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Introduction

GUDRUN KOCHENDÖRFER-LUCIUS AND BORIS PLESKOVIC

The articles in this volume were presented at the sixth annual Berlin Workshop, held
September 3–5, 2003. The workshop was sponsored by InWEnt–Capacity Building
International, Germany and the World Bank. 

The workshop provides a forum for the European research community to con-
tribute its perspectives to early discussions in preparation for the World Bank’s
annual World Development Report. The workshop exposes ideas from different
constituencies and perspectives around the world. Participants in the 2003 workshop
come from academia, government, nongovernmental organizations, private compa-
nies, and think tanks around the world, as well as from the World Bank and German
development institutions and organizations.

The 2003 workshop examines what role the investment climate plays in influenc-
ing growth and poverty and explores approaches to development based on improv-
ing the investment climate. Participants explore how the institutional environment
and social structure shape investment opportunities in developing countries. 

The workshop is divided into seven sessions. Session I, on investment, productiv-
ity, and development, examines how private investment affects economic growth and
poverty. The session identifies the determinants of investment in Sub-Saharan Africa:
the investment climate, government policies and growth, internal finance, efficiency,
exports, and learning. Private investment reduces poverty when investment rates are
high and occur in sectors that intensively use factors owned by the poor. In Sub-
Saharan Africa that means land and unskilled labor. Rapid growth of such sectors is
linked to exports, because openness to international competition provides firms with
opportunities for learning, higher productivity, and new products.

Session II, on investor perspectives, addresses the practical view of international
companies investing in developing countries and what they see as the key elements
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when they make investments. This session outlines a set of criteria for investment as
part of the planning process for regional business strategies. A set of criteria has to
be defined on the basis of strategic decisions about sales and production. For Siemens
this strategic process is everyday business. The company is present in more than 200
countries around the world, including many developing countries. Siemens considers
openness and regional integration, infrastructure, good governance, and human
capital the most relevant factors for making investment decisions globally.

Session III, on securing property and contractual rights, examines corporate gov-
ernance in transition economies and developing countries, the effects of judicial inde-
pendence on the investment climate, and an empirical study on formalization in
Egypt. The first paper shows that a range of private and public enforcement tools can
help reduce the costs of corporate governance. The limited empirical evidence sug-
gests that private tools are more effective than public forms of enforcement in the
typical environment of developing countries. Public enforcement is still necessary,
however, and private enforcement mechanisms often require public laws to function.
The second paper shows that an independent judiciary is a key factor contributing
to economic growth, because it induces investment by creating a favorable invest-
ment climate. The paper discusses two indicators of judicial independence: the legal
foundation and the actual degree of independence. The third paper makes a com-
pelling case for formalization in Egypt, showing that the estimated benefits of doing
so—improved productivity, faster growth of firms, higher income tax collection—
are high.

Session IV, on the role of financial markets in promoting the investment climate,
addresses the links between the financial and real sectors. The financial sector is in
many ways the mirror image of the corporate sector: without a solvent, efficient, and
vibrant corporate sector, the financial sector is not viable. The financial sector pro-
vides essential inputs to production, such as risk-sharing services and the pooling of
savings, in addition to the increasingly important functions of allocation and moni-
toring the production process. But finance can also be a source of distortions and
risks, hindering real sector growth when resources are misallocated. To address the
issues of developing a sound financial sector, two areas need to be examined further:
the classification of countries’ financial systems and financial sector and related
reforms. The financial structure is often classified as bank versus market based, but
can also be viewed as vertical versus horizontal. The two models have different impli-
cations for the role of the government and reforms. Research on the financial sector
should include investigation of the political economy of financial sector reform and
the links between reforms and ownership structures.

Session V, on regulation, governance, and corruption, discusses recent efforts by
Transparency International (TI) to tackle corruption problems in the global market
and examines the current policy consensus on a good investment climate. TI has
adopted the coalition-building approach to find areas of common interest shared by
government, the private sector, and civil societies. It has been in the forefront of efforts
to implement the OECD Convention. The 35 signatories to the Convention account
for more than 90 percent of foreign direct investment worldwide. Under the Conven-
tion, all major competitors in the world market are legally bound simultaneously
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to stop bribing. TI has proved how constructive and helpful civil society organizations
can be in shaping better governance in a globalized economy.

The session also examines whether the conditions of the current policy consensus
are essential for ensuring rapid growth and sustained poverty reduction. Key policy
goals are best attained by promoting a service delivery state—a state that protects
property rights, is subject to the rule of law, and does not intervene in markets. But
questions remain about whether the evidence validates the claims that these are nec-
essary preconditions for growth; whether the theory behind the policy agenda has
been sufficiently rigorous in identifying the critical preconditions of growth; and
whether there may be more important institutional preconditions for high and sus-
tained investment regimes in developing countries. The current focus on good gover-
nance and investment climate reforms does not address issues that historical obser-
vation tells us were critical in successful transformations. More research is needed to
identify the institutional and political reforms that are most likely to enhance the
state’s transformation capacities, particularly in developing countries.

Session VI, on the role of more selective intervention, discusses the effects of com-
petition policy on business investment. The presentation focuses on transition
dynamics and the welfare effects of competition policy. It identifies two types of
investment: physical and innovative investments. Physical investment increases pro-
ductive capacity or replaces capital. Innovative investment improves firms’ products
or processes. These types of investment may respond in different ways to competi-
tion policy, and they generally interact with each other. For developing countries,
government interventions that affect the nature of competition are policies concern-
ing trade, small and medium-size enterprises, and multinational investments. The ses-
sion examines the dynamic relationship between the intensity of product market
competition and different types of investment, a relationship that captures some
aspects of adjustment to the competitive environment after trade liberalization. 

Session VII, on reforming the investment climate, discusses how to improve out-
comes for society through government policies that reduce costs, risks, and barriers
to competition. The emergence of connectivity and globalization has radically shifted
factors that determine who would be successful in attracting investment. Why has the
investment climate become so important in the past few years? Investment has always
been one of the key variables determining economic growth, yet it is only recently
that the attention of the economic development literature has focused on this issue.
Determining why is crucial to understanding the factors that make for a good invest-
ment climate. A third question is how to reform the investment climate. An impor-
tant aspect of a good investment climate is the capacity of government to make
credible long-term commitments. Legal certainty and policy stability—key variables
in the calculations of would-be investors—are impossible in the absence of such
capacity. Achieving credibility is to a large extent a question of designing and enforc-
ing suitable constraints on the discretion of policymakers. One significant source of
the credibility problem is time inconsistency, which occurs in any area of discre-
tionary policymaking in which long-run and short-run objectives are not aligned.
Another is rooted in the very nature of the democratic process. To give a policy cred-
ibility, it is necessary to take some other action that makes reversing the policy costly.
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A credible policy must thus contain two elements: the planned course of action and
the commitment that makes the course credible. Political and legal institutions are
important because they allow policymakers to make commitments that would not be
credible in the absence of such institutions (delegating responsibility for monetary
policy to an independent central bank, for example).

The workshop participants conclude by outlining issues that need to be addressed
by the World Development Report. First, no unique set of rules on fostering the
investment climate applies to all developing countries. Institutional and political
reforms should therefore be tailored to local conditions. Second, firm-level research
should be the starting point in the World Development Report. Firms make invest-
ment decisions based on costs, risks, and barriers to competition. As highlighted
throughout the workshop, reducing these barriers is crucial to expanding investment
opportunities, encouraging innovation, and improving productivity, so that the ben-
efits of reforms are shared by every member of the society, including workers and
consumers.



Opening Address

InWEnt’s Commitment to Helping
Improve the Investment Climate
in Developing Countries

GUDRUN KOCHENDÖRFER-LUCIUS

It is increasingly clear that official development assistance alone will not be sufficient
to ensure that all countries meet the Millennium Development Goals (MDGs). The
central challenge in reaping greater benefits from globalization thus lies in improving
the investment climate—the policy and institutional environment that fosters entre-
preneurship and productive investment. In the context of a sound macroeconomic
framework, a favorable investment climate requires, among other things, predictable
laws, sound regulation of industries, good-quality infrastructure, low trade barriers,
bureaucratic efficiency, and attempts to fight corruption. Productivity increases and
effective investment are fundamental conditions for poverty reduction as well as for
rapid growth. Fostering both requires improvement of the investment climate.

In addressing these problems, InWEnt can draw on many years’ experience as an
organizer of  international policy dialogues. Although the organization has existed in
its present form only since October 2002, it resulted from the merger of two institu-
tions with long traditions of involvement in development cooperation in the person-
nel area: the Carl Duisberg Gesellschaft (CDG) and the German Foundation for
International Development (DSE), previously home to the Development Policy
Forum.

For more than 40 years these organizations have been concerned with interna-
tional personnel development, training, and development policy dialogue. The pro-
gram of international training and dialogue is directed toward decisionmakers from
industry, politics, administration, and civil society from all over the world, as well as
specialists and executives in developing countries. InWEnt is also active in transition
economies and industrial countries. 

InWEnt covers a wide area of topics, ranging from rural development, nutrition,
and environmental concerns through sustainable economies and social development
issues to international rules, good governance, and economic policy. It has established

5

Gudrun Kochendörfer-Lucius is managing director of InWEnt–Capacity Building International, Germany.

Berlin Workshop Series 2005
© 2005 The International Bank for Reconstruction and Development/The World Bank



6 |    GUDRUN KOCHENDÖRFER-LUCIUS

development-related training and information programs in Germany, designed to
promote greater understanding of the North-South context among the general public
and improve acceptance of German development cooperation.

The organization has a staff of about 900 people, who work at the headquarters
in Bonn and in 30 other locations within Germany and abroad. InWEnt has a budget
of €130 million. Project financing reached €99.4 million in 2003, €62.4 million of
which came from InWEnt’s principal contractor, the Ministry for Economic Cooper-
ation and Development. The German federal government is the chief shareholder.

InWEnt and the Development Policy Forum have been active in the field of invest-
ment policies:

� In cooperation with the United Nations Conference on Trade and Development
(UNCTAD), the Development Policy Forum convened a high-level policy dialogue
on “International Investment Policies: Which Strategies for Development Coun-
tries?” in January 2000. The meeting provided substantive input into the prepara-
tory process for UNCTAD’s 10th quadrennial conference. Many of the discussions
focused on the determinants of foreign direct investment.

� In cooperation with the International Monetary Fund (IMF), InWEnt convened an
international policy dialogue on “New Sovereign Debt Restructuring Mecha-
nisms” in February 2003. The meeting contributed to the strategic policy discus-
sion of a new framework for sovereign debt restructuring. These efforts are
extremely important to enabling investment and preventing financial crises, par-
ticularly in emerging markets.

� In cooperation with the World Bank and the IMF, InWEnt convened an interna-
tional policy dialogue on “Debt Sustainability in Low-Income Countries” in May
2003. There was widespread recognition at the meeting that unless low-income
countries gain access to more concessional finance, including higher levels of grant
funding, many are unlikely to achieve the MDGs without jeopardizing their debt
sustainability; and that more focus on investment, domestic and foreign, is
required. A forward-looking debt sustainability framework needs to be created
to help low-income countries develop strategies for financing development and
meeting the MDGs.

� In cooperation with UNCTAD, the Development Policy Forum organized a global
policy dialogue in Geneva in May 2003. The World Investment Report 2003: FDI
Policies for Development: National and International Perspectives, published by
UNCTAD, benefited from the discussions at the meeting.



Early Thinking on the Scope 
and Approach of the 2005
World Development Report

WARRICK SMITH

The World Development Report is the World Bank’s annual flagship publication. The
2005 report—the 27th in the series—will focus on what governments can do to
improve the investment climates of their societies to spur growth and reduce poverty.
This topic coincides with the first of the two pillars of the World Bank’s overall
development strategy. Important aspects of the second and complementary pillar—
investing in and empowering people—were addressed in last year’s World Develop-
ment Report.

The investment climate is a vast topic, one of the broadest addressed by recent
World Development Reports. Indeed, many constituent elements of the investment
climate—such as infrastructure, finance, and labor markets—have been subjects of
their own World Development Reports in the past. To set the scene for our discus-
sions at this workshop, let me outline some of the team’s early thinking on scope and
approach.

Scope of the Investment Climate

At its broadest, the investment climate covers the full range of factors in a location
that influence the opportunities and incentives for private firms to invest. Some of
those factors, such as geography, resource endowments, and consumer preferences,
are difficult for governments to address, at least over the medium term. Since our
goal is to look at opportunities for making improvements, we plan to focus primar-
ily on the role of government policies and behaviors in shaping the investment
climate.
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8 |    WARRICK SMITH

The formal policy areas subsumed by the investment climate cover a broad field.
They can be grouped into four main categories:

� Economic and political stability and the security of property rights, including
rights to land and other property, contract enforcement, crime, and threats of gov-
ernment expropriation

� Regulation and taxation, including measures within and at a country’s borders

� Finance and infrastructure, including how the scope and quality of services affect
the investment climate for firms as well as the investment climate facing providers
of financial and infrastructure services

� Workers and labor markets, including skills, labor market regulation, and meas-
ures to help workers cope with change

Of course, formal laws and policies are not the only way governments influence
the investment climate. The quality of governance affects both the content of formal
policies and the actual impact of policies on firms’ investment decisions. These attrib-
utes might also be considered within four categories, which often interact:

� Rent-seeking, including not just corruption but also patron-clientelism and capture

� Policy credibility, or the extent to which firms feel confident about relying on a
government’s policy pronouncements or commitments

� Public trust and legitimacy, which are important in enabling and sustaining reform

� Government capacity, including resources and expertise, as well as the extent to
which policy approaches take into account capacity constraints

Firms do not assess particular policies and behaviors in isolation when making
investment decisions. Rather, they assess the full range of policies and behaviors as
part of a package. An important challenge for the World Development Report will
be to develop a framework to show how these factors interact to influence the costs,
risks, and barriers to competition faced by firms—and hence their opportunities and
incentives to contribute to growth and poverty reduction.

Investment plays an important role in growth processes. But the growth literature
makes it clear that the goal is not merely factor accumulation—productivity plays a
critical role. This means that the impact of policies and behaviors on competition and
incentives to innovate plays an important role in the analysis. As we develop the
World Development Report, we will also be looking at how alternative approaches
may influence poverty reduction, including possible strategies for molding investment
climate policies to enable more pro-poor growth.

Proposed Approach

We see our goal as taking stock of the current state of global knowledge in this
field—and doing so in a way that provides practical insights for policymakers and
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their advisors. Our proposed approach to this task is informed by a number of
considerations.

New Sources of Micro-Level Data

Until recently, most of the work on the investment climate relied on aggregate indi-
cators of a country’s policy and institutional environment, such as rule of law, cor-
ruption, and trade openness. That work highlighted the central role of institutions.
But aggregate indicators and cross-country regressions provide limited insights into
the heterogeneity of institutional arrangements across and within countries or the
impact of those arrangements on different types of firms. It is also difficult to distin-
guish the effects of specific policy actions from the broader background institutions
that influence the content and impact of those actions.

To help address these shortcomings, the World Development Report will aim to
deepen the analysis by drawing on new sources of  disaggregated data. These sources
include early results of the Bank’s program of Investment Climate Surveys and
Assessments—expected to cover some 50 developing countries—and the Bank’s new
Doing Business project.

Investment Climate for Whom?

Many studies in this area have focused on attracting foreign direct investment and
hence looked at the investment climate from the perspectives of foreign firms. But
while foreign investment in developing countries has grown strongly in recent years,
the overwhelming bulk of private investment is domestic. We thus propose to look at
the investment climate affecting both domestic and foreign firms. Since a substantial
part of economic activity in developing countries occurs in the informal economy, we
hope to understand the perspectives of informal firms as well. To do so, the team is
commissioning surveys of firms in the informal economy to try to identify the extent
to which the constraints they face are the same as those facing other firms.

Beyond the Basics

A focus on improving the investment climate will require the team to consider the
general package of policies and behaviors that might apply to most firms in the econ-
omy. But it will also require us to consider the role of more selective interventions,
from tax incentives and export processing zones to directed credit and market restric-
tions. In this context we expect to look at several broad categories of potential ben-
eficiaries of selective intervention, including exporters, foreign investors, small firms,
rural firms, and those engaged in research and development. Space limitations will
prevent us from looking in detail at differences between industry sectors, such as
mining, agriculture, and specific manufacturing and service sectors.

International rules and standards are also having a growing effect on most parts
of the investment climate. It will be important for us to understand how those
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instruments might help foster better investment climates and associated challenges
for developing countries.

Managing Change

Early feedback from clients and others has urged us to address issues associated with
implementing investment climate improvements. This will require us to reflect on
two broad challenges. The first flows from the very breadth of the agenda, including
issues of priority-setting and sequencing. The second flows from the political econo-
my of reform in each area, including resistance from beneficiaries of the status quo.
To help understand the ingredients of effective reform processes, the team is com-
missioning a series of case studies focusing on processes and outcomes.

As these brief observations suggest, this year’s World Development Report team
has set itself an ambitious task. We hope discussions at this workshop will help us
navigate the road ahead.



Part I: Investment, Productivity,
and Development: What Have
We Learned?





How Do the RPED Surveys Inform
the Debate on the Investment
Climate?

FRANCIS TEAL 

13

How do the Regional Programme on Enterprise Development (RPED) surveys of
African firms inform the debate on how the investment climate affects growth and
poverty reduction processes? Under this rather broad question are narrower ques-
tions that relate to how investment affects growth and poverty reduction and how
government policies affect the investment climate.

What determines investment in Sub-Saharan Africa and how does private invest-
ment affect growth and poverty reduction? Private investment affects growth and
poverty when investment rates are high and investment occurs in sectors that inten-
sively use factors owned by the poor. In Sub-Saharan Africa that means land and
unskilled labor. Rapid growth of such sectors is linked to exports.

One of the reasons why investment rates in African manufacturing firms have
been very low may be that these firms have failed to grow through exporting. What-
ever the reasons for the low level of investment, investment has been far too low to
affect the demand for unskilled labor. It has therefore had only a minimal effect on
poverty reduction.

What constrains investment? A poor investment climate, misguided government
policies, lack of growth opportunities, reliance on internal finance, low efficiency, lack
of exports, and low skill levels have all been suggested as explanations for Africa’s low
investment rates. One of the problems that confronts any attempt to assess which of
these factors is most important in determining investment is that most firms in most
African countries face all of them. The RPED surveys have informed the debate on
the investment climate in Africa by drawing attention to the magnitude of the prob-
lems these firms face and the policy problem of reversing the current situation.

If the underlying problem that confronts investors in Africa is the poor investment
climate, will improvement in that climate disproportionately benefit manufacturing

Francis Teal is deputy director of the Centre for the Study of African Economics, Department of Economics, University
of Oxford, United Kingdom.

Berlin Workshop Series 2005
© 2005 The International Bank for Reconstruction and Development/The World Bank



14 |    FRANCIS TEAL

firms? If so, which aspects of the investment climate will be most important? In terms
of the impact on poverty, how important is it that the performance of manufacturing
firms be improved? The RPED surveys can give us some insights into these questions. 

Investment in Sub-Saharan Africa

Data on the percentage of firms that invest in fixed capital in manufacturing firms
were collected for five Sub-Saharan African countries: Ghana, Kenya, Nigeria, South
Africa, and Tanzania (figure 1). (South Africa was not included in the RPED surveys;
the data on South Africa come from other sources.) The data are presented separately
for large firms (firms employing more than 100 people) and small firms (firms
employing fewer than 20 people).

The percentage of firms investing differs greatly by size. In four of the five
countries—Ghana, Kenya, Nigeria, and South Africa—70 percent of large firms
invest in any particular year. (In Tanzania less than half of large firms invested.) In
contrast, across all five countries, less than half of small firms invest. As most firms
in all these countries except South Africa are small, these numbers imply that the per-
centage of firms investing any year is low, certainly less than 50 percent. Among firms
that invest, the investment rate (the investment-to-capital ratio) tends to be higher for
small firms than for large firms (figure 2).

The effect of these countervailing patterns differs across countries (figure 3). Large
firms in Ghana have a substantially higher investment rate than small firms. In
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Kenya, Nigeria, and Tanzania, the investment rate is similar for large and small firms.
For all four countries, the investment rate is low (below 15 percent). For Ghana and
Tanzania, where the manufacturing sector is dominated by small firms, the invest-
ment rate is about 5 percent.

The RPED surveys provide strong evidence that the manufacturing sector in these
countries was unable to generate substantial investment in the 1990s. Learning about
the causes of rapid investment growth thus requires studying economies outside Sub-
Saharan Africa.

Exports in Sub-Saharan Africa

Within Sub-Saharan Africa exporting appears to be confined to firms that are large
by African standards (figure 4). In all of the countries studied (except South Africa,
for which there were no data on small firms), a negligible number of small firms
export. Among large firms, there are marked differences across countries. In Kenya
and South Africa, at least 70 percent of large firms export. In contrast, only 10 per-
cent of large firms in Nigeria do so. In Ghana and Tanzania, about 50 percent of
large firms export. Since in all of these countries except South Africa, small firms are
much more numerous than large ones, the implication is that very few firms export. 

The RPED data show that exporting is related to the size distribution of firms. In
fact, except in Nigeria, most large firms export. Why exports have not provided these
countries with a basis for sustained growth remains unclear.
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Source: RPED surveys, World Bank.
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There are compelling reasons to think that the productivity of a firm and its
exports are linked. Exactly how they are linked is less clear. One view is that firms
that are more efficient self-select into the export market. Another, not necessarily
incompatible view, is that firms learn from being in the export market. This issue is
being investigated with the RPED data.  

Comparing total factor productivity across countries is problematic because com-
parable measures need to be used for inputs and outputs. Comparing the total factor
productivity of firms in the manufacturing sector is less problematic than comparing
aggregate GDP figures. Allowing for differences in inputs—which are much larger in
South Africa than in Nigeria or Ghana—South Africa has the highest level of under-
lying productivity of the five countries (figure 5). The gap between South Africa,
where firms have the highest levels of underlying efficiency, and Tanzania, where
firms are least efficient, is about 50 percent. Nigeria’s total factor productivity is very
similar to Tanzania’s. Surprisingly, Kenyan firms are less efficient than Ghanaian
ones. Given the formidable problems of measurement involved in making this com-
parison, the differences across the four countries are not large, however. 

The Investment Climate, Government Policies, and Investment

In recent years much ingenuity has gone into developing measures for assessing fea-
tures of the investment climate. Measures of political and civil rights, of the openness
of the economy, and of institutional quality have all appeared in growth regressions.

FIGURE 5. Relative Total Factor Productivity
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They have been less prominent in investment equations, partly because fewer com-
parative data have been available. The RPED surveys move us closer to being able to
make these comparisons.

Macroeconomic data suggest that the extent to which an economy enters the inter-
national market affects its growth rate. Microeconomic data suggest that firm effi-
ciency and exporting are linked. What is not clear is what constrains firms in Africa
from entering the export market or what factors are most important in limiting their
investment. It seems likely that exporting success and investment will be linked.
Without much higher investment rates, theses firms will not be able to grow or pro-
vide new jobs. Without new jobs, there will be no impact on poverty.



Part II: Investor Perspectives 
on the Investment Climate





An Investor’s Perspective 
on the Investment Climate 
in Developing Countries

BERND STECHER
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The assessment of the investment climate in developing countries is part of the plan-
ning process for regional business strategies, and it is taking place in most large and
all global companies. A set of criteria has to be defined, upon which strategic deci-
sions on sales, investment, and production can be placed.

For Siemens this strategic process is everyday business. We are present in more
than 190 countries around the world, including many developing countries. In the
last fiscal year our turnover with customers from developing countries amounted to
€14.4 billion, or 22 percent of our turnover abroad. Of the 250,000 employees
who work for Siemens outside Germany, about 60,000 are located in developing
countries, 99 percent of them local residents.

Siemens is present in developing countries producing any part of the value chain,
including assembling, services, and production for the local, regional, and world
market. We expect top-level world-market standards from any production location.

Our engagement in any country has a long-term orientation. We want to act as a
good corporate citizen and stay in the country, even in difficult times. This long-term
commitment is demonstrated by the fact that last year we celebrated 150 years of
business activity in Russia and this year 100 years in China.

The global market environment is continuously changing. Markets are growing
together due to globalization, the removal of market barriers, increasing speed, and
revolutionary inventions in information and communication technologies. This
dynamic framework is a constant challenge for the investment decisions of companies.

I want to address three questions with regard to a favorable investment climate:
What will developing countries gain, what do they have to provide, and how can we
support them?

Bernd Stecher is corporate vice president of Siemens AG, Munich, Germany.
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What Will Developing Countries Gain
by Opening to Trade?

Opening up to trade means additional income from increasing exports and cheaper
imports. It also attracts new resources for investment, helps increase productivity,
and fosters new rounds of rising income. But the best way to speed up this process
and to foster growth and development is to attract foreign direct investment (FDI).
FDI not only supplies additional capital, which is necessary to speed productivity
growth, but also imports best practice management expertise and technology that has
already proven its excellence in other countries and other markets. Attracting FDI
thus facilitates the structural changes required for growth and helps integrate coun-
tries into the international value chain.

Siemens’ production locations around the world follow the principle of world
market excellence. The worldwide demand for mobile phones, for example, is served
by production locations in Germany, Brazil, and China. Production facilities in all of
these locations have to provide the same top-quality standards for the world market.
This means the same efficient production processes, the same high level of technol-
ogy, management, and human capital.

Countries such as Ireland, Malaysia, Singapore, Thailand, and now—in a most
impressive way—China have successfully followed the path of openness. They have
attracted FDI and substantially increased their income per capita within a short
period of time.

What Do Developing Countries Need to Provide?

Developing countries need to provide investors with openness and regional integra-
tion, infrastructure, good governance, and good human capital.

Openness and Regional Integration

Open borders and free entry and exit for goods, capital, and businesses are relevant
factors for the investment decisions of companies as they define market size and the
long-term allocation of their invested capital. These factors are especially important
for small countries. As market size and market potential are primary driving factors
for global FDI flows, large countries like Brazil, China, and India have a natural
advantage over small countries. To compete, small countries need to tear down bar-
riers to trade and factor mobility in order to foster regional—and global—
integration. If they succeed in doing so, they can attract investment despite their small
size—as the cases of Ireland and Portugal, which sucked in huge waves of FDI after
they joined the European Union, demonstrate.

The need for further progress in openness and global integration makes the Doha
Round particularly important. Regional integration models such as Mercosur and
ASEAN also need to be further developed.
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Infrastructure

Insufficient access to infrastructure services—telecommunication, energy, transport,
and water—is often a severe constraint for firms. Production sites located in devel-
oping countries with poor infrastructure can hardly be integrated into international
value chains—or only at substantial additional cost. This means that comparative
advantages such as cheap labor can be realized only in part, if at all. 

Good Governance

Good governance includes a broad range of public institutions and codes that jointly
constitute a stable, transparent, and efficient framework for entrepreneurial activities.
This means, of course, peace and stability. But good governance goes much further and
includes the rule of law—a transparent and functioning legal and regulatory system
combined with the necessary enforcement mechanisms. Good governance also means
efficient and transparent public administration.

Even when new legal and administrative frameworks are established, they must be
translated into action. Procedures that are bureaucratic, time-consuming, costly, and
nontransparent  lead to arbitrary results or provide room for large-scale corruption,
which discourages foreign companies from investing.

Human Capital

In many developing countries the most important resource is cheap labor. But a
minimum level of education as well as a functioning public health system are neces-
sary to make efficient use of this important resource. Not only is the AIDS disaster in
Sub-Saharan Africa a human catastrophe, it also dramatically reduces development
prospects because of its effect on human capital.

What Can Foreign Companies and Industrial Countries 
Do to Support Developing Countries?

Foreign companies can transfer management skills and technological knowledge that
can easily spread among local business communities. Confronted with the failure of
public health, education, and other services, foreign companies often engage in
projects that support their employees and local communities. Company-driven proj-
ects provide housing, teaching, and environmental and health services.

But it is the primary task of the government of any developing country to provide
the framework of good governance. They can count on the help of international insti-
tutions like the World Bank or bilateral programs of many OECD countries. But they
have to make the decisive steps and overcome basic deficiencies.

Beyond any facilitating support and development aid from industrial countries,
which is clearly necessary, the best help industrial countries can provide is to open up
their markets to agricultural and manufactured goods from the developing world.
This is mainly what the Doha Round is all about.





The Investment Climate and
a Strategy for Development

NICHOLAS STERN 

The Berlin meetings have been landmarks in the development of the World Develop-
ment Report over the years. They expose the writers of the report to serious criticism
and ideas from constituencies and perspectives all around the world, and they force
the team to clarify their approach. The very different perspectives represented at
these meetings are of special importance for this particular World Development
Report, which is devoted to taking forward an approach to development based on
the investment climate, a key element in the strategy of the World Bank. 

The approach to development based on the idea of investment climate is very dif-
ferent from the approaches we have seen before. While it embraces many familiar
ideas, it looks deeper and provides an agenda that some of the earlier approaches did
not provide. The investment climate approach looks at the institutional, governance,
and economic environment in which people make decisions. It is referred to as the
investment climate, but it actually includes the entire business environment.

The kinds of things we are talking about are not simply influences on investment
projects in terms of risks and returns and what shapes the risks and the returns; we
are talking about economic activity as a whole. Bureaucratic harassment affects what
you can do now with what you have, not simply your possibilities for the future. The
investment climate, in this sense, thus involves more than just investment. 

To see just how different this approach is to earlier approaches, think back to the
1990 World Development Report, on poverty. That report spoke about investment
in physical capital, investment in human capital, capital-labor ratios, and the impor-
tance of labor intensity in the growth process. All that is fine. But what we are talk-
ing about here is something that looks behind that, at what shapes investment, what
shapes capital-labor ratios, what shapes investment in human as well as physical
capital—namely, the institutional environment and the behavioral environment in
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which people make decisions. And that is why I think it is so fruitful. It is very much
an Austrian view of the processes of growth, in the sense that it tries to look at what
shapes markets and what shapes behavior within markets. It is looking at the deeper
drivers of investment and pointing to policies that are more structural and institu-
tional than policies that deal mainly with tax rates, investment credits in the tax
system, and so on. 

This is a fundamental change, and I think it reflects where the World Bank itself has
been moving over the past 10 years or so in terms of taking much more careful account
of the institutional and governance environment in which people and firms operate.
Very roughly, the Bank began as a project-based organization. During the 1970s the
Bank recognized that the macroeconomic policy environment was a fundamental
determinant of whether or not projects were likely to succeed, and it focused on macro-
economic policies and structural adjustment. That was no bad thing, but it missed
something important, which is that macroeconomic policies, trade policies, and so on
function—or fail to function—in an institutional and governance environment. I think
many of the mistakes of the structural adjustment story in the 1980s reflected the fact
that that element was missed, that we did not look at the institutional environment and
the social structures that were shaping those policies and their consequences.

During the 1990s the Bank came to understand that much better. The investment
climate story makes those institutional and governance issues that can sound very
abstract and airy—and for some economists “soft”—much more explicit and quan-
titative. The investment climate surveys go down to the firm level and ask business-
people: What problems are you facing? How often are you visited by the local
bureaucracy? How long does it take to get goods through customs? How often does
the electricity go off (or in some countries, how often is the electricity on)? These
kinds of questions reveal much about the functioning of an economy, and they lead
directly to policy. They resonate so strongly and carry so much influence with poli-
cymakers because they are both very specific and accord with experience. Further,
they allow policymakers to have a broad view of the problems facing enterprises.
Most enterprises are not large enough to command an audience with an official from
a finance or industry ministry to discuss general problems facing their sectors. Most
large enterprises are usually capable of looking after themselves; when they do come
to the ministry of finance or the ministry of industry, they are often seeking solutions
to a specific problem—and thus favoring themselves—rather than trying to sort out
the problems facing their industry as a whole. That is why these data are very
powerful—they take the argument in the direction of conditions for all firms and
farms and are based on an overall assessment.

This approach has been widely accepted in client countries and within the Bank.
Investment climate issues are now central in about half of the Bank’s portfolio. It is
remarkable how quickly the idea and language of the investment climate have caught
on at the Bank. Sometimes ideas and language and enthusiam run ahead of the theory
and the empirical work. That is no bad thing; it just means that the theory and empiri-
cal work had better catch up and get back out in front. And that is what I see the World
Development Report doing: getting back out in front of an idea that has already caught
on in order to shape it, structure it, and give it a solid theoretical and empirical basis.
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We know a great deal now about the relationship between investment climate and
growth. We are not just saying, the investment climate is important for investment
and investment is important for growth. What we are showing is the way in which
the investment climate affects productivity, entrepreneurship, the willingness to inno-
vate, and so on, right through the economy.

Look at the difference between Uttar Pradesh, one of the poorest and worst-
governed states in India, and Maharashtra, one of the richest. Local authorities visit
firms in Uttar Pradesh twice as often as they do in Maharashtra. They come not to dis-
cuss cricket or have a cup of tea but to leave better off than when they arrived. It is not
surprising, then, that life is much more difficult for entrepreneurs in Uttar Pradesh
than in Maharashtra. Electricity goes off much more often in Uttar Pradesh than in
Maharashtra. The result is that 90 percent of firms surveyed in Uttar Pradesh have their
own generator, while less than half of those in Maharashtra do. Partly as a result, the
capital intensity of production in Uttar Pradesh, one of the poorest states in India, is
higher than it is in Maharashtra. As a result, Uttar Pradesh has grown much more
slowly than Maharashtra. We have many more examples from the data sets that
Warrick Smith and his group and David Dollar and Michael Klein and their groups
have been building at the World Bank.

My first message from the Report is that a good investment climate helps people
get out of poverty—and not just by raising aggregate growth rates but by giving
poor people opportunities. The weak investment climate is usually weak for large
firms and small firms for the same reasons, and the problems faced by all firms are
rather similar. If the ports do not work, everyone suffers; if customs officers are cor-
rupt, they are usually corrupt for everyone; if the power system is down, it is usually
down for many people. But I think we know—or are starting to see—that poor firms
are hit harder than rich firms. Smaller firms usually pay a higher fraction of their
turnover in bribes than richer firms; buying a generator represents a proportionally
larger investment for a small firm than for a large firm. So when we talk about the
investment climate, we are not just talking about the aggregate growth rate, we
are talking also and in particular about the problems facing smaller firms. Poor
people in developing countries do not work for the government or for large
firms; those who are employed work in small firms or on farms. So getting the
environment right for them yields growth, which is crucial, but it creates the kind
of growth in which small firms—and poor people—can participate. That is a very
powerful story.

The second important message is that the investment climate affects rural com-
munities. Something like two-thirds of the poor people in the world live in rural
areas; the most important small firm is the farm. Linking the investment climate to
rural development is therefore extremely important. Rural development is about
both farm and off-farm activities. Poor rural infrastructure—inadequate rural roads,
electricity, water supply—hits both farm and off-farm activities. Farmers need relief
from harassment by bureaucrats. They need reliable supplies of water and electricity.
They need links to exports through rural roads in ways very similar to the need of
someone trying to run a workshop in a small town. It would be very good if we could
show the commonality of those problems and how the weak investment climate is
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affecting rural areas just as strongly as—and in some ways more strongly than—
urban areas.

My third message is on the prominence of institutions and behavior in the whole
story. Often we use the language of government and government policies, as if there
was one thing called the government. But we all know that the government is many
things, many institutions, many people who behave in different ways and that much
of the challenge of improving the investment climate is changing the nature of gov-
ernment and the way it operates. Transparency is a very powerful example of doing
just that, and I think the centrality of transparency in the World Development Report
is absolutely right. As Justice Louis Brandeis said, sunshine is a great disinfectant. But
we have to be careful about describing transparency as simply one government
policy, because what we are talking about is much more than policy, it is changing
the nature and behavior of government. It can bring transformations in behavior and
institutions, which are not only vital in themselves to participation of people in a
society and an economy but also change the quality of governance in a way that has
a powerful impact on growth.



Part III: Securing Property
and Contractual Rights





Enforcing Corporate Governance

ERIK BERGLÖF AND STIJN CLAESSENS  

Much effort has been devoted in recent years to the formulation of ever more elabo-
rate and complete rules of corporate governance. Many countries have adopted their
existing or established sophisticated and extensive new legal texts and regulations,
often imported from developed market economies. More informal codes of conduct
have also been adopted. International bodies, such as the Organisation for Economic
Co-operation and Development (OECD), and other organizations have issued cor-
porate governance principles; governments and groups have adopted more than
100 national corporate governance codes (Gregory 2000, 2001); and private com-
panies have issued countless corporate governance pronouncements. 

Whatever their source, these sets of rules are all remarkably similar. Yet corporate
governance practices differ substantially across countries and companies (OECD
2003). And many concerns remain regarding the effectiveness of corporate gover-
nance rules in transition economies and developing countries, as well as in many
industrial countries, where written rules are not adhered to and pronouncements of
firms are not followed up by actions, in great part because rules and regulations are
not enforced. Policymakers have come to realize that lack of enforcement more than
regulations and laws-on-the-books is the key problem, at least in transition economies
and developing countries.

While enforcement is a general problem of development, it particularly affects
firms seeking external financing. Financial contracts, after all, involve the commit-
ment of the firm to adhere to certain obligations, in particular to pay appropriate
rates of return to the providers of external financing. A weak enforcement environ-
ment makes it harder for firms to commit to honor financial contracts and attract
external financing. It is not only the laws but also their enforcement that affects
the ability of firms to attract external financing and, consequently, the degree of
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financial development. Empirical evidence, for example, shows that it is not the pres-
ence of insider trading laws but rather actions taken against insider trading that help
explain the development of securities markets (Bhattacharya and Daouk 2002).1 A
large international study finds that the level of enforcement is much more important
than the quality of laws on the books in explaining the turnover of chief executive
officers (Defond and Hung 2003). 

We develop a rudimentary framework to help understand when corporate gover-
nance rules are enforced and what can be done to improve corporate governance
mechanisms in a weak enforcement environment. The analysis of various options
should help understand which reforms, including corporate governance rules, do
most to improve corporate governance practices and mitigate social costs. The liter-
ature on how to improve poorly functioning enforcement environments is large and
cannot be summarized here. Instead, we focus on enforcement issues that relate to
corporate governance. 

The Corporate Governance Problem in Developing Countries
and Transition Economies

Any recommendations on national policies relating to corporate governance must
start with a definition of the corporate governance problem facing a particular coun-
try, as these problems vary considerably across countries. This section focuses on the
challenges facing developing countries and transition economies, with emphasis on
how a weak general enforcement environment affects the functioning of the basic
corporate governance mechanisms.2 (For overviews of the corporate governance lit-
erature, see Shleifer and Vishny 1997 and Becht, Bolton, and Röell 2003). We begin
with a simple conceptual model of the firm and how it can be financed by outside
sources. We then discuss how various mechanisms can be used to deal with the prin-
cipal agent problems that arise because of external financing.

Corporate governance is in great part about mitigating the following commit-
ment problem: how can investors be ensured that management will choose the right
projects, exert sufficient effort, adequately disclose relevant information, and ulti-
mately repay investors? Investors can reduce the likelihood of being defrauded or
deceived by monitoring and potentially punishing management. Firms can try to
employ a variety of commitment mechanisms to overcome investors’ concerns
(table 1).

The preferred mechanisms will depend on the institutional development of the
country, especially its contracting environment. A potentially important corporate
governance mechanism may be hard to influence through policy, and mechanisms
susceptible to policy intervention may not be very important. Policy recommenda-
tions should take both problems into account. The priorities for corporate governance
reform must take into account both the relative importance of a particular mechanism
in a particular environment and the scope for impact of policy intervention in that
environment. For example, in some environments in which the court system functions
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TABLE 1. Corporate Governance Mechanisms in Developing Countries and Transition
Economies

Corporate 

governance Relative importance in developing

mechanism countries and transition economies Scope for policy intervention

Large blockholders

Market for
corporate control

Proxy fights

Board activity

Executive
compensation

Bank monitoring

Shareholder
activism

Employee
monitoring

Likely to be most important gover-
nance mechanism.

Unlikely to be important when owner-
ship is strongly concentrated; can still
take place through debt contracts,
but requires bankruptcy system.

Unlikely to be effective when owner-
ship is strongly concentrated.

Unlikely to be influential when con-
trolling owner can hire and fire board
members.

Less important when controlling
owner can hire and fire and has pri-
vate benefits.

Important, but depends on health of
banking system and the regulatory
environment.

Potentially important, particularly
in large firms with dispersed
shareholders.

Potentially very important, particu-
larly in smaller companies with highly
skilled human capital in which threat
of leaving is high.

Strengthen rules protecting minority
investors without removing incentives
to hold controlling blocks.

Remove some managerial defenses;
require disclosure of ownership and
control; develop banking system.

Promote technological improvements
for communicating with and among
shareholders; require disclosure of
ownership and control.

Introduce elements of independence
of directors; train directors; require
disclosure of voting; allow weighted
voting (cumulative voting).

Require disclosure of compensation
schemes, conflict of interest rules.

Strengthen banking regulation and
institutions; encourage collection of
information on credit histories;
develop supporting credit bureaus
and other information intermediaries.

Encourage interaction among
shareholders; strengthen minority
protection; enhance governance of
institutional investors.

Require disclosure of information to
employees; possibly require board
representation; ensure flexible labor
markets.

(Continues on next page)

satisfactorily, formal protection of minority shareholders enforced through private lit-
igation is an option for improving the functioning of the key mechanisms of large
shareholder monitoring. In weaker enforcement environments, policy may have to
focus on promoting private mechanisms and empowering shareholders by dissemi-
nating information (see table 1).
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In industrial countries many firms are closely held, yet minority investors have
some means to challenge insiders and ensure a reasonable rate of return on their
investment. They are consequently willing to provide external financing. In transition
economies and developing countries, these means may not be available. 

Enforcement and Corporate Governance

Although enforcement is generally agreed to be critically important to economic per-
formance and there is a vast literature on the subject, no simple framework for think-
ing about enforcement exists. The issues related to enforcement can be classified in
several ways. One distinction is between private and public mechanisms. Private ini-
tiatives to enforce contracts are critical to the functioning of any economy and can
be outside of the legal system. These initiatives can be unilateral, bilateral, or multi-
lateral. Such private ordering among agents is different from private law enforce-
ment. Law serves to standardize contracts and clarify liability. Laws can be enforced

Litigation

Media and social
control

Reputation and self-
enforcement

Bilateral private
enforcement
mechanisms

Arbitration,
auditors, other
multilateral
mechanisms 

Competition 

Depends critically on quality of gen-
eral enforcement environment, but
can sometimes work.

Potentially important, but depends
on competition among and inde-
pendence of media.

Important when general enforcement
is weak.

Important, as they can be more spe-
cific, but do not benefit outsiders and
can lock partners into long-term inef-
ficient arrangements.

Potentially important—often the ori-
gin of public law—but enforcement
problem often remains. Audits some-
times abused; conflicts of interest can
be a problem.

Determines scope for potential mis-
treatment of factors of production,
including financing.

Facilitate communication among
shareholders; encourage class action
suits (but include safeguards against
excessive litigation).

Encourage competition in and
diverse control of media; launch pub-
lic campaigns to empower the public.

Depend on growth opportunities and
scope for rent seeking; encourage
competition in factor markets.

Establish functioning civil and com-
mercial courts.

Facilitate formation of private third-
party mechanisms, sometimes pre-
venting public alternatives from
emerging; deal with conflicts of inter-
est; ensure competition.

Open up all factor markets to compe-
tition, including from abroad.

TABLE 1. (Continued )

Corporate 

governance Relative importance in developing

mechanism countries and transition economies Scope for policy intervention
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privately (through litigation) or by the public sector. Under private law enforcement,
private agents avail themselves of the framework defined by law or regulations to
punish violations from contracts, using the courts to adjudicate and the state to
enforce the final judgment. With public enforcement, the government provides only
the final enforcement system and acts as the prosecutor. In the extreme case, the gov-
ernment has full control over all activities, there are no property rights of contracts
to enforce, and laws are irrelevant. 

An enforcement system thus consists of a continuum of overlapping mechanisms
ranging from private arrangements, through private enforcement of laws and
government-enforced regulation to full government control (Djankov, Glaeser,
and others 2003). All mechanisms have their costs; tradeoffs between costs and ben-
efits exist. Private and public initiatives are often complements rather than substi-
tutes. The effectiveness of private enforcement mechanisms often depends on the
effectiveness of public enforcement mechanisms. Public enforcement reduces the
costs of private enforcement. But while more public intervention may mitigate mar-
ket failure, it is more vulnerable to government failure and may not be the most effi-
cient means of enforcement when private agents have better information, resources,
and incentives. Private agents are particularly important when the general institu-
tional environment is weak. A system of social control of business is necessary where
both markets and government fail or cannot be expected to operate. More generally,
it is necessary to support the functioning of markets.

Each country will choose a different mix of technologies.  The optimal mix for
many developing countries will differ from that observed in industrial countries. Pub-
lic enforcement can play only a limited role in weak institutional environments, as
powerful controlling owners and managers will most likely find their way around the
system. Private enforcement of public laws and the power of litigation and court
intervention vary greatly across countries, depending on how well public enforce-
ment institutions function. Russian investors, for example, almost never go to courts,
because when they do the likelihood of success is miniscule and even if they win, the
judgment is often not enforced (Zhuravskaya and Zamulin 2003). 

When courts are weak, other enforcement mechanisms may be used to enforce good
corporate governance. Policies promoting bank lending and financial development
may help enforce corporate governance. Yet even here relative costs are important. In
China investors became increasingly active in taking their grievances to court, although
court decisions were not always predictable or enforced (Pistor and Xu 2003).3 They
did so because other mechanisms were either unavailable or even more costly.

The choice among technologies depends largely on the overall environment. Polit-
ical institutions are part of the general enforcement environment. They may function
poorly, be dominated by an absolute ruler, or be captured by special interests. Legal
standards and the level of enforcement can also interact. A benevolent government
can trade off the benefits of stricter legal standards with the costs of their enforce-
ment (Immordino and Pagano 2003). With a benevolent government, standards
should be set lower, because the costs of enforcing them are higher. In other words,
legal standards and enforcement are complements, and both can increase as countries
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develop. Laws and regulations can be adopted not only to correct market failures,
reduce transactions costs, and achieve social objectives but also to extract bribes.
Djankov, La Porta, and others (2002) find some support for this so-called tollbooth
view, especially in developing countries, suggesting that policymakers should err on
the side of laxer laws in weaker environments.

Conclusions

Ultimately, the effectiveness of many enforcement mechanisms hinges on the com-
mitment from the political sphere to enforce laws and regulations. Given the enor-
mous potential gains from improvements in public enforcement, building support for
reforming these institutions should be easy. Reforming enforcement institutions
should be easier than changing basic investor rights, which often involves clear win-
ners and losers. Many attempts to reform investor rights have failed because of pow-
erful opposition, but changes to investor rights do occur, often following financial
and other crises.

Review of the literature highlights some general lessons on improving enforce-
ment, not necessarily limited to corporate governance:

• Private sector efforts to enhance enforcement are often more effective than
government-led efforts, but the two forms of enforcement often complement one
another. Experience from securities regulation in the United States suggests that
private ordering can precede and serve as a basis for public laws and for private
and public enforcement of those laws.

• The balance between private ordering and private enforcement of public law
depends on the quality of public laws and the strength of enforcing institutions.
When the general enforcement environment is weak, private ordering may be
the only hope. The evidence suggests that private enforcement is very impor-
tant (López-de-Silanes 2003). Improvements in enforcement are more often the
result of bottom-up rather than top-down approaches. Capacity building is often
important to support private initiatives, and it helps build constituencies for
reform.

• Top-down efforts to improve the legal and enforcement environment are difficult
and rarely successful. Transplanting elements of foreign legal systems has generally
not worked well, but the experience of accession to the European Union suggests
that outside anchors can play a positive role in encouraging the implementation of
reforms.

• In designing strategies for improved enforcement of corporate governance, both
the likely impact of a particular governance mechanism and the scope for
improvement of the mechanism should be considered. A particular corporate gov-
ernance reform may play a very important role in reducing agency costs but leave
little room for improvement of enforcement.
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Notes

1. This is not to say that laws are not important but rather that more than laws is needed.
As López-de-Silanes notes, “The development of capital markets depends crucially on laws
that facilitate enforcement and the improvement of court procedures that allow for a more
efficient dispute resolution” (2003, p. 2).

2. For simplicity we do not distinguish between developing countries and transition
economies, even though the problems they face are often different. For a discussion of the
different corporate challenges facing the two types of economies, see Berglöf and von
Thadden (2000). 

3. After the onslaught of litigation, the Chinese Supreme Court basically froze the process by
stating that it did not have the competence to adjudicate these cases. Litigation activity has
recently surged again.
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The Economics of Formalization:
Potential Winners and Losers
from Formalization in Egypt

AHMED GALAL

Whether extralegal entities and activities should be formalized into the legal sector is
a subject of debate. Arguments for leaving the informal sector alone rest on the belief
that it would force entrepreneurs to move from a low-cost mode of operation most
suited to small and microenterprises to a restrictive and costly formal environment,
deprive the economy of an absorber of shocks in times of difficulty, and negatively
affect those who cannot afford to be unemployed. The misperception that formaliza-
tion is merely an effort at raising funds for the Treasury with little benefit to anyone
else is widespread.

The case for formalization is compelling.1 Formalization allows policymakers to
make both marginalized entrepreneurs and society at large better off. It leads to bet-
ter protection of property rights, which enable entrepreneurs to secure inputs at
lower costs, increase access to infrastructure services and credit, take advantage of
expanded markets, and avoid coping with unofficial payments to stay informal. It
equips and motivates entrepreneurs to expand their businesses, reorganize internally,
and benefit from specialization and division of labor. These changes would increase
economic growth (Barro and Sala-i-Martin 1995; Knack and Keefer 1995) and
poverty reduction (Dollar and Kraay 2001). 

But even if one accepts the merits of formalization in principle, three key questions
remain unanswered: how large are the expected benefits from formalization in a
given society, who are the likely winners and losers, and what does it take to achieve
these gains? Without satisfactory answers to these questions, policymakers may not
take the necessary actions to persuade entrepreneurs to voluntarily make the shift to
the legal sector and stay there. 

Policymakers face competing demands on their political capital; the case for pay-
ing attention to formalization over other reforms thus needs to be made. Since
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policymakers do not necessarily attach equal weights to different groups in society,
the potential winners and losers from formalization need to be identified. And poli-
cymakers need a reform package that can persuade entrepreneurs to formalize.2

This paper explains why some Egyptian entrepreneurs choose to remain informal
under the current regulatory framework, estimates the welfare gains from formaliza-
tion, and identifies the potential winners and losers from formalization reforms. The
methodology used to estimate the magnitude and distribution of welfare follows a
partial equilibrium model previously used to evaluate the welfare impact of privati-
zation (Galal and others 1994). This methodology is in the tradition of applied wel-
fare economics and project evaluation. The firm-level information and regulatory
parameters used to assess the impact of formalization in Egypt are obtained from
the extensive fieldwork carried out by the team from the Institute of Liberty and
Democracy and the Egyptian Center for Economic Studies (ILD/ECES).

The expressions extralegal and informal are used interchangeably here to refer to
entities or activities that do not comply with the legal rules governing entry, opera-
tion, or both. These activities do not include illegal activities, such as narcotics traf-
ficking. The study covers not only small enterprises but also medium-size and large
firms, which may be partially formal (possessing a license, for example, but not com-
plying with social insurance rules). The analysis here is thus broader than and dis-
tinct from the literature on small and medium-size enterprises, which focuses on firm
size rather than informality. 

A Framework for Analyzing the Formalization Decision
and Its Welfare Impact

Why do so many street vendors, bakeries, hairdressers, retailers, and artisans of all
kinds opt to stay outside the formal economy? What does it take to convince them
to shift to the formal sector and stay there? And what are the welfare implications of
both decisions? 

Intuitive Answers

From the perspective of entrepreneurs, the decision to stay informal is often mistak-
enly interpreted as a mere reflection of the high cost of entry into the legal sector. An
alternative and equally mistaken view is that the choice of informality means that
entrepreneurs find it too costly to abide by the formal rules and regulations govern-
ing taxation, labor, contract enforcement, securing inputs, and selling outputs to
different buyers or that informality is due to costly procedures of exiting the formal
sector.

A more comprehensive and convincing view of the phenomenon of informality is
that entrepreneurs decide to stay informal because the total costs of entry, operation,
and exit associated with joining the formal sector are greater than the potential ben-
efits from being formal. They are willing to forgo the benefits of better protection of
property rights and to bear the cost of extralegality (in the form of bribes, costly



THE ECONOMICS OF FORMALIZATION   |    41

finance, and lack of good protection) because it is more beneficial to remain infor-
mal. The only way to convince entrepreneurs to formalize is for the government to
introduce reforms that reduce the costs and enhance the revenues for entrepreneurs
to the point of tilting the balance in favor of formalization.

Implicit in this discussion is “the difference principle.” That is, what matters for
entrepreneurs is not whether the government reduces the cost of entry, operation, or
exit or simply takes measures to enhance revenues through tax exemptions or subsi-
dized credit. Rather, it is the difference in the net benefits under the two states of the
world (formal versus informal) that makes a difference. Also implicit in this discus-
sion is the notion that reforming the business environment facing the formal sector is
key to attracting entrepreneurs to the sector.

From society’s perspective, entrepreneurs are only one group among many. The
government also cares about workers, consumers, and its own budget. Accordingly,
the policymakers’ decision to promote formalization hinges on its impact on all of
these actors. Formalization could, of course, impact positively on certain groups and
negatively on others, just like other policy reforms. However, as long as the net ben-
efits to society are positive, the decision to encourage formalization is socially desir-
able. Mechanisms could be found to make the winners compensate the losers. These
mechanisms do not have to entail explicit transfer of funds but can be built into the
reform package itself (through taxation, for example).

More Formal Answers

An entrepreneur chooses to be in the informal sector because:

Vp (informal) > Vp (formal without reform) (1)

where Vp is the discounted stream of profits over the life of the firm, Vp (informal)
is the private (as opposed to the social) value of the firm under continued informality,
and Vp (formal without reform) is the private value of the same firm, also expressed
in net present value, under the assumption that the firm is formalized into the exist-
ing legal and regulatory framework.

Three factors could make the private value of a firm higher under informality than
under formality. The first is the high relative cost of entry (obtaining and renewing a
license); operation (paying social insurance, corporate taxes, and value-added taxes
and enduring inspections of factory and products); and exit (costly procedures of liq-
uidation or bankruptcy) in the formal sector. The second is the expectation of low
benefits from shifting to the formal sector under the current regulatory regime, espe-
cially with respect to obtaining credit from the financial sector at reasonable rates,
gaining access to efficient infrastructure, and having contracts fairly and efficiently
enforced. The third is that entrepreneurs in the informal sector are able to develop
extralegal (albeit suboptimal) practices to protect their property rights, make infor-
mal contracts, and avoid payment of stiff penalties.

What would it take to make entrepreneurs change their mind and move to the for-
mal sector? The answer depends on whether or not the government adopts sufficient
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reforms to reverse the inequality in equation 1. More specifically, if the government
adopts reforms such that:

Vp (formal with reform) > Vp (informal) (2)

entrepreneurs in the informal sector would freely shift to the formal sector. Partial
reforms of the regulatory regime governing entry, operation, or exit may not be suf-
ficient to make it attractive for entrepreneurs to formalize. Partial reforms are desir-
able in their own right, but they will not be effective unless they collectively satisfy
the inequality in equation 2.

So far the formalization decision has been discussed from the perspective of indi-
vidual entrepreneurs. From society’s perspective, the decision is more complicated. It
depends on the likely impact of formalization on key economic agents, namely, entre-
preneurs, workers, consumers, and the government. Reforms will be socially desirable
if the social value of the firm in the formal sector is greater than that in the informal
sector:

Vs (formal) − Vs (informal) � 0 (3)

where Vs is the discounted stream of benefits (losses) to all economic agents affected
by the operation of the firm. 

The change in welfare (W) is the difference between the two values. This change
in welfare, also expressed in net present value, can be decomposed into its major
recipients as follows:

W = Vs (formal) − Vs (informal) = ∆P + ∆L + ∆C (4)

where the change in P, or profits, represents the shares of entrepreneurs and govern-
ment in W (divided among them on the basis of the taxation regime); ∆L represents
the change in the share of workers; and ∆C represents the change in the share of
consumers.3 Without formalization reforms, the change in welfare may not justify
formalization socially, and the arguments for “leaving the informal sector alone” will
hold. With appropriate reforms, the social value of the firm can be increased enough
to justify formalization.

In principle, the two social values are not expected to be equal if a package of for-
malization reforms is adopted. On the one hand, formalization would lead to the
expansion of firms, higher productivity, and a realignment of prices, including selling
prices, interest rates, and wages. On the other hand, it would entail some expendi-
ture of real resources to cover the costs of creating a new organization to handle the
formalization process, maintaining books for tax purposes, and enforcing contracts.
On balance, and without taking into account any general equilibrium effects, the net
benefits from formalization are expected to outweigh the cost of carrying out the
formalization process.4

Formalization is expected to have different effects on different groups. Entrepre-
neurs and the government are likely to be better off. How the expected increase in
profits will be divided between the two will depend on the taxation regime for newly
formalized firms. Workers are also expected to gain from formalization, through
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enrollment in social insurance, higher wages from improved productivity, and new
employment opportunities due to expansion (these gains may be partially offset by
lower take-home pay).5

The impact of formalization on consumers is uncertain. It depends on the price
they paid for the product in the informal sector, the price they have to pay after for-
malization, and the incidence of the value-added tax (figure 1). Let Pt be the market-
clearing price (inclusive of value-added tax) for a product in the formal sector. The
price is determined competitively because of the multiplicity of producers and con-
sumers. This price is the maximum a firm in the informal sector could charge, hence
the demand curve it faces is perfectly elastic. Before formalization the firm is assumed
to charge consumers a price equal to A, which includes half the value-added tax, even
if that amount is not transferred to government. The quality of the product is
assumed to be lower than that of a similar product produced in the formal sector, but
consumers are willing to compromise on quality in return for lower prices. Follow-
ing formalization, the informal firm maximizes profit by selling at Pt and producing
at Xe. Quality is improved due to better surveillance and inspection. Entrepreneurs
and consumers bear the value-added tax (area Pt BDH), and money is transferred to
government. Consumers are worse off by the additional increase in price (area
PtACH), which they pay in return for improved product quality.

The distribution of the welfare gains is not even across groups. But the sum of the
welfare gains (losses) originating from the improvement (deterioration) in firm per-
formance should be equal to the sum of the benefits (losses) that accrued to (or are
incurred by) different economic agents. Note that not all gains from formalization
are pure gains to society. For example, while improved productivity is a real saving
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of scarce resources, payment of taxes is a mere transfer from entrepreneurs or con-
sumers to the government. That is not to say that transfers are not important; they
involve important redistribution among different actors in society. The point is that
transfers are netted out in our calculation of the welfare impact of formalization.

Application of the Model in Egypt

Data for Egypt were available from fieldwork on the operation of a “typical firm” in
the informal sector; a set of parameters related to the cost of extralegality and entry,
operation, and exit under the current legal and regulatory regime; and a set of reform
measures to make formalization worthwhile to entrepreneurs. A simulation exercise
was carried out in five steps using these data. The first step involved estimating the
value of the “typical” firm in the informal sector under the assumption that it would
continue to operate extralegally.6 To this end, projections were made of all revenues,
costs (including extralegal costs), and profits. The information about the typical firm
was compiled by the ILD/ECES research team from in-depth interviews with 100
firms in various sectors and locations where informality is known to be prevalent.
Projections were needed because the benefits and costs of the investment or formal-
ization decision occur over time and need to be discounted. 

The second step involved estimating the value of the typical firm under the
assumption that it would be formalized into the current legal and regulatory frame-
work. Under this scenario the firm no longer bears the cost of extralegality but is
obliged to pay the cost of entry, operation, and exit associated with being formal. The
two sets of cost estimates were derived from a careful analysis of existing rules and
regulations, interviews with firms in the formal and informal sectors, and interviews
with lawyers and accountants familiar with the current business environment in
Egypt. By comparing the values of a firm under continued informality and under for-
malization under the current regulatory regime, it is possible to explain why a firm
operates informally.

The third step involved estimating a third value of the typical firm under the
assumption that it would be formalized into a reformed regulatory environment. The
reforms, spelled out in detail in the main study (ILD/ECES 2004), were translated
into an increase or decrease in revenues, a reduction or increase in costs, or a redis-
tribution of resources among different groups. A conservative approach was adopted
to avoid inflating the impact of formalization. For example, it was assumed that the
firm would expand by just 3 percent a year during the first five years, growing 5 per-
cent a year thereafter. These growth rates do not involve large jumps and are in line
with the potential growth rate of GDP in Egypt. Similarly, it was assumed that pro-
ductivity would improve by just 1 percent a year. Given the severe constraints infor-
mal firms currently face, larger increases could be possible. It was also assumed that
selling prices would be equal to those in the formal sector, although overall prices
could decline because of increased supply. Finally, wages were assumed to rise 26 per-
cent to cover social insurance, but workers were assumed to accept a 9 percent cut
in take-home pay in return for new social benefits. These assumptions suggest that
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the welfare impact of formalization, presented in the next section, represents a lower
bound and that actual welfare gains could be larger.

The fourth step involved aggregating the firm-level data in order to estimate the
welfare impact of formalization of the entire informal sector on the economy. This
was done by multiplying the values obtained at the firm level by the number of firms
in the informal sector and assuming that it would take five years to complete the
formalization process. To simplify the exposition and normalize the results, all val-
ues are expressed in relation to GDP (adjusted by the value-added of formalized
firms).

The fifth and final step was sensitivity analysis, performed under two sets of
assumptions. Under the first (optimistic) scenario, more favorable assumptions were
made about the rate at which formalized firms would expand, the rate at which pro-
ductivity would improve, and the income tax rate at which revenue would be
enhanced. Under the second (pessimistic) scenario, more conservative assumptions
were made for all of these variables.

The Informal Sector in Egypt

By definition, entrepreneurs in the informal sector operate in the shadows and do not
report their activities accurately or at all. Figures on the size of the informal economy
are therefore hard to come by. Estimates suggest that the size of the sector in the devel-
oping world is large, however, accounting for 30–70 percent of GNP (Jagannathan
1987). The informal sector is smaller in Hong Kong (China) and Singapore and higher
in Egypt, Morocco, Peru, and the Philippines. The level of development and the
degree of informality appear to be negatively correlated. But even if the lower bound
of 30 percent is taken as a benchmark, it is costly for these economies to have one-
third of their economies operating suboptimally.

The Size of the Informal Sector in Egypt

Some 1.4 million entrepreneurs—82 percent of all entrepreneurs in Egypt—work
in the informal sector (figure 2), according to 1996 government survey data
(CAPMAS 1997) and the ILD/ECES team (ILD/ECES 2004). The sector employs
about 8.2 million workers—more than either the formal private sector (6.8 million)
or the government (5.9 million).

The characteristics of the informal sector in Egypt are similar to those observed
elsewhere.7 More than 90 percent of extralegal firms in Egypt are run as sole pro-
prietorships. Most employ fewer than five workers, operate with limited capital, and
provide services. The average lifetime of the firm is about 10 years, and the produc-
tion techniques employed tend to be labor intensive.

The size of the informal sector and the fact that it operates suboptimally justify the
formalization effort, which is expected to generate significant benefits to the Egyptian
economy as well as to the underprivileged.
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The Rationale for Informality in Egypt

Comparing the estimated private value of the typical firm in the informal sector
under continued informality (Vp informal) and the corresponding value of the same
firm if it is formalized into the current regulatory framework (Vp formal without
reform) reveals why informality exists in Egypt on a large scale. Under the prevailing
regulatory framework, formalization would leave the typical entrepreneur worse off
by as much as LE14,900 a year (table 1). Without reforms that make formalization
profitable, informality will persist.

The results suggest that formalization under the current regulatory framework is
not socially desirable. At the level of the individual firm, formalization would earn
the government additional revenues of LE149,500 (primarily from value-added tax)
and employees an extra LE11,400 (primarily in the form of social insurance) over
10 years. But the losses to the entrepreneur (LE148,800) and consumers (LE128,000)
exceed the sum of these benefits, leading to a net loss to society of LE115,862, or
LE11,586 a year per firm. 

Aggregating the results across all firms in the informal sector confirms the conclu-
sion that formalization is not beneficial. It also provides an order of magnitude of the
potential benefits and losses at the level of the economy. Without reform formaliza-
tion would lead to a loss of resources to society of LE6.5 billion, or 1 percent of GDP
every year. The government would collect additional annual revenues of 2.4 percent
of GDP and workers would earn an additional 0.3 percent of GDP, but entrepreneurs
would lose 2.5 percent of GDP and consumers would lose 1.3 percent. Society would
be worse off, validating the argument for leaving the informal sector alone.

Why does formalization under the current regulatory framework generate such neg-
ative results? An important part of the story lies in the cost of implementing the legal

FIGURE 2. Extralegal Entrepreneurs and Workers in Egypt
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and regulatory procedures in the formal sector regarding entry, operation, and exit.
In-depth analysis of 10 cases shows that incorporating a single-person business could
involve 91 steps and 43 entities and take 232 days (costs vary across neighborhoods)8

and the process costs LE8,039—more than average per capita income in Egypt. Inter-
views with lawyers and accountants suggest that the cost of operating a business in the
formal sector is even more significant, especially with respect to dealing with social
insurance and tax administration. As for exit, the fieldwork suggests that bankruptcy
procedures could involve as many as 53 steps, 14 entities, and 635 days, costing entre-
preneurs about LE9,000 in cash and LE19,000 in opportunity cost.

To be sure, Egypt is not unique in the developing world in terms of how costly it
is to enter and operate in the formal sector. Loayza (1996) surveyed studies assessing
the cost of access to and operation in the formal sector in a large number of devel-
oping countries. Citing De Soto and his team (1989), he reports that it took
10 months to register a small firm in Peru. The cost of registering a business was
$195 to obtain the license and $1,037 in waiting for utilities—costs that together rep-
resented 32 times the minimum monthly salary. In Bolivia, Brazil, and Guatemala,
Tokman (1992) found that access to the formal sector took about 10 months and
cost 10 percent of annual profits. Operating costs associated with formality cost a
sample of 50 small Peruvian manufacturing firms about 348 percent of after-tax
profit (De Soto 1989). For a sample of Latin American countries, the most important
cost of staying formal was related to labor regulation, which increased labor costs an
average of 20 percent (Tokman 1992).

TABLE 1. Welfare Impact of Formalization under No Reform
(in Egyptian pounds, unless specified otherwise)

Vs Vs Firm-level Annual Annual

(informal) (formal with change economy-level economy-level

reform) (Vs formal − change change

Vs informal) (aggregate Vs (aggregate Vs

formal − formal −
aggregate aggregate

Vs informal) Vs informal)/GDP

Economic agents (1) (2) (3) = (2) − (1) (4) = (3) * (5) = [(4)/GDP] *

number of firms 100

in the informal (percent of

sector GDP)

(LE billions)

Entrepreneurs 356,426 207,664 (148,762) (15.5) (2.5)
Employees 207,897 219,276 11,378 1.9 0.3
Consumers (127,980) (255,960) (127,980) (8.2) (1.3)
Government 27,195 176,698 149,502 15.2 2.4

Total 463,539 347,677 (115,862) (6.5) (1.0)

Source: Calculated from data obtained from the field survey.
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All this does not mean that staying informal is not costly. It is, in Egypt and else-
where, even if entrepreneurs are able to come up with extralegal practices to circum-
vent the constraints they face. In Egypt some entrepreneurs use licenses obtained for
a particular business in a particular location to conduct other types of business in
other locations. They sign checks to lenders to ensure repayment, risking imprison-
ment for 6–36 months if they fail to meet their obligations. The problem with such
practices is that they do not permit entrepreneurs to take full advantage of market
opportunities. Fearing detection, they tend to keep a low profile, resort to temporary
closure of business, or make unofficial payments. For the same reason, they do not
enjoy the full protection of the law. Extralegal practices enable entrepreneurs to
survive, but they are poor substitutes for operating formally. 

Potential Benefits from Formalization

What gains could Egypt expect if the government adopted a comprehensive reform
that included simplifying all rules and procedures regarding entry, operation, expan-
sion, and exit of firms; creating an independent organization to carry out the for-
malization process; consolidating all relevant laws into a single law; and having all
interaction between entrepreneurs and the government handled by a single agency?
The reforms would reduce the cost of establishing and operating businesses by an
estimated 90 percent, the cost of mortgages by 91 percent, and the cost of enforcing
pledges by 77 percent. 

Who would win and who would lose from formalization under this kind of
reform? For a typical firm in the informal sector and for society as a whole, the
potential net benefits are large (table 2). Under a reformed environment, formaliza-
tion would increase the private value of the firm from LE356,423 to LE450,667, a
net increase of 23 percent over 10 years. This is equivalent to an additional after-tax
income of LE9,400 a year—about one and a half times per capita income in 2002. If
entrepreneurs recognized the gains they would enjoy, formalization would take hold.

For society as a whole, the net present value of the gains from formalizing a single
firm is LE66,000. These gains accrue in part to workers who would make LE46,100
more in wages and social security than they did before formalization. The govern-
ment would earn additional revenues of LE93,000 from value-added and income
taxes.9 Consumers would enjoy improved product quality, but products would cost
more because of value-added tax.10

Aggregating across all firms in the informal sector shows that formalization would
increase GDP by LE8.6 billion, or 1.3 percent, a year. Entrepreneurs would gain
1 percent of GDP, workers would gain 0.7 percent, and the government would gain
1.3 percent, while consumers would be worse off by 1.7 percent of GDP. The cost of
formalization to taxpayers is estimated at no more than 0.04 percent of GDP.

How sensitive are these results to alternative assumptions (table 3)? Under more
favorable assumptions about firm growth rates (6 percent a year), productivity
increases (2 percent a year), and higher income tax rates (3 percent of sales), the net
annual gains to society could be as high as 3.7 percent of GDP a year. Entrepreneurs,
workers, and the government would be much better off, while the cost to consumers
would be greater than before. Under less favorable assumptions regarding firm
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Table 2. Welfare Impact of Formalization under a Reformed Environment
(in Egyptian pounds, unless specified otherwise)

Vs Vs Firm-level Annual Annual

(informal) (formal with change economy-level economy-level

reform) (Vs formal − change change

Vs informal) (aggregate Vs (aggregate Vs

formal − formal −
aggregate aggregate

Vs informal) Vs informal)/GDP

Economic agents (1) (2) (3) = (2) − (1) (4) = (3) * (5) = [(4)/GDP]*

number of firms 100

in the informal (percent of

sector GDP)

(LE billions)

Entrepreneurs 356,423 450,667 94,244 6.4 1.0
Employees 207,897 254,014 46,117 4.9 0.7
Consumers (127,980) (295,341) (167,361) (11.4) (1.7)
Government 27,195 120,156 92,960 9.0 1.3
Citizens (cost of (0.3) (0.04)

formalization)

Total 463,535 529.496 65,961 8.6 1.3

Source: Calculated from data obtained from field survey.

TABLE 3. Sensitivity Analysis: Annual Change in Welfare Relative under Alternative
Scenarios
(percent of GDP)

Item Base scenario Optimistic scenario Pessimistic scenario

Economic agents
Entrepreneurs 1.0 2.2 0.6
Employees 0.7 1.1 0.7
Consumers (1.7) (2.1) (1.7)
Government 1.3 2.5 0.8
Taxpayers (0.04) (0.04) (0.04)
Total 1.3 3.7 0.4
Assumptions
Productivity 1.0 2.0 0.5
Output growth rate 3% for first five 6.0 3.0

years, 5% thereafter
Taxation (percent of sales) 1.0 3.0 0.0

Source: Author’s estimates.
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expansion (3 percent a year), productivity (0.5 percent a year), and income tax rates
(zero percent), formalization still leaves the economy better off by close to 0.5 per-
cent of GDP a year. The pattern of distribution of the gains and losses is not different
from the other scenarios.

The simulation results indicate that formalization is likely to be beneficial to society
even under more conservative assumptions than those assumed in the base case sce-
nario. Perhaps equally important, because the exercise is carried out ex ante, the results
could be altered by policymakers. One key instrument for changing the distribution of
the gains is the taxation regime for formalized firms.

Concluding Remarks

The case for leaving the informal sector alone is justified only if the government takes
no action to reduce the cost of entry, operation, and exit for firms in the informal sec-
tor and no steps are taken to expand opportunities for all entrepreneurs in Egypt.
Holding this view and acting accordingly deprives the economy of the huge potential
benefits from formalization. 

The simulation results suggest that there are solid reasons for moving ahead with
formalization reforms in Egypt. A coherent set of reforms would benefit entrepre-
neurs, workers, and government. While consumers are likely to pay higher prices,
they would be ensured that the goods they consume are checked for quality. Eco-
nomic growth would increase, and poverty would decline. Very few reform efforts
would do as much to enhance development in Egypt as formalization.

The case for formalization may be even stronger than the simulations suggest. No
attempt was made to account for the positive externalities resulting from an improved
business environment for medium-size and large firms, the possible benefits of a more
developed financial system, or the benefits from greater respect of law enforcement.
In addition, the model does not take into account possible general equilibrium effects
on prices, employment, and investment. Such indirect benefits are difficult to measure
but cannot be ignored.

Partial reforms are not likely to be effective. All too often measures to promote small
and medium-size enterprises or investment tend to focus on relaxing one constraint or
another, with disappointing results. What is needed in the case of formalization—and
in other areas of reform as well—is a coherent set of reforms that persuade economic
agents to change their behavior in the direction of socially desirable outcomes. The
package of reforms proposed has worked in other developing countries. There is no
reason why Egypt could not take the lead on formalization in the Middle East.

Notes

1. De Soto (2000) makes the most persuasive case in favor of formalization.

2. For details regarding the proposed reform package, see ILD/ECES (2004).
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3. For the sake of simplicity, no attempt is made here to attach different weights to different
components of welfare. But that need not be the case. Different welfare components could
carry different weights for the purpose of income redistribution. One dollar of profit may
be worth more than $1 of consumption, and $1 in the hands of government may be worth
more to society if, for example, it is used to reduce taxes, which would reduce the distor-
tionary effects of taxation and deadweight loss.

4. Examples of possible general equilibrium effects include lower inflation, as a result of the
increased supply of goods; higher wages, due to an increase in the demand for labor; and
higher interest rates, due to increased demand for loans. Taking these effects into account
requires a general equilibrium framework and more data than are available at the micro
level.

5. Following Assaad (1996), take-home pay in the formal sector is assumed to be lower than
take-home pay in the informal sector by about 9 percent.

6. Estimation of the welfare impact of formalization is not likely to be sensitive to how typ-
ical the “typical” firm is, because the same data were used to construct alternative values
of the firm under different assumptions. 

7. For an estimate of the informal sector in Egypt and its characteristics, see El Mahdi (2000)
and Kamel (2003).

8. Given the limited size of the sample, these estimates cannot be used for “prediction” of
the cost in all cases, but they are very useful for “prescription.” In other words, the merit
of the case study approach adopted here is that it helps identify all obstacles, thus making
it possible to devise ways of dealing with them. The problem is that these results cannot
be generalized to all cases, which is possible through econometric techniques.

9. Income taxes are calculated as 1 percent of total firm sales to reduce the cost of book-
keeping and make tax treatment simpler and less arbitrary.

10. It is difficult to model quality improvement in measuring consumer satisfaction, which is
traditionally measured by the area under the demand curve.
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How Does Judicial Independence
Affect the Investment Climate?

LARS FELD AND STEFAN VOIGT

A favorable investment climate requires secure private property rights, which in turn
depend on a strong state. Yet the strength of the state can be its greatest weakness: if
it is strong enough to secure private property rights, it may also be strong enough to
attenuate them or expropriate investments. This can be called the dilemma of the
strong state. A simple promise to honor private property rights in the future is not
credible, because potential investors know that after they have invested, the state has
an incentive not to keep its promises and to hold them up.

In such a setting an independent judiciary can make all actors better off: if it is able
to make the representatives of the state stick to their promises, the economy can
attract additional physical and human capital investment, which can lead to higher
income and growth and higher tax receipts. It would thus seem that rational politi-
cians would have introduced judicial independence long ago. But simply promising
an independent judiciary may not be sufficient to induce additional investment: as
long as potential investors do not believe that the judiciary will really be impartial,
they may not change their investment behavior. Two kinds of judicial independence
thus need to be distinguished, de jure and de facto judicial independence. De jure
judicial independence is reflected in the law; de facto judicial independence captures
the independence actually enjoyed by judges and justices (long term lengths, the
degree to which judicial judgments affect government behavior, and so forth).

Judicial independence implies that judges can expect their decisions to be imple-
mented regardless of whether they are in the (short-term) interest of other govern-
ment branches upon which implementation depends. It also implies that judges do
not have to expect negative consequences—being expelled, having their pay cut,
losing influence—as the result of their decisions.
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Three situations in which the independent judiciary plays a crucial role can be
distinguished:

� Conflicts between private parties. Impartial dispute resolution can be important in
cases in which one of the parties to a voluntary contract believes that the other has
not lived up to the terms of the contract. As long as both sides expect the judici-
ary to be impartial and thus not subject to pressure from either of the contract
partners or any other party, they can save on transactions costs while negotiating
their contract. Lower transactions costs will translate into a more favorable
investment climate.

� Conflicts between citizens and the government. In cases of conflict between citi-
zens and the government, citizens need an organization that can adjudicate which
party acted according to the law. The judiciary performs this task, both by deter-
mining whether newly passed legislation is within the confines of the constitution
and by checking whether the representatives of the state have followed the proce-
dural devices that safeguard the rule of law. The judiciary helps ensure that the
government is under the rule of law.

� Conflicts between government branches. In the absence of an impartial arbiter,
conflicts between government branches are most likely to develop into simple
power games. An independent judiciary can keep them within the rules laid out in
the constitution.

Reducing uncertainty is one of the most important functions of government. It does
so, however, only if citizens can expect government representatives to respect the let-
ter of the law. An independent judiciary can be thought of as a device for turning
promises into credible commitments—to respect property rights and abstain from
expropriation, for example. If it succeeds in doing so, citizens will develop a longer
time horizon, which will lead to more investment in physical capital and to a higher
degree of specialization (a different structure of human capital). Judicial indepen-
dence is thus expected to be conducive to the investment climate and to economic
growth.

This paper summarizes some of the results of two papers on the topic. Feld and
Voigt (2003) introduce two indicators of judicial independence, a de jure indicator
that focuses on the legal foundations of judicial independence and a de facto indica-
tor that focuses on the factually ascertainable degree of judicial independence. Using
a sample of 66 countries, they estimate an econometric model that explains real per
capita GDP growth between 1980 and 1998 by judicial independence and standard
controls. They show that de jure judicial independence has no impact on economic
growth but that de facto judicial independence increases growth.

In a second paper, Feld and Voigt (forthcoming) replicate the results of the earlier
work for a larger number of countries. They also estimate the economic effects of
institutional arrangements that are not part of the judiciary and their interaction with
judicial independence. The components of de jure judicial independence—the specifi-
cation of the procedures, the accessibility and term length of the highest-ranking
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judges—have a modestly significant positive impact on economic growth, while wide
accessibility of the highest court and the highest court’s power of constitutional review
slow economic growth. With respect to de facto judicial independence, factors posi-
tively associated with growth are the absence of deviations from a “normal” average
term length, few changes in the number of judges since 1960, and competitive incomes
for judges. In terms of the effect on growth, no significant differences were found
between courts organized as constitutional courts and supreme courts whose juris-
diction is not confined to constitutional issues. The positive impact of de facto judi-
cial independence on economic growth is stronger in presidential than in parliamen-
tary systems, and it is stronger in systems with a high level of checks and balances. De
facto judicial independence appears to be effective independent of the age of a consti-
tution. In fact, if a state is able to implement de facto judicial independence, the effect
on growth is weaker in countries with older constitutions.

Data Description, Estimation Approach, and Results

To better understand the importance of judicial independence, Feld and Voigt (2003)
introduce two new indicators, which measure the de jure and de facto independence
of the highest court. In many countries the judiciary is made up of thousands of deci-
sionmakers; radical simplification is necessary. The focus on the highest court seems
warranted because even though judges are personally independent, the ultimate con-
trol of court decisions lies with the highest courts as they review—at the request of
the parties involved—lower court decisions. The independence of the highest court
thus seems crucial.

These indicators are objective indicators. A subjective indicator of judicial inde-
pendence identifies survey respondents’ perceptions of judicial independence. Peo-
ple’s perceptions are surely an important element determining their own behavior.
But as perceptions of what an ideal judiciary should look like differ greatly across
countries, survey data are not easily comparable. The two new indicators are based
on objective information. 

The indicator measuring de jure judicial independence contains 16 variables, the
indicator measuring de facto judicial independence 10. The de jure indicator includes
variables such as the means of nominating or appointing highest judges, their term
lengths, the possibility of reappointment, the procedure for removing judges from
office, their pay and possible measures against reduction in their income, the acces-
sibility of the court, the presence of a general rule allocating cases to particular
judges, and publication requirements concerning the decisions of the court. The de
facto indicator includes variables such as the effective average term length, the num-
ber of times judges have been removed from office since 1960, whether their income
has remained at least constant in real terms since 1960, whether the size of the budget
of the court has remained at least constant in real terms since 1960, the number of
cases in which the relevant articles of the constitution were changed, and the number
of times other government branches remained inactive when their action was
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necessary in order to implement a court ruling. All variables can take on values
between 0 and 1. The sum of the variables is then divided by the number of variables
for which information is available. Data are available for about 80 countries.

The estimation approach is straightforward and follows the method used in
modern empirical growth studies such as Haan and Sturm (2000). The following
equation is estimated:

�Yi = αMi + βJIi + γZi + εi (1)

where �Yi is average real per capita GDP growth in country i between 1980 and
1998; Mi is a vector of standard explanatory variables of country i; JIi are the de jure
and de facto indicators of judicial independence in country i; Zi is a vector of addi-
tional explanatory variables in country i, introduced to check the robustness of the
baseline model and consider the interaction with the constitutional, legal, and
political environment of a country; and εi is an error term.

Average real per capita GDP growth data are obtained from the Penn World
Tables Version 6.0 (Heston, Summers, and Aten 2001). The data pose particular
problems with respect to Eastern European countries. Since the data for these coun-
tries in the 1990s are not comparable to data in the 1990s (or do not exist for the
1990s, when some countries did not exist), real per capita GDP growth had to be
averaged for these countries depending on the first date for which GDP data were
available instead of averaging it for 1980–98.1 To ensure that the Eastern European
countries do not drive the results, a dummy variable was introduced that takes on the
value of 1 for transition economies and 0 otherwise. The vector Mi consists of three
variables that are robustly linked to economic growth according to previous studies
(Haan and Sturm 2000): the level of initial real GDP per capita; investment (as a per-
centage of GDP, averaged over the period 1980–98); and the percentage of the pop-
ulation 15 and older with a secondary school education. Data on the third variable
are from the Barro and Lee data set (1996); the other data are from the Penn World
Tables Version 6.0.

Other economic variables making up the vector Zi are average government con-
sumption, as a percentage of GDP 1980–98; openness, measured by the sum of
exports and imports as a percentage of GDP; average population growth between
1980 and 1998; and the average inflation rate between 1980 and 1998, all from the
Penn World Tables Version 6.0 data set. These variables were included because
empirical growth studies suggest they may matter. Continent dummies are included
to check for robustness of the estimation results. In addition to these standard addi-
tional variables, the data by La Porta and others (1999) on the legal origin of coun-
tries are used to test robustness of the growth impact of judicial independence to the
legal and political environment. Finally, several additional constitutional, legal, and
political variables are included, such as the age of the constitution; whether the court
system contains a specific court that deals only with constitutional issues; the extent
of checks and balances in the constitution; whether the country has a presidential
or parliamentary system (based on the Database on Political Institutions [DPI],
provided by Beck and others [2000]; a dummy variable on federalism [reported by
Treisman 2000]; and an indicator of a free press [provided by Freedom House]).
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First, the two judicial independence indicators are estimated. Second, the addi-
tional economic variables and continent dummies are included in the regression in
order to check the robustness of the results. Third, the judicial independence indices
are differentiated into their components (results are reported in Feld and Voigt forth-
coming). Fourth, the additional constitutional, legal, and political variables are
included in the regression and interacted with de facto judicial independence in order
to investigate the differential effects. Several other variations of these regressions, not
reported here, were also performed in order to check robustness. The cross-sectional
analysis is performed using the ordinary least squares technique, while inference is
based on t-statistics computed on the basis of White heteroscedasticity consistent
standard errors.

Baseline Results

The three basic economic variables explain average real economic growth per capita
well (column 1, table 1). This simple growth model explains about 50 percent of the
variance of the real per capita growth rate.

The explanatory power is not improved if the de jure judicial independence indi-
cator is introduced in the model (column 2). Introducing de facto judicial indepen-
dence instead of de jure judicial independence (column 3) significantly changes the
estimation results, however, increasing the explanatory power of the empirical
model, measured by the adjusted R2 from 51 to 64 percent.2 Moreover, and as
expected, de facto judicial independence has a positive impact on real economic
growth per capita and is significantly different from 0 at the 1 percent significance
level. The impact of de facto judicial independence is robust to the inclusion of con-
tinental dummies (column 5) and additional economic variables (column 6). In all
specifications reported in table 1, the hypothesis of normal distribution of the resid-
uals cannot be rejected at any conventional significance level (this is true for nearly
all of the estimations). This result is important to keep in mind, since it indicates the
absence of outliers.

Interaction of Judicial Independence with the Organizational,
Constitutional, Legal, and Political Environment

Judicial independence may work differently in different environments. The organiza-
tional environment of the highest courts is described by three variables. The first is
the legal origin of a country. La Porta and others (1999) distinguish between English,
French, Scandinavian, German, and socialist legal origins.3 The inclusion of the legal
origin variables does not affect the estimation results of the two judicial indepen-
dence variables. As before, de facto judicial independence is significant at the 1 per-
cent level and has a positive impact on economic growth, while de jure judicial
independence is not significant at any level. Of the legal origin variables, only the
socialist origin variable has a significant positive impact, although the hypothesis that
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TABLE 1. Baseline Specifications for OLS Regressions of per Capita GDP Growth
on Judicial Independence and Controls, 1980–98

Variable (1) (2) (3) (4) (5) (6)

De jure judicial independence — 0.635 — −0.463 0.081 0.280
(0.42) (0.29) (0.05) (0.18)

De facto judicial — — 1.885** 1.914** 1.511* 1.673*
independence (3.20) (3.08) (2.34) (2.49)

Real per capita GDP in −0.177** −0.180** −0.200** −0.200** −0.205** −0.264**
1980 (thousands of dollars) (4.04) (4.06) (4.19) (4.15) (3.42) (4.40)

Secondary school attainment 0.047* 0.048* 0.037(*) 0.036(*) 0.032 0.037(*)
in 1980 (percent) (2.47) (2.48) (1.95) (1.84) (1.58) (1.74)

Average Real Gross Domestic 0.170** 0.169** 0.178** 0.180** 0.159** 0.144**
Investment (as percentage (5.63) (5.61) (6.81) (7.04) (5.43) (3.63)
of GDP), 1980–98

Dummy for transition −1.805* −1.798* −1.085 −1.065 −1.549(*) −2.202*
economies (2.19) (2.19) (1.23) (1.20) (1.70) (2.14)

Dummy for Africa n.a n.a n.a n.a −0.890 n.a
(1.30)

Dummy for Asia n.a n.a n.a n.a −0.060 n.a
(0.10)

Dummy for South America n.a n.a n.a n.a −1.196* n.a
(2.38)

Average population growth, n.a n.a n.a n.a n.a −0.821**
1980–98 (percent) (2.82)

Openness (percent of GDP) n.a. n.a. n.a. n.a. n.a. 0.006
(1.03)

Government consumption n.a. n.a. n.a. n.a. n.a. −0.011
(percent of GDP) (0.45)

Inflation (percent) n.a. n.a. n.a. n.a. n.a. −0.020
(1.10)

Constant −1.352 −1.646 −2.136 −1.920 −1.004 −0.038

R
–2 0.508 0.503 0.641 0.636 0.476 0.657

Standard error of regression 1.800 1.808 1.571 1.582 1.565 1.537

Jarque-Bera-test of normality 4.206 4.975 2.327 1.719 5.226 5.191
of the residuals 

Number of observations 87 87 73 73 73 73

*Significant at the 10 percent level.

**Significant at the 5 percent level.

***Significant at the 1 percent level.

n.a. Not applicable. 

Note: Numbers in parentheses are the absolute values of the estimated t-statistics, based on the White
heteroscedasticity-consistent standard errors.
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the legal origin variables have no impact on economic growth is rejected at the 1 per-
cent significance level (F = 17.811).4

Second is the organizational environment, captured by the age of the constitu-
tion.5 It could be argued that de facto judicial independence is higher in countries that
have not had many changes in their constitutions in the past 40 years. This argument
stems from the construction of the de facto index, which includes such components
as changes in the number of judges since 1960 and the real income of and budget for
judges since 1960. If the argument holds, countries with new constitutions would
have a clear disadvantage by construction. Everything else equal, the older the con-
stitution, the higher is economic growth. The impact of the age of the constitution is
significant at the 5 percent significance level. The baseline model is not affected by
the inclusion of judicial independence, however. In particular, the significant positive
impact of de facto judicial independence remains robust. Interacting de facto judicial
independence with the age of the constitution reveals an interesting result. While the
basic impacts of de facto judicial independence and the age of the constitution remain
robust and retain their significant positive impacts on economic growth, the interac-
tion term is significantly negative. Given a high degree of de facto judicial indepen-
dence, countries with old constitutions experience significantly lower real per capita
GDP growth than countries with new constitutions; countries with new constitutions
can be inferred to experience higher growth rates given a high degree of de facto judi-
cial independence. The partial correlation coefficient between the age of the consti-
tution and de facto judicial independence is −0.31, however, implying that the prob-
ability that a country with a young constitution manages to have a high degree of de
facto judicial independence is low. 

Third, and most important, the consequences of judicial independence may
depend on the underlying court model. Constitutional review can be allocated to
every court in a country, as in the United States; to a specialized constitutional court
that deals with constitutional matters, as in Austria or Germany; or to a special body
constrained to ex ante review, as in France. The constitutional court model may have
an advantage over the other two because it provides the power for ex ante and ex
post as well as abstract and concrete review. A dummy variable of 1 for a constitu-
tional court according to the Austrian model and 0 otherwise was included in the
estimated equation to capture this notion. Neither the constitutional court variable
nor its interaction term with de facto judicial independence has any significant
impact on economic growth, while the impact of de facto judicial independence
remains robust and keeps the significant positive impact.6

In addition to the organizational environment, other constitutional provisions
shape the impact of judicial independence on economic growth. The extent of checks
and balances is included in the model by drawing on an ordinally scaled variable pro-
vided by Beck and others (2000). The higher the extent of checks and balances in a
constitution, the higher are the values of that variable. The more checks and balances
a constitution contains, the higher is economic growth. This variable is significant at
the 5 percent significance level, but it leaves the significant positive impact of de facto
judicial independence unaffected. The interaction of de facto judicial independence
with the checks and balances variable does not yield clear-cut results.
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Closely connected to the checks and balances discussion is the analysis of presi-
dential versus parliamentary systems. In order to control for the differences in these
systems, the model uses a variable by Beck and others (2000) that adopts values of 0
for direct elections of the president, 1 for a strong president elected by an assembly,
and 2 for elections of the head of state by the parliament. The results indicate that
parliamentary systems had significantly higher growth rates than presidential systems
between 1980 and 1998. These results corroborate the findings by Persson and
Tabellini (2003), who find that presidential systems have a lower labor productivity.
While the significantly positive impact of de facto judicial independence remains
robust in both equations, most interesting is the fact that the interaction term of de
facto judicial independence and the parliamentary system variable has a significant
negative impact, indicating that the growth-enhancing effect of de facto judicial
independence exists in particular in presidential systems.7

Possible Policy Implications

Several policy implications can be drawn from these results. With regard to de jure
judicial independence, the procedures and the powers of the court should be fixed in
the constitution. With regard to de facto judicial independence, actual term lengths
should not deviate from the lengths indicated by the law, and judges’ salaries must
not decline. 

A few words of caution are in order. First, the model did not test for the effect of
judicial independence on investment levels but on per capita GDP growth. Second, it
is de facto judicial independence that is highly relevant for economic growth. Sadly,
it is very difficult to substantially improve de facto judicial independence in the
short run.

Notes

1. Average real per capita GDP growth is based on the following periods: Armenia and
Estonia 1992–98, Azerbaijan and Kazakhstan 1994–98, Bulgaria and the Russian Feder-
ation 1991–98, Croatia 1995–98, the Czech Republic and Slovenia 1990–98, Georgia
1991–98, Lithuania 1993–98, the Slovak Republic 1987–98, and Ukraine 1989–98. The
structural shift between growth data in the Federal Republic of Germany before and after
unification is coped with by computing the average growth rate of GDP for 1980–90 for
the Federal Republic of Germany, computing the average growth rate for unified Germany
for 1990–98, and taking the mean of the two rates.

2. Information on de facto judicial independence is available for only 73 countries.

3. The dummy variables for socialist legal origin and transition economies are not identical,
because the transition economies include only the former Soviet republics and the Eastern
European countries, not Cambodia, China, Vietnam, and some former socialist countries
in Sub-Saharan Africa.

4. That socialist legal origin has a significant positive impact should not be the source of
worry, because Eastern European transition economies are controlled for by the dummy
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for Eastern European countries, so that the socialist legal origin dummy controls mainly
for Cambodia, China, Vietnam, and former socialist countries in Sub-Saharan Africa.

5. Including the age of the constitution reduces the number of observations by two, because
it is difficult to assess the age of a constitution in countries, such as the United Kingdom,
that do not possess a formal constitutional document.

6. The same equation was estimated by recoding the constitutional court variable so that the
French model was not taken together with the American model. The results remain virtu-
ally the same. A more differentiated analysis must be left to future research.

7. Caution in the interpretation of this result is warranted. As earlier research has shown
(Hayo and Voigt 2003), parliamentary systems are significantly more likely than presi-
dential systems to realize high degrees of de facto judicial independence. It is possible that
the few presidential systems that were able to realize high degrees of de facto judicial inde-
pendence have been growing at faster rates than the large number of presidential systems
that were not able to realize high levels of de facto judicial independence. 
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The quality of the overall business environment is an important determinant of a coun-
try’s real economic growth. This article starts with the links between the financial sec-
tor and the business environment and reviews the evidence on how the financial sector
facilitates economic growth. It analyzes the determinants of financial sector develop-
ment, stressing the similarities between those factors that determine a country’s busi-
ness environment and those that drive financial sector development. It then reviews the
issues on which there is less clarity, such as the tradeoffs between ensuring financial
sector stability, financial sector efficiency, and broad access to finance. It ends by high-
lighting the many unknowns about how economic and political economy factors drive
financial sector reform.

How Does Finance Affect Growth?

The financial and real sectors of the economy are linked in several important ways.
The financial sector facilitates real sector growth by facilitating payments, sharing
risk, pooling savings, allocating resources, and monitoring firms’ activities. The finan-
cial sector also depends on the real sector: without a solvent, efficient, and vibrant real
sector, a strong financial sector cannot exist. The financial sector is thus both an input
to and an output of a country’s real sector.

Many empirical studies have shown that finance contributes to growth—at the
country, sector, and firm levels (for a review, see Levine forthcoming). Finance has been
shown to be especially important for the growth of small firms and the emergence of
new ones (see, for example, Beck, Demirgüç-Kunt, and Maksimovic forthcoming).
Finance is thus critical to real sector growth.
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Despite these studies, some doubts remain about the causal relation between
finance and growth, partly because the measures of financial depth often used to
establish the connection do not provide evidence of the channels through which
finance works (see Zingales 2003 for a critique). Furthermore, finance can also be a
source of distortions, risks, and misallocation of resources—as the recent corporate
governance scandals revealed—thereby hindering growth. Finance can create volatil-
ity, even in well-developed financial markets, as it did when real sector shocks were
exacerbated by weak banking systems during the “credit crunch” of the 1990s in the
United States and other industrial countries or by the episodic exuberance and pes-
simism of financial markets in the early 2000s. In the extreme, distortions caused by
the financial sector can lead to crises, as happened in the 1990s in East Asia and in
many developing countries in Latin America and elsewhere.

Tailoring Financial Sector Reform

The depth of a financial system depends on macroeconomic and institutional
fundamentals. Many of these aspects—not just legal origin, property and creditor
rights, and the judicial system but also financial sector regulation and supervision—
have been documented over the past decade, and their relationships with financial
sector development and functioning have been shown empirically (see, for example,
La Porta and others 1998; Barth, Caprio, and Levine 2003; Beck and Levine
forthcoming).

Many questions nevertheless remain about financial development. How do the
(newly) developed global standards fit in with the preferred model for financial sec-
tor development? Is the model being pursued for financial development the right one
for all countries? Should different priorities be pursued at different phases of finan-
cial development? What do global and technological changes imply for the financial
sector development strategies of developing countries?

Policymakers are pushing countries to adopt uniform, global standards, such as the
25 Core Principles for Effective Banking Supervision developed by the Basle Com-
mittee on Banking Supervision and the International Organization of Securities Com-
mission (IOSCO) standards for securities markets. Such standards can be useful, but
care must be taken that imposing them does not force countries to adopt policies that
are ill suited to their initial conditions or particular circumstances. Barth, Caprio, and
Levine (2003) show that low-paid supervisors in developing countries are unlikely to
be able to resist the temptation of corruption, for example; reforms that depend
too much on such supervisors or give them too much power may therefore not be
realistic.

Other questions have to do with the type of financial system to develop. Is more
concentration, which helps pool funds to finance large investments, desirable in
countries with less developed financial sectors? In environments in which informa-
tion is not transparent, close relationships between banks and borrowers that are less
subject to competitive forces may help firms access financing. How should this access
be weighed against the negative effect that reduced competition could have on
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performance and on the political economy of reform? What is the best balance
between competition, access to financing, and efficiency of a financial system?

Is there a life cycle in the dynamics of industrial structure that makes certain finan-
cial market structures more attractive at certain points? How does the balance
between banks and markets change as countries develop? At what level of develop-
ment is there scope and need to develop nonbank financial markets, such as bond
and securities markets? Given the increased role of capital markets and nonbank
financial institutions in financial systems around the world, do banks still play such
a special role that they need the protection of a public safety net? Should prudential
regulation be revisited? 

These questions are particularly relevant today because of rapid changes in tech-
nology, globalization trends, and other changes in real economies and the global sys-
tem that should affect the strategy for developing local financial sectors. Countries
may be able to leapfrog by importing new financial sector approaches and tech-
niques. Solutions that were not technically possible a decade ago may now be feasi-
ble. Examples include the use of the Internet to facilitate trade finance and remotely
access the services of global stock exchanges, diminishing the need for local markets.

What Do We Know about the Political Economy
of Financial Sector Reform? 

Little is known about how countries can be encouraged to give financial sector devel-
opment greater priority in their reforms. Much of the evidence on what drives finan-
cial sector development and the links between finance and growth is of a cross-country
rather than a time-series nature. The fact that more new firms emerge in countries with
better-developed financial sectors, for example, may reflect conditions other than
access to finance. Better laws and regulations may reflect a higher level of social capi-
tal, which leads to better laws, more financial development, and higher growth. As
Luigi Zingales (2003, pp. 47–48) notes:

[T]here is a set of countries that seem to be doing “the right thing” in many dimensions:
Their legal enforcement is better, their level of generalized trust higher, their judicial sys-
tem more efficient and independent; they have less corruption, less regulation, more
respect for property rights, and better-developed financial markets. Each institution
taken individually has a positive effect on economic growth. Yet there are too many
(highly correlated) variables and too few countries to be able to reliably identify the
effect that one institution has compared with another. To make the problem worse, all
these variables are measured with errors. Thus, a multiple regression may fail to identify
which of these variables really matter. Finally, these characteristics seem to be very
persistent.

Financial reform involves questions of political economy, to which finance is intrin-
sically linked. After all, the financial system allocates property rights and can be an
important means by which incumbents block entry.

If, for political economy or other reasons, financial sector reform is difficult, are
there other, less direct ways to achieve the desired outcomes? What other changes can
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most usefully spur financial reform? Rajan and Zingales (2003a) have highlighted
the importance of openness to capital flows and competition in the development of
capital markets in Europe and the United States in the early 1900s. Changes in the
real economy that over time lead to changes in cash flow and control rights can also
affect the political economy, thereby affecting the desire to reform the financial sec-
tor. Rajan and Zingales (2003b) consequently stress the need for the middle class to
push for reform, including financial sector reform. Wealth and income policies—
such as privatization, which spreads ownership—can over time help create a con-
stituency for financial sector reform. 

The Need for Additional Research

Several questions require additional research:

What is the best way to view the structure of financial systems? The issue of
financial structure has often been addressed in terms of a bank-based versus market-
based structure. But it can also be viewed in terms of a vertical versus horizontal
structure. In many countries, groups of financial institutions operate horizontally to
allocate resources within the group. Elsewhere banks (as in Germany) or insurance
companies (as in Japan) are at the apex of the ownership and control structure and
operate vertically. The horizontal and vertical models have different implications for
the role of the government and the reforms that need to be—and can be—pursued.

How do political economy issues affect financial sector reform? When do
countries reform? When did the political economy in the United States allow changes
such as the removal of intrastate banking restrictions or the repeal of the Glass-
Steagall Act? Was it interindustry competition, technological progress, global com-
petition between financial systems, or real sector changes that spurred politicians to
remove barriers? Were changes in the political system responsible for reforms in the
financial sector?

How have financial crises affected financial sector reform? Case studies could
shed light on how financial crises have spurred countries to reform their financial
systems. What measures were enacted? Which ones made a difference? If effective
reforms follow crises, can these crises perhaps be viewed as blessings in disguise?

How are reforms and ownership structures tied? Is there a channel from own-
ership to reform? Does, for example, the degree of corporate sector ownership directly
held by the public affect the public’s incentives to push for reforms? If so, what does
this imply for real sector reforms? What are the benefits of particular privatization
strategies? In a country in which state ownership is widespread, are ownership
reforms useful? What have been the effects of large-scale privatization and the wider
distribution of equity ownership on financial sector reform in Eastern Europe? Did
reforms go deep enough, or did insiders and incumbents hijack reforms?
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Breaking the Cycle of Corruption

Governments and businesses that engage in corruption are not only a part of the
problem, but also the victims of a vicious circle. To break that circle, civil society
organizations need to engage with one another—and with governments and the pri-
vate sector—so that their voice is heard and taken seriously by policymakers at all
levels. That is the key to the approach at Transparency International (TI).

This cooperative approach is essential in tackling an issue as complex as corrup-
tion in a global marketplace in which corruption has become almost the norm. Busi-
nesses find themselves in a prisoner’s dilemma—those who refuse to bribe are at a
competitive disadvantage because the bribes paid by their competitors secure lucra-
tive contracts; to survive companies have to bribe. The coalition-building approach
enables the government, the private sector, and civil society organizations to find
areas of common interest. It allows them to establish responsible standards of behav-
ior that no single government or company would unilaterally adopt.

Making the OECD Convention Work

The 1999 OECD Anti-Bribery Convention—whose 35 signatories account for more
than 90 percent of foreign direct investment worldwide—is a striking example of the
importance of this approach. The key to securing support for the convention was the
support of large companies: 20 European companies signed a letter, drafted by TI, to
their ministers encouraging them to sign the convention.

TI managed to bring business on its side by offering an escape route from the pris-
oner’s dilemma. Under the OECD Convention all major competitors in the world

Peter Eigen is chairman of Transparency International, Berlin, Germany.

Berlin Workshop Series 2005
© 2005 The International Bank for Reconstruction and Development/The World Bank



74 |    PETER EIGEN

market are legally bound simultaneously to stop bribing. French or German compa-
nies can now be charged under their home countries’ laws for bribing African, Asian,
or Latin American officials. Critical to success is the fact that each country feels con-
fident that the other signatories will introduce appropriate legislation to implement
and effectively enforce the convention.

A follow-up process is underway at the OECD to translate the Convention into
law and practice. Civil society organizations, led by TI, are providing input to and
monitoring the follow-up. In November 2002 TI chapters campaigned to ensure that
governments made up the shortfall in the budget for monitoring enforcement of the
Convention through a peer review process. The effort has met with success, but TI
will have to continue to apply pressure to ensure that the monitoring process is ade-
quately resourced.

The Bribe Payers Survey, a TI poll of 835 senior managers in 15 emerging market
economies, was conducted between December 2001 and March 2002. It revealed
that only one in five respondents knew something about the Convention. The results
are damning evidence that OECD governments have failed to make businesses under-
stand the new legislation.

Cracking Down on Corruption by Companies 
in Industrial Countries

The issue of bribing abroad hit the headlines in October 2002 when a Canadian engi-
neering consultancy was convicted by the High Court of Lesotho. (The firm’s appeal
was rejected in 2003.) This case was just one of many: 14 Western companies face
charges of bribing government officials to win contracts in the Lesotho Highlands
Water Project, an $8 billion scheme to build dams to supply water to South Africa.

The significance of the case lies in the fact that for the first time a court in a devel-
oping country convicted an international company of paying bribes rather than just
prosecuting a local official for taking bribes. If the industrial world does not start
applying the OECD Convention to its own companies in its own courts, it will be hard
to ask developing countries to demonstrate good governance and fight corruption.

The mood of both governments and the private sector is changing rapidly. Since
the Enron, Global Crossing, and WorldCom scandals jolted shareholders and pen-
sion fund managers into reality, the public no longer has confidence that a corpora-
tion’s books provide a fair and accurate statement of its finances. The implications
for the efficient operation of capital markets are far-reaching.

Increasing Corporate Disclosure

Campaigns for greater corporate disclosure are beginning to make headway. On
November 5, 2002, the world’s main diamond producing and trading countries
endorsed the United Nations–backed Kimberley process certification scheme, which
traces rough diamonds from their point of origin. The new rules, put in place in
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January 2003, make it illegal to import diamonds without a certificate of origin.
The measures are designed to stop trade in diamonds from conflict zones, in partic-
ular Angola, the Democratic Republic of Congo, Liberia, and Sierra Leone, where
they have been used to enrich military elites and entrench their interest in prolonging
civil war.

Angola’s oil industry has been the focus of a major campaign by Global Witness,
TI, and more than 30 other NGOs. Almost 90 percent of the Angolan government’s
revenues come from the oil industry, but as much as 40 percent of GDP in some years
has failed to reach the Treasury, instead being channelled into secret funds.

TI and Global Witness are urging financial regulators, such as the Securities and
Exchange Commission in the United States, to require oil, gas, and mining companies
to publish taxes, fees, royalties, and other payments made to host governments as a con-
dition for being listed on international stock exchanges and financial markets. Relying
on voluntary corporate disclosure has failed because companies fear discrimination
by host countries if they breach confidentiality clauses. BP’s decision to “publish what
you pay” in Angola, for example, drew threats from the Angolan state oil company of
terminating the concession.

With TI’s input, the British government has pushed the case for disclosure forward
with the Extractive Industries Transparency Initiative, which calls for a voluntary
approach to disclosure in the oil industry. The move is a welcome start, but a manda-
tory approach is needed.

Working toward Adoption of a UN Convention against Corruption

Since 2001 TI has been working to pressure governments to agree on a UN Conven-
tion against Corruption. The drafting of the convention strengthens international
cooperation on preventing and criminalizing corruption, particularly with the break-
throughs made on mutual legal assistance in the return of assets stolen by corrupt
leaders.

Regrettably, the U.S. government blocked Article 10, on the financing of political
parties, which would have made transparency of political party funding a legal
requirement and enacted important conflict-of-interest laws. TI’s Global Corruption
Barometer—a survey of households in 47 countries—reveals that in three countries
out of four, political parties are the institution from which citizens would most like
to eliminate corruption; in the United States 4 out of 10 people single out political
parties as the institution most in need of reform. People all over the world are send-
ing a clear message to political leaders: rebuild the trust of ordinary people.

Establishing Business Principles for Countering Bribery

Companies must establish codes of conduct, including detailed rules designed to
combat bribery at home and by subsidiaries abroad. Together with BP, Shell, Tata,
General Electric, and other companies, TI has developed a set of business principles
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for countering bribery. The proposals include training programs for all employees to
help ensure that bribery—direct or indirect—does not take place. 

The Unique Role of NGOs

TI has to focus on tasks that other players cannot credibly handle. Corruption is a
clear example of an issue that governments and the private sector cannot tackle effec-
tively alone. Governments lack the global reach; business is driven by the need to turn
a profit. Civil society and its organizations and institutions thus have to become
equal partners alongside governments and the private sector in order to form a
“magic triangle.” Civil society may be invited to fulfill this role, but it must also work
itself into this position.

TI will continue to be a trailblazer. It will continue to strive to create a world free
of corruption, and it will demonstrate how constructive and helpful civil society
organizations can be in shaping better governance in a globalized economy. It will
work to show that NGOs can help create an environment in which the poor and the
weak have a fair chance to participate in a more prosperous world, one in which
democracy is a vibrant tool for calling governments to account and where everyone
has a full say, wherever he or she is born.

The OECD estimates that budgets for government purchases worldwide run up
to $5 trillion a year. The scope for diverting large sums in bribes is frightening, as
are the lost opportunities when public expenditure is diverted from basic needs, such
as education, health care, and housing. Development is further undermined when
import licenses can be obtained only by paying bribes and foreign investors have to
negotiate entry regulations.
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To say that high levels of investment and efficient investment allocation require a good
investment climate is a tautology. The policy question is to identify the precise condi-
tions that make up a good investment climate. The current policy consensus is that a
good investment climate is characterized by standard good governance requirements
together with the adequate supply of certain types of infrastructure, such as electricity
and telephone lines. Good governance in turn is measured by the stability of property
rights and, according to some, the depth of democracy and public accountability. The
theory is that stable property rights (measured by a number of factors, including a low
risk of expropriation and a low level of corruption) induce high investment rates and
ensure efficiency in investment allocation, while democracy signals that governments
will not engage in ex post expropriation. These conditions, it is argued, are essential
for ensuring rapid growth and sustained poverty reduction. These key policy goals,
identified in the new consensus on investment climate, are best attained by policies that
promote a service delivery state (Khan 2002). This is a state that protects property
rights, is subject to the rule of law, does not intervene in markets, and provides key
services, such as electricity and telephone lines.

The desirability of many of these institutional goals, particularly anticorruption and
democracy, can hardly be questioned as ends in themselves. Nevertheless, several ques-
tions need to be addressed. First, does the evidence validate the claims that these are
necessary, let alone sufficient, preconditions for growth? Second, has the theory behind
the policy agenda been rigorous in identifying the critical preconditions of growth that
need to be implemented in developing countries to accelerate their growth rates? And
third—and most important—are there more important and vital institutional precon-
ditions for high and sustained investment regimes in developing countries? If there are,
we may be missing them by focusing on reforms that sound plausible and are clearly
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desirable themselves but that may not be targeting the most critical obstacles to
growth.

On the question of evidence, a substantial body of literature appears to show a cor-
relation between standard good governance characteristics on the one hand and invest-
ment and growth performance in developing countries on the other (see Hall and Jones
1999; Kaufmann, Kraay, and Zoido-Lobatón 1999; Johnson, Kaufmann, and Zoido-
Lobatón 1998; Clague and others 1997; World Bank 1997; Knack and Keefer 1995,
1997; Barro 1996; and Mauro 1995). But this evidence has to be treated carefully, for
a variety of reasons (Khan 2002).

• The indices measuring governance quality are subjective. Respondents in well-
performing countries are likely to give high rankings simply because things are
working well. For instance, China scores higher than India on indices of the rule of
law. But can we be sure that the higher ranking really reflects the better implemen-
tation of the rule of law in China? Or might the ranking simply reflect that the
Chinese “legal system” works better to provide the things that investors want—and
may be overriding the legal rights of other groups?

• Available time series data are inadequate to test causality. Most indices of gover-
nance quality begin in the mid-1980s; the more reliable data are available only for
the 1990s. Longer time series are needed to determine if high-growth countries
implemented good governance reforms or created good investment climates before
their growth took off. 

• The number of high-growth countries is too small to generate satisfactory econo-
metric results. The high-growth developers are particularly important, because even
though governance indices are not available for periods before their takeoffs, their
governance indices remained poor for a considerable period even after growth took
off. Even in the mid-1980s the Asian high-growth economies come out only a little
better than many poorly performing countries in terms of the Knack and Keefer
(1995) indices of institutional quality (based on quality of bureaucracy, rule of law,
expropriation risk, and contract repudiation by government). Rodrik (1997) notes
that while growth within East Asian countries was correlated with the index, only
Japan, Singapore, and Taiwan (China) had high scores, and none was remotely poor
by the mid-1980s. Indonesia scored the same as Ghana, Myanmar, and the Repub-
lic of Congo, while Malaysia, the Republic of Korea, and Thailand were at the same
level as Côte d’Ivoire. Nor were most high-growth developers democratic when
they began growing. Thus, while poorly performing developing countries did not
have good governance characteristics, neither did many of the high-growth devel-
oping countries, well into their growth phases. If there were many of these high-
growth countries in the regression exercises, the results may have changed; as it is,
they simply drop out as outliers. But they should not be treated as outliers: they are
the only cases of successful transitions in recent history.

• Most worrisome for the consensus, there are no historical examples of countries
that first improved governance as defined in good governance theory and then
began growing rapidly. Cross-sectional and even time series regression exercises
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are misleading, because they do not allow sequential analysis of individual coun-
tries to be conducted to see which came first, better governance in the conventional
sense or high growth driven by institutional changes that had little to do with good
governance. No one would argue that Taiwan (China) in the 1950s, the Republic
of Korea in the late 1950s and early 1960s, or China in the 1970s were introducing
good governance, as it is defined today, and that their success in having done so
explains their subsequent high rates of growth.

These issues are summarized in figure 1, which plots Knack and Keefer’s Property
Right Stability Index (incorporating corruption, rule of law, bureaucratic quality,
government contract repudiation, and expropriation risk) for 1984, the earliest avail-
able year, against GDP growth rates for 1980–90. While the regression line has the
expected positive slope (although the R2 is only 0.03), the countries separate into three
distinct groups. Most countries belong to either group 1 (low-growth developing
countries, defined by a growth rate below the advanced country average) or group 3
(advanced industrial countries, defined by their per capita incomes). Group 1 has
low growth (by definition) and poor governance characteristics, while group 3 has
higher growth and the best governance characteristics. The most interesting group is
group 2 (developing countries that are catching up by virtue of having higher growth
rates than the advanced countries). Although the countries in this group are not

Source: Author’s calculations.
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numerous enough to affect the slope of the regression line, they are the only ones actu-
ally catching up. While their growth was significant, their property rights and other
governance characteristics were not significantly different from the developing coun-
try average. This observation is particularly significant given that the data are already
biased in some of the ways mentioned earlier (high-growth countries are likely to gen-
erate better subjective indices of governance). Moreover, because they have already
grown for some time, their governance characteristics would be expected to be better
as a result of growth.

This evidence raises a very important question for catching-up policies in develop-
ing countries: do group 1 countries try to reach group 3 by first emulating the gover-
nance characteristics of group 3 countries, or do they look at history and try to attain
the governance characteristics of group 2 countries, the only countries actually catch-
ing up? The route to group 3 may be through group 2, in which case the relevant
institutional and governance capacities for group 1 countries should be sought in
group 2 rather than group 3 (Khan 2002). Whatever the critical institutional and
governance characteristics that created a good investment climate in group 2 coun-
tries, they did not include stable property rights and other characteristics that good
governance theory identifies.

These empirical observations raise serious questions about the adequacy of the
theory underlying the current consensus on what constitutes a good investment
climate. Underlying the good governance and investment climate approaches is a
theory of capitalist development that has many weaknesses. These theories are based
on observations of capitalist economies in industrial countries, but the theoretical
mechanisms they assert may not be appropriate for identifying reform priorities in
emerging capitalist economies going through developmental transitions. In particu-
lar, the focus on stable property rights and the creation of a well-functioning market
needs to be questioned. While these are important characteristics of an advanced
capitalist economy, creating a capitalist economy always requires substantial restruc-
turing of property rights and incentives for emerging capitalists to rapidly acquire
new technologies. During this transition, the condition of stable property rights is an
odd one to aim for, particularly since the existing structure of rights and production
systems is by definition of low productivity. The real question is whether the eco-
nomic and social restructuring taking place is taking the country in the direction of
a viable capitalist economy or not. The danger is that the good governance and
investment climate approaches are bypassing the difficult questions about social
transformation, instead focusing on reforms that may make an already existing
capitalist market economy work better.

Recent historical experience suggests that developing countries that successfully
transformed themselves into growth economies shared a number of important char-
acteristics that were quite different from those identified in the investment climate
and good governance approaches. These characteristics enabled their states to play a
critical role in ensuring rapid structural changes (see Khan 2002). Two of the most
important were the capacity to alter property rights and the capacity to manage
growth-enhancing rents and destroy growth-reducing rents.
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Far from guaranteeing not to intervene in property rights, dynamic transformation
states actively engaged in property right transformations that transformed poorly
performing precapitalist property rights into rights that were more appropriate for
rapid productivity growth. These changes in the structure of rights were organized
only partly through markets. Many important changes involved nonmarket transfers
and interventions. These ranged from direct interventions in property rights (such as
land reform) to indirect interventions that tilted the playing field to make it easier for
some groups to acquire new rights (involving policies affecting relative prices, taxes,
exchange rates, and land regulations) and even included state involvement in illegal
transfers of rights (land grabs by individuals or groups connected to political power).
It is not possible to generalize about the role of any of these processes in the capital-
ist transformation, since the type of intervention and its effect varied dramatically
across countries, depending on initial technological and institutional conditions and
internal political power structures. In most developing countries these processes led
to plunder by unproductive classes, and growth and development suffered. In the few
countries that did succeed, these processes led to the emergence of a dynamic capi-
talist class. All that can be said with some certainty is that capitalism did not emerge
where states lacked the institutional and political capacity to carry out far-reaching
changes in rights and or where states simply protected the sanctity of precapitalist
property right structures.

Dynamic states also intervened in markets to create and manage rents to acceler-
ate technology acquisition and to promote the competitiveness of emerging domestic
capitalists. This, too, is very different from the good governance claim that competi-
tive markets require that states should not intervene. There is a big difference between
creating and maintaining international competitiveness and withdrawing all rents
from the market and eliminating the capacity of the state to create any rents. Indus-
trial countries maintain significant rents in their markets to promote technological
innovation and stabilize their polities. In just the same way, developing countries have
to acquire the capacity to create and manage rents to accelerate the adoption of new
technologies and manage their polities. Dynamic transformation states had these
capacities; less dynamic states often did not. Once again, the good governance and
investment climate approaches divert attention from how to create these critical rent-
management capacities in developing countries.

The types of changes in rights and the required rent-management capacities can—
and do—differ significantly across countries. The task of policy-relevant research is to
identify the conditions that determine which types of capacities and structural changes
are most relevant in specific contexts (Khan 2000a, 2000b).

While this work needs to be extended, it is also important to point out that the
current focus on good governance and investment climate reforms has serious weak-
nesses, because it does not address very important issues that historical observation
suggests were critical in successful transformations. If nothing more, this should warn
us against making exaggerated claims for the new policies.

We should be aware of at least two types of dangers. The first is that a focus on a
policy that does not identify the critical state capacities essential for ensuring high
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investment rates and efficient investment allocation may waste resources and divert
policy attention from critical tasks that may be neglected. The political fallout is
likely to be very damaging if developing countries following the advice of multilat-
eral agencies are once again disappointed by the results. But an even more serious
possibility is that a focus on a particular version of good governance and investment
climate reforms could even weaken state capacities to carry out effective transforma-
tion interventions. This is not just a theoretical possibility: the service delivery con-
ception of the state underlying the good governance and investment climate models
argues that the state should restrict itself to a very limited number of service delivery
tasks. If the state is trimmed down to a few key service delivery agencies and made
to protect existing property rights to the best of its ability, the possibility of creating
an effective transformation state in the future may be significantly reduced. If mak-
ing a real difference in the investment climate requires creating a viable capitalist
economy, investment climate reforms that reduce the state to service delivery tasks
may paradoxically make it more difficult to achieve the investment climate that is
desired.
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Some of the effects of competition policy on business investment are familiar. Others
concern aspects of firms’ behavior that have not received much attention in the
empirical literature. This paper attempts to fill in some missing pieces. Among other
things, it examines transition dynamics and welfare effects. The story it tells is not
the only plausible description of firms’ responses to heightened competitive pressures.
Rather, it represents informed speculation, constrained by the empirical facts and by
the presumption that managers maximize the expected value of their firms in the face
of uncertainty.

Two types of investment can be distinguished. Physical investment increases pro-
ductive capacity or replaces capital that has worn out or been sold. Innovative invest-
ment, when successful, improves firms’ products or productive processes. These types
of investment may respond in different ways to competition policy, and they gener-
ally interact with each other.

The list of policies that affect the nature of competition is very long. For developing
countries perhaps the most prominent government interventions are trade policies,
policies that encourage small and medium-size enterprises, and policies concerning
multinational investments. (Antitrust policies play only a minor role.) The focus here
is on trade policy.

Openness Investment, and Welfare

Erdem and Tybout (2004) use a computable industrial evolution model to explore
the effects of foreign competition on the behavior of firms in an import-competing
industry.1 They model the domestic product market as imperfectly competitive, with

James R. Tybout is professor of economics at Pennsylvania State University and research associate of the National
Bureau of Economic Research (NBER).

Berlin Workshop Series 2005
© 2005 The International Bank for Reconstruction and Development /The World Bank



88 |    JAMES R.  TYBOUT

each firm producing a differentiated good and foreign firms supplying distinct vari-
eties. They then simulate the dynamic effects of a permanent reduction in the price
of imported varieties.

At the beginning of each period, each owner/manager takes stock of the industry
structure and formulates beliefs about how his competitors will behave. He then
decides whether to continue producing or to sell the firm’s assets for scrap (negative
capacity investment). If he decides to continue, he chooses the optimal price for his
product and the optimal level of spending on product development (that is, innova-
tive investment).2 More spending increases the probability of an improvement in
product quality. Simultaneously, potential entrants formulate their own beliefs about
the behavior of economic agents and decide whether to pay the cost of creating a new
firm (positive capacity investment). When the model has been solved numerically,
each agent’s beliefs are rational and the resulting characterization of behavior can be
used to simulate industrial evolution patterns.

The simulation results of this model are summarized in figures 1–4. The first 49
periods in each figure correspond to the pre-reform era (a period can be thought of
as roughly two to three years). An unanticipated reduction in trade protection occurs
in period 50, after which firms operate under a “cheap imports” regime. (For com-
parison purposes, the darker line in each figure represents a counterfactual continu-
ation of the trajectory that assumes no policy change.) Once the new regime is in
place, all agents understand that cheap imports are there to stay and adjust their
behavior accordingly.

When import competition intensifies, the average quality of domestically pro-
duced goods quickly improves relative to the quality of imported good (figure 1), as
the lowest-quality domestic producers exit. Heightened import competition causes
domestic firms to reduce their mark-ups (figure 2), driving down their profits. Those
that were just getting by before the reforms—that is, some of the firms with the
lowest-quality product varieties—decide to sell their facilities for scrap. 

The squeezing of price-cost margins and the purging of low-quality firms are, in
themselves, not news. They are consistent with numerous econometric studies of trade
liberalization episodes in developing countries (Erdem and Tybout 2004 provide a
survey).3 The average quality gains from liberalization soon dissipate, however,
because domestic innovative investment levels decline after 5–10 periods (10–30
years) in response to Schumpeterian forces (figure 3). More precisely, when foreign
competition reduces domestic firms’ market shares and mark-ups, the returns to
product (or process) improvements are smaller and firms spend less on innovation.
Econometric studies of trade liberalization episodes have not documented a similar
deterioration in efficiency after the purging process is spent, but one would not expect
them to, as data limitations have generally precluded econometric studies from
including horizons this long.

The simulations establish a link between the intensity of product market competi-
tion and investments in capacity. Heightened import competition crowds out some
domestic production, so net exit generally occurs during the transition period (figures
not reported). But more subtle forces are at work as well. When firms invest less in
innovation, they fall behind their competitors relatively quickly. They lose value more
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rapidly and experience shorter life spans. They are replaced by new firms that, by
assumption, are able to embody global best practice technologies in their production
facilities and are therefore competitive upon entry.4 Thus import competition creates
more plant turnover and more opportunity for embodying new foreign technologies.
At the same time, it accelerates the rate at which jobs are created and destroyed. This
finding is not sufficiently common to call a stylized fact, but it is consistent with
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evidence from several developing countries (Levinsohn 1999; Daveri, Manasse, and
Serra 2003).

Workers in the import-competing industries are not likely to be happy about
heightened import competition. Consumers feel differently, particularly in the imme-
diate aftermath of the policy reform (figure 4). That is because all types of goods are
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cheaper (figure 1), the goods that disappeared due to exit were not in much demand
anyway, and the deterioration in the relative quality of domestic products has not yet
become marked.

Import Competition and Investment

These simulations tell a coherent story about the dynamic relationship between the
intensity of product market competition and different types of investment. They cap-
ture well-known aspects of adjustment to the competitive environment after trade
liberalization, in which firms reduce their price cost mark-ups and the average qual-
ity of domestic firms rises as the worst performers are weeded out.

But the simulations also point to some possible features of the adjustment process
that have not received much attention in the literature. Specifically, they suggest that
over the medium to long term, firms’ average quality may decline, because firms have
less incentive to invest in innovation. Furthermore, with less investment in innova-
tion, firms are likely to turn over more rapidly and workers become displaced more
frequently. These effects emerge only gradually, so they are not easy to detect in
empirical studies of liberalization episodes that span relatively short time periods.

The simulations show the effects of an import-competing industry in isolation.
The effects would generally be reversed for an export-oriented industry: One would
expect to see a short-run decline in the average quality of domestically produced
goods in such an industry, because firms that would otherwise have shut down enjoy
a boost in demand. One would also expect to see net entry. Over the longer term
the export-oriented sector should show more investment in response to the greater
profit potential associated with successful innovation.

Notes

1. The model is an open economy version of the framework developed by Ericson and Pakes
(1995) and Pakes and McGuire (1994).

2. In this version of the model, there is no process innovation and all firms have the same
marginal cost. Whether the focus is on process or product innovation matters little for
what follows.

3. One can think of firms that shut down product lines as responding to the same forces, so
intrafirm or intraplant gains may also reflect this type of competition-based purging effect.

4. This assumption reflects the fact that in small, poor countries, most of the machinery and
equipment that manufacturers use is imported (Tybout 2000).
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Why has the investment climate become so important in the past few years? What
factors make for a good investment climate, and how can the investment climate be
made more attractive? Investment has always been one of the key variables deter-
mining economic growth; creating a good environment within which growth could
take place must also be important. But only recently has the economic development
literature focused on this issue. The investment climate has become the most impor-
tant determinant of progress. Finding out why is crucial to understanding what
makes for a good investment climate. 

Why Has the Investment Climate Become So Important? 

The factors that determine the shape of a successful investment climate in develop-
ing countries have changed radically in the past two decades, so much so that many
factors that were taken for granted as determinants of investment are no longer effec-
tive in eliciting it, while factors that were neglected in the past have become crucial.
Just a few decades ago investment in developing countries was driven by one of two
main motivations. Some companies invested in order to extract raw materials that
were exported to industrial countries, where they were transformed into industrial
goods. Others invested to gain access to domestic markets for finished products. Such
access that could be gained only through investment in local productive facilities,
because the markets were heavily protected against foreign competition. Attracting
the first kind of investment was relatively simple for countries endowed with the
right natural resources. Such countries—particularly those with reserves of natural
gas and petroleum or scarce minerals, such as uranium or plutonium—attracted
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investment even if their investment climate was awful. Even countries in war areas,
with arbitrary regimes and significant crime rates, attracted investment to extract
petroleum.

Attracting the second kind of investment was relatively simple as well. The tariff and
nontariff protection afforded potential investors could be designed to compensate for
the negative features of a country’s investment climate. In those circumstances, investors
could feel secure that their businesses would prosper independently of the problems
they would find managing their enterprises in difficult environments. Investing in a
country could be attractive even if the costs of production were twice as high as those
in other countries, because local competitors faced the same costs and suffered from the
same problems. Furthermore, if necessary companies could negotiate conditions that
would grant them effective monopolies in domestic markets. With the market assured,
even countries with small and heavily distorted economies could attract investments.
Those investments were highly inefficient and in many cases resulted in negative value-
added when measured at international prices, but investment was attracted.

Two revolutionary developments changed this scenario during the past two
decades. First, burdened by its own inefficiencies, the inward-looking model of devel-
opment collapsed in the 1980s and 1990s, leading to a worldwide wave of trade lib-
eralization. In most cases the collapse took place because the growth of industry
depended on the generation of foreign exchange by the export of primary products.
Being protected, the domestic industry was inefficient and could not export to gen-
erate the dollars it needed to import its own inputs. To grow, industry needed ever-
growing exports of primary products. Industrial growth hit this constraint in the
1970s and 1980s, as exports of primary products stagnated and the real prices of
these products began a long-term decline that has continued through today. Many
countries borrowed heavily in those years, expecting that such a decline would be
temporary. When prices did not recover, those countries got into severe financial
crises that forced them to abandon the model and liberalize their economies.

Second, the combination of computers, telecommunications, and rapid trans-
portation allowed the coordination of complex tasks at a distance. This technologi-
cal revolution is having crucial effects on the global economy. By multiplying the
power of the mind, the marriage of computers and telecommunications is converting
knowledge and the ability to coordinate complex tasks at a distance into the main
source of wealth. As this happens, the prices of goods that embed knowledge are
increasing relative to those that do not require it for their production. One of the
manifestations of this trend is the long-term decline in the real prices of the goods
that require the least knowledge of all—primary products—which accelerated the
process of collapse of the old model of industrial development based on protection.

The ability to coordinate at a distance liberated companies from the need to have
their production chains in the same place, allowing them to produce each component
of their final product where it was cheaper to do it—even if such places were thou-
sands of miles away. This brought about the current globalization that, contrary to
what is commonly asserted, is not a phenomenon of international trade but one of
production processes. Suddenly, all locations in the world began to compete for the
investments that could be transferred from the industrial to the developing countries.
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The truly innovative aspect of globalization—the geographical splitting of lines of
production—could happen only as a result of the Connectivity Revolution.

The relocation of productive capacity allows for increases in productivity in all
countries open to connectivity and globalization. It can increase in the most sophis-
ticated economies when they export the least productive of their activities to other
countries, allowing them to concentrate on more productive new activities. In devel-
oping countries the transferred activities are more productive than the ones they
replace, so their transfer results in an increase in the productivity of the developing
countries as well. Connectivity thus has the potential to increase the productivity of
all countries in the world simultaneously simply by transferring activities from one
place to another.

These events generated a structural transformation of the international economic
relations that has changed the reasons why foreign companies invest in developing
countries. The motivation to obtain raw materials remains in place. But the motivation
to gain access to domestic markets has disappeared, because the trade liberalization of
the 1990s opened most developing country markets. It is no longer necessary to pro-
duce in a country to sell in its markets. The motivation to produce for the domestic
markets of huge countries such as China and Brazil remains in place. Producing locally
for those markets is still cheaper than importing, even at the lower levels of protection
now prevailing.

It would seem that globalization has reduced the incentive to invest in developing
countries, because most have small economies and do not produce strategic materi-
als. Yet the technological revolution has produced a third reason to invest in these
countries: taking advantage of low costs of production to integrate local facilities into
global chains of production and sell directly in international markets. This new moti-
vation is changing the shape of the factors that result in a good investment climate.

Now that investment is geared to production for the entire world, competition may
mean working in different places, where costs may be lower. Since there are alterna-
tives, a country has to be better than others to attract investment. In such an environ-
ment, domestic protection against foreign competition is no longer a guarantee of
success. On the contrary, since protection increases the prices of tradable goods that
could be used as inputs for production, it reduces the competitiveness of potential
investors. In fact, since tradables can be transported anywhere in the world, competi-
tiveness depends on two major factors: the possibility of using tradable inputs at inter-
national prices and the availability of sophisticated and efficient nontradables—goods
and services that cannot be transferred from one place to the other—that minimize the
costs of processing the tradable goods. The most important of these nontradables is
the investment climate.

What Kind of Investment Climate Attracts Investment?

While creating an investment climate that will attract investment depends on some
explicitly economic factors, the investment climate actually refers to the quality of the
ultimate nontradable that makes a location competitive: the shape of its social order.
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Economic factors merit only a mention here, because they are discussed in detail
elsewhere in this volume. They include the following:

� Macroeconomic stability. Macroeconomic stability remains crucial because the
relative prices relevant for each investment must remain stable and predictable.

� Openness to trade in tradable goods and services, particularly to inputs and inter-
mediate goods. An open trade regime is essential for integration in international
chains of production.

� Local managerial abilities. Expatriate managers are expensive, so the availability
of local managerial talent that can be trained to manage a proposed investment is
a key element in the investment decision.

� Initiative and education of the population. In an international economy progres-
sively driven by the knowledge contents of products, the possibility of training the
local labor force to work in sophisticated processes is a key factor in the decision
about the location of investments.

� Low telecommunication costs. Telecommunications costs remain high in many
developing countries, largely because local monopolies are controlled by state-
owned companies.

� Low domestic and international transactions costs. Transactions costs tend to be
very high in most developing countries. Their magnitude was not a problem in the
world of protected economies. Today, however, they impose costs on enterprises
that do not represent value-added and therefore represent an obstacle to investment.

� Access to social amenities and facilities for expatriate and local personnel and their
families. In the globalized world, people with skills useful for worldwide produc-
tion are in global demand. Both to attract international companies that would
import expatriates and to retain locals with global skills, countries must become
attractive places to live in. Managers must have access to attractive residential
areas with good educational, health, and recreational facilities for their families.

These economic features are important. Yet taking full advantage of the techno-
logical revolution to spur investment requires adapting society to the principles guid-
ing the social order of the new world of connectivity and globalization. 

Success in this new world is based on three different sets of skills: coordinating
complex activities horizontally; using the technological possibilities created by mod-
ern computers, telecommunications, and transportation to expand the geographical
span of such coordination; and taking full advantage of the networks created to
generate value-added based on knowledge and logistics. Only when the three are
combined is the success of a business ensured. 

The ability to coordinate complex activities horizontally does not depend on the
availability of computers and telecommunications. It can be exercised without any
physical equipment. Conversely, the availability of computers and telecommunications
does not guarantee that such ability is developed. This ability cannot be developed
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within a vertical structure of social organization—that prevailing in countries in which
social control is based on specific commands enforced by the strength of the regime.

The industrial countries had this kind of organization in preindustrial times, when
feudal lords or national sovereigns dictated all the activities that could operate in
their realms, the volume of production, prices, and the way each activity related to
all others. Hierarchies were the mechanism that achieved control. 

The complexity of industry changed all that, and people learned to control society
through horizontal instruments and institutions. In this way, contracts between pri-
vate parties, laws that apply equally to everyone, and a competitive market that every-
one could access replaced the commands of the sovereign as the main instrument for
controlling the relationships between people, activities, and enterprises. The determi-
nation of the national leader shifted from the vertical mechanisms of inheritance to
the horizontal ones of democracy. This horizontal mechanism made countries stable.
The key point in the development of all these mechanisms of social control is that all
of them are based on the ability of the society to coordinate complex tasks in a hori-
zontal way—that is, on its capacity to coordinate itself for the attainment of common
goals.

This ability is crucial at the institutional level; the technological revolution is ren-
dering it crucial at the enterprise level as well. With new technologies, companies are
increasingly coordinating their worldwide operations not by creating local corpora-
tions in all countries but by establishing alliances with local partners. Within corpo-
rations many decisions that were traditionally made at the highest levels are being
pushed downward to the lower levels of management as the only way to give proper
attention to customers in the increasingly competitive world. Given the complexity of
the tasks needed to gain and maintain profitable niches, work by teams of people with
different abilities and without a clear hierarchy is becoming increasingly common.

The end product is a corporation in which decisions are not the result of vertical
flows of information and commands but of horizontal communications and coordi-
nation by individuals. Companies with decisionmaking power closer to their cus-
tomers have a clear advantage in both speed of response and creativity, the crucial
features of successful enterprises in the new world. Many enterprises have not
attained success in this new environment, producing chaos in their staffs rather than
a better capacity of response. For this reason many people have come to think that
the end of vertical hierarchies is a fad, bound to disappear. It is not: enterprises that
succeed in this difficult art, combining it with the immense possibilities that modern
computers, telecommunications, and transportation are creating, will win markets. 

Most developing countries lack this strength. They tend to be vertically organized
and able to accomplish objectives based only on hierarchies. Because of this, the rule
of law is imperfect—meaning that the law may not be applied equally to everyone and
contract violations are common. For the same reason, markets tend not to be fully
competitive because of the existence of arbitrary privileges. At the core of these prob-
lems is people’s lack of ability to coordinate themselves spontaneously in a horizon-
tal way. This lack of coordination is evident even in minor activities, which tend to be
performed less efficiently than in industrial countries.
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The second and third elements of the Connectivity Revolution—the exercise of
horizontal coordination at a distance and the use of this capability to engineer an
increase in value-added per worker all over the world—can be achieved only if the
first is attained. But attaining these conditions cannot be taken for granted. Both
depend on the application of knowledge to economic activities, which means that
education must be given top priority in economic development. That education
generates progress is not a new discovery. But the Connectivity Revolution has accen-
tuated its value. The problem is that the relation between education and economic
success is not well established in many developing countries. Differing attitudes
toward education are evident in the experiences of immigrants to the United States.
Immigrants from societies that place a high value on education progress rapidly,
while immigrants from countries that place less value on education tend to stagnate
economically. 

Development of the ability to acquire knowledge and coordinate horizontally
within companies and with other enterprises is thus essential to attracting invest-
ment. The development of this ability in the social and political environments is even
more important. What is needed is the creation of an institutional setting that ensures
that the rule of law prevails and that reasonable laws are enacted so that investors
feel secure that contracts will be enforced and their rights well established and not
violated. Once this new institutional setting is created, it becomes much easier to
meet the strictly economic conditions needed for a good investment climate. 

Transforming the Investment Climate 

For most developing countries, creating an investment climate means rebuilding the
institutional setting. For many it means creating an institutional setting in a society
that has been used to operating on the basis of arbitrary privilege, not institutions.
The problem cannot be resolved by the executive action of an enlightened govern-
ment that establishes the required institutions on paper. Many developing countries
with progressive constitutions routinely violate them. To be effective, the shape of the
institutions must be consistent with the values of the population and the popular
conception of how society should be conducted.

The problem, then, is to elicit from the population the desire to be ruled under a
horizontal and competitive institutional order. It is a formidable problem, because
such a change can be accomplished only in the long term—and against substantial
resistance from many sectors of society, particularly from people in positions of priv-
ilege. Resolving this problem may take generations. It cannot be resolved at all if the
population does not understand the importance of the change. But people cannot
understand the importance of the change unless they experience it. Countries may
thus find themselves facing the chicken and the egg problem. 

Is it possible to shortcut the process? Much can be learned from the Hanseatic
League, a trade association created by the free cities of Northern Europe in the
twelfth century. The League wanted to expand trade with its neighbors, but it faced
problems similar to those that countries confront today regarding the investment



REFORMING THE INVESTMENT CLIMATE   |    101

climate. Trade could not be sustainable if the rule of law did not prevail and if the
institutions of the trade partners diverged too much from one another. To solve the
problem, the League offered several services that made trade possible, including
armed protection against pirates and legal protection against the arbitrariness of the
cities that joined the League. Most important, the conditions of entry included the
acceptance of free trade with all other members and the adoption of the laws and
commercial procedures of Lübeck, the city in which the League was founded. Cities
meeting some but not all of the conditions could still have access to some of the
benefits of the League by participating as associate members. The League grew
quickly, bringing rapid development to cities all over Northern Europe, from London
to Novgorod. For centuries the members of the Hanseatic League—and leagues mod-
eled on its success in Italy and southern Germany—were among the richest cities in
Europe.

A similar arrangement, with standard conditions of participation, would advance the
process of institutional creation in developing countries, providing a strong mechanism
to motivate the population to reform their institutions and break resistance to change.
It would create a credible prospect of growth associated with liberal institutions and
policies—something that comes only with access to industrial country markets. All vot-
ers in developing countries (except those living in radicalized countries) understand the
potential for growth associated with integrating their economies with those of the most
advanced countries in the world. Achieving such integration can easily become a com-
mon purpose that would unite their societies, starting the process of social, political, and
economic development that has been denied to them by their own fragmentation. Trad-
ing blocs like the Hanseatic League and the ones created in the twentieth century would
facilitate such integration and could be the solution to the problem.

Regional trading blocs are inferior to a single global trade space, because they
maintain trade protection against countries not included in the bloc, thereby forfeit-
ing some of the gains of trade. There is no guarantee that regional blocs will eventu-
ally merge. Regional trading blocs have a crucial advantage, however: they are far
easier to create than a global trade space. In practice, a combination of regional blocs
and a longer-term effort to liberalize trade worldwide seems to be the best solution,
as rapid global liberalization is not feasible. In the imperfect real world, forming
increasingly large trading blocs—a process that has been occurring—may be the best
way of achieving worldwide liberalization. 

Because they are negotiated among smaller numbers of participants, trading blocs
are more amenable to full economic integration than global treaties that just liberal-
ize trade. The European Union and the North American Free Trade Agreement
(NAFTA) have gone a long way toward creating integrated economic spaces, where
not only trade rules but other economic regulations are approved. Countries become
partners rather than just potential traders. For this reason trading blocs have proven
to be effective vehicles for exporting the social order of the most developed partners. 

Through regional integration with industrial countries, developing countries are
experiencing the benefits of the rule of law and predictable institutional settings.
Mexico, for example, is benefiting enormously from its participation in NAFTA, well
beyond the gains it obtained from trade liberalization. True democracy started to
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develop in Mexico only after it joined NAFTA. Macroeconomic instability, a long-
term problem before NAFTA, was gradually turned into stability after the treaty was
signed. Modernity is spreading rapidly across the country, factors of production are
becoming more mobile, the enforcement of the rule of law has improved drastically,
and even political processes are becoming more transparent and democratic. 

The same phenomenon occurred in Portugal and Spain after they joined the
European Union (EU). Their societies became more horizontal and multidimensional.
The change benefited not only those societies but also their more advanced partners,
which, in addition to a larger market, got more secure neighbors. The same is hap-
pening in the formerly communist countries of Eastern Europe. The prospect of join-
ing the EU provided a strong motivation for institutional reforms that gave a
horizontal shape to their societies. Participation in the EU is providing benefits that
strengthen their determination to rule themselves in a modern, horizontal way. 

Thus, like the Hanseatic League, today’s trade blocs are opening the door for the
rapid liberalization of the world’s economy. Unlike the League, however, these blocs
are not able to set modernization processes in motion in developing countries in gen-
eral because they are not automatically open to new entrants. The entry of each poten-
tial partner depends on arbitrary decisions of the members of the blocs, and the terms
and conditions are negotiated with each new potential entrant. This seriously retards
the process of globalization, hindering adjustment to the new connected world. These
procedures are different from those that countries follow to join the World Trade
Organization (WTO), which is open to all entrants willing to comply with the insti-
tution’s rules. If adopted by trading blocs, this kind of arrangement would greatly
accelerate the dissemination of free trade. It would create strong incentives for mod-
ernization in developing countries if the conditions of access stipulated the adoption
of liberal policies, modern commercial legislation, and transparent procedures in
domestic markets. The certainty that meeting these requirements would automatically
give them access to a trade bloc would motivate countries to dismantle the regulations
that restrict the mobility of resources, enforce the rule of law, and become more
democratic.

To use trading blocs as vehicles of modernization, it is essential that the rules be
fixed and equally binding on all members, so that every potential member under-
stands just what it needs to do to enter the bloc. There would be nothing to negoti-
ate; joining would be just like joining the WTO. Member countries violating one of
the fundamental covenants would automatically be suspended or expelled. Even the
transition periods before integration could be fixed. In this way trading blocs could
create the foundations for the new international order that must be created to replace
the one that is now crumbling. Opening up these trading blocs would help export the
most valuable of commodities—an efficient investment climate—from the industrial
countries to the developing countries. 

Of course, this does not mean that developing countries would have nothing to do
except enter a trade bloc. The important aspect of such blocs is that they impose the
rule of law and liberal institutions in trade—and through it in all economic activities.
This, in turn, facilitates the organization of the other activities they have to carry out
to spur economic growth.
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Summary 

The emergence of connectivity and globalization has radically changed the factors
that determine which countries attract investment and develop. In the past countries
could attract investment by simply protecting their domestic markets, forcing com-
panies that wanted to sell in those markets to invest in local productive facilities. This
strategy is no longer possible. Today countries must compete with one another to
attract investment aimed at producing products to sell in international markets. The
most important factor determining a country’s competitiveness is its ability to organ-
ize itself through horizontal institutions under a rule of law that functions pre-
dictably, in the sense of protecting the rights of individuals. Transforming societies in
this direction is a tall order, because it means changing the way they have operated
for centuries and eliminating the privileges that have prevailed. 

The possibility of joining industrial countries in trading blocs would create
demand for this transformation. Partners in NAFTA and members of the EU have
benefited not just from increased trade but also from new environments in which law
and horizontal coordination prevail. Regional trading blocs must open their doors in
a predictable way so that potential entrants know what they have to do to become
members of the club. As the cases of Mexico, Portugal, Spain, and the former com-
munist countries in Europe have shown, the possibility of joining the club serves as
a powerful incentive to carry out all of the difficult tasks needed to create the right
investment climate. 





Credibility and Commitment

GIANDOMENICO MAJONE

A crucially important aspect of a good investment climate is the capacity of govern-
ments to make credible long-term commitments. Legal certainty and policy stability—
key variables in the calculations of would-be investors—are impossible in the absence
of such capacity. Achieving credibility is to a large extent a question of designing and
enforcing suitable constraints on the discretion of policymakers. This paper reviews
the most important “technologies of commitment.”

From the Planning to the Strategic Model of Policymaking

“Normative policy analysis began by supposing that the policy was made by an
omnipotent, omniscient, and benevolent dictator,” writes Avinash Dixit (1996, p. 8).
“The work on the second-best removed the omnipotence. That on information
removed the omniscience. However, the assumptions of benevolence and dictatorship
have remained unaffected by all these improvements in our understanding of the lim-
its on instruments and information.” Dixit suggests that even today many normative
analysts continue to view policymaking as a purely technical exercise: once a policy
that improves social welfare has been found and recommended, it will be imple-
mented as designed and the desired effects will follow. Given such a view of policy-
making, the issue of policy credibility does not even arise. What may be at stake, at
most, is the credibility of the policy analyst.

Suppose, instead, that we think of a specific public policy not as a technical plan
to be imposed on passive recipients but as a strategic course of action—usually result-
ing in the provision of goods or services, such as education, security, market regula-
tion, or income redistribution. To say that a course of action is strategic means that
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it is designed to alter the beliefs and actions of other agents in a direction favorable
to the achievement of the policy objectives. As soon as we think of public policy as a
strategic choice, we leave the realm of technical planning and welfare maximization
to enter the domain of social interactions among rational players; in social-scientific
terms, this is the domain of game theory. Instead of being a benevolent and wise—
even if no longer omniscient and omnipotent—social planner, the policymaker is now
a player who has to take into account the beliefs, incentives, and strategies of other
players: other policymakers, voters, interest groups, courts, domestic and interna-
tional investors, and so on.

Like all strategic games, public policies must confront the problem of credibility:
why should player B believe the announcements, threats, or promises of player A, and
how can A make his or her commitments credible in the eyes of B? The politician’s
promise to reduce taxes is not irreversible: once elected he or she can always find
excuses for not acting. One significant source of the credibility problem is “time incon-
sistency.” Time inconsistency occurs when a policy that appears optimal at time t no
longer seems optimal at a later time t + h. Without a binding commitment holding
them to the original plan, policymakers will use their discretion to switch to what now
appears to be a better policy. But if people anticipate such a policy change, they will
behave in ways that prevent policymakers from achieving their original objectives.

The phenomenon of time inconsistency appears in any area of discretionary policy
making where long-run and short-run objectives are not aligned. Thus a policy of low
inflation may be optimal over the long run, but at any time there can be short-run
political gains from unanticipated inflation. If the policymaker has the possibility of
revising the original, low-inflation policy to achieve such short-term gains, private
actors will recognize this and change their behavior accordingly. In the language of
game theory, a time-inconsistent policy cannot represent a subgame-perfect Nash
equilibrium. The promise to pursue a time-inconsistent policy is not credible and
hence not believed.

Another source of the credibility problem is rooted in the very nature of the dem-
ocratic process. One of the defining characteristics of democracy is that it is a form
of government pro tempore (Linz 1998). The time limit inherent in the requirement
of elections at regular intervals implies that the policies of the current majority can
always be subverted by a new majority with different and perhaps opposing interests.
Because a legislature cannot bind a future legislature and a majority coalition cannot
bind another, public policies are always vulnerable to reneging (Shepsle 1991). This
is the reason why under international law states cannot invoke a national law as an
excuse for failing to perform their treaty obligations toward other signatories.

The difficulties democracies experience in making credible long-term commitments
have been known for a long time. The tendency of elected politicians to renege on
their promises was already well known to Greek writers, such as Aristophanes and
Thucydides. In the nineteenth century de Tocqueville viewed the democratic process as
largely inimical to credible foreign policy commitments. Why, then, has policy credi-
bility become an important criterion only recently? A paradigm shift was needed
before the issue of policy credibility could even be formulated in analytically precise
terms, but there are also pragmatic reasons why the issue has taken on new
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importance. One is a new awareness of the advantages of policy credibility in a world
in which national borders are increasingly porous. Growing economic and political
interdependence among nations has the effect of weakening the impact of policy
actions on the home country and increasing their impact on other countries. Thus
domestic policy is increasingly projected beyond national boundaries, but it can
achieve its intended objectives there only if it is credible. Even domestically the growing
complexity of public policy continues to erode the effectiveness of the traditional com-
mand-and-control techniques of public administration. The single most important
characteristic of programs at the cutting edge of policy development, such as the newer
forms of economic and social regulation, is that their success depends on affecting the
attitudes, incentives, and beliefs of millions of individuals and thousands of firms and
units of local government. The tasks are difficult not only because they often deal with
technologically complex matters, but even more because they aim ultimately at modi-
fying expectations (Schultze 1977). In this new context of growing interdependence
among nations and increasing complexity of governmental programs, credibility
becomes an essential condition of policy effectiveness.

The Commitment Problem and Political Property Rights

To make a policy (or strategic move) credible, it is necessary to take some other sup-
porting action that makes reversing the policy costly or impossible. Credible policy
must thus contain two elements: the planned course of action and the commitment
that makes the course credible. The commitment problem is not, of course, unique
to the world of politics and public policy. Incentives to renege on agreements occur
in many economic settings as well, but in such settings repeated interactions often
provide incentives for individuals to honor agreements in order to maintain a flow of
benefits over time. In the business world, reputation has long been one of the most
important mechanisms for ensuring that contracts are honored. If the future is long
enough, or important enough, short-run temptations to do what might be optimal
today can be resisted. 

This logic does not apply to politicians (although it may apply to political institu-
tions), because political property rights—the right to exercise public authority—are ill
defined. As above, in a democracy the policies of the current majority can be subverted,
legitimately and without compensation, by a new majority with different and perhaps
opposing interests. Because political property rights are ill defined—or, more precisely,
attenuated—creating a situation of political uncertainty, electorally accountable policy-
makers lack the means of making long-term commitments.

Using Institutions to Make Policies Credible

Political and legal institutions are so important precisely because they allow policy-
makers to make commitments that would not be credible in the absence of such insti-
tutions. By delegating responsibility for monetary policy to an independent central
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bank, for example, the government increases the credibility of its commitment to
price stability, since the central banker does not have the incentive to deviate from the
optimal long-run policy for short-run political considerations. The regulation of pub-
lic utilities provides another example of the importance of policy credibility and the
role of institutions in enhancing the credibility of regulatory commitments (Levy and
Spiller 1996). For potential investors in privatized utilities, the credibility of regula-
tory commitments is essential. The assets of utility companies have few alternative
uses, so that once the necessary investments have been made, politicians may be
tempted to use regulation to set prices below long-run average costs, de facto expro-
priating the utilities’ sunk costs. But without a credible commitment to allow a fair
rate of return on capital, the companies will refuse to invest or they will not invest
enough to satisfy future demand and develop technical innovations. In order to make
its commitment credible, the government must limit its discretion. This is primarily a
problem of institutional design.

The problem of regulatory commitment has been known for a long time in coun-
tries like the United States, where utilities have traditionally been privately owned.
Throughout the nineteenth century public utilities in the United States were typically
regulated at the municipal level. Between 1907 and 1922 nearly 30 states created inde-
pendent utility commissions. According to some economic historians, the initial cre-
ation of such institutions at the state, rather than the municipal, level was related to the
inability of city politicians to credibly commit themselves to stable regulatory regimes.
In particular, gas companies found municipal regulation arbitrary and confiscatory.
Werner Troesken (1996), who investigated the regulation of the Chicago gas industry
between 1849 and 1924, identifies two main reasons why reputational forces were not
sufficiently powerful to constrain the regulatory discretion of the Chicago City Coun-
cil. First, the Council confronted an endgame problem: once the utilities neared com-
pletion of their networks, the Council’s incentive to encourage future investment fell.
Second, it was not easy to determine when municipal rate regulation was in fact con-
fiscatory. When the gas companies sued for Fourteenth Amendment protection, the
courts granted immediate injunctive relief only in cases in which the evidence clearly
showed that city regulators had set confiscatory rates. In ambiguous cases the courts
allowed the rates to go into effect. The inability of city politicians to credibly commit
themselves to a stable and nondiscretionary regulatory regime, which would not use
gas rates as a political device, eventually led to the creation of an independent regula-
tory body at the state level, the Illinois Public Utilities Commission.

Commitment through Delegation

Delegation to an agent with different time preferences or a different incentive struc-
ture than the principal is a well-known strategy for achieving credible commitment.
For example, workers often delegate the task of negotiating a collective agreement to
tough union leaders, who can be thought of as having a very low rate of time prefer-
ence. Economists have developed formal models to show why delegation of monetary
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policy to a central banker who is more “conservative” (that is, more averse to infla-
tion) than the government can increase the credibility of the government’s commit-
ment to keeping inflation low. Put simply, a lower average level of inflation becomes
credible because the delegate (the central banker) values inflation less than the
political principals (Rogoff 1985).

The logic of the conservative central banker model may be extended to other areas
of public policy, such as economic and social regulation. In most countries regulatory
policymaking is now delegated to specialized agencies operating at arm’s length from
government. The point of insulating regulators from the political process is to enhance
the credibility of policy commitments. Agency heads are usually chosen not only for
their expertise but also for their pro-environment, pro-consumer, or pro-competition
beliefs. They generally expect, and are expected by others, to have a well-defined
agenda and to measure their success by how much of that agenda they accomplish.
Regulators also know that courts can review their decisions and may overturn them
if they seem to depart too widely from the language and aims of the enabling statute.
Thus they have an added incentive to pursue the statutory objectives of the agency,
even when those objectives no longer enjoy popular support (because of changed
economic or political conditions, for example).

The Agency Model and Agency Costs

While agencies are certainly not a new feature of public administration, their impor-
tance has grown so much in recent years that they can no longer be treated as mar-
ginal additions to more traditional administrative structures. Rather, they should be
seen as key elements of a new mode of governance that relies less on the power of
taxing, spending, and direct state intervention in the economy and more on the
power of making and enforcing rules—rules that are increasingly made by expert
agencies operating at arm’s length from government. 

Some advocates of the agency model suggest that this model is unconditionally
superior to more traditional methods of making and implementing public policy.
This is not the case. Redistributive policies, or policies with significant redistributive
implications, should remain under the direct control of electorally accountable
policymakers (Majone 1996). The model of the independent agency is most relevant
to areas such as economic and social regulation, where expertise, reputation, and
credibility are the keys to success. As Gatsios and Seabright put it, “The delegation
of regulatory powers to some agency distinct from the government itself is best
understood as a means whereby governments can commit themselves to regulatory
strategies that would not be credible in the absence of such delegation” (1989, p. 46).

Agencies can be single-headed (agencies in the narrow sense) or multiheaded
(commissions, boards), more independent or less independent of the political process,
with broader or narrower competencies, strong or weak enforcement powers, and
so on. However varied their form, agencies—as the term indicates—are the agents
established by political principals to carry out their single or joint purpose. An agency
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problem arises because agents may pursue their own rather than the principals’
objectives. This problem creates agency costs, that is, the costs incurred in the effort
to induce agents to faithfully implement the principals’ objectives and the losses prin-
cipals sustain when they are not able to control their agents perfectly. Agency costs
include the costs associated with selecting the executives of the agencies and moni-
toring their compliance; the cost of using corrective devices (rewards, sanctions, and
legislative direction); and the cost of any residual noncompliance that produces a dif-
ference between the policy enacted and what is implemented. 

Agency problems can be addressed in a variety of ways. The same level of com-
pliance can be achieved with less monitoring if ex post rewards and sanctions align
the agent’s incentives with the principal’s policy preferences; the importance of both
monitoring and incentives declines dramatically if agents can be appointed who share
the principal’s objectives. The objective of institutional design is to identify the mix
of selection, monitoring, and ex post incentive and correctional devices that reduce
agency problems to the lowest cost to the principals.

The decision to delegate certain responsibilities to an agency does not depend only
on agency costs but also on other transactions costs, such as the cost of decision-
making per se. The two classes of costs are closely related. Broad delegation reduces
decisionmaking costs, since the principal does not have to invest resources to work
out the details of policy, but it increases the cost of controlling the agency’s discre-
tion. A high level of agency independence increases the credibility of policy commit-
ments by reducing the influence of political considerations in agency decisionmaking,
but it increases the risk that the agency will not comply with the preferences of the
principals. In establishing a new agency, therefore, legislators and policymakers
select, often implicitly rather than explicitly, particular values for a number of design
variables. Their choices determine the governance structure of the agency. 

An important conceptual distinction should be noted at this point. An agent is
someone appointed to carry out certain tasks defined by the principal. In the case of
a political principal and a bureaucratic agent, one important reason for delegating
powers is to reduce the principal’s decisionmaking costs—by taking advantage of
executive branch expertise, for example. In such a situation, the main problem
the principal faces is bureaucratic drift, that is, the ability of the agent to enact out-
comes different from the policy outcomes preferred by the authority who originally
delegated powers.

The situation is quite different when the main reason for delegating powers is not,
or not only, to reduce decisionmaking costs but to enhance policy credibility. In this
case the best strategy is often to choose a delegate whose policy preferences differ sys-
tematically from the preferences of the delegating principal—as in the case of the
“conservative” central banker. An agent who simply carries out the principal’s direc-
tives cannot enhance the principal’s credibility. Hence when delegation is used as a
technology of commitment, the delegate must be independent, although the level of
independence may vary with the seriousness of the credibility problem. The highest
level of independence occurs when the principals irrevocably transfer their political
property rights in a given area to a separate institution whose independence is
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constitutionally guaranteed—as in the case of the European Central Bank. Standard
agency theory does not provide satisfactory models for analyzing relations between
delegating authorities and independent delegates or for understanding the gover-
nance structure in which such relations are embedded. The first step toward better
understanding the logic of delegation for credibility is to distinguish between agents
and fiduciaries (or trustees)—a distinction well known to legal scholars but ignored
by contemporary political science and economics (see Majone 2001a, 2001b).

Delegation and the Fiduciary Principle

Examples of institutional arrangements based on the fiduciary principle include rela-
tions between governments and independent central banks such as the European
Central Bank or the U.S. Federal Reserve System, delegation of powers by the U.S.
Congress to independent regulatory commissions in the United States, delegation of
powers by the member states of the European Union to the European Commission,
and relations between the European institutions and the member states when the
member states implement EU policies. What characterizes such fiduciary institutions
is a very broad delegation of powers and an open-ended commitment to general
objectives such as “maintaining price stability,” “ensuring the proper functioning and
development of the European common market,” or “regulating an industry in the
public interest.” Such commitments cannot be specified in sufficient detail to permit
close monitoring, much less hierarchical controls. The fiduciary principle is an alter-
native to an elaborate specification of duties and extra monitoring. Bureaucratic
agents have relatively fixed obligations under their employment contract. If their
contract does not call for them to perform a particular function, they do not have
to do so. By contrast, policy executives’ “duty of care” is open-ended, as is, to a large
extent, their duty of loyalty to their organization and their political principals. For
this reason politically independent bodies are often subject to stricter procedural
requirements than administrative agencies under direct political control (Majone
2001a, 2001b). Having recognized the conceptual distinction, it is important to keep
in mind that in practice an agent may possess the elements of trust and confidence of
a fiduciary relation, while a fiduciary is also an agent. In other words, all fiduciaries
are agents, but not all agents are fiduciaries: a fiduciary is an agent and some-
thing more.

Independence and Accountability

Agency costs were defined as the costs incurred in the effort to induce agents to faith-
fully implement the principals’ objectives, plus the cost of any residual noncompli-
ance. When policy credibility is the main purpose of delegation, the situation is more
complicated. Since the fiduciary is also an agent, some agency costs may still be
relevant. However, the large amount of policy discretion granted to a nonelective
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fiduciary raises serious issues of legitimacy in a democracy, where important policy
decisions are supposed to be made by electorally accountable political leaders. Dele-
gation can be thought of as a political exchange in which the principals give up some
of their authority in order to enhance their credibility. Democratic principals can
transfer policymaking powers, but they cannot transfer their own legitimacy. Hence
this type of delegation may involve a cost that does not arise when the agent is under
direct political control. By analogy with the concept of agency cost, this potential loss
of legitimacy may be referred to as a fiduciary cost. Good institutional design is the
key to minimizing both agency and fiduciary costs.

Whether political independence and democratic accountability can be reconciled
depends crucially on how the relationships between elected principals, nonmajorita-
rian (politically independent) institutions, and the general public are structured.
Elected leaders create such institutions; define their legal authority, objectives, and
decisionmaking procedures; appoint key personnel; and in many cases exercise bud-
getary control. Such powers can, and should, be used in a systematic way to design
institutional arrangements capable of ensuring transparency and public accountability
over time.

The following variables appear to be crucial to the design of an effective structure
of accountability (Horn 1995):

� the extent to which decisions are delegated to an agent or fiduciary rather than
made by the principal

� the governance structure, which includes both the organizational form—
single-headed agency, multiheaded commission, policymaking board, and so
on—and the methods by which key personnel are appointed

� the rules that specify the procedures the institution must follow in decisionmaking
(examples are reason-giving requirements and rules defining the rights of various
groups to participate directly in the decisionmaking process)

� the procedures to be followed when the political principals wish to overrule
agency decisions

� the allocation of resources, in particular the employment conditions of agents and
fiduciaries, and the extent to which the institution is financed by the government
or by the sale of its services

� the extent of ex post monitoring through ongoing legislative and executive over-
sight, the budgetary process, judicial review, citizens’ complaints, and peer review

A judicious selection of the value assigned to each of these variables—more or less
delegation, more or less independence, more or less stringent procedural require-
ments, and so on—in light of the nature of the policy problem and the relevant polit-
ical and institutional setting will go a long way toward ensuring that independence
and accountability are indeed complementary and mutually supporting rather than
antithetical values. The simplest and most effective way of improving transparency
and accountability, for example, is to require that policymakers, or their delegates,
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give reasons for their decisions. This requirement activates at least four other mech-
anisms for controlling discretion and enhancing accountability: public participation
and debate, peer review, complaint procedures, and judicial review. Similarly, clear
procedures for overriding agency decisions are necessary to ensure transparency and
the right allocation of political responsibility. In a democracy it is impossible to
exclude the possibility that elected leaders may override the decisions of their agents
or fiduciaries when they feel that those decisions are not in the public interest.

An important characteristic of expert institutions is the limited scope of their
competencies. But the consequences of particular expert decisions cannot always be
contained within the policy area assigned to a nonmajoritarian institution. Some
environmental measures may have serious consequences for employment; the deci-
sion of the competition authority in a merger case could have important implications
for industrial policy; the policy of the central bank may conflict with overriding polit-
ical objectives of the government. When such spillovers are significant, value conflicts
ensue that only electorally accountable policymakers should resolve. The political
decision to override the conclusions of the agency must be made in a transparent way,
following well-defined and generally known procedures. Overriding the agency’s
decision should be neither too easy nor too difficult. If interference with agency deci-
sions entails only negligible political costs, the agency is not independent, and dele-
gating powers to it cannot increase policy credibility. But if political intervention is
too costly, there may be a serious loss of legitimacy.

Concluding Remarks: Enabling Constraints

Achieving policy credibility is to a large extent a question of designing and enforcing
suitable constraints on the discretion of policymakers. The idea that constraints can
be useful for certain purposes is widely accepted in engineering as well as in practical
life. Friction, for example, is highly desirable in certain circumstances—without it the
wheels of a car would skid, people would have to wear suction pads in order to cling
to the floor, and knots would be ineffective. In politics, especially democratic politics,
the importance of limitations on the freedom of choice of the current majority and of
its political representatives is less obvious.

It has taken several centuries to recognize the weakness of unlimited power. Jean
Bodin (1530–96) was perhaps the first political philosopher to argue that less power
is more power and that the public realm becomes easier to govern if some issues are
removed from the public agenda. According to Bodin, to achieve his objectives a king
must cultivate a reputation for trustworthiness, which requires him to play by the
rules. For example, by committing himself in advance to coins of fixed value, the king
can successfully resist pressures to depreciate, cultivate the confidence of creditors,
and retain better control of the economy in general (Holmes 1995).

Written constitutions, separation of powers, rule of law, federalism, and constitu-
tional courts are all powerful constraints on the decisionmaking powers of the current
majority, but it is precisely because of these constraints that our representative
democracies can achieve results that would be beyond the capacity of the direct
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democracies of antiquity. The relation between constitutionalism and democracy can
be significantly clarified by an analysis of the way constraints can not only protect
freedom and individual rights but also enhance the credibility and effectiveness of
public policy. Such analysis should be an important part of any institution-building
exercise.

References

Dixit, A. K. 1996. The Making of Economic Policy. Cambridge, Mass.: MIT Press.

Gatsios, K., and P. Seabright. 1989. “Regulation in the European Community.” Oxford
Review of Economic Policy 5(2): 37–70.

Holmes, S. 1995. Passions and Constraint. Chicago: University of Chicago Press.

Horn, M. J. 1995. The Political Economy of Public Administration. Cambridge: Cambridge
University Press.

Levy, B., and P. Spiller, eds. 1996. Regulations, Institutions and Commitment: Comparative
Studies of Telecommunications. New York: Cambridge University Press.

Linz, J. J. 1998. “Democracy’s Time Constraints.” International Political Science Review
19(1): 19–37.

Majone, G. 1996. Regulating Europe. London: Routledge.

———. 2001a. “Nonmajoritarian Institutions and the Limits of Democratic Governance.”
Journal of Institutional and Theoretical Economics 157(1): 57–78.

———. 2001b. “Two Logics of Delegation.” European Union Politics 2(1): 103–122.

Rogoff, K. 1985. “The Optimal Degree of Commitment to an Intermediate Monetary Target.”
Quarterly Journal of Economics 100(4): 1169–1189.

Schultze, Charles L. 1977. The Public Use of Private Interest. Washington, D.C.: The Brook-
ings Institution.

Shepsle, K. A. 1991. “Discretion, Institutions, and the Problem of Government Commitment.”
In P. Bourdieu and J. S. Coleman, eds., Social Theory for a Changing Society, pp. 245–265.
Boulder, Colo.: Westview Press.

Troesken, W. 1996. Why Regulate Utilities? Ann Arbor: University of Michigan Press.



Closing Remarks

WARRICK SMITH

We have had a very rich set of discussions, covering new research, new arguments,
and new insights. Let me highlight just three of the many lessons I and the team will
be reflecting on as we set to work preparing the World Development Report.

First, it is clear that while there have been many advances in the literature, there
remains no shortage of controversies and debates in this area. Our discussions at this
workshop have helped sharpen and clarify many of those debates, which will be very
useful as we begin to assemble the evidence, including the new micro-level data. 

Second, our discussions have reinforced the importance of looking at the invest-
ment climate from the perspective of a broad range of firms, including those in the
informal economy. This is another area in which we hope new sources of data will
allow us to broaden and deepen the analysis.

Third, the workshop has confirmed the importance of incorporating political
economy considerations into the analysis. This has important implications not only
for the research we pursue but also for the structure of the report.

Let me close by thanking all of you for your contributions and suggestions. The
report should be much stronger as a result.

And last but not least, let me extend a very warm thank you to our hosts, InWEnt
and the German Ministry for Economic Cooperation. We enjoyed a very effective
partnership in organizing this event, and I think we would all agree that the arrange-
ments here in Berlin were world class. We also benefited from superb German hos-
pitality and from a glimpse at a city that has itself been transforming its investment
climate.
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