new is possible civil legal liability, even if 
much of what we do is ultimately reviewed for approval by Ministry of Finance and other officials and by 
financial analysts around the world. The information has to be accurate. Period. 

Professionals 

Advisors charge fees for their work. In many cases, these fees will consist of a portion paid in advance 
before they begin work and a fmal portion paid when the project is fmanced. In any case, funds paid to 
advisors are usually included in bonds issued to fmance a project and are recovered to the local budget 
when this project is successfully fmanced. 

1. Who are the borrower's professional consultants (as and if required): auditors, 
feasibility consultants. rinancial advisors, attorneys, architects and engineers? 

Borrower Information 

The basis for local government is subject the to Judicial defmitions and redefinitions over the years. The 
earliest years of a new Republic entail many important legal and political precedents. 

1. Who is the borrower and what is its legal status? 

2. Who has made the decisions about the projects and what process have they followed? 

3. Have the projects been subject to authorizing or approving elections? Public 
hearings? 

4. Do you have audited financial infonnation covering the borrower, prepared according 
to IAS or GAAP? If the borrower does not use an outside auditor, existing financial 
infonnation is sufficient for preliminary analysis though in almost all cases 
borrowers will be required to interview and engage the services of an outside, 
independent auditor acceptable to the capital markets to review the financial 
statements prepared by staff. 

5. Do you have forecasts of the financial impact on the rates, taxes and fiscal burdens 
imposed by the project on users and others within the jurisdiction of the borrower. 
Note well that there is no standard format for this type of analysis; the best analysis to 
begin the process is usually the one which you now. Further refinements, and 
sensitivity analysis, can be incorporated over the coming months as other internal and 
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external factors become apparent and as potential lenders present questions based on 
their own experience with similar projects in sImilar locatiuns, or as government 
:-egul::nors ask of£i~·;J.ls :0 :0nsidcr impacts Lll.!tsi~:? those on t~e ~('Ica! situation. 

Project Definitions 

1. The best verbal and engineering descriptions of the projects available, typically those 
used by decision makers themselves in their own analysis. Technologically complex 
projects, such as those involving large water and waste treatment plants, electrical 
production facilities and the like will eventually require the expert review and costing 
of e~gincerin6 consultar.ts. Schoc1so hospitals. water and sewer distribution lines may 
require only the careful work of existing departmental staff. 

2. What interaction have the project planners undertaken with regional and national 
authorities and what required permits are in place or under application? What is the 
timetable for approvals? 



- - - - -
Regional Information 
011 a quarterly basis 

I. Economic and social indicators 
1.1. Industrial output index 
1.2. Consumer price index 
1.3. Unemployment rate 
1.4. Total investment to the local economy 
1.5. Wages delay ill' local industry 

-

1.6. Payables and receivables of local enterprises 
1.7. Real income per capita 
1.8. Before tax profit of local enterprises 

2. Region's finance 
2.1. Consolidated and oblast budget execution 

-

2.2. Extra-budgetary funds execution for last three years 
2.3. Consolidated and oblast budget payables, including wages 
2.4. Consolidated and oblast budget receivables 

-

2.5. Non-cash fraction of consolidated and oblast budget revenue 

3. Region's assets 

-

Payables of enterprises owned by the oblast if not included in the budget payables 

4. Debt burden 

4.1. Debt cOI?position 

011 all allllllal ba.\is 
( 

1. Economic and social indicators 
1.1. GDP and local industry structure for last three years. 

- - - - - - -

1.2. Employment structure of local economy and industry for last three years, employment in state and private sector of the economy for last three yrars. 
1.2. Export and import structure for last three years, big investment local projects, present situation and perspectives. 

- - -



- - - - - - - - - .. - - -
Social and economic indicators 

1996 
GOP, bn RUB 
Industrial output index, % 
Export, usn nut 

Import, usn nm 
Population at the beginning of the year, tho peop. 
Share of econQmically active population in total population, % 
Unemployment rate (ILO methodology), % to economically active population 
Total investments, at current price1t; RUB nut 

Foreign investments, USD nut 

Loss making enterprises, % of total local enterprises 
Loss making enterprises, % of total industrial enterprises 
Wage arrears in industry, RUB nut 

Average wage, RUB 
Share of the population below poverty level, % 
A verage income/poverty level ratio, % 
Number of registered enterprises, as of 0 1.0 I. 
Out of which small and medium size 

1.3. Main taxpayers for last three years. 

2. Region's finance 
2.1. Law on the 1999 and 2000 consolidated budget, including extra-budgetary funds, assumptions used for projections. 

3. Region's assets 
3.1. Privatization plans for last three years, projections for privatization proceeds 

4. Debt burden 
4.1. Debt management (regional laws on debt management) 
4.2. Prospechls of emission of outstanding bonds. 

- - - -
1997 1998 

.-

4.2. Peculiar clauses in foreign commercial loan agreements, for instance, put options, cross defaults. Principal amount (If such agreements, dates of put option". 

- -
I 11,1999 

--
-
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[to the Akims of Alma!)'. Mangystau and Atyrau] 

D.;z ----

We greatly appreciate the hospitality extended to us by you and your staff during our 
brief yisit. 

We have done an analysis of the financial information you provided and believe that the 
best course of action for a bond issue along the lines you described will be clearer when 
the financial results for all of Fiscal Year 1999 are available in final form. In the 
meantime. we would like to stay in a dialogue and to add you to an informal "Municipal 
Bond Working Group", the current composItion of which is attached. MirguJ Taimova, 
an attorney on our staff, will coordinate the activities of the group. Please communicate 
directly to her any changes you would like us to make in who from your staff should be 
on the group' s distribution list. 

We have also reviewed the list ofprojects on your list of regionally important 
investments and can, if you wish, send a team of corporate finance people back to the 
Akimate for further analysis with your staff and outside advisors. I can imagine such a 
visit in September if that is agreeable to you. 

I look forward to hearing from you. 

DCML 
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Pragma Letterhead 

Distribution List dated August _, 1999 

PrcgmuiUSAID 
David C. M. Lucterhand, Director General 
Robert Serafmi, Senior Advisor on Municipal Finance 
Mirgul Tairnova, Liaison for Working Group 
Musbek Muslirnov, Corporate Finance 

Securities Market Development ProjectlUSAID 
The Pragma Corporatlon 
Aiteke bi St. 67 
AImaty 

Phone: (3272) 63 94 84 
639609 

Fax:(3272) 63 93 23 

Ahmate of Almaty 

Akimate of Atyrau 

A kim ate of Mangystau 

AJ..imate of Pavlodar 
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MEl\fORAr--nUM 

TO: \\'orkmg Group on Municipal Bonds 
FRO;"!: RODen Seraflm 
DATE: August _, 1999 

Subject: Commum::1tion #1 

Dear \Vorking Group Member: 

After several years of fmancial constraint, I feel that it is imponant to get fmal flnancial numbers for 1999 
before making decisions about proceeding with municipal bond issues. I would like to propose that we 
plan to meet as a group. in early February. 2000. when each of you has fmancial reports for FY1999. We 
can make arrangements here in Almaty for everyone. Bll! you must conm1Ulllcate WIth ~1irgu: Taiml.l\'3 
whether you prefer to meet February _ - _ or February _ - _. 

To make things easier, may I suggest that we all adopt - just for purposes of this Group - the reponing 
format prepared by Ilona Dimitrieva ofFitchIBCA for summarizing fmancial information. Enclosed are 
samples prepared by her during her visit. Please feel free to correct anything that needs to be corrected or 
to flIl-in blanks. Also attached is a repon format oriented to the Region, which we might also discuss in 
February. 

Since we do not believe that bonds will be issued this year. it is imponant that you take whatever steps are 
necessary to assure that your Akimate receives authorization for next year. 

Because MinFin is central to the bond issuance process, I may invite an observer from MinFin to join us in 
February for part of the time. 

Also in February. I would like to review ideas for how to proceed to develop bond issues. I may ask legal 
experts to join us for consultations. 

Thanks and see you in February! 

All the best, 

Robert Serafini 



,,' ------------------
Financial Summary for Atyrau Oblast (in nominal tenns), KZT-million 

5 months 
1996* 1997 11)98 1999 1999 

.. -
Projected Actual Projected Actual Projected Actual l~lIdget Actual 

Taxes and non-tax revenue 6924 7593 X 4682 5920 4723 5896 2126 
Transfers 0 0 X 0 0 0 0 0 

Current revenue 6924 7593 X 4682 5920 4723 5896 2126 
Current expenditures X 7202 X 4105 5135 4509 5643 1658 

Operating balance X 391 X 577 785 214 253 468 

Interest X 0 X 0 0 0 0 0 

Gross current balance X 391 X 577 785 214 253 468 . 
Debt payment X 0 X 0 0 0 0 () 

r' '. 

Net current balance X 391 X 577 7R5 214 253 468 

Capital revenue X 0 X 118 120 113 0 () 

Capital expenditure X 280 X 755 453 334 543 76 

Capital balance X -280 X -637 -333 -221 -543 -7fi 

Balance before financing X 111 X -60 452 -7 -290 392 
* mcludes local budgets 

-
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rvlangystau Oblast (cities of Aqtau and Zhana-uzen) 

Anti-Mm1Opoz,' Committee 

Regulates rales on water, sewer, elecmcity and hot w(:Iler. which means tha: people 
from MAEK (nuclear power plant) have to get approval from the committee if they 
want to increase rates. According to the person from the Committee (didn't give his 
card) the cost of product ion and rate for: 

Cost of Production Rate 
potable water 189 KZT/m3 87 KZT/m3 
technical water 21 KZT/m3 23 KZT/m3 
hot water 135 KZTim3 69 KZT/m3 

electricity 1.65 KZTIkW 2.21 KZTIkW 

All these tariffs are equal for all customers (population, enterprises, budget 
organizations). [NOT equal/or Atyrau and Zhana-u=en, see below] 

I think the reason for inconsistencv with the figures I received (see Tables followim1:) 
is that there is a distribution companv whid- buvs water for resale to the pooulation 
and to enterprises, above figures might refer to the distributor not to MAEK. 

In Soviet times MAEK produced 56k-m3 of water per day, now it produces 17 -18k
m3 

At the moment MAEK is under external management [receivership] because of a 
huge balance of pay abIes: KZTl1.8bn at the end ofQl 1999 (its 1998 total bill was 
KZT 6.9bn). The enterprise is allowed to freeze payables for two years. The purpose 
of external management is to recover the enterprise and make it profitable to repay its 
debts. 

The production of water supply company in the city of Zhana-uzen is 7k-m.3/day; the 
rate for population is 49KZT/m3, for enterprises is 89KZT/m3, the cost of production 
is 69KZT/m3 

Daily demand for portable water in the city of Aqtau is 18 k-m3, for technical water 
25-28 k-m3, and for hot water is 15 k-m3 

Finance committee 

The budget is highly dependent on oil company taxes: 70% of the revenue is 
generated by three oil companies in the region. The Regional administration plans to 
cut operating expenditures by 10% which accounts for about KZT 380mn (USD 2.9 
mn) of 1999 budget expenditures. By the beginning of 1999, tax arrears accounted 
for KZT6bn whereas budget payables were at the level ofKZT2.8bn. This year they 
are going to decrease payables and arrears by 1.7bn through offsets. The tax arrears of 
KZT4bn exceed their budgeted revenue for 1999, KZT3.9bn. 
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Tney expect that in 2000, due to increased oil prices and oil production, the regional 
budget will get additional K.ZT80Omn from oil companies (half of the sum is their tax 
arrears). If the chemical industry becomes profitable they expect KZT400mn yearly. 

inl'eSlIllelll projects Ii: A.JullgISWli 

New terminal at local airport or S2-3mn to upgrade existing terminal. Also, sewer 
plants for Aqtau and Zhan3-uzen and high school for Zhana-~2en. 

Atyrau Oblast (city of Atyrau) 

Economic policy department 

OiVgas production and processing accounts for 85% of Domestic Regional Product 
(DRP) 80% of which is represented by oil production. rfprices stay at the level of 
$12-14 per barrel oil companies will double oil extraction by 2005 (in 1998 
TengizChevron oil & Kazakh oil EMBA (spelling might be incorrect) produced 11 
mn. tn). If the test-drilling in the Caspian is successful and the Caspian Consortium 
oil pipeline starts operation in 2000, oil production figures might be impressive. 

Tax proceeds from two oil companies (TengizChevronoil & Kazakhoil EMBA) make 
up 70% of regional budget revenue. 

The region might increase its revenue if the Caspian Consortium, which is now 
registered as a taxpayer in Almaty, moves its headquarters to Atyrau and starts paying 
taxes in the region. 

Finance committee 

Doubling in oil production will result not in 50% [much less 200%] but in about 25% 
increase in regional budget revenue. 

Possible operating expenditure cuts total 3-5% of expenditures which in 1999 account 
for KZT 160-280 mn ($1.2 - 2.1MM). 

As of early January, 1999, tax arrears accounted for KZT2bn (34% of 1999 budget 
revenue) which are represented by individual and business income taxes. Half of the 
tax arrears is generated by oil refineries. In spite of oil prices increase I don't think 
that oil refmeries will soon clear off their tax obligations. It usually depends on a 
holding company that includes oil refineries whether these companies are allowed to 
be profitable. lfthey are allowed to meet only their expenses and salaries are allowed 
to go up the regional administration can expect only additional proceeds from 
individual income tax revenue. 

In the January budget payables accounted for KZT1. 7bn, the region is going to 
decrease it to KZT700mn by the end of the year. 

Percentage of protected revenue is rather high (50% of total expenditures). 
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Brief on intergovernmental fiscal relationship in Kazakhstan 

Kazakhstan has a combination revenue sharing and tax assignment system. 

According to the R.epublican Budger Law, as amended in Aprii, proceeds of Lhe 
business income tax, excise duties for vodka and other spirits and environmental tax is 
equally (50:50) divided between the Republican and regional budgets. 

Individual income tax, social tax, individual and enterprises property tax are fully 
assigned to regional budgets (see Tables following). VAT and excise duty on oil are 
fully assigned to the Republican budget. 

Apart from revenue sharing arrangements some regions have to transfer certain 
amount of revenue collected in the region. Mangistau Oblast and Atyrau Oblast are 
subjects for withdrawals worth ofKZT 4.8 bn and 6.7 bn respectively. In practice 
regional branch of Republican Treasury remits 55.1 % and 51.7% respectively of each 
tax receipt to Republican budget. So, actually regions don't fully receive taxes 
assigned to them. 

According to people from Finance Committees of two regions these arrangements 
will be effective in course of three years starting from the year 1999. However, soon 
they expect changes in revenue sharing arrangements in favor of the Republican 
budget. In three previous years revenue sharing for Mangastau Oblast which I think 
refers to other Oblasts had been very volatile (see Tables following). Possible 
changes in sharing arrangements make regional budgets vulnerable to revenue cuts by 
Republican government so that additional revenue generated by local industries will 
be absorbed by central government. 

Some people (Marchenko and First deputy Akim of Mangas tau Oblast) argue that 
changes in revenue sharing must be approved by the State Legislature and described 
in the law on budget. Amended Republican budget which decreased revenue of two 
Oblasts by more than 50% had been adopted in April 1999 and replaced the first 
version adopted in December 1998. I don't see serious obstacles for the third version 
which might again cut regional revenue. 

Budgets of the regions we visited are in fact operating budgets (see Tables following) 
meaning that they are allowed to have revenue enough to cover only their operational 
cost. It, however, doesn't mean that they don't have capital budgets. Capital 
expenditures for social and communal infrastructure (utilities) are covered by private 
companies, mainly oil, operating in the region. On singing contact on oil extraction 
with the Republican government the company is expected to take some social 
responsibilities like school or hospital construction etc. 

It seems there is no common approach to how these money are used. According to 
Chairman of Finance Committee from Mangustau Oblast companies would like to see 
their money used for specific projects which makes them in fact targeted grants, Akim 
said that they in fact use these money for emergencies. Chairman of Finance 
Committee in Atyrau Oblast assured me that these money are for general purposes 
and it's possible to use these proceeds for debt service instead of financing capital 
expenditures according to pay-as-you-go principle. 
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These proceeds account for 10% of main budget revenue and 14% in Atyrau Oblast. 
The money is accumulated on special account called the Akim's Fund for donations. 
Though these money is in fact implicit social tax they are called donations as regions 
are not allowed to have extra budgetary funds. T~e actu~l sum might be define.:! as a 
percentage of total output of the company or as a absolute sum. As the regional 
administration is not the party to the agreement concluded by an oil company with the 
Republican government regional officials cannot really control \vhether the company 
meets its social obligations in line with the agreement. 

Though money accumulated in the Fund is rather significant (for Mangistau Oblast 
10% of the 1999 budget makes up KZT390mn (USD 2.9mn) and 14% of1999 budget 
accounts for KZT825mn (USD6.2mn) for Atyrau Oblast) this source is quite 
unreliable because it is conditional for industrial output of the company and 
relationship between the company and regional administration. 

Ministry of Finance imposes borrowing limits on regional budgets and defines not 
only purposes for borrowing but type of borrowing (bank loan or bonds) as well. This 
year Atyrau Oblast, for instance, has been allowed to take bank loan for road 
construction which had to be returned within the course of the year, whereas 
Yfangistau Oblast received permission to issue bonds. 

Besides, as the first municipal bond auction showed the Ministry watches over the 
interest rates for municipal bonds. 

Conclusions 

1. Revenue sharing arrangements between the Republic and regions is still evolving. 
Changes in revenue sharing arrangements are going on even this year. Under the 
circumstances decent revenue projections are difficult and even useless. 
Additional tax revenue generated by local enterprises might be withdrawn by the 
Republican government through changes in revenue sharing arrangements or/and 
budget transfers from regions to the Republican government. lfthe Republican 
government keeps its promise not to change the revenue arrangement at least in 
the course of this year it might be reasonable to look at possible additional 
revenue as a source of capital financing. 

2. Expenditure flexibility is low. Regions are allowed to have only operating budget 
which gives little room for expendi~e cuts and directing revenue to debt service. 

3. Old Soviet approach to finance for infrastructure through donations from local 
enterprises gives low flexibility to regional government to use capital market as a 
source of financing for regional infrastructure instead of pay-as-you-go approach. 

4. There is no linearly relationship between the increase of output of oil companies 
and regional budget revenue. Regional budgets are accumulated individual income 
tax and partly business income tax but not V AT or oil excise duty as the 
Republican budget. So, the latter wins more compared to regions due increase of 
oil production. 
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5. Good news about the regional budgets in Kazakhstan is that their revenue is 
mainly cash with very low (compared to Russian regions) percentage of non cash 
revenue in form of mutual offsets. 

6. Credit risk associated with municipal bonds is rather high. At the moment due the 
low flexibility in expenditure cuts and uncertainty of the destiny of additional 
revenue the regional budgets as a borrower are rather weak and can support only 
small size investment projects (USD3-5mn) or obligations with long-term 
maturity preferably under scheme which allows amortization of the principal from 
the beginning of credit period. Given strict budget regulations which forbids 
regions to establish and manage extra budgetary funds balloon amortization 
scheme will increase the risk of default. 

7. Water supply companies in two regions doesn't not attractive in terms of 
investment. All cash inflows ofMAEK in Aqtau is supervised by external 
manager who will channel additional revenue, if any, to repay existing creditors. 

Recommendations 

1. Given that the longest maturity in comestic market is two years at the moment 
municipal bonds should be backed with a mixture of cash flows where regional 
budget is one of the sources. 

2. In long-term regional administration should convert their existing capital revenue 
into more reliable source of cash flow and use it for debt service. 

3. Maybe it's worth looking at gas distribution projects. Usually gas fee accounts 
for low percentage of people's expenditures on utilities, so modest increase in gas 
fee is affordable. The problem is how to direct this revenue to debt service 
account. If the gas distribution companies are overburdened with non-cash 
revenue as water supply companies it will be hard task. 
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The Pragma Corporation 
USAlD Securities Market Development Project 

Monthly Report 
(For the period ending September 30, 1999) 

1. EXECUTIVE SUMMARY 

This report provides details on the events and acti\;ties summarized below, as well as other 
events and activities re!!ardim! the USAID Securitir.!~ Market Developm~nt Project. as 
implemented by consul~ants f~r the Pragma Corporation ("the Pragma Team" or "Team"), for 
the month of September 1999 

• FIRST-EVER SMALL-TO-MEDIUM CORPORATE BOND (\llTA) ISSUED 
THROUGH THE KASE 

• FOlJRTH SOVEREIGt, EUROBOND ISSUED 

• K-\ZKON.l1v1ERTZ BA1'J"K ISSiJES DOMESTIC BOND 

• MODIFICATIONS TO PENSION INVESTME1\!T RULE SUBMITTED TO NSC 

• DR:\FT ON INSIDER TRADING PROHIBITIONS DELIVERED 

• E\FORCEME~l PROGRAM CONTI} .. n..:"ES AS KEY PRlORlTY 

• MA .. "lAGEMENT TR.AJNING MA.NUAL FOR SRO ACTIVITIES COMPLETED 

• L"PGR.-WING AND ENH.A...t"lCING OF M-\RKET MAKER RULE PROPOSED 

• TIVO SEMINARS HELD IN KARAGANDA \VITH 32 COMP ANTES REPRESENTED 

II. PROJECT DESCRIPTION 

The Pragma Team works with the National Securities Commission ("NSC"), the Kazakhstan 
Stock Exchange ("KASE"), broker-dealers and the Central Depository in developing 
Kazakhstan's securities market. To further these goals, the Pragma Team works under a 
recently signed MOU between USAID and the NSC. Pragrna also works with the KASE 
under the auspices of a 1998 Memorandum of Understanding which established the precedent 
and rules of engagement. While these MOUs have expired, Pragma and NSC continue to 
cooperate in accordance with the pre-existing agreements. 

In November 1998, recognizing the changes in circumstances since the Task Order was 
written. Rick Gurley, the COTR for the AID Mission. signed off on an Action Plan that set 
forth the priorities of the Project through its completion date. The priorities of the Project for 
this period are noted in the boxes below in section III. PROJECT UPDATE MTI 
PROGRESS VERSUS ACTIVITIES IN THE ACTION PLAN 

The project update for this monthly report will correspond to the activities set forth in the 
action plan described above. Among highlights of acti\;ties Pragma has been involved with - - - -
include the first-ever issue of a SME corporate bond through the exchange. The small-to-
medium enterprise Vita. producer of vegetable oil. saw its bonds placed and sold in late _ 
September. Other bond issuance made news as well. Kazkommertz bonds, likewise issued in 
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September. were sold to provide hard currency deposit op~ortu~ities for !nv;~~ors. La:tly. 
Kazakhstan issued its third Eurobond on September 28. with a Yield of 1.)6_) /0. AB~ 
AMRO Bank and Deutsche bank were lead managers in this issue. originally to have been 
denominated in Euros but late; changed :0 coll:::-s c:J::: to bs!-!e:- demand (See 4tlachment 1 ) 

On lesral maners relatinsr to NSC. the ri1!orous schedule of drafting regulations and 
co~entary on existing-or proposed regulations continued. Taking into consideration ongoing 
controversies surrounding the pension reform system. Pragma worked on introducing drafts 
that \,'ould pro\;de more stable henefits for pensioners Pension fund investment was designed 
to develop concurrently with the domestic securities market. At present. however. the low 
ceiling on foreign investment (5~o) limits pension funds to the vagaries of an illiquid market. 
with a dangerous concentration in government-issued fixed-income securities. We proposed 
raising this ceiling to 50%. Meanwhile other provisions were proposed in an attempt to limit 
the interested party involvement and possible self dealing. The existing category of "affiliated 
persons" is too narrow to prevent biased investing. Transactions where a broader spectrum of 
"interested persons" are involved required special review. Continued reworking of a custody 
regulation to replace the previous one continues, with further revisions awaiting input from 
IMee custody expert. 

The legal staff provided comments on NSC's draft revision of reporting requirements for 
professional participants of the securities market. They recommended a more accessible 
format. better ownership and settlement reporting. reports of broker-dealer markups 
exceeding 100,c. and explanatior.s of disciplinary actions or denial of access. The staff also 
researched the application of the trust mechanism necessary in the structuring of asset-backed 
securities. Advice was given on related party transactions, shareholder protection. payment 
agencies. share redemption prices. and converting investment funds to corporate entities. 
Clarification of "organized market" discussed with NSC, in order to make allowances for thin 
trading and illiquid markets. 

Enforcement issues continue to be high on the agenda. We submitted follow-up reports 
regarding the implementation by NSe on the Action Plan for the Enforcement Program 
(delivered in late March). Recommendations and follow-ups have been briefly discussed in 
previous reports (July and August), and we presented a synopsis in the September report. 
Recommendation #1 stated the importance ofNSe declaring in "clear and repeated public 
statements" its intentions to prevent or combat secret self-dealing in corporations. securities 
market professionals and other areas ofNSe jurisdiction. These include special attention to 
conflict of interests transactions in the Joint-Stock Company Law. expansion of the definition 
of ' 'affiliated persons". accompanying amendments in the Law on Pension Provision, to guard 
against self-dealing by fund managers, closer scrutiny of suspicious fund transactions. etc .. and 
finally the requirements of periodic reporting by public companies on direct and indirect 
transactions between corporate insiders and their companies.) 

Other enforcement issues. detailed below, continue to merit attention. Some have been 
partially advanced. and others remain pending~ Related to concerns of issuer disclosure. 
Pragma has advocated (Recommendation #2) increased issuer inspections, enforcement of 
reporting requirements, and more aggressive review of issue disclosure. This has been 

. followed up (to some extent) by dubious filings with the NSe returning to the issuer. and 
others held up for scrutiny at the behest of the shareholder. Recommendation #4 detailed a 
scrutiny of pension asset management ful}d activities and to target those that are poor in terms 
of risk. return or price. Recommendation #5 proposed rules for more clearly detailed 

2 
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principles of trust management. Recommendation #6 advocated moderate increase of routine 
registrar inspections, watching for legal entity security holders that may be used to mask 
individual ownership, as well as \;olations of the 5~o holding law. Legislation allowing NSC 

b · .' '. '-" p~ 'h',,:, r..T-,·.4u'e~t s.,j.> n+ c;ec"r',t i e< c"mne' to e gl\'en autnonry to promulgatt: wI .. !>. I ('I lUlL. auu I.. ... - ,... u. • •• ~ r . 

testimony of securities fraud. disgorge unlawful gains and reimburse damages to injured 
panies a~e among those issues addressed by proposed legislation. (Recommendations 14 and 
IS) .Amendments of Administrative Code and Civil Codes to extract fines for violations. much 
larger than currently a\'ailable. are proposed. Violation of anti-fraud and manipulation rules. 
as well as failure to make required registration of secunries distribution are also slated as 
crucial legislative measures. (Recommendations 14. IS. 16. 17. 18) One proposal involves a 
separate enforcement department reporting to an executive director. while another asks for 
cooperation between Ministry of Justice and Tax Authorities to articulate parallel or 
overlapping actions with NSC (court or administrative action). (Recommendations 23) 

In terms of specific cases of enforcement. legislative action proposed by Pragma referred to 
the case of Aluminum Kazakhstan. whereby NSC should ascertain from the prosecutor 
reviewing the case if any new facts have emerged regarding dividends or redemption, or if any 
action is planned on the case. Ifnot, Pragma proposes that NSC authorize inspection. If 
evidence warrants it, the issuing of binding orders and suing for compliance is an option. Also 
in the case ofPromtechmontage Corporation violations. inspections are advised. as well as 
coordination with other potential prosecuting authorities. Another plan of action would be to 
obtain statements for officials that may shed light on their actions and allow for more complete 
inspections to uncover the complete facts of the case. If not resolved, one strategy would be 
to issue binding orders of compliance \\~th deadline. If not followed, the outcome would be to 
sue for nullification of charter and payment of di\idends. 

Regarding exchange matters. training for KA.SE and NSC staff on SRO matters was 
completed. Further discussions with President ofKASE were held regarding the matter of 
market makers. Karasaev continued to maintain that the timing was inappropriate for this, but 
Pragma continues to advise that broker-dealers place quotes and become voluntary market 
makers. The KASE continues to work towards becoming a fully functional SRO through the 
drafting of market maker rules A meeting with KASE President Karasaev presented market 
maker proposals, which will place market maker rules one step further towards being adopted 
as legislation. The training manual for SRO activities, providing the basis for a 2 month, 40 
hour training period, has now been completed. Pressure continues to be placed on broker
dealers to conduct all trades on the exchange. Plans to convert the Central Depository into a 
registrar for stocks listed and traded on the KASE continues to be under debate. 
Standardization for software to this end is also under consideration. 

In terms of market developing and listing processes, Pragma continued its regional outreach 
program, working with the heads oflocal governments in preparation for municipal 
borrowing. Staff met with the head of the Economics Department of Karaganda Oblast to 
discuss municipal d~t issuance plans. Karaganda Nan prepared listing documentation for 
planned blond issuance. after consultation by Pragma. 32 companies of Karaganda oblast 
attended our seminars where information on securities markets was disseminated and contacts 
were made. In efforts to promote trading on the exchange, we discussed ways to encourage 
quoting on the exchange with Kazkommertzbank's Financial Instruments Department. 

The IT group continued its support for the \\"ww kazecon. kz. We have been working in 
conjunction with Golden Eagle Company to update information being supplied to the server. 

3 
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Upon their proposal, the structure of the server is being modified and new sections are being 
introduced. 

In terms of follow-up to municipal finance and mortgage projects conducted last month, we 
held dialogues with Bank CentreCredit. Aimat\" Merchant Bank. and Bank Kaspiyskiy to 

promote ~ongage finance efforts in Kazakhst~n. In addition. discussions were held with 
Standard and Poor's and Fitch IDCA to rate Lariba Bank, and further meetings were held with 
Lariba Bank to detennine what level of mortgage lending would be appropriate for pilot 
project on mortgage finance. On September :3. Fitch meA delivered a ratings proposal for 
Lariba Bank. (See Attachment J.) See October and November reports for follow-up on 
mongage finance project.) (See Aaachmem 3. "Seminar Curriculum on Mongage Training".) 

Task 1 - Continued Assistance to the NSC 

Defined Acthity 

I.Draft regulations. 

Progress Made Dt.:ring the Month 

• The Team's Legal Group continued its work on yarious laws and regulations noted 
below: 

• Custodian Regulation: DI"al."t custody regulation delivered to IMCC for comments. 
The draft outlines issues of internal control and procedure that the custodian' sown 
internal regulations should address. Regulations should require custodians to alen 
NSC in case of certain illegal or conflict-of-interest transactions. 

• PensIOn Asset .\.Janagemenr RegulL1lIun. This draft pension :m eSUm;!l: ruk llllends to 
modii} existing rule III several different aspects: 1) increasing ceilmg on foreign 
investments 10 50%: 2) lowering ceiling on domestic corporate securities to 15%: 3) 
requiring special re\iew for "interested party" transactions. thus supplemenung the 
category of "affiliated part} .. transactions forbidden by law. These altered cnteria 
take into consideration illiquid and rish"y domestic markets. and the necessity of 
securing benefits to pensioners rather than fund companies themselves. 

• Insider Trading Prohibition. At the request ofNSC. statutory provision to ban insider 
trading was drafted. and e:-,:planato~' notes provided. Draft provisions included 
standard prohibitions of securities trading based on non-pUblic infonnation gamed 
tllfough breach of confidence. These provisions would allow NSC to introduce 
special regulations governing insider shon-swing profits. shon sales and transacuon 
reporting by cenain insiders. "going pri"ate" offers and issuer repurchase offers. 

• NSC Draft Share Registration and Prospectus Fornls and instructions:. Last months 
comments were followed up by further discussion with the vice-chairman and other 
commissioners concerning related party transactions and conflicts-of-interest Issues. 

• Draft Amendments to J:.vrgy::stan Corporate Lall": Comments on draft amendments to 
Kyrgyzstan corporate law were delivered. Among other issues. we warned against an 
overly strict requirement that corporate actions be approved by super-majorit! of 
shares. Since a majorit!· of shareholders are often unable to attend annual 
shareholder meetings. significant corporate actions may be held up by the 
unnecessaI}' requirement of super-majorit!· representation .. 

• Trust jHechanism/or ,r.;ecuring Debt Issuers. Research on tlle use of trust mechanism 
in debt issuance continued. \\ith several revisions made and a copy delivered to 
Commissioner KulinO\ . 

• ComparIson o/Kazakhstan and Kyrgystan Capital.Harkets Law: At NSCs request. 
the legal Shill commenced a comprehensive comparison of aspects of Kazakhstalll 
and Kyrgyz laws and regulations concerning capital markets. 

4 
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Defined Activity 

(continued) 

2 ... \ssist in 
eStablishing 
enforcement pmver of 
NSC. 

3. Assist NSC in 
mo\ing off-exchange 
trading to KASE. 

Progress Made During the Month 

• Ka=akh Depository Receipts: Funher research conducted on the question of sendlllg 
money abroad to help to detennine the efficienc: of KDRs. 

• Other: I) various matters related to mUnicipal bonds: 2) market maker system 
proposal \\TItlen for the KASE. and NSCE-Pragma MOU draft reviewed. 3) AI 
OMT s request. we began preparation for a briefing on fixed income for the 
Ambassador Richard Jones. 4) memo of commercial secrets (in connection with 
corporate disclosure) was delivered. along with a clarification of an NSC rule on 
pension management. 5) LastlJ. arafting ensued of a confidenualJr:- agreement 
between NSC and Pragma to pennit Pragma ser.'er to be used for collection of 
confidential reports 10 the NSC from pension fund custodians. (See ExhibIts. to be 
prmided.) 6) Questions on state securities. banks. and MmFin were researched by 
legal staff. 

Our March recommendauons for the Enforcement Program are sull either pending or not 
realized. While some aspects of the enforcement program have been addressed. the 
majorir:-' of points of attention have not done. accepted. or remain under considerauon 

Among those enforcement issues considered are the following): 

1) Public declaration by NSC of its intentions to prevent or combat secret self-dealings 
in corporations and among securities market professionals 

2) Attention to conflict of interest transactions in Joint Stock-Company law 

3) EXl'ansion of definition of -affiliated persons" in Law on Pension Provision 

4) More aggressive review of issue disclosure and inspections 

5) Closer scrutiny of pension asset management activities 

(Note: See narrative for more detailed ex 'Planation and additional points of inquil) 
regarding enforcement issues.) 

• Pragma continues to lobby for all trades to be conducted on the exchange. but notable 
exceptions remain. NSC needs to enforce the quoting and enacting of trades directly 
on the KASE. not tolerating merely reporting trades post facto. 

4. Establish NSC Data The Technological Suppon Group continued its ongoing work 'with the NSC. During the 
Warehouserrrade month the Group conunued working \\ith NSC reporting system for managers of pension 
Reporting System. asset funds by: • 

• Developing an automatic system enabling data base compression for reporting 
systems of custodian banks. Upgrades include a system for arching updated . 
reference-books and infonnation dispatch of updated data \ia email (re' securiues. 

5 
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Defined Acthi~' 

(continued) 

Pro~ress Made Durin~ the Month 

professional parucipants. banks. etc.). as well as a modified program for the 
verification of data accuracy for deli\'ery to NSC. 

• Researclung the usc of protected channels of data transfer from custodian banks to 
NSC. Several securi~ systems were re.ie\\ed. required software Installed 011 our 
server. and pilot tests carried out \\ltl1 Alma~' Merchant Bank. 

• Incorporating the National Bank's guide to Kazakhstani banks into data system 

• Pro\idmg custodian bam: IT depanments mth consultations Oil ho\\ to de\ elop 
pension asset reporting systems. 

• Installing a server for uploading custodian banks' report files to NSC system. Tllis 
server utilizes a protected encrypted connection \\ith a 40-bit key. In addition to 
encryption. the system identifies users by name and password. 

• Meeting "it1l custodian banks to launch the reponing system of pension funds. 
Banks were charged \\ith two-week terms to complete the installation of the system 
of information protection. 

Continued work on the internal NSC information system by: 

• Implementing a mechanism for the retrieval of the 10 last documents issued from 
NSCs legal database. This \\ill enable NSC employees to keep up with resolutions 
and regulations in a timely maImer. 

• Creating an internal knowledge base to answer questions commonly asked by NSC 
employees and to enable prompt mionllauon retncval. 

• Conducting presentation familiarizing entire NSC personnel with internal NSC 
information system. 

• Delegated responsibilit: of maintaining state register and issuing permissions to 
anotller party: conducting trairung and infonnation on software installation to 
implement this transfer. 

• Drew up cost-estimate for network installation upon Ms. ShaJgimbaeva's request. 

Other: 

• Met "lth Deputy Head onCASE Kulino\' to discuss desigrung a new version of the 
State Register of issues. Necessary program modules and securit:· systems were 
identified. and Kulinov charged his employees \\ith implimenting details of this 
system. 

• Continuing technical support and maintenance of www.ka/.ccon.k/. web site: 
providing maintenance and updated information to KASE's site: kase.kazecon.kz. 

• Continued development activities of a web site for NSC. 

Task 2 - Blue Chip Privatization 

DerUled Acthity Progress Made During the Month 

1. Assist and morutor • Continued to monitor blue chip privatization. During this period CSPP was 
the priYatization of preparing a list of 17-18 "second tier" companies for privatization through KASE. 
state O\med shares. 

Proposed for CSPP to jointly work on "Law on State Propert:'" which CSPP was • 
preparing to pass through Parliament. 

6 
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Defined Acthity Pro:rress Made Durin~ the Month 

2. Assist and involve CSpp 111 the process of prepanng a list of second Uer comparucs for pnval1zation. \\ Juch 
BrokerlDealers in may broker-dealers 
worklIlg w/GO~ 
privatization. 

3. Advocate share Tender for financial adnsors to privatize blue chips was extended until October 15. 
lisungs of blue chip 
companies w/K..A.SE. 

Task 3 - Development of the Markets 

Defined Activity Progress Made During the Month 

l.Encourage comparues Worked mth regional consultants to encourage hsung and listmg documentauoo: 
to list 00 KASE. 

• Consulted \\it11 Ishim Bank on share issuance as an alternative way to merge with 
another bank.. 

• Consulted "Alma~· Kus" JSC on the listing process. 

• Worked •• ill! two Mraganda enterprises: Valut Tranzit Bank and Azimuth. Met 
"itl! top managemenL directors. bank. president and chairman. Coordmated lisung 
efforts. gained commitment and fonned working groups. Advised Valu! Transit 
Bank to list its shares on the "B" floor. 

• Met "ith Karaganda Nan management to consult on their planned bond issuance. 
The company started preparing listing documentation. 

Continued to work ,\itl! local government akimats by assisting them in ti1elr initial 
approach to municipal bOITO\\ing. 

• Met \\ith head of Economics Department of Karaganda Oblast to discuss plans to 
issue municipal debt. 

• Held "arious meeungs with Investment. Finance. and Smalll1\.1edium Enterprise 
Departments of ~ganda Akimat. Akimat suggested an additional one day 
seminar on caPital markets for major company managers in the oblast. 

Conducted marketing effons to enlist companies. 

• Held two seminars in Karaganda during which 32 companies were represented 
Project goals discussed. infomIation on securities market distributed. and related 
questions answered. Company contact information was collected. 

• Protocol oflntentions (pOI) signed with "Azimuth" and "Petropavlo\,sk Bakel')" 

• Initial contact made \\ith "Dana Bank." "Gazprombank." (Uralsk) and "lrtysu 
Business Bank" 

:... Assisted Broker-Dealers 

• Aided "CAIFC" in preparing an investment proposal for "Chirnkent Fi\'o" and 
explained asset-backed securi~' and trust mechanisms 

As of September. a lotal of 65 issuers comprising 87 issues were listed on tile exchange 
This raises the total from 6.+ last monti1. where 85 issues were listed. One deIistlllg. 
Alma!)' Margine Plant (preferred OTC-2) took place. Karagandj-Nan mo\·ed down 
from OTC-I to OTC-2. 

New issues/issuers included: 

7 
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(conunued) 

Prol!ress Made Durin~ the Month 

I
TuranAlem Bank common stock CA:' ~ September) 

UzenMunaiGaz common & preferred (OTe -2. I September) 

9 -A" listings \\ith 14 Issues tup from 8. "ith 13 issues of previous month}. 

II "'B" listings (up one from pre,ious month). 

45 OTe Lsungs with 5:> ISSlles ,OTe-J had I issuer \\ith 1 Issue. OTe -2 comprised -1-4. 
issuers \\itll 52 issues) 

*Delisrmgs result/rom J) faJ/ure to suhmll required reporting mformatiOn and or 2) 
lack of bid or ask price lI'irhm the preceding 90 days. 

2. Encourage trading on • 
KASE 

Assisted "Ural-Poliplast"' JSC in seleclion of"Petrokaz Capital" as finanCial 
adnsor. 

• 

• 

After consultations to execute trading of shares on exchange. "Ohral JoldaIY" 
shares were traded on OTC-2 for $43 per share. 

Met ,lith Kazkommenzbank Bank (Financial Instruments Department) to dis~uss 
ways to encourage quoting on the exchange. Also under discussion as tlle delisting 
of the Kazkommertzbank International Eurobonds and situation with the domestic 
bonds issue. 

Task 4 - Continued Assistance to KASE and the Central Depository 

Defined Acthity Discussion of Progress Made During the Month 

1. Support KASE in • The KASE continues to work towards becoming a fully functional SRO. tllIough tlle 
accepting the SRO drafting of 1) market maker rules. 2) amendments to trading. 3) memberslup. and 4) 
responsibilities of the listing rules. These will be discussed at the Exchange Council meeung in tlle 
Association of following month. 
BrokerlDealers (ABD) 

The "Training Manual for SRO Acti\'ities" as a basis for 2 montll. 40 hour trainlllg. • 
has been compiled and completed. It was submitted to tlle printers and will later be 
distributed to the relevant parties. 

2. Assist KASE to • A meeting \\ith KASE President Karasae\' promoted market maker proposals. As a 
finalize rules for result. market maker rules are one step further towards being drafted and adopted. 
market-makers/work in 

The drafting of market maker rules is slated for discussion at meetings of Council conjunction ... ith • 
Broker-Dealers. ne:\.1 month. 

• The upgrading and enhancing of a market maker rule was proposed. witll tlle goal of 
attracting more members towards becoming market makers or specialists. 

3.lmprove broker- • Pressure on BDs to conduct all trades on the exchange continues unrenuttingJ) . BDs 
dealers operational are still making trades off tlle KASE and reporting them subsequentl). in vlOlauon of 
efficiency and NSC regulations. but seemingly acceptable to the NSC. As discussed previously. 
transparency. trading should be quoted and conducted on tlle exchange. ratller than simp!) 

reported. Discussions \\ith Shalgimbaeva one month ago have stilJ not led to an) 
outcomes on this matter. 

• To address the possibility ofBDs not meeting capital requirements. tlle followmg 
options (in lieu oflowering tlle requirement by NSC) have been discussed. These 
included I) enforcing tlle regulation while keeping the requirements: 2) creaung a 
system of lower capitalized BDs acting as introductory parties to more higIJ1) 
capitalized BDs. 
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Defined Acthity Discussion of Proj!ress Made During the Month 

-+. Provide assistance to • Plans to com'en the Central Depository into a registrar for stocks listed and traded 011 

the Central Depository the KASE continue to be under debate. While G. Shalgimbaeva was in favor of this 
ICD) move. Chairman Joldasbeko\' was not. and he must give the final opinion Tllls 

issue is also to be discussed at the E:I.-pen Council. 

• Consultations were held \\ith Commissioner Kulinov to discuss the concept of the 
development of a Central Registrar. e.g. the CD holding registries. Standardized 
registrar software would be pro\'ided by Pragma associates. If this plan were adopted. 
the NSC would make the maintenance of this standardized registrar sofl\\are as a 
condition for keeping its license. This requirement would co-exist along with other 
standardized procedures and rules for registrars. 

Task 5 - Other Activities 

Defined Acthi~' Progress Made During the Month 

1. Make the USAID Worked with Golden Eagle employees to update infonnation supplied to server. Structure 
web site a self- of the server is being modified. and new sections are being introduced upon the pro~osa1s 
sustaining entity. of Golden Eagle Company. (See Attachment.) 

Mise. Topics • Third Sovereign Eurobond Issued. 

• Domesuc Kazkommenz bond sold. 

• FITCH mCA delivered a ratings proposal for Lariba Bank. 

IV. AD Mr'lIS TRA TIVE ISSUES 

None 

v. PROJECT STAFFING 

The following personnel were engaged in project activities this month: 

Richard Dvorin, Senior Capital Markets Advisor 

Kevin Fogarty, Senior Legal Advisor 

Da\ id Lucterhand, Chief of Party 

Timothy Smith, Senior Technical Advisor 

9 
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USAID SECURITIES MARKET DEVELOPMENT PROJECT 

Monthly Repon for September 1999 

Attachment 1. 

Attachment 2. 

Attachment 3. 

List of Attachments 

Announcement of Eurobond Issue 

Ratings Proposal for Lariba Bank 

"Seminar Curriculum on Mongage Training" 
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David C.M.Lucterhand 

From: 
To: 
Sent: 
Subject: 

Rick Gurley <rgurley@usaid.gov> 
<pragfile@kazecon.kz> 
29 CeHT.II6p.ll 1999 r. 8:47 
More bond news. 

KAZAKHSTAN ISSUES THIRD EUROBOND 

Attachment 1 

Kazakhstan's third Eurobond went on sale on Monday with a yield of 13.625%, 
Bloomberg reported. The USD 200 MM issue of five-year bonds will pay 
dividends semi-annually. The issue is expected to go to settlement on 
October 18 and mature that same day in the year 2004. 
The bond issue, managed by ABN Amra Bank and Deutsche Sank, was originally 
to have been denominated in Euros but higher demand for a dollar-denominated 
bond precipitated the switch. The government plans to use proceeds from the 
Eurobond to help finance the budget deficit. 
Kazakhstan sold USD 200 MM in Eurobonds in December 1996 and USD 350 MM in 

September 1997, but held off on a third issue last year due to the Asian and 
Russian economic crises. Another try this past spring was aborted due to 
upheaval on debt markets caused by problems in Argentina. 
The government had said it wanted to place the bonds with a yield of 10.75 

to 11 percent, notably less than the price set on Monday. 
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-~------------------------------------------------------------~I 

To. 

,--....,.. . 

(~!/ FITCH IBCA 
The Intem;ltlcn:u RatIng Agency 

Fitch mCA Limited., Eldon nouse:. : =:ldon Street. Lor.dc:l :::C:\1 '7\.iA 
TeiC";'hone; Lonaoll (0171) 41'7 42:: 

Fax: London (OIil}41i 4242, ~/ 

~~:r A.G; Bcyche~o ~ / j; /lXf/cb;v¢-
.nead 01 the Boara ot'Dlrec!Ors / /~~::> 

Lariba3ank 

F:oc No: 00 73272 49 64 21 

Date: 

Fr001: 

Taursoay, September :3.1999 

Natasha Page 
Associate Direc'::or 

N>JIn!);;:: cfp:lg::s to {ollow: ® 
Dear Mr Boychenko, 

We understand that you are intCl'cstcd in obtaining a rating from Fitch IDeA. As you 
know. Firch meA is the third largest intematiorull rating agency v"l~ E:m>peXl rootS 
and e"Perience. which was compleme::rea by Fitch's esrahJlshed pr:senc: in the TiS 
market following the merge:- between mCA aftd FilCh in late 199i. Fhc~ meA has 
bc=n working in the K.azakh. banking market SInce 1997. 

Fitch LBeA provides two types of rating r:porrs to irs client!:: :l OD!!-page ::eport .... vith :1 

Support rating assigned to the bank ane:! a full report with Long-te:m. Short-te::n. 
Individual and SUpporl r<ltings assigned. Consid...-ring that we are already at ilie end of 
1999 and laking into account the bank's size, I should like to suggest that we prepare 
a one-page report on the bank this year with poce"lltiaI tr:msf:r to a full report and 
:-arings in the futllrC. 

A one·page report suppiies a short an.a!ytic:U assessment of a b2.!l.t: and is a gcod 
in:...-oduction of the bank to the imernatlonal community. It includes a description oi a 
ban.L:'s background, together with the information on the likelihood of govc:n:unent 
and/or shareholder backing for tlu: bank, should the need arise. and also FiLCh meA's 
brief appraisal of a bank's financial perform~cc.. We would assign :he bank a 
Support rating only. upon completion af a one-page report (pJease Snd attached an 
eumple of a one-page repon on Ceskosloyenska Obchadru Banka of the Czech 
Republic). 

Aftc: signing the ruing agrc~enl (pli::lSe s::c :ma.cucd). it shall oe ne::essary for the 
bank to c.omplC':!e FirC':h mCA's qneslionnaire far one-page reports ia copy iluached) 
azul to .::.enJ all :he duCUttle!1c:llioa to our offi~e :.:: Lonaoo.. The compietion or a one
page: report does not require any racing meetmgs ix:rween :he analysts and the 
management of the bank. and all the work on the rcpcm c:u:t be done m our Lancon 
office. Pl~e note that our fcc: far this type oi rcpom (;Jayaole pnor to its publication) 
and rating is GBP 5.000 (c::tcluding any ta.'tCS l.=l~S:d:'y the KJ.zakh authorities). 
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Upon receiving the rating infon.nauon from the emU::, we sh:l11 require a few weeks to 
wrile the report. TIle repon will then be scm back to the bank's managc:ncnt for any 
conmlents and additions. We are a.iways prepared to discuss these eOI:lnlents with 
you. 

Once we have receIved your COn''.lDentS. we shall ;:01"': :m intrnl.:ll Rlizm£ Ccmmittee. 
Such committee consists of independent Fitch meA's anlllysts who will discuss the 
bank and the suggested rating, and ",ill vole on the rating. The assignc:ci rating is then 
communicated to the bank's m<:nagc:nc:lL Once the ;acing n.as bee:: published. we 
shall t.'1c:: !lced to update our view on the rolling ~!1 ye:.r thereaft:::-. 

1 hopc the above brief description of the r:uing process is useful. Should you have any 
funher questions. pieasc: do not ht:~itat:: to call either Victoria ~ikishina (+44-171 
41 i 4241) 0: ruysclf(+44...-171 4174311). We look forward to hcari."lg from you. 

Yours sincerely'. 

~ 

,. 
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,- FITCH meA QUESTIor-.~Am.E FOR UKRAINIAN BANKS: 
ONE-PAGE REPORT 

J. Structu::-c and ownership 

1.1 

1.2 

1.3 

1.4 

2. 

:. ( 

2.J 

OrganismionisL"Ucture chart of the bunk including: 

structure and reporting to the Board 
names of the Board members aod thei:- briefCVs 
deparonent/division structure and reponing 
naOle.5 o£bcad.s of the main departments 

List ofbllJlk'lI major shareholders at t.he lab::>t yf..'fl1: end date: ll:rui at the latest 
date. Please ?!ovide detaiis of !he s:z~ :::r ~cb. ma!"c:nc;d:i!: stake. m~t.1od of 
l.uuLtibutioll (e.g. cash. bond.;. fixed ~et.;) cUld the peH,;I:ll~!$t;: ulv()cillg !lgbt:> 
if different from the size of the holding. 

Thc list ofbranchc3 and :ruosidinrics of the bank and the list of any plm:mcd 
branches and subsidiaries, including brief de:scriptiou of these subsicEa.-1cS 
operations. both fmancial and non-.fi.-uncial. 

Size (total assets and equity if a subsidiary) 3nd resultS of operations of the 
existing subsidiaries. 

Risk 

Loan portfolio: breakdown of the bank's loan portfolio at the latest year end 
date by: 

economic risk 
country risk 
cun'cucy (rouble and hard currency loans) 

20 largest e1..-posures (borrowers) and 20 large: .... roff-baLmce·shc:el exposures (if 
appropriruc) at the latest year end date broken dovt"D by the following 
categories: 

loans to banks 
lnlU1~ to cnrpOT:lt.e cm::r.omeo.rs 
persona! loans 
o ff-bal~ncc:: sheet exposures 

LIst of doubt.fullnon-performing exposures :lI the ye3I end and the amount of 
the loan loss provision and reserves set up against each of these loans by your 
international auditors in the financial statcncrus prepared under International 
ACCOLUlting Standards (lAS) 

,. 

136 
i 
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2.4 Exposure to related panies: list of ot.:tstar.wng loans at !.he: west year end dute 
made to shareholders. subsidianes and associated comp:mies of me bank and 
the tc:m;,; ofthes~ leans. 

2.5 • Securities portfolio and valuation policies: bre:lkdo'wl*:ofthe securities 
portfolio by type of security including both debt and equity securities at the 
latest yeax end date. 

2.6 Foreign exchange:md derivatives (if ,,-ppiicabie) 

list of the main foreign exchange and dctiYaL1ve products in which the bank is 
active 
oecc=iption of the uom cmd hack offic:: cor.:rols 
methods of controlling credit. market.. legal and operational risks in the bank's 
dt:riv2.live and foreign cxclumge activities used by m:mage:nent 

2.7 Any other off-balance sheet COt:llmtl'nc::.ts, not requested above. 

2.8 Interest rate/currency sensitivity Zllalysis examples and ex.mJpics of C:lSO fjow 
man.."\gement. 

2.9 P~ease pTovide information requested. ~ :.1, :.:,2.3,2.4 and 2.5 at the lalest 
month e!ld date. 

3. Funcli1Jl~ 

list of20 largest customer Clr.':nt acccu::.ts and 20 largest temJ dt=?osirs. all 
combined by customer. and 20 largest bank deposits (combined by bank) at 
the latest year end and month end dalt;;~ 
leveL of monthly inflow!: :md outflows of client fitnd:; du.~ the latest year to 
date 
balances on corporate current accounts and accounts of individuals at the end 
of each month throughout the latest year to date 

4. Capie:!1 2nd loan lOlilt reserves. 

4.1 Details of the capitaIlweighted risk r .. tio calc.lhued in accordance with the 
guidelines of the Basle GIO COIDmlItee or with EU capital requirements. 

4.2 Movements on the loan loss and other risk reserves during the year 

s. Perfuruuluc:elcarningE. 

5.1 Management's comments an the development ofche bank's oet interest 
rev,enue and net interest margin. 

5.2 Breakdown of interest income and exp~.s= by type (e.g. customers. banks. . 
promissory nOles, others) 

,. 
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5.3 D~taiIs of fees and commissions r=c:ivc:d and paid. tradbg profits and loss~ 
on securities and foreign exchange gains :md losses and the breakdown by type! 
of fe:!commission receivecip:uc' and type of sC:m'lty. 

5.4 " Breakdown of operating expenses including commentary on significant 
changes in tax charges and potential lax changes which could slgnificamly 
affect the bank's profitability. 

NB. Brellkdo\'I'.D.s requested in 5.2!" 5..3 nod 5.4 arc of the figures in tbe bank's 
lAS income statement. 

5.5 

5.6 

5.7 

5.8 

I! applicable, detaiis 0: extraorcilnary or c:xccpuo.cal income and expenses. 

Managcment's forecasts of earnings and other prospects for the next year and 
beyond 

The management's asscssmem oftbc bank's competitive position. including: 

market share 
main competitors in the mar.ket'marke: sectors (indicate which ones) 

FIDP report (''Long·for.:::::'') prep;u-ed by the bank's independent audirors (if 
applicable). 

"I' 
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Attachment 3 

~o"'..c ··~t-fCT:.-~r. 'J":Ot-lO".1~J01 roc".:a' - w;"'~3e[1e ...... e ;'(Hfl~1u.:l-iC:"~ C::!"It-ta""c~~:::'C6a"1.1~ 

-- .. -------..-~ 

nl=CrpaMMa "ATieCiCaaHH::1Vo ~~nOTe4Hb,;' Kpe.!l\l1TCp" oa:;Ca5C72Ha nDVI r.o.::~eC')i(i\e 

AC::OllVlaum-: POC:\II~C7.~'X OEHK05, np~~ y'-!aC7V1V1 "Y1H:;~!Ty;-a 3KOHOMJ,1KI1 ropc~a" t, Cu.;,; ) "', 
oe.QepaIibrlOv, Ha411.0HcnbHot7! VI~Oje4t"O~! Ac:::oulo1aUlI.!-1 C:J..!J\ ( 'm:;~ rv:.:~" ) ;J,J111 

nc~rOT08Kv. 5eHKOBCK~X cneU~,an\lfCi09 s 05,iaCiI-f "'r:OTe~.,c:c Kpe,a:.1TOBaHVls:l HaCeI1eHVls:! 

nCorpaMMa CCCiasneHa c Y'-IeTCM 70eeCSahl,U",;., Me7C~v.K VI C7aHllaCioe no 
npe~0C7a9JieH~1!O Kpe,!l,VlTOE. K07cpble yC7aHosr:eHbi PC:CvB1Cr<VlM CJE..ceoal1bHblM 

AaEHmcmeOM no u.'70me~HoMy )f(UnUIL!J-{OM'j I(peeumosc:wiO. 

(!)OHA "V1HCTl;1TYT 3KO!-tOMV1KV1 ropoAa", B C007aeTC'r6~\If c ~orOBopOM C COTPYAHVl4eC75e c 

AreHTC7S0M no (IInOTel1HOMY )KVlI1I-1WHC:.t.y KOe!l,v,TOai3Ht1IO. S1311}:;e7cr; erc "ynC:iHC!.104eHHbIM 

KOHcYl1bi'aH7CM" KaK no paJpa60TKe ::;:-aH;:i,ap70e '1 :'lDOue.!lYP no ~nOTeLjHpMY 
Kpe,!H1TOSaHlo1lO, Tar. III no :10ArOTOBKe 6aHK09CK~X cne!J~amlC':'os ~I'!51 paCOTbl c AreHTCieOM. 

Kypc 1 "OCHOSbl UnOme"'fH020 KpeoumosaHuR" 

AEHb I 11='" If __ ;Ie I1EHb 1/1 /1-'" 'V '=.'i~ J .4EHb V 
Ii 06:..r.Jee I 3aHflmue 5 I 3aHF.m:.:e 9 ! 3aH;;mue 13 3aHRmue 17 I ' I ~~¢OD~I'!eH~: ~ 3H2KOMCTSO 13aKOHCAaTeI1bHa I fiporoaMMHoe 0630P I _ ' 

~ 3a.::a4v, Kypcc )1 6a3a I ~os:iBr.=HL1s:l nQ ' "O~C--'-l"'H~e CC~ ep>r:aHVls:i i .... = .Ie: -, 

r 3a"'ff{mue '1 ! I-1nOi'e~HOrO I ""noTe""Hbl~ I >1nOTe4Horo Kypca 
! V1r.CTe4Hoe 

1 I <pe",,-r I !(peAV!To5at1~S:! i Kpe~HT05aHVls:i 
~ Kpe~VlTCSaHv.e. ' . 

KOHTpO;;bH2P. 

ii E~~:onb VI paoCTa 

I ii O ... n..,aHbie 

Ii 3I1eMeHi'bl 

~ nE.=£PbIB 
I 

i nEPFEPblB I nEPE?bIB I nEPEPblB / nEPEPblB 

II 3:::"-muG ? I 3aH):il7'ue 6 I 3aHRmue 10 I 3aHp.mue i 4 I i(oHTpcIicHas: , _r"':J"f ..... "-i 3aoy5e)!{Hb!~ j 
XapaKTepwcnn~a I04eHKa I neD514\.1M~IL1 VI I pa60Ta 

,t Onbf7 OCH03HblX Sep0s:iTHO:nf I 8TOP~~H;,IL1 I (npC,:lOmKeHVle) 

" I ;:bIHKI-1 
I ! VlnCTe4Horo pMCKoa I r.:::::-aL!ieHVo~ I r Kp~14TOSaH"H; VlnOTe4Horo i Koe~Vlia , I ~mOTe4h!:'rx 

~ fme,!;,MiosaH..,:::I r I Koe,av.iOS 

~ OES IOEE,l4 I OSEll .. i OEEL; j OSE.a 
~ 3a-rFmue 3 I 3aHRtTTUe 7 I 3aHRmue 11 ! 3aHFmue 15 I 8pY"leH}1e 
r 

!V1HCiPYMeHTbl IOCHOBHble cepTwq:,MKaToB ~ 3Tar.ol ; >KY.m,u.;H~le '-I 
~ W-:OieYHOrO ' v,nOTeYHOrO ; nO.£\XO..lbl K I coepSrai'eI1bHbl 

~ Kpe,c"''joaaHv,~ Kpe.a~1T05aH;1~ loueHKe i e np0ipaMMbl 6 I O~eHKa Kypca 

5 J H e,(:lE~ II.>!<Vlrl.:::: CTI1 I ~mO'TeYrlOM I 
~ , i KOe!l~1TOSaH"1£.1 ! ~ 

; nEP=.~oI8 ! n£PE?bIB : 17EPEPbIB i nEFEPbi8 

! 3aHF.mUe 4 ! 3aHRmue 8 I 3aH;;mue 72 : 'JaH-r,;"e '16 J - ", loJ I 

~ OpraH\lt3aLw:~ j VlHCTPYMeHTb! ! iiC\IIH;;Tlile j 0;'0::-
I YlnOTe'il-!OiO 

. 
I=OCCjlV.CK'~X I CI'ICTeMbl 1 pe~eHVlSi, 

f ~n07e"lHorO I Kpe.a\l1TOaaH\II~ i 3aKr.lV"leHl-1e : 6aH'(03 S 
1 

~ Koe,cYlTOsaHv,$=l B I (r.po,ccmK9Hv.e) i KDEll!1Tl-lC'iI . c~na:7;'~ 
~ 6aHKe 

I 

I ~ C.!l=.iiK~ : ~tnOTe4Hcro 
r I KDc!PITCE8H:.1Si • ! . , 

BEST AVAILABLE COpy 
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Fund "Institute for Urban Economics" - directions in mortgage fmanc~ 

Plan of the Program "Attested Mortgage Creditor" 
l..!~ r... t'7.P"f· '- .... r , .... 

The Program "Attested Mortgage..G!'ed:itor" is ~r:lted ~er !l1e assistance of the 
Russian Bank Association w.f.t:trUie participation of the "Instirute for Urban ,Economics" 
(USA) and US Federal National Mo~gage Association (Fanny May}--for thtprepar~ 
~ank specialists-iiiK. 's~ eHhe-'mOrtgage c~g oTthejOpUfation. Progfam 
is.m,Z1Q" .;p ''I,J;tt-rh'';: cODsideration...ofthriequirements, methods and standards on credit 
arrangements, which were established by the Russifln Federal Agency on Mortgage 
Crediting. . 

Fund "Institute for Urban Economics" in correspondence with the agreement on 
cooperation with the Agency on Mortgage Crediting, is its "plenipotentiary consultant" as :' 
in standard and procedure development on mortgage crediting, as well as in preparation 
of the bank specialists for the work with the Agency. , 

~~ 

Course J "Basi$.. ~f the mortgage ol"'dmng'~ 
Day I , Day II , Day III I Day IV , Day V 

i First acquaintance Lesson 5 Lesson 9 ' Lesson f 3 ') Lesson J 7 
I The objectives of Legal basis o~ Application work The program f Reviewof~ 
! the course mortgage cr.oorting for tm( mortgage provision of ~ course contents 

Lesson I ~ c!~ mortgage 
.1Jre'ii1ortgage ~,; .. -... crediting Test 

c~edi-trn~ / 

Its role and main 
elements. 

I Break Break Break I Break I Break 
I Lesson:: Lesson 6 Lesson 10 Lesson /4 Test (contmuanon) 
I Intematlonal Characteristics of The estimation of Pnmary and 

experience of the main risks of the possibility of secondary markets 
mortgage crediting the mortgage the credit of the mortgage 

crediting redemption crediting 
Lunch Lunch Lunch Lunch Lunch 

Lesson 3 Lesson 7 Lesson J 1 Lesson 15 Presentation with 
Stages of mortgage Instruments of the Main approaches Housing and the certificates 
crediting mortgage crediting to the real estate saving programs 

I estimation in mortgage Mark of the course 
crediting 

! Break Break Break I Break I Break 
Lesson .;I Lesson 8 Lesson 12 Lesson 16 
Organization of the Instruments of the Making decision. The experienc~of 
system of the mortgage crediting The conclusion of the Russian banks 
mortgage crediting (continuation) the credit in the sphere of 

transaction mortgage 
crediting . 

Khusainova Alsu 
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Fund "Institute for Urban Economics" - the directions in mortgage financing 

Short-term 2-day seminar "Basis of the Mortgage Crediting of the Population" . , 
J-S! day 
Lecture 1 International experience of organization of mortgage crediting system 

(USA, West Europe) 
Lecture 2 Normative base of the mortgage crediting in Russia 
Lecture 3 Main stages of the mortgage crediting 
Lecture 4 Credit instruments, which are used by the Russian banks in mortgage I 

crediting 
Lecture 5 Infrastructure of the system of the mortgage crediting 

2-nd day I 
! Lecture 6 Preliminary qualiScation of debtors and the main approaches to 

estimation of the solvency of the debtors 
Lecture 7 Risks of the mortgage crediting and the opportunities of their 

reduction during the estimation of the debtor's solvency 
Lecture 8 The experience of the Russian banks in the sphere of the mortgage 

crediting 
Lecture 9 The particularities of the juridical accompaniment of the mortgage 

crediting and the procedure of realization of the rights of the creditor 
on problem credits 

Lecture 10 The organization of the secondary market of the mortgage crediting 
(as an example - the Federal Agency of the mortgage crediting and 
the Program of the development of the mortgage crediting in 
Moscow) 

Khusainova Alsu 


