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RUSSIA

Russia Update
BY STEPHEN MACLEOD,

CHIEF ADVISOR FOR RUSSIAN MICROFINANCE CENTRE

A parliamentary exchange on microfinance
between the US Congress and the Russian
State Duma was conducted June 8-15 in
Washington, DC. The purpose of the visit was
to establish a dialogue and information
exchange on legislative support for the deve-
lopment of the non-bank finance sector as a
source of funding for small business. During
the trip, sponsored by FINCA International
and USAID/Russia, Russian legislators rece-
ived information on microfinance operations
and methodologies, alternative sources of cre-
dit, and the creation of economic opportuni-
ties for the smallest, most vulnerable groups
of entrepreneurs, even in well-developed co-
untries (including the United States).

An initial meeting of the Policy Steering
Committee of the USAID-funded Russia
Microfinance Sector Support Program was
held in Moscow June 4, 2002. Attendees di-
scussed how best to structure program acti-
vities to support legal and regulatory initia-
tives, research policy issues, and facilitate
an exchange of information on program ac-
tivities.

The framework law “On Credit Cooperati-
ves” was approved in its first reading by the
Russia Duma on April 24, 2002. n

Greetings Everyone!

The microfinance sector is strengthening its position in our region. Almost every month we
hear about a new initiative related to providing financial support to microentrepreneurs. Excel-
lent! Thanks to it, the civil society and the market economy is becoming more mature, while
the life condition improves. Unfortunately, almost as often as we hear about successes, we
are informed about legal constraints, which jeopardize the development of a strong, microfi-
nance sector. Depending on the country, the legal situation varies significantly, from govern-
mental support of microfinance to the prohibition of lending by all legal entities other than
banks (making the development of microfinance extremely difficult). In countries with a le-
gal and regulatory environment adverse to microfinance, the development of strong, susta-
inable microfinance institutions requires a huge effort, which is possible only in an atmo-
sphere of cooperation of all the parties – policy makers, donors and practitioners.
We see the Policy Monitor as a vehicle for disseminating information and experience in solving
policy issues. In order to reach this goal, we intend to present examples from countries that are in
the process of creating a microfinance friendly legal environment. At the same time, it must be
stressed that countries in our region differ from one to the other and, for that reason, situations
that occur in one country (and are presented in the Monitor) might be quite different from what
has or would occur in other countries. Nevertheless we hope the discussion that will take place in
the Policy Monitor will help the readers to understand the different possibilities and better under-
stand what is happening or may be done in their own countries.
In this first issue of the Monitor, you will find an extremely interesting highlight on the situ-
ation in Kazakhstan by Bryan Stirewalt. The author describes the cooperation between the
Kazakh national bank and the USAID advisors on the regulatory issues with microlending
organizations. In the same section, Marta Bogdanic presents, on behalf of CRS Croatia, the
situation in Croatia and the process of working on draft legislation to establish a new type of
microlending organization. This issue also contains a short update of the policy efforts in Ar-
menia and Russia, written by Miriam Yesayan and Stephen Macleod, respectively and an excerpt
from the “Rush to Regulate” by Robert Peck Christen and Richard Rosenberg on alternative
approaches to supervision of MFIs. Finally, in the last section we present the interview with the
chairman of the Economic Committee of the Polish parliament, Adam Szejnfeld, who speaks
about the government’s plan to use microfinance as the tool to fight unemployment.
Let me take also the opportunity to thank Open Society Institute for financial support of the
Policy Monitor and all the authors, who contributed to this issue of the Policy Monitor. At the
same time, as the best results can be achieved only if all the parties are involved actively in
the discussion, we would like to encourage everybody to share their opinions and experience
about the legal and regulatory policy process and reform measures. Please send us updates
of the regulatory situation and articles describing the policy issues in your countries.
We would be more than happy to publish them in the Policy Monitor.
Thank you for all your suggestions and feedback.

Marcin Fijałkowski (marcin@mfc.org.pl)
Legal and Regulatory Program Coordinator

MFC’s Monitor does not provide, nor does it attempt to
provide, legal advice. The authors of the articles inclu-
ded in this publication present their own point of view,
which might differ from the MFC opinions. While MFC
may comment on certain statements by the authors, MFC
does not take responsibility for the accuracy of the artic-
les or for the legal statements made therein.

If you would like to send an update on any information on new legal initiatives in your country, please contact Marcin Fijałkowski (marcin@mfc.org.pl).
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If a supervisor has to take on responsibility for
new non-bank intermediaries (be they special-
ly chartered MFIs or previously unsupervised
credit unions), it is confronted with the gamut
of problems. Monitoring, on-site inspection,
and messy interventions in problem cases are
especially daunting if a large number of small
institutions has to be supervised. Several alter-

natives to direct supervision by the banking au-
thority have been suggested.

Self-supervision.
Discussion of self-supervision tends to get con-
fused because people’s understanding of this
term varies widely. For purposes of this paper,
we use “self-supervision” to refer exclusively

to arrangements under which the primary re-
sponsibility for monitoring and enforcing pru-
dential norms lies with a body that is control-
led by the organizations to be supervised-usu-
ally a member-controlled federation of MFIs.
Here at last is a point on which experience ap-
pears to justify a categorical conclusion. In poor
countries, self-supervision financial intermedia-
ries has been tried dozens of times and has re-
peatedly proven to be ineffective2, even in the
many cases where donors provided heavy tech-
nical assistance. The reason for the failure of
the model is not hard to find. Having a watch-
dog that is controlled by the parties being wat-
ched presents an obvious conflict of interest.
The immediate benefit to the participating in-
stitutions is not great enough to induce them
to hold a rigorous line when problems arise.
Most of the experience with self-supervision
has been in federations of financial cooperati-
ves, but it is hard to see any reason to expect
better results from federations of MFIs.

In both Guatemala and the Dominican Re-
public, small groups of strong credit unions
have formed federations whose task includes
monitoring and enforcement of prudential
norms. Both these federations bring immense
advantages to their task. The credit unions they
supervise are all starting out in strong financial
condition. The federation’s supervisory office
need not concern itself with the majority of
the country’s credit unions that are in poor sha-
pe. Accounting and reporting systems are not
only good but also uniform. Norms are clearly
defined and agreed upon. The supervisory of-
fice has strong technical staff. But despite all
these advantages, staff in both federations-and
many of the member credit unions as well-will
admit privately that the “supervisor” is likely
to be powerless when a large member gets out
of line. They don’t believe that a board of di-
rectors named by the members being supervi-
sed will command credibility or stay the cour-
se in an emergency. For this reason and others,
both federations have pushed strongly for the-
ir members to be subjected to the authority of
the bank supervisor.

Federations of MFIs may play some useful
roles, such as articulating standards, setting con-
sistent reporting formats, delivering training and
technical assistance to members, or even provi-
ding central liquidity management. But if the
federation is really controlled by its member

BRIEFS FROM THE WORLD

Alternative Approaches to Supervision
BY ROBERT PECK CHRISTEN AND RICHARD ROSENBERG, SENIOR ADVISERS WITH CGAP

 1 Already one Credit Forum member has indicated its interest in qualifying to operate as a commercial NBFI under the new law. A majority of the Credit Forum members would
prefer to continue operating as NGOs lending under the provisions of the Civil Code, at least until a more appropriate law governing NGO MFIs is adopted.
Alternative Approaches to Supervision is an excerpt of “The Rush to Regulate: Legal Framework for Microfinance” available on http:// www.cgap.org/html/p_occasional_papers.html.
The authors did not review the abridgment.
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ARMENIA

Current Situation in Armenia
BY MARIAM YESAYAN, DIRECTOR OF UMCOR / AREGAK

The Micro Credit Forum of Armenia, establi-
shed in 1997, is a consortium of different MFIs.
During the past two years, one of the major in-
itiatives of the Forum has been the “Armenia
Law on Microfinance” project (funded by the
UNDP). The objectives of this initiative were
to study the legal and regulatory environment
in Armenia and, if necessary, to develop a new
law on microfinance. After conducting the stu-
dy, the national experts recommended drafting
a law on microfinance. A draft law on microfi-
nance was presented by the legal subcommittee
of the Micro Credit Forum to the following for
their review: MFIs, donors and those represen-
tatives of the National Assembly of Armenia who
were supportive of our initiative. At a later sta-
ge foreign lawyers were also involved in the pro-
ject. These lawyers advised that the Credit Fo-
rum’s project be integrated with other efforts
currently under way in Armenia to develop laws
and regulations governing a variety of types of
non-bank financial institution.

Currently the Forum has received a No-Cost
Project Extension from UNDP and is in the
process of preparing the WorkPlan for the fi-
nal stage of the project. The Credit Forum will
need to mobilize additional funds from micro-
finance practitioners and the donor communi-
ty to accomplish its program objectives.

Meanwhile, two new financial sector laws of
potential relevance to the microfinance sector
have been passed in 2002: a Law on Credit
Clubs and a Law on Non-Bank Financial Insti-

tutions (NBFIs)1. There is significant donor in-
terest in further work to harmonize all of the-
se various pieces of legislation (the two new
laws and an MFI law) with other relevant Ar-
menian legislation (including the Civil Code,
the Tax Code, the Law on Banks and the Law
on the National Bank of Armenia).

BRIEFS FROM THE WORLD

KYRGYZSTAN

New Microfinance
Law in Kyrgyzstan
BY JASON MEIKLE, GENERAL DIRECTOR OF FINCA KYRGYZSTAN

The law on Microfinance Institutions (MFI)
was passed by the lower and upper chambers
of the Kyrgyz parliament in June 2002. It is
expected to be signed into law by the presi-
dent by the end of July. The MFI law is the
culmination of three years of work. The initial
draft was prepared by FINCA International,
Tim Lyman and Kate Lauer with funding from
the IFC.

The law provides for a three tiered sys-
tem: commercial deposit taking MFIs, com-
mercial credit only MFIs and non-commer-
cial credit only MFIs. While the law is a big
step for the Microfinance in Kyrgyzstan, it
really only provides a legal basis for MFIs.
The National Bank now needs to develop the
normative acts, which will govern MFIs day
to day operations.

○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○
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MFIs, then asking it to bear the carry the pri-
mary responsibility for keeping depositors safe
would seem to be a highly imprudent wager.

Delegated supervision.
Under some proposed models, the supervisory
agency maintains legal authority over-and re-
sponsibility for-the supervised institutions, but
delegates regular monitoring and on-site inspec-
tions to a third party. This “agent” might be an
MFI federation or an independent technical
entity. The role of the supervisor lies in (1) pe-
riodically testing the reliability of the agent’s
monitoring, inspection, and reporting, and (2)
intervening in problem situations.

A variant of this model seems to work in In-
donesia, where Bank Rakyat Indonesia has long
used its rural branch offices to supervise a lar-
ge number of tiny municipal banks; however,
the relationship between BRI and the munici-
pal banks is much closer than is normally im-
plied by the term “supervision.” In Peru, the
bank superintendent has delegated day-to-day
oversight to a federation of municipal savings
and loan institutions. However, the superinten-
dent keeps a tight hand on the quality and in-
dependence of the federation’s work: the norm
is that each institution gets an annual on-site
supervision visit from the supervisor’s office.
We are not familiar with other cases where such
a model has been used long enough to draw
conclusions about its success. Thus, we would
only make some general comments:
4 If the agent is a federation of MFIs, then it

will probably handle problem cases well only
if the supervisor’s oversight of the agent is
active enough to give the supervisor a high
degree of de facto control over the agent’s
operations.

4 Though the supervisory agency may be able
to delegate its monitoring, the law will usual-
ly not permit delegation of its authority and
responsibility to intervene when institutions
run into trouble or collapse. Thus the super-
visor who accepts responsibility for new MFIs
with the expectation that the agent is going to
do most of the work may later find herself
with serious bur-dens that can’t be delegated.

4 If the government accepts responsibility for
the soundness of MFIs under a delegated-
supervision arrangement, it needs to consi-
der whether it has a viable exit strategy if
the delegated supervision doesn’t work.

4 To be successful, any agent would probably
need to be better at monitoring MFI condi-
tion and risk than the typical external audit
firm. As we observed earlier, external audits

of MFIs have so far proved notoriously unre-
liable in verifying the accuracy of MFI finan-
cial statements, in particular the quality of
MFI loan portfolios.

Apexes.
In some countries there is an apex institution
or national fund that does wholesale lending
to local MFIs-typically credit-only MFIs. As an
investor, such an apex is by its nature a kind of
supervisory agency. If it expects to have its lo-
ans repaid, it must evaluate and monitor the
soundness of the MFIs it lends to. For MFIs
that fail to meet its standards, the sanction is
denial of loans.

It is sometimes suggested that apex structu-
res be used to supervise deposit-taking MFIs,
usually under a delegated supervision arrange-
ment with the financial authority. Such an ar-
rangement might involve potential conflicts of
interest: for instance, would the apex be anxio-
us to close down an MFI that owed it money?

More generally, some apexes have been
successful at recovering their loans. But the
justification for these apexes often includes
an expectation that they will catalyze signi-
ficant quality improvements in the MFIs
they fund. Few have been notably success-
ful at this task. PKSF, the large microfinan-
ce apex in Bangladesh, seems to be an excep-
tion to the generally disappointing apex
experience. But this apex was established
after a critical mass of credit-worthy MFIs

had already developed – a situation that pre-
vails in few other countries.

Rating agencies?
Thirteen strong Guatemalan credit unions are
setting up a private rating agency that will eva-
luate and certify their financial soundness3. The
credit unions will not control the rating agency.
The situation prompting this step is that public
confidence in credit unions is so low that they
have to pay 2 percent more than the banks they
compete with to raise deposits. The country’s
financial authorities have refused to take respon-
sibility for supervising credit unions, so this gro-
up of strong institutions is trying a private alter-
native, at least as a temporary measure. The ra-
ting agency will have a large advertising budget
to build public recognition of the plaque repre-
senting the agency’s approval. The principal
sanction for a non-complying credit union will
be the (well-publicized) revocation of that cre-
dit union’s plaque. Additionally, contracts with
the participating credit unions will give the ra-
ting agency the right to replace their boards or
management in the event of non-compliance,
although enforcement of these rights would pro-
bably take too long to be practical. As the rating
agency gains credibility, the participants hope
that the government authorities will eventually
agree to have the bank super intendency super-
vise the stronger credit unions, and perhaps use
the rating agency in a scheme of delegated su-
pervision. Implementation has not yet begun,

BRIEFS FROM THE WORLD

2 Just as we did earlier, we are defining prudential supervision as effective” when (a) at least 80 percent of the licensed institutions are in fact solvent, and (b) this situation stays
stable over decades. Self-supervision of financial institutions occasionally works in a rich country, but it is hard to find successful cases in poor countries.

3 Only 10 percent of Guatemala’s credit unions are participating, but they account for 85 percent of the country’s credit union savings and loans. Here as in most other countries,
one does not have to work with more than a few institutions in order to reach the vast majority of the country’s microfinance clients.

The Policy Program created within the MFC has
a broad goal to foster improvements to the le-
gal and regulatory operating environments for
microfinance institutions in the countries of
CEE and the NIS. To achieve this goal MFC has
engaged in a combination of regional activi-
ties. Within the scope of the Policy Program,
MFC conducts diagnostic analysis of the exi-
sting legal and regulatory environment for mi-
crofinance in CEE and the NIS undertaken on
a country-by-country basis. We have already
completed the diagnostic assessments of Ar-
menia, Georgia, Serbia and Tajikistan. These
reports are available on the MFC web site
(www.mfc.org.pl/policydiagnostic.php4).
Another important activity conducted within
the Policy Program is the clearinghouse pro-
ject designed to provide a new tool – a databa-
se containing legal acts related to microfinan-
ce industry in the CEE and NIS. The database
will supply reliable updated information to

practitioners, policy makers and the donor
community involved in microfinance legal and
regulatory reform.
MFC has also developed a 4-hour policy tra-
ining module aimed at training decision ma-
kers on fundamental of microfinance.
Finally, MFC organizes an annual Policy Forum
on microfinance law and regulation in CEE
and NIS. The purpose of the forum is to:
4 Benchmark the progress of countries from

the CEE and NIS;
4 Increase the awareness of policy makers

with regard to policy issues;
4 Enhance the benefits of the clearinghouse

project;
4 Build capacity among consultants and

advisors who may become engaged in fu-
ture reform initiatives.

For more information on the MFC Policy Pro-
gram, please contact Marcin Fijałkowski
(marcin@mfc.org.pl)

MFC Policy Program
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so nothing can be said yet about the results of
this experiment.

The concept of a private, independent ra-
ting agency for MFIs seems to be getting a lot
of attention lately. Even though one of the au-
thors of this paper was an enthusiastic propo-
nent of the Guatemala experiment, there are
some important reasons why the rating agency
model needs to be approached with caution:
4 The “market” for the ratings in Guatemala is

the depositors, who can use the rating to judge
the safety of their deposit. In the case of non-
deposit-taking MFIs, the market for ratings
consists of investors-mainly donors. In Latin
America and South Asia, two companies that
provide ratings mainly for credit-only MFIs are
finding the demand for their services from do-
nors to be some-what disappointing.

4 The Guatemalan experiment has huge ad-
vantages that are unlikely to be present in an
MFI rating scheme in most countries. The par-
ticipating credit unions all agree on the norms
to be applied. The credit unions were in com-
pliance with these norms before the rating agen-
cy was set up, so there is no need to cajole or
strengthen laggards4. All the credit unions have
the same methodologies, accounting standards,
and information system. Their competition

with commercial banks for deposits provides a
strong incentive to submit to supervision.

4 Even so, it is far from clear that the Guate-
mala rating agency will work.

Deposit Insurance.
Recently there has been increased discussion of
the possibility of deposit insurance for MFIs. Such
insurance could be provided by the government
as an adjunct to its regulation and supervision; or
the insurance could be issued by a non-govern-
mental (and perhaps donor-supported) body as a
substitute for official regulation and supervision.
The scheme could provide pure deposit insuran-
ce, whose only function is to reimburse small de-
positors in the event of failure of the depository
institution, or it might operate a stabilization fund
providing emergency liquidity to solvent MFIs, or
capital support to MFIs in danger of insolvency
who are willing to take corrective measures. In the
absence of experience with such arrangements, we
can only offer some general observations.

There is a respectable body of opinion that
challenges the wisdom of deposit insurance, ge-
nerally on the grounds that it blunts depositor
oversight of institutions, encourages risky be-
havior on the part of managers, and centralizes
risk more than is desirable. But even for those

who see deposit insurance as a good thing, de-
posit insurance for MFIs presents some special
challenges.

A specific national insurance fund for MFIs
confronts actuarial problems. Given the relative-
ly small number of MFIs, their unsecured port-
folios, and the absence of historical loss experien-
ce, how does one determine the fund size that is
adequate to provide depositors with the degree
of safety that is being advertised? To provide such
safety, the fund would certainly have to be a much
larger percentage of deposits than would be the
case with a country’s commercial banks. This pro-
blem is holding up development of a deposit in-
surance scheme by the Guatemalan credit unions.
These credit unions hope that the problem can
be solved by re-insuring residual losses offshore,
but they have no indication yet as to whether it
will be possible to do so.

If MFIs are folded in with the general depo-
sit insurance scheme for banks, the actuarial
problem is lessened, but this would imply nor-
mal supervision by the government’s financial
authorities, rather than providing an alternati-
ve to such supervision.

Another way to mitigate the actuarial pro-
blem might be to make the insurance fund in-
ternational, so that it embraces a larger num-
ber of MFIs, and can maintain safety standards
that might be tighter than what would be prac-
tical in a fund limited to a single country. But
such an international insurance fund would
probably have very high supervision costs.

Bank guarantees.
Building on Burt Ely’s work, J.D. Von Pischke has
offered an intriguing proposal that non-bank MFIs
be allowed to accept deposits on the condition that
all such deposits are guaranteed by a bank that is
licensed by the supervisor, and at least 50 percent
reinsured offshore5. This approach would elimi-
nate additional burdens on the supervisor. The
obvious practical question is whether banks wil-
ling to write such guarantees, and offshore mar-
kets willing to reinsure them, could be found at a
price that MFIs can pay. Given the very high ad-
ministrative costs inherent in microfinance, adding
(say) another 3 percent for a guarantee cost might
seem a good bargain to an MFI that thereby ga-
ined access to large amounts of public funding. Is
it possible that a bank would be willing to write a
guarantee at that price for an MFI with demon-
strably credible books, good internal controls, and
strong profitability? Would a donor support expe-
rimentation along this line by temporarily cove-
ring part of the bank’s risk? Time will answer the-
se questions, if someone is willing to try.

BRIEFS FROM THE WORLD

4 Although only the soundest credit unions are participating at the beginning, other credit unions will be welcomed with open arms if they are able to comply with the norms.
5 Guaranteeing Deposits in Microfinance Nonbanks” (unpublished manuscript, 1998).
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In most countries, the state regulates and supervises the functioning of financial institutions
in order to protect the safety and soundness of the financial system as a whole and to protect
depositors from the loss of their deposits. This is referred to as “prudential regulation and
supervision.” In microfinance, generally only deposit-taking institutions should be subject to
prudential regulation and supervision. Credit-only microfinance institutions might be sub-
ject to other forms of non-prudential regulation.

The term “regulation” is often used to refer to both laws (i.e. legislation enacted by a parlia-
ment or other legislative bodies) and regulations (i.e. normative acts adopted by an executive
or administrative body such as a central bank or a ministry of finance).

“Supervision” of financial institutions consists of monitoring these institutions to determine whe-
ther they are complying with the standards set in prudential regulations. In most countries, super-
vision is conducted by the central bank or a separate banking supervision agency.
In some countries credit unions and similar member-owned and governed depository financial
institutions are under the supervision of a different agency, such as a ministry of cooperatives.

When a supervisory agency engages in supervision, the goal is to assure that each supervi-
sed financial institution is soundly managed, to protect its depositors and to prevent its possi-
ble failure from leading to the failure of other depository financial institutions. In this sense, the
supervisor is attempting to protect the financial “health” of individual institutions as a means
of protecting the “health” of the financial sector as a whole.

The goals of prudential supervision are not generally relevant in the case of non-deposito-
ry, credit-only financial institutions such as microcredit organizations. Here, there are no
depositors to protect, and the failure of an individual institution is unlikely to affect the “he-
alth” of the broader financial sector. The state may still have an interest in regulating these
types of financial institutions for other reasons, such as to promote transparency and to pre-
vent fraud and financial crimes. However, this is non-prudential regulation, and here the sta-
te is not assuming responsibility for the “health” of the institutions it regulates.
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This article is a brief synopsis of attempts
to improve the regulatory environment
for microlending organizations in the Re-
public of Kazakhstan. The United Sta-
tes Agency for International Develop-
ment (“USAID”) is providing technical
assistance to the National Bank of the
Republic of Kazakhstan on banking su-
pervision issues.

Beginning in May of 2001, USAID advisors be-
gan assisting the NBRK in an important objective
of promoting growth of non-bank financial insti-
tutions in Kazakhstan. The NBRK particularly
emphasized its desire to develop more microfi-
nance institutions in smaller communities that
may not have adequate banking services. In an
effort to accomplish this goal, the NBRK expres-
sed a desire to develop a specialized microlen-
ding law or microlending regulation that would
minimize the NBRK interference with microfi-
nance activities. The NBRK initially expressed a
desire to license microlending organizations and
establish a minimal regulatory backdrop for their
activity. The NBRK wished to minimize the level
of prudential supervision and overall regulatory
burden related to microlending organizations, to
the extent possible. The NBRK further wished
to establish several “tiers” of financial institutions
in Kazakhstan, starting with the largest commer-
cial banks and moving to microlending organiza-
tions, with only the largest commercial banking
organizations given the privilege of deposit taking
activity.

From discussions with several people and va-
rious organizations operating in Kazakhstan, many
microlending entities seemed to be operating in
the informal sector. These entities were specifi-
cally not moving to the formal financial sector in
order (i) to avoid high levels of documentation
requirements in the formal sector, (ii) an elonga-
ted and not overly transparent process for ban-
king activity licensing, (iii) a financial regulatory
regime that did not adequately distinguish mi-
crolending organizations from commercial banks,
and (iv) taxation. As the NBRK cannot directly
invest or participate in microlending activity, the
NBRK objectives were to ease the regulation and

COUNTRY HIGHLIGHT

KAZAKHSTAN

Microlending Organizations in Kazakhstan
Regulation and Supervision Issues

supervision of these entities in order to provide
incentives for them to move to the formal sector
of the economy. Another valid incentive for mi-
crolending organizations to move to the formal
sector was an ability to use the legal system to
pursue collection of debts. The most salient issu-
es in this effort were the following questions:
4 Should the National Bank address microlen-

ding organizations through a separate law or
through a regulation that falls under the exi-
sting banking law?

4 What should be the licensing procedure for
microlending organizations?

4 What prudential normatives should apply to
the operation of microlending organizations?

4 How would microlending organizations be
supervised?

4 Should interest rate ceilings be applied to
microfinance loans?
Early discussions focused initial attention on

political risk associated with granting a license
in Kazakhstan. Kazakhstan’s Parliament often
holds the Chairman of the NBRK responsible
if a commercial bank becomes insolvent or illi-
quid, subsequently losing its license to operate
as a banking institution. The fact that these
failed commercial banks were private busi-
nesses, not government controlled, seems irre-
levant to Parliament, as they believe certain re-
sponsibility should be associated with the en-
tity that grants a license. This attitude is simi-
lar to holding the agency that grants driver’s
licenses responsible for automobile accidents,
since they gave the license and should be re-
sponsible for the drivers. Given this political
risk emanating from the Kazakhstan Parliament,
the NBRK was hesitant to provide licenses to
microlending organizations, as they would po-
ssibly be held responsible for the financial con-
dition of many small organizations that are ope-
rating in remote regions of the country. Due to
these factors, the NBRK decided to draft a
microlending organizations law, rather than
draft an internal regulation.

Under the terms of the draft microlending or-
ganizations law, these entities will be registered
with the Ministry of Justice, monitored by the
Government Statistics Agency and, in essence,

supervised by the Ministry of State Revenue thro-
ugh tax authorities. The NBRK will not license,
regulate or supervise microlending organizations.
Since microlending organizations will not be li-
censed or regulated by any financial sector regu-
lator, prudential requirements for minimum ca-
pital, minimum liquidity, foreign currency open
positions and large exposure limits will not apply
to microlending organizations. This is rather
unfortunate, as the managers of microlending
organizations may not necessarily be well versed
in financial institution management principles;
thus they may find use in following similar pru-
dential requirements as commercial banks. The
draft law defines a microcredit as 1,000 mini-
mum calculation units (roughly US$5,300 or
more than 3x GDP per capita) and the same
definition applies to the minimum capital requ-
ired to open a microlending organization. Len-
ding above this amount by an entity registered as
a microlending organization is prohibited.

USAID advisors are encouraging the NBRK
to change the draft law to be more flexible in
terms of lending limits, in an effort to allow
more microlending organizations to be formed.
The suggested lending limit would be as fol-
lows: “A microlending organization may not
extend credit to one borrower in excess of 15%
of its authorized capital, and the average ori-
ginal balance on all loans outstanding at any
given time shall not exceed the definition of a
microcredit (1,000 minimum calculation
units).” This change would allow larger mi-
crolending organizations to make larger indi-
vidual loans, within a prudential limit, while
ensuring that all microlending organizations
continue to be engaged in microlending as the-
ir primary business. The calculation of the
average original loan amount for the entire mi-
crolending portfolio should not be a complex
calculation.

Through lengthy discussions with the NBRK,
USAID advisors were successful in removing
several items from the microlending organiza-
tion law that might have been overly intrusive
to microlending organizations. The NBRK staff,
particularly the attorneys, had difficulty com-
prehending the level of informality with mi-
crolending in general. A site visit to a micro-
lending organization proved helpful in this re-
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gard to illustrate some of the basic differences between commercial bank lending operations
with large corporate clients and microlending.

The National Bank is also considering adoption of a regulation that would set a maximum
amount of interest that can be charged on loans to consumers and small businesses. This is part
of a larger effort within the Government of Kazakhstan to lower the cost of credit for small
businesses and consumers. USAID advisors have advised the NBRK of the hazards of this type of
legislation for microlending, as certain costs associated with lending are fixed regardless of the
size of the loan. These fixed costs drastically increase the rate that must be charged in microlen-
ding to achieve a reasonable profit. In the end, the NBRK may accomplish a laudable and well-
intentioned goal of reducing interest rates to small businesses and consumers, only to find a
dearth of lenders due to an inability to achieve a profit at the new, significantly reduced yields.

I would be happy to answer questions associated with this process in Kazakhstan or discuss
regulatory issues with microlending organizations in general. I can be reached at
bryan@nursat.kz or bstirewalt@kpmg.com.

BY MARTA BOGDANIC, DIRECTOR OF MICROPLUS CRS CROATIA

One of the main reasons for the slow develop-
ment of the microfinance sector in Croatia is the
lack of an appropriate legal and regulatory envi-
ronment for this type of activity. Rather than using
an existing legal form – none of which, by the
way, is appropriate to MF objectives), Catholic
Relief Services (CRS) took an innovative appro-
ach and began its microfinance program by wor-
king within the allowed activities of an interna-
tional NGO, CRS. To do this, MikroPlus obta-
ined a special permit from the Croatian National
Bank. In taking this approach, CRS also had in
mind its general strategy for programming in Eu-
rope, which is to ensure the lasting impact of CRS’
activities by localizing these activities into an ap-
propriate local institution that will continue bey-
ond the horizon of CRS’ physical presence. Be-
cause of the relatively undeveloped state of the
legal and regulatory environment for microfinance
in Croatia at the time, in order to “localize” its
MF programming, one of the primary needs was
to advocate for a change in the law. This article
describes the process that CRS went through in
order to address the need to operate a microfi-
nance program within a well-defined, secure, and
sound legal environment.

Prior to beginning its microfinance program in
Croatia, CRS performed an assessment of the
legal forms that were then available for such pro-
gram implementation and concluded that to
achieve its objectives, the most appropriate option

was direct program implementation. This model
would enable CRS’ MikroPlus program to reach
sustainable scale quickly, while addressing the fi-
nancial needs of poor entrepreneurs. As its first
step, CRS sought approval from the Croatian Na-
tional Bank to engage in microlending activity as
an international NGO. Because of certain finan-
cial and legal conditions,, the loans for Mikro-
Plus clients are actually being disbursed through
a local commercial bank. CRS received the per-
mit soon after the request was placed; however,
the legal situation remained rather volatile and
fragile and could not be ignored if the longer-term
goal of institutionalising as an independent local
institution was to be realised.

To tackle the subject of the need to draft new
legislation that would provide a legal framework
for MF activities, in February 2000, CRS formed
a legal coordination group to examine the issues
facing the future local microfinance institution
(MFI) and to consider the possibility of adopting
legislation specific to microfinance. The working
group that was convened consisted of represen-
tatives from the Croatian National Bank, Mini-
stry of Finance, the School of Economics, the
Institute for Banking and Insurance, the World
Bank Resident Mission in Croatia, the legal firm
“Vedriš and Partners”, and CRS. Since the World
Bank’s work on implementing legal reform for
MFIs in Bosnia-Herzegovina was largely comple-
ted at that time, the working group examined
this to familiarize themselves with the options
positively considered in the neighbouring coun-
try. A basis also for more substantive discussions
was a working paper published by the Financial
Sector Development Department of the World
Bank, entitled, “A Framework for Regulating Mi-
crofinance Institutions” (the “World Bank wor-
king paper”)6.

The group agreed to consider various options
that would make it possible to transform the

CRS MikroPlus program into a local institu-
tion when the program reached a more mature
stage. To that end, it focussed on drafting new
legislation that would permit micro-lending.
Specific consideration was given to the requ-
irements that the new legislation (i) not impo-
se a sizable regulatory cost on the government;
and (ii) minimise the potential risks within the
operation to the broader financial sector. The
decision of the working group was made to pro-
vide for a legal type of “credit-only” NGO in-
stitution that would permit the receipt of cash
collateral for loans (but no true deposit-taking)
and that would not be taxed on profits. One
idea that was examined was to amend the exi-
sting NGO law. This, however, was rejected
early in the process due to the complexity in-
volved in properly addressing the special issu-
es that are of particular importance to micro-
finance. The group also decided that it would
not, at the present time, attempt to establish a
range of institutional types, as outlined in the
World Bank working paper.)

 Following the best practice experiences de-
scribed in the World Bank’s paper, the working
group drafted a micro-finance law that provi-
ded for the formation of micro-credit associa-
itons (MCAs), formed in accordance with the
Law on Associations, but requiring authoriza-
tion from the Ministry of Finance to commence
activities. The purpose of such organizations
would be to provide micro-loans to target po-
pulations. Under the proposal, MCAs could be
formed by one or more legal entities or five in-
dividual members, would have to operate with
only their own funds (donor capital or commer-
cial borrowing), and would be able to take cash
deposits as collateral only. Cash received as col-
lateral could not be used for on-lending. The
group was very concerned about the need to
include provisions that would ensure transpa-
rency of micro-credit operations and prevent any
conflict of interest in lending. Both of these areas
are important in preventing possible abuse of
the proposed legal structure. With respect to
organisational governance, the initial suggestion
was to provide for an assembly, that would be a
governing board of some sort, and an appointed
executive director. All provisions of the draft
law that the working group finalized that were
related to the NGO sector relied on the provi-
sions of then draft Law on Associations, which
was at that time under Parliamentary review.

Although the initial draft law was completed
by the end of 2000, there were some delays re-
sulting from changes in the Government follo-
wing the January 2000 elections. This included
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changes in the Ministry of Finance personnel.
This created an appreciable delay as, for a nine
months period, there was no Ministry of Finan-
ce representative participating in the group di-
scussions. As the group was very eager to see
concrete steps taken on legal reforms for MFIs
in Croatia, nine months was a considerably long
time. However, this waiting period coincided
with the arrival of the World Bank’s Structural
Adjustment Loan (SAL) Team in Croatia and
provided an opportunity to discuss with them
the environment and conditions required to
operate a microfinance program in Croatia. The
World Bank had its own experts review the gro-
up’s draft legislation, and, following a favoura-
ble opinion from them, they accepted to offer
it to the Government for consideration under
the SAL agreement. Simultaneously, the World
Bank recommended that an international legal
expert review the law for content and harmony
with other Croatian laws.

Most of the meetings and rewriting of the fi-
nal draft took place between February and May
2001. Legal counsel provided advice on how to
make the law more general and applicable to va-
rious different micro-finance methodologies. Le-

gal counsel also made suggestions for improving
the provisions pertaining to transparency of an
MCA’s activities, introduced provisions on the di-
sposition of assets upon the voluntary termina-
tion of the activities of an MCA, and changed
the proposed governance structure to allow for
the formation of so-called “single-tiered” institu-
tion, i.e. the institution would have a mandatory
assembly of founders and an executive director.
This was done to bring it into line with the libe-
ralising trend in civil law countries regarding the
legislation governing associations7. The revised
draft made the formation of other governing bo-
dies optional. The final draft version of this law
was produced at the end of May, following con-
sultation with other interested parties, including
the Ministry of Small and Medium Enterprises
and the Croatian Central Bank.

Parallel with this process, the negotiations
between the World Bank and the Government
of Croatia on the various conditionalities for the
SAL agreement continued. The Government
selected the enactment of the micro-finance law
as one of the preferred conditions for the loan
agreement and decided to include it in the final
SAL text. This followed the strong support of-

fered by the Deputy Prime Minister’s office as
well as the willingness of the Ministry of Finan-
ce to improve operating conditions for micro-
finance institutions and to assist poorer econo-
mically active members of society to continue
to have access to micro-loans.

The final draft of the Law on Micro-credit
Associations was submitted to the Ministry of
Finance on July 12, 2001, and is expected to be
enacted in Parliament before the release of the
second instalment of the SAL. The second tran-
che of the SAL is scheduled for release before
the end of 2002. A positive development with
regard to this law is the adoption in September
2001 by the Croatian Government of the Law
on Associations in a form that does not require
any additional changes in the proposed Micr-
ocredit Association Law. Although the govern-
ment’s original schedule called for the submis-
sion of this law to Parliament before the end of
March 2002, the current timetable for the ad-
option of the law by the Croatian Parliament
has now been changed to submission and the
first reading in Parliament of the proposed law
in the early months of the second half of this
calendar year.

• Do you consider there is a place in Poland
for microfinance institutions?

 A.S. There still exists a very large space for
microfinance institutions in Poland, despite the
fact that this sector of the economy is no lon-
ger carte blanche. Banking and non-bank insti-
tutions are already active on this market. We
should consider the following groups: firstly,
such non-governmental organizations as Fun-
dusz Mikro and similar institutions, for exam-
ple Canadian-Polish Enterprise Foundation.
The second group consists of Savings & Loans
Cooperatives (the so called SKOKs). The third
group is made up of cooperative banks. Com-
mercial banks also have special credit facilities
for small and medium-sized enterprises
(SMEs), it should be said that they are still not
sufficiently accessible for a wide range of bor-

kro. As far as the
SKOKs are con-
cerned, if the
trends that have
been observed
over the last two
or three years

continue, the position of SKOKs on the finan-
cial market serving small and medium-sized en-
terprises is likely to grow. SKOKs are develo-
ping satisfactorily. They are going through a
transformation in their attitudes and no longer
see their role as primarily “savings accounts for
the working classes”. SKOKs have worked to-
wards an understanding of their situation by
Parliament, which has borne fruit in the form
of changes to several laws. Thanks to these
changes, they already enjoy a quite different
sphere of operations. At present, SKOKs are
serving not only private individuals who are not
conducting economic activities, but also small
and medium-sized enterprises. One might say
that SKOKs have “come out of the factories
onto the street”. The cooperative banks, who-
se reputation deteriorated somewhat at the be-
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Chairman of The Economy Committee

rowers. Of course, we should not forget the
strictly state-owned institutions such as the
Labor Offices or the Agency for the Restruc-
turing and Modernization of Agriculture that
focus on supporting enterprise development
and the creation of new jobs.
• Could you describe the above mentioned
institutions in more detail?

 A.S. In discussing the earlier mentioned gro-
ups of institutions granting small loans, we can
say, in considerably simplified terms, that the
product offered by such non-governmental or-
ganizations as Fundusz Mikro is intended for
the smallest enterprises. The Canadian-Polish
Enterprise Foundation focuses on small enter-
prises too, but it also tailors proposals for me-
dium-sized firms. They can offer much larger
loans than may be obtained from Fundusz Mi-
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ginning of the nineties, are nowadays recove-
ring their lost position. Despite what some may
think, cooperative banks no longer lend money
only for agricultural or else agriculturally rela-
ted operations (for example food processing),
but also grant loans for the activities of small
and medium-sized enterprises located in small
municipalities and in the countryside. There
are also several examples of cooperative banks
operating in large cities and capable of rivaling
the branches of the large commercial banks ac-
tive in the same area. However, state-owned
institutions, granting loans or lowering the cost
of credit by subsidizing the interest on loans
raised for the creation of new firms or jobs,
conduct operations that are not only business
but also socially orientated.
• Do you believe that in such a case there is
still a place for new microfinance institutions?

 A.S. Despite the existence of the above
mentioned institutions on the financial market,
the state of development of small enterprise
and most importantly, the possibilities for ob-
taining external financial funds for the creation
of a firm or the further development of an en-
terprise and the possibility of the establishment
of institutions providing external financing, is
still practically limitless.

The government and the parliamentary ma-
jority plan to bring about the establishment of
another group that will offer enterprises exter-
nal financial support. But the success of this
plan will depend on the government’s finan-
cial possibilities and determination. A good idea
is not enough without financial resources for
its implementation. Money is needed not only
for the establishment of this type of institu-
tion, but also for the development of already
existing institutions. Because we already have
a dozen or so guarantee funds and several loan
funds in Poland, though these are weak in terms
of capital and have to be invested in, in order
to ensure the development of local and regio-
nal enterprise.
• Are we to understand, that the State should
engage itself in the development of microfi-
nance institutions?

 A.S. Of course the less the state interferes
in the economy the better and similarly, the
less the State engages in finance the better. Ho-
wever, in the situation Poland finds itself, where
there exists a need for the development of small
firms in a manner more revolutionary than evo-
lutionary, which cannot be achieved without
the creation of suitable foundations, the State
should certainly commit its resources. The qu-
estion however is in what way and in what

forms. I haven’t the slightest doubt that the
best role for the State is to engage itself in this
indirectly, for example through the creation of
good laws. More troublesome is its direct en-
gagement. As far as the microfinance market is
concerned, in my opinion the State should not
so much create as assist in the creation of this
type of institution. I am promoting a program
for support of loan microfinance institutions,
but not their creation. This should be the do-
main of municipal economic organizations and
even businessmen themselves. Before the Sta-
te subsidizes such an institution, its organizer
should invest part of the capital for the institu-
tion and fulfill predefined conditions, regarding
for example the expertise of his staff. A good
way would be the application also of the ven-
ture capital principle. Another form of state
engagement could be the provision of counter-
guarantees through the creation of a counter-
guarantee system for guarantee funds. The
most convincing form for creating microfinan-
ce institutions would be as joint stock compa-
nies operating as non profit enterprises and not
as foundations or associations, because this wo-
uld help increase their economic effectiveness.

The issue of the choice of support for mi-
crofinance institutions, based on their opera-
tions being jointly financed by the State as op-
posed to a 100% financing, has for all practical
purposes already been resolved. Of course, the-
re remains the question of whether the govern-
ment, with the gaps in its budget, will find the
money needed to subsidize the new system.

An interesting solution could also be larger
enterprises co-financing microfinance institu-
tions. There are already examples of this type
of fund in Poland.
• Taking into consideration the Polish sta-
te’s budget problems, can we count on any
financial support from the European Union’s
budget?

 A.S. In my opinion, such funds will be invo-
lved. But these are difficult issues, because they
are connected with public assistance problems.
This means that any attempt to use EU funds for
subsidizing microfinance institutions will require
extensive checking to ensure that EU rules rela-
ting to the permissibility of public assistance are
not infringed. For example, one would have to
determine to what extent the financing of mi-
crofinance institutions that operate in the form
of joint stock companies may be recognized as
public assistance. However I don’t believe that
these obstacles cannot be overcome.
• In the event of microfinance enterprises
developing in Poland, could this be used to

advantage in Poland’s possible accession
to the EU?

 A.S. Yes, of course, but on condition that
the system of microfinance institutions in Po-
land does actually develop. At present, the mi-
crofinance industry exists in Poland, but the
system is inefficient. It embraces only a per-
centage of small firms and is not seen as an
authentic and measurable system of support for
enterprise. However if a strong, self-sufficient
system of support for enterprise is developed
in Poland, then we will most definitely serve
as an example for both developing and fully
developed states.
• How do you see the importance of microfi-
nance enterprises as tools for combating
unemployment?

 A.S. Their importance in this respect can-
not be overestimated. When we look at the
research concerning barriers to the develop-
ment of enterprise and we put to one side the
generally known obstacles to this develop-
ment, such as taxes and levies akin to taxes
that are too high, the high labor costs, bure-
aucratic barriers and the vagueness and lack
of cohesion in the legal system, there always
remains the one most important barrier to
development of small firms, which is the lack
of access to external financing. This means
that even after eliminating the above mentio-
ned barriers, small firms will still not be able
to create new jobs if they do not have the
money to invest in this expensive and risky
undertaking.

In other words, whatever we do in other are-
as that may affect the development of enterpri-
se, if we don’t facilitate access to external fi-
nancing, then the small businessman will not de-
velop and therefore will not create new jobs. It
ensues from this that there is a clear connection
between the degree of development of the mi-
crofinance sector and the unemployment level.
Creation of new jobs requires access to capital
and this is still lacking in the Polish economy.
• Thank-you very much for this interview.

THE INTERVIEW WAS CONDUCTED BY AGATA SZOSTEK
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