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Chapter 6 Finance and infrastructure

6.1 Well-functioning markets for finance connect firms to sources of credit and equity to
fund their ventures. Good infrastructure connects them to their customers and suppliers and
helps them take advantage of modern production techniques. Inadequacies in finance and
infrastructure create barriers to opportunities and increase the costs for rural
microentrepreneurs as well as multinational enterprises. By impeding new entry into
markets, inadequate finance and infrastructure can also subdue the competitive discipline
facing incumbent firms, dulling their incentives to improve their productivity. And the
inadequacies are large in developing countries (figure 6.1).

Figure 6.1 Share of firms rating finance and infrastructure as a "major" or "severe'' constraint
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Source: World Bank Productivity and Investment Climate Database.

6.2  The underlying problem with finance and infrastructure can be traced to a specific
market failure—for finance, information asymmetries, and for infrastructure, market power.
But they also share a history of having been plagued by problems of political economy that
lead governments to intervene in ways that too often make the underlying problems worse.
Financial markets have been repressed and distorted by state ownership, monopolies,
directed or subsidized credit, and other policies appealing to the short-term interests of
politicians and favored groups. Those measures undermine financial sector development,
firm-level productivity, and economic growth.' Infrastructure has too often been undermined
by governments using state ownership or regulation to pursue objectives unrelated to
efficient service provision, typically favoring some groups over broader interests and
introducing new sources of inefficiency.

6.3 Governments are grappling with these issues, but progress remains slow and uneven.
New approaches require them to be less hands-on in delivering services and to focus instead
on creating a sound investment climate for commercial providers of financial,
telecommunications, electricity, port, and (where feasible) road services. Finance and
infrastructure thus have two relationships with the investment climate: they affect the
investment climate for firms in general; and they are affected by the investment climate for
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finance and infrastructure providers. This chapter reviews some promising approaches for
governments to improve these aspects of their investment climates.

Financial markets

6.4  Developed financial markets improve the provision of payment services, mobilize
savings, and allocate credit to firms wishing to invest. When these markets work well, they
give firms the ability to seize promising investment opportunities. They reduce firms’
reliance on internally generated cashflows and money from family and friends—and give
them access to external equity and debt (figure 6.2). They allow poor entrepreneurs to grow
their businesses. Well functioning financial markets also impose discipline on firms to
perform, driving efficiency, both directly and by facilitating new entry into product markets.
Competition between providers of finance encourages them to improve their capabilities in
assessing risks and to be responsive to firms.

6.5  More developed markets attract greater savings, promote more efficient allocations of
funds, and reduce financial risk.> For instance, secure savings accounts help people manage
risks during crises. As a result, financial market development leads to faster growth in
productivity and in output.* More developed markets are associated with more credit;
doubling private credit as a share of GDP is associated with an increase in average long-term
growth of almost two percentage points.’

6.6  Developed financial markets also reduce poverty—directly and through their role in
economic growth. They reduce income inequality by alleviating credit constraints and
increasing access to investment opportunities for poor households.® By facilitating
competition between firms that purchase goods produced by poor households, they can help
poor households escape exploitation by those firms.” They can also stabilize the economy by
reducing volatility: doubling private credit as a share of GDP can reduce the volatility of
growth from four percentage points annually to three.® There is also evidence that child labor
is lower in countries with greater access to financing, after controlling for other
explanations.’
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Figure 6.2 Sources of fixed investment financing differ for small and large firms
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Building good financial markets

6.7 Getting financial markets to work well runs into market failures and problems of
political economy.

6.8 The market failure arises from asymmetries of information. Firms seeking to borrow
promise to repay loans, but there is always a chance they will not. If lenders could accurately
estimate the likelihood of default, they could protect themselves by calibrating interest rates
to the risk of default. Lenders do charge more for riskier loans, but the fact that their
knowledge of risk is imperfect, and poorer than that of borrowers, means that increasing
interest rates cannot fully protect them: when lenders charge higher interest rates, they
discourage borrowers with low-risk, low-return ventures, leaving them mainly with
borrowers for high-risk projects. By its nature, then, raising interest rates increases the risks
lenders are exposed to. The problem is heightened by the possibility of dishonesty and weak
contract enforcement: only honest borrowers are discouraged by high interest rates.

6.9 Providers of debt and equity also have imperfect information about what the
recipients are doing with the capital. Lenders cannot be sure that borrowers are steering clear
of risks that increase the chance of default. Shareholders cannot be sure whether managers
are investing wisely or merely enriching themselves.

6.10  These problems can make it hard for firms to obtain finance unless they have
collateral to secure a loan—or good connections. They also make it hard for people with
savings to find attractive opportunities to invest or lend. The severity of the problems
depends partly on factors outside government’s immediate control, such as the effect of
technology on the costs of getting better information. But it also depends on government
policy.

6.11 Financial markets are also affected by political economy. Government policies
toward financial markets are influenced by the wishes of powerful groups and the self-
interest of politicians. Competition often suffers. In the United States until the mid 1990s,
state banks persuaded governments to shelter them from competition by maintaining
unwarranted restrictions on interstate banking.'” In Japan until the mid-1980s established
banks persuaded the government to protect them from competition from bond markets by
maintaining a rule that required would-be bond issuers to first get approval from a committee
that the banks controlled."’ Financial markets have a long history of similar problems (box
6.1). Overcoming such problems presents policymakers with a challenge at least as difficult
as that created by information problems.
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Box 6.1 Governments and finance markets: A long and difficult history

Throughout history, governments in need of funds have found it convenient to expropriate the financial assets
of their citizens, often through repudiating debt. In England the cycle of expropriation was broken only when
the monarchy recognized that the sums from taxing production on private property outweighed those from
periodic expropriation. The crown first seized and sold vast lands owned by its rivals—the church and the
nobles—thus creating a market for land. As a result, land was held by those best able to exploit it, such as the
politically connected. A dispersed landholding gentry thus emerged, using parliament as a coordinating
mechanism to protect their economic interests.

Over time, the economic might of the gentry grew so much that they could openly defy the crown and the
nobles in parliament, in part because their wealth ensured that they could hire their own army if necessary. The
gentry thus used the parliament to ensure that the crown honored its commitment to respect property rights, the
basis for their economic prosperity, despite occasional attempts to renege. A credible commitment to respect
and enforce property rights helped the government borrow vast sums to finance the British Empire.

Not all governments solved their financial difficulties through taxation and widespread protection of property
rights. In Mexico in 1876 President Porfirio Diaz was confronted with the twin problems of political disorder
and economic stagnation, a situation not uncommon in developing countries. He needed resources to combat
his political opponents immediately, but Mexico’s long history of government defaults made borrowing from
the private sector impossible. Predation through forced loans and confiscation of property was possible, but that
would have adverse effects on long-run productivity.

Diaz opted instead to protect the rights of a select group of asset holders and use the rents generated to combat
his political opponents. The largest bank, Banamex, the government’s primary financier, enjoyed special
protections, including reserve requirements half those of other banks, exemptions from taxes, and the sole right
to open branches. While these arrangements might have suited Diaz, the lack of contestability in financial
markets would have a dampening effect on growth throughout the twentieth century.

Sources: Rajan and Zingales (2003); Haber, Razo, and Maurer (2003).

Pitfalls of traditional government interventions

6.12  Responding to market failures and political pressures, governments in the postwar
period intervened heavily in financial markets—providing many financial services
themselves, guaranteeing loans by private banks, and directing credit to favored groups.
They also restricted competition from foreign banks and other financial institutions to protect
domestic banks. They often justified state ownership and other interventions in the financial
sector as ways of ensuring that small and rural borrowers had access to funding. Overall, the
record of the interventions has been discouraging.

6.13  State ownership of banks. State-owned banks can be given broad mandates or the
task of developing a specific industry, sector, or region—often making loans at subsidized
rates.'? Their track record in the developing world is generally poor. A large proportion of
state ownership in the banking sector has been found to reduce overall access to financing,
reduce competition, worsen the allocation of credit, and increase the likelihood of financial
crises.”” Studies of privatization in countries as diverse as Brazil, Nigeria, and Egypt find
that greater private and reduced government ownership is associated with better bank
performance.' State-owned banks are frequently associated with weak governance,
corruption, and poor collection procedures. As shown in cross-country studies, state
ownership of banks, by impeding private competition, can also impede the development of
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the financial system and so hurt small and medium firms particularly."”” Although their
importance has been diminishing, state-owned banks remain important in most parts of the
developing world (figure 6.3).

Figure 6.3 State-owned banks are holding on in India and the Middle East and North Africa
Percentage of bank assets at private commercial banks
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Source: Data for 2003 are from Clarke, Cull, and Shirley (2003), and those for 1985 and 1995 and from La
Porta, Lopez-de Silanes, and Shleifer (2002). “East Asia” includes Korea, Malaysia, Philippines, and Thailand.
“Transition” includes Bulgaria, Croatia, Czech Republic, Hungary, Poland, Romania, Russia, Slovakia, and
Slovenia. “LAC” countries include Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, El Salvador,
Guatemala, Honduras, Mexico, Panama, Peru, Trinidad and Tobago, Uruguay, and Venezuela. “MENA”
countries include Algeria, Egypt, Jordan, Lebanon, Morocco, and Tunisia. “Developed” includes Australia,
Austria, Belgium, Canada, Denmark, Finland, Germany, Greece, Italy, and Japan.

6.14  Development finance institutions. Subsidizing credit to customers unable to borrow
from traditional banks, development finance institutions (DFIs) can be justified if they
overcome a market failure cost-effectively. A few have been able to lend profitably and
maintain high repayment rates without the use of traditional collateral.'® More often, they
have been tools to support political projects with little economic value, or to benefit favored
constituencies. They usually lack disciplining tools, such as active profit-motivated
shareholders. Because the funds are raised by the tax system, not through deposits, there is a
weak sense of the cost of capital.

6.15 The performance of DFIs has benefited from improvements in their governance. For
example, the Thai Bank for Agriculture and Agricultural Cooperatives is an unusual case of a
development bank with mandated lending objectives that does not depend on subsidies, but
succeeds in providing credit to farmers. In 1998 it extended loans to more than 80 percent of
Thailand's farming households.'” Its governance arrangements hold local managers
accountable for their branch's performance and requires managers to meet profit targets.

6.16 More often, however, DFIs make poor quality loans and fail to discipline repayment.
A study of 18 industrial DFIs found that almost 50 percent of their loans were in arrears.'®
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Nor does credit often reach disadvantaged borrowers. In Brazil the rural finance credit
program provides more than 57 percent of its loans to the largest 2 percent of borrowers, only
6 percent to the smallest 75 percent of borrowers. Interest rate subsidies and low repayment
rates also strain government budgets. Mexico injected almost $23 billion into agricultural
DFIs between 1983 and 1992."

6.17  Directed lending. Other interventions include state-directed lending, which requires
banks to make a proportion of loans to specific geographic areas and sectors. Directed
lending is often aimed at rural areas, where poverty, sparse populations, seasonal variations
in income, and a lack of traditional collateral increase the risks and transaction costs for
financial intermediaries. But cheap publicly financed credit has led to a diversion of credit
away from the poor, low lender revenues, and political intrusions.”’ Where authorities have
increased long-term finance, there has been less emphasis on institutional sustainability, loan
recovery, and strengthening intermediation by mobilizing rural savings.*'

6.18  Although Japan, Korea, and Singapore appear to have had some success with directed
(or priority) lending, most countries’ experience has been poor (box 6.2). The programs have
often misused funds, increased the cost of funds to non-favored borrowers, and been
associated with weaker fiscal discipline and lower repayment rates.”> In Brazil, Colombia,
India, Kenya, and Mexico government interventions had high costs because they crowded out
private intermediaries and funded inefficient borrowers. Directed credit can also fail to elicit
the intended result if other constraints in the investment climate deter even firms with access
to credit from investing.23

Box 6.2 Directed credit gone awry

In India, despite a policy requiring directed lending to priority sectors, commercial bank lending to priority
sectors during 2001-02 was lower than the mandated amount of 40 percent of total outstanding credit—it stood
at 36 percent for public sector banks, 22 percent for private sector banks, and 27.5 percent for foreign banks.
Since the early 1990s, despite policy mandates, commercial banks have generally failed to meet various targets
to promote finance to rural areas. Commercial banks prefer to meet their deficiency in the mandated direct
lending for agriculture (13.5 percent) by depositing equivalent amounts in the state-owned National Bank of
Agriculture and Rural Development (NABARD) maintained Rural Infrastructure Development Fund (RIDF),
essentially transferring private savings for lending to the public sector, mostly state governments, mainly for
financing rural infrastructure investments. These deposits are preferred investments with safety and attractive
returns (in excess of 100 basis points over comparable fixed deposit rates of commercial banks), which further
distorts the rural lending market.

In Colombia between 1984 and 1987 directed credit accounted for nearly 62 percent of total credit from
commercial banks and financial corporations. To qualify for subsidized credit, firms had to show that capacity
constraints were binding on output, so credit was directed only toward new capacity—not to improving
efficiency in the sectors that had enough capacity. A bias toward large firms excluded a large proportion of
small firms from the subsidized loans. Because the interest rate margins for commercial banks were restricted,
they preferred less risky clients and demanded high collateral.

In the 1970s commercial banks in Malawi were required to increase lending to agriculture to 50 percent of total
lending, and the lending to agriculture increased from K2 million in 1970 to K93 million in 1980, rising to 54
percent of bank advances. But most of this was channeled to the estates not to poor farmers. By 1980 most of
the lending was covering losses caused by the rapid overexpansion, and commercial banks began to suffer.

Sources: World Bank (1990b), World Bank (1990a); Harvey (1991).
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6.19  Guarantees. Credit guarantees can encourage more lending, but they may also
encourage banks not to worry about credit risk and not to monitor borrowers. In Nigeria 15
percent of guaranteed loans were reported to be in default.** And because credit guarantees
have high administrative and financial costs, they are often unsustainable and require high
rates of subsidy. A study of Fondo Nacional de Garantia in Colombia found an implicit
interest rate subsidy of 8 percent a year between 1982 and 1994. The evidence on the
impact of guarantees in expanding access to financing is also mixed. Although banks may
extend credit to borrowers who would not have otherwise qualified, participation by smaller
borrowers can be hampered by the transaction costs.

6.20  Governments are learning from the problems of past approaches and turning to new
approaches. As elsewhere in the investment climate, macroeconomic stability is fundamental
(box 6.3). But other key elements involve fostering competition, securing rights of
borrowers, creditors and shareholders, facilitating the flow of information, and ensuring that
banks do not take excessive risks.

Box 6.3 Macroeconomic stability and access to finance

Financial markets depend on good macroeconomic policy, such as government commitments to low inflation
and sustainable deficits. The flipside is that macroeconomic instability increases the volatility of interest rates,
exchange rates, and relative prices, imposing additional costs and risks on the financial institutions and their
clients.

e High inflation erodes the capital of financial institutions and makes it difficult to mobilize savings or to
expand services.
e High fiscal deficits and government borrowing increase interest rates and spreads.

e The increase in holdings of government paper by banks, mutual and investment funds crowds out credit to
the private sector, since banks find it more profitable to hold government securities than to make loans.

For example, in Brazil, the expansion of government borrowing between 1995 and 2003 has been associated
with a slowdown in expansion of private sector credit.

Source: Fernando (2003).

Fostering competition

6.21 Removing barriers to entry by domestic and foreign financial intermediaries promotes
financial development. Greater bank competition can improve banking stability, reduce
interest margins, and improve access to finance.”” Restrictions on competition are associated
with slower economic growth, reduced employment growth, and slower exit of mature firms
in concentrated bank markets.”® Policies that impede competition, such as entry restrictions,
restrictions on foreign banks, and state ownership of banks, hurt the financial system and
economic performance.”’

6.22  One way to foster competition is to (prudently) issue new domestic banking licenses.
In the United States the wave of mergers and acquisitions in the 1980s and 1990s created
large banks, which reduced their lending to new and small firms. Yet relatively liberal bank
licensing policies allowed new banks to form to help offset the lack of supply and keep
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interest margins low.>” Competition is also benefiting from technological innovation, as in
India’s rural areas (box 6.4). Allowing foreign banks to enter the market can also enhance
competition.

Box 6.4 Expanding access to finance in rural areas—New approaches in India

Firms operating in rural areas often have a hard time getting finance. But financial innovations are making a
difference, as India shows.

The “agricultural agency” model uses a third-party intermediary to coordinate the financing of inputs, the
delivery of produce to the end buyer, and the repayment to the bank before the farmer receives the proceeds.
The intermediary improves information by advising farmers on crop decisions that affect the quantity and
quality of the produce. The intermediary can also negotiate better prices on final goods than individual farmers
can.

The Kisan Credit Card (KCC), offered by commercial, rural, and cooperative banks, is a technological
innovation in providing credit to the agriculture sector in India, including small farmers. Since its introduction
in 1998-99, some 31.6 million KCCs had been issued by March 31, 2003. Though not truly credit cards, the
KCCs present advantages for the borrowers and lenders. They make it easier to get credit and renew loans,
once the initial screening has been done. They reduce the number of visits to branches. And they increase the
operation of accounts at designated supply branches.

Lastly, the increasing sophistication of financial markets is helping farmers smooth their incomes in the face of
fluctuating prices and harvests. Developing futures markets allow them to fix the prices they will receive in
advance. And innovations in insurance are allowing them to protect themselves from losses caused by poor
weather: the payouts are based on the level of an index measuring local weather, which allows an objective
determination of the payout and maintains farmers’ incentives to maximize their output despite poor weather.

Source: Hess and Klapper (2003), World Bank (2004a).

6.23  Policymakers are sometimes concerned that the competition from foreign banks will
weaken the banking system. But evidence suggests that foreign banks improve the efficiency
and performance of domestic banks and reduce interest rate margins.”’ This is exactly what
happened when the Philippines allowed more foreign bank competition—interest rate spreads
fell and the efficiency of domestic banks increased.’> Foreign banks can also use their cross-
border experience to introduce innovations. Citibank, for example, responded to the scarcity
of good credit information on individual firms in many developing countries by finding other
ways to assess creditworthiness. It identifies industry segments with the potential to grow
quickly and then seeks out borrowers in those segments. In India it has about 500 customers
in 15 selected industrial segments.

6.24 A second possible concern is that foreign entry might reduce access to financing by
small and medium firms. But again, foreign banks seem to improve access to credit for small
firms. In Chile and Peru foreign banks lent more to small firms than domestic banks did, and
in Argentina and Chile real growth in lending to small firms was higher for foreign firms.>

6.25 While bank-to-bank competition is important, other sources of finance can also
strengthen competition. For example, firms with access to public bond financing have 35
percent more debt (after controlling for other firm characteristics).>* Securities can be used
to raise new financing and to improve risk management and price discovery. Non-bank
financial intermediaries can also broaden financial markets. For example, leasing companies
and finance companies often finance start-up firms unable to raise funds from banks. And as
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non-banks develop, they often securitize lease receivables, deepening the securities market.”
Pension funds and contractual savings can also compete for the supply of funds, increasing
banking efficiency and lowering the cost of capital.”® Commercial microfinance is beginning
to have an impact on financial services for the poor (box 6.5).

Box 6.5 Commercial microfinanciers enter the market

Microfinanciers provide thrift, credit, and other financial services of very small amounts, mainly to the poor, in
both rural and urban areas. They offer an alternative to banks, which in most developing countries serve only
5-20 percent of the population, and to moneylenders. They use non-collateralized loans to deliver short-term
working capital loans to microentrepreneurs and households.

One of the key characteristics of microfinance is substituting joint liability, access to future loans, and more
frequent repayment periods, for traditional collateral. For example, the now internationally replicated Grameen
Bank in Bangladesh uses joint liability to help overcome the information problems that afflict financial markets,
because borrowers know who in their community is a credit risk and can monitor each other. Joint liability also
helps to enforce auditing (by ensuring borrowers are honest in the case of default) and repayment (borrowers
can impose social sanctions on defaulters). These alternatives to collateral are especially important for
borrowers who do not have assets to pledge—and for lenders who operate in countries with weak secured
lending laws and enforcement.

Microfinance has demonstrated its success in reducing poverty. By 2002 more than 1,000 microfinance
programs around the world had reached approximately 30 million borrowers, lending about $ 3.5 billion, with
an average loan size of $280. Microfinance has helped the poor to increase household income, build viable
businesses, and reduce their vulnerability to external shocks. It can also be a powerful instrument for self-
empowerment of the poor, especially women. But subsidized microfinance relying on donors is unlikely to be
big enough to reach all potential borrowers. That is likely to require commercial microfinance mobilizing the
savings of the general public, which raises questions about government participation and regulation.

Governments are sometimes tempted to mandate below-market interest rates, but this usually causes more
problems than it solves. The removal of interest rate controls in Indonesia in June 1983 allowed Bank Rakyat
Indonesia (BRI) to experiment with new financial products, most notably market-priced working capital and
investment capital loans. By 1986 its microfinance business had turned from a chronic loss-maker to a
profitable department.

Governments can also eliminate unfair competition from public institutions and change regulations to facilitate
competition on a level playing field. In particular, they can allow microfinance institutions to transform
themselves into licensed financial institutions and facilitate the provision of microfinance by commercial banks.
In 1992 ProDem, a microfinance NGO, became BancoSol, the first commercial bank in Latin America
dedicated to the provision of microfinance. The transformation enabled the expansion from 14,300 clients to
70,000 within five years of commercialization, and by 1998 BancoSol was the most profitable licensed bank in
Bolivia.

As in other segments of the credit market, allowing the sharing of credit information among microlenders can
foster microfinance lending, especially by commercial lenders that may not have preexisting relationships with
borrowers in rural areas. South Africa has two private credit bureaus operating in the microfinance sector.
Information can be obtained by touch-tone phone, and the bureaus charge much lower fees than larger
bureaus—making it affordable even for small microlenders.

Sources: Gallardo and others (2003); De Rus and Estache (2003); Ghatak and Guinnane (1999); Goronja
(2003); Cohen and Sebstad (1999), Cohen and Burjorjee (2003), and Morduch (1997); Morduch, Littlefield, and
Hashemi (2003); Mukherjee (1997); Hubka and Zaide (2002) and CGAP (1997); Klapper and Kraus (2002);
and mixmarket.org.

6.26 How, then, to encourage the development of non-bank lenders? By not
overregulating lenders that don't take deposits, and by harmonizing the tax treatment of
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financial products. In Turkey factoring companies pay a 5 percent transaction tax while
banks pay only 1 percent.’’ Pension rules can also be liberalized as capital markets mature
and regulatory systems develop. For instance, investment could be allowed in more asset
classes, such as equities.*® Insurance regulations can also encourage insurance providers to
innovate and operate efficiently—and to create a competitive market open to new firms and
the exit of insolvent firms.>> Mutual funds can be developed under strong accounting and
auditing rules and strict disclosure requirements.*

Securing rights of borrowers, creditors, and shareholders

6.27 Governments can mitigate the problems for creditors and shareholders—and increase
their willingness to provide finance—by ensuring that the parties have clearly defined rights
and can enforce them. A strong legal environment and enforcement are important for access
to external finance and the development of financial markets.*' When creditor rights are
weak, financial institutions will be less willing to extend credit to firms that have a high risk
of default. When shareholders rights are weak, investors will be less willing to provide firms
with equity.*

6.28  Borrowers’ property rights. Collateral can ease borrowing constraints for firms,
because lenders are usually more willing to lend when collateral is offered. Secure property
rights (including title to land) can increase the access to financing and investment (chapter 4).
They also promote the creation of firms and lengthen the maturity of corporate debt structure,
as well as encourage more foreign lending.”> The cost of external financing is also lower in
countries with stronger property rights protection and less corruption.* For example, a study
of 37 countries found that if a country improved its property rights protection from the 25th
to the 75th percentile, loan spreads would decline by 87 basis points.*’

6.29  Creditors' rights. Secured transaction laws are important in ensuring that secured
lenders receive priority in the case of default. Strong creditor rights—stemming, say, from
laws guaranteeing secured creditors' priority in the case of default—allow lenders to reduce
their risk of future losses and therefore encourage them to make more loans. For example,
one explanation offered for the low level of private credit in Mexico is that many social
constituencies must be repaid before secured creditors, often leaving them with few assets to
back their claims.*® Studies in the United States show that small firms are 25 percent more
likely to be denied credit if they are in states that provide creditors with less protection when
the borrower is bankrupt.*” The effectiveness of creditor rights also depends on strong
enforcement of the laws. For example, Russia has “imported” strong laws protecting
shareholder and creditor rights, but the lack of an effective legal system to enforce these laws
has been a key impediment.*® Stronger creditor rights protection, such as laws and registries
permitting the collateralization of movable property, may offer even greater benefits to small
and unlisted firms, which are less likely to have fixed assets (box 6.6).
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Box 6.6 Establishing a movable collateral registry in Romania

In Romania legal impediments previously restricted the use of movable property as collateral and thereby
limited the access to credit. First, the system did not allow lenders to access information on whether other
creditors or lenders had claims on the same goods used for collateral. Second, the enforcement of agreements
and repossession of collateralized goods was a long process (often exceeding the economic life of the movable
good!).

A new law, adopted in 1999, introduced a system for registering security interests. The registration is valid for
five years, and is required to secure new collateral. The law provides for both stronger enforcement and a new
electronic archive of outstanding liens. This online collateral registry, operated by appointees of the Ministry of
Justice, includes all registered security interests. Ten operators and 366 agents are licensed to register collateral
in the electronic archive. The supervisory authority provides guidelines on operation and clarifies rules and
regulations.

The archive functions efficiently, allowing access to financial intermediaries on information about creditors,
debtors, or assets securing a commercial or civil transaction in the country. This information, accessible by
people all over the world, presents huge cost-saving and timesaving opportunities—improving the investment
climate.

Source: Fleisig (1998) and Stoica, Stoico, and Stoica and Associates (2002).

6.30  Shareholder rights and corporate governance. Structural changes in most developing
countries—such as privatization and the widespread listing of previously unlisted firms—
underscore the need for good corporate governance.*’ In countries where laws do not
guarantee strong protection of shareholders, firms may be able to improve their access to
external equity financing by voluntarily improving their governance through greater
transparency, preparing financial reports according to international accounting standards, and
appointing independent directors.

6.31 Improvements in corporate governance are associated with higher operational
performance of firms, through better management, better allocation of resources, or other
efficiency improvements.”® The effect seems to matter more in countries with weak legal
rules, since firm-level improvements in investor protection are valued by investors.
Governance is particularly important for foreign investors, who may have informational
disadvantages. A global investor opinion survey by McKinsey revealed that good
governance matters most to investors (ranking higher than firm performance or growth
prospects) and that institutional investors prefer to invest in countries where legal rules and
enforcement are both strong.”'

6.32  Governance standards therefore need not be legislated for all corporations. But
governments can facilitate shareholder monitoring by requiring disclosure of financial and
ownership information for all large and listed firms. Stricter regulation (in the form of high
disclosure requirements set by the exchange or government) and strong enforcement are

associated with greater market liquidity, lower costs of capital, and higher valuations of firms
(box 6.7).”2
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Box 6.7 The changing faces of corporate governance in Brazil and Korea

South Korea is leading corporate governance reforms in East Asia. Ceilings have been removed on foreign
ownership. Changes in the laws have reduced the minimum shareholding required to undertake class actions,
prompting many instances of shareholder activism (for instance, People’s Solidarity Participatory Democracy
challenged Samsung Electronics and SK Telecom) and requiring the appointment of outside directors on the
boards of financial institutions and major conglomerates. Some exchange listing requirements were also added,
which apply only to firms with an asset size greater than 2 trillion won, or the top 30 chaebol companies. These
firms must have an audit committee with at least two-thirds of directors from outside the firm and an outside
director as chairman. Such changes promise to help in attracting more foreign capital.

In 2001 BOVESPA (the Sao Paulo Stock Exchange) established a new market segment, Novo Mercado,
modeled on the Neuer Market in Germany. To attract smaller enterprises, new market segments in other
bourses usually loosen listing requirements. But Novo Mercado goes against this trend, requiring corporate
governance requirements far stricter than in the old segment. At least 25 percent of the capital stock must be
floating in the market and listed companies must adopt US generally accepted accounting principles or
International Financial Reporting Standards. In the case of a merger, both controlling and minority
shareholders must be treated equally. The companies can issue only common shares. The prohibition of
issuing different class of stocks is particularly important in Latin America where the use of nonvoting preferred
stock is very common (nonvoting shares allow owners to obtain greater control over companies than their actual
degree of ownership). The migration to the Novo Mercado lifted the market value of companies around the
migration date.

Sources: Mckinsey & Company (2002); Dyer (2001b), Dyer (2001a), Ricardo (2002), BOVESPA website,
Nova Mercado regulations 10.303 and de Carvalho (2003).

6.33  Transparency and disclosure requirements for listed firms are generally set and
supervised by the local exchange, but the government may need to enforce exchange
standards.>® It has been argued that differences in enforcement help explain why the Czech
Republic, whose government took a relatively hands-off approach to regulation of the capital
markets, had an inactive equity market—while Poland, which had stricter enforcement of
regulation and disclosure, witnessed strong growth in its capital market.”* In countries with
developed financial intermediaries—such as brokers, accounting firms, and investment
advisors—exchanges may be able to delegate some disclosure enforcement to these
intermediaries and reduce the cost of enforcement. But in emerging markets, government
prosecution may be necessary to protect investors and promote market development.
Internationally agreed principles for corporate governance create opportunities for
governments to signal the quality of their regulatory systems in this area (chapter 9).

Using credit bureaus to facilitate the flow of information

6.34  One way lenders can address their information disadvantage is to collect information
about their customers directly through costly screening and monitoring. Lenders in most
developed countries—and more in developing countries—can also rely on reports from credit
information bureaus. These reports include loan payment histories that allow lenders to use
information on how borrowers met past loan obligations to better predict future loan
performance. Credit reporting also improves borrowers’ incentives to repay loans promptly,
since late payment with one lender can result in sanctions by many institutions.

6.35 Credit information bureaus can increase bank lending and reduce default rates,
regardless of whether the bureau is private or public. They can also offer benefits to small
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and new firms, by alleviating credit rationing based on the lack of a credit history.>® In one
survey more than half the credit bureaus indicated that credit history information reduced the
processing time, costs, and default rates in their country by more than 25 percent.”” On
average, countries without credit registries have a private-credit-to-GDP ratio of about 16
percent, those with publicly owned credit registries, about 40 percent, and those with private
bureaus, about 67 percent.”®

6.36  Governments can promote a supportive environment for credit bureaus by enacting
and enforcing data protection and credit reporting laws that allow the sharing of credit
information, while taking account of privacy concerns. The laws can safeguard consumer
rights by allowing consumers to get data about them held by credit bureaus, requiring
disclosure of information on who gets the credit report, and providing mechanisms for
resolving disputes and correcting erroneous information. Laws that allow the sharing of
positive and negative information do more to improve lenders’ information and thus do more
to facilitate lending. Credit reports that contain only negative information (such as cases of
late payment) have less predictive power than reports that contain both positive and negative
information.” Because credit reports are more important for borrowers with little
information, limits on data collection disproportionately harm small borrowers.

Limiting risk-taking

6.37 Governments regulate risk-taking by banks and other financial institutions for various
reasons. Limited liability can cause banks to take excessive risks, and unlike in other
industries, such problems can lead to systemic crises, since the failure of one bank can lead to
a run on all banks, undermining the payments and credit system. Deposit insurance can
reduce the risk of bank runs, but the expectations of government bailouts, from explicit or
implicit deposit insurance, can also make the problem worse, by causing depositors and
others to monitor banks less carefully. Governments need to address these issues with care.

6.38  Prudential supervision. Banking regulations are intended to reduce the risk of
systemic banking crisis and fiscal bailouts. In many countries, supervisors oversee the
operations of the financial institutions and monitor on behalf of depositors to assess and take
necessary steps if there are any problems. Prudential regulation has not always achieved its
goals, however.

e (reater regulatory restrictions are associated with weaker bank performance, more
. . . 60
frequent banking crises, more corruption, and less access to finance.

e Low remuneration in supervisory agencies relative to the private sector and the
possibility of legal action can discourage sound supervision.®!

e Empowering regulators can allow supervisors to extract rents from institutions and impair
financial market development, in part because depositors do not generally trust the
SUpervisors.

e Banks in developing countries dominate the financial industry and may be able to
persuade supervisors to delay action against them.®
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e Politicians may use official supervisors to direct bank finance to favored firms rather than
to regulate risk-taking. Indeed, official supervision is associated with financing
constraints and the need for political connections to access finance.” Further, official
supervisory indicators—such as loan classification and provisioning stringency,
supervisory power, and longer tenure of supervisors—are not strongly linked to bank
performance and stability.**

6.39  Facilitating market monitoring. An alternative or complement to relying on
prudential regulation is to facilitate the monitoring of banks by market participants. Banking
systems seem to work better when market discipline is encouraged through market
monitoring—and not strong supervisors.”> Possible private monitoring agents include large
depositors, subordinated debt-holders, shareholders, and rating agencies. For example, a
study of banks in Argentina finds that banks with a higher share of non-performing loans
(seen as a measure of risk) lose market share.®® In addition, banks in Argentina (until the
recent crisis) were required to issue subordinated debt for two percent of their deposits every
year. After the introduction of subordinated debt in 1998, complying banks paid lower
deposit rates and had faster growth in deposits, lower capital ratios, and lower non-
performing loans; banks with the highest compliance had stronger deposit growth and banks
that failed to comply were penalized by having to increase capital and liquidity.®’
Furthermore, a study shows that the equity prices of listed Thai banks predicted their
difficulties in 1997—before rating agency downgrades.®

6.40  The effectiveness of private monitoring depends on the environment, including how
well information disclosure regulations are enforced, whether rating agencies compete with
each other, the proportion of state-ownership of banks, and the nature of deposit insurance.®’
Banks can be required to disclose standard financial information and governance
information, such as the compensation structure of bank management (to better understand
how risk-taking is rewarded). In addition, the credibility and independence of rating
agencies can be augmented by requiring the disclosure of all business relationships and track
records, such as the number of times a firm receiving a favorable rating subsequently
developed problems.

6.41 Information constraints in many developing countries raise questions about how well
market monitoring can work.”” But commercial rating companies now provide at least some
form of rating for 439 banks in 50 developing countries.”' There is also evidence that market
discipline, defined more broadly as market reaction to bank risk, can work well in developing
countries. Argentines pulled out their peso and dollar deposits in response to increases in an
individual bank's exposure to a government default.”> Moreover, better disclosure is
associated with higher valuations of banks in emerging markets.”

Infrastructure—connecting firms and expanding opportunities

6.42  Firms with access to modern telecommunications services, reliable electricity supply,
and efficient transport links stand out from firms without it. They invest more, and their
investments are more productive. Yet in most developing countries, many firms must cope
with infrastructure that fails to meet their needs. The problems, as expressed by firms, vary
by region, with Africa and South Asia having poorer infrastructure than Eastern and Central
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Europe (see figure 6.1). They also tend to vary by infrastructure service and firm size—
electricity is typically the biggest problem, and larger firms express more concerns than
smaller firms about all services (figure 6.4).

Figure 6.4 Infrastructure concerns vary by firm size and sector
Percentage of firms rating factor as major or severe constraint
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6.43  All types of infrastructure—including airports, railways, and the distribution of water
and natural gas—matter to some firms. This Report looks at four that matter to a very wide
range of them: telecommunications, electricity, ports, and roads. It focuses on the impact of
infrastructure services on firms, but the improvements in the coverage and quality of these
services will also benefit households.

Market power and irreversible investments in basic services

6.44 Building and maintaining roads, ports, electricity grids, and telecommunication
networks is expensive. So it is no surprise that poor countries in Africa, South Asia, and
elsewhere have worse infrastructure than rich countries. But the challenge of improving
infrastructure is not just one of finding more money.”

6.45  The problem runs deeper than money. The problem has its roots in potential for
market power that results from economies of scale. It rarely makes sense to have two
competing roads between two points—or competing electricity grids. Indeed, all
infrastructure activities were once thought to be “natural” monopolies, so that a particular
market could be served at least cost by a single supplier. But the possible misuse of market
power in services that affect many consumers pressures governments to intervene, either
through intensive regulation of private suppliers or through provision by the public sector.
Whether provision is public or private, governments tend to tightly control the prices that
infrastructure providers charge and are often reluctant to allow prices to rise even when costs
have.
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6.46  This reluctance can create problems because of another feature of many infrastructure
services—the large, long-lived, immobile investments. Once built, a road or hydroelectric
dam, for example, cannot cost-effectively be dismantled and moved elsewhere. Investors in
infrastructure are therefore vulnerable to changes in government regulation, including
regulations controlling the prices they charge. Before they invest, the government may
promise them prices high enough to cover the costs of investment. But afterward the
government will be tempted to please customers and voters by keeping prices low. So long
as prices cover their operating costs, the investors cannot credibly threaten to withdraw their
services.

6.47 The underlying problem in the provision of much infrastructure is thus the
combination of two concerns: customers’ and governments’ fear that firms will use their
market power to overcharge and firms’ fear that governments will use their regulatory power
to prevent them covering their costs.” Private firms originally created much of the world’s
infrastructure, but the playing out of these fears, combined with a prevailing skepticism about
markets and private ownership generally, led to widespread nationalization of infrastructure
after the Second World War.”

6.48 Under public provision, however, the problems reemerged in different guises and
were joined by others. Infrastructure services remained highly politicized, and governments
frequently kept prices below costs. The low prices were sometimes presented as necessary to
help the poor, but the beneficiaries tended to be those who had access to services, so the
poorest members of the community missed out. To take just one example, a study of the
incidence of “lifeline” electricity tariffs in Honduras, under which the government subsidized
the first block of electricity consumed, found that about 80 percent of the subsidies went to
households that were not poor.”’

6.49  Governments also used their infrastructure agencies to pursue objectives unrelated to
efficient service provision, such as employment creation and regional development, making
it difficult to hold the agencies accountable for service delivery. Public infrastructure
agencies were often overstaffed and inefficient, and the combination of low prices and high
costs meant they couldn’t finance investment from their own cashflows or borrow on their
own credit (box 6.8).

Box 6.8 The political economy of electricity in India

Indian electricity utilities generally provide unsatisfactory service to their customers, whether firms or
households. In a recent budget document, the central government notes that electricity shortages routinely lead
to outages and voltage fluctuations that cause disruptions in all aspects of economic life—and require
substantial investments in voltage stabilizers, inverters, generators, and replacing burnt-out motors. The
investment climate surveys have found that two-thirds of surveyed firms have their own generators.

Most electricity is generated and supplied by state-owned electricity boards, which are experiencing severe
financial difficulties and draining state budgets. Before privatizing its electricity utility in 2002, for example,
the Delhi government provided it with implicit subsidies of $200 to $300 million a year, in loans unlikely to be
repaid. Even so, the company still faced financial problems and provided poor service: power cuts were
common in summer and winter.

The problems in Delhi, in other parts of India, and indeed in much of developing world: political. Under
pressure from well organized groups of voters, governments have kept average prices below average costs,
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allowing politically influential customers to pay especially low prices. Farmers often receive electricity for
irrigation pumps at prices well below costs.

According to one report, the subsidies became popular in the late 1970s. In Andra Pradesh, the government
offered flat-rate tariffs to farmers as an election promise. Soon after, in Tamil Nadu, demonstrations by the
Agriculturalists Association led to the provision of free electricity to some farmers. Other states then followed
with their own agricultural subsidy programs. Many of the recipients are fairly well-off land-owning farmers.

Farmers are not only the beneficiaries: many customers steal their electricity, costing suppliers an estimated $4
billion a year. And according to one report utility employees who conspire in the theft of electricity can receive
many times their annual salary in bribes.

Although some farmers, employees, and politicians benefit, low prices discourage both the conservation of
power and further investment in increasing supply and improving its reliability. That is why other users,
including many small and medium-sized firms, have to pay more.

Sources: Argawal, Alexander, and Tenenbaum (2003), Dubash and Rajan (2001), Government of India (2003),
and Lal (2004).

6.50 A return to private participation. As long as governments were willing and able to
subsidize public infrastructure agencies, they could still operate and expand. But fiscal
pressures and mounting dissatisfaction with public provision made governments more
reluctant to go on providing large subsidies. That—combined with a change in the prevailing
views about markets and private ownership—Iled many governments to turn again to the
private sector for at least some infrastructure services. While public provision remains very
important in infrastructure, private participation has spread rapidly throughout the developing
world since 1990 (figure 6.5).”8

Figure 6.5 More developing countries are involving the private sector
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Source: World Bank Private Participation in Infrastructure Project database.
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6.51 The main value of private participation lies not in providing a new source of
financing, but in addressing the problems of political economy that often undermine public
provision. To attract private investment, a government needs to make a credible commitment
to allow prices to cover costs and not interfere in commercial operations—something it
cannot make under public provision, because it can renege on commitments to public
agencies with impunity. If a government can credibly commit to investors and
simultaneously convince customers that their interests are being met, despite the market
power of providers, it will have gone much of the way to creating a good investment climate
for infrastructure firms and thereby done much to provide good infrastructure services to all
firms. Good infrastructure improves the investment climate, that is, but a good investment
climate also helps improve infrastructure (figure 6.6).”

Figure 6.6 Teledensity increases with the quality of the investment climate, even controlling for incomes
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Improving infrastructure by improving the climate for investment in infrastructure

6.52 In some respects, the concerns of infrastructure investors—whether they are private
or publicly owned but commercially run—are no different from those of other investors.
They worry about the burdens imposed by regulation, taxation, and corruption. They want to
be able to hire good workers without having to keep them if business turns down. And they
want access to finance."

6.53  Securing infrastructure investors’ property rights. But the problem just discussed of
market power and immobile investments is in essence the insecurity of property rights.
Infrastructure firms are concerned not only about outright expropriation, but also about
whether governments will progressively undermine their profitability by imposing ever more
severe regulation. The problems affect small providers as much as multinationals (box 6.9).
Governments must therefore take care to craft rules and institutions that constrain market
power without unduly weakening protect property rights.

Box 6.9 Improving the climate for small private providers of infrastructure

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

Phone operations in Bangladesh

In many countries, small entrepreneurs buy a cell phone and then run a small business charging others to use the
phone. In Bangladesh, with one of the world’s lowest telephone densities and waiting times for a fixed
connection of many years, village phone operators, most of them are women, provide mobile phone access to
their rural neighbors. Benefiting in many cases from loans from the Grameen Bank, village phone operators are
present in thousands of villages. At fairly low cost, they enable villagers to communicate with people in
markets in neighboring towns—avoiding the need to walk there to find out the price of commodities. This
valuable service has been hampered by the state-owned company, BTTB, which has used its monopoly over
fixed lines to restrict interconnections between mobile phones and the fixed-line network.

Small electricity suppliers in Cambodia

In Cambodia the biggest electricity supplier is the state-owned Electricité du Cambodge, which supplies Phnom
Penh and a few towns. But several hundred small private providers supply electricity to more than 100,000
households and small firms in rural Cambodia, sometimes by recharging batteries and sometimes through
metered connections to small electricity grids. They charge fairly high prices but supply customers who would
otherwise have to supply themselves or go without.

By law, these private providers require licenses, which the government issues for a renewable term of three
years. Because the capital invested in electricity grids can have a useful life of more than three years and the
assets cannot be costlessly dismantled and sold elsewhere, uncertainty about license renewals creates a policy
risk that can discourage investment and increase electricity prices. (It also encourages the substitution of easily
moved investments for those less costly but less easily moved). The providers don’t know whether their license
will be renewed—or what bribe they might be asked to pay to ensure it renewal. Most of the small providers
are in fact unlicensed. And they face a different policy risk: being prosecuted and closed down—or having to
pay a bribe to avoid that.

All providers are also vulnerable to a change in government policy that would give either Electricité du
Cambodge or new large private providers exclusive rights to provide service. And all are vulnerable to the
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possibility that, as they grow and become better established, the government will come under pressure to
regulate the prices they charge in a way that undermines their profitability.

Source: PPIAF and World Bank (2002), Burr (2000), and Cohen (2001).

6.54 Legal protection. With this aim in mind, governments often set out regulations and
infrastructure investor rights in contracts that governments cannot change unilaterally—or in
public-law concession contracts that can be changed unilaterally only with compensation.
Governments often allow disputes to be settled by international arbitration when investors
don’t trust the independence or reliability of local courts. They often delegate
decisionmaking about the implementation of rules to independent regulatory agencies more
insulated than politicians from day-to-day political pressures.®’ In some cases, they delegate
certain decisions to nongovernmental expert panels.®

6.55  Fairness and legitimacy—political protection. To work well, the approach taken
must not only secure investors’ property rights on paper but deal with the political pressures
that periodically encourage governments to expropriate investors.”> Other things equal,
arrangements widely perceived as legitimate and fair are likely to work best—lowering the
returns that commercial investors must be promised, and thus lowering the prices that
customers must pay, for any given degree of legal protection (figure 6.7).

Figure 6.7 Perceived fairness allows a lower rates of return to be promised, for a given legal protection
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6.56 The experience of the last decade suggests that many governments have not yet
succeeded in creating an investment climate that effectively protects investors, in part
because many arrangements have been perceived as unfair. Infrastructure reforms including
privatization have often been unpopular and difficult to sustain in many countries even
though they have led to improvements in efficiency and service quality. Part of the problem
has been that nontransparent procedures for awarding contracts and adjusting tariffs have
given rise to concerns that bribes, not the public interest, have shaped policy. Many
governments are therefore seeking to improve the transparency. Countries such as Brazil,
Panama, and Peru now publish many infrastructure concession contracts on the web.** In
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2002 Mexico passed a freedom-of-information law that will require information about such
contracts to be made public.

6.57  The transformative power of competition. Competition has the power to transform
infrastructure industries, encouraging firms to become more efficient and give customers a
better deal. But even more important, it can reduce or eliminate the need for the intensive
regulation common to monopolies that inherently weakens the property rights of investors.
And it can assure customers that they are getting a fair deal, strengthening perceptions of
legitimacy and reducing political pressures for expropriation. Where competition works, it
can thus help infrastructure provision escape the problems that have traditionally afflicted it
under both public and private provision.

Improving public management

6.58  Although improving infrastructure is partly a matter of improving the investment
climate for private investors in infrastructure, governments remain major financiers and
providers of much infrastructure, especially roads. Even in sectors where much investment is
private, complementary public investment in the parts of the sector owned by the government
can be important. When governments do not provide infrastructure, they often subsidize it,
sometimes directly, sometimes indirectly through guarantees and other instruments. Because
government budgets are always more limited than the plans of project proponents,
governments need ways of deciding how much to spend on infrastructure, how to allocate
that spending, and how to administer it.

6.59 The questions are both technically difficult and politically charged. For example, if
the government can afford to construct and maintain just one more road in the next year,
should it connect a poor rural area to the capital, or should it strengthen the network around a
congested and more prosperous commercial center? Answering requires the technical
capability to undertake cost-benefit analyses, financial reporting that reasonably reflects the
true costs of different policies (box 6.10), and decisionmaking processes that give weight to
the results of those analyses while allowing a socially acceptable balancing of competing
interests.

Box 6.10 Better management of public expenditure through better accounting rules

Traditional government accounting emphasizes the cash deficit as a measure of fiscal performance and the level
of public debt as a measure of the fiscal position. The focus on these two indicators—at the expense of
measures that incorporate noncash costs and account for assets as well as liabilities—encourages two biases in
infrastructure provision.

First, it discourages profitable public investment in and maintenance of infrastructure. Even when the
investment or maintenance is expected to generate future revenues for the government that outweigh the initial
expenditure, their immediate effect is to increase the cash deficit and debt. Other biases, such as politicians’
desire for ribbon-cutting ceremonies and big bribes, may encourage public investment projects. But there is
evidence that governments sometimes invest too little in infrastructure, especially when under pressure to
reduce deficits and debt.

Second, the focus on cash deficits and debt encourages governments to seek private financing for infrastructure
projects, irrespective of its benefits, and to subsidize those projects in ways that don’t show up in budgets and
accounts. For example, it encourages a government to get a toll-road privately financed, and to ensure its
creditworthiness by guaranteeing the project company’s debt or providing a minimum-revenue guarantee under
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which the government tops up the toll revenue if it falls below a threshold. Although the guarantees are
valuable to the project company and costly to the government, they typically leave the cash deficit and public
debt unchanged—unless and until the guarantee is called.

Alternatively, the focus on public debt can encourage the government to commit itself to paying a private
company a certain amount each year over the life of an un-tolled road in return for the private company’s
financing the road. In substance, the arrangement is similar to the government’s constructing the road with
borrowed money and repaying the loan over the same period. Yet private financing spares the government the
need to disclose new debt.

Government guarantees and long-term payment commitments can help get good projects under way. Yet, as
long as a government’s accounting fails to pick up their effects on the government’s financial performance and
financial position, doubts may reasonably remain about the government’s motivation for using them. In the
long run, the only way to remove the biases is for governments to adopt accounting rules that take into account
the value of the assets created or enhanced by public investment and maintenance and the costs of guarantees
and long-term payment commitments given to private investors.

Source: Tanzi and Davoodi (1997), Tanzi and Davoodi (1998); Easterly and Servén (2003).

6.60  When governments provide infrastructure, they need to think about the best way to
organize themselves to do it. Traditionally governments provided services through
ministries. But a desire to free service providers from some of the constraints of bureaucratic
procedures, give them some managerial independence from ministers, and increase their
accountability for results led many governments to establish legally independent, though still
wholly government owned, infrastructure agencies. Some governments have taken extra
steps, such as making the state-owned agency subject to company law, appointing as
directors people outside the government with commercial experience, and requiring the
agency to prepare audited financial reporting according to local (or international) accounting
standards. In South Africa, for example, the state-owned electricity agency, Eskom, is now a
company with mainly outside directors with business experience, which reports according to
local generally accepted accounting principles.

6.61 Even when all these steps are taken, however, it can be difficult for governments to
resist political pressures to interfere in the business decisions and keep prices below costs,
which is part of the reason that many governments that have made these reforms have
eventually turned to private participation.

6.62  The challenges of improving infrastructure are similar in all sectors, but there are
enough differences between sectors, especially in the opportunities for competition, to make
it easier to discuss them one at a time.

Telecommunications—using competition to overcome the traditional infrastructure problems

6.63  Modern telecommunications services have become more important to firms of all
kinds—allowing them to communicate rapidly and cheaply with distant suppliers and
customers. They provide access to the Internet, underpin modern financial markets, and help
governments communicate with firms and citizens. They are vital in the investment climate.
In Bangladesh, China, Ethiopia, and India the Investment Climate Assessments have found
that garment manufacturers are more productive, pay higher wages, and grow more
quickly—when telecommunications services are better.*> Among developed countries,
investments in telecommunications in the last 20 years appear not only to have followed
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growth, but to have fueled it.*® In Latin America a 10 percent increase in the number of main
telephone lines per worker has been estimated to increase output per worker by about 1.5

87
percent.

6.64 The extent to which telecommunications services meet firms’ needs varies greatly
from country to country, as well as within countries. A three-minute call to the United States
costs 17 cents from Finland, but $9 from Chad, where the government effectively taxes
international calls to subsidize local calls and other services.*®® Getting a new phone line
takes only a couple of days in Lithuania, but most of year in Algeria (figure 6.8). In East
Asia few firms report having to pay a bribe to get a mainline telephone connection—in
Africa, 20 percent or more do.

Figure 6.8 Days to get a new fixed-line telephone connection by country
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6.65 On average, however, telecommunications services have been improved dramatically.
The price of international calls has plummeted since 1930 (figure 6.9). Over the last 20 years
it has fallen at an average rate of 7 percent a year,” while the number of telephone
subscribers per capita in low income countries has quintupled.”’ The changes have been
driven by changes in technology and by changes in policy. Most governments have at least
partly privatized their country’s main telephone company and allowed at least some
competition. The policy changes mean lower prices, shorter waiting times for connections,
and quicker expansions of services (figure 6.10 and figure 6.11).%
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Figure 6.9 The declining cost of transport and telecommunications
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Figure 6.10 Liberalization and good regulation accelerate the growth of telephone connections
Cumulative annual growth of telephone mainlines in developing countries, 1996-2001 (%)
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Figure 6.11 Competition spurs the spread of cellphones in Uganda
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6.66  Though challenges remain, including the extension of access in rural areas (box 6.11),
the combination of technological change and liberalization has transformed
telecommunications. Providers need no longer be monopolies, and with the advent of
cellular telephony, investments are no longer so immobile.” Together, these changes greatly
reduce the policy-related risks of investment in the sector and go much of the way toward
solving the problems that have traditionally afflicted infrastructure.

Box 6.11 Expanding rural access to electricity and telecommunications

For many years governments in developing countries relied on state-owned monopolies to bring electricity and
telecommunications services to rural areas. Typically, they required the monopolies to charge the same price in
rural and urban areas, even though the costs were typically higher in the rural. Because new services in rural
areas are often unprofitable, governments gave the monopolies budgetary subsidies and allowed them to benefit
from cross-subsidies from low-cost, high-revenue customers. In many countries, however, the subsidies have
been too small to finance rapid expansion. And even when expansion was affordable, the monopolies had a
financial incentive to go slow.

An alternative that some governments have used, especially in the last decade, is to rely on a combination of
liberal regulation and well-targeted, output-based subsidies. Removing legal barriers to entry by new providers
of electricity and telecommunications services helps ensure that profitable opportunities to extend service in
areas unserved by the incumbent are seized quickly (as illustrated by Cambodia in box 6.11).

Liberal entry rules may not by themselves cause access to increase as fast as governments want. In such a case,
governments may find carefully targeted direct subsidies more effective than cross-subsidies or subsidies aimed
only at keeping providers afloat. Peru, for example, has used a least-subsidy approach to bringing pay phone
service to targeted rural areas. Some of the subsidy is paid upfront and the rest in half-yearly installments,
conditional on the operator’s meeting its performance targets. Although the operators are struggling financially
even with the subsidies, most results from the pilot project appear promising. Among beneficiaries of the
scheme, the average distance to the nearest pay phone fell by more 90 percent. And competitive bidding led to
a subsidy 41 percent lower than the government had budgeted for and 74 percent lower than the subsidy
previously requested by the incumbent. Similar schemes have been used for rural electrification in such
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countries as Argentina and Chile.

Source: Cannock (2001), Tomkins (2001), Wellenius (1997), and Jadresic (2000).

6.67 Many governments have yet to take full advantage of the opportunities of
technological change. By 2002 all developed and most Latin America countries allowed full
competition, but most other countries did not (figure 6.12).*

Figure 6.12 Competition is still limited or prohibited in much of the developing world
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Electricity—competition is difficult to exploit, but often the most promising option

6.68  Access to a reliable electricity supply at a reasonable price is vital for most firms—
from small factories in rural areas to multinational investors. Most urban firms are served by
utilities, but small firms in small towns and rural areas in developing countries may have to
supply it themselves.” Firms with access to grid electricity seldom get good service.
Temporary losses of supply are frequent in many countries, especially in Africa and South
Asia (figure 6.13). So are fluctuations in voltage that damage machinery. Firms estimate
that such outages cause them to lose on average around 5 percent of their annual sales.”® The
problems are especially severe in Nigeria (box 6.12). Elsewhere in Africa, firms report that it
takes two or three months to get a new electricity connection and often requires a bribe.”’
Limited access in rural areas and poor quality in cities cause many firms to rely on self-
supply, which for most is more expensive than a regular supply from a utility.



-6.28 - Draft for comment but
not for quotation or circulation

Figure 6.13 Days of power outages a year and the share of firms having their own generator
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Source: World Bank Investment Climate Surveys.

Box 6.12 Powerless to improve productivity in Nigeria

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

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

Source: Adenikinju (2003).

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

6.70  Poor electricity supply makes existing investments less productive and discourages
new investment. In Uganda firms that experience fewer problems of supply from the
(generally poorly performing) Uganda Electricity Board invest less in self-supply and more
in their own productive capacity.” In Bangladesh, China, Ethiopia, and Pakistan the
Investment Climate Assessments have found that more reliable power supply increases
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garment manufacturers’ total factor productivity and the growth rates of their output and
employment.'” In Latin America a 10 percent increase in electricity-generating capacity per
worker has been estimated to increase GDP per worker by around 1.5 percent.

6.71  As in telecommunications, changes in technology coupled with dissatisfaction with
monopoly provision by public enterprises have led many governments to liberalize and
introduce private participation. Economies of scale in generation declined in the 1980s,
allowing more countries to have enough generating stations to make competition in the
supply of electricity workable.'”® Countries that can trade electricity with their neighbors
have further opportunities.

6.72  Almost all countries in the developed world and most in Latin America now allow at
least some firms to choose their electricity supplier. Elsewhere, the picture is mixed. Many
countries have allowed a sort of competition in generation under which a state-owned utility
contracts out the financing, construction, and operation of new power stations to privately
owned independent power producers. But the state-owned utility usually retains a monopoly
on selling electricity to customers, limiting the benefits of such competition. In addition,
such projects can create disguised government debt.

6.73  Getting competition to work in electricity is harder than in telecommunications, as
high-profile problems in California show.'” Many small countries have too few generators
to allow real competition, while in larger countries individual electricity companies may still
have market power if they own many generation plants. Even when electricity generators do
not have market power at most times of the day, they may have it when demand peaks. And,
like sellers in many markets, they may collude to increase prices. Competition is fostered by
separating generation from transmission and distribution from retail supply, so that the
owners of the transmission and distribution lines cannot use their monopoly in these industry
segments to stifle competition in generation. But such unbundling makes it harder to
coordinate investments among these segments of the industry.

6.74  Overall, the evidence suggests that competition (usually combined with commercial
provision and new forms of regulation) has led to better service. Countries that early on
introduced competition, private provision, and new forms of regulation—such as Argentina,
Chile, and the United Kingdom—have benefited from lower prices and higher quality.'®* In
Chile wholesale prices fell by 37 percent and retail prices by 17 percent between 1986 and
1996, and private companies were sufficiently confident in the market to invest in
hydroelectric generation, transmission, and distribution.'® More generally, competition in
electricity has been found to increase labor productivity and generating capacity per capita.'’
Competition also tends to lower prices for small and medium firms because they need no
longer buy from a utility that overcharges them.'"’

6

Transport—overcoming the tyranny of distance

6.75 Transport infrastructure creates opportunities for firms to buy and sell not only in
neighboring markets but in the entire world. And as governments eliminate import quotas
and reduce import tariffs, transport becomes more important as a source of further gains in
trade.'”™ For Chile and Ecuador transport costs to the United States are now 20 times larger
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than U.S. tariffs.'® If they could reduce their transport costs by 10 percent, some evidence
suggests they could expect to increase their trade by 20 percent.''® Other evidence suggests
that they would also grow faster.'"!

6.76  Transport costs depend on distance, so countries far from rich markets in Europe,
North America, and East Asia face a disadvantage they can do nothing about. But poor
infrastructure has been found to account for 40 percent of the cost of transport in the average
country and 60 percent in landlocked countries. Thus, while distance accounts for much of
transport costs, shipping goods from efficient ports, such as those in Hamburg and
Rotterdam—or inland cities benefiting from good infrastructure, such as Ankara and
Vienna—is cheap for the distance.''? According to one study, a country could lower its
transport costs by an amount equivalent to moving several thousand kilometers closer to
other countries—considerably reducing the “tyranny of distance”—if it could improve its
transport (and telecommunications) infrastructure from the median to the 75th percentile.113

6.77 Reducing transport costs requires paying attention to particular transport modes, such
as ports and roads. Yet governments should not lose sight of the linkages between different
modes: ports and airports, for example, become more valuable when served by good roads
and railways. Transport costs are also affected by things other than transport infrastructure,
such as whether telecommunications allow companies to track their goods in transit and how
quickly goods are cleared through customs (see chapter 5 and box 6.13).

Box 6.13 Logistics, supply chains, and the investment climate

Most developing countries face problems in logistics that severely affect firms. Nontariff trade barriers and
inefficiencies in logistics services—including red tape, corruption, slow customs clearances, delays at ports and
border crossings, and pilferage in transit—often add 30 to 50 percent to total transport costs. These
inefficiencies increase direct transportation costs, and affect quality, reliability, and delivery time, adversely
affecting firms exporting to competitive international markets, where just-in-time delivery is critical. They also
require domestic firms to maintain large inventories. In Cambodia and Ethiopia, for instance, firms hold more
raw materials and finished products than elsewhere as a buffer against supply delays, tying down scarce
working capital that could be more productively used.

The impact of logistics on landlocked countries, not surprisingly, is even more important. On average it costs
twice as much for land-based transportation of imports into Kigali, Rwanda, from Mombasa, Kenya (the entry
port) as it does for transporting the cargo from all the way from Baltimore to Mombasa. But problems can
sometimes be solved: Nepalese manufacturers successfully lobbied for access to the Jawaharlal Nehru Port
(JNPT) a more efficient private Indian port than Calcutta port, which reduced their export transportation costs
by almost 15 percent and transportation time by over 33 percent.

Source: Subramanian and Arnold (2001) and World Bank staff.

6.78  Ports—many types of competition. More than 80 percent of the trade of developing
countries by weight goes through ports.'"* And the efficiency of those ports affects exporters
and importers directly and almost all firms indirectly. Improving one measure of port
efficiency from the 25th to the 75th percentile—achievable in part by reducing the influence
of organized crime—has been found to reduce shipping costs by more than 12 percent.'”> As
with improvements in other infrastructure, the reduction in costs is equivalent to moving
thousands of kilometers closer to trading partners.''®
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Unlike electricity and telecommunications utilities, ports’ customers are mainly firms, not
households, which makes tariff-setting less politicized. But ports require immobile
investments and often have market power, so they face many of the challenges common to
infrastructure services. Under public ownership and restrictions on competition within and
sometimes between ports, they have tended to be overstaffed, have restrictive labor practices,
act as a magnet for corruption, and offer slow and expensive service to firms.'"’

6.79 To improve the efficiency of ports, governments have tried to expose them to more
competition, often while introducing private participation (box 6.14). Colombia and
Argentina split their national state-owned companies into several separate companies, which
compete with each other for some services.'"® Governments can also create competition
within a single port in services not inherently monopolistic: different terminals in a port can
sometimes compete with each other, and different stevedoring companies can sometimes
compete at the same terminal.'"”

6.80 The combination of private participation and increased competition appears, when it
has been evaluated, to have led to better services.'*” In Colombia average vessel waiting
time fell from 10 days before privatization and competition to a matter of hours afterward,
throughput per hour increased, and the ports moved to all-year all-day operation.'*' In
Argentina the average stay fell from 72 hours to 33, throughput per worker rose from 900 to
4,850 tons, and capacity increased fivefold.'??

Box 6.14 Port reform in Colombia and India

Colombia and India show two ways of confronting the challenges posed by port and reform, including
resistance from labor union. In Colombia port efficiency had become a major issue by the early 1990s. Early
proposals involved the reorganization of Colpuertos, the state-owned company, but not private participation.
President Gaviria, however, favored a bolder approach, and raised the issue in his inaugural address in 1990.
His government drove the reform, with little involvement from labor groups.

Legislation to allow private participation in ports passed within 60 days with little change and with severance
packages built in for workers. The overall program—Iiquidating the Colpuertos, establishing new
policymaking and regulatory bodies, concessioning the five major ports to private firms, introducing
competition in stevedoring in each port, and retrenching nearly 6,750 surplus workers—was completed within
three years. The combination of competition and private participation led to impressive improvements in
performance.

India approached the task differently. Each of the 12 major ports in India is administered by a Port Trust
representing various interest groups. Port reform began with the issuance of a new policy framework in 1994
and guidelines for private participation in 1996. Private participation was to start with the concessioning of the
container terminal at Jawaharlal Nehru Port, which had been established in 1989 as a satellite port to Mumbai.

The implementation of reforms was left to the ports themselves, and the Jawaharlal Nehru Port Trust (the
majority of whose trustees represented the government or labor) chose to engage the main stakeholders in the
reform process and to protect the interests of labor by keeping the existing port under public ownership. But
they did allow a new private terminal to compete with it. The competition improved performance, with pre-
berthing and turnaround time falling from around 11 days in 1996 to less than 3 days in 2002.

Source: Navarette 2004 and Ray 2004 [Background Papers for the World Development Report 2005].

6.81 Roads. Almost all goods are transported by road at some stage, making a country’s
road network a critical part of its infrastructure and the investment climate (box 6.15). Not
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surprisingly, the extent of the network has been found in many studies to be associated with
better economic performance. In Latin America a 10 percent increase in the length of roads
per worker has been estimated to increase GDP per worker by nearly 2 percent.'* Not all
roads are equally valuable of course: in the United States the interstate road building of the
1950s and 1960s seems to have significantly boosted productivity, while recent spending on
roads has had only modest benefits.'** Even so, the evidence suggests that governments
should pay close attention to the extent and quality of their road networks. The challenges
relate to planning appropriate network expansion, executing the required investment and
maintenance, and working out how best to pay for it.

Box 6.15 The benefits of rural roads in Morocco

When they are built in the right locations (and aren’t “roads to nowhere”), good roads can create new
opportunities for firms in rural areas and small towns, as illustrated by a Moroccan government program to pave
gravel roads and dirt tracks.

Upgrading the roads meant they were usable all year round, causing less damage to the vehicles using them.
The new roads allowed farms and other firms to move their goods more often and more cheaply. In some cases,
the time it took for them to get to rural markets fell by half. The cost of shipping a truckload of merchandise
also fell by half.

In the areas benefiting from the road upgrading, the land is more productive, and the volume and value of
agricultural produce are higher. As it became easier to ship produce quickly without damaging it, farmers
shifted from low-value cereals to high-value fruit. As the price of bringing goods to the farms fells, farmers
used more fertilizer. Improvements in the agricultural economy spurred the growth of other business. Off-farm
employment grew twice as fast as in areas not benefiting from road improvement. The estimated economic rate
of return to the projects ranged from 16 to 30 percent.

As is often the case, the improvement in infrastructure didn’t benefit only firms. It made it easier for children to
go to school and by making the delivery of butane more affordable reduced the need for women and girls to
collect firewood. After the road improvements, primary school enrolment rose from 28 to 68 percent.

Source: World Bank (1996).

6.82  All the typical challenges are more difficult because the transaction costs of imposing
user fees (tolls) to fund roads are high, at least on city streets and rural roads. Even on
intercity highways where the transaction costs are lower, user fees remain uncommon.'> So,
prices rarely ration demand on congested roads, cover the costs of maintenance, or signal that
new capacity is needed. One avenue for tackling these problems is thus to increase the use of
tolls. The advent of electronic tolls and related information technology is making direct
pricing commercially feasible on more roads, and in the long term it may make the road
industry much more like other utilities. In the near future, however, only a small proportion
of roads will have tolls. So, many governments focus on using other sources of revenue
linked to road use to pay for roads, such as use-related license fees and especially petrol
taxes.

6.83 Many governments are assigning funds from petrol taxes and others sources to a road
fund that operates with some autonomy from ministers. The funds are allocated to
investment and maintenance projects according to a set of principles established by political
authorities. Road users may be represented on the agency, and the agency may consult with
road users and others on the allocation of funds. As in other areas, designing a system that
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gives the managers of the road fund the information, incentives, and capability to make
decisions aligned with the public interest is crucial.

6.84 Some evidence suggests that developing countries spend too little on maintenance
compared with investment, perhaps because of donors’ traditional preference for subsidizing
capital rather than outputs, and perhaps because large investment projects offer
decisionmakers opportunities to collect bigger bribes. More-corrupt countries seem to spend
more on public investment in roads and other infrastructure, but less on maintenance, and
seem accordingly to have poorer quality roads.'*® There is no simple answer, but an
emphasis on making decisionmaking more transparent can help reduce corruption and
improve decisions. Governments can consult on, publish, and explain the principles for
allocating funds and the decisions implementing those principles, and they can use open and
transparent processes for awarding contracts to do the work.

6.85 Road agencies that decide on the allocation of funds need not build or maintain roads
themselves. More road agencies now contract out such work to private firms, under output-
based contracts. In Argentina the highway authority maintains many roads by letting long-
term maintenance contracts that require private firms to maintain roads to a defined standard.
One review concludes that the program reduced the proportion of roads in poor condition

from 25 percent to less than 5 percent, reducing road users’ costs by more than 10 percent.'”’
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