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Efl...Q~g.....§9_AL....THE 8f39.eDE;R C8..ECTI~ TO WHlfH THE PRO..ECT CONTRIBUTES I
Measures c:I Geel Achlevsmenl

LtEANS OF 'oIEhFICATION

O2jl0;r0

~O~~-lILlPORTAollT ASSUlJPTlONS

Assumptions fet achlevelng gcal tugels :

'2 BAPPENAS report> on progress c:I urban sector
plannlngllnvestment and IUIDP process.

1.3 SpecisJ household and r&!ated surveys to
measure InCOl11e distrtlU10n c:I seMce
COIIernge from envlronmenl2llnvsslments.

1. Broaden eccess to b?sic servicas by facilitating
the deJiveJY c:I urban environmenbJ Infrastruc
ture on a financially vlabla and suslalnable basis.

1.1 An Increase in the talal level c:Ilnvastment In
shelter- related ell'lItonmenlal Infrastructure.

'.2 Increase In the tola/ pepulatla1 served by urban
envlronmenbJ Infrastructure and services (_ter,
\..asta water, and solid v.e.ste managemen~.

1.3 Extenslon c4 the benQl\ts d envlronmenlal
Ir.ves:menl to the urban beloN-medIan-lncome
populatlon

1.1 Urban Inves1ment data as ma1nlalned by Clpta
Ks.rya and the SIIlD Informa!Jon system
dewleped under MFP.

1.1.1 Ir;creese In HG resources are not c:tf-sstby
decrease In (;:::>1 and other denor In...es~an13.

1.12 Other IMler donors (WorY.l 2ank and ADB)
w!1I supp-:ll1 the project purpCGa.

1.3 Governmenlal Investments w!1I be more highly
targeEd on the urban :J00f.

PRO..ECT PURPCSE

2. Assist the GOI t::l adept an enabling lrameworl<
for Integrating l"ban enviror.mentl/ manage
ment within a system c:I imprOJI!d. decentalizad
municipal finance and planning.

~OPS:

2.1. Increased share c:I central-local transfer pay
ments under locaJ go.temmenl d!screlonary
authorlty, as indicated by:

2.1.1 An Increased share c:IlM'RES grants In
tolal capllal transfers from the central
gOllemment to local go.temmentl, from
the currenl23% (91jg2) to an EOPS at 3m(,

2.1.1 MFP Monitorlng Indlcabs.

2.1 The GOI will contlnL'e to s~lft responsib::~

for the financIng and p lar.nlng of urban
servicesllnfrast"UCture to IccaJ gOllernment

2.1.2 An Increased dlstrlcl/munldpality share
c:I central gOllernment grants to locaJ
yOllernmenls from the current 52% (91/S2l
to an EOPS c:I 60%.

2.1.2 MFP Monitoring Indicators

2.2. ImprOlled perlorma'1ce c:Ilocal go.temmentl
In resource mcbilizalion. as Indicated by:

2.2.1 A continued year-on-year Increase In
real per capita 0'M1 source revenues.

2.2.1 MFP Monitoring Indicators.

2.2.2 An Increased share c:I user charges In
locaJ go.temment own resvurc'3 reverues,
from 19% (l~l9O)loanEOPSc:l2~%.

2.22 HFP Monitoring Ind/caters.

2.2.3 An Inereased share c:I prepe".,. !axe,.. In
0'M1 source revenues, from 2$ (1989[9q
to an EOPS r:t 30%.

22.3 MFP Monitorlng IndIcators.

2.3 The GOI will encoorl!g6 more private sector
partldpatbn In financing urban Investments.

2.3 PURSE baseline data In 9 munIcipalities and
subsequent PURSE monltorlng.

2.3. The private se<:torpartJdpates In a grooMng
volume c:I envlronmenlal Infrastructure

Investment end servk:e delivB)', as Indicated by L I I
an Increase In thevaJue c:I non-heus/nc urban I
servIces prOJlded by prlvale entaprlsos In a
sample c:I mun/clpalltles.
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NARAATl1o£ SUMMARY

OUTPUTS

3.1 A stable InstitutonaJ source a :Jomestfc
c;editis developed, under \..nic:h
munlclpalitfas can botrow 10 finance part a
their capital needs, inclUding invlOslmSllln
envfronmen~Infrastrucl\lre.

3.2 Policies adopted 101 mixing leans with gllUlts.
Invaving appro.tal a loans, capital grants,
and capi1al ellpenditJres. under a single
Investment pa~kage.

3.3 Establishmenl a a leg'll and regulatory
lramewotk enabling and encouraging private
sector p3rticipation in the produclkln and
fInancing a urban services (water. waste
waler. ar.d solid waste).

J 4 Establlshmenl a an Indigenous capacity to
deliver lechnlcal as5lstan:e Bnd IIaining In
urtlan management.

ce.ECTI1o£LY 1o£R1FIABLE INDICATOOS

2.4 Procedures are developed and Implemooted lor
IncorpOOltlng envlronmll1ta1 concerns within
IUIDP decll1lraliZed Inveslmall packages, as
Indicated by an Increased use a environmental
Impact studIes and urtlan environmental
management guidelines.

lIIustrallve Oulpul Targets

3.1.1 The RCA end/OI other sources a dornestk:
credit, Including mun:C1pa1 bonds. finance e
growing vaume a urban envfronmentlllnhu
structure Inveslment, measured In real terms.

3.1.2 SOlId oIfertng by atleest one municipality.

3.2 The allocallon a cen!lal ga.temment capital
grants and direct capll3l ellpendltures take
Inlo account local capltallnveslment needs,
local capacity to pay. end the Impotlance a
environmenaJ Infrastructure bot1lenecks to
local econotnlc deYBopment.

3.3.1 Decrees Issued lor _ter. waste v.ater and
solid wasle services that (a) enhance
private partlclpallon In the productlon and
financing a those services; (b) formalize
the legal basIs fOl private Inveslmentlo build
and operale facilitles and 10 contract with
local s;ovemmSlts to provide services; and
(c) define the GOI guamntees the regional
institutions in lulfilllng contract dlllgallons.

3.3.2 GuIdance and dlrecllves Issued 101 Reglonal
Ga.remmenls that: (e) Speclty the types 01 list
a RegonaJ Ga.remmenls authortzed 10 contract
with private sector 101 respecfve seNfces; (b)
Identfy the respecfve service;. Iadlltles or
activities that may be contracled 10 private
entelpreneurs; (c) Prescrtle the contract
procuremSlt procedures; and (d) Provide
model contracting procedures and documents
101 use by Regbnal Ga.rernmenls.

3.4 Case study and other course materials
prepared and ~5 trainers traJned In accor
dance with an articulaled strat~101
strengthening the delivery system lor training,
education. and technical as~lstance In urtlan
management.

MEANS Of' 'o£RFICATION

2.4 Per-odic review a IUIDP Inveslmmt packages.

3.1 RCA data on credltftna:lC!ng.

32 8APPENAS Inlormatlon 00 gUidelines 10 be used
In preparatloo a local capltallnveslment
and financing plans.

3.3 PURSE data.

3.4 MFP progress r(port

IUPORT"''IT ASSUI&'TI~lS

Impotlant Assumptions

3.12 Devdopmenl cI a sound bor.d mar1<e:i1g
system In IndG<~.as!a; dSlr.3opmenl cf C4lertso
at the IccaJ Ii!o;.:'.

P;~0f! 2
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NARRATIVE StlUUARY CB..EcnVElY \BIFIABLE IMlICATaIS lEANS OF VERFICATION IIoFORTANT~

3.5 Na1lon8l guldellnes are estabIahed and spplled 3.5 e>ec:r.s I/1d d1rectlvls are Issued for prlc:lng 3.5 Mlnlslry d Plbllc Works, Heme AlIaJrwl/1d 3.8 ExtemdlIes~wlth dII'ennt t)'plIII
fer auslll/nllbl. prlclng d envInlnmen" envIranmen-. 1ntnIstruclur. baed an model F1nBnce dec:l9a lind dnc:tInIs Inp~ d~~.me.C311

In1l8S1rUctur. sertk:es II1d la COlt rlCOlery esasmen1s d \he COlt lIJecMness d be Iden1II8d c!srly encugh to be 1.a.e:tBd
targetI ~rIIllefordltrenri~ d aI18matIIIe delIIIeIy Iya18ma fa er:vIravnenlIII In~MIIIlce pt1c!ng pcIIc:Ia.
enYlIonmentli 1nh8struc:Iur.. serviceand IrMIs1mIl1tprlar1UIB IlCraSI MCtIn.

3.6 ProcedureslIe~and Implemtmed 3.8 The envlronmentlllnftlstJuctln manegement 3.8 BAPPENAS reportan Pr0gr8SS d urtIen -=ta 3.7 lUllP process cr Its suc:cesacn ClIll blt
fer Incapaall-1g envIranmenW lTlIIIWger.Ient prlcrl1Ies Identlled In \he IbcMt assessrnen1s planning InYntmIl1tand IUlOP process. b!ml*led to Include erMrcnr!1s*188dars
conc:ems wl1hln IUlOP dec:enlral/zed Investmlllt arelnc:orpcnl8d Into lIIlspprlMld Intetgo.wn- nat naN CCl¥W8d.
peclcages. mental ClIPltIIlInanclng plan, fer at IeIst fcur

c:l1IeI. 0 AdclI1lcr-.I :undlnp for 9c:hnlc8l1ISIIslInc:e In
II4)pClItd.WEJ pcIcy~C!IIl be
mcbllz8d thrcugh 111\ :liMI1dmlIlt to IoFP
a other 1OI.'n:eL

3.7 PIOIIsIon d shelter-_ted UlIlan Infraslruc:- 3.7 The "",fIIh equIwaIent d $125 milan Is 3.7 ~taKarya data an ClIPltlllnv8stnent IIIICl- 3.8 Policy and~1IItQmd prcfec:I_
ture,wIued at lhe equIv&/lIlt d S125 mllllcln apentby lhe GOt and Iat:aI gcNemments to soun:es d c:apft8llInIncIng. embl1iCtld In Ilf1IClIceby BN'PENAS.~
benefilng below-medBn Incane UIbIn prcMde sheIter- reIIlm UIb8n Infraslruc:ture KIuya, Illld MIn!slry d Flranc:e.
families. fa lhe urban pocr.

INJUTS Implernen1B1lcn Target (Tp and Cuantfty) Aasumptlclrl\'l fa llfCYIdlna Irpu1s :

4.1 US S125milllon HG LClIII1. 4.1 US $125 mll!\Qn autfxxtza1Ial CM!f the six 4.1 Program Agreementand Amendments. 0 HG Is 8lIlhaized.
year life d Prolect (1m3 - 1GGQ.

0 Amendment to y:P TectmIc::IlI AsIIDnaIIs
4.2 Technical assistance Ilnanced ttvaqI MFP 4o? 5efles d lang and shat-temI technIc:aJ 4.2 Prcject monltcrfng and lMIIualIcn. app.'OI'IJd.~ Inc:re&3lng IlMI d

sndPlR;E. IiSSlstance studles and tr8Inlng IICtIvltes fundlng anG lIXt!tndt1g pert:d d p8Ifamance.
IdentitIed In the Pelley ActIon PIl!n are canfed
out. 0 TmeIy ccmpIelb1 d~wIlh GO.

4.3 GOt direct lnves1ment. grants, :and 4.3 GOl capital 8llPlIldltures an urban 4.3 GO exp8ldlture recads, s~lemllltedby 0 TImely HG barrowlng lind d!sbursernri5.
capltaJlzatian d dcmeslic credit tacalty. llt1IIIranmentlllnlrastructure thraugh direct SlI<DIMFP monltorlng and speciII TA studies.

Jnvestmllll, ;ranis, and domestlcllfly nnanced 0 Appl'q)rIIltIlIy qualI!led T'" will be lMIl!:!ble.
creditIncrease In reBI terms.

LOGFRAME.PHBT,

P8glt3
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ANNEXB

POUCY ACTION PLAN

B.l Draft Policy Action Plan for MFEI

B.2 Status of Policy Action Plan for MFP

Municipal Finance for Environmental Infrastmcture
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ACTIONMEMORAND~ FOR THE DIRECTOR, USAIDIINDONESIA

. :. ·_~iIl ~rej. Acting Director PED~ ..

:" Curt.Christen~e~, Acting DD if
~..'

: .... : Authorization.olthe Municipal Fin&nce for Environmental
..,. ·..·-:':.Infrastrueture (MFEI) Housing Guaranty Program (497-HG-002)

FROM

SUBJECT

1:BRU

' ....

'..

• 1••

'... "~'" ...

••

ACTIONS~

• " O' •• '.. '

You are requested to take four actions to initiate a policy-driven urban development program
in Indonesia:

(1) approve aOne Hundred Twenty-Five Million dollar Municipal Finance for
Env~nmen~.Infrastrueture. (MFEI) Housing Guaranty program (497-HG-002);. . . ...... '. :. ' ..... '. .. . . .

:.. ' .~:. ' ... ~.

(2) approve a negative Initial EnvirOnmental Detennination for the MFEI Housing
. ' ..•, .' . Guaranty program· ;:. ;": ... ;.,,~,,~:.;(' .. ,:- .- .. ...... ~'. ;:. <~: ..,;..~ ..:: .;.·..~....,;·.·:;~t:7·•.. '.' . .•~ .... :..:.. " .: .

(3) authorizetbe issuance of up to TwentY-Five Million dollars in loan guaranties for the
MFEI progranl (Authorization No. 497-HG-006) during Fiscal Year 1993 and the
obliga:tion of $3,199,000 (as cleared by PM in STATE 185584) to cover the subsidy'
costs (If the rust $25 million HG authorization; and,

. . . ~, ~ , . : .. . .. ' " . . .

...... 1·\· ....- .

(4) si~'ithe'~er7~f'Advice to the G'o~~inment of Indonesia notifying them of the
MFEI. Program authorizaQ,on:. .

'. .' .. :~ '." ....: ...... '; .~.. .,

BACKGROUND: •. ::- ... :.

•••.•••. t

The 'Ongoing MFP Ho~ing Guaranty Program:

On August 30, 1988, the USAIDlIndonesia Mission Director approved the Municipal Finance
Project (MFP) composed of a .$100 million Housing Guaranty (HG) program (497-HG-001)
and a $5 million'development assistance grant for related technical assistance. In FY 1992,
an additional $20 million in HG resources was approved, bringing the total HG authority to
$120 million. nle purpose of MFP is to provide assistance to the Government of Indonesia
(GOI) in further developing its municipal finance system by expanding and enhancing the

AMEIICAN EMBASSV,JL MED4N MERDEKA SEUTAS No.3- 5, J"K"NrA 10110 -INDONESIA

TELEPHONE: (011) 360360 fAX: (011) 3806694
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management of its fInancial resources. The strategy of l.dFP is to combine three inputs - an
Urban Policy Action Plan (pAP), a HG loan program, and a gral.1t-fqnded technical
assistance package - into a single, comprehensive program to help the GOI create a system
with built-in incentives which reduces dependence on the central government for fmanci.'1g
urban seIVices. MFP supports three policy-related outputs: (1) improving the administration
of cefittal allocations through a system of grants and loans that encourages local resource
mobilization, (2) strengthening local government fmance systems which mobilize and manage
resources, and (3) establishing the basis for increased private sector participation in the
provision and fmancing of urban infrastructure and services. MFP outputs also include $120
million in urban infrastructure benefiting below urban median income families.

Interim Evaluation'ofMFP:

An interim evaluation of MFP conducted in July, 1992 concluded that MFP seIVed as a
model for operating a policy-based sectorcl1 HG program. The program has made, and
continues to make, substantial progress. Major accomplishments include: decentralizing and
coordinating (across sectom) the urban infrastructure programming process; improving the
management and yields of the property tax and other local own source revenues; setting a
sound base for expanding private sector participation in urban seIVices; establishing the
Regional Development Account (RDA) as a major step toward an effective credit fmance
system for local government; and institutionalizing inter-ministerial coordination at the
central level. '.

The evaluation team recommended that the MFP project give priority to developing a
strategy for local fmance reform that goes beyond better tax administration.
Recommendations include (1) increasing local tax authority, (2) preparing an action plan for
building the RDA into'a market-based credit system, (3) establishing an indigenous system
for building local capacity in urban management, and (4) inclusion of policy agenda items
whicll1 address urban environmental degradation. The interim evaluation of 497-HG-OOl
recommended that the linkage between future HG and grant programs be reinforced.

DISCUSSION:

On Apri16, 1992, the Mission submitted for Asia Bureau approval a New Project
Description (NPD) for a follow-on HG program --- Municipal Finance for Environmental
Infrastructure (MFEl). The goal of the MFEI program is to broaden access to basic services
by facilitating the delivery of urban environmental infrastructure on a fmancially viable and
sustainable basis. The purpose of MFm is to assist the GOI to adopt an enabling framework
for integrating urban environmental management within a system of improved, decentralized
municipal finance and planning. The NPD Review Committee recommended that the
AAlASIA delegate program authorization authority to the Indonesia Mission Director. Points
raised at the review have been incorporated into the current PP and Annexes as have
recommendations stemming from MFP's interim evaluation. Key points are as follows:
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Design Strategy ofMFEI 'Will Require Expanded Grant-Funded Technical Assistance:

The new MFm program will phase in after the current iiO program'is disbursed and will
receive technical assis~ce from two active grants: the Municipal Finance Project (497-0365)
and the Private Sector Participation in Urban Services (PURSE) Project (497-0323). To
ensure com.inuity, a $10.0 million amendment to the MFP grant is required so that its
technical assistance can reflect the new PAP agenda and so its PACD can be extended by
four years to September, 1998 --- to match the follow-on HG's PACD.

Thus, the MFEI design strategy involves two steps: rust, approval of the MFBI program and
second, approval of th~ Municipal Finance Project grant amendment so that appropriate
technical assistance support is available through the life of the MFEI program. The MFP
grant amendment planned for Fiscal Year 1993 will raise its Life-of-Project (LOP) funding
from $5.0 million to a total of $15.0 million. Approval of the new HG program at this time
implies a programmatic' commitment to fund an amendment to the Municipal Finance Project
(497-0365). Program & Project Support Office projections of obligations for FYs 93 through
95 indicate there IS sufficient authority to sustain HG-associated grant projects. Since
USAIDlIndonesia will not be able to fully support the GOl's urban policy action plan
throughout Repelita VI without the proposed MFP amendment, authorization of HG tranches
after the initial tranches will be conditioned on the prior approval of the MFP amendment.

Policy Context of the MFEI Housing Guaranty Program:

The MFEI's emph~i~ on Sirength~riliJg the public sector's capacity to deliver basic
environmental se~i~ and to improve ,the balance between public and private provision of
these serVices is' consIStent with':both.'USAID and GOI policies. The Mission's leading
Strategic Objective'iS "to increase access to sustainable basic services". Our strategic
objective complements'ihe GOl's urban Policy Action Plan (PAP) which has six "themes":
(1) clarifying local government responsibilities; (2) decentralizing infrastructure investment
and urban environmental management; '(3) enhancing local resource mobilization, with
private sector involvement; (4) establishing effective mechanisms for municipal borrowings;
(5) strengthenirig ~ocal government capacity; and (6) improving intergovernmental
coordination. '. .

. ..,
Of these six themes in the PAP, the third one dealing with "enhanced local resource
mobilization, with private sector 'involvement" and the fourth one dealing with "establishing
effective mechanisms for municipal borrowings" are of the highest priority to the USAID
Mission. At the annual review of PAP progress, the USAID Mission will focus on these two
PAP themes, which it believes are essential to achieve the MFEI project purpose.

The Question ofAttributing (101 ~efo~ to MFEI:

The MFEI Project Paper (Section 3.2.1.) proposes specific indicators to measure progress
towards meeting seven end-of-project status (BOPS) achievements. Anticipated degrees of
change in these indicators over the life-of-project are also proposed. Even though USAID is
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the GOl's major interloCutor on matters of urban policy and fmance, assertions of attribution
are likely to remain a troublesome challenge for several reasons. First, the MFBI program
will not be the major source of urban development funds, so "leverage" is not so obvious.
Second, the GOI is opposed to any assertions of conditionality by foreign donors. Third,
indicators selected to measure BOPS achievement are always open to subjective debate.
Despite these uncertainties, USAID can assert that it has the most active sectoral program for
municipal fmance and infrastnleture of any donor in Indonesia. Because of our continued
close association with key policy makers in Indonesia, one can reasonably attribute at least
part of future reforms to the support provided by the Mission program. However, in
recognition of attribution concerns, the scopes of work for MFEI's annual assessments and
its two evaluations will include a requirement that the consultants analyze the degree of
"plausible attribution" to the MFEI project of changes in policy and in levels of investment.
The assessments and evaluations will also examine the appropriateness of the chosen progress
indicators and their an~cipated degree of change over the remaining life-of-project.

. , ,

The MFEI Project's AuthoriztJtion and Approval Cycle:

The process of HG authorization approvals will entail annual progress reviews of the GOrs
implementation of its Urban Policy Action Plan (pAP). Subsequent to these joint reviews,
USAID will sponsor an external assessment to document constraints to progress and to
propose new quantitative targets for the coming year. The GOI will also fmance and verify
Rupiah expenditures on an Investment Program of shelter-related environmental infrastructure
for the urban poor in an amount equivalent to the loan guaranties. If the GOI has also
demonstrated significant progress in meeting its PAP targets, you as USAID Director will
authorize successive loan guarantees.

Conditions Precedent;~ClearQllCes, and the,Initial Environmental Examination (lEE):

In addition to the standard conditions precedent to A.I.D. 's guaranty of a disbursement,
three specific conditions will apply:

(1) Prior to each disbursement the GOI shill prepare (a) an Investment Plan which will
list the estimated eligible expenditures in an amount equal to or greater than the
rupiah equivalent of the disbursement and (b) a report on the Policy Action Plan
which describes its status in tenns of benchmarks achieved and activities in progress.
The GOI and A.I.D. will hold a meeting to review the fmdings of the annual report.

(2) All conditions subsequent to disbursement of loans made under the earlier HG
program shall have been met in full before disbursements under the new HG program
may begin.

(3) In accordance with credit refonn legislation, the obligation of the "subsidy cost" of
each guaranty must also be authorized as a component of each annual HG
authorization.
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(4) A condition p~e~t to the second and subsequent disbursements shall be that all
conditions subsequent to prior disbursements shall have been met in full.

The lEE, which appears as Annex I, recommended a negative detennination and was so
approved by the ASIA Bureau's Environmental Coordinator on November 17, 1992.

AUTHORITY;

In STATE 241346 dated July 28, 1992 the AAIASIA delegated to you as Director of
USAIDlIndonesia program authorization authority pursuant to Delegation of Authority No.
400, dated August 16, 1991, and interim Reorganization Delegation of Authority No.9,
paragraph A dated October 1, 1991. The total guaranty authority for the new HG program is
limited to $125 million, with an annual authorization limit of $25 million.

RECOMMENDATIONS;

(1) That you approve the negative Initial Environmental Detennination for the Municipal
Finance for Environmental Infrastructure (MFm) Housing Guaranty program by
signing Annex I;

(2) That you approve the One Hundred Twenty-Five Million dollar MFBI Housing
Guaranty program (497-HG-002) by signing the: Project Data Sheet as well as in the
space provided below;

(3) . That you authorize the issuance of up to Twenty-Five Million dollars in loan
guarantees under the MFBI'progi-am (Authorization No. 497-HG-006) for Fiscal Year
1993 and authorize the obligation of $3,199,000 to cover the subsidy costs of this $25
million HG authorization by signing the attached Guaranty Authorization (FM
clearance, STATE 185584).

(4) That you sign the attached Letter of Advice to the Government of In10nesia
notifying them that the MFEI Program has been autho_,'--.....~__

Approved ::..-::::=C:::~~~~~ __

Disapproved:

Date ~.=..1 _
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Clearanc~s:

- T. Alexander, UPDIPBD (draft)
- M. Lee, UPD/PED (draft)
- W. Frej, RHUDO (draft)
- N. Greeley, PPS (2/26/93)
- C. Christensen, FIN (draft)
- P. Scott, RLA (All comments per RLA memo are incolporated)
- G. Bisson, Acting RLA (draft)
Drafter:GBricker, PPS 2/12/93 (B:\HG-006AM revised 3/5/93 and 4/14/93)

Clearances for HG' Authorization. Letter of Adyice and TenD Sheet:

- P. Kimm, PREIH (draft)
- J. Stein, PREIH (draft)
- D. Grossman, PREIH (draft)
- M. Kitay, GC/PRE (draft)
- M. Lippe, PREIH (draft)
- D. Newman, FAlFM./LM (draft)
- P. Davis, Asia/PPM (draft)

,I,., i.

\~..



GUARANTY AUTHORIZATION
PROGRAM NO. 497-HG-002

(AUTHORIZATION NO. 497-HG-006)

. "," ','
.... ,

" .... '
0.
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PROVIDED FROM:

FOR:

.' ", ,

Housing Guaranty Authority

Republic of Indonesia

Pursuant to the authority vested in the Mission Director by the Foreign Assistance Act of
1961, as amended (FAA) and the delegations of authority issued thereunder, I hereby
authorize the i&suance to eligible U.S. Investors (Investors) acceptable to A.I.D. of
guaranties pursuant to Section 222 of the FAA of not to exceed United States Dollars
Twenty-Five Million only (U.S. 'Dols 25,000,000) in face amount. The guaranties shall
assure against losses as provided in the Housing Guaranty Standard Tenns and Conditions
(22 C.F.R. Part 204) with respect to loans, including any refmancings thereof. These
guarantied loans 'shall be made to the Republic of Indonesia (Borrower) to support the
provision of shelter-related infrastructure for the urban poor.

These guaranties shall be subject to the following tenns and conditions:

1. Tenn of Guaranty: The loans and any refmancing thereof shall extend for a period of
up to thirty (30) years from the date of each disbursement of the loans and may include a
grace period of up to ten (10) years on repayment of principal, during which time interest
shall accrue an~,'be payable;,and contain, ~uch other tenos and conditions as are agreed to by
the borrower and the'investor, subject to the approval of A.I.D. The guaranties of the loans
shall extend for a period beginning with the frrst disbursement of the loans and shall continue
until such time as the investor has been paid in full pursuant to the terms of the loans.

2. Interest rate: The rate or rates of interest payable to the Investor pursuant to the loans
shall not exceed the allowable rate of interest prescribed pursuant to Section 223(f) of the
Foreign Assistance·Act of 1961~ as amended (FAA), and shall be consistent with the rates of
interest generally available for .similar types of loans made in the long-term U.S. capital
markets. '

'. ,

3. Republic pC Indonesia Guaranty: Prior to disbursement of any loan amounts pursuant
to this Guaranty Authorization, a written guaranty to indemnify A.I.D. against aU losses
arising by virtue of A.J.D. 's guaranties to the Investor or from non-payment of the A.I.D.
Fee shaH be provided in a form satisfactory to A.I.D. by the Republic of Indonesia (or a
financial institution authorized by the Republic of Indonesia to provide such a guaranty and
approved by A.I.D.). '
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4. ~: .The fee of'th~·uDited··St8ies shall be payable in U.S. Dollars and shall bt'equal to
one-half of one percent (112 percent) per annum of the outstanding guarantied amount of the
loans plus a fixed amount equal to one percent (1 percent) of the amount of the loans
authorized or any part thereof, to be paid as A.I.D. may determine upon disbursement of the
loans.

5. Other Tenus and Conditions: The Guaranty shall be subject to such other terms and
conditions as A.I.D. may deem necessary.

In accordance with the provisions of the Federal Credit Reform Act of 1990, I hereby
authorize the obligation of United States Dollars Three Million One Hundred Ninety-Nine
Thousand (DoIs 3,199,000) to cover.the subsidy cost of Authorization No. 497-HG-006 and
for use of United States Dollars Twenty-Fiv.e Million (Dols 25,000,000) in guaranty
authority. Action must be taken to obligate these funds by no later than August 31, 1993 by
receiving from the' Government of Indonesia the countersigned Letter of Advice. The
guarantied loans must be disbursed by no later than september 30, 1998, after which time the
obligated funds expire.

........;;;~~":'-' ~ ~Ih:... ~~'•
.....

. ' .."
".

~'-n-·--
Director
USAlD/lndonesia

Date:~
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1. SUMMARY AND RECOMMENDATIONS

1.1 Title

Title: Municipal Finance for Environmental Infrastructure (MFEI) (497-HG-006).
Period of Implementation: 6 years (FY 1993-98).

. .
1.2 Summary Project Description

The goal of the MFm Project is to broaden access to.basic services by facilitating the
delivery of urban environmental infrastructure on a financially viable anet sustainable basis.

The project purpose is to assist the Government of Indonesia (Gal) to adopt an enabling
framework for integrating urban environmental management within a system of improved,
decentralized municipal fmance and planning.

The proposed project has two basic inputs:

1) Support will be provided for the Gal's urban policy agenda on sustainable, fmancially
viable and environmentally sound ways to increase the level of investment in urban
environmental inf~structure, through the fonnulation and pursuit of a Policy Action Plan.
This plan will focus on the long-term development of effective programs and policies to
further a viable and sustainable fmance and credit system for local government. To achieve
this effectively, programs and policies included in the plan will necessarily also promote: (a)
private sector participation in urban services; (b) an indigenous system of education, training
and technical assistance in urban management; and (c) urban environmental quality
management. .

2) The U.S. private sector will loan up to $125 million to the Government of Indonesia.
These loans will be guaranteed by the U.S. Government under the Housing Guaranty (HG)

. Program. An initial HG authorization of $25 million will be made in FY 1993, with
subsequent authorizations of up to $25 million a year for a total authorization level of $125
million over the six year life of project. The project is intended to support infrastructure
investments made under the Gal's next five-year development plan (Repelita VI), which runs
from April 1994 to March 1999.

The dollar proceeds of the HG loans can be used by the Gal as unrestricted foreign
exchange. The dollars can be used for any purpose, including repayment of more co~tly

shorter-term commercial debts. A.I.D. does not track the use of the dollars, but only
verifies that at least the rupiah equivalent, as required by the HG legislation, is u:;:xf to
improve the shelter or shelter-related infrastructure for households with incomes below the
urban median.

To enable A.lD. to authorize loan guarantees under the HG Program, (1) the Gal will agree
to fmance rupiah (Rp.) t,xpenditures on an Investment Program of shelter-related
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environmental infrastnlcture for the urban poor in an amount equivalent to the loan
guarantees. The rupiah expenditures would be recorded for those expenditures made during
the GOl's fIScal year in which the loan was disbursed (April 1 to March 31), or such other
time as may be mutually agreed. The HG loans would help the GOI to meet the need for
environmental infrastnleture investments, especially those targeted towards the urban poor.
Urban environmental infrastroeture is defined as potable water systems, wastewater systems,
storm drainage, solid waste collection and,disposal, and other infrastructure services related
to community improvements in low-income urban neighborhoods. In addition, (2) the GOI
will have demonstrated support for implementation of the Policy Action Plan.

The MFEI project will be complemented by the Municipal Finance Project (MFP)(497-0365),
and any subsequent amendments, and the Private Participation in Urban SerVices (PURSE)
Project (497-0372), both of which' will. provide related training and technical assistance.

. "

1.3 Summary of Project Procedures

This section provides an ovelView of the general procedural steps that are to be taken during
the lifetime of the project. References are made to more detailed descriptions in other
sections of this Project Paper (PP).

The fust step will be the authorization of the initial $25 million HG loan by A.I.D. Since
this Project Paper covers a $125 million HG program, this initial HG authorization may be
amended up to $125 million, in annual increments of $25 million or less during the lifetime
of the project, without requiring additional PP amendments. A draft Policy Action Plan is
included later in the PP (Section 3.3 and Annex B), to be jointly agreed between the GOI
and USAID as a component of the HG authorization process. This draft Plan is preliminary
and illustrative: although it incoIpOrates policy objectives and targets of the GOI, it has not
yet been fully negotiated in detail with the GOI.

These detailed negotiations on the text of the Policy Action Plan take place following
A.I.D. 's authorization of 8iUlual Housing Guarantees. Subsequently, the GOI will enter into
a HG Program Agreement (the "Implementation Agreement") with A.I.D. This is a bilateral
agreement which will initiate the first $25 million borrowing, allowing the GOI to select a
U.S. bank, borrow U.S. dollars and ~ive A.I.D. '8 guaranty of repayment. The
Agreement will incOlporate the Policy Action Plan which, at the time of signing, will have

, been negotiated and mutually agreed upon by USAID and the GOI. The Agreement will
subsequently be amended as additional HG authorizations are approved up to a total of $125
million. The Agreement, and its subsequent Amendments, will be signed by the Minister of
Finance or the Minister's designate (Head of the Agency for Financial and Monetary
Analysis), after cle'arance by Deputy V, BAPPENAS..

The Implementation Agreement will include both the Policy Action Plan and an agreed-upon
Investment Program for rupiah expenditures equivalent to the U.S. dollar loan. The
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IDvestment Program, which is basically a menu of program and project expenditures which
~ualify as shelter-rela~ investments under this program, is described further in Section 4.

After the Implementation Agreement b signed, the Gal then competitively seeks a loan from
the U.S. capital market and enters intr.. the loan agreement with the lender. After the '
conditions precedent to A.I.D. 's guaranty of the disbursement are fulfilled, A.I.D. then signs
the Contract of Guaranty with the lender, indicating that the repayment of the loan is
guaranteed by the full faith and credit of the U.S. Government. These procedures are
detailed in Section 7.1. Once loan funds are disbursed, the GOI will have 12 months (or
other such period of time as A.I.D. may agree to) to report and certify the rupiah equivalent
expenditures. The annual cycle of the HG program will follow procedures wherein the GOI
will certify to USAID that it has expended the rupiah e(j~l:"~';~-iI1t (\f the HG loans on eligible
shelter-related urban environmental iDt'rastructure beof "'B :);:i(I':- -median income families.
The project cycle also includes a joint GOI/USAID pc\i\:y ,:.';\',n',' orocess. This involves,
fll'Stly, an annual statement by the Gal of progress tOWhu.~ l.~::':,i;!jg the objectives of the
Policy Action Plan. Subsequently, USAID sponsors an external assessment, which helps to
document constraints to progress, if any, and to propose new quantitative targets for the
coming year. The new Investment Plan and updated Policy Action Plan are then formally
approved by their inclusion within a revised Implementation Agreement.

The second and subsequent years of the project cycle thus entail: (a) conducting the
necessary monitoring and evaluation to ensure that the program is proceeding to the
satisfaction of both parties; (b) amending the Program Implementation Agreement to add HG
authorizations up to a maximum of,$125 million and to adjust the Policy Action Plan and
Investment Program as may be mutually agreed; (c) competitively selecting a lender; (d)
entering into new loan agreements between the GOl and the lender; (e) disbursing the loan;
and (f) reporting the,rupiah equivalent expenditures. The exceptions to this cycle would be if
verified rupiah expenditures do not equal or exceed HG loan disbursements or if evaluations
indicate there are major implementation problems, in which case the cycle would be delayed
or amended as deemed appropriate. Implementation, monitoring and evaluation procedures
are discussed in Sections 7 and 8. .

1.4 Funding and Resource Requirements

The total project cost is $125, million, wlJch will be funded by loans guaranteed by A.I.D.
under the HG program. Loan authorizations will be made in five or six consecutive years,
starting with an authorization of $25 million in FY 1993.

Funding fur supportive technical assistance and training, and for project evaluations, will
principally be accessed from MFP and any subsequent amendments, and PURSE.
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I.! Recommendations
","

It is recommended that the Mission Director approve $125 million in loan guarantees under
the A.I.D. Housing Guaranty program, to support implementation of a policy agenda which
will broaden access to basic services, and to support the provision of shelter-related
environmental infrastructure, for the urban poor in Indonesia. It is further recommended that
an initial $25 million in Housing Guarantees be approved and authorized in FY 1993. Four
subsequent authorizations are planned to be approved over the life of the project. The
Project Assistance Completion Date (PACD) will be S'eptember 30, 1998.

2. THE PROJECT CONTEXT

2.1 The Development Context

2.1.1. Economic ChanKe and Urbanization

The Indonesian economy bas perfonned well in the last decade. 1 he real annual growth rate
. of GDP exceeded 7 percent in 1989 and 1990, and is expected to be around 6.5 percent in
1991-92. The World Bank expects the economy to continue to grow between 5 and 6 per
cent a year in the current decade, and GDP per capita to abnost double in the same period.

Growth has been accompanied by economic diversification. Recent years have seen a shift in
economic activity, from primary activities, towards industry and services. Growth will
continue to be led by the non-oil, non-gas sectors, and particularly by manufacturing
industry. Manufa~ring and services accounted for 62 percent of GDP in 1990; the World
Bank and the GOl's Centml Bureau of Statistics expect this proporti()n to increase to 74
percent by 2000. This achievement will be made possible, in part, by recent investments in
efficient, labor-intensive export-oriented industries, often by investors from other East Asian
countries.

With these economic changes, Indonesia is undergoing a rapid transfonnation from a
predominantly rural to a largely urban society. Tbe urban growth rate was 5.4 percent over
the last decade, very high by international standards: in 1980, only about 20 percent of the
population lived in urban areas; now, about 30 percent (55 million people) live and work
there. Probably 80 percent of total population growth is now occurring in the country's
urban areas, and a high rate of urban growth is certain to continue for the foreseeable future.
As a consequence, the urban population is increasing by some 2.5 million a year in this
decade. It is projected to reach over 90 million by the year 2000 -- some 44 percent of the
total.

Since most of the growth enterprises are located in the urban areas of the country, successful
economic growth in industry and services is predicated on the existence of efficient and
productive towns and cities. It is clear that the perfonnance of urban infrastructure directly
affects productivity: for instance, by requiring industry to pay a premium for reliable
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infrastroetuze services,' or by imposing heavy start-up burdens on small entelprises. There
are, for example, cases on record of industry declining to move to Surabaya because of
inadequate water supplies. (Such consequences have been well documented elsewhere; the
relationship of infrastructure bo~enecks and industrial productivity, and the policy
implications of this, is currently the subject of a USAID-supported research project in
Indonesia.)

The supply of infrastructure in Indonesia's urban areas has not been keeping pace with
economic development. Correspondingly, the continuing ability of the towns and cities to
sustain growth and productivity gains is in question, possibly resulting in welfare loss and
aggravating regional inequities. These increasing deficiencies of urban infrastructure will
adversely affect the productivity of urban areas. Without improvements in the delivery of
urban services, it is·likely that the ecOnomic development process in general will suffer.
Equally, the deteriorating environmental conditions noted in the next section will also hinder
the government's objective of providing healthy living conditions for a productive labor
force.

2.1.2 Urban Services and the Envirol\lDJmt

While new investments in urban areas stimulate the urban economy, they create large
demands for urban infrastructure and other services. Simultaneously, the high and increasing
concentration of people, industry and automobiles in cities is responsible for rapidly growing
levels of pollution and urban environmental degradation. Overall, the country's urban
environment app~s to be at a crucial point.

Water and water-related issues pose among the most serious environmental challenges: 80
percent of infant deaths are caused by water-related diseases. The percentage of the urban
population served by piped water has increased, from 30 percent in 1984/85 to 36 percent in
1989/90; the proportion served by "safe" water -- from wells and piped water -- is somewhat
higher. Nevertheless, Indonesia has among the lowest ~t~s of urban coverage of safe water
in Asia. The situation for the poorer part of the poput.jo::, in particular, is becoming more
severe as they largely rely on shallow groundwater weA .. ~ -- being convenient and cheap.
Groundwater is increasingly contaminated by poor sanitation and lack of appropriate
drainage. Groundwater levels are sinking, due to uncontrolled extraction, sometimes
resulting in saline intrusion.

.
Key perfonnance issues for the water sector include the lack of strategic action plans for
many cities with growing raw water shortages; decreasing water quality; groundwater
degradation and depletion, and lack of enforcement of regulations; and fmancial management
and pricing issues. .

The state of development of public sanitation also gives cause for concern. Despite recent
construction of new systems in Jakarta and several of the largest cities, Jess than five percent
of urban residents are served by operating sewer systems. Sewer construction projects are
under way in a number of cities, but small urban areas are receiving little attention. About
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35 to 40 percent of urban residents use either septic tanks and drainage fields, or leaching
pits. The remainder use facilities that either discharge directly to the surface water drainage
network, or to septic tanks without a drainage field (which, therefore, overflow into surface
drainage) or to deep pits. There is virtually no treatment capacity for sludge pumPed from
septic tanks. Most pumpage is dumPed directly into rivers and canals. Rivers in and
downstream from urban areas are extremely polluted. The problem of surface w~ter

contamination is believed to be considerable. For instance, pollution of the downstream
areas of almost all north coast rivers of Java has reduced the possibility of using sulface
water for municipal and industrial purposes.

Important pelformance issues for this sector include inadequate treatment of human waste
and the lack of enforcement of regulations, low public awareness of the health consequences
of poor sanitatkm; and the fmancial problems of agencies with responsibility for sanitation.

... .:

As for solid waste management services, only about 40 percent of urban households are
currently served by some form of garbage collection. Coverage increases with city size, and
with income: 70 percent of wealthy households have a collection service, compared with 19
percent of the poor. On average, 75 percent of the waste of served households in Jakarta is
collected; only 60 percent of that is disposed at landfill sites. Inadequate solid waste
collection disrupts the operation of drainage canals, blocks traffic when garbage spills out
onto roads, and threatens public health by facilitating the spread of contagious diseases.

The main performance issues for this sector include poor cost recovery and poor fmancial
management. There is, however, a demonstrated potential for improved fmancial

'management through administrative and billing refonn.

As well as affecting the health and mortality of the urban population, these environmental
circumstances also have adverse economic impacts, although they have not yet been
quantified. In addition to the effects noted in Section 2.1.1, economic consequences include
impacts on coastal waters, wil tieclining fisheries and lower returns from tourism. As a
result of aquifer depletion, tb .:os18 of providing safe wa:tr are increasing. It has been
estimated, for instance, that Jakarta spends an amount ~ . j valent to 1 percent of its GDP in
boiling water. Excessive groundwater extraction is leading to permanent environmental
damage to aquifers in parts of the country. Poor drainage results in heavy traffic jams after
floods, with all the heavy fmancialloss that these entail.

This environmental situation has developed as overall public sector expenditure in these
sectors has fallen back. Total urban sector investment increased substantially between
1986/87 and 1987/88, due primarily to funding from the World Bank's Urban Sector Loan.
Since.that time, however, sector investment has increased at an annual compound rate of
about 4.5%, well below the rate of inflation. As a result, real investment per capita has
fallen significantly. Investment has faDen even farther behind the estimates of needs that
underlie the sectoral program. It also has trailed budget targets. For example, the Rp. 750
billion actual investment total for 1990/91 compares with a budgeted total at the beginning of
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.. . Fortunately. rapid economic growth, increasing awareness of environmental problems ~d
. environmental laws and orpnizations are creating the conditions for an effective response to
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for the urban'envirOnment' and an interest in policies and programs to improve it.

. . .

As doCu~erited <in S~tion 6:2~ i. Indoii~iB. has made considerable strides towards a legal and
institutional framework that can address urban environmental degrad':ltion. Sufficient
io'stitutional support for urban environmental improvement has emerged to make it likely that
environmental inveStment not only will be viewed as necessary but will actually occur and be
supported by continuing urban environmental management priorities.
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" .and a nu~ber 'o~ Central government agencies (the Ministry of Public Works is the most
important eentr81 department for urban services). In practice, most urban services are
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.. '.. by 1989/90... (Other expenditures derive mostly from property tax receipts and from local
.,:...... :~.. taxes and user 'chlrgeS.t~;;.PrOj~ ~iJdgeted and executed by central government sectoral .

.' ministries acCounted..fo~.52 perCentol:total expenditures in the provinces. There is a
correspondingly .low proportion of total expenditures which is under the discretionary control
of local governments.·' .." ..

:- Deveiopmeni rev~D1i'es: ~' 'do~~t~"by INPRES grants, most of which are specific grants
for specific pUiposes decided by central government. 13 percent of total revenues, however,
are block grants '~hich'can be flexibly allocated by local governments to sectors, based.on
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local priorities but subject to central government guidelines. Problems with the grant system
as it exists include its relative lack of responsiveness to local demands, the inability of the
system to take account of differential expenditure needs, and the fact that it provides no
incentives for improving own-souree-revenue generation.

Many local governments have created local public enterprises to carry out certain services:
most notably, water supply enterprises. These contribute part of their income to local
government revenues. Local taxes and user charges -- for water supply, refuse collection,
markets, etc. -- contribute over 60 pereent of local governments' own-source revenues.
Typically, however, the capital of local public enterprises has been paid for by government,
with the result that setvice fees are far below true cost-recovery levels. The GOI recognizes
that conversion of these setvices 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.

Local governments levy over one hundred different taxes, only a few of which generate
significant revenues. The property tax is~~ a central government. tax: the tax rate is set,
by law, and the assessment ratio is set by the Minister of Finance. Currently, 0.5 percent of
a property's assessed value is collected annually. Property tax is generally collected by local
government, which retains 68 percent of its proceeds. (The rest is retained by centrdl
government, allocated for collection costs and passed on to provincial governments.) This
tax has received the most attention in efforts to increase local revenue yields. Nonetheless,
the potential for revenue enhancement from the property tax remains largely untapped.

Local governments continue to view loan finance as an exceptional means of fmancing capital
works: local government credit has fmanced only about 15-20 percent of urban sector
investment in recent years. The greater part of this lending has been done through sub-loan
agreements under international donor programs. However, a consolidated loan fund, the
Regional Development Account (RDA) was fonnalized in 1991 in order to increase the
volume of municipal credit and setve as a transition vehicle to eventual borrowing from the
domestic private credit market. Although the RDA has been officially created and an .
Operations Manual prepared, many of the key issues regarding its fonn of operation remain
to be clarified. The RDA is described in more detail in Section 6.1 and Annex D.l.

The February 1992 report by BAPPBNAS, Progress and Issues in Urban Development
(Annex E), points out that a longer-teon approach to credit is needed, which will assure that
local government lending is integrated with the rest of Indonesia's market-based fmancial
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 this 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.

In recognition of the deficiencies of the municipal fi.nance system, the GOI made a
commitment in the mid-1980s to transfer both the responsibility and the 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 mobi1iza~ion. The Policy
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ActiOn Plan, initially eStablished in 1987 and subsequently updated, serves as the base for the
GOrs management of its activities.' It is a broad plan for the coordination and
decentralization of urban activities in Indonesia, and has been incorporated into the Municipal
Finance Project (see Section 2.3).

The GOI has made substantial progress towards meeting the basic objectives of the Policy
Action Plan: the major accomplishments are summarized in Annex B.2.

Progress has been 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 fmancing picture of local
governments has not changed radically. Thus, as noted above, urban infrastructure
investment is falling behind in relation to needs. .Some of the key refonns -- particularly, the
transition to a market-based credit system and decentralization of investment priority-setting 
- are vulnerable unless they receive further reinforcement. Most of the achievements to date
have potentially important impact, but need to be increased in scale to have a lasting effect.

2.2 Project Rationale

The rapid rate of urban population growth has outstripped the Gal's capacity to maintain
investments in urban infrastructure at levels necessary to rectify urban service deficiencies
and provide for future urban growth. The cost of providing piped water over the next ten
years to achieve the GOl's target coverage of 85 percent of urban residents by the end of the
century, is estimated to be about $9 billion. Repelita V and VI five-year plans (1989-99) are
estimated to fmance investments of $2 billion and $3 billion respectively, leaving a fmancing
gap of almost $5 billion for the water sector alone. .

Environmental degradation, particularly contamination of surface and ground water resources
from the discharge of untreated household wastes, is emerging as the most serious
consequence of inadequate urban finance and management. There has been growing
recognition among top policy makers that, pragmatically, central government can neither
afford to continue fmancing infrastructure investments from central grants nor adequately
manage the capital budgeting process for environmental infrastructure. It is now widely
accepted that the principal alternatives are decentralization of fiscal authority and urban
management responsibility, and expanded private sector participation in urban services.

Within this context, USAID has been requested by the Gal to assist in designing a second
HG progmm in support of the Gal's evolving urban policy (Annex J). The new program
will be based on an extension of policy objectives established under the existing Policy
Action Plan directly supported by the Municipal Finance Project (MFP), with the inclusion
of a new initiative designed to advance integration of urban environmental management
within the GOl's decentralized investment program. The four broad policy objectives, listed
below, emphasized by the MFEI lending program and USAID supporting technical assistance

Page 9



"projects, are derived from the priorities identified in BAPPENAS' Issues 'and Priorities
Report. Of the four objectives, the flISt is considered central to the program.

• Establishment of a viable and sustainable system of fmance and credit for local
govenunent;

• Increased private sector participation in urban services; .

• Establishment of an indigenous capacity to deliver technical assistance and
training in municipal fmance and urban management; and,

• Improved urban environmental quality management and the provision of urban
environmental infmstru'cture.

The emphases in the new HG program are placed where USAID technical assistance can
have the most impact. Continued support from external sources will be essential for some
years if the delivery system promised by the Policy Action Plan is to become fully
institutionalized and self-sustaining. There is now an even greater need to focus attention on
the pursuit of a more forceful stmtegy at the centrcl1 level for reforms that will give local '
governments greater control over the fmancing side of urban investment. As discussed in
Section 2.4, technical assistance and training in support of the MFEI policy agenda will be
canied out under the Municipal Finance Project (MFP), a proposed amendment to the
Municipal Finance Project, and the Private Participation in Urban Services (PURSE) Project.
Since USAID/Indonesia will not be fully able to fully support the GOl's urban policy action
plan throughout Repelita VI without the proposed MFP amendment, authorization of HG
trclnches after the initial tranche will be conditioned on the prior approval of the MFP
amendment.

The priorities are proposed as an integrated package: progress in each can expedite progress
in another. For example, improved cost recovery by local water enterprises and training in
municipal fmance together would contribute to an increase in credit I since loan demand is
related to borrower revenues and debt management capacity. Guidelines on pricing and cost
recovery for different types of environmental infmstructure would improve infmstrocture
investment progrclmming as well as opemtiona1ize urban environmental quality management.
Successful implementation of a policy to promote private sector p:lrticipation would reduce
the fInancing requirements of the public sector, ease implementation constrclints in the public
sector, and contribute to overall efficiency of service by allowing greater competition.
The rationale for each priority in the new HG program is further discussed below.

Viable and sustainable tinance and credit system for local government

One of the principal policy objectives of the Municipal Finance Project under HG-OOI has
been strengthening the role of credit in municipal finance, while establishing the Regional
Development Account (RDA) as a transition vehicle that facilitates market-based lending to
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local governments and integration of municipal credit into the private fmancial sector. The
initial PC)1icy. Action Plan led to the establishment of the RDA in a fonn suitable to serve as
the basis for this transformation. MFBI will support the transfonnation itself.

While implementation of the RDA has been an important component of the HG Program,
credit is only one element in an overall strategy to help establish a self-sustaining system of
local and intergovernmental fmance capable of meeting the country's urban investment and
uiban service needs. The municipal fmance strategy is built around several pillars of reform
articulated by the GOI in its urban sector policy:

• Strengthening local government resource mobilization

• Rationalizing the intergovernmental grant system, so that local authorities have
access to more predictable and transparent central goveriunent transfers

• 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 infrastructure facilities
and provider of local services.

These policy reforms are interdependent and mutually-reinforcing. Synergy is created when
these policy initiatives are addressed as a reform package. For example, the RDA will only
become a viable mechanism for lending to local government and local.enterprises if borrower
incentives are created by aligning credit eligibility with criteria for receiving
intergovernmental grants, and by evaluating credit eligibility on the basis of local resource
mobilization among other factors. Similarly, expansion of the municipal credit system will
have to go hand in hand with reform of the local revenue structure, so that greater revenue
raising ability underlies the greater use of credit. . A third example of linkages is that equity
considerations can be accommodated without destroying the RDA's fmancial viability only if
loans and grants are treated as integrated investment packages.

Private sector participation in urban services

A second policy objective concerns the establishment of a national system that encourages
and facilitates private sector participation in urban services. The HG-OOl Policy Action Plan
supported the introduction of this concept and initial analysis. On-going policy dialogue and
related technical assistance, research, and training necessary to advance this policy initiative
are being provided through the separate $15 million Private Participation in Urban Services
(PURSE) project, described'in Section 2.3.3. MFEI will support this policy theme by
providing a mechanism for setting new policy targets and for documenting policy gains.
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The third objective of the program relates to development of an indigenous system of training
and technical assistance in urban management. Development of capacity to deliver TA and
training to local government is essential to the overall municipal fmance strategy, since gains
in local resource mobilization and the transfer of fiscal authority are dependent upon
increased institutional capacity by local government. The proposed Urban Management
Training Program (UMTP) will involve support for new curriculum development, training of
trainers, and creation of regional training sites -- see Annex D.4. Given the vast scope' of
the UMTP, the policy objective is to develop a framework that other donors can "buy into"
for strengthening the TA and training. delivery system. .

MFEI will fonnalize the overall policy framework and give visibility to the need for
consensus in setting priorities and targets in the development of a system to replace the
existing.fragmented, mostly donor loan-fmanced, system of training and technical assistance
to local governments. Curriculum development, training of trainers, and establishment of
pilot training are proposed .under the planned MFP amendment. Evidence that the USAID
can develop an overall framework to leverage other donor support has already been
demonstrated as the MFP has been successful in securing a commitment from the World
Bank/UNDP-funded IUIDP Implementation Support Project for development of the urban
management core course curriculum.

Effective proerams and policies to further urban environmental Quality manaeement
and the provision of urban environmental infrastructure.

The fundamental goal of the MFP has been to improve shelter and living conditions for the
urban poor, but accelerating environmental degradation will certainly prevent achievement of
this goal unless some way is found to more effectively address environmental concerns. The
MFP did not address environmental issues directly, although with modifications, IUIDP, the
decentralized urban development program defmed in the Policy Action Plan represents not
only the best, but probably the only effective vehicle for addressing urban environmental
degradation. This is because the capital budgeting process is probably the most powerful
tool in urban management, and the urban Policy Action Plan is the primary management tool
available to refonn the infrastructure fmancing and programming process nation-wide. The
capital budgeting process (the IUIDP process of infrastructure investment planning, or PJM
preparation) is perhaps the only forum in which many of the key decision-makers can
collaborate to plan for the future development 'of a specific city in a serious way. At a
minimum, such multi-sectoral capital planning requires coordination. It also enforces
fmancial discipline by including analyses of cost and financing potentials and requiring a
priontizing of projects to fit the plan within real funding constraints. Because of the crucial
role of the capital budgeting process in urban management, the Policy Action Plan agenda
incorporates the integration of urban environmental management within the GOl's
decentralized investment program.
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Jlrogress toward each of these policy objectives is criticai to achieve tile iunciamentai goals oi
Indonesia's decen~ urban deVelopment program; the program itself is unlikely to
succeed if they are not addressed. Thus, if nothing is done to directly and forcefully address
the accelerating environmental degradation in Indonesia's cities, living conditions,
partic~1arly for the poor, will deteriorate despite the co.ntinuance of other elements of the
program. The transition to a market-based credit system is essential if there is to be
sufficient resource mobilization to support the infrastructure investment (environmental and
other) needed by the nation's growing urban population. Similarly, given inherent
inefficiencies and constraints in the public sector, sufficient urban infrastructure development
simply will not occur unless private sector participation is substantially enhanced.
Nonetheless, effective, fmancially disciplined and tightly managed local governments will be
vital to guide and facilitate the development process. This will require substantial
improvement in local management capacity.

In short, urban infrastructure investment is falling behind needs. The problem is both
insufficient capital and management capacity. The proposed MFEI Program will address
both weaknesses through the infusion of $125 million in HG funds and associated support for
broad-based policy refonn, essential to the full establishment of a self-sustaining system of
urban ftnance and urban environmental management.

2.3. Project Committee's Consideration of Design Alternatives

• More Policy Reform The Committee considered whether the PAP could generate
more rapid progress in policy reform. Over the past four years considerable progress
has been made in the macroeconomic sector using a collaborative.approach with the
GOI. The Project Committee recommends the Mission continue to endorse this
approach with the HG program, as the resultant policy refonns are apt to be more
long lasting.

• Less Policy Refonn Due to Limiteg Management Capacity The Committee
considered the option of focusing the four-point policy agenda on only one theme, on
the grounds that the Mission may be unable to handle the broader range of topics and
thus needs to concentrate on its strongest comparative advantage, technical advice
concerning local government ftnance and credit. The Project Committee did not
embrace this opinion because the professional resources dedicated to the HG programs
and associated DA-funded technical assistance projects have more than tripled since
the first policy agenda was approved. (See detailed discussion below.) Furthennore,
the components of the four-point policy agenda are clearly inter-related. To disregard
these linkages would weaken USAID's credibility with the GOI. The Project
Committee thought that such a minimalist approach might even erode policy gains
made in the past under the HG-OOI program. Finally, acceptance of the single policy
approach would disregard the Mission's approval of the PURSE project aimed at
increasing the private sector's participation in the urban sector. Consistent application
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of the single theme approach would argue fur dcoougation or at least re-design oi tiu~

PURSB project. This was believed to be untenable.

• Recommended Desim for MFEI The Project Committee recommends pursuing the
four-point policy agenda for the program and believes there are adequate management
resources available to handle them responsibly. The Committee found the four policy
objectives to be well-integrated, logical, coherent, and to have been requested by the
GOI. While such a program is a challenge, it is believed to be practicable.
Management resources have been brought to bear from the RHODO and Mission.
The proposed $125 million HG and $25 million in additional DA resources will be
well managed with a full-time staff of three USDHs, two professional FSNs, and
eleven institutional contractor positions. Staff resources proposed for the new
program are sixteen times what they were in 1988 when the Mission authorized its
fIrst HG program for $100 million. Since that time, overall staff dedicated to the
urban sector have grown from one full-time professional to seventeen. This is
considered to be a sufficient deployment of management capacity.

Furthennore, all non-Indonesian Urban Policy Division staff (USDHs and PSCs)
dedicated to the HG program and associated DA grants are funded by AIDIW's
Office of Housing or grant projects. DA funds in support of the urban program are
expected to remain available since the program's central objective to improve basic
services which is the Mission's leading strategic objective. Management of the
proposed program was thus found to be within the Mission's capacity. Section 2.4.4
reviews the associated workload implications for non-UPD staff.

The Project Committee also notp.s that in July 1992, just prior to the design of the
new HG program, the Mission accepted the evaluation recommendation that the "new
HG program to be designed will continue to support the basic elements of the current
Policy Action Plan.... ". By hiring an eminent urban policy analyst under the
Development Studies Project in October 1992, the Mission confmned its support for
the pursuit of a broad urban policy agenda.

2.4 Associated Grant-Funded Technical Assistance Projects

Technical assistance and training in support of the Municipal Finance for Environmental
Infrastructure (MFEI) policy-based lending program will be carried out under two DA
funded projects: (1) the Municipal Finance Project, and a proposed amendment to this
project, and (2) the Private Participation in Urban Services (PURSE) project. Credit and
training system dev~lopment objectives of the MFEI program will h~ pursued under the
Municipal Finance Project until 1994. Expanded private participallll/1 in urban services and
aspects of the urban environmental management objectives of the ~tFEI program will be
promoted under the PURSE project until 1998. However, withCllH the proposed amendment
to the Municipal Finance Project, USAID/lndonesia will not fully he able to support the
GOrs urban policy reform agenda throughout Repelita VI.
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Ihe SU8legy for fully supponing the lviFBi program is described below. in lenns oi policy
objectives of the urban Policy Action Plan addressed by each project.

2.4.1 The Municipal Finance Prqject

The Municipal Finance Project (MFP) was approved in September 1988, with a PACD of
September 30, 1994. It incorporates $S million in DA grant funds for technical assistance
and training and an initially approved level of $100 million in loan guarantees. In -February
1992, AIDIW approval was given for a further $20 million of HG resources to be added to
the project. The Mission Director approved this additional authorization in August 1992,
bringing total guaranty ·authority to $120 million. Disbursement of the fourth tranche of $25
million took place in late-October 1992. The Mission expects that the MFP Program
Agreement will be amended to allow Oisbursement of the fmal tranche of $20 million by
early 1993.

The DA-funded technical assistance and training component of the Municipal Finance Project
will, however, continue until June 1994.' This has provided a variety of activities designed to
complement the HG-supported policy agenda, including the services of four full-time
technical advisors to the Ministries of Finance, Home Affairs and Public Works. Technical
assistance provided under the project has been structured to assist the GOI meet selected
policy objectives articulated in its Policy Action Plan. These include:

• Promotion of local resource mobiJization: The MFP has supported this objective by
focusing on two sub-objectives: a) improved fmancial management capacity through
various activities such as the consolidation of accounting and fmancial management
packages and an inventory of urban management guidelines, and b) improved cost
recovery and management of regional entexprises via study of water authority
(pDAM) financial performance, and analysis of the regulatory framework for local
government.

By the PACD, :MFP support for consolidation of financial management and
management information systems packages will be completed. Under the proposed
amendment, emphasis relating to the resource mobilization objective may include TA
and training to water enterprises in fmancial management, and the formulation of a
unified code of regulations concerning urban management, accompanied by training in
their implementation.

• Establishmenlof a viable and sustainable credit system for local government:
Procedures for operating the RDA were established in September 1991. In January
1992 an operations manual was promulgated and the interest rate for loans made in
1992 was subsequently fixed at 11.5%, fully satisfying the sub-objective of the Policy
Action Plan of creating a consolidated municipal Joan fund. The MFP has been
instrumental in assisting the GOI to establish the RDA. By the PACD, the MFP will
have completed a review of draft legislation on the Debt Service Coverage Ratio,
analyzed alternative credit mechanisms, and. assessed the perfonnance of a sample of
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•
14 water authorities l!be single largest consumer oi J.ocal govemment debt) in
managing debt.

Under the proposed MFP amendment, further assistance could be provided in:
establishing a technical support program to potential RDA borrowers; assistance to
central government in monitoring local government debt management; and expanded
policy analysis in long-term credit policy fonnulation, including studies of alternative
credit mechanisms (such as municipal bonds).

• RatiQMUption of inteuovernrneotaJ fiscal relations: The MFP has designed and
installed a complete system of monitoring indicators for tracking the Urban Policy
Action Plan, conducted policy analyses regarding the mix of intergovernmental capital
flows, and con.ducted research'on regional investment modeling.

Under the amendment, emphasis would be given to the development of policies for
mixing loans with grants, involving approval of. loans, capital grants, and capital
expenditures under a single investment package.

• Establishment of an indiKenous capacity to deliVer technical assistance in municipal
fmaoce and urban manaKement: The MFP has been a key resource for the GOl in
developing the new strategy for training in municipal fmance and urban management.
MFP staff have been instrumental in the overall policy development, evaluation of
current training provid~rs, and solicitation of other donor support for preparation of a
core cumculum. MFP has supported seminars to review past changes in the area of
training, and funded short-term USA training in urban fmancial management for key
GOl staff and officials.

Under the MFP amendment, assistance might include, among other elements: (a)
curriculum development for "strategic management" courses; (b) training of trainers;
(c) the conduct of pilot training courses; and (d) support for development of a
university network for urban management training.

An interim evaluation of the project was carried out in July 1992, which was intended,
among other aspects, to provide a basis for decisions about amendments to the existing
program, and about the design of a possible subsequent HG program. The main fmdings
were that, under the Policy Action Plan: "the GOI 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:

• Transfonning the process by which urban infrastructure is programmed to one
in which coordinated planning and project preparation occurs across sectors for
individual cities (with strong local government participation and linkage to
local resource mobilization);

• Substantially improving the management of the property tax and other local
own source revenues, and enhancing their yields;
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• Setting a sound base ior expanding private sector panicipation in urban
services;.. ..

• Establishing the groundwork for increased municipal borrowing for urban
infrnstnleture 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 intenninisterial
coordination at the ccntra11evel. "

The: evaluators found that "these accomplishments are noteworthy. Most are likely to be
susf:ained. The original project objectives remain relevant to the GOl's urban policy.
Nonetheless, the program faces serious challenges. Urban infrastructure investment is falling
bebind in relation to needs.•. Some of 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:
cenltral 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; 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, fmancing,
and implementing local investment programs."

The evaluation also found that "USAID support has played an influential role in the GOl's
program. It was critical in advancing the agendas for private sector participation and the
RDA, has filled an'important void in motivating tl,le overall continuity of an urban sector
program, and appears to have achieved true additionality in urban infrastructure investment. "

The evaluation concluded that "the overall program has been successful and should be
continued through a new HG program and extension and intensification of technical
assistance support." The new program "should be based on the GOl's perseverance with all
elements of the [policy Action] Plan, but should give specIal emphasis to areas that are
appropriately the focus of A.I.D. technical assistance initiatives: (1) effective programs and
policies to further urban environmental quality management and the provision of urban
environmental infrastructure; (2) a viable and sustainable fmance and credit system for local
government; and (3) private sector participation in urban services."

A full summary of the evaluation report is contained in Annex F.

Consequent to the evaluation, the Mission approved six action decisions. The actions, and
Mission responses, are summarized below:

1. Design a new HG program to suppon the basic elements of the PAP and emphasize
new key policy elements.

The MFEI project embodies the recommended orientation.
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'J.. Toe new HU J.nvestment .i'Jan soould melude t.nree new features: an inQicative
allocation of funds for the RDA; inclusion of the cost of environmental impact
assessments as an eligible expense; and a requirement that GOI certify that all eligible
investments have been subject to its environmental review process, AMDAL.

MFEI includes these three features.

3. Quarterly meetings should be held of the MFP Countetpart Committee.
These meetings are now being held regularly.

.
4. Identification of the most effective means to monitor and target, by income and

gender, urban investment and tariff policy.
A study has been completed which makes specific recommendations for further
monitoring action. .

5. Annual updating of the MFP Indicators report.
. The annual update for 1992/93 is in 'process; the report will be circulated

within the Mission.

6. Amendment of the grant-funded TA under MFP.
The Mission is preparing a $10 million amendment to the MFP grant.

2.4.2 Municipal Finance Project Amendment

A $10 million amendment to the Municipal Finance Project is proposed to be developed
before the second quarter FY 1993. This will, fustly, add funding for TA and training
resources to the existing Municipal Finance Project, enabling the present contractor to
undertake additional short-tenn activities during a tr&nsition period and, secondly, will
provide funding for a new long-tenn advisory team, as well as complementary short-tenn
technical assistance and training (GOI staff training, attendance at U.S. courses and study
tours, and in-country training) that will provide continuing support to the MFEI program.
These latter activities will support achievement of three of the fou r policy objectives of MFEI
(the fourth objective will be supported by PURSE -- see below:

• Strengthenin~ local eoyemmeot self-sufficiency: This would be achieved by a range
of activities, which might include assistance with the development of a national
system of training for urban fmance and management, including U.S.-Indonesian
university linkage programs; fonnulation of a unified code of laws and regulations for
.local governments in support of decentralized fiscal responsibility; assistance with
refonnulating the sectoral grant strategy; and provision of technical assistance in
financial management to urban water supply agencies.

• Increasing the capacity for municipal borrowing: Activitic.·s may include provision of
assistance to local authorities for developing their debt management capacity; TA to
the Ministry of Finance in establishing the Regional Devch'pment Account as a
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susUlinable veilicle for jarge-scale lending to the sector; and deveiopment of a 10ng
term plan to allow municipalities establish access to the private credit market.

• Improyin& urban eoyironmenta1 maoapment. rewlation and fmanciD&: Proposed
activities include the strengthening of methodologies for and practices of urban
environmental assessments; the development of curricula for training in urban
environmental economics; development of a methodology for environmental priority
setting within the IUIDP process; and the formulation of sustainable resource pricing
policies.

The amended project will be managed by a contractor under an A.I.D. direct contract
reporting to a joint GOI/USAID Steering Committee..
2.4.3 Priyate Participation in Urban Services (PURSm PrQ.ie&t

The purpose of the PURSE Project, approved in September 1991 with a PACD of September
30, 1998, is to expand the participation of the private sector in the provision of selected
urban environmental services (water, wastewater and solid waste) through direct investment,
contracted participation in supply, delivery or othr.r operational functions. The project is
designed to provide the following outputs:

• Establishment of a legal and regulatory framework enabling and encouraging private
sector participation in the production and fmancing of urban services;

• Guidance issued to set pricing for urban services and encourage a greater degree of
self-ftnancing;

• GOI regulations issued that regulate indiscriminate access to, or impact, on water
resources and land;.

• Pilot/demonstration projects that adapt, test, and demonstrate technologies for
improved urban environmental services and create models for institutional,
C011tractual, and fmancial arrangements in support of sustainable private participation;
and,

• Training and communications program implemented that expands public and private
sector awareness of the institutional, contractual, and fmancial arrangements that
support private participation in urban services.

The $15 million PURSE project will fund a long-tenn technical assistance team consisting of
five expatriate and three locally-hired specialists. Short-tenn advisors will work on specified
aspects of demonstration projects, training activities, or other activities as detennined by
USAID in consultation with the GOI. The training and communications program will consist
of public/private forums, in-country training workshops, short courses, and overseas fonnal
training focusing on how to develop public/private partnerships for the delivery of urban
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services. Ihe project design envisions rive Duild, Operate, and Transfer (BOT) or Build,
Own, and Operate (BOO) demonstration projects (two piped water supply, two wastewater,
and one multi-services projects) as well as up to six service or pcrfonnance contracts in
piped water and solid waste management projects. The project will receive broad policy
direction from a Steering Committee chaired by the Deputy for Regional Affairs at
BAPPBNAS who also chairs the interministerial coordinating team for urban developmeDt
(TKPP). GOI Agencies represented on the Steering Committee are the Ministries of Home
Affairs, Public Works, and Finance. The project will field the long-tenn advisory team in
early 1993.

2.4.4 ManaKementlWorkforce Considerations

Project management for USAID/lndonesia's urban program will be provided by the Urban
Policy Division (UPD) of USAlDlIndonesia within the Mission Private J::nterprise
Development (pED) Office. Staff of the UPD and the Regional Housing and Urban
Development Office for East Asia (RHUDO/BAl currently consist of one direct-hire
Supervisory Housing and Urban Development Officer (RHUDO/BA Director / UPD Chief),
two direct-hire Housing and Urban Development Officers, one PSC Urban Economist, and
two professional FSN Project Managers. The UPD and RHUDO/BA are the same
management units where USAIDlIndonesia programs are concerned. The UPD Chief reports
to the PED Director.

The MFP and PURSB projects are currently managed by teams of one direct hire or PSC,
and one FSN professional staff, under the overall direction of the UPD Chief. The new
MFP amendment will continue the oversight responsibilities of the existing MFP managers
beyond the present PACD, but will not significantly add to those responsibilities except in
managing the award of the new contract, and supervising the transition from the existing to
the new contract. RHUDO/BA regional project management responsibilities will be carried
out on a full time basis by one direct-hire Housing and Urban Development Officer, with
support from the PSC Urban Economist and the RHUDO/EA Director / UPD Chief.

All Mission-funded projects and programs draw upon the resources of a variety of
USAID/Indonesia senior management and support offices, including Program and Project
Support (PPS), Legal Advisor (LA), Finance (FIN), Contract Management (CM), and the
Office of the Director (DIR). In implementing HG-related technical assistance projects, the
Urban Policy Division will employ long-tenn institutional contractors responsible for various
management tasks, such as sub-contracting and financial accounting, to minimize the draw on
other Mission offices. In addition, the A.I.D. Office of the Ge::eral Counsel for the Bureau
for Private Enterprise (GC/PRE) in A.I.D.lWashington is charged with responsibility to
perfonn legal reviews related to the Housing Guaranty Program, pennitting the Mission LA
office to perfonll reviews at its option. As mentioned in Section 2.3, management of the
proposed MFEI program is within the capacity of the Mission as currently staffed.
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l.S Coniormity with 1ndones~'8 Strateeies and i'roarams

By the mid-1980s, there was widespread recognition on the part of GOI officials that
Indonesia had to address its growing urban problems through the increased provision and
strengthened management of urban infrastructure. Central government planners conceded
that local government needed to become more involved in the management of urban services
and that 10"& revenue generation and private funding would have to be tappOO to fill the
ever-widening gap between required services and limited central government resources. In
recent years, therefore, the GOI has been moving towards implementation of a number of
urban management reConns which will both increase the fmancial and managerial capacity of
local authorities to manage the delivt'ry of urban infrastructure, and will seek to involve the
private sector in helping meet the ris~l')g demands.

The following general themes have pem:eated urban .policy direction in the last few years:

•

•

•
•

•

Increased emphasis on the authority and responsibility of local governments to prepare
plans, detennine priorities and fmtmce programs.

A commitment to improve local fiscal conditions.

Recognition of the need to streamline guidelines for urban development.

Institutionalization of the process of providing support to urban communities through
the Integrated Urban Infrastructure Development Program (lUIDP), which mandates
direct local participation and planning to support urban infrastructure proposals.

Expanded efforts for administrative reform and improvement.

There have been many policy reforms to these ends in recent years: the Interim Evaluation of
the MFP found that "the GOl's overall program for decentralized urban development ... is
one of the most innovative, forceful and pragmatic in the developing world".

Ministerial policy statements re-affmn the GOI's commitment to increasing the level of
investment in infrastructure services, particularly in urban areas. Under the current Repelita
(Five Year Plan), annual investment targets for urban areas are about Rp. 1,000 billion per
year, three times the level of investment seven years ago. It is also the stated policy of the
GOI to decentralize responsibility for providing public services, and the financial resources
to build, operate and maintain those services. However, in practice much of the investment
program comes from foreign borrowing: the Repelita anticipated that foreign loans would
cover 65 percent of the urban investment budg~"J the actual proportion is believed to be
significant!y higher.

In March, 1992, the GOI submitted to A.I.D. its Issues and Priorities report (Annex E).
This summarizes recent progress in urban development, and in the fonnulation and
implementation of urban policy. It also identifies the actions proposed by the GOl for the
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next two riscaj years to develop urban policy and strategy, and to accelerate program
implementation. It is being used as a basis for updating the GOl's urban strategy for
incorporation in Repelita VI, the next five year plan (1993-98), as well as in support of a
GOI request for a follow-on HG program (Annex 1).

Priority concerns of the GOI listed in that report include (1) the development of systems and
instruments for mobilizing domestic resources on a large scale for urban infrastructure
fJJUlllce, coupled with establishing the creditworthiness of local governments; (2)
systematically building environmental objectives into municipal management systems; (3)
pursuing opportunities for private participation in urban public services; (4) providing
incentives for improving local government revenue and expenditure performance; and (5)
developing policies and programs that will further enhance local government personnel
capabilities. Simultaneously, the Got is proposing to encourage a shift of emphasis from
project management to municipal management, among other ways by strengthening
institutional capacities to increase the supply of urban management staff. The'MFEI project
will address all of these concerns.

2.6 Relation of the New HG Program to Mission Strategic Objectives and A.I.D.
Regional Activities

The proposed Housing Guaranty (HG) Program with its associated technical assistance
projects is fully supportive of USAIDlIndonesia's Strategic Objectives as discussed in the
November 1992 Mission Program Week. The Mission's fonnulation of its Strategic
Objectives starts with the Government of Indonesia's goal of achieving newly-industrialized
country (NIC) status by the year 2000. To attain growth sufficient for NIC status, Indonesia
will need to achieve considerably broadened participation in a more competitive C",Conomy,
reduce the rate of degradation of its natural resources, and provide considerable expansion of
improved basic services. The Mission's strategic framework to help Indonesia move towards
NIC status involves four strategic objectives as follows:

Strategic Objective #1:

Strategic Objective #2:

Strategic Objective #3:

Strategic Objective #4:

Increased Access to Sustainable Basic Services

Wider Adoption of Proven Policies & Practices in Natural
Resource Management & Environmental Conservation

Increased Promotion of Individual and Broad-Based Community
Rights and Good Governance

Broadened and Increased Private Trade and Investment.

The new HG Program is supportive of all four strategic goals, although to varying degrees,
ranging from fundamentally essential for Strategic Objective #1 which advance a policy
agenda to re-define the role of the public sector in urban management, to only indirectly
supportive of Strategic Objective #3 by empowerment of local !!cwcmments through fiscal
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decentralization. The Mission:s strategic objectives are OlSCUSSecJ below, in order oi
relevance to the MFBl Program.

Increased Access to Sustainable Basic Smices

Physical quality of life indices have improved in Indonesia since the New Order was
introduced in the mid-1960s. However, the access to basic services has been rather uneven.
Not only has the revenue base not kept pace with demand for infrastructure services, but
there have also been low levels of cost recovery and fmancial management in their provision.
The MFBI project will help address these problems by assisting the GOI adopt an enabling
strategy and procedures that promotes: (a) decentralization of fiscal authority and urban
management responsibility, and (b) expanded private participation in urban services. This
approach is directly consistent with die Mission's two-pronged strategy for achieving .
Strategic Objective #1, "increased access to sustainable basic services in~luding urban
services, family planning and health" which involves: "improved enabling environment for
public and private delivery of basic services" (program Outcome 1.1), and "improved private
and public sector capacity for delivery of basic services (Program Outcome 1.2)." USAID's
Program Outcome 1.1 closely matches the GOl's concern from its Issues and Priorities
report: "pursuing opportunities for private participation in urban public services". The
Mission's Program Outcome 1.2 is reflected in the Issues and Priorities report's concern
which speaks of "developing policies and programs that will further enhance local
government personnel capabilities".

Wider Ado.ption Qf Proven PQlicies and Practices in Natural ResQurce Management
and Environmental CQnservation

Many, perhaps mQst, urban residents, are hampered by debilitating environmental cQnditiQns.
The mQst prevalent and widespread environmental challenges are problems Qf water supply,
surface water cQntaminatiQn, and groundwater degradatiQn and depletiQn. The IQnger
municipal authQrities wait to intelVene with basic infrastructure and appropriate CQst recQvery
and enfQrcement measures, the higher will be the CQst of the eventual investment. The new
MFEI prQgram and asSQciated technical assistance grants are directly responsive to the
MissiQn's Strategic Objective #2 in that they will pilQt administrative and technical activities
which demQnstrate to municipal authQrities hQW to address issues of hQusehQld waste and still
be fiscally and fmancially sQund. Successful demQnstratiQns will show that in the IQng run
municipal development handled in an environmentally respQnsible fashiQn in the fll'st place
is, in fact, cheaper tQ sQciety than piecemeal remedies. This approach - tQ handle
environmental issues as part of nQnnal business - is also fQund as the secQnd item of the
GOl's Issues and Priorities repQrt: "systematically building envirQnmental Qbjectives into
municipal management systems".
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.lncreased fJ'OJDotion oj lndiyiduat and J;Sroad-»aseci Community iiehts and Good
Govemance

This strategic objective hopes to advance the active participation of individuals and
organizations in managing local affairs and in allocating their own resources. The new HG
program will strengthen management capabilities of municipalities, thereby bringing the
control of services closer to the consumer. Local resources managed by local officials will
be dedicated to resolving local infrastructure problems. Decentralized management of basic
urban services will tend to re-enforce the autonomy and independence of communities to the
extent that the actions of the town managers fairly represent the preferences of the local
taxpayers. The Gal's own statement on Issues and Priorities indirectly recognizes this
concern in its priority: "providing incentives for improving local government revenue and
expenditure performance" since improved revenues go hand-in-hand with improved
responsiveness to needs voiced by the community.

Broadened and Increased Private Trade and Investment

The project will support the Gal's efforts to establish mechanisms which will tap local
resources to fill the urban services investment gap. Potentially most significant in
encouraging investment in urban services over the long-term will be the piloting of fmancial
systems, such as municipal bonds or bonds floated by intermediary fmancial institutions, that
enable the mobilization of resources from private capital markets for urban infrastructure
investment. This concern of the new program is echoed in the Gal's Issues and Priorities
report which includes as a high priority lithe development of systems and instruments for
mobilizing domestic resources on a large scale for urban infrastructure fmance, coupled with
establishing the creditworthiness of local governments". Without a fluid, transparent
fmancial system for municipal investments by private citizens, and competent administrative
and technical personnel to represent the interests of provincial municipalities, the above
mentioned investment gap will widen further and other urban policy needs will remain
unaddressed.

Relation to A.lD. Regional Activities

An initiative addressing the Asia' region is the USIAsia Environmental Partnership
(USAEP). This program seeks to promote environmental improvement through increased
trade and investment by American private sector companies involved in pollution prevention,
monitoring and control. The USAEP also provides opportunities for fellowships exchanging
representatives of American and Asian institutions to improve the sharing of environmental
information among their respective countries. MFEI will provide ample opportunity to build
on these concepts both through creating opportunities to invest in environmental services and
through opportunities to further technical exchange in municipal finance and urban
environmental quality management.

A second regional environmental initiative addressing this area is the ASEAN
Environmental Improvement Project (EIP).· This program, while complementing MFEI, is
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iocussed primarily on industrial sources of pollution. The Eli' will hejp improve the control
of industrial sources though prograri:t~ aimed at (1) policy and institutional development, (2)
technical assistance and training, and (3) technology commercialization and investment
promotion. These activities will promote environmental assessments of industries to
determine cost effective opportunities for pollution prevention and control and will promote
improvement in enforcement of environmental standards.

2.7 Other Donors

The GOI's expenditures on urban development have been increasing throughout each
Repelita. Nevertheless, substantial reliance on external donor fmancing will continue to be
required over the coming years to enable Indonesia to meet urban development requirements,
as well as keep pace with economic growth.

Since 1984, the Government has received $4.5 billion in external assistance for urban sector
development. The principal multilateral donors supporting Indonesia's urban development
fmancing requirements have been the World Bank (34.2 percent of total assistance), the
Asian Development Bank (ADB) (21.6 percent) and UNDP. Major bilateral urban donors
include the Japanese, who have contributed 30.7 percent of the Government's fmancing
needs since 1984, the Canadians and the British. Mission/RHUDO staff maintain a regular
dialogue with representatives of these agencies to assure program complementarity. .

The forerunner of the major, multilateral, urban programs was the World Bank's Urban
Sector Loan (USL I), which was approved in 1987 ~d closed in 1991. The Loan provided
$270 million in support for the GOl's pursuit of an ambitious urban policy agenda, designed
to move the responsibility for formulating, fmancing and implementing local urban services
from central to local governments. The USL was designed to provide technical and training
support for urban sector policy and institutional refonns. The formulation of these refonns
constituted the GOl's Urban Policy Action Plan.

This Urban Sector Loan, over the course of its implementation, clearly supported a number
of sector achievements, including accelerated refonn of the property tax system. However,
the Bank's own evaluation found there to be "considerable unfinished business on the agenda.
Improved allocation criteria for central government grants; establishment of a viable credit
mechanism; and legislative action to expand the local tax base are all essential components of
a strategy to enable the sector to establish, over time, pricing policies which can manage the
increasing demand for basic urban services more effectively and generate or mobilize an
increasing proportion of investment capital requirements from domestic savings, and facilitate
a more decentralized framework for administering local urban services in Hne with
government policy. "

The Bank's evaluation also found that "policy and institutional refonn is a gradual process",
and that implementation of reforms "is necessarily uneven and fragmented, determined by
what is politically possible at any point in time"; that "the sector is clearly under-funded",
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and wat the Il.key challenge in the rinancing area is to mobilize more resources at the local
level and to utilize the available central government resources more efficiently".

In relation to the key challenge of local resource mobilization in support of fiscal
decentralization, the establishment of a credit mechanism for local government was proposed
under'USL I. This followed a prior recommendation made in the World Bank's Indonesia
Urban Services Sector Report. This credit mechanism, the RDA, was fonnally established
by ministerial decree in October 1991, eight months after the close of USL I. However, due
to currently perceived RDA institutional issues, ~cluding the incompatibility with World
Bank and ADB international procurement requirements and present appraisal and fmancial
management capabilities, the multilateral donors are not now utilizing the RDA mechanism.
They are, instead, fmancing infrastructure investment packages through subsidiary loan
agreements, according to their established lending procedures. USAID continues to maintain
a close dialogue with both the World Bank and ADB regarding the establishment of this
important credit scheme for Indonesian municipalities. Both donors recognize that the
perceived operating weaknesses of the RDA will need to be addressed to enable them to fully
utilize this facility for their future infrastructure investments. However, the Banks do
support the full operationalization of the RDA. In the November 2, 1992 ADB Report to the
Board on the proposed Central Java and Yogyakarta Urban Loan, the ADB stated that, "the
RDA represents the f1l'St· step in establishing a municipal credit scheme in Indonesia. Its
success will help municipalities eventually to have access to the private capital market. In
this connection, USAID has provided tecbnical assistance to help defme the RDA's future
development. The Bank continues to maintain close dialogue with USAID on the RnA.
Under its technical assistance program, the Bank is prepared to assist in institutional
strengthening of the RDA, in cooperation with USAID." .

Since the closure of USL I, current projects assisted by the World Bank include the
Jabotabek Urban Development Project m (IUDP m), the Metropolitan Environmental
Improvement Program (MEIP), and the East Java / Bali Urban Development Program.

IUDP mbuilds on two GOI efforts with substantial environmental effect: the Jakarta
Metropolitan Development Plan and the Kampung Improvement Project. It is designed to
fund improvements to low-income kampungs; it has a solid waste management component to
aid better collection and clean up of dump sites in 83 districts. An Environmental Protection
and Pollution Control component seeks to renew environmental planning efforts in Jakarta. A
fourth major component funds updating of the Jakarta Metropolitan Development Plan.

MEIP was started by UNDP and the World Bank in 1989 to help Asian cities tackle their
rapidly growing environmental problems. In Jakarta, IUDP msets the framework for many
MElP efforts, including support for joint waste-water treatment. institutional strengthening of
provincial pollution control authorities, environmental il11proveJl1~Jll ill low-income
settlements, and infonnal-sector, community-based composting and recycling. enterprises.

The East Java-Bali project resembles many other decentralized urhan development programs
undertaken by the World Bank in some 30 countries. Under Sub<;idiary Loan Agreements,
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2:> percent of the funds lent by the World Bank to the UUJ. are on-lent to 45 local
governments in East lava and Bali. Local governments invest the bulk of these funds in
small urban infrastructure projects.

UNDP and UNCHS (Habitat), in association with the World Bank, are providing long-tenn
support for the Integrated Urban Infrastructure Development·Program (lUlDP). The IUIDP,
which started in 1985, provides a variety of fonns of long and short tenn TA to central and
local governments for the decentralization of infrastructure planning and management.
USAID and its Municipal Finance Project are closely collaborating with these efforts.

3. PROJECT DESCRIPTION

3.1 Overall Project Strate~'

The strategy for the project is f1:, combine two types of input -- support for the GOl's
fonnulation and implementatior./..ra puacy Action Plan, and a quick-disbursing loan
program -- into a single comprt.:~MlJr,h:: ti~·..,gram. These inputs are to be focused on the
GOl's national urbanizati~!! ~tK~,.k;;~i; vr~~!~t;ing the GOlwith both the fmancial and technical
resources to help fmance sheItf:;'"t'.:'~!i';:;: JJ.lfl'astructure for the urban poor, and to put its
urban policy agenda into aelif't'

The Gal's strategy has been descr;;:14:!':; ~,i'; £':·)'\,ction 2.4. However, in order for the GOI to be
able to achieve its objectives, p" ..tkdnf~~' ;.,i relation to urban investment targets, to attacking
environmental degradation, andl :..Jo t:~r.: :,:..' :t:~'lement of key refonns supporting the transition
to a market-based credit sysfem i;r-1 :;:~lri':<'i,tral.ization of investment priority setting, additional
fmancial resources, strengtbeT.JeJ p(iii',;;y aJlwysis md strengthened urban management capacity .
at local level are all require.d.

A new Polic)',MtiQn Plan will be fonnulated by the Gal, and periodically re-examined
jointly by the Gal and USAID. As thf~ fIrst strategic element in the project, the new Policy
Action Plan will fall withi~l the context of the Gal's urban development policies, as
expressed in the Policy Action Plan for HG-OOI and elaborated in BAPPENAS' Issues and
Priorities report.

The second strategic element of the project, a QuiCk disbursing Joan financed by private U.S.
lenders and secured by a full faith and credit U.s. Government guaranty through the Housing
Guaranty Program, will provide unrestricted foreign exchange. A rupiah equivalent will be
utilized by the Gal to provide a rapid source of fInancing for the urban environmental
infrastructure investment program. The particular program supported by this mechanism will
be shelter-related investments suitable for below-median income urban families. The HG
Investment Program will partially remedy the defIcit in urban infrastructure services caused
by the combination of rapid urbanization and the reduced financial resources of central
government. (The World Bank has estimated that about Rp.9,OOO billion, at 1990/91 prices,
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is a realistic investment target for tile water sector over the five years oi this program. This
indicative program implies ~ annual expansion of 30 perunt in real terms.)

These two components of the project strategy will work through existing GOI mechanisms
for coordinating the actions of all ccntral government ministries and donor agencies involved
in the urban sector•. In particular, the project will work with key ministries involved in
TKPP (see Sections 6.6 and 7), the interministerial coordinating committee for urban
development, chaired by Deputy V for Regional Affairs iri BAPPBNAS. Working within
this existing coordinating mechanisms will enhance the effect of A.I.D. 's involvement by
avoiding duplication with other donor agencies, increasing the effectiveness of some of the
key participants in the process, and by showing respect for the considerable accomplishments
already made in the implementation o.f the national ~rbanization strategy. '

3.2 Project Purpose, Outputs and Inputs

3.2.1 Project Goal and PulPOse

The mml of MFBI is to broaden access to basic services by facilitating the delivery of urban
environmental infrastructure on a fmancially v~ble and sustainable basis.

The pUll'ose of the Project is to assist the Government of Indonesia to adopt an enabling
framework for integrating urban environmental management within a system of improved,
decentralized municipal fmance and planning.

Indicators developed by the MFP team as part of the Gal Urban Policy Action Plan
'monitoring system will be used, in conjunction'with indicators to be tracked under the
PURSE project and the MFP amendment, to measure progress toward project objectives.
Measures of improved local government resource mobilization and better targeting of central
local fmancial transfers to the highest priority levels of local government, municipal and
district, will provide proxy indices of the impact of the "enabling framework" intended to
promote decentralization of responsibility for municipal fmance.

Expected Bnd-of-Project-Status (BOPS) achievements are given below, accompanied by
tables that show the historical data for these indicators. Progress against BOPS indicators,
and the contribution of USAID-funded technical assistance to such progress will be assessed
annually as part of regular policy reviews and assessment reports.
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Indicator #j: improved peri'onnance of locaJ governments in resource mobilization, as
indicated by: . .

• An increase in real per capita Own Source Revenues (OSKs). The OOPS
achievement Is a continued year-on-year increase In real per capita OSKs.
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Improvements in local government resource mobilization are critical to decentraIization and
the overall program goal of broadened access to urban services. Local resource mobilization
not only contributes to an increase in the absolute level of funds available at local
government level for investment in urban infrastructure, but also reduces the dependence of
local governments on central grants/transfers. Increased local government revenue-raising
ability is a necessary prerequisite to greater credit eligibility, reform of the central-local
transfer system, and delegation of increased authority for urban management to local
government.

Own source revenues (OSRs) comprise local taxes, local user charges, local enterprise profits
distributed to local government and the local government share of property tax (PBB). The
local governments of most countries throughout the developing world are experiencing
decreases in real per capita OSRs due to both rapid population growth and the lack of
flexible and efficient evaluation and rate structures to maintain the tax base and yield in real
tenus. However, over the period 1984/85 to 1989/90, local governments in Indonesia have
been able to increase real per capita OSRs by an average of 8.6 percent a year. This has
resulted primarily from increased efficiency in tax and user charge administration, rather
than from substantial increases in tax and user charge rates.

Indicator #2: Improved perfonnance of local governments in resource mobilization, as
indicated by:

• An increased share of user charges in local government own source revenues,
from 19% (1989/90 actual) to an EOPS of 25%•
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In keeping with internationai ttendS, tale UU1's J:'oiicy Action Han emphasizes a shift oi the
cost burden for providing infrastructure and services to the users of those services rather than
relying heavily on general revenues.. More rational pricing of those services will lead to
better cost recovery and better decisions regarding the level of service that are actually in
demand by the public. Improvements in the tariff stroctures and the administrative systems
for user charges will inc~ this proportion.

Indicator #3: Improved performance of local governments in mobilizing resources from high
priority sources, as indicated by:

• An increased proportion of property taxes (PBB; formerly IPEDA) in I~I

government own source revenues, from 26% (1989190 actual) to an OOPS of
30%. .
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The GOl's Policy Action Plan also emphasizes improvements of property tax yields,
primarily through better valuation systems and administration rather than through changes to
the rate structure. The underlying logic is that the property owners and tenants, as major
beneficiaries of improved infrastructure and services, should pay a more substantial share of
the costs rather than relying so heavily on the more regressive sources of general revenues.
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Indicator #4: Increased share of central-local transfer payments under local government
discretionary authority, as indicated by:

• An Increased share of INPR.ES Krauts In total capital transfers from central to
locallovernments (DIPs + INPR.ES), from the current 23% (1991·92 Budget) to
an OOPS of 30%.
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Capital transfers from central to local governments currently provide the vast preponderance
of funds for government infrastructure development projects, primarily channeled through the
DIP and INPRES mechanisms. DIP projects are planned, budgeted and implemented by
central government ministries and their deconcentrated offices at the local government level.
After construction, these infrastructures are typically turned over to the local governments
for operation and maintenance. While much progress has been made recently to ensure that
DIP projects reflect local priorities (such as by requiring that they are included in locally
approved investment plans), DIP project selection and implementation is still strongly
controlled by central ministries. INPRES grants, however, provide both block grants and
specific sectoral grants to local governments. The local governments have very broad
discretion in allocating the block grants and in identifying priorities for allocation of the
specific sectoral grants to locally-identified priority projects. The implementation of all
projects fmanced by INPRES grants is administered by the local governments themselves.

Measuring the proportion of total central-local capital transfers (DIPs and INPRES) which
are channeled through the INPRES mechanism will provide a proxy indicator of both the
growing (~pability of local governments to plan and execute urban infrastructure projects,
and, perhap's more importantly, the willingness of central government to transfer those
responsibj~ties (along with the supporting fmancial resources) to the local level of
government.
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Indicator IS: Better targeting of central-local financial transfers to the highest priority level
of local government (Dati 11), as indicated by:

• An increased MumclpaUtylDlstrict share of central government SDO and
INPRES grants to local governments, from the current 52% (1991-92 budlet) to
an OOPS of 60%.

~u~'iM..tlpIIIty~i~~.;~i.<
.:. ..

14/1$'>.
'.,', ;.""',' .. '. .. ,: '!.:,': ::

I: :.. ::1$116 UII7. 1'7118 .....9 19190 ·10191 ' 91/92
'T....... . .. .-,:.:.:,.:.:: ... :::.;.:. .. .. " ..'.'....: "j '::.':' ': I, . .!: .... .. ..

-..- Dall D', PftIPOlIlaa or.-l e-1IlI
0--0& .- (100 + INPRBS) 10 loolb
Datil ... Dall Ua-IO-..-..

IDa + INPIUlS 10 Doll U (Rp Ill) 1519.1 2126.0 1903.2 la.\ 1169.7 2257.' 303". "lOG."

IDa + INPRSS 10 Dall I + U (Rp Ill) 3001.4 3112.2 3'7173 3"'U 3910.5 .....5.1 6)(11.7 7904.0

1DdIaI..., (" 10 Doll II) SO." 54... SO.3" "5.9" 47.011 4606" ....2" 52.0"

OIIMnlaa .... Itp. 10 US • I~ 1100 I~:lll 1650 1715 1790 1175 1975

The GOl's policy, as stated in Law No.4 of 1974 and reinforced in the Urban Policy Action
Plan, is to target the Dati n level of government (municipalities/districts) as the focus of
decentralization, as opposed to focusing on the Da~i I (provincial) level. A proxy measure of
the actual decentralization of responsibilities from the central to the local government level is
the allocation of fmancial resources to support new and broader responsibilities assigned to
local governments. As these responsibilities are transferred to the targeted Dati n level, so
the proportion of transfers (SDO + INPRES) going to Dati n will gradually increase.

In addition to the above indicators developed under the Municipal Finance Project as part of
the GOI Urban Policy Action PIan monitoring system, two additional indicators are proposed
for monitoril1g progress toward the MFEI's purpose-level objective of establishing an
"enabling framework" promoting fiscal decentralization and redefining the role of the public
sector in urban management. These indicators, discussed below, concern measures for
tracking expanded private sector participation in urban services and integration of urban
environmental management within the IUIDP process for decentralized programming of
urban infrastructure.

Indicator #6: The private sector participates in a growing volume of environmental
infrastructure investment and service delivery, as indicated by:

• An increase in the value of non-housing urban services provided by private
enterprises in a sample of municipalities.

As part of the initiation of the PURSE project, a sample survey was begun in FY 1993 to
document experiences of local governments in private sector participation in urban services
and to identify opportunities and constraints to this participation. The four-month survey, in
progress at the time of writing, will inventory experiences to date in a sample of nine
municipalities, identify potential sites for pilot/demonstration projects, develop
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recommendations for increasing private participation, and {onnulate a set of monitoring
indicators (complete with baseline data) which can be periodically updated by the PURSE
project to track improvements in private sector participation.

Indicator #7: Procedures are developed and implemented for incorporating environmental
concerns within IUIDP decentralized investment packages, as indicated by:

• Increased use of environmental impact studies and urban environmental
management guidelines.

In support of the Policy Action Plan, activities proposed under the MFP amendment include
the fonnuIation of sustainable resource pricing policies; the development of a methodology
for environmental priority-setting within the IUIDP process; and strengthening of
methodologies for and practices of urban environmental assessments. Advisors would assist
the IUIDP Implementation Support project staff develop urban environmental management
guidelines and assess progress in their use by Cipta Karya and local governments as part of .
the IUIDP process.

3.2.2 Project Outputs

The project's outputs will support the overall goal of improving the shelter conditions of
Indonesia's urban poor. The project's outputs will be based on the GOl's persistence in
pursuing objectives still outstanding under the current Policy Action Plan, but will give
special emphasis to (1) a viable and sustainable fmance and credit system for local
government, and to the other three broad themes introduced in Section 2.2: (2) private sector
participation in urban services; (3) an indigenous system of education, training and technical
ussistance in urban management; and (4) effective programs and policies to further urban
environmental quality management (UEQM), and the provision of urban environmental
infrastructure. The project's two primary activities of providing policy action and shelter
related urban environmental infrastructure through the HG Investment Program, will lead to
the following outputs:

A viable and sustainable nnance and credit system for local government

Outjmt 1: A stable institutional source of domestic credit is developed, under which
municipalities can borrow to finance part of their capital needs, including investment in
environmental infrastructure.

Output 2: Policies adopted for mixing loans with credits, involving approval of loans, capital
grants, capital expenditures and debt management, under a single investment package.

These two outputs are central to the USAID-supported GOl strategy for development of a
viable and sustainable system of finance and credit for local government and regional water
enterprises. These outputs will be achieved by the development of the RDA as a vehicle that
facilitates market-based lending to local governments and leads to the integration of
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municipal credit into the private financial sector, and by improving the system for allor.ating
intergovemnlental grants, in conjunction with efforts to enhance local government resource
mobilization through improved cost recovery of local water enterprises. New guidelines for
local government to expand their involvement in these areas will also be developed.

Private sector participation in urban services

OutPut 3; Establishment of a legal and regulatory framework enabling and encouraging
private sector participation in the production and fInancing of urban services (water,
wastewater, and solid waste management).

This output will establish a national system that encourages and facilitates private sector
participation in urban services. The 497-HG-OOI Policy Action Plan led to the introduction
of this concept and initial analysis. The Policy Action Plan under MFEI will support the
development of ministerial decrees and directives necessary to establish legal, regulatory and
institutional reforms.

.
DevelO-Pment of an indiGenous system of education. trnining and technical assistance
in urban maoag;ement

Output 4: Establishment of an indigenous capacity to deliver technical assistance and
training in utban management.

This output will consist of the design and implementation of a training, education and
technical assistance system intended to strengthen the institutional capacity of local
governments.

Effective prog;rams and policies to further urban environmental Quality manaGment
and the provision of urban environmental infrastructure.

Output 5: National guidelines are established for sustainable pricing of environmental
infrastructure and services, and for cost recovery targets appropriat~ for different types of
environmental infrastructure.

Output 6: Procedures are developed and implemented for incorpnrating environmental
concerns within IUIDP decentralized investment packages.

Outputs 5 and 6 are critical to the integration of urban environmental management within the
GOl's decentralized urban development program. More explicit alt~ntion to environmental
issues as a part of the IUIDP process for multi-sectoral infrastmcture investment
programming will entail development of UEQM strategi~s, c1arit'i .. 11 ion of responsibilities for
UEQM; the design of cost recovery policies to reflect cnvironmclIi.d concerns, and greater
emphasis to given to environmental infrastructure in public-privatI.' partnerships in urban
services; the development of guidelines for local governments in II rhan environmental quality
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management; and nationa1level coordination of a program of urban environmental awareness
and education. VBQM strategies are explained more fully in Annex D.2.

HG Investment fJan: local Qumncy eg,uivgJent of auarapteed loans invested in urban
infrastructure

OU",ut 7: Provision of shelter-related urban infrastructure, valued at the equivalent of $125
million, benefiting below-median income families.

This output would be the rupiah expenditures for urban shelter-related infrastructure as
dermed by the HG Investment Program, described in detail in Section 4. It is proposed that
these expenditures will be for water supply, human wast~ disposal, solid waste disposal,
drainage and flood control, urban access roads, the Kampung Improvement Program, urban
infrastructure pJ.anning and environmental impact assessments.

3.2.3 Project Inputs

The project will consist of two mUh.illy supportive inputs. First, the Policy Action Plan,
developed jointly with the GOI, will constitute a menu of actions intended to further the
objectives of the Gal's urban policy agenda, indicating the direction and strategy involved in
the policy shift towards local responsibility. Second, a rupiah equivalent of the dollar value
of the Housing Guaranty Program loans will be expended by the Gal on urban shelter
related environmental infras~cture, improving the shelter conditions of the poor.

The Policy Action Plan. derived from the Gal's urban policy agenda, consists of a menu of
possible actions to be taken to develop a municipal fmance system for local government
shelter-related infrastructure, particularly benefiting low-income households. Details of the
program will be reviewed and rermed together with the Gal before it is incorporated into the
jointly agreed HG Program Agreement. Discussions will be held with the Gal annually to
review steps on the Action Plan completed during the preceding year, determining which
actions on the plan need additions or revisions to reflect changing conditions, and which
actions, if any, need to be carried over to the next year's plan or eliminated.

The initial Policy Action Plan supporting the Gal's urban development agenda has six
overall objectives. These objectives are the six policy-related outputs of this project,
discussed in Section 3.2.2. The draft Policy Action Plan is summarized in Table 6.

The second input to this project is the Housing Guaranty Loan, by which the Gal will
borrow dollars from the U. S. capital market under the A.I.D. Housing Guaranty (HG)
Program. The rates of interest on the AJ.D. guaranteed loan will depend on capital market
conditions in the U.S. at the time of the borrowing, and can be fixed or variable, as the GOI
chooses.

The HG Program is planned for a total of $125 million in AJ.D. guaranteed loans over a
period of up to six years. The HG program is intended to support Gal infrastructure
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investments during the next five year development plan (Repelita VI), which begins on April
1, 1993 and ends on March 31, 1998, by guaranteeing dollar-denominated loans. The fllSt
tranche would be of $25 million and will be disbursed once eligible investments have been
reported and verified for all preceding HG loans made under the fll'st HG program, 497-HG
001.

Loan disbursements against the HG guaranty will not be conditioned. Rather, the
disbursements will be based on the Gal's agreement to pursue the jointly negotiated Policy
Action Plan, and all such actions will be reviewed before subsequent disbursements. Subject
to the continued availability of HG resources, additional HG authorizations under this
program will be jointly agreed between the Gal and A.I.D. as the program is implemented,
based on annual l'eviews of progress ~n the Policy Action Plan and on a determination that
required rupiah expenditures have been made for eligible projec:ts and programs the
investment program. Should either the Policy Action Plan progress be deemed not sufficient
or that rupiah expenditures for eligible purposes have not been fully made, the cycle would
be delayed until such was achieved. This process is planned to be repeated until the entire
$125 million has been disbursed and the required rupiah expenditures are verified. A more
detailed description of implementation of the HG loan program may be found in Section 7.

3.3 The Pollcy Action Plan

The draft Plan retains the themes of the Gal's current Policy Action Plan, while relying on
BAPPENAS I Issues and Priorities report and the MFP evaluation as the primary guides to
setting new objectives and actions within them. Table 6 outlines the objectives and actions of
the draft updated Policy Action Plan, to be refmed in detail and finalized with the Gal
before being formally incorporated into the HG Implementation Agreement. The table notes
changes in emphasis between the current Policy Action Plan for MFP and the updated Plan
for MFEI. The full text of the draft Plan, including fll'st year and end-of-project targets for
each element, is given in Annex B.

The Plan is divided into six themes, comprising groups of mutually-reinforcing objectives.
Of these, Groups 3 and 4 (broadly concerned with enhancing local resource mobilization, and
with improving credit mechanisms) are central to achievement of the MFEI project purpose.
Groups 2 and 5 (implementing decentralized infrastructure programming, and strengthening
local government institutional capacity) are considered more critical to the project's success
than Groups 1 and 6 (strengthening local government responsibility, and improving
intergovernmental coordination).
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TABLE 6: SUMMARY OF DRAFf UPDATED POLICY ACTION PLAN

1. STRENGTHENING AND CLARIFYJNG LOCAL GOVERNMENT
RESPONSmILITY FOR URBAN INFRASTRUCTURE

Now that laws and decrees clearly assign primary responsibility for urban development to the local level, with
more detailed clarification of functional authorities, moat basic objectives under tbis theme have already been
achieved during HG..()()l. The main objective that remains to be pursued is continuing to upgrade the
administratiwl status of urban areas to enable more effective self government; i.e., the new program will assist
in the estabJishment of presently unclassified urban areas~ Kota Administratlp and moving a number of Kota
Adrainistratip up to Kot.amadya status. Ther~ wiJJ also be new actions to clarify responsibilities related to the
setting of standards and implementation of monitoring programs related to the environment and other aspects of
urban development.

Objective 1.1; EstabHsh APPropriate adptinistrative status for urban areaS.

Action 1.1: Identify new urban areas for classification as Kotamadya and Kota Adrninistratip.

Objective 1.2: Clarify responsibilities for urban environmental quality management and the establishment of
related standards and monitoring.

Action 1.2: Develop regulations and guidelines to clarify responsibilities for urban environmental
quality management; establish and implement related standards and monitoring programs.

2. IMPLEMENTING A COORDINATED AND DECENTRALIZED PROCESS
FOR PROGRAMMING URBAN INFRASTRUCTURE INVESTMENT

AND URBAN ENVIRONMENTAL QUALITY MANAGEMENT

The first wave of integrated multi-sectoral IUIDP planning is at an advanced stage for major urban areas nation
wide. The proposed major output under this theme relates to the next wave of program development,
emphasizing urban environmental quaHty management. Actions support: (1) much greater direct involvement
and control by localleadersbip in investment planning and implementation; (2) reorientation of investment
program strategies based on environmental criteria and analysis and the development of associated programs to
address environmental degradation; (3) greater recognition of consumer demand and willingness to pay as the
basis for infrastructure investment decisions; (4) the strengthening of the environmental impact assessment
(AMDAL) process for all urb&p investment projects; (S) the use of management systems and other techniques to
strearnJine the processes of project preparation, appraisal, financing, and implementation.

Obiective 2. J: Develop and implement local urban environment.11 quality management (UEOMl s:mtegies and
programs as a part of IUIDP implementation.

Action 2. ':1: D~\'eJop guid~lines for urban cn\'ironl11~nt:l1 quality lll:tIlng~It1O:I11 nnalysis, stral~g)'

preparation, project impact analysis and implementntion. Modify JUIDP guidelines to reflect these
activities as well as greater explicit analysis of consumer demand and willingness to pay as a basis for
investment programming.

Action 2.1 b: Develop urban environmental quality monitoring program.
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ActjOn 2,~: Develop local urban environmental quality manaaement proarams as.ociated with IUIDP
proBraID updates,

Objective 2,2; Strepatben the mApagement of IUlOP to improve the gpeed and effectivcness of program
delivery,

Action 2.21: Devdop a practical management information system for monitoring IUIDP
implementation,

Action 2,2b: Prepare management studies of IUIDP processing at the provincial and central levels to
identify bottlenecks and to recommend actions eo streamline processing and assure effective program
delivery.

3, ENHANCING LOCAL GOVERNMENT RESOURCE MOBILIZATION,
FINANCIAL MANAGEMENT AND INVOLVEMENT OF THE PRIVATE SECTOR

IN Th'FRASTRUCTURE AND SERVICE DELIVERY

Although good progress was made on all tbe"Je fronts during HG-QOI, continued progress is fundamental to
MFEI. Local resource mobilization will focus on the two most important sources of local revenue: continued
improvement in property tax administration and property tax revenue collection. and greater use of cost
recovery service pricing. Priority will be given to the pricing of water supply. wastewater removal and
treatment, solid waste collection and disposal, and other environmental services.

Objective 3.1: Enhance local government resource mobilization.

Asition 3.1a: Improve revenue collection under the property tax.

Action 3.1 b: Improve cost recovery of local water companies.

Action 3.1c: Improve cost recovery of local solid waste collection s~r·.ices.

Action 3.14' Devise pricing strategies for water sector services (wat~r supply, groundwater extraction,
and wastewater collection, removal and treatment).

Objective 3.2: Support private sector participation in environmental infrastnl,'lIIre and service delivery

Action 3.2: Identify and support implementation of local public sector actions and investments that
facilitate private sector involvement in environmental infrastructure anJ service delivery.

4. ESTABLISHING EFFECTIVE MECHANISMS TO SUPPORT MUNICIPAL
BORROWING, AND IMPROVING THE SYSTEM FOR ALLOCATING

INTERGOVERNMENTAL GRANTS

Under HG·OOI. the Regionn\ Development Acco'Jnt (RDA) wa~ forlllalized a- . ;aiversal credit mechanislll for
municipal governments and local public enterprises but operational implemel1~":"'l1 has been limited. MFEI will
support the development and institutioll of systems to implement the principh.·~ ,I:rt:ady embodied in the RDA
regulations, and will support eventual integration of RCA into the commercial ::~I:lOcia\ sector, by moving
municipal lending closer to private market principles.
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For the foreseeable future, central ,ovemment 'I'IDts and direct expenditures wUJ continue to finance a Jar,e
part of local infrastructure investment. The development of clearer criteria for allocatmg these resources is aD

important part of the municipal finance agenda. Central eovernment grant resources are appropriately targeted
OD infrastructure facUities that service the poor, have substantial externalities usociated with them, or are
important for national economic development o~iectivC8. The MFEI Policy Action Plan will support this
targctiDe, while seeklag to give local authorities greater control over the detailed allocation of grant funds to
projects that meet these criteria. For more routine services, COlt recovery pricing and debt fmancing of
investment provide a sustainable basis for efficient service provision.

Objective 4.1; Support development of the RPA as a transition vehicle that facilitates p1icket-bascd leudinK to
local ioyemmeDts and inteKration of municipal credit into the private fmancial sector.

Action 4.1a: Carry out an external evaluation of the RDA's operations capacity, its working relations
with local governments, capitalizati~n policy and collections record.

Action 4.1b: Prepare a '-year institutional development plan for the RDA.

Sub-objectjve 4.11: Establish a system for maintainine the creditworthiness of BOA borrowers.

Action 4.11a: Support mechanisms for evaluatil18 the creditworthiness of municipalities applying for
RDA loans.

Action 4.11b: Support procedures for imposing sanctions on municipalities that are in arrears on RDA
loan repayments, including refusal of new RDA loans.

Action 4.11<:;: Establish routine disclosure of local government borrowers under RDA, terms of loans,
and repayment records.

Sub-objective 4.12: Institute a system for domestic capitalization of the RDA.

Action 4.12: Support procedures for capitalizing the RDA, including reflows of outstanding loans under
RDA management, GOI resources and private market borrowing.

Sub-objective 4.13: Encourage the establishment of alternative mechanisms for the mobilization of domestic
credit for local government financing of urban infrastructure.

Action 4.13a: Explore alternative short-term and long-tern} mechanisms to mobilize domestic credit for
local government financing of urban infrastructure investments (e.g. municipal bonds).

Action 4.13b: Prepare an action plan for the implementation of alternative means of integrating
municipal credit into the private financial sector..

Objective 4.2: Improve the svstem for allocating intergovernmental grants.

Action 4.2: Prepare a study of how incentives can be built into the gmnt structure and the system for
allocating grants. to encourage targeting of grant funds to acli\'iti~s most al'l'rol'riat~ for central-level
subsidy: (a) investment packages for poor regions; (b) illve~lment projects that benefit low-income
households; (c) investment projects that generate high degree of externalities. .
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5. STRENGTHENING THE INSTITUTIONAL CAPACITY OF
LOCAL GOVERNMENTS

Earlier work under this theme produced a comprehen.ive analy.is of pre.ent local government capacity and
approaches to improving it. The agenda for the future entail. completing wOl'k to attain one previous objective
(establi.hing and clarifYing management guidelines for local government) and new work to address one
additional objective (developing an indigenous .ystem for training and technical assistance in urban management,
including a special emphasis on urban environmental quality management).

Objectjy~ 5.1; Develop coordinated Iystem of urban management guidelines for local goyernmepts,

Action S.la: Complete an inventory and analysis of all existing laws, regulations, and guidelines
iSlued by central govemment ministries/agencies which are relevant to urban management at the local
govemment level.

Action 5.Ib: Design new system of guidelines for local urban management, including urban
environmental quality management and incorporation of the role of the private sector, and modify
existing laws and regulations as required for its implementation.

Objective 5.2: Develop indigenous self-sustaining system of training and technical assistance for local
governments in urban management.

Action S.2a: Design urban management training and technical assistance system and negotiate with
providers as a basis 'for implementation (including general urban management, fmancial management,
service delivery management, capital investment programming, and spatial planning, urban
environmental quality management).

t,ction S.2b: Implement urban management training and technical assistance system.

6. IMPROVING INTERGOVERNMENTAL COORDINATION AND
CONSULTATION IN URBAN DEVELOPMENT

Accomplishments under the earlier plan include the establishment and solidification of TKPP to coordinate the
program at the national level. Three objectives are included in the new program: (1) continuing the operation of
TKPP; (2) strengthening central monitoring and research support for the program; and (3) coordinating a
nationwide effort to stimulate awareness of environmental problems and solutions in Indonesia's cities.

Objective 6.1: Continue the operation of TKPP in program coordination, monitoring, and policy development.

Action 6. ]: Hold TKPP meetings at least on a quarterly basis, with agendas that entail reviews of
regular progress reports, the formulation of new tasks and corrective actions in relation to those
review, and the revision of program plans in response to changing needs anti conditions.

Objective 6.2: Strengthen central monitoring and research support to facilitate decentralized urban development
and targeting of government investments.

Action 6.2a: Develop national system of urban monitoring indicators.

Action 6.2b: Develop urban research agenda to be sponsored by internal and external technical
assistance.
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ObJective 6.3; Develgp natlopal loy,,! u[bag OQyiroomeot.! awarogolS program.

Actiop 6,3: Desip agd implement national awareness and education programs COtlceminS tho urban
environment.

3.4 Technical Assistance and Training

Technical assistance and training to support the Policy Action Plan will be provided under
two separate projects. First is the technical assistance and training component of the existing
Municipal Finance Project (MFP), w~ch is scheduled for completion in August 1994. Work
already funded under that Project will be reoriented to support the MFEI agenda and an
amendment is proposed to provide an additional $10 million to that project in support of
MFm objectives (Section 2.3.2), Second, a significant portion of the technical assistance
and training element of the existing Private Participation in Urban Services (PURSE) project
will also directly support objectives under the MFEI Policy Action Plan (Section 2.3.3).

Consistent with the priorities discussed above, new MFP technical assistance and training
initiatives will be focused on: (1) refonn of the system of local government fInance; (2)
urban environmental quality management; and (3) the development of urban management
guidelines and the development of an indigenous system of technical assistance, training and
education in urban management. Annex D.4 describes possible components of an expanded
TA and training program.

4. THE INVESTMENT PROGRAM

4.1 The HG Investment Objectives

In the bilateral Program Implementation Agreement, A.I.D. and the GOI will jointly agree
upon an annual investment program for urban shelter-related environmental infrastructure in
an amount equal to or greater than the rupiah equivalent of the loan guaranteed under the HG
program. The agreed upon investment program will, in fact, be a menu of eligible program
or project expenditures which are mutually acceptable. Expenditures from these eligible
programs or projects may be submitted as evidence to liquidate the doHar equivalent loan
"advance", The investment program has two objectives:

1. To provide additional financing for priority shelter-related urban environmental
investments that would otherwise not be possible within the resources now available to
central and local governments, during the period of policy transition.

2. To encourage the targeting of resources towards investments that will improve the shelter
and environmental conditions of the urban poor,
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4.2 KG-Eligible Programs

The HG authorizing legislation requires that HG programs support the delivery of shelter
related infrastructure suitable for below median income households (defmed in Section 6.4).
The HG program is intended, among other things, to provide "essential urban development
services", and to pursue "programs [to] increase the availability of domestic fmancing for
improved shelter and related services" suitable for families below the median income. These
program goals are consistent with those of the GOI, as expressed in BAPPENAS' Issues and
Priorities report.

In addition, through joint agreement between A.I.D. and the GOI, HG-eligible expenditures
will include expenditures devoted to "environmental infrastructure": i.e, infrastructure and
related services that directly improve the physical living environment of below-median
income households and/or act to avert future degradation of that environment.

Annex D.2 reviews both the environmental risks now being faced by the urban poor in
Indonesia and the GOI urban infrastructure programs now in place to address them. Based
on that analysis, the following programs are classified as eligible on environmental grounds.

• Water Sup.ply. including Leak Detection and Prevention. Clean water is essential for
life and to avoid the effects of the transmission of water borne disease now prevalent
in urban Indonesia due to the pollution of ground water.

• Human Waste Disposal. The proper disposal (and treatment) of human wastes are
directly essential to prevent the transmission of disease.

• Solid Waste DiSj)osal. Similarly, the inadequate disposal of solid wastes can lead to
disease transmission and increase other life threatening risks (such as fife).

• Drainage and Flood Control. Floods can threaten life directly and standing water in
residential areas can transmit water borne diseases directly as well provide breeding
grounds for disease-transmitting insects.

• Urban Access Roads. Access roads in low income settlements are necessary to avert
the raising of particulate matter in the air and are often an inseparable part of other
necessary environmental improvements (e.g., drainage).

• Kampung Improvement Program. This program combines environmental
improvements as defined above in low-income residential areas.

• Urban Infrastructure Planning and Environmental Impact Assessments. These
activities are essential to assuring the effective provision of environmental
infrastructure and avoid negative environmental impacts in development.

In accordance with the program objective of supporting development of the Regional
Development Account, RDA loans for environmental infrastructure will be HG-eligible:

• RDA Loans: loans made through the RDA for the any of the preceding categories of
investment. (See also Section 4.3, below.)
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4.3 EUalblUty Requirements

Expenditures will be qualified as HG-eligible if they directly benefit below-median income
families and are verifiable as such (see Section 8.3 for a discussion of monitoring
procedures). Because the GOI Sllready incorporates explicit targeting and monitoring in order
to meet its own objectives, veIl ~lcatiop is not considered inconsistent with GOI policy.

In the Program Agreement for the Municipal Finance Project and its subsequent
amendments, A.I.D. and the GOI agreed that a specified percentage of actual expenditures in
each investment category benefits households below the median income. For the purpose of
calculating HG-eligible expenditures, the Program Agreement for MFm will use the same
percentages as in the MFP Program Agreement. However, USAID and the Gal may
periodically review these percentages 'and will include any agreed changes in subsequent
Investment Plans.

Expenditures fmanced by other donors are not eligible as HG-related expenditures.

Three new objectives are established under the MFEI investment program to further support
and reinforce important objectives within the Gal's decentralized urban development
program.

The first objective relates to support for the Regional Development Account (RDA), which is
to be a principal vehicle for expanding investment reSOl~rces available to local governments.
In HG-OOl, 22.9 percent of the HG eligible expenditures under 1.11:: third tranche were
channeled through the RDA. To further support this institution, a share of RDA
capitalization should be assured in the MFBI program. Accordingly, in the MFEI investment
program, no less than 20 percent of the rupiah equivalent of the amount of each tranche shall
be transmitted directly to the RDA to be on-lent to local governments and enterprises
consistent with established RDA lending tenns and practices.

It should be noted that RDA criteria for granting luans will not always require their use
solely for HG-eligible projects as defmed above. Constraining tht: RDA to do so might
conflict with the regular operating procedures and sound business practices of that institution,
and thereby deter its strengthening as a link to the expanded provision of market-based credit
for urban development in Indonesia. Therefore, there wilJ not be any requirement that any
specific funding channeled to the RDA be used solely for HG-eligible investments, only that
the GOl be able to document HG-eJigible investments from the RnA equivalent to 20 percent
of thr. rupiah value of each loan.

The second objective relates to local participation in the investm".'lll process, which is an
essential part of the purpose of MFEI. The GOl has ill1pl~m~Ill-.·d lilt: lUIDP to expand such
participation. In IUIDP, local governments set prioriti~s for im'l.:\llI1ents in developing
medium-ternl local investment programs (PJMs). Then. local pnl\ are aggregated and
reviewed for financing at the provincial .level before bl:ing challlk::,j to the central
government for consolidation across the country. Accordingly. ll' h~ eligible, all projects

Page 43



under the MFBI investment program must be either an accepted component of a local
government-approved PJM or othetwise (individually) approved by local government as
adequately reflecting local priorities and plans.

The third objective relates to encouraging the application of environmental impact
assessments. While the provision of environmental infrastructure specified above is
nonnally, by defInition, environmentally positive, some larger projects could have indirect
effects that would be hannful from an environmental perspective impact assessments. The
GOl's current environmental assessment process (AMDAL) appropriately begins with a
screening process. Only those projects that screening indicates might have deleterious effects
require a full impact a~sessment. Accordingly, to be eligible, all projects under the MFBI
investment program must have passed through an initial screening in the AMDAL process;
impact assessments will be prepared for those projects for which AMDAL indicates they are
needed.

It is proposed that related risk assessments also be incorporated into or be made
complimentary to the AMDAL two step process. Accordingly, when this has been achieved,
to be eligible, all projects under the MFBI investment program must have passed through an
initial screening with vulnerabilities and risk assessments prepared for those projects where
initial screening indicates this is needed.

4.4 Program Targets

Annex C gives details of historical trends of the GOI's urban investment program, and
summarizes Investment Program expenditures under HG-OOI.

The same annex provides an estimate of sectoral allocations under MFBI. However, the
figures quoted there can be no more than indicative since, although investments under the
program must meet the basic eligibility criteria for HG-eligible environmental infrastructure
as specified above, beyond that, the program gives primacy to detenninations of local
governments as to their own priorities. The indicative investment plan for MFEI targets
support for sustained emphasis on KIP investments and increasing emphasis on human and
solid waste programs. However, these proportions can and should be adjusted as the
program proceeds, depending on local government perceptions of priorities in relation to
central government's budgetary allocation process.
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!. FINANCIAL PLAN

Project costs arc estimated to be $125 million in investments and $415,000 for monitoring
and evaluation.

.
The A.I.D. contribution is shown in Table 7, and the GOl's projected contribution is shown
in Table 8. (Although it is expected that the GOI will invest more than the equivalent of
$125 million in HO-eligible investments over the project period, as it has done under HO
001, this is not a condition of the program, and so is not reflected in the'summary tables.)
Table 9 provides the summary cost estimate and fmancial plan. Table 10 provides the
projected obligation and commitment plan by fiscal year.

It is anticipated that there will be five HO authorizations, beginning with an authorization of
$25 million in US FY 1993.

TABLE 7; COSTING OF A.I.D. INPUTS ($000)

I. Housing Guaranty"
Credit Subsidy

n. Monitoring, Evaluation and Audit

Description Est. Cost

5 loan guarantees $125,000
5 tranches @ ]2.796% 15,995

3 assessments @ $40
2 evaluation~ @ $60
Audit @ $45 290

Method of
Financing

Guaranty

Direct Payment+
Direct Payment+
Direct Payment+

" The Housing Guaranty facilitates the GOI $125 million capital investment contribution and does not consist of funds
in addidon to the GOI amount.

+ To be provided under A.I.D. Direct Contracts. Costs of assessments, evaluations and audit will be fmanced by the
Municipal Finance Project (497-0365), as amended.
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UDJ"E 8; COaTING OF gOI INYESIMENIalCOMIlUBtlIlONS ($000>
I

DOIcdptlon• leem ~,timlt.d Co,t..
• Itemized Total

I. Urbao InveltmeDt Proaraml Capital Iavtltmonts $125,000
A. Water Supply $30,000
B. Humao Wute Oilpolll 15,000
C. SoUd Wute Dilposal 10,000
D. OraiDa.e / Flood Control 8,000
E. Urban Acce.. Roada 3,000
F. Kampunl Improvement Proaram 30,000
O. Environmental Impact Allellmentl 4,000
H.RDA 25,000

D. EvalultionIMonltodn. Staff uligned to 125
proj~ct by TKPP & BPKP

•••••11•••••••

TOTAL $125,125

TABLE 9: SUMMARY COST ESTIMAIE AND FINANCIAL PLAN (SO00)

HG Gyranteed A.I.O. Grant GOI Totals Grand
Loan .....I2!!l

..L ...k.. ...L ...J- ....E.... ...k.. ....f_ ...1-

125,000'" .- 1?5,OOO'" 125,000 125,000
15,995 15,995 15,995

290 125 290 125 415

I. Urban Investments
D. Credit Subsidy
m. Evaluation!

Monitoring

Source:

III Under the HG program, the GOI agrees to make rupiah expenditures for eligible infrastructure investments
in amounts equivalent to the loan guarantees.

F = Foreign currency L = Local currency

TABLE 10: PROJECTED OBLIGATIONS/COMMITMENTS/EXPENDITURES BY FISCAL YEAR ($000)

FY Loan Credit Suhsidv A.I.D. Grnnt GOI
Guarantees (OBL/COM) (OBL/COM)

93 25,000 3,199 40 25
94 25,000 3,199 60 25
95 25,000 3,199 40 25
96 25,000 3,199 40 25
97 25,000 3,199 110 25

.---.._-_._. ......._...--
Totals 125,000 15,995 290 125
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6. TECHNICAL AN.f\LYSES

6.1 Municipal Credit

One of the principal policy objectives of the Municipal Finance Project under HG-OOI has
been strengtbening the role of credIt in municipal finance, through establishing the RegiClnal
Development Account as a market-oriented, routinely accessible source of credit for local
authority investment.

Annex D.I considers how much progress has been made toward the establishment of a
municipal credit system, and how much priority should be assigned to this objective in the
MFEI policy program.

. It reports that, although there is a strong case for greater use of credit as part of the
municipal fmancing system, and for moving toward market rates of interest on municipal
loans, there are also practical constraints on both the volume of loans and interest rates.
These include the ability of municipalities to repay loans from local revenue sources. An
under-developed local revenue system currently limits municipalities' revenue options, and
constrains their capacity to borrow. Recognition of these limitations has prudently
constrained local loan demand. In the future, reform of the local revenue structure will have
to go hand in hand with expansion of the municipal credit system. so that greater revenue
raising ability underlies the greater use of credit.

Some important reforms in this direction already have been impkmented For example,
local water authorities (PDAMs) are now encouraged, and even required, to charge full cost
recovery tariffs, which allow them to raise the revenue to repay capital loans. Solid waste
collection tariffs have been increased in some municipalities, and can be raised in others to
finance capital investment and borrowing. Considerable room for improvement exists in
collection practices, as well, to increase effective revenue yields.

Local propeny tax rates in Indonesia, however, are extremely low. making it almost
impossible to recover the cost of loans used to finance general improvements or economic
development projects. If municipal credit is going to be used on a significant scale to
finance general local investment, it will be critical to increase loea I taxing authority so that
loans can be repaid.

Local governments often insist that they are unable to afford to hI 1rrow at market rates of
interest, and that therefore municipal loans should be made at highly subsidized interest rates.
Under the current municipal revenue system, and given the povel1y of many regions of the
country, this inability to pay is rooted in fact. However, the appn 'priate solution is not to
subsidize interest rcltes, .which would create fundamental difjiculti,: ... for ultimately integrating
municipal lending within the commercial credit market. It is mlll\' appropriate to pursue the
course which Indonesia already has adopted: mixing loans and gr:llllS, or loans for local
investment \\'ith central investment instaUed locally at Ill) cost to I. -.·;11 authorities, in a single
investment package.
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The annex finds that the RDA represents the :most appropriate base in Indonesia on which to
build a municipal credit system. Nevertheles~l, its establishment just beJins the job of
buUding a long-tenn role for crtdit in the urb.an 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 ItDA.

BAPPENAS' Progress and Issues report points out that a longerutenn approach to credit is
needed, which will assure that local government lending is integrated with the rest of
Indonesia's market-based fmancial system. It notes that 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.

The annex recommends a five-step, sequential, strategy for the RDA's institutional
development:

J

1.

2.

3.

4.

5.

Conduct an external anal::; ~is of RDA's operations and local authorities' perceptions of
how operations can be improved.
Prepare a five year plan for RDA's institutional development that has the support of
the Ministry of Finance, BAPPENAS, and local governments. This plan would
incorporate several key principles, as follows:
• There must be adequate and stable capitalization of the RDA.
• Loan applications should be encouraged.
• RDA's appraisal practices should be clarified.
• Loan repayment must be taken seriously.
• The RDA should develop a long-term plan for identifying and reducing local

government credit risk.
• The RDA should conduct its operations in an environment of full disclosure

and transparency.
• A consistent interest-rate policy needs to be articulated.
• Any protections against municipal credit risk should be equally available to

private and public lenders.
• Commercial banks could be integrated into the municipal lending system, first

by serving as collection points for loan repayments and eventually initiating
municipal loans that are repurchased by the RDA.

• RDA should operate as a credit institution that exists to serve local
governments.

• Local government revenue-generating capacity needs to be greatly enhanced if
RDA is to sucstantially increase the scale of its lending.

Provide technical assistance to RDA in the areas highlighted hy the institutional
assessment as priority needs.
Provide technical assistance to local borrowers and potential borrowers on debt
management, project preparation, and use of the credit market.
Implement the policy changes within RnA that are necessary to fulfill its institutional
development objectives.
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6.2 Urban Environmental QuaUty Manaaement

Annex D.2 reviews prospects for recognizing urban environmental quality management as a
mlijor theme in the Policy Action Plan for the MFBI Project and associated technical
assistance and training programs.

It finds that Indonesia is, in fact, ahead of many other countries in attempting to address its
environmental problems. In 1986, the GOI established 'a process requiring the preparation of
environmental impact assessments of government and major private sector projects
(AMDAL), and a Presidential Decree in 1990 fonnally established the BnvironmentalImpact
Management Agency (BAPEDAL), providing a general mandate for pollution control and
oversight of the AMDAL process.

However, these steps alone are not likely to be forceful enough to address environmental
degradation in Indonesia's rapidly growing cities. Much emphasis of late has been placed on
strengthening AMDAL, and studies indicate that much peeds to be done to improve it. But
environmental specialists are increasingly recognizing that, while they are a necessary part of
the process, environmental impact assessments are not enough: they often come too late to
affect the key public d~isions that detennine environmental quality. Environmental criteria
should be given prominence at the very stalt of th" planJ'ling process but there is presently no
mechanism to ensure that will occur.

It is true that a comprehensive approach is being taken in Jakarta where the GOI and local
officials are working 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 participa.tion), and infonnal-sector community-based
composting and recycling enterprises. But similar activities are not under way elsewhere.
The development of a complete policy, as well as of the institutional capacity to deal with
urban environmemal quality management (UEQM) nationwide, is at its earliest stage.

The mosi basic understanding behind the GOl's urban Policy Action Plan is that the
institutional capacity in support of local leaders must be developed more fully to enable them
to guide urban development efff£tively within a decentralized environment. It is self evident
that the solutiOli to most urban environmental problems will depend on improved
infrastructure and services, or programs closely linked to them. 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.

The annex describes how the foUowing themes may be supported as a part of environmental
management within the 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.
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Households now pay for safe water and garbage collection, and are willing to pay more for
some types of environmental infrastructure. But it is the essence of the market system that
households not be forced to pay for services they do not 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 fOf, 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 uC"~.cled before pricing decisions can be made.

• Appmpriate technologies.

Water-borne sewage systems and piped water to individual ~ouseholds are clearly beyond the
fmancial reach of many of the households that the project seeks to serve. However,
alternative technologies of the types 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 judg~ 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 preparatjon for the use of private markets in environmental services provides a
natural link between MFEI 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-infonned 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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6.3 Social Soundness Analysis

6.3.1 Beneficiaries

The authorizing legislation for the HG program requires that the principal beneficiaries of
HG-supported activities be families below tlte median income. Section 4 describes the
expected HG-eligible investments under the program.

The GOI has made investments under the HG program for projects which benefit lower
income families. GOl's practice has been to allocate, as well, additional amounts from its
l .vn resources (exclusive of amounts financed by other donors) to HG-eligible pUlposes.
Regular program monitoring has confumed that the beneficiaries have been households below
the median income. .

An analysis of disbursements in FY 1991 found that about 2,300.000 low income people had
benefitted from HG-eligible investments for the third tranche alone. Although it is not
feasible to extrapolate from this one analysis to detennine the overall number of beneficiaries
of the program (since there is the likelihood of double-counting), it is clear that the nature of
HG-eligible investments is such as to distribute program benefits very widely.

In addition to the benefits of direct investment in environmental infrastructure, benefits will
also accrue to low-income households through four separate mechanisms:

1. Policy reform. As part of its analysis of priorities for programming in the urban sector,
BAPPBNAS has restated its concern that there is a need to accelerate the attack on urban
poverty, particularly through programs that provide urban services for the lower income
groups. Within the present project, the GOI will continue to support the development of
appropriate mechanisms for the delivery of urban environmental s~rvices to these households.
Other refonns intended to improve local management, facilitate private sector participation,
and strengthen municipalities to finance and manage services, are L'xpected to result in an
improvement and expansion of services for the urban poor.

2. Increased service levels. The program will support the devel()pment of increased
capacity for local governments to finance and deliver environmental infrastructure on a
sustainable basis. Important components of the program will comprise 3upport for
development of the RDA and the further development of own-soli r~'~ revenues. The program
will also move towards a rationalization of intergovernmental finan~ial relations to encourage
a more efficient use of government resources. These policy refonns will all enable
municipalities to increase their service levels; implementation of Lhl.: policy agenda will help
ensure that these services are equitably targeted to low~r income Il~·ighborhoods.

3. Improved environmental quaHty. Insofar as environmental dL'liciencies adversely affect
lower income families more than those in higher income groups. ;1 :ld because the poor can
less well afford to protect themselves against en\'ironm~ntal poilu: .. Iii, the program's
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emphasis on envirorunental quality management will necessarily improve conditions for
below median-income households.

4. GOI program support. In addition to capitalization of the RDA, HG-eligible
expenditures will also support GOI grant programs, which principally benefit lower income
families through programs such as tile Kampung Improvement Program (KIP) I Given the
general level of budgetary support l.0 urban infrastructure programs, rupiah allocations to the
DIP accounts will assist the GOl's ~~fforts to provide lower income families with adequate
services.

6.3.2 Impact on Women

Because of the role of women in society, present environmental conditions in residential
areas in Indonesia's towns and cities, as de~cribed in Section 2.1.2, have a particularly
severe impact on women. Conversely, improved delivery of infrastructure services, as
targeted by the MFEI project, provides greater benefits to women and children than to the
population at large. For instance, the provision of access to potable water and to improved
sanitation directly benefits women in the following ways:

• Less time spent for drawing water for washing and cooking purposes
• Less possibility of contracting water-borne diseases (Diarrheal and other water borne

diseases reduce life expectancy, cause loss of work opportunities, increase family care
burdens, and reduce workers' productivity.)

• Less time spent caring for ill family members (Environmental improvements
comprising improved solid waste handling and waste water disposal, and access to
potable water typically reduce the incidence of diarrheal disease by 25 percent.)

• More time available for doing other productive work, including education activities
• Better environmental conditions in the place where they spent most of their time
• Less money spent on drinking water, medicines and visits to health centers
• Improved privacy and safety for women.

Improvement of acces~ roads and paths, particularly in overcrowded settlements, also
contributes to a reduction in gender-based violence.

The MFEI project will result in increased levels of construction and improvement of urban
infrastructure, particularly water and sanitation, and more efficiently operated urban services.
Women and children in the kampungs, which are the principal project areas, are likely to
benefit most: the fanner from additional productivity, time and cost savings, and the latter
because children are at special risk from water-related diseases.

B~callse women usually take primary responsibility for household and community
management, they have a vested interest in clean water, sanitation and refuse services.
Evaluation studies in other countries have shown, however, that their needs and advice arc
often ignored in local project design and implementation. This is typically not the case in
Kampung Improvement Projects (KIP) in Indonesia, where women and women's
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Policy Action l1an Monitorini BeSPODsibilitics
,/

vill periodically monitor and report on specific statistical indicators which measure
:s! and impact of the Policy Action Plan and the government's decentralization

.1 general. /

indicators has already been developed, based on currently available, regularly
~d sources of infonnation, and is presently designed to cover the six main policy
{es of the Policy Action Plan. As new urban-related management infonnation systems
plemented, the data from these systt.ms can be incorporated into the set of monitoring
tors.

tlly, these indicators will be rermecJ and updated with the assistance of the MFP
.tnical Assistance team, but will systematically be integrated into and managed by the
I's own urban infonnation system. Although the report will be updated as and when data

;ome available, it will be published annually for use by the main ministries engaged in
Dan development.

'he set of indicators, which presently describes planned outputs of the Policy Action Plan,
.vill be extended to cover the macro-economic objectives of the government's urban financing
strategy. They may include, for example, integration of municipal credit markets with
national capital markets, or the extent of utilization of market signals in the definition of
urban investment programs.

With the assistance of the monitoring indicators report and the report of the sample
beneficiary surveys (see below), Deputy V, BAPPENAS will prepare annual reports on
progress/ accomplishments and identify implementation obstacles which may require
modification in the Policy Action Plan. Deputy V, BAPPENAS witI meet annually with the
UPD to review progress and recommend Plan modifications, if any.

.
8.3 Investment Plan Monitoring

Section 2230) of the FAA requires that HGs be for shelter or shelter-related activities
(infrastructure) suitable for families below the median income. This monitoring process is
intended to demonstr:te the suitability of local currency expenditures (including RDA
investments) for the shelter needs of below median income families, which also meet the
criteria of this program as described in Section 4.

Investment Plan expenditures wilJ be made through the DIP and INPRES Dati II grant
system, on planning and environmental impact assessments, and the RDA.. The Director of
Program DeveloplT.Jent, Directorate General of Human Settlements, Ministry of Public Works
(MPW), through Deputy V, BAPPENAS will provide annual reports on MPW-related
investments made under the Investment Plan. The Director for the Management of
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In order to adjust these figures to reflect change in current income, the most practical
measure is to use estimated growth in nominal GDP per capita. This will have averaged
about 16 per cent a year for the period November 1989 to June 1992. The incomtis quoted
above will thus have increased by a factor of 1.4 by mid-1992. This adjustment clearly has
many limitations, but is of the right order of magnitude to reflect both inflation and
significant gains in output per capita over the post-survey period.

6.S Country Risk Analysis

Indonesia's debt service ratio (DSR), public and private, after peaking at 39.7 percent in
1986, declined steadily to 27.8 percent in 1990. It rose again in 1991, to 30.1 percent,
reflecting increased overseas commercial borrowing to fund investments in the country and
the depreciation of the US dollar. According to the World Bank, the country's total external
liabilities had reached about $78 billion by end-1991 -- an increase of 38 percent over the
end-1989 level. This was a significant and unsustainable increase, and, in response, credit
markets tightened Indonesia's access to external credit by raising spreads and shortening
maturities for both public and private debt.

The seriousness of this debt position prompted the government to exercise strict control over
further capital inflows to the economy (by a Presidential Decree of September 1991),
whereby all projects involving state-owned banks or state-owned enterprises, funded by
offshore capital, have become subject to scrutiny by a ministerial-level Team for
Coordination of Offshore Loans. This measure has been taken, in combination with a two
year tight money policy, in an attempt to cool down the overheated economy resulting from
the high growth of demand in 1989 and 1990.

On the positive side, the large inflows of foreign investments ($8.7 billion and $8.8 billion in
1990 and 1991 respectively, excluding investments in the financial and oil sectors), as well as
domestic investments, are expected to increase the capaeity of manufactured exports. Non
oil exports grew by 16.8 percent in 1989, and by a lower 8.3 percent in 1990 (primarily due
to a declining trend in the world prices of primary commodities), before jumping by 24.9
percent in 1991. More importantly the share of non-oil industrial exports have risen steadily,
from 48 percent of total exports in 1988 to 52 percent in 1991.

Given the strict limits on new external borrowing currently i~posed on state-related extemal
borrowing and the expected continuation of strong export growth (projected to grow by 20
percent in 1992), the DSR is likely to increase only slightly this year, before heading back
on a long-tenn declining path.

GDP was estimated to have grown by 6.5 percent in 1992, similar Lu Lh~ 6.6 percent
recorded in 1991 but below the rate of 7.4 percent in the previous two years. The Asian
Development Bank projects that the economy will grow by 7 percent next year; and the
\Vorlc! Bank pr~dicts that the Indonesian economy will increase at an average rate of 5-6
percent annuaIly between 1990 and 2000. On the assumption that the GOI will be able to
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8.4 Evaluation

Two evaluations of this p~ject are planned over its life; they will be complemented with
"assessments" to be undertaken at intervals of about one year. Both evaluations and
assessments will be conducted by evaluators external to A.I.D. Funding for the evaluations
and assessments will be provided from the evaluation line item in the MFP.

The fust assessment will take place in early 1994, and an interim evaluation in mid-1995.
The fInal evaluation is scheduled for late 1997, the precise date being contingent on the
timing of the GOI's requests for A.I.D. to authorize additional guarantees. In those years in
which fonnal evaluations are not scheduled, authorizations will be preceded by
"assessments" .

The overall objective of both evaluations and assessments will be to assess project progress
and accomplishments, in terms of both Policy Action Plan implementation and Investment
Plan expenditures. The evaluations and assessments will review the action items in the
Policy Action Plan in terms of identifying benchmark accomplishments, emerging
opportunities and obstacles. They will also propose changes to the Policy Action Plan, if
required, to be incOIporated in amendments to the Project Implementation Agreement. The
Scopes of Work of both evaluations and annual assessments will include a requirement (1) to
analyze the degree of "plausible attribution" to the MFEI Project of changes in poiicy and ill
levels of investment, and (2) to determine the appropriateness of the "progress indicators"
discussed in Section.3.2.1 and their anticipated degree of change. .

The fonnal evaluations will address issues of program sustainability, and the extent to which
the benefits and achievements of the program can be maintained in the absence of further
donor inputs. They will also encompass "lessons learned" repol1s. suitable for distribution to
other donors. interested GOI officials, etc. The evaluations will I.:nnform in other respects to
the A.LD. requirements for evaluations, including assessment of progress towards meeting
the development objectives defined in the project's log frame -- Annex A.

The interim evaluation will assess the continuing validity and re!l:\'ance of the project to the
GOl's urban policy objectives, and will address whether the impk'mentation arrangements are
the most efficient and effective to achieve the desired outputs. Findings will be used to help
detennine the need for modifications to the eX:'iting program, inl.:ILlding revisions to project
objectives, institutional arrangements and fUJl.ding. It will be an iIJ1portant input into
decisions concerning programming technical assistance for the n:I1l:lining years of the project.

The final evaluation wilJ review avera)) action plan implementatillll in relation to benchmarks
achieved, as we)) as a review of Investment Plan expenditures in I~'!ation to eligibility under
Section 221 of the FAA. This evaluation will also h~ lIs~d to (k'l:rrnine whether the rl..:quired
actions have been carried out, whether perfomlance has been C(llhl'l~nt with expectations,
and whether additional actions are needed to ensure the slIstainabi: i: y of project
accomplishments. The evaluation will be keyed to the project llll:, 'dIS. Pll'l)OS~ and goal as
described in this Project Paper.
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complete fmancing plan (RIAP) that covers the enhancement of local revenues and borrowing
as well as support from the central budget and/or external donors; (4) plans (LIDAP) are also
prepared for building the capacity of local government to assume ever increasing
responsibility for infrastructure development, operation, and maintenance; and (5) individual
city programs so defmed are then reviewed at the province and central levels and decisions
are made about the allocation of central loan and grant funds. Despite the many problems in
implementation, IUIOP has generally been regarded as a major accomplishment.

Recent years have seen action to strengthen coordination and consultation in the urban
development sector. The most basic step under this policy was the formal establishment of
TKPP -- the inter-ministerial Coordinating Team for Urban Development -- in 1987, and the
subsequent decree extending its responsibility for an indefinite period. TKPP was established
to "insure synchronization of planning, fmancing and implementation of various urban
development investments". TKPP consists of representatives at Director General level from
BAPPENAS and the Ministries of Home Affairs, Finance and Public Works. Although there
had been some concern during 1990 that it was losing some of its initial forcefulness, several
steps were taken in 1990 and 1991 to strengthen TKPP institutionally. Most important,
TKPP chainnanship was vested clearly with Deputy V (responsible for spatial development)
in BAPPENAS. Second, the IUIOP 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 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 GeneralleveI.

Institutional issues are addressed by the Policy Action Plan, by setting targets for
strengthening and clarifying local government responsibility for urban infrastructure; for
strengthening and developing the IUIDP process, including the incorporation of urban
environmental quality management into the process; for the consolidation of urban
management guidelines for local governments, and the development of an indigenous system
of training for local government staffs; and for strengthening intergovernmental coordination,
monitoring and research.

6.7 Economic Analysis

6.7.1 Summary

The program will provide substantial direct and indirect economic benefits, far in excess of
the costs of the HG loans. These benefits will accme both from support of policy change
and through direct investment in urban environmental infrastructure.

Estimated costs of the investment program to the GOi multo A.I.D. are given in Section 5.
The estimated cost of the credit subsidy appropriations ($16 million) is about 13 percent of
the total value of the loan guarantees ($125 million). The opportunity cost of capital in
Indonesia is at least 15 p~rcent. Thus, the GOl should be looking for retums on its mpiah
investments in excess of 15 percent.
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of expenditures, at least equal to the sum disbursed, which have been made to improve the
shelter conditions of beneficiaries with below median incomes.

A condition precedent to the second and subsequent disbursements shall be that all conditions
subsequent to prior disbursements shall have been met in full.

As explained in Section 2.2, authorization of HG tranches after the initial tranche will also
be conditioned on the prior approval of the MFP amendment.

In accordance with credit refonn legislation, the obligation of the "subsidy cost" of each
guaranty must also be authorized as a component of each annual HG authorization.

9.1.2 Conditions SubseQuent

Within one year after the disbursement of each loan guaranteed, or other such period as
A.I.D. shall agree to in writing, the GOI shall account for Investment Program expenditures
by submitting to A.I.D. reports certifying a list of expenditures, at least equal to the sum
guaranteed and disbursed, and which have been made to improve the shelter conditions of
beneficiaries with below median incomes.

The reason for this condition is to ensure the timely utilization of Housing Guaranty loan
resources in compliance with FAA Section 223(j), which requires the use of housing.
guarantees for shelter or shelter-related infrastructure suitable for families below the median
income.

9.2 Housing Guaranty Covenants

In addition to general covenants common to HG projects, the GOI will be asked to agree to
assure:

• protection of the natural environment in areas where HG-eJigible investments are
taking place;

• development of systems which provide for operation and maintenance of facilities and
infrastructure which are certified as HG-eligible expenditures;

• adequate coordination and management of the project; and,
• adequate coordination of the project with the related activities of other donors.

10. INITIAL ENVIRONMENTAL EXAMINATION

USAID regulations require that all projects be reviewed for the potential to cause significant
negative impacts on the environment. An Initial Environmental Examination (lEE) is
conducted, and followed, in appropriate cases, by more extensive assessments.
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analysis, perfonned locally. Large subprojects have to 80 through a detailed standard Bank
analysis, and are reviewed on a case.by case basis.

Economic rate of return (ERR) calculations are required for medium and large subprojects in
the water supply, roads and drainage subsectors. An ERR of 10 percent is used as the
minimum cut-off rate. Most water supply subprojects had an estimated ERR of between 10
and 15 percent, and. several road subprojects had an estimated ERR of 25 percent or more.
The rate of return on piped water provided under the World Bank-fmanced Jabotabek Urban
Development Project n was estimated to be about 12 percent.

Investments in settlement upgrading, which have comprised the greater part of investments
made under the Investment PJan, usually have very high rates of return. An early World
Bank analysis for KIP projects Indonesia found that the ERR varied from 20 to 70 percent.
More recent work suggests that, although "these observations •.. might well have overstated
the benefits, ... the probability that kampung improvement has a high satisfactory positive
economic benefit is very high". Another study for the World Bank found the rate of return
on a particular project designed to improve the drainage of a high density, low income area
which flooded several times a year to be 159 percent. However, because of methodological
difficulties, the economic benefits of human and solid waste management and Jc.ampung
improvement subprojects in Indonesia are now not routinely quantified: they represent least
cost solutions to the problems of providing a basic level of service that is adapted to local
needs and traditions.

6.7.3 Indirect Economic Benefits

Calculation of the ERR in environmental infrastructure projects as used by the World Bank
and other international agencies traditionally has not captured full costs and benefits in tenns
of externalities. Those estimates of the ERR for water supply quoted above, for instance,
base their calculations on consumer surplus as measured by willingness-to-pay models, and
do not use models which estimate benefit from changes in property prices.

Annex D.5 looks at some of the other economic arguments for the program's support of
investment in urban environmental infrastructure. These are: (1) that the lack of appropriate
infrastructure constrains the pace and spread of economic growth by creating production and
distribution bottlenecks; (2) that the lack of timely environmental infrastructure investment
leads directly to environmental degradation that cannot be mitigated, 'and highly discounts
future benefits in favor of current consumption; and (3) that inadequate infrastructure has
very significant negative impacts on environmental health and social welfare that are often
disproportionately biassed towards lower income \~roups.

Envirol1lmmtal infrdstmcture plays a fundamental role in ecollomit' growth. Indonesia is
looking to non-oil and non-traditional exports, particularly the manufacturing sector, to act as
its "engine tl of growth. An adequate supply of efficient infmstructure promotes the
production and distribution of goods by lowering industrial and commercial production costs.
This can have important ramifications on a finn's competitiveness and productivity. \Vithout
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Proaratn's Investment Plan. These annual reports will be provided to the Mission's
Bnvironmental Officer.
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Reaardina the property tax, total tax receipts durina Indonesian fiscal year 1992 were jUlt
under Rp 1 trillion. Receipts from this tax have increased at an annual rate of Sper cent (in
real tenns) over the last two decades. Given the significant potential for increasing revenue

. from this tax •• for instance, by raising the assessment or by lifting the nlpiah cap on
property valuation •• it should be possible to achieve annual increases far in excess of the
historical trends.

Other benefits of policy refonn are likely to include the following:

• Preservation or retarded depletion of non-renewable natural resources, especially
water, due to the development and economic pricing of urban infrastructure and
services.

• Increased effective demand for urban infrastructure and services, thus greater
fmancial viability of such capital investments, due to decentralized planning and
management of such projects.

• Decreased foreign borrowing due to the development of a sustainable credit system
for fmancing local investments in urban infrastructure and services, as well as the
utilization of previously untapped local revenue sources and private sector capital.

• Increased efficiency and competitiveness due to t,he development of more capable
urban managers and municipal technical staffs.

In sum, the result of these spread effects will be to enhance investment in urban
environmental infrastructure. If, as a result of the refonns identified in the
Policy Action Plan, the level of investment were to increase by 15 percent a year, urban
infrastructure investment would double in five years. Almost Rp.800 billion ($400 million)
was invested in urban infrastructure in 1991/92; as a consequence of policy refonn, this level
could increase to Rp.l ,600 billion a year ($800 million) by the end of the project period.

7. IMPLEMENTATION PLAN

7.1 Implementation Arrangements

Implementation of the project will be the responsibility of Deputy V, BAPPENAS, assisted
by the GOI interministerial Coordinating Team for Urban Development. The Ministry of
Finance will be responsible for the specific task of the HG borrowing, with the Director
General of Budgets and the Director of External Funds taking the lead roles.

7.1.1 Project Coordination and Management

The same program implementation arrdngements will be uLilil~d as for the MFP, HG-OOI, as
follows:

The GOl representative responsible for coordination and implementation of the i\IFEI projecL
is Deputy V, BAPPENAS, who will be assisted by TKPP -- see Section 6.6.
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7.2 Contractlnl Plan

The contract agreements to be executed in conjunr.tion with this project include the
followina:

1. The HG Program Agreement between A.I.D. and the GOI, specifying the procedures
for bOlTowing, the programs/projects for the rupiah equivalent investment program
and the jointly-agreed Policy Action Plan to be undertaken within the period of time
covered by this Implementation Agreement.

2. The Loan Agreement between the GOI and the U,S, lender, statind the tenns of the
loan.

3. The contract of Guaranty between A.I.D. and the lender, stating the tenns of the
loan.

4. The Host Country Guaranty between the Gal and A.I.D., providing for an indemnity
to A.I.D. in the event A.I.D. has to make payments on behalf of the borrower.

5. Paying and Transfer Agency Agreement between the Paying and Transfer Agent and
the Gal for servicing the loan.

7.3 Implementation Schedule

The implementation schedule of important events is set forth below for the fust two years of
the project. The cycle described for July 1, 1993 to July 1, 1994 would be followed in
subsequent years.

June A.I.D. approval of $125 million program. Authorization signed by A.I.D. for
a $25 million Housing Guaranty for U.S. FY 1993 (497-HG-006).

June Gal and A.I.D. meet to finalize agreement on the content of the Policy Action
Plan.

•

June Draft Housing Program Implementation Agreement prepared by A.I.D. for
GOI review.
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8. MONITORING AND EVALUATION

8.1 MonitorlnlObjectlves

The project's monitoring objectives are:

1) to support and facilitate the GOI's demonstrated commitment to advance its urban
development policy objectives (policy Action Plan Monitoring); and

2) to ensure that the proposed HG assistance complies with the Beneficiary Below
Median Income Test of Section 223 (j) of the Foreign Assistance Act (FAA)
(Investment Plan Monitoring).

Monitoring and reporting will consist of several inter-related activities, including: a baseline
survey of project beneficiaries; regular updating of this survey and of project monitoring
indicators which have been developed and maintained by the MFP technical assistance team;
quarterly revorting by USAID; and annual reporting, by the GOI and by external assessors.

8.2 Policy Action Plan Monitoring

The Policy Action Plan was fonnulated to assist the Gal in carrying out its policy initiatives
in the urban sector. Monitoring the implementation of the PAP will be undertaken to support
the Gal's demonstrated commitment to undertake difficult refonns.

8.2.1 A.I.D. Policy Action Plan Monitorinr: Responsibilities

USAID's Urban Policy Division (UFD) will have overall responsibility for monitoring the
Gal's perfonnance on the implementation of the Policy Action Plan. The UFD is in close
and continuous contact with the TKPP secretariat and Gal officials responsible for Policy
Action Plan implementation. The UFD will prepare quarterly status reports on the plan,
identifying progress, accomplishments, emerging opportunities and obstacles. Suggestions on
how to use technical assistance to address these opportunities/obstacles will be part of the
reporting. The UFD reports will be provided to the Mission's Private Enterprise
Development Office and the Mission's Project Committee. These reports will be used by
USAID to facilitate discussion with the Steering Committee (see Section 7.2) and with key
Gal counterparts.

UPD will 'also prepare periodic sUlllmaries of the project's progress for lhe USAID Mission
Director, and for use by TKPP.
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I

Onlending, Ministry of Finance, (Dircktur Penglolaan Penemsan Pinjaman) will report on
Investment Plan expenditures related to the RDA.

The Implementation Agreement will statr. the indicative amounts tl1at are expected to be made
through each of these channels over tht.. ..~etirne of the project. Reports of expenditures
through the DIP and INPRBC. systems will include actual expenditures made to date, by
agency and by program. These expenditure reports will be issued by the Director of
Program Development, Ministry of Public Works, through Deputy V, BAPPENAS. For
RDA expenditures, these reports will include statements of disbursement, by recipient and
project. RepOlts on RDA exper: ;"~ures will be issued by the Director- General of Monetary
Affairs, through the Director f\if the Managem~nt of Onlending (DP3). The reports will
confirm that all reported investments were in full compliance with the AMDAL
(environmental impact assessment) process. The reports will be submitted to USAID by
Deputy V, BAPPENAS through those respective ministries.

USAID's UPD will spot check the reported expenditures by examining me records of all
disbursements made by the RDA, and will make field checks of randomly selected
investments from all of those reported. These checks will verify that the randomly selected
expenditures have been made, and that they are suitable for the HG target group as required
by Section 223(j) of the FAr~. The field checks will consist of periodic visits to a small
percentage of the sites specified in the reports. For each of the investments subject to
checking, the relevant AMDAL assessment documentation will also be reviewed.

The UPD will prepare reports documenting the verification measures it employed, and the
results of each investment monitoring mission. Based on these monitoring missions, the head
of the UPD will compile and maintain a list of approved expenditures by the GOI and report
it back to the GOI by Project Implementation Letter (PIL). These PILs will be structured to
show the amount of the HG-eligible expenditures approved by AJ.D. as of the date of the
PIL. The UFD will take full responsibility for monitoring and reporting on the Investment
Plan based on guidance provided by PRE/H and the cognizant General Counsel of the Office
of Housing and Urban Programs.

•

The GOI, with the initial assistance of the amended MFP, will also undertake a baseline and
subsequent periodic sample surveys of beneficiaries of its investments in urban infrastructure.
These surveys will document the extent to which current programs directly benefit women
and the urban poor. The information will be used (a) by the GOl to analyze policy options
for more effective targeting of its investment programs to reflect its own poverty alleviation •
goals, and (b) by USAID to monitor the incidence of benefits from the HG-supported
Investment Plan.

If, during th~ course of project implementation, the Invcstmelll Plan requires additions or
revisions, the UPD will work directly with Deputy V, BAPPENAS in revising the
Investment Plan and verifying the changes.
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In addition to the external evaluations and assessments, the establishment of the monitoring
systems described in Sections 8.2 and 8.3 will assist in an on-going evaluII.tion of the project.
The UPD will prepare summary quarterly reports of project status, which will assist the
external evaluators in fully documenting and assessing the project's policy impact.

8.S Audit

HG investments are subject to audit by A.I.D. In order to minimize vulnerability, the
Mission Controller will conduct periodic examinations of records and, as part of its fmancial
review plan, will review GOI accounting procedures and documentation relatL1g to their
expenditures under the project.

Audit coveragt: will be perfonned by BPKP (Baclan Pengawasan Keuangan & Pembangunan /
Financial & Development Controlling Board) an independent auditing agency under the
Government of Indonesia. BPKP routinely audits GOl donor-assisted development project .
implementation, especially the fmancial aspect of the projects. Their reports have been
found to be adequate and reliable for A.I.D. control purposes. An audit schedule/plan will
need to be prepared and discussed with the BPKP for the HG investment programs.

In addition, A.I.D. may utilize MFP project funduig to obtain fmancial management
technical assistance to assess and, where necessary I assist in upgrading the financial
management systems of project counterparts.

9. CONDITIONS AND COVENANTS

9.1 Housing Guaranty Conditions

9. 1.1 CQnditiQnS Precedent

In addition to the standard cQnditiQns precedent to A.I.D. 's guaranty of a disbursement, prior
tQ each disbursement the GOI shall prepare (a) an Investment Plan which will list the
estimated eligible expenditures in an amount eq'lal tQ or greater than the rupiah equivalent Qf
the disbursement, and (b) a report on the Policy Action Plan which describes its status in
tenns Qf benchmarks achieved and activities in progress, and a meeting will be held with
A.I.D. tQ review th~ findings Qf the report. The reason for this latter condition is to ensure
that A.I.D. is infor,qed about GOI activities in implementing the Policy ActiQn Plan and tQ
help A.I.D. provicle technical assistance and training support to the Policy Action Plan
implementation process.

A further cQnditiQn precedent to the first disbursement shall be that all conditions subsequent
tQ disbursement Qf IQans made under 497-HG-OOI shall have been met in full. This will
include a requirement that the GOI shall also have accounted fOf expenditufes at kast equal
to the IQans guaranteed under 497-HG-OOl, by submitting to A.I.D. reports certifying a list
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There are two categories of activity promoted by this program:

1) Policy reforms aimed at improving the country's system of municipal fmancing
of environmental infrastructure; and

2) Capital fmance provided by the Gal for priority shelter-related urban
environmental investments.

The fust category of activities, policy reforms aimed at improving municipal fmancing of
environmental infrastructure, is normally categorically excluded from further environmental
review in accordance with A.I.D. Regulations Section 216.2(c)(1) (i) and (ii).

However, certain economic policies can have serious environmental consequences. Policy
reforms intended to further urban environmental quality management and the provision of
urban environmental infrastructure are an integral part of the Policy Action Plan. For this
reason, the proposed project design fOf MFBI has been carefully reviewed to identify any
proposed activity in which waste generation or water use might be subsidized and thereby
lead to adverse environmental consequen.ces. In addition, the Mission intends to monitor the
Program's policy reforms in relation to environmental impacts. The review concluded that
MFBI places a very high priority on monitoring and enforcement for all environmental
infrastructure, as well as monitoring of its requisite policy reforms.

The second category of these activities is capital finance provided by the GOI for urban
environmental investments. \Vhile A.I.D. will not directly select, design, locate or fund
individual projects under MFEI, it will, as explained in Section 8.3, assure that all rupiah
fmanced projects attributed to this program by the GOI are in full compliance with the GOl's
Environmental Impact Assessment (EIA) process, known as AMDAL. This process is
similar to the U.S. BIA procedure in that an initial lEE is perfonned of all government
funded construction activities and that all such activities found to pose a potentially
significant threat to the environment are then required to have a full BIA prior to beginning
construction.

Since USAID/lndonesia considers the prepa.ration of an BIA as an integral part of the project
planning process and as it seeks to encourage adoption of environmental reviews at the
earliest practical stage, it therefore proposes to pennit expenditures on the preparation of
BIAs and the monitoring and evaluation of compliance with those assessments to be included
as a category of eligible expenditure under MFBI.

Considering these factors, Mission and Bureau Environmental Officers recommend a
Negative Determination (Annex I) for the project. Potential environmental impacts of
investments made by the GOI and included in the Investme11l Program will be assessed
through the Gal's environmental impact assessment process, and monitoring and mitigation
will be provided by the GOl as necessary. The Mission will monitor compliance with this
provision through its annual monitoring of investl1l~nts matl~ by the GOr LInder this
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ANNEX B.l

DRAFT UPDATED POUCY ACTION PLAN FOR MFEI

The following is the preliminary, draft text of a Policy Action Plan to be included in the 497·
HG-006 Program Agreement. The text suggested below will be refined in detail and
fina1.i.mI with the GOI before being fonnally incolpOrated into the Program AgreeliDent.

1. STRENGTHENING AND CLARIFYING LOCAL GOVERNMENT
RESPONSmILITY FOR "PRJIAN INFRASTRUCTURE

Objective 1.1: Establish appnmriate administrative status for urban areaS.

Action 1.1: Identify new urban areas for classification as Kotamadya and Kota
Adrninistratip.

End-of-Project Target.' Assignment of Kotamadya and Kota Administratip
status recommended for all urban areas which meet the requirements laid down
by laws and regulations.

Objective 1.2: Clarify remonsibilities for urban enviro'1lDental Quality manaGmflQt. and the
alablishment of related standards and monitorina.

Action 1.2: Develop regulations and guidelines to clarify responsibilities for urban
environmental quality management; establish and implement related standal'ds and
monitoring programs.

First Year Targei.· Regulations and guidelines drafted, and acceptance
negotiated with relevant agencies.

. End-of Project 1'arget.' Regulations and guidelines disseminated and being
implemented.

Bl - I



•

2. IMPLEMENTING A COORDINATED AND DECENTR.ALJZED PROCESS
FOR PROGRAMMlNG URBAN INFRASTRVCTt1R.E INVESTMENT

AND URBAN ENVIRONMENTAL QUALITY MANAGEMENT

abjectly, 2.1 i Dove1gp and implement 199aJ urbao eoyjronmeotalQualjU' mWlement
WBQM) smmos and pmlJllDs U a part of rumP imp1emeptatJ.gJl.

~: Develop guideUnes for urban environmental quaUty management
analysis, strategy preparation, project impact analysis and implementation. Modify
IU!DP guidelines to reflect these activities as well as greater explicit analysis of
consumer dPlrnand and willingness to pay as a basis for investment programming.

First Year Target: Complete guidelines, with limited dissemination to pilot!
demonstration cities.

End-ol-Project Target: Complete demonstration strategies in 4large or mid
sized cities; results used as basis for refmement of guidelines.

Action 2.lb: Develop urban environmental quality monitoring program.

First Year Target: Complete monitoring program design.

End-ol-Project Status: Urban environmental quality monitoring routinely
undertaken in larger cities.

Action 2.lc: Develop local urban environmental quality management programs
associated with IUIDP program updates.

End-ol-Project Target: Local urban environmental quality management
strategies completed in conjunction with IUIDP PIM updates, and
implementation satisfactorily under way in all cities with 1990 populations
above 100,000.

Objective 2.2: Stren&then the manaeement of IUIDP to improve the speed and effectiveness
of pmmm del~.

Action 252a: Develop a practical management infonnation system for monitoring
IUIDP implementation.

First Year and End-ol-Project Target: Infonnation system developed and being
used as the basis for management status tracking and corrective actions to
expedite program delivery.
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Action 2.2b: Prepare manaaement studies of rump proces.ina at the provincial and
cenua1levelJ to identlt'y bottlenecks and to recommend action. to streamllDe
procealin. and aSlure effecdv~ proaram delivery.

FIrst Year and End-o/-Projecl Targ": Studies complete; corrective actions
taken, baaed on study hlCOmmendations.

3. ENHANCING LOCAL GOVERNMENT RESOURCE MOBILIZATION,
FINANCIAL MANAGEMENT AND INVOLVEMEN'I' OF THE PRIVATE SECTOR

IN INF.RASTRUCTVRE AND SERVICE DELIVERY

Objective 3.1: Bohan" local aovemment resource mobjJiptign.

Actign 3.1a: Improve revenue collection under tbe property tax.

First Year Targel: Increase property tax collections by 10 percent in real
tenns.

End-oj-Project Target: Increase property tax collections by cumulative 10
percent per annum in real terms.

Action 3.th: Improve cost recovery of IClca1 water companies.

First-year Target: Complete study of financial c~·mtit;on of water companies
in larger cities and their capacity to (mance future needed investment through
borrowing.

End-ol-Project Target: Reduce by half the percentage of water companies in
cities over 100,000 population tba! have operating deficits. Increase by at
least 60 percent tbe share of water company capital investment that is financed
by borrowing or retained earnings.

Action 3.1c: Improve cost recovery of local solid waste collection services.

First-year Target: Complete study of revenue collection, service costs, and
surplus/deficit of solid waste collection services in larger cities.

End-ol-Project Target: Reduce by one-third the aggregate financial deficit in
solid waste collection in cities with 1990 populations above 100,000.
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~. DeYiae priem. atrateJie. for water &eCtor service. (water lupply,
IfO'Jndwater extraetlon, and wutewatet collection, removal and treatment).

FIrst-year Target: Compleu ltudy of CUJTellt priem. of water-related services
in laqer citiel, and of 1OCJa1, ~norde and environmMw factors that need to
be incorpomed into priee-aettJnl ~islon•.

End-ol-Proj,ct Tar,et: Complete economic and fmancial analy.ia of
appropriate pricml atratelY for water-related services; 1.lue pideUnes for
settln. appropriate prices; incorporate incentives in national flnanctn.
mechanlsms for 100&1 water sector enterprises to follow the auideUnes.

ObjoctiYQ 3.2: SJUU)OJ1 prlyatQ sector~OD in ooyimnmentcl iDft'utructure and
service deUvm:y

Action 3.2: Identify and support implementation of local public sector actions and
investments that facilitate private sector involvement in environmental infrastructure
and service delivery.

First-y,ar Targ,t: Identify four pilot cities and appropriate local public sector
actions and investments to support private Stctor participation in selVice
delivery.

End-ol-Proj,ct Targ,t: Carry out indicated investments and public sector
support activities in pilot cities.

4. ESTABLISHING FD'ECl1VE MECHANISMS TO SUPPORT MUNICIPAL
BORROWING, AND IMPROVING THE SYSTEM FOR ALLOCATING

INTERGOVERNMENTAL GRANTS

Objectiye 4.1: SYPJPOIl deyeIcmmem of the RnA as a transition vehide that facUitatQl
market-based leodine to local eovemmQnts and intemtion of municipal credit into the private
fmankial SectOL

Aktion 4. 1a: Carry out an external evaluation of the RDA's operations capacity, its
working relations with local govemmerAts, capitalization policy arid collections record.

First Year and End-ol-Project Target: Carry out evaluation.

Bl-4
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ActiQn 4.1b: Prepare as-year institutiQnal development plan for the RDA.

First Year Target.' Prepare plan, begin negQtiatiQns fQr agreement.

Entl-oj-Project Target: RDA is implementing agreed pIan.

Sub-objective 4. J1: Bstilblish a sntem for maintainine the creditworthiness Qf BOA
bOrrowers.

ActiQn 4.Jh: Support mechanisms fQr evaluating the creditworthiness Qf
municipalities applying fQr RDA loans.

First-Year Target.' Prepare analysis Qf institutiQnal and procedural optiQns fQr
detennining municipal creditwQrthiness.

End-oj-Project Target.' Mechanisms are in routine use.

Actio:n 4.11b: Support procedures for imj:'Qsing sanctions on municipalities that are iIJ
arrea1l'S Qn RDA loan repayments, including refusal Qf new RDA loans.

First-Year Target.' Prepare study Qf how alternative systems could function,
utilizing experience in Qther countries.

End-oj-Project Target.' PQlicy incQrporated in Operations Manual and applied
in practice.

Action 4.11c: Establish routine disclosure Qf J.ocal government borrowers under
RDA, tenns of lQans, and repayment recQrds.

First-Year Target.' Prepare and publish list of RDA loans, loan tenns,
repayment record to date, and any fQrgiveness of loan amounts Qr modification
of originallQan tenns.

End-oj-Project Target.' RQutine preparation and publication of above
infonnatiQn Qn a semi-annual basis.

Sub-oblective 4.12: Institute a system fQr domestic capitalization of RDA.

Action 41 J2: Support procedures for capitalizing the RnA, including reflows of
Qutstanding ioans under RnA management, GOI resources and private market
borrowing.

First Year Target: Prepare study Qf options for capitalization of RnA.

Bl-5
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End-ol-Project Target: GOI has contributed own-source resources to RDA
capitalization, in addition to donor resources. Part of repayments from past
loans retained within RDA as capitalization of new loans. Agreement reached
on a strategy for private market capitalization.

. Sub-objective 4.13: BncouraG the establishment of alternative mechanisms for the
mobiUption of domestic credit for local aovemmtmt fmancin~ of.urban it1frastnlcture.

Action 4.13a: Explore alternative short-tenn and long··tenn mechanisms to mobilize
domestic credit for local government financing of urban infrastnlcture investments
(e.g. municipal bonds).

First Year Target: Describe existing options available to municipal
governments; analyze other options for mobilizing domestic credit; prepare an
action plan.

End-ol-Project Target: At least one municipal bond has been issued.

Action 4.13b: Prepare an action plan for the implementation of alternative means of
integrating municipal credit into the private fmancial sector.

First Year Target: Prepare study and recommendations of how private
fmancial institutions can participate in lending to municipalities (for example,
as retail lenders who sell a participation in loans to the RDA).

End-ol-Project Target: Guidelines issued and in use, based on consultation
with ~unicipalities, RDA and potential private sector lenders.

Objective 4.2: Improve the system for a1lo~,atin~ intergovernmental ~rants.

Action 4.2.: Prepare a study of how incentives can be built into the grant stnlcture
and the system for allocating grants, to encourage targeting of grant funds to activities
most appropriate for central-level subsidy: (a) investment packages for poor regions;
(b) investment projects that benefit low-income households; (c) investment projects
that generate high degree of externalities.

First Year Target: Describe current targeting policy; carry out study.

End-ol-Project Target: Implement principal recommendations of study to
improve targeting of grants.
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s. STRENGTHENING THE INSTITUTIONAL CAPACITY OF
LOCAL GOVERNMENTS

Objective 5.1: Develo.p coordinated system of urban management lWidelines for local
&ovemments.

Action 5.1a: Complete an inventory and analysis of all existing laws, regulations and
guidelines issued by central government ministries/agencies which are relevant to
urban management at the local level.

First Year Target: CQmplete inventory and analysis.

Action 5.Ib: Design new system of guidelines for local urban management, including
urban environmental quality management and incorporation of the role of the private
sr.ctor, and modify existing laws and regulations as required for its implementation.

End-aI-Project Target: Complete design of principles and structure of new
system; laws and regulations modified as needed to implement new system of
guidelines for local urban management.

Objective 5.2: Deve1o.p indigenOUS self-sustaining system of training and technical assistance
for local governments in urban management.

Action 5.2a: Design urban management training and technical assistance system and
negotiate with providers as a basis for implementation (including general urban
management, fmancial management, service delivery management, capital investment
programming, and spatial planning and urban environmental quality management).

First Year Target: Complete system design and reach fmal agreements on
implementation.

Action 5.2b: Implement urban management training and technical assistance system.

End-aI-Project Status.' Prototype training courses have been given and
evaluated. System being implemented nationwide.

B1 - 7
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6. IMPROVING INTERGOVERNMENTAL COORDINATION AND
CONSULTATION IN URBAN DEVELOPMENT

Objective 6.1: CQntinue the qperation of IKPP in program coordination. monitorine. and
policy deye1oJ»neut.

Action 6.1: HQld TKPP meetings at least Qn a quarterly basis, with agendas that
entail reviews Qf regular progress reports, the fQrmulatiQn Qf new tasks and conective
actiQns in relatiQn to thQse review, and the revisiQn Qf program plans in response tQ
changing needs and conditions.

First Year Target: At least fQUf TKPP meetings conducted, with reports
completed Qn meeting 'content and decisiQns taken.

Objective 6.2: Stren&theu central monitorin& and research SUPJ)(U1 to facilitate decentralized
urban deyelo,pment and talJetine of myemment investments.

ActiQn 6.2a: Develop national system Qf urban mQnitQring indicatQrs.

First Year Target: Select indicatQfS and establish data base.

End-of-Project Target: System operational, with regular repQrts prepared and
disseminated tQ TKPP agencies and TIc. I and n gQvernments.

Action 6.2b: Develop urban research agenda tQ be supported by internal 8lld external
technical assistance.

First Year Target: Initial research agenda cQmplete and first group Qf analyses
initiated.

End-of-Project Target: MajOf pQlicy analyses of urban develQpment problems
and opportunities cQmplete and disseminated.

Objective 6.3: Develo.p uatiQnallevel urban environmental awareness program.

ActiQn 6.3: Design and implement natiQnal awareness and educatiQn programs
concerning the urban environment and natural hazard phenQmena.

First Year Target: Complete program design.

End-of-Project Target: Program elements being fmplemented.
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POLICY ACTION PLAN

B.2 Status of Policy Action Plan for MFP
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POLICY ACTION PLAN - HGL
ActIons. lCeyatepa, largels, updaladAprI-June,

--- 1892. Prevlollllyamended May 3, 1990

Key steps during profect Description ..-:00·...__ 1No. Policy Atea.Object,ves Medlum -term goals Action Proposad pt!flod (04/87 -CW!l2) (N.B. "(targe!)
crucial steps indicated by')

1. Strenothen Local go'mrnment 1.01 OllSslfy designated urban Assign worldng group that would . I15Slgn working group and Completed WorIdng group I15Slgned and
tesponsibility lor ulbsn lnIra- Infrastructura In all define classlflcatlon policy (by provide TOR (11A17) agreed TOR
structure development, 0IKl1ltion kolamadya's and assign TIm Koordlnasl-TK); agencies
and maintenance. Deline and functional responsibilities to carry out classlllcatlon (by - formulale urban aervIce Inventory Compleled Functional c1assl11catlon
classify urban InlllISlIucture and (1087-1991) DGEM, DGKEl, DGCK, and and classlJcallon policies and (12,97)
I15Slgn lunctional and financial DGPUOD) work- plan to addRlss all
responsibilities for planning Kotamadyas
lmptemenlatlon, operation and
malntenallCe to central, Levell Complete surveys and Completed Agreed c1assllcatlon
and II govetnmenlll. classlllcatlon In 10 cities (10188) maps and Inventorlos

Continue ro.lng prognlm Being Agreed cIassIlcatlon
of classlllcatlon In Implemenlad maps and Inverdofles
remlllning cities (90-92)
(Kotemadyas and urbanized
Kabupatens)

Bnung (11190), De......
(1992) & other KoU...
(lncfudlng 5 pnnIIncW
capitals) upgrmed to
Kotamlldyll

UPW & UHA Joint Decree Completed
(14/1987) assigned ( /87)
responsibility for water,
wastewater & sol"'te to
local governmonL

1.02 Deline Institutional Study and assign - Deline Issues and workplan Completed Agreed workptan
responsibilities lor responsibilities lor tralic lor resolution 110Al7)
lIallie management In management end policy
urban areas coordination (by TK, CGSK, - Assign working group Completed WorIcIng group assigned
(1987-89) DGLT, and DGPUOC) (01189)

- Assign phased responsl- Being Decree assigning !ocal
bUlly to selected Leve/II Completed government responslbllly
cIlles ••( 190) for tnIIftc manalJllntarit &

authority for vehicle tax.

Transport & tramc
pfannlng & budgeUng
Included In PJM
gufdeUneshoad
classillcation system
coordlnaled with bUdgoUng

~
~

~

"I!!I ..,.
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POLICY ACTION PLAN HGL

I. .. I

F. _-. ........''''_.. ......m-.._.-

3. Strengthen Local Go....rnment
resource mobilizllllon and
flnanclaJ management

Acllon Propceed
Key steps during project

period (04I87-G4192) (N.B.
cruclel s\epa Indlcaled by")

AcIloIl3. Keysleps. targets. upda\edAprll-.lme.
1992. Previously amended May 3.1~_

Description J
eo(large!) Monitoring IndIcalora

~
k

(a) Improve PBB
performance. local tax
performance. and
services charge
per10rmance

/

3.01 Fully Implement PBB lU
law (1988-98)

1mprow reV1!!lU8
performBllCe at Property
Tax iPSB) Ihrough
lechnlcal and management
Improwment programs.

• Appoint Valuation Advisers
to develop • Valua1fon
Methodology for top Yalue
properties and supemae
the valuallon proceu on
JakartII, Surllbaya. Uedan.
Bandung and Denpaar.

- Extend top properties
valuation methodology to
30 other cities

- Appoint Tax AdmInistration
AdvisolS to assist PBB In
Improving Property Tax
Administration and policy
issues.

DecisIon to Replicate
Implementation

Completed
(89-91)

Comple\lld
(91-R2J

Completod
(89-92)

On-going
(92-93)

Valuallon advlsCJl1J appoIMid
to .....tPBB In IndMduaIIr
Vlllulng high VlllIIe pmperiIs.
dlI'I8Iop a computer ....led
1I1IfUllllon model (CAVJ and
traln YalU&rll. A total 01
200 COO properties Yalll8d.
A prototype CAV _ dewIoped
T_nty PBB oIIlclall_e sent
for cmn_ tralnlng and many
PBB oIIIcl8la underwent 111
country training.

Valuallon advisors _nt
appofnted 10 supervise
Implementallon. A total 01
70 000 adclUonal properties
v..Iuod In 30 other clllas.

TuAdmlnlstra1loll advlso..
appointed to assist PBB In
designing a coRection-led
Implementation stndegy tor tax
reform. This collection-led
atralegy IMOIved dBveloping
and supervising the Implomen
IatIon of tho Payment Point
System (SL<;TEp) and the
ColocUon Monitoring Syslom
(S1SlAP). Tho SISTEP syslotn
..successfully ,",pI_ented
In Kabupalen Tangerang In
11189 and subsequen" repl
cated to B3 regional goyem
men by 1991/92. As parlor
the SISTEP syslem. slr\ct en
fon:ement has been slrusseeL
Toto/ Property TIUl CoIIccllon
for lho rural and Ulban .oc....
has Improved from ust 117
millon In 1988199 to US$ 184
milton In 1991JD2.

One !ll'ndred more cilles wID be
Incorp;;ralod 10 S1SMJDP opera
1\on during 92/93.
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POLICY ACTION PLAN HGL
ActIons. KeyaIllPS. targels, updated Apri-June.

_.______________ 1992. Previouslyamended!A~~.~__

t Key steps durlng project Descrlpllon ]
No. Poley Area;ObjeCtnles Medium-term goals Action Propased period (04/87-041921 (N.B. ··(target) Monitoring indicators

crucial steps Indicated by·)

-_. -_.. _--------_ ..-- -_. '--

.....-
c

&f"\,\

(b) Improw mall3gement
and supervision systams

01 local enterprises
capabilities

3.02 Improw revenue performance
of local tax. and stmllce
charges (1987 onwards)

3.03 Imp/ow cost recovery and
management or all regional
enterprises (1981
O~.::

........

Improw the struclure 01
local taxes and charges
(by OGKDN and OGPlJOO)

Implementation 01 local
tax alliee procedure
Improwments (by OGPlJOO)

Imp/ow user charlllicost
recovery performance 01
POAMs In Java (by OGCK and
DGPUOD)

"'IlII

• Dowlop a comprehensive
Property Infomla.lon Manage
ment System (S1SMIOP) to
IntIlgJat.e the property admlnla
htlon functions 01 property data
collection. 'l8luaUon, NallllSment.
collection (e.g., S1STEP), enfOr
cement and 1alIpaJerReMee
(appeab and obJections).

• Draft leglslllflon "law on
Local ao-nment TalB &
CfulrglB" and "Cen1nll-Locel
Fisc&J RelatIonships" prepared
by UOF under reYlew by
cabInet.

EV'.lIU3ll! pUot 11IX ollee
Improwmenl (MAPATOA) In
Urban IV (loan Hi12-IND) cilIes

MAPAlOA manual a,stem 01
local tID: admlnlatrellon
Improvements expanded to
1111 lK. II go"'"
Computerization of
MAPATDA Manual S,stem
tes1ed In ro TK. II gov''''

• Analyse cost recovery
performance 01 all water
enterprises sllbJec1 to sKa
4/84-37JKPTS/84 and
Identify problem POAMs

Implement, commencing In
.kiva and SUmatra, the
adopllon 01:

(I) waler tarlfl structure and
appropriate 1arllt level to cover
O&M costs. depreclallon 01
debtsel"lce (whlcheverls
larger) and

On-lIQIng
(91-93)

Pendfng
RevIew
( 192)

Con'lJ!cled
(90-91)

Completed
(90-91)

BeIng
Implemeri1ed
( /92)

Completed
(09181)

Completed
(09189)

S1SMIOP pIIoI profocl ClSla
blahed In Kabupeten 8eluD1,
East ....... and South ........
The plot proJect has _lad
Improwd pnx:ed_ tar _Jan'
Ing tax object ldentllcatlon
numlMn (HOP), coIecIng
pmperty Informallon and the
dewlopmont or compulllr
b8sed SlSMIOP COftlJlOlllln1ll.T" property fnfomlllllon cal
Iectad wII be used til ftIIIuaIIt
and fIMIlze the property Wlllua
tion melhodologf for fndonmla
by mlcl-11182.

EVlIluatlon report

Increaso In Own Source
Revenue (OSRs) repor1ed
by MfP Uonltorfng
Inc5calolS

Improwmenl acIIon plan
recommendations

No.olwaterenle~

complying (30 POAMs)
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POLICY ACTION PLAN

E
----------

NO~_ Poley Area.ObJec:~_._

HGL

Medium-term goals Action Proposed
Key slBps during proJect

period (o.w7-04/92) (N.B.
crucial slaps indicated by')

"ctIons. Kayale/lS. _gels. updetedAprl-June,

':c,::~ramended May 3.'~~-l

"~geO Mo~~:-~

1.03 Develcp program
responslbllltllls for
local governments In
Integrated Urban
Infrastructure progmm
(IUDP)

2. Integraled expenditures
planning and progrllJl\ming
Improwment
(a) local governments to

prepant /nveslmenl plans on
basis 01 guidennes from
central Government

(b) financial support or
local governments to be based
on local capabilities an,;! needs

(c) emphasis to be given 10
MPW provisions and 10\'l-Irr::ome
group needs

2.01 Develop and renne IUIOP
planning

Application of IUIDP
processes to urban
InfrastJuctwe services
Including raw__

supply, nood prolectlon,
urban roads, _tar supply
and sanitation, solid
waste management.
drainage and KP (by TK.
UPW, and MHA)

Develop & Implement guidelines
for non Cpla Karya subseclors
within MPW as _I •
Clpla Karya sub-sectors
and Issue upda18d
guidelines for all
sub-seclor. frorn time to
time Including multi-yea
f1nanclallnformallon (by
TK, MPW, MOF and MHA)

Issue dlrec1!"JeS or MPW
agerdes to apply IUDP
processes In wban
InfnlstJucture planning

• Issue directives to
levelland nlocal
govemmenr. to adopt IUIOP
process appri3V8d by TK

- DevelClp mllltl-yar program
alternatives

• Isl:ue perlodt: updelBs
01 IUIOP guidelines

Manull!s Issued for RIAP &
UDAP development

- IUDP pilot project Incor-
porates InIlage to economic
potential In IUIDP process for
E. Bandung. KabupalBn
Kara_ng (W. Java) and 2 Kocfra
In Sumatra.

Fwther Improve, pilot test
and replicate PAFPACK.

Completed
(OlWn

Completed
(08J8n

Completed
(12m9)

Ongoing
••(081lIO)

BeIng
Implemented
(91-92)

Ongoing
(92-03)

E.Bandung
being
Implemented
(3192)

Ongoing
(eB- !

DIrectives Issued

OJ,ec1Ives Issued

Projecllons Issued

RevIsed PM guidellMa
COIIIp/eIed.
BeIng Issued by UOHA

90 P.... completed by
..., 1891. cOftdnr. 4O'l' d
tolIII urban populdun, 1111
p..... In progr.... 81~ d
urban population wi!! be
cCMKlld by P.... now
completelln progress.

RIAPs & lIlAPa Pf"pared for
lllewe1l & 55 Ievet 8 gowrn
raentl under IBRD E. .... &
8l1li UDP, ADS Suraalra & W•
.Java SCUDP. and __lEnt.

E. Bandung & Sumatnl
lUDP's completed

Plot lesled In SUrubaya
(88-88). Plot lest upandad
10 8 TK \I gav'ts (89-110) end
271K II gov'ls (OO-D2J.

'r-
~

Program FInancial Accountfng
and ",n8.geme~System
(pFAU) designed to ImplOlllt
monitoring of IUIDP expend1tur8s

PFAU tested In East
JavalBall UDP and
Sulawos/llrlan Jaya UDP.

Design
Completed
( /91)

BeIng System Implemented In 9 TIr I
Implemented and 44 TIr II local gcwern

ments.
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POLICY ACTION PLAN HGL

t ...

ActIons. Keysteps. targets. updaledApri-June.

INo -----P-oIC~ Are~-b-je-c:ves Medlum-~-rm-go-a/s ---------A-C-tIo-~-p-ro-pos-=- :':'~=r.'A ';;"':""-==-J
crucial steps Indlcaled by")

_.. ------

Asslgn water en1erprlses
mon/lotlng and development
functions to PMDlfs throughout
Indonesia (by OGCK and OGPUOO)

(Ii) BKPK (Audit Agency)
Accounting Guldelnes for
PDAMs astabllshed for
IrIICldng operational casts.
debt aeRIee, depnIClation
alowance. etc.

MFP conducted analysis
debt mEnagement

" Assign lunctlons and
provide budgets and stall
to Cenlraland West Java •
PMOU's

- Appoint consultants to (l)
assist PMOUs and (Bl assist
waler en1erprlses

PRot test & fully fmplement
aystem of ProvIncial
Monitoring DeveloPment
Units lPUDUs).

Completed
( 191)

BeIng
Completed
lO8I92J

Completed
(O1~

Completed
(07~

BeIng
Implemented
(92-)

No. of PDAMs adhering to
BKPK a:counlfng
guldellna

Directives Isued and
units operational In .laYa

Contract signed

No of pnwInces with PIIDUI
astabllllhed 85 a rault 01 8JlIen
alon of plot aystIttD: PUOUI
haw been astablished In aI
prowlnces BllCept Irian Jaya,
nmor nail.. & OKl .IIIluuta

PDAMs to report flnanclal_
well as lechnlcal data thrU
weMIS.

Water Enterprise Management
Information System (WEMIS) at
OGCK for financial & tBchnlcai
datu on SPAUs & PDAMs.
supportod by PUOUS.

PDAM Rnanclal MonIlorlng
System by PUOD under UFP
amendment.

Management TAltralning to
PDAUs under UFP amendment.

blslallallon
Completed.
Not all
BPAUs&
PDAUs report
!ng da. yet.

Proposed
(92-93)

Proposed
(92-93)

-::::
.~

Review optional waler
enterprises organizational
arrangements lor all
provinces based on
elfi:lency crllerla by TltPP

- Formulation of TOR

- Appointment 01 consultants

- Complete review 01 recom
m":Idntlons lor InllIai
Implemei\tallon In Java

Completed
(12A17)

Com~··,ded

(01~

Completed
(01/88)

Agreed TOR

ContnK:t extentlon signed
Java provfnces structure
deflned; IrnplemenlB:Ion
timetable agreed

PalJ050114
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POLICY ACTION PLAN

F· .....~__o<'n.

HGL

Medlum - term goals Action Proposed
Key steps during project

period (04187-04/92) (N.B.
crucial steps lndlcated by·)

BPAUs upgraded to PDAUs
status _ • result 01 GOI
lechnlcal_lstance & tndnlng

Actions, Kaysteps,1Brgels, updllledAprW-June,

1!J9.2._Pr~!!I'''..!.J!1~~Uay~,- ]
Desctlptlon 'I.

••(target) Monllorlno IndIcalDrs

BeIng No oS BPAU-PDAU
Implemenfed CCJIIveftIoIB lOY 19l12

131 BPAUs & 177 PDAUs)

eel Improw local government
Ijnancla/ managernanl
capabBities

3.04 Impra..,., llnanclal
management capE/ty In all
TK. I & lK. 1/, gov'ts

Develop guldelnes for
restructurlng, prlvatlDng
or Uquldatfna BUilDs
(local ptEnterpltaes)

lnltlaJ deslgnlpllot tests at
llnanc'" management & illS
packaa- under IJRD Urban
IV, Y & USL1 (SPIIKD, POilUS,
PAFPAac. SIICDD, UAPATDA).

FormUlale TOR for BUUD
Inventory & regUlldDIy
gUIdelInes study

Complete BUUD study
'and plan for I1lllonallzallon
under UFP amendment.

BeIng
Implemented
(04J1J2)

Proposed
(92-93)

Complefed
(84-89)

Agreed TOR by PUOD

study ..~ IIPIJ'Oftd
byGOI

-c§
~

Develop rram_ork resolving
conlllcts & mUng gaps
between Yllrious financIal
mam't & mam't Info systems
deslgnedlplloted under IBAD
Urban IV, Y & USl1.

Expand Performance Orlented
MaIntenance Iotanagemenl
System (poilUS)

Develop. consolldated,
coordinated and controlled
system at Urban Management
gUIdelines for use by Tic. 1/
governments

Pre.,.e wrlnen gUldelnes Comp1elltd IIFP Seminar Taclu*:&i
based on UOF-UHA seminar 10 (12J1!O) Report. PUOD sntagyt
review pllot.l!Xp8rIei1Ce with IEtfon plan.
flnanclal & mgm't Info systems.

Establish Canll.. Technical To be Tendering pacllage Issued(
Unit (CTU) In PUOD to Implemenlad Conlnl:tA_dlSYslems
revise & Integnde flnanclal (92-93) ntdeslgn & 1tB1IIIalIon.
mgm't .rstems bead on E. .....& Ball UDP funding,
Seminar Technic" Report UFP supervisory support.

• POUUS designed and tested Comp/eled
In B cities (89-80)

• Extend POUUS to 10 clUes BeIng
under E. Java & Ball UOP Implemented

(92- )

o-vtew of exlstfng IawsI Completed
/regulllllons/guldellnes by (01192)
1KPP and Draft Strategic Plan
for Urban Uanagement In
Indonesia.

Initial Phase at UUG Devolop- Completed
ment (detaIJod Inwntory, (02J92)
analysis, IElIoniplan & TOR
TOR deveIopmenll befng
contracted under UFP.

Full UUG Implementation To be
under MFP Amendment Determined
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POLICY ACTION PLAN

E_~ P.'~A...m~~~

HGl

Medium-term goals Acllon Proposed
Key steps during project

period (fW87-04/92) (N.B.
crucial steps Indicated by")

Actions, Keysteps, targets, updaIedAprl-.....

1992. PrevIously amended ...~3,1990

~lIon

eo (target) Monitoring JncIcatDrs

(eI) Encourage private sector
resources mobDlzalion and
private sector participation
In the provision and delivery
of urban infrastructure
services

\

~

3.05 Establlsh an acceptable
legal and regu/alery
frame work for private
sector IlIYOlVement In
the financing,
Implementallon,
operallon and management
of urban services and
Infrastructure

Assign worldng group to
define and encourage the
role of the privatesector
(byTKPp)

Provide guldellf\es for approprlate
forms of private sector parti::l
patlon In each selected sub
sector (by MPW)

- Assign worldng group and
provide TOR

- Assign responslbBIIy for
prepwatlon of guidelines
by TKPP worldllg group

PrivIdB SectDr Participation
ldentllcatlon Study (FJrst
E. Java Water Supply Prafect
- IJAD Loan 2275-IND) •

Prep.e TOR for appointment
of consultants

- Appoint consultants

- Recommendellons to be
discussed by Workshop

- Working group pre~e Its
recommendations

"FInancing & Commercializing
the Private Provision of Public
Servlc:cs· study describing
elements of needed policy
frllmework. l!'IIlluation crl1erla
& negotiating parameters
common to aft subsectors of
public-private partner.lhlps.

• WASH study of prhnde sector
participation (PSP) In urban
water supply & chft admln
guidelines farPDA~.

• WASH semlnlV held to
dbsomlnalo slUdy nndlngs
on next stops for GOI

• PURse profect desIgned &
approwd to mobilize TA to
undertake policy studes.
develop guidelines. & test
findings thru pilot prulec:ts.

04/llO

ll6JSO

Completed
(12J119)

08Jll0

08/ll0

11/llO

Completed
(03191)

Completed
(lJ5J91J

Completed
(05101)

BeIng
Implemented
(91-97)

Worldng group assigned
and TOR agreed. PrlvUt
parIIclpatlon on __

supply guidelines by UPW.

Responslbllly asaIgned

TOR Jlf8J*ed

Consultants eppaInIed

Workshop held

PRIJO 10114



POLICY ACTION PLAN HGL

•

~o

E Poley Arpa,Objec!ives Medium-term goals Action Propased

Determine the rlgh1s and
obllgaUons 01 the private
sector by pro\fdlng
appropriate model
agreements between local
authorities and
parti:lpaUng private
seelDr establishments (by
MPWandMHA)

Introduce pDol pro/eets In
selecled local authorities.
authorities. with initial
emphasis on the water
supply andsolid waste
subseclors (bY MHA)

Key steps durIng proJect
period (04/87-04/92) (N.B.
crucial steps Inclcated by·)

PrellminaryslllWlJS In
Padang & Surabaya & TOR
~edby UFP far detailed
Sllh'ay 01 PSP In Urban
Senlce at the local goY't
level (study to be .nancect
b,PURSE).

BOOIBOT Semln..ownIaw 01
PSP & paww. lBlecam. &
toll road aubseclonl.

Provide model agreements
between IocaJ authorllles
and the prlvate sector
concerning a variety 01
farms 01 private sec:1Drs
particIpation

- Umbulan Springs. Pasuruan.
E. Java bulk walef supply for
PD.\Us 01 Surabaya. Greslk.
S1doarfo & Pas.......
BOT-type cantlW:t signed
Bromo Consortium $125
mmlon 15-yrs 1990.

- I hok Scumawo. Aceh Ulnrn waler
supply. transmission. & clslribu
lion to Industrial (~) & non
Industrial (2OYo) users. American.
Dulch. & IocaJ Inves1Dr.l & 70
minion ;JO-yrs 1990.

Nusa Dua, Ball Wal8f supply &
dlstrlbUUons for hotel deveIap
ment approx $15 m (pr1vat.e)1S9 m
(public) 15 - yrs(1991)

SInian Islands water supply
SlngllpOnlaD company SlIIlIII
group S480 m under
negollDlions. SIngapore Public
U11lt1cs Board and R1au
province PD.\U.

Acllons. Keyslaps. targets, updaIedAprl-.....

1992. Previously.mended~....1990

Descrtpllon
""(large!) Uonllorlng Indcaas

Complelad
lO2JIl2J

Completed
(02192)

Model agreements provided

1"'00 00114



POLICY ACTION PLAN

E Polo,.....,bjo<...,

HGl

Medium -term goal5 Action Proposed
Key steps during project

period (04187-04192) (N.B.
cnJClaIsteps 'ncleated by·)

- Semarang $125 n.&;un water
treatment & dstrlb<i1lor.
srslltm under negotiations.

Sold was_ colI8:1Ion &

transport service contmclll
by prIwa1B firmss_1~
.JaJcarta·s 281 sub-dstrlcts
In 1980. In SUrabaya
private IImIa transport1K
01 the clly'sllOlld __

from tempoqry coIection
to final disposals".

For electric power
genendlan. the GOIII
reviewing BOO-type
proposals from 2 consortia
for PaHon 5&8 and 7-'8 power
plants, e-=h pair 1200 UW
.1.7-2 bRian.

- In telecommunlcallDns, the
GOI seelal to establish revenue
sharing agreements (bulld
transfer type conlrBcts) with
domestic flrms for 490,000 01 the
countly's 1.4 mlllan lnes. As 01
sept. 1991,53,000 lnes putfnto
operations undernne_
sharing agreemerrlll. Broad
deregulation under review.

Ac:tons, Keysteps, targets. updaIedAprl-.....

1~:1IIIYamended lIay3. 1890 J
..(target) Uonlloring~

~......-

3.06 Develop appropriate
condillons to achieve
\he level 01cost
recovery required to
mollvate private sector
Investmentln public
services and
Infraslructure

Investigate polley options
In relation to the main
forms of private sector
parti:lpatlon to ensure
acceptable levels of
return on Investment.
whAe sateguardlng the
Interests of the general
public (by MOF. MHA. and
MPW).

TIL II loan Admlnll1ratlon Study
by PUOD on debt service,
depreciation, demand anaIrsB,
& methods for Inc_lng tarilfs
to atlmct prlmle Investment

Pilot test TIc. n loen AdmInls
trallon lIonltDrlng System &
provide tndnfngto 5 PDAIls.

Comple!ed
(91-82)

BeIng
Imple_nIed
(92-83)

P3ge901 !4



POLICY ACTION PLAN

[~ ---'Poley Area.'ClbJectives

HGL

Medium - term goals Actlon Propased
Key sleps dUrIng proJect

period (04IB7-04I92) (N.B.
crucJaJ sleps Indicated by·)

,.

Act!ons. KeystI!ps.1IIrgels. updDdAprl-....

1=~nded~~

"rmrgeQ Uo~=~

4. Improw financing systems and
mechanism lor Ufban
Infrasltuclur. and Incentives
for local resources
mobRlzalion

(a) create a consolidated
loan fund for local
governments

4.01 ProvIde. vJable system of
loan llnan:e for Iccal
govemmants (1961 onwards)

strengthen central-1oc:aI
Govemmentbonowlng
scheme (by DGl.1DN)

- Assign consUl1Bnts to CompJeled Consultants assigned
review poIlcIes for the (O:W9)
Regional Development
Account (ADA)

• ADA Dec,.. .Igned by IoIOF Completed
ronn8llzlng credlt-1Ilr lOJW1)

• ADA Bc:wrow•• Man'" CoIIIpIeIed CopIa~tII

Prepared (01192) Prowlncl8l & selecllld
~

· Decree .'gned .etllng ADA Completed
Interest ,.. far 1892 (D2J92)

WorIcshop on I..acaI Gall't CoaaplllfBd
Debt Mgm't held In I181ang (02192)
by UFPIIIOF til ANIew
RCA procedures.

UOF/Hl1D lDcaI Gow'1 Completad
Project Appraisal cOlllSe ( /91)
established.

Being Woddng group report
Implemented with specIIc lmprcM!menl
._( 190) propasaIs

.-'

~

(b) improw grant
ano:abon cntetia

4 02 Improw allocatlon
mechanls ms of grant finance
(1997-89)

Improw allocation
criteria and guide
lines for central 
local grantsystem
(bylK)

- SPABP mechanism established
to allow donor funds til be
channeled directly to IocIII gov'1s
tbru INPRES grants Wfth Inllages
to IIJIpraved JUIDP P......

• Assign working group

- Review recommendation of
on-gol~gCentral - l.ocaI
grantsyslem

- Prepare Instruments
required for Improwments In
central l.ocaIlIscal
relations

- Experfmentlllinpres PerItotaan
established for FY 1992J93
for Rp. 38 bURon. lIS part
oIlnpres Dati It

Completed
( /91)

ComplelJ!d
(06187)

Pending
RevIew
( /92)

Compleled
( /92)

WorlQng group BSSlgned

DnIIt legislation ..... 011

local Gowm_nI faJles &
Changes- and "Cenlral-l.ac8l
FIscal Relationships
~ by UOF undo:w

• review by cabinet.
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POLICY ACTION PLAN HGL

MonllDrlng IncIcabs
Key steps during project

period (04/87-GW2) (N.B.
crUClalllteps Inclcated by·)

Action ProposedMedlum-term goals

ActIons. Keysteps.largets. ~lIKllor"-Jur...
_________• 1.:..:992.=:....:..;PnMo=uslyamended~ 1990

DescrIption
u(target)Poli:y AreaJOblectives

l-
No.

4.03 1mprow Information base Improve.,...... 01 TIt. I & - Sll<DD nlllll1ClaI & Compleled
for policy dewIopmentand II reporting to IotOF & IlHA detnOQnlPhlc .,..... pilot ( IDO)
operallonal declslons on (J-JOD) for APeD 1Dc81 tested In semarang under
local govemment finance ann'" budgetlactudl. UrbanV.

... . - SIKDD plat.,...... upgraded BeIng
by SICD llnanclal reporlng & Implemented
monllDrfng .ys1.lm at PUOD (92-83)
and local gav'ts with .upport
from UFP.

Improve Information base for - Land information llanagement Natsteps for
mobllzatlon oIlceal resoun:es. SYlItem (UIIS)••upportIng Maptalon 01 UIIS

land regllllIdon & . .1Ie....tobe
property 1IIX colec1lon deIerIIIIned..
plot tested In Sem..-ng.

fmprove Information b8s. • RegIonal finance InforwoatIon BeIng
I8quln!d by central Gov't & analfllis .,.tem tpAKDMSE) Implellltlnted
to prepare policies & Instlllied and tested at IIOFI (92- )
~~andmonltorlocal PAKD. Inlegraled with SII<D
gov't performanc•• by IIOF/IIFP.

- Urban PoRey Acllon Plan BeIng :.tonIlorIng Indicator
lIonItorlng Indicators Implemented SYlIte. fuly
System designed & InslDlled (92-93) Inslllutlonallzed.
byllFP

- IIFP lIunlclpal RlIIlI1Ce Compleled AclIon on IIFP Se• ..-
seminar lIIIIesseel .treng1hs (12J9O) l8Commendallons
& weaknesses 01 various
illS, Incluclng Natlolllll
Urban Dewelopment Strategy
(NUDS) database & Urban
Information SYlItelll (UIS).

(cl Utilize central-local deve- 4.04 Develcp a system for the Assign a working group Assign worldng group and 09/90 WorIdng group 8S!llgned
lopment grant lunds w.lh IdentiflC8l1on 01 target to denne policies In relation provide TOR and TOR agreed
apprcpriale allenbon Ileing groups for poverty 10 poverty alleviallcn
paid 10 the requirerner.ts of alleviallon programs and (by TKPp). Determine Working group to prepare 0S/90 TORprepaed
low-income households. lorchannellng llnanclal criteria for the ldentiflcallcn TOR forappolntrnenlof

and technical assistance 10 of low Income target groups. consultants
the target groups and for the number ofsuch households
monilDring and evaJuallng and their d1slrlbullcn by Appoint consultants 09/90 Consultants appcIn1ed
the effecllveness of such province and local authority
programs. (by DGa< and DG BANGDA) Hold workshop on pcM!rty 09/90 Workshop held

alleviallcn

Agree criteria for the 10/90 ClIlerIa agreed
ldenllicallon of large( groups

/,

~
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POLICY ACTION PLAN HGL

E ....,....0""".... •...'m-te__nn_go_a_Is Ac_llo_n_p_ro_p<lS__e_d _

Determine the grant requirements
of the aIlevlallon packages and
the spallal distribution of such
requkements (by DGCK and MOF).
IdenUfy the appropriate channels
for the dellwry of poverty allevIa
tion plEkages (on-site sanitation.
communltywalersupply. house
Improwment, etc.) within the IUIDP
framework (by DGCK and DG
BANGDA)

~
,.L-

5. Impro'te local government capabi
lities:

Cal evaluale Local Government
needs. with parli:u1ar empha
sis on urban manaljel'S and
coordinate long-term traJr:
Ing programs

::. ·,.t..t!~:""~d:-.ar .~.~:) •
local revenue a~fT.m~:latton.

planning and prog'ammmg.
and operations and
",alntenance

5.01 Strengthen Local Govt.
InsUlulIons responsible
for urban Infrastructure

!J 02 SlIengtnen ma'lJgemo!l1t
and staling capab~1lIes

In MPW DGa an::! Provincial
Dines PU. to provide
guidance to local
governments C1967-1989)

Carry oula comprehensive study
of urban InsUlullonal and manpo_r
development needs of local
governments (by MHA and CIvU
Service Administration Agency 
8AKN)

ReVIew coonJmalJon
allBngemenlS between
MPW DGa In IUIOP process
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POLICY ACTION PLAN - HGL
Acllons, Keysteps, targels, updalltd AprI-Jurllt.
1992. Prevlo!l!ly amended ...y 3, 1990

Key steps during project Desc:rlptlon
No. Policy Area,Ubleclives Medium-term goals Action Propcsed period 104187-04/92) (N.B. ••(target) Monllnlng IncIcalorll

crucial steps Indicated by·)

identify starr sklls and training - carry out Internal review of Being Assessment finalized
8xpellences req'*ed to DGCK wIUlusls1ance of Implemented
provide adequate management, management consultants ..( /90)
technical and financial advice
to local Govts. (by MPW, MHA - "A Trclnlng & Techna. Completed
andMENPAN) Asslstanc. Oelfvery System (02J92)

for Urban Mal\llGllment AO
Preliminary Nolle In strategy b,
UFP/IUIDP-INS.

(c) provide guidance to all govt. 5.03 Remedy conflicts and Develop. cOIBoldatDd. - Cursory Inventory 0' exlsllng Compleled
units In coordinalion 01 urban IncolBlsfiencles among coordlnated and controlled tewstregutatiolB/gufdeUnes br (01192)
CSevelopment existing 1_ and .,stem 01 Udlan Management TICPP and Draft StmtegIc Plan

BgulatioIB on urban guidelines fur us.b, TIt. II for Urban Management In.
management governments. Indonesia.

Inlllal Phae 01 UUG 0eveI0p- In progress
mant (delaled Inventory. (1992J93)
analysis. action/pian & TOR
TOR dfteIopment) being
contracted under UFP

Ful UUG Implementation To Be
under UFP Amendment Implemented

New guldeUnes provided - Draft Spatial Planning Under Submltled ltouse 01
b, new legislation. Law provides plan prepara- RevIew Represefttahes (08191).

tIon guidelines and prolected &peeled to be ellllCled
B1'ea controls mld-1992.

- Housing and Settlements Enacted
Law regula_ publiD (02J92)
housing and setllements

8. Streng'hen coordlnalion and con- 8.01 Develop effec1lve policy Establishment 01 an • MInisterial Decree (SI<) Completed Decree Issued
sullation In the Ulban development coordination In !he urban Interagency Coordination esla~BNngstruetweand (04.e7) Extension date on
sector sector as _U 85 the Team for Urban Development resoWCel of TK Issued AprI1,1989

development or mechanisms (TI<PP and an execu1lve
(al eslablish an Interagency to support polley review seeretarlBle) • • 1KPP purposes and melllbM- Completed

coOtdinallon ,eam and an and decision makIng ship redefined _ a pole, ( J9O)
executive secrelariale (1987 onwards) making body. IIiGestabiished

to manage tDchnlcallmplamon-
taUon of IUIOP projects.

(b) develop coordinallOn ft·range- 8.02 Evaluate existing urban Infra- Assign working group to guide - Assign slandlng working groups Completed AssIgnment; made
menls and ability to s"pport structure programs and prepare . medlum-term planning and In'eralla for planning and ( /87)
future wban developmenl recommendations for medlum- programming and assIgn support programming, program Implemern-
poley review and recommend- term sector plan and program teams to respeeUve agencies as alion, financial resoUlC8s and
alions struclure criteria and targets, needed In policy op1/on training, and Inslltu1lonal develop-

end Insti,utIonal arrangements formulation and recommendetlon ment
(1987-1988) (byTK)

'/
\/ ........... I'poe '3 uI .4



POLICY ACTION PLAN HGL

Ii

•

No. Policy Area,{)ble::bVes Medium - term goals Acllon Proposed
Key P:1eps during projQct

perf-..ld (04/87- 0"192) (N.B.
c~uctaJ steps Indicated by·)

Ac1Ians. KeystePS,largels, updated Apct-June,

1~~uslYamendedM8y3,'~

··(target) MonllDrlng~~

.,.--f>

r,TNllllL1I;1tJ ..,....,

- Draftwork proglllm and TORs Completed Agreed WOlk prog....m
lor respective ageney ae:tlvltles ( 187)
E••a technJcaJ assistance

Appoint consultants 10 res- Completed Contract signed
pectlve agenelllS as needed (12,97)

• Conduct policy and technJcaJ Belng WorIdng papetS and
opllon analyses and lormu- Implemented recommendations to be

. lated alternative screnarlo u(09;!!q re'llewed by TK
proposals and recommenda-
tions

- Issue guidance memaandttm on BeIng Memorandum IsSued
selecteci s1rategy ImplemenlBd

••( 190)

Issue guidelines and proce- BeIng Gulclallnes ~uod
durllS lor medium-term Implemented
planning ..( 190)

Prepare medium-term (5-year) BeIng Medium-term plen
plan lor sector Implemented recommended by TK

**( 190)
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ANNEXC

THE INVESTMENT PROGRAM

1. Trends in the GOI Urban Investment Program

Table 1 presents data on the core of the GOI urban investment program from 1986/87
through 1991/92 (including investment programmed by central agencies as well as directly
through the PJM process-all data are actuals except for 1991/92 figures which are current
estimates).! The program's total investment increased substantially from Rp. 429 billion in
1986/87 to Rp. 659 billion in 1987/88 and then again to Rp. 794 billion in 1988/89. The
increase in these years is largely explained by the major increase in resources made available
through the Urban Sector Loan from the World Bank. With the depletion of funding from
that source, however, GOI contributions expanded significantly. Clearly, the phasing in of
the HG resources also played an important role in allowing the program to sustain the level
in the range of from Rp. 728 billion in 1989/90.

Still that level was well below the Rp. 900 billion targeted for that year in Repelita V. And
the 1990/91 total was only Rp. 751 billion. On a real per capita basis, the program has
declined significantly over the past two years. Both the World Bank and BAPPENAS
recognize this problem and judge that institutional constraints may be more responsible than
fmancial constraints for this deterioration in performance in the short term: the pipeline of
high quality projects ready for appraisal has declined and there are important bottlenecks in
disbursement and implementation.

For the six years shown, 38 percent of the total was spent on water supply and another 27
percent on access roads. Smaller shares went to flood protection, environmental sanitation
and drainage, and the Kampung Improvement p.rogram. This allocation of resources
generally confonns to the priorities stated in Repelita V.

IThe data on these tables include O&M expenditures as well as capital investments for the ba.llic needs
subsectors covered under IUIDP. Similar data (isolating expenditures directly in urban areas) are not available
for other subsectors such as energy, telecommunications, alld port and market dev.:lopmcnt.

C - 1



'.
Teble 1
THE URBAN I NVESTMElff PROOP.AM, 1986/87-1991/92
(Current Rp. in billions)

--------------------------------------~~------------------------------------------~
Total 1986/87 1987/88 1968/89 . 1989/90 1990/9! 1991/92',

---------------------------------------+~-----------------------------------------~

USE OF FUNDS

Water Supply 1,562.2 18e.6 250.6 260.7 198.9 332.1 351.3
Flood Pevention 451.3 28.6 103.7 119.5 105.3 41.5 en ..,

;"J.:,.. I

E:w.San.& Dl"i! i 1"I.:!ge 468.5 42.1 72.0 108.4 66.9 96.0 83.1
1~~II'IPUli9 I mpl"l:"vement 263.8 23.4 38.ei 59.4 52.0 58.4 c:. .:.

.;.J':' • '-'

Roeds 1,116.0 115.6 146.7 204.3 255.8 180.4- 207.~

?lannin~t 248.0 30.2 47.3 41.2 I,.~ 0 36.3 !a.4.2- .,\,).0

T.:·tal 4,149.7 428.5 659.1 793.5 727.7 750.7 ·79(:.3

SOURCE OF FUNDS

National
Cipta Kal"'ya ,1,345.4 133.8 215.5 235.8 202.0 23~.7 318.6
Other 917.2 53~1 183.7 215.0 206.0 136.7 122.7
SIJbtot.:1 2,262.6 186.9 399.2 450.7 408.0 376.4 441.3

L,:oeal
Dom6:st. Loans 221.7 12.1 27.2 64.8 ',) ~ 55.4 ::'? -:>

OJ • .,) .,J.,1.\;/

IN?RES 447.0 60.S 70.5 72.(1 106.8 71.9 65.~

aDO 34.2 4.3 4.2 19.7 2.0 1.2 f] ?_.J

APBD ! & II 585.6 65.7 "tco ., 13.'3.8 131.1 05.0 ~I'" ~
IJ.J v::.v

FDAM 598.6 96.5. ',)1'\ .~ 47.6 "tf ? 160.8 137.7IJ~.IJ '1 • .,)

Subtotal 1,8037.2 241.6 259.9 34-2.8 319.,6 374.3 349.0

Total 4,149.7 428.5 659.1 79:3.5 727.7 751).7 790.3

---------~-------------------------------------------------------------------------

\~



2. BG-OOI Investment Program Expenditures

Table 2 shows that under the fust three tranches of HG-OOI (through 1991/92), the GOl had
invested a total of $72.9 million in HG-eligible expenditures. Of this total, $56.2 million
went for projects in the regular program being administered by DG Cipta Karya: 45 percent
of this amount went for water supply projects, and another 27 percent for Kampung
Improvement Program (lOP) projects, while shares of 8 percent or less each were allocated
for projects in human waste and sanitation, drainage and flood control, solid waste disposal,
access road improvement, and urban planning. The remaining $16.7 million was channeled
to the sector via loans through the Regional Development Account (RDA), representing 23
pe~nt of the total (data on the sectoral allocation of RDA outlays are not available).

This sectoral allocation of HG-OOI iIivestments differs from that for the overall GOI program
shown in Table 1, with much larger shares going to water supply and KIP and much less for
roads. These differences do not represent a problem. In fact, it is quite appropriate for HG
investments to give much heavier emphasis to the KIP program in which virtually all
beneficiaries are poor.

3. MFEI Indicative Targets

Indicative expectations for the MFEI investment program are also shown in Table 2. These
reflect an increasing share flowing through the RDA (20 percent). As to the sectoral
composition, the targets retain a high share devoted to Kampung Improvement (30 percent)
and comparatively low shares for roads (3 percent) and drainage (8 percent), but they change
emphasis among the other sectors. Analysis of environmental issues (Annex D.2) suggests
that in programming for low income groups, there may have been too much emphasis on
public provision household connections for water supply in the past and, in the face of
mounting pollution problems in Indonesia's cities, not enough on human and solid waste
disposal and treatment. Therefore, compared to the HG-OOI distribution, the targets
indicate a reduced share for water (30 percent) and expanded shares for human and solid
waste programs (15 percent and 10 percent respectively).

This sectoral allocation is meant to be indicative for the full MFEI investment program. In
other words, it is expected that the ultimate GOl allocation of rupiah expenditures under the
program, equivalent to the full $125 million of HG loan funds, be distributed roughly in
confonnance to the percentage targets shown in the last column of Table 2.

A:\MFEI.C, ML, November 4, 199'l.

C - 3
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Table 2

THE HG INVESTMENT PROGRAM

HG.()()1 Tranches 1·3

Percent

Indic. Targets, MFEI

Percent
US$
Mil. Of Total Excl.RDA

US$
Mil. Of Total Excl.RDA

REGULAR PROGRAM
Water Supply 25.5 35.0 45.4 30.0 24.0 30.0
Human Waste 4.0 5.5 7.2 15.0 12.0 15.0
Drainage 4.4 6.0 7.8 8.0 6.4 8.0
Solid Waste 3.0 4.1 5.3 10.0 8.0 10.0
KampUDg Improv. 15.3 21.0 27.2 30.0 24.0 30.0
Access Roads 1.6 2.2 2.9 3.0 2.4 3.0
Planning and ErS 2.3 3.2 4.2 4.0 3.2 4.0

Subtotal 56.2 77.1 100.0 100.0 80.0 100.0

RDA 16.7 22.9 25.0 20.0

Total 72.9 100.0 125.0

Source: Calculated based on TKPP data.
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ANNEXD.l

THE ROLE OF MUNICIPAL CREDIT:
A STRATEGY FOR STRENGTHENING THE RDA

1. INTRODUCTION

One of the principal policy objectives of the Municipal Finance Project under HG-OOI has
been strengthening the role of credit in municipal finance, while establishing the Regional
Development Account (RDA) as a market-oriented, routinely accessibie source of credit for
local authority investment.

This annex considers how much progress has been made toward the establishment of a
municipal credit system, and how much priority should be assigned to this objective in the
MFEI policy program. It then recommends a specific strategy for strengthening the ROA.
The strategy involves sequential steps, with later actions occurring only after earlier
objectives have been achieved.

Although this annex deals expressly with the municipal credit system and RDA, in both HG
001 and the proposed MFEI, credit is but one element in an overall strategy to help establish

. a self-sustaining system of local and intergovernmental fmance capable of meeting the
country's urban investment and urban service needs. The municipal fmance strategy is built
around four pillars of refonn articulated by the GOI in its urban sector policy:

• Strengthening local governments' own-soilrce revenues.

• Rationalizing the intergovernmental grant system, so that local authorities have access
to more predictable and transparent central-government transfers.

• 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 infrJstTUcture facilities and
provider of local services.

MFEI, as proposed, will continue to support aU of these policy themes. However, the credit
system will receive special attention, largely because of the critical design issues that must be
faced.
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2. THE DEVELOPl\mNT OF A MUNICIPAL CREDIT SYSTEM

2.1 The Case for Greater Use of Municipal Credit

A municipal credit system is not an end in itself. It deserves donor support only if it furthers
. the basic development strategy of the govenunent. Therefore, it is appropriate to ask at the

outset why the establishment of a market-oriented credit system is important in Indonesia.

From the perspective of the central government budget, credit fmancing is essential if the
government is to meet or approximate its investment targets for the urban sector. Fonnerly,
almost all local capital investment was financed through central government grants or cel1tral
government direct investment. How~ver, central resources are not sufficient to pay for all
investment needs. This is especially we now that revenues from the petroleum sector have
subsided, and the government has committed itself to public sector spending restraint. If the
government's ambitious investment goals are to be achieved, some of the resources used to
fmance investment projects must be recovered to fmance further rounds of investment.
Hence, the need to rely to a greater degree on loan fmancing.

From a local perspective, the possibility of accessing capital markets through borrowing
lessens dependence on central government transfers, offers the opportunity to increase local
investment levels and catch up on local capital needs, and can stabilize longer-term
investment planning, by reducing the uncertainty attached to capital fmancing sources.

In the Indonesian context, there are additional reasons for strengthening the municipal credit
system, which also suggest the form that such a system should take. As stipulated in
Government Regulation No. 14 of 1987, which assigned responsibility to Level n local
authorities for the development of urban infrastructure and services, the Government has
chosen a policy of decentralization in the urban infrastructure sector. A municipal credit
system supports decentralization by making resources available to local authorities to finance
investment packages of their own initiative, as long as the local authorities are willing and
able to bear the costs of borrowing. This suggests two requisites for an efficient municipal
credit system: it should be responsive tD local government credit demands (i.e., its lending
should be demand driven), and it should lend funds at close to market rates of interest so that
local authorities' choice whether or not to invest in infrastructure facilities is made after
taking into account the we opportunity cost of Capital.

As self-evident as these conclusions may seem to be, most municipal credit institutions in the
developing world do not operate in this manner. Instead, the central government often uses
credit as a way to force local authorities to share the cost of investments of the central
government's choosing. Most municipal credit institutions channel capital to local
governments at far below market rates of interest. That is, political factors, rather than
market demand, are used to allocate capital. The effective rate of interest is lowered still
further by weak and erratic collection practices. The establishment of a credit financing
institution that systematically and consistently supports decentralization, by allowing
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municipal demand (t.e., municipal willingness to pay the we cost of capital) to detennine
loan allocations, is highly unusual.

Indoll08ia bas ma strikiDg progress in de-reguJatiDg the financial sector and opening it to
private market competition. 1bis sug.est8 a further orientation for a system of municipal
c~t: it should aim to be integrated within the same fmancial-sector principles. BveniuaUy,
municipal lending institutions, whether operated within the public or private sectors, should
seek to raise capital on competitive market terms and lend to municipalities at market rates of
interest, adjusted for credit risk. This is by no means the only model for a municipal credit
system. In fact, in most of the developing world, and in many European countries,
municipal credit historically bas been supplied by institutions capitalized by government at
zero or very low~ of interest, or. from capital gathered at below-market interest rates
from captive sources of savings. Por example, in Prance the Credit Local de Prance in the
past raised its capital at very low interest rates from small-saver deposits through the postal
savings system. Below-market capital financing of this kind was possible as long as small
savers had no options for their deposits. However, when the Prench financial system was
deregulated, starting in the 1970s, small savers switched their deposits to alternative
institutions paying market rates of interest. As the captive source of capital dried up, the
Credit Local de France was forced to raise new capital by issuing bonds at market rates of
interest, and has since adopted a policy of on-lending to local governments at market rates in
competition with private lenders. Given the fmancial sector de-regulation that already has
occurred in Indonesia, it would be counter-productive at this date to construct a municipal
credit system that relied perpetually on privileged access to below-market sources of capital
for its lending.

2.2 Constraints on Municipal Lending

Although there is a strong case for greater use of credit as part of the municipal fmancing
system, and for moving toward market rates of interest on municipal loans, there are also
practical constraints on both the volume of loans and interest rates.

2.2.1 Municipal Ability tQ.ReJzay Loans from Local Revenue Sources

It is fundamental to credit fmancing that loans must be repaid. Unlike grants or other
transfers from central government, loans by themselves do not add to the wealth of a local
authority. Rather, they provide financial resources at a particular point in time, in return for
a stream of future repayment obligations. This concentration of resources makes it possible
to finance higher levels of investment, and can be of critical importance to local governments
that are seeking to upgrade their infrastructure base, but in economic tenns the tnIe payment
for the investment occurs over time as the loan is repaid.

The capacity of local authorities to finance investment through credit thus ultimately is
constrained by their capacity to generate locat revenue. Loan financing is most suitable for
projects that themselves generate the revenue needed for loan repayment -- either directly
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.
through service charges or other sources of project income, or indirectly through the growth
they generate in the community's taxable base and consequent tax revenues. Infrastructure
loans can, of course, be repaid from geraerallocal revenues (including unrestricted transfers
fJ:om the central governmebt), but in this case they are displacing other elements of the local

. government budget. It is customary in muDicipallending to require local authorities to
prepare financial rate of retum studies, which demonstrate that the projects to be loan
financed will generate diIect or indirect revenues sufficient to cover loan repayment
obligations.

How much revenue a project wlll generate, in tum, depends upon two factors: market
demand for the project'. services, and the structure of the local governmen~ revenue syMem.
Household marketd~d for water.connections, for example, may fully justify an
investment in water system expansion, but unless the local tariff system captures this
willingness to pay, local authorities may not generate enough revenue to be able to pay back
a project loan. Or, public investment in local roads and markets may generate enough
private investment to fully justify a project OD economic grounds, but unless the local tax
system is able to capture some of the economic growth in tax revenues local authorities may
not be able to finance loan costs.

In Indonesia, a weak local revenue system currently limits municipalities' revenue options,
and constrains their capacity to borrow. Recognition of these limitations has prudently
constrained local loan demand. In the future, monn of the local revenue structure will have
to go hand in band with expansion of the municipal credit system, so that greater revenue
raising ability underlies the greater use of credit.

Some important manns in this dilection already have been implemented. For example,
local water authorities (PDAMs) are now encouraged, and even required, to charge full cost
recovery tariffs, which allow them to raise the revenue to repay capita1loans. Loans to
water authorities have, in fact, accounted for the greater majority of local government
lending (see below), consistent with local authority ability to pay. Solid waste collection
tariffs have been increased in some municipalities, and can be raised in others to fmance
capital investment and borrowing. Considerable room for improvement exists in collection
practices, as well, to increase effective revenue yields.

Local general tax rates in Indonesia, however, are extremely low, making it almost
impossible to teCOver the cost of loans used to finance general improvements or economic
development projects. For example, the most important local general revenue source, the
property tax, is imposed at an effective rate of 0.1 percent -- a nominal rate of taxation of
0.5 percent imposed on a valuation base that is supposed to equal 20 percent of the market
value of property. Under this system, for an economic development project to be financially
viable to local government, it would have to generate net private investment 200 times
greater than the cost of public investment, in order to pay back a loan at 20 percent interest,
the low end of current commercial rates! Such a payoff to public investment is
extraordinarily rare.
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If municipal credit is going to be used on a significant scale to finance general local
investment, it will be critical to increase local taxing authority so that the loans can be

. xepaid. (A doubling of the property tax rate, for example, to a still very modest 0.2 percent
effective rate would allow local authorities to finance further expenditure priorities, which
might very well include the fmancing burdens of additional infrastnacture investment.)

.2.2.2 AbilitY to Pay Market Rates of InleRst

Local governments often insist that·they are unable to afford to borrow at market rates of
interest, and that therefcne municipal loans should be made at highly subsidized interest rates.

.
Under the current municipal revenue system, and given the poverty of many regions of the
country, this inability to pay is rooted i:D fact. However, the appropriate solution is not to
highly subsidize interest rates, which would create fundamental difficulties for ever
integrating municipal lending within the commercial credit market, but to pursue the course
which Indonesia already has adopted: mixing loans and grants, or loans for local investment
with central investment installed locally at no cost to local authorities, in a single investment
package.

The central government grant share can be adjusted to take account of important differences
in local conditions. The grant share appropriately will be higher for poor regions of the
country, for investment packages that target service benefits on the poor who have the least
ability to pay, and for investments in environmental infrastnacture that have significant
externalities (i.e. benefits for othem besides the service users who are asked to pay tariff
charges). Using up-front grants to pay for the centrally subsidized portion of investment has
two important advantages: it makes explicit the magnitude of subsidy rather than obscuring .
it through below-market interest charges, and it allows the municipal loan system to operate
on them~ principles that encourage investment efficiency.

3. THE REGIONAL DEVELOPMENT ACCOUNT

3.1 Evolution of tbe RnA

Under HG-OOl, USAID supported fonnal institutionalization of a consolidated loan fund, the
Regional Development Account, as the principal vehicle for demand-driven credit.

Previously, the GOI had extended credit to local authoriti~s through a number of special
arrangements. Domestic credit was provided, on a relatively modest scale, through several
subsidized channels - most importantly, a special program for providing highly subsidized
loans for local market development. In addition, the GOI on-lent donor funds for investment
in water supply, wastewater treatment ·and collection, and other functions through subsidiary
loan agreements (SLAs). The SLAs continue to be used for credit financing of local
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authority investment under new World BalIk and Asian Development Bank: programs.
However, a number of existing SLA loans were transferred to the RDA for administration.
Formalization of the RDA made it the principal vehicle for municipal lending outside of
these international loan programs. (The Regional Development Banks also make some small
scale loans to local authorities.)

Procedures for operating the Regional Development Account were established by decree of
the Minister of Pinance on Sept. 30, 1991. On January 31, 1992 an operations manual was
promulgated~ Subsequently, the interest rate for loans made during 1992 was fixed at I1.S
ptm:ent. Although this rate is well below the commercial rate for short to intermediate-term
loans, currently in the range of 23-25 percent, it establishes a positive real interest rate which
Ieflects the average inflation lite ov~r the past~ years (9.5 percent) plus estimated
administrative costs (2 pelCeDt). Formalization of the RDA fully satisfies the sub-objective
of HG-Q()1 of creating a consoHdated municipal loan fund, as specified in the Policy Action
Plan.

3.2 FunctioDiq 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 Govenunent of Indonesia, foreign loans or grants, and payment of interest and principal
on past borrowi"gS.

Loans can be made to either general-pulp08e Level I and Level II govenunents (PBMDAs)
or the corresponding mgional entelprises (BUMDs). However, loans must be used to
finance income-producing activities, and cannot exceed 75 percent of project cost. The RDA
account, though not forma1j_ by ministerial decree until 1991, actually has existed since
before 1990. In addition, it has been assigned responsibility for administering a Dumber of
earlier, outstanding loans which were made underintemational donors' sub-lending
agreements. As of March 31, 1992s loans for water sector development accounted for 82.6
percent of its portfolio. Bus tenninals, solid waste projects, and estates were the ne~t 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
gmce 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 only 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 the project, technical specification of the work to be undertaken, clarification of
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administrative responsibility for the project, and a fmancial analysis which includes a
projected Internal Rate of Return and a monthly fmancial 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 new
loans have been mado, and no new loan applications that follow the Operations Manual
application procedures have been received.

Loan 4P.1Jraisal. '!be Operations Manual states that loan applications will be appraised by (a)
the Director General of Monetary Affairs of the MiD.Wry of Finance, (b) the Director
General of the ;Budget, ud (c)B~AS. How this appraisal process will wC'rk in
practice has yet to be determined. Officials at RDA report that they believe the principal
project appraisal responsibility wiJl rest with the Directorr.te of Investment Funds (DDI),
whose staff has received training in project appraisal from the Harvard Institute for
International Development (HIID). However, BAPPBNAS has expressed a desire to review
projects for their conformance with national or regional investment priorities. The amount
and type of review that projects receive, as well as the ease of loan application, will go far to
determine whether the RDA (".aD function as a quick-disbursing loan facility and the extent to
which it supports principles c,f decentralization.

Interest B4le. '!be Operations Manual states that a unifODD 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
the administrative costs needed to support the RDA loan facility. The rate of 11.S percent
announced for loans made in 1992 represents a positive real rate of interest plus a 2 percent
margin for &dministrative costs. A number of local governments, supported by some
officials at BAPPBNAS, however have protested application of a unifonn interest rate of this
magnitude. They argue that the interest rate on loans should be adjusted to reflect local
governments' ability to pay. The interest-rate issue has not been fully resolved.

LOan Repayment A great deal of ambiguity concerning loan repayment rons 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 fmancial 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 case-s where the Borrower is unable to pay interest during
the grace period, the interest occurring during the grace period will be accumulated with
compound interest and will be capitalized." There are 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
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provided. On balance, the Opmtions Manual conveys the impression that not an borrowers
are expected to make an loan payments.

This ambiguity qrrles 'over to the actual xepayment reconI on outstanding loaDS•. According
to'the RDA's reccmIs, the amarage :rate on the ldaIis it administers is 29.0 percent on
prhicipal (meuured as the mtio of principal payments past due to total principal doe to have
been paid, exc1udiDg local authority payments of monies not owed) and 24.3 percent on
interest (additional interest has not been charge4 ~ late payments). The 1'eCOIds on loan
payments are not in good shape. Often, RDA reconIs on principal amounts outstanding
differ from local govemment xecords. RDA does, not systematiCllly notify DllJDic.ipaHtiea 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. . , '

"
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lundin,. Although the Operations Manual stateS that interest and principal payments on :Past
loans can be used to replenish the RDA~t, up to now such payments have go~ into a
general state account. (l'he evaluation team was given CODflieting information as to whether
any loan repayments are now being retained in EA.) BAPPENAS' position bas been that

, sin~ most of the funds initially were provided by extemal donors, subject to intemational ' . 0

, agreements, int~, and principal payments should be repaid to' the state 'for n~w allOcation '
decisions: No plan has been agxeecl upon for longer-tenn capitalization of ~e RnA, nor has ' ,
there been a stable policy of goveimnent capitalization. As Fi~ 1 mustrates, RDA funds' .0 •
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GclWtJl. 1bis summary should make clear that a number of uncertainties remain as to how
the RnA will operate. These uncertainties can be resolved only by observing the RnA in
practice. Unfortunately, since the RDA in its present form bas made no loans, and bas
received no loan applications, prospective borrowers can only speculate on its modus
~mm. .

Despite the uncertainties" does the RnA represent the best base in Indonesia on which to
build a municipal credit system? The Presidential Decree defining RDA procedures provides
a good institutioDal base for municipal lending. The interest rate of II.S %is a positive real
rate, which is much higher than the rate at which loans were made in the PaSt. The
Operations Manual spells out a reasonable OPeIating system for the RDA, though the
applications procedure is more compJicated than necessary (including such requirements as
month-by-month spending projections and economic as well as financial rate of retuJ;'D
projections).

Most fundamentally, there appear to be no viable alternatives on which to build a domestic
municipal credit system over the short to intermediate term. Local governments have not
established themselves as good credit risks, and therefore cannot eXPeCt to systematically
borrow OD the private market. A history of municipal borrowing and repayment will be a
prerequisite of private entry into municipall~nding. At present, municipal creditworthiness
of this kind is a good way off.

Moreover, in the short to intermediate term there are a number of other impediments to a.
municipal bond market. First, current laws do not Permit the issuance of municipal bonds.
In additio~, the central govemment has a lpngstanding policy of not issuing bonds or
otherwise borrowing from domestic financial sources, for fear in incurring imprudent
obligations. Until1hi.s policy is changed, it is difficult to imagine the central government
allowing municipalities to issue bonds. Finally, there are no organizations in Indonesia
equipped to assess municipal mml risk for private sector lenders, and no relevant
experience, besides the poor payment record on central government loans, on which to base
credit assessments.

None of these observations is meant to discourage exploration of the possibility of issuing
bonds, especially in the largest cities. In practical tenns, however, the most promising path
to eventual establishment of a private-sector municipal credit market is to establish municipal
creditworthiness through an efficiently operating RDA, which gradually moves toward
market terms of lending. In other countries (like Colombia and Zimbabwe), it has proved
possible to "graduate" larger cities with good repayment records under a publicly-operated
municipal credit system to the I""; vate market.

A second alternative to the RDA that bas been discussed in Indonesia is use of the Provincial
Development Banks as municipal lenders. These are public-sector banks, partially owned by
the municipalities, which makes them more predisposed to municipal lending. The
Provincial Development Banks, however,. are politically oriented institutions. Although it
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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 would
in all likelihood be more severe in the case of loans to municipal governments. 'rhe Ministry
of Hom~Affairs which supervises the Provincial Development Banks has indicated that it
would favor a more highly subsidized interest rate than is now available through the RDA.

There is no reason to oppose development of the Provincial De\ ~Iopment Banks.as municipal
lenders, if they adhere to the lending principles outlined below. Indeed, a market-oriented
lending system could spread faster ifpunued simultaneously by the RDA, the Provincial
Development Banks and private lenden. At this point, however. a good deal of institutional
development has gone into the RDA, which it would be unwis~ 10 abandon. It would be a
substantial revenal to the principle of market-based municipal h:nding if the Provincial
Development Banks were to enter the field with highly subsidi7~d interest rates that undercut
the RDA. Moreover, subsidized lending would jeopardize the financial status of the
Provincial Development Banks, which (unless they rc:ceived dir,·.:t central government
funding for the purpose) would have to tap their prc~arious finandal reserves to pay for the
interest-rate subsidy.

In summary, priority should be given to strengthening the RDA. hut within the context of a
multi-year plan for the institution which will allow it to help munidpalities establish eventual
access to the private credit market.

4. THE LONGER TERM ROLE FOR CREDIT

4.1 Development Principles for the RnA

Establishment of Lite RDA just begins the job of building a lon~ I~nn role for credit in the
urban sector. Credit presently fmances only a small proportion.·f urban sector investment
estimated at about 15-20 percent in recent years. Th~ greater 1'.ln of this lending has been
done through sub-loan agreements under international donor pr.· : rams, outside of the RnA.

BAPPBNAS' Progress and Issues report points out that a longl:f I~rm approach to credit is
needed, which will assure that local government lending is iOl~~r.It~d with the rest of
Indonesia's market-based fmancial system. Only th~ mobilizat I· 'II nf voluntary domestic
savings for investment in infrastructure can assure, (l\ cr the I, ll1~' nan, that urban investment
needs will be met. As Progress and Issues notes, th~' troe imp, ···.'Ilce of the RDA is as a
transition institution that can help municipalities eventually tap .: '. I private sector savings, via
the private credit market.

If the RDA is to serve as an efficient transition vehi..:k· to prh.1' rcdit markets, it needs to
build on several key principles:
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* There must be adequate and stable capltaUzation ofthe RDA. Over the past two
years RDA has made new loan commitments averaging about Rp.60 billion per year, and has
accounted 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 520 million in additional HG funding targeted to the RDA as the fmal tranche of HG·
001 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 l~ a part of all donor funds for the urban sector.

There are various alternatives for strengthening domestic 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 to make new loans for several years, maldng the RDA a true
revolving fund. From RDA's perspective, this alternative has the advantage of mtldng
capitalization more automatic and less dependent on annual budget decisions. However, this
approach has the disadvantage of giving the RDA "automatic" capitalization from
government funds at zero cost, without having new injections of capital tied to RDA
performance.

* Loan applications should be encouraged. The RDA currently is managed so as to
discourage loan applications in excess of fmancing 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 have 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.

* RDA 's appraisal practices should be clarified as soon as .'Joss/ble. 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.
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III Loan repayment must be t1lken 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 Jate payments. skipping payments, or
appealing to central government for re-negotiation of loan tenn, , lending to them acquires a
political risk that is virtually impossible to overcoml:, Perhaps Ihe most important steps that
the RnA Can take in preparing for private-market knding to municipalities are to appraise
loan applications rigorously so as to ensure that proh.'cts have thl: capacity for repayment,
then demand that local authorities make all debt pa) ments as du.:, One step in this direction
is to make it crystal clear that the RJ;>A under no Ct'nditions will accept loan applications
from enterprises that are not current in all of their past paymen: \'bligations. Such a
statement could be introduced prominently into a n~w version (II the Manual of Operations.
Another step is to introduce automatic covenants inl,l loan agn:~'::l~nts, which require that
borrowing enterprises maintain a minimum margin l't' net-reven::_''i-before-debt-servicing over
repayment obligations (say, 30 percent) and that sen ice prices I'.: raised so as to restore the
margin whenever it falls below the required level. Such covello::':, are a frequent feature of
revenue bonds in developed countries, and have be~n included I:! modified fonn in the World
Bank's East Java-Ball project.

III The RDA should develop a long-termplanjo1' identi.fyill.' .:"d reducing local
government credit risk. As a transition institution. P:Irt of the RI\A's role is to identify
(through its lending experience) the credit risks invl,h~d in rou:, • ipalloans and gradnally
reduce these so that it becomes feasible for the pri\'al~ sector II' ._'nd to local authorities.
Each of the RDA's lending practices should be re-I:\;II11ined in ~' :, light: will it help identify
and reduce municiPal credit risk? For example, thl: practice ('I :'Ioviding a S-year grace
period, during which neither principal nor interest payments arlo' ~.:quired, has been found in
other countries to obscure the costs of debt-servicinl! ,lI1d enC(,t:' :..~ local authorities to
borrow beyond their capacity. An analysis of the RI>A's loan' :'.tyment experience could
examine the record of initial payments after expirathlll of the ~": .. period, as these begin to
come due, to detennine whether similar risks are bl:lli~ creatt:\~ :dugh RDA loans. Perhaps
of greater urgency, the RDA should have a systemali~' progrnlll : advising local authorities
in advance when initial loan payments will come dUI:, and en!'lI:. ~~!! that local authorities
budget for these payments.

Experience in other countries also provides lessons ,Ihllut tech:::'i that have succeeded in
reducing municipal credit risk. For example, liens till ~entral,' :mment transfers have
proved to be extremely effective in reducing munkip,tl default r .' ""', These arrangements
automatically give lenders first claim on central g(n ,'I"IlInent tn' "r payments in the event a
municipality does not make loan repayments on tinh' In Indl" I, the most suitable device
probably would be a lien on central government PUB transfer' ' Ihe event of loan arrears,
the RDA or a private lender would have prior legal, .. tim on; 'lidpality's PBB payments
from the central government. Liens on central gO\':::: ment II, ! ... are used as loan
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security in such diverse countries as Colombia, Morocco, and the state of Rio Grande do
Sui, Brazil, where they have essentially eliminated credit risk for the lender, and 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 fonnerly shut out of the
credit market completely, have attained AA or AAA credit ratings onr;:e 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 automatkally establi ..hing a maximum prudent
level of indebtedness, since lenders would not be pn'lected in C.lses where annual debt
payment obligations exceeded annual property tax entitlements,

... The RDA should conduct its operations in all ('nvironmc':: offull disclosure and
transparency. It is very difficult to obtain infonnath'n on the h:nllS of outstanding RDA
loans, the extent to which loan tenns have been relll.:gotiated, th~ extent of arrears/defaults in
RDA's loan portfolio, or collection procedures. If lh~ RDA b . , smoothe the way for
private sector lending, it is critical that the true extc:nl of Credil nsk be identified. The tenns
of a1110ans should be a matter of public record, as ,hould bOITI'·.\,ers' repayment histories.
Infonnati9n of this kind is necessary to permit asse",ments of I.: ..dit risk, and to monitor
improvements in risk reduction. Uncertainty about ~:re!Ut risk ILl' been found in other
countries to be the principal deterrent to private-seCh'r lending : . municipalities. Publicly
disseminated infonnation on payment histories also \\ lluld be .... :!11 that the RDA takes
repayment seriously; it may in itself discourage paylllc:nt dela) , :'y local governments.

* A consistent interest-rate poUcy needs to be (I/'liculatec/. As noted above, until the
RDA actually makes a number of loans, there will n:main SOIll~' uncertainty as to whether its
announced new policy of lending to all borrowers during 199::! I' 11.5% interest actually will
be implemented. Future interest-rate policy is even kss certair: There is no mention in the
decree establishing the RDA, or in the Operations ~1;lnual, of ~·:.rdua11y moving RDA
interest rates toward market rates. Without such a pl1licy, of ~ I • r,e, unsubsidized entry of
private lenders into municipal credit markets will b~ IIl1possihl,' There will be no demand
for private lending, as long as municipal authorities I.'an bOrTl".\ .:"10 a public credit
institution at lower rates.

Movement toward market tates of interest for munkipalloans ,! .. " not imply an end to
central-government subsidy of urban infrastructure ill \ c:stment ':IJer the Indonesian
municipal finance framework, it is impossible for I11l l rl.: than a ~: 1:Idful of investments nation-
wide to be financed entirely by credit, given the lil11l[;llions llll .11 taxes and charges.
Market-rate loans therefore will need to be blended I.' \plicitly '" . i grants in a single
financing package, applying agreed-upon criteria to d~lenninc II , .Ippropriate share of grant
financing in the mix.

,.. Any protections against municipal credit ri.\'/.. \;uJIlld b,
and public lenders. It is likely to be many years h\.'l. Ire.: a prl·.
to make a municipal Joan. Nonetheless, the same 1.1·:!.Jilions .:
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such as grant-fmancing 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 against credit risk has been
available only to the public credit institution, not to private banks or other commercial
lenders.

III Commercial banks could be Integrated Into the municipal lending system, ftrst by
serving tIS collection points for loan repayments and evemually Initiating municipal loans that
are rtpurchased 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 m~nicipalloan payments, as well. This would expose both
municipal officials and commercial bank officers to current lending practices, and perbaps
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 not 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 tenns acceptable to
the RDA. The RDA would gradually become a secondary purchaser of municiPailoans
made by bank.s, 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 and closer to market rates.

III RDA should operate as a credit Institution that exists to serve local govemments. The
essence of a decentralized credit system is that it is demand driven. The RDA's priority
should be to fmance locally defined investment projects, as long as the RDA can assure itself
that the local borrower is able to repay its loan. There is no need for close examination by
DDI staff of the details of project spending, and no need for elaborate loan applications.
RDA's goal should be to appraise loan applications as swiftly and simply as possible.

III Local govemment revenue-generating capacity needs to be greatly enhanced ifRDA is
to substantially increase the scale ofits lending. As emphasized earlier, the ultimate
constraint on municipal lending in Indonesia is local government's limited ability to raise
revenue to repay the loans. Until the local sector has substantially greater flexibility to raise
local revenue, municipal officials will be prudently reluctant to borrow large sums and are
likely to continue to lobby to renegotiate past loans on the ground that they cannot generate
the income necessary for repayment.
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The only long-tenn solution to this problem is for central authorities to give local
governments greater revenue-generating capacity. This also is critical to the entire program
of decentralization of infrastnleture responsibility. In the meantime, however, two other
steps can be taken. Technical assistance teams can work with local authorities to identify the
revenue-generating opportunities that local governments have under current law. These
opportunities typically include more aggressive cost recovery pricing for public services,
better collection of revenue amounts billed, and updating tax and tariff records to ensure
more compIehensive coverage in billing. .

Second, the RDA can give greater importance in loan appraisal to local capacity to repay
debt.. Whereas the current loan application procedure requires a great deal of tangential
infonnation not central to loan repayptent (and RDA has under consideration an even more
elaborate loan application process), repayment capacity is inadequately analyzed. In
particular, as municipalities begin to borrow from many different sources under SLA
arrangements, typically with extended initial grace periods, it becomes critical to weigh year
by-year repayment obligations over time from all sources of credit against uncommitted
sources of local revenue. Local governments can be given training in debt management and
fwancial controls. But lenders also have a special obligation not to encourage borrowing
beyond municipalities' ability to pay -- whether the borrowing occurs under international
donor SLAs or the RDA.

4.2 The Choice of Sectoral Credit Pollcy

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 Mel becomes a dead-end institution which makes loans at below-market
interest rates, re-negotiates 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 private capital market, giving local authorities access only to
government-provided funds rather than 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 ron can only
benefit from integration with the private capital market. As Progress and Issues 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 ternl. 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.
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5. A STRATEGY FOR INSTITVTlONAL DEVEWPMENT OF THE RDA

RDA is the most promising base on which to buDd a market-oriented, demand-driven
municipal credit system. However, RDA is at a critical crossroads. If it is to become an
effective vehicle for orienting municipal lending in support of decentralization and market
principles, it must improve its operations systems and generate support for its role from local
authorities as well as other agencies of the central government. The most effective way to
do this is by beginning to make loans under its new policies, while launching an assessment
of how it can upgrade its operations.

The paragraphs below recommend a five-step strategy for the RDA's institutional
development. The reasoning behind ,the recommendations has been largely laid out in the
foregoing analysis; hence. the explanations for the separate steps in the strategy are brief.

1. Conduct an external analysis or RDA's operations and local authorities' perceptions
or bow opentloDS can be Improved.

Ironically, in view of the size of USAID's fmancial support of RDA~ it has never received an
external evaluation of its perfonnance. It is critical that one now be conducted. The low
degree of disclosure about RDA operations makes it impossible to fully judge the
organization's capabilities from publicly available infonnation. Moreover, a number of
conflicting perceptions exist, which are impossible to resolve without independent evaluation.
Local authorities' perceptions of the ease or difficulty of dealing with RDA, for example, can
best be detennined by direct interviewing of local government officials. Similarly, a number
of alternative explanations have been advanced for the high arrearage rate on the loans RDA
now manages; an analysis of how delinquency rates differ by loan characteristics is necessary
to discriminate accurately between these explanations.

Future channeling of ADB or World Bank SUbsidiary loan agreements through the RDA,
following RDA loan procedures, will require that these donors appraise the RDA as a
development fmance institution. The external analysis should anticipate the types of issues
likely to be raised in such an appraisal, and assess RDA operations in light of them.

Besides compiling infonnation on the strengths and weaknesses of RDA's current operations,
the assessment should make recommendations on the form of institutional development that
will best meet the needs of a credit system that supports decentrdlization and can serve as a
bridge to eventual access to the private credit market.

2. Prepare a five year plan for RDA's institutional development that has the support of
the Ministry of Finance, BAPPENAS and local governments.

Explicit agreement on a development strategy for RDA is necessary before decisions can be
made about how RDA should operate with respect to specific isslIt:s. Perhaps the most
fundamental question is whether the RDA is intended to be a transition vehicle leading to
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eventual intepation of'municipal credit lupply within the private credit market, or is
intended to be a lJermanent parastatal, supplying govemment-provided capital at below
market interest lIteS. Other important questions concem how responsiveness to local credit
demands can beat be buUt into the RDA structum.

The fives-year plan would tab into account the filndings of the initial analysis of RDA
capacity.

3. Provide technical assistance to RDA In the areas hllblllhted by the IDstltutional
assessment WI priority needs.

It is difficult to anticipate the fandings of thl~ institutional assessmen~. HoweVer, technical
assistance may be appropriate ove, a'mnge ,'f atl=as, including lIDA assessment of local
capa~ty to repay debt, RDA recordkeeping &;~d disclosure, management of RDA's loan
portfolio and collection of loan payments that anll due, and collaboration with local
governments to facilitate loan applications and project preparation.

4. Provide tedmical .~Istance to local borfCl·",ers and potential borrowers on debt
management, project preparation, and use of tthe credit market. .

In a decentralized credit system, the principal tJu:r.dens of project preparation, loan
applications, and fmancial management of debt obligations fall upon local governments.
Targeted technical assistance should be provided in these areas to potential municipal
borrowers.

S: Implement the policy changes within RDA tbat are necessary to fulf"d1 its institutional
development objectives.

Earlier sections of this annex recommended polic:y actions based upon the presumption that
the RDA should serve as a'transition vehicle paving the way for municipal participation in
private credit markets. This list of actions is appropriate so long as the model of RDA as a
transition institution is accept~. Agreement on an alternative model for RDA's development
would require an alternative set of policy actions. To achieve the basic purposes of
supporting decentralization and providing incentives for efficient local investment, however,
basic market principles should be built into RDA's lending policy, whatever specific fonn its
institutional development takes.
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ANNEXD.2

URBAN ENVIRONMENTAL QUALITY MANAGEMENT
AND INTEGRATED INVESTMENT PLANNING

1. INTRODUCTION AND SUMMARY

1.1 Introduction

In March 1992, BAPPBNAS submitted the Issues and Priorities Report to A.I.D., assessing
perfonnance under the HG-OOI Policy Action Plan and indicating new priorities for action in
the next phases of its decentralized urban development program. Perhaps the dominant new
priority identified was urban environmental quality management. This Annex reviews
prospects for recognizing this issue as a major theme in the Policy Action Plan for the MFEI
Project. .

The remainder of this section summarizes main fmdings and recommendations. Section 2
reviews available data on environmental conditions and trends in Indonesia's urban areas.
Section 3 describes the nature and capacity of Indonesian institutions set up to date to deal
with urban environmental issues. Section 4 recommends an approach by which the GOI
might forcefully address urban environmental degradation.

1.2 Summary of Findings and Recommendations

1.2.1 Urban Enyironmental Trends.
Research over the past few years suggests that environmental degradation is 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 enormous recent growth
of motorized vehicles. Yet more serious now is water pollution which is accelerating with
urbanization as more and more untrea~ed wastes are discharged into rivers and streams and
also contaminate ground water resources. Water-borne 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 lanGs subject to flooding and
watersheds) is growing and can be both life-threatening to the residents and permanently
damaging to ecosystems.

A recent A.I.D.-sponsored study of environmental conditions .in Jakarta and Ujung Pandang
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found that: (1) the problems are indeed severe; (2) individuals and fanns 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. Furthennore, it is
generally conceded that the burdens of urban environmental degradation fall most heavily on
the poor.

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

1.2.2 Past Efforts to AddreSS Urban Environmental DemeJation

Indonesia is ahead of many other countri~s in attempting to address its environmental
problems. Major studies have been conducted, and strategies fonnulated, in such areas as
industrial pollution and forest management. In 1986, the Gal established a process requiring
the preparation of environmental impact assessments of government and major 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. .

However, these steps alone are not likely to be forceful enough to address environmental
degradation in Indonesia's rapidly growing cities. Much emphasis of late has been placed on
strengthening AMDAL, and studies indicate the much needs to be done to improve it. But
environmental specialists are increasingly recognizing that, while they are a necessary part of
the process, environmental impact assessments are not enough, often coming too late to
affect the key public decisions that determine environmental quality.

A comprehensive approach to urban environmental quality management is being taken in
Jakarta where the Gal and local officials On conjunction with the World Bank supported
Metropolitan Environmental Improvement Project) are working 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
participation), and informal-sector community-based composting and recycling enterprises.
But similar activities are not underway elsewhere. The GOI has not yet developed a
complete policy, let alone the institutional capacity, to deal with urban environmental quality
management (UEQM) nationwide.
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1.2.3 SUllestecl &mfPICh: Local tJBOM Stmtelies Linked to IWDP

The most basic understanding behind the GOl's Policy Action Plan is that local leaders have
stronger knowledge and incentives to guide urban development effectively than central
officials. The same is true of UEQM. It is also self evident that the solution to most urban
environmental problems will depend on improved infrastructure and services, or programs
closely linked to them. It follows that the decentralized urban development program dermed
in the Policy Action Plan is probably the most effective vehicle for addressing urban
environmental degradation.

.. One of the highest priorities for IUIDP now is to move local officials into a more
commanding role in ongoing PJMlRIAP preparation and implementation. In the rll'St rounds
of IUIDP, many local officials worbd closely with the consultant teams and controlled key
decisions but this was not true in many others. Another problem is that the PJMs generally
have 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 is 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 and, at the same time, give full
recognition to environmental problems and opportunities.

2. URBAN ENVIRONMENTAL CONDITIONS AND TRENDS

2.1 Introduction

Rapid urban population growth stresses .the environment for two reasons. First, because
these "residuals" of human activity in cities are so spatially concentrated, they are potentially
more dangerous to human health than if spread more evenly over the national tenitory.
Second, institutions, technologies, and infrastructure systems available to control these
problems are often weak. Indonesia's environmental institutions and processes are still
embryonic while the acceleration in the rate of urban population growth threatens to
overwhelm government's ability to respond. Nevertheless, environmental degradation is not
an inevitable consequence of urbanization, but a frequent consequence of poor urban tinance
and management.

Indonesia does not yet have a system to regularly and reliably monitor changing
environmental conditions in its cities. Nonetheless, a number of studies have been completed
of late that pennit at least a general understanding of problems and trends. Taken together,
these studies indicate that urban environmental conditions and infrastructure are lagging
behind economic growth and may become Indonesia's 1110st seriolls urban problem.

This section summarizes the readily availa.ble evidence. The first part review measures of
urban environmental degradation. The second examines problems in public infrastructure
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and service programs that directly affect environmental problems in cities.

2.2 Environmental Conditions In Indonesia's Cities

. 2.2.1 Water Smmly and Duality

Surface water represents the great bulk of water resources and is plentiful because of heavy
rainfall. However, only 25 to 35 percent of the total is a steady flow and, hence, dependably
available (KLH, 1991). In 1979, this steady flow provided 4,000 cubic meters per capita per
year on average. By 1987, this amount had dropped to 3,270 cubic meters. Projections are
that this level will drop to 1,987 cubjc meters by the year 2000.

In contrast, demand is expected to rise substantially in many areas. Between 1980 and 2000,
demand for water is projected to increase, for example, by 57.5 percent for irrigation and
70.1 percent for industrial use (BAPBDAL, undated). The total water demand for Java, it is
estimated, will quadruple. Many cities are drawing the maximum from nearby rivers now
and require great capital investments to bring water at high cost from long distances to meet
this demand.

In contrast to ·surface water, groundwater represents a small part of Indonesia's water
resources. The depth of groundwater from the surface varies from less than two meters to
over 30 meters (KLH, 1991). Groundwater levels typically fall in the dry monlths of the
year. However, the overall level of groundwater -- which supplies the drinking water to up
to 62 percent of the urban population, and particularly to the poor -- is sinking in some urban
areas, largely because of heavy extraction from industry and urban expansion. The lack of
wastewater treatment in urban areas and salt-water intrusion appear to be rapidly decreasing
groundwater quality, although no regular measurement program monitors it. Salt water
i~fiItration is occurring in Medan, Cilegon, Jakarta, Semarang, Denpasar, and the northern
coast of West and East Java. The most critical problem is in Jakarta.·

Groundwater represents a scarce and valuable water resource, particularly as it provides
drinking water for most of the urban poor. However, lack of regulation, lack of municipal
water provision capacity, and groundwater's low price (usually free) have joined to deplete it
and cause its contamination.

While a raw-water supply crisis looms, water quality has also decreased, sometimes
dramatically. PROKASm -- which has initiated the first regular water-quality monitoring in
Indonesia -- has measured substantial decreases in water-quality in the rivers running through
urban areas in Java (Citarum, Ciliwung, and Surabaya River). Biological Oxygen Demand
(a widely used measure of water pollution) in Banjir Kanal -- which· provides w~ller for

'At present, 2,500 drilled (deep) wells in Jakarta pump 3.1 cubic meters per second. Shallow wells--mainly
from households--pump an additional 2.36 meters per second.
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1akarta - is fast increasing (Jardine, undated). The amount of heavy metal (except iron) has
also risen in Baojir Kanal at the drinking water intake supplying Jakarta.

Infant mortality is an important indicator of health related to provision of safe water. Infant
mortality declined from 137 por 1,000 live births in 1971 to 90 in 1985 (ICLH, 1991). This
drop coincided with heavy increases in investment and coverage under Repolitas I-m for the
water sub-sector. Piped water coverage quadmpled in this period. However, further progress
seems stalled. Ministry of Public Works (MPW) data indicate that safe water coverage 
including safe piped and groundwater sources - remains at around 38 percent throughout ~e
country as a whole. (BAPPBNAS quotes 65 percent as a comparable figure for urban areas.)
Given spending and population projections, the proportion of the natiGnal population served
by tlafe water is uo.likoly to rise muc~ above 40 percent in the next five years. Analysis of
this problem (World Bank, 1991a) indicates that institutional capacity -- the ability to develop
suitable projects for the water-supply funding pipe~e - may as much of a bottleneck as
funding constraints.

Since 80 percent of infant deaths m·t, ni'l i.'f~~ by water-related disease in Indonesia (KLH,
1991), stalled progress in safe wat.c.fn~'!~te.;::.s t;;' have serious health impacts.

2.2.2 Eqte Water and Sanitatjo~~

.
Worldwide, government investmant plr"~'~\!j.:' <:••iten focus more on wa~r supply than
sanitation or ~'eWage treatment (KirJf1'1eY:f..l:r£ r"".:uson, 1992). Water supply is more
visible, a more immediately felt n«~,L ~',rJJ f.:'?1:I-{'~ politiCal capital. The high cost of
conventional SOl-vage treatment - Wtl,:t;,}9. iLii~;'m~7l" extension a gradual process even in
Western Burope&1 countries - ~o ,-X)~,t.,rlt·.i:te:" to low coverage.2.
Indonesia has an extremely undeveloped samifJltion and sewage treatment sector. Sewer
systems reach much l~.ss thanS percent of thf~ urban population, and only a fraction of this
sewage gets treatmeJ[lt. The great bulk of thel urban population - 68 percent in Jakarta
(MEIP, 1991) - use septic tmks. However, less than 10 percent of the sludge from these
septic tanks gets treatment. In sum, most human waste gets dumped untreated. Jakarta
households dump 1.4·7 tons of human waste into rivers each day (KLH, 1991). Household
waste causes an average of 75-85 percent of BOD in Indonesian rivers (KLH, 1991). It also
contaminates groundwater, the principal source of drinking water of urban households,
particularly the poor.3

2 In 1980, Austria, Norway, Portugal, BeIJium, and Japan treated less than SO percent of their sewage.

'In Mlnila, diarrhea in lbanty towns is twice u common u in the rest of the city. The infant mortality rate
in the old city of Kabul, Afghanistan is 1.5 times !hat for the rest of the city. Studies of Delhi and Calcutta
show hiJber rates of many diseases in slums areas, and 10nJer duration per illness. See Shin, et ai, 1992, pp.
100-105.
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2.2.3 SgUd Wgto DJagJ ."

Solid waste collectlon is poor and shows few signs of keeping pace 'with population growth.
Only 60 to 80 poICeI1t of Jakarta's J8IbaIe.gets collected and transported out of the city.
The abare is substlntiaJly lower for many smaller cities. Tho uncollected prbaso gets
dumped into waterways, causes water pollution and drains to block. Bven when dumped at·
lites, solid waste creates problems, iDc1udiDg odon, moke from fires, leaching of chemicals
into surface and groundwaten, and b1eediJJg of rates, flies, and mosquitos, Incinorators
create air pollution and uh disposal problems.

2.2.4 Air.Ev1IIIdmI.

Motor vehicles account for a subatandat part of a wide variety of air pollutants in most urban
mas." '!be rapid growth ofm~ vehicles in Indonesia - projected at over 10 percent
per year (Midgley, 1991) and, thus, more than doubling in a decade - bodes ill for future air
~ty. •

::' .....

Various studies indicate that JaQrta already has a serious problem with suspended particulAte
matter. 'Ibis air pollutant causes the widest impact on human health by provoking
respiratory illness. As of 1980-84, Jakarta had the eighth highest levels of suspended
particulate matter of 40 cities selected for analysis by the World Health Organization (1987).
Subsequent studies bear out this picture. A more recent study by the Population Crisis

, Committee (1988) gave Jakarta the wont ranking in air quality - along with seven other
cities - of the world's 100 largest cities based on either suspended particulate matter or
sulfur dioxide concentrations for those cides.s: '.

Decentralized andinefticient land use plays a key role in inCJe8Sing vehicular emissions
(Kingsley and Ferguson, 1992). Typically, land development occurs at the urban edge. The
distance of residential loCations from the city center or other sub-centers inCreases, and
expands demand for motorized trwel. Private vehicles replace traditional public modes of
travel, such as walking, bicycle,·water travel, and, even, public transit. TJaffic speeds slow
and commute times lengthen. '

~5-90 pen:eat of CarboD dioxide amilliGal, 55-95 perceat of carbon monoxide emiaiou, 30-70 perceDt of
Ditropll oxide emiaiou, 90 perceat of leid in urba air,' up to 60 perceat of particulate IIIItter, and
coDiiderablo OZOllO (Paiz, 1990). Motor vebiol.. a1Io poUute water and food.

S ODe on • acaIo of 10, with 10 u tho beat and oao u the wont (Population Crili. Committee, 1989).
Other meuuremenll allO indicate that JI1wta hu hip level. of particulate matter. McCullough et ai, 1990,
Dote that the recorded levell for JaJauta i. 250 us/m3 venus 200 for Blnpok, 150 for Kuala Lumpur, and a
World Health Orpaization auideliDe of 60 to 90 us/m3. Since these two sell of data were collected in tho late
1980s, it should be DOted that tho city bu reduced the Dumber of two-stroke vebicles-tUCh u motorized bocaJcs
-that are some of the wont pollUterlad emitten of particulate•
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Indoor air pollution from buming biomass (wood, dried dung, qricultural wastes) is poorly
researched in Indonesia and has received littIo attention. Yet indoor pollution typically harms
the health of poor UIban residents much more than ambient air pollution (World Resources
Institute, 1990). Some data indlcato that indoor pollution may be particularly severe in
Indonesia. Twenty-one percent of househoJds do not have windows (KLH, 1991). In
addition, maoy households purposely keep smoke-producing fires going indoors in order to
deter mosquitoes. Poor indoor air qUality tends to damage tho health of WomOD and children
most. As incomes rise, people UIO leas biomass and more modem fuels such as LPG and
electricity, reducing indoor air pollution. Indonesia's indoor pollu~on should decrease with
economic growth that allows shifting to cleanor fuels and provides better housing.

2.2.5 Industrial POlludo» and ImW; Waste

Indonesian industry is projected to JI'OW rapidly - at over 10 percent per year during the
19908. The great bulk of industrial establishments are small, often with outdated, hJghly
polluting technologies (98 percent of Jakarta's 4,000 industrial establishments are classified
as small). Bven largo industries, however, have lagged in adopting modem processes and,
with them, modem pollution control.

Industries affect the environment both from their use of inputs and their discharges.
Regarding inputs, industry has a particularly damaging role in depleting lI'Oundwater - the
main source of water for the urban poor. In Bandung, the indu~ sector is mainly
responsible for drawing 4,000 liters Per second in II'OUndwater, more than twice as much as '
the entire city water system provides to its ,customen. ,

Fifty percent of the pollution burden ,in some major river basin ueas in Java comes from
industry (BAPBDAL, Undated). Most large industries have failed to meet the initial
standards of waste quality proposed by Indonesia's pollution control agency, BAPBDAL, and
the Ministry of the Environment and Population (KLH). In 1988-89, 61 portent of industries
in West Java failed to meet waste quality standards (KLH, 1991). A similar study of 100
industries in the Citanlm, Cisadane, Ciliwung, and Cllenngsi river basins found that 70 to 80
percent fell short of these standards.

The Clean Riven program of BAPBDAL and KLH have made some progress in reducing .
surface water pollution loads from the largest polluting industries. However, much remains
to be done and small industries - which discharge the bulk of total industrial pollution 
have yet to be addressed.

2.3 ' Performance in Infrast~dureProvision and Land Management

The following paragraphs focus on the perfonnance of government in providing urban
environmental infrastructure. They also examine a key cross-cutting issue that affects these
urban environmental sub-sectors: land-use regulation.
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2.3.1 :Water SUIm1!

'!be GOI has emphasized the extension of piped water to its urban population. Water
represents 38 percent of the Urban Investment ProJI'IID from 1986/87 to 1991/92. Roughly
5 percent of total government resources have gODe into the water sector.

During the 19808, GOI sought to decentralize water provision through the creation of self
sustaining local water companies linked with local government (PDAMa). ·Both GOI and
donors have focussed ccmslderable attention on the financial viability of PDAMa and their
ability to operate u commercial entities by lovemment and donon. Despite the emphasis on
financial vJability, PDAMs still often struetl.lre their tariffs to achieve soclal,Policy o~lectives
of income distribution, loosely basect on the principle of cross-subsidizing from the rich to
the poor. CumDtlyabout 151 PDAMa opemte throughout Indonesia and approximately 140
BPAMs - centII11y controlled water agencies which are to be converted into PDAMa by
1993 (USAID, 1991).

'!be results have been impressive. Piper.1 water supply quadrupled under Repelitas I-m
(USAID, 1991). But, despite these efforts, public piped water supply suffers from many
problems. Most fundamental, piped water coverage is no longer gaining much on urban
population growth.

Under Repelita V, 43 percent of expenditures in the urban services sector wore to be
allocated for water supply in Older to extend service to 13 million people (almost twif:e the 7
million reached in Repelita IV), thereby ineteaSing service coverage from 32 percent of the
urban population to 80 percent. However, just an increase to 47 percent would have
required all the resources proposed in Repelita V (World Bank, 1991a).

. .
. .

Other problems affect the water sector. Leakage from systems is high -- about 40 percent,
on average, in Jarge cities, and elsewhere, up to 60 percent. (Leaking water pipes and
inadequate water supply lead to low water pressure; this, combined with the use of home
suction pumps, leads to the sucking of CODtaminated surface water into the municlpalsupply .
system; treated water provided directly to homes, at great expense, becomes unfit to drink;
and paying customers are unwilling to pay the cost of piping polluted water to their homes.)

PDAMs are often unable to provide a clean source of water to their customen. Many
PDAMs remam financially weak.. Key perfonnance issues affecting water supply are as
follows:

• Lack 01strQt~glc action p/Qns to .cop~ with growing raw-water shonagu. Many
Indonesian cities have already used up the capacity of the nearest local rivers, where
extraction costs 8M lowest. Many cities face a painful dilemma: either make massive
investments to draw water from distant sources resulting in high-cost water and increasingly
negative cash flows; or go without these new investments and limit economic growth.
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• Decl'«lltn, water quoJJty. Bven when piped water is available, untreated cIty 8eWqe,
pollution from septic taDb, and industrial waate increasingly degrade its quality and that of
rivers from which PDAMa draw, increasiD. costs or maldag treatment uneconomic. Bve,o
industries cannot use the water from the main river in SUmbaya for four months of the yeaU'.
Household surveys of Jakarta and Ujuol Pandang (Chifos and Lubis, 1991) show that above
80 pelCeDt of respondents are unsatisfied with the quality of their ,water. Households are
willing to pay mom for better water. Water vendors succeed in charJing households man~'

multiples (5-10 times in Jakarta and Ujung Pandang) the price that PDAM charges.

• Groundwater degrtJdalton and depletion, and lack ojetfforce~ntojregullltlon.
Grouodwater is a valuable msource. Properly managed it can provide a long term supply of
clean, inexpensive water for a v~ety of purposes. As loog as the rate of extraction does not
exceed the rate of infiltration from undergrouod sources and as long as those underground
soUn::e8 are reasonably protected from. contact with contaminated surface water then there is
little problem ,in the use of ground water.

Groundwater in Indonesia's urban areas and in most of the developing countries of Asia has
been treated almost as a free good. Like most such goods whose price does not reflect its
true scarcity value, it is e~ed used (and wasted) far more rapidly than it is replaced and
in far greater quantities than the nation can afford. The price typically reflects only the cost
of extraction, which is far below the value of the damages it imposes on the society. These
damages include the following: (1) the drying out of previously existing shallow wells; (2)
the contamination of new and existing wells by intrusion of salt water and contaminated
surface water; (3) the collapse of underground aquifers and subsequent subsidence of land
under building sites, thus Jauling in tum to flooding, broken pipes and wiring, and collapse
of buildings; and (4) the presence of illegitimate groundwater users decreases the pooi of
potential customers for piped water, thus increasing per capita expenditures and costs for
legitimate users.

• Ftnanclal11lQ1lllgement, tllltonomy ojPDAMs, andpricing. Water pricing is
particularly difficult because of its "social" importance. At present, water tariffs are
supposedly set to recover the full cost of production (0 & M and some measure of capital
costs), provide for·income.distribution through a social tariff, and provide for fiscal .
distribution to local authorities through a tax on "profits." Currently, most PDAMs fail to
achieve these targets, failing.to pay for any depreciation and capital formation.

2.3.2 Sanitation

The sanitation systems of Indonesian cities remain extremely undeveloped. Despite recent
construction of new sewer systems in Jakarta, Bandung, Medan, Surabaya, and Semarang,
operating sewer systems serve less than five percent of residents in urban areas (USAID,
1991). Government also coilstmcts public toilets under the Kampung Improvement Program
and bas responsibility for maintaining ditches and drainage systems.
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Govemmeat apeads relatively Uttle on IlDitation. In comparison to the sub.taot1al
expendltures in the water sector (38 percent of the'total), environmental sanitation
npresented only 11 percent of tota1 urban investment in the Cipta Karya lub-sectors from
1986/87 to 1991/92 (Annex 3). ;.
Most households provide their own sanitation facilities. Approximately 3S-40 percent of
urban residents have access to IlDitatlon facilities equipped with either a septic tank and
draiDage field or with a IeacblDg pit. TIie remainder of urban residents use facilities that
discharge directly to the IUrface draiDage network, to septic tanks without a draiDage field
(which, thmefore, oveiflow into surface drainage) or to deep pits. Important performance
issues in this sector arc u followl:

.
• LInk treotmenI 01hunuJn waste and lack ofe'lforcemmt ofngulatlon. Most cities
cover only a fraction of their urban populations with sewers and provide no or little sewage
treatment. Only a mll1l fraction of households hire private companies to drain their septic
tanks with de-sludging trow because of the high cost. Bven if willingness to pay increased,
little treatment capacity for sludge pumped from septic tanks exists.' '!be great bulk of
households desludge their septic tanks manually into ditches themselves, often by hiring
inexpensive day labor.

Although the GOI has laws that permit such roaulation, many cities faU to require new
formal-sector :residential development to provide sewer systems. Typically, developers opt to
avoid this cost and buDd septic tanks. Downtown businesses also often discharge directly
into ditches rather thaD. the sewer system. '!be high densities in kampungs - sometimes over
SOO people per hectare rotative to city averages of around 100 people per hectare - force
location of septic tanks closer than the 10 meter minimum distance from shallow wells
recommended by health codes.

• Low pubUc~s of1M hadth consequences ofpoor sanitation. Households'
surveys in 1akarta and UjuJig Pandang (Chifos and Lubis, 1991) show that many people do
not clearly connect diseases such as diarrhea, typhoid, and pam-typhoid with poor sanitation
that contaminates their water supply. Other uses of money -. such as buying a television or
investing in a business - often take .procedenco over building or cleaning a septic tank. In
contrast, residents appear to pay more attention to the aesthetic aspect of sanitation. GOl's
clean cities award (ADIPURA, see Section 3.4) has succeeded in stimulating people to clean
up by appealing to civic pride in the look and smell of their city, not by focussing on health
concerns. '!be problem of public awareness intertwines with that of low incomes. People
making no more than the minimum wage have great difficulty paying for better sanitation.

• Financial problems ofagencies with responsibility for sanitation. Conventional water
bome sewage systems are expensive. In Bandung, the sewer coverage rate (40 percent of the

, Stabilization ponds for septic-tank pumpage have been built in Sunbaya. Jakarta, and Ujung Pandang, but
c~ver a small part of ~eed.
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populadon) and treatment rare (25 percent of the population) are hiaher than for any other
Indonesian city. But tho PDAM there faces severe financial problems in paying off its debt
from the $60 ml1llon loan tbat helped build this system. Low awareness of the ccmnection
between sanitation and health make cost recovery and, hence finance of wlitation systems,
extmmely difficult.

Sewerqe tariffs are calculated to recover only operations and malnteqance costs, not the
original capital costs Dr replacement. Typically, regulations require commercial customers 
especially IaJp commercial bui1cUD,s and hotels - cross-subsidize residential customors.
Public subsidies have'a role in sewage treatment because its public health and environmental
benefits exceed the willingness of households to pay. However, these subsidies need to be
carefully managed and part of an improved cost recovery effort. Because of the high cost of
installing conventional water-borne systems in existing cities, sanitation is a sub-sector where
experimentation with new technologies - both at the community and city level - will be
essential.1

2.3.3 SoUd Wgte Manapment

Solid waste management in many Indonesian cities is, by international standards, seriously
deficient and deteriorating. On average, some fonn of garbage collection serves only 40
percent of households; the largest cities cover 60 percent, while cities of around 100,000
people typically serve only 20,..percent (USAID, 1991). Coverage varies by income as ~vell:

70 percent of wealthy households receive service compared to 19 percent of the poor. Under
Repelita V, GOI allocated $220 mi11ion for improving solid waste management, but this ,sum
represents only about two-thiJds of that necessary to meet the plan's goal- raising housc,hold
coverage from 40 to 70 percent.

Typically, neighborhood leaders organize the collection of solid waste directly from
households and have more control over charging for this service and disposal than the
"municipal cl~sing agency" (Dinas ~bersihan or DK). The DKs' job becomes
transporting this waste from temporary collection points to a sanitary landf'J1I. Attempts
made by DKs to displace the neighborhood organizations in this function often fail.

In some cities, privite comPanies have a role in both primary collection and transportation
from secondary collection points to the dump site. Private companies collect garbage in 27
of Jakarta's 264 Kelurahans. Most notably, P.T. Sarana Organtama Resile services 17
kelurahans and has a number of private contracts for areas served by DK that desire better
service. The following are the main Perfonnance issues in this sector:

7 Continuous micro-filtration is an example. This system works by forcing water through thousand:J of thin
polyethylene tubes with pores small enough to filter out, bacteria and vinues. An Australian company bu built
a S1.7 million demonstration of such a plant capable of treating 3 million liters of sewage daily. Such plants
have the poteDtiai to revolutionize water-treatment iDfrutNcture and replace huge centralized systems connected
by hundrecls of kilometers of pipes with compaCt units Dext to the communities served.
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• Control qf,.,WIIUI cou,etIon by the Mlghborhood orgtl1lhAtlonf, poor CDII ,.,cowry,
and poorjl1IIIIICItI1 management In molt cltlu. DKs:in cities over 100,000 cover aD avemae
of only 28 perceot of tbelr operation and malnteDance costs •• overall, DK recelpts cover
ODly 5·10 percent of their total colts, includinl capital and land (Cervero, 1991).

The 10•• of poteDtial revenue is one of a number of factors that discoul'8le DKs from
pmvidiDg .ood lOI'Yice. In addition, they must meet civU service and other requbements that
peady Rduce their :incentive and ability to manqe operations efficiendy. DKs often blame
poor transportation from temporary collection sites to 1andfi1Ia on the age of their truck
fleets, which bave a high proportion of vehicles out of service. In Ujunl PandaDg, for
example, ODly SO of the DK's 90 web are :in operation•

.
• Demonstrated potential for Improved jlnanclal managtment through tJdmbdstrtltlve and
bilUng reform. A DUmber of cities bave made dramatic advances in :increasing cost leCOVery
and the efficiency of public garbage co11ection. Two innovations appear key to this .
improvement (Cerv01'O, 1991): transfo:niUng DKs into independent public enterprises
(PDKs), which increases flexibility and creates incentives for better OPeration; and charging
for solid waste collection in tandem with water or electric bills. Campaigns by mayors have
also played a role in getting the public to pay.

2.3.4 land DeycloJunem and l1Je

The imPact of land use cuts across water, sanitation, and solid waste management.
Development over aquifers and water recharge areas pollute urban water supplies. Tight
land markets caused by replation and oligopolies raise land prices and force low-income
people, in particular, onto the most environmentally precarious sites, such as lowlands
subject to floods. Altematively, high d~sities in inner-city kampungs rise and contribute to
contamination of shallow wells by many septic tanks. Concentration of offices and business
in one city center helps cause long commutes, air pollution from auto use, and high densities.

Key performance issues in this area are:

• Inappropriate development ,.,gullJlions. The land titling and development approval
system is a complex, lengthy procedure. Many aspects have some effect in hindering
development and creating land shortages. However, the first step in this process 
acquisition from government of a -location pennit" -- is often the most important bottleneck
(Hoffman and Ferguson, 1991).1 In effect, the location pennit allows the develOPer to hold

• After informal talks with locallovemmenl officials. developers typic311~ make a formal submission to
develop a pan:el of Imd. OD approval, the developer is liven a location permit. Essentially, tho location
permit reserves this piece of lad for the devolopmoot company that receivcs II even thoup this colDpIDy may
Dot own the Iud. No other developer'caD buy and develop the land within the permitted area ..ainst the wishes
of tho permitted developer. Typically, tho ~rmittod developer renew. this I,,,alion permit for 10DI-periods-tO
20 years-and Indually buy. tho Iud and develops it over this period of lime'
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Jandl out of development - to board it for speculation or futwe UIO -- at low cost. In
comJpariJoD, land dtUn. and zonln. have a rc1attvely minor impact on development.

• OUgopollldc kind markets. Concentradon of ownership tends to limit competition
and raise land prices.

• LtJck ojroadI. Because of transportation bottlenecks, access is the key to land value
,in much of urban IndoDesia. The lack of adequate road access greatly limits the amount of
, land suitable for development in Indonesla'slaqe cities.

Joined with potential conflicts between different public agencies on basic land-use issues,
these factors have contributed to raisjog the price of urban land and constraining the supply
of urban land available for development. These problems hit low-income households
hardest, ford.nl them to live iD increasingly crowded conditions often on environmentally
sensitive lands and almost always without the benefit basic public services•

. 3. JNSnTVTIONAL ANALYStS

3.1 Introdudlon

Among developing countries, Indonesia has had an unusually strong commitment to
environmental management (Fisher, 1991). BAPPENAS established a Bureau of Natural
Resources and the Environment in 1972. A new State Ministry concerned with the
environment was formed in 1976, later nmamed the Ministry for Population and the
Environment (KLB). The Environmental Management Act laid the legal foundation for
environmental regulation in 1982. In 1986, 001 issued national regulations for
environmental impact assessment - the AMDAL process. By 1990, 55 environmental study
centers had been created in public and private universities. The national Environmental
Impact Management Agency, BAPBDAL, was established in July 1990. Over 300 NOOs are
active in environmental issues. However, environmental institutions and processes are still
new and face daunting challenges.

1bis section m;"ws the roles and activities of key environmental institutions: the Ministry of
Population and the Environment (KLB) and BAPBDAL; the Clean Rivers Project
(PROKASDI); the Clean Cities Award (ADIPtJRA); the environmental impact assessment
process (AMDAL) - generallYt and specifically within the Ministry of Public Works; and
NOOs oriented to environmental improvement. .

3.2 The MInistry of Population and the Environment

From its inception in 1978, KIB has had primary responsibilit)' for coordinating
environmental management (Fisher, 1990 and KIJI, 1991a). KU! has r\lur branches
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(Almen). AimeD I tIaCb popuJadonltadldcs and otIW demopaphic information to
formulate poUcy. Almen D bas bad pmarams for: (1) oatloDal resources mauapmont
includiD, adoption of standards; (2) spatial plannln,; (3) .eoJl'llPhic information systems;
(4) joinins £'eIOUrce IDlnaplDent and Iand-Ule planninl; and (5) conservation and bio
diversity. ~men m's main ro~ is PJanni:lnf:HCy maldn., and stratepc development for
.environmentally damapd areas - such u ,areas. Almon IV~ KLH staff,
operates a computer.lzed information mauapment center, Uaises with,NOOs, does media out
reach, coordinates an AMDAL information center, ., a resources Ubrary, and provides
resource economics and accountiq information.

3.3 The PoUutlon Control A,eaw (BAPEDAL)

Before the mation of BAPBDAL in 1990, provincial,ovemon had responsibllity for
environmental management at the Jegionalleve1 - that is, implementation. This system
failed to work because the sectoral departments through which ,ovemors operate had Httle
interest in environmental matters (Makarlm, undated). During its fint ten years, KLH
focussed on increasing public awareness. However, its Minister had long wanted to move
beyond pubHc awareness to implementation. This led to his sponsoring the creation of a new
interministerial board and agency for pollution control -- BAPBDAL.

In J1;Ine !990, a Plesidentia1 Decree established the Environmental Impact Management
Agency (Badan Pengendalian~ Lingkungan - BAPBDAL). BAPBDAL's mandate is
to: (1) assist the President in formuJatiDg pollution control polley and other tasks, as needed;
(2) hazardous waste management; (3) monitor and control activities with important
environmental impacts; (4) develop a laboIatory and handle pollution control data; and (5)
promote public participation. .

BAPBDAL operates with 16 Strategic Management Units (SMUs), assigned to different
pollution control activities (KLH, I99Ia). These SMUs have responsibilities for: (I),surface
water pollution control; (2) ground water pollution control; (3) environmental degradation
control; (4) small-scale industry impact control; (5) environmental impact assessment; (6)
enforcement; (7) air pollution control - mobile sources; (8) air pollution control 
stationmy sources; .(9) coastal pollution control; (10) sea pollution control; (11) noise
pollution control; (12) national contingenCy plan; (13) bazardous waste management; (14)
emergency response; (15) the Clean'Cities Program (ADIPURA); and (16) sewage pollution
management.

3.4 The Clean Cities Program (ADIPVRA)

The ADIPURA program is of particular interest because it deals with the urban environment.
It is an award to show appreciation to mayors who have done a good job in the
environmental m~gement of their city.· The program has been in effect since 1986, at one
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time under the ausp~ of the~ General of Urban and Reponal Development in
the MiniJtry of Home Affain but now under BAPBDAL. The ProsJ,dent gives yearly awards
to cities in four different size eatelories that meet acceptable criteria of cleanliness'.

Overall, the proJl1UD gets good results by appealiD. to civic pride and motivating residents to
help their city win. The number of cities that participate bas grown steadily.Iv KI.H also
names cities with the dirtieat environments. Once labelled, theBe cities sometimes get
motivated to clean up.'

, .
The fitst priority of BAPBDAL, how~er, 'is surface water pollution Qardine, undated). The
Clean River Program (Program Ka1i Bersih or PROKASDI) seeks to implement surface
water pollution control and is BAPBDAL's flagship program, created in 1989.Ii

PROKASm began by colISulting with provinces to select stretches of river degraded by
industrial pollution. They identifIed the 20 most polluted rivers, and targeted the program to
reduce industrial discharges along limited stretches of these rivers.

PROKASm set an initial goal of reducing pollution loadings from the most polluting
industries in these stretches by SO percent. Bach governor entered into voluntary written
agreements with each of these industries for reductionS in their pollution loadings using three
simple parameters that local laboratories can measure to usess results: biochemical oxygen
demand, chemical 01tygen demand, and total suspended solids. In 1991, PROKASm replaced
the three parameters with pollution control standards suited to each of 14 different industries
in the eight most industrialized provinces. The effluent from industry was moni~ every
three months.

PROKASm has achieved striking success in important ways. Most fundamental, it has
established a system of pollution control and monitoring at the provincial level where none
previously existed. PROKASm has also enhanced its effectiveness by targeting a discrete,
soluble problem and carefully adding only what the program can handle. PROKASm's. .

9 CitiesleDd in ItIDdard application forms about 50 pagel 10D, that require collection of elata,
photognphs, ad other information. A multi-.ectora1lmulti-ageocy team reviews the materials ad chooses
cities that meet the criteria to vi.it. The vi.it providel a tlvent to affirm ad pUblicize the mayor's efforts.
The city malees preaentatioo. to the team. Each city that receives a sati.factory score ,etl aD award.

10 57 cities applied in 1992 and 24 of thae won awards, compared to only 2 winners in 1986.

II Because of rapidly decreasing river water quality, even companies had begun·complainiDg that water
treatment WIS too expensive. A wafer quality control prognm had existed before PROKASm, but was
uncoordinated. PROKASDI is the fint uatioDal program to address surface water quality.
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focus, of course, aIJo limlts its scope. BAPBDAL is well aware that its success in reducing
pollution loadiDll of the Jarpst industries bas a small impact, even on the rivers it
talJets.12

BAPBDAL and ICLH's strategy is to achieve success on discrete problems and build their
, institutional influence with these succeasea and by educating key-decision makers in other
Ministries. Neither orpniadon bas plans to try to tackle such large, complex issues as
household waste, although household waste is essential to their primary goal of clean surface
water.

3.6 The Environmental AssBm.ent Process (AMDAL)
, ' .

The Environmental MaDagement Act'of 1982 provides the legal basis for environmental
assessment In,Indonesia. As with most laws, it di~ not provide operational guidelines.
Ministerial decrees beginning in 1987 have provided such guidelines which thus derIDe the
environmental assessment process: Ana1isa Mengenai Dampak Lingkungan, or AMDAL.

3.6.1 The Process

The AMDAL process is set up to: (1) SCIeeIl projects to determine if they need preliminary
environmental information reports (PILs), detailed environmental assessments (ANDALs), or
are exempt; (2) provide guidance for carrying out PILs and ANDALs; (3) guide the
preparation of environmental maugement plans (RKLs) specifying mitigatory m.aures and
monitoring plans (RPLa); (4) condition project approval upon approval of RKLs and RPLs
based upon findings of PILs and/or ANDALs; (5) assist Ministers and provincial Governors
in establishiJig environmental m1ew commissions - Komisi Posat and Komisi Daerah - to
provide a basis for project approvals; (6) require public notification and participation in
review of PILs and ANDALs; and (1) establish a time limit within which a Minister or
Governor must act~ submission of assessments by the review commissions.

The AMDAL process applies to all new public development and urban infrastructure projects
in general.13 Thus, since its inception in 1990, AMDAL has covered all new AID- '
sponsored investments under BG-OOI. The AMDAL process would be applied to all urban
infrastructure projects under a new BG program, whether funding is channelled through
Cipta Karya or under the Regional Development Account. It applies to projecti funded and

, .

12 For wtaDce, wuto from large iDdUltriea cootributes only 6 percent, by one eatimate, to biological
oxygen demand of tho CiliWUD' River-oao targeted by PROKASIH in DKl. The great bulk of the remaining
94 percent comes tiom hOUllehold wale. However, domeatic wale is a much leL" discrete ad more intractable
problem thaD iDdUltrial wate. BAPEDAL is likely to begin to address domestic wate ia • similar fubioa to
PROKASIH-by tarptiDglarge poUuten IUCb a office buildings, hospitals, and hotels

IJA parallel procell, IIIIDOd SEMDAL, was eatabUsbed for existing projects, but ends in December 1992.
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developed both centrallyand,locally•.

KLB and BAPBDAL bave overall responsibility for JUidanC4~ and support of the AMDAL
process. However, each MiDistry implements the process for its own projects - with
provincial and regional environmental review commissions. Thus, there is not one AMDAL
process, but many,. and they vary between Ministries and, even, between I>irectQrates
General within Ministries.

3.6.2 cpguo, PmbJalla

Not sulprisingly, the task of rapidly introducing the AMDAI.. process has ~countered

difficulties. Fis~er (1990) notes ~e .most important: First, Idle teelmical quality of AMDAL
reports and their evaluation by Central and Regional Commissions and by Investment
Coordination Bouds (discussed below) has been uneven. Typically, consultants prepare
AMDALs f~ infrastructure projects. GOI staff are teSpOJJsible for management (as project
pro,ponents) and~on (as members of central and regional commissions).

It is reported diat few consultants and GOI staff have adequate skills and training for their
task. AMDAL study courses at university environmental centers tend to be general and long
- often several months•.AMDAL studies are also said toO be general and descriptive rather
than focussed and problem-solving. Consultants, who are paid by the project proponent,
may be less likely to find negative impacts than an impartial observer. Generally, DO

meaningful community participation~.

Secondly, ANnAL is not thoroughly integrated into the project cycle. Thus, by the time
mitigatory measures and monitoring plans (RKLs and RPS) are ready, most projects have
already reached the stage of land acquisition and completion of detailed dNigns. The costs
of unexpected changes at this point are often reportedly considered unacceptable, whatever
the environmental impact.

A reJatedthird problem involves central and regional Investment Coordination Boards
(BKPMs and BKPMDs), which issue licenses for projects involving tax and other incentives
in all sectors. Although these Boards take AMDAL into account, official procedures make it
the "last step"',' which Ieduces its'importance. Thus, Investment Boards often bypass or
make their decision before AMDAL findings appear. One evaluation of the AMDAL
process for BAPBDAL (Hohn and Bailey, 1991) found the low importance given to AMDAL
by Investment Boards to be its main problem.

3.6.3 APJnpacbes to Sm••, AMPAL

The gap between AMDAL's objectives, and implementation, is understandably large. Four
themes have been suggested in stleDgthening AMDAL (Fisher, 1990):
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• . Human ruOurcll flIId tralnlng. BDvironmeDtal 8D&lylia and assessment is stU1 a very
new topic in Indoneala. IJtt1e e.:cperdse exists. Many MiniJt:ries have traJDiDg programs for
AMDAL underway, either in-house or through sendiD, their staff to PSLs, but this training
could be improved and expanded. CoordiDatlon amon, different MiniJt:ries' eovlroDmentai
uainin. PI'Op1UDS also promises dividends.

" .f" .•

• 1W:luce overlaps flIId coordl1Ulte with other agmu. Many groups of orpnizations
have some role in the environment: KLB and BAPBDAL; the line ministr.i.es and non
departmental agencies; provinciallOvemments; local,ovemments; universities and PSu;
and public and private 'enterprises. Clarifying responsibilities and coordinating the efforts of
key Ministries wiD. be important in improving the process.

. .
• Link AMDJU,'with the project cycle. Project managers glv~ environmental concerns
low priority and tend to tack them on at the end of projects, as do Investment Boards.
Environmental assessment shoUld be pushed forward to the beginning of the project cycle
before projects have proceeded so far (e.g., land and licenses acquired) that they are, in
practice, impossible to change.

• Establish regioMI environmental monitoring and leading, eventually, to compUance.
BAPBDAL and ICLH have littlep~ce on the ground in cities and provinces. Other
ministries - particularly MPW - are much more deconcentrated. However, the evidence
suggests that they, too, have little environmental monitoring capacity at the regional level.

3.7 AMDAL In the MInIstry of PubUc Works

The Ministry of PubHc Works is one of the leaders in developing and applying AMDAl
The three directorate generals within the Ministry _. Human Settlements (Cipta Karya),
Roads (Bina Marga), and Water Resources (Pengairan) share one BIA Commission and
Technical Team and opemte under overall guidelines. However, each Directorate General
also has considemble control over its environmental assessment process.

3.7.1 Process S.s. Rules. and RcsponsibiWial
. .
.' .

The process starts with the project proponent, typically either the MPW Directorate General
or, for urban infrastructure, a local government. The key figure is the project manager, who
has the direct responsibility for project development, but also for arrar.:~g for the
environmental assessment process and incolpOrating any required mitigation measures in
implementation. .

Each Directorate General has a Working Team. These teams screen all projects and place
them in one of three categories: exempt frolll any environmental assessment, subject to
preliminary environmental·assessment (PIL), or subject to full environmental assessment
(ANDAL). In contrast to some ministries that deal with a few dozen large projects each
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On completion, the ANDAL or PIL (sometimes with accompanying RKL and RPL) is
submitted to either the BIA Central Commission (for centrally funded projects) or BIA
Regional Commission (for regionally funded projects) for approval, often with miti~g
measures recommended. The Technical Team assists the BA Commission in assessing the
project. . , "

... ..... .. .. ', ••••• ~ .,'\,,;, ,'t t' • • ... ,. •

The proportion of PILa, ANDALs, and "exempts" varies greatly between the three
Directorates GenomI. For~ce, about 70 percent of Pengairan's (Water Resources)
projects get ANDALS, while only 10 percent of BiDa Marp's and 2S percent of Cipta
Karya's projects do. The substantial environmental consequences of land acquisition for
building dams and distribution netwQlb (displacing many households, erosion, use of
agricultural land etc.) explain the high share of ANDALs for water ~urces. .

While project managers are generally encouraged to prepare PILs in-house, they contract the
prep8ration of the great bulk of ANDALs to consultants, including private firms,
environmental study centers at provincial universities, and - if the project requires special
expertise and is large - foreign consultants.·5 Typically, ANDALs cost at least Rp. S0-75
million and take six months or more to complete. An 'ANDAL is expensive and time
consuming.

year, each of the three Directorates General of MPW deals with thousands of projects
annually. 11leteforo, the WorkiDl Teams use common sense joined with standards to screen
projects.·" MPW staff interviewed during the course of project design suggested that tJlese
ICn'OIling procedures are a ,problem·at present.' Too many projects are assigned the
ANDAL - an expensive and timo-consuminl process (see below). The sc.reeniol procedures
for RPLs and RKLa are also seen as problematic. .

Interviews during project design indicated that projects are rarely flatly rejected because of
AMDAL, but mitigation requirements are often applied. The project manager has
responsibility for incolpOlating these measures and overseeing their execution. In theory, a
working unit of 5-10 people under the direction of the head of a local testing laboratory
monitors the construction and, on completion, the operation of projects to ensure that
mitigation measures are implemented. In practice, this working unit seldom has a sufficient

. ........, . '.'

14 Por iDstaDce, BiDa Marp (Roads) Working Team generally Ulips • road improvement project without·
widening paerally • PU... However, if 1UCb. project _ to bave unusual eavil'OllDMllltal COIlIequencea, it
might be Uligned ID ANDAL. In contrat, .lolll'Olds typically require an ANDAL. Depending on the
outcome of the PIL'or ANDAL, an eIlvil'OlllDOlltalllllll8pment plan (RKL) or monitoring plan (RPL) is_..~ , ..
Pi..!"'".....

15 The project IDIDager negotiates with the consultant on the tenDS of the assignment. The fee depends on
the consultant'. experieace. A monthly fee for • IC!C* consultant with IUbstlntial experience averages about Rp.
5 million. Par road projects, the average ANDAL takes 10-15 person months. 1It,~ often takes six months or
more to prepare. Hence, the total cost is Rp.SG-7S million ($25,000-37,000). 'Iills sum comes 'lut of the
project'. budget.

D2 -19



, .,'

budget and little mODitoriD. lets done.

Genemlly, since the project manager's main responsibility is to get the project bunt, and
there are few inceDtives or peaalties to promote incorporating environmental concerns, the
effect of environment assessments and mitigation plans is often weak.

, . .
3.7.2 Pmblems and Prqposed,.S.g1udons

A team IpOIIBOIed by the Asian Development Bank (ADB) is now completing a project aimed
at strengthening AMDAL within Cipta Karya. Their main findings and outputs are as
follows:

.
• n-atnlng and HIl1IIIln Resourcu. MPW has made efforts to deyelop the AMDAL
process in-house and to train staff. To date, over 1,000 staff have been trained in, at least,
the ~diments of environmental problems and DWl8gement. Training bas been provided by
the Indonesian university system - ~larly its Environmental Studies Centers - which
has developed a basic environmental curriculum of three courses. Level A is the beginning
principles of the environment. Level B is for evaluation of environmental assessments. Level
C is for preparation of environmental assessments.

The skills of most people at all levels of the AMDAL process within MPW, however, are
still inadequate in ·relation to their responsibilities (this includes members of the BIA
Commissions, the Technical Teams, and the Directorate General Working Teams in the three
Directmates Geneml). ".

. .
• Preparation of11IIl1lUIlls, screening and standard operating procedures, and training
1IUlIerials. A major product of the ADB project was the preparation of a 3OQ-page manual
on environmental man.. .~. ~cnt of urban development to assist in incolpOl'8ting mitigation
measures into project!! .

The ADB team alSf.' ~~ ltlaght to simplifY screening procedures and better define when
project.~ pass from one phase to another - such as from preliminary environmental
assessment (PIL) to environmental management plan (RKL) -- and tried to decrease the
number of unnecessr·....· , IDALs and, hence; the expense and length of environmental
assessment.

• Monitoring ftl :;~ r' Ji1c~ial lewl. A key problem running throughout environmental
assessment and pollution (,dltrol in Indonesia is the lack of a provincial presence for
monitoring and, eventuaty, enforcement. In contrast, the MPW has a strong presence at the

I' The idea i. that project DIIIJaPrIaDd ANDAL~rs and evaluaaors are able to look up a problem
aDd find enYiroDJlleDtal mitiptiOll TneuUres to incorporate into the project. This manual supplements the
official Cipta Kaya guidelines and official approval is beiDg sought to nW.e parts of it an appendix to these
auideliDes.
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provincial level and, in theory, a workiDa unit beaded by the director of local laboratories in
place for mODitorlnI. However, the capacity at this level is not yet stIOnl. The MPW
tecbnica1 staff interviewed for this study suggested two crucial next steps: (1) make the
environment a priority of the project maaagersj (2) establish units'to manage and monitor the
environmental eff~ of projects at the projectllevel

.... " " ,.
Various means exist to support this logical and necessary evolution. However, for these
measure to~e feasible, a third task is crucJal: increase the mtluence of the sub-

, directorate in charge of the AMDAL process within Cipta Karya and the other two
Directorate Generals.

• IncretJSe the l'Iflumce ojunl~ flIId the prestige 01It"" Involved In the n4D~
process within MPW. A major problem of AMDAL within MPW is that its status is low and
the people that work'on environmental assessment get few career mwards for it. Cipta
Karya is a good example. The unit in charge of AMDAL is the section of Impact
Development (Assessment Dampak). Structurally, this unit is under a sub-directorate and
bas a low structural position. Its staff currently consists only of three people, including its
head.

The overall problem is that AMDAL has no structural position within Indonesian
government: it only has functional status. Hence, basing a GOI career on being an
environmental expert is problematic. Staff that take time from their structural duties to help
out on environmental assessment receive little credit for this activity. Changing AMD~
positions from a functional to a structural classification would require a decision at a high
level within GOI, and it appears unrealistic to expect this to happen in the near term.
However, as noted, other steps can be taken to increaSe the influence and status of AMDAL

, within MPW and Cipta~.

3.8 The Lack of EDforcement
.

A major drawback of PROKASm and the AMDAL process is the lack of a serious threat of
enforcement (Fisher, 1990). This problem has both a legal and administrative aspect.

3.8.1 lack of a I.epI Basjs for Bgforcement

Many programs - such as PROKASm and AMDAL - started without lawful enforcement
mechanisms ~d, to date, there are no legally based sanctions for non-compliance with their
requirements. With few exceptions, the main enforcement mechanisms have been informal -
public pressure and embarrassment.

111e case of PROKASm and industrial pollution is illustrative. The 1982 Environmental
Management Act allows police action to shut down polluting aeth'ities, but only on proving
that ambient pollution levels come from a particular source -- a \'irtually impossible task in
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molt CUOI. III addidora,'PltOKAS~ aud other pollution control efforts have DO licensiDg
.ystem. . .

With DO lepl mechanism, e,f enforcemeaat, ·KLH has used many ingenious informal
mechanisms to secure compliaDce (Jardine, undated). PROKASIH has used letters of
UIldentaDdlII, with iDdultr1es to specify pollution Reluction targets. Governors summoned

,the heada of tbeae iDduItrIes to IDUI lipiD,s. When over 400 fDdustrJ.ea in Jakarta failed to
meet the ta1pt8 specJfied ill ,the letters of unclerstaDdiDg, their names weze published ill the
press. n- informal mechaDiJms have succeeded in exercisiDJ COIIIiderable pre88U1e and
effecting some compliaDce. .

On a baD.dfu1'of occasions,' admiDistrative action has shut down a factory. DK! forced P.T.
Tribor - a London-based company .: to .shut down its glucose operation pending iDstaUation
of pollution control.I? ' BAPBDAL and II.H bave a schedule to develop legal mechanisms
of ,enforcement based on eff1uoDt staDdards and other criteria. II In the meantime, the lack
.of legal enforcement mechanisms hampers pollution control and the AMDAL process.

3.8.2 n, Lack mReaional Presence.
A key issue facing BAPBDAL is the stlUcture, authority, and function of pollution control at
the local and regionallovels (KLH, 1991a). Currently, KLH and BAPBDAL function at the
centra11evel with offices in Jakarta. 1be legislation that created BAPBDAL and its
development plan call for regional BAPBDALDA in each province and local BAPBDALDA
at the mUDicipal1eve1. However, BAPBDAL has yet to establish those offlces. In effect,
KIB and BAPBDAL has little presence on the ground and thepro~ for establishing a
forceful presence are unclear.

3.9 Environmental NGOs

Over 2,000 NGOs exist in Indonesia, many with some role in the environment. Most have
started very recently, duriTl1g the 1980s. Student activists staff many of these organizations.

17 '!bi.lCtion forced ~j~ ':oJDPIIly to look at 'the factory'. production procell ad IIIIIIIpJIIeIlt. l'e firm
cliscovered lDIIly problema, \t'I.lltrUctured the plant, and bu, reportedly, paid for pollution control out of the
IaViDp from tbeIe improve.meatl. 1huI, pollution problems are often I)'mptomatic of production ad
JIIIDIIeDIl'Dt difficultia.

. ,

''For inItIDce, MiDiIter Salim bu promi_ that .molee-belching vehicles that emit black IIDOke for 10
seconds or over will be IUbject to fiDes by mid-I993IDd that emission of harmful pruducts from various
indUJtries will -be brought dOWD to tolerable levels- within four years. ·We are now in the phue of inf'onniDg
the public, but we wUI UDpoIe penalties when the time comes- (Jalau1a PoIt, July 4. 1992). Some polluting
teclmologia have been banDed, including the mel'CUl)' cell technique for chloNlkali operations that produce
chloriDe procIUCtl ad ClUltic 1Oda. Although I1lletten of agreement have been baled on end-of-pipe
discharges, KIJ{ ad BAPEDAL are ex.minina cbaDges to industrial processes as well.



•

Aithou.b pwiooate advoca(Ol' of ~oir cause, most lack the training to function effectively
and bave an Impact. '.'

Only a baDdtul of NOO. are poteDtially aJplflcaDt players JD environmental issues. WAUII
- an umbrella orpnizatJon of 200 environmental NOOs headquartered in Jakarta ... acts as
an advocate and cbaon~ fOod, much of it from donon, to SOlDO of its members. SKBPHI
(Sekmada Kercuma HutaD 1JIdoDeaJa) deals mostly with fomatry issues and baa the
reputation for vocal 8Dd radlcal advocacy that criticizes industry and JOVemment. YLK
(Yayasan Lembap KoDlumen) is ODe of the oJdeat NQOs in lDdoDesia. It is a reJative1y
well-orprrized consumer group. LIB (Lembap BaDtuaD Hukum) is a legal aid foundation
active in human rights 8Dd ~eDta1 land issues.

NOOs bave acted primarily as advoCates on environmental issues. Occasionally, this
activism baa helped stop an environmentally damaging project or get reparations for villagers
affected by pollution.' ,.

4. URBAN ENVIRONMENTAL QUALITY MANAGEMENT:
A SUGGESTED APPROACH1

'

4.1 Introduction

This section begins with a summary assessment of tho by problems with current urban
environmental quality management (UBQM) institutions and approaches in Indonesia, based
on the reviews U. Sections 2and 3. It then explains some of tho elements of a UBQM
strategy, and suggests how a new and more forceful approach to UBQM may be built into
the fabric of Indonesia's decentralized urban development program.

4.2. Need to Improve Current UEQM institutions and Approaches

It is clear that the concern about environmental degradation is incmasing markedly among
residents of Indonesia's cities. no reviews presented in the sections above suggest that,
although the GOI is making a sinco1'8 effort to begin to address the problems, they do not
give clear confidence that the efforts are either forceful enough or ,focused enough to deal
with the issue effectively at scale. .

. ,

How can Indonesia's approach to UBQM be strengthened? It is argued here that approaches
to date have not recognized two fundamentaliessons that are the keys to a mIJI'e forceful
approach. TIt" rust is based on intemational experience: UEQM objectives must be built into
initial urban development planning processes (a/ter-the-Jact assessments are necessary, but. . '..

I'Arguments aDd approaches IUggated in this Section are adapted largely from Kingsley and Perguson,
1992.
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alo", InIllfflcUtnllO have a mtfIor dia on. envlronmtntal trIIIdI). The aecoud II perbap. the
molt basic 1euoD abacIy learned by Iodonesla with mpect to ulban cleve1opmeDt: local
lIIlIUnhip IIllJcely 10 be much mort eJfeetlw thlln ctnlral gOVt1'fllMnl In directing the riOtl
developmmlP~" including VB(})4, In IdvlduDl cilia. '

1beIe is DO doubt that 1DdoDeaJa'. 'AMDAL proceIs is a bulca11y, sound approach IDd that a
bllh priority Ibould be JiveD to atmaJthen it. The vlew presented here is limply that
AMDAL alone is aeltber the IOle, Dor eveD the most lmportaDt, component of an effective
UBQM procell. The lOIlc for tbla view Itarta with evidence on tho failures of earJler "after
the fact" eavIJoDmeDta1 impact assessments in many other countries (e.g., the T.1Dited States)
where they have been applied more diligently than they have to date lD 1Dd~.

In the tradidonal project plNmlng and dealID proceu, developers and their dealgn teams
(puUic and private) make decisions throulh a complex series of tradeoff aualyaes (some lie
expll~it aDd quaatlfied, most Dormally are Dot). A particular site plan or route design is put
forward and then 'evaluated, b8JaDciDg the quality of the physical product (ia reladoD to
specific project objecdves) against its cost. This may occur solely within the mind of the
principal designer, or as a part of joint decision making by a team, or most often, as a mix
of both. In all cases, many adjustments are made as the work proceeds. '!be process takes
time and resoun:es and the participants buDd strong allegiance to what they have created
,along the way. When a group of "outsiden" then assesses the design from an eDvlnmmental
point of view and recommends changes, the development team and its sponsors are naturally
likely to teSist. And evidence, from around world indicates they can be very powerful in
doing so.

The point is that envlrtml1lt1ltal consldertlttons Med to be there at the very moment thtJt other
types 01 tradeo./fs are bdng tlSSt8led; evtJ!Y trial design needs to be considered from the point
of view of product c:iuaHty (in relation to Project objectives), .cost and environmental impact
at the same time. 1bis does not mean that there will be no continuing need for outside
pteSsutes. ReguJatlons, taxation, fees and other techniques will always be impodaDt to
create strong incentives for design teams to give enough weight to environmental impacts
(the longer term objectives of sustainable development) rather than short tun outcomes alone.
Nonetheless, it is clear that UEQM goals will not be achieved by such pressures alone.
Environmental considerations must be brought inside initial planning processes. .

4.3 Elements of a Local UEQM Strategy

What should be the components of an effective local UEQM strategy? It is impossible to
answer that question definitively since the priorities of individual local governments can
legitimately differ. Some themes, however, are likely to be applicable in most cities. The
following paragraphs illustrate approaches that should be applicable in urban Indonesia.
These approaches can be grouped into six basic substantive elements that together comprise
most of what UBQM needs to accomplish: (1) water supply; (2) household wastes; (3)
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blduatrial W8lteli (4) tiusportadOllj (5) JIrban land development and UIe; and (6) proJl1UDS
provJ.dtD. ecoaomic iDceDtlveS, effective repladon, and sdmulatln. environmental
aWareDeII.

4.3.1 WatO" SUIJPb
." I':" ."

, ,t' ...,. .'"'' ... ' '.

Contaminated water probably representli one of Indonesia's most serious bealth problems.
Assuring the provision of an adequate supply clean water to the JI'Owin. popuJatlons of ita
cities must be a primary environmental .oa1, and affordabllity studies sugeat that almost all
of those populations should have the incomes needed to support its achievement: There are
three key princJp~: The fint, is to provide a mix of services that match cu.stamers'
willinJDess and ability to pay - ~~ to blsUt on IeCOVering full costs. Doing 80 will not
only meet ftDanCial needs but also prwide strong blcentives for conservation. GIeater
analysis of demand, the cOlt of different options for environmental infrastmeture, and the
external (community-wide) benefits auociated with each is needed before pricing decisions
can be made. ' , . ',: .. :, ... '

The second principle is to recognize that the most cost-effective way to provide water for
new populations today is to cut down on waste in curront water usage (rather tban to draw
totally new supplies). This can be accomplished through better maintenance and repair
progmms to reduce Jeakage; sensible recyc1iDg (e.g., reusing partially t:reated wastewater for
functions like irrigation, industrla1 cooling, and toilet flushing); and demand management
techniques (including technological improvements like showerheads that markedly reduce
water use, as well as financial inceiltives lib requiring finDs to pay f~ to dispose of
industrla1 wastewater)... ,. . .

The third is to adjust the current institutional framework for water supply. Recent research
suggests that public institutions responsible for setting set water tariffs and fonnulating and
enforcing reguJations should.ultimately not main direct production and distribution
responsibilities themselves; rather they should be charged with establishing an environment
that will enable and facilitate the work of a variety of competitive providers. Private films
can playa much expanded role, either by competing from time to time to operate city-wide
systems or to perform sub-functions for public agencies. NGOs and community groups
sho~ld also be encouraged. to take on more responsibility for water distribution in specific
communities. ..

4.3.2 HousebgJd Wastes

The share of Indonesia's ulban population with access to basic sanitation is much lower than
that with adequate water supply. As noted earlier, an extremely small share of the sewage
that is collected is ever treated before disposal. Also, too small a percentage of all of
municipal solid wastes.is collected - much of the rest often dumped in drainage canals.
Themes for imProvement here parallel those for water supply: recovering a large rart of the
costs from users (although it is recognized that given the externalities implied, some
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IUbsldtntJOD II wlDllUd for tIatIDeIIt and dilposal if DOt for co1lectlon); recyc1tDl (In
addition to the nule of 1tqutd wuteI noted above them are many oppoItUDtdel for IeC)'cllil.
solid wutea, some of which 1ft, already be1q exploited by Informal onterprilel that could be .
moved up to becomo 1tIb1e aDd efflcteDt bullnelaea); and inldtutlcma1 cbaD.e (aptn,
involvms ~unity JI'Oups in feIponlibWtlea for intra-community collect1on IYltems is
promiIin.).· ., . .

", • II,' .

.wtth reprd to IIIlttation, there II a need to expand the raDle of technical options beiDa
applied. RoeUadcally;'co~ by conventioDal piped lOWers U the only option for the
hi.b-density cores of molt IndoDeIian citieI (and conllderiD.land values there, it Ihould be
feuib1eto requiIe developers to provide them and occupants to pay the requlred COlt), but
molt urban residents cannot afford tIPs level of lel'Vice. Low-cost on-site options (ventilated
improved pit latrineI and pour fltlish JatriDeI) can IUbJtal1tta11y reduce the neptive health and
aesthetic effectl of UDtIeated hum:m wute, but these options remain near the low ead of the
spectrum and are Dot lIItiIfactary werywhere. A promising alternative at an iDtermecUate
level is the small-bore sewer: 1Ol1AtJ are collected in an on-lite tank before they mach the
sewer connection, 80 that it becolUes possible to use smRller pipes, Jay them ,t flatter
gradients, and use fewer manholes - all of which can subJtal1tta11y reduce cost. Purther
savings are possible where the households in a block develop a joint system in which pipes
are run from yard to yard before reaching the street sewer (rather than the conveDtiODal
approach of having each house independently connected to the street sewer) and where they
assume joint IeIpODSibllity for maintenmce inside-the block. Vacuum cartage systems offer
another intermediate cost option that has been successfully applied in some cultures.

4.3.3 Industrial Wastes .

Asian countries genemIly have made~ progress in controlling wastes genemted by
industry. The lack of political will ADd perceived high cost of industrial pollution control are
key obstacles. Indeed, c1elning up and u.ting industrial waste is expensive. In contrast,
reducing through recycling, process modification and other means is much less costly and
offen a better altemative for solving the w~1te problems of many existing industries. New
industries should be leCJund to use clean ~ologies. Joining rewards (tax rebates, low
interest lOans, accelerated depreciation, reduced excise taxes, lower customs duties) with
punishments (fines, user charges, and intervention) offers the most effective inducement.
Collective treatment at ind,strial estates can contribute to making recycling and treatment
economically feasible.

Small industries represent a special problem because they lack the means to control pollution
...d are difficult to mon~tor'" IndiIect instruments such as taxation of inputs and deposit
refund scbemes can induce these industries to comply while demonstration projects can show
them the feasibility of cleuer altematives. These measures require better monitoring and
analysis of industrial discbarges and enforcement. Finally, the location (e.g., spatial
clustering) of industry matters. Rigid zoning controls and estate plans in the past have often
failed in this regard because they ran counter to market realities. Nonetheless, some
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1ocadonal steerirlI to Ivert serious eaviloDmeatal tW'clata should be po.sible. ,Solutions lie in
the typo of ltrIteatc IpItIa1 pl,nnin, for cities dWmased earll6r, particularly as it attects
urban Janel <tee discuuion below)•

. ," " .... '••• ~ ..... t """

4.3.4 lAm.in' TggIRQJ'UUJ.gn

The powtb ~ tho sheer ~ber Ofm~ ~ehic1es in IDclone* ~resentl a' areat
cballen,e to air pollution control. Introducfn, cleaner fuels with the necessary teehnoloaies
offers the areateat ptOIIIiJe for ~hOlt·term leduetion of the moat dangerous dlIclwps.
Spreadln, reliance on' unleaded fuel is particularly important to reduce lead, which causes
DeUroloJica1 damap to yoon. chilc:lren. Road' pavmg is important since road dult is itself a
~or poUutallt. PriciDg a'1d inspection aod monitorinJ proJI'IIDs can playa key role in
encouraaUagwidespmad adoption of better maintenance, thus reducing emissions.
Ultimately, alowlng vehicular polludon requires control of tho growth iii total vebicle miles
travelled through Janel-use planning, public transport, and other means.

"."- ,

4.3.5 Urban lAnd PmJomnont a'Jd Use

It is now generally recognized in Indonesia that public sector dominated urban land
development is prone to failure and that a more promising approach for local governments is
to facilitate a market oriented development process. BffOlU to improve land titling systems
and reform overly restrictive development regulations are important in this regard.
Nonetheless, little progress bas been made in adopting workable mechanisms to assure that
sufficient Janel will be developed to keep up with urban population growth and that it will be
4eveloped at appropriate densities and in.an appropriate IpItIa1 pattern so as to promote
resource consetvation and avoid the degradation of environmentally sensitive areas. The key
to solutions here probably rests, once again, with the local capital budgeting process since
the placement of major roads and water mains are the primary detenninants of where land
will be opened up for development Some efforts along these Jines can be found in the
planning process for lABOTABBK since the early 1980s. Similar themes nt'ed to be
introduced in other Indonesian cities.

4.3:6 CmsS-CgttjOI Themes: Economic Incentives. BffecUve Re&Jation. and StimuJatiOl~

Enyironmentlt Awareness .

The paragrapbs above disCuss proven approeches specific to each of the key substantive
elements of UBQM, but there are other important themes for action that warrant emphasis
consistent with all of them.' First, in all &maS, UBQM managers should always be on the
look-out for workable economic incentives to enhance environmental quaiity; e.g., pricing
stJategies, user charges, and other techniques that "make the polluter pay". Tradeable
pollution pennits are a good example. These have a number of benefits over regulatory
approaches - principally, they stimulate innovative actions to reduce pollution by thousands
of households and other actors in the marketplace without requiring an intensive government
presence - see Annex D.S. Clearly, these economic techniques will not eliminate the need
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for rep1adoDJ, but they mould take lOme of the plUlUre off mplatory approachea 
importaDt IIDce eafOJ'Celll6lA\t capgcity II weak. Many exIJt1D. mplatory systems do need to
be atreamJlned. 11Ie keys to effective repJatlon seem to be (1) keep the roles simple and
IeIlkttc; and (2) do~ bother to put a reJUJation on the books without a "credible threat of
enfOl'comenfl

• '

. ,

Another aetlvity to be ItnIIed II ullOJ a rlDP of teelmiquea to stimulate awareness of tho
importance of cmviromnentalilmes and educate all lellDentI of l(X,iety about their potendal
role in support of lmQM. The teelmlquea IIDp from mau-media campaips to buDding
enviroDmental fhemes iIIto work with commuDity groups and other NGOs related to other
programs. Indoneata bas a rich network of local OII!lDizadons and a heritage of community
self-help, even ill urban areas. 1bis.orpaizatioDaI network provides a foundation, tbat can be
buUt on for enviIOnmentaI,infrastructure that reaches low-income people. It also provides
the framework for coDective choice at the community level in prioritizing environmental
projects. '

There is much evidence that these approaches do change attitudes and, thus, they can make
all of the other programmatic approaches discussed here work more easily.

Some economic inceDtives, regulations, and awareness programs, o( course, are most
appropriately ~lemented at the natioDaIlevel. But othen will be essential components of
,local UBQM u emphasized here. Their forcefulness should be much enhanced if they
emerge from the type of consensus buUding process with public and private sector leaders
(organized around the aomiaI capital budgeting cycle) that are proposed as the center-piece of
UBQ~ at the 1oca11eve1.

4.4 BuDding UEQM into Local Investment Programming

4.4.1 aim. Primacy to l,rgl Ipdenbip in UBQM
. ,

. What are the major instzuments available to government to influence environmental outcomes
in cities? The most important are the pl'Ogmmming of urban infrastmeture and services.
While related programs '.':e needed as well, it is impossible to imagine effective UBQM that
does not entail enhanced water supply, waste disposal and treatment, proper drainage, and
the guidanCe of land development (which is primarily influenced by the placement of major
roads and water supply mains). Indonesia has already decided on the most effective
institutional means for planning and implementing urban infrastructure: place primary
reliance on local government.

With the many failures of public sector attempts to deliver goods and services, there has been
a natural tendency of late to sbift functions to the private sector where possible. But it is
clear, that UBQM as a whole is not something that simply can he left to the workings of the
private market to resolve. Because it guides and coordinates the activities of both public and
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". . ", .
, private iDJdtutioDI, aDd becauJe there am many oxterDa1ities to be'dealt with, UBQM must

beam with wbat u iDheroDtly a pubUc sector deciJioD makIn. process. PurtbermOJe, basic
ItaDdard gtttDl, mOJlit.oriDl, eaforcement and record certlftcatioD activities am activities that

, mult alway. remain lCJVe.rDIIleaIt-coD1led (if DOt always .ovemment-perlormed).

11I!i beiDa said, however, there lie stIOD, reuoDS to involye the private sector in UBQM
and to do 10 much mom actively aad positively than baa paera1ly been the case in the put.

• Private sector leaden can paxticJpate in the process of pJanDin. and standard settin. by
, makIn. recommendatioDs, and they can play III active role as partners in educating the public
about a new stratelY. Private institutions (firms, NGOs, community groups, households)
alst caD take on a much larger share of the work in implementation. Bu~ it must be
emphasized that leadeis likely to be ~Olt effective in these areas (public and private) are

... local~; i.e., those most directly affected by future change in their own communities.
.' ,r ~ ..

It should be emphasized, probably more than anything else, that opemtionaJizing UBQM
means buf(ding it into the regular decision making processes of those who plan and
implement infrutrueture and other elements of urban physical development. Unless this is
done" simply establishillg a new environmental office in city hall will be a purely symbolic '
act (possibly a counteIproductive one, if it done in a way that perpetuates the "separateness"
of environmental, issues).

4.4.2 'AdvIlQfa&e8 of tiBoMllUIDP Unkap

Indonesia's decentralized urban development program (as supported under the HG-OOI Polley
Action Plan) has done much to improve the effectiveness of infrastlUeture investment
programming, predominantly,through the approach of the Integrated Urban Infwtruetute
Development Program (IUlDP). While this p~gram still has many faults (see Tjahati, 1990,
Kingsley and Peterson, 1992) it offers important inherent advantages in addressing the issues
for UBQM implementation I8ised above.

The capital budgeting process of IUIDP (pJM pn1'8J'8tion; is perhaps the only fomm in
which many of the key actors are forced to sit togethe, and think about the future
development of a specific city in a serious way (budget decisions have to be made). At a
minimum, such multi-sectoral capital planning forces coordination. It also enfon:es financial
discipline by including analyses of cost and fiDanciDg potentials and requiring a prioritizing
of projects to fit the plan within real funding constraints.

It seems reasonable that~ because of these advantages, local capital planning processes of this
type could be incrementally expanded to accomplish a broader range of objectives, explicitly
including UBQM. Why not add better analytic support and invite a broader range of actors
(e.g., private sector leaders) to participate in the discussions (if not vote on the
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Tho context offered as localleadera CODIJder tradeoffs in infrastructul'e desip CO\tld have a
profound effect In ldmu1ad.og theJr·iDteIeat·in other proJI'BIIIs needed forUBQM. Por
example, the beat time to~ their support for demand manaaement programs to xeduce
waitetoJ. use of water may b8 durin. PDA: pnpradon, Just when they have been CODfronted
with estimates of the full costlof iDfrut:ructure to collect and treat all of the wastewater
implied by pIeIeDt trends In usip. This context should also stimulate their tbfnJdng about
community iJJyolvemem in"environmental m1ugeme.ot as well as roles for the government
and private entities in sulfaiDable urban aervice delivery. .

'"

4.4.3 ,IbG lim SteP: InyestmontlUBQM SUateaia
. " " . " ....

One of the highest priorities for IUlDP now is to move local officials into a more
commandiDg role iii ongoiDg PJMIRIAP preparation and implementation. In the first rounds
of IUlDP,'many local ofticJals did work closely with the consultant teams and controlled key
decisions, but this was not we in many' othen. Another problem is that the PJMs generally
have suffered from a lack of suftlcieut aualysis and'strategic planning and priority setting .
across sectoI':' before project lists have been compiled. Program staff admit that IUIDP ,
guidelines have been weak in these areas.

The fa wave of romP PDt! development is vi.rtua1ly complete nationwide, and the time is
near to begin the second wave; i.e., adjusting and extending the current programs to better
mIect to local Priorities while responding to new trends in physical, social, and economic
development.. It is ~ended that at the beginning of the nextp~ in each city, the
front-end process Of strategic aualysis and planning be expanded along the lines discussed
above: '(1) to put 'local leaders fully in control of the most important decisions; 'and (2) to '
explicitly add UEQM 'strategy formulation. The process might work as follows:

1. A central technical assistance/training teem would work with local government staff in
preparing analyses of the development and environmental cballenges faced by a city
(and the relationship of the ~'s current PJM to those challenges). These would
include analyses of trends and strategic options related to land development patterns
and economic development as well as environmental conditions. Results of surveys of
consumer demand would also be' incOIporated.

2. The Walikota woUld then call in 1Jis top management staff along with a few key
private and co~unity leaders for a series of meetings (clr retreats).

.
3. At ttlese meetings, local technical staff (with assistance from the central team) would

presen~ their ideas coming out of their analyses; i.e., outlining altema.tive strategies

-aecent Jeaillalion in the PhiJippinet has required powiDa: involvement of NOOs and other private leCtOr leaders in the
commilfeellhat prepare 10CIl capital bud... (lCinpley and MikeJlOftI. 1991).
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for development opeQ to~ city and presenting rough estimates of the impacts of
each (e.g., iDfrutruetllre and land development requirements, costs and potential
financing, environmental impacts, impacts on job creation and economic indicators).

.. . The estimatesw~ be preseuted only to stimulate the joint tb1nkio• of the local
leadership team, not in the manner of hard forecasts.

• OJ.. •• '. ,,." ,
• ": ,_ .' I." 0' ,t,

4. The leadershiP IIOUP would review, discuss, and debate the results of the analysis.
The circumstance would force them to consider basic strategic options, and tradeoffs
between confJicUng objectives, in a realistic manner.. .

s. They would then make basic policy and program decisions that would set def'mite
guidelines, not only for PJM ~ions, but also for rovising and adding other
programs as needed to achieve environmental, and physical and economic
development objectives. .,' "".. "

... '. . .- .-
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, .
COMPONENTS OJ' A TECIINICAL ASSISTANCE AND TRAINING PllOGRAM .

1. INTRODUC110N

'Ibis 8JlIleX ootUnes lOme~ of a teehDical assistance -and traiDiD. propam tbat
would be apploprlate in support of MPBJ.

CODsillteDt with the new priorities discussed for MPBI in this PP,~ tee1urica1 usiJtance
and traiDiJJa initiatives would primarily be focused on: (1) reform of the system of local
goverument finance; (2) the development of UIban IIJ8DIIO!DODt guideUnes and of an .
iDdigeIlous capacity for 6dueation, training and teeImicaJ auistaDce in UIban 1IJ8II8IOIDfJDt;
and (3) urban enviroDmenta1 quality management (UBQM).

2. TAlTRAJNlNG FOR REJl'ORMlNG THE LOCAL GOVERNMENT J'lNANCE
SYSTEM

2.1 Piiorltles

Two priorities dominate the tedmica11S1i1tance and training apnda for local ,,'tWel'DIIIent
finance. Fint, snngtbeDiDg local1'eVeJlue generation is fundamental to the CClT4tiDued

decentralization of iDfrastrueture investment and serviee-delivery responsibilities. Given the
constraints on central government grant fiDancing, local authorities will be able to meet their
investment ta1pts only by genODting income streams that can help pay' for the cost of
capital. Moreover, effective pricing of local public services is a pre--requisite to gauging
market demand and mamag marbt-driven choices about local investment prioJ:ities, U it is to
providing signals for the most economic use of environmental reIOJJl'CeS. It is ceatra1 to the
process of community choice in designing a local UBQM program.. 'Ibis element of the
technical assistance and training strategy would continue a theme that has figured importantly
in MFP technical assistance under HG-OOI.

Second, tecbnical assistance wiD be critical in assessing the current stren,lths and weaknesses
of the RDA, developing a five-year plan for RnA's institutional development, and worldng
with both RDA and local governments to improve the procedures used for loan application,
project preparation and project appraisal, and debt management.
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A tecbnfca11111J1uce plan for mUDlcipll ftauce UDder MPBI would can few: (a) fOCUl on a
few by mil of !aIdtutIoDI1 cbaDp, (b) Itrlct leqUeDetna of technical auiataDce, 10 that
ltudlea of CUII'eIlt tudtutloaal capacity aDd practice are performed lint, aad tued to ideatify
foDow-up~ that are ...try for .yltem atrerJatbenin., (c) use of short-teml,
tpeeI.u. techDicalllllJluce team. to CODduct the mttlal atudle8•

• j • , • .' ,

AIthouah tbIa IIIIIex identIftea two Ie)JII'Ite «echntca1 auJltaDce themes for reformIn.1ocal
aovemmeut ftNIIM - local revenuo~, and atreDJthenIDI of the JU)A aDd the
muDic:lpal credit system - the two are, in fact, very closely J1nbd. As arped in ADnex
D.I, the ultimate COIIIbUDt on muDic:lpal bcmowing in lDdonesJa Is the capacity of local
aovemmeots to repay loaDs. So tonaas the opportunities for local revenue pnerat!on are u
weak as they are at preaent, locala~w~ pnldently be reluctant to take on debt, for
the very good reason that they have such limited opportunities to ralJe revenues to make debt
payments. In fact, initial atudlea conducted under MPP indJQto that sevenllocal water
companies may a1Ieady have over-exteDded themselves iJi taking on debt buIdeIiJ. In the
end, the most effect:lve way to st:reDgthen the municipal credit system in indonesia is Ubly to
be 8tl'eDgthen local nweuvu-raisiDg ablHty, 10 that localgovemments and the local
community can make realistic choices about how much local investment to finance, given its
cost in terms of service prices ad local taxes.

2.2 LoeaI Revenue Generation

Three important opportunities exist for increasing local revenue generation. First, yields
under the property tax can grow rapidly, as·Ioog as registration procedures, assessment
methods, and billing and collection procecIuIes continue to be upgraded. The Harvard
Institute for Intemational Development (IDID) is providing high-quality technirm. assistance
to the GOI in Ploperty tax admiDiatt'ation, which there is no reason to duplicate. However,
technical assistance in fiDancial mllJl8lelDent should be more closely Jinbct to the BUD
technical usistance in pmpelty· tax administration - e.g., in projecting probable revenue
growth ftom the ploperty tax in a particular city, given its stage in implementing PIOperty
tax administrative reforms, so that realistic budget constraints can be used for budgeting
pUlpOseB.

Secood, local revenue growth can be substantially enhanced, and the efficiency of public
service delivery increased, by more effective pricing of local public services. In most cases,
this will mean more aggressive use of cost-recovery pricing, as well as administrative
improvements in biDing and collecting for service provision. However, in the case of some
environmental services, such as wastewater collection, removal, and treatment, the external
benefits are so important that it is undesirable to try to IeCOver the full cost of service
delivery from users. Part of the cost should be borne by the central government through
grants or by the entire local community through local taxes.

As a fll'St technical assistance priority under this theme, short-tenn teams would carry out a .
series of specialized studies on current service pricing practice, billing and cullection
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plictIce, iIIIdtDtIoDa1 cIpacity, capJtal ftDIlIClq ....., IDd die aet aurplul or doftclt polltloD
of local pubUc pnMden bl eICb of tile key eavimDmeatal ..mce...: potable water
aupply; wllte water co11ecdml, removal, ad tlelDDOIIt; IIId lOUd wute coUecdon ud
diIpoll1. TbeIe ItUdlea would deIcr1be and .... CUl'leDt pracdcea, baed upoIl a __ of
local cue atue:Uea, recommead pracdcI1 cJIIDpI for aeMce IDd revemae 1dmlnIJtradoD, IIld

.. lIII1yze appIoprJate cbaDpllID pricbIa policy, bl Baht of the JCODOIDic and OIIviroDmeDtal
characterlIdcs of the mapecdve IeI'VJceI i. well u tbeir mveaue pIlI1'IdDa capac1ty.

IIcb of tbeIe stud1ea aIIo w"M recommend a aeciuence of step. for impmveme.at of local
revenue pneIItion 8Dd Iyltem admbdstradon wlthJD the service uea covered. Once these
were eadorIed by the se1evult govemment autborIdeI, they would become the paldeUnes for
tile next staae of technical aulstance involvJna Implementation at the local level. Tbia
technical aulstance in Pricin. and menue admiDistration should be carried out in
collaboration with the teclmlcal usiltlnce in inVestmODt plaDniDl recommendod below.

ThiIdly, central govemment leJislatlon wW be needed to give local authorities greater
flexibility in decidinl wlUch local taxes they wW impose, some floxibWty in deciding
appIopriate local tax rates, and potential access to more buoyant reveDue soun:es. Technical
usiataDce in tbt. area would conaist of basic information studies-e.g., of the extremely
limited revenue railed by various miqlJaneous taxes in some regions, where the costs of tax
administration exceed revenue collections, or of alternative ways that limited local diacretion
over tax rates could be introduced, consisteDt with central government constraints.

2.3 StnnatheaIDI RDA and the Municipal Cndlt System

Annex D.I proposes a five-step strategy for strengthening the institutional capacity of the
RnA through technical aisiatance and training, and equipping it to serve as an effective
transition vebicle to municipal access to private credit markets.

The lint step in this process is to COD~uct an independent evaluation of RDA's current
operations, institutional strengths and weaknesses, and relations with local governments.
International support for the RDA bas been hampered by a good deal of uncertainty as to
how it functions in practice, and whether local authorities view it as a readily accessible
SOUtee of credit responsive to their needs. The limited amount of infonnation on RDA
operations that is published makes it impossible to reach an infonned judgment about RDA
perfonnance from publicly available sources. Given the importance of RDA to the policy
agenda, this institutiOD&1 assessment should be carried out as quickly as feuible. 111e
technical assistance team conducting the study would collaborate with RDA's technical
advisors from HnD.

PoUowing completion of the institutionalusossment, a five-year plan for development of the
RCA would be prepared and agreed to by the Ministry of Finance, BAPPBNAS and
representatives of local government. Technical assistance can be used to help draft such an
agreement. Most critically, a choice must be made by the GOI as to whether RDA is
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tDtAtDded to deve10p U • permaeot puuIItIlaupply credit to the muDlclpalIeCtOr at below
mubt IIteI of iDtereIt, or whether it IIlIlteaded to be a traaJldoaal iDldtutloD, padua11y
movlq muDlclpal credit aupply toward market term••

TIle dWd aDd fOUltb step. in the development 1tI'Ite'1 fnvolve tecbDlca1 aulatuce in project
. preparation aDd project app/lial, IDd debt m.napment, to the RDA and 1oca1 author1t1ea,

reapecdve1y. It II probdle that the .,.,. emphasis .hould be placed on UIlJtance to 1oca1
aovemmeotl. The Dm Itatf at RnA already baa rec"lved tratnin. in project appraiJal from
BDD. Local aovemmeot offIcJa1I am lJke1y to stand in pealer need of these I1d11s at thJs
pOint. Moreover, III a deceDtraUzed .yltem of infrastlUctule mvestment and ftaaace, moat of
the work in project preparation and project appraiJal should aradually be shifted to local
IOVerDlDentl themselves, where the s;espODsiblUty for investment choice should reside. This
stage of t.eelmlcal uaistaDce could be carried out in corgunctlon with the urban maD8pment
prolJ'llD deIcribed below.

FiDally, the teehDtca1 uaistance mftnanclal manaaement would tie toaethor local revenue
generation options, clescribed above, and local debt management and fiDancJal planning for
capital 'lnvestmellt. This will mquire development of guidelines fur projectinl year-by-year
financin. obliptioDs under all sources of debt, comparing these with reasouable projections
of revenue arowth, and adoptiD. prudent ItaIIdards for ~·)veragc of debt payment ob1iptions
from umestricted local funds. This work is central to the develc.'pment of a stable credit
system. At preaeIIt, local authorities appear to waver between an exagerated fear of taking
on any debt obligations and an unwillingness to face up to the magnitude of annual debt
payments already assumed through SLAB and other devices.

:~. TAlTRAJNJNG TO DEVELOP URBAN J\1IANAGEl\U:"" GlJIDELINES AND
. AN INDIGENOUS TECHNICAL ASSISTA.~CE AND TRAINING CAPACITY

Them are two sub-componenta in this work: developing urban management regulations and
guidelines; and developing an indigenous education, tmining and 1~"Chnical assistance capacity
in urban management. Considerable planning (and other prepar:lInry worle) for each bas
aJready been accomplished in the MFP project. New resources provided here would be
devoted to extendiDg and implementing these plans.

3.1 Urban MaDqemeat ReaulatiODS and Guidelines

The MFP bas already initiated a comprehensive inventory and a,~ssment of all regulations
concerning urban JDfmageDlent (including finance). The next P~l~ of this work is intended
to involve revie"ing the results of this inventory, and then: (1) f,'nnulating a unified code of
regulation (and specification of gaps in existing laws and regulall,'ns); (2) issuance of
guidelines to help implement the regulations; (3) development u, J system for coordinating
the issuance of new regulations; and (4) training local goveml11l:ll1 officials in the regulatory
~e. .

•
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3.2 IDd~ Ten_' AllllalIICI ad Trela.... III UrbaDMau..-&

A collaboradv. elfOl't by the advUory tam. of the MPP IDd the It7lDP IIDpJaneatatlcm
Support PJvject baa pepared ID laveatory of all tRim... pIOJIIID' CUl'nlldy available for
10cal oftIcJala ad u.I that u • billa for dlacuulou with all of the ..... putfctpedq fa

. tile IMO. Apw:y COUDteIpIItI recoptzed tbat preMDt traJafq optlona .. Jdahly

. frqmeatecI with ..baaud.l pp. U we11 u overlap.. There wu paeral.-n- that the
abIo1ute leVel of teeludca1 .......ace IDd tlIbdna for local aovemmeau DMded to be
iubltaadalJy mcr..ed, tbat a coordiDated appn1ICh wW be required, aDd that it ahouJd focus
OD bul1dlD. JacItpnou. capacity Ia urban lJWI8PIDeot.

The preseat dealp can. for lODIethJnJ mbetween Jarae ICI1e restruetudol (that would
requir6 markedly pter ceotraUzed coordiDatioa) and aD mmmental approach tbat would
only modestly I4U1t exiItiD. pIOJI'IJD'. It emph.sizes tarpted~. of parts of the
current system atona whO so1ected program COOJdiDadoD. Sugeated principles state that the
.ystem: .hould addreIs both ltrUetUIa1 aDd coatent deficiencies; should taIpt a1lle1evant
actors (central as weD as local) while beiDa focused on maNlement of urban local
government services CODSistent with the national policy of decentralization; should be
"demand driven" aDd responsive to the job D.eeds of local managers; .hould be paid for in
large part by loca1govemmeuts; .hould me:rae the concepts of technical usistance aDd
training; aad should be conaciously experimental.

The design for a DeW training program in urban management caDs· fm "Tier 1 cOurses"
which would otfer materials on Itl'ategic management for Tk.D top maaagement teams
(assessing conditions aDd poteDtials of their cities, setting priorities, allocating JeIOlm:eB,

organizing and motivating staff, and monitoring results)" "Tier 2 courses" would be aimed at
lower level professional staff, and would focus mom on "how to do it". There would be
both Tier 1 and Tier 2 courses in four substantive areas: (1) financial maaagement, (2)
infraBtrueture capital investment pJanning; (3) service delivery maaagement; aad (4) spatial
planning and land maNgement.

TAltraining resources could be applied to extend the design of this system and implement it.
This would include: (1) preparing aD institutional development plan; (2) cuniculum
development; (3) training of trainenj (4) establishing tlaining sites in selected location; and
(5) aSsistance in maaaging the overall pmgnm.

3.3 StreDltbeDiDI Education for Urban Planning and ManaaemeDt

Whereas trainiDg programs for local officials address short-tenn requirements, there is a
comsponding need for development and expansion of fonnal education courses, at
undergraduate and graduate level, in urban planning and management. Presently, the
premier courses are given by the Bandung Institute of Technology (ITB), which is the
longest-established institution in Indonesia offering education in urban development.
Bowever, several regional umversities have recently started to offer courses in urban
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planol", and mlnqemimt, or to plan to m'*Jlt such counea, often spec1aJldna in particular
~. .
DeIpIte thla expaoaIon of iDtemIt mprovjdJq pJaonlOl education - confirmed by
CODIiderable demaod for pJacea at theso udiversJtiea - the lupply of planni"l paduates will
coatImle to fall far abort of the need for tile foreaeeabl~ fuuue. Graduates fIom schools of
UIbaD pJaont"l and mlupmem wW be needed by central and local govemment, CODIUltl.ng
firms and the media, NGOs and other orpnizations involved in urban development. At the
lime time, the curricula at theIe UDive.nitiea may not appropriately Jeflect curnmt needs, and
deIerves a flub m1ew to determine whether and how they should be updated.

TA/traiDlng resources would focus ~ these issues, including the integration'of systems for
tndniog and education; the development of appl0prJate curricula for Indonesia; the
ickmtlfication of institutloDs for expmsion and development of courses on pJanniDg and
mamapment; the relationship of the various uuiveraities with ~h other, with other training
iDIltitutions and with ovmeas institutes; and would give assistance in m8ll8ging the overall
pro,gram of university strengthening.

4. TAlTRAlNJNG FOR URBAN ENVIRONMENTAL QUALITY MANAGEMENT

TAittaining resources could appropriately be focused an what has b~n suggested as the
primary eD.vironmental objective under the Policy Act'~ Plan: the developmeJlt of local
UEQM strategies linked to IUlDP. (The principles.. JBQM as described in Annex D.2.)
Four work components would be l'eqUired: (1) devel~.v&l1g a program of urban environmental
monitoring; (2) dcsigDing an applOlch.to UBQM analysis. and strategy formulation; (3) trying
out the approa.eh, woirklog with 1ocal1eadelsDlP to develop UBQM strategies in several
cities; (4) building 1essooB from this experience into the broader plan for devel~g
indigenous technical usistance and training capacity in brban management. . .

4.1 Environmental MonitoriDI

Developing hard facts on past changes in local environmental quality (and using them to
predict future qu.ality levels under altemitive development scenarios) will be essential to
motivating localleadersbip to take UBQM planning seriously. Attempts are often made to
define ideal monitoring systems and data bases, but few such ambitious projects are actually
implemented. It may make more sense to define a limited set of indicate.lrs at the start for a
few cities and then assure that the capacity is provided so that measurements will be tlken to
update them on a regular basis. Additional, and more rermed, indicators can be added later,
and the program can be expanded to additional cities, as capacity growth pennits:

GOI and local officials are developing a fairly complete monitoring program for Jakarta with
support from the World Bank MEIP program (see Annex D.2). This approach could be
modified to provide a r::ocIel for effot1S in other cities (mid-sized cities in the 100,000 to one
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mlIUon population I'IDIe would pmlUly be the molt approprJate poup of ClDdldatel).
Given ecoJlOIIdea of 1CI1e, it u llbly that eaviroDmeDta1 mordtorJDa IhouId be perfonned by
a central or provJnclallevel qency rather tban by each loca1lty on its own. It would be
bDperatlve, however, to UIUIe that IWUltlq data are rapldly and automatically provided to
Joca1.ovemmeota for use in theJr atmteaic planat.... proceues.

4.2 DMplal aD A....-cb to UEQM Aaalylls aDd 8tnteD' Formulation
.

Over tbe past decade, a number of teelmical studiea have yiolded approprJate methods tbat
could be UIed in local UBQM analysis and strategy formulation. For example, these include
methods for: (1) enviroDmental risk 8D8lysls (determiDing comparative priorities among
environmental problems); (2) 8D8l~g the environmental effects of alternative
investment/development plans for U!bab areas; (3) trackiq and projecting service levels
i.np1ied by such plans; and (4) combiDed comparative evaluation of enviIonmental, cost, land
use, economic development and other impacts of such plans.

Technical assistance in this area would be devoted to adapting available methodologies for
use in this type of analysis and strategy formulation for Indonesian cities. The work would
entail the preparation of guidelines, computer software and example analyses (in Bahasa
Indonesia).

This work would emphasize simplification. There is often, tendency to make msearch and
analysis lib this much too complex ud time consuming. If it moves too slowly, there is the
danger that, at best, it will be regarded only as an academic exercise -- or, at worst, that it
will never be completed. It is extremely important that these tendencies for over-eJabomtion
be avoided in ¢he real analytic frameworks for UBQM in 1ndonesia. The basic data
collection and strategic planning required for UBQM can be done in a short period of time if
a simple (understandable) framework is establiShed. It will not be perl'ect the first time
(many data, and perhaps conceptual, gaps will remain) - but the process can be improved
incrementally as it is tepeated in the future. Perhaps the best way to stop it from becoming
too elaborate in any city would be to set a definite time limit for UEQM strategic analysis
and planning (say, three to six months from start to completion).

4.3 DemoDStratlon Projects: WorkiDg with Selected Cities to Develop UEQM
.Strat.es

Given the development of the approach and methodology described above, the next step
would be to apply it in demonstration projects mselected cities. Again, it would be
appropriate to select cities in the mid-sized range for this purpose (100,000 to one million
population).

The technical assistance team that would work with local governments in these efforts would
have to include some expatriate specialists, but the teams would be led by Indonesians of two
types: (1) central or provincial government staff who have received special training in the
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type of 8trIteIY formuiadon proposed; and (2) other 1I*'811sts who will be reIJ)OD8lble for
developiDllIId partlcJpadng in the proceu of lonpr term teehDical wlstance and traint•
for local JOVemmenta iD UEQM (see dlIcuulon above).

Aft« the candidate cities bave been selected, and tenDs of 1'eference neJOf:lated with the
mayors, the proceas would proceed in each city as follows: (1) the technical assistance team
would work with local government staff in pmpariDg analyses of the developmeot aDd
environmental chaUenges faced by a city (and the relationship of the city's cummt PJM to
those cballen.es) using the auidelines developed above; (2) the mayor would then call in his
top management staff aloD, with a few key private and community leaden for a aeries of
meetiDgs (or retnatI); (3) at these meetings, loca1 technical staff (with assistance from the
TA team) would present their ideas~g out of their analyses: i.e., outlining alternative
strategies for development open to the city and presenting rough estimates of the impacts of
each (e.g., iDfrastructure and laud development requirements, costs and potential fiDanch1g,
environmental impacts, impacts on job creation and economic incJicaton). The estimates
would be presented only to stimulate the joint thinking of the local leadership team, not in
the manner of bani fcnecasts. And (4), in this context, the local leadership team would be
forced to consider basic strategic choices in a realistic manner. The initial retreats might
lead to other meetings, to policy decisions and guidelines after th:u. and tiDally to
modifications to improve current PJMS.

4.4 IncUaeaous Tedmical Assistance and Training Capacit)'

The concept of developing forceful UBQM strategies and programs for all of IndOT"lesia'S
mid- and large-size cities, and regularly updating and strengthening them, would be
infeasible if it depended even primarily on external donor assistance. The only way to
further the concept would be to build capacity in Indonesian institutions so they can operate
training programs for, and provide technical assistance to, local Ic:lders and staff in UBQM
over the long term. Thus, enviroDmenta1 themes would be incorporated in most of the
modules of the urban management training program described d~)\'e, but the greatest
emphasis would be placed on modifying the proposed module on \patial planning and land
management. The materials that would serve as the hasis for currkulum design would
already have been provided in the work discussed above (i.e., gUI"'elines for environmental
monitoring, analysis, and strategy formulation, plus case studies of t~e demonstration project
experiences).

A:\MFII.D3, ML, FeIIruu)' 10, 1993.
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ANNEXD.4

ECONOMIC ANALYSIS

1. INTRODUCTION

The economic lDI1ysis finds tbat tho .Municipal Fjnance for Bavironmental Infiastructure
.(MFBI) proJ1'8Dl will provide substantial direct and indirect economic benefits both from
support ofpoUcy change, and through tho dh'eci investment of resotJn:eS in urban
envh'onmental infrastructure. '!be MFBl program supports the Government of Indonesia's
policy agenda to stimulate higher levels of investment murban services; bnprove cost
recovery, debt management, and more efficient use of 1'eSOurces by local governments and
enterprises; and establish sustlUnable credit mechanisms whose capital base will Ultimately be
augmented from private financial markets. The program will also have direct economic
benefits JeSU1ting from GOI expenditures on infrastructure (consisting of the local currency
equivalent of $125 million mwater supply, KIP expenditures, environmental sanitation and
draiDage, and flood protection) under the program'8 Investment Plan.

Section 2 of this annex examines how BG-eligible environmental infrasttucture investments
in water supply, wastewater treatment, solid waste disposal, draiDage 8Ild flood control, 8Ild
the Kampung Iml'lOVement Program fit into the GOl's development plans.

Next, Section 3 provides a rough estimate of the quantifiable economic benefits of the
program and nwiews the economic arguments for the program's support of investment in
urban environmental infrastructure. The analysis of economic benefits concludes that the
returns far exceed the opportunity cost of the cmtit subsidy appropriation. The economic
arguments for the program reviewed include the following: (1) that the Jack of appropriate
infrastructure constrains the pace and spread of economic growth by creating production and
distribution bottlenecks; (2) tbat the lack of timely environmental infrastructure investment
leads directly to environmental degmdation that cannot be mitigated, and highly discounts
future benefits in favor of current consumption; and (3) that inadequate infrastructure has
very significant negative impacts on environmental health and social welfare that are often
disproportionately biassed towards lower income groups.

Section 4 looks at infmstnlcture pricing policy in the light of policy instruments to support
the GOl's environmental agenda. Finally, Section S briefly reviews'some economic and
regulatory instruments available iJ:1 establishing environmental policy and gives outline policy
measures proposed for Indonesia. It also discusses economic tools available in support of a·
market-driven approach to the establishment of levels of service for urban infrastructure.
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2. THE DIl'ldAND JrOR ENVIRONMENTAL INPRASTRUCTVRE

2~1 'lb. CuJ1T8Jlt Situation

CoD81derablo prop-e8B has been achieved In meeting infrastructure requirements in Indonesia
, over the last twenty years. Por example, the leqth of paved roads iooreased from 20,000

km in 1970 to over 100,000 km in 1990. Over this 20 year period, tho installed capacity of
the state electricity company has grown eighteen times. Tho capacity of public ,piped water
schemes was also increaaed nearly thIee times in this same time frame (1).

While impressive progress was achieved in the 19705 and 19805. the vigorous pace of
economic g!'Owth expected in the 19~s w111 demand further considerable increases in
infrastructure investment. At present, as documented in Annex 0.2, IndOr.lesia lags behind in
a number of critical infrastructure areas. Por instance, only about ~6 percent of households
are on municipal piped water systems; estimates for commercial operations are much lower,
at abcut 12 porceut. The vat majority of residents of Indonesia's cities use on-site
sanitation, which becomes unmanageable beyond cenain densities. CollecUon and treatment
of waste water is almost non-oxistent. DraiDage facilities and solid waste management are
also consideJed to be inadequate. (1,6,7,11)

The current situation of unmet demand for urban environmental infrastructure will be
exacerbated by the continued increase in urbanization and increasing incomes. Meeting these
demands, however, seems to be less than adequate. For exampl~ the continued use of
umegulated groundwater to meet water demands will result in aquifer depletion (1,7).
Persistent use of on-site sanitation systems when municipal systems may Provide economic
gains through economies of scale and environmental benefits al$() appear economically
unjustified. Those short-tmm solutions are unlikely to be sustainable,~ it is clear that
large investments are needed in environmental infrastructure as \A, c:1l as improvements in the

.efficiency of service delivery.

2.2 The GOI's Investment Pro.......

Both the World BalIk and BAPPBNAS MCOgnize that investmenl levels are falling behind
targets for infrastructure investment. It is also recogl'ized that, in its five-year development
plans, the GOI has afforded a hi~h priority to infmstructure, 1'3iiing its share in total public
investment from 43 percent in R~~llta IV to S3 percent in Repehta V. This represents an
increase from about 3 percent of GDP to 6.S perr.enl of GDP, re\pcctively. (4)

Investments in environmental mfrastnlcture are reported in temb of public investment in
water supply, sanitation, drainage and flood protection. and in Itk' Kampung Improvement
Program. Investments in the subsector, measured as a percenta~\.· of GDP, are not expected
to increase from Repelita V to Repelitl VI, remaining at about II ~ percent of GDP.
Although the absolute percentage devo\~ed to water supply and !\,;U11l3tion infrastmcture has
not changed, the emphasis between sub~tors is expected to cll.ill~C. Table 1 indicates that,
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aItboulh expeadIUna 00 KIP would iacJeue lliIhtly and water aupply bweatmeDt decreue
aU8btly, expeodltulU on eavb'oDmODtalllDltatlon and cImJDap are expected to increue
coaaiderably, at tile expeue of flood protection.(4)

An iDcIeased empbuls on inveatmeat8 "Un, with pn'tadon issues would reflect a Ift'8ter
. empbuls on midpdng the neptive externaIidea auociated with poor and inadequate

IlDitation. These include issues of water quality and quandty, environmental degradation and
public health.

Table 1

Indicative Investment ,Propam for Water Supply and Sanitation
RBPBUTA V and RBPBUTA yx, percentage allocation

Repelita V RepeIlta VI

bb-SectpD percentale percentap

KampuDg Improvemout Progmm - KIP 9" 10"

Water Supply 44" 42"

Environmental Sanitatiou & Dmiuage 9" 21 "
Flood Protection 38" 27"

TOTAL " 100" 100"
iource: ConsUltants estimateS, (4)

3. ECONOMIC ARGUMENTS FOR INVESTING IN ENVIRONMENTAL
INFRASTRUCTURE

3.1 Estimate of Quantlf'aable Benefits

The program will provide substantial direct and indirect economic benefits far in excess of
,the costs of the KG loans both from support of policy change, and through the direct
investmout of resources in urban environmental infrastructure. The most significant
economic benefits of the program will be achieved through support of the GOI Policy Action
Plan. The long-tonn ,impact of policy change will be to stimulate higher levels of investment
in uroan services; improve cost recovery, debt management, and more efficient use of
resources by local governments and enterprises; and establish sustainable credit mechanisms
whose capital base will ultimately be augmented from private financial marketS.

The program will also have direct economic benefits resulting from GOI expenditures on
infrastructure (consisting of the local currency equivalent of $125 million in water supply,
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KIP expeadltu_, envboDmea1a1 pmtadon &lid draIDap, aDCI flood protection) UDder the KG
101li Local Curmocy InveltmeDt Ptopam. In additlon, tho pI'OJI'8ID will havo indiroct
oconomlc beDefiU resultiDg from increuod health and productivity among households,
onbancod efli.cJeDcy IIId competitivenoas of private firms, and long-term cost savings duo to
eDVironmeDtal presorvadon or rotardod depletion of non-ronowable natural resources,

, espocla1ly JI'OUDdwater aquifon.

1110 costs of tho loan parantees will amount to $16,156,2S0 in credit subsidy appropriations
(12.925" of $125 mDlion in loan guarantees, given the country debt risk mting for
Indonesia). The opportunity cost of capi1a1 in Indonesia is estimated at between 10 to IS
poxcent. Although it is difficult to quantify tho economic benefits resulting~ a program
such as this, tho economic benefits~ estimated to far exceed the opportunity cost of the
credit subsidy appropriations due to the following:

1) Local Currency Inyestmeot Pmmm: mums on urban infrastructure
investments to be made by the GOI, in amounts equivalent to the $125 million
in loan guarantees, are ~ted to range between 10 and IS percent;

2) Polley Actkm PlID: anticlpired benefits associated with selected policy reform
initiatives suggest a magnitude of order of impacts of the overall Policy Action
Plan of several hundred million dollars, in addition to the direct impacts of
infrastructure constnJetion; and,

'J) Other Benefits: additional benefits, such as gains in health and productivity and
improved environmental preservation and management, will also acclUe,
further contributing to program's economic rate of retum.

The most readily quantifiable economic benefits of the program are returns on investment in
urban infrastructure made by the GOI under the Local Currency Investment Program. The
first section of this analysis reviews World Bank methodology and criteria for determining
the economic benefits of infrastructure investments, to provide an indication of the returns of
such GOI direct investments. The economic rate of mum (ERR) of these expenditures is
estimated by the World Bank to range fOlDl 10 to 15 percent for water supply subprojects,
and over 25 percent for road improvements. Data on the real net 'increase in land values due
inftastructure installation is also presented to provide additional proxy indicators of: the
economic benefit of direct investment in urban infrastructure.

11Ie next section of this analysis examines two examples of potential benefits of policy
reform to illustrate the magnitude of benefits associated with the overall Policy Ar.tion Plan.
The last section lists additional, other benefits which further contribute to program's
economic rate of return.
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3.1.1 InyoItmf4lt Pmmm Bc;gnqmJg Begaf'J;g

Recent World BIIIk 1IIbaD batiutructure PJOJI'IIIlloans, lOch as the But Java-Ball Urban
Development Project (BJBUDp) and tile Sulaweal-IrJan Jaya UJban Deve10pJneDt Project .
(SDUDP), are similar to MPBI mthat the funds _ to be used for sevem1 different urban

, aubsectors ma variety of municipalities throughout Indoneala. Rather than calculadDg the
economic mum to the endre PIOJl'8ID, tile World Bank 8Dd tho GOI have developed a

. somewhat simplified and streamlined approach to evaluate speciflc subproject proposals to be
fiDaDced under BJBUDP and SDUDP. Subprojects are first cltisifled accordiDg to
investment costa, as follows: small (less than Rp 400 million in constant 1~89 prices);
medium (Rp 400 mi11ioD to Bp 4 b~); and, large (greater thaD:Rp 4 bIIlioIl). The
ecoaomic viability of small subproj~ is presumed, 88 IoIlg as they adhere to agreed
planning and desilll criteria (see below). Medium-sJze subprojects are subject to a simplified
ecoaomic ualysis, performed locally. LalJe subprojects have to go through a detailed
stand81'd Bank 8D8lysis, 'and are reviewed on case by case basis.

Economic rate of return (ERR) or net present value (NPV) calculations are required for
medium and large subprojects in the water supply, road, and dminage subsectors. Although
an BRR of 10 percent is used as the minimum cut-off rate, most water supply subprojects .
have had an estimated ERR of between 10 and IS pel'CeDt, and several road subprojects have
had an estimated ERR of 2S percent or more. Quantification of economic benefits is based
on:

Water Supply: . consumers' willingness to pay supply;

Road improvements: expected savings in vehicle operation costs and time savings;

Drainage improvements: either avoided flood damage or increase in land values plus
~uction in the' expected level of road mainteDance costs.

The economic benefits of human and solid waste management and kampung improvement
subproje.ets are not quantified. According to the ETBUDP StaffAppraisal Report:

Both the' human and solid waste management subprojects represent least cost
solutions to the problems of providing a bar.ic level of service that is adapted
to local needs·and traditions. Economic viability of similar kampung
improvement was ~onstrated under a series of World Bank assisted projects
in Indonesia, including Loans 1972-IND in Bali and 2408..IND in Bast.Java.

The World Bank has used the above-noted methodology and criteria for detennining the
economic benefits of investments in urban infrastructure not only in Indonesia; the World
Bank has applied this approach to sector-based lending throughout Central and South
America.
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AD Iddltlooal proxy me...ue of tho eConomic beIleftu of lnimeCtOl'8l iDfIutruetme
iDveatmefltl is cbaI:Ipa In land values. Seveml recent studies have demooltllted a .lplflcant
real net iDcreue in 1IDd vaIuea due to iDfIutruetme coaltrUCtion or uppacliDa. Por'
example, acconUq to an Intemal GOI report completed in 1991 by Robert Cervera, B~t
MlUImMI JIYnancIn, ofl'1frtulrUClUl"e In Indonula, road Improvements alone have led to
the followiq mcrea. ~ ID40DeaJan land values (In 1990 rupjah pr1cea):

• for fum laDd, valuea lncrcased between Rp 9,000 to Rp 12,000 per m2;

• for ~ident1alland within DIa Jakarta, values increased between Rp 20,000 (in the
suburbs) to Rp 100,000 (downtown) per ur; and

.
• in the Botabek region, the land value premium associated with access to ml\i01' roads

ranged between Rp 10,000 to Rp 115,000 per m2 for reaidential plots, Rp 45,000 to
Rp 150,000 per m2 for commercial plots, and Rp 10,000 to Rp 55,000 per m2 for
industrial plots.

For integrated iDfIutructure schemes, cervero gave the following examples:

~I North DeDpasar (Bali) Program - Adjusting for inflation and regional trends, it is
estimated that land values rose by 32 percent in real tenn\. or by about Rp 12,000
per m2 in 1990 rupiahs.

• Gianyar (Bali) Program· Again adjusting for inflation and regional trends, it is •
estimated that land values rose by 83 percent in real tenns. or by about Rp 9,250 per
m2 in 1990 rupiahs. .

For comparison, the results of a recent land price model estimah:J for DKI Jakarta by
Professor David Dowall in The PrIce ofLandfor HOllsing in Jakarta: An Analysis ofthe
Effects ofLoctltlon, Urban I1ffrastrueture, and Tenure on Residential Plot Prices were as
follows, using data on average land value changes for 128 kelurolhans in Jakarta between
198'7 and 1989:

• the average per-square-meter benefit of providing inftasuueture over this period was
Rp 57,400;

• given an average plot size of 120 square meters, this amounts to a benefit of
approximat.ely Rp 6.9 million Per residential site; and

• this amount likely exceeds the actual per plot cost of roath :md other infrastructure,
suggesting that a full cost recovery infrastructure finance pntgram could be supported.

Finally, for international comparisons, various studies published h~ USAID Office of
Housing and Urban Programs have noted the following:
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'. die prlco of .Yk:ed lad In BlnaJcok'mcr..ed at aD unuallU1 rate of almost twice
tbat of UIIIOI'Viced lad fIOm 1988 to 1990;

• In Santa enaz, BoUvJa, 1aDd with access to piped water, paved streets, floodID.
protectlon, ad nadimeatary wastewater JeIlIovalle1ll at 10 to 15 times the price of
companbly located IIIId without the8e serviceI; and

.. the typical uppadiDJ plOject In developln. countries earned a rate of retum of
between 20 aDd 30 percent.

3.1.2 &;onomic~ BofQ1lD

Two examples of the possible ftnancJ8l impact of policy reform that may be le8dily
quantifiable are the mcr..ed fiDaDcial viability of local water ente1prlses. (PDAMa), and
increased tax revenUe from the property tax. Regarding PDAMs, in a recent sample of 14
PDAMs by MPP team, 8 of the PDAMs lost a total of Rp 5.8 billion in 1990. Ifpolicy
reform regarding me settiD., debt service ratios, and technical assistance to PDAMs is
successful, one would expect these PDAMs to become income generators. As this survey
included some of'the healthiest PDAMs, one would also expect the JeSuIts to be even more
dramatic for the other 300 plus PDAMa and pre-PDAMs (BPAMs) located throughout
Indonesia. Ifone-third of the total of these 300 PDAMlBPAMa were to have at least
comparable reductions in losses, for example, the magnitude of benefit .would amount to
roughly 530-40 million.

Regarding the property tax, mtenue from rw:al and urban properties ~.sed at a
compounded annual rate of almost 20 percent in nominal terms and nearly S percent in
constant (1985) napiahs over the past two decades, rising from 'ip 7 billion in 1970 to
Rp 286 billion in 1991. Moreover, since the 1986 property tax reform, property tax 1'eCCXpts
have more than tripled in nominal terms and increased 139 percent in constant (1985) rupiahs
(including the "P3" sectors of plantations, forests~ and mines). Total property tax RlCCipts
during Indonesian fiscal year 1992 were just under Rp 1 trillion. One would again hope that
continued policy reform will facilitate even greater property tax mtenues, as well as
designate a larger share for local governments.

3.1.3 Qtber Benefits

Often overlooked and extremely difficult to quantify in determining the· economic benefits of
environmental infmstrueture projects are the following:

•• Reduced health care expenses and increased worker productivity due to better urban
sanitation, especially regarding water supply, human waste disposal, and solid waste
disposal.

• Net increase in GDP due to a healthier and more productive work force.
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.. PIweMdoD or ftarded deplIdoD of DODoftIIeWable aaturallllOUrCel, eapecJally
water, due to tile devtJopmeat IIlcIICOIIOIDic prJc1D. of uIbaD JDtruaxueture ad
aerv1ceI.

• IDcIeued eIfJcleIlcy and etlectlveaeu of urban-baled lDdultrlea aDd services due to
tile improvemeat of auppordq urbanlDfrutrueture and aervicea, eIpeCiI1Iy roadI,
porta. power, II1d commuDicatioDa. .

• IDcIeued ettectlve demand for urban iDfrutrueture 8Ild 'aervJ.ces. aDd thu. pater
fiDaDcial vJabiIity of such capJta1l1lvestmenta. due to decentraUzed pJannin. and
JIl8II8PIDeIlt of 8u,ch projecta.

• Decreued foreip borrowlDa due to the deveiOpment of a lustaiDable credit system
for financiq local investments III urban infrutrueture and services, as well as the
utilization of previously untapped local revenue sources and private sector capJta1.

• IDcIeued eft1cieDcy and competitiveness due to the development of more capable
urban managers and muDicipal technical staffs.

Thus, the economic benefits of the MuDicipal Pinance for Buvironmental Infrastmeture
(MF.BI) are estimated to far exceed the opportunity cost of the credit subsidy appropriation
for the KG loaDs. 1.be economic benefits of the Investment Plan aspect of the MPBl
program alone. NJtjmated CODSeI'Vatively to have a ERR ranging from 10 to 15 per=tt,
enables the program as a whole to roughly approximate the opportunity cost of capital in
Indooesia. If tile substantialloDg-term benefits of policy change are next added to the
calculation of benefits, the overall BBR for the MFBI program may be seen to more than
double. If DODqU8Dtifiable benefits could also be added to the calculation, the overall ERR
would be further incJeased. .

3.2 The Role of Eco.-:alc InInstnIcture In Economic Growth '

Environmental infrastructure plays a fundamental role in economic growth. Indonesia is
looking to non-oil and non-traditional exports, particularly the manufacturing sector, to act as
its "engine" of growth. An adequate supply of efficient infrastructure promotes the
production and distribution of goods by lowering industrial and commercial production costs.
This can have important ramifications ,on a firm's competitiveness and productivity. Without
adequate development of such infrastructure, serious bottlenecks in production can emerge
and dimjnish growth and employment. There are, for example, cases where several
industries decided not to locate in Surabaya because of the lack of an adequate and suitable
water supply. (7)

A number of studies have given ample evidence that the lack of adequate infrastructure is a
major constraint to industrial growth and to the diversification and the spread of industtJ&1
development to other regions within a country. (2,3) Empirical evidence from several
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coiiitrJeI doc:uIIIeatI.bOw.cIefIcI.cJeI ill pubUc~ bDpoIe mbltaDtlal cotta 011
IodIv1duI1 iDdUltdea. III 1adoDeaIa, for luaaDce, 'die Jack of adequate muDicJpllauppUea of
water fomea mdulUieJ ud c:ommercIa1 eateIpr1Iu to Ule poulldwater ,ourcea. PJtm. have
to meet the capJta1, opendq ad mu...... coati of tbeIe IOUn:eI, aDd, in I ~orJty of
CIIeI they .. aIao cbaqed' for pouDdwater Ule. It u lIb1y dW todultrJal ad commercial

, CODJUJDeII would be beaer aervod tnJm mUlitctJ* .y.... tbat would capture ermaomlea of
acaIe.

3.3 ............ Depadadoa

SIlvlroDmeatal delfldadon of water~ tbroulh iDadequate proviJion of wutewater
facWtiel1eadI to a decUae til water quallty and, the1'efore, in the quandt] of potable water.
Cunent pIICticea of KfOUlldwater mintq tn certain ueu of Indo_II (particularly laJau1a)
and pouDdwater "1ICI'if'b. due to the Jarae volumes of human sewap and other black water
tbat enters the poulldwater, contr1bute to!ta dearacJadcn. (1,6) Further, the Iacl&: of adequate
sewerap ud lOUd wute diJposal CODtlnue to pollute surface water. 'At present, bioloaical
oxygen demand (BOD) exceeds conve.mional JtaDdards in many rivers flowiDg through mtVor
cities. Heavy metals contaminadon in certain ueas (the Bandung·Jakarta corridor) gate full
treatmeDt of water impossible, and may result in permanent degradation. (1)

Due to a Jack of investment fo municipal piped water in a number of urban areas in
Indonesia, excessive p'OUndwater extraction baa led to pe.nnaneot environmental damage such
u saline intrusion, IaDd subaideuce and depletion of aquifen. 'I'IleM damages extend to
building foundations, flooding and lou of access to potable wate:, 'W~Ut ~lbsequeDt health
and social welfam 101leS., (1,4) .

A significant reason for the continued deterioration of the water resources in IndOllCSia is an
inability to intemalize full extemality costs - both positive and negative •• in the price of
water or other environmentally linked urban services. Incomct price signals send
inappropriate investment and couumption messages. It is a classic case of heavily
discounting future benefits in terms of current consumption. (13)

3.4 Eavlronmeatal Health '

Improved public health and social welfare remain major reasons for investment in urban
environmental infrutnJeture. A review of health benefits of fICCeSS to potable water (14)
revealed tbat the negative he:dth consequences of inadequate drinking water and of poor
handling of wastewater fall disproporticmate1y on the poor. For example the lack of proper,
sewage disposal facilities has been usociated with outbreaks of serious, often fatal, mnesses,
especially for the poorer segments of the population in Jakarta. (I)

High rates of diarrheal and other water-bome diseases reduce life expectancy, cause loss of
work opportunities, incJ:ease family care burdens, and caalse productivity losses among
workers. The severity of dialThea, in tenns of days reported ill, appears to be higher among
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tile UItJa du die nan! )Xi'Ol'. Overall, dIarrIIea II the tird btlltlt ClUte of iAtUt mortllky
ill 1adoDeIta, eau'" ibout 16 pemeat of deeth•• (6)

The 'DlbWty to moaetlzo MtInIIlitlu like bea1th bD-ftti within colt beDcftt lDIly.la, add to
mab expUcit tile po11utlon-hMlth NIatioDIhlp, cJ~u'l undereIdmuea the tun Impact of
eDVlroDmeatI1 iDfJutnJeture .improvemeatlllld of their lmPf.Ctl on eov!roDmeatal health.

. 4. PRICING AND COST RECOVERY

Prlciq fa a powerful tool used by the economy for efflcieDt resource Ule. Ot!1er I'8guJatory
and economic instruments used in poJicy choices are dlscuued in Sectlon 5. In tIds section,
economi~ priciDJ as well as cost recovery iasuea are discusse,d.

4.1 PrleIq 1sIu.

4.1.1 bbUc and Priyato Goods

Urban environmental iDfrutrudUm is widely considered to be In the domain of the public
sector. With the exception of piped water supply, the collection and treatment of municipal
waste water, solid waste disposal (landfills, etc) and urban access roads all exhibit the
properties of public goods. That is, there is an inherent da'ficulty in chaqing individual
users for these services and in ex.cIudiag non-payers (the "free rid~rtl problem) and non-u.,n
from these services. Groundwater resources, when available wilhout enforced restriction, as
appears to be the case in Indonesia, are also classic "open access· goods, i.e. goods which
people cannot be excluded fnml using.

Piped water SMpplies can be oonsidered as private goods that can be "owned" and used by
consumers. Benefits can be retained by the individual. The classic ownership principle is
demonstrated for water when populations served with public taps change their level of
service and bave access to individual household connections.

With the exception of solid waste collection and certain technologies fOi' oo-site sanitation,
the majority of environmental iDfrutruetum goods exhibit the characteristics of "natural
monopolies" with inClaSing retums to large economies of scale. Public infrastnaetum is
often built to capture lower unit costs through larger capacity than is needed in the immedi1te
future. Over-eapacity is often inherent in infrastructure design and is usually paid for at
public cost. Systems are not built for today's demand but for fUlure demand. Natural
monopolies, by their very Dature, expand at decrea.~ing unit costs. so excluding competition
from regulating the market.

It can be argued that. the economic role of govemment~ is to C(lrre\'1 nwket failures by
funding public goods that generate po;itive externalities. (10) Gt'\cmmeats must also
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oversee approprlate priCes for~ services that are provided by pUblic monopolies
or public companies in the absence of effective competition.

4.1.2 Bconomic Prices

. Economic prif:ing for intiastnaetum services involves more than simple cost recovery.
Economic pricing should lead to correct a1locAtion decisions. Prices of services influence the
use of services, i.e. low prices send the wrong message in tetms of "vallie" and may lead to
Over-use. Further, price levels affect capacity utilization of existing facilities,as well as
influencing investment' decisions. '

Theory dictates that efficiency prices should be set equal to the cost of providing an
additional unit of service at the margio... Prices set over or under marginal costs lead to an
inefficient use of IeSOUl'CeS and send the wrong signals to consumers. For urban
infrastructure, long-ron marginal costs are used because of the "lumpy" nature of the
investments and the Jack of modular units - except perhaps for solid waste collection and on
site &anitation services. For most urban services, conventionL utility pricing would set
tariffs to cover operating and maintenance costs, interest payments and depreciation. These
tales should also provide for Ietained earnings to finance part of the investment program.

For water services, the full cost of production should reflect its opportunity cost, or next best
use, as well as the conventional costs of production and capital. Adding the opportunity cost
of water to its marginal cost of supply, and comparing this with its current price indicates
how efficient water pricing is and what is ~e optimum level. Ignoring the full cost of water
will undervalue the resource, lead to failures to invest, and cause serious misallocation of the
resource between users.

This is exaciry the situation in which "free" groundwab,r supplies up to SO percent of the
fresh water to Jakarta. Though usen pay production and operational costs of water use
(mainly the electricity costs ofp~g), the opportunity cost or externality costs of aquifer
depletion are ignored. It is unlikely that the aquifer under Jakarta will ever recover through
natural recharge. Future water costs may go up dramatically, as new and more difficult and
inconvenient SOUl'Ces of water need to be exploited.

This classic case' of envirOnmental degradation of groundwater is caused by the failure of
producen and consumen to interna:Iize environmental costs, so that these are not reflected in
the price of the resource. Ground:water tariffs, even when they do exist, are set well below
piped water rates.. This exacerbates the use of groundwater by sending exactly the wrong
price signals to usen. It is estimated that 7S percent of the groundwater drilling and .
extraction are done outside the official licensing fee system. User charges would go some
way to ensure the more efficient use of resources. (1)
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4.2 Cost Recovery Issues

4.2.1 Full Cost Rccoyety and Social Obiectives

The GOI has established policies that users should pay the full financial cost of some urban
. services. Piped water supply is one service that is considered appropriate for full cost

recovery through user charges. Solid waste services and waste water collection and
,treatment are expected to be subsidized through direct government tIansfers and interest rate
subsidies.

It is common to price environmental urban services below full cost recovery. to promote
income distribution objectives. This ,is a traditional way of targeting low income groups for
a variety of services that are necessary for basic human needs. For electricity and water
selVices, for instance, lifeline "block" tariffs are established that give adequate but minjmal
selVices at a very low cost. Use of public taps is often free of charge and considered as a
"lifeline" interVention. In principle, the use of subsidies in this way promotes general
economic development and welfare. Unfortunately, experience in a number of cities in
Indonesia shows that subsidies miss the low-income target groups that they are intended to
benefit. Often these groups do not have access to piped water. Subsidies through lower
tariffs often ~upport middle-incOme groups, who could well afford services charged at full
cost. (1)

4.2.2 UJban Water SUJmUes

The PDAMs, the semi-autonomous local water authorities, provide most of the public piped
,water in Indonesia. They are mandated to set tariffs that cover depreciation, interest and
operation and maintenance expenses, and to approach full cost recovery. cUl'I'eintly,
however, most water delivery through the PDAMs is not priced to achieve full cost pricing
in tenns of recovery of investment costs. Tariff rates have been set to'cover at least
operation and maintenance costs, but debt service often remains unfunded at municipal level.

At the present time, tariffs to residential customers are subsidized by commercial and
industrial users who pay two to three times the average tariff paid by domestic users. (6,7)
It is clear that subsidies are provided tll many consumers who seem well able to afford to pay
closer to the marginal cost of production;· The pricing structure, while intending to provide
water to all users at a lower cost, results in over-consumption of piped water by households
and under-consumption of piped water by non-domestic users. DispropOrtionately high fees
for industrial and commercial consumers have driven a number of these consumers to
develop their. own groundwater supplies. (1,6) Though these users have developed their own
facilities at some cost, fees for groundwater extraction are very low and, given present
tariffs, they are not inclined to transfer to piped water even if it is available. At present,
there appear to be no moves to adjust groundwater charges to reflect the real resource cost of
possible aquifer depletion.

D4 -12



TfiO Pem:eived~~ ~:servb' fror:n'urban piped water supply is not high. W* quality is
c:onside.ted low, and all.piped water supplies, and supplies from weDs, are generally boiled
before drinking. (1) In fact, quality is thought to be so poor that many domestic and non
domestic usetS who have access to the system prefer to use groundwater sources, particularly
as use of groundwater has feladvely low costs and is more reliable. Poor service is l'eflected

. to some extent by the iDability of the water companies to Ieduce the percentage of
unaccounted-for water or non-revenue water. Unaccounted-for water typically exceeds 40
percent of supply in most Indonesian ci~, compared with less than 10 percent in Singapore.
High tariffs are needed to pay for these losses. (7)

• 4.2.3 Sg1id Waste and Wastewater Trr.atmeut

..
Information on cost recovery from solid waste and wastewater treatment is not as fully
reported ~ for water supply.

Most iDformation on cost recovery of solid waste collection relates to the opemtioos of the
municipal cleansing agencies, Dinas Kebersihan. As in a majority of the water supply
companies, "cost recovery" in the solid waste management sector normally refers only to
recoupment of operations and maintenance costs, not to depreciation on capital equipment or
debt service. Waste produced by shops, markets, hotels and factories, e.g. commercial
waste, generatel.~ much more substantial revenue than from households. Revenues from these
commercial ente1Prises~ and especially markets, are used to cross-subsidize the handling of
domestic waste. Available information indicates that the failure to generate revenue from
household collections of waste results in heavy financial losses by the Dinas Kebersihan each
year. With respect ODly to operation and maintenance costs of collection, and opemtion of
landfills and transfer stations, average cost recovery in cities with a population over 100,000
is only 28 percent.:··Full cost n:covery probably is as low as 5 to 10 percent of total real
costs. .

The wastewater treatment sector in Indonesia is very underdeveloped. It is estimated that
currently below 5 percent of urban residents are served by operating sewer systems. About
35 to 40 percent of urban residents have access to improved sanitation. Service is mainly
with septic 1anks tbat are provided with drainage fields or with a leaching pit.

.. ':.. ' .. ,".: '

As for water supply, sewerage tariffs are calculated to recover only the operation and
maintenance costs of sewer services and do not include original capital costs or capital
replacement. Explicit'cross-subsidies have been included in the official tariff schedule;
revenues from commerciai customers, especially large commercial buildings and hotels, are
used to subsidize rates 'for residential customers. In almost all countries, as a rule, capital
investment in sewage treatment facilities bas been supported through public investment; user
fees for sewemge services are only receutly being set to provide for full cost recovery, and
then in only a few countries sucb as the u.S. and the U.K.
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5. ECONOMIC INSTRUMENTS FOR ENVIRONMENTAL MANAGFMENT

This section gives 3l brief overview of the principal policy instruments for pollution control
and waste managem.,. for urban services used in a variety of countries. (7) It looks briefly
at the IeCeBt work'prepared for BAPBDAL tbat incolpOl'ates a 4umber of these strategies,

, relying heavily on'mcent wtmc by Dr. Glen Anderson. (8) It concludes by reviewing some
economic tools for estimating demand for urban environmental infrastlUeture services.

5.1 Current Theory and Practice

The two main approaches to pollution control and waste management are command-and
control (regulatory) and economic, o~ incentive, strategies. The most common stmtegy used
to date is that of command and control. This involves direct regulation and includes
monitoring and enforcement systems. It relies primarily on application of Iegulatory .
instruments, such as standards, permits and licenses, as well as land and water use controls.
The commind-and-control approach gives a reasonable degree of predictability about feasible
reductions in pollution levels. The main criticism of this approach is that it is economically
inefficient and difficult to enforce. However, given these criticisms, cOmmand-and-control.
strategies have made significant progress in meeting the objectives of environmental policies
and legal applications. (9)

A number of econOJilic instruments for pollution control have been introduced in recent
years, mainly by industrialized countries. These include pollution charges, marketable
dischargeable permits, subsidies and enforcement incentives. Economic instruments are
aimed at introducing more flexibility, efficiency, and cost-effectiveness into pOllution control
measures. In theory, these economic instruments act as incentives to polluters to choose
their own means of pollution control. Economic instruments rely on the market to regulate
pollution and therefore facilitate deregulation and a reduction in government involvement. In
practice, economic measures have not eliminated the need for standards, monitoring and
enforcement. and other forms of govemment participation. Gene~Uy, economic instruments
support and supplement direct regulation.

Table 2 sets out types of regulatory and economic instruments as they apply to three major
areas of the urban environment.
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Table 2

.Regulatory aod Economic Instmments

, ..
RepIatory Economic

Surface Water Pollution Stududa Pollution Charges

Permits and Liceues Marketable DilCbatge
Permits

.controls on Special Water Use Subaldies.
&fOlCClJDl!lDt Inccmtivos

Ground-Water Protection Standards Sublidies

Permits and Project Review &forcemeat InceDtives

Land Use Controls

Controls on Ground-Water
Extraction

Solid Waste Management Standards Charges

Permits and Licenses Subsidies

Solid Waste Plans Deposit-Refund Systoms

The following discussion of certain of these economic instruments is taken directly from
reference (9), which' may be consulted for further detail.

PoUutioa Ow'ps. PoBution cbarps eltablilh the level of expenditure that will be made to contlol iDcremeDta1
units of pollution, but leave uncertain the ruultiDl level of environmental quality. Their application is particularly
appropriate when the clamqe from iDcremutal units of poBution can be estimated reliably, and is iaappropriate when
replaton require certaiDty in the level of environmOlltal quality achieved. They encompus leveral type. of
inltrument DIed for the purpoIe of coatroUiDI uvironmental depadaUon. They iDclude eftluut of emission charps,
UHr cbarpa, product cbarpl, umiDistntive cbarpl and tax dift'enntiatioo.

. .
Marketable Discbarp Permits. Under a marketable permit system, the reIpODlible authority determines a tIrIet
level of envir'onmutal quality, defined u an allowable level of emiuioos or u an ambient quality standard. This
level of enviMDDlental quality is trlDllIIecl into a total number of allowable permits. Permits an distributed to firms
and can be tr.:nsferred from one firm to another. There an two basic approaches to implemutinl a marketable
permit sylte1ll. These an: (1) IOvernment auction of permits; and (2) free diltribution of permits to dischargen,
followed by tridinl amonl discbarpn to establish. market price.

Eaforcement Incentives. Enforcement incentive. are economic instruments tied to direct regulation. They are
desiped to encoa"le discbarpn to comply with environmental standards and regulation.. EnforcemeDt incentives
iDclude Don-eompliance fees or fines, performance baDds and liability usiJDIDeDt. They also include deDial of public
subsidies aDd fiDanciDg, and partial or totalsupension of plut operations.
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........ Saheidjee iac'" ......,low iDteIut nte bw ad tax iDceDtivea tbat eel u ince2J:tivu to polluton to
cbID,p their .....YiDr or ncluce the COICI ofpollution ....ment to be borne by polluton, both public ad private.
For eumple, J'OV8I'IIIMIIfa provide p'IIdI to iDdUltly primarily to belp fiDulce pollution abatemeDt equipmnt
pun:JIuea, to paheidire penoDIlel traiDiq, for tec1mical research and poaibly for usiltiq in the r.cloption of Dew
teeImiquea reqaincl by 1e,waioD or rep1ltioDa. TheIe UIUI1Iy apply to pollution CODtIoI ad recycliq llebemea.

. DIpaIit RelaDd Schemes. UDder this approach, CODIUIIleI'l must pay a IUl"Charae when purchuiDl potoDtia1ly
pallntiq products. WhoD ccmI1IIIlen or UIeft of tho product mum it to an approved c:cnter for recycliDl Of propr»f

diIpoIaI, their depoIit will be refwaclecl. ThiJ iIlItrumont is applied to productl that are either dumb!o aDd ro-wable,
or an DOt COIIIIIIDer durillC COlllUDlptUm, IUCh u plutic CODtaiDeI'l, cardboard, etc.

5.2 Application to Indonesia

In 1990, the EnviromnentaI Impact Management Agency, BAPBDAL, was set up to assist in
contio1ling pollution in the country. BAPBDAL bas responsibility for developing pollution
control policies, implementing hazardous waste regulation, monitoring environmental quality
and pollution control and assessing the environmental impacts of private and public resource
development projects - see Annex D.2. .

The paper by Dr. Glen Anderson concerning approaches to pollution control and waste
management with regard to BAPBDAL's environmental management strategy, concluded that
a standard regulatory approach is likely to continue to be the cornerstone of the strategy.
The report explained that economic mechanisms could be complementary to the regulatory
program, and recommended that opportunities in this diRx:tion should be explored. (8)

SpecifIC recommendations that apply to the environmental infrastroeture sectors of water,
waste water and solid waste management are summarized below:

• Controlling pollution by reducing the amount of waste that needs treatment (solid
waste management)

Opportunities for making productive use of waste material need to be studied and
appropriate projects developed. A second component of study would focus on the
identification and assessment of institutional, economic and political barriers to the
development of markets for waste and waste products. Options for creating these
markets may include·subsidies, tax credits, educational programs targeted at
households and small businesses and government procurement programs.

• Liability rules for waste water and solid waste management

Liability roles serve to communicate to finns the nature and extent of their
responsibilities for accidental spills and releases. They '~'.an be used implemented in
conjunction with standards. At the present time there are barriers to the use of
fmancial responsibility roles.
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• Perlonnauce and compliance bonds (waste water)

•

Perfonnance or compliance bonds can be bunt into a permit system. If the permit
holder fails to abide by the conditions of the permit, for example the discharge level
for waste water, all of part of the bond posted would be forfeited.

Optimal priciDg of waste disposal

There are three options for facilities to meet waste disposal standards: WJb1'.e
reduction, pollution control and waste disposal. It will be important to provide clear
price signals to guide facilities' decisions. A study on waste disposal pricing practices
should be carried out.

..

"

5.3 Economic Tools for Demand-Driven Planning'

Recently, attention is being paid to market-driven approaches to the establishment of
appropriate levels of service for urban infrastructure and services. Traditional supply-driven
approaches to infrastructure were based on generalized planning models which set
infrastructure targets for basic services based on national criteria. For example, urban water
systems were often planned around a provision of, say, 100 liters per person per day or
public taps placed every SO meters or so, regardless of consumer preferences.

The appreciation of the need to involve consumers or users in planning decisions is based
primarily on the greater dependence on consumers for fmancing of services througJt cost
recovery. In the past, infrastructure services were most likely to be funded out central
revenues and often provided free or charge or a minimal or token payment. Greater
emphasis on cost recovery demands that the level of service and the quality of service
provided is in line with what c:<Jm'Umers want and what they are willing to pay for. Moves
are in hand to try to involve consumer.; in pricing decisions, or at the very least to
understand their behavior in various market situations.

A number of economic tools have been developed for estimating d~mand for various urban
services. The most common is to estimate demand for goods and services from current
market data based on actual behavior (revealed preference). Using consumer demand theory,
economists can infer people's maximum willingness to pay for a service, given reasonable
assumptions about the underlying utility functions. Other benefit estimation approaches
include hedonic property value analysis and random ulility modd~. •

5.3.1 Willinpess to Pay M?de1s

In order to estimate economic benefits associated with the pCOVi'hlO of goods and services,
economists have traditionally preferred to use infomlalion on indl\ iduals' (or households')
actual behavior. This infonnation is used to derive individual~' n1;\-<imum willingness to pay
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for different'amounts Of goods or services. Demand analysis based on actual behavior can be
called "rev~ prderence".

WiI1ingness to pay studies can also be used where there is no apparent "market" for a
particular good or service. For example, if a community wants to switch from the use of pit

. latrines to water borne sewerage, but decision makers are not sure if the community or
PeoPle to be served will pay the higher cost of a new system, a willingness to pay study
could be undertaken. "Willingness to pay" studies use the technique of contingent valuation.
The theory behind this approach is that each individual or individual households makes
decisions.on how much they are willing to pay based on individual households' constraints,
such as time, income, health, age, etc. The decision to "pay" for an improved service is
therefore contingent on a number of factors specific to each person or household.
Questionnaires or surveys for willingUess to pay analysis often included "bidding" type
questions which bid prices for different levels of service. (12)

5.3.2 Hedonic Pro.verty Yalue Modell

Hedonic property value (HPV) models offer an alternative to traditional water-demand
models as a means for estimating the economic benefits to households of an improved water
system. The HPV model is based on the belief that households reveal their preferences for
improved water systems in the prices that they pay for housing -- either in the rent or in the
purchase of their house. Because access to the water source can be part of a bundle of
chaIacteristics associated with a particular housing option, individuals who value improved
water sources will be willing to pay more for a house with a good water or sanitation service
than for a house with 'an inadequate service. This increased demand is reflected in the
market price for housing in locations where houses have different urban utilities.

A variation in the HPV approach is to ask respondents who are living in houses without
water services or sanitation how much they think their house would be worth if it did Iuive

.. these services. Households are often likely to have an idea of the premium associated with
improved services. In squatter settlements, however, sometimes connection to a utility
implies increased security of tenure and benefits measured are wider than just improved
utilities.

5.3.3 Random Utility Models

A third approach to demand estimation, based on households' actual behavior, is a random
utility model. This approach attempts to infer households' willingness to pay for an
improved water system from infonnation on the decisions they make as to whether or not to
connect to the system. The methodology for the random utility approach is stUt in the
preliminary phases of development but may prove another useful tool in establishing studies
from the demand-side perspec'dve.
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EXECUTIVE SUMMARY

The present report has been prepared In response to the request of the United
. States Agency for international Development (USAID), In the letter dated 141RnuRJY 1992, from
, the Million Director, USAID, to the State Minister for National Development Plannlngl Chairman,

BAPPENAS, IS I part of the Infonnatlon required for declslor" on the disbursement of the fourth
tranche of USS2S million In the Oovernment of Indonesia - United States of America Housing

. Ouarantee Loan (HOL) Agreement dated May 9, 1989, as amended May 3, 1990.

One of Its purposes Is to analyse progress towards the Implementation of the Policy
.~etlon Plan associated with the HOL.

However, the report has a broader purpose also. It Is Intended to relate the work
on the six poll~' areas of concem In the HOL to the basic framework for urban POUC)f anall'sls
that Is now f\·olvlna. .

Urban poltC)' Is discussed as one of five components of the anal)'tlcal framework
needed to plan and guide urban growth. TIlose components are: the objectives of urban
de\'elopment; urban polley; urban strategy; specific programmes for urban development; and a
s)'!item for monltorlna and evaluatlna the Impact of policies, strategy and programmes, in order to
improve them systematically and adapt to changing conditions.

The report Is oraanlzed In two parts. Part I summarizes progress In urban
de\'elopment and the formulation and Implementation of urban policy dUring the ~'ear that has
passed sinee the report HProgress and Issues in Indonesia's Urban DevelopmentH

, which was
prepared by the Ofnee of Deputy V, Bldang Realonal dan Daerah, BAPPENAS, for the Issuing of
the third tranche of the USAIn Houllna Guarantee Loan. Part II identifies the Action Plan
proposed for the next two fiscal years, 1992/93 and 1993/94, to develop urban policy and strategy
more full)' and to accelerate and strengthen programme Implementation. Action fn·these two years
is needed to address o\1tstandlng issues In RepeUta V, and to prepare for RepeUta VI.

PART J: Progress and Issues In Urban Dev,elopment

There can be little doubt about the fncreaslna Importance of urbanization In
Indonesia's economic and social development. The results of the 1990 census Indicate an average
annual rate of growth ofthe total urban population of S.4~~ bet'90'een 1980 and 1990 -- one of the
hiahest urban aro\\1h ratfS In the "lorld. IndMdual major cities v..'Ith popUlations of 200,000 to 2.S
million (excludin,lakarta) are ,rowina'at ratea ranaing from 3% to just o,'er 6%. The total urban
population In 1980 \\'as 32.8 million -- .ppro~imately 2~ percent of a total population 6£ 147.3
mlUlon. In 1990 It \\'as 5S.S million -- approximately 31 percent of the total population of just o\'er
179 million. IC the S.4% growth rate 15 sustained, the urban population \\'111 be approximately 72
million In 1995 -- onl~' three )·ear.s from no\\'. At the present rate of gro\\,h approxlmatel)'
3,300,000 people (equivalent to a city larger than Surabaya, or six cities the size of Padang) are

J being added to the urban population every year.

Urban output constitutes somewhere bern~em 40 and SO percent of ODP
(some\\'here bern'een SO and 60 percent If oil Rnd gas are excluded). Even \\ith present deficiencies
in Infrastructure and urban sen'lces, average output per capita In urban areas is much hiaher than
the a,'er.g. for rural areRS. TIle ~atfon's cities also Ife centers of higher education and speciaJlzed
social services. The)' are centers of social change. They are engines of innovation and economic
transformation.
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Relatively rapid urbanization ·11 not revenlble In the near term. It Is linked
Intimately WIth economic ,rowth and diversification.

The urban manaaement talk alloclated with the arowth that Is Coreleeable and with
the rectlncatlon of exlltln, deficits In urban .ervlces clearly II challenam,. The Importance of the
task also Is clear. With proper manaaement. Indonesla'i cltlel can be major contrlbuton to
development. Without It. the economic. social and environmental COlts of urbanization are likely
to be very hl~.

'Althouah the overcrowdlnl. deficient It~c.s. environmental delradatlon and oth.r
problems oC the Nation's cities may be uppermost In the mmda of many who are concemed with
urbanization. there Is much tRat Is happenlnl -- perhapi more subtly -- that II positive.

Proaress and Issues are reviewed In Part I of the present report under several
h.adln,. -- urban policy and stratelY formulation; provincial and local plannlna and budaetfna;
the attack on povertY; physical improvements In urban areas; environmental manalement;
Investment In urban areas; urban financlnl and fiscal development; and institutional development.

The Government's Increasina concern with urban policy and stratelY Is reflected
In a vlriety or actlvltles. Informal as well al fonoll. and In a number of polley and ItratelY'
documents. A drift Spatial Planning Law was prepared b)' Tim Tata Ruana Naslonal and submitted
by the Ministry oC Population and' Environment to the House of Representatives on Auaust 6.
199J. The Houslna and Settlt'ment Law (Undana Undang Perumahan dan Pemukiman) has been
prepared by tbe Ministry of Public Houslna. and reviewed by the .aovernment. and was slaned into
law the first week of February 1992.

Howe\'er. althouah there Is an implicit urban stratelY. Identifiable by the priorities
beina alven to individual urban centers and by the composition of Investment In urban
Infrastructure. there is no expUcit strateIY whi~h has been formally adopted by the Government.
Moreover. there Is not a sinaIe impU.:lt strateIY, but several. Investments In the major economic
sectors, such as industry and tourism, are emphaslzina economic diversification and arowth. Some
realonal infrastructure development is supportlna this. Other reaJonal infrastructure investments
appear to be concerned more with aeoaraphlc and economic intearatlon. the re~tlf1cation of
re&ionll1 inequalities. and ii.bUlty. Urban investments In the traditional Infrastructure lector. stID
are concenled \\ith "baslc needs". The pattern of urban arowth that Is belna supported directly or
indirectly is closer to the first scenario in the 1985 National Urban Development StratelY (NUDS)

.study (Industrial emphasis with gradual decentralization). rather·than ..the second, .recommended,
scenario (intennediate sectoral emphasis "''lth rapid decentralization), or the third scenario
(agricultural emphasis '\\ith a~celerated decentralization). ..

Pro\·lncial and lo.:al aovemment capa~ity Cor plannlna and budaetin" includina the
preparation of five-year plans and IMual plans and budaets analogous to the national plans and
bUdaets, beaan to be strenathened with the nationwide IIstabUshment of tho provincial and locil
planning boards (BAPPEDAs). While the capacities of these aaencies still vary considerably from
pro\'lnce to pro\1nce and amona local governments, the~' are being strenathened aradually and have
the potential for impro\rJna the Qualit)' of proaramme and proje.:t preparation at the local le\',l and
linkina local and provin~ial priorities more s)'stematicaU)' \\'lth national priorities. The s)'stem of
local, provlnctal, relional and national consultations. in the annual Rakorbana process. is desianed
to achieve this. The establishment of the Inu~arated t"rban Infrastru~ture Development Proaramme
(It:IDP) in 19S5, constitutes another step towards more adequate local development prosrammlng.
It is expected to be one of several Instruments for l1ehlevina a fundamental strengthening of
planning and management capaclt)· at the realonal Ie\"el.

,
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. In .6=I,e or thll proarell, the Ooy.nunat'. urban proaramm. Itillil luff.rlfta from
Ilow project preparifl'on, delays In implementation, even Arter fUndi have been committed, and, In
some projects, inemclencl.s In the procell of Implementation..

, ReaJonaJ transport CaeWtlel (pons, alIports, roada, raUwa)'.), power dlstrlbutlon
network. and tel.communlcatlonl are n.ed.d to support urban arowth and can b. used to aulde

, Je. HowlY.r, realona1lnfrutnacture Inyeltment II not yet adequately coordm.ted wlth Inv'ltmen"
In urban are.s. ,

Indonesia has been relatively successful In reduclna the lev.1I of poverty In both
rural and urban ar.as. Th. overall povertY ll\'el \\'al down from an estimated 40.1.... or total
population In 1976 to an estimated IS.2~ In 1990. The percentaae of the urban population IIv1Da
below the poverty Une decreased Cropm 39% to 17% In the same period. However, there hal bein
a decreue of only 6 percent In the absolute number of persoDs affected. Moreoyer, within the total
population IMna below the poveny Une, the 'hare of the urban aroup Increaled from 19.~ In 1976
to 3'% In 1990. .

Dwina RepeUta IV considerable proareas wu made In lmprovln, urban
Infrastructure. The basic strateIY throuah which this was achieved Is belna continued durlna
Repellta V, \\1tb an Increased emphasis on Improvlna conditions for the urban poor, and Increaslna
attention to Improved financial plannlna .nd' manaaement and Improved operations and
maintenance. Approxb'Uately 24,100 bectares In urban IIttlements were uplfaded throuah the
Kampuna Improvement Ptoaramme, beneftUlna approximately 6 mUllon households. However, the
percentaaes of urban households without access to proper urban senices, Includlna.safe potable
water, stlD Is very hlah. Althouah some proaress Is belna made 9tith land consolidation on a limited
scale, there Is a need now for a more systematic attack on the urban land manaaement task.

An ·lncreaslna concern \\ith tn,~ronnemtal manaaement II reDeeted In the
establishment of the Ministry of Population and Environment (KLH), the national en\iJ'onmental
monltor!na and enforcement aaenc~' (Bapedal), and the enactment of basic environmentiJ
lealslatlon. However, there Is a need now for more specific incentIves lind r'aulatory Instruments
to achieve satisfactory environmental conditIons In the Nation's urban artls.

Altbouah :eUable data on aU aovemmental Investment In urban "areas are not
avanabl., very crude'estimates suaaeat that, from a level cf Rp.2,248 bUlloD In 19$4/8'. the total
Increased to Rp.3,29S bUllon (In 1984/8' prices) In 1988/89. These amounts. related to the
estimated urban population, indicate that per clplta Investments, In constant 1984/S5 plices,
decreased from approximately Rp.SS,644 In 19S4/S' to Rp. 47,347 In 1985/86 and Rp. 41.670 In
1986/87. They then Increas.ed to approxlmattl~' Rp.48,640 In 1987/SS and Rp. 66,0981111988/89•

..~thouih the le\'.ls of investment that have occurred, and the Increases that have
t&kell plact In some periods, are impressive, present levels of expenditure Ippear to be too low to
rectUy deficiencies In e:dstlna Infrastructure and provide for roreseeable urban arowth. The level
of In'~estment currentl3~ planned for urban Infrastructure Is well below the level that was Judaed to
be nf.cessa~' durina the preparation of Rtpellta V. The averaae annual Investment estimated to
be noceslllY In the Cipta Karya subsectors was approxJmatel~~ Rp.l,S60 bUlion. The level planned
for 1990/91 was approximately Rp.l,094 bUllon (59% or !he earlier estimate). The actual level of
investment In tbe.Clpta Ka~'a subsectors for 1990/91 was approximately Rp.760 bUl,ion -- about
70% of the planned level and only 41~/. or the earUer estimate of averaje annual requirements.
Institutional capacity to impl~ent appears to b. mol" of a constraint than the a\'allablllty of
fundina -- at least in the short run.

:
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There has been substantial proaress In some upects of the flnanclna of urban
develop"'1ent. The new property tax, PBB (Pajak Buml dan Banaunan) slmpllfled the previous
property-based tax .ystem by consolldatlna land-related taxes, It broadened the base by reducina
ixceptJons, It chanled the base from rental to capital market value, It reduced equity distortions

, and Jt established strict deadlines and penalties for non-payment. DUrina the period 1985/86
throuah 1989/90 the total yield Increased from Rp.15S bUlIon (about USS160 million) to Rp.61S
bUllon (about USS330 mllUon), an Increase of 106%. The correspondlnl Increase in the urban
component of the PBB w•• from Rp.34.1 btllion (.bout USn5 million) to Rp.12S.8 bUllon (about
USSC59 mJlllon), .n Jncre.ae or approximately 97ft. There have been substantial Improvements In
the municipal tax alleaament and conectlon system (MAPATDA). Prom 1984/S5 to 1988/89, local
lovemments' own-source re\'enues (tncludlna thetr share of the property tax -- PBB), as a
percentale of .11 local revenues, Increased from approximately 20% to 26%. A draft law for
Increa.lna the cost-effectiveness of local taxes and charaes has been prepared. A new Instrument
for Ifndlna for local aovemment Investment In essential urban Infrastructure, the Reatonal
Development Account (RDA) was estabUshed throuah the Ministry of Finance's Decre,e No.
10211KMK.013/1991, which was slanad on September 30, 1991. Improvements in flnanclna for
operation. and maintenance, on a trial basis, have been slanlfJcant. Increaslna efforts are betna
made to find ways to Jive more plannlna, flnancJal and manaament responsibility to the local (Tk
II) level. An Urban Development Inpres fund of Rp. 40 bWlon has been Included as part of the
Inpres Dati II proaram for flscal 199~/93. ThlsshouJd haJp to assess the potential 4dvantaaes and
dlsadvantaaes of such a fund, prior to decldlna "'bether to pro\ide\t at 8 laraer scale. The
stren,thenlna of private sector Involvement In the flnanclna ant.! manaaement of urban pUbUc
senices is recftvlna Increaslna attention. One of the most recent steps in this effort has been the
Ini,tiatlon of the PURSE Project, with USAID {undina.

How8\'.?r, there stUlls a need for a rationalization of Interaovemmen.tal financial
relationships to make It possible to use ao\'emmental resources more efficiently, to relate arants
more systematlcaUy ~o poverty aUeviation, and to provide stranaer Incentives for Improved financial
perfonnance at the realonal aov~mment level. Improvements are needed In policies for, and the
u.e 0(, central aovemment Investments, transfer p031J11ents, the aeneratlon and manaaement of local
aovemments' 0-,.11 r8\'enues, borrowlna by local aovemments (or development expenditures, and
the mobntz8tlon of non-Iovemmentallnvestment for the pro\'ison of pubUc faeWtles and sen1c~s.

Truly local r8\'enues, excludlna the property tax, stlD constitute a very small proportion of Jocal
revenues In most cities. There is a need for a restructurina of tbe local revenue base, Includlna the
elimination of t8-'lCes and charaes which are unlke]y e\'er to be cost-effective, and, perhaps, the
asslanment of several additional revenue sources, luch as vehlc]e tAXes and the property tlX, to the
local level. The private s~c:tor, boch fonnal and Infonnal; Is playina 'a major role in .aafeaate urban
investment but still is very much a minor partner In Investment In the pro"islon of public senrfces.
nlere Is a lona-term need to mobilize domestic savlnas for \'oluntaty investment In urban
infrastructure at a slanif)cant scale. Central government subsidies cannot be sustained at levels
adequate to finance the Infrastructure needed to rectify existlna deficits and provide for the very
rapid aro'Wth that is foreseeable. External assistance aaencles' potential lendina and Ifant
prolrammes can me,t only a \r~l')· small part of the need.

In Inst'tutlonal development, progress has bfen made with the uparadlna of a
I S.?COlld Kotlp (Denpasar) to Kotamadya status. The DPOD has decided that additional Kotlp's ",ill

be uparaded soon. Five of th~m are pro\'inc:Jal capitals. ResponslblUty for the coordination of
I~itiati\'es In the formulatlollof urban and reaional policies and strategies now rests clearly in
BAPPENAS, under the leadership ofDepu~· V(Bldan. Regional dan Daerah). Technical assistance
for urban Institutional development is continuing throuah the IISP (INS/59/014) and other
projects. Intensh" assistance is' baing pro\ided to selected Kotamad3'as and their raspective
provincial aovemmfnts In the preparation of loeal programmes and projects and in their

.....
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1m9lementatlon. There II a special concem to facilitate accelerated implementation. In the
implementation alTiiiaements for the East Java/Ball UDP and the Sulawesi UDP, provision Is belna
mlde for local aovemmenta to play a stronger role. Errorts are being made also to Integrate
triZn1lJI and technical aSllstance, utJJlzlnl the relouces avallable through the subltantlal c~»nlu!tant

Inputlln these projects. ProPOlalS have been developed for tranafen of technical and admlnlatratlve
staff from the central level to the re&1onalleveJ, throuah "Secondmentl and/or run transfers. Other
measure. for attracUna hlahly quaUOed staff to the local level are under consideration. TI" first
phale or .. study of administrative reform hal been completed foi' G01, with MENPAN as the
executlna aaeney.' .. '

However, one of the most strlklna featur.. of the pr'ltnt ,sltuatlon Is that there Is
no "critical mall" of e~ertlle In urban management and finance In Indonesia. Nor II there yet a
definition of the nature or the scale of the urban manaaement task to 'be undertaken In the race
of a very blah rate -of urbanization 'coupled with rapid economic grewth and dlvenlBcatlon.
Achievlna some dearee of consensus on this It; a prerequisite for mobl1lzlna the resources to create
the neceslary manaaement capac1ty. Although tralnlna for "lome Dspects of urban manaaement Is
belna carried out In some university and other proarammes. no part of the exlstlna system Is truly
provldlna trllnlna or technical assistance for urban manaaement at the local level. or for central
aovemment oversiaht of urban development. Most ofwhat is available Is sector-oriented, project
oriented, or treats onl~' one or two urban manaaement skills. The number of qualified manaaers,
starr and technical specialists bema produced by the exlstlna delivery system Is nowhere near
sumcient to meet the foreseeable need for skiDed professlonils In the Keverallevels of aovemment
which have to be responsible for urban manaaement -- In particular, lovemment at the local
level.There is no domestic system for de1Jverlna technical assistance systematically to local
aOVlmments. Central aaencles are not yet well-equipped for this and the private consulting
Industry Is IrW In the early Itla'. of development. Oovemmental aalncl.. at all levell stW are .'
hea'll1y dependent on project-related external funding for whatever technical uslstance they obtain.
There Is a need for.a fuller Jntegratlon of the' IUIDP In the reaular activities of local aovenunent.
There is a need for a more errecth'e use of consultants. There also Is a need for more adequate
comminments of the staff resources of som~ of the prlncJpaJ '>.."temal assistance aaeneles.

PART II: Priorities 70r Puture Work on Urban PollCY. The Updating of Urban Strategy.
Programme Preparation, and Prolect Implementation

The experience gained in the urban proaramme durlna the last several years.
Toaether "'ith ongolllg analyses of proaress and issues In urban development. make It possible this
~·ear to put future poUC)' in a framework of coordinated action which links urban polley ",'ork,
strattay fonnulatlon, programmlna. project implementation, and the ~ol~torlng of urban
development, In sucll a way that they are mutually relnforclna.

.This action framework Is intended to make It possible to meet the Government's
Immediate nefd to Improve and accelerate the Impltmtntatlon of urban proarammes In response
to se\'ere deficiencies In urban Infrastructure and urban manaaernent systems, and In Tts,ponse to
rapid urban growth, It is Intended to enable programmes to be strenathened s)~stemat1cal1y as a
result of deeper poUc~' an"I)~sls. And It It should makt It posslblt for polley updating and straterer
formulation to btnefit from a s)·stematic monitoring of development and a series of Innovative and
experimental projects which are bema undenaken In the relevant centralgovemment aaeneles and
in selected local govemme,nts.
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'The framework propostd Is e>:pected also to help to cpordlnate. and maximize the
benefits from. onaolng technical assistance.

The major components of the framework are: identification of problems and
. opportunities in urbanization; establishment of the objectives for urban development. as a part of

national social and economic development (together with criteria for cbooslng among options for
development. bued on these objectives), urban policy analysis and fonnulationj urban strategy
formulation, experimental Implementation to test policies and strategies on a limited scale, tbe
ongoing preparation and Implementation of major urban proarammea and projects, ,systematic
monitoring of development. to provide a basis for future poUcles. strategiel and programmesj long
tenn Institutional and staff development to provide for the sustained plannlnl and manalement of
urban growth, and data base development and, Infonnatlon manaaement to support all of these
activities.

Within this framework. the major components of the urban action plan for tbe
ne>:t two yean are:

(I) Prolramme and ProJect Implementation -- Improvlns and Accelerating tbe IUIDP

(a) Clarification of Priorities

(b) Strengtbenlna tbe Content of 'the IUIDP

ee) Improved Projact "Packaging"

Cd) Completion. Dissemination and Application of IUIDP OuideUnes and
Manuals for Preparation. Appraisal and Implementation

(e) Intensive Staff Training for the Management of IUIDP Implementation
~.

(:n PoliC" Formulation

(a) t:pdatlng of tbe Objectlves.o£..Urban Development.

(b) Broadening tbe PoUey Pram.ewort

(c) Analysis of Exlstlna Conditions In Urban Areas and Ongoing Management
of Urban Development

(I) ConsoUdation and .~alysls of Information Already A\'aUable

(II) .~alysls of Urban Growth, Uslna 1990 Census

(Ill) Additional Researcb

Cd) Poll")' Analysis and Formulation

(e) Stafflng for Poli~' and Strategy .~al~·sis

...



. '

AnalysiJ or Bulc StratelY Options and Str~telY Updatlna
•• , ""'l' ••,.... • • .. ,.

,'Land Manaaement ' '
•. 0,. .• •

(3) ~ Development And Experiment.1 Implement.tlon

(a)

'(b)", .-
Urban 'Environmental Manaaem~t ,

Wat~r Supply and Sanitation

Urban Transportation
: " .... '..~-

,
..

Improved Operation and M81ntenance or Infrastructure
. .

The Plannlna and Development or Reaional Infrastructure

Private (Commercial, NOO and Community) Participation In the Provlrion
or Urban Facilities and Services ' , '

(I) TheFlnanclna of Urbin Development
, '

(I) Interaovemmental Financial Relationships

(II) Local Oo\'emment Revenues

(JII) Local Oovenunent Flnandal PlannJna and Manaaement

(Iv) Local Government llorro'\\ina

(v) Lona-term MobUlzation or Domestic Savinas for Investment In
Urban Infrastructure

(4) Institutional and Staff Development

<a) Clarification of Roles and Responsibilities

(b) Project-related Institutional Development at the Realonal Level

.'

(c) A Shi£t from Project Manaatmtnt to ~JunJclpa1 Manaa,ment

(d) Structural Chanae Throu,h Intensive Support for Selected Local
Governments

r:'

(e) Strenathenina of Cpdated Central Oovemment Functions

(f) R'edeplo)rment of Central Oovernment Technical Staffto the Provincial and
Local Levels

(a) Interdepartmental and Interao\'emmental C.oordinath'! Functions

(h) Lona-tenn Institutional and Stafr Development

•



I

viii.

(I) The Preparation, Dissemination and Application of Ouldellnes and
Manuals for Urb.-n Management

(5) Monitoring and Evaluation

(6) ~ata Base De\'elopment and Information Management

Each of these components of tho Action PJan is deserlbed brieOy in Part II. The
Tim Koordil\asl Pembangunan Perkotaan (TKPP) is, as before. responsible for the coordination
of policy work. The IUIDP Management Group (IMG) is responsible for coordination at the
technical level.

Two of the recurrent concerns In the analysis of progress and issues in Part I were
effective decentraUzatlon. including the development of urban areas with real. but yet unrecognized,
potential, and a mort affecth'l! mobUization of private sector resources for investment in urban
pubUc services as wflJ as basic economic development. One of the proposals made in Part II is that
both of these concerns might be addressed through "Development Marketing", as an alternative
to "~upply':ll!d" development which has proven to be costJy and risl"y for the p~bllc sector in other
countries. .

. .
The poliC)' and stratel)' ,,-'ork proposed is intended to guide the urban programme

for the remainder of Repellta Vand prepare for RepeUta VI. It \\'ill also provide inputs for the ne)."t
twenty-flve year plan. which begins with Repellta VI, It is hoped that the framework suggested wlll
constitute a useful basis for mobilizing and coordinating both the Government'. own resources,
and external assistance. in this important undertaking.

. .

..
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'..~ PROGR{:SS. AND ISSUES IN INDONESIA'S
URBAN DEVELOPMENT

(March 1882)

.
ISSUESPROGRESS

I. Urban Polley and Strategy fOrmulation

o A atudy In Urban Polley Is under o Need for a clearer Recognition of the Role of Urban Development
prepandlon. In term. of eoclal, economic and environmental consideration ..

well In the natlonll economic planning proc....

It revlewe the put and current Urban . o An updating of Urban Pollcl.. and Strategle.
Development Pollelss and Strategl..
from Repellta I to V and the - need for a con.oUdated eet of laws and regulations for the
leglelatlon framework guiding urban and govemance of urban are.., Incorporating eldatlng relevant legal
reglonll development. The report will and admlnlltretlve Instruments and addltlonll requirements to
..elst In formulating the GOI's recognl.e the nature and Imporlance of urban management
Immediate and long-term policies and
strat.gl.. for urban development. - acceleration of the ongoing review on the pollcl.., strategies

and legll and administrative framework to formulate an updated
urban Inveetment strategy to facilitate systematic Inveetment
planning by oentral planning agencl.. In key Infr..tructure
eeotore, Including transport, telecommunications, water resource
development and IUIDP subaectore.

- eetabllsh and maintain adequate urban polley anllyele, strategy
formulation and development programming, Integrating with the
national planning and budgating procee. through creating
additional analytical capaolty at the central level.

II. Provincial and Local Planning and Budgeting

o The multi-year J)lannlng and budgeting o Coatly delays In Programme and Project Preparation and
of raglonal and locll govemments have Implementation.
been strengthenad considerably since
the estabIlehment of IUIDP In 1985. In - weak local capacity for the preparation and Impl.mentatlon of
1988/89, there were no Implementable complex projects, Inad.quate guidance and capacity at central
multi-year Investment program. linking level, elow decision making particularly In financial and
physical, fiscal and lnatltutlonll Inatltutional responslbBlty and deficiencies In proj.ct
Improvements for development of urban packaging and dealgn.
ereu. By 1991, 100 such program. were
completed and another 88 othe,. were o Insufficient coordination of decisions about strat.glc regional
under preparation. Total project Infrutructure, Industrlll and tourism development to support
Investment planned for IUIDP projects u~n growth.
and those with similar features have
resulted In extemalloana exceeding
$1.0 billion.

o The IUlDP medium-term Investment
programs (PJMs) are Inc...ulngly
Integrated In the annuli provlnclll
budget coordinating meetings
(Rakorbang) and with the annual budget
meetings of centrel technical
ministries (Rakortek).
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PROGRESS AND ISSUES IN INDONESIA'S
URBAN DEVELOPMENT

(March 1992)

PROGRESS ISSUES

Ill. Poverty Reduollon

o Overall poverty level. dacllned from an o Need to accelerate meaure. directed at reducing urban poverty
ntImated 4O'Kt In 1878 to an ntImated .Ince the decreaeln ab.olute number ofu~n poor I. only
15.2% In 1990. marginal•.

o In urban are.., the number of people o The environmental con..quence. of high den.1ty urban poor oan be
living below poverty line decreaed more .evere. Need to formulate effective programme which
from about10 milion In 1878 (about add,... Il'Iterrelated conceme Including employm.nt, health,39" of the urban population) to education, community participation In development and acce•• to
approximately 8.4 million or about 17" credit.
of the urban population In 1880.

o Attention to rural poverty .. rate of urbanleatlof> l~ Influenced
partly by rural condition••

IV. Phvalcal Improvementlln Urban Are..

o Conalderable prog,... achieved In o Urgent need for a .yetemetlc progrem to addre•• the complex land
explll'lding urban phYilcallnfrutructure management I.eue., Including land rights, physical organl.atlon
w.. aohleved In Repellta IV and of land u.e, environment and .0 on. Eldring legl.let/ve and
continued Into Repe/Ita V. Between proc.dure. appear to be hindering land development and forcing
1984/85 and 1988/89, percentage of Inefficlencle. In land u.e.
hOUlehold with acc... to eate portable
weter w.. eetlmated to Increae from
65" to about 85". Other Improvement.
Include extenIlYe flood protection
meau,.. In urban area, Improwd
.anltatlon and .ewerage facUItl..
particularly for lowIncome group. and
urban hOUiehold., and Improwd and
expanded urban road••

V. Environment Manaaement

o Eatabll.hment of the Mlnlltry of o Need for further development of environmental management
Population and Environment (KLH) and pollcl.., etrategle. and regulatory Iy.tem••
Bepedal, and the enactment of bale
environment legl.latlon to deal with .
environment IlIu.. at all level.. A
number of pollcl.. and program. are
directed at Improving urban envlronm1,nt
Including the Cle.n River Program
(prokalh) to controllndultrlal wute
water di,pOlel and to protect water
quality. Other mlnleterlal decr...
have e1.0 been 1.luel on eml'llon
ltandard for e1r and water.

Page 2 ~
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PROGRESS AND, ISSUES IN INDONESIA'S
URBAN DEVELOPMENT

(March 1992)

PROGRESS ISSUES

VI. InV!!tment In Urban Are"

o Crude edmat...uggeet that urban In o Present level. of Inveltment In urban Infrutruotur. are too low
Inveatm.nta In urban ar... Incr....d to rectify deflclencl.. ln exlating Infrutructure and provide
from Rp 2248 bllion In 1884/85 to Rp for urban growth. The annual level of Inveatment ee1Imated to
329s billon In 1888/88 ~n 1884/85 be neceseary for Clpta Karya subl.etora during R.pellta Vwu
prlc..). Per oaplta Inveetm.nta In approximately Rp 1860 billion. In 1990/91, the planned level
conltlnt 1884/85 prlc..Was wu approximately Rp 1094 billion or about 60 per cent of the
approximately Rp 55,844 In 1884/85, Rp R.pellta V annual eatimates.
48,840 In 1887/88 and Rp 88,088 In
1988/89. o Underutlll.allon of avallablelnveltment funds. For Inatanco, actual

level of Inveltm.nt In Clpta Karya for 1990/91 wu about Rp.760bllllon,
or 70 p.r cent of planned Inveetment Absorptive capacity,
Inatltutlonal u well a. the project pr.parat/on and design are
slowing down utllIsallon of Investment resourcea.

VII. Urban Financing and Fleeal Development

o Submntlal progre.. In property we o Ra1lonallzatlon of Inter-govemm.ntal financial relationships to
yields (PBB) multlng from new relat. grant more .yetemat/cally to poverty alleviation and to
legiliallon and Improveiladmlnletratlon. Improve the financial performance of local govemmenta.

o Municipal tu: u ....mant and collection o Need for higher level of domestic resource mobllzallon by local
system (MAPATOA), Initiated on a pilot govemments forthelr Increased participation In the development
scale hu proven to be eucc..aful. of urban Infrutructur. and to upgrade their financial planning

and manag.m.nt.
o The local govemment'l r..ource

mobllzallon efforts lmprowd .Ignlfloantly. o Fuller Involvement of NGO'I and community partlclpal/on In tho
provillon of urban faclBtles and lervlces.

o Experlm.ntaI programs have been
Introduced to come local govemmenta to o Long-t.rm program to moblBze domee1lc Iavlngs voluntarily for
Improve their accounting, programming Involvement In urban Infrastructure.
and budgeting proC"I, InclUding a
Program Financial Account and
Manag.ment System (PFAMS) to monitor
all lources of funding and planned and
actual expendltureelnth.,UlDP.

o lseuance of RDA dec'" In S.ptember
1991 for lending for local govemment
investm.nt In ....ntlal urbtn Infraltructur••

o The pilot program. The Performance-
Orl.nted Malntenanc. Managem.nt
System (POMMS) developed for let.cted
cities on Improving financing of 0 & M
has been encouraging.

• 0 Incre..lng att.ntlon to developing prlvat•
..ctor Involvem.nt In financing and mana- .
ging urban public "rvlces. experiment
have been oxt.nded to urban water supply.
water and lolld wut. management

-,"
- Page 3 J
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PROGRESS AND ISSUES IN INDONESIA'S
,URBAN DEVELOPMENT

(March 1992)

PROGRESS

VIII.ln!1ltutlon" p!V!Iopm,nt

o I"uane, ofvarloUi die,.., to
Itrtngth!n the dto.ntrt!lzdon proc..e
Including devolving more .uthority to
100" govemmtnta on ,,,.ot.d publlo
work., !ItabIlthm.nt ofTKPP to
ooordinate .nd ex.cute .11 urb.n
developm.nt program. und.r the
I••d.rahlp of Bappen...

o Formation of the IUIDP M.n.gement Broup
(1MB) und.r Sappen.. and comprising
Public Work., Hom. Aftalra .nd Fln.ne.
for over"l planning, monitoring .nd
guldano. of IUIDP.

o Inten.lve ...lllano. to .,Ieoted local
governm.nt In the pr,p.ratlon of loc"
programe .nd proj.cte.

PPANNBX,TATlIPHBI'."-_ 10, 1992.

ISSUES

o N"d for Institution" develcpm.nt .nd fat,r adaptation to the
Governm.nt's dec.ntr"lzation pollde. by the 100" governm.nt.

o Governm.nt .genol•••t a111.v.l. w.r. atlll h,avlly dep.nd,nt
on proj,ct-rel.ted external funding for whattver teohnloN
...Istanoe they o.n obtain.

o Trtlnlng or teohnlcal ...iltance on urban m.n.gem,nt at the
c.ntrtI or local level are not fully Integrat,d. Moet of
available .killsle atllleector- oriented, projeot-orl.nted or
po••••• only one or two urban m.n.gem.nt eklll•.

o N"d for more eff.ctlve use 01 coneultanta.

o Int.gratlon of thelUIDP program In the r.gul.r .ctlvltl" of
looal government neede to bo relnforoed.
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I.. SECTOR DEVELOPMENT A FRAMEWORK
FOR ACTION

A Preliminary BOI Framework for Program on Urbllfl Policy Formulation,
Urban Strategy and Programme and Project Implementation.

•

Compon.nt of Action Plan

I. QOQolng Programme .nd Prel.m 'mpl.m.nta1lon -
Str.ngth.nlng•

•• C1.rfflcldlon of PrlorltJ..

o Ne.d for olarfflo.tIon of g.ographlo prlorltl. for
InYIJltm.nt and oth.r action .nd full.r ooordln.tlon of
gov.,mmental ..ctoral programa al well .. cl..r.r
guld.nc••nd regulation of private activity. PrlorltJ..
for .ddr".'ng urban pov.rty n.ed to be r.conflrm.d.

b. Strengthening the Cont.nt of IUIDP

o Improving or .ddlng compon.nts to .nh.nce lound
analyal. of .conomlc potent/III of urban cent.ra.

o Improving local govemm.nt financIal planning and
m.n.gement.

o Defin.lnlt/tutlonal reepon.lbllltI.. fortrafllc
manag.ment In urban ar••••

c. Improv.d Proj.ct "Packaging"

o To Improve on preparation of proj.cts for .xlemal
funding and acc.I.rat. their .x.cutlon.

d. Compl.tlon. dl...mln.tion and application of IU1DP
Guldelln•• and Proc.dure. M.nua' for Pr.paration,
Appraisal .nd Impl.m.ntation.

Priority Actlonl

o Imm.dl.te clarification .nd fuller ooordination
ba..d on avallabl. Information; lube.qu.nt
prl07ltlzldlon ba••d on policy .nd .tr.t.gy
.naly.e. to be d.velop.d In due COllrl••

o To Incorporat.ln IUIDP program. curr.ntly under
pr.p.ratlon and to b. Initiated by local gov.mment".

o Through ~AFPACK programme In ...llllng local
governm.nt on Int.grattd d.v.lopm.nt planning
and manag.m.nt. •

o A..lgn rtlpon.,bllltl•• for tr.ffic manag.m.nt and
policy ooordination.

o To revl.w govemm.nt proc.dure. conc.m.d with
proj.ct Id.ntIflcatlon, pr.paratlon .nd proctl.
Ing oycle .nd ooordinating arr.ngem.nt with
ext.rnal ag.ncl.. on Impl.mentatlon and financIng
arrang.m.nt. prior to loan eff.ctlven.... Coordl
n.tlng effort with .xI.m.' ag.ncl.. ln d..Ignlng
urban I.ndlng "p.ckag.." to Includ. the following
(a) In aocordanc. with IUIDP prlnclpl•• (b)
ad.quat. proJ.ct pr.paratlon I.ndlng to PJM (c)
·programmatlc" approach (d) .upport for
d.velopment of urb.n man.g.m.nt (.) cl.erty
d.fin.d Instltutlon.1 end financl81 chann.lllng
arrangem.nt (I) cl.arly outlln.d methodology end
modified approval orlt.rla for .Impl••ub-
proj.ct. and (g) w.lI-defin.d procurem.nt
arrangem.nt. Including modlfl.d proc.durtl for
.lmpller component. to ."courag.lmpl.rn.ntatlon
by available local .xp.rtIee and mat.rial••

o R.vI••d guld.lin.. for IUIDP to b. pr.pared and
. dl...minated. Update on manual for IUIDP

appral.al.

Page 1



SECTOR DEVELOPMENT A FRAMEWORK
FOR ACTION

A Preliminary aOI Framework for Program on Urban Policy Formulation,
Urban Strategy and Programme md Project Implementation.

Compon.nt of Aotion Plan

•• StaffTraining for Manag.m.nt 011UIDP Impl.m.nta1Ion

o Training of 8taff at o.ntraland 'ooa".vel'n
monltortng and 1undlng Impl.m.ntltlon.

II. Pollov Formulation

o a. Updating ObJ.ctlve. of Urban Developm.nt

b. Broad.nlng Polloy Framework

o M.oro.conomlc Polloi.

o Macro Social Pollc••

o Maoro-.nvlronm.nta1 Pollcl••

o Sector.1 Pollcle•.

o Maoro-Inatltutlonal Pollcl••

c. Analyels 01 Eldltlng ConditiOns .nd In Management of
Urban Developm.nt

d. Polley Analyel. and Formulation

e. Staffing 10r·Pollcy and Strat.gyWork

Priority Aotion.

o Int.nalv. man.g.m.nt and Ilaft d.velopm.nt
programs InclUding training on IUIDP program at
100.II.v.1 to Improve on prep.ratlon of PJMe and
admlnhrtrltlon a"ang.mentl on ohann.lllng of
looal and d.v.lopm.nt funde.

o In addition to baelo neede and ""ngth.nlng looal
govemment to reooynlz. Importano. 01 urb.n
d,vllopment In economic d.velopm.nt and
Importance of environment.

o Unklng urb.n polloy morefully with baelo .oolal and
.oonomlc development polloy.

o affIolenoy-.qulty, environmentally eUllalneble
growth, at.bUlly In Indlvldu.1 urban a".. and
economic of rural .r••••

o Individual well being, knowledge, cholc. participation
In decilion-m.klng, loclal ...blily

o .u...ln.bIe enhanc.m.nt 01 urban .nvlronmental
qUality and m.nag.m.nt of luetalnable development

o ba..d on developm.nt obJective. and macro pollcl..

o ooncemlng Inltltutlonll ""ngth.nlng of 10c.1
govemm.nt and changing rol. of central govemm.nt
In looal dev.lopment

o Baa.d on coneolldatlon and analyele of .xlltlng
Inform.tlon, analyels of urban growth ullng 1880
c.neua and additional ,...arch

o Analyele will be undertaken ba..d on two
componente: (i) Dlrectlone10r remalnd.r of
R.p.llta V and 01) Preparetlone10r R.pellta VI
.nd the next Twenty-Five Ve., Plan

o To establlah an Urban Strategy Unit (USU) to aupport
the polley, programming and coordln.tlon 1unctlons
of TKPP and IMG.

Page 2



SECTOR DEVELOPMENT A FRAMEWORK
FOR ACTION

A Preliminary, GOI Framework for Program on Urban Polley Formulation,
Urban Strategy and Progr..mme and Project Implementation.

Component of Action Plan

III. StrattAV Pmlopm.nt .nd Experlm.nt., Imp/em'DI!tIon

•• Analyal. of balo at....gy optlcm••nd at....gy
updating.

b. Land M.nagem.nt

c. Urban Environment Man.g.m.nt

d. Water Supply .nd S.nltlllon

•• Urban Tran.portltlon

f. Improved O&M of Infraatructure

g. PI.nnlng & d.velopm.nt of R.glonallnfraatructur.

h. Prlvat. Participation In Provl.lon of Urban Servloe.

IV. Financing of Urban Dew!opm.nt

a. Int.rgovernm.ntal Financial P,.llIlon.hlp.

b. Local Government R.venue.

Prlortty 'Action.

o Update on National U,ban Developm.nt Strategy
(NUDS) etudy, Id.ntlfylng '01. of urban developm.nt,
rol. of Individual., type. of urban area eto. and
d.velopm.nt option.

o Eetabllahm.nt of a Working Group under on. Spatial
Planning Committee to Implement approaoh to
Improve land management

o Exp.nd the proj.ct on Urban Govemm.nt M.nag.-
• ment to revl.w and a .... cur. ,nt .nvlronm.nt

polloi.. and atrategl.a

o A atrataglo Inv.ntorylng of .xlating condition. and
condltlona .xpand.d to prevail after Impl.m.ntllion
of water aupply proj.ot Includ.d In IUIDP and other
programme

o Developm.nt or upgrading of Intra-urban tran.port,
together with other Infraatructure

o R.plloate the p.rformanoe-Orlented Manag.m.nt
Syet.m (POMMS) to all urban area

o Clo.., coordination In the Identification, preparetlon
and Implementation of regional project. (power,
telecoma, ••a, air and land tran.port) with the
preparation and Implem.ntatlon of urban proj.cta

o Id.ntlfy .peolflc opportunltl.. on .xperlm.ntal for
private participation .uoh aa through Puree Project
and liSP

o Finalization of draft l.gl.latlon for linking more
_yet.matlcally the flnanolng from DIP allocation••
INPRES allocations. provincial and local revenue
Improvement, their borrowing for capital
.xpendlture. and prlvat•••ctor equity participation

o Finalization of legislation to streamline local
government revenue b..e and more discretionary
authority to improve collection and administration
of local taxes

o Extension of MAPATDA ayatem to other local
governm.nts



SECTOR DEVELOPMENT A FRAMEWORK
FOR ACTION

A Preliminary GOI Framework for Program on Urban Policy Formulation,
Urban Strategy and ~rogramme and Project Implementation.

Component of Aotion Plan

o•.Looal Government Flnanol. Planning and
Management.

d. Reglon.1 Government Borrowing and borrowing
from Domedo Savlnge for Investment In Urban
Infrastructure.

V. ID!tItutional.nd St.ff Development

a. C1.rlfIolllon of Rol••nd Rllponllblftl..

b. Project-rel.tld Inltltutlonal Development .t Reglon.I
Level.

c. Shift from Project M.n.gement to Munlolpal
Man.gement.

d. Structural Ch.ngee In 100. government planning
and m.n.gement through Intenalve IUpport for
s.lected local governmenta,

•• Strengthening of Updated Central Govemment
functlona.

f. R.employm.nt of st.ffto 10c.1 levels

g. Coordin.tlon Int.r-and Intra government
.nd Intra government.1 dep.rtmenta.

h. Long-term InstItutlon.1 and staff development

I. Guidelines end Manual for Urb.n Management

Priority Arione

o Refinement of PAFPACK to Inoludelooal governments
MAPATDA .nd RIAP programs and .xtenslon ofthls
lyatem to more 100.1 govemment

o Oper.tlon.Hzatlon of RDA

o Fln.llz.tlon of Instructions on rel.vant oentr.',
provinol.1 .nd 10cal.ntIt1.s org.nlzatlonal and st.ff
responslbll~les

o Regular review on Inltltutlon.l.rrangem.nts for
purpose of Implem.ntlng IUIDP proj.cts to Improv.
coordination • .,d inor•••• aocount.b1Hty

o Inltltutlon.lstrengthenlng of munlolp.1 m.n.g.ment
to Implem.nt tully the Government'e
deoentrallzation policies

o Inltltutlon.' improvement.t 100.1 level to Improve
on ooordinallon, .yst.m p1.nnlng, fln.nclng .nd
financl.1 mana;oment and .ystem. operation••nd
m.lnten.nco In the keyenterprls.s responsible for
key public SOMces

o An Inteneive Pfogram of m.nagement .nd staff
training In key aep.rtment.to undertake new .nd
incre.alng rospOnslblltlea

o Progr.mme c' 'eomployment of central level
technlc.latat!!~ strengthen locel government
including supplementary training

o Clarification 01tllo role and re.ponslbllltl.o of IMG
andTKPP

o est.bllahmeM~' the Urb.n Strategy Unit (SOU)

o Institutional d~lopment and training to Includ.
central, pro\r.~:' 31 and local government

o Preparing, d" ..rllnatlng and Implementing updated
guidelines a~" ..,anual. for urhan management

o Installation c' •- 1.118 to Inventory and ;')rovlde
oasyt.. acce" • ~ laws and regulations
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SECTOR DEVELOPMENT -- A FRAMEWORK
FOR ACTION

A Preliminary Gal Framework for P,'ogram on Urban Polley Formulation,
Urban Strategy and Programme and Project Implementation•

._:!:

Component of Action Plan Priority Adone

VI. Monltodna ,nd evaluation •

o De.lgn ,nd IDltlll,tlon of M " E Progr,m o Eet,b1l1h the M " E progr,m for TKPP ,nd IMG and
ev.ntu.1 exten.lon to oth.r level of Government

.
VII. pat.b.e .nd 'nform,tlon Development

o Of...m/nallon of d,ta from .nd betwe.n different o Working group eet.bllahed to review OLl"ent MIS and
I.vel. of government. p/,n for ooordinating MIS betwe.n o.ntr.l,

provlnol,l .nd looal authodtle. on pl.nnlng .nd
man.gement of urban and reglon./ development
program

1..____.
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ANNEXE

INTERIM EVALUATION OF MUNICIPAL FINANCE PROJECT

Executive Summary: Interim Evaluation:
Indonesia Munidpal Finance Project. G. Thomas
Kingsley and George B. Peterson, The Urban
Institute for USAIDlIndonesia. July, 1992.
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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) USAID 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 Govemment of Indonesia
(GOI) is implementing a Policy Action Plan whbse goal is to "improve the shelter conditions
of the urban poor by developing the means by which municipal govemments can fmance
shelter-related urban services and infplstrueture at a pace sufficient to overcome present
deficits !!1d match the pace of urban population growth". The GOI 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 GOI 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 pro~. The evaluation was conducted by two senior urban policy specialists (in
Indonesia for three weeks) who examined the record pf policy change as documented by GOI
and international donor reports, inteiViewed GOI officials in all agencies dealing with the
urban sector and gathered unpublished infonnation regarding sectoral investment and
fmancing, 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 IUlDP program as well as the World Bank urban sector team.

MAIN FINDINGS AND CONCLUSIONS

PerjormQllce under the Policy Action ~ltm. The GOI has made, and continues to
make, substant\al progress toward the program's basic objectives. Over the course of the
program, its major accomplishments have been: transfonning the process by which urban
infrastructure is programmed to one in which coordinated planning and project preparation
occur nClOS~ sectors for individual cities (with strong local government participation and
linkage to local resource mobilization); substantially improving the management of the
property tax and other local own source revenues, and enhancing their yields; setting a sound
base for expan~g private sector participation in urban services; establishing the groundwork
for increased municipal borrowing for urban infrastructure and operationalizing the Regional
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Development Account '(RDA) as a nugor step toward a market-based, credit system for local
government; and establishing and maintaining a viable framework for interministerial
coordination at the central level. .

These accomplishments are noteworthy and are sustainable if appropriate support is
given in the next stages of program development. The GOl's continuing commitment to the
program was underscored by the 1992 Issues and PrIorities Report prepued by the National
Planning Agency (BAPPENAS), which presents a critical evaluation of progress under the
current program and priorities for the next stageg 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-sening--are wlnemble unless
they receive further external reinforcement. Priority should be ~iven 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. nnd implementing local
investment progmms.

The Technical Assistance and Trtdning Component. Perfonnance 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 priorities under the overall Plan and to promote interagency
collaboration. Their activity is in large part responsib,le for key achievements under the Plan
since 1990, particularly in private sector participation and prognlm monitoring.
Accomplishments include issuance of a series of research reports lied to critical policy
choices; seveml major seminars to promote management refonns; and an extensive tmining
program. Initial planning for an indigenous urban management tmining progmm, 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 refonns in the fmance agenda. .

AID's Role. USAID support has played an influential role in the GOl's program. It
was critical in advancing the agendas for private sector particip:ui":l and the RDA, has filled
an important void in motivating the overall continuity of an urb,an sector progmm, and
appears to have achieved true additionality in urban infrastroctufl' investment. Continued
support from AID and other donors for some years will be esscn!:.ll if the delivery system
promised by this Plan is to become fully institutionalized and sclf·,ustaining.
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PRINCIPAL RECOMMENDATIONS

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

The Poney ActIon Plan

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

3. Emphasis in a new HqL should be placed on key policy elements where AID'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 RnA 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.

S. Local sample surveys of household beneficiaries 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 responsive to work
requests from countexpart agencies, greater effort sbould 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-termTA..

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 building 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
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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 RnA and using the Investment Plan to finance public-sector support for
private participation in urban services and environmental infrastructure.

Administration and Monitoring

11. Quarterly meetings of the MFP Intenninisterial Counterpart Committee,
USAID, and the TA team should be ·held. Objectives: 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 be clearly i11vited 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 BAPPBNAS 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.

•
A:\MPEI.P, ML, NOYCIIIber 4, 1992.
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THB HOUSING GUARANTY PROGRAM
STATUTORY CHBCJQ.I$T

INDONESIA ..

PROJECT NO. 497-nG-D06

ANSWBR. YES/NO OR PUT PP PAGE
REFERENCES AND/OR EXPLANATIONS

WHERE APPROPRIATE

A. General Criteria Under HG Staiutory
Authority

Section 221(a)

Will the proposed project meet the
following criteria:

1) is intended to increase the
availability of domestic fmancing by
demonstrating to local entrepreneurs
and institutions that providing low
cost housing is financially viable;

2) is intended to assist in marsbalJing
resources for low- cost housing;

3) supports a pilot project for low-
cost shelter, or is intended to have a
maximum demonstration impact on local
institutions and national policy and

4) is intended to have a long ron goal
to develop domestic construction
capabilities and stimulate local credit
institutions to make available domqtic
capital and other management and
technological resources required for
effective low-cost shelter programs
and policies

G - 1

YES

YES

YES

YES



t

~., Section 222Ca)
. .

Will the issuance of this guaranty cause
the total face amount of guaranties
issued and outstanding at this time to
be in excess of $2,158,000,0001

Will the guaranty be issued prior to
30 September 19931

Section 222(]»

Will the proposed guaranty result in
activities which emphasize:

1) projects providing improved home
sites to poor families on which to
build shelter and related services

2) projects comprised of expandable core
shelter units on serviced sites

3) slum upgrading projects designed to
conserve and improve existing shelter

4) shelter projects for low-income people
designed for demonstration or institution
building

S) community facilities and services in
support of projects authorized under
this section to improve the shelter
occupied by the poor?

Section 222(cl

If the project requires the use or
conselVation of energy, was consideration
given to the use of solar energy techno
logies, where economically or technically
feasible?

0-2

NO

NO

NO

YES

YES

YES
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SOction 223(a)

Will the A.I.D. guaranty' fee be 'in an
amount authorized by A.I.D. in
acco~ce with its delegated powers?

Section 22300

Is the maximum rate of interest allowable
to the eligible U.S. Investor, as pres
cribed by the Administrator, not more
than one percent (1 %) above the current
rate of interest applicable to housing
mortgages insured by the Department of
Housing and Urban Development?

Section 2230)

1) Will the proposed Housing Guaranty be
coordinated with and complementary to
other development assistance in the host
country?

2) Will the proposed Housing Guaranty
demonstIate the feasibility of particular
kinds of housing and other institutional
arrangements?

3) Is the project designed and planned by
A.I.D. so that at least ninety percent
(90%) of the face value of the proposed
guaranty will be for housina suitable for
families below the median urban income for
housing in urban areaS, in the host countQ.

4) Will the issuance of this guaranty
cause the face value of guaranties issued
with respect to the host country exceed
$25 million in any fiscal year?

G - 3

N/A

YES

YES

YES

NO
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Will the paranty apeement provide that
it wID cover olily lenders who are
,"eligible investors" within the meaning
of this section of the statute at the
time the guaranty is issued? ..

B. Criteria uiu:Ier General Foreign Assistance
Act Authority. '

section 62Q/62QA

a) Does the host country meet the general
criteria for Country eligibility, u~der the
Foreign Assistance Act as set faith in the
country eligibility checklist prepan=d at
the beginning of each yeu!1

b) Is there any reason to believe that
circumstances have changed in the host
country so that it would now be ineligible
under the country statutory checklist?

P:\PHILIP\MPEIG. pIabt, NGVebct". 1992,
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1322

toC: .060
29 JUL 92
CN: 19147
CHRG: AID
DIS!: AID

itA12 8/Q..' 1 Z.

BY: f~'

--------#:~~Iqi

~:.:A:.:.T:..E.::.D:.:U:.:B~-4,-/-:-::dij-;::;":"'1
ACTiON TJ).K .

_.
NFO' DCM ECON CHRO..

N/AE.O. 12356:

TAGS:

vzczc
PP RUEHJ

.DE RUtHC #1346 2101320
ZNR UUUUU ZZH
P R 281320Z JUt 92
FM SECSTATE WASHDC
TO RUEHJA/AME~BASSY'JAKARTA PRIORITY 6216
INFO BUEHBK/AMEMBASSY aANGKOK 2808
ST. .' I •

UHCLAS STATE Ji.;~1.346.·;·~

AIDAC JAKARTA·FOR·W. FREJ; BANGKOK FOR RHUDO

§JCIA L F.' ~ e]

•

•

ft· ~,J',.!, ~i

13. DUE TO THE RECENTLY ENACTED CREDIT REFORM ~1l';";X(:-i-+--1'0'--1

REGULATIONS, THE MISSION AUTHORIZATION LANGUA~E ~UST 3E eM ~~
CLEARED BY AID/FA/F:1/L~ PRIOR TO EACH AHNUAL r.!!.:- ::f=j
AUTHORIZAT ION. SPEClFICALLY. AS RE::jU IRE0 9Y CREOI T REFOR:1 "N'. ::" -I -i'.~
LEGISLATION, THE QUOTE c;UBSIDY COST U~JQUOTE OF THE FIN:1=A

GUARANTY AS CALCULATED BY AID/FA/B MUST aE EXPRESSLY
IN EACH ANNUKL AUTHORIZATION AND MUST BE CLEARED BY L---1

AID/FA/FM/LM. . t !
I l

~.--'i---t.--'

~~M-1r:~1'~
2. FOR INFORMATIONAL PURPOSE ONLY, PLEASE ADVISE ASIA I
BUREAU VIA CAST.E OF ANY CONDITIONS PRECEDENT AND OF THE INI'Cl C !
FINAL POLICY A~ENDA AND PLANS FOR ITS IMPLE'1ENTArrON WHE: !~~~.__. _. ~~.o_..l
AVAILABLE: AFTER SIGNING. I)M\: I

--~

...----11--- --I
3A. BUREAU REVIE W: THE NPD REVIEW WAS HELD ON TH URSDA YtL;C:.;Ilo~"_--1-_-'----J

APRI L 30, 1992. THE ~EETI NG WAS CHAIR ED BY ASI A/OR/PD' A~D
WAS ATTENDED BY PRE/HI ASIA/FPM, ASIA/EA, GC/FRE,
ASIA/DR/TR, POL/PAR, US-AEP AND THE ~ISSION iOUSIN~ AND.
URBAN DEVELOPMENT OFFICER WHO H~OE THE PRESENTATION. INI-<:---k~---i{-()-LJ-~-.J-I

UNCLASSIFIED STATE 241346



,-
-, ,, ,

, ' .. ... "

UNCLASSIF'IED
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STATE'" 241346,

HIS OPENINQ REMARKS THE MISSION REP DESCRIBED THE EXISTING
LI~ITS ON INDONESIA'S ECONOMIC GROWTH DUE TO
INFRASTRUCTURE CONSTRAINTS 'AND THE ECONOMIC RATIONALE FOR

. USING HOUSING GUARANTY CHG) RESOURCES.

3B. 'TOPICS DISCUSEO: THE DISCUSSIO~ FOCUSED PRIMARILY
ON TH DIFFERENCES BETWEEN THE CURRENf HOUSING AKD FINNCE
AND SHELTER PROGRAM, THE PROPOSED PROGRAM~ND

RELATIONSHIPS W1TH PROGRAMS SUCH AS PURSE,US-AEP AND THE
THAI PARTNERSHIP PROJECT. OTHER TOPICS INCLUDED THE
RATION ALE FOR HG INESTMENT IN IN'DONESIA, COUNTRY
BORROWIN~ CAPAITY POLICY ACHIEVEMENTS OBTAINED AND
ANTICIATED, GENDER ISSUES, AND HOW THE SECTOR-BASED
PROGRAM WILL WORK •. COPIES OF ALL ISSUE PAPERS WERE
PROVIDED TO THE MISSION'S 'REPRESENTA~IVE FOR USE IN THE
DESIGN PROCESS.

3C. INCLUSION OF GENDER SENSITIVE LANGUAGE: THE SCOPE OF
WORK FOR'BOTH THE'DESIGN PROCESS AND PROGRAM
IMPLE~ENTATION SHOULD E~PHASIZE TO THE CONTRACTOR'S) THE
IMPORTANCE OF INCLUDING BOTH MEN A~D WO~EN AT THE
COMMUNITY LEVEL AS PARTICIPANTS AND BENEFICIARIES.
PROGRAM IMPACT INDICATORS SHOULD BE AT THE PEOPLE-LEVEL
AND SHOULD ALLOW DISAG~REGATION BY GENDER, TO THE EXTENT
POSSIBLE.

'3D. AODITIONAL'PP PREPARATION GUIDANCE: A MORE WELL
DEFINED STATEMENT OF THE PROBLEM SHOULD'ILLUSTRATE THE
PROBLE~S THAT 'THE SOLUTIONS INTEND TO SOLVE AND WHAT IT

. UNIQUELY MEANS TO INDONESIA. ALSO INCLUDE AN ELABORATION
OF THE RELATIONSHIP BETWEEN THIS ACTIVITY AND THE '
MISSION'S STRATEGIC OBJECTIVES IN ORDER TO PLACE THE
PROGRAM IN AN APPROPRIATE CONTEXT.

BAKER
BT
1#1346

NNNN
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DUnt. ImBQDP2'a,'r, 1XNGD~;mq 01 RlUAQlXSNe gc;,g;Q1I

(A) P.ICOlWC c:otmfty I %114=••1&

(I) ACTMTYa Mun~aipa1 11nance ~or InViZ'OJ'!IIDCal
:lDlJ:'utzucztu:r:1 ("7-ae 006)

.UB SlUliQn IoUlllg G\la~ty Loan. ,

rY 1993 1118

(X)

• (a) JWJ:)%lfG1

(I)) '1I2:0D 0' I'trJmDQI

(I) 8'1'ATIMIN'l' Ii'RBPAUD BY t

(~) INV%R01OSIN'1'At. .lCT:tON
UCOMMBN'DI:\) I

(0) INVDONICIR'1',u, 0'1'%01
CLIAL\NClI

UDDIATIOK 01' 'l'II NA't'UII, seo,., AHJ:) MAQH%TCDI or '1'D
IHVIlt0HHTAL Dl'ACT:

I.. DIICIZI!%OIf 0' 'I'll ' ..OGIWI.
, '

De p:;-opO.IC1 prcgram uaCSer D-00& rill pZ'ovlde • boUaiD; fUaJ:uty
1~ in ~h. ~e oJ $125 al1110ft to tbe GOX ~oZ' tbe ~o.e o~

. iatd••,1atiJ2g PQl~ ~'!Oml a1Md at ~~oriq the COUDtry'.
... .)'It. of municipal flna:11c:l.fti of enviro=antal Wn.atzucstuZ'••

w Then are two types of activities promoted, t,1U:0\I9h thl. progr&ll\:
'.

1) capital finance provided by the GOt for priority
shelter-related urban ~nvi:z:onmental 1nve.tl'fteDta, and



.,;:..

2) .... ' policy reforms aimed at improving the country' I IYltem
o~ municipal ~iDancin~ ot environmental iDfra.tructurel

,.piCa1 'ipapp. Provided by the qQ.
,

The first categoIy of these activities is capital finance .'
provided by the GOI for urban environmental investments. The GOI
will agree to fi~~. rupiah expenditures on a jointly agreed
Investment program of shelter-related environmental
infrastructure for the urban poor in an amount equivalent to the
loans guarantied undex' the A.I.D. Housing Guaranty Program

While A.I.D. will Dot directly select, design, locate or fund
individual projects under HG-006, it will assure that all rupiah
financed projects att~ibuted to this program by the GOI are in
full compliance with the GOI's Enviro~ntal Impact Assessment
(EIA) process, known as AMDAL. This process is similar too the
U.S. EIA procedure in that an initial lEE is performed of all
gov~rnment-fundedconstruction activities and that all such
activities found to pose a potentially significant threat to the
environment are then required to have a full EIA prior to
beginning construction•

. Finally, since USAID/lndonesia considers the preparation of an
EIA as an integral part of the proj,ct planning process and as it
seeks to encourage adoption of environmental reviews at the
earliest practical,stage, it therefore proposes to include
expenditures on the preparation of BIAs and the monitoring and
evaluation of compliance with those assessments as.a category of
eligible expenditure under HG-006.

Policy RefOrm

The second category of activitie., policy re~orms aimed at
improving municipal financing of environmental infrastructure,
are normally categorically excluded from further environmental
review in accordance with Section 216.2(c) (1) (i) and (ii).

However, certain economic policies can have serious environmental
conse~ences• Policy reforms intended t.o fl,'l.rther urban
environmental quality management and tha pro~ision of urban
environmental infrastructure are an integral part of the Policy
Action Plan. For this reason, the proposed project design for
SG-OOS has been carefully reviewed to identify any proposed
activity in which waste generation or water use. might be
sUbsidized and thereby lead to adverse environmental
consequences. In addition, the Mission intends to monitor the
Program's policy reforms in relation to environmental impacts.

This review concluded that HG-006 places a very high priority on
monitoring and enforcement for all environmental infrastructure,
as well as monitoring of its requisite policy refor.ms.

, .



..

"

. .

, .

.. . '.
....

, a. UCOMJG:HDA'1'%Oll.

It is recommended that the proposed program receive a Negative
Determinatiou•. Potential .nviro~ntal impacts of inv.stment.s
funded under this urban infrastructure sector lOaD will be

, as.es••d through the GOI's environmental impact •••••sm.nt
proc.ss and monitdring and ~tigation will b. provided by the GOl
as n.cessary'. The Mission will, monitor compliance with .this '
provision through its annual monitoring of investments made by
the GOl und.r this Program's Investment Plan. Th••e azmual
reports will be provided to the Mission's Environmental Oftiger.. .

"

.f

,



....

ANNBXJ

001 REQUEST FOR ASSISTANCE

MUnicipal Finance for Bnvironmenta11Qfrastrocture

to

."

,



• I " ....

,

, "

.
Maroh 14, .J.~9.2.

REPUBLIC OF INDONESIA
NA.TlONAL DBVELOPMENT PLANNING AGENCY

JAKARTA, JNDONE~IA

DISBt7RSEHElNT OF THB FOURTH TRANCHE OJ' THE
GOVBRNMElNT OF THB INDONBSIA-UNITBD STATES OF AMERICA
HOUSING GUARANTEE LOAN (HGL) (A.I.D. LOAN NO~ 4"
HGL-001) AND PLANNING FOR SBCOND HOUSING GUARANTEE
LOAN

....

I~

RE:

Twentyman
reotor, USAID
BIIIl:»a.ay .. .
delea Selatan 3

'~~~' , '., I ..." 'Nu ,
\ 'l'a "'CT. ,ttlI/O ,--U", l/

DD
....n
&,. I_

fill. V'"
I1KO
eM
FIN v
"Nfl ~.~ • nc • S
"HlfI.
"AD
Ol'H

1M"
....... ......

IHAIT 'lJ ",:1
YH' ~I '" 01&1 "" 'I.

.IPan .,. IN (j I'l.,
INf'O C

'IR
DMC

ClBO

C&R

,

•

•

'0 0'
Dear Mr. Twentyman

This letter and the enclosed memorandum on Proqre••
aneS X••ue. in Indone.ia' a Urban Development an4 Prioriti.s foZ'
Policy Analysis, strateq:f FQrmulation and programming, are in
response to your letter dated 14 January 1992 to the state
Minister for National Developme'nt Planninq/Ch'airman SAPPENAS,
Professor Saleh Afiff, on the SUbject of the information needed for
the disbursement of the fourth tranche of the Government of
Indonesia - united states of America Housing Guarantee Loan (HGL)
(A.I.D. Loan No. 497-HGL-001). He has asked me to reply on hi.
bahalf.

We believe that the progress in the urban sector
during the past year, which is analyzed in the enclosed Memorandum,
underscores the effectiveness of the use of the t'irst three
tranches and the importance of proceeding with the fourth tranche
now.

•

We feel also thlit this is an appropriate time to
analyze progress with the HGL, and ·discussions of the possibility
of a second HGL, in the context of our overall agenda for the
development of urban policy and strategy and the ongoing
preparation and implementation of our urban programme. For this
reason, Part II of the enclosed Memorandum has D broader
perspective than th~ analogous Part II of last year's memo,randum on
the HGL. It ,is intended to provide an outline of current and
proposed activities, and a framework for focussing and coordinating
both our own resources and external assistance -- inclUding, we
hope, a second Housing Guarantee Loan.

2/ ' ••••
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With thi. in m.1nd, 'we look forward to d.1.ou••i n9
propoaal. tor a .eoond HGL with you and your .tatt. Secau.e ot the
importanoe ot en.uring that •••i.tanoe through USAID and other
.ouroe. is planned and coordinated in the context of our overall
strategy, it will be appropriate tor future discu••ions ot both the
existing and pro.pective Hou.ing Guarante. Loan. to be held with
Deputy V, BAPPENAS. We can arrange tor the participation ot the
other relevant government agencie.. . .

We Would welcome your comments on the enclo.ea
Memorandum and hope that we oan meet shortly to diacuas in aome
detail the poa.ibility ct a .econd Houainq Guarante. Loan. We would
appreciate reoeiving a copy ot any independent evaluation ot the •
HOL work undertaken by USAID •. ,

We will be pleased to' provide additional information
you may need, and look torward to the disbursement ot the fourth
tranche ot t~e existing Loan.

cc. Mr. William M. Frej
Chiet, urban Policy Division
Private Enterprise Oevelopment Otfice
USAID
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[WORKING COfDYlDear Bil1 FreJ :

/
Over two montH ,. 'agp'; we hll "'1 .xc.ll.nt .....ting in my offio.,

in whi oh we brought .aoh~.n~her &.Ip to .dat.. On the GOI/C1 pta karya
sid., we inform.d you ~.., ~;;J~' of our n.w· thinking regarding
..sustaof nab1e urban d...·..}· 1(\~Im.r\~. ii;~nag.ment" and of our .....rg i ng
program to r.ca.t C;pt. :~~i,t')'!~~" \"ole to aupport local governmenta
through technical a~Cfi;~,\~~l7.";". ~v~l.i training. On your side, you
discuss.d USAIO'. eval' ;··.~;.'l'.'b"; ,.;.d '~he Municipal Finano. Project an.d
HG Loan 1, and the pro/)';W.h '; t.o, t';.'ft> pro 'J gn a new HG Loan 2 for R.pel1 ta
VI.

-tMr. William·M. Fr.j
. Chief, Urban Policy Oivi.ion

Offic. of Private Ent.rpria
USAID
American Emba••y
Jakarta
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,..' a. P'A"AT II MEN P EK. R·.JA AN U MU M

'. ·..·DIREKTDRAT .lENClEAAL' CIPTA KARVA
II; a. Pallh INo, iT.lp. 717240-7397721·7397719Tt : 047330 w'ac.lA.Kolalc ra.: 4059 Jakarta 12040
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With thia l.tt.r. i~ ,,(i;llJ1~ 'I··i<. to .xpre.s broad .upport for
your prop08al to a.siet. ~;.h~; S(:': i" the' urban .ector with a new HG
Loan 2, I realize 1~l;c';1. ~'OL! .•:v~l1 be appropriately op.ning the
discus.ions on thi&: 1mpo'·t..;:.~~. _".!listanc. through Bapp.na., and - at
the proper tim. - win sL.lb&::i'4Uerltly b. wanting to meet with myself
and my. staff as w.".1. When.v•." it i. convenient, . we w.lcome the
opportunity to shlAr'e with y()U our ideae regarding some poa.ibl.
ar.a. of support "mder HG Loan' 2,

, I believe that there are in fact .everal .hared Roals between
USAID and DG Cipta Karya in tho' urban sector, which can provide the
initial basis· for cooperation on HG Loan 2. Th••e shared goal.
inclUde :

(2)

(0

•

Promote and further refine a common view of ~he ov.rall
urban d.velopment manag.m~nt eyatem

Shift primary responsibility for p~anning and
impl.menting urban development investments to local
government and to the privata s.ctor;

(3" Promote publ ic-privat. partn.rships both in environment.al
infrastructure development and also in integrated ·a~ea
development packages";

(4) Place renewed emphasis on integration (including
institutional cooperation) and new emphasis on
sustainability in all respects~
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'. Pl•••••cc.pt th1. lett.r in the .p1r1t of g.n.r.l .upport to
U8AXD'. eont1nu.d •••1.t.nee in the urb.n field. W. h.ve
.ppr:ee1,t.d your h.lp in the p••t, .nd o.n oert.1nly u•• (.nd will .

..•ppr.oi.t.) it in the futur••

"

Sinc.rely your.,

.f .

Copi.s to :
1. Minister of Public Work.
2. Deputy V Bappenaa

, ,

•

, ..... '.
• 0 I" 'f.' ' • • . 0 ~

••• "';t t'.. ~ t.f ....... :"'\ ~ t !. • \ \" c.... •".of oJ:.... \. f
I •••••• 0' .,til. t )

...... t" , ,.1

•


