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Legal reform agendas in ETCs
To help seven of the poorest countries in the region in their transition process, the
EBRD has developed, with the help of the international community, the ‘Early
Transition Country’ (ETC) initiative. This initiative offers assistance to Armenia,
Azerbaijan, Georgia, the Kyrgyz Republic, Moldova, Tajikistan and Uzbekistan.
More than 50 per cent of the population in these countries lives in extreme poverty.
The issues facing these countries, while not identical, have important similarities.
The ETCs face political and economic instability, and must find solutions to their transition challenges. The ETC
initiative emphasises private-sector investment, particularly improvements to banking services for micro, small and
medium-sized businesses. The initiative also promotes investment in public services, such as water, heating, power and
transport.
Over the past decade, progress towards transition in ETCs has not led to social reform (as experienced in the more
advanced economies of central and eastern Europe). Growth in the domestic market has been limited, access to world
export markets remains a challenge and local infrastructure needs upgrading. Furthermore, good governance, both
public and private, is still a concept in its infancy.
To move forward, these seven countries need to increase their levels of financial intermediation and strengthen their
regulatory environments. The prospect for sustained growth and poverty reduction over the medium term will depend
critically on each ETC government’s ability to implement structural reforms. In particular, each country must ensure that
any acceleration of growth translates into reduced poverty and improved living standards. In addition, corruption needs
to be tackled and governance improved.
Without the rule of law, economic growth and poverty reduction can be neither sustainable nor equitable. To encourage
investment flows, laws and legal institutions must provide an environment conducive to economic activity. This requires
an independent and effective judiciary and enforceable laws which protect human rights.
This issue of LiT online focuses on the legal reform agendas in ETCs. The articles cover a range of topics, from
insolvency reform and small and medium-sized enterprise (SME) financing to anti-corruption measures. It also includes
a discussion on some of the legal issues encountered in Azerbaijan and Georgia in connection with the Baku-TbilisiCeyhan (BTC) pipeline project.
More generally, this edition provides an overview of some of the legal issues which must be tackled to ensure the ETC
initiative meaningfully supports further economic growth and development. Through its Legal Reform Programme, the
EBRD is fully committed to supporting the legal and institutional aspects of the ETC initiative, and to creating a better
living environment for the people of the region.

Focus on early transition
countries (ETCs)

Autumn 2004

Acknowledgements

General Counsel of the EBRD
Emmanuel Maurice

Co-Editors-in-Chief
Gerard Sanders, Michel Nussbaumer.

Focus Editor
Véronique Allarousse

Production Editor
Tabitha Sutcliffe

Support
Irena Dajkovic, Dimitry Gavrilin, Angela Hill, Anthony Martin, Anna Sidorowicz, Bryan Whitford.

Law in transition is a publication of the Office of the General Counsel of the EBRD. It is available in English and Russian. The editors
welcome ideas, contributions and letters, but assume no responsibility regarding them. Submissions should be sent to Michel
Nussbaumer, Office of the General Counsel, EBRD, One Exchange Square, London EC2A 2JN,United Kingdom; or
nussbaum@ebrd.com.
The contents of Law in transition are copyrighted and reflect the opinions of the individual authors and do not necessarily reflect the
views of the authors’ employers, law firms, the editors, the EBRD’s Office of the General Counsel or the EBRD generally. Nothing in the
articles should be taken as legal advice.l Moffatt

Making legal transition work in ETCs
The early transition
country (ETC) initiative1
was launched in April
2002
to
stimulate
market activity and
address
poverty
in
Armenia,
Azerbaijan,
Georgia, the Kyrgyz
Republic,
Moldova,
Tajikistan
and
Uzbekistan.
The
initiative is part of an
international effort by
bilateral
donors,
neighbouring
countries
Véronique Allarousse,
and four international
Senior Counsel, and
Team Leader, EBRD
financial institutions (the
IMF, the World Bank,
the Asian Development
Bank and the EBRD) to assist the poorest countries of
the region.
These seven early transition countries have
experienced severe declines in income since the breakup of the Soviet bloc. In addition, each country’s
private sector has remained weak and the institutional
frameworks that support successful economic
development have been slow to develop.
As natural resource wealth and geopolitics raise this
region’s profile on the world stage, the successful
implementation of this initiative is vital. Legal transition
plays a critical role, providing the foundations on which
wider reforms can be constructed.
Objectives of the ETC initiative
The ETC initiative proposes a renewed partnership
between the early transition countries and the
international community. It acknowledges that the
international community underestimated the extent of
disruption caused by the break-up of the Soviet Union
and underestimated the time needed to build
institutional capacity and implement reforms.
While emphasising that the ETCs themselves bear
primary responsibility for their own development, the
initiative envisages that the international community will
assist these countries enhance their economic growth
and reduce poverty2 through greater ownership of
reforms. The initiative aims to:

•

improve the business and investment climate,
especially for small and medium-sized
enterprises
(SMEs),
reduce
spending
distortions, maintain macroeconomic stability
and push structural reforms forward;

•

increase knowledge and partnership support
through seminars and events which advise
ETCs on how to develop reforms;

•

foster regional cooperation among ETCs,
especially in the areas of trade, transport and
energy; and

•

provide
additional
support
from
the
international community through debt relief (if
needed), greater access to Western markets
and
concessional
financial
assistance
(including grants).

Political and constitutional background
All of the ETCs lack a clear focus or agreed objective
for transition and this makes reforming their political
and legal environment a challenge. In central and
eastern Europe, the prospect of membership to the
European Union has provided a major impetus to
continued reform. (The adoption of the complex rules,
procedures and institutional structures of the EU’s
acquis communautaire has constituted a striking
example of “legal transplantation”.) In contrast, the
ETCs are still seeking to define their own identities
separate to Russia, Europe, the United States, Asia
and one-another.
Geo-political events close to home have at the very
least complicated the process in ways not experienced
in central and eastern Europe. The former Soviet
republics in Central Asia and the Transcaucasus region
have had to respond to the situations in Afghanistan
and Iraq and the resulting implications for international
politics. Internally, the prolonged civil conflicts in
Nagorno-Karabakh, Abkhazia and South Ossetia,
Transdniestria and Tajikistan are examples of the
complex political background within which transition is
taking place. As a result, the existing deficiencies in the
ETC legal and judicial regimes have to be analysed and
understood within the context of the special situations
created by the post-Soviet political and economic
legacy.

All ETCs have adopted constitutions that guarantee
democracy, fundamental rights and separation of
powers between the executive, the legislative and the
judicial branches of government. The implementation
of these provisions, however, has been marked by
weaknesses and failures.

Economic progress, legal transition and individual
rights: the need for an integrated approach
Legal transition in ETCs broadly corresponds with the
level of economic and democratic progress made by
each country. Sustainable improvements in the ETCs’
investment climates will only be achieved if economic
and political advances are matched by a commitment to
legal and judicial reform and institution building (see
Chart 1).

In most cases, the constitutional system vests the
executive with substantial power, largely unchecked by
the judiciary. (Presidential power often extends to the
appointment and dismissal of judges.) Elections do not
always meet international standards for transparency
and fairness, an issue which has been repeatedly noted
by OSCE observer delegations and other monitoring
groups. Wider political freedoms are not fully
recognised or protected and there is a lack of political
commitment to improve legal institutions. In addition,
corruption is deep and pervasive.3 In the domain of
human rights, campaigning organisations have reported
violations of fundamental freedoms in all ETC
countries.4 Businesses rank corruption as one of the
top five obstacles to doing business.5

A political system characterised by weak and ineffective
courts, subject to corruption and pressure from the
executive, has profound implications on the direction
and pace of the transition process.
In such an
environment, the courts cannot be relied upon to
enforce contracts or determine disputes impartially,
particularly where one of the contractual parties is the
state.
An inadequate court system is a key indicator of wider
issues within a country’s institutional system. Without
transparent legal rules enforced by a competent and
independent judiciary, the costs of investment rise and
economic growth prospects decline.6

Chart 1: Relationship between economic and legal transition
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Source: EBRD Legal Indicator Survey 2002 (commercial laws only); EBRD Transition Report 2002, Table 2.2.
Note: Indicators along each axis range from 1 (little progress) to 4/5 (substantial progress).

A comparison between ETCs and central and eastern Europe reveals significant differences between the stages of
economic, legal and political transition in the two regions. It reinforces the interdependence among the three pillars of
transition (democracy, economics and law) and highlights the need for an integrated approach to reform. Experience in
the EBRD countries of operations suggest that the degree of respect for personal freedoms and advancements in
commercial law reform progress or regress hand-in-hand (see Chart 2).
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Chart 2: Relationship between personal legal rights and legal transition
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Source: EBRD Legal Indicator Survey 2002 (commercial laws only); Freedom House: Freedom in the World 2002.
Note: Legal transition is measured on a scale from 1 (little progress) to 5 (substantial progress).

There are positive correlations throughout the region between personal freedom and sound commercial law, and legal
transition and overall economic progress. Given this, it is reasonable to expect that the future success of the transition
process in the ETCs should depend in part on enhancing the quality of the courts and their ability to effectively protect
political and economic rights (see Chart 3).

Chart 3: Relationship between personal legal rights and economic transition
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The position is not static. Over the period 1999-2003, business environment perceptions have improved in most of the
ETCs, particularly access to finance, the judiciary, control of corruption and rule of law. They are generally equal with
other CIS countries, but significantly less positive than for the new EU members from central and eastern Europe.7
Commercial law quality in ETCs
A general assessment of the normative laws in ETCs demonstrates that they do not yet fully comply with international
standards. The EBRD regularly assesses the legal sector within its countries of operation, in particular reviewing the
quality of commercial laws.8
Extensiveness
By comparing the “laws on the books” with a checklist of questions reflecting international practice, the Bank has been
able to pin-point sectors (such as corporate governance, insolvency and concessions) where legislative reform is
particularly needed. Contrary to pre-conceived ideas, however, the law on the books (also referred to as “extensiveness”)
is sometimes comparatively better in ETCs than expected. For example, Moldova and Armenia scored well in the 2003
EBRD Corporate Governance Assessment, achieving “high compliance” with international standards (the OECD
Principles of Corporate Governance).

Map 1: Quality of corporate governance legislation in the EBRD’s countries of operations

Source: EBRD Corporate Governance Sector Assessment 2003
Note: The various categories represent the level of compliance of a given country’s legislation (the “laws on the books”) with the
international standards set out in the OECD Principles of Corporate Governance.

Good comparative performance, which is partly attributable to international technical cooperation programmes, does not
however mean the laws are perfect. There is still room for improvement in a number of specific areas. Chart 4 shows
the quality of corporate governance legislation in Armenia and Moldova and highlights areas requiring improvement (for
example, the protection of shareholders rights in Moldova and the rules on responsibilities of the board in Moldova).

Chart 4: Legal compliance in core areas of corporate governance legislation –
Armenia and Moldova (2004)
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Note: The extremity of each axis represents an ideal score, corresponding to OECD Principles of Corporate Governance. The fuller the
‘web’, the more closely the corporate governance laws of the country approximate these principles

Effectiveness
Implementation of laws (also referred to as “effectiveness”) remains a serious concern throughout the EBRD countries of
operations and even more acutely in the ETCs. A comparison of the quality and effectiveness of insolvency legislation,
demonstrates the noticeable gap between the two (see Chart 5). This difference has been commonly referred to as the
“implementation gap”, i.e. the substantial challenge faced by most countries when implementing laws.
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Chart 5: Measuring the implementation gap for insolvency laws in the early transition countries
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laws in Tajikistan were available.
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The results from the 2003 Legal Indicator Survey show that all ETCs (with the exception of the Kyrgyz Republic) scored
very low in the three dimensions of the pledge enforcement procedure. These dimensions are the amount that can be
recovered, time necessary for perfecting the enforcement, and complexity of the applicable procedures. This result
confirms the need for radical improvements in the underlying institutions (in particular, courts and bailiffs).
Chart 6: Enforcement of charged asset by country – time, amount and simplicity scores
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Source: EBRD 2003 Legal Indicator Survey
Note: Ratings for each dimension range from 0 (worst) to 10 (best). No data available for Tajikistan. The score for Hungary has been
included for comparison purposes.

Legal transition projects
The EBRD Legal Transition Programme continues to provide assistance funded by grants for the drafting of laws on
bankruptcy, company law and corporate governance, concessions, secured transactions and telecommunications. The
tables below show a detailed list of legal transition projects completed or initiated after January 2000 in the ETCs
sponsored by the EBRD.
Armenia
Project title

Project description

Status

Telecommunications
Regulatory Development
Programme

EBRD assistance enabled the Armenian government
to establish an independent regulatory agency to
control the incumbent operator and ensure compliance
with its license.

Completed
30/07/2001

The EBRD provided a comparative analysis of the
regulatory authorities in four other countries and
presented the telecommunications policies and overall
telecom legal frameworks in these countries.
The project concluded in July 2001 following
completion of a regulatory package, including a draft
law establishing the independent regulatory agency.
(This law was drafted by the EBRD.) The project was
funded by EU TACIS.
Azerbaijan
Project title

Project description

Status

Legal advisory services
in connection with
drafting securities market-

At the request of the Azerbaijan State Committee for
Securities, the EBRD provided advice and assistance
in drafting two pieces of securities market legislation.

Completed
31/12/2001
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Project title

Project description

related primary law

These were a new Law on Joint Stock Companies
and a new Law on Securities. The project was
funded by the UK government.
The EBRD has offered to help establish a mortgage
registry in cooperation with the Ministry of Economic
Development (MED).

Mortgage registry

Status

Under
development

A mortgage registry will enable mortgages to be
registered over any type of property (including
buildings under construction) in a single register, and
ensure the information is fully accessible by the
public.
Should the project proceed, it will take place in
parallel with the on-going efforts of the MED in
developing a State Immovable Property Registry.

Insolvency law project

The scope, details and implementation of the project
are being discussed with MED.
Following meetings with local officials, the EBRD has
developed an outline for an insolvency project which
may include, among other things, training of
insolvency administrators and bankruptcy judges.

Under
development

Georgia
Project title

Project description

Status

Telecommunications
Regulatory Development
Programme (extension)
Telecommunications
Regulatory Development
Programme

The project developed a tariff/revenue model for
telecommunications and provided training. It was
funded by EU TACIS.
The EBRD assisted Georgian authorities to adopt a
modern telecommunications regulatory framework.
The framework is likely to attract private investment
and enable the overall development of the sector.

Completed
June 2002

Review of the banking law

Insolvency law reform

The EBRD assisted with the development of a policy
on universal access and interconnection issues. The
project was funded by EU TACIS.
The EBRD reviewed and provided commentary to a
draft report produced by a USAID-supported project
designed to amend the existing Georgian banking law.
This project was internally funded.
The EBRD has developed an outline for an insolvency
reform project in Georgia. This will be a two-phase
project involving comprehensive insolvency legislative
reform and training of judges and insolvency
administrators.

Completed
July 2001

Completed
30/04/2001
Under
development

Kyrgyz Republic
Project title

Project description

Status

Secured lending law

The EBRD assisted the Kyrgyz government draft a new
pledge law, which entered into force in May 1997. The
project was funded by the UK government.
The EBRD assisted the government with the signature,
ratification and accession to the New York Convention
on Recognition and Enforcement of Foreign Arbitral
Awards (1958).

Completed
31/12/2000

International commercial
arbitration law

Kyrgyz Telecom

The EBRD also reviewed and proposed amendments to
the draft Law on International Commercial Arbitration
for the Kyrgyz Republic. This project was funded by
the Japanese government.
The EBRD is currently considering a project which will
7

Completed
13/12/1999

Under

Project title

Project description

Status

assist ongoing reforms in the telecommunications
sector. Among other things, the project will assist with
the implementation of a modern framework for universal
access/service in the Kyrgyz Republic.

development

Project title

Project description

Status

Registration of pledges on
moveable property

The EBRD helped establish a registry of pledges for
moveable assets, as well as amend the 1996 Pledge
Law. A new Pledge Law was adopted in July 2001.

Completed
01/12/2002

Moldova

Assistance in developing
a secured transactions
law
Improving leasing
transactions related
legislation in Moldova

Due to changes in government and delays in the
decision-making process, the EBRD was not involved in
the establishment of the current registry. The project
was funded by the UK government.
In cooperation with GtZ, the EBRD assisted the Ministry
of Economy draft a new Pledge Law (enacted in 1996).
This law did not incorporate many of the features
recommended by the EBRD. The project was funded
by the UK government.
At the request of the Government of Moldova, the
EBRD is considering a project to improve the legal
framework governing leasing transactions in Moldova.

Completed
01/01/1997

Under
development

Tajikistan
Project title

Project description

Status

Telecommunications
Regulatory
Development
Programme
Assistance in
developing a secured
transactions law

The EBRD is assisting the Tajik authorities draft a
modern telecommunications law and establish a clear,
predictable and pro-competitive regulatory framework.
The project is funded by the Japanese government.
The EBRD assisted with extensive analysis of existing
secured transactions laws to identify necessary reforms
and the best methods of implementation. The Tajik
government has yet to act on the EBRD's
recommendations. The project was funded by the UK
government.

Phase II
currently under
development
Completed
01/11/2000

Uzbekistan
Project title

Project description

Status

Leasing Law Project

The EBRD provided advice to enhance the legal and
tax environment for leasing transactions. This
project was funded by the Japanese government.
The government of Uzbekistan has requested the
EBRD assist with the implementation of a clear and
predictable regulatory framework in the
telecommunications sector. This framework should
attract private investment, facilitate privatisation of
UzbekTelekom and enable the overall development
of the sector in Uzbekistan.

Completed
30/06/02

Telecommunications
regulatory
development

Under
development

Under the project, the EBRD will help strengthen
regulatory institutions, develop policy and implement
frameworks for universal service and tariffing. This
project is being funded by the government of Japan.
Source: OGC Legal Transition Programme, legal reform projects 1996-2004

The Autumn 2002 issue of Law in transition - Ten years of legal transition broadly detailed the lessons learnt from the
EBRD’s legal reform efforts in its countries of operations. As the EBRD’s approach to legal reform projects has
developed over time, attention has shifted from a focus on legislative reform to a combination of reform work, greater
8

implementation and legal institution building. This in turn makes legal transition assistance more complex and lengthy in
implementation.
Building legal institutions (pledge registries, independent regulatory agencies, etc.) and training staff require more
resources and a more intensive in-country effort. This is particularly true in ETCs where sustained educational efforts
are needed to ensure that the various interests and institutions involved in drafting, adopting and applying or enforcing
the proposed legal change are indeed made part of the reform process.9

Mortgage reform in Azerbaijan: The need for a bespoke approach10
In 1996, at the request of the Office of the President of Azerbaijan, the EBRD reviewed the provisions
relating to secured transactions contained in the draft Azeri Civil Code. The EBRD sought to facilitate
a consensus on the proposed law, and also provided some support in drafting the law.
When it became clear that the Civil Code would not be enacted quickly, the EBRD provided comments
to the National Bank of Azerbaijan on the existing 1994 Pledge Law. This law was revised in 1998 and
adopted some of the features suggested by the EBRD. However, a unified, single registry for charges
was not created, despite the new Civil Code (adopted in 2001) calling for such a registry.
In 2003, as part of a real estate investment project, the EBRD faced the issue of protecting its security
interest over real property assets. Discussions were held with the Ministry for Economic Development
(MED) on the implementation of the new Civil Code and on ways in which the EBRD could contribute.
The MED is responsible for operating a State Immovable Property Registry and plans to unify all
existing registries on immovable property (and possibly on movable property as well). The MED also
plans to computerise the data (currently in paper form), and clarify and review of the records to ensure
their authenticity. (Under the Azeri legal system, the State guarantees the accuracy of the data in the
Land and Immovable Property Registry.)
The task is particularly complex because in Azerbaijan (like in other ETCs) property registries are
scattered between various institutions. These include the:
•
•
•
•
•
•
•

Land Committee, which holds titles and all other rights over land,
Bureaus of Technical Inventory (locally operated in Baku, within the City of Baku Authority),
which holds titles and other rights on residential buildings,
State Property Registry (operated by the MED), which holds titles on State property and
issues titles over former state property,
AZAL, which handles aircraft registration,
State Traffic Policy (Ministry of Internal Affairs), which handles vehicle registration,
Caspian Shipping Company and/or SOCAR's department on monitoring of ports (which
handles registration of vessels related to the oil and gas industry), and
Ministry of Railway, which handles registration of trains, locomotives and other railway
vehicles.

As implementation of the proposed unified State Immovable Registry was likely to take considerable
time (probably three to five years), a phased approach was adopted to address the most pressing
priorities, including registration of mortgages.
After discussion with the Ministry, but also with other interested agencies, it was suggested that the
EBRD could play a limited but key role. The EBRD was asked to provide technical assistance in
developing a Mortgage Registry.
The result was the creation of a transaction-based register of record, the Mortgage Registry, which will
provide lenders with the ability to notify and publish their security rights. This does not address the
underlying issue of title over the property, which will only be addressed with the ultimate
implementation of the State Immovable Registry. Creditors still have to rely on the information
displayed in the existing title registries. In addition, they bear the risk that the debtor may not have
good title on the assets or that there may be conflicting claims over the asset. The Registry, however,
will guarantee the legality and priority of the registered mortgage.
The result is not perfect, but illustrates the need for a pragmatic approach to legal reform. It has
already become an aid to commercial investment. In a country with a booming real estate industry
(notably in Baku) and where existing institutions are in serious need of reform, the Mortgage Registry
enables transactions to take place in a predictable and transparent environment. In time, the other
institutions will be developed and the full range of legal measures implemented to register and protect
title over property.
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Lessons learnt – Future directions

civil communities, that legal reform is key to economic
and political progress;

Over the past ten years, much institutional change has
already taken place across the ETCs, yet legal reform
remains strong on the institutional agenda.
The
process is continuous and ongoing. As suggested
below, legal reform programmes and philosophies need
to be constantly re-considered or even challenged so
11
as to achieve better results.
●

•
•
•

Linking aid to performance

Part of the challenge of legal transition is to broaden
participation in, and enhance the legitimacy of,
legislative reform processes in the ETCs. For laws to
be legitimate and more importantly adhered to by the
relevant populations, input from representatives of
affected constituencies of the proposed laws should be
more systematically sought. Business lobbies, nongovernmental organisations and public advocacy
groups should be involved at the drafting stage and in
the various inter-ministerial working groups which are
usually set up for such purpose.

The conditionality of aid programmes (“aid” being
understood in its broader sense and therefore includes
both concessional and non-concessional financial
assistance) is an interesting albeit difficult aspect of the
aid delivery process. Many sovereign projects funded
by multilateral institutions, such as the EBRD, have an
element of legal reform conditionality, principally
relating to needed legal reforms in the particular market
or sector concerned.
For example, a new law reflecting standards that are
internationally acceptable may be required as a
condition of effectiveness of a sovereign loan. In
practice, such conditionality has often been interpreted
and applied flexibly. Sometimes, it may be that aid
could be more effective if conditionality were reinforced
and adhered to by the relevant lenders. This would
provide stronger incentives for compliance on the part
of the recipient countries.
●

Active public involvement, along with the legislative
process, is highly beneficial. It fosters public
understanding and ownership of the proposed laws,
ensures that they are suitable for the economic, social
and legal climate, and thereby facilitates subsequent
13
compliance by the public at large.
Although time-consuming, it would help reduce the socalled “implementation gap” which remains a noticeable
feature of all ETCs.

Increased cooperation among donors

Conclusion

Stronger coordination among donors (both multilateral
and bilateral) is needed if the benefits of improved
transition are to be unlocked fully.
One way of
achieving this would be for multilateral institutions to
reduce competition and duplication by focusing on
agreed strategic priorities. This has been achieved
successfully in connection with the Central Asia
Regional Economic Co-operation, with the ADB leading
the trade and transport facilitation work, the EBRD
concentrating on business climate and governance
issues, and the World Bank focusing on the
water/energy nexus.

Legal transition is not solely a tool for business
effectiveness. It is a key element within the wider social
and cultural process of building civil societies. It is also
helping to address the more immediate economic
issues highlighted by the ETC initiative. Challenges,
however, remain. Enhanced coordination between
international multilateral and bilateral donors, matched
by a real willingness on the part of participating nations
to engage in the process, should permit ETCs to obtain
the benefits already being achieved in other EBRD
countries of operations.

Building on the strengths of the ETC initiative, the
relevant multilateral agencies formulated a Central Asia
Regional Framework. This framework:
•
•

•

highlighting the complementarity and value of
each multilateral agency; and
launching increased collaboration with, and
financial support from, the donor community in
the area of legal reform.
Enhanced legitimacy

1

For further information relating to early transition countries
(ETCs) and the ETC initiative (also referred to as the CIS-7
countries and the CIS-7 initiative), as well as links to key
country documents and national web sites, see www.cis7.org.
2
World Bank, Making transition work for everyone: poverty
and inequality in Europe and Central Asia, 2000.
3
See Transparency International, Corruption Perceptions
Index, 2003. See also Corruption, the judiciary and the rule of
law, Miklos Marschall, Executive Director, Europe and Central
Asia, Transparency International Secretariat in this issue of LiT
online.
4
See political annexes to the EBRD country strategies for the
following countries: Armenia (2003), Azerbaijan (2002),
Georgia (2004); Kyrgyz Republic (2002); Moldova (2003);
Tajikistan (2003); Uzbekistan (2003).
5
EBRD/World Bank, Business Environment and Enterprise
Performance Surveys, 2002. See also World Bank,
Anticorruption in Transition 2, 2004.
6
World Bank, Doing business in 2004 - understanding
regulation.
7
IMF/World Bank, Recent Policies and Performance of the
Low-Income CIS Countries – An Update of the CIS-7 Initiative,
23 April 2004, p. 23.

offers a shared vision of regional issues and
ways to address them;
enhances the effectiveness of national
programmes
by
maximising
synergies
between regional objectives and national
assistance strategies; and
sets the basis for a dialogue between the
countries and their donors.12

A similarly targeted approach and unity of purpose
should be replicated if the legislative reform process in
the ETCs is to be truly meaningful. The adoption of a
legal reform framework among the relevant multilateral
agencies involved in the ETC initiative would have
several benefits. These include:
sending a clear signal of commitment to these
countries, their governments as well as business and
10

8

The full results of these assessments can be found at
www.ebrd.com/law.
9
EBRD, Transition Impact Retrospective – How the EBRD has
advanced transition, April 2001, pp.13-14.
10
The author would like to thank Frederique Dahan, Counsel,
EBRD for her contribution on Mortgage Reform in Azerbaijan.
11
Paul Hare, “Institution building in the CIS-7: The role of the
international community”, Heriot-Watt University (UK), paper
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Power sector reform in the ETC: Where now?
Introduction
A
crucial
part
of
reforming the power
sector in the ETC1
countries is the revision
of
the
legal
and
regulatory framework to
ensure
it
reflects
international
best
practice.
This article
examines
past
experiences of, and
suggests
future
approaches to, the
reform of the legal and
Edited by Irena Dajkovic,
regulatory
framework
Associate, Office of the
for the power sector in
General Counsel, EBRD
the seven ETCs2. The
article is the result of a survey of seven law firms based
in the ETC region – one from each ETC country - with
each of these firms sharing their views on specific legal
issues in their respective countries. These issues
include legal and institutional frameworks, tariffs and
licensing, together with implementation and further
reforms.

the future. To address this, the article suggests
transparency should be improved, in particular the
conditions for refusing a licence, and also over the
amount of licence fees – a particular issue for
Tajikistan.
The authors discuss the progress made in reforming
the power sector, and the major difficulties faced in
implementing these reforms. They suggest further key
reforms, including: resolving inconsistencies between
different
regulations;
strengthening
regulatory
independence
when
possible;
improving
the
transparency of the sector; and resolving the problem of
poor payment discipline.
All of the authors highlight the strategic importance of
power sector reform for their national economies and
point to the critical importance of their governments’
commitment to further reforms in that area.
A detailed analysis of the above issues in the relevant
countries follows.

Armenia

The article identifies overall progress in reforming the
ETC power sector, but also highlights the differing
approaches of the seven countries over the last ten
years. In some of the ETCs privatisation programmes
have been successfully implemented, while in others
the issue of whether to privatise at all is still much
debated.
Similarly, differing models of regulatory
authority (independent or government-linked) have
been chosen by the seven.
While there is a general tendency to increase tariffs to
reflect costs, collecting payment remains a challenge.
The article also suggests that in some countries, for
example Armenia, the transparency of the tariff setting
mechanism needs to be improved.
Licensing does not appear to be a major problem at
present in the ETCs, either because the power
companies are still largely owned by the state, as in
Uzbekistan, or because legal requirements are
perceived as fair and not burdensome, as in Moldova.
However, with an increase in private participation in the
power sector, licensing could become a larger issue in

Edith Khachatourian,
Partner, Senior
Associate, International
Legal Consulting, LLC

Suren Petrosyan,
Senior Associate,
International Legal
Consulting, LLC

Armenia’s power infrastructure has been in place for
more than a century. Due to Armenia’s geographic
location and natural climatic conditions, in particular its
rich water reserves and resources, hydro energy from
rivers has been used for over one hundred years.
During the Soviet times, a number of hydroelectric and
thermoelectric power stations (Hrazdan thermoelectric

power station, Yerevan thermoelectric power station),
as well as the Metsamor nuclear power plant were used
to supply power to various industrial sectors in Armenia.
In addition, strategic planning and scientific research
institutes in the energy sector were established.
In the early 1990s, due to the double blockade imposed
by Azerbaijan and Turkey, Armenia faced a chronic
energy shortage which dealt a serious blow to its
economy. Almost all of the enterprises that depended
on electricity for production were shut down. The
economic decline resulting from this energy crisis also
led to the deterioration of the power generation
infrastructure and the electricity distribution networks.
As a result, there was an urgent need to take steps
towards ensuring Armenia’s energy independence, by
implementing a number of institutional reforms to attract
private capital into the power sector, and by developing
a strategy for power sector privatisation.
In effect, the energy crisis faced by Armenia propelled it
to implement a vast range of legal and institutional
reforms in the power sector, and to transfer the control
over energy sector assets from government to private
management, establishing an independent board for
their governance.
Legal and institutional reforms
The first comprehensive legal act regulating the power
sector in the Republic of Armenia is the Law on Energy,
adopted on 9 June 1997 (the “1997 Law”).3 This law
sets out the legal, economic and organisational
foundation for state policy in the energy sector.
The Law regulates the relationship between the state
and commercial entities within the energy sector;
procedures for the setting of tariffs for electricity, heat,
and natural gas; the issuing of licences in the energy
sector; and the relationship between power suppliers
and consumers.4
On 7 March 2001 a new Law on Energy (the “2001
Law”) was adopted, which set out in more detail the
regulatory principles applicable to the energy sector,
such as the state policy in this area; the legal status,
authority and function of the state regulatory entity; the
basic principles for determining tariffs, their calculation
and application; and the procedures for the issuing of
licences to commercial entities operating in the energy
sector.5
Pursuant to both the 1997 and 2001 Laws, a number of
secondary legislative acts were adopted, mostly in the
form of decisions made by the Energy Commission.
These included the approval of model supply contracts
for the provision of electricity and heat, the format and
procedures for the submission of financial reports by
commercial entities operating in the energy sector, and
the regulations for the supply and use of electricity and
heat.
In parallel with these legislative developments, a
number of structural and systematic changes, mainly

aimed at the reorganisation of the state institutions in
the electricity sector, were implemented in preparation
for anticipated future privatisation.
Under a government decision adopted on 20 July 1998,
the electricity network systems were reorganised into
four closed joint stock companies: Northern Electricity
Network CJSC; Southern Electricity Network CJSC;
Central Electricity Network CJSC; and High-voltage
Electricity Network CJSC.6 Under further government
decisions the electricity networks for transmission and
distribution were separated.
On 10 June 1999, the government issued a decision to
privatise the electricity distribution companies via
international tender. Specific laws were adopted to
regulate the privatisation process, which took place
after the major regulatory reforms were implemented.7
The Armenian electricity distribution companies were
finally privatised in November 2002.
There still remains a number of entities in the energy
sector which are either fully or partially owned by the
state, although these are likely to be up for privatisation
in the near future.
However, looking at the
developments of the last few years, it is clear that the
Armenian government, with the aim of curbing largescale corruption in the energy sector, has implemented
great reforms and has been successful in reaching its
goal.
The regulatory entity
Until very recently, the 2001 Law defined the status of
the regulatory entity in the energy sector. However, on
25 December 2003, the Law on the Regulatory Entity
for Public Services (the “2003 Law”) was adopted,8
pursuant to which responsibility for regulatory issues in
the energy, water and telecommunications sectors was
given to the Regulatory Commission for Public Services
(the “Commission”). This new Commission itself
resulted from a merger of the Energy Commission
(established by the 1997 Law) and the Regulatory
Commission on Natural Monopolies (from the 2001
Law).
Based on this 2003 Law, the new Commission has five
members: the chairman, deputy chairman and three
others. The Commission’s members are appointed by
the President of the Republic, based on the Prime
Minister’s recommendation, on an annual rotational
basis for a five year term. The President, again based
on the recommendation of the Prime Minister, appoints
the Commission’s chairman and deputy chairman. The
Law also lists the specific grounds for early dismissal of
the Commission’s members, which is one of the most
important
guarantees
of
the
Commission’s
independence.
The authority of the Commission in the energy sector
includes:
•

setting regulated tariffs for electrical and
thermal energy and natural gas, for

2

transmission and distribution, the system
operator, services provided in the energy
market, and the maximum tariffs for electricity
and natural gas imports;
•

issuing licences for operations in the energy
sector;

•

overseeing compliance with licence conditions
and applying penalties in the event of licence
violations;

•

approving, rejecting or setting conditions for
purchase of the licensee’s shares, as well as
for the sale or transfer of any asset essential
to the provision of the services provided by the
licensed entity;

•

establishing rules of supply and use for electric
and thermal energy and natural gas;

•

approving the energy market rules and
establishing the model forms or mandatory
provisions for energy and natural gas supply
and services contracts to be executed
between the licensees and consumers.

The Commission also reviews the licensee’s investment
programme and adopts decisions on whether or not to
include the said investment, fully or partially, in the
future tariffs, together with setting quality requirements
for services provided to consumers.
Tariffs
The regulatory tariffs for electrical and thermal energy
and natural gas in Armenia are set and revised by the
Commission. The basic principles, pursuant to which
the tariffs are determined, are provided under Article 21
of the 2001 Law on Energy.
These principles are:
•

providing for compensation of justified
operation and maintenance costs, as well as
depreciation allowances for the fixed assets
and non-material assets essential for the
conduct of the licensed operation in
compliance with the licence provisions;

•

providing the opportunity for reasonable profit;

•

Inclusion of justified loan service costs;

•

establishment of differentiated tariffs for
customers dependent on the consumption
volume, requested capacity, season, time of
use, connection terms, type of service;

•

inclusion of justified and essential insurance
costs, costs related to compliance with
environmental norms, costs of the safe
keeping of nuclear fuel and requisite
allocations
to
the
Nuclear
Plant
Decommissioning Fund, costs of justified
technical and commercial losses, and other

justified and necessary costs as provided by
the legislation.
The established tariff may be expressed as a definite
number value, or as a clear formula based on the
certain calculation of parameters.
The tariffs set by the Commission enter into force 30
days after the adoption of the relevant decision. The
tariff remains in effect for a minimum of six months,
unless the licensee is breaching the terms of the
relevant licence. In those cases the Commission may
adjust the licensee’s tariffs prior to the expiration of the
effective period, and those tariffs will remain effective
until such time as the licensee remedies its breach. The
2001 Law also allows the Commission to set long-term
tariffs.
The established tariff may be reviewed on the initiative
of both the licensee and the Commission. The
Commission, on its own initiative, may review the tariff
and set a new tariff, based on the results of the
economic activity and investment programmes of the
licensee, as well as the licensee’s compliance with the
customer service quality requirements.
The powers granted to the Commission under the law,
particularly in relation to the determination of tariffs, are
very broad; it would be better if the law set out specific
conditions based on which the Commission could
review and revise tariffs. It should also have specific
mechanisms to ensure the transparency of tariff policy,
in order to minimise the possibility of the Commission
abusing its authority.
The 2001 Law allows the licensee to sell electricity,
thermal energy and natural gas, or provide licensed
services at a lower tariff than that established by the
Commission. However, this must not jeopardise the
licensed activity or be aimed at acquiring a monopoly
status in the market and the tariff decrease must be
carried out at the expense of the licensee’s profit.
Nevertheless, to date, all licensees sell electricity and
provide licensed services at a tariff established by the
Commission.
Licensing
Licensing, for generation of electricity and thermal
energy, and transmission and distribution of electricity,
thermal energy and natural gas, is implemented by the
Commission. Generation of electricity and thermal
energy for personal needs is not licensed.9
The Commission establishes the list and the format of
the documents to be submitted with the application for
obtaining an operations licence, as well as defining the
procedures and conditions for the issuing of the licence.
The Commission also determines the licence
conditions.
If the licensee breaches the requirements of the Law,
the legal acts of the Commission, or the licence
provisions the Commission is authorised by the law to
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apply penalties, such as a warning, tariff reductions, or
the suspension or revocation of the licence.10

Azerbaijan

So far the Commission has applied only warnings eight, to date - to a number of licensees for violation of
special conditions of their licences. Warnings include
instructions to the licensees to remedy the stated
breach within a specified time.
Implementation and further reforms
Reform in the Armenian power sector is more advanced
than in most of the former Soviet Union states. The
unbundling of the sector into separate generating,
transmission, and distribution companies is complete.
The electricity distribution companies were privatised in
November 2002, following which commercial losses in
the distribution sector have been reduced to less than 7
per cent, far lower than anywhere else in the region.
Collection for sales of electricity stands at
approximately 98 per cent, and financial losses in the
electricity sector have been reduced by US$ 50 million
per year. In addition, two major generators have been
privatised (the Hrazdan thermal plant and SevanHrazdan Cascade hydro plants), and Armenia is
currently developing its Heating Strategy.
However, there are still a number of current and future
challenges. With power generation a priority target for
privatisation in the near future, the government needs
to transfer control over the balance of the energy sector
assets from government to private management, and to
establish an independent board for their governance.
Large-scale privatisation will also require improving
collections and cash flow throughout the system to
make the sector self-financing.
Natural gas distribution is now controlled by
ArmRosGazProm, a joint venture of the government of
Armenia, Russia’s GazProm and Itera. Armenia has
restored gas service to residential consumers in rural
areas and some districts of Yerevan, with over 300,000
gas customers and 700,000 electricity customers now
being supplied. The Government needs to improve the
performance of institutions promoting sustainable
energy and heat sector management, to continue the
commercialisation of electric and gas sector entities,
and to improve the infrastructure for heat supply.
Armenia should also continue to explore potential
sources of alternative energy. Wind energy is still at an
experimental stage, but most of Armenia’s territory
receives up to 2,700 hours of direct sunlight annually,
making solar power a potential option for future
exploration.

Ismail Askerov, Attorney at law and
Director of Ledingham Chalmers (Baku) Limited
Azerbaijan’s legislation creates a relatively attractive
environment for private investment opportunities in the
power sector. The government has also attempted to
further encourage investors by introducing rules on the
“most favourable treatment” of individual power
projects. This article details the main developments in,
and evolution of, the power sector in Azerbaijan and
includes recommendations for resolutions of some of
the problems in the power sector.
Legal and institutional framework
Azerbaijan has relatively well developed power sector
legislation. This includes the Law on Utilisation of
Energy Resources, dated 30 May 1996 (“LUER”);11
the Law on Energy, dated 24 November 1998;12 the
Law on Electric Energy, dated 3 April 1998 (“LEE”);13
and the Law on Electric and Heat Power Stations,
dated 28 December 1999 (“LEHPS”).14
There are no restrictions on foreign investments in new
generation, transmission, and distribution projects.
However, the participation of foreign investors in the
privatisation of certain state controlled power facilities
requires the prior approval of the President of the
Republic.
With the approval of the President, the Ministry of
Economic Development (“MED”) offered nine small
hydroelectric power stations for sale in 2002, but only
two were privatised last year. The MED reportedly
entered into a contract with an American company
which pledged approximately US$ 2 million for one of
the stations. It is not clear whether the Azerbaijan
government will be in a position to announce the
privatisation of the large power stations in the near
future.
The main legal principles for the state regulation of
production, transportation, distribution, purchase, sale
and consumption are provided by the existing
legislation.
The legislation also establishes the
requirements for the placement, construction and
operation of power facilities.
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The LEHPS provides special incentives for investors
engaged in building or reconstructing power stations
which are of strategic significance to the state. The
LEHPS authorises the relevant state agency to exempt
such projects from licensing, and also from import and
re-export duties and taxes on capital items brought for
construction. The state also guarantees the freehold
title to the power stations and the creation of favourable
conditions for the supply of such stations with fuel and
free transmission to a designated market point.
Further, the LUER provides that energy resources
saved by such strategic projects can be used to repay
foreign investments. However, it is not clear how this
works in practice.
Status of the regulatory body in the power sector
Under the LEE, the Ministry of Fuel and Energy (“MFE”)
is the principal regulatory body concerned with the
effective, safe and reliable production, transmission,
distribution and consumption of power. The MFE is
authorised to contract on behalf of the state in the
power sector, and is in charge of licensing.
Apart from the MFE, other state agencies enjoy certain
regulatory functions. The MED is responsible for the
de-monopolisation and privatisation of the market. The
Committee on Control of Safety in State Industry and
the Committee on Mining inspect power facilities and
develop rules and safety standards for the production,
transmission, sale and distribution of power in
Azerbaijan. The regulatory authorities do not appear
politically independent, and are very often perceived to
be vulnerable to influence from the Cabinet of Ministers
and the President of Azerbaijan.
Under the second state programme of privatisation of
state property, the energy sector, including the
enterprises relating to production and distribution of
electricity, can be privatised by a decision of the
President. On 21 December 2001, the President
signed the decree on the privatisation of nine small
hydroelectric power stations.15
In contrast with other transition countries, for example
Georgia and Armenia, the Azerbaijani government has
not opened up the power distribution network to
privatisation. Instead, the major state owned power
distribution enterprises have been transferred to private
management by foreign investors by way of open
tender.
The transfers were implemented by special decrees
issued by the President rather than under the
framework of the power sector laws.
Thus
BakiElectricShebeke and SumgaitElectricShebeke, the
major power distribution networks in Baku and
Sumgayit, have been transferred into a long-term
management deal with a Turkish operator.16 In August
2002, a similar agreement was signed with Bayran,
another Turkish operator, to manage power distribution
networks in the cities of Ganja and Ali Bayramli.

The transmission and distribution of power is
considered to be a natural monopoly, although the Law
on Natural Monopolies, dated 15 December 1998 and
officially published on 19 March 1999, does not include
the enterprises engaged in the production of power in
the list of natural monopolies in Azerbaijan.
Under the LEE, distribution of energy is defined as the
collection and distribution of power to consumers. The
LEE does not give a definition of the term “production of
power”. If a distribution company is determined to be a
natural monopoly by the Anti-monopoly Department of
the MED, it would be subject to registration with, and
monitoring by, the department. Upon being declared a
natural monopoly, an entity could have its activities
regulated by the Anti-monopoly Department, including
tariff control and requiring service to certain customers.
Tariffs
Tariffs in the power sector are jointly set by the Ministry
of Finance, the MFE and the MED. Also, the special
tariff council of the Cabinet of Ministers approves power
tariffs (for example, setting limits for the sale of power
to power distributors).
On the one hand, there is no developed mechanism for
setting market tariffs in the power sector. On the other
hand, no competition in generation and supply exists in
order to set market-oriented tariffs.
A Special
Commission to the Azerbaijan Parliament is presently
considering a draft law on the state regulation of tariffs
in the power sector.17 This law, when it comes into
force, will establish the principles and methodology by
which power sector tariffs will be set by the state in
Azerbaijan.
To prevent any dramatic tariff rises by the private
operators of the major power supply networks, the
Azerbaijani government has insisted that the
distribution tariffs collected from consumers must not
exceed the limits established between the government
and operators for the first three years of the
agreements.18
To date, the collection of payments from consumers is
problematic, although the operators have tried to
improve payment discipline by cutting power to
defaulting consumers. Adapting the existing tariffs in
the power sector to market conditions and improving
payment discipline will play a key role in attracting
investment into the sector.
Licensing
Under the power sector legislation, the MFE is
responsible for licensing energy-related activities.
However, the Presidential Decree of September 2002,
which contains an exhaustive list of activities that
require a licence in Azerbaijan, does not include any
energy-related activities in the power sector.19 In
practice, in order to add an activity to this list, the
President of Azerbaijan must issue a decree stating that
the activity requires a licence and specifying the
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licensing body or bodies. Until the general statutory
requirements for licensing are clarified, it remains
unclear whether persons engaged in power-related
activities should seek licences.

the sector are able to operate within an environment of
attractive tax regulation, a monopoly-free economy and
respect for the rule of law.

Georgia

In order to implement the licensing requirements under
general legislation, a particular activity subject to
licensing should be included in the list of licensable
activities established by the Presidential Decree of
September 2002, by means of the relevant
amendments to the Decree. As the Decree does not
stipulate activities in the power sector as licensable
activities, the existing entities in the power sector
presently operate without licences.
Implementation and further reforms
To date, no large enterprises in the power generation
sector have been privatised in Azerbaijan. However, the
Azerbaijani government is presently considering
allowing the EBRD, KFW and other foreign investors to
finance the restructuring of large hydro-power stations.
Efforts to create a regulatory framework have preceded
any future, possible, privatisation of the sector. Further
work is needed, however, to establish the legal
framework.
Today, electricity legislation in Azerbaijan is contained
in a number of laws which attempt to govern the power
sector from different approaches and which overlap
each other to a certain extent. A cohesive body of law,
such as a unified act on electricity law, is missing in
Azerbaijan. A new law with advanced rules on lenders’
protection in the power sector should be adopted.
In order to attract potential investors to the power
sector, the government needs to create a special fiscal
regime, which includes a reduction in the rate of profit,
tax and mandatory payments to the social insurance
fund, as well as introducing modern tax depreciation
and tax loss carry forward standards.
Institutional reforms to accelerate the privatisation of
the power sector, especially in the areas of generation,
transmission and distribution, are also required. A
market oriented mechanism for setting tariffs in the
power sector also needs to be introduced. While
progress has been made in creating a legal framework,
much still needs to be done on the fiscal and
institutional side. The government is expected to
approve later this year the State Energy Programme for
the years 2004-15, which will set out the priorities and
timetable for future reforms in the power sector.
Despite the efforts of the Azerbaijani government to
establish a favourable legal regime, investment in the
power sector has been disappointingly low. Although
Azerbaijan has attracted certain international financial
institutions and private investors to upgrade the
generation and distribution sector through the issue of
sovereign guarantees, most private investors willing to
invest in the market are deterred by the state regulation
of power tariffs. It is vital, therefore, that investors in

Victor Kipiani, Partner, LL.M, PhD BA,
Mgaloblishvili, Kipiani, Dzidziguri (MKD)
Principal moves towards establishing a regulatory
framework for the Georgian electricity power sector
have been made, with considerable efforts to
harmonise local regulations with commonly recognised
international principles. Some of the guidelines needed
to attract potential investors into the Georgian power
sector are highlighted in the following sections.
Legal and institutional framework
Far-reaching economic reforms have been carried out
in the Georgian electricity sector over the past eight
years.
The restructuring of the sector began with the Decree of
the Head of State No. 404, dated 5 October 1995, on
Organisational Measures for Restructuring the
Electricity Power Sector,20 which was further modified
by the Presidential Decree No. 437, dated 4 July 1996,
on Restructuring the Power Sector.21 These decrees
provided for unbundling of the vertically-integrated
electrical sector into separate corporate entities. The
assets for generation and distribution were transferred
to individual companies with operational control turned
over to management.
The 15 enterprises in the generation sector at that
stage were transformed into state-owned joint stock
companies. Shares of these companies, together with
the right to manage the shares, were transferred to the
state company Sakenergogeneratsia which was set up
for this purpose.
State-owned entity Sakenergo - the Georgian state
energy company, a vertically integrated utility
responsible
for
generation,
transmission
and
distribution, formerly under the authority of the former
USSR Ministry of Energy - was assigned the
transmission and dispatch functions. Distribution assets
were transferred to the municipal or regional
administrations, managed through 66 distribution
companies, each covering a different region.
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As a result of further reorganisation in July 1998,
Sakenergo was separated into a transmission
company, Electrogadatsema, and a dispatch and sales
company, Sakenergo.22
The first moves towards privatising the Georgian power
sector came with the adoption of Presidential Decree
No. 828, dated 19 December 1996, on Privatisation of
the Power Sector,23 (superseded by Presidential
Decree No. 776, dated 29 December 1997),24 which
led to a number of generation and distribution
companies passing into private ownership. In this
privatisation, the biggest distribution company, TELASI,
was sold to US company AES Corporation.
A major step in regulating the Georgian power sector
was the Law on Electricity, enacted by the parliament of
Georgia on 27 June 1997, which was subsequently
amended and consolidated as the Law on Electricity
and Natural Gas (amendment dated 30 April 1999).25
Among the major purposes of that Law is “to promote
the development of the electricity sector in Georgia on
the basis of the principles of a market economy”.
Among other innovative actions, this law authorised the
establishment of the Georgian National Electricity
Regulatory Commission (“GNERC”), giving it the
authority to issue licences and regulate tariffs in
Georgia’s electricity sector.
On 30 April 1999, parliament enacted amendments to
the Law on Electricity of Georgia, which authorised the
establishment of the Georgian wholesale electricity
market (“GWEM”) and gave the GNERC the authority to
regulate natural gas transportation, supply and
distribution activities. Market participants subsequently
signed the market rules, and the GWEM came into
operation on 1 July 1999.
The primary goal of the new market in its first stage of
development was simple: to ensure that power and
service suppliers to the electrical sector were paid in full
for their services. Recognising that this was not
happening, the interim goal of the GWEM was to
allocate the cash received by the electrical sector fairly
and equitably among the service providers, and in a
manner understood by all participants. As cash
collections improve throughout the sector, the GWEM is
expected to evolve into a competitive wholesale market
within the next few years.
At a later stage of privatisation, under the government’s
special plan for privatising the electricity power system,
local distribution companies were grouped into two
larger groups (in the eastern and western parts of the
country) and offered for sale. But this attempt to
privatise distribution assets was not successful, with the
exception of the TELASI sale to AES (later AES’s
shares in TELASI were purchased by RAO’s European
Union subsidiary).

Georgian wholesale electricity market
Following a meeting of market participants in June
1999, at which the market rules were adopted, the
GWEM began operating officially on 1 July 1999.
The GWEM was set up to achieve the aims of the
market rules. These are to:
•

create a competitive and economically efficient
wholesale electricity market;

•

strengthen the entire structure of the energy
sector;

•

attract the necessary investment;

•

develop relationships
members;

•

promote the creation of a stable power
system; and

•

facilitate more reliable and fair relationships
among the sector’s licensees.

among

the

market

The GWEM was legally established as a membership
association with an executive board.26 The GWEM
prepares a budget for its annual expenses and issues
invoices to GWEM members for annual membership
dues. These funds are the sole source of the revenue
used to pay all of the GWEM’s operating expenses.
Despite these achievements, the GWEM has not yet
fulfilled its stated purpose. Cash collections from the
distribution companies remain at a low level. Some
distribution companies either do not pay or pay using
offsets and barter, even though they are aware that
only cash payments are acceptable. Consequently,
payments by the GWEM to the power suppliers do not
approach the full value of the services provided.
Enforcement of GWEM’s orders for disconnections for
non-payment is weak.
The regulatory authority
The GNERC is the independent, sole authority
regulating the electric power industry, including
generation, transmission, dispatch and distribution.
Areas of GNERC oversight include tariffs, licensing and
conditions of service. In 1999 the GNERC’s
responsibilities were expanded by parliament to include
natural gas transportation and distribution.
The main functions of the GNERC in the electricity
sector are as follows:
•

to set the rules and requirements for, and
grant, modify, discontinue and revoke
electricity
licences
for
generation,
transmission, dispatch, distribution, import and
export;

•

to set and regulate wholesale and retail tariffs
for electricity generation, dispatch and
distribution licensees, and between licensees
and consumers;
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•

to resolve within its jurisdiction disputes
between generation, transmission, dispatch,
distribution, import, export and transportation
licensees, and between licensees and
consumers;

•

to promote competition within the electricity
sector, and to balance the interests of
electricity generation, transmission, dispatch
and distribution licensees; and

•

to monitor the operation of the GWEM.

GNERC is a legal entity of public law, which is not
subordinated to any other governmental body. It issues
rules and regulations within its jurisdiction that are the
normative acts within the electricity sector. These
decisions and resolutions are superseded only by laws
and Presidential decrees.
The GNERC began operating in the second half of
1997. It consists of the chairman and two
commissioners, who are appointed by the President of
Georgia (Presidential Decree No. 351, 8 August 1997).
It operates autonomously, meaning that presidential or
any other interference with its activities is prohibited.
The operating expenses of the GNERC come from
licence fees.
In practice, the GNERC seems to exercise a high
degree of independence compared with regulatory
bodies in other sectors of Georgian economy. However,
concerns about its total independence were highlighted
by a change in the members of the GNERC following a
change of political power in the country.
Tariffs
Under the Law on Electricity and Natural Gas, only the
GNERC is vested with the authority to review and make
a decision on the approval, modification or rejection of a
licensee’s application for prices and tariffs. The Law
also allows the GNERC to adjust existing electricity
tariffs with respect to the applicable rules.
Power tariffs are based on a full recovery basis, and,
broadly speaking are designed:
•

to protect consumers from monopolistic prices;

•

to provide licensees with an opportunity to
recover their costs (including operating,
maintenance and investment costs); and

•

to ensure a reasonable return on equity in
order to attract financing.

The normal procedure for tariff setting is for the
licensee to calculate a proposed tariff and submit it to
the GNERC for approval. The GNERC scrutinises the
calculations and assumptions made, and either
requests further information or makes a decision on an
acceptable tariff.
Upon receiving all necessary
information, the GNERC has 150 days to make a
decision. The licensee can challenge the tariff decision
in court.

The information necessary for calculating the tariff is
listed under the law. In addition, the GNERC also
needs a detailed business plan and a feasibility report,
including essential information such as a forecast of the
amount of electricity generation, the depreciation rate of
the plant, and a determination of costs.
Licensees (or potential licensees) do sometimes
approach the GNERC for guidance on tariff levels. In
such cases, the licensee would need to bring all the
above information compiled in a detailed business plan.
Normally, such meetings would also be attended by
consultants and would involve an in-depth study of the
business plan and technical and financial feasibility
reports.
In order to review any proposed tariff calculations, the
GNERC needs to be able to assess the feasibility of the
project, its cost, the level of investment in the project,
the rate of interest payable, and the expected rate of
return.

Licensing
Specific licensing rules are set out in the Licensing
Rules for Electricity and Natural Gas Sectors, as
enacted by Resolution No. 3 of the GNERC, dated 23
August 1999 (the “Rules”).
This Resolution emphasises the authority of the
GNERC to issue, modify, suspend and revoke
electricity licences, and explicitly prohibits any activities
in the power sector which are not licensed. In addition,
the Rules call for a licensing register.
A licensee is obliged to conduct respective activities
strictly in accordance with applicable law and the terms
and conditions of its licence. Any breach of such terms
may lead to an imposition of administrative liability. The
Rules also prohibit the sale or purchase of shares,
mergers or other form of corporate restructuring without
the express consent of the GNERC. The transfer of any
type of licence is prohibited unconditionally.
In the case of operating without the required licence,
management and/or staff in charge may be subject to
criminal liability, in addition to the administrative liability
imposed upon an entity.
Implementation and further reforms
Georgia’s main achievement in the power sector has
been the establishment of a basic regulatory
framework. However, a high degree of incoherence
among different regulations still confuses current and
potential investors.
Among the current problematic issues are the low
collection rate, and the need to reduce commercial
power losses. These problems may be solved through
increasing transparency and accountability in the
Georgian power sector and by improving technical
conditions for the transmission and distribution
systems. A new system of regulations also needs to be
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developed to
corruption.

close

any

potential

loopholes

for

Serious legislative efforts should also be made to
allocate clear and unavoidable responsibility to energy
companies for any failure caused by deficiencies in the
system. Equally important is the need to determine a
clear methodology for establishing just and
commercially reasonable quotes for generation,
transmission and distribution providers in the overall
consumer tariffs.

Kyrgyz Republic

industry was not efficient, due to the fact that the state
tariff policy was based on the principle of subsidisation.
First steps: reform without privatisation
Market rules were widely applied in almost all Kyrgyz
industries from 1992, but the first real steps in reforming
the power industry were made only in the mid-1990s.
The government decided to take a careful approach to
reforms in this industry to avoid jeopardising energy
safety and endangering socially vulnerable categories
of the population. The reason for a late start was also
due to the complexities associated with finding the
mechanism to privatise the sector and the need to
preserve state control over power tariffs. At that time,
power assets were managed by the state holding
company Kyrgyzenergoholding.
In 1996, the Energy Law was enacted which laid the
foundations of power industry regulation.27 In 1997, the
President of the Kyrgyz Republic issued the Decree on
Development of the Management System in the Power
Industry which launched management reforms in the
sector.28
In 1997 and 1998 the following events took place:
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The Kyrgyz Republic is not rich in oil or gas compared
with other Central Asia countries, but it has one of the
most promising power sectors. To date, this potential
remains a “sleeping beauty” - hard to awake for
economic, social and political reasons. However, the
majority of politicians and analysts believe that if the
Kyrgyz Republic manages to preserve its energy
industry and find the key to its efficient development,
the power sector may become one of the country’s
primary sources of steady economic development.
Origins of the power industry
The foundations of the Kyrgyz power industry, which to
a large extent consists of hydro power utilities, were laid
during the Soviet period of planned economy in the
1960s. The reason for building hydro power plants was
to secure the hydro power needs of not only the Kyrgyz
Republic but also of neighbouring Soviet republics.
Owing to considerable and regular investments from
the Soviet Union budget, the Kyrgyz power industry by
the early 1990s comprised six major and minor hydro
power plants, and a network which supplied energy to
several Central Asia countries. After attaining
sovereignty the Kyrgyz Republic became the owner of a
powerful industrial giant, with a strictly hierarchical
structure of state governance.
However, the governance, and most importantly,
financing of such a giant became a highly complicated,
if not unrealistic, challenge for the young state. The task
was made considerably harder by the fact that this

•

Kyrgyzenergoholding was reorganised into
open joint stock company Kyrgyzenergo with
100 per cent of its capital owned by the state;

•

The Electric Energy Law was enacted;29 and

•

The government of the Kyrgyz Republic
developed
the
Programme
for
Denationalisation
and
Privatisation
of
Kyrgyzenergo, and in 1998 adopted the
Financial
Model
of
Restructuring
Kyrgyzenergo and Tariff Policy Guidelines.30

The main purpose of the reforms, as outlined in the
privatisation programme and financial model, was to
increase the efficiency of the power industry by
dismantling its monopoly. This aim was to be achieved
in four stages, with the third stage being the division of
the power industry into power generation, transmission,
and distribution companies, and the fourth stage the
holding of tenders for the sale of state-owned stocks in
distribution companies.
The privatisation programme and the financial model
stipulated that power generation and transmission
companies had to have the state as the majority
shareholder until the parliament decided otherwise,
whereas in the distribution companies the state had to
sell up to 70 per cent of its stock to strategic investors.
However, this distribution sale is still waiting for
parliamentary approval of the fourth stage of
privatisation.
By mid 2001, Kyrgyzenergo was split into the following
companies:
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•

Electricheskie Stantsii, operating power
generation utilities – the major hydro power
plants of the Kyrgyz Republic;

•

Nationalnyi Electricheckie Seti, operating and
managing high voltage transmission lines and
responsible for maintaining contacts with the
electricity systems of neighbouring countries;
and

•

Four distribution companies responsible for
the distribution and sale of power to
consumers in separate regions, and one
heating power distribution company.

All the newly created companies were established in
the form of open joint stock companies, with the state
owning 95.5 per cent of the capital, the rest being
owned by minor stockholders, mainly members of
working collectives.31
Stagnation
The authors of the financial model noted that the
division of Kyrgyzenergo into power generation,
transmission and distribution companies had produced
no economic effect, but by switching to contractual
relationships all types of companies could considerably
reduce technical and commercial losses.
Indeed, by virtue of the Kyrgyzenergo reorganisation,
the situation in the power sector became more
transparent. Corporate governance principles were
introduced, which resulted in the reduction of losses in
the power sector.32
However, the establishment of contractual relationships
among power generation, transmission and distribution
companies could not have created real market relations
in the power industry. All companies remain in state
ownership, and accordingly all companies are operated
by the state. The Kyrgyzenergo division stage, the third
stage of the privatisation programme, should have
provided a basis for the further transfer of state property
to private investors.
Since the beginning of the privatisation process, all
branches of state power, namely the President,
parliament and government, declared that shares
owned by the state in power generation and
transmission companies could not be sold, assigned, or
transferred and should remain in state ownership.
Although such prohibition did not apply to the
distribution companies, the parliament has yet to agree
to their sale, meaning that the fourth stage of the
privatisation programme has yet to come into effect.
This means that the problems which the state faced at
the beginning of the privatisation process, such as the
investment shortage, technical problems, a high level of
technical and commercial losses, an acute problem with
outstanding payments and the low efficiency of power
resources, were and are still unsolvable.

The complicated financial situation in the power sector,
which arose from regular non-payments, was probably
the reason for the Presidential Decree On the
Immediate Measures for Stabilisation of the Power
Sector, passed in November 2003.33 A special power
safety representative appointed by the President was
empowered to control the collection of electricity
payments and to appoint and dismiss chief executive
officers in the power companies.34
Turning point
In November 2003, the government, with financial
support from the World Bank, announced a tender for
procurement of services from an international legal and
financial adviser for the bidding for the transfer to
concession of Severelectro JSC, the largest power
distribution company in the Kyrgyz Republic. Since the
adoption of the privatisation programme in 1997, it was
the first noteworthy attempt of the government to break
the parliament’s resistance, to continue the privatisation
of the power sector and to pave the way for attracting a
real investor.
By this approach the state (as shareholder) can assign
to a concessionaire the right to use the assets of the
concessionary for a term of five to 50 years. Such an
approach is not theoretically in conflict with the
prohibition for sale of the state shares in the power
companies, including the power distribution companies.
In addition it could give rise to the creation of a
mechanism that will attract and motivate a potential
investor to acquire such concession.
In June 2004, the government and the parliament
discussed the adoption of a resolution approving the
fourth stage of privatisation for Kyrgyzenergo. This
included the bidding for procurement of the consulting
services to transfer Severelectro JSC to concession
and a tender entitling the winner to enter into a
concession agreement with the government. The
Parliament again refused to proceed with the fourth
stage. All hopes that the transfer to concession of
Severelectro JSC would be a turning point in the further
privatisation of the power sector were dashed
indefinitely.
Legal and institutional framework
The beginning of the power sector reforms coincided
with the adoption of the first Electric Energy Law
oriented toward the creation of a power market.
The Electric Energy Law established the general rules
and requirements for licensing the power companies,
the special requirements for the power generation,
transmission and distribution companies as well as the
right of the state energy agency (the “Energy Agency”)
under the Government of the Kyrgyz Republic to
approve the terms of contracts for electricity supply and
set the tariffs.
The Electric Energy Law emphasised the division of
authority between the government and the parliament,
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giving the government power to develop and implement
the energy policy upon its approval by the parliament.

politicians to privatisation of the power companies is
understandable.

The state controls the power sector through the Energy
Agency, which balances the interests of energy
producers and consumers. This balance is sustained
through control over the prices and operations of the
power companies in terms of their reliability, safety and
undisturbed operation, power supply and consumption.

The power industry is one of the few strategic industries
in the economy of the Kyrgyz Republic. Waking this
industrial giant will require the political will, desire and
courage of the Kyrgyz members of parliament. It is
likely, however, that the politicians and policy makers
will find a solution that will promote further reforms in
the power sector in the near future.

The Energy Agency is authorised to issue licences,
approve tariffs, regulate the rights and duties of the
power distribution companies and consumers, regulate
technical regulations and standards, facilitate
competition and resolve other sector related matters.
The Energy Agency operates independently from the
power companies and does not interfere with their
activities.

Moldova

Licensing
One of the basic functions of the Energy Agency is the
licensing of operations with regard to power generation,
transmission, distribution and sale of electric and
heating power, as well as the construction of power
plants, substations and power lines.
The criteria for issuing licences are the availability of
qualified personnel, meeting the requirements of the
Energy Agency for the technical conditions, prices and
quality of rendered services, and opportunities to attract
investments. The licence term is unlimited.35 The
Energy Agency can suspend or withdraw licences, in
case of change in the specialists, deterioration of
equipment and machinery or breach of the technical
conditions provided by the licence. The licence can be
withdrawn in the case of an accident caused through
the fault of a licensee.
Tariffs
Another important function of the Energy Agency is the
establishment and regulation of tariffs. Among the basic
principles of the tariff policy, the Electric Energy Law
sets out the power price formation procedure. It
specifically states that prices should cover the full cost
of electric generation, transmission and distribution and
should not allow one group of consumers to be
subsidised at the expense of another.
The principles of the tariff policy for electricity and heat
were first adopted by the government in 1998.36 Since
then, the government has changed the tariff policy
twice, with a gradual switch from the principle of
socially-protected costs to the principle of profitability
and efficiency. The basic principles of the tariff policy
are presently aimed at preparing the ground for further
reforms in the power sector.
The power sector of the Kyrgyz Republic urgently
needs these continuing reforms and the future of the
Kyrgyz economy depends on the successful
implementation of these reforms. Yet the caution
exercised by government bodies and the resistance of
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The power sector is a sector of vital importance to the
economy of Moldova. Moldova has a relatively limited
power market, due to its small population of 4.2 million.
The perception of the Moldovan electricity market is not
very positive, which is attributable to a number of
economic, political and social factors.
Following is a brief description of the evolution of the
Moldovan power sector regulation, past and present
and an examination of possible future developments.
The Republic of Moldova is one of the former member
countries of the Soviet Union and so was dominated by
the principles of a planned economy. The state of the
Moldovan energy sector was healthy prior to 1990 and
it successfully carried out its essential functions. The
supply of electricity was sufficient, involving medium
expense and reasonable environmental impact.
According to statistical data, the maximum turnover of
electricity in Moldova was recorded in 1986, when 17.5
billion kilowatt hours (kWhs) were produced, of which
10 billion were consumed on the domestic market and
the surplus exported.
The Moldovan energy sector radically changed after the
collapse of the USSR. The resulting economic, legal
and technical turmoil, plus ecological degradation led
to financial difficulties and a vast energy crisis. The
electricity supply was erratic, resulting in immense
damage to private consumers as well as to enterprises,
institutions and organisations whose activity was
dependent on electricity. The state-owned monopoly
Moldenergo, the sole imports, producer, transporter and
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distributor of electricity, could no longer meet the new
economic requirements.
The energy crisis destabilised the country’s economy
and urgent remedial measures were necessary. The
government needed to change its attitude towards the
energy sector and to create efficient conditions for the
de-monopolisation of the electricity market, and for the
promotion and development of free competition, with
due regard for the interests of consumers.
Legal and institutional framework
In 1997 the Moldovan authorities, supported by
international financial institutions, started a programme
to restructure the energy sector. An important first step
was the development of a legal framework to match the
new economic situation.
The goals set by the legislature, which served as a
basis for the further adoption of legislative acts were to
start the privatisation process in the energy sector,
attract foreign investment, improve the efficiency of the
Moldovan energy infrastructure, and promote and
protect the interests of electricity consumers.
These goals were reflected in the Energy Strategy of
the Republic of Moldova to the year 2005.37 They
included the de-monopolisation of the energy system,
the establishment of a central authority for regulating
the energy sector, supplying consumers with electricity,
partial use of, and gradual switching to, national energy
resources, harmonisation of the tariff policy, and
promotion of environmental protection.
In 1998, two main legislative acts in the electricity
sector, the Law on Energy,38 and the Law on
Electricity,39 were adopted.
The Law on Electricity is aimed at regulating the
relationships between participants in the electricity
market, as well as the legal relations between such
participants and specialised governmental authorities.
This law sets out the powers of the Moldovan
government and those of the National Agency for
Regulation in Energy (NARE) in the electricity market,
the principles of issuing and withdrawing licences to
market participants, the basic rules of production,
transportation, distribution, central dispatching and the
supply of electricity, and the principles for regulating
electricity tariffs.
Even though the above-mentioned laws talk of the need
to privatise the electricity sector, the complexity of this
issue has led to the adoption of special legislative acts.
A legal framework had to be established which would
ensure that the energy companies were ready for
privatisation. This legal framework comprises the Law
on Adoption of the Concept of Privatisation of Electricity
Enterprises,40 and the Law on the Individual Project of
Privatisation of Energy Sector Enterprises.41

The powers of the government in the energy sector are
set out in Article 4 of the Law on Electricity. The
government is in charge of implementing state policy in
the energy sector. The government must set the
strategic objectives for the national energy sector, and
may establish protective measures in order to prioritise
the sale of domestically produced electricity over
imported electricity. The government has to approve
the construction of new and enlarged power stations
with a capacity of more than 20 MW, as well as the type
of fuel used by such stations. The government also
appoints the company that carries out the central load
dispatch activities.
NARE
The establishment of the energy sector regulator was
another goal pursued by the Moldovan legislature. As a
result, by a Government Resolution of 1997,42 the
NARE was established. However, in practice, the
NARE only started its activity in 2000.
The NARE is the public authority supervising and
regulating economic and commercial activities within
the Moldovan energy sector, and ensuring the
functioning of the Moldovan energy market, the
implementation of tariff policy and the protection of
consumers’ rights.43
According to the 1997 Resolution, the NARE is not
subordinated to other public and private authorities.
However, NARE’s independence is still relative, due to
the fact that in certain cases its authority is
subordinated to the government. The NARE is required
to submit annually an activity report to the government
and to the parliament, and its annual budget is subject
to government approval. The government can also be
involved in the appointment and dismissal of NARE
directors.
Recently there have been a number of conflicts of
authority between the NARE and other state institutions
in the energy domain. An example is the conflict
between the NARE and the Ministry of Energy over the
export of Moldovan electricity to some eastern
European countries, such as Romania.
Ministry of Energy
The activity of the Ministry of Energy is primarily
regulated by Government Resolution No. 547, dated 28
June 2001. The primary task of the Ministry is to
elaborate and promote the state strategy and policy in
the energy sector. In order to carry out this task, the
Ministry’s main functions are:
•

to prepare draft legislation in the energy
sector;

•

to participate in the elaboration and
implementation of measures related to
national energy security;

Powers of the government
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•

to coordinate the activity of energy enterprises
owned by the state, or where the state is a
shareholder;

•

to administer state property in the energy
sector;

•

to establish the general terms and conditions
for the import, export and transit of electricity;
and

•

to promote international relations in the energy
sector, including procuring energy resources,
attracting investments, extending energy
interconnections and promoting the formation
of the regional energy market.

Tariff policy
The central role in the regulation of electricity tariffs is
played by the NARE. It is vested with the power to
develop and approve the methodology for calculating
electricity tariffs, as well as adopting such tariffs. The
participants on the electricity market are required to
comply with NARE’s calculation methodology, or risk
having their licences withdrawn.
According to the Law on Electricity, the basic principles
behind the calculation of tariffs should be to obtain
maximum results with minimal expenses.
These
principles are to provide consumers with electricity at
low costs to cover losses and expenses arising from the
efficient exploitation of energy, as well as expenses
necessary for environmental protection and to ensure
an efficient and profitable operation, which would allow
enterprises to invest funds in the development and
reconstruction of production capacity.44
Based on the above principles, when calculating
electricity supply tariffs the following should be taken
into account:
•

the cost of electricity
distributing enterprise;

•

the volume of the electricity supplied to the
consumer;

•

the volume of the electricity acquired by the
distributor from local producers and from
abroad;

•

energy losses
transport;

•

the tariffs for the transportation services and
dispatching of electricity through the highvoltage electricity network; and

•

acceptable
losses of
network.45

incurred

acquired

during

by

the

electricity

technological and commercial
electricity in the distribution

The limits imposed on tariffs by the Law on Electricity
have led to major conflicts between the electricity
market participants and the public regulator.

The NARE has to weigh up the interests of the state,
consumers and also the participants in the electricity
market. These interests do not always correspond.
The current electricity tariffs are often perceived to be
unrealistic, because it is argued they do not cover the
high costs of the necessary fuel, or the expenses
incurred by the market participants, nor do they match
the ability to pay of electricity consumers.46
Licensing
The establishment on the electricity market of
enterprises specialised in production, transportation,
distribution and supply of electricity resulted in the need
for regulation and supervision of their operations. The
NARE is the authority empowered to license and
regulate such activities.
The legal requirements set for electricity licence
applicants appear fair and, in our view, cannot be
qualified as burdensome or unreasonable. These
requirements are set out in Article 14 of the Law on
Electricity.47
Applicants have to be legal entities
registered in the Republic of Moldova and to have
sufficient financial and technical resources as well as
professionally trained personnel necessary for the
licensed activity. As long as the applicant meets the
above legal requirements, there should be no obstacles
in obtaining a licence.
Implementation of reforms
The energy sector reforms in Moldova over the last ten
years have resulted in certain achievements. The
sector’s ownership structure has been reformed by the
abolition of the state monopoly. A legal regulatory
framework has been created, and tariffs for different
categories of electricity consumers have been put in
place.
Starting the complex energy privatisation was another
success. As a result of the reorganisation of stateowned Moldenergo, 16 independent legal entities have
been created, including three thermoelectric power
plants, five electricity distribution networks and one
company specialising in the transportation and dispatch
of electricity. All of these are due to be privatised,
except for the transport and dispatch company which
will remain in state ownership.
The process of energy privatisation started in 1999.
Pursuant to the Law on the Individual Project of
Privatisation of Energy Sector Enterprises, the
privatisation of electricity generation and distribution
enterprises was to be carried out through a public
international tender. The purpose of this tender was to
select investors with sufficient financial and technical
management resources who were willing to make the
required investments in these companies.
As a result, in 2000, a sale and purchase agreement
was concluded between the government of Moldova
and the foreign investment subsidiary of Spain’s Union
Fenosa S.A. Under this deal, Union Fenosa bought
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three of Moldova’s five power distribution grids: the
Chisinau Electricity Distribution Networks, the Central
Electricity Distribution Networks and the Southern
Electricity Distribution Networks. Altogether, these three
distributors service two-thirds of Moldova’s territory.
The privatisation of the remaining electricity enterprises
- two northern power distribution grids and three power
generation plants, two of which are located in Chisinau,
the capital city, and one in the northern part of Moldova
- is proving more complicated.
At the end of 2003 another investment tender was
announced to privatise these companies. Two
companies – one American and one Russian – showed
initial interest but only the Russian company submitted
a bid, so the tender had to be stopped due to the lack of
competing offers.
Even though there have been major changes in the
Moldovan energy sector, the state of the electricity
market remains critical. The number of failures is
unfortunately greater than the successes.
One of the negative aspects is the continuing growth of
electricity consumer debt. According to the distributors
(the main retail suppliers of electricity), consumer debt
amounts to over 300 million Moldovan Lei (about US$
25 million). While the reason for non-payment is often
related to poverty, it also results from consumer
negligence and their unwillingness to pay the rather
expensive electricity tariffs. There are also numerous
cases of electricity theft.
In practice, each third
household in the rural part of the country is estimated to
have an illegal connection to the electricity network.
Another unfortunate aspect is the disastrous state of
the country’s power plants, with their low output due to
lack of funding. Outdated electrical equipment is
another obstacle to the sector’s development. The three
Moldovan power generation stations are now about 25,
45 and 50 years old, despite a design life of 25-30
years.
Moldova is highly dependent on the import of energy
resources, such as natural gas and fuel. According to
statistical data, 97 per cent of Moldova’s energy
resources is imported from abroad, and the external
debt for such resources is constantly growing. This
could explain why Russia is interested in certain
Russian companies buying Moldovan energy
companies. It is intended to privatise these enterprises
to offset Moldova’s debt to the Russian companies for
supplied gas and fuel.
Another problem for the energy sector is the failure to
resolve the issue of Transdniestria, a small secessionist
territory in the eastern part of Moldova. Transdniestria
has proclaimed itself outside the authority of the
Moldovan central goverment which has led to the
establishment of a dual energy system in Moldova.
In Transdniestria the electricity tariffs are set by the
local administration and not by the NARE. Moldova also

has
two
electricity
transportation
companies:
Moldelectrica in Moldova and Dnestrenergo in
Transdniestria.
Transdniestria, despite the Moldovan government’s
official position, is actively privatising state-owned
assets in its jurisdiction. Recently, the Moldovan
hydroelectric power plant in Transdniestria (also known
as “Moldavskaya GRAS”) was privatised.
Moldavskaya GRAS, the largest power plant in
Moldova, has a capacity of 2,520 megawatts.
However, only two out of its 12 energy blocks have
been used so far, due to lack of financial resources.
Privatisation is expected to maximise the working
capacity of this plant, which may have a significant
impact on the local and regional electricity market. The
buyer is said to be a Belgian-Russian joint venture,
whose name is not yet known among Moldovan market
players. It also does not appear that this investor is
affiliated with any major international groups of energy
companies.
Another problem for Moldova is its inability to
participate in the integration process in the regional
electricity market.
This is because the electricity
produced in Moldova is said to be uncompetitive.
Attempts to export electricity from Moldova to Romania
have encountered various obstacles.
The local
electricity producer, the thermoelectric power plant
CET-2, whose output was to be exported, operates on
natural gas imported from Russian gas companies.
When exports to Romania started, Russia cut off the
supply of gas to CET-2. As a result, CET-2 was unable
to fulfil its contractual obligations towards its Romanian
customer, and a part of Moldova experienced electricity
shortages for several hours.
Future challenges
The information contained in this article reflects only
some of the difficulties for the Moldovan electricity
market.
The limited transparency of this sector
prevented us from giving more detailed reasons why
the reform of this important sector is going so slowly.
There are various opinions on possible ways to
overcome the negative aspects of the sector and to
create a modern electricity market. These solutions are
set out in the Energy Strategy of the Republic of
Moldova to the year 2010.48
In order to reform the Moldovan electricity market it is
necessary:
•

to finalise the privatisation process;

•

to consolidate the energy market;

•

to promote free competition among the market
participants;

•

to liberate the energy market;

•

to reconstruct the existing stations and to build
new energy complexes;
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•

to promote regional and European cooperation
and integration; and

•

to attract both local and foreign private
investors into the Moldovan energy sector.

Moldova does not have, however, sufficient resources
to develop and improve this sector on its own. Private
investors are the right solution, but there are too many
conflicts between state authorities and foreign
investors, which discourage the latter from investing in
such an underdeveloped sector, given the unstable
political system.49 Therefore, the starting point for the
Moldovan state authorities should be first to determine
their declared priorities and then to practically pursue
them.

Tajikistan

•

technical losses, from 22 to 30 per cent of the
produced energy, which are attributed partly to
the poor distribution network; and

•

commercial losses resulting from poor
metering of the supplied energy, inadequate
billing mechanisms and poor payment
collection.

The sub-standard operation of the country’s power
plants causes regular shortages of energy supply in all
parts of the country, whereas other three problems
mean that Tajikistan has the highest energy intensity
system of all the CIS countries.53
The electric energy sector of Tajikistan is crucial for the
country’s economy, representing the major source of
energy for its industry, agriculture and population.54
Due to its hydropower resources, Tajikistan also has
the potential to become the region’s biggest energy
exporter.
With this in mind, over the last four years the
government of Tajikistan began to consider reforming
the energy sector as a top priority. However, steps
taken to date do not match the actual needs of the
sector, in terms of the pace and contents of each
measure, and raise questions as to the seriousness of
the government’s intentions.
Legal and institutional framework

Bakhtiyor Abdulhamidov, Partner, Akhmedov,
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The hydroelectric energy sector is the most promising
part of the energy industry in Tajikistan in terms of
potential for development. The country has vast hydroenergy resources.50 However, of this huge potential,
according to official sources, only five to six per cent is
being used, producing 15 to 16 billion kWh annually.
This amounts to only 85 per cent of the country’s
domestic needs, forcing Tajikistan to import energy
from neighbouring Central Asian states, primarily
Uzbekistan.
Today, the Tajikistan electric energy sector is in deep
crisis. The government of Tajikistan and the
international financial institutions, whose views are
published in documents of limited public accessibility,51
identify the following main reasons:
•

the decreasing operational performance of the
existing infrastructure, predominantly built
during Soviet Union times and inherited by
Tajikistan. This has deteriorated during the 12
years of independence due to lack of
investment; 52

•

inadequate tariffs, set several times below the
cost-recovery for all categories of consumers;

The existing legal framework of Tajikistan’s energy
sector started being developed in 2000 in accordance
with the Energy Sector Action Plan, a platform
document developed by the Asian Development Bank
(“ADB”), the International Monetary Fund (“IMF”) and
the Tajik government.55
The Plan set out four main objectives, namely sector
reform, the institutional strengthening of state-owned
electricity company Barki Tojik, the reduction of
accounts receivable for the national utility company
Tajikkomunservice (which was later dismantled), and
the corporatisation of Barki Tojik.
The adoption of the Law on Energy was the first action
under sector reform and was finalised on 29 November
2000. This Law sets out the legal regulation of the
energy sector on the basis of market, institutional and
information mechanisms, in the interests of ensuring
the sector’s reliability and development, as well as the
interests of consumers.
The Law further stipulates that the main goals of the
national policy in the energy sector are, “the creation of
conditions, necessary for the gradual transition of the
energy sector to market relations, the attraction of
domestic and foreign investments, the provision of
energy enterprises with economic independence and
their development on the basis of market competition”.
It lists the competencies of the government and the
Ministry of Energy in regulating the sector, and
stipulates the main principles of such regulation.
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Overall the Law does not provide for the necessary
regulatory framework and is too vague, declarative and
repetitive of the norms contained in other laws. As the
main energy sector legislation, the Law on Energy fails
to name the regulatory authority. The regulatory
authority is actually mentioned in the Law on Natural
Monopolies of 13 December 1997. This Law states that
the regulation of the natural monopolies through price
regulation, by setting tariffs, or defining their upper
limits, is carried out by a special national body
authorised by the government.
To date, the generation, transmission and distribution of
electricity in all regions of the country except one is
carried out by one integrated utility, Barki Tojik. This
formerly state-owned, and now joint-stock holding
company also has nine subsidiaries.56
As it is by definition a natural monopoly, it therefore falls
under the jurisdiction of the regulatory authority. This is
the State Agency for Anti-Monopoly Policy and Support
to Entrepreneurship under the Government of the
Republic of Tajikistan (the “Agency”), which was set up
by a Government Resolution dated 14 February 2001.
The Agency is entitled to carry out state regulation and
control of the natural monopolies through setting prices
and tariffs, or their upper limits.
However, the regulatory authority is totally dependant
on the government, both legally and in practice. The
Agency is part of the government and its head is not
appointed for a fixed term but can be removed at any
moment by the President. It does not have any
decision-making power. In reality it serves as an
intermediary between Barki Tojik and the government,
where the former proposes the tariffs, the Agency
agrees with them, or sets other tariffs, and then
presents them to the government for official approval.
Regulatory power is concentrated within the executive
office of the President, namely the fuel and energy
department, which supervises the energy sector and
has immense influence over it.
The reform of the sector continued, in accordance with
the Action Plan, with the creation of the Ministry of
Energy and the corporatisation of Barki Tojik. Although
the company was created as an open joint stock
company and there are no legal barriers for the private
sector to invest, none of its shares have been sold to
domestic or foreign investors.57
The government has developed two major framework
documents worth mentioning in the context of energy
sector reform. The first is the Concept for Development
of the Fuel and Energy Sector for 2003-15, adopted in
August 2002. The Concept foresees the restructuring
and privatisation of the energy sector in two stages.
The first stage consists of the corporatisation of energy
enterprises and the privatisation of the construction,
transport, and maintenance divisions of the energy
sector. The second stage consists of the privatisation of
energy sector enterprises in accordance with individual
privatisation plans.

The second document is the government’s Strategic
Plan for Privatisation for 2003-07, dated November
2003. It lists the natural monopolies, including Barki
Tojik, which should be privatised in accordance with
individual plans to be developed by 2005.
Neither of these documents sets out a timetable for the
privatisation
of
generation,
transmission
and
distribution. The first document, the Concept, fails to
cover the development of a proper regulatory
mechanism for the energy sector post-privatisation and
liberalisation. Overall, both documents show a lack of
political will to pursue energy sector reform and a lack
of understanding of what is needed for such reform.
Tariffs
Tariffs are set by the government on the basis of a
proposal from Barki Tojik, cross-checked by the
Agency. The present tariffs are approved under a
Government Resolution dated 2 April 2002.
The policy under which the government is setting tariffs
is based on the covenants stipulated in the 2001
agreement with the ADB. According to those
covenants, by 2003 the government should have
doubled or quadrupled the tariffs for all types of
consumers. By 2005, the tariffs should be at a level
which would give a six per cent rate of return on the
average revalued net fixed assets of Barki Tojik. There
should also have been quarterly tariff adjustments.
However, the government has delayed the
implementation of the tariff policy, and by 2003 tariffs
had been increased only 2.3 times (from 0.18 cent/kWh
to 0.41/kWh). Current average tariffs amount to 0.50
cents/kWh, which is way below the sector’s cost
recovery level of 2 cents/kWh.58
These tariff rises, while making economic sense, turned
out to be ineffective in practice due to the billing
shortfalls and poor collection of payments by Barki
Tojik, along with losses from the inadequate metering of
the energy supplied to residential consumers. In
addition, the current setup, where the tariffs are
predefined by an external entity, and not by the internal
regulator, does not match internationally-accepted
standards for power sector regulation.
Licensing
In accordance with the Energy Law, the licensing of
power generation, transmission and distribution
facilities is carried out by the Ministry of Energy. The
licensing procedure is set out in the Regulations on
Licensing of Services in the Energy Sector, approved
by Government Resolution No. 591 of 30 December
2001.
The Regulations do not specify the penalties for
operating without a licence. These cannot be found in
other laws and normative acts either. This is because
until now there was no practical need for this regulation,
as there are only two operators, Barki Tojik and the
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Pamir Private Energy Company,59 both of which are
licensed.
The importance of licensing will increase, however, if
the government’s privatisation plan is realised, as
corporatisation, restructuring and privatisation will result
in the creation of several generation, transmission and
distribution companies. If this happens, the present
Regulations will have to be revised, as they have
several shortcomings.

market and to protect vulnerable consumers. This
should include setting tariff standards and obligatory
quotas for energy supply for the needs of the internal
market, and establishing a proper mechanism to
enforce these rules.

Uzbekistan

At the moment, each type of activity requires a separate
licence, and only in exceptional cases may the Ministry
of Energy, at its own discretion, issue a general licence.
For each licence, an applicant is obliged to present a
separate package of documents, in accordance with a
specific list of necessary information, along with any
other information required by the Ministry.
Also, the list of specialised agencies which have to give
their expert conclusion is not exhaustive. The
Regulations state that the period of validity of a licence
may vary depending on the type of services, again
leaving it to the discretion of the Ministry to decide. The
list of conditions under which the licence could be
rejected ends with the conventional formulation “on
other grounds, foreseen by the legislation”. Further, the
licence fee is not set by the Regulations, but is defined
on a case-by-case basis by the Ministry of Energy in
consultation with the Ministry of Finance, making it nontransparent.
Implementation and further reform
The reform of Tajikistan’s energy sector has not really
started yet. This is due mainly to the lack of coordinated
pressure from international financial institutions on
energy reform issues, especially on the promotion of
private investments in the sector, the lack of real
political will of the government to develop viable reform
plans, which investors could rely on to develop their
investment projects, and a poor legislative framework,
which does not provide sufficient protection for foreign
investors. Striking proof of the latter is the fact that
Tajikistan does not recognise foreign arbitral awards on
its territory, except those granted on the territory of the
CIS.60
If the government is serious about tackling the crisis in
Tajikistan’s energy sector, it should develop a clear
reform strategy and more detailed plans to move
ahead. It should speed up the corporatisation and
commercialisation of Barki Tojik and invite private
investors to participate. The government should
establish favourable conditions to attract foreign
investors to the sector, including the possibility for the
judicial and arbitral settlement of disputes outside
Tajikistan.
The government should also create a truly independent
regulatory authority, as investors would be hesitant to
enter a market regulated by the present politically and
administratively bound authority. Such an independent
authority should have a clear set of rules to regulate the
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Uzbekistan has a well-functioning power sector that
produces enough electricity for the needs of the Uzbek
economy and for export to neighbouring countries. In
2003, Uzbek power stations produced 49,399 million
kWh of electricity. The growth index of the power
sector's output in 2003 was 1.8 per cent, representing a
0.7 per cent increase on the 2002 figures.61 Uzbekistan
has 37 power stations with an installed capacity of
11,582.6 MW.
While Uzbekistan is the largest producer of electricity in
the Central Asian region, most generation, transmission
and distribution equipment is outdated and extremely
inefficient. Therefore, attracting investment to upgrade
and modernise of energy sector is a priority for the
government.62
Legal and institutional framework
All electricity generation and distribution companies are
subject to state regulation as natural monopolies.63 The
state regulation of natural monopolies may include the
fixing or capping of prices for their products and
services, ensuring consumers enjoy the uninterrupted
use of such products and services, and establishing
minimum supply levels of such products and services.64
An authorised state body decides the specific methods
of regulation to be applied to a company that is
considered a natural monopoly.65
The Cabinet of Ministers, the Ministry of Finance, and
the State Committee of the Republic of Uzbekistan on
Demonopolisation and the Fostering of Competition
(the "Anti-monopoly Committee") are the state organs
that are primarily responsible for regulating monopolies.
The Cabinet of Ministers or its authorised agency is the
government body responsible for regulating the
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activities of natural monopolies.66 The Ministry of
Finance has the authority to regulate prices, 67 while the
Anti-monopoly Committee is responsible for state
regulation and monopolies’ compliance with antimonopoly rules.68 Therefore, the power companies are
subject to state regulation on many important issues,
including the delivery and pricing of their goods and
services.
In February 2001, the Uzbek government began
converting the state power companies into joint stock
companies.69 As part of this process the Ministry of
Energy and Electrification was dissolved.
The
government created the state joint stock company
"UzbekEnergo" and transferred to it the major power
generation facilities.
UzbekEnergo is in charge of supervising the activities
of approximately 25 power generation and distribution
companies and a variety of infrastructure. The Uzbek
government announced that it would sell some shares
in the Uzbek power companies to foreign investors, but
that state-owned shares in UzbekEnergo were not for
sale.70
With the dissolution of the Ministry, the Uzbek
government created the state inspectorate for the
supervision of the power industry UzGosEnergoNadzor,
which has become the primary regulatory body for the
power sector.71
UzGosEnergoNadzor reports directly to the Cabinet of
Ministers and is required to closely cooperate with
UzbekEnergo in its activities. UzGosEnergoNadzor
supervises the compliance of power companies with
state standards on power generation and distribution,
issues health and safety guidelines, drafts normative
acts and rules for the power sector, and facilitates the
licensing of power companies.
Delivery requirements
Under current Uzbek law, power companies are
required to provide uninterrupted supplies of their
services to certain consumers, regardless of whether
payment is made. Obviously, this requirement greatly
concerns the power companies, who want to collect
revenue for the services they deliver.
The Cabinet of Ministers may develop a list of
consumers to which natural monopolies must provide
their goods and services without interruption,
regardless of payment.72 Although it is likely that such
a list exists with respect to electricity supply, we cannot
confirm its existence since such lists are generally not
publicly available.
Natural monopolies are entitled to disconnect or
interrupt the supply of goods and services to
consumers that do not pay for them in the manner
established by Uzbek law.73 A supplier of electricity is
entitled to interrupt the supply of electricity if there is a
force majeure event, payment for the supplied
electricity is not made, or if a user has not complied

with a demand from an authorised state agency to
repair deficiencies in its infrastructure to enable it to use
the electricity efficiently.74
In the case of non-payment, the supply of electricity to
manufacturing companies may be interrupted to the
extent of the "technological or emergency threshold"
(the volume of electricity required for "minimum
production needs"). The withdrawal of the supply from
such manufacturing companies requires a court
judgment.75
Tariffs
Uzbekistan has arguably the lowest electricity tariffs in
the CIS, a fact which has an impact on the viability of
Uzbek power companies.
However, the Uzbek
government has been steadily increasing electricity
prices to reflect costs, including an acceptable return on
capital. Electricity prices in Uzbekistan have almost
tripled since 2002. Prices for household consumers
rose from 7.4 Soum per kWh in April 2002 to 21.7
Soum per kWh by June 2004. Prices for industrial
consumers have been rising at a similar pace.
In April 2003, the Uzbek government rescinded the
rights of certain socially vulnerable household
consumers to pay discounted rates for utility services,
including a capped volume of electricity.76 In exchange,
the government introduced a monthly monetary
compensation payment which is, on average, equal to
45 per cent of the monthly minimum wage.77
Under current Uzbek law, power companies require
approval from the Ministry of Finance for the prices they
charge for their services. Prices sought by power
companies will invariably seek to be at a level which will
include an acceptable rate of return.
The Ministry of Finance is responsible for regulating the
prices of power companies. When seeking approval for
their tariffs, natural monopolies must submit the
following documents to the Ministry of Finance:78
•

a standard application;

•

a draft schedule of prices (tariffs) or price
caps; and

•

a justification of the draft schedule of prices
(tariffs) or price caps, which must include the
following data for the subsequent and
immediately preceding periods:
o

production
services;

costs

of

goods

o

an itemised list of payroll expenses;

o

an itemised list of the cost of raw
materials and components;

o

an itemised list of operating costs
(including overhead charges and
depreciation costs);
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and

o

an itemised list of gross income and
current expenses (including taxes
and other mandatory payments);

o

requirements
for
investment
necessary for further production; and

o

requirements for state subsidies or
other methods of state support.

The Ministry of Finance may request additional
information in connection with its review of the
proposed schedule of prices.
The Ministry of Finance must review the applications
within one week and adopt a decision on the schedule
of prices (tariffs) or price caps for specific goods or
services.79
In determining whether a natural
monopoly’s proposal is acceptable, the Ministry of
Finance takes into account the economic viability of the
company. If the Ministry of Finance does not respond
or rejects the application, a natural monopoly is entitled
to appeal to the court.
After the Ministry of Finance has issued its approval on
the pricing mechanism and level, a natural monopoly
may adjust the sale price of its goods or services only if
the Ministry established a price cap and then only if the
price remains below such a cap.80 At present, as all
power companies are owned by the state, there is little
disagreement between the power companies and the
Ministry of Finance on pricing.
The
Anti-monopoly
Committee
oversees
the
compliance of natural monopolies with pricing rules
established by the Ministry of Finance.81 For this
purpose, the Anti-monopoly Committee has full and
uninterrupted access to the records of any natural
monopoly.82 If a natural monopoly breaches its pricing
rules, it may be subject to financial penalties under the
Law on Competition and Restrictions on Monopolistic
Activity on the Goods Markets, dated 27 December
1996, as amended (the "Law on Competition").
Licensing
The production of electricity at permanent power
stations that are connected to the unified power grid is
subject
to
licensing
by
the
state.83
UzGosEnergoNadzor collects the documents from
licence applicants, reviews them, and decides whether
the applicant meets the licensing requirements.
Thereafter, the Commission of the Cabinet of Ministers
on the Licensing of Activities on Production of Electric
Power at the Permanent Power Stations either issues a
standard licence or adopts a decision refusing to grant
a licence.84
If the licence is issued, it is usually granted for the term
requested by the applicant, but cannot be for less than
five years.85 Currently, all power companies are fully
owned by the state, and therefore obtain licences as
long as they meet the technical licensing requirements.

If a power company generates electricity without a
licence, the tax authorities are able to confiscate all of
the income received from its activities, and to impose a
penalty equal to the amount of the confiscated
income.86 The licensing body may suspend a licence
for breach of the licensing terms and the failure to
rectify such breach.87
The licence can be withdrawn for a systematic or onetime gross violation of the licensing terms, failure to
rectify a breach of the licensing terms after the licence
was suspended, and other causes prescribed by law.88
If a licensee does not pay the licensing fees, fails to
sign a licensing agreement within three months of a
decision approving a licence, or submits forged
documents, the licence will be immediately revoked.89
Uzbekistan has not created a regulator independent
from the government that can objectively evaluate
licence applicants. UzGosEnergoNadzor is an arm of
the government. Therefore the government can easily
influence the viability of power companies through
licensing and price regulation.
While it may be difficult to establish a truly independent
regulator in Uzbekistan at this time, the government
should be able to set transparent rules and criteria for
power companies that wish to receive power generation
licenses. Such rules and criteria should be aimed
exclusively at evaluating the technical and financial
capabilities of the applicants.
Implementation and further reforms
In 2001, the Uzbekistan government began to reform
the power sector. The main goals of such reforms were
to demonopolise the electricity sector, decrease the
government's interference, establish a competitive
power market, and provide equal treatment to each
electricity user.90
The government dissolved the Ministry of Energy and
Electrification and created UzbekEnergo, a production
and distribution unit, and UzGosEnergoNadzor, a
regulatory body in the power sector. In addition, 25
power units were reorganised into joint stock
companies. In 2002, the State Property Committee
announced the sale of shares in four leading power
stations – the Syrdarya thermal power station, and the
Tashkent, Fergana and Mubarek combined heat and
power stations. These sales have not yet been
completed.
International financial institutions such as the World
Bank, the EBRD and the ADB are considering financing
power projects in Uzbekistan. The World Bank has
been advising the Uzbekistan government on the
privatisation of power companies on a case-by-case
basis.
The necessary improvements in power station capacity
should be accompanied by the creation of a modern,
transparent legal and institutional environment. The
Uzbek government may wish to regulate the activities of
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power generation and power transmission companies
differently, taking into account the fact that power
generators in many countries are not treated as natural
monopolies.
In addition, power sector legislation should set out
transparent criteria for applicants of power generation
licences and detailed rules for the activities of power
companies, whether power generators, transmitters or
distributors. Any obligation for power companies to
provide uninterrupted supplies of electricity to certain
consumers pre-determined by the Cabinet of Ministers
should be backed up by a government guarantee to
reimburse the power companies should such
consumers fail to pay. A rule should be established
that the cap on electricity prices should be increased in
line with inflation, which would go a long way towards
curtailing the power of the Ministry of Finance to
arbitrarily set prices for natural monopolies.
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Introduction
In February 2004, the US$ 3.6 billion Baku-TbilisiCeyhan pipeline project was signed – the culmination of
more than two years negotiation between the European
Bank for Reconstruction and Development (“EBRD”),
the International Financial Corporation (“IFC”), their
lending and insuring colleagues and the project
sponsor.
Two of the three project countries, Azerbaijan and
Georgia, are among the seven "Early Transition
Countries" on which the EBRD is now placing particular
emphasis. Both stand to gain significant financial
benefits from the project. For example, Azerbaijan will
be able to fully exploit its Caspian oil reserves, which
contribute over US$ 30 billion to its revenues. In
addition, the intangible benefit of the project’s ongoing
success will demonstrate that foreign investment in the
region is both possible and attractive.
The BTC project is one of the largest and most complex
project financings ever undertaken. At its heart is an
interwoven contractual structure linking the project
company, BTC Co, and the governments of the three
participating countries: Azerbaijan, Georgia and Turkey.
The project attracted an extraordinary volume of
comment from local and international NGOs.1 Much of
this focussed on the project's concession structure and
whether it adequately safeguarded the rights2 of the
local communities. The volume and intensity of this

scrutiny, the time and energy devoted by the sponsors
to respond to it, and the matching volume and intensity
of scrutiny undertaken by the EBRD, the IFC, the seven
export credit agencies supporting the project and the
commercial lenders, demonstrate just how central these
concerns have become to project financing of major
infrastructure projects in transition economies.
The attention devoted to human rights issues in recent
years was highlighted by the publication of three major
documents in 2003. These demonstrated the centrality
of human rights to three different constituencies of
lenders: the World Bank Group's Extractive Industries
Review,3 the OECD Recommendation on Common
Approaches on Environment and Officially Supported
Export Credits4 and the Equator Principles.5 The latter
has enjoyed remarkable popularity in its first year of life:
originally launched by 10 commercial banks it has, as of
1 June 2004, been adopted by a further 13 banks, one
multilateral agency (the European Investment Bank)
and one export credit agency (Denmark's Eksport
Kredit Fonden).
Two factors combine to make an analysis of the BTC
project's concession structure particularly interesting.
First the negotiation of the project occurred during a
period of ever increasing focus on human rights issues.
Consequently, a large amount of material is available
commenting, both positively and negatively, on the
structure. Second, the structure itself was highly

developed, with a number of intrinsically interesting
features.
This article outlines the concession structure of the BTC
project. It then considers some of the main themes of
the debate on this structure and examines the role of
the NGO community in that debate. It concludes by
drawing some tentative conclusions as to what lessons
future projects might learn from this aspect of the BTC
project.

shown in the diagram below:
The IGA
The IGA is an international treaty, ratified as such in
each project country. It creates, therefore, a binding
obligation between each host government, enforceable
under public international law. The essential terms of
the IGA are:
•

a commitment from each host government to
present the IGA, including the HGAs and other
documents included in the annexes, for
ratification so as to make all those terms the
prevailing legal regime in its state;

•

a general commitment from each host
government to support the project, including:
ensuring freedom of petroleum transit,
guaranteeing the performance by state entities
of certain project contracts and granting land
rights to the project;

•

a commitment from each host government to
provide security for the pipeline;

•

an agreement as to the applicable technical,
safety and environmental standards for the
project. This was an important provision for
much of the subsequent debate. Hence, it is
worth repeating the definition of those
standards in full: "international standards and
practices within the Petroleum pipeline
industry (which shall in no event be less
stringent than those generally applied within
member states in the European Union)"7; and

•

confirmation that the only taxes imposed on
the project would be those set out in the HGAs
and an agreement on how to allocate taxable
profits between the project states.

Outline of the BTC concession structure
Overview
The relationship between BTC Co and each host
government is documented in four core documents,
together with a number of ancillary documents.6 The
foundation of the structure is an intergovernmental
agreement entered into between Azerbaijan, Georgia
and Turkey (the “IGA”). Annexed to the IGA are,
amongst other documents, the texts of three separate
host government agreements between BTC Co and
each host government (the “HGAs”). The IGA was
entered into in November 1999 and each HGA was
entered into in October 2000.
Three of the various ancillary documents, which also
form part of this structure, are relevant to this article.
The Joint Statement, which clarifies and restates the
parties' interpretation of the HGAs, was entered into in
May 2003 between BTC Co and each host government.
The Security Protocol deals with the manner in which
the host governments propose to meet their security
commitments under the HGAs. This was entered into in
July 2003 between each host government. The Human
Rights Undertaking is a unilateral deed executed by
BTC Co in September 2003 and commits BTC Co to a
particular interpretation of the HGAs in very similar
terms to the Joint Statement.
The relationship between these seven documents is
IGA
Azerbaijan, Georgia, Turkey

HGA
Azerbaijan, BTC Co

HGA
Georgia, BTC Co

Joint Statement
BTC Co, Azerbaijan, Georgia, Turkey

Security Protocol
Azerbaijan, Georgia, Turkey

HGA
Turkey, BTC Co

Human Rights Undertaking
BTC Co

The HGAs
Contents
The three HGAs are drafted in very similar terms.
Essentially each host government grants BTC Co a
right to build and operate the pipeline and agrees to
provide various forms of support for the project. On its
side, BTC Co commits to a certain set of standards
whilst carrying out the project and also to pay specified
tax or tariff amounts to the host government.
In contrast to the IGA, the HGAs are long and complex
documents, over 70 pages each. The key provisions
include:
Grant of rights and guarantees
The host government grants to BTC Co and other
project participants the right to implement the project.
The host government also guarantees that, amongst
other things, it will not interfere with the flow of oil
across its territory, not claim title to that oil, not act or
fail to act in any manner which would hinder or delay
the project and that it will perform its obligations under
any other agreement related to the project. The host
government also grants ancillary rights such as
freedom of import and export, freedom to employ
foreign staff and freedom to hold and convert foreign
currency.
Government undertakings
The host government gives a number of further
undertakings to support the project, including a
commitment to ratify the IGA, the HGA and other
project-related agreements as the "prevailing legal
regime" in its state. The effect of this is considered in
more detail in the following section. The government's
other undertakings include a commitment to facilitate
the acquisition of permits and an undertaking not to
expropriate the project.
Economic equilibrium
Each HGA includes a clause for change-of-law,
stabilisation or financial balance.8 Essentially, this
clause protects the project from changes to laws, after
the date of the HGA, which adversely affect the project
economics.
This clause attracted considerable
comment and consequently is worth setting out
verbatim:
"The State Authorities [i.e. the host government, local
authorities and state controlled or owned entities] shall
take all actions available to them to restore the
Economic Equilibrium established under the Project
Agreements if and to the extent the Economic
Equilibrium is disrupted or negatively affected, directly
or indirectly, as a result of any change (whether the
change is specific to the Project or of general
application) in Azerbaijan Law (including any Azerbaijan
Laws regarding Taxes, health, safety and the
environment) occurring after [date of the HGA or its
ratification]… ."9

""Economic Equilibrium" means the economic value to
the Project Participants of the relative balance
established under the Project Agreements at the
applicable date between the rights, interests,
exemptions, privileges, protections and other similar
benefits provided or granted to such Person and the
concomitant burdens, costs, obligations, restrictions,
conditions and limitations agreed to be borne by such
Person."
Taxes
Each HGA establishes a specific tax regime for the
project in the relevant project state. In this respect the
HGAs differ significantly from each other, but the
common theme remains that the project is exempt from
all taxes other than those set out in the HGA. The
principal taxes imposed by the HGAs consist of a fixed
per-barrel dollar tariff payable in respect of oil shipped
across the territory of Georgia and Turkey, irrespective
of BTC Co's own financial performance, and a tax on
BTC Co's profits in Azerbaijan, using the mechanism
set out in the IGA for determining how profits are
allocated between the project states.
Compensation
Each host government agrees to compensate the
project participants, through BTC Co, for losses they
suffer from, amongst other things, a breach by a state
authority of a project-related agreement, breach of the
economic equilibrium clause and state requisitioning or
expropriation.
Liability
Each HGA includes a clause entitled "Limitation of
liability".10 The first section of this clause provides,
logically, that BTC Co is liable to the host government
for losses arising from its breach of project-related
agreements or local law, subject to certain limitations.
The second section provides that BTC Co is also liable
to third parties for losses they suffer as a result of a
breach by BTC Co of the standards of conduct set out
in the HGA or other project-related agreements.
The sponsors of the project explain publicly that,
despite the rather misleading title of the clause, the
intent of this second section is to create a right of action
for third parties should BTC Co breach the HGA. This
includes a right of action for local citizens if BTC Co
breaches the environmental or social standards set out
in the HGA. Clearly this right cannot accrue as a matter
of contract, since the third party is not part of the HGA.
However, the argument is that, by virtue of the
ratification of the HGA as a part of local law, the right
becomes part of domestic legislation. Presumably on
this basis such a right would also be enforceable in
domestic courts, not just through the mechanism of
international arbitration set out in the HGA. This
provision granting rights to third parties in this manner
is unusual in the context of such agreements and an
interesting development.

Project standards
The HGA specifies the environmental, health and safety
standards applicable to the project. The mechanism in
each HGA is essentially the same: a general statement
of principle, followed by a procedure requiring BTC Co
to develop and agree with the host government a
detailed environmental and social impact assessment
(ESIA). The ESIA will identify the relevant risks and the
applicable mitigation measures.11 BTC Co must comply
with the ESIAs.
The wording of the general principle, which is the
reference point for developing ESIAs, differs in the
Georgian HGA from the other HGAs. However, each
HGA essentially refers back to "international petroleum
pipeline industry practice". This mirrors the standard
set out in the IGA, but without additional reference to
applicable European Union standards.
This omission gave rise to concerns that,
notwithstanding the IGA, BTC Co was only committed
to pipeline industry practice, which was not necessarily
a well-defined standard. However, the HGAs cannot be
read in isolation. They are not simply stand-alone
contracts, but also form an integral part of the IGA. On
that basis, the reference to industry standards in each
HGA should be read together with the equivalent
reference in the IGA. This states that international
pipeline industry standards must never be lower than
generally applicable European Union standards. In
other words, the floor is the higher of European Union
and international pipeline industry standards. This was
the host governments' and the project sponsors'
publicly stated interpretation and one which they
confirmed in the Joint Statement in May 2003.
Land
Land acquisition for the 1,760 km pipeline, albeit buried,
is clearly an important topic and the HGAs deal with it in
detail. Each host government grants BTC Co the right
to acquire and retain the necessary land rights (not
necessarily outright ownership) to carry out the project.
The allocation of responsibility for putting these rights
into practice varies across the HGAs but each HGA
contains a mechanism providing for the identification of
a progressively narrower corridor for the pipeline. For
example, the project begins with an initial 10 km wide
"corridor of interest" and ends with an 8 m wide
"pipeline corridor". This mechanism includes provisions
allowing BTC Co's interests to be balanced with the
relevant provisions of domestic law.
Status
The HGAs are private law contracts between the host
government and BTC Co.
This is normal for
concession agreements of this kind. However, the
HGAs are also annexed to the IGA. Indeed the IGA
specifically says that the text of each HGA forms "an
integral part hereof".12 Consequently the document
ratified in each project state, and thus part of each
project state's body of legislation, includes the entire

text of the HGA, with the overall effect that the HGA
provisions become law in each state, as well as
contract.
The structure of the HGAs can be compared with
production sharing agreements in Azerbaijan. In these
production sharing agreements, a contract between the
government and private contractor is ratified, making it
law. The BTC example is, however, different in that the
IGA is a treaty and therefore the HGA provisions are
not ordinary domestic law but treaty law. In each
project state, as in many other jurisdictions, this gives
them a privileged status. In general, a treaty takes
precedence over inconsistent domestic law, even
subsequent domestic law.
This is an unusual, although not unprecedented,
structure for concession arrangements. In truth its legal
effect is untested. Even in Azerbaijan, where the
structure is well-established, doubts persist over the
actual effect achieved.13
The question, therefore,
arises as to what the benefits are of going beyond a
normal contractual relationship with the host
governments and establishing a prevailing projectspecific legal regime. One answer is that this gives the
project and its investors a more robust framework for
their investment.
As a contract, an HGA gives BTC Co a contractual
claim for damages should the government breach its
commitments. Such a claim must be pursued through
international arbitration and has cost implications, both
financially and in terms of political capital. It is also
purely a money claim – if the government obstructs
BTC Co from shipping oil, BTC Co's remedy is to sue
for its loss, not to compel the government to desist. By
contrast, the HGA as domestic law, especially as a form
of supervening, privileged domestic law, gives BTC Co
an immediate defence.
It either requires the
government to desist or, where a claim in breach of the
HGA is brought against BTC Co, it rejects that claim in
the local courts.
From the perspective of the host government, the
benefit of the prevailing legal regime structure is to
create an appropriate legislative backdrop for the
project to operate. A project like BTC constantly
engages local authorities. In a jurisdiction where the
existing general legislation is not yet in a position to
adequately manage such a project, enacting a contract
as law allows the government to advance its legislation
to the level required to accommodate and constrain the
project.
Where an HGA imposes obligations on BTC Co beyond
existing legislation, the prevailing legal regime structure
enables the host government to regulate in a more
robust manner as the agreement is based in law rather
than just contract. Where an HGA grants rights to BTC
Co that cut across existing legislation (in the area of
taxes for example), the structure allows the government
to achieve this end through one legislative act rather

than requiring a myriad of individual exemptions to be
enacted.
Commentary
General
The BTC project as a whole attracted a great volume of
NGO attention. It generated a range of reports and
submissions, matched by an equal volume of reports
from sponsors and lenders. The outcome is a diverse
dialogue which explores in detail many aspects of the
project. Much of that dialogue is outside the scope of
this article. However, a number of comments focussed
on the IGA and HGA structure. Given the size and
prominence of the project, these provide a snapshot of
some of the most pressing concerns surrounding this
sort of concession structure in transition economies.
This article highlights three particular themes before
considering more generally the role of NGOs in the
debate on the project's concession structure.
Constraining the exercise of sovereignty
Perhaps the most widespread concern about the
project's concession structure was that the host
governments had frozen the laws applicable to the
project and given up their right to legislate and impose
more stringent standards throughout the 40-60 year
term of the HGAs.
This was seen by some
commentators as running against the general trend of
environmental and social legislation which imposes
ever more rigorous standards over time. This concern
was articulated in two different ways:
The economic equilibrium clause described above
states that any change in law after the date of the
HGAs, which disturbs the project economics, must be
compensated by the host government. This obligation
effectively restrains the government. For example,
Friends of the Earth wrote, "[the HGAs] prohibit [the
host governments] from establishing any new
environmental or public health laws that might affect the
financial return of the pipeline for the next 40-60 years –
unless they compensate the project consortium".14
This first argument, therefore, focuses on the nature of
the HGAs' stabilisation clause. Such a clause is, as
most commentators acknowledged, standard in
concession agreements. The unusual characteristic of
these HGAs is that the stabilisation clause did not adopt
a distinction between discriminatory or specific change
of law, which would trigger a right to compensation, and
general change of law, which would not. Amnesty
International focussed on this point in their report,
pointing out that international law, "draws a line
between normal state activities, such as changes in tax
policy or increased employee protection requirements,
both of which can affect profits from a project, and state
policies which involve wholesale destruction of the
project's value. Only the latter attracts compensation
for violation of the right to the protection of property".15

The project’s privileged legal status, created when each
HGA was enacted as an international treaty,
establishes the agreements as the only applicable
regime, irrespective of any subsequent legislation.
Anders Lustgarten, cited by The Corner House, wrote,
"what has genuinely shocked the NGOs involved in the
BTC campaign is the colonialist nature of the [HGAs]…
The Turkish HGA stipulates, among other extraordinary
claims, that it overrides all conflicting domestic law,
both present and future, bar the Constitution. This
means that should a future Turkish state less in thrall to
the West decide to pass more stringent environmental,
human rights or social laws to regulate the pipeline
regions, BP will be exempt from them".16 Similarly
World Wildlife Fund wrote, "The HGA and IGA
exempted the BTC Pipeline from important provisions
of international and national law in the host countries,
including provisions on environment and human
rights".17
Although these are discrete arguments, they arrive at
substantially the same conclusion. The key step taken
to respond to this concern was embodied in the Joint
Statement. This focussed on the standards to which the
project is subject.
These standards provide the
baseline against which change of law is assessed (the
first argument), and also identifies the ceiling above
which future legislation will not have effect against the
project (the second argument). That standard is not
explicitly set out in the HGAs but was, in a very
important step, clarified in the Joint Statement. It
states, "The IGA commits each State to the application
of environmental standards that are no less stringent
than those generally applied within member states of
the European Union from time to time. The HGAs and
other BTC Project Agreements give effect to this
commitment, and provide a dynamic benchmark that
will evolve as EU standards evolve" [emphasis
added].18 Similar statements are also made in respect
of evolving international labour and human rights
treaties to which the project states might become party
during the course of the project.
In other words, baseline standards set at the date of the
HGA are not fixed and there is no need to distinguish
between discriminatory and general changes of law
thereafter. Instead, the HGAs establish a floating
reference point – essentially European Union standards
from time to time – and fixes these as the standard
throughout the life of the project.
Within those
parameters the host government can either introduce
legislation to enact such standards as separate laws or
use the mechanism of the HGA to enforce them.
This is perhaps the key point which the Joint Statement
brought out. It would have been preferable for the
interpretation confirmed in the Joint Statement to have
been apparent on the face of the HGAs. However, the
host governments and BTC Co stressed that the Joint
Statement is phrased as a confirmation of the
interpretation that they already believed was correct,
not an amendment of the HGAs. Once the HGAs are

read in this light what emerges is a commitment, in the
key areas of concern, to standards that should be
acceptable throughout the life of the project.
Direct rights for citizens
Another area that Amnesty International, in particular,
gave attention was the scope for individual citizens to
enforce the obligations assumed by BTC Co. The
concern was that while the host governments might be
able to enforce a rigorous environmental and social
regime on the project, a local citizen would not. This
analysis drew attention to the relationship between the
special legal status of the HGAs discussed above and
the body of general law in each project state.
This is a complex issue but the EBRD's analysis found
that the HGAs do not "delete" local legislation in the
areas they cover. Consequently it remains open to any
local citizen affected by the project to use any of the
existing legal remedies available to them, such as a
claim in negligence. The limit on this is where those
remedies impose standards or obligations beyond
those in the HGAs. For these reasons this seems to be
a theoretical concern since the limit is set at the then
applicable European Union standard.
Interestingly few commentators focussed on the liability
clause in the HGAs, which attempt to grant third parties
a right against BTC Co for breach of the HGA
standards. It might be argued that this is a novel and
bold step by the project. In effect it extends the project
company's commitments to the host governments to the
citizens of the project states.
Leaving this aside it remains an interesting question: to
what extent should concession structures of this nature
look beyond the two parties – the host government and
the project company. And, to what extent should the
structure – as opposed to, or as well as, the existing
local legislation – be enforceable by local citizens.
Perhaps a more robust and transparent way to regulate
major infrastructure projects would be to have
comprehensive domestic legislation governing all
aspects of its implementation. This would prevent the
need for a direct mechanism giving local citizens
access to the provisions of the concession agreement,
which inevitably looks and reads like a contract not a
law. That legislation would follow local domestic legal
practice in determining whether local citizens could
enforce it directly or whether enforcement powers
should be retained by national or local governments.
The approach of extending the commitments made in a
concession arrangement to local citizens, as well as the
host government, arguably creates an anomalous and
distorting situation. It gives local citizens more
extensive rights against a concession-based business
than against an otherwise identical business that is not
operating under a concession.
The manner of implementation
The final concern that this article considers is one again
principally raised by Amnesty International. Namely,

HGAs create conditions where the host government, or
even third parties, are likely to breach human rights.
Much attention revolved around the human rights
records of the host governments and their commitments
to maintain security for the pipeline. It was alleged that
the practical reality of these commitments inevitably
means that the host governments will breach human
rights in order to meet them.
Comments in this vein went beyond just government
activities, looking at the wider impacts of the project.
For example, the project was criticised on the grounds
that the presence of concentrations of relatively wellpaid male construction workers was likely to increase
the incidence of prostitution.
It is accepted that companies today expect, and are
expected, to look beyond the simple test of legal
compliance and assess more broadly their impacts on
the societies in which they operate.19 Hence, it is not
necessarily appropriate for a company to accept
whatever commitments a government is prepared to
make without consideration of the consequences for
that government.
But to what extent should a company police a
government counterparty in this way? At what point
does an attempt to second-guess what commitments a
government should and should not be prepared to
make become itself a form of inappropriate interference
in the affairs of a foreign state? Or put another way, at
what point does the assumption of this responsibility by
a company allow a government to abdicate its rightful
responsibility?
This article does not attempt to answer these questions.
However, it should be noted that the BTC project will to
be implemented in a part of the world which has wellknown human rights concerns as well as genuine
security risks. Therefore, it would surely have been a
retrograde step, let alone an impracticable one, for BTC
Co, as a private entity, to have assumed responsibility
for security with the quasi-judicial authority it required.
Once that responsibility is accepted by the host
governments, the important concern is that BTC Co
should not under an HGA offer incentives to the host
government to breach its human rights commitments.
The project responded to this concern with two different
documents. The Joint Statement contains a specific
assertion that the project will be implemented in
accordance with human rights standards. Following on
from this, the three project countries signed the Security
Protocol, which affirmed their commitment to meet their
security obligations in accordance with a number of
international human rights treaties. This aspect of the
concession structure passed with limited comment, but
it deserves closer attention as it represents an
intertwining of human rights standards with commercial
terms.
In these documents the three countries and a private
company agree legally, and acknowledge publicly, that

their contractual commitments, negotiated in a
commercial context, are subject to the ever growing
corpus of international human rights law. Of course, it
is hard to imagine that either party would in practice
have ever advanced a contractual claim in conflict with
that principle, but there remains something powerful
about this public statement of the interdependence of
these often too separate fields. It is arguably a
remarkable characteristic of the BTC concession
structure, which sets an example for subsequent
projects.
The NGO role
So far, the discussion in this article has demonstrated
the prominent role NGOs took in the discussion of the
BTC concession structure. Important elements in the
structure, notably the Joint Statement, were at least in
part shaped and provoked by this commentary. Where
their comments were not ultimately endorsed, they
were nonetheless important in stimulating both
sponsors and lenders to revisit their conclusions and to
think harder and deeper about the details of the HGAs.
What this shows is the ever-growing role that the NGO
community plays in these debates. It is impossible to
deny that one of the reasons that the concerns
highlighted in this article have risen so high on the
agendas of lenders, international financial institutions
and sponsors is the attention that the NGO community
has drawn to them. The World Bank Group's Extractive
Industries Review is in particular a demonstration of the
central role that NGOs played in shaping a key
document which influences the future lending policies of
the World Bank Group. Even where specific changes
are not made to a project structure, or where lenders
support a project that some NGOs continue to oppose,
the NGO critique plays an inimitable role in driving the
agenda and testing conclusions. The BTC project is
not the first major infrastructure project, nor will not be
the last, and future projects will inevitably be influenced
by the nature and quality of the debate over its
structure.
This section has focused on comments made by large,
international NGOs, based in North America and
Western Europe, on the concession structure of the
BTC project. In doing so, it has not done justice to the
voice exercised by local NGOs, for example Green
Alternative in Georgia and the Caucasus NGO
Confederation in Azerbaijan.
This is principally
because much of the commentary from these NGOs
addressed specific issues beyond the scope of this
article. But it is important to recognise that this
engagement by local NGOs should also be seen as a
positive element to the BTC project.
It is a general theme of sustainable development that
the presence of strong NGOs is an important element in
building civil society. (This was a particular focus of
EBRD’s annual meeting in 2003 in Tashkent.) The
wider benefits of a project, beyond the purely economic,
are always hard to measure but nonetheless real. The

debate on the concession structure – the dialectic of
commentary and response – has a value in itself in
mobilising and enlivening civil society, in particular in
the project states.
Conclusion
This article analyses the major, and accelerating, shift
in structuring concession frameworks and related
infrastructure projects. The shift has resulted from
increasing awareness of the broader impact of these
frameworks: that they do not just allocate a set of
financial risks between government, lender and
sponsor. Rather these agreements impact on human
rights; they become part of a discourse which sets the
tone for the investment and how it affects the lives of
citizens within the project states.
The introduction of this article cites three documents
published in 2003 by different lending constituencies as
examples of this trend. These documents reflect the
importance these constituencies place on the human
rights concerns. While a detailed discussion of these
documents is beyond the scope of this article, a brief
review does indicate a trend of thought among the
constituencies.
The Extractive Industries Review is the most wideranging document. It was initiated by the World Bank
Group in July 2001 in response to criticism of its
involvement in the extractive industries sector. Its
conclusion, published in November 2003, was that a
role remained for the World Bank Group in the oil, gas
and mining sectors. However, this role was dependant
on three principal enabling conditions being met to
ensure these industries contribute to poverty alleviation
through sustainable development.
The most relevant of these conditions, for this article, is
the pro-poor public and corporate governance. Within
that condition, the Review focussed on a number of
important elements: transparency and disclosure, the
development of a modern policy and regulatory
framework in the invested countries, and the integration
of the public in the decision-making process. These
were key themes in the ongoing debate on the BTC
project.
The OECD Recommendation and the Equator
Principles have a more limited scope than the Review
as their focus is primarily environmental. Both adopt
the basic mechanism that their adherents should
classify projects, carry out environmental assessments
and, in general, impose international standards, which
in many cases are those published by the World Bank
Group. Two common themes of these documents are
particularly relevant to this article. First, projects should
be benchmarked against international best practice, not
just local practice. This was clearly a central feature of
the BTC structure. Second, while the detail of these
documents focussed on environmental issues and
standards, the underlying theme is broader and extends
to social and human rights concerns.

For example, the introduction of the Equator Principles
refers not only to "responsible environmental
stewardship" but also to "socially responsible
development". Similarly, in listing the applicable World
Bank Group standards against which they will evaluate
projects, both documents go beyond environmental
policies to include those dealing with involuntary
resettlement, indigenous peoples and cultural property.
This is important in terms of identifying the direction in
which this debate is developing.
In many respects, the concession structure established
for the BTC project is at the forefront of this
development, including public disclosure of the
component documents, a dynamic set of standards
benchmarked against evolving European Union
standards and a commitment to providing local citizens
with direct remedies.
Yet, as demonstrated by the volume of comment, both
positive and negative, the BTC project attracted, the
structure of these relationships is constantly evolving,
stimulated by the dialogue and debate that surrounds
them. Without wishing in any way to detract from the
remarkable skill and energy committed to the
negotiation of, and debate on, these documents by the
three host governments, the project sponsors, the
project's financiers and the many NGOs involved, this
article concludes by tentatively choosing four future
points that emerge.
Disclosure
To date, the BTC project has disclosed a high volume
of information. The IGA, each HGA, the Joint
Statement, the Human Rights Undertaking, the Security
Protocol and a number of other project documents have
all been made publicly available. These documents
include many of the details of the host governments'
rights to revenues from BTC Co.
This level of
disclosure has enabled much of the debate between a
wide range of stakeholders possible and allowed for
widespread engagement with the project's terms. In
future projects, a similar level of disclosure will surely
be expected.
Status
The HGAs developed for the BTC project have a dual
legal status, both as contracts and as a form of special
domestic law. This second quality offers benefits for
both the project and the host governments; it is
certainly arguable that the BTC project could not have
gone ahead without it. It is less obvious that this will
remain the most appropriate structure for future projects
as it means, over time, the development of multiple
bespoke regimes rather than a generic legal structure.
In the long term, it will be preferable for countries to
evolve a framework, both specifically for concessions
and generally for infrastructure works that can operate
as a level playing field for all participants and across all
projects, both concession-based and otherwise.

NGO involvement
Historically a project like BTC might have been seen as
a bilateral relationship, involving sponsors and host
governments. This then moved to a trilateral
relationship when lenders were introduced, and has
now become a quadrilateral relationship with the
inclusion of NGOs. The NGO community is now a key
stakeholder in projects such as these and engages in
the debate, bringing unique insights and a distinctive
credibility. This is particularly true of the NGOs from
Azerbaijan, Georgia and Turkey, which participated in
the BTC discussion.
Future projects should build into their structuring
process an early and widespread engagement with
NGOs.
This should also include supporting the
development of local NGOs. Such a development,
which is of course already ongoing, will represent a
challenge for project sponsors. It will also challenge the
NGO community to develop a discourse that is more
suited to engagement than to outright opposition.
Presentation
Concession agreements, especially when they are
public documents, play a role that goes beyond their
commercial function. These agreements are public
statements of aspiration and, therefore, should use
wording that is more than simply legal terms. Similarly
they are read and absorbed by, and impact on, people
outside the narrow group involved in the commercial
details of a project. Consequently, agreements such as
these benefit from being drafted with this wider context
in mind – a hard lesson for lawyers, in particular, to take
on board.
A simple example from BTC is the inclusion in the IGA
and the Turkish HGA of a confirmation that the project
is not intended to operate in the public interest. Critics
seized on this statement as a blatant admission that
there was no public benefit to the project. In fact, it was
apparently included to avoid a very specific technical
point in Turkish law which could have led to the HGAs
being classified in a particular way which would have
negated many of the HGA terms.
In a purely
commercial context, this simple misunderstanding
would have been of no significance – in the context of
the HGAs it was important.
Similarly the conjunction in the Joint Statement and the
Security Protocol of human rights commitments with
commercial undertakings plays a legal role in defining
the contractual relationship between the states and
between each project state and BTC Co. It also makes
a public statement about that relationship, which has a
power and a role beyond the purely legal. Participants
in these sorts of projects will want to be increasingly
sensitive to this wider potency.
Once it is accepted that major infrastructure
investments like the BTC project offer great benefits to
the developing economies where they operate, it
follows naturally that some form of concession

framework is required. That framework has to strike a
balance between providing the stability and clarity that
investors need and protecting the interests of the
citizens of the project states. Deciding where that ideal
balance lies is a work in progress and the BTC
structure is an important and interesting milestone in
that process.
Looking at the panoply of documents, agreements,
comments, responses and statements which the
concession aspect of the BTC project attracted, it is
inevitable that an uncontroversial structure will never
arise. Instead those who engage with these issues will
go, like pilgrims, "always a little further. It may be
beyond the last blue mountain barred with snow, across
that angry or that glimmering sea, white on a throne or
guarded in a cave" that they will find, not "a prophet
who can understand why men were born", perhaps not
even Samarkand, but at least the next step forward in
this debate.20
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The case for debtor-in-possession financing in early
transition countries: Taking a DIP in the distresseddebt pool
Introduction

3.

The
ILR
should
bankruptcy/liquidation
structuring/workouts.

4.

The ILR should provide immediate,
interim, conservatory measures.

5.

Where liquidation is appropriate, the ILR
should interfere as little as possible with
the realisation of security by secured
creditors.

6.

The ILR should treat like parties in a like
fashion.

7.

The ILR should provide for the adequate
review of suspect transactions and
impose appropriate sanctions where
necessary.

8.

Where restructuring is appropriate, the
ILR should permit new, priority financing
during the restructuring process.

9.

Any insolvency administrator appointed
should be an independent, third party.

10.

The ILR should
insolvencies.
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Insolvency law has
long been an area
of
difficulty
for
proponents of law
reform. This is not
only
because
insolvency
laws
tend
to
impact
numerous
other
areas of law, such
as taxation, labour,
securities
and
commercial law, but
Mahesh Uttamchandani,
Counsel, EBRD
also because a
country’s insolvency
law regime must inherently embody the commercial
values of the country. Does the country want to be
promoted as “debtor-friendly” or “creditor-friendly”? Are
there policy objectives, such as the collection of taxes
and the minimisation of impact upon employees, which
the legislation should promote through asset distribution
rules? These and other questions continue to vex
policy-makers around the globe.
Yet, despite critical value-laden differences which may
exist from country to country, all insolvency laws strive,
or should strive, for the same fundamental goal:
maximising value for stakeholders.2
To do this, a
modern insolvency legal regime (ILR) should
accomplish certain basic objectives. These basic or,
“core”, elements are captured in the EBRD’s 10 “Core
Principles for an Insolvency Law Regime”. These Core
Principles attempt to provide a blueprint for the EBRD’s
countries of operations to comply with international
standards and best practises in insolvency law. Stated
in their simplest form, the Core Principles are:3
1.

The ILR should promote economy,
transparency and speedy resolution.

2.

The ILR should provide clear tests for the
initiation of insolvency proceedings and
should require adequate notice to be
given of such proceedings.

permit
and

permit

both
re-

cross-border

The application of the Core Principles, embodied in
legislation, invariably leads to the question of whether
an insolvent corporation should be liquidated, sold as a
going concern or rehabilitated. This is a question that
must be answered on a case-by-case basis. While
companies that are not viable should be liquidated so
that, ultimately, their assets can be redistributed to
more efficient, viable companies, a debtor whose
business can be rescued should be given the
opportunity to re-organise. It is therefore axiomatic
that, as stated in the Core Principles, all modern
insolvency law regimes must have adequate
rehabilitation provisions.
Assessment has shown, however, that this is precisely
the area where early transition countries (“ETCs”) lack
provisions. In 2003 and 2004, the EBRD conducted its
Sector Assessment Survey (“SAS”) and its Legal
Indicator Survey (“LIS”), in the area of insolvency in all

non-compliance) to 100 (representing absolute
compliance). The level of compliance was measured
by creating a checklist of essential benchmarks based
on international standards. A compliance score of 100
per cent, therefore, does not imply that the law is
perfect but, rather, that it possesses all of these
essential elements. Similarly, a score of 50 per cent
would still likely mean that the legislation is quite weak
as it only includes half the essential elements.

27 EBRD countries of operations. Both the SAS and
the LIS asked detailed questions about, among other
things, the rehabilitation laws in each country. The SAS
focused on the laws, as drafted, while the LIS focused
on the practical application of these laws.4
The SAS analyses the level at which ETC legislation
complies with international standards. It reviews five
critical areas, including reorganisation processes (see
Charts 1a to 1f). The level of compliance in each these
areas has been scaled from 0 (representing absolute

Charts 1(a) – 1(g): Level of compliance with international standards in core areas of insolvency legislation
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The outside line of each chart represents full compliance with the established benchmarks of international standards in
the five core areas. The coloured line in each graph represents that individual country’s compliance.
Clearly, in almost every ETC, legislation must be
improved to better deal with reorganisation.
The SAS details the specific deficiencies in each of the
ETC insolvency regimes. Many of these deficiencies
present serious obstacles to achieving successful
restructuring and, more importantly, to the development
of a viable culture of rescue in the ETCs.
For example, neither Georgia’s Law on Proceedings in
Bankruptcy nor Azerbaijan’s Law on Insolvency and
Bankruptcy prevent suppliers of utilities and other
essential services from refusing to supply services
during a restructuring.5 In practice, this means that
such a supplier could hold the debtor to ransom in a
restructuring and refuse to supply services essential to
the running of the business unless the debtor pays prereorganisation debts in full. This would clearly make a
restructuring very difficult to complete.

Similarly, neither Armenia’s Law on the Bankruptcy and
Financial Reorganisation of Legal Entities nor
Tajikistan’s Law on the Bankruptcy of Enterprises
impose any restrictions on “insider creditors” with
regards to voting on a reorganisation plan. This means
that non-arms length creditors could, potentially, hijack
the reorganisation voting process, to the detriment of
legitimate third-party creditors.
The LIS set out to measure how well insolvency
regimes work in practice6.
This was done by
developing two hypothetical cases and asking local
lawyers to answer questions based on the assumption
that they were acting for one of the parties specified in
the cases7.
The cases sought to measure the
effectiveness of the insolvency regime, in practice, by
measuring the various factors involved in both creditor
initiated bankruptcies/liquidations and debtor initiated

4

scaled from 0 to 100 with 0 representing a highly
ineffective system and 100 representing a highly
effective one.

restructurings. Charts 2(a) – 2(f) below display the
results of ETC countries with respect to debtorinitiated restructurings only.
These results are

Charts 2(a) – 2(f): Effectiveness of Insolvency Legal Regimes in Debtor-Initiated Restructurings
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The questions posed to participating lawyers regarding the effectiveness of debtor-initiated insolvencies were grouped
into 10 areas. The scores of each country in these areas were plotted on the graphs below which provide a multidimensional picture of each legal regime. The fuller the “web” for each country, the more effective the regime is.
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Again, these results show that members of the ETC
have virtually ignored the process of corporate
restructuring in designing their legal systems.
In
Armenia, for example, judges will not typically grant a
stay of proceedings when a debtor makes an initial
application for restructuring. As a result, there is often
a period of almost two weeks where the debtor has
effectively admitted its insolvent state but is not
protected from creditor enforcement.
In Azerbaijan,
once the process has been commenced, it is fairly easy
for creditors holding a significant portion of the
outstanding debt to disrupt and delay the reorganisation
process. In Georgia, the restructuring application will
not be heard by a specialist court that is well versed in
insolvency, or even commercial, matters and in both the
Kyrgyz Republic and Moldova, the judicial handling of
such cases is cited as being highly unpredictable.
Even Uzbekistan, which has a regime that can be
accessed quicker and cheaper than most others in the
ETC, fails to provide restructuring debtors with
meaningful access to protective measures. Without
these protections, attempts at restructuring are often
doomed to fail as creditors are not prohibited from
commencing a “feeding frenzy” on the debtor’s assets.
Detailed analysis of insolvency systems over lengthy
time periods has yielded the conclusion that good
insolvency legislation is not sufficient to attract greater
foreign investment8. Foreign investors put a great deal
of stock in how such laws are implemented and it is this
effective implementation that will truly attract greater
international investment. The SAS and the LIS show
that, with respect to the ETC, it will be exceedingly
difficult to achieve effective implementation, particularly
in the area of restructuring, without strong legislation.
What is more distressing than the above deficiencies,
which vary from country to country in the ETC, is that
there is not a single one of the ETC’s insolvency laws9
that complies with a critical Core Principle in that none
of them permit priority post-filing, or “DIP”, financing: an
essential element, this article will argue, of any sound
ILR.
What is DIP financing and why is it needed?
Post-filing, restructuring or debtor-in possession (“DIP”)
financing all refer to priority funds, usually in the form of
working capital, advanced to debtors during a
restructuring. This financing is generally used by the
debtor to carry on operations during a brief period
under the stay provisions imposed by local insolvency
legislation. During this period, the debtor attempts to reorder its affairs and negotiate some form of
compromise or plan of re-organisation with its creditors.
Insolvency proceedings are, by definition, disruptive in
nature. They often suspend creditor rights, place the
debtor into some form of court-managed process and
force stakeholders to compete for the pieces of an
inadequate “pie”. In an ideal insolvency, however, the

debtor’s underlying business can be salvaged, along
with the jobs of many employees. In addition, the
business can be “restructured” or re-organised to avoid
liquidation.
The main support for restructuring lies in the
fundamental theory that a business is greater than the
sum of its parts and is worth more as a whole, or as a
going concern, than it is in pieces. This is often the
case because the liquidation value of a business is
usually unable to account for the business’
accumulated goodwill. In addition, if the debtor can
reorganise its affairs in a way that allows a return to
profitability (by shutting down inefficient divisions or
stretching out the repayment terms of loans), creditors
will often reap greater profits over the long term in the
form of increased interest payments and fees.
The foundation of this theory is based on the
assumption that creditors and society would be better
off by allowing the continuation of a going concern, as
opposed to a piecemeal liquidation. Deploying assets
to maximise their value is the foundation of [this]
policy.10
A debtor that is not able to operate while it is
restructuring, that is not able to employ its employees,
pay its suppliers for new products or supply its
customers, will find that it is likely not worth the time
and effort to re-organise because, in the end, there will
be no salvageable business.
During this period,
customers will have migrated to meet their needs
immediately and employees, who, after all, can survive
only so long without wages, will often have found new
work.
The commencement of insolvency proceedings,
however, is typically an “event of default” under most
loan agreements. Once these proceedings commence,
the debtor’s existing operating lender may terminate the
debtor’s access to cash to limit any further exposure.
For the debtor to avoid liquidation and preserve the
going-concern value of the business, it will need to find
a way of financing its operations until a satisfactory
arrangement with creditors can be negotiated and
approved.11 Enter DIP financing.
DIP financing gives the debtor an injection of cash,
usually at higher interest rates than might otherwise be
charged if the debtor was solvent, to fund operations
and costs during the restructuring.
A third party
creditor has no incentive, however, to lend money to an
already heavily-leveraged debtor whose assets are fully
pledged to secured creditors. Similarly, if the debtor is
forced to return to its existing financier(s) for new
funding, it may either find no interest or that it is at the
mercy of lenders who can charge exorbitant interest
rates.
In response to this, many countries have permitted
lenders to make DIP financing available on a “superpriority” basis. In effect, this allows the debtor’s existing
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lender, or a new lender, to advance fresh money which
will have to be repaid in priority to all other claims. This
gives the DIP lender the protection it desires and gives
the debtor the working capital it desperately needs.
The naysayers
Certainty and cost of credit
There are two arguments often promulgated against
countries, and in particular countries with developing
economies such as the ETCs, enacting priority DIP
financing provisions. The first issue relates to certainty
and cost of credit. The argument is that priority DIP
financing subverts traditional statutory priorities (such
as those that entitle secured creditors to recover
payment ahead of all other creditors) and, as such,
insert instability and uncertainty in the marketplace. In
the ETC, where commercial lending markets have been
slow to develop, it is important that certainty and
predictability dominate. A lack of these elements will
either cause potential secured lenders to avoid making
loans or to price these loans higher. Indeed, the EBRD
has been and continues to be a proponent of providing
predictability to secured lenders. As Frederique Dahan
and John Simpson note in their analysis of the EBRD’s
2003 Legal Indicator Survey on secured transactions,
“The key issue for a creditor is how much and how fast
he can recover through realisation of the charged
assets, and how simple the whole process will be”.12.
Implicit in the “how simple” analysis, as Dahan and
Simpson note, is the level of certainty the creditor has
that its priority will be preserved and not arbitrarily
dismissed.
Insolvency reform must be mindful of the local secured
transactions regime and of the possibility of
“considerable tension and irreconcilable conflict
between the two areas”.13 Yet, while it is true that
certainty is desirable, it cannot be pursued at the
expense of all other policy initiatives.
In any
marketplace, secured creditors are generally the most
informed class of creditors and are in the best position
to assess risk.14 Most secured creditors already factor
the risk of the borrower becoming insolvent into their
assessments.
Insolvency legislation must aim at
interests broader than merely those of secured
creditors. This includes groups not well positioned to
assess risk, such as trade suppliers and employees,
who can benefit from the debtor obtaining DIP
financing.15
Moreover, priority DIP financing provisions are less of a
risk to secured creditors than they first appear. First, a
transparent and predictable regime for authorising
super-priority financing, as advocated in this article, will
provide secured lenders with the level of certainty they
crave. Second, there is no guarantee that the granting
of a priority charge in favour of the DIP lender, ahead of
the prior-secured lender, will actually detract from the
latter’s security.

There are two reasons the prior-secured lender’s
security will stay intact. First, the secured lender may
be over-secured, in which case the DIP lender is merely
getting security in the excess value of the asset(s),
albeit in priority to the secured lender. Second, the act
of granting DIP financing may, in fact, generate
additional security in the form of new receivables.
These receivables will have been created out of the
business transacted by the debtor during the
restructuring, which will only have occurred by virtue of
having DIP financing.16
This new security could be used to repay the
obligations owed to the DIP lender, thereby leaving as
much as possible of the originally secured asset for the
prior-secured lender. Finally, a well designed DIP
financing regime can be a boom to secured creditors
who, frankly, are in the best position to offer DIP
financing to existing debtor clients, often at profitable
rates.
Commercial activity in the ETCs
The second major argument relates to the level of
commercial activity in the ETCs.
This argument
suggests that insolvency reform generally, rehabilitation
reform specifically and such advanced concepts as DIP
financing in particular, should not be on the list of
priorities for the ETC. Instead, these should be
abandoned in favour of reforms designed to promote
greater commercial lending in the ETCs.
This
argument tends to focus on the relatively low level of
commercial debt available in ETCs and suggests that,
until this level is increased, there is no “market” for
insolvency reform.
With respect, this position is misguided. It is true that
commercial lending markets must be nurtured and, in
their complete absence, a complex insolvency regime
would be redundant. But to argue that the ETCs should
wait for a sophisticated lending market to develop
before undertaking insolvency reform is to engage in an
endless “chicken or egg” debate that could lead to
disaster.
If the ETCs were to wait for lending activity to increase
before reforming insolvency legislation, there would
inevitably be a period between the two where these
countries would be caught horribly off guard. As the
Russian insolvency crisis of the late 1990s taught us, a
legal system unprepared for the calamitous effects of
bankruptcy is dangerous. Moreover, this argument fails
to address the fact that good insolvency laws actually
stimulate investment, both in the form of increased
foreign direct investment and decreased costs of
domestic credit.17 A relatively modest investment in
insolvency law reform now could pay huge dividends in
the future.
Sophisticated financiers, have already begun to look at
Europe’s emerging markets as a source for DIP and
other distressed lending. As the Reuters News Agency
noted in May 2004, investors in distressed debt will look
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first to invest in countries with improved bankruptcy
legislation, as such legislation is most likely to provide
the type of certainty and predictability that investors
crave.18
Designing the ideal DIP legal regime
Once the decision, in principle, to permit priority DIP
financing has been made, the issue becomes how to
apply this principle in practice. In answering this
question, it is best to consider some existing examples.
Germany and the UK have certain limited provisions
permitting DIP financing and both France and Italy
currently have draft legislation that is expected to
authorise some form of priority DIP financing.19 A
significant number of countries that scored in the top 12
of the World Bank’s “Goals of Insolvency Index”20
provide for some form of priority DIP financing,21
including Belgium, Finland, Norway, Canada and the
United States.22
In some common-law countries, where legislatures
have failed to recognise the need for DIP financing
provisions, courts have stepped in to fill the legislative
void. These courts have used their equitable or
“inherent” jurisdiction as the foundation for their
authority to subvert existing contractual priorities
between lenders and borrowers and permit priority DIP
financing in certain circumstances.23
“Inherent jurisdiction” has been defined in many
different ways, but the most widely accepted definition
calls it the “exercise of those powers that are
reasonably necessary for the administration of
justice.”24 Consistent with the common-law tradition,
courts exercising this jurisdiction in DIP financing cases
do not do so under rigidly defined parameters but,
rather, on a case-by-case basis.
Other countries have opted for specific legislative
provisions.
Arguably, the most detailed of these
provisions exist in the United States Bankruptcy Code:
364(d)(1) The court, after notice and a hearing, may
authorise the obtaining of credit or the incurring of debt
secured by a senior or equal lien on property of the
estate that is subject to a lien only if –
A.
B.

the trustee is unable to obtain such credit
otherwise; and
there is adequate protection of the interest of
the holder of the lien on the property of the
estate on which such senior or equal lien is
proposed to be granted.

(2) In any hearing under this subsection, the trustee has
the burden of proof on the issue of adequate protection.
The question of what constitutes “adequate protection”
for the prior-secured creditor is the subject of some
debate in the United States. What is clear, however, is
that a judge has the statutory authority to grant a superpriority charge over existing collateral, which is already
pledged to a secured creditor, in favour of a new lender.

The “inherent jurisdiction” approach taken in Canada
would not work in the ETCs, as the civil law tradition
has been universally adopted. However, as ETC judges
are not likely to possess the jurisdiction to grant the
type of orders described above, the DIP financing
regime created by judges, acting as policymakers, is
instructive. Similarly, although the American model
may not be ideal for the ETCs, it provides an example
of how carefully drafted legislative provisions have,
ultimately, produced a new market for sophisticated
lenders.
In the end, although all formal restructurings rely
heavily on court involvement, the US provisions
described leave the concepts of “adequate protection”,
“notice” and a “hearing” too poorly defined. This could
lead to the rights of existing secured creditors being
trampled, depending on the judge’s subjective view of
adequate protection.
Similarly, although the doctrine of stare decisis is
carefully followed in Canada, the notion of ad hoc
judge-made law can, in some legal systems, fail to
provide the necessary level of predictability. This is
particularly true in countries where the reliability and
transparency of the judicial system is at issue. In this
regard, it is worth noting that each ETC scored in the
bottom half of Transparency International’s 2003
“Corruption Perceptions Index” and that, in fact, six of
the seven countries scored in the bottom third.25
Fortunately, the ETCs need not rely on any one specific
legal regime to find the foundation of its DIP financing
provisions. What would be preferred instead is the
international standard adopted by the United Nations
Commission on International Trade Law (UNCITRAL) in
its Draft Legislative Guide on Insolvency Law.26 The
Guide suggests that:
“The law should specify that, where the existing
secured creditor does not agree, the court may
authorise the creation of a security interest
having priority over the pre-existing security
interest provided specified conditions are
satisfied, including:

(a)

the existing secured creditor was given
the opportunity to be heard by the court;

(b)

the debtor can prove that it cannot obtain
the finance in any other way;

(c)

the interests of the existing secured
creditor will be protected, including by a
sufficient excess in the value of the
encumbered asset so that the existing
secured creditor will not be exposed to an
unreasonable risk of harm.”

In its commentary to this section, the Guide provides
that:
“As a general rule, the economic value of the
rights of pre-existing secured creditors should be
protected so that they will not be unreasonably
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harmed. If necessary, this can be achieved by
making periodic payments or providing security
rights in additional assets in substitution for any
assets that may be used by the debtor in favour
of new lending.”
If the Core Principles provide the destination toward
which the law should be heading, the Guide provides
the roadmap to get there. The Guide does this,
however, without imposing legislative provisions.
Rather, the guide allows policymakers in each country
to follow the Guide’s roadmap within the contexts of
their own legal tradition, be it civil or common law, and
with regard to the unique aspects of their culture.
Moreover, the Guide is the culmination of extensive
consultation with parties representing governments,
practitioners and academics from around the world and,
through this process, is legitimately an “international
standard”.
The adoption of such international
standards would not only represent sound legislative
policy but would also signal an intention to potential
financiers that the ETCs truly embrace the international
economic order. These standards should, therefore,
form the cornerstone of any DIP financing legislation in
an ETC.
Conclusion
As has been pointed out elsewhere in this article, the
ETCs are in the very early stages of what may be a
precarious development process. Before long-term
economic prosperity can be achieved, basic issues
such as the weakness of the rule of law and the relative
absence of commercial markets will have to be
addressed. At the same time, however, globalisation
has made the world a smaller and ever-changing place.
The ETCs should not, and simply cannot afford to, wait
for the market to arrive at their doorstep before making
the legislative changes necessary to accommodate
international capital. Moreover, law reform is not a
zero-sum game. Advanced bankruptcy reforms will not
have to come at the expense of more basic commercial
reforms and, in fact, will be complimentary to them.
DIP financing represents a fairly advanced bankruptcy
concept, but is fundamental to the idea of creating a
“rescue culture” that allows businesses to be
rehabilitated. This, in turn, will give comfort to creditors
that the businesses they are being asked to invest in
will be preserved as going concerns for as long as
possible. As with any changes designed to increase
investment, it is wise to remember the old adage that
“you can lead a horse to water, but you can’t make it
drink”. Nevertheless, building effective legal regimes
that incorporate international standards and best
practises can never be a bad idea and the ETCs are
probably better served by remembering that other old
adage: “If you build it, they will come”.
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Corruption, the judiciary and the rule of law
The independence of the judiciary is an indispensable feature of an open
society, where the rule of law sustains social and economic development and
democratic advances. The Early Transition Countries1 have certain
constitutional safeguards preserving the independence of the judiciary, but
these are not consistently observed. In addition, there are shortfalls in the
appointment of judges and the extent of political pressure exerted on the
judiciary. The prospect of reforms in Georgia following the “rose” revolution
will be closely monitored to assess anti-corruption strategies across the
region.

Corruption is the
abuse of entrusted
Miklos Marschall,
power for private
Executive Director,
gain,
such
that
Europe and Central Asia,
decisions are taken
Transparency
not for the public
International Secretariat
benefit but to serve
private
interests.
Corruption among public officials and politicians leads
to a loss of legitimacy, and of public trust and support.
As corruption increases, regimes become more
secretive, posing a threat to basic social and economic
rights.
Instead of fair competition based on price, quality and
innovation, corruption leads to competitive bribery,
hampering trade and deterring investment. Corruption
directly affects the viability of our social contract by
altering the relationship between governments and
citizens, whereby public officials are not providing what
is expected, and where citizens no longer trust their
authorities.
The “rose” revolution that took place in Georgia at the
end of 2003 has raised new hopes of democratic
progress and more open government. Before becoming
Minister of Justice in 2000, Mikheil Saakashvili – now
President of Georgia - invited the American Bar
Association to supervise the country’s selection of
judges. With judicial examinations supervised by the

ABA, the improvements to the judiciary helped counterbalance the influence of the then ruling party.
Now in power himself, in an interview on 6 July 2004,2
Saakashvili declared that as part of his reforms he was
tackling corruption by firing 19,000 police, 2,000 tax
officials and 1,500 customs officials. A draft package of
changes to Georgia’s legal system has now been
prepared, including a redrawing of the balance of
powers between the Supreme Court and the Council of
Justice.
The progress made in Georgia will be closely watched
and used as a measure for assessing governance,
media freedoms, the independence of the courts and
corruption levels in the Early Transition Countries.
The challenge ahead
An enormous task lies ahead of the Early Transition
Countries. According to the Transparency International
Corruption Perceptions Index 2003,3 which charts
levels of corruption in 133 countries, Georgia and
Azerbaijan each score 1.8 against a clean score of 10.
This indicates rampant corruption in the public sector
and politics. Even Armenia, where the problem is less
acute, scores only 3.0 against a clean 10. While the
problem is worse in Moldova and Uzbekistan, each with
2.4 out of 10, corruption in the Kyrgyz Republic (2.1)
was nearly as pervasive as in Georgia and Azerbaijan.

Corruption Perceptions in the Early Transition Countries

10
Highly clean
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Source: Transparency International

A Corruption Perceptions Index 2003 Score relates to perceptions of the degree of corruption as seen by business people,
academics and risk analysts, and ranges between 10 (highly clean) and 0 (highly corrupt).
International Anti-Corruption Day

According to the Freedom in the World 2004 ranking by
Freedom House,4 Azerbaijan, the Kyrgyz Republic and
Uzbekistan are “not free”. Armenia, Georgia and
Moldova were assessed as “partly free”. On a range
from 1 to 7, where 1 is the most free and 7 the least
free, on political rights, Moldova is the most free with a
score of 3 and Uzbekistan the least free with a score of
7. Armenia and Georgia have a score of 4, while
Azerbaijan and the Kyrgyz Republic have a score of 6.
On civil liberties, the scores are similar, with Armenia,
Georgia and Moldova each attracting a score of 4,
Azerbaijan and the Kyrgyz Republic with a score of 5,
and Uzbekistan the least free with a score of 6.

So the news is not all bleak. Furthermore, the signing in
December 2003 of the UN Convention against
Corruption was a watershed for the anti-corruption
movement. In addition, the UN General Assembly
declared 9 December, the day the Convention was
signed by Heads of Government, as an annual
International Anti-Corruption Day. This should be a
potent opportunity for heightening public awareness of
the problems of corruption on a sustained basis and for
continuing to apply pressure on those in power to lead
by example, by earning the trust of citizens, and by
exercising power with integrity.

One measure is cautiously positive for the region,
however, namely the extent to which corruption is an
obstacle to business. The World Bank Survey
Anticorruption in Transition 25 sees an improvement in
all six countries between 1999 and 2002. On a scale of
1 to 4, where 1 signifies that corruption poses no
obstacle to business and 4 signifies that corruption
poses a major obstacle to business, the Kyrgyz
Republic improved from 3.37 to 2.36, and Azerbaijan
improved from 2.76 to 2.07. Uzbekistan, which had a
score of 2.24 in 1999, improved to 1.71 in 2002.
Armenia improved from 1.90 to 1.85, Moldova improved
from 2.90 to 2.65 and Georgia from 3.03 to 2.87.

According to Transparency International’s Global
Corruption Barometer,6 a survey conducted by Gallup
International in 47 countries, the institution one in three
respondents would most like to eliminate corruption
from would be political parties. The institution next most
likely would be the courts (named by one in seven
respondents).
Similar results were found in the Early Transition
Countries. For example, in Georgia, one in five
respondents singled out the courts – while one in eight
chose political parties as the institution in most urgent
need of reform.
The right to a fair trial before an impartial court is
universally recognised as a fundamental human right.
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the 2003 Presidential elections who were fined or
sentenced to 15 days’ imprisonment9.

Independence protects judicial institutions from the
executive and the legislature. As such, it lies at the very
heart of the separation of powers. The other arms of
governance are accountable to the people, but the
judiciary alone is accountable to the higher value of
justice.

Though the Armenian Constitution and relevant laws
formally declare the independence of the Judiciary
(Article 94) and independence of judges and members
of the Constitutional Court (see Article 97 of the
Constitution, Article 5 of the Law on the Status of
Judge, and Article 10 of the Law on the Constitutional
Court), they are legally dependent on the President and
financially dependent on the state budget. “Corporate
solidarity” among state officials is widely believed to
play an important role too, sometimes prevailing over
the primary mission of ensuring justice.

Judges must not be seen as political appointees, but
rather selected for their competence and political
neutrality. The selection of judges for promotion should
involve the judges themselves, and the principle of the
“permanency” of the judiciary. There should be no
removal from office other than for just cause and by due
process, and the judge’s security of tenure to the age of
retirement is an important safeguard of the Rule of Law.

The appointment, removal and career development of
judges is not transparent. There is no information
available on how the Council of Justice decides whom
to recommend to the President for appointment,
removal or promotion. Presidential decrees on judges’
appointments, removals or promotions do not disclose
that information either. This fosters the public
perception that bribery and nepotism, rather than merit,
are the decisive factors in the appointment and career
promotion of judges, prosecutors and police officers.

The constitutional role of the judiciary is to review
actions taken by the government and to determine
whether they comply with the constitution and the laws
enacted by the legislature. In emerging democracies,
the judiciary has the additional task of guaranteeing that
new laws passed by an inexperienced executive or
legislative branch do not violate the constitution or other
legal requirements. An independent, impartial and
informed judiciary is crucial to the realisation of just,
honest, open and accountable government.

A survey conducted by the Center for Regional
Development, Transparency International Armenia,
revealed that 84 per cent of households, 92 per cent of
businesses and 88.5 per cent of public officials consider
the courts to be corrupt.10 Furthermore, for both
households and businesses, the courts are considered
to be the most corrupt state institution. The findings of a
public opinion survey carried out by the Armenian
Democratic Forum11 showed that 96 per cent of
households have not used judicial services over the
past 12 months. Of these, 59 per cent of households
said they did not apply because they believed that
“without bribes it was impossible to solve the case”.
Although the media regularly covers the activities of the
judiciary, with few exceptions, there is no investigative
coverage.

Transparency International’s national chapters in
Armenia, Azerbaijan, Georgia, the Kyrgyz Republic and
Moldova assessed the state of the judiciary in the
context of corruption in their respective countries7.
Armenia8
Article 15 of the Law on Council of Justice and Article
11 of the Law on the Court System explicitly state that
the appointment of judges should be based on the
professional and moral qualities of the candidates.
Article 19 of the Law on Council of Justice and Article
30 of the Law on Status of Judge define the grounds
(justification) for early termination of the powers
(removal) of judges.
Article 14 of the Law on Constitutional Court sets out
grounds for early termination of powers of a member of
the Constitutional Court and protects the appointees
from unjustified removal. Articles 13 of the Law on
Council of Justice and Article 34 of the Law on Status of
Judge stipulate that the recruitment and career
development of judges (including advancement in the
judicial ranks) should be based on merit.

Since the establishment of the Council of Justice in
1998, the media have reported only one officially
recorded case of corruption in the judiciary. In 2000, a
judge of the first instance court of the Lori Marz was
convicted for bribery. His powers were terminated,
though the grounds for this termination were not
mentioned in the corresponding Presidential Decree. As
reported by the Association of Investigative Journalists
of Armenia, the Council of Justice is reluctant to work
transparently. For example, when the press reported
that in 2002 the law-enforcement authorities arrested
an assistant to a judge of the Lori Marz first instance
court for accepting a US$ 200 bribe, the Council of
Justice released no official information.

Article 55 of the Constitution empowers the President to
appoint, remove and promote all judges (upon the
recommendation of the Council of Justice), and
nominate four out of nine members of the Constitutional
Court.
Opposition politicians and press claim that the judiciary
in Armenia is not independent. They point to the - in
their view - unfair verdicts passed by judges. In
particular, they refer to the many participants in protest
manifestations organised by opposition leaders during

There is a common perception, though justly backed by
some experts that many corruption cases within the
judiciary do not reach the courts because the
investigation is stopped by the police or the
Prosecutor’s Offices, either because of corruption or
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Supreme Court, the Court of Arbitration, the Court of
Appeal, and the Supreme Court of Nakhichevan
Autonomous Republic.

“corporate solidarity” among public officials. Combined
with the impunity of judges, this leads some people to
believe that judges do not always base their actions on
the law. This is why the citizens of Armenia tend to
avoid contact with the judiciary. Reportedly, many of
those who have to appeal to the courts or are otherwise
involved in cases brought before a court believe that
the desired fair decision can be reached only through
bribes.

Despite the fact that judges’ salaries were recently
increased somewhat, it is doubtful that these provide a
decent standard of living, thereby jeopardising the
judges’ independence and their resistance to
corruption. Furthermore, except for the Supreme Court,
the Court of Arbitration, the Court of Appeal, and the
Supreme Court of Nakhichevan Autonomous Republic,
the organisational chart of courts, the staff schedule,
the cost estimates and staff salaries are defined by the
Ministry of Justice. In addition, the Ministry of Justice is
entitled to audit courts, including processing papers by
courts.

Azerbaijan
In Azerbaijan the judicial system is wholly dependent on
the ruling political elite. This is primarily due to
loopholes in the legislation regulating the judiciary.
Candidates for the positions of judges are elected by
the Judicial and Legal Council, established by the
President of Azerbaijan and headed by the Ministry of
Justice. Appointments are made in line with the
principles established by the Council, rather than in
accordance with legislative norms. Some of these rules
are contradictory and create conditions favourable for
corrupt practices. The appointment of judges in 2000 in
accordance with these rules has negatively affected the
confidence of the public in judicial power.

There have been no cases where corrupt judges have
been prosecuted so far. In contrast, there have been
several cases, in which courts were widely believed to
be manipulated by authorities as an instrument in
political struggle. The most notorious case was that of
naval captain Janmirza Mirzoyev, who on 5 November
2000 was sentenced to eight years imprisonment for
allegedly arranging the murder of Rear Admiral Eduard
Huseinov in 1993. Mirzoyev had publicly made detailed
allegations of mismanagement and corruption within the
Defence Ministry. Mirzoyev’s lawyers and human right
activists persisted that the case was fabricated and the
court ruling ordered by the authorities.13 Documents
and manuscripts by Mirzoyev, testifying to his activities,
have now been made public. He was released from
prison in May 2004 under heavy pressure from the
international community.14 Mirzoyev was pardoned by
the president, but not cleared of all charges.

The contradictory nature of the rules is perceived by
experts and the public at large as an intrinsic feature of
the entire Azerbaijan legal framework. According to a
nationwide household opinion survey12 conducted by
Transparency Azerbaijan in April 2004, only 14.2 per
cent of respondents agree that the laws of the country
have strict and clear norms that discourage corrupt
practices.
Meanwhile, 49.5 per cent believe that
imperfect laws create an environment favourable to
corruption. In addition, 20.6 per cent believe that
contradictory norms have been deliberately included in
the legislative framework to facilitate the corrupt
practices of public officials.

Another example of the courts being used for political
purposes are the frequent claims by individual public
officials against independent and opposition media on
the grounds of “libel” or “contempt of honour and
dignity”. It happens that the courts satisfy the claims of
officials, and sentence newspapers to ruinous financial
penalties or pass sentences against journalists.15

Provisions establishing the terms of office for judges do
not ensure their independence either. The judges of the
Supreme Court, the Court of Arbitration, the Court of
Appeal, and the Supreme Court of Nakhichevan
Autonomous Republic are appointed for ten years and
other judges for five years. According to Article 127 of
the Azerbaijan Republic Constitution and Article 97 of
the Law on Courts and Judges, judges cannot be
dismissed before the expiry of their terms.

In Azerbaijan, the Prosecutor’s Office is also dependent
on Executive power. The Chief Prosecutor is appointed
by the President, with the approval of the Parliament.
The law does not contain any special provisions
envisioning conditions for the release of the Chief
Prosecutor from their duties. Deputy Chief Prosecutors
(prosecutors in charge of specialised branches) are
also appointed by the President. District prosecutors
are appointed with the approval of the President.
Prosecutors do not have guarantees set out in the law
and supported by the constitutional system to enable
them to refuse "orders" coming from the executive
authorities. Therefore, to effectively fight corruption in
the corridors of power in Azerbaijan, the office of an
independent prosecutor must be established.

To be reappointed after five years, judges are
"screened" by the Ministry of Justice in accordance with
the "regulations" described above. Current practice
shows that judges are mostly concerned with the
evaluation of their activities by the Ministry of Justice,
rather than with due administration of justice and law
enforcement, or with the fear that the higher judiciary
will refute their illegal and ungrounded verdicts.
Judges are de facto dependent on the Ministry of
Justice because current regulations allow the Ministry
of Justice to start disciplinary proceedings in respect of
all judges, with the exception of chairmen of the
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“Telephone justice”, or attempts to influence the
outcome of cases by putting pressure on the judges
themselves or on the presidents of their courts, still
reportedly exists in Moldova. One judge who was
interviewed recounted recent cases in which persons in
the President’s office or Parliament, who had received
petitions from litigants, telephoned the judge hearing
the case to inquire about it or make suggestions for its
disposition.

Moldova
Both interference with the administration of justice and
paying or accepting a bribe constitute criminal offences
in Moldova. Under Rule 3 of the Judicial Code of Ethics,
judges have a duty when considering cases not to be
influenced by “any governmental or administrative
institutions, public opinion, the media, or any other
person”.16
Under the legislation of the Republic of Moldova, court
judges, including specialised court judges, and trainee
judges are appointed as candidate judges by the
President of the Republic of Moldova, at the proposal of
the Superior Council of the Magistracy. The candidate
is appointed to the position of judge initially for a period
of five years. After the expiry of this period, the judge is
appointed to the office with tenure until the age of 65.

Another judge described a case in which the president
of a court was given direct instructions from the
president of a higher court on how to decide a particular
case. After the judge delivered a sentence according to
his interpretation of the law, he was reportedly called to
explain his “disobedience”.
Non-tenured judges are said to be more likely to
accede to political pressure out of fear that they will not
be given a life-time appointment at the end of their fiveyear term. Another judge said that the precarious
financial situation of some judges may tempt them to
comply with requests from local authorities regarding
pending litigation, in exchange for benefits such as
installation of a natural gas system in the judge’s home.

Presidents and deputy presidents of first instance
courts and of courts of appeal are appointed to the
office by the President of the Republic of Moldova, at
the proposal of the Superior Council of the Magistracy
for a period of four years. The judges of the Supreme
Court of Justice are appointed by the Parliament, at the
proposal of the Superior Council of the Magistracy. A
judge can be removed from office by the appointing
authority in cases provided for in the legislation. The
proposal regarding the removal of the judge from office
is submitted by the Superior Council of the Magistracy
to the President of the Republic of Moldova or, in some
cases, to the Parliament.

The biggest obstacles to full assurance of judicial
independence and impartiality include the legal
stipulations or legal loopholes allowing for judges’
tenure to be limited:

Although difficult to quantify, bribery of judges is
reported to occur in Moldova. Instances of political
pressure on the courts have also been reported.
According to an opinion poll carried out by
Transparency International Moldova17 at the end of
2002, 4.3 per cent of households, 11.9 per cent of
representatives of non-governmental organisations and
15.2 per cent of businessmen contacted courts. Of
those who contacted the courts, 33.3 per cent, 18.9 per
cent and 15.7 per cent respectively paid a bribe.
As a general rule, lawyers who were interviewed by the
American Bar Association/Central European and
Eurasian Law Initiative in Moldova18 believe that bribery
is widespread. These lawyers note that some judges
drive expensive cars and live in expensive houses,
even though their salaries are low. At the same time,
they recognise that there are impartial judges who
would never think of accepting a bribe.
According to these interviewees, the size of a bribe
depends on how much is at stake and on the level of
the court. Some concluded that in almost all cases
involving important economic or political interests,
bribery or improper influence is a strong possibility. As
a result, the decisions in such cases may not be based
solely on the facts and law. Interviewees frequently
remarked that the low level of judges’ salaries is a
major factor contributing to the corruption, but others
believe that it is more a moral than a material problem.
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(i)

Judges are firstly appointed for a period of
five years (without any indication that this
is a trial period), and after that five-year
term are considered for a tenure till
retirement age;

(ii)

The President of the Republic of Moldova
and, in some cases the Parliament, can
reject the candidature for appointment to
the position of judge, as submitted by the
Superior Council of the Magistracy;

(iii)

The President of the Republic of Moldova
can reject (sometimes repeatedly) the
candidature proposed for appointment to
the position of judge with tenure till
retirement age. In addition, this rejection
can then serve as a basis for the Superior
Council of the Magistracy to submit the
proposal for his/her removal;

(iv)

Judges are unable to appeal in the event
that he/she is removed at the authorities’
initiative;

(v)

The Ministry of Justice provides the
organisational, material and financial
insurance of first instance courts and of
courts of appeal. The Government,
through the authorities of local public
administration, furnishes courts with
premises, transportation means and other
endowments. In addition, the Ministry of

Ministry of Justice prepares, represents and
administers the budget of the judicial system. As to the
term of judges, before the amendments were
introduced into the Constitution, judges were appointed
in the first term for three years, and the second term for
seven years. Now, under the new Constitution, one
term of seven years is established, which makes judges
more independent.

Justice controls the organisational and
financial issues of first instance courts and
courts of appeal; and
(vi)

Judges and courts have insufficient
material and financial insurance.

There have been a number of cases when judges have
been prosecuted based on corruption charges. One
judge, when examining an economic case, allegedly
requested a US$ 6,000 bribe for a favourable
judgement. After examination of the case and passing
judgement in favour of the party, the judge requested
repayment of the “due debt” and was arrested in
flagrante delicto and charged with receiving a bribe
worth US$ 1,800.19 In another case, a prosecutor,
bringing criminal charges against a defendant,
requested a bribe of US$ 600 from the defendant for
adopting a favourable position with the court. The caseexamining judge was allegedly to be bribed later. At the
moment of handing over the agreed cash, both the
judge and prosecutor were arrested in flagrante
delicto.20

The full independence of the courts, however, cannot
be discussed. Before modification and additions to the
Constitution, all judges (in districts, cities and the capital
Bishkek) were appointed by the President. Now, after
presentation by the President, the Parliament should
approve their appointments. Many judges complain that
parliamentarians blackmail them and press them on
their decisions, making it clear that they will not support
them and will not confirm their candidature for the next
term.
To determine the degree of competence of judges,
certification is carried out. In the opinion of many
judges, certification should be carried out more
transparently and a more objective computer testing
should be introduced. The rotation of the staff,
movement and assignment of judges should operate
more transparently. Nowadays, it is common practice
that the less loyal judges tend to be directed to remote
areas of the country.

Kyrgyz Republic
The constitutional law of the Kyrgyz Republic
establishes that judicial power belongs to the courts
only on behalf of judges. Judges are independent and
submit only to the Constitution and to the laws of the
Kyrgyz Republic. The independence of the judiciary is
provided through:
(i)

the realisation of justice by the rules
stipulated only by the law;

(ii)

the inadmissibility, under the threat of
legal sanctions, of influencing the
judges in any form by any of the parties;

(iii)

the established order of tenure and
termination of powers of judges;

(iv)

the inviolability of the judge;

(v)

the granting of social security to the
judge corresponding to his/her status;
and

(vi)

Evidence suggests that the judiciary is subject to undue
pressure from the executive power, from within the
judiciary itself, and through the use of corruption,
bribery, and connections. According to the US
Department of State 2003 Report on Human Rights
practices, “the executive branch dominated the
judiciary, and the government used judicial proceedings
against prominent political opposition and independent
media figures in numerous instances.”23 The report later
states: “In decisions that appear to have been politically
motivated, a number of prominent opposition
candidates were disqualified or deregistered before the
runoffs, despite having led voting after the first round.”
Other analysts have drawn similar conclusions: “During
the 2000 election campaign, international and local
observers complained that the judiciary was biased
against opposition candidates and used its powers
selectively to harass potentially strong candidates such
as Daniyar Usenov and Feliks Kulov.”24

the granting of state protection of life,
health and property of the judge.

The constitution provides that “the judiciary shall be
independent, and shall be subject to the Constitution…
and laws of the Kyrgyz Republic only… No one shall
require a judge to account for a case”.21 The Law on the
Constitutional Court states that the judges of the court
“shall be independent in the course of fulfilment of their
duties and shall be governed only by the Constitution...
Any interference in their activities as well as any form of
influence upon judges aimed at hindering their activities
shall be prohibited and shall entail liability pursuant to
the legislation.”22

Reportedly, political and financial interests also use the
courts to intimidate the press.25 The courts award high
monetary damages for offences to the “honour and
dignity” of political figures, including in a case filed by
the Prime Minister. The courts rarely decide in favour of
the press in these matters. As a result of the high
damages, a number of newspapers have been forced
out of business. As an example, one newspaper,
namely “Moya Stolitsa”, which criticized corrupt officials,
including president Akayev, was sued two or three
times a week. After being charged 32 times for a total
sum of estimated US$ 95,000, it ultimately went out of

According to the law of the Kyrgyz Republic, judges are
completely independent but, as practice shows, the
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business, without being able to win a single case.26
Journalists may also be held criminally liable. For
instance, a newspaper journalist in Jalal-Abad was
sentenced to two years’ imprisonment for violating the
honour and dignity of a local official.

dismissed unfairly there is nothing they
can do about it; and
(iii)

A number of former judges and lawyers reported that
“telephone justice” is still the determining factor in
political and certain important financial cases in the
country. According to the journalist investigations of the
newspaper “Moya Stolitsa”, in these cases, telephone
calls from Executive, the local administration or from
the prosecutor’s office are likely to determine the
outcome of the case.27 Private interests can also
exercise undue influence on the courts. Almost every
individual that the assessment team interviewed
indicated that corruption was a serious problem within
the judiciary and that the outcomes of both civil and
criminal cases are frequently influenced by corrupt
practices. Public trust in the judiciary, moreover, is
reported to be very low.

Nevertheless, experts claim that there is no systemic
corruption in the judicial system of Georgia. According
to the American Bar Association/Central European and
Eurasian Law Initiative representatives in Georgia, the
Chair of the Judges' Association, who is a strong proreform judge, estimates that about 25 per cent of the
judges are absolutely incorruptible. Further, about 2530 per cent are corrupt, and the rest could go one way
or the other depending on positive working conditions
and anti-corruption control mechanisms.
Article 2.2.b of the Law of Georgia on the Discipline
Responsibility and the Discipline Jurisprudence of
Judges provides that judges may face disciplinary
action for acts of corruption in violation of the law.
Under this law such violations committed by the judges
of the common courts are discussed by the Disciplinary
Council of Judges. The Council is composed of 12
judges, which are elected by the Conference of the
Judges of the Common Courts. However, if while
hearing the case the Council finds that criminal acts
were committed by the judge, the Council suspends the
hearing and sends the relevant information to the
relevant law-enforcement organ for investigation.

A recent survey conducted by the World Bank
concluded that “nearly half of the households surveyed
believe that corruption is very widespread in the courts
and less than one in 15 was willing to assert that
corruption was not widespread.”28 The report goes on to
state that 28 per cent of firms that had gone to court
had encountered bribery. Regarding individuals, “three
out of ten respondents who had been to court said they
had provided an unofficial payment, mostly in the form
of money.” Despite this apparently high level of
corruption, the prosecutor’s office reported that it had
convicted only two judges for taking bribes in 2002 and
that one other case was pending.

The Council has dismissed 16 judges so far. However,
none of these dismissals were based on the abovementioned provision of the law. Two of the judges were
suspected of having accepted bribes, but the Council
based its decision concerning dismissal on the grave
violation of the law and not bribery. This is explained by
the fact that under Article 20.3 of the Law of Georgia on
Conflicts of Interest and Corruption in Public Service, a
judge can be dismissed only if he or she has first
undergone disciplinary sanctions for acts of corruption
in violation of the law, and then again commits such a
violation.

To conclude, it is possible to state that the trust in
judicial system in the Kyrgyz Republic is fairly low.29 It is
widely believed that the courts are corrupt and that the
executive branch and senior level judges wield undue
influence over judicial decision-making.
Georgia
Article 87 of the Constitution guarantees the
independence and inviolability of a judge and the
security of his/her family. Moreover, the prosecution,
detention or arrest of a judge or the search of his/her
apartment, workplace or him/her personally is
prohibited without the permission of the Chairman of
the Supreme Court. However, these provisions do not
guarantee the independence of judges. There are
several reasons for this:
(i)

(ii)

The salaries of judges range from GEL
500 to 700. Taking into consideration that
the judges often hear lawsuits concerning
disputes over several thousand lari, there
is always a possibility for judges to
become corrupted.

Legal experts argue that the Law of Georgia on the
Discipline
Responsibility
and
the
Discipline
Jurisprudence of Judges is not precise and needs
further elaboration. For example, the law does not
define acts of corruption in violation of the law. This
also makes it difficult to hold the judges responsible for
such violations.

Judges (except for a Supreme Court
Judge) are appointed and dismissed by
the President following nomination by the
Council of Justice. Therefore, the judges
are presidential appointees and they
always run the risk of being dismissed;

There have not been significant changes in the judicial
system of Georgia since the “rose” revolution of
November 2003. However, the discussion concerning
the necessity of legal reform has been re-opened. The
Georgian government acknowledges that it is
necessary to adopt changes to the legal system, and a
draft package of amendments has been prepared. The

The laws do not provide for an appeals
procedure for the dismissed judges. This
means that even if the judges are
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Effective accountability is also achieved by ensuring
that judges are obliged by the law to give reasons for
their decisions and to publish them. Likewise, judges
must be subject to laws of bias and perceived bias,
subject to questions in the legislature, and – by way of
laws governing press freedoms – subject to media
criticism. Judges should be subject to removal (due to
incapacity or misbehaviour) by the legislature (or by a
supreme judicial council), and of course accountable to
their peers. “The fact that individual judges can be held
to account increases the integrity of the judicial process
and helps to protect the judicial power from those who
would encroach on it.”31

amendments initiate structural changes in the judicial
system, namely balancing the Supreme Court and
Council of Justice, and decreasing the number of
district courts.
Certain powers of the Supreme Court are set to move
to the competence of the Council of Justice of Georgia.
These include the powers concerning the provision of
the general courts with material and technical
equipments, social protection of judges, disciplinary
actions, and budgeting. In other words, all powers not
connected to court proceedings will be transfered to the
Council of Justice.
The Disciplinary Council of Judges will also move to the
Council of Justice, and the composition of the
Disciplinary Council will change so that it consists of
eight members: four judges and four non-judges. All
members will be elected by the conference of judges
after nomination by the Council of Justice. One positive
change is that the four judges will be selected from the
judges of the district courts rather than from the higher
courts as was previously the case.

But care is needed in devising a system of enforcement
for the rules of judicial conduct. It is important to guard
against according more power to the Executive, whose
decisions must be subject to review by the courts. It is
also not advisable to cede more power to the
legislature, as that would leave the judiciary vulnerable
to political manipulation.
One option is to establish formal machinery to regulate
the conduct of judges. The other is for the senior
judiciary to accept the task for itself.

The government is also planning to decrease the
number of district courts by unifying several courts. It
believes that this will raise the effectiveness of the
district courts, making it possible to have judges
specialising in different fields of law and thus improving
the quality of the court proceedings. Currently, many of
the district courts have only two judges, a factor that
makes it almost impossible for them to specialise in just
one field.

“The most potent tool would seem to be an appropriate
code of conduct. This should be developed by the
judges themselves, and provide both for its
enforcement and for advice to be given to individual
judges when they are in doubt as to whether a
particular provision in the code applies to a particular
situation. Codes of conduct have been used to reverse
such unacceptable practices as when the sons and
daughters of judges appear before their parents as
lawyers to argue cases.”32

Conclusion
An independent and accountable judiciary is
indispensable in ensuring that the Rule of Law is
upheld, and that the government functions effectively
and honestly. In this larger role, the judiciary is one of a
number of the institutions that make up what
Transparency International calls the National Integrity
System.30 These institutions – the executive, the
legislature, watchdog agencies, a free media, an active
civil society, the private sector and the judiciary – must
be mutually reinforcing.

Transparency International has certain indicators for
assessing the independence and accountability of the
judiciary:33
Do judges have the jurisdiction to review the lawfulness
of government decisions? If so, are these powers
used? Are decisions respected and complied with by
the government? Is there a perception that the
Executive gets special treatment, be it hostile or
preferential?

The concepts of independence and accountability of a
judiciary, within a democracy, reinforce each other.
Judicial independence relates to the institution –
independence is not designed to benefit an individual
judge, or even the judiciary as a body. It is designed to
protect the people. Judicial accountability is not
exercised in a vacuum.
But individual judges also have to be held accountable,
without undermining the essential and central concept
of judicial independence. This is achieved by the
manner in which they exercise judicial power and the
environment in which they operate. This is namely
achieved by judges sitting in courts open to the public,
and by their judgements being subject to appeal and
judicial review.
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Have the judges adequate access to legal
developments in comparable legal systems
elsewhere?



Are members of the legal profession making
sufficient use of the courts to protect their clients
and to promote just and honest government under
the law? If not, is access to the courts as simple as
it can be? Are the legal requirements unnecessarily
complicated?



Are appointments to the senior judiciary made
independently of the other arms of government?
Are they seen as being influenced by political
considerations?



Are judges free to enter judgments against the
government without risking retaliation, such as the
loss of their posts, the loss of cars and benefits,
transfers to obscure and unattractive parts of the
country?



Are cases brought on for trial without unreasonable
delay? If not, are these delays increasing or
decreasing? Are judgments given reasonably
quickly after court hearings? Are there delays in
implementing/executing orders of the court, e.g.
issue of summons, service, grant of bail, listing for
hearing? Are there delays in delivering
judgements?




Are court filing systems reliable?
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Introduction
Small businesses are the backbone and engine of any
healthy economy and society. The harder the economic
reality and the bleaker the political outlook, the greater
the need for projects which finance the development of
small business. This note strikes particularly true in the
early transition countries1 (“ETC”), the seven poorest
countries in which the EBRD operates. In these
countries, with few exceptions, SMEs represent the key
tool to generate employment, cushion the aftermath of
industrial restructuring and large-scale privatisations
and provide a living for most of the 52 million residents.
Throughout the ETCs, 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 the ETCs, thereby
achieving faster transition. EBRD initiatives include
financing SMEs 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.
After humble
beginnings and a steep learning curve, the EBRD has
developed appropriate methods and models for small
business finance projects in the ETC and is now

Elvira Lefting, Senior Banker,
EBRD

managing projects which are able to provide finance to
a large number of small businesses across many
regions.
An overview of the SME sector in the ETCs
SMEs are responsible for the sustainable growth of
local economies, job creation and exports.
The
creation of a healthy SME sector is particularly
important for the ETC economies, where SMEs account
for over 90 per cent of all enterprises and employ
various levels of the population, ranging from 18 per
cent in Uzbekistan to 40 per cent in the Kyrgyz
Republic. In most of the ETCs, a further significant
proportion of the population is engaged in agricultural
production, which also affects micro or small
businesses.
A substantial proportion of small businesses in the
ETCs are in the trade sector (see Table 1). The lowest
percentages are in Central Asia (between 14 per cent
and 41 per cent) while the highest is in Armenia and
Georgia (75 per cent and 70 per cent respectively). In
general, SMEs are much less involved in manufacturing
in ETCs, with less than 15 per cent operating in this
sector in six out of the seven countries.

Table 1: Share of SME sector in ETCs
Share of private
sector in total
economy [%]

Share of SME
sector in total
GDP [%]

Share of
employees in all
SMEs, compared
to all employees
in the economy
[%]

GDP

Armenia

80

30

25.8¹

503

Azerbaijan

71

41.3

2.7¹

652

Georgia

60

24.4

12.0

682

Kyrgyz Republic

60

42.7

59

275

Republic of
Moldova

50

na

na

326

Uzbekistan

45

31

49.7

252

Country*

[US$ per capita]

Source: United Nations Publications: Small and Medium Sized Enterprises in Countries in Transition.
*No data for Tajikistan
¹This data is for small enterprises only, there are no statistics gathered for medium-sized enterprises.

It is, however, difficult to compare the share of the SME-sector in each of the ETCs. There is no universally accepted
definition of an SME, and the definitions vary across countries. The most widely used SME definition is that developed
by the EU (see Box 1). To a large extent, however, the definition of an SME in a country depends on the level of
economic development and the scale of the economy, and may evolve over a period of time. The commonly used
measure for small businesses in the ETCs, which is also being used by EBRD when operating in these countries, is
limited to the number of people employed by the enterprise.

Box 1: The EU definition of a small and medium-sized enterprise¹
1.
•
•
•
2.
•
•
•
3.

Small and medium-sized enterprises (SMEs) are defined as enterprises which:
have fewer than 250 employees
have either:
− an annual turnover not exceeding €40 million, or
− an annual balance-sheet total not exceeding €27 million
conforms to the criterion of independence as defined in paragraph 3.
Where it is necessary to distinguish between small and medium-sized enterprises, a “small enterprise” is defined
as an enterprise which:
has fewer than 50 employees and
has either:
− an annual turnover not exceeding €7 million, or
− an annual balance-sheet total not exceeding €5 million,
conforms to the criterion of independence as defined in paragraph 3.
Independent enterprises are those which are not owned as to 25 per cent or more of the capital or the voting
rights by one enterprise, or jointly by several enterprises, falling outside the definition of an SME or a small
enterprise, whichever may apply. (This threshold may be exceeded in certain circumstances).

¹This definition is based on the Commission Recommendation 96/280/EC.

The EBRD's small business finance activities in
early transition countries
The EBRD's small business finance projects in the
ETCs aim to provide viable enterprises, which typically
have not been serviced by the formal financial sector,
access to finance. This means that no loan size is too
small, with the objective of these projects to grow the
future clientele of the financial sector. Loans of US$ 50
thus represent a normal transaction. This also means
that maximum loan sizes vary substantially, depending
on the existing finance gap in the country concerned.
Most projects providing finance to micro and small
business are up to US$ 100,000.
Although the ETCs share for the most part a similar
soviet legacy, particularly their financial and judicial
systems and economic and political dependencies, their
needs and potential are very distinct. Naturally, this is
taken into account in the individual design of the
finance projects and the planned policy dialogue. This
also translates into different approaches towards the

most appropriate delivery mechanism in each country.
In Azerbaijan and Moldova, the EBRD has focused its
activities on establishing a new bank and finance
company, respectively, both specialising in financial
services for micro and small enterprises.
In the
countries of Central Asia and Armenia, the EBRD has
concentrated on capacity building and restructuring
within existing banks, helping them to use their branch
networks to cater to small businesses. In Georgia, the
oldest of the EBRD's projects in the ETCs, the Bank
has applied both approaches with almost equal
success.
Altogether, at the end of June 2004, the EBRD’s small
business finance projects in the ETCs had made nearly
75,000 loans, worth over US$ 283 million and had an
average loan size of under US$ 4,000.
The
outstanding portfolio had reached nearly US$ 82
million, with arrears over 30 days standing at only 1.2
per cent across the whole portfolio. As Table 2 shows,
results differ markedly between countries:

Table 2: Micro and small lending in ETCs, as of June 2004
Country

Project

Armenia
Azerbaijan
Georgia
Georgia
Kyrgyz Republic
Moldova
Tajikistan
Uzbekistan

SME Credit Line
MFBA
ProCredit Bank
SME Credit Line
MSE Finance Facility
Micro Enterprise S.A.
MSE Finance Facility
J-USBP

Project No. of loans US$ amount of US$ average
US$ amount of No. of loans Arrears % No.of
start date granted
loans granted loan amount loans outstanding outstanding > 30 days Banks

Oct-02
Nov-02
May-99
Oct-00
Apr-02
Dec-99
Oct-03
Apr-01

AVERAGE
TOTAL

1,915
4,553
37,430
5,542
6,529
9,195
863
8,092

8,454,967
10,933,463
189,055,409
14,633,614
11,640,133
27,694,937
2,257,582
18,365,617

74,119

283,035,722

4,415
2,401
5,051
2,640
1,783
3,012
2,616
2,270

3,410,116
3,303,986
48,012,403
5,960,612
6,497,172
8,733,478
1,178,658
4,755,037

1,636
1,692
10,922
3,303
4,527
4,163
648
3,385

81,851,462

30,276

3,819

0.00%
2.80%
1.64%
1.09%
0.00%
0.23%
0.00%
0.60%

No.of
Branches/
Outlets

3
1
1
3
5
1
3
4

7
4
20
12
16
9
5
16

1.21%
21

89

These differences can be partially explained by the different age of the projects. However, as Table 3 shows, the
younger projects benefit substantially from the experience gained in the region, and economies of scale are beginning to
have tangible impact.

Table 3: Monthly lending figures to mirco and small enterprises in ETCs, June 2004
Country

Project

Armenia
Azerbaijan
Georgia
Georgia
Kyrgyz Republic
Moldova
Tajikistan
Uzbekistan

SME Credit Line
MFBA
ProCredit Bank
SME Credit Line
MSE Finance Facility
Micro Enterprise S.A.
MSE Finance Facility
J-USBP

AVERAGE
TOTAL

Project No. of loans US$ amount of
start date
granted
loans granted
Oct-02
Nov-02
May-99
Oct-00
Apr-02
Dec-99
Oct-03
Apr-01

147
295
1,368
743
933
548
185
576

1,027,001
891,546
7,993,198
1,317,558
1,634,878
1,447,117
478,944
1,140,276

4,795

15,930,518

US$ average
loan amount
6,986
3,022
5,843
1,773
1,752
2,641
2,589
1,980

US$ amount of No. of loans US$ arrears Arrears %
loans outstanding outstanding > 30 days > 30 days
3,410,116
3,303,986
48,012,403
5,960,612
6,497,172
8,733,478
1,178,658
4,755,037

1,636
1,692
10,922
3,303
4,527
4,163
648
3,385

0
92,482
787,971
64,794
0
19,898
0
28,613

81,851,462

30,276

993,758

3,322

0.00%
2.80%
1.64%
1.09%
0.00%
0.23%
0.00%
0.60%
1.21%

The rapid expansion of the small business programme
in the Kyrgyz Republic stands out as success story. It is
second only to ProCredit Bank, the dedicated
microfinance bank in Georgia, and finances close to
1,000 small businesses per month. Part of the reason
for this success can be seen in the substantial progress
made with institution reform and training. The small
size and relative weakness of the banking sector has
conversely been important, with banks willing to learn,
and know-how transfer and portfolio development
having an immediate impact on the quality and
profitability of assets. Further, the willingness of the
Central Bank to cooperate on improved laws and
regulations, see below, and the overall cooperation with
local administrative bodies, has helped to minimise
legal and regulatory impediments to finance.
The regulatory environment for SMEs
Access to finance is a general problem in ETCs, in
particular for small businesses. Financing SMEs in
these countries is one of the main hurdles to developing
entrepreneurship. None of the ETCs have properly
developed banking sectors, and the level of domestic
credit to the private sector as a proportion of GDP - a
useful proxy for the level of financial intermediation in a
country - is generally very low.
There are no
comparable figures for all the ETCs, but in Armenia and
the Kyrgyz Republic in 2002 domestic credit to the
private sector was less than 5 per cent of GDP. Georgia
reported a figure of 7.7 per cent, while perhaps
somewhat surprisingly Tajikistan and Moldova reported
higher levels. To set this in context, in 2002 the euro
area countries had an average level of domestic credit
to the private sector of 113 per cent of GDP, while the
countries of south-eastern Europe, where the banking
sectors are also very under-developed, averaged nearly
22 per cent. The principal source of start-up capital is
therefore personal resources, such as family savings
and loans from friends.
While the legal and regulatory environment in ETCs
reflects the fact that they have developed differently
since independence, they share a number of
characteristics which influence the ability of the financial
sector to lend successfully. Each has an inadequate
legislative framework for financing, such as the legal
regime for secured transactions and insolvency. An
EBRD assessment of the insolvency legal regimes in all
ETCs concluded that six of the seven countries have
insolvency laws that are in critical need of reform.
Moldova is the only ETC that has an insolvency law,
while still needing improvement, which generally
complies with international standards.
It further
concludes that legislative reform will not create wellfunctioning
insolvency
regimes,
as
further
implementation efforts, such as the training of judges
and insolvency administrators, is required. An EBRD

assessment of the legal framework for secured
transactions in ETCs also demonstrates that
enforcement of charges is highly uncertain and fraught
with difficulties.
In addition to requiring legal reform on a variety of
fronts, in itself an impediment to entrepreneurship and
private sector development, the ETCs also have
regulatory frameworks which are detrimental to SMEs.
Although SMEs represent the most dynamic sector in
an economy, these enterprises are particularly fragile
when facing the imperfections of regulatory systems.
Private initiative can dry up easily when faced with a
corrupt and inefficient bureaucracy, ambiguous and
poorly-drafted laws, a judicial system which is
extremely short of funds, and a judiciary which is illtrained, poorly paid and vulnerable to bribery. The
ETCs also have a soviet legacy, which involves the
strict interpretation of laws, often leading to paralysis in
the legal process.
Another area where inadequate framework conditions
are particularly detrimental to SMEs, is the
establishment and registration of new businesses.
Cumbersome procedures and high costs related to the
establishment of an enterprise can be a particular
hindrance for the development of SMEs. Statistics
show that establishing a business in the ETC is,
generally, much more difficult, time-consuming and
costly than elsewhere in the region, in particular
compared with the high income OECD countries.
As seen in charts 1 and 2, creating a sustainable
economic environment which enables the growth of
SMEs in early transition countries requires, among
other things, policy makers to reduce the number of
procedures for establishing a company. This will reduce
the opportunities for bribe-taking, reduce the amount of
time taken for an individual procedure and reduce the
costs of establishment. In Azerbaijan, for example,
more SMEs would be established if the 14 individual
procedures were significantly reduced and if the time
taken to complete these procedures, such as filing
documents with the company registrar (which takes 60
days), was reduced. In Georgia, SMEs would be
encouraged if, along with addressing the complexity
and timing issues, the establishment costs for new
companies were reduced to a figure substantially below
the equivalent of 28 per cent of the average annual
income per capita. These numbers should be seen in
comparison with Australia, which the World Bank has
identified in the World Bank’s Doing Business 2004
Report as the country where establishing a company is
easiest, fastest and cheapest, with only 2 individual
procedures required for establishing a company.

Chart 1: Complexity, time and cost of starting a business in a country
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Source: Doing Business in 2004, World Bank;
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Chart 2: Starting a business in Azerbaijan
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1. Registration documents
notarised by a notary
2. Obtain confirmation on the
legal address
3. Deposit full amount of the
charter capital in a bank
4. Prepare design of the
official stamp/seal of the LLC
5. File documents with
company registrar
6. Obtain official seal
7. Register with the Statistical
Committee
8. Obtain Control Book
9. Register with local Tax
Inspectorate
10. Register with Social
Protection Fund
11. Register for VAT
purposes
12. Open permanent bank
account
13. Return NotificationDuplicate(s) to the tax office
14. Obtain workbooks for
employees from the Ministry
of Labour
Roundings and small cost for
Procedure 8.

Source: Doing Business in 2004, World Bank; The Regulation of Entry, Simeon Djankov, Rafael La Porta, Florencio Lopez-de-Silanes,
Andrei Shleifer

The EBRD’s policy dialogue
Considering that the EBRD’s main tool of intervention in
the business environment can be the provision of
finance, the Bank’s policy dialogue objective is to
eradicate key impediments to efficient and large-scale
lending operations for small business by utilising local
insight. This can take many forms, ranging from ad hoc
interaction with local government bodies, to speed up
the processing time of a regional collateral registry, to
long-term policy dialogue with the respective Central
Bank, in coordination with other IFIs, to adopt
provisioning requirements conducive to micro and small
lending. The ETCs differ in terms of government
attitudes to the growth of entrepreneurship and actions
taken to foster or even suppress it, the legislative
framework for the support of micro and small
businesses, and the nature of the banking sector and
how it is monitored and supervised.
As none of the ETCs have properly developed banking
sectors, the EBRD's small business finance projects
closely interlink the need for establishing efficient and
commercially viable financial institutions with the
possibility of providing well-tailored financial services to
the ordinary entrepreneur. This is combined with
targeted policy dialogue activities, as both financial
intermediaries and small businesses are subjected to
harmful legal and regulatory impediments, which
substantially increase their transaction costs.
The EBRD has been involved in policy dialogue for
some time in the ETCs, providing support for its micro
and small lending programmes. In practice, some of
the ETCs present a relatively benign environment for
lending, and there are limited obstacles to SME finance.
Others have a less favourable environment, usually
related to overwhelmingly bureaucratic methods, which
result in long delays and a degree of obstruction. This
results in many micro and small businesses relying on
friends and family for financing, rather than providing
the reams of paperwork required for opening a bank
account or providing collateral for two to three times the
amount of the loan. Given limited resources for policy
dialogue, the EBRD has to be selective about the
issues it tries to resolve. The EBRD, therefore, tends to
focus primarily on the financial sector and the removal
of obstacles which make access to finance difficult or
even impossible for micro and small businesses.
Issues such as reducing or removing bureaucratic red
tape outside the financial sector, reforming the judiciary
and reducing the levels of rent-seeking and corruption,
tend to be in the purview of the World Bank, the big
bilateral agencies, such as USAID, and increasingly the
EU. In all cases, the EBRD aims to work closely with
the other IFIs and donors, whether taking the lead on
particular issues or supporting the initiatives of others.
Two good examples of the EBRD’s successful
interaction with local authorities, and coordination
between IFIs and donors, are the SME finance facilities

set up in the Kyrgyz Republic and Tajikistan. Both
countries have small, weak banking sectors and need
to strengthen both the legislative framework and the
institutions.
Kyrgyz Micro and Small Enterprise Facility
The Kyrgyz Micro and Small Enterprise Facility was
initiated in April 2002. The Facility works through five
banks and has made over 6,000 loans for a total of US$
11.6 million. By the end of June 2004, the outstanding
loan portfolio consisted of 4,500 loans, totalling US$ 6.5
million, and nearly 1,000 loans a month were being
disbursed. At the outset of the programme, some key
impediments to finance for micro and small enterprises
were identified. In conjunction with other donors, the
EBRD initiated a dialogue with the government, the
Central Bank and the parliament.
The most pressing issues were the need for a movable
collateral law and the lack of a credit bureau. As a
result, working groups were set up to progress both
issues. The Credit Information Bureau (CIB) was
established at the end of 2003, with support from nine
banks and other financial institutions, and it is now
providing useful information on borrowers. There is
work still to be done in terms of persuading the rest of
the Kyrgyz banks and other lenders to become
members of the CIB, and further financial support is
required before the bureau is able to fund itself entirely
from its own income. The existence of the CIB should,
however, encourage the growth of lending to
businesses.
Work on the movable collateral (‘pledge’) law has also
recently progressed. During the drafting stages, there
were a number of disagreements over the form the law
should take and two versions were produced. The
EBRD and its consultants strongly supported a more
‘microfinance-friendly’ version, which mitigated the
original requirement for mandatory registration
(uneconomic for very small loans) and pushed for better
out-of-court settlement procedures. This ensured that
collateral could be seized easily and cheaply, avoiding
lengthy and expensive court processes. In the end, the
parliament voted for the version that was deemed less
favourable by the EBRD, but the Kyrgyz President has
since vetoed the law. It remains to be seen how the
situation will develop.
Finally, in connection with a National Bank (NBKR)
inspection, one of EBRD’s partner banks, smallest
uncollateralised loans were classified in a category
resulting in prohibitive levels of provisioning. As a
result, the EBRD is now in discussions with the NBKR
to try and work out a mutually satisfactory solution,
which both safeguards prudential standards and avoids
excessive provisioning requirements. This is an issue
the EBRD has encountered in several countries and
has managed to resolve through good cooperation with
the central banks.

Tajikistan Micro and Small Enterprise Finance
Facility
The Tajikistan Micro and Small Enterprise Finance
Facility was launched in October 2003. Originally it had
two partner banks, and recently a third was added. In
the nine months of operation until June 2004, 863 loans
with an aggregate amount of US$ 2.25 million had been
disbursed. In addition, an outstanding loans portfolio of
over US$1 million had been built up in the EBRD’s
poorest country of operation.
There are numerous impediments to finance for micro
and small businesses in Tajikistan. The EBRD with its
consultants and the rest of the donor community is now
working on the most pressing issues. These issues
include the need for improvements to the existing
pledge and mortgage registration systems and the
supporting legal framework. The EBRD’s experience in
the Kyrgyz Republic will be very useful in determining
that these improvements are suitable for the Tajik
environment. At present the Minister of Justice or his
deputy must personally authorise the registration of
mortgages and movable collateral. The working group
set up by the Ministry of Justice to review the secured
lending now regularly asks the EBRD and the
consultants working in the partner banks for input. As a
result, a number of the proposals by this working group
have been modified to reflect the reality of small lending
in Tajikistan and the needs of the businesses it should
be serving.
Another issue that the EBRD aims to tackle in Tajikistan
is the creation of a credit bureau. The EBRD is
encouraging its partner banks to discuss the
establishment of such a credit bureau with the Tajik
banks. At the same time, the EBRD is exploring with its
donors ways to
support this idea with technical
assistance. If the establishment of such a credit bureau
goes ahead, it will give Tajik banks access to
information on potential borrowers, which is better than
is available in a number of the more advanced EBRD
countries.
1

The Early Transition Countries (ETCs) are Armenia,
Azerbaijan, Georgia, Kyrgyz Republic, Moldova, Tajikistan and
Uzbekistan.

