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Investment climate is defined as “the policy,
institutional, and behavioral environment,
both present and expected, that influences
the returns and risks associated with
investment” (Stern 2002).

Three factors of investment climate include:

macro fundamentals—macroeconomic
stability, economic openness, competitive
markets, and social and political stability;

governance and institutions—transparency
and efficiency in regulations, taxation, and
the legal system; a strong and well-
functioning financial sector; labor market
flexibility and a skilled labor force; and

infrastructure—transportation (roads and
ports), telecommunications, and power and
water supply.

Since the Asian financial crisis in 1997–1998,
Indonesia has achieved macroeconomic
stability, but gross domestic product (GDP)
growth has been modest and the rate of
investment growth has lagged behind.  Low
investment growth means there have not
been enough jobs for new workers, and that
led to the high unemployment rate of 9.5%

The Government is aware of the need to
attract investment, and has taken various
steps to improve the investment climate.

Competition. The Anti-Monopoly Law No.
5/1999 was enacted to promote competition
and to enhance market efficiency. This law
forbids firms from drawing up agreements
to jointly control the production and
marketing of goods or to influence prices.

Corporate Governance. A major step to
address corporate governance issues was
the amendment of Indonesia's bankruptcy

What is investment climate and why is it important?

in 2003 (Figure 1). Economic resurgence and
attaining a growth rate similar to that of the
pre-crisis era remain a real challenge. A
favorable investment climate will restore
investors’ confidence which, in turn, will
make them more likely to invest. To improve
its investment climate, Indonesia needs to
revive its financial sector, reform its
bureaucracy, and maintain macroeconomic
and political stability.

What has the Government done?

law in 1998. Enforcing contracts and different
treatment for domestic and foreign
companies are, however, still serious issues.

Corruption. The Clean Government and
Anti-Corruption, Collusion, and Nepotism
Law No. 28/1999 advocates greater
transparency about the assets of public
officials, and the Eradication of Criminal
Acts of Corruption Law No. 31/1999
identifies acts of corruption, and provides
guidelines for the prosecution of corrupt
practices. The government has also
established an anticorruption commission.
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Decentralization. Decentralization started
with the passage of Regional Autonomy
Law No. 22/1999 and Fiscal Balance between
the Central Government and the Regions
Law No. 25/1999. With decentralization,
local governments are now free to charge
new taxes and levies within certain limits
and can approve investments in all areas
except oil and gas. Decentralization
progressed with the amendment of laws on
Regional Autonomy by Law 32/2004 and
on Regional Fiscal Balance by Law 33/2004.
Under these laws, regions are conferred
greater autonomy through direct election of
heads of districts and expansion of functions.
Local governments are also financed through
own-sourced and shared revenues, transfers
from the national government and
borrowings.

Infrastructure.  After the financial crisis,
various laws have been introduced to
improve infrastructure provision. One is
Telecommunications Law No. 36/1999,
which aims to phase out the exclusive rights
of  PT Indosat and Satelindo for international
telephone services and of PT Telkom for
domestic long-distance and local fixed-line
services.  In 2001, Oil and Gas Law No. 22
was promulgated to introduce competition
and market pricing in the sector. Enacted in
2004, Water Resources Law No. 7 regulates

water usage for irrigation, industry and
households, and provides for the protection
and sanitation of water resources. Another
recent initiative is Road Law No. 38/2004,
which aims to improve management of roads
by opening the toll road industry to the
private sector. On electricity, the recent
annulment of Electricity Law No 20/2002
by the Constitutional Court  has prompted
the government to issue a new regulation
(No. 3/2005) that allows private sector
participation in the form of a partnership
with the state-run electricity, PLN.

Across government, the State Finance Law
17/2003, State Treasury Law 1/2004, State
Audit Law 15/2004, and National
Development Planning Law 25/2004
provide an overall framework for all
planning, budgeting and administrative
aspects of public expenditure management.

More improvements, however, are needed
to revive investor confidence. Continued
uncertainty due to adverse effects of
decentralization, slow progress on
addressing corruption, lack of credibility of
judicial institutions, and poor
implementation of law and order in various
provinces are all major obstacles to
improving the investment climate.

What do business people think about the
investment climate in Indonesia?

To determine views of the business
community, the Asian Development Bank
(ADB) and the World Bank conducted an
Investment Climate and productivity Study
(ICS) of 713 large and medium
manufacturing firms in  2003 in collaboration
with the Coordinating Ministry for Economic
Affairs and the Indonesian Central Board of
Statistics.  The survey gathered information
on the problems businesses faced such as
physical and financial infrastructure,
governance, labor, and other factors affecting
productivity. It covered 11 regions and 10
manufacturing subsectors: food and
beverages, tobacco, textiles, garments,
leather and footwear, wood, paper,
chemicals and chemical products, electronics
and electrical machinery, and transport
equipment. This brochure presents key

findings of the ICS report Improving the
Investment Climate in Indonesia.

The problems they face

Business problems faced by firms in
Indonesia were ranked based on their
average ratings in the ICS (Figure 2). They
are: (i) economic and regulatory policy
uncertainty and macroeconomic instability;
(ii) corruption, both at the national and local
levels; (iii) labor regulations which are more
of a concern than labor skills; (iv) cost of
financing which is a bigger issue than access
to financing; (v) high tax rates which are
perceived as a more serious problem than
tax administration and customs regulations;
and (vi) availability of electricity.
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Business obstacles are more pronounced
among firms with a wider scale of
operations.  Large firms, firms with more
than one establishment, and firms that
produce two or more products face more
obstacles than medium firms or firms with
only one establishment or product.  Large
firms are also more likely to feel the burden
of business obstacles since they operate with
a more structured setup that must coordinate
with buyers, suppliers, and operating units.

Firms dealing in international markets face
more obstacles than firms that cater only to
the local market. Exporters face more
problems than non-exporters do. Obstacles
are more apparent to firms that operate on
international standards and in more
competitive environments than those
operating purely in the domestic market.

Business obstacles are more serious for
foreign firms than for domestic firms. These
include infrastructure, taxation, labor issues,
economic and regulatory policy uncertainty,
macroeconomic instability, and legal and
conflict resolution. These problems are more
serious for foreign firms because they are
mostly large and must conform to the
frequently high standards of their countries
of origin.

Over 60% of firms find national and local
infrastructure services to be ‘somewhat to
very inefficient’. About 37% of firms consider
access to electricity as a moderate to very
severe obstacle; this is higher than the
percentages for telecommunications and
transport. An electricity connection takes
about 15 days on average (with a median of
7); the electronics industry has the longest
wait at an average of 45 days.

Average Score
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Figure 2. Mean Business Obstacle
(0 = no obstacle, 4 = very severe obstacle)
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The electronics and transport sectors can
expect the most technological upgrades.
Fourteen percent of the firms surveyed have
possibilities for new technology because of
direct links with multinational corporations
(MNCs). About one third of the electronics
and transport sectors are suppliers of MNCs,
and 40–50% of them license technology from
foreign companies.

Export-oriented firms using modern
technology hire more educated workers and
provide more extensive training for them.
Overall, only about 36% of workers have
more than 12 years of schooling. The
proportion of workers with more than 12
years ranges from a high of 60% in the
electronics sector, where 92% are exporters,
to a low of 24% in the paper industry, where
only 29% are exporters. Nearly 60% of
transport firms and 80% of electronics firms

provide either in-house or outside training.
In contrast, domestic-oriented firms such as
those in the paper and the food and beverage
sectors provide only limited training despite
the relatively low level of education of their
workforces.

Labor regulations are a bigger problem for
firms than labor skills. Specific difficulties
are lay-off procedures and retrenchment
costs, limits on temporary hiring, and
inflexible salary scales. Another key problem
is rising minimum wages (see Box 1). While
in the 1980s Indonesia maintained its
competitiveness in the region by keeping
wages low, it began to lose this advantage in
labor-intensive industries after adopting a
minimum wage policy in the 1990s (Agrawal
1995). Decentralization has made the
problem worse.

One of the major problems affecting Indonesian
firms in recent years has been rising minimum
wages. In 2001, minimum wages in local currency
terms increased by 46–49%. That was twice as
much as the increase between 1999 and 2000
and put them above their peak pre-crisis levels
(Sudjana 2002, Social Monitoring and Early
Response Unit 2001). The minimum wage used to
be low to attract foreign investment, but that led
to labor unrest. Despite the low rate, in 1998
nearly one third of paid workers received incomes
that were lower than the minimum wage; and in
1999, minimum wage covered only two thirds of
the basic expenditures of households of four
persons (Islam and Nazara, 2000). After
decentral ization in January 2001, local
governments were given the authority to set
minimum wages which has created apprehensions
about further increases.

It is critical to compare the merits of a minimum
wage policy with its effects on employment because
firms may react to substantial increases by lowering
their production and reducing their demand for
workers. In Indonesia, a study by Islam and Nazara
(2000) found that after controlling for gross
domestic product and location, there was no
evidence that minimum wages had a negative
effect on average wages or on wage employment.
They also found that because unions and business

Source: Compiled by Asian Development Bank staff.

Box 1. Minimum Wages
organizations consulted each other, minimum
wage increases did not reduce employment
between 1990 and 1998. On the other hand, in
a more recent study by SMERU (2001) using a
data set of 26 provinces between 1988 and
1999, increases in minimum wages did have a
negative impact on  formal sector employment in
the urban areas.

In short, some workers may lose their jobs in the
formal sector because of high minimum wages
while others, especially those in the highly
productive sectors covered by minimum wages,
may find them advantageous. Some displaced
workers may find jobs in the informal sector;
whether they will be better off depends on the
difference in wages. It is possible that high
minimum wages can widen the economic gap
between workers in the two sectors which can, in
turn, worsen poverty. Evidence from some
countries, however, indicates that there is a positive
correlation between minimum wages and poverty
reduction (Saget 2001). This is in line with the
main purpose of a government’s minimum wage
policy, i.e., to promote the well-being of workers.
In Indonesia, substantial increases in prices after
the crisis forced the Government to increase
minimum wages. With decentralization in effect,
there are fears that increases in minimum wages
may be driven more by political pressures.



7

Textile and garment firms account for the
highest share of union members and the
highest share of strikes. The ICS revealed
that strikes had occurred in about 9% of
firms in the previous year and that half of
those were in the garment or textile sectors,
which also have the largest average share of
union members at 86% and 88%,
respectively. These labor-intensive sectors
are struggling to stay competitive. While
unemployment will be significant if these
sectors fail to adjust and reposition
themselves, giving protection is not the
answer. What these sectors need are
increases in productivity from improved
technology and a favorable business
environment.

At the national level, exporters make larger
informal payments than non-exporters. The
ICS indicates that informal payments at the
national level amount to about 4.6% of sales
and that exporters make larger informal
payments to national government
authorities as a proportion of sales than
non-exporters do.

Informal payments to local authorities are
even higher. At 4.8% of sales, informal
payments to local authorities are slightly
higher than those made to national
authorities. Large firms, exporters, foreign
firms, and firms with two or more
establishments on average allocate a higher
proportion of their sales to local informal
payments. Local bureaucrats may expect
that such firms have a greater capacity to
pay;  alternatively, the firms may offer higher
payments because the losses due to delays
may be even more costly.

Management spends about 5% of its time
dealing with national government
regulations and another 6% with local
government regulations. Exporters, firms
with two or more establishments, and firms
dealing with MNCs operating in Indonesia
are more likely to spend a higher proportion
of their management time on local
government regulations.

Perceptions of the court system are causing
some firms to take a wait-and-see attitude
toward investment. When firms were asked

whether, “…they are confident that the
judicial system will enforce their contractual
and property rights in business disputes,”
about 40% were not sure. Further, close to
60% of firms did not agree that government
officials’ interpretations of regulations
affecting their businesses were consistent
and predictable.

Decentralization has made the business
climate worse. Decentralization in Indonesia
brought a large increase in local business
regulations that have the potential for wide
and damaging regional variations. While
the legislation provides a regulatory role for
the central Government, the sheer volume
of new or revised local regulations makes
this task unmanageable.  The ICS revealed
that about 21–25% of firms said that problems
with business licensing and labor regulations
have become more serious. Even more
striking is the fact that around 40% indicated
that both corruption and uncertainty about
economic policy and regulations have
become worse since decentralization. On a
positive note, some local governments have
managed to take advantage of
decentralization. One example is the local
government of Sragen (Box 2).

One third of the firms surveyed reported
that informal payments increased since
January 2001 even though the effectiveness
of such payments had not improved.  Firms
used informal payments to help resolve
problems and to reduce delays, but most
reported that they did not get the results
they thought they would get.  Roughly 40%
reported that only “half of the time” while
another 30% stated that “rarely or never”
was an issue resolved in the desired way.

With decentralization, problems associated
with local taxation have become critical. In
the ICS, taxation was the foremost issue in
the post-decentralization period. Half of the
firms indicated that local taxes presented a
problem especially for large firms and for
exporters. Of these firms, 85% complained
about the large number of local taxes, 77%
were unhappy with the confusion over
applying taxes, and 73% registered
dissatisfaction with high tax rates.
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Main problems are different in various
regions of the country

Firms in Jakarta have more problems with
infrastructure. Jakarta’s infrastructure
services are inadequate to support its large

number of businesses. Jakarta has very
frequent power outages, inadequate water
supply, insufficient telephone availability,
and transport failures—all of which have
led to serious production losses of 4%, 5%,
3%, and 3%, respectively.

The local government of Sragen in Central Java is
a rare case of a district that made better regulations
under decentralization. In October 2002, with
support from an Asian Development Bank technical
assistance (Strengthening Business Development
Services for Small and Medium Enterprises),
Sragen integrated local government licensing
agencies into a single office known as the Unit
Pelayanan Terpadu or One-Stop Service (OSS),
which is run by around 27 staff members. All the
different agencies in the local government
transferred their authority to this office to deal
with all permits and licenses. As a result, efficiency
has improved dramatically.

The four most common licenses provided by local
governments are the construction permit, the
antinuisance permit, the industrial business
license, and the trading license.  The introduction
of the OSS office has increased license processing
by 43% for trade permits and 126% for construction

Box 2. One-Stop Service in Sragen: Positive Results of Decentralization

Source: Compiled by Asian Development Bank staff.

permits. The anti-nuisance permit and the business
and trading licenses take only an average of 5 to
7 days to obtain while the complicated construction
permit now takes just 15 days. In neighboring
districts, it may take up to 35 days. Revenues from
licenses and permits provide on average about
one third of Sragen’s revenues that are shared by
all government agencies after leaving 1% of the
funds for the OSS office.

The key to the improvement has been the emphasis
on accountability. Tracking time sheets record
who processes a specific document at each stage
and how long that person takes to do it. The OSS
team is highly motivated to perform their
administrative tasks and has good academic
qualifications. Members also regularly get training
in new techniques such as monitoring customer
satisfaction through feedback. The latest
monitoring indicated that 74% of OSS visitors
appreciate the services offered.

HO IMB SIUP TDP

70

60

50

40

30

20

10

0

HO

Before One-Stop Service After One-Stop Service

No. of Licenses a Month

Processed Licenses Before and After
Introduction of One-Stop Service Office, Sragen, Central Java,

January-September 2002 and January-September 2003

HO = antinuisance permit, IMB = building construction permit, SIUP = trading license,
TDP = company business registration.



9

1 Outer Java consists of East Kalimantan, North
Sumatera, Riau, and South Sulawesi.

2 Bangladesh, People’s Republic of China, Pakistan,
and Philippines.

Business and regulatory processes in Jakarta
are quicker than in other regions. The slow
speed of government licensing bodies makes
other regions less desirable for investment.
In terms of the time taken for government
authorities to approve business licenses and
permits, Jakarta fares very favorably with
the other regions (Figure 3). Jakarta also
fares better than most regions in customs
efficiency, particularly in import clearances.
Firms in Central Java and Yogyakarta face
the longest times to clear imports among all
regions at a median of 7 days. In contrast,
importers in Jakarta and Outer Java1 can
clear imports in only 2–3 days.

Overall, the fact that regulatory and
bureaucratic procedures are faster in Jakarta
comes at the expense of higher informal
payments. Jakarta has more corruption than
other regions, according to the firms
surveyed. The seemingly better quality of
government services in Jakarta may,
therefore, not just be linked to the quality of
the institutions but rather to the incentive of
informal payments.

0 5 10 15 20 25 30 35

West Java
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DKI Jakarta

Central Java and Yogyakarta

Banten

Bali and East Java

Construction Permit Import License

Operating License: National Operating License: Local

Source: Investment Climate and Productivity Study, 2003.

Figure 3. Median Waiting Time to Obtain
Permits and Licenses by Location (days)

Indonesia’s competitors have better
investment climate

More firms in Indonesia are concerned about
the investment climate than firms are in
some other countries in the region.2 Fewer
than 40% of the firms in the four other
countries that conducted an ICS said there
were major or very severe restrictions on
businesses there. In Indonesia, on the other
hand, more than 40% of the firms surveyed
said that macroeconomic instability and
economic and regulatory policy uncertainty
were major or very severe constraints on
business operations (Figure 4). Corruption
is another serious issue, with nearly 40%
finding it as major or very severe constraint.

The most severe business problems in
Indonesia all have to do with uncertainty.
Indonesia performed the worst in
macroeconomic instability and economic
and regulatory policy uncertainty. There is
also a very high level of unpredictability in
the interpretation of regulations, more so
than in the People’s Republic of China (PRC)
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and the Philippines (Table 1). Higher costs
of taxes, financing, or from power shortages
were second in importance to uncertainty.

Key governance indicators are also weak in
Indonesia, compared with other countries
in the region. Indonesia’s scores are among
the worst in all six dimensions of governance

listed in Table 2 and are no match for its
competitors like the PRC, Malaysia, or
Thailand. The scores for rule of law,
regulatory quality, and government
effectiveness are also much lower than those
of its neighbors. More worrisome is the trend
in these indicators.
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Figure 4. Constraints to Business in the
People's Republic of China, Indonesia, and Philippines (%)
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Interpretations of
Regulations within a
Country are Consistent and
Predictable

Table 1. Indicators of Stability in Indonesia: An International Perspective
(%)

Note: The indicators—macroeconomic instability, crime, theft and disorder, and economic and
regulatory policy uncertainty—are calculated as a share of firms identifying them as
severe or very severe problems.

Sources: Investment Climate and Productivity Study, 2003; World Bank and Bangladesh Enterprise
Institute (2003).
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Governance appears to have worsened
between 1996 and 2002 as reflected in
declining scores in political stability,
government effectiveness, regulatory
quality, rule of law, and control of corruption.
Good governance requires accountability in
governments; public participation in
development; predictability or fairness and
consistency in government rules and
policies; and transparency in government
rules, regulations, and decisions. These are
the elements that Indonesia needs
improvement to achieve stability; to improve
its investment climate; and to attain greater,
sustainable economic growth.

Starting up and closing down a business
take longer and are costlier in Indonesia. It
takes about 151 days to establish a business
in Indonesia, compared with fewer than 60
days in the other Association of Southeast

Asian Nations (ASEAN) countries surveyed.
On the amount of administrative work
required for start-ups, Indonesia ranks 64
out of 102 countries behind Malaysia,
Philippines, Thailand, and Viet Nam. It also
has one of the poorest rankings (97th) among
all countries covered by the Global
Competitiveness Report on the extent of
bureaucratic red tape as measured by
management time dealing or negotiating
with government officials (Figures 5a and
5b).

Excessive regulations raise business
transaction costs and discourage
investments; they also lead to corruption.
This is supported by the findings of the ICS
that 38% of Indonesian firms consider
corruption a very serious issue, a higher rate
than the PRC and the Philippines. Informal
payments to “get things done” as a share of

Indicator  2002  2000  1998  1996 Remarks
Voice and Accountability –0.49 –0.52 –1.33 –1.08 Improving
Political Stability –1.37 –1.85 –1.52 –0.34 Worsening
Government Effectiveness –0.56 –0.49 –0.58 –0.08 Worsening
Regulatory Quality –0.68 –0.43 –0.10 –0.19 Worsening
Rule of Law –0.80 –0.90 –0.97 –0.34 Worsening
Control of Corruption –1.16 –1.09 –0.99 –0.44 Worsening

Table 2. Governance Indicator Scores in Indonesia

Sources: Kaufmann et al. (2003).
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revenue are also higher in Indonesia than in
the other two countries. In terms of the
business costs of corruption, Indonesia’s
ranking (46th) is, among ASEAN countries,
worse than Malaysia and Thailand.
Indonesia also ranks worse than the PRC.

Indonesia ranks worst among ASEAN
countries in the severity of corruption and
in the extent to which it has increased in
recent years. According to the Corruption
Perceptions Index of Transparency
International, in 2003 Indonesia ranked 122
out of 133 countries and fared worse than
other ASEAN countries. Decentralization
further aggravated corruption. While in the
past companies knew the cost of informal
payments and used them to get things done
quickly, in the current setup these payments
alone are no longer an efficient means to cut
transaction costs, and the amounts needed
are no longer known. Such uncertainty has
a bad effect on business plans.

The main infrastructure concern of
Indonesian firms is electricity. The ICS
reported losses from power outages
amounting to about 4% of production, which
is slightly worse than those experienced by
firms in the PRC. Indonesia only had 92
phone subscribers per 1,000 people in 2002,
lagging behind other ASEAN countries
(except Viet Nam) and the PRC.  Also, there
are only 22 Internet hosts per 100,000 people
in Indonesia while Malaysia has 311 and

Thailand has 118. With only 11 computers
per 1,000 inhabitants, Indonesia has one of
the lowest rates of accessibility among
ASEAN countries.

About 30% of Indonesian firms view tax
rates as major or very severe restrictions to
doing business. That is similar to the rate in
the Philippines. In addition, about 23% of
firms in Indonesia regard tax administration
as a major issue, close to the figure for the
PRC.

Indonesia appears to have more restrictive
labor regulations than other ASEAN and
Asian countries. In hiring and firing
practices, the Global Competitiveness Report
2003–2004 gives Indonesia a ranking of 43,
which is less favorable than those of Thailand
and Viet Nam. Indonesia ranks better than
India and Sri Lanka, but worse than
Bangladesh and the PRC.

Since the financial crisis in 1997, banks in
Indonesia have been reluctant to offer loans.
Bank financing accounts for only 15% of the
working capital of Indonesian firms, lower
than that in the PRC and Bangladesh. Given
limited bank financing, internal funds
account for around 38% of financing for
Indonesian firms, which is higher than in
the PRC. Tight credit and high interest rates
have prompted Indonesian firms to rely
more on internal funds.

The ICS indicates that the following major
issues still need to be addressed.

• Macroeconomic instability, economic and
regulatory policy uncertainty, and
corruption are the most severe business
obstacles affecting Indonesian firms.

• Access to formal financing is a major
problem, particularly for medium firms.

• The majority of firms find infrastructure
services at the national and local levels to be
inefficient; electricity is the main concern.

• Labor regulations are a serious concern to
firms, more so than labor skills, particularly
hiring and lay-off procedures and minimum
wages.

• Decentralization has had a negative effect
on the business climate, especially in terms
of economic and regulatory policy
uncertainty and corruption.

When Indonesia’s investment climate was
compared with that of other countries, the
following problems were apparent.

What more can the Government do?
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• More firms in Indonesia are concerned
about the investment climate than in other
countries in the region. The most severe
problems for businesses in Indonesia all
have to do with uncertainty.

• Key governance indicators are weak, and
starting up and closing down a business
take longer and are costlier in Indonesia
than in other ASEAN countries.

• Among the countries in the Global
Competitiveness Report, Indonesia has one of
the poorest rankings on the extent of
bureaucratic red tape. Excessive regulations
lead to corruption. Indonesia ranks among
the worst in terms of corruption.

• Indonesia appears to have more restrictive
labor regulations than other countries in the
region.

• Indonesia is lagging behind other ASEAN
countries in terms of access to telephones,
computers, and Internet services.

The ICS results highlight the need for reforms
in three main policy areas: institutions,
infrastructure, and incentives.

Institutions

The new Government should ensure the
proper working, fairness, and impartiality
of the judicial and legal systems. This should
be in line with the Government's
commitment to battle corruption. Moreover,
current efforts to establish a "one-stop"
investment service and to improve the
existing investment law are positive
developments. They should be followed by
more comprehensive policies such as
streamlining the local and central
government roles in investment procedures.
On decentralization, Indonesia's experience
indicates that some local governments need
capacity building and more efficient
arrangements for regulating investment
between local and central governments.
Better budget allocation is also necessary to
ensure that local governments have enough
resources to undertake their new
responsibilities.

On the competition, the introduction of a
Competition Commission (based on Anti-
Monopoly Law No. 5/1999) affirms the
Government's commitment towards
instilling level-playing field competition. To
effectively carry out its mandate, the
Commission is expected work closely with
the legal system and should practice fairness,
credibility, and transparency in enforcing
the law. Since the Commission covers a broad
area of responsibility, it needs to identify
areas where immediate interventions are
required and where there are most
significant potential impacts.

Infrastructure

The availability of adequate physical
infrastructure for setting up and running a
business on a daily basis is critical to attract
new investments and to ensure the continuity
of ongoing projects. Power outages,
transport failures, and inadequate water
supplies create production losses and force
firms to rely on higher priced private sources
which makes them less competitive. The
Government must solve current
infrastructure problems to avert a crisis in
the future and must examine areas where
start-up connections to infrastructure
services are inadequate.

The recent annulment of Electricity Law No
20/2002 by the Constitutional Court, on the
grounds that the concepts of sector
unbundling and competition are
incompatible with the Constitution, has
created a major uncertainty about the future
direction of reforms. While the Government
has issued a new regulation (No. 3/2005) in
response to the Court's decision and to
encourage private sector participation,
financing of infrastructure projects to meet
the rising demand for electricity remains a
tremendous challenge. A revised electricity
law, that takes into account the
Constitutional Court's concerns, should
therefore be actively pursued to encourage
private sector investment, foster
competition, and achieve better service
delivery. Finally, with the Government's
pronouncement of an Infrastructure Road
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Map during its 2005 Infrastructure Summit,
the broad policy initiatives and sector-
specific policy directions need to be followed
by firm implementation.

Incentives

In addition to strengthening the investment
climate, the Government needs to provide
equal incentives and to send positive signals

to win both foreign and domestic investors’
confidence. Because of decentralization,
however, there is a risk that competition to
attract foreign direct investment among local
governments may cause them to offer
incentives that exceed benefits. Accordingly,
the incentive system should fit into a
comprehensive framework that adequately
uses the country’s (or region’s) comparative
advantages and maximizes competitiveness.
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