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Interim Evaluation: Indonesia Municipal Finance Project

ABSTRACT

This interim evaluativn of Ir.donesta’s Municipal Finance Project was conducted to
provide a basis for considering the design of a possible new Housing Guaranty loan program,
and possible amendments and changes to the current Project. The Project's goal is to improve
the shelter conditions of the urban poor by developing the means by which municipal
governments can more effectively firance shelter-related urban services and infrastructure.
The evaluation entailed review of urban sector documentation provided by the GOI and written
products from the Project,and interviews with counterparts, consuitants, and trainees.

Major Findings and Conclusions. The Project has made, and continues to make,
substantial progress. Major accomplishments include: decentralizing and coordinating (across
sectors) the urban infrastructure programming process; substantially improving the
management and ylelds of the property tax and other local own source revenues; setting a
sound base for expanding private sector participation in urban services; establishing the
Regional Development Account as a major step toward an effective credit finance system for
local government: and institutionalizing ministerial coordination at the central level. The
technical assistance and training component has been effective in advancing priority program
initiatives and interagency collaboration. The Project’s accomplishments are sustainable. Even
so, national urban infrastructure investment is falling behind national targets and
decentralization has proceeded slowly in some areas. To respond to this situation the program
should give priority to developing a strategy for local finance reform that goes beyond better tax
administration, preparing an action plan for bullding the RDA into a market-based credit
system, and establishing an indigenous system for building local capacity in urban
management. It is also critical that policies to address urban environmentai degradation be
added as a high priority. AID support has played an influential role in the program to date and
the potential payoff from further assistance is high. A new HGL program and substantially
expanded technical assistance and training efforts are warranted to extend sector progress.
AID should continue to support the integrated urban program, as a whole, but give special
emphasis to the achievement of new goals in urban environmental management and
infrastructure provision, local government finance, and private sector participation.

Lessons Learned. The Project provides a model for operating a policy-based sectorai
HGL. It shows how long-term involvement in an integrated program with clearly focused sub-
objectives can lead to important and measurable policy change while avoiding the risks of
fragmentation inherent in more narrowly defined projects.
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EXECUTIVE SUMMARY

This report is the interim evaluation of the Indonesia Municipal Finance Project (MFP).
Under the joint agreement for this Project (a) AID is providing a $100 million Housing Guaranty
Loan (HGL) for capital investment and $5 million in Development Assistance grants for
technical assistance and training; and (b) the Government of Indonesia (GOI) is implementing
a Policy Action Plan whose goal is to "improve the shelter conditions of the urban poor by
developing the means by which municipal governments can finance shelter-related urban
services and infrastructure at a pace sufficient to overcome present deficits and match the pace
of urban population growth." The GOl has made a commitment to transfer both the
responsibility and authority for the leading public sector role in urban development to local
governments, and to substantially improve local management capacity and resource
mobilization. The Policy Action Plan provides the framework for achieving these ends.

PURPOSE OF THE EVALUATION AND METHODOLOGY EMPLOYED

The evaluation assesses GOl progress under the Policy Action Plan and performance
under the Project’s technical assistance and training component. It is intended to provide a
basis for decisions about amendments to the existing program and design of a possible new
HGL program. The evaluation was conducted by two senior urban policy specialists (in
Indonesia for three weeks) who examined the record of policy change as documented by GOl
and international donor reports, interviewed GOI officials in all agencies dealing with the urban
sector and gathered unpublished information regarding sectoral investment and financing,
reviewed the products of the MFP technical assistance team, interviewed 14 participants in
training programs supported by the Project, and met with consultants under the related IUIDP
program, as well as the World Bank urban sector team.

MAIN FINDINGS AND CONCLUSIONS

Performance under the Policy Action Plan. The GOl has made, and continues to
make, substantial progress toward the program's basic objectives. Over the course of the
program, its major accomplishments have been: transforming the process by which urban
infrastructure is programmed to one in which coordinated planning and project preparation
occur across sectors for individual cities (with strong local government participation and
linkage to local resource mobitlization); substantially improving the management of the property
tax and other local own source revenues, and enhancing their yields; setting a sound policy and
technical base for expanding private sector partizipation in urban services; establishing the
groundwork for increased municipal borrowing for urban infrastructure and operationalizing
the Regional Development Account (RDA) as a major step toward a market-based credit system
for local government; and establishing and maintaining a viable framework for interministerial
coordination at the central level.
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These accomplishments are noteworthy and are sustainable if appropriate support is
given in the next stages of program development. The GOI's continuing commitment to the
program was underscored by the 1992 Issues and Priorities Report prepared by the National
Planning Agency (BAPPENAS), which presents a critical evaluation of progress under the
current program and priorities for the next stages in its development. Nonetheless, the
program faces serious challenges at this point. Urban infrastructure investment is falling
behind in relation to needs and government targets. Urban environmental degradation, not
now being addressed by the program threatens the basic objective of improving the living
conditions of the urban poor. Some the key reforms--particularly, the transition to a market-
based credit system and decentralization of investment priority-setting--are vulnerable unless
they receive further external reinforcement. Priority should be given to: central reforms that
allow local governments to raise the revenues necessary to manage urban development
effectively; preparation of a focused strategy for building on the RDA as a transition institution
designed to open municipal access to private credit markets; new initiatives for effective urban
environmental quality management; rapid development of an indigenous system for building
local capacity in urban management; and establishing processes that allow clearer expression
of local demand in framing, financing, and implementing local investment programs.

The 7echnical Assistance and Training Component. Performance under this
component has been effective. Advisors have produced valuable outputs in all phases of the
Project, and their services are clearly valued by counterparts. They have reached out
strategically to address priorittes under the overall Plan and to promote interagency
collaboration. Their activity is in large part responsible for key achievements under the Plan
since 1990, particularly in private sector participation and program monitoring.
Accompiishments include issuance of a series of research reports tied to critical policy choices,
several major seminars to promote management reforms, and an extensive training program.
Initizd planning for an indigenous urban management training program, in collaboration with
other donors, is an important achievement. Still, more forceful effort should have been
provided in policy analysis and design to help motivate full achievement of basic reforms in the
finance agenda.

AID’s Role. AID support has played an influential role in the GOI's program. It was
critical in advancing the agendas for private sector participation and the RDA, has fillled an
important void in motivating the overall continuity of an urban sector program, and appears
to have achieved true additionality in urban infrastructure investment. Continued support
from AID and other donors for some years will be essential if the delivery system promised by
this Plan is to become fully institutionalized and self-sustaining.

PRINCIPAL RECOMMENDATIONS

1. The overall program has been successful and should be continued through a
new HGL program and extension and intensification of technical assistance support.
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The Policy Action Plan

2. The basic elements of the current Policy Action Plan should be carried forward
as the basis for measuring progress in sectoral reform in the new HGL.

3. Emphasis in a new HGL should be placed on key policy elements where AlD’s
technical assistance can have the most effect: development of a market-based credit system
for municipal lending, new initiatives to create effective (and locally directed) urban
environmental quality management, and the introduction of a greater element of local choice
into local revenue generation and investment planning.

4. The RDA should be strengthened as the principal source of municipal credit
in the near future. It should operate according to an intermediate-term plan for opening
municipal access to private credit markets.

5. Local sample surveys of household beneficlaries should be conducted to
monitor more effectively the income targeting of investments and tariff policy.

Technical Assistance

6. Technical assistance will be required over the lifetime of a new HGL, and
should be planned by AID.

7. Although the long-term advisors will have to continue to be responstve to work
requests from counterpart agencies, greater effort should be made to focus TA products on the
principal bottlenecks to implementing the Policy Action Plan. The quarterly meetings
recommended below should be used to agree on priority tasks.

8. Short-term TA should be used more directly to reinforce the long-term TA
advisors. The new long-term TA agreement should include a budget for short-term TA.

9. Topics deserving more TA emphasis include: development of a strategy for
building the RDA into a market-based credit system; introduction of strategic planning and
forceful implementation for environmental quality enhancement into urban investment
planning and management; institutional devices for bullding community and private-sector
demand into the process of local investment priority setting and for streamlining processes of
project appraisal, financing, and implementation; implementation of plans for indigenous
training in urban management; design and implementation of household surveys to determine
the income incidence of the urban investment program.

Investment Plan

10. Resource allocations under the Investment Plan should more directly reinforce
the policy objectives of the Policy Action Plan. This implies directing a larger proportion of
funds through the RDA and using the Investment Plan to finance public-sector support for
private participation in urban services and environmental infrastructure.

-3



Intertm Evaluation: Indonesia Municipal Finance Project

vl

Administration and Monitoring

11. Quarterly meetings of the MFP Interministerial Counterpart Committee, AID,
and the TA team should be held. Objectives would be to agree on a work program that reflects
Policy Action Plan priorities, and to monitor progress on previous TA work plans.

12. The MFP Indicators report should be updated semi-annually, and be
incorporated within a broader regular report on Policy Action Plan progress to be reviewed as
a basis for planning and corrective actions in regular meetings of TKPP.

13. BAPPENAS should Le clearly invited to participate as a member of the MFP
Counterpart Committee. Because of its central role in relation to the Policy Action Plan, the
addition of MFP technical assistance support directly to BAPPENAS should also be considered.

LESSONS LEARNED

1. The Project provides a model for how a policy-based sectoral HGL should
function. It demonstrates that long-term involvement in an integrated program with clearly
focused policy sub-objectives can lead to important, measurable policy change while avoiding
the dangers of project fragmentation,

2. Decentralization to the local level of revenue sources must occur in tandem
with decentralization of investment planning for either to be fully effective.
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Chapter 1

INTRODUCTION AND MAIN
FINDINGS AND CONCLUSIONS

INTRODUCTION AND PURPOSES

This report evaluates the progress of Indonesia’'s Municipal Finance Project (497-
0365, 497-HG-G01). Under their joint agreement for this Project (a) the U.S. Agency for
Internationai Development (AID) is providing a $100 million Housing Guaranty Loan
(HGL) for capital investment and $5 million i:1 Development Assistance (DA) grants for
technical assistance and training; and (b) the Government of Indonesia (GOI) is
implementing a Policy Action Plan whose goal is to "improve the shelter conditions of the
urban poor by devcloping the means by which municipal governments can finance
shelter-related urban services and infrastructure at a pace sufficient to overcome present
deficits and match the pace of urban population growth" (AID/Indonesia, 1988).

The first $25 million tranche of HGL funds was authorized soon after the Project
was initiated in 1988, and three more tranches in the sarne amount have been authorized
sirce then, based on assessments of performance during the Project’s first three years
(Johnson, 1989, and Kingsley, 1990 and 1991). The specific purposes of this report are
(1) to evaluate progress under the Policy Action Plan, particularly since September 1991,
and (2) to evaluate the performance of the Project’s technical assistance and training
component; in order to provide a basis for decisions about amendments to the existing
program and about design of a possible new HGL program.

STRUCTURE OF THE REPORT

The remainder of this chapter summarizes the main findings and conclusions of
the evaluation. The next three chapters present findings related to progress under the
Policy Action Plan: Chapter 2 dealing with local responsibility and the investment
program (Policies 1 and 2); Chapter 3 covering finance system objectives (Policies 3 and
4), and Chapter 4 reviewing activity related to local institutional capacity and program
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coordination (Policies 5 and 6).! Chapter 5 presents the evaluation of the Project’s
technical assistance and training component. Annexes provide supporting materials:
references, a review of progress in relation to the Project's Logical Framework, the
updated Policy Action Plan showing goal achievement, and details on the training

program.

PROGRESS UNDER THE POLICY ACTION PLAN

At 5.4 percent per annum, Indonesia’s urban growth rate is among highest in the
world. In the 1980s, its cities and towns had to accommodate an average of 2.3 million
new inhabitants per year (more than twice the 1.1 million average of the 1970s). Through
the mid-1980s, virtually all of the nation’s new infrastructure to serve urban growth had
been planned and implemented by central government agencies--without coordination
across sectors-- and funded directly from the central budget. Sensing the acceleration
of urbanization that was upon them, and in the face of declining oil revenues, Indonesia’s
leaders recognized that this approach was no longer sustainable.

They made the commitment to transfer both the responsibility and authority for
the leading public sector role in urban development to local governments, implying the
need for dramatic improvements in local management capacity and resource mobilization.
Their Policy Action Plan is a framework for coordinating achievement toward these ends.
It was initially established in 1987 (TKPP, 1987a), and has been updated several times
since then (most recently in May 1990--TKPP, 1990) to serve as the base for the
Government's management of its own activities, as well as the support of all external
donors, in this sector. The program is administered by an interministerial coordinating
group (Tim Koordinasi Pembangunan Perkotaan--TKPP) chaired by Deputy V of the
National Planning Agency (BAPPENAS). Objectives and targets were specified under six
policy themes:

1. Strengthening and clarifying local government responsibility for urban
infrastructure.

Implementing a coordinated and decentralized process for programming
urban infrastructure investment.

Enhancing local government resource mobilization, financial management,
and involvement of the private sector in infrastructure and service delivery.
Establishing effective mechanisms to support municipal borrowing and
improving the system for allocating intergovernmental grants.
Strengthening the institutional capacity of local governments.

Improving intergovernmental coordination and consultation in urban
development.

oa s w0 N

'In these Chapters, background sections that explain the program’s rationale and early development are
provided for readers not familiar with the program. These are essentially the same as similar sections in the
Second and Third Year Assessments.



[ J

®

Interim Evaluation: Indonesia Municipal Finance Project . 3

Long-Term Accomplishments. This evaluation indicates that the GOl has made,
and continues to make, substanti:d progress toward the program’s basic objectives. Over
the course of the program, its major accomplishments have been: (1) transforming the
process by which urban infrastructure is programmed to one in which coordinated
planning and project preparation occur across sectors for individual cities, with strong
local government participation and linkage to local resource mobilization,;
(2) substantially improving the management of the property tax and other local own-
source revenues, and enhancing their yields; (3) setting a sound policy and technical base
for expanding private sector participation in urban services; (4) building the base for
expanded municipal borrowing for urban infrastructure and operationalizing the Regional
Development Account (RDA) as a major step toward a market-based credit finance system
for local government; and (5) establishing and maintaining a viable framework for
interministerial coordination at the central level.

1991-92 Accomplishments. Accomplishments over the past year have included
(1) establishing and issuing guidelines for the RDA and setting a pesitive real interest rate
for RDA loans; (2) designing and initiating the PURSE project in support of expanded
private participation; (3) taking steps toward rationalizing urban management
information systems; (4) developing initial plans for coordinated technical assistance and
training for local governments in urban management; (5) establishing an experimental
grant fund (Inpres Perkotaan) earmarked for urban development; (6) establishing and
maintaining a system of quantified indicators of program performance; and (7) completing
(by BAPPENAS) an "Issues and Priorities Report” that confirms continuing GOI
comnmitment to the program and sets the basis for updating its agenda.

Program Sustainability and the Role of AID. It is the judgment of this
evaluation that the themes of the GOI Policy Action Plan will be sustained in national
policy in the future. They have remained as constant guideposts since the mid-1980s
and, while progress has not always been as rapid as desired, there have been no reversals
or backsliding with regard to any of them. It is also important to note that, while the GOI
established the Policy Action Plan before AID support was in place, that support has
since become central to the program. First, AID policy dialogues and technical assistance
have been critical to the establishment uf the RDA and serious initiatives to expand
private sector participation. Second, AID’s continued support and monitoring of the
overall program have been important to its momentum, particularly since no other donor
is conditioning its assistance on coordinated achievements under the program as a whole
(even though others such as the World Bank and Asian Development Bank strongly
surport the overall program in principle and finance individual investment project within
it). Third, HGL funds have become vital to the investment program, as the level of capital
support from other donors has declined. Analysis of their use to date suggests that
additionality has been achieved. The investment of $72.6 million in HGL funds over the
first three tranches, plus $45.6 million in HG-eligible GOI own-source funds during
1991/92 alone, has so far been documented.
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Program Status and Challenges. While its accomplishments as cited above are
noteworthy in world terms, the program faces extremely serious challenges at this time.
The real level of urban infrastructure investment nationally is about what it was when
the program began, and is now falling substantially behind government targets and the
needs implied by accelerating urbanization. It is not surprising that so massive an
institutional transformation as that implied by the program has not been fully completed
in just four years. Nonetheless, critical tasks have still to be accomplished. The program
remains too much "public sector supply driven" and is not yet sufficiently demand and
market-oriented. Local governments do not yet feel sufficient "ownership" of the urban
development process, and do not yet have the oricntation or capacity to mobilize human
and financial resources as will be required.

In performance to date, two elements must be regarded as major disappointments:
(1) the financing system has not been modified to give local governments significantly
greater control over local investment; local authorities cannot raise sufficient own-source
revenues to finance their investment plans, while central government resources continue
to be distributed primarily through direct central spending rather than block grants;
(2) a major coordinated technical assistance and training program has not yet been
mounted to develop local government capacity in urban management (although an initial
plan for doing so has been prepared). Some of the Policy Action Plan goals related to
these issues have been met, but the goals have not been ambitious enough.

Among the highest priorities now is to rethink and re-establish a forceful overall
strategy for local government finance in Indonesia in light of recent events. The Policy
Action Plan was accepted as the basis for performance assessment in the final HGL-001
agreement. There are, however, three actions suggested in the Project Paper that have
never been made explicit nor incorporated in the final Plan. Their omission was noted
in the Second Year Assessment. These are (1) developing a written strategy for urban
resource mobilization (with stated targets and institutional milestones); (2) preparing an
overall plan to monitor subsidy allocations and target them more effectively to low-income
groups; and (3) analysis and planning to create the conditions that would encourage
private capital market involvement in lending for urban infrastructure.

In our judgment, these activities are now more vital to program achievement than
before and should be carried out expeditiously. Part of the strategy should entail
reorienting policies of the RDA to ensure that it serves as a transition vehicle helping to
open access to private-market lending to municipal governments, and does not become
a dead-end public institution substituting for private market credit.

This review suggests several additional priorities for action over the next few years.
All are endorsed in the BAPPENAS (1992) Issues and Priorities report. The most vital is
building a serious program of urban environmental quality management and
infrastructure provision into the agenda. Environmental degradation is now becoming
Indonesia’s most severe urban problem. The goal of the MFP is to improve shelter and
living conditions for the urban poor, yet rates of serious illness and death among the poor

®
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due to waterborne diseases and other pollution are accelerating. It is clear, therefore,
that the MFP is itself fundamentally threatened unless some way is found to address
environmental concerns more effectively. Since the solution to most environmental
problems will depend on improved urban infrastructure and services, it is also clear that
an adaptation of the present urban sector program is the only sensible vehicle for
addressing these concerns. There are many issues to be resolved. For example, the
current emphasis on water provision in the urban sector is bound to create new
environmental problems unless accompanied by a strategy for 63

wastewater disposal and treatment. This same approach should also be the most
effective context for a program of prevention, mitigation, and preparedness (PMP) for
disasters in urban areas.

A second, and related, priority is further strengthening the investment
programming process and expediting its full transition to local control. New targets
should give more emphasis to strategic analysis and planning by local leadership--
including greater private and community participation in investment priority setting--and
to streamlining and eliminating bottlenecks in project preparation, appraisal, and
disbursement.

Third, a new agenda should be mapped under the Policy Action Plan to recognize
expected achievements in private participation consistent with implementation of the
PURSE project. And fourth, fresh targets should be established to substantially improve
central monitoring and information programs recognizing that doing so will be essential
to effective decentralization linked to national objectives.

TECHNICAL ASSISTANCE AND TRAINING

The Project’s grant funded technical assistance component includes the Municipal
Finance Project Contract (MFPC), a $3.9 million contract awarded to the Research
Triangle Institute on the basis of a competitive procurement, and a $1.1 million fund for
short-term consultancies and training administered directly by AID/Indonesia.

The basic design of the MFPC created a challenging assignment for the consultant
team. Four long-term consultants were assigned to separate offices, in three different
ministries, each working in one of the key agencies involved in Policy Action Plan
implementation. Their original terms of reference gave clear mission statements but
retained flexibility so that product priorities and schedules could be adjusted in
consultation with counterparts. The consultant team reported to an interagency steering
committee chaired by an official of the Ministry of Finance. They were not charged with
major coordination responsibility related to the overall program (teams funded by other
donors, reporting to BAPPENAS, have more central responsibility in that regard). The
flexibility inherent in this approach was a potential benefit, but the risks were also high.
The dangers of fragmentation and diversion to office tasks outside the project scope were

far from trivial.
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Operating Accomplishments. The performance of the MFPC has been effective
in the face of these challenges: (1) the overall work program, as negotiated with the
steering committee, has been developed (and recurrently adapted) in a strategic manner
so that resources have been well-leveraged and focused on topics critical to overall
program achievement, while avoiding duplication with other GOI consultant resources;
(2) each individual team member has shown considerable initiative in developing work
and establishing working relationships with counterpart agencies; each is highly regarded
by counterparts; (3) actions of the team have consistently emphasized interagency
coordination and cooperation (all key agencies have been meaningfully involved in
planning the overall agenda and have been kept well informed about progress; major
seminars and conferences have been designed to address crosscutting issues that
demand interagency participation); (4) the team has gone out of its way to collaborate
with other consulting teams working in the sector and (on an informal basis) to jointly
focus efforts on Policy Action Plan priorities.

Substantive Accomplishments. The MFPC's substantive outputs have been
substantial. They include:

| Preparing analyses and reports on municipal bonds, local government debt
management, intergovernmental grants, PDAM finances and debt management, and
current practices and future potential in private sector participation in urban services.
The latter provided much of the basis for the design of the PURSE project.

[ ] Developing and updating quantitative monitoring indicators on performance
under the Policy Action Plan.

[ ] Preparing analysis and recommendations concerning the rationalization and
coordination of financial management system packages and urban information systems,
and working with GOI staff to implement change.

] Preparing plans for a major interagency program of technical assistance and
training for local governments in urban management and for the clarification and further
development of local government guidelir.es for urban management.

] Helping to design and guide pilot programs to broaden the approach to local
investment planning by linking infrastructure investment to urban economic development
objectives and spatial planning.

[ | Designing and conducting five national interagency policy seminars
(municipal finance, urban institutional and manpower development, private participation
in urban water supply, urban land price inflation, management of local government debt).

| Designing and conducting technical workshops (program planning for
BANGKOTA, monitoring indicators, regional investment modeling, new approaches to
infrastructure development).

o
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[ ] Designing and conducting incountry staff training courses for individual
counterpart agencies (70 participants to date).

[ Sponsoring and arranging for overseas short courses in urban financial
management, urban environmental management, infrastructure planning, and public-
private partnerships (81 participants to rlate).

Areas for Improvement. While this component has been successful overall, the
evaluation raises four concerns. First, the project has not been forceful enough in
keeping the principal fiscal reforms included in the GOI's urban sector policy statement
at the top of the policy agenda. The momentum for intergovernmental grant reform, for
example, appears to have eroded, while no clear strategy has emerged for following up
creation of the RDA with movernent toward larger-scale, market-based lending to local
governments. Second, although original plans did not call for MFP focus in this area,
problems have emerged in the decentralized investment programming process (e.g., the
lack of adequate strategic planning and priority setting, bottlenecks in project processing)
that now warrant attention from the project. Third, while the MFP training program has
been consistent with the original plan in its emphasis on overseas training, a higher
priority should now be given to developing indigenous training capacity (this priority is
now being recognized in the MFP's plans for building such capacity in urban
management). Finally, the technical assistance agenda could be better focused if the TA
team, government Counterpart Committee, and AID representatives met regularly to
review accomplishments and set priorities for the next period. We recommend that such
meetings be held quarterly, and that, prior to each meeting, the TA team distribute a
summary of technical assistance products over the past quarter and a proposed work
plan for the next quarter. BAPPENAS should be invited to participate as a member of the
MFP Counterpart Committee. Because of its central role in relation to the Policy Action
Plan, the addition of MFP technical assistance support directly to BAPPENAS should also
be considered.

PROGRESS IN RELATION TO THE LOGICAL FRAMEWORK

In addition to the GOI's perforrnance under the Policy Action Plan, the Municipal
Finance Project also is to be evaluated against a series of Objectively Verifiable Indicators
(OV1) of performance set forth in the Logical Framework of the Project Paper. Most of
these measures overlap themes of the Policy Action Plan, but some bring out interests
not covered explicitly in that Plan. An mterim review of progress in relation to the Log-
Frame is presented in Annex A and summarized here; more complete information on each
of the topics is presented throughout the report. The results of the OVI evaluation are
mixed. Many of the targets either have been achieved or, in our judgment, are well on
the way to being achieved. But in roughly half the cases, we identify problems or find
that the data needed to monitor progress are not available. In three cases, discussed in
the Appendix, we question the appropriateness of the targets that originally were set.
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[ ] Prmject Goal: 5 measures

(1) Increase in total level of shelter-related urban investment.

Not met. Over the project period to date, sector investment has increased at an
annual rate of 4.5 percent, which is well below thz2 rate of inflation. Per capita real
tnvestment in the sector has declined substantially. Even in current ruplah, total
sector investment in 1991/92 was less than in 1988/89.

2) Increase in investment benefiting below median-i:icome families.
Unknown. There is no monitoring of the income profile of investment beneficiaries.

(3) Increase in private-sector financing of urbaxn services.

Almost certainly met.

(4) Increase in local own-source revenue available for investments benefiting
below median-income families.

Own-source revenues have increased strongly. How these funds are being used is
unknown.

(5) Reduction of present level of central government funding of urban
infrastructure.

Not met. Central government funding has increased; its relative importance in the
sector financing mix is at least as great as it was at beginning of project period.
(We assume this goal is intended to relate to a reduction in the relative share of
central government funding rather than a reduction in the absolute amount of such

Junding.)

| Project Purposes: 7 measures--4 achieved or making appropriate progress
toward achievement (principally those concerning greater private sector role in service
provision; enhanced financial management capacity of local government; and
operationalization of the RDA); 3 not yet achieved and future full achievement
questionable (consolidation of central grant and loan system; incentive system for local
revenue generation; central government loans reflect cost of capital and risk).

m Project Outputs: 11 measures of "fllustrative" magnitude of outputs--6
achieved or making appropriate progress (participation of private sector; meeting
investment plan targets; clarification of division of service responsibilities by level of
government; standardization of financial reporting to central government; reduction in
concessionary loans); 4 not achieved and future full achievement questionable (practical
guidelines for acceptable levels of local borrowing; grant formulas that tie assistance to

®



®

@

®

@

Interim Evaluation: Indonesia Municipal Finance Project , L]

local management improvements; adoption of financial disclosure standards; policy to sell
to private sector participation certificates in RDA portfolio (this last is not an appropriate
target in our judgment); 4 not achieved but some progress (guidelines for local borrowing,
appropriate cost recovery strategies for services, standardized accounting for central
funds to local government, financial disclosure requirements established); 1 is not being
monitored systematically (adoption of local cost recovery pricing in urban service delivery)
though anecdotal evidence suggests that progress is being made.

[ | Prgject Inputs: 3 measures having to do with disbursement of HG loan,
provision of technical assistance, ancl GOI implementation of investment plan--all have
been achieved.

In summary, performance in relation to the overall Log-Frame is promising at this
point. However, the problems identified should be addressed. Most of them re-
emphasize one of the major conclusions related to progress under the Policy Action Plan:
i.e., there is an urgent need for a more forceful strategy at the central level for reforms
that will give local governments greater control over tlie financing side of urban
investment. The failure to monitor the income profile of the beneficiaries of urban
investment is another deficiency. It has led to a great deal of conflicting speculation as
to whether these investments are reaching the urban poor.

FUTURE PROGRAM DEVELOPMENT

Indonesia’s decentralized urban development program has accomplished much,
yet much remains to be done. The program’s basic themes are still valid and they work
as an integrated package: failure to make sufficient progress under any one of them
would severely constrain the success of the others. It should be self-evident that the
program is most likely to proceed effectively under the continued pressure of an
interministerially supported and coordinated Policy Action Plan at the central level--one
that is regularly monitored and adapted in response to changing trends and the
emergence of new opportunities. The greatest threats to continued progress would be to
break up the Plan and TKPP or to establish alternative mechanisms that weaken them.

Continued support from external donors for some years will be essential if the
delivery system promised by this Plan is to become fully institutionalized and self-
sustaining. Particularly in view of the key role AID support has played of late, and of its
contribution to the urban sector policy dialogueue, the probable payoff to additional AID
resources is substantial. A new HGL program is warranted together with amendments
to substantially expand the technical assistance and training component of the Project.
To best take advantage of this opportunity, a new HGL should be based on the GOI's
perseverance with all elements of the Plan, but should give special emphasis to areas that
are appropriately the focus of AID technical assistance initiatives: (1) effective programs
and policies to further urban ernwironmental quality management and the provision of
urban enwironmental infrastructure; (2) a viable and sustainable finance and credit system
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Jor local govermment; and (3) private sector participation in urban services. These
emphases are fully consistent with the priorities for the future identified in BAPPENAS'

Issues and Priorities Report.

The investment program under the new HGL should be structured to reinforce
priority for investments that benefit below median-income households, reduce
environmental degradation, and support the transition of the RDA to a market-based

system of municipal credit.

e
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Chapter 2

LOCAL RESPONSIBILITY AND
THE INVESTMENT PROGRAM

This chapter reviews progress in strengthening and clarifying local government
responsibility for urban infrastructure (Policy 1) and implementing a coordinated and
decentralized process for programming urban infrastructure investment (Policy 2).
Further data on goals, targets, and accomplishments are provided in the updated Policy
Action Plan matrix in Annex 3.

STRENGTHENING AND CLARIFYING LOCAL RESPONSIBILITY

Basic legislation assigning main responsibilities in urban development to local
governments was passed in the 1970s. Medium term goals in the current program under
this theme were defined to extend and clarify authority consistent with these laws. Three
objectives were set relating to (1) the clarification of detailed functional responsibilities
between levels of government, (2) clarification of responsibilities for traffic management,
and (3) defining responsibilities under the Integrated Urban Infrastructure Development
Program (IUIDP). These have largely been achieved.

Specific achievements include a policy statement (PP 14 1987) that sets forth
parameters assigning service functions more clearly at the local level. Also,
infrastructure was inventoried in ten cities, and central and local officials reached joint
agreements on more specific allocations in those cities (e.g., maps of all roads were
marked to demarcate which level of government and which specific agency would be
responsible for the development. or upkeep of each road link). Lessons from these
exercises were then used as = basis for similar classification as a part of investment
programming activities elsewhere (Directorate Bina Program, 1989 and TKPP, 1989a).

The most recent accomplishments under this element relate to the re-classtfication
of urban areas. The HGL Second Year Assessment noted that this process was a
concern. Unless a city has been given Kotamadya status, it has no government primarily
concerned with its own specifically urban interests, as distinct from those of its rural
hinterland. In deciding whether or not to borrow from the RDA, for example, the
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incentives of a Bupati that happens to have a sizeable city within his Kabupaten
boundaries are very different than they would be for the Walikota of the city itself. NUDS
(1985) proposed a schedule for accelerating the classification of urban areas in Indonesia,
but that schedule has fallen far behind. “The process is moving more quickly now,
however. Two Kota Administratip have recently been upgraded to Kotamadya status
(Bitung, in North Sulawesi, in 1990, and Denpasar, in Bali, in 1991) and plans are well
along for similar upgrades in the near future (including five Kota Administratip that are

provincial capitals).

IUIDP PROGRAM RATIONALE

Through the mid-1980s, virtually all urban infrastructure in Indonesia was
planned by central government agencies in Jakarta (primarily by the Ministry of Public
Works--MPW) and implemented by their field offices in the provinces. The programs of
one central office (e.g., water supply) were seldom coordinated with those of another (e.g.,
drainage}, either spatially or temporally, and local officials had little chance to influence

them.

As cities and towns began to grow much more rapidly, there was recognition that
this approach could not be sustained logistically, let alone respond sensitively to the
varying needs of different urban areas. Many central officials came to believe that the
only satisfactory long-term solution would be for local governments to assume full
responsibility for providing (and largely financing) their own urban services. This
approach was endorsed in the National Urban Development Strategy (NUDS, 1985).
However, it was also clear that few of Indonesia’s local governments then had the capacity
to assume this role effectively.

The IUIDP response to this dilemma is a phased approach to decentralization in
which the central government supports local capacity building at the same time that it
works with existing local staff in planning and implementing investment programs (See
TKPP, 1987, and, Hendropranoto Suselo, 1985 and 1988). In its idealized form, the
process entails the following steps: (1) meetings are held with provincial governments to
review NUDS analyses and prioritize cities for attention: (2) project teams in the selected
cities (local staff with technical assistance provided {rom the center) review and update
local master plans or develop a new "structure plan" where none is available; (3) teams
then use those plans as a guide in developing a proposed local multi-year investment
program (PJM) integrated across several sectors; (4) the teams are also required to
prepare a complete financing plan (RIAP) that covers the enhancement of local revenues
and borrowing, as well as support from the central budget and/or external donors;
(5) plans (LIDAP) are also prepared for building the capacity of local government to
assume ever increasing responsibility for infrastructure development, operation, and
maintenance; and (6) individual city programs so defined are reviewed at the province
and central levels and decisions are made about the allocation of central loan and grant

funds.

®
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To date, IUIDP has been limited to functions that traditionally had been the
responsibility of MPW's Directorates General Cipta Karya (water supply, sanitation,
drainage, kampung improvement) and Bina Marga (urban roads). It was reasoned that
trying to cover more functions at the start might add complexity and threaten program
viability. Other functions could be added later after the IUIDP had proved itself.

IVIDP PROGRAM DEVELOPMENT AND ACCOMPLISHMENTS
Programn Accomplishments and Operating Problems

IUIDP has been implemented nation-wide under guidelines issued in 1987 (TKPP,
1987b). Progress is detailed in Directorate Bina Program, 1990, and cogently
summarized in Budhi Tjahjati, 1990. PJMs have been prepared (or are in preparation)
for urban areas in all 27 provinces.

As the program was developing through 1990, efforts were made on a continuous
basis to improve it in process. One example is the fact that initial guidelines and
manuals were regularly reviewed and revised based on operating experience. Another is
the introduction of a new emphasis on improving the operations and maintenance (O8&M)
of infrastructure through the Performance Oriented Operations and Maintenance
Management System (POMMS, see P.T. Perencana Aneka Sarana and DeLeuw Cather,
Inc., 1990), which was designed and tested in eight cities. Also notable was Directorate
Bina Marga'’s effort in shifting virtually all urban road planning into the IUIDP framework.

Partly because initial targets were so ambitious, there have been many problems
in IUIDP implementation (see UNDP, 1989, and Tjahjati, 1990). Particularly in the early
years, consultants often dominated PJM preparation without providing adequate
opportunity for meaningful local involvement. Still today, many local governments have
not yet internalized the process or developed the capacity to operate it effectively. It also
became clear that the initial guidelines were too cumbersome and did not permit enough
flexibility to adapt to varying local needs and priorities.

Nonetheless, IUIDP has generally been regarded as a major accomplishment. Its
basic characteristics (integrated planning across sectors based on city-specific conditions,
the linkage to financial discipline through the RIAPs and to capacity building through the
LIDAPs) in and of themselves have been seen as a dramatic improvement over the
approach of the past. Also, efforts continue to be made to rectify problems as they are
identified: e.g., by revising IUIDP guidelines (see, for example, TKPP, 1989b).

Progress in PJM preparation and appraisal has been substantial over time and has
given no signs of slowing down over the past year. At this point, the number of PJMs
reaching the appraisal stage is growing markedly. As of December 1991, 80 PJMs had
been completed (covering urban areas accounting for 50.6 percent of the nation’s
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estimated 1990 urban population) and another 96 were in preparation (covering another
20.6 percent of the urban population).

Recent Program Improvements and Institutionalization

Since 1990, there are a number of indications of the GOI's efforts to further
institutionalize and improve the IUIDP process. Five are noted below:

1. The Ministry of Home Affairs (MHA) now regularly requires that local
governments that have them use their PJMs and RIAPs, developed through IUIDP, as the
basis for their submissions in the traditional annual budget negotiations with the central
government (RAKORBANG). Interviews during the Third Year Assessment, and again in
this mission, suggest that local government (Tingkat II, or Tk.II) officials are increasingly
conforming to this requirement.

2. Often overlooked is the impact PJM/RIAP preparation has had on the
central agencies that have traditionally planned and implemented urban infrastructure
programs (principally Cipta Karya and Bina Marga). MPW instructions, in fact, now
require these agencies to conform their own investment plans to PJMs where they exist.
More important, perhaps, than instructions on paper, is the political power the existence
of a locally developed PJM creates. In the early 1980s, when local governments had no
coherent capital improvement programs of their own, they had little rationale for
complaining about a central agency’s implementing a project in their territories without
sufficient prior negotiation. Now, when a PJM exists, there is a sound basis for appealing
any central agency initiative that does not conform to it. Interviews have indicated that
such appeals generally are upheld and that, accordingly, the central agencies are
progressively less likely to try to initiate projects inconsistent with PJMs.

3. Efforts are continuing to improve the effectiveness of the program itself and
to gain local acceptance and control. Under the leadership of the Interministerial Group
(IMG) that is now responsible for day-to-day IUIDP guidance under TKPP (a) guidelines
and manuals again are being revised toward these ends; (b) a major study of "strategic
management for urban development" was undertaken (PADCO, 1992); and (c) the UN
support project is providing special technical assistance in three cities particularly to
enhance local governments’ sense of "ownership" of the process.

4. The recently developed Program Financial Accounting and Management
(PFAM) System, which was designed to improve the monitoring of IUIDP expenditures,
is currently being installed in 9 provincial and 44 local governments.

5. Cipta Karya is experimenting with expanded versions of the IUIDP
approach. It is working with local leadership on IUDP planning exercises (in Bandung
and three towns in Sumnatra) that involve a wider range of infrastructure sub-sectors and
explicitly incorporate a broader range of development goals (e.g., economic development).
These efforts have been supported and guided under the MFPC.
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THE INVESTMENT PROGRAM

Tables 2.1 and 2.2 present data on the core of the urban investment program from
1987/88, the baseline year prior to implementation of MFP, through 1991/92. The data
include investment programmed by central agencies as well as funds flowing through the
PJM process.?

For comparative purposes, data for 1986/87 are shown, as well. Expenditure
totals are taken from the formal monitoring of the Cipta Karya sub-sectors performed by
TKPP and Cipta Karya. In some cases, the figures differ slightly from the earlier
estimates presented in the GOI's Issues and Priorities Report. Data for the fiscal year
1991-92 (ends March 31, 1992) are preliminary and subject to small revisions.

Urban sector total investment increased substantially between 1986/87 and
1987/88, due primarily to the influx of funding from the World Bank’s Urban Sector
Loan. Since that time (and over the lifetime of MFP), sector investment has increased at
an annual compound rate of about 4.5 percent, which is well below the rate of inflation.
As a result, real investment per capita has fallen significantly. Investment has fallen even
farther behind the estimates of needs that underlie the sectoral program. It also has
trailed budget targets. For example, the Rp. 750.7 billion actual investment total for
1990/91 compares with a budgeted total at the beginning of the year of Rp. 1,094.1
billion.

Both the World Bank (1991) and BAPPENAS (1992) recognize that investment
levels are falling behind targets. Indeed, BAPPENAS estimates for 1990-91 show an even
greater shortfall. Both reports judge that in the short-term institutional constraints
probably have been more binding than financial constraints. The pipeline of high quality
projects ready for appraisal has declined, and there are important bottlenecks, stemming
from both GOI and donor practices, in disbursement and implementation. These are
important issues to be addressed in the next phase of the program.

For the six years shown, the largest share of funds was spent on water supply
systems (more than one-third) and local road extensions and improvements (almost one-
quarter). Sizeable shares also went to flood protection, environmental sanitation and
drainage, and the Kampung Improvement Program (KIP). This allocation of resources
conforms to the priorities stated in Repelita V. The financing side of the investment

picture is discussed in Chapter 3.

’The data on these tables include O&M expenditures, as well as capital investments for the basic needs
subsectors covered under IUIDP. Similar data (isolating expenditure directly in urban areas) are not available
for other subsectors such as energy, telecommunications, and port and market development.
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Table 2.1
THE URBAN INVESTMENT PROGRAM, 1986/87-1991/92
(Current Rp. in biilions)

Total 1986/87 1987/88 1988/89 1989/90 1990/81 1991/92
USE OF FUNDS
Water Supply 1,582.2 1,886 250.6 260.7 198.9 332.1 351.3
Flood Prevention 451.3 28,6 103.7 119.5 105.3 415 52.7
Env. San & Drainage 468.5 421 720 1084 66.9 96.0 83.1
Kampung Improvement 283.8 234 38.8 59.4 52.0 58.4 51.8
Roads 1,116.0 116.6 146.7 2043 255.8 186.4 207.2
Planning 248.0 30.2 47.3 41.2 48.8 36.3 44.2
Total 4,149.7 4285 650.1 793.5 727.7 750.7 790.3
SOURCE OF FUNDS
National
Cipta Karya 1,345.4 133.8 2155 235.8 202.0 239.7 318.6
Other 917.2 531 183.7 215.0 206.0 136.7 1227
Subtotal 2,262.6 186.9 399.2 450.7 408.7 376.4 441.3
Local
Domest. Loans 221.7 124 27.2 64.8 85 554 538
INPRES 447.0 60.5 70.5 72,0 106.8 71.9 65.4
SDO 34.2 48 42 19.7 2.0 1.2 2.3
APBD I &Il 585.6 65.7 75.3 138.8 131.1 85.0 89.8
PDAM 598.6 98.5 82.8 47.6 7.3 160.8 137.7
Subtotal 1,887.2 241.6 259.9 3428 319.6 374.3 349.0
Total 4,149.7 4285 659.1 793.5 727.7 750.7 790.3
SOURCE: TKPP
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Table 2.2
THE URBAN INVESTMENT PROGRAM, 1986/87-1991/92
(Percent of Total)
Total 1986/87 1987/88 1983/89 1989/90 1980/01 1991/82
USE OF FUNDS
Water Supply 38.1 44.0 380 329 27.3 44.2 445
Flood Prevention 10.9 6.7 15.7 15.1 14.5 5.5 6.7
Env. San & Dralnage 1.3 9.8 10.9 13.7 9.2 128 105
Kampung Improvement 6.8 5.5 5.9 7.5 71 7.8 6.6
Roads 26.9 27.0 229 258 35.2 24.8 26.2
Planning 6.0 70 7.2 5.2 6.7 4.8 5.6
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
SOURCE OF FUNDS
National
Cipta Karya 324 31.2 32.7 207 27.8 31.9 403
Other 221 124 27.9 271 28.3 18.2 155
Subtotal 54,5 43.6 60.9 56.8 56.1 50.1 55.8
Local
Domest. Loans 5.3 28 41 8.2 1.2 74 68
INPRES 10.8 14.1 107 9.1 14.7 9.6 83
SDO 0.8 1.1 0.6 25 0.3 0.2 0.3
APBDI &I 14,4 15.3 114 17.5 18.0 M3 1.4
PDAM 14.4 23.5 126 6.0 9.8 21.4 174
Subtotal 455 56.4 394 43.2 43.9 49,9 442
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Source: TKPP
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CONTRIBUTION OF THE HG LOAN

The GOI has channeled HGL resources directly into projects delivered through this
sectoral program (HGL supported projects are clearly identified and advertised as such).
The GOI's practice has been to allocate, as well, additional amounts from its own
resources (exclusive of amounts financed by other donors) to HGL-eligible purposes.®

A report on these expenditures (Directorate Bina Program, 1992) shows that over
the period of the first three tranches (through 1991/92), a total of $72.9 million in HGL
funds had been invested. Of this total, $56.2 million went for projects being
administered by DG Cipta Karya: 45 percent of this amount was for water supply
projects, and another 27 percent for Kampung Improvement Program (KIP) projects, while
shares of 8 percent or less each were allocated for projects in human waste and
sanitation, drainage and flood ccntrol, solid waste disposal, access road improvement,
and urban planning. The remaining $16.7 million was channeled to the sector via loans
through the Ministry of Finance Regional Development Account (RDA).

The GOl documented that it invested an additional $45.7 million from its own
resources on HG-eligible expenditures during the third tranche period. Thus, the first
three tranches have resulted in a documented total of $118.6 million in HG-eligible
expenditures so far ($72.6 million plus $45.7 million). The total through the third
tranche will ultimately be higher, if the GOI provides documentation on its HG-eligible
own-source outlays over tranche periods one and two. These investments are consistent
with the goals set for the investment program, and support approved types of
infrastructure as called for in Section 5 and Annex 5 of the Project Paper (AID/Indonesia,
1988). AID staff have on several occasions undertaken field visits to confirm, on a
sample basis, the existence of the listed projects and their compliance with HGL eligibility

criteria.

STRENGTHENING THE INVESTMENT PROGRAM

Total investment is now falling behind, and there are questions about the quality
of the project pipeline. How can it be strengthened so that it can address the needs of
urban growth more effectively? To be sure, a large part of the solution will ultimately
depend on completing reforms of the financial system. Potentials there will be discussed
in Chapter 3. Another requirement will be a sizeable expansion of coordinated technical
assistance and training in urban management. This issue will be discussed in Chapter
4. But steps can be taken within the program itself that should make a difference in the

short term.

3Based on studies at the start of the program, formulas have been established for estimating the
percentage of expenditures in each infrastructure category that are likely to benefit below median-income
households.
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Local Strategic Analysis and Priority Setting

One of the highest priorities for IUIDP now is to move local officials into a more
commanding role in ongoing PJM/RIAP preparation and implementation. In the first
rounds of IUIDP, many local officials worked closely with the consultant teams and
controlled key decisions, but this was not true in many others (Tjahjati, 1990). Another
problem is that PJMs generally suffered from a lack of analysis and strategic planning
and priority setting across sectors before project lists have been compiled. Program staff
admit that IUIDP guidelines have been weak in these areas. It might be possible to
address both of these objectives by a new (but fairly low-cost) program to involve local
leaders in strategy planning to improve the efficiency and effectiveness of their action

programs,

The process might work as follows: (1) a central technical assistance/training team
would work with local government staff in preparing quick studies of the development
challenges faced by a city (and the relationship of the city's current PJM to those
challenges); (2) the mayor would call in his top management staff along with a few key
private and community leaders for a one- or two-day retreat; (3) at the retreat, local
technical staff (with assistance from the central team) would present their ideas coming
out of their studies; i.e., outlining alternative strategies for development open to the city
and presenting rough estimates of the impacts of each (e.g., infrastructure and land
development requirements, costs and potential financing, environmental impacts,
impacts on job creation and economic indicators). The estimates would be presented only
to stimulate the joint thinking of the local leadership team, not in the manner of hard
forecasts. In this context, the local leadership team would be forced to consider basic
strategic choices in a realistic manner. The initial retreat might lead to other meetings,
to policy decisions and guidelines after that and, finally, to modifications to improve
current PJMs. This thinking would not be limited to the current IUIDP subsectors. (This
approach is quite consistent with ideas for broader "dynamic spatial programming" now
being experimented with on a pilot basis under guidance from the MFPC--see Chapter

5).
Short-Term Efforts to Facilitate Pipeline Processing

While the responsibility for implementing urban infrastructure investment is
shifting to local government, much of the work in handling the current pipeline still rests
with DG Cipta Karya. Management analysis and process reform there might help to
expedite processing. The BAPPENAS' Issues and Priorities Report offers ideas as to one
way in which this could be approached. It identifies that the problems "reside partly in
the government procedures associated with project identification, preparation, appraisal
and implementation . . . and partly with the practices and demands of external agencies."
The approach would be to reach agreement about a "more practical and responsive form
oflending package." This might entail project identification and preparation based on the
"bare bones of a PJM;" expedited procedures such as those used in the World Bank East
Java/Bali project for preparation and appraisal (based on "plausible” estimates and full
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sub-project preparation only for the highest priority elements); working in close
collaboration with the Mayors and Sekwildas; defining institutional arrangements and
funds channeling arrangements prior to loan effectiveness; appraisal procedures tatlored
to the scale and complexity of sub-projects (making it possible to appraise and disburse
against simple sub-projects quickly); and providing better initial technical assistance and
simpler procedures for procurement. The most important theme would be to allow the
most urgent and simplest sub-projects to move more quickly.

Changing Roles for DG Cipta Karya

As more responsibility shifts to local governments, Cipta Karya's traditional role
will diminish, yet it still contains the nation’s greatest concentration of professional skills
regarding physical infrastructure. One avenue for using this resource productively stems
from the recent proposal, prepared collaboratively by the MFPC team and IUIDP
Implementation Support Group, to develop a major program to build local government
capacity in urban management. This proposal involves a coordinated interagency
approach to technical assistance and training that would gradually replace present
fragmented programs in these fields (see discussion in Chapter 5).

Some of the key modules that are a part of that proposal focus on urban physical
development--including issues relating to land, infrastructure, environmental
improvements, and related aspects of economic development. It could be that a major
function for Cipta Karya in the future, perhaps the primary function, would be to serve
as a center for technical assistance and training to local governmcnts in these physical
development aspects of the coordinated urban management capacity building program.

Cipta Karya should not develop this orientation in isolation. The ongoing planning
and management of the overall urban management capacity building program is
proposed as a collaborative effort of all key agencies in TKPP. Even those modules
oriented to urban physical development should be delivered in a team environment with
colleagues from BAPPENAS and MHA having joint responsibility with Cipta Karya for
program delivery.

There is wide recognition that training in a lecture setting alone is not an cffective
approach to capacity building. This new program could employ a full range of techniques
that international research has shown to have the highest payoffs. This could entail, for

example:

[ Acting as facilitators (including the provision of analytic support) to local
leadership teams {city officials and private leaders) as they conduct their own strategic
planning and priority setting as discussed above.

[ Preparing and delivering training courses to all levels of local government
staff, including practical exercises and field work combined with more conventional

lecture approaches.
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[ | Providing hands-on assistance to local staff in installing new management,
analytic, and operating systems and proceduires (this could cover a wide range of systems
approaches including program fezasibility and impact analysis, development project cash
flow management, implementation monitoring)., Here, the TA teams would work with
them directly to install the systems (providing related training as appropriate), remain on-
site to assist them in trial runs and initial operations, and return periodically to assess
performance for top managers and provide any additional help that might be needed in
working out problems.

[ | Providing other types of, on the job training that may be needed to local staff
in the development process.

| Serving as an extension service for technical assistance--when local leaders
have special problems related to our areas of expertise, we would be prepared to send in
technical assistance teams to help them in solving them. This would include consultant-
type assistance in preparing studies and policy development to the extent that is
requested.

[ | Assembling, preparing, and disseminating reports, journals, newsletters and
other materials on new techniques and approaches for local governments in urban
physical development.

[ ] Preparing and conducting conferences, serninars, and workshops on relevant
new techniques and approaches in fields relevant to Cipta Karya expertise.

ADDRESSING THE URBAN ENVIRONMENTAL CHALLENGE
Urban Environmental Trends

The Issues and Priorities Report prepared by BAPPENAS (1992) recognizes a new
priority that has not been addressed in investment programming. Research over the past
few years suggests that environmental degradation may be becoming Indonesia’s most
serious urban problem. Although it has not yet reached critical levels in most cities, air
pollution is increasing rapidly, particularly with the growth of motorized vehicles. Yet
more serious now is water pollution, which is accelerating with urbanization as more and
more untreated wastes are discharged into rivers and streams and also contaminate
ground water resources. Waterborne diseases are already one of the leading causes of
serious illness and death in Indonesia’s cities. Also, unguided urban expansion into
environmentally sensitive areas (particularly lands subject to flooding and watersheds)
is growing and can be both life threatening to the residents and permanently damaging
to ecosystems.

A recent environmental profile of metropolitan Jakarta (MEIP, 1991b) paints a
frightening portrait of trends in that city, but these issues are of growing importance
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throughout urban Indonesia (Willlams, 1987). Further ‘nsights into the nature of these
problems are provided in an AID-sponsored study environmental conditions in Jakarta
and Ujung Pandang (Chifos and Lubis, 1991) which finds that (1) the problems are
indeed severe; (2) individuals and firms have little understanding of how their own
behavior impacts these problems or what might be done about them; (3) a large share of
all urban environmental issues are really problems of inadequate development and
management of land and infrastructure; and (4) responsibility for dealing with
environmental degradation overall remains fragmented. Furthermore, it is generally
conceded that the burdens of urban environmental degradation fall most heavily on the
poor (see, for example, Campbell, 1989).

In Indonesia today, there seems to be widespread awareness that urban
environmental degradation is already severe. The Chifos and Lubis (1991) study
indicated that households, commerce, and industry now believe environmental
improvement is important and that many households (roughly 50 percent) are willing to
pay for some basic improvements (better public toilets, cleaner and better-designed waste
water ditches). Government leaders interviewed unfailingly showed concern for the urban
environment and an interest in policies and programs to improve it.

Past Efforts to Address Urban Environmental Degradation and Their
Inadequacies.

Indonesia is, in fact, ahead of many other countries in attempting to address its
environmental problems. Studies prepared in cooperation with the World Bank have
exair.ned concerns with regard to industrial pollution (World Bank, 1991¢) and forests
ans. other trends in the countryside (Davis, 1988). In 1986, the GOI established a
process requiring the preparation of environmental impact assessments of public and
large private sector projects (AMDAL) and a Presidential Decree in June 1990 formally
established the Environmental Impact Management Agency (BAPEDAL), providing a
general mandate for pollution control and oversight of the AMDAL process (Calkins,
1991, Kingsley and Ferguson, 1992).

However, these steps are not likely to be forceful enough to have a substantial
effect. Much reliance to date has been placed on strengthening AMDAL, and studies
indicate the much needs to be done to improve it (Fisher, 1991). But environmental
specialists increasingly recognize that environmental impact assessments in and of
themselves are not enough. They often come too late to affect the key public decisions
that determine environmental quality: i.e., much work has gone into a project's design
by the time environmental assessment is conducted, and there is much resistance to
change at that point. Environmental criteria should be given prominence at the very
start of the planning process, but there is presently no mechanism to ensure that will
occur. Also, there are no mechanisms to involve Mayors and other local leaders in
mounting broad and forceful environmental quality management programs in individual
cities.
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A more comprehensive approach is being taken in Jakarta where the World Bank
(in conjunction with its Metropolitan Environmental Improvement Project--MEIP--and the
Jabotabek Urban Development Project III) is working with GOI and local officials to sort
out institutional responsibilities and deal with issues such as joint wastewater treatment,
institutional strengthening, environmental improvement in Kampungs (with a new
emphasis on community particlpation), and informal-sector community-based
composting and recycling enterprises. But similar activities are not underway elsewhere.
The GOI has not yet developed a comnplete policy, let alone the institutional capacity, to
deal with urban environmental quality management (UEQM) nationwide.

Implications for AID's Municipal Finance Project

The fundamental goal of the MFP is to improve shelter and living conditions for the
urban poor, but accelerating environmental degradation will certainly prevent the
achievement of that goal. Thus, the MFP is itself directly threatened unless some way is
found to more effectively address environmental concerns. The project’s components as
presently defined do not address these issues directly, although with modifications they
represent a framework well suited for doing so (as explained below). Therefore, adapting
the present approach to incorporate effective UEQM should be a high priority in the
design of a new HG Loan program.

Suggested Approach

The most basic understanding behind the GOI's urban Policy Action Plan is that
local leaders have stronger knowledge and incentives to guide urban development
effectively than central officials. Surely, that is also true of UEQM. Also, it is self evident
that the solution to most urban environmental problems will depend on improved
infrastructure and services, or programs closely linked to them,; i.e., it is impossible to
imagine effective UEQM that does not entail enhanced water supply, waste disposal and
treatment, and guidance of land development (which is primarily influenced by the
placement of major roads and water supply mains). Therefore, the decentralized urban
development program defined in the Policy Action Plan is not only the best, but probably
the only effective, vehicle for addressing urban environmental degradation.

Furthermore, the context offered as local leaders consider tradeoffs in
infrastructure design should have a profound effect in stimulating their interest in other
programs needed for UEQM. For example, the best time to gain their support for demand
management programs to reduce wasteful use of water may be during PJM preparation,
just when they have been confronted with estimates of the full costs of infrastructure to
collect and treat all of the wastewater implied by present trends in usage (see Kingsley
and Ferguson, 1992). This context should also stimulate their thinking about community
involvement in environmental management, as well as roles for the government and
private entities in sustainable urban service delivery.
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An ideal place to give prominence to UEQM should be in the type of urban strategy
formulation and priority setting process associated with IUIDP described in the section
above; i.e., a local leadership team (including private sector leaders) seriously reviewing
strategic options and making basic policy decisions based on analysis of the implications

of alternatives.

Several things (that could be supported in a new HGL program) will be needed to
further UEQM effectively: (1) the addition of clear UEQM objectives to the policy action
plan: (2} efforts to begin to measure and monitor environmental problems in cities (e.g.,
the extent and spatial spread of ground-water pollution--it makes the most sense to start
with selected and simple measures first and then improve monitoring capacity over time);
(3) national level work to develop analytic techniques that can show local decision makers
in a straightforward manner the implications of alternative strategies (there are bases for
such techniques--see, for example, Abt Associates and Sobotka Inc., 1990, and Shin et
al, 1992--but effort is needed in making their outputs easier for local leaders to
understand); (4) the mounting of this type of Jocal strategic planning process in the
context of the overall decentralized urban development program; and (5) supportive
research, policy development, and technical assistance and training at the national and
provincial levels. We believe these approaches should be given priority in the next stages
of the existing MFP project and in the design for a new HGL.

Urban Disaster PMP

The main arguments supporting this approach for UEQM also are highly relevant
for disaster prevention, mitigation, and preparedness (PMP) in urban areas. In particular
(1) while supportive roles should be played by national and provincial governments, if it
is to be effective, the main thrust of PMP activity should be designed and implemented
by local leadership; and (2) early local strategic planning, linked to UEQM, is likely to do
much more to relieve the pain and damage associated with disasters in urban areas, and
at much lower cost, than anything done after the fact. An example is the Bhopal disaster
inIndia. The problem there was fundamentally a land-use problem--squatter settlements
would not have sprung up around the plant if local government had done more (provided
trunk infrastructure, etc.) to open up sufficient land for low-cost residential development
in other locations. The same can be said for the emergence of kampungs in flood prone

areas in Indonesia.
UEQGM Program Themes

The following themes should be supported as a part of environmental management
in the suggested program.

| Responding effectively to service demands that can be met by local
governments, and helping to structure a tariff policy that recovers costs from beneficiaries
to the extent feasible but recognizes income and demand limitations. Households now pay
for safe water, access to communal toilets, and garbage collection, and are willing to pay

o
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more for some types of environmental infrastructure. But it is the essence of markets
that households not be forced to pay for services they don't want to buy. The decision
as to which local environmental services should be delivered through markets, subject
to consumer choice, and which should be delivered collectively through the public sector,
and how these latter should be paid for, will be critical to establishing a self-sustaining
system of environmental management. Greater exploration of demand, the cost of
different options for environmental infrastructure, and the external (community-wide)
benefits associated with each is needed before pricing decisions can be made.

n Appropriate technologies. Water-borne sewage systems and piped water to
individual households are clearly beyond the financial reach of many of the households
that the HGL seeks to serve. However, alternative technologies of the type supported by
KIP offer lower costs and promise much greater coverage. Further exploration of these
options must play an important role in any strategy to improve the urban environment.

| Building popular support for and awareness of the benefits of environmental
quality. More than most countries, Indonesia has a rich network of local organizations
and heritage of community self-help, even in urban areas. This organizational network
provides a foundation that can be built on for environmental infrastructure that reaches
low-income people. It also provides the framework for collective choice at the community
level in prioritizing environmental projects.

[ Private sector participation. Where markets are judged to be the appropriate
institutional vehicle for delivering services, priority should be given to private providers.
Already, private sector providers are active in such key areas as septic tank cleaning and
sludge removal and solid waste collection. Community preparation for the use of private
markets in environmental services provides a natural link between a new HGL and the

PURSE project.

[ Measurement and monitoring. Better data collection and better analysis of
the impact of environmental conditions on human health and economic growth are
necessary conditions for better-informed environmental choices. Involvement of the
kampungs in environmental quality monitoring is one way to give them a greater sense
of control over environmental conditions and investment choices.
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Chapter 3

FINANCING URBAN
DEVELOPMENT

The core of the Municipal Finance Project is designed to implement policy reforms
in the financing of local governments and local capital investment. The Project Paper
identifies the project purpose as to assist the GOI in:

"further developing its municipal finance system by expanding and
enhancing the management of (local) financial resources, which will enable
Indonesian municipalities to (a) assume an increasing share of the financial
responsibility for urban shelter-related infrastructure and services;
(b) create conditions favorable to private sector involvement in urban
investment finance and service provision..."

THE POLICY FRAMEWORK

Expressed somewhat differently, the Project has the policy objective of helping to
establish a self-sustaining system of local and intergovernmental finance capable of
meeting the country’s urban investment and urban service needs. It is built around four
pillars of reform articulated by the GOI in its urban sector policy:

n Strengthening local governments’ own-source revenues.

| Rationalizing the intergovernmental grant system, so that local authorities
have access to more predictable and transparent central-government transfers, and can
exercise greater control over the funds they receive.

] Establishing a workable local government credit system, which can serve
as a mechanism of transition to local authority borrowing from the private capital market.

[ Strengthening the private sector's role as investor in local infrastructure
facilities and provider of local services.
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In part, the Project Paper viewed the fiscal re-structuring implied by this agenda
as dictated by central government’'s budgetary reality. With the subsidence of the oil
boom, central government resources were not expected to grow fast enough to permit
continued rapid expansion of the real value of central grants and central government
capital construction in the urban sector. A diversification of revenue sources therefore
was necessary if growth in urban sector investments was to be sustained. At the same
time, decentralization and increased involvement of the private sector were judged to be
desirable in themselves. Both steps were expected to increase the productivity of
investment and help ensure that capital planning and service provision would become
more responsive to local demand.

THE POLICY ACTION PLAN FOR LOCAL FINANCE

The general objectives of the Project have been translated into specific elements
of the Policy Action Plan, as negotiated and agreed with the GOI. Policy objective 3 under
the Plan calls for strengthening local government resource mobilization and financial
management. It contains four sub-objectives: (a) improving the performance and yield
of the property tax, local taxes, and local service charges; (b) improving cost recovery and
management of local enterprises; (c) improving local government financial management
capabilities; and (d) encouraging private-sector participation in the provision of local
public services. Policy objective 4 calls for increased municipal borrowing and
improvements to the system of central-local government transfer payments. It contains
the sub-elements: (a) creating a consolidated loan fund for local governments,
(b) modifying grant allocation criteria so that the grant structure more directly supports
sector policy objectives, and (c) utilizing the system of central-local grant funds to address
poverty alleviation.

POLICY ACTION PLAN: ACCOMPLISHMENTS

As reviewed below, substantial progress has been made in implementing the
municipal finance elements of the Policy Action Plan. Progress is most pronounced in
strengthening the technical capacity of central government and local authorities to collect
taxes that accrue to the local level, and in setting up institutional mechanisms that have
the potential for revamping central-local fiscal relations. Despite the many
accomplishments, however, the overall financing picture of local governments has not
changed to the degree contemplated in the Project Paper. Most achievements to date
have potentially important impact. They must now be increased in scale to have practical
effect. Further, experience in implementing the first four years of the Project shows that
it is necessary to modify some of the Project Paper’s assumptions about binding
constraints standing in the way of local resource mobilization and expanded use of credit.
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Improving Property Tax and Local Tax Performance

The PBB (Pajak Bumi dan Bangunan) or Land and Property Tax has received the
most attention in efforts to increase local revenue yields, and holds the greatest potential
for future revenue growth. The PBB is a central government tax implemented with local
government cooperation as the billing agent. Approximately 65 percent of revenues
collected are returned to local governments on the basis of origin. The rest of PBB
receipts are shared with provincial governments (15 percent) or retained by central

authorities.

The PBB tax base has been rationalized and administration of the tax modernized
in recent years. In 1986, the PBB base was broadened by reducing exemptions and the
base was changed from rental to capital value. In an economy growing as rapidly as
Indonesia’s, a property tax based on the capital value of land and improvements is a
highly buoyant tax--i.e., as long as assessments are kept current, the value of the tax
base, and therefore tax receipts, will tend to rise faster than income levels. Valuation
procedures for the PBB have been simplified and updated. Improved parcels with more
than 150 square meters of building area are now valued at replacement cost
(distinguished by category of building) minus depreciation. During the period 1989-91
approximately 200,000 top value properties in Jakarta, Surabaya, Medan, Bandung, and
Denpasar were revalued using the new methodology. A further 70,000 top-value
properties in other areas were to have been revalued in 1991-92.

Land values used for property tax purposes are estimated on the basis of unit
values negotiated between PBB and local authorities. At present, unit land values are
differentiated on a street-by-street basis; however, starting this year, a simplified system
of land-value gradients covering an entire urban area is to be introduced. The PBB relies
upon owner registration of property and self-description of parcel characteristics. A new
property declaration sheet has been pilot tested in Tangerang, and now is ready for
system-wide application. Sample follow-ups have found that owner declaration rates are
very high, since registration of property on the fiscal cadastre and payment of property
taxes convey a measure of de facto legal title. The incentives for providing a full property
description, however, are not strong.

A new Payment Points system has been introduced that uses banks as the
collection point for payment of property taxes. A pilot test of the new payment system
in Tangerang raised collections from Rp. 4.2 billion to 8.2 billion. In 1991/92 the
Payment Points system was extended to 83 TK II governments. In 1992/93 it will be
extended to 100 more of the approximately 300 TK II governments. Property tax officials
ascribe the greatest part of PBB revenue gains to changes in the collection system.

All of these changes combined to substantially increase property tax yields. Total
property tax collections, including taxes on mining and oil property, more than tripled
between 1985/86 and 1989/90, rising from Rps. 143 billion to Rps. 531 billion. They
are projected to increase by another 80 percent, to Rps. 947 billion, in 1992/93. Urban
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and rural property tax collections account for roughly half of total property tax receipts,
and also rose sharply. Property tax ylelds are almost certain to continue to grow rapidly
as the recently introduced reforms are universalized. For example, officials estimate that
property tax receipts in Jakarta would increase by a factor of five times if all properties
were assessed in relation to market value and all revenues due were collected.

Nonetheless, the potential for the property tax remains largely untapped. Total
revenue collections are very modest--less than $1 per capita for urban and rural property
in 1991/92. Overall, the property tax accounts for about 7 percent of local government
revenues (though a much larger share of revenues subject to local control). If the
property tax is to become a quantitatively important part of the total local financing
picture, emphasis will have to shift from purely technical improvements in tax
administration to building a political consensus that the tax should be imposed at higher
rates. At present, the effective rate of taxation is only 0.1 percent--or a nominal tax rate
of 0.5 percent applied to assessments that are supposed to be set at 20 percent of market
value. By all technical criteria, the property tax should be used to produce more revenue.
It is a progressive tax in the Indonesian context, a buoyant tax, and one that is now well
administered. Repelita V does, in fact, call for raising the rate of assessment for property
tax purposes. Merely raising assessments from 20 percent to 40 percent of market value
would double reveniue collection and add substantially to local government revenues,
while keeping effective tax rates at 0.2 percent, a very modest level by international

standards.

Ironically, some of the strongest resistance to increased property taxes comes from
local authorities who are more sensitive to the burdens of higher effective tax rates than
to the additional revenues that would be generated for local government. This is a sign
that an important practical constraint on local revenue generation is taxpayer willingness
to pay--i.e., taxpayer demand for services that are provided through the local public
sector.

As decentralization takes hold in Indonesia, the Government may want to consider
introducing a measure of local discretion in setting local property tax rates. A system of
local tax choice would acknowledge that resistance to higher tax rates exists in some
places, while in others there are unsatisfied demands for greater local public spending.
Rather than mandate uniform property tax rates throughout the country, it would
encourage local governments to begin deciding for themselves, in consultation with
citizen groups and the private sector, how much money should be raised to pay for public
services. Property tax rates could be limited to a range of choice prescribed by central
government. Discretion in selecting rates could be restricted to the largest cities where
the financing needs, taxable base, and administrative competence all are greatest.
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Local Taxes

Improvements to municipal collection of own-source revenues have been led by
introduction of the MAPATDA system (Manual Administrasi Pendapatan Daerah).
MAPATDA streamlines the recording of taxes due and taxes paid; helps with management
of revenue collection; identifies the local revenue sources in a particular city that have
the greatest potential for payoff from collection efforts; and reorganizes Local Government
Revenue Offices to improve billing, collection, and monitoring of local taxes and charges.
In 1991 installation of the MAPATDA system in all TK Il governments was completed.
Local revenue collection climbed steeply after adoption of MAPATDA. For example, in
nine TK Il governments sampled in North Sumatra, own-source revenue increases ranged
from 19 to 96 percent. The increased yields, however, are from an extremely low base.

Preliminary draft legislation has been prepared that would give local authorities
access to ¢ new motor fuel tax. This would be a highly buoyant revenue source,
especially in the larger, rapidly growing cities, and would provide a basis for greater local
fiscal autonomy. The draft legislation also would allow local governments some choice in
deciding which miscellaneous local taxes they want to impose. At present, there are more
than 100 individual local taxes and fees, whose revenue generation varies greatly by
region. Many of them do not raise enough revenue to cover the costs of administration.
Simplification of the revenue system is desirable, as is local choice in deciding which
miscellaneous taxes should be used.

The proposed Local Taxes and Charges bill has been tied to a controversial grant
reform bill. The two pieces of draft legislation have been awaiting Cabinet approval for
some time. In principle, however, the two bills are independent of each other. The
proposed legislation on Local Taxes and Charges would take an important step toward
fiscal decentralization, whether or not it is accompanied by new legislation regarding the
intergovernmental grant system.

Improving Local Service Cost Recovery and Preparation for Private Sector
Participation in Service Provision

Indonesian local authorities provide a broad array of economic services for which
fees are charged. Most of these services are provided through local public enterprises,
a share of whose profits are then distributed back to the general-purpose local
government. On a cash basis, local public enterprises in the aggregate generate a profit.
Typically, however, their capital has been paid for by government, with the result that
service fees are far below true cost-recovery levels. The Policy Action Plan recognizes that
conversion of these services to a cost-recovery basis is one key strategy for improving the
local revenue picture and paving the way for private sector entry into service provision.
Alternatively, where the public sector is ill-suited to service provision, it may make more
sense for public authorities simply to withdraw from service provision, so that private
providers can take over.
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The most important service for which fees are charged is water supply. Repelita
V assigns priority in urban sector investment to water system expansion, and also
assigns priority to financial and institutional re-structuring of water authorities. GOI
policy calls for local water providers to improve their finances to the break-even point, at
which time they are to be converted to independent public water cornpanies (PDAMs).
For most water enterprises, progression to the break-even point has required or will
require real tariff increases. To date, 177 local water enterprises have been converted to
PDAM status. Approximately 150 remain to be converted. GOI policy calls for converting
all water enterprises to a self-financing basis by the end of the current Repelita.

Once they become PDAMSs, water enterprises are supposed to finance their capital
needs through borrowing rather than central government grants. The need to pay back
loans adds urgency to the PDAMS’ cost-recovery efforts, and places additional pressure

on tariff rates.

The effect of these policies on water-enterprise revenues can be glimpsed from a
study of 14 PDAMs that have substantial borrowing (McCullough, 1992). Real revenues
for these PDAMs rose at an average annual rate of 2.6 percent between 1984/85 and
1990/91. The rate of increase is likely to accelerate in the future as more of the loans
move out of their grace period and require interest payments. As the burdens of debt
payment have become more apparent, there has had to be some reconsideration of the
role of credit in the public finance mix. For example, although formal policy calls for
financing PDAM capital investment solely through loans, most investment continues to
involve a mix of loans, grants, and direct government construction. In the World Bank's
East Java and Bali project, just under half of the planned water sector investment is to
be financed by the central government (World Bank, 1991). It is likely, too, that some
delay will be encountered in converting the remaining water enterprises to PDAM status.
The systems that remain to be converted have the weakest financial condition. Some of
them will have difficulty reaching the break-even point, and others will be very hard
pressed to finance expansion out of borrowing.

Outside of the water sector, not a great deal is known about the finances of
municipal enterprises (BUMDs). In the aggregate, transfer of enterprise profits accounts
for a very small proportion of Dati Il revenues--less than 3 percent of own-source
revenues and less than 0.5 percent of total revenues in 1989/90. The potential for
rationalizing the municipal enterprise sector, however, may be substantial. An inventory
of BUMDs now underway at the Ministry of Finance has identified more than 1,500
different regional and local BUMDs, performing functions that range from provision of
credit to ice production and from the operation of pharmacies to markets management.
Once the inventory of BUMDs has been completed, analysis will turn to the BUMDs’
financial condition and the rationale for public ownership, with the intention of preparing
guidelines to be used for deciding whether to restructure, privatize, or liquidate different

BUMDs.
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Total Own-Source Revenues

As is {llustrated by Figure 3.1, local own-source revenues in the aggregate showed
dramatic gains between 1984/85 and 1989/90. The growth rate of real per capita own-
source revenues (including the property tax) averaged just under 9 percent per year,
easily exceeding the Policy Action Plan's objective of some increase in real per capita
revenues. Moreover, the growth rate accelerated at the end of the period. Data for later
years are not yet available, but preliminary information indicates that there has been
continued rapid growth in own-source revenues.

Figure 3.1
GROWTH RATE OF REAL PER CAPITA OWN SOURCE REVENUES
(Constant Rupiah of 1984/85)
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Private Sector Participation in Services

Private sector participation in urban service delivery and infrastructure investment
offers several potential advantages in a country like Indonesia. It can relieve pressure on
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government capital budgets by mobilizing private capital resources to invest in urban
facilities that have revenue-generating potential. It can increase the efficiency of local
service delivery by orienting service provision toward market demand and by exposing it
to cost competition on the supply side. Finally, it offers a complementary model of
decentralization in which consumer control over services delivered through the
marketplace reinforces community control over public spending through local
government.

A great deal of progress has been registered over the project period in changing
attitudes toward private participation in "public" services. Some of this change is
reflected in the legal framework. For example, Presidential Decree Number 21 of 1989
expanded the number of functional areas in which private participation is legally
encouraged; in particular, water supply was removed from the restricted list.

A large number of local experiments are now underway in virtually all aspects of
private participation in urban service provision (Walker, 1992). In the water supply
sector, a joint venture project to supply water to the tourist areas of Bali at Nusa Dua
was signed in May, 1991, and is now underway. Two Indonesian firms will invest $15
million, and the PDAM will contribute about $9 million. Negotiations continue on the
large ($125 million) bulk water supply Build-Operate-Transfer project at Umbulan
Springs, East Java. The Salim Group of Singapore and Singapore's Public Utilities Board
have signed an agreement in principle with the government to joint venture a $480
million water supply project in Bintan Islands, with Riau Province and the local PDAM
as partners. The workshop sponsored by MFP on private sector participation in urban
water supply (WASH, 1991) identified a number of additional private-secior investment
opportunities in mid-size water supply projects, but also pointed out that regulatory
issues regarding water tariffs would have to be worked out before the private sector
became involved in routine investments in water supply and distribution systems in

cities.

In solid waste collection, a variety of models for formal-sector and informal-sector
private participation are being tested. In Jakarta, 14 different private firms won
competitively awarded collection contracts from the city in 1989. They now add 115
trucks and 2,000 employees to the city’s solid waste management capacity. One of the
firms, SOR, recently established a sister organization, SOT, that signed a 10-year
contract with the Governor of Jakarta to build a 1,000 ton capacity transfer station to
sort recyclable wastes, convert organic waste into compost, and serve as an intermediate
dumping point before non-recyclable wastes are transferred to final disposal sites. In the
larger Indonesian cities, individual scavengers are licensed by local government. Various
options are being explored for collectivizing this work.

Septic tank de-sludging is another urban service currently being privatized in some
cities. Padang, for example, now leases its two de-sludging trucks to a private company
that provides services directly to households and charges Rp. 15,000 per house serviced
(Kugler, 1991).
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Municipalities also are becoming co-investors with private companies in local
development projects. Surabaya's Proyek Supatman scheme actively solicits private-
sector matching funds for infrastructure projects that benefit the private sector, and has
raised substantial funds in this way. Most large cities have mechanisms for obtaining
private land donations for street widening or new road projects. These take advantage
of the landowner's interest in enhancing the value of his remaining land, as well as
community pressure to support development projects. Most large cities also are in some
stage of negotiation regarding for-profit joint venture projects. For example, in Padang
negotiations are underway with the PDAM for a joint venture to produce Aqua bottled
water, with Pemda TK I and Tk II for a joint-venture beachfront tourist development, and
with local authorities for joint venture development of an industrial estate.

No reliable baseline exists against which to measure the number of private
ventures in urban services. However, it is virtually certain that the number is rapidly
accelerating. One of the initial activities of the PURSE project will be to conduct an
inventory of private-sector ventures of this type in 10 cities that can be used for
systematically measuring future progress in private participation in urban services. MFP
activities--including the high-level workshop held in Bali in May 1991 and a number of
follow-up reports--have contributed importantly to arousing interest in private delivery
or financing of urban services and have helped define the practical steps that government
can take to convert this interest into actual projects. The promising nature of MFP’s
initial work led to approval of a separate project, PURSE, aimed exclusively at
accelerating private-sector involvement. It should be noted, however, that recent
privatization steps need continued institutional support. For example, Jakarta's public-
sector waster management opposes private-sector contracting. Only the insistence of the
provincial Governor has sustained the private sector role.

Management Information Systems

The HGL Second Year Assessment noted concern about the development of
management information systems to support municipal control over the development
process. Today, no device is more important to enhancing local government capacity
than a computer-based financial management and accounting system (covering all
sources of revenue, and capital, as well as routine expenditures). Such systems can form
the core for broader planning and management control of municipal activities. In the
overall program, several systems that appeared to be at least partly overlapping were in
process of development. At the local level, MAPATDA has been developed and widely
implemented as a revenue-tracking and collection system (see above). PAFPACK seeks
to introduce a comprehensive, program budgeting approach to local financial
management. PFAM is being implemented to handle financial monitoring under IUIDP.
POMMS is a budgeting and management system that focuses on infrastructure
operations and maintenance. SPMKD is another overall budgeting and accounting
approach for use by local governments.
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Besides these financial management packages that have been introduced in
different parts of the country, there has been a considerable amount of systems work
done to support the PBB program (local property tax administration, being administered
by central government). At the national level, SIKDD is being developed for the Ministry
of Home Affairs to track local finances, as well as a number of other variables on local

conditions.

The previous assessment suggested that it would be valuable to carry out a
comprehensive comparative review of these systems and to develop a strategy for
incorporating the best features of each into a simplified and consistent set of automated
financial monitoring and management packages. Without this rationalization, local
governments could be drowned in a sea of overlapping, but inconsistently constructed,

management systems.

An important step was taken in this direction in late 1990. The Municipal Finance
Project (see further discussion in Chapter 5) prepared a series of papers describing the
various systems that were anticipated or underway, and held a major interagency
seminar to review them. The seminar (Municipal Finance Project, 1990a) assessed the
strengths and weaknesses of each system, identified areas of overlap, and developed
principles for a more focused and coordinated approach. Our interviews with GOI
officials indicate that this seminar was highly regarded and that participants recognized
the need for coordination.

Steps are being taken to follow up on the recommendations of the seminar. First,
a Central Technical Unit is being established in PUOD (with MFPC assistance) that will
coordinate efforts to develop financial managem:2nt packages. Emphasis is being placed
on useful and practical final packages for local-level users, combining the best features
of the packages thus far developed. Second, the MOF and MHA are now collaborating
on a system for collecting local financial data that will be used in national level
monitoring and analysis (also with MFPC assistance).

SUPPORT FOR MUNICIPAL BORROWING:
CREATION OF A CONSOLIDATED LOAN FUND

One of the principal policy objectives of MFP lias been to strengthen the role of
credit in municipal finance. Central government and local governments share an interest
in increasing the volume of local government borrowing. For central government, greater
use of credit (instead of grants or central government provision of infrastructure) lowers
the budgetary cost of capital investment. For local governments, a reliable credit system
makes municipalities less dependent upon central government funding, and increases
the amount of infrastructure investment they can undertake. A non-political system of
municipal credit also supports decentralization. It permits creditworthy municipalities
to finance their own investment priorities.
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The HGL program has supported formal establishment of a consolidated loan fund,
the Regional Development Account, that would increase the volume of municipal credit
and serve as a transition vehicle to eventual borrowing from the domestic private credit
market. It has also supported other credit initiatives, such as efforts by Surabaya
authorities to familiarize themselves with the United States municipal bond market, with
the possibility that the city will issue municipal bonds directly at a future date.

Pracedures for operating the Regional Development Account were established by
decree of the Minister of Finance on Sept. 30, 1991. On January 31, 1992 an operations
manual was promulgated. Subsequently, the interest rate was established for loans
made during 1992. The lending rate was fixed at 11.5 percent. Although this rate is well
below the commercial rate for short to intermediate-term loans, at 24-25 percent, it
establishes a positive real interest rate which reflects the recent inflation rate (9.5
percent) plus estimated administrativz costs (2 percent). Formalization of the RDA fully
satisfies the sub-objective of creating a consolidated municipal loan fund, as specified in

the Policy Action Plan.
Functioning of the RDA

In its present structure, the RDA is a funding facility for loans to local authorities,
operated as a special account at Bank Indonesia. The account can receive funds for on-
lending from the Government of Indonesia, foreign loans or grants, and payment of
interest and principal on past borrowings.

Loans can be made to either general-purpose Level I and Level II governments
(PEMDAS) or the corresponding regional enterprises (BUMDs). However, loans must be
used to finance income-producing activities, and cannot exceed 75 percent of project
cost. The RDA account, though not formalized by ministerial decree until 1991, actually
was created earlier and made (highly subsidized loans prior to 1991). In addition, it has
been assigned responsibility for administering a number of outstanding loans that were
made under international donors’ sub-lending agreements. As of March 31, 1992, loans
for water sector development accounted for 82.6 percent of its portfolio. Bus terminals,
solid waste projects, and estates were the next largest sectoral users of funds.

New RDA loans can be made for a maximum loan period of 20 years with a
maximum grace period of 5 years. In the past, the RDA has not required either principal
or interest payments during the grace period. However, the new Operations Manual
states that the grace period is to be limited to principal payments (see discussion below,
however). Because most of the loans that RDA administers (and all of the loans that it
originated) still are in their grace period, there is limited experience with repayment.

The procedures for loan application are spelled out in the Operations Manual.
They require preparation of a Project Feasibility Study, which includes estimates of the
economic benefits of a project, technical specification of the work to be undertaken,
clarification of administrative responsibility for the project, and a financial analysis that
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includes a projected Internal Rate of Return and a monthly financial plan for the use of
funds.

Although the RDA has been officially created and an Operations Manual prepared,
many of the key issues regarding its form of operation remain to be clarified. This is
especially true because, from the date of promulgation of the Operations Manual in
January 1992, no loan application have been processed that follow the new procedures.

Loan Appraisal. The Operations Manual states that loan applications will be
appraised by (a) the Director General of Monetary Affairs of the Ministry of Finance,
(b) the Director General of the Budget, and (c) BAPPENAS. How this appraisal process
will work in practice has yet to be determined. Officials at RDA report that they believe
the principal project appraisal responsibility will rest with the Directorate of Investment
Funds (DDI), whose staff has recetved training in project appraisal from the Harvard
Institute for International Development. However, BAPPENAS expressed a desire to
review projects for their conformance with national or regional investment priorities, and
to exert greater control over project design. There also is disagreement between DDI and
BAPPENAS over the loan application process. DDI officials informed us that they
intended to substitute a lengthier loan application form for the one now in use.
BAPPENAS officials stated that they viewed the present form as too cumbersome and
requiring irrelevant information; they want to simplify application procedures. The
amount and type of review that projects receive will go far to determine whether the RDA
can function as a quick-disbursing loan facility and the extent to which it supports
principles of decentralization.

Interest Rate. The Operations Manual states that a uniform interest rate will be
used for all loans made during a year, and that the interest rate will be announced by the
Ministry of Finance in January, taking into account the average inflation rate over the
past three years and administrative costs needed to support the RDA loan facility. The
11.5 percent rate announced for loans made in 1992 represents a positive real rate of
interest plus a 2 percent margin for administrative costs. A number of local
governments, supported by some officials at BAPPENAS, have protested application of a
uniform interest rate of this magnitude. They argue that the interest rate on loans
should be adjusted to reflect local governments’ ability to pay.

Loan Repayment. A great deal of ambiguity concerning lean repayment runs
throughout the RDA Operations Manual and RDA practices. The Operations Manual first
specifies that loans must be repaid on schedule, then qualifies this with the statement,
"It is understood, however, that during the loan period, either the Borrower or the
guarantor may sometimes encounter financial difficulty, so that they may be unable to
fulfill their obligations. In such cases, the Borrower can request the Minister of Finance
to reschedule loan payments.” Similarly, after stating that the grace period applies to
principal payments only, the Operations Manual notes that "In cases where the Borrower
is unable to pay interest during the grace period, the interest occurring during the grace
period will be accumnulated with compound interest and will be capitalized." There are
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statements to the effect that if loan rescheduling occurs, the interest rate will be
increased, and penalties will be imposed for late payments. However, no specific
schedule of interest-rate adjustments or penalties is provided. On balance, the
Operations Manual conveys the impression that not all borrowers are expected to make
all loan payments.

This ambiguity carries over to the actual repayment record on outstanding loans.
According to the RDA's records, the arrearage rate on loans it administers is 29.0 percent
on principal (measured as ratio of principal payments past due to total principal due to
have been paid, excluding local authority payments of monies not owed) and 24.3 percent
on interest (additional interest has not been charged on late payments). Records on loan
payments are not in good shape. Often, RDA records regarding principal amounts
outstanding differ from local government records. RDA does not systematically notify
municipalities of loan payments due in the next year, so that they can be budgeted in
advance, and does not routinely notify borrowers as payments come due.

In sum, RDA's loan repayment record is not good enough to sustain a permanent
parestatol loan authority or to encourage private sector entry into municipal lending,.
RDA authorities point out that most of the loans it administers were "forced" upon local
authorities by central governments, and that the repayment record for voluntary loans
should be better. Nonetheless, the poor collections record prevents the RDA’s currently
functioning, from being a market-oriented source of financing.

Funding. Although the Operations Manual states that interest and principal
payments on past loans can be used to replenish the RDA account, up to now such
payments have gone into a general state account. (The evaluation team was given
conflicting information as to whether any loan repayments are now being retained in
RDA). BAPPENAS’ position has been that, since most of the funds initially were provided
by external donors subject to international agreements, interest and principal payments
should be repaid to the state for new allocation decisions. No plan has been agreed upon
for longer-term capitalization of the RDA, nor has there been a stable policy of
government capitalization. As Figure 3.2 illustrates, RDA funds have moved ahead in fits
and starts. Loan commitments have moved in close parallel as funds became available.

General. This summary should make clear that a number of uncertainties remain
as to how the RDA will operate. These uncertainties can be resolved only by observing
the RDA in practice. Unfortunately, since the RDA in its present form has made no
loans, and has received no loan applications that conform to the proceduies spelled out
in the operations manual, prospective borrowers can only speculate on its modus

operandi

Despite the uncertainties, the RDA probably represents the best based in
Indonesia on which to build a municipal credit system. The Presidential Decree and
Operations Manual defining RDA procedures provide a good institutional base for
municipal lending, if they can be implemented and firmly established as precedents. The
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Figure 3.2
RDA FUNDS POSITION, 1990-91
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interest rate of 11.5 percent is a positive real rate, much higher than the rate at which
local government loans were made in the past. It is appropriate for AID to continue to
strengthen the RDA as a reliable source of municipal credit financing, which supports

decentralized investment decision-making

There is no reason for RDA to have a monopoly on municipal lending, however,
AID should continue to support other initiative that can lead to a market-oriented credit
system, and should be ready to shift its capital support. to the institutions that can make
the most progress in this direction.
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In the short to intermediate term there are other impediments to a municipal bond
market. First, current laws do not permit issuance of municipal bonds. In addition, the
central government has a longstanding policy of not issuing bonds or otherwise
borrowing from domestic financial sources. Until this policy is changed, it is almost
impossible to imagine the central government allowing municipalities to issue bonds. The
same fear of irresponsible borrowing that has led the government to avoid central
government domestic debt would apply, a fortiori, to municipal borrowing from the private
market. In addition, the private sector has demonstrated no desire to take on the risks
of municipal lending. Even loans to the best quality private sector borrowers typically
do not extend beyond six years; the 20-year loans commonly found in municipal lending
embody a large amount of inflation risk that lenders are unwilling to accept. Moreover,
there are no organizations in Indonesia equipped to assess municipal credit risk for
private sector lenders. As the RDA's repayment record indicates, municipal credit risk

currently is high.

In practical terms, the. - ost pronizing path to eventual establishment of a private-
sector municipal credit mari.- !s i» cerablish municipal creditworthiness through an
efficiently operating RDA th. «/oadi2-1y moves toward market terms of lending. In other
count ies (like Colombia arnic. i ::habve- 3, it has proved possible to "graduate” larger cities
with good repayment recsids w.iler ¢ ¢ ablicly-operated municipal credit system to the
private market.

A second alternattve to ii- % (hat has been discussed in Indonesia is use of the
Provincial Development Banks ¢3 ::uiucipal lenders. These are public-sector banks,
partially owned by the municipaiiues, which is likely to make them more predisposed to
municipal lending. The PProvincia! Development Banks, however, are politically oriented
institutions. Although it was not possible to examine in detail loan repayment rates for
the Provincial Development Banks, it is well known that they have been saddled with
repayment problems, which could be more severe in the case of loans to municipal
governments, who are equity owners of the banks. The Ministry of Home Affairs, which
supervises the Provincial Development Banks, indicated that it would favor a more highly
subsidized interest rate than is now available through the RDA.

There is no reason for the Project to oppose development of the Provincial
Development Banks as municipal lenders, if they adhere to the lending principles
outlined below. Indeed, a market-oriented lending system could spread faster if pursued
by both RDA and the Provincial Development Banks. If the Provincial Development
Banks are willing to lend at near-market terms and to implement replacement controls,
AID should be open to provide them with capital support under any successor to HGL-
001. At this point, however, a good deal of institutional development has gone into the
RDA, which it would be unwise to abandon. It would be a substantial reversal to the
principle of market-based municipal lending if the Provincial Development Banks were
to enter the field with highly subsidized interest rates that undercut the RDA. Moreover,
this would jeopardize the financial status of the Provincial Development Banks, which

e
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(unless they received direct central government funding for the purpose) would have to
tap their precarious financial reserves to pay for then interest-rate subsidy.

In summary, it is the conclusion of this evaluation that the Project should give
priority to strengthening the RDA, but should do so within the context of a multi-year
plan for the institution, which will allow it to help municipalities establish eventual
access to the private credit market.

The Longer-Term Role for Credit.

Establishment of the RDA just begins the job of building a long-term role for credit
in the urban sector. Credit presently finances only a small proportion of urban sector
investment--estimated at about 15-20 percent in recent years. The greater part of this
lending has been done through sub-loan agreements under international donor programs
outside of the RDA. The RDA has yet to establish itself as a plausible vehicle for lending
on the scale that will be required to substantially augment the use of credit in the urban
sector.

The BAPPENAS (1992) Progress and Issues Report points out that a longer-term
approach to credit is needed, which will assure that local government lending is -
integrated with the rest of Indonesia’s market-based financial system. Only the
mobilization of voluntary domestic savings for investment in infrastructure can assure,
over the long run, that urban investment needs will be met. As the Progress and Issues
Report notes, the true importance of the RDA is as a transition institution that can help
municipalities eventually tap into private sector savings via the private credit market.

If the RDA is to serve as an efficient transition vehicle to private credit markets,
it needs to build on several key principles:

[ ] There must be adequate and stable capitalization of the RDA. Over the past
two years, RDA made new loan commitments averaging about Rp. 60 billion per year,
accounting for some 7 percent of investment in the Cipta Karya urban subsectors. For
the last five months, however, the RDA has not made new loan commitments, primarily
because it has no funds to lend. It has actively discouraged loan applications until it
receives further capitalization.

The $20 million in additional HG funding targeted to the RDA will be helpful in
reactivating the RDA's lending program, but it will not solve the principal capitalization
problem. To achieve its broader goals, the RDA needs regular capitalization from
domestic sources and, as originally contemplated, needs to become the standard vehicle
for on-lending at least a part of all donor funds for the urban sector. Its long-term
funding position also would be solidified by having loan repayments go into the RDA
rather than a general state account.
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There are various alternatives for strengthening dorestic capitalization of the RDA.
One route is to have a regular budget allocation over the next several years, until the
RDA builds up a large enough portfolio to capitalize itself primarily through loan
repayments. Another route is to transfer to RDA administration the outstanding SLAs
from past donor funding. Payments on these outstanding loans, if retained by the RDA,
would give it a stable capitalization from which tv make new loans for several years,
making the RDA a true revolving fund (Bastin 1990). From RDA's perspective, this
alternative has the advantage of making capitalization more automatic and less
dependent on annual budget decisions. However, the assignment of outstanding SLA
loans and payments to RDA apparently would require a cabinet decision.

A long-term plan for capitalization of the RDA would be a logical element to
include in a modified Policy Action Plan. The plan could include a timetable for gradually
reaching beyond government and donor funds to raise part of RDA's capital on the
private capital market.

| Loan applications should be encouraged. The RDA currently is managed so
as to discourage loan applications in excess of financing capacity. If the RDA is to
become an instrument for expanding the use of credit, "excess" applications should be
encouraged. Completed loan applications are the best measure of the demand for credit.
The HIID advisors to the Ministry of Finance estimated that potential demand for RDA
loans is in the vicinity of Rp. 600 billion, based on their survey of local governments and
local public enterprises. However, demand estimates are inevitably uncertain until they
are translated into loan applications, particularly in view of some municipalities’
resistance to the RDA interest rate. A backlog of loan applications for good projects is
the best possible indication that the scale of credit operations should be expanded, and
is the best guarantee that any new program of credit support can be quickly disbursed
for worthwhile purposes. It therefore strengthens the case for external donors to channel
part of their funding through the RDA. Finally, demonstration of the fact that there is
excess demand for RDA loans at the current RDA interest rate is the best argument for
gradually raising the interest rate to market levels.

| RDA’s appraisal practices should be clarified as soon as possible. The
ambiguity surrounding RDA's loan appraisal process needs to be removed before the RDA
can be considered a transparent or stable source of loan funding. This is a further
reason for accelerating consideration of one or more pilot loans through the RDA, so that
the appraisal process can be tested in practice, and any difficulties in the new procedures
can be pinpointed and worked out before the new HG financing is received.

[ | Loan repayment must be taken seriously. If the RDA is to facilitate
transition to private credit market financing, it is imperative that it establish a rigorous
record of timely debt repayment. The principal reason that government-operated
municipal credit institutions in most other countries have failed, frequently becoming
barriers to private lending rather than facilitators of it, is that they do not require prompt
and universal repayment of loans. Once municipalities become accustomed to making
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late payments, skipping payments, or appealing to central government for re-negotiation
of loan terms, lending to them acquires a political risk that is virtually impossible to
overcome., Perhaps the most important steps that the RDA can take in preparing for
private-market lending to municipalities are to appraise loan applications rigorously so
as to ensure that projects have the capacity for repayment, then demand that local
authorities make all debt payments as due. One step in this direction is to make crystal
clear that the RDA, under no conditions, will accept loan applications from enterprises
that are not current in all of their past payment obligations. Such a statement could be
introduced prominently into a new version of the Manual of Operations. Another step is
to introduce automatic covenants into loan agreements, which require that borrowing
enterprises maintain a minimum margin of net-revenues-before-debt-servicing over
repayment obligations (perhaps 30 percent) and that service prices be raised to restore
the margin whenever it falls below the required level. Such covenants are a frequent
feature of revenue bonds in developed countries, and have been included in modified

form in the East Java-Bali project.

[ ] The RDA should develop a long-term plan for identifying and reducing local
government credit risk. As a transition institution, part of the RDA's role is to identify
(through its lending experience) the credit risks involved in municipal loans and gradually
reduce these so that it becomes feasible for the private sector to lend to local authorities.
Each of the RDA’s lending practices should be re-examined in this light: will it help
identify and reduce municipal credit risk? For example, the practice of providing a 5-year
grace period, during which neither principal nor interest payments are required, has been
found in other countries to obscure costs of debt-servicing and encourage local
authorities to borrow beyond their capacity. An analysis of the RDA's loan repayment
experience could examine the record of initial payments after expiration of the grace
period, as these begin to come due, to determine whether similar risks are being created
through RDA loans. Perhaps of greater urgency, the RDA should have a systematic
program of advising local authorities in advance when initial loan payments will come
due, and ensuring that local authorities budget for these payments.

Experience in other countries also provides lessons about techniques that have
successfully reduced municipal credit risk. For example, liens on central government
transfers proved to be extremely effective in reducing municipal default rates. These
arrangements automatically give lenders first claim on central government transfer
payments in the event a municipality does not make loan repayments on time. In
Indonesia, the most suitable device probably would be a lien on central government PBB
transfers. In the event of loan arrears, the RDA or a private lender would have prior legal
claim on a municipality’s PBB payments from the central government. Liens on central
government transfers are used as loan security in such diverse countries as Colombia,
Morocco, and the state of Rio Grande do Sul, Brazil, where they have essentially
eliminated credit risk for the lender, as well as in many states of the United States where
lenders to high-risk central city school systems can have their loans protected by prior
claim on school aid payments by the state. In the United States, several distressed
central city school systems, which were formerly shut out of the credit market completely,
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have attained AA or AAA credit ratings once loans were guaranteed by liens on state
government transfers. The use of PBB revenues as a lien would have the further
advantage in Indonesia of automatically establishing a maximum prudent level of
indebtedness, since lenders would not be protected in cases where annual debt payment
obligations exceeded annual property tax entitlements.

| The RDA should conduct its operations in an environment of full disclosure
and transparency. As this evaluation team discovered, it is very difficult to obtain
information on the terms of outstanding RDA loans, the extent to which loan terms have
been renegotiated, the extent of arrears/defaults in RDA's loan portfolio, or collection
procedures. If the RDA is to smooth the way for private sector lending, it is critical to
identify the true extent of credit risk. The terms of all loans should be a matter of public
record, as should borrowers’ repayment histories. Information of this kind is necessary
to permit assessments of credit risk and to monitcr improvements in risk reduction.
Uncertainty about credit risk has been found in other countries to be the principal
deterrent to private-sector lending to municipalitiess. Publicly disseminated information
on payment historles also would be a sign that the RDA takes repayment seriously; it
may in itself discourage payment delays by local governments.

[ ] A consistent interest-rate policy needs to be articulated. As noted above, it
is uncertain whether BAPPENAS will accept the RDA's currently announced interest
rates. Future interest-rate policy is even less certain. There is no mention in the decree
establishing the RDA, or in the Operations Manual, of gradually moving RDA interest
rates toward market rates. Without such a policy, 2f course, unsubsidized entry of
private lenders into municipal credit markets will be impossible. There will be no
demand for private lending, as long as municipal authorities can borrow from a public
credit institution at lower rates.

Movement toward market rates of interest for municipal loans does not imply an
end to central-government subsidy of urban infrastructure investment. Under the
Indonesian municipal finance framework, it is impossible for more than a handful of
investments nation-wide to be financed entirely by credit, given limitations on local taxes
and charges. Market-rate loans, therefore, will need to be blended explicitly with grants
in a single financing package, applying agreed-upon criteria to determine the appropriate
share of grant financing in the mix. Agreement on the principles for establishing the
grant/loan mix in different types of investment was one of the policy targets in the Project
Paper. However, no such agreement has been reached, except in principle, for financing
under the East Java-Bali project.

[ ] Any protections against municipal credit risk should be equally available to
private and public lenders. 1t is likely to be many years before a private, commercial
lender seeks to make a municipal loan. Nonetheless, the same conditions available to
a public lender, such as grant-financing of part of the investment package or liens on
central-government transfer payments, should be available to private lenders. One of the
paradoxes of municipal credit operations in other countries has been that protection
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against credit risk has been available only to the public credit institution, not to private
banks or other commercial lenders.

[ ] Commercial banks could be integrated into the municipal lending system, first
by serving as colieciiuii voints for loan repayments and eventually tnitiating municipal
loans that are repurchased by the RDA. Commercial banks are now used as the collection
point for PBB payments and, in many localities, as the collection point for payment of
PDAM water bills. If the long-run goal is to introduce commercial banks to municipal
lending, it would seem logical to have them collect municipal loan payments, as well.
This would expose both municipal officials and commercial bank officers to current
lending practices, and perhaps hasten experimentation with strictly commercial loans.
It also is likely to improve the payment record, as has happened with property tax and
water payments when commercial banks become the payment point.

For water bills and property tax bills the banks are "passive" collectors; that is,
they receive payment but do nct send out bills or pursue delinquent accounts. In the
case of RDA loans, the commercial banks appropriately could be used as active collection
agents, who are paid a fee for loan collection. This would help put RDA loans on a more
commercial basis.

In the intermediate term, if the objective is to integrate the RDA with the private
credit market, commercial banks could be used to initiate municipal loans on terms
acceptable to the RDA. The RDA would gradually become a secondary purchaser of
municipal loans made by banks, rather than a direct lender. This strategy probably
holds the greatest promise for practical entry of the private sector into municipal lending.
At the outset, RDA could re-purchase from banks loans made at its standard, below-
market terms. Over time, however, it could re-discount loans at rates closer to market

rates.
The Choice of Sectoral Credit Policy

Using a publicly sponsored municipal credit institution (MCI) to open the way to
private-sector municipal lending is not easy. Most attempts around the world have failed.
Typically, the MCI becomes a dead-end institution which makes loans at below-market
interest rates, renegotiate loans or fails to collect loan payments whenever municipalities
face fiscal pressure, and becomes dependent for its survival on capturing low-cost or
"free" capital from government or external donors. This approach permanently separates
municipal credit markets from the rest of the private capital market, giving local
authorities access only to government-provided funds rather than to voluntary private

savings.

Segmentation of the municipal credit market in this way would be an especially
severe loss for local governments in Indonesia. The nation has made, and continues to
make, such strong progress in financial market reforms that local governments in the
long run can only benefit from integration with the private capital market. As the
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Progress and Issues Report points out, voluntary private savings are the most reliable
long-run source of financing for the cities’ capital investment needs. The short-run
appeal of subsidized interest rates and a flexible loan repayment policy is undeniable.
Over the longer term, however, as the GOI urban sector policy emphasizes, local
authorities will benefit more from a policy that uses central government grants to deliver
subsidies and allows the municipal credit market to operate on private market principles.

REFORM OF CENTRAL GOVERNMENT GRANT POLICY
AND CENTRAL-LOCAL FISCAL RELATIONS

The Project Paper established ambitious goals for grant reform and central-
government direct financing of urban investment. Reliance on total central-government
financing was to decline over the project period. In the central-government financing mix,
there was to be a shift away from direct infrastructure investment by central government
(DIPS) toward sectoral and unrestricted block grants (INPRES]) that give local authorities
more control over investment choices. The allocation formulas for central-government
grants were to be made more transparent and revamped to target grant assistance more
effectively on low-income households, low-income areas, and projects with large

externalities,

Tie sectoral credit strategy and the sectoral grant strategy were intended to
complement each other. The increased use of credit for cost-recovery projects was
supposed to free up grant funds for a higher degree of targeting on the poor.

In the Policy Action Plan, these ambitious overall goals were reduced to the sub-
objective of "improving grant allocation criteria."

Some progress has been made on the original, broad objectives, but very little on
the narrower objective incorporated in the Policy Action Plan. The central/local mix of
urban sector investment financing has fluctuated substantially from year to year, largely
in response to the availability of external funds (See Tables 2.1 and 2.2). Overall,
however, the share of central government financing has not declined. In 1991/92, the
central government share of investment (excluding INPRES and loans, which are treated
as part of the local share) was 55.8 percent. This compares with a central share of 43.6
percent in 1986/87 and 60.6 percent in 1987/88, when the influx of funds under the
World Bank Urban Sector Loan was at its peak.

The importance of INPRES block grants relative to DIPS likewise fluctuated a great
deal, but in the last two years declined substantially. In 1991/92 INPRES grants
financed only 8.3 percent of sector investment, the lowest level in the last six years, and
down from 14.1 percent in 1986/87. The Project Paper objective of increasing the
INPRES share plainly has not been achieved. (It should be pointed out that the MFPC
Indicators report is misleading on this point. Because it monitors budgeted sources of
funds, it shows an increase in the INPRES share. Actual funding, however, deviates
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greatly from budget. As a result, monitoring should be conducted in terms of actual
expenditures and actual revenues, rather than budgeted expenditures and budgeted
revenues.)

Cipta Karya direct spending rose substantially as a share of the urban investment
program over the project period. It reached 40.3 percent in 1991/92, up from 31.2
percent in 1986/87, and a low of 27.8 percent in 1989/90. This trend reverses the
direction of change that the Project Paper and Policy Action Plan sought.

Ironically, despite external donors’ policy support for decentralization and grant
flexbility, they continue to channel their funds primarily through direct central-
government spending. As a result, when external funding (and therefore total urban
investment) rises, the DIP share of the total also tends to rise.

Only isolated changes in grant formulas have been made during the project period.
Nor have analyses been undertaken that establish a priority agenda for future formula
change. The INPRES for roads was changed to a distribution formula that emphasized
land area and population, resulting in a higher share for several of the less developed
regions. An INPRES Perkotaan, or urban-sector block grant, has been incorporated in
the 1992/93 budget on a pilot basis. As presently designed, this grant provides support
for technical assistance activities in the preparation of local investment plarns. It is
budgeted for 1992/93 at Rp. 38 billion, which though small as a share of total central
funding, would account for more than one-third of sectoral INPRES funds. Detalils of the
INPRES Perkotaan have not been released as of this date (and reportedly still are under
design), but it will affect the distribution or incentives for capital financing directly.

On the surface, reluctance to tackle either the relative importance of central
government financing in the urban investment mix or the structure of central government
funding appears to represent a backing away from the principle of decentralization
emphasized in the original urban sector policy agenda. Reduction in central-government
direct provision of capital facilities is key to almost all of the other sectoral financing
reforms. Until central government financing is reduced, it is unrealistic to expect that
substantial local government demand for own-source revenues will emerge, or that local
authorities will be eager to expand their use of credit. Any rational local government will
use "free" government funds to the extent they are available before falling back on
alternative sources of financing that imply direct local costs. In other words, local
government is not likely to become an enthusiastic constituency for the bundle of
financing reforms urged in the Project Paper and urban sector agenda until they are
convinced that the traditional policy of central-government financing no longer is
available to them.

In practice, however, the most important steps taken toward decentralization are
likely to involve greater local participation in defining local investment bundles and in
deciding the investment financing mix. Under the IUIDP process, DIPs are no longer
investment allocations decided solely at the central level. Rather, they represent a
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negotiated outcome between local, provincial, and central government as to how the
Jointly defined investment plan (PDAM) ought to be financed. Under the World Bank's
East Java--Bali project, this process has been taken one step further. The central
government is supposed to guarantee that central resources will be provided to finance
all of the jointly negotiated local investment plan, after budgeting jointly agreed ievels of
local and provincial financing. Under this system, Cipta Karya direct spending through
DIPs ceases to be a purely "central” activity. Instead, it is morc demand driven by local
perceptions of investment priorities.

HG). Investment Plan

In view of this reality, some of the measures originally proposed in the Project to
measure success in decentralization have to be revised. The fact that a large part of the
HGL Investment Plan has been financed through DIPs, and that the HGL program has
contributed to increasing th. share of central government financing in the urban
infrastructure sector, does not necessarily imply that the goal of decentralization has
been frustrated, as long as local governments now have more control over how DIPs are
expended. Our interviews with both local government and central government officials
lead us to conclude that local authorities now have a substantially greater voice in
allocation of central government investment funds in the urban sector. One type of
interim adjustment that is appropriate in monitoring policy change under the HGL is to
devise a means of systematically measuring local participation, through the PDAM
process and intergovernmental budget negotiations, in determining DIP allocations. Less
emphasis should be placed on the source of revenues as the measure of decentralization
and more on the level of government that makes decisions about the uses of funds.

Nonetheless, the investment plan remains an important instrument for achieving
the Project’s objectives. Expenditures under the HGL investme... plan should directly
reinforce the program’s policy priorities. In particular, the Project should direct a higher
proportion of funding through the RDA, should use the investment plan to encourage
more spending on environmental infrastructure, and should look for ways to reinforce
decentralized control of investrnent decisions in the rest of the investment package. This
will allow AID-financed investment to more directly support the GOI's policy program for
the sector.

POVERTY ALLEVIATION

One specific aspect of intergovernmental financing reform emphasized in the
Project Paper was greater targeting of central-government sectoral resources on the poor.
The GOI has continued to fund the Kampung Improvement Program (KIP), which has
gained a worldwide reputation for urban sector poverty alleviation. However, no
significant modification of grant formulas or other changes have been undertaken to
reinforce this objective.
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More fundamentally, there is a dearth of information regarding the degree of
poverty targeting in current sector programs. The only information now available deals
with geographic allocation of central government funds. These data indicate a high
degree of targeting of central government resources on the largest urban areas, especially
Jakarta. Not only is the per capita volume of investment highest in these areas, but the
share of central government financing is high. Such an allocation of central government
resources is likely to be at odds with targeting on the poor.

Technical assistance under MFP should give more priority to removing the
ignorance now surrounding the incidence by income group of investment projects in the
urban sector, including the activities specifically financed by the Housing Guaranty Loan.
One straightforward, but nonetheless critical, series of analyses could sample
beneficiaries of different types of projects to determine their income profile. A sample
could be constructed to compare projects by sector (e.g., water distribution vs. roads),
financing source (e.g, loan-financed vs. central government direct investment) and
geographical location (e.g., large vs. small urban areas). Existing data (MFP, 1991) imply
that direct central government investment (DIPs) is much more highly skewed toward
large, wealthy urban areas than INPRES grants, which on balance tend to favor poorer
regions. For example, DKI Jakarta receives more than one-third of the DIPs allocation,
but less than 2 percent of the INPRES allocation. This implies that a reduction of DIPs
in favor of INPRES could have the additional benefit of more effective regional targeting
on poverty alleviation.

Poverty targeting becomes an especially important issue with respect to the RDA
and expanded use of credit for infrastructure finance. There are potential conflicts of
principle contained in the Project Paper and Policy Action Plan. On one hand, greater use
of credit and cost-recovery service pricing are urged; on the other, greater targeting of
investments on the poor is urged. As long as the poverty population lacks the financial
capacity to pay cost recovery prices for services, these two objectives may be in conflict
with each other. It would be valuable to determine whether such a trade-off exists in
practice by tracking a sample of RDA projects to clarify how RDA loans were blended with
other sources of financing to put together an overall financing package, what the income
profile of project beneficiaries was, and what pricing strategies have been used to deliver
services to local users. Household sampling to determine the importance of public
service purchases in low-income households’ budgets would provide information needed
to make a realistic decision about how vigorously to press forward with cost recovery
pricing for this segment of the urban population.

RECONSIDERING THE MUNICIPAL FINANCE AGENDA
AND SECTORAL PRIORITIES

There is a paradox in assessing achievements under the municipal finance
component of the MFP. Most of the objectives spelled out in the Policy Action Plan have
been achieved. Since this represents the policy agenda to be used in monitoring project
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progress, as agreed between AID and GOI, one must conclude that there has been a high
degree of success in project implementation.

At the same time, only moderate progress has been made toward the broader
project purposes identified in the original Project Paper. Despite specific project
accomplishments, overall investment in the urban sector declined significantly in real
terms over the project period. The sectoral investment financing mix today is more
dependent upon central government funding than in 1988. It is unclear whether
targeting of sectoral investment to the poor has improved, because there is no monitoring
of the incidence of beneficiaries.

This situation implies that Policy Action Plan's objectives should be reconsidered
to see whether they adequately capture the original project purposes. Further, the
Project Paper itself was built upon several key assumptions regarding constraints that
had to be removed before the municipal finance reforms outlined could be achieved.
After four years of experience in project implementation, it is appropriate to re-consider
whether the initial identification of constraints was accurate.

Mobilizing Local Resources.

The Project Paper implies that effective constraints on local resource mobilization
are of two kinds. First, local governments lack technical capacity to administer local
revenue sources efficiently and collect the revenues due them. Second, central
government laws allocate to the local level only a few significant revenue sources and, for
the most important one, the PBB, mandate a very low rate of taxation. The project design
attacks the first constraint through technical assistance in financial management to
municipalities and technical assistance in tax administration to the PBB system. The
second constraint was to be attacked through central government laws that enhanced
local government revenues.

Omitted in this analysis is consideration of citizen-taxpayer demand for public
services, or willingness to pay for publicly provided capital facilities. Demand seems to
be a more important constraint than had been foreseen. The study of PDAM financing
suggested a substantial price elasticity of demand for piped water consumption. Many
local authorities have resisted higher local property assessments for PBB purposes.

Demand limitations have several important implications for the design of project
implementation strategy. At the most basic level, sectoral investment "needs" estimates
may overstate the amount of public investment that citizens are willing to pay for from
their own resources, given their income constraints. If the sector actually succeeds in
shifting to a substantially greater use of credit and cost-recovery pricing, it can be
expected that desired sectoral investment levels will fall. That is, investments that
seemed to represent basic "needs" when paid for by central government are likely to be
reconsidered as optional expenditures when paid for directly by users or local authorities.
Up to some point, falling short of sectoral investment targets need not be regarded as a



®

Intertim Evaluation: Indonesia Municipal Finance Prgject : 51

problem, if in fact it is the consequence of shifting to more demand-driven investment
decision-making.

For the design of credit strategy, demand elasticity provides a warning sign.
Revenues that local authorities can generate, and therefore the level of indebtedness that
they can support, are likely to be overestimated by projections that assume revenues will
rise in direct proportion to tariff rates. In fact, revenues generally cliimb less rapidly as
demand falls and revenue collection difficulties mount. One cause of municipal credit
difficulties around the world has been overestimation of the revenue responsiveness to
tariff increases. Analysis of the actual experience of highly indebted PDAMs therefore
becomes critical to making mid-course corrections in credit policy toward the water

sector.

Finglly, the importance of local demand factors suggests that decentralization
policy should give more importance to creating institutions that can effectively capture
and express local demand. In the property tax field, this principle would lead to allowing
local authorities some discretion in setting local tax rates, based upon local differences
in the desire to provide services through the public sector. In the design of local
investment packages, it suggests that authorities should be more aggressive in
conducting user-demand surveys and using these to shape investment priorities.
Investment planning that merely translates central-government priorities into a local
investment plan does not capture the essence of demand-driven decentralization.

Long-Term Strategy for Credit Development.

In credit policy, the Project Paper and Policy Action Plan place almost exclusive
emphasis on creation of the RDA. It is taken for granted that establishment of the RDA,
at least if it makes loans at a reasonable, positive interest rate, will pave the way for
expansion of credit financing and entry of the private sector into municipal lending. The
experience of the rest of the developing world suggests that this is an overly sanguine
view. As argued in this chapter, the RDA can become an effective vehicle for credit
expansion only if there is a long-term plan for its capitalization. It can serve as an
effective vehicle for transition to a private credit market only if it adopts rigorous
operating principles designed, above ail, to identify and reduce the risks in municipal
lending.

Creation of the RDA is a good start toward a municipal credit policy. However, the
most important work lies ahead.
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Keeping the Finance Picture in Perspective.

One lesson that emerges from project implementation experience to date is that
project monitoring cannot focus exclusively on the specific targets incorporated in a
Policy Action Plan. At regular intervals, AID project directors and the Government
Steering Committee need to take stock of whether achievement of specific action plan
items are actually moving the sector in the direction that the overall project desires.
Project implementation experience sometimes reveals unanticipated constraints that

justify the Project in modifying Policy Action Plan priorities.

CONTRIBUTIONS OF POLICY DIALOGUEUE, TECHNICAL ASSISTANCE,
AND THE INVESTMENT PLAN

The project design contemplates achieving its overall purpose through a
combination of policy dialogue, technical assistance, and physical investment financed
by the HG. These instruments have been used consistently in a manner that greatly
enhances specific achievements under the Policy Action Plan, but also are jointly
responsible for lesser progress that has been registered toward the overall finance
agenda, as spelled out in the Project Paper.

Policy dialogue under MFP was largely responsible for creation of the RDA, in the
face of a good deal of bureaucratic resistance. For this accomplishment, AID and the
Project deserve accolades. The areas identified in this chapter as ones where hoped-for
progress was not made coincide with areas that the policy dialogueue did not emphasize:
design of an overall sectoral credit strategy, reduced reliance on central-government
funding and especially central government direct construction for infrastructure
investment, and development of demand-driven mechanisms for making local tax and
expenditure decisions. These goals should be given more importance in future policy

dialogueue.

Technical assistance in the municipal finance area is directly responsible for many
of the project’s accomplishments. The seminar held on financial management packages,
and subsequent synthesis of alternative financial management systems into a
comprehensible core package that can be implemented locally, is a signal achievement.
Analysis now being completed on PDAM finances promises to open the door to critical
policy discussion, ranging from the use of credit to finance the water supply expansion
program to the need for greater demand responsiveness in local investment decisions.
Using the specific financial experience of PDAMs as the entry point into this debate is
likely to be far more effective than general papers less concretely anchored to new
information.

Nonetheless, the technical assistance team’s performance contributed to what
sometimes appears to be premature focus on specific issues of secondary importance that
divert attention from key objectives of the Project. For example, the Technical Assistance
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Work Plan for the Project called for completion during the first two years of Special
Studies and analyses on such topics as Rationalization of the Overall Grant/Loan
System, Tariff Policies and Affordability Criteria for Urban Services, Income Targeting of
Urban Service Investments, and Debt-Carrying Capacity of Local Governments. If these
special studies had been carried out, they could have helped the overall Project identify
and keep focused on the most critical issues in municipal finance. (Note that a study of
loan management and debt administration is now underway at PUOD. It is intended to
serve, inter alia, to (1) track the debt of local governments, (2) track debt service
payments, (3) flag fiscal problems arising from debt, and (4) review the draft law on the
Debt Coverage ratio that will replace the formerly used Debt Service Ratio.)

The Investment Plan has exceeded its objectives of getting funds disbursed rapidly
to important sectoral projects, while inducing substantial counterpart investment from
domestic resources. As noted, however, like the World Bank and ADB programs, most
AID financing has been channelled through central DIP allocations. In order to support
the project’s objective of expanding local control of the investment process, it would make
sense in the future to add a further requirement: namely, that only projects that have
been explicitly approved by local government as being consistent with their own priorities
(either as a part of their PJM or independently so certified) be considered as eligible under
the HG investment program.
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Chapter 4

LOCAL CAPACITY BUILDING
AND PROGRAM COORDINATION

STRENGTHENING LOCAL GOVERNMENT CAPACITY

Consistent with Policy 5, the Plan’s objectives have included (1) carrying out a
comprehensive study of the urban institutional and manpower development needs of
local governments; and then (2) developing a program to strengthen local government
capacity based on the results of the study.

UIMDS and the Lack of Follow-Up

The study (Urban Institutional and Manpower Development Study-UIMDS) was
completed at the end of 1988 (P.T. Hasfarm Dian Konsultan and DHV Consulting
Engineers, 1988). One of its major contributions was a new Human Resource Data Base
(HRDB]) containing the results of a 30,000 respondent manpower survey. The report’s
findings and recommendations covered most relevant topics (urban planning, local
financial management, urban service delivery, personnel management, training,
administrative status of urban areas, internal organizational structures, and training)
and examined appropriate roles for central, provincial, and local authorities in each. The
report recognized that considerable time will be required to address all of these issues
adequately, but it pointed out many other areas in which progress could be made
incrementally without waiting for major legal changes. Across all topics, short-term
actions could entail organizational tightening to eliminate functional redundancy,
streamlining presently cumbersome procedures, and introducing computer-based
management systems.

The study’s recommendation on training warrant a particularly high priority.
Observations during earlier HGL assessments confirmed that, while training has been
provided under several elements of the Policy Action Plan, the results of these efforts were
not well documented individually, and there had never been a comparative evaluation of

their performance.

UIMDS was much discussed after it was completed, and was generally well
received, although through mid-1991, steps had not been taken to form a definite plan
of action to deal with its recommendations. One reason for inaction may have been
general knowledge that the World Bank was preparing a major "Local Government
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Institutional and Manpower Development Project.” In 1991, however, after meetings in
which the GOI and the World Bank were unable to agree on the structure of this Project,
plans for it were dropped by both institutions. The HGL Third Year Assessment
recommended that "The development of some comprehensive program to address these
issues, specifically related to urban governments, should be among the program'’s highest
priorities over the coming year."

The Consolidated Urban Management Program

Collaborative effort by advisory teams of the Municipal Finance Project Contract
and the IUIDP Implementation Support Project has begun to address this issue
(Municipal Finance Project, 1992d). They prepared an inventory of all training programs
currently available for local officials and used that as a basis for discussions with all
subagencies participating in IMG. Agency counterparts recognized that present training
options are highly fragmented with substantial gaps, as well as overlaps. There was
general agreement that the absolute level of technical assistance and training for local
governments needed to be substantially increased, that a coordinated approach will be
required, and that it should focus on building capacity in urban management.

The design calls for something in between large scale restructuring (that would
require markedly greater centralized coordination) and an incremental approach that
would only modestly adjust existing programs. It emphasizes targeted strengthening of
parts of the current system along with selected program coordination. Suggested
principles state that the system should address both structural and content deficiencies;
should target all relevant actors (central, as well as local) while being focused on
management of urban local government services consistent with the national policy of
decentralization; should be "demand driven" and responsive to job needs of local
managers; should be paid for in large part by local governments; should merge concepts
of technical assistance and training; and should be consciously experimental.

The design for a new training program in urban management calls for "Tier 1
courses,” which would offer materials on strategic management for Tk. Il top management
teams (assessing conditions and potentials of their cities, setting priorities, allocating
resources, organizing and motivating staff, and monitoring results). "Tier 2 courses"
would be aimed at lower level professional staff and focus more on "how to do it." There
would be both Tier 1 and Tier 2 courses in four substantive areas: (1) financial
management, (2) infrastructure capital investment planning; (3) service delivery
management; and (4) spatial planning and land management.

Civil Service Reform

There is another issue that deserves attention, even though it has not been
addressed explicitly in the Policy Action Plan. Regardless of the effectiveness of technical
assistance and training in urban management, capacity will not be built unless local
governments can recruit and retain competent staff. UIMDS recognized that present civil
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service regulations provide strong incentives for would-be public servants to seek
employment at the central, rather than the local, level while providing disincentives for
talented young managers to seek careers in the public service in general (see also King,
1988). Ultimately those biases must be eliminated if the program is to succeed.

Fortunately, a major reform of the civil service system is now underway (World
Bank, 1991c). This reform was motivated by the GOI's general recognition of the need
to transform public functions to an emphasis on guiding and facilitating private sector
development in the economic sphere, rather than the need for improved local government
management per se, but it should be fully consistent with the goals of the overall TKPP
program. The process (under the Ministry for the Utilization of the State Aparatus--
MEMPAN) is beginning with a broad "job analysis" initiative intended to streamline
organizational structures and improve management and technical skills.

In the past, government employees holding "structural” positions, mainly with
administrative duties, benefitted most from the present complex supplementary payments
systems in the compensation package. The intent is to use job analysis to create a new
system of "functional” positions and career paths, which would have clearly defined
compensation schedules tied to performance and rely more on competitive procedures
for promotions (in contrast to the semi-automatic promotion process that currently
exists). The current system offers substantially greater promotion opportunities to
central agency employees than to staffs at the Tk. I and II levels. The new system, with
numerical credits given uniformly under the functional paths based on work contribution
and professionalism, will eliminate that bias. It would seem important for the next
update of the Policy Action Plan to relate more explicitly to MEMPAN in expediting
implementation of these reforms as they affect Tk. I and II governments.

SECTOR PLANNING AND COORDINATION

The program’s last policy (Policy 6) addresses the need to strengthen coordination
and consultation in the urban development sector. The most basic step under this policy
was formal establishment of TKPP in 1987 and the subsequent decree extending its
responsibility for an indefinite period. The forming and initial performance of TKPP won
world-wide recognition (see, for example, Wegelin, 1990), but there was concern during
1990 that it was losing some of its initial forcefulness.

The Institutional Base for Coordination

Several steps were taken in 1990 and 1991 to strengthen TKPP institutionally.
Most important, TKPP chairmanship was vested clearly with Deputy V (responsible for
spatial development) in the National Planning Agency (BAPPENAS)--the most logical place
for it. Second, the IUIDP Management Group (IMG), established to support of TKPP in
IUIDP implementation, was strengthened through clarification of responsibilities and the
establishment of regular meeting schedules. This group is made up of representatives
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at the Director level and handles day-to-day coordination of the investment program in
response to guidance from TKPP, which operates at the Director General level.

Also, after some delays in 1989/90, technical assistance teams funded under the
UNCHS administered IUIDP Implementation Support Project and AID’s Municipal Finance
Project Contract (MFPC) were mobilized in September 1990. Discussions of their
activities throughout this report indicate that they have made important contributions
to the work of both TKPP and IMG. These two consultant teams have been in regular
communication and have collaborated in a number of areas. Their most important joint
effort has been the initial planning for a coordinated capacity building program in urban
management discussed above.

Interviews during this evaluation indicate that pace of interagency participation
in program mariagement under TKPP and IMG may have slowed somewhat over the past
year. This may be inevitable in an election year--the period just may be prior to the
formal planning process for a new Repelita, However, there is recognition of the need to
reinvigorate the process, and steps are being taken toward this end. For example, in late
June, IMG members participated in a five-day retreat to redefine missions, operating
modes, and priorities.

Program Review and Planning

In February 1991, the TKPP Chairman submitted to AID an overall examination
of the program, reviewing performance under the Policy Action Plan and highlighting
issues to be addressed (TKPP, 1991). A more comprehensive Issues and Priorities Report
(Bidang Regional dan Daerah, BAPPENAS, 1992) was submitted in March 1992. This
report contains a thorough and frank review of both progress and problems, and lays out
ideas for future work in urban policy in some detail. This report, and the 1991
submission, confirm the GOI's ongoing commitment to the program and serious
consideration of means of improving it.

The future work program suggested in the Issues and Priorities Report supports
continuity in all of the current themes of the Policy Action Plan, presenting ideas about
goals for the next stage in each. The report endorses decentralization as the primary
goal. It gives substantial coverage to means of strengthening planning and coordination
mechanisms at the central level. It is not as thorough in its treatment of key issues in
the municipal finance agenda discussed in Chapter 3 or in suggesting how demand
driven mechanisms might be built to facilitate local leadership in devising Indonesia's
urban future, but it touches on these issues as well. It is refreshing in its recognition of
current bottlenecks in the investment program (as discussed in Chapter 2) and offers
promising approaches for addressing them. Its views about substantive emphases that
need to be added are very much consistent with those in this evaluation, particularly
those related to urban environmental quality management, private sector participation,
and building local capacity in urban management.
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Monitoring Sector Performance

Prior to mid-1990, serious inadequacies existed in the systems to monitor progress
of the overall program. There had been reports on individual elements, some of which
were of high quality but there was no recurrent, comprehensive, factually based reporting
on the progress of the program as a whole. Prior HGL Assessments argued that an
elaborate new monitoring system was not required--the need was for a simple quarterly
report that would be easy for top decision makers to understand.

Important contributions were made to this objective during 1990/91. First, the
Municipal Finance Project (1991h) developed a set of statistical indicators on many of the
key variables needed to track changes in the intergovernmental finance system, directly
related to Policy Action Plan targets. All are presented in chart form, making it possible
to see immediately whether conditions are improving or not. Second, Directorate Bina
Program improved its reporting systems on IUIDP progress, with tables showing changes
in status for each urban area affected (informaticn on related activities such as
MAPATDA and training programs are also included). Information on overall program
expenditures and financing also was improved (the basis for the analysis in Chapter 2).

However, the Bina Program report is no longer being submitted on a regular basis.
We believe that this report should be reinstituted and other items recommended in prior
HGL assessments should be added. Most important, new information from these sources
should be integrated into one report and used recurrently as the basis for discussions
of progress in TKPP/IMG meetings.

Some suggestions for additions are as foliows: At the TKPP level there appears to
be a need to improve reporting on the progress of working groups in developing work
plans, draft legislation, etc. Tables should be appended indicating the dates on which
meetings were held, who attended, and explicit citations of any documents produced
(with a one-paragraph abstract of their content, where possible). Additional factual
information also would be helpful for programs now being implemented: a table on PBB
implementation that would show for each city the total number of parcels, total valued
to date, recent and expected future collection rates and Rp. yields; some indicators of the
extent of involvement of local government officials in PJM/RIAP preparation and
implementation; more data on characteristics of PJMs by city--e.g., total and per capita
investment levels by subsector, data on program composition, and some simple
performance ratios; and regularly updated tables showing the number of employees who
have received training under each component program in each city.

In one area, more fundamental steps will be needed if monitoring and reporting
are to be improved. The Project emphasizes more effective targeting on the urban poor--
targeting of GOI policies regarding infrastructure provision, targeting of tariff subsidies
and central-level grants, and targeting of the HGL investment program. At present,
negotiated agreements between GOI and AID are used to define the preportion of each
category of investment that can be formally attributed to below median-income
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households. However, the actual income incidence of the current urban investment
pattern and current sector subsidies, as well as the direction of change over time, is not
known. The initial Work Plan for the MFPC called for special studies on income targeting
of urban investments and affordability criteria to be applied to tariff design of urban
services. To date, these studies have not been carried out. They remain a priority, and
should be structured so that they permit measurement of the effectiveness of the Project
in reaching the urban poor. Field surveys, conducted on a sample basis to determine
income characteristics of beneficiaries of different types of urban investment projects,
burdens of urban service tariffs in relation to household income, and priorities of poor
households for urban service improvement, would be appropriate.

Urban Spatial Strategy

The Issues and Priorities Report recommends efforts to update the nation’s urban
and regional development strategy. In this regard, it is worth reiterating concerns raised
in prior HGL assessments about the implications of such strategies to local investment
programming.

To avoid an overly ambitious charter at the start, IUIDP purposefully was limited
to a basic set of functions (water supply, drainage, sanitation, urban roads and a few
other related activities). This is an important set (including all that together really set the
spatial pattern within an urban area), but there are others that have to be considered in
local capital budgeting. The PJM/RIAP process has proved to be a basically sound
approach for planning local investments, and there is little doubt that local officials
should expand its scope to cover, for example, budgeting for school and health center
development. But what about building new electric power plants, telecommunication
facilities, and major roads; i.e., strategic infrastructure? These are investments in which
the provincial and central governments retain a stronger interest since they play a more
powerful role in setting the interurban pattern of opportunities for economic expansion.

There seems to be general agreement at this point that IUIDP should be broadened
and linked to the work of the recently appointed committec for Spatial Planning.
However, very careful analysis is needed to determine how this should be accomplished
(analysis that covers the practical administrative implications, as well as the economic
development aspects). Perhaps there should be two linked, but relatively independent,
processes: one that covers matters fully under the discretion of localities and another
that involves more negotiation between local and higher level governments concerning
strategic infrastructure. As previously recommended, a concept paper addressing these
issues should be developed and discussed over the coming year before definite decisions
are made to change IUIDP.
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Chapter 5

THE TECHNICAL ASSISTANCE
AND TRAINING COMPONENT

The Project's grant-funded technical assistance and training component
incorporates two subcomponents (1) the Municipal Finance Project Contract (MFPC), a
$3.9 million contract awarded to the Research Triangle Institute on the basis of a
competitive procurement), and (2) a $1.1 million fund for short-term consultancies,
training, and administrative support administered directly by AID/Indonesia.

MFPC STRUCTURE AND WORKING RELATIONSHIPS

The basic design of the MFPC created a challenging assignment for the consultant
team. Four long-term consultants were assigned to separate offices, each working in one
of the key agencies involved in Policy Action Plan implementation. Their original terms
of reference gave clear mission statements, but flexibility was retained so that product
priorities and schedules could be adapted in consultation with counterparts. They
reported to an interagency steering committee chaired by an official of the Ministry of
Finance. They were not charged with major coordination responsibility related to the
overall program (teams funded by other donors, reporting to BAPPENAS, have more
central responsibility in that regard). Flexibility inherent in this approach was a potential
benefit, but risks were also high. Dangers of fragmentation and diversion to office
activities outside the project scope were far from trivial.

To address these limitations, the team relied on several approaches:
(1) negotiating work topics that were both important in relation to the overall Policy
Action Plan and not being addressed by other consultant or government teams;
(2) conducting new research and providing concept papers on these topics (that were
generally widely circulated and discussed) to stimulate understanding and interest;
(3) using these topics as the basis for major national seminars involving participants from
all relevant agencies; and (4) following up with appropriate agencies to promote action
on seminar results. Seminars and follow up work were generally done in cooperation
with other donors and technical assistance teams.
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The advisors were placed in four of the most important agencies involved in the
implementation of the Policy Action Plan:

Board of the Analysts of State Finance, Credit, and Balance qf Payments,
Ministry of Finance

Chairman of MFPC Steering Committee: Dono Iskandar,

Center of Reglonal Finance Analysts (PAKD), Ministry of Finance.

Counterpart: Dr. Susiyati B. Hirawan; Head
Advisor (and Team Leader): James McCullough

Directorate of Local Government Finance, Directorate General of Reglonal
Autonomy (PUOD), Ministry of Home Affairs

Counterpart: Birong S. Tambunan SE, Director
Advisor: Steven Pereira

Directorate of Urban Development (BANKGKOTA), Directorate General of
Regional Development (BANGDA), Ministry of Home Affairs

Counterpart: Soedarsono Soekardi, Director
Advisor: William Kugler

Directorate General of Human Settlements (Cipta Karya),
Ministry of Public Works

Counterpart: Ir. Bambang Rachmadi, Director General
Advisor: John Taylor

The elements of the MFPC work program related to themes of the Policy Action
Plan but, consistent with the Project Paper, emphasized municipal finance objectives:

1.

Expand Financial Resources

1.1 Rationalize Intergovernmental Fiscal Relations
1.2 Enhance Private Sector Participation

1.3 Enhance Local Resource Mobilization
Enhance Management of Existing Resources

2.1 Institutional Structure to Support Technical Assistance and Training
2.2 Implement Finance and Management Packages
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2.3 Improve Urban Management Information Systems
2.4 Improve Local Service Delivery Enterprises

3. Enhance Dynamic Urban Planning Approaches

3.1 Integrate Economic Growth Potential in Infrastructure Packages
3.2 Rationalize GOI Planning Regulations and Training

4, General

4.1 GOI Staff Training
4.2 Information Exchange

The paragraphs below describe major accomplishments and issues in each of these
elements. Major wriiten outputs are listed (under Municipal Finance Project) in Annex
A and additional documentation on training is provided in Annex D. (It should be noted
that each advisor accomplished morz than a review strictly related to formal work
program tasks would indicate. Counterparts told us that all advisors made extra efforts
to help them in the general strengthening of their agencies and in dealing with some of
their day-to-day emergencies.)

MFPC AGENDA TO EXPAND FINANCIAL RESOURCES

Rationalizing Intergovernmental Urban Fiscal Relations (1.1) and Enhancing
Local Resource Mobilization (1.3)

Original tasks under these sub-elements related to provision of policy advice and
analysis on overall municipal finance and management issues (including both loan and
grant components); development of a model to analyze alternative grant/loan allocation
approaches; development of methods for assessing the debt-carrying capacity of local
governments, developing urban service tariff guidelines (non-water) and assisting in
implementing revenue enhancement systems. Major outputs include:

1. The preparation of policy papers on the potential for municipal bonds in
Indonesia (1991e), analysis of issues related to the design of a new grant for urban
development (Inpres Perkotaan)(1990b), and local government debt management (1992c).

2. Developing and conducting an interagency seminar on 'ocal government
debt management (Batu-Malang, East Java--131 participants--1992c).

3. The design, initial data collection, updating, and dissemination of a series
of monitoring indicators on GOI performance on objectives (mostly financial) under the
Policy Action Plan (1991h). Four workshops were held on these indicators, involving 170
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participants, This work has been widely disseminated and is viewed as a particularly
valuable contribution by the agencies involved in the program.

4. A study of the finances and debt management position »f 14 of the most
heavily indebied local water companies, or PDAMs (1992d). This was conducted
primarily to fulfil requirements under Task 2.4 (see below), but it should be used to
suppori overall understanding and reorientation of cost recovery pricing policy and credit
use. It 1s he first study of its kind and shows promise of serving as a basis for important
financial management improvement for PDAMs.

5. Considerable progress was inade in furthering the implementation of
revenue enhancement systems (discussed under another work program element below).

All of these contributions are important and, in some cases, they are extremely
valuable. Some of the most important elements of municipal finance reform have not
recetved follow-up, however. These include a strategy for future development of the RDA
that will help establish market-based municipal lending on the scale needed to finance
future urban investment; assessment of options for reforming grant allocation formulas
and strategies for rationalizing the overall grant and loan system; analysis of tariff
structure of urban services and affordability criteria that ought to be incorporated into
the tariff structure; and preparation of guidelines to determine the practical debt-carrying
capacity of local authorities. Each of these topics was included in the original Detailed
Work Plan of the MFPC. Many of the original tasks related to these topics were, however,
dropped from the second year work program. As discussed in Chapter 3, many issues
at this level remain unresolved and still are among the most critical barriers to overall
program achievement. It is not expected that the work of any consultant team could, or
should, force resolution on such issues. Nonetheless, in our view, a continuing stream
of policy analysis {pioposing ways to look at these issues in a fresh light or adding new
data to give speciticity to the policy debate) could have made contributions to opening
doors that still appear to be closed.

Enhance Private Sector Participation (1.2)

In this element, the team was asked to undertake a variety of research and
development tasks thet would suppori furthering the participation of the private sector
(formal and informal) in the provision of urban services. The work program included
reviews of previous studies, undertaking new research, conducting seminars, developing
ideas for guidelines and training programs, and considering options for demonstrations.

Objectives of this agenda have been largely achieved. A series of working papers
focusing on private sector involvement in urban water supply were prepared in
collaboration with the WASH project. Short field trips yielded information about existing
private sector participation in various urban services in Surabaya and Padang. The most
important event was a three-day workshop around findings of the WASH study in Bali
in May 1991 (70 participants)(1992d). Workshop sessions dealt with methods such as
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Build-Own-Transfer, by which private firms have participated in water supply in other
countries, but also considered institutional, financial, and legal/regulatory constraints
in Indonesia and the means of addressing them. After the workshop, advisors followed
up with meetings on these topics in individual ministries (the most active was in the
Ministry of Public Works). These efforts formed the basis for the design of the PURSE
project discussed in Chapter 3 (AID/Indonesia, 1991).

Since then, MFPC advisors in BANGDA and Cipta Karya have continued a program
of policy research as a bridging activity until the PURSE project itself begins. This work
should do much to facilitate start-up when the new PURSE advisors arrive. It is planned
that NFPA advisors will continue to work on private participation in smaller scale projects

even after PURSE is initiated.

MFPC AGENDA TO ENHANCE THE MANAGEMENT OF EXISTING RESOURCES

Institutional Structure and Local Capacity (2.1)

Here, the work program called for a series of activities to help address the central
challenge of Policy 5 of the Policy Action Plan--building local government capacity. The
initiating event was another major interagency seminar, in this case to follow up the
UIMDS study (see discussion in Chapter 4). The seminar, held in Megamendung in
March 1991 (70 participants--1992c), reviewed the findings of UIMDS and included
several substantive workshops to discuss both present conditions and ideas about what
could be done to follow up on study recommmendations. Further discussions were again
held in individual counterpart agencies to consider courses of action in more detail, and
meetings were held with several key counterparts and with the IUIDP Implementation
Support Group. These efforts led to current proposals to develop a coordinated program
for capacity building in urban management (1992d), discussed fully in Chapter 4. As
noted there, this proposal holds much promise as a way to come to grips with one of the
areas in the Policy Action Plan where progress lagged in relation to both needs and
original expectations.

Another accomplishment in this area is the design of a project to compile and
review all regulations and guidelines now applicable to local officials in urban
management, and then to develop ideas for revisions in accord with modern management
concepts. At present, the guidelines are known to have many gaps and overlaps. A
comprehensive review of this sort is very much needed. Planned activity also includes
development of a system for issuing and recurrently updating comprehensive sets of
regulations and guidelines that affect local governments.

Financial Packages and Information Systems (2.2 and 2.3)

This element also yielded important forward movement under the Policy Action
Plan. The approach and its outcomes are discussed fully in Chapter 3. Briefly, the
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problem was that a number of systems had been developed (or proposed) to address
management information needs at both the local and central levels and there was
considerable overlap between these approaches. Again, an interagency seminar was
conducted to facilitate understanding of the issues and possible courses of action (in
Cipanas in December 1990 with 97 participants--1990a). Follow-up activities to
coordinate further systems design and implementation are now underway.

Improve Local Service Delivery Enterprises (2.4)

The first requirement under this Task was the stuuy of the finances and debt
management position of heavily indebted local water companies (PDAMs), noted above,
which is now nearing completion. Work is also underway on using this study as a basis
for establishing an orderly set of regular financial monitoring indicators for PDAMs. The
final Task under this work program is a study of the regulatory and financial
performance of other (non-water) local public enterprises (BUMDs). This work has been
designed and an inventorying of BUMDs is now underway in the Ministry of Finance.

MFPC AGENDA TO ENHANCE DYNAMIC URBAN PLANNING

The objective of this element of the program has been to "integrate economic
growth potential into infrastructure investment planning” (3.1). It was noted earlier that
IUIDP was purposefully limited to only a subset of all infrastructure investment
categories focused on "basic needs," to avoid the risks of an overambitious charter at the
start. It has been generally recognized, however, that the concept should be broadened
over time. Ideas have been developed within DG Cipta Karya for an approach called
"dynamic urban planning," which would involve local leadership in planning for urban
change in a manner that links more broadly defined infrastructure programming to local
economic and land development opportunities, as well as basic environmental needs
(Hendropranoto Suselo, 1989). MFPC work in this element was to support this concept,
but also to perform a number of other "general support" tasks related to IUIDP and urban
planning.

The focus of this element is being addressed by two MFPC-guided pilot efforts to
implement the dynamic urban planning concept--in East Bandung and North Sumatra.
In the East Bandung project, for example, a consulting team is performing analyses and
taking other steps to facilitate the thinking of local leaders about new land development
options. They are attempting to think through the impacts different schemes would have
on economic activity, and in turn what that would mean for infrastructure and urban
service needs (for the economic activity itself and the new residential population it might
bring into the area). Alternative ways to finance the development are being considered
in light of the local government’s fiscal position. Environmental impacts are also being
examined. An unusual, and promising, feature of the project is that private developers
and community leaders are participating with the local government leadership team in
reviewing both the analysis and the policy and action alternatives.

i
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Other work under this element included consideration of a model that might be
employed at the Provincial level to set investment priorities, the provision of comments
and advice on the nation's proposed new Spatial Planning Law, and considerable general
assistance in IUIDP implementation.

All of these are valuable activities. The concern of this evaluation is that MFPC
resources may not *2 adequately focused on today's highest priority problems. Chapter
2 identified important problems in the development and implementation of the
investment program. For the time being, at least, DG Cipta Karya has a critical role to
play in overcoming many of these difficulties. Ideas suggested in Chapter 2 warrant
priority: the notion of central interagency teams working with local leadership in more
effective strategic planning and priority setting (very much akin to concepts in dynamic
urban planning), management analysis and procedural adjustments in appraisal and
implementation processing, the possibility of internal changes that would facilitate Cipta
Karya's role (working with other agencies) as a provider of technical assistance and
training to local governments. It would seem that the next stages of planning for the
MFPC should address these needs more clearly and centrally.

TRAINING AND INFORMATION EXCHANGE

In this area, the evaluation entailed examining relevant documentation,
discussions with providers and their counterparts, and separate interviews with a sample
of the trainees (14 individuals). Our findings are that contributions of both MFPC- and
AID-programmed training under this component have been impressive.

1. The four MFPC national policy seminars noted above were important
training events in and of themselves (total of 369 participants).

2. The MFPC also designed and conducted three special technical workshops:
(a) on the missions and operating processes of BANGKOTA in MHA (47 Participants);
(b) on the indicator report that was prepared and the concept of using regular updates
to monitor program progress(separate workshops in MOF, BANGDA, MPW, and
BAPPENAS--170 participants); and (c) on regional investment modeling (for BAPPENAS
and for MOF--78 participants).

3. The MFPC’s development of special in-country training courses for central
agency staff (in BANGKOTA in MHA with 39 participants, and PAKD in MOF with 31
participants) warrants special attention. The PAKD course, now in process, includes 20
separate lectures given by MFPC advisors and other specialists on topics ranging from
financial analysis to computer networking and IUIDP planning. The BANGKOTA course
emphasized a similar array of technical subjects relevant to day-to-day workloads in the
agency but also included supplementary training in English.
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4, AlD-programmed overseas training and study tours have involved 76
Indonesian officials to date, normally in courses offered in the United States and specially
designed for staff from developing countries. A total of 42 attended the Research Triangle
Institute course in urban financial management and local government finance, 4 attended
Harvard University courses on urban development, 3 attended an ICMA course in local
government management, 7 attended a VCU urban management program, and 1
attended a special TSS course on urban development and shelter management. Several
participated in RHUDO/Asia seminars: 4 at the seminar on market towns in Nepal, 3 at
the land policy seminar at Chiang Mai, Thalland, and 8 at the urban management
seminar in Bangalore. In addition, 1 was supported on a study tour related to municipal
bonds in the United States, and 3 have been supported in longer-term training in urban
development related fields (at Harvard, the University of Southern California, and the
University of North Carolina).

It is difficult to find much fault with these programs as delivered. Our overall
conclusions concerning the training component are:

1. It was based on an explicit training strategy (expressed in the Project Paper
and appropriately translated into the MFP work program) and proceeded in accord with
that strategy.

2. The range of course offerings was well focused on the key policy themes of
the overall program and, thereby, furthered the program'’s basic objectives (self-evident
from the nature of the courses identified above).

3. Individual course offerings appear to have been well designed to achieve
substantive objectives expected of them (based on review of a sample of course
descriptions).

4. Based on our interviews with a sample of participants, it is our opinion that
they have benefitted appropriately from the courses they attended. Although there were
variations in enthusiasm, comments by the sample of participants interviewed were
almost totally positive. They were able to clearly explain the purposes and content of the
training experiences in which they participated, and many articulated ways in which
those experiences had improved their job performance when they returned; a few claimed
major changes in outlook and effectiveness because of them.*

“The only criticism of note was that some of the presentations in the United States demanded English
language skills beyond the capabilities of some of the participants. Generally, it was felt that course
instructors spoke carefully enough to be understood, but problems were encountered on field visits, for
example, with local officials.
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5. Participants appear to have been well selected. They were government
officials at the right level, and with the right career orientations, to benefit from the
materials presented.

In the view of this evaluation, however, training strategy should be modified for the
future. A very large share of all resources to date were devoted to overseas courses.
Those courses have been valuable for those who attended them, and it is reasonable for
the Project to continue to offer such opportunities in the future. The question is one of
proportions. It seems clear that over the longer term, indigenous training (such has been
proposed for the urban management capacity building program noted above} would be
more cost effective and offers the only hope of beginning to address the training needs
of Indonesian local governments at scale. This point was also made with respect to the
Indonesia program by a recent review of RHUDGO training strategies in the Asia region
(Nolan, 1992). We judge that a larger share of the total budget should be devoted to the
development and appropriate implementation of indigenous training opportunities {n the
future. Shifting the proportions in that direction should be a priority objective through
the remaining years of the Project period.

A second, comparatively minor, criticism is that the MFPC could have done more
with the original work program Task of developing an "Urban Information Exchange.” To
be sure, they have taken important steps in this direction with the accomplishments cited
above. Nonetheless, the original work program talked of developing a more regular
"working paper" series and a semi-annual journal on relevant issues. We beiieve these
topics should be reestablished and given emphasis in the remainder of the Project.

COORDINATION OF SHORT-TERM AND LONG-TERM TECHNICAL ASSISTANCE

The technical assistance design for the Project separated short-term assistance
from the long-term assistance provided under the MFPC. This arrangement led to
unnecessary administrative delays in coordinating the two types of technical assistance.
Often, when the GOI, AID, and the MFPC team identify a topic for intensive policy
analysis or training assistance, it will be appropriate to add specialized short-term
assistance to the skills of long-term personnel working under the MFPC. At present, this
can be done only by having AID compete a specialized contract, design a specialized work
order under a continuing IQC, or find ways to break an activity into a series of smaller
activities that can be handled administratively as purchase orders. A great deal of
administrative time and effort goes into any of these approaches. The MFPC team
pointed out that it frequently encountered delays in obtaining short-term technical
assistance help.

In the future, it would be advisable to more explicitly link short-term and long-
term technical assistance. One way to do this is to include a budget for short-term
technical assistance within the institutional contract of the MFPC if the latter contract
is amended. AID should retain discretionary control over a substantial part of the short-
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term technical assistance budget, in order to ensure that there continues to be
competition among potential suppliers of such assistance, However, building a budget
for short-term assistance into the institutional contract for long-term assistance would
(a) reduce the administrative burdens involved in obtaining such assistance, and (b) allow
the long-term contractor greater discretion in identifying how short-term assistance can
be used most effectively to complement the work of long-term advisors. AID could require
that short-term assistance beyond some threshold level, or for activities not specifically
identified in the initial contract, receive written authorization from AID in advance.

COORDINATION AND CONSENSUS

Compared to most projects of this kind, the MFPC has been unusual in the
attention it paid to communication and interagency collaboration. In one respect,
however, performance in this area could be improved. Joint meetings with advisors,
agency counterparts, and AID representatives (to review plans and progress and to adjust
activities as needed to focus on priorities) have been infrequent. It is recommended that
such meetings be held at least on a quarterly basis during the remainder of the Project
and that agendas and supporting materials be circulated ahead of time. Also, since
BAPPENAS plays such a key role in virtually all issues touched on by this Project, it
would seem useful for key BAPPENAS officials responsible for the IMG to be added to the
membership of the counterpart committee. It would also make sense for this component
to add BAPPENAS to the list of key agencies to which it provides technical assistance
resources directly (possibly in the form of a full-time advisor).

OVERALL PERFORMANCE

This evaluation indicates that the MFPC has been innovative and effective in
responding to the challenges it faced: (1) the overall work program, as negotiated with
the steering committee, was developed (and recurrently adapted) in a strategic manner
so that resources have been well leveraged and focused on topics critical to overall
program achievement (addressing important gaps while avoiding duplication with other
GOl consultant resources); (2) each individual tcam member has shown considerable
initiative in developing and conducting work and in establishing working relationships
such that the services of each are highly valued by their counterpart agencies; (3) actions
of the team have consistently emphasized interagency coordination and cooperation (all
key agencies have been meaningfully involved in planning and have been kept well
informed about progress of the overall agenda; major seminars and conferences have
been purposefully designed to address crosscutting issues demanding interagency
participation); (4) the team has gone out of its way to collaborate with other consulting
teams working in the sector and (on an informal basis) help focus joint efforts on Policy
Action Plan priorities.
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While this component has been successful overall, this evaluation raises four
concerns. First, the project has not been forceful enough in keeping the principal flscal
reforms included in the GOI's urban sector policy statement at the top of the policy
agenda. The momentum for intergovernmental grant reform, for example, appears to
have eroded, while no clear strategy has emerged for following up creation of the RDA
with movement toward larger-scale, market-based lending to local governments. Second,
although original plans did not call for MFP focus in this area, problems have emerged
in the decentralized investment programming process (e.g., the lack of adequate strategic
planning and priority setting, bottlenecks in project processing) that now warrant
attention from the project. Third, while the MFP training program has been consistent
with the original plan in its emphasis on overseas training, a higher priority should be
given now to developing indigenous training capacity (this priority is now being
recognized in the MFP's plans for building such capacity in urban management). Finally,
the technical assistance agenda could be better focused if the TA team, government
Counterpart Committee, and AID representatives met regularly to review
accomplishments and set priorities for the next period. We recommend that such
meetings be held quarterly, and that, prior to each meeting, the TA team distribute a
summary of technical assistance products over the past quarter and a proposed work
plan for the next quarter. BAPPENAS should be clearly invited to participate as a
member of the MFP Counterpart Committee. Because of its central role in relation to the
Policy Action Plan, the addition of MFP technical assistance support directly to

BAPPENAS should also be considered.
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Annex A

ACHIEVEMENTS UNDER THE
LOGICAL FRAMEWORK

The following paragraphs present the text of each element of the Logical
Framework of the Municipal Finance Project as developed in the Project Paper
(AID/Indonesia, 1988). Currently available information on status with respect to each
Objectively Variable Indicator (OVI) is presented in italics.

LI I B A B A A

PROJECT GOAL (The broader objective to which project contributes):

To improve the shelter conditions of Indonesians with below median-incomes by
facilitating the delivery of affordable, local, shelter-related infrastructure.

Measures of Goal Achievement:

[ | An increase in the total level of investment in shelter-related urban services
and infrastructiure.

Between 1987/88 and 1991/92, investment in the Cipta Karya subsectors
increased at an annual rate of 4.5 percent, well below the rate of inflation. On a
real per capita basis, investment levels fell substantially.

n An increase in the level of shelter-related urban investments benefiting
below median-income families.

There has been no monitoring of the income profile of the beneficiaries of urban
investment; therefore, it is not known whether this objective has been achieved.
This evaluation recommends a household sample to determine the extent to which
investments under the project benefit below median-income families.

o An increase in the level of private sector financing of shelter-related urban
services/infrastructure.
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There is no systematic monitoring of levels qf private sector financing; therefore, it
is not known with certainty whether this ohfective has been achteved. Howeuver, all
of the public officials interviewed reported that there has been a substantial
increase in private sector involvement. Case studies qf Padang and Surabajia
confirm a large increase in private sector involvement in urban services in those

cities.

n An increase in municipal local own-source revenue available for shelter-
related urban investments, benefitting families below the median income.

Municipal own-source revenue has grown rapidly in real, per-capita terms (see
Chapter 3). The income distribution of the beneficiaries of tnvestment financed from local
revenues is not known.

[ A reduction in the present level of central government funding of shelter-
related urban services/infrastructure.

As per data presented in Chapters 2 and 3, central government funding for the
program has increased since 1987 /88, so this measure has not been achieved. (We
assume this goal is intended to relate to a reduction in the relative share of central
govemnment funding rather than a reduction in the absolute amount of such

Junding.)

PROJECT PURPOSES:

To provide assistance to the GOI in further developing its municipal finance system by
expanding and enhancing the managernent of its financial resources, which will enable
Indonesian municipalities to (a) assume an increasing share of the financial responsibility
for urban shelter-related infrastructure and services; (b) create conditions favorable to
private sector involvement in urban investment finance and service provision; and
(c) create a framework for partnership between the public and private sectors.

Measures of Achievement:

| Municipalities are able to utilize private sector financing for shelter-related
urban infrastructure.

Municipalities are legally able to utilize private sector financing for these purposes,
and they have done so in several cases (see Annex C, Goal 3). A Presidential
Decree removed water supply from the list of activities where private sector
participation was prohibited.
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n The private sector is willing to participate, individually or in partnership
with the public sector, in the financing of urban-shelter-related infrastructure services.

Several actual cases demonstrate that private willlingness exists {f the
clrcumstances are appropriate (see Annex C, Goal 3). The PURSE profer:. wui
attempt to create circumstances that will expand this interest.

[ ] The central government’s system of grants and loans is consolidated.
This measure has not yet been achieved. See discussion in Chapter 3.

| A uniform incentive system for improving revenue generation and
expenditure control by local governments is developed.

This measure has not yet been achieved. The grant system has not been modified
to create incentives for local financial controls.

] A central government lending mechanism is operationalized.

This measure has been achieved with the establishment and issuing of operating
guidelines for the Regional Development Account. However, no loans have been
made under the new guidelines. See discussion in Chapter 3.

[ Central government loans funds to municipalities on terms reflecting the
cost of capital, risk and servicing.

Under both the RDA and GOI agreements related to the East Java/Ball Project, loan
terms have moved considerably toward this objective and away from the highly
concessional approach of the recent past. However, interest rates are still well
below the cost of capital adjusted for risk and servicing costs. The RDA interest
rate of 11.5 percent compares with commercial rates (for less risky loans) of about

24-25 percent.

| The financial management capacity of local governments is enhanced.

Although much room for improvement remains, this measure has been achieved
with the broadscale implementation of the MAPATDA system and other tnitiatives.
See discussion in Chapter 3.

OUTPUTS:

] Provision of shelter-related urban infrastructure, valued at the equivalent
of $100 million benefiting below-median income families.
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| Continued improvement in the role of the central government in funding
urban infrastructure and services affordable to low-income households through a system
of grants and loans that encourages local resources mobilization.

[ ] Strengthened capacity of the local government finance system to mobilize
and manage resources.

| Establish the foundation for increased private sector participation in the
provision and financing of urban infrastructure and services.

Illustrative Magnitude of Outputs:

] For Repelita V, an additional policy is included in the Statement of Policies
for Urban Development in Indonesia that encourages private participation in the
financing of urban investments.

With strong support by AID in policy dialogueues, this objfective was added to the
Policy Action Plan (Annex C, Goal 3).

[ The rupiah equivalent of $100 million is spent by the GOI to provide shelter-
related urban infrastructure for the urban poor.

This measure was achieved in full after completion of the first three tranches ($118
million in HG eligible investments thus _far documented). See discussion in Chapter
2.

| Guidelines are developed for local government acceptable levels of borrowing
and acceptable sources of loans.

Appropriate guidelines have been developed under the East Java/Bali Prgject, but
similar ones have not yet been published for RDA lending. The MFPC is making
progress toward better understanding of the issues associated with local
government indebtedness through its analysis of PDAM finances and dialogues with
central and local officials.

] Cost recovery strategies for appropriate urban services are developed that
reflect the cost of urban services to private sector beneficiaries.

The MFPC and others have undertaken analysis to contribute to this objective and
MHA directives have supported it. Cnse studies in Padang and Surabaya confirm
a significant increase in tariff rates toward cost recovery levels, which are believed
to be representative of experience elsewhere. Data are not available, however, on
nationwide changes in tariff policy.
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[ Formal guidelines are established specifying which urban services will be
the responsibility of the local, provincial and central levels.

This measure has been achieved (Annex C, Goal 1).

[ Central government igsues guidelines for private sector participation in the
construction, operation, management and maintenance of urban, shelter-related
infrastructure,

While some preliminary materials have been prepared along these lines, formal
guidelines have not yet been issued. The imminent PURSE prgoject should address
this tssue and thus it appears promising that this measure will be achieved during

the Prgject period.

| Accounting of all central government funds flowing to municipalities is
standardized.

This measure has not been fully achieved as yet, but the MFPC is working with
both the Ministry of Finance (PAKD) and the Ministry of Home Affairs (PUOD) to
synchronize their information systems in a manner that will address this need
satisfactorily.

H Financial management performance indicators are developed that tie the
amounts of central government financing a municipality receives to its financial
management performances.

Progress has been made by the MFPC in developing and regularly updating relevant
indicators (Municipal Finance Project, 1991), but these are not being used by the
GOl in determining grant allocations. At this time, it is by no means certain the GOI
is willing to take that step.

| Financial disclosure requirements for municipalities are established.

There are clear rules for Tk.II reporting of financial outcomes to the Provincial level
and all PDAM financial records are subject to audit. These financial records,
howeuver, are not regularly made public and, in that sense, the spirit of this objective
has been frustrated. )

[ Central government develops a policy enabling it to sell participation
certificates in its RDA loan portfolio to the private sector.

This measure has not been achieved and, planning for it is not underway. RDA
rules would currently preclude the sale of participation certificates to private buyers.
In the opinion. of the evaluation tearn, this is only one possible strategy for opening
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the RDA and municipal borrowers to the private credit market, and (s an unrealistic
target in the short run,

| Central government will have reduced or eliminated loans at concessionary
terms to local governments, substituting grants where poverty levels requirc concessions.

A good deal of progress has been made in reducing concessionary terms in loan
rates, There (s still disagreement within government, however, as to what
munictpal lending pelicy should be. An appropriate mechanism for linking grant and
loan allocations is being applied in the East Java/Bali prgfect, but there has been
no agreement to adopt a similar approach as a matter of national policy.

INPUTS: Implementation Target (Type and Quantity)

[ HG LOAN. $100 million authorization over the 6y -ars life of project (FY88 -
FY94).

The full amount of the loan has been disbursed well ahead of schedule.

-] TECHNICAL ASSISTANCE AND TRAINING GRANT. Long-term technical
advisors are hired and in place. Short-term consultant services are provided as needed
to support and the project. Mission Urban Advisor is under contract.

This measure has been achieved in full

m GOl INVESTMENT. $1.8 million in TA and training and $100 million in
rupiah equivalent expenditures from April 1, 1989 through March 31, 1994.

As ducumented in Chapter 2, the GOI investment program is well ahead of
expectations in this regard so far, and it can be expected that, with the applicotion
of the fourth tranche underway at present, this measure will soon be achieved in

full
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Sulaweslitian Jaya UDP. monts.

06/10/92
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POLICY ACTION PLAN HGL
Act K gets, updated Apri-June, 1992
P {y amended May 3. 1990 . e - . .
Key steps dudng proj Oescripti
No. Policy Area/Objectives Medium —term goals Action Proposed petiod (04/87-04/92) (N 8. ss(target) Momitunng lndicalors
crucial sleps kidicaled by*)
3. Stenghen Local Government -
resource moblization end
fAnancial mansgement . .

{a) improve PBY 3.01 Fully implament PBB tax Improve revenue Appoint Valuation Advt Completed V dvisors appointed
pardormance, local ta aw {1966 -08) pedormance of Property to deveiop a Valuation @e-01) 10 assist PBY in individually
perdormance, and Tax (P88) through Methodology for top value ° valiing high value pioperties,
secvices charge h and o ot properties and supernviss develop P Isted
pedormance improvement programs the valuaion process on valuation modal (CAV) and

Jakuetn, Surabaya, Madan, tain valuars. A lotal of

Bandung snd Denpasas. 200 000 properties valied.
A probotype CAV was developed.
Twenty PUB officials were sent
foe ovarsons taining and many
PBD olficiats undorwon!t in—
countty training.

Exiend top properies C d V dwi wete

vahiation methodology to ©1-92) sppolnied 1o supervise

30 other cities implementation. A total of

. 70 000 siditionsf properties

valued in 30 othes clies.

Appoint Tax Administiation Completsd  Tax Admini v

Advisors 10 assist PBB in (89-02) sppoinied o asuist PBH In

impeoving Property Tax designing a collection - led

Adminiswation and policy implementation sitategy for tax

fssues. raform. This collection ~led
strategy invulved developing
and supervising he implemen —
tation of the Puyment Point
System SISTEP) and tha
Collects iloring Sy
SISLAP). The SSTEP system
wss fully Impl s
in Ksbupaten Tangetang in
1969 und subsequently reph—
cated o 83 icgunal govern —
monts by THOIAR2. As past of
Ha SETILE system, stkion—
lorcemoen? hns beon shiessod.
Towd roperty Yax Collection
tag the rusral and urban sectors
has improved tom USS 117
milbon in 1981799 to USS 164
mithon in 1991/92.

- Decision to Replicate On -going Ona hunied mote cites will bo

implamentiation (92-93) Incotporated to SESMIOP opers -

Bun during 92/3.
06/10/82
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POLICY ACTION PLAN HGL
Actions, Ksyalep gets, up Apnl-June, 1892
P y amended May 3, 1990 _
Kay steps during proj D
No. Policy Arsa/Objsctives Medium - term goals Acton Pioposed peatiod (04/87-04/82) (N.B. *s(targey Monitonng indicalxs
crucial steps indicatled by*)
o] D a peah & On -gaing SEMIOP pliot peoject esta -
Property nformation Manage— ®1-83) biished In Kabupaten Bekasl,
mant Syatem SISMIOP) © East Jaknrta and South Jakarts.
intagrates tha propertly adminia ~ The pliot project hias tested
functions of propesty dam ap dp & for -
collection, veluation, asssssment, Ing tax object identificaton
collection (e.g., SSTEP}, enfor— b {NOP}, collecting
t and taxpay ‘ property intormation and the
{appeais and cbjections). ok P ol P -
based SISMIOP components.
The piopesty information col —
lectad will be used W evakuate
and tinalize ha property valua—
ton thodology for ind 1
by mid—- 1902,
302 imp [ D the ol Deaft legisiation 1.aw on Pending
of local taxes and service focal taxes and charges Local Govemment Taxes & Review
charges (1667 onwards) by DGKDN and DGPUOD) Chaspes® and Central-Locad { )
Fiscal Retationships® prepared
by MOF under raview by
cabinet.
implementation of local Evaluate pllot tax office Compisted Evah tepost
tax ofice procedure Improvament (MAPATDA) In (90-9t)
improvements by DGPUOD) Usban IV (Loan 1972 -IND) cities
MAPATOA manual systam of Complsted  Wcrease in Own Source
local tax adminisrsdon (eo0-~-01) 13 (OSHs) tep
improvementa expanded o by MFP Monitusing
«ll TC % goves indicators
Computerization of Being
MAPATDA Manual System Implemented
teated in 20 TK. f§ gov'ts ( 18
(b) improve management 3.03 improve costrecovery and Improve user charga/cost Analyse cost recovery Complated acbon plan
and supervision sysiems o of el caglonal 4 of pedormance of all waler ©owarn tecommencabons
of local snterprises enlerpiises (1087 POAMs In Jeva (by DGCX and enterprises subject o SKB
capabiities onwards) DGPUOD) 4/84-37/XPTS/B4 and
. idently problem PDAMs
Impiement, commencing in
Java and Sumata, the
adoption of:
) water tunlt siructure and Complated No of walixt caterpines

06/10/92

apptopriate taril! level tocaver (0U/B9)
OA&M costs, depreciubon of

delt servico (whichaver is

largesr) and

complymng (30 PDAMs}
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POLICY ACTION PLAN HGL

Acvons, Keysieps. tarqets, updated Apid-June, 1992
Praviously amanded May 3, 1960 I
Key steps dutiig proj O plon
No. Policy Arsa/Objectives Madium -ierm goals Action Proposed period (04/87-04/32) (N.B. Qarget) A ) s
crucial steps Indicated by*)
() BKPK (Audit Agency) Comploted  No. ul PDAMS adhoring o
Accounting Guldeiines for ( 191) BXPK accounting
PDAMs establishad loc idelines
tracking operationai costs,
Oebt sarvice, degreciation
allowance, ats.
MFP conducted analysis Being
debt management Complesd
(os/nz)
Assign waler enterprises Assign funcbons and Complated Direcuves suad and
g and develop t pravide budgets and stafl ©es) units operational in Juva
funci¥ons 0 PMOU's thioughout 10 Central and West Java
Indonesia (by DGCK and DGPUQD) PMDU's
Appaint consultants to (i) Caomplated Contact signed
assist PMOUs and (i} sseist e
walet anlerprisss
Pilot test & fulty implament Baing No of provinces with PMDUs
system of Provincial P o b d a3 & result of exton —
Monitoring 4 t 92-) slon of piot system: PMOUsS
- Uniaa (PMDUs). have been cstablished in af
. provinces excopt rish Jays,
Timor Timur & DKI Jakasta
Watee cise Man n POAMS 10 Tepust inmncial as
niormeiicn Syaem (WEMIS) at  Complatod,  wel as technical data i
DOCK icr financial & techalcal Nat all WEMIS.
data on LPAMs & PDAMe, BPAMs &
supported by PMOUs. PDAMS repoct—
ng deta yel.
POAM Finsnclal ionitoring P d
Systam by PUOD under MFP (52-93)
amendment
Management TA/treining to Proposed
PDAMs under MFP amsndmant. (82 u3)
Review optional wates Formutation of TOR Complatad Agieed TOR
enterpiises arganizationsl (12/87)
anrangemants lov all
provincss based on App ot Itants Comp! Cont tenton signed
efficiency criteria by TKPP @vey) Jave provinces stiuctute
defined, impl:mentaton
tmetable agieed
Complete review ol recom— Completed
mendatons for initiat (o1e8)
Impismeniaton in Java
06/10/92
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POLICY ACTION PLAN HGL
Actions, Keystep gets, up Aptid-June, 1992
Praviously amendaed May 3, 1V90 Lo
Kay sieps during pioj D n
No. Policy Arsa/Objecives Medium -1term goals Action Proposed pedod (04/87-04/92) (NB **{migey MoNHuNG K RUXS
crucial staps indicated by*)
BPAMs upgraded to PDAMs Being No of BPAM -~ PDAM
stalus a3 a resuit of GO impl d con L (By 1992
tachnical assistanice & Saining 131 BPAMs & 177 PFDAMS)
Deveiop guidsiines for Formuiate TOR for BUMD Being Agroed TOR by PUOD
ring, pet inventory & regulstory * implamentad
. or Nquidating BUMOs guidetlines study o4y
fLocal gov't Enterprises)
Compilate BUMO sudy Propossed Suudy results approvad
and pian lor iationalization (82-83} by GO
under MFP amendment.
(c) improve local government 3.04 improve financiel inidal design/piiol tests of Compietd
financial management management capacity in ol fAnancial managament & MIS a4 -29)
TK. 18 TK. K. gov'is packages undes IBRD Urban
. IV, V& USL? (SPMKD, POMMS,
PAFPACK, SIKDOD, MAPATOA).
Develop inam: o tving Prep wiition guidels Comp d MFP S T
conflicts & Mliing geps based on MOF - MHA seminar o  {12/90) Hopois. PUOD suskgyl
betwean wariocus financial reviaw piiot expetionce with sction plan.
mgm't & mgm't info systems financial & mgm't info systams.
designed/pliond undes IBAD
Utban IV, VA& USLS. E ish C i Technical Tobe Tondeting puckugo & <
Unk CTU) In PUOD o imp} d C Awni Sy
ravise & integrata financial {82-83) radasign & Instalfation.
mgm't systema basad on €. Java & Bali UDP funding,
Seminsr Techaical Repost MFP supervisory support.
ExpandF e d POMMS designed and d Compiated
Maintsnance Management In 8 cities toe-00)
Sysiem (POMMS)
Extend POMMS to 10 cities Being
under €. Java & Ball UOP impicmontad
92~ )
Develop a consolidated, Overview of existing laws/ Complowrd
e dand d freguiations/guidsiines by ©e2)
system of Urban Management TKPP and Ocaft Stategic Plan
quidatinaes for use by Th. it fos Ucben Managemant in
govemmants indonesia.
Initial Phaze of UMG D p Completed
ment (dotailed inventory, (o2/92)
analysis, action/plan 8 TOR
TOR developmong being
contmcied under MFP.
Full UMG implementation Tobo
under MFP Amendment. Oetermincd

06/10/92
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POLICY ACTION PLAN HGL

1 v .

pa, taigets,
y ded May 3. 1990

d Apill - June, 1992

No. Policy Ares/Objectives

Madium -tarm goals

Action Proposed

Kay steps during peojs

period (04/87 -04/82) (N 8.
crucial steps indicsted by*)

(d) Encourage private sectlor 3.08
rasources mobiization and
private sector participation
in the provision and deilvery
of wrban infresructure
sarvices

06/10/92

Establish an acceptabile
lagal and regulatory

frame work for privais
sector involvement in

tha financing.
impiementation,

operation and mansgement
of urban services and
inlrasruchure

Assign working group o
define and encourage he
role of the private secior
®y TKPF)

Provide guidelines for 2ppropriate

Assign working group and
provide TOR

Assign tesponsibility tor
preparation of guidetines
by TKPP working group

04/90 Working group assigned
and TOR agiced. Puvate
pasticipabon on water
supply guidebnes by MPW.

- 08/90 Responsiidity assigned

Private Lol ipath
tdentitication Sudy (Fiest
E. Java Walar Supply Project
- IBRO Loan 2275 -IND)

Prepae TOR jor appoiniment
of consuitants

Appoint consultants

Recommendations to be
discussed by Workshop

Woiking proup prepase its
recommandations

‘Financing & Commarcializing
the Privats Provislon of Public
Services® sludy describing
slements ol nseded policy

& negotiating paramoters
common 0 et subsaciors of

P » » o

C Ll
(12e9)

08/90 TOR prepased

08/50 Consultants appoinicd

1180 Wuwkshop heid

Complend
e

WASH sy of prh
participation (PSP) in utban
wains supply & dralt admin
guidelines for POAMS.

WASH ssminas held to
disseminate shudy findings
on next steps for GOI

PURSE pioject designed &
approved to mobilize TA ©©
devolop guidotines, & last

findings hiu piot projects.

wsm)

Completsd
{05/81)

Being
implemonted
©-97)

uopunag WHa]
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Monitoting kidhcalues

Model agreements provided

POLICY ACTION PLAN HGL
Actions, Kaysteps, targets, updated Apnl - June, 1992
Praviously ameaded May 3. 1990
Key steps during proj Oescop
No. Policy Ares/Objectives Medium~term goals Action Proposed patiod (04/87-04/82) (N.B **(target)
crucial steps indicated by*)

Praiiminary surveys in Complewd
Pydang & Surabays & TOR ©2/92)
prepased by MFP tor detailed
survey of PSP In Urban
Service at the local gov't
lave! (sl:dy t0 be fnanced 4
by PURSE).
BOO/BOT Ssminas oveiviewol  Completed
PSP & power, telscom, & (c2/92)
foll road subsectors

Determine the rights and Provide model agreements

obligations of the privale between local autharilies

sector by providing and the private saclas

appropriate model conceming a variety of

sgresmaents batwesn local fosma ol private seclors

authorities and . garticipation

participatng pitvale

sactor estabiishmaents (by

MPW and MHA)

introduce pliot projects in Umbulan Speings, P

selected local authorities, E. Sava buth wator supply for

suthorities, with inital PDAMs of Surabaya, Gresik,

smphasis on the watsr Sidoarjo & Pasuruan

supply and solid waste BOT-1type contract signed

subssaciors (y MKHA) Bromo Consortum $125

06/10/92

milion 15-yrs 1800.

Lhok Ssumawe, Acsh Ulara waler

Poly, jon, & & -
ion 10 industriel (B0%) & Aon -
industrisl (20%) users. Amaerican,
Quich, & local investors & 70
milion J0-~yrs (800,

Nusa Dua, Ball Water supply &
diatributions for hotel P
ment appiox $15 m (priveia)/$o m
(pubiic) 15 - yra{1801)

Bintan islands waler supply
Singsporean company Sallm
gioup $480 m under
regotiations, Shgapors Public
Utilitss Board end Riau
provincs PDARM.

.
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POLICY ACTIOM PLAN HGL

April-June, 1932

ke o

" X gets, upd
iously am d May 3, 1900

o>

No. Poicy Area/Objectives Madium-teim goals

Action Proposed

Key sieps during pro} D
petiod (04/87 -04/82) (N.B. **ltugey
crucial steps Indicated by*)

Momtonig Indcalus

06/10/92

Semasang $125 million waler
trextmaent & distribution

system unds? negotialions.
Solid waste collection &

in 1088, I Sumbays
private &2ms transport 18%
of %:0 city's solid waste
kom tempoiary collection
to final disposal sites,

For elechkic power
genstation, he GOt is
reviewing BOO-typs
proposals kom 2 consortia
lor Peiton 588 and 748 power
plants, sech palr 1200 MW
$1.7-2 bittions.

in tslocommuanications, he

GOL sacks to estabiish (avenus

sharing agreemants (build—

transiet type con¥acts) with

domaestic fims joc 490,000 of fhe

country's 1.4 milllon ices. As of

Sept. 1891, 53,000 nes put into
P undet

shasing agrosmants. Broad

deraguiation under review.

Tk, Rtoan Adminkstration Stidy Completed
by PUOD on debt service, @1-82}

& matiods for incressing tasiils
30 attract pelvale invesiment

Pilot test Tk, 11 Loan Adminls - Being
tration Munkoring System & implemonied
provide kraining o 5 POAMs. 92-43)

L
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POLICY ACTION PLAN HGL

ty amended May 3, 1990

tions, Key dated Apri-June, 1992

Key steps during proy o

No. Policy Aies/Objectives Madium ~term goals Action Proposed period (04/87-04/32) (N B. *esaiget) Momitorng indcators
crucial steps indicated by*)
4 i and 401 Piovide a visbie systam ol Susnghen Central-local Assign consultants to Completed Consultants asyiyned
mechanism for urban foan financs for local Governmant bortowing raview policies for he (ov8g)
L endk th [ ts (19687 ds) by OGMON) Ragional Deveiopment
for local resources Account (ROA)
mobllization
ROA Oacrae signed by MOF - Complatmd
{a) creals & consolidaled lormalizing credit Iaciity 09/0)
foan fund for iocal
govemments ROA Borrfowars Manus) Completad Coples dissemmnates o
Prepesad o) Provincial & seleced
Kotamadyas
Deocroe signed seting RDA Complotnd
interest tale for 1962 (o2/82)
Workshop on Local Govl Complewnd
Oebt Mgm't heid in Malang ©o202)
by MFP/MOF 10 review
ROA procsdures.
MOF/HID Local Gov't Completed
Project Appraisal course ( mt)
‘established.
SPABP mechanis taliished Complend
1o allow donor funds o be ( m)
channetied directly 10 local gov'ts
i INPRES grants with linkages
10 spproved WIDP PSWa.
(®) impcove grant 4.02 improve allocation improve allocation Assign working group Completed Waking gioups assigned
abocaton criteda of grant fin and gukie- ©aen
(1087 - 86} Sines for Centra) -
Locel grant system Raview recommendation of Baing Working group repurt
Ly 10 on-going Central - Local d with e imp:
grant system e 190) propasals
Prepase instruments Panding Dratt fegisiation “Law on
quired for imp: in Ravi Local Govemimont taxes &
CenualLocsl fiscal { ) Changes® mnd “Centinl-Local
reiations Fiscal Relationships®
prepased by MO undes
1eview by Cabnet.
Experi tal Inpres Perk Complewd
establishec for FY 190203 { 182
for Rp. 38 bilkian, as part
of npias Dsti i,

06/10/92
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POLICY ACTION PLAN HGL
Act Kayateps, targets, updated Apii- June, 1992
Praviously amended May 3, 1990 e e _
Key steps during proy Descripti
No. Policy Aras/Objectives Madium -tarm ooals Action Propossd period £04/87-04/82) (NB. *atar Moniturng Indicabxs
crucial steps indicated by*)
4.03 Improve informaton base improve sysiam ol Tk. 1 & SIKDD financial & Complew:d
for policy development and U reporting o0 MOF & MHA demographic systam pilot ( (o0)
operational decisions on {(PUOD) tor APBD Local tosied In Ssmarang under
local govemmaent finance annual budget/acuals. Uban V.
SKDO pitot system upgraded - Being
by SIKD & porting & Impk
manioring system at PUOD ®2-83)
end locsl gov'is with supgport
rom MFP.
Improve information base for Land ink tion M. Next steps for
mohilizagon of local resources. System LIMS), supporting adaplation of LIMS
tand registration & elsewhers to ba
propesty tax collection determined.
piat tested in Semarang.
improve information base Regional linance Information Boing
requlsed by Central Gov't & analysis sysiem (PAKDBASE) tmplementod
10 prepare policies & inatalied and teated at MOF/ ®2-)
programs and msanitors local PAKD. Integrated with SND
Qov't patiormance. by MOF/MFP.
Urban Policy Action Plan Being Monitoring indicator
Monitoring ndicators Iimplamenied System fully
System designed & installed v -8 instiutonalized.
by MFP
MFP Municipal Financs Completed Aclion on Mf P Seminar
: Sewminas massesed syanghs {(1290) sscommandabons
& weainosess of varicus
1S, including National
Urban Dovelopment Stintegy
(NUDS) database & Uiban
nformation Sysiem (UIS).

{c) Utilze central-local deve— 4.04 Develop a systam kr the Assign a working group Assign working group and 09/90 Wotking group assigned
lopmant grant funds with oentificavion of tarost 10 Gabne policias In relation pravide TOR and TOR agreed
appiopriste attention being groups for poverty to poverty alleviation
paid 10 the requisements of sllgviation programs and oy TKPP). Oetermine Warking group to prepare 08/80 TOR prepated
low -k h k for channelling financisl criteria for the identification TOR forappointment of

and tachnical assistancs o of low incoms 1a1get Qroups, consultants
the target groups and for the ber of such h hald:
monlioring and svalualing and thek disuution by Appoint consultants 09/90 Consultants uppointxs
the efisctiveness of such province and local authority
progams {by DGCK and DG BANGDA) Hold workshop on poverty 09/80 Wotkshop held
alleviavon
Agree critena for the /90 Cutena ageecd

06/10/92

identihcabon of targel groups
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POLICY ACTION PLAN HGL

e, up

Praviously smended May 3, 1990

April- June, 1092

Key sleps dunng proj Oe
No. Policy Arew/Objectives Medium-term goals Action Proposed period (04/B7-04/82) (ND. **(tugel Montoong deakos
crucial steps indicated by*)
Determine he grant requirements Agiee on appropriate povesty 1090 Packayes agieed
- of the alleviation packages and alleviation packages and their
he spatial distribution of such grantiogn impications
requirsmaents by DGCK and MOF).
idenily ha appropriate channels Agres on channels for deliver— 12701} Channels for detivery agreed
for the delivery of poverty allevia - Ing poverty allaviation pack — (See nptes Pesrkotaan
tion packages (on~sits sanitation, ages including guidance under 4.02)
community water supply, house raquiraments montiosing and
improvement, #ic.) within the VIOP evaluation .
framework By DACK and 0G
BANGDA)
8. Imp local g t - 5.0t Stenghen Local Govt. Carry out a comprshensive study Uiben instiuional and Manp [ o d
fies: instiutions rcsponsible of urban insté and P Devel Swudy (UIMDS) { ee)
for uiban inirasruciure developmaent needs of local needs assassmant.
(s) evah Local G governments (by MHA and Civil
needs, with parlicuier smpha -~ Service Adminisiration Agency - WAMDS Seminar by MFP o Completwed
sis on urban managers and BAXN) comaunicste findings & [ X" -2)]
coordinate long -term trsin- recommendalions.
ing programs
UNDP consultancy Being
support for instutional implemonted
developmant in MENPAN, { )
LAN and BAKN.
° *A Trining & Technical
Assistence Delivery Syshsm
for Urthan Mansgement: A®
Preliminary Nots in Stralegy by
MFPIIDP-INS.
(b) raise stalt capabiities of 502 Stenghen management Raview coordination lssues dirsctives 1o DGs Being Directives hsued
jocal ravenue administratior;, and stalfing caspabliites arangemants between - Implemented
plenning and programming, In MPW DGe and Provincial MPW DGs In UIDP process **(10/90)
and operations and Dinas PU, fo provide
maintenance guidance to local MPW staft * Completad
govemnments (1087 - 1060) and * T 10 support { /90)
™ .
Manual for UIDP prep Completed
distributed lor use In East 04pm2)
Java/Ball uoe
Manual lor UIOP appiaisal Being
Impicmonted
{ n2)
Woikshops 10 cxplain ilcing
manual guidolines implemenied
( rv2)

06/10/92
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POLICY ACTION PLAN HGL
Acth Keysieps, tugets, up d Apni-June, 1992
Previously smended May 3, 1890 - —- - -
Key sleps during proj Cescilp
No. Policy Arsa/Objeciives Maedium - term Qoals Action Proposad period (O4/87~04/82) (N.8. [ Q
crucisl ateps indicated by*)
identity stalt skills and kaining Canty out intemal review of . Beng Assessment fnahzed
axpriences required o DGOX wita assistance of implemented
provide sdequale managemaent, managemant consultants *s{ 190)
technicel and financiel advice
%o Local Govts. by MPW, MHA *A Troining & Yechaical . Completed
and MENPAN) Assé D ¥ Sy 0292
for Uiban Managament: A”
Proliminary Nole in Stategy by
MFP/IUIDP~INS.
{c) provide guidance % all govt. 6.03 Remedy conflicts and Develop a consolidated, Cursory inventory of of writing Completad
units in coordination of urbean inconsisinciss among dinad and -] iragalatl guidet by ouyea)
development enisting laws and system of Urban Management 1IXKPP and Dralt Skategic Plan
regulations an urban guidelines forwase by Th. ¥ for Uiben Management in
management govemments. indonesia
Initial Phase of UMG Devel Complotd
ment {detalied inventory, ©o2m2)
analysis, action/plen & TOR
TOR dewiopmant) Seing
contractsd under MFP
Fult UMG implementation ToBe
under MFP Amandmant tmplemented
New guidelines provided D:aft Spstial Planning Under Submitted House of
by new legleiation. Law provides plan prep! Ravi Rap ) | ©a9t).
on guidetines and protected Expecied 10 be enacted
afea contols mid- 1962,
Housing and Settlements Enacted
Lew reguistes public ©o2/82)
housing and setiiements
8. Swenghan coordination and con- 8.01 Deveiop sffective policy Estabishment of an Ministeciat Decree (SK) C d Decreo 1
sultation In e Wwban davelopment cootdination in the uiban ineragency Coordination establishing struciure and ©487) Extension dale on
secior sactor as well as he Team for Urban Development resourcas of TK issued Apiil 1, 1989
development of machanisms (TKPP and an axscutive
{s) sstablizh an inleragency 1o support policy review secretasiate) TKPP purp snd (. Complaed
coordination team and sn M and declsion making ship redefined a3 a policy { Mo}
axscJlive secratariate {19687 onwasds) meking body. IMG esmblished
10 manage technical implemen -~ -
tation of WADP projects.
) develo inab g! 802 Evaluale existing urban infra~ Assign working group o guide Assign dmng ing group Completed Assig ts made
ments and sbikly 1o support Wie progl and prep iy mp ing and ntesaila for plantung and { /n
future urban development for ~ and assi Y C

policy seview and recommend -
alons

06/10/92

tarm seclor pian and program teams W respactive agencies as
ileria and ded in policy option

and Institutionsl o t tation and

{1087 - 1868) oy TQ

stion, nsnclel resources and
end instutionsl deveh
mant

¢
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Annex D
STATEMENT OF WORK
MUNICIPAL FINANCE PROJECT
INIERIM EVALUATION
I. IIILE

II.

Municipal Finance Project Interim Evaluation

Evaluation of the Municipal Finance Project, Indonesia;.
Project No. 497-HG-001, funded with $100 million Housing
Guaranty loan resources and $5 million grant for technical
assistance and training (497-0365). Period of
implementation FY 88 - FY 94.

EURPOSE

The purpose of this evaluation is to provide the Government
of Indonesia (GOI) and USAID/Indonesia with an assessment of
the progress of the Municipal ‘Finance Project since 1988,
with particular emphasis placed on activities since :
September 1991 (the date of the most recent program
Assessment). It will provide the basis for decisions about
modifications and extensions to the existing program, and -
about design implications for a possible new $125 million HG
loan program. . :

. The base line for the evaluation of progress made under the

Policy Action Plan (PAP) is the ‘information contained in the
August 1988 Project Paper for the Municipal Finance Project,
the August 1989 Policy Action Plan Review, the May 1990
Policy Action Plan Uzdate, the Second and Third Year
Assessments of August 1990 and September 1991 respectively,
and the March 1992 report by BAPPENAS entitled "Progress and
Issues in Indonesia's Urban Development and Priorities for
Policy Analysis, Strategy Formulation and Programming"
(subsequently referred to as the "Issues and Priorities"
report). A copy of the Executive Summary from the two most
recent Assessments is appended.

The evaluation will focus on the two major approaches to
assistance undertaken by the program: sector assistance,

- through provision of HG resources; and technical assistance

and training. :The evaluatign will provide separate .
assessments. of the two apprnaches, and recommendations for

future activities of both.

®
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III. 2ACKGROUND

A major challenge facing Indonesia, as the rate of
urbanization continues to increase, is to impzove the
delivery of its urban service investments, especially for
the benefit of low income families. An important means of
meeting this challenge is to develop more efficient and
equitable systems of municipal finance. Indonesia's rapid
urbanization and. the magnitude of its many associated
problems, coupled with the limited pool of central
resources, requires the GOI to continue tc develop a more
decentralized system of financial planning, with local
governments taking greater control over investment
decisions. Within this system, local governments will be
able to assume more responsibility to mobilize their own
resources. In response to these GOI initiatives, A.I.D. and
the GOI have designed an urban program, the Municipal
Firiance Project (MFP). -

The program addresses four major. problems facing the
municipal finance system: (1) near-term shortfalls in the
GOI devslopment budget; (2) the need to expand sources of
revenue; (3) the need for performance incentives; and (4)
the need for a clear policy towards servicing low income
populations. The MFP emphasizes local resource
mobilization, infrastructure affordability and cost
recovery, public-private partnerships in urban service
provision, and targeting. of shelter-related services to low

. income communities. .

In August 1988, USAID/Indonesia approved the Project Paper
(PP) for the MFP. This PP presented A.I.D.'s urban policy
agenda, which was the basis for approving $100 million of HG
resources and $5 million of DA resources in support of
A.I.D.'s urban programs in Indonesia. In approving the PP,
USAID/Indonesia authorized the first $25 million of HG
resources for the MFP for FY'88.

In July 1989, August 1990 and September 1991, USAID and
RHUDO/Asia undertook assessments of PAP progress, detailing
and assessing actions the GOI had made in reforming the
municipal finance system since approval of the Project. The
assessments of 1990 and 1991 summarized program
accomplishments since the prior assessment, and recommended
priorities for improvement in subsequent periods. 'The
present Evaluation will include a similar summary of
accomplishments. Based on these assessments, RHUDO/Asia
recommended that USAID/Indonesia authorize the second, third
and fourth tranches of HG resources for the MFP.

In March 1992, the GOI submitted to A.I.D. its "Issues and
Priorities® report. This report summarizes progress in
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urban development and in the formulation and implementation
of urban policy during the prior year, and identifies the
actions proposed by the GOI for the next two fiscal years to
develop urban policy and strategy, and to accelerate program
implementation. It is also being used as a basis for
updating the GOI's urban strategy for incorporation in
Repelita VI. The was submitted in’'response to the request
from A.I.D. to the GOI for information required for
decisions on the disbursement of the fourth and final -
tranche of the $100 million in HG resources.

The DA grant has provided support ior technical assistance
and training. There have been a variety of technical
assistance activities funded by the Project, including
provision of the services of four full-time technical
advisgsors to the Ministries of Finance, Home Affairs and
Public Works, and several studies.

Other studies, funded from several different sources, have
also been designed to support the GOI's Policy Action Plan.
It is, however, not intended that impact of.these studies be
explicitly included within the scope of the present
evaluation. .

There have also been a.variety of training-activities funded
from the project: support for individual participation in
training courses in the U.S. and regionally, sponsorship of
study tours, and the authorship of in-country seminars and

- training programs, as well as on-the-job training by,
resident advisors. Their principal purpose has been to

develop the technical capacity of the staff in the sector's
public and private policy and implementing organizations.

USAID/Indonesia now wishes to evaluate the progress which
the GOI has made related to municipal finance policy since
September 1991, and the degree to which the MFP has assisted
GOI to formulate poYicies and implementation strategies, and
to develop technical expertise, since the commencement of
the project. USAID also wishes to place the MFP in the
context of assistance and support being given the GOI by
other External Support Agencies (ESAs) such as the World
Bank, Asian Development Bank and UN agencies, in the urban
sector, and to understand the degrees of complementarity,
and ‘'of overlap or omission, if any.

This evaluation is designed_to assist USAID/Indonesia to
provide the basis for recommendations concerning possible
amendments and changes to the MFP, and to assess the design
implications for a possible new $125 million HG loan.

In doing so, the evaluation will necessarily need to (a)

. determine the extent to which policies developed under MFP

o
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IV.

to date are sustainable, and (b) reassess the relevance of
the original project objectives to the GOI's newly-restated

urban policy.

STATEMENT OF EVALUATION ACTIVITIES

This evaluation seeks answers to the specific questions
listed below. The evaluation team will seek to provide
empirical findings to answer these questions, and the team's
report will provide conclusions based on the findings and

‘'recommendations based on an assessment of the results of the

evaluation exercise.

a. To what extent has the GOI'achieved its stated
objectives with respect to targets stated in the PAP
for:

1. strengthening and clarifying local government
responsibility for urban infrastructure;
2. implementing a coordinated and decentralized process
for programming urban infrastructure investment;
3. enhancing local government resource mobilization,
financial management and involvement of the private
sector in infrastructure and service delivery;
4. establishing effective mechanisms to support

" municipal borrowing and improving the system for
allocating intergovernmental grants;
5. strengthening the institutional capacity of local
governments; and
6. improving intergovernmental coordination and
consultation in urban development.

What has been accomplished in these target areas,
particularly during the previous year?. What has been
the role of A.I.D. vis-a-vis other ESAs in supporting
the GOI's urbarm policy agenda? Are the accomplishments
sustainable? What are the recommended priority actions

for accelerating change? .

-b. To what extent have the measures of goal
achievement and the objectively verifiable indicators
of project purpose and output, as stated in the Log
Frame of the PP, already been reached?

¢. In the light of the *"Issues and Priorities" report
and other policy statements by the GOI, are the aims
and objectives of the Project, as summarized in the
PP, still consistent with the principal priorities of
the GOI? Are they still realizable within the
remainder of the Project implementation period?
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d. To what extent have expenditures made under the
annual Investment Plans satisfied the objectives and
forecasts described in the PP, Section 5? How has the
share of the Investment Plans implemented directly by
local governments, and implemented by central
government in sccordance with local government plans,
changed over time? How could the local government
share be increased in the future?

e. Has GOI progress on the policy objectives been
commensurate with investment of tlie HG resources? 1Is
there continuing justification for a program of this
type and magnitude?

£. To what extent has the Regional Development Account
(RDA) been operationalized in accordance with the
expectations of the PP? What are alternative paths for
future development of local government credit
mechanisms?

g. How have the principal project-funded technical
assistance activities contributed to the Program's
policy objectives? How do they relate to technical
‘agsistance activities funded from other sources? What
changes or additions to the MFP would be necessary
better to achieve the objectives specified in the
"Priorities and Issues" report?

h. What project-funded training activities have been
undertaken in the course of the project? The team
should summarily describe the events that have been
sponsored, and should quantify and characterize the
individual training that has been funded. How far does
the existing MFP address the training and technical
assistance needs of local governments? How directly
are they related to the policy objectives of the
Project? t

STATEMENT OF SPECIFIC EVALUATION TASKS
In addressing the questions and issues summarized above, the
team will perform the following tasks: .

Task 1: Ereparatory Work

Before departure for Indonesia, team members shall
familiarize themselves with previous and current
literature about the project. The Mission will ensure
that this literature is available to the team. It

"includes:

@
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2. the Project Paper for the MFP;

b. previous program assessments;

c. the recently completed evaluation of tne training
program of RHUDO/Asia;

d.: reports of studies completed under the MFP program;
e. the "Issues and Priorities" report;

f. the list of training and technical assistance
activities undertaken in association with the program;
and

g. the project completion report for the World Bank's
Urban Sector Loan to Indonesia.

The team members will meet with representatives of the
World Bank in Washington, DC, to determine the Bank's
views on implementation of urban projects in Indonesia.
They will attend a briefing arranged by the PRE/H
Backstop Officer for Indonesia.

The team members will also finalize a plan of work for
the field work in Indonesia. This may include the
preparation of evaluation instruments and criteria,
interview forms and suggested benchmarks. These will
be discussed with and approved by the Mission before
they are applied. The team may also choose to send the
Mission a list of questions on data requirements in
order that collection of the information may be started
in advance of the team's arrival. :

Task 2: Prepare an Assessment of Policy Action to Date
The team will identify policy action accomplishments
from September 1991 to the present, based on monitoring
indicators in the PP, the updated Policy Action Plan
and the "Issues and Priorities" report. This review
will cover actions taken, policies adopted and changes
initiated, and will identify issues which still need to
be addressed. The team will also summarize progress
made in the preceding period, i.e. between program
commencement and September 1991: since this has already
been reported in som: detail in annual assessment
reports, the information need be re-presented only in
summary fashion. .

In order to obtain the most current information to
undertake this assessment, the team will meet with and
interview key GOI officials responsible for PAP ..
implementation, including senior representatives of
BAPPENAS and the Ministries of Home Affairs, Public
Works, Finance. Other meetincs will be held with the
Secretary of TKKP, the MSFP GOI Project Manager,.full
time members of the MFP technical assistance team,
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resident representatives of the World Bank in Jakarta,
representatives of other ESAs as available, and the
USAID/Indonesia Urban Policy Division Chief. 1In
addition to the documents listed in Task 1, the team
will review the routine reports of the MFP Technical
Assistance team, the quarterly reports written by TKKP
on PAP implementation relating to the World Bank's
first Urban Sector Loan, other reports written in
support of PAP implementation, and Progress Reports of
the Implementation Support Project for the Integrated
Urban Infrastructure Development Program (IUIDP).

In evaluating the overall achievements of the policy-’
based sector assistance, the teani should use the means
of verification identified in the PP so far as readily
available data permit. Their findings should be -

summarized in matrix form, comparing the targets in the

- . Log Frame with actual outcomes.

Evaluate the Effectivepess of the Training Activities

The team will evaluate the effectiveness of the
training activities in relation to the program's
overall policy objectives, and the newly-stated
objectives of GOI as contained in the "Issues and

Priorities" report. .

("Training® is ﬁnderstood to include participation in
formal training courses, the sponsorship of workshops,
conferences and seminars, on-the-job training, '

institutional development of training institutions, and
supporting informational materials.)

The evaluation will be done through interviews with
both providers of training, a sample of participants
and putative indirect beneficiaries of training
activities,. and’ will include a review of the MFP/IUIDP
*framework report" on training and technical

assistance. .
The team will also comment on the effectiveness of the

management of the training program, and the integration

of training activities into the overall framework of
the program. ,
Evaluate the Effectivenegss of the Technical Assistance

The team will evaluate the effectiveness of the
technical assistance products in relation to the
program's overall policy objectives, and the newly-
stated objecpives of GOI as contained in the "Issues

.

®
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and Priorities" report. This will be done through
interviews with members of the GOI Steering Committee
for the MFP, clients of technical assistance
actézibies, and other potential users of reports and
studies.

Task S5: [Review the Status of RDA Implementation

The team will summarize the current status of RDA
implementation and should review the options for its
further development to provide a sustainable basis for
long term credit for local governments. The team will
examine .documentary evidence of the start-up of the RDA
and written policy statements of the Ministry of
Finance, and will interview relevant officials and
advisors in the Ministry of Finance in oxder to
summarily describe and evaluate the procedures ‘that
have been followed and the options for future
development as proposed by GOI rejsresentatives from
time to time.

VI.

Zmplementation

From the preceding tasks, the team will assess the
probability for sustained impact of this project, and
will recommend whether a continuation of this type of
project is justifiable. The team will identify
emerging opportunities which could be incorporated in
any subsequent amendment of or extension to the MFP,
including the Policy Action Plan. The team will also
identify any obstacles to PAP implementation, and
propose new approaches to overcoming these obstacles,
including new approaches for provision of technical
assistance and training. The issues discussed in the
September 1991 program assessment should be updated.
The update should include a review of 1991-92
performance, plans for the future, opportunities to
strengthen the program, and relevant critical policy
issues impacting the urban development strategy for
Repelita VI. ‘

EVALUATION TEAM

The evaluation team should consist of two people, at least'
one of whom must be thoroughly familiar with urban issues in

Indonesia. ‘

The team leader should be an Urban Policy Analyst with at
least twenty years experience in urban policy analysis,
urban economics and municipal finance, as well as previous
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experience in policy evaluation. The team leader must have
had previous experience of work in the urban sector in

Indonesia.

The other member of the team should be a senior urban
management specialist.

At least one team member should. have prior experience of
conducting evaluations of technical assistance and training
prograns, and one should have a knowledge of alternative
techniques for credit mobilization for infrastructure

‘ finanez.

VIII.

LEVEL OF EFFORT

The team will provide a total level of effort of 54 person-
days, to be spent as follows:

U.S. (initial briefing, final report) 10 person-days
Indonesia 36 person-days
Travel time 8 person-days

A 6-day work week is authorized.

SCHEDULE

. The evaluation will beéiﬁ in Washingéon, DC, on or about

June 1, 1992, and in Jakarta on June 12, 1992. The team
will be required to meet with Mission evaluation and Urban
Program persounel for a full briefing at the start of the
field assignment, and, in the second week of field work, to
di'scuss their preliminary findings and conclusions with the
Mission. The team will also be required to give final exit
briefings for the Mission and GOI representatives. On

 return.to Washington, DC, the team will provide a briefing

le

on their findings to PRE/H.

The USAID/Indonesia Urban Policy Division Chief will assist
the team by providing the literature specified in Task 1
above, and in organizing meetings in Jakarta and obtaining
the necessary statistical information. .

REPORTS AND DELIVERABLES .. .

The team will prepare, in the.field, a draft final report
which responds to the guestions in Article IV above, and

vhich corresponds to A.I.D.'s required format for evaluation

reports.
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This draft report will be submitted to USAID/Indonesia prior
to the team's departure from Indonesia. USAID/Indonesia
will provide the team with comments from A.I.D.
(USAID/Indonesia and PRE/H) and GOI representatives within
four weeks of the team's departure. The team will provide a
final report within the subsequent two weeks, i.e. on or

about August 14, 1992.

The final report will be provided to USAID/Indonesia as a
diskette written in Woid Perfect 5.1, plus fifteen printed
and bound copies. A further five copies of the printed
report will be provided to PRE/H, with copies to CDIE in
accordance with normal AID/W requirements.

The team will also be responsible for the drafting of
Sections H and J of the standard A.I.D. Evaluation Summary.
A copy of this form, and of the instructions tor completing

it, are attached £or reference.

EUNDING -
The source of funds for this evaluation will be grant funds
under the evaluation line item of the USAID/Ministry of

Finance Municipal Finance Project (497-0365). The total °
preliminary budget is US $55,000 as shown in Attachment 2.

EVAL.SOW/MLee/Maxch 26, 1992
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Annex E

INTERVIEWS CONDUCTED FOR
THE INTERIM MFP
EVALUATION

The research team conducted the following interviews between June 15 and July 7:

Ahadis, Hatta; Chief, Sub-Directorate for Human Settlement, Directorate of Urban
Developinent, Directorate General of Regional Development, Ministry of Home
Affairs

BANGDA Staff under training

Bastin, Johan Dr.; Harvard Advisory Group, Harvard Institute for International
Development

Dice, Steven; World Bank, Project Director, East Java and Bali Urban
Development Project

Happe, Nancy; Price Waterhouse, Advisor to Ministry of Finance
Herbert, John; IUIDP Chief Technical Advisor

Hirawan, Susiyati; Head of Center for Regional Finance Analysis, Ministry of
Finance

Iskandar, Dono; Chairman, Board of the Analysis of State Finance, Credit, and
Balance of Payments

Khanna, Anupam, Division Chief, Infrastructure Operations, East Asia and Pacific
Islands, World Bank

Kugler, Willilam; Research Triangle Institute Urban Development Specialist,
Directorate General of Regional Development, Ministry of Home Affairs

McCullough, James; Research Triangle Institute Chief of Party, Ministry of Finance
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Ministry of Finance Staff under training, including: Arlen Pakpahan and Busrori,
Messrs. Ketut and Sutomo

Montes, Marco; PBB Project coordination, Harvard Institute for International
Development Property Tax Project

Munandar, Gita; IUIDP Implementation Support, BAPPENAS

Murjanto, Djoko; Director for Program Development, Directorate General of
Human Settlement (Cipta Karya)

Prawiradinata, Salmun; Head, Credit Analysis, Center for Regional Finance
Analysis, Ministry of Finance

PUOD Staff under training, including: Mulia Bachtiar, Hilda Saroinsong, Rasken
Sebayang, and Yevons Gurusinga

Rachmadi, Bambang; Director General of Human Settlement (Cipta Karya)

Royat, Sujana; Director, Centre for Urban and Regional Infrastructure, Ministry
of Public Works

Soegijoko Ph.D., Mrs. Budhy Tjahjati S.; Head, Bureau of Socio-Economic
Planning, BAPPENAS

Soegijoko, Dr. Sugijanto; Deputy V, BAPPENAS

Soekardi, Soedarsono; Director for Urban Development, Directorate General of
Regional Development, Ministry of Home Affairs

Supangkat, Harry; Director for Investment Fund, Ministry of Finance

Suselo, Hendropranoto; Assistant to the Minister of Public Works in Integrated
and Urban Spatial Planning

Tambunan, Birong; Director of Regional Finance, Directorate General of Public
Administration and Regional Autonomy, Ministry of Home Affairs

Taylor, John; Research Triangle Institute Urban Development Specialist,
Directorate General of Cipta Karya

AID/DIR and PED/UPD Staff
Whitehead, Stuart; The World Bank
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- Wijanarko, Agus; Head of Subdirectorate, Planning and Program, Cipta Karya,
Ministry of Public Works

- Zaris, Ruslan; MFP Coordinator, Cipta Karya, Ministry of Public Works
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