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Regulations on Financing and the New Institutional 
Economics 
 
Ladies and Gentlemen 
 
The paper describes the importance and impact of proper 
regulation on financing in the developing and developed countries 
using three examples. The first concerns microfinance in the poor 
countries. The second describes the importance of good regulation 
on property rights. The third explains how functional law can 
contribute to rapid growth in equity trading in a developed 
country. The paper utilizes the concepts of the New Institutional 
Economics (NIE).  
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1.  Introduction 
 
Research within NIE emphasizes transaction costs, agency, and 
property rights, all of which are relevant for regulation of 
financing activities.   
 
Transaction costs arise because of incomplete information. 
Communities with weak institutions, as in the poor countries, 
have fewer possibilities and less confidence in the market, which 
reduces specialization and prevents economies of scale.  
 
The requirement for economic progress is technology, which can 
be divided into production technologies and social technologies. 
One of the principal problems slowing down economic progress 
in poor countries is their inability to apply the social technologies 
necessary for progress, such as well organized and secure 
property rights. The problems of the developing countries are 
largely caused by improper institutional environments. 
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2.  Microfinance Institutions in the Developing Countries 
 

Lending to poor entrepreneurs in the poor countries is 
characterised by high cost and risk where security is lacking. 80% 
of the world’s population have no access to banking services. The 
distribution of income among the nations of the world is very 
unequal; of the six billion people in the world, 1.2 billion exist on 
less than one dollar a day.  
 
A must for effective lending to entrepreneurs in the poor countries 
is saving. The poor people are quite capable of saving, but one of 
the main problems is the lack of a solid infrastructure to secure 
savings. The most common form of enterprises in the developing 
countries is the family business. Microfinance is a system of 
lending to entrepreneurs. Most of the enterprises using 
microfinance are small and medium sized enterprises (SMEs) and 
family businesses. Fig. 1 shows the relation between the 
conceptual framework of NIE and some elements of 
microfinance. 

 
The Grameen Bank in Bangladesh is a good example that 
microfinance can give good results because it is adapted to the 
current environment. The bank is operated as a member-based 
financial organization.  
 
The Grameen Bank has over two million members; 94% of the 
borrowers are women, who have proven a three times better credit 
risk than men. The high proportion of microfinance loans to 
women as entrepreneurs highlights the importance of this form of 
lending for women’s rights in the developing countries. Increased 
participation of women in the economy, together with their 
increased education, is one of the most effective means of 
bringing about progress in the developing world.  
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Microfinance in the developing countries is a particularly suitable 
task for entrepreneurs. Entrepreneurs operate in an environment 
which is characterised by a shortage of capital, regardless of 
whether the operation is conducted in the undeveloped or 
developed countries. The activities of entrepreneurs fall within the 
caetgory of creative activity. Creative activity is the foundation of 
the creative industries, which fit well into NIE as a part of the 
institutions of the economy. 
 
 
3.  The Problems of Property Rights 

 
In many parts of the world, extensive economic activity takes 
place outside the domestic legal order, and NIE is particularly 
suitable for analyzing many aspects of such extralegal activities, 
especially the structure of property rights.  
 
In this context the views of Hernando de Soto regarding to secure 
titles to property are very interesting. He claims that the primary 
problem of the developing countries is that assets are not 
registered and therefore not creditworthy and this is the same 
problem that the industrial states faced 150-200 years ago. The 
problem of the poor countries is primarily that they have no 
possibility of obtaining credit based on assets which are extensive 
but unregistered.  
 
The difficulty of lending to the poor is due precisely to the lack of 
security, which in many cases is not that there are no assets to 
pledge, but that these assets are to a greater or lesser degree 
unregistered and the title to them is not even clear.  
 
A western entrepreneur will normally obtain capital for his 
enterprise through loans which are provided through the banking 
sector. This sums up the difference between the entrepreneur in 
the developed countries and his counterpart in the developing 
countries. A western entrepreneur with a project can frequently 
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obtain a loan, for which he will usually post security, e.g. in the 
form of his own home or property belonging to his close family. 
This way is closed to the entrepreneur in the developing countries, 
even if he owns a piece of real estate, because the property is not 
registered to his (or anyone else’s) name in any proper manner.  
 
The importance of getting a grip on extralegal property rights is 
clearly exposed by de Soto, who points out that “the recognition 
and integration of extralegal property rights was a key element in 
the United States becoming the most important market economy 
and producer of capital in the world” (de Soto, 2000, p. 148). 
 
The reference to the develoments in the United States in the late 
19th century and early 20th century is interesting in light of the 
trends in China in recent decades. China is the most populous 
country in the world with approximately 1.3 billion inhabitants, 
and it is the largest economy in the world, with a Gross Domestic 
Product of USD 6,400 billion in Purchasing Power Parity, 
following the United States with USD 10,900 billion. Here, 
property rights are of the greatest importance, particularly in light 
of the fact that China has a Communist administrative structure 
while the business environment is a strange blend of market 
economy and Communist administration, where foreign 
investments enjoy liberal financing regulation, while financing of 
domestic parties is subject to completely different rules. The 
methodology of NIE is particularly suitable for the analysis of this 
environment, including in the area of financing regulation. 
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4.   Legislation on Stock Exchange Trading in Iceland 
 

 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 3: Principal legislation on financial activities in Iceland  
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were binding for Iceland as a result of the membership of the 
European Economic Area.  
 
The bills resulted in threefold legislation, i.e. an Act on Securities 
Transactions, an Act on Undertakings for Collective Investment, 
and an Act on the Iceland Stock Exchange. In addition to these 
three statutes, the framework for financial activities in Iceland is 
completed by an Act on the Supervision of Financial Operations, 
which, until 1999, was in the hands of the Central Bank, and an 
Act on Electronic Recording of Securities and several other acts 
on financial undertakings. Icelandic legislation on financial 
markets still rests on these six pillars which are showed in Figure 
3.  
 
Provisions which are unique for Iceland are not prominent in this 
legislation; on the contrary, Icelandic legislation has been adapted 
to trends abroad, partly by reference to legislation in the other 
Nordic Countries and partly by fulfilling the provisions of the 
Agreement on the European Economic Area.  
 
The ratio of market value and volume to gross domestic 
production provide a good illustration of the activities of a stock 
exchange and their development over a longer period of time. In 
1991, the market value of listed stocks corresponded to 0.4% of 
GDP, but by 2003 this ratio had reached 80%. The trading volume 
as a ratio of GDP rose from nothing in 1991 to 70% in 2003. 
 
 
5. Conclusion 

 
The success of member-based financial institutions, such as the 
Grameen Bank in Bangladesh, has demonstrated the importance 
of good regulation of microfinance for entrepreneurs, particularly 
for women, small and medium sized enterprises and family 
businesses.  The New Institutional Economics offer numerous 
possibilities for analyzing the problems of microfinance, such as 
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the complicated agency relationships between lenders and 
borrowers. The methodology of the creative industries offers a 
good tool for analyzing the activities of entrepreneurs in small 
enterprises, also regarding finance and regulations on financing. 
 
The absence of formal property rights is one of the principal 
problems of developing countries. One of the most important 
contributions of NIE to microfinance is the analysis of uncertain 
property rights.  
 
A regulated stock market has only been in operation in Iceland for 
slightly more than 14 years. In the last decade of the last century, 
and the first years of the current century, the economy has been in 
an upswing at the same time as there has been extensive reform in 
legislation on stock trading. This upswing, together with the 
reformed legislation and regulations in financing based on foreign 
models, is the principal reason for the success in the development 
of regulated equity trading in Iceland. 
 
Regulations on financing are very important for the developing 
and developed countries and this importance can be described 
very well within the concepts of the New Institutional Economics. 
 
 
Thank you very much 
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