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Nurturing small businesses 
This online issue of Law in transition is dedicated to micro, small and medium-sized 
enterprises. These play a crucial role in the transition process of central and eastern 
Europe and the CIS.  Largely ignored in the command economies of the region, micro 
businesses and small and medium-sized enterprises (SMEs) now function, as in most 
market economies, as a vital growth engine.   

Small businesses bring multiple benefits to society:  they provide jobs to large sections of the population without requiring 
massive investment programmes; and they favour or consolidate the emergence of a social group of entrepreneurs 
committed to market economy and political stability. 

Many of the EBRD’s countries of operations have already experienced strong growth in the SME sector, including the 
Czech Republic, Hungary, Poland and Romania.  In other countries, particularly in the CIS, SME development has been 
slower. Throughout the region, common challenges for micro and small entrepreneurs typically include finding adequate 
finance, overcoming institutional barriers and accessing network support. The EBRD is committed to fostering SME 
development in its region and thereby achieving faster transition. Bank initiatives include financing the sector through 
intermediaries (local banks or tailor-made microfinance banks), engaging in policy dialogue with local authorities to 
improve the business environment, and providing technical assistance to those involved in SME finance.  

The EBRD’s Legal Transition Programme has focused its attention on SMEs as well. During the Bank’s Annual Meeting 
in Tashkent in May 2003, the legal roundtable on SMEs, which was organised by the Bank’s Legal Department, attracted 
a large number of small entrepreneurs and policy makers from Central Asia.  The roundtable provided a unique 
opportunity for international specialists and local practitioners to share their experiences on how to promote SME 
development and to overcome the considerable challenges that still face small businesses in the region.  Encouraged by 
the success of that event, some of the speakers at the roundtable have kindly agreed to contribute articles to this 
publication. 

The lead article in this issue addresses the legal impediments to the creation of financially self-sustainable microfinance 
institutions. It draws upon the EBRD’s own experience in the Balkans and the CIS.  The following essay expands on the 
provision of financial services to small businesses in Central Asia, in light of the implementation of a new regulatory 
regime for microfinance activities in the Kyrgyz Republic.  The third article reviews the current state of the SME sector in 
Uzbekistan.  The next article presents the work and organisation of the Montenegro Agency for SME Development.  To 
conclude, two articles propose an analysis of successful SME support programmes in countries outside the EBRD region 
(France and Taipei China). 

It is my hope that this issue of LiT online will provide some inspiration to policy makers, financiers and other key players, 
stimulate discussion on the best ways to promote micro and small businesses and enable more people in eastern 
Europe and the CIS to enjoy their social and economic benefits. 
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Microfinancing, the provision of financial support to the smallest 
enterprises (micro and small enterprises or MSEs), is considered one of 
the most risky activities undertaken by financial institutions. As a 
result, specialist microfinancing institutions (MFIs) rarely spring from 
private-sector initiatives, but rather are developed using public funds. 
This article addresses the existing legal obstacles to making 
microfinance a sustainable activity, funded by the private sector. 
Section 2 briefly describes the performance of microfinance banks 
developed or assisted by the EBRD. Section 3 explains the path to 
sustainability and analyses the status of existing EBRD-funded MFIs. It 
also examines the withdrawal of public funds and the timing required to 
maximise the MFIs’ long term development. Section 4 looks at specific 
legal obstacles to self-sustainability, drawing on the EBRD’s experience 
in its countries of operations. 

1. Introduction 

Microfinancing is considered one of the most risky 
activities undertaken by financial institutions. This is 
due to a number of factors, including the high mortality 
rate of very small firms and the asymmetries of 
information between banks and the smallest borrowers. 
In addition, high transaction costs ensure financial 
intermediaries prefer large, rather than small, 
borrowers. With a few exceptions, even in well-
functioning market economies, the smaller the 
enterprise the lower its reliance on formal, external 
sources of finance. In developing countries, and even 
more so in transition countries where there are large 
inefficient state-owned enterprises and a barely 
functioning banking sector, dedicated MFIs play a key 
role in supporting this sector, which has otherwise been 
neglected by formal financial channels. 

These institutions very rarely spring from private-sector 
initiatives. Poor knowledge of banks and non-
governmental organisations (NGOs) successfully 
offering microfinance, coupled with the difficult 
operating environment, make private investors wary of 
entering this line of activity. Thus the task of providing 
finance to the smallest enterprises in developing 
countries is often left to NGOs, development agencies 
and international financial institutions (IFIs). The EBRD 
is one such institution engaged in fostering 
microfinance within its countries of operations.  

There are several reasons for providing commercially-
based financial support to micro, small and medium 
enterprises, apart from making a return on funds 

invested.  The potential benefits to the wider society are 
often classified as follows:  

• boosting economic growth;  

• creating jobs;  

• stimulating the development of entrepreneurship;  

• shifting economic resources away from the 
informal economy and thus broadening the tax 
base;  

• increasing competition; and 

• providing a demonstration effect to encourage 
other financial institutions, which would otherwise 
consider microfinance unattractive or too risky, to 
offer similar products.   

If public funds are dedicated to microfinance support, 
then society will want to ensure that these funds are 
spent efficiently. This not only means that the funds 
invested must generate a large flow of performing loans 
to the smallest enterprises, but it also means that public 
funds locked into such investments should hopefully 
become available for newer, potentially more pressing 
objectives that governments need to pursue. Therefore, 
it is important that the institutions using public funds to 
provide microfinance become self-sustainable and 
eventually independent of those funds. 

2. The EBRD and microfinance banks 

Over the past six years the EBRD has invested in 12 
MFIs1 in south-eastern Europe, Russia, Ukraine and the 
Caucasus. This has been done in close cooperation 
with other IFIs, donors and commercial entities, and 



• Post-war reconstruction situations and/or 
dysfunctional crisis-ridden financial sectors: 
Albania, Bosnia and Herzegovina, Serbia and 
Montenegro, Kosovo and Russia. 

has resulted in the emergence of a “core” of investors.  
These include the International Finance Company 
(IFC), the German Development Bank and the German 
Investment and Development Company (KfW/DEG), 
Commerzbank AG and Internationale Micro 
Investitionen AG (IMI). Substantial experience has been 
acquired in setting up and developing the microfinance 
banks.  The table below shows their sequence of 
establishment. 

• Lack of viable local PBs or under-performance of 
PBs in existing micro-sector projects: Azerbaijan, 
Bulgaria, Georgia, Moldova, Romania and Ukraine. 

With six years experience in setting up microfinance 
banks, the EBRD can comment on the advantages (and 
disadvantages) of establishing these greenfield 
operations: 

The proportional shareholdings in these banks vary 
considerably, reflecting the different priorities of the 
individual investors. In most cases, the EBRD holds a 
share between 15 and 25 per cent. Alongside its equity 
in the microfinance banks, the EBRD typically provides 
a loan and technical assistance for consultants to set 
up the bank, train the (locally-recruited) loan officers 
and other staff, develop the full range of banking 
services and manage the bank during the first few 
years of operation. The EBRD has taken a lead role 
among shareholders in developing institution-building in 
the microfinance banks and in monitoring their 
operations and performance on a day-to-day basis.  

• Establishing microfinance banks can be a lengthy 
process: getting shareholders together, dealing 
with extensive approval processes, addressing any 
serious regulatory impediments and working 
through the licensing process.  However, once the 
MFI is set up and the management team installed, 
progress is relatively smooth. In addition, the MFI 
can grow very swiftly, depending on the amount of 
technical assistance funds available for regional 
expansion.  For example, in the two years since its 
establishment, the Bulgarian Bank has made over 
12,000 loans, worth more than €7 million, and is 
now approving more than 1,000 loans per month. 

In other countries, the EBRD is delivering microfinance 
lending through ‘partner banks’ (PBs), adapting their 
existing procedures and culture to accommodate the 
needs of micro enterprises. This process is called 
“downscaling”.  In Russia and Ukraine, the EBRD runs 
microfinance programmes through partner banks in 
tandem with the microfinance banks. In Central Asia, 
Kazakhstan has an extremely successful PB 
programme and similar smaller programmes have been 
established in the Kyrgyz Republic and Uzbekistan. 

• In contrast, programmes run through existing local 
banks require greater effort after the programme 
has been set up.  Most of the PBs have 
established regional networks which enable the roll 
out of micro-lending relatively quickly.  However, it 
is often the case that the internal structures, 
existing processes and management attitudes are 
not geared to microfinancing. In particular, 
inappropriate financial analysis methods, excessive 
collateral requirements, high fees on top of interest 
and slow response times are all common 
problems.  As a result, a ‘hearts and minds’ 
campaign often needs to be undertaken with the 
management. This will ensure that funds lent to the 
banks reach the target MSE market at an efficient 
rate.  When this works well, as is the case in 
Kazakhstan, the results can be impressive:  in 
June 2003 the seven Kazakh PBs made 3,000 
loans, totalling €14 million.  However, not all PB 

Rationale for establishing microfinance banks and 
lessons learned 

The rationale for establishing microfinance banks, as 
opposed to concentrating on downscaling through local 
partner banks, is to create a reliable, permanent 
delivery mechanism for MSE finance. This can also 
play an important role in financial sector development 
by demonstrating the commercial viability of MSE 
lending to other market participants. The microfinance 
banks were set up under two different sets of 
circumstances: 

Sequence of the establishment of microfinance banks2  

1997 1998 1999 2000 2001 2002 2003 

MEB  

(Bosnia and 
Herzegovina) 

KMB  

(Russia) 

FEFAD 

(Albania) 

MEBK 

(Kosovo3) 

MFB 

(Serbia and 
Montenegro) 

MIRO Bank 

(Romania) 

ProBusiness 

(FYR 
Macedonia)4 

  MBG 

(Georgia) 

MEC 

(Moldova) 

ProCredit  

(Bulgaria) 

MFBA  

(Azerbaijan) 

 

    MFB 

(Ukraine) 
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programmes are as productive as this and the 
demonstration effect of the viability of micro-
lending to the wider banking system is less clear 
cut than in the dedicated microfinance banks. 

Ultimately, comparisons between the two approaches 
are invidious because the overall environment differs 
greatly between countries and the development of MSE 
lending varies among institutions.  For example, the 
establishment of a microfinance bank in Ukraine 
spurred PBs to develop their existing sluggish 
microfinance programmes and achieve much greater 
success in lending. In contrast, the microfinance bank 
in Russia has quickly outstripped the PBs and now 
accounts for three-quarters of the total monthly volume 
of micro-lending under EBRD programmes.  

Performance of the microfinance banks 

Regardless that all microfinance banks were 
established in difficult environments, the overall results 
with regards to their commercial viability and long-term 
growth potential are so far encouraging.  The 
microfinance banks’ lending operations have fulfilled a 
need in most countries that has not yet been addressed 
by the formal financial sector. These banks have 
enhanced the quantity and quality of services provided 
to MSEs and broadened access to finance for this 
enterprise segment.  

It should be noted that microfinance does not merely 
consist of lowering the minimum size of bank loans 
available in the market.  It also encompasses 
improvements in processing times, the reduction of 
transaction costs for clients, increasing the loan size in 
relation to the borrower’s balance sheet and/or 
available collateral and introducing flexible collateral 

requirements. 

With one exception (Kosovo, where the absence of 
other financial institutions gave the microfinance bank a 
monopolistic advantage), the full cost ROEs (return on 
equity adjusted for subsidies received) have not yet 
been satisfactory from a profitability point of view. (This 
assumes that a minimum return of 10 to 15 per cent 
should be expected on these investments.) However, 
two trends are quite clear. First, the full cost ROEs 
increase with time, starting from an initial negative 
phase due to the heavy weight of subsidies during the 
set up phase.  Second, as additional subsidies are 
pumped into these banks to achieve a faster than 
normal regional expansion, the full cost ROE is 
temporarily negatively affected and the achievement of 
sustainability is delayed.  It is, therefore, evident that a 
trade-off between the achievement of sustainability and 
of reaching a larger number of MSEs through fast 
regional diversification occurs. The choice among the 
two is an issue for society to decide upon. 

Lending Operations 

At the end of June 2003, the 11 microfinance banks 
had disbursed 175,500 loans for a volume of more than 
€1.2 billion.  Monthly disbursements were over 9,000 
loans for €56.8 million and 76,000 loans were 
outstanding for €386.5 million.  Loan arrears over 30 
days stood at 0.95 per cent.  

The strong overall growth in disbursements is, of 
course, a function of the increasing number of 
microfinance banks.  However, individual banks have 
also considerably increased their monthly 
disbursements:  ProCredit in Bulgaria increased its 
monthly disbursements from 411 in June 2002 to 1,005 
in June 2003 and Micro Finance Bank (MFB) Serbia 

Annual Number and Volume of Loans Disbursed
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almost tripled its disbursements from 366 to 1,010 over 
the same period.  In volume terms, in the first six 
months of 2003, the total outstanding portfolio has 
increased by 26.5 per cent. 

Product range and sustainability 

The founding shareholders of the microfinance banks 
determined that these institutions should be strongly 
focused on extending loans to MSEs, rather than taking 
deposits or providing other types of banking services.  
For this reason, the core credit products are micro 
loans of up to €10,000, supplemented by small loans of 
usually not more than €150,000.  Loans for higher 
amounts are exceptional and typically require the 
approval of the board of directors of the individual 
microfinance bank.  A good track record has been 
established with these products and the credit 
methodology has proven to be efficient, reliable and 
customer friendly.   

Regional Coverage 

One of the microfinance banks’ key objectives, as 
dictated by their shareholders and technical assistance 
fund donors, is to expand rapidly into a number of 
regions.  Regional expansion of the microfinance banks 
is important as MSEs in remote regions have no access 
whatsoever to formal sector finance.  Despite their short 
period of existence, the microfinance banks have made 
substantial progress in this respect, with currently 208 
branches and outlets being established.5 

However, it is highly unlikely that microfinance banks 
will become self-sustainable if they limit their activities 
exclusively to micro and small loans. With the banks 
increasing lending to very small businesses and 
developing more flexible terms, such as longer loan 
maturities and grace periods, the further evolution of 
MSE lending products can be expected. However, the 
provision of other services will be necessary to ensure 
long-term profitability.  

Efficiency – EBRD microfinance bank performance vis-
à-vis “best practice” 

Operational efficiency is measured by the ratio of the 
sum of administrative costs (inclusive of any technical 
assistance funds received), loan loss provisioning and 
depreciation on the one hand, and the gross loan 
portfolio on the other.  The lower the ratio, the more 
efficient the MFI. The 12 most efficient MFIs in the 
world have a ratio ranging from 8 to 30 per cent.  The 
micro and small business finance programme of the 
Alexandria Business Association (ABA) is considered 
the most efficient programme in the world.  Its 
administrative efficiency is at 8 per cent.6  With 
comparable average loan sizes, MEB Bosnia and KMB 
Russia enjoy similar administrative efficiency, estimated 
respectively at 8 and 10 per cent.  Hence, these two 
banks compare favourably with the world’s “best 
practice” institutions.  It is expected that EBRD’s 
younger microfinance banks will reach similar efficiency 
levels over time. 

At the moment current accounts and payment services 
are offered as useful additional services to the MSE 
target client group, although these can also be used by 
non-credit clients.  Current accounts are also used by 
the microfinance banks as an effective monitoring tool 
of a client’s financial health, especially in the area of 
small business lending.  In addition, agricultural loans 
and home improvement loans are increasingly being 
offered by the microfinance banks, as there is a clear 
demand for these products from clients who cannot 
access such credit in the existing financial sector 
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Often society is concerned that these funds are 
employed in the most cost-effective way to reach the 
objectives. Hence, society is prepared to fund MFIs if 
they are the most cost-effective instrument to achieve 
society’s goals. However, the objectives pursued by 
society can change over time. Even if a MFI does its job 
in the most cost effective way, there might be a point 
when society will need to withdraw the resources 
provided to the institution to employ them in a new set 
of objectives. It should be noted, however, that this will 
not necessarily impair the future development of the 
MFI. Thus, it is important when setting up a MFI with 
non-private sector funds that at some point in time this 
institution will be able to continue doing business 
without the support of society, i.e. become self-
sustainable. 

More important for the future of microfinance banks will 
be savings and time deposits, which will play a crucial 
role in the long-term sustainability of the banks (see 
Sections 3 and 4). When IFIs and donors exit these 
banks and in the absence of well-developed capital 
markets, private deposits will become the banks’ major 
source of finance. As a result, microfinance banks have 
recently shifted their focus to encompass the collection 
of deposits among their objectives. Moreover, savings 
services are an important way of building confidence in 
the banking sector among the population and can help 
to create a credit culture.  In many countries, banks 
impose a minimum deposit level which reduces the 
opportunities afforded to poorer segments of the 
population.  However, the microfinance banks do not 
impose a minimum deposit amount requirement on their 
clients. 

Basic concepts 
So far, the microfinance banks have developed a fairly 
simple strategic direction, with basic financial products 
offered on a mass scale and with a high level of 
service.  If they are to function as fully commercial 
institutions and not be dependent on subsidies, the 
microfinance banks need to develop both the scope 
and range of their activities without being overly 
restricted, while maintaining their strategic focus on 
providing microfinance.  Going forward, new products 
or activities will need to be assessed in the light both of 
their relevance to the MSE target group and of 
sustainability over the longer term, and a balance 
achieved between the two.   

A microfinance institution can be said to be self-
sustainable if, without the use of subsidies, grants or 
other concessional resources, it can profitably provide 
finance to micro enterprises on an acceptable scale.  

There are several steps that need to be achieved to 
reach self-sustainability. Each step is necessary to 
achieve the next: 

• Financial self-sufficiency - This is achieved when 
the institution’s profits net of taxes, revenue grants 
and discounts are equal to zero (or greater) after 
replacing subsidised loans with market priced 
loans. This goal is sufficient for managers of MFIs, 
unless their contract clearly specifies higher goals. 
In other words, institutions can survive (but not 
necessarily by maintaining a focus on micro-
lending), even if donors withdraw their financial 
support. However, this level is not yet sufficient for 
society, whose goal is to have an institution which 
continues to lend to micro and small enterprises 
even after it withdraws its support. 

3. Self-sustainability of microfinance 
institutions 

If, as suggested by the data presented above, the 
record of MFIs is so outstanding in terms of outreach to 
vast numbers of small clients and in terms of the quality 
of loans extended, why is it that more of these 
institutions are not set up? A superficial answer would 
be linked to the concept of profitability. If the existing 
MFIs prove to be profitable, then one could easily 
assume that in the future many more will be 
established. However, when uncertainty exists about 
the possibility of such institutions becoming profitable or 
when the expected returns are smaller than other 
investments - either due to a particularly difficult 
environment or to ignorance regarding past 
performance of these institutions in similar 
environments - market forces alone will be insufficient 
to generate new MFIs.  

• Profitability - This is achieved when profits net of 
taxes and subsidies8 are at least equal to the 
opportunity cost of capital and risk taking. A 
financially self-sufficient MFI is not necessarily 
profitable. A profitable MFI will not be shrinking in 
real terms. Managers have no incentive to achieve 
profitability (unless profitability of the institution is 
clearly specified in their contract as one of their 
goals), but private investors do. Profitability is, 
however, not yet sufficient for society. A MFI can, 
in fact, achieve private profitability but lose its 
focus.  This would be the case if donors’ equity 
were prematurely sold to private investors who, 
with the goal of maximising profits, would switch 
the main activity of the MFI from micro lending to, 
for example, lending to large clients or to consumer 
finance.   

As a result, MFIs rarely spring out of private sector 
initiatives.7 Mostly, they are established by society, in 
the form of donors, multilateral development institutions 
and NGOs, and for a variety of objectives 
(development, transition to market economy, poverty 
alleviation, job creation, unemployment reduction, 
fostering entrepreneurship, winning popular support for 
the government etc.). These institutions and 
organisations provide the initial capital and support to 
start the business.  

Sustainability is reliant on managers achieving 
private profitability. They have, however, no 
automatic incentive to achieve a return higher than 
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the one which would guarantee financial self-
sufficiency. Private profitability can be achieved by 
the use of appropriate incentives, which can be 
either: 

• Making profitability an explicit goal of the 
manager’s contract and regularly monitoring 
profitability, and/or 

• Asking managers to become private investors 
in the MFI.  Table 1 

MFIs’ funding structureIn almost all the microfinance banks, the EBRD 
has asked the managers to invest in them.   
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Liability structure as of June 2002, m ln EUR

49.7 6.7
150.4

163.4

• Self-sustainability - A microfinance institution can 
be financially self-sustainable if it manages to 
profitably continue providing commercially based 
loan finance to micro enterprises on an acceptable 
scale in the absence of resources provided on 
concessional (subsidised) terms.  Self-
sustainability is a necessary and sufficient goal for 
IFIs and other investors which represent society in 
their efforts to support the MSE sector.   

Banks Custom er deposits  IFI / Long-term  Other

Profitability is seen as necessary, but insufficient, proof 
of self-sustainability. Self-sustainability itself will only be 
proven when exit conditions for MFIs materialise in the 
countries where they are operating. In the case of the 
EBRD-funded microfinance banks, the group9 as a 
whole is currently breaking-even and the individual 
MFIs are generally performing better than envisaged at 
the time establishment. Profitability is anticipated at the 
end of year 4-5, with a clear microfinance focus as can 
be seen from the chart below. 

Self-sustainability of MFIs requires that they become 
independent from non-private shareholder funding.  
This is a gradual process which begins with the MFIs 
accessing non-start up funds from commercial sources 

and is eventually completed with an exit to private 
shareholders.  The table below shows that progress is 
being made among the EBRD-funded microfinance 
banks, although 50 per cent of funding is still from 
IFIs.10  Funding sustainability will be demonstrated 
when the MFIs can fund their growth completely from 
non-IFI sources. 

Choosing the right timing for exit 

Funding sustainability is, however, not the final step for 
self-sustainability. The final step is partly independent 
from the performance of the microfinance institution, 
from its managers and from the investors’ decisions. 
The last step is linked to the timing of the non-private 
shareholders’ exit. The optimal timing for an exit is likely 
to occur when the risk-adjusted margins on other client 
types are lower than, or equal to, risk-adjusted margins 
on micro clients.  This would usually occur at an 
advanced stage of development in the banking sector 
and in the presence of relatively high levels of banking 
intermediation and competition.  

Loan sizes for MSE loans outstanding, June 2003 
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start their lending activity by serving large and well-
known local clients and/or foreign-owned blue-chip 
companies.  When margins on these clients are pushed 
down they will initiate lending to medium-sized 
companies or lend to governments. They will then move 
on to consumer finance and small enterprises. MSEs 
and start-ups are traditionally seen as the riskiest 
clients and most labour intensive, so they will be served 
by private banks only when risk-adjusted margins on all 
other segments of the economy will be equal to the risk-
adjusted margins expected on micro lending. 

If donors decide to sell an MFI to private inv

The commercialisation of microfinance is a relatively 
recent development in the sector, and many MFIs are 
only now beginning to look at financial self-sufficiency 
as a key objective.  Previously, providing finance to the 
poor was generally seen as the sole aim.  Hence, there 
are relatively few institutions that demonstrate 
sustainability. 

According to the MicroBanking Bulletin, a recent survey 
of MFIs that were financially self-sufficient after 
adjusting results for subsidies found that the average 
return on equity of these institutions was 14.1 per cent.  
MFIs in different regions are sustainable for different 
reasons. In Asia the low cost base is the main driver, 
whereas in other regions costs are higher and MFIs 
need to achieve high levels of productivity and strong 
income generation.  Though the sample group is far 
from comprehensive11 the results show that MFIs which 
focus on cost control and increasing lending efficiency 
generate reasonable returns over time. 

4. Creating a legal environme

soon, the new owners (unless of a philanthropic kind) 
are likely to use the MFIs’ resources to work with less 
risky and more profitable clients. This will imply losing 
the focus of the institution. If a successful exit from an 
EBRD investment is defined as one which guarantees 
that both the transition impact goals have been 
accomplished and that a satisfactory return on equity is 
achieved, then a successful exit from an MFI should 
require that the microfinance focus of the MFI be 
maintained by the new investor.  As it is virtually 
impossible to guarantee what the new investor will do 
with the MFI in the future, it will be necessary for the 
non-private investors to carefully determine the timing 
of the exit based on market conditions.  

Thus, the final step to self-sustainabilit
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ed by the MFIs and/or 
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Self-sustainability is determined both 
performance and by the environment in which it 
operates. Some elements of the environment can be 
considered exogenous, such as the level of 
development of the banking sector, or the degree of 
competition among banks. In other words, neither the 
MFI itself nor its managers and shareholders can have 
a significant effect upon them.  

Other elements can be influenc

dependent on the non-private investor’s commitment to 
microfinance objectives and on their ability to identify 
the right time to exit. On the other hand, the “right 
timing” might not materialise in the foreseeable future, 
with the development of the financial sector taking 
longer than expected. If the initial goals pursued by 
society through the creation of MFIs remain the same, 
then the non-private investors representing society will 
continue to hold on to their shares in the institution, 
waiting for development of the banking sector to 
progress and for the appropriate exit timing to 
materialise. However, it could happen that new, more 
important goals require society’s funds elsewhere. In 
that case non-private shareholders might decide to exit, 
even though conscious that the focus on microfinance 
will be lost through the sale to private investors who will 
move into more profitable lines of business. 

For the time being, given the still early stag

their stakeholders. This section outlines some areas of 
the legal environment which can act as obstacles to 
MFI self-sustainability.12 Reference is also made to the 
way in which policy dialogue has enabled the EBRD to 
eliminate or reduce these obstacles.  

The banking licence:  an undeniable

In their effort to liberate themselves from donor finan
support and to reach financial self-sustainability, MFIs 
will typically look for alternative sources of financing.  In 
this respect, the possibility of collecting deposits from 
the public will give a strong competitive advantage to 
the MFI.  Hence, a full banking licence is desirable. 

Many EBRD countries of operations13 have established, development of the microfinance banks, the immature 
and uncompetitive banking systems in which they 
operate, and the goal of the main donors in these banks 
to opt for fast regional expansion, rather than an 
accelerated sustainability path, the EBRD is not 
considering an exit in the short term. Nevertheless, the 
EBRD is constantly gauging the level of interest of 
private investors in microfinance activities, as that in 
itself is a sign of market maturity for the EBRD’s 
eventual exit. 

 

or are in the process of establishing, a specific legal 
framework for the regulation and supervision of MFIs. 
However, a number of these specialised regulations do 
not allow MFIs to collect deposits and provide banking 
services, other than extending loans, except under 
specific conditions.  For example, the decision on 
micro-credit financial institutions of the Central Bank of 
Montenegro14 provides that such institutions cannot use 
the word “bank” in their names and can perform only a 
limited range of financial activities.  The decision sets 
the required minimum capital at €100,000 and 
prescribes loan loss provisioning levels.  In this case,  
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the special legal regime mainly functions to bring non-
bank MFIs under the supervision of the Central Bank.  It 
should be noted that in the Kyrgyz Republic, the 
recently-passed law on microfinance organisations15 
allows for several different types of MFI, including one 
which is prudentially regulated by the Central Bank and 
which may take deposits as long as it meets certain 
conditions. 

Legal steps to promote the creation of microfinance 
banks or the transformation of MFIs into banks 

 the 

setting up and operating MFIs 

quired minimum capital 
ks must have to perform 

ral Banks are progressively 
tightening the requirements for licensing banks in an 

 MDL 64 million (approximately €4 

ons in the country’s banking 

crofinance banks unsustainable 
d by the desire to ensure the 

ks is normally highly diversified.  

effort to consolidate the sector and prevent bank 
failures with the accompanying social, economic and 
political costs.  Raising the minimum capital 
requirements however - while an essential element of 
prudential banking supervision in accordance with the 
Basle Principles16 - can make microfinance a more 
difficult endeavour.  It requires a relatively large 
investment for a small-scale project in a risky 
environment, which could potentially deter investors 
and inhibit access to micro loans for private 
entrepreneurs. 

In Moldova, for example, Regulation No. 23/09-01 on 
licensing of banks17 imposes a minimum capital 
requirement of

The pressing challenge in the legal regime is finding the 
delicate balance between prudential regulation of
banking system and a flexible framework facilitating 
microfinance activities.  The generally weak and 
underdeveloped banking sector in eastern Europe has 
produced severe financial crises, which have motivated 
Central Banks to impose stringent regulatory 
requirements on financial institutions.  While the 
consolidation and strengthening of the banking system 
is a laudable objective, microfinance operations have 
suffered due to the inflexible regulatory environment 
that inhibits their expansion and makes their long-term 
sustainability a precarious task.  Designing the optimal 
legal regime for maintaining a healthy banking system 
responsive to the needs of MFIs requires active 
dialogue among government officials, policy makers 
and multilateral financial institutions providing technical 
assistance in eastern Europe and the CIS.  The 
EBRD’s mandate, experience, and focus on micro, 
small, and medium-sized enterprises allows it to 
constructively participate in that policy dialogue and to 
guide legislative reform.  

In the Bank’s own experience, the principal legal 
obstacles encountered in 

million) for the issuance of the most common type of 
banking licence.  Romania has continuously been 
increasing the required minimum capital, with the latest 
regulation18 of the National Bank setting the entry bar at 
ROL 320 billion (approximately €8.5 million) by May 
2003. This will increase to ROL 370 billion 
(approximately € 10 million) by May 2004.19 In both 
Moldova and Romania, minimum capital requirements 
are applied uniformly across the banking sector, without 
variation and irrespective of the nature of the financial 
institution in question.  

In contrast, FYR Macedonia has passed a special law 
on microfinancing banks20, which takes precedence 
over conflicting provisi
law21.  While Article 46 of the banking law sets a 
minimum capital requirement of €9 million for a B-type22 
license, Article 5 of the law on microfinancing banks 
lowers that amount to €4 million. Therefore, the legal 
framework in FYR Macedonia has established a special 
exception for microfinance banks, relaxing the licensing 
regime applicable to them.  However, in order to avoid 
a situation where undercapitalised banks, purely trying 
to survive, redefine themselves as microfinance banks, 
Article 12 of the law on microfinancing banks prescribes 
the automatic expiry of its provisions after two years of 
the bank entering into force.  It is assumed that 
microfinance banks will be in a position to increase their 
capital to that demanded of other banks by that date.23   

Loan loss provisioning 

High loan loss provisioning requirements can potentially 

as banks are usually found in banking laws and 
regulations.  They include: (1) minimum capital 
requirements; (2) loan loss provisioning requirements; 
(3) anti-corruption legislation; and (4) restrictions on the 
transformation of microfinance companies into full-
fledged banks.  These elements of the legal 
environment make microfinance projects more costly 
and difficult to complete successfully, despite their 
significant beneficial impact on economic activity and 
private entrepreneurship in transition countries.   

Minimum capital requirements make the activity of mi
in the long run.  GuideEvery banking system sets a re

amount that newly created ban stability and solvency of the banking system, Central 
Bank regulations usually set a uniform formula for loan 
classification and credit risk.  However, the loan 
portfolios held by microfinance banks differ from those 
of general-purpose, larger commercial banks in two 
important respects:   

• Due to the small loan amounts and the large 
number of individual loans, the credit risk in 
microfinance ban

financial services.  If minimum capital requirements are 
too low, the banking sector is likely to become 
fragmented and its supervision will be impaired.  On the 
other hand, if the requirements are set too high, they 
act as barriers to market entry for smaller financial 
institutions whose niche in the banking system will 
remain underdeveloped.   

As a general trend across eastern Europe and, to a 
lesser extent, the CIS, Cent For the same reason, it is difficult to monitor 

performance for each transaction. Aggregated data 
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on a credit pool serves as a more suitable 
performance indicator. 

The benchmark criteria (see below) used to 
evaluate credit risk und

• 
er most banking regulations 

(a) 

a ree criteria 
a prospective 

ia for assessing credit risk that make the 

rectly influence 

ss provisioning25 
each of which 

corresponds to a required provisioning level. 26 

tion, the 

mparative perspective, the 

o and anti-money laundering mechanisms. 
acy of the financial sector by 

y drafted laws that fail to take into 

Since the criteria [see (a) above] used to assign a loan 
to a category does not necessarily accurately reflect the 
creditworthiness of the micro-enterprise in ques
loan loss provisioning burden on microfinance banks 
can be disproportionately large and often does not 
reflect the actual level of risk undertaken by the 
financial institution.  The negative consequences of that 
burden are increased operational costs, an overly 
cautious credit policy and a smaller pool of resources 
available for micro-lending.  

On 1 July 2003, Romania27 introduced the same five 
loan categories as Moldova, with corresponding loss 
provisioning levels.28 In a co

does not always accurately reflect the 
creditworthiness of micro-borrowers. The assets of 
these borrowers and their ability to repay loans are 
frequently difficult to evaluate through standard 
indicators. Simplified and specific criteria for 
microfinance banks will help to tackle this problem 
and to establish a better predictor of micro-loan 
performance.  

Criteria for credit risk assessment 
loss provisioning requirements in Romania are less 
burdensome than those in Moldova. The loan loss 
provisioning levels contained in Albanian legislation are 
almost identical to those in Romania,29 while Bulgarian 
legislation30 specifies a more flexible provisioning 
framework31 that can be less burdensome for 
microfinance banks. (In Bulgaria, the actual 
provisioning percentage was adopted following a 
motivated written proposal made to the Credit 
Committee.32) 

Anti-corruption legislation 

An important element of banking supervision involves 
anti-corrupti n 

Rom nian banking legislation establishes th
for assessing the creditworthiness of 
borrower and setting aside the corresponding loss 
provisions: debt service, initiation of legal procedures 
and financial performance. The assessment 
mechanism is based on objectively quantifiable 
benchmarks, including the analysis of the financial 
statements filed with the tax authorities.  However, this 
fails to incorporate the specific features of micro-
lending.  Micro-enterprises often do not have reliable 
financial statements, either because they are not legally 
required to keep them, or due to poor observance of 
filing obligations vis-à-vis the tax authorities.  Similar to 
physical persons, the use of the main criteria of debt 
service and initiation of legal procedures can be 
sufficient to assess the credit risk of micro-borrowers. In 
order to introduce some flexibility, the National Bank of 
Romania has recently agreed to authorise the EBRD-
funded microfinance bank to rate all loans under 
€10,000 in the top category requiring minimal 
provisioning.  

Similarly, Albanian banking legislation24 specifies 
minimum criter

These maintain the legitim
controlling the origin and use of financial assets.  In 
most instances, microfinance banks must comply with 
the same reporting and monitoring requirements as 
large commercial banks, with regard to loan 
documentation and supervision over the use of funds.  
The administrative burden these requirements impose 
on high-volume microfinance operations, coupled with 
the possibility of legal sanctions against individual loan 
officers, can result in an overly cautious and therefore 
inefficient approach to assessment and credit decisions 
by loan officers.  

The anti-corruption legislation recently passed in 
Romania33 demonstrates the potentially negative side 
effects of broadl

provisioning levels for many micro-loans 
disproportionately high in comparison with the actual 
risk undertaken by the bank.  These include (a) the 
borrower’s financial condition and creditworthiness 
(including borrower’s business plan and balance sheet, 
income statements, anticipated cash flows); and (b) an 
analysis of loan collateral (or guarantee) and the 
financial position of the loan guarantor. 

Furthermore, the stage of secured transactions reform 
achieved in a particular country can di

account the specific features of various market 
segments.  A special Anti-corruption Public 
Prosecutor’s Office has been created and is staffed with 
experts in various fields, including banking.34 Due to the 
high volume of transactions, the relatively poor 
documentation provided by micro-enterprises, and the 
inherently flexible character of micro loans, strict 
application of anti-corruption legislation to microfinance 
banks can backfire.  Otherwise prudent and generally 
beneficial laws turn into hurdles for providing funds to 
the sector which most disadvantaged by corruption and 
is absent of a transparent, well-regulated business 
environment.  Where possible, it may be that specific 
exemptions for microfinance activities should be 
considered within anti-corruption legislation, so that it 
does not impede the efficient functioning of a dynamic 
funding source for micro-entrepreneurs. 

the micro-lending environment.  If, under the relevant 
banking regulations, the nature and quality of the 
collateral affect the credit risk assessment of the 
prospective borrower, then the quality of the existing 
legal provisions relating to charges over movable 
assets may have a significant impact on the perceived 
creditworthiness of a micro-enterprise. 

(b) Amount of loan loss provisioning  

Moldovan legislation on loan lo
establishes five credit categories, 
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Impediments to transforming microfinance companies 
into banks 

One strategy the EBRD has employed to initiate 

 a microfinance company as a first step 

legal and regulatory 

finance company 
th

e year after receiving its license before it can 
 

ity when they are able 
ises on a sufficient 
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microfinance activities in some countries of operations 
is to create
towards the establishment of a licensed microfinance 
bank.35  The regulatory environment for non-bank credit 
institutions is less burdensome and expensive, and 
offers an opportunity to test the market before investing 
in a formal bank entity. Sooner or later, though, 
sustainability concerns will make it necessary for 
shareholders to consider transforming the microfinance 
company into a licensed bank. The banking legal 
framework, however, may obstruct the transformation 
by imposing requirements and limitations that 
negatively affect the profitability and self-sustainability 
of the new banking institution. 

The aborted transformation of Micro Enterprise Credit 
(MEC) in Moldova into a bank in the first half of 2003 
has demonstrated some standard 
obstacles that inhibit the expansion of microfinance 
operations.  The principal issues encountered in the 
planned transformation of MEC reflect two specific 
provisions of Moldovan banking laws: 

(1) Portfolio transfer from the credit company to a 
newly established bank is not allowed under Moldovan 
banking regulations.  Since the micro
and e bank have the same shareholders, their status 
as related parties owning more than 20 per cent in both 
entities bars the loan portfolio transfer.36   In addition, 
banking law prohibits purchasing assets from one of the 
bank’s affiliates (defined in terms of common control).37 
In the case of MEC, attempts to structure the transfer in 
a way that would not violate this prohibition failed after 
extensive discussions with the National Bank of 
Moldova. 

(2) The opening of branch offices is subject to time 
restrictions.38 A bank has to have been in operation for 
at least on
open a branch.  This restriction limits the ability of the 
newly established microfinance bank to take over the 
activities of the pre-existing microfinance company 
outside the capital city. This limitation is likely to 
seriously affect the profitability of the new bank and 
deny it the regional outreach which the shareholders 
and donors regard as essential.  

5. Conclusion 

Like any MFIs, the microfinance banks will reach the 
desirable stage of self-sustainabil
to provide financing to micro enterpr
scale, without relying on public subsidies and without 
jeopardising their own profitability.  This delicate 
balance will ensure that these MFIs can pursue their 
mission to support MSEs and that society can use 
public resources for other pressing needs.  The right 
timing for non-private investors withdrawing from these 

MFIs, a pre-requisite to their self-sustainability, will 
however depend largely on existing market conditions. 

In addition, legal and regulatory obstacles can inhibit 
the objective of making the provision of microfinance
banking services sustainable.  Laws and regulations 
whose objective it is to establish high standards of 
prudent supervision over the banking system, however 
well-intended, can adversely affect the range and 
quality of financial services offered by the banking 
sector.   

The microfinance niche has important economic and 
social imp
through careful adjustments in the legal regime.  While 
in many areas this will plead for more flexible 
requirements for banks engaged in microfinance, in a 
number of cases it could call for more rigorous criteria. 
The role that microfinance banks play and the special 
features of their lending operations may require a 
different approach to their supervision, one that 
recognises the need to ensure financial discipline and 
stability in the banking sector, but also to fill the 
microfinance vacuum existing in many countries.  This 
approach will foster the development and the 
profitability of microfinance banks and, therefore, the 
achievement of self-sustainability for these institutions. 
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1 Eleven out of the 12 MFIs are licensed banks and subject to 
the same supervisory and regulatory regimes as other ba
in their countries of operation. Only the Moldovan MFI rema

nks 
ins 

a non-banking microfinance company.  Where reference in this 

sive and/or 

article is made to the “microfinance banks”, it should be read 
as a generic term for all 12 MFIs sponsored by the EBRD. 
“MFI” is used as a generic term for any microfinance 
institution, with or without EBRD involvement. 
2 All the microfinance banks, with the exception of KMB  in 
Russia (formerly known as Russia Microfinance Bank) and 
Micro Enterprise Credit (MEC) in Moldova, will be rebranded 
as ProCredit + [country name] by the end of 2003. 
3 Kosovo is part of Serbia and Montenegro. 
4 ProBusiness Bank opened its doors in June 2003. For all 
practical purposes, the statistics used in this article refer to the 
11 other microfinance banks.  
5 y expen In countries where opening a branch is ver
time consuming due to regulatory requirements, outlets have 
been opened. These outlets will operate until such time that 
portfolio growth justifies the opening of a branch.  In most 
countries, however, outlets are not allowed to take deposits. 
6 See www.aba-sme.com 
7 Notable exceptions are: a) Grameen Bank, set up in 1976 
and transformed into a bank in 1983, owned by and working 
exclusively for the poor (with a focus on women); b) Bank 

mmercial bank that began as a foDagang Bali, a private co r-

                                                                                         

profit corporation primarily to increase value to shareholders, 
providing microfinance services in rural and urban areas, 
mostly in Bali, through a fully integrated operation.  Bank 
Dagang Bali now has 12,648 micro loan clients, over 90 per 
cent of whom are repeat clients and 11 to 25 per cent are 
women. 
8 Subsidies include discounts on the cost of loan and equity 
capital, discounts on provision of goods and services and other 
grants. 
9 The institutions in this group have a clear MSE orientation.  
Loans of less than US$ 10,000 make up over 80 per cent of 
the outstanding portfolio in all the banks and approximately 20 
per cent of loans are less than US$ 1,000.   
10 MEB Kosovo’s deposits are not represented in the table as 
the bank has an exceptionally large deposit base which would 
distort the aggregate data. 
11 One hundred and forty-seven institutions from 53 countries 
were surveyed.  According to CGAP, there are roughly 10,000 
MFIs worldwide (including NGOs, credit unions, private 
commercial banks, non-bank financial institutions, etc). 
12 For a legal analysis of similar issues in Asia and the Pacific, 
see “The role of central banks in microfinance in Asia and the 
Pacific: Overview, Part 5: Regulation of Licensed Banks”, 
Asian Development Bank, 2000. 
13 Bosnia and Herzegovina, Kazakhstan, the Kyrgyz Republic, 
FYR Macedonia and Montenegro have passed new legislation. 
Microfinance legislation is being considered Armenia, Croatia, 
Georgia, Tajikistan and Ukraine. 
14  Decision on Micro-credit Institutions of 17 December 2002. 
Published in the Official Gazette of the Republic of 
Montenegro, No. 1, 14 January 2003. 
15 Law on Microfinance Organisations of 23 July 2002. 
Published in the Official Journal of the Kyrgyz Republic, No. 
124. Entered into force on 2 August 2002.    
16 Core principles for effective banking supervision were 
developed by the Basle Committee on Banking Supervision in 
1997.  
17 Published in the Official Monitor of the Republic of Moldova, 
No. 59-60, 12 September 1996.  The Regulation was last 
amended by Decision No. 110 of the National Bank of 
Moldova, 16 May 2002. 
18 National Bank of Romania Regulation No. 16, 2 September 
2002. 
19 For comparative purposes, in Russia - in accordance with 
Directive No. 586-U, dated 24 June 1999, “On the Minimum 
Size of Authorised Capital for Newly Created Credit Institutions 
and the Minimum Size of Own Funds (Capital) for the Banks 
Applying for a General Banking Licence”, the minimum 
authorised capital required for a newly created bank should be 
at least €5 million (RUR 165 million). It is expected that this 
amount will increase by the end of 2004. 
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 on 27 October 1997. The regulation was 

In the EU member states, in accordance with the EU Council 
Directive 89/646/ EEC “On the Coordination of Laws, 
Regulations and Administrative Provisions Relating to the 
Taking-up and Pursuit of the Business o
the minimal capital requirement is €5 million. The Directive is 
based on the idea of a single banking licence, valid in all EU 
member states. The deadline for its implementation was 
January 1993 (e.g. France implemented the Directive through 
Regulation No. 92-14, 23 December 23, 1992).  
20 Official Gazette of the Republic of Macedonia, No. 61 
(2002). 
21 Id. art. 3.  
22 In comparison, the A-type banking licence ha
capital requirement of €3.5 million. The B-type banking licence, 
however
23 By Decisi
Governor of the National Bank of FYR Macedonia approved 
the issuance of a banking license to the newly established 
ProBusiness Bank AD. This is the latest microfinance bank
be established in south eastern Europe. The EBRD holds a 25 
per cent shareholding in this bank.  
24 Article 5.2 of the Albanian Regulation on Credit Risk 
Management, approved by Decision of the Supervisory 
Council [of the Bank of Albania], No. 13, 21 February 2001. 
25 National Bank’s Regulation on Credit
Allowance for Loan Losses (“Risk Fund”). Section IV. 
26 Standard: 2 per cent; Under supervision:  5 per cent; 
Substandard: 30 per cent; Doubtful: 75 per cent; Loss: 100 pe
cent 
27 Regulation Regarding the Classification of Cre
Investments, as well as the Establishment, Adjustment, and 
Use of Specific Credit Risk Provisions [hereinafter Romanian 
Regul
28  Standard: 0 per cent; Watch: 5 per cent; Substandard: 20 
per cent; Doubtful: 50 per cent; Loss: 100 per cent. 
29 The only difference is the “standard” category, where 1 per 
cent provisioning is req
30 Regulation No. 9 on the Evaluation of Risk Exposures of 
Banks and the Allocation of Provisions to Cove
Related Thereto, 15 July 1997. The regulation was issued by 
the Bulgarian National Bank a
No. 73, 29 August 1993 (last amended 10 July 2001).  
31 Standard: up to 3 per cent; Watch: from 15 to 25 per cent; 
Substandard: from 30 to 50 per cent; Doubtful: from 50 to 75 
per cent; Loss: 100 per cent.  
32 See Footnote 13, Article 13, Paragraph 6. 
33 Law No. 78/2000 on the Prevention, Discovery and 
Punishment of the Crime of Corruption and Anticorruption Law. 
Published in the Official Moni
21 April 2003. 
34 Law No. 503, approving Government Emergency Ordinance, 
11 July 2002 and Law No. 43/2002 regarding the National 
Anti-Corruption Public Prosecutor’s Office. 
35 This approa
Azerbaijan, Bosnia and Herzegovina, FYR Macedonia, 
Moldova, Georgia, Romania, Russia, Serbia and Montenegro 
and Ukraine.   
36 Law on Financial Institutions, No. 550-XIII, 21 July 1995. 
(Article 31 was last amended by Law No. 623-XV, 9 November 
2001). This law is reflected in the Regulation on Business 
Transactions, i
Related Parties (approved by the Administrative Council of the 
National Bank of Moldova, 10 November 1995 and last 
amended on 7 February 2002. The law was published in the 
Official Monitor of the Republic of Moldova, No. 67, 1995.   
37 Article 27, Paragraph 4 of the Law on Financial Institutions 
(see footnote 18) 
38 Part II, Section B of Regulation No. 37/09-01 on the Opening 
of Branch Offices by Banks (approved by the Administrat
Council of the National Bank of Moldova, 15 November 1996, 
and last amended
published in the Official Monitor of the Republic of Moldova, 
No. 75-76, 1996. 

http://www.aba-sme.com/


 

Transforming the delivery of financial 
services in Central Asia 
The microfinance industry of Central Asia is experiencing rapid growth.  At the same 
time, the legal and regulatory environment for microfinance in Central Asia is also 
evolving. By the end of 2003, it is very likely that at least three Central Asian 
Republics will have enacted some form of microfinance orientated legislation or 
regulation – Kazakhstan, the Kyrgyz Republic, and Tajikistan.  And, a fourth, 
Uzbekistan, is reviewing its legal and regulatory framework for microfinance to 
determine whether changes should be made.  Accordingly, Central Asia is 
becoming, albeit unintentionally, a laboratory for microfinance lawmaking and 
rulemaking. The Kyrgyz Republic is at the forefront of many of these legal and 
regulatory developments.   

 

Microfinance, the provision of small-scale, financial 
services to the poor and the unbanked, is a fast 
growing industry in much of the world. Central Asia is 
no exception to this trend.1  While the microfinance 
industry of Central Asia may have been off to a slower 
start than in other emerging market economies, the rate 
of growth of microfinance loan portfolios in Central Asia 
is fast outpacing many of its neighbours in central and 
eastern Europe and other New Independent States 
(NIS).2 

The experience of FINCA International, a global 
microfinance network that operates in 23 countries 
worldwide, is representative of this trend.  In 2003 
FINCA International decided to expand its operations in 
Central Asia by setting up microfinance institutions in 
Uzbekistan and Tajikistan in addition to its longstanding 
operations in the Kyrgyz Republic.3   

What is microfinance? 

The Consultative Group to Assist the Poor (CGAP), a 
consortium of donors to the microfinance industry, asks 
this question on its website.4  The definition of 
microfinance, the CGAP website explains, is more 
complex than many realise. In the past, it may have 
sufficed to describe microfinance as being the provision 
of very small loans to lower income people, often the 
poor and the very poor. Today, however, the term 
“microfinance” is often used to describe a broad range 
of products. This is due in part to the increasing 
realisation that the poor, not unlike the middle or upper 
classes, need a range of financial products to build 
financial assets and manage risk. Accordingly, the term 
“microfinance” now encompasses a growing menu of 
financial products and services, including savings, 

insurance, leasing, remittances, as well as an 
increasingly diverse range of credit products.   

Who provides microfinance? 

Just as the scope of microfinance products has 
expanded over the years, so too has the range of 
institutions that provide microfinance products and 
services. Accordingly, in some markets, it is not 
unusual to see non-governmental organisations 
(NGOs), commercial banks, state-owned development 
banks, financial cooperatives and a variety of licensed 
and unlicensed non-banking institutions offering 
microfinance products or services.  

In Central Asia today, NGOs and down-scaling 
commercial banks tend to dominate the microfinance 
sector.5  Specialised microfinance banks and credit 
unions, while present in Central Asia, are playing less 
of a role in the microfinance sector in this region.6 

Developing a conducive legal and regulatory 
regime for microfinance in Central Asia 

It should come as no surprise that the promise of 
microfinance in Central Asia (and elsewhere in the 
world) is inextricably linked to the legal and regulatory 
environments forged by host countries for providers of 
microfinance specifically and for micro-entrepreneurs 
more generally. Government policy in this arena is 
rarely neutral. At best, such policy may be aimed at 
creating a hospitable investment environment for 
microfinance providers.  However, even where there is 
a stated commitment on behalf of host country 
policymakers to advance the microfinance sector, 
ambiguity in the interpretation of the multiple laws 
applicable to microfinance providers and micro-
entrepreneurs can undermine this commitment. 

Deborah Burand, 
Director of Capital 
Markets, FINCA 
International 
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With respect to the legal and regulatory environments 
that are likely to face microfinance providers in Central 
Asia, the rules of the game are changing swiftly as new 
microfinance laws are proliferating – often with donor 
support and technical assistance.  As a result, by the 
end of 2003, it is very likely that at least three Central 
Asian Republics will have enacted some form of 
microfinance orientated legislation or regulation – 
Kazakhstan7, Tajikistan8 and the Kyrgyz Republic.9 A 
fourth, Uzbekistan, is now reviewing the legal and 
regulatory regime that applies to microfinance with a 
view to determining in the next year whether any 
changes are necessary to clarify the rules under which 
microfinance providers operate in Uzbekistan. 
Accordingly, it is not an overstatement to suggest that 
Central Asia has become, albeit unintentionally, a 
laboratory for microfinance lawmaking and rulemaking.  

Government regulation of any industry is, by definition, 
a balancing act requiring those responsible for 
developing the legal and regulatory framework to weigh 
competing goals. When it comes to regulating the 
financial sector, the stakes often are so high that this 
balancing act may seem particularly precarious, like 
walking on the thread of a high wire.  Accordingly, the 
natural inclination of many policymakers when 
entrusted with financial regulatory and supervisory 
responsibilities often is to err on the side of caution in 
exercising their duties for no financial supervisor wants 
to see a financial institution fail. This inclination, 
however, must be resisted if a society is to evolve into a 
well-functioning, market economy. For countries 
seeking transition to a market economy and to improve 
the well-being of the population and their standards of 
living, risk-taking by private institutions must be 
permitted, and, as a result, financial institutions must be 
allowed to incur losses or even fail.  Key to fostering 
innovation and growth within the financial sector is the 
building of a legal and regulatory regime that is flexible 
and dynamic enough to respond to the ever-changing 
nature and scope of the risks that are inherent in the 
provision of financial services. This is easier said than 
done, however. It is not easy to build a set of laws and 
regulations that is flexible and dynamic enough to 
respond to market developments, yet delivers an 
appropriate amount of certainty as to how these laws 
and regulations will be interpreted and enforced. In a 
relatively young industry like microfinance, the need for 
a flexible and responsive set of rules is particularly 
acute given the rapidity with which the industry is 
changing as new products are developed, new and 
differing entrants join the market, and customer bases 
grow and shift in focus.    

Regulatory flexibility, however, can carry a high price 
tag – namely, it can come at the expense of advancing 
regulatory certainty and continuity. As Chairman 
Greenspan of the US Federal Reserve Board recently 
remarked, “ [a] tension has always existed between a 
desired continuity in the laws and regulations governing 
trade and business practices and the necessary 

updating that is required to keep pace with a growing 
and changing economy…“[L]aws can never be fixed in 
perpetuity. As societies and economies evolve, the 
details of the law, though generally not its fundamental 
principles, need to change. But any uncertainty about 
the clarity and ‘fixity’ of the law adds to the risk of trade, 
which as I noted, is reflected in a higher real cost of 
capital.”10   

This tension is often evident in the discussions that 
ensue when a specialised microfinance law is being 
developed.  For example, while the Kyrgyz law was 
being developed, drafters and commentators (which 
included microfinance practitioners) debated over which 
issues should be included in the law and which issues 
were better left to be addressed in subsequent 
regulations. The philosophical answer to this question 
often depends on how flexible or constant lawmakers 
want the legal and regulatory regime for microfinance to 
be. As a general rule, those favouring a more flexible 
regime will advocate for addressing issues in 
regulations rather than in the text of the law itself 
because regulations can be revised or changed more 
easily than laws. In contrast, those looking for more 
certainty or, as Greenspan puts it, “fixity” in the legal 
regime are likely to press for addressing issues in great 
detail in the law, leaving little to the regulations, 
precisely because the law is expected to be harder to 
amend or change over time.11  

In the course of the drafting of the Kyrgyz law, 
practitioners would switch from side to side in this 
debate depending on the nature of the issue and the 
degree of importance they assigned to a particular 
issue. For example, it was important to many 
microfinance providers already operating in the Kyrgyz 
Republic that the law, not regulations, specify that the 
interest rates and fees charged by microfinance 
organisations should be established by contract with 
customers, independent of government intervention.12  
This, in the view of many practitioners, is a bedrock 
principle that should not change over time.  

By comparison, the financial standards and ratios that 
will need to be developed or modified from time to time 
to respond to changes in the Kyrgyz economy were left 
to be addressed by regulation, not the law.13  

The Kyrgyz experience 

The Kyrgyz Republic has high hopes for the 
microfinance industry.  Microfinance activities in the 
Kyrgyz Republic are seen as a means to alleviate 
poverty, increase employment and assist in developing 
an entrepreneurial class.14  

In May 2001, a National Forum on “The role of social 
mobilisation and microfinancings in overcoming poverty 
in the Kyrgyz Republic” was held.  At this National 
Forum, the President of the Kyrgyz Republic observed: 
“The main role of the government is to create 
favourable and equal conditions for development, 
growth and competition of micro-crediting and 
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microfinancing institutions. However, to ensure growth 
of these institutions to a qualitatively new level the 
government should put in place a reasonable legal 
framework and ensure minimum rules apply to 
everyone. The moment has come when the lack of [a] 
legal framework for microfinancing institutions doesn’t 
create predictable, favourable conditions for their 
further development and growth. We should create an 
effective system of regulation with minimum 
government interference.”15  He then offered a 
Presidential Decree on microfinance that, among other 
things, tasked the National Bank of the Kyrgyz Republic 
(NBK) and the Kyrgyz Government with developing a 
process for certificating microfinance providers and 
establishing a “simplified” order of regulation for 
microfinance.16  

It is against this backdrop that a law was developed in 
the Kyrgyz Republic to regulate the activities of 
microfinance institutions. After a consultative process 
that included representatives of the NBK and Kyrgyz 
Government, international organisations, consultants 
and microfinance practitioners operating in the Kyrgyz 
Republic, a draft law was presented to the Kyrgyz 
Parliament.17  In July of 2002, parliament approved the 
Kyrgyz Republic law on Microfinance organisations in 
the Kyrgyz Republic (known as the “Kyrgyz law”). The 
law came into effect in August 2002.  

An early key question for those developing the Kyrgyz 
law was whether to apply the new law solely to deposit-
taking microfinance institutions or to include also those 
microfinance institutions that offer only credit services.   
To some extent, the answer to this question turned on 
the degree to which microfinance institutions operating 
in the Kyrgyz Republic felt insecure about their existing 
legal authority to engage in the business of offering 
microfinance to the public.18  

To respond to some of these concerns, Kyrgyz 
lawmakers opted for what has been called a “hybrid” 
approach. 19  The Kyrgyz law is described as a hybrid 
because it advances both prudential regulation of 
deposit-taking microfinance institutions (called in the 
Kyrgyz law “microfinance companies”), and non-
prudential regulation of two types of credit-only 
microfinance institutions (called in the Kyrgyz law 
“micro-credit agencies” and “micro-credit companies”). 

Some commentators have warned of the risks in taking 
such a dual approach. They worry that subjecting “all 
types of microfinance institutions to the same law might 
lead to confusion or even to blurring the delineation of 
these very different types of institutions and thus create 
regulatory ambiguity.”20   To date, however, this worry 
has not been born out in the Kyrgyz Republic. The 
regulations promulgated by the NBK thus far under the 
new Kyrgyz law have been crafted so as to distinguish 
which regulations are to apply (or not) to each of the 
three types of permissible microfinance organisations 
operating in the Kyrgyz Republic.  

 By differentiating between the regulatory treatment 
accorded to deposit-taking microfinance organisations 
from that imposed on credit-only microfinance 
organisations, the Kyrgyz Republic is following a 
growing trend in the regulation and supervision of 
microfinance – namely, to subject only deposit-taking 
microfinance organisations to prudential regulation and 
to place a lesser, non-prudential, regulatory burden on 
those institutions that confine their financial services to 
micro-credit products and do not take deposits from the 
public. In part this view is informed by an increased 
understanding of the costs, human and financial, of 
prudential regulation and supervision – both for the 
supervised institution and for those conducting the 
supervision. This latter cost, that of building a capable 
supervisory and regulatory team, can be overlooked 
much to the peril of those charged with supervising 
microfinance activities and/or providers of 
microfinance.21  

Drawing a line between the regulatory treatment 
accorded to deposit-taking and non deposit-taking 
microfinance organisations may sound straight forward 
but it is not. This is because the line between what is 
considered prudential regulation and what is considered 
non-prudential regulation can blur. Moreover, 
sometimes the difference between what distinguishes a 
prudential concern from a non-prudential concern 
depends on the magnitude, not the type, of risk being 
posed.22  

When does microfinance raise prudential 
concerns?  

Or put differently, at what point, if any, does a 
burgeoning microfinance industry raise possible 
widespread problems for the banking system at large 
such that prudential regulation is necessary?  The 
current general consensus on this question is that until 
a microfinance industry becomes large relative to other 
financial service providers or embeds itself in the 
payment system, microfinance is unlikely to pose 
widespread problems to the banking system as a 
whole.23   

While some have noted that “microfinance today 
seldom accounts for a large enough part of a country’s 
assets to pose a serious risk to the overall banking and 
payments system,”24 the microfinance industry in the 
Kyrgyz Republic comes closer than most to rivaling the 
size of the commercial banking sector.25  In part this is 
likely due to the relatively large scale of SME activity in 
the Kyrgyz Republic. Nearly 60 per cent of the Kyrgyz 
population is thought to be engaged in the SME sector. 
Moreover, the SME sector, which is producing more 
than 40 per cent of the Kyrgyz national product, is 
growing at a rate that appears to be eclipsing other 
sectors. From 2000 to 2001, the number of small or 
medium-sized enterprises in the Kyrgyz Republic grew 
by over 11 per cent, nearly double the rate at which 
employment as a whole increased in the Kyrgyz 
Republic.26  
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However, even where the microfinance industry has not 
yet reached a significant scale, there are risks that even 
a single, insolvent (or nearly so) microfinance institution 
can pose when it engages in financial intermediation by 
taking deposits from the public and onlending those 
deposits to others. Protecting the deposits of the 
general public, especially the small deposits of 
unsophisticated customers, often is of such a concern, 
particularly if there is a fear that a “run” on deposits 
could undermine public confidence in the banking 
system at large, that some form of prudential regulation 
and supervision is considered necessary.27  

Regulation and supervision of Kyrgyz credit-only 
microfinance organisations 

The Kyrgyz law provides for two distinct types of credit-
only microfinance organisations.  First is the micro-
credit agency, which is to be organised as a non-profit 
organisation.28  Second is the micro-credit company, 
which is to be organised as a commercial company.29 
Neither of these two types of credit-only microfinance 
organisations is subjected to significant prudential 
regulation, although both types must get a certificate 
from the NBK to operate.  Under the Kyrgyz law, once a 
micro-credit agency or micro-credit company is 
certificated, it has clear legal authority to engage in the 
delivery of certain microfinance services specified 
under the law.   

Besides the distinction made in the Kyrgyz law between 
the non-profit nature of the micro-credit agency versus 
the commercial nature of a micro-credit company, 
micro-credit companies must meet a small minimum 
capital requirement of 50,000 som if operating without 
branches and 100,000 som if operating with 
branches.30  There is no minimum capital requirement 
imposed on micro-credit agencies.  

In addition to meeting a minimum capital requirement, 
all of the charter capital of a micro-credit company must 
be contributed in cash, and may not be contributed in 
the form of fixed assets or intangible assets.31  For an 
already operating microfinance organisation, this 
requirement can be more troublesome than it might 
otherwise appear.  For example, it is not possible for a 
pre-existing microfinance organisation to transfer its 
existing loan portfolio to the new micro-credit company 
in exchange for shares. Finding an appropriate way to 
transfer a pre-existing loan portfolio to the new micro-
credit company is likely to be complicated still further by 
the intersection of Kyrgyz tax law and corporate law 
considerations, which may impact adversely on areas 
such an asset transfer. A lesson for all to learn from the 
Kyrgyz experience is the value of analyzing the entire 
legal process by which microfinance organisations are 
likely to evolve from one institutional form to another.  
Individual legal requirements that do not seem 
problematic in isolation, when taken together, may 
impede unduly the natural evolution of microfinance 
organisations.   

To receive a certificate to operate, institutions wishing 
to operate as a micro-credit agency or micro-credit 
company must submit to the NBK an application, 
together with copies of their constituent documents and 
information regarding the managers, accountant and 
head of the credit department. Applicants who wish to 
operate a micro-credit company must also submit 
evidence of having deposited with a commercial bank 
the required amount of minimum capital.32  Upon 
receipt of all duly completed documentation, the NBK 
has up to one month to issue to the applicant a 
certificate to commence operations.   

The NBK has only limited cause for denying an 
application. It may deny an applicant if the company or 
agency in question does not meet the requirements of 
the Kyrgyz law on microfinance and the regulations 
promulgated thereunder or if the data contained in any 
documents required to be submitted to the NBK is 
found to be inauthentic, or if there has been a court 
decision forbidding the applicant to carry out 
microfinance activities.33 

Once certificated, a micro-credit company or micro-
credit agency has limited powers and activities in which 
it can engage. More specifically, it may offer micro-
credits34 and, if licensed by the NBK, engage in 
financial leasing transactions.35  Micro-credit companies 
also may seek a licence to engage in factoring.36   

In some other jurisdictions, questions have been raised 
over the legal authority of credit-only microfinance 
organisations to onlend borrowed funds.37  This 
ambiguity regarding a microfinance organisation’s 
authority to borrow and onlend the proceeds of those 
borrowings can be particularly damaging to those 
microfinance organisations that are reaching 
commercial viability.   

The Kyrgyz law addresses this issue by expressly 
describing the sources of funds available to a micro-
credit agency and a micro-credit company that can be 
used for onlending in the form of micro-credits. These 
include their own funds, funds of donor organisations or 
funds of local or international financial organisations.38  
The new law specifically states that microfinance 
organisations of any type may borrow funds from 
international donor organisations, banks and financial 
and credit institutions. Read together, it appears that 
these two provisions offer credit-only microfinance 
organisations in the Kyrgyz Republic legal authority to 
borrow from a variety of sources and then to onlend the 
proceeds of such borrowings in the form of micro-
credits.39   

Regulation and supervision of Kyrgyz deposit-
taking Microfinance organisations  

Microfinance organisations operating in the Kyrgyz 
Republic that wish to take deposits from the public must 
first apply to the NBK for a licence to operate as a 
deposit-taking micro-finance organisation, called under 
the new Kyrgyz law, a deposit-taking “microfinance 
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company”.  Under the Kyrgyz law, applicants for a 
deposit-taking licence are generally required to wait for 
two years before they will be allowed to accept time 
deposits from the public.40   

Requiring demonstrable experience in delivering micro-
credits as a precondition to issuing a deposit-taking 
licence is not an unusual requirement as it gives 
supervisory authorities an opportunity to ensure that 
only those microfinance organisations that have a 
demonstrated capacity to manage the asset side of 
their balance sheets such as their micro-credit 
portfolios, are granted licences also to build up the 
liability side of their balance sheets by taking deposits 
from the public. However, the Kyrgyz law is somewhat 
unusual in the length of time that it imposes as a 
waiting period, particularly on microfinance 
organisations that already operate in the Kyrgyz 
Republic.41    

Once licensed, a deposit-taking microfinance company 
will face many of the same types of risks encountered 
by a commercial bank, such as:   

• credit risks;  

• operational risks;  

• liquidity risks;  

• interest rate risks;  

• market risks;  

• reputational risks; and 

• foreign exchange rate risks.42    

However, the nature and range of risks encountered 
and their possible impact on a deposit-taking 
microfinance company, can differ significantly from that 
of a commercial bank.  In part this is due to the fact that 
the range of financial products and services offered by 
a deposit-taking microfinance company may be much 
narrower than those offered by a more traditional 
financial institution.  The process by which credit 
decisions are made in a microfinance organisation may 
also be much more decentralised than in a commercial 
bank. Furthermore, the ownership of microfinance 
companies may differ from that found in commercial 
banks, particularly if such companies evolved from not-
for-profit roots.43  It is because of differences such as 
these that policymakers and lawmakers may determine 
that new legislation and/or regulations are necessary to 
improve the range and quality of tools that are available 
to a regulator or supervisor to respond to the risks 
posed by deposit-taking microfinance organisations.   

Under the Kyrgyz law, deposit-taking microfinance 
companies are strictly limited in the kinds of financial 
products and services that they can offer. In short, they 
may issue secured and unsecured microcredits, accept 
time deposits, factor and carry out financial leasing 
activities.44  As a consequence of these limitations, the 
barriers to entry are much lower for deposit-taking 
microfinance companies wishing to operate in the 

Kyrgyz Republic than those imposed on commercial 
banks.  For example, the Kyrgyz law permits deposit-
taking microfinance companies to have a smaller 
amount of minimum capital than is required of 
commercial banks.45  The Kyrgyz law also permits a 
greater concentration of ownership in deposit-taking 
microfinance companies than permitted to commercial 
banks.46  To some extent this may due to the 
recognition that currently there are very few investors 
showing an interest in acquiring equity positions in 
microfinance institutions.47  

Another area where the rules of the game typically are 
changed for deposit-taking microfinance companies 
from those imposed on commercial banks is in respect 
of credit risk.  Credit risk is the risk that borrowers 
(either through a lack of will or lack of capacity) will not 
meet their repayment obligations on time. In a formal 
financial institution, credit risk is evaluated in ways that 
may simultaneously both overstate and understate the 
credit risk presented by a microfinance loan portfolio.  
More specifically, while viable microfinance institutions 
can (and often do) have better rates of loan recovery 
than those of commercial banks operating in the same 
country, some observers of the microfinance industry 
worry that microfinance loan portfolios are more 
vulnerable to deterioration.48  This, they argue, is due to 
the often short-term nature of micro-credits, reliance on 
non-conventional collateral (such as group guarantees 
instead of pledges of cash or fixed or immovable 
assets), difficulties in exercising and enforcing legal 
rights against defaulting borrowers cheaply and quickly 
and an often high correlation of default risks due to 
limited geographic outreach and/or relatively 
homogenous customer base.49  Hence the Kyrgyz law 
gives the NBK authority to modify many of the tools 
typically used by regulators to ensure that traditional 
financial institutions are minimising, mitigating or 
offsetting credit risk. Accordingly, the NBK is currently 
evaluating the rules it should apply to deposit-taking 
microfinance institutions in respect of lending limits, 
credit review procedures, collateral requirements, 
affiliated/insider lending prohibitions, loan 
classification/provisioning requirements, permissible 
investments and capital adequacy requirements, to 
name a few.  In February 2003, the NBK issued 
temporary regulations on these and other issues for 
deposit-taking microfinance companies. 50 

Conclusion

No legal and regulatory regime can fully guarantee the 
safety and soundness of an individual microfinance 
organisation, nor should it.  Microfinance organisations 
can fail and, at times, may need to be allowed to fail. 
The trick is to figure out if, when, and how a supervisor 
should intervene if a microfinance organisation runs into 
trouble.   

While there is no “one size fits all” legal and regulatory 
regime that is likely to work in all Central Asian 
countries for all microfinance organisations, there are 
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certain recognised tools that a supervisor will need to 
have at its disposal so that it can make these decisions 
in a timely manner and on an informed basis. The 
Kyrgyz law and the regulations that are in the process 
of being promulgated includes many of these tools.   

In summary, the Kyrgyz law and the regulations being 
promulgated outline the criteria and procedures for 
certificating credit-only microfinance organisations and 
for licensing micro-finance organisations that will be 
allowed to offer deposit-taking services in the Kyrgyz 
Republic. The Kyrgyz law and its regulations also 
provide the NBK with a variety of measurements for 
assessing and managing the risks present in the day-
to-day operations of deposit-taking microfinance 
companies.  Finally, the Kyrgyz legal and regulatory 
regime offers the NBK a variety of supervisory tools for 
responding to a deposit-taking microfinance 
organisation that encounters problems.   

While tools and powers like those given to the NBK 
under the Kyrgyz law are a valuable and, perhaps, 
necessary precondition to the evolution and growth of 
the microfinance industry, the continued expansion and 
deepening of the microfinance industry in the Kyrgyz 
Republic and elsewhere will also depend on market 
perceptions of individual providers of microfinance.  No 
legal and regulatory regime can burnish beyond 
recognition the reputation of a microfinance 
organisation that is known to be habitually late in 
making promised loan disbursements to customers, 
that has shown itself to be overly nonchalant in 
pursuing defaulting borrowers or that is inappropriately 
lax or non-transparent in its financial reporting. This is 
particularly true of microfinance organisations that now 
or in the future take deposits.   

It is worth remembering that the Latin root of the word 
“credit” is “credere", meaning to believe or to trust. 
Whereas evaluating the creditworthiness of micro-
entrepreneurs is key to running a successful micro-
credit company or agency, it is the public at large that 
has the last word on whether to trust a deposit-taking 
microfinance company. Once deposits enter the picture, 
the burden of proof of demonstrating creditworthiness 
shifts from the microfinance borrower to the deposit-
taking microfinance provider.  

Rich, poor, large and small depositors the world over 
vote every day with their “wallets” – depositing savings 
where they believe them to be safe and withdrawing 
savings from places where they believe them to be at 
risk. There is no reason to think that depositors will be 
any less risk averse in Central Asia. Some have argued 
that, if anything, would-be depositors in Central Asia 
may be more wary of placing deposits with 
microfinance organisations than depositors elsewhere.   

Clear laws, sensible regulations and effective 
supervision can do a lot to bolster public confidence in 
deposit-taking microfinance organisations. Accordingly, 
it clearly is in the interest of providers of microfinance in 
Central Asia to be active participants in the discussions 

taking place today in the Kyrgyz Republic, Kazakhstan, 
Tajikistan and Uzbekistan as to how best to build a 
legal and regulatory architecture that can support a 
growing and evolving microfinance industry. However, 
there is an equally important role to be played by 
today’s providers of microfinance in Central Asia that 
should not be overlooked. That is the impact that their 
current business practices are having in shaping the 
general public’s perceptions of, and confidence in, 
microfinance organisations. In the end, while the legal 
and regulatory regimes being developed in Central Asia 
for microfinance are very important to fostering the 
growth of this industry, it is the reputations that Central 
Asian microfinance organisations build today that will 
shape their businesses of tomorrow.    
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the “MFC mapping study”).   
While the size of the loan portfolios of microfinance institutions 
in Central Asia may be growing rapidly, it is not clear that the 
number of micro-entrepreneurs being served is keeping apace 
with this growth.  See, for example, a recent conference report 
on “Expanding access to Microfinance in Central Asia,” which 
suggests that the number of clients being served in Central 
Asia is growing by 20 to 30 per cent per annum (“Expanding 
access to microfinance in Central Asia: final report on the 
findings of the conference”, Almaty, Kazakhstan, 2-3 April 
2003).  
3 FINCA International established its first microfinance 
presence in the whole of the NIS with the establishment of a 
branch in the Kyrgyz Republic in 1995. Over the last eight 
years, the local entity  FINCA Kyrgyzstan has disbursed over 
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excessive rule of law but rather the arbitrary enforcement of an 
inefficient set of rules.”  Id.  
12  See Kyrgyz Law, art. 5.   
13 See Kyrgyz Law, art. 27.   
  See Kyrgyz Law, art. 2, which reflects the positive light in 
which the Kyrgyz Government views microfinance.  
15   Speech of the President of the Kyrgyz Republic A. Akaev 
at the National Forum on “The role of social mobilisation and 
microfinancings in overcoming poverty in Kyrgyzstan” (11 May 
2001).  
16  See Decree of the President of the Kyrgyz Republic about 
the measures for developing a system of Micro-crediting (May 
2001). As a result, Kyrgyz legislators considered a possible tax 
deduction for the loan loss reserves established by 
microfinance providers.  
17   An early draft of the law was presented by the International 
Finance Corporation (IFC) to the Kyrgyz Government in April 
2001. The author of this article was part of a team of FINCA 
representatives that contributed comments on the draft law 
from a microfinance practitioner’s perspective. Timothy Lyman 
and Kate Lauer were the principal drafters of the law 
presented by the IFC with significant support offered by Tony 
Shea.  
18 Ongoing questions about the legal authority to engage in 
microfinance lending activities can also have a chilling effect 
on the amount and type of commercial funds that are likely to 
be available as loans or equity for the microfinance industry.  It 
is a rare bank or socially responsible investor that will lend to 
or invest in a microfinance institution that cannot point to the 
source of its legal authority to conduct its microfinance 
business.  
19  Staschen, Regulatory requirements for microfinance: a 
comparison of legal frameworks in 11 countries worldwide, 
Gesellschaft für Technische Zusammenarbeit (GTZ), p. 13 
(2003).  Note that the Tajikistan draft law follows this hybrid 
approach too, by setting out a legal and regulatory framework 
that would distinguish to deposit-taking and credit-only MFIs 
but at the same time covers, within one law, both types of 
institutions.  
20  Id.  

                                                                            
21 See, e.g., Christen, Lyman and Rosenberg, Microfinance 
consensus guidelines:  guiding principles on regulation and 
supervision of microfinance, p.28, CGAP (July 2003). Referred 
to hereafter as the Microfinance consensus guidelines) The 
authors highlight the fact that one supervisory authority has 
estimated that the cost of supervising the assets of micro-
finance institutions is 30 times as expensive as supervising 
commercial bank assets. 
22  Prudential regulation typically has two objectives – first to 
protect the financial system of a country as a whole and 
second to protect the safety of small deposits placed in 
individual financial intermediaries.  In contrast, non-prudential 
regulation can cover issues that have little to do with risks 
posed by microfinance to a country’s financial and banking 
system or to small deposits placed with a microfinance 
organisation.  Examples of non-prudential regulation affecting 
the microfinance sector can include regulations aimed at 
consumer protection, interest rate caps and taxation of profits 
to name a few.  See generally microfinance consensus 
guidelines at pp.7–8.  
23 Microfinance consensus guidelines at p.7.  
24  Id.  
25   In 2000, the volume of som-denominated credits issued in 
the Kyrgyz Republic by microfinance organisations exceeded 
by 1.7 times the volume of som-denominated credits issued by 
the commercial banking sector.  Many of these microcredits 
were offered in rural locations where Kyrgyz commercial banks 
do not yet operate. As highlighted in Kyrgyz President A. 
Akaev’s speech at the National Forum on “The role of social 
mobilisation and microfinancings in overcoming poverty in the 
Kyrgyz Republic” (11 May 2001) when he cited the Kyrgyz 
National Statistics for 2000.  
26  “Comprehensive development framework of the Kyrgyz 
Republic to 2010: expanding the country’s capacities”, 
National poverty reduction strategy 2003-2005,  p. 94, (12 
Sept 2002). Available at 
www.imf.org/External/NP/prsp/2002/Kgz).  
27 Id.  
28 By authorising a specific provision for micro-credit agencies, 
the Kyrgyz Law authorises non-profit organisations to engage 
in the provision of microfinance. Key to maintaining this non-
profit status is the requirement in the Kyrgyz Law that no 
micro-credit agency shall distribute or allocate profits to its 
founders or participants.  Rather, all of a micro-credit agency’s 
profits must be devoted to the charitable purposes outlined in 
its charter. 
29 In contrast to a micro-credit agency, a micro-credit company 
is a commercial institution that can be established in any 
organisational and legal form permitted to commercial 
organisations operating in the Kyrgyz Republic.   
30 The current exchange rate is US$1:43 som, this means that 
the minimum capital of a micro-credit company can be under 
US$2000.  In contrast, the minimum authorised capital of a 
deposit-taking microfinance company is 25 million som, or 
approximately US$600,000.   
31   See Kyrgyz Law, art. 34 – Capital of a micro-credit 
company.  There is a similar provision in respect of the capital 
of microfinance companies.  See also art. 14.  
32  See art. 3, “Temporary regulation on activities of micro-
credit companies and micro-credit agencies”, approved by 
resolution of the NBK as of  11 September 2002 and 
registered with the Ministry of Justice, registration number 135-
02, 25 October 2003 (referred to throughout as “Temporary 
regulations for micro-credit companies and micro-credit 
agencies”).  
33  See art. 5, “Temporary regulations for micro-credit 
companies and micro-credit agencies”.  
34  While the Kyrgyz Law does not define a maximum size for 
micro-credits, it authorises the NBK to establish a maximum 
permissible loan size. (See art. 1. “Definitions - micro-credits”).  
To date, however, the NBK has not established any maximum 
micro-credit amount.  Instead, under the “Temporary 
regulations for micro-credit companies and micro-credit 
agencies”, the NBK requires each micro-credit company and 
micro-credit agency to outline in its charter the following:  main 
region of activity, maximum micro-credit per borrower and 
types of borrowers to be targeted for micro-credit. (See 
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“Temporary regulations for micro-credit companies and micro-
credit agencies”, art. 2.7).  
35  Kyrgyz Law, arts. 33.2 and 33.3.  
36  Kyrgyz Law, art. 33.2(1).  
37  See MFC mapping study, p.103  
38  See Kyrgyz Law, art. 1  
39  See Kyrgyz Law, art. 8.1  
40 See Kyrgyz Law, art. 16.2 “Transactions carried out by a 
micro-finance company”.  An exception to this two-year waiting 
period is given to those organisations that, at the time of the 
law’s enactment, were already legally authorised to take 
deposits.  
41  The Kyrgyz Law permits microfinance organisations to 
request a license to operate as non-deposit-taking 
microfinance companies during this two-year waiting period.  
There is little incentive, however, to request such a license, 
particularly since the two-year waiting period can also be spent 
operating as a less heavily regulated micro-credit company or 
micro-credit agency.  For example, a micro-credit company 
with branches faces a minimum capital requirement of 100,000 
som.  In contrast, a non-deposit-taking microfinance company 
faces a minimum capital requirement of 10 million som.  
42  Some bank regulators have determined to limit the foreign 
exchange risk of deposit-taking microfinance companies by 
prohibiting such companies from engaging in foreign exchange 
activities altogether.   For microfinance institutions that are 
dealing with clients that conduct business only in local 
currency, this kind of prohibition may not be a hardship.   
43  See Microfinance consensus guidelines, at pp. 24-25.  
44 Kyrgyz Law, art. 16.  Compare art. 33 of Kyrgyz Banking 
Law.  
45 As noted above, the minimum capital requirement for a 
deposit-taking microfinance company is 25 million som, or 
approximately US$ 600,000. By way of comparison, the 
minimum authorised capital of a newly-established commercial 
bank is 300,000 million som or approximately US$ 7 million.  
46 Kyrgyz Law, art. 13.  Compare art. 8 of Kyrgyz Banking Law.  
47  See Microfinance consensus guidelines at pp.24 –25 (need 
for a minimum of five different owners for the entity and 20 per 
cent maximum ownership requirements may pose too heavy a 
burden on transforming NGOs, particularly given a lack of 
profitability track record that is strong enough to attract 
commercial investors).  
48  See e.g., Hannig and Katimbo-Mugwanya, eds., How to 
regulate and supervise Microfinance?  Key issues in an 
international experience, pp. 3-6, Proceedings of the high-level 
policy workshop, Kampala, Uganda, (November 1999).  
49 Id.  This homogeneity can be manifested by gender, 
business activity or even place of business (such as 
concentrations of clients in a particular market or bazaar).  
50  See “Temporary rules for regulations of activity of 
microfinance companies”, approved by resolution of Board of 
NBK N4/2, 19 February 2003.  



 

SMEs in Central Asia: the case of Uzbekistan 
Although most of the Governments of Central Asia are publicly in favour of developing 
SMEs in their countries, a closer look at what happens on the ground and especially an 
analysis of the legal reforms that would allow SMEs to prosper will show that the gap 
between public declarations and the reality of business people’s everyday lives remains 
substantial. The investment and global development situation in the Central Asian 
states are not straightforward and still very much the legacy of the Soviet past. Areas 
for concern include insufficient demonstration on the part of Central Asian 
Governments of a desire to introduce economic policies that would stimulate SMEs; 
underdeveloped democratic institutions; poor record in human rights and lack of 
proper regional cooperation. All these factors create a very challenging environment for 
a fledgling SME sector. 
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The following analysis will mainly focus on the state of SMEs in Uzbekistan. SMEs can 
be considered as the engine of wealth creation for economies in transition. Creating a 
climate favourable for their development is central to economic and social stability in 
Central Asia.  

 

Growing differences between countries The International Crisis Group briefing paper on the 
EBRD meeting in Tashkent1 quotes the Heritage 
Foundation and the Wall Street Journal, according to 
which Uzbekistan ranks 149th out of 156 countries 
surveyed in terms of economic freedom.2 In Freedom 
House’s rankings of political freedoms and civil rights, it 
is termed “not free”, with a ranking of 6.5 out of 7.3 

In 2003 it has become increasingly difficult to talk about 
the status of SMEs in Central Asia as a whole. The 
situation differs greatly from country to country due to: 

• different legislative actions to foster SMEs; 

• differing degrees of political will to allow the 
emergence of a class of entrepreneurs that will 
become a constituency in society, capable of 
resisting or opposing government; and 

This situation has a direct impact on SME development. 
Entrepreneurs in Uzbekistan feel, according to one of 
them: “That we are left out alone in the cold as a sweet 
prey to all the state bureaucracy. We can still feel the 
influence of the Soviet mentality: the entrepreneur is not 
part of society, he is not considered as a creator of jobs 
or wealth, but as a capitalist foe. What we are totally 
lacking in this country are freedom of trade and 
freedom of enterprise”. 

• differing foreign investment climates.  

Of the five Central Asian republics, Kazakhstan is 
certainly the country where SMEs enjoy the strongest 
position for reasons that have mainly to do with the oil 
boom the country is experiencing and the amount of 
foreign investment it receives. A positive foreign 
investment climate is like fresh air to the SME sector. 
Moreover, the Kazakh Government has shown little 
interest in regulating SMEs, which effectively means 
that entrepreneurs have been able to operate without 
too much state interference. 

The Uzbek entrepreneur in question had started up a 
small business producing iron windows and metal 
garage doors. He used to import their raw material in 
the form of iron plates. Decree No.295 of the Cabinet of 
Ministers meant that enterprises no longer had access 
to their raw materials making it necessary for them not 
only to sell their products but also to produce them. It is 
also illegal to resell their iron plates without having 
transformed them themselves. This makes business 
planning extremely risky as businesses have to 
calculate their monthly need for raw material as closely 
as possible to their usual production. This new 
regulation means that any substantial change in market 
demand can, deliver a mortal blow to the enterprise. 
Unfortunately, while the Government pays lip service to 

In the Kyrgyz Republic, Tajikistan and Uzbekistan on 
the other hand, the weakness of the investment climate 
and the high level of state control over business has not 
helped foster SMEs. 

A unique case in Central Asia: Uzbekistan 

Uzbekistan, the country that hosted the EBRD annual 
meeting in April 2003, still has a long way to go to 
establish a favourable climate for SME development.  



 

Difficult access to credit and the heavy hand of 
state control organisations 

small and medium business development, this decree 
is likely to force thousands of SMEs across Uzbekistan 
out of business or into the illegal sector. Central Asian entrepreneurs still often suffer from a lack 

of easy access to credit lines. The reasons are multiple 
but the official reason seems to be the lack of a cultural 
precedent for responsible entrepreneurship. Many 
banks have found themselves with a lot of loans that 
were never paid back. Appealing to the police and the 
judiciary has often not helped much. However, this is 
not the only reason why access to credit is problematic. 

The local press has tried to voice the unsustainable 
situation that the Government of Uzbekistan is creating 
for SMEs. An article called “We are small but we are 
numerous”4 tells a story that illustrates how the series of 
new decrees introduced by the Uzbek Government 
since July 2002 has cut thousands of small SMEs off, 
not only from their source of raw materials, but also 
from their customers. A woman started up a small 
sewing business where she, with two other female 
family members, produced bed sheets. Their products 
used to be purchased by small retailers who would 
resell them in the bazaars of Tashkent. Since Decree 
No.295 has made it illegal to sell on one’s products to a 
retailer, the producers have, in order to operate legally, 
had to go out and sell their own sheets in the market, 
which of course gave them less time to sew. Their 
production suffered to the point where the business 
became unsustainable, so the entrepreneur took the 
decision to operate illegally.  

State authorities often demand that banks carry out 
monitoring activities that they should not be asked to 
perform in a free market economy. Since 2002, banks 
in Uzbekistan have been obliged to report any 
transaction greater than 6,500,000 soms (US$6,500) to 
the tax authorities.  

The case of an entrepreneur in Samarkand illustrates 
the paradox of a situation where all the roles are so 
mixed up that the minimum confidence necessary for 
the development of a normal business atmosphere 
cannot be reached. The entrepreneur, who runs a small 
tourist business, already owned one coach and wanted 
to purchase a second-hand 50-seater coach from 
Europe costing €10,000. He tried to obtain a loan from 
his bank with a mortgage on his existing bus. However, 
he very soon discovered how difficult and even 
dangerous this would be to his business. First, the bank 
grossly underestimated the value of his existing coach. 
Second, if he were to find it difficult to repay his credit 
on time, even if the bank does not make any claims 
against him in court, the “Prokuratura”5 has the right to 
ask the bank to produce all the documents relative to 
the loan, and, if deemed necessary, arrest the 
entrepreneur and detain him for up to two days without 
charge. The Prokuratura’s ability to prolong this 
detention for a further two days and so on indefinitely is 
not regulated by law. One hears reports of 
entrepreneurs who have been kept in prison for up to 
one and a half years. Although this probably belongs to 
the rich realm of rumours that spread across 
Uzbekistan, this one is strong enough to deter 
entrepreneurs from the very idea of seeking credit. At 
this point our Samarkand tourist entrepreneur had 
already abandoned the idea. Last but not least, import 
taxes would have increased the purchase price of his 
second-hand vehicle from €10,000 to 42,000. Needless 
to say, this entrepreneur will either have decided not to 
purchase the coach or will have been tempted to import 
his vehicle through unofficial channels. 

Decree No.154 of the Cabinet of Ministers “On 
regulating the import of goods by private persons into 
the territory of Uzbekistan” came into force on 6 May 
2003, sparking a wave of protests by itinerant traders 
and sellers of consumer goods at markets nationwide. 
This decree announced new custom tariffs for so-called 
shuttle traders who travel to Russia, China and Turkey 
to bring back cheap consumer goods, particularly 
clothes, for resale at bazaars. The new tariffs 
introduced from 1 June 2002 amounted to 50 per cent 
for food items and industrial equipment and 90 per cent 
for other goods. Anyone selling at the bazaar would 
require a raft of new documents for imported goods, 
including health and safety certificates and customs 
receipts. The country’s biggest markets closed down for 
several weeks and when they reopened, prices had 
increased to such an extent that a teacher’s salary 
could barely pay for two pairs of shoes.  

The situation in Uzbekistan is probably unique in that 
government action is the main source of concern for 
SMEs. The series of decrees issued since summer 
2002 are the principal reason for the serious 
deterioration in the SME development climate. A 
number of businessmen who were interviewed at the 
EBRD annual meeting in Tashkent felt that current 
government policy actively discourages SME sector 
development and seeks to prevent the emergence of an 
entrepreneurial class that would be in a position to 
challenge its power. 

The tax authorities and especially the Prokuratura, so 
unpopular with entrepreneurs, have the right to go 
unannounced to any bank and check all the loans made 
to any entrepreneur. Under these conditions, it is 
understandable that Uzbek businessmen have little 
confidence in their banking system. 

Entrepreneurs in Uzbekistan face a unique situation 
where the former Soviet command economy structure, 
which inhibits development of small business, has yet 
to be fully dismantled (as with in many other Central 
Asia countries), and where the Government has taken 
legislative steps in recent months making it very hard 
for SMEs to survive economically and operate legally. 

A major obstacle to SME development across the board 
in Central Asia is the number of state agencies that are 
entitled to come and check enterprises, thus increasing 
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• a responsible and reliable tax inspection service. the risk of bribery by public officials. At the EBRD 
annual meeting in Tashkent in May 2003, Deputy 
Minister of Foreign Affairs, Mr Vladimir Norov explicitly 
recognised this fact when he spoke at the Investment 
Climate forum “too much power rests on some law 
enforcement agencies”. In Uzbekistan, limited access to 
foreign currency and the recent series of decrees 
regulating business activities have, in addition, had a 
negative impact on small businesses.  

All the other entities should act under a law that clearly 
limits their power of control over business. 

The legal systems in Central Asia have remained 
extremely weak and completely subject to the executive 
power. The court should be the only place where all 
disputes are resolved. Courts should play a central role 
so that lawyers can really defend people. Unfortunately, 
the Prokuratura system prevents this from happening. 

In Central Asia, as in many other CIS countries, the 
Prokuratura acts as a barrier to an independent 
judiciary. If there were one strong recommendation to 
make to all the governments of the region, it would be 
to completely rethink the role of this institution, in 
particular to ensure that the three functions of 
investigation, supervision and detection are not 
concentrated in the same institution. The threatening 
power of this institution, which can detain people 
without charge for long periods, cannot be understated. 

In Uzbekistan a positive and relatively simple first step 
the Government could take would be to change the 
planning system of the Prokuratura. The Prokuratura 
should no longer be asked to report on how many 
companies they have investigated quarterly, but rather 
to report on how many businesses they have protected 
from intrusive state activities. Such a small change in 
activities planning would have a huge impact on the 
business climate and would be an easy way of sending 
a positive signal to the business community. 

In Uzbekistan, there are up to eight state entities that 
are entitled to regularly control enterprises: Sometimes small practical measures can send clear 

messages of support. For example, the Ministry of 
Justice of Uzbekistan has introduced a registration 
book for inspectors for all enterprises in the country. All 
inspectors visiting an organisation now have to register 
their name, state the institution they represent and the 
reason for their visit. This simple idea has caused the 
number of inspections to drop by half in just a few 
months. Business people in Tashkent are now waiting 
for another positive signal. Changing the priorities of the 
Prokuratura would send an encouraging message. 

• the tax inspectorate; 

• the fire inspectorate; 

• the sanitary inspectorate; 

• the state committee for statistics; 

• the banks, which are required to check all 
enterprises having business activities abroad; 

• the Prokuratura on loans and tax criminality; 

In all the Central Asian states, great improvements 
could be made by allowing public access to drafting 
legislation. What is really striking in Uzbekistan is that 
no SME entrepreneurs have ever been involved in the 
law drafting process, even though they seem to have a 
clear understanding of the recommendations they 
would make.  

• the ministry of interior affairs through the militia; 
and 

• the National Security Service (NSS), which can 
also, at any time and for any reason, come and 
inspect a business, as there is no legislation that 
sets a clear limit to NSS activities; 

With so many different institutions monitoring their 
activities, it is small wonder that entrepreneurs in 
Uzbekistan feel their freedom to operate is severely 
restricted. Because of the free hand the legal system 
gives to the Prokuratura and the NSS, entrepreneurs 
live in constant worry of becoming the object of a 
demand by one or other of the state controlling 
institutions. One entrepreneur interviewed said that he 
spends about 70 per cent of his private time inviting the 
local hakims (mayors or governors), the head of the 
NSS and the militia chief for lunches or dinners in order 
to establish a system of informal protection for his 
business. This system is, however, always fragile and 
can be broken at any time. 

In order to improve the environment for SME 
development, it is recommended that the Uzbek 
Government urgently takes the following steps: 

• move quickly towards convertibility of the som and 
liberalise access to foreign exchange; 

• take measures to enforce the positive decree of 
March 20036 that now allows farmers to grow and 
sell their products freely at market prices. 

• annul government decrees threatening to re-
nationalise privatised enterprises; to increase trust 
in the business environment throughout the country 
there should be no retroactive action whatsoever 
on privatisation property; Recommendations 

• overturn all the decrees and regulations put in 
place since July last year that restrict cross-border 
trade, in particular the decree on the minimum size 
of companies involved in import-export business 
and end the high tariffs on private trades; and 

Steps towards creating an environment in which SMEs 
could flourish would consist in the creation of: 

• a sound arbitration system; 

• functioning economic courts; and 
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• create a mechanism by which the business 
community is really involved in the process drafting 
legislation.7 

Conclusion 

Kazakhs, Kyrgyz, Tajiks, Turkmens and Uzbeks do 
have something positive that 70 years of Soviet 
planned economy has not destroyed and that is a 
strong entrepreneurial spirit and a long tradition in trade 
and marketing. The governments of this region should 
capitalise on these qualities and ensure that their cross-
border agreements are implemented. Setting up 
customs offices along artificial borders and 
implementing strict control policies at checkpoints 
stands to further divide the region and impede good 
economic development. It is somehow disappointing to 
see the growing gap between the official rhetoric on the 
renaissance of the great Silk Route and the actual 
regulations in place at the borders that destroy the 
natural free movement of persons and goods along this 
historic line of communication between peoples and 
civilisations.  

At a dinner in Tashkent in May 2003, Uzbek 
entrepreneurs gave their views on what international 
financial institutions should do in Uzbekistan. Their 
answer was straightforward and unanimous: 
“International financial institutions should trade money 
for democratic reforms, without any compromise. Tell 
the Government either you allow a private sector to 
exist or we pack up and leave and you get no loan. 
Western delegations always seem so eager to listen to 
the official rhetoric as if they were completely blind to 
our reality.” 

This strong statement should sound an alarm bell to all 
players, but mainly to a government that has thus far 
been insufficiently responsive to calls for reform from 
the international community. 
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SMEs are crucial to the overall stability of society and to the development of democracy. 
This is especially true in post-socialist countries like Montenegro, as the development of 
SMEs in the private sector is the fastest way to creating a middle class, which forms the 
backbone of any democratic society. SMEs entrepreneurs are masters of their own 
economic destiny and usually demonstrate a greater desire to exercise their individual 
rights. The development of SMEs and entrepreneurship also helps to create jobs and 
promote equal income distribution, two important preconditions for building a balanced 
and stable society. 

One of the fundamental objectives of political and economic transformation in a transition country is the creation of 
a functioning private sector. Developing entrepreneurship and SMEs is instrumental to achieving this end, because 
it is the engine of economic growth. In its current four-year programme (2002-2006), the Government of Montenegro 
has prioritised the development of entrepreneurship and SMEs.  

 
Evolution of the SME sector  

Development of SMEs in the period 1989-2000 
The period before 1989 

Current official statistics do not permit a comprehensive 
analysis of the SME sector. Neither are they reliable for 
simple global indicators such as the number of SMEs, 
number of people employed in SMEs or GDP. Similarly, it 
is difficult to assess real results of business operations for 
specific categories of SMEs, volume and structure of 
investments, entrepreneur characteristics and structural 
changes within this sector of the economy. Some general 
indicators can however illustrate the development of 
SMEs during this period. Between 1989 and 2000, SMEs 
were either sole traders or incorporated entities. 

The period before the enactment of the Law on 
Performing Economic Activities by Personal Work and by 
Means Owned by Citizens (the “LPEA”) was 
characterised by restriction: social, ideological and 
legislative. During this period, only those activities named 
in the law were permitted. The entrepreneur was not 
treated as a contributor to economic development and 
suffered from poor socio-economic status.  

The law significantly restricted areas where private 
initiative was permitted to catering, handicrafts, 
transportation and agriculture. The law also set limits on 
the size to which a private firm was permitted to grow (a 
maximum of five employees, limited assets, arable area 
restricted to 10-20 hectares). Any form of organised 
support was lacking and restrictions limited the number of 
new SME entities and the development of existing ones. 
Unsurprisingly, such social and legal factors had a 
negative impact on the size, structure and nature of 
SMEs. The SMEs of this period were usually small 
handicraft shops and catering units employing one or two, 
typically older people and using only very basic 
equipment.  

The enactment of the LPEA, together with efforts to 
overcome ideological prejudices and the removal of 
numerous administrative obstacles, has seen a rapid 
development of the SME sector. This is evidenced by a 
growing number of newly registered entities during this 
period. Data clearly shows that in the period 1989-2000, 
the number of sole traders in Montenegro increased by 36 
per cent from 4065 to 5530. Similarly, the number of small 
businesses registered as legal entities rose dramatically 
from just 36 prior to 1989 to 14,350 in 2000. Although 
only 38 per cent of those units were actually operating in 
2000, this represents a vast improvement on the situation 



Policy strategy for the current period before 1989. The significance of SMEs is evidenced by 
the share of the private sector which SMEs represent in 
the overall GDP of Montenegro, increasing from 7.1 per 
cent in 1989 to 33.6 per cent in 2000, a fourfold increase 
(the agricultural sector being included in the private 
sector).  

Institutional support: the National Agency for the 
Development of Small and Medium-sized Enterprises 

The lack of specialised institutions to promote the 
development of SMEs has been identified as a barrier to 
the growth of SMEs. With this in mind, the National 
Agency for the Development of Small and Medium-sized 
Enterprises (the “Agency”) was established on 1 
December 2000. The Agency started operating on 1 
February 2001 and its main tasks are:  

During this period, the Government of Montenegro 
initiated a number of programmes aimed at stimulating 
employment and the SME sector in general.1  These 
programmes did indeed promote SME development but 
had only a limited effect on unemployment.  

• Coordinating programmes, measures and activities in 
relation to SME development; Box 1: Results of the entrepreneur survey  

In 1999, a survey was conducted among selected 
entrepreneurs to better understand the status, basic 
characteristics and development opportunities of SMEs. 
Businesses that had been on the market for a few years 
and which represented potential for growth were 
selected for the questionnaire.  

The key findings of the questionnaire were that: 

 47 per cent of entrepreneurs felt that procedures for 
enterprise registration are too complex. Too many 
documents are required and registration costs are 
high; 

 77 per cent of entrepreneurs stated that they are 
not involved in export, i.e. they mainly produce for 
the local market. Those who are exporting only 
export raw materials; 

 The majority of businesses are funded by own 
means (about 65 per cent). Approximately, 90 per 
cent of respondents thought that the reason for this 
is a lack of alternative finance; 

 For a large number of respondents, obstacles to 
enterprise growth, especially in terms of increasing 
employment, are high taxes and labour costs; 

 80 per cent of entrepreneurs thought that the most 
important factor for development is skilled 
management and a quality labour force; 

 68 per cent of entrepreneurs thought that a limiting 
factor on growth is the lack of know-how, especially 
technological and marketing; 

 66 per cent also stated that the education system is 
poor; 

 More than 50 per cent of respondents were 
uncertain about the future of their companies in the 
next 3-5 years, while an equal number were 
optimistic.  

• Defining the strategy developing SMEs; 

• Preparing legal regulations in the field of SME 
development and entrepreneurship; 

• Collaborating with other ministries and state bodies 
on programmes aimed at stimulating development of 
SME and entrepreneurship; 

• Developing and stimulating a consultancy network for 
SME development support; 

• Stimulating and organising regional and local support 
centres; 

• Establishing cooperation with international institutions 
in this field; 

• Creating special stimulating programmes and taking 
part in their evolution of possible development of 
SME and entrepreneurship; 

• Cooperating with business associations; and 

• Presenting the role and importance of SMEs and 
entrepreneurship to the government and other state 
bodies, stressing their importance to the state in 
promoting a healthy and dynamic economy.  

Organisation  

The main role of the Agency is the development of the 
SME sector as a basis for the general economic 
development of Montenegro.  

The Agency reports directly to the Government of the 
Republic of Montenegro and the Prime Minister. The total 
budget of the Agency for 2003 amounts to €8 million. In 
addition, the Agency cooperates with international 
organisations and donors to implement individual 
projects. 
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Achievements during the period 2001-2002 

In the first two years of its existence, the Agency 
succeeded in implementing a significant number of the 
recommendations set out in its “Policy strategy for SME 
development for the period 2002-2006” (the “strategy” see 
Box 2). 

Six Regional Business Information Centres (RBICs)2, as 
well as a European Information and Correspondence 
Centre (EICC) in Podgorica, have been established. In 
addition, the Agency has organised workshops, seminars 
and courses attracting more than 2,000 participants. It 
has started a weekly magazine containing business and 
educational information targeted at entrepreneurs starting 
up their own businesses. The Agency has also initiated a 
project called “Young in Business” aimed at supporting 
young people starting their own businesses and has 
organised a number of visits to international fairs under 
this same initiative.  

The TurnAround Management (TAM)/Business Advisory 
Services (BAS) programme is being developed in 
cooperation with the European Agency for Reconstruction 
(EAR)3. The TAM programme currently focuses on the 
reconstruction of former state-owned medium-sized 
enterprises through managerial functions. 

In cooperation with the EAR as well as with donors, a 
European Fund for Montenegro4 has been established 
with a view to facilitating access to SME financing. 

In every project the Agency has undertaken, business 
associations were involved in the initial phase or also in 

the implementation phase. One example is the 
“Development of greenhouse production” project, which 
was realised jointly by the Agency and by the 
Greenhouse Producers Business Association. The project 
comprises an analysis of the current situation in this 
sector, a comparative analysis with other countries and a 
strategy for further development of greenhouses over the 
next four years consisting of:  

• standardising greenhouses; 

• the use of production technology; 

• the use of agro-technical measures; 

• developing cooperatives; 

• market research; 

• product sales; and 

• providing credit lines through banks. 

In all of the above phases, the private sector is involved 
through the Greenhouse Producers Business Association. 

The Agency has also been closely associated with the 
legislative process. Over the past three years, 37 new 
laws were approved to regulate business (Enterprise Law, 
Insolvency Law, Law on Public Procurement, set of tax 
laws, Law on foreign investment, Custom Law etc.). 
Significant progress has been made in the field of 
enterprise registration. Under new legislation, the 
registration of an SME normally takes seven days and the 
costs €1. However, problems still remain with regard to 
obtaining adequate licences to operate in certain sectors.  

 

Box 2:  Policy strategy for SME development for the period 2002-2006 

The strategy seeks to address weaknesses in the SME sector through a multi-faceted approach.   

Promoting entrepreneurship 

One of the main aims of the strategy is to investigate mechanisms for promoting entrepreneurship through partnerships 
among government, business representatives, educationalists, the media and representatives of the free press, building on 
the work of the Press Club of Montenegro5. It proposes to work with educational institutions and the commercial banking 
sector to organise a range of promotional projects, including a ‘young people in business’ competition and to launch a 
specialist journal aimed at publicising SME success stories and promoting SME development opportunities. 

Education and business skills  

No less important is the promotion of business skills. The strategy envisages the introduction of a basic business skills 
curriculum into tertiary education programmes throughout the Republic. In addition, start-ups and early stage businesses 
would receive - free of charge in the first two years - basic business education and training, drawing on international 
experience and expertise wherever possible. In terms of higher education, the strategy proposes the development of 
university business administration programmes that actively promote and support the provision of high-level management 
training. In addition, steps will be taken to establish the feasibility of developing joint Masters of Business Administration 
(MBA) programmes and/or correspondence courses with foreign universities so as to encourage Montenegrin students to 
obtain internationally recognised management qualifications. 
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Fair competition 

The strategy seeks to encourage fair competition through the introduction of educational programmes for public officials 
involved in the implementation and administration of new legislation, including the new enterprise and tax laws. In addition, it 
proposes the introduction of new administrative procedures in relation to enterprise legislation and regulations, designed to 
foster increased compliance and ensure greater consistency in implementation and enforcement.  This would run parallel to 
the introduction of more stringent monitoring and evaluation procedures in respect to new and existing legislation. 

Reduction of regulatory and administrative barriers 

In order to reduce regulatory and administrative barriers to business development, it is essential that current work on 
streamlining business registration procedures be completed. In addition, systems will be put in place to reduce significantly 
the average registration period for new businesses within the framework of the new law on business organisation. A 
systematic review of licensing and permit requirements is also to be undertaken, in order to identify areas where current 
regulations and their administration can be streamlined in accordance with international best practices. 

Business taxation system 

The strategy will seek to simplify the business taxation system by examining the case for further revisions to tax laws aimed 
at reducing the burden on SMEs and encouraging significantly improved levels of voluntary compliance. In developing new 
tax measures, including potential tax breaks, reduced thresholds, streamlined assessment and payment mechanisms, 
particular attention will be paid to lessons learned from best practices developed by the Organisation for Economic 
Cooperation and Development (OECD) in this area. Current laws and regulations governing employment taxation are to be 
revised to bring them more closely into line with the economies of competitor countries. 

Private business associations 

The strategy will promote cooperation between existing business associations and encourage the development of new 
business associations that can make a reasonable claim to representing the interests of businesses in their sector and/or 
area. Furthermore, it will seek ways of incorporating legitimate private business associations into government policy and 
decision-making processes at national and local levels. Further work in this area by international donor organisations will be 
welcome.  

Access to business information 

In order to increase access to business information, a network of Regional Business Information Centres (RBICs) is to be set 
up. During the strategy period, seven such centres are to be created, enabling businesses throughout the country to access 
information without the need to travel large distances. They will provide basic information to businesses free of charge with 
the aim of making it simpler to register a business and operate legally and to identify sources of SME finance and specialist 
technical advice, for example, business planning. In addition, a European Information and Correspondence Centre (EICC) is 
to be set up in Podgorica, providing information on European standards and markets and the organisation of European trade 
events, including inward and outward trade missions. The EICC will disseminate information at regional level through the 
proposed network of RBICs. 

Supply of business services to private sector 

In order to increase the supply of business services available, programmes supported by international donor organisations 
aimed at training private sector specialists are to be continued. Existing programmes in this area will be reviewed to establish 
their impact and new programmes addressing gaps in current provision are to be introduced. In addition, proposals by the 
EAR to provide training to private businesses through the EBRD TurnAround Management programme will be encouraged.  

Access to affordable finance 

The strategy sets out a number of measures aimed at improving access to affordable finance. In order to encourage greater 
competition and increase the volume and quality of domestic SME loans in accordance with international lending practices 
and prudential requirements, efforts to restructure the commercial banking sector are to be continued. The strategy 
envisages increased cooperation with international lending institutions and non-governmental organisations active in the 
supply of microfinance. Early efforts will focus on the demand for, and feasibility of, private mutual guarantee associations 
and public guarantee institutions as mechanisms for leveraging increased SME lending through the commercial banking 
sector. 
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Employment reform 

In addition to the strategy described above and the 
Agenda for Economic Reform7 that the government 
approved on 20 March 2003, a programme for 
Legalisation of Existing Jobs and Creation of New Jobs 
(“LEJCNJ”) has been put in place. The LEJCNJ aims to 
fulfil the goals set out in the agenda for economic reform: 
to stimulate economic growth in the job market and to 
eliminate the “grey economy” in this context.  

Impact and future of the Agency 

The successful implementation of the strategy drafted by 
the Government of Montenegro will require the concerted 
and coordinated efforts of a range of stakeholders, 
including the government itself, international and national 
financial institutions, foreign donors, commercial banks, 
non-governmental organisations, business representative 
organisations, business consultancy services and, last but 
not least, SMEs themselves. At the same time, the 
government’s role in achieving the objectives of the 
strategy and its relationship to other stakeholders will 
need to evolve during the implementation period, focusing 
initially on measures to promote entrepreneurship and 
establish appropriate framework conditions for SME 
development. Then later, as the impact of these 
measures begins to be felt, the government will focus on 
the provision of basic business education and information 
services that are not already provided.  

The Agency, based on its own experience and that of 
more economically advanced countries, will foster the 
development of a market economy in Montenegro. In 
achieving this goal, the development of SMEs plays a 
very important role. Particular attention will be given to 
developing the private sector. It is expected that the 
Agency’s activities will contribute to a reduction in the 
unemployment rate in Montenegro from 23.25 per cent in 
2002 to an anticipated 19 per cent in 2006. On a positive 
note, the number of SMEs in Montenegro has continued 

to increase since the creation of the Agency, rising from 
5,464 operating companies in 2000 to 7,300 operating 
companies in 2006. 

 

Author details: 
 
Zoran Vukcevic 
Director 
Agency for Development of SMEs in Montenegro 
81000 Podgorica 

Box 3: Objectives of the LEJCNJ 

• To legalise 20,000 employees working in the “grey 
economy” in the first 12 months; 

• To support economic growth with a view to 
creating 5,000 new jobs annually; 

• To address the status of workers facing 
redundancy; 

• To establish a stable system of re-training for 
redundant workers; 

• To combat unemployment in general; 

• To establish a modern education system catering 
to the real needs of the economy and flexible 
enough to adapt to change.  

Serbia and Montenegro 
Cetinjski put bb (Trg Vektre)  
Tel: +381 81 234 466; 234 214  
Fax: +381 81 234 462 
www.nasme.cg.yu 
 
                                                 
1 Self-employment programme (1991); Programme for constant 
incentives for entrepreneurship and employment (1999); 
Programme for labour surplus (1992); and financing of SME 
development – development fund (1996). 
2 Cities: Podgorica, Bar, Bijelo Polje, Pljevlja, Rožaje, Cetinje.  
3 The EAR is the arm of the European Commission responsible 
for the implementation of some of the European Commission’s 
programmes in Montenegro. EAR was set up in 2000 with 
headquarters in Thessaloniki and its operative centres are in: 
Belgrade, Podgorica and Pristina.  
4 The European Fund was set up in October 2001. The Fund is 
administrated by the German development bank KfW 
(Kreditanstalt für Wiederaufbau) in cooperation with domestic 
commercial banks. The EAR, along with the Governments of 
Germany, Austria and Switzerland, has provided the fund with a 
total amount of €12 million to support Montenegro. 
5 The Press Club is a non-governmental organisation bringing 
together economic journalists from different media in 
Montenegro. It was created in 2003 to serve as a tool for 
developing more efficient, objective and analytical economic 
reports in Montenegro.  
7 Work programme of the Government of Montenegro for 2003 
adopted at the governmental session held on 10 April 2003. 
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A French recipe to boost SME 
development in eastern Europe and the 
former Soviet Union: the start-up loan 
 
Entrepreneurs often encounter difficulties when trying to obtain a loan. A French 
initiative, which comprises commercial banks, SME support networks and public 
institutions, has helped finance 25,000 start-ups over the last three years. This article 
describes how, the BDPME (Banque du Développement des PME – the national public 
SME Development Bank) has analysed the financing difficulties that many start-up 
companies face in France. It also describes the solution that has been implemented, 
with the support of the Ministry of Economy. Finally, it compares the French solution to 
similar programmes in operation in other countries such as eastern Europe and the 
former Soviet Union, where hopefully the French example may serve as a source of 
inspiration to those in charge of promoting the SME sector. 

 
Grégory Rung, Director 
of Institutional Relations, 
Banque du 
Développement des 
PME, France 

 

Financing difficulties encountered by start-ups 

In many countries, SMEs are considered by commercial 
banks as a “special client segment”, the main reason 
being that they are seen as inherently risky. The risk 
derives from the fact that entrepreneurs are rarely able to 
offer strong collateral.  Added to this is a relatively higher 
degree of uncertainty as to their capacity to generate 
revenues and grow.  

Commercial banks also regard SME lending as costly. 
Processing loans is not necessarily quicker than for larger 
credit lines, thus making them comparatively less 
profitable for a given interest rate.  

For most banks, approaching SMEs also requires a 
mass-market marketing and distribution investment, 
which can be disproportionate compared to the cost of 
dealing with large companies and to the expected 
revenue streams. 

An indication of these barriers can be seen in some key 
figures for the French market. In France, 75 per cent of 
new enterprises start with less than €41,000 of financing. 
Of this amount, an average of less than €15,000 is on 
loan from family and friends.  Moreover, only 20 to 25 per 
cent of entrepreneurs benefit from a bank loan. 
Experience has shown that, after the initial investments 
related to the launch of the business (such as a car, 
computers and similar expenses) have been made, there 
is on average €1,500 left, which, in most cases, is 
insufficient to cover any business incident (such as a 

delay in payment from a client) and to pay the social 
security and pension contributions due in the coming 
months1.  

SMEs experience similar difficulties in obtaining finance in 
most western European countries. However, the reasons 
are not the same in countries such as Germany and 
Austria, where enterprises tend to deal only with one main 
bank (referred to as the “Hausbank”), as they are in 
countries such as Italy or Spain, where SMEs generally 
choose the best conditions by comparing many banks 
and where banks have a tendency to cap the credit lines 
they grant to a given company. As a consequence, in 
Spain and Italy, start-ups may end up borrowing from 
several banks, even at a very early stage2. In the UK, 
“although surveys have found an improving overall 
financing environment for SMEs over recent years, they 
mask a more complex underlying picture. For a minority 
of SMEs, especially young or potentially risky SMEs with 
high growth aspiration, […] evidence indicates there may 
be problems for such firms accessing relatively modest 
amounts of equity or other forms of risk capital”.3 

In eastern Europe and the former Soviet Union, SME and 
corporate lending are largely underdeveloped. Twelve 
years after the demise of the communist regime, the 
Russian banking system displays several striking 
features: an unusual large number of small banks, the 
persistence of systemic risk, the minor role played by 
foreign banks and the difficulty local banks experience in 
providing the fast-growing number of micro, small and 



medium-sized enterprises with financial services. “The de 
facto limitation of lending to “affiliated enterprises and  

persons” can be seen as the logical consequence of an 
economic system that offers creditors little legal security. 
It can also be interpreted as a consequence of the 
ownership and governance structures in place at most 
banks and the lack of competition in the financial system. 
The short supply of loans to SMEs is at the same time a 
reflection of the inability of many banks and their 
employees to judge the creditworthiness of potential 
borrowers and to give them suitable incentives to repay 
loans4.”  A study led by the OECD shows that the worst 
problem faced by start-ups in Russia is access to 
finance.5 

Importance of SMEs to the economy 

Given the importance of SMEs to a national economy, 
finding a solution to aid their financing is crucial to their 
development.  

In France, there are about 2.3 million businesses with 
less than 500 employees. They employ about 60 per cent 
of the workforce within the manufacturing sector and one 
in four is established in a district with less than 100,000 
inhabitants, a fact that makes them vital to local life and 
regional development policy.6  

In the European Union as a whole, 0.2 per cent of all 
companies are large enterprises (250 employees or 
more) and two thirds of all jobs are in SMEs. In addition to 
that, most new jobs are created by micro-enterprises for 
example between 1988 and 2001, large enterprises 
experienced a net loss of jobs, while employment in the 
SME sector rose.7  

SMEs also play a crucial role in eastern Europe. In 13 of 
the eastern European countries applying for EU 
accession, it is estimated that almost six million 
enterprises are active, providing employment to almost 30 
million people, i.e. 72 per cent of the total number in 
employment.8 In Russia by contrast, after a rapid increase 
in the number of SMEs in the early 1990s, the market 
share of micro-enterprises has declined since the 1998 
crisis and is now much lower than in the most advanced 
transition economies.9 

The start-up loan: facilitating SME access to finance 
in France 

In 2000, acknowledging both the difficulties experienced 
by SMEs’ in accessing finance and their importance to the 
economy, the BDPME, backed by the French authorities, 
launched a specific product, the “Start-up Loan – SUL” 
(“Prêt à la création d’entreprise – PCE” in French). 

The SUL was primarily conceived to reduce the banks’ 
perceived level of risk. In order to compensate for the 
limited amount of collateral offered by the entrepreneur, 
the SUL is in fact comprised of two loans: one part 

(between €3,000 and €8,000) is a BDPME loan (backed 
by a public guarantee fund); the other part is a 
commercial bank’s loan (of at least the same amount and 
limited to a maximum of €24,000) of which 70 per cent 
can be guaranteed by the BDPME. 

Consequently, the commercial bank’s risk is at maximum 
limited to 15 per cent of the total loan (i.e. 30 per cent of 
the commercial bank loan which is 50 per cent of the total 
SUL). This may look like a very limited involvement on the 
part of commercial banks and a costly one for the 
BDPME. However, two consequences of this mechanism 
are quite beneficial from BDPME’s point of view. For 
example, the fact that commercial banks take a share of 
the risk ensures that they conduct a formal analysis of the 
business plan, which in turn secures the use of public 
funds. In addition, experience shows that in the past three 
years, the share of commercial banks in an average SME 
financing programme with a SUL, is in fact more than 60 
per cent larger than that of the BDPME. It can thus be 
considered that there is a leverage effect of public funding 
by private loans. Another key characteristic of the SUL is 
a redemption-free year for the capital. It allows the 
entrepreneur to start his or her business without having to 
reimburse the capital from day one.  

In addition to reducing the commercial banks’ perceived 
level of risk, the SUL was structured in such a way as to 
limit processing costs. A situation where the commercial 
banks and the BDPME carry out their own risk analysis 
separately, exchange printed documents by fax or post or 
do not coordinate their decision-making process would be 
too expensive in relation to the margin made on such 
small loans. That is why the management of SUL is made 
on an “extranet” (as explained below) and is based on a 
delegation of the decision making to the commercial 
banks. The “extranet” allows each party to key in the 
missing information about a given SME in an electronic 
file. In principle, no printed document should be 
exchanged and no information should be typed in twice. 
The SME’s electronic file can be viewed by all parties 
involved; confidentiality is maintained using electronic 
access rights centrally managed by a BDPME 
administrator. Once the file is complete, commercial 
banks decide themselves whether to commit or they can 
also ask for the backing of the BDPME as a consequence 
of pre-established delegation agreements: these 
agreements, signed with all banks, detail the conditions 
that need to be met to secure the BDPME’s involvement. 

Another issue that needed to be addressed in addition to 
minimising the risk was minimising distribution costs. To 
that end, SME support networks have been associated to 
this initiative in two ways. Firstly, they have been given 
financial incentives to promote the SUL to their clients. 
There are currently several hundred points of distribution 
(in local banks) for the SUL in the whole country. And, 
secondly, on top of promoting this loan, they kept doing 
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their own business, i.e. providing support and advice. As 
a consequence, the SMEs that have benefited from a 
SUL are much more connected with support networks: 
roughly 25 per cent of SUL-financed SMEs go through a 
support network. By comparison, on average, only 10 per 
cent of start-ups in France seek the assistance of a 
support network.  

After three years, much has been learnt from this 
experience. The main findings are that: partnerships 
between public development banks and private 
commercial banks are critical; the use of collaborative 
information technologies drives processing costs down; 
involving SME support networks boosts distribution and, 
in turn, allows for more support to SMEs. 

However, the French case is far from being an isolated 
experience. In western Europe, Finland and Germany in 
particular have also launched specific start-up loan 
programmes. Nevertheless, the Finnish micro-loan, 
managed by Finnvera PLC, and the German StartGeld, 
managed by Deutsche Ausgleichsbank – DtA, are quite 
different from the French SUL model, mainly due to 
differences in the financial systems of these countries. In 
the UK, government intervention to facilitate SME 
financing has traditionally been limited.  However, 
following a recent analysis10, the creation of Small 
Business Investment Companies (SBICs – following the 
American model) is under serious consideration. The UK 
SBIC programme would aim at “bringing more 
‘entrepreneurial investors’ into the management of funds 
which specialise in making small, early-stage deals; 
offering incentives to make these investments; and 
enhancing the impact of “business angel networks”.11 

In eastern Europe and the former Soviet Union, many 
SME programmes are in place. The EBRD, in particular, 
has focused on fostering entrepreneurs in all of its 
programmes across the region. “To encourage new start-
ups or to help smaller businesses to expand, the EBRD 
used a variety of tools, such as credit lines, equity funds 
and micro-lending programmes, to provide loans through 
financial intermediaries, from as little as €50”.12  The 
EBRD has also provided direct management assistance 
to SMEs through the Turnaround Management Group and 
through training programmes on small loans for local 
banks.13  

Most governments have also designed a specific SME 
policy. In Romania for example, the government set itself 
targets in 2001 to be reached by 2004: to create 760,000 
jobs in SMEs, increase their exports by 10 per cent every 
year and boost their share in the contribution they make 
to the country’s economic growth.14 Two public guarantee 
funds have been created along with a micro-finance bank, 
MCR. In May 2001, the average amount of micro-loans 
was €6,500 and only 0.5 per cent had a delay in 
repayment of more than 30 days. Another example is 
Poland where, following the creation in 2001 of the Polish 

Agency for Enterprise Development, the Regional 
Financing Institutions offer grants for initiatives that 
promote enterprise development and SME finance.15  

In a context where SMEs are key to all European 
economies and, at the same time, face various difficulties 
in accessing finance, the benchmarking of policies in this 
field is extremely valuable. The creation of the French 
SUL has benefited from many years of experience in 
SME policy in that country. It could prove to be a source 
of inspiration to other countries seeking to further the 
development of SMEs, including in particular the 
transition countries of eastern Europe and the former 
Soviet Union. 
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Taking small businesses seriously: a look 
at the Taiwanese experience
This article looks at the legal and policy framework for promoting small and 
medium-sized enterprises (SMEs) in Taiwan over the last fifty years. As trade and 
investment relations between transitional economies in eastern Europe and Central 
Asia become closer, the Taiwanese experience may provide useful economic policy 
insights in SME-sector management for policy makers in transition countries.1  

The people of Taiwan have transformed their country 
from an isolated agrarian society in the 1950s into a 
vibrant, globalised, and industrialising economy with a 
strong high-tech sector at the beginning of the 
twenty-first century.2 This island democracy has also 
managed to maintain equitable levels of income and 
wealth distribution. How were these results achieved? 
The promotion of SMEs has been a key component in 
Taiwan’s success. The overwhelming majority of 
approximately one million companies in a country of 23 
million citizens are SMEs, forming the Mittelstand3 or 
“middle class” of the Taiwanese economy. The Asia 
Pacific Economic Cooperation Forum (APEC) has 
acknowledged Taiwan's achievement in nurturing 
SMEs.4 

A market-friendly legal system 

The point of departure is the need for a market-friendly 
legal system, which effectively protects property rights 
and enforces contracts. Taiwan followed the European 
continental civil law tradition. Its Civil Code and 
commercial laws had been on the books in mainland 
China since the 1930s. Therefore, when the Nationalist 
government went to Taiwan in 1949, it brought a 

well-established legal 
system to the island, a 
fact whose importance 
cannot be underestimated. Private entrepreneurs and 
SMEs would be more hurt by a deficient legal framework 
than well-connected corporate tycoons with access to 
political power.5 
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Throughout the last fifty years, courts in Taiwan have 
been able to effectively protect the property and 
contractual rights of business entities. There have been 
complaints about backlogs and delays in judicial 
proceedings, and Taiwan's judiciary has formally 
embarked on a path of judicial reform. Nevertheless, the 
codes and courts, as well as the property registration 
system, have laid the foundation necessary to resolve 
commercial disputes and attract foreign and domestic 
investment. 

When societies evolve, legal systems should also 
evolve in order to meet new challenges and demands. 
The law against counterfeiting provides an example of 
this evolution. Even like many other industrialised 
countries, Taiwan is not free of piracy activities. 
Although the developing intellectual property regime has 

Taiwan and the countries of eastern Europe and the CIS: a few comparative remarks 

Unlike countries of the former Soviet block, Taiwan has virtually no natural resources.  As a result, Taiwan has 
significantly focused its development on education. Taiwan also has essentially only one ethnicity in its demographic 
composition. This potentially simplifies internal transactions. 

Whereas most of eastern Europe and the former Soviet Union were industrialised before World War II, Taiwan had an 
agrarian economy until the 1960s. 

Another fundamental difference is that Taiwan has never lived under a socialist regime.  There is a state sector, but its 
representation in the entire economy has been maintained at a manageable level, through privatisation and expansion 
of the private sector over time. 

As with the countries of eastern Europe and the CIS, Taiwan has enjoyed abundant manpower during its economic 
takeoff phase. Eastern European economies also share the same Civil Law tradition with Taiwan 



 

not matched the protection accorded to tangible rights, 
the situation started to change in the 1980s for two 
reasons. 

First, Taiwan had to react to pressures from trading 
partners abroad by amending its IP laws and improving 
the enforcement mechanisms against infringements. 
The Fair Trade Law, which prohibits unfair competition, 
came into force in 1992 while courts and prosecutors 
began to interpret counterfeiting as a form of egregious 
economic crime.  

The second and more important reason is that Taiwan 
began to foster the growth of the knowledge-based 
industry in the late 1970s, beginning with high-tech 
manufacturing and later focusing on higher value-added 
information technology products like printed circuit 
boards, chips, personal computers, and peripheral 
equipment. Taiwan could not have developed the 
high-tech sector without strengthening at the same time 
its intellectual property protection.  In other words, 
Taiwan saw the wisdom of intellectual property laws and 
"internalised" the external pressure to protect those 
rights. 

Why is this evolution in the legal and economic 
framework important to SMEs? The answer is simple - 
SMEs can become powerful companies later and should 
receive proper training while they are young and 
inexperienced. When Taiwan's economy began to 
transform in the late 1980s because of increasing labour 
and land costs, SMEs could not survive without 
adapting. One form of adaptation, discussed below, was 
start-up companies gaining access to venture capital 
and moving into the higher value-added sector. In this 
sense, intellectual property protection was not only 
desirable but essential for the expansion of Taiwanese 
SMEs. 

Government support 

As Taiwan's economy began to take off in the 1960s, its 
growth pattern was highly correlated with an increasing 
emphasis on the creation of a favourable climate for 
SMEs. 

In 1966, the government of Taiwan set up the first task 
force to support SMEs. Foremost among its objectives 
was to establish financing and revolving credit facilities 
for SMEs. In 1981, the Ministry of Economic Affairs set 
up an SME department to formally carry out SME policy 
formulation and implementation. In 1993 the Statute for 
the Development of Small and Medium Enterprises was 
enacted, and in 1997 a constitutional amendment 
authorising the government to support start-up 
companies and protect their development was 
adopted.6 

The time gap of more than a quarter of a century 
between forming the SME task force in 1966 and 
enacting the SME Statute in 1993 illustrates a common 
phenomenon in developing economies - informal 
directives issued by government agencies, rather than 
formal legislative enactments, played an important role 

during this formative period.   

Low entry and operating costs 

The two most popular forms of business organisations 
under Taiwan’s company law are a company limited by 
shares (equivalent of the German Aktiengesellschaft) 
and a company with a limited liability shareholder 
(equivalent of the German GmbH). Many SMEs in 
Taiwan opt to incorporate themselves as companies 
limited by shares for image, tax and future stock listing 
reasons. 

As with other civil law countries, these companies must 
have a minimum amount of capital paid in by 
shareholders.7 Paid-in capital requirements fixed by the 
government can act as barriers to entry. Therefore, in 
recognition of entrepreneurial initiative and in an effort to 
foster economic development by encouraging 
investment, the Taiwanese government chose not to 
place the minimum capital requirements at high levels. 

Instead of acting as a barrier, paid-in capital 
requirements in Taiwan have been used to offer tax 
incentives for certain manufacturing activities.  This 
arrangement clearly reflects the government's industrial 
policy to encourage economies of scale for selected 
products and activities. In general, when such tax 
incentive programmes are being planned, the 
beneficiary industry has the opportunity to discuss with 
the Industrial Development Bureau the optimal eligibility 
rules, such as the corresponding minimum capital 
requirement. 

In theory, the purpose of imposing a minimum paid-in 
capital requirement is to provide a protective cushion to 
creditors in the event of insolvency. In reality, however, 
the Ministry of Economic Affairs, which enforces the 
provisions of the company law, has not even made 
inflationary adjustments to the required minimum for the 
last two decades. In other words, in real monetary terms 
the Ministry of Economic Affairs has been continuously 
reducing the minimum capital requirement and hence 
the market entry barriers, thereby promoting SME 
growth and expansion.   

Open and externally-orientated economy  

Globalisation and an active World Trade Organisation 
have contributed to the opening up of national 
economies on a scale unknown in the early 1960s, 
when Taiwan began to promote its SMEs. However, 
Taiwan has persistently adhered to market-friendly 
policies of great importance to SMEs, such as 
facilitation of export financing, creation of 
export-processing zones and providing trade 
information and related support to exporters. 

Because of this strong export promotion policy, 
Taiwan's SMEs became internationally competitive. 
Initially, Taiwan’s SMEs could not compete with bigger 
domestic firms on the domestic market. However, export 
markets gave them the opportunity to globalise early on, 
although at the very low value-added end and only for 
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processing contracts. When the domestic market 
(including the importing regime) began to open up in the 
late 1980s, Taiwan’s SMEs were well-positioned to 
expand rapidly. 

It is impossible to empirically demonstrate what the 
impact of earlier domestic liberalisation on SMEs would 
have been. However, a fair guess would be that SMEs 
would have been even more competitive in the long run. 
The sooner a country opens up its domestic market and 
removes restrictive and sector-specific laws and rules 
that are anti-competitive, the easier it is for SMEs to 
adapt and expand in the future. 

The banking system 

Until the early 1990s, the government exerted tight 
control over the banking sector. Most deposits and 
loans outstanding were held by state-run banks. While a 
system organised by the state offered stability, this was 
at the expense of efficiency.  SMEs found it difficult to 
obtain financing because state-run banks relied 
predominantly on asset-based lending.  Collateral was 
preferably real estate (and stocks and bonds since the 
1970s), as well as personal guarantees by directors of 
corporate borrowers, including SMEs. Therefore, SMEs 
often had to rely on the informal market to cover their 
financing needs. 

In response, the government of Taiwan set up a credit 
guarantee fund for SMEs in order to alleviate their 
problems in gaining access to bank credit. The fund has 
suffered financial losses, which in practice can be 
viewed as subsidies to an SME lending pool. Currently, 
there is a plan to impose more discipline on SME 
borrowers, so that those receiving loans and credit 
guarantees from this fund will also receive technical 
consultation, a form of mandatory venture capital 
training. 

In an effort to address, at least in part, the issue of the 
informal economy, a provision in Taiwan's company law 
requires companies with a certain level of paid-in capital 
(as set forth and updated by the Ministry of Economic 
Affairs) to retain external auditors to certify their financial 
statements.8 In addition, the financial accounting law 
requires businesses of a certain size to set up an 
accounting system that meets minimum integrity 
standards.9 Even though there is still much room for 
improving the corporate governance regime in Taiwan 
today, professionals, such as certified public 
accountants, have been designated as gatekeepers in a 
private-sector driven economy.  

The most important measure, however, was the banking 
law reform in 1989 and the liberalisation of the banking 
system in the 1990s. Overall, service quality in the 
banking sector has improved, and there is now less 
need to rely on the informal sector as a source of 
financing. 

Functioning and efficient capital markets 

Taiwan began to develop its capital market in the early 

1960s. However, due to concerns about speculations 
and the lack of capital market spirit in the population 
until the late 1980s this capital market was not efficient; 
few firms were listed, and liquidity was low. This 
situation started to change dramatically during the mid- 
to late 1980s, as more firms sought listing to gain 
access to public funds, and the banking sector began to 
witness the direct access of companies to capital 
markets. 

There are now more than 1,000 firms listed on the 
Taiwan Stock Exchange and the GreTai Securities 
Market. Most of them trace their humble beginnings to 
an SME10. In 2002, Taiwan's listed companies raised 
substantial funds from abroad, attracting the heightened 
attention of the investment banking community in Asia. 
Taiwan's securities and exchange law has also evolved 
in the last three decades to meet the needs of firms 
raising funds. 11   Strengthening the corporate 
governance regime of family-controlled listed firms is the 
present challenge facing Taiwan's Securities and 
Futures Commission.12 

Promoting high-tech start-ups and venture capital 

In the early 1980s, Taiwan's government began to study 
and implement the venture capital experience of the 
United States. It then brought in venture capital (VC) 
firms like Hambrecht & Quist and Walden. The 
Chiaotung Bank, the China Development Investment 
Corporation (now an industrial bank), and the 
Development Fund began to offer venture funding to 
scientists and engineers. Many of them were trained in 
the West and had worked for global companies such as 
IBM, Intel, HP, and Xerox but wanted to set up their own 
business, either in Silicon Valley or in Taiwan's Hsinchu 
Science Park. 

These government efforts have spawned a vibrant VC 
industry in Taiwan, and the members of the Taiwan 
Venture Capital Association consider themselves to be 
representatives of the most active VC environment 
outside the United States, even though in dollar 
amounts Taiwanese VC firms may not be the 
best-funded ones. In essence, the VC industry was 
created because the government introduced specific 
rules to encourage VC funds to be set up (as companies 
limited by shares, for the reasons mentioned above). It 
also offered tax credits for investments in high-tech 
companies or VC funds. 

The emergence of the capital market and the maturity of 
the Hsinchu Science Park, both of which occurred in the 
1980s, provided a strong base (and an interesting exit 
alternative for founders) for start-ups and VC funds. The 
timing of these policies made good sense within the 
context of Taiwan’s development model. In addition, 
even though Taiwan's corporate and securities laws are 
rigid, entrepreneurs and VC firms were able to use the 
low transaction cost and the cluster effect of locating 
start-up firms close to one another to draft flexible 
contracts.  In this way, they were able to achieve an 
efficient vertical division of labour in the relevant 
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segment of the global high-tech industry. 

Tax reform and alleviation of double taxation 

Through its tax collection power, the government is an 
important stakeholder in SMEs.  When Taiwan began 
its economic development, it was tempted to impose 
high import duties and domestic taxes. However, 
economists in Taiwan have long argued that such a 
policy would foster the informal sector and skew work 
incentives.13   

In the mid-1980s, Taiwan amended its business tax law 
and implemented a value-added tax system that 
reduced double taxation in the consumption of goods 
and services. In 1998, Taiwan amended its income tax 
law and implemented an income tax integration plan. As 
a result, corporate income taxes will be used to offset 
individual income tax liabilities, and double taxation of 
income has been reduced. Generally speaking, these 
tax reforms are favourable to SMEs as they have 
decreased the overall tax cost of their business. 

Labour mobility and incentives 

One of the factors contributing to the success of 
Taiwan's SME sector is labour mobility.  Until the 
mid-1980s, labour laws did not inhibit economic growth. 
It must be pointed out that martial law was enforced in 
Taiwan until 1987, and labour unrest was frowned upon.  
Economists in Taiwan have conducted empirical studies 
to demonstrate that over the decades wage levels in 
Taiwan have risen at a pace commensurate with 
economic development.  Indeed, Taiwan's SMEs are 
renowned for the entrepreneurial spirit of their 
employees, who often see themselves as "big fish in a 
small pond" with the objective of setting up their own 
business one day. 

Anecdotal evidence suggests that covenants “not to 
compete” were rarely imposed on former employees in 
the past and have received heightened judicial scrutiny 
since becoming more popular in the high-tech sector in 
recent years. 

Taiwan's company law also requires that the articles of 
incorporation of each company set forth a voluntary 
percentage of net income after tax to be used as 
employee bonus.14 Such bonuses may be paid in stock, 
and this practice has become very popular with 
high-tech start-ups and listed companies. In addition, 
Taiwan's company law also requires the company to set 
aside at least 10 per cent of any cash offering for 
subscription by employees so that they can become 
owners.15 

During the early years of Taiwan's economic 
development, these bonus and share offering schemes 
reflected a laudable desire to improve labour welfare. 
They were also intended to make employees minority 
shareholders in the firm as a remedy to the "agency 
cost" problem posed by the theory of the firm.16 On the 
other hand, these indigenous efforts also suggest that 
Taiwan's corporate law could not afford alternative tools 

to achieve this goal. In recent years, the company law 
and the securities and exchange law have been 
amended to allow stock options and treasury shares, so 
that employee ownership can be achieved in ways that 
conform more closely to standard international 
practices. 

On the other hand, the labour standards law, enacted in 
1984 largely for the manufacturing sector and now 
applicable to essentially all businesses, is viewed as 
imposing too much rigidity on the employment market. 
Although the law creates pension fund and severance 
payment obligations on the part of the employer 
following a defined benefit plan model, many SMEs 
have underfunded their liabilities. Currently, Taiwan is 
considering proposals to switch to a defined 
contributions plan model and to allow pension 
portability. 

Conclusions 

By all accounts, Taiwan’s economic development model 
has been a success, and SMEs constitute one of its 
integral elements. As this article highlights, laws, rules, 
agencies, and policies (constituting what some 
economic historians like Douglass North call 
"institutions") 17  have to a large extent shaped the 
strengths and weaknesses of the SME sector in Taiwan. 
The more adventurous Taiwanese SMEs have become 
major investors in China and Southeast Asia. Taiwan's 
experience in promoting SMEs could be a useful tool for 
policy makers and private firms in eastern Europe and 
the former Soviet Union in their continuing efforts to 
encourage and develop their domestic SME sector. 

 

Author details 
Lawrence S. Liu 
Partner, Lee and Li, Attorneys at Law 
Professor of Law Soochow University 
Taipei 
Taiwan 
Email: lawrenceliu@leeandli.com 
 

                                           
1 At the same time, the differences in the local conditions need 
to be recognised and any comparison between 
post-communist economies and Asian models should be 
viewed as an approximation and subject to further studies. 
Regarding trade, although Taiwan’s investment in eastern 
Europe and Central Asia is insignificant at present, bilateral 
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4 See "Strengthening an APEC entrepreneurial society", APEC 
SME Ministerial Statement (2003); "Expanding the benefits of 
cooperation for SMES", APEC SME Ministerial Statement 
(2002). 
5 See Lawrence S. Liu and Tain-Jy Chen, “The role of law and 
legal institutions in Asia economic development: the case of 
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Taiwan, patterns of change in the legal system and 
socio-economic development” Harvard Institute of International 
Development, Working Paper No. 663 (1998). 
6 Constitutional Amendment, art. 10 (3). 
7 Company law of Taiwan, art. 156. 
8 Id., art. 20. 
9 Art. 9, 79. 
10  One example is Acer, Taiwan's premier information 
technology company founded in the early 1980s. 
11 Art. 22. 
12 See Lawrence S. Liu, “Law and political economy of capital 
market regulation in the Republic of China on Taiwan”, Journal 
of law and policy in international business, Vol. 28 (3), pp. 
813-856 (1997). 
13  See, for example, Sho-chieh Tsiang, Lessons from the 
economic development of Taiwan (in Chinese), pp. 284-309, 
Commonwealth Publishing Co., Taipei, Taiwan (1985). 
14 Art. 235. 
15 Art. 267. 
16 See, for example, E. Fama, "Agency problems and the 
theory of the firm," Journal of political economy, Vol. 88, pp. 
288-307 (1980); M. Jensen and W. Meckling, "Theory of the 
firm: managerial behavior, agency costs, and ownership 
structure," Journal of financial economics, Vol. 3, pp. 305-360 
(1976). 
17 D.C. North, Institutions, institutional change and economic 
performance, Cambridge University Press (1990). 
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