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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 con-
cerns 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 gov-
ernments and for the global community. Nearly half the world’s population lives on less than
US$2 a day, and 1.1 billion barely survive on less than US$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 competi-
tion remain pervasive, dulling incentives for firms to innovate and increase productivity. Gov-
ernments 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

vii
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viii 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 interven-
tions are crafted to fit local conditions.

Finally, the Report reviews strategies for tackling such a broad agenda. It emphasizes that perfec-
tion is not required and that everything does not have to be done at once. But progress requires gov-
ernments 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 strat-
egy. 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 oppor-
tunities. 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.

M

James D. Wolfensohn
President
The World Bank
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Overview

A better investment climate

for everyone

Private firms are at the heart of the develop-
ment process. Driven by the quest for profits,
firms of all types—from farmers and
microentrepreneurs to local manufacturing
companies and multinational enterprises—
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 opportuni-
ties 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 central actors in
the quest for growth and poverty reduction.
What determines the contributions firms
make to society? Mainly the investment cli-
mate—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 cli-
mate. While governments have limited influ-
ence on such factors 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 gov-
ernance features such as corruption.
Improving government policies and
behaviors that shape the investment climate
is fundamental to driving growth and
reducing poverty. That makes progress
especially critical for governments in the
developing world—where 1.2 billion people
barely survive on less than US$1 a day,
where young people have more than double
the average unemployment rate, and where
demographic changes will add nearly 2 bil-

o

lion more people over the next 30 years.
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 influ-
ence 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 (box 2). World
Development Report 2005 draws on those
data, other new evidence, and emerging
lessons of international experience to show
what governments at all levels can do to cre-
ate a better investment climate—an invest-
ment 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.

How investment climates vary

Government policies and behaviors shape
the opportunities and incentives facing
firms through their influence on costs, risks,
and barriers to competition. All three mat-
ter for firms—and for growth and poverty.

Costs

Wages, raw materials, and the like are nor-
mal costs associated with any commercial
activity. But many costs flow more directly
from government policies and behaviors.
Taxes are the most obvious example. But
governments also have an important role in
addressing market failures, providing pub-
lic goods, and supporting the provision of
infrastructure. Weaknesses in government
performance in these roles can greatly

1
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BOX 1

The investment climate is the set of location-spe-
cific factors shaping the opportunities and incen-
tives for firms to invest productively, create jobs,
and expand. Government policies and behaviors
exert a strong influence on the investment climate
through theirimpact 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 the term “firms” to
include the full range of private economic
agents, from farmers and microentrepreneurs to
domestic manufacturing establishments and
multinational corporations, regardless of their
size, activity, or formal legal status.

The horizontal plane in the figure below
represents their investment decisions and activi-

What do we mean by the investment climate?

ties. 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 approach the
decision with different capabilities and strate-
gies.Their decision is motivated by the quest for
profits—and profitability is influenced by the
costs, risks, and barriers to competition associ-
ated with the opportunity.The volume and pro-
ductivity 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 as a whole.Many costs and risks are

properly borne by firms. And reducing barriers
to competition expands opportunities, spurs
innovation, and ensures that the benefits of pro-
ductivity improvements are shared with
consumers and workers.

The vertical plane in the figure represents
the investment climate. Some aspects of the
investment climate, including geography and
consumer preferences, are difficult for govern-
ments to change. But governments have more
decisive influence over a range of other factors.
The specific influences on costs, risks, and barri-
ers addressed in the Report are policies closely
tied to investment behavior.Thus the forward-
looking nature of investment underlines the
importance of stability and security, especially
the security of property rights. Regulation and
taxation qualify property rights and have first-
order implications on costs, risks,and barriers to
competition. Finance, infrastructure, and labor
are key inputs to investment activities.

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) try to influence
policies in ways favorable to them. Issues of
government behavior and governance in the
broadest sense—including corruption and
credibility—are thus paramount. It is the inter-
action of formal policies and governance char-
acteristics that firms assess when making
investment decisions.

Improving the investment climate is the first
pillar of the World Bank’s overall development
strategy. A critical complementary agenda,
reflected in the second pillar of the Bank’s strat-
egy, is to invest in and empower people so that
they can take advantage of these opportunities.
The World Development Report 2004: Making Ser-
vices Work for Poor People focused on key
aspects of that second pillar.

increase the costs for firms and make many
investment opportunities unprofitable.
How greatly? The Bank’s surveys show that
the costs of unreliable infrastructure, con-
tract enforcement difficulties, crime, cor-
ruption, 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 1).
Costs also have a time dimension. The
Bank’s firm surveys highlight big variations
in the time taken to get goods through cus-
toms and to obtain a telephone line as well as
in the amount of time firms need to spend
dealing with officials. The Bank’s Doing

o

Business Project shows that the time it takes
to register a new business ranges from 2 days
in Australia to more than 200 days in Haiti.

Risks

Because investment decisions are forward
looking, firms’ judgments about the future are
critical. Many risks for firms, including uncer-
tain 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 creating a stable and
secure environment, including by protecting
property rights. Policy uncertainty, macroeco-
nomic instability, and arbitrary regulation can
also cloud opportunities and chill incentives



WDR_SA Overview.gxd

9/2/04

10:49 AM Page 3

Overview

BOX 2

Early efforts to understand how government poli-
cies and institutions influenced growth relied on
aggregate indicators of a country’s institutional
framework, such as the rule of law and corruption.
This work generated useful insights, the most
important of which are that secure property
rights and good governance are central in
economic growth. But aggregate data provide
limited insights into the heterogeneity of institu-
tional arrangements across and within countries,
or the impact of those arrangements on the
investment decisions of different types of firms.
They also make it hard to distinguish the effects of
specific policy actions from broader background
institutions.These limitations inspired a quest for
more disaggregated evidence.

As a contribution to this effort, the World
Bank recently launched two major initiatives to
better understand how the quality of a location’s
investment climate influences the investment
decisions and performance of firms and so con-
tributes to growth and poverty reduction.

+ Investment Climate Surveys. Large random

samples of firms have been interviewed to
collect assessments of constraints facing
firms as well as objective quantitative data on
measures of the investment climate and firm
performance.This allows investment climate
indicators to be linked with firm performance
to better understand their impact on produc-
tivity, investment decisions, and employment
decisions. In many cases subnational jurisdic-
tions are included, capturing variations across
locations within a country.The surveys were
launched in 2001, with about 20 new surveys
conducted each year since.This Report draws
on early results from this work, covering more
than 26,000 firms in 53 countries.The Invest-
ment 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. The project develops
benchmark information on the operation of

New sources of investment climate data from the World Bank

various regulatory regimes in more than 130
countries. It reports on the costs of doing
business for a defined hypothetical firm and
transaction based on the views of selected
local experts (lawyers, accountants).The
underlying information includes the time and
costs of complying with various policy and
regulatory frameworks—including business
registration, contract enforcement, and labor
regulation. A first report was published in
2003, with annual updates scheduled with
additional topics.

To complement these initiatives the Report
surveyed 3,250 microentrepreneurs in the infor-
mal economy in 11 countries recently complet-
ing Investment Climate Surveys.

Further details on the new data sources are
provided in the Report and also available at:
http://econ.worldbank.org/wdr/wdr2005.

Source: Kaufmann, Kraay, and Mastruzzi (2003);
Burgess and Venables (2003); Pritchett (2004).

to invest. The Bank’s surveys show that policy-
related risks dominate investment climate
concerns across developing countries (figure
2). The surveys also highlight some of the
variations across countries (figure 3).

Figure 1 Costs vary widely in level and composition

30
M Contract enforcement
difficulties
25 Regulation
O Bribes
Crime
20 M Unreliable infrastructure

Cost as percent of sales
&

10
[

5

1 .
Poland China Brazil

Barriers to competition

Firms prefer to face less competition, not
more. But barriers to competition that ben-
efit some firms deny opportunities and
raise costs for other firms and for con-

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 pay-
ments). “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 lev-
els 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 2 Policy-related risks dominate the
investment climate concerns of firms

Crime 2%
Skills 2% Policy
T
E|L.3.CT.I‘ICIty 2“A\ uncertainty
Finance 4% 28%

Corruption 10%

Regulation
10%

Tax 19%

Macroeconomic
instability 23%

Note: Share of countries where firms report issue as top constraint
in surveys of 48 countries.
Source: World Bank Investment Climate Surveys.
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Figure 4

Figure 3 Concerns about policy-related risks vary widely across

countries
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Unpredictable interpretation
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Note: Smaller numbers reflect less concern. Countries selected to illustrate range.
Source: World Bank Investment Climate Surveys.

sumers. Barriers can also dull the incentives
for protected firms to innovate and increase
their productivity. Some barriers stem from
natural features, such as distance and
economies of scale associated with particu-
lar technologies. High costs and risks can
act as barriers to entry. Governments also
influence barriers more directly through
their regulation of market entry and exit

Investment climate conditions vary within countries, as in China

Number of days to obtain a mainline telephone connection

25

M Number of days to clear customs for imports
W Percent of production lost because of power outages

Days

20

Bejing

Chendu  Guangzhou

China

Shanghai Tianjin

Source: World Bank Investment Climate Surveys.

o

Percent

and their response to anticompetitive
behavior by firms. While difficult to mea-
sure at the aggregate level, firm surveys
show how the competitive pressure felt by
firms can vary greatly across countries. For
example, competitive pressure is reported
to be significant for 90 percent of firms in
Poland, but only 40 percent of firms in
Georgia.

Variations within countries
and across firms
Investment climates vary on these dimensions
not only across countries, but also within
them, as a comparison among locations in
China makes clear (figure 4). Variations can
stem from differences in the policies and
behaviors of subnational governments, or
from the way national policies are adminis-
tered. Investment climates tend to be less hos-
pitable in rural areas, reducing opportunities
for farmers and nonagricultural firms alike.
Even within a single location, the same
conditions can affect firms differently. This
can be true across activities—farmers, manu-
facturers, and hairdressers can each have dif-
ferent perspectives and priorities. Many
aspects of a poor investment climate also hit
small firms and those in the informal econ-
omy the hardest (figure 5).

Figure 5 Small and informal firms are often hit
hardest by investment climate constraints

75
« Large
(%]
E 50 > 3
E < Medium % <
= . Small
=
<+
o
o 25
o
< Informal
0
Have a loan Confident Believe
froma that courts regulations
formal will uphold will be
financial property interpreted
institution rights 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 Sur-
veys of Micro and Informal Firms.
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How the investment climate
influences growth and poverty

Firms naturally care about the investment cli-
mate. So should societies. Improving the
investment climate plays a central role in driv-
ing growth and reducing poverty. How?

Driving growth

As populations get larger, economic growth
provides the only sustainable way of improv-
ing living standards. A good investment
climate drives growth by encouraging invest-
ment and higher productivity. Investment
underpins 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 6).

A good investment climate encourages
firms to invest by reducing unjustified costs,
risks, and barriers to competition. As a result
of investment climate reforms, private
investment as a share of GDP nearly dou-
bled in China and India; in Uganda it more
than doubled. The same result is confirmed
by more micro-level evidence. 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 that don’t." Farmers in Thailand with
more secure rights to land invested so much
more in their land that their output was
14-25 percent higher than those working on
untitled lands of the same quality.” Reduc-
ing barriers to competition in telecommuni-
cations in the 1990s unleashed a surge of
new investment—including by microentre-
preneurs in Bangladesh and Uganda. Firm-
level data show that improving policy pre-
dictability can increase the likelihood of
firms making new investments by more
than 30 percent (figure 7).

But it is not just the volume of invest-
ment that matters for growth—it is the pro-
ductivity gains that result.” Indeed, cross-
country studies show that total factor
productivity accounts for around the same
share of growth in GDP as does capital
accumulation (figure 8).

A good investment climate encourages
higher productivity by providing opportu-
nities and incentives for firms to develop,

10:49 AM Page 5

—p—

Overview 5

Figure 6 Domestic private investment dominates foreign direct investment

20

Private gross fixed capital formation

Percent of GDP

FDI

R R |

1980 1990

Note: Annual averages of 92 developing countries.
Source: \World Bank (2004b).

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, dis-
tribute goods, and respond to consumers.
What is required? Low barriers to the diffu-
sion of new ideas, including barriers to
importing modern equipment and adjust-
ing the way work is organized, are essential.
And an environment that fosters the com-
petitive processes that Joseph Schumpeter
called “creative destruction”*—an environ-
ment in which firms have opportunities
and incentives to test their ideas, strive for
success, and prosper or fail. A good invest-
ment 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. And firms reporting strong com-
petitive pressure are at least 50 percent
more likely to innovate than those report-
ing no such pressure (figure 9).

Reducing poverty

Improving the investment climate is criti-
cal in the fight against poverty. The contri-
bution can be seen in two ways. First, at
the aggregate level, economic growth is
closely associated with reductions in
poverty (figure 10).

Second, the contribution can be seen in
the way a good investment climate enhances

o

2000

Figure 7 Improving policy
predictability can increase the
likelihood of new investment by over
30 percent

40
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§ 30
(4]
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£
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©
=
<5}
< Some
& 10 improvement
Minor
0 improvement

Changes in unpredictability
of laws and regulations

Note: Percentage increase is relative to firms
reporting no improvement in predictability. Sim-
ulations based on firm responses to survey, with
80 countries, controlling for region, firm size,
and sector.

Source: World Bank World Business Environ-
ment Survey.

Figure 8 Productivity accounts for a
significant share of growth

Education 14%

TFP 41%

Capital 45%

Note: Sources of growth for 84 countries from
1960-2000. “TFP" is total factor productivity.
Source: Bosworth and Collins (2003).
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Figure 9 More competitive pressure, more innovation
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Note: Percentage increase is relative to firms’ reporting no competitive
pressure. Based on 27 countries in Eastern Europe and Central Asia.
Source:World Bank Investment Climate Surveys/BEEPS 1.

the lives of people directly—in their many
capacities.

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 (fig-
ure 11). Young people have more than
double the average unemployment rate in
all regions.” In many developing countries
more than half the population work in the
informal economy, where working condi-

Figure 10 Poverty reduction is closely associated with growth
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tions can be poor (figure 12). Expected
population growth in developing countries
reinforces the importance of accelerating
the creation of more and better jobs in
developing countries. Where will the jobs
come from? Mostly from the private sector,
which accounts for more than 90 percent
of employment in most countries, and 95
percent in countries such as El Salvador
and India.’ Better employment opportuni-
ties also increase incentives for people to
invest in their education and skills—thus
complementing efforts to improve human
development. More productive firms, nur-
tured by a good investment climate, can
also pay better wages and invest more in
training.”

As entrepreneurs. Hundreds of millions of
poor people make their living as microen-
trepreneurs—as farmers, as street vendors,
as homeworkers, and in a diverse range of
other occupations—mostly in the informal
economy. Surveys for this Report show that
firms in the informal economy face many of
the same constraints as other firms, includ-
ing insecure property rights, corruption,
policy unpredictability, and limited access
to finance and public services. Relieving
these constraints increases microentrepre-
neurs’ incomes and allows them to expand
their activities. A good investment climate
also increases incentives to join the formal
economy.

As consumers. A good investment climate
expands the variety and reduces the costs of
goods and services, including those con-
sumed by poor people. For example, invest-
ment climate improvements lowered the
price of food in countries including
Ethiopia, Ghana, Kenya, Vietnam, and
Zambia.® Lowering barriers to market entry
by 10 percent has been estimated to reduce
the average price markup by nearly 6 per-
cent.’

As users of infrastructure, finance, and prop-
erty. Improving infrastructure, finance and
property rights can deliver broad benefits
across the community. Constructing rural
roads helps firms, and in Morocco also
increased primary school enrollment from
28 percent to 68 percent.'’ Expanding access
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to finance helps firms develop their busi-
nesses, and also helps poor people weather
family emergencies and educate their chil-
dren. Providing more secure rights to land
can encourage investment and ease access to
finance, and in Peru was also found to enable
urban slum dwellers to increase their
incomes by working more hours outside the
home."!

As recipients of tax-funded services or trans-
fers. Firms and their activities are the prin-
cipal source of tax revenues for govern-
ments, and growing economies generate
more taxes. A good investment climate can
thus expand the resources governments
have available to fund the provision of pub-
lic services (including health and educa-
tion) and transfers to disadvantaged mem-
bers of society.

Some investment climate improvements
deliver broad benefits across society—such
as better macroeconomic stability and less
corruption. Others have a more focused
impact on a particular location or activity,
creating opportunities for governments to
influence the distribution of benefits. Gov-
ernments can design those investment cli-
mate improvements to be even more “pro-
poor” by focusing on constraints where
poor people live and on constraints to activ-
ities poor people benefit from, including in
their capacities as employees, entrepre-
neurs, consumers, or users of infrastruc-
ture, finance, and property. This means that
pro-poor approaches are not limited to
efforts focusing on constraints that face
smaller firms.

Confronting the underlying
challenges

More countries are improving their invest-
ment climates—and reaping the rewards of
faster growth and less poverty. Despite the
great rewards, progress is often slow and
difficult. Why?

The basic tension

Societies benefit greatly from the activities
of firms. But the preferences of firms don’t
fully match those of society—a tension
most evident in taxation and regulation.
Most firms complain about taxes, but taxes
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finance public services that benefit the
investment climate and other social goals.
Many firms would also prefer to comply
with fewer regulations, but sound regula-
tion 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 inter-
ests. Complicating this task are the differ-
ences 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
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 corpo-
rate governance, or between owners and
workers on labor market policies. All gov-
ernments must arbitrate those differences in
an environment in which firms, officials,
and other stakeholders seek to tilt the out-
come to their advantage.

Four resulting challenges

Responding to this tension requires govern-
ments to navigate four interrelated chal-
lenges that cut across all areas of investment
climate policymaking. The way governments

o

Figure 12 The informal economy
is substantial in many developing
countries
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BOX 3

The opportunities and incentives that firms Stabni
face to invest productively, create jobs,and t
expand are shaped by the costs, risks,and bar-
riers to competition associated with particular
investment opportunities. Governments influ-
ence those factors through a combination of
their formal policies in particular areas—sta-
bility and security, regulation and taxation,
finance and infrastructure, and workers and
labor markets—and their behaviors and
broader governance characteristics. The latter
include control of rent-seeking, credibility,
public trust and legitimacy, and the fit
between the chosen policy response and local
institutional conditions.

Formal policies interact with government
behaviors and broader governance charac-
teristics to shape the investment climate
experienced by firms (see figure). Poor con-
trol of rent-seeking can influence both the
content and the implementation of formal
policies. Low credibility can undermine the
impact of any policy. Concerns about public
trust and legitimacy can impede the imple-
mentation of reforms and undermine the
sustainability (and hence credibility) of poli-
cies. Policy interventions that are not well
adapted to local conditions can have poor or
even perverse results.Tackling these sources
of potential policy failure is fundamental to
efforts to create a better investment climate.

Governance and the investment climate

respond to those challenges has a big
impact on investment climates and thus on
growth and poverty (box 3). And each
involves going beyond changes in formal
policies to confront deeper sources of
potential policy failure. The challenges:
restraining rent-seeking, establishing credi-
bility, fostering public trust and legitimacy,
and ensuring that policy responses reflect a
good institutional fit.

Restraining rent-seeking. Investment cli-
mate 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, it can lead
to deep distortions in policies. The Bank’s
surveys show that the majority of firms in
developing countries expect to pay bribes
when dealing with officials, and many rate
corruption as the most severe constraint to
their operations. Capture and patron-
clientelism—reflecting unequal information

o

and influence in policymaking—can also
create large distortions, tilting policies in
favor of some groups at the expense of oth-
ers. Markets are restricted, the allocation of
property rights skewed, financial markets
distorted. Eliminating unjustified interven-
tions in the economy, curbing discretion,
and improving the accountability of govern-
ments, particularly through greater trans-
parency, help to restrain rent-seeking.

Establishing credibility. Because investment
is forward looking, uncertainty clouds all
investment decisions. So the confidence of
firms in the future—including the credibil-
ity of government policies—determines
whether and how they invest. Policies that
lack credibility will fail to elicit the intended
investment response. What undermines the
credibility of policy? A legacy of political or
economic instability does not help. But all
governments face temptations to compro-
mise sound long-term policies to meet
shorter-term or narrower goals, such as
extracting rents for policymakers or curry-
ing favor with some voters. Building credi-
bility requires mechanisms for governments
to commit to sound policies, as well as dis-
cipline and persistence.

Fostering public trust and legitimacy. Firms
and governments do not interact in a vac-
uum. Trust among market participants
nurtures productive exchange and reduces
the burden on regulation and contract
enforcement. Social attitudes—including
trust in markets and in firms—also influ-
ence the feasibility, sustainability (and
hence credibility) of policy improvements.
Good investment climates are thus nur-
tured by broad public support: by a con-
sensus in favor of building a more produc-
tive society that can facilitate policy
improvements, regardless of the political
party or group in office. Open and partici-
patory policymaking and efforts to ensure
that the benefits of a better investment cli-
mate extend widely in society can help to
build that support.

Ensuring that policy responses fit local con-
ditions. To be effective, policy interventions
need to take into account sources of poten-
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tial government failure, as well as differ-
ences in local conditions. Failure to do so
can lead to poor or even perverse results.
Approaches that demand 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 expose firms to consid-
erable uncertainty and risk when effective
safeguards against the misuse of that dis-
cretion have not yet been developed. Why
do these problems come about? Too often,
policy and regulatory approaches have
been transplanted uncritically from one
country to another. This phenomenon
dates back to colonial eras, when develop-
ing countries inherited policy approaches
that had little to do with local circum-
stances. Many of these museum pieces
remain on the books today, many decades
later. But the tendency persists. While
approaches in today’s rich 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.

Tackling a broad agenda

Government policies and behaviors shaping
the investment climate play out over a wide
field, from contract enforcement and busi-
ness regulation to the provision of infra-
structure 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.

No country, however, has a perfect
investment climate. Nor is perfection on
even one dimension required for significant
growth and poverty reduction. Experience
shows that progress can be made by
addressing important constraints in a way
that gives firms the confidence to invest—
and by sustaining a process of ongoing
improvements (box 4).

Early rounds of economic reform were
sometimes seen as one-off events. But invest-
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BOX 4
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 reduc-
ing 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 US$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 US$1 a day fell from 54 percent
in 1980 to 35 percent in 2000.

Yet neither country has an ideal invest-
ment climate. China only recently gave con-
stitutional 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 rudimen-
tary 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 econ-

Tackling a broad agenda: Lessons from China,

omy.In both cases the reforms addressed
important constraints,and were
implemented in ways that gave firms confi-
dence to invest. And the initial reforms have
been followed by ongoing improvements
that addressed constraints that were less
binding initially,and also reinforced confi-
dence 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 invest-
ment climate provided the basis for grow-
ing its economy by an average of more than
4 percent a year during 1993-2002 (or
8 times the average in Sub-Saharan Africa)
and reducing the share of its population liv-
ing below the poverty line from 56 percent
in 1992 to 35 percent in 2000.The
persistence of its reform efforts enhanced
the government’s credibility—giving firms
the confidence to invest.

Source: China:Chen and Wang (2001), Qian
(2003), and Young (2000); India: Aghion and oth-
ers (2002), Ahluwalia (2002), De Long (2003),
Rodrik and Subramanian (2004), Varshney
(1998), and Panagariya (2003); Uganda: Holm-
gren and others (2001) and World Bank (2001).

ment climate improvements involve an ongo-
ing process of policy adjustment and fine-
tuning across a wide domain. This is as true
in today’s rich 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,'> but even that
assessment may understate the task.

International experience provides insights
into the essential elements of reform
processes in this area: setting priorities;
managing individual reforms; maintaining
momentum; and strengthening govern-
ment capabilities.

Setting priorities

The goal is to identify important con-
straints that face firms. There are no stan-
dard formulas. Instead, it requires an assess-
ment in each case of current conditions, the
potential benefits from improvements, links

o
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with national or regional goals, and imple-
mentation constraints.

Current conditions. The most important
constraint can differ widely across coun-
tries, even within a single region (figure 13).
Governments can identify them by survey-
ing and consulting with firms, with the
caveat that existing firms will not always
reflect the perspectives of future entrants.
New sources of data also allow the bench-
marking 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 usu-
ally have a bigger impact than reforms that
affect a smaller part. Progress in achieving a
reasonable level of political and macroeco-
nomic stability is thus fundamental—with-
out it reforms in other areas will gain little
traction. Enhancing policy credibility can
also leverage the investment response to
reforms in any particular policy area. A key
consideration will be the impact of
improvements on opportunities for poor
people—including as employees, entrepre-
neurs, or consumers.

Governments should also consider
benefits that may extend beyond the firms
and activities affected most directly. These

Figure 13 Constraints reported by firms—
comparing Bulgaria, Georgia, and Ukraine
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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.
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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, not
just firms). There can also be spillovers to
government capabilities, credibility, or
constituency building.

Links with national or regional goals. Invest-
ment 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: integrating the informal and rural
economies; unleashing the growth potential
of smaller firms; taking advantage of inter-
national openness; and enabling firms to
climb the technology ladder.

« Integrating informal firms. The informal
economy produces more than 50 percent
of GDP in many developing countries.
While less constrained by taxes and reg-
ulations, firms in the informal economy
usually have less secure property rights
and more difficulty getting public ser-
vices and finance. Integrating them into
the formal economy involves addressing
the constraints they find most binding—
and reducing obstacles to going formal.

+ Integrating rural firms. Firms in rural areas
usually face less hospitable investment cli-
mates than those in urban areas—due to
lower population densities, greater dis-
tances to large markets, and fewer public
services. Improving infrastructure can
make a big difference, and deliver benefits
to broader communities as well as firms.

+ Unleashing the growth potential of smaller
firms. Small firms tend to face dispropor-
tionate burdens in coping with poor
investment climates due to the impact of
fixed costs and greater difficulty obtain-
ing financing. Addressing constraints
that place a particularly heavy burden on
small firms can help to unlock their
growth potential.

« Taking advantage of international open-
ness. Most countries have made a decisive
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shift toward more open economies—and
firm-level evidence confirms that they are
reaping the benefits of higher productiv-
ity. Beyond reducing remaining trade and
investment barriers, progress often
requires tackling constraints in such areas
as ports and customs administration.

+  Climbing the technology ladder. Techno-
logical progress underpins productivity
improvements and growth. But countries
do not need to invent everything afresh.
Firm surveys show that knowledge
embedded in new machinery and equip-
ment is the main source of technological
innovation in developing countries.
Reducing policy barriers to the adoption
or adaptation of technologies developed
elsewhere is thus a first step. Securing
property rights and reducing barriers to
competition provide the incentives for
firms to pursue these opportunities.

Implementation constraints. At any point in
time the range of potential policy improve-
ments will usually be constrained by
administrative and political feasibility.
Well-designed strategies address these con-
straints through effective management of
reforms and the ongoing strengthening of
government capabilities.

Managing individual reforms

There is often resistance to investment cli-
mate reforms from those who benefit from
the status quo. That resistance may come
from firms or other interest groups benefit-
ing 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 construc-
tively, and (when appropriate) provide
some form of compensation to those disad-
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

Because investment climate improvements
are a process, rather than a one-off event,

—p—

many countries are creating specialist insti-
tutions to help with specific tasks and to
sustain progress even through changes in
government. These institutions can per-
form one or a combination of several roles:
consultation with stakeholders, policy
coordination, and the more systematic
review of existing investment climate con-
straints. Latvia, Senegal, Turkey, and Viet-
nam illustrate possible approaches. Gov-
ernments are also creating mechanisms to
review new policy and regulatory proposals
more systematically to ensure that they do
not introduce unwarranted distortions.
Experience in countries such as Mexico and
South Korea is encouraging, but political
commitment and good institutional design
are fundamental.

Strengthening government
capabilities

Strengthening government capabilities is an
essential part of any strategy to improve the
investment climate. Strengthening capabili-
ties in regulation is often a high priority.
Traditional models for building capacity are
being complemented by approaches that
facilitate peer-to-peer learning. Local capac-
ity is also being augmented by contracting-
out some specialist functions—a common
strategy even in developed countries. Gov-
ernments also 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. Upgrading the quality of
national statistical systems is an important
part of these efforts.

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 impor-
tance of improving the basic foundations of
the investment climate to benefit all firms
and activities in the economy. International
experience highlights promising approaches
in each of the four core areas of the invest-
ment climate:

+ Stability and security
+ Regulation and taxation

o
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» Finance and infrastructure
»  Workers and labor markets.

Stability and security

The outbreak of war or other widespread
violence spells the end of almost all produc-
tive investment. But firms require more
than peace to commit energy and resources
to investing productively. A reasonable level
of political and macroeconomic stability is
the threshold requirement for a sound
investment climate. Unstable or insecure
environments have their most tangible
effect on investment through their impact
on property rights.

Secure property rights link effort with
reward, assuring firms that they will be able
to reap the fruits of their investments. The
better protected these rights from govern-
ment or third parties, the stronger the link
between effort and reward, and thus the
greater the incentives to open new busi-
nesses, 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 enforce-
ment; reducing crime; and ending the
uncompensated expropriation of property.

Verifying rights to land and other property.
Providing more secure rights to land and

Figure 14 Firms in many countries lack confidence that the

courts will uphold their property rights
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Note: Countries selected to illustrate range.
Source: World Bank Investment Climate Surveys.
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other property encourages investment and
eases access to finance. Experience in Peru,
Thailand, and a growing number of other
countries highlights the benefits of clarify-
ing 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. A secure
contracting environment reduces the risks
and costs associated with transactions and
eases access to finance. In many developing
countries more than half the firms surveyed
lacked confidence in the courts to uphold
their property rights (figure 14). According to
the Bank’s Doing Business Project, the time
taken to enforce a simple contract can range
from 48 days in the Netherlands and nearly
600 days in Bolivia to more than 1,400 days in
Guatemala. Strengthening courts is thus a
high priority. Complementary measures
include facilitating the free flow of reputation
information and removing unjustified
impediments to the use of alternative dispute
resolution mechanisms.

Reducing crime. Crime imposes large costs on
societies—approximately a quarter of GDP in
some countries in Latin America.”” Firm sur-
veys show that crime is also a severe constraint
for many firms in all regions. Promising
strategies involve efforts to prevent and deter
crime, as well to improve enforcement. Com-
munity policing strategies along the lines of
those applied in New York City are being pur-
sued in many countries around the world.

Ending the uncompensated expropriation of
property. All governments reserve the right to
expropriate private property in some circum-
stances. But concerns about the arbitrary exer-
cise of this power can chill incentives to invest.
The key is to create 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 pro-
ductive investment and reconciles the inter-
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ests 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 are ten-
sions between firms’ preferences and social
goals in this area, there is huge scope to
improve approaches in most developing
countries without compromising broader
social interests.

Improving domestic regulation. Too often,
governments pursue regulatory approaches
that fail to meet the intended social objec-
tives, yet harm the investment climate by
imposing unnecessary costs and delays (fig-
ure 15), inviting corruption, increasing
uncertainty and risk, and creating unjusti-
fied barriers to competition. Why? Problems
flow from two main sources. First, regula-
tory systems in all countries are vulnerable
to rent-seeking by firms, officials, and other
interests, often reflected in unjustified
restrictions on competition or red tape. Sec-
ond, many regulatory systems in developing
countries have been wuncritically trans-
planted from other countries without
enough consideration of differences in local
conditions.

The key is to strike a better balance
between market failures and government
failures, including by tailoring approaches to
reflect local conditions and by enhancing
transparency. Successful reforms reduce
costs by removing unjustified burdens and
streamlining procedures, as with reforms to
business registration requirements in
Bolivia, Uganda, and Vietnam. They reduce
regulatory uncertainty and risk, by curbing
unnecessary discretion and expanding con-
sultation. And they remove unjustified bar-
riers to competition by reducing regulatory
barriers to entry and exit and by tackling
anticompetitive behavior by firms.

Improving domestic taxation. Everyone
complains about taxes, and firms in develop-
ing countries are no exception. Tax rates in
developing countries are similar to those in
developed countries. But a high level of
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Figure 15 Number of days to register a new business
—from 2 days in Australia to 203 days in Haiti
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Note: Countries selected to illustrate range.
Source: World Bank (2004c).

informality, coupled with poor administra-
tion and corruption, reduces revenue collec-
tions, puts a disproportionate burden on
those who do comply, and distorts competi-
tion. Keeping the size of government in
check and spending public money efficiently
helps to ease the pressure on revenue collec-
tion. Beyond this, promising strategies
involve efforts to broaden the tax base and
simplify tax structures. Increasing the auton-
omy of tax agencies has also improved per-
formance 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 new information technologies to
reduce delays and corruption, as in Ghana,
Morocco, and Singapore.

Finance and infrastructure

Financial markets, when functioning well,
connect firms to lenders and investors will-
ing 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 for micro-
entrepreneurs as well as multinationals. By
impeding new entry into markets, inadequa-
cies also limit the competitive discipline fac-
ing incumbent firms, dulling their incentives

o
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Figure 16 The inadequacies of finance and infrastructure are severe in many

developing countries
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Source:World Bank Investment Climate Surveys.

to innovate and improve their productivity.
Such inadequacies can be severe in develop-
ing countries (figure 16).

Finance. The underlying challenge with
finance flows from information problems,
which are often exacerbated by insecure
property rights. But too often government
interventions make matters worse. Financial
markets have been repressed and distorted by
state ownership, barriers to competition,
directed or subsidized credit, and other mea-
sures. The resulting problems usually hit
smaller firms and those without political
connections the hardest.

Governments are confronting these
issues. New approaches recognize that
financial markets are not only part of the
investment climate for firms, but are also
profoundly shaped by the investment cli-
mate facing providers of financial services.
That is why more governments are reducing
barriers to competition, strengthening cred-
itor and shareholder rights, establishing
credit bureaus and other mechanisms to
address information problems, and improv-
ing bank regulation.

Infrastructure. The underlying challenge with
infrastructure flows from market power asso-
ciated with economies of scale. But responses
focusing on provision by public sector
monopolies have often made matters worse.

o

Public ownership and regulation have often
been used to pursue objectives unrelated to
efficient service delivery—typically favoring
some groups over broader interests and intro-
ducing new sources of inefficiency. Smaller
firms and poor communities are usually hit
the hardest by such approaches.

As with finance, the key is to create a bet-
ter investment climate for providers of infra-
structure services. Competition, improved
regulation, and private participation have
transformed telecommunications and are
playing a bigger role in improving electricity
supply and ports. For roads, many countries
are getting better results by contracting out
services and improving funding mecha-
nisms. 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

One of the main motivations for pursuing
investment climate improvements is to create
more and better jobs. Government policies
affecting the labor market play a critical role
in the investment climate by helping to con-
nect people to decent jobs. Improving policy
performance requires action on three related
fronts: fostering a skilled workforce, crafting
labor 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 work-
force 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 inade-
quate skills and education of workers as a
major or severe obstacle to their operations
(figure 17). Governments need to take the
lead in making education more inclusive and
relevant to the skill needs of firms, strength-
ening quality assurance mechanisms, and
creating a sound investment climate for
providers of education and training services.
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Crafting labor market interventions to ben-
efit all workers. Regulation of labor markets
is usually intended to help workers. But ill-
considered 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
unemployed, the low-skilled, and those in
the informal economy will not be among
them. Policy interventions need to be
crafted to reflect this wider range of inter-
ests. More countries are reviewing their
labor market policies to encourage wage
adaptability, to ensure workplace regula-
tions reflect a good institutional fit, and to
ensure a reasonable balance between work-
ers’ preference for employment stability and
firms’ need to adjust the workforce.

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 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 to 20 percent of the workforce."*
Inadequate mechanisms to help workers
cope with change restrict entrepreneurship
and the adaptability of workers. The inade-
quacies 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 among
individuals. Innovative programs can also
reach out to poor and informal workers who
cannot be covered by broader insurance
schemes.

Going beyond the basics?

Many governments go beyond the basics just
described by making selective interventions
to benefit particular firms or activities, or by
drawing on the growing body of interna-
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Figure 17 Firms often rate skill shortages and labor
regulations as serious constraints
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tional rules and standards dealing with
investment climate issues. Both can play a
role but involve additional challenges.

Selective interventions

Broad improvements to the investment cli-
mate expand the pool of beneficiaries, reduce
concerns about rent-seeking, and avoid new
distortions. Given the breadth of that agenda,
some firms or activities may benefit from
improvements earlier than others—as with
infrastructure in a particular location or reg-
ulatory reforms affecting a particular activity.
But beyond the sequencing of reforms, some
governments confer special policy privileges
on targeted firms or activities. Those privi-
leges 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.

o
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Whatever the rationale, all such schemes must
navigate the heterogeneous and self-inter-
ested requests of firms, rent-seeking pressures,
and other sources of potential policy failure.

While governments have been experi-
menting with selective interventions for cen-
turies, a review of international experience
reveals no 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, experi-
ence with government efforts to “pick win-
ners” is discouraging. Efforts to woo investors
through tax holidays or other special incen-
tives 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. This suggests that selective inter-
ventions should be approached with cau-
tion and not regarded 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 symp-
toms, match the instrument to the ratio-
nale, impose discipline on the beneficiaries,
are administered transparently, and are
reviewed regularly.

International rules and standards

The body of international rules and stan-
dards dealing with investment climate mat-
ters has grown exponentially in recent
decades. There are now more than 2,200
bilateral investment treaties and more than
200 regional cooperation arrangements.
There is also a plethora of new and pro-

o

posed multilateral instruments on every-
thing from trade, bribery, and corporate
governance to taxation and environmental
and labor regulation. International arrange-
ments have a clear role to play in reducing
barriers to international trade and invest-
ment. But they might also contribute to
investment climate improvements in three
broader ways: by enhancing credibility to
reduce risks, by harmonizing rules and
standards to reduce costs, and by addressing
international spillovers. All three involve
tradeoffs.

Enhancing credibility. By increasing the
costs of policy reversal, entering into inter-
national obligations can reinforce the credi-
bility of government policy, and so
strengthen the investment responses of
firms. But by design the tradeoff is forgone
policy flexibility, which means that com-
mitments need to be considered carefully.
Strategies that involve the strongest form of
commitment—allowing firms to enforce
treaty commitments against government
directly through binding international arbi-
tration—can enhance credibility but would
benefit from ongoing efforts to improve the
transparency of the arbitration process.
Strategies that rest more on the reputation
concerns of governments can also con-
tribute to policy credibility, but their impact
will depend on whether participants in the
arrangement insist on high levels of mutual
compliance.

Harmonizing international rules and stan-
dards. To reduce costs in international
transactions, many efforts focus on harmo-
nizing particular rules or standards, with
examples ranging from the harmonization
of business laws in West Africa to the devel-
opment of uniform accounting standards.
These efforts can be beneficial for develop-
ing countries. But there can also be trade-
offs with adapting approaches to local con-
ditions 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
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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 sustain-
able development. When the suggested
spillover is less tangible, or the benefits less
evenly shared, cooperative action is more
difficult. With taxation, for example, con-
cerns have been expressed about the poten-
tial for competition between countries for
investment to lead to a “race to the bottom”
in tax collections, to the detriment of global
public welfare. Similar concerns are some-
times expressed about other areas of invest-
ment climate policy, including environmen-
tal regulation. Experience so far suggests
little evidence of the feared collapses in taxes
or standards. But there are also practical
issues of trying to find common ground.
Proposals in these and other areas need to
give due weight to the perspectives of devel-
oping countries.

How the international
community can help

Responsibility for improving their invest-
ment climates lies first and foremost with
governments of developing countries, both
national and subnational. But the interna-
tional community can lend a hand. Helping
to improve investment climate conditions
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 world-
wide (figure 18). The international commu-
nity can help developing countries reap
these Dbenefits in three main ways: by
removing policy distortions in developed
countries that harm the investment cli-
mates 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 grap-
pling with investment climate improve-
ments. The trade and market distortions
created by policies in developed countries
impose large costs on their own economies.
These distortions also undermine opportu-
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Figure 18 Manufacturing value added in a single country can far exceed net global
official development finance
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nities 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
US$85 billion by 2015"°—or more than four
times the official development assistance
currently provided for investment climate
improvements.

Providing more, and more effective,
assistance

The international community has long pro-
vided development assistance to support
the design and implementation of invest-
ment climate improvements. Substantial
support is also provided directly to firms.
There is room to do better in both areas.

Development assistance for investment cli-
mate improvements. Around one quarter of
official development assistance, or about
US$21 billion per year, focuses on support
to investment climate improvements, with
the bulk of that directed to infrastructure
development.'® Technical assistance can be
one of the most potent ways of helping gov-
ernments improve their investment climates
but accounts for just 13 percent of assistance
in this area. There is room to provide more
support of this kind and to deliver it more
effectively. Improving effectiveness requires
efforts to curb supply-driven approaches

o



WDR_SA Overview.gxd

18

9/2/04

10:49 AM Page 18

—p—

WORLD DEVELOPMENT REPORT 2005

and greater efforts to ensure that recom-
mended solutions reflect a good fit with
local conditions. Multidonor technical
assistance facilities are playing a growing
role in several areas of investment climate
policy and present opportunities to leverage
resources and expertise in specialist areas
and to improve the overall effectiveness of
assistance.

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 amounts to slightly more
than the value of technical assistance for
investment climate improvements. These
measures have a mixed track record, however,
and would benefit from the same guidelines
suggested for selective interventions made by
governments. Developed countries and inter-
national agencies also provide around US$26
billion per year in nonconcessional loans or
guarantees to support specific transactions.

While not a form of development assistance,
increasing the emphasis on the contribution
these transactions make to the creation of
more transparent and competitive markets
could 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 reduc-
tion. But a long agenda lies ahead in broaden-
ing and deepening this understanding to pro-
vide guidance to policymakers. This includes
expanding the development of objective indi-
cators of the investment climate and the sys-
tematic analysis of country experiences to
distill emerging lessons.

By working together on these themes, the
international community can help create bet-
ter investment climates in developing coun-
tries and so contribute to a more balanced,
inclusive, and peaceful world.

BOX 5 Main messages from World Development Report 2005

The investment climate is central to

ruption, and regulation can amount to over

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 produc-

tivity improvements that are the key to sustain-

able growth.

+ The goal is to create a better investment cli-
mate 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 popula-
tions 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 enforce-
ment, inadequate infrastructure, crime, cor-

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 to:

+ Restrain corruption and other forms of rent-
seeking that increase costs and distort policies;

Build policy credibility to give firms the confi-
dence to invest;

+ Foster the public trust required to enable and
sustain policy improvements; and

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 dimen-
sion is not required. Significant progress can be
made by addressing important constraints fac-
ing 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 ben-
efit from effective public communication and
other measures to build consensus and main-
tain momentum.

o
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