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Foreword

This World Development Report is about creating opportunities for people to escape from
poverty and improve their living standards. It is about creating a climate in which firms and
entrepreneurs of all types—from farmers and microenterprises to local manufacturing concerns and multinationals—have opportunities and incentives to invest productively, create
jobs, and expand, and thereby contribute to growth and poverty reduction. The Report thus
deals with one of the central challenges of development.
Expanding opportunities for people in developing countries is a pressing concern for governments and for the global community. Nearly half the world’s population lives on less than $2
a day, and 1.1 billion barely survive on less than $1 a day. Young people have more than double
the average unemployment rate in all regions, and population growth will add nearly 2 billion
more people to developing countries over the next 30 years. Improving the climate for investment in developing countries is essential to provide jobs and opportunities for young people
and to build a more inclusive, balanced, and peaceful world.
There is good news. More governments are recognizing that their policies and behaviors
play a critical role in shaping the investment climates of their societies, and they are making
changes. China and India provide compelling examples: investment climate improvements in
these countries have driven growth and the most dramatic reductions in poverty in history.
Many other governments are also taking on the agenda, but progress remains slow and uneven.
Governments still saddle firms and entrepreneurs with unnecessary costs, create substantial
uncertainty and risk, and erect unjustified barriers to competition.
This year’s World Development Report, the 27th in the World Bank’s flagship series, looks at
what governments can do to create better investment climates for their societies. Drawing on
new research, including surveys of nearly 30,000 firms in 53 developing countries, other new
data, and country case studies, it makes four main points.
First, the Report emphasizes that the goal should be to create an investment climate that is
better for everyone—in two dimensions. The investment climate should benefit society as a
whole, not only firms. Well-designed regulation and taxation are thus an important part of a
good investment climate. And the investment climate should embrace firms of all types, not
just large or influential firms. Small and large firms, local and foreign firms, and low-tech and
high-tech firms each have important and complementary contributions to make to growth and
poverty reduction.
Second, the Report argues that efforts to improve the investment climate need to go beyond
just reducing business costs. Those costs can indeed be extraordinary in many countries,
amounting to several times what firms pay in taxes. But policy-related risks dominate firms’
concerns in developing countries and can cripple incentives to invest. And barriers to competition remain pervasive, dulling incentives for firms to innovate and increase productivity. Governments need to address all three aspects of a good investment climate.
Third, the Report underscores that progress requires more than changes in formal policies.
The gaps between policies and their implementation can be huge, with the vast informal
economies in many developing countries providing the most palpable evidence. Governments
xiii

01_WDR_FM.qxd

xiv

9/3/04

11:15 AM

Page xiv

WORLD DEVELOPMENT REPORT 2005

need to bridge these gaps and address deeper sources of policy failure that can undermine a sound
investment climate. Governments need to tackle corruption and other forms of rent-seeking, to
build credibility with firms, to foster public trust and legitimacy, and to ensure their policy interventions are crafted to fit local conditions.
Finally, the Report reviews strategies for tackling such a broad agenda. It emphasizes that perfection is not required and that everything does not have to be done at once. But progress requires governments to address important constraints in ways that give firms the confidence to invest—and to
sustain a process of ongoing improvements. Persistence pays off.
These findings are supported by detailed analysis and the many examples discussed throughout
the Report, which should provide practical insights for policymakers and for others concerned with
growth and poverty reduction in developing countries.
Improving the investment climate is the first pillar of the World Bank’s overall development strategy. The World Development Report 2005 complements last year’s WDR, which addressed key aspects
of the second pillar of that strategy: investing in and empowering people to take advantage of opportunities. Together, these two Reports offer sound advice and research that will help the World Bank
and our partners realize our common dream—a world free of poverty.

James D. Wolfensohn
President
The World Bank
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Data Notes
The countries included in regional and income groupings in
this Report are listed in the Classification of Economies table
at the beginning of the Selected World Development Indicators. Income classifications are based on GNP per capita;
thresholds for income classifications in this edition may be
found in the Introduction to Selected World Development
Indicators. Group averages reported in the figures and tables
are unweighted averages of the countries in the group unless
noted to the contrary.
The use of the word countries to refer to economies
implies no judgment by the World Bank about the legal or

xvi

other status of a territory. The term developing countries
includes low- and middle-income economies and thus may
include economies in transition from central planning, as a
matter of convenience. The term developed countries is used
to denote the high-income economies.
Dollar figures are current U.S. dollars, unless otherwise
specified. Billion means 1,000 million; trillion means 1,000
billion.
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Overview

Everyday, firms around the world face important decisions. A rural microentrepreneur
considers whether to open a small business to
complement her family's farm income. A
local manufacturing company ponders
whether to expand its production line and
hire more workers. A multinational enterprise evaluates alternative locations for its
next global production facility. Their decisions have important implications for growth
and poverty in each location. And their decisions will depend largely on the way government policies and behaviors shape the investment climate in those locations.
A good investment climate provides
opportunities and incentives for firms—from
microenterprises to multinationals—to invest
productively, create jobs, and expand. It thus
plays a central role in growth and poverty
reduction. Improving the investment climates
of their societies is critical for governments in
the developing world, where 1.2 billion people
survive on less than $1 a day, where youths
have more than double the average unemployment rate, and where populations are
growing rapidly. Expanding jobs and other
opportunities for young people is essential to
create a more inclusive, balanced, and peaceful world.
New data from the World Bank provide
fresh insights into how investment climates
vary around the world and how they influence growth and poverty. These include
Investment Climate Surveys, which cover
more than 26,000 firms in 53 developing
countries, and the Doing Business Project,
which benchmarks regulatory regimes in
more than 130 countries.1 World Development Report 2005 draws on those data, other
new evidence, and emerging lessons of international experience to look at what governments at all levels can do to create a better
investment climate—an investment climate

that benefits society as a whole, not just firms,
and one that embraces all firms, not just large
or politically connected firms. In short, a better investment climate for everyone.

The investment climate is central
to growth and poverty reduction
Private firms—from farmers and microentrepreneurs to local manufacturing companies and multinational enterprises—are at
the heart of the development process. Driven
by the quest for profits, they invest in new
ideas and new facilities that strengthen the
foundation of economic growth and prosperity. They provide more than 90 percent of
jobs, creating opportunities for people to
apply their talents and improve their situations. They provide the goods and services
needed to sustain life and improve living
standards. They are also the main source of
tax revenues, contributing to public funding
for health, education, and other services.
Firms are thus critical actors in the quest for
growth and poverty reduction.
The contribution firms make to society
is mainly determined by the investment climate—the location-specific factors that
shape the opportunities and incentives for
firms to invest productively, create jobs, and
expand (box 1). Government policies and
behaviors play a key role in shaping the
investment climate. While governments
have limited influence on factors such as
geography, they have more decisive influence on the security of property rights,
approaches to regulation and taxation
(both at and within the border), the provision of infrastructure, the functioning of
finance and labor markets, and broader
governance features such as corruption.
Improving government policies and behaviors that shape the investment climate drives growth and reduces poverty.
1
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BOX 1

The investment climate perspective

The investment climate reflects the many location-specific factors that shape the opportunities and incentives for firms to invest
productively, create jobs, and expand. A good
investment climate is not just about generating
profits for firms—if that were the goal, the focus
could be limited to minimizing costs and risks. A
good investment climate improves outcomes
for society as a whole.That means that some
costs and risks are properly borne by firms. And
competition plays a key role in spurring innovation and productivity and ensuring that the
benefits of productivity improvements are
shared with workers and consumers.
Looking at growth and poverty reduction
through an investment climate lens offers several insights:

• It recognizes that firms assess investment
opportunities and related government policies and behaviors as part of a package.This
reinforces the importance of looking at property rights, regulation, taxes, finance,
infrastructure, corruption, and other areas of
government policy and behavior as part of an
integrated whole, rather than in isolation.
• It highlights the forward-looking nature of
investment activity. Investment is based on
expectations about the future and not just on
current conditions.This underlines the importance of governments fostering stability and
credibility, which are critical elements of a
sound investment climate.
• It treats as fundamental the need for policymakers to balance the goal of encouraging
productive private investment with other
social goals. Firms provide many benefits for

• It puts firms—the actors making investment and
hiring decisions—at the center of the discussion.

Driving growth
With rising populations, economic growth is
the only sustainable mechanism for increasing a society's standard of living. A good
investment climate drives growth by encouraging investment and higher productivity.
Investment underpins economic growth
by bringing more inputs to the production
process. Foreign investment is becoming
more important in developing countries,
but the bulk of private investment remains
domestic (figure 1).
A good investment climate encourages
firms to invest by removing unjustified costs,
Figure 1 Domestic private investment dominates foreign direct investment
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Note: Annual averages of 92 developing countries.
Source: World Bank (2004k).
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society, but the interests of firms and society
are not the same in all respects. Good public
policy is not about giving firms everything
they might ask for, but rather about balancing
a range of social interests.
A good investment climate provides opportunities for people to better themselves, and
improving the investment climate is the first pillar of the World Bank’s overall development
strategy. A critical complementary agenda is to
invest in and empower people so they can take
advantage of those opportunities; this is the
second pillar of the Bank’s strategy. World Development Report 2004: Making Services Work for
Poor People focused on key aspects of that second pillar.

Source: Authors and Stern (2002).

risks, and barriers to competition. As a result
of investment climate improvements in the
1980s and 1990s, private investment as a
share of GDP nearly doubled in China and
India; in Uganda it more than doubled.2 In
Poland, Romania, Russia, Slovakia, and
Ukraine firms that believe their property
rights are secure reinvest between 14 and 40
percent more of their profits in their businesses than those who don’t.3 Improving
policy predictability can increase the likelihood of new investment by more than 30
percent. Reducing barriers to competition in
telecommunications in the 1990s unleashed
a surge of new investment worldwide—
including investment by microentrepreneurs
in Bangladesh and Uganda.
But it is not just the volume of investment that matters for growth—it is the productivity gains that result (figure 2).4 A
good investment climate encourages higher
productivity by providing opportunities
and incentives for firms to develop, adapt,
and adopt better ways of doing things—not
just innovations of the kind that might
merit a patent but also better ways to organize a production process, distribute goods,
and respond to consumers.
What is required? Low barriers to the diffusion of new ideas, including barriers to
importing modern equipment and adjusting
the way work is organized. And an environment that fosters the competitive processes

02_WDR_Overview.qxd

8/24/04

11:42 AM

Page 3

Overview: A better investment climate—for everyone

that Joseph Schumpeter called “creative
destruction”—an environment in which
firms have opportunities and incentives to
test their ideas, strive for success, and prosper or fail.5 A good investment climate
makes it easier for firms to enter and exit
markets in a process that contributes to
higher productivity and faster growth. Net
market entry can account for more than 30
percent of productivity growth.6 And firms
facing strong competitive pressure are at
least 50 percent more likely to innovate than
those reporting no such pressure (figure 3).

5). The private sector accounts for more
than 90 percent of jobs in developing countries.7 Better job opportunities also increase
incentives for people to invest in their education and skills, thus complementing
efforts to improve human development.
Firms that are more productive can also pay
better wages and invest more in training.8

Figure 2 Productivity accounts for a
significant share of growth
Education 14%
TFP 41%

Capital 45%

The critical role the investment climate
plays in poverty reduction can be seen in
two ways. First, at the aggregate level, economic growth is closely associated with
reductions in poverty (figure 4). Indeed,
investment climate improvements in China
drove the most dramatic poverty reduction
in history, lifting 400 million people out of
poverty over 20 years. Second, the contribution can be seen in the way a good investment climate enhances the lives of people
directly, in their many capacities.

As entrepreneurs. Hundreds of millions of
poor people in developing countries make
their living as microentrepreneurs—as farmers, as street vendors, as homeworkers, and in
a range of other occupations. They often
operate in the informal economy, which
accounts for more than half of economic
activity in many developing countries (figure
6). Firms in the informal economy face many
of the same constraints as other firms,
including insecure property rights, corruption, policy unpredictability, and limited
access to finance and public services. Relieving these constraints increases incomes for
entrepreneurs and allows them to expand
their activities. A good investment climate
also increases incentives to become part of
the formal economy.

As employees. The World Bank’s “Voices of
the Poor” study found that poor people
identified getting a job—whether through
self-employment or from wages—as their
most promising path out of poverty (figure

As consumers. A good investment climate
expands the variety and reduces the costs of
goods and services, including those consumed
by poor people. Investment climate improvements lowered food prices in countries

Figure 3 More competitive pressure,
more innovation

Figure 4 Growth is closely associated with poverty reduction

Reducing poverty

Note: Sources of growth for 84 countries from
1960–2000. “TFP” is total factor productivity.
Source: Bosworth and Collins (2003).
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Source: World Bank Investment Climate
Surveys/BEEPS II in 27 countries in Eastern
Europe and Central Asia.
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Figure 5 How 60,000 poor people rated jobs and self-employment as paths out of poverty
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Some investment climate improvements
deliver broad benefits across society—such
as better macroeconomic stability and less
corruption. Others have a more focused
impact on particular locations or activities,
creating opportunities for governments to
influence the distribution of benefits. Governments can design those investment climate improvements to be even more “propoor” by targeting constraints where poor
people live and constraints to activities
poor people benefit from, including in their
capacities as employees, entrepreneurs, and
consumers. This means that pro-poor
approaches are not limited to efforts that
focus on constraints that face small firms.

Percent
Source: Narayan and others (2000).

including Ethiopia, Ghana, Kenya, Vietnam,
and Zambia.9 Lowering barriers to market
entry by 10 percent has been estimated to
reduce the average price markup by nearly 6
percent.10

Figure 6 The informal economy is
substantial in many developing
countries
Georgia
Peru
Tanzania
Nigeria
Thailand
Russia
Sri Lanka
Morocco
Mexico
0

25

50

Informal output
as percent of GDP
Source: Schneider (2002).

75

As users of infrastructure, property, and
finance. Improving infrastructure, property
rights, and finance can deliver broad benefits across the community. Building rural
roads helps firms get their goods to market,
and in Morocco also increased primary
school enrollment from 28 to 68 percent.11
Providing more secure rights to land
encourages farmers and other firms to
invest and can ease their access to finance;
in Peru more secure rights also allowed
urban slum dwellers to increase their
incomes by working more hours outside the
home.12 Improving the functioning of
finance markets helps firms take advantage
of promising investment opportunities, and
also helps poor people weather family
emergencies, educate their children, and
improve their homes.
As recipients of tax-funded services or transfers. Firms and their activities are the principal sources of tax revenue for governments, and growing economies generate
more taxes.13 A good investment climate
can thus expand the resources governments
have available to fund public services
(including health and education) and transfers to disadvantaged members of society.

Tackling costs, risks, and barriers
to competition
Governments influence the investment climate through the impact of their policies
and behaviors on the costs, risks, and barriers to competition facing firms. Creating a
better investment climate requires governments to tackle all three. Big variations in
investment climates around the world highlight the potential for improvement.

Costs
Government policies and behaviors influence the costs of doing business and hence
the range of investment opportunities that
might be profitable. Taxes are the most
obvious example. But governments also
have important roles in providing public
goods, supporting the provision of infrastructure, and addressing market failures.
Weaknesses in government performance in
these roles can greatly increase the costs for
firms and make many potential opportunities unprofitable. How greatly? The costs of
contract enforcement difficulties, inadequate infrastructure, crime, corruption, and
regulation can amount to over 25 percent of
sales—or more than three times what firms
typically pay in taxes. Both the level and the
composition of these costs vary widely
across countries (figure 7).
Costs also have a time dimension. There
are big variations in the time taken to
obtain a telephone line and to clear goods
through customs, as well as in the time
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managers need to spend dealing with officials. The time it takes to register a new
business ranges from 2 days in Australia to
more than 200 days in Haiti.14

Figure 7 Costs vary widely in level and composition
30

25

Barriers to competition
Firms prefer to face less competition, not
more. But barriers to competition that benefit some firms deny opportunities and
raise costs for other firms and for consumers. They can also dull the incentives for
protected firms to innovate and increase
their productivity. High costs and risks can
act as barriers to entry. Governments also
influence barriers more directly through
their regulation of market entry and exit
and their response to anticompetitive
behavior by firms. Competitive pressure is
reported to be significant by 90 percent of
firms in Poland but only 40 percent of firms
in Georgia.15

Variations within countries
and across firms
Early efforts to assess investment climates
focused on developing a single indicator for
each country. But investment climates vary
not only across countries but also within
countries because of differences in the way
national policies are administered and in
the policies and behaviors of subnational
governments. Even within a single location,
the same conditions can affect firms differently depending on the activity they are
engaged in and their size, often hitting small
and informal firms the hardest (figure 8).

Cost as percent of sales

Risks
Because investment decisions are forward
looking, firms’ judgments about the future
are critical. Many risks for firms, including
uncertain responses by customers and competitors, are a normal part of investment,
and firms should bear them. But governments have an important role to play in
maintaining a stable and secure environment, including by protecting property
rights. Policy uncertainty, macroeconomic
instability, and arbitrary regulation can also
cloud opportunities and chill incentives to
invest. Indeed, policy-related risks are the
main concern of firms in developing countries (box 2).
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Note: See figure 1.2 notes for methodology used.
Source: World Bank Investment Climate Surveys. Countries chosen to illustrate range.

BOX 2

How do firms in developing countries rate various
investment climate constraints?

Early results of the World Bank’s program of
Investment Climate Surveys cover more
than 26,000 firms in 53 countries. While priority constraints can vary widely across and

even within countries, looking at the overall
results highlights the importance of policyrelated risks, including policy uncertainty
and macroeconomic stability.

Policy uncertainty
Macro instability
Tax rate
Corruption
Cost & access to finance
Crime
Regulations & tax administration
Skills
Courts and legal system
Electricity
Labor regulations
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Moderate obstacle
Minor obstacle

Transportation
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Note: Firms were asked to rank the list of issues as to whether they were an obstacle to the growth and operation of their business on a 5 point scale, from “no obstacle” to “severe obstacle.” Additional information on
the indicators is available at the back of the book, table A1.
Source: World Bank Investment Climate Surveys.
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Figure 8 Small and informal firms are often hit hardest
by investment climate constraints
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structure of taxation, or the priority given to
infrastructure improvements in different
locations. There can also be differences in
policy preferences within firms, between
owners and managers on matters of corporate governance, or between owners and
workers on labor market policies. All governments must arbitrate those differences in
an environment where firms, officials, and
other stakeholders seek to tilt the outcome
to their advantage.

Confident
that courts
will uphold
property
rights

Believe
regulations
will be
interpreted
consistently

Note: Based on 10 countries for which formal and informal surveys
were conducted, controlling for industry, country, ownership, and
firm age.
Source: World Bank Investment Climate Surveys and WDR Surveys
of Micro and Informal Firms.

Progress requires more than
changes in formal policies
Many investment climate improvements
require changes to laws and policies. But
more is required. Over 90 percent of firms in
developing countries report gaps between
formal policies and what happens in practice. And the content as well as the implementation of policies are vulnerable to a
deeper set of policy failures. At the heart of
the problem lies a basic tension: Societies
benefit greatly from the activities of firms,
but the preferences of firms don’t fully match
those of society. This tension is most evident
in taxation and regulation. Most firms complain about taxes, but taxes finance public
services that benefit the investment climate
and other social goals. Many firms would
also prefer to comply with fewer regulations,
but sound regulation addresses market failures and can therefore improve the investment climate and protect other social interests. Similar tensions can occur across most
areas of investment climate policymaking.
Creating a good investment climate
requires governments to balance these interests. Complicating this task are the differences in preferences and priorities between
firms. Firms have common perspectives on
many issues, but their views can diverge on
others—whether on market restrictions, the

Responding to this tension requires governments to navigate four interrelated challenges
that cut across all areas of investment climate
policy. The way governments respond to
those challenges has a big impact on investment climates and thus on growth and
poverty. And each involves going beyond
changes in formal policies to confront deeper
sources of policy failure.
Restraining rent-seeking. Investment climate policies are an enticing target for rentseeking by firms, officials, and other groups.
Corruption can increase the costs of doing
business—and when it extends to higher
echelons of government, it can lead to deep
distortions in policies. Surveys show that the
majority of firms in developing countries
expect to pay bribes when dealing with officials, but with big variations across countries.16 Capture and patron-clientelism
(reflecting unequal information and influence in policymaking) can also create large
distortions, tilting policies in favor of some
groups at the expense of others. Eliminating
unjustified interventions in the economy,
curbing discretion, and improving the
accountability of governments, particularly
through greater transparency, help to
restrain rent-seeking.
Establishing credibility. The confidence firms
have in the future—including the credibility
of
government
policies—determines
whether and how they invest. Policies that
lack credibility will fail to elicit the intended
investment response. Policy credibility can
be undermined by many things, including
the temptations governments face to compromise sound long-term policies to meet
shorter-term or narrower goals (such as
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extracting rents for policymakers or currying
favor with some voters). Mechanisms that
allow governments to commit to sound policies, discipline, and persistence all play a role.
Fostering public trust and legitimacy. Good
investment climates are nurtured by broad
public support: a consensus in favor of
building a more productive society can facilitate policy improvements regardless of the
political party or group in office. Absence of
such support can make policy reform more
difficult and undermine the sustainability
(and hence the credibility) of reforms. Open
and participatory policymaking and efforts
to ensure that the benefits of a better investment climate extend widely in society can
help to build that support.
Ensuring policy responses fit local conditions. To be effective, policy interventions
need to take into account sources of potential government failure and differences in
local conditions. Failure to do so can lead to
poor or even perverse results. Approaches
that demand enforcement capacity beyond
that available will not only fail to meet their
intended objective but also contribute to
informality and corruption and undermine
credibility. Approaches that involve high
levels of discretion can expose firms to considerable uncertainty and risk when effective safeguards against the misuse of that
discretion are not yet developed. While
approaches in today’s developed countries
can provide a valuable source of inspiration, care needs to be taken to adapt
approaches to local conditions. In some
cases this may involve the choice of simpler
rules with less discretion and additional
measures to restrain arbitrary behavior.

A process, not an event
Government policies and behaviors shaping
the investment climate cover a wide field,
from contract enforcement and regulation
to the provision of infrastructure and labor
market policy. Policies and behaviors in each
area can influence the opportunities and
incentives for firms. And the policy areas
often interact, with progress in one area possibly influenced by progress in others. This
implies a broad agenda for government.

But no country has a perfect investment
climate, and perfection on even one policy
dimension is not necessary for significant
growth and poverty reduction. Experience
shows that progress can be made by addressing important constraints in a way that gives
firms confidence to invest, and by sustaining
a process of ongoing improvements (box 3).
Early rounds of economic reform were
sometimes seen as one-off events. But investment climate improvements involve an ongoing process of policy adjustment and fine
tuning across a wide domain. This is as true
in today’s developed countries as it is in
developing countries. Policies need regular
review to reflect changes in the conduct of
business and lessons from ongoing experience. Michael Porter has suggested that
reforms in this area are a marathon, not a
sprint,17 but even that assessment may
understate the task. International experience
provides insights about the essential elements
of reform processes in this area: setting prior-

BOX 3

Tackling a broad agenda—lessons from China,
India, and Uganda

China, India, and Uganda illustrate some
simple lessons about strategies for making
investment climate improvements.
China and India have both grown
impressively in recent years, greatly reducing poverty. China’s growth is officially
reported at an average of 8 percent a year
for the past 20 years, and the share of its
population living on less than $1 a day fell
from 64 percent in 1981 to less than 17 percent in 2001. India’s growth has increased
from an average of 2.9 percent a year in the
1970s to 6.7 percent by the mid-1990s, and
the share of its population living on less
than $1 a day fell from 54 percent in 1980 to
35 percent in 2000.
Yet neither country has an ideal investment climate. China only recently gave constitutional recognition to private property,
and its banking sector is dragged down by
nonperforming loans. Problems in India’s
power sector are legendary. Both countries
unleashed growth and reduced poverty
through what appeared to be fairly modest
initial reforms. China began with a rudimentary system of property rights that created
new incentives for a substantial part of its
economy. India began with early efforts to
reduce trade barriers and other distortions
that covered a significant part of its economy.

In both cases the reforms addressed important constraints, and were implemented in
ways that gave firms confidence to invest.
And the initial reforms have been followed by
ongoing improvements that addressed constraints that were less binding initially, and
also reinforced confidence in the future path
of government policy.
Such strategies are not limited to large
countries. Uganda launched its program of
investment climate improvements in the
early 1990s, after a period of civil conflict.
Reforms covering many areas of the investment climate provided the basis for growing its economy by an average of more than
4 percent per year during 1993—2002 (or
eight times the average in Sub-Saharan
Africa) and reducing the share of its population living below the poverty line from 56
percent in 1992 to 35 percent in 2000.The
persistence of the government’s reform
efforts enhanced its credibility, giving firms
the confidence to invest.
Source: China: Chen and Wang (2001) Qian
(2003), and Young (2000); India: Aghion and
others (2003), Ahluwalia (2002), De Long
(2003), Rodrik and Subramanian (2004), Varshney (1998), and Panagariya (2003); Uganda:
Holmgren and others (2001) and World Bank
(2001d).
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ities, managing individual reforms, maintaining momentum, and strengthening government capabilities.

Setting priorities
The goal is to identify important constraints that face firms. There are no standard formulas. Instead, it requires an assessment in each case of current conditions, the
potential benefits from improvements, links
with national or regional goals, and implementation constraints.
Current conditions. The most important constraints can differ widely across countries,
even within a single region (figure 9). Governments can identify them by surveying and
consulting with firms, but recognizing that
existing firms will not always reflect the perspectives of future entrants. New sources of
data also allow the benchmarking of current
policy performance against international
comparators in a growing number of areas—
highlighting the scope for improvement.
Potential benefits. When the goal is to accelerate growth, an improvement that affects a
large part of the economy will usually have a
bigger impact than reforms that affect a
smaller part. Progress in achieving a reasonable level of political and macroeconomic stability is thus fundamental; without it reforms
in other areas will gain little traction. Enhancing policy credibility can also leverage the
Figure 9 Constraints reported by firms—comparing
Bulgaria, Georgia, and Ukraine
Ukraine
Georgia

Security & stability
1

0.5

Infrastructure

Links with national or regional goals. Investment climate improvements can affect firms
and activities differently. Because of this, priority-setting will often be influenced by the
weight governments place on a subset of the
goals a good investment climate can deliver.
These often include integrating the informal
or rural economies, unleashing the growth
potential of smaller firms, taking advantage
of international openness, or enabling firms
to climb the technology ladder.
Implementation constraints. At any point the
range of potential policy improvements will
usually be constrained by administrative and
political feasibility. Well-designed strategies
address these constraints through effective
management of reforms and ongoing
strengthening of government capabilities.

Managing individual reforms

Bulgaria
Labor

investment response to reforms in any particular policy area. A key consideration will be
the impact of improvements on opportunities
for poor people, including in their capacities
as employees, entrepreneurs, and consumers.
Governments also need to consider benefits that may spill over beyond the firms
and activities affected most directly. These
may include spillovers to other firms (for
example, from foreign direct investment to
local firms), to other policy areas (for example, from rights to land to access to finance),
or to broader social goals (for example,
infrastructure improvements benefiting the
broader community). There can also be
spillovers to government capabilities, credibility, or constituency building.

Regulation

Taxation

Finance
Note: Indices based on surveys of formal sector firms. Values are
normalized by regional maxima and minima for each indicator.
Resulting indicators range from 0 (best) to 1 (worst). Countries chosen to highlight potential differences. See figure 3.1 notes for more
details.
Source: World Bank Investment Climate Surveys and BEEPS II.

There is often resistance to investment climate reforms from those who benefit from
the status quo. This resistance may come
from firms or other interest groups benefiting from market distortions or other special
privileges; officials benefiting from bribes
or other perquisites of office; or even the
wider community when the implications of
reform are not certain. Experience shows
that progress is possible when committed
governments communicate to build public
support, engage stakeholders constructively, and (when appropriate) provide
some form of compensation to those disad-

02_WDR_Overview.qxd

8/24/04

11:43 AM

Page 9

Overview

vantaged by change. Special efforts to help
vulnerable groups cope with change are also
important, particularly when economywide
safety nets are not yet in place.

Maintaining momentum
Many countries are creating specialist institutions to help with specific tasks and to
sustain progress even through changes in
government. These institutions can perform one or a combination of several roles:
consultation with stakeholders, policy coordination, and the more systematic review of
existing investment climate constraints.
Latvia, Senegal, Turkey, and Vietnam illustrate possible approaches. Governments are
also creating mechanisms to review new
policy and regulatory proposals more systematically so that they do not introduce
unwarranted distortions.

Strengthening government
capabilities
Strengthening capabilities in regulation is
often a high priority. Traditional models for
building capacity are being complemented
by approaches that facilitate peer-to-peer
learning. Local capacity can also be augmented by contracting out some specialist
functions—a common strategy even in
developed countries. Governments need to
improve their ability to monitor the performance of their private sectors so that they
can identify trends and emerging issues and
evaluate the impact of their policies.

Focus on delivering the basics
Industrial development is usually a process
of discovery, making it difficult to predict
what a country or region will be good at
producing. This underscores the importance of creating a good investment climate
for all firms in the economy and so focusing
on improving the “basics.” International
experience highlights promising approaches
in each of the four core areas of a sound
investment climate: stability and security,
regulation and taxation, finance and infrastructure, and workers and labor markets.

Stability and security
The outbreak of war or other widespread
violence spells the end of almost all productive investment, and a reasonable level of

political and macroeconomic stability is a
threshold requirement for other policy
improvements to gain much traction. Unstable or insecure environments have their most
tangible affect on investment through their
impact on property rights, which link effort
with reward. The better protected these
rights from government or third parties, the
stronger the link between effort and reward,
and thus the greater the incentives to open
new businesses, to invest more in existing
ones, and simply to work harder. Studies in
many countries show that the more secure
the rights, the faster the growth. Improving
the security of property rights requires
action in four main areas: verifying rights to
land and other property, facilitating contract
enforcement, reducing crime, and ending the
uncompensated expropriation of property.
Verifying rights to land and other property.
Providing more secure rights to land and
other property encourages investment and
can ease access to finance. Experience in
Peru, Thailand, and many other countries
highlights the benefits of clarifying ownership of land and maintaining an effective
registration system. Registries for equipment and other forms of moveable property also play an important role.
Facilitating contract enforcement. In many
developing countries, firms lack confidence
in the courts to uphold their property rights
(figure 10). Improving courts is thus a high
Figure 10 Firms in many developing countries lack
confidence in the courts to uphold their property rights
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priority. Facilitating the free flow of reputation information and removing unnecessary
impediments to the use of alternative dispute resolution mechanisms can also help.
Reducing crime. Crime imposes large costs on
societies—around a quarter of GDP in some
countries in Latin America.18 Surveys show
that crime is also a serious constraint for
many firms in all regions. Promising strategies
involve efforts to prevent and deter crime, as
well as to improve enforcement. Community
policing strategies along the lines of those
applied in New York City are being pursued
by more countries around the world.
Ending the uncompensated expropriation of
property. All governments reserve the right to
expropriate private property in some circumstances. Reducing concerns about the arbitrary exercise of this power requires credible
restraints on expropriation without prompt,
adequate, and effective compensation.

Regulation and taxation
The way governments regulate and tax firms
and transactions, domestically and at the border, plays a big role in shaping the investment
climate. Sound regulation addresses market
failures that inhibit productive investment
and reconciles the interests of firms with
wider social goals. Sound taxation generates
the revenues to finance the delivery of public
services that improve the investment climate
and meet other social objectives. The challenge all governments struggle with is how to
meet these objectives without undermining
the opportunities and incentives for firms to
invest productively, create jobs, and expand.
While there can be tensions between firms’
preferences and social goals in this area, there
is huge scope for improving approaches in
most developing countries without compromising broader social interests.
Improving domestic regulation. Too often,
governments pursue regulatory approaches
that fail to achieve the intended social objectives because of widespread informality, yet
harm the investment climate by imposing
unnecessary costs and delays, inviting corruption, increasing uncertainty and risk, and
creating unjustified barriers to competition.

The key is to strike a better balance between
market failures and government failures,
including by ensuring that approaches are
adapted to local conditions and by enhancing transparency. Successful reforms remove
unjustified burdens and streamline procedures. They reduce regulatory uncertainty
and risk by curbing discretion and expanding consultation. And they remove unjustified barriers to competition by reducing regulatory barriers to entry and exit and by
tackling anticompetitive behavior by firms.
Improving domestic taxation. Tax rates in
developing countries are similar to those in
developed countries. But a high level of
informality, coupled with poor administration and corruption, reduces revenue collection, places a disproportionate burden on
those who do comply, and distorts competition. Keeping the size of government in
check and spending public money efficiently
help ease the pressure on revenue collection.
Beyond this, broadening the tax base and
simplifying tax structures can help. Increasing the autonomy of tax agencies has also
improved performance in Peru and many
other countries.
Improving regulation and taxation at the
border. Most countries have reduced barriers to international trade and investment in
recent years, but many barriers remain.
Improving customs administrations can
also offer big benefits, with successful
approaches exploiting information technologies to reduce delays and corruption, as
in Ghana, Morocco, and Singapore.19

Finance and infrastructure
Financial markets, when functioning well,
connect firms to lenders and investors willing to fund their ventures and share some of
the risks. Good infrastructure connects
firms to their customers and suppliers and
helps them take advantage of modern production techniques. Conversely, inadequacies in finance and infrastructure create barriers to opportunities and increase costs and
risks for microenterprises as well as multinationals. By impeding new entry into markets, inadequacies also limit the competitive
discipline facing incumbent firms, dulling
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their incentives to innovate and improve
their productivity. Such inadequacies are
large in developing countries (figure 11).

Figure 11 The inadequacies of finance and infrastructure are severe for many
developing countries
Latin America & the Caribbean

Improving finance. The underlying challenge with finance flows from information
problems, which are often exacerbated by
weak protection of property rights. Government intervention through state ownership,
barriers to competition, directed or subsidized credit, and similar approaches can
create deep distortions and retard financial
market development. Better approaches
recognize that financial markets are not
only part of the investment climate for
firms, but are also profoundly shaped by the
investment climate facing providers of
financial services. More governments are
thus reducing barriers to competition
(including paving the way for nonbank
financial intermediaries and commercial
microfinance), strengthening creditor and
shareholder rights, supporting the establishment of credit bureaus and other mechanisms to address information problems,
and improving bank regulation.
Improving infrastructure. The underlying
challenge with infrastructure flows from
market power associated with economies of
scale. But responses focusing on provision
by public sector monopolies have produced
poor results in many developing countries.
Recognizing this, governments are now
focusing on creating a better investment climate for providers of infrastructure services. Competition, improved regulation,
and private participation have transformed
telecommunications and are playing a bigger role in electricity supply and ports. For
roads, promising strategies include contracting-out services and improving funding mechanisms. Governments are also
working to improve management of public
resources—to get more for their money
when they finance or subsidize infrastructure services.

Workers and labor markets
Government intervention in labor markets
should help connect people to decent jobs.
Improving policy performance requires
progress on three fronts: fostering a skilled
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workforce; crafting market interventions to
benefit all workers; and helping workers
cope with change.
Fostering a skilled workforce. Improving the
investment climate goes hand in hand with
enhancing human capital. A skilled workforce is essential for firms to adopt new and
more productive technologies, and a better
investment climate raises the returns to
investing in education. Government support for education and training affects the
prospects for individuals and the ability of
firms to pursue new opportunities. Many
firms in developing countries rate inadequate skills of workers as a serious obstacle
to their operations (figure 12). Governments need to take the lead in making education more inclusive and relevant to the
skill needs of firms, strengthening quality
assurance mechanisms, and creating a sound
investment climate for providers of education and training services.
Crafting market interventions to benefit all
workers. Regulation of labor markets is
usually intended to help workers. But illconsidered approaches discourage firms
from creating more jobs and contribute to a
swelling of the informal workforce that
lacks statutory protection. When this is the
case, some workers may benefit, but the
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Figure 12 Firms often rate skill shortage and labor
regulations as serious obstacles

benefit society as a whole. While a narrow tax
base reduces the feasibility of creating comprehensive social safety nets in most developing countries, there are opportunities for
improving the insurance component in
income support schemes and the pooling of
risks among individuals. Innovative programs can also reach out to poor and informal workers who cannot be covered by
broader insurance schemes.
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unemployed, the low-skilled, and those in
the informal economy will not be among
them. Interventions need to be crafted to
reflect this wider range of interests. More
countries are reviewing labor market policies to encourage wage adaptability, to
ensure workplace regulations reflect a good
institutional fit, and to ensure a reasonable
balance between workers’ preference for
employment stability and firms’ need to
adjust the work force.
Helping workers cope with change. A good
investment climate facilitates the allocation
of labor to its most productive use while
helping workers cope with labor mobility.
Technological progress that leads to higher
productivity and economic growth improves
working conditions and wages, but it can also
involve faster changes to firms and industries.
In modern economies, many firms are created and destroyed each year—about 20 percent in many countries—involving 10 to 20
percent of the workforce.20 Inadequate mechanisms to help workers cope with change
restrict entrepreneurship and the adaptability
of workers. The inadequacies can also
increase resistance to reforms that would

Selective interventions—
approach with care
Broad improvements to the investment climate expand the pool of beneficiaries, reduce
concerns about rent-seeking, and avoid new
distortions. Given the breadth of the reform
agenda, some firms or activities may benefit
from improvements earlier than others—as
with infrastructure in a particular location or
with regulatory reforms affecting a particular
activity. But beyond the sequencing of
reforms, some governments confer special
policy privileges on targeted firms or activities. Those privileges take many forms: market restrictions, tax breaks, access to subsidized credit, and a range of other measures.
Some selective interventions have an
economic rationale, such as the possible
spillovers from foreign direct investment
or research and development. Some may
be regarded as a form of “second-best”
response, given slow progress in addressing the basics. Yet others aim to accelerate
growth by targeting particular industries.
Whatever the rationale, all such schemes
must navigate the heterogeneous and selfinterested requests of firms, rent-seeking
pressures, and other sources of potential
policy failure.
While governments have been experimenting with selective interventions for centuries, international experience reveals no
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sure-fire strategies. Some countries in East
Asia appear to have made selective interventions successfully, but recent work suggests
that the contribution may have been relatively modest. Experience also shows how
difficult it is to replicate similar approaches
elsewhere and in what is now a very different
international environment. Overall, experience with government efforts to “pick winners” is discouraging. Efforts to woo
investors through special inducements have
also met with mixed success; even when
investment expands in the targeted industry,
it is difficult to know whether the inducements were necessary or cost-effective.
Indeed, there are many examples of selective
interventions going spectacularly wrong—at
best wasting public resources, but sometimes
creating large distortions that harm the
investment climate, and distracting attention
from broader improvements.
Even in the best of circumstances, many
selective interventions seem to be a gamble.
The more ambitious the goal and the weaker
the governance, the longer the odds of success. Selective interventions should thus be
approached with caution, and not viewed as
a substitute for broader investment climate
improvements. The hazards of such strategies can be reduced by ensuring that
schemes have a clear objective and rationale,
focus on the sources of problems rather
than the symptoms, match the instrument
to the rationale, impose discipline on their
beneficiaries, are administered transparently, and are reviewed regularly.

International rules and standards—
many tradeoffs
The body of international rules and standards dealing with investment climate matters has grown exponentially in recent
decades. There are now more than 2,200
bilateral investment treaties, over 200
regional cooperation arrangements, and a
plethora of new and proposed multilateral
instruments covering most aspects of the
investment climate. International arrangements have a clear role in reducing barriers
to international trade and investment. But
they might also contribute to investment
climate improvements in three broader
ways: by enhancing credibility, by harmo-

nizing rules and standards, and by addressing international spillovers. All three
involve tradeoffs.
Enhancing credibility. By increasing the
costs of policy reversal, entering into international obligations can reinforce the credibility of government policies and so
strengthen the investment responses of
firms. But by design the tradeoff is foregone
policy flexibility, which means that commitments need to be considered carefully.
Strategies that involve the strongest form of
commitment—allowing firms to enforce
treaty commitments against governments
directly through binding international arbitration—can enhance credibility but would
benefit from efforts to improve the transparency of the arbitration process. Strategies that rest more on the reputation concerns of governments can also contribute to
policy credibility, but their impact will
depend on whether participants insist on
high levels of mutual compliance.
Harmonizing rules and standards. To
reduce costs in international transactions,
many efforts focus on harmonizing particular rules or standards, with examples ranging from the harmonization of business
laws in West Africa to the development of
uniform accounting standards. There can
be benefits for developing countries. But
there can also be tradeoffs with adapting
approaches to local conditions and with
allowing a degree of competition between
approaches. There are also tradeoffs among
multilateral, regional, and bilateral
approaches to harmonization.
Addressing international spillovers. Over
the past two decades, concerted global
action has been promoted for a growing
number of matters where the effects of policy actions by one country may spill over
onto others. Addressing international
spillovers in the environmental area is
important for sustainable development.
When the suggested spillover is less tangible
or the benefits less evenly shared, cooperative action is more difficult. Proposals in
these and other areas need to give due
weight to the perspectives of developing
countries.
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The international community
can lend a hand
Helping to improve investment climate
conditions in developing countries can provide huge development dividends. The
manufacturing value-added unleashed by
investment climate improvements in even a
single country can far exceed the development assistance provided worldwide (figure
13). The international community can help
developing countries in three main ways: by
removing distortions in developed countries that harm the investment climates of
developing countries; by providing more,
and more effective, assistance; and by tackling the substantial knowledge agenda.

Removing distortions in developed
countries
Developing countries are not alone in grappling with investment climate improvements. The trade and market distortions
created by policies in developed countries
impose large costs on their own economies.
These distortions also undermine opportunities and incentives for firms to invest in
developing countries. It has been estimated
that removing trade protection and related
distortions in developed countries could
provide gains to developing countries of
$85 billion by 201521—or more than four
Figure 13 Manufacturing value-added in a single country can far exceed net global
official development finance
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times the development assistance currently
provided for investment climate improvements.

Providing more, and more effective,
assistance
The international community has long provided development assistance to support
the design and implementation of investment climate improvements. Substantial
support is also provided directly to firms.
There is room to do better in both areas.
Development assistance for investment climate improvements. Around one quarter of
official development assistance, or around
$21 billion per year, currently focuses on
support to investment climate improvements, with the bulk directed to infrastructure development.22 Technical assistance
plays an important role, but represents just
13 percent of assistance for the investment
climate, and its effectiveness can suffer from
supply-driven approaches and from inadequate attention to ensuring recommended
solutions reflect a good fit with local conditions.
Support provided directly to firms and
transactions. Well-designed support of this
kind can complement investment climate
improvements. Development assistance to
support small firms through credit lines
and capacity building has a mixed track
record, and would benefit from the same
guidelines suggested for selective interventions made by governments. Developed
countries and international agencies also
provide around $26 billion per year in nonconcessional loans or guarantees to support
specific transactions. Increasing the emphasis on the contribution these transactions
make to the creation of more transparent
and competitive markets would expand the
development impact of this support.

Tackling the substantial knowledge
agenda
New sources of data of the kind drawn on
in this Report add to our understanding of
the foundations of growth and poverty
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BOX 4

Main messages from World Development Report 2005

The investment climate is central to
growth and poverty reduction
Improving the opportunities and incentives for
firms of all types to invest productively, create
jobs, and expand should be a top priority for
governments. It is not just about increasing the
volume of investment but also spurring productivity improvements that are the keys to sustainable growth.
• The goal is to create a better investment climate for everyone. A good investment
climate benefits society as a whole, not just
firms. And it embraces all firms, not just large
or politically connected firms.
• Expanding opportunities for young people is
a pressing concern for developing countries,
where 53 percent of people live on less than
US$2 a day, youths have more than double
the average unemployment rate, and populations are growing rapidly.

Reducing unjustified costs is critical, but
policy-related risks and barriers to
competition also need to be tackled
All three matter for firms and thus for growth
and poverty reduction.
• Costs associated with weak contract enforcement, inadequate infrastructure, crime, corruption, and regulation can amount to over

25 percent of sales—or more than three
times what firms typically pay in taxes.
• Firms in developing countries rate policy
uncertainty as their top concern.This and
other sources of policy-related risk—such as
insecure property rights, macroeconomic
instability, and arbitrary regulation—chill
incentives to invest. Improving policy
predictability can increase the likelihood of
new investment by over 30 percent.
• Barriers to competition benefit some firms
but deny opportunities and increase costs to
other firms and to consumers.They also
weaken incentives for protected firms to
innovate and improve their productivity.
Increasing competitive pressure can increase
the probability of firm innovation by more
than 50 percent.

Progress requires more than changes to
formal policies
Over 90 percent of firms claim gaps between formal rules and what happens in practice, and the
informal economy accounts for more than half of
output in many developing countries. Creating a
better investment climate requires governments
to bridge these gaps and to tackle deeper
sources of policy failure that undermine a sound
investment climate.This requires efforts:

reduction. But a long agenda lies ahead in
broadening and deepening this understanding to provide guidance to policymakers.
This includes expanding the development
of objective indicators of the investment climate and the systematic analysis of country
experiences to distill emerging lessons.

• to restrain corruption and other forms of rent
seeking that increase costs and distort policies;
• to build policy credibility to give firms the
confidence to invest;
• to foster the public trust required to enable
and sustain policy improvements; and
• to ensure policy responses are crafted to fit
local conditions.

Investment climate improvements are a
process, not an event
Government policies and behaviors influencing
the investment climate cover a wide field. But
everything does not have to be fixed at once,
and perfection on even a single policy dimension is not required. Significant progress can be
made by addressing important constraints facing firms in a way that gives them the
confidence to invest—and by sustaining a
process of ongoing improvements.
• Because constraints differ widely across and
even within countries, priorities need to be
assessed in each case. Reform processes benefit from effective public communication and
other measures to build consensus and maintain momentum.

By working together on these themes,
the international community can do a lot to
help create better investment climates in
developing countries—and so contribute to
a more balanced, inclusive, and peaceful
world.
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Improving the Investment
Climate

I

PA RT

THE REPORT ARGUES THAT THE INVESTMENT CLIMATE plays a central
role in growth and poverty reduction. This part shows why improving
the investment climates of their societies should be a top priority for
governments, and looks at how the necessary improvements can be
made.
Chapter 1—The investment climate, growth, and poverty shows
how governments influence the investment climate and how improving the investment climate drives growth and reduces poverty.
Chapter 2—Confronting the underlying challenges looks at why
improving the investment climate can be difficult, and the sources of
potential policy failure that governments must face.
Chapter 3—Tackling a broad agenda reviews international experience in making investment climate improvements and suggests practical strategies for accelerating and broadening progress.
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The investment climate,
growth, and poverty

1

chapter

A good investment climate fosters productive private investment—the engine for
growth and poverty reduction. It creates
opportunities and jobs for people. It
expands the variety of goods and services
available and reduces their cost, to the benefit of consumers. It supports a sustainable
source of tax revenues to fund other important social goals. And many features of a
good investment climate—including efficient infrastructure, courts, and finance
markets—improve the lives of people
directly, whether they work or engage in
entrepreneurial activities or not.
Improving the investment climate—
the opportunities and incentives for firms
to invest productively, create jobs, and
expand—is the key to sustainable progress
in attacking poverty and improving living
standards (box 1.1). Varying enormously
around the world, both across and within
countries, the investment climate influences the decisions of firms of all types:
the decision of the farmer to sow more
seed; the decision of the microentrepreneur to start a business; the decision of the
local manufacturing company to expand
its production line and hire more workers;
the decision of the multinational to locate
its next global production facility.
This chapter looks at how improving
government policies and behaviors that
shape the investment climate matters not
only for firms—it also drives growth and
improves opportunities for everyone. The
chapter opens by looking at what we know
about the investment climate. Some of the
many factors influencing the decisions of
firms to invest productively, create jobs, and
expand are specific to each firm—its ideas,
its capabilities, and its strategies. Many

more are specific to each location, to the
investment climate in its broadest sense.
Governments may have limited influence
over such factors as geography. But they
have much more influence over the security
of property rights, the approaches to regulation and taxation (both at and within the
border), the adequacy of infrastructure, the
functioning of finance and labor markets,
and broader features of governance such as
corruption.
Earlier work looking at differences in
incomes across countries highlighted the
role of “institutions”—the broad organizational framework governing market
transactions. New sources of data drawn
on in this Report allow us to go further
and provide fresh insights into how the
details of institutional arrangements vary
across and within countries and influence
the level and productivity of private
investment.
The chapter then looks at how variations
in government policies and behaviors affect
the investment climate—and thus growth
and poverty. The key is to remove unjustified costs, risks, and barriers to competition
faced by firms of all types. An investment
climate that encourages growth creates sustainable jobs and opportunities for
microentrepreneurs—the key pathways out
of poverty for poor people, pathways that
will become more crowded with coming
demographic changes. A good investment
climate also helps to reduce the costs of
goods consumed by poor people, and
improves the living conditions of poor people directly. It also contributes to an
expanding tax base that allows governments
to invest in the health, education, and welfare of its people.
19
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The key message: for governments at all
levels, a top priority should be to improve the
investment climates of their societies. To do
so, they need to understand how their policies and behaviors shape the opportunities
and incentives facing firms of all types,
domestic and foreign, formal and informal,
small and large, urban and rural. The agenda
is broad and challenging, but delivering on it
is the key to reducing poverty, improving living standards, and creating a more inclusive,
balanced, and stable world.

BOX 1.1

Understanding the investment
climate
Firms invest to make profits. Their investment decisions are affected by their own
ideas, capabilities, and strategies, and by their
assessment of the opportunities and incentives in particular locations. Early efforts to
understand how governments influence these
location-specific factors focused on broad
indicators of country risk, often based on
surveys of international experts and usually

What do we mean by the investment climate?

The investment climate is the set of locationspecific factors shaping the opportunities and
incentives for firms to invest productively, create
jobs, and expand. Government policies and
behaviors exert a strong influence through their
impact on costs, risks, and barriers to competition—and are the focus of this Report.
Firms are the starting point of the
framework.This Report uses that term to include
the full range of economic agents ranging from
individual farmers and microentrepreneurs to
domestic manufacturing establishments and
multinationals, regardless of their size, activity,
or formal legal status.

The horizontal plane in the diagram above
represents their investment decisions.Firms
decide whether to incur costs today to change or
augment production in the future, such as investing in machinery, facilities, and research and development.Firms come to the decision with different
capabilities and strategies.Their decision is motivated by the quest for profits—and profitability is
influenced by the costs, risks, and barriers to competition associated with the opportunity.The volume and productivity of the resulting investment
contribute to growth and poverty reduction.
A good investment climate is not just about
generating profits for firms—if that were the

goal, the focus could be narrowed to minimizing
costs and risks. It is about improving outcomes
for society. Many costs and risks are properly
borne by firms. And reducing barriers to competition expands opportunities, spurs innovation,
and ensures that the benefits of productivity
improvements are shared with workers and
consumers. A good investment climate is one
that benefits everyone in two dimensions. First,
it serves society as a whole, rather than just
firms, including through its impact on job creation, lower prices, and broadening the tax base.
Second, it embraces all firms, not just large or
influential firms.
The vertical plane in the figure represents the
investment climate. Some aspects of the investment climate, including geography and market
size, are difficult for governments to change. But
governments have more decisive influence over
a range of other factors.The specific influences
addressed in the Report are policies closely tied
to investment behavior.Thus, the forwardlooking nature of investment points to the
importance of stability and security, especially
the security of property rights (chapter 4). Regulations and taxes qualify property rights and have
first-order implications for costs, risks, and barriers
to competition (chapter 5). Finance,
infrastructure, and labor are the key inputs to
investment activities (chapters 6 and 7).
But firms do not respond to formal policies
alone.They make judgments about how those
policies will be implemented in practice. And
firms (like other stakeholders) will try to influence
policies in ways favorable to them.Thus, issues of
government behavior and governance, in the
broadest sense, are paramount (chapter 2). It is
the interaction of formal policies and governance
that firms assess in making investment decisions.
This has important implications for strategies to
improve the investment climate (chapter 3).
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BOX 1.2

Figure 1.1 Institutions, broadly measured, clearly
matter for growth
12
Log GDP per capita, 2001

resulting in a single score for each country.1
Many studies focused on the narrower question of the constraints facing foreign firms.
The last 20 years have seen a broadening and
deepening of efforts to understand how various location-specific factors influence differences in incomes across countries.
Researchers began by looking at various
aggregate indicators of a country’s institutional and policy environment, such as the
rule of law, corruption, openness to trade,
legal origins, and financial sector depth.2
Their work generated useful insights—the
most important is that secure property rights
and good governance are central to economic growth (figure 1.1).3 However, relying
on aggregate indicators and cross-country
regressions provides limited insights into the
heterogeneity of institutional arrangements
across and within countries—or the impact
of those arrangements on the investment
decisions of different types of firms.4 It is
also difficult to distinguish the effects of specific policy actions from the broader background institutions that influence the content and impact of those actions.5
These limits inspired the search for more
disaggregated evidence on the quality of a
location’s investment climate and for ways
to trace the impact of that climate on the
investment decisions and performance of
firms. The World Bank is contributing to
this work in several ways, including Investment Climate Surveys and the Doing Business Project (box 1.2). These and other new
sources of data provide fresh insights about
how investment climates vary across and
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Aggregate governance measure
Note: The horizontal axis represents the average of “rule of law,”
“government effectiveness,” “regulatory quality,” and “control of
corruption” as defined by Kaufmann, Kraay, and Mastruzzi (2003).
The variables are normalized so that the average is at 0, and the
standard deviation equals 1.
Source: Kaufman, Kraay, and Mastruzzi (2003).

within countries—and impact on firm performance, growth, and poverty.
The opportunities and incentives firms
have to invest productively, create jobs, and
expand can be traced through their impact
on expected profitability. And profitability is
influenced by the costs, risks, and barriers to
competition associated with particular
opportunities. Each factor matters independently, and all three are interrelated. Some
risks can be mitigated by incurring greater
costs. High costs or risks can be barriers to
competition. Barriers to competition can
reduce risks for some firms but deny opportunities and increase costs for others.
Many factors shape the costs, risks, and
barriers to competition in a particular
location. Factors like geography are difficult

New sources of investment climate data from the World Bank

The World Bank recently launched two major
initiatives to understand more about the determinants of growth and productivity.
• Investment Climate Surveys. Large random
samples of firms have been interviewed to
collect assessments of constraints facing
firms including governance, regulation, taxation, finance, infrastructure, and labor.The surveys also collect objective data, which allow
investment climate indicators to be linked
with firm performance to understand their
impact on productivity, investment decisions,
and employment decisions.The surveys were

launched in 2001, with about 20 new surveys
conducted each year since.This Report draws
on early results from this work, which covers
more than 26,000 firms in 53 countries, and
together employ some 4.8 million people.The
Investment Climate Surveys build on the
World Business Environment Surveys,
launched in 1999, which covered smaller
samples of firms and relied more heavily on
perception data.
• Doing Business Project. Covering over 130
countries, this project reports on the costs of
doing business for a defined hypothetical firm
and transaction based on the views of

selected experts (lawyers, accountants).
Underlying information includes the time and
costs of complying with various areas of regulation—including business registration, contract enforcement, and labor regulation. A first
report was published in 2003, with annual
updates scheduled with additional topics.
Selected data from these sources appear at
the back of this Report.
This Report complemented these initiatives
by surveying 3,250 entrepreneurs in the informal sector in 11 countries recently completing
Investment Climate Surveys.
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BOX 1.3

Geography matters, but it is not destiny

Some aspects of the investment climate are
more difficult for governments to change
than others.The most important of them is
geography, which can have direct and indirect effects on the investment climate.
Countries with large domestic markets,
or near larger markets, may be more attractive to investors than smaller or more
remote markets, though moves toward
more open trade and advances in
transportation and communications are
reducing the gap. Within countries, low
population densities and distances from
markets can also affect the attractiveness of
rural areas, though investments in
infrastructure can reduce that gap as well.
Climatic variables can also influence the
feasibility of some types of activity, such as

agriculture and tourism. And countries in
malaria-affected regions face special disadvantages.
Large endowments of natural resources
were once thought to be a big advantage.
But such concentrations of wealth have consumed some societies in rent-seeking, raising
the question of whether such endowments
are always a blessing (chapter 2).
Whatever the weight of geography, it is
clear that efforts to improve aspects of the
investment climate more amenable to government influence can provide large payoffs.
Such efforts help a society make the most of
its innate resources—physical and human.
Source: Easterly and Levine (2003) and Gallup,
Sachs, and Mellinger (1999).

to influence (box 1.3). Governments have
more decisive influence over many other
aspects of the investment climate, such as
the security of property rights, approaches
to regulation and taxation, the adequacy of
infrastructure, and the functioning of
finance and labor markets (table 1.1). Government policies on these subjects interact—for example, secure rights to land can
ease access to finance. Moreover, the content
and impact of formal policies in these areas
are determined by broader features of the
governance environment, including corruption and credibility (chapter 2). Firms assess

how government policies and behaviors
interact as part of a package to influence the
costs, risks, and barriers to competition
associated with particular opportunities.
The new data show how costs, risks, and
barriers to competition can affect firms’
investment behavior—and how they vary
around the world.

Costs
The costs of producing and distributing
products influences the range of opportunities that may be profitable. Many costs to
firms are a normal function of commercial
activity, while others flow directly or indirectly from government policies and behaviors. The most obvious direct cost is taxation.
But governments have important roles in
providing public goods, supporting the provision of infrastructure, and mitigating other
market failures. The ways they do this can
have a big impact on the costs that firms face.
For example, the costs associated with crime,
corruption, regulation, unreliable infrastructure, and poor contract enforcement can
amount to over 25 percent of sales—or more
than three times what is typically paid in
taxes. The level and composition of these
costs vary widely (figure 1.2). The time costs
of complying with particular regulatory
requirements also vary widely. For example,
registering a new business can take 2 days in
Australia, but over 200 days in Haiti.6

Table 1.1 Government policies and behaviors and investment decisions—some examples
Factors that shape opportunities and incentives for firms to invest
Government has strong influence
Costs

Government has less influence

• Corruption (chapter 2)

• Market-determined prices of inputs

• Taxes (chapter 5)

• Distance to input and output markets

• Regulatory burdens, red tape (chapter 5)

• Economies of scale and scope associated with particular technologies

• Infrastructure and finance costs (chapter 6)
• Labor market regulation (chapter 7)
Risks

• Policy predictability and credibility (chapter 2)

• Consumer and competitor responses

• Macroeconomic stability (chapter 4)

• External shocks

• Rights to property (chapter 4)

• Natural disasters

• Contract enforcement (chapter 4)

• Supplier reliability

• Expropriation (chapter 4)
Barriers to competition

• Regulatory barriers to entry and exit (chapter 5)

• Market size and distance to input and output markets

• Competition law and policy (chapter 5)

• Economies of scale and scope in particular activities

• Functioning finance markets (chapter 6)
• Infrastructure (chapter 6)
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Firms naturally prefer less competition
rather than more. But a barrier to competition benefiting one firm denies opportunities and increases costs for other firms and to
consumers. And competitive pressure drives
firms to innovate, to improve productivity,
and to share the benefits of productivity
gains with consumers and workers. Many
factors, including economies of scale and
market size, can influence the level of competition in a market. Governments also
influence competitive pressure through their
regulation of market entry and exit—and
their responses to anticompetitive behavior
by firms. Competition is difficult to measure
at the aggregate level, but firm-level evidence
shows how much competitive pressure can
vary between countries (figure 1.4).

25

20

Contract enforcement
difficulties
Regulation
Bribes
Crime
Unreliable infrastructure

15

10

5

0
Poland

China

Brazil

Algeria

Tanzania

Note: The survey asked registered firms to report values either in monetary terms, directly as a share of sales, or in
terms of time. “Contract enforcement difficulties” captures the share of inputs that are below agreed-upon quality
(weighted by material inputs in total sales) and overdue payments (as a share of total payments, using an interest rate
of 10 percent for the average length of overdue payments). “Regulation” captures management time spent dealing
with officials (weighted by the cost of management compensation to total sales), and the gap in actual employment
relative to desired levels due to regulatory costs associated with hiring and firing workers (weighted by total labor
costs in sales). “Bribes” are the total costs of bribes as a share of sales. “Crime “ is the sum of losses due to theft,
security costs, and protection payments (as a share of sales). “Unreliable infrastructure” includes sales lost due to
interruptions in power and telecommunications and due to the loss or damage of goods in transit. Countries selected
to illustrate range.
Source: World Bank Investment Climate Surveys.

Figure 1.3 Regulatory unpredictability
is a big concern for firms

Figure 1.4 Competitive pressure can
vary significantly between countries
100
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Note: Countries selected to illustrate the range of
responses.
Source: World Bank Investment Climate Surveys.

Percent of firms reporting significant competitive pressure

Barriers to competition
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Investment decisions are forward looking,
allocating resources today in the hope of
future rewards. Many investment risks, like
costs, are a normal function of commercial
ventures, including uncertain responses
from consumers and competitors, so firms
should bear them. Governments, however,
have an important role in helping firms
cope with risks associated with the security
of their property rights. Governments can
also increase the risks and uncertainties that
firms face directly—policy uncertainty and
macroeconomic instability rank consistently
as the leading investment climate concerns
of firms (chapter 2). Unpredictability in the
interpretation of regulations is often a big
concern (figure 1.3). And almost 95 percent
of firms report a gap between formal policies and their implementation.
Assessing the impact of risks is complicated by the different ways firms respond—
demanding higher returns, adopting
shorter planning horizons, or not investing
at all. Firms operating in some high-risk
countries require more than twice the rate
of return they would in lower-risk countries
to compensate for the extra risks.7 Firmlevel surveys show that improving policy
predictability can increase the probability of
new investment by more than 30 percent
(chapter 2).8

Figure 1.2 Costs vary widely in level and composition

Percent of firms finding the interpretation
of regulations unpredictable

Risks

23
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Hungary
75

Slovakia
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Kyrgyzstan

50
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25

0
Note: Countries selected to illustrate range of
responses; data limited to Europe and Central
Asia.
Source: World Bank Investment Climate
Surveys/BEEPS II.
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Figure 1.5 Investment climate conditions vary within countries
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Source: World Bank Investment Climate Surveys.

Improving the investment climate is not
about reducing all costs, all risks, and all
barriers. Taxes and regulation support a
sound investment climate and protect
broader social interests. Managing the tension between creating a favorable investment climate for firms and achieving other
social goals is a major challenge for governments—and a key theme of this Report.
Figure 1.6 Investment climate conditions can affect
firms differently
75

Percentage of firms

Large
50
Medium
Small
25

The new evidence shows large variations
in investment climate conditions not only
between countries, but also within countries, as illustrated by China (figure 1.5).
This will often be the case with infrastructure provision or when subnational governments determine policies. But even a single
national law may be applied differently
within a country: for example, the time to
transfer property title in Brazil varies from
15 days in Brasilia to 65 days in Salvador.9
Even within a single location, the same
conditions can affect firms differently. This
can be true across activities—farmers, manufacturers, and barbers each have different
perspectives. But a poor investment climate
often hits smaller and informal firms the
hardest (figure 1.6).

How investment climate
improvements drive growth and
reduce poverty
With rising populations, economic growth is
the only sustainable mechanism for increasing a society’s standard of living. Growth is
associated not just with higher incomes, but
with better indicators of human development, such as lower infant mortality, broader
education, and longer life expectancy. It provides opportunities for firms of all types, creating jobs and expanding the tax base available to fund public services. Households as
well as firms benefit from better property
rights, financial markets, and infrastructure
services. It is also now widely understood
that growth must be sustainable, safeguarding the value of national assets—including
environmental assets—and the potential for
future growth (box 1.4). A growing body of
research shows how investment climate policies contribute to economic growth, and
how policy approaches might be tailored to
better target the needs of poor people. What
has been learned?

Informal
0
Have a loan
from a
formal
financial
institution

Confident
that courts
will uphold
property
rights

Believe
regulations
will be
interpreted
consistently

Note: Uses 10 countries for which formal and informal surveys
were conducted, controlling for industry, country, ownership, and
firm age.
Source: World Bank Investment Climate Surveys and WDR Surveys of Micro and Informal Firms.

Significant economic growth is a
modern phenomenon, not shared by all
Some early economists were concerned that
the potential for rising incomes was inherently limited, while mercantilists believed
that growth was a zero-sum game, with
gains by some countries coming only at the
expense of others. For centuries the average
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The environment matters for well-being and productivity: Main messages from
WDR 2003

Growth in income and productivity is required
to eliminate poverty in developing countries,
but it needs to be environmentally sustainable.
The immediate gains of depleting or degrading
environmental assets can be outweighed by the
costs in productivity and lost options. Over the
longer run, economic growth is unlikely to be
sustained unless attention is paid to assets such
as fresh water and fish stocks.
Even in the short to medium run, addressing
the objectives for growth and the preservation
or restoration of environmental assets can be
critical to raising production and incomes. Consider Madagascar, where the conversion of biodiversity-rich forests to mostly unsustainable
low-yield agriculture has been costly. With
three-quarters of the country’s people in rural
areas and three-quarters of them poor, productivity growth in agriculture is critical to reducing

poverty, but agricultural productivity has been
stagnant over the past four decades. Much of
the cropland is degraded, and hillside erosion
clogs downslope waterways.The country’s per
capita GDP slid from $383 (in 1995 dollars) in
1960 to $246 in 2002.
Environmental conditions will only worsen
if present trends continue. People in hundreds
of developing-country cities live with
unhealthy air, which causes premature deaths,
preventable at a modest cost. Nearly 23 percent of all cropland, pasture, forest, and woodland worldwide has been degraded since the
1950s. Local conflicts over water and the loss
of freshwater ecosystems loom in some
regions. Two-thirds of all fisheries are
exploited at or beyond their sustainable limits.
Every decade another 5 percent of tropical forest is cleared.

level of income did not change. This led to
Malthus’ observation in 1798 that any rise
in income was quickly offset by a rise in
population, leaving per capita incomes constant.10 Over the next hundred years, however, the leading countries doubled their per
capita incomes, with the speed accelerating
over the 20th century (figure 1.7). The time
to double incomes fell from a millennium,
to centuries, to just 20 to 30 years.
Today the world’s per capita GDP is estimated to be at least five times what it was at
the beginning of the 19th century,11 and the
comparison actually underestimates the
growth achieved. It is a matter of looking
not just at real incomes to judge whether
more goods can be purchased now—
because the goods available have changed
dramatically. Inventions in medicine (penicillin, vaccinations), transportation (cars,
airplanes), and communications (mobile
phones, e-mail) are just some examples of
new products greatly enhancing the quality,
and even the length, of life. Using exchange
rates that equalize the purchasing power of
different currencies, about two-thirds of the
world’s people now live in a country with an
average income more than that of the
United States a century ago. Taking into
account new products, the average material
prosperity in Thailand or Tunisia in 2000
was three times that of the United States in

Why are environmental assets particularly
threatened and underprovided? Because of
spillovers.The actions of one person may
impose environmental costs, such as pollution,
on other people—costs that the responsible
party does not bear. Addressing these environmental problems requires governments to take
a long-term view and manage a broad portfolio
of assets that includes not only human and
physical capital but also environmental assets.
Policies that have proved successful in solving
these problems are those that align individual
incentives with social incentives—including
those for property rights, regulation, taxes, and
subsidies. Such measures form an important
part of a sound investment climate.

Source: World Bank (2003o).

1900—and that in Botswana, Mexico, and
Uruguay was five times greater.12
Some countries have experienced tremendous success, sustaining high growth rates over
many years and achieving significant reductions in poverty. China is the most striking
recent example. India is another. Among
regions, East Asia has had the fastest sustained
growth, with Latin America more disappointing in recent years and Africa suffering from
stagnant and declining growth (figure 1.8).
Many countries in Eastern Europe and Central
Asia, after sharp declines in the early 1990s, are
recovering their growth. While some
Figure 1.7 Significant economic growth is a modern phenomenon
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Figure 1.8 Fast sustained growth in East Asia—declines in Sub-Saharan Africa
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Note: Data for the Europe and Central Asia Region begin in the 1980s.
Source: World Bank (2004k).

developing countries have converged on the
income levels of the richest countries, limited
progress by the poorest countries means that
incomes between the richest and poorest
have diverged.13 Too prevalent are the periods
of short-lived growth—and of continued
decline. Igniting a growth spurt is clearly possible. The challenge is to sustain it.14
The search for a magic formula that
would guarantee faster economic growth
has been a long-standing but elusive
quest.15 Recent research, however, provides
important insights on how investment and
Figure 1.9 The contribution of private investment to GDP has grown
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productivity contribute to growth—and
how the investment climate determines the
size of both contributions.
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Note: Annual averages of 92 developing countries.
Source: World Bank (2004k).

2000

The role of private investment has grown in
the last 20 years. Foreign direct investment
has increased significantly, but the bulk of
investment is by domestic firms, reinforcing
the importance of looking at the full spectrum of firms in analyzing the investment
climate and its contribution to growth and
poverty reduction (figure 1.9).
The investment climate has an obvious
role in influencing the level of private
investment. The evidence confirms that
improving the opportunities and incentives
for firms to invest by reducing unjustified
costs, risks, or barriers has the predicted
effect. For example, farmers in Thailand
with secure rights invested so much more in
their land that their output was 14–25 percent higher than those working untitled
land of the same quality (chapter 4). Dismantling monopolies in telecommunications around the world unleashed a dramatic rise in investment in the sector,
including that by microentrepreneurs in
Bangladesh (chapter 6). At the aggregate
level, improvements in the investment climates in countries as diverse as China,
India, and Uganda have been marked by
strong growth in private investment (box
1.5). Cross-country evidence using broad
proxies for investment climate quality confirm the link between the investment climate and private investment (figure 1.10).
Investment rates by themselves are not
the main driver of growth. Capital accumulation brings more inputs to the production
process, but there is a limit to how much
this process can sustain growth because of
the decreasing marginal impact of additional capital. So, the measure of success of
an investment climate is not the quantity of
investment—it is the quality of investment,
and quality is also influenced by the investment climate.
Indeed, experience provides many examples of investment projects that yielded few
or no benefits. This is most obvious with
“white elephant” projects in the public sector,
such as the Tanzanian shoe factory that pro-
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Improving the investment climate and growth: the cases of China, India, and Uganda
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with more extensive trade liberalization and a
further dismantling of the so-called licensing
Raj.
The results? Private investment as a share of
GDP nearly doubled in both countries. Per
capita GDP in China rose tenfold from $440 in
1980 to $4,475 in 2002 (in international prices),
and India’s almost quadrupled from $670 in
1980 to $2,570 in 2002. Both experienced dramatic reductions in poverty (see figure)—each
on distinctive paths, but both sustaining efforts
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duced few shoes, the nuclear power plant in
the Philippines that was never commissioned, and the numerous roads to
nowhere.16 The former Soviet Union also had
very high investment rates in the 1950s, but
too often in projects that provided little economic or social return.
Reflecting this, cross-country studies find
little correlation between aggregate investment and growth, particularly if no distinction is made between public and private
investment.17 This highlights the importance
of ensuring that investment is undertaken
with some discipline to improve the likelihood of it being productive. That discipline
will most likely be forthcoming when private
firms put their own money at risk to invest in
a competitive business environment, so that
they bear the consequences of their investment decisions.
The critical role of productivity is underscored by studies of aggregate growth perfor-

to improve the opportunities and incentives for
firms to invest productively.
The benefits of a better investment climate
are not limited to large countries.Take Uganda.
Many countries in Africa have experienced limited or negative growth, with investment
climates often clouded by historical legacies,
political instability, excess government interference, and other factors that stifle opportunities
and incentives for firms to invest productively.
Beginning in the early 1990s, however, Uganda
embarked on a program to improve its investment climate. Macroeconomic stability was
achieved. Expropriations by a previous government were reversed.Trade barriers were
reduced.Tax and court systems were reformed.
Private sector participation and competition
were introduced in telecommunications. Now
efforts are under way to improve business regulation. While many challenges remain, these
efforts are reaping rewards.The share of private
investment in GDP more than doubled between
1990 and 2000. Per capita GDP grew by over 4
percent from 1993 to 2002 (8 times the average
in Sub-Saharan Africa).The percentage of the
population living below the poverty line fell
from 56 percent in 1992 to 35 percent in 2000.
Source: Ahluwalia (2002); Chen and Ravallion (2004);
De Long (2003); Chen and Wang (2001); Qian (2003);
Rodrik and Subramanian (2004);Young (2003);Young
(2000); Holmgren and others (2001);World Bank
(2002d);World Bank (2001d); and IMF and IDA (2003);
World Bank (2004k); IMF (2004).

mance across countries. Over 1960–2000 the
bulk of the differences in growth between
countries (45–90 percent) is accounted for
not by the accumulation of physical capital,
or of human capital, but by total factor productivity (TFP)—the productivity contributions above those made by physical and
human capital (figure 1.11 and box 1.6).18 As
Krugman said, “Productivity isn’t everything,
but in the long run it’s almost everything.”19
Aggregate-level studies differ in the
weight they attach to TFP and factor accumulation in explaining economic growth.20
The debate is important because it has
implications for the sustainability of
growth. If growth is due to factor accumulation, the diminishing marginal contribution of capital implies that high growth
rates, such as those achieved in East Asia,
will not be sustainable. However, the same
limitation is not true for gains in TFP. In
practice the distinction between invest-

Figure 1.10 Private investment has
grown faster in countries with better
investment climates
Annual growth of private investment

China and India have grown impressively in
recent years, greatly reducing poverty. In both
cases the roots can be found in improving the
investment climate. Beginning in the early 1980s
China introduced rudimentary systems of property rights and private enterprise, liberalized
trade and investment, and embraced a broad
program of improvements across the
investment climate. India introduced reforms to
reduce tariffs and loosen licensing requirements
in the mid-1980s, followed in the early 1990s
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Figure 1.11 Differences in TFP account for the largest
share of differences in GDP growth per worker.
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Note: Decomposition of sources of growth per worker; 1960–2000
for 62 developing countries.
Source: Data from Bosworth and Collins (2003).

ment and TFP is not always straightforward.
For example, technological improvements
can encourage investment, and investment
can help to improve technology. And investment climate improvements can spur both.

BOX 1.6

Measuring productivity

Productivity is the key to growth—for individuals, for firms, and for the economy as a
whole. Increasing productivity means producing more with the same amount of
inputs.Two common measures are labor
productivity and TFP.
Labor productivity is the value-added produced by each unit of labor.Increases in labor
productivity simply mean that an individual is
able to produce more.How? Take the example
of a worker in the informal economy producing garments from home.One possibility is
that she has access to more machinery—such
as greater access to a shared sewing machine.
A second is that she has more skills or training
in sewing.A third is that she has access to new
technology—such as a newer sewing
machine.A fourth is that she works in an environment that enables and provides stronger
incentives to work efficiently—such as fewer
difficulties accessing raw materials, fewer distractions dealing with bureaucratic
harassment and demands for bribes, or less
exposure to theft.Progress in any area allows
her to increase the number (and quality) of
garments she produces—and thus boosts her
income.Her improved productivity is a contribution to economic growth ultimately
reflected in macroeconomic statistics.
Total factor productivity (TFP) attempts
to measure contributions to output beyond

those made by the number of workers, their
skill level, and the machinery they use. In the
above example it would capture the third
and fourth sources of growth in labor productivity. In the macroeconomic literature,
studies initially emphasized differences in
technology. More recent work has expanded
this to reflect differences in institutional setting (often proxied with measures of property rights security) or “social infrastructure”
that influence the opportunities and incentives to adopt new technologies and operate efficiently.The latter measures are largely
synonymous with what this Report refers to
as the investment climate.
Rather than being measured directly,TFP
is the residual that is not explained by differences in factor inputs. Calculations of TFP
often generate debate because of difficulties
in measuring capital stocks, questions of how
to attribute changes in the quality of factor
inputs, and the assumptions needed to estimate the necessary coefficients. Despite challenges in measurement, it is not disputed that
TFP makes a critical contribution to growth.
Source: Acemoglu (2001); Barro and Sala-i-Martin (2003); Bosworth and Collins (2003); Easterly
and Levine (2001); Hall and Jones (1999); Parente and Prescott (2000); Klenow and
Rodríguez-Clare (1997); Young (1995).

This provides encouraging news for developing countries—improving investment climate conditions can directly improve efficiency, encourage the adoption of better
technology, and strengthen incentives for
investment in physical and human capital.
Early growth research emphasized technological progress in explaining TFP, suggesting that differences in growth rates were driven by differences in the technologies
adopted.21 The dramatic acceleration in
income levels among the fast growing countries over the last 200 years can be understood
by improvements in technology. “Technology” in this sense, however, is not limited to
scientific breakthroughs of the kind that
might merit a patent. It can also include more
modest advances, as well as new and better
ways to organize production processes, interact with consumers, or distribute goods.
Importantly, firms and countries do not
have to invent everything afresh. Even in
countries that make some of the biggest contributions to innovation, the ratio of adaptation to innovation is extremely high—
Jovanovic estimates it at 20 or 30 to 1 in the
United States.22 This highlights the huge
potential for developing countries to catch up
with richer countries by creating an environment that facilitates the diffusion of ideas
developed elsewhere, as well as the development of new ones. The potential for catching
up is real. It took some of the first industrializing countries 40 to 60 years to double their
incomes in real terms, but others have done
this much faster—Costa Rica in 19 years starting in 1961, Jordan in 15 years starting in 1965,
Taiwan, China, in 10 years starting in 1965.23
Recent research has emphasized that TFP
can also be understood to encompass more
than just differences in technology.24 The
broader environment in which firms operate matters too, whether this is understood
in terms of property rights, institutions, or
the investment climate. A better investment
climate can directly improve productivity
by reducing unjustified costs and risks
flowing from government policies and
behaviors. By making it more attractive to
develop and adopt new and better ways of
doing things, a better investment climate
will help productivity through its impact
on technology as well. Thus, at least as
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Productivity and competition
Firms do not innovate or improve their productivity from any sense of philanthropy,
because the processes can be demanding
and disruptive. Most firms would prefer the
“quiet life”—which Hicks noted was the best
of all monopoly profits.25 Instead, firms
adopt and develop new and better ways of
doing business in response to the pressures
they face to survive and prosper in a competitive marketplace.26 A sound investment
climate supports the dynamic processes that
Schumpeter called “creative destruction.”27
It encourages firms to experiment and learn,
it rewards success, and it punishes failure
(box 1.8). The firm-level surveys confirm
the importance of competitive pressure for
incentives to innovate (figure 1.12) and
increase productivity.28
Healthy market economies exhibit
fairly high rates of opening and closing
firms (box 1.9). In Organisation for Economic Co-operation and Development
(OECD) countries, 5–20 percent of firms
enter and exit the market every year.29
Firms that leave the market are the least
productive, and their departures contribute more than 20 percent of the productivity gains. New firms are more productive—though it can sometimes take
them several years before their productivity reaches that of incumbents.30 The
combined effect of net entry is substantial,
particularly in countries with fewer barriers to entry (figure 1.13).
The contribution of new entrants to productivity is particularly strong in higher
technology sectors. There is also evidence
that sectors with many new entrants push
incumbents to increase their productivity.
Why might entry rates be strongly correlated with productivity growth by incumbents? Perhaps because new entrants are
attracted to productive sectors, or because
the new entrants stimulate incumbents to

BOX 1.7

Growth with a poor investment climate—
possible, but unlikely to be sustained

Growth with a poor investment climate is
possible, but unlikely to be sustained. For
example, in the 1960s and 1970s Brazil
experienced strong growth while closing
domestic markets to international competition and pursuing heavy public investment
through state-owned enterprises.The initial
results were impressive, but the growth
proved unsustainable. Protected firms
lacked the incentives to improve their productivity and fell further behind
international best practices. Other firms had
less access to new technologies and had to
pay higher prices for inputs supplied by

BOX 1.8

protected sectors. Public investment to sustain growth led to severe debt problems—
and ultimately to a macroeconomic crisis.
Subsequent efforts to improve the
investment climate initially met with cautious responses from firms. Many attribute
this to questions about the credibility of the
government’s commitment to reforms, particularly in the wake of repeated episodes of
macroeconomic instability.

Source: Castelar Pinheiro and others (2001) and
Schor (forthcoming).

Developing a product is a learning process—as
Hyundai shows

Hyundai’s efforts to produce a car began in
the 1960s. It purchased foreign equipment,
hired expatriate consultants, and signed
licensing agreements with foreign firms. But
the process was not a simple matter of
adopting the technology. Despite the training and consulting services of a foreign consultant and three experts, Hyundai
engineers repeated trials and errors for 14
months before creating the first prototype.
The engine block broke into pieces at its
first test. New prototype engines appeared
almost every week, only to break in testing.
No one on the team could figure out why
the prototypes kept breaking down—casting serious doubts, even among Hyundai
management, on the company’s ability to
develop a competitive engine.

The team had to scrap eleven more
broken prototypes before one survived the
test. There were 288 engine design
changes, 156 in 1986 alone. Ninety-seven
test engines were made before Hyundai
refined its natural aspiration and
turbocharger engines, 53 more engines
were produced for durability improvement,
88 more for developing a car, 26 more for
developing its transmission, and 6 more for
other tests, totaling 324 test engines. In
addition, more than 200 transmissions and
150 test vehicles were created before
Hyundai perfected them in 1992. In 2003,
Hyundai sold close to 2 million vehicles
around the world.
Source: Kim (1997).

Figure 1.12 More competitive pressure, more innovation
75
Percentage increase in
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important as reducing costs and risks is
eliminating unjustified barriers to the
development, adoption, or adaptation of
new processes—and fostering competition
to encourage firms to take up those opportunities (box 1.7).

50

Major
pressure
Moderate
pressure
Some
pressure

25

0
Introduce
new product

Upgrade
product

Introduce new
technology

Note: Surveys cover 27 countries in Eastern Europe and Central Asia.
Source: World Bank Investment Climate Surveys/BEEPS II.
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BOX 1.9

Firm dynamics

The private sector is not static, nor are individual
firms.There is a large and ongoing reallocation of
output and jobs across firms. Such dynamism is a
sign of a vibrant economy, and accounts for a significant share of productivity growth.This is true
across OECD countries and in developing countries. Firms are forced to compete in their search
for profits.There are enticements, such as the lure
of larger profits, even if they are short lived. And
firms dare not be left behind.This is the secret to a
market economy’s success and what Schumpeter
called “the essential fact of capitalism.”
The role of entry and exit. Every year between
5 and 20 percent of firms enter or exit an economy. Many of the entrants are small. Most of
them will remain small. Some will grow, with a
few becoming the large firms of the future. Firms
also contract and some will go out of business.
This entry and exit of firms is an inherent part of a
market economy and an important source of
innovation. Reducing barriers to entry is important because new entrants—and even the threat
of new entry—spur existing firms to improve
their productivity. Entering firms also tend to use
newer technologies and production methods. It
is not that they are all more productive from their
beginning—not even in comparison to exiting
firms. Experience in the marketplace will determine which firms will be successful.The highest
exit rates are among small and young firms. If
firms have survived the first five years, however,
they are much more likely to remain in business
and to contribute to productivity growth.
While trade theory predicts that much of
the adjustment to greater openness would lead

to reallocation across sectors, in fact, much of
the reallocation of resources is from low- to
high-productivity firms within the same sector.
There are large differentials in the levels and
rates of growth of productivity across firms
within a sector, and low productivity helps predict exit.
The evidence underscores the importance
of the process of creative destruction to the
growth process. Barriers to exit need to be
addressed to free up resources that can be used
more productively in other activities. Barriers to
entry can be particularly harmful, not just by stifling the pressure to innovate and leading to
more “technological sclerosis,” but by
forestalling the creation of new jobs. However,
the churning process can be disruptive, and the
government has a role in helping workers cope
with change (chapter 7). Improving the investment climate is central to ensuring the process
of creative destruction works well—to the benefit of workers and society as a whole.
Implications of firm size. Beyond entry and
exit, these same pressures impact on firm size
and growth. Large firms do not grow as fast as
small ones, but they are more likely to survive.
Large firms tend to be more productive, pay
higher wages, and offer greater job security.The
causation, however, runs from productivity to
size; firms that are more productive are the ones
that are likely to grow.
The interactions between firms can have
important implications for how they develop. It
is not always cutthroat. Firms at the top of a supply chain tend to be large.They provide oppor-

Figure 1.13 The contribution of net entry to productivity is higher
when barriers to entry are lower
Contribution of net entry
to productivity growth

Days to register a firm
Latvia
Netherlands
U.K.
Chile
Korea
Finland
France

tunities to smaller firms as suppliers—often
accompanied by technical assistance and access
to credit. Particularly when financial markets are
less developed, large firms can be an important
source of credit to smaller suppliers.
Economies of scale specific to particular
technologies help define the minimum efficient
size of a firm, but in practice there is a large
range of firm sizes within the same sector. Some
of this can be due to concerns about contracting, with some finding it optimal to keep activities in-house.The inability to access credit or
other investment climate constraints can keep
firms small. Large firms can face challenges in
organization and can be less agile in responding
to change.
It is not that countries should aim to have a
particular size distribution of firms. Rather, what
is important is allowing the selection
mechanism to work free of political interference
that favors influential firms. Large firms often
have more political influence and try to use this
to manipulate policies to their advantage—
often at the expense of smaller firms. A good
investment climate facilitates the allocation of
resources, fosters innovation, and encourages
the selection of firms that increase productivity
and so contribute to growth and higher living
standards.

Source: Bartelsman and others (2004); Klein and
Hadjimichael (2003); Haltiwanger (2000); Roberts
and Tybout (1996); Schumpeter (1942); Caballero
and Hammour (2000); Baumol (2002).

increase their productivity to maintain their
market shares. Census data from developing countries confirm the importance of the
second explanation.31
The greater microeconomic flexibility
associated with a good investment climate
helps firms take advantage of internal
opportunities. It also helps the economy
weather external shocks. Countries in Latin
America and East Asia with more microeconomic flexibility experienced less dramatic
declines in output and recovered faster than
those with less flexible economies.32
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Note: Data cover manufacturing firms from 1988–2000, using census data.
Source: Bartelsman and others (2004) drawing on World Bank Doing Business Project.

Showing the potential returns of
investment climate improvements
Research showing the links between investment climate improvements and improved
firm performance typically focuses on a single dimension of the investment climate,
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such as aspects of property rights security
or regulatory reform. The Bank’s Investment Climate Surveys make it possible to
see how broader packages of policy
improvements can influence firm performance by use of counterfactual comparisons (box 1.10). For example, firms in
states in India and provinces in China with
better investment climates show much
stronger growth and productivity than their
peers in states or provinces with less favorable investment climates. The effects are
large—improving the investment climate
could account for up to 80 percent of the
differences in productivity among these
locations.

The investment climate clearly matters for
growth. Even more important is understanding how investment climate improvements can enhance the situation of the
nearly half the world’s people living on less
than $2 a day, especially the 1.2 billion people who barely survive on less than $1 a day.
The relationship between the investment
climate and poverty reduction can be seen
in two ways: by looking at the links between
growth and poverty reduction at the aggregate level, and by looking at the ways investment climate improvements affect the lives
of people directly.

The links with economic growth
There are almost no examples of countries
experiencing significant growth without
reducing poverty.33 Growth in average
incomes associated with broadly based
growth has been found to account for up to
90 percent of the reductions in poverty (figure 1.14).34
Investment climate improvements in
China and India have driven the greatest
reductions in poverty the world has ever
seen, and in China alone lifted 400 million
people out of poverty (box 1.5).35 The
increases in income were also matched by
gains in health outcomes. In China, life
expectancy rose by four years, from 66.8 to
70.7 years from 1980 to 2002, and infant
mortality fell from 49 to 32 per 1,000 live
births. In India, life expectancy increased

Showing potential returns to investment
climate improvements

The Bank’s Investment Climate Surveys link
firm performance to objective measures of
costs and risks affected by policy.This
makes it possible to simulate how changes
in investment climate conditions might
contribute to improved productivity, sales,
and wages:
• In India, firms in states with poor investment climates have 40 percent lower productivity than those in states with good
investment climates.
• If Tianjin, a large port city east of Beijing,
could achieve the same investment climate as Shanghai, firm-level productivity

would increase by 15 percent and sales
growth by 20 percent.
• If the investment climate for firms in
Dhaka, Bangladesh, matched that of
Shanghai, Dhaka would reduce its productivity gap by 40 percent, and wages
could rise by 18 percent. For Calcutta the
effect is even larger: 80 percent of the
productivity gap could be closed, and
wages could rise by 38 percent.

Source: Dollar, Hallward-Driemeier, and Mengistae (2003b); Hallward-Driemeier, Xu, and Wallsten (2003); and Dollar and others (2004).

from 54 to 63 years, infant mortality fell 40
percent, and evidence of malnutrition
dropped, too.
The incomes of poor people can increase
in two basic ways—if average incomes rise
and the distribution of income stays the
same, or if the distribution of income shifts
to become more pro-poor. Clearly the
biggest impact is if growth is combined
with a shift to a more equal distribution of
income. If the feedback from greater equality reinforces growth processes, the
dynamic can significantly reduce poverty
over time.36
Figure 1.14 Poverty reduction is closely associated with growth
Decline in share of population below $1 a day, 1981–2001
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poverty reduction
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data availability.
Source: Chen and Ravallion (2004); World Bank (2004k).
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With income distribution relatively stable, growth is often said to be good for the
poor because the share of income going to
the poor rises in tandem with average
incomes.37 But there is evidence that the
level of inequality in a society affects the way
growth translates into rising incomes for the
poor (box 1.11). It is not just that poor people’s share of income is relatively smaller in a
more unequal society—it also rises by less
than one-for-one with average incomes.38
Inequality can be of concern for other
reasons too. Greater inequality is associated

BOX 1.11

How growth translates to rising incomes for
poor people

Growth rate for the poor (percent)

The extent of inequality in a society affects
how much average growth is shared by
poor people. Concerns about whether
growth is “pro-poor” raise a debate about
whether absolute or relative rates of growth
for poor people are what matters.The figure
compares overall growth rates and the
growth rates for the poor to illustrate these
points.
Clearly, there is a strong relationship
between rising average incomes and the
incomes of poor people as illustrated by a
selection of country experiences spanning
the mid-1980s to the end of the 1990s (see
the figure). But countries above the 45
degree line in the figure are the ones where
the growth in incomes of the poor is higher
than average: in those cases, growth
resulted not only in stronger absolute
growth in the incomes of poor people, but
also stronger growth relative to the
average. Under the relative definition of
pro-poor growth, inequality must fall.The
absolute definition, by contrast, looks only
at the income growth of poor people,
whether inequality changes or not.
Inequality declined in both Ghana and
Zambia: in Zambia the poor suffered smaller
declines in income than the average, but were

still worse off in an absolute sense; in Ghana,
declining inequality and growth combined to
boost the incomes for poor people.
Brazil and Ghana had roughly equal
overall growth rates. But the incomes of
poor people grew by 1.8 percent in Ghana
and only 0.7 percent in Brazil. Indeed, the
growth rate for the poor in Ghana is even
slightly higher than that in Bangladesh,
whose overall growth rate was triple that of
Ghana.
Using the relative definition of pro-poor
growth, Ghana’s performance is better than
India’s—even though in India the absolute
income of the poor grew by 3.9 percent,
twice that of Ghana.While Ghana’s inequality
was falling, its slower overall growth translated into less poverty reduction than in
India, with its slight increase in inequality but
faster growth.
Aggregate numbers of this kind mask
changes in which households are poor.
Income mobility can be considerable. In
Indonesia, among those who were in the
poorest quintile in 1993, 59 percent moved
up at least one quintile in the income distribution by 1997, with 4 percent moving all
the way to the richest quintile. In South
Africa, 62 percent of those who were in the
poorest quintile in 1993 had moved
up at least one quintile by 1998, with
Decreasing
10 percent making it to the richest
inequality
quintile. In Russia, 60 percent of the
poorest quintile households moved
Chile
up between 1995 and 1998, with 9
India
percent attaining the highest income
quintile. In Peru 55 percent moved up,
Ghana
with 5 percent making it to the top
Bangladesh
quintile between 1991 and 2000.
Brazil
Increasing
inequality
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Source: United Kingdom—DFID (2004);
Pritchett (2003); Graham and Pettinato
(2001); Fields and Pfeffermann (2003);
and López (2003).

with less social cohesion, less secure property
rights, and greater risk of significant political
upheaval.39 So inequality can have important
implications for the likelihood and nature of
investment climate improvements, the credibility of policy changes, and thus the impact
on decisions of firms. This reinforces the
importance of governments being sensitive
to the distribution of gains from growth.

The investment climate and the lives
of poor people
Governments committed to attacking poverty
aggressively need to look beyond aggregate
numbers and understand how investment
climate improvements can enhance the lives
of poor people directly. In this context it is
useful to distinguish the impacts on poor
people in their various capacities: as
employees; as entrepreneurs; as consumers;
as users of infrastructure, finance, and
property; and as potential recipients of taxfunded transfers or services.
As employees. Studies looking at households that have escaped poverty find that in
more than 80 percent of cases the decisive
factor was the head of household’s getting a
new job.40 The World Bank’s “Voices of the
Poor” study of more than 60,000 poor men
and women in 60 countries identified getting a job and self-employment as the best
way to escape poverty (figure 1.15).
Private enterprise is the engine for sustainable job creation and the dominant
source of jobs worldwide. In 2003 the private sector employed more than 90 percent
of people in developing countries and 95
percent of people in countries such as El
Salvador, India, and Mexico.41 Growing
economies create more jobs, particularly in
developing countries (figure 1.16). The
impact of investment climate improvements on employment growth can also be
seen by looking at experiences in individual
countries. For example, investment climate
improvements in China, India, and Uganda
contributed to employment growth of
more than 2 percent a year between 1985
and 2000. The garment sector in Cambodia
also illustrates the potential impact of a
thriving private sector: exports grew from
$20 million in 1995 to more than $1 billion
in 2002, employing an additional 200,000
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As entrepreneurs. Hundreds of millions of
poor people in developing countries make
their living as microentrepreneurs—as
farmers, street vendors, and homeworkers,
and in a range of other occupations, a large
share of them women (box 1.12).46 They are
a big part of the informal economy, which is
substantial in many developing countries
(figure 1.17).47
Individual entrepreneurs and microenterprises can benefit from the same measures
that improve the opportunities and incentives for larger firms. They benefit from lower
costs of doing business (including less red
tape and corruption), and from lower risks
(including more secure property rights and
less policy uncertainty). Reducing barriers to
competition also benefits them by expanding

Figure 1.15 Self-employment and wage income are the ways out of poverty
Self-employment or business
Income from wages or salaries
Male

Benefit of family and kin

Female

Income from agriculture, livestock, or fishing
Access to agricultural land
Skill acquisition
Hard work, perseverance, or thrift
Access to credit
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Migration
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Other
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Note: Reports views of 60,000 poor people on how they saw their best prospects of escaping poverty.
Source: Narayan and others (2000).

their opportunities and reducing the costs of
inputs they transform. The way microentrepreneurs have benefited from telecommunications liberalization in Bangladesh and
Uganda shows how (chapter 6).
As consumers. Improving the investment
climate reduces the costs of producing and
distributing goods, and stronger competition helps to ensure these benefits flow on
to consumers. Poor people benefit from
lower prices for the goods they consume,
including staples.
In Vietnam, where up to 80 percent of the
poor’s caloric intake comes from rice, lifting
Figure 1.16 Growing economies generate more
jobs—particularly in developing countries
5

Growth in employment

workers, many of them women and many
previously poor.42
A vibrant private sector also contributes to
higher wages. More productive firms, nurtured by a good investment climate, can pay
higher wages and invest more in training
their workers.43 The expansion of firms can
also have knock-on effects, raising the wages
of those in smaller firms as the pool of available workers tightens. Similar patterns are
found in rural areas, with rising nonfarm
employment lifting agricultural wages—with
significant impacts on poverty reduction.44
Improving the investment climate does
more than create jobs and improve living
standards today. It also encourages people to
invest more in their own education and
skills to take advantage of better jobs in the
future. There is thus a two-way link between
skills and jobs, with an improved investment
climate complementing efforts to improve
human development (chapter 7).
Demographic trends underline the
imperative to create more and better jobs in
developing countries. Nearly 3 billion people are under the age of 25 today, 1.5 billion
under 15. In the next 30 years the population in developing countries is expected to
increase by nearly 2 billion people, and 7
out of 8 billion of the world’s people will
live in developing countries. The population of Sub-Saharan Africa, the region with
the most poor people, will double by that
time, even with today’s incidence of
HIV/AIDS.45
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BOX 1.12

Women and the investment climate

During the 1990s, women’s share of the formal labor force increased almost
everywhere—to close to 40 percent worldwide and to at least a third in all regions
except the Middle East and North Africa and
Europe and Central Asia. It has been
estimated that women own between a
quarter and a third of firms. Women run
many multimillion dollar firms that employ
thousands of staff.
But women predominate in the informal economy, particularly in microenterprises or as homeworkers. Some of this
reflects discrimination and the difficulties
women can face obtaining a formal job.
But it can also reflect how children and
other family obligations can make the flexibility of jobs in the informal economy
more attractive. More than 95 percent of
the female nonagricultural labor force
work in the informal sector in Benin, Chad,
and Mali—and more than 80 percent in
Guinea, Kenya, India, and Indonesia.
Higher female labor force participation
tends to result in significantly faster growth
in incomes. For example, it has been

Figure 1.17 The informal economy
is substantial in many developing
countries
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Source: Schneider (2002).
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estimated that higher female participation
rates in the Middle East and North Africa in
the 1990s increased per capita GDP growth
rates by 0.7 percentage points.
Investment climate improvements can
deliver many tangible benefits for women.
In Burkina Faso, where women have more
secure land rights than in many other
African countries, female farmers’ productivity is significantly higher. Providing secure
rights to land in Peru allowed more women
to work outside the home. Removing barriers to competition expands opportunities
for women and other groups that have traditionally suffered from discrimination. A
more competitive economy can also reduce
discrimination in the workplace by increasing the costs to firms of discriminating on
noneconomic grounds.
Source: Black (1999); Ellis (2003); Field (2002);
Grameen Bank website: www.grameeninfo.org; Kabeer (2003); Klasen (1999); Klasen
and Lamanna (2003); Maloney (2004); Narayan
and others (2000); Rama (2002); United Nations
(2000); World Bank (2001g); and World Bank
(2004f ).

fees, taxes, registration permits, and police
checkpoints on internal trade lowered the
price of rice considerably.48 Studies in
Ethiopia, Ghana, Kenya, Mali, South Africa,
and Zambia found that liberalizing food
markets lowered the real prices of food,
with benefits extending to the poor in both
urban and rural areas in these countries.49
Reducing restrictions on secondhand clothing markets, which account for 80 percent
of garment purchases in countries such as
Uganda, can also broaden access to affordable clothing for poorer members of society.50 While food and clothing represent the
vast majority of poor people’s expenditures,
the phenomenon is applicable more
broadly. Lowering barriers to entry by 10
percent has been estimated to reduce the
average price markup by 5.8 percent.51
As users of infrastructure, finance, and property. Many features of a better investment climate raise the living standards of people
directly, whether they work or engage in
entrepreneurial activities or not. Lowering
consumer prices is one example. But improving infrastructure, finance, and property

rights can deliver broad benefits across the
community:
• Improving access to electricity helps
firms—but it also reduces the burden on
women collecting firewood, reduces the
health concerns associated with burning
dung, and helps children study at night.
In the Philippines members of electrified
households attain about two years more
formal education than do members of
unelectrified households. That translates
into higher wage earnings of between
$37 and $47 a month for households
with electricity.52
• Improving roads helps firms get their
goods to market—but it also helps poor
people obtain access to health, education, and other services, and connects
them to other communities (chapter 6).
In Morocco the construction of rural
roads was associated with an increase in
primary school enrollment from 28 percent to 68 percent (see box 6.14).
• Improving the functioning of finance
markets helps firms—but it also allows
poor people to weather family emergencies, improve their homes, and educate
their children (chapter 6).
• Improving security of land rights helps
firms—but it also empowers people and
delivers more tangible benefits. In Peru
granting land titles to city slum dwellers
boosted labor participation rates outside
the home. No longer needing to have
someone stay to guard the home gave
family members additional choices. Better security of title also increased investments in improving housing quality by
17 percent.53
As potential recipients of tax-funded services or transfers. Attacking poverty
involves more than just improving the
investment climate. It also involves efforts
to invest in and empower people, including
public investment in education, health, and
other services. But these services need to be
paid for, and the expansion in economic
activity from a better investment climate
permits increases in the tax revenues to
fund those services and make transfers to
the disadvantaged in society. About 80 per-
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cent of taxes in developing countries are
collected from firms as value added taxes,
corporate taxes, and labor taxes.54 There is a
close relationship between per capita
growth and tax revenues (figure 1.18).
Of course, there are tradeoffs between
raising tax revenues and providing incentives for firms to invest, create jobs, and
expand. Widening the tax base, rather than
increasing rates, minimizes the tradeoffs
(chapter 5). The extent to which the public
spending from a stronger tax base is
directed to services for the poor will depend
on the government and its ability to spend
resources wisely.55 But economic growth
remains the only way to sustainably
increase the public resources to fund such
services and transfers.

Figure 1.18 Rising GDP is associated with rising tax revenues—
expanding the opportunities to fund services for the poor
GDP
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Can investment climate improvements
be made more pro-poor?
Improving the investment climate promises
huge benefits for a society, including the
poor. But can governments fashion their
investment climate improvements in ways
that deliver even deeper reductions in
poverty? Much depends on the part of the
investment climate that is improved. Some
improvements—such as improving macroeconomic stability, reducing corruption,
and dismantling distortionary barriers to
growth—deliver broad benefits across society. Other measures are more focused—
such as addressing regulatory constraints
affecting particular activities or improving
infrastructure in particular locations. In the
latter case governments can influence the
distribution of benefits.
As discussed in chapter 3, there are several options for making investment climate
improvements more pro-poor. One
approach is to focus on improving the
investment climate where poor people live,
which can deliver benefits to poor people in
that location in all of the capacities discussed above. A second approach is to focus
on removing constraints to activities that
poor people benefit from—including as
employees, entrepreneurs, or consumers.
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Source: World Bank (2004k).

The two approaches can also be combined
by focusing on particular activities in particular locations. While the choice of strategy can vary from country to country, the
key point is that pro-poor approaches need
not focus exclusively on addressing the
needs of the smallest firms—they can
encompass a much broader set of firms.

Creating a better investment
climate for everyone
This chapter showed how investment climate improvements are the driving force
for growth and poverty reduction. A good
investment climate is one that is better for
everyone in two dimensions. It benefits
society as a whole, not just firms. And it
expands opportunities for all firms, not just
large or influential firms.
The rest of the Report looks at how governments can create a better investment climate. The next chapter begins by looking at
the important question of why progress in
making investment climate improvements
is often slow and difficult.
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An investment climate that enhances the
opportunities and incentives for firms of all
types to invest productively, create jobs, and
expand is the key to unleashing growth and
reducing poverty. That was the message of
chapter 1—a message now understood by
more governments around the world. But if
a sound investment climate is so beneficial,
and understood to be so by governments,
why are there such large variations in investment climates across and within countries?
Why is progress often slow and difficult?
The government’s role in shaping the
investment climate is traditionally explained
by market failures—or the failure of laissezfaire conditions to achieve efficient social
outcomes. This is the textbook rationale for
most government interventions in the
economy—to provide public goods such as
law and order, to support the provision of
infrastructure, and to regulate firms and
transactions to address information asymmetries, externalities, and monopoly power.
But governments often fail to mitigate market failures—and too often intervene in
ways that make matters even worse. Why?
Clearly, failure to create a sound investment climate is not merely due to lack of
money. Many investment climate improvements place few demands on government
budgets, and the growth unleashed by
reforms contributes to greater tax revenues.
Indeed, considerable oil and mineral wealth
is often associated with a worse rather than
a better investment climate. Nor are poor
investment climates simply a result of a lack
of technical expertise. While the design of
some reforms can require the expertise of
specialists, administering the resulting policies typically demands far less. And the
bookshelves of ministries in most developing countries are lined with reports con-

taining detailed recommendations on how
policies might be improved.
Slow progress in improving the investment climate is better explained by the challenges that arise when governments deal
with a basic tension. Firms are the primary
creators of wealth, and a good investment
climate must respond to their needs. But a
sound investment climate serves society as a
whole, not just firms, and the preferences of
the two can diverge. There can also be differences in the policy preferences and priorities between and even within firms.
Responding to the resulting tension creates
four practical challenges, and the way governments respond to those challenges has a
big impact on investment climates and thus
on growth and poverty:
• Restraining rent-seeking. Investment climate policies are an enticing target for
rent-seeking by firms, officials, and other
interest groups. Corruption can increase
the costs of doing business—and when it
extends to higher echelons of government can lead to deep distortions in policies. Capture, patronage, and clientelism
can also create large distortions, tilting
policies toward some groups at the
expense of others.
• Establishing credibility. Uncertainty about
the future affects whether and how firms
choose to invest. Governments need to
provide clear rules of the game, but
approaches that lack credibility will fail to
elicit the intended investment response,
no matter how well crafted the rule or
how sincere the policy pronouncement.
• Fostering public trust and legitimacy. Firms
and governments do not interact in a vacuum. Trust between market participants
nurtures productive exchange and reduces
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the burden on regulation and contract
enforcement. Public trust and confidence
in markets and firms affect not only the
feasibility of reforms, but, through their
impact on policy sustainability, and hence
credibility, also influence the response of
firms.
• Ensuring policy responses reflect a good
institutional fit. The design of investment climate policies needs to take into
account sources of government failure
and differences in local conditions. Inadequate consideration of questions of
institutional fit can lead to poor or even
perverse results.
These challenges cut across all areas of
investment climate policymaking, from
contract enforcement and business regulation to infrastructure provision and labor
markets, and directly impact on the costs,
risks, and barriers to competition faced by
firms (box 2.1). This chapter looks at the
implications for creating a better investment climate and practical strategies for
moving forward. The main message:
Improvements are certainly possible. But
accelerating and broadening progress
requires governments to go beyond formal
policies and tackle deeper sources of policy
failure.

The basic tension:
Firm preferences or the
public interest?
A half-century ago Charles “Engine Charlie”
Wilson was famously misquoted as claiming, “What’s good for General Motors is
good for the country.”1 Wilson may have
provided grist for a commonly held view of
the firm ever since: as an entity that conflates the public interest with its own, and
only looks at the public interest—if at all—
through a narrow, self-serving lens. It may
be a caricature, but it also highlights the fundamental tension that governments must
confront in creating a better investment climate.
Firms are the generators of wealth and
jobs in society, and an investment climate
that is hostile to firms cannot expect to promote economic growth or reduce poverty.

BOX 2.1

Governance and the investment climate

The opportunities and incentives that
firms face to invest productively, create
jobs, and expand are shaped by the
costs, risks, and barriers to competition
associated with particular investment
opportunities (chapter 1). Governments
influence those factors through a combination of their formal policies in particular areas—stability and security, regulation and taxation, finance and
infrastructure, and workers and labor
markets—and broader governance features.The latter include control of rentseeking, credibility, public trust and
legitimacy, and institutional fit.
Formal policies and broader governance features interact to shape the
investment climate experienced by
firms (see figure). Poor control of rentseeking can influence both the content
and the implementation of formal policies. Weak credibility can undermine
the impact of any formal policy.
Concerns about public trust and legitimacy can impede the implementation
of reforms and undermine the sustainability (and hence credibility) of
policies. Policy interventions that are
not well adapted to local conditions
can also have poor or even perverse
results.Tackling these four broader
sources of policy failure is fundamental
to efforts to create a better investment
climate.

So creating a favorable investment climate
must begin with understanding the perspectives and preferences of firms. Firms exist to
make profits for their owners—something
they’ve done for thousands of years (box
2.2)—and their policy preferences are
guided by that objective. In contrast, government policies need to balance the preferences of firms with broader social objectives.
Governments thus have to understand
where the interests of firms may diverge
from those of the wider society, and must
deal with the implications of differences in
preferences between and within firms.
Stable macroeconomic policy, secure
property rights, reliable infrastructure, and
efficient financial markets benefit firms and
society. But there is potential for great divergence in some areas. Obviously, most firms
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BOX 2.2

Firms in history

Since ancient times people have been striving to increase their opportunities by moving from subsistence to exchange and
investment. As far back as 3000 BCE, business arrangements in Mesopotamia went
beyond simple barter. Sumerian families
who traded along the Euphrates and Tigris
rivers developed contracts that tried to
rationalize property ownership. A thousand
years later the Assyrians developed an early
version of a venture capital fund.
Early predecessors of companies
appeared in Rome by the second Punic War
(218–202 BCE). For much of the Middle Ages
guilds were the most important form of
business organization. In the 16th and 17th
centuries governments and merchants
combined to create chartered companies to
exploit the riches of the New World. While
the mid-20th century saw widespread
experiments with public enterprise, the sub-

sequent disenchantment led to a strong
renaissance of private enterprise.Today the
private sector accounts for the bulk of
investment and the overwhelming majority
of jobs in developing countries.
Private trade and investment are not
only ancient—they are extremely hard to
suppress. Some private investment continues even in Somalia’s war zones, and there is
recent acknowledgment of private enterprise even in North Korea. In the meantime
private activities are becoming more global:
Trade as a share of global GDP rose from 25
percent in 1960 to 57 percent in 2001, and
world flows of foreign direct investment
reached $1.4 trillion in 2000.
Source: Micklethwait and Wooldridge (2003); IMF
(2004);, Bates (2001); Bernstein (1996);Yergin and
Stanislaw (2002);World Bank (1996b); McMillan
(2002); The Economist (2003a); Chinoy (1998);
World Bank (2004k); and UNCTAD (2003i).

would prefer to pay less in taxes—including
taxes required to sustain the public services
they benefit from and to fund other social
objectives. Many firms would prefer to comply with fewer regulations—including those
to safeguard the environment and promote
other important social interests. Most firms
would also welcome access to subsidized
credit—whatever the policy justification or
implications for financial sector development. And most firms would welcome
monopolies or other restrictions on competition to increase their profits and reduce the

BOX 2.3

pressure to innovate and perform efficiently—whatever the consequences for consumers and broader society. Similar tensions can arise in most areas of investment
climate policy.
This is not to suggest that firms are rogues
or bandits. Most individuals would also prefer to pay less in taxes and welcome subsidized loans. Many firms also voluntarily
accept obligations well beyond those required
by law, whether through a sense of philanthropy, as a form of brand differentiation, to
protect their reputation, or to earn the support of their workers and surrounding communities (box 2.3). International economic
integration is increasing pressures on firms to
build and maintain good reputations, but it is
not a new phenomenon: even the infamous
United Fruit Company provided its workers
in Guatemala with schools and hospitals.2
Nor are there always tradeoffs between the
preferences of firms and other social goals,
even in matters of regulation and taxation.
Improving the design and administration of
regulatory or tax systems can reduce the burdens on firms, but can also contribute to better regulatory compliance and higher tax revenues. When regulatory regimes have not
been reviewed in decades, are only partially
enforced, and are used more to extract bribes
than to protect broader social interests—all
too common in many countries—the opportunities for solutions that benefit both firms
and broader society can be huge (chapter 5).

Firms and social responsibility

The debate on firms’ responsibility to social concerns has a long history. Part of it stems from different conceptions of the objectives of firms.The
Anglo-American model focuses primarily on
maximizing shareholder value, though corporate
philanthropy has long been important. European
and Japanese models put more weight on other
stakeholders, especially workers.While there has
been some convergence between models, there
are still debates about the extent to which firms
can—or should—worry about matters other
than wealth creation.
Social obligations are imposed on firms
through taxation and regulation. Some firms
voluntarily accept broader obligations. For
example, multinational firms operating in developing countries often exceed minimal local reg-

ulatory requirements—one study shows that
affiliates of U.S. multinationals pay a wage premium of 40 percent in high-income countries
and 100 to 200 percent of the local average
wage in low-income countries.
It can be hard to distinguish the motives for
these behaviors.At one level it might be perceived
to be in the best interests of the firm, taking a
broad view of reputation and risk.Firms may do it
to protect their interests in a healthy workforce, as
with firms in Africa that are providing HIV/AIDS
drugs to their workers.Others may consider it part
of a brand differentiation strategy, as with dolphinfree tuna, no animal testing for The Body Shop, or
socially conscious mutual funds.
Still other firms are responding to concerns
about reputation. Nike and Disney have worked

to improve working conditions in their plants in
Asia, following criticisms and protests from civil
society. More firms are also adopting codes of
conduct on matters of corporate social responsibility, often based on international norms promoted by civil society groups or international
agencies (chapter 9). For example, about 20
banks worldwide have adopted the Equator
Principles, a voluntary set of guidelines for managing social and environmental issues related to
financing development projects, based on the
policies and guidelines of the World Bank and
International Finance Corporation.
Source: Graham (2000); The Economist (1999, 2002a);
and the Equator Principles Web site (www.equatorprinciples.com).
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The task of balancing the preferences of
firms and broader social interests is complicated by differences in preferences and
priorities between and within firms. Firms
share common perspectives on many
issues, but their interests may diverge on
specific policy questions. This is most
apparent when considering proposals to
reduce barriers to competition. Proposals
to lower barriers will typically be resisted
by protected firms, but would benefit firms
(and others) that rely on products from the
protected sector as inputs. For example, it
has been estimated that restrictions on steel
imports into the United States in 2002 cost

BOX 2.4

firms relying on steel as an input two-anda-half times the benefits to local steel producers.3 Similarly, proposals to develop a
bond market may be resisted by banks that
prefer less competition in debt markets, but
be welcomed by industrial firms.4 Conflicts
can also arise over the structure of taxation,
the detailed design of particular regulatory
regimes, or the priority given to infrastructure development in different locations.
Even when engaged in the same activity in
the same location, firms of different types
can face different constraints, leading to
different policy preferences and priorities
(box 2.4).

How do firm differences affect their policy preferences and priorities?

Investment climate policymaking is complicated
by differences in the preferences and priorities
of firms.Those differences can be seen along
multiple dimensions: the extent to which the
firm’s activity is labor- or capital-intensive; the
extent to which the firm serves local or export
markets, or is otherwise exposed to
international competition; the firm’s specific
location within a country; and a range of other
factors particular to each industry or firm. Preferences and priorities can also differ along four
broader dimensions.
Foreign and local firms. Foreign firms still
face many regulatory barriers intended to protect local firms, and foreign firms may be more
vulnerable to expropriation. Foreign firms tend
to be less constrained in their access to financing than local firms, may be able to relocate
more easily in response to adverse changes in
the investment climate, and may have more

options for dispute resolution. Foreign firms
also often place more priority on
infrastructure—in part reflecting more sophisticated production methods and a greater
propensity to export.
Large and small firms. Fixed costs tend to
impose a disproportionate burden on smaller
firms, as with license or permit fees and even
bribes. Evidence from the Investment Climate
Surveys indicates that bribe payments as a share
of sales are 50 percent larger for small firms.
Large firms may make higher payments, but the
burden on them may be smaller. When unreliable power supply requires firms to have their
own generators, this cost can also be greater for
smaller firms.This means that smaller firms
stand to benefit more from broadly based
investment climate improvements than larger
firms. Smaller firms also tend to have greater difficulty getting finance than larger firms and

Formal and informal firms have different perspectives
Informal

Formal

Policy uncertainty
Cost & access to finance
Electricity
Access to land

tend to pay higher interest rates—survey data
show that small firms are 50 percent more likely
to see this as a major or severe constraint. Larger
firms are more likely to have a bank loan, reflecting the advantages of having a track record and
holding more assets that can be pledged as collateral. So improving the operation of financial
markets will often be a higher priority for small
firms.
Formal and informal firms. Informal activities
account for more than half of economic activity
in many developing countries. Although firms in
the informal economy operate free of many tax
and regulatory requirements, they have less
secure property rights and more difficulty getting public services and obtaining financing at
reasonable cost (see figure). In Peru the nominal
borrowing rate for informal firms was found to
be more than four times that of formal firms of
similar size. Noncompliance with taxes and regulations can also make them easy targets for
bribes or bureaucratic harassment.
Rural and urban firms. Remoteness and lower
population densities increase the cost of providing infrastructure and other public services in
rural areas. Access to finance is also often more
of a constraint. Informal firms in rural areas can
face even more constraints than their peers in
urban areas. For example, in Cambodia informal
rural firms reported greater concerns about
infrastructure and finance than informal urban
firms.They also had greater concerns about corruption, crime, and policy uncertainty.

Transportation
0
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Percent of firms reporting constraints

Note: Share of firms reporting issue as a major or severe constraint.
Source: World Bank Investment Climate Surveys, WDR Surveys of Micro and Informal Firms.
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Source: World Bank Investment Climate Surveys;
WDR Surveys of Micro and Informal Firms; HallwardDriemeier and Stone (2004); Hallward-Driemeier
and Stewart (2004); Schneider (2002); and de Soto
(2000).
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Within firms, owners, managers, and
employees share some common interests
but conflict on others. Recent scandals
involving Enron and Parmalat highlight the
potential for conflicts between the interests
of management and other shareholders
(chapter 6). There are also tensions between
owners and workers over wages, benefits,
and employment protection. For owners,
lower labor costs and greater flexibility in
hiring and firing workers have many benefits. Workers, of course, prefer higher wages
and more job protection. While regulations
that make it harder to fire workers are often
seen as favoring workers over employers,
the cost of meeting those regulations is
often passed on to existing workers
(through lower wages) and to the unemployed. Some workers may benefit, but
there are often subgroups with different
interests (chapter 7).
These differences mean that there is no
single vision of an ideal investment climate.
Governments need to arbitrate between rival
claims. Like other interest groups, firms are
not passive in this process and are often prepared to devote resources to obtain favorable
policy treatment. Lobbying is an ancient art,
and regulated firms have a long history of
trying to win favorable treatment from their
regulators.5
Managing the tension that can arise
between firm preferences and broader social
interests gives rise to four practical challenges
for investment climate improvement:
Table 2.1 Bribes vary by firm size, sector, and region
Firms
reporting bribes
%

Bribes as
share of sales
%

Formal sector firms
Micro (<10 employees)
Small (10–19)
Medium (20–49)
Large (50–249)
Very large (250+)

55.5
49.9
56.7
57.6
58.5
55.7

3.9
4.4
4.8
4.0
3.4
3.0

Informal sector firms
Small (<10 employees)
Large (10+)

27.4
25.5
49.1

8.6
8.5
9.3

Central and Eastern Europe
Sub-Saharan Africa
Commonwealth of Independent States
East Asia and Pacific
Latin America and the Caribbean
South Asia

43.1
50.0
51.0
59.1
68.8
74.2

2.8
5.2
3.4
4.2
7.0
3.2

Source: World Bank Investment Climate Surveys, and WDR Surveys of Micro and Informal Firms.

•
•
•
•

Restraining rent-seeking
Establishing credibility
Fostering public trust and legitimacy
Ensuring that policy responses reflect a
good institutional fit.

Restraining rent-seeking
When asked why he robbed banks, Willie
Sutton was reported to have replied, “That’s
where the money is.”6 In a similar way,
investment climate policymaking can act as
a magnet for rent-seeking by firms, officials,
and other interests.
Firms, officials, and other groups have
incentives to manipulate the design or
implementation of investment climate policies to advance their private interests. Corruption and outright predation are the
most glaring examples, but rent-seeking can
also include more subtle forms that do not
involve the breaking of laws or the exchange
of cash. Capture and patron-clientelism can
also undermine the development of a
sound investment climate.

Corruption and predation
Corruption—the exploitation of public
office for private gain—can harm the investment climate in several ways.7 When it infects
the highest levels of government, it can distort policymaking on a grand scale and
undermine the credibility of government.
Even when played out through officials at
lower echelons of government, corruption
can be a tax on entrepreneurial activity, divert
resources from the public coffers, and create a
constituency for erecting or maintaining
unnecessary red tape. The Investment Climate Surveys show that the majority of firms
in developing countries expect to pay bribes.
They also show how corruption can vary by
firm size and by region (table 2.1), and how
the main locus of bribe-taking can vary
between countries (figure 2.1).
Corruption manifests itself as a public
sector phenomenon. Typically, firms, consumers, or other groups make payments to
politicians or public officials in return for
favorable decisions—whether a high-level
policy decision or a more mundane matter,
such as getting a connection to utilities, clearing goods through customs, or registering a
business. Unlike most production, corrup-
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Figure 2.1 The main locus of bribe-taking can vary
BOX 2.5
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Note: Countries selected to illustrate variations. “Other” includes
construction permits and government contracts.
Source: World Bank Investment Climate Surveys.

tion is subject to increasing returns: an
increase in rent-seeking activity may make
corruption more attractive, not less.8 So high
levels of corruption can be sustainable, and
divert energy from more productive activity.
No country can claim to be immune from the
problem. In the extreme, a “predatory” state
consumes the surpluses of the economy, as
government offices come to be treated as
income-generating property (box 2.5).
Rent-seeking behavior can be especially
pronounced in countries that have a highlevel of dependence on exports of minerals,
oil, or other natural resources. While many
of today’s successful economies—including
Australia, Chile, and Norway—prospered in
part through natural resource endowments,
dependence on natural resources has been
more of a curse than a blessing for many
developing countries (box 2.6).
Corruption can be traced to a combination of three basic factors: monopoly
power, discretionary authority, and inadequate accountability for the exercise of that
authority. As Klitgaard put it
[C]orruption is a crime of calculation, not
passion. True, there are saints who resist all
temptations, and honest officials who resist
most. But when the size of the bribe is large,
the chance of being caught small, and the
penalty if caught meager, many officials will
succumb.9

The predation of Gécamines in Mobutu’s Zaïre

At independence the Democratic Republic of
Congo’s main asset was nothing less than a
horn of plenty—a 300-kilometer-long, 70kilometer-wide mining complex (Union
Minière du Haut Katanga), renamed
Gécamines after its nationalization in 1966.
The Belgians had left behind a supporting
network of refineries, hydroelectric installations, employee housing, schools, and hospitals.The company provided 70 percent of the
country’s export receipts.
The war in Katanga (formerly Shaba)
province contributed to an initial collapse of
output, but by the late 1960s Gécamines had
recovered. So important was the mine to the
nation’s economy that then-President
Mobutu had a power line connected from
the mine to electricity generators 1,800 kilometers to the north in Kinshasa as a way of
forever tying the mines to the capital.The
Inga-Shaba line bypassed thousands of electricity-starved villages, as well as local dams
that might have supplied power to the mine
more easily.
In the early 1970s the complex was producing between 400,000 and 700,000 metric
tons of copper and between 10,000 and
18,000 metric tons of cobalt a year, securing
annual revenues between $700 million and
$900 million. For Mobutu, Gécamines was a

BOX 2.6

source of ready cash. Supported by a coterie
of foreign bankers, he used diverse schemes
to strip the company, ranging from diverting
foreign exchange receipts to presidential
accounts, to forward selling of minerals with
the proceeds going to the presidency. Not all
the proceeds went solely to the president’s
personal account. Gécamines also
guaranteed state debts and covered personal
expenses of top executives and their families.
According to one outside audit, officials were
stealing around $240 million a year, often
listed in corporate reports under the category
redressment exceptionnel déficitaire—”exceptional deficit recovery.”
These practices starved the company of
any earnings,led to the deterioration of its
fixed assets,and when copper prices collapsed
in 1974,sped the company’s demise.By 1990
Zairean copper cost twice as much to produce
as its foreign equivalent.In 1994 production
dropped to 30,600 metric tons of copper and
3,000 metric tons of cobalt a year,with zero
revenues.According to some estimates,in
order to restore annual production to 300,000
metric tons a new investor would need to
inject around $3 billion,including $2 billion
just to absorb the company’s debts.
Source: Wrong (2001).

Natural resource endowments: Blessing or curse?

In principle an abundance of natural
resources such as minerals or oil should be
a valuable asset in creating a modern, prosperous economy. Certainly many of today’s
successful economies have been able to
leverage these assets to their advantage.
But in many developing countries substantial endowments of natural resources often
seem more like a curse than a blessing.
A wealth of natural resources can have
several adverse consequences.When the
discovery of natural resources attracts significant capital inflows, the value of the
national currency can appreciate, making
non-resource exports less competitive—the
so-called “Dutch disease.” Heavy reliance on
resource exports can also expose an economy to the vicissitudes of international commodity price movements. But the impact on
governance can be far more harmful.The
potential to exploit natural resources can
prompt more intense rent-seeking behavior
by politicians and others, diverting attention
from more productive activities. In the
extreme, competition over access to the
rents from natural resources can lead to, or
perpetuate, civil war.When governments

rely heavily on revenues from such
resources there are also weak incentives to
develop a broad tax base or consistent and
non-arbitrary tax policies. Far from being a
benefit to the state, relief from needing
effective local tax laws and administration
can lead to unaccountable, inefficient, and
uninformed government.
How have some countries been able to
capitalize on resource endowments without
succumbing to the resource curse? Historical
and contemporary evidence suggests several possibilities. It helps if natural resources
do not dominate the local economy, and if
resource extraction is not dominated by
monopolies. It also helps if governments are
held accountable for their behavior through
political competition and an informed population. Efforts to create a better investment
climate for firms outside the resource sector
can also play an important role by helping to
diversify the economy and so reduce dependence on natural resources.
Source: Stijns (2000); Tornell and Lane (1999);
Levi (1988); Sachs and Warner (2001); Leite and
Weidmann (1999); Ross (2001); Chaudhry
(1997); and Moore (1998).
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Procedures to start a business

Figure 2.2 More business start-up procedures
increase both delays and corruption
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Note: 133 countries are grouped by average number of procedures
needed to start a business in each country. Number of days
required to start a business and level of corruption are then averaged according to the number of procedures needed to start a
business across those groups of countries. Corruption is a
weighted average of multiple indicators of corruption, taken from
Kaufmann, Kraay, and Mastruzzi (2003), and normalized by sample
maximum and minimum.
Source: World Bank (2004b) and Kaufmann, Kraay, and Mastruzzi
(2003).

Strategies for tackling corruption focus
on the same three points. The scope of
monopoly power can be reduced in several
ways. Competition can be facilitated wherever possible, and government interventions that lack a compelling policy justification can be eliminated. Firm surveys

BOX 2.7

Combating corruption in Botswana and
Lithuania

In 1974 Hong Kong established a threepronged anticorruption strategy focused on
investigation, prevention, and education,
implemented by the autonomous Commission against Corruption. Drawing
inspiration from its success, similar
initiatives have been adopted in countries
as diverse as Botswana and Lithuania.
Botswana. Following a series of highlevel corruption scandals, Botswana created
a Directorate of Corruption and Economic
Crime in 1994 with powers to investigate
and prosecute suspects, prevent corruption,
and educate the public.The directorate is an
autonomous agency under the Office of the
President. In its first two years of operation, it
launched 828 investigations, bringing 141

persons before the court and recovering
approximately $1 million in fines, forfeitures,
seizures, and taxes. It has sustained an active
publicity campaign through seminars,
poster campaigns, displays at trade exhibitions, and cartoon strips, as part of the moral
education of the young.
Lithuania. In 1997 Lithuania established a
Special Investigation Service that reports to
the president and the parliament.The number
of prosecutions for bribe-taking increased
sevenfold between 1997 and 2002 (from 10 a
year to 73), and the cases of prosecution for
abuse of office, from 2 in 1997 to 19 in 2002.
Source: Open Society Institute (2002); Fombad
(1999); and Doig and Riley (1998).

confirm that bribe payments are higher
when dealings with officials cannot be
avoided.10 Evidence suggests that countries
with more interventionist approaches to
business regulation also tend to have more
corruption (figure 2.2).
Where intervention is justified, the scope
for bureaucratic discretion can be limited by
reducing unnecessary ambiguity or vagueness in government policies and regulations,
by promptly publishing implementing regulations, and by promoting adherence to
precedent by publishing administrative
decisions and rulings (chapter 5).
The third and complementary strategy is
to enhance accountability for the exercise of
public authority. Political competition can
play an important role in holding governments responsible for their results and for
their behaviors. But experience shows that
more is required. Enhancing the transparency of government-firm transactions is
one of the most promising strategies, and
has become an increasing focus of efforts to
address corruption worldwide. A free press
also plays a critical role in monitoring governments and informing citizens, helping to
keep potential abuses in check.11 A growing
number of countries are also creating specialist bodies to investigate and prosecute
corruption and lead broader prevention
strategies (box 2.7).
Developing clear standards of public
conduct and conflict-of-interest laws for the
civil service can constrain discretion and
influence social norms within an agency.
Providing protections to whistleblowers can
reinforce those norms and complement
other monitoring mechanisms.12 Low
salaries in the civil service are often believed
to contribute to corruption, but the relationship can be complex. Certainly civil service salaries are less likely to influence largescale corruption at higher echelons of
government, which can be particularly
destructive to the investment climate and to
society generally. And while studies suggest
that increasing salaries for lower-level officials might reduce the incidence of smallerscale corruption, this will not always be a
feasible or cost-effective strategy.13 So, while
improving civil service wages and conditions can be an important part of improv-
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ing the quality and professionalism of the
civil service, merely increasing salaries does
not substitute for broader efforts to limit
monopoly power, curb discretion, and
enhance accountability.

Capture and patron-clientelism
Investment climate policies can be distorted
by rent-seeking in forms that do not involve
breaking laws or direct exchanges of cash.
Industrial-financial elites, workers, consumers, and other groups influence policymaking to very different degrees in different
settings. When one group has disproportionate influence, the design or implementation of policies can be skewed in their favor
at the expense of society as a whole in ways
that establish long-lasting privileges for that
group. There are two related phenomena:
capture and patron-clientelism.
Capture. Firms and other groups can skew
policies in their favor by formal or informal
lobbying, controlling access to information,
or a variety of other strategies. It has long
been recognized that regulatory agencies are
vulnerable to becoming “captured” by the
industries they are charged with regulating,
and so promote the interests of the industry
rather than those of the broader public.14
The concept of “state capture” has more
recently been used to describe how firms
and other groups can shape the formation
of laws and policies (as opposed to their
implementation) through informal and
opaque channels of influence—by controlling the policy agenda or by changing the
basic nature of representation and constitutional design.15 Firms or other groups most
directly affected by particular laws or policies will have stronger incentives to invest in
influencing policy than consumers and
other groups, and usually also face fewer
logistical difficulties in framing a coordinated view. These groups often also have
superior access to information and technical
expertise than legislators, regulators, or others affected by the policy decision.
Patron-clientelism. Under conditions of
capture, it is usually the private interest
group that derives benefits. But politicians
and officials also have incentives to exploit

relationships with private interests. In societies with democratic forms of government,
elected representatives make policy in the
interests of their constituents in exchange
for political support. This is a necessary
part of ensuring the accountability and
responsiveness of policymakers to their citizens. But representative government can
devolve into patron–clientelism when policymakers distribute policy privileges to particular groups on the basis of ethnic or cultural solidarity or political support, often at
the expense of society as a whole. The problems can be even worse in dictatorships,
where leaders still need to curry favor with
particular groups, but are subject to fewer
constraints.16
Investment climate policymaking presents myriad opportunities for granting
benefits to, and redistributing resources
toward, favored groups. Policies that would
benefit the investment climate may not be
implemented because they cannot reward
loyalty and strengthen ties between patrons
and clients.17 The result: property rights, tax,
and regulatory regimes are designed with
specific constituencies in mind. Governments suppress competition by conferring
monopolies, devising market restrictions, or
tolerating cartels. Tax systems become riddled with special exemptions—or are
enforced selectively. Financial markets are
underdeveloped because governments help
middlemen maintain their stranglehold on
the allocation of funds. Public investment in
infrastructure and related tariff policies are
designed to reward favored groups.18
Patron-clientelism can be exacerbated in
polarized and fragmented societies, where
politicians use their authority to benefit their
particular constituencies. Governments with
low credibility in the eyes of the public as a
whole may also resort more to clientelistic
approaches to buy support from particular
groups.19 Unequal access to information can
have an even more pervasive impact on
clientelism. Citizens may want leaders who
will implement policies that benefit society
as a whole rather than favor particular
groups, but they cannot always tell the difference—particularly when governments use
less transparent forms of intervention (box
2.8). Uninformed voters are more likely to
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BOX 2.8

The form of intervention: How many cheers for transparency?

Governments wishing to confer benefits on a
particular group can choose between two main
strategies.They can make an explicit budgetary
transfer, or they can create a market restriction
or provide other forms of less transparent support.
From an economic standpoint, the first
approach is more efficient.The costs are borne
by taxpayers in general. And when the tax system is reasonably efficient, those costs are usually of the same order of magnitude as the benefit. Market restrictions, by contrast, impose the
costs on a subcategory of society (typically con-

sumers), and those costs usually far exceed the
benefits received. For example, restrictions on
the import of steel in the United States in 2002
were estimated to deliver benefits to the
protected industry of $240 million, but impose
costs on U.S. steel-using industries of nearly
$600 million. Market restrictions also create
additional costs for society by dulling the incentives of the protected group to innovate and
improve productivity.
Why do governments so frequently choose
the less efficient option? One possible explanation is that they lack the budget resources to

support or oppose policies based on crude,
visible criteria—for example, whether the
economy seems to be prospering or whether
new highways are being built.20 In many
countries—rich and poor—public investFigure 2.3 More influential firms face fewer constraints
Most influential
firms

Least influential
firms

Telecommunications
Transportation
Access to land
Crime
Electricity
Labor regulations
Licenses and permits
Legal system
Customs and trade regulations
Access to financing
Corruption
Tax administration
Policy uncertainty
Tax rates
0

10
20
Percent of firms reporting constraint
to be a “severe” or “major” obstacle

30

Note: Percentages based on simulations controlling for country, firm size, and sector. “Influence” is measured as the difference, as perceived by firms, between their own ability to influence national policies and legislation and the ability of
other domestic firms to do so. Figure shows responses for those firms regarding themselves as most and least influential.
Source: Desai (2004), drawing on World Bank Investment Climate Surveys.

make direct transfers.This is not always the case,
however, and an explicit tax rebate could often
achieve similar results. A more common explanation is that the less efficient approach is more
appealing politically.The transfer is not
transparent. It is usually not exposed to the
same level of scrutiny as a budgeted item. And
consumers or others are often not in a position
to evaluate the magnitude of the costs being
imposed on them.
Source: Tullock (1983); Acemoglu, Johnson, and
Robinson (2001); Hufbauer and Goodrich (2003b).

ment projects and targeted tax breaks tend to
proliferate as elections approach.21
There is some evidence to suggest that
the more widespread the direct personal
connections between owners of firms and
politicians, the poorer the quality of a country’s investment climate.22 These connections can yield substantial benefits to firms
and politicians alike, creating incentives for
both parties to invest in such relationships.
It has been estimated that as much as a
quarter of the share value of Indonesian
firms before 1998 could be attributed to
dependence on the Suharto family.23
The Bank’s surveys confirm that firms
that are part of the favored circle tend to
face a more attractive policy environment
than other firms (figure 2.3). The evidence
also suggests that more influential firms are
likely to innovate less (figure 2.4).24 One
interpretation is that a more challenging
environment is more conducive to innovation. More likely, perhaps, the favored firms
are more concerned with maintaining their
influence and enjoying the resulting benefits than focusing on improving their productivity.
Every society faces the challenge of creating governance arrangements that can
accommodate a spectrum of interests while
preventing the formation of undue or illicit
influence by any particular group to the
detriment of others. Three complementary
strategies can help:
• Enhancing the transparency of government-firm relations. Regulatory arrangements can be designed and administered
in ways that facilitate public scrutiny,

04_WDR_Ch02.qxd

8/24/04

10:33 AM

Page 45

Confronting the underlying challenges

• Broadening policy dialogues. Investment
climate policymaking affects a broad
range of interests—not just those of
large or influential firms. Creating an
investment climate that benefits everyone requires processes to ensure this
fuller set of interests is heard, including
representatives of consumers and
smaller firms. Business associations can
sometimes give smaller firms more of a
voice in policymaking (box 2.9). Many
governments are also establishing dedicated consultative mechanisms to
broaden the dialogue on investment climate issues (chapter 3).
• Strengthening accountability mechanisms.
Strong and competitive legislatures can
permit disenfranchised groups to challenge the authority and privilege of
incumbents, and make it more difficult
for executive branch officials to deliver
clientelistic policies (figure 2.5).26
Expanding legislative authority over
budgetary matters and strengthening
oversight of regulators reduces the preferentialism in taxation and the prevalence of regulatory capture.27 A free and
independent media can make the public
aware of the costs of clientelistic practices and reinforce accountability
through the ballot box.

Establishing credibility
Firms do not make decisions based on the
formal content of laws, regulations, or policy statements alone. Because investment
decisions are forward looking, firms need to
assess the likelihood of those policies actually being implemented and sustained over

Figure 2.4 More influential firms innovate less
0
Percentage decrease in probability
of undertaking activity

including through use of regulatory
impact assessments (chapter 3). The disclosure of budgetary or quasi-budgetary
support provided to firms or industries
can be mandated. Government procurement practices can be made open and
competitive. “Sunshine laws” can require
certain government decisions to be preceded by opportunities for public comment and for public access to certain
records. No less important, the disclosure of funding for political parties can
be mandated.25
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Note: Percentage decrease is relative to firms’ regarding themselves as least influential. The findings are based on simulations controlling for country, firm size, and sector. “Influence” is measured as the difference, as perceived by firms, between their
own ability to influence national policies and legislation and the ability of other
domestic firms to do so.
Source: Desai (2004), drawing on World Bank Investment Climate Surveys.

the life of their proposed investment.
Addressing firms’ concerns about uncertainty, and building policy credibility, are
fundamental to creating a better investment
climate.

The central role of uncertainty
Uncertainty plays a central role in investment decisions. Because those decisions are
forward looking, with the bulk of costs

BOX 2.9

Business associations and the investment
climate

Business associations can lower the costs of
information and help firms seek opportunities
and make transactions in new markets.They
can be economywide, or “peak”associations,
such as confederations of industry, manufacturers’associations, and entrepreneurs’associations.They can also be sectoral lobbies.
In some cases business associations consolidate the influence of already powerful
groups.The Thai Bankers’Association,for
example,represents 13 banks,four of which
control more than two-thirds of Thailand’s
banking assets.But business associations can
also help to broaden the dialogue on investment climate policy issues,giving voice to
firms that might not otherwise be heard.In
India,for example,the Self-Employed Women’s

Association represents the policy concerns of
more than 300,000 members working in the
informal economy.
Experience suggests that business associations are more likely to contribute to a
sound investment climate when:
• They are free of state influence and not
reliant on governments for resources,
capital, or personnel.
• They are unaffected by endemic sectarian divisions.
• They have a broad constituency.
• They exercise their influence through formal, transparent channels.
Source: Maxfield and Schneider (1997), and
Recanatini and Ryterman (2001).
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Figure 2.5 Cronyism is reduced by greater
accountability—and legislatures play an especially
important role
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Electricity 2%
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legislature
Ineffective or
nonexistent
legislature

2.0

1.5
Crony bias

Figure 2.6 Policy uncertainty dominates the
investment climate concerns of firms

Policy
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Voice and accountability
Notes: “Crony bias” (vertical axis) is the difference between perceived influence of firms with political ties and influence of business associations, based on WEF Executive Opinion Surveys.
“Voice and accountability” (horizontal axis) reflects various mechanisms to hold governments accountable, based on Kaufmann,
Kraay, and Mastruzzi (2003). Measures of legislative effectiveness
are based on Banks (2001). Crony bias based on predicted values.
Source: Kaufmann (2003); Banks (2001).

borne upfront and the potential benefits
spread over time, there is always uncertainty
about what the benefits will actually be—
because of uncertainties about the way consumers or competitors will respond, about
the broader economic outlook, and about
how government policies may evolve. The
Investment Climate Surveys show that
firms in developing countries rate policy

BOX 2.10

Reducing policy uncertainty to stimulate
investment

Lowering interest rates is often proposed as
the best way to spur investment. Interest
rates affect investment decisions because
they are a measure of the opportunity cost of
the resources dedicated to the project—that
is, the return these resources could otherwise
have earned.They affect the cost of borrowing by firms and the returns that equity
investors look for. As interest rates fall, investment should rise because the expected benefits now need to clear a lower value.
But many empirical studies have failed
to find a significant relationship between
interest rates and investment rates. Real
options theory helps explain why. With
uncertainty and irreversible costs, the
importance of interest rates in investment

diminishes.True, lower interest rates give
greater weight to the future and thus the
expected stream of benefits, but they also
increase the value of waiting.The overall
effect is thus weak or even ambiguous.
Research finds that reducing the sources of
uncertainty about future profits—or about
the likely future path of interest rates—has
more important effects on investment than
does the current level of interest rates.
Reducing unnecessary uncertainty, including that about government policy, is thus
likely to be the better approach to stimulating investment.
Source: Blanchard (1986); Caballero (1999); and
Dixit and Pindyck (1994).

Note: Share of countries where firms report issue as top constraint
in surveys of 48 countries.
Source: World Bank Investment Climate Surveys.

uncertainty as their dominant concern
among investment climate constraints (figure 2.6).
Concerns about policy uncertainty can
stem from vagueness or ambiguity in current policies and laws. But no matter how
well-defined current policies may be on
paper, there may still be concerns about
how they will be implemented in practice or
evolve over time. The latter concerns reflect
on the credibility of governments and their
policies, including the ability of governments to deliver what is promised.
The impact of policy uncertainty on
investment decisions varies along several
dimensions. The nature of the investment
obviously matters. While all investments
involve up-front costs, some can be reversed
more easily than others. The less reversible an
investment, and the greater the firm’s vulnerability to uncertain future changes, the
greater the value in waiting to see if the
uncertainty is resolved before investing.28 For
example, firms in Ghana and Uganda were
more likely to increase their hurdle rate of
return as uncertainty increased, and uncertainty had a more negative effect on firms
with less reversible investments.29 Uncertainty and irreversible investments imply that
reductions in uncertainty, rather than
changes in interest rates, may be more effective in influencing investment (box 2.10).
Beyond issues of reversibility, some
investments are more sensitive to policy
changes than others. Investments in heavily
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regulated sectors such as infrastructure can
be especially sensitive to policy uncertainty
because the profitability of the venture is
often determined directly by government
regulation. For example, Hungary’s initial
attempt to involve private investment in its
energy sector—before defining the policy
and regulatory framework—attracted few
bids and the tender was aborted in 1993.
Two years later, with a clearer regulatory
framework in place, it attracted bids of
nearly $2 billion.30
Firms also differ in their ability to cope
with risks. Larger firms will typically have
more opportunities to diversify risk than
smaller firms, and multinational firms can
diversify country-specific risks across several
countries. While firms in the informal economy are usually less constrained by regulation than their counterparts in the formal
economy—and so may be less concerned
about the risk of policy changes—they usually also have fewer opportunities to diversify or manage such risks. Reflecting this, the
Bank’s surveys show that policy uncertainty
is still a significant concern to firms in the
informal economy (figure 2.7).
Access to information influences how
firms respond to uncertainty. Constrained
access to information can lead firms to
herd—basing decisions on how other firms
are seen to be responding. Enhancing the
transparency of government policies has
also been found to increase the level of
international investment.31
Uncertainty, credibility, and information
go a long way toward explaining some of the
apparent mysteries of firm behavior—what
Keynes referred to as “animal spirits.”32 But
firm responses can also be conditioned by
other factors. Ultimately, the way firms
respond to uncertainty is shaped by their
confidence in the future, and some firms will
be more optimistic than others. Attitudes
toward risk can also vary depending on the
entrepreneurial characteristics of individuals
and the firms they own and manage—and
possibly across societies as well (box 2.11).
Recent work in behavioral economics and
psychology provides some additional
insights, suggesting that people are not as
rational as traditional theories assumed. For
example, people tend to be loss-averse—will-

Figure 2.7 Policy uncertainty is a concern for informal firms as well
Informal sector firms
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Note: Based on responses in 11 countries where surveys of informal firms were undertaken.
Source: World Bank Investment Climate Survey and WDR Surveys of Micro and Informal Firms.

ing to accept more risk to avoid a loss than to
realize a gain of the same size. There can also
be an endowment effect—placing greater
value on something already owned just
because it is owned. Anchoring can also
interfere with judgment—people place disproportionate weight on recent experiences,
particularly their own, rather than on longer
historical trends. Conservatism can have the
same effect—slowing the response to changes
in trends.33 These phenomena influence the
BOX 2.11

Entrepreneurship and uncertainty

Entrepreneurship—or attitudes toward
innovation, pro-activity, and risk-taking—
influences the way individuals and firms
respond to uncertainty, including policy
uncertainty, when assessing investment
opportunities.
Despite difficulties in measurement, it is
generally accepted that the personal characteristics that make up entrepreneurship
are not distributed equally in any given
society—some individuals and firms are
less daunted by risk and uncertainty than
others.There may also be differences
between societies. Studies exploring this
question often focus on the incidence of
new business registration or self-employment, which may not be reliable indicators
when applied to developing countries with
significant informal economies and fewer
alternatives to self-employment. But several

authors have argued that some countries in
Africa may exhibit relatively low levels of
entrepreneurship.
If this is true, and has adverse implications for investment and growth, the question is whether such attributes are deeply
ingrained or are responsive to government
policies that shape the investment climate.
The evidence supports the second view,
indicating that the incentives provided by
government policies and behaviors can
have a big impact on observed levels of
entrepreneurship in any society.
Source: Covin and Slevin (1989); EtoungaManguelle (2000); Hart (2003); Hofstede (1984);
Iyigun and Rodrik (2003); Lee and Peterson
(2000); Lumpkin and Dess (1996); McGrath,
MacMillan, and Scheinberg (1992); Miller
(1983); Miller and Friesen (1982); Porter (2000);
Reynolds and others (2004); and Wild (1997).
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Figure 2.8 Firms are more likely to invest when the
policies are perceived to be credible

percent (figure 2.9). The impact of uncertainty can increase more than proportionately, so large sources of uncertainty can be
especially damaging.35
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Note: The figure plots firms’ predicted probabilities that they have
increased investment in the past year against a measure of credibility. Credibility perceptions score is derived from principal components analysis of firm responses to questions of policy
predictability, consistency, and enforcement, with higher scores
meaning greater credibility. Data points represent average probabilities for each credibility score. Probability of new investment is
based on predicted probabilities generated from a logistic regression controlling for firm size, industry, and region.
Source: World Bank: World Business Environment Survey database.

Figure 2.9 Improving policy
predictability can increase the
probability of new investment by over
30 percent
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Note: Percentage increase is relative to firms
reporting no improvement in predictability. Simulations based on firm responses to survey, with
80 countries, controlling for region, firm size,
and sector.
Source: World Bank World Business Environment Survey.

way firms respond to government policies,
but do not undermine the fundamental roles
of uncertainty, credibility, and information.
Uncertainty, including that stemming
from credibility concerns, can impact
investment decisions in various ways. Firms
may demand higher rates of return to compensate for the extra risk involved—resulting in less investment at higher prices. They
may shorten their planning horizon, thus
influencing the level and form of investment, the choice of technology, and the
willingness to train workers. They may pursue various risk management strategies,
from buying insurance to cultivating personal relations with political leaders. They
may use an initial limited investment to
elicit more information—about the opportunity, or about the reliability of government policies—before committing to a
larger or less reversible investment.34 Or
firms may simply refuse to invest at all.
Firm-level surveys confirm that firms are
more likely to invest when policies are
regarded as credible (figure 2.8). The surveys also show that improving policy predictability can increase the probability of
making new investments by more than 30

Improving the clarity of existing policies
and regulations, and managing changes to
those policies and regulations in ways that
minimize unnecessary uncertainty for firms,
are relatively straightforward (chapter 5).
Addressing concerns about how policies will
be implemented or will evolve over time can
have an even bigger impact (box 2.12)—but
is also more challenging. The credibility of
investment climate policies can be undermined by many factors. A recent track
record of political or macroeconomic instability does not help—creating a special burden for governments seeking to rehabilitate
the reputations of their countries.36 The
credibility of a government’s policies may
also be in doubt if there are questions about
its willingness or ability to enforce its stated
policies, or to sustain them over time.
To some degree the ability of government
to achieve greater policy credibility is
bounded by the broader polity and social
consensus. Normal, constitutionally based
turnover in government does not preclude a
government from making credible commitments. Indeed, even frequent changes in government may not undermine policy credibility when there is a broad consensus for a
particular policy direction. For example,
Estonia and Latvia have each aggressively
pursued investment climate improvements
since independence in the early 1990s,
notwithstanding having each had 12 changes
in governments during that time. Replacing
policymakers can even improve credibility
when the new leaders are considered more
likely to honor policy commitments. But
instability manifested through frequent shifts
in policy direction can demolish credibility.
All governments face the challenge of
committing today to policy actions in the
future, particularly when it is understood
that circumstances and incentives can
change. Some policy flexibility is essential to
adjust to changing circumstances. But unrestrained governments too often succumb to
the appeal of short-run political goals that
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BOX 2.12

The power of credibility

Policy credibility plays a powerful role in the
investment climate, influencing the level of
firms’ response to any given set of policies.
One can think of the main dimensions of
the investment climate influenced by government policies and behaviors—costs, risks, and
barriers to competition—as ranging from zero
to very high levels. At zero, costs and risks are
minimal and firms face no barriers to competi-

Social benefits

A

High credibility
B′
B

Low credibility

0

Social
optimum

Status
quo
Barriers

leave society as a whole worse off. Examples
abound, from printing money to finance
profligate public spending to reneging on
specific commitments to investors and creditors. To address these concerns, governments need mechanisms to commit credibly
to sound long-term policies.37 Just as the triumph of the English Parliament over the
Crown in 1689, for example, limited the
ability of the monarchy to confiscate wealth,
restraining the arbitrary behavior of government is considered a watershed in the creation of modern capital markets in developed and developing economies.38
Governments can draw on a variety of
mechanisms and strategies to enhance their
credibility. The main formal mechanisms
involve constitutions, institutions, contracts, and international agreements:
• Establishing effective veto points on decisionmaking and providing other guarantees through national constitutions. This
can include formal checks and balances
among different branches of government, autonomous subnational governments, and constitutional prohibitions
on the expropriation of property, coupled with independent judiciaries able to
enforce those rules.39 Political con-

restrictive barriers (point C in the figure) can
pull policies in their preferred direction. Public concerns about the role of firms or markets
may lead to lack of public support for more
desirable policy approaches. Or the chosen
policy design may represent a poor fit with
local conditions for other reasons. Restraining
rent-seeking, building consensus, and improving institutional fit can lead to policy
outcomes that increase social welfare (a move
from point B to point A in the figure).
Improving the content of policies can make
a big difference. But enhancing the credibility of
those policies provides additional benefits by
increasing the level of firms’ investment
responses to any given set of policies. In the figure, enhancing credibility shifts the frontier of
the curve outward (the status quo for a more
credible government would be at B′ rather than
B). Improving both the content of investment
climate policies and the credibility of those policies (the shift from B to A′) thus results in the
largest gain in social welfare.

straints are associated with lower perceptions of investment risk (figure 2.10).
• Entrusting discretion on sensitive subjects
to more autonomous agencies. Examples
include independent central banks and
specialist regulatory agencies for infrastructure—areas where the temptation
to renege on commitments is particularly acute (chapter 6).40
Figure 2.10 The power of restraint: governments
with less discretion present lower investment risk
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8
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tion. At extremely high levels the distortions are
such that there are no incentives for private
investment.
This view of an “optimal” investment
climate is captured in the figure. It shows social
benefits of the investment climate—higher
productivity of investment or growth—as a
function of barriers to competition (and could
be similarly applied to costs and risks). The
socially optimal position is not zero—
some barriers might be justified as part
of a regulatory strategy for dealing with
pollution or other social concerns, just
as some costs may be justified through
taxation, or some risks (and uncertainty)
can be justified to preserve a degree of
C′
policy flexibility. In the figure the status
C
quo is to the right of the optimum, indicating the presence of undesirable barriers to competition.
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Note: The Henisz index of political constants measures restrictions
on policymakers’ ability to make discretionary policy changes. The
ICRG investment profile is an indicator of risk to investment.
Source: Henisz (2000) and International Country Risk Guide.
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• Providing specific contractual commitments on particularly sensitive matters.
While clearly not feasible for all firms or
topics, this is a common strategy for
major natural resource and infrastructure
projects, and increasingly common on
matters of taxation for a broader range of
activities (chapter 5). The credibility of
contractual commitments can be further
enhanced by making them subject to
international arbitration (chapter 4).
• Entering international agreements that
commit governments to sound policies.
International agreements cover a growing
range of investment climate policy areas.
They can enhance credibility by increasing the costs of reneging on relevant policy commitments, whether through reputation effects or by the threat of more
tangible sanctions (chapter 9).
Formal mechanisms of these kinds are
not the whole story. For example, privatization programs in sensitive areas often allocate at least some of the shares in the privatized enterprise to a wide range of local
people to raise the political costs of a policy
reversal. In the transition economies, this

BOX 2.13

Building credibility through persistence in
Uganda

Many economies in Africa have stagnated
or shrunk in recent decades, largely reflecting poor investment climates.Yet Uganda
climbed out of civil conflict and chaos in the
late 1980s and severe macroeconomic
instability in the early 1990s to more than
double the share of private investment in
GDP between 1990 and 2000, and boosted
its per capita GDP by over 4 percent a year
from 1993 to 2002—or 8 times the average
in Sub-Saharan Africa. How?
Beginning in 1991–92 the government
launched reforms that eventually encompassed most aspects of the investment climate. Macroeconomic stability was
achieved, and the independence of the central bank was strengthened. Monopolies in
coffee, cotton, and tea were dismantled, and
trade barriers were reduced. A new investment code providing protection against
expropriation was introduced, and the
return of property expropriated by an earlier government was accelerated. An
autonomous tax agency was created. Public
enterprises were privatized. A new commer-

cial court was established in 1996.The
telecommunications sector was
modernized through competition and private sector participation, including the privatization of Uganda Telecom Limited in
2002.The power sector was opened to private participation, and in 2002 a 20-year
concession was awarded for the country’s
main generating station. Efforts are under
way to improve business regulation.
Each reform had some impact on the
opportunities and incentives for firms. Just
as important, the determination of policymakers to stick with reforms—including
dealing with setbacks along the way—
enhanced the credibility of the
government’s commitment to create a
more productive society. For example, the
privatization of Uganda Telecom succeeded
only on the third attempt.The Uganda
Commercial Bank was privatized only in
2002, after an earlier unsuccessful attempt.
Source: Holmgren and others (2001) and World
Bank (2001d).

was one rationale for mass privatization
programs. In Bolivia and Chile similar
effects were obtained by including pension
funds among the investors in privatized
utilities. Improving the ability of firms and
consumers to monitor and evaluate policy
actions can also enhance credibility,41 and
so can create structures to sustain an ongoing process of reforms, including effective
consultation and policy review mechanisms
(chapter 3).
Establishing credibility can be particularly challenging for governments building
on a legacy of political and economic
instability. But Uganda’s experience in the
1990s shows how persistence can pay off
(box 2.13).
Firms and governments can also come to
other arrangements that may allow investment to proceed but that involve longerterm costs for society. For example, in the
aftermath of the Mexican revolution of
1910–20 one might have expected private
investment to collapse as revolutions, civil
wars, and coups took their toll. Yet investment was not disrupted. One explanation is
that revolution-era Mexican governments
offered credible protection to existing
investors by incorporating them into ruling
coalitions.42 The phenomenon of “crony
capitalism” in Indonesia and other countries in more recent history can be
explained through the same lens: forging
close ties between selected firms and politicians allowed investment to proceed in an
environment with few formal checks on
government.43 But these arrangements can
ossify to the detriment of the broader
investment climate—and to the detriment
of more innovative entrepreneurs, smaller
firms, and consumers. This underscores the
importance of drawing on commitment
mechanisms that embrace broader segments of society—not merely elites or the
largest firms, but smaller firms and other
groups as well.

Fostering public trust
and legitimacy
Governments and firms do not interact in a
vacuum. The broader social context can
influence the investment climate in two
main ways: in the level of social cohesion
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Social cohesion and trust
Social cohesion and trust can reduce the
costs of regulation and contract enforcement—a plus for the investment climate.
Trust and shared values and expectations
(social capital) facilitate cooperative relationships and can encourage firms to
lengthen their planning horizons as they
think about investing.44 Richer networks of
trust also make it easier for participants to
exchange reliable information about each
other, and to monitor the actions of policymakers.
The potential positive economic effects
of social capital have been documented
since Alexis de Tocqueville’s travels in the
United States in the early 19th century. But
social capital can also have negative effects
given its tendency to foster closed, insular
relations among individuals of similar
backgrounds, to encourage conformity, and
to ostracize innovators and individualists.45
Cronyism and corruption may also be tolerated more in communities characterized
by high levels of social capital.46
At the other extreme, societies that are
highly fragmented along ethnic or linguistic
lines can experience social conflict that
undermines the investment climate. Crosscountry studies show that ethnic and linguistic fractionalization is negatively associated with economic growth.47 The negative
effects on the investment climate may range
from open conflict and political instability
to clientelist distortions in policymaking.
Creating a society that bridges these divides
can take generations. Ensuring that the benefits of a better investment climate extend
to all members of society can help build
those bridges.

Trust and confidence in firms and
markets
Public attitudes toward firms and markets
can affect the feasibility of policy improvements. They can also affect the sustainability of reforms and hence the credibility of
government policies. The investment cli-

mate thus benefits from a social consensus
in favor of creating a more productive society—and from widely held perceptions that
processes and outcomes are legitimate in
the sense that they are consistent with social
norms, values, and beliefs.48
Public attitudes toward firms and markets can be deeply rooted in history, but
also reflect more contemporary experience.
They can also be complicated, not least
because even a single individual often
needs to reconcile divergent perspectives,
including as a consumer, a worker, a taxpayer, and often also as an investor.49 To
further complicate matters, support for
markets does not always track economic
growth50 (figure 2.11).
Recent opinion surveys suggest that attitudes toward international economic integration and firms vary considerably around
the world, but tend to be favorable. For
example, for more than 85 percent of countries surveyed, between 77 percent and 98
percent of respondents believed international trade and business were positive
forces for their country (figure 2.12).51
Similar surveys often find that confidence in major corporations is somewhat
less positive. Ambivalence toward markets
Figure 2.11 Support for markets does not always track economic
growth—as in Latin America
Percent change in respondents supporting a market economy

and trust between market participants, and
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Figure 2.12 Strong support for international trade and business—but less confidence in corporations
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Note: Survey questions were (right axis) “Are international trade and business ties good for your country?” (percent responding yes); (left
axis) “How much confidence do you have in major corporations?” (1 = none, 4 = a great deal).
Source: The Pew Global Attitudes Project (2003) and Inglehart and others (2000).

and firms, particularly toward “big business,” has a long pedigree.52 Historically
these concerns have been heightened by
corporate or corruption scandals, leading to
public backlashes against firms and markets
and to demands for more intrusive regulation or even nationalization.53 These concerns also reflect responses to the way governments manage conflicts and protect their
citizens.
BOX 2.14

Multinational firms have long aroused
suspicion due to concerns about their loyalties and their possible economic power.54
This has recently led to mutual efforts to
promote corporate social responsibility
through the elaboration of various codes of
conduct (see box 2.2). Other concerns
about government–firm relationships,
including those about corruption and other
forms of rent-seeking, are also creating

Shining the light on government–firm dealings in natural resources and infrastructure

Proposals to enhance the transparency of government–firm dealings are often seen as mainly
addressing corruption or other forms of rentseeking. But reducing concerns about inappropriate behavior can also contribute to broader public support for firms and markets, and so facilitate
ongoing investment climate improvements.
Two recent global initiatives focus on
improving the transparency of revenue arrangements between international investors and host
governments in the natural resources sector.The
Publish What You Pay campaign, supported by a
coalition of more than 200 nongovernmental
organizations (NGOs), proposes legislation
requiring publicly listed oil and mining companies to disclose information about payments to
government as a condition of stock exchange
listing.The Extractive Industries Transparency
Initiative, launched at the World Summit on Sustainable Development in 2002, encourages governments; international organizations; NGOs;

publicly traded, private, and state-owned extractive enterprises; and others with an interest in
the sector to work together to develop a framework for reconciling payments by firms to governments and account for any missing amounts.
Nigeria took an initial lead in enhancing revenue transparency. In 2003 the Nigerian government agreed to publish budgets and records of
oil revenue collection, as well as applicable
statutes and rules. It also encouraged oil companies doing business in the country to make full
disclosure of their revenues and costs of operation.The accounts are then to be examined by
an “aggregator”—an independent auditor—to
assess any discrepancies.
Under the Extractive Industries Transparency
Initiative a commission was also established in
Azerbaijan to publish revenues of the State Oil
Fund. In a similar vein the Chad-Cameroon
Petroleum Development and Pipeline project,
supported by the World Bank, established a

framework for revenue management from the
pipeline, earmarking revenues for poverty reduction, and requiring private operators to conduct
business only with firms that comply with transparency and disclosure rules.
The impetus for enhanced transparency is
also extending to private infrastructure arrangements.Traditionally many countries treated concession contracts and licenses like commercial
agreements, not publicly disclosed. Growing
recognition of the public character of these
arrangements, and of the importance of fostering broad public support for reforms, has led
Argentina, Brazil, Panama, and Peru to publish
these contracts by placing them on a public
Web site.Together, they have published more
than 120 contracts covering a range of
infrastructure sectors.
Source: World Bank (2000b); World Bank (2001e);
and World Bank staff.
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impetus to enhance the transparency of
dealings between governments and firms,
particularly in areas where relationships can
be especially troublesome (box 2.14).
Because public support for markets does
not necessarily track economic growth, and
because the growth response from reforms
is not always immediate, governments often
need to actively foster public support for
investment climate improvements. Building
a consensus in favor of a more productive
society not only enhances the feasibility of
reform, but through its impact on sustainability and hence credibility can also have a
big influence on the size of the investment
response. There are no simple formulas in
this area, but experience underlines the
importance of four key elements:
• Ensuring the benefits of a better investment climate are not confined to particular categories of firms, but extend
widely across society
• Promoting broad public understanding
of the benefits of reform
• Enhancing the transparency of government-firm dealings to reduce concerns
about rent-seeking
• Protecting vulnerable groups that may
be disadvantaged during the transition.

Ensuring policy responses
reflect a good institutional fit
Market failure is the textbook rationale for
most government interventions intended to
improve the investment climate. But those
interventions can fail to achieve their
intended result for myriad reasons, including inadequate information, expertise, or
resources—or from rent-seeking, credibility
gaps, and lack of public support. The success of any policy intervention ultimately
depends on the extent to which the chosen
approach reflects a good fit with local institutional conditions.
Market failures may be more prevalent
in developing countries than in developed
countries.55 But government failures can
also be more severe in countries with limited resources and expertise and less developed checks on government behavior. Policy interventions make sense only when the
expected benefits exceed the likely costs.

This means governments need to weigh
carefully the costs and benefits of alternative approaches and take local conditions
into account when designing particular policy responses. Failure to give sufficient
weight to local conditions can leave important market failures unchecked—or make
matters worse. For example, approaches
that demand enforcement capacity beyond
that available may not only fail to meet the
intended social objective but can also contribute to informality and corruption and
undermine government credibility. Similarly, in the absence of effective safeguards,
approaches that involve significant discretion may be misused to obtain bribes or
expose firms to unnecessary uncertainty
and risk (box 5.2).
The challenge of ensuring that policy
responses fit with local institutional conditions has implications for policy design
across the investment climate. It plays an
especially important role in the design of
regulatory strategies but is also relevant to
the distribution of responsibilities between
tiers of government (box 2.15).
Because conditions vary across countries, transplanting approaches uncritically
from one country to another often leads to

BOX 2.15

Decentralization and the investment climate

Decentralization has been a theme in constitutional design since at least the foundation of the Swiss Confederation in 1291, and
remains a major theme to this day. How
does decentralization affect the investment
climate?
Decentralization can contribute to a
sound investment climate in several ways.
Decentralization of regulatory responsibilities can help locales adapt approaches to
their conditions and preferences and facilitate the involvement of stakeholders. Fiscal
decentralization can assure local authorities
that taxes raised locally will not be appropriated by the central government, giving
local authorities incentives to develop their
local tax base. Decentralization also permits
a degree of institutional competition
between centers of authority that can stimulate policy innovation and reduce the risk
that governments will expropriate wealth.
But there are tradeoffs. Subnational
authorities are not well placed to deal with
issues that involve spillovers between juris-

dictions.They may also face more severe
capacity constraints and be unable to
exploit economies of scale associated with
particular functions. And subnational governments are not immune from governance
problems—and in some contexts may be
more vulnerable to them than national
authorities.
Reflecting these tradeoffs, the optimal
location of particular policy and administrative responsibilities will depend on the
country and policy issue concerned. Small
countries present fewer opportunities for
decentralization than larger ones. But even
in large countries, some matters will be best
handled centrally, some subnationally, and
others may require some form of shared
responsibility. A clear delineation of responsibility between tiers of governments
reduces uncertainty and risk for firms and
improves accountability.
Source: Brueckner (2000); Treisman (2000); Tanzi
(1995); and Weingast (1995).
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poor results. Historically, many regulatory
systems in developing countries were transplanted from colonial or occupying powers
with little regard to how they might operate
in a very different environment. Because
they were less relevant to local circumstances, they were often ignored or enforced
selectively to solicit bribes. While the laws in
the source country went through a continuing process of modernizing and upgrading,
the regimes left behind often did not. For
example, company law regulating business
entry dates back to 1884 in the Dominican
Republic and to 1901 in Angola, while laws
dealing with insolvency date back to 1916 in
Nicaragua. One result is a high level of
informality, with regulations ostensibly
aimed at mitigating market failures or promoting other social objectives often complied with by less than half the economy—
yet placing a disproportionate burden on
firms that do comply.
A tendency to transplant approaches
uncritically from one country to another
continues to this day. Policy approaches in
today’s rich countries can provide a useful
source of inspiration. They may also reduce

the information costs faced by foreign
investors and help signal the application of
high standards to local stakeholders. But
failure to adapt approaches to local realities
can lead to outcomes as poor as their more
ancient forebears.
Strategies for tailoring approaches to local
conditions vary according to the area of policy intervention. They may involve developing simpler rules with less discretion; relying
more heavily on transparency, competition,
and market monitoring; and reinforcing local
institutional safeguards, including through
the use of appropriate international arrangements. These strategies need to be complemented by efforts to strengthen government
capabilities (chapter 3).
Advances in information technology are
also creating opportunities to reduce
demands on government capabilities, while
enhancing transparency and easing the burden on firms.56 These approaches have been
applied to a wide range of investment climate areas, including business regulation
and land titles (box 2.16) as well as tax and
customs administration (chapter 5).

Making progress
BOX 2.16

E-government and the investment climate

Advances in information technology, including the Internet, are paving the way for
investment climate improvements that
reduce demands on public administration,
enhance transparency, and ease compliance
burdens on firms. Approaches to business
regulation in Singapore and land titling in
India’s Karnataka state illustrate the potential.
The e-government initiative launched
by Singapore in 2000 included business
registration and licensing procedures. It
provides an online application system for
business registration and licensing and a
one-stop online application system for certain special licenses (for example, building
and construction permits) that previously
required separate submissions to as many
as 12 regulatory authorities.The integrated
approach reduced the cost of incorporating
a new company from anywhere between
S$1,200 and S$35,000 (around $700 to
$20,000) (depending on the capital of the
company) to a flat fee of S$300 ($175). What
used to require two days now requires less
than two hours. Streamlining the submission process for construction permits saves
applicants more than S$450 ($260).

India’s Karnataka state introduced an
electronic land-titling system, Bhoomi, in
the late 1990s.The online system is
delivered through kiosks installed in all land
offices of Karnataka.These kiosks provide
copies of a Record of Rights, Tenancy, and
Crops (RTC). Obtaining an RTC once
required up to 30 days, and typically a bribe
of as much as Rs. 2,000 (about $43). Land
records could be deliberately “blurred” for
fees of Rs. 10,000 ($220).These records were
not open to the public, and it sometimes
took two years for the records to be
updated under the manual accounting system maintained by 9,000 “village” accountants—state employees responsible for
three to four villages each.Today an RTC can
be obtained for a fixed fee of Rs. 15 ($0.32)
in 5 to 30 minutes.The records are open for
public scrutiny. Citizens can now request
that land titles be updated quickly through
the kiosks, a process that has increased the
number of annual applications for updates
by 50 percent.
Source: Tan (2004); Bhatnagar and Chawla
(2004); and Lobo and Balakrishnan (2002).

These four separate but related challenges
can produce vicious circles of worsening
governance and stagnating investment climates. Weak control over rent-seeking not
only directly leads to poor economic outcomes, but also undermines government
credibility and can create or exacerbate fissures in society, and erode public trust in
firms and markets. Low government credibility can contribute to rent-seeking and a
lack of public trust in firms and markets.
Lack of public confidence in firms and markets can undermine the credibility of policy
reforms. Policy interventions that are
poorly adapted to local conditions can leave
important market failures unchecked,
encourage informality and rent-seeking,
undermine credibility, and also weaken
public trust in firms and markets. Conversely, the circles can be virtuous—with
progress in one area contributing to that in
others.
A common strategy for addressing all
four challenges is to enhance the transparency of government-firm dealings. This
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can play a critical role in restraining rentseeking, in contributing to policy credibility,
and in helping to build public support for
reforms. It can also be part of a strategy for
complementing government capabilities and
thus helping to ensure policy interventions
reflect a good institutional fit. Governments
in both rich and poor countries have a long
history of resisting calls for more openness,
and some firms benefit from the resulting
secrecy.57 But more governments are opening their policy processes to public scrutiny
and improving public access to information.
Stakeholders are being consulted on regulation in Bolivia and Ghana. Infrastructure
contracts are being placed on public Web
sites in Argentina and Peru. Freedom of
information legislation is being introduced
in China and Mexico. While care needs to be

taken not to encumber weak administrations
with some of the more elaborate procedures
adopted in some developed countries, more
pragmatic approaches, including those that
exploit the potential of new information
technologies, create opportunities to transform governments—and the investment climates they produce.

Improving the investment climate requires
governments to address these challenges in
the context of specific policy areas affecting
stability and security, regulation and taxation, finance and infrastructure, and workers and labor markets. The agenda is broad
and demanding. Chapter 3 looks at what
has been learned about successful strategies
for tackling such a broad agenda.
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chapter

As chapter 2 highlighted, improving the
investment climate requires governments to
navigate four sources of potential policy
failure that play out across a broad range of
policy areas, from property rights and business regulation to infrastructure and labor
markets. While the task may seem daunting,
more countries are making significant
improvements—and are being rewarded
with faster growth and deeper poverty
reductions. China, India, and Uganda, mentioned for their achievements in chapter 1,
are hardly alone. Many countries have
improved at least some areas of their investment climates. Their experience provides
insights into possible strategies for broadening and accelerating progress.
This chapter opens by looking at the
implications of the investment climate’s
breadth, encompassing a wide range of government policies and behaviors, many of
them interrelated, and all possibly influencing the opportunities and incentives facing
firms. The good news is that perfection is
not needed in any given area to ignite significant growth and poverty reduction. The key
is to address important constraints in a way
that gives firms confidence to invest—and to
sustain a process of ongoing improvements.
The chapter then looks at lessons of
experience in each of the four key requirements for managing such a process:
• Setting priorities. The key is to reduce
unjustified costs, risks, and barriers to
competition. But there are no simple
formulas for translating those principles
to specific reform areas. Priorities need
to be determined in each case based on
an assessment of current conditions, the
potential benefits from improvement,
the links with national or regional goals,
and implementation constraints.

56

• Managing individual reforms. Reforms
often need to overcome resistance from
those who benefit from the status quo.
This can require a high level of political
commitment, but also benefits from
effective communication, consultation,
and when appropriate, compensation.
• Maintaining momentum. Given the
breadth of the agenda, and the need to
review policies regularly, reforms in this
area can be characterized as a marathon
rather than a sprint. To help maintain
momentum, many governments are creating specialized supporting institutions,
including those that facilitate consultation, coordination, the review of existing
constraints, and the review of new policy
and regulatory proposals.
• Strengthening government capabilities.
Improving government capabilities is an
essential complement to any reform
process. This means building not only
more technical expertise, but also better
and more reliable sources of information.

The investment climate
as a package
Government policies and behaviors shaping
the investment climate play out over a broad
domain, from contract enforcement, business regulation, and taxation—to finance,
electricity supply, and labor markets. Governments typically administer each area in isolation, distributing responsibilities across a
range of ministries and agencies. In contrast,
firms tend to view particular investment
opportunities as a package, with government
policies and behaviors that influence the
costs, risks, and barriers to competition as
part of that package. Why might this matter?
First, the impact of any policy improvement will depend on how it addresses a
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constraint that is actually binding on firms.
So expanding access to credit will not have
much impact on firms’ investment decisions—an effort sometimes described as
“pushing on a string”1—until more fundamental concerns about the security of their
property rights have been addressed.2 Providing tax breaks may not be enough to
compensate for other weaknesses in the
investment climate in some situations—
but may be unnecessary in others.3 Similarly, introducing a competition law may
not have a big impact on the economy
when the main barriers to competition
stem from trade restrictions, government
monopolies, or other regulatory barriers to
entry and exit.
Second, different areas of the investment
climate policy can interact. Clarifying rights
to land can help ease access to credit by
firms and households—but only when
complementary aspects of financial infrastructure are in place. Reducing barriers to
trade will not deliver its full potential if
weak bankruptcy laws slow the exit of less
efficient firms, or if labor market policies
limit the ability of firms to adjust production processes to respond to a more competitive environment. Similarly, efforts to
encourage local R&D can be hobbled by
shortages of skilled workers, limited competition, or weak intellectual property
rights.
So investment climate improvements
involve more than one-off, “stroke-of-thepen” reforms. But this does not mean that

BOX 3.1

simultaneous and comprehensive reform is
necessary for significant results. Indeed,
efforts to tackle the full set of investment
climate policies simultaneously, even if
technically feasible, could generate so much
uncertainty for firms that it might deter
rather than encourage investment, at least
temporarily.4 Deep and rapid institutional
change can also be disruptive for society,
possibly undermining public support and
thus the sustainability of reform. So some
sequencing of reforms is inevitable in a field
as broad as the investment climate. Fortunately, experience shows that countries can
reap significant benefits by addressing
important constraints in a way that gives
firms confidence to invest—and sustaining
a process to address other constraints as
they become more binding.
Take China, the country enjoying the
world’s fastest growth and poverty reduction in recent years. The reform that
ignited growth was the introduction of a
rudimentary system of property rights, initially for township and village enterprises
and then for individual farmers and entrepreneurs. Once official targets were met,
additional production could be sold for
personal gain. The improvements unleashed
a strong response because of the size of the
economy benefiting from the change, and
because the changes were implemented in
ways that gave people the confidence to
invest (box 3.1). Subsequent improvements—including those attracting foreign
direct investment (FDI) and improving

Improving the investment climate, China’s way

Growth in China is officially reported at an average
of 8 percent a year for the last 20 years—giving it
the most impressive (if disputed) sustained growth
performance in history.Declines in poverty have
been equally dramatic—from 60 percent of the
population to 17 percent.Yet China only recently
gave constitutional protection to private property
rights, inefficient state-owned enterprises still clutter the landscape, and the financial sector is
dragged down with nonperforming loans.How
was such sustained growth possible?
Growth was ignited by introducing a rudimentary system of property rights that gave farmers
and township and village enterprises incentives to
take risks and invest.The response was magnified

by the large size of the economy affected.No less
important,the reforms were interpreted by individuals and emerging enterprises as a decisive shift in
government policy favoring private initiative,reinforced by a high level of policy stability,strengthening the confidence to invest.The initial signal was
confirmed by subsequent reforms that improved
the environment for private business.These
included efforts to attract FDI,improvements to
business regulation and infrastructure,accession to
the World Trade Organization (WTO),and efforts to
tackle corruption and improve transparency.
The Bank’s Investment Climate Surveys
show that China has created an investment climate in its main industrial centers that would be

the envy of many developing countries—and it
is not just about wages or exchange rates.The
surveys show that in five of the main industrial
centers, the costs of infrastructure disruptions,
crime, bribes, regulation, and contract enforcement difficulties average less than 14 percent of
sales.This is well below the average in countries
such as Brazil and Pakistan, and half the average
in Tanzania (see figure 1.2). China still has a long
way to go—especially in extending similar
improvements across the country—but its
strong performance is less of a riddle when
viewed in this light.
Source: Chen and Wang (2001); Qian (2003); and
Young (2000).
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BOX 3.2

India’s path

In India much attention is paid to the liberalization efforts of 1991. Growth actually began picking up in the 1980s.The early reforms were less
dramatic, more ad hoc, but they signaled an
important shift in government policy toward
the private sector.
In 1984 Rajiv Gandhi’s government initiated
reforms to encourage exports, facilitate foreign
technology transfers, and rationalize the tax system. Quantitative controls on the import of capital goods were eliminated.Tariffs were cut by 60
percent.Taxes on profits from exports were cut
by half. Fewer industries were subject to licensing.The policies were a major shift in approach
away from socialism and the primacy of redistribution over growth in production.
In the early 1990s the reforms were more
dramatic—the Rupee became convertible,
restrictions on foreign ownership were relaxed,
additional quotas were abolished, and tariffs

were further reduced. Over the 1990s the pace
slowed but reform continued. Licensing has
been eliminated in all but seven industries. Private firms have been allowed to compete in
more and more sectors. A new competition law
replaced the former Monopolies and Restrictive
Trade Practices Act, which had required special
approval for any large investment. Long-standing problems in infrastructure are being tackled.
Anticorruption efforts are also being scaled up
at the national and state levels.
The effects have been substantial. Private
investment as a share of GDP grew from less
than 9 percent in 1981 to more than 15 percent
in 2000. Growth increased from an average of
2.9 percent a year in the 1970s to 5.8 percent in
the 1980s, and to 6.7 percent in the mid-1990s.
More puzzling, however, has been the
impact on total factor productivity.The general
pattern is that many firms have increased their

business regulation and infrastructure—
addressed constraints initially less binding.
A degree of autonomy between provinces
has also fostered experimentation and created incentives for lagging provinces to
emulate the success of their faster moving
counterparts.5
India’s experience highlights the same
basic point (box 3.2). Its current period of
growth began with some trade, tax, and regulatory reforms in the 1980s. Firms
responded because the reforms addressed
important constraints and because they
were seen as signaling a decisive policy shift
toward private sector–led growth. Subsequent reforms, including the dismantling of
the “licensing Raj” and further trade liberalization in 1991, did more to reduce costs
and increased competitive pressure in the
economy. Just as in China, a degree of
autonomy between state governments created room for states to innovate. Competition between states is creating incentives for
lagging states to follow the leaders, including by addressing long-standing problems
in the power sector.
Even when a policy improvement
addresses an important constraint, and is
implemented in a credible way, the extent of
the benefits often depends on going on to
address constraints that may have been less
binding initially. For example, productivity
improvement in India’s manufacturing sec-

productivity significantly but that the aggregate
numbers have been slow to respond. In many
sectors the dispersion of productivity has
increased, with the more advanced firms realizing additional gains, and the least productive
firms falling behind.The expected pattern
would have been to see greater competitive
pressures reduce dispersion as less successful
firms left the market.This highlights the significance of continuing barriers to exit. According
to the Bank’s Doing Business Project, it can take
10 years to complete bankruptcy procedures in
India. Firms may be taking advantage of
stronger incentives to invest, but there clearly is
scope for further improvement.
Source: Aghion and others (2003); Ahluwalia (2002);
De Long (2003); Rodrik and Subramanian (2004);
Varshney (1998); and Panagariya (2003).

tor, while evident, has been reduced by barriers to exit that slow the pace of industrial
restructuring. Similarly, labor market
restrictions have limited the productivity
improvements from trade reforms in many
countries in Latin America.6 Investment climate policies also require regular review to
take into account changes in the conduct of
business, and ongoing lessons of experience. Both considerations underline the
importance of processes to support ongoing policy improvements. As Porter
observed, reforms in this area are a
marathon, not a sprint.7

Setting priorities
Improving the investment climate involves
reducing unjustified costs, risks, and barriers to competition. In practice, costs, risks,
and barriers are a function of government
policies and behaviors that play out
through a wide range of specific policy
areas. Where should governments begin?
The diversity of investment climate conditions across and within countries, and the
potential for reforms to impact on firms
and activities differently, mean that there
are no standard formulas. Governments
need to determine priorities by assessing
current conditions, the potential benefits
from improvement, the links with broader
national or regional goals, and implementation constraints.
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Current conditions
As chapter 1 highlighted, investment climate conditions vary dramatically across
and within countries. A major impediment
in one country may be much less important
in another—as a simple comparison
between Bulgaria, Georgia, and Ukraine
illustrates (figure 3.1).
Assessing constraints on existing firms is
fairly straightforward—firms can be asked
directly through dialogues with representatives of the business community or through
surveys. The World Bank’s Investment Climate Surveys collect not only subjective
assessments of constraints, but also more
objective data on the impact of those constraints. Engaging with firms has the additional benefit of enhancing a government’s
credibility with firms, and also helping with
possible implementation issues. But focusing on the views of existing firms has one
obvious drawback: those firms cannot (or
will not) speak on behalf of firms that have
not yet entered the market, and so may
place less emphasis on barriers to competition. Policy barriers to entry (and exit) thus
warrant particular scrutiny.
Comparing a country’s performance in a
given policy area with that of other countries also provides insights into the potential scope for improvement. For example,
the Bank’s Doing Business Project shows
that it takes more than 200 days to register a
business in Haiti but less than 20 in Latvia
and just 2 in Australia. Similarly, it takes
1,000 days to enforce a contract in Poland,
but less than 50 days in the Netherlands and
Tunisia.8 New sources of data make benchmarking of this kind feasible for a growing
range of policy parameters.

Potential benefits
Addressing constraints that affect a large share
of economic activity will usually have a bigger
impact than those affecting only a smaller
share. War and major episodes of political
instability trump all other constraints on this
criterion, and progress on these issues is fundamental to creating a decent investment climate (chapter 4). Improving macroeconomic
stability also falls within this category, because
without it changes in other areas will have
limited traction.

Figure 3.1 Constraints reported by firms—
comparing Bulgaria, Georgia, and Ukraine
Ukraine
Georgia

Security & stability
1

Bulgaria
Labor

0.5

Infrastructure

Regulation

Taxation

Finance
Note: Resulting indicators range from 0 (best) to 1 (worst). Indices
are based on surveys of formal firms. Values are normalized by
regional maxima and minima for each indicator. Countries selected
to highlight differences.
Source: World Bank Investment Climate Surveys.

Progress in addressing broader governance issues, particularly those affecting the
government’s credibility, also tend to pay
bigger dividends than reforms in any one
policy area, because they can leverage the
impact of other policy improvements
(chapter 2). Efforts to build credibility and
legitimacy are usually especially important
in weak or vulnerable states. In these cases
emphasizing consultative processes and
transparency can help to heal the social
wounds from conflict—or from distrust
about whose interests are being served. For
example, Uganda placed special emphasis
on ensuring that the benefits from improvement were widely understood—and widely
shared. Similarly, the Bulldozer Initiative in
Bosnia-Herzegovina emphasizes grassroots
involvement and broad consultation (see
box 3.9). Building credibility can be critical
in stemming, and reversing, the capital flight
and “brain drain” in states under stress.9
When accelerating overall growth is the
priority, the share of GDP affected and the
severity of the constraint will usually be
important criteria. Targeting constraints that
unlock opportunities and improve incentives
for a large share of GDP—as China did with
its rural sector—can have a big impact on
aggregate growth.
Poverty impacts. When direct poverty
reduction is given priority, the key will be to
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understand how potential investment climate improvements impact the poorest
members of society in their various capacities: as employees, as entrepreneurs, as consumers, as users of public services, and as
recipients of tax-funded services or transfers (chapter 1). The breadth of these
impacts means that there is no one best way
to make investment climate improvements
more pro-poor. Certainly, poverty reduction does not justify an exclusive focus on
small or informal firms.
One approach is to focus on constraints
in locations where poor people live, which
can benefit poor people in all their various
capacities. Rural poverty is a major challenge in many countries. Nonfarm employment can contribute much to the incomes
of the rural poor, and research in India suggests that manufacturing jobs contribute
twice as much as agricultural productivity
in raising nonfarm income. There can also
be opportunities to focus improvements on
urban or peri-urban areas with high concentrations of poverty.
A second approach is to focus on constraints to particular activities that benefit
poor people in their various capacities:
• Constraints facing microentrepreneurs.
Hundreds of millions of poor people earn
their livings as microentrepeneurs in the
informal economy. Improving the investment climate they face can involve improving the security of their property rights,
reducing red tape in business registration,
and removing distortions that make access
to financing more difficult. Sometimes the
impact may not be fully anticipated: for
example, liberalizing telecommunications
in Bangladesh and Uganda created opportunities for microentrepreneurs to enter
the market, helping them and their broader
communities.
• Constraints facing other firms likely to create jobs for poor people. Improving
investment climate conditions for firms
likely to hire poor people can do much
for poverty reduction. This may mean
focusing on constraints faced by larger
firms, which create jobs directly and also
create more opportunities for suppliers
of a range of goods and services.

• Constraints facing firms that can deliver
other benefits to poor people. While selfemployment and jobs have been identified by poor people themselves as the
most promising pathways out of poverty,
investment climate improvements can
deliver additional benefits to poor people. Improving conditions for firms that
produce or distribute goods and services
consumed by poor people can have a big
impact on their living standards. Improving infrastructure in a particular location
can also enhance living conditions for
poor people, whether or not they work or
engage in entrepreneurial activities.
Because larger firms are more likely to
pay taxes, improving their conditions
increases the potential for them to contribute to social objectives.
Potential spillovers. When considering the
potential benefits from an improvement, it
is also important to look at the possible
spillovers beyond the firms and activities
most directly affected. Six are worth highlighting:
• Spillovers to other firms. Sometimes the
benefits of an improvement spill over
from the firms that immediately benefit
from the reform to others. For example,
one of the attractions of increasing FDI
is that technology and expertise may
spill over to local suppliers, customers,
and competitors.
• Spillovers to other policy areas. Improvements in some policy areas can make a
positive contribution to others. For
example, increasing the security of rights
to land can help ease access to financing
(chapter 4).
• Spillovers to government credibility. The
way governments approach policy
improvements can help—or harm—
their credibility and resulting investor
confidence. Efforts to engage firms and
other stakeholders openly and transparently, with timely execution of reforms,
can enhance firms’ confidence and so
elicit a stronger investment response.
The corollary is that overly ambitious or
poorly executed reforms can undermine
credibility and confidence.
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• Spillovers to government capabilities. Some
investment climate improvements can
strengthen a government’s fiscal position—
and so facilitate other improvements. For
example, Uganda gave early priority to better revenue collection, nearly doubling the
ratio of tax revenue to GDP between 1991
and 1996. Privatizing state-owned enterprises can sometimes play a similar role.
• Spillovers to broader social goals. Many
features of a good investment climate
deliver benefits that extend beyond
firms. For example, more effective courts
can help defend civil and political rights,
not just property rights (chapter 4). Better infrastructure and financial systems
help all members of the community,
whether engaged in entrepreneurial
activities or not (chapter 6).
• Spillovers to constituency building. The
choice of initial priorities can also influence the feasibility of later improvements.
For example, reducing barriers to new
business formation can increase the pool
of firms with an interest in broad-based
policy improvements. Similarly, ensuring
that improvements extend to firms across
society—rather than just to large or connected firms—can contribute to the public support necessary to sustain progress.
Priority-setting may also be influenced
by broader strategic considerations. For
example, barriers to entry may be easier to
address than labor market distortions—and
may facilitate subsequent labor market
reforms by reducing the rents available for
the participants to contest.10
Some improvements—such as reducing
barriers to entry—can deliver fairly quick
results. Others require a longer process of
institutional development to deliver their
full potential—such as reforms to courts
and the development of new regulatory
agencies. They promise large benefits but
require patience and persistence. Of course,
the sooner the longer-term projects begin,
the sooner the benefits arrive.

Link with national or regional goals
Creating an investment climate that allows
firms of all types to grow and contribute to
poverty reduction has many advantages. It

avoids the difficulty of governments trying
to “pick winners” where the track record has
been discouraging (chapter 8). It creates
opportunities for unforeseen success stories
to emerge. It reduces concerns about rentseeking. And ensuring that opportunities
for growth are shared widely in society
helps build social cohesion and support for
ongoing policy improvements.
Investment climate improvements can
affect firms and activities differently.
Because of this, priority-setting may be
influenced by the weight governments place
on a subset of the goals a good investment
climate can deliver:
• Integrating firms in the informal and
rural economies
• Unleashing the growth potential of
smaller firms
• Taking advantage of opportunities from
international openness
• Allowing firms to climb the technology
ladder.
What are the implications for priority-setting?
Integrating firms in the informal economy.
Most developing countries have a dual
structure, with a modern economy operating alongside a more traditional economy
with high levels of informality. Estimates
suggest that more than half the economy is
informal in many developing countries (figure 1.17)—and that informality is growing.11 There are also degrees of informality.
One criterion is whether firms are registered
with the government, another is compliance
with regulations and taxes. What is striking
is how few firms are completely “formal” by
the second definition (figure 3.2).
The informal economy is diverse, ranging from subsistence farmers and those
engaging in entrepreneurship out of necessity,12 to more affluent firms that find it feasible to evade tax and regulatory obligations, and others in the middle. A large pool
of individual workers also exists in the
informal economy, sometimes working for
formal firms “off the books,” sometimes
working for enterprises that are themselves
informal. Women are disproportionately
concentrated among the smallest of the
informal microenterprises (figure 3.3).13
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Figure 3.2 Informality is a matter of degree
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Source: World Bank Investment Climate Surveys and WDR Surveys of Micro and Informal Firms.

Governments have an interest in
expanding the net of the formal economy to
broaden the tax base, extend the reach of
regulations intended to meet important
social objectives, and remove distortions in
competition between firms in the formal
and informal economies. They also have an
interest in reducing obstacles to growth
faced by firms, and in expanding incomeearning opportunities for those on the lowest rung of the economic ladder. Getting the
balance right can be difficult. Simply
enforcing existing regulations and taxes
more strenuously may drive those on the
Figure 3.3 Women’s participation is concentrated in the informal
sector, among the smallest firms
75
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62

8/24/04

Unregistered, 1–4 workers
Unregistered, 5+ workers
Registered

50

25

0
Bangladesh

Brazil

Cambodia Guatemala Pakistan

Tanzania

Source: World Bank Investment Climate Surveys and WDR Surveys of Micro and Informal
Firms.

lowest rung of the ladder out of business
and so exacerbate poverty. Recent work in
Egypt suggests that society as a whole can
be worse off if this were to happen, but be
better off if formalization were encouraged
in an environment with reformed regulations.14 Experience in Vietnam and Uganda
shows that reducing unjustified regulatory
burdens, including the costs of going formal, can do much to encourage formality
(chapter 5).
Beyond encouraging formality, governments can focus on addressing constraints
faced by microentrepreneurs in the informal economy. The constraints they perceive can differ from those of formal
firms.15 Informal firms can evade many
regulatory and tax obligations, but face
other obstacles, including less secure property rights and greater difficulty obtaining
access to finance and public services. Entrepreneurs who do not have a fixed place of
business, such as street vendors, are particularly vulnerable.16 While constraints need
to be assessed in each context, surveys
undertaken for this Report show that priority areas will often include strengthening
property rights, such as clarifying rights to
land (chapter 4);17 reforming regulations
or taxes that encourage informality or contribute to harassment and corruption
(chapter 5); and improving access to credit,
including though microfinance schemes
(chapter 6). Reforming labor market regulations can also encourage greater formality in employment relationships, and so
extend the coverage of important protections for workers (chapter 7).
Integrating firms in the rural economy.
Many firms operating in rural areas also
tend to be part of the informal economy,
but rural location can be a separate source
of disconnection from the modern economy. Seventy percent of people in lowincome countries live in rural areas, and
improving their opportunities can make a
direct contribution to reducing poverty.
Increasing the productivity of agriculture expands opportunities in rural areas—
not least because it increases the demand
for local services and provides an important
means of diversifying risks.18 Improving
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Unleashing the growth potential of smaller
firms. Small and medium firms (SMEs)
account for the bulk of firms and employment in the formal economy and, together
with informal microenterprises, account for

Figure 3.4 The contribution of SMEs to GDP does not
vary too much by income—but the relative
importance of informal and formal firms shifts
dramatically
100

75
Percent of GDP

security of rights to land has been shown to
have a big impact on agricultural productivity (chapter 4), and breaking up agricultural monopolies can also expand opportunities for poor farmers (chapter 5). But
increasing rural nonfarm income is often
identified as the most important way to
combat rural poverty.19
Nonagricultural activities account for up
to 50 percent of rural employment and
household income in many developing
countries, with the figures highest in Africa,
followed by Latin America and East Asia,
and lowest in South Asia.20 Nonagricultural
salaried employment is associated with the
richest quintiles in rural areas, agricultural
wages with the lowest, and self-employment
in the middle.21 Rural areas with lower agricultural productivity can make substantial
contributions to incomes through manufacturing. Labor and land costs are typically
lower than in urban areas, leading some
manufacturing companies in India to relocate to rural areas to serve urban markets
and even to export.22
Distance and low population density add
to the challenges of firms in rural areas.
Lower concentration denies them the benefits of agglomeration economies that firms
in urban centers enjoy. It also makes it more
costly to supply modern infrastructure and
provide other services valued by firms. Subsidizing infrastructure and other services
for rural communities is politically popular—but often poorly targeted and difficult
to sustain. In some cases the patronage
threatens the viability of service provision
across the economy (see box 6.6 on India’s
power sector).
Many governments are responding with
more pragmatic approaches to the provision of infrastructure and other services.
Creating a better investment climate for
small private providers, such as those delivering electricity in rural areas in Cambodia
and Yemen, can play an important role
(chapter 6).

50
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Source: Ayyagari, Beck, and Demirgüç-Kunt (2003).

the majority of GDP across country groups
(figure 3.4). There is ongoing debate about
whether small firms play a special role in
economic development and so might merit
special policy privileges (box 3.3). But whatever the weight given to such claims, smaller
firms do tend to face more burdens than
larger firms in a weak investment climate.
Investment climate constraints that represent a fixed cost hit small firms harder—
whether through regulatory compliance
costs,23 the costs of self-provision of electricity or security services, or bribes.24 Limited assets to pledge as collateral and
shorter credit histories can also make it
more difficult for smaller firms to obtain
access to finance. This means that improvements to the broader investment climate
will tend to provide disproportionate benefits to smaller firms.
Removing policy and regulatory distortions will usually be the most effective strategy to help unleash the growth potential of
small firms. If firms remain small because of
policy-induced distortions or disproportionate burdens that inhibit their growth, removing those distortions is an important step.25
Strengthening the protection of property
rights and establishing credit bureaus and
asset registries can also help small firms
obtain access to finance (chapter 6).26
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BOX 3.3

Do small firms play a special role in economic growth?

Microenterprises in the informal economy often
receive particular attention due to their role in
poverty reduction. Small firms in the formal economy are also often targeted for special policy
treatment in the belief that they play an especially
powerful role in economic development, but
these claims are difficult to substantiate.
Some believe that SMEs warrant special
attention because of their high rate of job creation.True, SMEs as a group typically create more
jobs than larger firms. But they also tend to shed
more workers, with a higher rate of “churn,” so
do not necessarily lead to greater net job
creation. Large firms (more than 100 employees)
were estimated to account for a greater share of
net job creation in Ghana (56 percent), Kenya (74
percent), and Zimbabwe (76 percent) in the early
1990s than small firms in the formal economy
did. SMEs might, however, play a larger role in
providing opportunities for low-skilled workers.
Some believe that SMEs are particularly
innovative—adopting, designing, and producing new technologies and new approaches to

production.They do tend to be nimbler than
large firms in responding to niche opportunities
and changing market conditions. But while
there are many anecdotes about small firms pioneering particular technologies or ideas, firms
that fit that profile seem to be the exception
rather than the rule. Indeed, most R&D in developing countries is undertaken by larger firms
(see table). SMEs also appear less likely to
engage in activities that promote technology
transfers. For example, small firms in Brazil, Cambodia, and Pakistan are less likely than larger
firms to license technologies from abroad and
less likely to have technical assistance contracts.
Studies in Colombia, Indonesia, Malaysia, Mexico, and Zimbabwe show that small firms are
less likely to have formal training programs.
Small firms in developing countries are also less
likely to export than larger firms.
Others believe that expanding opportunities
for SMEs can play a special role in helping to
broaden public support for markets and in
expanding domestic competition.These claims are

R&D expenditures (% of sales)
Any R&D expenditures (% of firms)
Formal training program (% of firms)
Exports (% of sales)
Any exports (% of firms)
Uses e-mail to communicate with suppliers and customers
(% of firms)

plausible, but imply that policy responses should
aim to remove barriers facing all firms in the economy, rather than targeting a particular group for
special treatment based solely on size.
Recent macroeconomic evidence also casts
doubt on the claim that SMEs are especially important for growth and poverty reduction.A crosscountry study looking at the correlation between
economic growth and SMEs’share of total employment found that although the SME sector is larger
in countries where growth is faster, the size of the
SME sector did not appear to cause faster growth.
The study also found no correlation between
poverty reduction and SME development.One
interpretation is that policies that successfully promote growth—such as those to improve the
investment climate—also promote SME development, but that policies that target SME development do not necessarily result in faster growth.
Source: Biggs, Ramachandran, and Shah (1998);
Biggs (2003); Acs and Audretsch (1987); Biggs, Shah,
and Srivastava (1995); Batra and Tan (1995); and
Beck, Demirgüç-Kunt, and Levine (2003).

Small
(< 20)

Medium
(20–49)

Large
(50–249)

Very Large
(250 and up)

0.9
6.7
27.2
5.7
12.6

1.4
13.6
41.6
10.1
20.9

1.5
20.4
56.7
21.0
39.6

1.4
24.9
63.4
34.0
56.8

36.0

46.9

55.4

58.9

Source: World Bank Investment Climate Surveys.

Taking advantage of international openness. Few countries have grown without
being open to trade.27 Expanding markets
and lowering barriers to new products
and ideas creates opportunities for developing countries to grow faster and catch
up with richer countries. More developing
countries are taking advantage of opportunities to connect to the international
economy. Their exports increased from 12
percent of global GDP in 1970 to 29 percent in 2001, and FDI to developing countries increased from 0.1 percent of global
GDP in 1970 to 3 percent in 2001 (figure
3.5). While all economies can benefit,
international integration is crucial for
smaller states (box 3.4).
Exporting expands access to foreign
exchange and allows firms to exploit

economies of scale. The higher productivity
of successful exporters (box 3.5) can also
result in spillovers to other firms in the local
economy. Exporting firms can contribute to
raising other firms’ productivity through
demonstration effects, labor turnover, and
connections to overseas markets: firms in
Mexico in locations where multinational
firms exports are higher are more likely to
export themselves.28 Removing regulatory
and other policy-related barriers to exporting is usually a top priority.29
What then, about imports? Reducing
barriers to imported goods can be beneficial
in three ways:
• Reducing the cost of imported inputs. Price
markups are lower in countries where
foreign competition is greater, however
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International integration is especially important for small states

Forty-five developing countries have fewer than
1.5 million people each.Their small local
markets and small pools of workers limit domestic competition and the diversity of economic
activities. For them, greater integration with
international markets is crucial. It involves providing adequate infrastructure to facilitate trade
and fostering regional cooperation.
Regional integration enables firms to
achieve economies of scale by expanding market size. It can reduce transaction costs and
investment risk, also encouraging more investment. Increased opportunities for competition
also strengthen incentives for firms to innovate
and improve their productivity. Where regional
integration involves a common currency or
common regulatory frameworks and agencies,
there can be big reductions in the transaction
and administrative costs for firms. Regional inte-

gration can also reduce the cost of telecommunications and energy infrastructure.
In the Caribbean two main organizations
deal with economic integration. The Caribbean
Community (CARICOM), with 15 members and
a total population of 15 million people, is discussing a single market and economy to allow
the free movement of goods, capital, and people. The Organization of Eastern Caribbean
States, a smaller organization with nine member states and 500,000 inhabitants, has already
established a common central bank, a common
currency, and a common regulator for telecommunications. It is working on an economic
union.
The South Pacific Forum, a 16-member organization (including Australia and New Zealand),
has adopted investment principles along the
lines of those drawn up for the Asia Pacific Eco-

competition is measured (by import
penetration, effective protection rates, or
license coverage rates).30 The costs that
import restrictions impose on firms and
consumers relying on inputs from the
protected sector usually far outweigh the
benefits to the protected firms.31
• Facilitating the diffusion of knowledge and
modern technology. Imported machinery
is an important source for new technologies. Productivity growth is faster in
developing countries that import more
capital goods from developed economies.
One study estimates that if developing
countries expanded their trade by 5 percent of GDP, their output would be about
6.5 percent greater in the long term.32

BOX 3.5

nomic Cooperation countries. Concerned about
the high costs of transportation in the region,
the Forum’s main priority is shipping.
Among the many African regional integration initiatives, the Southern African Development Community (SADC) is one of the more
successful. It has enabled greater FDI from the
more developed countries (South Africa and
Mauritius) to the less developed countries, giving a new dynamism to the region. Frenchspeaking countries in West Africa have created a
common central bank and have an active program for harmonizing business regulation (see
box 9.5 on OHADA).
Source: Commonwealth Secretariat and World Bank
Joint Task Force on Small States (2004), Brautigam
and Woolcock (2001), Commonwealth Secretariat
(2003), Harsch (2002), and Fairbairn and DeLisle
(1996).

Figure 3.5 Gross exports and FDI in developing economies jumped in the 1990s
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Source: World Bank (2004b).

Exporting and productivity—what is the link?

Economists suggest two possible explanations for
exporters’higher productivity. One is that exporting directly improves the productivity of the firms
doing it (the learning-by-exporting hypothesis).
The discipline of competing in international markets encourages firms to improve their productivity or exposes them to foreign technologies and
modes of production. In addition, exporting
allows firms to achieve greater economies of scale
by expanding their potential market.
The second explanation is that because firms
have to be efficient to compete in international
markets, only firms that are already efficient can
export (the self-selectivity hypothesis).Although
inefficient firms might prosper in domestic mar-

kets when protected from international competition by natural barriers (high transportation costs)
and policy barriers to trade (tariffs and quotas),
they are unable to survive in international markets.
Thus, only efficient firms end up exporting.
The two hypotheses are not mutually exclusive. Even if efficient firms are more likely to start
exporting, this does not rule out the possibility
that exporting will help them increase their productivity further.
The evidence supports both hypotheses to
some degree. Several econometric studies have
found that productivity improvements precede
exporting, providing support for the self-selectivity hypothesis. But case studies often support

the learning-by-exporting hypothesis. Studies of
exporters in South Korea and Taiwan, China,
found that export buyers were an important
source for new technologies, which they
provided in forms including blueprints, information about manufacturing processes and quality
control methods, technical advice and on-site
plant inspections, and training for technical and
production staff. Some econometric studies also
support the learning-by-exporting hypothesis.
Source: Aw, Chung, and Roberts (2000); Bernard and
Jensen (1999); Clerides, Lach, and Tybout (1998);
Hallward-Driemeier, Iarossi, and Sokoloff (2002);
Kraay (1999); Liu, Tsou, and Hammitt (1999); and
Westphal (2002).

FDI as a share of GDP (percent)
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• Strengthening incentives for local firms to
innovate and improve their productivity.
Firm-level studies find that trade liberalization improves productivity among
firms competing with imports.33 Episodes
of trade liberalization in Brazil between
1990 and 1995, Chile in the 1970s and
1980s, India in the early 1990s, and
Colombia between 1977 and 1991, were all
associated with higher firm productivity in
import-competing sectors.34 The effect of
liberalization can be large (box 3.6). In
Colombia a 10 percent decline in tariffs
was associated with as much as a 3 percent
increase in productivity in firms.35 The
productivity gains reflect within-plant
gains and the exit of inefficient firms.36
Foreign investment can also do much for
productivity—by providing access to new
investment capital, new technologies, management expertise, and export markets. The
positive impact of foreign participation on
productivity is demonstrated by studies from
China, the República Bolivariana de
Venezuela, and transition Europe.37 There can
also be productivity spillovers to local suppliers and customers. Foreign multinationals
often help local suppliers by providing them
with new technologies and advice on how to
improve quality and productivity so that they
can meet international standards. Studies in
Indonesia and Latvia found that foreign entry
in downstream industries boosts the productivity of local suppliers upstream.38
BOX 3.6

Foreign firms also put competitive pressure on local firms. This can benefit firms
and other consumers that depend on inputs
from the industry gaining FDI. In principle
the rival firms might also benefit from technological spillovers as well as sharper incentives to innovate and improve their productivity. However, the evidence of horizontal
spillovers from FDI (to firms that compete
with the foreign-owned firm) is more
mixed than evidence for vertical spillovers
(to firms that supply or use inputs produced by the foreign firm).39
Trade and foreign investment are often
facilitated by informal contacts through emigrants and diaspora (box 3.7). But the benefits from international openness provide a
strong rationale for giving priority to easing
relevant policy constraints. The agenda
includes improving customs administration,
liberalizing trade and foreign investment
regimes (chapter 5), and improving transport infrastructure (chapter 6). Adoption of
international rules and standards can also
help improve the environment for international transactions (chapter 9).
Climbing the technology ladder. Technological progress is important for economic
growth. That does not mean every country
has to invent everything afresh—or that all
technological improvements have to be
cutting edge, pushing out the technological
frontier. For most countries adopting and
adapting available technologies is more fea-

Trade liberalization in India—recent evidence

India began reducing trade restrictions in the
mid-1980s—eliminating quantitative
restrictions on imports of industrial machinery
and reducing tariffs on capital goods by 60 percent. But its trade policies remained quite
restrictive at the beginning of the 1990s. In 1991
the average tariff rate was about 83 percent, and
only 13 percent of goods were importable without a license. By 1998 average tariffs had been
reduced to 30 percent, and the range of goods
importable without any restrictions was
increased to 57 percent.
Firm and industry studies that compare performance in the 1980s with that in the 1990s
find that productivity increased for firms
exposed to competition from imports.The effect
was large.Topalova found that a 10 percent
decrease in tariffs resulted in a 0.5 percent

increase in total factor productivity. Firms that
were most efficient appear to have improved
their performance the most. Another study
found that investment and productivity
improved in industries close to the technological frontier, but failed to improve in less technologically advanced industries.
Few firms closed down following trade liberalization.This might suggest that most firms
managed to cope with the additional competitive pressure, but it might also be because exit
was very difficult for firms in India at that time.
Although recent government reforms should
speed up bankruptcy procedures, in 2003 they
took longer in India (11 years) than in any other
country with comparable data.
Looking at a specific industry brings out the
lessons clearly. From the 1950s until the early

1990s the Indian machine tool industry was protected by tariffs of up to 100 percent and by
other restrictions. When tariffs were reduced to
around 15 percent in 1992, local firms found
themselves unable to compete with more efficient foreign producers. After several difficult
years, some of the local firms adapted to foreign
competition by boosting their productivity. But
the firm that led the recovery was not one of the
firms that had enjoyed protection for 40 years—
it was a fairly new producer, Ace Designers, that
started operating only two years before the tariffs were reduced.

Source: Aghion and others (2003); De Long (2003);
Rodrik and Subramanian (2004); Sutton (2002);
Topalova (2003); and World Bank (2004k).
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Foreign locals—the role of emigrants and diaspora

Emigrants, or diaspora, have been an important
source of investment and contacts for export
markets throughout history, with networks easing some investment climate constraints and
building bridges between local and foreign firms.
Overseas Chinese contributed 70 percent of
China’s FDI over the past 15 years. By 1995, 59 percent of the accumulated FDI in China came from
Hong Kong, China, and Macao, with a further 9
percent from Taiwan, China. Korean Americans
were the bridgeheads for the successful penetration into the U.S. market by Korean car, electronics,

and white goods manufacturers. In Canada a doubling of skilled immigrants from Asia was accompanied by a 74 percent increase in Asian imports.
In the mid-1990s, when India started to open
its economy, it began to attract its 20 million
compatriots living abroad.The Indian diaspora,
second only to China’s, contributed 9 percent, or
$4 billion, to the country’s FDI in 2002. Members
of IndUS Entrepreneur, a networking group of
Indian information technology entrepreneurs
and professionals, are funneling funds into startups in India as well as hybrid companies that

sible and can still improve productivity.
The Bank’s Investment Climate Surveys
confirm the important role of competitive
discipline in encouraging firms to innovate
(chapter 1).
For firms a long way from the technological frontier, the most cost-effective strategy
for technological upgrading is to tap technologies developed elsewhere, through
trade and licensing.40 Several studies highlight the impact of machinery and equipment imports on productivity in developing countries.41 Consistent with this, 33
percent of firms in low-income countries
and 49 percent of firms in middle-income
countries reported that knowledge embedded in new machinery was their most
important source for technological innovation (figure 3.6).42
Another way to climb the technology
ladder is to encourage local R&D. Firms in
developing countries perform only about
26 percent of the R&D (as a share of GDP)
of those in developed economies (table
3.1). This difference can be understood in
part because high-income countries tend
to have better intellectual property protection, deeper credit markets, higher-quality
research institutions, and more government capacity to mobilize public R&D
expenditures.43 Low skill levels can also
hinder moves to more technology-intensive industries (chapter 7).44

operate in both India and the United States.This
has boosted the confidence of overseas
investors in India’s potential. Several overseas
Indians who had reached high management
positions in western multinationals helped to
convince their firms to set up operations in India,
with Hewlett-Packard a prime example.
Source: Biers and Dhume (2000); The Economist
(2003c); The Economist (2001); Head and Reis (1998);
Gillespie and others (1999); Kapur (2001); Li, Li, and
Zhang (1999); and Rauch and Trindade (2002).

Figure 3.6 Gaining access to technological innovations—key sources
Middle-income

Low-income
Purchasing machinery
Developed or adapted
with clients/suppliers
Hiring key
personnel
Developed or
adapted internally
Licensing
Universities and
public institutions
Other
0

20
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Share of firms
Note: “Other” includes transfers from parent companies, trade fairs, study tours, consultants, and business associations.
Source: World Bank Investment Climate Surveys.

Table 3.1 Who innovates?
High-income
countries

Developing
countries

Patents granted by the U.S. Patent and Trademark Office a

0.35

0

Patents granted by the European Patent Office a

0.15

0

R&D personnel a

16.16

3.87

1.58

0.41

R&D expenditure b
R&D financed by the productive sector

b

0.74

0.13

R&D financed from abroad b

0.04

0.01

R&D performed by the productive sector b

0.96

0.25

R&D performed by higher education b

0.34

0.12

R&D performed by the public sector b

0.28

0.22

Implementation constraints

a. Per 10,000 inhabitants.
b. As a percent of GDP.
Source: Lederman and Saenz (2003).

The priority-setting process is also influenced by implementation constraints—
both administrative and political (box 3.8).
Strategies for strengthening government
capabilities to relieve administrative con-

straints are discussed later in this chapter.
Political constraints often require both a
high level of commitment as well as effective strategies for managing change.
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Expanding the zone of feasible and desirable
policy improvements

BOX 3.8

Proposed improvements to investment climate policies must meet three tests. Clearly,
the proposed reform should be desirable, in
the sense that it improves public welfare. It
should be administratively feasible, in the
sense that the government has the financial
resources and technical expertise to implement the reform. And it must be politically
feasible, in the sense that the government is
able to secure sufficient support to
overcome resistance from those who prefer
the status quo.
At any point the menu of possible policy options that meet all three tests is limited—as shown in zone A in the figure.
Options in zone D are technically and
politically feasible but not desirable—

market restrictions or distortions of various kinds provide examples. Options in
zones B or C would be sound policy but
are not feasible in the short run, so reform
efforts in these areas would either be
unsuccessful or, if implemented, would
lack credibility.
Over time the goal is to expand the
“sweet spot” by increasing the congruence
of the three elements.The sphere of desirable policies can be expanded through policy innovation and learning. Administrative
feasibility can be enhanced by mobilizing
resources and expertise. Political feasibility
can be enhanced by effective change management, including strategies for building
public support.

Policy
desirability

B

Policy
desirability

C

B

C

A
Administrative
feasibility

D

Political
feasibility

A
Administrative
feasibility

D

Political
feasibility

Source: Adapted from Lax and Sebenius (1986).

Managing individual reforms
Land titling obviously differs from trade liberalization, and improving the courts differs
from labor market reform. But a common
issue across most areas of investment climate reform is the need to deal with resistance from those who have incentives to
maintain the status quo. Resistance may
come from firms or other interest groups
that benefit from market restrictions or
other special privileges. It may come from
officials who benefit from informal payments or other perquisites of office. Even the
broader community may have a bias toward
the status quo when the implications of
change are not certain,45 or where there are
other concerns about the reform process.
Overcoming this resistance is a key part
of any strategy to broaden and accelerate
investment climate improvements. What
has been learned about the catalysts for

change? And how might such changes be
successfully managed?

Catalyzing change
Change tends to occur when something
shifts the incentives for maintaining the status quo. International experience illustrates
how a diverse range of factors can trigger
policy change even in the face of resistance
by beneficiaries of the status quo. Those
triggers can include external shocks and
crises, technological change, new opportunities, new information and institutional
competition, political change, and the initiative of policy entrepreneurs.
External shocks and crises. External shocks or
crises can weaken the bargaining position of
those who would normally oppose reform.46
They can also create opportunities for
reformers to exploit rapidly changing economic or social conditions to justify or legitimize reform. In Korea reducing cross-subsidies among chaebol subsidiaries, tried
throughout the early 1990s without success,
was implemented only after the 1997–98
financial crisis.47 In Slovakia a deteriorating
fiscal situation combined with high unemployment led the government to pass a host of
reforms in 2002, including collateral, tax, and
labor reforms. Crises in a single sector can also
prompt policy change. Power brownouts in
the Philippines in the 1980s led to efforts to
engage the private sector in power delivery. In
the U.S. coal industry, labor restrictions were
reformed only when movements in oil prices
put the future of mines in question.48 But
crises do not always have this effect, and
indeed the heightened social tensions associated with large-scale crises can overwhelm
policymakers.
Technological change. Technological change
can threaten the interests of those committed to current technologies and provoke
fierce resistance. Recall the Luddites in early
19th century England who rioted against
technological progress in the textile industry. But technological progress can also alter
the costs and benefits of policymakers maintaining current policies. For example,
advances in telecommunications technology
created new opportunities for introducing
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competition, increased the costs of inertia
for those beholden to national monopolies,
and so sparked a wave of telecommunications reforms around the world in the 1990s.
New opportunities. New opportunities, such
as access to new markets, can catalyze change.
For example, the lure of EU accession altered
the reform agendas of governments in Eastern
and Central Europe,49 and joining NAFTA did
the same for Mexico. The prospect of joining
the WTO also had wide-ranging effects on the
reform agenda in China.
New information and institutional competition. New information can shake assumptions about the desirability of the status quo
and highlight the costs of inertia. Information that benchmarks a jurisdiction’s performance against other jurisdictions in terms of
costs, productivity, or other measures can
spur change through its impact on local
prestige and concerns about future living
standards. Success from policy reforms in
neighboring jurisdictions can also have tangible effects. In China competition among
provinces for investment is spurring changes
across a range of policy areas,50 and similar
effects are evident in India.
Political change. Marked shifts in policy
approaches can occur on a grand scale—as
with the collapse of central planning in the
former Eastern bloc. They may also reflect a
changing social consensus, as when the
emergence of the merchant class in England
drove the protection of property rights.51 A
growing middle class can also create a constituency against confiscatory, populist policies.52 Political transitions and changes of
leadership also provide reformers with a
fresh mandate and an interest in differentiating their policies from those of their predecessors. In Colombia, a second round of
labor reforms, after having been defeated in
2000, was implemented in 2002 under a new
government acting quickly to take advantage
of political support.
Policy entrepreneurs. Individuals identifying
and promoting policy changes are often
found within government—and in places
that have the ear of the government or the

public.53 In Peru the effort to reform land
titles can be traced in part to the Institute for
Liberty and Democracy’s persuading the government and the wider community of the
value of reform. Civil society groups are also
playing an active role in promoting improvements in investment climate policies and
behaviors. For example, Consumers International and its national chapters champion the
benefits of greater competition, and Transparency International has emerged as an
influential champion for greater transparency in government-firm dealings.54
The level of resistance to any reform will
be influenced by what the beneficiaries of
the status quo have at stake, and by their
alternatives. Firms benefiting from clientelistic relationships with governments,
ineffective regulation, market restrictions,
or other privileges that weaken the broader
investment climate might be expected to
fiercely resist change. But this is not always
the case. Concerns about corporate reputations, about the long-term future of their
businesses, or about the implications of
more drastic government action can lead
firms to take a more enlightened view of
their self-interest. This is evident in moves
by firms to burnish their reputations
through corporate philanthropy, corporate
social responsibility initiatives, and forms of
self-regulation. Similar considerations can
lead firms to moderate their resistance to
reform and even to cooperate with reformers to develop workable solutions.

Communicating to build support
Communicating the costs and benefits of
alternative policy approaches is a central
feature of successful reforms across most
areas of the investment climate. Indeed, a
study of senior officials and civil society
representatives from 60 developing and
transition economies cited the public’s poor
understanding of economic reform as a key
obstacle to success.55
Gathering and disseminating information
that benchmarks a country’s performance or
that analyzes the costs and benefits of
reform—including the costs of not reforming—can build public awareness and understanding of reform. It can also help mobilize a
broader range of support, including citizens,
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consumers, and groups of smaller entrepreneurs who would benefit from change. Building public awareness and support can also
reduce the risk of later policy reversal and
thus enhance the credibility of the reform,
increasing the likely investment response
(chapter 2).
The most effective form of communication depends on the issue, the society, and the
groups that need to be reached. In Tanzania a
song highlighting the case for privatization
became a popular favorite. In Uganda radio
talk shows and plays in local dialects were
important. In Peru television commercials
and public ceremonies at the delivery of land
titles were the main channels. In Lesotho and
the República Bolivariana de Venezuela comic
books reached a wide audience. In post-conflict Bosnia and Herzegovina, the Bulldozer
Initiative came up with a brand name and
used a range of communication devices,
including the staging of symbolic events.
Apart from building support, communication campaigns can educate the public
about the reforms and help change public
behavior. Educating firms, consumers, and
other groups about their rights and the
measures to uphold them is part of the
process. In reforming credit rating agencies
in Mexico, the financial authorities and the

BOX 3.9

The Bulldozer initiative in Bosnia and
Herzegovina

Bosnia and Herzegovina launched the Bulldozer Initiative in 2002 to involve the private sector in reforms. A reform coordination unit invited 30 local associations to
help in proposing, evaluating, and refining
reforms. Among them were regional business associations, municipal associations
of entrepreneurs, the Employers’ Confederation, the Women’s Business Network, the
Micro-Credit Network, and the Association
of Honey and Bee Production—all members of the Bulldozer Plenary Committee.
A group of lawyers and economists
evaluates proposals. Each proposal is subjected to a cost-benefit analysis, and industry experts are invited to comment on ideas
before taking the reform to the next stage.
This way no single firm can exploit the
process to serve its own interests.
The proposed reforms are then submitted to the government, opening an inten-

sive dialogue between the Bulldozer Committee and the Council of Ministers and
Regional Governments. Once the reform is
designed, the Committee becomes an
implementation watchdog. A biannual publication informs the public of progress,
including scores for each reform.
The initiative has helped to reduce significantly the burden of bureaucratic procedures on firms. It halved the number of
steps to register FDI, expedited customs
clearance procedures, bridged the
constituency gap by training and empowering local advocacy groups, and established
mechanisms for civic participation in government. In June 2003 it established
regional Bulldozer committees, all voluntary
and self-financed.

Source: Herzberg (2004).

Buro de Crédito undertook a campaign to
increase consumer awareness by placing the
regulatory framework on their Web sites
and listing the rights of consumers in a simple and accessible way. As part of its judicial
reforms, Georgia launched a comprehensive communication effort to educate the
public about newly acquired rights, increase
trust in the system, and help users navigate
the courts.56

Engaging stakeholders
Early consultation with key stakeholders,
including potential winners and losers, on
proposed changes can help validate assumptions behind the proposed improvement. It
can garner suggestions on how proposals
might be fine-tuned to lead to better outcomes or easier implementation. It can also
reduce the uncertainty firms face when dealing with changing policies and regulations—
and thus elicit a faster and stronger investment response. Broad consultations can also
allay concerns that favored groups might
exercise disproportionate influence in policymaking processes, thus enhancing the transparency and public acceptance of reforms.
The form and structure of consultation
can vary. In Vietnam reforms to simplify
business registration involved consultations
with private sector associations, domestic
business groups, lawyers, the media, and
members of the National Assembly. In Pakistan business registration reforms were
designed and approved after a consultative
process that involved circulating and discussing draft rules with various chambers of
commerce, industry, professional bodies, and
the public. In Peru’s land reforms, urban settlers were consulted through public assemblies to inform them about the method and
schedule of land formalization programs and
to elicit their views. In Latvia reform priorities and an action plan were developed
through consultations with business associations and a wide range of inspectorates. In
China, Hangzhou municipality recently
established a hearing system, inviting stakeholders and the public to express their views
on reform proposals.57 In Bosnia and Herzogovina, the Bulldozer initiative includes
grassroots involvement in identifying, evaluating, and monitoring reforms (box 3.9).
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Engaging with prospective losers from
reform—a group unlikely to remain silent
in any event—is also important They can
provide feedback on the details of the proposed reform, and engaging them constructively may facilitate implementation. Particularly if some workers stand to be
disadvantaged by a reform, early and constructive engagement can mitigate any negative social impacts (chapter 7). In South
Africa the government provided funds and
training programs to help trade unions
become more effective interlocutors in the
dialogue on privatization.

compensation for utilities disadvantaged by
changes in the regulatory environment
came from a levy imposed on consumer
tariffs. Reform programs can sometimes be
designed so that firms disadvantaged by one
reform (liberalizing trade) benefit from
others (improving business regulation).
When compensation is proposed, a common concern is that governments might be
held hostage by the affected group, who use
their resistance to reform to extract larger
payments. Mechanisms for arbitrating disputes can reduce the incidence of strategic
behavior, as can benchmarks or principles
derived from experience in other countries.

Compensating when appropriate
When state-owned enterprises are restructured or privatized, it is common to give
some of the shares to employees and to provide severance, pension, retraining, or other
support to ease the adjustment to new
employment. Special mitigation measures for
workers can also be adopted when particular
industries are undergoing significant restructuring, particularly if effective economywide
safety nets are not yet in place (chapter 7).
The case for compensating firms affected
by policy changes tends to be different. If a
proposed reform would violate property or
contractual rights, failing to compensate
can chill the investment climate—as recent
expropriations in Zimbabwe show (chapter
4). When no specific rights are affected,
arguments for compensation involve more
judgment. Firms tend to be compensated
when they are a small group in society and
the reform would disrupt their legitimate
expectations. For example, investors in Singapore’s privatized telecommunications
company were compensated when the government shortened the promised period of
exclusivity.58 Power utilities in the United
States were compensated when the transition to a competitive market “stranded”
some of the assets built under a previous
regulatory regime.59 Compensation is less
common when all or most firms in society
are affected by a change seen as a normal
risk of doing business—such as changes in
taxes or the introduction of a new competition law.
Compensation need not always involve
cash. In the United States, for example,

Maintaining momentum
Investment climate improvements are a
process, not an event. Given the breadth of
the agenda, and the need to review policies
regularly, many countries are creating supporting institutions to help with specific
tasks and to sustain progress through
changes in government. Those institutions
take many forms, but perform one or a
combination of four main functions:
•
•
•
•

Facilitating consultation
Facilitating coordination
Reviewing existing laws and policies
Reviewing new policy and regulatory
proposals.

Facilitating consultation
Many governments have created special
structures to facilitate ongoing dialogues with
representatives of stakeholders. To be effective, these structures should encourage the
free flow of information, build trust among
participants, and assist in framing solutions.
It is particularly important that they reflect
the diversity of interests affected by investment climate reforms and not merely
entrench elites. A high level of transparency
in their operation—such as the regular publication of reports—can also increase public
confidence in reform programs.
The scope of representation varies widely
(table 3.2), as do their mandates. Some look
at policymaking economywide while others
focus more sharply on private sector issues.
Many of the latter have a mandate that goes
beyond dialogue and includes identifying
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Table 3.2 Consultative forums dealing with investment climate issues—some illustrations
Legislators

Civil
society

Government

Business

Unions

Latvia—Tripartite Cooperation Council

✔

✔

✔

South Africa—National Economic Development and Labor Council

✔

✔

✔

✔

Papua New Guinea—Consultative Implementation and Monitoring Council

✔

✔

✔

✔

Vietnam—Private Sector Forum

✔

✔

✔

Uganda—Private Sector Foundation

✔

✔

✔

Donors

Economywide focus

✔

Private sector issues

Pakistan—Workers and Employers Bilateral Council

✔

✔

Singapore—Competitiveness Council

✔

✔

✔
✔

✔

Source: World Bank staff.

bottlenecks, building consensus, recommending policy approaches, and monitoring progress of reforms. Latvia and Turkey
illustrate common approaches (box 3.10).

Facilitating coordination
Responsibilities for investment climate policy issues are often distributed among several government ministries and agencies,
and often across tiers of governments as
well. Fostering coordination between relevant agencies can be important to deal
effectively with issues of common interest
and to promote policy coherence. Central
leadership can also help give impetus to

BOX 3.10

Consultative mechanisms in Latvia and Turkey

Many countries have created dedicated
structures to facilitate an ongoing dialogue
with stakeholders on investment climate
improvements.The approaches in Latvia
and Turkey illustrate some of the key
features.
In Latvia the Steering Committee for
Improvement of the Business Environment
reports to the Minister of Economy. In Turkey
the Coordination Council for the Improvement of the Investment Climate reports to
the Undersecretariat of the Prime Ministry.
Both bodies comprise representatives from
key ministries, as well as from associations of
local firms, exporters, and foreign investors.
In both countries the bodies are served by a
secretariat responsible for the daily work
and for monitoring reforms—in Latvia, the
Business Environment Improvement Unit at
the Latvian Development Agency; in Turkey,
the General Directorate for Foreign Investment in the Treasury.

Both bodies have clearly defined objectives and mandates.Their tasks cover a
broad spectrum of issues with a view to
developing concrete proposals and strategies for ongoing reform.They are usually
managed by technical committees.Turkey
has nine committees, and Latvia started
with four, but the number and focus change
with the needs and concerns of business.
Both bodies help to design and implement reforms.Turkey’s Council helped
design laws on recruitment of foreign personnel, FDI, company registration, and labor.
It is also engaged in reforms for customs,
licensing, intellectual property rights, and
land acquisition. Latvia’s Committee
contributes to implementing ongoing legislative and procedural reforms of inspections, registration, taxes, customs, land
acquisition, and construction.
Source: Coolidge, Grava, and Putnina (2004)
and www.yased.org.tr.

reforms and help overcome resistance from
agencies that may have a stake in maintaining the status quo.
Forums for consulting with external stakeholders can contribute to policy coherence
when led by senior policymakers. But mechanisms are also often needed within the government. This may take the form of high-level
cabinet committees or even the establishment
of a dedicated ministry. For example, countries acceding to the EU often created ministries for Europe to foster coordination of
individual reform initiatives across ministries.
In Poland that task was given to a Committee
for European Integration.60
More day-to-day coordination may be
undertaken by the technical secretariat to
the consultative forum or the coordination
committee. In 2000 Vietnam established an
Inter-Ministerial Steering Group on Enterprise Law Implementation to support the
ongoing implementation of its reform program (box 3.11).
Fostering policy coordination between
national and subnational governments can
be tricky politically, but also raises other
issues. As China and India show, institutional
competition between subnational governments can be a source of strength for the
investment climate by fostering policy innovation and providing a check on arbitrary
government behavior (chapter 2). But some
coordination may be desirable to address
spillovers across jurisdictional boundaries. In
Mexico, for example, procedures for state and
municipal governments to make regulations
on road freight compatible and complementary are being improved.
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Reviewing existing laws
and policies
Most distortions in the investment climate
stem from existing laws and policies. To sustain an ongoing process of policy review
and reform, many governments are creating
institutions with a mandate to more systematically review such arrangements and
recommend reforms.
This role may be given to the technical
secretariats of consultative or coordinating
bodies. For example, Thailand’s National
Competitiveness Committee and Singapore’s
Committee on Competitiveness have mandates to study constraints on competitiveness and to make specific recommendations.
Thailand’s committee is chaired by the prime
minister, with the National Economic and
Social Development Board as its secretariat.
It has undertaken assessments of several sectors of the economy, including handicrafts,
tourism, and software, and brought several
sector-specific and economywide issues to
the attention of the government: one-stop
shopping for international investors, information about laws and regulations, and the
skill levels of the workforce.61
Sometimes the body has a broader mandate. For example, Australia’s Productivity
Commission focuses on providing detailed
analyses of particular areas of policy
referred to it by the government. A strong
reputation for rigorous and independent
work, coupled with effective consultation
with stakeholders, has allowed it to exercise
significant influence. Japan’s Regulatory
Reform Committee, reporting to the prime
minister, has responsibility for coordinating
the implementation of a broad deregulation
plan.62 In Mexico an Economic Deregulation Unit was created in 1988 to oversee
improvements to business regulation.
Among other reforms, it proposed dismantling price controls, deregulating the transport sector, and streamlining the standardization process. In 2000 it was transformed
into the independent, nongovernmental
Regulatory Improvement Commission
(COFEMER), maintaining broad formal
oversight powers for the analysis of federal
regulations and working with subnational
governments to reduce red tape. Competition and investment promotion agencies

BOX 3.11

Shepherding investment climate improvements
in Vietnam

Vietnam began its transformation from a centrally planned to a more market-oriented
economy in the late 1980s. Despite many
improvements, particularly in opening to FDI,
there was a cumbersome, overlapping, and
inconsistent regulatory environment for the
domestic private sector.
To advance the needed reforms, officials
worked with a broadly based business association (the Vietnam Chambers of
Commerce and Industry) and a team in the
Central Institute for Economic Management
within the Ministry of Planning and Investment—the technical “champions” of the
reform. In January 2000 a new Enterprise
Law was passed to facilitate the entry of
new firms, protect businesses from bureaucratic interference in business operations,
increase flexibility to expand business operations, and improve corporate governance.
Recognizing that passing the law was
only the first step, the government estab-

lished an Inter-Ministerial Steering Group
on Enterprise Law Implementation, chaired
by the Minister for Planning and
Investment.The steering group, continuing
to improve interagency coordination at the
center, recently exhorted state agencies to
“change their management mindset and
put themselves in the shoes of enterprises.”
Local authorities seem caught between
regaining their discretionary powers over
business registration (often for personal
gain) and streamlining procedures to
attract new businesses to locate within their
geographic areas.
A recent survey of firms noted a “return
of troublesome and cumbersome unwritten
procedures among various local
authorities.”Vietnam thus shows that continuing vigilance is often needed to ensure
that reforms take deep roots.
Source: Mallon (2004).

are also often given a mandate to act as
champions of reform in their particular
areas (chapter 5).
Experience with dedicated reform champions in low-income countries remains limited,
but there have been successes. For example,
Senegal created a Growth and Competitiveness Review Group to identify policy and regulatory constraints to investment and competitiveness and to formulate and implement
remedial measures (box 3.12).

Reviewing new policy
and regulatory proposals
Governments also need to ensure that new
policy or regulatory proposals do not undermine the investment climate by introducing
unjustified burdens or other distortions. A
common response in Organization for Economic Co-operation and Development
(OECD) countries has been to establish
processes for regulatory impact assessment.
Proposed laws and regulations are subjected
to a quantitative assessment of their costs
and benefits, with the information made
available to legislators and other policymakers. These processes help to ensure proposals
reflect an economywide perspective. The
additional scrutiny involved can also act as a
check on rent-seeking.
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In the United States some 60 percent of
regulations are changed as a result of review
by the Office of Information and Regulatory Affairs. Variations of these arrangements are in place in 22 OECD countries
and in some upper-middle-income countries in Eastern Europe, Latin America, and
Asia.63 In Mexico the review process is supported by COFEMER, which reviewed
almost 1,500 regulations between 2000 and
early 2003.64 In Korea a regulatory review
committee reviewed nearly 3,000 regulations between 1998 and 2002, declining 387
draft regulations and returning 1,157 to
sponsoring agencies for revision.65 The
question is whether such impact assessments can work in lower- income countries.
Strong political commitment is essential,
and without it schemes can disintegrate in
any country. Technical capacity can be more
of a constraint in low-income countries,
although drawing on the expertise of local
universities or other entities can often augment this.66 For example, Bulgaria’s regulatory review processes benefited from collaboration with a not-for-profit think tank.67
Questions of institutional design can be
thornier. There is a tension between creating a central entity with the autonomy and
expertise to take an objective view of regulations and creating a process that is adequately nested in the government’s day-today policymaking and administrative
structure. Independent central review units
can help to leverage scarce technical experBOX 3.12

The evolution of a reform champion in Senegal

Senegal’s Growth and Competitiveness
Review Group was created by presidential
decree in 1993 to identify policy and regulatory constraints to investment and competitiveness and to formulate and implement
remedial measures.
Established as a coordinating body, the
Group also consults broadly with representatives of government, private sector organizations, labor unions, universities, and the
media. It set up committees to review
domestic competition issues, export and
investment promotion, labor–management
relations and labor regulation, and
transportation costs. It took the lead in facilitating substantial improvements to the
investment climate.

In 2000 the Group’s functions were integrated into a new Investment Promotion and
Major Projects Agency (APIX), directly
attached to the President’s Office. APIX was
directed to identify and support investors,
facilitate the restructuring of the private sector, simplify administrative procedures, and
implement strategies for the development of
priority sectors such as tourism and building
and civil engineering works. It established a
one-stop shop for processing all procedures
for the registration of change of status of a
business, reducing the amount of time
required for the registration to operate under
the investment code from 60 days to 14.
Source: Diop (2003). See also www.apix.sn.

tise and promote consistent assessments,
but are often seen as too intrusive on the
prerogatives of line ministries. Delegating
responsibility to line ministries can help to
get their buy-in to the process, but doing so
without a clear framework can lead to disappointing results. In Ghana, for example,
no ministry was really in charge of policy
and regulatory reviews. Instead, each produced its own checklists, expressing different preferences in what were not much
more than qualitative assessments.68
Bulgaria’s review process had similar
weaknesses until recently, with each agency
performing different types of evaluations,
using different accounting methods and different benchmarks, and publicly releasing
different amounts of information. The
reviews did not have a perceptible impact on
legislation until uniform review criteria and
methods were devised.69 In Lithuania, by
contrast, assessment for all draft legislation
was mandated under the leadership of the
presidency. Reviews are undertaken by the
sponsor of the legislation in consultation
with those affected by the proposed policy
changes. Summary assessments accompany
all draft legislation and are reviewed at interministerial, sectoral, and cabinet levels, any of
which can return the legislation to the sponsor with a list of requested improvements.70
Mechanisms and processes of the kind
discussed here can help to maintain
momentum, but they depend for their success on high levels of political commitment
and on being credible to stakeholders. They
also benefit from ongoing processes to
strengthen capabilities within government.

Strengthening capabilities
Investment climate improvements differ in
their demands on resources, expertise, and
information. Many do not demand much
from the budget—and improving economic growth can increase the tax revenues
to governments. All governments, however,
have to improve the quality of their civil
services and the quality of the information
available to guide and administer reforms.

Expertise
Creating a skilled, professional, and accountable civil service can benefit all areas of the
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investment climate. In some areas of investment climate policy there is also a need to
draw on more specialist expertise that remains
scarce in many countries. Examples include
areas of regulation and aspects of tax administration. The skills, credibility, and effectiveness
of staff can have a big effect on the policy environment faced by firms.
To make it easier to recruit and retain staff
with the requisite skills, many countries are
establishing more autonomous administrative structures for these functions (chapter
5). There is also growing experience in contracting-in or contracting-out some specific
functions to outside experts, even in developed countries. A recent survey of regulatory
agencies for infrastructure across the developing world found that three-quarters of
agencies engaged consultants or other external parties in regulatory tasks. In more than
90 percent of these cases, contracting-out
was found to also improve the competence
of the regulatory agency.71 When local
capacity is weak, entire functions can be contracted out—such as customs administration in Mozambique (chapter 5). Capacity
building strategies are also being adapted to
the particular needs of specialist agencies,
including the formation of international networks of regulatory professionals (box 3.13).

response by firms to particular policy
changes, governments need access to reliable data on the operation of their private
sectors. Consultation processes can be one
source of information, but there is no substitute for more objective and consistent
sources of data. Data on even basic measures, such as the level of private investment, are lacking or inadequate in many
developing countries. Similar deficiencies
exist in data from official business registers.
Designed to meet various purposes—tax
and social security collections—these data
can provide powerful insights into the
dynamism of firms. Greater standardization
and proper updating of business registry
data—as Eurostat is doing for EU countries—can help governments monitor the
evolution of the private sector and alert
them to emerging policy issues. Introducing
or improving enterprise surveys—a standard tool in developed countries—can also
help. The surveys provide information on
investment, job creation and destruction,
and productivity and output growth at fine
levels of disaggregation. While many developing countries have enterprise surveys,
there are opportunities to improve the representativeness of samples, the standardization of structures, and the regularity of conducting them.

Learning and information
The need to expand government capabilities
extends beyond technical expertise. Governments need to improve their processes for
ongoing learning—including that from policy experiments abroad as well as within
their own countries. Decentralization and
institutional competition have been sources
of policy innovation and learning in countries including China and India—states and
provinces experiment with alternative policy approaches, and successful approaches
tend to be quickly emulated by other regions
and, in some cases, by the central government. In Peru land reform pilot projects in
the 1990s paved the way for a bolder
national program. In Uganda efforts to
improve business registration processes are
beginning with a demonstration project in
Entebbe (chapter 5).
To take advantage of these experiments,
and to track trends and monitor the

BOX 3.13

Networks of regulatory professionals in
infrastructure

Beginning in the early 1990s governments
worldwide began embracing a new model
for delivering infrastructure services. It
involved improving the government’s capabilities as a regulator of services delivered primarily by private firms. As part of this process,
more than 200 autonomous regulatory agencies for infrastructure have been set up in
developing countries.
The International Forum for Utility Regulation, established by the World Bank in
1996, is an umbrella structure for learning
and networking initiatives. Its first major initiative was a two-week training program
focusing on the needs of regulators in water,
electricity, gas, and telecommunications.
Since 1997 more than 1,000 regulators from
115 countries have attended the twice-ayear program. A complementary program
for transport regulators, launched by the
World Bank Institute in 1998, has reached

more than 350 participants. Beyond formal
training, these initiatives build direct
networks of regulators to facilitate ongoing
information sharing and mutual support.
Complementary regional initiatives
have since been launched in South Asia,
Africa, and East Asia.The South Asian Forum
for Infrastructure Regulation, established in
1999, offers training programs and other
learning and knowledge-sharing support to
regulators.The African Forum for Utility
Regulation, launched in 2000, provides a
mechanism for sharing experiences and
information on particular regulatory issues,
and meetings focus on specific themes,
such as strategies for engaging consumers
and other stakeholders. A similar regional
initiative for utility regulators in East Asia
and Pacific was launched in 2003.
Source: World Bank staff.
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Part I argued that improving government
policies and behaviors shaping the investment climate is critical to spurring growth
and reducing poverty—and so should be a
top priority for governments.
Chapter 1 argued that the key is to
improve the opportunities and incentives for
firms of all types to invest productively, create
jobs, and expand. This in turn requires efforts
to reduce unjustified costs, risks, and barriers
to competition. Chapter 2 focused on the
basic tension that governments need to
confront in investment climate policymaking: While firms play a key role in improving living standards in society, their policy
preferences can diverge from those of society as a whole. Arbitrating these differences
successfully requires governments to navigate four sources of potential policy failure:
rent-seeking, credibility gaps, lack of public
trust, and poor fits between policy
responses and local conditions. It outlined
lessons of experience in addressing those
challenges, highlighting the powerful role of
transparency. This chapter looked at practical strategies for tackling a broad agenda. It
argued that the key to accelerating and
broadening improvements is to address
important constraints facing firms in a way
that gives firms the confidence to invest—

and to sustain a process of ongoing
improvements. It looked at issues associated
with setting priorities, managing individual
reforms, maintaining momentum, and
strengthening government capabilities.
The remainder of the Report looks at more
detailed issues associated with the design and
implementation of effective strategies to create a better investment climate.
• Part II examines lessons of experience in
delivering the basics—the foundations of
a sound investment climate—stability and
security (chapter 4), regulation and taxation (chapter 5), finance and infrastructure (chapter 6), and workers and labor
markets (chapter 7). It reviews a rich body
of international experience to highlight
opportunities for policy improvement in
all areas.
• Part III looks at the possible role of measures that go beyond the basics—selective interventions (chapter 8) and the use
of international rules and standards
(chapter 9). These measures can play a
supporting role, but also raise special
challenges that warrant careful attention.
• Part IV concludes by looking at how the
international community might help
developing countries improve the investment climates of their societies.
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Delivering the Basics

II

PA RT

THE REPORT ARGUES THAT GOVERNMENTS SHOULD STRIVE to create a
better investment climate for everyone by tackling unjustified costs,
risks, and barriers to competition. This part of the Report highlights
opportunities for governments to improve their performance in
delivering the basic foundations of a good investment climate.
Chapter 4—Stability and security suggests measures that governments
can take to enhance the security of property rights in their societies.
Chapter 5—Regulation and taxation highlights the huge opportunities
for improving approaches in these areas without compromising other
social goals.
Chapter 6—Finance and infrastructure shows how governments are
getting better results through new approaches to the provision of
these services.
Chapter 7—Workers and labor markets outlines a three-pronged
agenda for strengthening the connection between people and decent
jobs to create a more productive and equitable society.
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4

chapter

Nothing so undermines the investment
climate as the outbreak of armed conflict.
Capital of all kinds—human, physical,
and social—is destroyed, investment disrupted, and resources diverted from
growth-enhancing activities. Civil war, the
predominant form of warfare over the
past half century, has a particularly devastating impact on poverty and growth. By
one estimate, over the past 50 years the
typical civil war lasted 7 years and cut 2.2
percent off the projected annual growth
rate—at the end of hostilities GDP was 15
percent lower than it would have otherwise been. A particularly severe civil war
can, in the short run, also reduce income
per capita in neighboring states by as
much as a third.1
Civil war and low income go hand in
hand. The odds that a civil war will erupt in
low income states are 15 times greater than
in a developed country. The poorer the
country, the greater the risk of a nation
being trapped in a downward spiral of violence and economic decay. A doubling of
per capita income can halve the risk of civil
war. Accordingly, the poorer the country,
the stronger the imperative to improve its
investment climate to reduce the likelihood
of falling into a conflict trap.2
While peace is essential to unleash productive investment, firms require more
than this. They require an environment
with a reasonable level of political and
economic stability, and one where personnel and property are reasonably secure.
Political instability can create considerable
uncertainty and risk for firms, undermining the credibility of current laws and
policies (chapter 2). Macroeconomic stability also plays a critical role, because
without it changes in other areas will have

limited impact (box 4.1). An unstable or
insecure environment has its most tangible effect on property rights, so this chapter concentrates on the impact of insecure
rights on the investment climate and what
government can do to make them more
secure.
Secure property rights link effort with
reward, assuring all firms—small and large,
informal and formal, rural and urban—that
they will be able to reap the fruits of their
investments. The better protected these
rights, the stronger the link between effort
and reward and hence the greater the incentives to open new businesses, to invest more
in existing ones, and simply to work harder
(box 4.2).
New evidence confirms how important
secure property rights can be. Recent surveys from Poland, Romania, Russia, Slovakia, and Ukraine show that entrepreneurs
who believe their property rights are
secure reinvest between 14 and 40 percent
more of their profits in their businesses
than those who don’t.3 Farmers in Ghana
and Nicaragua invest up to 8 percent more
in their land when their rights to it are
secure.4 By contrast, to compensate for the
greater insecurity of property rights,
equity investors in firms in some lowincome countries can require returns
much higher than those in firms in developed countries.5
Studies across a broad range of countries
find that the more secure the rights, the
faster the growth. They also show that even
modest improvements in security can
increase annual economic growth rates by
as much as one percentage point.6 No matter what factors are included in the analyses
and what measures of property rights security are used, all report a close connection
79
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BOX 4.1

Macroeconomic stability and the investment climate

A sound investment climate requires sufficient
macroeconomic stability before microeconomic
policies will gain much traction. Low inflation, sustainable budget deficits, and realistic exchange
rates are all key. Instability deters investment by
making future rewards more uncertain. It can also
undermine the value of assets.
High inflation and volatile real exchange
rates are two examples.Their effects are particularly harmful for those with fixed incomes, local
currency–denominated assets, and few means
of protecting themselves from declining
purchasing power.They also weaken the position of creditors, making access to credit more
difficult. Large firms are more likely to have tools
at their disposal to cope with these risks, including better access to dollar accounts, financial

instruments, and credit from overseas. Medium
and small firms are likely to be hardest hit.
The costs of macroeconomic instability can
be high. Several countries in Latin America, the
region that experienced tremendous
fluctuations in the 1980s, suffered absolute
declines in GDP per capita, leading the 1980s to
be dubbed the “lost decade” in Latin America.
Achieving stable macroeconomic policy was
the focus of much policy attention in the wake
of the oil crises of the 1970s and the debt and
related financial crises of the 1980s.There has
been good progress.The extremely high inflation in Latin America has been brought down. In
the 1980s Bolivia and Nicaragua experienced
inflation of over 10,000 percent a year; Brazil and
Argentina over 3,000 percent a year; and Mex-

between growth and property rights security. Indeed, the large number of studies all
reaching the same conclusion led one
commentator to observe that the link
between secure property rights and growth
has “withstood an unusually large amount
of scrutiny.”7
This chapter focuses on four measures
governments can take to improve the
investment climates of their societies by
enhancing the security of property rights:

BOX 4.2

Property rights reform in China: Even modest
progress can ignite a strong response

After China’s Maoist revolution, households
were allocated farmland that they could not
sell, rent, or otherwise transfer.All production
belonged to the government, and periodically
the authorities would reassign land in
response to their assessment of “need.”
Whether a household worked the land hard,
or hardly at all, did not affect its well-being.All
households received an equal share of the
community’s total production.Effort was
divorced from reward, resulting in the stagnation of agricultural production in the 1970s.
Since 1982 China has been granting
farmers greater rights to land. Initially, they
were permitted to sell anything they produced in excess of a fixed amount due the
government each year. This was followed
by a gradual lengthening of the time they
were allowed to farm the land. At first land
could be taken away every 3 years, but that
period has been progressively lengthened.

In some parts of China it now runs as long
as 30 years.
Improvements in agricultural productivity depend in part on investments that take
time to pay off: increases in the amount of
fertilizer applied, the number of wells
drilled, and so forth. As the length of farmers’ land tenure increased, so too have
investments to make that land more
productive. Besides altering rights to land to
better link effort with reward, Chinese policymakers liberalized prices and took other
steps to boost production.The combined
effect of these reforms was to boost agricultural output by 42 percent over 1978–84.
Almost half this increase has been
attributed to changes in land rights.

ico, Uruguay, and Peru over 100 percent a year.
By 2001 inflation in all countries in the region
was under 15 percent, with the exception of
Ecuador at 38 percent. Countries have also lowered budget deficits significantly. Brazil and
Mexico, having run double-digit deficits, have
since seen periods of mild deficits and surplus.
The crises in East Asia and Russia in the late
1990s, while sharp and painful, have been
followed by recovery—with countries with
more flexible microeconomic conditions and
better investment climates recovering faster.

Source: World Bank (2003h); Easterly (2001);
Hnatkovska and Loayza (2004); Desai and Mitra
(2004); and Caballero, Engel, and Micco (2004).

• Verifying rights to land and other
property
• Facilitating contract enforcement
• Reducing crime
• Ending the uncompensated expropriation of property.

Verifying rights to land
and other property
Providing secure rights reduces the risks of
fraud and mistake in property transactions,
thus allowing buyers, renters, lenders, and
others wanting to acquire an interest in land
or other property to do so with confidence
that they will get what they bargained for.
The reduced risks are evident in the difference in price between titled and untitled
land. The value of rural land in Brazil,
Indonesia, the Philippines, and Thailand
increases by anywhere from 43 percent to
81 percent after being titled.8 For urban
land, titling increases the value by 14 percent in Manila,9 by almost 25 percent in
both Guayaquil, Ecuador,10 and Lima, Peru,
and by 58 percent in Davao, Philippines.11
Providing more secure rights to natural
resources also fosters environmental stewardship (box 4.3).

Rights to land
Source: McMillan (2002), Lin (1992), and World
Bank (2003m).

Secure rights to land also encourage
investment. Farmers in Thailand with title
invested so much more in their land that
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BOX 4.3

Secure property rights and environmental
stewardship

When rights to natural resources are uncertain, those in immediate control often feel
they should “use it or lose it.” After all, if they
are not sure the resource will be theirs
tomorrow, why not take as much as possible
today?
Fisheries are often depleted because of
this use-it-or-lose-it syndrome. Each fisherman catches as much as he can as fast as he
can, knowing that others are doing the
same.The result: the stock of fish is soon
exhausted. Iceland devised a way to use
property rights to overcome this problem.
Each fisherman was awarded a quota of fish
based on how much he had historically
caught.The fisherman was free to catch up
to that number of fish each period or to
trade some or all of the quota to others.The
quota prevented overfishing while giving
each holder an interest in ensuring the
future health of the fishery. Since the adoption of a quota for herring, stocks have
increased, as has the catch. Quota schemes
have produced similar results in New
Zealand and Nova Scotia, and Peru is experimenting with a quota system as well.

Another example of the relationship
between secure rights and environmental
stewardship involves land. Ethiopian farmers are less likely to plant trees and build
terraces to protect against erosion—and
more likely to increase the use of fertilizer
and herbicides—if their rights to land are
insecure. When the rights to gather
firewood, graze animals, and otherwise use
the resources of neighboring forests are recognized, Kenyan communities keep careful
watch to ensure that they are not overused.
Cross-country studies confirm the
close link between secure rights and environmental stewardship. One recent analysis of 53 developing countries concluded
that a modest improvement in the protection of property rights could reduce the
rate of deforestation in these countries by
as much as one-third.
Source: Deininger and others (2003); Samuel
and Pender (2002); Pender and others (2001);
Mwangi, Ongugo, and Njuguna (2000); Norton
(2002); Gissurarson (2000); and Newell,
Sanchirico, and Kerr (2002).

to land spend an average of nine weeks more
time working off the farm than those without secure rights.
Improving the security of property rights
can raise important distributional questions
in society (box 4.4). But even the landless
poor can benefit when rights are secure.
Owners with insecure rights are often reluctant to rent their land, fearing that a tenant
may try to assert a claim to the property.
Figure 4.1 Not entitled?
100
Estimated proportion of citizens
living in untitled houses (percent)

their output was 14–25 percent higher
than those working untitled land of the
same quality.12 In Vietnam rural households with a document assigning clear
rights of control and disposition commit
7.5 percent more land to crops requiring a
greater initial outlay and yielding returns
after several years than households without documentation.13 In Peru almost half
those with title to their property in Lima’s
squatter settlements have invested in
improvements, compared with 13 percent
of those without title.14
Titling can improve access to credit
when product markets, lending institutions,
and the other elements of a financial infrastructure are present. Land ownership is an
important indicator of creditworthiness,
and a registered title allows lenders to easily
verify ownership. Titled land is also
accepted more readily as collateral. Lenders
can determine whether others have an
interest in the property and thus assess the
likelihood of seizing the land if the borrower refuses to repay the debt.
Farmers with secure title in Costa Rica,
Ecuador, Honduras, Jamaica, Paraguay, and
Thailand obtain larger loans on better
terms than those without. In Thailand
farmers with title borrowed anywhere from
50 percent to five times more from banks
and other institutional lenders than farmers
with land identical in quality but without
title.15 The benefits extend beyond farmers.
In Peru residents of urban areas in Lima
that received title to their land have used the
titled land as collateral to buy microbuses,
build small factories, and start other types
of small businesses. Lack of secure title—
common in many countries (figure 4.1)—is
thus one more obstacle smaller entrepreneurs face when trying to find financing for
their operations.
Securing rights contributes to a better
investment climate in ways besides boosting
investment and easing access to credit.
Owners with secure rights do not have to
waste time at home guarding their property.
In Peru those with title to their land work
outside the home an average of 20 hours
more per week than those in the same
neighborhood whose land is not titled.16 In
Vietnam farm households with secure rights
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Egypt
Source: De Soto (2000).
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BOX 4.4

The distribution of property rights

As economic activity intensifies, the returns
from establishing rights over a resource increase
accordingly.The paradigmatic case involves
rights to the lands of the Labrador Peninsula,
now part of Canada.These lands were home to
otters, raccoons, and other fur-bearing animals,
and as demand for pelts grew in 18th century
Europe, the risk of overhunting increased appreciably. But because the land was held
collectively, individuals had no incentive to curtail hunting.
Parceling the land out to extended families
solved the problem, giving each an incentive
to restrict the taking of animals living on their
land to sustainable levels. Allocating rights to
natural resources to groups, families, or individuals continues to protect against deforestation, overfishing, and other practices that permanently damage the environment, as
described in box 4.3.
Changes in property rights regimes can create strains within a community. Although the
transition to a system of better-defined rights
increases the wealth of the community, some
members will gain more than others, and some
may even be worse off. Less skilled hunters realized more from curbs on hunting in Labrador
than the more skilled.The problem is political:
finding acceptable mechanisms to allocate the
gains and losses while maintaining the advantages from more clearly specified rights.The
bargaining to reach a solution can be difficult,
and an impasse is always possible.

Why do some groups reach agreement and
others not? One explanation is social capital—
the trust, norms, and networks that facilitate
coordinated action. Social capital tends to be
higher when the community is smaller and
more homogeneous and when information
about the effect of different solutions circulates
freely.These factors have been critical to community-wide agreements on the use of
resources. And as World Development Report
2002 explained, the larger the community, the
more ethnically and culturally diverse, the more
open to trade, and the greater the spread in levels of income and wealth, the less likely that an
accord will emerge.
In an ideal world government would act as
an impartial arbiter among competing interests,
nudging them in the direction of a mutually
advantageous agreement while curbing opportunistic behavior and ensuring that norms of justice are observed. Governments rarely achieve
this ideal, however. Instead, as an analysis of the
creation of rights to farmland in 23 countries
over three millennia shows, those in control of
the governmental machinery often use their
power to favor certain interests—aristocrats,
colonists, and others with political influence—at
the expense of the small peasant farmer.
A more recent example is the privatization
of state property. As with land rights, the sale of
state-owned property in an ideal world would
produce a solution advantageous to all, transferring factories and other productive assets to

Many will thus let their land lie fallow rather
than risk leasing it to a household wanting
to work it, or they will rent it only to those
they know well. In either case productivity
suffers because the rural poor—less likely to
be a part of the owner’s social circle—are
denied access to land.17 In the Dominican
Republic the effect of securing owners’
rights increased the number of plots leased
out by 21 percent, with 17 percent more
households obtaining access to land. Poor
households realized the largest share of benefits. The percentage of poor tenants
increased by 40 percent, and the actual area
rented to them grew by 67 percent.18
Securing rights benefits both individual
landholders, through investment incentives
and credit access, and the community at
large, through its impact on growth and
poverty reduction. While the price governments charge for titling services should
reflect this mix of public and private bene-

those who can most efficiently exploit them at
prices that reflect their value in a market economy. Some privatizations have favored a select
few, however, as have several recent mass privatizations in Eastern Europe and the former
Soviet Union. Indeed, one poll shows that 80
percent of the Russian public believes that the
mass privatizations of Russian enterprises in the
1990s were unfair.
As Hobbes recognized, and several modern
authors have recently tried to model, there is a
dynamic at work in enforcing property rights. If
enough citizens accept (or at least acquiesce to)
the current regime, the government’s
enforcement resources can be devoted to bringing those who refuse to accept existing arrangements into compliance. Greater compliance produces a virtuous circle. As more people believe
others will respect the current regime, their
incentives to respect it increase too.Those who
would undermine secure property rights also
face ever higher levels of deterrence as government brings more resources to bear on fewer
individuals.The corollary is that when large numbers of citizens believe the existing distribution of
rights is unfair, the resulting tensions can undermine secure rights. Government is not helpless in
the face of widespread discontent with the distribution of rights, however (see box 4.10).
Source: Demsetz (1967); Libecap (1994); Putnam,
Leonardi, and Nanetti (1993); Ostrom (2000);
Binswanger, Deininger, and Feder (1995); Transition
(2003); and Hoff and Stiglitz (2004).

fits, that price should not be inflated because
of red tape or demands for “unofficial” payments by registry staff. Maintaining monopolies over surveyors, notaries, and other professionals who prepare the necessary
documentation can also boost costs and so
deter registration. In Russia surveyor fees
equal to two years of the minimum wage
keep many from registering their property.19
In Peru the key to titling urban land belonging to the poor and near-poor was breaking
the notaries’ monopoly over drafting deeds.
Maintain an effective titling program. Governments can improve the security of land
title by maintaining an efficient land registry, something becoming easier with
advances in computer technology (see box
2.16). Even this straightforward measure
can face challenges.
First, the cost of issuing initial titles can
be significant, particularly when a large per-
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centage of land is untitled, as is the case in
many developing countries. Conflicting
claims may need to be resolved, boundaries
determined, and accurate maps drawn. In
recent World Bank-supported projects the
unit cost of a title or first registration
ranged from $9.90 in Moldova to $24.40 in
Indonesia to $1,354 in Latvia.20
Second, it is typically much easier to provide title to land where de facto ownership
rights are recognized in the community than
where titling may encroach on the claims of
others. The programs in Peru and Thailand
began by issuing titles to residents whose
rights were essentially uncontested, either by
other individuals or by the government. As
support for the projects grew, and experience in administering them increased, the
titling effort was extended to areas where the
issues were more complex (box 4.5).
Even when there are no rival claimants,
titling reforms can run into resistance. Land
registry personnel often oppose modernization, either from inertia or the loss of
opportunities to collect side-payments
from registrants. In Russia, Ukraine, and
other former socialist countries, opposition
to rural land titling has come from the
managers of collective farms. Titling
requires breaking these farms up into individual parcels, threatening managers’ jobs
and income and weakening their power
over the farmers.21
Consider alternatives to full-blown titling.
A large titling program is costly and
requires many trained professionals. Before
initiating a program, governments should
consider whether their policy objectives can
be realized through measures short of providing a full legal title. Indeed, experience
around the globe shows that a diversity of
tenure options can facilitate access to land.
In Niger, security of rights was realized
through a simple, community-based registration scheme.22 In Honduras simple title
documents that lenders can hold while the
loan is outstanding have been enough to
improve the flow of formal credit to small
farmers.23 In urban areas, too, interim measures short of full titling can begin to meet
residents’ needs for greater security.24
Botswana has issued use certificates that

BOX 4.5

Thailand’s 20-year program to title rural land

In 1982 the Thai government began a 20year project to title and register farmland
throughout the kingdom.The aim? Enhancing farmers’ access to institutional credit
and increasing their productivity by giving
them an incentive to make long-term
investments.
Just over 8.5 million titles were issued
during the life of the project. Along with
those issued outside the project, the number of registered titles increased from 4.5
million in 1984 to just over 18 million by
September 2001. Studies conducted during
the project show that it met both its objectives: titled farmers secured larger loans on
better terms than untitled farmers, and productivity on titled parcels rose appreciably.
The success in Thailand is attributed to
several factors.
• There was a clear vision for the project, a
long-term plan to achieve it, and a com-

mitment by the government and key
stakeholders to project implementation.
• A strong policy, legal, and institutional
framework was in place for land administration.
• The project built on earlier efforts to
issue documents recognizing holders’
rights to their land.
• Registration procedures developed by
the Department of Lands were efficient
and responsive to public demand.
• The public had confidence in the land
administration system and actively participated in the reform process.
• The interests that can complicate
projects in other countries—public
notaries, private lawyers, and private
surveyors—were not present.
Source: Burns (2004).

have protected holders from eviction while
the government considers options to address
urban landlessness.25 Other examples where
secure rights were achieved without a fullblown title come from India and Vietnam.
Foster competition among service providers.
Whatever the means chosen to enhance the
security of property rights, governments
need to be sure that consumers are not overcharged for the required services. Experience
in Australia, the Netherlands, and the United
Kingdom shows that transaction costs can be
reduced, without sacrificing the quality of
service, by introducing competition into the
provision of services associated with land
transactions (box 4.6).

Title to other property
Titling automobiles, equipment, machinery,
and other valuable forms of “movable”
property can provide benefits similar to
titling land. As with land the registration can
facilitate access to credit. Lenders can verify
ownership and determine whether others
have already either lent against the property
or may have some other interest that would
make it difficult to foreclose on the property
in the event of default. Experience in
Indonesia and Romania demonstrates the
value of movable property registries. Both
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BOX 4.6

De-monopolizing property transaction
professionals

In early 1984 the British government
announced it was considering ending the
legal profession’s 180-year monopoly on
providing the services required to buy or
sell real estate. Within months reports
began circulating that prices for conveyancing services were falling. Spurred by favorable responses from consumer
organizations, and over the vigorous objections of the organized bar, the government
went through with its proposal to open the
market to non-lawyers. Starting in October
1987 anyone passing a rigorous licensing
examination was permitted to offer
conveyancing services. In accord with an
earlier reform, both legal professionals and
licensed conveyancers were allowed to
advertise rates and services.
Competition brought prices down without sacrificing quality.The mean price
charged for conveyancing services fell
almost 10 percent between 1983 and 1986,
a period when housing prices, and thus the
fees under the old schedule, rose
significantly. Consumers asking for an estimate of the cost of the services realized significant savings because providers cut their

Figure 4.2 Leasing activity is more
prevalent in Tunisia than in Egypt or
Lebanon, thanks to laws facilitating
repossession
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Source: World Bank (2002b).

initial quotes for fear of losing the business.
Despite the price reductions, consumers
buying or selling real estate after demonopolization reported the same satisfaction with the services, if not more.
Similar deregulation initiatives have
brought the costs of land transactions
down in the Australian state of New South
Wales and in the Netherlands. Conveyancing fees in New South Wales fell an average
of 18 percent in the mid-1990s after the
market was opened to non-lawyers, saving
the community close to A$100 million in
fees. In the Netherlands abolishing the professional monopoly held by real estate
agents lowered costs and provided
consumers with a greater selection of services.These results are consistent with a
broader study of professional regulation
conducted by the European Commission. It
found that less regulation of lawyers,
notaries, and other legal professionals
enhances consumer welfare without compromising other values.
Source: Domberger and Sherr (1989); Baker
(1996), Philipsen (2003); and European Commission (2004b).

countries created one in 2000. By the end of
2003 Romania had recorded 200,000
entries, while in Jakarta alone creditors
sought in 2003 to register 12,000 interests in
vehicles, machinery, and other items covered by the new law.26 According to the
Bank’s Doing Business Project, the time
required to register property ranges from 3
days in Lithuania, to 274 days in Nigeria,
and nearly 1,000 days in Croatia.
The easier it is for banks and other financial institutions to recover the property in
the event of nonpayment, the more willing
they are to lend (chapter 6). A common
method for lowering the costs of foreclosure is for the lender to retain title to the
property. The lender simply leases it to the
borrower for a fixed time at an agreed upon
price, often payable monthly. Not only can
such leasing agreements simplify foreclosure proceedings, but they are also an
important means for broadening access to
finance. Small and medium firms do not
need to accumulate the funds required to
buy machinery or other assets outright but
can obtain the equipment by paying a bank,

or a firm that specializes in leasing, a
monthly rental fee.
The extent to which firms can take
advantage of leasing depends largely on
how secure the lessor’s rights in the property are. If, in the event of nonpayment, the
lessor must go to great lengths and expense
to reclaim the property, the lessor will
require that firms leasing the equipment
provide large cash advances or other forms
of guarantees.27 In Egypt it can take years to
repossess leased property, in Lebanon anywhere from nine months to two-and-a-half
years. In Tunisia, by contrast, it takes three
months at most to obtain a court order permitting repossession.28 Partly as a result of
lessors’ ability to obtain these orders
quickly, estimates from 2000 show leasing
to be far more prevalent in Tunisia than
either Lebanon or Egypt (figure 4.2).
One type of property of growing importance is intellectual—the patents, copyrights, trademarks, and other legally created
rights to enjoy the fruits of one’s intellectual
efforts. Because intellectual property is
intangible, and can be transported easily
across national boundaries, international
agreement on the enforcement of these
rights is critical to its protection (box 4.7).

Facilitating contract enforcement
Property rights are more secure, and more
valuable, when the costs and risks of
exchanging them are low. Delays or uncertainties in the enforcement of exchange
erode the value of property rights and
diminish the opportunities and incentives
to invest. In an ideal world all contractual
exchanges would occur without a hitch.
Neither party would ever fail to deliver the
promised good or service or be short on the
quality or quantity promised. It is easy to
see why such a world would have an extraordinarily favorable investment climate.
Firms could commit to long-term, complex
commercial relationships with perfect
strangers, confident that the other side
would faithfully uphold its end of the bargain over as many years as the contract lasts.
It is also easy to see why such a world
doesn’t exist. Anytime the parties do not pay
with one hand and take with the other, there
is a risk that the party to perform later will
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BOX 4.7

Intellectual property rights: The ongoing debate

Inventors and authors often require an incentive
to develop innovative products, as has been recognized since at least the 4th century BCE.Today
the incentive is provided by granting creators of
new inventions, software programs, or other
products a patent, copyright, or other similar
right to their creation. An idea of how powerful
this stimulus can be comes from a recent analysis of spending on research and development by
American firms. A modest increase in the value
managers expect to realize from patenting new
products was found to boost R&D by anywhere
from 11 percent in the biotech industry to 8 percent in the pharmaceutical industry to 7 percent
in the chemical industry.
This stimulus comes at a price. Intellectual
property rights give their holders the exclusive
right to sell the product embodying their creation
for a limited time. During this period, holders are
free to charge whatever price they wish irrespective of production costs. Intellectual property
rights thus need to strike a balance between society’s interests in fostering innovation and in keeping prices to consumers low.
Finding the right balance is a challenge.
Early in the 19th century, when the United
States had few authors but many readers, English writers complained that the American government did not enforce their copyrights. But as
the United States produced more authors, government policy toward copyright changed until
the United States became a leader in persuading other nations to honor copyrighted works.
For the past two decades countries where the
majority of innovative products are produced
have urged countries that mainly purchase

these products to strengthen their enforcement
of intellectual property rights to prevent the
dilution of incentives to innovate. While the
debate continues, four recent developments are
helping to change its terms.
First, more firms in more developing countries are now producing innovative products and
thus have a direct stake in the protection of
intellectual property rights. In Brazil and the
Philippines short-duration patents have helped
domestic firms adapt foreign technology to local
conditions, while in Ghana, Kuwait, and Morocco
local software firms are expanding into the international market. India’s vibrant music and film
industry is in part the result of copyright protection, while in Sri Lanka laws protecting designs
from pirates have allowed manufacturers of
quality ceramics to increase exports. Software
and recording industry firms in Indonesia report
that they would expand production if their copyrights were better protected.
Second, a growing number of developing
countries are seeking to attract FDI, including in
industries where proprietary technologies are
important. But foreign firms are reluctant to
transfer their most advanced technology, or to
invest in production facilities, until they are confident their rights will be protected. Innovators
in many knowledge-intensive industries simply
will not invest where the protection of their
intellectual property is uncertain.
Third, there is growing recognition that consumers in even the poorest countries can suffer
from the sale of counterfeit goods, as examples
ranging from falsely branded pesticides in
Kenya to the sale of poisoned meat in China

breach the agreement. Governments can help
firms cope with these risks by fostering the
dissemination of accurate reputation information and supporting effective dispute resolution and enforcement mechanisms.

Facilitate the flow of information
about reputation
Reputation is central to ensuring contract
performance in all societies.29 In deciding
whether to contract with a new partner,
firms are guided by what they know about
the potential partner’s history of complying
with contractual obligations. A firm is more
likely to contract with those who have a
good reputation. Various entities have
emerged to meet the demand for such
information. They collect information on
the creditworthiness and reliability of individuals and firms and provide it to financial

attest. Consumers usually suffer the most when
laws protecting trademarks and brand names
are not vigorously enforced.
Fourth, there is a trend toward addressing
intellectual property issues one by one, helping
to identify areas of agreement and find
common ground on points of difference. An
agreement at the WTO ministerial meeting in
November 2001 reflects developing countries’
need for access to medicine. Discussion is also
under way on policies that would give manufacturers of patented goods greater flexibility to
sell at lower prices in poor countries than in
wealthier ones.
How nations recognize intellectual property
rights can be as important as the decision to
protect them. When the United States
established a patent regime in the early 19th
century, it modeled its laws after those of the
United Kingdom. But unlike the United
Kingdom, the fees for registering a patent were
very low, innovators were free to license their
patents to others, and administrative
procedures ensured even-handed application of
the law to all. Broadening access to intellectual
property rights spurred an enormous increase
in innovative activity, and shortly after a midcentury exhibition in London, where British officials were shocked by America’s technological
achievement, they followed its example and
opened up their patent regime.
Source: Braga, Fink, and Sepúlveda (2000); Maskus
(2002); Arora, Ceccagnoli, and Cohen (2003); Nathan
Associates Inc. (2003); Hoff (2003); and Luthria and
Maskus (2004).

institutions, industrial companies, and others in the business community. Those who
contemplate breaching their obligations
know that if they do, all will soon know.
Government policy sometimes hinders the
creation of firms that market reputation
information by restricting the flow of commercial or financial data. Free-rider problems,
highly concentrated financial systems, and
other market failures can also retard the emergence of private organizations that gather and
disseminate reputation information.30 Governments should first remove the impediments to circulating accurate data on creditworthiness.31 If private firms still do not enter
the market, government can. In Bangladesh,
Bolivia, Bulgaria, Nigeria, Romania, and Vietnam, government-owned reporting agencies
have been established, building on data collected by the central bank.32
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Improve courts and other dispute
resolution mechanisms
There are limits to the reach of reputationbased mechanisms. Firms without a history
of creditworthiness will have difficulty
gaining a foothold in the market resulting,
in extreme cases, in the prevention of new
entry altogether.33 Reputation mechanisms
also depend on participants being willing to
collectively boycott anyone with a bad reputation. As economies expand, however, the
difficulties of enforcing a group boycott
increase. More information must be collected and disseminated on more individuals and firms, and the temptation to cheat,
or free-ride, on the agreement grows. Eventually a centralized contract enforcement
mechanism operated by the state becomes a
less costly alternative.34 Rather than incurring substantial costs before entering into a
transaction, firms find it less expensive to
turn to a court after the fact to resolve differences over performance. The importance
of courts grows as the number of large and
complex long-term transactions increases.
The impact of a well-functioning court
system extends far beyond the number of
cases it resolves. The more timely and predictable a court’s decisions, the better able
firms are to predict the outcome of any dispute. As predictability and timeliness
improve, the number of disputes filed may
decline, because a credible threat of pursuing a remedy in court provides incentives
for the parties to honor their obligations.
Bargaining takes place in the shadow cast by
the courts and the laws they enforce. The
stronger the shadow they cast, the lower the
risk of transacting, the larger the number of
transactions, and the lower their cost.35
Where the shadow is weak, a firm’s costs
and risks increase. In India those whose contracts have been breached or who have suffered other injury must either accept a
sharply discounted settlement or wait years,
if not decades, to have their case resolved in
court.36 A weak shadow can also make some
transactions so risky that they never occur,
for if there is no way to ensure performance,
the risk of going forward may simply be too
great. Or firms may circumvent the judicial
system altogether, taking the costly but less
risky route of purchasing their suppliers or

customers and so turning arm’s length transactions into transactions within firms.37
New research underlines the importance
of well-performing courts for a sound
investment climate. Studies from Argentina
and Brazil show that firms doing business
in provinces with better-performing courts
enjoy greater access to credit.38 New work in
Mexico shows that larger, more efficient
firms are found in states with better court
systems. Better courts reduce the risks firms
face, and so increase the firms’ willingness
to invest more.39
• Firms in Brazil, Peru, and the Philippines
report that they would be willing to
increase investment if they had more
confidence in their nation’s courts.40
• Firms in Albania, Bulgaria, Croatia,
Ecuador, Moldova, Peru, Poland, Romania, Russia, Slovakia, Ukraine, and Vietnam say they would be reluctant to
switch suppliers, even if offered a lower
price, for fear they could not turn to the
courts to enforce the agreement.41
• Firms with confidence in the courts in
Poland, Romania, Russia, Slovakia, and
Ukraine are more likely to extend trade
credit and to enter new relations with
local firms.
• In Bangladesh and Pakistan the World
Bank’s Investment Climate Surveys show
that while firms with confidence in the
courts make half their sales on credit,
those with little confidence extend credit
on only one-fourth of their sales.
• In Burundi, Cameroon, Côte d’Ivoire,
Kenya, Madagascar, Zambia, and Zimbabwe, where firms have little confidence
in the courts, they are unwilling to
expand trade by doing business with anyone other than those they know well.42
The Investment Climate Surveys show
that in many countries, firms have little
confidence in courts (figure 4.3). One reason may be the length of time and the cost
required in many countries to resolve even
simple cases. The World Bank’s Doing Business Project shows that in 2003 the time
required to enforce a contract range from
under 50 days in the Netherlands, nearly
600 days in Bolivia, to nearly 1,500 days in
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Strengthen court systems. As World Development Report 2004 showed, agencies that
provide a public service perform better
when they are accountable to users, when
users have a say in the policies governing
the delivery of the service, and when those
providing the service have a strong incentive to deliver quality services. These same
principles apply to courts.
A common result of giving users more
voice in the operation of the courts is procedural simplification. Court procedures in
many developing countries are more complex and costlier than those in developed
countries. Not only do these lengthier and
more expensive procedures provide no offsetting benefits, they are often simply a further drag on entrepreneurial activity.44 In
Brazil complex court procedures retard
credit markets and increase the cost of
credit transactions.45
Coupling procedural reform with
changes in the way courts are managed and
combining both with the introduction of
information technology can dramatically
cut the time needed to decide a case. This
mix produced an average reduction in processing time of 85 percent in six pilot courts
in Ecuador. Similar results were realized
across a range of courts in República Bolivariana de Venezuela as well. In Barquesimeto and Ciudad Bolivar, reforms introduced in 1999 trimmed the time required to
dispose of leasing and debt collection cases
from anywhere between half to two-thirds
(figure 4.4). Judges were relieved of routine
administrative tasks, clerical work was centralized in a judicial support office, while
the entire litigation process, from the filing
of a complaint to the scheduling of hearings
to the issuance of judgment, was automated.
One frequently considered option for
speeding up commercial cases is the creation of either a separate court or a separate
division or chamber within an existing
court to handle business disputes. Tanzania’s recently created commercial court
draws praise from lawyers who appear

Figure 4.3 Many firms do not believe the courts will uphold their property rights
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Note: Countries selected to illustrate range of responses.
Source: World Bank Investment Climate Surveys.

before it, and although its filing fees are
higher than the ordinary courts, to which
litigants can also turn, its case load continues to grow.
Efforts to create specialized commercial
courts in Bangladesh, Indonesia, Cape
Verde, Côte d’Ivoire, Pakistan, and Rwanda
have so far been less successful. The difference often lies in the political support
courts enjoy. In Tanzania the court handles
cases filed by banks and other financial
institutions that constitute a powerful lobby
in support of the court. But progress is
more difficult when the targets of court
action hold significant political influence.In
Bangladesh, for example, the defendants
Figure 4.4 Reforms speed up court business in República Bolivariana de Venezuela
800
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Guatemala. Nor does the evidence show
that slower, more costly courts deliver better
results than less expensive, more expeditious ones.43
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include influential citizens being asked to
repay millions of dollars in loans from staterun banks. Similarly, in Indonesia the defendants include those being asked to accept
significant losses in court-ordered reorganization and liquidation proceedings.
Court performance depends on judges,
lawyers, clerks, and other participants working to ensure the timely and accurate resolution of disputes. Differences in court performance are largely a function of different
incentives.46 When participants have strong
incentives to see that cases are decided expeditiously, accurately, and at a reasonable cost,
court performance improves dramatically
Legal professionals who work in and
around courts often fear that changing incentives will affect their incomes. In Tanzania
reformers overcame the lawyers’ opposition
by persuading key members of the profession
that they would benefit from reform. As confidence in the courts increased, reformers
argued, more cases would be filed, so the
demand for legal services would increase. In
several countries, working groups of senior
judges, respected members of the bar, and
civil society have come together to develop a
consensus on the benefits of reform.
A special challenge in court reform is
that the judiciary is usually a separate and
independent branch of government. Officials in the executive can urge judges to
reform, and the legislature can pass laws to
streamline procedures, but implementation
depends on the courts. One step the executive branch can take on its own is to review
its use of the courts. Governments are often
the largest single user of the courts, and as a
study in the Indian state of Andhra Pradesh
shows, government often contributes to
delays by pursuing matters it has no chance
of winning and lodging appeals it is sure to
lose.47 Curbing such behavior can reduce
the demands on the courts and allow them
to concentrate on genuine disputes.
Remove impediments to private dispute settlement. Fostering private resolution through
arbitration, mediation, or conciliation will
also improve the contracting environment.
Not only are these methods often less expensive than a lawsuit, they can produce more
accurate decisions as well. Where the dispute

involves technical issues, the parties can select
an engineer or other expert versed in the relevant issues to decide the matter.
Some governments discourage private dispute resolution through unnecessary restrictions on procedures. In Bolivia and Tanzania
various restrictions on alternative dispute resolution mechanisms prevent firms from taking full advantage of them.48 By contrast, in
Colombia and Peru—where government has
enacted legislation supporting the use of
alternatives—the results have been promising.
A commercial arbitration chamber run by the
Bogotá Chamber of Commerce handled 371
cases in 2001 involving claims of Col$3.2 billion. The Lima Chamber of Commerce
resolved 182 commercial disputes in 2000 in
an average time of less than six months.49
Where the parties to an arbitration or
other alternative dispute resolution mechanism contemplate continued dealings, each
has an incentive to abide by the arbitrator’s
award. Each may also comply because of the
effect on its reputation if it refuses to do so.
If a party refuses to honor an arbitrator’s
decision, it runs the risk that other firms will
decline to do business with it in the future.
Where the incentives of reputation or
repeat dealing are not present, the courts
need to backstop arbitration by permitting
the prevailing party to bring an enforcement action. To be an effective backstop, the
law must not give the loser in an arbitration
proceeding a long period or numerous ways
to challenge the award. The United Nations
Commission on International Trade Law
recommends that courts should be permitted to set aside awards only in limited and
precisely defined situations. Otherwise, as
happened in India, litigation over the validity of awards can spiral out of control as the
losing side seeks to win in court what it lost
at the arbitration table.50
Access to arbitration in a neutral country
is often important to foreign investors, who
may fear that the courts in the country of the
investment are biased against them, or too
slow, or too inexpert to hand down a timely
and accurate decision. International arbitration has emerged as an important way for
investors to reduce the risks of submitting
disputes to local courts.51 To improve the
investment climate, governments should
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remove obstacles to international arbitration
as well, by joining relevant international conventions and ensuring effective mechanisms
exist to enforce the resulting awards. For
example, the Russian government recently
clarified that awards by international
arbitrators in disputes involving minority
shareholders in Russian corporations are
enforceable in domestic courts. The role of
international dispute settlement mechanisms is discussed further in chapter 9.

Figure 4.5 Crime takes a heavy toll on many Latin
American economies
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Robbery, fraud, and other crimes against
property and against the person undermine
the investment climate. Rampant crime discourages firms from investing and increases
the costs of business, whether through the
direct loss of goods or the costs of taking
precautions such as hiring security guards,
building fences, or installing alarm systems.
In the extreme, foreign firms will decline to
invest, and domestic ones will flee the country for a more peaceful locale.
Estimates compiled in 2000 show the
devastating impact of violent crime and
property crime on the economies of six
Latin American nations. In Colombia and
El Salvador almost one-quarter of national
GDP was lost to crime; only in Peru was the
cost of crime less than 10 percent of gross
domestic product (figure 4.5).
The World Bank’s Investment Climate
Surveys show that crime retards entrepreneurial activity in every region. In Latin
America more than 50 percent of firms surveyed judged crime to be a serious obstacle
to conducting business. In Sub-Saharan
Africa and East Asia more than 25 percent
or more said the same (figure 4.6).
The impact of crime varies by country.
In Nigeria the Investment Climate Survey
shows 37 percent of respondents identify
crime as a major or severe constraint on
their operations, in Zambia 50 percent, and
in Kenya 70 percent. In Guatemala an extraordinary 80 percent of surveyed firms said
that crime is a major or severe constraint.
Crime tends to have a similar effect on firms
of all sizes. One exception is Bangladesh.
Although 45 percent of medium and large
firms say crime is a constraint, only 20 per-

Note: Data cover 1999–2000.
Source: Londoño and Guerrero (2000).

cent of the small ones do.
A 2002 survey of 400 Jamaican firms
offers further insights into the way crime
can affect incentives to invest.52 Just under
two-thirds of firms surveyed reported being
the victim of some kind of property crime
during 2001, with many firms repeatedly
victimized. More than one-fourth had property stolen once a quarter, with 9 percent
reporting theft once a week, and 22 percent
saying they were defrauded at least once a
quarter. Firms of all sizes and locations were
victimized. Eight of 10 farmers reported
equipment or livestock stolen. Financial
firms were most vulnerable to fraud. Manufacturing, distribution, and construction
companies all reported significant theft and
fraud. Smaller firms were more likely to be
victims, and more often, than larger firms.
Extortion, fraud, robbery, burglary, and
Figure 4.6 Crime is a significant constraint on firms
in all regions
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Firms reporting crime a major or moderate
constraint on doing business (percent)
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Source: World Bank Investment Climate Surveys.
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arson caused 116 of 400 firms to suffer
losses amounting on average to J$665,000
(around $11,000). The cost of crime as a
percentage of revenue was 9 percent for
small firms and firms with J$20-50 million
in annual revenues. Manufacturing firms
reported that crime cost them nearly 6 percent of annual revenues.
When government is not strong enough
to protect property rights, private organizations selling “protection services” fill the void.
Some private security services cooperate
closely with the police. Others are not nearly
so law abiding. “Violent entrepreneurs,” as a
recent analysis of organized crime in Russia
labeled them, rely on force and intimidation
and often end up demanding a share of the
profits of the firms they “protect.”53 While
respondents to the World Business Environment Survey said that organized crime has
less impact on their business than street
crime, the Jamaica survey suggests the data
may understate its effect. Many businesses are
reluctant to admit they are victims of extortion, either from shame or for fear of violent
reprisal.

BOX 4.8

Crime, poverty, and inequality

Evidence from a single country over time or
from many at one point in time shows that
an increase in relative poverty or income
equality leads to a rise in crime. One study
drawing on data from developing countries
finds that a relatively modest increase in
inequality would produce an average
increase in robberies of 30–45 percent.
Another study suggests that a 5 percent
drop in GDP would produce an immediate
50 percent jump in the robbery rate.
According to one view this relationship follows as a matter of economic
logic. The decision to commit a crime
depends on whether the return,
discounted by the likelihood of apprehension and punishment, exceeds the gain
from working. The more unequal the distribution of income and wealth in a society, the larger the potential gains from
crime for those at the bottom of the scale.
Another view is that inequality is associated with discrimination and other social
factors that affect character formation—
and is thus the “real” cause of crime.
Study after study affirms the great
power of the economic explanation. But

there is always a residual, something left
over after all economic factors are included,
that explains part of the crime rate. This
residual becomes more significant as the
time frame lengthens. Long-run changes in
the crime rate appear to respond to societal forces largely independent of
economic ones.
Several policy implications follow from
what is known. One is the importance of
reducing relative poverty and inequality,
not only for reasons of social justice, but for
the very practical reason that it is a sure
way to cut crime rates. A second is that
sharp increases in relative poverty or
inequality call for an immediate response.
Both crime prevention and crime
deterrence programs need to be expanded
to dampen the inevitable rise in crime
likely to follow. Third, each society needs to
examine what accounts for the part of the
crime rate not explained by economic factors. In other words, what shapes the character of its citizens?
Source: Bourguignon (2000); Demombynes and
Özler (2002); and Wilson (1991).

Firms can do much to reduce property
crime—from installing burglar alarms to
posting security guards. But there are limits
to what they can achieve without government assistance. Property crime is rarely a
crime of passion, suddenly triggered by
overwhelming feelings of jealousy, betrayal,
or rage. Instead, as analysts have recognized
for more than two centuries, it is almost
always motivated by a calculation, however
rough, of the benefits to be gained against
the consequence of apprehension and punishment (box 4.8).54
Combating crime is a major challenge in
all societies, rich and poor. Experience suggests that governments can change the
incentives for criminals through better law
enforcement, stronger deterrence, and more
effective crime prevention programs.

Better enforcement
Apprehending and punishing criminals is a
classic government function, but one often
not performed with great efficiency. Reactive policing, where police simply receive
reports from victims and then attempt to
apprehend the responsible party, is notoriously ineffective. Modern policing is “problem oriented.” It attempts to identify recurring crime problems and—with other
government agencies and civil society—
change the conditions leading to these
problems. The approach emphasizes crime
mapping, working with communities, and
investigative techniques, rather than a generalized “get tough on crime” approach.
Nor can policing be separated from human
rights concerns: force may be required to
capture and detain suspects, and the police
need to be accountable to multiple constituencies when they use it.

Stronger deterrence
Government can also improve the deterrent
effect of its criminal justice system. Are the
penalties for theft, robbery, and other property crimes enough to alter a thief ’s costbenefit calculus? Are they applied consistently? How effective is the overall system at
preventing and deterring crime?
No matter the penalties, criminal law is
only as effective as those who enforce it. The
police are the frontline enforcement agency,
and any crime reduction initiative must
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begin with ensuring their effectiveness. But
police reform is a challenge—for developed
and developing countries alike. It is hard to
monitor the actions of individual officers on
patrol or to prescribe how they should handle
the variety of often dangerous situations they
confront on a daily basis. Difficult working
conditions coupled with the sometimes hostile relations between police and citizens tend
to isolate the police, creating a strong sense of
loyalty among officers, and making external
oversight and accountability difficult.
Despite these hurdles, some promising
approaches emerged in the 1990s under the
rubric of community policing (box 4.9).
Although the details differ across countries,
and even within countries, such policing
includes one or more of the following:
• Assigning officers to foot patrols so that
they can concentrate on those offenses
that are major annoyances to local residents and firms and build relationships
with the community
• Meeting regularly with individuals and
firms to hear their views on police priorities
• Analyzing trends and focusing efforts
rather than responding to each individual crime as a report comes in.55

BOX 4.9

Putting police into the community
increases their accountability and provides
citizens with a greater voice in their operations. Community policing contributes to
more effective policing as well. Police solve
very few crimes on their own, fewer than 10
percent in a recent U.S. study. Victims and
witnesses from the community have to come
forward with information about the perpetrators for police to improve on this figure. As the
South African police have learned, by forging
stronger ties between the police and citizens,
community policing has furthered cooperation between the two, leading to higher arrest
rates and greater respect for human rights.56

More effective prevention
Governments need to resist the temptation
to look for answers only within the confines
of the criminal justice system. Several recent
studies show that well-designed crime prevention programs are more cost-effective
than criminal justice approaches.57 A classic
study in the United States found that for
every dollar invested in prevention programs, six to seven dollars could be saved in
criminal justice expenditures.58 Effective prevention strategies include early interventions
for at-risk teens, school-based initiatives to

New York City’s police reforms—are they exportable?

In the mid-1990s crime rates in New York City fell
dramatically. Murders plunged 68 percent, burglaries 53 percent, and car thefts 61 percent.This
extraordinary turnaround in crime helped support an economic renewal as employment, property values, and the growth rate rose sharply.
Much of the credit for this achievement is
attributed to police reforms introduced by
William Bratton during his tenure as head of
New York City’s Police Department from 1994 to
1996.The reforms were built around two principles: wholesale changes in management, to
reward those who succeeded in combating
crime while penalizing those who didn’t, and a
proactive crime-fighting strategy.
Incentives. Bratton inherited a department
where promotion depended not on arresting
criminals but on avoiding scandals, conflicts with
the community, and indeed any activity that
might make waves. After long consultations with
officers and other stakeholders, some 400
changes were made in the way the department
operated. Recruiting standards were raised, training was improved, and disciplinary procedures
were modernized. Most important, power was

devolved to precinct commanders, the department’s line managers, and a new career system
rewarded commanders who reduced crime rates.
Strategy. Department personnel developed
a new computerized data management system
to rapidly compile crime statistics and plot
emerging trends and the locations of crime.
“Compstat” turned out to be critical to the entire
reform process. By providing weekly totals of
crime and arrests by precinct and comparing
them to historical data, supervisors could evaluate the performance of the precinct commanders, which they did at weekly strategy sessions.
The system also allowed the department to
adopt a new strategy. Rather than react to individual crime reports, managers could spot
evolving patterns and redeploy personnel
accordingly. At the same time the police began
concentrating on the infrastructure that
supports individual crimes. Instead of targeting
individual car thieves, they went after those who
dealt in stolen automobiles, thus shrinking the
thieves’ market.
Exportable? Several Latin American cities
have begun experimenting with different

aspects of the New York City reforms. Fortaleza,
a resort stop on the Brazilian coast, has created
its own version of Compstat and is striving to
improve police-citizen relations. Chile adopted
several New York City–style reforms, including
the redeployment of police to high-crime areas,
more policing on foot, and better methods of
collecting and analyzing crime statistics.
Bratton acknowledges that New York City’s
experience must be adapted to the very different cultures and crime environments in the
developing world, where the police are often
not yet fully subject to civilian control and
respect for citizen rights can be weak. Even so,
the underlying principles—devolving power to
local commanders, holding them accountable
for results, building citizen confidence in the
police, and adopting proactive crime fighting
strategies—are as applicable in Santiago or Fortaleza as in New York’s toughest neighborhoods.

Source: Bratton and Andrews (1999); Lifsher (2001);
Fundación Paz Ciudadana (2001, 2002); Webb-Vidal
(2001); and Bratton and Andrews (2004).
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teach social competency skills and reduce violence in and around schools, and other programs to build character and foster community responsibility.59 Emerging evidence from
Colombia shows that handgun control and
restrictions on the sale of liquor can reduce
violent crime significantly.60 Situational crime
prevention—in which physical space is modified to make the commission of a crime more
risky or less lucrative for the potential
offender—is a promising prevention strategy
for housing ministries or local governments.61
Government can also take some of the
profit out of organized crime by reducing the
regulatory burden on firms. Surveys of retail
stores in three Russian cities show that protection rackets and other forms of organized
crime flourish when the regulatory burden is
high.62 As the regulatory burden increases,
store owners are less able to comply with the
rules and thus more reluctant to call on state
agencies to protect them from criminals or
enforce their contracts. Organized criminals
then step forward to meet the demand.

Ending the uncompensated
expropriation of property
The discussion so far has focused on how
governments can help firms cope with threats
to their property rights from third parties. As
chapter 2 showed, however, government can
itself threaten the security of property rights.
A government strong enough to protect
property is also strong enough to take it.63
All governments reserve the right to take
property in some circumstances.64 To combat
health emergencies, government must be able
to order the destruction of livestock or poultry spreading disease. Without the power to
take land, those holding parcels needed to
complete an expressway can “hold up” government by demanding unreasonable prices
to sell. The taking, or expropriation, of property can also be a more efficient means of
obtaining it for public purposes than open
market purchases. When an underground
water pipe must traverse a large number of
properties, the costs of reaching an agreement
on price with each individual owner will be
far greater than setting a price by decree.
Governments have also seized private
property where the public interest was less

clear. Mass expropriations usually occur in
the wake of violent upheavals, as when the
post-1917 government in Russia or those in
power in Eastern and Central Europe after
World War II seized private property. Since
then, expropriation has been most commonly associated with the nationalization
of foreign investments, though recent experience in Zimbabwe shows that local firms
are not immune (box 4.10).
Property need not be taken in its entirety,
or in a single stroke, to constitute a “taking” or
“expropriation.” Taxes may be progressively
raised to confiscatory levels or regulations
made so onerous that an owner is forced to
sell all or part of the property at a depressed
price. While the outright expropriation of foreign investments has become less common in
recent times, these forms of indirect or “creeping” expropriation have grown significantly.65
Foreign investors are often particularly
vulnerable, because it may be politically
attractive for politicians to target foreigners,
and local courts may be reluctant to rule
against the host government if a dispute
arises. Large and immobile investments are
especially at risk. Because they cannot be
moved to another location in response to
changing circumstances, they constitute
what Vernon called an “obsolescing bargain,”
being exposed to host government efforts to
renegotiate unilaterally the terms of the original agreement.66 Foreign investments in private infrastructure projects have both these
features—and are often in politically sensitive sectors with returns subject to regulation, making them even more vulnerable.67
The threat of expropriation varies from
project to project, even in a single country.68
While not amenable to precise measurement, the risk of expropriation is reflected in
measures of “country risk” or “political risk”
prepared by various rating agencies (figure
4.7). Some governments have credible mechanisms to restrain these threats and, coupled
with a history of treating investors fairly,
investments in these countries are perceived
to involve only modest risks. Other governments have not yet established the same
record—or have not been able to credibly
commit to restrain such risks. When this is
the case, investors will decline to invest, avoid
undertaking investments that are difficult to
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Property wrongs: Is there ever a statute of limitations?

If one buys a watch from someone who found it
on the street, can the original owner later
recover it? If a farmer settles on apparently
unclaimed land and plants crops, can the land’s
real owner later evict him?
Easy cases are when the watch purchaser or
farmer knew, or had reason to know, that the
original owner was lurking out there
somewhere—the watch had the owner’s name
engraved on it, the land was registered or
fenced. But when the watch seller genuinely
appeared to own it or the land really did seem
to be unclaimed, the answer requires trading off
the right of ownership against the security of
transactions.
Allowing the watch purchaser to defeat the
original owner’s claim to recover it makes transactions more secure. Permitting the original
owner to reclaim it makes the right of
ownership more secure. Societies have
developed a number of mechanisms for managing these tradeoffs, including statutes of limitations—laws setting a fixed period for challenging a transaction. Once that time has elapsed,
the transaction can no longer be attacked.

Statutes of limitations and other
mechanisms embody the consensus societies
have reached to resolve the ownership-transaction tradeoff between individuals. Reaching a
consensus is difficult when different communities within a society are on opposite sides. In
Zimbabwe many argue that land taken during
the colonial wars of the 19th century should be
returned to the descendants of the true owners.
Current holders reply that, in most cases, they
bought the land after independence, decades
after the initial seizures, and preserving the
security of these transactions should trump the
right of ownership. Similar arguments are a feature of the political landscape in countries as
different as Australia and Guatemala.That the
argument has in some cases gone on for many
decades is a sign that no easy solutions exist to
claims of property wrongs, that there is no
statute of limitations to invoke to extinguish
claims, no matter how well-grounded.
Policymakers confronting these situations face
a dilemma.To allow the argument over the fairness
of the current distribution of property to fester can
undermine the security of property rights and, in

reverse, or require higher rates of return to
compensate for the extra risks.
The significance of the risk of expropriation is reflected in the diversity of strategies
firms pursue to address it.69 Political risk
insurance can be purchased, but it protects
the investor only partly and can add 2 percent
a year to the cost of the investment. Involving
a connected local firm as an investment partner can be another form of insurance, though
such strategies often backfire when a new
crowd takes power. Better strategies involve
efforts to ensure the power to expropriate
property is subject to credible limits. This
means devising ways to limit its reach and
establishing an effective mechanism to review
its exercise, as well as addressing the incentives
governments may face to misuse the power.

Limit the reach of the power to
expropriate
Governments should be clear that property
will be expropriated only to serve a public
purpose—and that when it is expropriated
there is assurance of prompt, adequate, and
effective compensation. The public purpose
limitation reduces the ability of governments to use the power to favor private
interests. Compensation provisions provide

the extreme, lead to civil war, as in Guatemala.But
ill-conceived attempts to redistribute property can
also have disastrous consequences.Since
Zimbabwe began seizing white-owned land in
2000, agricultural production has dropped precipitously.Africa’s fastest growing economy in 1997
became its fastest shrinking in 2003.
Between inaction and ill-conceived action, policymakers have many options for reaching a solution.One is to purchase land for redistribution, a
policy Zimbabwe had pursued until 2000, albeit at
a glacial pace, and one Brazil, Colombia, and South
Africa are following with World Bank support.Policies to remedy the consequences of the existing
distribution of property are also promising, from
efforts to equalize educational opportunities to
changes in tax policies.Addressing the needs of
those disadvantaged by the current distribution of
property by such “leveling up”measures requires
significant resources and is considerably easier
when the economy is growing.The relationship
between a sound investment climate and property wrongs thus comes full circle.
Source: Pound (1959).

some assurance to firms that the loss will
not be total if assets are expropriated. These
provisions also help to deter governments
from “over taking” by ensuring that government must pay for what it takes.
Setting the compensation price can be
difficult. A requirement that governments
pay “fair market value” is difficult to apply
because by definition there is no willing
seller. Various broad formulas have been
adopted to determine compensation: “just”
in the United States, “proper” in Spain,
“adequate” in Malaysia and Mauritius.70 In
South Africa the amount must reflect the
use, history, market value, and previous
state investment in the property as well as
the purpose of the expropriation.
Although these policies could be set forth
in a statute, at least the basic elements should
be in the instrument most difficult for government to change: the nation’s constitution.
This is the approach of most developed
countries and a growing number of developing countries. The same assurance is also the
cornerstone of most international agreements dealing with investment (chapter 9).
Defining the precise boundaries of an
expropriation for which compensation is
payable is also not straightforward. While

Figure 4.7 Risky business
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creeping or indirect expropriation may take
many forms, governments cannot be
expected to compensate firms for every
action that influences the value of their
property in some way. Routine adjustments
to tax policies and regulatory regimes may
make some firms worse off but do not constitute an expropriation for which compensation should be paid. Detailed standards
have emerged in the laws, regulations, and
court decisions of many countries, and
make it clear, for example, that a change to
an environmental regulation that has a diffuse effect across a large number of firms
does not rise to a compensatory taking. Similar standards are emerging in the arbitration cases decided under international
investment treaties (chapter 9).
In devising their policies in these areas,
governments must bear in mind that they
are not writing on a blank slate. Where their
predecessors have recklessly expropriated
property, the current government may need
to overcome the effects of a reputation that
it had no hand in making. Following a wave
of expropriations in the 1980s under a law
providing minimal compensation, Peruvian
firms in the early 1990s were reluctant to
expand operations or invest in new ones. To
help restore confidence the 1993 constitution requires government to reimburse
firms for the actual value of any property
taken and any “possible loss” as well. Where,
for example, the land on which a factory is
located is taken for a highway, government
must not only pay for the land but also
reimburse the owner for the costs of moving the machinery and other equipment to
a new location.

Establish a mechanism to review the
exercise of the expropriation power
Limitations on the government’s power to
expropriate are credible only if means exist
to ensure that the limits will be respected.
Ordinarily this will be a court separate from
the executive. While courts in many developing countries are gradually breaking free
of executive branch control, the history of
judicial independence in developed countries teaches that this process can take

decades. It requires not only a well-trained
and dedicated cadre of judges but vigorous
and sustained political competition as
well.71
When domestic courts are weak, or their
credibility is low, government can agree to
submit disputes involving expropriation to
an international tribunal. As discussed in
chapter 9, a growing number of international investment treaties provide for this
option. Although these treaties deal with
foreign investment, there are halo effects for
local firms, and there is no reason why governments cannot agree to similar arrangements for local firms.

Create incentives against the misuse
of the expropriation power
The incentives governments face to misuse
the expropriation power are ultimately
influenced by the broader social and political context. As chapter 2 emphasized, taming the “grasping hand” of government can
involve a range of strategies, including
efforts to improve the accountability of
governments, enhance the transparency of
the government-business interface, and
strengthen competition. No less important
is to foster a broad social consensus in favor
of building a more productive society—
including by ensuring that the opportunities of a better investment climate are
shared widely across society.

Expropriation is the most direct way governments threaten the security of property
rights and so dampen incentives to invest
productively, but it is not the only way. Policy
uncertainty and unpredictability also undermine the value of property rights by creating
additional risk for firms (chapter 2).
Governments also qualify property rights
through the ways they regulate and tax firms
and transactions. In these cases, the qualification of property rights is deliberate, and
intended to balance the benefits of more
secure property rights with other social goals.
Some of the special issues government must
grapple with in striking that balance are the
subject of chapter 5.
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5

chapter

The way governments regulate and tax
firms and transactions—both within and at
their borders—plays a big role in shaping
the investment climate. Sound regulation
addresses market failures that inhibit productive investment and reconciles the interests of firms with those of society. Sound
taxation generates the revenues to finance
public services that improve the investment
climate and meet other social goals. The
challenge all governments struggle with is
how to meet these objectives without
undermining the opportunities and incentives for firms to invest productively, create
jobs, and thereby contribute to growth and
poverty reduction.
There is huge scope in most countries
for improving regulation and taxation
without compromising broader social
interests. Too often, governments pursue
approaches that fail to meet the intended
social objective, yet harm the investment
climate. How? By imposing unnecessary
costs, by increasing uncertainty and risks,
and by erecting unjustified barriers to competition.
Examples of regulatory problems
abound. Regulations to promote social
goals are often enforced only partially—as
is evident in the huge informal sectors in
most developing countries. Yet they can
impose significant burdens on firms that do
comply—whether through the extraordinary requirements to set up a new business
or the long delays in getting goods through
customs. The interpretation and application of regulations can be unpredictable—
creating uncertainty and risk for firms and
inviting corruption. Regulations also create
monopolies or cartels for favored groups—
imposing costs on consumers and other
firms, and stifling incentives for the pro-

tected firms to innovate and boost their
productivity.
Tax systems are plagued by similar problems. Tax structures often benefit favored
groups, distorting competition and foisting
higher taxes on others. And tax administration can be burdensome, increasing compliance costs, reducing revenues, and opening
the way to corruption.
That such problems exist is hardly news.
But new sources of evidence underline the
extent of the problems and their impact on
productivity and growth. While the underlying problems do not always have simple
solutions, a growing body of international
experience points to some practical steps
that governments can take to improve these
areas of their investment climates. This
chapter takes a broad view and considers
regulation and taxation behind and at a
country’s borders. It shows that there is
great scope for improving performance.
Later chapters look at specific challenges in
regulating the financial system and infrastructure (chapter 6), regulating labor markets (chapter 7), as well as issues associated
with selective interventions (chapter 8) and
the use of international rules and standards
(chapter 9).

Regulating firms
Governments regulate firms in many
ways—for many reasons. They regulate to
restrict who may participate in a market,
where firms may locate, the production
process used, the quality or other parameters of the goods and services produced,
and the way products are marketed and
distributed. Indeed, it is hard to find any
aspect of a firm’s business and investment
decisions that is not affected in some way
by regulation. While it is difficult to find a
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Figure 5.1 Low-income countries tend to regulate more
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single indicator that captures the many
dimensions of regulation and the variations in its intensity, recent work suggests
that developing countries tend to regulate
more than richer countries in many areas
(figure 5.1).
How, then, can governments make
progress? The key is to strike a better balance between market failures and government failures, and to ensure a good fit with
local conditions. This requires efforts to
address regulatory costs and informality, to
reduce regulatory uncertainty and risk, and
to tackle barriers to competition.

Balancing market and government
failures and achieving a good
institutional fit
Regulation improves social welfare—and
the investment climate—when it responds
to a market failure cost effectively. This
requires an assessment of market failures
and government failures, and the extent to
which the proposed regulatory strategy
reflects a good fit with local conditions.
Market failures. The usual rationale for regulation is market failure, the three most
common of which are externalities, information problems, and monopoly.
• Externalities arise when producing or
consuming a product imposes costs (negative externalities) or confers benefits

(positive externalities) on others. Pollution is a classic negative externality: a firm
that releases pollution into a river can
impose costs on its neighbors farther
downstream. If the firm fails to take
account of the effect of its pollution on
others, it will generate more than is
socially optimal. Governments can reconcile the firm’s incentives with those of the
wider community by restricting pollution. They may do this through traditional command-and-control regulation,
such as prohibiting certain activities or
establishing standards for acceptable
effluent levels, or they might fully assign
property rights or tax the product that
causes the negative externality.1
• Information problems arise when contracting parties have unequal access to
information about the good or service in
question. For example, consumers may
lack reliable information about the quality or safety of a product, or the qualifications of a service provider. Regulation
may address these concerns in several
ways. Over and above prohibiting fraudulent conduct, governments may require
firms to disclose certain information
about their products (as through product
labeling), require the safety of products to
be independently verified (as with drugs
in many countries), or simply ban the sale
of hazardous products.
• Monopoly arises when a firm (or group of
firms acting in concert) has enough market power to raise prices above the competitive level and thereby extract higher
profits at the expense of consumers and
economic efficiency. In assessing market
power, competitive pressure is not limited
to direct head-to-head competition
between existing firms offering identical
products. It can also come from the threat
of entry by new firms, as well as from
products that may be effective substitutes
(rice might compete with beans for some
uses). Governments can address monopoly by removing unjustified regulatory
barriers to competition, by dealing with
anticompetitive behavior by firms
through competition law, or in extreme
cases by regulating the price and quality
of the goods or services provided. Some
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BOX 5.1

Public ownership, regulation, and the investment climate

Modern notions of regulation involve a set of
explicit rules that define acceptable conduct
that are administered and enforced by an entity
operating at arm’s length from regulated firms.
Some governments have also experimented
with public ownership as a form of regulation.
Combining production and regulatory roles
involves an inherent conflict of interest. Experience shows that this conflict—coupled with
political interference, protection from competition, and weak accountability—often leads public enterprises to have dismal productivity.The
dramatic improvements unleashed through privatization have highlighted how significant the
costs can be.
No less important, public enterprises in
developing countries have a poor record in
meeting regulatory requirements. For example,
state-owned enterprises in Indonesia were
found to emit more than five times as much pollution as similar private firms. State-owned pulp
and paper plants in Bangladesh, India, Indonesia, and Thailand also controlled pollution less
well than similar private firms.
Several factors seem to be at work. First, diffuse objectives, political interference, and weak
accountability can conspire against good performance. Second, even when regulation is
entrusted to a separate regulatory body, public

enterprises have weaker incentives to comply
with regulations than private firms. While the
threat of being fined can motivate private firms,
governments have only weak incentives to prosecute enterprises that they own, for both political and fiscal reasons.Third, public enterprises
that depend on budget support, or whose
prices are regulated with political criteria in
mind, often lack the resources to meet environmental or other regulatory standards.
Overall,public ownership has the potential to
weaken the investment climate in three main ways:
• When public enterprises are responsible for
providing inputs relied on by private firms
(such as power, telecommunications, or
finance), weaknesses in their productivity and
incentives can contribute to higher costs and
less reliable service, to the detriment of firms
(and other consumers) dependent on those
inputs (chapter 6).
• Public ownership can increase demands for
corrupt payments, because public managers
usually have weaker incentives to reduce leakage and graft. For example, firms in transition
economies are more likely to have to pay
bribes to get telecommunications and electricity services when they are provided by public
enterprises. Employees of state-owned power

countries have also used public ownership as a form of regulation, typically
with poor results (box 5.1).
Government failure. Regulation that
addresses a market failure can benefit society and the investment climate. However,
even when a market failure exists, it makes
sense to intervene only when the expected
benefits exceed the likely costs. This involves
balancing market failures with potential
government failures. There are three common sources of government failure:
• Information and capacity problems. In
designing and implementing interventions, governments often face severe
information problems. Governments
will never have as much information as
firms about the impact of interventions
on their costs or incentives. This is a particular challenge in utility regulation, but
can arise in other areas as well. And the
implementation of some kinds of regulation demands a reasonable level of

companies in South Asia have developed a
highly organized system to extract bribe payments from customers.The result can be higher
costs for firms and reduced revenues for the
public enterprise, reducing public investment
or increasing the burden on taxpayers.
• When public enterprises are granted a monopoly, opportunities are denied to other firms.
Even when competition is permitted between
public enterprises and private firms, it is notoriously difficult to create a level playing field.The
problems are especially acute when the public
enterprise has a regulatory role, because it will
face incentives to use that role to advance its
interests over those of competitors—a
phenomenon common in telecommunications.
Even when such obvious conflicts of interest
have been addressed by moving regulatory
responsibility to a more independent body,
pressures to favor the interests of public enterprises can continue.Public enterprises often
also enjoy a range of exemptions (by law or by
practice) from taxes and other regulations that
can also distort competition.
Source: Clarke and Xu (2004); Djankov and Murrell
(2002); Hettige and others (1995); Lovei and McKechnie (2000); Megginson and Netter (2001); Shirley and
Walsh (2000);Wheeler (2001); and World Bank (1995a).

technical expertise, the absence of which
can undermine effectiveness.
• Rent-seeking. Regulation may be distorted by rent-seeking in its many forms
(chapter 2). Firms or other groups may
seek regulation to protect them from
competition. Officials may use regulation
to extract bribes in return for favorable
interpretations, quick decisions, or selective enforcement, and regulated firms
have incentives to try to “capture” their
regulators through a range of strategies.
• Rigidity. Regulation tends to be rigid,
making it hard to keep up with changes
in technology or the way business is conducted. Indeed, many regulations in
developing countries have not been
reviewed for many decades or longer.
Part of the problem lies in inertia, but
firms, officials, or other interest groups
that benefit from particular regulations
can have strong incentives to resist
reform, no matter how beneficial it may
be to society.
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The challenge of “institutional fit.” As discussed in chapter 2, interventions that work
well in one country may lead to very different results in others. This means the costs
and benefits of intervention, and the choice
of regulatory strategy, need to take account
of local conditions. While there is ample
scope to learn from regulatory experience
in other countries, too often regulatory systems have been transplanted uncritically to
developing countries from elsewhere.
Many developing countries inherited
their regulatory systems from former colonial powers. Particularly when the colonizing
power had little interest in establishing longterm settlements, there was little incentive to
adapt approaches to the needs of the broader
community.2 Being largely irrelevant to conditions in the host society, the regulations
were often ignored, or used mainly as a lever
for officials or others to extract rents.3 Those
benefiting from the status quo have incentives to resist reform, no matter how dysfunctional the regulations may be for the
investment climate. So the same laws and
regulations often remain unchanged for
decades, even as laws in the source country
evolve. For example, Chile established a
restrictive corporate law in 1854, based upon
Spanish and French law from that time. The
restrictive law was maintained until 1981,
when the code underwent a major revision.
As a result, Chile did not adopt the principle

BOX 5.2

of free incorporation until a century after
France and Spain did so.4 In some cases the
transplanted laws remain in place today. For
example, the law regulating business entry in
the Dominican Republic dates back to 1884.
The tendency to transplant laws and regulatory systems from other countries continues to this day.5 Regulatory systems in rich
countries can seem a convenient way to modernize regulation by offering a proven system
that is familiar to foreign investors, or foreign
experts advising on these matters may simply
be more familiar with the approach in their
home country. But in many cases adaptation
to local conditions is required, and without it
transplanted approaches can lead to poor
results.6 Regulatory standards may be set at
unrealistic levels relative to local circumstances, contributing to compliance problems, informality, and unjustified costs.
Approaches may not fit easily with related
parts of the policy and regulatory framework,
generating additional uncertainty and risk.
Or regulatory systems may involve high levels
of discretion relative to the effectiveness of
local institutional safeguards. Experience in
Jamaica’s telecommunications sector illustrates the hazards of the last phenomenon
(box 5.2).
Government failures and poor institutional fits combine to create many distortions
in regulatory approaches that harm the
investment climate in developing countries.

Regulating in Jamaica—from transplants to better institutional fit

Regulatory systems for utilities need to reconcile
the investor’s need to receive a reasonable rate
of return on an investment with the concern that
a firm with monopoly power can misuse it to the
detriment of consumers (chapter 6). A variety of
approaches to reconcile these interests have
developed around the world. In the United
States the system involves giving substantial discretion to an independent regulatory agency,
with legislative guidance on tariffs often defined
only as “fair” or “just.” Discretion of this breadth
on an issue as politically sensitive as tariffs is a
source of considerable risk to investors in capitalintensive sectors with immobile assets.Those
risks have been mitigated in the United States,
however, by a series of Supreme Court decisions,
dating from the 1890s, that have interpreted the
Constitution in ways that create safeguards for
investors in regulated industries.

In 1965 Jamaica adopted a regulatory system
modeled closely on those in the United States.The
Jamaica Public Utilities Commission was
authorized to determine a “fair”rate of return but
lacked the complementary institutional safeguards
that developed over decades in the United States.
The commission became politicized,and despite
increased inflation and the need to expand
services,the private phone company was not
granted a single rate increase between 1962 and
1971.The company’s profits fell and after 1970
failed to cover the real depreciation of its assets.
Service deteriorated and disputes developed,leading to the company’s nationalization in 1974.
With poor service and a shortage of funds
for investment under public ownership, the government reintroduced private participation in
the telephone company in 1985.This time, to
compensate for the lack of broader institutional

safeguards, the discretion of the regulatory
agency was reduced considerably.The license
guaranteed the private operator a fixed rate of
return based on shareholder equity and allowed
for arbitration when the government and the
investor could not agree on rates. In 1995
Jamaica undertook more wide-ranging changes
to its regulatory system for utilities, replacing the
Public Utilities Commission with a new Office of
Utility Regulation.While the new agency has
some discretion, the new law retained a mechanism for providing specific pricing and other
commitments to investors through contracts,
thus helping to mitigate the risks of a traditional
U.S.-style agency operating in a country with less
developed institutional safeguards.
Source: Spiller and Sampson (1996); Phillips (1993);
and Jamaica Office of Utility Regulation Act.
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Tackling those problems requires a threepronged approach:
• Addressing regulatory costs and informality
• Reducing regulatory uncertainty and
risk
• Removing unjustified barriers to competition.

Addressing regulatory costs
and informality
All regulations can impose costs on firms,
whether in the need to adapt business
processes to meet regulatory requirements, to
pay licensing fees, to await delays in obtaining
regulatory approval, or to spend management
time dealing with officials. A good investment
climate does not seek to eliminate those
costs—instead, it seeks to ensure they are no
higher than necessary to meet social interests
(box 5.3). The goal is thus better regulation,
not no regulation. Too often the costs are
unnecessarily high as a result of rent-seeking,
inefficient administration, poor institutional

BOX 5.3

fit, or a combination of these. Regulation that
imposes costs beyond the expected social benefits is usually regarded as red tape.
A growing body of evidence highlights
the toll of outdated or ill-considered regulations on the investment climate. Recent
studies looking at the effect of regulation in
Organisation for Economic Co-operation
and Development (OECD) economies show
that both investment and the productivity of
that investment are lower in countries where
the regulatory burden is greater.7 The effect
can be large. For example, it has been estimated that reducing the burden of transport
regulation in Italy to the level in the U.S.
could increase the investment rate in that
sector by 2.6 percentage points.8
Recent work focusing on objective measures of the compliance costs for particular
regulations highlights the wide variations
across countries. For example, the World
Bank’s Doing Business Project shows that the
time to set up a new business ranges from 2
days in Australia and 9 days in Turkey to
more than 200 days in Haiti.9 The overall

Environmental regulation and global integration

As it became easier for goods and investments
to flow across borders in the 1990s, concern
arose that a race to the bottom in environmental regulation might follow. For goods that can
be transported between countries, firms might
choose to produce in locations with low environmental standards and then export to countries with higher standards.The concern is that
countries with high standards would find themselves at a disadvantage and, as capital left their
economy, would feel under pressure to relax
their own standards to stem the outflow. Countries with already low standards might reduce
them further to vie for footloose investment.So
far, however, there is little evidence to support
such concerns.There seem to be three main
explanations.

Environmental regulation is only one part
of the investment decision
The cost of complying with environmental regulation can influence firms’ investment decisions,
but it is only one of many factors, and the
weight given to it will vary by firm, by industry,
and by location. Polluting industries tend to be
capital intensive, which means investors tend to
place a high premium on the broader policy
environment, particularly political and regulatory risk. Costs associated with environmental
regulation might carry more weight in invest-

ment decisions between two locations that are
otherwise highly comparable, such as states in
the United States or countries in Europe.
But developing countries tend to face disadvantages relative to developed countries on this
broader set of criteria, so differences in environmental regulation tend to carry less weight.
Indeed, a recent study of foreign direct investment (FDI) in developing countries found no
evidence that environmental standards significantly affected investment decisions.

Society’s preferences for higher standards
rise with income
As societies prosper, the value they place on
higher environmental standards tends to
increase. Environmental quality appears to have
improved, rather than deteriorated, in many
countries over the past decade. For example, air
pollution in industrial areas fell in the 1990s in
Brazil, China, and Mexico—three developing
countries that have received significant FDI. As
countries improve their broader investment climates and experience faster economic growth,
there is likely to be pressure for more environmental regulation, not less.The preferences of
citizens in high income countries for high standards of environmental protection also show no
signs of abating, further reducing the risk of a
collapse in standards. Indeed, the race, if there is

one, may be to the top rather than the bottom
as countries become more prosperous.

Incentives to comply with higher
standards are already strong
Multinational firms often have stronger incentives to comply with higher environmental standards than local regulations require, both
because of advantages in adopting common
technologies and standards across the countries
in which they operate, and also to protect their
corporate reputations. Indeed, the evidence suggests that multinational firms tend to exceed
local regulatory requirements in many areas.
Concerns about a possible race to the bottom need to be distinguished from the possibility of low environmental standards in one
country reducing the environmental quality of
other countries by producing effluents that
flow across national boundaries. The
international community has been addressing
these concerns in recent decades, including
through a host of new international rules and
standards (chapter 9).
Source: Copeland and Taylor (2004); Wheeler (2001);
Becker and Henderson (2000); Dowell, Hart, and
Yeung (2000); Frankel (2003); Greenstone (2002);
Jaffe and others (1995); Keller and Levinson (2002);
Klein and Hadjimichael (2003); and List and others
(2003).
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Figure 5.2 Starting a new business takes longer and is more
costly in developing countries
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Note: Based on median cost as percent of gross national income (GNI) per capita
and median days reported in the World Bank Doing Business Project.
Source: World Bank (2004b).

pattern is that delays are greater and costs
higher in low-income countries (figure 5.2).
When compliance costs are the same for
firms of different sizes, they impose a disproportionate burden on smaller firms. In
Tanzania small formal firms, on average,
pay an amount equal to about 0.4 percent of
their sales for an operating license—large
enterprises pay only about 0.01 percent.10
Other regulations can also be a greater burden for small firms because it is (relatively)
Figure 5.3 Larger firms spend more time dealing with regulations and are inspected more often
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Source: World Bank Investment Climate Surveys and WDR Surveys of Micro and Informal firms.
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more costly for them to hire professionals
to help them complete bureaucratic procedures. Large firms in Peru are almost three
times as likely as small firms to hire lawyers
to help them complete application procedures for licenses and permits.11 Other costs
are greater for large firms: managers of large
firms spend more time dealing with government regulations, and large firms are also
more likely to be inspected than small firms
(figure 5.3).
When it is costly to comply with regulation, firms have an incentive to evade these
costs through informality. By staying informal, firms can reduce—but not completely
eliminate—compliance costs (figure 5.3).
Informality is widespread in many developing countries, often accounting for more
than half of GDP.12 The fact that most of
the economy is not complying with regulations raises fundamental questions about
the effectiveness of the chosen regulatory
strategy.
The answer is not simply to apply greater
efforts to enforce all existing regulations.
Unless the regulations themselves are well
considered, this may just put a disproportionate burden on poor entrepreneurs in the
informal economy and lead to perverse
results. Efforts are required to first see if the
regulation is necessary to meet an important
social objective and, if so, whether the
expected social benefits outweigh the likely
costs. A growing number of countries are
now focusing on reducing requirements for
business registration in this light, with positive results. For example, when the municipal government of La Paz, Bolivia, reduced
the number of procedures required to register a business, the number of registered businesses increased by 20 percent.13 Even larger
gains have been observed in Vietnam and
Uganda (box 5.4).
Governments are also making efforts to
streamline other regulatory approval
processes. This may involve using information technology that allows on-line processing of regulatory approvals as in the case of
Singapore (box 2.15) or the creation of
“one-stop shops” (box 5.5). To encourage
agencies to act upon approvals quickly,
more countries are also adopting “silence as
consent” rules for some licenses and per-
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BOX 5.4

Easing business registration requirements in Vietnam and Uganda

The high cost of business registration discourages new firms from entering the formal economy. Vietnam and Uganda illustrate successful
strategies for reducing these costs.

Vietnam
Before a new Enterprise Law was enacted in January 2000, business registration and licensing
requirements were extremely burdensome in
Vietnam. Entrepreneurs were required to submit
detailed business plans, curricula vitae, character
references, medical certificates, and other documents along with their applications for registration. On average, registering a business took
about three months, and required visits to 10
different agencies and submissions of about 20
different documents with official seals.
Additional licenses were often required before
firms could start operating. Some of these
licenses did not appear to serve vital public
interests (such as those to operate photocopy-

BOX 5.5
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ing machines). It took 6 to 12 months to fulfill
the legal requirements to establish a business at
a cost of $700 to $1,400.
The new law reduced the costs of establishing a new business.The time to establish a new
business came down to about two months—
with business registration taking only 15 days—
and total start-up costs were reduced to about
$350. Vietnamese entrepreneurs responded.
Fewer than 6,000 new businesses had registered
in 1999, but the number shot up to more than
14,000 in 2000 and to more than 21,000 in both
2001 and 2002.

Uganda
A recent pilot program in Entebbe reduced the
time and monetary costs to register a business.
By streamlining licensing processes and reducing the number of previously required
approvals and assessments, the time to register
a business was reduced from two days to about

30 minutes.This reduced the cost of registering
a business by 75 percent. Although business
registration is only one of several steps to start a
new business in Uganda (businesses have to
register for tax purposes and many need additional licenses), the cost can be significant
because registration needs to be repeated
annually for most businesses.
The pilot program increased business registrations, with an estimated four times as many
businesses registering in Entebbe the year after
the pilot. Despite the lower fees, the higher
number of registrations meant that revenue collections increased by 40 percent. With administrative savings of 25 percent in staff time and 10
percent in financial resources, the program also
benefited the municipal authority.
Source: Vietnam: Mallon (2004); and Uganda: Sander
(2004).

One-stop shops—or one-more-stop shops?

In many countries firms have to receive
approvals from a range of different agencies
before they can start operating: one to register
the business, another to register for taxes,
another to get environmental approvals,
another for health and safety clearances, and so
on.To reduce this burden some governments
have established “one-stop shops” where firms
can find all the information and complete all the
regulatory procedures that they need to start
operating a business in a given jurisdiction.
One approach would be to give a single
agency the power to grant all licenses, permits,
approvals, and clearances necessary for a new
firm to start operating. In practice this is difficult.
Existing ministries and agencies often resist surrendering their powers to a new agency. Moreover, to the extent that approvals are a response
to a valid policy concern, the one-stop shop
would need to duplicate expertise and facilities
elsewhere in the government. Of course, if the
approvals do not meet valid policy objectives,
the procedures could simply be eliminated.
Because of these considerations, most onestop shops have narrower mandates, with

authority to grant some approvals and provide
assistance on others. For approvals that remain
the responsibility of other agencies, the onestop shops may house staff from the relevant
agencies or simply pass the applications on to
them. Even when the staff from other agencies
that are housed at the one-stop shop are unable
to approve the application themselves, they can
often facilitate the approval process.
The Tanzania Investment Center houses nine
senior officials from other ministries, and normally
manages to turn around applications within a few
days.The rapid turnaround is due in part to a “no
objection”provision written into the investment
code—unless a ministry objects within 14 days,
the Center is entitled to approve the application.
This approach has been less successful
when the lines of authority are not clearly
drawn. After being set up in 1987, the One-Stop
Action Center in the Philippines housed representatives from seven agencies who were
responsible for providing information to applicants and acting on some applications. Lack of
effective agency representatives—and the nonreporting of some representatives to the Center

mits.14 If the licensing office does not
respond within a set period of time, the
license is issued automatically. The Bank’s
Doing Business Project shows that business
registration takes an average of 28 days less
when a time limit is combined with a silent
consent rule.15

led to poor results, requiring the government to
reorganize the center in the late 1990s.
When agencies lack authority to grant all
necessary approvals, it is important that they
still add value to the process and do not just
constitute an additional regulatory burden. In
Thailand the Investment Services Center could
issue establishment licenses for nonpolluting
activities, but factories still had to get
permission from the Ministry of Industry before
production could actually start.To avoid delays
later in the process, many firms preferred to
obtain the necessary licenses directly from the
ministry from the outset.
One-stop shops with narrower mandates
have sometimes accelerated the process of
gaining specific approvals. For example, by shifting from a pre-auditing to a post-verification
system, the One-Stop Service Center for Visas
and Work Permits in Thailand reduced the time
it took foreign firms to get visas for foreign
workers from about 45 days to just 3 hours.
Source: Bannock Consulting (2001); Brimble (2002);
Miralles (2002); and Sader (2003).

Reducing regulatory uncertainty
and risk
Regulations can increase the risks firms face
when the regulations change frequently, are
vaguely drafted, or are interpreted or
enforced inconsistently. The result in each
case is greater uncertainty, which makes it
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hard for firms to make long-term decisions
about entering markets, choosing production
technologies, or hiring and training workers.
Uncertainty can also reduce the response to
otherwise beneficial reforms. Evidence from
firm-level surveys shows that improving the
predictability of regulation can increase the
probability of making a new investment by
more than 30 percent (chapter 2).
Managing regulatory change. Of course,
concerns about regulatory uncertainty do
not mean that regulations should never
change. Indeed, there is a huge agenda for
change in most developing countries, and
effective regulation requires regular review
and fine-tuning to ensure it keeps up to date
with changes in the way business is conducted and lessons from experience. The
key is to minimize the adverse impact of
uncertainty on firms. The best way to do
this is to consult firms and other stakeholders early in the process about proposed
changes that are likely to affect them. This
can reduce the concerns of firms, elicit useful suggestions, and facilitate later implementation. Yet firm surveys show that the
majority of firms in developing countries
are seldom or never consulted on proposed
changes. More countries are now improving
consultation, however, including by placing
draft proposals on the Internet.
In some cases it may be appropriate to
provide a transition period before the new
Figure 5.4 Firms of all sizes report that officials’ interpretations of regulations are
unpredictable

Percent of firms reporting interpretation
is unpredictable
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Small & medium
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25

0
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Note: Firms designated as small or medium if they have fewer than 50 employees; and large if they have 50 employees
or more.
Source: World Bank Investment Climate Surveys.

regulations take effect to enable firms to
adjust to the new requirements. When the
regulatory change could have a big impact
on major investments made on the basis of
earlier regulations, it may also be appropriate to grandfather those investments, or
provide a longer transition period.
Promoting certainty in the interpretation
and application of existing regulations.
Uncertainty about how existing rules will be
interpreted or applied can also be a significant source of risk, and can be especially
burdensome for firms in capital-intensive
and heavily regulated industries.
Firm-level surveys confirm that concerns about the predictability of regulation
loom large for firms in developing countries. In many countries the majority of
firms report that officials’ interpretations
were unpredictable (figure 5.4). In most
countries, small and medium firms were
more likely than larger firms to report that
interpretations were unpredictable.
The simplest strategy for improving predictability is to ensure laws and regulations
are drafted with as much clarity and precision as possible. While there are tradeoffs
between specificity and discretion (box
5.6), it is often far from clear that the degree
of discretion reserved to officials meets any
socially useful purpose. Indeed, in some
cases discretion appears to be used more to
expand opportunities for officials to collect
informal payments.
Some uncertainty is inherent in any new
law or regulation, but governments can
reduce uncertainty by quickly promulgating more detailed regulations or implementation guidelines. The timely publication of regulatory and administrative
decisions can also help build a body of
precedents that can curb administrative
discretion and foster predictability.
Improving the transparency of regulatory
decisionmaking can also do much to promote consistency—and reduce concerns
that discretion will be misused.
On complex or sensitive matters, an
advisory opinion or preclearance process
might be instituted—common for competition laws in many countries and a growing
practice with complex tax issues. In some
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cases it may be feasible to promote certainty
by entering specific contractual commitments on particular issues of interpretation
(box 5.7).

Removing barriers to competition
Regulation also affects the investment climate
through its impact on competition. While
individual firms typically prefer less competition, not more, competition plays a critical
role in the investment climate by creating
opportunities for new firms and providing
incentives for existing firms to innovate and
improve their productivity.
Much early evidence on the benefits of
competition came from experience in
OECD countries. For example, a study of
the impact of pro-competitive regulatory
reform in several industries in the United
States found that annual welfare gains in
the part of GDP affected by reform were
more than 7 percent, with 90 percent of the
benefits flowing to consumers.16 New work
in developing countries shows significant
gains as well.17 For example, the benefits of
greater competition from trade reform have
been documented in countries such as
Brazil, Chile, Colombia, and India.18 Firm
surveys also show that competition plays a
much larger role in encouraging firms to be
efficient than do customers, shareholders,
or regulators. The surveys also show that
firms reporting strong competitive pressure
are at least 50 percent more likely to innovate than those feeling no such pressure
(chapter 1).
BOX 5.7

BOX 5.6
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Balancing the tradeoffs between specificity and
discretion in regulation

Firms have a strong interest in regulatory certainty.Without such certainty—both for the
stability and interpretation of rules—there
can be concerns about the extent of their
regulatory obligations and thus the potential
returns from an investment opportunity.
Providing firms with appropriate assurances on the stability of the regulatory
regime can reduce their risks and thus
encourage investment. Reducing discretion
can also reduce concerns about corruption.
But there can be tradeoffs. Highly specified
regulatory regimes reduce the flexibility to
fine-tune applications to particular cases,
and to accommodate changing
circumstances.
The optimal balance between
specificity and discretion will vary according
to the issue, sector, and country. For example, highly discretionary regimes can have a
chilling effect on private investment in
infrastructure—where investments are
large, long-lived, and immobile; where regulation has a significant impact on the

returns from the investment; and where
political economy problems can create
incentives for governments to renege on
commitments (chapter 6). Regulatory discretion may have a less deleterious effect
on investments that are more easily
reversed, where regulation plays a minor
role in influencing expected returns, and
where there are no special political sensitivities about regulation. But regulatory discretion can still create uncertainty for firms and
be used as a source of bribes by officials in
any sector.
Concerns about regulatory discretion
can also vary by country. In the United States,
legislative guidance on the regulation of
infrastructure involves considerable discretion—but broader institutional safeguards
help provide assurance to investors. Countries that have not yet established credible
safeguards for investor interests need to provide more specific regulatory assurances—or
expect reduced investment at higher cost to
reflect the risks (see box 5.2).

Regulation has a pervasive impact on competition. Regulatory approaches that increase
costs or risks faced by firms can deter firm
entry and thus dull competitive pressure. But
regulation can also influence competition
more directly, including by creating barriers
to market entry or exit, and by addressing
anticompetitive behavior by firms.
Regulatory barriers to market entry. Regulatory barriers to entry can take many forms

Contracting for certainty

One strategy governments can adopt to promote
regulatory certainty is to enter specific contractual commitments with firms.While it is obviously
not feasible to do this with every firm in the economy, this approach can be useful in dealing with
risks associated with major investments.
During the first wave of foreign investment
after World War II, many firms entered contracts
with host governments that included “stabilization clauses.” Covering everything from tax rates,
to the duties payable on capital goods imported
to develop a project, to the rules governing foreign exchange and profit repatriation, these
clauses sought to freeze in place those host government policies that could affect the return on
the investment.These approaches have been

applied to major resource projects and extended
to private infrastructure projects (where they
often include specific commitments on tariff regulation) and to other major investments.
Besides such global efforts to deal with policy
certainty, firms often seek advance rulings and
other forms of before-the-fact signals on how
government will interpret various laws and regulations. One example is the transfer pricing agreements that developing and developed countries
often sign with domestic and foreign firms.
A major factor in determining a
multinational firm’s income tax is whether
national tax authorities in the countries where it
operates will agree with the prices it uses to
transfer goods and services among its corporate

affiliates. Because these transfer prices can be
manipulated to shift tax liability from one country to another, tax agencies usually reserve the
right to determine whether the prices reflect
market conditions.The methods for making
these determinations involve a good deal of
judgment, thus introducing much uncertainty
into the calculation of the taxes due.To make
firms’ tax bills more predictable, governments
have entered advance agreements on the appropriate level of transfer prices. China, Colombia,
and Mexico have entered into hundreds of such
agreements. India and Thailand are considering
similar programs.
Source: Waelde and Ndi (1996) and Tropin (2003).
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and have many rationales. Requirements to
set up a new business are one obvious form
of entry barrier, but can be designed in ways
that are not especially burdensome. But
unnecessarily high registration costs can
still have a negative impact on competition.
For example, estimates for a group of developing countries—none of them the worst
offenders—suggest that reducing the cost of
registration procedures to the level in the
United States (0.6 percent of per capita
income) could increase the number of new
entrants by more than 20 percent.19
Governments often erect more substantial regulatory barriers to entry in particular
industries. Some of these may be part of a
strategy to address a market failure but are
vulnerable to being made more onerous
than necessary through rent-seeking by the
protected groups. Other restrictions lack
any clear economic rationale. Public enterprises also often benefit from legislated
monopolies.
In India the manufacture of certain
products is reserved for small firms, reducing opportunities for other firms to participate—and reducing incentives for small
firms to grow (box 8.5). Agricultural markets in many countries have been heavily
regulated, with parastatals granted monopolies over marketing or processing of export
crops, and traders who purchase goods
from farmers required to be licensed.
Recent efforts to liberalize agricultural markets have, for the most part, benefited poor
rural producers of export crops by increasing producer prices relative to border
prices.20 While supply responses have sometimes been slower than expected, this seems
to reflect continuing impediments in other
parts of the investment climate (including
insecure property rights and poor infrastructure)21 or concerns about the credibility of the government’s commitment to liberalization.22
Removing unjustified regulatory barriers
to entry can have a big impact not only on
competition but also on opportunities for
individual entrepreneurs. For example,
reducing regulatory barriers to competition
in telecommunications has created opportunities for microentrepreneurs to enter the
market and provide services in rural areas,

helping their communities while improving
their own livelihoods (chapter 6). When
Bangladesh introduced competition in cellular phone services, one of the new entrants
encouraged female entrepreneurs to set up
and run phone shops in rural areas. By 2004
these shops provided service to about 5,000
villages and an estimated 12.5 million people
who previously had no access to this service.23 Barriers have been lifted even more in
Uganda, opening new opportunities for
small entrepreneurs across the country and
expanding service in rural areas.
Regulatory barriers to market exit. Competition is also affected by barriers to firms
leaving the market. The most pervasive barrier to exit is bankruptcy regulation. When
those procedures are long and costly, distressed firms and their creditors are less
willing to use them, and markets become
cluttered with failed firms that block opportunities for new entrants. Firms will also be
less likely to risk entering new markets, and
lenders will be less willing to lend to firms
they do not already have a relationship
with, further reducing competition.24 As a
result, long and costly bankruptcy procedures have a negative impact on productivity—over 20 percent of productivity gains
can be attributed to the least productive
firms exiting (chapter 1).
Bankruptcy procedures tend to be longer
and more expensive in developing countries
than in developed countries. A standard bankruptcy procedure takes an extraordinarily long
time in some countries. According to the
Bank’s Doing Business Project, a procedure
that takes only five months in the fastest country (Ireland) would take 10 years in Brazil,
India, and Chad. The costs can also consume a
large share of the estate. While taking only
about 1 percent of the estate value in several
countries (Colombia, the Netherlands, Norway, and Singapore), they take up to 76 percent in Chad and Lao PDR. Bankruptcy procedures also appear less likely to result in efficient
outcomes (rehabilitating viable businesses and
liquidating unviable businesses) in developing
countries. A growing number of developing
countries are recognizing the importance of
reform in this area, with recent examples
including Bulgaria, India, and Poland.25
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Competition laws are usually enforced
by specialist agencies. In addition to their
roles in enforcing competition law, the
agencies often act as advocates for competition by commenting on policy proposals by
other government agencies and performing
studies to make policy recommendations
on competition-related issues (chapter 3).
According to a recent survey, 65 percent of
43 responding agencies participate early in
the regulatory review and decision process,
while 28 percent were consulted throughout the process or at any stage.28 Indeed,
some argue that competition advocacy
should be the first priority of competition
agencies—particularly in economies with a
legacy of heavy-handed government interventions.29
Competition laws are relatively new in
developing countries and early results present a mixed picture. A recent study that
looked at price markups in a number of
developed and developing countries found

Toward better regulation for the
investment climate
The challenge of regulatory improvement
is large and ongoing. It requires continuing efforts to review and modernize
approaches in line with changes in the way
business is conducted and lessons of experience, but doing so in ways that provide
as much predictability as possible for
firms. This is true in all countries, but it is
Figure 5.5 Despite strong laws, competition policy is seen to be less
effective in low-income countries
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• Prevent firms from colluding or forming
cartels to limit competition. Prohibited
actions typically include agreements to fix
prices, restrict output, allocate markets
and customers, and rig bids or tenders.
• Prevent dominant firms from abusing
their market positions by engaging in
predatory pricing, forcing firms that buy
particular goods or services to also buy
other goods or services, foreclosing markets for inputs or distribution, or setting
discriminatory prices or terms of service.
• Require proposed mergers to be
reviewed by a specialist agency to ensure
that any resulting reduction in competition has offsetting public benefits.

that markups were no different in countries
with and without competition laws.30 While
agencies in countries such as Brazil, Chile,
Korea, and Mexico have achieved some
standing, implementation in many other
countries has so far been less impressive.
Recent work suggests that while competition laws in developing countries tend to be
no weaker than in developed countries,
competition policy is perceived to be much
less effective (figure 5.5). Why? Limited
resources and slow and inefficient courts
are part of the story. Perhaps more important, however, are other policies that reduce
competition (such as regulatory barriers to
entry and exit) and the politics of prosecuting firms that have close ties to the government, such as state-owned enterprises and
firms owned by influential people (box 5.8).

Perceived effectiveness of competition policy

Addressing anticompetitive behavior by firms.
Regulation is not the only source of barriers to
competition. Firms can curb competition by
colluding or forming cartels, by entering
restrictive agreements with suppliers or customers, by misusing their market power, or
simply by merging with competitors.
To address these concerns, a growing
number of countries have introduced competition (or antitrust) law.26 While the
details vary, most competition laws include
provisions to do the following:27
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countries
countries
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Note: For competition policy data, higher values mean more effective policy; for competition
law, the higher values mean stricter laws.
Source: World Economic Forum (2002) and Nicholson (2003).

105

07_WDR_Ch05.qxd

8/24/04

12:35 PM

Page 106

WORLD DEVELOPMENT REPORT 2005

106

BOX 5.8

Competition laws in developing countries

Given the importance of competition to a sound
investment climate, competition laws and agencies could be expected to play a key role. However, experience in developing countries remains
mixed.There are several possible explanations.
First, competition laws do not usually
address barriers to competition flowing from
government policy in other areas—including
trade barriers, mandated monopolies, licensing
regimes, and other regulatory barriers to entry
and exit. When those barriers are pervasive—
still the case in many countries—competition
laws and agencies will not be enough to
unleash a competitive and productive economy.
The primary lever for governments is to address
the policy barriers directly.
Second, competition laws are not always
enforced vigorously in developing countries.
Although agencies in some countries appear
to be quite active, others appear to be less so
(see table). Why is enforcement often weak?

One explanation might be constrained
resources. For example, the competition
agency in Tanzania had only two economists
and no lawyers in 2000, while the authority in
Zambia had four economists and one lawyer. A
second explanation is that enforcement often
depends on effective courts. Unless the competition agency can rely upon the judiciary to
support its decisions and protect it from political interference, the agency will find it difficult
to enforce its rulings.
A third explanation is that it can be difficult
to prosecute politically connected firms, even
when the competition agency is independent,
unless the law and the agency command a high
level of public support. For example, when the
independent Monopoly Control Authority in
Pakistan tried to take action to reduce cartelization in the cement market in 1998–99, the government intervened, fixing prices at a “mutually
acceptable” level. Similarly, when the competi-

tion agency in Tanzania forbade a local brewer
from barring independent agents and miniwholesalers from stocking competitors’
products, the firm, with support of government
officials, contravened the agency’s orders. When
officials intervene against agency decisions on
behalf of influential firms, competition agencies
will be hesitant to move against them in the first
place.
The main message? Well-designed competition laws can be an important tool to improve
the investment climate. But they need to be
seen as part of a broader strategy that includes
reducing regulatory barriers to competition, and
helping to promote a more pro-competition
culture. And as elsewhere, a high level of political commitment is key.

Source: CUTS Center for Competition (2003) and
Economic and Social Research Foundation (2002).

In some developing countries competition agencies deal with very few cases

Total cases disposed of annually
Mergers and acquisitions
Anticompetitive practices
Cases per professional

India
(1999)

Kenya
(1996–2000)

Pakistan
(1996–2000)

South Africa
(1999)

Sri Lanka
(1996–2000)

Zambia
(1998–2000)

206
0
206
9.0

30
22
8
1.3

166
16
149
33

273
236
37
7.4

6
1
6
0.9

50
22
28
24.8

Source: CUTS Center for Competition (2003).

especially important in developing countries where the existing body of regulation
too often bears little relationship to contemporary circumstances, is only partially
enforced, and if enforced more vigorously
could lead to even more perverse results.
As highlighted in chapter 3, tackling the
regulatory reform agenda requires efforts
to systematically review existing regulations, as well as assessing new regulatory
proposals more carefully. Strengthening
the skills and expertise of regulators and
those on the front line of governmentfirm relations also plays an important
role.

Taxing firms
Governments need revenue to cover the
costs of providing public services—including those that improve the investment climate—and of meeting other social goals.
Yet taxes represent a cost to firms and so
reduce their incentives to invest and create

jobs. All societies struggle with how best to
strike the balance in an efficient, equitable,
and sustainable way. This section reviews
the nature of the challenge and highlights
some promising areas for improvement.

Taxes and the investment climate
Throughout history, governments have
raised revenues in many ways. They have
seized the assets of their enemies—and their
subjects. They have created monopolies to
sell to the highest bidder. They have taxed
land, production, transactions, income, and
consumption—and in most cases still do.
Indeed, income taxes are fairly recent. The
first income tax, levied by the Dutch Batavian
Republic, dates from 1797,31 but the United
States did not have a corporate income tax
until 1909 or an individual income tax until
1913.32 The value added tax (VAT) is even
more recent—the first was levied in France in
1948, and it did not become common until
the 1970s and 1980s.33
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For as long as governments have levied
taxes, those who pay them have complained. Firms in developing countries are
no exception, and cite tax rates as a major
constraint on their operations (table 5.1).
Taxes affect the incentives for firms to invest
productively by weakening the link between
effort and reward, and by increasing the cost
of inputs used in the production process. Tax
rates and compliance costs both matter.
When levied or applied unevenly, taxes can
also distort competition.
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Table 5.1 Firms report that tax rates are one of their top concerns
Share of countries where firms report
tax rates as key obstacle
Biggest
obstacle

Among top
three obstacles

Among top
five obstacles

All countries

18

56

82

Upper-middle-income
Lower-middle- income
Lower-income

40
12
11

90
35
56

100
71
83

Eastern Europe & Central Asia
Sub-Saharan Africa
Asia
Latin America

14
33
14
50

62
67
29
50

86
83
71
50

Note: Reports share of countries where firms rank tax rates as a top constraint in a list of 18 possible obstacles.
Source: World Bank Investment Climate Surveys.

Tax rates. Tax rates are a function of the size
of government and the way the burden is
allocated among alternative sources. While
views on the appropriate size of government
differ, government’s share of GDP in many
developing countries is much larger than in
today’s developed countries when they were
at similar stages of development.34 The share
of the tax burden carried by firms can be
influenced by efficiency and equity considerations, as well as by more pragmatic concerns about collecting revenue.35 Narrow tax
bases and weak tax administrations lead
governments in developing countries to collect a larger share of their revenues from
firms and from commercial transactions
than is the case in developed countries.
Indeed, corporate taxes, direct taxes on
goods and services, and trade taxes account
for over 70 percent of government revenues
in low-income countries.36
While tax rates and structures differ
across countries, corporate tax rates and
value-added tax rates are broadly similar in
developing and developed countries (figure
5.6). Despite similar rates, revenues collected from corporate taxes tend to be lower
in developing countries than in developed
countries due to the narrowness of the tax
base and problems of tax administration
(figure 5.7). Corporate tax revenues either
increased slightly or remained stable during
the 1990s in all developing regions except
Europe and Central Asia, where revenues
fell due to privatization and a general contraction in the size of the state.37 This is
contrary to some of the dire predictions of
those concerned about the impact of tax
competition between countries as a result of
increasing global integration (box 5.9).

Figure 5.6 Corporate tax and VAT rates are similar in high-income and developing countries
VAT rate

Corporate tax rate

High-income countries
Upper-middle-income countries
Lower-middle-income countries
Low-income countries

Middle East & North Africa
South Asia
Sub-Saharan Africa
Europe & Central Asia
Latin America & the Caribbean
East Asia
0%

10%

20%

30%

Note: Data are for 1999–2000.
Source: World Bank (2004k), and Ebrill and others (2001).

Figure 5.7 Corporate tax revenues remained stable or increased during the 1990s,
except in ECA
High-income countries
South Asia
Sub-Saharan Africa
Europe & Central Asia
Latin America & the Caribbean
1993–94
2000–01

Middle East & North Africa
0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

Percent of GDP
Note: Averages are for 81 countries for which comparable data was available for both periods.
Source: IMF (2003); OECD (2002d); Dobrinsky (2002).
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BOX 5.9

Taxation and global integration: A race to the bottom?

Concern is often expressed about whether competition for investment between countries is
leading to a race to the bottom in corporate tax
rates. Competition might pressure governments
to cut corporate taxes to attract new investment
or retain existing investment.The concern is
greatest for investment by firms that are the
most footloose, such as multinational firms producing tradable goods.

Do tax rates affect where firms invest?
The answer seems to be yes, but like other
aspects of the investment climate, the weight
will likely vary between firms, industries, and
locations. A meta-analysis of 25 studies that
looked at the effect of tax rates on FDI (mostly
using data on FDI into the United States or FDI
by U.S. firms) concluded that a one percentage
point increase in tax rates reduces FDI by about
3.3 percent. Other surveys and evidence
support a similar conclusion.

Is tax competition harmful?
Because corporate taxes affect the decisions of
investors, countries might try to use tax rates to
compete for foreign investment. International
tax competition can have both positive and
negative effects on welfare and efficiency, and it
is not immediately clear that it will make countries worse off. Allowing countries or regions to
set taxes and expenditures based on local preferences for and costs of providing local public
goods (ones that affect people only in that jurisdiction) is generally more efficient than requiring that governments mandate uniform taxes
and expenditures across regions. Many
commentators also argue that a degree of competition between governments on taxes and
other policies can be a good thing, because it
disciplines governments and prevents them

BOX 5.10

from wasting public resources or becoming
overly intrusive.
Other theoretical models suggest that tax
competition might have some adverse consequences. One concern is fiscal externalities.
When a government cuts its tax rates on capital—and does not cut expenditures that owners
of capital care about (if it cuts only expenditures
that benefit immobile workers)—it might
attract capital from neighboring jurisdictions. If
it does not take into account the effect of this
on taxes (and thus expenditures) in the neighboring jurisdictions, it can set tax rates lower
than are globally optimal. A second concern is
that tax competition might have an undesirable
impact on the distribution of taxes. In particular,
if capital is mobile but workers are not, a greater
part of the burden of corporate taxes will fall on
workers rather than on capital.
A host of other factors—such as other tax
instruments available to the government—also
affect whether tax competition improves, or
reduces, public welfare in theoretical models of
the economy.The broader point, however, is that
tax competition is not necessarily harmful.

Have corporate taxes fallen as international
economic integration increased?
If tax competition was resulting in significant
fiscal externalities and thus a race to the
bottom, corporate taxes should have fallen in
the 1990s as international integration increased.
Although marginal corporate tax rates have
fallen over the past decade, bases have often
been broadened. As a result, corporate tax revenues have increased or remained steady on
average, except in the European transition
economies, where the decrease in revenues was
more from privatization than economic integra-

Who pays taxes levied on firms?

When governments levy taxes on firms, firms
will often pass the costs of the tax on to others. For example, if government levies a payroll tax on firms, increasing the cost of hiring
workers, firms will hire fewer workers. As
unemployment increases, real wages will fall
(or increase more slowly than they would
have otherwise), passing the cost of the tax
on to workers. So workers ultimately bear
some of the tax burden in the form of lower
wages, even though the tax is levied on the
firm. Part of the burden might also be passed
on to consumers through higher prices.
Incidence has been especially controversial for corporate taxes. Although the
corporate income tax is often seen as a tax
on capital, and the popular press often sug-

gests that raising corporate taxes is necessary to make firms “pay their fair share,”
labor bears a large part of the burden of
corporate tax in the United States. Because
labor’s share of the corporate tax burden is
higher when capital is more mobile, labor
may bear a greater part of the burden in
developing countries than it does in the
United States. As capital becomes more
mobile—and multinational firms become
more sophisticated in their tax
minimization strategies—the share of the
corporate income tax falling on labor will
likely increase.
Source: Fuchs, Krueger, and Poterba (1998);
Mulligan (2002); and Rosen (1995).

tion (figure 5.7). Further, whether the decrease in
marginal rates is a result of tax competition or
other factors is not clear—governments might
reduce rates in an attempt to stimulate private
investment by local firms.
The dire predictions of some commentators
may not be bearing out for two reasons:
• Tax rates are not the only factor influencing
investment decisions. Infrastructure, law and
order, and the education of the workforce can
be even more influential, and it is hard for
governments to sustain those services with a
shrinking tax base. Location decisions are also
influenced by agglomeration economies.
Together, these factors mean that investment
is not as responsive to changing tax rates as
some fear.
• Corporate tax rates also affect the taxes paid
by domestic firms and firms producing nontradable goods, and investment by these
firms is likely to be far less responsive to differences in tax rates than investment by foreign firms, especially those producing traded
goods.This means that across-the-board cuts
in corporate tax rates would be a costly way
to attract foreign investment. Rather than cutting taxes across the board, governments
tend to offer tax incentives—or other advantages—targeted specifically to firms thought
to be the most responsive (chapter 8).
Source: Baldwin and Krugman (2004); Brennan and
Buchanan (1980); De Mooij and Ederveen (2001); De
Mooij and Ederveen (2002); Devereux, Griffith, and
Klemm (2002); Glaeser, Johnson, and Shleifer (2001);
Gordon and Hines (2002); Haufler (2001); Hines
(1999); Mitra and Stern (2003); Oates (2001); Rodrik
(1997); Tiebout (1956); Wilson (1999); and Wunder
(2001a).

The burden that taxes impose on firms
can vary along several dimensions. First,
because firms can partially pass the costs of
taxation on to consumers or workers, the
actual burden can differ from the statutory
burden (box 5.10). Second, many firms and
activities benefit from special tax exemptions or privileges, whether as a result of
government deliberately trying to promote
some kinds of activity—as is often the case
with foreign investment and research and
development (chapter 8)—or as a reward to
favored constituencies. Third, a large proportion of firms in many developing countries are in the informal economy, where
they typically do not pay taxes. This
includes microentrepreneurs, but weak
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Tax administration. Firms rate tax administration as a separate and additional obstacle
from tax levels. In countries including
Bangladesh, Brazil, and Ethiopia, more than
50 percent of firms said that tax administration was a very severe or major problem
(figure 5.9). Red tape and corruption in tax
administrations are common, and weaken
the incentives to comply with taxes and
contribute to leakages.
Taxes and competition. Taxes can also affect
the level of competition between firms in
two main ways. First, many developing
countries have traditionally relied heavily on
trade taxes (tariffs and export taxes), in part
because of the ease of collection, which has
reduced competitive pressure on local firms.
To take advantage of global integration, governments have been reducing trade taxes
with a positive impact on the competitive
discipline facing local firms—and reducing
costs for firms and consumers. They have
typically made up for the lost revenues by
introducing or increasing VAT.39
The second way taxes influence competition is through differential treatment of local
firms in the same market. As noted above,
medium firms may be disadvantaged relative
to smaller and larger firms. Firms in the
informal sector can have advantages over
those in the formal sector. In Argentina, for
example, it has been suggested that although
labor productivity at large meat processors is

Figure 5.8 Caught in the middle: taxing firms in
Uganda and Cameroon
10
Uganda

Taxes as a percent of sales

enforcement capacity means that even
larger firms evade at least some taxes. Corruption in tax administration contributes
to informality, resulting in less revenue for
government and a higher burden on those
that do pay.
Small firms can often reduce their tax
burden through informality and evasion.
Large firms can also reduce taxes because of
their ability to negotiate various tax privileges and to avoid taxes through sophisticated legal means (hiring accountants to
search for existing loopholes in the tax system). This can lead to a disproportionate
burden for medium firms. For example,
they pay a greater share of their revenues in
taxes than either small or large firms in
Cameroon and Uganda (figure 5.8).38
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Source: Gauthier and Reinikka (2001) and Gauthier and Gersovitz
(1997).

almost twice as high as in smaller firms,
small informal processors can undercut the
prices of the large firms by evading taxes and
not complying with all regulations.40

Better taxes for the investment
climate
Crafting better tax policies for the investment climate requires governments to recognize the tradeoffs between efficiency,
equity, and pragmatic implementation concerns, and the impact of tax policies have on
the incentives of firms to invest productively, create jobs, and so contribute to a
Figure 5.9 Many firms rate tax administration as a
serious obstacle
Brazil
Ethiopia
Bangladesh
Kyrgyzstan
Guatemala
China
Czech Republic
0
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Percent

60

80

Note: Percentage of firms reporting tax administration as a
“major” or “severe” obstacle to the operation and growth of their
establishment.
Source: World Bank Investment Climate Surveys.
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growing tax base over time. A first step is to
ensure the tax burden is no higher than
necessary, including by keeping the size of
the state in check and striving for more efficiency in public spending. For example,
World Development Report 2004 identified
many opportunities for governments to
better leverage public funding for public
services. Beyond this, the most promising
strategies involve broadening the tax base
(including by addressing informality), simplifying tax structures, and improving tax
administration in its various dimensions.

Tax
receipts as lottery
tickets?

BOX 5.11

Shop owners sometimes have
problems with employees who
pocket the customer’s cash rather
than putting it into the register.
To discourage employees from
doing this, some stores and fast
food restaurants offer customers
a small amount if the checker fails
to issue them a receipt. By giving
the customer an incentive to
report employees who fail to
enter sales into the register, the
owners effectively enlist the customer in their attempts to
prevent employee theft.
In 2002, to boost tax collections, the city government of Beijing, China, instituted a similar
program to encourage
enterprises to issue proper
receipts. Under this program, a
small scratch box was added to
official receipts. When the
customers scratch the box, they
can win small prizes ranging
between 100 and 5,000 Yuan.To
discourage forgery, a second
scratch box with a code number
allows customers to check over
the Internet whether the
business gave them a valid
receipt. In a pilot program outside Beijing a small town
increased tax revenues by
$732,000 while giving out
$17,100 in prizes.
Source: The Economist (2002b).

Broadening the tax base. Reducing impediments to the emergence of new firms that
contribute to growth expands the tax base
and creates the potential to reduce the tax
burden on other firms. Addressing informality of existing firms can require a more
nuanced approach. For larger firms that
evade tax obligations, more vigorous
enforcement action is justified, but compliance can also be encouraged by simplifying
tax structures and tax administration. Several countries in Eastern Europe are also
experimenting with flat corporate and personal taxes to encourage tax compliance,
reduce distortions, and simplify administration. Reducing impediments to firms
joining the formal economy—including by
simplifying business registration requirements and relieving other unjustified regulatory burdens—can also play a role.
Confronting informality. Microenterprises
in the informal economy raise more difficult
and sensitive issues (chapter 3). Some small
firms may not be viable if they have to comply with all taxes and regulations.41 Forcing
them to comply might simply result in them
closing down, with an adverse impact on
poverty. And even a big increase in formality
among microenterprises may not lead to a
significant increase in revenues but would
greatly increase the cost of collecting taxes.42
Governments are experimenting with
novel schemes to improve tax morality. In
China, to encourage businesses to issue official receipts, some local governments have
experimented with a scheme that allows official receipts to double as lottery tickets, to
encourage customers to demand receipts

from businesses (box 5.11). In Mongolia
some local governments issue awards, including consumer goods, cash, and plaques to
firms nominated as the best taxpayers.
Simplifying tax structures. Simplifying
complicated tax systems can be beneficial
for three main reasons. First, tax systems
riddled with exemptions are not transparent and can act as magnets for rent-seeking
behavior by firms and other groups. While
this benefits the favored groups, it reduces
revenues and puts a greater burden on others. Second, such systems can provide significant opportunities for corruption.43
Third, complicated systems increase the
cost of administration. Large firms can
devote resources to reducing their total tax
burden. This in turn increases the burden of
administration for the agencies responsible
for administering taxes and auditing
returns. Simplifying the tax system is especially useful in countries where administrative capacity is limited or control of corruption is weak.
Increasing the autonomy of tax agencies. A
common strategy for improving revenue
collection and reducing compliance costs
is to give tax agencies more autonomy. Since
autonomous tax agencies were introduced
in Bolivia and Ghana in the 1980s, more
than 15 countries have set them up.44
Autonomous tax agencies promise better
performance than traditional ministries.
They can bypass restrictive civil service rules
and pay better salaries to attract and retain
well-qualified professionals.45 They are also
better protected from political interference.46
Autonomy usually improves the performance of revenue agencies.47 A recent study
of agencies in Latin America and Africa
concluded that the agencies granted the
most autonomy were the most successful in
boosting revenue collection and efficiency,
increasing compliance, and improving service quality.48 After the reform of the Kenya
Revenue Agency in 1995, revenue efficiency
and compliance improved and, despite an
across-the-board reduction in tax rates, revenues declined by less than had been forecast.49 But sustaining autonomy requires a
high level of political commitment.50
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Autonomy also has to be balanced with
accountability. Although an autonomous
agency needs to have control over its dayto-day operations (deciding whom to hire
and whom to audit), it is important that it
remains accountable for its overall performance, including its relationship with taxpayers. In Mexico the autonomous agency
has to present a report on its performance
to the legislature three times a year. In
Kenya the head of the tax authority is
required to present quarterly audit reports,
conducted by the internal audit unit, to the
agency’s board, the minister of finance, and
the auditor general. The agency head is also
required to present the agency’s financial
statements, performance indicators, and
annual report to both the board and the
minister of finance. The auditor general
also conducts an annual audit, which the
minister of finance presents along with the
annual report, to the National Assembly.51
Tackling corruption in tax administrations.
Corruption in the tax authority undermines collection efforts. Corruption can be
a persistent challenge because the problems
are rarely unique to tax administration. But
governments can take several practical
steps.52 One general principle is to minimize direct contact between tax officials
and taxpayers—by automating and computerizing procedures, increasing the use of
third-party data for assessments, and relying on tax withholding.53 A second useful
step is to organize the tax agency along
functional lines (such as auditing, taxpayer
assistance, and processing tax returns)
rather than by tax type, because this makes
it harder for officials to develop relationships with taxpayers. Broader strategies for
addressing corruption in civil service organizations can also help, such as allowing
independent internal and external audits,
protecting whistleblowers, and giving citizens a way of complaining about harassment (chapter 2).
In some cases corruption also appears to
have been reduced when agencies have
become autonomous. In Peru, 85 percent
of taxpayers surveyed believed that there
was substantially less or much less corruption in SUNAT, the Peruvian tax agency,

after it became autonomous.54 But autonomy is not a universal salve: for example,
corruption remained a serious problem in
Tanzania after the reform of its revenue
agency.55
Improving compliance through computerization. Increasing computerization in revenue administration agencies can sometimes help.56 Singapore reduced tax arrears
and staff turnover, while public satisfaction
with the tax service improved.57 But experience suggests that increased computerization is likely to be successful only when part
of an overall strategy that takes into account
civil service wage structures and human
capital constraints.58 Computerization projects tend to be more successful when
implemented with other reforms to
improve tax administration.59 Using offthe-shelf software and hardware can also
reduce the risks of having to develop proprietary technologies.60

Regulating and taxing
at the border
In addition to regulating and taxing firms
within their borders, governments regulate
and tax goods at the border and impose
additional regulations and restrictions on
foreign-owned firms.
Although the regulation of domestic
transactions can often be justified on efficiency grounds, such as addressing a market
failure, similar arguments rarely apply to
restrictions on trade or FDI. Apart from revenue goals for import tariffs, policies in this
area are often driven by the preferences of
local firms to face less competitive pressure.
A growing appreciation of the benefits of
openness has resulted in both developed and
developing countries significantly reducing
barriers to trade and investment in recent
years (chapter 3). However, many barriers
that weaken the investment climate remain.

Regulatory barriers to foreign
investment
Since 1995 at least 60 countries have made
regulatory changes affecting foreign investment every year, with the vast majority
reducing restrictions (figure 5.10).
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Figure 5.10 Most changes in national regulations governing FDI reduced restrictions
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Figure 5.11 Restrictions on FDI have fallen in manufacturing, but
persist in other sectors

Manufacturing
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of such arrangements is mixed at best
(chapter 8).
Second are those that seek to exclude or
otherwise more tightly control foreign participation in sectors perceived to be especially “sensitive”—such as infrastructure
and media services. For example, the United
States restricts foreign ownership of radio
licenses and prevents majority foreign–
owned companies from operating domestic
air services.61 Although many middleincome countries maintain few restrictions
on foreign ownership in manufacturing,
they often impose greater restrictions on
foreign ownership in electricity, telecommunications, transportation, and financial
services (figure 5.11). Given the benefits of
foreign ownership in improving productivity, and the fact that many domestic firms
rely on the services from the restricted sectors, restrictions can weaken the investment
climate.
A third objective may be to control the
potentially destabilizing effects of large,
short-term capital flows—with the emphasis on short-term portfolio investment
rather than FDI (box 5.12).

Regulatory barriers to foreign trade

Telecommunications

Tariff and nontariff barriers to trade have
been reduced over the past decade, but the
remaining restrictions and weaknesses in
customs administration still have a big
impact on the investment climate.
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Source: Golub (2003).

Restrictions that discriminate against
foreign investors usually have one of three
objectives. First are those that seek to
encourage FDI but also to promote
spillovers to the local economy by imposing requirements to enter joint ventures
with local firms or to meet other requirements. Experience with the effectiveness

Trade protection. Average tariff rates remain
moderately high in developing countries
(13 percent).62 It has been estimated that if
developing countries reduced their average
tariffs to 10 percent on agricultural products and to 5 percent on manufacturing
products, their gains would exceed $100 billion by 2015. This is greater than the gains
developing countries would get from developed countries reducing the tariffs and
other restrictions they impose on goods
from developing countries (chapter 10).63
Improving customs administration. When
customs are administered poorly, significant costs can be imposed on firms
engaged in importing or exporting—and
indirectly on firms that supply exporters
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Dealing with short-term international capital flows

Although most countries now actively court
FDI, there is more debate about the merits of
capital account liberalization, particularly for
short-term capital flows. Recent crises in Asia,
Latin America, and Russia have contributed to
the debate, with many observers questioning
whether it is wise to allow short-term investment to flow freely in and out of developing
countries.
Most of the debate has focused on shortterm portfolio investment. FDI—especially
greenfield investment—is difficult to reverse.
Portfolio flows, in contrast, can change direction
very quickly, putting pressure on exchange rates
and fragile banking sectors and sometimes
causing currency or banking crises. What can
governments do to insulate themselves from
these reversals without deterring all foreign
investment? Several proposals have been put
forward, some more controversial than others.
Avoid overspending and overborrowing during periods of rapid inflows. Although several
recent crises have been the result of private borrowing (Asia in 1997), governments often contribute to crises by overborrowing from international capital markets as foreign investment

flows into their economy. Governments in many
developing countries, including those in Latin
America, have run procyclical fiscal policies, contributing to cycles of booms and busts. Avoiding
overspending and overborrowing during
booms is thus important.
Strengthen oversight of the financial system.
One way to reduce problems associated with
capital inflows is to improve management of
financial sector risk. In addition to ensuring that
banks are adequately capitalized and have
appropriate levels of provisioning for bad loans,
it is important to ensure they do not develop
portfolio mismatches in currencies or terms.
Banks might also have to be discouraged from
lending foreign currency to firms with earnings
primarily in domestic currency (those operating
in nontraded sectors). Removing implicit or
explicit government deposit insurance might
also be valuable.
Capital controls. Regulations aimed at preventing sudden outflows of investment or discouraging short-term inflows are more controversial. Several countries have experimented
with capital controls. In 1991 Chile imposed a
requirement that foreign investors make a 20

or depend on imported goods. Delays in
imports can also prevent firms from
adopting production processes that rely
on just-in-time deliveries and mean that
firms have to hold larger inventories than
they would otherwise. Firms in Estonia
reported that, on average, imports cleared
customs in less than 2 days. By contrast,
the average for firms in Tanzania was 18
days and in Ecuador, 16 days (figure 5.12).
These delays can impose real costs on
workers and firms in developing countries: on average firms in the garment
industry grew more slowly, in both output
and employment, and wages were lower in
countries where customs clearance took
longer.64
Corruption can also be a major problem
in customs administration. Officials can
impose large costs on importers—especially
for importers of perishable goods—by
delaying the processing of imports. In
Eastern Europe and Central Asia more than
20 percent of firms that directly imported
some inputs reported that bribes were
needed to deal with customs and imports.
Although import licenses are not needed in

percent reserve deposit in an unremunerated
account for up to a year for all portfolio inflows
from abroad. It also required that FDI stay in the
country for at least three years—a restriction
reduced to one year in 1992.
Evidence on the effectiveness of capital controls is mixed. Some studies have found that
capital controls have altered the composition of
capital inflows, increasing the share of FDI and
decreasing the share of short-term and portfolio
investment. Other studies found that capital
controls can have harmful side effects. Because
they impose costs on foreign investors whether
they restrict inflows or outflows, controls generally increase the cost of borrowing in the country. Further, because controls can often be
circumvented, especially in countries where corruption is a problem, it is unclear whether they
are an effective way of deterring crises.

Source: Schmukler (2003); World Bank (2002d);
Ariyoshi and others (2000); de Ferranti and others
(2000); Edwards (1999); Kaminsky, Reinhart, and
Végh (2003); Montiel and Reinhart (1999); and
World Bank (2001f ).

many areas in most countries, bribes were
common for firms that reported applying
for licenses. Around 10 percent of firms that
applied for import licenses reported that
bribes were requested or expected when
Figure 5.12 Clearing customs for imports—from under 2 days to 18
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BOX 5.13

Reducing customs delays in Singapore
and Ghana

Firms in developing countries often face
long delays when importing and exporting
goods. In recent years computerization has
demonstrated the potential to dramatically
speed up parts of the process. One initiative uses software and procedures based
on a program called TradeNet. Rather than
submit multiple unique forms to multiple
agencies, a trader can electronically submit
a single document that contains all the
information required by the different
agencies. TradeNet then submits the information to the relevant agencies, which can
then respond with the necessary permits
or request additional information. By eliminating overlapping requirements and multiple forms, the process reduces
transaction costs for firms and minimizes
direct contact between public officials and
the trader, reducing opportunities for side
payments.
Singapore used these methods in 1989
to reduce processing time from two to four
days to a few minutes, and the number of
required documents from between 3 and
35 to a single document. Freight forwarders
estimate that the program has reduced
their cost of handling trade documentation
by between 20 and 35 percent.

BOX 5.14

Singapore’s success, and a similar program
in Mauritius, inspired the government of
Ghana to adopt a similar program as part of its
strategy to become a more attractive location
for exporters.Before the program, importers
estimated that the fastest clearance time at
seaports was four days, with an average clearance time of several weeks.After implementing the program, about 14 percent of
clearances took less than a day at Tema port
and only 11 percent took more than five days.
At the airport, average clearance times fell
from three days to four hours, with 18 percent
of clearances taking less than two hours.
Although computerization can reduce
delays, it will not succeed unless procedures
are modified to fully exploit its benefits.
Before implementing TradeNet, the Ghanaian customs administration was already
using a standard software package to help
process imports, but procedures were not
designed to take advantage of the package,
so the technology was underused. For
example, customs declarations had to be
manually entered into the database, a
process that took up to 24 hours, rather
than being submitted electronically.
Source: De Wulf (2004), and World Bank (1998b).

applying for them, with the median payments exceeding $100 in several countries.
Improving customs administration
promises large gains. Increasing the use of
information technology can help accelerate
customs processing (box 5.13).65 Computerization is becoming less costly and less
demanding of human capital than before
because of standardized software packages.
In addition to reducing delays, computerization can increase transparency and so
reduce corruption.66 Importers in Morocco
now find out in real time the progress of
customs operations and the status of their
imports under special import regimes,
monitoring payments of duties and taxes,
and even monitoring clearance times.67
Customs can also be improved by contracting out functions to private firms as in
Mozambique (box 5.14).

Government approaches to regulation and
taxation are not limited in their impact on
product markets. They also play a big part in
the quality of a country’s financial system and
its infrastructure—the subject of chapter 6.

Contracting out customs in Mozambique

Before 1995 customs administration had been a
serious problem in Mozambique.There was no
reliable system for detecting and punishing corrupt officials. More than three-quarters of staff
lacked a high school education.There was little
use of information technology, and all goods were
physically inspected after arriving in the country.
So revenue collection was poor.The inspection
process was slow. Corruption was serious, with
importers and customs officials frequently colluding to undervalue and misclassify imports.
In 1995 the government initiated an ambitious program to improve customs operations.
The program included the following:
• Issuing a new customs code to update the previous law, which dated from the colonial period
• Replacing many workers with bettereducated personnel, while boosting employment by 20 percent

• Introducing a new salary scale and compensation package that was higher than for other
civil servants and that compared well with
private sector salaries
• Adopting a new software package and new
computer hardware
• Reducing the agency’s reliance on physical
inspections
• Adopting anticorruption measures.
In addition the government, with support
from the U.K. Department for International
Development (DFID), entered a contract with
Crown Agents, a private company, which took
over the management of customs in 1996.
Even with a reduction in nominal tariff rates,
better administration and reduced exemptions
increased the ratio of customs revenue to
imports between 1996 and 2000 (there was a

slight decline in 2001).The reform also helped
the investment climate. By 2002 the median
number of days for imported goods to clear customs was significantly lower in Mozambique
than in Tanzania or Kenya and similar to the
number in China.
Some questions remain. It is not clear
whether the improvements can be sustained
after Crown Agents leaves. In 1999 Crown
Agents’ three-year contract was extended until
2003 and then extended again until 2005.
Crown Agents’ responsibilities and number of
staff have declined since the first contract, but a
review by DFID and the Mozambique government concluded that the improvements were
not yet sustainable in mid-2003.

Source: Mwangi (2003).
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6

chapter

Financial markets, when functioning well,
connect firms to lenders and investors willing
to fund their ventures and share some of the
risks. Good infrastructure connects them to
their customers and suppliers and helps them
take advantage of modern production techniques. Conversely, inadequacies in finance
and infrastructure create barriers to opportunities and increase costs for rural microentrepreneurs as well as multinational enterprises.
By impeding new entry into markets, these
inadequacies also limit the competitive discipline facing incumbent firms, dulling their
incentives to innovate and improve their productivity. Such inadequacies are large in
developing countries (figure 6.1).
The underlying problem with both
finance and infrastructure can be traced to a
specific market failure—for finance it is
information asymmetries, and for infrastructure, market power associated with
economies of scale. But too often govern-

Figure 6.1 The inadequacies of finance and infrastructure are severe for many
developing countries
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ment interventions have made matters
worse. Financial markets have been
repressed and distorted by state ownership,
monopolies, directed or subsidized credit,
and other policies appealing to the shortterm interests of politicians and favored
groups. Those measures undermine financial sector development, firm-level productivity, and economic growth.1 Infrastructure provision has been undermined by
governments using state ownership or regulation to pursue objectives unrelated to efficient service delivery—typically favoring
some groups over broader interests and
introducing new sources of inefficiency.2
The problems in both areas usually hit
smaller firms the hardest.
Governments are confronting these
issues, but progress is slow and uneven.
They are pursuing new approaches that recognize that finance and infrastructure are
not only part of the investment climate for
other firms, but are also profoundly shaped
by the investment climate for providers of
financial and infrastructure services. That is
why many governments are taking steps to
increase competition among providers of
finance and infrastructure, secure their
property rights, and regulate them in ways
that recognize the tradeoff between market
failures and government failures. Governments are also working to improve management of public resources—to get more for
their money when they finance or subsidize
infrastructure services.

Financial markets
50

60

70

Percent of firms
Note: Figure shows the share of firms that report access to finance, and any of electricity, telecommunications, or transportation as "major" or "severe" obstacles to the operation and growth of their
business.
Source: World Bank Investment Climate Surveys.

Developed financial markets provide payment services, mobilize savings, and allocate financing to firms wishing to invest.
When these markets work well, they give
firms of all types the ability to seize promis115
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Figure 6.2 Sources of fixed investment financing differ for small and large firms
State sources
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State sources
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Equity 5%

Family &
friends 11%
Internal funds 70%

Small firms

Banks
22%

Family & friends
4%

Internal funds 52%

Large firms

Note: The data are for firms in Bangladesh, Brazil, Cambodia, Guatemala, India, Indonesia, Kenya, Pakistan, Tanzania,
and Uganda. Small firms are defined as those employing fewer than 10 people, large firms as those employing 50 or
more.
Source: World Bank Investment Climate Surveys, WDR Surveys of Micro and Informal Firms.

ing investment opportunities. They reduce
firms’ reliance on internally generated cash
flows and money from family and friends—
giving them access to external equity and
debt, something that smaller firms in particular often lack (figure 6.2). They allow
poor entrepreneurs to grow their businesses, even though they have little money
themselves. Well-functioning financial markets also impose discipline on firms to perform, driving efficiency, both directly and
by facilitating new entry into product markets. And they create opportunities for
firms and households to manage risks. As a
result, financial market development leads
to faster growth in productivity and output.3 Doubling private credit as a share of
GDP is associated with an increase in average long-term growth of almost two percentage points.4
Developed financial markets also reduce
poverty—directly and through their role in
economic growth. They reduce income
inequality by alleviating credit constraints
and increasing access to investment opportunities for poor households.5 By facilitating competition between firms that purchase goods produced by poor households,
they can help poor households escape
exploitation by those firms.6 They can also
stabilize the economy by reducing volatility:
doubling private credit as a share of GDP
can reduce the volatility of growth from
four percent a year to three.7 There is also
evidence that child labor is lower in countries with greater access to financing.8
116

Getting financial markets to work well,
however, runs into market failures and
problems of political economy.9 Market
failure arises mainly from information
asymmetries. Firms seeking to borrow
promise to repay loans, but there is always a
chance they will not. If lenders could accurately estimate the likelihood of default,
they could protect themselves by calibrating
interest rates to the risk of default. Lenders
do charge more for riskier loans, but the
fact that their knowledge of risk is imperfect, and poorer than that of borrowers,
means that increasing interest rates cannot
fully protect them: when lenders charge
higher interest rates, they discourage borrowers with low-risk, low-return ventures,
leaving them mainly with borrowers for
high-risk projects. By its nature, then, raising interest rates increases the risks lenders
are exposed to. The problem is heightened
by the possibility of dishonesty and weak
contract enforcement—only honest borrowers are discouraged by high interest
rates.
Providers of debt and equity also have
imperfect information about what the
recipients are doing with the capital.
Lenders cannot be sure that borrowers are
steering clear of risks that increase the
chance of default. Shareholders cannot be
sure whether managers are investing wisely
or merely enriching themselves.
These failures can make it hard for firms
to obtain financing unless they have collateral to secure a loan—or good connections.
Failures also make it hard for people with
savings to find attractive opportunities to
invest or lend. The severity of the failures
depends partly on factors outside government’s immediate control, such as the effect
of technology on the costs of getting better
information, but it also depends on government policy.
Financial markets are also affected by
political economy. Government policies
toward financial markets are influenced by
the wishes of powerful groups and the selfinterest of politicians. Competition often
suffers from that influence. In the United
States, until the mid-1990s, state banks persuaded governments to shelter them from
competition by maintaining unwarranted
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restrictions on interstate banking. And in
Japan until the mid-1980s established banks
persuaded the government to protect them
from competition from bond markets by
maintaining a rule that required would-be
bond issuers to first get approval from a
committee that the banks controlled.10
Financial markets have a long history of
similar problems (box 6.1). Overcoming the
problems presents policymakers with a
challenge at least as difficult as that created
by information failures.

Avoiding the pitfalls of traditional
government interventions
Responding to market failures and political
pressures, governments in the post–World
War II period intervened heavily in financial
markets—directing credit to favored groups,
guaranteeing loans by private banks, and providing many financial services themselves
through state-owned banks and development
finance institutions (DFIs). To protect domestic banks, governments also restricted competition from foreign banks and other financial
institutions. They often justified state ownership and other interventions in the financial
sector as ways of ensuring that small and rural
borrowers had access to funding. The overall
record of these interventions is discouraging.
State ownership of banks. State-owned
banks can be given broad mandates or the
task of developing a specific industry, sector, or region—often making loans at subsidized rates. Their performance in the developing world has generally been poor.
Having a large proportion of state ownership in the banking sector has been found
to reduce overall access to financing, reduce
competition, worsen the allocation of
credit, and increase the likelihood of financial crises.11 Studies of bank privatization in
Brazil, Egypt, and Nigeria find less government ownership is associated with better
bank performance.12 State-owned banks are
frequently associated with weak governance, corruption, and poor procedures for
collecting debts from borrowers. As crosscountry studies show, state ownership of
banks, by impeding private competition,
can also impede the development of the
financial system, hurting small and medium

BOX 6.1

117

Governments and finance markets: A long and
difficult history

Throughout history governments in need of
funds have found it convenient to expropriate the financial assets of their citizens,
often by repudiating debt. In England the
cycle of expropriation was broken only
when the monarchy recognized that the
sums from taxing production on private
property outweighed those from periodic
expropriation.The Crown first seized and
sold vast lands owned by its rivals—the
church and the nobles—thus creating a
market for land. A dispersed landholding
gentry then emerged, which used
parliament as a coordinating mechanism to
protect their economic interests.
Over time the economic might of the
gentry grew so much that they could openly
defy the Crown and the nobles in
parliament, in part because their wealth
ensured that they could hire their own army
if necessary.The gentry thus used Parliament
to ensure that the Crown honored its commitment to respect property rights, the basis
for their economic prosperity, despite occasional attempts to renege. A credible commitment to respect and enforce property
rights helped the government borrow vast
sums to finance the British Empire.

Not all governments solved their financial difficulties through taxation and widespread protection of property rights. In
Mexico in 1876, President Porfirio Díaz was
confronted with the twin problems of political disorder and economic stagnation. He
needed resources to combat his political
opponents immediately, but Mexico’s long
history of government defaults made borrowing from the private sector impossible.
He could have forced loans and confiscated
property, but that would hurt productivity
in the long run.
Díaz opted instead to protect the rights
of a select group of asset holders and use
the rents generated to combat his political
opponents.The largest bank, Banamex, the
government’s primary financier, enjoyed
special protections, including reserve
requirements half those of other banks,
exemptions from taxes, and the sole right to
open branches. While these arrangements
might have suited Díaz, the lack of contestability in financial markets would dampen
growth throughout the 20th century.
Source: Rajan and Zingales (2003) and Haber,
Razo, and Maurer (2003).

firms particularly.13 Although their importance has been diminishing, state-owned
banks remain significant in many parts of
the developing world (figure 6.3).
Development finance institutions. By subsidizing credit to customers unable to borrow
from traditional banks, DFIs can be justified if they overcome a market failure costeffectively. A few have been able to lend
profitably and maintain high repayment
rates without the use of traditional collateral.14 More often, they have supported
political projects with little economic value
or benefited favored constituencies. They
usually lack disciplining tools, such as active
profit-motivated shareholders. Because
they raise funds through the tax system or
government-guaranteed borrowing rather
than through deposits, they often have a
weak sense of the cost of capital.
Improvements in governance can begin
to change this. For example, the Thai Bank
for Agriculture and Agricultural Cooperatives is an unusual case of a development
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Figure 6.3 State-owned banks are holding on, especially in India and in the
Middle East and North Africa
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Source: Data for 2003 are from Clarke, Cull, and Shirley (2003); data for 1985 and 1995 are from La
Porta, López-de Silanes, and Shleifer (2002).

bank with mandated lending objectives that
does not depend on subsidies, yet succeeds
in providing credit to farmers. In 1998 it
extended loans to more than 80 percent of
Thailand’s farming households.15 Its governance arrangements hold local managers
accountable for their branch’s performance
and require managers to meet profit targets.
More often, however, DFIs make poor
quality loans and fail to ensure their repayment. A study of 18 industrial DFIs found
that almost 50 percent of their loans were in
arrears.16 Credit does not always reach disadvantaged borrowers, either. In Brazil the
rural finance credit program provides more
than 57 percent of its loans to the largest 2
percent of borrowers, only 6 percent to the
smallest 75 percent of borrowers. Interest
rate subsidies and low repayment rates also
strain government budgets. Mexico injected
almost $23 billion into agricultural DFIs
between 1983 and 1992.17
Directed lending. Governments have often
directed banks to lend to specific regions
and sectors, often singling out rural areas

where lending is discouraged by sparse populations, high transaction costs, and a lack
of traditional collateral. Japan, Singapore,
and South Korea appear to have had some
success with directed lending for manufacturing, but experience in most countries has
been poor.18
Directing credit for some purposes
means restricting it for others. In Colombia
in the 1980s, a subsidized credit scheme
required firms to show that they needed
new capacity, so credit was directed to the
building of new plants—and away from
improving the efficiency of existing plants.
Such direction works only when officials are
better than bank managers—which is rarely
the case—at deciding whether new plants
are more valuable than greater efficiency.
Directing credit, even when it may help
meet some social objective, is difficult in
practice because it pushes against the current of market forces. Lenders and borrowers want to lend and invest where the
returns are greatest, not in sectors deemed
a priority by the government. So lenders
reclassify loans to comply with the directions, and borrowers surreptitiously use
credit for unintended purposes. Both
lenders and borrowers might bribe officials to turn a blind eye. And as in South
Korea during the height of its enthusiasm
for directed credit, markets can develop for
borrowers with access to directed credit to
on-lend to those without it. In the
extreme, directed-credit policies merely
reallocate wealth and leave the ultimate
allocation of credit unchanged. For these
reasons, directed credit often fails to reach
its intended beneficiaries.19
Directing credit has also slowed the
development of financial markets. Many
directed loans go to unprofitable projects
and are not repaid. Some borrowers simply
refuse to repay their loans, hoping that
being in a favored sector will protect them
from court action. And large, diverse firms
can operate an internal credit market,
bypassing the political direction of credit
and cutting banks out of the picture. So
banks suffer losses and financial markets
falter.20 Reflecting this experience, governments are now backing away from directing
credit.
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Credit Guarantees. Credit guarantees offered
by governments can encourage more lending
to riskier borrowers, including new and
small firms. But shifting the risk of default to
taxpayers raises several practical challenges.
Because guarantees encourage banks to
worry less about credit risk and monitoring
borrowers, default rates can be high, raising
issues of sustainability.21 To better align
incentives, programs can be designed that
require banks to share in the default risk,
involve independent screening of loan applications, and impose fees that are high
enough to discourage banks from using the
guarantee for loans that do not need it. These
measures increase the costs facing borrowers, however, and so reduce participation by
smaller firms, which are often the intended
beneficiaries.22 While many countries have
experimented with these schemes, examples
of unambiguous success stories in developing countries remain scarce.23

Better approaches
Governments are learning from the past
and taking new approaches that involve five
key elements:
• Ensuring macroeconomic stability
• Fostering competition
• Securing the rights of borrowers, creditors, and shareholders
• Facilitating the flow of information
• Ensuring that banks do not take excessive risks.
Ensuring macroeconomic stability. Macroeconomic stability—more specifically, low
inflation, sustainable debt, and realistic
exchange rates—is fundamental to the
effective functioning of finance markets.
Macroeconomic instability increases the
volatility of interest rates, exchange rates,
and relative prices, imposing additional
costs and risks on financial institutions and
their clients. High inflation erodes the capital of financial institutions and makes it difficult to mobilize savings or to expand services. High fiscal deficits increase interest
rates and spreads. The increase in holdings
of government paper by banks, mutual
funds, and investment funds crowds out
credit to the private sector, because these

providers of finance find it more profitable
to hold government securities than to make
loans to firms. For example, in Brazil, the
expansion of government borrowing
between 1995 and 2003 was associated with
a slowdown in expansion of private sector
credit.
Fostering competition. Restrictions on competition between providers of finance can
mean slower economic growth, reduced
employment growth, and slower exit of
mature firms in concentrated bank markets.24 Policies that impede competition—
such as entry restrictions, restrictions on
foreign banks, and state ownership of
banks—hurt the financial system and economic performance. Removing these barriers to competition has been shown to
improve banking stability, reduce interest
margins, and expand access to finance.25
One way to foster competition is to
(prudently) issue new domestic banking
licenses. In the United States the wave of
mergers and acquisitions in the 1980s and
1990s created large banks, which reduced
lending to new and small firms. Yet fairly
liberal licensing policies allowed new banks
to form to help offset the lack of supply and
keep interest margins low.26 Competition is
also benefiting from technological innovation, as in India’s rural areas (box 6.2).
Policymakers are sometimes concerned
that the competition from foreign banks
will weaken the banking system. However,
evidence shows that foreign banks improve
the efficiency and performance of domestic
banks and reduce interest rate margins.27
This is what happened when the Philippines allowed more foreign bank competition—interest rate spreads fell and the efficiency of domestic banks increased.28
Foreign banks can also use their crossborder experience to introduce innovations. Citibank responded to the scarcity of
good credit information on individual
firms in many developing countries by finding other ways to assess creditworthiness.
The company identifies industry segments
with the potential to grow quickly and then
seeks out borrowers in those segments. In
India it has about 500 customers in 15
selected industrial segments.
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BOX 6.2

Expanding access to finance in rural areas—new
approaches in India

Firms operating in rural areas often have a
hard time getting financing, but financial
innovations and new technology are making a difference, as India shows.
The agricultural agency model uses a
third-party intermediary to coordinate the
financing of inputs, the delivery of produce to
the end buyer, and the repayment to the bank
before the farmer receives the proceeds.The
intermediary improves information by advising farmers on crop decisions that affect the
quantity and quality of the produce.The intermediary can also negotiate better prices on
final goods than individual farmers can.
The Kisan Credit Card, offered by commercial, rural, and cooperative banks, is a
technological innovation in providing credit
to the agriculture sector in India, including
small farmers. Since its introduction in
1998–99, some 31.6 million cards had been
issued by April 2003.Though not truly credit
cards, the cards have advantages for borrow-

ers and lenders.They make it easier to get
credit and renew loans, once the initial
screening has been done.They reduce the
number of visits to branches, and they
increase the operation of accounts at designated supply branches.
The increasing sophistication of financial markets is helping farmers smooth their
incomes in the face of fluctuating prices
and harvests. Fledgling futures markets are
allowing them to fix the prices they will
receive in advance. Innovations in insurance
are allowing them to protect themselves
from losses caused by poor weather.The
payouts are based on an index measuring
local weather, which allows an objective
determination of the payout and maintains
farmers’ incentives to maximize their output
despite poor weather.
Source: Hess and Klapper (2003) and World
Bank (2004j).

A second concern is that foreign entry
might reduce access to financing by small
and medium firms. But again, foreign banks
have been found to improve access to credit
for those firms. In Chile and Peru, foreign
banks loaned more to small firms than
BOX 6.3

domestic banks did, and in Argentina and
Chile, real growth in lending to small firms
was higher for foreign banks.29
While bank-to-bank competition is
important, other sources of finance can also
strengthen competition. For example, firms
with access to public bond financing have
35 percent more debt (after controlling for
other firm characteristics).30 Nonbank
financial intermediaries can also broaden
financial markets. For example, leasing
companies and finance companies often
finance start-up firms unable to raise funds
from banks. As nonbank financial intermediaries develop, they often securitize their
assets, further deepening securities markets.31 Pension funds and contractual savings can also compete to supply funds,
increasing banking efficiency and lowering
the cost of capital.32 Finally, commercial
microfinance is beginning to have an
impact on financial services for microentrepreneurs and poor households (box 6.3).
How, then, to encourage the development of nonbank lenders? By not overregulating lenders that do not take deposits, and
by harmonizing the tax treatment of financial products. In Turkey, factoring companies pay a 5 percent transaction tax while

Commercial microfinanciers enter the market

Microfinanciers provide thrift, credit, and other
financial services of very small amounts, mainly
to the poor, in both rural and urban areas.They
offer an alternative to banks, which in most
developing countries serve only 5–20 percent of
the population.They use noncollateralized loans
to deliver short-term working capital to
microentrepreneurs and households.
One of the key characteristics of microfinance,
pioneered by Grameen Bank in Bangladesh and
now replicated throughout the developing world,
is substituting joint liability, access to future loans,
and frequent repayment periods for traditional
collateral.These alternatives to collateral are especially important for borrowers who do not have
assets to pledge—and for lenders who operate in
countries with weak secured-lending laws and
enforcement.
Microfinance has demonstrated its success
in reducing poverty. By 2002 more than 1,000
microfinance programs around the world had
reached about 30 million borrowers, lending
about $3.5 billion, with an average loan size of
$280. Microfinance has helped the poor increase
household income, build viable businesses, and

reduce their vulnerability to external shocks. It
can also empower the poor, especially women.
Subsidized microfinance relying on donors,
however, is unlikely to be big enough to reach
all potential borrowers.That will require
commercial microfinance that mobilizes the savings of the general public, raising questions
about the appropriate role for governments.
Governments are sometimes tempted to
mandate below-market interest rates, but this
usually causes more problems than it solves.The
removal of interest rate controls in Indonesia in
1983 allowed Bank Rakyat Indonesia to experiment with new financial products, most notably
market-priced working capital and investment
capital loans. By 1986 its microfinance business
had turned from a chronic loss-maker to a profitable department.
Governments can also eliminate unfair competition from public institutions and change
regulations to facilitate competition on a level
playing field. In particular, they can allow microfinance institutions to transform themselves
into licensed financial institutions and facilitate
the provision of microfinance by commercial

banks. In 1992 ProDem, a microfinance
nongovernmental organization (NGO), became
BancoSol, the first commercial bank in Latin
America dedicated to microfinance.The transformation enabled the expansion from 14,300
clients to 70,000 within five years of
commercialization, and by 1998 BancoSol was
the most profitable licensed bank in Bolivia.
As in other segments of the credit market,
allowing the sharing of credit information
among microlenders can foster microfinance
lending, especially by commercial lenders that
may not have preexisting relationships with
borrowers in rural areas. South Africa has two
private credit bureaus operating in the microfinance sector. Information can be obtained by
touch-tone phone, and the microfinance
bureaus charge much lower fees than larger
bureaus—making them affordable even for
small microlenders.
Source: Ghatak and Guinnane (1999); Morduch
(1997); Morduch, Littlefield, and Hashemi (2003);
Hubka and Zaide (2004); CGAP (1997); Klapper and
Kraus (2002); and www.mixmarket.org.
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banks pay only 1 percent.33 Pension rules
can also be liberalized as capital markets
mature and regulatory systems develop.
For instance, investment in more asset
classes, such as equities, can be allowed.34
Better insurance regulations can also
encourage insurance providers to innovate
and operate efficiently—and to create a
competitive market open to new firms and
the exit of insolvent firms.35 Mutual funds
can be developed under strong accounting
and auditing rules and strict disclosure
requirements.36
Securing the rights of borrowers, creditors,
and shareholders. Governments can mitigate the problems for creditors and shareholders—and increase their willingness to
provide finance—by ensuring that the parties have clearly defined rights and can
enforce them.37 A strong legal environment
and strong enforcement are important for
access to external finance and the development of financial markets. When creditor
rights are weak, financial institutions will be
less willing to extend credit to firms that
have a high risk of default. When shareholders’ rights are weak, investors will be
less willing to provide firms with equity.38
Securing borrowers’ property rights to
assets they can pledge as collateral (including land) can increase access to financing
and investment (chapter 4). Secure property rights also allow firms to borrow
longer-term and encourage more foreign
lending.39 The cost of external financing is
also lower in countries with stronger property rights protection and less corruption. A
study of 37 countries found that if a country improved its property rights protection
from the 25th to the 75th percentile, loan
spreads would decline by 87 basis points.40
Strong creditor rights—stemming, say,
from laws guaranteeing secured creditors’
priority in the case of default—allow
lenders to reduce their risk of future losses,
therefore encouraging them to make more
loans. For example, one explanation
offered for the low level of private credit in
Mexico is that many social constituencies
must be repaid before secured creditors,
often leaving creditors with few assets to
back their claims.41 Studies in the United

States show that small firms are 25 percent
more likely to be denied credit if they are in
states that provide creditors with less protection when the borrower is bankrupt.42
The effectiveness of creditor rights also
depends on strong enforcement of the laws.
Russia, for example, has “imported” strong
laws protecting shareholder and creditor
rights, but the lack of an effective legal system to enforce these laws has been a big
impediment.43 Laws and registries permitting the collateralization of movable property can offer even greater benefits to
smaller firms that are less likely to have
fixed assets (box 6.4).
The need for strong shareholder rights
and good corporate governance has been
underscored by structural changes in most
developing countries—including privatization and the widespread listing of firms
on stock markets.44 Improvements in corporate governance are associated with
higher operational performance of firms,
through better management, better allocation of resources, and other efficiency
improvements.45 Governance is particularly important for foreign investors, who
may have informational disadvantages. A
global investor opinion survey by McKinsey suggests that good governance matters
most to investors (ranking higher than
firm performance or growth prospects)
and that institutional investors prefer to
BOX 6.4

Establishing a registry for movable collateral in
Romania

Legal impediments previously restricted
the use of movable property as collateral in
Romania and thereby limited the access to
credit. First, the system did not allow
lenders to access information on whether
other creditors or lenders had claims on
the same goods. Second, the enforcement
of agreements and repossession of collateralized goods was a long process (often
exceeding the economic life of the
movable good).
A new law, adopted in 1999, introduced
a system for registering security interests.
The registration, valid for five years, is
required to secure new collateral.The law
provides for both stronger enforcement
and a new electronic archive of outstanding
liens.This online collateral registry includes

all registered security interests.Ten operators and 366 agents are licensed to register
collateral in the electronic archive.The
supervisory authority provides guidelines
on the archive’s operation and clarifies rules
and regulations.
The archive functions efficiently, allowing financial intermediaries to access information about creditors, debtors, or assets
securing a commercial or civil transaction in
the country.This information, accessible by
people all over the world, presents huge
cost-saving and time-saving
opportunities—improving the investment
climate.
Source: Fleisig (1998) and Stoica and Stoica
(2002).
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invest in countries where legal rules and
enforcement are both strong.46
In countries where laws do not guarantee strong protection of shareholders, firms
may be able to improve their access to external equity financing by voluntarily improving their governance through greater transparency, preparing financial reports
according to international accounting standards, and appointing independent directors. So governance standards need not be
legislated for all corporations. Governments
can still facilitate shareholder monitoring
by requiring all large and listed firms to disclose financial and ownership information.
Stricter regulation (in the form of high disclosure requirements set by the stock
exchange or government) and strong
enforcement are associated with greater
market liquidity, lower costs of capital, and
higher valuations of firms (box 6.5).47
Transparency and disclosure requirements for listed firms are generally set and
supervised by the local exchange, but the
government may need to enforce exchange
standards.48 Differences in enforcement help

BOX 6.5

Improving corporate governance in Brazil and
South Korea

South Korea is leading corporate governance
reforms in East Asia. Ceilings have been
removed on foreign ownership.The
minimum shareholding required to undertake class actions has been reduced, prompting many instances of shareholder activism
(for instance, People’s Solidarity Participatory
Democracy challenged Samsung Electronics
and SK Telecom).The appointment of
outside directors on the boards of financial
institutions and major conglomerates is
required. Some exchange listing
requirements were also added, which apply
to firms with an asset size greater than W2
trillion (about $2 billion).Those firms must
have an audit committee with at least twothirds of the directors from outside the firm
and an outside director as chairman.These
reforms promise to ease the mobilization of
investment capital.
In 2001 BOVESPA (the São Paulo Stock
Exchange) established a new market segment, Novo Mercado, modeled on the
Neuer Market in Germany.To attract smaller
enterprises, new market segments in other

exchanges usually loosen listing
requirements. But Novo Mercado goes
against this trend, requiring corporate governance requirements far stricter than in
the old segment. At least 25 percent of the
capital stock must be floating in the market
and listed companies must adopt internationally recognized accounting standards
(U.S. generally accepted accounting principles or International Financial Reporting
Standards). In a merger both controlling
and minority shareholders must be treated
equally.The companies can issue only common shares—something particularly important in Latin America, where the use of nonvoting preferred stock is commonplace and
allows certain shareholders to exert control
disproportionate to their financial commitment.The migration to the Novo Mercado
lifted the market value of companies
around the migration date.
Source: McKinsey & Company (2002); Dyer
(2001a, 2001b); Weiss (2002); BOVESPA Web
site; Nova Mercado regulations 10.303; and de
Carvalho (2003).

explain why the Czech Republic, whose government took a relatively hands-off
approach to the enforcement of regulation of
the capital markets, had an inactive equity
market—while Poland, which had stricter
enforcement of regulation and disclosure,
witnessed strong growth in its capital market.49 In countries with developed financial
intermediaries—such as brokers, accounting
firms, and investment advisers—exchanges
may be able to delegate some disclosure
enforcement to these intermediaries and
reduce the cost of enforcement. In emerging
markets, however, government prosecution
may be necessary to protect investors and
promote market development. Internationally agreed principles for corporate governance create opportunities for governments
to signal the quality of their regulatory systems in this area (chapter 9).
Using credit bureaus to facilitate the flow of
information. One way lenders can address
their information disadvantage is to collect
information about their customers directly
through costly screening and monitoring.
Lenders in most developed countries—and
more now in developing countries—can also
rely on reports from credit information
bureaus. These reports include loan payment
histories that allow lenders to use information
on how borrowers met past loan obligations
to better predict future loan performance.
Credit reporting also improves borrowers’
incentives to repay loans promptly, because
late payment with one lender can result in
sanctions by many institutions.50
Credit bureaus can increase bank lending and reduce default rates. They also benefit small and new firms by alleviating credit
rationing based on the lack of a credit history.51 In one survey more than half the
credit bureaus indicated that credit history
information reduced the processing time,
costs, and default rates in their country by
more than 25 percent.52 On average, countries without credit registries have a privatecredit-to-GDP ratio of about 16 percent,
those with publicly owned credit registries
about 40 percent, and those with private
bureaus about 67 percent.53
Governments can create a supportive
environment for credit bureaus by enacting
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and enforcing data protection and credit
reporting laws that allow the sharing of
credit information. The laws can safeguard
consumer rights by allowing consumers to
obtain data about themselves, requiring disclosure of information on who gets the
credit report, and providing mechanisms
for resolving disputes and correcting erroneous information. Laws that allow the
sharing of both positive and negative information do more to improve lenders’ information and thus facilitate more lending.
Credit reports that contain only negative
information (such as cases of late payment)
have less predictive power than reports with
both positive and negative information.54
Because credit reports are more important
for borrowers with limited collateral, limits
on data collection disproportionately harm
smaller borrowers.
Controlling risk-taking. Governments limit
risk-taking by banks and other financial
institutions for various reasons. Limited liability can cause banks to take excessive risks
and, unlike in other industries, such problems can lead to systemic crises—failure of
one bank can lead to a run on all banks,
undermining the payments and credit system. Deposit insurance can reduce the risk
of bank runs. But the expectations of government bailouts from explicit or implicit
deposit insurance can make the problem
worse, by causing depositors and others to
monitor banks less carefully.
Prudential regulation limits the financial
risks banks can take by requiring them to
diversify and maintain at least a minimum
ratio of capital to loans. It is administered
by prudential supervisors who monitor
banks on behalf of depositors and take
action to avert problems. Prudential regulation can serve a useful purpose—reducing
the risk of government bailouts and systemic banking crises—but doesn’t always
work in practice.
As in other areas, choosing appropriate
regulations and administering them effectively requires financial resources and technical capacity that are usually scarce. In
addition, good intentions may later be perverted by corruption and clientelism.
Supervisors can direct loans to favored

firms, or banks can “capture” their supervisors, dissuading them from taking action
when a regulation has been violated.55
Because of such problems, several studies
have cast doubt on the effectiveness of prudential regulation and supervision. On the
one hand, indicators of its strength, such as
supervisory power, the stringency of minimum capital ratios, and the tenure of supervisors, are not strongly linked to bank performance and financial stability.56 On the
other, intensive official supervision is associated with corruption, financing constraints,
and the need for political connections to get
finance.57 Effectively regulating risk-taking
therefore calls for a cautious approach—
adapting it to fit the institutional features of
the country at hand. Indeed, an alternative
school of thought stresses the efficacy of
“sunshine” regulations that force information disclosure and so strengthen the ability
of depositors and other stakeholders to
monitor banks directly.58
Indeed, banking systems seem to work
better when market discipline is encouraged through market monitoring—not
strong supervisors.59 Possible private monitoring agents include large depositors, subordinated debt holders, shareholders, and
rating agencies. A study of banks in
Argentina found that those with a higher
share of nonperforming loans (seen as a
measure of risk) lose market share.60 In
addition, Argentine banks were required
(until the recent crisis) to issue subordinated debt for 2 percent of their deposits
every year. After the introduction of subordinated debt in 1998, complying banks paid
lower deposit rates and had faster growth in
deposits, lower capital ratios, and fewer
nonperforming loans. Banks that failed to
comply were penalized by having to
increase capital and liquidity.61 The market
also punished poorly performing banks in
Thailand: equity prices of listed Thai banks
predicted their difficulties in 1997—before
rating agency downgrades.62
The effectiveness of private monitoring
depends on how well information disclosure regulations are enforced, whether rating agencies compete with each other, the
proportion of state ownership of banks, and
the nature of deposit insurance.63 Banks
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can be required to disclose standard financial information and governance information, such as the compensation structure of
bank management (to better understand
how risk-taking is rewarded). In addition,
the credibility and independence of rating
agencies can be augmented by requiring the
disclosure of all business relationships and
track records, such as the number of times a
firm receiving a favorable rating later developed problems.
Information constraints in many developing countries raise questions about how
well market monitoring can work.64 However, commercial rating companies now
provide some form of rating for 439 banks
in 50 developing countries.65 There is also
evidence that market discipline, defined as
market reactions to bank risk, can work well
in developing countries. Argentines pulled
out their peso and dollar deposits in
response to increases in an individual
bank’s exposure to a government default.66
Better disclosure is also associated with
higher valuations of banks in emerging
markets.67

Infrastructure—connecting firms
and expanding opportunities
Firms with access to modern telecommunications services, reliable electricity supFigure 6.4 Infrastructure concerns expressed by
firms vary by size and sector
30
Percentage of firms rating infrastructure
as a “major” or “severe” constraint
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Note: Firms designated as small have fewer than 20 employees,
medium firms have 20–49, large have 50–249 and very large have
250 or more.
Source: World Bank Investment Climate Surveys.

ply, and efficient transport links stand out
from firms without them. They invest
more, and their investments are more productive. Yet in most developing countries,
many firms must cope with infrastructure
that fails to meet their needs. The problems, as expressed by firms, vary by region,
with Sub-Saharan Africa and South Asia
having poorer infrastructure than Europe
and Central Asia (see figure 6.1). They also
tend to vary by infrastructure service and
firm size—electricity is often the biggest
problem, and larger firms express more
concerns than smaller firms about all services (figure 6.4).
All types of infrastructure—including
airports, railways, and distribution networks for water and natural gas—matter
to some firms. This Report looks at four
that matter to a very wide range of them:
roads, ports, electricity, and telecommunications. Although the Report focuses on
the impact of infrastructure services on
firms, improvements in the coverage and
quality of these services also benefit
households.

Common challenges in infrastructure
Building and maintaining roads, ports,
electricity grids, and telecommunications
networks is expensive, so it is no surprise
that poor countries in Africa, South Asia,
and elsewhere have worse infrastructure
than rich countries. But the challenge of
improving infrastructure is not just one of
finding more money.68
Market power, irreversible investments,
and politics. The problem of infrastructure
provision has its roots in the potential for
market power that results from economies
of scale. It rarely makes sense to have two
competing roads between two points—or
competing electricity grids. Indeed, all
infrastructure activities were once thought
to be “natural” monopolies, so that a particular market could be served at least cost
by a single supplier. However, the potential
abuse of market power in services that
affect many consumers creates pressure for
governments to intervene, either through
intensive regulation of private suppliers or
through provision by the public sector.
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Whether provision is public or private, governments tend to tightly control the prices
that infrastructure providers charge and are
often reluctant to allow prices to rise even
when costs have.
This reluctance can create problems
because of another feature of many infrastructure services—long-lived, immobile
investments. Once built, a road or hydroelectric dam cannot sensibly be dismantled and moved elsewhere. Investors in
infrastructure are often vulnerable, therefore, to changes in government regulations, including those limiting prices.
Before they invest, the government may
promise them prices high enough to cover
the costs of investment, but afterward the
government will be tempted to please customers and voters by keeping prices low.
So long as prices cover operating costs, the
investors cannot credibly threaten to withdraw their services.
The underlying problem in the provision of much infrastructure is thus the
combination of two reasonable concerns:
customers fear that firms will use their
market power to overcharge, and firms fear
that governments will use their regulatory
power to prevent them from covering their
costs. Private firms originally created
much of the world’s infrastructure, but the
playing out of these fears, combined with a
prevailing skepticism about markets and
private ownership, led to widespread
nationalization of infrastructure after
World War II.69
Under public provision, however, the
problems reemerged in different guises
and were joined by others. Infrastructure
services remained highly politicized, and
governments frequently kept prices below
costs. The low prices were sometimes presented as necessary to help the poor, but
the beneficiaries tended to be those who
had access to services, so the poorest
members of the community usually
missed out. To take just one example, a
study of the incidence of “lifeline” electricity tariffs in Honduras, under which
the government subsidized the first block
of household electricity consumption,
found that about 80 percent of the subsidies went to households that were not
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poor.70 Governments also used their infrastructure agencies to channel assistance to
particular regions and give jobs to favored
groups, increasing the agencies’ costs and
frustrating attempts to hold them
accountable for the efficient delivery of
services. With high costs and low prices,
the agencies were unable to finance investment from their own cash flows or borrow
on their own credit (box 6.6).
As long as governments heavily subsidized public infrastructure agencies, the
agencies could still operate and expand.
Fiscal pressures and mounting dissatisfaction with public services, however, made
governments reluctant to go on providing
large subsidies. That—combined with a
change in the prevailing views about markets and private ownership—led many
governments to turn again to the private
sector for at least some infrastructure services. While public provision remains
important, private participation has now
spread throughout much of the developing
world (figure 6.5).

BOX 6.6

The political economy of electricity in India

Indian electricity utilities generally provide
unsatisfactory service to their customers,
whether firms or households. In a recent budget document the central government noted
that electricity shortages routinely lead to
outages and voltage fluctuations that disrupt
all aspects of economic life—and require substantial investments in voltage stabilizers,
generators, and new motors.
Most electricity is generated and supplied by state-owned electricity boards,
which are experiencing severe financial difficulties and draining state budgets. Before
privatizing its electric utility in 2002, for
example, the Delhi government provided it
with implicit subsidies of $200 to $300 million a year, in loans unlikely to be repaid.
Even so, the company still faced financial
problems and provided poor service: power
cuts were common in summer and winter.
The problems in Delhi, in other parts of
India, and indeed in much of the developing
world are political.Under pressure from wellorganized groups of voters, governments
have kept average prices below average costs,
allowing politically influential customers to
pay especially low prices.Farmers often
receive electricity for irrigation pumps at
prices well below costs.

The subsidies became popular in the
late 1970s. In Andhra Pradesh the government offered flat-rate tariffs to farmers as an
election promise. Soon after, in Tamil Nadu,
demonstrations by the Agriculturalists
Association led to the provision of free electricity to some farmers. Other states then
followed with their own agricultural subsidy
programs. Many of the recipients are fairly
well-off land-owning farmers.
Farmers are not the only beneficiaries:
many customers steal their electricity, costing suppliers an estimated $4 billion a year.
According to one report, utility employees
who conspire in the theft of electricity can
receive many times their annual salary in
bribes.
Although some farmers, employees,
and politicians benefit, low prices discourage both the conservation of power and
further investment in increasing supply
and improving its reliability. That is why
other users, including many firms, have to
pay more.

Source: Agarwal, Alexander, and Tenenbaum
(2003); Dubash and Rajan (2001); India–
Ministry of Finance (2003); and Lal (2004).
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Figure 6.5 More developing countries are involving
the private sector in infrastructure provision
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Note: The number of countries in the database varies over the
period, starting at 128 in 1990 and ending at 151 in 2002. Private
participation includes management and lease contracts, concessions, and divestitures.
Source: World Bank Private Participation in Infrastructure Project
Database.

Figure 6.6 Investment in infrastructure projects
with private participation has recently fallen
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Note: Data show total investment in facilities with private participation and exclude privatization revenues and similar payments.
Source: World Bank Private Participation in Infrastructure Database.

Figure 6.7 Teledensity increases with the quality of the investment climate, even controlling
for incomes
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Note: Data are for 2001. The second graph controls for incomes by plotting the residuals of regressions of teledensity
and the investment profile index, respectively, on GDP per capita. Investment profile is a measure of risk to investment
(higher values mean lower risk).
Source: International Country Risk Guide, International Telecommunication Union.

Although private provision has often
lowered costs and improved services, the
problems of political economy remain.
Many customers have opposed privatization, believing it will do more to enrich big
business and its political allies than improve
public services. At the same time, many
infrastructure investors have been disappointed by their returns in developing
countries, often believing that governments
have broken their promises on regulation
for fear of losing votes. Partly because of
these problems, the amount of investment
in private infrastructure projects in developing countries has declined in the last few
years (figure 6.6).
Improving infrastructure by improving the
climate for investment in infrastructure.
Addressing these problems requires recognition that the performance of infrastructure providers is shaped by their investment
climate: a good investment climate helps
improve infrastructure (figure 6.7).71
In some respects, the concerns of infrastructure firms—whether private or publicly owned but commercially run—are no
different from those of other firms. All
firms worry about the security of their
property rights and the burdens imposed
by regulation, taxation, and corruption.
They want to be able to hire good workers
without having to keep them if business
turns down. And they want access to
financing.72
The problems arising specifically from
market power and immobile investments in
infrastructure highlight the central role of
secure property rights. Infrastructure firms
are concerned not only about outright
expropriation, but also about whether governments will progressively undermine
their profitability by imposing ever more
severe regulation. The problems affect small
providers as well as multinationals (box
6.7). Governments must therefore take care
to craft rules and institutions that constrain
market power without unduly weakening
property rights.
With this aim, governments often set out
regulations and infrastructure investors’
rights in contracts that cannot be changed
unilaterally and allow disputes to be settled
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Improving the investment climate for small private providers of infrastructure

Much private investment in infrastructure comes
from multinationals from rich countries in Asia,
Europe, and North America.When concerns are
expressed about the investment climate for infrastructure providers, it is these firms that most naturally come to mind. However, small (often informal) infrastructure providers are also important
for electricity and telecommunications, especially
in rural areas, and the investment climate for
them matters, too.

Phone operations in Bangladesh
In many countries small entrepreneurs buy a
mobile phone and then run a small business
charging others to use it. In Bangladesh, with
one of the world’s lowest telephone densities
and waiting times of many years for a fixed connection, village phone operators, most of them
women, provide mobile phone access to their
rural neighbors. Benefiting in many cases from
loans from the Grameen Bank, village phone
operators are present in thousands of villages.
At fairly low cost they enable villagers to communicate with people in markets in neighboring towns—avoiding the need to walk there to

find out the prices of commodities.This valuable
service has been hampered by the state-owned
company BTTB, which has used its monopoly
over fixed lines to restrict interconnections
between mobile phones and the fixed-line network.

Small electricity suppliers in Cambodia
In Cambodia the biggest electricity supplier is
the state-owned Electricité du Cambodge,
which supplies Phnom Penh and a few towns.
But several hundred small private providers supply electricity to more than 100,000 households
and small firms in rural areas, sometimes by
recharging batteries and sometimes through
metered connections to small electricity grids.
Although charging fairly high prices, they supply customers who would otherwise have to
supply themselves or go without.
By law these private providers require
licenses, which the government issues for a
renewable term of three years. Because the capital invested in electricity grids can have a useful
life of more than three years and the assets cannot be costlessly dismantled and moved else-

by domestic or international arbitration
when investors do not trust the independence or reliability of local courts (chapter
4). Decisionmaking about the implementation of rules is often delegated to independent regulatory agencies more insulated
than politicians from day-to-day political
pressures (see box 5.2).73
To work well, however, the government’s
approach must not only secure investors’
property rights on paper. To be credible to
firms, the arrangement must be sustainable,
which means it must be perceived as reasonably fair and legitimate by consumers
(chapter 2). Arrangements widely perceived
as legitimate and fair thus reduce risks faced
by providers, lower the returns that commercial investors must be promised, and so
lower the prices that customers must pay,
for any given degree of legal protection (figure 6.8).
One cause of popular resistance to private participation in infrastructure in the
1990s was the opacity of some procedures
used to privatize infrastructure businesses
and adjust the tariffs the privatized business
could charge. In the absence of transparency, suspicions were reasonably raised

where, uncertainty about license renewals creates a policy risk that can discourage investment
and increase electricity prices. (It also
encourages the substitution of easily moved
investments for those less costly but less easily
moved.) The providers do not know whether
their license will be renewed—or what bribe
they might be asked to pay to ensure its
renewal. Most of the small providers are, in fact,
unlicensed.They thus face a different policy risk:
being prosecuted and closed down—or having
to pay a bribe to avoid that.
All providers are also vulnerable to a change
in government policy that would give either
Electricité du Cambodge or other providers
exclusive rights to provide service. All are
vulnerable to the possibility that, as they grow
and become better established, the government
will come under pressure to regulate the prices
they charge in a way that undermines their profitability.
Source: PPIAF and World Bank (2002); Burr (2000);
and Cohen (2001).

about whether bribes or the public interest
had motivated policy. Responding to these
concerns, most countries have turned to
transparent competitive bidding to award
contracts. Such countries as Brazil, Panama,
and Peru now publish many infrastructure
concession contracts on the Internet.74 In
2002 Mexico passed a freedom-of-information law that will require information about
such contracts to be made public.
The creation of independent regulatory
agencies can be viewed as an attempt to
reconcile the partly competing demands
for investor protection and public legitimacy. If legitimacy could be ignored,
investors’ property rights would be most
secure if contractual tariff adjustment rules
were interpreted by independent international experts and serious disputes resolved
by international arbitration. Using national
regulatory agencies, courts, or arbitration
increases one type of risk for investors,
because the national institutions are more
susceptible to political pressures to keep
prices below costs—but decisions made by
national institutions may be viewed as
more legitimate, enhancing the sustainability of the arrangements.

Figure 6.8 Perceived fairness allows
lower rates of return to be promised
for a given legal protection
Rate of return that must be promised

BOX 6.7
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BOX 6.8

Better government accounting, better government policy

Traditional government accounting emphasizes
the cash deficit as a measure of fiscal performance
and the level of ordinary public debt as a measure
of fiscal position.The focus on these two
indicators—at the expense of measures that incorporate noncash costs, assets, and traditionally “offbalance-sheet”debt—encourages two biases in
infrastructure provision.
First, it discourages profitable public investment and maintenance. Even when investment
or maintenance is expected to generate future
revenues for the government that outweigh the
initial expenditure, the immediate effect is to
increase the cash deficit and debt. Other biases,
such as politicians’ desire for ribbon cutting and
big bribes, may encourage public investment
projects, but there is evidence that
governments sometimes invest too little in
infrastructure, especially when under pressure
to reduce cash deficits and debt.
Second, the focus on cash deficits and debt
encourages governments to seek private financing for infrastructure projects, irrespective of
their merits, and then subsidize the projects in
ways that don’t show up in budgets and

accounts. For example, such a focus encourages
a government to get a toll road privately
financed, and to ensure its creditworthiness by
guaranteeing the project company’s debt or
providing a minimum revenue guarantee under
which the government tops up the toll revenue
if it falls below a threshold. Although the guarantees are valuable to the project company and
costly to the government, they typically leave
the cash deficit and public debt unchanged—
unless and until the guarantee is called.
In another manifestation of the second bias
the focus on ordinary public debt can encourage
governments to prefer off-balance-sheet debt.
Instead of borrowing money to have a new power
plant constructed, for example, a government can
ask a private company to finance the plant, in
return for the government’s signing a long-term
power-purchase agreement that commits it to
making monthly payments to the private
company for, say, 20 years—with the monthly payments having a present value equal to the cost of
the power plant. In substance the “privately
financed”arrangement is similar to the government’s having the power plant constructed with

Competition has the power to transform infrastructure industries by increasing legitimacy and strengthening investors’
property rights. It pushes firms to become
more efficient and cut prices. As a result, it
helps assure customers that they are getting a reasonable deal. This in turn reduces
pressure on governments to regulate in
ways that weaken investors’ property
rights. Where competition works, it can
thus help infrastructure provision escape
the problems that have traditionally
afflicted it under both public and private
provision.
Private participation is often advocated
because it provides an alternative source
of financing to governments that have
limited resources. Such reasoning is
flawed—and can encourage privatization
with few real benefits (box 6.8). The big
problem is paying for services, not financing them, and though private investors
may finance services, they don’t pay for
them.75
The real advantage of well-designed
private participation is different and
deeper: it lies in changing the political
economy of infrastructure provision. First,

borrowed money and repaying the loan in
monthly installments over 20 years: the government’s obligations to make payments may be the
same. Moreover, the arrangement does little to
address the problems of political economy
discussed earlier.Yet under traditional accounting
rules the “private”option spares the government
from disclosing new debt.
Government guarantees and long-term payment commitments can help get good projects
under way, but as long as a government’s
accounting fails to pick up the effects on the government’s financial performance and financial
position, doubts may reasonably remain about
the government’s motivation for using them. In
the long run the only way to remove the biases is
for governments to adopt accounting rules that
take into account the value of the assets created
or enhanced by public investment and maintenance and the costs of guarantees and long-term
payment commitments given to private investors.

Source: Easterly and Servén (2003); Irwin (2004);
and Tanzi and Davoodi (1997).

when the government is no longer a
provider of services, it can more easily
allow genuine competition (see box 5.1).
So private participation can be part of a
strategy to help garner the benefits of competition—reducing costs and the property-rights problems of intensive regulation. Second, to attract private investment,
a government needs to make a credible
commitment to allow prices to cover costs
and not interfere in commercial operations—a commitment it cannot make
under public provision, because it can
renege on commitments to public agencies
with impunity. If a government can credibly make this commitment to investors by
using the policies described above—and
simultaneously persuade customers that
their interests are being protected—it will
have gone much of the way toward creating a good investment climate for infrastructure providers, thereby doing much to
provide good infrastructure services to all
firms and to their broader societies.
Improving public management. Although
private participation plays a powerful role,
governments remain major financiers and
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providers of much infrastructure, especially
roads. Even in sectors where a good deal of
investment is private, complementary public
investment in the parts of the sector owned
by the government can be important. When
governments do not provide or finance infrastructure, they often subsidize it—sometimes
directly, sometimes indirectly through guarantees and other instruments. Because government budgets are always more limited
than the plans of project proponents, governments need ways of deciding how much to
spend on infrastructure, how to allocate that
spending, and how to administer it.
The questions are both technically difficult and politically charged. For example, if
the government can afford to construct and
maintain just one more road in the next
year, should it connect a poor rural area to
the capital, or should it strengthen the network around a congested and more prosperous commercial center? Answering
requires technical capability to undertake
cost-benefit analyses, financial reporting
that reasonably reflects the true costs of
different policies (box 6.8), and decisionmaking processes that give weight to the
results of those analyses while allowing a
socially acceptable balancing of competing
interests.
When governments provide infrastructure, they need to think about the best way to
organize themselves to do it. Traditionally,
governments provided services through ministries, but a desire to free service providers
from some of the constraints of bureaucratic
procedures, give them some managerial independence from ministers, and increase their
accountability for results led many governments to establish legally independent,
though still wholly government-owned,
infrastructure agencies.
Some governments have taken extra
steps, such as making the state-owned
agency subject to company law, appointing
as directors people outside the government
with commercial experience, and requiring
the agency to prepare audited financial
reports according to high-quality accounting standards. In South Africa, for example,
the state-owned electricity agency, Eskom,
is now a company with mainly outside
directors with business experience, which

reports according to international accounting standards. Even when all these steps are
taken, however, it can be difficult for governments to resist political pressures to
interfere in business decisions and keep
prices below costs. This is part of the reason
why many governments undertaking these
reforms have eventually turned to private
participation.
The challenges of improving infrastructure are similar in all sectors, but there are
enough differences between sectors, especially in the opportunities for competition,
to make it easier to discuss them one at a
time.

Telecommunications—competition
makes the difference
Modern telecommunications services have
become more important to firms of all
kinds—allowing them to communicate
rapidly and cheaply with distant suppliers
and customers. The services provide access
to the Internet, underpin modern financial
markets, and help governments communicate with firms and citizens. Modern
telecommunications are vital to the investment climate. In Bangladesh, China,
Ethiopia, and India the Bank’s Investment
Climate Surveys found that garment manufacturers are more productive, pay higher
wages, and grow more quickly when
telecommunications services are better.76
Among developed countries, investments
in telecommunications in the last 20 years
appear not only to have followed growth,
but to have fueled it.77 In Latin America a
10 percent increase in the number of main
phone lines per worker has been estimated
to increase output per worker by about 1.5
percent.78
The extent to which telecommunications services meet firms’ needs varies
greatly from country to country, as well as
within countries. A three-minute call to the
United States costs $0.17 from Finland, but
$9 from Chad, where the government effectively taxes international calls to subsidize
local calls and other services.79 Getting a
new phone line takes only a couple of days
in Lithuania, but most of a year in Algeria
(figure 6.9). In East Asia few firms report
having to pay a bribe to get a mainline
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Figure 6.9 Long delays for phone connections are
common, especially without competition
300

Days of delay

Figure 6.10 Liberalization and good regulation accelerate the growth of phone connections
Cumulative annual growth of phone mainlines
in developing countries
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shown. Competition status relates to competition in local calls.
Source: International Telecommunication Union and World Bank
Investment Climate Surveys.

phone connection—in Africa, 20 percent
or more do.80
On average, however, telecommunications
services have improved dramatically. Over
the last 20 years prices have fallen at an average of 7 percent a year, while the number of
phone subscribers per capita in low-income
countries has quintupled.81 The changes have
been driven by changes in technology and by
changes in policy. Most governments have at
least partly privatized their country’s main
phone company and allowed at least some
competition. The policy changes mean lower
Figure 6.11 Competition spurs the spread of mobile phones in
Sub-Saharan Africa
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prices, shorter waiting times for connections,
and faster expansion of services (figure 6.10
and figure 6.11).82
Although challenges remain, including
the extension of access in rural areas (box
6.9), the combination of technological
change and liberalization has transformed
telecommunications. Providers need no
longer be monopolies, and with the advent
of cellular telephony, investments are no
longer so immobile. Together these changes
greatly reduce the policy-related risks of
investment in the sector and go much of the
way toward solving the problems that have
traditionally afflicted infrastructure.
Many governments have yet to take full
advantage of the opportunities of technological change. By 2002 all developed and most
Latin American countries allowed full competition in international telephone calls, but
most other countries did not (figure 6.12).
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Note: Teledensity refers to total number of fixed and mobile connections per capita.
The data are rebased so that the index of teledensity equals 1 in the year the second
mobile operator enters the market. The countries selected are all those that liberalized before 1998, plus Uganda, which liberalized in 1998.
Source: International Telecommunication Union and World Bank staff.

Electricity—competition is possible,
but not as easy
Access to a reliable electricity supply at a reasonable price is vital for most firms—from
small factories in rural areas to multina-
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Figure 6.12 Competition in international calls is still limited or prohibited in much of the developing world

Source: World Bank staff; created by the Map Design Unit of the World Bank.

tional firms. Most urban firms are served by
utilities, but firms in small towns and rural
areas in developing countries may have to
supply themselves.83 Firms with access to
grid electricity seldom get good service.
Temporary losses of supply are frequent in
many countries, especially in Africa and
South Asia (figure 6.13), as are fluctuations
in voltage that damage machinery. Firms
estimate that such outages cause them to

BOX 6.9

lose on average around 5 percent of their
annual sales.84 The problems are especially
severe in Nigeria (box 6.10). Elsewhere in
Africa, firms report that it takes two or three
months to get a new electricity connection
and often requires a bribe.85 Limited access
in rural areas and poor quality in cities cause
many firms to rely on self-supply, which for
most is more expensive than a regular supply from a utility.

Expanding rural access to electricity and telecommunications

For many years governments in developing countries relied on state-owned monopolies to bring
electricity and telecommunications services to
rural areas.Typically they required the monopolies
to charge the same price in rural and urban areas,
even though the costs were higher in the rural.
Because that made the rural services unprofitable,
governments gave the monopolies budgetary
subsidies and allowed them to benefit from crosssubsidies from low-cost, high-revenue customers.
In many countries, however, the subsidies have
been too small to finance rapid expansion. Even
when expansion was affordable, the monopolies
had a financial incentive to go slow.
An alternative that some governments have
used, especially in the last decade, is to rely on a

combination of liberal regulation and well-targeted, output-based subsidies. Removing legal
barriers to entry by new providers of electricity
and telecommunications services helps ensure
that profitable opportunities to extend service
in areas unserved by the incumbent are seized
quickly (as illustrated by Cambodia in box 6.7).
Liberal entry rules may not by themselves
cause access to increase as fast as governments
want. In such a case governments may find carefully targeted direct subsidies more effective
than cross-subsidies or subsidies aimed only at
keeping providers afloat. Peru, for example, has
used a least-subsidy approach to bring pay
phone service to targeted rural areas. Some of
the subsidy is paid up front, the rest in half-

yearly installments, conditional on the operator
meeting its performance targets. Although the
operators are struggling financially even with
the subsidies, most results from the pilot project
appear promising. For the scheme’s beneficiaries the average distance to the nearest pay
phone fell by more 90 percent. And competitive
bidding led to a subsidy 41 percent lower than
the government had budgeted for and 74 percent lower than the subsidy previously
requested by the incumbent. Similar schemes
have been used for rural electrification in
Argentina, Chile, and Guatemala.
Source: Cannock (2001); Harris (2002); Tomkins
(2001); Wellenius (1997a); and Jadresic (2000).
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Figure 6.13 Many days of power outages a year, and a higher share of
firms having their own generators
100

Percentage of firms with generators

132

8/24/04

80
Bangladesh

Kenya
60

Tanzania
Eritrea
Pakistan
Zambia
Uganda
Ecuador
Algeria
Bhutan
Guatemala
Nicaragua
Brazil
Poland
Uzbekistan

40

20

0
0

90

180

270

360

Days of outages
Note: The figure shows all countries for which data on both the days of outages and the
share of firms having their own generators were available. Data are for various years
between 1999 and 2003.
Source: World Bank Investment Climate Surveys.

Many firms also pay higher than necessary prices for electricity, as governments
direct utilities to hold down prices for
(often middle class) households and effectively tax firms to make up some of the difference. The largest industrial users sometimes have enough influence to avoid such
levies, leaving small and medium firms to
bear most of the burden. In the Indian state
of Kerala industrial users pay twice as much
per kilowatt-hour as households, but commercial users—offices and shops—pay
nearly twice as much again.86

BOX 6.10

The power to improve productivity in Nigeria

Poor service from the government-owned
National Electric Power Authority (NEPA)
causes severe problems for Nigerian manufacturers.
In a 1998 survey 93 percent of respondents
reported experiencing power outages more
than five times a week.On average the outages
caused them to lose 88 working days per year.
The firms also reported that poor supply led to
the destruction of raw materials,restart costs,
and equipment damage.They ranked poor
electricity supply as by far their most important
obstacle in infrastructure.
Many firms invested in self-generation as
a result. On average they generated almost

as much themselves as they bought from
NEPA.The average cost of self-generation
was high, however—$0.30 a kilowatt-hour,
or about three times more than NEPA
charges. Small firms may be particularly vulnerable because they are less able to bear
the fixed costs of self-generation.
Accordingly 16 percent of small firms relied
only on NEPA service, while no medium or
large firms did. In addition, small firms lost
24 percent of their output to outages, while
medium firms lost 14 percent and large
firms 17 percent.
Source: Adenikinju (2003).

Poor electricity supply makes existing
investments less productive and discourages new investment. In Uganda firms that
experienced fewer problems of supply from
the (generally poorly performing) Uganda
Electricity Board invested less in self-supply
and more in their own productive capacity.87 In Bangladesh, China, Ethiopia, and
Pakistan the Bank’s Investment Climate
Surveys found that more reliable power
supply increases garment manufacturers’
total factor productivity and the growth
rates of their output and employment.88 In
Latin America a 10 percent increase in electricity-generating capacity per worker has
been estimated to increase GDP per worker
by around 1.5 percent.89
As in telecommunications, changes in
technology, coupled with dissatisfaction
with monopoly provision by public enterprises, have led many governments to liberalize and introduce private participation.
Economies of scale in generation declined
in the 1980s, allowing more countries to
have enough generating stations to make
competition in the supply of electricity
workable.90 Countries that can trade electricity with their neighbors have further
opportunities.
Almost all countries in the developed
world and most in Latin America now allow
at least some firms to choose their electricity supplier. Elsewhere the picture is mixed.
Many countries have allowed a sort of competition in generation under which a stateowned utility contracts out the financing,
construction, and operation of new power
stations to privately owned independent
power producers. The state-owned utility,
however, usually retains a monopoly on
selling electricity to customers, limiting the
benefits of such competition. In addition,
such projects can create disguised government debt (see box 6.8).
Getting competition to work in electricity is harder than in telecommunications,
as high-profile problems in California
show.91 Many small countries have too few
generators to allow real competition, while
in larger countries, individual electricity
companies may still have market power if
they own many generation plants. Even
when electricity generators do not have
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Transport—overcoming the tyranny
of distance
Transport infrastructure creates opportunities for firms to buy and sell not only in
neighboring markets but in the entire
world. As governments eliminate import
quotas and reduce import tariffs, transport
becomes more important as a source of further gains in trade.95 Although global transport costs have been falling over the long
term (figure 6.14), further progress is
important. For Chile and Ecuador transport costs to the United States are now 20
times larger than U.S. tariffs.96 If they could
reduce their transport costs by 10 percent,
they could expect to increase their trade by
20 percent.97 Other evidence suggests that
they would also grow faster.98

Figure 6.14 The declining costs of transport and
telecommunications
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Kingdom—have benefited from lower
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More generally, competition in electricity
has been found to increase labor productivity and generating capacity per capita.94
Competition also tends to lower prices for
small and medium firms because they need
no longer buy from a utility that overcharges them.

60
Sea freight
40
20

Air transport
Telecommunications

0
1930 1940

1950

1960 1970

1980 1990 2000

Note: Index for all services set at 100 in 1930.
Source: Busse (2003).

Transport costs depend on distance, so
countries far from rich markets in Europe,
North America, and East Asia face a disadvantage they can do nothing about. Yet
poor infrastructure has been found to
account for 40 percent of the cost of transport in the average country and 60 percent
in landlocked countries. So while distance
accounts for much of transport costs, shipping goods from efficient ports, such as
those in Hamburg and Rotterdam—or
inland cities benefiting from good infrastructure, such as Ankara and Vienna—is
cheap for the distance.99 According to one
study a country could lower its transport
costs by an amount equivalent to moving
several thousand kilometers closer to other
countries—considerably reducing the
“tyranny of distance”—if it could improve
its transport (and telecommunications)
infrastructure from the median to the 75th
percentile.100
Reducing transport costs requires paying
attention to particular transport modes,
such as ports and roads. Yet governments
should not lose sight of the links among different modes: ports and airports, for example, become more valuable when served by
good roads and railways. Transport costs
are also affected by factors other than transport infrastructure, such as whether
telecommunications systems allow companies to track their goods in transit and how
quickly goods are cleared through customs
(see chapter 5).
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BOX 6.11

Port reform in Colombia and India

Colombia and India show two ways of confronting the challenges posed by port reform.
In Colombia port efficiency had become
a major issue by the early 1990s. Early proposals involved the reorganization of
Colpuertos, the state-owned company, but
not private participation. President Gaviria,
however, favored a bolder approach and
raised the issue in his inaugural address in
1990. His government drove the reform,
with little involvement from labor groups.
Legislation to allow private participation
in ports, including severance packages for
workers, passed within 60 days.The overall
program—liquidating Colpuertos, establishing new policymaking and regulatory bodies,
concessioning the five major ports to private
firms, introducing competition in stevedoring
in each port, and retrenching nearly 6,750
workers—was completed in three years.The
combination of competition and private participation led to impressive improvements in
performance.
India approached the task differently.
Each of the 12 major ports in India is

BOX 6.12

administered by a Port Trust representing
various interest groups. Port reform began
with the issuance of a new policy framework in 1994 and guidelines for private
participation in 1996. Private participation
was to start with the concessioning of the
container terminal at Jawaharlal Nehru
Port, established in 1989 as a satellite port
to Mumbai.
The implementation of reforms was left
to the ports, and the Jawaharlal Nehru Port
Trust (the majority of whose trustees represented the government or labor) chose to
engage the main stakeholders in the reform
process and to protect the interests of labor
by keeping the existing port under public
ownership. But they did allow a new private
terminal to compete with it.The competition improved performance, with
preberthing and turnaround time falling
from around 11 days in 1996 to less than 3
days in 2002.

Source: Navarrete (2004) and Ray (2004).

The benefits of rural roads in Morocco and
elsewhere

When built in the right locations (and not
“roads to nowhere”), good roads can create
substantial new opportunities for entrepreneurs in rural areas and small towns, as illustrated by a Moroccan government program
to pave gravel roads and dirt tracks.
Upgrading the roads meant they were
usable all year round, causing less damage to
the vehicles using them.The new roads
allowed farms and other firms to move their
goods more often and more cheaply. In some
cases the time it took to get to rural markets
fell by half.The cost of shipping a truckload of
merchandise also fell by half. In the areas benefiting from the road upgrading, the land is
more productive, and the volume and value
of agricultural produce is higher. As it became
easier to ship produce quickly without damaging it, farmers shifted from low-value cereals to high-value fruit. As the price of bringing
goods to the farms fell, farmers used more
fertilizer. Improvements in the agricultural
economy spurred the growth of other business. Off-farm employment grew twice as fast
as in areas not benefiting from road improve-

ment.The estimated economic rate of return
to the projects ranged from 16 to 30 percent.
As is often the case, the improvement in
infrastructure did not benefit only firms. It
made it easier for children to go to school
and, by making the delivery of butane more
affordable, reduced the need for women
and girls to collect firewood. After the road
improvements, primary school enrollment
rose from 28 percent to 68 percent.
The Moroccan experience is not an isolated case. Recent work by the International
Food Policy Research Institute suggests that
Uganda’s investment in rural feeder roads
connecting farmers to otherwise remote
markets has high returns in agricultural
growth and rural poverty reduction. In
China investment in rural roads is very
socially profitable. In India such investment
is the most socially productive form of public investment in reducing poverty.
Source: World Bank (1996a); Fan, Hazell, and
Thorat (1999); Fan, Zhang, and Rao (2004); Fan,
Zhang, and Zhang (2002).

Ports—many types of competition. More
than 80 percent by weight of the trade of
developing countries goes through ports.101
The efficiency of those ports affects
exporters and importers directly and almost
all firms indirectly. Improving one measure
of port efficiency from the 25th to the 75th
percentile—achievable in part by reducing
the influence of organized crime—has been
found to reduce shipping costs by more than
12 percent.102 As with improvements in
other transport infrastructure, the reduction
in costs is equivalent to moving thousands
of kilometers closer to trading partners.103
Unlike the customers of electricity and
telecommunications utilities, port customers are mainly firms, not households,
which makes tariff setting less politicized.
Ports, however, require immobile investments and often have market power, so they
face many of the challenges common to
infrastructure services. Under public ownership and restrictions on competition
within and sometimes between ports, they
have tended to be overstaffed, have restrictive labor practices, act as a magnet for corruption—and as a result offer slow and
expensive service to firms.104
To improve the efficiency of ports, governments have tried to expose them to
more competition, often while introducing
private participation (box 6.11). Colombia
and Argentina split their national stateowned companies into several separate
companies that compete with each other for
some services.105 Governments can also create competition within a single port in services not inherently monopolistic: different
terminals in a port can sometimes compete
with each other, and different stevedoring
companies can sometimes compete at the
same terminal.106
The combination of private participation and increased competition has led to
better services.107 In Colombia average vessel waiting time fell from 10 days before privatization and competition to a matter of
hours afterward, throughput per hour
increased, and the ports moved to all-year,
all-day operation.108 In Argentina the average stay fell from 72 hours to 33, throughput per worker rose from 900 tons to 4,850,
and capacity increased fivefold.109
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Roads. Almost all goods are transported by
road at some stage, making a country’s road
network a critical part of its infrastructure
and the investment climate (box 6.12). Not
surprisingly, the extent of the network has
been found in many studies to be associated
with better economic performance. In Latin
America a 10 percent increase in the length of
roads per worker has been estimated to
increase GDP per worker by nearly 2 percent.110 Not all roads are equally valuable, of
course; in the United States the interstate
road building of the 1950s and 1960s seems
to have significantly boosted productivity,
while recent spending on roads has had only
modest benefits.111 Even so, the evidence suggests that governments should pay close
attention to the extent and quality of their
road networks. The challenges relate to planning appropriate network expansion, executing the required investment and maintenance, and working out how best to pay for it.
All the typical challenges are more difficult because the transaction costs of imposing user fees (tolls) to fund roads are high, at
least on city streets and rural roads. Even on
intercity highways, where the transaction
costs are lower, user fees remain uncommon.112 So prices rarely ration demand on
congested roads, cover the costs of maintenance, or signal that new capacity is needed.
One avenue for tackling these problems is
thus to increase the use of tolls. The advent
of electronic tolls and related information
technology is making direct pricing feasible
on more roads and, in the long term, it may
make the road industry much more like
other utilities. In the near future, however,
only a small proportion of roads will have
tolls. Therefore, many governments focus on
using other sources of revenue linked to road
use to pay for roads, such as use-related
license fees and especially fuel taxes.
Many governments are assigning funds
from fuel taxes and other sources to a road
fund that operates with some autonomy
from ministers. The funds are allocated to
investment and maintenance projects
according to a set of principles established
by political authorities. Road users may be
represented on the agency, and the agency
may consult with road users and others on
the allocation of funds. As in other areas,

designing a system that gives the managers
of the road fund the information, incentives,
and capability to make decisions aligned
with the public interest is crucial.
Developing countries often spend too little on maintenance compared with investment, perhaps because of donors’ traditional
preference for subsidizing capital rather than
outputs, and perhaps because large investment projects offer opportunities for politicians to cut more ribbons or for decisionmakers to collect bigger bribes. Countries
afflicted with higher levels of corruption
seem to spend more on public investment in
roads and other infrastructure, but less on
maintenance, and seem accordingly to have
poorer quality roads.113 There is no simple
answer, but an emphasis on making decisionmaking more transparent can help reduce
corruption and improve decisions. Governments can consult on, publish, and explain
the principles for allocating funds and the
decisions implementing those principles, and
they can use open and transparent processes
for awarding contracts to do the work.
Road agencies that decide on the allocation of funds need not build or maintain
roads themselves. More road agencies now
contract out such work to private firms,
under output-based contracts. In Argentina
the highway authority maintains many
roads by letting long-term maintenance
contracts that require private firms to maintain roads to a defined standard. One review
concludes that the program reduced the
proportion of roads in poor condition from
25 percent to less than 5 percent, reducing
road users’ costs by more than 10 percent.114

Improving the provision of finance and
infrastructure services in an economy can
have a big impact on the investment climate—and ultimately depends on improving the investment climate for providers of
those services. Similar links exist in the labor
market, where the quality of the investment
climate has important implications for the
incentives of workers to invest in their own
skills. The effectiveness of the labor market
in connecting people with productive jobs is
critical to growth and poverty reduction.
These issues are the subject of chapter 7.
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7

chapter

Governments around the world share the
goal of having more and better jobs for their
citizens. Jobs are the main source of income
for people—and the main pathway out of
poverty for the poor. Young people dominate the ranks of the unemployed, with over
double the average unemployment rate in
all regions.1 And in many developing countries more than half of the working population is in the informal economy, where
working conditions can be poor.2 Demographic changes over the coming decades
will add nearly 2 billion more people to
developing countries, compounding the
challenge of creating more and better jobs.

Figure 7.1 Firms rate skill shortages and labor
regulations as serious constraints in many countries
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Note: Percentage of firms reporting that skills and education of
available workers or labor regulations were a major or severe
obstacle to the operation and growth of their business.
Source: World Bank Investment Climate Surveys.
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Crafting an investment climate that provides firms with the opportunities and
incentives to expand is fundamental to
meeting this challenge. Government policies affecting the labor market play a critical
role in this effort by helping to connect people to jobs. And there is room for improvement in most countries.
Government support for education and
training affects the prospects for individuals—
and the ability of firms to enter new markets and adopt new technologies. Firm-level
surveys show that more than 20 percent of
firms in many developing countries rate
inadequate skills and education of workers
as a major or severe obstacle to their operations (figure 7.1 top).
Regulation of labor markets is usually
intended to help workers, but can also be a
significant constraint on firms (figure 7.1
bottom). Ill-considered regulations can discourage firms from creating more jobs and
contribute to a swelling of the informal
economy. When this is the case, some workers may benefit, but the unemployed, the
low-skilled, and those in the informal economy will not be among them.
Public policy also needs to facilitate allocation of labor to its most productive use
while helping workers cope with labor
mobility. Technological progress that leads to
higher productivity and economic growth
improves working conditions and wages, but
it can also result in more rapid changes to
firms and industries. In modern economies,
many firms are created and destroyed each
year—about 20 percent in many countries—
involving 10–20 percent of the workforce.
This chapter looks at opportunities for
governments to improve policies in all three
areas as part of the effort to create a better
investment climate:
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• Fostering a skilled and healthy workforce
that can contribute to a productive and
prosperous society. Improving the investment climate goes hand in hand with
enhancing human capital. A skilled workforce is essential for firms to adopt new
and more productive technologies, and a
better investment climate raises the
returns to investing in education. Governments need to take the lead in making
education more inclusive and relevant to
the skill needs of firms, and create a sound
investment climate for providers of education and training services.
• Crafting labor market interventions to benefit all workers. In many developing countries labor regulation provides a high standard of protection to a few workers but
limited or no protection for most of those
in the informal economy. It can also discourage firms from creating new jobs.
Regulatory strategies need to be crafted to
reflect this wider range of interests, and to
ensure a good fit with local circumstances.
• Helping workers cope with change in a more
dynamic economy. Inadequate mechanisms to help workers cope with change
restrict entrepreneurship and the adaptability of workers. They can also increase
resistance to reforms that would benefit
society as a whole. While a narrow tax base
reduces the feasibility of creating comprehensive social safety nets in most developing countries, there are opportunities for
improving the insurance component in
income support schemes and the pooling
of risks across individuals. Innovative programs can also reach out to poor and
informal workers who cannot be covered
by broader insurance schemes.

Fostering a skilled and healthy
workforce
People’s skills and health affect their ability to
participate in society, escape poverty, cope
with economic and natural risks, and contribute to productivity increases and growth.
The availability of skilled and healthy workers
also shapes the decisions of firms to adopt
new technologies, expand, or enter new markets. Education improves health through
greater awareness and access to information.

BOX 7.1
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Malaria and HIV/AIDS cloud the investment climate

Malaria and HIV/AIDS have a debilitating
impact on people—and growth.They can
also be debilitating for the opportunities
and incentives facing firms to invest
productively, to create jobs, and to expand.
Malaria-affected regions tend to have
lower worker productivity and lower per
capita incomes than other regions.
HIV/AIDS is also having a pervasive impact,
with an estimated 40 million people living
with HIV/AIDS worldwide, including 2.5 million children under 15. Sub-Saharan Africa
had more than 80 percent of the new infections and 75 percent of the deaths in 2003.
Not surprisingly, almost 90 percent of firms
there are concerned about HIV/AIDS. A survey of African firms has quantified its
impact on the region’s economic productivity at around 1 percent of GDP.

HIV/AIDS erodes morale, lowers productivity, weakens confidence in the future, and
undermines the willingness to save and
invest. It affects the most economically
active age groups and reduces the quantity
and quality of labor. Skilled professionals
are being lost, and shorter life expectancies
are raising the cost of training and reducing
short-term returns.
HIV/AIDS not only destroys human
capital—it also weakens the transmission of
knowledge and abilities from one generation to the next.
Source: Sachs (2003); McArthur and Sachs
(2001); UNAIDS (2003); Bloom and others
(2003); United Nations Economic Commission
for Africa (2000); and Bell, Devarajan, and Gersbach (2003).

Health strengthens the incentives and ability
to invest in education. And apart from the
human gains, controlling diseases such as
malaria and HIV/AIDS increases the productivity of workers, encouraging firms to pursue worthwhile opportunities in onceaffected locations (box 7.1).
The links between education, health, and
growth can create virtuous circles: good
education and health enable growth, which
in turn promotes further investment in
them. The circles can also be vicious: poor
education and health reduce incentives for
productive investment and entrepreneurship, which limits the resources for enhancing education and health.
Issues associated with the delivery of
health and education services were discussed extensively in World Development
Report 2004 and will not be revisited here.
The focus instead is on the complementarities between the education and skills of
workers and the investment decisions of
firms—and on some of the ways education
policies need to evolve to equip individuals
with the skills required in a more productive and dynamic economy.

The skills of workers and the
investment climate
Educational attainment has improved in all
developing regions, particularly in East Asia
and Pacific and in the Middle East and North
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Figure 7.2 The share of the population with secondary or higher education is still very
low in many developing countries
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Note: Population aged 25 and over with secondary or higher education attainment as a share of total population age 25 and over.
Source: Barro and Lee (2001).

Africa but still remains low in many developing countries. In Sub-Saharan Africa and
South Asia more than 40 percent of those age
25 and over in 2000 had not completed any
formal education. And while there have been
significant improvements in the proportion
of adults who have completed secondary and
higher education in all regions, their share in
the working-age population remains very low
in many countries (figure 7.2).
Strengthening the impact of education on
growth requires better incentives. There is a
strong link between education and living
standards across developed and developing
countries, but the strength of that link
largely depends on the quality and delivery
of education and on the incentives firms
face to hire more skilled workers. The link
between education and living standards has
often been broken, prompting some to ask
“Where has all the education gone?”3 For
example, some African countries with rapid
increases in human capital over the past two
decades have been growth disasters.
Having more schooling tends to raise individual wages. Indeed, private returns from
schooling are high in many countries around
the world, even if the social returns from education, in the form of higher output, are often
disappointing.4 The quality of education is
essential: higher investment in schooling of
very low quality may not lead to higher productivity.5 More educated workers may still

receive higher wages because schooling signals
to employers positive individual characteristics, such as ambition and motivation. But
these characteristics may have modest or no
effects on actual productivity if there are no
opportunities to take advantage of them.
Social returns to education can also be low
when the demand for educated workers is
stagnant. If firms are not subject to competitive pressures that stimulate technical progress
and the demand for more skilled workers, the
effective demand for education will be weak.6
Another problem is that human capital
may not be applied to its most productive
uses. Bloated bureaucracies and overstaffed
state enterprises can crowd skilled workers
out of private sector activities. In some
cases their contribution to society can be
low or even negative.7
Investment climate improvements interact
strongly with education. The link between
investment in human capital and growth is
mediated by the way education services are
delivered and skills are allocated in the
economy. But investment climate improvements almost always increase the demand
for human capital. As firms have more
opportunities and better access to new technologies, they demand more skilled workers
and have stronger incentives to engage in
growth-enhancing activities, raising both
the private and social returns to education.
Skilled workers are needed to adopt new
technologies because they are better at dealing with changes.8 This is true for different
types of firms and different levels of technological development. Technology transfers
by multinational firms, and technology
adoptions by local firms, require a minimum of human capital and training (box
7.2). New technologies generally require significant organizational changes, which are
also handled better by a skilled workforce.9
Even among self-employed farmers in lowincome countries, having at least primary
education enables them to use more efficient production techniques.10
Skill constraints are a common problem
for firms in developing countries (figure 7.1).
The constraints are especially severe for firms
planning to innovate and expand. The World
Bank’s Investment Climate Surveys show that
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Creating a skilled workforce
World Development Report 2004 discussed
strategies for improving the delivery of
basic education. Secondary and tertiary
education and vocational training also matter for a good investment climate. Governments can help in a variety of ways.
Public funding to expand access to educational opportunities. Public funding can
improve the equity of the education system by
opening opportunities to those who could not
otherwise afford it. Many traditional
approaches focused on providing funding
through public educational institutions.
Newer approaches direct resources through
individuals so that they have greater choice,
with the resulting competitive pressure on

BOX 7.2

Why Intel chose Costa Rica as the site of a
multimillion dollar plant

In 1996 Costa Rica beat out Brazil, Chile,
Indonesia, Mexico, the Philippines, and Thailand to become the site of Intel’s $300 million semiconductor assembly and test plant.
Many factors made Costa Rica attractive to
Intel, as well as other U.S. companies: its stable economic and political system; its central location within the hemisphere; its
openness and liberalized economy, including the absence of capital controls; and its
receptive investment environment. Another
key factor was its educated labor force, and
the government’s commitment to invest in
further training.

Since 1948,when democracy was restored,
Costa Rica has placed a strong emphasis on
education.The government invested heavily in
education and technology training,and
adopted a bilingual English as a Second Language curriculum.Computers were introduced
in elementary schools as early as 1988,and by
1996 many schools were equipped with them.
In response to the large investment by Intel
and other U.S.companies,several education
centers—providing technical skills in the electric and electronic fields—have emerged.
Source: World Bank (2003e) and Spar (1998).

Figure 7.3 Skill constraints and innovative firms
Innovators face more
severe skill constraints

Innovative firms with skill
constraints invest in training
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the firms that consider a lack of skilled workers to be a “major” or “very severe” constraint
are those upgrading their production
processes. Those firms are also more inclined
to invest in training their workforce (figure
7.3). While large firms have the capacity to
organize internal training for their workforce, smaller firms often do not.
A sound investment climate strengthens
the incentives for individuals to obtain more
education. This is best exemplified by the
major surge in returns to education in the formerly centrally planned economies during
their transition to market systems. Similar
patterns have emerged in other countries. In
Cambodia investment climate improvements,
coupled with higher returns to well-trained
people, boosted the demand for vocational
training, mostly provided by private firms.
High levels of formal education are not
needed for all firms or activities. Lack of
availability of workers with tertiary education
may be more of a constraint for firms in
higher value-added manufacturing and services than for those in less complex industrial
processes. For some activities, language proficiency may be important. For example, a
large English-speaking population has helped
India attract “back-office” services for foreign
firms. In many cases education to provide
basic literacy and numeracy skills can be
complemented by on-the-job or vocational
training to enhance the productivity and
hence potential wages of workers.
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Note: “Innovators” are firms that have upgraded an existing product line or developed a
major new product line in the previous three years. “Skill constraints” refers to those
firms that considered lack of adequate skills a “major” or “very severe” obstacle to the
operation and growth of their business. The left panel is based on a sample of 13,300
firms in 33 developing countries. The right panel is based on a sample of 12,099 firms in
29 developing economies.
Source: World Bank Investment Climate Surveys.

providers sharpening the incentives to be efficient and responsive. Options for providing
such support include income-contingent
loans (as in Namibia)11 and voucher schemes
of various kinds. For example, the Africa Educational Trust provides educational vouchers
in Somalia to enable disadvantaged girls and
young ex-militiamen to attend special afternoon and evening classes.12
Improving quality assurance mechanisms.
Minimum quality requirements and quality
assurance mechanisms through certification
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or accreditation schemes can foster quality
improvements at schools and universities. It
can also boost demand for education by
students and increase demand for skills
from firms. More than 20 developing countries have introduced accreditation agencies
or national evaluation systems. Experience
suggests that quality assurance is best provided by agencies that have authority over
both public and private providers, rely on
explicit standards, and publicly report
results. Evaluation criteria are moving from
the measurement of inputs (characteristics
of the service provider) to a stronger focus
on outputs (student performance). Many
countries are also establishing national
qualifications frameworks that allow comparison of qualifications from different
BOX 7.3

Tackling skill imbalances through public support
for training and retraining programs

Government support for the training and
retraining of workers can take many forms,
depending on the target group, the funding
source, the form of training, and the mode
of delivery.
In Mexico the Job Training Program for
Unemployed Workers (PROBECAT) combines
short-term training for unemployed and displaced workers with income support (at the
minimum wage) and, more important, placement services from the local employment
offices. On-the-job training was found to be
more effective than classroom training, and
private training centers seem to outperform
government-run centers.
Training programs for youths, even
when well-targeted, tend to have a poor
track record. Earlier interventions at the
schooling stage are likely to be more effective than trying to later remedy education’s
failures. The experience of some Latin
American countries offers interesting
insights, however. The “Jovenes” programs
in Argentina, Chile, Peru, and Uruguay are
targeted at disadvantaged youth—combining training and work experience with
other services, including psychological
development and vocational assessment.
While effective in promoting employability
of the targeted youths, they tend to be
costly. An evaluation in Argentina
estimated that at least nine years of higher
earnings due to the program would be
required to show a positive net present
value for the groups with statistically significant results. Enhanced job opportunities
for the targeted group also tended to be

associated with displacement of other
workers.
A growing number of countries are
funding enterprise-based training and
retraining through compulsory levies on
firms rather than relying on general tax
revenues. Brazil’s National Industrial Training Service (SENAI) funds training from a
compulsory contribution from industries
of 1 percent of payroll. SENAI has been
associated with an increase in the provision of training, especially among medium
and large firms. Singapore’s Skills Development Fund relies on a levy of 1 percent on
payroll for low-wage workers, and
reimburses the levies by the amount of
training that firms provide. The number of
individuals trained has tripled since the
Fund’s inception in 1979.
While these schemes can facilitate a
more systematic, structured approach to
enterprise training, many firms, especially
small ones, may not have the capacity to
provide training to their workers.Training
funds are also difficult to manage in countries with weak administrative capacity and
where public provision tends to be supplydriven.To address these concerns, Kenya
has established a voucher scheme for training services that allows the trainee to
choose among providers and courses.
Source: Middleton, Ziderman, and Adams
(1993); Calderon-Madrid and Belem (2001);
Betcherman, Olivas, and Dar (2003); Aedo and
Núñez (2001); and de Ferranti and others
(2003).

providers according to defined competency
levels
(China,
Mauritius,
Mexico,
Uganda).13
Facilitating private provision. The market
for private education has grown strongly in
recent years, augmenting public resources
and providing a broader range of choices for
students. In Brazil, for example, private
institutions accounted for more than 70 percent of higher education enrollments in
2002. Strong increases have also occurred in
most regions of the world, including Africa,
where the private sector is a significant
source for secondary and tertiary education
in countries such as Côte d’Ivoire, Gambia,
and Ghana.14 Expanding opportunities for
private education involves improving the
investment climate for private providers.
While private providers of education face
many of the same constraints as other firms,
additional constraints can flow from poorly
defined regulatory frameworks and policies
that discriminate in favor of public sector
providers. The private sector may also be
engaged through public-private partnerships of various kinds. In Burkino Faso, for
example, the management of colleges of
general education is being delegated to private education providers.15
Supporting lifelong learning. Lifelong learning improves the adaptability and employability of workers as economies undergo economic and technological change. Worldwide,
annual spending on corporate training
reached $28 billion in 2002. By the end of the
1990s almost half the workers age 35–54 in
the United States were adult learners.16
Although most workers are involved in some
on-the-job training, it is often not enough to
enable them to adjust to major changes in
technology or to move across different jobs.
Firms themselves may have difficulty internalizing the returns to training investments
because workers may move to other firms. At
the same time workers’ incentives to invest in
training may be low if wages are compressed
or if workers cannot finance their training
because of credit market inefficiencies. In all
these cases there is a role for government to
support training and retraining. Experience
with schemes to meet these goals remains
mixed, however (box 7.3).
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Crafting interventions to benefit
all workers
Governments intervene in worker–firm
relations on three main fronts. They intervene in the wage-setting process, they regulate working conditions, and they control
the hiring and firing of workers. These
interventions are theoretically justified by
the (perceived or effective) inability of
laissez-faire conditions to deliver efficient
and equitable outcomes. Efficiency arguments stress information problems and a
need to improve the matching of labor
demand with supply. There may also be
equity arguments if there is unequal bargaining power between employers and
workers, discrimination against vulnerable
groups, or incomplete or imperfect insurance of workers against risks.
Beyond the core labor standards—the
minimum framework for a sound labor
market (box 7.4)—government interventions need to strike a balance between several interests. It has been common to portray the tension as primarily between the
interests of firms and workers. But this
ignores the broader range of interests
involved. Workers in the informal economy
and the unemployed can have very different
interests from those currently employed in
the formal economy. And consumers and
potential recipients of tax-funded services
also have a stake in the outcome. Where the

BOX 7.4
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balance between these interests is struck
will be influenced by social preferences in
each country. But as in other areas of government intervention, approaches can deviate from the socially optimal level because
of factors such as rent-seeking by particular
interest groups and a failure to adapt
approaches to local circumstances (see
chapter 2). Indeed, as in other areas of regulation, labor regulation in many developing
countries mimics or exceeds that in developed countries,17 benefits only part of the
population because of widespread informality, and imposes a disproportionate
burden on those firms that do comply
(chapter 5).
From an investment climate perspective, the question is how labor market
interventions influence the opportunities
and incentives for firms to invest productively, create jobs, and expand. Firm-level
surveys show that labor regulations can be
a major or severe constraint on firm operations in many developing countries (see
figure 7.1). Regulations can reduce incentives to make new investments, adjust the
organization of work to take advantage of
new technologies or opportunities, or hire
more workers. Some curtailment of those
incentives can be justified by social goals
beyond those reflected in the core labor
standards including, for example, the promotion of workplace safety. But illconceived approaches can exacerbate

The core labor standards

The international community, acting through
conventions elaborated through the
International Labour Organisation (ILO), has
identified four core labor standards as the minimum for all countries, whatever their stage of
development: eliminating all forms of forced or
compulsory labor, abolishing child labor, providing equal opportunity and nondiscrimination in
employment, and ensuring the freedom of association and the right to collective bargaining.
The past decades have witnessed an acceleration in the number of countries that have
signed these conventions, particularly that banning the worst forms of child labor.
The economic effects of enforcing core labor
standards depend on the interventions and
sociopolitical circumstances. Ensuring the
freedom of association and collective bargaining

can go a long way toward promoting labor market efficiency and better economic performance.
And there are obvious economic and social reasons for banning slavery and all forms of forced
labor. Unfortunately, child labor and different
forms of explicit or implicit discrimination, while
generally perceived as violations of human rights,
are still widespread in many developing countries.
Child labor in particular still looms large in
the developing world, where one child in six
between the ages of 5 and 17 is at work. Child
labor hinders human development, reducing
future earnings for the children and aggregate
growth for the economy. For example, children in
India perform tasks that require no particular
skills and develop no human capital. Cheap child
labor, if combined with poor investment conditions, reduces the incentives for firms to invest in

new technology that has higher productivity
potential but requires more skilled workers.
Reforms that promote stronger economic
growth are fundamental to combating child
labor. In Vietnam strong economic growth in the
1990s led to a significant rise in poor families’
wealth, reducing the number of children in the
workforce by 28 percent. Improving the delivery
of education is generally more effective than
banning child labor. Such bans are generally not
enforced in many developing countries, and
where they are, can also force children into
more dangerous, hidden forms of work (prostitution), especially where parents have no choice
but to use child labor to survive.
Source: ILO (2003b); Burra (1995); Edmonds (2004);
Krueger (1996); Brown (2000); OECD (2000a); Martin
and Maskus (2001); and Miles (2002).
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poverty by contributing to unemployment
and swelling the size of the informal and
unprotected economy. If a society’s goal is
to advance the interests of all workers—
rather than just those who currently benefit
from regulated employment—governments
need to confront these difficult and often
sensitive tradeoffs.
Striking a balance between promoting
job creation by firms and protecting existing
jobs or workers is particularly contentious
during periods of economic reforms—when
the long-term benefits of increased employment and wages are often clouded by shortterm concerns for the job and wage security
of those affected during the transition. Successful reforms bring about higher wages
and better working conditions—as well as
higher employment and lower unemployment and informality in the long run.18
There are, however, short-term costs due to
changes in job characteristics and greater
labor mobility in a modern, productive
BOX 7.5

The role and impact of unions

Trade unions can play an important role in
representing the interests of workers.Their
impact on wages and economic conditions
varies greatly across countries and regions,
however, and depends largely on the economic and social context. Wage premiums
for unionized work tend to be fairly small in
developed countries but quite high in countries or sectors with weak competition in
output markets and large rents. Available
estimates suggest high wage premiums in
countries such as Ghana (21–28 percent)
and South Africa (10–24 percent) but much
lower premiums in countries such as South
Korea (2 to 4 percent).
Union members also tend to enjoy
longer job tenure and receive more training
than their nonunionized counterparts. And in
a number of countries employers favor dealing with unions, because highly representative unions can reduce industrial unrest.
The effect of unions on productivity is
less clear cut and depends on market conditions and industrial relations. In Mexico
unions have attempted to protect lowskilled jobs at the expense of higher
productivity. In Guatemala unionization is
associated with lower productivity of coffee
farmers. However, greater participation of
workers in some aspects of company management in Brazil contributed to better productivity and profitability.The effect was

greater in unionized firms because unions
facilitated communication between management and workers.
Given the reductions in union membership in recent years, and the growing size of
the informal economy, unions in many
developing countries have started to
expand their engagement with the informal
sector. A union in Argentina operates a
health insurance and unemployment fund
that also covers unregistered and
unprotected agricultural workers. In the
Philippines unions initiated loan schemes
for poor areas. In Ghana an agricultural
workers’ union includes self-employed rural
workers as members; it supports them
through revolving loans and facilitates their
access to other forms of institutional credit.
In India a union helps unorganized and selfemployed workers to obtain licenses.
Associations of informal workers have
also been created, with some taking a high
profile in defending informal workers’rights.
Examples include the Ghana Private Road
Transport Union, the Cissin-Natanga Women’s
Association in Burkina Faso, and the Self
Employed Women’s Association in India.
Source: Aidt and Tzannatos (2002); Harrison and
Leamer (1997); Maloney and Ribeiro (2001);
Urízar and Lee (2003); Menezes Filho and others (2002), OECD (1997a); and Ratnam (1999).

economy. This reinforces the importance of
looking at labor market policies in the context of broader strategies, including efforts
to foster a more skilled and adaptable workforce and to help workers cope with change.
Governments can take three steps to
ensure labor market interventions benefit
all workers:
• Encourage wage adaptability and ensure
workers are properly compensated for
their work
• Ensure workplace regulations reflect a
good institutional fit
• Balance workers’ preference for employment stability with firms’ need to adjust
the workforce.

Encouraging wage adaptability
Governments intervene in the wage-setting
process by establishing rules for wage bargaining and for industrial relations. These
interventions can reduce negotiation costs if
they do not reinforce the monopoly power of
the parties or impose rigidities in wage
adjustments. Many governments also set
wage floors in an attempt to reduce the number of working poor, but setting the floors too
high can reduce the jobs available for lowskilled workers and the opportunities for
low-tech firms to emerge in the formal sector.
Wage bargaining benefits from a clear policy
framework. The dialogue between freely
elected (and representative) associations of
workers and employers can reduce uncertainty and transaction costs and improve
information flows.19 Collective bargaining
offers a platform for involving both
employers and workers in discussions with
government about structural reforms. Consider the tripartite negotiations promoting
macroeconomic and structural reforms in
several western European countries in the
past decade. Also consider the pivotal role
of unions in promoting political openness
and democracy in other countries, as with
Solidarity in Poland and black labor unions
in South Africa. But unions can sometimes
act as monopolists, improving wages and
conditions for their members at the expense
of nonunionized workers and broader society (box 7.5).
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In industries where regulation shelters
firms from competition, unions are likely to
bargain for a share of the rents. An unstable
political environment also tends to reduce
incentives for unions to “invest” in wage
restraint in exchange for expected better economic outcomes in the future.20 High union
wage premiums and bigger drags on productivity are indeed found in countries and sectors lacking competitive pressure. Investment climate improvements that enhance
economic stability and competition in output markets are likely to lead unions to
behave in ways more conducive to stronger
economic growth and job creation.21
Enhancing wage adaptability. Governments
can foster wage adaptability by promoting
pluralism of representation in wage bargaining. They can also reinforce the links
between wage agreements and firm performance either through improving coordination among social partners or through
more decentralized negotiations.
• Improving coordination. Some developed
countries with a tradition of collective
bargaining have reinforced coordination
among the different levels of wage negotiation (national, sectoral, firm). In some
of them, such as Denmark, Italy, and
Portugal, nationwide agreements now fix
only the basic wage increase, leaving to
the firm-level negotiation further
increases consistent with a firm’s performance. Unions have also been part of the
design and implementation of large
structural changes in many countries. In
Mexico and Israel, as well as in the
Netherlands, Ireland, and Italy, unions
have participated in the design of adjustment programs, including actions in the
labor market, and agreed on social pacts
that facilitated macroeconomic stabilization. In Kenya, following the abolition of
price controls in the mid-1990s, government guidelines on wages were removed,
giving employers and workers greater
latitude in wage negotiations.
• Decentralizing negotiations. Following the
experience of other developed countries—such as Australia, New Zealand,
and the United Kingdom—some emerg-

ing and transition economies have reinforced wage responsiveness by shifting
wage bargaining to the firm. In the Baltic
States, the Czech Republic, and Hungary,
unionization is low in newly created private firms, especially small ones, and wage
bargaining mostly takes place at the firm
level.22 Along the same lines, the wagebargaining system in Peru was reformed
in 1992, increasing direct negotiation by
relaxing the collective negotiation
process, introducing voluntary arbitration as an alternative to state administrative decisions, and eliminating state
approval of agreements. The reform also
increased collective autonomy by protecting the unions’ right to registration, and
strengthened union pluralism by allowing
more than one union to exist in a firm.23
Reassessing minimum wages. The main goal
of setting minimum wages is to promote
decent jobs and reduce poverty among
workers. But its effectiveness in many developing countries is questionable. Minimum
wages represent a high proportion of the
average wages in these countries, and any
further increase shifts the wage distribution
upward, punishing rather than helping the
workers intended to be supported—young,
low-skilled, and female workers. When
enforcement is weak, as is often the case, a
hike in the minimum wage encourages even
more underreporting of wages and
strengthens incentives for firms and jobs to
remain in the informal economy.
The minimum wage cuts the lower end
of the wage distribution and makes firms
and jobs with low productivity levels unviable, at least in the formal sector. The level
of the minimum wage affects firms, jobs,
and income distribution:
• In developed countries minimum wages
tend to be relatively low (although in
some cases may approach 50 percent of
the median wage) with only a modest
impact on low-tech firms and the employment of low-productivity workers.24
• In several low-income countries minimum wages are close to, if not higher
than, the average income per capita (figure 7.4).25 At these levels many private
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Figure 7.4 The minimum wage is very high in many developing countries and, at high levels, leads to weak compliance
Minimum wages in many low-income countries
are high relative to income per capita

High levels of the minimum wage lead
to high evasion in Latin America
Compliance: workers that earn less than
the minimum wage (percent)
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firms, especially those in low-tech activities, cannot afford to comply. The poor
continue to work in informal activities
for only a fraction of the mandated minimum wage.
• In middle-income countries, the minimum wage is generally about half the
median in the formal sector. Its coverage
and enforcement tend to be low, but its
impact on low-productivity firms and
jobs can be large. In Latin America the
largest proportion of workers who earn
less than the minimum wage is found in
countries where it is comparatively high
(figure 7.4). Examples include Paraguay,
where the majority of workers earn less
than two-thirds of the minimum wage;
Nicaragua (40 percent of workers below
the minimum); and Colombia (25 percent).26
Noncompliance with the minimum
wage is also concentrated among the most
vulnerable workers. Youths and other workers lacking skills or work experience may
have little chance of being hired at the minimum wage when it is set much higher than
their productivity potential. In backward
areas the national minimum wage may be
close to the underlying local average wage,
severely affecting labor demand from small
and medium firms that rely largely on lowskilled workers.27 Despite low compliance,

the minimum wage can act as a strong pay
signal for the informal sector, implying that
hikes in the minimum wage can have distributional implications that go beyond the
formal sector—the income of the low-paid
might increase in both segments of the
economy, but their employment prospects
might decline.28
Given these effects, a growing number of
countries are reassessing minimum wages
to expand opportunities for low-skilled
workers and encourage formalization. They
have done so mainly by reducing indexation
of the minimum wage and by having lower
subminima for some groups (young workers) or for subnational labor markets. For
example, the erosion of the minimum wage
in Mexico in the 1990s is credited with
boosting female employment. Subminimum apprenticeship wages are estimated to
have significantly increased job opportunities for young graduates in Chile.29

Ensuring workplace regulations
reflect a good institutional fit
Promoting health and safety conditions in
the workplace, regulating working time,
and encouraging paid leave have been
major achievements in all societies. As in
most other areas, improvements in working
conditions in developed countries evolved
gradually, hand in hand with more general
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economic progress. Attempting to apply the
same or higher standards to countries at
earlier stages of economic development and
with weaker enforcement capacity often
leads to poor or even perverse results.
Improving workplace safety is an important objective for all countries, and welldesigned regulation can help to achieve this
goal. But safety or other regulations will
have limited impact if they or other features
of labor regulation have the effect of keeping firms or workers in the informal economy where workers usually lack any statutory protection. Stronger enforcement
efforts can help in some cases. When regulations are out of step with local realities,
however, there will be tradeoffs between
providing high levels of protection for
workers that enjoy regulated employment
and expanding protection and opportunities to a broader group of workers.
Regulations affecting working hours and
paid leave can involve similar tradeoffs. Many
developing countries have adopted far-reaching regulations on these subjects—in some
cases going beyond what is on the books in
most developed countries (figure 7.5).30 Even
among countries at similar stages of development, the differences in regulations can
be large, with significant effects on labor
costs and on the ability of firms to accommodate fluctuations in demand:
• Workweek. Botswana, Chile, Costa Rica,
Ireland, Malaysia, Morocco, the United
Kingdom, and Vietnam all allow 48hour workweeks. Most western European countries have 40-hour limits, with
France recently moving to a 35-hour
workweek. In cyclical or seasonal industries, firms often use overtime work to
accommodate demand. In Burkina Faso,
Cameroon, Hong Kong (China), Spain,
and the United Kingdom, there are no
regulatory requirements to pay a premium for overtime work. In Bangladesh,
Belarus, India, Nicaragua, Pakistan, and
Uzbekistan the mandated premium is up
to twice the regular pay. To promote
employment, many developing countries are moving to liberalize restrictions
in these areas—examples include Hungary, Latvia, Namibia, and Slovakia.
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Figure 7.5 Developing countries have more stringent regulations on worker hours and
paid leave than many developed countries
Europe & Central Asia
Developed countries: others
Latin America & the Caribbean
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Note: Higher numbers mean more stringent regulations.
Source: Pierre and Scarpetta (2004). The indicator is based on the World Bank Doing Business Project.

• Paid annual leave. Some developing
countries have mandated relatively generous annual leave—30 days in Burkina
Faso, 33 in Ethiopia, and 39 in Sierra
Leone31—but in most other countries
paid annual leave is less than 30 days.
The United States leaves the decision on
annual leave to individual or collective
agreements.
These regulations can benefit workers in
the formal sector and, by promoting better
working conditions and motivation, can
contribute to productivity. Beyond any
potential productivity effect, however, the
impact on firms’ incentives to create jobs
depends on who bears the costs. The evidence suggests that wages do not fully
adjust to compensate for the additional
costs of these benefits. For example, in
Latin America, firms bear up to 50 percent
of the costs of nonwage benefits,32 thus
reducing firms’ potential for expansion and
job creation. These effects would not be a
source of concern if they reflected the
rational choice of workers to trade off not
only lower earnings, but also some unemployment, for better working conditions.
When this is not the case, workplace regulations reduce wages below what poor
workers would be willing or able to accept.
They can also encourage unregulated and
unprotected employment.
Indeed, workplace regulations have long
suffered from poor compliance in many

0.8

09_WDR_Ch07.qxd

9/3/04

11:14 AM

Page 146

WORLD DEVELOPMENT REPORT 2005

146

BOX 7.6

Balancing employment stability with
firms’ need to adjust the workforce

Labor regulation and global integration

Differences in labor regulations and their
enforcement might give a cost advantage in
internationally traded goods to countries with
weak regulations,and new technologies allow
labor services to be directly subcontracted to
workers in countries with less onerous regulation.This has led to concerns that multinational
firms may be exploiting weak labor regulation
or putting pressure on governments not to
enforce existing regulations.
Evidence of noncompliance with labor
regulations abounds in developing countries,
but there is no clear indication that this is
related to greater integration in the world
market.This is true whether integration is
measured by export market shares, revealed
comparative advantages, FDI, or trade prices.
Even in export processing zones—which are
often used by governments to attract investment by providing firms with a more favorable policy environment (chapter 8)—it is not
clear that enforcement of labor regulation is
systematically lower than what is observed
outside the zones. Of 73 zones reviewed in a
recent study, in only 6 was there any deliberate attempt by government to restrict workers’rights.

Indeed, a body of evidence suggests
that multinational firms tend to provide
better working conditions and pay higher
wages than alternative local employment.
The World Bank’s Investment Climate Surveys also suggests that foreign-owned firms
tend to have a larger share of workers with
permanent contracts and tend to provide
more training for their workers.
Multinational firms concerned with
maintaining their corporate reputations are
also increasingly adopting codes of conduct
that reflect global norms on a range of
issues, including labor practices (chapter 9).
Compliance with codes is monitored by
buyers or by independent auditors.
Poor working environment conditions are,
however,the reality for many workers at the
end of the supply chain.Only recently have
some multinational firms revised their purchasing practices and improved compliance with
labor standards by local subcontractors.
Source: OECD (2000a); Krumm and Kharas
(2003); Basu (1999); Maskus (1997); Brown,
Deardorff, and Stern (2003); World Bank and IFC
(2003); OECD (2001); and Raworth (2004).

developing countries. And while recent
progress toward global integration is sometimes thought to result in a lowering of
standards, experience suggests that this is
not necessarily the case (box 7.6).
Figure 7.6 High job turnover in developed and developing countries in the 1990s
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Note: Data for Brazil, Colombia, and Chile refer to manufacturing. Data are from firms that have 20 or more employees
and cover different periods during the 1990s.
Source: Bartelsman and others (2004).

Probably the most contentious government
intervention in the labor market is the regulation of the hiring and firing of workers—
generally referred to as employment protection legislation. Regulatory intervention may
be justified to protect workers from arbitrary
action and to provide some stability in
employment, which can be particularly
important in the absence of effective social
safety nets. To the extent job protection leads
to long-lasting work relationships, it may
also encourage firms to provide training.
But as elsewhere, governments need to
balance these potential benefits against the
likely costs. By affecting the cost of workforce reorganization, employment protection legislation can strongly influence the
cost of doing business, especially the opportunities and incentives for firms to adopt
new technologies and to expand. Modern
economies require a continuous process of
firms’ retooling and firm turnover to channel resources to their most productive uses.
In countries for which data are available,
gross rates of job creation and destruction
each range between 5 and 20 percent,
adding up to a total job turnover of up to 40
percent (figure 7.6). A significant part of this
job turnover (often 30–50 percent) is due to
the entry and exit of firms, an important
factor for output and productivity growth
(figure 7.7).33 Onerous employment protection legislation can discourage job creation
because firms will be reluctant to hire workers if they face significant costs in adjusting
the workforce to changes in demand. As
with other areas of labor regulation, onerous
requirements in this area can also contribute
to the adoption of informal employment
arrangements, where workers will receive no
statutory protection.
Regulating hiring and firing. The protection
offered to regular workers and the conditions for temporary employment vary considerably across countries (figure 7.8).
Countries in Latin America and in Eastern
Europe and Central Asia tend to offer the
strongest employment protection for regular workers.34 Common law developed
countries tend to have the least statutory
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protection.35 Differences within regions are
also large. For example, most countries
allow the termination of contracts under a
list of “fair” causes, but the list can be very
narrow, as in Bolivia, where redundancy is
not considered a fair cause for dismissal.
Advance notice and severance payments
also range from a few days and a small proportion of the wage to several months and
high compensation. In Sri Lanka dismissed
workers receive 2–3 months salary for each
year of service, and severance payments in
some cases exceed 25–30 months’ wages.
Procedures for dismissal can also be
cumbersome and opaque. In Sri Lanka the
government decides the amount of compensation for laid-off workers and has the
authority to reject employer demands. The
time needed for processing the request for a
layoff can be highly unpredictable, taking
six months on average, but much more if
the procedure involves hearings where
employers explain their financial performance and business plans to the government to justify the layoff. In Russia, before
the reform of the labor code, trade unions
had veto power over dismissals for staff
reductions or for employees not suited to
the job.36
Before the 1999 reform in Brazil, representatives of employers and workers sat on
the jury of labor courts, a practice that often
led to protracted procedures and difficulties
in reaching compromise. About 2 million
salaried workers (more than 6 percent of
the total) usually filed a lawsuit every year
and the average labor dispute took almost
three years. The reform restricted the jury
to professional lawyers and cut the time to
resolve a dispute by half.37
The impact on firms. Firms in many developing countries regard employment protection
legislation as a significant obstacle to their
expansion. When asked to evaluate eight
areas of regulation for the burden imposed
on the operation and growth potential of
their businesses, firm managers ranked labor
regulations as the major or secondmost
important obstacle in many countries of
Latin America, Central and Eastern Europe,
and South Asia. There is also a close correlation between managers’ perceptions of labor

Figure 7.7 Job turnover is high because of both the entry and exit of
firms, and the reallocation among existing firms
Job destruction
by incumbent firms

Job creation because
of firm entry

Job destruction
because of exit of firm

Job creation by
incumbent firms
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Note: Data are for the manufacturing sector, firms of 20 or more employees.
Source: Bartelsman and others (2004).

Figure 7.8 Many developing countries have more stringent regulations on
hiring and firing than developed countries
Developed countries
(common law)
Employment
protection for those
with permanent
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North Africa
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(other)
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Note: Higher numbers mean more stringent regulations. Data refer to employment protections
afforded each type of contract.
Source: Pierre and Scarpetta (2004) based on World Bank Doing Business Project.
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BOX 7.7

Do firms’ perceptions square with actual labor regulations?

The significance of regulations in different markets can be assessed in two main ways.The first
is based on international comparisons of formal
laws and regulations. When noncompliance
with regulations is high—as for labor
regulations in many developing countries—
international comparisons of laws and regulations may give rise to inaccurate assessments.
Moreover, labor laws are often complex and
interact with laws in other areas.The second
approach is to ask those affected by specific
regulations, such as the employers.Their perceptions are subjective, however, and can be
affected by a range of factors.

The Bank’s World Business Environment Survey asked managers in 73 developed and developing countries how problematic they found
regulations in different areas, including labor, for
the operation and growth of their firms. Overall,
the data suggest that close to 70 percent of
respondents reported some concern (minor,
moderate, or major) about labor market regulations. Around 15 percent reported that these
regulations were a major obstacle to the operation and growth of their firms.
These data can be combined with more
objective indicators of the strictness of
employment protection legislation. This com-

parison suggests that the more stringent the
regulations, the greater the likelihood that
firms will report that labor regulations are a
major obstacle. In other words, strict labor
regulations, even if not fully enforced, affect
firms’ performance by limiting their opportunities. Medium-sized firms are most affected,
while both small firms and large tend to be
less concerned. Downsizing firms are more
likely than the average to report that labor
regulations are a major obstacle. Firms whose
business is expanding are on average less
concerned.

Firms’ perception of the burden of labor regulation

Perceptions of the burden of labor regulation vary across countries and firms
By stringency of actual regulations

By the performance of firms

By the size of firms

High
Low
Stringency of employment
protection legislation

Firms
Firms
expanding contracting
employment employment

Small Medium Large

High

Average

Low

Note: The figures are based on a sample of about 9,000 firms in 81 countries around the world. All estimations control for age and size of firms, region, and public ownership. Small firms
are those with less than 20 employees; medium firms have 20–100 employees; large firms have over 100 employees.
Source: Pierre and Scarpetta (2004), Bertola, Boeri, and Cazes (2000), and Batra, Kaufmann, and Stone (2002).

regulations and the stringency of such regulations from a more objective standpoint
(box 7.7).
Onerous regulations can affect firms’
spending on innovation, the entry of new
firms, their average size, and the incidence
of informality.
• Cost of doing business and exploiting technological opportunities. Onerous hiring
and firing regulations raise the cost of
workforce reorganizations required by
new vintages of technology, reducing
incentives for firms to innovate and
adopt new technologies. Evidence from
developed countries suggests that stricter
rules are associated with lower research

and development (R&D) expenditure
and tend to tilt specialization away from
high-tech industries. For example, one
cross-country study suggests that by
reforming their labor rules to the OECD
average, developed countries with very
strict employment regulations could
reduce their productivity gap with the
technological leader by about 20
percent.38 Similar reforms in developing
countries could yield even larger productivity gains, given the greater potential
for catchup by adopting technologies
available in international markets.
• Creative destruction. Onerous regulations
also have repercussions on the turnover
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Onerous employment protection legislation
hurts vulnerable groups. To the extent stringent regulations reduce the potential for firm
expansion and job creation in the formal sector, they also reduce workers’ access to decent
jobs. More job stability for some workers
often implies fewer job opportunities in the
formal sector. So it is not surprising that
stricter employment laws are not associated
with a more equal labor market. If anything,
income disparities tend to be greater in countries with stricter regulations (figure 7.9).42
Strict regulations in developed countries,
where compliance is high, tend to promote
job stability for prime-age males but reduce
job opportunities and lengthen unemployment spells for youths, women lacking work

Figure 7.9 Strict labor regulation is not associated with more equality in
the labor market
60
Gini index of income inequality

of firms in the market. Because new firms
are often better at harnessing new technologies than incumbent firms, stringent
regulations reduce the potential for productivity gains. Data for 19 developed
and developing economies suggest that
countries with more flexible hiring and
firing rules experience significantly
higher entry rates of small firms (but not
microenterprises, often exempt from
such regulations or managing to avoid
them). Stringent rules also tend to discourage foreign direct investment (FDI),
especially in countries where rules are
opaque and enforcement is uncertain.39
• Self-employment and informality. Onerous labor regulations are associated with
larger proportions of self-employed,
informal firms, and small firms.40 Firms
facing high labor adjustment costs either
remain very small—and more or less
informal and thus exempt from employment regulations—or move to a higher
scale or to more capital-intensive technologies, in both cases reducing the incidence of hiring and firing costs on total
expected adjustment costs. In Russia
many large firms have circumvented
strict regulations by pushing workers to
leave the firm voluntarily, through wage
arrears, prolonged administrative leaves,
reduced hours, and other forms of deteriorating working conditions. With no
future in the firm and no source of
income, many workers eventually quit.41
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Note: Employment laws index is for year 2000; Gini data are for 1995–2000. Higher values of the
employment laws index are associated with more stringent labor regulation, and a higher Gini
coefficient indicates greater income inequality.
Source: Authors’ calculations from World Development Indicators, and World Bank Doing Business Project.

experience, and those with low skills.43 The
incidence of long-term unemployment
(more than 12 months without a job) is low
in the United States (6 percent of total unemployment) and other countries with moderate employment protection legislation, but it
is more than 50 percent in many European
countries with more onerous regulations.
When compliance is weak, as it is in many
developing countries, stringent regulations
do not reduce the size of labor reallocation,
but they do change its nature and reduce its
effectiveness. In Argentina—a country with
fairly rigid labor regulation—job flows had a
negative contribution to aggregate productivity growth in the 1990s, as many workers
transited from formal jobs to jobs in the
informal economy.44 Similarly, in some of
the transition countries lagging behind in
market-oriented reforms, stringent labor
regulations have not prevented job destruction—but rather discouraged job creation in
the formal economy. This has led to job
destruction leading job creation (or unsynchronized job flows) and the buildup of a
large pool of unemployed or informal workers (figure 7.10). Women, young people, and
the unskilled—facing greater difficulties in
obtaining a job in the formal sector—are
more frequently unemployed or engaged in
informal activities.
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Figure 7.10 Unsynchronized job creation and destruction can give rise to unemployment or underemployment
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Figure 7.11 Since the labor reform of 1990, there has
been higher job turnover in Colombia
16
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Reducing labor adjustment costs and formalizing work relations. Reforming governments have adopted two main strategies to
reduce labor adjustment costs. The first
focuses on reducing the burden of adjustment for workers hired under regular
employment contracts by bringing standards more in line with international

norms. Colombia and Peru liberalized their
employment protection in the 1990s, moving their legislation closer to the standards
of the (still quite regulated) European
developed countries. The reforms led to a
higher response of employment to output
growth, with speedier employment adjustment (figure 7.11) but also positive employment effects. In Colombia the reform also
contributed to increased compliance with
labor legislation by lowering the costs of
formal production. A recent study on India
suggests that amendments to the strict
employment regulation in one state
(Andhra Pradesh) in the 1980s allowed 1.8
million urban poor to find jobs in manufacturing and service companies in the next
decade.45 Italy and Spain also experienced
sizable positive effects on employment after
some easing of their restrictive firing regulations in the past decade.46 Similarly, after
more than a decade of debate, both Egypt
and Morocco revised their labor codes easing contract termination for economic reasons. In Kenya since the mid-1990s employers no longer have to seek permission from
the government to dismiss workers.
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sectors in response to changes in technology,
demand, and other conditions. While this
reallocation of labor benefits society as a
whole, workers may need to change jobs several times in the course of their working lives.
This has long been a feature of work in the
informal economy, but can be painful for
workers who have grown accustomed to more
stable employment in protected industries.
Helping workers cope with these changes not
only benefits the individuals concerned, but
can also enhance economic efficiency insofar
as it enables better matches between worker
abilities and the requirements of new jobs. It
can also reduce resistance to investment climate improvements. In many developing
countries, inadequate or nonexistent social
insurance mechanisms mean that unemployed workers cannot afford to remain without income and are forced to accept the first
job that comes their way, even if it is not a
good or productive one (figure 7.12).
Improving government policies in these
areas requires three interrelated actions:
• Helping workers affected by large-scale
restructurings
• Reinforcing social insurance mechanisms
• Reaching out to the large share of workers in the rural and informal economies.
Figure 7.12 Developing countries, particularly low-income ones, offer much weaker
and less diverse protection against unemployment risks than developed countries
100
High-income
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A second strategy focuses on liberalizing
fixed-term or temporary contracts, an
approach pursued by several countries in
Western Europe, Latin America, and Central
and Eastern Europe. Surveys in many developing countries show that firms facing strict
regulation of regular contracts make greater
use of temporary employment to foster the
adaptability of their workforce. In 1991 Peru
revised its labor law by lengthening the maximum duration of temporary contracts.
The number of workers on term contracts
shot up, and young and informal workers
benefited the most. Poland, Russia, and
Slovakia have also recently increased the
duration of term contracts and expanded
their applicability.47
But liberalizing temporary contracts, while
leaving in place strict regulations on regular
contracts, reinforces the inequality in the
labor market. Firms will have stronger incentives to hire more workers at the entry level
and employ them for a limited period, without giving them a regular position thereafter.
This increases job turnover but not necessarily overall employment or productivity,
because the additional hires will be accompanied by additional layoffs at the end of the
temporary contracts, and there will be little or
no development of internal human capital.48
The effects of reforming labor regulations are likely to differ depending on initial
conditions and on the sequencing of the
reforms in product and labor markets
(chapter 3). For example, stringent employment protection legislation can influence
the outcomes of trade liberalization by
shifting more jobs to the informal economy.49 Colombia’s trade liberalization was
associated with increased informal employment in industries with the largest tariff
cuts, but once labor market reforms were
introduced, this pattern was reversed. Similarly, Indian states with less stringent labor
regulations experienced stronger growth in
the formal sector after trade liberalization
than those with stricter labor regulations.50
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Helping workers cope with
large-scale restructurings
There is often strong pressure to compensate
groups directly threatened by structural
reforms, such as workers in previously protected industries. Typically not poor, these
groups are very vocal and could represent
concentrated opposition to reforms that
benefit society as a whole. Providing onetime compensation to them may be a socially
efficient way to allow reforms to move ahead.
Workers affected by large-scale dismissals
can also face particular difficulties. They may
be specialized in activities that may not be
highly demanded in the broader economy,
and may be concentrated in specific locations,
making it more difficult to regain employment locally. This was the case for most transition economies, where many one-company
towns and certain rural areas experienced a
collapse in labor demand and major surges in
unemployment and underemployment.
The traditional approach to dealing with
large dismissals is to promote voluntary
departures with generous severance pay.51
This can reduce worker opposition and the
social impact of restructuring or downsizing.
The challenge is to set severance pay at a level
that will be acceptable to workers yet be
financially feasible. Setting severance pay at
too high a level can lead to high short-term
costs and the adverse selection of the best
employees leaving first. It can also slow or
even stop the process of firm restructuring. In
Ghana downsizing was halted because the
government could not afford the severance
payments. In the 1990s Pakistan made severance payments to workers affected by the privatization of industrial units that included
five months’ salary for each year of service—
much higher than international norms. The
agreement set a precedent for the later privatization of public utilities, delaying reforms.52
Governments can also provide specific
retraining programs to help workers regain
employment, but when these programs
operate in a context of weak labor demand it
is difficult to identify the best training curricula and to motivate workers to participate. In
many cases a small proportion of eligible
workers takes these courses, which often
come too late, after workers have already left,
as was the case with the retraining

Bangladesh provided for jute workers.53 To
make schemes more effective, early intervention and effective targeting are essential, as
are efforts to tailor approaches to local circumstances. Particularly when labor demand
is weak, removing impediments to job creation through investment climate improvements plays a critical role.

Reinforcing social insurance to
promote labor mobility
A variety of strategies can be adopted to
help workers cope with the income risks
associated with external or domestic shocks
as well as the demands of a more flexible
labor market. Sound macroeconomic policies and public support for education are
the best risk prevention instruments. Social
protection programs can also mitigate the
impact of risks while encouraging efficient
labor reallocation and entrepreneurship.
Even when public resources to finance these
schemes are limited, as in the case of most
developing countries, much can be done to
improve their effectiveness by reinforcing
insurance principles and better targeting.
The policy mix best suited to each country depends on the factors driving economic insecurity and the cost-effectiveness
of alternative options.54 However, international experience highlights the importance
of four broader measures:
• Reducing economic volatility. Many developing countries remain vulnerable to
external shocks. When a negative aggregate shock hits the economy, capital—
often the most mobile factor of production—tends to leave the country, while
labor tends to bear the brunt of the
adjustment in either real wage cuts or
unemployment and underemployment.
Export diversification can reduce exposure to large fluctuations in external
demand, and deeper capital markets and
stronger financial systems can help mitigate the impact. The welfare benefits from
reducing macroeconomic volatility in
developing countries can be substantial.55
• Moving away from procyclical fiscal policy.
The exposure of workers to shocks is
compounded by the fact that governments often lack the discipline to pro-
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mote countercyclical financing for social
programs. Many governments tend to
adopt an expansionary fiscal stance in
good times and a contractionary stance
in bad. Mounting budget deficits in
recessions thus create pressures to reduce
public spending on social protection
(among other things) just when the need
for it is increasing. Greater fiscal discipline and better diversification of the fiscal revenue base are essential to ensuring
resources are available to cushion the
necessary labor adjustment process.
• Removing market distortions. Beyond
macroeconomic policies, the most effective strategy for risk prevention and mitigation is to develop a sound investment
climate where firms have opportunities
and incentives to invest productively and
create jobs. Investment climate improvements allow for stronger job creation in
the formal sector and expand tax
resources available for social programs.
Improving the operation of financial
markets also expands opportunities for
firms to insure themselves against temporary shocks without resorting to wage
or employment cuts.56
• Supporting workers’ adaptability. In addition to improving the coverage and quality of education, governments can
improve the ability and willingness of
workers to move to more productive and
rewarding jobs by supporting training,
counseling, and placement services. While
the effectiveness of these programs is
mixed, especially in countries with limited
administrative capacity, when well-targeted
they can complement skill enhancements
and income support measures.
These broader measures can be accompanied by social insurance schemes. Beyond
enhancing the welfare of the unemployed,
these schemes improve the investment climate by facilitating the allocation of labor to
more productive uses and encouraging entrepreneurship. They do so in three main ways.
First, they can stimulate riskier but more productive jobs, industries, and portfolio
choices.57 For example, lack of access to
insurance among poor rural households
pushes them to take up low-risk activities

with lower returns, reducing their income
potential by an estimated 25 percent in rural
Tanzania and 50 percent in a sample of rural
villages in India.58 Similarly, uninsured risk
can lead to the use of outdated but less risky
production technologies, such as holding
livestock as a form of precautionary savings.
Second, uninsured shocks that reduce individual consumption below the threshold
needed to maintain productivity can give rise
to “dynamic poverty traps.” This happens
when families are forced to sell productive
assets needed to support their microenterprises
or other ventures.59 Third, unemploymentrelated benefits can provide resources to
increase the effectiveness of the job search or
to enter self-employment.60
Expanding and improving social insurance schemes can involve reinforcing selfinsurance among workers in the formal
economy through severance pay arrangements and increasing the pooling of risks
across workers.
Reinforcing self-insurance among formal
workers. Mandatory severance pay provisions
are the main form of insurance against
unemployment for workers in the formal sector in most developing countries. Generally
easy to administer, the provisions exchange
resources in the event of unemployment for
an “insurance premium.” Whether the severance pay premium is paid by the workers or
not has implications for the overall labor
costs for firms and hence their incentive for
hiring workers in the first place. Even when
workers bear the costs, the schemes offer only
a limited pooling of unemployment risk
because they are firm-specific and because
benefits generally evolve with job tenure
rather than the risk of unemployment.61
Severance pay provisions also suffer
from noncompliance in many countries,
increasing worker resistance to leaving a
job. Required disbursements of severance
payments tend to increase when financial
resources are lacking because the firm is
experiencing difficulties—and the resources
may simply not be available if the firm goes
bankrupt. Noncompliance looms particularly large among small firms and among
low-skilled workers who have few alternative instruments to smooth consumption.62
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BOX 7.8

Reforming severance pay in Colombia and Chile

In 1990 Colombia introduced fully funded severance-pay savings accounts, requiring
employers to deposit a percentage of wages
into guaranteed individual accounts available
to workers in the event of job separation (limited access to funds while employed was also
foreseen). The reform reduced labor market
distortions and promoted job creation.
Employers shifted most of the cost of
severance payments onto wages, but the total
compensation of workers (wages plus
deposits to their savings accounts) rose. In
addition, because the reform removed the discretionary nature of severance payments, both
job separations and hiring increased.
By transforming uncertain and conditional
payments to unconditional payments
monitored by the government, the reform also
enhanced the insurance function of severance
pay. Before the reform, few firms actually

provided severance pay (for example, firms
about to go bankrupt could simply not pay severance or could negotiate a package substantially below what was owed in severance payments).The prefunding requirement increased
the likelihood that the legal entitlement to severance pay would actually be carried out.The
new severance-pay savings accounts also
reduce transfers from other government
programs as well as from relatives.
In 2002 Chile introduced a new unemployment insurance system that combined social
insurance with self-insurance. Employers and
employees both contribute to individual savings
accounts, but an additional contribution from
employers and a small public subsidy are allocated to a solidarity fund.The new program is
effectively a funded system, with individual
accounts managed by an administrator selected
through a competitive tender.

To tackle these shortcomings, some countries have introduced pre-funding or
brought payments more in line with international norms. Colombia moved toward a
funded system under individual savings
accounts in 1990, and Chile introduced a
social insurance component to its system in
2002 (box 7.8).
Increasing the pooling of risks across workers. Experience in developed countries suggests that unemployment insurance benefits
are the next natural step to pooling unemployment risks and facilitating efficient
labor allocation.63 Following this model,
most transition countries have introduced
unemployment insurance schemes since the
early 1990s. The schemes have been the
main source of income for workers affected
by labor reallocation during the transition.64
The clear welfare gains for workers affected
by job losses need to be weighed against the
costs of these schemes, including their
impact on economic efficiency. Both the
costs and the impact depend largely on the
ability to monitor eligibility requirements to
minimize moral hazard and make sure that
workers have incentives to actively search for
a new job.65 Effective enforcement is difficult in developing countries, which generally have weak public employment services
or none, coupled with a large informal econ-

To stimulate reemployment, benefit recipients first draw resources from their own
accounts, and upon their depletion, from the
solidarity account. Withdrawals from individual
accounts are triggered by separation from the
employer, regardless of the reason. Insufficient
resources in individual accounts trigger
withdrawals from the solidarity fund if the
claimant meets the criteria for unemployment
insurance (such as not working and being available and searching for job). Withdrawals are limited to two every five years. Benefits are linked
to past earnings, with a declining schedule.
Workers can also move any unused savings from
their individual accounts to their old-age pension accounts on retirement.

Source: Vodopivec (2004); Kugler (2002); and
Acevedo and Eskenazi (2003).

omy that offers many opportunities for
undeclared paid work. In Argentina, for
example, the administration of unemployment benefits was found to involve significant leakage of benefits to those who have
found jobs in the informal economy.66
Even when countries have the required
administrative capacity, unemployment
benefits should provide only a fraction of
the previous wage—and they should be
short-lived—to provide incentives for
recipients to seek a new job. Poland introduced a generous and open-ended unemployment insurance scheme in the early
1990s, offering it to all job seekers irrespective of whether they had lost a job. Not surprisingly, the number of claimants soared,
making the system financially unviable and
contributing to the buildup of a large pool
of long-term unemployed. The scheme,
later reformed to reduce disincentive
effects, now provides a low flat benefit for a
limited duration. The Czech Republic, by
contrast, opted for less generous, shortlived benefits (only six months) and, partly
because of this, had lower unemployment
in the early phases of the transition.

Reaching out to workers in the rural
and informal economies
Most of the programs discussed so far fail to
reach workers in the rural and informal
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economies, which in many developing
countries account for the majority of the
population. They typically rely on support
from employers or private transfers to cope
with income losses. Rural employers often
pay workers a fixed wage when they are
employed, regardless of seasonal and other
fluctuations in demand, or provide loans to
workers who face unexpected expenses.67
Given the informality of the employment
arrangement, employers have a lot of discretion. Poor households also rely on their
own savings and private transfers to cope
with shocks. In Indonesia, the Philippines,
and Russia, private transfers account for
between 2 percent and 41 percent of
income for net receivers and between 1 percent and 8 percent of income for net
givers.68 A study in Kyrgyzstan found that
private transfers are provided to 12 percent
of households and account for more than
one-third of the incomes of the households
who receive them.69
These forms of private risk-coping provide only limited help to poor and informal
workers, and can force people to resort to
unproductive strategies including selling
productive assets, withdrawing children
from school, and cutting back medical
expenditures.70 The most promising strategy for improving their situation is through
investment climate improvements that
expand job opportunities in the formal
economy and contribute to greater tax revenues to fund the provision of education
and other services. But governments can
also complement private risk-sharing with
targeted public support. Three main strategies have been adopted in developing countries that can also contribute to better
investment conditions: workfare programs,
social funds, and conditional cash transfers.
Workfare programs as social protection
schemes. In South Asia workfare programs
started as “food-for-work” schemes, in
which workers were paid for their labor
with food aid from donor countries. Workfare programs have gradually moved to
“cash for work,” operated by a variety of
agencies, including local and state governments and nongovernmental organizations
(NGOs). They are increasingly viewed as

insurance—not emergency—programs for
informal and rural workers. The schemes
generally transfer income to poor households by providing unskilled manual workers with short-term employment on projects such as road construction and
maintenance, irrigation infrastructure,
reforestation, and soil conservation.
Workfare programs have often smoothed
consumption and kept poor people in contact with the labor market.71 Well-designed
programs build much-needed infrastructure and so reduce the tradeoff between
public spending on income transfers and on
development. The Maharashtra Employment Guarantee Scheme in India, operating
for more than three decades, has created
considerable irrigation, infrastructure, and
rural roads in the state of Maharashtra.72
Workfare programs have also helped many
small private contractors emerge and grow.
A key feature of successful workfare programs is the ability to target participants
through self-selection processes. In Argentina
the Trabajar program kept the wage rate
below the minimum wage, encouraging the
poor to self-select into the program. In the
Philippines, in contrast, the program wage
was much higher than the agricultural market
wage, attracting a substantial number of nonpoor into the program. Kenya, Malawi, Mali,
and Senegal also paid wages above the market
wage rates, undermining the self-targeting
design and diverting jobs away from the very
poor.73 Self-selection of participants can be
accompanied by targeting to the poorest areas
to ensure that programs also promote local
development. In South Africa a demand-driven approach to the allocation of funds for
workfare programs in the mid-1990s was
found to favor more developed and better
connected communities at the expense of
some of the neediest communities.74
Social funds to improve opportunities—and
the investment climate—in poor areas.
Social funds, introduced in Bolivia in the
late 1980s, have become one of the main
tools of community-led poverty reduction.
They finance small projects in poor communities. Early programs focused on providing temporary work opportunities while
also financing better access to basic services.
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Recent programs give greater emphasis to
service delivery and connecting communities—which generally identify and partly
finance projects—with local governments.
Social funds in developing countries now
absorb close to $10 billion per year in foreign and domestic financing.
A recent review of social funds in Armenia, Bolivia, Honduras, Nicaragua, Peru, and
Zambia offers a fairly positive assessment of
their effectiveness in providing income support and promoting local development.75
Evidence suggests that spending was highly
progressive, with poor districts and poor
households receiving more per capita support than wealthier districts or households.76
Schools and health centers that received
funds have enjoyed equal or greater access to
staff and inputs and greater participation by
local communities than other institutions.
The effects on poor households can also be
sizable. Investments in school infrastructure
were estimated to have increased primary
enrollment rates, especially in Armenia,
Nicaragua, and Zambia.
Conditional cash transfers to preserve
human capital and health. Conditional cash
transfers are another way to combine income
support with local development. They
belong to a family of transfer programs that
combine close targeting with capital accumulation by making income support conditional on either basic needs triggers, such as
utility offset payments (in some transition
economies), or behavioral changes, such as
the continued school enrollment of children
or attendance at health clinics. They typically
address chronic poverty rather than idiosyncratic risks of job loss.
The focus of conditional cash transfers on
human capital formation makes them suitable to address poverty and local development at the same time. In Mexico Oportunidades (formerly Progresa) reached 2.3
million families in 1999. In Brazil (Bolsa
Escola and PETI) and Jamaica (PATH), conditional cash transfers are used largely to promote the health and education of children. In
some countries the transfers are a quick

response to economic crisis (Colombia) or a
natural disaster (the earthquake in Turkey).
In others they address long-term human
development goals, such as school enrollments in Nicaragua.
As with any transfer program, conditional cash transfers can be problematic
when the increased demand for services is
not met by increased supply (schools or
clinics) or when the targeting is not sufficiently robust. However, evaluations show
that they can raise school enrollment and
attendance rates and improve child health
and nutrition.77 The Mexican program
Oportunidades increased primary school
attendance by more than 2 percent and secondary enrollment by more than 8 percent,
while increasing health visits by some 20
percent. Likewise, Brazil’s Bolsa Escola
reduced school dropout rates from 5.6 percent to 0.4 percent.78 The programs also
tend to be better targeted than general subsidies because of proxy means testing and
geographic targeting. They are also transparent about who receives the transfers, and
the level of benefits and the number of beneficiaries can easily be adjusted to take
account of changing circumstances.

Creating a better investment climate is fundamental to improving the lives of people,
including in their capacities as workers. An
investment climate that benefits all members of society looks beyond the protection
of existing jobs and confronts the challenge
of creating opportunities for those in the
informal economy, the unemployed, and
young people joining the workforce for the
first time. Labor market policies that meet
this test play a critical role in the investment
climate by helping to connect people to
opportunities.
This and previous chapters in Part II
focused on delivering the basics of a sound
investment climate. Part III considers
whether there is something extra that governments might do—beyond the basics—to
improve the investment climates of their
societies.
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III

PA RT

GOVERNMENTS CAN GO BEYOND THE BASICS of a sound investment
climate by conferring special policy privileges on particular firms or
activities or by drawing on the growing body of international rules
and standards that deal with investment climate issues. This part
looks at the role these measures might play in creating a better
investment climate.
Chapter 8—Selective interventions reviews international experience
with a variety of strategies and highlights the special challenges of
each.
Chapter 9—International rules and standards looks at how these
measures might contribute to better investment climates, and the
challenges they can present for developing countries.
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8

chapter

The approaches to improving the investment
climate discussed in Part II can benefit all
firms and activities in the economy. Given
the breadth of that agenda, some firms or
activities may benefit from improvements
earlier than others—as with infrastructure in
a particular region, or regulatory reforms
affecting a particular activity. As stressed in
chapter 3, policy perfection isn’t needed to
ignite significant growth and poverty reduction. The key is to address important constraints in a way that gives firms confidence
to invest—and to sustain a process of ongoing improvements. But beyond the sequencing of reforms, beyond delivering the basics
of a good investment climate, can governments accelerate growth by providing special
and more selective support to particular
firms or activities? Possibly.
Governments have been experimenting
with such selective interventions for a long
time. In the 14th and 15th centuries, English
monarchs encouraged further processing of
the wool industry.1 After World War II many
developing countries pursued “infant industry” strategies to support local industries by
erecting import barriers—with nominal tariff rates for consumer goods exceeding 250
percent in Argentina, Brazil, and Chile.2 In
the 1960s and 1970s several East Asian
countries undertook selective interventions
to support export-oriented industries—
prompting an ongoing and sometimes
heated debate on the desirability, efficacy,
and replicability of such strategies.3
The experiments continue to this day,
with governments pursuing a wide variety
of strategies and approaches. They vary in
their special efforts—to accelerate research
and development or regional development,
to promote foreign direct investment (FDI)
or exports, to help small or rural firms, to

target specific industries or activities. They
vary in their policy instruments, too, from
market restrictions, to special tax or regulatory privileges, to information-based strategies, to enclave approaches or “clusters,” to
directed or subsidized credit, to public risksharing. Some interventions have an economic rationale—externalities or other
market failures.4 Some may be regarded as a
form of “second best” response given slow
progress in addressing the basics.5 Yet others seek to accelerate growth by fostering
particular industries. Whatever the rationale, all such schemes must navigate the heterogeneous and self-interested requests of
firms, rent-seeking pressures, and other
sources of potential policy failure.
This chapter begins by examining some
of the general lessons in undertaking selective interventions. It then looks at emerging practices aimed at several common
objectives of such interventions: integrating firms in the informal and rural
economies, unleashing the growth potential of smaller firms, taking advantage of
international openness, and climbing the
technology ladder.

The allure—and traps—
of selective interventions
If specific activities or industries that are
sure to deliver strong benefits could be
identified and targeted cost effectively,
growth might be ignited or accelerated
without addressing the often difficult challenges in improving the basics of a good
investment climate. Such strategies also
hold great political appeal. Governments
often feel under pressure to be seen as promoting economic development, and firms
benefiting from preferential treatment welcome their special privileges.6 That is why
159
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governments explore the feasibility of various selective interventions.
Experience suggests that such strategies
are far from straightforward—and can go
spectacularly wrong. There are three general
challenges: identifying candidates that merit
special policy treatment, resisting rentseeking, and ensuring that any intervention is
cost effective.

Identifying candidates that merit
special policy treatment
Some interventions are motivated by broad
notions of market failure. As discussed in
chapter 3, research and development, FDI,
and (possibly) exports can create positive
spillovers for the economy, and so may be
BOX 8.1

Unforeseen successes in Bangladesh
and Kenya

Bangladesh and Kenya show how tough it is
for a government to predict a winning sector.
Garments in Bangladesh. Hoping to beat
U.S. quotas and get rid of old textile
machinery, South Korea’s Daewoo teamed
with a Bangladeshi entrepreneur in the joint
venture Desh garments in 1979. Desh’s
employees and managers spent some time
in Korea to learn new processes and managerial techniques. Nobody (not even Daewoo) had very high expectations for Desh,
but it turned out to be successful. Eventually, all but 5 of the 130 original workers left
Desh to create their own factories or join
other new businesses. Bangladesh became
a major player in the garment industry, with
close to 1 million workers, most of them
women, and exports in 2003 of $3.6 billion.
Horticultural products in Kenya. Over the
last 10 years Kenya has become a major

BOX 8.2

exporter of horticultural products—fruits, vegetables, and cut flowers.Among developing
countries, Kenya is now the second-largest
exporter of fresh vegetables to the European
Union and the second-largest exporter of cut
flowers.Horticultural exports exceeded $350
million in 2003, surpassing coffee exports, and
the sector employs over 135,000 people,
many of them women.The sector emerged
from the entrepreneurial efforts of firms, not
from government intervention.Smallholder
farmers, foreign investors, exporters from the
Kenyan Asian minority—all played important
roles in developing contract farming arrangements, introducing new technologies and
varieties, and connecting the horticulture sector to global markets.
Source: Easterly (2001); Rhee (1990); and English, Jaffee, and Okello (2004).

Picking “winners” can be an expensive
gamble—SOTEXKA in Senegal

SOTEXKA (Société Textile de Kaolack) was created around 1980. It was intended to be an
internationally competitive textiles and clothing conglomerate with a spinning, weaving,
knitting, dyeing, and printing factory in Kaolack and a garment factory in Louga.The initial $25 million investment was financed by
government-guaranteed loans and 28 percent direct government participation.
The factories, completed in the mid1980s, did not begin operating until 1989,

when the Kaolack factory operated briefly
at 20 percent capacity. It was shut down
after a few months because of technical difficulties and the inability to pay for cotton
and electricity. In 1990 it operated for just a
few months, but then shut down again.
Despite a series of efforts to revitalize the
initiative, success remains elusive.

Source: Golub and Mbaye (2002).

worthy of special treatment on this basis
alone. Even within a country the goal of
expanding economic activity and employment in a given location may prompt special
efforts by local governments to attract investment. Particular types of firms—such as
small and rural firms—are also often believed
to suffer special disadvantages that justify
additional measures.
In other cases governments seek to target
particular industries through special policy
treatment. Sometimes the choice of industry
to target might appear fairly clear: for example, many countries that are natural resource
exporters have an interest in increasing the
level of processing in their economies, and a
country endowed with tourism assets may
seek to leverage that advantage. Sometimes
governments look beyond obvious areas of
comparative advantage in the hope of promoting industries that promise even higher
returns. While schemes of the latter kind may
promise large benefits, experience shows they
are also far more challenging.
Industrial development is usually a process
of discovery, and it is difficult to predict what
a country or region will be good at producing.7 There is no shortage of examples of governments missing what turned out to be winners—garments in Bangladesh, cut flowers in
Colombia, software in India, horticulture in
Kenya, and Honda and Mitsubishi in Japan’s
automotive industry (box 8.1).8 And many
interventions targeting specific industries
have ended up producing losers (box 8.2).
Even where selective intervention seems
to have been successful, the contribution to
growth has been debated. For example,
recent work suggests that South Korea’s
promotion of its heavy and chemical industries did not have a clear impact on growth.9
Measures that curb competition can be particularly costly for the incentives firms face
to innovate and perform efficiently, retarding rather than helping the long-term
development of industries.10
Identifying specific industries that might
emerge as winners outside a country’s obvious areas of comparative advantage is
becoming even more difficult. The falling
cost of information, the greater mobility of
capital, the emergence of global supply networks, and ongoing advances in technology
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Figure 8.1 Competition has increased with more countries
exporting a larger range of goods
160
Countries reporting
exports
Number of countries

mean that patterns of industrial development and areas of competitive advantage are
shifting faster than ever before.11 Competition among countries is also intensifying.
When East Asian countries experimented with
selective interventions to support their exportoriented industries, few other developing countries were doing the same. Today it is difficult to
find a government without the same ambitions,
yet heightened competition reduces the
prospects for success. Since 1962 the number of
countries exporting electrical equipment has
tripled, and the number exporting motor vehicle parts has more than doubled (figure 8.1).
So strategies that may have worked in earlier
periods offer few insights into what might work
today. At best, identifying specific industries is a
gamble. Individual firms make such gambles as
a matter of course, but they are betting with
their shareholders’ money, and their shareholders capture the rewards—and take the risk of
losing their stake. When governments enter the
casino, they are betting with taxpayer resources,
which should mean something for the size of
the bet and the length of the odds they are willing to accept.
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Source: World Integrated Trade Solutions database (available at wits.worldbank.org).

Subsidized or directed credit can also obscure
the cost to taxpayers and other borrowers.
Schemes that create rents for firms are also
notoriously difficult to dismantle—even when
the costs clearly exceed the benefits. Firms benefiting from special privileges have strong
incentives to resist their removal and often treat
them as entitlements. Those who bear the burden of the distortion are typically more dispersed and have weaker incentives to organize.

Resisting rent-seeking
Successful interventions need to resist the
inevitable rent-seeking by firms. Most firms
regard their contribution to economic development as special in some way, and can be
willing to invest considerable resources in
making their case to policymakers. Selective
interventions that transfer costs and risks to
consumers, taxpayers, or others are enticing.
Forms of intervention that obscure the extent
of the transfer are particularly attractive.
Import barriers and other market restrictions have been especially popular. They offer
firms monopoly profits and reduce pressure to
perform efficiently. The costs to consumers
(including firms dependent on inputs from the
protected sector) through higher prices typically far exceed the benefits gained by the protected industry, but can be hard for consumers
to evaluate. Transferring commercial risks to
taxpayers—whether through government
guarantees of specific risks or broader pooling
of risks through public–private joint ventures
of various kinds—also weakens firms’ incentives to perform efficiently. The risks borne by
taxpayers are rarely accounted for explicitly.12

Getting value for money
Selective interventions would be less hazardous if governments could be reasonably
sure they would get value for money. Sometimes the results of intervention do meet
expectations. For example, successfully
attracting Intel to Costa Rica created considerable spillovers to the economy (see box
7.2).13 Recent work in the United States suggests that at least some cities that successfully attract major investments through
incentive schemes may also get value for
money when the benefits are construed
broadly, including increases in the local tax
base due to higher land prices.14
Unfortunately, good outcomes cannot be
taken for granted. For example, when offering
special incentives to attract investment, governments face a severe information disadvantage. They can never know the “right” level of
incentive to induce the desired behavior. They
can easily fall prey to opportunistic behavior
by firms to provide incentives when none
were necessary—or they can simply pay too
much.15 Particularly in a competitive setting,
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pressures on politicians to overbid may contribute to the “winner’s curse” that can afflict
bidders in any auction.16 Governments can
also fail to get value for money when the
incentive is paid up front or takes the form of
the provision of specific infrastructure and
the firm does not deliver as expected—as the
U.S. city of Indianapolis recently discovered
(see box 8.9).
Nor are the costs limited to forgone tax
revenues or specific public investments.
Schemes that involve market restrictions
transfer costs to consumers, and those
involving directed credit transfer costs to
other borrowers. Selective interventions can
also create distortions that ripple through
product and factor markets. Indeed, many
distortions in countries’ investment climates today are the legacies of earlier efforts
to intervene selectively.

Overall lessons of experience
Before looking at particular strategies, it is
useful to spell out some general lessons. In
theory, selective interventions can yield
positive social outcomes. In practice, cases
of unambiguous success are rare, and there
are many examples of costly failures, even in
developed countries with abundant technical expertise and well-established checks on
rent-seeking. Selective interventions that
target specific industries outside a country’s
obvious areas of comparative advantage are
most clearly a gamble. But a review of international experience reveals no sure-fire
strategies even for less ambitious schemes,
suggesting that the analogy applies more
broadly. The potential size of the reward is
obviously one factor governments need to
consider. But what determines the odds of
success in realizing those benefits in a costeffective way? Three factors stand out:
• Breadth of focus of the intervention.
Given the dynamic nature of industrial
development, the narrower the focus of
the intervention in terms of specific
firms or industries, the longer the odds
of success. Thus measures to encourage
FDI or technological progress in general involve fewer risks than those
focusing narrowly on a specific firm or
industry.

• Relationship with the basics of a sound
investment climate. Given the many factors that shape the incentives for firms to
invest productively, the more a scheme
tries to substitute for inadequacies in the
basics of a sound investment climate,
rather than build on them, the longer the
odds of success.
• Quality of governance. Selective interventions do not necessarily require more
expertise or resources than more basic
measures—indeed, many demand less.
But selective interventions are more vulnerable to rent-seeking by firms and officials, and the weaker the restraints on such
behavior, the longer the odds of success.
When positive outcomes cannot be
assured, the size of the bet matters. Schemes
involving large budget outlays, transferring
substantial risks to taxpayers, or creating
serious market distortions involve greater
stakes than measures focusing on the dissemination of information—although even
those can be costly. Beyond such calculations, what else might governments do to
reduce the risks inherent with selective
interventions? International experience suggests six basic guidelines for the design and
implementation of any such scheme:
1. Have a clear objective and rationale.
Unless a clear objective is stated, it will be
impossible to judge whether a scheme is
meeting its intended goal at all, let alone cost
effectively. Often multiple (and sometimes
conflicting) goals are pursued simultaneously.17 Schemes with vague objectives or
rationales can also mask the conferral of benefits on politically influential groups without
broader social benefit.
2. Focus on the sources of problems, not the
symptoms. Many obstacles facing firms stem
from government failures in other areas—
weak protection of property rights, red tape,
corruption, dysfunctional infrastructure policies, or government crowding out credit markets. Progress in addressing the underlying
causes promises a broader and more sustainable impact than targeted measures that may
introduce new distortions or simply distract
attention from dealing with those causes.
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3. Match the instrument to the rationale.
Different rationales call for different instruments. Financial market interventions will
rarely be the most effective way to address
potential spillovers. Tax incentives do not
address credit market constraints. The provision of public infrastructure has no clear
impact on incentives to innovate, and the
conferral of market restrictions weakens
those incentives.
Where a selective intervention is intended
to address poverty alleviation or other social
objectives, policymakers need to consider a
range of alternative instruments. For example, direct transfers to individuals or the provision of education or training are usually
more effective at helping poor people than
providing support to firms that employ poor
people, because in the latter case owners and
managers will capture many of the benefits.
4. Maintain discipline. One of the key failings
of traditional import replacement strategies
was that firms faced little discipline to
improve their performance. Instead, firms
typically grew complacent, dependent on
ongoing public support. Many forms of
financial and other support to firms have also
not been conditional on performance, resulting in weak discipline even in repayment, let
alone delivering the intended social benefits.
Where feasible, special policy treatment
should be conditional on demonstrated performance against objective criteria.18 South
Korea’s interventions to promote exportoriented firms benefited from performancerelated discipline.19 That discipline can take
many forms. Rather than providing upfront payments or tax holidays, support
might be based on accelerated depreciation
and so accrue to firms only if they make the
intended investment.20 Making any special
treatment time-bound can also impose
more discipline on firms.
5. Be transparent. Transparency is the key to
disciplining both governments and firms.
Rent-seeking is behind many demands for
special treatment, and benefits can easily be
tied to corruption. Schemes that give officials
significant discretion in selecting eligible
firms create uncertainty for firms—and
opportunities for abuse. Transparency in the

design of the scheme—including the level
and form of the support provided and the
beneficiaries of that support—facilitates regular public scrutiny of program effectiveness.
Well-defined objectives, instruments, and
performance measures all play a role. Being
transparent is easier with explicit subsidies
and tax incentives. It is harder to evaluate
market restrictions, directed credit, or other
schemes where the level of private benefits
and social costs are opaque and thus more
vulnerable to capture and misuse. Most
Organisation for Economic Co-operation
and Development (OECD) countries and a
growing number of other countries publish
estimates of the cost in tax revenue of preferential treatment.21
6. Review schemes regularly. Even schemes
that meet the first five criteria may fail to
deliver intended results, create unanticipated
distortions, or not keep up with changing
conditions. Yet the beneficiaries of such
schemes have strong incentives to resist
efforts to dismantle them. That makes it
important to review schemes at regular intervals. Botswana and Taiwan, China, eliminated schemes following reviews that raised
concerns over their effectiveness.22 Policymakers can ensure that schemes have sunset
clauses making continuation or extension
beyond a specified date conditional on a
transparent evaluation of costs and benefits.23
The time between reviews needs to be long
enough to give firms some predictability—
but not too long (in all but the most capitalintensive industries).

Experience in specific areas
Beyond attempts to pick winners, governments often use selective interventions to
hasten progress toward a subset of the goals
that a good investment climate can deliver. As
discussed in chapter 3, these include:
• Integrating informal and rural firms
• Unleashing the growth potential of
smaller firms
• Taking advantage of international
openness
• Climbing the technology ladder.
What has been learned?

163

10_WDR_PO3_Ch08.qxd

164

8/24/04

11:55 AM

Page 164

WORLD DEVELOPMENT REPORT 2005

Integrating firms in the informal
economy
The informal economy comprises a diverse
set of firms and so calls for a multidimensional approach (chapter 3). Strategies for
strengthening incentives to become formal
were discussed in chapter 5. Here the focus
is on the possible role of selective interventions to improve the conditions facing
microentrepeneurs in the informal economy. Those firms benefit from the basics of
a sound investment climate—from more
secure property rights, better approaches to
tax and regulation, more efficient finance
markets and infrastructure, and well-functioning labor markets. Some governments
do more.
Expanding voice and access. A first step in
dealing with the concerns of microentrepreneurs in the informal economy is to give
them more voice in policy circles. Many are
not recognized by the government and not
seen as constituents, but there are examples
of their voices being heard. In Ahmedabad,
India, the Self-Employed Women’s Association helped organize 550,000 women to
provide cooperative financial, health, and
childcare services. It has also worked with
the Ministry of Urban Development and

BOX 8.3

Integrating informal traders in Durban

With South Africa’s transition from
apartheid to democracy in 1994, the status
of small business development rose in
national economic policy thinking. Under
apartheid, many informal activities were
disallowed. For example,“move-on laws”
dictated that street vendors had to move
their sites of trading every half hour.
The Amended Businesses Act allowed
local authorities to formulate bylaws over a
wider range of activities. With only one in
three economically active people
employed in the formal sector, Durban
responded by establishing a Department of
Informal Trade and Small Business Opportunities, which came up with innovative
approaches to support informal enterprises
and expand their link to the formal sector.
Treating informal activities as contributors
to the local economy is apparent in the
structure of levies, the system of registration, and the provision of services.

Durban charges less than other cities for
the use of inner-city space. Flat rates are still
charged for sites, but a new policy recommends charging formal and informal firms
different rents and rates for different levels
of service. Decentralized registrations and
pay points reduce transaction costs for
poorer traders. An integrated information
system is being developed to link incentives
(such as access to subsidized training) to
registration.
The program benefited from consultations. Durban engaged in a year-long consultative policy development process about
priority issues, eliciting the views of formal
and informal business associations, politicians, civil society, and community organizations. Informal traders are now represented
as stakeholders in pilot initiatives in areabased management.
Source: Lund and Skinner (2004).

other local groups to draft a national policy
to give street vendors legal status and
address crime and licensing.24 Durban,
South Africa, shows other ways for governments to expand the opportunities for
important sectors in the informal economy
(box 8.3).
Improving access to credit. Microfinance
offers an important source of external
credit for informal firms without collateral,
and can help microentrepreneurs build
viable firms (chapter 6). While most microfinance programs have been funded by governments and donors, efforts are now shifting to fostering commercial microfinance
institutions—by removing regulatory
impediments, supporting credit information bureaus, and ensuring that noncommercial entities do not undermine market
development (see box 6.3).
Fostering links with formal firms. Promoting links with formal firms, often seen as a
key way to bring informal firms into the
formal economy, is seldom successful. Even
so, initiatives that facilitate information
sharing can be low cost and help match
suppliers and buyers. PROMICRO in Central America provides an example: International organizations, nongovernmental
organizations (NGOs), and local associations of microenterprises have joined to use
the Internet to link firms across five countries and disseminate information on sectorspecific events of interest, economic data,
and links to related sites.25

Integrating firms in the rural
economy
Integrating rural firms can overlap with
addressing informality, because many
firms in rural areas are informal. However,
rural locations bring added challenges.
Some of the main impediments for rural
firms are inadequate infrastructure and
public services, and difficulty in getting
credit (chapter 3).
Expanding infrastructure and public services. Expanding infrastructure and public
services in rural areas is an important part
of any strategy for integrating the rural
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economy, but subsidizing services for rural
communities is difficult to sustain for
resource-constrained governments (chapter
6). Some governments are responding by
removing obstacles to the entry of small
commercial providers, which play a big role
in providing electricity services in rural
areas in countries such as Cambodia.26
Improving access to credit. Thinking on how
to improve access to credit in rural areas is
evolving (chapter 6). The early emphasis on
providing subsidized or directed credit
through public agencies often had disappointing results (box 8.4). Schemes proved
unsustainable and failed to reach the majority of farmers.27 They also discouraged the
entry of private financial intermediaries.28
The programs generated an unintended
“grant” in the form of negative on-lending
interest rates, captured by wealthy and
influential groups rather than the poor.
Loan repayment rates of subsidized credit
often dropped well below 50 percent, and
the costs of subsidies ballooned.29
The traditional approach was based on
misconceptions about the rural credit market: rural communities were seen as too
poor to save, so efforts concentrated on
credit. Financial institutions were discouraged from mobilizing rural savings, which
might have been available for lending to
entrepreneurs and households. Yet the lack
of savings institutions is cited as a significant constraint in rural surveys.30
The new emphasis is on improving the
investment climate for commercial
providers of finance, including stronger
property rights and better regulation.
Improving the environment for microfinance can also extend more credit to the
rural poor.31 Approaches are being developed to adapt microfinance to the needs of
rural areas for seasonal borrowing and nonfarming activities.32
Supporting rural extension services. Extension services can help to improve agricultural productivity and increase rural
incomes, and some studies have found high
rates of return.33 Public provision of these
services, however, has often been plagued
with poor accountability, poor coordination

BOX 8.4
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Rural credit in Brazil

The Brazilian rural finance credit program
illustrates some of the problems in directed
credit programs.
Although many rules for directed lending have been relaxed recently, it remains
an important source of credit (about 38 percent of lending in Brazil in March 2002).
These programs, along with below market
interest rates, segment markets and distort
prices, raising the overall cost of capital.
Loan recovery remains low, and public sector banks, with poor loan portfolios and
operating inefficiencies, required recapitalization in June 2001.

Rarely did directed credit programs
reach their targeted recipients: the largest 2
percent of borrowers receive more than 57
percent of the loans; the smallest 75 percent
of borrowers receive a mere 6 percent.
Wealthy farmers seem to have captured the
subsidies, pushing up rural land prices as
subsidies were capitalized into land values.
The cost of funding these subsidies, borne by
mandated lending rather than the Treasury,
widened interest rate spreads and increased
the cost of finance for nonpriority sectors.
Source: Klapper and Zaidi (2004).

with agricultural research, and unsustainable finance. New approaches try to address
these problems, contracting service delivery
to private providers, decentralizing program
design and management, and making programs more demand-driven. But financial
sustainability remains a challenge.34 Fee-forservice arrangements improve sustainability
but reduce demand from poorer farmers.
Decentralization can enhance accountability, but it also increases the risk of political
interference.
Providing tax incentives. Many countries
offer tax breaks, particularly to larger firms
that locate in rural areas. Beyond appeals
for creating jobs and diversifying activities
in areas with higher poverty, there can be a
justification given the more limited availability of public services.35 But reducing
taxes also reduces the resources governments have to improve those services.

Unleashing the growth potential
of smaller firms
Governments often give special attention to
the needs of small formal firms. While
many of the bolder claims about the contribution small firms make to growth are difficult to substantiate (chapter 3), they do
tend to face disproportionate burdens in a
poor investment climate and have more difficulty getting credit than larger firms.
Improving the basics of a sound investment climate will provide disproportionate
benefits to smaller firms. This includes
improving the security of property rights,
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reducing red tape, improving the efficiency
of tax administration, curbing corruption,
improving the functioning of finance markets, and strengthening infrastructure. Some
governments go beyond this by providing
special benefits to smaller firms.
Improving access to credit. The disadvantages smaller firms face in getting credit
stem from information asymmetries, are
exacerbated by weak property rights, and
are further compounded when governments create other distortions in financial
markets (chapter 6). Instead of addressing
these problems, many governments come
up with special schemes to provide directed
or subsidized credit to small firms. These
schemes have a poor track record in developing countries. Loans tend to go to politically connected firms. Weak repayment discipline jeopardizes sustainability. And
subsidized credit crowds out potential
providers of credit on a commercial basis.36
Nor do subsidized loans help most firms
grow faster.37 A survey of small firms in
South Korea found that subsidized credit
was no more valuable than commercial
credit, mainly because of narrow eligibility
criteria and delays in obtaining the funds.38
Efforts to expand access to finance will also
have little impact when other investment
climate concerns reduce the incentives for
firms to reinvest their own resources.39
Providing business development services.
Small firms are often assumed to face special difficulty in obtaining access to business
development services—training, consulting, marketing, technology transfer, and
business links—tailored to their needs. Traditionally, governments or donors created
public institutions, or arranged for NGOs
to deliver these services to firms for free or
at highly subsidized rates. The efforts were
generally found to be ineffective, with low
take-up rates, cost overruns, and difficulties
in tailoring services to the needs of clients.
These efforts also deterred the emergence of
commercial providers of these services.
More market-friendly approaches are now
being explored that aim to increase outreach to currently underserved sectors with
self-sustained and cost-effective pro-

grams.40 However, experience highlights the
possible conflicts in trying to achieve outreach and sustainability simultaneously,41
and the cost-effectiveness of the newer
approaches has not yet been evaluated.42
Fostering industry clusters. Agglomeration
economies associated with proximity to other
firms can stimulate productivity upgrading
and growth.43 Efforts to stimulate those
economies through industry clusters gained
momentum in the 1990s as a way of helping
small firms grow and upgrade through
sharing complementarities.44 A recent study
identified more than 500 such initiatives,
mainly in developed and transition
economies.45 But governments have difficulty identifying sectors where clusters will
succeed,46 and the heterogeneity of clusters
makes it difficult to come up with recipes for
successful intervention.47 In clusters of lowproductivity firms there is also a tradeoff
between strengthening individual firms and
reinforcing their synergies, and opportunistic behavior by firms can undermine collective services.48
Experience shows that cluster initiatives
need to be private sector–driven and that
public support cannot substitute for lack of
private commitment. A review of U.S. Agency
for International Development (USAID)
experience in cluster development in 26
countries concluded that large amounts of
public funding weakened local ownership of
projects.49 The success of cluster initiatives
depends on firms being able to work together
for their common interests. Overcoming animosities among firms can be challenging, as a
donor-driven initiative in the Mongolian
cashmere sector discovered. In that case,
however, the realization of benefits from new
markets built further trust in the process and
led to the sector’s expansion.50
Providing market privileges. Some countries erect regulatory barriers to shield
smaller firms from too much competition
from larger firms. But regulatory barriers
also discourage firms from growing. Consider the reservation of market segments for
small firms in India. In addition to limiting
participation by larger and more efficient
firms—to the detriment of consumers—the
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scheme kept firms small, stunting overall
productivity growth (box 8.5).

Taking advantage of international
openness
FDI and exporting both have the potential
to provide spillovers to the local economy
(chapter 3). To capture these benefits, many
governments pursue selective interventions
to attract FDI, promote exports, or both.
Enclaves and export processing zones. One
way to begin improving the investment climate in difficult environments is to create
enclaves that provide participating firms
with better security and infrastructure and
a less burdensome tax and regulatory environment. Enclaves allow governments to
focus efforts on a specific geographic location. They can also be used to test new policy approaches—as China did with its Special Economic Zones after 1980 (box 8.6).
Export processing zones (EPZs) are a
common example of enclave approaches.
By the end of 2002 some 3,000 EPZs had
been created in 116 countries, providing
jobs for some 43 million workers—most of
them women (table 8.1).51
Despite their popularity, not all EPZs succeed. Countries with poor protection of
property rights, weak governance, or poor
infrastructure can fail to attract investors to
their EPZs.52 Even in successful cases closer
analysis suggests the EPZ was often complemented by other favorable factors (box 8.7).53
The benefits from enclave approaches
are inherently limited when they confine
investment climate improvements to one
area—or confer special privileges that cannot be easily generalized to the broader
economy. This is likely to be especially
problematic in small economies without a
developed industrial base. Without a broad
base of local suppliers, enclaves are less
likely to develop linkages and channels for
spillovers to local firms or to create constituencies for broader trade liberalization.
They are most likely to generate benefits the
more they are integrated into a broader
strategy to test and demonstrate the benefits of reforms and to progressively improve
the investment climate for the broader
economy, as in China.

BOX 8.5

Staying small in India—by design

Since 1967 the manufacture of specified
product lines in India has been reserved for
small firms (with investments in plant and
machinery of up to about $200,000).The list
of reserved product lines has grown from
47 when the scheme was introduced to
some 675 items in 2004. Once a product line
is reserved, no new medium or large firm is
allowed, and those already producing the
product are restricted to the highest annual
level achieved in the three years preceding
the date of reservation.
Reservation tends to motivate many
small firms to “stay small.” If they do increase
operations, they do so by establishing more
small units.The policy, encouraging stagnation and incurring high costs for producers
and consumers, has hampered growth in
light engineering and food processing, as
well as in textile and leather exports. Survey
results and empirical tests show that firms
manufacturing reserved products operate at

BOX 8.6
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lower capacity than those producing unreserved items, are technologically less
dynamic, and perform less well in productivity and even in profitability.
As much as it intends to protect small
firms, the reservation policy is self-defeating. Many reserved products are either
freely importable or local levels of production are low. A review in 1997 found that
more than 550 items on the list of reserved
products could be freely imported, and as
many as 90 were manufactured by just one
firm. Sixty-eight items accounted for 81 percent of the total value of production of
reserved products and 83 percent of the
firms.The review recommended abolishing
the reservation system. By the end of 2003,
165 items had been taken off the list.
Source: Morris and others (2001); Hussain (1997);
Gupta (1999); India–Ministry of Small Scale
Industries (2003); Harsh (2003); Katrak (1999);
World Bank (2003c); and Deccan Herald (2003).

China’s special economic zones

In 1980 China designated four Special Economic Zones: three in Guandong province
(Shenzhen, Zhuhai, and Shantou), and one in
the Fujian province (Xiamen), adjacent to
Hong Kong, China, and Taiwan, China, respectively.The zones offered special incentives to
foreign investors, including tax breaks and
duty exemptions for exporters and flexible
labor regulations. Infrastructure and the legal
framework for FDI were also improved.
Domestic firms were encouraged to establish
links with foreign investors. In fact, a thriving
domestic private sector developed in the
zones, favored by learning from FDI and by
the better investment climate.
Two factors contributed to the success
of the first zones. One was the proximity to
fast-growing Hong Kong, China, and Taiwan,
China, whose investors were attracted by
the low cost of land and labor in the zones.
The other was the agreement between central and provincial authorities to share fiscal
revenue, an incentive to develop infrastructure in the zones.
FDI in the zones shot up from $23.4 million in 1980 to $672 million in 1993 in the
Shenzhen zone alone.The average annual
growth rate exceeded 35 percent in
1980–95, three times China’s average.The
growth was mainly driven by the expansion

of light manufacturing, real estate, and later
financial services. In Shenzhen exports grew
at an average of 75 percent. While most
inputs were imported initially, local content
grew in the early 1990s, showing further
integration of the zones into the domestic
economy.
The zones soon expanded to other
areas. In 1984 14 coastal cities and Hainan
Island opened to foreign investment. In the
late 1980s more coastal areas opened to
create a coastal belt, including the Yangtze
River Delta, the Pearl River Delta, and other
areas in Fujian, Shandong, Liadong, Hebei,
and Guangxi provinces. In 1990 the Pudong
New Area was created in Shanghai along
with other cities in the Yangtze River valley.
Since 1992 border areas and the capital
cities of all inland provinces have been
opened to foreign investment, as the Chinese authorities try to balance the previous
concentration of foreign investment in
coastal areas.The eastern provinces along
the coast still account for 85 percent of the
accumulated stock of FDI. Fiscal incentives,
such as tax holidays, vary across zones—
and are generally more generous in exportoriented and high-tech sectors.
Source: OECD (2003b);Chen (2002);and Ge (1999).
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Table 8.1 Export processing zones have proliferated into the thousands

Countries with EPZs
EPZs
Employment (millions)
China
Other countries with available figures

1975

1986

1995

1997

2002

25
79
..
...
0.8

47
176
..
..
1.9

73
500
..
..
..

93
845
22.5
18
4.5

116
3,000
43
30
13

Note: .. = not available.
Source: ILO (2003a).

Promoting exports. To encourage exporting,
governments often provide duty exemption
and drawback systems, provide export
credit, and support trade promotion activities. Because benefits granted on the condition of meeting export targets can distort
international trade flows, they are being
phased out under World Trade Organization (WTO) rules (box 8.8). Duty drawback
systems and export subsidies helped expand
East Asian exports, but many countries have
embarked on similar strategies with little
success.54 These programs often require
burdensome procedures and paperwork
that increase costs and create opportunities
for corruption. The problems can be especially severe in countries with weak tax and
customs administrations.
Information asymmetries in international markets are sometimes used to justify
government support for trade promotion
activities. Many countries have created
trade promotion organizations to conduct
market research, organize trade fairs, pro-

BOX 8.7

vide advice on trade logistics, and, in some
cases, administer export incentives. With a
few exceptions (Australia, Finland, Ireland,
New Zealand, and Singapore), the results
appear to have been modest. One clear lesson is that export promotion activities cannot substitute for progress on more fundamental obstacles to successful exporting,
including a poor climate for firms to
develop world-class products and weak
transport infrastructure.55
Providing incentives to attract FDI. In the
mid-1990s more than 100 countries offered
fiscal incentives to attract FDI, a trend that
continues.56 A recent survey of 45 developing countries found that 85 percent offered
some kind of tax holiday or reduction of
corporate income tax for foreign investment.57 The incentives can be substantial
(table 8.2). In Tunisia incentives for FDI
amounted to almost 20 percent of total private investment.58 In Vietnam it was estimated that the revenue loss from incentives
reached 0.7 percent of GDP.59 The package
India offered Ford in 1997 was estimated to
cost $420,000 per job.60 Incentive packages
often include tax incentives, special regulatory exemptions, subsidies, and public
funding of related infrastructure.
Do these incentives actually influence
the decisions of firms? The answer seems to
be sometimes. Firms tend to assess investment opportunities, including relevant gov-

Export processing zones in Mauritius and the Dominican Republic

Despite their popularity, not all EPZs meet
expectations. Experience in Mauritius and the
Dominican Republic throw light on two
common issues.

Mauritius—More than just EPZs
Mauritius used EPZs as part of a successful strategy to spur export-led growth and diversify its
economy. EPZ status was granted to firms independent of location. Manufactured exports
grew at 5.9 percent a year between 1991 and
2001, and accounted for 73 percent of merchandise exports in 2002. Employment in the EPZs
ranges between 80,000 and 90,000. Many workers and managers trained in the foreign sector
later created their own businesses. Economic
growth in 1980–2002 averaged 5.5 percent,
accompanied by substantial improvements in
human development indicators.

What accounted for the impressive performance? Certainly, the EPZs played a role. But
several complementary factors also seem to
have been important. Mauritius enjoyed fairly
stable macroeconomic conditions and high levels of political stability, contributing to the security of property rights. It also enjoyed preferential access to the apparel markets in the EU and
U.S. And the diversity of its population, with Chinese and French minorities and an Indian majority, helped attract investments from Hong Kong
and mediate investments in India.

Dominican Republic—The elusive quest
for backward linkages
Like many countries, the Dominican Republic
hoped to build backward linkages from its EPZs
to its local industries, so that local firms would
become exporters themselves.The Industrial

Linkages Program, developed in the late 1980s
and early 1990s, had the goal of developing
backward linkages to 40 local manufacturers
and $80 million of local value-added.
Progress has been disappointing. By 1993
only 12 local suppliers participated in backward
linkages, with local value-added of just $4 million.
Local value-added has remained low. In 2002,
only 55 of 720 EPZ firms purchased raw materials
from local firms, a decline from 61 the previous
year.Why? Local manufacturers, isolated from
competitive pressures by import substitution
policies, showed no interest in assuming new
risks to meet the standards of the EPZs.
Source: For Mauritius, Subramanian and Roy (2003);
Moran (2002); Rodrik (1999); and World Bank
(2004k). For Dominican Republic, Schrank (2001)
and Consejo Nacional de Zonas Francas de
Exportación (2002).
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The WTO and selective intervention

Selective interventions to promote firms or
activities may distort international trade and
harm other countries.To address these concerns
international agreements impose restrictions on
trade-distorting policies. Restrictions on export
subsidies date from 1947 in Article 16 of the
General Agreement on Tariffs and Trade (GATT).
The Uruguay Round of multilateral trade negotiations, which led to the creation of the WTO in
1995, set new limits on what governments can
do to support domestic industries, promote
exports, or affect the consequences of foreign
investment:
Subsidies. The Agreement on Subsidies and
Countervailing Measures prohibits subsidies
contingent on meeting certain export targets or
on using domestic rather than imported goods.
Other subsidies to specific firms or industries

may be challenged at the Dispute Settlement
Body by other WTO members if they hurt their
interests.
Trade-related investment measures. The
Agreement on Trade-Related Investment Measures (TRIMs) imposes limits on measures aimed
at extracting benefits from FDI.The agreement
includes a list of measures inconsistent with the
principles of national treatment and the GATT
prohibition of quantitative restrictions, including local content and trade-balancing requirements.
Intellectual property rights. The Agreement on
Trade-Related Aspects of Intellectual Property
Rights (TRIPs) strengthens the rules and enforcement of intellectual property rights. Practices
such as compulsory licensing and reverse engineering are limited by the agreement.

ernment policies, as a package. The level of
tax and other obligations can influence that
package but rarely will be enough to cancel
out other factors, including more fundamental concerns about policy stability, the
quality of infrastructure, and the quality of
a workforce. Indeed, the Bank’s Investment
Climate Surveys show that unreliable power
supply, weak contract enforcement, corruption, and crime can impose costs several
times greater than taxes (chapter 1).
The weight applied to any one factor
varies between industries and even between
firms in a single industry. Incentives will
typically carry less weight when firms are in
extractive industries or intend to serve the
local market. In such cases firms will usually
have identified the market for other reasons
and cannot pursue the same opportunity
elsewhere. Investments in manufacturing,
especially in export-oriented sectors, might
be more responsive to tax incentives.61 But
tax holidays are only rarely the decisive factor. A survey of 191 companies with plans
to expand operations found that only 18
percent in manufacturing and 9 percent in
services considered grants and incentives to
be influential in their choice of location.62
Of 75 Fortune 500 companies surveyed,
only four identified them as influential.63
When alternative locations are otherwise
closely matched, however, differences in tax
obligations can influence decisions at the
margin.

Services. Under the General Agreement on
Trade in Services (GATS), countries commit services to national treatment and market access
according to their own schedule, leaving room
to accommodate their policy goals.
The Doha Round of multilateral trade negotiations, launched in 2001, includes proposals to
negotiate a tightening of disciplines in the use of
agriculture subsidies and antidumping measures.
The above arrangements include special
and differential treatment for developing countries. For example, the prohibition of export subsidies is waived for countries with a GDP per
capita below $1,000.
Source: World Bank (2004d); Hoekman, Mattoo, and
English (2002); Hoekman, Michalopoulos, and Winters
(2003); and GATT.

Table 8.2 Effective reductions in corporate tax rates due to fiscal incentives (percent)

Effective tax rate (before incentives)

Philippines

Malaysia

Thailand

47

30

46

19

0

28

7

8

11

21

22

7

Reduction in effective rate due to:
Tax holiday
Indirect tax concessions
Effective tax rate (after incentives)
Source: Chalk (2001).

Do governments get value for money
when they offer special incentives? The
costs and benefits need to be assessed in
each case. If the firm would have made the
same investment without the incentive, or
with a lower level of incentive, the answer
would be no.64 Certainly the cost per job
created can be high, as the examples illustrate (figure 8.2). However, governments
are rarely interested only in the jobs associated with the immediate investment; they
usually expect broader benefits in spillovers
to local firms. Governments often also hope
that winning a major investment will signal
to the broader universe of investors that
their country is a good place to do business.
But experience suggests that these benefits
cannot be taken for granted.
The design of the incentive package can
also influence the net return to the
country.65 Incentive schemes that involve
up-front subsidies or the provision of
highly specific infrastructure are generally
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Figure 8.2 Incentives can be costly

150

Total budgetary cost
(right axis)
Cost per
job (left
axis)

2,000

100
1,000

50

0

Percent of GDP per capita

Thousands of dollars per job created

200

0
U.S.
7 plants
(1980s)

Germany
VW
(1997)

Brazil
3 plants
(1995–6)

Note: Percent of GDP per capita is PPP adjusted.
Source: McKinsey Global Institute (2003).

riskier than tax incentives, because if the firm
fails to deliver, the infrastructure may be of
less value to other firms (box 8.9). Tax incentives have the advantages of being reasonably
transparent and conditional on income
earned—if the investment does not proceed
or the firm chooses to relocate the government’s exposure will be limited. Providing
tax incentives based on accelerated depreciation can strengthen the link between the
incentive and actual investment.
It may not be necessary to offer tax holidays of long duration. Because of the discount rates firms apply when evaluating

BOX 8.9

Rolling the dice in Indianapolis

Governments often offer subsidy packages
to firms that promise to create jobs and
bring new technology. Experience in the
U.S. city of Indianapolis shows that the
expected benefits can remain elusive.
Local and state governments granted
up-front subsidies worth over $300 million
to build an advanced aircraft maintenance
center for United Airlines. The deal was
negotiated during an economic slowdown
in the early 1990s, and the authorities considered the subsidy was worth the promise
to create 5,000 high-paying jobs. That
number was never achieved, however, and
the company walked away in 2003 after

recession hit the industry and felt pressure
to cut costs.
The result: high sunk costs for state and
local governments in highly specific
infrastructure, resources that could have been
used for other priorities. In all likelihood, new
tenants for the facilities would come only if
new subsidies are offered. More than 80 firms
had been contacted to take over the maintenance center in the 18 months following its
closure.Yet the facility’s size and technological sophistication imply high operating costs,
a hard sell in a distressed industry.
Source: O’Malley (2004) and Uchitelle (2003).

investment opportunities, benefits occurring in the future are of declining influence,
and firms tend to apply bigger discount rates
to projects in countries they perceive to be
riskier. Often more important than the level
of tax rates is their predictability. Firms may
prefer to pay a fixed rate for a definite period
than pay no taxes now and an uncertain
amount in the future—Chile and Colombia
offer this option to foreign investors.66
A better strategy is to improve the quality of the overall investment climate, thus
reducing the pressure to compete on taxes.
Tackling bottlenecks of particular concern
to foreign investors (customs administration, property rights security) will likely do
more to make a location attractive—and
will benefit local firms, too. The same principles apply not only to efforts to attract
foreign investment, but also to subnational
governments that compete for investment
within a country (box 8.10).
Promoting inward investment. Governments also try to attract FDI through
investment promotion agencies (IPAs).
There are now at least 160 national and
more than 250 subnational IPAs, compared
with only a handful two decades ago.67
These agencies play a variety of roles
including the following:68
• Information dissemination. Collation
and presentation of information on the
local economy.
• Image building. Promoting the perception that the country is an attractive location for investment through activities
such as advertising and public relations.
• Investment facilitation. Helping investors
through administrative procedures and
clearances needed to set up and operate
business establishments. In some cases
IPAs serve as one-stop shops (chapter 5).
• Investment generation. Identifying and
directly targeting firms in sectors that
might be attractive for foreign investment through direct mailings, telephone
campaigns, and presentations to individual investors.
• Investor monitoring and aftercare. Assisting firms already established to continue
and expand their operations. This is
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Competing to attract investment within countries

Without specific efforts to influence location
choices, firms tend to prefer to locate in areas
with stronger investment climates and to concentrate to take advantage of product or factor
markets. Agglomeration economies help explain
the concentration of industrial activity in most
countries, with the effects reinforced by and
reinforcing the urbanization around the world.
To help spur agglomeration economies, build
their industrial base, or create jobs, many subnational governments or cities compete for investment in much the same way as their national
counterparts. As with competition for international investment, the broader investment cli-

mate is essential for success, including the security of property rights, adequacy of infrastructure, a skilled labor force, and the like.
Subnational governments also often extend
special incentive schemes. At least 20 U.S. states
were interested in the Mercedes-Benz plant that
finally located in Vance, Alabama, with a $153
million incentive package in 1993. More than
250 European locations competed for a BMW
plant that went to Leipzig with $224 million in
incentives in 2001. A recent study found that
revenue forgone by state and local
governments in the United States due to fiscal
incentives was up to $50 billion. In the mid-

emerging as an important function in
second-generation reforms.
• Policy advocacy. Identifying issues that
inhibit investment and advocating policy changes that might stimulate development. IPAs often act as champions of
reform in lobbying other government
agencies to correct observed problems.
This function, potentially the most
effective in attracting FDI, usually represents only a small part of the budget
(figure 8.3).69
There is some evidence that IPAs can
help countries attract FDI. One study found
that FDI increases by about 0.25 percent for
every 1 percent increase in the IPA’s budget.
IPAs appear to be more successful in countries where the investment climate is already
amenable to foreign investors: increases in
the budget of an IPA increased FDI nearly
twice as much in countries with the most
favorable investment climates than in countries with the least favorable.70 Success stories in investment promotion have been
costly in per capita terms, however, especially at the image building stage (table 8.3).
Fostering spillovers from FDI. Beyond
attracting investment, governments often
make special efforts to increase the likelihood of positive spillovers to the broader
economy. Governments often look to FDI
to help develop local industry and promote
technology transfer, but local suppliers and
partners may not develop automatically. In
the past governments used import restric-

1990s some Brazilian states also joined the competition for automobile plants, offering incentive packages in the range of $54,000 to
$340,000 per job.
Most of the issues associated with attracting
investment at the national level apply to subnational governments as well.This includes the difficulty in assessing whether any incentives
offered are necessary or cost-effective. Similar
design issues can arise as well.
Source: Yusuf (2003); Scott and Storper (2003); Charlton (2003); Christiansen, Oman, and Charlton (2003);
and Peters and Fisher (2004).

tions and local content or joint venture
requirements to promote the likelihood of
FDI spillovers. Difficulties with those
approaches have led more recent efforts to
focus on incentives to encourage the desired
behavior from foreign investors.71
Local content requirements have been
used to ensure that foreign investors use
inputs from local firms. Because the evidence suggests that local firms benefit from
supplying foreign-owned firms (see chapter
5), this might seem to be a way of increasing
the benefits from FDI. Unfortunately, such
restrictions also increase the costs of FDI,
reducing the foreign investors’ incentives to
enter and expand production (box 8.11).
Local content requirements in the automobile sectors in Chile and Australia also
resulted in large inefficiencies.72 Local content requirements are also inconsistent with
international trade rules and so are being
phased out (see box 8.9).
Another approach has been to require
foreign investors to participate in joint

Figure 8.3 Policy advocacy by
investment promotion agencies
receives a small share of budget
40
Investment generation
Investor services
Percent of total budget

BOX 8.10
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30
Image building

20

10
Policy advocacy

0
Source: Morisset and Andrews-Johnson (2003).

Table 8.3 IPAs are not cheap
Annual FDI
promotion budget
($ million)

Population
(millions 1999)

Per capita budget
($)

Singapore (EDB)

45.0

3.2

14.06

Ireland (IDA 1999)

41.0

3.7

11.16

Costa Rica (CINDE)

11.0

3.5

3.14

Mauritius (MEDIA 1996)

3.1

1.2

2.58

Dominican Republic (IPC)

8.8

8.4

1.05

15.0

22.7

0.66

Malaysia (MIDA)
Source: Velde (2001).
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Fixing the FDI strategy for Mexico’s computer
industry

In 1985 computer production in Mexico was
protected by import quotas. Local content
requirements were set at 25 percent for
minicomputers and 35 percent for microcomputers for the first year, rising to 50 percent and 60 percent in the third and fourth
years. Foreign ownership was allowed as a
minority share in joint ventures with local
firms.The market was dominated by joint
ventures involving two U.S. firms, Apple (58
percent) and Hewlett-Packard (18 percent).
High protection meant computer prices
in Mexico were 74 percent higher for Apple
and 61 percent higher for HP models than
in the United States. Both firms were assembling computers at volumes well below the
efficient scale of 20,000 units annually.The
perverse incentives of this policy surfaced
when IBM presented the Mexican government with a proposal to invest in a wholly
owned export-oriented facility to produce

between 100,000 and 180,000 computers a
year.
The proposal triggered strong opposition from domestic suppliers.Their
argument was that the large investment
would create a monopoly, crowding out
domestic players—but the prediction was
not fulfilled when the IBM proposal was
accepted. Indeed, competition increased as
other foreign firms, including Apple and HP,
also invested in wholly owned large facilities.The share of imports in the final product decreased and the component industry
gained technological upgrading. With these
investments, computer exports surged from
$21 million in 1985 to $252 million in 1989,
and $9.6 billion in 2001.

Source: Moran (1998) and OECD International
Trade by Commodity Statistics Database.

ventures with local partners. In some cases
these requirements have been used to benefit specific local firms by allowing them to
participate in a lucrative foreign investment, but they are also intended to increase
technological spillovers. As with other
mandatory measures, however, they have
costs. They may deter rather than encourage investment, and they can make foreign
firms wary about using advanced or sensitive processes, reducing rather than enhancing spillovers.
BOX 8.12

Because foreign investors in the automobile sector in China were required to have a
local partner, major international firms were
reluctant to use up-to-date processes. As a
result, manufacturing methods lagged
behind industry standards by about 10
years.73 Similarly, Kodak was required to
have local joint venture partners in its
investments in China but allowed to have
one wholly owned subsidiary. It invested six
times more in the wholly owned firm than it
did in the average joint venture partner. Its
wholly owned subsidiary ended up producing its most advanced film and camera technologies, while the joint ventures produced
conventional film under the Kodak label.74
Another strategy is to work with foreign
affiliates and local firms to overcome information and cultural barriers. These programs are often combined with incentives
to help the domestic suppliers meet the
production standards demanded by foreign
investors. This approach has been followed
in economies such as Ireland, Malaysia, Singapore, and Taiwan, China (box 8.12).75

Climbing the technology ladder
Technological progress plays an important
role in economic growth, leading many
governments to encourage innovation
(chapter 3). But innovation is not limited to
activities that might merit a patent. It
includes more modest advances and the
implementation of better business processes.

Successful “linkage programs” in Singapore and Ireland

Singapore and Ireland illustrate the potential
impact of well-designed programs to foster
spillovers from FDI.

ing 670 local businesses with 30 foreign
affiliates and 11 large local businesses and government agencies in 1999.

Singapore’s Local Industry Upgrading
Program

Ireland’s National Linkage Program

To promote technology and skill transfers from
foreign firms to local suppliers, Singapore’s Economic Development Board (EDB) offered organizational and financial support. An engineer or
manager from the foreign firm was paid by the
EDB for two to three years to select and assist
local suppliers.Thirty-two partnerships were
created between 1986 and 1994 involving 180
domestic suppliers.The electronics industry was
the biggest sector, followed by services. Productivity of suppliers in the early stages rose by an
average 17 percent, and value added per worker
increased by 14 percent.The program was link-

Ireland’s Industrial Development Agency (IDA)
led a consortium of agencies that identified
potential linkages in a range of sectors, developed a group of domestic suppliers, and offered
buyer support and development services.The
program targeted “winner” companies in
selected sectors and worked with them to
enter subcontracting arrangements with multinational firms. Between 1985 and 1992, foreign
affiliates increased their local purchases of raw
materials by half (from 438 to 811 million Irish
pounds) and their purchases of services by one
third (from 980 million to 1.46 billion Irish
pounds). In the electronics industry, local sourc-

ing increased from 9 to 19 percent during that
period. More than 200 foreign firms and 83
domestic firms participated. Suppliers saw sales
rise by 83 percent, productivity by 36 percent,
and employment by 33 percent—and some
became international subcontractors.The purchase of Irish materials and services by foreign
affiliates supported by IDA in 2001 reached
€5.49 billion and €5.12 billion respectively.
The programs in Singapore and Ireland share
two characteristics. First, they are market-based,
creating fewer distortions than imposed local
content requirements. Second, they combine
policy advocacy, proximity to suppliers, and specific linkage opportunities.Their goal is to reduce
the risks perceived by suppliers and buyers.
Source: Battat, Frank, and Shen (1996); UNCTAD
(2001b); and Ireland–IDA (2002).
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Selective interventions

It also involves lots of adaptation and adoption—countries don’t need to invent everything afresh. This underlines the importance of reducing barriers to trade and
FDI—and to the competition that provides
incentives for firms to improve their productivity.
As countries move closer to the technological frontier, governments often seek to
encourage original innovation in their
economies, including local R&D. To do so,
governments have experimented with a
range of selective interventions. The costeffectiveness of these schemes has not been
evaluated in all cases, but their impact is
likely to depend on the adequacy of other
aspects of the investment climate critical to
innovation, including a skilled labor force,
competitive pressure, and the protection of
intellectual property rights. Without those
elements, it is not clear that government
interventions can do much to increase R&D.
Providing tax incentives, grants, and financial market interventions. Many governments provide tax deductions to encourage
private R&D. Some developed countries
offer tax credits, full expensing of R&D, and
even double deductions of some R&D
spending (table 8.4). Although these
schemes are not too costly, they have their
weaknesses. Firms may claim R&D deductions for spending barely linked to any real
R&D. Firms also tend to choose projects
with the highest rates of private return, not
those with the largest spillover effects.76 In
the United States almost 80 percent of tax
returns claiming R&D credits are audited,
with an average downward adjustment of
20 percent of the claimed credits.77 While
some studies of Pakistan and Canada found
evidence that R&D incentives were costeffective, others are more skeptical.78
The use of R&D tax incentives, grants, or
a combination of both varies from country
to country (figure 8.4). Grants are preferred
by governments that want to influence the
type of R&D, but this raises more difficulties in governments “picking winners” than
broadly based tax incentives. Interestingly,
Sweden and Finland, two countries with
high levels of private R&D, do not offer
substantial direct or tax support.79 Some
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Table 8.4 Fiscal incentives for R&D in selected developing countries
R&D depreciation
rate

Country

R&D capital depreciation
rate

Tax credit
rate

Brazil

100%

100%

None

India

100%

100%

None

South Korea

100%

18–20%

10–25%

Mexico

100%

3 years’ straight-line
depreciation

None

South Africa

100%

25%

None

Taiwan, China

100%

Same as other investment

15–20%

Malaysia

200%

Same as other investment

None

Note: Depreciation methods of 100 percent or more indicate full expensing of R&D.
Source: Mani (2001a) and de Ferranti and others (2003).

countries have also used financial market
interventions to encourage firms to pursue
R&D, including directed credit schemes
(South Korea) and venture capital funds
(Malaysia).80
Other strategies for supporting local R&D. To
support innovation, the public sector can
undertake R&D activities directly—on its
own or with private partners. The experience
is mixed, however (box 8.13). The government is seldom in a good position to judge
the types of research that would help firms or
have market potential. There is also a debate
about whether public R&D would crowd out
or complement private efforts. A review of
the econometric evidence finds mixed results,
but concludes overall that well-designed
efforts can be complementary.81
Fostering high-tech industrial clusters has
also met with mixed results. Following the
Figure 8.4 Grants make up the lion’s share of public funding for private
R&D in many developed countries
Tax credits Grants

Australia (1997)
Canada (1995)
France (1997)
Japan (1997)
Netherlands (1997)
United States (1999)
0
Source: OECD (2003f).
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Public-private partnerships for R&D

Many governments have established R&D
centers to promote the technological
upgrading of firms.The support of the
Industrial Technology Research Institute in
Taiwan, China, helped spin off the first integrated circuit manufacturer. However,
attempts to create partnerships between
R&D centers and private firms do not always
meet expectations.
In the Philippines the Department of
Science and Technology had little interaction with industry. Its staff did not have very
high qualifications and were not in touch

with international technological advances.
In India the network of publicly funded
research organizations under the Council of
Scientific and Industrial Research had little
contact with industry. Latin America has its
own cautionary tales. Competing agendas
between different government agencies in
Brazil and Argentina made public–private
partnerships in R&D ineffective.

Source: UNCTAD (2003c); de Ferranti and others
(2003); and Mani (2001b).

success of the Hsinchu Science Park in Taiwan, China, and the Magnet Program in
Israel, some governments created science
parks and business incubators.82 But innovative clusters require a dynamic interplay of
entrepreneurship, R&D institutions, skilled
labor, capital, and infrastructure. Without
these factors, government-led initiatives are
unlikely to succeed.83 For example, topquality infrastructure in such science centers as Tsukuba Science City (Japan) and
Daeduck (South Korea) failed to turn into

high-tech clusters—both remain as isolated
research centers.84
Recent work on national innovation systems emphasizes the importance of collaboration between industry and universities.
Governments can foster links between universities and firms by strengthening property rights for universities and encouraging
private contracts.85

So the possibility exists for governments to
intervene selectively in ways that contribute
to growth and poverty reduction. Experience shows, however, that such strategies are
not straightforward, and that the likelihood
of success is greater when they complement
rather than attempt to substitute for broader
investment climate improvements. Schemes
that meet the guidelines suggested at the
beginning of this chapter reduce the risk of
selective interventions going astray.
Another strategy governments can adopt
to complement the basics of a sound investment climate is to draw on the growing
body of international rules and standards in
this area. The strengths and weaknesses of
such strategies are discussed in chapter 9.
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International rules
and standards

9

chapter

The approaches to delivering the basics of a
sound investment climate discussed in Part
II of the Report rest mainly on domestic
laws, policies, and institutions. In recent
decades the volume and range of international rules and standards dealing with
investment climate issues has shot up dramatically. Can these arrangements help
governments improve the investment climates of their societies?
Arrangements that reduce regulatory barriers to international trade and investment
can improve investment climates in obvious
ways—such as by expanding market size,
reducing costs, facilitating the diffusion of
technology, and enhancing competition
within an economy (chapter 5). Arrangements that foster closer regional integration
can be especially important for smaller
economies (chapter 3). But this chapter takes
a broader view and considers the potential
advantages—and tradeoffs—in using international arrangements as part of a strategy
for improving the investment climate. It
focuses on three possible contributions:
• Enhancing the credibility of government
policies and commitments to reduce
risks faced by firms.
• Harmonizing rules and standards to
reduce costs in international transactions.
• Addressing the spillover effects policies
in one country can have on others.

International arrangements
and the investment climate
International arrangements affecting the
investment climate have a long history. In the
12th century cities in northern Europe joined
to form the Hanseatic League to protect commerce.1 At least since the 1920s international
law has recognized limits on the ability of governments to expropriate foreign property.2

The number of international arrangements
dealing with investment climate issues has
grown dramatically in recent decades. There
are now more than 2,200 bilateral investment
treaties, 200 regional cooperation arrangements, and some 500 multilateral conventions
and instruments. These arrangements cover
most areas of the investment climate—from
property rights protection, taxation, and
corruption, to regulation in areas as diverse
as banking, shipping, telecommunications,
labor, and the environment.
When considering particular arrangements, the detail of the specific rule or standard obviously matters. Some arrangements
(or provisions within broader arrangements) focus on the process of international
cooperation—such as facilitating cooperation between national regulatory agencies on
enforcement issues. Many others deal with
the substantive rules that form part of the
investment climate facing firms directly, and
so in principle could be implemented by governments acting unilaterally. For example,
governments can unilaterally provide guarantees against expropriation, liberalize their
trade and investment regimes, protect intellectual property rights, and regulate to safeguard their environment in the absence of
international commitments. When making
judgments on their domestic policies and
rules in each area, governments need to consider the costs and benefits of alternative
approaches. International arrangements can
influence the calculation in several ways:
• Entering an international obligation on
a particular issue increases the costs of
policy reversal and so enhances policy
credibility. This can improve the investment climate by reducing the risks facing
firms. But the tradeoff is forgone policy
flexibility on the issue in question.
175
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• Adopting common or harmonized rules or
standards on some issues can reduce transaction costs in international trade and investment, and so facilitate exports or inward
investment. It can also signal compliance
with high international standards. But there
can be tradeoffs in adopting approaches
that are less customized to local circumstances, and in foregoing the benefits from a
degree of competition between approaches.
• Pursuing collaborative approaches on
some policy issues may be necessary to
address spillover effects that national
policies can have on other countries. In
these cases there can be tensions between
national sovereignty and international
collaboration as well as over the most
appropriate form of cooperation.
Beyond the substantive effect of particular
international obligations, calculations may be
influenced by two broader considerations:
• Accepting international obligations on
some issues may be necessary to obtain
benefits in other areas as part of a broader
negotiation. For example, the potential
benefits from joining an international
“club,” such as the World Trade Organization (WTO), the European Union (EU),
BOX 9.1

Evaluating rules and standards—compliance
mechanisms and participation

The role and impact of any particular international rule, norm, or standard is affected
by the mechanisms for securing compliance
and by the scope of participation in the
arrangement.
Compliance mechanisms. At one end of
the spectrum norms may be expressed as
formal treaty obligations, and violating them
may expose defaulting governments to
sanctions of various kinds. In some cases the
arrangement includes detailed mechanisms
for dealing with allegations of noncompliance (WTO Dispute Panels). At the other end
of the spectrum, norms may be no more
than a statement of common intent or aspiration, influencing governments mainly
through reputation effects, such as Declarations by the Asia-Pacific Economic Cooperation (APEC). In between is a rich menu of
hybrid approaches that seek to leverage the
reputation concerns of governments. For
example, the OECD Guidelines for Multinational Enterprises involve no formal obligations but contain a mechanism for reporting

allegations of noncompliance.The OECD
Corporate Governance Principles go further
by providing a mechanism for governments
to voluntarily have their compliance
assessed by an independent third party.
Participation. Some arrangements are
bilateral—such as the more than 2,200 bilateral investment treaties concluded since
1959. Others are regional—examples
include the EU, NAFTA, the Common Market
of the South (MERCOSUR), APEC, and New
Partnership for Africa’s Development
(NEPAD). Still others are multilateral, and so
could have global adherence—examples
include various U.N.–sponsored
arrangements and the WTO. Arrangements
with a large number of parties have the
potential for broader impact but can also
involve arduous and protracted
negotiations. For example, the Uruguay
Round of multilateral trade negotiations
involved active negotiations over nearly
eight years, and negotiations for the U.N.
Convention on the Law of the Sea took nine.

or the North American Free Trade Agreement (NAFTA), may lead governments to
offer policy commitments on a range of
matters that, considered alone, might be
less appealing. In these cases governments
need to evaluate the package of rights and
obligations as a whole.
• Entering international commitments can
be used as part of a strategy for pursuing
or sustaining domestic policy reforms.
Entering commitments to reduce the risk
of policy reversal is one manifestation of
this, but governments can also use international norms to help build consensus
for new policy approaches.3
Given the many tradeoffs in this area,
international arrangements vary not only in
their content, but also in the level of commitment and in the scope of their participation (box 9.1). These tradeoffs need to be
considered in the context of particular proposals. But it is useful to review some of the
broader tensions and tradeoffs in the three
areas of particular importance from an
investment climate perspective: enhancing
credibility; fostering harmonization; and
addressing international spillovers.

Enhancing credibility
The impact of particular government policies, laws, and regulations in supporting productive investment is ultimately determined
by their credibility (chapter 2). Can firms rely
on them with confidence when making their
investment decisions? Credibility can be
undermined by many things, including the
pressures governments face to pursue shortterm political goals at the expense of longerterm benefits to society. Governments can
enhance the credibility of their policy commitments through domestic institutions,
such as enshrining key protections in constitutions and creating independent judiciaries
(chapter 2). When domestic institutions are
at early stages of development their impact
on credibility may be weak, however, increasing uncertainty and risk for firms. Entering
specific contractual commitments with firms
may complement these efforts, but they need
to be negotiated firm by firm, limiting the
impact on the broader investment climate.
Entering international arrangements on
particular policy issues can enhance credi-
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BITs—enhancing credibility one bit at a time?

The first bilateral investment treaty (BIT) dates
from 1959 (Germany–Pakistan), and the number
has since proliferated. By the end of 2002 BITs
covered around 22 percent of the stock of foreign
direct investment (FDI) in developing countries.
At the center of most BITs are obligations
not to expropriate property without compensation. BITs also typically include provisions governing the repatriation of profits and the transfer of funds.They also include standards of
nondiscrimination on admission, establishment,
and post-establishment phases of investment. In
addition, they provide mechanisms for settling
disputes between the two contracting states,
and often also between an investor of one state
and the government of the host state.
Assurances of this kind can contribute to the
investment climate of the host country,and there is
some evidence that investors rely on those assurances.Indeed,in some cases a BIT is a precondition
for obtaining political risk insurance from bilateral

agencies.Despite this,empirical studies have not
found a strong link between the conclusion of a BIT
and subsequent investment inflows.Why?
Several factors may be at work. First, as highlighted in chapter 2, firms make their investment
decisions based on an assessment of opportunities as a package, and treaty protections alone
will rarely be decisive. A BIT addresses only one
part of firms’investment equation, and so by itself
is not enough to overcome problems with infrastructure or other parts of the investment climate.
Indeed, given the costs and delays associated with
enforcing treaty obligations, BITs are not a complete solution even to the issues they address.
Second, the negotiation of BITs is often driven by
governments seeking to foster closer diplomatic
ties, rather than immediate interest from
investors.To the extent this is so, there need be no
direct connection between signing a treaty and
subsequent investment activity.Third, there is evidence that many investors are not aware that a

bility by increasing the costs of reneging on
the commitment.4 The price of such credibility is forgone policy flexibility. While few
governments today would claim the right to
expropriate private property without compensation, the prudence of entering binding
commitments on many other policy issues is
less straightforward. Reflecting these tradeoffs, international instruments provide a
menu of approaches to calibrate the form
and extent of commitment to particular policy issues. Traditional approaches focused on
government-to-government treaty obligations, but two other models are rising in
prominence for investment climate issues.
The first involves a lower level of commitment, through voluntary compliance, and
rests mainly on leveraging governments’
concerns about their reputations. The second involves a higher level of commitment
by allowing private firms to enforce the
obligations against the government directly
through binding international arbitration.

Traditional government-togovernment treaty obligations
Traditional approaches involve governments
entering reciprocal commitments, with default
by one party creating the possibility of sanctions at the initiative of other government parties. For example, the WTO provides a mechanism for governments to “bind” import tariffs

BIT is in place at the time of considering an investment, and indeed investors may remain oblivious
until some issue arises when its provisions may be
relevant. If so, promoting wider understanding of
BITs might enhance investor responses.
For all these reasons, the impact of BITs on
investment flows should not be over sold.Wellcrafted treaties can nevertheless form a useful
part of strategies to address policy risks than can
stifle private investment.They can be particularly
valuable for countries with weak domestic institutions—including the many countries where firms
lack confidence in the courts to uphold their
property rights (chapter 4). Indeed China signed
nearly 100 BITs in the 1980s and 1990s, at a time
when its constitution did not provide protections
for private property rights.
Source: Dolzer and Stevens (1995); World Bank
(2003b); Hallward-Driemeier (2003); UNCTAD
(2003e); and UNCTAD (1998).

at particular levels, with any subsequent tariff
increase creating an obligation to provide
compensation. Dispute settlement mechanisms under the WTO facilitate the enforcement of these obligations and thus enhance
the credibility of government trade policy
commitments. Similarly, bilateral investment
treaties (BITs) include commitments not to
expropriate property without compensation,
prohibit discrimination between investors,
and provide a range of other obligations (box
9.2). The number of countries participating in
BITs has grown steadily since 1960 (figure 9.1).
Figure 9.1 Participation in bilateral investment treaties (BITs) has shot up in recent years
50
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Joining a regional economic cooperation
arrangement can also enhance policy credibility. For example, in return for access to a
fairly liberal internal market, the EU
requires member states to comply with a
range of policy requirements. The prize of
access to a larger market provides incentives
for governments to improve their policies
to meet EU requirements, and the desire to
remain in good standing encourages governments to sustain those policies. Similar
factors can be seen at work as NAFTA opens
to new members.
In these cases it can be difficult to disentangle several complementary effects. First,
access to a larger market can itself enhance
investment opportunities. Second, the policy improvements undertaken as a condition of joining the club can improve the
investment climate. Third, there is the
impact on credibility through reduced likelihood of reversing policy reforms in ways
that might jeopardize continuing membership of the arrangement. Indicators of a
country’s “investment profile”—which
focus on perceived risk to investment—suggest that the impact on credibility may be
significant (see figure 9.2).
The impact of an international treaty on
each party’s policy credibility will depend on
the specific provisions of the agreement—
Figure 9.2 NAFTA and Mexico’s investment profile
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Note: The NAFTA agreement between Canada, Mexico, and the
United States went into effect in 1994. “Other Latin America” is an
average of 18 other Latin American countries. The ICRG investment
profile index reflects factors affecting risk to investment, including
contract viability/expropriation, profits repatriation, and payment
delays. The maximum value of the index is 12.
Source: Authors calculations based on the International Country
Risk Guide database.

and on the parties’ incentives to enforce the
agreement. Agreements between parties that
demand high levels of mutual compliance
will have a bigger impact on credibility than
agreements involving those with lower
expectations.

Arrangements with voluntary
compliance mechanisms
Given the tradeoffs between commitment
and flexibility, international arrangements
on some issues do not impose binding treaty
obligations. These arrangements may nevertheless enhance credibility if they leverage
governments’ interest in improving or preserving their reputations. For example, the
OECD Corporate Governance Principles do
not impose binding obligations—governments can ignore them with impunity. They
do, however, include a mechanism that
allows governments to submit their domestic laws and policies to scrutiny by an independent third party. Governments interested in signaling to investors that they
apply high regulatory standards in this area
have incentives to submit their policies to
scrutiny—and to attain high standards.
Countries including Brazil, Georgia, India,
the Philippines, Poland, and Turkey have
subjected their policies to such assessments.5
A similar model is being adopted by the
New Partnership for Africa’s Development
(NEPAD; box 9.3).
As with arrangements resting on more
tangible sanctions, the attitudes of other
participants toward compliance make a difference—low standards of compliance will
lower the impact on credibility. Arrangements that maintain high membership
standards will thus deliver stronger benefits
than more permissive schemes. When compliance depends on reputation alone, the
transparency and integrity of the monitoring mechanism is critical to success.

Arrangements giving private firms
direct recourse to governments
Traditionally the remedy for foreign
investors who believed they had been
harmed by an action of the host government was to pursue their claim against the
government before local courts. Investors
often felt this was inadequate, with con-

11_WDR_Ch09.qxd

8/23/04

4:16 PM

Page 179

International rules and standards

cerns that the local court might be biased in
favor of the host government or otherwise
not provide an effective remedy. The immediate response was for investors to enlist the
support of their home government to pursue the firm’s interests through diplomatic
channels. This also had its limits and weaknesses. The fate of the firm’s claim often
depended on diplomatic and political relations between the two governments. In
some cases claims might be ignored. In others what was essentially a commercial dispute became politicized, sometimes culminating in interminable negotiations—and
sometimes in the use of armed force.6
When the rights and obligations of the
investor and the host government are set out
in contracts, one option is for the parties to
agree to submit any contractual disputes to
international arbitration by a neutral party.
This approach has a long history in international commerce, and is supported by a
range of international conventions and institutions.7 In 1966 the International Centre for
Settlement of Investment Disputes (ICSID)
was established by international convention
to specialize in investment disputes between
host governments and foreign investors.8
The convention has since been ratified by
140 countries. Under ICSID firms from one
member state can pursue their investment
disputes against other member states
through binding international arbitration,
without the need to involve their home government. The governments can pursue
investors directly as well. The parties are
responsible for appointing the arbitrators
and abiding by the decision. Typically the
investor and the host state each choose an
arbitrator, and the parties have to agree on a
third arbitrator. Sitting in a neutral venue,
the arbitrators hear evidence and render an
award. ICSID provides the procedural rules
and a small secretariat to support the arbitrators and the parties.
As with other forms of arbitration,
ICSID’s jurisdiction rests on the consent of
the parties, often given through clauses
inserted in investment contracts. In the 1990s
it became common for BITs to include provisions for governments to give their prior consent to ICSID jurisdiction, thus eliminating
the need for case-by-case agreement. Similar

BOX 9.3

NEPAD and its peer review mechanism

As part of an effort to improve the quality of
governance in Africa, the New Partnership
for Africa’s Development was created in
2001 by regional governments. It puts
enhancing government credibility front and
center. An African Peer Review Mechanism
is the core instrument.
NEPAD includes principles to improve
political governance and economic
reform—and to promote competition, trade,
investment, macroeconomic and political
stability, and sustainable development.The
peer review mechanism enhances the transparency and accountability of participating

governments. Each participating country
submits to peer review and ongoing monitoring.The country is evaluated on
economic and political grounds according
to a set of standards that include democracy
and political governance, economic governance and management, corporate governance, and socioeconomic development.
The review is to be undertaken by experts
appointed by an independent panel, with
the results made public.
Source: Funke and Nsouli (2003) and NEPAD
official documents.

provisions are included in NAFTA. This has
expanded access to ICSID jurisdiction, and
the volume of cases submitted to ICSID has
grown strongly in recent years—more than
half the 129 cases it has registered since its
inception were filed in the last five years.9
The use of BITs and other agreements
that include prior consent to ICSID jurisdiction creates a new source of discipline on
host governments—and a potentially powerful tool to enhance the credibility of their
contractual and policy commitments. Governments and firms can both benefit. Governments benefit from a commitment
device that can address concerns from
investors, and thus help them attract more
investment at lower cost, and also reduce
the risk of any later dispute becoming
politicized. Firms benefit from reduced
risks and a more reliable mechanism for
protecting their rights if the relationship
with the host government deteriorates.
While ICSID is designed to encourage foreign investment, domestic firms can benefit
from the halo effect provided by stronger
constraints on arbitrary government action.
As with effective courts (chapter 4), the
benefits from an effective system of international dispute settlement are not measured in
the number of cases heard, but in the incentives it creates for the parties to adhere to
their commitments. The threat of possible
sanctions that might later be imposed by an
arbitration panel can deter governments
from reneging on their commitments and
give the parties an incentive to come to a
negotiated solution.
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Despite the potential advantages, the
system of investor-state dispute settlement
has raised several debates. Does it impose
too much discipline on governments? Does
that discipline encroach on governments’
regulatory prerogatives? And is the process
sufficiently transparent?
Too much discipline? Some governments
have recently been subjected to claims from
firms for substantial damages as a result of
alleged breaches of contractual or treaty
commitments. The sums actually awarded
by arbitration panels, if any, depend on
findings of liability and on the losses experienced by firms, but for large infrastructure
or resource investments the sums might be
substantial. Is this too heavy a burden to
place on governments? The main alternatives would be to return to an approach that
led to the politicization of investment disputes, or to allow governments to ignore
their commitments with impunity. While
the second path might appear attractive for
governments in the short term, the consequence would be that no firm could rely on
a government’s commitments, and this risk
will be reflected in investment decisions
(chapter 2).
Encroaching on regulatory prerogatives?
Most BITs and similar agreements include
a prohibition against expropriation without compensation, and there is general
consensus that prohibitions against outright seizure of property are appropriate.
There is concern, however, about how prohibitions against “indirect” expropriation
might affect a government’s regulatory
prerogatives. It is clear that some governments have used arbitrary regulation or
taxation to achieve a result equivalent to
expropriation, and most observers agree
that such behavior should be caught by the
prohibition. But concern has been
expressed that the provisions might be
interpreted to restrict legitimate regulatory
action by host governments, or that even
the potential for such claims might induce
a “regulatory chill.” Similar issues have
been debated under guarantees against
expropriation contained in national constitutions, where the result has been to preserve legitimate regulatory prerogatives

(chapter 4). Arbitration panels have so far
tended to interpret the treaty provisions
equally cautiously,10 and can also deter
frivolous claims by the threat of sanctions.
Sufficient transparency? Investor–state dispute resolution involves agreement by the
parties (including ratification by governments of relevant treaties), and both parties
are equally involved in determining the
composition of the arbitration panel. Arbitration evolved from diplomatic and commercial practice, where it was customary for
proceedings to be confidential. This has led
some observers to question whether the
arrangements are sufficiently transparent,
particularly when matters of broad public
interest are involved. While practice under
different arbitration regimes varies, ICSID
has always promoted transparency, and
efforts are underway to further increase the
opportunities for public participation in
dispute proceedings, making the procedure
more analogous to a court hearing. ICSID
also has a procedure for challenging awards.
As the system evolves, there will likely be
pressures for even greater transparency
(box 9.4).

Fostering harmonization
In the normal course of events each country
or jurisdiction tends to develop its own
rules and standards on particular issues to
reflect local customs, conditions, and priorities. This adaptation is an important part
of ensuring a good institutional fit—and
one reason to be cautious in uncritically
transplanting regulatory systems from
other countries (chapter 2). A mixture of
adaptation and experimentation can also
lead to the discovery of new and better ways
of achieving particular policy goals. Institutional competition between jurisdictions
can also encourage governments to attain
higher standards.11
Divergent approaches to some regulatory
issues, however, can increase the costs of
international trade and investment transactions. If goods or services need to meet different standards and regulatory requirements in every country, customization can
drive up the costs of production and distribution and reduce competition. Diverse
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The evolving system of investor-state dispute settlement

The recent rise in the number of investment disputes brought before
ICSID arbitration panels has put investor-state arbitration in the
spotlight.
Arbitration proceedings were traditionally confidential, but ICSID’s
rules require making a dispute public and encourage parties to publish
information about the dispute and its outcome. Concerns about the transparency of international arbitration between investors and states are also
leading to procedures that more closely resemble those of judicial
proceedings. For example, in a recent case brought against the United
States under NAFTA, the parties agreed to use an amicus curiae (friend of
the court) procedure allowing nondisputing parties to make submissions
to the arbitration panel.The U.S. government has also modified its model
BIT agreement, incorporating provisions for greater transparency in new
agreements.The Chile–U.S. Free Trade Agreement contains a requirement
that arbitration panels conduct the hearings open to the public and disclose key documents.

approaches can also increase the costs foreign firms face when evaluating alternative
investment locations, perhaps deterring
them from pursuing investments in countries with unfamiliar arrangements. Beyond
reducing transaction costs, adoption of
international standards can also facilitate
domestic policy reform when local interest
groups have conflicting preferences.12 Adoption of international standards can also signal to firms, consumers, and other groups
the application of high regulatory standards.
The tensions between local customization and international harmonization play
out in proposals to develop common international rules and standards on a wide range
of issues relevant to the investment climate.
Efforts to develop uniform standards to ease
international commerce have long been a
focus of private bodies such as the International Chamber of Commerce.13 Complementary efforts at the intergovernmental
level include those of the United Nations
Commission on International Trade Law14
(UNCITRAL) and a variety of other international agencies. In francophone Africa, for
example, harmonization of business law is
being facilitated by the Organisation pour
l’Harmonisation en Afrique du Droit des
Affaires (OHADA, box 9.5). The possible
areas for cooperative action range from
developing a common set of international
rules on contract law to harmonizing international accounting standards. Clearly the
costs and benefits of each approach need to
be considered case by case.

The acceptability of investor-state arbitration also depends on the perceived fairness of the results.The state party prevailed in half of the 24 disputes that went to final award between 1987 and 2003.
Cases brought to ICSID,1987–2003
Cases registered
Cases concluded (including settlement)
Final awards rendered
Cases in which investor prevailed
Cases in which state prevailed
Average duration (from constitution of
tribunal or ad hoc committee), months

Under NAFTA

Under BITs

10
6
6
2
4

87
31
18
10
8

29.5

28.2

Note: Data through February 2003.
Source: ICSID Web site, World Bank staff, and official texts of the mentioned
agreements.

To be effective, common international
standards do not always require binding
treaty obligations. Countries, or even firms,
can voluntarily adopt common norms, with
the incentives to comply driven by reputation. Some international agencies have also
developed “model laws” to encourage convergence on common approaches, but leaving
countries the freedom to adapt approaches to
local circumstances; the UNCITRAL model
law on international commercial arbitration,
for example, has been adopted by more than
35 jurisdictions.
There can also be alternative strategies for
achieving the same end. For example, rather
than adopting identical rules in each jurisdiction, participating governments may agree, in
mutual recognition schemes, to accept in
BOX 9.5

Harmonizing business law in Africa—OHADA

The Organisation pour l’Harmonisation en
Afrique du Droit des Affaires (OHADA),
established in 1993, promotes the harmonization of business law in Africa. It has 16
member states: Benin, Burkina Faso,
Cameroon, Central African Republic,
Comoros, Congo, Côte d’Ivoire, Gabon,
Guinea, Guinea-Bissau, Equatorial Guinea,
Mali, Niger, Senegal, Chad, and Togo.
Under OHADA, the texts of “Uniform
Acts” are endorsed by a Council of Ministers
and then made directly applicable in each
member country. So far the harmonization
process has resulted in uniform acts in six
areas: general commercial law, companies,
securities, debt recovery, bankruptcy and
insolvency, and arbitration. A Senegalese

firm investing in Togo will thus be dealing
with many of the same regulatory requirements as in its own country, and a foreign
investor familiar with the laws in one country can apply the same understanding to
other OHADA countries.The result should
be lower transaction costs and reduced
uncertainty.
The OHADA Treaty also establishes a
Common Court of Justice and Arbitration,
which acts as an advisory body to the Council of Ministers, serves as an appeal body to
foster common interpretations of the Uniform Acts, and supports the resolution of
commercial disputes.
Source: Ba (2000) and OHADA official documents.
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their jurisdiction goods or services that meet
the regulatory requirements of another participating jurisdiction. This approach has
done much to facilitate commerce within the
EU, between the EU and some nonmember
states, and between Australia and New
Zealand. Similar approaches could have wide
application across a range of investment climate issues.
A more ambitious form of harmonization is to agree not only on common rules
but also to delegate responsibility for
administering them to a common regulatory body. This presents opportunities for
greater consistency in interpretation, lower
administrative costs, and possibly enhanced
credibility for participating governments. In
practice supranational regulatory bodies are
more often proposed than implemented, in
part because of concerns over national sovereignty. There are exceptions. For example,
OHADA has a common court to foster consistent interpretations of harmonized business laws, and the Eastern Caribbean
Telecommunications Authority regulates
telecommunications in five small countries
in the Caribbean. Progress usually requires a
governance framework that gives each participating government effective voice—and
a high level of trust between participants.
The advantages and disadvantages of harmonization proposals also depend on the
number of countries participating in the
arrangement. Multilateral approaches offer
Figure 9.3 Regional economic cooperation agreements proliferated in the 1990s
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Source: WTO Web site.
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the largest benefit, but increase the challenge
of developing approaches that will meet the
interests of all participating governments.
They can also involve protracted negotiations. Reflecting these tradeoffs, the number
of regional economic cooperation arrangements has grown strongly in recent years
(figure 9.3).
For the liberalization of trade and investment, there is an ongoing debate over
whether regional arrangements are building
blocks or stumbling blocks to a liberal multilateral system.15 Proposals that focus on the
harmonization of standards tend to pose
fewer concerns of this kind, although there
can be other tradeoffs. For example, harmonizing standards at the regional level can
reduce transaction costs for intraregional
trade and investment, but harmonizing standards with major capital exporters or export
markets outside the region might offer even
greater benefits.

Addressing international
spillovers
Many international arrangements, existing
and proposed, seek to address international
spillovers of some kind—where actions in
one country can have effects on others.
The clearest cases involve environmental
protection. For example, emissions or effluents from industries in one country may
harm the environment in other countries.
When this happens, international cooperation may be needed to mitigate the negative
externality and achieve an efficient outcome. Indeed, there has been a growing
volume of international rules on various
matters affecting the environment since the
1970s.16 Not all environmental issues have
an international dimension, however, and
thus warrant international action. For
example, when the adverse effects of pollution are contained within a country’s borders, the case for overriding the sovereignty
of that government is weak.17
Outside environmental protection, there
are also many areas where the argument for
international cooperation can be strong.
This is the case with international efforts to
combat corruption, for example, which can
seriously undermine investment climates
(box 9.6).
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When spillovers are less tangible, or the
benefits less evenly shared, the case for
international cooperation can be more
complex. Take competition policy. There is
growing understanding of the importance
of adopting cooperative approaches to the
investigation and prosecution of international cartels, which can impose large costs
on countries. In the 1990s about 40 international cartels were prosecuted in the EU and
United States alone. The average international price increases due to those cartels
are estimated to have been around 20–40
percent. It was also found that many of
these cartels specifically targeted developing
countries without appropriate national legislation in place. The imports of 12
cartelized products by developing countries
in 2000 alone exceeded $10 billion.18 Even
when the argument for action is strong,
however, there is room for debate about the
best form of that action. Should it be limited to coordination between national agencies? Should efforts focus on providing
technical assistance to help national governments establish effective national regimes?
Or is a multilateral agreement on competition policy required?19 The last option
could have significant implications for
developing countries, most of which have
not yet established competition agencies.
Proposals to develop new international
rules to address issues associated with competition for investment between countries
can be even more problematic. Competition between governments to attract or
retain investment plays an important role in
driving investment climate improvements
(chapter 3). But it has led to concerns that
there may be a “race to the bottom” in tax
rates, environmental regulation, or other
matters. As discussed in chapter 5, the theoretical support for such races is mixed, and
so far the dire predictions of some commentators do not seem to be taking place.
Indeed, in some cases the race seems to be
to the top rather than the bottom. But the
concern illustrates some of the tensions and
practical challenges for international cooperation on matters where countries can
have divergent perspectives.
Take tax harmonization. Countries that
prefer high tax rates may favor international

BOX 9.6

183

International cooperation to combat
corruption

National antibribery laws date from at least
the Law of Moses in the 9th century BCE.
The first attempt to address bribery on an
international level came in the 1976 OECD
Guidelines for Multinational Enterprises.
This foreshadowed the most significant step
to date, the ratification of a multilateral convention committing parties to make the
bribery of a foreign official by one of its citizens a criminal offense.
The OECD Convention on Combating
Bribery of Foreign Public Officials in International Business Transactions, signed in 1997
by all 30 OECD member countries and 5
nonmember countries (Argentina, Brazil, Bulgaria, Chile, and Slovenia), went into force in
1999.The Convention provides guidelines
and a monitoring mechanism to improve
domestic antibribery laws and outlines areas
where coordinated action to reduce corruption should be taken.To ensure the parties
live up to their agreement, the Convention
establishes procedures to monitor compli-

ance.Transparency International
complements official monitoring with a
series of public reports on each country’s
progress in stemming the bribery of foreign
officials.
An even more ambitious effort to foster
international cooperation is the U.N. Convention against Corruption, signed in 2003
by 106 countries and entering into force in
2005. It stems from two previous U.N.
arrangements—the U.N. Declaration
against Corruption and Bribery in International Commercial Transactions and the U.N.
Convention on Transnational Organized
Crime—and complements the OECD convention. It addresses cross-border issues
associated with recovering assets, freezing
accounts, and seizing foreign property of
corrupt officials.
Source: Official texts of Conventions,
Transparency International (2004), and Braithwaite and Drahos (2000).

rules on taxes with the goal of slowing the
movement of firms to countries that prefer
lower taxes—but the latter countries have
no incentives to cooperate. Such differences
in perspective have stymied progress in
reaching agreement on these matters, even
between countries at similar levels of development, such as in the EU.20 The prospects
of achieving a truly global accord on minimum tax rates that incorporates countries
with even more divergent perspectives
seems a distant prospect at best.
When these differences exist, the challenge extends beyond the feasibility of
negotiating an agreement. Even if uniform
international tax rates could be agreed on
and enforced, countries could simply shift
competition for investment to other dimensions of their investment climate policies,
such as the provision of infrastructure or
the enforcement of a host of other regulations.21 Indeed, given the breadth of policy
areas that influence the investment decisions of firms, efforts to curb competition
would need to cover a vast field—leaving
little scope for sovereign states to reflect differences in social preferences or in levels of
development. Without evidence that such
competition is leading to real welfare losses,
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Privatizing international cooperation on corporate social responsibility

Efforts to promote international cooperation on
matters related to the investment climate are
not limited to arrangements between governments.There has been a growing trend to
develop international norms applicable to firms
directly, without the intermediation of states.
Particularly in the area of corporate social
responsibility, many of these initiatives also
spring from the nongovernmental sector.
These codes of corporate conduct outline
basic principles of behavior for firms, including
corruption and respect for environmental and
labor norms. Not legally binding, the codes typically depend on the reputation concerns of
major firms that operate in more than one country, with compliance often reinforced through
third-party inspection and transparency
arrangements. Examples of such initiatives
include the Global Reporting Initiative, the U.N.
Global Compact, the Equator Principles, the Publish What You Pay Initiative, and Transparency
International’s Business Principles for Countering Bribery.
These mechanisms may help firms adopting
high standards to signal their compliance and to
burnish their reputations, thus complementing
national laws and policies.The proliferation of
new codes and arrangements can, however, create confusion about acceptable standards.
Because these initiatives affect mainly multinational firms that have an interest in enhancing

Standards are influencing business
Ethical Trading Initiative
OECD Guidelines
U.N. Global Compact
ILO Core Conventions
World Business Council for
Sustainable Development
Global Reporting Initiative
ISO14000
0

20

40

Percent of firms
Note: Percentage of firms that indicated standards influenced their business. Standards emanating from intergovernmental initiatives are in dark blue, those by nongovernmental organizations are in light green. The International Organization for Standardization (ISO), striped in this figure, is a nongovernmental organization, but has members drawn from
public and private sectors. ILO stands for International Labour Organisation.

or maintaining their international reputations,
they will also have less impact on the behavior
of other firms.
A recent survey showed that many firms
take standards of corporate social responsibility
into account when making location and production decisions—and suggests that those ema-

the case for intruding on the prerogatives of
national governments seems weak.
An alternative strategy is to leverage the
concerns firms have for their reputations.
As discussed in chapter 2, a growing number of initiatives aim to address concerns
about international economic integration
by targeting firms directly, rather than governments. Many of these initiatives emanate
from the nongovernmental sector (box 9.7).

Future challenges
International rules and standards can be
expected to do more in shaping investment
climates as the intensity of interactions
between governments and cross-border
trade and investment expand. As this brief
survey highlighted, progress in that direction will need to grapple with several general tradeoffs.
Measures to enhance the credibility of
government commitments can be especially

nating from the nongovernmental sector were
often as influential as those developed by international agencies (see figure).
Source: Jorgensen and others (2003); Smith and
Feldman (2003); UNCTAD (2001a); Berman and
Webb (2003).

important for countries with domestic
institutions at an early stage of development. Stronger commitment devices offer
greater benefits, but they also involve forfeiting more policy autonomy—and so
need to be considered carefully. To be sustainable, measures that curb domestic policy autonomy must also be accepted as
legitimate, reinforcing the importance of
efforts to enhance transparency.
Measures to reduce costs through international harmonization offer many benefits
but involve several tensions. There is the
tension between harmonization and customization—taking local circumstances
into account. There is the tension between
harmonization and competition—where
some degree of competition between standards can be an important part of the learning process. There is the tension between
multilateral and other approaches, and in
the latter case between harmonization with
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neighbors and harmonization with major
markets or sources of capital. Given the
tradeoffs involved, the preferred approach
will often vary from issue to issue—there
will be no universal models.
Measures to address international
spillovers also need to reflect the divergent
perspectives of countries at different levels
of development. Care needs to be taken not
to curtail the policy space of emerging
nations without a compelling rationale. At a
minimum the voices of developing countries need to be heard when framing these
initiatives.
While the emerging network of international rules and standards can help governments improve the investment climates of
their societies, a critical challenge is to
ensure the arrangements reflect the interests of developing countries. Uniform
global rules may be appropriate for some
matters, but differences in priorities and
capabilities need to be reflected in others
(box 9.8).
The international community has a
responsibility to help ensure that new international rules and standards reflect the perspectives of developing countries. The best
way to do so is to ensure that developing
countries have the opportunity to participate fully in the development of those
arrangements. Recognizing this, multilateral and bilateral donors mobilized more
than $700 million in technical assistance to
support developing country participation
in the Doha Round of multilateral trade
negotiations.22 Given the increasing role of
international arrangements in the investment climate area, similar support may

BOX 9.8

185

A multilateral agreement on investment?

Proposals to develop a multilateral agreement on investment have a long history.The
first attempt was in 1929 at the Paris Conference on the Treatment of Foreigners.The
experiment was repeated again in the 1948
Havana Charter. In 1959 two private initiatives were combined as the Abs-Shawcross
Draft Convention on Investment Abroad. In
1967 the OECD produced a Draft Convention on the Protection of Foreign Property.
In 1995–98 the OECD attempted to develop
a Multilateral Agreement on Investment.
Investment issues were proposed for inclusion in the Doha Round of the WTO
launched in 2001. In each case the proposal
failed to find sufficient support.
Looking back, each proposal had its
own features and encountered different
obstacles. But there are basic challenges in
constructing an agreement that includes
investment protection provisions (along the
lines of BITs) and market-opening
provisions, that meets the interests of capital exporters and importers, and that
reflects the interests of both developed and
developing countries.
For a developing country, a multilateral
agreement that provides high standards of
protection for investment should have
many attractions as a tool to reinforce the
credibility of government policies. A multilateral agreement would also reduce the
transaction costs associated with negotiating scores of BITs, and reduce inconsistencies between those agreements. Recent

experience under NAFTA, however, suggests
that proposals in this area need to place
special emphasis on clarifying the interactions between prohibitions on indirect
expropriation and domestic regulation—
and enhancing the transparency of
investor-state dispute settlement mechanisms.The treatment of restrictions on foreign capital flows may also be subject to
debate (chapter 5). In principle it should be
possible to craft an agreement that meets
these interests, but the same agreement
would need to meet the interests of developed countries, which will typically place
greater emphasis on market-opening measures, including between themselves.
A broad negotiating forum provides
opportunities to trade concessions across a
range of subject areas, but it can also
involve complex negotiations that can easily be derailed. Another option could be to
develop or expand regional agreements
with effective investment provisions. NAFTA
could be an example. However, this
approach offers little help to low-income
countries in other regions, which would
stand to gain the most from effective commitment devices. And creating a regional
investment agreement covering only developing countries would likely offer only limited benefits because it would exclude the
principal sources of investment capital.
Source: Ferrarini (forthcoming); Henderson
(2000);World Bank (2003b); Parra (2000); and
Warner (2000).

need to be mobilized across a range of new
areas. Other ways that the international
community can help developing countries
improve the investment climates of their
societies are the subject of chapter 10.
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How the International
Community Can Help

IV

PA RT

IMPROVING INVESTMENT CLIMATES IN DEVELOPING COUNTRIES can
deliver huge development dividends for the countries concerned, and
contribute to a more inclusive, balanced, and peaceful world.
Chapter 10—How the international community can help suggests
three things that the international community can do to help
developing countries improve their investment climates.
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How the international
community can help

10

chapter

Improving the investment climates of their
societies is first and foremost the responsibility of host governments, both at the
national and subnational levels. They hold
the levers—through their policies and
behaviors—to make a huge difference in the
opportunities and incentives that firms
have to contribute to growth and poverty
reduction. But the international community can lend a hand.
The case for providing that help is compelling. There is the imperative of improving the conditions of nearly half the world’s
people that live on less than $2 a day—and
the 1.2 billion that barely survive on less
than $1 a day.1 Indeed, recognizing the
importance of growth in developing countries, the international community has committed to the Millennium Development
Goals—the first of which is to halve by 2015
the proportion of people living on less than
$1 a day.2 There are also more pragmatic

Figure 10.1 Manufacturing value added in a single country can far exceed net global
official development finance
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Note: Data for China, India, and South Korea show manufacturing value added.
Source: OECD online database and World Bank (2004k).
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motives. Demographic changes over the
next 30 years will add nearly 2 billion more
people to developing countries, which will
become home to 7 billion of the world’s 8
billion people.3 Improving the opportunities for young people is fundamental to creating a more peaceful and balanced world—
to addressing the roots of political instability
and conflict, and to addressing the pressures
for migration.
The development payoffs from supporting better investment climates can be particularly strong. For example, the manufacturing
value added unleashed by investment climate
improvements in even a single country can
far exceed the development assistance provided worldwide (figure 10.1).
This chapter highlights three ways the
international community can help improve
the investment climates in developing
countries:
• By removing policy distortions in developed countries that harm the investment
climates in developing countries
• By providing more, and more effective,
assistance to the design and implementation of investment climate improvements, and better leveraging support provided directly to firms and transactions
• By tackling the substantial knowledge
agenda to help policymakers broaden
and accelerate investment climate
improvements.

Removing distortions in
developed countries
Developing countries are not alone in grappling with investment climate improvements. Developed countries have distorted
their own investment climates, imposing
significant costs on their societies but often
189
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also harming the investment climates of
developing countries. Why? Because of the
same clientelist politics that can plague
developing countries. They maintain tariff
and nontariff barriers to trade and provide
support and export subsidies to their
industries that distort incentives in their
domestic markets and reduce opportunities for productive investment in developing countries.
The magnitude of these distortions can
be staggering. While average import tariffs
have been declining as a result of successive
rounds of multilateral trade negotiations,
tariffs on individual products can still
exceed 100 percent—and in some cases
reach 500 percent. Tariffs also tend to escalate on semi-processed and fully processed
products, contributing to effective rates of
protection that can far exceed the nominal
tariffs involved.4 Nontariff barriers and
other distortions are also pervasive. In agriculture, for example, OECD countries provided $311 billion of subsidies to their
farmers in 2001—nearly four-and-a-half
times the amount allocated to official development finance.5
The impact of these distortions on
developing countries is substantial. Tariff
escalation is particularly harmful because it
reduces opportunities for developing countries to diversify away from commodities by
expanding into higher-value-added products. It has been estimated that removing
the various distortions imposed by developed countries could deliver gains to developing countries of $85 billion in 2015—or
more than four times the development
assistance currently provided for investment climate improvements.6 Expanding
market access opportunities for products
from developing countries would be especially beneficial for poverty reduction
because agricultural and labor-intensive
goods usually face import tariffs twice as
high as those for other products.
The benefits are not limited to trade in
goods. Service trade is a growing source of
opportunities for many people in developing countries—and is delivering benefits to
firms and consumers in developed countries as well. Service industries in OECD
countries already benefit from protection

equivalent to tariffs of 10 to 30 percent.7
The mutual gains from trade make a strong
case for removing these restrictions—
rather than responding to protectionist
urges that penalize developing countries
for progress.

Providing more, and more
effective, assistance
As highlighted throughout this Report,
improving the investment climates of their
societies involves many challenges for governments. The international community
can help by providing development assistance to help design and implement those
improvements. Those efforts can be complemented by support provided directly to
firms and transactions. The international
community has long been active in both
areas, but there are opportunities to do
better.
Development assistance to support the
design and implementation of investment
climate improvements can take many
forms. According to estimates prepared for
this Report, assistance provided by major
bilateral and multilateral donors for investment climate improvements averaged $21.1
billion per year between 1998 and 2002—or
about 26 percent of all development assistance.8 The bulk of that assistance went to
infrastructure development, followed by
policy-based support and technical assistance. Most of that support was provided in
the form of loans (table 10.1).
Support provided directly to firms and
transactions also has the potential to contribute to or complement investment climate
improvements. That support accounted for
an average of $3.1 billion per year of development assistance between 1998 and 2002,
and a further $26.4 billion of support in
other forms.

Supporting investment
climate improvements
Assistance for the investment climate has
benefited from recent improvements in the
planning and delivery of development assistance generally. There is a growing emphasis on improving the effectiveness, not just
the volume, of assistance. There is a sharper
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Table 10.1 Support for investment climate reforms and to firms and transactions: annual averages 1998–2002 (billions of 2001 dollars)
Development assistance
Grants

Concessional
loans

Other assistance

Total grants
and loans

Non-concessional
loans

Guarantees

Support to investment climate reforms
Policy-based support

1.5

5.5

7.0

n.a.

n.a.

Technical assistance

1.7

1.0

2.7

n.a.

n.a.

Investment in infrastructure

1.7

9.7

11.4

3.2

3.0

4.9

16.2

21.1

Support to firms and transactions
Development assistance

1.1

2.0

3.1

n.a.

n.a.

Other support

n.a.

n.a.

0.0

13.4

6.8

6.0

18.2

24.2

16.6

9.8

Note: n.a. = not applicable. “Policy-based support” includes quick disbursing operations such as structural adjustment, balance of payment, and general and sectoral
programmatic assistance; policies supported under such operations may have been from several sectors. “Technical assistance” includes projects providing technical
assistance, training, and other capacity building assistance for legal reform, privatization, research and scientific institutions, and employment policy and administration;
finance and banking, trade and tourism and industry, export promotion, mining and construction; and infrastructure policy, administration, and regulation. “Infrastructure” includes physical investments in energy, telecommunications, and transport. “Development assistance to support firms and transactions” includes financial (such
as lines of credit) and nonfinancial support (such as business development services) provided directly or indirectly to small private firms. “Other support” includes nonconcessional loans and guarantees provided by international development finance institutions and export credit agencies for periods exceeding one year.
Source: Authors’ calculations using OECD CRS data, data gathered by IFC using the methodology defined in IFC (2002) and Migliorisi and Galmarini (2004).

focus on poverty reduction, as reflected in
commitments to the Millennium Development Goals. There is greater recognition of
the key role of government policy in ensuring that aid is effective, leading to greater
selectivity across countries.9 There are
greater efforts to ensure country ownership,
putting governments in the driver’s seat
through Country Development Strategies
and Poverty Reduction Strategies.10 There is
a greater focus on results, which has led to
new initiatives that link support to demonstrated performance. These initiatives
include efforts to link support to performance at the country level, such as the outcome-oriented benchmarks for budget support piloted by the EU and the Millennium
Challenge Account initiative launched by
the United States.11 Results-focused efforts
also include initiatives at the program or
project level, such as linking the disbursement of support to the actual delivery of
outputs rather than the financing of
inputs.12 Finally, there is a growing emphasis on development knowledge, including
research on global public good issues,
knowledge sharing, and more rigorous
impact evaluation.
Development assistance to support investment climate reforms can cover the full
gamut of issues discussed in this Report, from
improving governance to supporting developing country participation in the negotia-

tion of new international rules and standards.
Many of the lessons of experience in managing reform processes—including in relation
to priority setting and consensus building—
and in designing particular interventions are
as relevant to donors as they are to developing country governments. The key is thus to
focus on addressing important constraints,
which need to be identified in each case, and
to support a process for ongoing improvements (chapter 3). The international community can also draw on a growing body of
experience in designing and implementing
assistance in each area of support.
Policy-based support. Support to policy
reforms can take many forms. Policy-based
or programmatic support can play an important role, and accounted for an average of $7
billion per year during 1998–2002—or 33
percent of development assistance for investment climate improvements.13
The focus of this support has changed over
time, reflecting the evolution of important
constraints and the emergence of new issues.
In the 1980s the main focus was on macroeconomic stability, reducing price and exchange
rate controls, liberalizing financial sectors,
and reforming public enterprises. By the
1990s emphasis began to shift to microeconomic and institutional reforms to build or
improve markets. By the end of the 1990s the
priority areas were improving the business
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environment, establishing the conditions for
private participation in infrastructure, and
helping to support global integration.14
Investment climate improvements are, at
their heart, about improving the quality of
governance and policymaking, and often
need to confront resistance from those who
benefit from the status quo (chapters 2 and
3). In the 1980s and 1990s the international
development community used conditionality attached to international assistance as a
way to encourage policy reforms. While
often controversial, it proved useful on occasion and indeed was sometimes sought by
governments to lock in policy commitments
and deal with resistance from local interest
groups.15 Too often, however, external actors
were perceived to be driving country strategies, and when the government was not fully
committed, the promised reforms often
never materialized. New laws were passed to
meet conditionality requirements but not
implemented. New regulatory agencies were
established on paper but not staffed or given
political support. When the sustainability of
reforms was in doubt, they lacked credibility
to firms, and so elicited a limited investment
response.16
Drawing on this experience, new
approaches—among them the Comprehensive Development Framework—consider
that the way aid is delivered can be as important as the content of aid in determining its
effectiveness. More emphasis is being placed
on ensuring country ownership and engaging a broader group of actors in society to
help build consensus for better policy
approaches17—processes especially important to the effectiveness and sustainability of
investment climate improvements. As part of
this effort, the consultative processes that
have proven effective in supporting investment climate improvements (chapter 3) are
increasingly being integrated into the process
of formulating and implementing Poverty
Reduction Strategies and donor Country
Assistance Strategies.18 Further progress in
this direction holds great promise.
Technical assistance. Technical assistance
can be one of the most potent ways of helping governments improve their investment
climates. In its many forms it can help cat-

alyze policy improvements, bring worldclass expertise to bear on the design of particular reforms, and strengthen the capabilities of policymakers and regulators. While
some technical assistance may be embodied
in other forms of support, estimates prepared for this Report suggest that technical
assistance for investment climate improvements averaged $2.7 billion per year from
1998 to 2002—or just 13 percent of development assistance for investment climate
improvements over that period. The support ranged from around $200 million a
year in East Asia and Pacific to $600 million
per year in the regions of Sub-Saharan
Africa, Europe and Central Asia, and Latin
America and Caribbean.
As with any form of assistance, the quality, not the volume, determines effectiveness.
In this context donor agencies have been
grappling with three main challenges in
increasing the effectiveness of technical assistance for investment climate improvements.
• Supply- vs. demand-driven approaches.
Donors eager to support reforms can easily
fall prey to supply-driven approaches.
Indeed, the bookshelves of many ministries
in developing countries are lined with
reports presenting detailed proposals for
the design and implementation of reforms
never implemented. To counter this tendency, more donors are testing demand for
assistance and requiring beneficiaries to
cofinance or otherwise provide evidence of
serious commitment to reform.
• Specialist expertise and scale. Technical
assistance on many investment climate
issues involves the mobilization of expertise on highly specialized topics—from
the design of land registries and corporate governance regimes to the regulation
of ports. Many technical assistance projects in this area are also relatively small
in size, averaging $1.1 million each
between 1998 and 2002. Both factors can
increase the design and supervision costs
of technical assistance projects relative to
other forms of assistance.
• Institutional fit. When recommending the
design of particular policy frameworks or
regulatory regimes, too little emphasis can
be given to questions of institutional fit—
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ensuring that proposals are well adapted
to local conditions. Indeed, advisers from
donor countries very often propose solutions that bear a striking resemblance to
those adopted in their home country—
regardless of where they are recommending them.19 It may be understandable that
advisers will be influenced by the
approaches they are most familiar with,
but the uncritical transplant of models
from other countries can lead to poor or
perverse results (chapter 2).
One practical response to all three challenges is to rely more heavily on multidonor
technical assistance facilities, which already
play an important role in several areas of the
investment climate (box 10.1). Concerns
about institutional fit can also be addressed by
expanding the analysis and dissemination of
alternative policy approaches with an emphasis on underlying design principles and tradeoffs. Ensuring that advisors engage effectively
with local stakeholders who would be
involved in administering and complying
with the policy framework can also help. Ending the tying of aid for technical assistance
could also play a role by expanding the pool of
expertise available and reducing concerns that
advice might be tainted by the commercial
interests of firms from the donor country.20
Public investment in infrastructure. Public
investment in infrastructure can improve
the investment climate, and the international development community has long
been an important source of external
financing for these investments. Support in
this area accounted for an average of $11.4
billion per year from 1998 to 2002, or
around 54 percent of development assistance for the investment climate.
To deliver sustainable benefits, however,
investments have to be made in the context of
a sound policy framework—often difficult
when the government is both the regulator
and the service provider. Reflecting this,
strategies for improving infrastructure are
shifting away from an exclusive focus on public sector providers to creating an effective
investment climate for commercial providers
of those services (chapter 6). This has important implications for the international com-

BOX 10.1

Multidonor technical assistance facilities and
the investment climate

Multidonor facilities for technical assistance
leverage resources and expertise and facilitate
learning by participating donors, especially
important where the frontiers of knowledge
are moving quickly, as with the investment
climate.They can bring specialist expertise to
bear on the design and implementation of
projects.They can also reduce sensitivities
associated with technical advice coming from
donor governments whose firms may have an
interest in any resulting commercial opportunities.Examples in the investment climate
area include the Foreign Investment Advisory
Service, the Global Corporate Governance
Forum, and the Public–Private Infrastructure
Advisory Facility (PPIAF).
PPIAF, established in 1999, illustrates the
approach. PPIAF aims to improve the quality
of infrastructure in developing countries
through private sector involvement. Its
main products include technical advice,
capacity building, and the identification and
dissemination of good practices. Participating donors include the Asian Development
Bank, Canada, France, Germany, Italy, Japan,

the Netherlands, Norway, Sweden, Switzerland, the United Kingdom, United States,
United Nations Development Programme
(UNDP), and the World Bank.
By the end of March 2004, PPIAF had
provided grants of more than $70 million
for 310 activities in 88 countries. It
supported the drafting of 32 sets of laws
and regulations, the execution of 45 transactions, the formulation of 14 sector reform
strategies, the establishment or strengthening of 28 institutions, and the training of
more than 1,500 regulators and officials. It
also supported 80 international and
national workshops with over 9,000 participants, along with the preparation of numerous toolkits and case studies to assist in the
dissemination of emerging lessons of experience.To ensure that assistance is demanddriven, PPIAF requires recipients of countryspecific assistance to provide some
cofinancing or other credible evidence of
commitment to the project.
Source: PPIAF (2003) and World Bank staff.

munity’s role in supporting public sector
investment, particularly with shifting boundaries between public and private provision of
a range of services.
Experience shows that when governments
create an effective policy and regulatory environment, many infrastructure services can be
provided better by private firms. Indeed,
engaging private participation in infrastructure provision has been an important part of
investment climate improvement strategies
in most countries. The international development community thus has to ensure that proposed public investments complement rather
than distract attention from efforts to create a
better investment climate for infrastructure
providers. Although the appetite for private
infrastructure investment in developing
countries has fallen from its peak in the late
1990s, the challenge of striking an appropriate balance remains, particularly for telecommunications, ports, and power supply.

Supporting firms and transactions
In addition to helping governments improve
their investment climates, bilateral and multilateral agencies provide substantial support
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directly to firms and transactions. When
that support takes the form of grants or
concessional loans, which is often the case
with schemes aimed at helping smaller
firms, it is treated as a form of development
assistance. Far more substantial support is
provided to the execution of particular
transactions through commercial loans and
guarantees that are not treated as forms of
development assistance. How might both
types of direct support contribute to investment climate improvements?
Development assistance to support smaller
firms. The main forms of support to firms
funded from development assistance are
financial services (lines of credit or microfinance) and business development services,
both of which tend to be directed to small
firms and microenterprises. Bilateral and
multilateral agencies provided an average of
$3.1 billion a year for this support from
1998 to 2002—or more than the amount
allocated to technical assistance to improve
the broader investment climate.
There are two main debates in this area.
The first is whether small firms in the formal economy merit special attention in this
way. As discussed in chapter 3, while many
of the bolder claims linking small firms to
economic growth are difficult to substantiate, small firms do tend to face dispropor-

BOX 10.2

Knowing when to stop: UNDP’s microfinance
activities in Bangladesh

Microfinance is important for poor households and entrepreneurs. Early ventures,
subsidized by governments, donors, and
NGOs, provided important demonstration
effects.There is now a growing consensus
that for microfinance to be sustainable and
achieve its full potential, it needs to be commercial.This means that donors and NGOs
need to be careful not to unwittingly hinder
development of a commercial market.
UNDP’s experience in Bangladesh
epitomizes a donor knowing when to stop.
The microfinance sector in Bangladesh
serves more than 10 million clients in
roughly 70 percent of poor households. Of
the many microfinance institutions in the
country, only the two largest are fully selfsufficient. Most of the others are small,
highly subsidized, and poorly performing

programs supported by the government,
NGOs, and donors.
Between 1996 and 2001, UNDP
Bangladesh implemented 14
empowerment projects with microfinance
components, with interest rates set without
regard to financial sustainability.The
schemes attracted many clients, at the
expense of other microfinance providers.
When this and other problems in the program’s administration were revealed
through a review in 2002, UNDP Bangladesh
took swift action to close down all 14 projects. Shutting down programs is not easy
for donors, but UNDP Bangladesh demonstrated that good donor practice often
demands such decisions.
Source: Brusky (2003).

tionate burdens in a poor investment climate, and have more difficulty obtaining
access to finance.
The second debate is whether the support
provided is actually cost-effective. As discussed in chapter 8, schemes aimed at providing special support to small firms have tended
to have disappointing results. The first generation of schemes for delivering business
development services used substantial donor
funds with little impact. Newer, more marketfriendly approaches might avoid some of
these pitfalls, but have not yet been fully evaluated. The provision of subsidized or directed
credit for small firms has also had mixed
results, whether implemented by national
governments or by international donors.21
Schemes tend to be difficult to sustain, retard
the development of credit markets, and crowd
out commercial providers. That is why governments (and donors) are shifting their
emphasis from the provision of financial services to creating a better investment climate
for commercial providers of these services
(chapter 6). This applies to schemes directed
to small firms in the formal sector, and
increasingly even to microfinance (box 10.2).
The guidelines suggested in chapter 8
for selective interventions by governments
are equally applicable to schemes funded
by donors and international agencies:
Have a clear objective and rationale, focus
on the sources of the problems rather than
the symptoms, match the instrument to
the rationale, impose discipline, be transparent, and review regularly.
Other support provided to firms. Developed
countries and international agencies provide substantial support to firms and transactions on nonconcessional terms that is
not regarded as development assistance.
This includes private sector lending by
international financial institutions and
loans and guarantees provided by national
export credit agencies. Support of this kind
averaged $26.4 billion per year between
1998 and 2002. While there are difficulties
comparing the value of grants, concessional loans, nonconcessional loans, and
guarantees, the nominal value of this support was nearly ten times the amount of
development assistance provided for tech-
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nical assistance for investment climate
improvements.
Support in this area is often justified by
deficiencies in the investment climates in
developing countries—and by the benefits
that investment can bring through jobs and
the transfer of expertise and technology. Such
support can also complement broader investment climate improvements when it helps to
mobilize a supply response and tests and
demonstrates investment climate improvements. Transactions that support the provision of better infrastructure, financial, or
education services can also contribute
directly to investment climate improvements.
The criteria applied when providing this
support vary among agencies. In addition to
commercial criteria, they typically focus on
the direct impact of the project on the local
economy and, in the case of bilateral agencies—which account for almost two-thirds of
this support—the benefits to their national
firms.22 One way to strengthen the development impact of this support is to more fully
recognize the potential contribution to the
broader investment climate. For example,
transactions can be used to create precedents
for applying transparent competitive bidding
arrangements, for clarifying policy frameworks, and for supporting a more competitive business environment. International
financial institutions and a growing number
of bilateral agencies apply tests of this kind,
but there is scope for broadening the
approach.

Tackling the substantial
knowledge agenda
The last 50 years saw tremendous progress in
our understanding of macroeconomics, both
theoretically and empirically. Consensus is
growing on macroeconomic indicators that
indicate the health of the economy. The challenge now is to make similar progress on the
microeconomic determinants of economic
performance—to provide practical guidance
to policymakers.
Understanding the microeconomic determinants of growth and productivity has garnered much interest in recent years. There is
growing acknowledgment of the limits of
cross-country regressions and generic char-

acterizations of “institutions.” The emphasis
is moving to understanding the different
experiences between and within countries
and how various factors influence the performance of different types of firms—a challenge, given the lack of comparable data on
key microeconomic measures.
There is progress. New instruments—
including the ones drawn on in this Report—
quantify an increasing range of costs, risks,
and barriers facing firms. A wider range of
policy areas and corresponding institutions is
being examined to understand their impact
on incentives. New firm-level data are providing fresh insights into firm dynamics.
Early results from this work are encouraging,
suggesting great promise for ongoing work in
this direction. But a huge knowledge agenda
lies ahead, and warrants priority attention as
an integral part of efforts to accelerate and
broaden improvements to investment climates in developing countries.

Better data
Analysis, understanding, and appropriate
policy responses depend first on reliable
information. Yet policymakers in developing
countries are often operating in the dark
when it comes to their investment climates.
There are opportunities to help in three main
areas: national statistics, cross-country data,
and synergies with poverty assessments.
National statistics. As noted in chapter 3,
substantial efforts are required to improve
national statistical systems including on such
basic measures as the share of private investment in GDP. Work on building the capacity
of statistical agencies in developing countries
has increased in recent years, including
through multipartner initiatives.23 These and
related initiatives need to give due weight to
investment climate issues to help governments monitor the performance of their private sectors, identify emerging trends and
problems, and evaluate the impact of alternative policy approaches.
Cross-country data. The international community is well placed to develop more standardized measures of the investment climate
to facilitate comparisons across countries.
Recent developments in quantifying many
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aspects of the investment climate—including
the Bank’s Investment Climate Surveys and
the Doing Business Project—are important
steps forward in understanding how investment climate policies and behaviors influence growth and poverty. In addition to
informing analysis, these measures provide a
useful tool for governments to benchmark
performance and monitor progress. They can
also act as catalysts for reform.
Building up a body of consistent data over
time can provide insights into the critical
links between policy settings and growth
processes. Many of the measures are new,
however, so changes from a baseline cannot
yet be measured. As they build up over time,
their explanatory power will increase. Of particular promise is the ability to test more rigorously the impact of different policy
approaches. Being able to better evaluate the
impact of policies should encourage more
experimentation and competition between
approaches. Evaluations of pilot programs
can identify the ones succeeding—the ones to
be scaled up.
There are also benefits in expanding the
coverage of these data across several
dimensions:
• To include the impact on a broader
range of firms, including those in the
informal and rural economies
• To include the impact on particular sectors and on particular supply chains
• To grapple with the measurement of
critical but hard-to-quantify variables,
such as policy uncertainty and competitive pressure.
Synergies with poverty assessments. There
are opportunities to build synergies
between approaches for assessing investment climates and for assessing poverty. For
example, questions on access to infrastructure and finance, and the security of property rights can be included more systematically in household surveys. The sampling
strategies for household and firm surveys
might also be linked.
Better data of this kind can advance
understanding of many key areas of economic policy. But care needs to be taken not

to focus policy discussions only on topics or
measures most easily quantified. There is the
old joke about the person looking for his lost
keys under the streetlight, not because he
dropped them there, but because that was
where he could see.

A large research agenda
A field as broad as the investment climate
generates a huge research agenda, but four
larger themes warrant close attention.
The ecology of firms and growth processes.
There is growing understanding of the
processes by which firms are born and
evolve, including creative destruction, based
mostly on experience in developed countries. Early research provides insights into
how similar processes play out in developing countries. But there is a need to deepen
and broaden understanding of these
dynamics, including the important role of
firms in the informal and rural economies,
and the impact of international economic
integration.
The design of regulatory strategies. Regulation plays a central role in addressing market failures, reconciling the interests of
firms with broader social goals, and shaping
the investment climate. To date most of our
understanding of regulatory policies and
strategies is based on experience in developed countries, and most of that work
focuses on regulation within relatively narrow fields, such as infrastructure, finance,
product safety, or the labor market. Much
less attention has been given to how regulatory strategies might be tailored to different
institutional environments, particularly
those in low-income countries. There are
also opportunities to explore lessons of
experience on this question that cut across
fields of regulation.
The linkages between the investment climate
and migration. The quality of a country’s
investment climate not only affects flows of
capital—it can influence flows of people,
too. The movement can be from rural areas
to urban, from one city to another, or from
one country to another. Today the world’s
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migrants from developing countries total
nearly 175 million.24 The $90 billion or
more in remittances they send to their families every year is now the second largest
source of private capital (after FDI) for poor
countries.25 Understanding the linkages
between investment climate conditions and
migration flows will become more important as the world deals with major demographic shifts over the coming decades.
The political economy of investment climate improvements. This Report has highlighted the importance of understanding
the political economy considerations that
influence investment climate policies.
While the subject has attracted significant
attention, little is known about the conditions under which governments choose to
pursue sound policies in these areas,
including the implications of alternative
political structures and processes. There are
also opportunities to deepen understanding on strategies for controlling rent-seeking and on the dynamics of reform
processes more generally.

Beyond data and formal research
Even within the bounds of current data
sources, there are opportunities to
advance understanding of many areas of
the investment climate. Country studies
can help illuminate many important
design and implementation details that
remain beyond the reach of cross-country
analyses. Country studies can also include
more rigorous evaluations of recent policy
experiments to understand their impacts
on firm performance, productivity, growth,
and poverty. There are also opportunities
to expand recent efforts to identify and
disseminate emerging lessons of experience in the design and implementation of
investment climate improvements. This
can help policymakers understand the
rich menu of options they can choose
from in a field as broad—and central—as
the investment climate.
Working together on these themes, the
international community can do much to
create a better investment climate—for
everyone—and so contribute to a more balanced, inclusive, and stable world.
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49. Glaeser, Johnson, and Shleifer (2001).
50. Miller (2003).
51. Galindo and Miller (2001) and Love and Mylenko (2003).
52. World Bank (2003a).
53. A recent cross-country study finds that about 50 percent of
small firms report financing constraints in countries without a
credit bureau as compared to 27 percent in countries with a bureau,
and that 28 percent of firms are able to obtain a bank loan in countries without a bureau versus 40 percent of firms in countries with
a bureau. Love and Mylenko (2003).
54. Barron and Staten (2003); Bailey, Chun, and Wong (2003);
Padilla and Pagano (2000); and Castelar-Pinheiro and Moura (2003).

55. Chami, Khan, and Sharma (2003).
56. Barth, Caprio Jr., and Levine (2004) and Beck, DemirgüçKunt, and Levine (2003).
57. Stigler and Becker (1977); Stigler (1975); and Rajan and Zingales (2003).
58. Stigler (1971).
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and Levine (2004).
60. Martinez Peria and Schmukler (2001).
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65. Caprio and Honohan (2003).
66. Levy-Yeyati, Martinez Peria, and Schmukler (2004).
67. Beck, Demirgüç-Kunt, and Levine (2003).
68. See, for example, Tanzi and Davoodi (1997); Tanzi and
Davoodi (1998); and Devarajan, Swaroop, and Zou (1996).
69. For discussions of the problem and the history of private
infrastructure, see Gómez-Ibáñez (2003); Gómez-Ibáñez and
Meyer (1993); Klein and Roger (1994); Levy and Spiller (1994);
Levy and Spiller (1996); Smith (1997b); Spiller and Savedoff
(1999); and Willig (1999). The problems are greatest when
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encourages the government not to expropriate the investor.
70. See Wodon, Ajwad, and Siaens (2003). See also Clarke and
Wallsten (2003); Estache, Foster, and Wodon (2002); and World
Bank (1994b).
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Spiller (1998); Henisz (2002); Henisz and Zelner (2001); Weder and
Schiffer (2000); and Zhang, Parker, and Kirkpatrick (2002).
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73. Phillips (1993); Smith (1997a); and Smith (1997b).
74. For a collection of published contracts, see http://rru.worldbank.
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75. See, for example, Klein and Hadjimichael (2003).
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78. Calderón and Servén (2003).
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83. Komives, Whittington, and Wu (2003) and Clarke and Wallsten (2003).
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87. Reinikka and Svensson (2002).
88. Dollar, Hallward-Driemeier, and Mengistae (2003a).
89. Calderón and Servén (2003).
90. Hunt and Shuttleworth (1996).
91. See, for example, Besant-Jones and Tenenbaum (2001).
92. Pollitt (2003); Newbery and Pollitt (1997); and Galal and
others (1994).
93. World Bank (2004j), citing Spiller in Gilbert and Kahn (1996).
94. Zhang, Parker, and Kirkpatrick (2002).
95. Limão and Venables (2001).
96. Clark, Dollar, and Micco (2002).
97. Limão and Venables (2001).
98. Radelet and Sachs (1998).
99. Limão and Venables (2001). Infrastructure includes telecommunications as well as paved roads, unpaved roads, and railways—
each having a weight of 25 percent in an index.
100. Limão and Venables (2001).
101. World Bank (2004j).
102. Clark, Dollar, and Micco (2002).
103. Inter-American Development Bank (2001).
104. Estache and Carbajo (1996) and Gaviria (1998), for example.
105. Estache and Carbajo (1996); Trujillo and Serebrisky (2003);
and Gaviria (1998).
106. World Bank and PPIAF (2003) discusses these options.
107. Galal and others (1994).
108. Gaviria (1998).
109. Trujillo and Serebrisky (2003).
110. Calderón and Servén (2003).
111. Fernald (1999).
112. Gómez-Ibáñez and Meyer (1993) and www.worldbank.
org/html/fpd/transport/roads_ss.htm.
113. Tanzi and Davoodi (1997) and Tanzi and Davoodi (1998).
114. Liautaud (2001).
Chapter 7
1. ILO (2004).
2. Schneider (2002). See also ILO (2002a).
3. Pritchett (2001); Easterly (2001); and Topel (1999).
4. One more year of schooling is estimated to raise wages by 710 percent in many countries. See Psacharopoulos and Patrinos
(2002).
5. Recent studies focusing on OECD countries-where differences in the quality of education are relatively smaller than across
developing countries-suggest strong positive effects of enhancement of human capital on GDP per capita growth. See Bassanini
and Scarpetta (2002) and De La Fuente and Doménech (2002).
6. Rosenzweig (1995)shows for India that schooling returns are
high when the returns to learning are also high.
7. Pritchett (2001) and Pissarides (2000).
8. Acemoglu and Shimer (1999). For empirical evidence for the
United States, see Abowd and others (2001) and Nestoriak (2004).
9. Bresnahan, Brynjolfsson, and Hitt (2002).
10. Van de Walle (2003).
11. Nicholls (1998).
12. World Bank (2003e).
13. IFC (2001); World Bank (2002a); World Bank (2003e); and
El-Khawas, DePietro-Jurand, and Holm Nielsen (1998).
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14. Tooley (1999).
15. IFC (2001).
16. Data are from the U.S. Department of Education.
17. While one might expect a positive relation between the level
of mandated labor protection and income across countries (that is,
labor protection is a normal good), the relationship is, in fact, negative across a large group of countries.
18. Bourguignon and Goh (2003); de Ferranti and others
(2000); Gill, Maloney, and Sanchez-Paramo (2002); Devarajan,
Dollar, and Holmgren (2001); Rodrik (1997); Freeman (1994);
Matusz and Tarr (1999); Rama (2003); and World Bank (2002d).
19. For a review of the role of unions see Aidt and Tzannatos
(2002); Brown (2000); and Boeri, Brugiavini, and Calmfors (2001).
20. Aidt and Tzannatos (2002) and Forteza and Rama (2002).
21. Calmfors (1993).
22. Haltiwanger, Scarpetta, and Vodopivec (2003).
23. Eslava and others (2003).
24. In Colombia, for every percentage point rise in the minimum wage, employment falls by 0.15 percentage points: Maloney
and Núñez (2004). For Indonesia, see Alatas and Cameron (2003).
25. This is possible because of noncompliance in the informal
economy and exemption for certain workers.
26. The relationship between compliance and the level of the
minimum wage is not one-to-one, and depends on the overall
institutional climate and respect for laws.
27. In Poland the national minimum wage accounts for over 80
percent of the going market wage in less developed areas, contributing to high unemployment among low skilled workers, World
Bank (2001b).
28. For more details on the role of the minimum wage as a price
signal for the informal sector in Latin America, see Maloney and
Núñez (2004), and World Bank (2004g).
29. See Feliciano (1998) for Mexico, and Gill, Montenegro, and
Dömeland (2002) for the experience of Latin American countries
that have introduced apprentice wages.
30. The index of condition of employment reported in figure 7.5
is the normalized sum of maximum number of hours in the workweek, overtime work, night shifts, holidays, hours of work, vacation
days, and whether paid time off for holidays is mandatory. For more
details, see Djankov and others (2003a) and World Bank (2003a).
31. The 39 days in Sierra Leone refer to a worker with 20 years of
service.
32. Heckman and Pagés (2004) estimate that workers absorb
between 52 and 90 percent of the cost associated with nonwage
benefits in Latin America. Mondino and Montoya (2004) for
Argentina, and MacIsaac and Rama (1997) for Ecuador suggest that
compliance with labor regulations implies an increase in labor costs
with possible disemployment effects.
33. In most countries, worker turnover is even larger than job
turnover, because workers not only move directly from one job to
another, but also between employment and unemployment and
inactivity. See Alogoskoufis and others (1995).
34. Heckman and Pagés (2004), using an alternative measure of
job security that takes into account the monetary transfer to be
paid to dismissed workers, confirm that such transfers tend to be
larger in Latin America than in industrial countries.
35. The synthetic indicator of employment protection for workers
with permanent contracts is the normalized sum of: (a) procedural
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inconveniences; (b) notice and severance payments; (c) standards
of and penalties for “unfair” dismissals; and (d) procedures for collective dismissals. Indicators of employment protection for temporary contracts refer to: (a) the “objective” reasons under which they
could be offered; and (b) the maximum cumulated duration of the
contract. See Djankov and others (2003a) and World Bank (2003a).
36. World Bank (2003j).
37. World Bank (2002a).
38. These results are from econometric analyses based on
industry-level data and controlling for other main drivers of productivity or entry rates. In particular, see Nicoletti and others
(2001) for the evidence on the relationship between R&D and labor
regulations, and Scarpetta and others (2002) and Scarpetta and
Tressel (2004) for evidence of the impact of employment protection on productivity and entry rates.
39. Görg (2002) and Dewit, Gorg, and Montagna (2003) for evidence of the effects of employment protection on FDI.
40. See Nicoletti and others (2001) on self-employment; Nicoletti and others (2001) for the evidence on firm size; and Scarpetta
and others (2002) for the evidence on size of entrant firms and
post-entry expansion. Christianson (2004) suggests strict labor regulations in South Africa push small and medium size firms toward
more capital-intensive technologies.
41. Nonpayment of contractual obligations, or wage arrears,
spread to nearly 60 percent of all workers in Russia in 1998 and,
despite declining, continued to affect a significant share of the
workforce in the following years, see World Bank (2003j).
42. See Pagés and Montenegro (1999) and Montenegro and
Pagés (2004) for Latin America. Djankov and others (2003a) suggest that an increase of 1 point in the employment laws index
(ranging from 0.76 to 2.40) is associated with an increase in the
share of the unofficial economy in GDP of 6.7 percentage points
and an increase in the share of unofficial employment of 13.8 percentage points.
43. Addison and Teixeria (2001) and Nickell and Layard (1999).
44. Cavalcanti (2003) and Mondino and Montoya (2004).
45. Besley and Burgess (2004).
46. Kugler and Pica (2003) for evidence in Italy.
47. Pierre and Scarpetta (2004). Evidence from South Africa also
suggests that more than 90 percent of large firms are reported to
make greater use of temporary workers to increase flexibility of the
workforce: see Chandra and others (2001). See also Saavedra and
Torero (2004) for Peru, and World Bank (2003a) for other countries.
48. Dolado, García-Serrano, and Jimeno (2001); Blanchard and
Landier (2001); and Hopenhayn (2004).
49. Agénor (1996) argues that the effectiveness of structural
adjustment programs in developing countries is affected by the
specific characteristics of their labor markets.
50. Goldberg and Pavcnik (2003) for Colombia, and Aghion and
others (2003) for India.
51. Winter-Ebmer (2001).
52. Kikeri (1998).
53. Winter-Ebmer (2001) and Kikeri (1998).
54. See Holzmann and Jorgensen (2001) and World Bank
(2001c). See also World Commission on the Social Dimension of
Globalization (2004).
55. de Ferranti and others (2000) suggest that had Latin Amer-

ica and the Caribbean been able to diversify their idiosyncratic
aggregate volatility in the 1990s, they would have enjoyed a 7 percent higher consumption.
56. Bigsten and others (2003) suggests that in African countries
with underdeveloped credit and insurance markets, firms cannot
insure against temporary demand shocks and have to adjust wages
and employment.
57. Acemoglu and Shimer (1999) suggest that moderate levels of
unemployment benefits help improve job matches, with positive
effects on productivity and output growth.
58. Tanzanian households with limited liquid assets (livestock)
tend to grow proportionally more sweet potatoes, a low return and
low risk crop, than wealthier households, see Dercon (1996). In the
Indian ICRISAT villages, reducing rainfall timing variability
(through some mechanism of insurance) is estimated to have a
large effect on farm profits of the poor households, see Rosenzweig
and Binswanger (1993).
59. See, for example, Ravallion (2003b) and World Bank (2002d).
60. Klasen and Woolard (2001) suggest that the absence of
unemployment benefits in South Africa forces the unemployed to
base their location decisions on the availability of economic support—generally available in rural areas, often in parental households—rather than on the availability of job openings.
61. de Ferranti and others (2000) suggest that trade liberalization and greater competition in Latin American countries have
reduced the possibility of de facto pooling unemployment risk via
severance pay over a greater population by subsidizing potentially
bankrupt firms through higher prices.
62. In Slovenia, unpaid claims amount to more than one-third
of total severance pay provisions: Vodopivec (2004). In Peru, poor
workers are less likely to be entitled to severance pay, and also less
likely to receive it in case of dismissal: MacIsaac and Rama (2001).
63. Gruber (1997) finds that in the absence of unemployment insurance, average consumption expenditures would fall by 22 percent.
64. More than two-thirds of the households with at least one
unemployed worker received such benefits in Hungary and Poland
in the mid-1990s, see Vodopivec (2004).
65. Martin and Grubb (2001).
66. Mazza (1999).
67. World Bank (1995b).
68. Tabor (2002).
69. Cox, Jimenez, and Jordan (1994) estimate that poverty incidence would be 25 percent higher among those receiving transfers
had they not received them.
70. Informal transfers are estimated to offer less than 10 percent
of the size of typical income shocks in bad periods in India; and less
than 3 percent in the Sahel region, following the 1984 drought,
Morduch (1999a).
71. Ravallion (2003b), Ravallion and Datt (1995); Subbarao
(1997); Teklu and Asefa (1999); Jalan and Ravallion (2003); and
Chirwa, Zgovu, and Mvula (2002).
72. Gaiha (2000).
73. Subbarao, Ahmed, and Teklu (1995) for the Philippines and
World Bank (2002d) for African countries.
74. Haddad and Adato (2001) find little relationship between
the district level share of public works activity and the relative
poverty, unemployment, and infrastructure need in a sample of 101
public works projects in the Western Cape of South Africa.
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75. Rawlings, Sherburne-Benz, and Van Domelen (2003).
76. The percentage of beneficiaries beneath the national poverty
line ranged from 71 percent in Zambia to 55 percent in Nicaragua.
77. Rawlings and Rubio (2002).
78. Sedlacek, Ilahi, and Gustafsson-Wright (2000) and Bourguignon, Ferreira, and Leite (2002).
Chapter 8
1. Chang (2002).
2. Taylor (1996).
3. Recent publications show that the debate continues. Skeptical
views on the role of industrial policy in East Asian growth include
Noland and Pack (2003); Pack (2000); and Smith (2000). More positive views are expressed in Lall (2003); Lall (2000); and Amsden
and Chu (2003). Wong and Ng (2001) stand somewhere in
between. See also Hernandez (2004).
4. The potential for positive spillovers from FDI, exporting and
R&D provides an economic rationale for selective interventions in
favor of these activities. Proponents of selective interventions also
point to other possible market failures that might justify special
treatment: different learning economies for each technology, see
Lall (2000); coordination of competing investments, see Chang
(1999); and helping latecomers achieve economies of scale in
mature industries, see Amsden and Chu (2003).
5. Lipsey and Lancaster (1956).
6. Reid and Gatrell (2003); Wolman (1988); and Kokko (2002).
7. Hausmann and Rodrik (2003).
8. References on Bangladesh, Colombia, and India are from
Hausmann and Rodrik (2003); on Japan from World Bank (1993);
and on Kenya from English, Jaffee, and Okello (2004).
9. Noland and Pack (2003).
10. WTO (2003) reviews literature on government efforts to
restrict competition in East Asia and concludes that cartelization
did not improve economic performance in Japan, and had negative
consequences in Korea.
11. For example, see World Bank (2004d); Noland and Pack
(2003); Mody (1999); Wong and Ng (2001); and Lall (2000).
12. Irwin (2004).
13. Rodríguez-Clare (2001).
14. Greenstone and Moretti (2003).
15. Reid and Gatrell (2003) describe the case of an automotive
company that threatened to relocate to a different U.S. city unless it
received various incentives—which led an incentive package of
$322.5 million. While 4,900 jobs were promised in 1997, in 2001
the company announced that it would reduce the number of
employees to 3,600. The authors suggest the threat to relocate was
motivated by opportunism.
16. Thaler (1993).
17. The technology policy in India’s ninth five-year plan (19972002) included the following objectives: (a) optimal utilization of
science and technology to control population growth, improve
food security, literacy, and so forth; (b) support best scientists and
be at the forefront of selected research fields; (c) concentrate on
technological capabilities that can be commercially successful; (d)
promote environmentally friendly technologies and the like; (e)
develop innovative capabilities in education system; (f) increase
resources for R&D in private firms; (g) promote strategic sectors
such as atomic energy and space. Cited by Mani (2001b).
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18. Cardenas, Ocampo, and Thorp (2003) mention how notions
of performance-based and time-bound support were absent from
the post-World War II import substitution strategies in Latin
America.
19. Jones and Sakong (1980).
20. Shah (1995a).
21. OECD (2003c). Non-OECD countries include Argentina,
Bolivia, Cambodia, Chile, Kenya, and South Africa.
22. UNCTAD (2002a) and Noland and Pack (2003).
23. OECD (2003e).
24. Chen and others (2004).
25. ILO (2002b).
26. PPIAF and World Bank (2002).
27. World Bank (2003i).
28. Charitonenko and Campion (2003) and Yaron, Benjamin,
and Piprek (1997).
29. Morduch (1999b).
30. Adams (1988).
31. Yaron, Benjamin, and Piprek (1997).
32. World Bank (2003i).
33. Anderson and Feder (2003).
34. Alex, Zijp, and Byerlee (2002) and Anderson and Feder
(2003).
35. Glaeser (2001).
36. Batra and Mahmood (2003).
37. Klein and Hadjimichael (2003).
38. Nugent and Yhee (2002).
39. Johnson, McMillan, and Woodruff (2002a).
40. Hallberg (2000) and Batra and Mahmood (2003).
41. Hallberg and Konishi (2003).
42. Batra and Mahmood (2003).
43. Scott and Storper (2003).
44. Porter (1998) discusses the cluster literature. Clusters are
defined as “geographically proximate group of interconnected
companies, suppliers, service providers and associated institutions
in a particular field, linked by externalities of various types.” Porter
(2003).
45. Sölvell, Lindqvist, and Ketels (2003).
46. World Bank (2003b).
47. For example, Altenburg and Meyer-Stamer (1999) identify
three types of clusters in Latin America: “survival clusters of SMEs,
more advanced and differentiated mass production clusters, and
clusters around transnational corporations.”
48. Altenburg and Meyer-Stamer (1999).
49. The Mitchell Group Inc. (2003).
50. The Mitchell Group Inc. (2003).
51. Includes workers in export processing zones, special economic zones, economic and technological development zones, and
maquiladoras (firms in Mexico that process or assemble imported
components that are then exported).
52. Madani (1999) mentions at least 18 Sub-Saharan African
countries with some type of EPZ initiative. Political unrest halted
the development of EPZ in Togo, and civil war in Liberia and Sierra
Leone. Macroeconomic distortions hindered EPZ development in
Kenya. Infrastructure and bureaucratic burden posed obstacles to
the development of EPZ in Senegal and Ghana. The success stories
of Mauritius and Madagascar are anomalies in the region.
53. Subramanian and Roy (2003).
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54. Jenkins and Kuo (2000); Panagariya (2000); Radelet (1999);
and Harrold, Jayawickrama, and Bhattasali (1996).
55. English and De Wulf (2002).
56. UNCTAD (1996); Christiansen, Oman, and Charlton
(2003); and Easson (2001).
57. UNCTAD (2000c).
58. Morisset (2003b).
59. Fletcher (2002).
60. UNCTAD (2002b).
61. Wells and others (2001) and Bergsman (1999).
62. MIGA (2002).
63. Wunder (2001b).
64. In Thailand a 1984 study from the Ministry of Finance
found that, in aggregate, the share of investment that would have
taken place even in the absence of incentives was 70 percent. Cited
by Halvorsen (1995).
65. Zee, Stotsky, and Ley (2002) and Shah (1995a).
66. Wells and others (2001).
67. UNCTAD (2002b).
68. Morisset (2003a).
69. Morisset and Andrews-Johnson (2003).
70. Morisset and Andrews-Johnson (2003). The authors measure the investment climate using the Heritage Foundation’s Index
of Economic Freedom, a composite measure that aggregates measures of macroeconomic stability, openness, taxation, and other
factors.
71. UNCTAD (2003b).
72. Pursell (2001) and UNCTAD (2003b).
73. Moran (2001).
74. Moran (2001).
75. Battat, Frank, and Shen (1996).
76. Zee, Stotsky, and Ley (2002).
77. Hall and Van Reenen (1999).
78. Shah and Baffes (1995) and Shah (1995b) found R&D
incentives cost effective in Pakistan and Canada, respectively. However, Hall and Van Reenen (1999) review the literature of tax incentives in the OECD and are more skeptical. Their review of studies of
tax credits in the U.S. concludes that on average it produced
roughly a dollar-for-dollar increase in reported R&D spending
since their introduction in 1981.
79. OECD (2003f).
80. Kim (1997) and Yusuf (2003). Yet heavy regulation and government funding may have constrained the development of private
venture capitalists. Israel is a counter-example; jump-starting a
venture capital sector that was successful enough in attracting private capital to render public support unnecessary.Trajtenberg
(2002).
81. David, Hall, and Toole (2000).
82. Wallsten (2004) mentions that in the U.S. alone, there were
135 science parks in 1998. He finds that they are not a major source
of high-tech employment. Literature evaluating science parks is not
very developed, and few studies look at their cost-effectiveness. de
Ferranti and others (2003).
83. Feser (2002).
84. Yusuf (2003).
85. de Ferranti and others (2003).

Chapter 9
1. Braithwaite and Drahos (2000) and Dollinger (1970).
2. For example, in 1928 the Permanent Court of the International Court of Justice ruled that compensation was payable for the
expropriation by Poland of private property belonging to a German
firm in the Chorzow Factory Case. The court stated that “there can
be no doubt that the expropriation . . . is a derogation from the
rules generally applied in regard to the treatment of foreigners and
the principle of respect for vested rights.”
3. Putnam (1988); Ederington (2001); Staiger and Tabellini
(1999); and Conconi and Perroni (2003).
4. Dixit and Nalebuff (1991); and Persson and Tabellini (2000).
5. Under the auspices of the joint World Bank-IMF initiatives
on the Financial Sector Assessment Program and the Reports on
the Observance of Standards and Codes (ROSC), the OECD Principles are used as a benchmark in assessing corporate governance
institutional frameworks and practices.
6. Shihata (1986) cites the example of the “Jecker” claim, when
an investment dispute was used by France for armed conflict in
Mexico in 1861–62.
7. For example, UNCITRAL Arbitration Rules, the 1958 New
York Convention on the Recognition and Enforcement of Foreign
Arbitral Awards, and the International Court of Arbitration of the
International Chamber of Commerce. For a review of international
commercial arbitration, see Paulsson (1996).
8. For background on ICSID, see Shihata (1986). Information
on ICSID can be found on its Web site (www.worldbank.org/icsid/)
and in ICSID Review-Foreign Investment Law Journal, published
by the Johns Hopkins University Press.
9. ICSID (2003).
10. Recent cases have been based on interpretations of NAFTA,
rather than BITs, although similar issues can arise. The cases are
discussed in UNCTAD (2003e) and Hallward-Driemeier (2003).
For those considered under ICSID jurisdiction, see also
www.worldbank.org/icsid/cases/awards.htm.
11. Weingast (1995). For a skeptical view on the benefits of harmonization relative to competition, see Stephan (1999). For a
review of the tradeoffs in the area of financial services, see White
(1996).
12. Putnam (1988); see also Maggi and Rodríguez-Clare (1998).
13. The International Chamber of Commerce dates from 1919,
and has been involved in promoting harmonization of various contractual terms to facilitate international trade (www.iccwbo.org).
14. UNCITRAL is a subsidiary body of the General Assembly of
the United Nations, and was established in 1966 with the general
mandate to further the progressive harmonization and unification
of the law of international trade. UNCITRAL has since prepared a
wide range of conventions, model laws, and other instruments
dealing with the substantive law that governs trade transactions or
other aspects of business law having an impact on international
trade (www.uncitral.org).
15. Hoekman and others (2004); Schiff and Winters (2003); and
Bhagwati (2002).
16. Multilateral arrangements on environmental issues date
from the 1972 U.N. Stockholm Conference.
17. Siebert (2003).
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18. World Bank (2003b); WTO (2003); and Clarke and Evenett
(2003b).
19. Hoekman and Mavroidis (2002) and Clarke and Evenett
(2003a).
20. The tax harmonization debate in the EU has been ongoing
for many years. Recent analytical work suggests that the benefits
from tax coordination in the EU may be negligible, see Mendoza
and Tesar (2003).
21. For example, although the national government in Brazil
prohibited the states from exempting firms from the value-added
tax, the states were able to get around this using various mechanisms, including lending enterprises amounts equal to the tax they
owed on highly subsidized terms, see Tendler (2002).
22. OECD (2003d) and OECD and WTO (2003).
Chapter 10
1. World Bank (2003b).
2. The G7 (Group of 7) has also endorsed the importance of
investment climate improvements; see communiqué issued in September 2003. The importance of investment climate improvements
in achieving the Millenium Development Goals is also highlighted
in the report of the United Nations Commission on the Private Sector and Development (2004).
3. United Nations (2002b).
4. World Bank (2004d); UNCTAD (2000a); and UNCTAD and
WTO (2000).
5. IMF estimations from OECD PSE (Producer Support Estimate); OECD (2002a); and OECD DAC (2003).
6. Estimates based on dynamic gains in real income (relative to
base year of 1997) using the Global Trade Analysis Project (GTAP)
database. They are based on a “pro-poor” scenario in which high
income countries reduce tariffs and eliminate tariff peaks. Agriculture has a maximum tariff of 10 percent, with an average tariff of 5
percent, and manufacturing has a maximum tariff of 5 percent
with a 1 percent average tariff. Further, export subsidies are eliminated, domestic subsidies decoupled, and specific tariffs, tariff rate
quotas, and antidumping duties and sanctions eliminated. See
World Bank (2004d).
7. Hoekman (2000).
8. Development assistance data is based on OECD DAC (2004)
and includes support provided as Official Development Finance
(ODF). For this Report, Official Assistance provided to the subset
of more advanced developing countries and territories has been
excluded. Commitment data in the OECD Creditor Reporting System (CRS) was mapped to specific categories of assistance (policybased support, capacity building, and infrastructure). For a discussion of the methodology and associated caveats see Migliorisi and
Galmarini (2004).
9. World Bank (1998a).
10. World Bank (2004a).
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11. The approach piloted by the EU (for example, in Burkina
Faso) is based on outcome indicators that are agreed beforehand
with the recipient government; see Zongo and others (2000). The
approach adopted under the Millennium Challenge Account
focuses on country selectivity based on three main criteria: ruling
justly, encouraging economic freedom, and investing in people; for
more details see www.mca.gov.
12. For a discussion of output-based aid and its applications see
Brook and Smith (2001).
13. About one-third of the policy-based support during the
period was for financial sector-related operations, reflecting
responses to financial crises. The crises also explain the increase in
policy-based lending, which had been trending downward.
14. An evaluation of World Bank adjustment lending shows that
between 1996 and 1999 about 40 percent of investment climate
conditionality related to business environment, a third to privatization and public enterprise reforms, and one-quarter to supporting
private participation in infrastructure. World Bank (2001a).
15. Devarajan, Dollar, and Holmgren (2001) and World Bank
(1998a).
16. McMillan, Rodrik, and Welch (2002).
17. World Bank (2003k) and Wolfensohn (1998).
18. IDA and IMF (2003) and World Bank (2003l). The experience has not been uniformly adopted across all countries preparing
PRSPs; see World Bank (2004h).
19. Pistor (2000).
20. Technical Assistance is not subject to the 2001 OECD Development Assistance Committee recommendation for its members to
untie Official Development Assistance to Least Developed Countries; see OECD DAC (2001). However, countries including the
United Kingdom have already untied the provision of all development assistance, and similar proposals are being discussed in the
EU and by the OECD. See European Commission (2004a) and
United Kingdom - DFID (2001).
21. Batra and Mahmood (2003).
22. A recent review of donor support for private sector development observed: “One may question the sincerity of those donors
who claim to be working towards [private sector development] in
developing countries, but whose instruments in the main center on
the promotion of exports and investments by their own private sectors. This is not to say that the involvement of the donor’s private
sector should be condemned by definition, but rather that it is
facile to claim that investments and exports contribute by definition to recipient country PSD, let alone to poverty reduction.” See
Schulpen and Gibbon (2002).
23. In particular, the Partnership in Statistics for Development
in the 21st Century (PARIS21), (www.paris21.org).
24. United Nations (2002a).
25. World Bank (2004c).
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Firms evaluating alternative investment options, governments
interested in improving their investment climates, and economists seeking to understand the role of different factors in
explaining economic performance—all have grappled with
defining and measuring the investment climate. The number
of organizations working in this area has expanded the variables available. For example, The PRS Group’s International
Country Risk Guide and Business Environment Risk Intelligence give measures on various sources of country risk based
on evaluations of international experts (additional examples
and their websites are in a table at the end of the technical
notes). The World Economic Forum looks at a wider range of
factors thought to affect competitiveness based on relatively
small samples of mostly multinational firms. The Worldwide
Governance Research Indicators Dataset draw on sources from
18 different organizations to create six governance indicators,
including “rule of law,” “government effectiveness” and “control of corruption.” While these and related variables have contributed to cross-country analysis, such broad assessments do
not translate easily into diagnoses of specific problems or capture the nuances of different institutional settings.
To complement and extend these efforts, the World Bank,
working with client governments and others, recently pioneered new measures of the investment climate. The Investment Climate Surveys measure specific constraints facing
firms, and relate them to measures of firm performance,
growth, and investment. The Doing Business Project collects
country level data on the details of a set of regulations. The
Report draws on both sets of data and presents selections from
these databases in the following tables.

Challenges in measuring
the investment climate
All efforts to develop more specific insights and related data
have to contend with five main challenges:
• Multidimensional nature of the concept being measured.
Stability and corruption are important, but so are
244

approaches to regulation and access to modern telecommunications services. The many factors can also interact
in various ways. The lack of secure property rights can
lead to difficulties in getting finance on reasonable terms.
And the level of taxes affects the ability of governments to
provide public services, including those that benefit
firms. Similarly, the level of corruption is not only a direct
cost to firms but can also lead to deep distortions across
the policymaking apparatus of government. Reducing
such details into a single measure misses the insights from
a more disaggregated analysis, and hides the degree of
variation within a country.
• Some dimensions are inherently difficult to measure. Certain investment climate constraints are relatively easy to
identify and measure, such as the reliability of the power
supply or the time it takes to register a business. Others
are more sensitive, such as issues dealing with corruption,
and can lead to underreporting. Other dimensions are
harder to quantify such as competitive pressures and policy related risks. However, omitting important dimensions because the measurements have not been perfected
would give a distorted assessment. Alternatively, the collection of the wider set of information can be pursued,
with the evaluation of the responses taking into account
the nature of the subject matter being reported.
• Differences in perspective across firms and activities. Even a
single dimension of the investment climate can affect
firms or activities in different ways. For example, deficiencies in port and customs infrastructure can be a
major impediment to firms engaged in exporting and
have only more limited and indirect effects on other
firms. Similarly, some firms may benefit from government-mandated monopolies, while other firms lose by
being denied the opportunity to compete or by paying
higher prices for products from the protected industry.
Burdens that represent fixed costs also result in a disproportionate burden on smaller firms. In addition, some
variables that may impose a burden on firms may provide
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other social benefits. Examples include levying taxes to
improve public services or meet other social goals, or regulations to safeguard the environment or consumers.
Simply relying on opinions from firms could lead to
questionable policy advice. But even objective responses
can vary by type of respondent. Ideally measures would
capture the range of perspectives and evaluations of constraints.
• Differences between locations within countries. Investment
climate conditions are not uniform in each country, with
significant differences often evident across locations. This
is most obviously the case in large countries with federal
structures, where sub-national governments may differ in
their policies and behaviors. But it also true with more
centralized governments, where there are often important
differences within the country in matters like infrastructure provision and even the enforcement of national laws
and regulations.
• The experience on the ground does not always reflect formal
policies. The policies as they exist on the books are not
always implemented. In some countries, the gap between
the formal policy and its implementation is substantial.
Variations in the degree of discretion officials have, the
resources put into implementation and the political will
to enforce existing regulations can have a big impact. The
distinction can be important in determining the priorities and expected benefits of reform initiatives.
In grappling with these issues, objective and perception based
data each can make a contribution. Objective measures have
advantages of allowing more precise and consistent benchmarking of conditions. But for some factors, subjective indicators may be the only effective way to reflect differences across
locations or types of firms. As investment decisions ultimately
depend on subjective judgments, measures that reflect firm
perceptions add additional insights.
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New investment climate measures from the World Bank
Investment Climate
Surveys

Doing
Business Project

Country coverage

Launched in 2001, this Report
draws on over 26,000 firms
in 53 countries. Each year
an additional 15–20 surveys
are fielded.

Initially covering 130
countries in 2003,
additional countries
are being added.

Investment climate
dimensions covered

The standard questionnaire
of 82 questions covers
regulations, governance,
access to finance, and
infrastructure services. It
also collects data on firm
productivity, investment, and
employment decisions.

Beginning with 5 areas
of regulation (business
registration, insolvency,
contract enforcement,
hiring and firing workers
and accessing credit),
additional topics are
being added.

Types of variables

Covers both objective and
perception data. The
objective data includes the
time to complete processes
and monetary costs of
various disruptions and
regulations. In addition,
respondents give
perceptions of potential
constraints and assessments
of risks and competition.

Objective measures of
the number of
procedures, the time to
compete them, and the
fees and costs
associated with
compliance.

Whose perspective

Surveys cover a diverse
range of sizes and activities,
with random samples of
several hundred firms. Data
is gathered through face-toface interviews conducted
with senior managers and
accountants.

Use a single, defined,
hypothetical firm and
transaction. Judgments
based on assessment
of up to 5 local experts
(lawyers, accountants).

Differences within
a country

Samples cover multiple
locations within each
country.

A single indicator is
given for the largest
city in the country. For
some large countries,
additional cities are
available.

Basis of assessment

Indicators are based on the
experience reported by firms,
providing ranges of how
policies are implemented
in practice.

Indicators measure
formal regulatory
requirements.

The World Bank’s new measures
The table illustrates how Investment Climate Surveys and the
Doing Business Project address these challenges, providing
complementary sources of indicators. Together, they provide
new insights in the investment climates of a growing number
of countries.
The WDR team also adapted the Investment Climate Survey methodology to surveys of micro and informal firms in 11
countries. These comprise Bangladesh, Brazil, Cambodia,

Guatemala, India, Indonesia, Kenya, Pakistan, Senegal, Tanzania, and Uganda.
Additional information and access to these datasets can be
obtained at:
econ.worldbank.org/wdr/wdr2005
iresearch.worldbank.org/ics
rru.worldbank.org/DoingBusiness.
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Table A1. Investment climate indicators: World Bank Investment Climate Surveys
Policy Uncertainty
Major
constraint

Albania
Algeria
Armenia
Azerbaijan
Bangladesh
Belarus
Bhutana
Boliviaa
Bosnia & Herzegovina
Brazil
Bulgaria
Cambodia
China
Croatia
Czech Rep.
Ecuador
Eritreaa
Estonia
Ethiopiaa
Georgia
Guatemala
Honduras
Hungary
Indiab
Indonesia
Kazakhstan
Kenya
Kyrgyzstan
Latvia
Lithuania
Macedonia, FYR
Malaysia
Moldova
Moroccoa
Nicaragua
Nigeriaa
Pakistan
Perua
Philippines
Poland
Romania
Russia
Senegal
Serbia & Montenegro
Slovakia
Slovenia
Tajikistan
Tanzania
Turkey
Uganda
Ukraine
Uzbekistan
Zambia

Unpredictable
interpretation
of regulations

Corruption
Major
constraint

Report
bribes
are paid

Courts

Survey
year

Sample
size

%

%

%

%

Av.
Bribe
% of
sales

2002
2003
2002
2002
2002
2002
2002
2001
2002
2003
2002
2003
2002/3
2002
2002
2003
2002
2002
2002
2002
2003
2003
2002
2003
2004
2002
2003
2002/3
2002
2002
2002
2003
2002/3
2001
2003
2001
2002
2002
2003
2002/3
2002
2002
2004
2002
2002
2002
2002/3
2003
2002
2003
2002
2002/3
2003

170
557
171
170
1,001
250
96
671
182
1,642
250
503
3,948
187
268
453
78
170
427
174
455
450
250
1,827
713
250
284
275
176
200
170
902
277
859
452
232
965
583
719
608
255
506
262
250
170
188
283
276
514
300
463
360
207

48.5
..
32.0
6.7
45.4
59.0
..
..
40.5
75.9
59.5
40.1
32.9
35.9
20.2
60.7
31.5
12.0
39.3
44.3
66.4
47.0
21.1
20.9
48.2
18.5
51.5
34.7
27.4
33.5
37.3
22.4
57.0
..
58.2
..
40.1
71.1
29.5
59.1
43.3
31.5
31.3
47.8
44.6
11.8
24.4
31.5
53.8
27.6
46.9
27.2
57.0

54.5
44.8
51.6
48.3
21.4
77.6
..
..
47.0
66.0
62.3
44.4
33.7
51.4
56.0
68.0
..
45.1
..
73.4
89.5
65.9
42.7
64.1
56.0
52.7
45.5
67.0
71.4
61.9
42.3
..
79.0
..
66.4
55.1
64.8
78.7
49.1
68.0
54.5
75.1
42.5
42.9
55.1
47.8
56.3
58.6
40.6
40.0
67.5
42.3
70.1

47.5
35.2
13.5
19.5
57.9
17.9
..
..
34.8
67.2
25.4
55.9
27.3
22.5
12.5
49.2
2.7
5.4
39.0
35.1
80.9
62.8
8.8
37.4
41.5
14.2
73.8
31.4
11.7
15.6
31.2
14.5
40.2
..
65.7
..
40.4
59.6
35.2
27.6
34.9
13.7
39.9
16.3
27.5
6.1
21.0
51.1
23.7
38.2
27.8
8.7
46.4

84.5
75.0
35.7
63.5
97.8
62.0
..
40.5
62.6
51.0
75.9
82.3
55.0
48.7
55.5
58.9
64.1
48.8
..
81.5
57.6
50.0
60.4
..
50.9
69.2
75.5
82.4
62.6
52.0
68.7
..
77.6
..
45.5
..
59.0
..
50.6
52.4
73.3
78.0
45.2
61.6
68.1
36.2
76.7
42.9
71.8
39.0
70.2
57.7
49.5

4.6
8.6
4.8
6.0
2.8
3.4
..
..
3.0
..
4.2
6.0
2.6
2.6
2.9
5.4
3.8
1.1
..
4.4
7.4
6.0
2.4
..
4.6
3.8
5.5
4.6
2.3
1.9
1.5
..
3.0
..
7.0
..
3.6
..
4.0
3.1
4.7
2.3
1.8
4.0
2.6
5.4
3.7
2.9
0.6
4.9
4.4
2.6
3.8

Crime

Lack confidence
courts uphold
property rights

Major
constraint

Report
losses
from crime

Major
constraint
%

%

%

%

Av. loss
from crime
% of
sales

32.9
..
8.2
4.4
..
11.2
..
..
22.6
32.8
17.9
31.4
..
27.6
11.1
34.1
..
4.8
..
11.2
36.7
21.8
4.5
..
24.7
4.0
..
15.7
3.2
12.0
27.1
..
19.8
..
33.3
..
..
..
..
27.0
20.9
9.5
13.3
13.8
25.3
8.0
9.1
20.0
11.9
..
15.3
7.6
38.6

50.6
27.3
44.1
31.0
83.0
48.1
..
..
38.0
39.6
50.6
61.0
17.5
33.3
47.1
70.8
..
28.6
..
59.0
71.3
56.1
40.3
29.4
40.8
48.5
51.3
66.3
49.1
59.5
50.6
19.1
72.1
..
60.4
..
62.6
34.7
33.8
46.2
45.8
65.3
40.5
28.6
53.9
45.6
48.2
55.1
33.1
30.1
49.0
25.4
36.0

21.2
..
3.6
2.6
39.4
12.3
2.3
..
18.7
52.2
18.8
41.7
20.0
8.5
14.3
27.8
1.3
6.5
9.5
19.0
80.4
60.9
4.9
15.6
22.0
8.4
69.8
18.5
6.4
16.2
20.4
11.4
26.5
..
39.2
36.3
21.5
51.6
26.5
24.9
19.8
12.4
15.4
8.9
15.4
3.3
3.0
25.5
12.9
26.8
19.6
7.0
48.8

11.8
11.0
9.4
6.5
23.5
21.6
..
..
13.7
22.7
34.4
20.1
10.4
13.4
33.6
36.4
..
35.9
11.5
27.6
42.2
3.3
33.6
..
15.6
29.2
31.0
27.3
33.0
38.0
14.1
19.1
17.3
..
2.7
..
8.8
21.8
27.1
31.6
24.7
36.4
47.0
22.4
42.9
19.7
20.1
25.7
5.8
..
27.9
6.7
79.7

1.4
12.2
14.1
12.9
2.3
3.8
..
..
1.7
2.8
2.7
7.0
2.6
2.1
3.1
3.5
..
0.5
7.1
7.0
4.8
3.1
1.1
..
3.1
3.5
4.1
8.2
2.7
2.8
6.7
3.0
3.9
..
7.0
..
2.5
10.2
4.2
2.8
3.8
2.9
2.1
4.6
1.8
2.8
4.2
3.2
2.7
..
4.7
10.4
4.4
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Table A1. Investment climate indicators: World Bank Investment Climate Surveys—continued
Regulation and tax administration

Albania
Algeria
Armenia
Azerbaijan
Bangladesh
Belarus
Bhutan
Bolivia
Bosnia & Herzegovina
Brazil
Bulgaria
Cambodia
China
Croatia
Czech Rep.
Ecuador
Eritrea
Estonia
Ethiopia
Georgia
Guatemala
Honduras
Hungary
India
Indonesia
Kazakhstan
Kenya
Kyrgyzstan
Latvia
Lithuania
Macedonia, FYR
Malaysia
Moldova
Morocco
Nicaragua
Nigeria
Pakistan
Peru
Philippines
Poland
Romania
Russia
Senegal
Serbia & Montenegro
Slovakia
Slovenia
Tajikistan
Tanzania
Turkey
Uganda
Ukraine
Uzbekistan
Zambia

Finance

Tax rates
as major
constraint
%

Tax admin.
as major
constraint
%

Licensing
as major
constraint
%

Mgt. time
dealing with
officials
% mgt time

Avg. days
to clear
customs
Days

Major
constraint
%

37.1
44.8
35.5
18.8
35.8
47.0
..
..
26.9
84.5
33.1
18.6
36.8
27.8
25.6
38.1
31.1
16.7
73.6
30.5
56.5
35.6
30.2
27.9
29.5
13.8
68.2
32.5
27.3
36.5
21.0
21.7
54.9
..
34.7
..
45.6
..
30.4
64.7
51.6
24.6
50.8
35.3
31.7
11.2
26.2
73.4
38.1
48.3
39.6
19.9
57.5

25.0
36.2
37.7
17.5
50.7
44.2
..
..
26.0
66.1
13.0
20.7
26.7
7.7
19.8
28.5
16.2
4.5
60.3
47.1
34.8
23.2
13.7
26.4
23.0
14.3
50.9
35.1
27.6
19.8
15.1
13.3
47.6
..
18.1
..
46.1
..
25.1
41.0
33.2
31.8
48.2
29.3
19.8
5.9
21.8
55.7
33.1
36.1
34.9
22.7
27.5

22.9
27.4
9.0
10.1
22.5
25.8
..
..
11.9
29.8
15.1
11.7
21.3
9.2
10.2
13.0
2.7
11.2
8.3
9.9
15.6
21.1
3.3
13.4
20.5
9.0
15.2
11.6
9.2
8.1
17.4
10.9
24.6
..
10.6
..
14.5
..
13.5
13.5
23.2
14.6
7.5
7.8
17.9
3.2
14.2
27.4
5.8
10.1
18.2
7.7
10.1

13.6
..
7.4
7.3
4.6
11.0
..
..
11.7
9.4
8.5
14.6
19.0
9.0
5.5
17.7
5.9
6.2
5.7
14.7
17.4
14.2
8.7
15.3
14.6
14.6
13.8
13.2
10.7
10.0
13.5
10.2
7.1
..
17.3
..
10.6
..
11.0
12.3
10.7
14.1
13.8
15.1
9.5
7.7
8.3
16.2
8.0
5.0
15.4
12.1
14.1

2.4
21.6
3.7
2.6
11.5
2.4
3.1
9.3
3.6
13.8
4.2
..
7.9
3.8
4.4
16.4
9.1
1.6
13.5
3.2
9.4
5.1
4.3
6.7
5.8
5.3
8.9
3.3
1.2
2.4
5.0
3.6
2.1
2.7
5.8
17.8
17.2
7.9
2.8
3.1
1.4
6.9
6.5
5.5
2.2
3.1
9.6
17.5
3.7
..
5.8
6.0
4.8

20.1
51.3
25.9
12.3
45.7
30.1
..
..
27.9
71.7
40.3
9.9
22.3
21.6
23.1
42.2
53.7
8.4
40.2
14.2
38.7
55.4
20.2
19.2
23.0
14.0
58.3
27.7
7.6
7.0
16.6
17.8
39.6
..
57.6
..
40.1
55.8
18.2
42.6
32.3
17.0
60.0
28.3
30.1
11.2
20.1
53.0
23.2
52.8
29.1
20.6
67.7

Small
firms
with
a loan
%

7.8
27.1
11.1
4.9
48.8
8.3
50
..
23.2
51.6
9.0
7.9
52.0
33.3
32.2
54.6
26.3
46.0
26.3
19.6
43.5
46.9
18.5
51.1
16.7
13.3
59.3
9.3
23.2
21.1
11.1
57.3
26.4
34.2
42.0
11.1
11.2
43.6
16.8
31.5
25.5
8.8
23.2
11.3
41.2
23.8
2.0
13.3
11.3
14.1
6.5
2.3
29.6

Electricity

Labor

Major
constraint
%

Firms reporting
outages
%

Losses
from
outages
% of sales

Skills as
major
constraint
%

Labor
regul.
major
constraint
%

57.1
11.5
15.8
20.2
73.2
2.8
5.6
..
5.6
20.3
8.0
12.7
29.7
1.1
5.3
28.3
38.2
10.1
42.5
22.4
26.6
36.4
1.2
28.9
22.3
3.6
48.1
4.7
4.0
4.5
5.4
14.8
5.4
..
34.7
97.4
39.2
11.1
33.4
5.8
9.5
4.6
30.7
6.2
3.0
0.5
17.1
58.9
17.3
44.5
5.9
4.8
39.6

..
58.9
..
..
58.5
..
..
..
..
40.1
..
38.6
38.0
..
..
46.4
41.0
..
65.6
..
60.7
58.0
..
69.2
33.0
..
58.5
46.1
..
..
..
40.6
15.5
..
59.5
..
81.3
30.5
41.6
18.5
..
..
49.4
..
..
..
63.6
..
..
41.7
..
19.0
63.8

..
8.9
..
..
5.2
..
..
..
..
3.8
..
5.2
5.0
..
..
5.7
12.8
..
7.7
..
3.7
5.2
..
11.6
6.1
..
14.9
3.2
..
..
..
5.2
0.8
..
7.1
..
6.7
6.3
9.6
0.7
..
..
9.6
..
..
..
5.7
..
..
13.1
..
5.6
6.6

13.2
25.5
6.0
4.5
19.8
8.4
..
..
5.7
39.6
10.2
6.6
30.7
8.7
9.1
22.3
41.0
23.8
17.9
8.6
31.4
26.4
12.5
12.5
18.9
6.3
27.6
7.7
15.5
7.5
3.7
25.0
11.0
..
17.0
..
12.8
12.5
11.9
12.2
10.8
9.9
18.5
11.9
9.7
4.3
2.4
25.0
12.8
30.8
13.0
4.9
35.7

7.3
12.9
1.8
1.3
10.8
9.3
..
..
9.1
56.9
7.8
5.9
20.7
5.4
3.5
14.1
5.2
4.2
4.6
4.0
16.7
14.2
7.3
16.7
25.9
0.8
22.5
4.5
4.1
8.5
4.6
14.5
5.2
..
6.9
..
15.0
..
24.7
25.2
8.1
3.3
16.3
6.9
7.4
2.7
2.3
12.1
8.7
10.8
5.8
1.7
16.9

Data are based on enterprise surveys conducted by the World Bank and its partners in the year indicated.
While averages are reported, there are significant variations across firms. The data are not intended for the ranking of countries.
The WDR Survey of Micro and Informal Firms was also conducted in 11 countries: Bangladesh, Brazil, Cambodia, Guatemala, India, Indonesia, Kenya, Pakistan, Senegal, Tanzania, and Uganda.
The findings of these surveys are not reflected in this table. For more information, see Hallward-Driemeier and Stone (2004).
“..” indicates data is not available.
a. In 2002 the survey was expanded, so the earliest surveys include the firm performance measures, but not the full set of investment climate variables.
b. India’s first round survey of 895 firms was conducted in 2000.
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Table A2. Investment climate indicators: expert polls and other surveys
World Bank’s Doing Business Project
Starting a
business

Albania
Algeria
Angola
Argentina
Armenia
Australia
Austria
Azerbaijan
Bangladesh
Belarus
Belgium
Benin
Bhutan
Bolivia
Bosnia & Herzegovina
Botswana
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Central African Rep.
Chad
Chile
China
Hong Kong, China
Colombia
Congo, Dem. Rep.
Congo, Rep.
Costa Rica
Côte d’Ivoire
Croatia
Czech Rep.
Denmark
Dominican Rep.
Ecuador
Egypt, Arab Rep.
El Salvador
Eritrea
Estonia
Ethiopia
Finland
France
Gambia, The
Georgia
Germany
Ghana
Greece
Guatemala
Guinea
Haiti
Honduras
Hungary
Iceland
India
Indonesia
Iran, Islamic Rep.
Ireland
Israel
Italy
Jamaica
Japan
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kuwait
Kyrgyz Rep.
Lao PDR
Latvia
Lebanon
Lesotho
Lithuania
Luxembourg
Macedonia, FYR
Madagascar
Malawi
Malaysia

248

Enforcing a
contract

Days
Jan-04

Procedures
Jan-04

47
26
146
32
25
2
29
123
35
79
34
32
62
59
54
108
152
32
135
43
94
37
3
14
75
28
41
11
43
155
67
77
58
49
40
4
78
92
43
115
..
72
32
14
8
..
25
45
85
38
39
49
203
62
52
..
89
151
48
24
34
13
31
31
36
25
47
22
35
21
198
18
46
92
26
..
48
44
35
30

11
14
14
15
10
2
9
14
8
16
4
8
11
15
12
11
17
11
13
11
11
12
2
10
19
10
12
5
14
13
8
11
11
12
10
4
10
14
13
12
..
6
7
3
7
..
9
9
12
15
15
13
12
13
6
..
11
12
9
4
5
9
7
11
11
9
12
12
13
8
9
7
6
9
8
..
13
13
10
9

Days
Jan-04

390
407
1011
520
195
157
374
267
365
250
112
570
275
591
330
154
566
440
458
512
401
585
346
660
526
305
241
211
363
909
560
550
525
415
300
83
580
388
410
275
..
150
420
240
75
..
375
184
200
151
1459
306
368
545
365
..
425
570
545
217
585
1390
202
60
342
400
360
75
390
492
443
189
721
285
154
..
509
280
277
300

Registering
property

Resolving
insolvency

Investment
Profile

Intensity
of local
competition

Transparency
of gov’t
policymaking

Regional
disparities of
bus. environ.

ICRG
2003

WEF index
2003/4

WEF index
2003/4

WEF index
2003/4

..
3.6
2.5
2
..
5.6
4
..
3
..
3.9
..
..
3
..
5.1
3.6
2.7
..
..
..
4.4
4.5
..
2.5
4.5
4.2
5.4
4
..
..
3.9
..
3.1
3.5
5.2
3.4
2.5
3.4
4
..
4.2
3
5.5
4.4
4.7
..
4.5
4.3
3.6
2
..
2.7
2.9
3.9
5.3
4.1
3.6
..
4.2
4.2
3.9
3.5
3.9
4.4
..
3.6
4.4
..
..
..
4.1
..
..
3.8
5.3
3.8
3.5
4
5

..
2.7
2.8
2.8
..
5.1
5.1
..
2.9
..
3.8
..
..
3
..
3.8
2.1
3
..
..
..
2.8
4.1
..
2.3
3.3
3.3
5.2
2.8
..
..
3.7
..
2.8
3.2
5
3.3
2.9
3.6
3.3
..
2.7
2.2
4.3
4.2
3.4
..
4.8
3
3
2.7
..
1.5
3.5
2.3
4.3
2.5
3.6
..
3.8
5
2.6
4
4.5
3.4
..
2.8
3.8
..
..
..
3.6
..
..
3
5.1
3.7
1.9
2.9
3.9

Procedures
Jan-04

Days
Jan-04

Procedures
Jan-04

Years
Jan-04

39
49
47
33
24
11
20
25
29
28
27
49
20
47
36
26
25
34
41
51
31
58
17
45
52
28
25
16
37
51
47
34
25
22
22
15
29
41
55
41
..
25
30
27
21
..
18
26
23
14
37
44
35
36
21
..
40
34
23
16
27
18
18
16
43
41
25
29
52
46
53
23
39
49
17
..
27
29
16
31

47
52
335
44
18
7
32
61
..
231
132
50
44
92
331
69
42
19
107
94
56
93
20
69
44
31
32
56
23
106
103
21
340
956
122
42
107
21
193
52

7
16
8
5
4
5
3
7
..
7
2
3
4
7
7
4
14
9
8
5
7
5
6
3
6
6
3
3
7
8
6
6
7
5
4
6
7
12
7
5
..
4
15
3
10
..
8
4
7
12
5
6
5
7
4
..
6
6
9
5
7
8
5
6
8
8
7
7
8
7
9
10
8
6
3
..
6
..
6
4

4
3.5
4.7
2.8
1.9
1
1
2.7
4
5.8
0.9
3.1
..
1.8
3.3
2.2
10
3.3
4
4
..
3.2
0.8
4.8
10
5.6
2.4
1.1
3
5.2
3
3.5
2.2
3.1
9.2
3.4
3.5
4.3
4.2
4
..
3
2.4
0.9
1.9
..
3.2
1.2
1.9
2
4
3.8
5.7
3.7
2
..
10
6
4.5
0.4
4
1.2
1.1
0.5
4.3
3.3
4.5
1.5
4.2
3.5
5
1.1
4
2.6
1.2
..
3.7
..
2.6
2.3

65
56
14
193
..
39
41
382
23
55
104
195
36
79
..
67
33
36
38
144
27
54
14
22
52
39
11
75
15
135
62
25
101
3
..
74
..
118
143

8
8
8.5
5
8
10
12
9
5.25
5.5
11.5
..
9.5
..
11.5
7.5
11.5
9
..
..
6.5
12
..
..
11
7.5
11.5
9.25
6
8.5
8.5
6
9
12
11.5
8.5
6
6.5
6
..
10
7
12
12
8.5
..
12
7
11
11
6.5
5
8
12
11
8
4.5
6
12
9
12
9.5
12
9.5
7.5
9
9.5
11
..
..
11
9
..
11
12
..
8
8
8.5

..
3.5
2.4
4.4
..
5.4
5.1
..
4.8
..
5.6
..
..
3.8
..
4.1
5.2
4.6
..
..
..
4.1
5.5
..
3.6
5.6
5.3
5.6
4.6
..
..
4.7
..
4.6
5.1
5.5
4.5
3.5
4.4
5
..
5.3
3.6
5.4
5.4
4.2
..
5.5
4.3
5.1
4.1
..
4
3.4
4.9
5.3
5.6
4
..
5.2
5.6
5.3
4.9
5.5
5.2
..
5.2
5.3
..
..
..
5
..
..
5.1
4.4
4.3
4.2
4.2
5.3
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Table A2. Investment climate indicators: expert polls and other surveys—continued
World Bank’s Doing Business Project
Starting a
business
Days
Jan-04

Mali
Malta
Mauritania
Mauritius
Mexico
Moldova
Mongolia
Morocco
Mozambique
Myanmar
Namibia
Nepal
Netherlands
New Zealand
Nicaragua
Niger
Nigeria
Norway
Oman
Pakistan
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland
Portugal
Puerto Rico
Romania
Russian Federation
Rwanda
Saudi Arabia
Senegal
Serbia & Montenegro
Sierra Leone
Singapore
Slovak Rep.
Slovenia
South Africa
Spain
Sri Lanka
Sweden
Switzerland
Syrian Arab Rep.
Tajikistan
Tanzania
Thailand
Togo
Trinidad & Tobago
Tunisia
Turkey
Turkmenistan
Uganda
Ukraine
United Arab Emirates
United Kingdom
United States
Uruguay
Uzbekistan
Venezuela, RB
Vietnam
Yemen, Rep.
Zambia
Zimbabwe
World
Low income
Middle income
Lower middle income
Upper middle income
Low & middle income
East Asia & Pacific
Europe & Central Asia
Latin America & Carib.
Middle East & N. Africa
South Asia
Sub-Saharan Africa
High income

42
..
82
..
58
30
20
11
153
..
85
21
11
12
45
27
44
23
34
24
19
56
74
98
50
31
78
7
28
36
21
64
57
51
26
8
52
61
38
108
50
16
20
47
..
35
33
53
..
14
9
..
36
34
54
18
5
45
35
116
56
63
35
96
50.8
65.8
50.0
50.0
49.9
57.5
72.9
41.7
73.5
39.3
46.8
63.2
27.2

Procedures
Jan-04

13
..
11
..
8
10
8
5
14
..
10
7
7
2
9
11
10
4
9
11
7
8
17
10
11
10
11
7
5
9
9
12
9
11
9
7
9
10
9
7
8
3
6
12
..
13
8
13
..
9
8
..
17
15
12
6
5
11
9
13
11
12
6
10
9.9
10.8
10.6
11.3
9.5
10.7
9.9
9.9
12.0
10.2
9.3
11.2
7.0

Enforcing a
contract
Days
Jan-04

340
..
410
..
421
280
314
240
580
..
270
350
48
50
155
330
730
87
455
395
355
295
285
441
380
1000
320
270
335
330
395
360
485
1028
305
69
565
1003
277
169
440
208
170
672
..
242
390
535
..
27
330
..
209
269
614
288
250
620
368
445
404
360
274
350
388.3
416.0
422.1
424.9
417.2
419.2
373.8
389.0
471.7
412.6
375.0
434.2
280.2

Procedures
Jan-04

28
..
28
..
37
37
26
17
38
31
28
22
19
18
33
23
14
41
46
45
22
46
35
25
41
24
43
43
29
29
44
36
36
58
23
27
25
26
23
17
23
22
48
..
21
26
37
..
14
22
..
15
28
53
14
17
39
35
41
37
37
16
33
31.2
34.5
32.6
33.1
31.8
33.5
31.0
30.2
35.1
37.3
30.0
35.2
23.2

Resolving
insolvency

Investment
Profile

Intensity
of local
competition

Transparency
of gov’t
policymaking

Regional
disparities of
bus. environ.

Procedures
Jan-04

Years
Jan-04

ICRG
2003

WEF index
2003/4

WEF index
2003/4

WEF index
2003/4

5
..
4
..
5
5
4
3
7
..
9
..
4
2
7
5
21
1
4
5
7
4
7
5
8
7
5
..
8
6
5
4
6
6
8
3
5
6
6
4
8
1
4
4
..
12
2
6
..
5
8
..
8
9
3
2
4
8
12
8
5
6
6
4
6.2
6.8
6.5
7.0
5.6
6.6
5.2
6.7
6.9
6.7
5.8
6.9
4.7

3.6
..
8
..
1.8
2.8
4
1.8
5
..
1.0
5
1.7
2
2.2
5
1.5
0.9
7
2.8
2
2.8
3.9
3.1
5.6
1.4
2.5
3.8
4.6
1.5
..
2.8
3
2.6
2.5
0.8
4.7
3.6
2
1
2.2
2
4.6
4.1
..
3
2.6
3
..
1.3
2.9
..
2.1
2.6
5.1
1
3
2.1
4
4
5.5
3
2.7
2.2
3.2
3.9
3.4
3.4
3.3
3.6
4.2
3.3
3.6
3.7
4.8
3.6
2.0

3.5
4.8
..
4.5
3.7
..
..
4.2
3.4
..
4.2
..
4.8
5.2
2.9
..
3.5
3.8
..
3.5
2.8
..
2.2
2.9
3.7
2.9
3.7
..
2.6
2.5
..
..
3.9
4.1
..
6.2
3.4
4.2
4.3
4.2
3.7
5.2
5.3
..
..
4.1
4.3
..
3.9
5.1
3.4
..
3.9
2.2
..
5
4.9
3.3
..
2.1
4.3
..
4.5
2.6
3.9
3.6
3.5
3.4
3.7
3.6
4.2
3.3
3.1
4.1
3.6
3.8
4.7

2.5
5.5
..
4.4
2.5
..
..
2.5
2.1
..
3
..
5.1
4.9
2.9
..
2.9
3.9
..
2.8
3.4
..
3.3
2.2
2.5
2.8
2.8
..
2.8
2.3
..
..
2.6
2.8
..
5.8
2.2
3.4
2.9
3.9
3.4
4.1
4.7
..
..
2.6
4.1
..
4.3
3.4
2.2
..
2.7
2.7
..
4.3
5.2
3.9
..
3.3
2.8
..
2.8
3.5
3.4
2.7
3.1
3.0
3.3
3.0
3.4
2.8
3.1
3.1
2.9
2.9
4.4

Registering
property
Days
Jan-04

44
..
49
..
74
81
10
82
33
..
28
..
5
2
65
49
274
1
16
49
44
72
48
31
33
204
83
..
170
37
354
4
114
186
58
9
22
391
20
20
63
2
16
23
..
61
2
212
..
57
9
..
48
93
9
21
12
66
97
34
78
21
70
30
81.4
99.6
80.4
66.4
104.2
89.3
59.4
120.3
56.8
48.3
55.8
114.2
49.9

7.5
11.5
..
..
11.5
6.5
8
9
8.5
4
10
..
12
11.5
6
7.5
3.5
11.5
11.5
4.5
9.5
8
8.5
7.5
10
11
12
..
8.5
9
..
11
8
8
6.5
12
12
10
10.5
12
8.5
12
11.5
6.5
..
7.5
8.5
7.5
11.5
8
7.5
..
8.5
6
11.5
12
12
10.5
..
5.5
7.5
8
6
2.5
8.8
6.8
8.7
7.8
10.0
7.9
7.2
9.2
8.1
8.1
6.6
7.2
11.4

3.8
5
..
4.9
4.9
..
..
4.4
3.2
..
4.4
..
5.6
5.7
3.2
..
4.7
5.1
..
5
4.5
..
4.1
4.6
5
4.8
5
..
3.6
4
..
..
4.3
4.1
..
5.4
4.7
4.9
5.3
5.5
4.7
5.5
5.1
..
..
4.7
5.3
..
4.8
4.5
4.7
..
4.4
4.1
..
6
5.9
4.3
..
3.8
4.9
..
4.1
3.6
4.7
4.2
4.6
4.5
4.8
4.4
5.0
4.6
4.4
4.4
5.0
4.2
5.4

The aggregates are unweighted averages. See p. 255 for country groupings.
“..” indicates data is not available.
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Technical notes
Table A1. Investment climate indicators: World
Bank’s Investment Climate Survey of Firms
Investment Climate Surveys have been implemented in over 53
countries since 2001. A standardized questionnaire is used to
ensure comparability of responses. It was refined based on
extensive field testing and reviews by academics and officials
from census departments. The World Bank works with partner
agencies in each country to implement the survey and to conduct the interviews. In most countries, national statistical
offices assist with the sampling. The sampling focuses on manufacturing establishments according to their contribution to
GDP. The samples are stratified by size to ensure sufficient coverage of larger firms. The 27 countries in Eastern Europe and
Central Asia were conducted jointly with the European Bank
for Reconstruction and Development under the name of Business Environment and Enterprise Performance Surveys II
(BEEPS II). In five countries in this region the World Bank
extended the samples to gather additional information on firm
performance. The Asia Development Bank is a partner in a
number of countries in Asia.
For each of the 8 sets of variables, the first column reports
on the perception of senior managers of whether the issue represents a problem for the operation and growth of their business. They were given a five-point scale, ‘no obstacle,’ ‘minor
obstacle,’ ‘moderate obstacle,’ ‘major obstacle’ and ‘very severe
obstacle.’ This is followed by more specific information on the
issue, including objective measures in terms of monetary and
time costs.
Policy uncertainty constraint measures the share of senior
managers that ranked “economic and regulatory policy uncertainty” as a major or very severe constraint. Unpredictable
interpretation of regulations reports the share of senior managers that disagreed with the statement that the interpretation
of regulations by officials was predictable.
Corruption constraint measures the share of senior managers that ranked “corruption” as a major or very severe constraint. Report bribes are paid is the share of senior managers
that report that establishments like theirs can sometimes be
required to make gifts or informal payments to public officials
to “get things done” or are paid to pass inspections, get licenses
or permits, get a public utility connection or to get a government contract. The average bribe paid is the average size of the
bribe as a percentage of sales for those firms that identify that
bribes are paid to “get things done”.
Courts constraint measures the share of senior managers
that ranked “courts and dispute resolution systems” as a
major or very severe constraint. Lack confidence in courts
to uphold property rights is the share of managers that disagreed with the statement: “I am confident that the judicial
system will enforce my contractual and property rights in
business disputes.”

Crime constraint measures the share of senior managers
that ranked “crime, theft and disorder” as a major or very
severe constraint. Report losses from crime is the share of
firms reporting a loss to the establishment due to theft, vandalism or arson in the previous year. The average loss from crime
is the loss as a share of sales for those reporting a crime.
Tax rate constraint measures the share of senior managers
that ranked “tax rates” as a major or very severe constraint. Tax
administration constraint measures the share of senior managers that ranked “tax administration” as a major or very severe
constraint. Licensing constraint measures the share of senior
managers that ranked “business licenses and permits” as a major
or very severe constraint. Management time dealing with officials with regard to requirements imposed by government regulations [e.g. taxes, customs, labor regulations, licensing and registration etc.] in a given week. Average days to clear customs is
the time to clear an imported good through customs.
Finance constraint is the average of the shares of senior
managers that ranked “access to finance” or “cost of finance” as
a major or very severe constraint. Small firms with a loan is
the share of firms with less than 20 employees that have a loan
from a formal financial intermediary.
Electricity constraint measures the share of senior managers that ranked “electricity” as a major or severe constraint.
Firms reporting outages is the share of firms that report losing sales due to power interruptions and outages during the
previous year. Losses from outages is the average value of sales
lost due to power interruptions and outages is expressed as a
share of sales for those reporting outages.
Skills constraint measures the share of senior managers
that ranked “skills of available workers”as a major or severe
constraint. Labor regulations constraint measures the share
of senior managers that ranked “labor regulations” as a major
or severe constraint.

Table A2. Investment climate indicators:
expert polls and other surveys
The World Bank’s Doing Business Project
The Doing Business Project collects information on the number of calendar days, the number of procedures and the costs it
takes to complete various business transactions. The first two
are reported here. It uses a defined hypothetical case to standardize comparisons and report the time if all procedures
mandated by law are followed and are completed within the
officially designated time for each step.
Days to start up a business refers to the number of calendar days needed to complete all the required procedures for
legally operating a business. The number of procedures is also
reported. If a procedure can be speeded up at additional cost,
the fastest procedure, independent of cost, is chosen. Time
needed to gather information about the registration procedures is not included. The hypothetical firm is a domestic limited liability company of 50 employees.
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Measuring the investment climate

Days to enforce a contract are the number of calendar days
from the moment a plaintiff files the lawsuit in court until the
moment of final determination and, in appropriate cases, payment. The number of procedures is also reported. The standardized hypothetical case is one involving an unpaid check
worth 50 percent of per capita GDP and is assessed by local
lawyers based on official times each procedure should take.
The time and number of procedures to register property
looks at the requirements to officially register property in a
peri-urban area.
Resolving insolvency measures the number of calendar
days from the moment of filing for insolvency in court until
the moment of actual resolution of distressed assets. The hypothetical case is a hotel whose only asset is real estate.
International Country Risk Guide
The PRS Group’s International Country Risk Guide (ICRG) collects information on various components of risk, grouping
them into a number of indices. Lower numbers indicate higher
risk on a scale of 1 to 12. Reported here is the investment profile
that combines assessments of contract viability/expropriation,
the ability to repatriate profits and payment delays.
Other sources of investment climate–related indicators—selected examples

251

Global Competitiveness Report
The World Economic Forum’s Global Competitiveness
Report ranks 102 countries using their Executive Opinion
Survey, with samples averaging 76 respondents per country.
Answers are scored on a seven point scale. Transparency of
government policymaking is based on “Firms in your country are usually informed clearly and transparently by the
government on changes in policies and regulations affecting
your industry (1 = never informed, 7 = always fully and
clearly informed). Intensity of local competition is “competition in the local market is (1 = limited in most industries
and price-cutting is rare, 7 = intense in most industries as
market leadership changes over time). Regional disparities
in quality of business environment is “differences among
regions within your country in the quality of the business
environment (human resources, infrastructure and other
factors) are (1 = large and persistent, 7 = modest).
Other institutions provide additional measures of the
investment climate. The following table provides examples,
focusing on measures of risk and competition.
The WDR thanks the PRS Group and the World Economic
Forum for making their data available.

Index

Publisher

Sample

Assessment

Business Risk Service

Business Environment Risk Intelligence
www.beri.com

Country risk in 50 countries based on
evaluation of 3 sub-categories.
Updated trimestrally.

Assessments by in-house experts

Country Credit Ratings

Euromoney Institutional Investor
www.euromoneyplc.com

Credit ratings of 151 countries based
on nine areas of country risk. Updated
semi-annually.

Surveys of outside financial and
investment analysts.

Country Risk Indicators

World Markets Research Center
www.wmrc.com

Country risk in 186 countries based
on evaluation of 6 risk factors.
Updated daily.

Assessments by in-house experts

Country Risk Service

Economist Intelligence Unit
www.eiu.com

Country risk in 100 emerging
economies and 6 regions based on
evaluation of 13 risk attributes.
Updated monthly.

Assessments by in-house experts

Economic Freedom of the World

Fraser Institute
www.freetheworld.com

Freedom from government regulation
in 123 countries covering 8 areas.
Updated annually.

Assessments by in-house experts
and existing surveys, including GCR
and ICRG.

FDI Confidence Index

A. T. Kearney
www.atkearney.com

Attractiveness of 62 countries to FDI.
Updated annually.

Surveys of 1,000 multinational
company CEOs

Global Competitiveness Report

World Economic Forum
www.weforum.org

Competitiveness of 102 countries.
Updated annually.

Surveys of executives of local and
global companies

Global Risk Service

Global Insight
www.globalinsight.com

Country risk in 117 countries based
on an evaluation of 51 risk attributes.
Updated quarterly.

Assessments by in-house experts

Index of Economic Freedom

Heritage Foundation
www.heritage.org

Freedom from government regulation
in 142 countries, based on evaluation
of 10 factors. Updated annually.

Assessments by in-house experts

International Country Risk Guide

Political Risk Services International
www.prsgroup.com

Country risk in 140 countries based
on evaluation of 22 variables in 3
sub-categories. Updated monthly.

Assessments by in-house experts

World Competitiveness Yearbook

International Institute for Management
Development
www.imd.ch

Competitiveness of 51 countries, 9
sub-national regions. Updated
annually.

Compiled from international and
regional organizations and private
institutes, executive opinion surveys

Worldwide Governance Indicators

World Bank
www.worldbank.org/
wbi/governance/data

Governance indicators for 199
countries covering six dimensions of
governance. Updated biennially.

Aggregation of existing surveys and
indicators.

16_WDR_SWDI.qxd

8/24/04

3:26 PM

Page 252

16_WDR_SWDI.qxd

8/24/04

3:26 PM

Page 253

Selected world development
indicators

In this year’s edition, development data are presented in four
tables presenting comparative socioeconomic data for more
than 130 economies for the most recent year for which data
are available and, for some indicators, for an earlier year. An
additional table presents basic indicators for 75 economies
with sparse data or with populations of less than 1.5 million.
The indicators presented here are a selection from more
than 800 included in World Development Indicators 2004.
Published annually, World Development Indicators reflects a
comprehensive view of the development process. Its opening
chapter reports on the Millennium Development Goals
which grew out of agreements and resolutions of world conferences organized by the United Nations (UN) in the past
decade, and reaffirmed at the Millennium Summit in September 2000 by member countries of the UN. The other five
main sections recognize the contribution of a wide range of
factors: human capital development, environmental sustainability, macroeconomic performance, private sector development and the investment climate, and the global links that
influence the external environment for development. World
Development Indicators is complemented by a separately
published database that gives access to over 1,000 data tables
and 800 time-series indicators for 225 economies and
regions. This database is available through an electronic subscription (WDI Online) or as a CD-ROM.

Data sources and methodology
Socioeconomic and environmental data presented here are
drawn from several sources: primary data collected by the
World Bank, member country statistical publications,
research institutes, and international organizations such as
the United Nations and its specialized agencies, the International Monetary Fund (IMF), and the OECD (see the Data
Sources following the Technical notes for a complete listing).
Although international standards of coverage, definition,
and classification apply to most statistics reported by countries and international agencies, there are inevitably differences in timeliness and reliability arising from differences in

the capabilities and resources devoted to basic data collection and compilation. For some topics, competing sources of
data require review by World Bank staff to ensure that the
most reliable data available are presented. In some instances,
where available data are deemed too weak to provide reliable
measures of levels and trends or do not adequately adhere to
international standards, the data are not shown.
The data presented are generally consistent with those in
World Development Indicators 2004. However, data have been
revised and updated wherever new information has become
available. Differences may also reflect revisions to historical
series and changes in methodology. Thus data of different
vintages may be published in different editions of World
Bank publications. Readers are advised not to compile data
series from different publications or different editions of the
same publication. Consistent time-series data are available
on World Development Indicators 2004 CD-ROM and
through WDI Online.
All dollar figures are in current U.S. dollars unless otherwise stated. The various methods used to convert from
national currency figures are described in the Technical
notes.
Because the World Bank’s primary business is providing
lending and policy advice to its low- and middle-income
members, the issues covered in these tables focus mainly on
these economies. Where available, information on the highincome economies is also provided for comparison. Readers
may wish to refer to national statistical publications and
publications of the Organisation for Economic Co-operation and Development (OECD) and the European Union for
more information on the high-income economies.

Changes in the System of National Accounts
This edition of the Selected World Development Indicators,
as in last year’s edition, uses terminology in line with the
1993 System of National Accounts (SNA). For example, in
the 1993 SNA gross national income replaces gross national
product. See the technical notes for tables 1 and 3.
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Most countries continue to compile their national
accounts according to the 1968 SNA, but more and more are
adopting the 1993 SNA. A few low-income countries still use
concepts from older SNA guidelines, including valuations
such as factor cost, in describing major economic aggregates.

Classification of economies and summary
measures
The summary measures at the bottom of each table include
economies classified by income per capita and by region. GNI
per capita is used to determine the following income classifications: low-income, $765 or less in 2003; middle-income,
$766 to $9,385; and high-income, $9,386 and above. A further division at GNI per capita $3,035 is made between
lower-middle-income and upper-middle-income economies.
See the table on classification of economies at the end of this
volume for a list of economies in each group (including
those with populations of less than 1.5 million).
Summary measures are either totals (indicated by t if the
aggregates include estimates for missing data and nonreporting countries, or by an s for simple sums of the data
available), weighted averages (w), or median values (m) calculated for groups of economies. Data for the countries
excluded from the main tables (those presented in Table 1a)
have been included in the summary measures, where data
are available, or by assuming that they follow the trend of
reporting countries. This gives a more consistent aggregated
measure by standardizing country coverage for each period
shown. Where missing information accounts for a third or
more of the overall estimate, however, the group measure is
reported as not available. The section on Statistical methods
in the Technical notes provides further information on aggregation methods. Weights used to construct the aggregates are
listed in the technical notes for each table.

From time to time an economy’s classification is revised
because of changes in the above cutoff values or in the economy’s measured level of GNI per capita. When such changes
occur, aggregates based on those classifications are recalculated for the past period so that a consistent time series is
maintained.

Terminology and country coverage
The term country does not imply political independence but
may refer to any territory for which authorities report separate social or economic statistics. Data are shown for
economies as they were constituted in 2003, and historical
data are revised to reflect current political arrangements.
Throughout the tables, exceptions are noted.

Technical notes
Because data quality and intercountry comparisons are often
problematic, readers are encouraged to consult the Technical
notes, the table on Classification of Economies by Income
and Region, and the footnotes to the tables. For more extensive documentation see World Development Indicators 2004.
Readers may find more information on the WDI 2004,
and orders can be made online, by phone, or fax as follows:
For more information and to order online:
http://www.worldbank.org/data/wdi2002/index.htm.
To order by phone or fax: 1-800-645-7247 or 703-661-1580;
Fax 703-661-1501
To order by mail: The World Bank, P.O. Box 960, Herndon,
VA 20172-0960, U.S.A.
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Classification of economies by region and income, FY2005
East Asia and the Pacific
American Samoa
Cambodia
China
Fiji
Indonesia
Kiribati
Korea, Dem. Rep.
Lao PDR
Malaysia
Marshall Islands
Micronesia, Fed. Sts.
Mongolia
Myanmar
Northern Mariana Islands
Palau
Papua New Guinea
Philippines
Samoa
Solomon Islands
Thailand
Timor-Leste
Tonga
Vanuatu
Vietnam

UMC
LIC
LMC
LMC
LMC
LMC
LIC
LIC
UMC
LMC
LMC
LIC
LIC
UMC
UMC
LIC
LMC
LMC
LIC
LMC
LIC
LMC
LMC
LIC

Europe and Central Asia
Albania
Armenia
Azerbaijan
Belarus
Bosnia and Herzegovina
Bulgaria
Croatia
Czech Republic
Estonia
Georgia
Hungary
Kazakhstan
Kyrgyz Republic
Latvia
Lithuania
Macedonia, FYR
Moldova
Poland
Romania
Russian Federation
Serbia and Montenegro
Slovak Republic
Tajikistan
Turkey
Turkmenistan
Ukraine
Uzbekistan

LMC
LMC
LMC
LMC
LMC
LMC
UMC
UMC
UMC
LMC
UMC
LMC
LIC
UMC
UMC
LMC
LIC
UMC
LMC
LMC
LMC
UMC
LIC
LMC
LMC
LMC
LIC

Latin America and the Caribbean
Antigua and Barbuda
UMC
Argentina
UMC
Barbados
UMC
Belize
UMC
Bolivia
LMC
Brazil
LMC
Chile
UMC
Colombia
LMC
Costa Rica
UMC
Cuba
LMC
Dominica
UMC
Dominican Republic
LMC
Ecuador
LMC
El Salvador
LMC
Grenada
UMC
Guatemala
LMC
Guyana
LMC
Haiti
LIC
Honduras
LMC
Jamaica
LMC
Mexico
UMC
Nicaragua
LIC
Panama
UMC
Paraguay
LMC
Peru
LMC
St. Kitts and Nevis
UMC
St. Lucia
UMC
St. Vincent and the
Grenadines
UMC
Suriname
LMC
Trinidad and Tobago
UMC
Uruguay
UMC
Venezuela, RB
UMC
Middle East and North Africa
Algeria
Djibouti
Egypt, Arab Rep.
Iran, Islamic Rep.
Iraq
Jordan
Lebanon
Libya
Morocco
Oman
Saudi Arabia
Syrian Arab Republic
Tunisia
West Bank and Gaza
Yemen, Rep.

LMC
LMC
LMC
LMC
LMC
LMC
UMC
UMC
LMC
UMC
UMC
LMC
LMC
LMC
LIC

South Asia
Afghanistan
Bangladesh
Bhutan
India
Maldives
Nepal
Pakistan
Sri Lanka

LIC
LIC
LIC
LIC
LMC
LIC
LIC
LMC

Sub-Saharan Africa
Angola
Benin
Botswana
Burkina Faso
Burundi
Cameroon
Cape Verde
Central African Republic
Chad
Comoros
Congo, Dem. Rep.
Congo, Rep.
Côte d’Ivoire
Equatorial Guinea
Eritrea
Ethiopia
Gabon
Gambia, The
Ghana
Guinea
Guinea-Bissau
Kenya
Lesotho
Liberia
Madagascar
Malawi
Mali
Mauritania
Mauritius
Mayotte
Mozambique
Namibia
Niger
Nigeria
Rwanda
São Tomé and Principe
Senegal
Seychelles
Sierra Leone
Somalia
South Africa
Sudan
Swaziland
Tanzania
Togo
Uganda
Zambia
Zimbabwe

LIC
LIC
UMC
LIC
LIC
LIC
LMC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
UMC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
LIC
UMC
UMC
LIC
LMC
LIC
LIC
LIC
LIC
LIC
UMC
LIC
LIC
LMC
LIC
LMC
LIC
LIC
LIC
LIC
LIC

High income OECD
Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Greece
Iceland
Ireland
Italy
Japan
Korea, Rep.
Luxembourg
Netherlands
New Zealand
Norway
Portugal
Spain
Sweden
Switzerland
United Kingdom
United States
Other high income
Andorra
Aruba
Bahamas, The
Bahrain
Bermuda
Brunei
Cayman Islands
Channel Islands
Cyprus
Faeroe Islands
French Polynesia
Greenland
Guam
Hong Kong, China
Isle of Man
Israel
Kuwait
Liechtenstein
Macao, China
Malta
Monaco
Netherlands Antilles
New Caledonia
Puerto Rico
Qatar
San Marino
Singapore
Slovenia
Taiwan, China
United Arab Emirates
Virgin Islands (U.S.)

This table classifies all World Bank member economies, and all other economies with populations of more than 30,000. Economies are divided among income groups according to 2003 GNI per
capita, calculated using the World Bank Atlas method. The groups are: low income (LIC), $765 or less; lower middle income (LMC), $766–3,035; upper middle income (UMC), $3,036–9,385; and
high income, $9,386 or more.
Source: World Bank data.
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Table 1. Key indicators of development
Population

Albania
Algeria
Angola
Argentina
Armenia
Australia
Austria
Azerbaijan
Bangladesh
Belarus
Belgium
Benin
Bolivia
Bosnia & Herzegovina
Botswana
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Central African Rep.
Chad
Chile
China
Hong Kong, China
Colombia
Congo, Dem. Rep.
Congo, Rep.
Costa Rica
Côte d’Ivoire
Croatia
Czech Rep.
Denmark
Dominican Rep.
Ecuador
Egypt, Arab Rep.
El Salvador
Eritrea
Estonia
Ethiopia
Finland
France
Georgia
Germany
Ghana
Greece
Guatemala
Guinea
Haiti
Honduras
Hungary
India
Indonesia
Iran, Islamic Rep.
Ireland
Israel
Italy
Jamaica
Japan
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kuwait
Kyrgyz Rep.
Lao PDR
Latvia
Lebanon
Lesotho
Lithuania
Macedonia, FYR
Madagascar
Malawi

Gross national
income (GNI) a

Millions

Avg.
annual
% growth

Density
people per
sq. km

Billions
of dollars

Per capita
dollars

2003

1990–2003

2003

2003

2003

3.2
31.8
13.5
38.4
3.1
19.9
8.1
8.2
138.1
9.9
10.3
6.7
9.0
4.1
1.7
176.6
7.8
12.1
7.2
13.4
16.1
31.6
3.9
8.6
15.8
1,288.4
6.8
44.4
53.2
3.8
4.0
16.8
4.5
10.2
5.4
8.7
13.0
67.6
6.5
4.4
1.4
68.6
5.2
59.7
5.1
82.6
20.4
10.7
12.3
7.9
8.4
7.0
10.1
1,064.4
214.5
66.4
3.9
6.7
57.6
2.6
127.2
5.3
14.9
31.9
47.9
2.4
5.1
5.7
2.3
4.5
1.8
3.5
2.0
16.9
11.0

–0.3
1.9
2.8
1.3
–1.1
1.2
0.3
1.1
1.7
–0.2
0.3
2.7
2.4
–0.6
2.3
1.4
–0.8
2.4
2.1
2.9
2.5
1.0
2.1
3.0
1.4
1.0
1.4
1.8
2.7
3.2
2.1
2.7
–0.5
–0.1
0.4
1.6
1.8
1.9
1.9
2.6
–1.2
2.3
0.3
0.4
–0.5
0.3
2.2
0.4
2.6
2.4
2.0
2.8
–0.2
1.7
1.4
1.5
0.9
2.8
0.1
0.8
0.2
4.0
–0.7
2.4
0.9
0.9
1.0
2.4
–1.1
1.6
1.0
–0.5
0.6
2.9
2.0

116
13
11
14
108
3
97
95
1,061
48
342
61
8
82
3
21
71
44
281
76
35
3
6
7
21
138
..
43
23
11
78
53
80
132
127
181
47
68
315
43
32
69
17
109
74
237
90
83
114
32
306
62
110
358
118
41
57
324
196
244
349
60
6
56
485
134
26
25
37
440
59
53
81
29
117

6
60
10
140
3
431
215
7
55
16
267
3
8
6
6
479
17
4
1
4
10
757
1
2
69
1,417
173
80
5
2
17
11
2
69
182
18
23
94
14
1
7
6
141
1,523 g
4
2,085
7
147
23
3
3
7
64
568
173
133
106
105
1,243
7
4,390
10
27
13
576
38
2
2
9
18
1
16
4
5
2

1,740
1,890
740
3,650
950
21,650
26,720
810
400
1,590
25,820
440
890
1,540
3,430
2,710
2,130
300
100
310
640
23,930
260
250
4,390
1,100
25,430
1,810
100
640
4,280
660
5,350
6,740
33,750
2,070
1,790
1,390
2,200
190
4,960
90
27,020
24,770 g
830
25,250
320
13,720
1,910
430
380
970
6,330
530
810
2,000
26,960
16,020
21,560
2,760
34,510
1,850
1,780
390
12,020
16,340
330
320
4,070
4,040
590
4,490
1,980
290
170

PPP
gross national
income (GNI) b
Billions Per capita
of dollars
dollars

2003

2003

Gross
domestic
product
per capita
% growth
2002–2003

15
189 d
26 d
419
12
563
239
28
258
59
299
7
22
26
14
1,322
60
14 d
4d
28 d
32
941
4d
9
155
6,435 f
196
290 d
34 d
3
36 d
23
48
160
168
54 d
45
266
32 d
5d
17
49 d
141
1,640
13 d
2,267
45 d
213
50 d
17
14 d
18 d
139
3,068 d
689
477
120
128
1,543
10
3,641
23
92
33
859
42 d
8
10
24
22
6d
38
14
13
7

4,700
5,940 d
1,890 d
10,920
3,770
28,290
29,610
3,380
1,870
6,010
28,930
1,110
2,450
6,320
7,960
7,480
7,610
1,180 d
620 d
2,060 d
1,980
29,740
1,080 d
1,100
9,810
4,990 f
28,810
6,520 d
640 d
710
9,040 d
1,390
10,710
15,650
31,213
6,210 d
3,440
3,940
4,890 d
1,110 d
12,480
710 d
27,100
27,460
2,540 d
27,460
2,190 d
19,920
4,060 d
2,100
1,630 d
2,580 d
13,780
2,880 d
3,210
7,190
30,450
19,200
26,760
3,790
28,620
4,290
6,170
1,020
17,930
17,870 d
1,660
1,730
10,130
4,840
3,120 d
11,090
6,720
800
600

6.9
5.2
1.4
3.3
11.9
1.2
0.6
10.5
3.5
6.1
1.0
2.9
–0.8
3.0
4.0
–1.4
4.9
4.1
–2.9
5.8
0.5
0.9
–8.8
4.3
2.0
8.4
2.9
2.0
1.9
–1.7
3.9
–5.6
4.0
2.9
0.2
–2.2
0.9
1.4
1.8
2.8
5.3
–5.7
1.7
–0.3
9.4
–0.1
2.5
4.2
–0.5
0.0
–1.8
–0.5
0.7
6.4
2.8
4.4
1.1
–0.8
0.4
1.1
2.7
0.5
8.7
–0.7
2.4
–3.3
3.9
2.6
8.1
1.4
20.9
7.0
2.5
6.5
3.8

Note: For data comparability and coverage, see the technical notes. Figures in italics are for years other than those specified.
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Life
expectancy
at birth
Years
2002

Under-5
mortality
rate
Per
1,000
2002

Adult
Literacy
rate
% of people
15 and above
2002

74
71
47
74
75
79
79
65
62
68
79
53
64
74
38
69
72
43
42
54
48
79
42
48
76
71
80
72
45
52
78
45
74
75
77
67
70
69
70
51
71
42
78
79
73
78
55
78
65
46
52
66
72
63
67
69
77
79
78
76
82
72
62
46
74
77
65
55
70
71
38
73
73
55
38

24
49
260
19
35
6
5
96
73
20
6
151
71
18
110
37
16
207
208
138
166
7
180
200
12
38
..
23
205
108
11
191
8
5
4
38
29
39
39
80
12
171
5
6
29
5
97
5
49
165
123
42
9
90
43
41
6
6
6
20
5
33
99
122
5
10
61
100
21
32
132
9
26
135
182

99 c
69
..
97
99 c
..
..
..
41
100
..
40
87 c
95
79
86 c
99
..
50
69
68 e
..
49 e
46
96 c
91 c
..
92
..
83
96
..
98 c
..
..
84
91 c
..
80
..
100 c
42
..
..
..
..
74
97
70
..
52
80 c
99
61 c
88
77 e
..
95
99
88
..
91
99
84
..
83
..
66
100 c
..
81 e
100 c
..
..
62

Carbon
dioxide
emissions
Millions
of tons
2000

2.9
89.4
6.4
138.2
3.5
344.8
60.8
29.0
29.3
59.2
102.2
1.6
11.1
19.3
3.9
307.5
42.3
1.0
0.2
0.5
6.5
435.9
0.3
0.1
59.5
2,790.5
33.1
58.5
2.7
1.8
5.4
10.5
19.6
118.8
44.6
25.1
25.5
142.2
6.7
0.6
16.0
5.6
53.4
362.4
6.2
785.5
5.9
89.6
9.9
1.3
1.4
4.8
54.2
1,070.9
269.6
310.3
42.2
63.1
428.2
10.8
1,184.5
15.6
121.3
9.4
427.0
47.9
4.6
0.4
6.0
15.2
..
11.9
11.2
2.3
0.8
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Table 1. Key indicators of development—continued
Population

Malaysia
Mali
Mauritania
Mexico
Moldova
Mongolia
Morocco
Mozambique
Myanmar
Namibia
Nepal
Netherlands
New Zealand
Nicaragua
Niger
Nigeria
Norway
Pakistan
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland
Portugal
Romania
Russian Federation
Rwanda
Saudi Arabia
Senegal
Serbia & Montenegro
Sierra Leone
Singapore
Slovak Republic
Slovenia
South Africa
Spain
Sri Lanka
Sweden
Switzerland
Syrian Arab Rep.
Tajikistan
Tanzania
Thailand
Togo
Tunisia
Turkey
Turkmenistan
Uganda
Ukraine
United Kingdom
United States
Uruguay
Uzbekistan
Venezuela, RB
Vietnam
Yemen, Rep.
Zambia
Zimbabwe
World
Low income
Middle income
Lower middle income
Upper middle income
Low & middle income
East Asia & Pacific
Europe & Cen. Asia
Latin Am. & Carib.
Mid. East & N. Africa
South Asia
Sub-Saharan Africa
High income

Gross national
income (GNI) a

Millions

Avg.
annual
% growth

density
people per
sq. km

Billions
of dollars

per capita
dollars

2003

1990–2003

2003

2003

2003

24.8
11.7
2.7
102.3
4.2
2.5
30.1
18.8
49.4
2.0
24.7
16.2
4.0
5.5
11.8
135.6
4.6
148.4
3.0
5.5
5.6
27.1
81.5
38.2
10.2
22.2
143.4
8.3
22.5
10.0
8.1
5.3
4.3
5.4
2.0
45.3
41.1
19.2
9.0
7.3
17.4
6.3
35.9
62.0
4.9
9.9
70.7
4.9
25.3
48.4
59.3
291.0
3.4
25.6
25.5
81.3
19.2
10.4
13.1
6,271.7 s
2,310.3
2,990.1
2,655.2
334.9
5,300.3
1,854.5
472.7
534.2
311.6
1,424.7
702.6
971.4

2.4
2.5
2.2
1.6
–0.2
1.3
1.7
2.2
1.5
2.8
2.4
0.6
1.2
2.8
3.3
2.6
0.6
2.4
1.7
2.5
2.4
1.8
2.2
0.0
0.2
–0.3
–0.3
1.3
2.7
2.4
..
2.2
2.6
0.1
–0.1
1.9
0.4
1.3
0.3
0.7
2.8
1.3
2.6
0.8
2.6
1.5
1.8
2.2
2.9
–0.5
0.2
1.2
0.7
1.7
2.1
1.6
3.7
2.2
1.9
1.4 w
2.0
1.1
1.1
1.3
1.5
1.2
0.1
1.6
2.1
1.8
2.5
0.7

75
10
3
54
129
2
67
24
75
2
172
479
15
45
9
149
15
193
40
12
14
21
273
125
111
96
8
334
10
52
79
75
6,967
110
98
37
82
297
22
186
95
45
41
121
89
64
92
10
128
83
246
32
19
62
29
250
36
14
34
48 w
76
43
47
26
53
117
20
27
28
298
30
31

94
3
1
637
2
1
40
4
..
4
6
427
64
4
2
43
198
69
13
3
6
58
88
201
124
51
375
2
187
6
16 i
1
90
26
23
126
698
18
258
293
20
1
10 j
136
1
22
197
5
6
47
1,680
10,946
13
11
89
39
10
4
6
34,491 t
1,038
5,732
3,934
1,788
6,762
2,011
1,217
1,741
689
726
347
27,732

3,780
290
430
6,230
590
480
1,320
210
.. h
1,870
240
26,310
15,870
730
200
320
43,350
470
4,250
510
1,100
2,150
1,080
5,270
12,130
2,310
2,610
220
8,530
550
1,910 i
150
21,230
4,920
11,830
2,780
16,990
930
28,840
39,880
1,160
190
290 j
2,190
310
2,240
2,790
1,120
240
970
28,350
37,610
3,790
420
3,490
480
520
380
480
5,500 w
450
1,920
1,480
5,340
1,280
1,080
2,570
3,260
2,250
510
490
28,550

PPP
gross national
income (GNI) b
Billions per capita
of dollars
dollars

2003

222
11
5d
915
7
4
119 d
20 d
..
13
35
464
85
13 d
10 d
122
170
306
19 d
12 d
27 d
138
379
437
183
159
1,279
11 d
281 d
17 d
..
3
103
72
38
465 d
905
72
238
235
60
7
22
462
7d
68
473
28
36 d
262
1,639
10,914
27
44
121
202
16
9
28
51,314 t
5,052
17,933
14,617
3,317
22,894
8,675
3,579
3,780
1,743
3,795
1,243
28,603

2003

Gross
domestic
product
per capita
% growth
2002–2003

8,940
960
2,010 d
8,950
1,750
1,800
3,950 d
1,070 d
..
6,620
1,420
28,600
21,120
2,400 d
820 d
900
37,300
2,060
6,310 d
2,240 d
4,740 d
5,090
4,640
11,450
17,980
7,140
8,920
1,290 d
12,850 d
1,660 d
..
530
24,180
13,420
19,240
10,270 d
22,020
3,730
26,620
32,030
3,430
1,040
610
7,450
1,500 d
6,840
6,690
5,840
1,440 d
5,410
27,650
37,500
7,980
1,720
4,740
2,490
820
850
2,180
8,180 t
2,190
6,000
5,510
9,900
4,320
4,680
7,570
7,080
5,700
2,660
1,770
29,450

3.2
3.5
2.9
–0.1
6.5
3.4
3.8
5.0
..
–6.7
0.7
–0.9
0.9
–0.2
1.0
8.3
–0.2
3.3
2.3
0.2
–0.3
2.4
2.5
4.9
–0.9
5.6
7.8
2.1
–1.8
6.0
5.5
4.5
–1.0
4.8
3.5
–2.0
1.9
4.3
1.2
–1.2
0.0
7.8
3.5
6.1
0.9
4.4
4.2
15.3
0.8
10.2
2.1
2.0
1.9
3.0
–10.9
6.1
0.7
3.5
–6.7
1.4 w
4.9
3.9
4.5
1.7
3.8
6.8
6.0
–0.1
1.2
5.7
1.3
1.4

Life
expectancy
at birth
Years
2002

73
41
51
74
67
65
68
41
57
42
60
78
78
69
46
45
79
64
75
57
71
70
70
74
76
70
66
40
73
52
73
37
78
73
76
46
78
74
80
80
70
67
43
69
50
73
70
65
43
68
77
77
75
67
74
70
57
37
39
67 w
58
70
69
73
65
69
69
71
69
63
46
78

Under-5
mortality
rate
Per
1,000
2002

8
222
183
29
32
71
43
205
108
67
83
5
6
41
264
201
4
101
25
94
30
39
37
9
6
21
21
203
28
138
19
284
4
9
5
65
6
19
3
6
28
116
165
28
140
26
41
86
141
20
7
8
15
65
22
26
114
182
123
81 w
126
38
40
22
88
42
37
34
54
95
174
7

Adult
Literacy
rate
% of people
15 and above
2002

89 c
19 c
41
91 c
99
98 c
51
46
85
83
44
..
..
77 e
17
67
..
..
92
..
92 e
85 e
93 c
..
93
97 c
100
69
78
39
..
..
93 c
100 c
100
86
98
92
..
..
83
99 c
77
93 c
60
73
87 c
..
69
100
..
..
98
99
93
..
49
80
90
79 w
61
90
90
91
78
90
97
89
69
59
65
..

Carbon
dioxide
emissions
Millions
of tons
2000

144.4
0.6
3.1
424.0
6.6
7.5
36.5
1.2
9.1
1.8
3.4
138.9
32.1
3.7
1.2
36.1
49.9
104.8
6.3
2.4
3.7
29.5
77.5
301.3
59.8
86.3
1,435.1
0.6
374.3
4.2
39.5
0.6
59.0
35.4
14.6
327.3
282.9
10.2
46.9
39.1
54.2
4.0
4.3
198.6
1.8
18.4
221.6
34.6
1.5
342.8
567.8
5,601.5
5.4
118.6
157.7
57.5
8.4
1.8
14.8
22,994.5 t
2,066.7
9,129.1
7,116.3
2,012.0
11,196.2
3,752.3
3,162.6
1,357.4
1,227.2
1,220.3
478.8
11,804.3

a. Preliminary World Bank estimates calculated using the World Bank Atlas method. b. Purchasing power parity; see the Technical Notes. c. National estimates based on census data. d.The
estimate is based on regression; others are extrapolated from the latest International Comparison Programme benchmark estimates. e. National estimates based on survey data. f. Estimates
based on bilateral comparison between China and the United States (Ruoen and Kai, 1995). g.GNI and GNI per capita estimates include the French Overseas departments of French Guiana,
Guadeloupe, Martinique, and Réunion. h. Estimated to be low income ($765 or less). i. Data for Kosovo is excluded. j. Data refer to mainland Tanzania only.
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Table 2. Poverty and income distribution
National poverty lines

International poverty line

Population below the poverty line (%)

Economy

Albania
Algeria
Angola
Argentina
Armenia
Australia
Austria
Azerbaijan
Bangladesh
Belarus
Belgium
Benin
Bolivia
Bosnia & Herzegovina
Botswana
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Central African Rep.
Chad
Chile
China
Hong Kong, China
Colombia
Congo, Dem. Rep.
Congo, Rep.
Costa Rica
Côte d’Ivoire
Croatia
Czech Rep.
Denmark
Dominican Rep.
Ecuador
Egypt, Arab Rep.
El Salvador
Eritrea
Estonia
Ethiopia
Finland
France
Georgia
Germany
Ghana
Greece
Guatemala
Guinea
Haiti
Honduras
Hungary
India
Indonesia
Iran, Islamic Rep.
Ireland
Israel
Italy
Jamaica
Japan
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kuwait
Kyrgyz Rep.
Lao PDR
Latvia
Lebanon
Lesotho
Lithuania
Macedonia, FYR
Madagascar
Malawi

Survey
year

2002
1998
1998
1998–99

2001
2000
2000
1995
1999
2001–02
1990
2001
1998
1990
1997
2001

1995–96
1998
1998
1999

1992

1998
1994
1999–00
1992
1993–94
1995
1999–00

1997
1998
2000
1994
1995
1993
1997
1999–00
1999

2000
1997
1996
1997

1999
1997–98

1999
1997–98

Rural

Urban

National

29.6
16.6
..
..
44.8
..
..
..
53.0
..
..
..
81.7
19.9
..
32.6
..
51.0
36.0
40.1
49.9
..
..
67.0
..
4.6
..
79.0
..
..
25.5
..
..
..
..
42.1
47.0
23.3
55.7
..
14.7
45.0
..
..
9.9
..
49.9
..
74.5
..
66.0
51.0
..
30.2
..
..
..
..
..
25.1
..
..
39.0
53.0
..
..
69.7
41.0
..
..
..
..
..
76.7
66.5

..
7.3
..
29.9
60.4
..
..
..
36.6
..
..
..
..
13.8
..
13.1
..
16.5
43.0
21.1
22.1
..
..
63.0
..
<2.0
..
55.0
..
..
19.2
..
..
..
..
20.5
25.0
22.5
43.1
..
6.8
37.0
..
..
12.1
..
18.6
..
27.1
..
..
57.0
..
24.7
..
..
..
..
..
..
..
..
30.0
49.0
..
..
49.0
26.9
..
..
..
..
..
52.1
54.9

25.4
12.2
..
..
53.7
..
..
49.6
49.8
41.9
..
33.0
62.7
19.5
..
17.4
12.8
45.3
..
36.1
40.2
..
..
64.0
17.0
4.6
..
64.0
..
..
22.0
..
..
..
..
28.6
35.0
16.7
48.3
53.0
8.9
44.2
..
..
11.1
..
39.5
..
56.2
40.0
65.0
53.0
17.3
28.6
27.1
..
..
..
..
18.7
..
11.7
34.6
52.0
..
..
64.1
38.6
..
..
..
..
..
71.3
65.3

Survey
year

2002 a
1995 a
2001 b
1998 a
2001 a
2000 a
2000 a
1999 a
a

1993
2001 b
2001 a
1998 a
1998 a
1997 a
2001 a
1993 a
2000 b
2001 a
1999 b
2000 b
1998 a
2000 a
1996 b
1998 b
1998 b
2000 a
2000 b
1998 a
1999–00 a
2001 a
1999 a
2000 b
1998 b
1998 b
1999–00 a
2002 a
1998 a

2000 a
1997 a
2001 a
1997 a
1998 b
2001 a
1997–98 a
1998 a
1995 a
2000 a
1998 a
1999 a
1997–98 a

Population
below
$1 a day
%

Poverty
gap at
$1 a day
%

Population
below
$2 a day
%

Poverty
gap at
$2 a day
%

<2.0
<2.0
..
3.3
12.8
..
..
3.7
36.0
<2.0
..
..
14.4
..
23.5
8.2
4.7
44.9
58.4
34.1
17.1
..
66.6
..
<2.0
16.6
..
8.2
..
..
2.0
15.5
<2.0
<2.0
..
<2.0
17.7
3.1
31.1
..
<2.0
26.3
..
..
2.7
..
44.8
..
16.0
..
..
23.8
<2.0
34.7
7.5
<2.0
..
..
..
<2.0
..
<2.0
<2.0
23.0
<2.0
..
<2.0
26.3
<2.0
..
36.4
<2.0
<2.0
49.1
41.7

<0.5
<0.5
..
0.5
3.3
..
..
<1.0
8.1
<0.5
..
..
5.4
..
7.7
2.1
1.4
14.4
24.9
9.7
4.1
..
38.1
..
<0.5
3.9
..
2.2
..
..
0.7
3.8
<0.5
<0.5
..
<0.5
7.1
<0.5
14.1
..
<0.5
5.7
..
..
0.9
..
17.3
..
4.6
..
..
11.6
<0.5
8.2
0.9
<0.5
..
..
..
<0.5
..
<0.5
<0.5
6.0
<0.5
..
<0.5
6.3
<0.5
..
19.0
<0.5
<0.5
18.3
14.8

11.8
15.1
..
14.3
49.0
..
..
9.1
82.8
<2.0
..
..
34.3
..
50.1
22.4
16.2
81.0
89.2
77.7
50.6
..
84.0
..
9.6
46.7
..
22.6
..
..
9.5
50.4
<2.0
<2.0
..
<2.0
40.8
43.9
58.0
..
5.2
80.7
..
..
15.7
..
78.5
..
37.4
..
..
44.4
7.3
79.9
52.4
7.3
..
..
..
13.3
..
7.4
8.5
58.6
<2.0
..
27.2
73.2
8.3
..
56.1
13.7
4.0
83.3
76.1

2.0
3.8
..
4.7
17.3
..
..
3.5
36.3
0.1
..
..
14.9
..
22.8
8.8
5.7
40.6
51.3
34.5
19.3
..
58.4
..
2.5
18.4
..
8.8
..
..
3.0
18.9
<0.5
<0.5
..
<0.5
17.7
11.3
29.7
..
0.8
31.8
..
..
4.6
..
40.8
..
16.0
..
..
23.1
1.7
35.3
15.7
1.5
..
..
..
2.7
..
1.4
1.4
24.1
<0.5
..
5.9
29.6
2.0
..
33.1
4.2
0.6
44.0
38.3

Note: For data comparability and coverage, see the technical notes. Figures in italics are for years other than those specified.
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Survey
year

2002 c,d
1995 c,d
2001 e,f
1998 c,d
1994 e,f
1997 e,f
2001 c,d
2000 c,d
2000 c,d
1996 e,f
1999 c,d
2001 c,d
1993 c,d
1998 e,f
2001 e,f
1998 c,d
1998 c,d
1997 c,d
2001 c,d
1998 e,f
1993 c,d
2000 e,f
2001 c,d
1996 e,f
1999 e,f
2000 e,f
1998 c,d
2001 c,d
1996 e,f
1997 e,f
1998 e,f
1998 c,d
1999 c,d
2000 e,f
2000 e,f
2000 c,d
2000 e,f
1995 e,f
2001 c,d
2000 e,f
1999 c,d
1998 e,f
2000 e,f
1994 c,d
1999 e,f
1999 c,d
1999–00 c,d
2002 c,d
1998 c,d
1996 e,f
1997 e,f
2000 e,f
2000 c,d
1993 e,f
1997 c,d
2001 c,d
1997 c,d
1998 e,f
2001 c,d
1997 c,d
1998 e,f
1995 c,d
2000 c,d
1998 c,d
2001 c,d
1997 c,d

Gini
index

28.2
35.3
..
52.2
37.9
35.2
30.0
36.5
31.8
30.4
25.0
..
44.7
26.2
63.0
59.1
31.9
48.2
33.3
40.4
44.6
33.1
61.3
..
57.1
44.7
43.4
57.6
..
..
46.5
45.2
29.0
25.4
24.7
47.4
43.7
34.4
53.2
..
37.2
30.0
26.9
32.7
36.9
28.3
30.0
35.4
48.3
40.3
..
55.0
24.4
32.5
34.3
43.0
35.9
35.5
36.0
37.9
24.9
36.4
31.3
44.5
31.6
..
29.0
37.0
32.4
..
63.2
31.9
28.2
47.5
50.3

Percentage
share of
income or
consumption
Lowest
Highest
20%
20%

9.1
7.0
..
3.1
6.7
5.9
8.1
7.4
9.0
8.4
8.3
..
4.0
9.5
2.2
2.0
6.7
4.5
5.1
6.9
5.6
7.0
2.0
..
3.3
4.7
5.3
2.7
..
..
4.2
5.5
8.3
10.3
8.3
5.1
3.3
8.6
2.9
..
6.1
9.1
9.6
7.2
6.4
8.5
5.6
7.1
2.6
6.4
..
2.7
7.7
8.9
8.4
5.1
7.1
6.9
6.5
6.7
10.6
7.6
8.2
5.6
7.9
..
9.1
7.6
7.6
..
1.5
7.9
8.4
4.9
4.9

37.4
42.6
..
56.4
45.1
41.3
38.5
44.5
41.3
39.1
37.3
..
49.1
35.8
70.3
64.4
38.9
60.7
48.0
47.6
50.9
40.4
65.0
..
62.2
50.0
50.7
61.8
..
..
51.5
51.1
39.6
35.9
35.8
53.3
58.0
43.6
57.1
..
44.0
39.4
36.7
40.2
43.6
36.9
46.6
43.6
64.1
47.2
..
58.9
37.5
41.6
43.3
49.9
43.3
44.3
42.0
46.0
35.7
44.4
39.6
51.2
37.5
..
38.3
45.0
40.3
..
66.5
40.0
36.7
53.5
56.1
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Table 2. Poverty and income distribution—continued
National poverty lines

International poverty line

Population below the poverty line (%)

Economy

Malaysia
Mali
Mauritania
Mexico
Moldova
Mongolia
Morocco
Mozambique
Myanmar
Namibia
Nepal
Netherlands
New Zealand
Nicaragua
Niger
Nigeria
Norway
Pakistan
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland
Portugal
Romania
Russian Federation
Rwanda
Saudi Arabia
Senegal
Serbia & Montenegro
Sierra Leone
Singapore
Slovak Republic
Slovenia
South Africa
Spain
Sri Lanka
Sweden
Switzerland
Syrian Arab Rep.
Tajikistan
Tanzania
Thailand
Togo
Tunisia
Turkey
Turkmenistan
Uganda
Ukraine
United Kingdom
United States
Uruguay
Uzbekistan
Venezuela, RB
Vietnam
Yemen, Rep.
Zambia
Zimbabwe

Survey
year

1989
1998
2000
1988
1997
1995
1998–99
1996–97

1995–96

1998
1989–93
1992–93
1998–99
1997
1996
1991
1997
1997
1993
1994
1994
1993
1992
1989

1995–96

2000–01
1992
1987–89
1995

1997
1995

2000
1989
1993
1998
1998
1995–96

Rural

Urban

National

..
75.9
61.2
..
26.7
33.1
27.2
71.3
..
..
44.0
..
..
68.5
66.0
36.4
..
35.9
64.9
41.3
28.5
64.7
50.7
..
..
27.9
..
..
..
40.4
..
76.0
..
..
..
..
..
27.0
..
..
..
..
38.7
15.5
..
13.9
..
..
..
..
..
..
..
30.5
..
57.2
45.0
83.1
48.0

..
30.1
25.4
..
..
38.5
12.0
62.0
..
..
23.0
..
..
30.5
52.0
30.4
...
24.2
15.3
16.1
19.7
40.4
21.5
..
..
20.4
..
..
..
..
..
53.0
..
..
..
..
..
15.0
..
..
..
..
..
10.2
..
3.6
..
..
..
..
..
..
..
22.5
..
25.9
30.8
56.0
7.9

15.5
63.8
46.3
10.1
23.3
36.3
19.0
69.4
..
..
42.0
..
..
47.9
63.0
34.1
..
32.6
37.3
37.5
21.8
49.0
36.8
23.8
..
21.5
30.9
51.2
..
33.4
..
68.0
..
..
..
..
..
25.0
..
..
..
..
35.7
13.1
32.3
7.6
..
..
44.0
31.7
..
..
..
27.5
31.3
50.9
41.8
72.9
34.9

Survey
year

1997 b
1994 a
2000 a
2000 b
2001 a
1995 a
1999 a
1996 a
1993 b
1995 a
2001 a
1995 a
1997 a
1998 a
2000 b
1999 b
2000 b
2000 a
1999 b
1994 b
2000 a
2000 a
1983–85 a
1995 a
1989 a
1996 b
1998 a
1995 a
1995–96 a

1998 a
1993 a
2000 a
2000 a
2000 a
1998 a
1999 b
2000 b
2000 a
1998 b
1998 a
1998 a
1998 a
1990–91 a

Population
below
$1 a day
%

Poverty
gap at
$1 a day
%

Population
below
$2 a day
%

Poverty
gap at
$2 a day
%

<2.0
72.8
25.9
9.9
22.0
13.9
<2.0
37.9
..
34.9
37.7
..
..
45.1
61.4
70.2
..
13.4
7.2
..
14.9
18.1
14.6
<2.0
<2.0
2.1
6.1
35.7
..
26.3
..
57.0
..
<2.0
<2.0
7.1
..
6.6
..
..
..
10.3
19.9
<2.0
..
<2.0
<2.0
12.1
..
2.9
..
..
<2.0
21.8
15.0
17.7
15.7
63.7
36.0

<0.5
37.4
7.6
3.7
5.8
3.1
<0.5
12.0
..
14.0
9.7
..
..
16.7
33.9
34.9
..
2.4
2.3
..
6.8
9.1
2.7
<0.5
<0.5
0.6
1.2
7.7
..
7.0
..
39.5
..
<0.5
<0.5
1.1
..
1.0
..
..
..
2.6
4.8
<0.5
..
<0.5
<0.5
2.6
..
0.6
..
..
<0.5
5.4
6.9
3.3
4.5
32.7
9.6

9.3
90.6
63.1
26.3
63.7
50.0
14.3
78.4
..
55.8
82.5
..
..
79.9
85.3
90.8
..
65.6
17.6
..
30.3
37.7
46.4
<2.0
<0.5
20.5
23.8
84.6
..
67.8
..
74.5
..
2.4
<2.0
23.8
..
45.4
..
..
..
50.8
59.7
32.5
..
6.6
10.3
44.0
..
45.7
..
..
3.9
77.5
32.0
63.7
45.2
87.4
64.2

2.0
60.5
26.8
10.9
25.1
17.5
3.1
36.8
..
30.4
37.5
..
..
41.2
54.8
59.0
..
22.0
7.4
..
14.7
18.5
17.2
<0.5
<0.5
5.2
8.0
36.7
..
28.2
..
51.8
..
0.7
<0.5
8.6
..
13.5
..
..
..
16.3
23.0
9.0
..
1.3
2.5
15.4
..
16.3
..
..
0.8
28.9
15.2
22.9
15.0
55.4
29.4

Survey
year

Gini
index

1997 e,f
1994 c,d
2000 c,d
2000 e,f
2001 c,d
1998 c,d
1998–99 c,d
1996–97 c,d

49.2
50.5
39.0
54.6
36.2
44.0
39.5
39.6
..
70.7
36.7
32.6
36.2
55.1
50.5
50.6
25.8
33.0
56.4
50.9
56.8
49.8
46.1
31.6
38.5
30.3
45.6
28.9
..
41.3
..
62.9
42.5
25.8
28.4
59.3
32.5
34.4
25.0
33.1
..
34.7
38.2
43.2
..
39.8
40.0
40.8
43.0
29.0
36.0
40.8
44.6
26.8
49.1
36.1
33.4
52.6
56.8

1993 e,f
1995–96 c,d
1994 e,f
1997 e,f
2001 e,f
1995 c,d
1996–97 c,d
2000 e,f
1998–99 c,d
2000 e,f
1996 c,d
1999 e,f
2000 e,f
2000 c,d
1999 c,d
1997 e,f
2000 c,d
2000 c,d
1983–85 c,d
1995 c,d
1989 c,d
1998 e,f
1996 e,f
1998–99 e,f
1995 c,d
1990 e,f
1995 c,d
2000 e,f
1992 e,f
1998 c,d
1993 c,d
2000 c,d
2000 c,d
2000 c,d
1998 c,d
1999 c,d
1999 c,d
1999 e,f
2000 e,f
2000 e,f
2000 c,d
1998 e,f
1998 c,d
1998 c,d
1998 c,d
1995 c,d

Percentage
share of
income or
consumption
Lowest
Highest
20%
20%

4.4
4.6
6.2
3.1
7.1
5.6
6.5
6.5
..
1.4
7.6
7.3
6.4
3.6
2.6
4.4
9.6
8.8
2.4
4.5
2.2
2.9
5.4
7.3
5.8
8.2
4.9
9.7
..
6.4
..
1.1
5.0
8.8
9.1
2.0
7.5
8.0
9.1
6.9
..
8.0
6.8
6.1
..
6.0
6.1
6.1
5.9
8.8
6.1
5.4
4.8
9.2
3.0
8.0
7.4
3.3
4.6

54.3
56.2
45.7
59.1
43.7
51.2
46.6
46.5
..
78.7
44.8
40.1
43.8
59.7
53.3
55.7
37.2
42.3
60.3
56.5
60.2
53.2
52.3
42.5
45.9
38.4
51.3
39.1
..
48.2
..
63.4
49.0
34.8
35.7
66.5
40.3
42.8
36.6
40.3
..
40.0
45.5
50.0
..
47.3
46.7
47.5
49.7
37.8
44.0
45.8
50.1
36.3
53.4
44.5
41.2
56.6
55.7

a. Based on expenditure. b. Based on income. c. Refers to expenditure shares by percentiles of population. d. Ranked by per capita expenditure. e. Refers to income shares by percentiles of
population. f. Ranked by per capita income.
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Table 3. Economic activity
Value added as % of GDP

Gross domestic
product

Albania
Algeria
Angola
Argentina
Armenia
Australia
Austria
Azerbaijan
Bangladesh
Belarus
Belgium
Benin
Bolivia
Bosnia & Herzegovina
Botswana
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Central African Rep.
Chad
Chile
China
Hong Kong, China
Colombia
Congo, Dem. Rep.
Congo, Rep.
Costa Rica
Côte d’Ivoire
Croatia
Czech Republic
Denmark
Dominican Rep.
Ecuador
Egypt, Arab Rep.
El Salvador
Eritrea
Estonia
Ethiopia
Finland
France
Georgia
Germany
Ghana
Greece
Guatemala
Guinea
Haiti
Honduras
Hungary
India
Indonesia
Iran, Islamic Rep.
Ireland
Israel
Italy
Jamaica
Japan
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kuwait
Kyrgyz Rep.
Lao PDR
Latvia
Lebanon
Lesotho
Lithuania
Macedonia, FYR
Madagascar
Malawi

Agricultural productivity
Agr. Value added per
agricultural worker
1995 dollars

Agricultural

Industry Services

Millions
of dollars
2003

Avg.
annual
% growth
1990–2003

1988–90

2000–2002

2003

2003

6,124
65,993
13,189
129,735
2,797
518,382
251,456
7,124
51,897
17,493
302,217
3,499
8,024
6,963
7,388
492,338
19,859
4,182
669
4,299
12,449
834,390
1,198
2,648
72,416
1,409,852
158,596
77,559
5,600
3,510
17,482
13,734
28,322
85,438
212,404
15,915
26,913
82,427
14,396
734
8,383
6,638
161,549
1,747,973
3,937
2,400,655
7,659
173,045
24,730
3,626
2,745
6,978
82,805
598,966
208,311
136,833
148,553
103,689
1,465,895
7,817
4,326,444
9,860
29,749
13,842
605,331
35,369
1,737
2,036
9,671
19,000
1,135
18,213
4,705
5,459
1,731

4.6
2.4
3.2
2.3
1.5
3.8
2.1
2.4
4.9
0.6
2.1
5.0
3.5
17.8
4.7
2.6
–0.2
4.2
–1.5
6.6
2.7
3.2
1.8
3.0
5.6
9.5
3.7
2.3
–3.9
1.8
4.8
2.4
1.7
1.4
2.4
5.7
1.9
4.5
4.0
4.0
1.5
4.3
2.9
1.9
–3.2
1.5
4.3
2.7
3.8
4.2
–0.8
3.0
2.4
5.8
3.5
4.0
7.6
4.3
1.6
0.7
1.3
4.6
–0.6
1.8
5.5
2.9
–1.5
6.3
–0.1
4.6
3.4
0.0
0.1
2.1
3.1

1,137
1,781
218
7,282
..
24,500
15,593
..
244
..
30,479
397
681
..
777
2,982
3,409
148
176
..
837
29,425
383
171
4,854
227
..
3,889
250
486
3,721
779
..
..
29,551
2,061
4,726
1,000
1,619
..
..
..
23,140
30,635
..
16,783
542
10,578
1,932
228
..
856
5,133
342
674
2,613
..
..
13,990
1,232
25,293
1,810
..
265
..
..
..
462
..
..
591
..
..
160
77

1,868
1,919
137
10,317
2,827
36,327
33,828
1,029
318
3,038
57,462
621
754
7,634
575
4,899
8,282
185
151
422
1,213
43,064
502
211
6,226
338
..
3,619
212
469
5,270
1,046
9,741
6,382
63,131
3,281
3,310
1,316
1,678
68
3,650
154
42,306
59,243
..
33,686
571
13,860
2,115
286
..
1,037
5,625
401
748
3,737
..
..
27,064
1,487
33,077
1,145
1,753
213
13,747
..
1,861
621
2,773
29,874
575
3,431
4,243
155
124

25
11
9
11
24
4
2
16
22
10
1
36
15
17
2
6
12
31
49
36
45
..
61
38
9
15
0
14
58
6
8
28
8
4
3
11
9
16
9
15
5
42
3
3
21
1
35
7
22
25
27
13
4
23
17
11
3
..
3
5
1
2
8
17
3
..
39
51
5
12
16
7
12
29
38

19
65
65
35
38
26
32
54
27
37
27
14
33
35
48
21
27
19
19
28
19
..
25
17
34
53
12
31
19
61
29
21
29
40
27
32
29
34
32
24
30
11
33
25
23
30
25
22
19
36
16
31
31
26
44
37
42
..
29
29
31
26
39
19
35
..
23
23
24
20
42
34
30
15
15

2003

Household
final cons.
expenditure
% of GDP
2003

General gov’t.
final cons.
expenditure
% of GDP
2003

Gross
capital
formation
% of GDP
2003

External
balance of
goods and
services
% of GDP
2003

GDP
implicit
deflator
Avg. annual
% growth
1990–2003

56
24
27
54
38
71
66
29
52
53
72
50
52
49
50
73
61
50
32
36
37
..
14
46
57
32
88
55
23
33
63
52
62
57
71
57
62
50
59
61
65
47
64
72
56
69
40
70
58
39
57
56
65
52
40
53
54
..
69
66
68
72
53
64
62
..
38
26
71
68
42
59
57
55
48

93
45
63
63
85
60
58
60
77
60
55
80
77
88
28
58
69
83
93
80
71
56
75
81
63
44
57
71
92
35
69
63
61
53
48
80
70
72
88
104
62
79
51
55
81
59
83
67
90
83
103
74
67
65
69
64
47
60
60
74
56
80
59
70
55
56
68
..
62
96
85
64
85
82
85

8
8
.. a
11
10
18
19
10
5
21
21
13
15
25
32
20
17
13
8
6
12
19
13
7
11
13
11
14
4
18
15
12
21
21
26
7
12
13
11
34
18
19
22
24
10
19
11
16
5
6
.. a
14
11
13
9
10
15
31
19
18
17
23
13
19
13
26
19
..
18
13
33
20
12
10
20

23
32
32
15
20
24
22
52
23
22
19
19
11
19
25
20
21
19
10
22
17
20
18
45
22
42
23
16
7
23
18
10
27
28
20
22
22
17
17
22
32
21
20
19
21
18
19
23
17
14
21
29
24
24
16
30
24
16
20
27
26
23
26
16
29
9
18
22
31
17
34
21
22
16
8

–24
14
5
11
–15
–3
1
–23
–6
–3
4
–12
–3
–32
14
2
–8
–15
–10
–8
–1
5
–6
–33
3
1
9
–2
–3
24
–2
16
–9
–2
6
–9
–4
–2
–16
–60
–12
–19
8
2
–12
4
–14
–6
–12
–4
–24
–17
–2
–2
6
–3
15
–7
1
–19
1
–26
2
–5
3
9
–4
..
–10
–26
–52
–6
–18
–8
–13

26.9
14.7
518.4
4.9
119.9
1.9
1.7
65.6
3.8
252.3
1.8
7.0
7.1
3.5
9.0
118.9
75.1
4.7
12.8
3.4
4.4
1.5
3.9
6.7
7.0
4.9
1.8
17.8
617.0
7.9
14.9
7.3
53.0
9.2
2.0
9.1
3.9
7.0
5.7
10.3
35.5
5.4
2.0
1.5
185.8
1.6
26.4
7.5
9.3
5.2
19.4
16.2
16.4
6.8
15.3
24.6
3.8
8.2
3.4
18.6
–0.5
2.5
120.2
12.2
4.8
2.6
72.2
28.6
31.5
12.2
9.5
45.8
48.8
16.0
30.9

Note: For data comparability and coverage, see the technical notes. Figures in italics are for years other than those specified.
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Table 3. Economic activity—continued
Value added as % of GDP

Gross domestic
product

Millions
of dollars
2003

Malaysia
Mali
Mauritania
Mexico
Moldova
Mongolia
Morocco
Mozambique
Myanmar
Namibia
Nepal
Netherlands
New Zealand
Nicaragua
Niger
Nigeria
Norway
Pakistan
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland
Portugal
Romania
Russian Federation
Rwanda
Saudi Arabia
Senegal
Serbia & Montenegro
Sierra Leone
Singapore
Slovak Rep.
Slovenia
South Africa
Spain
Sri Lanka
Sweden
Switzerland
Syrian Arab Rep.
Tajikistan
Tanzania b
Thailand
Togo
Tunisia
Turkey
Turkmenistan
Uganda
Ukraine
United Kingdom
United States
Uruguay
Uzbekistan
Venezuela, RB
Vietnam
Yemen, Rep.
Zambia
Zimbabwe
World
Low income
Middle income
Lower middle income
Upper middle income
Low & middle income
East Asia & Pacific
Europe & Cen. Asia
Latin Am. & Carib.
Mid. East & N. Africa
South Asia
Sub-Saharan Africa
High income

103,161
4,326
1,128
626,080
1,964
1,188
44,491
4,320
..
4,658
5,835
511,556
76,256
4,100
2,730
50,202
221,579
68,815
12,916
3,395
5,814
61,011
80,574
209,563
149,454
60,358
433,491
1,637
188,479
6,496
19,176
793
91,342
31,868
26,284
159,886
836,100
18,514
300,795
309,465
21,517
1,303
9,872
143,163
1,759
24,282
237,972
6,010
6,198
49,537
1,794,858
10,881,609
11,182
9,949
84,793
39,157
10,831
4,299
8,304
36,356,240 t
1,101,435
5,995,502
4,146,612
1,830,894
7,086,806
2,050,713
1,394,511
1,733,889
676,986
755,772
417,336
29,270,317

Agricultural productivity
Agr. Value added per
agricultural worker
1995 dollars

Avg.
annual
% growth
1990–2003

1988–90

5.9
4.9
4.4
3.0
–5.9
1.7
2.7
7.0
..
3.7
4.6
2.7
3.2
4.3
2.7
2.7
3.4
3.6
4.1
2.8
1.7
3.9
3.5
4.7
2.6
0.2
–1.8
2.3
2.1
4.0
0.5
–3.1
6.3
2.5
4.0
2.3
2.8
4.7
2.3
1.0
4.3
–3.2
3.7
3.7
2.1
4.6
3.1
0.8
6.8
–5.3
2.6
3.2
1.5
1.2
0.5
7.5
5.8
1.4
1.1
2.6 w
4.7
3.3
3.4
3.0
3.4
7.2
0.2
2.7
3.2
5.5
2.7
2.5

5,678
251
382
1,579
..
1,124
1,823
126
..
1,055
188
34,647
20,966
1,255
211
509
21,358
544
2,192
695
3,261
1,399
1,354
..
5,391
2,340
..
220
7,348
352
..
766
27,156
..
..
3,428
12,860
677
30,186
..
2,056
..
174
768
458
2,228
1,848
..
285
..
29,138
27,975
6,832
..
4,449
192
329
188
292
.. w
329
..
522
..
492
..
..
2,770
1,917
343
382
..

2000–2002

6,912
274
447
1,913
971
1,444
1,513
136
..
1,545
203
59,476
28,740
1,618
197
729
37,073
719
2,967
823
3,318
1,863
1,458
1,879
7,567
3,588
3,826
254
15,796
354
..
359
42,920
..
37,671
4,072
22,412
725
40,368
..
2,636
617
187
863
503
3,115
1,848
690
346
1,576
32,918
53,907
8,177
1,449
5,399
256
412
194
355
1,051 w
383
818
716
4,027
627
..
2,376
3,591
2,340
412
360
..

Agricultural

Industry Services

2003

2003

2003

9
36
19
4
23
28
18
23
..
10
40
3
..
18
40
37
2
23
6
26
21
8
14
3
4
12
5
42
5
17
..
52
0
4
3
4
3
20
2
..
23
23
43
9
41
13
13
25
33
14
1
2
9
35
3
23
15
19
17
4w
25
11
12
7
13
14
9
7
11
23
14
2

49
27
30
26
25
15
30
34
..
31
21
26
..
25
17
29
38
23
14
39
27
29
32
31
30
36
34
22
51
21
..
31
35
30
36
31
30
26
28
..
29
20
17
41
22
30
22
44
22
40
26
23
27
22
43
39
40
30
24
28 w
25
38
40
32
36
49
31
25
41
25
29
27

42
37
51
70
53
57
52
43
..
59
39
71
..
57
43
34
60
53
81
35
52
64
53
66
66
52
61
36
44
62
..
17
65
67
61
65
66
54
70
..
48
56
40
50
37
58
65
30
45
46
73
75
64
43
54
38
45
51
59
68 w
50
51
48
61
51
38
60
68
48
52
57
71

Household
final cons.
expenditure
% of GDP
2003

46
79
82
69
95
63
64
59
..
58
79
50
60
78
82
57
43
73
70
..
81
72
72
70
61
76
53
85
37
75
86
92
41
55
53
67
58
76
49
61
66
91
77
62
83
64
67
55
76
60
66
70
73
57
70
66
74
84
72
62 w
68
60
58
65
61
52
61
62
54
68
68
63

General gov’t.
final cons.
expenditure
% of GDP
2003

14
10
18
13
18
19
20
11
..
28
10
24
19
16
12
26
20
12
7
..
8
10
11
16
21
9
16
14
26
14
19
20
12
21
22
14
18
9
28
14
11
9
15
9
9
15
14
13
15
16
20
16
12
19
6
6
14
11
17
17 w
13
13
13
13
13
12
16
16
18
12
16
18

Gross
capital
formation
% of GDP
2003

22
22
41
20
22
31
23
45
15
24
26
20
20
31
16
22
20
15
26
..
25
19
19
19
28
21
20
20
20
20
18
18
13
25
25
15
26
23
17
21
24
19
18
23
22
25
23
33
23
19
16
18
11
17
12
32
17
16
8
20 w
22
25
27
18
24
33
21
19
23
23
18
19

External
balance of
goods and
services
% of GDP
2003

18
–11
–41
–2
–34
–13
–6
–15
..
–10
–14
5
2
–25
–10
–5
17
0
–3
..
–15
–1
–2
–5
–10
–5
11
–19
18
–9
–23
–31
33
–1
0
4
–2
–7
6
4
0
–19
–10
6
–14
–4
–3
0
–14
5
–2
–4
3
7
12
–4
–5
–11
2
1w
–3
2
2
4
2
3
2
3
5
–2
–1
0

GDP
implicit
deflator
Avg. annual
% growth
1990–2003

3.4
6.0
5.6
16.5
78.9
40.5
2.3
24.8
24.6
10.3
6.9
2.4
1.6
28.3
5.2
23.1
3.2
8.6
3.0
7.6
11.2
18.1
7.7
17.7
4.8
78.1
106.4
10.6
1.7
3.8
52.9
24.6
0.6
9.3
9.6
9.0
3.8
9.0
1.8
1.1
6.6
147.0
17.4
3.4
5.9
3.9
68.7
226.6
8.8
155.0
2.8
2.0
23.9
162.4
39.5
11.6
18.6
41.8
32.3

a. Data on general government final consumption expenditure are not available separately; they are included in household final consumption expenditure. b. Data cover mainland Tanzania only.
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Table 4. Trade, aid, and finance
Merchandise trade
exports

Albania
Algeria
Angola
Argentina
Armenia
Australia
Austria
Azerbaijan
Bangladesh
Belarus
Belgium
Benin
Bolivia
Bosnia & Herzegovina
Botswana
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Canada
Central African Rep.
Chad
Chile
China
Hong Kong, China
Colombia
Congo, Dem. Rep.
Congo, Rep.
Costa Rica
Côte d’Ivoire
Croatia
Czech Republic
Denmark
Dominican Rep.
Ecuador
Egypt, Arab Rep.
El Salvador
Eritrea
Estonia
Ethiopia
Finland
France
Georgia
Germany
Ghana
Greece
Guatemala
Guinea
Haiti
Honduras
Hungary
India
Indonesia
Iran, Islamic Rep.
Ireland
Israel
Italy
Jamaica
Japan
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kuwait
Kyrgyz Rep.
Lao PDR
Latvia
Lebanon
Lesotho
Lithuania
Macedonia, FYR
Madagascar
Malawi
Taiwan, China*

imports

External debt

Millions
of dollars
2003

Millions
of dollars
2003

Manufactured
exports
% of total
merchandise
exports
2002

450
25,300
9,075
29,349
678
70,358
96,187
2,592
6,820
9,964
267,179 b
425
1,560
1,440
2,480
73,084
7,439
340
38
1,623
1,885
272,054
130
230
20,875
438,370
224,040 d
13,010
1,260
2,645
6,112
6,059
6,164
48,723
67,887
5,547
5,988
5,750
3,136
56
5,618
535
52,834
384,662
444
748,375
1,945
13,040
2,395
824
330
1,332
42,697
54,740
60,650
33,360
92,695
31,577
290,231
1,215
471,934
3,000
12,900
2,395
194,325
21,550
582
371
2,896
1,458
427
7,252
1,336
626
460
150,646

1,879
12,850
4,175
13,813
1,269
88,618
97,678
2,626
9,660
11,505
250,399 b
765
1,575
4,645
2,085
50,665
10,742
710
155
1,724
1,970
245,618
97
852
19,320
412,840
207,168
13,744
1,489
1,110
7,621
3,750
14,199
51,306
58,749
7,970
6,534
13,280
5,763
600
7,967
2,015
41,312
388,373
1,058
493,712
3,225
45,379
6,150
764
1,200
3,276
47,747
69,743
32,390
27,580
52,789
36,430
289,017
3,815
382,959
5,579
8,327
3,735
178,784
11,165
717
508
5,248
7,035
914
9,870
2,206
843
720
127,258

86
2
..
31
61
29
82
6
92
64
79 b
6
17
..
91
54
61
19
1
..
7
63
..
..
18
90
95 d
38
..
..
63
21
73
89
66
34
10
35
58
..
72
14
85
81
35
86
16
52
35
28
..
26
86
75
54
9
88
93
88
64
93
68
19
24
92
..
33
..
59
69
..
58
70
..
0
94

High
technology
exports
% of
manufactured
exports
2002

1
4
..
7
2
16
15
8
0
4
11
0
7
..
0
19
7
2
..
1
14
..
..
3
23
17
7
..
..
37
3
12
14
22
1
7
1
6
..
12
..
24
21
38
17
3
10
7
0
..
2
25
5
16
3
41
20
9
0
24
3
10
10
32
..
6
..
4
3
..
5
1
..
3
42

Current
account
balance
Millions
of dollars
2003

–408
..
–1,431
9,559
–186
–30,675
–2,392
–2,021
739
–505
9,392
–153
–347
–2,096
..
–7,696
–1,648
–449
–39
–64
..
18,630
..
..
–594
35,422
17,414
–1,417
..
–62
–946
767
–2,039
–4,485
4,991
–875
–1,222
622
–384
–223
–1,150
–70
9,295
25,744
–392
53,513
–106
–10,405
–1,193
–41
..
–266
–2,644
4,656
6,085
..
–2,990
–174
–21,942
–1,119
136,215
–619
–69
–530
6,092
4,192
–32
–82
–956
–3,587
–119
–1,214
–177
–270
–174
25,678

Net private
capital
flows
Millions
of dollars
2002

Foreign
direct
investment
Millions
of dollars
2002

Official
development
assistance a
Dollars
per capita
2002

Total
Millions
of dollars
2002

Present
value
% of GNI
2002

Domestic credit
provided by
banking sector
% of GDP
2002

136
1,023
1,420
681
108
..
..
1,313
132
227
..
41
601
299
35
9,861
808
8
–2
54
38
..
4
900
2,781
47,107
..
947
32
331
602
117
3,604
10,382
..
1,351
2,103
437
1,419
21
1,586
71
..
..
149
..
27
..
61
0
6
100
221
4,944
–6,966
816
..
..
..
540
..
–31
4,431
39
..
..
–54
25
496
4,803
73
760
113
8
6
..

135
1,065
1,312
785
111
16,364
886
1,392
47
247
73,635 b
41
677
293
37
16,566
600
8
0
54
86
20,501
4
901
1,713
49,308
9,682
2,023
32
331
662
230
980
9,323
6,410
961
1,275
647
208
21
285
75
8,156
52,020
165
35,547
50
53
110
0
6
143
54
3,030
–1,513
37
24,697
1,649
14,699
481
9,087
56
2,583
50
1,972
7
5
25
382
257
81
712
77
8
6
..

101
12
32
0
96
..
..
43
7
4
..
34
77
143
22
2
48
40
24
37
40
..
16
28
–1
1
1
10
16
115
1
65
37
38
..
18
17
19
36
54
51
19
..
..
60
..
33
..
21
32
19
64
46
1
6
2
..
115
..
9
..
103
13
13
–2
2
37
50
37
103
43
42
136
23
35
0

1,312
22,800
10,134
132,314
1,149
..
..
1,398
17,037
908
..
1,843
4,867
2,515
480
227,932
10,462
1,580
1,204
2,907
8,502
..
1,066
1,281
41,945
168,255
..
33,853
8,726
5,152
4,834
11,816
15,347
26,419
..
6,256
16,452
30,750
5,828
528
4,741
6,523
..
..
1,838
..
7,338
..
4,676
3,401
1,248
5,395
34,958
104,429
132,208
9,154
..
..
..
5,477
..
8,094
17,538
6,031
..
..
1,797
2,664
6,690
17,077
637
6,199
1,619
4,518
2,912
..

20
42
120
66
34
..
..
21
22
7
..
36 c
23 c
34
8
48
79
16 c
110
68
57 c
..
78
37 c
62
14
..
46
171
228
33
91
76
46
..
30
95
28
46
40
86
63 c
..
..
42
..
73 c
..
21
47
23
50
64
17
89
7
..
..
..
82
..
83
80
40
..
..
93
85
85
102
45
49
37
33 c
51 c
..

43.6
29.1
5.5
62.4
7.3
93.9
124.3
8.5
40.2
17.5
115.4
5.8
62.3
35.8
–29.5
63.6
23.7
12.4
32.1
6.0
15.7
92.6
13.2
10.9
73.9
166.4
144.5
36.7
0.2
11.4
36.9
20.7
62.9
45.8
156.6
45.1
28.0
109.9
..
148.9
49.6
61.9
64.7
105.0
19.6
144.7
31.9
109.5
15.7
12.5
37.3
34.1
53.8
58.5
59.4
45.3
110.6
93.6
99.6
27.6
312.5
89.6
13.0
43.2
101.9
105.8
11.4
12.3
39.6
185.7
10.7
18.0
15.9
18.4
21.6
..

Note: For data comparability and coverage, see the technical notes. Figures in italics are for years other than those specified.
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Table 4. Trade, aid, and finance—continued
Merchandise trade
exports

Malaysia
Mali
Mauritania
Mexico
Moldova
Mongolia
Morocco
Mozambique
Myanmar
Namibia
Nepal
Netherlands
New Zealand
Nicaragua
Niger
Nigeria
Norway
Pakistan
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland
Portugal
Romania
Russian Federation
Rwanda
Saudi Arabia
Senegal
Serbia & Montenegro
Sierra Leone
Singapore
Slovak Rep.
Slovenia
South Africa
Spain
Sri Lanka
Sweden
Switzerland
Syrian Arab Rep.
Tajikistan
Tanzania
Thailand
Togo
Tunisia
Turkey
Turkmenistan
Uganda
Ukraine
United Kingdom
United States
Uruguay
Uzbekistan
Venezuela, RB
Vietnam
Yemen, Rep.
Zambia
Zimbabwe
World
Low income
Middle income
Lower middle income
Upper middle income
Low & middle income
East Asia & Pacific
Europe & Central Asia
Latin America & Carib.
Middle East & N. Africa
South Asia
Sub-Saharan Africa
High income

imports

Millions
of dollars
2003

Millions
of dollars
2003

100,726
985
369
165,334
791
516
8,701
730
2,802
1,155
650
293,437
16,505
590
350
20,255
68,130
11,901
905
2,146
1,289
8,864
37,065
52,285
31,172
17,618
135,162
60
88,500
1,330
2,522
91
144,134 d
22,035
12,738
36,452 g
151,876
5,060
100,939
100,550
5,980
798
990
80,253
425
8,027
46,573
3,403
525
17,954
303,890
724,006
2,169
2,936
23,650
19,660
4,355
940
1,225
7,479,592 t
176,218
1,813,068
1,147,024
666,731
1,989,214
746,144
458,205 k
374,300
222,781
79,505
109,680
5,491,151

81,067
1,010
471
178,990
1,403
787
14,158
1,305
2,515
1,590
1,730
261,135
18,559
1,865
510
10,890
39,895
13,034
2,980
1,193
2,079
8,494
39,301
66,887
44,821
24,003
74,496
240
34,089
2,270
7,140
320
127,898
22,318
13,812
38,141 g
200,088
6,455
82,317
96,345
4,835
881
2,120
75,679
558
10,909
67,734
2,516
1,240
23,021
388,282
1,305,648
2,190
2,576
9,306
24,020
2,892
1,503
2,835
7,624,797 t
198,033
1,675,174
1,066,326
608,848
1,873,207
676,038
474,286 k
359,950
155,327
102,282
105,324
5,741,481

External debt
Manufactured
exports
% of total
merchandise
exports
2002

79
..
..
84
31
36
66
8
..
52
67
74
28
19
3
0
22
85
12
2
15
21
50
82
86
81
22
3
10
51
..
..
85 d
85
90
63 g
78
74
81
93
7
13
17
74
43
82
84
7
8
67
79
81
37
..
13
..
..
14
38
78 w
47
60
60
60
60
79
57
48
19
77
35
82

High
technology
exports
% of
manufactured
exports
2002

58
..
..
21
4
0
11
3
..
1
0
28
10
5
8
0
22
1
1
19
3
2
65
3
7
3
13
1
0
4
..
..
60
3
5
5
7
1
16
21
1
42
2
31
1
4
2
5
12
5
31
32
3
..
3
..
..
2
3
21 w
4
18
17
21
17
32
10
16
2
4
4
23

Current
account
balance
Millions
of dollars
2003

7,190
–310
..
–9,150
–92
–105
413
–657
–309
130
–165
16,467
–3,530
–888
..
..
28,643
3,597
–408
286
376
–1,116
2,060
6,178
–7,549
–1,525
35,905
–192
11,889
..
–1,750
..
18,704
..
15
–1,456
–23,676
–264
10,624
26,011
1,440
–41
–964
7,965
–169
–844
–1,521
–74
–353
2,891
–26,713
–541,834
354
659
7,423
–604
340
..
..

Net private
capital
flows
Millions
of dollars
2002

Foreign
direct
investment
Millions
of dollars
2002

4,807
102
16
10,261
77
78
15
381
69
..
9
..
..
206
0
639
..
379
180
–46
34
3,131
3,549
5,075
..
3,173
8,011
3
..
94
507
5
..
5,460
..
783
..
206
..
..
224
–10
214
–1,992
75
1,625
7,582
..
149
–576
..
..
107
–11
–1,639
759
114
186
–3
.. s
7,151 i
146,679 i
98,852 i
47,828 i
153,831
47,524
53,739
34,544
5,359
5,697
6,968
..

3,203
102
12
14,622
111
78
428
406
129
..
10
28,534
823
174
8
1,281
502
823
57
50
–22
2,391
1,111
4,131
1,790
1,144
3,009
3
..
93
475
5
6,097
4,012
1,865
739
36,727
242
11,828
3,599
225
9
240
900
75
795
1,037
100
150
693
29,179
39,633
177
65
690
1,400
114
197
26
630,827 s
12,941 i
134,145 i
91,104 i
43,041 i
147,086
54,834
32,931
44,682
2,653
4,164
7,822
483,741

Official
development
assistance a
Dollars
per capita
2002

4
42
135
1
33
85
21
112
2
68
15
..
..
97
26
2
..
15
12
38
10
18
7
30
..
31
9
44
1
45
237 e
68
2
35
87
14
..
18
..
..
5
27
35
5
11
49
9
8
26
10
..
..
4
7
2
16
31
63
15
11 w
12
9
8
12
10
4
27
10
21
5
28

Total
Millions
of dollars
2002

Present
value
% of GNI
2002

48,557
2,803
2,309
141,264
1,349
1,037
18,601
4,609
6,556
..
2,953
..
..
6,485
1,797
30,476
..
33,672
8,298
2,485
2,967
28,167
59,342
69,521
..
14,683
147,541
1,435
..
3,918
12,688 f
1,448
..
13,013
..
25,041
..
9,611
..
..
21,504
1,153
7,244
59,212
1,581
12,625
131,556
..
4,100
13,555
..
..
10,736
4,568
32,563
13,349
5,290
5,969
4,066
.. s
523,464 i
1,815,384 i,j
1,147,339 i
668,045 i,j
2,338,848 j
497,354
545,842
727,944
189,010
168,349
210,350

57
47 c
56 c
26
78
69
51 c
27 c
..
..
31
..
..
77
26 c
82
..
45
84
82
42
56
77
37
..
37
50
40 c
..
53 c
102
103 c
..
61
..
22
..
48
..
..
117
89
19 c,h
49
92
65
77
..
22 c
35
..
..
65
38
33
35
40
127
..

Domestic credit
provided by
banking sector
% of GDP
2002

154.2
16.5
–8.2
38.0
29.1
17.1
84.5
13.4
35.1
49.0
43.2
160.4
118.2
93.0
8.5
26.5
54.0
43.5
90.7
25.9
28.8
23.9
60.5
35.8
149.9
13.2
26.7
11.3
70.1
22.6
..
48.4
83.5
51.7
46.0
147.5
129.6
43.6
75.2
174.4
27.9
21.3
10.0
116.0
17.0
74.4
59.1
19.1
15.4
27.5
145.3
246.6
93.3
..
15.0
44.8
–0.5
46.7
58.7
179.5 w
46.9
82.9
97.9
53.0
77.7
143.8
36.8
46.8
72.1
55.3
65.0
204.1

a. Regional aggregates include data for economies that are not specified elsewhere. World and income group totals include aid not allocated by country or region. b. Includes Luxembourg.
c. Data are from debt sustainability analysis undertaken as part of the Heavily Indebted Poor Countries (HIPC) initiative. d. Includes re-exports. e. Aid to the states of the former Socialist Federal
Republic of Yugoslavia that is not otherwise specified is included in regional and income group aggregates. f. Data are estimates and reflect borrowing by the former Socialist Federal Republic
of Yugoslavia that are not yet allocated to the successor republics. g. Data on total exports and imports refer to South Africa only. Data on export commodity shares refer to the South African
Customs Union (Botswana, Lesotho, Namibia, South Africa, and Swaziland). h. GNI refers to mainaland Tanzania only. i. The aggregates reflect country groupings from Global Development
Finance 2004. j. Includes data for Gibraltar not included in oher tables. k. Data include the intratrade of the Baltic states and the Commonwealth of Independent States.
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Table 5. Key indicators for other economies
Gross national
income (GNI) a

Population

Thousands
2003

Afghanistan
American Samoa
Andorra
Antigua & Barbuda
Aruba
Bahamas, The
Bahrain
Barbados
Belize
Bermuda
Bhutan
Brunei
Cape Verde
Cayman Islands
Channel Islands
Comoros
Cuba
Cyprus
Djibouti
Dominica
Equatorial Guinea
Faeroe Islands
Fiji
French Polynesia
Gabon
Gambia, The
Greenland
Grenada
Guam
Guinea-Bissau
Guyana
Iceland
Iraq
Isle of Man
Kiribati
Korea, Dem. Rep.
Liberia
Libya
Liechtenstein
Luxembourg
Macao, China
Maldives
Malta
Marshall Islands
Mauritius
Mayotte
Micronesia, Fed. Sts.
Monaco
Netherlands Antilles
New Caledonia
Northern Mariana Islands
Oman
Palau
Puerto Rico
Qatar
Samoa
San Marino
São Tomé & Principe
Seychelles
Solomon Islands
Somalia
St. Kitts & Nevis
St. Lucia
St. Vincent & the Grenadines
Sudan
Suriname
Swaziland
Timor-Leste
Tonga
Trinidad & Tobago
United Arab Emirates
Vanuatu
Virgin Islands (U.S.)
West Bank & Gaza

28,766 c
70
69
79
97
317
712
271
259
64
874
356
470
39
149
600
11,299
770
705
71
494
46
835
243
1,344
1,421
56
105
162
1,489
769
286
24,700
74
96
22,612
3,374
5,559
33
448
444
293
399
53
1,225
166
125
32
220
225
80
2,599
20
3,898
624
178
28
157
84
457
9,626
47
161
109
33,546
438
1,106
810
102
1,313
4,041
210
112
3,367

Avg.
annual
% growth
1990–2003

3.7
..
1.8
1.6
..
1.6
2.7
0.4
2.4
0.4
2.9
2.5
2.5
..
0.3
2.5
0.5
0.9
2.8
–0.1
2.6
–0.2
1.0
1.6
2.6
3.3
0.0
0.8
1.5
2.9
0.4
0.9
2.4
0.7
2.2
1.0
2.5
2.0
1.3
1.2
1.4
2.5
0.8
1.1
1.1
..
2.0
1.1
1.1
2.2
..
3.6
2.2
0.7
1.9
0.8
1.5
2.4
1.4
2.8
2.3
0.8
1.4
0.2
2.3
0.7
2.8
0.7
0.5
0.6
6.3
2.7
0.6
4.1

density
people
per
sq. km
2003

Millions
of
dollars
2003

per
capita
dollars
2003

44
353
136
179
511
32
1,003
630
11
1,280
19
68
117
150
745
269
103
83
30
95
18
33
46
66
5
142
0
308
295
53
4
3
56
125
132
188
35
3
207
171
..
977
1,247
265
603
400
174
16,842
275
12
159
8
43
439
57
63
277
164
186
16
15
130
263
280
14
3
64
54
142
256
48
17
329
..

..
..
..
719
..
4,684
7,569
2,512
807
..
578
..
701
..
..
269
..
9,373
643
239
437
..
1,969
..
4,813
442
..
396
..
202
689
8,813
..
..
84
..
445
..
..
19,683
6,335
674 I
3,678
143
5,012
..
261
..
..
..
..
19,877
150
42,057
..
284
..
50
626
273
..
321
650
361
15,372
841
1,492
351
152
9,538
..
248
..
3,734

.. d
.. e
.. f
9,160
.. f
15,110
11,260
9,270
3,190
.. f
660
.. f
1,490
.. f
.. f
450
.. i
12,320
910
3,360
930
.. f
2,360
.. f
3,580
310
.. f
3,790
.. f
140
900
30,810
.. i
.. f
880
.. d
130
.. e
.. f
43,940
14,600 j
2,300
9,260
2,710
4,090
.. e
2,090
.. f
.. f
.. f
.. e
7,830
7,500
10,950
.. f
1,600
.. f
320
7,480
600
.. d
6,880
4,050
3,300
460
1,990
1,350
430
1,490
7,260
.. f
1,180
.. f
1,110

PPP
gross national
income (GNI) b

Millions
of
dollars
2003

..
..
..
753
..
5,067
11,288
4,080
1,476
..
..
..
2,558 h
..
..
1,056 h
..
15,042 h
1,550 h
362
..
..
4,517 h
..
7,656
2,591 h
..
702
..
983
3,035 h
8,619
..
..
..
..
..
..
..
24,385
9,624 h
..
7,096
..
13,789
..
..
..
..
..
..
32,985
..
62,674
..
1,015 h
..
..
1,336
746 h
..
516
839
719
63,145 h
..
5,359
..
703 h
12,405
78,977 h
605
..
..

per
capita
dollars
2003

Gross
domestic
product
per capita
% growth
2002–2003

Life
expectancy
at birth
Years
2002

Under-5
mortality
rate
Per
1,000
2002

..
..
..
9,590
..
16,140
16,170
15,060
5,840
..
..
..
5,440 h
..
..
1,760 h
..
19,530 h
2,200 h
5,090
..
..
5,410 h
..
5,700
1,820 h
..
6,710
..
660
3,950 h
30,140
..
..
..
..
..
..
..
54,430
21,920 h
..
17,870
..
11,260
..
..
..
..
..
..
13,000
..
16,320
..
5,700 h
..
..
15,960
1,630 h
..
11,040
5,220
6,590
1,880 h
..
4,850
..
6,890 h
9,450
21,040 h
2,880
..
..

..
..
..
0.4
..
–0.6
1.8
0.8
1.8
..
4.0
..
2.4
..
..
0.1
..
3.3
1.8
–0.7
12.8
..
3.5
..
1.2
6.3
..
1.4
..
–16.9
–1.0
1.2
..
..
0.4
..
–2.3
..
..
0.3
..
6.1
..
2.0
2.1
..
–0.1
..
..
..
..
..
1.5
..
..
1.9
..
2.5
–6.5
0.7
..
2.4
0.8
2.8
3.6
..
0.6
..
1.7
3.1
–5.0
–0.2
..
–5.2

43
..
..
75
..
70
73
75
74
..
63
77
69
..
79
61
77
78
44
77
52
..
70
74
53
53
69
73
78
45
62
80
63
..
63
62
47
72
..
78
79
69
78
65
73
60
69
..
76
74
..
74
70
77
75
69
..
66
73
69
47
71
74
73
58
70
44
..
71
72
75
69
78
73

257
..
7
14
..
16
16
14
40
..
94
6
38
..
..
79
9
6
143
15
152
..
21
..
85
126
..
25
..
211
72
4
125
..
69
55
235
19
11
5
..
77
5
66
19
..
24
5
..
..
..
13
29
..
16
25
6
118
16
24
225
24
19
25
94
40
149
126
20
20
9
42
..
..

Adult
Literacy
rate
% of people
15 and above
2002

..
..
..
..
..
..
88
100
77 g
..
..
..
76
..
..
56
97
97 g
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
..
56
82
..
..
91 g
97
93
..
84
..
..
..
97
..
..
74
..
94
..
99
..
..
92 g
..
..
..
..
..
60
..
81
..
..
98
77
..
..
..

Carbon
dioxide
emissions
Thousands
of tons
2000

905
286
..
352
1,924
1,795
19,500
1,176
780
462
396
4,668
139
286
..
81
30,913
6,423
385
103
205
649
725
542
3,499
271
557
213
4,071
264
1,598
2,158
76,336
..
26
188,857
399
57,125
..
8,482
1,634
498
2,814
..
2,895
..
..
..
9,929
1,667
..
19,775
242
8,735
40,685
139
..
88
227
165
..
103
322
161
5,221
2,118
381
..
121
26,362
58,913
81
13,106
..

Note: For data comparability and coverage, see the technical notes. Figures in italics are for years other than those specified.
a. Preliminary World Bank estimates calculated using the World Bank Atlas method. b. Purchasing power parity; see the Technical Notes. c. Estimate does not account for recent refugee flows.
d. Estimated to be low income ($765 or less). e. Estimated to be upper middle income ($3,036 to $9,385). f. Estimated to be high income ($9,386 or more). g. National estimates based on census
data. h. The estimate is based on regression; others are extrapolated from the latest Internaional Comparison Programme bencmark estimates. i. Estimated to be lower middle income ($766 to
$3,035). j. Refers to GDP and GDP per capita.
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Selected world development indicators

Technical notes
These technical notes discuss the sources and methods used to
compile the indicators included in this edition of Selected
World Development Indicators. The notes follow the order in
which the indicators appear in the tables. Note that the
Selected World Development Indicators uses terminology in
line with the 1993 System of National Accounts (SNA). For
example, in the 1993 SNA gross national income replaces gross
national product. See the technical notes for tables 1 and 3 for
other examples.

Sources
The data published in the Selected World Development Indicators are taken from World Development Indicators 2004.
Where possible, however, revisions reported since the closing
date of that edition have been incorporated. In addition, newly
released estimates of population and gross national income
(GNI) per capita for 2003 are included in table 1.
The World Bank draws on a variety of sources for the statistics published in the World Development Indicators. Data on
external debt are reported directly to the World Bank by developing member countries through the Debtor Reporting System. Other data are drawn mainly from the United Nations
and its specialized agencies, from the International Monetary
Fund (IMF), and from country reports to the World Bank.
Bank staff estimates are also used to improve currentness or
consistency. For most countries, national accounts estimates
are obtained from member governments through World Bank
economic missions. In some instances these are adjusted by
staff to ensure conformity with international definitions and
concepts. Most social data from national sources are drawn
from regular administrative files, special surveys, or periodic
censuses.
For more detailed notes about the data, please refer to the
World Bank’s World Development Indicators 2004.

Data consistency and reliability
Considerable effort has been made to standardize the data, but
full comparability cannot be assured, and care must be taken in
interpreting the indicators. Many factors affect data availability, comparability, and reliability: statistical systems in many
developing economies are still weak; statistical methods, coverage, practices, and definitions differ widely; and cross-country
and intertemporal comparisons involve complex technical and
conceptual problems that cannot be unequivocally resolved.
Data coverage may not be complete because of special circumstances or for economies experiencing problems (such as those
stemming from conflicts) affecting the collection and reporting of data. For these reasons, although the data are drawn
from the sources thought to be most authoritative, they should
be construed only as indicating trends and characterizing
major differences among economies rather than offering pre-

265

cise quantitative measures of those differences. Discrepancies
in data presented in different editions reflect updates by countries as well as revisions to historical series and changes in
methodology. Thus readers are advised not to compare data
series between editions or between different editions of World
Bank publications. Consistent time series are available from
the World Development Indicators 2004 CD-ROM.

Ratios and growth rates
For ease of reference, the tables usually show ratios and rates of
growth rather than the simple underlying values. Values in
their original form are available from the World Development
Indicators 2004 CD-ROM. Unless otherwise noted, growth
rates are computed using the least-squares regression method
(see Statistical methods below). Because this method takes into
account all available observations during a period, the resulting growth rates reflect general trends that are not unduly
influenced by exceptional values. To exclude the effects of inflation, constant price economic indicators are used in calculating growth rates. Data in italics are for a year or period other
than that specified in the column heading—up to two years
before or after for economic indicators and up to three years
for social indicators, because the latter tend to be collected less
regularly and change less dramatically over short periods.

Constant price series
An economy’s growth is measured by the increase in value
added produced by the individuals and enterprises operating in
that economy. Thus, measuring real growth requires estimates
of GDP and its components valued in constant prices. The
World Bank collects constant price national accounts series in
national currencies and recorded in the country’s original base
year. To obtain comparable series of constant price data, it
rescales GDP and value added by industrial origin to a common
reference year, currently 1995. This process gives rise to a discrepancy between the rescaled GDP and the sum of the rescaled
components. Because allocating the discrepancy would give rise
to distortions in the growth rate, it is left unallocated.

Summary measures
The summary measures for regions and income groups, presented at the end of most tables, are calculated by simple addition when they are expressed in levels. Aggregate growth rates
and ratios are usually computed as weighted averages. The
summary measures for social indicators are weighted by population or subgroups of population, except for infant mortality,
which is weighted by the number of births. See the notes on
specific indicators for more information.
For summary measures that cover many years, calculations
are based on a uniform group of economies so that the composition of the aggregate does not change over time. Group
measures are compiled only if the data available for a given
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year account for at least two-thirds of the full group, as defined
for the 1995 benchmark year. As long as this criterion is met,
economies for which data are missing are assumed to behave
like those that provide estimates. Readers should keep in mind
that the summary measures are estimates of representative
aggregates for each topic and that nothing meaningful can be
deduced about behavior at the country level by working back
from group indicators. In addition, the estimation process may
result in discrepancies between subgroup and overall totals.

Table 1. Key indicators of development
Population is based on the de facto definition, which counts all
residents, regardless of legal status or citizenship, except for
refugees not permanently settled in the country of asylum,
who are generally considered part of the population of the
country of origin.
Average annual population growth rate is the exponential
rate of change for the period (see the section on statistical
methods below).
Population density is midyear population divided by land
area. Land area is a country’s total area excluding areas under
inland bodies of water and coastal waterways. Density is calculated using the most recently available data on land area.
Gross national income (GNI—formerly gross national
product or GNP), the broadest measure of national income,
measures total value added from domestic and foreign sources
claimed by residents. GNI comprises gross domestic product
(GDP) plus net receipts of primary income from foreign
sources. Data are converted from national currency to current
U.S. dollars using the World Bank Atlas method. This involves
using a three-year average of exchange rates to smooth the
effects of transitory exchange rate fluctuations. (See the section
on statistical methods below for further discussion of the Atlas
method.)
GNI per capita is GNI divided by midyear population. It is
converted into current U.S. dollars by the Atlas method. The
World Bank uses GNI per capita in U.S dollars to classify
economies for analytical purposes and to determine borrowing eligibility.
PPP Gross national income, which is GNI converted into
international dollars using purchasing power parity (PPP)
conversion factors, is included because nominal exchange rates
do not always reflect international differences in relative prices.
At the PPP rate, one international dollar has the same purchasing power over domestic GNI that the U.S. dollar has over U.S.
GNI. PPP rates allow a standard comparison of real price levels
between countries, just as conventional price indexes allow
comparison of real values over time. The PPP conversion factors used here are derived from price surveys covering 118
countries conducted by the International Comparison Program. For Organisation for Economic Co-operation and
Development (OECD) countries data come from the most

recent round of surveys, completed in 1999; the rest are either
from the 1996 survey, or data from the 1993 or earlier round
and extrapolated to the 1996 benchmark. Estimates for countries not included in the surveys are derived from statistical
models using available data.
PPP GNI per capita is PPP GNI divided by midyear
population.
Gross domestic product (GDP) per capita growth is based
on GDP measured in constant prices. Growth in GDP is considered a broad measure of the growth of an economy. GDP in
constant prices can be estimated by measuring the total quantity of goods and services produced in a period, valuing them
at an agreed set of base year prices, and subtracting the cost of
intermediate inputs, also in constant prices. See the section on
statistical methods for details of the least-squares growth rate.
Life expectancy at birth is the number of years a newborn
infant would live if patterns of mortality prevailing at its birth
were to stay the same throughout its life.
Under-5 mortality rate is the probability that a newborn
child will die before reaching age 5, if the child is subject to current age specific mortality rates. The probability is expressed as
a rate per 1,000.
Adult literacy rate is the percentage of persons aged 15 and
above who can, with understanding, both read and write a
short, simple statement about their everyday life. In practice,
literacy is difficult to measure. To estimate literacy using such a
definition requires census or survey measurements under controlled conditions. Many countries estimate the number of literate people from self-reported data. Some use educational
attainment data as a proxy but apply different lengths of school
attendance or level completion. As definition and methodologies of data collection differ across country—and even over
time within countries—data need to be used with caution
Carbon dioxide emissions (CO2) measures those emissions stemming from the burning of fossil fuels and the manufacture of cement. These include carbon dioxide produced
during consumption of solid, liquid, and gas fuels and from
gas flaring.
The Carbon Dioxide Information Analysis Center
(CDIAC), sponsored by the U.S. Department of Energy, calculates annual anthropogenic emissions of CO2. These calculations are derived from data on fossil fuel consumption, based
on the World Energy Data Set maintained by the UNSD, and
from data on world cement manufacturing, based on the
Cement Manufacturing Data Set maintained by the U.S.
Bureau of Mines. Each year the CDIAC recalculates the entire
time series from 1950 to the present, incorporating its most
recent findings and the latest corrections to its database. Estimates exclude fuels supplied to ships and aircraft engaged in
international transportation because of the difficulty of apportioning these fuels among the countries benefiting from that
transport.

16_WDR_SWDI.qxd

8/24/04

3:26 PM

Page 267

Selected world development indicators

Table 2. Poverty and income distribution
Survey year is the year in which the underlying data were
collected.
Rural poverty rate is the percentage of the rural population
living below the rural poverty line. Urban poverty rate is the
percentage of the urban population living below the urban
poverty line. National poverty rate is the percentage of the
total population living below the national poverty line.
National estimates are based on population weighted subgroup estimates from household surveys.
Population below $1 PPP a day and $2 PPP a day are the
percentages of the population living on less than $1.08 a day and
$2.15 a day at 1993 international prices.As a result of revisions in
PPP exchange rates, they cannot be compared with poverty rates
reported in previous editions for individual countries.
Poverty gap at $1 PPP a day and Poverty gap at $2 PPP a
day is the mean shortfall below the poverty line (counting the
non-poor as having zero shortfall), expressed as a percentage
of the poverty line. This measure reflects the depth of poverty
as well as its incidence.
International comparisons of poverty data entail both conceptual and practical problems. Different countries have different definitions of poverty, and consistent comparisons
between countries can be difficult. Local poverty lines tend to
have higher purchasing power in rich countries, where more
generous standards are used than in poor countries. Is it reasonable to treat two people with the same standard of living—
in terms of their command over commodities—differently
because one happens to live in a better-off country? Can we
hold the real value of the poverty line constant across countries, just as we do when making comparisons over time?
Poverty measures based on an international poverty line
attempt to do this. The commonly used $1 a day standard,
measured in 1985 international prices and adjusted to local
currency using purchasing power parities (PPPs), was chosen
for the World Bank’s World Development Report 1990: Poverty
because it is typical of the poverty lines in low-income countries. PPP exchange rates, such as those from the Penn World
Tables or the World Bank, are used because they take into
account the local prices of goods and services not traded internationally. But PPP rates were designed not for making international poverty comparisons but for comparing aggregates
from national accounts. Thus there is no certainty that an
international poverty line measures the same degree of need or
deprivation across countries.
This year’s edition (like those of the last four years) uses
1993 consumption PPP estimates produced by the World
Bank. The international poverty line, set at $1 a day in 1985
PPP terms, has been recalculated in 1993 PPP terms at about
$1.08 a day. Any revisions in the PPP of a country to incorporate better price indexes can produce dramatically different
poverty lines in local currency.
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Problems also exist in comparing poverty measures within
countries. For example, the cost of living is typically higher in
urban than in rural areas. So the urban monetary poverty line
should be higher than the rural poverty line. But it is not
always clear that the difference between urban and rural
poverty lines found in practice properly reflects the difference
in the cost of living. In some countries the urban poverty line
in common use has a higher real value than does the rural
poverty line. Sometimes the difference has been so large as to
imply that the incidence of poverty is greater in urban than in
rural areas, even though the reverse is found when adjustments
are made only for differences in the cost of living. As with
international comparisons, when the real value of the poverty
line varies, it is not clear how meaningful such urban-rural
comparisons are.
The problems of making poverty comparisons do not end
there. More issues arise in measuring household living standards. The choice between income and consumption as a welfare indicator is one issue. Income is generally more difficult to
measure accurately, and consumption accords better with the
idea of the standard of living than does income, which can vary
over time even if the standard of living does not. But consumption data are not always available, and when they are not there
is little choice but to use income. There are still other problems.
Household survey questionnaires can differ widely, for example, in the number of distinct categories of consumer goods
they identify. Survey quality varies, and even similar surveys
may not be strictly comparable.
Comparisons across countries at different levels of development also pose a potential problem, because of differences in
the relative importance of consumption of nonmarket goods.
The local market value of all consumption in kind (including
consumption from own production, particularly important in
underdeveloped rural economies) should be included in the
measure of total consumption expenditure. Similarly, the
imputed profit from production of nonmarket goods should be
included in income. This is not always done, though such omissions were a far bigger problem in surveys before the 1980s.
Most survey data now include valuations for consumption or
income from own production. Nonetheless, valuation methods
vary. For example, some surveys use the price in the nearest
market, while others use the average farm gate selling price.
Wherever possible, consumption has been used as the welfare indicator for deciding who is poor. Where consumption
data are unavailable, income data are used, though there is a
change in this year’s edition in how income surveys are used. In
the past, average income was adjusted to accord with consumption and income data from national accounts. This
approach was tested using data for more than 20 countries for
which the surveys provided both income and consumption
expenditure data. Income gave a higher mean than consumption but also greater income inequality. These two effects
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roughly canceled each other out when poverty measures based
on consumption were compared with those based on income
from the same survey; statistically, there was no significant difference. So this year’s edition uses income data to estimate
poverty directly and no longer adjusts the income mean.
In all cases the measures of poverty have been calculated
from primary data sources (tabulations or household data)
rather than existing estimates. Estimation from tabulations
requires an interpolation method; the method chosen was
Lorenz curves with flexible functional forms, which have
proved reliable in past work. Empirical Lorenz curves were
weighted by household size, so they are based on percentiles of
population, not households.
Gini index measures the extent to which the distribution of
income (or, in some cases, consumption expenditure) among
individuals or households within an economy deviates from a
perfectly equal distribution. A Lorenz curve plots the cumulative percentages of total income received against the cumulative number of recipients, starting with the poorest individual
or household. The Gini index measures the area between the
Lorenz curve and a hypothetical line of absolute equality,
expressed as a percentage of the maximum area under the line.
Thus a Gini index of zero represents perfect equality, while an
index of 100 implies perfect inequality.
Percentage share of income or consumption is the share
that accrues to subgroups of population indicated by quintiles.
Inequality in the distribution of income is reflected in the
percentage shares of income or consumption accruing to
segments of the population ranked by income or consumption levels. The segments ranked lowest by personal income
receive the smallest shares of total income. The Gini index
provides a convenient summary measure of the degree of
inequality.
Data on personal or household income or consumption
come from nationally representative household surveys. The
data in the table refer to different years between 1989 and 2002.
Footnotes to the survey year indicate whether the rankings are
based on per capita income or consumption. Each distribution
is based on percentiles of population—rather than of households—with households ranked by income or expenditure per
person.
Where the original data from the household survey were
available, they have been used to directly calculate the income
(or consumption) shares by quintile. Otherwise shares have
been estimated from the best available grouped data.
The distribution data have been adjusted for household
size, providing a more consistent measure of per capita income
or consumption. No adjustment has been made for spatial differences in cost of living within countries, because the data
needed for such calculations are generally unavailable. For further details on the estimation method for low and middleincome economies, see Ravallion and Chen (1996).

Because the underlying household surveys differ in
method and in the type of data collected, the distribution
data are not strictly comparable across countries. These
problems are diminishing as survey methods improve and
become more standardized, but achieving strict comparability is still impossible.
Two sources of noncomparability should be noted. First,
the surveys can differ in many respects, including whether they
use income or consumption expenditure as the living standard
indicator. The distribution of income is typically more unequal
than the distribution of consumption. In addition, the definitions of income used usually differ among surveys. Consumption is usually a much better welfare indicator, particularly in
developing countries. Second, households differ in size (number of members) and in the extent of income sharing among
members. And individuals differ in age and consumption
needs. Differences among countries in these respects may bias
comparisons of distribution.
World Bank staff have made an effort to ensure that the
data are as comparable as possible. Wherever possible, consumption has been used rather than income. Income distribution and Gini indexes for high-income countries are calculated
directly from the Luxembourg Income Study database, using
an estimation method consistent with that applied for developing countries.

Table 3. Economic activity
Gross domestic product is gross value added, at purchasers’
prices, by all resident producers in the economy plus any taxes
and minus any subsidies not included in the value of the products. It is calculated without deducting for depreciation of fabricated assets or for depletion or degradation of natural
resources. Value added is the net output of an industry after
adding up all outputs and subtracting intermediate inputs.
The industrial origin of value added is determined by the
International Standard Industrial Classification (ISIC) revision 3. The World Bank conventionally uses the U.S. dollar and
applies the average official exchange rate reported by the International Monetary Fund for the year shown. An alternative
conversion factor is applied if the official exchange rate is
judged to diverge by an exceptionally large margin from the
rate effectively applied to transactions in foreign currencies
and traded products.
Gross domestic product average annual growth rate is calculated from constant price GDP data in local currency.
Agricultural productivity refers to the ratio of agricultural
value added, measured in constant 1995 U.S. dollars, to the
number of workers in agriculture.
Value added is the net output of an industry after adding
up all out-puts and subtracting intermediate inputs. The
industrial origin of value added is determined by the International Standard Industrial Classification (ISIC) revision 3.
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Agriculture value added corresponds to ISIC divisions 1–5
and includes forestry and fishing.
Industry value added comprises mining, manufacturing,
construction, electricity, water, and gas (ISIC divisions 10–45).
Services value added correspond to ISIC divisions 50–99.
Household final consumption expenditure (private consumption in previous editions) is the market value of all
goods and services, including durable products (such as cars,
washing machines, and home computers), purchased by
households. It excludes purchases of dwellings but includes
imputed rent for owner-occupied dwellings. It also includes
payments and fees to governments to obtain permits and
licenses. Here, household consumption expenditure includes
the expenditures of nonprofit institutions serving households, even when reported separately by the country. In practice, household consumption expenditure may include any
statistical discrepancy in the use of resources relative to the
supply of resources.
General government final consumption expenditure
(general government consumption in previous editions)
includes all government current expenditures for purchases of
goods and services (including compensation of employees). It
also includes most expenditures on national defense and security, but excludes government military expenditures that are
part of government capital formation.
Gross capital formation (gross domestic investment in
previous editions) consists of outlays on additions to the fixed
assets of the economy plus net changes in the level of inventories and valuables. Fixed assets include land improvements
(fences, ditches, drains, and so on); plant, machinery, and
equipment purchases; and the construction of buildings,
roads, railways, and the like, including commercial and industrial buildings, offices, schools, hospitals, and private dwellings.
Inventories are stocks of goods held by firms to meet temporary or unexpected fluctuations in production or sales, and
“work in progress”. According to the 1993 SNA net acquisitions
of valuables are also considered capital formation.
External balance of goods and services is exports of goods
and services less imports of goods and services. Trade in goods
and services comprise all transactions between residents of a
country and the rest of the world involving a change in ownership of general merchandise, goods sent for processing and
repairs, non-monetary gold, and services.
The GDP implicit deflator reflects changes in prices for all
final demand categories, such as government consumption,
capital formation, and international trade, as well as the main
component, private final consumption. It is derived as the ratio
of current to constant price GDP. The GDP deflator may also
be calculated explicitly as a Paasche price index in which the
weights are the current period quantities of output.
National accounts indicators for most developing countries
are collected from national statistical organizations and central
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banks by visiting and resident World Bank missions. Data for
high-income economies come from the Organization for Economic Co-operation and Development data files.

Table 4. Trade, aid, and finance
Merchandise exports show the f.o.b. value of goods provided
to the rest of the world valued in U.S. dollars.
Merchandise imports show the c.i.f. value of goods (the
cost of the goods including insurance and freight) purchased
from the rest of the world valued in U.S. dollars. Data on merchandise trade come from the World Trade Organization
(WTO) in its annual report.
Manufactured exports comprise the commodities in Standard Industrial Trade Classification (SITC) sections 5 (chemicals), 6 (basic manufactures), 7 (machinery and transport
equipment), and 8 (miscellaneous manufactured goods),
excluding division 68.
High technology exports are products with high R&D
intensity. They include high-technology products such as in
aerospace, computers, pharmaceuticals, scientific instruments,
and electrical machinery.
Current account balance is the sum of net exports of goods
and services, net income, and net current transfers.
Net private capital flows consist of private debt and nondebt flows. Private debt flows include commercial bank lending, bonds, and other private credits; nondebt private flows are
foreign direct investment and portfolio equity investment.
Foreign direct investment is net inflows of investment to
acquire a lasting management interest (10 percent or more of
voting stock) in an enterprise operating in an economy other
than that of the investor. It is the sum of equity capital, reinvestment of earnings, other long-term capital, and shortterm capital, as shown in the balance of payments. Data on the
current account balance, private capital flows, and foreign
direct investment are drawn from the IMF’s Balance of Payments Statistics Yearbook and International Financial Statistics.
Official development assistance or official aid from the
high-income members of the Organisation for Economic Cooperation and Development (OECD) are the main source of
official external finance for developing countries, but official
development assistance (ODA) is also disbursed by some
important donor countries that are not members of OECD’s
Development Assistance Committee (DAC). DAC has three
criteria for ODA: it is undertaken by the official sector; it promotes economic development or welfare as a main objective;
and it is provided on concessional terms, with a grant element
of at least 25 percent on loans.
ODA comprises grants and loans, net of repayments, that
meet the DAC definition of ODA and are made to countries
and territories in part I of the DAC list of aid recipients. Official aid comprises grants and ODA-like loans, net of repayments, to countries and territories in part II of the DAC list of
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aid recipients. Bilateral grants are transfers in money or in kind
for which no repayment is required. Bilateral loans are loans
extended by governments or official agencies that have a grant
element of at least 25 percent and for which repayment is
required in convertible currencies or in kind.
Total external debt is debt owed to nonresidents repayable
in foreign currency, goods, or services. It is the sum of public,
publicly guaranteed, and private non-guaranteed long-term
debt, use of IMF credit, and short-term debt. Short-term debt
includes all debt having an original maturity of one year or less
and interest in arrears on long-term debt.
Present value of debt is the sum of short-term external
debt plus the discounted sum of total debt service payments
due on public, publicly guaranteed, and private nonguaranteed
long-term external debt over the life of existing loans.
The main sources of external debt information are reports
to the World Bank through its Debtor Reporting System from
member countries that have received World Bank loans. Additional information has been drawn from the files of the World
Bank and the IMF. Summary tables of the external debt of
developing countries are published annually in the World
Bank’s Global Development Finance.
Domestic credit provided by banking sector includes all
credit to various sectors on a gross basis, with the exception of
credit to the central government, which is net. The banking
sector includes monetary authorities, deposit money banks,
and other banking institutions for which data are available
(including institutions that do not accept transferable deposits
but do incur such liabilities as time and savings deposits).
Examples of other banking institutions include savings and
mortgage loan institutions and building and loan associations.
Data are from the IMF’s International Finance Statistics.

variable in the relevant period. The regression equation takes
the form
ln Xt = a + bt,
which is equivalent to the logarithmic transformation of the
compound growth equation,
Xt = Xo(1 + r)t.
In this equation, X is the variable, t is time, and a = log Xo and
b = ln (1 + r) are the parameters to be estimated. If b* is the
least-squares estimate of b, the average annual growth rate, r, is
obtained as [exp(b*)–1] and is multiplied by 100 to express it
as a percentage.
The calculated growth rate is an average rate that is representative of the available observations over the entire period. It
does not necessarily match the actual growth rate between any
two periods.

Exponential growth rate
The growth rate between two points in time for certain demographic data, notably labor force and population, is calculated
from the equation
r = ln (pn/p1)/n,
where pn and p1 are the last and first observations in the period,
n is the number of years in the period, and ln is the natural logarithm operator. This growth rate is based on a model of continuous, exponential growth between two points in time. It
does not take into account the intermediate values of the series.
Note also that the exponential growth rate does not correspond to the annual rate of change measured at a one-year
interval which is given by

Statistical methods
This section describes the calculation of the least-squares
growth rate, the exponential (endpoint) growth rate, and the
World Bank’s Atlas methodology for calculating the conversion factor used to estimate GNI and GNI per capita in U.S.
dollars.

Least-squares growth rate
Least-squares growth rates are used wherever there is a sufficiently long time series to permit a reliable calculation. No
growth rate is calculated if more than half the observations in a
period are missing.
The least-squares growth rate, r, is estimated by fitting a linear regression trendline to the logarithmic annual values of the

(pn – pn–1)/pn–1.

The Gini index
The Gini index measures the extent to which the distribution
of income (or, in some cases, consumption expenditure)
among individuals or households within an economy deviates
from a perfectly equal distribution. A Lorenz curve plots the
cumulative percentages of total income received against the
cumulative number of recipients, starting with the poorest
individual or household. The Gini index measures the area
between the Lorenz curve and a hypothetical line of absolute
equality, expressed as a percentage of the maximum area under
the line. Thus a Gini index of zero represents perfect equality,
and an index of 100 percent implies perfect inequality.
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World Bank Atlas method
In calculating GNI and GNI per capita in U.S. dollars for certain operational purposes, the World Bank uses the Atlas conversion factor. The purpose of the Atlas conversion factor is to
reduce the impact of exchange rate fluctuations in the crosscountry comparison of national incomes. The Atlas conversion
factor for any year is the average of a country’s exchange rate
(or alternative conversion factor) for that year and its exchange
rates for the two preceding years, adjusted for the difference
between the rate of inflation in the country and that in Japan,
the United Kingdom, the United States, and the Euro Zone. A
country’s inflation rate is measured by the change in its GDP
deflator. The inflation rate for Japan, the United Kingdom, the
United States, and the Euro Zone, representing international
inflation, is measured by the change in the SDR deflator. (Special drawing rights, or SDRs, are the IMF’s unit of account.)
The SDR deflator is calculated as a weighted average of the
these countries’ GDP deflators in SDR terms, the weights being
the amount of each country’s currency in one SDR unit.
Weights vary over time because both the composition of the
SDR and the relative exchange rates for each currency change.
The SDR deflator is calculated in SDR terms first and then
converted to U.S. dollars using the SDR to dollar Atlas conversion factor. The Atlas conversion factor is then applied to a
country’s GNI. The resulting GNI in U.S. dollars is divided by
the midyear population to derive GNI per capita.
When official exchange rates are deemed to be unreliable or
unrepresentative of the effective exchange rate during a period,
an alternative estimate of the exchange rate is used in the Atlas
formula (see below).

271

The following formulas describe the calculation of the Atlas
conversion factor for year t :
 p
1
et* = et − 2  t
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 pt − 2
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and the calculation of GNI per capita in U.S. dollars for year t:
Y $t = (Yt /Nt)/e*t

where et* is the Atlas conversion factor (national currency to
the U.S. dollar) for year t, et is the average annual exchange rate
(national currency to the U.S. dollar) for year t, pt is the GDP
deflator for year t, pt S$ is the SDR deflator in U.S. dollar terms
for year t, Yt $ is the Atlas GNI per capita in U.S. dollars in year
t, Yt is current GNI (local currency) for year t, and Nt is the
midyear population for year t.

Alternative conversion factors
The World Bank systematically assesses the appropriateness of
official exchange rates as conversion factors. An alternative
conversion factor is used when the official exchange rate is
judged to diverge by an exceptionally large margin from the
rate effectively applied to domestic transactions of foreign currencies and traded products. This applies to only a small number of countries, as shown in Primary data documentation
table in World Development Indicators 2004. Alternative conversion factors are used in the Atlas methodology and elsewhere in the Selected World Development Indicators as singleyear conversion factors.
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