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) ABSTRACT

' M. Evaluation Abstract (Do not exceed the soace provided)

The project aims to provide budget support to key ministries of the Government of
Indonesia (GOI) which are active in the agriculture and rural sector policy reform
process. This mid-term evaluation was conducted by a USAID/I team on the basis of a
review of project documents and interviews with officials of the GOI, USAID, and
other donors concerned with ARSSP, Indonesian rural policy, or both. The purpose
was to assess progress to this point regarding project implementation and
management, and to set priorities for future activities. The evaluation was
organized into three main arcas: 1- the policy agenda, and progress towards
achieving the goals set forth in it; 2- disbursement and monitoring of ARSSP budget
support; and 3- USAID management of the ARSSP program,

It was concluded that progress on the policy agenda exceeded expectations held at
the time the program was conceived. Some of the agenda items had been completely
met (i.e., pesticide subsidy elimination and transport licensing). Some of the
agenda items had been partially wet (i.e., fertilizer subsidy reductions,
agricultural input pricing, investment licensing, and insurance licensing). On soume
items progress was less impressive (i.c., pension legislation and international
trade regulation). However, taken as a package (as ARSSP js intended), the GOI's
progress was very positive and merits continued support.,

Disbursement of ARSSP budget support funds was found to be uneven and unduly
hampered by cumbersome requirements to satisfy the desire to ensure additionality of
ARSSP funds to the GOI budget. 1In some cases it was found that the uneven flow of
ARSSP funds caused serious disruptions in GOI agency operations. The evaluation
concluded that the formula used to assess additionality should not be used in the
future.

Management of ARSSP was found not to be less staff intensive than other modes of
assistance. Reduction in staff-intensity was due to delays in bringing staff
on-board, rather than reduced need for staff. 1In the future, as ARSSP staff become
more involved in the policy dialogue that underpins ARSSP, staff requirements will
increase. It is recommended that an additional position be added to the ARSSP staff
for program and budget monitoring.

The evaluation concluded that ARSSP should be amended, responding to the
recommendatioas of the evaluation, increasing funding and extending the PACD to
March 31, 1992

COSTS
. Evaluation Costs
1. Evaluation Teamn Contract Number OR | Contract Cost OR

Hame Alfiliation TDY Person Days TDY Cost (U.S. 3)| Source of Funds
Chris Hermann SAID/W 25

Gladys Nott onsultant 25 14,978 ARSSP TA
Steve Tabor Consultant 25 15.736 ARSSP TA
2. Mis;i—cwnlollbce Prolessional 3talf 3. Borrower/Grantee Prolessional

Person-Days (Estimate) 25 Stall Person-Days (Estimate) 15
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A.l.D. EVALUATION SUMMARY - PART Il

SUMMARY

J. Summary of Evaluation Findings, Concluslons and Recemmendatlons (Try not to exceed the three {3) pages provided)

Address tho following ltems:
e Purpose of avaluatlon and mothodology used e Princlpal recommendatlons
e Purpose of activity(ies) evaluatoed e Lessons learned

s Findings and coricluslons (relate to questions)

Misslon or Olfice: Date Thls Sumymary Preparod: Tltle And Dato Of Full Evaluatlon Report:

Purposc of the evaluation and methodology used

The midterm evaluation was undertaken to assess progress of the
ARSSP program to provide guidance or future activities under
the program. It was felt by USATD/Indonesia that a midterm
evaluation was essential because the type of assistance
represented by ARSSP is unique to the mission and to the
regior. Therefore, it was anticipated that a midterm report
could provide valuable input into ongoing program activities
and into the decislon whether or not to amend the program for
the future.

Information for tae evaluation was gleaned {rom interviews with
USAID, GOl, and other donor personnel, and from a review of the

program files and other documents relevant to the program.

Findings and conclusions

- Though these were intentionally no conditlonality
provisions in this program, the Government of Indonesia's
progress on the ARSSP policy agenda has been far greater than
was expected for this point in the program. For some items
(e.g., pesticide and fertilizer subsidy reductions,
inter-insular transport deregulation, banking reform, etc.)
policy reforms have surpassed expectations, while for other
items reform progress has been less rapid. However, it is
clear that overall progress on policy reform has exceeded AID's
expectations at the outset of ARSSP.

= It is impossible to prove a causal relationship between AID
assistance through ARSSP and policy reform; however, the
negotiation of the policy agenda and ATD commitments to use of
ARSSP funds to firance the implementation of such reforms imply
that an important link has been established. Though much
remains to be done in the area of agricultural and financial
sector policy, ARSS? has cont.sibuted to the policy reform
process by:

a)  providing key officials with resources te support
policy research, analysis, and review which reportedly
generated reform proposals and helped broaden the consensus for
policy chauge;

AID 1370-5 (50.R7) Pann 3




SUMMARY (Continued)

b) financing study tours to provide exposure to
alternative policy regimes;

c) providing support for the start-up of the Integrated
Pest Management pProgram as an alternative to high-pesticide use
Crop maragement;

d) financing technical research on key areas such ag
fertilizer response, to support adjustments in agricultural
input pricing policy; and

e) filling a niche 1in donor program assistance by focusing
attention on agricultural incentive issues.

~ Formulation of the ARSSP agenda raised the level of policy
dialogue between the GOI and ALD to focus on sectoral or
sub-sectora’ issues —— ga conslderably higher level than the
previous focus of discussions. Project experience, exlsting
analytic werk in some areas, and credibility with the GOI
contributed to formulation of the agenda,

- The policy agenda items are of varying importance, utility,
and precision. Future policy agenda items should be developed
carefully and focused on speciflc areas of interest, while
maintaining the broad "menu” approach to setting the agenda
that permits activities in more than one sector of the economy.

= Initially, ARSSP was to provide short-term "bridging"
Support to the development budget to tide the Government over
during a period of budgetary shortfall as they implemented
their subsidy reduction and revenue mobilization measures. AID
applied budget support to the budgets of agencies AID
considered important to its project portfolio. It was not
Intended that these funds be used fo: policy support; rather as
support to the development budget, which served in turn as part
of a general multi-donor effort to support the policy reform
process. VWhat AID discovered during implementation was that it
was possible tc use a portion of the budget support funds to
assist implementation of the policy changes decided upon by the
Government. The team belicves that such "targeted budget
support” is the best and highest use of budget support, and
that it should constitute the bulk, 1f not ali, of such uses of
AID-provided funds in future program assistance. Accordingly,
the GOI's programming of ARSSP budget support should
increasingly focus on activities that directly pertain to the
objectives of the bprogram, Further, active AID participation
in the identification and proposal of GOI programming options
to advance policy and institutional reforms in the agriculture
and financial sectors is recommended to the extent it can be
appropriately done.

AID 1330-5 {10-87) Pago 4




SUMMARY (Continued)

VR

— The team finds tha. the Mission's effort to ensure
"additionality” of support to selected agencies vis—-a-vis
fluctuations in the Government's development budget as a whole,
while well intentloned, is impossible to achieve, a waste of
time and effort, .and should be abandoned.

~ The team concludes that the common view that D.A. sector
program assistance requires relatively less staff per dollar
than project assistance is greatly exaggerated. To be
effective in facilitating policy change, D.A. scctor program
assistance requires nearly as much staff, if not as much, as
project assistance. It was over-optimistic to think that there
were relatively lighter policy analysis or budget monitoring
requirements. Accordingly, ARSSP was understaffed until
recently., What is true, however, is that the mix of skills
required changes and that more J.C.C.-type policy analysts in
addition to USDH are needed. At the same time USDH and FSNDH
are also needed to manage the program and give direction to the
policy dlalogue. The team reccommends that one additional
person with an accounting and information systems background be
hired.

- As ARSSP cuts across various Mission offices, the role of
each office in policy analysis, support to ARSSP agenda items
from projects, program adminlstration, and contribution to an
ARSSP information management system needs to be formalized and
clarified. ARSSP will not work except as a team effort that
inciudes many offices.

~ The team finds that project assistance remains essential
for effective program assilstance; that projects alone are an
insufficlent source of analysis needed for policy based program
assistance because program assistance has its own policy
analysis requirements; and that targeted program assistance
fills a niche in the Mission's program instruments hecause it
is able to do some important things differently and more
quickly than project assistance.

— The Mission finds itself in a tricky area between pure
program assistance (cash grant or C.I.P.) and project
assistance, and the recommendations of this evaluation to mcve
toward "targeted budget support” take it slightly nearer to the
project mode. Even though this area has difficulties in terms
of the program-project spectrum and in terms of accountability
(projects are tighter), it also has the potential to make a
contributlon to policy implemeatation that, dollar-for-dollar,
could well be greater than other donors’ program assistance.
AID would be the only donor with this kinc of fund for
financing policy implementation costs, and the implementation
costs in any event are more commensurate with the amount of
money AID has available, in contrast to the sizeable
contribution to the budget that comes from other donors'
program ald.

AR 1330-5 (1087} Pana 4

\.{9



SUMMARY (Continued)

=~  ARSSP has laid a sound basis for continued AID support of
the policy referm process. This support should build upon the
Successes of early ARSSP implementation. Continued support in
the area of policy reform for agriculture and finance is
warranted because of:

a) the demonstrated sincerity of Government to forge ahead
with reform;

b) the continuing severe external economic environment
necessitating rapid adjustment, and

c) the continuing need to reform policy in order to
eliminate disincentives to efficlent growth and development,

Thus, the evaluation team recommends an amendment to ARSSP,
responding to the recommendations of the evaluation, increasing
funding, and extending the PACD to March 31, 1992,

— Please note that this summary highlights primarily the
findings and recommendations of interest to the audience
following ARSSP as one case study in D.A. sector program
assistance. Several other important observations and
recomnendations pertaining to ARSSP are contained in the body
of the report.

Principal recommendations

Principal recommendations of the evaluation are:

— The program should he amended to add new money and extend
the 1ife of the program one additional year.

= The additionality formula should be eliminated as a
criterion for disbursement.

~ Future ARSSP support should be targeted to activities that
are directly related to the policy agenda.

~ The policy agenda should be updated to account for past
accomplishments and changing priorities.

= The EPSO office should add one additional staff to help
manage ARSSP.

~ Because of the nature of GOI accounting procedures, a list
of items whose acquisition with AID-provided funds is not

permitted by U.S. law or USAID policy should be conveyed to the
GOI,

= A special fund should be established within ARSSP to
facilitate fast-turnaround technical assistance for policy
analysis and/or policy implementation.

Al) 1330-5 {10-871 Pann 4




SUMMARY (Continuad)

Lessons learned

Principal iessons learned include:

~ GOl accounting procedures require that foreign donor funds
be traceable to their ultimate expenditure. Tlius, generic
budget support is not possible in Indonesia.

- Focusing on budget performance of the GOI to ascertain
whether or not ARSSP support is "additlonal”™ to GOL support,
needlessly dilverts attentlon from the more fundamental
questions of policy reform,

= Assuming that program assistance through ARSSP would be less
staff-1ntenslve than tradltional project asslstance was
over~-optimlstic,

= Program assistance, such as ARSSP, forces USAID-GOI dialogue
to a level not penerally observed otherwlse. Government
policies wlth broad general fmpacts are necessarlly on the
table for discussion,

=  LSAID must play an lmportant role In determining what GOI
actlvities wlll be supported by ARSSP, General budget support,
even when focused on selected agencles, cannot be expected to
be allocated most advantapeously absent some degree of USALD
collaboration on allocatlon declsions.

AID T330-5 (10-87) Pagn §
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COMMENTS

__L. Commenls By Misslon, AIDIW Olllce_and Borrower/Grantoe On Full Reporl

To a very large degree, the misslon has accepted the recommendations of
the evaluation team and .as proceeded to refine the ARSSP program in line
with those recommendations.

- In planning for IFY 1989/90, the mission and the GOI have apreed to
eliminate use of the additionality formula and to focus ARSSP funding more
dlrectly upon activities specifically related to the ARSSP policy agpenda,

= Though the evaluation recommended that ARSSP activities be kept witlig
the Minfstries of Finance and Agriculture, the mission has apreed to
Include the Central Bureau of Statistics in the program for IFY 89/90
since reliable statistics are consldered essential to quality policy
analysis.

= AID has undertaken to initiate and to participate actively in dlalogue
with the GOl on policy reform for the agrlculture ard rural

sectors, both within the framework of future ARSSP actlvities and in the
motre general sense of what we can agree is needed to be done.

= The technical assistance portion of ARSSP is being used Lo support a
policy analysls support team in the Ministry of Apriculture, and several
short term consultants to examlne particular aspects of the pelicy agenda
and implementation thercof.

= Within the mission, the FPSO office has begun a major effort to
coordinate the actlvities of pollcy analysts throughout the mission and to
clacify thelr roles In the policy monltoring process.

= The EPSO offlce Is in the process of better organizing responsibilities
foy program manageuwent and monitoring.

= Permlssible uses of ARSSP funds have been nade clear to the GOl by
providing them a 1ist of ltems which may not be purchased wlth USATD prant
funds, and by ensurlng that all purchases conform to Government
regulations pertalnlng to foreipn donor assistance.

- For [FY 1989/90 a spectal fund has been sct aside under ARSSP to
provide the capablilty for special shovt term projects to support policy
Inttiatives as agreed upon mutually between USATD and Lhe GOI.

= The misslon and the GOl have bepun the process of preparing an
amendment for ARSSP for 1FY 1990/91, including discussions on an
updated pollecy apgenda,

5 {10-0n7}) !‘n;.,n 3
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SUMMARY OF FINDINGS

1. Though there were intentionally no conditionality provisions in this
program, the Government of Indonesia's progress on the ARSSP policy agenda has
been far greater than was expected for this point in the program. For some
items (e.g., pesticide and fertilizer subsidy reductions, inter-insular
transport deregulation, banking reform, etc.) policy reforms have surpassed
expectations, wiile for other items reform progress has been less rapid.
However, it is clear that overall progress on policy reform has :xceeded AID's
expectations at the outsct of ARSSP.

2. It is impossible to prove a causal relationship between AID assistance ‘
through ARSSP and policy reform; however, the negotiation of the policy agenda
and AID commitments to use of AKSSP funds to finance the implementation of
such reforms imply that an important link has been established. Though much
remains to be done in the area of agricultural and financial sector policy,
ARSSP has contributed to the policy reform process by:

a) providing key officials with resources to support policy research,
analysis, and revicw which reportedly generated reform proposals and helped
broaden the consensus for polizy change;

b} financing study tours te provide exposure to alternative policy
regimes;

c) providing support for the start-up of the Integrated Pest Management
program as an alternative to high-pesticide use Crop management;

d) financing technical research on key areas such as fertilizer
response, to support adjustments in agricultural input pricing policy; and

e) filling a niche in donor program assistance by focusing attention on
agricultural incentive issues.

3. Formulation of the ARSSP agenda raised the level of policy dialogue
between the GOI and AID to focus on sectoral or sub-sectoral issues -- a
considerably higher level than the previous focus of discussions. Project
cxperience, existing analytic work in some areas, and credibility with the GOI
coutributed to fermulation of the agenda.

4. The policy apenda items are of varying importance, utility, and

precision. Future policy agenda items should be developed carefully and
focused on specific arcas of interest, while maintaining the broad "menu'
approach to sctting the agenda that permits activities in more than one sector
of the economy.
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5. Initially, ARSSP was to provide short-term "bridging" support to the
development budget to tide the Government over during a period of tudgetary
shortfall as they implemented their subsidy reduction and revenue mobilization
measures. AID applied budget support to the budgets of agencies AID
corsidered imperiant to its proiect portfolio. It was not intended that these
funds be used for policy support; rather as support to the development budget,
which <erved in turn as part of a general multi-donor effort to support the
policy reform process. What AID discovered during implementution was that it
Was possitle to use a portion of the budget support funds to assist
implementation of the policy changes decided upon by the Government. The team
believes that such "tarpeted budget support' is the best and highest use of
budget support, and that it should constitute the bulk, if not all, of such
uses of AlID-provided funds in future pregram assistance. Accordingly, the
GOI's programming of ARSSP budget support should increasingly focus on
activities that directly pertain tc the objectives of the progranm. Further,
active AID participation in the identification and proposal of GOI programming
options to advance policy and institutional reforms in the agriculture and
financial sectors is recommended to the extent it can be appropriately done.

6. The team finds that the Mission's effort to ensure "additionality" of
support to selected agencies vis-a-vis fluctuations in the Government's
development budget as a whole, while well intentioned, is impossible to
achieve, a waste of time and effort, and should be abandoned.

7. The team concludes that the common view that D.A. sector program
assistance rcquires relatively less staff per dollar than project assistance
is greatly exaggerated. To be effective in facilitating policy change, D.A,.
sector program assistance requires nearly as much staff, if not as much, as
project assistance. It was over-optimistic to think that there were
relatively lighter policy analysis or budget monitoring requirements.
Accordingly, ARSSP was understaffed until recently. What is true, however, is
that the mix of skills required changes and that more J.C.C.~type policy
analysts in addition to USDH are needed. At the same time USDH and FSNDH are
also needed to manage the program and give direction to the policy dialogue.
The team recommends that one additional person with an acccunting and
information systems background be hired.

8. As ARSSP cuts across various Mission offices, the role of cach office in
policy analysis, support to ARSSP agenda items from projects, program
adwinistration, and contribution to an ARSSP information management system
nceds to be formalized -nd clarified. ARSSP will not work except as a team
effort that includes ma., offices.

9. The team finds that project assistance remains essential for effective

program assistance; that projects alone are an insufficient source of analysis
needed for policy based program assistance because program assistance has its
own policy analysis requirements; and that targeted program assistance fills a
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niche in the Mission's program instruments because it is able to do some
important things differently and more quickly than project assistance.

10. The Mission finds itself in a tricky area between pure program assistance
(cash grant or C.I.P.) and proiect assistance, and the recommendations of this
evaluation to move toward '"targeted budget. support' take it slightly nearer to
the project mode. Even though this arca has difficulties in terms of the
program-project spectrum and in terms of accountability (projects are
tighter), it also has the potential to make a contribution to peclicy
implementation that, dollar-for-dollar, could well be greater than other
donors' program assistance. AID would be the only donor with this kind of
fund for financing policy implementation costs, and the lmplementation costs
in any event are more commensurate with the amount of money AID has available,
in contrast to the sizecable contribution to the budget that comes from other
donors' program aid.

I1. ARSSP has laid a sound basis for continued AID support of the policy
reform process. This support should build upon the successes of early ARSSP
implementation. Continued support in the area of policy reform for
agriculture and finance is warranted because of:

a) the demonstrated sincerity of Government to forge ahead with reform;

b) the continuing scvere external economic environment necessitating
rapid adjustment, and

c) the continuing need to Teform policy in order to eliminate
disincentives to efficient growth and development.

Thus, the cvaluacion team recommends an amendment to ARSSP, responding to the
recommendations of the evaluation, increasing funding, and extending the PACD
to March 31, 1992.

12. Please note that this summary highlights primarily the findings and
recommendations of interest to the audience following ARSSP as one case study
in D.A. sector program assistance. Several other important observations and
recommendations pertaining to ARSSP are contained in the body of the report.
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1. Introduction: Description and Current Status of the
Agriculture and Rural Sector Support Program

This report is an interim evaluation of the Agriculture and Rural
Sector Support Program (ARSSP) conducted between January 20 and
February 24, 1989. Approximately sixteen months have elapsed since
the signing of the program agreement in August 1987, with
aproximately fourteen months of actual program implementation. 7The
two principal elements of ARSSP are: a) support for policy reform in
the agriculture and financial sectors, consistent with the
Government of Indonesia's (GOI) structural ad justment program, and
b) supplemental funding for the development budget of specific
agencies within the Ministry of Agriculture, Ministry of Finance and
the State Plauning Board needed to maintain essential functions and
services at acreptable levels. The program agreement provides $43
million in grant funds combined with $22.815 million in local
currency generations from Indonesia's PL-480 Title I program. To
date, $23.9 million in grant funds have been disbursed; October 31,
1990 is the current progran completion date.

ARSSP is A.I.D.'s first attempt to provide non-project,
sector/program assistance in Indonesia. ARSSP is an innovative
wifort by the GOI and USAID/Jakarta to develop new modes of U.S.
assistance that are appropriate:for Indonesia's economic situation
and development management capabilities. It is important,
therefora, to evaluate ARSSP at an early stage of its
implementation. This evaluation reviews: a) progress to date on the
molicy agenda 2SSP supports, 3) whether the assistance provided is
helpful to the GOI in its ad justment efforts, c) the budget support
mechanism, and d) ARSSP management. The purpose of the evaluation
is to determine whether the program should be continued and, if so,
what mid-course changes are needed to improve its operation and
cffectiveness.

The evaluation concludes that ARSSP is an important and useful means
of assisting the GOI to advance its policy reform agenda and, with
some needed ‘mprovements, of providing quick disbursing, budgetary
support during a period of revenue shortfalls and adjustment in the
Indonesian economy. When fully implemented, the policy reforms
ARSSP supports, combined with improved budgetary support, have the
potential to contribute to growth and greater efficiency in the
agriculture and fiancial markets sectors. ARSSP has also encouraged
some other donors to consider providing non-project assistance to
support Indonesia's ecoromlc stabilization and structural ad justment
program. An important result of ARSSP has been to raise the level
of discussions between the GOI »ud A.I.D. to scctoral or
sub-sectoral policy issues. The evaluation identifies modifications
needed to improve the budget support mechanism, policy dialogue and
program management.

Section Two of the report reviews the development of ARSSP's program

mode of asslstance, the process of formulating the policy agenda,
the rationale for agency-level budgetary support and the
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relationship between the policy agenda and budget support objectives.
Section Three examines progress on ARSSP's policy agenda, consisting
of the following objectives:

1) Agricultural diversification, related agro-processing and more
efficient use of agricultural resources are expected to result from:
a) establishing input and output prices at levels which encourage
both efficiency and expanded production of food and export crops,
and b) reducing transportation and licensing costs associated with
food and export crops, processing and trade.

2) Domestic resource mobilization, refering to more efficient
operation of financial markets thereby increasing capital for
investment, is to be advanced by: a) expanding banking services at
unsubsidized cost levels, and b) mobilizing pension and insurance
funds for capital markets.

3) iIntroduction of institutional changes in agriculture and finance
by: a) improvizg planning and implementation of policies and
TTcgrazs that will encourage agricultural diversification, and b)
izproving mznzzement of policy changes related to domestic resource
mobilization.

Within these broad areas, a set of specific actions/milestones were
identified that, if fully or partially achieved, would reflect
progress toward the GOI's policy reform objectives and
sub-objectives.

Section Three of the report discusses the economic context and
potential significance of these reforms within the broader setting
of the GOI's structural adjustment program; reviews progress on the
specific policy agenda items ARSSP supports, assesses the
significance of the actions taken by the GOI to date and ARS3P's
relevance or contribution to the GOI's policy initiatives; and
identifies potential areas, agenda items and approaches that A.I.D.
might support to assist the GOI's policy reform efforts.

ARSSP has provided budgetary support for nine GOI agencies to date:
in the MOA - the Secretary General, the Agency for Agricultural
Research (AARD), the Agency for Agricultural Education, Training and
Extension (AAETA), the Director General for Food Crops; in the MOTF -
the Secretary General, the Director General for Mounetary Affairs,
Financial Training and the Board for Public Finance, Credit and
Balance of Payments; and the State Planning Board (BAPPENAS) for
developing an integrated pest management program. Section Four
reviews the budget support component of ARSSP, the additionality to
ARSSP budget support, and the general utility of activities
supported by ARSSP.

Section Five assesses: a) the management requirements and staff
intensity of ARSSP for the GOI and A.I.D. in comparison to other
nodes of development assistance, b) the management of ARSSP to



date, including working with the GOI on prograw inplementation, the
management information system developed for the program,
inter-office coordination and responsibilities, and donor
coordination; c) issues pertaining to the advanatages and
disadvantages of program assistance in comparison to other forms of
development assistance.

Section Six outlines some ideas to guide the recommended amendment
to ARSSP.

2. Development of ARSSP's Program Mode of Assistance

2.1 Introduction

The program assistance that ARSSP provides combines a budgetary
support component assisting key agencies in the MOA, MOF and

BAPPENAS and a polizy agenda component consisting of institutional

end policy reforas in the agricultura and financial markets

sectors. ARSS? constitutes progrem assistance in that budgetary

support is dirazcted to the davelopmant budzsts of GOI agencies and
r

not targeted or programmed by A.I.D. to discrete activities as in
standard development project rther, ARSSP's major objectives of
promoting agricultural diversification and domestic resource
mobilization focus on policy and institutional issues at sectoral
and sub-sectoral levels in contrazst to the typically narrow focus of
standard projects.

0 te«
.
x1

How ARSSP "supports" or forwards its policy agenda differs from
other policy-based programs in that there is no conditionality
between disbursements of budgetary support and reform actions (i.e.,

disbursements are not linked directly to actions on the policy
agenda). Rather, budgetary support may contribute to formulation or
implementatiion of reform actions or provide resources to

Progressive elements within the GOI needed to advaice reform ideas
or measures. ARSSP's "support” for policy may also include periodic
discussions between the GOI and A.I.D. on agricultural and financial
markets policy. Thus far, A.I.D. has not become more actively
involved than this on policy matters. This type of indirect,
low-key approach to policy dialogue reflects the GOI's position that
explicit contionality is an unacceptable basis for donor assistance
to the GOI. Given the somewhat unorthodox approach ARSSP follows, a
first step in the evaluation is understanding the origins and
development of ARSSP's program assistance.

2.2 Factors Leading to the Program Mode of Assistance

= Findings

At least three main factors _ave impetus to developing ARSSP's

program mode of assistance: a) the decline of oil prices in the
early 1980's and the subsequent fall in GOI revenues in IFY 1986/87,

b) a threatened cut in USAID/Jakarta's annual budget which was
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viewed as giving 'the wrong signal to the GOI about U.S. support for
its adjustment efforts, and c) previousA.I.D. project involvement
and credibility in the agriculture and financial markets sectors.

Beginning in 1983, the GOI initiated a structural ad justment program
in an effort to reduce dependence on oil export earnings and open
the economy to market forces. This included substantial devaluation
of the rupiah, policy reforms to deregulate key sectors of the
economy and significant budgetary cuts, while increasing nonoil
exports. With oil prices declining to $12 to $13 per barrel in
1986/87, the GOI's real budgetary expenditures fell saarply. The
development budget was severely affected, decreasing as a percentage
of the GOI's total budget in real terms from 55.1% in 1982/83 to
38.7% in 1986/87. The development budget in 1986/37 reflected a 32%
decrease from the preceding year(l). Such precipitous cuts directly
impeded operations in essential arcas, such as agricultural
research, extension and staff training, that mieht adversely affect
rural employment and income growth. A reduced developnent budgat
2lso impedes the GOl's ability to implement policy reforas.
With a shortige of counterpart funding, more project assistance w
clearly inappropriate; what Indonesia needed was short-te=a bud
support during a period of adjustment. By 1987, the GOI had
demonstrated its commitment to opening the economy to market forces
and decreasing its dependence on oil export earnings. A quick
disbursing mechanisn to augment the development budgets of GOI
agencles was considered by A.I.D. as an important and worthwhile use
of its ass®stance.

oq

A second important factor that encouraged the shift to program
assistance was a proposed reduction in USAID/Jakarta's annual budget
(0YB) from $45 million to $30 million per year. The mission
successfully argued that the $45 million level must be maintained.
If for no other reason than to maintain good relations with the GOI,
it was very important that the U.S. Government demonstrate its
support for the GOI during a very difficult period for Indonesia.

At one point, the Embassy had even proposed as much $150 million for
ARSSP to emphasize the point and to encourage other donors to also
provide special assistance through program lending.

Though the 0YB was not cut, AID/Washington made the restored level
contingent on developing a policy-based mode of assistance before
the end of FY 87 (by August 31, 1987 to meet federal budgeting
regulations). This gave the mission approximately seven months to
design ARSSP and reach agrecment with the GOI. If not, the mission
would lose the additional funding.

1. Agriculture and Rural Sector Support Program - Program Assistance
Approval Document, Annex 1
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Related to A.I.D. budget issues, by deobligating funds from slower
moving agriculture and rural development projects, ARSSP's quick
disbursing, budget support mechanism would help liquidate a
continuing pipeline problem (i.e., obligated but unspent funds).

In all fairness to the mission, the pipeline was in part due to
instructions in the early 1980's (when development assistance levels
increased) to fund new projects fully. Nonetheless, the pipeline
had become a focus of attention for mission and AID/Washington
management, and ARSSP presented a good opportunity to alleviate the
problem.

The third element that facilitated moving to program assistance was
USAID/Jakarta's long history of involvement in the agriculture
sector and, to a briefer extent, in the financial markets scctor.
A.I.D. projects in these two areas provided insight into the policy
constraints in these sectors and also gave A.I.D. credibility with

areas. Moreover, at the tims when ARSSP was being
Szgzinning in 1987), several key nission staff had
relations with selected GOI officials who wanted
rogulation process. In short, program assistance
oility ir funding (lacking in project assistance)
these officials to forward their agenda.

- Conclusions

ARSSP was an appropriate shift in A.I.D. progranning in response to
the eccrozic conditions Indonesia confronted and in support of the
GOI's efforts to mzke necessary adjustments to the economy.
However, designing ARSSP and reaching agreement with the GOI was
accelerated, and perhaps rushed, due to A.I.D. budgeting
requiremeuts, especially given that ARSSP was the mission's first
attempt at program assistance in Indonesia.

- Recommendations

The mission's longer-range planning process should anticipate the
information, time and staffing requirements for developing
policy-based, program ussistance.

2.3 TFormulating ARSSP's Initial Agenda

= Findings

The ARSSP agenda followed a circuitous, evolving course during its
period of development in 1987. ARSSP file documents supgest that
USAID/Jakarta first focused on the development budget support
requirements of the GOL. However, it was soon concluded that any
significant level of funding through program assistance would unot be
acceptable to AID/Washington without a policy element.



The mission initfally planned to concentrate ARSSP on de-regulation
of financial markets and private sector development, whereas the GOIL
at first concentrated on trade reform. However, several proposals
made to the GOI about trade reforms, restructuring state-owned
enterprises and investment promotion proved unworkable. At that
point, the agenda was broadened to include agricultural policy
reforms.

Financial reforms supported by ARSSP were reported by former mission
staff to have been proposed by MOF officials. A.I.D.'s funding of
the Financial Institutions Development project and other private

sector development activities, combined with good working
relationships with Harvard financial advisers provided additional

guidance on this portion of the agsnda.

A.1.D."'s longstanding involvement in the agriculture sector assisted
in the development of the agriculture portion of the agenda.
Equally important, long- and shori~tern U.S. technical advisors

L b :
working on the Secondary Crops, Appiied Azzicultural Research and

Agricultural Plzaning proj i ~zizl analviic worx and
information ths nission used in its discussiocns with GOIL officials
about possible agenda items. The credizility the technical advisors
had within the GOI was an important contributiag factor.

The process of develowning
subsequently used as be ;
discussions betwesn mission staf
particular importaace was tha ac

and GOI counterparts. Of

iva role the mission director

played in vetting ideas with senior GOI officials. To have any

possibility of working, the agenda had to be very much a product of
a

the GOI, following their lead as to what actions might be possible
and what were not. Apprently, the Wwillingness of senior GOI
officials to risk making changes in specific areas, was also
instrumental in formulating the agenda.

In direct contrast to the process being conducted in Indonesia,
directions from AID/Washington were calllng for a highly structured
program, specitfying exactly the steps that would be taken, estimates
of when these actions/benchmarks would be reacned and a definition
of program "success" as achieving completing (ov nearly so) the
reform tarpgets in four, if not five, of the five policy areas ARSSP
supported,

On the one hand, AID/Washington's pressure for specificity and
structure Imposed a discipline on the mission to think through more
carefully what the program is intended to accomplish and how
achievement of reforms would contribute to these objectives, be
achieved. On the other had, the level of specifiicity called for was
not possible nor compatible with the GOI's position on donor support
for pelicy and iunstitutional reform, yet the mission had to respond
to Washington directives. The compromise solution was to develop a
list of milestones that the GOI could accept, derived from the
general poljcy arcas ARSSP would support. The agenda of milestones,
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however, only reflects GOI intentions or interests; they did not
perceive the agenda as a binding contract.

The resulting agenda combines policy and institutional reforms, the
significance of which and their implications for program management
are assessed in detail in Sections 3 and 5.

— Conclusions

Formulation of the ARSSP agenda raised the level of policy dialogue
between the GOI and A.I.D. to focus on sectoral or sub-sectoral
issues, which is considerably higher than the previous focus of
these discussions. Project experience, existing analytic work in
some areas and credibility with the GOI contributed to formulating
the agenda. However, the resulting agenda is something of a
grab-bag. In some parts of the ageuda - pensions and insurance
reforms and the copra tax - A.I.D. had no past studies or project

experieace. Most, if not zll, of the agenda items supported by
ARSSP were not new idezs, but were issues that hzd heza discussed
for some time with the G902 by A.I.D. and other dozmors. These were,

§0 to speax, policy issues that were "in the air’; ARSSP created the
opportunity of providing some funding to help advance their
implementation, if only indirectly.

Projects alone are an insufficient source of analysis nceded for
policy based program assistance. Projects may certaialy contribute
to the process; alternatively, projects can support the
implementation of reforms. To maintain a useful and constructive
policy dialogue, the mission needs “o be actively engaged in policy
analysis in those areas its assistance is concentrated. In time, it
would be desirable for ARSSP to carry an increasing share of the
analytical work required for policy dialoguec.

In retrospect, it is alsc fair (o conclude that AID/Washington's
demands for a highly structured program were excessive and
complicated the mission's task. However, the agenda of specific
milestones did serve A.I.D.'s administrative and management needs.

= Recommendations

a) The low key, supportive approach followed in developing ARSSP's

current agenda and the need for sound policy analysis as the
underpinning of policy dialogue and program assistance should guide

the mission's future assistance for policy reform.
b) ARSSP's future policy agenda should be more focused.

c) The Agency needs to recognize that conditionality and highly
structured program assistance is not uniformly applicable in all
A.I.D. assisted countries. Less structure and specificity in
program assistance at the outset combined with thorough monitoring
and analysis of policy actions during the course of program
implementation should be viewed as a viable alternative.
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2.4 Developing the Budget Support Mechanism

— Findings

In planning ARSSP, A.I.D. analyzed overall GOI budget trends and the
declining development budgets of MOA and MOI agencies, the results
of which are presented in Annexes One and Three of the Program
Assistance Approval Document (PAAD). A.I.D. focused on the
development budgets of the Ministry of Agriculture (MOA) and
Ministry of Finance (MOF) because a major portion of the mission's
portfolio were in these two sectors. Howeve:, the analyses of
ministry budgets used projected budget leveis as opposed to actual
expenditures. This affects the absolute values cited, but the
overall trends identified were correct. Principal findiugs of the
analyses were:

— the GOI's development budget was sharply reduced across the board;

In the MOA:

— After a period of average real growth betwzen 1579/80 to 1885/¢6,
in 1986/87, the MOA's development budget fell to pre-1979/80 levels
in real terms.,;

= Project Adminstration declined the most between 1980/81 and
1986/87;

- Beginning 1982/83, AARD's budget declined at a faster rate than
any other division;

= Research Operations experienced significant budget reductions
annually beginning in 1983/84; and

—.The Director General for Food Crops' development budget fell
substantially between 1985/86 and 1986/87.

In the MOF, implementation of policy reforms is largely a staff
function paid for through the routine budget, constituting 907 of
the MOF's total budget. Between 1985/86 and 1986/87, the MOF's
routine budget declined 70%, impairing its ability to implement
reforms already announced or iu progress.

ARSSP budget support levels for the MOA were estimated based on
Projected development budgets through 1988/89. 1985/86 levels were
to be used as a ceiling capping total budget support levels (i.e.,
GOI and ARSSP combined). The level for MOF support appears to have
been the residual after MOA levels were established.



= Conclusions

The need for short-term budget support during the period of

ad justment Indonesia was going through was very clear. The sharp
decline in MOF and MOA budgets would impair their ability to
maintain important functicns, provide counteipart funding for
development projects and implement policy reforms. However, the
need for continuing non-directive budget support beyond IFY 1989/90
should be substantiated by further analysis including other donor
funding available for budget suppert and the GOI's abhility to
mobilize wore domestic resources.

- Recommendations

a) All budget support for IFY 1989/90 should be targeted; beyond IFY
89/90, analyze budget requirements to determine whether such support
is nceded and the most effective use of A.I.D.'s limited resources.

) With the ameandnment to ARSS5?, re-exazine the distribution of ARSS?
gipport between the MOA and the MOF based on need to design and
imzlement activities pertaining to policy refornm.

2.5 Relationship of Budget Support to the Policy Agenua

=~ Findings

As discussed earlier, conditionality in ARSSP was simply
unacceptable to the GOI and arguably unnecessary for providing
program assistance, The sitaution is further coaplicated by the
ambiguity of the relationship between budget support and the policy
support element of ARSSP.

The linkage between budget support and the pqliiy agenda has been a
contentious issue for program managemetnt. = Cabliés Botween

USAID/Jakarta and AID/Washington describe ARSSP budget support as
"tiding over" selected GOI agencics during a period when their
development budgets were severely reduced. No direct linkage is
made between this short-term budget support ad the policy agenda
made In this communication. Similarly, sections of the PAAD
deseribe the policy and budget support components as separate. Tor
example, the PAAD refers to using "...disbursements of local
currency to support adequate expenditure levels of selected budget
categories.” Elsewhere, however, the PAAD states:

"... the program will provide support for (GOI) efforts by focusing
attention on key policy areas and through targeted budget
support.”;

" ... (budgetary data) will also have utility for ARSSP's evaluation
regarding ministerial operations and reforms supported through
program funding.”; and



... the program's impact is contingent on quick injections of
local currency on highly attractive terms to provide maximum
possible incentive for policy mcvement and appropriate budget
support.”

Interviews with current and past USAID/Jskarta staff and GOI
officials reflected these conflicting views about the linkage
between the budget support and policy components. Even during the
course of an interview, some expressed contradictory views on this
issue. For example, after being told there is no lickage, several
individuals would procecd to point to how effectively ARSSP budget
had been used to develop the integrated pest management program
(complementary to the elimination of pesticide subsidies) and for
studies that forwarded the banking reforms announced in October
1988. The reality is that thus far, the bulk of ARSSP funding has
gone for agricultural research that is largely unrelated or at best
tangentially related to the policy agenda ARSSP "supports”.

section 4, ARSSP budget support was
to be prezramued and rmonitored at the Agency level. A.I.D. was not
supposed to be concernsd by discrete activities those funds
supported. Y thet would be impracticzl if budget suppor: is to
relate even tangentizlly to the policy agende. A.1.D.'s own role
has shifted from focusing on agency-level budgets to discussing
specific activities to be funded by ARSSP. More recently, A.I.D.
and the GOI have agreed that even though ARSSP budget support may
initially support specific activities within an agency, the funding
could be used for any other policy related work of the agency as
well.

o+
CL,

= Conclusions

The original intention of providing a flexibile source of funding
for key GOI agencies remains a valid idea for ARSSP's program
assistance. lHowever, the present relationship of budget support to
policy analysis, formulation and implementation is a crazy-quilt of
contradictory written statcments, opinions and actual practice.

This is in part due to the speed with which ARSSP had to be designed
as well as trying to accommodate conflicting views and guidance on
what was required for program assistance of this sort. It also
reflects the transition in thinking about the purposcs and
objectives of the program currently underway. As a consequence, GOI
agencics are uncertain as to how ARSSP funds are to used, what level
of detail A.L.D. wants reported and how A.I.D. should participate in
the programming and monitoring of ARSSP budget support. In short,
the ambiguity that surrounds the relationship between the budget
support and the policy agenda complicates the management of the
program for the GOI and A.I.D.
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- Recommendaticng

a) The degree to which ARSSP funding will be used to support the
policy agenda needs to be clarified in the amendment to ARSSP. This
should, in turn, lead to adjusting management and monitoring
requirements accordingly. Subsequent sections to this report will
provide more detailed recommendations to this effect.

b) Future program assistance provided by A.1.D. using a budget

support mechanism should clearly specify whether and, if so, how
that funding is to be used to advance policy actions.
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3. Progress Toward ARSSP Policy Objectives

3.1 TIndonesia's Structural Adjustment Program

- Findings

3.1.1 Past Progress

Middle income developing countries are focusing increasing attention
on reforming the policy framework to encourage greater private
sector participation, increased economic efficiency and a more
sustainable level and pattorn of public expenditures. In practice,
policy reform programs have had a mixed record in contributing to
structural adjustment in the developing nations. Policy reform
brograms have been most successful in cases where macro-management
and sectoral policy have been harmonized; where policy reforms have
been perceived to be credible and where reforms have persisted in
the face of adverse cyclical bressures. Policy reforms have been
least successful in cases of endemic inflationary pressure or severe
structural imbalances(1l).

The policy reform effort in Indonesia is in part an outgrowth of the
1973/74 and 1979/80 oil booms; in part a reaction to the twin
exogenous shocks of an oil price collapse and the dollar
depreciation of 1985 to 1988; and in part a response to the
perceived importance of improving economic management to generate
new sources of growth and employment. The petroleum booms of the
1970's left Indonesia with a mild case of 'the Dutch Disease’
including an appreciation of the real exchange rate combined with
moderately high inflation. This coupled with nominal interest rate
ceilings, led to negative real interest rates. In addition,
extensive trade protection, a high degree of industrial
concentration and capital rationing combined to promote import
substitution and discriminate against non-o0il exports.

(1). A discussion of the more recent evaluation of policy reform on
structural adjustment is contained in M. Kiguel and N, Livatan,
"Inflationary Rigidities and Orthodox Stabilizetion Policies:
Lessous from Latin America™, World Bank Economic Review, Vol. 2,
1988. A. Drazen and E. Helpman, "Stabilization with Exchange Rate
Management.", Quarterly Journal of Economics, 1987. 1The effects of
policy reform and macro-economic management in the Indonesian case
is discussed in Ahmad, Sadiq and Basant Kapur, "A short-run
Bconometric Analysis of the Indonesian Honetary System", (mimeo),
January 1989 and Ahmad, Saaiq, "Indonesia: External Shocks, Policy
Response and Adjustment Performance", (mimeo) 1988.



Following signs of a deterioration in the external environment,
government initiated a series of policy reforms aimed at broadening
the economic Yase, reducing the anti~export bias of trade and
capital management, increasing domestic resource mobilization and
reducing distestions to efficient resource use. Starting in 1983,
Government conducted & maxi-devaluation of the rupiah followed by a
managed currency float to increase the competitiveness of the
exchange rate. Interest rate controls were removed which resulted
in positive real interest rates. A comprehensive revision of the
tax system was introduced to broaden the tax base and to replace
Indirect and implicit distortionary taxes. In addition, Bank
Indonesia open market operations were used to restrain growth in the
money supply and reduce the rate of inflation.

A combination of exogenous shocks together with the emerging
awareness of the importance of policy reform to reducing 'high-cost'
pressures in the Indonesian economy, added extra impetus to the
drive for policy reform, post 1985(1). The downtura in petroleun
prices, combined with the dollar/yen devaluation contributed to a
massive increase in debt service cbligations azd placed neavy strain
on the balance of payments,

Furthermore, growth in the traditional production sectors, such as
rice production, began to show signs or topping-out while growth ir.
the labor force (3.2%) and population (2.1%) continued unabated.
Governmant reacted with a2 further maxi-devaluation, tight monetary
management, a cancellation of major new development investments and
a sharp contraction in public expenditures. In 1986 aad 1987
government released the first two major packazas of policy reform.
These focused on improving the regulatory envizomment in trade,
investment and capital markets. In addition, government began to
take measured strides towards reducing the fiscal burden by reducing
production subsidies, establishing a user-fee system for irrigation
0&M, broadening ine VAT tax base and improving collections on income
and property taxes.

(1). The recent spate of policy reforms is frequently treated as a
reaction to exogenous shocks of 1985 to 1988. Equal emphasis,
however, should be given to the far-sighted awareness of Indonesia's
economic management team as to the growing irefficiency and
ineffectiveness of Indonesia's policy framework for an
industrializing, middle-income nation. While the pace of roforms
may have been accelerated by the deteriorating external environment,

the direction of reform is comsistent with changes dating back to
1983,
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The donor community rallied strongly in support of Indonesia's
macro-economic management and policy initiatives. Assistance levels
were more than doubled between 1985 and 1987 in an attempt to help
offset pressure on the balance of payments. An increasing share of
development assistauce was shifted from a project to a program mode
in order to increase budgetary flexibility, provide financing to
offset the adjustment costs associated with policy reform and to
enable government to mezt counterpart financing requirements for
already committed foreign assistance projects. The USAID
Agriculture and Rural Sector Support Program, providing $63 million
dollars of grant support for two years of rupiah finznced aciivities
of the Ministry of Agriculture and the Department of Finance, was
part of the larger donor effort to endorse Government's program of
macro-economic management and efficiency-enhancing policy reform.

3.1.2 Traitial Impact of 1987/1988 Policy Reisrms

As discussed below, several important policy reforms have been
undertaken in 1987 and 1988. These can best be interpreted as
continuations of processes initiated in 1983, Tha policy resforas
undertaken in 1987 and 1988 are likely to have = najor impact,
depending on the pace at which implementation proceeds and the
degree to which the private sector perceives that such reforms are
in fact credible and unlikely to be reversed. Early indications
are that a wide sweep of private sector firms find the refofm
movement to be both credible and important although they express
caution about the government's ability to enforce regulatory changes
at all levels of government/l).

-

The bulk of the reforms are designed to encourage competitiveness
and enhance investment incentives. Changes in investment behavior,
directly linked to policy reform, are likely to be observed with a
lag of two to three years. Furthermore, the appreciatlion in real
interest rates, while effective at mobilizing savings, will place a
damper on nezr-term, policy-induced changes in investment., High,
rising real interest rates will be a ma jor constraint to private
investment, growth and, in the financial sector, to development of
an active long-term capital market.However, the major effects of
1987 and 1988 regulatory reform should be reflected in changes in
investment patterns in the ecarly 19°0°'s.

Even vnen enough time has passed to account for the lags between
incentives and investment, it is difficult to distangle the effects
of policy reform from macro-economic management, domestic market
conditions und external developuents in the world economy. In 1987
and 1988, the combination of an increase in growth in the OECD
nations, favorable movements in raw material prices, increasing
supply utilization rates in domestic production sectors together
with stable macro-economic management and lagged reaction to past
improvements in the regulatory regime, produced

(1) For example, Business Advisory Indonesia, "Trade Deregulation
Impacts on Companies in Six Sectors and Aspects of the Corporate
Financial Environment", 1987,
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a satisfying economic outlook. GDP increased by 3.6% in 1987 and
3.4% in 1988. Non-oil revenues increased as a contribution to total
domestic revenues from 34.1 % in 1983//1984 to 51.7% in 1987/1988.
Non-o0il revenues are targeted to increase to 68.7% of total domestic
revenues in 1989/90. Non-o0il exports grew in value from $6.7
billion in 1986/87 to $9.5 billion in 1987/88 and $11.2 billion in
1988/89. Non-oil exports reached 60% of total export earnings in
1988 and are targeted to increase by 16% to $13 billion in 1989/90.

In agriculture, strong growth was registered in oil palm (11% p.a.)
and in shrimp production (18% p.a.), helping to diversify the rural
productive base. However, largely as a reflection of unforeseen
changes in currency movements, higher interest rates and continued
low petroleum prices, debt service requirements continue to mount.
Indonesia's debt service reached Rp. 5.1 triilion in 1986/1987;
increased to Rp. 8.2 trillion in 1987/1988 and is projected to
reach Rp. 10.6 trillion in 1989/90. Total donor assistance inflows
debt service payments by $1.1 billion in 1988, thanks

ly to special assistance inflows of $2.2 billioa. 1In 1989/90,
ecial donor assistzaca inflows of $2.3 billion are met, then
conor inflows will exceed debt service payments by $2.3
on(1l). Even with stroag growth in non-oil exports, the
-s2rvice ratio is expected to climb from 33% in 1987/1988 to
between 35 to 37% in 1988/83, suggesting that continued special
assistance is warrented in the near-term and that the economic

ad justment process needs to be accelerated.
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3.2 Zrogress in Meeting ARSS? Policy Milestones

[

3.2.1 Agricultural Diversification

- Findings

The first main policy area identified fer reform is in the area of
agricultural diversification. The objective of this program area is
to "promote agricultural diversification, related agro-processing
and (make) more optimal use of resources through '
increased efficiency and stronger participation by the private
sector”. A set of more specific pricing and trade sub-objectives
are defined to achieve this general objective.

(1). These figures are drawn from the Ministry of Finance, "Budget
Tables for 1988/89 Nota Keuangan", from Bank Indonesia export value
estimates, and from the budget tables in the draft Repelita V.
1988/89 debt service projections are based on a petroleum price
forecast of $14/barrel and present spot prices are approximately $3
higher. Should higher prices ($17) prevail, this would add
approximately $1.65 billion in 1989 revenue. Additional savings
will be generated by the early 1989 dollar to yen appreciation.
This, however, will be morc than offset by the appreciation in Libor
since second-quarter 1988.
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The sub-objectives and specific milestones in the area of
agriculture diversification are as follows: "Pricing: Establish
input and output prices at levels which encourage both efficient and
expanded production of food and export crops: (a). extend and
monitor trade and licensing reforms of 6 May and 25 October, 1986 to
include agricultural inputs (i.e. livestock feeds, shrimp larval
feeds and product packaging items) needed in the production and
processing of agriculture based export items with a view to lowering
production costs and increasing trade, (b). reduce pesticide
subsidies, (c). review fertilizer subsidy levels and user rates with
a view to developing and implementing a strategy to adjust downward
fertilizer subsidies in a way that minimizes disruptions in
fertilizer demand and crop production, and (d). Assess incentive and
disincentive effects of current pricing strategy for rice and
non-rice crops and establish pricing levels which maintain
appropriate rice production levels and encourage secondary crops
production.”

ve is "reduce transportation and licensing
export crops processing and trade,
and production of

agriculitural-pro ¢ (a). reduce iaput costs to
processing by eliminating provincial tax on copra, a major
smallaolder crop (b). review and eliminate unnecessary licenses and
other policies which increase the cost of transporting agricultural
products between districts and islands, and (c¢). review local and
national licensing limiting investment in agro-business and
introduce simplifiad procedures”.
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— Milestone: Promoting Efficient Agricultural Trade and Investment

The first agricultural diversification sub-objective is to promote
a more simplified, market-driven agriculturai trade and investment
regime for agricultural inputs. Government has made important
contributions to this objective through a combination of continued
regulatory reform and concerted implementation of the May 6,1986
investment reform package. Uuder the May 6, 1986 package,
export-based investors and companies who supply inputs to exporters
are allowed rebates on the value-added tax, import duties and
surcharges. Records provided by the P4BM (Refund Board) of the
Ministry of Finance indicate a significant expansion in the number
of food and agriculture based-firms taking advantage of the May 6,
1986 duty drawback procedures. In the December 24, 1987 trade
package these export-rehate privileges were expanded to include
non-PMA/PMDN (foreign and private large scale firms) companies and
eligibility criteria were broadened to firms exporting at least 65
percent of their output. Investment rules for foreign companies
were improved by increasing the divestiture period from 10 to 15
years with the possibility of a five year extension. Under the
December legislation, foreign investors are allowed to maintain a
95% equity holding if their investment is entirely for export and
they are located in a bonded zone.
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The November 2I,,1988 package of policy reforms on Trade, Industry,
Agriculture and Sea Communication removed 301 items from import
restriction (from restricted license to general importer license)
and lowered tariffs on 17 goods. Non-tariff barriers were
eliminated from imports on a number of steel products, plastics,
fertilizers, agricultural products and processed foodstuffs. In
the case of plastics, fertilizers, steel, and edible oils-—the most
important of the agro-inputs liberalized, high tariffs and import
surcharges replaced non-tariff quantitative restrictions.

Certain regulatory changes have acted to reduce cfficiency and
competitiveness in agricultural input markets. This would include,
for example, the August 1988 Ministry of Trade and Ministry of
Cooperatives Joint Decree calling for the replacement of the private
wholesalars and retailers of fertilizer by government cooperatives
by no later than April 1989, Other regulatory measures which acted
to counter-balance positive reform in agricultural inputs trade
include the 1988 bLan on raw rattan exports and oa SIR-50 low quality
rubber exports.

Government has also cozzissioned a study ow licensing aand regulatory
constraints to agro-business investment by the Centar for

Agro-Economics, Bogor. The major constraints to improvement in the
regulatory environment for the agro-input sector are (a) the
dominant role of state owned enterprises, (b) the high regulatory
priority accorded to safeguarding smallholder interests and (c) the
conplexity of regulations governing the sale and operation of rural
lands. ‘

- Milestone: Reduce Pesticide Subsidies

Goverament has made n noncerted effort to reduce the agricultural
subsidy burden. 1In 1987 pesticide subsidies were reduced by 20% to
an average subsidy of 55% of the retail product price. Following a
cabinet meeting of 6 October, the pesticide subsidy was reduced to
40 percent of total production costs. On December 1, the
Coordinating Minister for Economic Affairs anuounced the abolition
of pesticide subsidics as of January 1, 1989. 1In January 1989, the
Minister for Finance ruled that P.T. Pertani stocks of subsidized
pesticides (8 to 14 months worth) would continue to be sold at the
pre-desubsidization price to avoid windfall galns from the subsidy
removal. Obstacles to a complete reform include (a) concerns voiced
over pesticide aveilability in remote areas and (b) possible
environmental hazards following price decontrol.

~ Milestone: Correct Fertilizer Price Incentives

Government has also made a concerted offort to reduce fertilizer
subsidies by upward price adjustment and by deferring plans for
major new capital investments in domestic fertilizer production.
TSP prices were increased by 26% to 170 Rp./Kg in October of 1988,
All other fertilizer prices were increased by 22% to 165 Rp./kg.
This marks the reintroduction (since 1969) of differential nutrient
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pricing and signaled goverument's intent to phase out subsidies
faster on the mo:e heavily subsidized phosphatic fertilizers. Due
to the effects of a nine percent growth in 1988 domestic fertilizer
demand, higher import and domestic production costs and higher world
market prices, the financial subsidy to the fertilizer industry and
the economic subsidy to the farm community rose rapidly in 1988.

Since 1986 government has relied heavily on off-book, BRI (Rural
Credit Bank)financing for the fertilizer subsidy. The budgetary
subsidy increased from 667 billion rupiah in 1987 to 863 billion
rupiah in 1988. As of end-1988, accumulated unpaid subsidy arrears
to BRI totaled close to 900 billion rupiah. The implicit interest
subsidy on unpaid arrears weculd add about another 125 billion rupiah
to the 1988 fertilizer subsidy total. Obstacles to reform include
(a) cost-push pressures in fertilizer production and distribution,
(b) the debt-overhang resulting from three years of partially unpaid
subsidies, (c) difficulty in establishing an efficiency-signaling
price formula for ratural gas to fertilizer monufacturers and (d)
uncertainty over the effects of subsidy removal on rice production
and farmer incomes.

- Milestone: Sound Agricultural Pricing Policies

In agricultural pricing, government bas undertaken a number of
steps which will allow for a more efficiency-signaled basis for food
crop development. This includes (a). financing and participating in
studies by Stanford University, the International Food Policy
Research Institute, Iowa State University, the Center for World Food
Studies (Amsterdan), the Center for Agro-Economic Rescarch (Bogcr)
and the MOA's Directorate of Food Crop Economics on agricultural
price policy (b) relaxing import restraints on soybeans, bhut not
soybean meal (c) increasing the rice floor price (for rough rice)
from 1988 to 1989 by 197 and (d) calling for a more general state of
food self-sufficiency in the Fifth Plan instead of a strict call for
rice self-sufficiency.

In 1987 and 1988, the cfficiency of agricultural pricing policy was
set back by the ban on rice imports (excluding leoan-in-kind-payback
trade). In 1987, nominal medium-grade Jakarta rice prices (Cisadane
II) increased by 24%. This was followed by a 26% increase in 1988
prices. From 1985 to December 1988, Bulog rice stocks were drawn
down by 2.2 MMI's in order to contain the price increase. The
effect of the import ban was to induce Bulog to return to a quantitv
target basis to puide procurcment operations in 1988. This in tuvin
fueled inflationary pressures in the rice market. The use of import
restrictions to stimulate high domestic prices in rice, sugar and
soybeans distorted prospects for efficient resource allocation in
agriculture and, through pressures on wages and food costs, reduced
growth/economic diversification prospects in the manufacturing and
services sector. Beginning in December 1988, government apparcntly
relaxed the Lmport ban and lhias begun rebuilding domestic rice stocks
with imported rice. To the extent that this marks a shift avay
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from a highly restrictive import substitution policy, this can be
regarded as a price policy movement in the right direction. ™he
main obstacle to reform in agricultural pricing is that government

continues to follow a highly inward-oriented philosophy of
agricultural trade and development at the expense of export-based

agriculture and the non-agricultural sectors.

—uyilestone: Abolish Coconut Crss

In the trade area, government has not repealed the Bapengko cess on
inter-insular movement of copra and international trade in CCO(crude
coconut 0il). However, total revenues from this tax amounted to
under 3 million dollars in 1987. Goverument has improved the
incentives environment for -oconut smallholders by daregulating
(shifting to genecral importer status) exports of CCO in 1987 and by
deregulating imports of CCO and copra in November 1988,

Furthermore, there is evidence that a concerted effort to implement
the 1986 Fresidential Decree 4, banning the issuance of special
licenses er—insular trade, has reduced Java ro Sulawesi trade
inz In part the CCO tax burden. In the area of

eld :atory nuisance taxes, in 1988 the Ministry of
Finar z special workshoo on reforming Provincial and
Local Governzent tzxation authority which focused on these problems.

The main obstacle to eliminating specific nuisance taxes is in
identifying alternative, less distortionary, means of taxation to
offset the revenues foregone.

~ Milestone: Improve Inter-insular Trade

Government has made a concerted effort, over the past two years, to
improve inland distribution and storage of agricultural commodities
through regulatory reforms in the area of inter-insular shipment and
warehousing. ‘The November 21, 1988 trade deregulation package
largely abolished Directorate General of Sea Communication
administration of inter-island shipping and replaced it with a
simplified two-line shipping system, casier licensing procedures,
permission for shipping companies to lease foreign vessels and to
establish joint ventures with foreign firms and national shipping
company selection of sea-routes. The investment reforms in the
November 21, 1988 package also provide foreign companies and joint
ventures (PMA) authority to market their products in the domestic
market through wholly owned marketing subsidiaries. This was
designed to improve incentives to forelgn investment and eliminate a
source of policy-induced domestic marketing inefficiency. The
November 21, 1988 package also included provisions for simplifying
the licensing requirements for development and operation of
warchousing facilities.

In order to identify areas for further deregulation, the MOA's
Burcau of Planning, using ARSSP funds, has commissioned special
studies on investment regulations. Two of these studies, on
regulations affecting fisheries and regulations affecting livestock
have already been completed. Obstacles to continued reform in this

...l()...



area include: (a) difficulties in regulatory enforcement, (b)
inter-Ministerial conflicts over agro-based investment regulations
(c) the pervasiveness of over-land commodity taxes, and their
importance to local government revenues outside of Java and (d)
opposition to implementation of inter-island shipping deregulation.

- Conclusions: The Importance of Recent Agricultural Policy
Reforms

In agricvlture, two years of import restraints combined with poor
domestic supply performance have led to a sharp appreclation of real
food prices. In rear terms, between 1987 and end-1988, the price
of rice has increased by 24%, the price of corn by 7%, the price of
cassava by 32%, and the price of soybeans by 14%(1). During this
time, real wages for unskilled labor have risen roughly in line with
inflation, suggesting that fixed income earners, the urban poor and
the rural landless have assumed @ heavy burden from the sharp
changes in the relative price structure. Although goveranmwent has
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The eveats of the past yeor suggest that the agriculture sector is
aginning to develop a reform agenda. 1t will likely be more
ifficult to advance major reforms in agriculture until there is a
‘undemental rethinking of the role of the sector. While
agriculture's primary mission remains roored in import-substitution
and employment generation, efficiency-oriented reforms will be
treated as less of a priority than is maintaining the status quo.
There has been little real movement away from a target driven
allocation system, particularly for the foodcroups and sugar. 1In
addition, import restrictions led Bulog to abandon it's price
stabilization obhjectives in favor of a targeted buildup of public
stocks further destabilizing an already short market. With the
excepiion of shrimp and oil palm, there are few signs that, outside
of already established players, agro-based industrial development is
moving ahead, However, 1989 may bode well for agricultural

(1). These figures are drawn from BPS, Indikator Ekonomi, Bank
Indonesin, "Laporan Bulanan”, and Bulog, Price Monitoring Division.

(2) It is too early to comment on the impact of the specific
agricultural reforms. Pesticide production continued to increasc in
1988, although industry reports sugpest farm level consumption
declined. Fertilizer eonsumption continued to rise, even though
farm prices rose a whopping 26%. The latter will likely encourage
government to accelerate the pace of subsidy removal.



development. The loosening of rice import restraints, combined with
forecasts of excellent weather, may relieve pressure in the food
sector. Furthermore, government efforts to promote private
agricultural investment, highlighted in the Fifth Plan, can
beexpected to materialize during 1989 as well(2). 1In agriculture,
where the reform movement has less experience, and to a certain
degree conflicts with the prevailing development strategy, it is
very important to demonstrate-—through selected policy reform
efforts--that a more efficiency-geared agro-economy will best serve
GOI's agricultural interests. ARSSP's agricultural policy agenda is
defined rather broadly in some arecas (e.g., investment, trade and
output pricing).

It is not clear that the agricultural diversification objective is
well thought out, nor that it signals the sorts of changes that
government could be expected to take action on in the near-term.
Diversification seems to be interpreted in nany different ways by
different policy-makers. Some interpret it as extending import
substitution policies from rice to other foodstuffs. Some interpret
it as government focusing it's administrative resources on selecting
agribusinesses for public support. Others view it as mora of a
shift in policy favoring greater efficiency largelyv through
productivity gains. Diversification itself is a 'process’', or a
means by which fundamental sectoral objectives (growth, equity,
employment generation) may be achieved. Because of the general
confusion regarding the actual content, or fundemental aims, of
agricultural diversification in Indonesia, it would be more
appropriate to strive for an objective, rather than a process.

3.2.2 Domestic Resource Mobilization Objective

— Findings

The sccond ARSSP objective is "to expand and increase the efficiency
of financial markets thereby increasing capital for investment".
Sub-objectives in the arca of pensions and insurance are as follows:
“in Banking: to expand banking services at unsubsidized cost levels
(by) a) continued maintenance of market-oriented interest rates and
b) draft and introduce legislation permitting financial institutions
to expand and extend services in both urban and rural areas”.

The most important monetary policies over the past two ycars have
been the continued maintenance of an open capital account with
positive real rates of interest and an effective pegging of the
nominal exchange rate(l). This can be considered as a sign of a
(1). Nominal interest rates in Indonesia have appreciated rapidly
during the past two years reflecting the advance in Libor, the swap
premium and continued high intermediation costs. In the third
quarter of 1987, the MOF ordered State Enterprises to withdraw funds
from foreign assets to halt speculatory movement against the
rupiah. Aside from this incident, open market operations of Bank
Indonesia have enabled swap premiums to track exchange rate
expectatlons reasonably well,
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sincere implementation of the 1983 reforms. Since 1987, real
interest rates have remained positive at 8 to 12% (net-inflation).
Real interest rates have coutinued to rise after the 1986
devaluation reflecting the inflation rate, devaluation risk cover
and the fall in petroleum prices. In October 27, 1988 and December
20, 1988 two comprehensive packages of capital market policy reforms
were announced. This was proceeded by a set of capital market
reforms included in the December 24, 1987 trade and investment
policy package. The majority of the reforms announced can be
expected to further achievement of the GOI milestone of maintaining
market-oriented iunterest rates and expanding and extending coverage
of financial institutions in the urban and rural areas. In the case
of maintaining market interest rates, government has, with the
exception of interventions in the quarter of 1987, allowed market
forces to determine interest rates in the private banks., Government
has also expanded nou-priority lending prograns in the State
Commercial Banks (SCB's) in an effort to direct & greater share of
banking activity towards the commercial market.

— Milestone: Izprove Banking Access
The December 24, 1987 policy package simplified listing requirements
for the Jakzrta exchange, introduced a parallel (over-the-counter)

market for smaller companies, introduced the use of bearer
securities and made provision for foreign investors to purchase
shares on the stock market. These measures were designed to help
broaden opportunities for private resource mobilization and to
tncourage greater term-equity ianvestwent in the financial system.

The October 27, 1988 puackage of financial reforms included changes
in policy designed to improve banking competitiveness, increasec
access to banking services and provide for fair treatment between
savings and equity investment. A number of the October 27 reforns
were designed to increase access to financial institutions such as
(a) banks meeting approved soundness criteria are allowed to open
branches, (b) sound non- bank financial institutions are allowed to
branch in six main cities, (c) minimum capital requirements are set
for private banks and cooperatives to establish banks aund branches
in urban and rural locations, (d) non-bank financial institutions
are provided authority to issue certificates of deposit, (e) sound
banks having a business volume over Rp. 100 billion may become
foreign exchange banks, (f) rules on forming joint ventures between
foreign banks and national banks, primarily for export-credit
purposes, were ecased and simplified and (g) foreign and
joint-venture banks were permitted to branch to five cities in
addition to Jakarta.

The Octoher 27 package included various measures aimed at promoting
I 5 I

competition in rural financial intermediation including (a)

provisions enabling state owned enterprises (BUMN, BJUMD) to deposit

a limited portion of their funds at either private banks or non-bank

finaucial institutions b) provisions to restrict concentration in

’ 1
a banks portfolio to a single debtor, debtor group or board of

- 22 -

o



dircetor's, (c) extending the swap facility from 6 months to three
years, (d) extending SBI and SBPU validity from 7 days to six months
with the cap on bank loan limits removed, (e) reducing the reserve
requirement for Banks and NBFI from 15 to 2 percent of obligations
and (f) extending the business license for money changers from one
year to an indefinite period.

A recent financial sector reform which will have a major impact is
the imposition of a fifteen percent withholding tax on time
deposits and certificates of deposit, with certain exceptions,
effective as of 15 November 1988. This was designed to mobilize
revenues and provide necutral treatment of income from short-term
savings aund long-term equity investment. However, due to absence of
a vwell-formed equity market, imposition of this tax has depressed
demand for financial assets.In the short-term, this has placed
pressure on bank liquidity and has resulted in further upward
pressure on interest rates. To the extent that this encourages
investors to shift to the equity market, this will contribute to
GOI's efforts to develop market-oriented interest rates for
long-term borrowing, although the present reform seems to be
out-of-sequence with the development of the long~term capital market.

The October 27 reforms were followed by another comprehensive policy
reform package on capital markets and financial institutions om the
20th of December 1988, This package was aimed at improving
competitiveness in the capital market, encouraging development of
non-bank financial institutions and promoting broader non-oil
revenue mobilization. Included in this package were measures which
(a) enabled establishmeat of a private stock exchange under full
Indonesian ownership, (b) enabled establishment of stock exchanges
outside of Jakarta and (c) eased rules for listing shares on the
Jakarta exchange and in newly created exchanges.

The package also included measures to safeguard stock market
investments by prohibiting insider trading and limiting the amount
of shares held by a member of the board of directors of a publicly
traded company. To encourage broadening of financial services,
rules for national and joint-venture licensing of leasing companies,
factoring companies, venturc-capital companies, securities houses,
credit card corporations and consumer finance houses were
simplified. Licensing requirements were broadened to allow for
multi-service financlal companies and banks. MNon-bank financial
institutions were provided authority to engage in securities, credit
card, factoring and consumer finance in addition to their licensing
banking activities. The December 200, 1988 policy package also
regularized procedures for establishing an insurance company and
established sounduess measures for the insurance industry based on
solvency margins and technical manage nent capacity.
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= Implementation Bottlenecks

The financial reforms cited above make a significant contribution to
achievement of the GOI's policy objectives stated in ARSSP.

However, as the content of the recent reforms indicates, achievement
of these objectives is hindered by the lack of a clear legal
framework for establishment and operation of various types of
financial institutions and by the shallowness of the non-banking
sector. Other factors that have hindered achievement of financial
sector milestones are more structural in nature -State Commercial
Banks continue to occupy a prominent position in the sector and an
important part of their operations remains the channeling of low
cost central bank funds to targeted programec. The budget deficit
has fueled speculatory movement against the rupiali. This has
contributed to high short-term interest rates which have discouraged
investment in long-term equity instruments. Expectation driven
movement against the rupiah, particularly in third-quarter 1987,
also induced the GOL to rely on non-market interventions to
stabilize the exchange rate.

— Coaclusions: Importance of Resource Mobilization Reforms

In the finance sector, real interest rates have repaipad positive,
and rising, through 1987 and 1988. Growth in lending has been
faster in the private banks than in the state banks, which indicates
that competitive forces are being allowed to influence the structure
of the market. The share of total loans allocated to the various
sectors has remained much the same over the past five years — this
suggests that banking reform has not yat had an appreciable effect
on inter-sectoral resource transfers. Reliance of the State
Commercial Baunks (SCB's)on Bank Indonesia financing remains as high
in 1988 as it was in the :arly 1980's, reflecting partly a lack of
competitiveness in source of funds and partly a lack - from Bank
Indonesia's vantage poini: - of alternative instruments for
monetary expansion.

At present, there is some evidence of a reduction in financial
intermediation costs, particularly in cases where non-priority loans
account for a high and rising share of a Bank's portfolio. However,
in large part, the State Commercial Banks continue to operate on
average, rather than marginal cost of fund principles, with spreads
ranging from 4 to 6% on term loans. Selected non-subsidized
programs continue to perform well - witness the growth in lending
under the small scale credit (Ruppedas) and the savings mobilized
under the small scale savings (Simpedes) programs. However, the
banking system is far from unified, GOI program lending remains very
important to the solvency of the SCB's, while interest ceilings in
general have bean removed specifie programs continue to impose
artificial ceilings, and the stock market, while making important
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gains, is still relatively shallow (1). *

On the investment side, regulatory reforms have contributed to the
growth and diversification of export—based industries. This is
confirmed by estimates of growth in non-oil manufactures and by a
rapid rise in the number of firms taking advantage of P4BM's duty
drawback facilities. Although government regulations have made a
substautial contribution to investment licensing and operation, the
fact remains that the investment regulatory regime continues to be
ranked near the bottom of the list for ASEAN nations in terms of
attractiveness to foreign investment. By comparison, businessmen
consider the regulatory reform in other

ASEAN rations to be more attractive, particularly in the area of
divestiture policy, tax incentives, contract law enforcement, use of
expatriate staff and operating permit requirements. Indonesia's
abundant natural resources, combined with lew labor costs and a
stable polity, act to offset these regulatory disadvantages(2).

On the agricultural front, long and acduous procedures for obtaining
access to agricultural land, and obtaining permits for forestry land
replacement, concinue to hinder agro-based investmeni., For selected
agro-industries, licensing restrictions—-designed to talance raw
material supply and processing demand--serve as serious barriers to
competition,

Overall, the objective of 'desestic resource mobilization' is a bit
misleading. HNormally domestic resource mobilization is interpreted
in public finance as efforts made by government to encourage public
or private savings through fiscal and monetary policy. In fact, in
this area, impcrtant reforms are underway in broadening the domestic
tax base, eliminating indirect (and relatively more distortionary)
taxes and introducing a more transparent budget through elimination
of quantitative trade restrictions. Under the heading of 'domestic
resource mobilization', one would typically expect to see arcas such
as domestic taxation, debt management and transparency in public
finance highlighted. These, in fact, are important resource
mobilization issues. It could be argued, In fact, that achievement
of ARSSP milestones, unto themselves, would have very little effeet
on domestic resource mobilization-—as it is commonly understood.
Once again, it appears that there is a mis-match between a process
as an objective, and a set of milestones which appear to be part of
an effort to contribute to 'financial deenening'.

(1). His honorable Minister Ali Wardana cites improvement in BRI
rural credit operations as evidence of economic improvement
post-deregulacion. Minister Wardana cites statistics which indicate
that, post 1983, BRI intermediation costs have fallen from 60% of
credit outstanding to 14%; rural credit volume has risen by a factor
of 12 and savings deposited in BRI village units has increased by a
factor of 9. See Alil Wardana, “Structural Adjustment in Indonesia:
Export and the High-Cost Economy”, Keynote address to the 24th
Conference of S.E. Asian Central Bank Governors”, Bangkok, 25
January 1989,



3.2.3 Institutional Change Objective

— Findings

The third main ARSSP objective is in the area of imstitutional
change in agriculture and finance. The primary program objective is
to 'introduce institutional reforms required to improve planning and
implementation of policies and programs aimed at agricultural sector
diversification’. Sub-objectives were defined in the areas of
agricultural research (AARD), agricultural planning and [inancial
sector management. These sub-objectives and milestones are as
follows:

"in rescarch ~ (a) establish a staff planning unit in AARD
to review commedity mandates and propose alternative
approaches”, (b) develop a management information systen
which will help in monitoring rescarch parformance against
program priorities, (c) implement changes required in

anizational structure to improve agency management and
f 200

o ( stablishment of a working group on

ion oI Ministry of Agriculture planning, management
ration functions, (b) preparation of an

analysis of international markets (prices, competition
prospects) for selected agricultural commodities; plans to

be incorporated in Repelita V, (c) Preparation of a plan to
carry out cnviroamental impact assessments throughout the MOA

in Finance, under the program objective, introduce
institutional reforms required to improve management of policy
changes related to domestic resource mobilization, e.g.,

(a) within the Ministry of Finance, establish units responsible
for development and super' ision of the pension and

insurance industries, and (2) develop manpower plans and
training programs for Ministry of Finance officials

responsible for pension and insurance administration.”

- Milestone: Improve Agricultural Research Management

In the casc of AARD, measures taken in support of specific
institutional objectives include (a) the proposal to re-establish
the Center for Agricultural Programming, led by a director with a
mandate to help set priorities, plan, program and monitor research
expenditures, was approved by the Minister of Agriculture in
January 1989 (b) an AARD rescarch policy statement, laying out
detailed cuidelines for priority setting, improved programming,
better rececarch administration, staff restructuring, financing and
outreach has been approved by the Minister of Agriculture in January
1989. Formal issuance of the research policy statement is expected
(2). See Price Waterhouse, "Foreign Investment in Indonesia™, 2
volumes, 1987.
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in Spring 1989, (c) AARD has begun preparation of a research Master
Plan together with a team of World Bank consultants, (d) AARD has
prepared comprehensive commodity research programs for corn and
legumes together with USAID consultants, (e) AARD has, with AID
project assistance, employed two management comnsultants to train
staff and establish building maintenance procedures in 3 institutes
and 10 researc: stations (f) AARD has established a 10 person
steering committee and employed Winrock International consultants to
design a managemert informatiocn system (MIS), (g) AARD has used
ARSSP budget support to finance MIS development and training costs
in fiscal 1988/89 and (h) a MIS training program is underway with

the aim of training 144 computer—trained individuals.

Progress in AARD institutional reform has been hampered by (a) the
need to mesh formal agency structural reform with the timetable for
Ministry reform, (b) the transition period accompanying a turnover
in agency leadership, (c¢) a la:k of AARD staff trained in research
planning and financial management, (d) excessive reliance on outside
agencies for planning and prograzming support and (e) an attempt to
finance MIS training in advance of MIS development.
— Milestones: Agricultural Planaing: Guide negional Development,
Incentives Policy and Improve Sustainzbility

In the area of agricultural planning, specific activities undertaken
in support of institutional refornm objectives include: (a) an ARSSP
supported study has been completed by the Bureau of Planning on the
future role of the Provincial Kanwil in regional agricultural
planning, (b) other Bureau of Planning studies are underway on
decentralization and staffing (c) the Junior Minister of Agriculture
established and began staffing a Task Force on Agricnltural Policy
Analysis in mid-1988 with a mandate to study selected commodity
markets and analyze nolicy options, (d) a plan for administrative
reorganization of the Ministry was prepared in late 1988 under the
auspices of the office of the Secretary of Agriculture (e) Bureau of
Planning staff have continued MOA budget analysis work initiated in
1986, (£) the Bureau of Foreign Affairs, Commodity Analysis Division
has prepared special studies on latex, rubber, coffee and tea in
1988, (g) a MOA Andal Commission has been formed to supervise
implementation of environmental impact assessment (EIA) procedures
in the Ministry, (h) the Burcau of Planning has ecmployed an AID
consultant to design procedures for an environmental impact
assessment and (1) MOA has requested donor support for an expanded
package of technical assistance to implement EIA procedures.

Factors which have hindered implementation of the institutional
objectives for improved agricultural planning include (a) the lack
of an offlcial mandate to form a committee on reorganization of
Ministry of Agriculture planning, management and administrative
functions, (b) lack of staff capability in areas of international
market analysis, (c) a lack of clear delegation of responsibilities
amongst the Bureau of Planning, MOA, Planning Unit of the Director
General of Estate Crops, MOA, Joint Marketing Office of the PTP's,
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MOA, Bureau of Foreign Affairs, Commodity Analysis Division, MOA,
and Directorate of External Agricultural Trade, MOT for
international agricultural market analysis, and (d) a lack of staff
and tested-experience within MOA on environmental impact assessment
procedures.

- Milestou:: Prepare Pension and Insurance Institutions

In support of the specific institutional objectives laid out in the
Finance sub-sector, government has registered the following
progress: (a) a Board for the Analysis of Regional Finance, Credits
and Balance of Payments was provided responsibility for review of
pension, insurance and banking legislation, (b) comparative studies
to Western Europe, Canada and Australia were conducted in 1988 by
MOF staff together with representatives from Bank Indonesia and
private industry to review options for Pension and Insurance
legislation and administration, (c) staffing plans and
administrative scope for proposed Pension and Insurance oversight
boards have been drafted, (d) licensing requirenments for insuraoce
firms were specified in the December 21, 1988 financial sactor
pacxage and (e) implementation guidelines for implementing these
licensing requirements are under predaration as of January 1989.
The primary constraint to implementation of these institutional
reforms has heen extended delays in the passage of the proposed
pension and insurance laws.

— Conclusions: The Importance of the Institutional Reforas

The institutional changes described above do make significant
progress towards achievement of the ARSSP milestones. 1In the
Finance area, delay in passage of the pension and insurance
Legislation has delayed progress on establishing responsible
institutions in these areas. It will likely require several years
before one can evaluate whether or not these institutional changes
will in fact lead to better agricultural research management, better
agricultural planning and better financial sector supervision. None
of these reform items could be expected to have a particularly
significant effect in the short-run, and for this reason, one can
question their inclusion in a policy reform agenda. There have been
particularly important institutional reforms undertaken within the
last two years, such as the reorientation of the Ministry of Trade
from licensing to trade promotion, however, those listed in the
ARSSP agenda are not of that kind. Institutional reforms which
constitute a major change in the role, responsibility or authority
of a public body, may be regarded as appropriate for inclusion iu a
policy agenda, whereby those related to a gradual improvement in
resource management, would better be dealt with under project
assistance.
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- Recommendations

—

On balance, government has made significant progress towards meeting
the goals and objectives stated in the 20/7/1987 list of policy
objectives and milestones. Government has moved cautiously in
certain areas, although in practically each item, there is evidence
of a concerted movement in the direction of agreed upon reform.
There is clear evidence of a cautious, reasoned movement towards
reform in both agricultural diversification and resource
mobilization. In milestone areas where that has been a relative
lack of apparent regulatory progress, there is evidence that reform
proposals have been made and that these proposals are being given a
thorough political hearing. It is also clear that the ARSS? reforms
are only a small sub-set of important policy reforms undertaken by
government in the past two years, and that the overall reform
movement is designed to address the GJI's macro-ecconomic imbalances.

Government ‘hows evidence of being strongly committed to policy
reform—-reform of the type that by allowing stronger play to market
forces, is likely to cncourage faster growth and develoconent.,
Recent refcrns nave been moving in the right direction, but that it
will require several years to evaluate the full effect cf the
reforns. There remain significant trade, finance, investment, and
public expenditure/operation distortions which can only be corrected
by further pelicy change. In the commodity producing sectors, the
very development strategy itself is in a state of transition,and,
therefore, policy is framed and implemented to serve a set of
internally inconsistent goals and objectives.

In agriculture, for those who support a inward-oriented,
sufficiency-based development strategy, many of the policy
instruments in place today are appropriate. The opposite is the
case for those who support a more outward-oriented growth-maximizing
development strategy. In the Industrial scctor, those who argue in
favor of supporting infant industries tend also to support many of
the self-same set of protectionist, restrictive policies which have
come under attack in government's dercgulation effort.

In finance and trade, there is more of a consensus regarding the
need to reorient the development strategy and public policy change
policy than there is in agriculture and industry. In both industry
and agriculture, the framing of a more neutral, efficiency signaling
policy regime will require a greater consensus on the need to change
development strategies than that which prevailsg at present. This
implies that enunciation of a policy reform strategy cannot outpace
agreement on the overall development objectives/strategy of the
sector,

Within government, very important institutional reforms are
occurring, but these are not the types of institutional reforms that
ARSSP highlights. In an institutional sense, government has
underiaken important reforms by redefining the role of the public
sector. The more important institutional reforms, at present, have

- 29 -



to do with changing the roles and responsibilities of public
institutions (e.g. froum licensing to facilitating, from commodity
production to regulation), rather than improving management per se.
Improved planning and better supervision - as reflected ir ARSSP's
institutional objectives - are important institutional goals, but
are not, at the present juncture, in the mainstream of the
institutional reform effort.

Policy reform has been piecemeal and very difficult to predict.
Government has argued that reform should be properly sequenced (e.g.
finance and trade before commodity producing sectors) and gradual
(e.g. when political forces permit). This implies that there is a
high degree of error and uncertainty attached to trying to predict
the composition and pace of policy reforn. This implies that one
should not attach too much importance to framing a milestone
list--much less a list of fairly speczific, tine-tracked reforms, but
rather focus efforts on supporting and advancing the policy agenda,
within the broad categories government is working to reform.

a) Update Milestones: USAID azd GOI may wish to update the list of
poiicy milestones to take into accouat advances registered during
the first two ye2ars of AXSSP and to signal new directions for
ongoing reform. It would be appropriate to eliminate the policy
milestone regarding removal of pesticide subsidies because of
government's December 1988 announcement abolishing pesticide
subsidies. It would also be appropriate to drop the policy
milestone calling for a removal of inter—insular copra taxes because
of the rather inconsequential natural of this particular reform.

It is also recommended that the institutional objectives be deleted
from the ARSSP milestone list because implementation experience has
shown that institutional change requires 2 longer time-frame than
can be accommodated with short-tern program dassistance and because
of the dependence of institutional change on progress in the policy
arena., Institutional objectives should be shifted from establishing
new institutions to a focus on evaluating the impact of recent
policy change, analyzing institutional options and providing
short-term assistance in policy reform implementation.

It is also recommended that the financial sector policy milestone
regarding introduction of insurance and pensions laws be deleted
from the list as their passage is now tied more to political
fortunes than to any possible ¢ssistance that a donor agency can
provide.

Items which may be appropriate candidates for addition to the
milestoue list include the following:

a) remove non-tariff trade barriers for agricultural imports and
exports.

b) lower the rates of tariff protection on agricultural imports.
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c) phase-out special targeted liquidity credit programs from Bank
Indonesia in favor of financial injections in the equity market and
two-stage off-lending to the private banks.

d) reduce the role of government in agricultural commodity
production and distribution while improving the competitiveness of
state owned enterprises in the agricultural area.

Further investigation is warranted to validate the soundness and
acceptability to Government of these additional/replacement
reforms. If budget support is reoriented to finance innovative
policy activities, then the milestones will serve as a framework
against which support activities can be vetted. Since to date the
milestones have served primarily as an internal USAID accounting
device, rather than as a focus for government reform efforts, the
number, generality and breadth of the milestone list should be
adapted to resources available for gsupporting policy-based
assistance within USAID.

3.3 Future A.I.D Strategy

- Findings

Continue Policy-Based Assistance: The Government of Indonesia and
USAID should continue to cooperate in the area of policy based
assistance. Such assistance should build upon the positive
accomplishments of the first two years of ARSSP inplementation.
Reasons for continuing policv-based assistance include (a). a
demonstrable commitment by government to progressive reform as
demonstrated by the numerous policy packages and announcements
during tha past two years, (b). a continued and well recognized
need for further improvements in the policy framewcrk to elicit
efficient patterns of growth and development during the Fifth Plan

period (c) evidence of significant contribution to the reform
process by sclected activities financed under ARSS? and (d)

continued budgetary constraints which require short-term special
assistance financing. Special assistance financing should be
phased-out over the next two to three years in order to provide a
positive incentive to government to raise the efficiency of public
expenditures, contain expenditures within a manageable limit and
improve the domestic resource mobilization effort.

In their 1987 Economic Memorandum, the World Bank draws an
important distinction between threc categories of donor assistance.
The IBRD classification system is a useful aid in understanding the
differences in the role played by project, program and special
assistance lending under the IGGI.

The bulk of economic assistance provided to Indonesia is in the form
of project aid. Project aid 1s designed to add to the nation's
capital stock by financing a discrete set of development

activities. The time-span of project assistance 1s contingent upon
the length of time required to complete the particular development
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task. Physical and financial measures of progress are used to
monitor progress in implementation. Under most circumstances, the
policy framework is treated as a factor outside the domain of
project iutervention.

In recent years, a larger share of multilateral bank development
financing has been in the area of adjustment financing. The
rationale for this type of support is that budget support is
required to assist government during a period of transition in
economic management. This type of support is used to facilitate
change by offsetting the adjustment costs which occur during the
transition to an improved policy regime.

Starting with the downturn in international petroleum prices in
1985, Indonesia began to shift its sovereign borrowing portfolio
from project to program based assistance. Two broad categories of
program assistance can be identified. The first is what the Bank
classifies, for the Indonesian case, as special assistance. Special
assistance is short-term, quick-disbursing financing provided to a
governoent in order to finance ¢ budget deficit during a period of
2cononic adjustment. Specisl assistance lending is typically liinxed
to an economic adjustment program in policy because of the psed to
refora both the incentives regime and public management in order to
promote desired ratterns of economic growth and development.

Special assistance programs are either linked explicitly or
implicitly to a policy reform program. In the former case, loan
conditionality is explicitly tied to a package of agreed-upon
reforms. In the latter case, a time~slice of disbursements are
phased-in according to ongoing donor review of progress registered
in economic management. The scope of adjustment program assistance
varies from the macro-economy to the sector and even the sub-sector,
while the basic focus remains on improving the policy environment.
In order to provide Government with the fiscal flexibility to
implement a reform program quickly, special assistance is either
used for gencral budgetary support »r support to a broadly defined
grouping of econ.mic sectors and sub-sectors.

In recent years, a new form of lending has developed along the
interface between special assistance/adjustment financing and
projects. These are policy-associated loans which are typically
referred to as "hybrid reform loans"(1). A hybrid reform loan
combines both the reform emphasis of an adjustment package,

tacgeted improvement sectoral or sub-sectoral public investment
management with the financing of a vet of clearly identificd capital
investments. 1In such a loan, a program for sectoral or sub-secctoral
policy reform is linked, either implicitly or explicitly, to the
financing of a time-slice of a government's public expenditure
prograu. These loans are often used to help in the transition from
heavy dependence on project-based assistance to development and
effective management of investment programs. Such loans also serve
as a 'bottom-up' approach to policy reform compared to the more
'top-down' nature of economy-wide special-assistance.
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= Conclusions

The ARSSP program lies somewhere on the cusp between
special-assistance and hybrid-type reform lending. It sharss the
characteristics of special assistance in that quick disbursing
budget-support financing is provided subject to a semi-exrlicit link
to a policy reform program. On the other hand, expenditures are
targetted for sets of budget-investments at a sub-sectoral level, as
in the case of a hybrid-loan. As in a hybrid loan, ARSSP financing
is linked to institutional improvements which, together with
additionality rules, constitute a partial approach at reforming
public expenditure management.

— Recommendations:

a) Shift more into Hybrid Assistance

A number of factors argue in favor of shifting, over the
redium-term, from special assistance and project-based lending to
what has come to be termed 'hybrid-reform' assistance. USAID has
had experience with this form of assistance, particularly in the
africa region, and such exparience may be of use in the design of an
ARSSP amendment. Factors which contribute to the need to reduce
special assistance cver the near-term to Indonesia include
difficulties in maintaining a transparent link between special
assistance and policy reforrm, the need to avoid institutionalizing
special assistance by breaking the link between this support and a
rapid correction of the budget deficit and difficulties in

encouraging better use of public experditures in a project, rather

i
o

than a program lending mode.

On the other hand, there is a continued nced to focus attention on
reforming policy, and coordinating macro—economic policy reform with
Sectoral policy reform, which shall become ever more important in
the years to come. A continued focus on policy, combined with an
attempt to intcgrate the many on-going investment projects into
efficient and effective investment programs, lies at the heart of
'hybrid-reform' lending. For AID, this provides a mechanism for
focusing assistance efforts sectorally while maintaining an active
involvement in the policy dialogue. It also provides a mechanism by
which to program activities which are more directly linked to policy
reform and improving government program management without fully
entering in to project management responsibilities.

(1). Examples of hybrid lending operations include the IBRD's
Irrigation Sub-Sector Loan, Rural Credit Sector Loan, the Urban
Sector Loan and the Agricultural Research Management Project. Other
examples Include the Asian Development Bank's Irrigation Sub-Sector
Loan and Financial Sector Loan.



b) Continue Support in Agriculture and Finance:

In the near-term, policy-based assistance should be contained within
the general limits of agriculture and finance. There remains
considerable scope and nced for reform in both sectors and AID and
COI should continue to build upon advances registered during the
first ARSSP period. With perhaps the exception of the health
sector, it does not appear as if USAID has had adequate project
experience, or in-house expertise, to serve as a basis for program
assistance outside of agriculture or finance at rhe present time.
Expertise in these other arcas could, of course, be developed;
however this will likely require several. years to be at a level at
which active policy advisement is possible.

c) Focus the Policy Dialogue Frocess on Options Analyisis:

The policy dialogue process could be improved by focusing the AID
Mission's efforts on a combination of (a) providing financial
support for activities directly linked to policy formulation and
implementaticn and (t) by preparing and sharing aunalysis of policy
issues and options with responsible officials in the Government of
Indonesia. It is important that the substance of the policy
dialogue process center around reform issues - in terms of the
options government has for making reform, likely consequences of
reforms, options for improving reform implementation and impacts of
previous reforms, rather than focusing too much on the procedural
side of disbursements, monitoring and reimbursements. Unfortunately
in policy-based aid, government officials at a senior
pulicy-advising level, get drawn into questions of improving the
particular special assistance program's flow of funds and
documentation trail although this is neither th2ir area of expertise
nor interest.

In fact, AID has made a significant investment in policy analysis
capabilities to support the USAID/Jakarta policy dialogue with the
GOI. One way of focusing AID analysis resources, would be to
preparce a scrics of internal Mission working papers on topics
related to ARSSF milestones. For this purpose, AID could draw on
both the economic expertise in the ARSSP progran, analysts working
elsewhere in the Mission and analysts hired for specific tasks. For
AID, the success of the policy dialogue is partly conditioned by an
understanding of policy and reform processes built up through years
of project-related assistance. In the finance and agriculture
arcas, it would be worthwhile trying to maintain act®—ities (e.g. in
the FID Project and Agricultural Planning Project) that have
provided substantive input into the policy dialogue process in the
[ist,
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4. ARSSP's Budget Support

As Section 2.4 discussed, the issuve of linkage between the policy
agenda and budget support components of ARSSP. One point of view is
that, in principle, the use of ARSSP funding is not of concern to
A.I.D. in a program that is strictly budget support. A.I.D. should
only be concerned about whether aggregate budget levels for the
selected agencies meet the criteria for ARSSP support (i.e., the
additionality issue discussed in section 4.2). There should be no
programming of ARSSP funds by A.I.D. below that aggregate, agency
level. From this position, examining the use of ARSSP funds is
inappropriate because A.I.D. is not involved in programming ~ this
is general budget support and A.I.D.'s responsibility does not
extend to programming decisions.

Alternatively, if the budget support is to assist the agencies to
carry out activities that advance the policy agenda, then A.I.D.
must be interested in the results of the activities, such as
reasearch, studies, and training that contribute to policy
formulation and implementation. The utility of those activitizs for
policy-related purposes, is therefore, a fair evaluation issue.
Further, it was assumed that the agencles receiving budget support
will manage ARSSP funds according to GOI regulations and accounting
systems that apply to their development budget. The validicy of
those assumptions is also relevant to the evaluation.

The evaluation adopts the position stated in the PAAD in reference
to the changes involved with the policy and institutional milestonas
ARSSP supports: that budget support “... will provide resources to
help effect some of these changes" broadly speaking (PAAD, p. 17).
Section 4.1 reviews the utility of ARSSP budget support; section 4.2
examines the financial management system established for ARSSP
budget support.

4.1 Budget Support Activities

— Findings

The bulk of ARSSP budget support was not used for activities
directly related to the achievement of policy and institutional
milestones. This is consistent with the position that there is (or
should be) little association between the policy agenda and the
budget support components of ARSSP. That is, budget support was
intended as short-term assistance to help to "bridge" or "tide over"
selected GOI agencies until government revenues increased.

However, a number of activities were conducted using ARSSP budget
support that contributed to progress toward the policy milestones.
Though the linkage between these activities and reform actions
should not be overdrawn, special studies, seminars and workshops
financed under ARSSP contributed to generating policy reform ideas,
laying the groundwork for future reforms, broadening
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inter-Ministerial communication on reform options, refining proposed
legislation anc identifying possible solutions to policy
implementation problens.

Ministry seminars conducted with ARSSP funding have been cited as
helping to build consensus on policy formulation and implementation.

Other examples include:

a) ARSSP financed comparative study tours that exposed officials to
alternative regulatory regime options. Such study tours were
conducted in the areas of banking, pensions, insurance, pawn shops,
plantation development and brokerage. In addition to the benefits
gained from exposure to alternative regulatory systems, such study
tours were cited as an important means of bringing reluctant
officials 'on-board' to support the reform movement.

b) During the first year of ARSSP implementation, the MOF conducted
twelve special studies on public policy and the Planning Bureau of
the MOA cormissioned nine special studies. Annex 2 contains a
listing of these studies. In the second year of ARSSP assistance,
the MOF has prozcsed fourteen more special studies while Agriculture
continues to work on those proposed under year one financing. In
addition, under Bappenas guidance, the Center for Agro—-Economic
Research in Bogor is conducting four studies in the policy area with
AP.SSP budget support.

One potentially significant activity that ARSSP budget supporE will
fund is an Integrated Pest Management program developed by the FAO.
This is a highly innovative program in that IPM methods are not
widely practiced in Indonesia. Providing financial backing to IPM
activities, while in the design stage, appears to have played an
important role in the decision to remove pesticide subsidies. A
number of officials stated that IPM was a major factor in the
removal of pesticide subsidies because it would allow farmers to
adjust to higher pesticide prices without a loss in production or
income. (Other factors contributing to the decision include the
rising fiscal burden from the subsidy, the build-up of subsidy
arrears, difficulty in monitoring the use of the subsidy and a
recognition of environmental hazards created as a result of
pesticide over-use.) If IPM activities proceed as anticipated under
Bappenas' supervision, this will serve as an important mechanism for
aiding the GOI to recach Fifth Plan objectives while offsetting the
costs associated with tbe removal of pesticide subsidies. At this
time, however, the IPM program has not yet started.

AARD has financed resecarch activities using ARSSP budget support
that are closely linked to policy reforms. For example,research on
TSP applications on irrigated rice in Java showed that TSP
application rates on rice are well in excess of optimal or even
yield maximizing levels in various allocations. The fact that TSP
accounted for the largest share of total fertilizer combined with
research station evidence of TSP over-use, contributed to the
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decision to reintroduce differential product pricing for
fertilizers. This has been interpreted by numerous officials as a
signal that the government intends to continue to use differential
product pricing as a means of correcting adverse price distortions.
However, the quality and utility of the special studies have varied.
Ministry of Finance studies and seminars tended to focus on devising
options for already identified policy problems or areas thought to
be in need of near-term regulatory reform. Ministry of Agriculture
studies, by comparison, focused nore on basic research to identify
areas for future reform. A greater stress on quality control,
together with a relatively more narrow set of objectives, appears to
have enhanced the utility of policy research. In respect to the
comparative study tours, it is impossible to determine how useful or
persuasive these tours were in advancing reforms.

Certain ARSSP activities that were designed to advance the policy
agenda, through institutional reform or policy discussion, appear to
have had little if any effect on the achievement of policy
milestones, such as support to the agriculture research stations.

Cther ARSSP financed activities appear to be couunter-productive to
achieving proposed policy milestones. The direction of GOI policy
reforms has been towards a more marxet-driven, efficiency signaled
economy, with a move away from a target-driven, policy sheltered
system of allocation and production. In the agriculture sector,
ARSSP resources has been used to finance development and mapping of
fifth plan production targets for rice, secondary food crops and
estate crops. ARSSP financed maps designating commodity-specific
production targets have been distributed to the appropriate
Provincial authorities for implementation during Fifth Plan. This
runs counter to the implicit objective of the Fifth Plan that tries
to move away from target-driven allocation of resources.

Likewise, the pattern of institutional reforms supported by ARSSP
has been designed to increase cfficiency and make more effective use
of limited public resources. In some cases, it appears that the
selected agencies have not had sufficient time to plan and program
ARSSP budget assistance effectively. For example, AARD distributed
budget support widely and relatively evenly over all research
institutes. According to program managers, funds were allocated in
proportion to the number of staff at each institute, concentrating
funds on those institutes with more trained staff or who had
submitted a greater number of research proposals. It does not
appear that AARD has been able to utilize program assistance to meet
agricultural research priorities, due to a lack of planning and
programming support.

Apparently, it was assumed that the bulk of ARSSP budget support
would be directed to on-going work of the participating agencies
whereas many of the activities funded by ARSSP constitute new
activities (as noted above, most of which are unrelated to policy
reform). In certain instances in both the MOA and the MOF, the
desire to raise development budget levels quickly has run counter to
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attempts to reduce waste and introduce a more efficient, prioritized
system of public ‘expenditures. There is evidence that the release
of ARSSP funds also resulted in GOI staff setting aside their
on-going work to find activities for which ARSSP funds could be
used. It is understood that senior GOI officials are aware of this
absorbtive capacity issue and have taken action to improve the use
of budget support funds.

- Conclusions

The fact that :the bulk of ARSSP expenditures have not been used for
activities directly related to the ARSSP policy agenda 1s consistent
with the position that budget support was intended only to "tide
over” selected GOI agencies and that only a limited portion of this
assistance would contribute to achievement of policy milestones.

In respect to the effectiveness with which budget support funds have
been used, there is a clear difference between the utility of
activities that were well designed, managed and more directly linked
to the policy agenda and the bulk of general budget support. ARSSP
budget support was used effectively in several instances with
minimal involvement by A.I.D. staff to advance the GOI's policy
reform efforts in ways consistent with the overall structural

ad justment process and the government's attempts to increase the
~fficiency of public expenditures.

This suggests that by strengthening the linkage between budget
support and policy and institutional reform measures, the
effectiveness of ARSSP's support could be Improved, as well as
clarifying just what it is that ARSSP "supports” and how it does so.

= Reccmmendations

a) The GOI's programning of ARSSP budget support should increasingly
focus on activities that more directly pertain to the objectives of
the program. Activities only partially or completely unassociated
with the ARSSP policy agenda and institutional reform should recieve
much lower priority in the allocation of ARSSP budget support funds
by the GOI.

b) A.I.D. neceds to take a more active role in the identification and
proposal of GOI programming options to advance policy and
institutional reforms in the agriculture and financial markets
sectors. In line with the concept of program/sector assistance,
A.I.D. should not become involved with implementation of GOI
activities. Rather, A.I.D. should focus on the outcome, results and
utilization of those activities.

¢) Though general budget support for agricultural research has not
resulted in optimal use of ARSSP funds, agriculture research remains
a high priority and is deserving of continued support, targeted to
policy-related work.
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4.2 ARSSP Implementation and Financial Monitoring

— Findings

4.2.1 Program Start-up

AK3SP budget support is part of the special assistance donors are
currently providing to the GOI. Substantial lending 1s being
provided by the Japanese, World Bank and the Asian Development Bank
in support of Indonesia' structural adjustment effor=s. Special
assistance totaled $1.1 billion in IFY 87/88, and $2.3 billion in
IFY 88/89. With a budget of $65.8 million, ARSSP is clearly a very
small part of this special assistance.

As a mode of program assistance, A.I.D.'s involvement in the
programning of ARSSP funds and its financial management
responsibilities were to be limited to the overall or aggregate
level of participating agencies receiving ARSSP funding. The
Financial Plan in the PAAD states:

"It is not reguired that the assistance under this program
finance any specific activities. USAID will accordingly
only monitor that funds go to target departmental budgets
and that additionality in tliese key budgets is obtained.”

(PAAD, p.37)

This means that A.I.D. does not becowe involved in the actual
orogramming of ARSSP funds below the aggregate agency level, i.e.,
directing fuads to specific projents or activities. If that is the
care, then A.I.D.'s responsibility for the use of funds and
application of U.S. government regulations does not extend below the
aggregate agency level.

That may be well and good in principle; however, soon after signing
the program agreement, the mission confronted the issue of how to

implement ARSSP. The PAAD provides little useful guidance in this
respect.

The first hurdle was meeting the conditions precedent to the program
agreement so that the first disbursement could be made for IFY
87/88. This took until November 25, 1987. Because this was well
into the third quarter of IFY 87/88, the first disbursement on
December 21, 1987 covered both the third and fourth quarters of IFY
87/88. It is apparent from interviews and files that getting this
far took considerable effort on the part of GOI and A.I.D. staff to
develop the financial reporting system needed for ARSSP budget
support.
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4.2.2 The Financial Monitoring System

During the months following the signing of the program agreement,
A.I.D. staff developed the financial reporting forms for ARSSP.The
set of annual and quarterly reports were based on the GOI's regular
procedures for development budget planning, financial accounting and
management of donor funding. Consequently, the submission of
financial reports follows the IFY cycle - beginning in April 1 and
ending March 31 and the GOI budgeting cycle - from July through
March.

Prior to submission of proposed development budgets (DUPs) in
November, the program steering committec (chaired by Bappenas and
composed of representatives of agencies receiving ARSSP funds) is to
determine the activities and funding levels for ARSSP assistance.
After review by Bappenas, and agreement by the MOF, A.I.D. and the
participating agencies, the proposed development budgets, including
ARSSP support, is forwarded for consideration in the national budget.

Budget allocations are established for each ministry and its
sub—components and submitted in January to Parliment for review and
approval. Proposed project budge:ts are adjusted and reviewed again
by Bappenas and the MOF prior to final approval by the House,
usually in March. The result is project/activity line iten budgets
(DIPs), routine budgets and transfer programs. It should be noted
that the DIPs constitute highly rigid allocations; funds (including
ARSSP funds) are ecarmarked for specific activities and funds
normally cannot be moved from one DIP line item to another during
the course of the year without an amendment, a time-consuming
process. This means that ARSSP funds are, for all intents and
purposes, "locked into"” a discrete set of activities for the year.

Without going into all of the details of the financial reporting
system, what should be recognized is that ARSSP's budget planning
and expenditure tracking is based on estimated budget requirements
and expenditures of individual projects. ARSSP and PL-480 funding
are not commingled with the GOI's development budget, but rather,
kept separate. In other words, the GOI's budget system establishes
a record of ARSCP allocations to and expenditures for individual
projects/activities within the participating agencies - i.e., below
the aggresate agency level. Despite the original intention of
monitoring only at the aggregate, agency level, financial data
disaggregated by project/activity are routinely reported to A.I.D.

4.2.3 Additionality, Carry-overs and PL-480 Contributions

The above financial reporting data are used for ARSSP's disbursement
mechanism. Disbursements are made according to a ninety day maximum
advance procedure, i.e., disbursements are made to maintain a
maximum of ninety day cash requirements for ARSSP supported
activities. Funding requests and expenditure reporting were to have
been on monthly basis; this proved too cumbersome, so a quarterly
system 1s used instead.



A.I.D. approval for disbursements has largely focused on whether the
GOL's development budget complies with the concept of
additionality. This means that ARSSP funds will be additional to
the GOI's "normal support” for the participating agencies by
augmenting the "base" budgets allocated to the participating
agencies, and by providing the resources needed to maintain
important activities. Additionality responds to the concern that
ARSSP funding might result in reductions in the GOI's budgeting for
participatiag agencies, i.e., GOI funding would be directed
elsewhere once those agencies received ARSSP support. This would
defeat the intention of raising the development budgets of "key
agencies”. Therefore, ARSSP funding became “"loosely” contingent cn
meeting the additionality criteria in an effort to deal with the
fungibility issue.

Although the PAAD refers to additionality, it does not define how it
will be measured. The first disbursement for the last two quarters
of IFY87/88 were not problematic because baseline levels for the MOA
and MOF for IFY 87/88 were easily met. However, with the beginning
of a new fiscal year, defining additionality became a thorny issue.
It was not until August 2, 1988 in Program Implementation Letter no.
7 that the first official attempt was made to clarify to the GOI
what A.I.D. meant by additionality.

According to PIL 7, additionality refers to increases or decreases
from one year to the next in the development budgets of
participating agencies proportional to changes in the national
development budget. If the GOI's overall development budget
increased by 10% over the previous year, the budgets of
participating agencies would have to increase by at least 10%. If
the national development budget decreased by 13%, then the budgets
of these agencies should not be reduced by more than 10%. The PIL
goes further to note that balances of unspent funds at the end of

the year should be carcied over to the following year. The
principle is that GOI's budget is spent first; when that is fully

expended, ARSSP funds are then used. Funds unspent at the end of
year are by definition unecxpended ARSSP funds. Finally, the PIL
establishes a ceiling for the budgets of participating agencies -
ARSSP and GOI funds combined should not exceed the IFY 85/86 level.

Based on these rules, an analysis of the IFY 88/89 budgets for ARSSP
assisted agencies indicated that three agencies vere not in
compliance with additionallty and that three others exceeded the
85/86 ceiling. Disbursement for the first and second quarters was
held up until midway through the seccond quarter (August 1986) when
A.1.D. made a case for exempting these agencies from the very rules
it had just established in the PIL. Among the arguments made was
that although AARD's budget was above the 85/86 ceiling level, this
was acceptable because of the importance of agricultural research in
justifying the use of agriculture account funds for ARSSP. The
Directorate General of the MOF was similarly exempt from tlie ceiling
because it was incurring extraordinary expenses in preparing
banking, pensions and insurance legislation.
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The definition of additionality was further refined in PIL 8 which
added the criterion that changes in the development budget of
agencies also had to be ninimally proportional to changes in their
ministry's budget. For example, if the MOA's budget increased by
10%, then AARD's should increase by at least 10%. A decrease of 10%
in the MOA's budget should result in no more than a 10% decrease in
AARD's budget. Within the mission, the carry-over issue was also
further refined, resulting in a formula to apportion unexpended
funds between ARSSP and GOI accounts if there were good reasons for
the shortfall in expenditures; but this refinement was never
applied.

The mission confronted a problem in what to do if additionality was
not met. At one point, it was proposed that ARSSP funds would be
adjusted downward in proportion to the deviation from the
proportionality requirement. For example, if the overall
development budget increased 15%, and the agency's budget increased
only by 10%, then ARSSP funding requested for that agency would be
reduced by 5%. Alternatively, the mission could withhold
disbursement,

A firzl considerztion in analyzing the GOI's budget concerns the
attribution of PL-480 local currency contributions to participating
agencies. It was agreed that PL-480 funds would not have to be meet
additionality critieria. However, PL-480 funds were to be provided

in proportion to the ratio of total PL-480 funds to total ARESP
grant funds - i.e., 34.7% of ARSSP support to an agency should come

from PL-480 funds, the remainder from ARSSP funds. For IFY 88/89
the GOI had already beea combined PL-480 funds with their own budget
and had allocated these funds to participating agencies. ‘
Alternative ways of attributing PL-480 contributions by the GOI were
proposed. In practijce, the PL-480 allocation and proportionality
issues have not been used in monitoring PL480 contributions.

4.2.4 Use of the Above Rules

After months of A.I.D. staff time, the mission now has the basis for
tracking and determining additionality, carry-over and PL-480
proportionality. In practice, carry-over has occurred only once and
PL-480 proportionality seems to be ignored. Annex 3 contains the
mission's latest effort based on the initial budget (Anggaran Murni)
and 87/88 expenditure data to assess additionality. Accepting the
data at face value and recognizing that there are legitimate reasons
why twe agencies appear not to meet the additionality rule, it could
be concluded that the present budget levels comply with
additionality criteria and the fourth quarter disbursement for IFY
88/89 could be made.

However, the GOI operates officially on a balanced budget, and
expenditures are adjusted, upwards or downwards as actual revenues
deviate from projections. An important adjustment occurs in the
Fall with the ABT, a supplemental budget for the DIPs. The initial
budget (Anggaran Murni) that takes effect on April 1 may represent
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as little as one-~third of total commitments in some years. Hence,
the initial budget can deviate, sometimes substantially, from actual
expenditures. Interviews with GOI officials supported this - with
only two months left in the current fiscal year, some were still not
sure what their budget would be. Consequently, total expenditures
for the year are the most reliable basis for assessing additionality
(realizing that the expenditures reported shortly after the end of
the year are estimates; actual realizations are not available until
Some two years or more after the end of the year).

Nonetheless, the initial budget (Anggaran Murni) must be used to
assess additionality for committing ARSSP funds for the coming year
because ARSSP funds are committed for the coming IFY six or more
months in advance of having expenditure data for the current IFY.
This problem was recognized in A.I.D.'s analysis supporting PIL 7.
The best that could be suggested was to assess additionality on the
basis of the initial budget, the revised budyet in September and
actual expenditures for the preceding IFY when those data becoma
available. If expendure datz (end of year estimates) indicate
édditionality criteria have not been met, the question then is what
to do about it ssverzl rconths after the fact when ARSSP is already
well into the next IFY.

4.2.5 Disbursements

ARSSP disbursements under this system have been irregular, The
first disbursement for the third and fourth quarters of IFY 87/88
occurred in late December 1987. Disbursement for the first and
second quarters of IFY 88/89 occurred in August 1988. The third
quarter disbursement was the most timely to date - October 1988 (the
start of that quarter). A request for the fourth quarter
disbursement made on 21/12/88 has not been met because of apparent
non-compliance with additionality by two participating agencies.

12 B8the Bliese Renbrater ontale Dy 1EE e, thaL RogampLigpee vas
meaning budget reductions were justifiable. Disbursement was also
delayed by the lack of a report from the GOI concerning progress
toward the policy agenda items.

The irregular flow of ARSSP funds runs contrary to helping the
particlipating agencies to maintain effective operations. AARD's
agricultural resecarch program exemplifies this most clearly. Delay
of first and second quarter disbursements for IFY 88/89 meant that
funds needed by agricultural research stations arrived months too
late. That is, funding for the supplies and planting required for
field trials in February arrived in late August, months out of step
with the agricultural cycle. The effects of this irregular flow of
ARSSP funds were compounded by this year's unusally late allocation
of GOI budget (usually in June/July, this year, in October).
Research stations ha’ no development budget funds from April to
September. By October, with the allocation of ARSSP and GOI budget,
they were comparatively awash with funds
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4.2.6 A.I.D. Involvement in the Programming of ARSSP Funds

There is evidence that A.I.D.'s role in programming and monitoring
ARSSP budget support has exceeded the initial intention of focusing
at the participating agency level. From the very outset, with the
design of the financial reporting system, the level of detail
dropped below the aggregate, agency level. Further, some
correspondence between A.I.D. and the GOI identifies activities that
ARSSP could support and sets limits to commodity procurement,
suggesting, for all intents and purposes, A.I.D. involvement in the
more detailed programming of ARSSP funding. This currently
continues with A.I.D. project officers occasionally recommending
that their counterparts use ARSSP funding for specific activities.
A.I.D. has waivered on defining to the GOI what A.I.D.'s position is
on progremming and monitoring ARSSP funded activities. Despite
telling the GOI that A.I.D. will not be involved with programming;
the mission has questioned the GOI about uses of ARSSP funds that
may be inappropriate by A.I.D. regulations.

— Conclusions

The complexity and lack of congruence with the rezlity of the GOI
budgeting process undermines the utility of additiomalitv. That is
in no way a criticism of the efforts of A.I.D. and GOI staff who
tried (heroically) to identify how the concept of additionality
could be made operational. but in retrospect, this has been a
concerted effort at making an impractical idea work.

Additionality runs contrary to the new relationship between A.I.D.
and GOI ARSSP tries to advance. With the development of Indonesia
as a middle income country and its growing management capabilities,
program assistance, as opposed to direct management of project
investments, is increasingly appropriate. Additionality is largely
inconsistent with this. It tries to assure, and even force through
withholding disbursements, that the GOI adheres to ARSSP's budget
support priorities,

If indeed the GOT gives priority to the same areas that ARSSP
supports, the effect of additionality may be completely the reverse
of what is intended. Without ARSSP, the GOI might have cut budgets
in other areas to fund agricultural research or the design and
implementation of financial markets and customs reforms. If that
were the case, additionality might actually be protecting the
budgets of those other areas where cuts might have occurred. In
short, the effects of additionality cannot be determined because
there is no counter-factual case for comparison.

If ARSSP funding priorities are not shared by the GOI, then future
development budget aliocations will reflect the GOL's actual
priorities when ARSSP budget support ends. The result will be &
short-term infusion of funds that supports activities temporarily
which become unsustainable after the program. The utility of
additionality becomes yet more dubious when the disruptive effects
of sudden increases of funds on routine operations are considered.
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The application of additionality appears to have produced no
positive benefits in respect to budget support objectives and, if
the mission's recent analysis of GOI budgets is accurate, nor does
it appear to have been necessary. Delays in disbursement caused by
additionality have been disruptive and contrary to assisting
agencies to maintain effecive operations. Moreover, assuring that
additionality criteria are met unnecessarily embroils A.I.D. in the
GOIL budgeting process (i.e., DUPs and DIPs). The additonality issue
has also deflected management attention away from more important
policy discussions and engaged senior GOI officials in budgetary
matters that should not ordinarily be their concern.

As a management tool, what is A.I.D. to do if it finds in July or
August of the preseat IFY that expenditures for the previous year do
not meet criteria for additionality? Does it disallow past
expenditures? Reduce future future budget support levels in the
offending agencies? Does it withhold disbursements? None of these
punitive actions are viable because each would only defeat the
intent of providing budget support.

Regarding ARSSP budget support in general, earmarking funding to
spec.Iic agencies runs contrary to sound financial management
pricizles. It introduces yet more rigidities into an already
overly-rigid budgeting process. It precludes re-directing funding -
to areas that support emerging policy and institutional reform
priorities of the GOI. Moreover, initial decisions about which
agencies are to receive ARSSP funding has resulted in an
anticipation of and dependency on continuing that support over the
course of the program. This ruus contrary to the idea that ARSSP
would provide a flexible funding mechanism.

The assumption that ARSSP funds would be managed in accordance with
GOI budget regulations was inaccurate. In some instances, ARSSP
funds have been viewed as an "extraordinary” resource that could be
used for activities for which the regular development budget (i.e.,
funding from local resources and foreign aid) cannot be used
(without special exception being granted for such activities).
A.L.D. contributed to the current confusion about appropriate use of
ARSSP funds by not making its position clear from the outset.

The present financial reporting systems embroils A.I.D. in a level
of detail that was not originally envisioned. Despite the best of
intentions of those involved with implementing ARSSP, the reporting
of budget and expenditure data at the project/activity level crosses
the line between program and project assistance.

A.I.D.'s role in ARSSP programming is ambiguous and needs to be
clarified. Complete non-involvement in programming was probably a
bad idea from the beginning. The mission should recognize that it
can working cooperatively with the GOI on identifying programming
options directly related tu ARSSP's policy agenda without violating
the intent of program assistance.
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In short, mid-course corrections arc needed to make ARSSP a flexible
funding mechanism for activities that directly advance ARSSP's
policy agenda. These changes will need to be fully understood by
the GOI, emphasizing that these modifications are a effort to
improve the utility of ARSSP.

— Recommendations

a) Eliminate additionality as a criterion for ARSSP disbursements.

b) Continue to use the quarterly request <ad expenditure system;
however, use an attribution method for liquidating ASRRP funds
(e.g., total agency expenditures over the past quarter are equal to
or exceced previous ARSSP disbursements)

¢) GOI financial reporting to A.U.D. should be limited to the
participating agency level, using the existing quarterly reporting
forms.

d) ARSSP funds should te subject to the saze rules that govern the
GOI's developzant budget; exceptions shouls he made only with prior
mutual agreezent betweea the GOI and A.I.D.

e) Develop a negative list of uses of ARSS? funds to clarify
A.I.D.'s position on appropriate categoric uses of ARSSP funds.

f) To the fullest extent possible, ARSSP funding should support work
on policy analysis, formulation and implementation of reforms.

g) A.I.D. should work collaboratively with the GOI to identify ARSSP
funded activities, with the GOI having responsibility for the
implementation of these activites, and A.I.D. providing assistance
directly or through short- and long-term technical advisors to
improve the quality of the final product or activity.

h) A.I.D.'s monitoring of these activities should focus on the
utility of these activities in respect to policy issues (e.g., the
use of study findings, next steps in policy implementation).

i) Explore alternative funding mechanisms to support policy
analysis, formulation and implementation. On a pilot basis, develop
a special fund to support innovative policy activities. The fund
would be outside of the normal budget/DIP process and constitute
supplemental budget support for policy related activities. Section
6 on the recommended amendment to ARSSP provides more detail (L1).
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4.3 Technical Assistance

= Findings

$1.5 million were budgeted in ARSSP for short- and long-term
technical assistance. $541,000 of these funds have been expended or
obligated for the following: a) planning the IPM program, b)
assistance for preparing the GOI for the GATT meetings, c)
developing ARSSP's mangement information system, d) funding the
long-term JCC/ARSSP program manager and e) costs of the interim
evaluation.

The remainder is earmarked for the CARD Iowa State Project, a
technical advisor to the Ministry of Trade and short—-term advisors
for the Trade and Technology project, analysis of financial
de-regulation, and funding for Agriculture Trade and Development
Mission (ATDM) activities. In short, no additonal funds remain in
the account.

ected to
activities that generally fit thas policy agenda. Thz most izportant
use to date has been the funding for the JCC position, the IPM and
MIS planning have also been uszful, wherezs the GATT preparation has
received a mixed appraisal. The earmarked activities have good
potential for contributing to the policy component of ARSSP.

The technical assistance account of A2SSP has beez d

.;

—- Conclusions

The technical assistance account has been a useful source of funding
that gives additional flexibility to ARSSP, allowing it to respond
to GOI policy initiatives. The recommendations that the mission
needs to become more actively engaged in policy analysis will
require short- and possibly long-term technical assistance funding.

- Recommendation

Add additional funding to the technical assistance account with the

amendment to ARSSP and target such furds on policy analysis
activities.

1. The mission has already begun working on recommendations a), c),

e) and 1) during the course of the evaluation based on initial
findings.
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5. ARSSP Management Requirements

5.1 Introduction

This section assesses USAID's effectiveness in meeting the
management requirements of ARSSP. It establishes the relationship
between USAID's role in the policy reform process and the level of
effort that role implies both for USAID and for the GOI. It
assesses the organization, staffing, and management of ARSSP within
the Mission, and by the GOI, and Mission coordination with other
donors. It discusses the provisions for tracking progress through
the statement of a policy agenda and through the establishment of a
management information system. It examines ARSSP's contribution to
liquidating the Mission's pipeline vis-a-vis the developmental
benefits derived from the GOI's use of the funds. It compares the
relative merits of ARSSP as a mode of development assistance with
other forms of development assistance in the Mission's portfolio.

5.2 The Management Requirements of ARSSP in Comparison with Other
Modes of Devzlopment Assistance

— Findings

ARSSP represents an iunitial effort by USAID/Jakarta to find ways of
reducing the management demands that its development assistance
luposes on the Mission. This section examines the management
demands of ARSSP's program assistance. The actual management of
ARSSP, and the ways in which this management can be improved are
discussed in section 5.3.

5.2.1 Demands on the Mission

The mix of skills required to manage policy-based tudget support
differs from that in traditional project assistance. This is
because, unlike traditional project assistance, policy-based budget
support: 1) makes improving the policy environment (in specified
areas) its only explicit output -- as a means of achieving its
development purposes and goals; and 2) does not specify or control
how financial resources transferred to the GOI are to be used to
achieve this output. For USAID this mecans that policy-based budget
support places greater emphasis on specialized analytical capacity
in particular policy areas rather than on a generalist's technical
knowledge. In principle it should also make fewer administrative
demands associated with USAID regulations and with supervision of
activity implementation.

More specifically the management of ARSSP's policy-based budget
support involves tasks in the following four broad areas:

—-policy analysis

—quality control of policy-related activities
—program administration

—maintenance of a management information system
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The execution of these tasks requires: 1) an understanding of
national development issues to identify an appropriate policy
agenda; 2) an analytical capacity to determine policy censtraints
and options to overcome them; 3) a technical background to
determine if policy-oriented activities are well-formulated and make
an appropriate contribution to achieving policy objectives; 4) good
coordination of the analytical/technical staff within the Mission;
5) good coordination and communication with the GOI; 6) the
collection and management of the information needed to assess
progress of policy and quality of policy-related activities; and, 7)
financial information of the level of detail necessary to satisfy US
government requirements.

The number of staff necassary to administer any particular
policy-based budget support program depends on: 1) the nature of
the contribution which the Mission wishes to make to policy reform
in Indonesia; 2) the narrowness, or breadth, of the focus of the
policy agenda; 3) the amount of effort USALD must make to maintain a
desirable pace of progress on the GOI's ARSSP-related activities; 4)
USAID's involvement in the management of the use of ARSSP funds.

1) More in-housa znzlytrical capacity is required the more the
Mission wishes to be informed and actively involved in the analysis
of policy changes being coatemplated or adopted by the GOI. The
Mission's interest in adopting a more active role in the policy
reform process implies a greater commitment to establishing in-house
analytical capacity.

o}

2) The demands for analytical capacity and coordination increase as
the focus broadens. The Mission has shown a preference for
increasing rather than reducing the scope of its policy agenda and
this implies the need for more specialists.

3) More Mission staff time is required if USAID considers it
necessary to provide technical advice, assist with the hiring of

technical assistance and/or to undertake some of the administrative
tasks associated with implementing policy-related activities.

Section 4.2 has recommended that USAID take a more active role in
assisting the GOIL with its policy-related activities. Experience
with managing existing USAID projects in Indonesia suggests that the
maintenance of a desirable pace of progress on the ARSSP-related
activities will mean that a number of tasks, such as help with
recruitment of technical assistance, preparation of
implementation-related correspondence, and ensuring movement on the
process of fund disbursement, will continue to make administrative
demands on USAID program management.

4) More Mission staff time is required for the administration of
disbursement and the supervision of accounts and expenditures if the
Mission is concerned about how the funds have been used. Section
4.2 has rccommended ways for the Mission to limit its involvement in
monitoring the use of ARSSP funds.
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5.2.2 Demands on the GOI

ARSSP budget support is based on an assumption that a simple
transfer of money to the GOI coffers will do developmental good, and
that the GOI has the managerial and budget programming capacity to
effectively utilize the funds and to further the objectives of the
program. The Mission has distanced itself from the management of
funds and transferred virtually all of the respousibility for sound
use of budget support monies to the GOI. This has reduced USAID
financial accounting and reporting requirements, and has reduced the
numter of PILs and requests for advances and reimbursements which
make administrative demands on the GOI.

Consequently, the principal management demands ARSSP places on the
GOL are related to demonstrating to the Mission that its assumption
is well founded; that is, that the GOI demonstrates sound management
of ARSSP budget resources and continues its policy reform efforts.
This means demonstrating its capacity and willingness to program and
use funds judiciously yet flexibly. This means allowing USAID
access to the information needed to monitor policy reform progress
and to engage in policy dialogue with USAID.

K20

The requirements described above are desirable in any form of
development assistance but the greater devolution of
responsibilities to the GOI in policy-based assistance may require a
greater commitment of time and effort from more senior level
government officials than other forms of assistance.

- Conclusions

The management of policy-based programs such as ARSSP requires the
following:

— A specialized capacity to analyze and discuss progress on each of
the focal areas covered by the policy agenda, credibly and
discretely.

= The technical knowledge and time to assist with the identification
and to use the results of policy-related activities undertaken in
association with the program.

- The resources needed to help the GOI implement its policy-related
activities, and to a lesser degree, for USAID's administration to
expedite the disbursement of funds.

— The maintenaunce of managewent information on funds allocation (to
the Directorate General level), policy progress, and policy-related
activities to provide the basis for tracking and assessing progress
toward the achicvement of program objectives.

ARSSP will not necessarily be less management intensive than other

forms of development assistance. There is a trade—off between the
level of management effort the Mission wishes to make and the level

- 50 -



of information and involvement which it can have in the process of
policy reform and the use of its funds. Given the Mission's active
engagement in support of the GOI's policy initiatives and its
limited involvement in the monitoring of the use of ARSSP funds, the
Mission needs to: a) limit the focus of its policy agenda to the
analytical capacity it has, and b) reduce the number, and increase
the value, of the activities it wishes to supervise directly.

Section 4.1 indicates that there is room for improvement in the
planning and implementation of the GOI's policy-related activities.
Technical assistance for the maintenance of quality control needs to
be combined with a flexible and quick disbursement mechanism to fund
a range of activities in support of policy and program development.
One approach to providing such technical assistance has recently
been proposed in a management plan developed by the Canadian
International Development Agency (CIDA) for a C$14.9 million Water
Sector Technical Cooperatioun Fund. The plan provides for a Canadian
Executing Agency to be contracted to assist the GOI in the
management of the use of the funds. USAID should examine this
approach,

The disbursement of budget support has involved fewer PILs and
related paperwork for the GOI. However, ARSSP requires GOIL
comnitment to the sound use of the funds and to the achievement of
the policy objectives, cooperation in making availchle monitoring
information to USAID, and a willingness on the part of high level
GOI officials to engage in policy dialogue.

-~ Reconmnmendations

a) Given that policy-based program development is not necessarily
less management intensive than other forms of assistance, adequate
provision should be made to cover each of the following types of
tasks:

— policy analysis

= technical assistance for the design and quality control of policy-
related dctivi*ies

— program administration

— maintenance of a management information system

b) The Misslon should review the approach proposed by CIDA for
reducing the management demands on the Agency associated with fund
disbursement and supervision by combining umbrella funding with
technical assistance.

c) In future policy-based development assistance it should be made
clear to the GOl that USAID will need data and other information to
determine whether policy reform is moving in the desired direction,
as well as minimal accounting data.
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5.3 The Organization, Staffing, and Management of ARSSP-related
Efforts within .the Mission, by the GOI, and Coordination with Other
Donors

= Findings

5.3.1 The Organization, Staffing, and Management of ARSSP-related
Efforts within USAID/Jakarta

The PAAD provides poor guidance regarding how ARSSP should be
managed. It indicates that the ARSSP would be coordinated by the
Project and Program Support Office, but that the technical offices
would have "primary responsibility for the implementation of their

respoctive reform agendas™ (PAAD, p.34). The assignment of
respousibilities, the lines of authority, the provision of long term

technical assistance, and the method of achieving inter-office
coordination are unclear.

The Agricultural and Rural Developnent Office (ARD) had initial
responsibility for ARSSP implementation. In August 1988 the
management of ARSSP was transferred to a newly created Economic
Policy Support Office (EPS0). While the overail supervision of
ARSSP program manageszent was to be in the hands of the Chief of
EPSO, the day-to-dey management was to be the responsibility of a
JCC agricultural economist,

The new chief of EPSO overlapped with the previous ARD Program
Manager for ARSSP for approximately two months in mid-1988. The JCC
agricultural economist arrived in early late November 1988. The
mismanagement of recruiting the JCC on the part of the Mission and
AID Washington has meant that the program was under-staffed during
the first fifteen months of its operation.

During its initial period of implementation the program seems to
have operated in an uneasy relationship with the rest of the
Mission. Despite the fact that ARSSP's policy agenda and budget
support have a bearing on the activities and objectives of other
projects in the Mission, there has been centinulng uncertainty among
technical officers about how ARSSP relates to tie rest of the
Mission's portfolio. A number of management problems have arisen
because of inadequate definition of responsibilities and poor
inter-office communication.,

Communication and coordinatiovn problems have centered around
uncertainties regarding the division of responsibility between EPSO,
ARD, and PSD for the implementation of various tasks associated with
ARSSP management. The absence of a clear statement of the
responsibilities of cach office has meant that, for example, project
officers have been unsure of what they are responsible for knowing
and of the content of the reports they should submit regarding
appropriate use of ARSSP funds, or the progress on spoclfic items 1In
the ARSSP policy agenda. Project officers have been asked to
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enquire about the use of ARSSP funds for research stations, studies,
the IPM program, on an ad hoc basis without a clear understanding of
their office's role and responsibility in the operation of ARSSP.

Also weak communication and coordination among offices have meant
that activities funded under ARSSP have sometimes failed to
complement, or have even undermined, activities under other
USAID-funded projects. For example, the work on an environmentel
assessment plan for the Ministry of Agriculture was not considered
appropriate by the natural resources rainagement staff of the Mission
nor by EPSO, and ARSSP support to AARD sometimes unhelpfully
diverted GOI staff from activities planned under the Agricultural
Research Management Project. Contractors working on the Management
Information System for AARD under USAID's Applied Agricultural
Research Project were unclear about the relationship of their work
to ARSSP funding and objectives. However, the ARSSP management are
now working with the Mission's natural resource management staff on
the design of a new project which will contribute to the achievement
of the environmental milestone in the ARSSP agenda, and it is
expected that the AARD Management Information System will be
overhauled complecely.

The EPSO Office Chief has discussed the allocation of
responsibilities eand his approach to ARSSP management with the ARD
anc PSD Office Chiefs. Also, the responsibilities of the EPSO
office with regard to ARSSP management are presented in the office's
functional statement which was reviewed and agrecd by the Mission's
senior staff. But there still remains a sense of uncertainty among
some technical officers about their relationship to ARSSP. As the
Mirsion becomes more actively involved in identifying and monitoring
policy-related activities for discussion with the GOI more work
demands will be imposed on the technical offices, making it
important that this uncertainty is addressed and minimized.

Within EPSO theve is the possibility that the ARSSP Program Manager
will be overburdened wich tasks related to financial control,
program administration, and basic data management for the monitoring
and evaluation system. This would leave insufficient time for
policy analysis and technical advisory tasks the Mission needs for
policy dialogue. The role of the newly arrived banking and trade
technical advisor in the management of ARSSP needs to be defined
better,

5.3.2 GOI Management of ARSSP

Until recently, the additional management requirements which ARSSP
has created for the GOI have been limited to the programming of the
additional funds and financial reporting. Reporting has fit easily
into normal governwental budgeting and reporting procedures. While
there have been delays in disbursement, this has been attributed to
initial wmisunderstandings regarding the procedures for making
funding requests and problems over the additionality issue (sce
section 4.2). The smaller number of PILS associated with fund
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disbursement was considered a definite advantage by GOI
representatives responsible for the budgeting and administration of
ARSSP funds.

However, some have observed that the GOI approach to the management
of foreign grants, such as ARSSP, is less rigorous than it is for
loans. It was pointed out in section 4.1 that the use of ARSSP
funds has not always been well programmed. Although some GOI
officers have expcessed their satisfaction with the way these funds
have been administered, more senior GOI officials have not always
shared this opinion. They have observed that the ARSSP funding
mechanism has made it difficult to channel funds to activities in
support of specific policy objectives. This has led some of these
officials to the view that funding should be more directly linked to
policy design and implementation.

5.3.3 Coordination with Other Donors

USAID has coordinated its program efforts with other donors through
its co-financing with FAO of the implementation of the Integrated
Pest Management Progrzm, discussed earlier in this raport, and
through the informal exchangs of information on priorities for
poiicy refora, particulazly with the World Bank and the Asian
Development Bank. Also USAID's willingness to provide special
assistance in the form of ARSSP budget support had some influence on
the actions of other donors, such as the Asian Development Bank and
the Japanese.

Respondents from the two banks felt that a continued informal
collaboration and information exchange would be useful. However,
other forms of cooperation, such as co-financing, were considered to
introduce undesirable program management complications.

For the next few years the ADB and the Japanese will be the major
donors in the agricultural and financial sectors, but other donors
are also supporting activities which have a bearing on the ARSSP
policy agenda. TFor example, the Canadians have a ma jor program in
environmental management and they are iucreasingly turning their
attention to policy concerns. The British are providing technical
assistance to Bulog, the GOI Bureau of Logistics. The Germans are
assisting regional rural development projects which include the
development of rural credit institutions. The UNDP/ILO is
undertaking studies on rural industries and employment. With the
exception of contacts with the Canadians, ARSSP coordination with
the activities of these other bilateral and multilateral donors has
been minimal.,

- Concluslons
ARSSP has been managed with a limited input so far. This is not to
say that ARSSP is a low management intensive activity, but that,

more bv default than by design, the program has been under-managed.
This has resulted from the inadequacy of the management plan
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contained in the PAAD, the delay in getting the JCC agricultural

economist/ARSSP Program Manager in place, USAID and GOI staff
turn-over, the adjustments which had to be made in the transition of

the management of ARSSP to EPSO, and a continuing haziness in the
definition of the responsibilities of the Program Manager and
between EPSO, ARD and PSD.

Section 4.1 has illustrated that the programming and use of ARSSP
funds by the GOI needs to be improved. A more careful targeting of
the use of ARSSP funds for policy-related activities and technical
assistance to ensure quality control is necessary to achieve this
improvement.

An aspect of GOI management of ARSSP which has not been stressed
until now, but which will come to the fore as the Mission shifts its
attention from the financial aspects to the policy content of the

program, is sharing of information and discussion of policy reform
with USAID. This will require cooperation by GOI in assisting USAID

to obtain the data it needs and a willingness on the part of policy
maxkers to engage in a dialogue on the progress and content of the
policy agenda.

USAID may be able to complemest the activities of wultilaterzl and
bilateral donors as it develops its in-country analytical capability

ané provides more policy-related technical assistance.

- Recommendations

a) The Mission Director should clarify with the Office Chiefs and
staff of ARD, PST, and EPSO the division of responsibilities for
each of the tasks associated with ARSSP managemnent, i.e.:

1) policy analysis
2) identification and support for appropriate technical

assistance-type activities (including the provision of
advice to the GOI and coordination on the use of ARSSP

funds)
3) program administration
4) malntenance of a management information system

b) Staff of all offices should be made to feel that they are part of
a team cffort in the implementation of ARSSP.

c) EPSO, ARD and PSD should review the content of the policy agenda
in relation to their policy analysis, monitoring, and technical
advisory capacities to ensure that USAID can maintain a credible
dialogue in the areas which it wishes to support. This review
should take into account anticipated turnover in staff in ARD and
PSD and provision should be made for an effective transfer of
information as well as responsivilities.

d) EPSO should review its responsibilities for the management of
ARSSP and establish a realistic allocation of tasks to the ARSSP
Program Manager and the macro and trade technical advisor.
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e) EPSO should provide the Program Manager with an administrative
assistant with .an accounting and information systems background to
provide back-up on budgetary matters, to maintain a tracking system
for ARSSP-supported activities, and to assist with administrative
tasks related to contract management.

f) EPSO should explore alternative ways of assisting the GOI to
improve the programming of its use of ARSSP funds.

g) The GOI should be willing to make available to USAID the
information relevant to the policy agenda, which it may reasonably
requect, and to engage in a dialogue on the progress and content of
the agenda.

h) USAID should maintain and improve its communication with other

donors who are supporting activities that have a bearing on the
ARSSP policy agenda and activities.

5.4 Usefulpness of the Policy Agenda for Monitoring and Evaluation

— Findings

Section 5.2 referred to the role of a management information system
in monitoring and evaluating the effectiveness of ARSSP. This
section assesses the usefulness of the policy agenda contained in
the program design for monitoring and evaluating ARSSP. Section 5.5

will describe how this agenda has been used in the design and
implementation of a monitoring system for the program.
The policy agenda will be assessed according to two criteria:

1) Were the objectives of the policy agenda, and the indicators of
progress toward those objectives clear?

2) Was monitoring of the policy agenda manageable?

5.4.1 Clarity of the Cbjectives of the Policy Agenda, and of the
Indicators of Progress toward those Objectives

The policy agenda provides a set of hierarchically ordered program
objectives, sub-objectives and wilestones which is essential for
monitoring the progress of the program and for assessing its

impact. As was discussed earlier, the statements themselves are
fuzzy and confuse processes with development objectives.
Nevertheless, without the policy agenda It would have been more
difficult to judge whether or not the program was mecting its policy
objectives. The agenda contrasts with the discussion of the agenda
in the PAAD which lacks the specificity needed for such monitoring.

A timetable and intermediate steps for achieving each of the

milestones were left out of the agenda in order to facilitate
a reement with the GOI. For similar reasons, the ponlicy agenda is
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not specific about the indicators of achievement of the milestones,
sub-objectives or objectives. ’

5.4.2 Manageability of the Policy Agenda

The breadth of coverage of the policy agenda has meant that adequate
monitoring and assessment of progress toward policy objectives has
required USAID not only to marshal analytical skills covering two
sectors hut also to coordinate the collection of information from
five different USAID officers who are managing projects which have a
bearing on the milestones. It has also meant coordination with
almost two dozen government offices involved in the achievement nf

the milestones.

As was discussed in section 5.3, the proposed management StruC.cu..
in the PAAD and the resources which have been available to USAID to
manage the menitoring and assessment of progress on the policy
agenda have been inadequate.

- Conclusions

The tracking of progress on program objectives would have been
extremely difficult without the policy agenda, but its vagueness and
logical inconsistency mean that it only provides a point of
departure. The lack of a statem:2nt of specific intermediate steps
and a timetable was appropriate since the approach to achieving the
milestones must remain flexible -- it requires the ability to make
adjustments in the plan based on an understanding of the political
and econoric context in which the milestones are being advanced and
of evolving GOI policy initiativas.

The subsequent monitoring by the Mission of policy progress and the
periodic assessment of impact needs to be based on a clearer
statement of objectives, an identification of appropriate benchmarks

and indicators, and a systematic monitoring of those indicators.
The progress on such monitori.g is discussed in section 5.5.

The lack of focus of the agenda has made it difficult for the
Mission to manage and monitor, particularly given the staff turnover

and the delays in JCC recruitment.

~ Recommendations

a) The Mission should continue to use a policy agenda based on

development objectives, sub-objectives and milestones as a tool for
3the monitoring of its policy-based development assistance. The

objectives, sub-objectives and milestones should be clearly stated.

b) The Mission should review and improve its management of the

existing policy agenda before it considers expanding into other
sectors.
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5.5 Development and Implementation of a Management Information
System for ARSSP

— Findings

The financial monitoring system for ARSSP is discussed in section 4
of this report. This section discusses the system developed for
monitoring the process of implementation, and assessing the impact,
of the reforms in the policy agenda.

5.5.1 Monitoring by USAID

The PAAD contains the outline of an approach to the monitoring of
program progress which provides a useful basis for establishing an
information system for the project. However, the operational
details related to the mechanism for tracking progress, the
allocation of responsibilities for information collection, and the
specification of reporting intervals and report content were only
worked out eleven months after the Grant Agreement was signed. The
JCC Program Manager who will be primarily responsible for
maintaining the system arrived four months later.

A management plan containing a reference to the need to monitor
ARSSP was prepared with the assistance of the first ARSSP Manager
and submitted by the GOI to USAID in November 1987. The plan
indicated that a steering committee, with members from the various
GOI agencies participating in the ARSSP, would be responsible for
devising monitoring and reporting procedures for the program.
However, the plan did not detail the system for policy monitoring
and reporting.

For the next six or seven months monitoring progress on the policy
agenda was informal and documentation was limited. A GOI steering
committee met on a number of occasions with the ARSSP Program
Manager to discuss ARSSP funding procedures, possible uses for ARSSP
funds, and the financial reporting format devised by the ARSSP
Program Manager, but policy monitoring was not addressed.

Nine months after the Grant Agreement was signed a short-term
consultant arrived to develop a monitoring snd evaluation system.
The consultancy dealt with the monitoring of milestones and not with
budgetary monitoring or with assecssing the impact of the policy
changes on the sub-objectives and objectives supported under ARSSP.
A major task in developing the monitoring system involved
documenting USAID staff knowledge of the background and progress of
each of the milestones included in the ARSSP policy agenda. This
established the databases and benchmarks for the program.

Benchmark forms ("Beuchmark Fact Sheets") were prepared for cach
nilestone as a baseline for monitoring progress. The forms contain
information on the selection and initial status of the milestone,
the indicators of the achievement of the milestone, intermediate
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steps that might be taken to achieve the milestone, and reference
documents cited in the previous discussion.

A simple filing system was established for monitoring the
milestones. It involved maintaining, for each milestone, a
chronologically ordered collection of information related to
progress on the milestone, such as memos to the file, study reports,
newspaper reports, administrative documents for technical assistance
being managed by USAID, and official correspondence. For day-to-day
use this “program file" should contain the most up-to-date
information related to each milestone.

Every quarter the material in the “"program file" should be
synthesized and analyzed. This involves making a critical
evaluation of progress in the previous quarter, problems, likely
future developments, and appropriate future actions, if any, to
promote the policy change. This regular and systematic review is
intended to help Program Management to track the progress on policy
change against the benchmarks and to ensure that no policy milestone
is inadvertently overlooked. It is also intended to serve as a
reference for the evaluation of the program.

In the absence of an ARSSP Program Manager to maintain and use it,
the system has yet to be put to the test. Also, the lack of
secretarial support for the EPSO office until Decernber 1988 resulted
in a backlog of filing for the "program files", making them less
useful than they should be for day-to-day reference.

In the past two months the progress status reports have been
partially updated to be presented to the GOI for threir review. The
JCC ARSSP Program Manager has not had time to assess progress on the
milestones, as has been done in this evaluation. However, the EPSO
Office Chief has made periodic assessments of program progress in
USAID communications.

5.5.2 Reporting by the GOI

During the first year and a half of the -program's implementation,
USAID's involvement with the steering committee and informal working
groups has primarily been in meetings concerning budget support
i1ssues. There has been no formal review of the content of the
policy agenda with the GOI, nor any formal joint assessment of
progress on the benchmarks.

Mission maragement feels that it is important for the GOI to report

formally on progress on the policy agenda. A format was developed

for this purpose which includes a list of minimal questions to be

addressed, i.e., current status of the milestone, external factors

affecting program implementation, comments on anticipated future

developments, and actions to be taken in the comlng reporting period
+ by USAID and/or GOI.
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Represertatives of the GOI responsible for ARSSP management have
been provided with sample monitoring reports prepared by the
monitoring consultant for their review and use in submitting such a
report. The GOI has not yet responded to the Mission's request.
This is probably an indication of their discomfort with formal
reporting on policy progress to a foreign donor agency.

= Conclusions

An area of monitoring which has not been developed by EPSO is the
identification of indicators of the impact of milestones on the
policy agenda sub-objectives and objectives. Also, it has not
reviewed the validity of the indicators of achievement of the policy
agenda milestones included in the "benchmark fact sheets".

The GOI has yet to submit a formal report on the status of progress
on the ARSSP policy agenda. From the point of view of progress on
policy this does not really matter. Reports from the GOI will not
themselves contribute to progress on the policy agenda. However,
they do appear to be necessary to meet the Mission's need for
accountability to washington.

The maintenance of USAID's policy dialogue with the GOI will depend
primarily on the credibility of the USAID program management and
technical advisors, and their ability to stay well-informed and
establish informal working relationships with GOI counterparts.
ARSSP's internal program monitoring should assist the Mission to
sustain this process with the GOI.

- Racommendations

a) The ARSSP Program Manager should prepare an analytical quarterly
review of progress on each of the ARSSP policy agenda agricultural
milestones, for inclusion in the ARSSP monitoring files. He should
also be responsible for maintaining the ARSSP policy agenda
agricultural "program files".

b) The technical advisor for macro and trade should be given
responsibility for preparing an analytical quarterly review of ARSSP
policy agenda financial resource mobilization milestones and for
maintaining the corresponding “program files".

c) The EPSO Office Chief should ensure that the ARSSP Program

Manager and the technical advisor for macro and trade have the
support, time and encouragement to maintain the monitoring system.

d) The ARSSP Program Manager and the technical advisor for macro and
trade should re-examine the pertinence of policy agenda milestones,
sub-objectives and objectives with the GOI. They should review and
adjust the indicators for monitoriug progress on the policy agenda
milestones and develop indicators for assessing achievement of the
sub-ob jectives and objectives.
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e) the GOI should cooperate with USAID in making access to
information USAID needs to maintain a monitoring database.

£) The GOI shoula pe willing to discuss the results of USAID
analyses both informally and, when appropriate, through the
mechanism of the steering committee.

g) For USAID reporting purposes, a semi-annual review and GOI

concurrence on a status report ought to be sufficient.

5.6 ARSSP's Effect on the Pipeline

-~ Findings

ARSSP has provided a way of disbursing a relatively large sum of
money more quickly and with less administrative effort than any
other project in the Mission's portfolio. ARSSP has beea fully
obligated and in the first sixteen months after the signature of the
Grant Agreement $24 millinn, or about 56% of the $43 million
obligated, have been expended.

— Conclusions

ARSSP has assisted in the rapid liquidation of the Mission's
pipeline. lowever, this is not a good measure of developmental
effectivenuess. Other sections of this report have indicated that
the speed of disbursement has not necessarily corresponded to the
capacity of the GOI to absorb the funds and to implement
developmentally sound activities.

= Recommendation

The size of the pipeline, and the capacity to reduce it, should not
be given undue importance in the evaluation of a particular program.

5.7 The Relative Merits of ARSSP as a Mode of Development Assistance

— Findings

It is not appropriate to make a general statement about whether the
program is more or less developmentally effective than other means
of USAID assistance. Rather, it is a case of choosing a mode of
assistance which is appropriate to the nature of the development
problems which need to be addressed in a particular country at a
particular time.

In Indonesia, at this time, the ARSSP represents an advance over
other means of USALD assistance in two important ways: 1) it deals
directly with policy issues, and 2) it provides scope for a Flexible
provision of technical and flnancial resources. It thus addresses
the policy obstacles which have impeded projects from achieving
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their development objectives. It also provides an appropriate form
of assistance at a time when the decline in GOI revenues has
resulted in a cut-back in national budgets for the agriculture and
financial sectors. Unlike project assistance which imposes
additional recurrent costs on the GOI, ARSSP program assistance
provides supplementary funds for the government to complete or
maintain past investments and implement activities needed to advance

policy reform.
= Conclusions

ARSSP's focus on policy and its use of a fast disbursing funding
mechanism have brought a new combination of development advantages
and management challenges which are not amenable to a simple
comparison with other means of USAID assistance. The problems faced
by ARSSP between Augist 1987 and December 1988, described in section
5, are probably no worse than those in the start-up of any other new
USAID project. They have been the result of having to work out
modes of operation and to discover how much staff effort is required
and where it should be applied. The composition of the agenda and
the management of the program can improve while the program retains
its two distinctive and important elements —-— a policy orientation
and an openness to experiment with different approaches to providing
flexible yet targeted development funding.

- Recommendation

USAID's development assistance program in Indonesia should continue
to incorporate 2 policy orientation and should experiment with
different ways of combining technical assistance with program
funding.
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6. ARSSP Amendment

An amendment to ARSSP is recommended to make the mid-course changes
to the program discussed in the evaluation. The program
authorization completion date should be extended to March 31, 1992
with sufficient additional funding to maintain ARSSP activities
during that period.

The amendment should make clear USAID/Jakarta's role in supporting
GOI policy initiatives. The mission should recognize that it is not
able to consult effectively on all policy issues in all sectors,
Rather, A.I.D.'s role should be one of a specialist, rather than a
generalist in assisting the GOI with policy reform. ARSSP has
served as an entre for the mission to discuss policy formulation
and, in particular, implewentation of reforms with the GOI in the
agriculture and financal markets sectors. As the evaluation notes,
much remains to be done in these two broad areas. Expanding ARSSP
beyond these areas should only be done with considerable forethought
about the analytical and management requirements this would entail.

The program assistance mode should be coatinued, and budget support
should be the principle use of ARSSP funding for IFY 89/90,
completing the expenditure of the $43 million in grant funds
initially approved for the program. In lire with the evaluation
recommendations, greater emphasis needs to be placed on the policy
component and its associated objectives in the future. A first step
in this is to re-examine the current objectives and policy agenda
with the GOI and make necessary changes to sharpen and refine the
program. This review should work toward a more focused agenda that
1s manageable within the staffing limits of the GOI and A.I.D. The
achievement of items on the agenda should constitute meaningful
policy reform progress.

The process of developing ARSSP's agenda needs to be driven by

identifying constructive, important objectives the program can
support. Based on these objectives, the agenda items then can be

determined, assuring better congruence among agenda items and
between the objectives and the agenda.

Section Three recommended a number of possible agenda modifications
that could serve as an initial basis for discussions. ARSSP's
future agenda should avoid trying to pick "sure wianers" - l.e.,
agenda items that are almost certain to be achieved in the next
twelve to eighteen months. The first set of reforms the GOI has
implemented have produced cost reductions. As the GOI moves to
reforms pertaining to allccative efficiency, the interests of
specific enterprises and business groups will be more directly
affected. Such reforms are likely to be more difficult and slower
to achieve, as illustrated by the delays in enacting industrial and
agricultural reform packages.
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The amendment should recognize that sound, well reasoned analysis
and advice based on that analysis will increase A.I.D.'s
contributicn to'policy reform and implementation in Indonesia more
than its money. ARSSP should build on the GOI acceptance and
interest in having U.S. techncial assistance for such work. Budget
support might be used to fund technical advisors assisting the GOI
with policy analysis. A.I.D. needs to be actively engaged in this
analytical work. In the coming months, A.I.D. and the GOI nead to
develop a resecarch agenda in conjunction with the refinement of the
ARSSP policy agenda. This should include assessing the costs and
benefits of changing public policies. Analytical working papers
should serve as a basis for future development of ARSSP's policy
agenda. Analysis leading to periodic agenda modifications adds
flexibility to the program and helps keep ARSSP aligned with
emerging GOI priorities. To support this work, the amendment should
increase funding for the technical assistance component of ARSSP.

Greater emphasis on the policy objectives of ARSSP should also
influence the budget support process. IFY 89/90 should be a
transition year during which A.I.D. plays a more active role with
the GOI in the identification of GOI progracming options (i.e.,
activities) that relate more directly to ARSSP's policy agzada. The
mission should keep informed of the progress of these activities
largely on the basis of their end procucts and the use of those
products for policy reform and implementation. In effect, the
mission's role should move sumewhat closer to a project modality
without going so far as becoming directly involved with
implementation (e.g., development of proposals, contracting,
supervision of implementation progress) of the policy re!.ted
activities. The Program and Project Support Office in USAID/Jakarta
has begun work on developing the mechanism within A.I.D. ragulations
for program assistance that would effect this shift in A.I.D.'s role
while increasing the focus of attention on ARSSP's policy objectives.

The amendment should consider alternative approaches to supporting
policy related activities that are not tied to the GOI standard
budget process. A portion of the funding to be added to ARSSP
should be used for a pilot effort to establish a special fund
outside of the development budget/DIP process. The fund would
provide assistance for activities that augment an agency's
established DIP level. Criteria should bw developed that limit the
fund's assistance to policy related work, such as special studies,
technical assistance or training. Agencies would apply for funding
through the submission of proposals to be reviewed by a governing
committee. Chaired by the Junior Minister of Bappenas, the
committee should include the Junior Ministers of the MOF and MOA,
Bappenas staff for agriculture and finance and USAID
representatives. IFY 89/90 would serve as test period for the
special fund, and if successful, more ARSSP funding could be
directnd to the fund in IFY 90/91 and thereafter.
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The evaluation recommends a number of activities that have definite
staff and management requirements. This includes an ARSSP research
agenda, more active participation in identifying options for GOI
programming of ARSSP funds, use of the results of these activities
for further policy dialogue and/or policy implementation, and
minimum but adequate monitoring of progress toward agenda items.
The amendment should recognize that ARSSP program assistance is not
less staff intensive when adequately managed than project
assistance. The evaluation's recommendations may appear to increase
staff intensity, but this is only because ARSSP has been
under-staffed until recently. The amendment should correct this
situation.
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ANNEX I ~ ARSSP POLICY AGENDA

II. The Agenda

The policy agenda for the Program is summarized below. Clarification
or modifications of the items, relative priorities, and steps for
carrying them out will be documented as necessary in Program
Ioplenentation Letters.

A. Cbjectives and Milestenas for Agricultural Diversification

1. Program objective: Promote agricultural diversification, related
agro processing and more optimal use of resources through 1increased
efficiency and stronger participation by the private sector.

(a) Pricing sub-objective: Establish input and output prices at
levels that cncourage both efficient and expanded production of secondary
crops.

(1) Extend and monitor trade and licensing reforms of 6

iay and 25 October, 1986 to include agricultural inputs (i.e., livestock
feeds, shrimp larva feeds and product packaging items) needed in the

production and processing of agriculture-based export items with a view
to lowering production costs and increasing trade.

(2) Reduce pesticide subsidies.

(3) Review fertilizer subsidy levels and user rates with a
view to developing and implementing a strategy to adjust downward
fertilizer subsidies in a way that minimizes disruptions in fertilizer
demand and crop production.

(4) Assess incentive and disincentive effects of current
pricing strategy for rice and non-rice crops and establish pricing levels
that maintain appropriate rice production 1lévels and encourage secondary
crops production.

(b) Trade sub-objective: Reduce transportation and licensing
costs associated with food and export crops processing and trade, thereby
stimulating demand for and production of processed agricultural products.

(1) Reduce input costs to processlng by eliminating the
prosincial tax on copra, a major small holder crop.
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(2) Review and eliminate unnecessary licenses and other
policies that increase the cost of transporting agricultural products
between districts and islands.

(3) Review local and national licenses limiting investment
in agro-business, eliminate restrictive licenses and introduce simplified

licensing procedures.

B. Objectives and Milestones for Domestic Resource Mobilization

1. Program objective: Expand and increase the efficiency of
financial markets thereby increasing capital for investment.

(2) Banking sub-otjective: Expand banking services at
unsubsidized cost levels,

(1) Continue maintenance of market-oriented interest rates.

(2) Draft and introduce legislation permitting financial
institutions to expand and extend services in both urban and rural areas.

(b) Pensions and insurance sub-objective: Promote schemes that
will help mobilize funds for capital markets, thereby providing
additional resources for investment.

(1) Draft and introduce legislation providing a legal
framework and establish effective persion and insurance administration.

C. Cbjectives and Milestones for Institutional Changes in Agriculture
and Finance

1. Program agricultural_g@jective: Introduce institutional reforms

required to improve planning and implementation of policies and programs
almed at agriculture diversification.

(a) Research

(1) Establish a staff planning unit in AARD to review
commodity mandates and propose alternative approaches.

(2) Develop a management information system that will help
in monitoring rescarch performance against Program priorities.

(3) Implement changes required in organizational structure
to improve agency management and staif performance.

(b) Planning

(1) Establish a working group on reorganization of
Ministry of Agriculture planning, management and administrative functioms.

- 67 -



(2) Prepare an analysis of international markets (prices,

competition prospects) for selected agriculture commodities; plans to be
incorporated in Repelita V.

(3) Prepare a plan to carry out environmwental impact
assessments throughout the Ministry.

2. Program financial objective: Introduce institutional reforms
required to improve management of policy changes related to domestic
resource mobilizatlon.

(a) Management

(1) Within the Ministry of Finance, establish units
responsible for development and supervision of the pension and insurance
industries.

(2) Develop manpower plans and training prograzs for

Ministry of Finance officials responsible fcr pension and insurance
administration.

III. Program Administration, Management and Monitoring.

A. Adnministration

The Program will require an administrative mechanism to:

1. assemble the nccessary budget information to justify disbursement
levels, monitor accounts, facilitate disbursement and prepare monthly
expenditure reports.

2. allow adequate joint review by the GOl and USAID of progress
under the Program, to permit modifications in the Program and draw upon

outside technical assistance as required.

3. permit senior representatives to determine the Program's success
and to decide whether subsequent program assistance is appropriate.
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ANNEX II: Special Studies Financed Under ARSSP (*)

_Ministry of Finance Studies

Deposit Insurance Institutions Study

Foreign Bank Regulations Study

. Insurance Awareness Study

Deposit Insurance Study

. Discount Market Study

Village Legal System Study

Role of BUMN in Finance Study

Small Farmer Livestock Credit Study

. Cooperative Electricity Study

10. Development Pension Funds for the Rural Sector Study

11. Rural Economy Financial Institutions Study

12. Comparative Study of Credit Institutions in Economic Growth
13. Research and Institutions in the PIR and UPP Projects Study
14. Credit Recovery Study for the Tree Crops Sector

15. Field Study for Regional Development and Lending Study

16. Special Seminar on Regional Finance Options

WO~ L W

Ministry of Agriculture

. Burezu of Planning:

o>

- Review of Ministry of Agriculture Organization
. Review of the Role of the Provincial Kanwil Offica
- Investment Requirements for the Fifth Plan perirl
. Review of the Irrigation Sector
. Long-term Land Requirements for Agriculture
6. Resource Potential of Dryland, Coastal Lands and
Swamp Lands
7. Conversion Problems in the PIR Program Study
8. Industrial Policy for Rice and Secondary Food Crops Study
9. Data Development for Food, Horticulture and Smallholder
Tree Crops
10 Irrigation Management Study
11. Irrigation and Diversification Study
12, Environmental Impact Assessment Implementation Study
13. Irrigation Service Sector Fee Review
14, Review of Regulations for Livestock, Fisheries and
Estate Crons

(RS N SUR S

B. Centre for Agro-Economic Research, AARD

). Agribusiness Systems Study

2. Price Policy Study

3. Agricultural Mechanization Study
4. Agricultural Fmployment Study

* note: the wzjority of these studies are still on—-going at the

time of the evaluation. MOF officials provided three studies
for review by the team. MOA officials provided five studies

for review by the evaluation teanm.
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ITY ANALYSIS

_ANNEX IIT - ADDITIONAL

Additionality test (orr 87/88 to 88/89
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ANNEX IIT - ADDITLONALITY ANALYSIS

GOI spending B7/88, ARSSF and

development budget
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SCOFE OF WORK FDR ARSSF EVALUATION

I. Program: Agriculture and Pural Saclor Support Program, 497-0357

- Furpose and objective:z of the evalualion:

To assecs orogram orocress and effsciiven @35 23 i basis far
determining wiether additiona) sactor assistance is warranted. This
determinztion will be hazed an:

a&. whether grogram nerformance has been =aL,Sfart "y,

b whether conlinued procram assistance for palicy reform is
needed Lo advance ikey roform activitiec further,

€. wheather a rzg listurcecant mods of assistzance affered by this
seclor prouren tupport continues Lo b aparoepriate in the G0I's current
and prospasiive econoeic zituation.
3.. Eackaround:

The fAaricuy) ; Frogram is designed to
assist the Govzrrnmest i .ndonzziz ig | €32 rural employment and
income oppartorni fioaz : fivarsification and domestic
resgdrces mocizizelion., Thils cooperativs pragram supports a policy
agencda that encourasss the eifansion and civercification of the
agricultural szctor, including reacssessing pricing and subsidy policies,
improving the envircnaent for agricultural processing and trade, and
designing and trolernenting steps to expand and iwmprave the afficiency of
domestic financial markate, 1In addition to technical assislanca, the
preject provides coeraling busget suppori io zzlectad agencies in the
Winistry of Agriculture, the Minisiry of Finance and the Hatinnal

Flanning Agency

4. Evaluation Structure:
The evalualtion team will proceed by feccusing on the following areas:
a. ASSESSMENT OF THE POLICY AGENDA

Review the ctatus of ARSEE implementation in te

rms of the progress
toward the benchmarks established for the nolicy agenda items.
Based on this assessment, estinate which policy agenda items are

likely to be fully achieved by the FACD.

Discuss the inportance of the refornc enacted or thz policy agenda
items vis a viz the objectives of [inancial markat development,
agricultural diversificalion and ultimately, the incemz and employment
goals of USAID's country develgprent strategy.

To the entent possible, ovaluate the praeliminary and longer term
effects of the reform measures.



b, FINANCIAL

Review and rezommend impraovements, if warranted, in the sysiem of BOI
budgatary submiscions to AID.

Datermine whether ARSSF funds have besn allocated to and received by
the targeted departmental bud gets and that additicnality in these kay
budgels has hzen determined tvsing the prcject's formula.

Uetermine the general utility of the activities supported, and how -
much they have contributed to reform policy farmulation and
implementation,

€. COHTRIRUTICH OF ARSSF TO 691 FOLICY KEFOSM EFFORTS

Assesz how the non-project mode of assistance #asz chosan, how the
budgetary requirenznts far 41D budgel support wars sstzhlizhad and how
the distribution of that support amcng usars was delerainad.

Assess the process the ough wnich thz agends of reform: was developed
and agreed tc by the government and A.I.D.

Assess the extent to which A.1.D.'s assistance coptrituted to
developing the policy agenda.

Review all ctudiss and anzlyses conducied through the arogram,
including those u~1ng budget suppori funds, tao judgz thnesir utility in
forwarding the reform azenda.

Ascess the utilit) Gf the project funded technical assistapce
provided.

Assess the extent Lo which £5SSF reszources hava strengihkenzd the
pesitisn of G201 policy makers who hav supported thﬂ reform agenda and
the significancz of this for future policy refaorm activitizsg

Determine how GZI cificials involved at various levals in Lhe ARSSP

program view iis purpose and determine if it is accamplishing that
purpose as these officials interpret it.

d.  WAMAGEMENT ISS5UES:

Ascess whethar the policy agends wWas sufficiently focused a.4
specific enough for adequats | monitoring of implementation and assassment
of the effects of policy changes made,

fscsess whether thare was a funclional info rmation system included in
the program design to orovide for adequate data for monitoring :nd
evaluation.

Discuss the management requiraments imposed on the tizsicn and the
Government of Indonzsia as a result of this program, Di”ths how the
management syslem could be improved. Assess wholhe: the progran

is =
more or less managzment intznsive than cther means af A I.D, assistance.
Review Lhe relative effoectiveness of ARSSFE in addressing AID's

concern that the pinalineg beo rapidly l'quidated in Indonecia.

Discuss whether the progrem is any mor2 or less developmentally

ffective than other means of K.1.D. assistance. This analyszis should

1nclude a discussion af the relative speed with which benelits are
achieved as well az relative tmpact of this sector assistance vs.
alternatives. These effectiveness indicators should be caompared with the
retative costs in terms of management workload and dollar amounts.

Assess the extent to which the program was or should bhe coordinated
with other dono. 2fforts in similar areas,



Based on ihe asszsements in "c* and “d" above, racommend mestures Lo
improve develapment, implamzntation an accomplichment of the AKSSP
policy agenda and more effective p budgetary suppnort.

g, AHMENDHENT

Pelermine whether tha Frogram sssistance concepi chouid bhe continued
By A.L.D. in Trdo.es1 .
If so0, deteraine what form an ARSSE anendment should take,
Pl zo, recommend areas for further policy sunport,
rDFOHmDnd otrcds af providing the analytical capacity npeadad
to design and imolement zuch 2 grogram,
g1zt 33 ID stzfiing and manasement implicslicns, Rzrammend
2 2t the sragrsn and other meazurs: Lo Improyve

implementation,
3. Evaluation Team:

f three s

on tezm will ha required: onz agricultural esconcaist
faniliar with 4

pelicy =aviragngent in Indonesia, ane evaluation
zzscialist familiar with evalus tvcn and moniloring technigues and, cne
rogram analyst working ocul the palicy dialogue precess with EH"“F]DHCE
with other palicy program cases.

(el -3
T n
[M}

o

. Schedule:

The evaluation will bagin in mid-Japuary 1989 and continue far a
period of siy weeks,

{ weslk Interviewing designers of the
progras in AID/Y, Mzel with
IBRD officials.
Review of thz litzrature on palicy
pregrasm for structural adjustment

3 weeks Lata gathering in country

! wealk ‘ Drafting the repsort and precenting
it to the Mission and the GOI.

I weak Freparation of thz final report,

Total Tima: 34 days
7. Reports:

A final evaluation renort will be raquired beforz th2 team departs
§. > Funding:

The evaluation will bhe fundad with ARSSF program funds.



