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The past year has been good for doing business in 58 of
the 145 Doing Business sample countries. They simplified
some aspect of business regulations, strengthened prop-
erty rights or made it easier for businesses to raise fi-
nancing. Slovakia was the leading reformer: introducing
flexible working hours, easing the hiring of first-time
workers, opening a private credit registry, cutting the
time to start a business in half and, thanks to a
new collateral law, reducing the time to recover debt by
three-quarters. Colombia was the runner-up. Among the
top 10 reformers, 2 other European Union entrants—
Lithuania and Poland—significantly lightened the bur-
den on businesses. India made progress in improving
credit markets. Five other European countries—Belgium,
Finland, Norway, Portugal, and Spain—reduced the cost
of doing business and entered the top 10 list (table 1.1).
The major impetus for reform in 2003 was compe-
tition in the enlarged European Union. Seven of the top
10 reformers were incumbent or new European Union
members. Thirty-six of 89 reforms—in starting a bus-
iness, hiring and firing workers, enforcing a contract,
getting credit and closing a business (topics in Doing
Business in 2004 and 2005)—happened in EU countries.
Reforms in registering property and protecting investors
(new topics in Doing Business in 2005) are also taking
place fast in the EU. Accession countries reformed ahead
of the competitive pressures on their businesses in the
larger European market. Incumbent members reformed
to maintain their advantage in the presence of many
low-wage producers from accession countries, produc-
ers that would now compete with them on equal terms.

Yet progress was uneven. Fewer than a third of poor
countries reformed!. And those reformers concentrated
on simplifying business entry and establishing or im-
proving credit information systems (figure 1.1). Almost
no reforms took place in making it easier to hire and fire
workers or in closing down unviable businesses. Across
regions, African countries reformed the least.

Many of the reforms in poor countries were spurred
by the desire of governments and donors to quantify
the impact of aid programs (figure 1.2). The main suc-
cess story is that business start-up is now easier in
borrowers from the International Development Associ-
ation (IDA)—encouraged by performance targets set in
the 13th IDA funding round and by the Millennium

TABLE 1.1
Top 10 reformers in 2003
Reforms affecting Doing Business indicators on:

Starting a H;rr:gg Enforcing Getting Closing a
Country  business  firing contracts credit business
Slovakia v v v v
Colombia v v v
Belgium 4 v v
Finland v v v
India v v v
Lithuania v v v
Norway 4 4
Poland v v v
Portugal v v v
Spain v v v

Note: The table identifies all reforms that took place in 2003 and had a measurable effect
on the indicators constructed in this report. Countries are listed alphabetically, with the
exception of Slovakia, the leading reformer, and Colombia, the runner-up.

Source: Doing Business database.
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FIGURE 1.1
More reforms in rich countries

Number of reforms by region
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Note: Reforms affecting Doing Business indicators.
Source: Doing Business database.

Challenge Account, an initiative of the United States
government.” Measuring the initial burdens and the
progress with reforms also spurred reforms in the Euro-
pean Union, labor reform in Colombia and bankruptcy
reform in India.

Lithuania and Slovakia broke into the list of the 20
economies with the best business conditions as measured
in this year’s report.> New Zealand tops the list, followed
by the United States, Singapore, Hong Kong (China) and
Australia (table 1.2). Among developing countries, Bots-
wana and Thailand scored best. Latvia, Chile, Malaysia,
the Czech Republic, Estonia, South Africa, Tunisia and
Jamaica follow. At the other end of the spectrum, 20 poor
countries—four-fifths of them in sub-Saharan Africa—
make up the list of economies with the most difficult
business conditions. The list may change somewhat next
year because of reforms and because new topics will be
added to the rankings.

FIGURE 1.2
What gets measured gets done
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Source: Doing Business database.

What was reformed
Shares of reforms by topic
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Being in the top 20 on the ease of doing business
does not mean zero regulation. Few would argue it’s
every business for itself in New Zealand, that workers are
abused in Norway or that creditors seize a debtor’s assets
without a fair process in the Netherlands. Indeed, for
protecting property rights, more regulation is needed to
make the top 20 list.

All the top countries regulate, but they do so in less
costly and burdensome ways. And they focus their efforts
more on protecting property rights than governments in
other countries. If Australia needs only 2 procedures to
start a business, why have 15 in Bolivia and 19 in Chad?
If it takes 15 procedures to enforce a contract in Den-
mark, why have 53 in Lao PDR? If it takes 1 procedure to
register property in Norway, why have 16 procedures in
Algeria? And if laws require all 7 main types of disclosure
to protect equity investors in Canada, why do those in
Cambodia and Honduras provide none?

TABLE 1.2
Top 20 economies on the ease of doing business

1 New Zealand 11 Switzerland
2 United States 12 Denmark

3 Singapore 13 Netherlands
4 Hong Kong, China 14 Finland

5 Australia 15  Ireland

6 Norway 16 Belgium

7 United Kingdom 17 Lithuania

8 Canada 18  Slovakia

9 Sweden 19  Botswana
10 Japan 20  Thailand

Note: The ease of doing business measure is a simple average of the country's rank-
ing in each of the 7 areas of business regulation and property rights protection mea-
sured in Doing Business in 2005.
Source: Doing Business database.
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What are the findings?
The analysis leads to 3 main findings:

+  Businesses in poor countries face much larger regu-
latory burdens than those in rich countries. They face 3
times the administrative costs, and nearly twice as many
bureaucratic procedures and delays associated with
them. And they have fewer than half the protections of
property rights of rich countries.

+  Heavy regulation and weak property rights exclude
the poor from doing business. In poor countries 40% of
the economy is informal. Women, young and low-skilled
workers are hurt the most.

+  The payoffs from reform appear large. A hypotheti-
cal improvement to the top quartile of countries on the
ease of doing business is associated with up to 2 per-
centage points more annual economic growth.

Businesses in poor countries face much larger
regulatory burdens than those in rich countries

It takes 153 days to start a business in Maputo, but 3 days
in Toronto. It costs $2,042 or 126% of the debt value to
enforce a contract in Jakarta, but $1,300 or 5.4% of the
debt value to do so in Seoul. It takes 21 procedures to
register commercial property in Abuja, but 3 procedures
in Helsinki. If a debtor becomes insolvent and enters
bankruptcy, creditors would get 13 cents on the dollar in
Mumbai, but more than 90 cents in Tokyo. Borrowers
and lenders are entitled to 10 main types of legal rights
in Singapore, but only 2 in Yemen.

These differences persist across the world: the coun-
tries that most need entrepreneurs to create jobs and

FIGURE 1.3
More regulatory obstacles in poor countries

Ratio of poor to rich countries

Cost to fire a worker i
Higher

Cost to enforce contracts costs

Minimum capital for start-up

Years to go through insolvency
Days to register property

Days to start a business

Less Legal rights of borrowers and lenders
protection

of property Contract enforcement procedures
rights

Investor protections: disclosure index

Source: Doing Business database.

boost growth—poor countries—put the most obstacles
in their way (figure 1.3). The average difference between
poor and rich countries on Doing Business cost indicators
is threefold. Rich countries score twice poor ones on in-
dicators relating to property rights—enforcing contracts,
protecting investors and legal rights of borrowers and
lenders. Latin American countries have very high regula-
tory obstacles to doing business. But African countries
are even worse—and African countries reformed the
least in 2003.

Heavy regulation and weak property rights
exclude the poor from doing business

In The Mystery of Capital, Hernando de Soto exposed the
damaging effects of heavy business regulation and weak
property rights. With burdensome entry regulations, few
businesses bother to register. Instead, they choose to oper-
ate in the informal economy. Facing high transaction costs
to get formal property title, many would-be entrepreneurs
own informal assets that cannot be used as collateral to
obtain loans. De Soto calls this “dead capital.” The solu-
tion: simplify business entry and get titles to property.

But many titling programs aimed at bringing assets
into the formal sector have not had the lasting impact
that reformers hoped for. Doing Business in 2005 helps
explain why. While it is critical to encourage registration
of assets, it is as important—and harder—to stop them
from slipping back into the informal sector and to use
their formal status to gain access to credit.

Registering property—a new topic in this year’s re-
port—explains that when formalizing property rights
is accompanied by improvements in the land registry,
collateral registry, the courts, and employment regula-
tion, the benefits are much greater. If the formal cost
of selling the property is high, titles will lapse by being
traded informally. In Nigeria and Senegal that cost
amounts to about 30% of the property value. And even
when a formal title is well-established, it will not help to
increase access to credit if courts are inefficient, collat-
eral laws are poor and there are no credit information
systems, because no one would be willing to lend. Add to
this rigid employment regulation, and few people will be
hired. Women, young and low-skilled workers are hurt
the most: their only choice is to seek jobs in the informal
sector (figure 1.4).

Two examples. Nerma operates a small laboratory in
Istanbul. She feels strongly about providing job opportu-
nities for women but says employment legislation dis-
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FIGURE 1.4

Complex regulations exclude the disadvantaged from doing business
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Note: Relationships are significant at the 5% level, controlling for income per capita.
Source: Doing Business database, World Bank (2004a), WEF (2004).

courages it. When women marry they are given a year to
decide whether to leave their job and if they choose to
go, the employer is required to pay a severance payment
based on years of service. And, if the business experiences
a drop in demand, it costs the employer the equivalent of
112 weeks salary to dismiss a redundant worker. With
such rigid regulation, employers choose conservatively.
Only 16% of Turkish women are formally employed.
Rafael runs a trading business in Guatemala. A large
customer refuses to pay for equipment delivered 2 months
earlier. It would take more than 4 years to resolve the com-
mercial dispute in the courts and even then the outcome
is uncertain. Rafael has no choice but to negotiate with the
customer and ends up getting only a third of the amount
due. With no money to pay his taxes, Rafael closes the busi-
ness and goes informal. He is not alone. More than half of
economic activity in Guatemala is in the informal sector.

FIGURE 1.5
Ease of doing business is associated with more growth

Additional annual growth from a hypothetical improvement
to the top quartile on the ease of doing business
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additional
growth

Least difficult
Countries ranked by ease of doing business, quartiles
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Note: Analysis controls for income, government expenditure, primary and secondary enrollment,
inflation, investment, regions and civil conflict. Relationships are significant at the 5% level.
Source: Doing Business database, Djankov, McLiesh and Ramalho (2004).
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Payoffs from reform appear large

A hypothetical improvement on all aspects of the Doing
Business indicators to reach the level of the top quartile of
countries is associated with an estimated 1.4 to 2.2 per-
centage points in annual economic growth (figure 1.5).4
This is after controlling for other factors, such as income,
government expenditure, investment, education, infla-
tion, conflict and geographic regions. In contrast, im-
proving to the level of the top quartile of countries on
macroeconomic and education indicators is associated
with 0.4 to 1.0 additional percentage points in growth.
How significant is the impact of regulatory reform?
Very. Only 24 of the 85 poor countries averaged at least
2% growth in the last 10 years. China, the most promi-
nent among the 24, scores higher on the ease of doing
business than Argentina, Brazil, Indonesia or Turkey.

FIGURE 1.6
Simpler business regulation, more human development
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Economic growth is only one benefit of better busi-
ness regulation and property protection. Human devel-
opment indicators are higher as well (figure 1.6). Gov-
ernments can use revenues to improve their health and
education systems, rather than support an overblown
bureaucracy.

The gains come from two sources. First, businesses
spend less time and money on dealing with regulations
and chasing after scarce sources of finance (figure 1.7).
Instead, they spend their energies on producing and mar-
keting their goods. Second, the government spends fewer
resources regulating and more providing basic social ser-
vices. Sweden, a top 10 country on the ease of doing busi-
ness, spends $7 billion a year or 8% of the government
budget, and employs an estimated 100,000 government
officials to deal with business regulations.> The United
Kingdom spends $56 billion a year, or nearly 10% of the
budget, to administer business regulation.® The Nether-
lands spends $22 billion or 11% of its budget. Belgium,
$10 billion. Norway, $6 billion.” In both countries, this
amounts to about 9% of government spending.

What would happen if these countries were to re-
duce red tape by a moderate 15%? The savings would
amount to between 1.2% and 1.8% of total government
expenditures, or approximately half of the public health
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FIGURE 1.7
High costs of dealing with business regulation
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Source: World Bank investment climate assessments.

budget. Some governments are more ambitious. In 2002
the Dutch government set a goal of cutting expenditures
on administrative burdens by 25% by 2006. Actal, an in-
dependent agency for cutting red tape, estimates that $2
billion has already been saved by doing impact assess-
ments before new regulations reach the parliament. The
Belgian government has set the same 25% reduction as a
goal. Denmark, France, Italy and Norway have also set
quantitative goals for reducing red tape.

What to reform?

The benefits of regulatory reform are likely to be even
greater in developing countries, which regulate more. Yet
few governments are eager to reform, arguing that they
have limited capacity, that it takes a long time and that it
costs a lot. In 2003 countries that scored the lowest on
the ease of doing business measure reformed at one
third the rate of countries in the top quartile.

Reform involves simplification. Governments would
have more capacity and more money if they reformed.
With so many examples of good practice to learn from,
there is no reason to wait (table 1.3).

Imagine Namibia wants to be among the best in reg-
ulating business entry. A delegation from the company
registrar’s office could visit Australia, Canada or New
Zealand and see how the process works there. To learn
how reforms take place, it could travel to Serbia and
Montenegro, which just passed legislation to move regis-
tration out of the courts—and to Italy, which made the
entry process much easier by establishing a single access

point. Or one could visit countries nearby—Botswana,
South Africa and Uganda all have well-functioning busi-
ness entry. The same approach could be followed for re-
forms of regulations of labor, credit, property, corporate
governance, courts and bankruptcy.

To prioritize reform, governments can start by mea-
suring regulatory costs and identifying the biggest oppor-
tunities for improvement. Belgium did so by introducing
an annual survey of enterprises on the main regulatory
obstacles they face. A total of 2,600 businesses participate
in the survey, and the results are reported to the parlia-
ment. The process identified problems in company regis-
tration—a main reason for the 2003 reform—and in
business licensing, where reform is ongoing. Actal, the in-
dependent agency in the Dutch government, performs
cost-benefit analysis of regulatory proposals. Along with
similar agencies in Denmark and Korea, it is among the
best in measuring and reducing red tape. There are suc-
cess stories in developing countries too. In Mozambique
and Vietnam, the government regularly seeks advice from
the business community on priorities for reform.
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TABLE 1.3

Simple solutions and where they have worked

Principles of good regulation

Starting
a business

® Registration as an administrative process
CANADA, CHILE, ITALY, SERBIA AND MONTENEGRO

e Use of single identification number
BELGIUM, ESTONIA, MOROCCO, TURKEY

e No minimum capital requirement
BOTSWANA, IRELAND, TANZANIA, THAILAND

e Electronic application made possible
LATVIA, MOLDOVA, SWEDEN, VIETNAM

Hiring and
firing
workers

e Long duration of fixed-term contracts
AUSTRIA, COSTA RICA, DENMARK, MALAYSIA

e Apprentice wages for young workers
CHILE, ECUADOR, FINLAND, TUNISIA

e Redundancy as grounds for dismissal
ARMENIA, BOTSWANA, LEBANON, RUSSIA

e Moderate severance pay for redundancy
FINLAND, MADAGASCAR, NAMIBIA, URUGUAY

Registering
property

e Consolidate procedures at the registry
LITHUANIA, NORWAY, THAILAND

o Unify or link the cadastre and registry
AUSTRALIA, NETHERLANDS, SLOVAKIA

o Make the registry electronic
ITALY, NEW ZEALAND, SINGAPORE

o Complete the cadastre
AUSTRIA, CZECH REPUBLIC, DENMARK, IRELAND

Enforcing
contracts

o Summary proceedings for debt collection
BOSNIA AND HERZEGOVINA, FINLAND, LITHUANIA, PHILIPPINES

e Case management in courts
INDIA, MALAYSIA, SLOVAKIA, UNITED STATES

o Appeals are limited
BOTSWANA, CHILE, ESTONIA, GREECE

o Enforcement moved out of court
HUNGARY, IRELAND, NETHERLANDS, SWEDEN

Getting
credit

e Legal protections in collateral law
ALBANIA, NEW ZEALAND, SLOVAKIA, UNITED STATES

¢ No restrictions on assets for collateral
AUSTRALIA, SINGAPORE, UNITED KINGDOM

e Sharing of positive credit information
GERMANY, HONG KONG (CHINA), MALAYSIA

e Data protection laws to ensure quality
ARGENTINA, BELGIUM, UNITED STATES

Protecting
investors

o Derivative suits allowed
CHILE, CZECH REPUBLIC, KOREA, NORWAY

e |nstitutional investors active
CHILE, KOREA, UNITED KINGDOM, UNITED STATES

e Disclosure of family and indirect ownership
DENMARK, SWEDEN, THAILAND, TUNISIA

o Public access to ownership and financial data
GERMANY, POLAND, SOUTH AFRICA

Closing a
business

e Foreclosure focus in poor countries
ARMENIA, KENYA, NEPAL, PARAGUAY

o Specialized expertise in the courts
COLOMBIA, INDIA, LATVIA, TANZANIA

o Appeals are limited
AUSTRALIA, ESTONIA, MEXICO, ROMANIA

e Administrators are paid for maximizing value
DENMARK, JAPAN, JORDAN, MALAYSIA

Source: Doing Business database.

Which myths to dispel?

This year’s analysis has also dispelled some commonly
held beliefs about the environment for doing business.

Myth #1 Regulatory reform is costly

The costs are modest for many of the reforms just out-
lined. Setting up a private credit bureau cost less than
$2 million in Bosnia and Herzegovina. Setting up an ad-
ministrative agency for business registration cost less
than $2 million in Serbia and Montenegro. Integrating
the business start-up process into a single access point
cost $10 million in Turkey. Simple calculations from
growth analysis suggest that the benefit-to-cost ratios of
such reforms are on the order of 25:1.% Easing start-up
was recently listed by a panel packed with Nobel laure-
ates as one of the most cost-effective ways to spur devel-
opment—ahead of investing in infrastructure, develop-
ing the financial sector and scaling up health services.’

Myth #2 Social protection requires more business

regulation

Just look at the Nordic countries. All four Nordic econo-
mies in Doing Business are on the list of countries with
the simplest business regulation: Norway (#6), Sweden
(#9), Denmark (#12) and Finland (#14). Few would argue
that they scrimp on social benefits relative to other
countries, or regulate too little. Instead, they have simple
regulations that allow businesses to be productive. And
they focus regulation on where it counts—protecting
property rights and providing social services. Estonia,
Latvia and Lithuania, having learned much from their
richer neighbors, are also among the countries with the
best business environment. Heavier business regulation

is not associated with better social outcomes.!?

Myth #3 Entrepreneurs in developing countries
face frequent changes in laws and regulations
Entrepreneurs complain of unpredictability. And gov-
ernments complain of reform fatigue, blaming the de-
velopment aid agencies. Yet reforms in developing coun-
tries are rare. Many have been stuck with the same laws
and regulations for decades: Mozambique’s company
law dates from 1888, Angola’s from 1901. No legal
change there. The difficulties businesses face come from
a lack of information and from discretion in enforce-
ment. There are simple solutions. Online services in the
company registrar can make it clear how to start a busi-
ness. Disclosure laws can reveal company ownership and
finances. And collateral and property registries can de-
termine who owns what.



Myth #4 Regulation is irrelevant in developing
countries because enforcement is poor

If it were, it would not be associated with so much in-
formality (figure 1.8). Few businesses comply with all
regulations in poor countries, since it is so prohibitively
costly that entrepreneurs choose to operate in the infor-
mal economy. A large informal sector is bad for the
economy: it creates distortions, reduces tax revenues and
excludes many people from basic protections. If regula-
tion were simplified, entrepreneurs would find benefits
in moving to the formal sector, such as greater access to
credit and to courts.
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FIGURE 1.8
Heavier regulation—more informality
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Source: Doing Business database.

What to expect next?

Three other areas of the business environment are being
researched. First, dealing with business licenses. One ar-
gument that government officials give for why business
entry is difficult is that they don’t need to spend many
resources on regulation once the worthy entrants are se-
lected. Studying business licensing tests this argument—
and the argument fails. The same countries that heavily
regulate entry also have more complex and burdensome
licensing regimes (figure 1.9). The data and analysis will
be released in late 2004 on the Doing Business website.
Two new topics will be featured in Doing Business in
2006. One is trade logistics. What are the procedures, time
and cost for an exporter to bring goods from the factory
door to the ship, train or truck and across the border?

FIGURE 1.9
Bureaucratic entry, bureaucratic operations

Cost to obtain operational licenses and permits

=
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Countries ranked by cost to start a business, quintiles

Source: Doing Business database.

What does it take to import a good and bring it to the
store shelft How to deal with customs, pre-shipment in-
spections and technical and quality certification?

The other is corporate taxation—its level, structure
and administration. Tax reform has been hotly debated,
especially in Europe, where several transition econo-
mies—Bulgaria, Poland, Russia and Slovakia—are mov-
ing to or have already adopted flat corporate and personal
tax at rates lower than the ones in other European coun-
tries. Estonia has no tax on corporate earnings if they are
re-invested. Whether lowering taxation spurs enough
new business activity to make up for the loss of budget
revenues is a question that will be addressed next year.

The number of sample countries will continue to ex-
pand. This year, Bhutan and Estonia were included in this
report. Data for Fiji, Kiribati, the Maldives, the Marshall
Islands, Micronesia, Palau, Samoa, the Solomon Islands,
Tonga and Vanuatu are available on the Doing Business
website. The governments of another dozen countries,
such as Cape Verde and Tajikistan, have requested inclu-
sion in next year’s sample.

Beyond adding new topics and countries is the chal-
lenge of understanding how reform takes place. Doing
Business started by studying what entrepreneurs go
through in starting a business, hiring and firing workers,
enforcing contracts, registering property, getting credit,
protecting investors and closing a business. With time,
the project is building more information on reforms—
what motivates them, how to manage them and what
their impact is. Coming in Doing Business in 2006 are
studies of what reformers go through to improve busi-
ness conditions.
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Notes

Poor countries are defined as low and lower middle income economies
under World Bank Group income classifications.

As a part of the IDA13 round of funding, 39 IDA borrowers were
monitored on the days and cost to start a business between January
2002 and January 2004. The population-weighted change during this
period was —12% on days to start a business and —19% on cost to start
a business.

The ease of doing business measure is the simple average of country
rankings (from 1 to 135) in each of the 7 topics covered in Doing Busi-
ness in 2005. The ranking for each topic is the simple average of rank-
ings for each of the indicators—for example the starting a business
ranking averages the country rankings on the procedures, days, cost
and minimum capital requirement to register a business.

Based on a hypothetical improvement to the average of the top quar-
tile of countries on the ease of doing business indicator. Standard
growth regression analysis estimates the relationship between 10 year
average annual GDP growth rates and the ease of doing business indi-
cator. The analysis controls for income, government expenditure, pri-
mary and secondary school enrollment, inflation, investment, civil

10.

conflict and regions. The relationship is robust using 5, 15 and 20 year
growth rates, as well as when controlling for trade, ethnolinguistic frac-
tionalization, latitude, and in instrumental regressions. See Djankov,
McLiesh and Ramalho (2004).

NNR (2003).

British Chamber of Commerce (2004).

The data for Belgium, the Netherlands, and Norway come from Dan-
ish Commerce and Companies Agency (2003).

Growth estimates implied from the analysis in Klapper, Laeven and
Rajan (2004) suggest benefits of $48 million from the reforms imple-
mented in Serbia and Montenegro, and $413 million in Turkey, in the
first year alone.

Copenhagen Consensus (2004). Available at http://www.copenhagen
consensus.com/

Djankov and others (2002).



In 1908 the first Model T came off the Ford Motor Com-
pany’s factory floor. The time to produce a single car:
12% hours. The price: $825. Few people could afford
one. Realizing this, in 1911 Henry Ford asked Frederick
Taylor, the creator of time-and-motion studies, for help.
After studying the production process from beginning
to end, Taylor divided it into separate procedures and
assigned workers to each. By 1914 it took 93 minutes to
produce a Model T, and the price fell to $440. Ford pro-
duced 261,000 that year, nearly as many produced by the
other 300 car manufacturers combined.

In 1986 Hernando de Soto published The Other
Path, using a time-and-motion study to show the pro-
hibitive obstacles to establishing a business in Peru. De
Soto’s research team followed all necessary bureaucratic
procedures in setting up a one-employee garment fac-

FIGURE 2.1
Complex procedures to recover collateral in Mexico
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Source: Doing Business database.

tory in the outskirts of Lima. It took 289 days and $1,231
for the business to legally start operations.

Doing Business is a time-and-motion study which
measures, across 145 countries, the obstacles faced by
an entrepreneur performing standardized tasks: start-
ing a business; hiring and firing workers; obtaining busi-
ness licenses; getting credit; registering property; pro-
tecting investors; enforcing contracts; and closing down
a business. It takes 7 procedures and 8 days and costs
1% of income per capita to register a business in Sin-
gapore; 41 procedures, 455 days and 10% of the debt
to enforce a debt contract in Oman; 5 procedures, 49
days and 4% of the property value to register property
in Pakistan; and 16 procedures, 121 days and 13% of income
per capita to recover collateral in Mexico (figure 2.1).

The Doing Business research is conducted in coop-

1. Filing of complaint before judge.
2. Wit of the court in which the complaint is admitted.
3. Judicial request for payment of the encumbered assets.
4. Answer to the claim. The debtor may oppose defenses.
5. Court admits or dismisses the answer.
6. Notice to the creditor of the opposed defenses.
7. Hearing of admission of evidence.
8. Court renders judgement.
9. Decision to proceed to asset sale.
10. Determination of asset value.
11. Decision on method of sale.
12. Arrangement for public auction.
13. The debtor is notified of the date for the public auction.
14. Publication of legal notices for potential buyers.
15. Public sale.
16. Creditor reimburses the exceeding amount to the debtor.
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eration with leading scholars. The methodology for each
of the 8 topics is developed in an academic background
paper.! More than 60 other researchers have used the
data, uncovering systematic patterns in business regula-
tions and access to credit across countries, and testing
hypotheses for the determinants of these patterns.?

The Doing Business data come from readings of laws
and regulations, with input and verification from more
than 3,000 local government officials, lawyers, business
consultants and other professionals administering or
advising on legal and regulatory requirements. The
methodology uses factual information and allows sev-
eral interactions with local respondents, ensuring accu-
racy by clarifying possible misinterpretations of ques-
tions. A library of current laws, also specifying the
regulatory reforms under way, supports each indicator set.
The use of local knowledge distinguishes Doing Business
from several other existing indicators, such as the ones
produced by the Heritage Foundation, Freedom House,
the International Country Risk Guide and Institutional In-
vestor, constructed by experts living in other countries.

Transparent and easily replicable, Doing Business
can be used for comparisons and benchmarks across
countries. All the surveys and details of the methodology
are published on the website—http//rru.worldbank.org/
doingbusiness—as are the contacts for local partners
who provide information.? The indicators on starting a
business have been audited externally.*

There is also a simple process for contesting the
data—a welcome way to improve the indicators.’ In the
last year, about 60 inquiries have been received, primar-
ily from government officials and development experts,
and in 10 cases the interaction led to revisions of an in-
dicator. These include correcting the data on starting a

FIGURE 2.2
Reform in Ethiopia focuses on the major obstacles
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business in Bolivia, the Czech Republic, France, Hon-
duras, Madagascar and Tunisia; on enforcing a contract
in Iran and Tunisia; on closing a business in Serbia and
Montenegro; and on firing workers in South Africa. The
corrections are immediately reflected on the website, the
most up-to-date source. With 3,192 data points in last
year’s report, the corrections amount to 0.3% of the total
sample.

Most important, the Doing Business analysis can be
used to support policy reforms, and is already starting to
do so—for 2 reasons. First, understanding the relation-
ship between indicators and economic and social out-
comes enables policymakers to see how particular laws
and regulations are associated with poverty, corruption,
employment, access to credit, the size of the informal
economy and the entry of new firms. Putting higher ad-
ministrative burdens on entrepreneurs diminishes busi-
ness activity—but it also creates more corruption and a
larger informal economy, with fewer jobs for the poor.

Second, Doing Business provides guidance on the
design of reforms. The indicators offer a wealth of detail
on the specific regulations and institutions that enhance
or hinder business activity, the biggest bottlenecks caus-
ing bureaucratic delay and the cost of complying with
regulation. Governments can identify, after reviewing
their country’s Doing Business indicators, where they lag
behind and what to reform (figure 2.2). They then can
understand what constitutes best practices and which
countries to learn from. For property registration, from
New Zealand, Norway and Thailand. For business regis-
tration, from Australia and Canada. To improve contract
enforcement, from Dutch courts. To better protect small
investors, from Canada, Israel, Spain, the United Kingdom
or the United States and their regulators.

Percentage of income per capita
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from 484% to 78%
(of income per capita)
150
Y

Procedures



MEASURING WITH IMPACT 1

How are the indicators constructed?

The methodology for each of the topics in Doing Busi-
ness has 6 features:

*  The team, with academic advisers, collects and ana-
lyzes the laws and regulations in force.

+  This analysis yields a survey designed for local pro-
fessionals experienced in their fields—such as incorpo-
ration lawyers and consultants for business entry, litiga-
tion lawyers and judges for contract enforcement,
officials in land registries and real estate lawyers for reg-
istering property.

+  The survey utilizes a standardized business case to
ensure comparability across countries and over time—
with assumptions about the legal form of the business,
its size, location and nature of operations.

+  The local experts have several rounds of interaction
with the Doing Business team, typically 4.

+  The preliminary results are presented to both aca-
demics and practitioners for refinements in the survey
and further rounds of data collection.

+  The data are subjected to numerous tests for robust-
ness, which lead to subsequent revisions or expansions
of the collected information. For example, the initial
contract enforcement study collected and analyzed data
for the recovery of a debt in the amount of 50% of in-
come per capita, as well as for 2 other cases—the evic-
tion of nonpaying tenants and the recovery of a smaller
debt claim (5% of income per capita). After the release
of Doing Business in 2004, it became clear that court and
attorney fees were often too high to expect small debt
cases to reach the court. As a result, the debt amount was
increased fourfold in this year’s report.

The result is a set of indicators that is easy to verify
and replicate. And extending the dataset to obtain other
benchmarks is straightforward. For example, the Doing
Business case studies assume a certain type of business—
usually a domestic limited liability company. Analysts
can follow the methodology, adjust the assumption and
construct the same benchmarks for other standardized
cases, for example sole proprietorships and foreign com-
panies.

The methodology for one project—enforcing a con-
tract—illustrates the general approach. The indicators
for contract enforcement are constructed by studying
a standardized case of a payment dispute in the amount
of 200% of income per capita in a country’s most popu-

FIGURE 2.3
Enforcing a contract in Poland—1,000 days
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Source: Doing Business database.

lous city. The data track the procedures to recover the
debt through the courts or through an administrative
process, if such a process is available and preferred by
creditors. The plaintiff has fully complied with the con-
tract (and is thus 100% in the right) and files a lawsuit to
recover the debt. The debtor attempts to delay and op-
poses the complaint. But the judge or administrator de-
cides every motion for the plaintiff.

The data come from readings of the codes of civil
procedures and other court regulations, as well as from
administering surveys to local litigation attorneys, with
at least 2 lawyers participating in each country. In 30
countries the surveys are also completed by judges to see
whether their answers are similar to those of attorneys.
They are. As with all of the Doing Business in 2005 top-
ics, the data are for January 2004.

Based on the survey responses, 3 indicators of the
efficiency of commercial contract enforcement are de-
veloped:

+  The number of procedures, mandated by law or
court regulation, that demand interaction between the
parties or between them and the judge (administrator)
or court officer.

+  The time of dispute resolution in calendar days,
counted from the moment the plaintiff files the lawsuit
in court until the moment of settlement or, when appro-
priate, payment. (This includes the days when actions
take place and the waiting periods between actions.)

+  The official cost of court procedures, including
court costs and attorney fees, where the use of attorneys
is mandatory or common, or an administrative debt re-
covery procedure, expressed as a percentage of the debt.
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Based on these data Doing Business constructs a time-
and-motion figure for each country. The figure makes
clear what the main bottlenecks are in the contract en-
forcement process. In Poland, for example, it takes
1,000 days and 41 procedures to enforce a simple debt
contract (figure 2.3). Three-quarters of that time is
spent on the trial and judgment, with the 22nd proce-

dure—hearings—taking the longest. Cutting proce-
dures and reducing the time for hearings would sub-
stantially improve efficiency. In Estonia it takes only
150 days and 25 procedures.

Such analysis is conducted on each of the 8 topics,
for every one of the 145 countries in the Doing Business
in 2005 sample.

How is the methodology being improved?

Two characteristics define good indicators. First, they
capture the real constraints to doing business. Second,
they are understood by policymakers, business leaders,
journalists and development experts and are easy to act
upon. Doing Business in 2005 introduces changes to de-
velop more of each.

On capturing constraints, 2 concerns have been
raised: whether the data from surveys of professionals
are representative and whether the indicators are a good
reflection of business constraints across the country. The
answer: surveys of local professionals offer several ad-
vantages over enterprise surveys or polling of interna-
tional experts, but the indicators for a business in Rio de
Janeiro may be very different from the indicators for a
business in Sdo Paulo. In large countries, particularly in
such federations as Brazil, Indonesia and Russia, re-
gional indicators need to be constructed.

The typical respondent to the survey on business
registration assisted over 100 businesses through the
entry process in 2003. The typical respondent to the sur-
vey of closing down a business comes from the law firm
that dealt with the largest number of bankruptcy cases in

FIGURE 2.4
Regional variations in Brazil—tremendous
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her country in 2001-03. And the typical respondent to
the survey on protecting investors has the largest advi-
sory practice on corporate governance issues in his
country and has worked on various bar association or
government committees in drafting new laws and regu-
lations on shareholder protections. It is difficult to sur-
pass their expertise and the accuracy of the data gener-
ated from their answers to the Doing Business surveys.

But these experts often work in the largest cities and
may not be familiar with the practice in other parts of
the country. So, this year Doing Business developed indi-
cators at the regional level in several large countries.
In Brazil 9 cities other than Sao Paulo have been studied.
In India 8 cities other than Mumbai. In Pakistan 4 cities
other than Karachi.

From these limited exercises, and from the work of
others, it is apparent that large differences exist across re-
gions within a country (figure 2.4).° In Brazil the mu-
nicipal requirement for an alvard (operational license)
accounts for a significant proportion of the overall time
to start a business and is the main reason for differences
across cities. In Sao Paulo, the largest business city and
the benchmark for the Doing Business cross-country in-
dicators, the alvara requirement drives up the total days

Time and cost to register property
(percentage of property value)
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to start a business to double that in most other cities.
Some of the same patterns that hold across countries are
visible at the subnational level—for example in Brazil
the cities with higher official fees for registering property
are also the cities with the longest time.

Such within-country work is necessary to identify
constraints and design reforms. Here, the methodology
developed by Doing Business again offers advantages
over the alternative methods. It is significantly cheaper
than running enterprise surveys. And it is much more
accurate than asking a New York-based expert about
business constraints in Porto Velho (the 60th largest city
in Brazil).

Still, there is room for improvement. Changes have
been made to every set of indicators. For example, last
year the statutory requirement for minimum capital was
taken as part of the initial cost of starting a business. But
in a number of countries, only a part of the mandated
minimum capital needs to be paid up-front, with the
rest paid over time. For example, only 25% is paid up-
front in Germany, 30% in Italy and 50% in Armenia. The
revised indicator reflects the up-front cost only.

Indicators of credit markets were also improved.
Doing Business in 2004 reported a measure of the legal
rights of creditors in insolvency. This year, the measure
is expanded to cover collateral laws as well—which de-
fine legal rights that help both borrowers and lenders.
And indicators on credit information were simplified
to an index of 6 variables, covering information sharing
from both public and privately owned registries.

As another example, last year’s methodology for en-
forcing a contract did not allow for a creditor to seek re-
covery outside the courts. This assumption was made in
the belief that such actions may always be reversed by a

FIGURE 2.5
High costs to fire in some countries
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later court judgment and are not preferred by creditors.
But several countries—for example, Belgium, France
and Greece—have administrative debt collection proce-
dures that are binding for both debtors and creditors.
This year, administrative procedures are used for coun-
tries where the respondents indicate they are the most
common method.

A different problem arises when the respondents de-
scribe how entrepreneurs would register a business, go
to court or enter bankruptcy—but in reality have dealt
little with such transactions. To gauge their experience,
this year’s surveys collected information on how many
such transactions the respondent completed. The new
evidence shows that the average incorporation lawyer
dealt with more than 100 cases of business entry in 2003.
And because Doing Business has about 500 respondents
on starting a business, the data reported here reflect ex-
perience with more than 50,000 transactions for the
whole sample—for only one of the topics in Doing Busi-
ness. Beyond the arithmetic, a professional dealing with
these issues every day can differentiate between usual
costs and delays and those under extraordinary circum-
stances.

To inspire reform, indicators need to be simple.
Changes to the methodology have been made where
users of the indicators said they had trouble understand-
ing them. For example, last year’s indices on the rigidity
of employment regulation were based on a reading of
the laws and varied from 0 (less rigid regulation) to 100
(more rigid regulation). Many business people asked
whether the indices could be presented in terms of costs.
So this year, a new indicator on the cost of firing a re-
dundant worker has been constructed (figure 2.5), mea-
sured in terms of weeks of wages.

For another example, last year’s indicators on the
difficulty of closing a business looked at the cost, time,
priority of claims and extent of court involvement. Poli-
cymakers have said that they are most concerned about
how much value is being lost in inefficient bankruptcy
procedures. The result is a new indicator, which calcu-
lates how many cents on the dollar can be recovered in
bankruptcy (figure 2.6).

Once the simple indicator triggers interest in re-
form, by comparing it with those for other countries and
by showing the economic and social benefits of im-
provement, more detailed information collected by the
Doing Business team can be used to assist the reformers.
One example is the indicators on registering property.
Once the government of Malawi acknowledges the need
to make registration more efficient, the depth of the
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FIGURE 2.6
Low recovery rates in insolvency in most countries
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analysis allows further investigation of where the reform
should focus (figure 2.7). In particular, the third proce-
dure—the requirement to obtain consent from the min-
ister of lands for the property transfer—is the largest
bottleneck to registering property. Cutting this proce-
dure would reduce the time by 75%.

Data have also been collected on the actual use of
courts in filing for bankruptcy. This is a first attempt to
measure use of public institutions and hence the rele-

FIGURE 2.7
How can Malawi reform property registration?
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vance of bankruptcy laws for the average business. The
result: in 40 countries bankruptcy is hardly ever used.
The analysis of such data helps in setting priorities for
reform and in designing improvements to indicators.
Doing Business in 2005 presents new indicators on col-
lateral laws to address how creditors enforce their rights
outside of bankruptcy.

Doing Business in 2006 will report whether these im-
provements help reformers. The use of various indi-
cators in allocating aid—for the United States’ grants
under the Millennium Challenge Account, for the Inter-
national Development Association and for World Bank
lending operations in Brazil, Nigeria, Peru and a dozen
other countries—is a hopeful start. So are the requests
for inclusion in the Doing Business sample by the gov-
ernments of Bhutan, Cape Verde, Estonia, Mauritius and
Tajikistan.

The early successes in supporting regulatory reform
owe much to the media. Since its publication last Octo-
ber, Doing Business has been featured in more than 700
media stories around the world. And in Brazil, Colombia,
the Czech Republic, Poland and Serbia and Montenegro,
the media coverage helped policymakers to identify is-
sues and reform to gain momentum.
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What is new?

Three new sets of indicators have been developed, show-
ing the regulations an entrepreneur faces when register-
ing property, protecting investors and dealing with busi-
ness licenses. The data for the first 2 sets are presented in
this report. Information on business licenses has been so
difficult to collect in some countries that the data will
become available on the Doing Business website in No-
vember. The following indicators are constructed:

+  Registering property—procedures, time and cost to
register property. The indicators are constructed
assuming a standardized case of a business that wants to
purchase land and buildings in the peri-urban area of
the most populous city. The property is already recorded
in the registry and cadastre, free of title dispute and val-
ued at 50 times income per capita. The indicators mea-
sure the time and cost to comply with all necessary pro-
cedures to register the transfer of title from the seller to
the buyer.

+  Protecting investors—an index of ownership and fi-
nancial disclosure. Seven types of disclosure make up the
indicator—Dby reporting family, indirect and beneficial
ownership, and on voting agreements between share-
holders, by requiring audit committees and the use of
external auditors and by making such information avail-
able to all current and potential investors. The data come
from a survey of corporate and securities lawyers. They
measure the highest available disclosure, reflecting the
choices of small investors to put their money in publicly

listed or privately held companies. In countries where
stock exchange regulations and securities laws are in
force, the disclosure index assesses these regulations. In
other countries, the disclosure requirements come from
the company law. So the indicators are relevant for pri-
vate companies as well as publicly listed ones.

* Dealing with business licenses—procedures, time
and cost to obtain business licenses and permits for on-
going operations. Because licenses are industry-specific,
the data are built for a case in the construction industry.
In future years the data will cover other major industries.
The same standardized case used in building the starting
a business data is applied to assess the procedures, time
and cost necessary for the business to operate legally in
the construction industry, after completing all required
general registration procedures. Next, a new standard-
ized case is developed to measure the formalities neces-
sary for ongoing operations in the construction indus-
try—assuming that the operations are to build a
warehouse in the peri-urban area of the most populous
city. Technical characteristics of the warehouse are de-
scribed to construction and real estate lawyers and con-
struction associations who answered the survey. Indica-
tors measure the procedures, time and cost to comply
with all necessary regulations and formalities to com-
plete the warehouse construction—from obtaining a lo-
cation permit or building permit to obtaining utility
connections and registering the new building.

Detailed explanations on the construction of indi-
cators, including the new ones, are available in the Data
Notes section.

Notes

1. Several papers are already published, including Djankov and others
(2002), Djankov and others (2003a), Djankov and others (2003b), and
Botero and others (forthcoming). Two other papers—Djankov,
McLiesh and Shleifer (2004) and Djankov and others (forthcoming)—
are the basis for the Getting Credit and Closing a Business chapters, re-
spectively.

2. These include, among others, Rajan and Zingales (2003), Klapper,
Laeven and Rajan (2004), Bolaky and Freund (2004), Lerner and
Schoar (2004), Acemoglu (2003), Mulligan and Shleifer (2003), Hoek-
man, Kee and Olarreaga (2003) and Smarzynska and Spatareanu
(2004).

3. In the surveys, respondents are asked whether they wish to have their
names and contacts printed. A small percentage have requested
anonymity.

4. Booz, Allen and Hamilton (2004).

5. Questions about the methodology can be asked at http://rru.world-

bank. org/doingbusiness/askquestion and will be answered within 48
hours. Readers who wish to contest the data are referred to the de-
tailed methodology in the Data Notes or at
http://rru.worldbank.org/doingbusiness/ methodology and to the pro-
cedure by procedure data on the Doing Business website. For exam-
ple, in contesting the Starting a Business data on Albania, the reader
should look at http://rru.doingbusiness.org/
doingbusiness/exploretopics/startingbusiness/economies/albania.pdf.

6. SEBRAE (2000), World Bank Investment Climate Assessments, avail-

able at http://www.worldbank.org/privatesector/ic/ic_country_re-
port.htm.
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Ridwan always wanted to start his own business. So last
January the Indonesian quit his job as a nurse, sold his
car and took his savings out of the bank. Five months
later, he is the owner of a health spa in Jakarta. Almost.
He still hasn’t received an inspection from the municipal
authorities, mandatory for the business to operate legally.
Nor has he gotten his operational permit. This is not
unusual. It takes 151 days to start a business in Jakarta.

Starting a business is a leap of faith even in the best
of circumstances. Governments should encourage the
daring. And some do. In 2003 it became easier to start a
new business in 35 countries. But progress was uneven.
Countries in the European Union and borrowers from
the International Development Association (IDA) im-
proved dramatically (figure 3.1). Few others changed. In
the EU, following the 2000 Lisbon Summit, countries
signed a charter agreeing to benchmark and reform the
regulation of business start-up.! IDA received additional
funding for borrowers conditional on cutting the time
and cost of business start-up.” The lesson—what gets
measured gets done.

Much was achieved with the stroke of a pen—by
abolishing old decrees or passing new ones at the min-
istry of economy, ministry of finance or company regis-
trar. Some countries combined several administrative
functions into a single access point for would-be entre-
preneurs. Others improved information systems. Turkey
launched one-stop registration, by combining 7 proce-
dures into a single visit to the company registry. The
time to start a business was cut from 38 days to 9. The
cost fell by a third. And the number of registrations shot
up by 18%. Italy opened online business registration,

almost halving the time to start a business—from 23
days to 13. Russia eliminated 3 procedures, cutting to 9
the face-to-face interactions between the entrepreneur
and government officials. Similar administrative re-
forms were implemented in Argentina, Colombia, Jor-
dan, Madagascar, Moldova, Morocco and Nicaragua.

The world’s top reformer—France—adopted a law
on encouraging entrepreneurs. It launched online busi-
ness registration and scrapped the minimum capital re-
quirement for private limited liability companies. The
number of procedures to start a business was cut from 9
to 7. The time was reduced from 49 days to 8. And the
cost of start-up became negligible. Some 14,000 new
businesses registered, up 18% on the year before.

Three other reformers passed new legislation. Spain
created a new corporate form and established a process,

FIGURE 3.1
What gets measured gets done
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to forward company applications electronically between
different government agencies. The number of proce-
dures to start a business fell from 11 to 7. Changes in the
Slovak Company Law introduced a time limit on busi-
ness registration, cutting the days to start a business
from 98 to 52. Bosnia and Herzegovina modified the
Law on Business Companies, reducing the minimum
capital requirement from 10,000KM to 2,000KM and
setting a statutory time limit for registration. In May
2004 Poland adopted the Economic Freedom Act, which
will create a single registration procedure and reduce the

days to register a business from 25 to 5.

A few countries slipped. Azerbaijan extended the
statutory time limit for registration and increased the
time to start a business from 106 days to 123. India
added a procedure by requiring separate steps for ob-
taining different tax numbers. Benin, Domican Repub-
lic, Kuwait and Malawi increased fees. Zimbabwe hiked
the capital duty from 1% to 20%, and increased the li-
cense application fee fourfold. Costs in Mauritania in-
creased by a third, and in Rwanda by a quarter.

Who is reforming business start-up?

An entrepreneur trying to set up a business can face obsta-
cles—costs, delays or procedural complexities. Doing Busi-
ness in 2005 measures 4 dimensions of this difficulty: the
number of procedures, the time, the cost in official fees and
the minimum capital that the entrepreneur must deposit
in the bank before registration starts (Box 3.1).> In each
case a higher number indicates that opening a business
is more difficult and that fewer entrepreneurs will do so.

Doing Business in 2004 revealed that poor countries
regulate business start-up more than rich countries.
These are the countries that most need to spur entrepre-
neurial activity, have the least enforcement capacity and
the fewest checks to ensure regulatory discretion is not
abused. The gap is still large. On average it takes 6 pro-
cedures, 27 days and 8% of the income per capita to start
a business in OECD countries—and 11 procedures, 59
days and 122% of the income per capita to do so in poor
countries. Some are catching up. Armenia, Mongolia
and Moldova introduced significant reforms. Others
made incremental improvements, including Georgia, In-
donesia, Sri Lanka and Vietnam.

Of all areas of regulation measured in Doing Busi-
ness, entry regulations were reformed the most. A quar-
ter of countries made it easier to start a business in 2003.
Some reformed dramatically. The top 10 reformers cut
procedures by 26%, time by 41%, cost by 56% and min-
imum capital by 8% on average (figure 3.2).

Why the change? Performance targets were impor-
tant. IDA received additional funding allocations condi-
tional on improvements in the time and cost of business
start-up. And the United States government (through
the Millennium Challenge Account) began allocating
funds based on performance in business start-up indica-
tors. More than two-thirds of IDA borrowers improved,
by more than 10% on average (see figure 3.1).

FIGURE 3.2
The top 10 reformers
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But the biggest reforms are happening in Europe,
where country performance on start-up regulations is
monitored under the European Charter for Small Enter-
prises.” Fully half the EU countries introduced improve-
ments in 2003. France led the way, followed by Belgium,
Finland and Spain. Among the new EU countries, Hun-
gary, Latvia, Lithuania, Poland and Slovakia made the
fastest progress. In the Czech Republic, Poland and Slo-
vakia further reforms are under way.

Other regions reformed less, with some exceptions.
In South Asia, Nepal and Sri Lanka reduced the time to
start a business, following Pakistan the previous year.
In the Middle East and North Africa, Jordan and Mo-
rocco implemented sweeping reforms and made the top
20 reformers list. In Latin America, Argentina, Bolivia,
Colombia and Nicaragua made significant improve-
ments. Moldova and Mongolia made the top 20 reform-
ers list, as did Russia, which continued its rise up the
rankings for a second year, by reducing the number of
procedures from 19 to 12 in 2002 and to 9 in 2003.
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Who has the most regulation of business start-up—and who the least?

Number of procedures Time (days)

Fewest Most Least Most

Australia 2 Argentina 15 Australia 2 Venezuela 116
Canada 2 Bolivia 15 Canada 3 Azerbaijan 123
New Zealand 2 Greece 15 Denmark 4 Burkina Faso 135
Finland 3 Guatemala 15 United States 5 Angola 146
Sweden 3 Ukraine 15 Puerto Rico 7 Indonesia 151
Belgium 4 Belarus 16 France 8 Brazil 152
Denmark 4 Brazil 17 Singapore 8 Mozambique 153
Ireland 4 Paraguay 17 Turkey 9 Congo, Dem. Rep. 155
Norway 4 Uganda 17 Hong Kong, China 11 Lao PDR 198
United States 5 Chad 19 Netherlands 1 Haiti 203

Two procedures are enough to start a business: notifi-
cation of existence, and registration for tax and social
security. But only Australia, Canada and New Zealand
limit requirements to just those 2. Many countries—
especially poor ones—impose additional procedures.
Chad, the world’s ninth poorest country, has 19. OECD
countries require only 6 on average. More procedures
mean more delays and more opportunities for bureau-
crats to extract bribes.

Cost (% of income per capita, and $US)

Business start-up takes only 2 days in Australia and 27
days on average in rich countries. France and Turkey
joined the list of countries with the shortest entry time.
In poor ones it is more than twice that—60 days. Latin
America tops the list as the region with most delays, 70
days on average, followed by sub-Saharan Africa, at 63
days. Haiti takes the longest time, at 203 days.

Minimum capital requirement (% income per capita, and $US)

Least % $  Most % $ None (0%) Most % $
Denmark 0.0 0 Yemen, Rep. 269.3 1,404 42, including: Morocco 719 11,429
New Zealand 0.2 39 Zimbabwe 304.7 140 Australia Niger 745 1,925
United States 06 210 Rwanda 316.9 601 Botswana Egypt, Arab Rep. 816 8,126
Sweden 0.7 257 Congo, Rep. 317.6 2,501 Canada Mauritania 858 3,765
United Kingdom 0.9 314  Chad 3442 1,086 France China 1,104 12,082
Puerto Rico 1.0 110  Niger 396.4 1,025 Nepal Jordan 1,148 21,157
Canada 1.0 271 Cambodia 480.1 1,529 Thailand Saudi Arabia 1,550 133,511
France 1.1 368 Congo, Dem. Rep.  556.8 611 Uganda Yemen, Rep. 1,561 8,138
Singapore 1.2 262 Angola 8846 6,621 United States Ethiopia 1,822 1,740
Finland 1.2 417 Sierra Leone 1,268.4 1,663 Vietnam Syrian Arab Republic 5,054 267,261

Official fees do not buy efficiency. The time and cost to
set up a business go hand in hand. Six of the 10 coun-
tries with the shortest time to start a business also have
the lowest official cost. Eight of the 10 most expensive
countries for start-ups are in Africa, where it costs on
average twice the income per capita to start a business.
Fees are high even in dollar terms. In France the entre-
preneur pays only $368 in official fees—in Niger
$1,025. In many countries bribes move the process
along, making the difference in total entry costs even
larger between rich and poor countries.

In all but 42 countries entrepreneurs need to deposit
minimum capital into a (usually frozen) account to es-
tablish a limited liability company. But not all countries
require paying the money up front.* High capital re-
quirements are the norm in the Middle East and North
Africa—more than 8 times income per capita. More
than half of the Latin American and East Asian countries
and all South Asian countries require no paid minimum
capital.

Source: Doing Business database.
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Procedures

Governments can reduce the number of procedures
while maintaining the same level of regulation. Turkey
did this. In June 2003, 7 procedures—obtaining a permit
from the Ministry of Industry and Trade, making a pay-
ment to the consumers’ fund, registering at the trade
registry, registering for taxes, for social security, at the
chamber of commerce and at the ministry of labor—
were combined into one, and delegated to the chambers
of commerce (figure 3.3). Application forms were uni-
fied and shortened, and registry officers were trained in
customer relations. None of the substantive require-
ments for the procedures were changed.® A new business
can now be started in about a week.

A year ago Colombia was tied with Belarus and
Chad for the most procedures. Since then it established
business help centers and concentrated several proce-
dures, relocating representatives of each agency to the
new offices. The number of procedures dropped from 19
to 14—the time, from 60 days to 43.

Belgium launched online registration and com-
bined 4 procedures into 1 at a company center. In so
doing it entered the list of countries with fewest proce-
dures. The office now handles responsibilities previously
performed at the trade registry, social security registry
and the tax registry. Time was cut from 56 days to 34.

Time

Eliminating or combining procedures gave the largest
time savings. But some countries also cut time by re-
forming individual procedures. Argentina established a
fast-track process for registration, reducing the time to
obtain a company identification number from 14 days to

FIGURE 3.3
Big changes in Turkey in 2003

Time
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Source: Doing Business database.

5. Sri Lanka computerized the registry office, cutting a
week off of waiting time. Moldova also introduced a new
electronic system at the state registration chamber, re-
ducing delays by a third.

Cost

Reducing costs can be straightforward. Ethiopia did it by
eliminating the requirement to publish notices in two
newspapers. Costs plummeted from almost 500% of in-
come per capita to 77%, and time fell from 44 days to 32.
Albania eliminated some registration fees, almost halv-
ing cost to 32%. Georgia cut the start-up cost from 23%
to 14%. The Democratic Republic of Congo reduced
cost by a third, albeit to a still staggering 557% of the in-
come per capita.

Capital

Scrapping minimum capital requirements is a difficult
reform because it requires legislative change. France was
the only economy to abolish the requirement last year,
and Bosnia and Herzegovina was the only one to re-
duce it. And the new draft company law in Serbia and
Montenegro contemplates a significant reduction in
2005: from 5,000 Euro to 10.

Some justify capital requirements as protecting
creditors and society against damage from failing or un-
trustworthy businesses. But in many countries mini-
mum capital can be paid with in-kind contributions,
such as management time—hardly of value in insol-
vency. In others the capital may be withdrawn immedi-
ately after registration. In practice recovery rates in in-
solvency are no different between countries with and
without minimum capital requirements.” The countries
that developed the requirement in the 18th century—
England and France—have both scrapped it.

Others should follow. Cambodia shows why. It takes
almost 5 times the income per capita in official fees to
start a business in Phnom Penh. Also the entrepreneur
needs to deposit CR20 million, or about $5,100, in a
bank account during the registration process: more than
17 times the income per capita. Add other official costs,
and the entrepreneur needs $6,650, or 22 times the in-
come per capita (figure 3.4). In the United States this
would amount to $833,000. In reality the official fees for
starting a business in New York City are $210, and there
is no minimum capital requirement.

High capital requirements are common in the Mid-
dle East and North Africa. Syria imposes the world’s
highest, at 50 times the income per capita. But this is a
20th century invention.® Before then, the Middle East



1148%—
5054%
FIGURE 3.4
“More difficult” can mean a lot more difficult
% of income per capita
- 1500
os
difficult{ I16‘19 152203
Range of the -
5 highest
1000
396%—
1268%
500
Easiest
Range of the 13
5 lowest — _01% g
Procedures Time Cost Minimum
(days) capital

Source: Doing Business database.

had some of the most flexible laws governing business es-
tablishment. This suggests that reform is feasible. Indeed,
Lebanon revised its company legislation in 1998, cutting
capital requirements to 82% of its income per capita.
What are the results of all this reform? The ease of
business start-up is a simple average of the ranking of
the number of procedures, the associated time and cost,
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TABLE 3.1
Ease of business start-up

Easiest Most difficult
Canada Mauritania
Australia Guinea

New Zealand Togo

United States Cambodia

Hong Kong, China Haiti

Puerto Rico Yemen, Rep.
France Angola

United Kingdom Burkina Faso
Singapore Congo, Dem. Rep.
Denmark Chad

Source: Doing Business database.

and the capital required at the start of business. Canada
comes first. France just joined the list. All 4 Nordic coun-
tries are among the 20 best practice countries, as are Ire-
land, Israel, Romania, Switzerland, and Thailand. Among
the countries with the most cumbersome new business
start-up are 7 African countries (table 3.1).

What to reform?

As ways to ease business start-up, Doing Business in 2004
recommended single registration forms, a single com-
pany identification number, a general-objects clause in
the articles of incorporation and eliminating court in-
volvement in the registration process.

This year’s analysis shows that these reforms work.
The update also asked local Doing Business partners to
name the 5 biggest regulatory and administrative obsta-
cles in starting new businesses. “Too many separate pro-
cedures and different offices to visit” came out on top, at
24% (table 3.2). Poor service was next, at 16%. Long du-
ration of start-up procedures was third, at 12%.

The data suggest that reform to reduce the number
of procedures and the time to start a business would
have the highest payoff. Here are 6 ways to do it:

+ Create single access points for business.
+ Get out of the courts.

+ Make registration electronic.

+ Introduce temporary business licenses.

+ Impose a “silence is consent” rule in business
registration.

+ Standardize paperwork.

TABLE 3.2
The 5 largest obstacles to start-up

Identified problem Percent of respondents

Too many procedures 24
Poor service 16
Long duration 12
Insufficient information 6
Corruption 6

Note: 27% of respondents reported no significant obstacles, 3% reported high costs, 2%
high minimum capital and 4% reported other obstacles.
Source: Doing Business database.

Create single access points for business

Successful reforms in 2003—in Belgium, Colombia,
Kenya, Nicaragua, Portugal, Russia and Turkey—in-
volved creating single access points for entrepreneurs
(sometimes also known as business help centers). Past re-
forms tried launching a one-stop shop for entrepreneurs,
which would then deliver the application documents to
all the other regulatory agencies. Experience shows that
this often meant a one-more-stop shop that frequently
increased delays.” A better model is to nominate an exist-
ing agency—such as the company registry—to be the
single access point and bring together representatives of
various other agencies.
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Witness the work of the Centro de Formalidades de
Empresa in Portugal. Ten such centers have opened in
Portugal since 1998, at the initiative of the Portuguese
Entrepreneurs’ Association. All company registration pro-
cedures are performed here in only 3 visits—previously
it took 11. Thirty-seven other countries have single ac-
cess points, including Algeria, Austria, Estonia, Finland,
Israel, Jamaica, Morocco, Romania, Thailand and the
United Kingdom. These countries take less than half the
time of those without single access points.

Get out of the courts

A second group of reformers, including Bosnia and
Herzegovina and Romania, eliminated the need for man-
datory use of both notaries and judges. Romania made
optional the use of notaries in business registration.
Bosnia and Herzegovina is in the midst of implementing
reform that will make registration an administrative
process, without resorting to the courts. There remain 16
countries—mostly transition countries—where the use
of notaries is still mandatory even though the registra-
tion process involves judges. Slovakia reformed last year
to give incorporation cases to court clerks, not judges.

Notaries perform a simple verification service—
such as certifying that minimum capital has been de-
posited in the Republic of Congo or verifying the
founder’s signatures in Hungary—which could easily be
handled by the municipal official or court clerk already
involved in registration. And they typically cost a lot. No
wonder that survey respondents in Albania, Bosnia and
Herzegovina, Bulgaria, Croatia, Estonia, Hungary, Latvia
and Macedonia say that notaries add no value to the in-
corporation process.

FIGURE 3.5

The countries that have most improved the ease of
business start-up have done so by eliminating the need
for judges. Company registration is an administrative
process. Judges can be freed to focus on commercial dis-
putes. A recent example is Italy, which until 1998 had the
most cumbersome regulation of any European economy,
with the process taking 4 months. Registration was taken
out of the courts, saving 3 months. Further reforms last
year reduced the time to only 13 days. Several Latin
American countries, including Chile, Honduras and
Nicaragua, have taken registration out of the hands of
judges as well.!? Serbia and Montenegro adopted legisla-
tion to do so in May 2004. The benefits are large: entre-
preneurs in countries where registration is a judicial
process spend 14 more days to start a business.

Make registration electronic

In public administration, technology can create a unified
database of business information for sharing across mu-
nicipal offices and government agencies. And the Inter-
net can provide information to would-be entrepreneurs,
such as details on procedures, fee schedules and the
working hours of the relevant agencies.

With some simple legislation to allow electronic sig-
natures, the Internet can also be used to file business regis-
trations, as in Australia, Belgium, Canada, Singapore and
the United States—but also Moldova and Vietnam. Almost
half the sample countries have such laws, and a dozen oth-
ers have draft laws in parliament. Doing so cuts time—by
more than 50% on average (figure 3.5). Paper registration
remains available for those without Internet access.

Electronic registration and silent consent can shorten start-up time

Average change in time for business start-up

Time without electronic registration

With online
services With electronic
database . .
With electronic
database and
online services
-21 days
-23 days

-30 days
Source: Doing Business database.
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A “Silence is Consent” rule
imposes a deadline after which
a business is automatically

considered registered. 28 days



Introduce temporary business licenses

Another reform is using temporary business licenses,
which let entrepreneurs get on with operating businesses
in standard commercial and manufacturing sectors be-
fore the final license is approved. Algeria, France and
Honduras allow this. Introducing such licenses in Brazil,
one of the 10 countries where setting up a business takes
the longest, would have a big impact.!! Here’s how it
could work. While registering for municipal taxes the
entrepreneur could also receive a temporary operations
license. This license would last 6 months and be replaced
by a regular one on inspection by the municipal author-
ity. With this simple reform, starting a business in Brazil
would take 4 weeks, not 5 months.

Impose a “silence is consent” rule

Statutory time limits on business registration are com-
mon, and 43 countries have such statutes. The rationale
is that government officials would have an incentive
to meet the deadline. In practice, such time limits don’t
work. They are usually too generous—30 days in Alba-
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nia, Cameroon, Honduras, Lithuania, Mozambique,
Uzbekistan and Venezuela. And they are difficult to en-
force. So in most cases having only a time limit only
means more delays (figure 3.5).

There is a simple fix: impose a shorter time limit—
say, 5 days—and introduce a “silence is consent” rule.
Once the deadline has passed the business is automati-
cally considered registered. This approach, pioneered in
Italy, is currently enforced in Armenia, Georgia and Mo-
rocco. All 4 are among the world’s fastest 20% of coun-
tries to register a business.

Standardize paperwork

Sixty-four of the sample countries have standard articles
of company incorporation, including China, Costa Rica,
Malaysia, Papua New Guinea, Tunisia and Vietnam.
With standard forms available, the entrepreneur does
not usually need legal or notary services. And the reg-
istry finds it easier to process the documents. In Arme-
nia, for example, the statutory reply time for such appli-
cants is only two days.

Why make starting a business easy?

Cumbersome entry procedures push entrepreneurs into
the informal economy, where businesses pay no taxes
and many of the benefits that regulation is supposed to
provide are missing. Workers lack health insurance and
pension benefits. Products are not subject to quality
standards. Businesses cannot obtain bank credit or use
courts to resolve disputes. Women are hurt dispropor-
tionately, since they constitute 75% of informal employ-
ees. Corruption is rampant, as bureaucrats have many
opportunities to extract bribes. These effects were re-
ported in depth in Doing Business in 2004.

The experience with reform shows that new entry
of formal businesses grows when regulation is relaxed
and administrative process simplified. Consider Ethio-
pia, France, Morocco, Slovakia and Turkey—the top 5 re-
formers in 2003. Since their reforms, new registrations
have grown 2—4 times faster than in other countries (fig-
ure 3.6). In France 14,000 new businesses were registered
in 2003, up 18% on the year before. Registrations in
Bosnia and Herzegovina, Colombia and Russia shot up by
similar rates after start-up procedures were streamlined.!?

Enticing enterprises to the formal economy has two
economic benefits. First, because formally registered en-
terprises have less need to hide from government in-
spectors and the police, they grow to more efficient sizes.

FIGURE 3.6
Simpler regulation encourages entry

Increase in new registrations, 2003-04 48%
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Source: Doing Business database, National Statistical Agencies.

On average, in a sample of 10 developing countries, in-
formal enterprises produce 40% less than enterprises in
the same sectors of the formal economy.!® Second, for-
mally registered enterprises pay taxes, increasing the tax
base for government revenues and reducing the statu-
tory tax rate on companies. The effect is even bigger
if business registration reforms are accompanied by
streamlining tax, labor and related regulations, which
encourages formally registered firms to fully report sales
and officially register workers. As more companies move
to the formal economy, governments can lower the tax
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burden on all firms, as recently done in Poland, Russia
and Slovakia. This gives every business more incentive
to produce. International evidence suggests that a 1%
reduction in taxes is associated with a 3.7% increase
in firms, a 0.9% increase in sales and a 1.1% increase in
employment.'*

Reforming business start-up can add between a
quarter and half a percentage point to growth rates in
the average developing economy (figure 3.7). These esti-
mates come from recent firm-level studies that com-
pare the growth of industries with naturally low entry
barriers, such as retail or food production, to such in-
dustries as chemicals or paper-pulp, with high fixed
entry costs.!> Growth in naturally “high entry” industries
is especially held back by cumbersome regulations—evi-
dence that simple regulation spurs growth, not the other
way around.

The result? Adding a quarter percentage point of an-
nual income growth in developing countries alone
would amount to $14 billion a year, about a quarter of
all international development aid.'® In Brazil the added
annual growth would cover 25% of spending on pri-
mary education.

There are indirect benefits as well. A study by the
World Bank shows that trade openness contributes

FIGURE 3.7
Lower barriers, higher growth
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Note: The hypothetical reform involves moving from the 75th percentile to the 25th percentile
on the ease of start-up—that is, from a Paraguay to a Sri Lanka.
Source: Calculations based on Klapper, Laeven and Rajan (2004).

about 0.4 percentage points annual economic growth in
countries where labor markets are flexible and business
start-up is easy.17 Why? Because trade enhances growth
by channeling resources to their most productive uses
in the economy. But if such resource movement is en-
cumbered by high entry barriers, the effects of trade
diminish and can even be reversed. This explains the
negative effects of trade liberalization in some Latin
American countries, where entry is difficult and labor
markets inflexible.

Notes

1. European Charter for Small Enterprises, available at
http://europa.eu.int/comm/enterprise/enterprise_policy/charter/char-
ter_en.pdf.

2. Thirty-nine countries were monitored between January 2002 and
January 2004 as a part of the IDA13 round of funding. The popula-
tion-weighted change during this period was —12% on days to start a
business and —19% on cost to start a business.

3. See Data Notes for details on the methodology.

The table shows only paid capital requirements. The minimum capital
requirement in Belgium is 18,550 euro, but of this amount only 20%
needs to be deposited at registration. In Germany only 25% of the
minimum capital or 12,500 euro, whichever is smaller, needs to be
paid at registration. In El Salvador and Uruguay a quarter of the mini-
mum capital is needed at the start; in Mexico, a fifth.

5. European Commission (2002).
6. Foreign investors now receive the same treatment as domestic ones.

7. The correlation between countries and the Doing Business indicator of
recovery rates in insolvency is —.09.

8. Mokyr (2003).
Sader (2002).

10. In these countries the commercial registry remains affiliated with the
courts, but the relationship is limited to administrative oversight. In
May 2004 Honduras passed a law to separate the commercial registry
from the courts and make it a public administrative agency.

11. SEBRAE (2000).

12.  New registrations grew by 26% in Bosnia and Herzegovina, 16% in
Colombia and 14% in Russia.

13.  World Bank (forthcoming).

14. Calculations based on Goolsbee’s (2002) analysis of the effect of corpo-
rate tax on the corporate share of firms, sales and employment. Figures
refer to firms operating in the industry classification “general merchan-
dise”” Elasticities for other industries are of similar magnitude.

15.  Klapper and others (2004) on Eastern and Western European coun-
tries, and Fisman and Sarria-Allende (2004) on rich and middle in-
come countries. Both studies use the entry regulation measures devel-
oped in Djankov and others (2002) and define good regulation at the
level of the United States—the benchmark is having 4 procedures, 4
days and a cost of 0.5% of the income per capita to start a business.

16. Total income of the 81 IDA countries was $1.1 trillion in 2003, total
aid about $58 billion.

17.  Bolaky and Freund (2004).



25

Employers in Burkina Faso cannot write fixed-term con-
tracts unless the job is seasonal. The mandated minimum
wage is $54 a month—the third highest in the world rel-
ative to value added per worker, at 82%. Night and week-
end work are prohibited, and women are not permitted
to work more than 8 hours a day. If the business needs to
downsize, the employer must notify the ministry of labor
to fire a single worker, and the law mandates that the re-
dundant worker is trained and placed in other jobs prior
to dismissal. If a resolute employer goes through these
procedures, a redundancy would cost 18 months’ wages
in severance pay and penalties. Small surprise that much
of business operates in the informal sector, which ac-
counts for 40% of economic output in the country.
Rigid regulation is common in developing coun-
tries, so employers choose conservatively. Some workers

FIGURE 4.1
Women and youth lose out from rigid employment laws
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benefit—mostly men with several years of experience on
the job. But young, female and low-skilled workers are
often denied job opportunities (figure 4.1). This is true
even in rich countries—52% of small business owners
in Greece, 46% in Belgium, 41% in Spain and 34% in
Germany indicate that they have hired fewer employees
as a result of burdensome employment regulation.! If
Spain were to increase the flexibility of its employment
regulation to the level in the United States, analysis
suggests employment would increase by 6.2 percentage
points. And additional job opportunities for women
would increase 3 times as much as those for men.?
Employment regulations are designed to protect
workers from arbitrary, unfair or discriminatory actions
by their employers. These regulations—from mandatory
minimum wage, to premia for overtime work, to

Youth unemployment
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share
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Countries ranked by difficulty of hiring index, quintiles

Note: The relationships shown are significant at the 1% level and remain significant at the 5% level when controlling for income per capita.

Source: Doing Business database, World Bank (2004a), WEF (2004).
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grounds for dismissal, to severance pay—have been in-
troduced to remedy apparent market failures. The fail-
ures range from the exploitation of workers in one-com-
pany towns to discrimination on the basis of gender,
race or age to the suffering of the unemployed in the
Great Depression and in the transition of formerly so-
cialist economies.

In response, the International Labour Organization
has established a set of fundamental principles and
rights at work, including the freedom of association, the
right to collective bargaining, the elimination of forced
labor, the abolition of child labor and the elimination of
discrimination in hiring and work practices.’

Beyond these regulations, governments struggle to
reach the right balance between labor market flexibility
and job stability. Most developing countries err on the
side of excessive rigidity, to the detriment of businesses
and workers alike. Burkina Faso vies with Angola, Niger,
Rwanda, Sierra Leone and Togo for the country that reg-
ulates employment the most. And across the world, poor
countries regulate labor much more than rich countries
do (figure 4.2). This is done in the name of offering bet-
ter jobs.

But as economies stagnate—due to inflexible labor
markets, among other reasons—governments are pressed
to provide stability and they do so by imposing even
stricter regulations on businesses in an attempt to pre-
serve current jobs. New job creation is stifled, and the in-
formal sector expands. In the informal sector, women
constitute three-quarters of workers. They have no health
benefits and receive no support for their children, no

FIGURE 4.2
Poor countries regulate employment the most
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sick leave and no pensions. If abused by their employer,
they have no recourse to the courts since the employ-
ment relationship is not documented. Far from protect-
ing the vulnerable, rigid employment regulations ex-
clude them from the market.

In 2003, eight rich economies—Australia, Belgium,
Germany, Italy, the Netherlands, Norway, Portugal and
Taiwan (China)—introduced more flexible employment
regulation. Five middle income countries—Croatia,
Hungary, Latvia, Poland and Slovakia—did the same.
Only one poor country—Namibia—improved. Another
3—Albania, Egypt and Romania—passed more restric-
tive regulations. Two types of reforms were common: in-
creasing the flexibility of working hours and introducing
new types of term contracts.

Who is reforming employment regulation?

Reforms of labor regulation are often triggered by a cri-
sis—with varying results. The Great Depression, World
War II and the oil crises in the early 1970s brought in-
creased regulation. The economic downturns in Europe
in the 1980s and the financial crises in Latin America and
later in East Asia brought reforms to cut employment
regulation. The trend in the last two decades is toward
more flexibility, except in Africa and Latin America.*
Last year continued the trend. Slovakia introduced
the most far-reaching changes (table 4.1). Latvia and
Norway increased the limit for overtime hours and ended
restrictions on weekend work.> Hungary, Namibia and
Taiwan (China) also increased the flexibility of working
hours. Poland and Portugal made it easier for employers
to hire on term contracts. The Netherlands privatized its

job-search agency. Germany made it easier for small
companies to hire temporary workers. And Australia in-
troduced individual savings accounts in place of sever-
ance payments.®

The reforms had a common goal: creating jobs.
Consider two examples. Italy abolished the government
monopoly on job placement services and introduced job
sharing, for 2 workers to share the same position. The
number of hours and types of part-time contracts were
expanded. The government says these changes would
create 250,000 new jobs.” Belgium expanded the system
of “service vouchers,” to simplify hiring for such jobs as
cleaning, house repair and gardening. This is claimed to
result in 25,000 new jobs.® Whether or not these exact
figures are reached, evidence shows that the increased
flexibility will boost employment.



TABLE 4.1
Sweeping reforms in Slovakia in 2003

Before Now

* No part-time contracts e Part-time contracts for students,

women and retirees

o Term contracts could not be e Extensions of term contracts possible
extended

o Limit of 150 hours of overtime e Limit of 400 hours of overtime, with
a year worker consent

e Approval by union for fiinga e No requirement
worker

o Retraining before dismissal ¢ No requirement

o Union approval for flexible e No approval for shifting hours in a
work time 4-month period

Approval by union for group e Notification for group dismissals
dismissals

Source: Doing Business database, Jurajda and Mathernova (2004).

Three countries made regulation more rigid. Egypt
reduced the flexibility of working hours, made night
work more difficult for women and doubled Hajj leave.
In Albania the flexibility of working hours was reduced,
payment for work during weekends doubled and fixed-
term contracts were allowed only for temporary jobs. In
Romania the premium for overtime work was increased
from 50% to 75% and term contracts are now possible
only for exceptional needs, making their use unlikely. But
these changes don’t always last—similar restrictive re-
forms, introduced in Slovakia in 2001, were revised 2
years later.’

Difficulty of hiring

The best way to spur job creation is by making it easy to
contract regular workers. If that is politically difficult, an
intermediate step is to allow for flexible term contracts.
These permit businesses to hire more workers when the
demand for their products rises, without imposing high
costs for dismissals if demand declines. Flexibility is
greater if such contracts do not require special approvals,
can be used for any task and have longer duration.
OECD, Middle Eastern and East Asian economies make
it easy to hire fixed-term workers. But many Latin Amer-
ican and African countries impose excessive limitations.
Colombia, Mexico and Panama allow employers to write
term contracts only for specific tasks and for 1 year. After
the year is over, the employer has to either fire the worker
or offer a permanent position. Chad, Mauritania, Niger
and Togo also allow such contracts only for specific
tasks, lasting for 2 years or less. The result: constant
turnover of workers, who get fired just before the statu-
tory time limit is met. Employers have no interest in pro-
viding training. Productivity stays low.
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Another obstacle to hiring new workers, especially
young ones, is a high minimum wage relative to the
average wage in the economy. Almost all countries have
a minimum wage as a way of trying to provide a
decent living standard.!® In most rich countries, mini-
mum wages are typically a quarter to a third of value
added per worker—21% in Finland, 24% in Japan, 25%
in France and 29% in the Netherlands.!! But in Cambo-
dia, Niger and Vietnam minimum wages are two-thirds
or more of value added per worker. The result is a higher
number of unemployed youths and low-skilled work-
ers.!> And because these countries do not have a social
safety net for the unemployed, the impact is even more
serious.

Rigid work hours

Many industries have seasonal highs and lows. Much
of agro-processing business is in the summer and fall.
Much of retail business is during holidays. Businesses
can meet these fluctuations in demand by expanding
and contracting the number of work hours—if the law
permits. In El Salvador, Japan, New Zealand, Sweden and
Uganda the working day can extend to more than 12
hours a day in peak periods. But in the Philippines and
Ukraine the maximum is 8 hours. In both countries
there are restrictions on night and weekend work, so the
employer cannot use 2 shifts. These rigidities allegedly
increase worker welfare. Yet workers prefer adjustments
to changing demand through flexible working hours
rather than through the alternatives: hiring and firing or
informal work.!?

Difficulty of firing

A barrier to firing is a barrier to hiring. Yet South Asian
countries like Nepal and Sri Lanka and most African
countries impose formidable restrictions on firing. The
average African business faces twice the administrative
hassle in firing a worker than does an OECD business
(figure 4.3). The same countries that make hiring easy, in
the OECD and East Asia, make firing easy too. Transition
economies are mixed. Eastern European countries like
Slovakia and Bulgaria are among the least restrictive.
Former Soviet countries like Belarus, Moldova, Ukraine
and Uzbekistan are among the most restrictive.

Firing is almost impossible in Uzbekistan. Redun-
dancy—because of deteriorating economic conditions
or falling demand—is not considered a fair ground for
dismissal. To fire a single worker, the employer must
document several incidents of drunkenness at the work-
place or show a consistent pattern of insubordination.
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BOX 4.1

Who has the most rigid labor regulation—and who the least?

Difficulty of hiring Difficulty of firing

Least Most Least Most

25, including: Romania Canada Cameroon
Israel Mauritania Costa Rica Egypt, Arab Rep.
Slovakia Central African Republic Hong Kong, China Ukraine
Australia Rwanda Jamaica Congo, Rep.
Denmark Togo Japan India

Saudi Arabia Congo, Rep. Kuwait Mexico
Botswana Morocco Saudi Arabia Nepal
Russia Chad Singapore Angola
United States Burkina Faso Uganda Tunisia
Namibia Niger Uruguay Uzbekistan

The Difficulty of Hiring index measures whether term
contracts can be used only for temporary tasks; the maxi-
mum duration of term contracts; and the ratio of the
mandated minimum wage (or apprentice wage, if avail-
able) to the average value added per working population.'4
In Namibia, the 10th least regulated country, term con-
tracts can be used for any task and have unlimited dura-
tion; the minimum wage to value added ratio is 21%. In
Mauritania, the 10th most regulated country, term con-
tracts are allowed for specific tasks and are limited to 2
years; the minimum wage to value added ratio is 68%.

The Difficulty of Firing index has 8 parts: whether redun-
dancy is a fair ground for dismissal; whether the employer
needs to notify the labor union or the labor ministry for fir-
ing one redundant worker; and the same for group dis-
missals; whether the employer needs approval from the
labor union or the labor ministry for firing one redundant
worker; and the same for group dismissals; whether the law
mandates training or replacement prior to dismissal; if pri-
ority rules apply for dismissals; and if priority rules apply
for re-employment. Uruguay doesn’t regulate any of these
areas. Angola regulates all of them.

Rigidity of hours Rigidity of employment

Least Most Least Index Most Index
Canada Brazil Hong Kong, China 0 Angola 75
Hong Kong, China Greece Singapore 0 Sierra Leone 76
Lebanon Spain Malaysia 3 Central African Republic 76
Malaysia Ukraine United States 3 Rwanda 76
New Zealand Venezuela Canada 4 Togo 76
Serbia and Montenegro Portugal Uganda 7 Congo, Dem. Rep. 77
Singapore Burkina Faso New Zealand 7 Chad 80
Tunisia Congo, Dem. Rep. Slovakia 10 Congo, Rep. 86
United States Cote d'lvoire Jamaica 10 Burkina Faso 90
Chile Niger Saudi Arabia 13 Niger 90

The Rigidity of Hours index is a simple average of 5 indica-
tors: whether night work is allowed; whether weekend work
is allowed; whether the workweek consists of 5/ days or
more; whether the workday can extend to 12 hours or more
(including overtime); and whether the annual paid vaca-
tion days are 21 or less. In Chile, the 10th least regulated
country, the workday can extend to 12 hours, the workweek
can extend to 6 days, there are no regulations on night and
weekend work, and the minimum paid leave is 19 days a
year. In Brazil, the 10th most regulated country, the work-
day is limited to 10 hours. Weekend work is not allowed,
and the minimum paid leave is 30 days.

The Rigidity of Employment index is a simple average of
the Difficulty of Hiring, Rigidity of Hours and Difficulty of
Firing indices, varying between 0 and 100, with higher val-
ues for more rigid regulation. Differences across countries
are enormous. Saudi Arabia, with the 10th most flexible em-
ployment regulations, has no restrictive regulations on hir-
ing and firing but regulates weekend work. Angola, with the
10th most rigid regulations, regulates heavily every aspect
of work hours and firing, but allows term contracts with
5-year duration.

Source: Doing Business database.



FIGURE 4.3
Difficult to fire workers in some countries
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With this documentation in hand the employer seeks
approval from the ministry of labor. Within a month he
receives a visit from a labor inspector and is asked
whether the employee was offered placement at another
position. The alternative placement must last 3 months,
with progress evaluated. After that, another application
is sent to the ministry. Chances of success are slim. The
process for firing a group of workers is even more diffi-
cult. The difficulty of firing is one of the reasons why
more than a third of economic activity in Uzbekistan
takes place in the informal sector.

Cost of firing

An employer in Egypt faces administrative barriers to
firing a redundant worker similar to those in Uzbekistan.
But at the end of the process, an even bigger obstacle
arises. More than 3 years of salary must be paid to see
the worker leave, comprising 3 months salary during the
compulsory notice period, a severance package equiva-
lent to 27.5 months of salary (for a worker with 20 years
of experience) and a dismissal penalty equivalent to 8
months of salary. Small wonder that the employer keeps
the worker around.

Poor countries impose firing costs 50% higher than
those in rich countries (figure 4.4). Some argue that this
is justified because governments in poor countries do
not have enough resources to provide unemployment
insurance, so the cost should be borne by businesses.
This is backward logic. Heavy regulation of dismissal is
associated with more unemployment, so those who want
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FIGURE 4.4
Who pays what to fire?
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to work in poor countries frequently get neither a job
nor unemployment insurance.

Flexible labor markets, by contrast, provide job
opportunities for more people, ensuring that the best
worker is found for each job. Productivity rises, as do
wages and output. Higher taxes are collected, and the
government can afford a social protection system.

Consider Colombia. In 2002 the government broad-
ened the definition of just causes for dismissal. It cut the
severance payment of a worker with 20 years of experi-
ence from 26 months to 11—and the mandated notice
period from 8 weeks to 2. The reforms created 300,000
new jobs.!> And with the added tax revenues, the gov-
ernment established an incentive subsidy for hiring un-
employed youths in small enterprises. So far, however,
the incentive scheme has not worked as effectively as
hoped. (A proposal for revisions is awaiting congres-
sional approval.)

What triggered these reforms in Colombia? They
started with a study by the Inter-American Development
Bank, which identified employment regulation rigidities
as the main cause of high unemployment.'® Comparing
the impact of regulations in Colombia with those of its
neighbors and select OECD economies, the study con-
cluded that the current regime benefited the few at the
expense of the many. Other analyses confirmed the find-
ings and proposed specific reforms. Faced with a 20%
unemployment rate, the government had little choice
but to experiment. Good measurement and some des-
peration got the job done.
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What to reform?

Bold reforms, as in Colombia or Slovakia, have the largest
payoffs in increasing productivity, reducing unemploy-
ment, and providing women with better economic and
social opportunities. In the absence of such sweeping
change, four types of reform work best:

+ Increase the length and scope of term contracts.
+ Introduce apprentice wages.

+ Allow flexible working hours.

+ Remove administrative approvals for dismissals.

Increase the length and scope of term contracts

In 1991 Peru revised its labor law to allow for a 3-year
term contract for any task. The previous law allowed
1-year contracts for temporary tasks. Within a year, the
number of workers on term contracts shot up by 50%
and by 1997 more than doubled, to make up 40% of all
employment contracts. Young and informal workers
benefited the most, with youth unemployment falling by
7 percentage points and the informal sector shrinking
by 12 percentage points.!”

Five of last year’s reformers—Croatia, Italy, Poland,
Portugal and Slovakia—increased the duration of term
contracts and expanded their applicability. Germany
and Russia did the same the previous year. In those 2
countries and in Poland, there is no limit to the length
of term contracts. Portugal increased the duration to 6
years, Slovakia to 5, Italy to 3.

But term contracts are a good reform only when it is
difficult to reduce the cost of regular contracts—and
even then as a temporary measure. If they are not ac-
companied by reforms of regular contracts, term con-
tracts could contribute to the development of a dual
labor market—as evidenced in Spain.!®

Introduce apprentice wages

Thirty countries have apprentice wages, ranging from
Chile to Madagascar, Thailand to Tunisia, Serbia and
Montenegro to Australia. Apprentice wages are a 1990s re-
form, except for Denmark, France and some Latin Amer-
ican countries, which have had them since the 1960s. Such
reform is cheap: the beneficiaries are easy to target, and
the apprenticeship lasts a short time, after which the em-
ployee enters a regular contract.!” It is also easier to intro-
duce apprentice wages than to lower the minimum wage,
because labor unions oppose them much less.

Allow flexible working hours

To accommodate fluctuations in demand, a business
may at times need longer workweeks—hopefully not too
often. Businesses in the Czech Republic, Hungary and
Poland found this the hard way. With employment reg-
ulations that permitted only 150 hours of overtime a
year in the mid-1990s, and with limits to term contracts,
much demand remained unmet. All 3 countries reached
an innovative solution: to allow swaps of working hours
between peak periods and slow periods, as long as the
number of hours remained constant over the course of 6
months (Poland) or a year (Czech Republic, Hungary).
Poland soon found that a 6-month period was inade-
quate, because seasonal demands usually require an an-
nual cycle.

More recently, many Central European economies
have found a complementary solution: longer overtime
hours, with the consent of employees. Latvia increased
the overtime hours to a maximum of 432 a year, Hun-
gary and Slovakia to 400, Poland to 260. The combina-
tion of time swaps within the normal work hours and
expanded overtime makes it possible for businesses to
adjust to swings in demand.

About 50 countries allow flexible working hours. In
the others, temporary increases in demand mean lost rev-
enues or higher production costs. For example, the nor-
mal workweek in Indonesia is 40 hours, and 3 additional
hours of overtime per day are allowed. The premium for
overtime work is 50% for the first hour, and 100% there-
after. So to meet an increase in temporary demand of 50%
the owner of a 200-employee company would have to hire
19 new workers.?’ The labor costs on that 50% output in-
crease would rise by 96%. In Venezuela, where only two
hours of overtime work per week are allowed, at a 50%
premium, the business would have to hire 66 new work-
ers and the labor cost would increase by 90%. Countries
that move to more flexible work hours can bring those
labor costs down considerably—Slovakia from 111% to
27%, Namibia from 54% to 39% (figure 4.5).

Remove administrative approvals to dismissals

Many countries have both high administrative barriers
and large direct costs of firing. If a business owner in Sri
Lanka decides to fire a redundant worker, she needs to
obtain approval from the labor union. This takes time.
Often, the case ends up in the labor tribunal, involving
further costs and delays. Fines are frequently levied for
failing to comply with this or that procedure. And once



FIGURE 4.5
Boosting production can be costly...
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...but reform works.
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the approval is granted, the worker gets 25 months in
severance pay.’! Hardly anyone gets fired, but few people
get hired. Both employers and employees in countries
like Sri Lanka would be better off if the administrative
approval were scrapped and severance payments are
lowered. Colombia introduced such a system last year.
Instead of (or together with) severance payments,
which hit a troubled business during the worst possible
time—economic downturns—middle income countries
can introduce unemployment insurance. This shifts the
focus of regulation from protecting jobs to protect-
ing workers, by helping them deal with moving to new
jobs.?? The Korean government instituted a similar scheme

in 1996. The timing was fortuitous, mitigating the effects
on workers during the 1997-98 financial crisis. The
Chilean reform of 2002 introduced savings accounts: the
employee pays 0.6% of gross wages and the employer
pays 2.4%, with two-thirds going to an individual ac-
count and a third to a common fund. Severance pay is
cut from 30 days to 24 for each year worked. Unem-
ployed Chilean workers receive benefits for 5 months, no
matter how long they have been insured. The payments
are progressively reduced each month, to encourage
searching for another job. Australia followed suit, intro-
ducing individual savings accounts last year.

Why make hiring and firing easier?

Businesses seek other means of staying competitive if
employment regulation is rigid. They hire informal
workers, pay them under the table and avoid providing
social benefits.”> Women are 3 times more likely to be
hired informally. And as parents fail to find decent em-
ployment, children often turn up in the workplace.

The people employment regulation is supposed to
protect are hurt the most (figure 4.6). When there are
fewer job opportunities in the formal sector, inequality
often rises as people turn to the informal sector, which of-
fers lower pay and no health insurance or social benefits.>*

Foreign investment falls as well. Restrictive labor
markets are cited as the third most important reason for
foreign companies not to invest, behind high corporate

taxes and corruption.?> One study shows that an in-
crease in flexibility at the rate of the Slovak reforms is as-
sociated with 14-18% more foreign investment.?

Rigid employment regulation also imposes indirect
costs, by restricting the ability of firms to adjust to
shocks, such as new technologies, macroeconomic
shocks and privatization.?” For example, very rigid em-
ployment regulation reduces the benefits of trade lib-
eralization.”® As an economy opens, competition from
now-cheaper imports drives jobs away from less produc-
tive sectors and into more productive ones, expanding
the economy. This happens only if workers can move.
With high barriers to hiring and firing, labor remains in
unproductive sectors. The result is less job creation and
aloss of competitiveness, as in much of Latin America in
the last decade.
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FIGURE 4.6
Who loses from rigid employment regulation?
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Every cloud has a silver lining. The Napoleonic wars
brought some of the most fierce battles Europe had seen.
But to fund his conquests, Napoleon had all French
properties accurately mapped and registered for taxa-
tion, saying “a good cadastre [property map] of the
parcels will be the complement of my civil code.”! Once
annexed, Belgium, the Netherlands and Switzerland re-
ceived the same system.

There are better reasons for registering property
than financing wars. Defining and publicizing property
rights have proven good for entrepreneurs as well. Land
and buildings account for between half and three-
quarters of country wealth in most economies.> And
with formal property titles, entrepreneurs can obtain
mortgages on their homes or land and start businesses.
Banks prefer land and buildings as collateral since they
are difficult to move or hide.®> In Zambia 95% of com-
mercial bank loans to businesses are secured by land, in
Indonesia 80%, and in Uganda 75%.* The benefits go
beyond credit. Property titling can also significantly in-
crease land values and investment (figure 5.1).%

But a large proportion of property in developing
countries is not formally registered. Peruvian economist
Hernando de Soto estimates the value at $9.3 trillion,
calling it “dead capital.” Unregistered property limits the
financing opportunities for new businesses and expan-
sion opportunities for existing ones. In Ethiopia 57% of
firms report that access to land is their main obstacle, as
do 35% in Bangladesh and 25% in Kenya and Tanzania.
Recognizing these bottlenecks, governments have em-
barked on extensive property titling programs in devel-
oping countries.

Yet bringing assets into the formal sector is of little
value unless they stay there. Many titling programs in
Africa were futile because people bought and sold prop-
erty informally—neglecting to update the title records
in the property registry.” Why? In the average African
country a simple formal property transfer in the largest
business city costs 14% of the value of the property and
takes more than 100 days. Worse, the property registries
are so poorly organized that they provide little security
of ownership. For both reasons, formalized titles quickly
go informal again.

Even if titles remain formal, they don’t amount to
much if governments control property prices and re-
strict the ability to trade. Property markets will not
function effectively if regulations restrict investment
from being channeled to its most productive use. And ti-

FIGURE 5.1
Defining and protecting property rights—Iarge benefits
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tles won’t lead to more credit if collateral laws make it
expensive to mortgage property and inefficient courts
prevent banks from seizing collateral when a debtor
defaults. Not surprisingly some studies document cases
where titling failed to bring the expected increases in in-
vestment or income.?

Efficient property registration reduces transaction
costs and improves the security of property rights. This
benefits all entrepreneurs, especially small ones. The rich

have few problems protecting their property rights. They
can afford the costs of investing in security systems and
other measures to defend their property. But small entre-
preneurs cannot. Reform can change this. Improving the
security of property rights in Peru was shown to increase
productive activities.® Across countries, firms of all sizes
report that their property rights are better protected in
countries with more efficient property registration. But
the relationship is much stronger for small firms.!”

Who makes registering property easy—
and how?

An entrepreneur wants to buy property in the peri-urban
area of Lagos. It is a simple case—the seller has agreed
and the property is officially recorded and free of dispute.
Title registration begins. The entrepreneur starts by hir-
ing a lawyer, mandatory in Nigeria. She obtains applica-
tion forms, tax clearances, a plan of the property, assess-
ments and stamps of the deeds. Next she pays stamp
duties and deposits fees, conducts a search of the land
registry and submits the application for consent to the
governor of the state. And then waits for 6 months. After
obtaining consent, she pays another 3 separate fees and
taxes and submits the receipts to 2 more agencies. The
property is inspected by state valuers and the transfer
recorded in the land registry. Twenty one procedures,
27% of the property value in official fees and 274 days
later, she owns the property. If she wants a mortgage, the
bank must go through a similar procedure to obtain con-
sent for registering it.

The process is so cumbersome that the standard
practice is to go through all the procedures to register a
business—no mean feat in Nigeria—and then put the
property in the name of the business. That way the prop-
erty can be traded by buying and selling the company
rather than facing all the costs of registering property
again.!!

Compare this with what a Norwegian entrepreneur
experiences when buying property in Oslo. He goes to
the land registry, submits an application form (which
can also be obtained on the Internet or in bookstores)
and pays the registration fee and 2.5% of the property
value in stamp duty. Registration is complete in a day.

Some other countries also make it simple (box 5.1).
In New Zealand the buyer checks the legal status of the
property with local authorities, then pays a conveyancer
0.17% of the property value to register the transfer on-
line. Registration is complete in 2 days. In Sweden, too, 2

days are all that are required—the entrepreneur need
only submit registration forms and pay 3% in taxes and
fees at a bank. The same is true in Thailand, which has a
world-class system where all contracts are prepared in
the land office as a part of registration.'? In Singapore
the buyer conducts all due diligence and pays taxes on
the Internet. Registration is over in 9 days.

A number of transition countries speed up registra-
tion by offering an expedited procedure: a buyer can pay
a higher fee for faster processing. In Lithuania using the
fast track costs 25% extra but cuts time from 29 days to
3. In the Kyrgyz Republic and Slovakia the expedited
procedure saves 15 days, in Russia 20 days and in Kaza-
khstan 12 days.!® Outside the region Argentina also has
a fast track service saving 21 days. And Spain has an in-
novative system to improve speed: the registry’s fees are
cut by 30% if the process exceeds 15 days.

No such luck in most other countries. Much of the
difficulty is caused by overly complex procedures. Ghana
is switching from a system that records deeds of transfer
to one that provides guaranteed title. The transfer must
be registered in both systems, a process that involves 6
agencies and 382 days. Only 8% of properties are regis-
tered. Austria, Honduras and Yemen require the buyer to
go to both notaries and the courts. In Ukraine and
Uzbekistan the land is registered separately from the
building, effectively doubling the complexity of the
process. In 2004 Russia reformed, combining land and
building information into a unified cadastre. The au-
thorities in Shanghai, China did the same.

In a third of countries, delays in recording at the
property registry are the main obstacle, including in the
Dominican Republic and Portugal. An entrepreneur in
Guinea can complete the due diligence requirements in
3 weeks. Unless he has connections, however, he’ll then
wait 3 months for the registry to finish processing.
Threatened with delays, the entrepreneur may be
tempted to offer a bribe to move the process along. And
on top of that, he must pay 16% in taxes.
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Who has the most efficient property registration—and who the least?

Procedures (Number)

Cost (% of property value)

Fewest Most Least Most

Norway 1 Latvia 10 Saudi Arabia 0.0 Sierra Leone 16.5
Sweden 1 France 10 New Zealand 0.2 Central African Republic 17.4
Belgium 2 Ecuador 11 Belarus 0.2 Zimbabwe 18.1
New Zealand 2 Uzbekistan 12 Mongolia 0.4 Burundi 18.1
Thailand 2 Tanzania 12 Azerbaijan 0.5 Cameroon 18.8
United Kingdom 2 Greece 12 Estonia 0.5 Mali 20.6
Finland 3 Brazil 14 United States 0.5 Congo, Rep. 22.5
Lithuania 3 Ethiopia 15 Denmark 0.6 Nigeria 27.2
Singapore 3 Algeria 16 Russian 0.8 Syrian Arab Republic 304
Taiwan, China 3 Nigeria 21 Lithuania 0.9 Senegal 34.0

Countries with the simplest registration require the en-
trepreneur only to pay fees or taxes and to register the
transfer. In Norway and Sweden the 2 steps are com-
bined. Another 15 countries have 3 or fewer steps. Oth-
ers, especially poor countries, require a bewildering set
of procedures—getting approvals, notarizations, docu-
mentation, inspections, clearances and making pay-
ments. More procedures mean more delays and more
chances for officials to demand bribes, as every en-
counter between the entrepreneur and official is an op-
portunity for corruption.

Costs come largely from taxes, registration fees and no-
tary charges. A Saudi entrepreneur pays nothing—al-
though he would also get less security because the regis-
tration is only with a notary and not linked to a cadastre.
Recent reforms will change this. Transfer taxes in Syria
are an astonishing 30% of the value. It doesn’t lead to
higher revenue collection: a common practice is to have
2 contracts, with one for the parties with the real price,
and one for the tax agency with an underreported value.
Reducing fees removes the disincentive to register trans-
actions formally.

Time (Days) Ease of registering property (Average ranking)

Least Most Most Least

Norway 1 Togo 212 New Zealand 127 Congo, Rep. 28
New Zealand 2 Belarus 231 Lithuania 120 Sierra Leone 27
Sweden 2 Nigeria 274 Norway 118 Tanzania 26
Thailand 2 Bosnia and Herzegovina 331 Saudi Arabia 117 Senegal 26
Lithuania 3 Angola 335 Sweden 116 Congo, Dem. Rep. 24
Saudi Arabia 4 Coéte d'lvoire 340 Singapore 115 Coéte d'lvoire 22
Netherlands 5 Rwanda 354 United Arab Emirates 112 Uzbekistan 19
Australia 7 Ghana 382 United States 112 Burkina Faso 17
Taiwan, China 7 Slovenia 391 Armenia 109 Angola 16
Singapore 9 Croatia 956 Switzerland 106 Nigeria 4

Twenty-one countries allow the entrepreneur to regis-
ter property in 20 days. But in Angola, Bosnia and
Herzegovina, Croatia and Slovenia court backlogs can
cause delays of over a year. It is possible to get a provi-
sional title on application, but full certainty under
property law comes only with the final title. Inefficient
registries delay the process in many African countries,
especially when bribes are not paid.

Source: Doing Business database.

The ease of registering property is a simple average of
country rankings by the number of procedures, time
and cost, where higher values indicate more efficient
property registration. Entrepreneurs in Nordic countries
have the easiest time transferring property. Armenia and
Lithuania also make the top 10 list following their re-
forms. Nine of the 10 least efficient countries are in Sub-
Saharan Africa, largely because of combined high costs
and time. Nigeria is the least efficient.
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FIGURE 5.2
Registering property is complex in Uzbekistan
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Source: Doing Business database.

Inspections of the property slow the transfer of title
in 30 countries, none rich, including Bangladesh, Bolivia,
the Republic of Congo, Egypt, Ethiopia, Jordan and
Malaysia. Uzbekistan has 2, compounding an already
complex procedure (figure 5.2). Both inspections are to
verify the property’s borders. The first double-checks the
official cadastre records. The second triple-checks it.
Both times, every neighbor must sign and seal the in-
spection. Such complexity increases the likelihood that
bribes may change hands.

Another large bottleneck, especially in Africa, is the
requirement for government consent before property is
transferred. It causes delays, usually requires an exorbi-
tant fee and can be a major source of corruption.
Lesotho, Malawi, Nigeria, Rwanda, Senegal and Zambia
all have consent requirements. This is not always a relic
of colonial days. Nigeria’s came with the Land Use Act

FIGURE 5.3
Harder to register in poor countries

Time and cost to register property
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Source: Doing Business database.

of 1978. It was adopted to reduce conflict, but added a
6-month delay and a 10% fee.

The effect of such obstacles is evident across coun-
tries. Registering property is almost twice as efficient in
rich countries as in poor ones (figure 5.3). Across re-
gions, OECD and East Asian countries have the most ef-
ficient registration, averaging about 40 days and costing
less than 5% of the property value. It is most difficult in
Sub-Saharan Africa, where it takes more than 100 days
and with costs of over 14%. Latin American countries
typically require many procedures, including more due
diligence, and take longer than average. Most countries
in Eastern Europe and Central Asia have low costs—
3.2% on average, with 6 countries at less than 1%. But in
almost all, the seller will also need to pay value added
tax. And low costs in Azerbaijan, Belarus, Moldova,
Poland and Slovenia are offset by long delays.

What else secures property rights?

Doing Business in 2005 presents measures of the effi-
ciency of registering property. But many other factors
help secure property rights. Among these are the organi-
zation of the registry, the legal rights that come with
ownership and the controls on property markets. Prop-
erty lawyers and property registries provided detailed in-
formation on each of these areas. Several examples high-
light how they matter.

Organization of the registry and cadastre

Property registries record legal ownership, and the cadas-
tre records physical characteristics and identifies bound-
aries. In the Netherlands all properties are recorded in the

registry and cadastre, with the two unified to avoid con-
flicting records. Registry information can be accessed on-
line without restriction. In Costa Rica about 1.2 million
properties are registered, but almost 1.7 million plots are
supposedly recorded in the cadastre. The total area of all
registered properties exceeds the area of the country by
6% (figure 5.4). Evidently, some records are duplicates or
contradictory. Although it takes only 21 days and 3.6% to
register transfers, the value of title is questionable as a re-
sult. Burundi has the opposite problem—how to verify
who owns what, with less than 1% of properties recorded
in a cadastre that is only paper-based.



FIGURE 5.4
What proportion of property is recorded?

Estimated percentage of property recorded in the cadastre

0 20 40 60 80 100
Burundi
Senegal
Pakistan
Togo
Nicaragua
Colombia
Philippines
Albania
Thailand
Poland
Turkey
Denmark
Slovakia
Costa Rica

Source: Doing Business database.

Types of property tenure

More than 100 countries permit private ownership in
perpetuity. By contrast in Mozambique, private owner-
ship of land is not permitted. A business can only obtain
a use right for 50 years. Similar restrictions apply in
China, the Democratic Republic of Congo, Lao PDR,
Lesotho and Uzbekistan. The shorter the length of the
lease, the less security for the business. And systems that
register limited tenure rights are generally more difficult
to maintain, especially ensuring that the use rights are
followed and that extensions of terms are properly re-
corded. The more complexity of rules, the more oppor-
tunities for corruption. Reforms in Macedonia in 2001
converted use rights to private ownership, enabling a
more active property market to develop.

But even with private ownership in perpetuity, in
around a fifth of countries there are restrictions on the
ability to sell, lease, bequeath, transfer by gift or mort-
gage the most common form of ownership. Four-fifths
of countries limit foreign ownership of land, including
outright bans in Bhutan, Ethiopia, Kuwait, Mongolia
and Oman.

In most countries women are far less likely to own
property than men—although the number of female-
headed households has increased to almost a third in de-
veloping countries, women have formal title to less than
5% of land.!* This is not because countries apply direct
legal bans, though some come close. As late as 1996 mar-
ried women in Botswana could not register deeds in their
own names. Today married women in Zimbabwe may not
register land without their husband’s permission. But im-
proving women’s property rights now requires attention to
related laws, such as inheritance, family and custom law. In
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Kenya, custom and personal law overrides the principle of
anti-discrimination. Formal legal disputes over land title
uphold custom law that women do not inherit land, with
the result that despite comprising 70% of the agricultural
labor force and 48% of all small entrepreneurs, women
hold less than 5% of registered Kenyan land titles.!

Some Asian and Latin American countries have in-
troduced joint titling and explicit guarantees for women’s
rights, including Nicaragua and Vietnam. Uganda just
reformed to require women’s participation in sales of
family land. These reforms support social development.
When women can control property, children’s educa-
tional attainment and other social indicators are higher.!®

Property market controls

Following extensive land reform in 1999-01, registering
transfers of property is quick in the Kyrgyz Republic. It
takes only 15 days using the expedited option, with 7
procedures and at 5% of the property value. But tight re-
strictions remain. For example, agricultural land cannot
be sold to individuals residing in towns and cities
or to legal entities, making it difficult to establish agro-
processing businesses.

Similar restrictions limit the value of property rights
in more than half of the sample countries (figure 5.5). In
Kenya parties to a transaction of agricultural land need to
be approved by the land control board. In Korea trans-
ferring titles in certain designated areas require govern-
ment approval, with the idea of preventing speculation.
In reality it prevents owners from using their property
and drives transactions into the informal economy.

Quantitative indicators of these, and other regula-
tory measures of the security of property rights will be
developed in Doing Business in 2006.

FIGURE 5.5
Controls of property markets
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What to reform?

Land reforms can be highly political and take years. But
the ease of registering property can be improved with
some simple steps. Here are 4 ways to start:

+ Simplify and combine procedures for registering
property.

+ First link, then unify the agencies involved.

+ Provide easier access to the registry.

+ And a warning: don’t regard technology as a panacea.

Countries with the fastest time to register property
also have the fewest procedures, without sacrificing due
diligence. Most simply combine steps at the registry,
rather than require the entrepreneur to go to 7 different
agencies, as in Ethiopia and Tanzania, or 3 separate
agencies to pay taxes, as in the Philippines. In Chile the
registry checks for payment of taxes, rather than require
the entrepreneur to go to the tax agency to get a tax
clearance certificate—as in Bolivia, Brazil and Paraguay.
In Cambodia the registry automatically forwards the no-
tification of registration to the municipality, rather than
add an extra step in the process—as in El Salvador and
Kyrgyz Republic. And in two-fifths of countries the en-
trepreneur can pay the stamp duty at the registry when
applying, rather than make a separate trip to the tax
agency, bank or municipality.

A related reform is to link or unify the property reg-
istry and cadastre. By doing so it is easier to detect over-
lapping and duplicate titles, saving time in due diligence
and improving the security of property rights. Control-
ling for income per capita, countries with unified agen-
cies score significantly higher on the ease of registering
property. Lithuania unified its cadastre and property
registry in 1997, as well as the separate land and building
registries. It is now unifying all this with other important
public registries—such as addresses and legal entities.
Honduras is merging its registry and cadastre.

A first step towards unification is linking the registry
and cadastre. Spain’s 2002 Cadastral Act aims to do just
that, to increase consistency between the two. The same
is happening in Costa Rica—where the registry also has
access to the civil registry’s national database, allowing it
to determine whether the person transferring property is
alive. This has stemmed a flow of transactions in recent
years, when properties of deceased owners were known
to have exchanged hands, apparently with the owner’s
consent. Countries like Croatia and Slovenia, where the

property registry is in the courts and accounts for over
half of the case backlog, may consider as a priority re-
form merging the registry with the cadastre. Much like
new business registration, land registration is inherently
an administrative, not adjudicative process, and does not
require a judge’s attention.

Expanding access to information in the property reg-
istry helps owners to be clearly identified, reducing the
transaction costs to determine who owns what and cut-
ting the need for time-consuming due diligence. But 28
countries restrict access to the property registry, including
Bolivia, Ethiopia, Jordan, Kuwait and Nepal. In Sri Lanka
anotary or lawyer must be used to access the information.
China, the Kyrgyz Republic and Mongolia are all imple-
menting reforms to improve access to what was previ-
ously restricted information. Countries with the greatest
ease of registering property also provide more informa-
tion and make it more accessible to entrepreneurs.

Many countries are embracing new technologies in
property registration. One in 3 have made registration
electronic in the last 5 years, with rich countries leading
the way. This helps in many ways (figure 5.6). Take the
United Kingdom. Its Land Registration Act, the first
major overhaul of land registration since 1925, came
into force in October 2003. The act sets up a new system
of electronic dealing with land, so that the register accu-
rately reflects land ownership at any given time. The re-
form allows users to investigate title to land online, with
the absolute minimum of additional searches, inspec-
tions and inquiries, and to get instantaneous computer-
ized updates of title. Implementation is not complete
yet, but time to register is already reported to have de-
clined by 30%.

FIGURE 5.6
Use of technology is associated with more efficiency
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Others are doing the same. Ireland recently digitized
its registry records, allowed for electronic processing by
the registry and provided online information to cus-
tomers. Electronic conveyancing has been introduced in
the Netherlands and New Zealand—2 of the most effi-
cient countries for registering property. In Italy time to
register has been cut in half after electronic filing and re-
lease of data were introduced. But it is not only rich
countries. Middle income countries like Colombia,
Hungary, Latvia, and Slovakia, and even Madagascar and
some states in India are making at least some aspects of
the registry and cadastre electronic. The benefits are ap-
parent. Countries with more use of technology often
have more efficient property registration, even after con-
trolling for income per capita.
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But technology is not a panacea. Many of the re-
formers already had fairly efficient property registration
systems, which helped them to be among the first to go
electronic. In many other countries, particularly poor
ones, electronic registration is probably not sustainable
yet. If paper records are inaccurate, putting them in a
computer won’t help. There, the focus needs to be on
improving the efficiency of current services and cover-
age and accuracy of the registry. Thailand, one of the
most efficient registration systems in the world, is a good
example. The registry there is still manual. But there is a
direct link between the registry and cadastral maps, land
records storage is continually improving, decentralized
registration is possible and there is a nationwide system
for personal identification.

Why reform?

Few would disagree that property rights are needed to en-
courage investment, productivity and growth. Many stud-
ies show this.!” The question is how to protect those rights.

Some would argue that more regulation and a for-
malized property registration process ensure more due
diligence, enhancing property rights. But complexity
breeds uncertainty, increases transactions costs and of-
fers opportunities for fraud. And more bureaucracy pro-
duces more mistakes about who owns what. Longer and
more expensive property registration is associated with
weaker perceived security of property rights, even con-
trolling for income per capita (figure 5.7). Firms report
more problems in accessing land in countries with costly
and cumbersome registration procedures.'8

FIGURE 5.7

No surprise then, countries that make registration
easy also have fewer property title disputes.!® In Thai-
land, where it takes 2 procedures, 2 days and costs 6% of
the value, an estimated 0.1% of registered parcels are in
dispute. In the Philippines the estimated dispute rate is
15% and in Honduras 10%.

Faced with bureaucratic property registration, many
entrepreneurs choose to keep their assets informal. In-
vestment in expensive titling programs is ill-advised in
such countries, without reforms of property registries
and laws. Registry officials and property lawyers report a
significantly lower proportion of formally registered ti-
tles in countries with complex, lengthy and expensive
registration. They also report more bribes (figure 5.7). In
many countries firms also rate property registries as the
most corrupt public organizations.?
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FIGURE 5.8

Easy property registration, more credit, more investment

Private credit as a percentage of GDP

8

Most difficult

Countries ranked by ease of property registration, quintiles

Least difficult

Private investment as a percentage of GDP
20

Most difficult

Countries ranked by ease of property registration, quintiles

Least difficult

Note: Relationships with private credit remain significant at the 1% level when controlling for income, contract enforcement, and GDP growth, at the 10% level for investment when controlling for income.

Source: Doing Business database, World Bank (2004).

With fewer assets in the formal sector, more entre-
preneurs are excluded from using property as collateral,
and less credit is allocated (figure 5.8). The possibility of
getting loans is the only reason to take on the daunting
task of registering in some countries. Banks in Rwanda
will even assign staff to assist in the registration process
so that they can take property as collateral. But when it
is too difficult, few bother. Entrepreneurs will invest less

if their property rights are less secure. Inefficient regis-
tration is associated with lower rates of private invest-
ment (figure 5.8). And it leads to lower productivity,
since it is harder for property to be transferred from less
to more productive uses. The result is slower growth.
One study estimates that restrictive land market regula-
tions cost 1.3% of annual economic growth in India.?!
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Zohra wants to expand her profitable catering business
in Algiers. She has new customers lined up, but needs
additional finance. She applies for a bank loan. The loan
officer checks Zohra’s credit history with the bank—and
finds nothing. She has not borrowed before. And be-
cause there is no credit registry in the country, he can-
not confirm that she has always paid her bills on time.
He asks about collateral. Zohra has only her accounts re-
ceivable to offer because the family house belongs to her
husband’s family. But laws restrict the bank from taking
receivables as collateral. The application is rejected. The
business stays small.

Zohra’s tale is common. Getting finance is rated as the
biggest obstacle for businesses in Algeria. It is the same in
most other countries.! Smaller businesses are constrained
the most. Women, who are more likely to run small busi-
nesses, face the biggest hurdles (figure 6.1).2

Some governments have made access to credit eas-
ier. In 2003-04, credit information systems were estab-
lished in Armenia, Bulgaria, India, Latvia and Slovakia
and improved in another 20 countries. Collateral law re-
form has also proceeded, at a more modest pace. Slova-
kia was the top reformer last year. But a half dozen other
countries—from Macedonia to Spain—have reformed
as well. And Poland increased the protection of secured
creditors in bankruptcy.

Improving credit information and the laws to create
and enforce collateral—both in and out of bankruptcy—
is not just about creditor rights. It benefits deserving
debtors just as much, by increasing their chances to ac-
cess credit. And it boosts productivity and growth, by
shifting capital to the best business ventures. The gains

are large. In Bangladesh nearly half the poor people who
received credit lifted themselves out of poverty, but only
4% of those without credit did.> Some of the effect is no
doubt due to differences in education and land owner-
ship, but a large role remains for improving access for
creditworthy borrowers.*

Others have tried alternative solutions. Laws in
Benin, Chile and Syria cap the interest rates that lenders
can charge. Cote d’Ivoire, Georgia, Italy, Mexico, Peru
and Vietnam permit a bankrupt debtor to seek safe har-
bor from debt collection for the entire insolvency pro-
ceeding—by which time the bankruptcy estate is whit-
tled to nothing. Real estate and essential business
equipment in Bolivia, Mali and United Arab Emirates
are exempt from collection on default.

FIGURE 6.1
Getting credit is hard, especially for some
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The rationale for such arrangements is that borrow-
ers need protection. The irony is that they hurt the very
people they are meant to protect. Insiders can always get
loans. But high-risk borrowers—most start-ups, small
firms, poor people—will not get a loan at a capped in-
terest rate. Nor if they cannot offer their main business
assets as collateral. They will be refused credit.

Borrower protections often backfire. Introduce
strong ones and there will be no borrowers to protect.
Take the Maldives. After a few years of successful devel-
opment of mortgage lending, politicians thought it
would be a popular reform to prohibit creditors from
seizing the primary residence in case of default. Within
months the mortgage market dried up. (In April 2004

the law was amended to address some of its weaknesses).

Bankruptcy receives a lot of attention in reform
proposals for improving access to credit. Yet bankers
and corporate lawyers estimate that more than three-
quarters of collateral enforcement takes place outside of
bankruptcy. In poor countries, more than 90%. This
may decrease if bankruptcy were more efficient. But
even in countries with the most efficient insolvency, the
majority of creditors enforce outside of bankruptcy.
Credit markets work best with an effective assessment of
the borrower’s credit history, an ability to use a wide
range of assets as collateral cheaply, and enforcement of
collateral out of court. This is where Albania, India and
Latvia have focused their reform efforts.

Who is increasing access to credit?

Sharing credit information

Twenty-five years ago, only a third of countries had either
a private bureau, a public registry or both. Today 80% do.
The growth in poor and middle income countries has
been dramatic, with 37 new public registries and 23 pri-
vate bureaus, mainly in Latin America, East Asia and
Central and Eastern Europe. But poorer countries still lag
well behind rich ones, especially in information sharing
through private bureaus (figure 6.2, table 6.1).

Credit registries are useful to lenders only if they
distribute a broad range of high quality and easily acces-
sible data. Fourteen countries have credit information
systems with:

+ Both positive information, meaning loans outstand-
ing, assets, payment behavior on accounts in good
standing—as well as negative information, meaning
defaults and arrears.

+ Data on both firms and individuals.

+ Data from retailers, or utilities as well as financial
institutions.

+ Five or more years of historical data preserved.

+ Data on all loans above 1% of income per capita.

+ Legal guarantees for the consumer’s right to inspect
their data.

These are Argentina, Belgium, Brazil, Chile, Germany,
Italy, Japan, Malaysia, Mexico, Paraguay, Peru, Spain, the
United Kingdom and the United States.

But in many other countries, credit information is
limited—21 have at most 2 of these features including
Ghana, Morocco, the Philippines, Serbia and Montene-
gro, Sri Lanka and Yemen. And 25 countries have no

FIGURE 6.2
Scant private information sharing in poor countries

Presence and coverage of credit information registries

Presence Coverage
(percentage of countries) (borrowers per 1,000 adults)

Private bureau

Bl Foor
Middle
60 el 223
oo QEGW 499

Public registry

EO Foor e
Middle

income I3

EN R

Source: Doing Business database.

information sharing including Albania, Ethiopia, Ja-
maica, the Kyrgyz Republic, Malawi, Papua New Guinea,
Russia and Syria.

Reforms of registries focused on 5 areas:

«  Providing data online. The bureaus in Bosnia and
Herzegovina and Spain—as well as the Brazilian, Bel-
gian, Mozambican, Pakistani and Portuguese public reg-
istries—launched online systems. Creditors can now ob-
tain information instantly. In most countries it used to
take more than a week. Bangladesh and Bulgaria plan to
launch online access in late 2004.

«  Sharing positive information. The public registries in
Belgium, Brazil and Turkey began sharing more positive
information. Backed by new laws, the Greek and Hong
Kong (China) private bureaus did the same. In Greece
the number of consultations to the bureau grew by more



TABLE 6.1

Coverage of credit registries: Borrowers covered per 1,000 adult population
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Private bureaus

Public registries

Top 10 Bottom 10 Top 10 Bottom 10
Canada 1,000 Portugal 79 Portugal 637 Mali 1
Ireland 1,000 Costa Rica 78 Belgium 533 Rwanda 1
Korea, Rep. 1,000 Denmark 7 Spain 394 Central African Republic 1
Norway 1,000 Spain 65 Malaysia 339 Saudi Arabia 1
United Kingdom 1,000 Philippines 34 Taiwan, China 334 Congo, Rep. 1
United States 1,000 Hungary 33 Chile 290 Serbia and Montenegro 1
Sweden 980 Israel 15 Venezuela 286 Cameroon 1
New Zealand 978 Pakistan 3 Argentina 201 Chad 0.4
Australia 954 Ghana 1 El Salvador 198 Nigeria 0.2
Germany 856 Kenya 1 Peru 143 Guinea 0.2

Source: Doing Business database.

than 50%, and several new products for lenders were
launched. In Hong Kong (China) the number of bor-
rowers covered by the bureau more than doubled, while
in Belgium it increased fivefold.

*  Including more loans. Saudi Arabia’s public registry
cut the minimum loan size for collecting data from 5
million riyals to 500,000, almost doubling the number of
borrowers recorded. The Tunisian registry scrapped its
minimum loan cutoff altogether, increasing the coverage
of borrowers by more than 15 times.

«  Introducing new products for lenders. These range
from credit scoring in Austria, Peru, Singapore and
Turkey to fraud detection in Ireland and Spain. Singa-
pore added data on borrower credit limits, the number
of days loans are overdue and commercial information
from public registries. Brazil expanded the scope of in-
formation from 10 types to 30, including data on the
type of loan and how borrowers use credit.

«  Improving data quality. The Bangladesh public reg-
istry raised the penalty for banks that withhold data
from 2,000 takas to 500,000 and the penalty for disclos-
ing credit information to unauthorized parties from
2,000 takas to 100,000. As a result, the share of banks
submitting data on time jumped from 25% to 95%. In
Panama the bureau created a customer service office for
disputes on data accuracy. In Mozambique quality shot
up after new regulations allowed the registry to fine
banks for providing incomplete information. More than
a dozen countries are improving data protection laws,
which include incentives and safeguards for quality.

Overall, public registries reformed more than pri-
vate bureaus in 2003. But private bureaus remain better
structured to serve lenders. Public registries usually per-
form a dual role of serving creditors and supporting the
banking supervisor in monitoring risk in the financial
system. For example only 14% of public registries report
offering such services as credit scoring, borrower moni-
toring or debt collection to clients—compared with 90%
of private bureaus.

Legal rights for borrowers and lenders

Having access to past credit history is not enough. In
most countries, only the largest and best connected
businesses can get unsecured loans. The rest have to
pledge assets as collateral. In many countries, collateral
laws make this no easy task.

Lending is easier when debtors are entitled to pledge
any type of asset. But only 40 countries enable the debtor
to offer a changing pool of assets (such as inventory or
receivables), future assets (such as crops) and the entire
business as collateral. A borrower in the United States
can charge all assets of the business, tangible and intan-
gible, present and future, to obtain a loan that may fluc-
tuate in value. Doing so is impossible for a business in
Paraguay. By law the agreement must identify and de-
scribe each asset and the debt specifically—and how to
know the future?

In Angola, Brazil, China and Mali inventory can be
used as collateral, but the list has to be updated with
every change. How would a grocery store get credit if it
has to make adjustments to the collateral list every time
a new stock arrives? And imagine a bank taking security
from an accounting firm in Algeria or Peru. Pledging its
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main asset, accounts receivable, requires the notification
and consent of all the debtors.

After the type of security and debt is agreed, a lender
wants to check for existing rights to the collateral and
alert others of its priority. The best way is with a collat-
eral registry. Most countries have some type of reg-
istry—for security over land, vessels, aircraft and intel-
lectual property. And in most an agreement is binding
over third parties only if it is registered. But only 30 have
registries that allow registration of charges of all types of
movable property, as well as link the registry across re-
gions, to make it easy to retrieve information.

Creating and registering movable collateral is easy
in many countries. In Botswana, Canada, Kuwait, the
Netherlands, New Zealand, the United Kingdom and the
United States, fees, taxes and stamp duties are negligible,
and registration is complete in 1 or 2 days. But in others,
costs in a standardized case of creating security add up to
50% of income per capita or more (figure 6.3, table 6.2).>

Most countries register charges within 2 weeks. But
it takes more than a month in Azerbaijan, Ghana, Hon-
duras, India, Mexico, Nicaragua, Paraguay and South
Africa. In Poland registration takes place in the court,
where a judge must certify the legality of the agreement.
The process can take 6 months. In the meantime, a
fraudulent borrower could pledge the asset to another
creditor. And the main business of courts—resolving
disputes—is held up.

Costs to create collateral are highest in poor coun-
tries and lowest in Asian and OECD countries. Coun-
tries with no registries are cheaper. But the creditors lose
out elsewhere because they have no way of notifying
others of their right to the collateral.

Collateral registration is only part of the story. Laws
on who has priority to the collateral introduce another
set of risks. In India the creditor can lose out to unpaid
taxes, to someone who bought the collateral in good
faith or to judgment creditors.® India is not alone. Sixty
countries give priority to a claimant other than the se-
cured creditor. The uncertainty means higher interest
rates and less credit for borrowers.

In Brazil credit can be secured by movable collateral,
but only at high cost and with a painstakingly specific
description in the loan agreement. If the debtor defaults,
an even bigger obstacle arises. Creditors must file a claim
with the court. Long proceedings ensue before the judge
decides to enforce and orders bailiffs to seize the assets.
After appraisal, a public auction is scheduled and adver-
tised. The court determines a minimum price. If met,
sale proceeds are deposited in a public agency and dis-

FIGURE 6.3
High costs to create collateral in Africa
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Source: Doing Business database.

tributed through settlement procedures. Debtors have
unlimited opportunities to drag the process by appeal.
Enforcement takes more than 7 years.

In another 40 countries enforcing collateral requires
the same long court trial as for unsecured debt. Prospects
for recovery are dim. Lenders respond with huge collat-
eral requirements and high interest rates. In Zambia av-
erage collateral requirements are more than 3 times the
value of the loan and interest rates top 28%.” Few can af-
ford such terms. Compare this with Australia. The credi-
tor would appoint a receiver and serve notice on the bor-
rower. The receiver would seize and sell the asset. No
courts are involved, as long as the debtor cooperates. En-
forcement is over in 10 days. In Latvia, even if the debtor
does not cooperate with out-of-court measures, enforce-

TABLE 6.2
The least expensive to create collateral—and the

most

Cost to create and register security, % income per capita

Top 10 Bottom 10
New Zealand 0.02 Egypt, Arab Rep. 52.7
Netherlands 0.03 Jordan 56.3
Canada 0.05 Mali 58.5
Kuwait 0.06 Morocco 62.2
United Kingdom 0.07 Niger 74.6
Puerto Rico 0.09 Benin 80.7
United States 0.14 Togo 83.4
Hong Kong, China 0.18 Cameroon 87.6
Taiwan, China 0.20 Congo, Dem. Rep. 130.0
Albania 0.25 Cote d'lvoire 155.9

Note: Austria, Cambodia, Germany, Saudi Arabia and Switzerland have no cost but
also no collateral registry.

Source: Doing Business database.



ment only takes two months through a simple summary
procedure with limits on frivolous appeals.

Collateral laws are of less use when debtors with
multiple creditors default—or when the best way to re-
cover debt is to reorganize an insolvent business. Bank-
ruptcy laws come in. They define who controls the
process, who has rights to the debtor’s assets, and the ef-
ficiency of realizing these rights. It is natural to antici-
pate more lending if creditors expect to be treated fairly
in a bankruptcy case, and the rights of secured lenders in
bankruptcy law have been shown to expand credit.®
Three of these rights are most important:

+ A secured creditor may enforce on its collateral
when a debtor enters reorganization—so the assets
are not “stayed.”

+ The secured creditor is the first to be paid out of the
proceeds from liquidation.

+ The creditors or an administrator manage the busi-
ness during reorganization, rather than the bank-
rupt debtor himself.

Increasing these rights means changing bankruptcy
laws—a difficult reform. In 2003 only two countries im-
proved on these indicators.” In Poland employees and
taxes previously were paid before the secured creditors
upon liquidation. Now, secured creditors have priority
to the proceeds from the sale of their collateral (if there
is a shortfall, employee claims rank ahead). In Armenia,
since March 2004, the debtor automatically loses control
of its property to an administrator on bankruptcy, in-
creasing creditor rights. Some others, such as Spain, in-
troduced reforms that affected creditor rights but did
not change the net score.

To measure the ease of getting credit, a new index on
how well collateral and bankruptcy laws facilitate lending
includes the 3 measures of legal rights in bankruptcy and
7 measures of collateral law: general rather than specific
descriptions of assets are permitted (expanding the scope
of assets covered); general rather than specific descrip-
tions of debt are permitted (expanding the scope of debt
covered); any legal or natural person may grant or take
security over business credits; a unified registry including
charges over movable property operates; security pro-
vides priority outside bankruptcy; parties may agree on
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TABLE 6.3
The most legal rights for borrowers and lenders—
and the least

Top 10 Bottom 10
United Kingdom 10 Brazil 2
Hong Kong, China 10 China 2
Singapore 10 Morocco 2
Albania 9 Peru 2
Australia 9 Haiti 2
Botswana 9 Lao PDR 2
Netherlands 9 Yemen, Rep. 2
New Zealand 9 Turkey 1
Slovakia 9 Greece 1
Latvia 8 Egypt, Arab Rep. 0

Source: Doing Business database.

enforcement procedures by contract; and creditors may
both seize and sell collateral out of court. Nine countries
have more than 9 of these features. A dozen have 2 or
fewer (table 6.3).

OECD countries score the highest (figure 6.4).
Transition countries follow, reflecting the sweeping col-
lateral law reforms in almost every country in the last
decade, supported among others by the European Bank
for Reconstruction and Development.'? Poor and mid-
dle income countries score much lower than rich coun-
tries. Some, such as the Dominican Republic, have laws
on collateral from the 19th century—hardly relevant to
today’s financing needs. Others score poorly even after
reforms—such as the OHADA countries in West Africa.
Their 1998 improvements did not go far enough. The
Middle East and North Africa and Latin America vie for
the region with the weakest legal rights.

FIGURE 6.4
OECD countries—most rights for borrowers and lenders
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What to reform?

In an attempt to improve credit markets in the 1990s,
many developing countries introduced procedures for
reorganizing bankrupt companies, along the lines of
Chapter 11 in the United States. The procedures are al-
most never used. A better approach is to improve credit
information systems and legal rights. Doing Business in
2004 recommended regulations or codes of conduct to
encourage lenders to participate in private bureaus. It
also discussed how public registries can complement or,
in some cases, help compensate for a lack of private in-
formation sharing. And it explored ways to improve debt
recovery in bankruptcy, including giving clear and pre-
dictable priority to secured creditors.
Six other reforms expand access to credit:

+ Distributing both positive and negative information.
+ Expanding providers of data to the credit registry.

+ Making credit registries electronic.

+ Introducing universal security for debtors and creditors.

+ Establishing registries for all security interests in
movables.

+ Permitting out of court collateral enforcement.

Distribute positive and negative credit information

The more information a registry provides to help predict
defaults, the more useful it is to lenders, and the more
credit available (figure 6.5).!! Seventeen countries dis-
tribute only a limited range of positive data, all through
public registries. Australia, Denmark, Estonia, Ghana,
New Zealand and the Philippines distribute only nega-
tive data.!> Why not permit both? The excuse is usually

FIGURE 6.5
Broader information and electronic access—more credit
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Note: Analysis controls for income, GDP growth, enforcement, and legal rights.
Relationships are significant at the 10% level.
Source: Doing Business database.

privacy. But consumer protection laws can allow sharing
of both while safeguarding privacy. In 2003 Greece per-
mitted sharing positive data but with stricter require-
ments for consumer consent before it can be accessed,
enabling the borrower to opt out of the system if desired.
Brazil, Hong Kong (China) and Turkey did the same.
Borrowers have the right to access their own credit re-
ports and a clear mechanism to challenge errors.

Expand providers

Expanding the sources of data also works. Trade credi-
tors, retailers and utilities have a wealth of information
on payment histories. Sharing it increases the power to
predict default and expands credit (figure 6.5).!% Some
85% of private bureaus use data from retailers and utili-
ties, but only 35% of bank-owned bureaus do. And with
the exception of Belgium, all public registries gather data
only from supervised financial institutions. Banking
laws are sometimes a restriction to sharing data with
non-bank creditors, as in Poland. The Czech bureau is
awaiting a revision to the Personal Data Protection Act
to include information from nonbanking sources. The
Turkish bureau will do so by the end of 2004.

Make the registry electronic

An easy way to improve credit registries, without chang-
ing laws or negotiating with lenders to submit more
data: provide online access. The new online system in
Pakistan cost $500,000 to set up. It delivers reports to
lenders instantly. Compare that with a bank in Cam-
eroon, which must wait up to 3 months before getting a
written report in the mail. Creditors in 24 other coun-
tries cannot access data electronically. With technology
so cheap, there is no reason to wait. Providing online ac-
cess is associated with more credit (figure 6.5). And it
may help spur commercial banks to adopt credit scoring
technology, which both speeds the lending process and
reduces opportunity for gender bias.'*

Introduce universal security for debtors and creditors

As a part of its collateral law reform in 2002, Slovakia
permitted debtors to use all movable assets as collat-
eral—present and future, tangible and intangible— abol-
ishing the requirement for specific descriptions of assets
and debt. Since then more than 70% of all new business
credit is secured by movables and receivables. Credit to
the private sector increased by 10%.

Borrowers in all countries can pledge land or land
use rights. All can pledge tangible movable assets without



losing possession.!> And then the restrictions come. Spe-
cific descriptions of assets and debt preclude debtors
from using changing pools of assets and future assets as
collateral, preventing inventory and receivables financ-
ing. Some countries have tried to correct the problem. In
1997 Panama introduced a floating charge over an entire
business. But only for assets located outside the country.
Paraguay allows borrowers to pledge inventory. But only
if it consists of mining or industrial products. And each
item must be listed individually. Angola, Egypt, Morocco
and Vietnam permit nonpossessory pledges. But only to
licensed banks.

Such solutions always fall short. Potential borrowers
with the wrong collateral miss out on loans. The answer
is to create a universal security instrument, covering all
assets and all debt, and letting all debtors and all credi-
tors benefit.

Establish registries for all collateral

Collateral registries work best when they are unified by
region and cover all types of assets. Even rich countries
need reform. Austria, Germany and Switzerland have no
collateral registries.!® France operates local registries. And
there are separate registries for pledges over shares, bank
accounts, receivables and equipment. Separate registration
with tax authorities is also required. Another 32 countries
require multiple registration, including Cameroon,
Colombia, Ecuador, Japan and Morocco. In Syria charges
over movable property are possible only where there is a
pre-existing registry—namely vehicles, vessels and intel-
lectual property. Turkey has a similar system. The solution:
create universal charges and a unified registry of movable
property charges indexed by the name of the debtor.

Indonesia established a registry in 2001. And Spain
unified its registries in 1998. But Eastern European
countries have led the way in establishing unified reg-
istries of charges over movable collateral. Bulgaria, Hun-
gary, Romania and Moldova all successfully introduced
such registries recently. Bosnia and Herzegovina is about
to launch its unified registry. Since it was established in
1998 the Macedonian registry has been used by banks as
a standard part of lending. The most effective registries
permit a simple administrative filing of a notice of the
charge—and do not stall the registration process with
legal review or authentication.

The Romanian registry permits notice filing and is
online, allowing creditors to check for existing liens in-
stantly. Another 23 countries make the registry accessible
electronically. Those that do often have significantly faster
registration and more credit, controlling for other factors.
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Permit out of court collateral enforcement

In 2000 Spain introduced out of court enforcement
through notarial execution, allowing debtors and credi-
tors to agree on enforcement methods. Time to enforce
was cut from more than 1 year to 3 months. The gains
from reforms in Slovakia were even larger. It took 560
days to enforce a mortgage through the old system. Now
it is possible to enforce in 45 days (figure 6.6).

Ten years ago it was almost impossible to enforce
collateral in India. The process could easily take 25 years.
In 1998 the government established Debt Recovery Tri-
bunals, with expedited enforcement proceedings. Ex-
pected time to enforce was cut to around 10 years. More
reforms were introduced in May 2004. State-owned
banks, which account for 90% of lending, were permit-
ted to enforce out of court. On default the bank must
notify the debtor. After a 60 day grace period the bank
can seize the assets directly and sell by public auction.
Introducing the reform was difficult—it had to survive a
Supreme Court challenge. But the new procedure is widely
used. Creditors can expect to enforce within 9 months.

Designing out of court enforcement that doesn’t
collapse at the first objection of the debtor cuts en-
forcement time by three-quarters on average. The less
courts are involved, the shorter the time, and the more
willing creditors are to lend. The point of collateral
agreements is to avoid a regular trial. And if the case goes
to court, efficiency can be improved by introducing
summary proceedings—as in Estonia—without judicial
analysis of the cause of the dispute, and with limitations
on debtor’s ability to appeal.

FIGURE 6.6
Reform works—Slovakia before and after
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Source: Doing Business database.
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Why reform?

Broader sharing of credit information, stronger legal
rights in and out of bankruptcy and more efficient
enforcement mean more credit (figure 6.7). Analysis of
credit markets over the last 25 years shows that intro-
ducing information sharing and strengthening rights in
bankruptcy expand credit, even controlling for other de-
terminants of lending.!” In poor countries, information
sharing works better than legal rights.

The most credit constrained—small firms, women
and poor people—gain the most.'® All firms are more
likely to have loans from financial institutions in coun-
tries with stronger legal rights. But the relationship is
larger and more significant for small firms.!® One study
shows that small firms are 40% more likely to have a
bank loan in countries with credit registries.”’ Why? Be-
cause registries help sort good borrowers from bad.

FIGURE 6.7

There are more benefits. Countries with stronger
legal rights have fewer nonperforming loans, even con-
trolling for income per capita. Businesses report fewer
credit constraints. They also get cheaper loans—lending
rates and spreads between lending and deposit rates are
significantly lower. And ratings of financial system sta-
bility are higher.?!

The result: higher productivity and more growth.
Adding one of the features in the information-sharing
index is associated with 6 percentage points more credit
to the private sector (as a share of GDP). This implies
that moving from a score of 0 to 5 on the credit infor-
mation index is associated with 0.9 percentage points
more GDP growth and 0.7 percentage points more pro-
ductivity growth. Reforming legal rights in Egypt or
Turkey to the level of Botswana or Jordan suggests 1.1
percentage points in more economic growth and 0.9 per-

centage points higher productivity growth (figure 6.7).2?
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Stronger legal rights, more credit
(Credit as a percentage of GDP)

More More
credit credit
Less Less

credit credit

More information sharing, more credit
(Credit as a percentage of GDP)

More credit, higher growth
(percentage points)

1.1 Egypt,
Arab Rep.
|~ 0.9 Brazil 0.9 Turkey
0.7 Yemen, Rep. 0.7 China
0.6 Céte d'lvoire
0.5 Cambodia
0.4 Pakistan

4
Least rights Most rights Least sharing Most sharing Added Added
Countries ranked by legal rights index Countries ranked by information sharing index GDP productivity growth

quintiles

Note: The relationships are significant at the 1% level and remain so at the 5% level when controlling for income per capita.

Sources: Doing Business database and King and Levine (1993).

quintiles

Note: Based on implied growth from increasing the legal rights
score to the 75th percentile.

Notes

. Batra and others (2003).

2. Even for larger firms, gender differences remain. See Center for
‘Women’s Business Research (2004) and Weeks and Seiler (2001).

3. Grameen Bank (2004).
4. See also Littlefield and others (2003), World Bank (2001).
5. The standardized case assumes a value of debt and security of 10 times
income per capita.
6. Judgment creditors are given the right to an asset by court verdict.
7. World Bank (2004b).
8. This 4-point measure of creditor rights was developed by La Porta,
Lopez-de-Silanes, Shleifer and Vishny (1998) and covered 49 countries.
9. The lack of reform in 2003 is not an aberration. Only 30 countries
changed their creditor rights in bankruptcy score in the last 25 years.
10. Dahan and Simpson (2004).
11. See also Barron and Staten (2003) for micro evidence of this effect.
12. In another 7—Chile, Costa Rica, Hungary, Pakistan, Paraguay, Spain
and Uruguay—the private bureau distributes only negative data but
positive data is available from the public registry.

—_

13. See also Barron and Staten (2003) for micro evidence of this effect.

14. Royal Bank of Canada (2004).

15. Either through title finance or a traditional security instrument.

16. These countries require lenders to take title to the collateral.

17. Djankov, McLiesh and Shleifer (2004).

18. See Beck, Demirgti¢-Kunt and Maksimovic (forthcoming) and Gropp
and others (1997) for evidence on small firms.

19. Based on analysis of the Doing Business legal rights of borrowers and
lenders indicator with firm level data on access to bank finance, as re-
ported in Batra and others (2003).

20. Love and Mylenko (2003).

21. Based on analysis of the Doing Business legal rights of borrowers and
lenders indicator with: The IMF Global Stability Report measure of
nonperforming loans; International Financial Statistics lending and de-
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of getting loans and financial system soundness, and Moody’s strength
of financial system rating. Relationships are significant at the 5% level.
All analysis controls for income per capita.

22. Calculations based on King and Levine (1993).
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In July 1991 the Bank of Credit and Commerce Inter-
national, otherwise known as BCCI, collapsed. Its 400
branches in 70 countries closed. Investors faced losses to-
taling more than $10 billion. In November the same year
the body of Robert Maxwell, one of Britain’s wealthiest
men, was found in the sea off the coast of Tenerife. A few
days later the auditors of the Mirror Group found that
$900 million had been diverted as unauthorized loans
from the pension fund to Maxwell’s private companies.

Interest in corporate governance took off. Sir Adrian
Cadbury, chair of the first committee on corporate gov-
ernance in the United Kingdom, writes: “When our Com-
mittee was formed [in 1991], neither our title nor our
work program seemed framed to catch the headlines. It
is, however, the continuing concern about standards of
financial reporting and accountability, heightened by
BCCI, Maxwell, and the controversy over directors’ pay,
which has kept corporate governance in the public eye.”!
Since the Cadbury report, more than 160 corporate gov-
ernance guidelines and codes of best practice have been
produced in 90 countries.?

Meanwhile, Kwadwo, a Ghanaian who recently re-
turned from working abroad, is looking for additional
private financing. Having saved $40,000, he wants to
start a bus company to service the link between Accra
and Kumasi. He is looking to buy 6 buses and needs an-
other $30,000. So he goes to the bank but is told that he
needs to put up $90,000 as collateral for the $30,000 he
would borrow. This won’t do. Kwadwo approaches sev-
eral people who have that kind of money and offers
them a partnership. But everyone declines, afraid that
Kwadwo would abscond with their money.

In countries like Ghana, good corporate governance
is about creating incentives for investors to provide fi-
nance without the need to exercise daily control of busi-
ness operations. The typical case looks more like
Kwadwo’s search for a business partner than it resembles
BCCI or initial public offerings in rich countries. And
potential investors worry about expropriation by the en-
trepreneur or managing partner.> But the same princi-
ples of good corporate governance apply in both rich
and poor countries.

Preventing expropriation from taking place, and
exposing it when it does, requires legal protections of
small shareholders and enforcement capabilities. And—
the focus of Doing Business in 2005—it requires that the
business disclose information on ownership and finan-
cial performance and on the precise nature of business
transactions. Whether small investors decide to go to the
court, file a complaint with the regulator or feed the in-
formation to the media and embarrass the insider, bet-
ter information disclosure helps.

Four types of ownership disclosure reduce expropri-
ation: information on family, indirect, and beneficial
ownership, and on voting agreements between share-
holders. Two types of financial disclosure help investors:
the business can have an audit committee that reviews
and certifies financial data and the law may require that
an external auditor be appointed. Finally, disclosure is
most effective when both ownership and financial infor-
mation is available to all current and potential investors.
Summing these seven features into a Disclosure Index,
ranging from 0 to 7, reveals that British investors enjoy
among the strongest protections in the world, with a score
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of 7. Ghanaian investors are among the least protected,
with a score of 2 (the law requires disclosure of indirect
ownership and the appointment of external auditors).
Investors benefit greatly from such legal protection.
So do entrepreneurs. If expropriation remains unpun-
ished, few would dare investing in business partnerships

or publicly listed companies. Banks would be the only
source of finance. But poor collateral laws or weak prop-
erty registration systems would be an insurmountable
obstacle to many businesses in obtaining credit. The re-
sult: businesses do not reach efficient size for lack of fi-
nancing, and economic growth is held back.*

Who uses equity finance?

In rich countries new business start-ups and the state
raise money on financial markets. In developing coun-
tries, the established large companies and the state do.
Stock exchanges in the United Kingdom and the United
States have larger market capitalization and higher trad-
ing volume than all other stock markets combined (table
7.1). The Toronto Stock Exchange has larger market cap-
italization than the stock exchanges in Brazil, India, and
Russia put together.

While stock markets exist in more than 100 coun-
tries, in only 40 do they contribute in any meaningful
way to raising capital.”> Some countries have attracted
public equity investors. Chile has developed an active
stock market, bolstered by the privatization of pension
funds, the largest investors. Poland has followed a simi-
lar path. Markets in Mexico, Russia and Turkey attract
foreign institutional investors. China, Korea and Ma-
laysia have seen the largest foreign inflows, thanks to the
growth of the corporate sector (figure 7.1).

Others have failed. In the 1990s many Latin Ameri-
can and transition economies established stock ex-
changes to list privatized companies. But because own-
ership of these companies is concentrated in the hands
of a limited group of shareholders, and there are few
shareholder protections to encourage minority invest-
ment, voluntary de-listings are common—more than
150 companies moved into private hands in Brazil over
the last 5 years, nearly 500 in Bulgaria, and more than
1,000 in the Czech Republic and Romania. Stock mar-
kets in Albania, Armenia, Azerbaijan, the Kyrgyz Repub-
lic, and Moldova are moribund.

In all but a handful of countries, such as Japan and
the United States, publicly listed companies are controlled
by a few wealthy families (figure 7.2). The state frequently
has large holdings too. In 1999 the state controlled 30% of
large listed companies in Malaysia, 25% in Germany and
Portugal and 20% in Indonesia and Thailand.® In many
Asian and Latin American countries business and politics
mix. In 1998, here is how Imelda Marcos described the ex-
tent of her family’s holdings: “We practically own every-

TABLE 7.1
Top 40 stock markets, 2003

Total market

Listed capitalization
Rank Market companies (US$m)
1 United States 5,295 14,266,266
2 Japan 3,116 3,040,665
3 United Kingdom 2,311 2,412,434
4 France 723 1,355,643
5 Germany 684 1,079,026
6 Canada 3,578 893,950
7 Spain 3,191 726,243
8 Switzerland 289 725,659
9 Hong Kong, China 1,029 714,597
10 China 1,296 681,204
1 Italy 271 614,842
12 Australia 1,405 585,475
13 Netherlands 183 488,647
14 Taiwan, China 669 379,023
15 Korea 1,563 329,616
16 Sweden 264 287,500
17 India 5,644 279,093
18 South Africa 426 267,745
19 Brazil 367 234,560
20 Russia 214 230,786
21 Belgium 152 173,612
22 Finland 142 170,283
23 Malaysia 897 168,376
24 Saudi Arabia 70 157,302
25 Singapore 475 145,117
26 Denmark 187 127,997
27 Mexico 159 122,532
28 Thailand 405 118,705
29 Greece 339 106,845
30 Norway 156 94,679
31 Chile 240 86,291
32 Ireland 55 85,070
33 Israel 576 75,719
34 Turkey 284 68,379
35 Portugal 59 58,285
36 Indonesia 333 54,659
37 Austria 86 54,528
38 Argentina 107 38,927
39 Luxembourg 44 37,333
40 Poland 203 37,165

Source: Standard & Poor’s (2004).



FIGURE 7.1
Few initial public offerings outside OECD and East Asia
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thing in the Philippines from electricity, telecommunica-
tions, banking, beer and tobacco, newspaper publishing,
television stations, shipping, oil and mining, hotels and
beach resorts, down to coconut milling, small farms, real
estate and insurance”” With such powerful controlling
shareholders and few protections, small investors do not
risk their money buying public equity.

Firms in poor countries need private equity finance,
as seen in Kwadwo’s search for partners. But investors are
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FIGURE 7.2
Ownership is concentrated in developing countries
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scarce. In Indonesia, for example, equity accounts for
only 2% of financing in small businesses. In Romania,
5%. In Venezuela, 7%. In contrast, it is nearly a quarter
of financing in Malaysia.® This is not because equity is
unnecessary. Firms in poor countries are twice as likely
to report that a lack of equity finance is an obstacle to
growth—42%, compared with 20% in rich countries.’
But no investor will put money where it is not safe.

What encourages equity investment?

What investors fear the most is having their money ex-
propriated. Whether the company is private or public,
expropriation of minority shareholders may be achieved
by selling products or assets at below-market prices,
buying products or assets at above-market prices, taking
business opportunities away from the company and is-
suing loans at preferential rates. In many countries with
poor legal protections, clever entrepreneurs can devise
ways to deny fair returns to investors while remaining
within the law.10

Doing Business distinguishes 3 dimensions of inves-
tor protection: disclosure of ownership and financial
information; legal protections of small investors; and en-
forcement capabilities in the courts or securities regu-
lator. This year the focus is primarily on disclosure of
ownership and financial information and on shareholder
protections, with some discussion on enforcement.
Analysis of enforcement will be developed further in next
year’s report.

Disclosure

Consider 5 examples of popular expropriation methods:

« In 1996 controlling shareholders of Aeroflot, Rus-
sia’s largest airline, set up a company to handle Aeroflot’s
overseas revenues—but with a 6-month payment delay.
Aeroflot covered the gap by borrowing from another
company—owned by the same controlling sharehold-
ers—at above-market interest rates. More than $600
million was siphoned.!!

+  In 1998 Peronnet, a French company, rented a ware-
house from SCI at above-market rates. Unbeknownst to
small investors, Peronnet’s controlling shareholder had
established SCI, which bought land and built the ware-
house to lease back to Peronnet.!2

+ In 2001 LeisureNet, a fitness company in South
Africa, collapsed. The failure was triggered by a $7 mil-
lion investment in a chain of gyms in Germany. Subse-
quent investigation revealed that the intermediary com-
pany, Dalmore, was jointly owned by the managers of
LeisureNet. Each pocketed over $1 million.!3
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+ In 2003 Unefon, the cellphone unit of the Mexican
broadcaster TV Azteca, was at risk of defaulting
on a $325 million loan from its biggest creditor, Nortel.
Nortel sold the debt to a private company, Codisco In-
vestments, at a steep discount, for $107 million. Four
months later, Unefon paid back the full $325 million
debt. Codisco netted $218 million. But TV Azteca ne-
glected to tell investors that half of Codisco was owned
by its controlling shareholder.!

+  In 2003 Italian dairy-foods giant Parmalat defaulted
on a $185 million loan, prompting auditors to inspect fi-
nancial statements. It turned out accounts were falsified
to hide $10 billion in losses and $620 million misappro-
priated to other family owned companies. More than $9
billion of Parmlat’s reported assets could not be traced.!”

The common element in these cases: a lack of dis-
closure. None of the controlling shareholders informed
minority investors of their ownership in related compa-
nies. This is legal in many countries. In Mexico, Russia
and 70 other countries neither the corporate law nor the
securities law required such disclosure. An external audit
finally caught the Parmalat scandal, but managers were
able to simply invent assets for 15 years without close
scrutiny from audit committees. In Turkey and 67 other
countries, the combination of both internal audit com-
mittees and external audits to catch and disclose such
behavior is not required.

Canada, Israel, Spain, the United Kingdom and the
United States have the most disclosure requirements of
any country (table 7.2). Rich countries mandate much
higher disclosure than do developing countries. East
Asia has the most disclosure of any developing region.
Latin America has the least (figure 7.3).

TABLE 7.2
Rich countries disclose the most

Most Disclosure Index Index
Canada 7 Japan 6
Israel 7 Korea, Rep. 6
Spain 7 Lithuania 6
United Kingdom 7 Nigeria 6
United States 7 Philippines 6
Australia 6 Slovakia 6
Austria 6 South Africa 6
Chile 6 Sweden 6
Czech Republic 6 Taiwan, China 6
France 6 Thailand 6
Hong Kong, China 6 Tunisia 6
Ireland 6 Zimbabwe 6

Source: Doing Business database.
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These indicators come from a new survey of corpo-
rate and securities lawyers.!® The data measure the most
stringent level of required disclosure, reflecting the
choices of small investors to put their money in publicly
listed or privately held companies. In countries where
stock exchange regulations and securities laws are in
force, the disclosure index assesses these regulations. In
other countries, the disclosure requirements come from
the company law. So the indicators are relevant for pri-
vate companies as well as publicly listed ones.

Disclosure of ownership shows who has enough
power to appoint managers and determine business
strategy. If an investor illicitly gains control of the busi-
ness, he may expropriate the investments of small share-
holders and do so legally by voting for transactions that
benefit him at the expense of others. Four types of own-
ership disclosure reduce this possibility: information on
family, indirect or beneficial ownership, and on voting
agreements between shareholders.

Family ownership. First, investors would like to know
whether a large shareholder expands his control of the
business when another member of his family buys shares.
Some countries—such as Canada, Japan, and Norway—
mandate disclosure of ownership by immediate family
members. Others go further. The Czech Republic re-
quires disclosure for “any related person.” Still others im-
pose no requirements whatsoever, including such rich
countries as Germany and Italy, as well as middle income
ones as Egypt.

Indirect ownership. A second disclosure that benefits
small investors is that of indirect ownership. Yoshisuke
Aikawa, the founder of Nissan, describes a classic exam-
ple. Consider a wealthy Japanese family that establishes
a business, Choten Corp, with ¥1 billion.!” The family
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takes Choten public and raises almost an additional ¥1
billion. It then organizes 2 other businesses, Ichi and Ni,
each financed with ¥500 million from Choten and al-
most ¥500 million in public equity. Another 4 firms are
organized under Ichi and Ni with the same strategy (fig-
ure 7.4). Now the family fully controls 7 firms, with ¥5
billion in consolidated assets, by leveraging ¥4 billion
from small investors. To raise the same equity through
Choten alone, their ownership would have been diluted
to a minority 20%. Good for the family. But minority in-
vestors are more vulnerable to expropriation if they are
unaware of how business between Choten and its sub-
sidiaries could benefit the controlling family.

Beneficial ownership. A third way to gain control is
through nominee accounts, trust funds, or brokerage
firms, where the identity of the buyer is not disclosed.'®
This practice is so popular in Indonesia, that by 1996
the Suharto family managed to amass control of 417
companies, 21 of them publicly-listed, using nominee
accounts and trusts. The practice is still permitted. In
contrast, Malaysia revised its regulation in 2001 to limit
nominee ownership.

Voting agreements. Fourth, shareholders may have
agreements that stipulate collective voting on strategic
issues or managerial appointments. If these agreements
are not disclosed, as in Jordan, the Philippines or Turkey;,
small investors may lose out.

In addition to ownership disclosure, 2 types of fi-
nancial disclosure help investors.

Audit committees. The quality of financial informa-
tion is increased if the company law or securities law
requires internal audits before financial statements are
released to investors. The business can have an audit
committee that reviews and certifies financial data. Bet-
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ter yet, the committee may include some outside mem-
bers. Korea has made the most progress, by mandating
audit committees and also requiring that two-thirds of
the committee members in large companies be outsiders.

External audits. Laws can also require that an exter-
nal auditor be appointed. Countries like Argentina and
Spain have both an internal audit committee and an ex-
ternal auditor, while Hungary, like many other countries,
has a requirement only for an external auditor. One
caveat: in many countries external auditors are not so in-
dependent. In Peru, for example, an estimated 6,000 au-
ditors vie for the business of 200 listed companies, which
pay the highest fees for auditing services. Sometimes, the
most malleable auditors get the job.

Public access to information. Finally, disclosure is
most effective when both ownership and financial infor-
mation are available to all current and potential in-
vestors, either in stock exchange bulletins if the company
is public, or in annual reports, newspapers, or company
registries for privately held companies. One example. In
2000 the Australian Stock Exchange introduced a real-
time disclosure system that utilizes the Internet for re-
porting information that may affect investors’ choices. It
also monitors the media for company announcements
that may have not been reported but fall under the dis-
closure regulation. About 300 such announcements were
detected last year. Yet in countries like Saudi Arabia or
Venezuela, only the regulators have access to ownership
information.

The 7 ways of enhancing disclosure—by reporting
family, indirect, and beneficial ownership, and on voting
agreements between shareholders, by requiring audit
committees of the board of directors and the use of
external auditors, and by making such information
available to all current and potential investors—make up
the Doing Business indicator of disclosure (table 7.3).
Twenty four countries have 6 or more of these features.
Thirty others—almost all poor countries—have fewer
than two.

Legal protections

Disclosure of ownership and financial information is
just the beginning. Legal protections of the rights of
small investors are needed. In the Peronnet case, for ex-
ample, failure to disclose was not sufficient to void the
lease agreement with SCI. The court ruled that the deci-
sion to lease was not taken with the sole intention of
benefiting the majority shareholder and served a legiti-
mate business purpose. It took no interest in the ques-
tion of whether the creation of SCI and the price it



54

DOING BUSINESS IN 2005

TABLE 7.3

Building the disclosure index Macedonia,

Disclosure Measure Canada  Korea, Rep. Mexico FYR Bangladesh Ghana Lebanon
1. Family ownership is disclosed Yes Yes No No No No No
2. Indirect ownership is disclosed Yes Yes Yes Yes Yes Yes No
3. Beneficial ownership is disclosed Yes Yes No Yes Yes No No
4. Voting agreements between shareholders must be disclosed ~ Yes Yes No No No No No
5. Audit committees must be established Yes No Yes No No No No
6. External auditors must be used Yes Yes Yes Yes Yes Yes Yes
7. Both ownership and financial information is available publicly Yes Yes Yes Yes No No No
Disclosure Index (number of yes responses) 7 6 5 4 3 2 1

Source: Doing Business database.

charged for the building were fair to minority share-
holders. The law did not provide for such interpretation.

A large literature documents the benefits of share-
holder protection.' It concludes that four legal protec-
tions of small investors are both effective and relatively
easy to enforce:??

*  Cumulative voting for directors, which permits share-
holders to multiply their number of votes by the number
of directorships being voted on and to cast the total votes
for one director. Cumulative voting allows small in-
vestors to gain representation at the board of directors,
improving their access to information and giving them
voice in decisions on large transactions.

«  Allowing derivative suits, where shareholders can
sue on behalf of the company for damages caused
to the company. Derivative suits lower the cost of chal-
lenging management decisions in the courts, because a
shareholder only has to prove damages to the company
instead of damages to herself.

FIGURE 7.5
More legal protections, more equity
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«  Low threshold of capital, say 5%, to call shareholders’
meetings. Lower capital thresholds make it easier
for shareholders to organize a meeting to challenge
management and to put additional items on the meet-
ing’s agenda.

*  Pre-emptive rights to buy new shares, where current
shareholders have the first opportunity to buy newly is-
sued shares in order to avoid diluting their ownership.
Pre-emptive rights limit the risk of expropriation, where
shares are issued to the controlling shareholder or related
parties at below-market prices.

Together, these protections help explain a large pro-
portion of the variation in access to external financing
(figure 7.5) and the number of public listings across the
world. Among middle income countries, Chile, with
strong protections for small investors, has a market cap-
italization of 74% of GDP in 2003. Egypt, where equity
investors have fewer protections, has one of 29%. Among
developed countries, Spain protects small investors and
has a market capitalization nearly twice Italy’s, 71% of

FIGURE 7.6
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national income, compared with 40%. South Africa has
among the strongest protections for equity investors and
a market capitalization rivaling Switzerland’s.

Small investors in Yukos, the second largest Russian
oil company, have been hurt by a lack of pre-emptive
rights. Here is what happened. In 1999 Yukos, the major-
ity shareholder of Tomskneft, voted to increase the num-
ber of Tomskneft shares by 300%. The new shares were
sold to off-shore companies, allegedly owned by the con-
trolling shareholder of Yukos, without informing existing
Tomskneft shareholders. The ownership of existing small
shareholders dropped from 49% to 9%, reducing the
payoft to investors by four-fifths. This would have been
impossible in the presence of pre-emptive rights in Russ-
ian company law. At least the investors were allowed to
file a derivative suit, and actually did—in another 20% of
countries even that would have been impossible, includ-
ing in Bangladesh, Ecuador, Kuwait and Vietnam.
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Enforcement

Good investor protections are the ones a country can en-
force. Even the best rules are useless if enforcement is
weak. Some economies—such as the Kyrgyz Republic,
Moldova and Nigeria—adopted strong company or se-
curities laws, but no cases of small investors’ abuse have
ever been resolved in the courts.

As in any other commercial dispute, the speed, cost,
and fairness of the judgment determine whether small
investors would use the courts and succeed in getting
compensation. Potential expropriators know this as well
and calculate the risk of being caught and punished.
New Zealand and Norway, where courts perform well,
see less abuse of investors (figure 7.6). Colombia im-
proved enforcement in 2002 by giving arbitration tri-
bunals the power to issue binding judgments. A decision
of the tribunal typically takes 6 months.

What to reform?

Start with what’s simple. Increase disclosure. Then, make
it easier for small investors to challenge attempts at ex-
propriation in the courts. Enforce harsher penalties for
managers or large investors who misbehave. And encour-
age investors to be active in identifying bad practices.

It used to be that disclosing ownership and financial
information cost a lot of money. Publishing a newspa-
per announcement every time shares change hands, and
printing quarterly financial statements cost money.
Printing annual reports and reaching every small in-
vestor cost even more. The internet has changed that.
Now it is almost costless to disseminate information,
once it has been assembled.?!

Many companies and stock exchanges are taking ad-
vantage of this. In Thailand the stock exchange publishes
all ownership changes and quarterly statements on its
website. Egypt increased the disclosure requirements last
year and penalized about 100 companies that did not
meet the higher standard. Chile required listed companies
to publish quarterly financial reports and make them
available electronically. Hungary passed a new Capital
Markets Act, which introduces US-style disclosure of
ownership and financial information. Brazil took a dif-
ferent path by establishing the Novo Mercado, with more
stringent disclosure requirements. About 40 companies
have already listed.?? And in July 2004 the Indian govern-
ment announced intentions to create a separate market
for trading equity in smaller companies, with simpler

disclosure requirements. This would allow the introduc-
tion of stricter disclosure for companies listed on the
main market.

Specialized commercial courts have been shown to
improve the enforcement of debt contracts and speed up
bankruptcy proceedings. They are equally beneficial for
small investors who want to challenge decisions by man-
agers or boards of directors. Some countries, such as
India, channel shareholder suits into special tribunals,
avoiding the delays in regular courts. Much like bank-
ruptcy, corporate governance issues require more exper-
tise so it pays for judges to be specialized in commercial
cases. And even without specialization, cutting the pro-
cedures, time and cost to go through the regular courts
will help.

Disclosure requirements work only if they are
backed by sufficient penalties and enforcement. Often,
penalties are negligible. Two examples. In Indonesia the
penalty for missing the deadline for submitting an an-
nual report to the securities market regulator is $120.
This is nothing for most companies. Not surprisingly,
more than a third usually miss the deadline.?> In Bul-
garia penalties were increased in a 2003 reform, but their
enforcement is woeful. An estimated 6% of the value of
fines is paid. The remainder is challenged in the courts,
taking years to resolve.?*

Reforms in other countries show that disclosure
improves with stronger penalties. Mexico has increased
compliance. In 1999, 30 of its 180 companies did not
meet disclosure requirements. A dozen were penalized.
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In 2003 only 3 companies delayed their disclosure. South
Africa recently implemented similar regulation that en-
ables the stock exchange to suspend trading in compa-
nies that neglect disclosure. Again, the number of delin-
quents has dropped.

No matter how good the disclosure, the legal pro-
tections, and the enforcement channels that government
provides, they will amount to nothing unless someone
uses them. Enter the institutional investors. The Califor-
nia’s Public Employees’ Retirement System (CalPERS),
with $162 billion in assets, is the most active. Every year
CalPERS publishes its assessment of investor protections

in emerging markets. This year its analysis shows that
India, Israel, Korea and Poland have the strongest in-
vestor protections. Egypt, Jordan, Turkey and Venezuela
have the weakest. Using such rankings, CalPERS only in-
vests in countries with good protection.?

TIAA-CREF, the second largest pension fund in the
United States, and Franklin Templeton, a large mutual
fund, are also active in promoting disclosure and better
corporate governance. Others should follow. These large
players, because of their financial clout, influence not
only individual companies but also regulators, putting
them in the best position to lobby for change.

Why reform?

The more corporate governance scandals are reported,
the better. It means expropriators are getting caught.
And that small investors can take comfort in being pro-
tected by disclosure laws and shareholder rights.

If the rights of investors are not protected, having
majority ownership in a business is the only way to elim-
inate expropriation. A majority investor has access to all
the company documents and prevails in business deci-
sions. But few entrepreneurs would agree to have their
business controlled by someone else. Those who do have
less incentive to work hard, as the payoffs from success
accumulate to someone else. The result: entrepreneur-
ship is suppressed and fewer profitable investment proj-
ects are undertaken.

A recent study of private equity transactions finds
this exact pattern: Both the entrepreneur and investors
lose out. In countries with higher risk of expropriation,
the size of investments is half that in countries with good

FIGURE 7.7

investor protections. Two deals take place for every 3
deals in countries that protect investors. And in the risky
countries investors acquire majority stakes, limiting their
opportunity for diversification.?®

This pattern also holds down the size of stock mar-
kets. When small investors see high expropriation risk,
they do not invest. The market stays underdeveloped,
with low trading volume (figure 7.7).%” Instead, they may
put their money in the banking sector, invest in real es-
tate, or transfer it abroad. Either way, it does not reach
profitable businesses in need of long-term financing.
Better disclosure can change this. The United States se-
curities legislation of 1933-34 increased financial disclo-
sure and made auditors liable for mistakes—resulting in
a significantly larger number of listings.?® Today, if Rus-
sia were to adopt the more stringent disclosure regula-
tions of Thailand, analysis suggests that its stock market
capitalization would increase by up to 60%, and the vol-
ume of trades by 40%.%°
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With languid equity markets, economic growth is
held back. If Jordan’s equities traded as much as those
in the average OECD market—implying a quadrupling
of their turnover—analysis suggests annual growth
would have been higher by up to 1.1 percentage points
a year.’? If equities in Mexico traded as much as those
in the OECD on average, the analysis implies annual
growth would be higher by up to 0.6 percentage points
(figure 7.3).

Better disclosure and investor protections also result
in higher valuations. A recent study estimates that three-
quarters of differences in corporate values across coun-
tries are due to differences in investor protection.’! In
a study of companies in the United States, an investment
strategy that sells the decile of companies with weakest
disclosure and legal protections and buys into the decile
of companies with the most disclosure and protections
generated a 50% premium during 1995-99.%2 Evidence
from Korea and Russia suggests even higher returns: a
160% premium for Korean companies and nearly 800%
premium for Russian ones.>?

The benefits accrue mainly to small businesses and
entrepreneurs like Kwadwo, the Ghanaian looking for
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business partners. The reason is that they don’t have
long—standing relations with banks, as established busi-
nesses do. If Kwadwo were to find a partner and start the
bus service to Accra, other entrepreneurs benefit as well,
by having cheaper access to the capital city. But the effects
reach farther. Travel to school and hospitals is easier. The
distance between equity markets and the poor shrinks.
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