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T e State of Microfinance Activity in Russia: A Selective Review of Operational, 
Registration, and Regulatory Issues• 

I 

Introdu~tion 
! 

Mehnaz S. Safavian 
Douglas H. Graham 

Claudio Gonzalez-Vega 
Dennis Whelan· 

Worldwi e, the emergence of microfinance institutions (MFis) in developing countries has 
multipli d substantially over the past decade. A number of these institutions have been 
successfi l in providing credit and deposit services to the poor in low-income countries, 
facilitati g poverty alleviation strategies, supporting micro and small businesses, and expanding 
the finan ial frontier to include hitherto excluded clienteles. Innovative lending technologies, new 
financial products, appropriate pricing policies, and a general understanding of the challenges and 
opportu ities for the microfinance sector have contributed to their success and proliferation as 
well as t their recent global political and financial support. 

While Is are fairly ubiquitous in most of the developing world, i.e. Africa, Asia, and Latin 
America the transition economies of Central and Eastern Europe and the Newly Independent 
States re ain a geographical frontier where microfinance is still nascent. In part, the paucity of 

s in this region stems from the former political climate that, of course, made this market 
ble until the early part of the 1990s. Also responsible for limited microfinance 
in the region, however, is that many of the successes and lessons learned from the 
history of micro finance activities in more traditional developing countries have proven 
o transfer to transition economies, mostly as a result of the incomplete and frequently 
nt institutional environment. 

Perhaps owhere are the difficulties of operating a microfinance institution more pronounced than 
in the R ssian Federation. The legal and regulatory environment in Russia is particularly harsh, 
taxation s often repressive, and the transaction costs of operation are high. In spite of these 
obstacle , the microfinance sector in Russia does exist, and it is slowly growing. This sector, 
however is sparse and fragmented. MFis in Russia are individually struggling, at high cost, to 
circumv nt common policy obstacles. Nevertheless, a consensus exists among these institutions 

• The au ors would like to thank the many conscientious microfinance practitioners and other 
professio als who patiently counseled us during our visits and lengthy correspondence. Special thanks go 
to Stephe MacLeod and Irina Fradkova ofFINCA Samara; Stacie Schrader, Christopher Pitt, and Victoria 
Tagilova fOpportunity International; Diana Medman of the Russian Women's Microfinance Network; 
Anna G' herman of Women's World Banking; Don Fiel of Working Capital Russia; Susan Starret of the 
Center fo Citizens' Initiative- St. Petersburg; Laurie Weisman and Natalie Schelovanova of The U.S.­
Russia In estment Fund; Dennis Wheelan of the Center for Russian Law - Moscow, and Alexander 
Sarkisov fUSAID Moscow. Dennis Nadolnnyak and Valentina Hartarska of the OSU team contributed 
substanti lly throughout the investigation. The usual disclaimers apply. All remaining errors are the 
responsib lity of the authors. 
•Ms. Saf; vian is a Graduate Research Associate and Graham and Gonzalez-Vega are professors in the 
Departm nt of Agricultural, Environmental, and Development Economics, The Ohio State University. 
Dennis elan is a visiting scholar at Dartmouth College, Department of Russian Studies, and Partner at 
the Cente for Russian Law, in Moscow, Russia. 
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that significant gains could emerge from a more transparent and cohesive sectoral initiative to 
improve the enabling environment for MFis. 

The pu3ose of this paper is to describe the operating conditions for a select number of MFis in 
Russia ith direct or indirect linkages to U.S. funding sources and to underscore the challenges 
this envi onment poses for these institutions. By crystallizing not only a better understanding of 
the problems, but also of some of the coping strategies by which individual institutions have 
overcome them, we hope to broaden the knowledge about the MFI world in Russia and contribute 
to its healthy expansion. 

In particular, this paper focuses on the legal and regulatory constraints affecting MFls, using case 
studies fi~m bilaterally funded microfinance programs in Russia and information collected 
through heir head offices, field level practitioners, and various legal consultants. 1 The paper is 
structure as follows: in section one, we provide an overview of the historical evolution of the 
MFI sect r in Russia and describe the current state of microfinance activities in this country. 
Section two is devoted to profiling the constraints facing donor-funded MFis inclusive of 
registration, licensing, taxation, and legal political obstacles. In this section we also provide a 
detailed description of legal forms of registration and evaluate their appropriateness for MFis. 
Section three highlights some strategies undertaken to circumvent regulatory obstacles. This is 
followed in Section four with a brief synopsis of remaining issues affecting the sector. Finally, 
Section fjive reviews the Best Practice form of MFI registration. A summary with 
recomm~ndations concludes the report in section six. Readers of this paper should be alert to the 
rapidly cpanging scenario of the legal and regulatory framework in Russia. This paper should be 
looked upon as a preliminary synthesis of research on the situation through February 2000. 

1. Evolution and Current Status of the MFI Sector in Russia 

1.1 Brief History of MFis in Russia 
I 

The emergence of internationally supported MFis in the Russian Federation dates from 1994, 
with the ~aunching of the first of Opportunity International's organizations in Nizhny Novgorod. 
While sdme indigenous MFis existed in the soviet era, it was only in the 1990's that the 
movement received a boost through the initiative of several international organizations in selected 
oblasts in the country. 

The operational philosophy and clienteles of the microfinance world can be divided into two 
distinct classes of operations. Microfinance institutions in Russia have chosen either to work 
throughlhe banking system (i.e., downscaling) or alternatively through a more grass-roots 
approac , operating as a specialized credit program through non-commercial organizations (i.e., 
upscalin ). For the former the law "On Banks and Banking" governs lending activity, in the 
latter case the relevant legal framework is the Civil Code. 

This review will highlight important features of this upscaling effort, which in some respects 
parallels the downscaling effort undertaken from 1994-95 to reach a microenterprise clientele 
through the Russian banking system, financed by the European Bank for Reconstruction and 

1 Bilater±funding refers to the transfer of donor funds from one country to another. One exception to the 
generaliz tion of bilateral funding, is the Russian Women's Microfinance Network (RWMN) affiliated 
with Wo en's World Banking, which receives the majority of its funding from the Ford Foundation and 
monies raised by its indigenous member institutions in Russia. 
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Development (EBRD). Whereas the upscaling effort operates outside the banking industry, as an 
autonomous activity financed largely by bilateral donors (most notably USAID), the downscaling 
effort was concentrated within banks and was supported through a multilateral donor.2 The 
upscaling effort has emphasized both a group and an individual lending technology, while the 
downscaling effort has exclusively focused on individual loans more amenable to banking 
practices, albeit more innovative than those typically practiced by Russian banks. 

Both upscaling and downscaling approaches represented fresh new ways to expand the frontier of 
finance in Russia, with the upscaling MFI effort generally reaching further down the poverty 
ladder in the country. Finally, both approaches have struggled to adapt in the wake of the August 
1998 crisis in Russia, which negatively affected their clienteles. While recovery is evident in 
both cases, the EBRD downscaling effort has led to a far more daunting challenge of extracting 
their remaining sound clienteles from otherwise insolvent banks and placing them is a new 
microenterprise bank, under the temporary ownership and governance structure of the EBRD 
itself and other multilateral investor organizations. The upscaling MFI movement generally 
experienced a temporary decline in loan numbers following the crisis but, by mid-1999, it had 
begun recovering its previous path of gradual growth. 

1.2 Status of MFls in Russia 

The remainder of this paper focuses on the upscaling microfinance world, underscoring the 
predominant issues shaping its current evolution in the Russian Federation. The principal 
microfinance institutions reviewed here are those sponsored by CCI-RISE, FINCA International, 
Opportunity International, Russian Women's Microfinance Network (RWMN), and Working 
Capital. These institutions are quite heterogeneous. They are spread throughout the Russian 
Federation, and have different organizational models, different lending technologies, various 
forms of registration, and operate under distinct ob last-specific policy environments. Table 1 
provides an overview of their respective institutional and operational features as of October 1999. 

2 This is not strictly true. Opportunity International tried to lend through two middle-tier regional banks in 
Saratov in 1997. This effort failed, as both banks became insolvent and bank channels were abandoned by 
Opportunity (Pitt, 1999). 
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Table 1: Institutional and Operational Features of Selected MFis 
Opera th g in Russia as of October 1999 

CCI-RISE FIN CA Opportunity RWMN Working 
International Capital 

Year Re~ istered 1995 1999 1994 1998 1998 
Registrat on of NIA Branch of Russian Partner Non- Branch of 
Parent Branch International Agency of the Commercial International 

I 
NGO American Public Organizatio NGO 

Corporation n 
Registrat~on For Non- Social Funds and Funds Channeled 

I 

Lending• governmental Organizatio Consumer through 

I 

Educational n for Mutual Cooperatives Government 
Institution Developmen Small Business 

i t Devt. Authority 
! 

Lending' Individual Group Group and Individual Group 
Methodo~ogy Individual 

MonthlyJ 18% annual 5% 8% 8% Ruble 25% annual 
Interest ates (dollar) 4% Dollar 
Average ~oan 8-10 months 3-4 months 4 months 1-3 months 5 months 
Term 
Average ~oan $5,000 $620 $725 $550 $1,300 
Size , 
Oblast(s~ Leningrad Samara Nizhny Smolensk Khabarovsk 
Located Novgorod; Vidnoe 

' Rostov-on-Don; Kaluga 
I Saratov; Tver 

I 

Voronezh; Kostroma 
Novgorod 

i Lipetsk, 
I Belgorod 

Numberl~f 1 1 20 5 1 
Operatin Units 

Number 1~ 17 203 1442 362 240 
Total Bo owers 

TechnicX Yes Yes Yes Yes Yes 
Assistan e 
Number pf 2 15 63 20 9 
Employc::es 
Case Loi d per 8 25 68 25 45 
Loan Of ~ 1cer 
Perform:nce- No Yes Yes No Yes 
based st ff 
remuneration 

I 
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1.3 Modes of Organization 

There are several distinct patterns of organizational design among the five MFis listed in the 
table. These modes of organization are mostly a function of the structure of the international 
sponsoring organization, tailored to the peculiarities of each oblast/regional setting. Opportunity 
International (01) has conducted lending operations through very diverse organizational forms 
and has drawn upon multiple sources of funding to carry out both individual and group loan 
programs along with leasing. While the legal form which governs the administrative operations of 
the NGO is a Russian branch of the parent international NGO, the legal registration under which 
the lending operations are carried out usually takes advantage of the opportunities offered by 
various social organizations or consumer cooperatives (CCs).3 Moreover, 01 often works with 
local indigenous partner non-commercial organizations that enjoy varying degrees of autonomy 
with respect to their funding and operations from 01. The international NGO also plays an 
important role in providing technical assistance for all of its partners. 

A second path followed for microfinance institutions, one similar in spirit to that followed by OI, 
is that of the Russian Women's Microfinance Network (RWMN). RWNM is not a branch of an 
international NGO, however. It is a non-commercial partnership, and acts as a mentor for 
indigenous partner MFis in Russia. RWNM provides training, technical assistance, policy 
support, and assistance in the mobilization of external funding for member organizations in the 
network. 

Network membership status in the RWMN is attained when a self-started, fledgling organization 
passes through an initial screening process and is accepted into the network. Acceptance, 
however, is contingent on the ability to raise a minimum amount of its own capital.4 This initial 
capital is subsequently matched by R WMN. After a final evaluation period, in which the 
organization is judged for its ability to effectively administer a microfinance program, the 
network assists in securing additional donor or philanthropic money to inject into the partner's 
capital base. 

This design is cost effective, in part because of its reliance on the initiative of the indigenous 
organization to mobilize its human and financial capital itself. Additionally, the grant monies that 
support the institutions after their acceptance into the network are also tax free if they come from 
established US NGO sources. The registration process for the network is minimal, although none 
of the regulatory obstacles facing MFis are circumvented via this route. The largest drawback for 
RWMN is the difficulty that the network will have in achieving a large scale. 

FINCA (Foundation for International Community Assistance) operates through a more integrated 
organizational structure, with a goal of creating a replication of village banking methodology in 
Russia. 5 As with 01, Working Capital, and CCI-Rise, the legal form that governs the 
administrative unit is a Russian branch of an international NGO, while credit operations are 
carried out via a social organization for mutual development. As FINCA's presence grows in 
Russia, it will likely continue along this course, with no intention of subsuming pre-existing 
indigenous organizations into its operations. 

3 The distinctions between various forms of registration for administering credit programs will be clarified 
later in the paper. 
4 Usually in the range of$5,000 USD. 
5 Village banking consists of individual loans generated through groups. However, FINCA is considering 
the possibility of moving into individual Joans in the future in its Russian operation. 
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A fourth type of organizational model found in Russia's MFI sector is the one used by Working 
Capital Russia (WCR). As with FINCA and OI, Working Capital's legal administrative unit is 
set up as a Russian branch of an international NGO. Unlike the other MFis, however, WCR 
administ~rs its loan program through a local government administration's Small Business 
Developfent Authority, which retails loans to its targeted clienteles via a commercial bank 
window. Working Capital's mode of operation demonstrates the constraints of working within a 
local juridical setting. To the extent an NCO discovers high transaction costs or long delays in 
registering as an independent autonomous unit, it may choose to select this organizational design 
to chann¢l financial services (i.e. loans) to its target clientele.7 

I 

Finally, the Center for Citizens Initiatives (CCI) registered its lending activity in 1995. It is a 
Russian non-governmental educational institution. Its lending program is linked to a business 
incubator offering services to businessmen and a training unit for entrepreneurs, all of which 
operate 9ut of one office. CCI focuses on leasing and relatively large individual loans, much 
larger than those characteristic of other programs (See Table 1 ). Given the difficulties its clients 
have faced recently in honoring repayments on foreign exchanged-indexed loans, following the 
August 1998 crisis, the program is preparing to discontinue its lending activities. 

i 

In summary, the structural modes of operation described above represent various organizational 
designs through which lending operations are carried out. No one design appears to be uniformly 
superior. Thus, the elusive concept of identifying a single currently operating prototype 
institution is at best problematical in present circumstances. The degree to which any given 
organizational form and mode of registration are appropriate for any MFI depends in no small 
part on tliie progressiveness of the local ob last authorities and the built-in biases in these settings 
in interpreting and implementing the legal and regulatory framework affecting MFis. The issue 
of which organizational design features would constitute an ideal prototype institution will be 
dealt with in the concluding section of the paper. 

I 

2. Legal, Regulatory, and Other Factors Influencing MFI Activities 

The numrer of constraints, degrees of difficulty, and the high costs of market entry are usually 
unanticipated by international MFis entering the Russian environment. Even those organizations 
with significant experience in the Newly Independent States (NIS), perhaps the closest relevant 
political and economic setting, report that they were unprepared for the obstacles they faced in 
setting up, maintaining, and expanding their microfinance activities in Russia. This section 
summarifes to a limited extent the most important of these issues. 

6 As will be elaborated later in the paper, only licensed banks and state and municipal development funds 
have a clear legal right to make loans in Russia. Other MFls have circumvented this obstacle largely by 
exploitin~ articles in the Code broad enough to suggest that member-based lending activity is not 
prohibiteqi, or by exploiting still valid pre-civil code legislation from the late Soviet era, in combination 
with dialogues and courting of ob last authorities. In regions where the latter method is ineffective, MFis 
may have to resort to less favorable tactics and work with a bank or state municipal fund, instead of around 
it. 
7 A majo~ benefit of using this downstream form ofretailing microfinance loans is that it is exempt from 
the Valu~-Added Tax (VAT), a tax that generally represents a sizable fiscal burden for MFis in Russia. 
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2.1 Leg*I Framework 

The legi lative history pertaining to microfinance activity in Russia has been both dynamic and 
ambiguo s in its evolution over the past decade. The regulatory framework within which credit 
organiza ions, including MFls, work in the Russia Federation is at best ambiguous. On the one 
hand, er dit organizations, including those sponsored by USAID, indisputably exist and issue 
credit. 0 the other, it appears that much of the lending activity of these organizations rests on an 
uncertai legal basis. A review of the applicable legislation helps explain the situation. 

Before t e last years of perestroika, there were no private businesses in the Soviet Union and 
consequ ntly no business credit. The Civil Code of that period8 uses the term "credit" in a 
manner t at makes it clear that the reference is only to government credits extended to 
governm nt entities, not to credits extended to businesses or to individuals. To understand just 
how limi ed the notion of credit was as recently as 1984, one need only look at the Encyclopedic 
Juridical Dictionary of that year,9 where the only definition of "credif' is credit extended to 
consume s for installment purchases. 

1988 sa the introduction of the law "On Cooperation in the USSR1110 that allowed limited 
private e terprise in the form of "cooperatives" --this word being an ideologically acceptable 
term for hat was still essentially an ideologically unacceptable activity. Almost as soon as they 
were ere ted, however, these new forms of private enterprise were stifled by suffocating 
regulatio s and taxes. Still, the existence, limited as it was, of private business led to the 
consequ nt need for credit, so that the law "On Cooperation" provides both for the extension of 
credit to ooperatives by existing bank structures11 and the creation of new "cooperative banks." 12 

Abuses y these new institutions led the Central Bank in a letter of 27 April 1989 to issue 
instructi ns on the limitation of credit to any individual borrower.13 In 1990 there followed the 
law "On anks and Banking,"14 that provided for the creation of private banks and introduced 
regulatio s on the extension of what was by now clearly business credit. The law somewhat 
circular! defined banks and what it called credit institutions (a term still in use) as institutions 
with a li ense to carry out banking operations. The banking system of the RSFSR was defined, in 
tum, as onsisting of the Bank of Russia (the Central Bank), the Bank of Foreign Trade of the 
RSFSR, he RSFSR Savings Bank (Sberbank), and "commercial banks of various types" together 
with "ot er credit organizations" that had "a license to conduct banking operations." "Banking 
operatio s, finally, were defined as "the attraction of deposits and the extension of credit" (Art. 
5). "Cre it" itself, however, was nowhere explicitly defined. 

8 Civil C de of the RSFSR of 11June1964. 
9 Sukhar v, A.Ya., ed., luridicheskii 'Encyclopedicheskii Slovar', Moscow, "Sovetskaia 'Entsyklopediia," 
1984, p. 154. 
10 Law of26 May 1988 N 8998-XI, as amended through 19 June 1999. This law applied, in the context of 
the USS only to the RSFSR, that is, to the Russian Socialist Republic, and not to the other republics and 
regions at, upon the dissolution of the USSR, became part of the Russian Federation - e.g., Chechnya, 
Karelia, ordvinia, and many others. Only after the dissolution of the USSR in 1991 was the law extended 
to the wh le of the new Russian Republic. 
11 Article 3(1-2). 
12 Article 3(5). 
13 Letter fthe State Bank of the USSR of27 April 1989 N 201 with changes of 11 October 1990 N 326. 
Rules Re ulating the Activity of Commercial and Cooperative Banks. 
14 Law" n Banks and Banking Activity in the USSR" (with amendments of 12 December 1991, 24 June 
and 13 D cember 1992. 
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On 12 December 1993 Russia adopted by referendum a new Constitution that created today's 
Russian~ederation, and with it a system of governmental and private relations radically different 
from an hing that had existed since the Revolution of 1917. Basic to these new relations were 
guarante s of the right to hold property, including the means to production, and the right to 
engage in private enterprise. The Constitution also declared that "the establishment of a legal 
basis for a unified market; financial, currency, credit, customs regulation, monetary emissions, 
the bases for a price policy, the federal economic service, including federal banks is a subject 
exclusively of federal, not regional or local, regulation." In principle, then, any regional or local 
legislation that purports to regulate credit activity is unconstitutional unless it is based on and 
authoriztjd by prior explicit federal enabling legislation. 

The fedetal enabling legislation of credit activities presupposed by the Constitution was slow in 
coming, however. Except for the 1990 law "On Banks and Banking," which, as repeatedly 
amended, continued in effect until superceded by 1996 amendments that effectively rewrote the 
entire law, there was little immediate implementation of credit-regulating legislation. In the 
meantime, a variety of quasi-legal institutions were set up that purported to be purveyors of credit 
in one guise or another. Some of these were legitimate. Many were undoubtedly not, including 
those tha~ operated the pyramid schemes that plagued the early market history of Russia and 
Eastern .ijurope under the guise of various "credit" machinations. 

! 

In response to these problems, on 10 August 1994 the High Commercial Court (VAS, from 
Vysshii Arbitrazhnyi Sud) of the Russian Federation issued a Letter oflnstruction that still carries 
the force of law. 15 In brief, the letter states that any institution that grants loans - i.e., credit - on 
a systematic basis must have a banking license. 16 

I 

To this d~y it is the position of most legal practitioners in the area of banking law that any activity 
that invol~es the systematic extension of loans, whether to a physical person (i.e., an individual) 
or to a legal person (a term that includes both incorporated entities and individuals registered as a 
"private entrepreneurs," a concept that is vaguely similar to an "independent contractor" in US 

15 Letter of the VAS RF [High Commercial Court ( Vysshii Arbitrazhnyi Sud) of the RF] of 10 August 1994 
N S 1-7 /Of>-555 "On various recommendations made at the session on judicial-arbitrazh practice." 
[Questiont.] 4. Is it necessary to receive a license for performing credit operations, ifthe monetary sums 
provided re from enterprises and organizations to other persons on the basis of return and payment? 
[Answer: In accord with Articles 113 and 114 of the Bases of Civil Law [note: superceded by the Civil 
Code] on contracts of credit, a bank or other person engaged in entrepreneurial activity can provide credit 
at a percent certain, indicated in the contract. Banks and other credit organizations, created by proprietors 
for the performance of banking operations (which should be indicated in the charter of these institutions), 
must receive a license for occupation with said entrepreneurial activity in accord with Articles 1 and 11 of 
the RSFSR Law "On Banks and Banking Activity in the RSFSR." If the said institutes in violations of the 
Charter et· gage as entrepreneurial activity in the giving of credits (regardless of the sources of the financial 
resources at interest and conclude contracts of credit without receiving a license, such activity must be 
acknowle ged as not in accord with corresponding legislation, with all consequences thereof flowing. 
When however an organization in accord with Article 113 of the Bases of Civil Law transfers to a borrower 
its free [available] funds per a contract of loan, and the latter obligates itself to return that sum and such 
activity is not otherwise forbidden by law and does to have a systematic character, then receipt of a license 
is not required, including in the case of providing the loan on the basis of paying specific interest rates. 
16 The distinction between the term loan and credit is important in Russia. By definition, credit refers to 
lending ti~nds mobilized from the public at large, usually in the form of deposits, and it is closely 
equivalen to the concept of financial intermediation. Loans refer to lending out of private or privately 
borrowed funds, and it may or may not include interest rates. In most countries, the former is a regulated 
activity, while the latter is not. The most detrimental aspect of this letter was that it implied that "loans" 
issued on a regular basis were, in fact, "credits" and thus subject to Central Bank licensing requirements. 
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law) is prohibited unless the lender is a bank or credit organization licensed by the Central Bank. 
This restriction would appear to prohibit the activities of credit unions, credit co-ops, and 
microfini· nee institutions as they operate around the world, for current Central Bank requirements 
for secur ng a banking license are prohibitively time-consuming and expensive (see Section 2.4). 
The reas. ning is simple: lending at interest is commercial activity, therefore any organization that 
carries out lending at interest on a regular basis is by definition a commercial organization. 
However, the law "On Banks and Banking" prohibits any commercial organization to engage in 
lending/credit activity unless it has a license from the Central Bank. 

On the o~her hand, an active system of microfinance-like institutions does currently exist and 
appears tb operate with little regulatory interference, occasional clashes with the tax service 
excepted. 17 In addition to bilateral-funded MFis described earlier, other organizations that have 
no legal basis, such as credit unions and credit cooperatives, are active throughout the country, 
and have lobbying groups actively pursuing avenues to get them legalized. How is it that MFI 
activities! take place in what is ostensibly a regulatory framework rigidly controlled exclusively 
by feder~l legislation and the Central Bank? 

The answer lies partly in the permissive nature of the Civil Code, which effectively declares the 
legitimacy of contractual relations that are not explicitly forbidden. 18 The remainder of the answer 
lies in the inventiveness of Russian lawyers and the principle that where there is a need, there will 
be foundia way. And it appears clear from the history of credit-granting institutions that act 
without tienefit of federal enabling legislation or a Central Bank license that the need for mutual 
credit organizations is great. 

17 Some donsumer credit cooperatives, for example, have triumphed in collisions with the tax authorities. 
In a case against the "South Urals Credit Union of Consumers" of Cheliabinsk Ob last, for instance, the tax 
service demanded payment of VAT and "special taxes" based on interest charged on loans ( "ssuda') 
extended by the co-op, and also assessed fines and penalties for violations of the tax laws. The tax service 
based its position on the argument that since non-commercial organizations have the right to engage in 
entrepren¢urial activity (as the consumer credit cooperative did, by issuing loans ("ssuda') and charging 
interest), ~herefore they had turnover and was subject to VAT and "special taxes" based on interest charged. 
The constlmer credit cooperative had no exemption for taxes, as it had no license to engage in banking 
activities. The consumer credit cooperative relied on its status as a non-commercial organization that 
extends credit ("ssuda') only to its own members, and by definition is not engaging in entrepreneurial 
activity. Therefore the interest charged to its shareholders is not subject to VAT and special taxes. The coop 
accumul:ed its resources on the basis of funds contributed by members as dues (paevye vznosy) and on 
interest r ceived as a result of activity allowed by its charter. The commercial (arbitrazh) court that heard 
the case cided in the consumer credit cooperative's favor, ruling that a banking license is needed only for 
bank deposit-loan (ssudno-bankovskie) activities aimed at securing income in the form of interest from 
unrelated parties, but is not needed for "intra-union" credit extended to members, and that therefore no 
taxes were due. 

18 The pr~cise language is "[that are not] in contravention of the law of contracts." See Civil Code, Part I, 
Section I, Chapter 1, Article 1 (2): 

"Citizens (physical persons) and juridical persons shall obtain and realize their civil rights of their own will 
and in their own interest. They shall be free in the establishment of their rights and duties on the basis of 
contract and in determining any terms of contract not in contravention of the law of contract. 

Civil righ~s may be restricted on the basis offederal law and only to the extent necessary to protect the 
bases of 9onstitutional order, morals, health, the rights and legal interests of other persons, the defense of 
the country, and the security of the state." 
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I 

For exariiple, microfinance institutions, credit unions and consumer credit cooperatives are 
neither~· entioned nor authorized in any currently operational legislation. 19 The Civil Code 
recites a exclusive list of the possible forms of commercial organization, but it leaves open and 
undefine the number and kind of possible non-commercial organizations. It is into this 
undefine area that MFI-like institutions have slipped. Microfinance Institutions, of any type, are 
nowhere, explicitly forbidden by law since lending is not in the list of activities requiring licensing 
accordin~to recent legislation. The chief difficulty, however, lies in the uneven and uncertain 
applicati n and enforcement of existing laws by the relevant local enforcement agencies. 

2.2 Juri ical Settings: Reform and Non-reform Oblasts 
I 

Another ~imension influencing MFis is the political configuration of the jurisdiction in which 
they opetate. The decade of the 1990s saw a devolution of political and regulatory power to 
regional blasts (i.e., provinces). Although the regulatory frameworks affecting MFI activity are 
still esta lished by federal authority (especially taxation), the rigor and spirit with which they are 
impleme ted at the local level can be influenced by the reform (or non-reform) nature oflocal, 
municip 1, and regional authorities. The most important aspect of the juridical setting is that 
regional overnments can put forward a requirement for stricter provisions than those specified in 
the Civil Code. This practice is not strictly legal, since all activities not required to have licenses 
should, i theory, still be exempt from having to obtain licenses. In practice, however, the 
regional ~uthorities can and do add in additional requirements in an ad hoc manner. 

I 

Because of the discretionary power of local authorities, the activities engaged in by MFis are 
always o en to subjective interpretation. Even in the most progressive regions, these institutions 
are vuln rable to unfavorable interpretations of the civil and tax codes and activities not well 
defined y legislation or decree becomes defined by the manner in which they are interpreted at 

overnmental levels. 

ally, in Russia there is the possibility that discretionary power could be used 
retroacti. ely. Thus, an institution can find itself being penalized for engaging in activities that 
were pre iously sanctioned or for a tax exemption offered under a prior regime. The perils of 
operatin in such an environment are numerous. This type of environment translates into high 
transacti n costs of operation, particularly in reference to the time, effort, and expense in courting 
or educa ing local officials and hiring lawyers to interpret the law and defend the MFis' interest. 
Furthe ore, no matter how secure the institution, it is always vulnerable to electoral changes in 
local an regional governments or to changes in the overall political climate. Thus, the type of 
lending ctivities and the autonomy of the institution and its network branches are always a 
function of the local and regional political setting. 

2.3 Mo es of Registration 

When c nsidering the several types of registration requirements to which MFis are subject, two 
distinct i sues arise. First, all non-commercial organizations must have a general registration that 

19 There oes exist legislation that authorizes and regulates the activity of"consumer cooperatives". 
Consume credit cooperatives have generally organized themselves, and claim their legitimacy, as a sub­
form oft is form of non-commercial organization, even though there exists no law or regulations that 
specifical y authorize the existence of this sub-form. Conversely, there also exist no laws or regulations that 
specifical y prohibit the existence of this sub-form. See discussion immediately following. 

11 



allows tJem to manage their administrative operations legally. 20 An additional form of 
registrat 'on is needed for a downstream or related institution to which an NGO can transfer grants 
and adm nister a credit program. 

Regardl ss of the form of registration chosen, nearly all of the Russian MFls worked with their 
local la ers and local authorities from four to six months before they were in a sufficiently 
secure le al position to begin lending. This long delay was associated both with the initial 
registrafon of the branch of the foreign international NGO and the subsequent registration of the 
local ind genous organization to conduct lending operations. 

The initi l registration process of the international affiliate is time-consuming and expensive, and 
can take p to six months to complete. While conceptually this process can be completed within 
the span two to three weeks, first-time entrants with little knowledge of the system may 
experien e long delays in obtaining necessary paperwork. Anecdotes abound regarding 
bureaucr tic delays, the amount of verified documentation required, the necessary efforts to 
educate e local authorities about the institution, and the high costs of screening and hiring 
lawyers o negotiate the labyrinth of Russian law. The remainder of this section, however, focuses 
on the re istration of the lending program, as this seems to be an even more formidable constraint 
to the ex ansion of micro finance in Russia. 

Without xception all MFis have consulted local lawyers to determine the most appropriate 
registraf n mode for their activities, given that there is no standard or uniform legal form for 
private, on-profit lending organizations. The actual or potential modes of registration for MFis 
reviewe in this paper are: 

20 Accord ng to the Russian Civil Code, a non-commercial organization may be created to pursue social, 
philanthr pie, cultural, educational, scientific and managerial goals, to protect the health of the population, 
develop ysical culture and sports, satisfy spiritual and other non-material needs of the citizens, settle 
argument and conflicts, or render legal help and for other purposes that generate social benefits. Non­
commerc al organizations may undertake profitable activities, but these are limited to serving the social 
aims for hich the organization was founded. Non-commercial organizations are legally prohibited from 
distributi g net revenues to members, directors, or other insiders. In this sense, property rights over the 
organizat on are severely attenuated, as members do not have the right to share in the results of the 
operation (Christie, 1996; Evseyeva et. al, 1999). That is, residual claimants for the financial outcome of 
the organ zation are not well defined. 
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1. Credit Unions (CUs) and Consumer Credit Cooperatives (CCCs) 
2. Consumer Cooperatives (CCs) 
3. Social Organizations for Mutual Development 

4. Fun~s/Foundations 
0 Private funds 
Ci) State funds 

5. Non1commercial partnerships (NCPs) 

2.3.1 Consumer Credit Cooperatives and Credit Unions 

Consumer credit cooperatives and credit unions have had a checkered history in Soviet and post­
soviet R~ssia. Many of these organizations suffer from a generally unfavorable image due to their 
perceive role in dubious financial activities in the past. Currently they have no full legal base 
for oper ions (Evseyeva et. al., 1999). In spite of their lack of a robust, unambiguous legal base, 
there we e more than 200 functioning organizations that were registered as either credit unions or 
credit cooperatives until the August 1998 crisis. These organizations were engaged in lending at 
significantly higher interest rates than those charged by banks, but with much higher loan 
tumover.21 Additionally, they enjoyed an exemption from placing obligatory reserves with the 
Central Bank of the Russian Federation. Instead they were allowed to entrust the management of 
their own resources to a bank or to another credit organization. They were not subject to 
restrictio1.s on the size, periodicity, and contributions of their members (Evseyeva et. al, 1999). 

For seve al years, the Federal Duma has been considering provisions to regulate the activity of 
credit un"ons/cooperatives.22 In 1998, however, a law was vetoed by then President Yeltsin. This 
veto was based on the opinion that the law conflicted directly with the law "On Banks and 
Banking Activities," which requires credit organizations to obtain a charter or license from the 
Central Bank if they engage in lending activities based on mobilized deposits.23 Even if this law 
had been passed, however, it would have only allowed for loans made to physical persons. This 
prohibition would block the use of this financial source for many types of small businesses, which 
are often registered as juridical persons (Evseyeva et. al., 1999). More recently, a second draft 
law on credit unions/cooperatives was vetoed by Acting President Putin in early 2000. 

I 

There is~till the expectation that the new law on Consumer Credit Cooperatives and Credit 
Unions ill eventually be passed, in some form, in the near to medium term. Thus, credit unions 
may be ltemative organizational designs for the MFI community to consider. Credit Unions 
(CUs) have a number of advantages with respect to microfinance activities. CUs have a long 
history in addressing the forgotten half of the financial market, i.e. savings and deposit facilities. 
This feature is notably absent from the current MFI structure in Russia. 

21 Memb]s of credit cooperatives could usually obtain loans after a short application process that ranged 
from be een three to seven days (Evseyeva, 1999). 
22 In the roposed legislation, two distinct forms of credit cooperatives were addressedi "rural credit 
cooperati 

1 
es" and "consumer credit cooperatives." The distinction between the two is not a subject of this 

gaper. 
3 Additional grounds on which the law was rejected focused on the distinction between a cooperative and a 

union. A consumer credit cooperative is considered a separate juridical person, while a union is an 
association of juridical persons. The lack of clarity between these two juridical forms mixed into one law 
was considered unacceptable (Evseyeva et. al, 1999) . 
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Moreover, CUs exhibit some organizational deficiencies. Among them are the poor incentives for 
internal control stemming from the one person-one vote philosophy, which removes incentives 
for members to monitor opportunistic behavior by the management. Allowing for voting rights 
commen$urate with share contribution would better induce key stakeholders to more effectively 
monitor llnanagement decisions. However, it would appear that all organizations and/or 
associati~ns created on the basis of the civil code in principle reflect this organizational 
deficiency in Russia 

Additionally, CUs have little to no experience in a group lending methodology, so they would be 
a poor organizational choice for MFls that characteristically use group lending to reach poorer 
clienteles. Furthermore, an important clientele for CUs are salaried employees, who constitute a 
different target group from that of the MFI community. The focus on employees rather than 
microentrepreneurs also invokes the issue of ensuring repayment in the Russian labor market, 
characte~ized by a high incidence of wage arrears. 

Finally, membership in Credit Unions is restricted to physical persons. Legal entities are 
proscribed from membership in these organizations, effectively excluding many small businesses 
registered as some form of juridical persons. 

' 
I 

2.3.2 Co?sumer Cooperatives 

Consumer cooperatives (CCs) are a more general form of a Russian non-commercial 
organization. 2 They are considered voluntary associations of citizens who join together as 
members, created to carry out a particular restricted purpose, emphasizing the socio-economic 
welfare of members. In the past, this was linked to funds accumulation for housing for the 
member~. Members of CCs meet in annual meetings to elect officers and a board and to establish 
cooperat ve goals and operating procedures. A principal drawback to this form of organization is 
its unlim ted liability. At least in theory, each member faces unlimited liability for the obligations 
of the entire cooperative, making it a serous risk for members of this organization. This, on the 
other hand, creates better incentives for internal control. 

The tradition of unlimited liability stems from the German cooperative movement of the 191h 

century, which wanted to inculcate diligent member monitoring of management. While unlimited 
liability ~s also common to some credit cooperative organizations in Western Europe, there has 
rarely befn an instance in these settings where legal actions taken against the personal property of 
members has been triggered by a cooperative failure. It is even less likely to occur in a 
membership structure made up of poor, low-income participants since it is both politically and 
administratively difficult to carry out such actions in practice. However, the passive stance of 
creditors (and more importantly, of governmental authorities and courts) could quickly change 
into a pro-active strategy to take members to court if one or a few members are known to have 
substantial assets available for seizure. 

As long L the MFI sponsor is itself the major donor (creditor) to a consumer cooperative, the 
danger posed by unlimited liability is mitigated. However, if and when the sponsor disappears 

24 Note the absence of the word "credit." A consumer cooperative is different in legal form from a 
consume11 credit cooperative. The former is a legitimate form of non-commercial organization, while the 
latter cuniently has no legal basis under Russian law. This is an important distinction. 

I 

14 



from the scene in the future, and the indigenous CC becomes autonomous, unlimited liability may 
become a more serious threat. 

Another !drawback to this organizational design is the one-person-one-vote rule, which makes the 
organization vulnerable to numerical borrower dominance in annual meetings. A principal 
sponsor or stakeholder in these organizations could easily be outvoted by a large number of 
borrowet-members. To resolve this dilemma, one MFI sponsor has temporarily overcome this 
deficienJy by inducing member-borrowers to sign over their proxy votes to the organization for a 
set period of time (2-3 years, for example) as a condition for receiving their loans. This 
contrac~al mechanism creates a temporary majority for voting commensurate with sponsor 
contributions. In the end, this one-person-one vote rule does constitute an organizational 
weaknes$ that requires an additional contractual initiative to deal with the problem. 

One strehgth of consumer cooperatives, in direct contrast to the organizational design of credit 
unions, is a membership structure that allows for juridical as well as physical persons to be 
memberl. Indeed, it was this feature that allowed the MFI sponsor denoted above (i.e. a juridical 
person) o design the innovative contractual mechanism in question. If juridical persons had not 
been all wed to be members, this sponsor would not have been able to create and employ this 
contracttlal vehicle to protect the use of its grant monies. 

2.3.3 s4ial Organizations for Mutual Development 
I 

Social Organizations for Mutual Development represent another organizational form for 
microfinimce institutions. The legal basis for these social organizations falls under the Civil Code 
law "Ab~ut Social Unions." That is, they are considered mutual societies or associations. These 
social organizations incorporate the one-person-one-vote rule and are thus potentially vulnerable 
to the borrower-dominance scenario described above. A social organization is a non-profit entity, 
based onlvolunteer fees and other funds not prohibited by law. Only grant income or own-income 
can be u ed for lending purposes. As with other forms of non-commercial organizations, the 
redistrib tion of profits to members and lending to third parties is prohibited by law, and these 
organizations are not free to liquidate their own assets. They do enjoy, however, limited liability. 

In practiie, member-based funds come in two forms: (a) a restricted member base, 
and, (b) an extended member base. The former consists of a limited number of members such as 
the foun~· ing members of the parent NCO plus a few local collaborators, while the latter includes 
all the cl ent borrowers in the program. This latter form is subject to the same governance 
problem mentioned earlier for credit unions, since votes at the annual meeting follow a one 
person-011e vote rule. Since juridical persons cannot be members, it is not possible to devise an 
innovatil1 e proxy sign-over contract as described earlier for consumer cooperatives. 

2.3.4 P 'vate Funds/Foundations 

A foundJtion or fund in Russia is a non-commercial, non-mutual organization with no member­
clients, s~t up to pursue social, philanthropic, and other socially beneficial 
aims. 25 Funds must have a board of trustees which supervises all financial activities and 
decision made by the management of the fund Both juridical and physical persons can be 

25 In Russ· a, the juridical concepts of "fund", "fund to support entrepreneurship", and "social development 
fund" are not synonymous. Note that "funds" and "social development funds" are forms ofnon­
commercr organizations, the latter being a mutual organization, while the former is not. Funds to Support 
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founders, and the governance structure of a fund allows for a sponsor organization to maintain a 
strong voice in the decision-making process, since the founders appoint the board of trustees, 
determiie their term of service, and the criteria for reappointment. 

One drawback to this legal form is that founders have no right to withdraw contributions they 
have mape to the foundation; hence property and assets once invested in the fund cannot be 
withdra'f11 by their original owners. Furthermore, a fund can only be liquidated by a court 
decision,once the purpose for which it was created disappears. 

2.3.5 Stre Funds and Mutual Credit Societies 

There ate two forms of credit organizations that have explicit federal authorization for 
existenoe through the federal law "On the State Support of Small Entrepreneurship in the 
RussianlFederation" (Evseyeva et. al., 1999). 26 This law provides the basic enabling 
legislatipn for these entities that are specifically allowed to provide credits to small 
business without the licensing requirements required of other "credit organizations." The 
first of !pese is a "State Fund in Support of Small Business." These State Funds are 
juridica' entities organized as non-commercial organizations, and can exist on the federal, 
regional, and municipal level. State Funds receive funding from a variety of sources, but 
in any ~e, the charter capital committed by a state entity must not be less than fifty 
percent. While state and municipal funds have the explicit legislative right to grant 
prefere tial and short-term credits to small businesses without obtaining licenses for 
banking: activity, they are only authorized to provide credit that, according to the terms of 
the law, I is supposed to be advanced at advantageous rates of interest.27 They are 
explicit!~ exempt from both the restrictions on lending in the law "On Banks and 
Banking," and the value-added tax on interest earnings the advantageous interest rate 
require~· ent is contrary to the Best Practice microfinance principle emphasizing market 
rates of nterest. In the end, each MFI license will have to weigh whether the uncontested 
right to end credits plus the exemption from the value added tax on grow interest 
earnings more than offsets the requirement to lend at "advantageous" interest rates. 

The secind potentially useful vehicle for MFI purposes authorized by the above federal 
law is a private non-commercial organization defined in Article 12 of the law, as a 

Entrepre urship are more broad, and can be set up as a variety of non-commercial organizations, including 
institutions, funds, or associations (Evseyeva et. al. l 999). 
26 Federa~ law of 14 June 1995, N 88-FZ, "On State Support of Small Entrepreneurship in the Russian 
Federatil," with amendments to 31 July 1998. 
27 The la explicitly states that crediting of small business entities is done on advantageous terms with 
compens tion of the relative difference to credit organizations at the expense of the funds of the Small 
Business~upport Funds. At the same time, credit organizations that provide credits to small businesses on 
advantag ous terms shall themselves enjoy advantages pursuant to laws of the Russian Federation and the 
subjects fthe Russian Federation. Furthermore, Small Business Support Funds shall have the right to 
compensdte credit organizations in full or in part for their losses incurred in crediting small businesses on 
advantag~· ous terms. The amount, timing, and conditions of compensation shall be established by contract 
between e credit organization and the Fund. Elsewhere, (Article 8 (3)), the law states that State and 
Municipa Funds can themselves give "advantageous credits, no-interest loans (ssuda), and short-term loans 
(zaem)" ithout a bank license and/or that they can act as guarantors for credits extended by other credit 
organizations. 

i 

I 
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I 

Society(>/ Mutual Crediting of Small Business Entities (hereafter, Mutual Credit Society 
or MCS,. MCSs are granted the following powers: 

. to accumulate temporarily free (available) money funds of participants of the said 
societies to provide them financial help; 

~· to be free from keeping obligatory reserves in the Central Bank Russia; 

J. to trus! th~ administration of their own resource to a depositary bank or other credit 
orgamzatzon; 

,· to determine themselves the amount, periodicity, and order of paying deposits (dues) 
; by the participants in said societies, and also the maximum limits, time periods, and 
I conditions for providing members with financial help; 
J to provide financial resources to physical or juridical persons who are members of 

! the organizations (but to no one who is not a member). 
I 

I 

Howeve , there are a number of issues that remain unclear with respect to the actual operation of 
these M tual Credit Societies for MFI purposes. Though the federal law does not require MCSs 
to issue redit at "advantageous" rates, the only examples of regional enabling legislation based 
on the fe eral law that we have been able to find inserts a requirement that credits be issued on 
"advanta eous" terms. In a similar manner, though the federal enabling legislation absolves 
MCSs fr m the requirement to keep reserves in the Central Bank, at least one of the regional laws 
impleme ting the federal legislation makes explicit mention of the requirement for a Central 
Bank lie nse. 28 

For MFI that have been impeded in their attempts to set up their own lending program or that are 
particula[ly risk averse to regulatory uncertainty, State Funds or MCSs can be used as an 
apparentfY uncontestable channel to administer a credit program. Of course, there may be some 
problem$ with State Funds in working through a government channel. Nonetheless, this method 
does con titute a possible option to avoid registration problems and to avoid the regulatory 
ambigui surrounding all other organizational forms. Some of the principal drawbacks may 
include t e loss of some control over the terms and conditions of the loan contracts, such as the 
requirement to incorporate subsidized interest rates, or undue government influence over the 
number nd type of clients participating in the program. It appears that potential obstacles to 
these or anizational forms primarily emerge in regional legislation or implementation of the 
program at the local level. 

2.3.6 N n-Commercial Partnerships 
I 

Non-coiercial partnerships (NCPs) represent another possible registration form (Whelan, 
1999). ursuant to Article 8 of the Federal Law on Non-Commercial Organizations, members of 
non-com ercial partnerships can be either physical or juridical persons, and juridical persons can 
be dome tic or foreign. In addition, NCP partners have important legal rights, including limited 
liability nd the right to withdraw their share in the partnership (including at the time when assets 
are liqui ated). Furthermore, members generally serve on the collegial board, and can shape the 

ent structure to their interests. Therefore, it would appear that foreign sponsors can 
exercise antral of management and operations ofNCPs (Whelan, 1999). While, in principle, 
this for of registration has several positive features of organizational design, less is known 

Saratov, see Appendix IL 
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about thi~ option in practice. No MFI among the current community ofMFis reviewed here has 
experim nted with this form of registration. Hence, it is not clear what regulatory response this 
type of r gistration for lending would elicit from the authorities. 

2.4 The Banking Sector 

The law 'On Banks and Banking" explicitly limits financial intermediation to banks licensed 
under a harter that brings them under the regulation and supervision of the Central Bank, unless 
otherwis authorized by federal law, as in, e.g., the Federal law of 14 June 1995, N 88-FZ, 
"On Sta e Support of Small Entrepreneurship." Furthermore, a legal entity engaging in 
banking ctivities without a license can be fined and the Bank of Russia has the right to take up 
its poten ial liquidation before the arbitrazh court (Pyle, 1999). 

Microfin nee institutions that have contemplated obtaining a banking license have been quickly 
dissuade from doing so. The formation of a chartered financial intermediary is time consuming, 
expensiv , and the outcome unpredictable. Credit institutions are subject to licensing by the 
Central ank of Russia, which requires a large amount of documentation, which must be 
presente to decentralized authorities. This lengthy process is further hindered when the 
peculiari of credit organizations with foreign investment is introduced into the scenario. 
Obtainin and verifying all of the materials for simple registration is estimated to be a yearlong 
process ( okar, 1999). 

Addition lly, as a result of the enforcement of the law "On Banks and Banking Activities", 
stringent requirements for minimum authorized capital have been introduced. Newly created 
credit in titutions, with the exception of subsidiaries of foreign banks, were required to have a 
mm1mu equity capital equivalent to five million dollars as of January 1, 1999 .29 The Central 
Bank of ussia controls all licensing, and it supervises changes and amendments to the founding 
docume ts of credit institutions, the composition of partners and the candidates nominated as 
senior e ecutives and chief accountants. The MFI would obviously lose much of its autonomy 
under th se restrictions. These high costs, together with the loss of autonomy to the Central Bank 
current} make it unfeasible and unjustifiable for MFis, given the scope of their activities. 

In additi n to the exclusive legal authority to intermediate funds from the public enjoyed by the 
commer ial banking sector, banks, up until recently, have enjoyed another advantage over MFis 
through heir preferential tax treatment. Microfinance institutions registered as non-commercial 
organiza ions are subject to a twenty percent value-added tax on interest earnings, from which the 
banking ector is exempt. Some recent initiatives for legislative changes have introduced an 
exempti n from the VAT for non-commercial organizations set up as funds/foundations. 
Howeve , MFis licenses through other organizational forms would not enjoy this privilege.30 

29 This m · imum equity capital is a legitimate requirement to ensures that banks, in addition to other 
reserves, ave sufficient resources to cover the deposits of all "physical" persons using the bank. 
Unfortun tely this charter capital must be deposited with the Central Bank where, in practice, it can quickly 
loose its r al value through inflation. 
30 In the ast, some MFls have chosen to circumvent the VAT by charging fees rather than explicit interest 
rates. Th sis not a good practice, and they resort to this mechanism less today. One should note, however, 
that small businesses are allowed to deduct interest payments from their taxable income, but cannot do so 
with resp ct to a fee payment to a non-commercial organization thus, de facto, making the banking sector 
more co petitive. 
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Microfi ance institutions have also encountered difficulties by being forced to deal with 
underca italized banks, stemming from the recent crisis. The stronger banks are generally 
unintere ted in developing a relationship with microfinance institutions, leaving only weaker 
banks pr pared to deal with MFis (Pitt, 1999). One MFI reported that they had abandoned any 
strategie involving the banking sector because of a history of problematic asset recovery under 
conditio1s of bankruptcy. 

The lackf f authority for the provision of savings and deposit services represents an additional 
obstacle or microfinance institutions in the context of the Russian regulatory environment. It is 
the gene al consensus of the MFI community that the mobilization of member-only deposits will 
continue1to be prohibited in the short and medium term. While the regulatory authorities in other 
countrie~ tend not to intervene so long as savings are mobilized from members only, this is not 
the case fn Russia, where even member-only savings facilities are likely to attract additionally 
regulatotjy attention.31 

I 

One altefuative for MFis is to establish an earmarked account for voluntary savings with a 
regulate4 financial institution, where each member is assigned a shadow account. In Russia, 
however this would be problematic for two reasons. Borrowers, perhaps wisely, have little faith 
in the ba king system, particularly after the August crisis, and they may refuse to participate in 
any acti ities that involve placing their assets in Russian banks.32 Additionally, there is a direct 
link in R ssia between the fiscal regime, which presides over taxation and public finance, and the 
banking ector. Tax authorities use bank accounts to verify and enforce tax and fiscal 
complia ce, subjecting borrowers or account-holders to additional undesired tax scrutiny. 

For purp ses of discussion, the question of taxation is broken down into two distinct issues. 
MFis in ussia are concerned with both their tax liability for the initial grant money from the 
intemati nal sponsor as well as with the relatively high taxes levied on the operations of all non­
commer ial organizations. 

The Gor -Primakov commission, through a bilateral treaty, allowed U.S. grant money to pass 
through ax-free to local MFis. Until recently, this convenient arrangement for U.S. grants had 
not been formally sanctioned by legislation. However, this issue was addressed through the 
adoption of Federal Law Number 95, dated May 4, 1999, which codified this tax exemption. 33 

Current! MFis launched or supported through the initiative of U.S. NGOs benefit from a tax 
exempti non all U.S.-originated grant funds passed on to the local indigenous institutions (e.g., 
social or~anizations, consumer cooperatives) established (or, if already existing, then supported) 
by them. 34 It is pertinent to point out that grants from Russian MFis are not tax exempt. This 

31 It is lik ly that the banking sector would strongly lobby against the mobilization of even member-only 
savings f: cilities, as this would be seen as direct competition. 
32 In this egard it is notable that a recent World Bank study found that the most prominent banks in the 
survey w re severely undercapitalized, and recommended revoking their licenses. They found that 
surveyed anks' total liabilities are Rb348 against Rb137 in assets (Euromoney, 1999). 
33 This la is titled "On Gratuitous Aid to the Russian Federation and Amending Certain Legislative Acts 
of the Ru sian Federation on Taxes and on Introducing Privileges on Payments into State Nonbudgetary 
Funds Re ating to the Provision of Gratuitous Aid to the Russian Federation." 
34 Not on must grant money originate in the U.S., but the U.S. NGO itself has to be "well established," 
meaning hat it must have been registered for a minimum often years in the U.S. before it is eligible for 
tax-exem t status in Russia. 
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stems frqm the recent problematic history of some Russian MFis having been used by gray 
market o erators to avoid taxes and to engage in capital flight. 

All MFI face a significant tax burden on their operations. Microfinance institutions registered as 
non-com ercial organizations incur payroll withholding taxes, contributions to so-called "non­
budget" nds (pension fund, unemployment fund, social insurance fund , and the obligatory 
medical nsurance fund for their employees), along with property taxes and various local and 
municip 1 taxes. In addition, MFis that charge interest rates on their loans may be subject to a 20 
percent alue-added tax on interest earnings and also incur a 30 percent tax on net profits. Table 2 
below s marizes the types and rates of taxation to which Russian MFis are subject. 

Table 2: Principal Tax Obligations for MFis 
I 

Tax I 

VAT on nterest Revenue 
Profit Taix 
VAT on ~oods and services 
related to business activities 
Wage/Employee Taxes 
Local Taixes 
Property Tax 

Base 

Gross Revenue 
Net Revenue 
Value of the Good or Service 

Total Wage Bill 
Wage Bill 
Property Value 

Rate for Non-Commercial 
Organizations (Percentage) 
20 
30 
15 

38 
3 
2 

It is imp1Drtant to note that banks are exempt from the value-added tax, in contrast to any MFI that 
is not re~ istered as a state fund. Banks pay a profit tax of up to 41 percent on net revenue, while 
MFis palr approximately 30 percent. 35 There is clearly an element of tax discrimination against 
MFis th2t are not registered as funds, in that they are subject to both profit and value added 
taxation. 

Finally, n addition to problems of direct taxation, it is worth noting that current tax regulations 
curtail cl aritable donations to the non-profit community. For example, banks and businesses can 
only claim 3-7 percent of their profits as tax-free charitable donations; they must pay taxes on the 
remainin~ profits. The net effect is that banks and businesses avoid claiming charitable 
contribu1 ions, as it is a signal for higher profits and makes their own tax status more transparent 
(Christie 1996). This statute directly limits the mobilization of indigenous donor funds, a 
potentially important funding source for MFis that work directly with indigenous partner 
institutions, such as OI and R WMN. 

3. Copi1lg Strategies to Improve and Protect MFI Activity 

Listed bt low are several initiatives undertaken by MFis to cope with these regulatory challenges. 

3.1 Use ~fLocal Boards to Mitigate Regulatory Uncertainty 

The use pf local influential board members can, to a certain extent, aid an MFI in securing an 
informal endorsement or approval of both its legal status as well as permissible activities by local 
authoriti ~s. Carefully selected local officials, business people, and local professionals of integrity 

35 Banks ore subject to a profit tax ranging from 15 to 41 percent. The tax rate depends on the type of 
charter th~y have and the type of activities they engage in. 
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can draw upon their own valuable social and political networks to intercede quietly on behalf of 
the MFI ~''fit experiences unusually high or arbitrary transactions costs in dealing with tax or local 
officials. Eventually, of course, it is precisely such a board that could inherit the local 
organiza ion, once it has matured into a sustainable operation and the international NGO branch 
disappea s or becomes a minor player in the organization. This evolution could take a long time 
in the cu ent conditions in Russia and, more importantly, could be subject to periodic setbacks 
given th¢ economic instability characteristic of the country. The sooner a civil society can be 
more du~ably established in Russia, the quicker the institutional evolution described above can 

I occur. I 

3.2 Mailtaining a Dialogue with the Regional Branch of the Central Bank 
I 

Some in titutions have tried to pre-empt negative regulatory interest on the part of Central Bank 
authoriti s by initiating an informal dialogue with them. In part, this dialogue serves as a 
courtesy to inform the authorities of their activities. At the same time, however, it can be a useful 
means o emphasizing both the philanthropic and benign nature of their lending programs. 36 

Moreov r, educating regional Central Bank authorities can provide an informal shield for the 
MFI. In eed, one organization was able to secure a legal document from the Central Bank, which 
in fact s nctioned their regional lending activities. While it is always somewhat risky to 
intentio ally draw attention to unregulated MFI activity, it is in any case likely that local and 
regional uthorities would become quickly apprised of the presence and purpose of the 
microfin nee organization. 

I 

3.3 Advrcacy at the federal level 

By far t1 most ambitious and effective strategy to date is the effort undertaken by the 
Microfi ance Working Group, engaging in advocacy efforts with the Federal Duma. This 
advocac effort was originally undertaken by Russian Women's Microfinance Network, and was 
later joi ed by Opportunity International. These two organizations initially researched the 
existenc of legislative niches that supported the legality of their lending activities. When it 
became pparent that niche legislation would only provide moderate support for their activities, 
RWMN nd OI developed the more challenging and ambitious strategy of introducing new 
legislati n that would sanction the lending activities of certain organizational forms. 

This strategy has been successful, sometimes in an unanticipated manner, in allowing for more 
explicit l~gal support for MFI lending. The Working Group, working with a Russian law firm, 
initiated legislation aimed at creating an indisputable legal lending base for non-state, non­
municip l funds comparable to that enjoyed by State Funds. While the legislation was recently 
vetoed b Acting President Putin, it was accompanied by a Jetter of explanation stating that 
making l ans (zaem) was not forbidden under the Civil Code, and therefore did not necessitate a 
special e emption to lend. This letter has added an additional legal opinion supporting lending 
activity, ot only for private funds, but possibly for all MFis.37 

I 

36 Benign in this sense, refers to the source of MFls funds, which are in no way linked to deposits from the 
~ublic, d pose little risk for either the banking sector or the public at large. 
7 See th draft of federal law "On the incorporation of amendments to Article 8 of the Federal Law "On 

State Sup ort to Small Business in the RF," and Putin's veto letter of Jan 3, 2000, .N'!! Pr-16. 

21 



,• 

4. OthJr Issues 
' 

I 

The cenial focus of this paper has been to document and clarify regulatory issues as they pertain 
to MFI tivity in Russia. Some conclusions and recommendations have emerged (see the final 
section fthe paper). However, many other issues have also emerged from our review, which we 
were un hie to investigate sufficiently. As such, these issues remain unexplored. Nevertheless, 
we feel i is useful to highlight some of these as illustrative points for discussion and clarification. 

I 

4.1 Lonr-Term Growth in an Adverse Regulatory Environment 

The pro~ibition on legally lending or mobilizing savings, together with exigent tax obligations, 
has clea~ly stymied the growth ofMFis in Russia and will likely continue to do so in the future. 
MFis th~t can only rely upon grants and interest earnings for their lending operations and that 
face sig ificant tax burdens, will continually have difficulties in achieving enough scale 
(outreac ) and/or sustainability. 

I 

It is nottle that five credit institutions, the most experienced with over five years of operational 
history, re collectively reaching fewer than twenty-three hundred borrowers (see Table 1). This 
is a telli g statistic, particularly when contrasted with MFI outreach in much poorer countries. 
For exa~ple, FIN CA-Kyrgyzstan alone achieved an outreach of over 13,000 borrowers after four 
years ofi' perations. Similarly, PRODEM in Bolivia was reaching over 20,000 borrowers after 
five yea of operation and was able to transform itself into a licensed financial intermediary. 
These in titutions, however, operate in a world where the legality of lending is not contested, 
registraf on and licensing requirements are minimal, and tax burdens are largely negligible.38 

This limited scale is not a reflection of the diligent and skilled efforts on the part of Russian MFis 
to reach their target population. It is, in fact, a reflection on the operational difficulties, fiscal 
obligatils, and limitations on capital sources that prevail in the Russian regulatory environment. 

Comme surate with the development of a more enabling environment for MFis, long term 
growth i a country the size of Russia will depend largely on the capacity of these institutions to 
develop broad network, such as typically seen in the credit union movement in other developing 
countrie . This network would consist of a central financing facility, which could transfer 
resource between surplus and deficit units as well as providing backstopping support in the form 
of M.l.S training, accounting, and auditing. The legal form of organization best suited to allow 
for this pe of national organizational design has not been tested in the current regulatory setting. 

i 

4.2 Coi.petition vs. Cooperation amongst the MFI community 

Given th large geographical size of the country and the commensurately large population of 
potential clienteles, the advantages of sharing information should outweigh any competitive 
incentiv s to withhold proprietary or new information or strategies since MFis are largely 
operatin in separate, segmented regions. However, we are sensitive to the fact that donor 
funding s limited and that competition amongst MFis for this external funding is keen. 
Therefor , MFls understandably protect organizational breakthroughs on registration and 
operatio s that they have laboriously invested in. In short, they may feel uncomfortable about 
sharing t o much of their operational innovations. Therefore, the trade-off between information 

38 For exaknple, FINCA-Kyrgyzstan is not a registered legal entity because of a bilateral agreement 
between t~~ U.S. and Kyrgyzstan and is therefore exempt from all federal and local taxes (Cooling, 1999). 
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sharing for the common good of the MFI community versus the competitive advantage that 
individu I MFis legitimately feel are their proprietary rights is an ever-present issue. The costs 
and bene its of these competing incentives must be calculated individually within the MFI itself 
and coll ctively amongst the MFI policy working group concerned with lowering the costs of the 
regulato burden for MFis in Russia. Improvements in the regulatory framework are a public 
good an justify some donor involvement. 

4.3 The importance of legal professionals 

Legal pr fessionals play an instrumental role in assisting MFis to register and address tax 
question . However, some MFls have mentioned that many lawyers are unprepared to search for 
the most 1appropriate niche statutes, given both the local regulatory environment, and the 
particulaf goals and needs of the institution. Thus, it is unclear how germane some of the legal 
advice is that they receive. This is not a trivial point, given that many lawyers do not have 
experien e in setting up a non-commercial organization (NCO) for lending purposes. It is 
extreme} important to consider all forms of indigenous NCOs through which lending activities 
can takef lace. When these issues are insufficiently explored, the potential arises for a less than 
appropri te registration form based on incomplete information. Explicitly trying to select and 
train a h ndful of lawyers in microfinance topics, organizational form, and similar topics would 
be a sou d investment strategy to make the lawyers more cognizant of the NCO world that they 
are advising. 

5. The I sue of the "Best Practice" Form of MFI Registration 

The dive sity and heterogeneity of the legal forms typified by various MFis has led to a search for 
a prototy e, best practice legal form of MFI registration. In addition to the desirable attributes of 
organiza ional design described below, the effectiveness of any legal form for an MFI also 
depends n the reform nature of the ob last, and on the record of discretionary regulatory 
interpret tions on tax and licensing questions in these oblasts. These oblast-specific regulatory 
opportu ities and constraints must always be kept in mind in determining the costs and benefits 
ofregist ring in one organizational form versus another. Nevertheless, one can list the properties 
of enabli g legal and regulatory requirements, on the one hand, and, features of organization 
design o the other hand, that can play an important role in facilitating the emergence of a best 
practice rganization. A well designed national regulatory environment, on the one hand, and 
well desi ned ground level organizations, on the other hand, are both essential to enhance the 
growth o MFls. Important elements at each level are outlined below, with their status in Russia 
denoted n parentheses. 
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5.1 National Regulatory Enabling Environment for MFis: Desirable Features 

• Legal right to engage in lending (not allowed for credit activity based upon deposits 
from the public at large without Central Bank charter, but it appears to be allowed for 
loans (zaem) based on private grants and own funds). 

• Freedom to charge cost-covering interest/fees and set other terms and conditions on loan 
contracts (Yes). 

• Freedom for member-based MFls to mobilize savings from its members (No). 
• Freedom to distribute dividends to shareholders (No).39 

5.2 Important Properties of Organizational Design 

Listed below are features of organizational design we consider important for non-commercial 
microfinance organizations. 

• Allow for principal stakeholders to maintain a high degree of organizational control. 
This control could stem from either a mechanism that insures voting rights in MFis 
commensurate with shares or grant contributions or through a governance structure that 
allows for the sponsor to actively shape and define activities and board members of the 
MFI. The latter would appear more feasible in the Russian NCO setting. 

• Institutions free to liquidate own assets (including undisbursed grant monies, equipment, 
and the like) once tax obligations and creditors have been serviced. 

• Limited liability for members in member-based MFis. 
• Minimal tax liability. 
• Uncontestable right to lend. 
• Allow juridical persons (legal entities) to be members in cooperatives and social funds 

and borrowers in all MFis. 
• Free to charge cost-covering interest rates. 

These characteristics of organizational design fall into two principal dimensions: first, the degree 
to which principal sponsors have a controlling voice in their operations, and second, attributes 
that facilitate effective operation of organizations. The difficulties of unambiguously ranking 
registration types will become apparent after reviewing the findings in Table 3 and Figure 1 
below. 

39 The most contentious issue would likely be permitting the distribution of dividends to shareholders in 
member-based cooperatives. Although this is quite common in many "non-profit" cooperative 
organizations in the West, it would clearly challenge the spirit of non-profit, non-commercial organization 
articles in the current legislation in Russia. 
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Table 3: Summation of Selected Attributes of Registration Modes (by Rank Order) 
NCO Elements of Control Elements to Facilitate Operations 

Stake- Residual Ltd. Total VAT Uncontestable Can No 
nolder Claims Liab. Score Exempt Authority to make Interest 
8ontrol to Assets Lend loans to Rate 

juridical Restrict. 
persons 

l) (2) (3) (4) (5) (6) (7) (8) 
1. Non- [ 1 1 3 0 0.5 1 1 
Commercial I 

Partnerships 
2. Private [ 0 1 2 0.5 0.5 1 1 
Funds 
3. Consumer 1 0 2 0 0.5 1 1 
Cooperative 
4. State ) 0 1 1 1 1 1 0 
Funds/MCS 
5. Social p 0 1 1 0 0.5 0 1 
Organization 
6. CUs& D 0 1 1 0 0 0 1 
CC Cs 

The scor ~s in Table 3 range from zero (no functional attribute) to one-half (partial functioning 
attribute , to one (fully functional attribute). A few words of clarification are in order to explain 
the parti. ~l scores in the table. 

While a aw exempting Funds from the VAT was recently passed, it is not clear whether this 
exemptic in is only for the benefit of state funds or whether private funds will also be allowed to 
qualify ti or this exemption. The partial score for private funds (0.5) is listed to reflect this 
uncertair ty in column five. 

Finally, :~II MFis enjoy a right to lend (i.e. issue zaem) based on the Civil Code and Acting 
Presiden Putin's recently issued opinion following his veto of the private funds draft law 
supplem~nt to State Funds. However, this opinion could still possibly be challenged in court on 
the basis of the earlier Supreme Court of Arbitrage's 1994 letter of instruction. In short, MFis 
may not ave a completely uncontestable authority to lend, such as that enjoyed by State Funds. 
Hence, p rtial scores are listed for all MFis except State Funds, which we scored as one in 
column ix. We have given a score of zero for credit unions' right to lend, in light of the fact that 
they cu ently have no legal basis to exist under the Civil Code in Russian law. In spite of two 
recent a empts to pass draft laws sanctioning their activity, this lack of clear legal status has been 
reinforc d by two successive presidential vetoes of these draft laws. Figure 1 below plots the 
summed total of the three elements of control on the vertical axis, and the four elements 
facilitati g operations on the horizontal axis. 
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The trad -offs between control and operational attributes can be visually noted in the figure. 
Some or anizations score well with control attributes (ranking higher on the vertical axis), while 
others sc re better with operational attributes (located further right on the horizontal axis). One 
can also ompare the scored location of MFis in Figure 1 to the location of the ideal prototype 
score (i . . , which has the maximum score of 3 for control and 4 for operational facility). Non­
commer ial partnerships and private funds are on the actual best practice frontier in Figure 1 and 
thereby tand out as the preferred registration modes using these combined attribute ranking 
criteria. The rest of the organizations fall inside this frontier, at varying distances. 

Private fl nds and non-commercial partnerships allow for borrowers to be juridical entities, and 
MFI spo sors, either foreign or domestic, can exercise reasonable voting control to protect their 
grant int rests through stronger governance structures. Additionally, these two organizations 
enjoy Ii ited liability, while private funds may benefit from an exemption to the VAT on interest 
earnings in the future. The other organizational modes exhibit one or more limitations in their 
design. hile CCs allow for loans to juridical persons, have some indirect governance control 
over vof ng rights, and enjoy residual claims on assets, they do suffer from the risk of unlimited 
liability. State funds and Mutual Credit Societies benefit from the strongest uncontested 
authori to lend and a well-established exemption from the VAT. However, they can be subject 
to intere t rate controls and other political intrusions and may not be the most cost efficient 
arrange~ent for retailing funds because of the complications that may arise from working 
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through government channels. These retailing arrangements may work well in one oblast but not 
in another. Both social organizations and credit unions, because of their one-person-one-vote 
rule, can leave the MFI sponsors grant monies hostage to borrower domination. Furthermore, 
they exclude juridical persons from their pool of borrowers, which would compromise their 
outreach to small enterprises registered as legal entities. 

It should be noted that the attributes denoted in Table 3 all carry equal weight. Some 
practitioners, however, might feel strongly about weighting some attributes more heavily than 
others. Differentially weighting certain features (such as the VAT tax exemption, voting rights, or 
loans to juridical persons) could result in a reshuffling of the MFI rankings and locations in 
Figure 1. Furthermore, microfinance organizations have their own organizational philosophies, 
and these preferences may weight some attributes more heavily than others. Finally the degree to 
which local oblast registration and regulatory tolerance are relatively amenable or difficult for 
one institutional form versus another will also play an important role in the registration decision. 
Therefore, the above ranking is no more than a generalized guideline in light of the attributes 
chosen for discussion. The actual registration choice in the real world will depend heavily on the 
relative costs and benefits practitioners face in exploiting opportunities or addressing regulatory 
constraints in oblast-specific settings. The wisest strategy for a potential MFI licensee would be 
to hire several local lawyers to explore the most effective organizational form for that oblast from 
among the top four organizational designs identified here. 
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6. Recobimendations 

The revi~w of the issues in this paper and MFI experience with registration, taxation, and other 
regulatory issues leads to the following set of recommendations about compliance in the short 
term and reform in the medium term: 

• 

• 

• 

• 

• 

• 

• 

Carry out a thorough and continuing legal review of the various forms of registration and 
licensing discussed in this report, considering both legislation and enforcement aspects. In 
lighttfthe continuing advocacy efforts to improve the enabling environment for 
micr finance organizations in Russia, it is important to have some forum that allows the 
com unity to keep abreast of these efforts and the regulatory changes generated by these 
effo~s. 

I 

Undertake a comparative study of legal and regulatory environments between the Russian 
Federation, on the one hand, and selected environments in the Near Abroad and Eastern 
Europe, on the other hand, to evaluate how these different environments impact the growth of 
microfinance activity and what policy frameworks appear to be more conducive to a healthy 
expTsion of microfinance. 

I 

Conlnue to support advocacy strategies through the Federal Duma focusing, in the near term, 
on p ssibilities to improve the MFI enabling environment. These efforts should focus on 
redu ing or eliminating tax and other forms of discrimination between and amongst different 
MFI organizational designs. 

Maintain informal contact with regional representatives of the Central Bank in selected 
oblasts where MFis operate. However, direct advocacy with the Moscow Central Bank 
offilcals should be postponed until MFis have matured into larger operation with a strong 
perfi rmance record. 

Mai tain a continuing dialogue among MFI practitioners to strengthen advocacy efforts. To 
accomplish this it is recommended that a coordinating office be established to facilitate 
information flows and strategy discussions in an efficient manner. These flows should take 
place periodically, through regularly programmed meetings, and continually, through 
informal dialogues via an Internet discussion group. 

RecJgnize that constraints on micro and small entrepreneurs (MSEs) are important factors 
affeqting the health of MFI loan portfolios. Local MFI practitioners and loan officers should 
remi·n informed about changing tax and regulatory actions affecting their clienteles and, 
whe e feasible, use representatives on their local boards to interact with relevant officials to 
redu e any arbitrary or counterproductive actions. 

Consider undertaking a survey of a newer generation of MFI borrowers to determine if the 
oblast-specific legal and regulatory environment in Samara has improved or deteriorated from 
the Brevious year and evaluate the impact of changes in the environment on the growth and 
prot~tability of MSE borrowers. 
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7. Conclusions 

The foregoing review underscores the continuing uncertainty surrounding the legal status of 
microfinance institutions in Russia. This review has highlighted the ambiguities and 
contradictions between the Russian Civil Code and the Federal statutes governing banking 
activities. This underlying tension has stemmed from contradictions between the Civil Code, 
which does not restrict the legal range of permissible activities for non-commercial organizations, 
and the letter of instruction issued by the Supreme Court of Arbitrage which effectively puts 
private lending under the jurisdiction of the law "On Banks and Banking." This contradiction 
until very recently had left the microfinance sector to operate in an ambiguous and uncertain 
policy environment, making it potentially vulnerable to regulatory discretion in the interpretation 
of the legal basis for their lending activities. 

The recent legislative initiatives regarding the supplement to the state fund legal statute on private 
funds instilled a degree of legitimization to micro lending in an unexpected manner. This 
legislation was originally designed to create a niche statute that would allow for one particular 
organizational type (i.e., private funds) to explicitly engage in lending and be exempt from the 
value-added tax on interest earnings. This legislation would have represented uneven progress 
along the path towards creating a more sound enabling environment for microfinance in Russia, 
creating more favorable treatment to MFis registered as a private funds compared to those 
registered in other MFI forms. 

In the end Acting President Putin vetoed this legislation. The veto opinion, however, argued that 
MFis already had the right to lend (to issue zaem) according to the Civil Code; hence no specific 
legislation was necessary to cement their status. It is still unclear how contestable this opinion is 
in light of the existing 1994 letter of instruction of the Supreme Court of Arbitrage. 

However, it is arguable that the initiative indeed instigated a presidential sanction in favor of 
microfinance lending for any organizational type, creating a leveled and more transparent playing 
field for microfinance activity in Russia. This is essential, so that MFis can enjoy an equal 
opportunity to experiment with innovations consistent with their organizational and lending 
philosophies and comparative advantages. 

One of the focuses of this paper has been the identification and evaluation of relevant 
organizational properties for effectively functioning MFis. This evaluation resulted in ranking 
non-commercial partnerships and private funds as the most desirable modes of registration, 
followed by consumer cooperatives, state funds, and mutual credit societies. However, it was 
also pointed out that other weighting criteria could be brought to bear on the attributes selected 
for our analysis. 

In the long run, MFis that reach large scale in lending will likely have to face the challenge of 
formalizing their activities through the Central Bank as grant monies dry up and the need for 
savings and deposit mobilization increases. This highlights the need for a long run advocacy 
strategy that can induce the passage of a law that facilitates the establishment of a formal non­
bank sector. The ideal law would allow for non-bank financial intermediaries to acquire less 
expensive charters than those associated with commercial banks, provided that these institutions 
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offer a Jore restricted range of financial services.40 Non-bank institutions play a valuable role in 
supplyinf:' a limited range of financial services in practically all developed countries and a number 
of <level ping countries, broadening the financial frontier for those usually excluded from bank 
finance. Hopefully, the institutional learning curve will rise in the financial services industry in 
Russia t allow this broadening of the country's financial markets. 

40 A mor limited range of financial services would imply that the organizations would not engage in 
financial termediation. This type of organization could be a credit-only MFI or would offer savings 
services t members only. 

i 
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CC: Co j sumer Cooperative 
CU: Cr~it Union 
CCC: C nsumer Credit Cooperative 

List of Acronyms 

EBRD: uropean Bank for Reconstruction and Development 
FINCA: Foundation for International Community Assistance 
MFI: M crofinance Institution 
NCO: n-commercial organization 
NCP: N n-commercial partnership 
OI: Opp rtunity International 
RWMN: Russian Women's Microfinance Network 
WCR: orking Capital Russia 
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