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Abdgract: All types of informd activities have something in common: the entrepreneurs who
pursue them bdlieve the bendfits of informdity outweigh their coss Some activities will aways
day informd: illegd activities like drug trafficking ae one example No amount of improvement
in the regulatory environment for doing business will change their datus Fortunatdy, such
activities account for a andl share of gross domedtic product in the average economy. Many
activities that now take place in the informa or semi-forma economy in trangtion countries will
be legdized if entrepreneurs see the cods of informdity risng and its bendfits fdling. In this
paper, we develop a taxonomy of informd activity. We then discuss the perceved costs and
benefits of informdity from the point of view of entrepreneurs, and of the government. Findly,
we suggest saverd policy reforms, based on the experience in other countries,

1. Intro

All informd activity has one common fedure the entrepreneurs who operate in the
informa economy perceive the bendfits of doing so to outweigh the cods of going formd.
Recent dudies have identified a number of reasons why some business activity may take place in
the shadows. The mogt important determinants are the prevaence of burdensome and codtly
govenment regulations (Johnson, Kaufmann, and Shigfer, 1997, Johnson, Kaufmann,
McMillan, and Woodruff, 2000) and the levd and adminidrative complexity of taxation (Ende
and Schneider, 2000).

Informality comes & a cost: the inability to use government and some privae sector
savices avdlade to firms that fully comply with regulaions. In countries where such sarvices,
for example credit services by sateowned or private banks, infrastructure services, organization
of trade fars traning of employees and managers, etc, entrepreneurs may wel choose to be
formd, even if regulations ae many and taxes are high. This explans why Bdgium does not
have a large informd sector even though the tax burden on corporaions is among the highest in
the world. In contragt, entrepreneurs in countries where the qudity of public services to
busnesses is poor have a much easer choice In the absence of discernible benefits of going
formd, they prefer to save ther time and money and say informdl.

Many trandtion economies have experienced surging share of budness adtivity in the
infoma  sector.’ Some of this adtivity is illegd (crimind), for example ams trafficking. Such
activity will not become formd, regadless of improvements in the busness dimate. Other
adivities, like mom-and-pop retall trade or smdl production units operate medy for the
subsgence of ther owners and do not generate enough revenue to meke thair incdluson in the tax
base meaningful. However, there exigs a condderable share of bugness activity thet is semi-
formd, eg., the company is regigered but most employees are not, and can become formd with

! See Anderson (1998) for asummary of the evidence.



gopropriate policy changes. In this paper we cover only informa activity that takes place in
urban aress. Informdity in rurd aress is not addressed, snce it has a number of additiond
determinants, induding the lack of labor mohbility. Also, many rurd ectivities do not use
dectricity, which is one of the main ways to measure informa outpui.

Table 1 presnts the best avaladle evidence on the dze of the informd sector in
trangtion economies Informdity is leest prevdent in the Czech Republic and Sovakia, a less
than 20% in teems of both GDP and employment shares Azerbajan and Georgia have the
highes dhares, with more then hdf of production and employment operating in the informd
sector. Some fairly advanced reformers like Edonia and Lithuania ill have more than a third of
their economy being informd.

Table 1. Sze of the Informal Economy in Trangtion
(AsaShare of GDP (in 2001) and Employment (in 1999))

Country Share of GDP Shareof
Employment*

Armenia 45.3 40.3
Azerbajan 60.1 50.7
Bdaus 47.1 409
Bulgara 36.4 304
Crodtia 324 274
Czech Republic 184 126
Edonia 39.1 334
Georgia 66.1 53.2
Hungary 244 20.9
Kazakhgtan 422 336
Kyrgyzstan 394 294
Lavia 39.6 29.6
Lithuania 294 20.3
Macedonia 45.1 3H1
Moldavia 4.1 351
Poland 274 20.9
Romania 334 24.3
Russa 451 409
Serbia’ 345 346
Sovakia 183 16.3
Sovena 26.7 21.6
Ukrane 512 41.2
Uzbekistan 334 332
T) Working age population between the ages o 16 and 65.

2) Source: Report on Hidden Economy by Ekonomski Indtitut, 1997
Source: Schneider (2002).

This paper discusses the policy changes tha are necessary for companies to go formd.
We priaritize these changes usng a cod-bendfit andyss of inforndity. Entrepreneurs meke
choices based on their perceptions of what sarvices they are foregoing by being informd; and



wha they gan by avoiding various regulaions and taxes This trade-off can be influenced by
increesing the benefits and reducing the cods of forma busness adtivity. Both the government

and firms gtand to gain from moving to anew equilibrium of low leve of informality.
2. Types of Informdity

Informa busnesses usudly fdl into three broad caegories underground enterprises,
ubsgence enterprises and unofficid enterprises. Underground  enterprises comprise largely  of
crimind activity and are out of the scope and focus of this paper. Subsstence enterprises result
from ‘coping drategies adopted by families to compensate for low wages of externd shocks
(unemployment etc). Unofficd enterprises generdly result from the dedre to escape or avoid
adminigraive and/or finanda burden of regulation (license and permit regimes taxes, labor
regulations, etc.)

FHrms around the world lie on a spectrum of budness activity, ranging from informd to
formd. One crucid difference about informa sector enterprises in ECA compared to other parts
of the world is the dze of the busnesses In mogt pats of the world, cetanly in OECD
countries, informa sector enterprises are dmogt dways sndl in terms of assets and employees,
which dlows them to reman rdaivdy invisble to authorities. In the ECA region, however,
unofficid enterprises can be medium or even large enterprises with sophidicatied activities This
happens because an enterprise is ale to keep activities ‘blended’ i.e pat formd and part
informd or unofficid. (Kaufman and Kdiberda, 1996) A typology of the informd sector is
presented in Table 2.

Bugneses in the subsstence end of the informa sector spectrum hold little potentia for
“graduding” to the next levds Budness falure raes are high because of high locdized
compstition and lack of information or access to other markets. Moreover, many of these
enterprises ae short-lived until the household finds other sources of income that endbles it to
recover or surpassitsliving sandards.

Unofficid enterprises in the smdl and medium end of the informa sector whose owners
and employess are highly educated and have sophidicated skills hold the grestest potentid to
‘breskthrough’ to the formd sector. This sub-sector is where there is a great ded of mixed
activity, enterprises that may be formdly registered, but some of ther activities or employees are
not officidly reported. Improvements to the busness and regulatory environment will provide
incentives for these potentialy dynamic enterprisesto go formd.



Table 2. Typology of informal sector enterprises

INFORMAL SECTOR FORMAL

Subsistence Unofficial Unofficial Official

enterprises enterprises Enterprises enter prises
Degreeo 00 High. Proportion o ome proportion of saes undeclared and
I nformality sales undeclared and workers unregistered. May use outside the
workers not registered officia purview (eg internet to deliver
software)
Typeof sngle Sreet fraders,  smal manufacturers, smal and medium manufacturers, service
activity cottage/micro sarvice providers, providers, software firms
enterprises, digtributors,
subsistence farmers  contractors
Technology  labor intensive modily labor intensve Knowledge and capitd intensve
Owner Poor, low education, Poor and non-poor, Non-poor, highly educated, sophisticated
profile low leve of skills well educated, high level of ills
leve of sills
Markets Low barriersto Low barriersto entry, Significant barriers to entry, established
entry, highly highly competitive, market/product niche

competitive, high some product
product homogeneity differentiation

Finance Working capita Working capita, some Investment capital and working capita,
needs investment capitd, letters of credit, supplier credit
supplier credit
Other needs Persond insurance, Persona and perhaps Persona and business insurance, business
socid protection business insurance development services
L east dynamic Highly dynamic
Completely informal Partially formal

3. The Benefits and Cods of Informdlity for Entrepreneurs

Benefits

The man benefit from daying informd is the avoidance of (some) taxes and burdensome
govenmentt regulaions Regulaions impose both a direct cogt in terms of fees or bribes to
offidds and indirect cods messured in the entrepreneur's time spet on fulfilling vaious
requirements and submitting documents These cogt differ enormoudy across countries. One
example of regulations is busness regidration. In previous work (Djankov et d., 2002), we
record the procedures related to obtaining al the necessary permits and licenses, and completing
dl the required inscriptions veifications and natifications for the company to be legdly in
operation. When there are multiple ways to begin operating legdly, we choose the fades in



terms of time.  In some countries, entrepreneurs may not bother to follow officia procedures or
bypass them by paying bribes or hiring the services of “fadlitators’.  An entrepreneur in Georgia
can dat up a company after going through 13 procedures in 69 business days and paying $375
in fees Alternatively, he may hire a legd advisory firm that completes the Sart-up process for
$610 in 3 busness days. In the andydss, we use the firg st of numbers. We do o because we
are primaily interested in understanding the sructure of officid regulation.

Regulations of dart-up companies vary across regions within a country, across indudtries,
and across firm dzes.  For concreteness, we focus on a “dandardized” firm, which has the
folowing characteridics it peforms generd indudrid or commercid activities, it operaes in
the largest city (by populaion), it is exempt from industry-specific requirements (induding
environmental ones), it does not participate in foreign trade and does not trade in goods that are
subject to excise taxes (eg., liquor, tobacco, ges), it is a domedticdly-owned limited lighility
company, its cgpitd is subscribed in cash (not in-kind contributions) and is the higher of (i) 10
times GNP per cgoita in 2001 or (ii) the minimum capitd requirement for the paticular type of
business entity, it rents (i.e, does not own) land and business premises, it has between 5 and 50
employees one month after the commencement of operaions dl of whom ae nationds, it has
turnover of up to 10 times its art-up capitd, and it does not quaify for invesment incentives,
Although different legd forms are used in different countries to st up the amplest firm, to meke
comparisons we need to look at the same form.

Our daa dmod surdy underesimate the cos and complexity of entry. Sat-up
procedures in the provinces are often dower than in the capitd.  Industry-specific requirements
add procedures. Foreign ownership frequently involves additiond verifications and procedures.
Contributions in kind often reguire assessment of vaue, a complex procedure that depends on
the qudity of propety regidries Fndly, purchasng land can be quite difficult and even
impossible in some of the countries of the sample (for example, in Crotia).

We use three measures of entry regulaion: the number of procedures that firms must go
through, the offidd time required to complete the process, and its officid cos. We keep track of
al the procedures required by law to dart a busness. A separate activity in the Sart-up process
is a "procedure’ only if it requres the entrepreneur to interact with outsde entities Sate and
locd government offices, lawyers auditors company sed manufacturers, notaries, etc.  For
example, dl limited ligbility companies nesd to had an inaugurd meding of dhareholders to
fomaly adopt the Company Artides and Bylavs  Snce this adivity involves only the
entrepreneurs, we do not count it as a procedure.  Similarly, most companies hire a lavyer to
dreft therr Articles of Association. However, we do not count that as a procedure unless the law
requires thet a lawyer be involved. In the same vein, we ignore procedures that the entrepreneur
can avoid dtogether (eg., resarving exdudve rights over a proposed company name  until
regidration is completed) or that can be peformed after busness commences. Fndly, when
obtaning a document requires severd separate procedures involving different officids, we count
each as a procedure. For example, a Bulgarian entrepreneur recelves her regidration certificate
from the Compaty Regidry in Sofia and then has to pay the associated fee a an officdly
desgnaed bank. Even though both activiies ae rdaed to "obtaining the regidration
certificate," they count astwo separate proceduresin the data



To messure time, we collect information on the sequence in which procedures are to be
completed and rdy on officdd figures as to how many busness days it takes to complete each
procedure. We ignore the time spent to gather information, and assume that al procedures are
known from the very beginning. We dso assume that procedures are taken smultaneoudy
whenever possble for maximum effidency. Snce entrepreneurs may have trouble vigting
svead dfferent inditutions within the same day (espedidly if they come from out-of-town), we
St the minimum time requiired to vigit an inditution to be one day.

We edimate the cost of entry regulaion based on dl identifiable officid expenses fees,
cods of procedures and forms, photocopies, fiscd stamps, legd and notary charges, etc. All cost
figures are offica and do not include bribes, which can be dgnificant. Setup fees often vary with
the levd of dat-up capitd. As indicated, we report the costs associated with sarting to operate
legdly a firm with cgoitd equivdent to the larger of (i) ten times per cgpita GNP in 2001 or (ii)
the minimum capita requirement dipulated in the law.

Our basc cost edimates ignore the opportunity cost of the entrepreneur’'s time and the
foregone profits associated with bureaucratic dday. To address this concern, we cadculate a “full
cod” meesure, which adds up the officdd expenses and an edimae of the vdue of the
entrepreneur’s time, vauing his time & the country’s per capita income per working day. We
report this number below, and have replicated the andyss udng it as a messure of cod. The
results obtained usng this cost meesure are very smilar to those usng the raw data on time and
cogt, and hence are not presented.

The business regidration procedures are divided by ther function: screening (a resdud
category, which generdly ams to keep out “unattractive’ projects or entrepreneurs), hedth and
sdfety, labor, taxes, and environment. The basc procedure in dating up a busness, present
everywhere, is reggeing with the Companies Regidry. This can take more than one
procedure; sometimes there is a “prdiminary licensg’ and a “find” license.  Combined with that
procedure, or as a separaie procedure, is the check for uniqueness of the proposed company
name. Add-on procedures comprise the requirements to notarize the Company Deeds, to open a
bank account and depost of dart-up capitd, and to publish a natification of the company’s
edablishment in an officd or budness paper. Additiond screening procedures that include
obtaining different certificates and filing with agencies other than the Regisry may add up to 97
days in ddlays, as is the case in Madagascar. Another set of basic screening procedures, present
in dmog every country in the data set, covers ceatan mandatory municipd procedures,
regisrations with datigtical offices and with Chambers of Commerce and Indusiry (or respective
Minigries). In the Dominican Republic, these procedures take 7 procedures and 14 days. There
is large cross-country varigion in terms of the number, time, and cost of screening procedures as
the Company Regidry peforms many of these tasks automaicdly in the mogt efficent countries
but the entrepreneur does much of the leg work in the less efficient ones Additiond procedures
appear in four aress tax-relaed procedures, labor regulaions, hedth and safety regulations, and
environmentd regulaions.

The data show enormous vaiation in entry regulation across countries. The total number
of procedures ranges from 2 in Audrdia to 20 in Bdaus and the Dominican Republic and
averages 10.32 for the whole sample.  Very few entry regulatiions cover tax and labor issues.



Procedures involving environmentd issues and safety and hedth matters are even more rare,
Ingead, much of what governments do to regulate entry fdls into the category of screening

procedures. The worldwide average number of such procedures facing anew entrant is 6.26.

Table 3: Number of Procedures, Timeand Cost for Registering a New Business
(Timeis presented in busness days, cost as ashare of GNP per person)

Country Procedures Time Cost
Albania 11 55 64
Armenia 11 55 12
Azerbajan 15 79 19
Bdaus 20 105 16
Bosiia 12 54 54
Bulgana 10 24 8
Croatia 13 39 17
Czech Republic 10 62 5
Georgia 12 48 39
Hungary 7 65 64
Kazakhstan 12 42 38
Kyrgyz Republic 9 22 14
Lavia 7 23 34
Lithuania 11 47 5
Moldova 11 31 32
Poland 11 58 23
Romania 11 133 30
Russa 18 48 6
Sarbia& Montenegro 16 62 21
Sovakia 11 89 13
Sovenia 8 54 12
Ukrane 13 30 23
Uzbekistan 7 29 34
Source: World Bank (forthcoming).

Busness regidration is only one of the vaious regulaions that companies need to
comply with. Enterprise surveys indicate that it is sddom the most problematic one for
busnesses Acquiring business licenses in specific indudries, obtaining permissons to export,
registering property as collatera are among the more burdensome processes that an entrepreneur
needs to go through. In mogt countries around the world, the cogts of these processes are S0 high
that business can only operate informaly.

Who gans from having high bariers to entry and operations imposed by various
regulations? Economic theories of regulation differ in ther predictions as to who ges the
benefits  The public interest theory predicts that gdricter regulation is associated with higher
measured consumer welfare.  In contradt, the public choice theory sees regulation as a tool to
cregte rents for bureaucrats and/or incumbent firms.  Stricter regulation should then be associated
with higher corruption and less competition. We have addressed this question empiricdly in
previous reseerch and find that the countries with less limited, less democratic, and more



interventionis governments  regulate more heavily, even contralling for the levd of economic
development. This evidence is difficult to recondle with public interest theories of regulaion but
supports the public choice gpproach that emphasizes rent extraction by paliticians (McChesney
1987, Shleifer and Vishny 1993). Entry and operations of businesses are regulated more heavily
by less democratic governments, and such regulaion does not yidd visble socid benefits. The
principa beneficiaries gppear to be the paliticians and bureaucrats themselves.

Costs

Informdity comes & a cod. Frd and foremos, informd enterprises need to day smdl
lest they become the target of government ingpectors. Such firms are much more vulnerable to
harassment by bureaucrats and are willing to pay higher bribes so that ingpectors can look away.
Surveys done by the World Bank edimate that informd firms in trangtion economies pay around
20% of thar revenues to government offidds in the form of bribes Put differently, there is an
impliat tax of 20% of revenuesfor baing informd.

As dated earlier, this tax is ill andler than the taxes the entrepreneur would have to pay
if going foomd. In addition to corporate income taxes legitimae busnesses dso pay socd
security taxes, VAT or turnover taxes, public service taxes, insurance for employees, etc. Hence,
many entrepreneurs put up with harassment and continue informa operations.

While the cog of infformdity in tems of implict taxes is high, the main problem comes
from the uncertanty in the progects of the enterprise Informd entarprises ae  highly
vulnerable, and can be dosed at the whim of bureaucrats once they have been “located.” While a
amdl business can in principle move and avoid excessve harassmet, in practice people lack the
resources to relocate. Also, often informa businesses depend on being known by word-of-mouth
advertiang. A move to new premises would disrupt the demand for their product.

In norma circumgtance, a busness would be dble to file a complaint agang a zedous
ingpector. Not so if the budness is informd. The savices of the courts or the police are only a
the digposd of legdly operaing companies In countries where the courts and the police are
inefficent and corrupt anyway, there is redly no recourse for entrepreneurs of any kind, formd
or not. However, in countries with reasonably functioning law and judtice sysems, entrepreneurs
have a lot to lose by operating informdly. The obvious channds for enforcing contracts and
defending their property rights againgt competitors and government bureaucrats are not avalable
to them. This suggests that one of the most powerful ways, perhgps the most powerful, to reduce
informdity isto improve the functioning of law and judtice

Ancther consgderation of being informd, and the one mog rdevant for employees in such
enterprises, is the absence of a safety net. Employees are not covered by the insurance and
penson sysems that the government and/or formd enterprises offer. If the firm fals so do the
prospects of its employees. Household surveys indicate that employees are willing to forego a
40% cut in wages in order to move to formd enterprises. This shouldn't be surprisng: in the
average deve oping country socid security benefit account for over haf of officid sdaries



The cods of informdity dso indude the inability to tap formd credit channds and more
generdly the various types of SME assstance programs available to the private sector. Much of
the literature on the devdlopment of smdl frms puts the lack of access to finandng as the man
problem for new enterprises. More recent work, eg., Johnson, McMillan, and Woodruff (2002),
disoutes these results and ascertains that the enforcement of property rights, i.e, the inditutions
discused in the previous paragraph, ae mog important. Whether it be the number one or two
factor, access to financing is key for the growth of businesses.

Many governments have recognized this need and have provided, with mixed results at
best, vehicles for fnancing new and smdl firms In dl cases a requirement is for the firm to be
regigered and to show certified financd datements for a given number of years This precludes
access by informd firms.

Indead, as shown in a number of empiricd dudies, informa sector busnesses rdy
largdy on infoomd sources (pasond savings, family or friends, moneylender, pawvn shops
remittances from family members aboroad) to obtain finencid resources. While the exigence and
ease of access from these sources provide a good reason to stay informd, the codts of borrowing
from some of these sources can be high enough to raise operating costs significantly and threaten
a busness financid vidbility. For example moneylenders interest raes in many trandtion
countries range from 5-10% a month. Fnance from friends and family is unrdigde untimdy
and can bear gnificant nonfinancid costs

Informa sector entrepreneurs often need to build ther own (as well as ther employees)
human capitd as ther busnesses grow. ‘Breskthrough' businesses that are poised to grow from
andl to medium and beyond are in need of sarvices that can hep upgrade the owners kills
Thee savices indude assgance with busness planning, information about markets and
resources, narketing draegies, and finandd management. Ye thee types of budness
devdopment services ae dther prohibitivdly expensve or unavaldble to informa sector
businesses.

4. The Benefits and Codts of Informdity for Governments

Governments often lament the increase in informa sector activity Snce it reduces the tax
base. While true, this concern is exaggerated. Many of the busnesses that operate informdly,
eg., the momand-pop operations described earlier, would not be gble to run officaly snce the
additiond cogs outweigh profits If forced into the formd economy, many firms will fold. Only
through the introduction of asmpler tax regimes and less regulations will the tax base increase.

The red economic cog to governments is in the numerous programs that they implement
to ded with povety — from subgdized hedth care, to subddized or free housng, large
unemployment benefits, free training, eic. These programs target the very same draa of society
that often opeae in the informd economy and, for reesons dready mentioned, are not
adequatdly protected. Recent research, eg., Glaesr and Gyourko (2002), suggests that
governments may do well to shift thar focus from subsidizing paticular programs such as basc
housing to creating an environment where businesses can grow and prosper.



The socid cogt can be large as wdll — people in the informa economy are the firg to be
hit by worsening economic conditions and dso have little to lose from daging protess and
demanding support by the government. Higory is replete with cases of governments that have
faled to gppreciae the dynamics of povety. Many dudies identify the poor as working in the
informa economy. Perhaps the grestest contribution is this area is due to Hernando ¢k Soto and
his work on informdity in Peru. The bagc argument is that formd busnesses depend on secure
property rights which in tun dem from wdl-functioning inditutions that define and enforce
contracts. Entrepreneurs need the government to maintain such inditutions, and would support
any government that does so.

5. How to Go Formd?

Severd changes need to teke place in trandtion economies to improve the environment
for operating a forma busness. Here, we focus on four of them, athough the reeder can think of
a number of additiond aress where reform is necessary. The four arees we cover conditute, in
our view, relaively panless reforms that would not meet srong politicd resstance and can be
Seen as win-win changes for government and business dike.

Reducing the number of busness licenses permits, aoprovas. There are many good
reesons why governments regulate business activity. Those rdae to ensuring the hedth and
safey of employeess and consumers dear environment; Sandardization of products far
disclosure, etc. At the same time, many countries have a multitude of regulations thet are archaic
and do not save a ussful purpose anymore. Also, government agencies or inditutions often
manage to impose regulations that benefit hemsdves a the expense of businesses and the rest of
the government: by collecting fees to supplement their budgets or by cresting additiona
reponghbilities for ther daff and thereby mantaning or increesing employment. In such cases.
Reviews and updates of exiding regulaions and a procedure for dreamlining the regulaory
burden ae highly desrable but extreordinarily difficult. The most dramdic regulaory reviews
were in leading trangtion countries (Czech Republic, Hungary, and Poland) undergoing
fundamenta trandormaion from centrd planing to make sysems and Smultaneoudy
integrating the 80,000 pages of the European aquis communautaire as pat of EU accesson. In
Hungary, for example, 799 of the 983 exising laws were adopted after 1990. Subgtantid reviews
of exiging lavs and other regulaions have dso been caried out in OECD countries, most
notably Korea, Mexico, and Audrdia Korea succeeded in diminating 50% of its regulaions in
less than a year, while Mexico revisad over 90% of its nationd legidation in aout sx years. Of
these countries, though, only Audrdia desgned and launched a naiond review of regulaions
without facing a subgtantia economic crigs

Examples of successful multi-year generdized reviews can be found in Hungay,
Austrdia, and Korea For lack of space, only the Hungarian experience is summarized here. The
Hungaian government-wide regulatory review of 1995-1998 was co-ordinated by a centrd unit,
the Government Commissoner, assged by a andl secretariat and advised by a Deregulation
Council. The review was based on a three-year planned schedule of minigeria submissons and
induded subordinated regulations as well as laws. The revison was divided into two sages The
fird 18 months concentrated on laws and regulations exiging before 30 June 1990; the next 18

2 The section is based almost entirely on work by Scott Jacobs at the OECD.
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months focused on the review of regulations enacted after that date. An important eement of the
programme was the preparation by the Minidry of Judice of a precise inventory of existing lavs
and reguldions Based on this inventory, the Government Commissoner and the horizonta
minigries presented a detalled schedule covering the whole three years government's period. A
submisson process was dedgned which in theory induded a RIA checklig. A specd
judtification memorandum was requested for maintaining regulaions enacted before 23 October
1989. The Govenment Commissoner could recommend that the government rgect such
regulations or could ask for further andyss Lagt, the Minidry of Jusice was charged with
preparing a specific "deregulation ingrument” to be issued by the government or presented to the
Parliament listing unnecessary regulations abrogated.

In padld to this itemby-item agpproach, the Hungaian govenment took a
comprehensve gpproach to a few key policy aress vitd to the proper functioning of democretic
and market-oriented systems. For example, the civil code was reviewed in its entirety under the
“deregulation of merit” process Due to the Sze, complexity and impact of such codes or
“codex”, the revison was organized through working groups that work for two or three years.
The reviews condsed not only of amending and replacing whole sections but dso of re
organizing texts which in some cases, like the Civil Code of 1959 had been reformed more than
twenty different times snce 1990.

According to the government, the 1995-1998 review was more successful than earlier
atempts. Clear timetables and programme objectives, leading up to omnibus “deregulaion
meesures” concentrated minigries  efforts and provided grester vishility and accountability to
achievements. Mechanisms were used to boost the outreach of the programme and implicate a
wider public in the national effort. The Deregulaion Coundl and the Government Commissoner
commissoned from academics and researchers a series of sudies on deregulation. To encourage
public involvement in the programme, they launched massve public campagns to “turn
dereguldion into an naiond event”, through hearings and consultation medtings a nationd and
regiond leve. They aranged a naiond contest in the newspgpers where nearly 400 proposas
were presented. Prizes of up to 100000 Forints rewarded useful idess. “Deregulation days’ were
launched, with the participation of regulators, professond organisations, and dtizens, where the
best presentations and proposas were published in the “Deregulatory Forum” column of the
“Magyar K6zZigazgatas' newspaper.

Ancther successful variant has been targeted reviews, which focus on paticular sectors
(i.e. building codes) or kinds of regulations (permits and licences -- see following section on
reducing formdities). In Itdy, for example, independent reviews by the Antitrust Authority of
generd aspects of regulatary reform, such as reports about the use of licences and “concessons’
redricting maket access, have been usgful in identifying where reform is needed, dthough
persuading the minidries to actudly reform is another matter entirely.

Fallures abound. In Greece, for example, a recent regulatory review was conducted by the
Minigry of the Nationd Economy. This program, begun in 1999, sysdematicdly reviewed dl
regulaions mede over the lagt five years within the minidry. The assessment involved the
esablishment of a regulatory reform group, composed of senior officers from divisons within
the minigry, who prepared the fird inventory of reguldions induding legidation, presdentia
and mingeid dedsons The review conduded tha dl legidaion, presdentia decrees and
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minigeriad decisons within the Minisdry were effective and necessary. This incduded the 54
minigerid orders that govern the financdd sector (these make up more then hdf the minigerid
orders for the Minigry) and the 23 miniderid orders that governed capitd markets. The only
negative concdusion was that more could have been done to ensure the success of the one-stop-
shop invesment promation agency. The review lacked an independent and rigorous assessment
of the impact of regulations, the key information needed to test regulatory qudity, and indtead
began with quditaive statements about what the laws require. Without independent input, df-
asesament rardy yidds criticd condusions, which supports the argument that regulatory reform
should be coordinated by a centrd agency or a ams-length of the minidries baeing reviewed. A
review of busness licensss is currently ongoing in Bulgaria This process, like the one is Greece,
adso lacks trangparency and does not suffidently involve the busness community in the
discussons. Not surprisingly, of the 512 licenang regimes discussed prior to April 8, 2002, only
63 were dated for remova and 81 wererevison.

Sreamlining_adminidraive process Once the business licenang regime is reviewed and
updated, some thought needs to be put into the adminidrative process that accompanies the
obtaining of such licenses In most developing countries around the world, and certainly in the
mgority of trangtion economies, the process that an entrepreneur needs to go through to get a
license borders on harassment. This is the case in a country like Belarus, where an entrepreneur
must Smultaneoudy receive a license, a pamit, and a letter of accreditation to open up a shoe
repar shop (these are dongsde the 20 regular Seps for opening up any type of busness). In
svad trandtion economies, the company regidry is kept a the Minidry or Depatment of
Satigics while the Trade Regidry is kept a the loca courts Essentidly the same procedure is
repeeted twice, with a loss of dgnificant time. In Bulgaria, the overdl procedure for regigering a
new firm takes about a month, of which three weeks is taken by waiting for the court derk to
process the Trade Registry number. Such procedures are duplicative and should be streamlined.

The adminidraive process can be ggnificantly improved if the laest internet based
technologies are utilized. Many of the faceto-face interactions between government officids and
entrepreneurs would be rendered unnecessary if agpplications can be processed dectronicdly.
Many countries have moved in this direction. The most successful reformers include Audrdia,
New Zedand, Singgpore, Norway and Sweden. Many developing countries have introduced
electronic processing for a least some interactions between regulators and businesses. Examples
indudefilling in dectronic tax formsin Bulgariaand Sovenia Much remainsto be done.

The avalability of internet technology dso dlows the government to provide detaled
information on dl the necessary requirements to formdize different types of busness adtivity.
This can be a huge impetus to reducing discretionary behavior on the part of bureaucrats and
giving entrepreneurs, and more generdly consumers of public services, a dronger podtion as
they demand timdy and highqudity sarvices Vaious firmlevd surveys in trangtion and
developing ocountries show that knowing the precie requirements and dso having the
government officids know you know how the adminidrative process is supposed to work speeds
up public sarvice ddivery condderably, without reducing qudity. In short, information cuts
dack in the bureaucracy, aswell as reduces the possbility to extract bribes.
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Adopting _uniform_taxes High levels of taxes and burdensome tax adminidration have
been mentioned earlier as important determinants of the dedson to day in the informd
economy. A number of countries have experimented with reforms in ther tax lawvs and the
organizetion of tax collection. The prevailing experience suggests that a move towards a unified
corporate tax rate, st a a reasonable levd, does away with much of the cods involved in filing
separate tax declarations with separate agencies or separate parts ¢ the Tax Office. Interedtingly,
and this is shown across trandtion economies as well, a unified corporate tax even if st beow
the prevailing average corporate tax burden, increases tax collection. This is for two reasons the
tax base is increased, as firms & the margin of the unofficd economy see ther bendits of
formdity increese and current tax-payers become more compliant, as it is esser for the tax

ingpector to oot under-reporting.

Enhancing access to _capitd. As mentioned earlier, because banks in the region have
provided few financid sarvices to even forma SMEs and for mogt pat have generdly ignored
micco and informd SMEs, microfinance inditutions (MFIS) have emerged as a source for
financing for these enterprises. MHF's use specific methods that are tailored to meet the needs of
these micro and amdl entrepreneurs such as usng nonsecured and unconventiond collaterd,
“graduated lending” techniques (very amdl initid loans tha can be increased gradudly based on
the dient's repayment higtory), quick response (time between loan application to loan gpprovd is
2-5 days), easy access, and labor-intensve loan screening and collection procedures.

For trangtion economies the average outstanding bdance for MFIs ranges between
US$H600-USHEE000, indicating that these dients are amdl busnesses. But these smdl numbers
add up. For example, the loan portfolio of Bosnias leading microfinance bank MEB BiH is
nearly US$15 million while that of Poland’s Fundusz Micro is about US$9 million.

A recent survey of the microfinance sector in the ECA region reveds that it is a fadt-
growing indudry. Inditutions providing microfinance savices ae less than 10 years old, with a
number of spedidized inditutions operating for only 3-5 years (Forster and Pytkowska, 2002).
Prdiminary data suggedts that MF dients are growing by about 30 percent a year. This kind of
dramaic growth in dientde with correponding growth in loan portfolio and savings depogts is
evidence that there is drong demard for microfinance products Moreover, people are willing
and able to pay rdaively high prices (around 2-3 percent a month) to have access to these
srvices.

Traditondly MHAs sarve both the formd and informa sector busnesses, thus in as sense
sving as a bridge between the two. To dlow for the hedthy devedopment of this sector,

policymakers should focus on three key aress.

() Eas= opeaing condrants on exigting MHAs As menttioned ealier, MFs use non-
traditiond methods to provide savices to thar dients in a commeddly sudanable and
competent manner. To encourage nontbank finendd intermediaries to  provide exiding
microfinance sarvices and experiment with new products,  policymekers should address key
dementsin thelegd environment that congtrain the operations of MF sin theregion such as:

Allowing for a range of inditutions under various legd forms to provide financid
sarvices,
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Clearing up ambiguities rdaed to the legd daus of some non-bank finendd
intermediaries suchas NGO-MFls;

Eadng redrictions on ectivity and owneship of exising MHAs that may or may not
require ‘heavy’ governance and internd reporting structures,

Lowering minimum cgpitaization requirements depending on type of MH (bank or non-
bank finandd intermediary) and sarvices it provides (non-depost teking MH  versus
deposit-teking MF)

(i) Examine and change exiding banking regulaions to encourage smdl firms lending. The
forma private sector has been daved for cepitd. Greater access to finendd savices will
provide a poweful incentive for high dynamic informd firms to enter the formd sector. Yet
foomd finendd inditutions are often legdly redricted by prudentid norms from or absence of
enforcement mechaniams to lend to smdl firms To encourage banks to provide financing,
current regulaions governing these indtitutions may need some changes such as:

Strengthening debt callection laws and enforcement mechaniams
Changing collaerd lanvs to recognize nontraditiond collaerd or accept persond
guarantess.

Rasdng limits on unsscured lending. Typicdly these limits are too low to endble banks
undertake non-collaterdized lending.

Improving property regidration 0 that borrowers can use ther land or house as
collaterd.

Reviang leesng legidaion 0 that finendd inditutions can more effectivdy use this
srvice.

Lifting interest rae cdlings Because the adminidrative cods of smdler loans and the
rik of lending to dients without established credit higory are higher, banks must be
dlowed to charge higher rates of interest to smdl firms to provide them with sarvices in a
commerdaly sustainable manner.

Edablishing smdl dams courts thet will enable financid inditutions to easlly enforce a
loan contract by saizing and liquidating assets offered as collaterd.

(i) Avoid date-sponsored financid intermediation. In trandtion economies and other parts
of the world, government-backed efforts to provide financid and other sarvices to amdl firms
and informa sector enterprises have typicdly faled. Mogt of thee efforts are didortionary,
require huge levels of subgdy, and fal to reach the target audience. Rather than being a provider,
the sate should play the role of an ‘endbler’ that dlows for private sector inditutions mests these
needsin acommercidly sustainable manner.
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