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The Agriculture and Rural Sector Support Program is designed to support policy

changes targeted at increasing rural employment and incomes during a major economic 
crisis precipitited by the dramatic decrease in the price of oil, Indonesia's major
export. The program will support the development and implementation of a policv
agenda to increase rural employment and incomes by expanding and diversifying the
 
agricultural sector, and planning for and initiating steps to expand and improve 
the efficiency of domestic financial markets. The program will also provide

budget support for the Ministries of Agriculture and Finance for the implementation

of policy and 	 related fnstitutional reforms. 
This PAAD proposes the authorization of $43,000,000 in grant funds, subject to the 
availability of funds in accordance with the AID OYB/allotment process, of which 
$41.5 million will be .;ed to provide budgetary support and $1.5 million will be 
used to finance the foreign exchange and local currency costs for teuhnical.and. 
related assistance required by the program. This document describes the first
 
tranche of the program, which will be implemented for two and one-half years under
 
the first authorization. One or more additional'years is tentatively planned with
 
FY 39 or FY 90 authorization if conditions so warrant.
 

C?. 	 2{19.~l OrdPNO 

.E . ..... .....
bt:
 

CLASIOMATIC: 



-rii--

ACTION MEMORANDUM FOR THE ASSISTANT ADMINISTRATOR; BUREAU FOR 
ASIA AND NEAR EAST
 

FROM:* ANE/PD, Peter Bloo ,~j 

SUBJECT: INDONESIA - Rural ector Support Program (497-0357) 

Action: Your approval is requested to delegate authority to
 
the UAID/Jakarta Mission Director to modify, approve and
 
authotize the $43 .0million grant-funded Rural Sector Support

Program (RSS ) for Indonesia subject to-APNPAC guidance.

Funding will come from the Agriculture, Rural Development and
 
Nutrition Account and will be for a two-year period beginning

about July 1987.
 

Disbussion: The RSSP is a sector program that will provide
 
43.Omiion in Section 103 Development Assistance (DA) grant


funding to the Government of Indonesia (GOl) to support policy
changes targeted at increasing employment and incomes by
expanding agricultural diversification and increasing domestic 
resources mobilization. The program will also provide budget
support for the Ministry of Agriculture, the Ministry of. 
Finance and Bank Indonesia for the implementatiqn-of policy and 
related institutional reform. 

RSSIP is a result- of a late-1986 decision by the A.I.Dw 
Administrator, with National Security Council support, to 
incvease the FY 1987 OYB for Indonesia by $15.0 million to 
support and accelerate economic policy reform to.open the
 
economy, stimulate the private .sector and increase efficient
 
utilization of resources. The Mission is particularly

interested in using this assistance to support appropriate.
policies during the "window of opportunity presented by the 
collapse of oil prices and resulting economic crisis and to
 
help Indonesian leaders engaged in the ongoing liberalizatic_
 
of the economy..
 

The Mission has increased the level of DA funding for RSSP to 
S43.0 million by increasing the FY 19'87 0Th grant funding from
15.0 to $18.0 million and by adding $25.0 million in "
 

deobligated loan funds from completed and ongoing projects.

The Bureau is requesting the conversion of the deobligated loan
 
funds to grant fdr inclusion in RSSP as an additional incentive
 
to the GOI to undertake policy change and to use funds more
 
effectively to address critical short-term economic problems.

The Mission will add an estimated $19.0 million in PL 480 Title
 
I proceeds to the policy reform effort, pending availability.

RSSP will provide an estimated $53.5 million in local
 



currencies for the Ministry of Agriculture, about.$7.0 million
for the Vinistry of Finance and Bank Indonesia and $1.5 million
fortechnical assistance to support policy reform efforts.
 
This program will support the establishment of a policy agenda
developed in negotiations with the GOI and reflect their
understanding that progress Will be assessed by USAID through a
series of periodic and regular consultations. This approach
parallels thkt used by the IBRD to assist the GOI to continue
managing their economy prudently. It also reflects the
excellent GOI record on policy reform and the mature U.. S.
Government and GOI relationship to date....GOI progress in
achieving policy targets will provide the basis for a decision
to authorize additional funds beyond the two-year period.
 
Bureau Review. 
The Asia and Near East Advisory Committee
 
(ANPAC) reviewed the Program Assistance Approval Document
(PAAD), raised four issues and five concerns, and approved the
program subject to ANiPAC guidance. The following ANPAC*recommendations.on issues and concerns are included in the
attached guidance cable to the Mission:
 
Issues: (1)poliyc agenda. 
The ANPAC agreed with the Mission
strategy to negotiate and obligate funds against *apolicy
agenda with the GOI that was less directive andspecific.
However, prior to disbursement, the Mission, in consultation
with the GOI, should prepare for internal A.I.D. use gn agenda
which would measure progress by (a) clarifying the benchmarks
and constraints addressed; (b) indicating the linkages of
agenda actions to the RSSP objectives; (c) identifying
priorities among agenda items; and (d) providing the Mission'sexpectations for the achievement of agenda actions, theprojected macro-impact on employment/incomes, the anticipated
timing of actions, and the likelihood of their attainment. Theagenda for internal A.I.D. use will be shared with AID/W priorto obligation and disbursement of funds.
 

(2)Section 103. 
 The ANPAC instructed the Hissioo to
strengthen the agenda on resources mobilization, linking theactivities more clearly to redressing the current urban/rural
investment distortions and to rural beneficiaries in general.
 

(3) Budget suaport. The ANPAC recommended: (a)That the PAAD
not require the'GUI to contribute to an increase in their
current budget levels unless revenues increase. If revenues
increase sufficiently, we would awpect 1o see commensurate
expenditure increases in our areas of interest; (b) that the
local currency be provided to the ministries' budgets in
combination with a GOI agreement to maintain identified
line-item budgets at specified levels; and (c) that the Mission
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develop a disbursement schedule that provides adequate
incentive for policy change. 
The Bureau has also requested the
Mission to develop a monitoring system adequate to track rupiah
for 4ny purpose desbribed in the paad
 

(4) Private sector role. 
The Bureau recommended: 
 (a) That the
Mission review and, 
as appropriate, strengthen the agenda to
articulate more clearly directions and possibilities for the
inclusion of the private sector; and (b) that the Mission take
opportunities during the policy dialogue to encourage GOI
actions supporting an expanded role for the private sector.
 
Concerns. 
The ANPAC made t~ese recommendations: 
 (1) that the
P'AA 
 lude a description of Mission management mechanisms;
(2) that the PAAD provide more discussion on the relationship
of RSSP to ongoing project activities; (3) that PL 480 funds,
if available, be included in the policy support effort and
co-mingled only if reporting requirements for the two sources
of funds are similar; (4) that the Mission obtain a.letter of
request from the GOI pricr to authorization; and (5) that the
Mission review the covenants and conditions precedent to ensure
appropriate levels of spciV.Icity.
 

Recommendation: 
That you delegate authority to te
USAID/JakaItaMission Director to modify, approV.and authorizethe two-year $43.0 million grant-funded Policy Support Programfor Indonesia subject to ANPAC guidance by signing-'the attachedcable to Jakarta (Tah A)-


Approved
 

Disapproved
 

Date
acvn.
.2abetoJkat
 

Attachment: 
A. Cable to Jakarta
 



______ 

Cleatances:
 

MMOiD:RMenezii 	 A 
AN4E/PD/EA: Jtennsnt ldraft)

ANE/EA:DMefrill 

ANB I q:BSidman/ &Ia ison Cdrat)
ANE'TR: BTurner (daraft)
GC/ANE :a!orris draftt 
PFC/9B :F~enef'.ick raiff 

-4NE/PD/ EA:JDu Rette; 135o6o 4 4/87 

iddcV 	 ANE/PDfPC4,;Ft1 e
 
USAMD/4RMrta.
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ACTION MEMORANDUM FOR THE DIRECTOR, USAID/INDONESIA 

FROM :Margaret Bonner, Pp97/ ,.L 

SUBJECT: Agriculture and Rural Sector Support Program (497-0357) 

Action: Your approval is requested to authorize the $43.0 million
grant-funded Agriculture and Rural Sector Support Program (ARSSP).
Authority to modify, approve and authorize a two-year $43.0 million 
grant-funded policy Support program was delegated to you by the Assistant
Administrator, Bureau for Asla and Near East on May 12, 1987. Authority to
extend the PACD to March 1990 was contained in STATE 243481.
 

Discussion: The ARSSP is 
a sector program that will provide $43 million in 
Section 103 Development Assistance (DA) grant funding to the Government of

Indonesia (GOI) to support policy changes targeted at increasing rural
 
employmeut and incomes by expanding agricultural diversification and

increasing domestic resources mobilization. The program will also provide

budget support for the Ministry of Agriculture and the Ministry of Finance
for the implementation of policies and related institutional reforms. 

The total level of DA funding is 43 million, composed of $18.38 million 
from the FY 1987 OYB and $24.62 million in deobligated loan funds from

completed and ongoing projects. A Congressional Notification for the
 
deobligation of $22,838,700 and conversion to grant expired without
 
objection on July 16, 1987 (STATE 218549). 
 PPC approval for the remainder 
of the funds, which were no-year loan funds, was obtained. Congressional
Notification to obligate 143.0 million for the Agriculture and Rural Sectoz
Support Program expired without objection on the same date (STATE 218850).
An estimated $19 million in PL 430 Title I proceeds -will be contributed by

the GOI to support the policy reform efforts, resulting in a total 
availability of resources of 62 million. It is anticipated that $1.5
million will be used for technical assistance to support policy reform
 
efforts, $6.5 million will be for the Ministry of Finance and $54 million 
for the Ministry of Agriculture. 

The Bureau review of the program raised four issues and five concerns and 
approved the program subject to ANPAC guidance which was transmitted to the 
Mission (STATE 144810). These issues and concerns were addressed in JAKARTA 
08901 and the Mission approach was approved wLth two exceptions (STATE
190376) relating to the need for a separate dollar account and increasing
the number of benchmarks from two to four. BLsed on USAD/Indonesia's reply(JAKARTA 9841), AID/W withdrew the request to establish a separate dollar 
account and agreed to evaluate the achievements of the program on its own 
merits, rather than a targeted number of achievements. 

Your delegation of authority was to approve a two-year program. During.
discussions on the use of funds with the GOI, it was agreed that funding
should conform to the GOI budgetary year, which extends until March 1990. 
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AID/W was requested to authorize an extension to the program's PACD (JAKARTA

11211) and approval was provided (STATE 243481).
 

Recommendation: 
 That you authorize and approve the Agriculture and Rural
Sector Support Program by signing the attached PAAD facesheet.
 

Drafted:PPS:MBonner:cb 11/4 

Clearad:LO:GBisson (in draft 7/21)
 
EED:GWest (in draft 7/22)

ARD:MHanratty (in draft 7/23)
 
FIN:RMcClure (in draft 7/23)
 
ARD:kCobb (in draft 7/23)
 
DD:JAnderson (in draft 7/27) 



6991P
 
(Amended PAAD)
 

AGRICULTURE AND RURAL SECTOR SUPPORT PROGRAM 
(497-0357) 

UsAI/INDONESIA 

August 27, 1987 
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ACTION MEMORANDUM FOR THE DIRECTORp USAID/INDONESIA 

ROM : Margaret Bonner, PPS
 

SUBJECT: Agriculture and Rural Sector Support Program (497-0357)
 

Action: Your approval is requested to authorize the $43.0 million 
grant-funded Agriculture and Rural Sector Support Program (ARSSP).
Authority to modify, approve and authorize a two-year $43.0 milliongrant-funded policy support program was delegated to you by the Assistant

AdministrAtor, Bureau f6r Asia and Near East on Hay 12, 1987. Authority i
extend the PACD to March 1990 was contained in STATE 243481. 

Discussion: The ARSSP is a sector program that will provide $43 million in
Section 103 Development Assistance (DA) grant funding to the 'Government of
Indonesia (GOI) to support policy changes targeted at increasing rural

employment and incomes by expanding agricultural diversification and
increasing domestic resources mobilization. The program will also provide
budget support for the Ministry of Agriculture and the Ministry of Finance 
for the implementation of policies and related institutional reforms.
 

The total level of DA funding is t43 million, composed of $18.38 million
from the FY 1987 OYB and $24.62 million In deobligated loan funds from 
completed and ongoing projects. A Congressional Notification for the

deobligation of $22,838,70.0 and conversion to grant expired without
 
objection on July 1&, 1987 (STATE 218549). 
 PPC approval for the remaindi
 
of the funds, which were no-year loan funds, was obtained. Congressional
Notification to obligate *43.0 million for the Agriculture and Rural Sector

Support Program expired without objection on the same date (STATE 218850).
An estimated $19 million in PL 480 Title I proceeds will be contributed by

the GOI to supjr : the policy reform efforts, resulting in a total
 
availability of resources of $62 million. It is anticipated that $1.5million will be used for technical assistance to support policy reformefforts, $6.5 million will be for the Ministry of Finance and $54 million
for the Ministry of Agriculture. 

The Bureau review of the program raised four issues and five concerns and
 
approved-the program subject to ANPAC guidance which was transmitted to the

Mission (STATE 144810). 
 These issues and concerns were addressed in JAKARTA 
08901 and the Mission approach was approved with two exceptions (STArE190376) relating to the need for a separate dollar account and increasing
the number of benchmarks from two to four. Based on USAD/Indonesia's reply(JAKARTA 9841), AID/W withdrew the .request to establish a separate dollar
 
account and agreed to evaluate the achievements of the program on its own 
merits, rather than a targeted number of achievements. 

Your delegation of authority was to approve a two-year program. During
discussions on the use of funds with the GOI, it was agreed that funding
should conform to the GOI budgetary year, which extends until March 1990. 
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AID/W was requested to authorize an extension to the program's PACD (JAKARTA 
11211) and approval was provided (STATE 243481). 

Recomendation: That you authorize and approve the Agriculture and Rural 
Sector Support Program by signing the attached PAAD facesheet. 

Drafted:PPS:MBoaner: cb 

Cleared:LO:GBisson (in draft 7/21) 
EED:Gest (in draft 7/22) 
ARD:MHanratty (in draft 7/23) 
FIN:RMcClure (in draft 7/23) 
ARD:RCobb (in draft 7/23) 
DD:JAnderson (in draft 7/27). 
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GLOSSARY OF TERMS 

AAETR The- Ministry of Ariculture Extension Agency 

AARD The Ministry of Agriculture Agency for 
Agricultural Research and Development 

ADB Asian Development Bank 

AID The U.S. Agency for International Development 

Bappenas The GOI State Planning Board 

BI Bank Indonesia, the GOI central bank 

BIMAS/INMAS A GOI subsidized rice inputs program 
terminated in 1983 

Bulog The GOI Bureau of Logistics 

CDSS The Country Development Strategy Statement 
for the USAID Mission 

CIP An AID-financed Comodity Import Program 

DIP The COI annual budget plan 

FID The USAtD-financed Financial Institutions 
Development Project 

COI 

HIID 

The Government of Indonesia, otherwise 
referred to as the government 

Harvard Institute for International 
Development 

IBRD 

iF 

The International Bank for Reconstruction and 
Development, World Bank 

Indonesian Fiscal Year 

IGGI The Inter-Governmental Group on Indonesia, 
formed to coordinate donor assistance to 
Indonesia 

IFC International Finance Corporation 

ISNAR International Service to National 
Agricultural Research 
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JCC 	 Joint Career Corps, a means of hiring U.S.
 
university professionals for long-term 
assignments overseas
 

KUPEDES A nationwide market-rate lending program for 
rural production under Bank 	Rakyat Indonesia,

which is supported by the USAID Financial 
Institutions Development Project
 

MOA 	 Ministry of Agriculture 

MOF 	 Zknistry of Finance 

NOA 	 New Obligating Authority 

PAAD 	 Program Assistance Approval Document
 

PASA 	 A Participating Agency Services Agreement 
between two U.S. Government 	agencies
 

PRE Bureau 	 The AID/Washington Bureau for Private
 
Enterprise
 

Rp. 	 Indonesian Rupiah, nov valued at Rp. 1640
 
U.S. *1.00 

Title I 	 A PL 480 concessional sales program 
administerd.by the USDA and AID 

USAID 
 The U.S. Agency for International Development
Mission in Jakarta, Indonepia, or the 
"Mission" 

http:administerd.by
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1. SUHMARY AND RECOMMENDATIONS
 

A. 	PROGRAM TITLE
 

Agriculture and Rural 	Sector Support Program (ARSSP) 

B. 	 ASSISTANCE PROPOSED 

FY 87 Authorization: 	 $18.380 million Section 103 Grant NOA
 
New 	 Obligation Authority)
24.620 million Section 103 Grant Reobligation
 

FY 	 87 Total: 43 million
 
$19 million PL 480 Title I--GOI Contribution
 

Grand Total: 	 $62 million 

C. 	 PERIOD OF IMPLMNATION 

Two and one-half years under the first authorization. One or more
 
additional 
years tentatively planned with FY 89 or FY 90 authorization. 

D. 	 SU9ARY PRORAM DESCRIPTION 

This program is intended to provide support to improve rural employment
and incomes during a major economic crisis precipitated by the dramatic 
decrease in the price of oi , Indonesia's major export. The program will 
support the development and implementation of a policy agenda increaseto
rural employment and incomes; this agenda will be consistent with USAID
 
policy and program objectives as defined in the CDSS* 
 Initial policy

objectives under discussion with the Government of Indonesia tGOI) include:
 
(1) 	the creation of conditions conducive to expanding and diversifying the

agricultural sector, including improvement of the environment for 
agricultural processing and trade; and (2) planning for aui initiation of
 
steps to expand and improve the efficiency of domestic financial markets.
 
The program is supported by the USAID project portfolio and is also
 
responsive to GOI interests and priorities.
 

The 	program's objectives are to:
 

1. 	Help the GOI identify and focus on key policy constraints affecting
rural incomes and employment, particularly with respect to agricultural
diversification and rural financial markets development. 

2. 	Accelerate the momentum for reform at a critical time,*taking advantage
of the impetus afforded by the current economic crisis. 

3. 	Provide tangible support to technocrats pushing for reform based on
 
longer-term economic needs.
 

4. 	Encourage the GOI to provide sufficient levels of funding to areas
 
directly related to the policy agenda developed.
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5. 	By example, encourage other donors to adopt a flexible assistance stance 
toward the GOI during a particularly difficult time in Indonesia's 
economic history. 

The program strategy is to use the disbursement of local currency to
 
support adequate expenditure levels for selected budget categories,
 
primarily in agriculture, related to the achievement of the policy agenda.
 

Initial disbursements will be triggered by the GOI's submission to AID 
of a policy agenda and illustrative benchmarks. Disbursemento of AID funds 
will not be conditioned on progress made toward the targets; disbursement 
will instead reflect budgetary need. However, policy progress will be
 
evaluated against the established benchmarks prior to authorizing funds
 
beyond FY 87-.
 

Approximately $l.5 million of the program funds will be contracted 
directly by USAID to cover costs of consultant assistance to support the
 
analysis and management requirements of the program.
 

E. 	 PROGRAM ISSUES 

Issues identified in the ANPAC Review (STATE 144810) are djscussed below.
 

1. 	Policy Agenda Refined, Linked to Constraints and Objectives and with
 
Clear Prioritized Benchmarks: The agenda in Part IV.B addresses all
 
concerns raised by the ANPAC.
 

2. 	Expectations: The program's policy agenda is designed to be responsive
 
to priority constraints to agricultural diversification and financial 
markets development as a means to increase the potential for rural 
employment and incomes. The policy agenda represents an illustrative 
menu of objectives and benchmarks which have been assigned priority by
 
USAID in terms of their potential impacts and feasibility. Although th
 
Mission will pursue all agenda items to the extent possible, progress is
 
expected to be better on some items than others over the next two
 
years. Indeed, some benchmarks may be dropped entirely so that
 
increased efforts can be focused on remaining benchmarks if we Zeal this
 
will improve the chances of productive progress toward our employment
 
and incomes objective. We have delineated in the agenda indicative
 
steps we see as necessary for meeting each agenda benchmark so that
 
progress can be more easily tracked and measured. We will be aiming

high to show progress across a broad front on the agenda, but do have 
priorities that reflect our expectations of where benefits will be
 
greatest. Particular attention will be given to the five major
 
benchmarks: (1) reduce pesticide subsidies, (2) introduce agricultural
 
input trade reforms, (3)eliminate copra tax, (4)liberalize banking
 
legislation, and (5)liberalize pension and insurance legislation.
 

3. 	Impact and Evaluation: The revised evaluation plan in Section VII
 
addresses concerns that progress be measurable.
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4. FAA Section 103 Concerns: The issue of targetting domestic resource
 
mobilization as directly as possible to Section 103 funding priorities

has been addressed in the design of the financial policy agenda and

budget support, briuging to bear special attention on the issues of
 
rural finance and investments. In addition D.A. funding for the
domestic resource mobilization component has been limited to $5
 
million. The remainder of the resources will be used to provide
budgetary support for the Ministry of Agriculture ($36.5 million) and 
Technical Assistance ($1.5 million). 

5. 	Additionality and Disbursement Procedures: 
 Section IV of the PAAD
 
indicates the requirement for additionality using AID funds, but does
 
not require that the GOI increase its counterpart contribution except

for 	allocating PL 480 Title I funds to the program. 

6. Budget and Disbursements: Budget support has been refined to target

selected directorates general' rithin the Ministries of Agriculture and

Finance. The Financial Plan reflects this approach, and clarifies the
 
disbursement mechanism.
 

7. 	Monitoring and Controls: 
 Funds will be monitored at the directorate
 
general level. Monitoring will be conducted to assure that funds go to
 
specified budgets and that required additionality is obtained. However,

monitoring will be fiaancial in nature and will not include monitoring

of actual activities financed under this Program within each directorate
 
general. Controls are specified in Section VII and involve setting up a
 
committee system, financial reports- and an annual GOI audit report. 

8. 	Mission Management: 
 The 	Mission will man-ge the program in accordance

with th system described in STATE 144810, and contained in Section VII 
of the PAAD. 

9. 	GOI Commitment: Negotiations to date indicate adequate GOI commitment
 
to the program objectives and concept.
 

F. 	STATUTORY CHECKLIST
 

The 	statutory checklist is contained in Annex VII.
 

G. 	RECOMMENDATIONS
 

It is recommended that 418.380 million of Section 103 NOA grant funds
-and $24.620 million of Sectiou 103 deobligated funds be authorized in FY 87
for this program. Authorization of additional funds for obligation beyond
FY 87 may be requested subject to progress made under the initial 
authorization.
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II. MACRO OVUiVIEW 

A. CURRET STATE OF INDONESIA'S ECONOMY 

Indonesia is beginning what will probably be a very difficult three to 
four year adjustment period. It is in the midst of an economic recession
substantially worsened by the decline in average oil prices from $25 per
 
barrel in 1985 to $12 per barrel in 1986. 
 Because oil and liquified natural 
gas provide a major portion of Indonesian's export earnings and budgetary
 
revenues - more than 70 percent in 1984/85 - the drastic decline in oil 
prices poses significant adjustment burdens on balance of payments, 
government budgets, growth, incomes and employment. This burden is expected
to be prolonged because of the relatively unfavorable and highly uncertain 
medium-term outlook for oil prices and the relatively loug lead time ­
required for structural policy adjustment measures to have substantial
 
impact*
 

The World Bank (IBRD) projects that during the period 1986-90, real GDP 
growth will average less than 2.5 percent and that real pe capita income 
may decline. On the basis of these projections and historical 
employment-output elasticities, less than 40 percent of the 10 million new 
entrants to the labor force during those years will Thisfind employment.
will follow the difficult period for employment and incomes growth between
 
1981 and 1985 when GDP growth averaged only 2.5 percent, per capita income
 
declined an average of 0.9 percent and underemployment mounted.
 

Reflecting the pessimistic outlook for oil prices and the current 
economic recession, real budgetary expenditures, excluding debt service, may
fall by as much as 40 percent, compared to 1985/6 levels, during tije period 
1987/8-1990/1. Real development expenditures will probably fall by more 
than 50 percent. The current account deficit is expected to worsen
 
substantially, rising from $1.8 billion in 1985/6 to an estimated $4.8

billion in 1986/7 before falling to a projected $2.9 billion in 1987/8 and
 
$1.2 billion 1988/9. External financing requirements will

double to almost $7 billion by 1986/7, ease slightly to $6 billion by
 
1987/8, and probably stabilize between $4-5 billion 1988/9-1990/1. The
growing debt service burden is a major factor in the continuing need for

large amounts of external financing. See Annex I for greater detail.
 

In sum, during the next three to four years, the government will face 
significant increases in external financing requirements, major 'decreases in
real non-debt budgetary expenditures, an average GDP growth level one-third 
that of the 1970s, falling real per capita incomes and growing employment 
pressures. 

On the positive side, the Government of Indonesia has continued to 
respond constructively to its adjustment problems. 1he government carried 
out a highly successful devaluatton in September 1986 and has backed it up 
with conservative monetary and liscal policies, including a 1987/8 budget
that is about 25 percent lower in real terms than in 1985/6. The government
has also taken substantive policy measures addressed at the longer-term
restructuring problem through the May 6, 1986 export and investment 
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promotion policy package, and the October 25, 1986 and January 15, 1987
 
trade policy reform packages aimed at non-tariff barriers. It has frozen 
civil service wages, made further cuts in petroleum, fertilizer and export

financing subsidies, and raised public transportation prices. The GOI has 
also initiated a review of state-owned enterprises, and has indicated
 
interest in considering a range of options including consolidations,
 
reorganizations and divestitures. The government has stated that additional 
trade policy reform measures are under consideration, and we anticipate.
further andouncements during the coming year. 

Recent USAID analyses suggest that Indonesia has taken the necessary
 
steps for short-term adjustment and will be able to finance its balance of
 
payments over the next two years 1without drawing down official reserves much 
below the $4.5 billion level. This outcome is critically dependent, 
however, upon the GOI's ability to negotiate, in a timely fashion, donor
 
assistance now under review, on Indonesian oil prices averaging $13.50 per

barrel in 1987/8 and $15.00 per barrel 1988/9, and on the absence of
 
prolonged capital flight. These are reasonably conservative assumptions,
but the margins are tight and the timing of financial flows is critical. In 
addition, the uncertainty and potential volatility of future oil prices make 
it impossible to guarantee any particular outcome. 

Although Indonesia has already taken many long-term adjustment measures, 
their impact will not be fully fclt for some time, perhaps four to five
 
years. In the meantime, pressures on the GOI to opt for short-term
 
solutions to ease the squeeze on employment and incomes are growing. If the
GOI were to succumb to these largely political pressures, we might witness a 
return toward inwardly focused, highly protected and inefficient policies.

This move would be a reversal of current policy trends and counterproductive 
to the resolution of longer-term adjustment problems. Clearly, the donor 
community desires to prevent this from happening. Donors can help maintain 
the momentum for appropriate policy changes during this period of adjustment
by supporting reforms, and by reducing the uncertainty and the severity of 
economic contraction.
 

B. THE ROLE FOR DONORS 

Indonesia's economic crisis offers donors an opportunity to support

policy reform through a flexible assistance program directly linked to a
policy agenda and by providing funding to ma:ntain budget levels in areas 
important for policy formulation and implementation. 

1. Momentum for Polic7 Adjus ents 

The Government of Indonesia has already made substantial progress toward
 
improving its macro policy environment. It has undertaken one of the most

comprehensive and far reaching economic policy reform programs anywhere in 
the world. During the last four years, Indonesia has improved its factor 
prices, controlled inflation at single digit levels despite two 
devaluations, maintained the real effective exchange rate set by the
devaluations, exercised consistent budgetary austerity (including a 
generally ruthless approach to budgetary subsidies), shown significant
restraint on new state enterprise investment, and, in general, taken several 
measures toward significant liberalization. Annex I discusses these reforms 
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in more detail and identifies the role that the donor community has played 
in assisting the process to date. 

While the weakened oil market has helped propel the reform movement, 
Indonesia actually began its program of macro-economic reform well before 
the current crisis. Reforms have been carefully thought out and, taken 
together, they represent a substantial liberalization and corrective 
movement toward a more freely operating market economy. Although importan. 
steps remain, they do not detract from the considerable progress made to 
date. Rather, the remaining reform steps have become more obvious given the 
growing absence of other major policy distortions in the economy. 

The consistent nature of these reforms implies both a strong conviction 
about the ultimate need to liberalize the economy and the ability of 
knowledgeable technocrats to convince political leaders of the necessity of 
taking unpopular steps for the long-term good. These attributes are A 
relatively rare and precious commodity in most developing ,.ovtries (as well 
as most industrial countries). The combination of a govet.vient willing and 
able to pursue reforms and an economic environment in whicA to implement 
'them provides a clear opportunity for further progress on macroeconomic 
policy in such areas as agriculture, finance, trade and industry. 

Continued reforms, however, will not be easily achieved or undertaken 
without risk. For example, the government's past policies, particularly in 
the area of trade and industrialization, have focused on import
substitution. Industrial policy has aimed at meeting domestic demand 
through the encouragement of local, often heavily protected, industry.
Restrictions on imports and investment, designed to spur infant industries, 
have created a high-cost economy for consumers and downstream producers.
Recent policy reforms have sought to overcome the imbalance that restricted 
licensing, quotas and other non-tariff barriers have created, but more tre 
required to decrease the high cost of the economy, increase competitivness 
and reduce derendence oa oil revenues. Macro policy affecting agric'iture
remains practically untouched, and the potential for mobilizing internal 
resources is still barely being addressed.
 

Further reforms will directly affect substantial interests at a time of 
dwindling resources. Just as the recession may spur the technocrats to
 
contemplate new reforms, it may also spark greater resistance among those 
whose interests are affected. That resistance may be encouraged by the 
short-term costs some of the reforms will carry in addition to their 
long-term benefits. Recent policy reforms loosening import contvols, for 
example, laid the groundwork for decreased input costs, thus increasing the 
potential competitiveness of Indonesia's exportb on the world market. But 
un.il export production responds to the new incentives, an increase in 
importi will aggravate Indonesia's balance of payments problems. During 
this transition period, when the window for change is open, flexible donor 
assistance can be particularly useful in supporting the momentum for policy
change by focusing attention on policy areas and providing budgetary 
assistance. 
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2. Budgetary Concerns 

GOI budgets have been very much affected by the economic crisis. GOI 
budgets supporting programs in agriculture and rural development are of
 
particular interest to USAID because they relate to USAID's longstanding 
objective of raising rural incomes and employment. Reduced budgets also 
affect the potential returns from GOI, AID and other donors' substantial 
investments in training, infrastructure and equipment related to agriculture. 

An analysis of the Ministry of Agriculture (MOA) budget illustrates the 
problem. The nominal budget grew at an average of 16 percent per year
between 1979/80 and 1985/86, It then dropped 52 percent in 1986/87, and is 
likely to drop further in 1987/88. Indeed, 1987/88 real development 
expenditures.are expected to be cut to the levels of the early 1970s. 
(Annex III.A has a more complete discussion of the HOA budget.) The effects 
of these cuts on agricultural development and, in turn, on rural incomes and 
employment, can only be surmised. However, ther'e is mounting anecdotal
evidence that research is sloring down and that the effectiveness of 
agricultural extension workers is increasingly reduced by cuts in recurrent 
budgets for transportation, per diem and supplies. Moreover, funds for new 
development programs ained at agricultural diversification are under 
pressure because current priorities emphasize immediate concerns rather than 
longer-term benefits. Ongoing AID and other donor projects are directly 
affected as counterpart budgets are depleted. 

Even with relatively modest resources, AID and other donors can help
address the growing resource gaps in the Indonesian budget. Donors can 
assist with the maintenance of budgets in selected areas important. to rural 
incomes and employment and other areas in which they have interest and 
investment. Assistance to the GOI to maintain or establish priorities that 
support expenditures in these areas will be particularly timely during the 
next three years of expected current account deficits and inadequate budgets 

III. PROGRAM OBJECTIVE AND STRATEGY 

A. OBJECTIVE 

This program seeks to support the formulation and implementation ofGOI 
policies targetted at increasing rural employment and incomes and to 
encourage the GOI to maintain budget levels in areas crucial to this goal. 

B. SUATEGY 

The Mission's strategy is to p*rovide sector assistance that (1) supports 
policy reforms to expand agricultural diversification and increase domestic 
resource mobilization and (2) offers incentives to the GOI to maintain 
adequate budget levels in agriculture and finance. 

The strategy reflects our belief that the overriding concern for 
Indonesia's foreseeable future is to provide sufficient productive,

spatially distributed jobs. With nearly two million new workers entering
 
the labor force each year and high rates of un- and underemployment that are 
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still growing, Indonesia faces a serious and potentially destabilizing 
problem.
 

Much of the problem relates to rural opportunities. Indonesia is still
 
predominantly rural, with almost 80 percent of the workforce residing in 
rural areag. The incidence of poverty (44.6 percent) and underemployment 
(40.8 percent working less than 35 hours per week) are nearly twice that in
urban areas. Because growth in rice production appears to have peaked, new 
Jobs and income in agriculture increasingly must come from successful
diversification into food and cash crops, and the development of 
agriculture-related businesses.
 

But successful diversification will require more effective mobilization
 
of domestic resources. The impetus for diversification cannot come from 
governiment alone-the funds are no longer there. Diversification will be 
driven to a greater extent than any previous agricultural program by private 
sector financing. Because of Indonesia's increasingly tight budget
situation, the subsidies of previous years will need to be curtailed, and
private companies will have to raise funds on their own. Traders will need 
credit to create aew markets, and entrepreneurs will need funds to develop 
new agribusiness and begin processing and marketing. A more efficient 
financinl market capable of tapping privately-held reserves will help make 
these funds available.
 

The Mission's strategy is based on several premises: 1) the importance

of focusing attention now on policies affecting agricultural diversification
 
and domestic resources mobilization; 2) the proven capacity of the
 
Indonesian government to consider major policy reforms to open the economy
 
to market forces; 3) the availability of highly skilled economic planners

within government committed to identifying and implementing policies to open

the economy further, improve resource mobilization, increase efficiency and
 
reduce the high costs of the economy, and strengthen value-added exports; 4)

the willingness of the GOI to develop with USAID a policy agenda related to
 
agricultural diversification and domestic resource mobilization; 5) GOI and
 
USAID agreement on a system for regular meetings and progress reviews; 6)
 
the need for and ability to use fast disbursing funds directed specifically
 
to areas important to employment and incomes growth; and 7) the potential
 
for relatively limited funding to help focus GOI commitment to continued
 
levels of support for important policy areas.
 

Other considerations in the program design were: 

1. Sector Program versus Project Approach
 

The current economic crisis presents both a major need and a significant

opportunity to deal constructively with rural employment and income
 
concerns. It provides strong justification for P sectoral program rather
 
than a project approach because: (1)the economic contraction is expected

to be relatively short-term (two to three Fears) and the policy and
 
financial requirements are immediate; (2) the effects on jobs and incomes 
are exacerbated by declining government budgets and certain policies that 
permit inefficiencies; (3) the government has demonstrated the commitment 
and ability to enact appropriate policy reforms; and (4) USAID has a number 
of existing projects dealing with institutional development in rural areas 
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which are also being affected by declining GOI budgets. Program assistance 
can provide immediate resources to encourage the maintenance of 
developmentally important areas of the GOI budget and provide support to
establish and carry out policies that promote higher incomes and productive 
employment. Project assistance, however, appears too focused to deal
 
effectively with these issues and could aggravate the problem by imposing
additional recurrent costs on an already overburdened budget. The priority
objective of program sector assistance, "the alleviation of fundamental 
constraints inhibiting the growth of sectoral output and productivity" (HB1,
Part VII), appears to be well met in this instance. 

2. Relationship to CDSS 

Targetting rural incomes and employment through a policy-oriented 
sector'kl approach is also consistent with the most recent CDSS which
 
empha&.zes "middle-level sectoral policy questions, primarily in the 
substantive areas in which the Mission has staff competence." The proposed 
program directly supports two of USAID's three CDSS objectives:
strengthening and diversifying food production, and expanding productive
off-farm employment. It is in concert with the Mission and Agency approach. 
to policy dialogue and promotion of the private sector to attain these
 
objectives. The program takes advantage of the considerable time and effort
 
already invested by Mission staff to establish an analytical base for policy

dialogue, particularly in the agricultural, rural development and financial 
institutions areas, and the excellent working relationships the Mission now 
enjoys with GOI planners and policy makers. 

3. COI Commitment 

Recent policy discussions with GOI o"ficials outlined in an interim
 
cable (Jakarta 04505), indicate their receptivity and interest in the
 
sectoral program approach because it supports continuing efforts toward
 
policy restructuring. Also, it addresses one of their highest priority
 
concerns: 
 How to deal with the impact of the contracting economy on
 
important areas of the development budget as the adjustment process goes
forward. This concern is clearly shown by the GOl's recent appeal to all 
donors to consider appropriate budget support while minimizing new project 
start-ups that would add to recurrent budget needs. 

4. Other Donor Assistance 

Other major donors in Indonesia are making significant efforts to 
respond to the GO's call for revisions in modes of donor assistance during
the current financial crisis. The GOl first made a public plea for a 
revised approach at The Hague during the June 1986 meeting of the 
Inter-Governmental Group on Indonesia (IGGI). 

More recently, in a formal statement to the IGGI Chairman on February
24, 1987, the IBID noted that "prospects for the coming year, 1987-88, 
however, are significantly worse than we had projected a year ago" and
 
"there is an acute shortage'of counterpart funds to implement even ongoing
projects, let alone to support new project proposals." The IBRD concluded, 
"In summary, revenues are sharply down, the government has prepared an 
expenditure program which reflects priorities that we would share but for 
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which there are not, enough rupiah funds. Further budget cuts or problems in 
meeting the substrntial financing need for the balance of payments may lead 
to serious consequences for employment." The IBED suggested ways donors 
could be more helpful in the coming year, including the increased use of 
program aid. The complete text of thi IBRD statement is contained in Annex 
II. 

At the 1987 IGGI meeting, donors have taken action. Both the IBRD and 
Asian Development Bank (ADB) have agreed to increase the local portion of 
project funding they would assume in project assistance. The IBRD has 
approved a $300 million commodity loan to support trade policy reforms and 
is considering other non-project assistance in its total pledge of over $1 
billion. The Dutch have announced their intention to increase assistance 
levels to approximately $91 million in 1987/88, of which about $17 million 
will be for a commodity loan with proceeds used for local, currency needs. 
The Japanese have.agreed to provide $900 million in Ex-Im credits to 
generate local currency to support World Bank development projects. The
 
Japanese pledged an additional $600 million in aid. Of this, 60 percent

will go for local currency financing of ongoing Japanese projects. The ADB 
will provide $120 million for local currency support for ongoing projects in 
its $500 million pledge.
 

It should be noted that all of the above-mentioned donor initiatives are 
relatively unconditional, intended primarily as "bridge financing" to help
the GOI meet resource needs during the difficult 1986-1989 financial 
adjustment period. The IBB.D Trade Policy Adjustment package, for example,
provides its resources on virtually "unconditional terms, except for the need 
to present documentation on eligible imports to. provide a basis for 
disbursements. The IBRD loan is justified as support for past policy
efforts and to maintain a dialogue on future efforts which are outlined in a 
side letter from the GOI to the IBID. 

IV.* PROGRAM DESCRIPTION AND ANALYSIS 

A. THE PROGRAM 

As noted earlier, the program proposes support for a policy agenda 
that: (1) focuses GOI attention on policies important to employment and 
incomes; (2) accelerates reforms during a period of economic crisis which 
has created a window of opportunity; (3) supports technocrats who will face 
increasing opposition froa those concerned with the short-term political
 
impacts of reforms aimed at long-term growth; (4) encourages the GOI to 
maintain adequate budget levels in key areas; and (5)encourages other 
donors to reexamine their assistance strategy in light of the immediate 
needs and opportunities. 

Policy objectives under discussion with the GOI include: (1) creating
 
conditions conducive to expanding and diversifying the agricultural sector, 
including improving the environment for agricultural processing and trade;
 
and (2) planning and initiating steps to expand and improve the efficiency

of financial markets.
 



As outlined in Section VI (Implementation), the program will establish a process during the first year to include periodic meetings and discussions 
documenting progress and refining directions as appropriate. Where necessary, the process will be complemented by technical assistance. A

comprehensive review planned after a year 
or more of implementation willallow for discussions of progress, which will determine whether to seekadditional funds to continue this sector program effort.
 

Funds proposed for authorization and obligation in FY 87 include $18.380million in grant funds from the FY 87 NOA for Indonesia and $24.620 millionof funds deobligated from the AID Indonesia project portfolio, for a total
package of $43 million. Another $19 million from PL 480 Title I resources are planned to support this program approach as well. (Title I funds areviewed as an important potential resource not only becauze they increase thelevel of the program and therefore its attractiveness, but also because

their inclusion in the program would involve Bulog,. the State Logistics
Bureau and a key player in issues relating to agriculture diversification,

directly in policy discussions during the course of the program.) At.
additional year(s) authorization may be requested through PAAD s',pplLments

that will review progress and propose additional funding as appropriate to
continue commitment to the policy objectives. For initial plannig 
purposes, $17 million is programmed for Ft 89, supplemented by a $.3 million.PL 480 program. These figures are only tentative. Final amounts willdepend on the results of this phase I effort, future needs, and the
Mission's 0YB and Title I levels. 
No projections are made for assistance

beyond FY 89 (or early FY 90) because this program is seen'as a means to
support policy adjustment and budgets at a time of 
serious economic

constraints that are expected to abate after this period.
 

An important aspect of the proposed budget support is its planned impact
on mobilizing GOI budget resources. 
It is intended to encourage GOI
attention to key areas by highlighting their importance and to leverage

continued commitment to priority budget categories.- The budget analysis
outlines items of particular interest for the program's income and
employment objectives and describes generally how the program will support

maintenance of budget funding for 
them. 

h. THE POLICY ENDA 

The policy agenda Is designed to be directly responsive to the
constraints outlined in Section IV D. 
The Program Strategy in Section III
describes our reasoning for selecting agricultural diversification and

financial markets as areas of program focus. 
A review with the GOI ofappropriate policy objectives and illustrative benchmarks was guided by the 
same criteria: 

1. Their relevance to the overall objective of employment and incomes 
generation.
 

2. GOI interest and commitment to development in these areas. 
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3. 	Past USAID involvement in activities relating to policies in these
 
areas, development of strong working relationships, and a foundati4
 
of expertise and experience.
 

4. 	Capability of institutions in these areas to formulate and implemet
 
changes targetted in the policy agendas.
 

During the early stages of the development of the PMAD concept, a numbs
 
of alternative policy areas were considered as well. 
They included trade
 
reforms, restructuring of state-wned enterprises and investment promotion.
 
For various reasons communicated to AID/W in the interim cable (Jakarta
 
04505), these alternatives were dismissed.
 

1. 	Agricultufal Agenda
 

The 	overall objective of the Agricultural Agenda is to promote

agricultural diversification and related agro processing. Evidence suggest

that the major source of past rural growth, rice production, is declining i 
relative importance as an engine of growth. 
Greater crop diversification
 
linked to agro-industrial investments will be necessary and will leAd to 
higher incomes as farmers increase the production of secondary crops and
 
off-farm employment opportunities become available.
 

Yields of secondary crops are low and there is significant scope for
 
improvement. Also, preliminary evidence suggests that a one million dollar
 
increase in secondary food crop processing could generate 27'25 full time
jobs. 
Estimates indicate a one percent increase in processed agricultural
 
output (e.g., macaroni/noodles, coconut oil, coffee, meat and bakery

products) - would generate a 2.3 percent growth in national value added.
 
Since agro processing industries tend to be close to the source of raw
 
materials, both employment and income multipliers will benefit Indonesia's
 
rural population, specifically small marginal farmers, rural landless and

the 	underemployed. It is primarily these groups which continue to seek 
employment outside agriculture.
 

a. 	 Constraints 

Growth in secondary crop production and processing will not proceed at
 
an acceptable pace unless a number of constraints are addressed. Growth in
domestic and international marketing needs to be stimulated by the reductior 
of costs associated with production, transportation and processing of 
agricultural commodities and their products. Subsidies and prices for agro

chemicals need to be reviewed and adjusted as necessary to encourage

efficient application rates. New technologies and/or management systems

need to be devised and introduced to enhance productivity and decrease the
 
cost of production. Licenses and permits which reduce the movement of food
 
crops and raise the cost to processors and consumers need to be reviewed and
 
discarded, if they are not required. Cumbersome and time consuming

procedures which inhibit private sector entry into agro-processing require

modification. Finally, the pervasive involvement of the public sector in
 
all 	aspects of production, processing and movement of agricultural products

needs to be reduced and market mechanisms allowed to function to the maximum
 
possible exteut.
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b. 	 Bencharks 

Below are specific policy benchmarks that will show progress in reducing
the constraints facing the sector. Benchmarks are placed in priority order
with a brief explanation of the impacts they are likely to have on overall 
employment and income objectives. Priority was assigned based on 1)
potential impact, 2) timing of returns, 3) feasibility and 4) GO support.
Specific steps needed to carry out the benchmarks are also provided.
 

1) 	 Initially Reduce Pesticide Subsidies by at Leaet 30 Percent to 
Encourage Efficient Utilization Rates 

High pesticide subsidies, estimated at over 40 percent, cost the OI 
millions of dollars and are leading to excessive pesticide usm, the
 
destruction of a wide range of natural predators, and the encouragement of 
new 	biotypes of highly destructive pests. Some specialists suggest that the
 
heavy use of broad spectrum pesticides on rice has led to new and virulent
 
outbreaks of brown plant hopper, the reduction of rice production by 500,000
 
MT per annum, and shortened the-genetic resistance of the two major rice
 
varieties grown in Java by two to three years. Effects on secondary crop
production are probably even more costly and are an important constraint to* 
agricultural diversification. 

Since pesticides make up such a small proportion (2-3 percent) of
 
farmers' costs, subsidy reductions are. likely to have little impact on farm 
income. Combined with a program of integrated pest management (funds from
the budget support component should help finance this ongoing GOI effort),
reduced subsidies should lead to a significant reduction and more targeted 
use of chemicals tor specific pests, easier transition to more diversified 
cropping systems, and eventually to increased yields and income. 

2) Expand Trade Reforms to Include Agricultural Inputs Needed in the

Production aui Provision of Agriculture Based Food and Export Items 

Many of the inputs used in agricultural based processing for domestic 
use and export are imported. Unlike industrial imports, which benefitted 
from recent import liberalization policies, agricultural inputs such as high
protein fish and animal feeds are still imported by a sole firm, the 
National Logistics Agency, at international prices and sold to processors at 
higher domestic prices. 

The 	intent of this policy benchmark is to expand the provision of recent
 
import liberalization policies to agricultural commodities used in 
processing, particularly for exports. Export producers would be free to 
directly import inputs unrestricted by import quotas and duties. This would
have a significant impact on a variety of agro processors. Freely available 
internationally priced inputs (such as packaging materials) would 
significantly reduce agricultural processing costs and improve efficiency.
Provision of high-protein animal feeds such as soybean meal at international 
prices would significantly reduce the production cost of swine now destined 
for the expanding Singapore market. Easy access to brine shrimp, an
important feed in ;hrimp hatchery production, would increase hatchery 



14
 

output, relieve current shrimp fry supply constraints, lead to increased.
 
stocking rates and provide the production Indonesia needs to participate in
 
'the rapidly expanding international shrimp market. Growth in these agro
 
industries, which are labor intensive and rural based, would lead to
 
increased off-farm employment as well as greater demand for diversified agro
 
production, increased foreign exchange earnings to offset reduction in oil
 
revenues and expanded agricultural and improved non-agricultural rural
 
employment and incomes.
 

Liberalizing imports of agricultural commodities and allowing exporters
 
to import these items freely will clearly be a major accomplishment, with
 
important consequences for ARSSP program objectives. Again, as with 
reducing pesticide subsidies, accomplishing this benchmark should more than 
justify the assistance under the program.
 

3) 	Reduce Transportation and Licensing Costs Associated with
 
Secondary Crop Processing and Trade: Eliminating the Copra Tax
 
rnd Analyses of Trade and Processing Licenses
 

A critical component in the high cost of processing and transporting
 
agricultural commodities and their products is"government licensing and
 
taxation procedures. For example, the government currently levies a five
 
rupiah per kg. tax on copra shipments, a small holder commodity with annual
 
trade flows of 250 thousand tons. In addition, local governments are
 
allowed to issue movement licensing for all agricultural commodities. In
 
South Sulawesi, such taxes account for 15 percent of total transportation
 
costs. On the processing side, extensive government licensing procedures
 
increase the time and resources required to establish and maintain new
 
industries. For example, one report indicates that 97 separate approvals
 
from seven different agencies are required to establish an agro-processing
 
industry. Such licensing pecedures raise the cost of processing and trade,
 
decrease farm gate prices, limit the volume of goods traded, reduce
 
competition b7 limiting the number of processing facilities, and ultimately
 
increase consumer prices and reduce demand.
 

Two benchmarks have been selected to show improvement in this
 
situation: 1) In the short term, the elimination of the copra tax, and 2)
 
in the medium term, the development of detailed inventories and analyses of
 
specific lirenses .nowimposed on trade and processing.
 

It is anticipated that eliminating the copra tax will reduce raw
 
materials costs to coconut oil processors from Rp. 1-5 per kg, raise raw
 
materials demand and increase the farm gate price for copra. Preparation of
 
detailed inventories of licensing procedures will provide the necessary
 
information and identify areas for future analyses and potential policy
 
actions. Clearly, the elimination of the copra tax should have a
 
significant effect on the incomes of small-holder coconut farmers in the
 
poorer regions of Indonesia. It is accordingly considered one of the major
 
benchmarks of the program. The inventory benchmark is a secondary benchmark
 
and is important for long-term licensing reform.
 

2. 	 Financial Markets Agenda 

The Financial Markets Agenda will increase the efficiency of financial
 
markets as a means to increase capital, particularly for investment and for
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use 	in rural areas. Appropriate changes in banking, pension, and Insurancepolicies are expected to result in increases in the availability of
productive long-term capital necessary to fuel growth and employment. Theintent of AID's involvement is to ensure that rural areas will benefit from

improved efficiencies in financial markets.
 

a. 	 Constraints 

A major constraint to effective and efficient resource allocation, and one with special impact on rural incomes and employment, is the inadequacy
of Indonesia's financial institutions. Economic growth depends on theability to raise and move capital. Indonesia lacks the appropriate
financial policy environment to do so. The problem is particularly severe atthe village level. Indonesia's financial sector is highly centralized and
dominated by government-owned banks - the Central Bank and five state bankscontrol nearly three quarters of all financial assets. Although state banksoperate some 140 branches each, most are in provincial capitals or major

district-level population centers. Foreign commercial banks are restrictedfrom operating outside Jakarta and few of the 70 private national commercial 
banks-operate outside major cities.
 

As a result, the Indonesian private sector is highly under-served by

financial institutions, and the potential for mobilizing savings and

creating new loan or equity finance remains large. 
Indonesia's ratio of
 
money to GDP is only one-third that of India and Malaysia, for example. 

Thera is also a need to increase the availability of long-term

investment capital for the development of agro-based trade and industry

necessary to create new jobs and income in rural areas. 
Most of Indonesia's

savings are now in short-term time deposits. A strong capital market,
spurred by the demand from active insurance and pension industries, can be a.
prime source of long-term capital. 

An active capital market created by the development of insurance and
pension industries could make $2-4 billion available long-term forproductive investment. Effective savings mobilization programs in rural 
areas could move.several billions of dollars into lending programs for smallenterprises, trade and agribusiness, thus creating millions of new job

opportunities and more income 
 for rural areas. 

USAID has been involved in the development of Indonesia's financial and
capital markets through the Financial Institutions and Private Sector
Development Projects. This involvement provides opportunities based on
experience and established relationships for discussions of policy
constraints on development of the financial sectr. A larger role by USAIDthrough the proposed program will support advances in the sector by focusingattention on specific areas for change and by providing resources to
facilitate the changes required. 

b. 	 Benchmarks 

Specific policy benchmarks for the ARSSP are discussed below, in order 
of priority: 

1) 	Expansion of Financial Institutions and Services, Particularly

in Rural Areas
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This benchmark' will show major progress in liberalizing financial

markets to encourage the development of self-sustaining village.

institutions, an increased number of branches of private and foreign banks
and 	easier access to financial resources in rural areas. 
The result will be
increased trade and enterprise development in rural areas. 

2) 	 Establish a Legal Framework and Appropriate Regulatory System for 
Encouraging the Development of Insurance and Pension Industries 

This benchmark will provide a firm foundation for mobilizing long-term
financing for development investment and is considered a major objectivethe Financial Markets Component of the program. 

for 
The steps necessary to
 

accomplish the benchmark include:
 

3. 	 Additional Benchmarks 

Two 	 benchmarks (one for the agricultural agenda and one for the
financial markets agenda) are discussed here. 
Although these benchmarks are
important enough to be included in the agenda, their effects on rural
incomes and employment are indirect or long-term. They are thus considered
 
to be secondary benchmarks.
 

a. Introduce Institutional Reforms in Agricultural Research and
Planning Required to Better Plan and Implement Policies and
Programs Aimed at Agricultural Sector Diversification 

Although the Ministry of Agriculture has a large and relatively well

trained 
core of physical and social scientists, it is constrained in its useof these resources because of a number of structural problems. In its
efforts to achieve rice self sufficiency, the Ministry's manpower rapidly
expanded in the 1960s and 70s. 
 Largely organized around rice production
programs, little attention was given to more effective organizational modes
tc increase the production of non-rice crops or to develop the analytical
capacity necessary to guide multiple crop production programs. As a result,when rice self sufficiency was achieved and attention turned to other crops,
the MOA had neither the organizational models nor technologies on line to 
address the new challenge. 

A small but important body of middle and upper level managers recognizethe 	current problem and have indicated a desire to have changes included in
the 	Agenda. The changes most commonly referred to are the consolidation of
analytical and planning capabilities under a directorate for policy and
planning and reorganization of the MOA's agricultural research agency (AARD).
 

The 	 institutional reforms in the research and planning area are important
indicators of GOI long-term commitment to effective divarsified agricultural
programs and are thus included as benchmarks in this program. Although
these changes are necessary, they are not sufficient to meet incomes andemployment objectives directly. Therefore, the reorganization benchmark isnot 	considered as a major benchmark because it is in tosecondary importance
the 	changes described above.
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b. 	 Continuation of Market-oriented Interest Rates Supporting 
Rural Areas 

This benchmark will be important to mobilizing capital and maintaining

the 	integrity of rural financial institutions. As it is already generally

in effect, it is considered a secondary benchmark. But its potential
 
effects on rural growth and employment over the long term are important

enough to include it in the policy agenda, particularly because there is
 
considerable political pressure to erode it by expanding the remaining

subsidized credit programs. The only step in meeting this benchmark is to 
continue reviews of credit programs with the GOI.
 

C. 	 BUDGET SUPPORT 

Budget support will be directed to specific areas affecting rural
 
incomes and employment, principally in agriculture. Future growth ia rural
 
incomes and employment will be related to the government's success in
 
diversifying beyond rice, particularly ts progress in developing secondary

food crops, selected estate crops, livestock and fisheries. As previously

noted, successful implementation of an agricultural diversification strategy

will partly hinge on policy decisions affecting the macro-economic
 
environment such as factor prices, transport, or transaction costs
 
associated with licensing. It will also depend on the government's ability

to use its existing institutional base to direct scarce resources to
 
programs which maintain rice yields, diversify production into other
 
commodities and, at the same time, promote technologies that improve farmer
 
income. The policy and institutional reform milestones already outlined
 
address some of the changes required. The budget support described below
 
will provide resources to help effect some of these changes.
 

1. 	 Agriculture 

Budget support for agriculture, as analyzed in Annex III.A, will be used 
to maintain reasonable funding for three broad areas within the Ministry of 
Agriculture: agricultural research and extension, integrated pest
 
managemeut, and program planning and policy analysis. 

The need is clear. The budget shortfalls of the past two years have 
seriously undermined GOI funding for agricultural research, a major program 
area supported by AID and one with major implications for the GOI's ability. 
to carry out an effective program of diversification. GOI expenditures in 
real terms for agricultural research grew by over 11.5 percent per year
between 1975 and 1983. The budget was cut by nine p:rcent in 1984/85,
however, and despite an increase of 10 percent the following year, was cut 
by 30 percent in 1986/87.
 

The 	case of food crops research illustrates the severity of the
 
problem. Despite the efforts made by AARD, the research coordinating 
agency, to adjust allocations for food crops research, the absolute levels
 
of funding are inadequate and will grow worse. There are 147 scientists 
(Ph.D and MSc holders, plus other senior researchers) working with food
 
crops, many of whom have received degrees through USAID-sponsored training.

Only $1,700 per scientist is available for research, far below the level of
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$12,500 *per researcher available in 1984/85 and determined in a 1985 review
 
of AARD as the minimum required for conducting agricultural research in
 
Indonesia. In 1987/88, 309 additional scientists are expected to return
 
from training, compounding the shortfall. Estimates for 1987/88 place'

AARD's budget for operational research at 10 percent of the minimum required 
for most effective use of its staff.
 

Shortfalls in the routine budget also threaten AARD's operational
capacity. Eighty percent of the routine budget goes for salaries, leaving
 
little for operations and maintenan.r. During the four years prior to 1988,
 
an estimated $120 million worth of construction will have been completed.

The annual requirement for operation and maintenance of existing plus new 
facilities, equipment and vehicles has been conservatively estimated to be
 
$7.3 million, equal to the entire current routine budget. Without 
additional funds, the useful life of buildings, laboratories, greenhouses, 
storage areas and shop facilities will be reduced. Spare parts for trucks, 
tractors, irrigation equipment, dryers, cold storage units and lab equipment 
cannot be purchased. Funds for fuel to operate machinery and generators
will not be available. New facilities (greenhouses, laboratories, etc.)
will stand idle. Indonesia's once dynamic agricultural research program 
will not be able to capitalize on its investment in infrastructure, 
facilities and scientific training. 

Already, the consequences of budget.shortfalls are being felt in-these
 
areas. In the Agency for Agricultural Education, Training and Extension,
 
operating funds for extension are so limited that agents are unable to
 
travel regularly. In AARD, field research support is very low. This
 
recently led to the introduction of three new rice varieties without
 
appropriate field testing. These varieties have since proven susceptible to
 
brown plant hopper, and yield losses have been sustained by farmers.
 

2. Finance 

The justification for limited and targeted budget support to the
 
Ministry of Finance is based on the belief that strong financial markets
 
will permit the mobilization of private funds required for direct
 
investments in rural areas and in trade and agro-processing operations with
 
real potential impact on rural incomes and employment. This institution has 
been at the center of the GOa's reform efforts. It needs funds not only to 
carry out recent reforms .but also to set the priorities in the future, 
priorities which will have a real impact on growth, incomes and employment. 

Annex III.B analyzes the budget shortfall within the Ministry of Finance 
in some detail. The Ministry of Finance experienced a shortfall from 
requested levels of 5 percent in 1986/87 in its routine budget (Rp. 4.3
 
billion), and projects a 14 percent (Rp. 13 billion) shortfall in 1987/88.

The actual budget for 1987/88 is expected to drop 9 percent below budget

levels in 1986/87.
 

The gap for the development budget is far more severe. The actual 
budget in 1986/87 (in nominal terms) dropped 60 percent below budgeted 
levels in 1985/86. It is projected to drop more than 50 percent further in 
1987/88. As a result of declining routine and development budgets, the 
Ministry of Finance, until now a leader in economic reform, has no funding 
to conduct the research and perform the analyses necessary for continuing
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the reform momentum, promoting open and free markets, expanding financial
 
services to rural areas and mobilizing the resources required for new
 
investment, including investment in agribusiness and agro processing.
 

Under.this program, efforts will be made to increase the baseline
 
budgets for a number of offices within the MinistLy of Finance by a total of
 
$6.5 million over the two years. Offices affected by the program will
 
include:
 

o 	 The Directorate General of Monetary Affairs. The Office is
 
responsible for all domestic financial institutions including banks,
 
insurance and pensions, leasing, and non-bank financial
 
institutions. As such it will be responsible for implementing any
 
new legislation in insurance, pensions, banking and capital markets
 
development. Its development budget has declined 67 percent and 48
 
percent in the last two years and its overall budget declines have
 
averaged 11 percent.
 

o 	 The Office of the Secretary General. The Office is responsible for
 
the administration of all government finance responsibilities,
 
including planning and manpower development, and payment of civil
 
servants (the vast majority of salaried employees in or serving

rural areas ara civil servants - teachers, agriculture or health
 
extension workers, government administrators). Its development

budget has declined 96 percent and 32 percent in the last two yeala

and its overall budget declines have averaged 55 percent.
 

o 	 The Directorate General of Education and Training. This Office is
 
responsible for the administration of all Finance Department

training, including that related to the implementation of the new
 
policy reforms in pension, insurance, banking and'capital markets
 
development and for finance officials serving rural areas. Its 
routine and development budgets have been cut 53 percent and 67 
percent, respectively, in the last year. Its overall budget 
suffered a 56 percent decline. 

3. 	Procedures
 

To maintain flexibility and maximize effectiveness for AID resources, it
 
is proposed that the GOI submit a letter to AID outlining its requirements

each year as a condition precedent to disbursement. These priorities are
 
not expected to deviate significantly from the estimates made above, but in
 
the event of a major change in oil prices between the time the PAAD is
 
completed and the letter of request is submitted, the impact of any changes

should be considered before disbursement is made. Any other justifiable

revision to the above estimates will also be documented in the letter of
 
request.
 

D. 	SECTOR POLICY CONSTRAINTS
 

The program areas selected - agricultural diversification and domestic 
resource mobilization - offer cbnsiderable potential in terms of jobs, 
rural income, and private sector development. They are also, as noted, in 
accordance with USAID's CDSS objectives. Further, they are areas: 1) in
 
which USAID has particular experience and expertise; 2) of interest to
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progressive policy-makers in the GOI; and 3) in which there is continuing

debate over policy and in which changes can realistically be expected within
 
a reasonable period of time.
 

1. Potential Effects
 

According to IBRD reports, successful agricultural diversification in
 
estate crops alone could provide more than a half million jobs during the
 
next decade. It could produce several billion dollars annually in new
 
export revenues, which is particularly important to Indonesia's balance of
 
payments position. Increased domestic revenues, generated through more
 
efficient financial markets administration, can make a major contribution tc
 
diversification by providing funds to private investors. Effective pension
 
and insurance reforms could help promptly mobilize $2-4 billion in long-tern

funds. And active capital markets could help draw several billion dollars,
 
.now parked off-shore, back into Indonesia's economy.
 

A common thread running .through both the diversification and
 
mobilization of domestic resources is the increased role for the private
 
sector. Agricultural diversification means varied and dispersed

agro-industry, private seed developers, input supplies and manufacturers,
 
processors and marketers. Financial markets development will only occur
 
with an unleashing of private financial institutions; a greater role for
 
private banks, insurance companies, and penaion administrators; and a
 
substantially less restricted capital market. A successful private sector
 
will provide the jobs and incomes required to spur growth..
 

2. Constriints
 

Indonesia's past policies have focused on directing and controlling

development, including investment, production and marketing by the private
 
sector. This has been particularly so in the area of trade -nd industry,

but is true in agriculture and finance as well. Limited or sole-source
 
Import licenses, export restrictions, a variety of licenses to set up and
 
run a business - 92 in the case of one retailer - have greatly increased
 
the cost of doing business in Indonesia, discouraging new investment and
 
limiting trade. The GOI has recognized the costs of these policies, as
 
evidenced by the May 6 and October 25, 1986, January 1987, and earlier
 
reform packages.
 

More reforms are required. In general, policies affecting the role of
 
the private sector in agriculture, unlike trade and industry; have not
 
received attention from the GOI or donors, so changes in this area and in
 
regulations of financial markets will break new ground. Few donors, if any,

Aave the counterpart relationships or long-term involvement at the
 
operational level that USAID has in agriculture or financial markets
 
development. Thus the potential for job creation and improved export
 
revenues, the relevance to USAID's CDSS objectives, and USAID's previous

involvement and predominant capability, are among the major considerations
 
which led to this program strategy. GOI interest and the potential for
 
change, the relative newness of policy nnalysis (in the case of agriculture)
 
or implementation (finance), and the potential to use the private sector to
 
increase employment and incomes were equally important factors leading to
 
the concentration on agricultural diversification and domestic resource
 
mobilization.
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The following sections briefly outline the constraints on growth within
 
the'agriculture and finance sectors, particularly those affecting the.
 
ability of the private sector to play a more active role, and where we
 
expect to focus the program.
 

a. Agriculture 

1) Background 

Agriculture is at the heart of Indonesia's economy. It contributes 25
 
percent of GDP, employs 60 percent of the population, and provides more than 
60 percent of the value of non-oil export revenues. Historically, it has
 
been a major source of growth. Since 1969, the agriculture sector has grown
 
at an average rate above 4 percent - in 1984 it grew at 6 percent.
 

Until recently; the drive toward rice self-sufficiency has dominated
 
agriculture development. As the country's staple food crop, rice accounts
 
for two-fifths of gross agriculture output, land use and employment. A
 
concerted effort by the government to improve rice production has resulted
 
in an average increase of more than 5 percent annually for almost 20 years
 
- 8.5 percent from 1977-81 - and the achievement of rice self-sufficiency
 
in 1984.
 

Success in rice did not come easily. During the early years, a variety

of policy tools was used to encourage farmers to adopt the new technologies

being developed as the green revolution unfolded. Major emphasis was placed
 
on assuring that inputs - information, credit, fertilizers, irrigation
 
water, and seed - were available to farmers through a variety of focused
 
and highly subsidized production intensification programs (BIMAS and
 
INMAS). The government developed a network of 19,000 extension workers,
 
supported by banksp cooperatives and warehouses, to supply agriculture

inputs. Fertilizer and pesticide use increased more than tenfold, and high

yielding varieties spread to cover 70 percent of Indonesia's paddy fields.
 

The success of the rice program has brought new challenges. As annual
 
per capita consumption has climbed from 99 kg in 1969 to (estimated) 137 kg

in 1988, Indonesia has approached the limits of domestic demand. Meanwhile,

international demand for Indonesian rice is likely to be small and exporting
 
an unattractive option. Increases in production are likely to be more
 
expensive as well, requiring higher cost investments in irrigation and
 
agriculture inputs. Indonesia is reaching the point of diminishing returns
 
on rice. Rice production in 1987 is expected to be 1.2 percent lower than
 
in 1986 in part because of flooding and brown plant hoppers, but also
 
because of lower farmgate prices, which dropped 10 percent in 1987.
 
Moreover, given that major rice growing areas are producing at intensive
 
levels (two to 2.5 crops per year), little increase in income from
 
additional production is expected. Reliable data on employment are not yet

available, but preliminary studies confirm that the enormous labor
 
intensities of rice production have been important for agricultural
 
employment in the past. With limited prospects for increases in rice
 
production in the future, accelerating the diversification of agriculture

and encouraging agro processing are imperative for maintaining or increasing
 
rural employment and incomes.
 

.37 
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To meet income and employment objectives and food consumption

requirements, policy makers need a strategy that maximizes efficiency in
 
rice production while exploiting the diversity of Indonesia's agricultural

growth potential. A variety of non-rice commodities already contribute to
 
growth in the sector. Foodcrops such as corn, cassava, grain, legumes and

groundnuts constitute about 20 percent of agriculture output, and have
 
increased by an averege of 3.8 percent annually since 1969. Rubber, cane
 
sugar, palm oil, spices, coconuts, coffee and tea, while produclug another
 
15 percent of agriculture output, grew at 4.5 percent annually and provided

one-fifth of non-oil export earnings. Fish and fish products represent 10
 
percent of the sector's output, and have grown by more than 4 percent per
 
annum. Dairy and livestock, another 10 percent of the sector, have been
 
increasing by almost 8 percent annually. The potential for increased demand
 
for non-rice commodities and the positive impact on incomes is evident.
 
Increased urban and rural incomes generated in the late 70s and early 80s

have led to significant increases in the direct demand for livestock
 
products and, consequently, growth in derived demand for major livestock
 
feed ingredients. Consumers are demanding more processed foods such as
 
cassava as snacks, starch in cakes and biscuits, and peanuts for sauces and
 
snacks. An analysis conducted by the Directorate of Food Crops Economics in
 
the Ministry of Agriculture has recently demonstrated the dynamic nature of
 
secondary food crop demand and its potential contribution to increased
 
production. The analysis suggests that a 10 percent increase in disposable

income will result in only a 2.4 percent increase in the demand for rice,

but a 3.5 percent increase in the demand for maize and cassava, 6 percent

for sugar, and 12 and 16 percent for peanuts and mung beans. Since
 
Indonesia is currently importing a number of these commodities - maize,
 
peanuts and sugar - increased demand could translate into rising domestic
 
production of both raw commodities and processed foodstuffs. This would
 
positively influence farm incomes. 

The increased demand also opens opportunities for agro-processing and
 
employment. Unlike rice, secondary food crops undergo considerable
 
processing prior to consumption. Cassava is converted into snacks and
 
animal feed, and maize into an animal feed base. Industries which produce
 
many of these products are small-scale, labor-intensive, and often clustered
 
in dispersed areas throug'iout rural Indonesia. They have strong backward
 
and forward linkages with other sectors, and employment multipliers are
 
high. For instance, an input-output analysis produced by the United Nations
 
suggests that for every $1 million intrease in final demand for selected
 
food products, excluding rice, edible oils, soybeans and cassava products,

8,269 person-years of predominantly rural-based employment would be
 
generated.
 

Diversification into non-food commodities such as tree crops and
 
fisheries would create employment opportunities and export revenues as
 
well. Rubber, coffee, spices, and shrimp are already important export
 
earners. The IBRD estimates that, assuming favorable policies, rubber
 
exports could grow 4.7 percent annually between now and 1995, increasing
 
revenues from $644 million in 1988 to $1.6 billion and directly producing

100,000 new jobs. Moreover, coffee could double to $1.3 billion, producing

50,000 new jobs; and shrimp could grow from $193 million to $553 million,

adding 50,000 jobs. Incomes generated by O~ese workers would have a
 
powerful multiplier effect, creating new jobs in the trade, transportation

and domestic consumer goods sectors. Jobs created indirectly would at least
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be equal to those generated directly. Effective agricultural
 
diversification for export alone, therefore, could produce more than a half
 
million new jobs by 1995.
 

The constraints inhibiting diversification can be divided into those
 
directly related to macroeconomic policy and those that are more
 
institutional in nature.
 

2) Iacroeconomic Policy Constraints
 

Pricing: A major area for policy monitoring and adjustments is 
government pricing. Pricing programs, subsidies for agricultural inputs, 
and floor and ceiling prices for production have all played an important
role in.the GOI's drive for rice self-sufficiency. But sulsidies drain 
limited government resources. In 1986/87, subsidies for fertilizer, 
pesticides, irrigation and credit were Rp. 1.2 trillion (US$ 700 million) -­
8 percezit of Indonesia's total development expenditures and 56 percent of 
development expenditures for agriculture. 

The GOI is aware of the high cost of subsidies and has begun to take
 
action. Because of the serious drain on revenues, the government reduced
 
the fertilizer subsidy by 70 percent from Rp. 671 billion in the 1986/87

budget to Rp. 204 billion in the subsequent year. The government's floor
 
price for purchasing rice has increased steadily each year since the early
 
1970s, pausing only in 1985-87, but increasing again this year. The GOI
 
continues to review these costs. Despitetheir positive actions and
 
concern, there are other pricing and 3ubsidy policies that require attenti4
 

- The subsidy on pesticides is approaching USWIO million per ye
 
Wide availability and low cost of insecticides for all crops encourages

their overuse by farmers. An FAO study in late 1986 indicated that
 
application rates were as much as five times the recommended level in
 
many rice growing areas of Java. The resulting ecological imbalance was
 
a major cause of serious insect resurgence this past year. Long-term

human health hazards from pesticide residue are well documented. The
 
pesticide subsidy needs immediate review.
 

- On May 6, 1986, the Government of Indonesia announced sweeping
 
reforms in its import policies designed to provide internationally
 
priced inputs to exporters. The program allows "producer-exporters,"
 
defined as those who export at least 85 percent of their total
 
production, the option of importing inputs free of restrictions and
 
exempt from import duties. The significance of this reform goes beyond
 
allowing imports to be brought in duty-free; it also allows
 
"producer-exporters" to bypass a system of government approved traders.
 
Although this "producer-exporter" status has been gfanted on US$288
 
million worth of imports during the first four months following
 
announcement of the reform, agricultural imports have not been affected.
 

- Most agricultural imports continue to be brought in only by Bulog
 
(the state logistics agency), and distributed at domestic, not
 
international prices. This pricing policy significantly restricts the
 
growth of agricultural processing industries. Sugar, a critical input
 
in fruit processing and canning, is currently purchased by Bulog for
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$0.09 per pound and sold at $0.17 to canneries, The high costs of sugar and
 
tinplate for cans severely limit the involvement of canneries in export
 
production.
 

- Similar pricing policies,affect exports of livestock products.
 
Soybean cake, a key input in hog production for Singapore markets,
 
continues to be imported at international prices but sold to feed mills
 
by Bulog at domestic prices which are double international levels. The
 
higher costs of hog production limit demand and restrict Indonesia's
 
share of the Singapore market. 

- Implementing price policies for secondary crops is far more
 
difficult than for rice. Wide dispersion of secondary crop production
 
makes procurement expensive, storage more complex, and processing is
 
often required. Policy decisions will have a major impact on the
 
effectiveness of any diversification strategy, and much more analysis is
 
required of the government's pricing policies for non-rice crops and
 
subsidies for-inputs used for these commodities.
 

Trade Constraints: Trade constraints affecting agricultural
 
diversification fall into four categories: 1) those affecting the import of
 
commodities and agriculture inputs - chemicals for fertilizer, for example,
 
or fishmeal for feed; 2) those affecting equipment or materials used in
 
agriculture processing; 3) those affecting export; 4) and those affecting
 
internal trade.
 

On the import side, only Indonesian nationals with a license from tba
 
Ministry of Trade, often state-owned companies, may import. The lack of
 
competition among importers, most of whom are granted sole source or
 
restricted licenses, provides opportunities for price distortions which
 
adversely affect the potential for export of processed agriculture
 
products. This can clearly be seen in the case of packaging materials.
 
High import costs for paper and cardboard seriously restrict the price
 
competitiveness of agriculture products packed in paper such as tetrapaks.
 
For some products like spices, marketing boards control prices and limit
 
contacts between foreign buyers and domestic producers. Export quotas also
 
affect some agriculture products. For example, rice, sugar, fertilizers,
 
pepper and palm oil are controlled by export restrictions.
 

Domestic marketing of certain products, such as cloves, is carefully
 
regulated. All clove producers are required to sell through cooperatives.
 
For the trade of products throughout the marketing chain, there are a range 
of formal and informal permits, passage fees, weight bridge fees and levies 
imposed on the movement of goods. In South Sulawesi, for example, a recent
 
study found that permits and passage fees comprise 46 percent of overland
 
shipping costs. High transport costs fragment markets and seriously
 
restrict Indonesia's competitiveness in world markets. Transport mnnopolies
 
for interisland shipping, restricted licenses for the construction of
 
vessels, and government freight rates also add to the high costs of
 
transport. These formal and informal licensing practices and systems of
 
tariff seriously hamper the domestic trade and export of high-value
 
commodities such as shrimp and coffee.
 

$16
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Increased Role for Private Business: The government's control of
 
agricultural development over the past twenty years has limited the role for
 
private investors in agribusiness, production, processing and marketing. At
 
independence, the Indonesian government took over control and operation of
 
large public and private estates growing tree and industrial crops. Over
 
the years, public ownership of estates, both large and nucleus, has
 
increased substantially. At the same time, the government has played a
 
dominant role in production and marketing Qf agriculture inputs, seed
 
testing and sales, fertilizer production and pesticide imports.
 

More recently, declining government resoi ave encouraged the GO! ti
 
look for ways of increasing private investment in agriculture, particularly
 
in nucleus estate development. The government has taken positive steps to
 
provide incentives to private business and has begun to actively explore
 
greater private sector participation in a range of activities from
 
fertilizer production to fisheries.
 

Privatization of existing public enterprises is a sensitive area,
 
however, and progress will be slow. There is quiet but determined movement
 
underway to develop mechanisms and guidelines that will allow private
 
entrepreneurs to invest in production estates and associated processing
 
facilities. Certainly there is great potential for private sector
 
investment in the production of the agricultural chemicals and other inputs,
 
and new technologies for production and processing, handling and marketing.
 
But to attract investment to these areas several constraints must be
 
overcome.
 

The OI's policies affecting industrial development have focused on
 
import substitution, meeting domestic demand through the establishment of
 
new industries with a high degree of protection. Licenses have been
 
limited, and for foreign investors interested in certain areas of
 
production, they have been impossible to obtain. The result has been the
 
development of inefficienciest which seriously hamper the potential
 
competitiveness of dnwnstream producers..
 

Recognition by government officials of the importance of improving
 
industrial policy to attract new investment, domestic as well as foreign, is
 
reflected in the recent policy packages announced in May and October 1986
 
and in January 1987(described earlier). Further changes are anticipated,
 
and an important next step will be to examine and act on the potential for
 
deregulation of agribusiness with reforms similar to those already announced
 
for manufacturing.
 

The State Planning Board's request for USAID assistance in analyzing
 
trade and industrial policy under the Development Studies Project
 
demonstrates both the government's interest in reform and recognition that
 
developing appropriate strategies in these areas will take time.
 

3) Institutional Reform Policies
 

An effective diversification program will also require improving the
 
performance of the'Ministry of Agriculture and ita programs. The policy

changes outlined in the last section can only come about with effective
 
analysis, planning and management of personnel and financial resources.
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Successful implementation of diversification will depend in part on revampe(
 
research and extension services, and better policy and program analysis in
 
the Ministry of Agriculture.
 

Agricultural Research Realignment: Realignment of research priorities
 
is needed if diversification is to occur.
 

The Agency for Agricultural Research and Development (AARD) has built
 
its organization according to commodity groupings. The Agency is composed
 
of departmental units designed for specific commodity groups-industrial
 
crops, estate crops, food crops and fisheries. The food crops research
 
department, in turn, is further split up by commodity mandates for specific
 
crops and climatic zones-rice for lowland areas, upland rice for dry
 
regions, upland rice for wet regions, and so forth. Non-rice food crops
 
(palawija, -or secondary food crops) are grouped collectively by climatic
 
zone.
 

While this approach proved to be remarkably successful for rice, it is
 
now outmoded, and prevents AARD from responding to agricultural research
 
needs under more diversified conditions. It is oriented toward
 
mono-cropping rather than regibn-specific farming systems problems. It
 
tends to be production oriented, without consideration for quality of the
 
crop or the implications for in..,.as of farmers who Increasingly rely on
 
multi-cropping as a means to expandprofits and reducc risk. It tends to
 
put scientists in competition with one another for limited funds, rather
 
than promote multidisciplinary research. It tends to promote single
 
commodity technologies for the extension service which, in turn, is then
 
unable to effectively relate the mono-crop technology from research to the
 
realities of multi-crop systems in the farmers' fields. Thus, AARD's method
 
of research programming should be reviewed.
 

The time is right for puch a review to take place. AARD has made
 
remarkoble progress in developing a sound research infrastructure and
 
training scientific staff over the last 20 years. By 1990, AARD will have
 
completed the development of its physical infrastructure, including 23
 
regional institutes conducting research at almost 200 stations,
 
sub-stations, experimental sites and farmers' fields in 22 of the nation's
 
27 provinces. More than 100 PhD and 300 MSc holders are now in place, and
 
the professional staff is projected to grow to i100 post-graduate research
 
scientists by 1990.
 

This rapid growth in facilities and staff, however, has not been matched
 
by changes iu administrative structure and functions. The Agency still
 
operates with the same management information system as it did when it had 
seven regional institutes and a tenth of its professional staff.
 
Twenty-three individual institute directors report directly to the Director
 
General of the Agency. This fragmentation of overall direction and unwieldy
 
span of control have obstructed the Agency's well trained professional staff
 
in their pursuit of clearly defined research priorities, even under the
 
current comodity mandate focus.
 

The issue of research priorities is under review by the Agency. A
 
recent report recommends major re-definition of the national research agenda
 
and restructuring to improve coordination of priority research, including
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monitoring and evaluation. Acceptance and implementation of these 
recommendations will.require substantial-negotiations within the Mihistry of 
Agriculture. 

Agriculture and Policy Analysis: A major constraint to the
 
development of a coherent program for'diversification is the lack of a
 
strong planning capacity within the Ministry of Agriculture. The breadth
 
and diversity of Indonesia's agriculture sector have complicated planning,
 
pclicy and administration. While other sectoral ministries are usually
 
limited to one directorate for commodity coverage, Agriculture has four
 
(Food Crops, Estate Crops, Livestock and Fisheries) and previously had a
 
fifth (Forestry). Moreover, the Ministry has an extremely diverse set of
 
clients -- the farmers and fisherman of Indonesia, some 35 million
 
households spread out over 13,000 islands.
 

Coordination, management, policy and administration are e~ceedingly
 
difficult. Resources are lacking. The central administrative computer
 
capacity, micro-computers, and the policy analysis capability have
 
historically resided in AARD, but analytical capacity is also required
 
elsewhere. However, no single component of the Ministry has been given the
 
mandate to develop a central analytical role and policy coordinating
 
function. The result is that until very recently, the Ministry of
 
Agriculture simply has not been an assertive actor in policy debates related
 
to food crop prices, subsidies or diversification.
 

This situation can change, and the Ministry of Agriculture has shown a
 
willingness to examine alternative approaches. These include: drawing
 
together analytical and planning capabilities into one unit, reorganizing
 
along functional lines, and creating a directorate for policy and planning
 
separate from the Secretary General's office. Until these actions are
 
taken, however, it is unlikely that the Ministry of Agriculture's role in
 
formulating a diversification policy and a plan to carry it out can be fully
 
realized.
 

b. Resource Mobilization and Distribution
 

The mobilization of domestic resources through more efficient financial
 
markets is critical to provide the investment capital to spur growth, create
 
jobs and raise incomes in rural Indonesia. Effective rural banking
 
institutions can raise several billions of dollars in savings. An effective
 
capital market could immediately channel an estimated $1-4 billion in
 
pension and insurance assets into long-term investments such as
 
agro-processing or other agribusiness areas. It could also help attract to
 
Indonesia as much as $i0 billion now parked off-shore in time deposits.
 
Developing financial markets to the level of Thailand and*the Philippines
 
could add $15 billion to the money supply in circulation - in currency,
 
demand and time deposits.
 

Past government policy on rural-financial services, and financial and
 
capital markets development has been restrictive in an effozt to control and
 
direct funds to priority areas, to minimize risk and to avoid the rash of
 
bank failures that swept the countryside in the early 1960s. The result has
 
been to constrain the development of financial institutions 1d stifle the
 
capital market. AID's strategy has been to support change through project

activity, to demonstrate the potential for self-sustaining banking
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operations in rural areas, and to work'with Bank Indonesia on bank
supervision and strategic plannihg. 
The proposed program builds on these

efforts to focus attention on the policy changes required to realize their
 
potential.
 

1) Improved Efficiency of Financial Markets
 

A major constraint to effective and efficient resource allocation, and
one with particular impact on 
"ural incomes and employment, is the
inadequacy of Indonesia's financial systems and policies. 
Economic growth
depends on the ability to raise and move capital. The government's ability
to raise capital, at least in the short-term, has been hurt by the drop in
oil prices, while the ability of the private sector to raise and use capita:

is inhibited by an underdeveloped financial sector.
 

Backs&ound: Indonesia's financial sector is dominated by banks. 
 Bank

Indonesia, the central bank, controls more than 40 percent of gross assets
and, together with the five state banks, nearly 75 percent of total gross

financial assets. Private banks, both foreign and local, control just over
five percent of banking assets, and non-bank financial institutions, while

growing in importance, represent about three percent of total assets. 
Other
institutions including insurance, leasing, rural and savings banks make up
the remainder. The stock market, launched in 1977, remains dormant.
Twenty-four companies are listed on the exchange, but in 1986 fewer than 1.5
million shares worth t1.1 million were traded. 
A bond market opeped in
1983, but to date, only three entities, all state-owned, have issued bonds.

A commodity market was opened in 1984 and does minimal trading in palm oil,

rubber and coffee futures.
 

The potential for enlarging the financial sector remains great. 
The
ratio of money to gross domestic product is low, 16 percent in Indonesia

compared to 40 and 53 percent for India and Malaysia, respectively. World
Bank surveys show a formal savings growth rate between 1974 and 1980 of only
one half of GNP growth. 
The lack of formal savings is particularly apparent

in the household and informal business sector. 
The World Bank estimates
that formal household financial assets are less than 3 percent of GDP.

Studies report that households in Indonesia are saving 20 percent of their
income on average, with households in the upper quartile saving as much as
40 percent, a level similar to other rural areas in Asia. 
Most of these
savings are held in the form of property, gold, rice or other non-liquid

assets. This is particularly true in rural areas where formal, secure

financial institutions are scarce. 
A more effective financial system would

be able to mobilize these savings and direct them to productive use.
 

-At the village level, the need for "intermediation" - to accept assets
from those with the ability to save and make them available to those with
the ability to use them productively - is particularly acute. 
Formal
banking institutions in Indonesia are highly centralized. State banks
operate approximately 140 branches each, but most are in provincial capitals
or in major population centers at the district level. 
Foreign commercial
banks are legally restricted to Jakarta and few of the 70 private national
 
commercial banks extend branches beyond 
major cities.
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USAID is working with the GOI on the development of rural banking 
systems in four provinces and on a nation-wide system of 2500 rural branches
 
operated by Bank Rakyat Indonesia. These successful efforts only begin to
 
meet the demand for financial services in rural Indonesia.
 

Reforms: The government anticipated the need for an expanded and more 
efficient financial system in 1983 with a series of banking reforms which 
permitted the state banks to set interest rates according to demand, lifted 
ceilings on icredit and reduced subsidies on loans from the central bank. 
Submequent reforms allowed expanded activity by foreign banks in support of 
export development. 

The government also recognized the potential for mobilization of savings

in rural areas. In 1985, it began an experiment to allow Bank Rakyat 
Indonesia to establish a nationwide savings program. USAID has supported
 
these efforts first t rough its Financial Institutions Development (FID)

Project with provincial development banks and later through an amendment to
 
FID to provide assistance to Bank Rakyat Indonesia. The results to date
 
have been encouraging, with savings increasing up three-fold in the first
 
two years of operation.
 

Potential: Despite this progress, however, there remains a serious 
imbalance in the Indonesian financial sector. The great majority of capital

is in short-1:erm time deposits in the modern urban sector. Very little is 
available fo.,' long-term investment. That which is available comes primarily
from the sta-e banks and goes primarily to state-owned corporations. The 
government rrcognizes the need to develop financial vehicles that encourage
longer maturities and allow for increased availability of investment capital:
 
to private b,,repreneurs. It is taking steps to reeuce borrowings by
 
state-owned enterprises and has begun to explore avenues to increase
 
investment ca.pital.
 

A major potential source of investment capital is found in the insurance
 
and pension industry. Indonesia now has 65 insurance companies with assets
 
of nearly $1 billion. It has more than 10 million workers covered by $4
 
billion in pension .assets. Most of this money is now kept in time deposits,
 
some of it off-shore in Singapore and Hong Kong. Channeling these funds
 
into productive investr"ent"will require the development of a more active
 
capital market and admi.,strative and legal systems to facilitate investment 
while protecting individual participants in the programs. The Ministry of 
Finance has begun work on these systems.
 

USAID's Involvement: USAID's interest in the development of the
 
financial sector grows directly out of past work under the Provincial
 
Development Project and Financial Institutions Development Project on rural 
financial institutions development. This work has been complemented by

efforts during the past two years to help review pension regulations and
 
procedures, to examine possible changes which encourage capital markets
 
growth, atd to assist Bank Indonesia in bank supervision, accounting,

automatiot.and strategic planning. USAID efforts, both under FID and the
 
Private Sector Projects, as well as special consultancies financed by the
 
Private Enterprise Bureau, have providud an opportunity for regular

pazticipation and sustained discussions with key institutions, private as
 
well as public, active in financial sector development. The policy program
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will provide a means of capitalizing on these efforts to focus GO attention
 

on areas of.financial markets development with direct impact on rural
 
incomes and employment.
 

E. INSTITUTIONAL ANALYSIS 

1. Agricultural Diversification
 

The Ministry of Agriculture has a large pool of talent in the key areas 
of planning, research and extension. For example, the Ministry has more 
than 32,000 well-trained extension agents, nearly 800 PhD and Masters degree 
scientists working in the research agency alone, and 15 PhD agriculture 

economists throughout its organization. Although individuals are in place, 
the Ministry's effective utilization of this manpower remains in question. 
Shortfalls in the budget are clearly a major constraint. More important,
 

the existing organizational structure seriously limits the ability of the 
Ministry to plan and carry out a diversification strategy.
 

How the Ministry should be organized to meet the challenge arising from 
its past success with rice is the subject of considerable debate. The
 

Ministry is still dominated by officials who led the drive for rice
 

self-sufficiency during the last 20 years, and who are concerned about
 
maintaining rice levels. They continue to favor intensification programs
 

targetted toward rice production. A number of senior economists and
 

scientists from this group also recognize the need for diversification, but
 

favor extending intensification approaches and production targets aimed at
 
self-sufficiency in secondary food crops.
 

Increasingly, however, a growing number of Ministry officials, led by 

PhD and Masters degree holders in the biological sciences and economics, 
supported by planners in the Ministry of Finance and the State Planning 
Agency, are arguing for diversification strategies which emphasize farming 

systems and focus on farmer income and employment, not production targetsa 

This group is interested in analyzing marketing issues, the role of factor 
prices, and the implications of subsidy levels and trade policy -- issues 

which affect production and incomes, but which are beyond the normal purview 

of the Ministry. These people are well-respected, well placed in key 
positions at the senior and mid-management levels of the Ministry, and 

experienced in using outside consultants. For example, they are currently 

working with experts from Winrock and Stanford University on maj'or issues 

relating to pricing and trade. With additional budget support offered by 

USAID's proposed program, this group will be able to focus greater attention 

on the diversification and institutional reforms required. 

2. Financial Markets Efficiency 

The Government of Indonesia has substantial institutional capacity to 
analyze and formulate policies for more efficient financial markets. 
Technocrats within the State Planning Agency (Bappenas), the Ministry of 
Finance and the Central Bank (Bank Indonesia) have repeatedly taken steps 
during the last five years to improve macro-economic management including
 
reforms designed to facilitate financial markets development. The results
 
of their efforts are.seen in the banking reforms of 1983, and the recent
 

reforms of May 6, October 25, 1986 and January 15, 1987. The success is
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reflected in the tremendous increase in time deposits, the rapid growth in
 
savings by rural banks, the establishment of a leasing industry and the
 
first steps toward a secondary money market.
 

The reforms also reflect the willingness and ability of the GOI, 
particularly the Ministry of Finance, to draw upon the expertive of outside 
consultants. Where necessary, the Ministry of Finance has contracted
 
technical expertise directly and has included recommendations from advisors
 
in their.own deliberations. AID is providing technical assistance to rural
 
financial institutions development, in pensions and capital markets
 
development, 'and to Bank Indonesia on technical iUsues ranging from
 
accounting and automation to strategic planning.
 

USAID expects to continue to provide such assistance on a project
 
basis. The Mission is currently contracting for a technical team to work
 
with Bappenas on trade and industrial issues and has just received a request
 
for an advisor on capital markets development for the Ministry of Finance.
 

Nevertheless, those supporting reforms face considerable resistance, in
 
both the formulation and implementation of new policies. The program will
 
provide support for their efforts by focusing attention oc key policy areas
 
and through targeted budget support. Given the effectiveness of GOI
 
financial agencies to accomplish appropriate policy reform in the past and
 
their close collaboration with USAID through a variety of projects, the
 
institutional base for the proposed financial markets policy support agenda
 
appears sufficiently sound to carry out the objectives of this component of
 
the program.
 

F. PROGRAM IMPACT 

1. Policy Impact 

The program is designed to support GOI efforts to effect policy changes 
in key areas relating to rural incomes and employment. As pointed out 
earlier, Indonesia has been engaged in macro-economic reform for some time. 
The program will focus attention on specific reforms. It will help assure 
funding levels required for effective implementation. In so doing, it will 
speed the process that the GOI has already begun and help provide the 
momentum required to resist short-term political and budgetary pressures 
that could hinder the achievement of long-term objectives. 

The potential policy impact is apparent in the area of agricultural 
diversification. The potential impact of appropriate policies encouraging
 
agricultural diversification have already been cited: the IBRD predicts
 
more than a half million jobs and several billion dollars annually in
 
foreign exchange revenues by 1995 from export crops alone. The structure of
 
the institutional development taking place in agriculture, however, and the
 
policies promulgated thus far have focused primarily on rice. The proposed
 
program raises issues affecting diversification to a higher level. It
 
provides a mechanism for review and analysis of cross cutting issues 
-

targetted production programs versus those favoring comparative advantage,

transportation costs, restrictive licensing, constraints on investment,
 
extension and research priorities - and provides resources as an incentive
 
to push forward with appropriate reforms.
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In the area of resource mobilization, the government is considering
 
policy changes-to improve the efficiency of financial markets. Since the
 
Mission began discussions with the GOI about this, efforts have been made to
 
accelerate the drafting of legislation. This paper has already discussed 
what gains in this area could mean in terms of resources mobilized.
 
Effective savings mobilization programs in rural areas could make several
 
billions of dollars available for lending to small enterprises, trade and
 
agribusiness. Insurance and pensions alone represent an immediate source of
 
$2-4 billion in long-term funding for productive investment.
 

USAID has already played a role in this sector by conducting studies on
 
alternative apyroaches to pension administration, constraints on capital
 
markets development, bank supervision and secondary market development. It
 
is difficult to measure accurately the impact these efforts have had on past.
 
policy deliberations or to calculate the future impact of the proposed
 
program on rural incomes and employment. The causal relationship between
 
policy reform and production increases, and jobs created or growth in wealth
 
is not.airect, but filtered by a variety of intervening factors. However,
 
the changes outlined by the milestones and the objectives sought in the
 
agreed-upon policy agenda will create conditions conducive to growth; they
 
suggest structural.changes supportive of more effective systems and bettel
 
use of resources and thus contribute to development.
 

The benchmarks for ARSSP's policy agenda provide a basis for
 
periodically assessing implementation and for evaluating the overall
 
progress or success of the program. Rather than trying to estimate which
 
benchmarks should be reached by a specific point in time, a more practical
 
approach is to establish a general framework for ground rules for defining
 
the adequacy of program-performance or success.
 

The benchmarks for the financial markets and agriculture reforms can be
 
categorized as a) reforms which constitute direct interventions into
 
existing systems, and b) institutional reforms. It is unrealistic to expect
 
significant progress on all policy items supported by ARSSP. But of the two
 
categories of reform measures, those which involve direct intervention in
 
existing systems are likely to produce a more rapid and significiant effect
 
when enacted. This category includes the priority items for the financial
 
markets and agriculture agenda. Progress toward enacting these reforms will
 
largely determine program success.
 

It should also be noted that what constitutes adequate progress is
 
highly*contingent on the context or situation in which the program is
 
operating. A deterioration of conditions during the course of ARSSP shoul
 
be taken into consideration in any assessment of the program.
 

2. Budget Impact
 

Budget support provides USAID an oppoctunity to use relatively modest
 
funds to encourage the GOI to reexamine budget priorities, and to elicit
 
commitment for funding at levels high enough tn affect programs critical to
 
an effective income and employment strategy.
 



33
 

The needs for agriculture and finance are clear. Within the Ministry of
 

Agriculture, the Secretary General lacks the funds which would allow a
 

thoughtful responsive to the changing environment, speci,ically, the need
 

for diversification of the agriculture sector. Research staff are falling
 
behind on the development and testing of new varieties, and extension agents
 

are unable to provide the training and technology packages that would
 
stimulate proper management of inputs and cropping systems..
 

USAID funds will encourage the Ministry of Agriculture to review its
 

programs, goals and priorities. It will help mobilize funding levels
 
sufficient to carry out the new five-year plan and for programs with the
 
goal of increasing incomes based on market driven demand for more diverse
 
food commodities, rather than specific production targets. Larger budgets
 
for research and extension will enable the Ministry to take advantage of the
 
substantial investment already made in institutions and staff.
 

Routine and budget development assistance for thl Ministry of Finance
 
will bring levels back to the minimum required for banking and pension
 
reforms being pursued by the Ministry.
 

G. IMPLEMENTATION REQUIREMETS 

1. Flexibility in ARSSP Implementation
 

Considerable flexibility will be necessary.for effective implementation
 
and management )fARSSP. Past experience with policy reform indicates that
 
the process docd not proceed in a smooth, steady progression. Rather,
 
periods of apparent minimal activity, such as when proposals are being
 
reviewed and negotiated, can be followed by comparatively swift action
 
leading to enactment. Various factors impede or facilitate the process,
 
such as changes in economic conditions or the appointment of individuals,
 
who are highly supportive of the reform agenda, to key positions. This
 
makes predicting the actual pace of implementation and the timing of when 
specific benchmarks-will be reached more a matter of speculation than sound
 
planning. On the other hand, a mechanism is needed to assure that the
 
program moves ahead. Therefore, the GOI and AID will develop a memorandum
 
of understanding or PIL which specifies. a realistic schedule for reaching 
benchmarks for policy agenda items.
 

Flexibility will also be necessary in regard to the actual content of 
the program. Though ARSSP's policy agenda and priorities have been 
discussed with and approved by the GOI, this agenda should be viewed as only 
a starting point. As the need arises, the program will support 
policy-related studies and analyses in areas that have not been carefully 
analyzed before. Findi.,.gs and recommendations from these studies may 
suggest modifications to the program. Once the program is underway, reforms 
in one area may also spur interest in related areas not initially part of 
ARSSP's agenda. Finally, the overall context in which ARSSP will operate 
may change during implementation, requiring adjustments to the program's 
policy agenda. In short, flexibility in ARSSP Implementation will allow the 
program to adjust to changes in the policy environment and to maximize the 
utility of study findings as they become available. 

http:Findi.,.gs
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2. Program Management
 

Because ARSSP incorporates two important components of the Mission's
 
portfolio - agriculture and financial markets development - the policy

reform program will require management by the Mission at two operational

levels. Overall coordination of ARSSP will be provided by the Project and
 
Program Support Office and by the Director's Office. The appropriate
 
technical offices will have primary responsibility for the implementation of
 
their respective reform agendas.
 

The management requirements for the financial markets and agriculture

reform components of ARSSP differ. 
Work on reforms concerning the pension,

insurance and banking industries has progressed farther toward enactment
 
than the agriculture reforms, making the latter more management and staff
 
intensive.
 

The agriculture component will be managed by the Mission's Agriculture

and Rural Development Office, and in particular, ARD's senior agricultural

economist. The agriculture reform agenda will entail significant management

requirements, particularly at the outset of the program. 
Therefore, a
 
senior policy advisor will be necessary to serve as the agriculture ARSSP
 
manager. This individual will be funded from the technical assistance fund,

either through the Joint Career Corps (JCC) mechanism or by direct
 
contract. The program manager's responsibility will be to assist in the

development of policy opti*ons and implementation strategies, monitor
 
progress toward reform agenda benchmarks, identify the need for specialized
short-term technical assistance, plan 'andsupervise policy related studies
 
and analyses, and serve as a liaison between the GOI and the Mission
 
concerning on-going policy dialogue. 
This will require that the work
 
schedule of the program manager be divided between the GOI - specifically
Bappenas - and the ARD Office. To cope with the initial start up demands
 
of the program, the Mission will use IQCs and/or a buy-in to the S&T/AGR

Agriculture Policy Analysis Project to obtain support services until a
 
long-term adv:tsor is on-board.
 

The financial markets component will be handled by the Employment and
 
Enterprise Development Office-assisted by the Mission economist. Additional
 
management support wIll be provided by a) a financial markets advisor
 
currently on it personal services contract jointlyfunded by AID/Washington's

PRE Bureau and the Mission, and b) a capital markets advisor from the
 
Private Sector Project. Additional support might be available from the
 
Harvard Instii:ute for International Development (HIID) which is assisting

the MOF (not JID funded). As the need for highly specialized, short-term
 
assistance arises, the Mission will draw on the $1.5 million set aside
 
specifically :lor this purpose.
 



35 

V. PROGRAM FUNDING REQUIREMETS AND FINANCIAL PLAN 

A. 	 COST SUMMARY 

The table belosv summarizes the proposed GOI departments to be targetted
in the budget support program. Estimates are provided for AID'and GOI funds
required to bring 1987/88 and 1988/89 GOI budget levels to more viable
levels for the targeted departments.
 

Lculture and Rural Sector Support Program
 
ary Budget Support Plan and Cost Estimates
 

(U.S.$OoO) 

AID GOr '
 
GRANT CONTRIBUTION 
 TOTAL
 

(PL 480 Title I)
 

I. 	Budget Support
 

A. 	Ministry of Agriculture
 

1. 	Secretary General 
 4,001 2,000 
 6,000

2° 	Directorate of Food
Crops 
 10,500 4,500 
 15,000
3. 	Agency for Agriculture


Research & Development 22,000 
 10,000 32,000
4. 	Agency for Agricultural 
 - 1,000 1,000

Edu. Training & Ext.
 

B. 	Ministry of Finance
 

1. 	Secretary General 
 1,000 
 - 1,000
2. 	Directorate General of
 

Monetary Affairs 3,500 1500 5000
 
3. 	Dir. Gen. of Education
 

and Training 
 500 
 -	 500
 

II. 	Technical Assistance
 
and 	Support 
 1,500 
 1,500
 

TOTAL 
 43,000 19P000 62,000
 

B. 	FINANCIAL PAN 

Approximately $60.5 million of this $62.0 million program will be usedto provide additional local currency resources to the Ministry of
Agriculture (54.0 
million planned) and Ministry of Finance ($6.5 million
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planned) during Indonesian Fiscal Years (IFY) 1987/88 through 1989/90.

These amounts will be further programmed so that specified departments

benefit: 
 for MOA, the Secretary General's office, the Directorate of Food

Crops, and the Agency for Agricultural Education Training and Extension will
 
increase their budgets by approximately $22.0 million and the Agency for

Agricultural Research and Development by $32.0 million over baseline budgets
 
for the two year period. The MOF is expected to increase the budgets for
 
the Office of the Secretary General (approximately $1 million), the
 
Directorate General of Monetary Affairs (approximately $5 million), and the

Directorate General of Education and Training (approximately $.5 million) to
 
reach the $6.5 million total. The remaining $1.5 million under this program
is reserved for technical assistance and related requirements for managing
 
the program.
 

Since it is possible that conditions precedent (CPs) for disbursement
 
will not be met until.the third quarter of IFY 87/88 (IFY runs from April to
 
March), most resources will probably flow during IFY 88/89 and 89/90 and

bring budget availabilities for targeted departments in that year (in

nominal terms) more in line with what was expended in IFY 85/86. The
 
baseline to determine additionality for 1987/88 is $23.3 million for the
 
specified departments in the MOA and $10.6 million for thi MOP. 
 These
 
amounts are already budgeted for FY 87/88, which began in April 1987, and
 
amounts AID provides will be additional to the baseline. Amounts indicated
 
above for each department are tentative and actual amounts will be
 
determined by the budget submitted as a CP to disbursement.
 

For 'FY 88/89 and FY 89/90, AID and the GOI will joirttly determine the
 
required needs for the MOA and MOF targeted departments aind allocate funds
 
from GOI resources and AID budget support accordingly. .'f additional
 
resources are available, for example, if GOI revenues inc,!ease as a result
 
qf a rise in oil prices, AID and the GOI will program the AID resources to
 
meet additional budgetary needs within the Agriculture and Rural Development

sectors. This determination will be made well in advance of final draft GOI
 
budget submissions for each year. This approach will ensure that the
 
absorptive capacity of the selected departments is not exceeded.
 

The issue of targetting domestic resource mobilization as directly as

possible to Section 103 funding priorities has been addressed in the design
of the financial policy agenda and budget support, bringing to bear special

attention on the issues of rural finance and investments. In addition D.A.
 
funding for the domestic resource mobilization component has been limited to
 
$5 million. The remainder of the resources will be used to provide

budgetary support for the Ministry of Agriculture ($36.5 million) and
 
Technical Assistance ($1.5 million).
 

To reflect the reality of .the current GOI financial situation, no
 
additional GOI 
resources will be required for budget baselines. However, it

should be noted that Title I PL 480 generations are GOI resources, and thus
 
may be considered as an additional GOI contribution to budget baseline
 
levels. 
 (They will also be considered as GOI counterpart contributions.)
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It is not required that the assistance under MIs program zinance auy 
specified activities. USAID will accordingly only monitor that funds go to
 

target departmental budgets and that additionality in these key budgets is
 

obtained. However, since the massive budget cutbacks in recent years have
 

resulted in dramatic decreases in the effectiveness of programs funded by
 

these budgets, provfding additional resources may be expected to engender
 

new life in the programs.
 

C. DISBURSEMENTS AND CONTROLS
 

Concerning disbursement of fundsand monitoring and controls, the
 
following system is proposed:
 

(1) A non-interest bearing separate rupiah account will be set up by
 

the GOI in Bank Indonesia for funds under the program prioi to the first
 
advance of funds. Notification of establishnent of this account will also
 

include a description as to how funds from this account will be allocated to
 

implementing Ministries.
 

(2) AID will advance funds for the AID portion of the budget based on a
 

maximum of 90 day rupiah cash needs budget request, with
 
liquidation/replenishment documeLtation to be submitted monthly so as to
 
maintain a 90 day advance level. Advances/reimbursements are to be in
 
rupiahs purchased by the U.S. Disbursing Officer from authorized commercial
 
sources in Indonesia.
 

(3) Advances will be liquidated or reduced based on a certified
 
financial report.showing approved budget, expenditures for the reporting
 
period, and cumulative expenditures under the program by appropriate
 
Directorate General budget line item. The certified financial report will
 
include the following signed standard AID certification:
 

The undersigned hereby certifies:
 

(a) that payment of the sum claimed under the cited agreement is proper
 

and due and that appropriate refund to AID will be made promptly upon
 
request in the event of disallowance of costs not reimbursable under the
 
terms of the agreement;
 

(b) that information on the fiscal report is correct and such detailed
 
supporting information as AID may reasonably require will be furnished
 
promptly to AID on request and;
 

(c) that all requirements called for by the agreement to date of this
 
certification have been met.
 

By 

Title
 

Date
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Reported expenditures are to be for payments for contracts and other
 
expenses, not for advances to implementing units.
 

(4) Since advances are to be based on GOI current estimates of cash
 
requirements, they should be replenished monthly in order to maintain a 90
 
day advance level. Requests for replenishment of advances may be made by a
 
separate request or may be included as a part of the financial report to
 
liquidate the prior advance or based on a separate request. Request for
 
advances must be reasonable in relation to the nature and duration of
 
activities. Advance levels may be adjusted based on actual usage data.
 

(5) Iu ad&Ltion to the standard AID expenditure certification, 
filnancial report3 will include a statement that costs financed by AID are i 
addition to the GOI baseline budget and they are not for costs also being 
financed by other donors.
 

(6) Within three (3)months following the end of the Indonesian fiscal 
year, the Grantee will provide a separate report to AID which shows total 
funds budgeted and expended by each Directorate General concerned for both 
the GOI and AID funded portions of the development budget for the prior 
fiscal year. 

(7) Technical assistance under the program will be available to improv
 
financial management as necessary, although based on the Mission's long
experience with project implementation in Indonesia, basic systems to ensurf
 
financial integrity are quite sound.
 

(8) Routine monitoring will be carried out by a GOI/AID working 
committee under the program steering committee and through'a specified

reporting system and periodic working level meetings to discuss program
 
progress. Evaluations will cover budget support progress as well as policy
 
progress. A discussion of the evaluation process is found in Section VII. 

1. Finncial Implementation Concer j 

There are several factors that influence AID's ability to use this 
program effectively as an incentive to the GOI to maintain budget levels in 
selected categories. They include: (a)the point in the budget cycle when
 
USAID is able to engage GOI officials responsible for the budget, (b) the 
officials with whom USAID is able to deal, (c) whether special mechanisms 
are required for USAID funds, and (d) the attractiveness of USAID funding.
 
Each of these concerns is discussed below.
 

a. Timing 

The GOI planning budget cycle essentially runs from July to April to 
provide funds for the following April - March fiscal year. Basic 
requirements are developed at the local level in July - September and 
submitted to concerned ministries in October for review. Then a second 
review, in November, involves the State Planning Agency (Bappenas), the 
Ministry of Finance, Bank Indonesia, local planning agencies and technical 
ministry representatives. During these meetings the proposed national 
budget is developed and sectoral allocations are made. The budget is then. 
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presented to the Indonesian House of Representatives in early January and
passed back through Finance and Bappenas to the technical ministries for
 
fund allocation. 
Between January and February, based on these allocations,

project proposals are revised as necessary by implementing agencies. Final
 
proposals are then reviewed by Bappenas and the Ministry of Finance. 
Oncereviewed and formally approved by the House of Representatives, usually in
March, funds are allocated and implementation begins as early as possible iE 
the new fiscal year.
 

Significantly, even once budgets are established, actual expenditures

against the budgets can be accelerated or slowed in a number of.ways to
adjust outlays against changes in revenues or priorities.
 

Administrative approvals and controls accordingly become ways the
 
government can balance the Iudget and avoid surpluses or deficits. 
During

the years 1980-1986, for example, total budget revenues and expenditures

fluctuated between 92 percent and 1ll percent of budgeted amounts. 
It is

thus possible to influence expenditures within a fiscal year even after
 
budgets have been approved in final form.
 

Given t.e above considerations, the USAID proposed program can

potentially affect expenditures for a given fiscal year (1)during the

budget preparation process, particularly up to the time when central

agencies prepare the budget in November, and (2) during the fiscal year

itself by encouraging administrative measures to facilitate expenditures fol
 
priority areas of the budget.
 

b. Counterparts
 

The major participants in the budget allocation and control process are
 
Bappenas, the Ministry of Finance and the line ministries. These agencies
will address budget support planning and implementation concerns. '(Note:

The overall administrative arrangements for this program are described in
 
the implementation plan, Section VII.)
 

c. Mechanisms
 

As noted above, advances of AID funds wilZ utilize a special account to
 
provide a management system to track the use of AID funds within agreed

budget categories.
 

d. Incentive Value
 

The justification for maximum grant funds for this program rests

primarily on the need to provide maximum policy incentive for a minimum
 
amount of funds. AID re3ources are small compared to other major donors'

non-project assistance. 
AID can partially compensate for the limited size
of its assistance by making the quality of financing more attractive -- by

providing grant rather than loan funds as an incentive. Another important
advantage of grant funds is that they can be disbursed by donors without
 
having to go through the GOI budget allocation process required of ordinary
 



40
 

GOI revenues and donor loans. Thus grant funds carry great flexibility in
 
timing and targeting, an attribute making a sector program a much more
 

effective tool for accomplishing sector objectives.
 

2. Justification for Local Currency Disbursement Approach
 

From the above discussion it should be apparent that the program's
 
impact is contingent on quick injections of local cmrency on highly
 
attractive terms to provide the maximum possible incentive for policy
 
movement and appropriate budget support. Conditions restricting the flow of
 
funds to the budget or otherwise complicating the process reduce the
 

incentive value of the assistance and limit the possibility for meeting the
 
program's objectives.
 

3. Financial Arrangements for Consultants
 

The above discussion pertains to the budget support element u ,
 

program. The program also provides for a relatively small amount of funds
 
for consultant assistance to support the analysis requirements of the
 
program. Section VII describes these requ!,..ements in more detail.
 
Consultants will be obtained through the Joint Career Corps (JCC) mechanism,
 
through IQCs, and/or through personal services contracts with the AID
 
Mission. Such contracts will provide for direct payments to the consultants
 
with funds earmarked for such purposes under the grant.
 

VI. IMPLEMENTATION ARRANGEMENTS AND PLAN
 

A. IMPLEMENTATION ARRANGEMENTS 

.The program will require an administrative mechanism:
 

(1) to assemble the necessary budget information to justify
 
disbursement levels, monitor accounts, facilitate disbursement and prepare
 
quarterly expenditure reports.
 

(2) to allow adequate joint review by the COI and USAID of progress
 
under the program, to permit modifications in the program and draw upon
 
outside technical assistance as required.
 

(3) to permit senior representatives to determine the program's success
 
and to decide whether subsequent program assistance is appropriate.
 

Budget Reporting Requirements: Procedures for implementation and
 
administration of foreign loans and grants are clearly laid out in the
 
January 17, 1987 joint decree by the Ministry of Finance and Bappenas. A
 
Bappenas representative acting as project officer for the program could
 
ensure that the steps outlined in the decree are followed; he may be
 
assisted by a USAID counterpart. They may draw upon the Directorate General
 
of the Budget, Bank Indonesia, Director General of Monetary Affairs and
 
budget officials from the technical ministries, as necessary, to prepare and
 
process funding requests and to ensure follow-up documentation is prepared
 
on a timely basis.
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Administration: Adinistration of the program will be carried out by
 
three GOI agencies, Bappenas, the Ministry of Agriculture and the Ministry
 
of Finance. Each of these agencies will designate a representative for
 
project implementation. These representatives, the Vice Chairman for
 
Bappenas, the Secretary General for the Ministry of Agriculture and the
 
Director General for the Ministry of Finance, will meet with the USAID
 
Director at the beginning of the program to approve implementation plans ani
 
after 16 months of the program's operations to review progress and to make 
determination as to the appropriateness of a follow-on program. They will
 
also be available to meet as necessary during the course of the program to
 
review any major problean that may arise.
 

Functional Working Groups: As the program proceeds, functional working
 
groups composed of designated representatives from USAID and Bappenas and
 
from the Ministries of Agriculture and Finance will meet periodically to
 
track the program, assess progress and prepare documentation required for
 
its evaluation. These groups will identify any problems in the program,
 
call in technical assistance as required - $1.5 million in technical
 
assistance has been set aside under 	the program to help address specific

issues that may arise-and make any adjustments in the program's

benchmarks. Although the intent of the program is clear - to support the
 
GOI's efforts to develop a policy environment conducive to agriculture
 
diversification and efficient d6mestic resource mobilization-tthe sector
 
approach is new to USAID. Benchmarks, such as the passage of idnking and 
pension legislation or reduction of subsidies, provide guideposts against

which to measure progress. As the program unfolds, there may be other
 
benchmarks that also seem appropriate, or, in some cases, the GOI and USAID
 
may identify obstacles to the achievement of benchmarks which can be
 
overcome through technical assistance or special studies. The role of the
 
functional groups will be to monitor the program, suggest appropriate
 
adjustments and call on technical assistance as needed.
 

Special SLiudies and Consult~nt Assistance: To provide necessary
 
consultant support to the program, as mentioned above, $1,500,000 will be
 
reserved for contracting U.S. and local consultants and funding related 
needs such as workshops and seminars. Requirements are not expected to
 
exceed 25 person months of short-term assistance, and two long-term JCCs or
 
PSCs. AID is expected to contract directly for TA requirements. It should
 
be noted that while technical assistance is not generally provided under
 
program assistance, the provision of such assistance in this case is
 
.appropriate to this sector program as a tool to help analyze policy 
nlternatives and movement. The technical assistance thus directly 
contributes to the sound implementation and potential impact of the 
program. It also will assist in determining the program results. 

B. IMPLEMENTATION PLAN 

August 27, 1987 	 Program agreement signed with GOI. 

September 1 - September 30, 1987 	 Completicn of conditions precedent
 
Including letter from GOI indicating
 
policy objectives and budget
 
requirements.
 

1 
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October 1 - October 31, 1987 	 Review of GOI budget (DIP) requests and 
AID release of first tranche. 

October 31 - December 15, 1987 	 Program monitoring and preparation of 
next assistance release request. 
Long-term TA contracted. 

December 15, 1987 	 Review of progress and agreement on
 
second advance/reimbursement request.
 

December 15, 1987 - March 15, 1988 	Program monitoriug and preparation of 
next assistance release request (as 
necessary). Preparation for new DIPs 
for FY88/89, including determination of 
departmental levels. 

March 15, 1988 - May 15, 1988 	 Monitoring of progress. 

May 15 - August 1, 1988 	 Preparation of new DIPs for FY 89. 
Major review of progress against the
 
agendas. Meetings between GO and 
USAID, review of progress reports, and 
decision on any new obligations. 

November, 1988 	 Evaluation. PAAD supplement prepared if 
appropriate and additional funding 
authorized and obligated. 

Early implementation efforts will focus on budget procedures and on
 
discussions of policy targets and milestones. It is expected that necessary
 
monitoring groups will be established by September 30, 1987, assuming
 
general agreement by the end of August on the program approach and 
requirements. The establishment of the functional working groups described 
above will allow approval of the policy agenda and budget support components 
of the program, in conjunction with the execution of the Program Agreement 
by the end of August. Execution of 	the Agretement by the end of August may
 
allow advance of funds beginning in 	 October, assuming the GO submits its 
first request and necesary supporting data to cover expenditures. These
 
dates appear reasonable if the GOI and AID Mission continue the close 
collaborative relationship that has occurred on the program to date. 

VII. MONITORING, REPORTING AND EVALUATION 

*A. MONITORING REQUIR.IvtS 

ARSSP differs from other policy reform programs AID currently supports 
in two important ways. First, ARSSP only assists the 00 to carry out its 
on-going policy reform efforts. ARSSP is not initiating this process, but 
merely supporting and f-cilitating it.' Second, ARSSP is far less directive 
than other programs. The program is 	 not based on a performance disbursement 
model - i.e., funds are not tied to 	host country compliance with specif.c
 
conditions. Program conditionality 	would not be acceptable to the GOI, nor 
is it even necessary given the GO1's demonstrated commitment to making
 
difficult reforms other countries are reluctant to undertake. 



43 

The fact that ARSSP neither initiates nor leverages specific policy
 
reforms complicates assessing its progress and contribution to the process.
 
An apt analogy for characterizing the situation in which ARSSP will operate
 
is climbing aboard a moving train with the intention of keeping the train on
 
the track and reaching the right station. In other words, the "moving 
train" problem for ARSSP is one of additionality - i.e., what additional 
contribution has ARSSP made to the policy reform process, and would the GOI
 
have made the reforms regardless of whether the program existed or not? 
Careful monitoring and documentation of the program's implementation will be 
necessary to try to document this problem. 

Initially AID program staff, and later technical advisors will .have to
 
establish a program file similar to a standard project file. But in
 
addition to official communication concerning the program, the program file
 
should be used as the repository for documentation of the implementation
 
process, such as significant actions, unanticipated contributions to the
 
GOI's policy reform activities, the GOI's use of study findings and/or
 
suggestions from technical advisors, additions to the GOI's reform agenda,
 
evidence of strengthening the bargaining position of GOI advocates of reform
 
efforts, etc. This type of information will be needed for the program's
evaluation.' It will provide additional evidence of ARSSP's contributidn, or 
lack of contribution, to GOI policy reform activities.
 

A second type of program monitoring data concerns macro-economic and 
sector-specific conditions which could affect the program. This type of 
monitoring will involve the technical assistance team, the AID program 
economist and AID technical office staff managing the program. This 
information will also be important for ARSSP's evaluation in regard to
 
assessing the adequacy of program performance, i.e., has progress been
 
sufficient in light of contextual factors? 

Third, budgetary data showing that ARSSP funds were used in accordance 
with agreements with AID will be reported periodically by the GOI' as pert of 
the program disbursemeat mechanism. These data will also have utility for 
ARSSP's evaluation regarding ministerial operations and reforms supported
 
through program funding. 

B. ARSSP EXTERNAL EVALUATION 

An external evaluation of ARSSP will be conducted after approximately 
sixteen months of program implementation (approximately November 1988). The 
main objective of the evaluation is to assess program progress as a basis 
for determining whether additional sector assistance is warranted. This 
determination will be based on a) whether program performance has been 
satisfactory, b) whether, continued program assistance for policy reform is 
needed to advance key reform activities further, and c) whether the GOI's 
economic situation neccesitates a rapLd disbursement mode of assistance 
offered by sector program support.
 

In general, the evaluation will review the status of ARSSP 
implementation in light of the benchmarks reached for policy agenda items. 
This assessment should consider the context in which the program has been 
operating. This includes economic, political and social factors that have 
affected ARSSP either negatively or positively.
 

57 
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Based on this assessment, the evaluation will estimate which policyagenda items are likely to be fully achieved by the PACD. The evaluation
will discuss the importance of tie reforms enacted as well -as those notachieved in light of ARSSP's major objectives concerning financial markets
and agricultural diversification. Special attention will be given to the
program's contribution to establishing the necessary pre-conditions for

financial market development and agricultural diversification. To the
extent possible, the evaluation will estimate the economic benefits likelyto result from the reform actions taken with ARSSP's assistance. 

A second major objective of ARSSP is to provide budgetary support to theGOI to maintain activities associated with the policy reform agenda.

evaluation will review budgetary submissions to AID as required by 

The
 
thefunding mechanism. It will be important to determine whether the GOI has
used these funds for agreed upon purposes and the general utility of the
 

activities supported.
 

Depending on the pace of implementation, the evaluation will examine the
effects of actions taken as of November 1988. As discussed earlier, it isunlikely that significant changes will have occurred in financial markets or
the agricultural sector such ain short period of time. However, it ispossible that if reforms are enacted early enough in*ARSSP, there might be
 
some indication of preliminary effects of the reform measures. Data on
pensions, insurance and banking operations will be provided by the MOF.

Comparable types of data on agro-processing, exports and rural employmentwill also be made available to the evaluation team. Though highly tentativein nature, any indications of improvements in these areas should be noted. 

Finally, the evaluation will determine whether ARSSP should be amended,and if so, recommend the policy agenda to be supported, the duration of theamendment, and the level of additional funding. The GOI's budgetary
situation and projections duFing the period of the amendment should largely
determine funding requirements. If the project is to be amended,

recommendations concerning changes in 
 the management of the program andother factors pertaining to improving implementation will be made. In
short, if the program is to be extended, the *evaluation report should aid in*
the preparation of an amendment. 

To carry out a thorough evaluation as described here, a three personteam consisting of an evaluation specialist, a financia markets economistand an agricultural economist will be needed for a minimum of twenty workdays. They should have prior experience with policy reform programs,
particularly the two economists. The technical assistance component of
ARSSP provides funding for the evaluation. 

11M1. CONDITIONS PRECEDENT AND COVENANTS 

A. CONDITIONS PRECEDENT TO DISBURSEMENT 

In addition to staudard conditions precedent (CPs) designating

authorized representatives and providing legal opinion, the GOI shallpresent satisfactory evidence to AID as follows: 
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1. First Disbursement. Prior to the first disbursement under the
 
Grant, or to the issuance by AID of documentation pursuant to which
 
disbursement will be made, the Grantee will, except as the Parties may
 
otherwise agree in writing, furnish to A.I.D. in form and substance
 
sati4factory to A.I.D., a statement of the name of the person holding or
 
acting in the office of the Grantee specified in Section 8.2, and of any

additional representatives, together with a specimen signature of each 
person specified in such statement.
 

2. Disbursement for Budget Support. Prior to disbursement under the 
Grant, or to issuance by AID of documentation pursuant to which disbursement 
will be made for budget support, the Grantee shall, except as AID may 
otherwise agree in writing, furnish to AID, in form and substance 
satisfactory to AID: 

(a) For IFY 1987/1988.
 

(1) a budget plan for the Ministries of Agriculture and Finance with 
projected needs per quarter for the remainder of Indonesian Fiscal Year(IY 1987/.1988. 

(2) evidence that a non-interest bearing separate special account (or 
accounts) has been established in the Bank of Indonesia for grant funds to 
be used to maintain budget levels. 

(3) evidence that the Grantee has established written procedures to 
manage the. program; including establishment 6f an appropriate management 
structure for the program, designation of responsible persons representing 
the Grantee for purposes of requesting funds under the program, and issuance 
of a system of internal controls adequate to ensure that program funds are
 
expended solely in accordance with the ters of this agreement. 

(b) For IFYs 1988/1989 or 1989/1990, budget plans for the Ministries of
 
Agriculture and Finance with projected needs per quarter for the respectiva

IFYs 1988/1989 and 1989/1990.
 

B. C0V ANTS 

1. Program Evaluation. The Parties agree to establish an evaluation 
program as part og the program. Except as the Parties otherwise agree in 
writing, the program will include, during the implementation of the program 
and at one or more points thereafter: (a)evaluation of progress toward
 
attainment of the objectives of the Program; (b) identification and 
evaluation of problem areas or constraints which may inhibit such 
attainment; () assessment of how such information may be used to help 
overcome such problems; and (d) evaluation, to the degree feasible, of the 
overall development impact of the Program.
 

2. Additional Special Covenants. Except as A.I.D. may otherwise agree 
in writing, the Parties agree to the following additional special covenants: 

(a) Periodic Meetings. The Parties agree on the importance of periodic 
consultations to discuss progress under the Program and agree to meet 
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whenever either Party considers consultation with the other necessary with
 
respect to the Program. 

(b> Annual Audit. The grantee shall arrange for the State Audit Board(BPKP) to conduct an annual audit of the Program, with the results of the 
audit to be shared with A.I.D. 

reasonably request showing rupiah advanced by A.I.D. or the Grantee into th 

(c) Reports, Records, Payment Verifications and Refunds. 

(1) The grantee shall: 

(A) furnish A.I.D. with such information and reports as A.I.D. may 

special account pursuant to Sction 7.2 were used for agreed upon purposes
and in accordance with agreed upon procedures and documentation; 

(B) maitntain supporting documentation for data required by
paragraph (A) above for at least three years from the date of last 
disbursement by AID under the program;
 

(C)afford representatives of A.I.D. at all reasonable times toinspect the documentation required under paragraph (B) above to enable suchrepresentatives to make such expenditure verifications as they deem 
necessary;
 

(2) In the case of any disbursement which is not supported by
documentation in accordance with the requirements of this agreement, or
which is not used for purposes agreed upon hereunder, A.I.D. may require thegrantee to redeposit the amount of such disbursement into the specialaccount for such further use as the parties may agree upon in writing. 

(d) Comprehensive Policy Agenda. 

The Grantee agrees that it shall diligently pursue the Comprehensive
Policy Agenda and its expected benchmarks submitted with the Grantee's 
request for Assistance dated July 20, 1987. 
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ANNEX I
 

ECONOMIC CONSIDERATIONS
 



This annex will address: (i) the size and nature of the economic
 
adjustment problem immediately facing Indonesia and (ii) the extent of
 
external financing being arranged with donors and banks and its sufficiency. 

I. SIZE AND NATURE OF ADJUSTMENT PROBLEM 

A. 	 NATURE Ot PROBLEM 

Indonesia has two fundamentally related but substantively different 
adjustment problems.l / The first adjustment problem 'relates to the 
relatively short to medium-term macro stabilization question, with restoration 
of balance: inu the external and budgetary accounts and resumption of reasonable 
levels of growth the principal focus of policy considerations. The second
 

.adjustment problem relates to the question of longer-term restructuring of the
 
economy away from its present inward-looking, low productivity, agriculturally

and 	oil dependevnc status to a faster growing, more outward-looking economic 
structure thtt features greater roles for labor-intensive manufacturing,

agro-processing', and non-oil exports. The two adjustment proble&,3 are related
 
in the sense thit policies beneficial to an outward looking longsr-term 
restructuring of the economy will also tend to support shorter-term balance of
 
payments adjustment. Similarly, policies which promote macro-economic 
stabilization in the short to medium-term also help to set the stage for
 
longer-term growth and restructuri g of the economy because of the pooitive
 
effect on the investment climate.2
 

Where the two adjustment problems substantively differ is that policies 
designed to achieve one set of adjustment objectives (e.g. stabilization) will 
not necessarily be sufficient by themselves to achieve the other set of 
adjustment objecti'es (e.g. restructuring), or at least within an appropriate 
time frame. For e:xample, appropriate policies for longer-term restructuring 
may ultimately aclh.eve balance in external payments, but probably not within a 
sufficient time freme to prevent severe disruption stemming from the balance
 
of payments in the short to medium-term. Similarly, stabilization policies
 
may prevent unnecesisary e"onomic disruptions in the short to medium-term but
 
will almost never be sufficient by themselves to assure long-term economic
 
restructuring in thet face of significant policy induced distortions. Ideally,
 
if both types of adjustment problems exist, as they do in Indonesia, policy
 

1/ 	 It also has a third related "adjustment-type" problem, of a more 
evolutionary nature, which might be termed the transformation problem. 
See footnote on following page. 

2/ 	 Although stabilization is necessary to improve the immediate investment
 
climate, restructuring of the economy is necessary to improve long-term
 
productivity (hunce, incomes), employment, and foreign exchange earnings,
 
Obviously, achievement of the restructuring objectives is important not
 
only for longer-term socio-political reasons but also for the improvement 
of the longer-term :nvestment climate, which in turn supports future 
growth. 



measures 
to 	deal with both sets of questions will be formulated simultaneously
 
since the policies tend to be complementary.. It is clear, however, that if an
 
economy is threatening to hemorrhage that one usually worries about the
 
tourniquet and blood plasma supplies (stabilization questions) before worrying

about broken bones or conditionf of malnourishment and anemia (restructuring
 
and transformation questiono). ­

1/ 	By these terms the following is meant: Stabilizatl % zocuees on tie 
achievement of internal and external balance and the .restoration or
maintenance of growth, principally through monetary, fiscal, and foreign
 
exchange policies. It tends to be a smoothing process superimposed upon
longer-term growth trends and is generally not designed to change the
 
underlying fundamentals except as a by-product.
 

Restructuring generally focuses upon the removal of policy-induced
 
economic distortions and significant market imperfections, working

principally through deregulation and economic liberalization policies.

Restructuring policies have the effect of raising longer-term productivity,

growth, and employment to levels higher than otherwise would have been
 
attained, i.e., raising the trend line Itself. 
Restructuring helps to
reset the framework and the ground -rulesof the economic system in which
 
development is to be accomplished. It makes other investments in the
 
longer-term development transformation process more productive than would
 
otherwise been the case because these investments are working in a more*

efficient economic system and less likely to be misguided by distorted
 
price signals. It also helps to provide the resources to help pay for

other development transformation efforts through the efficiency savings
 
directly generated by the act of restructuring.
 

Transformation focuses upon basic parameters affecting economic growth
 
and development (other than those mentioned above) such as technological

change, levels of education and training, levels of management
 
capabilities, institutional arrangements, relationships and incentive
 
systems, population growth rates, and levels of infrastructure
 
development. These parameters, when positively affected, work to raise
 
longer-term productivity, growth, and employment to levels higher than
 
otherwise would have been attained, i.e., to also raise the trend line.
 
Transformation parameters tend to be inherently more complicated and
 
difficult to affect, however, and, in principle, take much longer to
 
significantly change than reform actions initiated under economic
 
restructuring. Nevertheless, steps taken to transform the economy make
 
efforts to restructure the economy more productive than otherwise would
 
have been the case and vice-versa. Transformation works through a wide
 
variety of mechanisms and approaches, including institution building,
 
technological transfer, training, and technic.0% assistance, and a wide
 
variety of policies (often cross cutting) affecting resource mobilization,
 
access to resources, ownership patterns, l.evels of decision making,
 
attitudes/tastes, incentive systems, etc.
 

Solutions to each of these three types of economic problems tend to be
 
not only mutually supportive but necessary for a successful process of
 
long-term growth and development.
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.As we will see later, Indonesia has tended to substantively address
all three types of adjustment problems (stabilization, restructuring and
transformation) during the period 1983-86. Nevertheless, this has notstopped critics, following the September 12th devaluation, from claimingthat the present short-term stabilization objective will not be achievedunless certain additional longer-term restructuring issues (but most
vociferously, the import licensing monopoly question) are simultaneously
addressed. Although almostthere is unanimous agreement among analysts 
on the ultimate necessity of these longer-term restructuring policy

reforms, it is not true that short-to medium-term macro stabilization
cannot be achieved their absence. isin It true that addressing thelonger-term policy issues sooner rather than later wguld probably tend tc

assist achievement of stabilization objectives and would tend to go a
long way toward preventing recurring cycles of devaluation followed by

excessive external borrowing. It probably is also true that it is far
easier to obtain the more politically difficult trade 
and industrial 
policy reforms required for longar-term restructuring during a period ofeconomic crisis than after the economy has returned to some sense of

normalcy. Finally, it probably is also tootrue that ready availabilityof external finance reduces pressure to take all possible adjustment
steps on the part of the GOI. 

Nevertheless, the current sense of urgency on restructuring reforms
 
relates far more to assumptions about the 
political timing requirementsof this type of policy reform (and the present perceived window of

opportunity) than its absolute necessity for achievement of short- tomedium-term balance in orexternal payments budgetary accounts. Further,a perception on the part of the GOI that imminent external financing

requirements are overwhelming is more likely to be met by short-term
 
measures, including repressive policy responses, than by corrective
 responses that require considerable time to take effect. 
Finally, since

long-term restructuring reforms take time to produce desired balance ofpayments effects, the need for external finance will not materially
change over the short-to medium term, even if we assume corrective
restructuring steps are taken to the maximum extent possible. 
Thus,

except to the extent that the political timing argument is true in some
absolute sense and that the opportunity for reform will have irrevocably
passed wthin the next 12 months (the latter argument certainly a
debatable point), nothingthere is inherent in the present balance of
 
payments situation that demands 
 that all key elements of longer-term
restructuring reform be completed within some immediate time frame.
 

With the above thoughts in mind, we will focus exclusively on themedium-term (stabilization) adjustment problem in the remainder of this
 

B. SIZE OF THE PROBLEM 

The resolution of the medium-term adjustment problem must necessarily

focus on the achievement of a sustainable balance in both the externaland the budgetary accounts. Because inflation tends to erode the
 
external adjustment process, the traditional first-best prescription for
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dealing with an expected long-term external imbalance is devaluation 
followed by restrictive monetary and fiscal policies to reduce aggregate
 
domestic demand, Including the effective demand -or imports. The
 
adjustment process has three parts: (i) an increase in the relative price 
of tradeable goods compared to non-tradeable goods as achieved by the 
devaluation, (ii)a reduction in aggregate domestic demand, including the 
demand for imports, by the use of restrictive monetary and fiscal policy;
and (iii) the maintenance of the effective real exchange rate established 
at the point of devaluation by continuing to conta domestic inflation 
through cohservative monetary and fiscal policiesT. 

In Indonesia's case, because the budget is as disrupted by the same
 
external event (loss of oil revenues) as the balance of payments, budget

expenditure reduction becomes as important as a policy goal for its own 
sake as it is a policy instrument for achieving balance in the external 
accounts. Even i the external account did not require fiscal restraint,
budgetary balance would need to be restored for its own sake because of
 
the major loss in oil derived budgetary revenues.
 

This section will look at two broad questions: (i)what is the likely
 
outcome of current efforts at short- to medium-term external adjustment,
 
and (ii)what are the likely implications over this period for the
 
budget, given measures likely to be adopted to increase revenues or to
 
decrease expenditures?
 

1. 	External Balance
 

Current Account Deficit - The September 12th devaluation, the 
uncertainty over future oil prices, and the continuing world-wide
 
realignment of currencies considerably complicates projections of the 
current account deficit. Some of these complications, plus other topici
have already been detailed in the recent USAID reports "Preliminary 
Assessment of the September 12th Devaluation" (9/86) and "Preliminary
 
Views on the Post-Devaluation Economy" (10/86).
 

1/ 	 Indonesia was not successful in maintaining the real effective exchange 
rate following the 1978 devaluation, largely because it failed to 
sterilize the effect of the build up of net.foreign assets on the domestic 

-money supply. But it was highly successful in maintaining the real 
effective exchange rate following the 1983 devaluation. This success was 
due to a variety of reasons, including relatively restrictive mcnetary and 
fiscal policy, massive public sevts'r Investment rephasing, a floating peg
exchange rate system, and the depreciation of the U.S. dollar against
 
other major currencies beginning September 1985. Although a certain 
amount of luck was involved in the timing of the devaluation (which
coincided with a domestic recession and was further supported by the 
exogenously related U.S. dollar depreciation in 1985-86), it is also clear 
that the GOI has accepted the need for strong monetary and fiscal 
discipliae to make Its devaluations otick. For this rea:1jn there is 
strong reason to believe that the 1986 devaluation will also tend to be 
effectively maintained.
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outlook for 
Table 1 lays out the current USAID thinking on the medium-term
the balance of payments for1986/7-1990/1. the five year period

deficit, These projections suggest that the current accountafter rising to $4.8 billion in 1986/7 will quickly fall to $2.9
billion in 1987/8 and further to $1.2 billion by 1988/9. 
The current
account is projected to be roughly in balance 1989/90-1990/1.
 
In considering the plausibility of these projectionskept In mind that the assumptions It should be 

conservatively low. 
on oil and LNG are believed to beThe assumptions on non-oil exports are believed
moderately optimistic although feasible. The assumptionsplausible but probably a binding 

on imports areconstraintprojected here. on growth by 1988/9The assumptions on net services are believed 
as 

conservatively high through 1988/9. 
Thereafter, they are probably low if

non-oil growth in the economy rises much above 3% per annum.
resultan- In sum, the
projections of the current account deficit are believed
consevatively high through 1988/9.
 

1.33 
At oil prices in the $14-$20 range and at likely production levils ofMED, a rough rule of thumb would suggest anet export revenues $350 million changeper $1 change in 

suggests a $2 swing in 
In the price of a barrel of oil. Thisthe average oil price, for example, would improveor worsen the current account deficit by $700 million, depending on thedirection. This is considered a reasonable sensitivity test*(bracketing)
of the oil prices assume in Table 1.
 

Table 2 presents a summary comparison of projected current account
deficits by the IMF, the GOI, and USAID for 1986/7 through 1988/9. 
The
projected cdrrent account deficits range between $4.1-$4.8 billion in1986/7, $2.5-2.9 billion in 1987/8, and $1.0-1.2 billion in 1988/9.
Oil price assumptions differ ,ilghtly between the three projections (See
Table 5) but provide only a partial explanation of the diffqrences, as
might be expected. IBRD projections, obtained subsequent to the
preparation of the accompanying tables, suggest current account deficits
falling about halfway within the range cited for 1986/7-1988/9 and $0.5
billion higher in 1988/9 (largely because of assumed increases in
imports). In comparison with the 5current account year USAID projections, the projecteddeficits of arethe IBRD$0.2 billion in 1987/8, lower by $0.5 billion in 1986/7,and higher by $0.5billion 1989/90-1990/91. billion in 1988/9, and $0.9The difference in later years Is principally
due to higher import assumptions by the IBRD.
 
Debt Service -
 Public debt service is large and growing. 
Table 1shows the USAID estimates of.total public debt service for the period
1986/7-1990/1. 
Public debt service is projected to grow from $4.3
billion In 1985/6 to $5.8 billion by 1989/90.
based on the The USAID estimates areIBRD debt monitoring system for Zovernment and stateenterprises and reflect debt outstanding at 12/31/85, modified slightly
for estimated increases in debt service from new debt incurred subsequent
to 12/31/85. 
The estimates may be somewhat low because continuing
depreciation of the U.S. dollar increases the burden of servicing
non-dollar debt. 
In addition, grace periods for repayment of new debtmay be slightly less senerous Ph-. 
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Balance of Payment. Projections, 1986/87 - 1990/91
Table 1. Revised 

billion) 

Gross Kzports 
oil and gG 1 
Non-Oil 

Gross Imports • 
Oil and LG 3/ 
Non-Oil ±1 

Net Services 
Oil and ?JG 3/ 
Non-Oil -

Curreit Account 


Official capital 

Donor AID 6/ 

Non-Donor 6/ 


Other Capital 71 

Debt Repayment Q/ 

Net Errors & Omissions 

Change in Reserves
 
(- - increase) 


Memorandum
 

Official Reserves 


Public Debt Service 9 


Public Debt Service 
Ratio 10/ 

Assumed Oil Price (/BBL) 

Aclual 
1985/6 


18.6 

12.4 

6.2 


12.5 

2.5 


10.0 


7.9 

3.8 

4.1 


- 1.8 

3.4 

2.8 

0.6 


0.6 


1.6 


0.5 

5.8 


4.3 


21.4 


25.0 


1986/7 


13.4 

6.4 

7.0 


12.4 

3.4 

9.0 


5.8 

1.5 

4.3 

- 4.8 

5.2 

3.2 

2.0 


0.8 


2.1 


0.9 


4.9 


4.4 


29.5 


12.3 


1987/8 


14.5 

6.5 

8.0 


11.8 

3.3 

8.5 


5.6 

1.3 

4.3 


2.9 


5.8 

4.4 

1A4 


0.2 


3.0 


0.1 


5.0 


5.0 


31.3 


13.5 


Projected ­
1988/9 1989/0 

16.2 18.3 

7.4 8.9 
8.8 9.4 

11.4 12.0 

3.4 3.5 

8.0 8.50 


6.0 6.5 

1.5 1.8 

4.5 4.7 


1.2 - 0.2 

4.3 4.0 

3.7 3.0 

0.6 1.0 


0.2 0.2 


3.4 3.8 


0.1 0.2 


4.9 5.1 


5.4 5.8 


30.5 29.3 


15.0 18.0 


1990/1
 

19.8
 
9.8
 

10.0
 

12.6
 
3.6
 
9.0
 

'7.2
 
2.3
 
4.9 

0.0
 

4.0
 
3.0
 
1.0
 

0.2
 

3.9
 

0.3
 

5.4
 

5.6
 

26.3
 

20.0
 



-7­

1/ 	 Assumes oil production (including .140MBD condensate) at 1.405 MBD
 
(1986/7), 1.300 MBD (1987/8), and 1.330 MBD thereafter. LNG productioi
 
assumed st 793 HMBTU. LNG revenues will tend to be understated during
 
later years of the projection period as production levels and exports
 
Increase. Assumes average prices ($/BBL) as gollows: 

Oil LNG
 
1986/86 12. I5­
1987/88 13.5 15 
1988/89 15 17
 
1989/90 18 20
 
1990/91 20 22
 

2/ 	Assumes favorable initial impact from devaluation on non-oil exports
 
during last 4 months of FY 86/87, through 1987/88, tailing off by
 
1988/89. Numbers roughly parallel impact of 1983 devaluation adjusted for
 
timing. Long-term impact could be substantially greater than suggested

here. Non-oil exports in 1986/7 would have been about $6.5 billion in the 
absence of devaluation, based on performance of first six months. World 
economy assumed to continue 1986/87 performance.
 

3/ 	 Produced by embassy oil/LNG model. Consistent with export assumptions on 
production levels and price. Projections not strictly comparable with 
either imports or services of oil/LNG in 1985/86 because of difference in 
GOI accounting treatment. The aggregation of oil/LNG imports and services 
are 	comparable, however. 

4/ 	 Assumes that non-oil imports are only affected during last quarter of FY 
86/87 because of orders in pipeline. The decreases in. projected imports
in following periods roughly parallel the 1983 devaluation and are 
considered conservatively plausible. Projected decreases are somewhat 
less optimistic than experienced following 1983 devaluation because
 
imports have already been squeezed, massive rescheduling of state
 
enterprise projects are no longer a major alternative, and there are no
 
significant food commodity imports in the import bill as there were prior
 
to the 1983 devaluation. The 1986/7 import projection appears reasonable
 
based on estimated actual imports of $4.6 billion during the first six 
months of the fiscal year.
 

5/ 	 Net non-oil service are assumed constant e.cept for the incrliase in 
estimated debt service interest payments This appears conservative since 
the 	devaluation should actually depress service imports and stimulate
 
exports, resulting in a net decline in non-interest non-oil services. 
However, the increase in interest payments may be somewhat underestimated.
 
(Note: freight on imports is treated under services rather than imports in 
these projections. This lowers imports and raises services by roughly 
$1.0 billion.) 

6/ 	 See Table 2 and 3 for the source of estimate'. The non-donor assistance 
in 1986/87, 1987/8 and part of 1988/9 re;.asents drawdown of exiting 
commercially syndicated standby credits. 
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7/ 	Other capital represents net direct foreign investment and net private

borrowing, except in 1985/6 and 1986/7 when net state enterprise capital

flown are included. Appreciation on currency revaluation, estimated at
 
$4004500 million, is included in FY 1986/7. Appreciation on currency
 
revaluation in FY 198516 is assumed to be included in both "other capital"

and 	errors and omissions. See 5/86 IM report.
 

8/ 	 Debt amortization of principal based on IBRD 12/31/85 c-timates for GOI 
direct debt plus state enterprises, except for treatment of state 
-enterprises in 1985/6 and 1986/7. See footnote 17. A nominal increase of
0200 million to $300 million was added to years subsequent to FY 86/87.
The amortization for FY 87/88 and beyond may be progressively understated 
as repayments become due on debt incurred after December 1985. 
However,
 
this is probably not a serious understatement until possibly late in the
 
projection period, because donor borrowings generally haxi a 5 to 10 year
 
grace period. It is assumed that commercial credit drawdownas have a 3
 
year grace period.
 

9/ 	Combined interest and principal payments on direct government debt plus 
state enterprise debt. Includes LNG expansion. Source is ZBRD's 5/86
estimate adjusted for estimated additional payments on new commercial 
drawndowns subsequent to 12/31/85. 

10/ Direct government debt plus state enterprise debt as a percentage of gross 
exports of goods and services. Exports of services assumed at $1.5 
billion throughout projection period. 
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Table 2. Projected Current Account Deficits, Debt Amortization
 
and Probable Source of Financing 1986/7 - 1988/9
 

........PROJECTEn - -- ­

1986/7 1987/8 1988/9 

Current A/C Deficits
 

I M F 4.8 2.5 1.0
 
G 0 1 4.1 2.6 ?
 
USAID 4.8 2.9 1.2
 

Debt Amortization
 

I MF ? ?
 
G 0I 2.1 2.7 ?
 
USAID/B.I. 2.1 3.0 3.4
 

External Financing Requirements
 

I M F (w/USAID debt aort.) 6.9 5.5 4.4 
G 0 I (w/USAID debt amort.) 6.2 5.3' 
USAID 6.9 5.9 4.6 

Source of Finincing
 

Donor Project AID 3.1 
 3.0 3.0:
 
Commercial Standby Drawdowna 2.0 
 14 0.0
New Donor Program Support 0.1 1.4 0.7
 
New Commercial Loan* 
 - - 0.6 
Miscellaneous Capital (Net) 0.8 0.2 0.2
 

Implicit use of reserves
 

I M F -0.9 +0.5 +01
 
G 0 I -0.2 +0.7 ?

USAID -0.9 +0.1 -0.1 

Implicit Reserve Level
 

I H F (v/US&ID finance eat.) 5.3 5.8 5.9 
G 0 I (v/USAID finance est.) 6.0 6.7 ?
USAID 5.3 .5.4 5.3
G 0 1* 6.2 6.3 ?
 

* official Implicit forecast
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Public debt service does not include private debt service, estimated
 
by the ZBRD to range from $750 million in 1986 down to $520 by 1990. In 
terms of the USAID balance of payagent projections, it was assumed this 
debt Is rolled over or offset by new private cipital inflows. Subsequent 
projections received from the IBRD indicate they have made similar 
assumptions.
 

Official Capital Requirements - The current account deficit (which 
includes interest on debt as part of net services) plus the amortization 
of public debt defines the requirements for official balance of payments
 
financing, before the consideration of net private capital flows or the
 
possible use of reserves. Table 2 shows projected total external
 
financing requirements ranging between $6.2-$6.9 billion in 1986/7,

falling to $5.3-5.9 billion in 1987/8 and falling further to $4.4-$4.6
 
billion in 1988/9. The requirements for official financing are projected

somewhat lower than the above by $0.8 billion in 1986/7 and by $0.2
 
billion in 1987/8-1988/9 because of projected net private capital
 
inflows. Y All commercial credit drawings in 1986/87 and 1987/88
 
(total $3.4 billion) are made from existing standby agreements. New
 
commercial credit drawings of $600 million is assumed for 1988/89,
 
however.
 

The 5 year USAID estimate of official financing requirements, as 
relected in Table 1 rises from $5.2 billion in 1986/7 to $5.8 billion in 
1987/8 before falling to $4.3 billion in 1988/9 and to $4.0 billion in. 
1989/90 - 1990/91. Besides dpending on the projections for the durrent 
account deficit, debt amortization and net private capital flows, the
 
requirements for official financing also depend on the assumptions made
 
regarding the use of r6serves and the timing of that use. The USAID 
projections reflect the anticipated use of reserves ft lieu of possible
commercial loan standby draw down in 1986/7. However, if the GOI chooses 
to draw down the commercial standby loans in 1986/7 they could postpone
the 	use of reserves until 1987/8. This would have the effect of raising
 
official capital inflows in 1986/7 but decreasing the inflows in 1987/8
 
as shown in Table 1.
 

The source and sufficiency of probable official capital inflows will
 
be discussed in a following section. However, it should be noted here 
that drawings on new commercial credits are assumed at $0.6 billion In 
1988/9 and $1.0 billion 1989/90 and 1990/91. These levels are consistent 
with past borrowing levels and should be attainable if oil piices match 
or exceed the assumed trends and averages in Table 1. As noted elsewhere 
significant commercial loan rollover would be possible without increasing 
exposure. 

Reserves - The implicit use of reserves and and reserve levels for 
the period 1986/7-1988/9 'are shown in Table 2. These are based on both 

1/ 	Net state enterprise borrowing is included in the 1986/7 estimate of
 
net other capital inflows but not in the 1987/8-1988/9 estimates.
 
Gains on revaluation of reserves are also included in 19d6/7.
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the projected external financing requirements and the anticipated sources 
of financing. Table 2 provides a breakdown of anticipated sources of 
finance which will be discussed in a following section. On the basis of 
the projections for financing requirements and our best estimate of the 
financing likely to be available with reasonable certainty, reserves seem 
likely to decline slightly to $4.9 billion in 1986/7 and remain at that 

.level or higher through 1988/9. It is possible that reserves will not be 
drawn down in 1986/7 and that draw down of commercial standby loans will 
be used instead. This would delay but not ultimately prevent the 
projected reserve drawdown shown in Table 1 and Table 2. Reserve levels 
refleq; a $400 million currency appreciation on reserve assets in 
1986. Rough estimates would suggest this to be conservative. The 
Japanese Yen is worth about 73% more in terms of U.S. dollars that it vas 
in February 1985. Other currencies on a trade weighted basis are worth 
about 59% more in terms of the U.S. dollar than in February 1985. Over 
the same period gold has appreciated in terms of U.S. dollars by about 
30%. Official Indonesiau reserves, consisting of about $1.0 billion in 
gold and $4.8 billion in foreign currencies, have remained roughly 
constant at about $5.8 billion over the period February 1985 - November 
1986. 

To the extent that the official reserve portfolio has been held in 
major non-oil U.S. dollar currencies during the latter half of 1985 and 
during 1986, appreciation in terms of the U.S. dollar has occured. If w 
were to assume that half of foreign currency reserves were held in major 
non-oil U.S. dollar currencies during this period this would imply 
appreciation gains of almost $1.5 billion in terms of total U.S. dollar 
reserve equivalent. Appreciation on gold might be another $0.3 billion.
 
Currency appreciation in terms of U.S. dollars could have been much 
higher or much lower than suggested here. Appreciation on gold might be
 
slightly lower.
 

The size of this hypothetical appreciation (about $1.8 billion) plus 
the fact that reasonably alert currency managers could have moved out of 
dollars in sufficient time to capture much of the gain from the dollar's 
decline, suggests that substantial reserve appreciation gains have been 
made by the GOI during this period. The IMF indicates in their May 1986 
report that reserve valuation ga: ns may have been $1 billion in 1985/6 
and the International Financial Inatitute estimates valuation gains of
 
$450 million during the first 8 or 9 month of 1986. 

The IMW states that reserve valuation gains of about $1 billion were 
treated as part of errors and omissions in 1985/6. Implicitly, they have 
probably been largely offset by private capital outflows. If we accept 
that reserve valuation gains in 1985/6 have been fully accounted for in 

1/ Currency revaluation gains are shown in other capital rather than as 
a direct increase in reserves.
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this fashion then the smaJler but still substantial valuation gains in
 
1986/7 must still be taken into account. The assumed $400 million
 
valuation gain, included in other capital flows, represents a 
conservative 7 percent appreciation in reserve assets in 1986/7 ompared 
to the U.S. dollar's continued depreciation dttring this period... 

2. 	 Internal Balance 

Nominal Budgetary Levels - Table 3 shows the USAID projections of
 
nominal budgetary levels for the 5 year period 1986/7-1990/1. Nominal 
budget levels are projected to rise from Rp 21.7 trillion in 1986/7 to Rp
 
29.3 trillion by 1990/1. The budgetary projections are consistent with
 
the USAID balance of payments projections in Table 1. Totdl budgetary
 
expenditures are assumed to equal projected revenues. Development
 
expenditures are the assumed residual after routine expenditures,
 
including direct government debt service, have been covered. Debt
 
service is projected actual (based on Table 4) while roatine non-debt
 
service expenditures are assumed to be constant in real terms using the 
actual estimated expenditures for 1986/7 as a base. 

Nominal revenue projections for oil and LNC are based on the assumed 
oil prices used in the balance of payments and assume that past recovery

the 	fiscal system will continue. Non-oil/LNG budgetaryeiperience by 
revenues are projected to significantly improve in 1986/7 (based on lst 
semester results) and to grow slightly in real terms thereafter through
1990/1. All real growth in non-oil/LNG revenues Is attributed to the VAT 
and income tax.2/ Revenue projections for external assistance and 
credits assume that rupiah counterpart funds from the draw down of 
commercial standby credits will be used to finance the government 
budget, Except for a $120 million equivalent use in 1986/7, no rupiah 
counterpart funds frm reserve drawn are assumed to be used to financetho 	budcget. 

1j 	 The GOI could also improve the budgetary outlook over the projected 
period by raising domestic fuel-oil prices as the international
prices rise. above the $15/BBL level, and by raising utility rates and 
cost recovery charges. It is also mildly conceivable that tax rates 
might be raised since, he authority to do so already exists in. the new 
tax laws. 

2/ 	 The estimated other capital inflow of $1.2 billion by the IBRD for 
1.986/7 provides further indirect, although inconclusive, evidence in 
support of this assumption. See (12/86) IBRD Trade Policy Adjustment
Loan. 
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Table 3. Revised.Budgetary Projections, 1986/87 - 1990/91
 

(Rp. Trillion)
 

Revenues 2/
 

0i1/LNG 

Oil 

LNG 


Non-011/LNG IT 
Income Tax 
VAT 
Other 


Total Domestic 


External AID/Credit _/ 


Total Revenues 


Expenditures
 

Routine 

Debt service ./ 

Non-debt service 6/ 


Development 7/ 


Total Expenditures 


Non-debt 

(Z of total) 


Nmoranduu:
 

Deflated Expenditures!/ 

Non-debt 

Development 


Oil Price Assumption
 
($/BBL) 


Actual 

1985/6 


11.1 

9.4 

1.7 


8.1 

2.3 

2.3 

3.5 


19.2 


3.6 


22.8 


11.9 

3.3 

8.6 


10.9 


22.8 


.19.5 

(85.5) 


22.8 

19.5 

10.9 


25.0 


1986/7 


4.6 

3.8 

0.8 


10.1 

2.8 

3.2 

4.1 


14.7 


7.0 


21.7 


13.4 

5.3 

8.1 


8.3 


21.7 


16.# 

(75.6) 


19.3 

14.6 

7.4 


12.3 


1987/8 


5.( 

4.! 

1.1 


10.2 

3.3 

3.1 

3.. 


15.7 


8.7 


24.A 


15.8 

7.3 

8.5 


8.6 


24.4 


17.0 

:70.0) 


18.9 

13.2 

6.6 


13.5 


ojected
 
1988/9 1989/0 1990/1
 

6.9 9.2 10.7
 
5.7 7.6 8.8
 
1.2 1.6 1.9
 

10.9 11.8 12.8
 
3.4 3.7 401
 
3.9 4.3 4.7
 
3.6 3.8 4.0
 

17.8 21.0 23.5
 

6.3 5.8 5.8
 

24.1 26.8 29.3
 

16.8 18.1 18.4
 
7.9 8.7 8.6
 
8.9 9.4 9.8
 

7.3 8.7 10.9
 

24.1 26.8 29.3
 

16.2 18.1 20.7
 
(67.2) (67.5) (70.6)
 

'.7.8 18.9 19.7
 
12.0 3.2.7 13.9
 
5.4 6.1 7.3
 

15.0 18.0 20.0
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Notes: 

.1/ Projections are post-September 12th devaluation. Average exchange rate
 
1986/87 assumed at Hp. 1,420. Thereafter, assumed at Rp. 1,650
 

2/ 	Based on some oil price and volume assumptions as Balance of Payments,
 
Table 1. 

3/ 	 P.evenues for 1986/7 are estimated actual on the basis .of performance 
during first six months and the past relationship between lst semester 
receipts and receipts for the entire fiscal year.. VAT and income tax 
assumed to grow at 10 percent 1987/88-1990/91. Other revenues assumed to 
grow at 5 percent 1987/88-1990/91. Other revenues drop in 1987/8 because 
of a major decline in fuel sales. These revenues decline as international 
oil prices rise. 

4/ 	Assumes 44 percent of donor assistance disbursed prior to devaluation at
 
tp.l,125 per dollar. Assumes syndicated commercial borrowing effectively
100 	percent drawn prior to the devaluation because of fungibility effect 
(i.e., swap facilities will be replaced). Assumes no proceeds fromi 
anticipated reserve drawn down will be used for budgetary support other 
than stated. Assumes that all official capital in balance of payments 
1987/88-1990/91 used for budgetary support, except $0.5 billion each year
 
for state enterprises. This means that for 1986/87 that project aid was
converted at an average rate of Rp.l,420 - S1, that ron-donor AID was all 
converted during lt six months - Rp. 1,125 - $1, and that a small portion
of reserve drawdown counterpart funds (Rp.200 billion) was used to finance 
the budget. Approximately Rp.l.3 trillion counterpart funds from an 
estimated $0.9 billion reserve drawn down are left over and not drawn 
elsewhere in this projection. 

5/ 	Debt service is based on IBRD 5/86 projections with modest increases for
 
estimated Interest and amortization on drawdown of commercial standby
credits subsequent to 12/31/85. Debt service for state enterprises is not 
included in this projection. There is indication that in reality,
however, at least some portion of- state enterprise deht may be serviced 
through this line item. 

6/ 	 Assumes personnel, comodities, and subsidies to regions to essentially 
remain constant in aggregate in real terms. Assumes no routirA budget
subsides. Assumes increase of 5 percent per annum in nominal terms 
beginning in 1987/88. This implies that domestic fuel oil prices would
need to be 'aiased in 1989/90.(p.0.5 billion) and again in 1990/91 (Rp.0.5
billion), represerting a total 10Z increase. 

7/ 	Development expenditures are taken as a residual for projected period. 
Residual shares of GOI development expenditures, after making allowance 
for assumed donor disbursements, are not necessarily consistent with 
likely requirements for non-project expenditures. 
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8/ Expenditures were deflated for inflation and the estimated September '86
 
devaluation effect. Expenditures were deflated by 12.52 (1986/7), 28.7%
 
(1987/8), and for an additional 5% compounded annually thereafter on the

1987/8 base deflater. Inflation was assumed 5.52 (1986/7), 9.0% (1987/8),
and 5% per year (1988/9-1990/91). Real non-debt expenditures and
development expenditures are assumed proportional to their share in
nominal expenditureu. Because foreign exchange is not distributed equallybetween debt and noa-debt and between development and non-debt 
expenditures, real expenditures will not vary proportionately to nominalshares. Real non-debt service may be somewhat overstated In earlier 
periods and understated In later periods. Development expenditure is
 
unprobably overstated throughout.
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Real Budgetary Levels -. The September 1986 devaluation, price 
inflation, and the freeze of civil service wage levels seriously
 
complicates interpretation of real changes in the total budget and
 
particularly among budgetary omponents. The memorandum item in Table 3 
shows that estimated real expenditures, including the rising debt service 
component, are likely to fall from a Rp 22.8 trillion base in 1985/6 to 
Rp 18-19 trillion over most of the 5 year projection period. 

This result seriously masks the estimated trends in real non-debt
 
budgetary expenditures, including the development budget, ho'-ver. Given 

.overly simplified assumptions that are likely to understate the impact, 
real budgetary expenditures, excluding debt service are projected to
 
steadily fall from Rp 19.5 trillion in 1985/6 to Rp 12.0 trillion in 
1988/9 before climbing marginally to Rp 13.9 trillion by 1990/1 (see 
Table 3). This would imply that real budgetary expenditures (excluding
 
debt service) have fallen by 25% in 1986/7 and will fall another 18% by 
1988/89 before partially recovering. The difference between estimated
 
real expenditures (excluding debt service) in 1985/6 and projected for
 
1988/9 is negative 38%.
 

Projacted real developmint,budget expenditures will fall even more
 
precipiou.l!y. Assuming foreign exchange expenditures are distributed
 
equally in the budget between non-debt service routine and development
 
expenditures, real development expenditures would steadily decline from 
Rp 10.9 trillion to Rp 5.4 trillion by 1988/9 before partially recovering
 
at Rp 7.3 trillion in 1990/1. Real development expenditures are 
projected to fall 32% in 1986/7 and another 28% by 1988.9. This would
 
represent a 51% decline in annual real development expenditures between 
1985/6 and 1988/9. Under the projections in Table 3 real development
 
expenditures would still be 34% below the 1985/6 levels after 5 years.
 

Budgetary Composition - Shifts in nominal budgetary composition have
 
been significant between 1982/3 and 1986/7 (see Table 4). Routine
 
expenditures have inc.eased from 45% of the budget in 1982/3 to 66% in
 
1987/8 while development expenditures have declined from 55% to 34% in a
 
total budget tha has fallen (possibly 8%) in real terms over this same
 
period. The principal explanation for this shift has been the increase
 
in debt service (which is included in routine expenditures) from 6% of
 
the total budget in 1982/3 to 30% in 1987/8. Nominal budgetary
 
expenditures, excluding debt service, have decreased from 94% of the
 
budget in 1982/3 to 70% in 1986/7. Given that the total budget is 
estimated to have fallen in real terms over this period, this represents 
a major real decrease in the non-debt portion of the budget. Examination 
of the projections in Table 3 suggest that these trends will continue in
 
the future although in far less dramatic fashion.
 

C. OIL AS THE VX" FACTOR 

All potential adjustment scenarios over the next several years depend
 
critically upon the price and trend assumptions for oil and LNG. Even as
 
recently as FY 1984/5 oil and LNG accounted for 71Z of domestic budgetary
 
revenues and 72% of commodity export revenues. Since then oil prices
 
have fallen by about 60% and LNG prices have tended to follow. The
 
ictual impact on the budget and balance of payments is greater, however,
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Table 4. Comparison of Budgeted Expenditures 1982/83 - 1987/88 
(Percentage Share)
 

Routine Expenditures 

Civil Service 

Goods Procurement 

Subsidies to Regions 

Debt Service 

Food stock financing 

Other 


Development Expenditures 

Rupiah Financing (GOI) 

Departments 

Defese 
Regional Development 

NPRES 

East Timor 

Fertilizer 

Equity Investment 

Other 


ProJect AID (donors) 

Total Budget 


1982/3 1985/6 1986/7 1987/8
 

4.9 53.8 61.3 66.0
 
16.0 17.9 19.7 18.9
 
6.8 6.6 6.4 5.2
 
8.4 11.2 12.3 11.6 
6.3 15.5 19.7 29.9 
- - 1.9 ­
7.4 2.6 1.2. 0.4
 

55.1 46.2 38.7 34.0
 
43.4 27.6 22.3 10.2
 
20.0 14.1 8.3 2.6
 
3.6 1.6 1.4 0.6
 
0.7 0.7 1.2 1.1
 
9.0 6.4 6.1 4.1 
M
 
3.0 2.4 3.1 0.9 
3.5 1.1 1.0 0.4 
3.6 1.1 1.2 0.5 
11.7 18.6 16.4 23.8
 

100.0" 100.0 100.0 100.0 

Total Budget 15,607 23,046 21,422 22,783
 
(Rp. Billion)
 

Percent Domestically 

Financed 88.3 01.4 83.6 76.2 

Nominal Z Change 1/ -)-47.7 - 7.0 + 6.4 

Real Z Change 2/ 1/ + 16.3 L2.3 -12.8 

1/ Using FY 1982/3 as the base year.
 

2/ After deflating for 3/83 and 9/86 devaluations and consumer pri.te
 
increases. Deflationary factors were: 1985/6(27Z), 1986/7(6%),
 
1987/8(22%)
 



than indicated by changes in oil prices because the relatively fixed
production costs of the oil producers loom proportionately larger as
sales prices fall. This means, for example, that if average oil/LNGprices are 58% lower in 1986/7, net oil/LNG export earnings will probably
be 80-85% lower, after allowing for payment of cost recovery and profitsharing. 
The effect on the budget is far less pronounced (62% d qrease)but still proportionately greater than the change in -oil prices.-

Oil price scenarios, as currently envisioned, are noticeably less

optimistic than the price scenario assumed by the IBRD in its May 1986annual report (6201-IND). This implies, other things equal, that theIERD conclusions drawn at that time on currentgrowth and accountdeficits are probably more optimistic than warranted. However, since the
September 12 devaluation and the May 6th, October 25th and January 15th
policy packages will tend to have a favorable impact on balance of
 
payments and growth, it is 
not immediately clear whether the medium-term
outlook is more/less favorable than envisioned by the IBRD ax that time.
 
It is not inconceivable that the recent policy actions of May 6th,
September 12th, October 25th, and January 25th will tend to offset the
impact of the lower, currently projected oil prices.
 

The current working assumptions of both the GOI and the IMF on oil

prices are lower than the May 1986 I.BRD assumptions. The priceassumptions used by USAID in its September and January projections arealso lower. A comparison of oil price assumptions is provided in Table 5,including the most recent projections of the IBRD (12/86). The IBRD inits latest projections is still considerably more optimistic than the DW 
and slightly more optimistic than USAID.
 

Tabie 5. Average Oil Price Assumptions (/barrel) 

1986 1987 1988 1989 1990
 

IBED (5/86) 13.5 
 17.0 19.5 21.0 22.0
 

IBED (12/86) 12.5 16.0 18.018.0 18.0
 

If (11/86) 12.0 13.2 13.6 14.0 NA
 

GOI (1/87) 13.0 15.0 NA NA NA 

USAID (9/86) 12.0 13.5 15.0 18.0 18.0
 

USAID (1/87) 12.3 13.5 18.0
X5.0 20.0
 

l/ The fixed cost recotvery effect will produce silaz phenomena in theopposite direction as well, i.e., the percentage change in oil prices
produces more than proportional changes in net export earnings and
budgetary revenues regardless of the direction of change. 
 For

exaple, a 50% increase im average Indonesian oil prices from $12 to
18 would result in a 140% increase in net oil/LNG export revenues

and a 119% increase for oil/LNG derived budgetary revenues.
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In viewing the oil price scenarios suggested above It is important to
 
keep in mind that oil prices are highly volatile and will not necessarily 
move in a smooth upward trend. A change in worldwide production levels
 
of 1.0 MBD (current free world production of about 46 NBD) can, in 
principle, produce a $4-$5/barrel change in oil prices in the direction 
opposite of the volume change. Because of this extreme sensitivity to 
relatively small changes in production, and the existence of substantial 
excess production capacity, oil prices can easily swing by soveral
 
dollars in either direction depending on the market's perception of OPEC 
discipline - real or imagined - or other extraordinary factors 
affecting oil supply such as the Iraq-Iran war.
 

What all of this means is that future oil price levels and trends are 
highly uncertain and potentially subject to considerable volatility, until 
world-wide excess production disappears, presumably sometime in the early

1990's. The potential range in oil prices during the interim period 
(1986-90) is conceivably from about $8/barrel (and temporarily lower) to
 
about the .$27-;28/barrel or above that existed in 1985. Oil pricer could
be almost anywhere within this range (and beyond) depending on OPEC 
production levels, worldwide stock levels, unanticipated supply 
disruptions, growth in world demand, and market expectations. 

If OPEC were to strictly maintain the current production quota of
 
about 16.0 MBD, ail prices could probably be sustained at an average

$18-20/barrel over the course of a year, once the current stock buildup

is worked down and. the market accepted the new reality. (Some believe
 
that stocks could be drawn down to their 1985 levels by summer 1987 if 
adverse weatheir conditions in the U.S. and Europe continue). If the 
market believed the quota wtuld be observed, a reduction to 15.0 MBD 
might 'ee prices approaching $22-$25/barrel. In other words, if reason 
(and discipline) prevailed within OPEC, significant increases in total
 
revenues could be obtained for relatively small decreases in output. 
Relative shares of income and power are at stake, however, and it is not 
clear that OPEC has yet agreed upon whom the burden shall ultimately 
rest. Although the rccent pledges by seven non-OPEC members to decrease
 
their combined production by 520,000 barrels per day is a hopeful sign,
 
such an allAnce ut be vie!ed as even more fragile than the troubled 
OPEC group. The incentives for cheating on production agreements are
 
large and many participants are poor and in worse economic condition than 
they were 2 years ago when cheating on OPEC quotas was the norm. 

We agree with the IMF that prudent policy planning in Indonesia 
requires conservative assumptions on oil prices. In this regard the IMF 
oil price assumptions must be considered conservative under the 
circuustances and the GOI assumption for 1987/8 as reasonable. 
Nevertheless, low oil prices and smaller production volumes are not 
consistent with long-term stability in oil-dependent economies around the 
world and are, therefore, probably more likely to be unstable than higher
prices were. A rational OPEC would conclude that although a 
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proportionate decrease in production quotas would leave all members 
better off in terms of net export revenues (and consequently budget
revenues) than they were in 1986 that, nevertheless, each member would 
still be worse off than in 1985.- Further, equally proportionate
production cuts do not impose proportionately equal budgetary and bAlance
 
of payment effects because the proportion of production exported varies

considerably among the oil Droducers. The poorer countries with large

populations tend to export proportionately less of their production and
 
are, therefore, hurt relatively more by proportionate production cuts
 
that at the margin must come from their exports. A humane (and

ultimately intelligent) OPEC would skew the burden of production cuts
 
largely toward the richer members on the grounds that if the poorer

nations couldn't afford to abide by cartel rules even at W27/barrel and
 
the former 16.0 MBD quota arrangement, that they will be loss likely to

be able to do so at $18/barral. Nevertheless, ultimately all OPEC
 
members probably have to accept that they will have to live on less •
 
during the balance of the 1980a -- and a lot less if reasonable
 
discipline does not preveail. Those countries currently taking adjustment 
measures to reduce their dependence on oil will be best positioned both 
to support OPEC quota discipline and to survive its absence. 

LI1. SUFFICIENCY OF FINANCE -UNDER NEGOTIATIONS 

A. GOI STRATEGY 

The GOI strategy in its simplest terms is to maximize program or
 
local currency lending that will provide both immediate balance of
payments support as well as local currency financing for the budget. In 
principle, the source of these funds can be new lending over and above 
present project lending levels, conversion of some portion of typical
project lending levels to program loans, or reprogramming of some portion 
of existing undisbursed project pipeline. 

Secause of the seriously deteriorated public debt service ratio and
 
current uncertainties related to oil priLes, the GOI must look first to
 
the donor community for the necessary finance "o brIdge the 1986/7-1988/9

adjustment period. The GOI made its initial call for support at the June 
1986 IGGI meeting and has followed this up with negotiations with thelarger donors first. The GO has already undertaken or is still in the 
process of extensive negotiations with the IBRD, ADB, the Japanese and 
some of the smaller bilateral donors such as the Dutch. 

1/ In the short to medium-term OPEC members must be slightly worse off
 
even if prices were restored to their 1985 levels, assuming OPECshoulders the necessary production cuts. This In simply because the 
16.0 MBD quota of that period probably needed to be cut to 14.5 ­
15.0 MBD to sustain those price levels. Price levels were only being

sustained in 1985 because Saudi Arabia acted as the swing producer
and the market more or less believed tkat quotas would be adhered to. 
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The GOI strongly wishes to avoid any type of IMF standby or other
 
type of financing arrangement which is accompanied by conditionality.

Similarly, the GOI strongl7 prefers to raise new finance rather than go
through the process of an official debt rescheduling which would probably

have to be accomplished by some form of an IMF arrangement with 
conditionality. The GOI is interested in an IMF Commodity Financing
Facility (CFF), however, because it is not accompanied by conditionality

and some believe it would represent an IMF stamp of approval in the eyes
 
of the international banking community.
 

B. FINANCE CURRENTLY UNDEE NEGOTIATION 

Table 6 presents the USAID estimate of balance of payments support
 
type assistance (program loan or local currency financing) currently

under negotiation (or already negotiated) by the estimated year of.
 
disbursement. Predicted dates for final negotiation are shown in
 
parentheses following the loan name. The loan amounts are generally (bu

not always) in addition to normal project lending levels and will have
 
grace periods ranging from 5 to 10 years. Interest rates are generally
 
non-concessional although the Japanese terms appear generous. Memoranda
 
of conversation prepared during the period November-December, 1986
 
provide greater detail on most of the loans under consideration.
 

Approximately $2.1 billion in program type assistance, two-thirds 
.expected to be disbursed in 1987/8, is currently under negotiation,
approaching final agreement, or has been signed. The Japanese are 
pocerntially the most important player in terms of total resources ($1.2
illion), although the IFRD isehighly significant both in amount ($0.8 

billion) and in terms of the moral leadership being ePrcised in the 
general endeavor to mobilize program type ass.stance.' Among the 
smaller donors the USG is considering a $60 million policy support loan 
which could be negotiated by early qummer 1987 and disbursed over a two 
year period. 

Very little o2 the estimated $2.1 billion of additional balance of 
payments rupport listed in Table 6 has actually been signed as of 
February 28, 1987. However, wost of the additional financing listed is 
likely to be negotiated and/or signed within the next 1-4 monthri. 
Informal indications from GOI and IBRD officials are that listed loan 
amounts are likely to be approved. Virtually all loans under 
consideration are expected to disbursed witiin 12-18 months.
 

Relar'irely smaller progr'an loan disbursements ($0.7 billion) are 
anticipated for 1988/9 at th-lu time. Delay in negotiations could lower 
1987/8 estimated levels and increase 1988/9 estimated levels, however. 
It is also highly probable that additional program or local cost 
financing loans will be requested from the IBRD, ADB, the Japanese, and

others for FY 1988/9. The Japanese and the IBRD have indicated, in

principle, they will be open to these requests.
 

1/ The estimated $0.9 billion in assistance anticipated through the 
Japanese EXIM Bank, for example, would be in support of rupiah
 
counterpart funding requirements of existing IBRD project loans.
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Cable 6. Balance of Payments Support Currently Under Negociation 

by Year of Estimated Disbursement 1986/7-1988/9 (t million) 

IBED
 

Trade Pollcy (2/87) 

Urban Sector (5/87)

Irrigation Sector (7/87) 

Japanese
 

Exm/IBRD (3/87) 

Exim/ADB (?)

OECF - FY87 (6/86) 
OECF - FY88 (3/87) 

ADB
 

Irrigation ProJects(7/86) 
Education Projects(1186)
Other Projects (11/86) 

Othor Donors
 

USAID (7/87) 

Dutch (87) 


TOTAL 


19Ri/7 


-
-
-

-

-

30 

-

10 

10 

20 


-

-

70 

-

lQR7/ 


300 

100 

100 

-W-

600 

7 

-

160 


22 

20 

38 


30 

30 


1,400 

mini 

1022IO Total
 

3CO
 
150 250
 
150 250
 

"-0 M
 

300 900
 

- 30 
65 225
 

32
 
? 30
 

58
 

30 60
 
20 50
 

715 2,185

imu 
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The Japanese EXIM Bank may be approached for local currency
 
counterpart funding for existing ADB projects, analagous to the loan
 
currently being negotiated with the EXIM Bank for IBRD project
 
counterpart funding. It is understood that the ADB mission to Jakarta at
 
the beginning of February was to discuss this po~salbility as well as
 
potential ways the ADB might be of further direct assistance. We
 
understand, howewir, that the ADB is relatively Limited in what it can do 
in the financing of local costs and that it must essentially approach its 
lending on a project basis rather than a sectoral basis. It is also not
 
entirely clear that the ADB is receptive to Japanese EXIM participation 
in local cost financing, particularly above an 80Z total donor 
contribution.
 

It is conceivable that additional local cost financing or program 
type loans may be negotiated with some of smaller bilateral donors, 
including the U.S., during both 1987/8 and 1988/9. Although it is known 
that some bilateral donors may have misgivings about this type of 
assistance (e.g., the Dutch and Norwegians), it is likely that some sort 
of positive response will be forthcoming at the June IGGI meeting, given 
the GOI stress on its Importance. 

In sum, on the basis of available Information at this date, 0'ie 
estinced assistance in Table 6 appears likely to be forthcoming in the 
amounts and under the timing indicated. It Is also likely that 
additional loans of slmlar nature will be 7equested from the IBRD, ADB, 
and Japanese, as well as the*smaller bilateral donors, for probable 
disbursement in 1988/9. This might easily total another $0.5-$l.0 
billion beyond what in already under negotiation. 

C. ADDITIONAL COMMDITS ON OPTIONS 

As noted earlier the GOI can basically request three types of 
assistance that will help with its twin problems of balance of payments
and budgetary rupiah counterpart funding: (i) new lending of a program 
or local cost financing nature over and above normal donor assistance
levels; (11) substitution within present donor assistance levels toward 
program or local cost financing in lieu of new project financing, and
 
(iii) reprogramming of some portion of existing undicbursed donor project 
pipelines for local cost financing. To date the GOI has negotiated 
assistance in all three categories, although largely for new financing. 

USAID has been told by GOI officials that they clearly prefer the 
first option of new program type loans that are additional to existing 
donor assistance project levels or, failing that, the second option of 
substituting program loans or local cost financing for new project loans 
within normal assistance levels. It has been indicated that these 
possibilities will be exhausted before reprogramming of the existing 
pipeline might be considered. This latter process is viewed as very time 
consuming and imposes dangers that deobligated funds would not be 
replaced and that on-going project implementation could be jeopardized.
The GOT has received limited reprogramming of "excess foreign exchange" 
In the form of local cost financing from the ADB. However, since this 
reprogromming posed no threat to future project implementation it posed 
no dilemma. 



24 -


USAID has reviewed its own portfolio for the possibilities of 
reprogramming tsome portion of the undisbursed project pipeline and agreei
with the GOI both on the considerable difficulties in makinj assessments
of what might be deobligated and the implicit danger that replenishment 
of funding, borrowed from on-going project implementation may not occur.
USAID also concluded that the process of renegotiation of nev project aw 
legal documents would impose considerable administrative burden on both 
the GOI and USAID and would detract from on-going project implementation, 

D. IMPLICATIONS OF UNSUCCESSFUL ADJUSTMENT 

These do not need to be gone into in length but some of the possible 
outcomes in the event that the present adjustment effort is viewed as 
insufficient by the GOI, should be pointed out. Assuming the worst and 
that the GOI continued its past adjustment behavior, further d,,valuation
would be likely. Depending on circumstances, official debt rescheduling 
might be considered, although less formal arrangements to roll. over debt
with individual creditors might be attempted first. It is likely that am
 
fI4F standby or extended facility arrangement would be required before 
formal debt rescheduling could be successfully negotiated. It is
 
possible, depending on the circumstances, that use of IMF facilities
would be sufficient by themselves. However, since the GOI is strongly 
adverse to taking either type of measure, if forced to go to one, the GOI 
might decide to go with both to ensure that the matter was done with. 

It is possible, in preference to debt reschedullng or use of IMF
facilities, that the GOI might revert to greater restrictiveness in its 
trade and exchange controls. Although temporary 'ue of quantitative
controls might be conceivable, it is considered unlikely that present
reform trends would be reversed under the present technocratic leadership
because of the risk that the reversal would become permanent policy.
Nevertheless, it is quite conceivable that liberalization steps currently
under consideration might be postponed because of their initial adverse 
balance of payments effect. It is also conceivable that if the present
technocrat reform leadership were weakenvI or replaced as a result of 
unsuccessful adjustment (or as a result of precipitious or heavy handed
donor intervention in the reform process) that, in fact, a wich less 
enlightened and far more nationalistic or zenophobic leadership world 
result and that current reform trends would truly be jeopardized. It is 
possible under such a leadership, for example, that capital controls 
would be instituted. 

On the budgetary side the 'balanced budget" principle remains strong 
and likely to remain in place. It can be expected that expenditures willbe reduced to meet anticipated revenues if the budget is not in balance. 
Although some off-budget financing (the equivalent of deficit financtng)
can be expected to occur, it is unlikely to materially change from 
present practices. Nevertheless, the pressures would be greater to seek
relief from this source. 
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E. SUFFICIENCY OF FINACE 

On the basis of the projections summarized in Table 7, including the 
sources of finance drawn, from Table 2 and Table 6, it is believed that 
the GOI has finance in hand or in advanced stages of negotiation 
sufficient to avoid more than a $l.Qbillion dr4v down of official 
reserves over the next thrae years .-- Reserves should be sustainable 
at the $5.0 billion level 1986/7-1988/9, assuming that the conservatively 
low oil price assumptions shown at the bottom of Table 7 hold true. A 
$2-3/barrel fall in oil prices ($;0.7-1.0 billion) compared to the 
projected 
unless it 

levels in Table 7, could probably 
triggered major capital flight.'-7 be absorbed for a year, 

It Is likely, however, that confidence in the economy will grow as 
the 	GOT's handling of the balance of payments and budgetary adjustments 
are better understood. This, in turn, should help insure that private 
capital reflows will occur, further strengthening the balance of 
payments. It is also possible that some commercial lenders wll be 
willing to refinance or roll over payments falling due, without 
increasing their exposure. The IBRD has estimated that $1.5 billion of 
commercial amortrAtion is scheduled for 1987/8-1988/9, for example. 
Finally, it seems likely that additional possibilities for program or
 
local cost f!±nanrling in 1988/9 and beyond, still exist among some of the 
donors, including the IBRD and the Japanese. 

All of this suggests that, except in the case of prolonged decline in 
the oil price or sustained capital flight, Indonesia should be able to 
finance its balance of payments, at the levels projected in Table 7, with 
reasonable certainty. 

1/ 	 It in important to be aware that the accounting treatment of official 
reserves has shifted between 1985/6 and 1986/7, however. Swap 
facility purchases (apparently since October 1986) are now 
effectively included in offi6-A reservea. This implies that the 
actual outflow of official net foreign assets in 1986/7 is much 
higher that the $1.0 billion indicated above, possibly as much as 
$3.0 billion. Although official reserves will be nominally drawn 
down by $1.0 billion, total net foreign assets available to the GOI 
will have decreased substantially more.
 

2/ 	 As a rough rule of thumb a $1/BBL change in average oil prices will 
result in a $350 million change in the current account deficit. 
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Table 7. Summary External Outlook 1985/86-1990/91 ($ billion)
 

-- Pr.oject- -­
1985/6 198617 1987/8 1988/9 1989/90 1990/91 

Current Account Deficit - 1.8 - 4.8 2.9- - 1.2 - 0.2 0.0
 

Public Debt Amortization 
 1.6 2.1 3.0 3.4 3.8 3.9 

Total Finance Requirement 3.4 6.9 5.9 4.6 4.0 3.9 

Projected Sources of Finance 3.5 6.0 1.0 4.5 4.2 4.2

Donor project disbursements 2.8 3.1 3.0 3.0 3.0 
 3.0 
New donor program assistance - 0.1 L.4 0.7 -
Commercial loan standbys 0.6 2.0 L4 - --
New comercial borrowing -- 0.6 1.0 1.0
Net private capital flown 0.1 0.8 0.2 0.2 0.2 0.2 

Change inReserves (- - incresue) - 0.9 - 01 0.1 - 0.2 - 0.3 

Memorandum:
 

Official Reserves 5.8 4.9 5.0 4.9 5.1 5.4
 

Public Debt Service 4.3 
 4.4 5.0 5.4 5.8 5.6 

Public Debt Service Ratio (Z) 21.4 29.5 31.3 30.5 29.3 26.3
 

Total Debt Service Ratio (z) 26.0 36.9 34.4 34.3 
 34.3 32.9
 

Outstandlng Public Debt 
 29.4 32.2 35.2 36.0 36.4 36.7 

Assumed. Oil Price ($/BBL) 25.0 12.3 13.5 15.0 18.0 20.0
 

Source: MUW Trade Policy Adjuatment Loan, IN?, and Table 3. 
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ANNEX 11 

STAZZHENT OF WORLD BANK CHIEF REPRESENTATIVE
 
TO IooI CHAIRMAN
 

FEBRUARY 24, 1987
 



1. 	 We meet this year at a time when Indonesia is in the middle of a very 
painful adjustment to sharply diminished financial resources. 
Indonesia has been relatively successful in harnessing the oil 
revenues of the 1970a to foster economic growth and social progress.
 
GDP grew by 7.5 percent p.a., supported by a steady expansior, of 
agricultural output, especially rics, and a rapidly growing 
manufacturing sector. The proportion of population living in poverty 
declined from 57 percent to 42 percent. Infant mortality fell from 
121 to 101 per thousand, and access to primary education became 
virtually universal. However, rapid progress in these and other 
areas was badly hurt by the fall in oil prices over the past five 
years. On a net basis (i.e., after deducting related imports and 
service payments), oil/LNG earnings have fallen from a peak of over 
$10 billion in 1980/81 to below $5 billion in 1985/86 and around $2 
billion in 1986/87. Commodity prices for many of Indonesia's non-oil 
exports have also fallen, leading to a deterioration in the terms of 
trade by more than 40 percent since the early 1980s.
 

2. 	The impact of this drastic loss of resources ait the government's 
response was discussed at soma length in the World Bank's economic
 
report last year. For 1986/87, the report has been pretty close to
 
the 	mark. The government took the necessary adjustment measures, 
Including the austere budget and a 31 percent devaluation,
restraining the current account deficit in the balance of payments to 
an estimated $4-4.5 billion. Inflation has also been held below 9 
percent. eal growth has remained remarkably strong, due in part to 
the positive impact of increased non-oil exports. However, adjusting 
for the terms of trade loss, real incomes have probably fallen 
signif.cantly over the past year. 

3. 	 The prospects for the coming year, 1987/88, however, are 
significantly worse than we had projected a year ago. Firstly,
despite recent OPEC agreements, the oil price remains fragile and the
 
oil/LNC export projections made last year now seem optimistic.
Secondly, the U.S. dollar continues to weaken, adding to the real 
burden of Indonesia's debt service obligations. Accordingly, the 
debt service ratio has risen to a high level of around 38 per-ent, 
placing a strict ceilling on the extent of new borrowing that 
Indonesia can undertake to umooth the adjustment process. In this 
context, the government's continued emphasis on budget austerity for 
1987/88, as well as the recent progess on structural reforms in the 
area of the trade policy, are appropriate responses to a worsening 
external environment. 

4. 	 Because of the loss of oil revenues, most of the development budget 
is now for ongoing projects financed by foreign assistance. 
Excluding external assistance, the allocation of -upiah for 
development spending by departments has been slashed by more than 80 
percent over the past two years. Under these conditions, there is a 
acute shortage of counterpart funds to implement even ongoing
projects, let alone to support new project proposals. Nor is it 
Likely that the budgetary allocations would be adequate to provide
properly for the operations and maintenance of existing projects.
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This outcome is not the result of inappropriate budgeting: both 
counterpart funds and O& have been given high priority in the 
government's spending allocations. Rather, it simply reflects the 
massive loss of oil revenues suffered by Indonesia over the past year 
and the rising cal of external debt service on budgetary resources. 

5. In summary, revenues are sharply dcon, the government has prepared an 
expenditure program which reflects priorities that we would share but
 
for which there are not enough rupiah fiinds. Further budget cuts or
 
problems In meeting the substantial financing needed for the balance.
 
of payments may lead to serious consequences for employment..
 

6. This conundrum was anticipated in the World Bank's report last year 
where we urged donora to show flexibility in the use of both the 
existing pipeline and future commitments. The extent to which donors 
have been able to respond to this need has varied. The Japan Exim
 
Bank has signed a protocol li week for an untied loan of $905
 
million in support of rupiah counterpart of ongoing World Bank
 
projects. This is quick disbursing money .but its utilization will be 
limited by the pace of laplementation of the 21 projects to which it 
is allocated. The World Bank has approved a trade policy adjustment
loan in support of the recent measures, which can disburse very 
quickly against general imports. The ADB has provided an additional 
loa. to increase its cost sharing of ongoing education projects. And 
.several other donors have increased their support for rupiah
 
expenditures associated w-rh projects they finance.
 

7. While all this has been very helpful, the coming year calls for an 
even stronger effort, as the scope for new projects is extremely
 
limited. There are several ways inwhich donors could modify the
 
nature of their assistance so as to facilitate its effective use.
 
For exaple:
 

a. Donors could review projects under implementaton. Delete 
components that are of lesser priority and provide additional 
support for the rapid completion of the important components of 
these projects;
 

b. Donors could finance a larger ".re of rupiah expenditure on 
their projects, on a temporary "asis, facilitating more rapid
disbursements this year from existing pipeline of commitments; 

c. New projects can be designed in such a way as to support mainly
rupiah expenditures In ongoing government derelopment activities,
 
e.g. 04M expinditures or the completion of projects previously 
funded entirely by government funds; 

d. Some donors nay find it suitable to provide tied counodity
 
assistance, which could be quite useful in financing ongoing
 
Imports and providing rupiah cunterpart funda for development;
 

e. Finally, the ideal form of assistance is providing program aid
 
that can finance general imports and support the budget.
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8. 	 Each donor would obviously have to consider for Itself what forms of 
assistance It can provide, within the limits of Its operating
principles and procedures. The World Bank Is prepared to go a long
way because ye are impressed by the proven determination of the 
government to deal reavonsibly with an extremelv difficuli aennnme 
environment. 



ANNEX III
 

DEVELOPMENT BUDGET ANALYSIS
 



I. MINISTRY OF AGRICULTURE - Centt 

Declining oil revenues have prompted the Government of Indonesia (GOI) 

to institute large cutbacks in its annual budgets for the two fiscal years 
1986/87 and 1987/88. Section A describes the Ministry of Agriculture's 
(MOA) development budget, differentiating it from the routine budget. It 
also demostrates that it is appropriate to use available budgit data for 
this analysis because GOI expenditures closely track allocationA. Section B 
etaminea the distribution of the development budget between the nine 
divisions of the MOA. It also analyses nominal and real budget trends for 
the total MOA budget and selected divisions during the years 
1979/80-1986/87. Section C examines budget shares and trends for the four 
operational categories within the MOA's Research Division (AARD). AARD Is 
of particular interest to AID because of AID's large past investments in 
agriculturel research in Indonesia. Section D makes projections for the 
three years between 1986/87 and 1988/89 based on historical trends. The 
real projected values can be used to make comparisons with actual budgeted 
amounts for those yeats. Finally, Section E briefly reviews the HQA's 
.routine budxet. 

A. IRE DZVfLUEMuLf D1U1Ai' 

The HOA's bu~et and expenditures consist of the routine budget, the 
development budget, and the foreign assistance supplement to the development 
budget. The routine budget covers operational costs includit g salaries and 
compensation, travel and operating costs for buildings, services and 
maintenance. The developrent budget is entirely project driven. It is the 

* focus of this analysis because it represents the principal source for
"counterpart" funding required in most foreign-assisted development 
projects. Historically, the proportion of counterpart funding to 'foreign 
assistance funding has been 40:60. Foreign assistance funding has changed
 
little over the past two years as GOI funding has declined, leaving lower
 
proportions available for the GOI to finance development priorities
 
established independently. Both the actual decline in the development
 
budget and the smaller proportion available for the GOI's own priority
 
programs are matters of concern.
 

The analysis in the next section is based on budget data rather than 
expenditures. However, as shown in Figure 1, the budget allocation for a 
year (for the routine and development budgets combined) follows expenditures 
very closely so that the development budget is a good proxy for 
expenditures, even though the latter is slightly below funding levels in 
.each 4ame. The data used in this Annex are for the revised development 
budget in each case. The revised budget 1a the one-year development budget 
generally announced In the period renning 1.1rou October-January of the
 
current fiscal year. It differs froa the proposed development budget
 
announced in the previous year due to policy and expenditure decisions made
 
by the govenment during the year.
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B. DISTRIBUTION OF THE DEVELOPMENT BUDGET 

1. Total Budget
 

The total development budget in the Ministry of Agriculture is
 
allocated among nine divis.lons: the Secretary General (Sec Gen), the
 
Inspector General, the Directorate General (DG) Food Crops, DG Fisheries, DC
 
Industrial Crops, DG Livestock, BIMAS (the operational agency for rice
 
Intensification and extension programs), AARD (the research coordinating

agency) and the AAETE (the extension coordinating agency).
 

Figure 2 shows the total development budget for the MOA in nominal and
 
real values (1984/85 - 100) for the years 1979/80-1986/87. The budgets are
 
the revised development budgets for all years. The deflator used is the
 
ConSumer Price Index for the composite of 17 Indonesian cities. It was
 
adjusted to a fiscal year basis for this analysis. As shown, both the
 
nominal and real budgets grew rapidly from 1979/80 until 1982/83, then
 
declined sharply the following year; they recovered somewhat in 1984/85 but
 
fell even more steeply in 1986/87. In the analysis that follows, the year

1986/87 is used as a reference point to compare historical trends from
 
1979/80 to 1985/86. Wherever necessary, other marked trends are uoted for
 
the periods during which they occure
 

a. Shares of Total MOA Budget
 

As shown in Table 1 and Figure 3, historically, the largest budget
 
share within the MOA has generally been for the DG of Food Crops. Over the
 
period 1979/80 to 1984/85, DO Food "rops held a fairly constant 30 percent
 
share of the budget, the largest of any other division. However, the
 
proportion changed drastically in 1986/87 as the budget share for DG Food
 
Crops declined to about 19 percent. The shares of the other DGs and the
 
AMETE ranged between 7-11 percent over this period while that of the
 
Secretary General ranged between 0.68 percent and six percent. BIMAS' shar
 
of the budget, which had historically ranged between 11-13.5 percent (Figur
 
4), more than doubled in 1985/86 to over 26 percent of the total. The valui
 
of BIHAS' budget for 1986/87 exceeded that of DG Food Crops by Rp. 6.41
 
billion. This was the first time that the budget for DO Food Crops was
 
surpassed by any other division within the MOA. On the other hand, AARD's
 
budget share declined steadily over the period, starting at about 17 perceni
of the total MOA budget allocation and falling to a low of nine percent in 
1985/86. Although it cecovered slightly in 1986/87 to 12 percent, its shar 
declined once again and even more steeply in 1987/88.
 



Figure 2. HOA Development Budget, Nominal and Real (1979/80-1986/87) 
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Table 1. MOA Development Budget by DivIsiot, 1979/80-19S6hIS7 (Ihupah NElfmu)O 

Ilvisles P91 19Nh31 113319 113213 MUM3 W W 

lasgpecta usetal 20,60860 3561600,M 05MINO 48!;,YflO &&&IOM aw m 7 .4 m-0eS 

biuacltrse of Food Crops 21j"I41151,50 3I4,2?.,214j-ft VS; I2, ' iS,.M2g2,S 4I4,7AjIfl 34,Z42;,ZW-8f 21f&, 3iMU ­

1I#,cl.am of tadustril Crop 1851069441040 11,1110224,435 13,527,5918400 9f,2545Z@I3W t2,171,&IkM 15,M,200,003 Li&441M3MR ! ~a
 
litucturato of Livestock 1,&238S10,OOO -tI,&f43,125s5k* U1617lib,80 22 sN31U,858 22,206,I35MC 27741 I M, i057I
-,'I.~~ 
fiumctmrate 21 fisiarlds 11-251j27O005 16820519404 1121kg5itsM i,10fOG8 lI4,7~8 23142731 =0 N.1SZH2 IIIWt!&kO 
hAM leuc)) 13,000,flO fi&,Ij5,5?gOO$ 16,115,908,08 2I,270,0r1,584 17,tfl,&13,G0* I1IOZ5,518,M0 M-;4 M ik3Iu708aw 

Total 61522.&331508 II11 623:761413 l480,13,W I714"I~N IS Okufskmg 11 1TI1!Mim 1,3Y1UW Ow I" 

http:1I#,cl.am


P106i 

12 

'aa 
109 

14D oo rp 

12 nC D nusra ,rp 

Lie-Dal~tc
 
FihaDasuz 



3A B *1~ptln eaa,.ateiliU!t .i iud~l~ idtl fllgfrg5 

il
 

t 

12V. 

4­

1S 9O 1 01/2 1M2/83 1963/84 1064/66 106/,61NO/&I 1046A7 
Ymm 

0 PC 4 son 0 a A MRD X MM11 

IC w DG Food Crops
 
SGen a Secretary General

lII- ]DIHAUS 
MRD a Research Division 
AAET! Extension DivisionL-



t4 uu itt tAA g ul:1 
fil the tte redtm 1M0 41 AH Mtidi # " E 0T4 l itwWAE E 


c Ut Jteetit~ice d10/dciee 
aid A8 We 'eeut. The AAWk budget 0 cUt by1)4fyi4 pe iu1 6/8 
the bojotgHi fdlj hehlitd ieiei kg Atks 41 

t It 

but becatuse it had beeti deel~tliig siue to the cUmUlative ioss haa 

tid 1986/87,, Iii I986/87, bIHS'been high--52 percetet betwteetl ig82/83 with the highest budgetbudget was cut onily kipercent. 1edtig it 
ithin the MOA for that yedr, at p 21.9 billion. The next touralloation 


sections exaine budget trend and implicatins in greater detail tor the 

Food Crops, the AARD, IHAS and the Sen abn, 

2, DC of Food Crops 
The budget trends for DcFood Crops closely reflect the trends for the 

tOA as a whole. The nominal and real trends for the DO Food Crops are show 

in Figure 5. After a steady increase until 1982/83 and a dip in 1983/84, 

the budget for D Food Crops peaked in1984/85 at Rp. 54.24 billion and then 
in the period between 1979/80declined. The rate of nominal budget growth 

The budget started
and 1985/86 averaged 17 percent per annum while the real rate of growth was
 slower at about six percent per annum (see Table 2). 


to Rp. 15.5and fell drastically in 1986/8721.98 billion indeclining againwasin 1985/86the budget value of p.below nominalbillion. This 

1979/80, and considerably lower in real terns, as can be seen in Figure 5.
 

3. AARD 

Figure 6 compares nomina and real budget trends for the MID between 

1979/80 and 1986/87. The trend is significantly upward until 1982/83, 

although the share of MD was declining steadily over the period. The M D 

budget peaked at 21.27 in 1982/83. Thereafter,Rpthere was a sharp and 

fairly steady decline to 1986/87 when its budget amounted to Rp. 10.23 

billion. Hence, although the nominal rate of growh averaged 4.25 percent 

1979/80 1985/86, the real average rate actually declinedper annum between - the same period (see Table 2). From 1982/83 to4.95 	percent per annum ovez 
s8even more rapid-an average rate of 15.51986/87 the rate of decline 

and an even steeper average rate of 21percent per annum in noianal terms, 
D budget has fallen at a fasterpercent per annum in real term s. The a 

real rate than any other Division in the 4OA. 



_______sh lk'S A1-tlm bl o 00810 

Aleda1
,a,49 



- iti ­

30 

26 

20 

I: I A 1 0 AI 166 
"1" 

A 9 4A 

a~~ ~ + ph"b 



10 

P~jtiva 6, MkA bovai mutt suddst, Aft.6 mt4otli adit Kali 

134
 

12M 

I1I2 

I MS/t I OW/I I ftl/t2 190"/3 1ft~/W I"/t I os;s/W U 

Y40M
0s "Mr + floo 



HtA~n1Ht,* Ofjut 1, As Ohti th tAblo I,MRHA& ootdpdmlm 
69810tj Atuiddii d046 thttitit . lt W t~ddC,tttipe.ctiitibu tgHi MAASI' 	 t iAii thit bf ttiNbi diti dtitith itit ft y iil i t f t 184i 	 iailiit ttud i| tttthifitt iti thel Hdrj. Ott Aodtiual of K. 21 . 0 hifift 

iii the other divisionuit totu back t 109/010 lisdi Ot b~ift, Althught 
tice deif-nfficietcy wog adcdeved hi 9id3 AHAB tatiittes to ftoeivo & 
disoroportionatel tArte NhAta of the deveiupmtht bdAgot. Apatetlyl DIHA9is boo being used both Ed miuait levels of riee ptoduetiti and to iddrgss
btugdet problems associated twith integ ated Pest mabagemett. It has also
assumed a larger portion of the extension work that is also being dose by
.tother agencies such a the AAETE and the extension set-vice of the DGs, 

S& The Secretary .General
 

The nominal budget trend for the Sec Gen's office is shown in Figure

7. The high average rates of nominal and real grovth for the Sec Gen a 
office shown in Table 2 are somewhat misleading for two reasons. First, the 
Sec Gen's share of the total MOA budget has averaged just one percent since 
1983/84. Second, most of the increase iu this budget occured in one year

when the budget rose from Rp. 1.4 billion in 1979/80 to Rp. 7.15 billion in
 
1980/81. This was a nominal increase of 407 percent. 
Thereafter, the 
budget stayed fairly stable up to 1982/83, declined sharply in 1983/84,
recovered partially in 1984/85, and then fell back again in 1986/87 to 
slightly less than its 1979/80 level-just over one billion rupiahs. 

6. Summary of MQA Development Bud
 

o 	 Both the total HOA and the divisional budgets rose significantly 
from 1979/80 to 1982/83. The total budget grew at an average annual 
rate of about 32 percent over the four years from 1979/80-1982/83. 
The rise closely mirrors the growth in oil exports and increased 
governmental revenues from the energy industry. 

o Total and divisional budgets began to decline after 1982/83, the 
most significant cuts occuring in 1986/87. The effect of the last 
cut was to reduce nominal budget allocations to around the levels of
1979/80 for both the total development budget and most of the 
divisions.
 

o The notable exception to the recent declining trends and large 
cutbacks in 1986/87 war BIIAS, which received a disproportionately
large and growing share of the budget. Even the six pecent cut in 
1986/87 left BIM&S with a much higher allocation than it had in 
1979/80. This amounted to Rp. 21.9 billion-the highest of any

division In the OA for that year. 
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Tuhea deouibe t pe~it ore AARDha ee mroetr iuntioa a e±ititthe 

Administration, Rouearch Operations, Extension, and Mterials and upplies

The budget for Project Administration is used Iorrunning ezperimental
 
stations And travel, while Research Operation
tor include all the costs
 
alc-Uated with supplies and operations for conducting experimevts. The
 
Extension budget is used for local verification while the Materials
prts

and Supplies category consists of the budget for building and equipment
 

mailntenance, office and administrative supplies, fuel, electricity, etc. As
daTa for thee functional categories were only available oj 1980/81 ­

1986-87, the following discussion covers this period. For 1986/87, the onlyavailable data e e on aggregated Research Operations and Extension.
 

a. AAR.D Categories: Share Trend.
 

The distribution of he budge between the four categories
developmenti 


has varied in the period ,jnder review (see Table 3.b). In general, over 30percent of thu budgetahire accrued to Research and shareOperation lthis 
has increased somewhat in recent years. The shares held by ProjectAdmnistrationdaterials and Supplies have fluctuated greatly, theend 

latter more the the foner. Overall, the budget share for Project
Adminienan hasodeclined roa 30 percent ie 1980/81 to about 19 percent 
in 1986/87 hile that of caterials and Supplies has also decreased, but to 
a lesser extent, from 35 percent in 1980/81 to 26 percen in 1986/87. The 
share of Extension increased fairly steadily over thn perod from 3.66 
percent i 8 t ot epercent in 198O/86, and was dropped from the 
1986/87 budget. 
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The sharp drop in allocationa from 195/86 to 10B/87 for the tthole HOA 

is also reflected in each of AARD's functional categories) althonugh to 
VatYiflg extents. As noted above, disaggregated data for the Research and 

flovevetj if wekxtasion categories were not available for the last year. 
assume Extension's share of the budget vas unchanged at ten percent from 

1985/86 to 1986/87, the adjusted budget for Research Operations is reduced
 

to Rp. 4.5 billion. In thia case, which is quite likely, the largest
 

reductions in the last year were in Research Operations and Project
 

Administration which were cut by 38 percent and 39 percent, respectively.
 

This represented a real reduction of about 44 percent over the previous year
 

in both caaes. The cuts reduced nominal amounts to below 1980/81 levels for
 

both categories. The 20 percent drop in the Htterials and Supplies budget
 

in 1986/87 war somewhat less than for the o.,ier categories, but the nominal
 
Data were
amount allocated for the category was half as much as in 1980/81. 


unavailable for Extension allocations for 1986/87; however, Figure 9 shows
 
the interpolation explained above.
 

2. R!earch operations
 

The uominal and real budget trends for Research Operations shown in
 

Figure 10 exhibit distinct upward and downward portions, with the turning
 

point occuring midway through the period. The real budget peaked in
 

1982/83, a year eavlier than the nominal budget, and then trended steadily
 
downward. The average rate of budget growth as shown in Table 4 was 8.28 

percent per annum over the period to 1985/86, but virtually all the growth 

took place in the earlier years froa 1980/81 to 1982/83. The average real 

rate of growth for the period between 1980/81 and 1985/86 is slightly 
However, the averages disguise the fact that the nominal budgetnegative. 


declined steadily at an annual average rate of 6.8 percent between 1983/84
 

and 1986/87. The real decline was even faster at the average rate of almost
 

14 percent per annum. Notably, the largest cut occured in 1986/87.
 

/7 



- if ­

14 z 

#3 
if 

HI A AADflBB~idomfifit RWINE, NOMuIRAI aA 
-_____________4____________-______I______________.__I____ 

Kill (1064I110) 

to 

13& 
12-. 

10 

.9.4
13 

ISIC 14/3 

a. 

D/8 

+ m 

esa osU 



fMadIig A11f tiim
 



Figure 9, AM . Development Budget, Nominal Category Comparisons 

.9 

3 - --
0 

I son %I 1°1/ 9/5 .92/9 W/ ,V8Tea
 

0 Adikn + KM FA A &W 

Admin a Project Administration
 
las - Research' Operatiotts
 
Ext - Extension
 
Supp a Materials and Supplies
 



06 

W..x i&u AjMu UevGJLop~ent Budget, ReerhOveratin 

AIa 

a" *sex 



- 21 ­

3. Other Categories
 

The nominal and real budget trends for Project Administration show
 
steady'declines. The nominal budget declined at an annual average rate of
 
almost eight percent, while the real decline was even steeper at an average
 
rate of aliwst 15 pexcent per annum (Table,4). As shown in Figure 9, the
 
budget for Materials and Supplies also trended downward though much more
 
unevenly. The real average rate of decline was about half that for Project

Ad inistration. The budget for Extension is the only one that shows a
 
smarked upward trend. It grew in nominal terms at an average rate of 25
 
percent per imnum, although its share in relatively small at about ten
 
percent.
 

4. Summary
 

The major conclusions and implications of the decline in the AARD's
 
development budget are the following:
 

o 	 Budgets in all categories except Extension declined over the period 
1980/81-1985/86. By 1986/87, they had fallen below 1980/81 levels. 

o 	The Project Administration budget declined the most throughout the 
period 198081 to 1986/87, at an average real rate of 14.75 percent 
per ennum 

o 	 The Research Operations budset has been declining since 1982/83 at a 
real average rate of 14 percent per annum for the years 1983/84 to
 
1986/87. It fell an estimated 39 percent in 1986/87 from the
 
previous year. Even with the Extension budget included in that for
 
Research Operations, the allocation of Rp. 5.58 billion in 1986/87
 
represeted a real decline of.34 pernent from the amount in 1980/81.
 

The bidiet shortfalls of the past two years have put a serious
 
restriction on the GOI's funding for agriculture research, a major program

area supported by AID. Historically, GOI expenditures in real terms for
 
agriculture research grew by over 11.5 percent per year from 1975 to 1°".
 
However, as a result of the general economic downturn, the MOA budget for
 
research was reduced by nine percent In 1984/85, compared z.o the previous
 
year. In 1985/86, the MOA realigned priorities, eliminated several budget
 
categories, and managed to increase the overall budget for agricultural

research by tan percent. However, faced with continuing severe budaet
 
constraints, the agricultural research account fell again by ovar 30 percent
 
In 1986/87, compared to 1985/86.
 

In 1986/87, the AARD received a budget of Rp. 10.2 billion, which
 
represents 12 percent of the total MOA budget of Rp. 83 billion. 
Of 	the Rp.

10.2 billion, tp. 5.2 billion is committed as counterpart funds to support
 
development projects being financed by external donors. 
This means that
 
AARD is left with a total budget of Rp. 5 billion to cover Its own
 
development activities, of which agricultural research is a component.

Within AARD, about 40 percent of the total budget, or Rp. 2 billion, goes to
 
food crops research institutes for adminiscration, operation of facilities,

and research. After subtracting materials and supplies costs, less than Rp.
 
400 million is available for operational food crops research in 1986/87.
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The case of food crops research illustrates the severity of the
 
problem. There are 147 scientists (PhD and MSc holders, plus other senior
 
researchers) working with food crops. Thus, only Rp. 2.72 million per

scientist is available for research. This is far below the level of Rp. 20
 
million per researcher available in 1984/85, a level that was determined by

ISNAR during a 1985 review of AARD to be minimally adequate for conducting
 
agricultural research in Indonesia. In response to this situation, the MOA
 
adjusted resource allocations in an attempt to meet research priorities.
 
For example, although AARD's total development budget has been reduced by 30
 
percent this year, AARD has set aside 54 percent of the development budget
 
for operational research. As a comparison, 38 percent of the development
 
budget was allocated to operational research in 1984/85.
 

Despite the efforts made by AARD to adjust allocations for food crops
 
research, the absolute levels of funding are seriously inadequate. In fact,
 
given that about 30 additional scientists are expected to return from
 
training by budget year 87/88, the shortfall will be even greater, less than
 
10% of the minimum needed
 

D. BUDGET PROJECTIONS
 

In order to attempt to remedy the problems described above, projections
 
are made in this section to forecast the budget supplements that will be
 
needed over the next three years. Table 5 shows budget projections for the
 
period 1986/87-1988/89 extrapolated-from past trends in budget allocations
 
for the MOA, the DG Food Crops and the AARD. Projections were also wide for
 
two expenditure categories within the AARD: Research Operations and Project

Administration. The nominal and real projections are based on budget data
 
for the years 1979/80-1985/86 for the MOA and its divisions, and for the
 
period 1980/81-1985/86 for the categories within the AARD.
 

ine projections were ootained oy regressing the actual nominal and real
 
budget values on a time trend. They should only be regarded as indicative
 
of budget levels.if past trends had-continued. It should also be noted that
 
no assumptions are made here about whether past budget trends and levels 
were appropriate or adequate or otherwise, and whether they should have been 
continued. With that cautionary note, the projected values may be uced to 
compare actual budget allocations for a particular year with the projections
for that year to determine shortfalls. Thus, for example, as shown in Table 
5, the real shortfall for the total HOA budget in 1986/87 is Rp. 1t4.5 
billior--the difference between the projected and actual values for that 
year. Once again, judgments about the nature and extent of the shortfalls 
must be based on carefully determined priorities established by the user of 
these data. It is suggested that the comparison 6f real values is more
meaningful, and it should be noted that the analysis here is based on the 
value of the Rupiah in 1984/85.
 

Two sets of real projections are shown for the AARD total budget and for
 
its Research Operations category. The second set of real projections is
based on a shorter period when budgets were rising, from 1979/80-1982/83 for
 
AARD and 1980/81-1982/83 for Research Operations. This was done to obtain
indicators by which to increase budget levels for these categories.
 

http:levels.if
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Table 5. MOA Development Budget Trend Projections. for 1986/87-1988/89 

Actual Budget 

Budget Category 1986/87 
kin 

1987/88 
UJllons or 

1988/89 
ap.) 

1986/87 

Total MOA 
Nominal 206.49 221.87 237.24 83.10 
Real 18627 190.79 195.32 71.77 

Food Crops
Noinal 61.24 66.10 70.97 15.50 

Real 55.20 56.91 58.62 13.39 

AAI 
Nominal 19.14 19.58 20.02 10.23 
Real 16.04 14.86 13.69 8.84 
Real 2 29.77 30.96 32.15 8.84 

A :RD:Research Operations 
Nominal 9.14 9.59 10.07 4.56 Eat 
Real 7.56 7.47 7.32 3.94 
Real 2 11.17 11.69 12.21 3.94 

AARD. Project AdInstration 
Noulnas 1.68 1.23 0.78 1.94 
Real 0.37 0.51 -1.36 1.67 

e. ROUTINE BUDGET 

Although development budgets have been the focus of this analysis, a 
brief review of AARD's routine budget situation will provide an even clearer 
picture of its financial resource problem. In IFY 84/85, the routine budget 
for AARD was Rp. 9 billion. About 75 percent of this was for salaries. The 
balance was ueed for travel and facilities operation and maintenance. In 
IFY 85/86, the routine budget was increased by seven percent to about Rp.
 
9.6 billion, but the share for salaries increased to nearly 80 percent of 
the budget. The IFY 86/87 routine budget went to Rp. 1 billion and in IFY 
87/88 will be an estimated Rp. 12 billion. Eighty to eighty-five percent of 
the budget will be utilized for salaries, with annual increases largely for 
scientists who have returned from training. The most critical shortfall is 
in the operation and maintenance of facilities. In the four year period 
from IFY 84/85 to IFY 87/88, an estimated $120 million worth of construction 
will have been completed. The annual requirement for operation and 
maintenance of existing plus new facilities, equipment and vehicles has been 
conservatively estimated to be Rp. 12 bill.on in IFY 86/87 and IFY 87/88, or 
twice Its current routine budget allocation. Given this situation, the 
useful life of the extensive network of office buildings, laboratories, 



Spare parts
greenhouses, storage-areas and shop facilities will be reduted. 


for trucks, tractors, irrigation equipment, dryers, Cold storage units and
 

lab equipment cannot be purchased. Funds for fuel to operate farm
 

development, land preparation, cultivation and harvesting machinery and
 

not be available. New facilities, greenhouses, and
generators will 
As a result, Indonesia's once dynamic
laboratories will stand idle. 


agricultural research program cannot move forward and capitalize on
 

tremendous investments in infrastructure, facilities and scientific training.
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II. zINISTRY OF FINANCE 

A. BUDGET CATEGORIES 

An a counterpart to the financial policy agenda described In Annex IV
 
and Section IV of this PAAD, a sectoral budget allocation from the
 
special rupiah account is proposed to help support institutions
 
responsible for undertaking financial policy reforms. 
The major

influential actor in - (MOF)financial policy the Ministry of Finance -
is laboring under a very constrained budget.
 

B. BUDGET TRENDS AND IMLICATIONS 

Ministry of Finance - The Ministry of Finance has three major budget
categories: its annual routine and development budgets, and a share of a 
non-Ministerial development line item for special projects, The
 
non-Ministerial budget, called Line No. 16, provides funding for state
 
enterprises, among other projects. Because this budget item is a flow
 
through, i.e., from the central government to non-MOF projects, we have
 
excluded it from analysis here.
 

The MOF routine and development budgets support seven directorate
 
generals - secretary general, inspector general, budget, taxation,
 
customs and duties, internal monetary affairs, and external monetary

affairs. 
Tablea 6, 7 and 8 ohov the MOF routine and development budgets,

with FY 84 through 88 actual levels, and the percentage changes in actual
 
budgets compared to the prior year.
 

As can be seen from these tables, the-routine line item comprises
 
most (currently 90 percent) of the approved MOF budget. 
Routine budgets

for MOF, if taken in constant dollars, have steadily declined. The
 
overall result is an actual Ministry budget in 1987-88 which is 40
 
percent below the budget level in 1986-87 and 70 percent below that in
 
1985-86.
 

The nature of MOF duties Is primarily staff-oriented, which
 
translates into salaries under the routine line Item. 
All reforms
 
discussed under the financial policies section, Including banking, tax,

capital markets, and customs and duties reforms, have originated within
 
MOF. The research, legislative development, and implementation efforts
 
related to these reforms are staff Intensive.
 

What has happened at MOF is similar to AID's situation - as the 0O
 
sets strict limits on routine budget requests, pressuring staff levels,
 
more outside consultants or contractual relationships are sought. This
 
translates into Increasingly large development budget requests from MOF
 
for work which normally would would appear under the routine budget.

Unfortunately, as the tables show, the money isn't there under the
 
development budgets either. 
Thus, while the MOF has an excellent track 
record of initiating reforms from its own staff or through GOI-financed 
consulting relationships, they now must rely either on donor-financed
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projects or assume major delays in the Implementation of proposed

reforms. The recent tax reform required close to $4 million to finance
 
its implementation. Similar expenditures will be required to finance

reforms in pensions, banking and insurance to cover MOF staff training

and development as well as Industry training, and to establish an
 
effective and efficient regulatory systems. -


C. PROPOSED BUDGET SUPPORT
 

We propose a budget allocation of $6.5 million for Ministry of
 
Finance, divided approximately as $1.0 million for the Secretary General,

$5.0 million for the Directorate General of Monetary Affairs, and $0.5
 
million for the Directorate General for Education and Training. 
The
 
Ministry of Finance allocation would provide funds for technical
 
assistance and staff training needed to help develop and implement

priority legislation in banking, pensions, tax and capital markets
 
development; it would also be used to increase the efficiency of
 
administrative systems directly affecting rural incomes and employment,

salary payments, savings programs, banking supervision and organization.
 

We conclude these proposed budget items are necessary not only to
 
proceed with reforms as already enacted and initiated by the MOF, but
 
also to preserve progress made to date and to effectively utilize the
 
staff and scarce resources being financed within the embattled routine
 
budgets. Lean budgets which deprive MOF of the ability to defend
 
legislation through parliament, train staff and implement procedures,

will have a lasting negative impart on the GOI financial sector. Thus we
 
consider the proposed AID support to be an important contribution. It
 
should be noted that construction and other procurement programs under
 
development budget requests have not been included under our proposed
support packages, because these components are viewed as less critical to
 
refQrm momentum and will carry recurrent cost burdens. These other
 
development items will, we assume, be postponed until budgets are

restored to levels sufficient for financing major capital programs.
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Table 6. Budget, of the Ministry of Finance (Millions of Rupiah)
 

Office 1984-85 1985-86 1986-87 1987-88 

Secretary General 
Routine 21,766.0 26,568.0 31,573.0 L0,903.0 
Development ",894.0 95,493.8 2,930.2 1,978.7 
TOTAL 66,660.0 122,061.8 34,503.2 2,881.7 

Education & Training 
Routine 5,897.0 5,942.0 5,033.0 2,376.0 
Development 3,045.2 1,762.1 1,595.1 519.6 
TOTAL 8,942.2 7,704.1 6,628.1 2,895.6 

Capital Markets 
Routine 831.0 981.0 907.0 735.0 
Development 0.0 0.0 0.0 0.0 
TOTAL 831.0 981.0 907.0 735.0 

Tax Secretariat 
Routine 101.0 128.0 136.0 112.0 
Development 0.0 0.0 0.0 0.0 
TOTAL 101.0 128.0 136.0 112.0 

Debt Manalement 
Routine 2,645.0 3,639.0 3,782.0 2,498.0 
Development 0.0 0.0 0.0 0.0 
TOTAL 2,645.0 3,639.0 3,782.0 2,498.0 

I'nspector General 
Routine 907.0 1,472.0 1,385.0 1,047.0 
Development 359.5 330.1 139.3 87.8 
TOTAL 1,266.5 1,802.1 1,524.3 1,134.8 

Director. General Budget 
Routine 33,225.0 40,666.0 2,260.0 32,769.0 
Development 8,609.2 12,557.7 4,243.0 1,345.2 
TOTAL 41,834.2 53,223.7 6,503.0 34,114.2 

Director General Tax 
Routine 30.2 37.4 44.0 26.6 
Development 5.1 7.3 3.0 0.9 
TOTAL 35.3 4.7 46.9 27.5 

Director General Customs 
Routiue 24.3 26.0 28.0 18.0 
Development 5.2 14.4, 1.9 0.9 
TOTAL 29.5 404 29.9 18.9 
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Table 7. Budget of the Ministry of Finance (Actual Levels). 
(Mill1ons of Rupiah) 

Office 1984-85 

Secretary General
 
Routine 
 13.3 

Development 
 27.4 

TOTAL 
 40.6 


Education & Training
Routine 
 3.6 

Development 
 1.9 

TOTAL 
 5.5 


Capital Markets
Roult'I e 0.5 

Development 0.0 

TOTAL 
 0.5 


Tax Secretariat 
Routine 0.1 
Development 0.0 
TOTAL 0.1 

Debt Management
loutine 
 1.6 

Development 0.0 

TOTAL 
 1.6 


Inspector General
Routine 0.6 
Development 
 0.2 
TOTAL 
 0.8 


Director General Budget
 
Routine 
 20.3 

Development 
 5.2 

TOTAL 
 25.5 


Director General Ta: 
Routine 49,521.0 
Development 8,308.7 
TOTAL 57,829.7 

Director General Customs 
Routine 39,851.0 
Development 8,598.5 

TOTAL 48,449.5 


1985-86 

16.2 

58.2 

74.4 


3.6 

1.1 

4.7 


0.6 

0.0 

0.6 


0.1 

0.0 

Q.1 

2.2 

0.0 

2.2 


0.9 

0.2 

1.1 


24.8 

7.7 


32.5 


61,360.0 

11,997.3 

73,357.3 


42,709.0 

23,569.7 

66,278.7 


1986-87 

19.3 

1.8 

21.0 


3.1 

1.0 

4.0 


0.6 

0.0 

0.6 


0.1 

0.0 

0.1 

2.3 

0.0 

2.3 


0.8 

0.1 

0.9 


25.8 

2.6 


28.4 


72,110.0 

4,852.9 


76,962.9 


45,878.0 

3,113.7 

48,991.7 


1987-88 

6.6
 
1.2
 
7.9
 

1.4
 
0.3
 
1.8
 

0.4
 
0.0
 
0.4
 

0.1
 
0.0,
 
0.1 

1.5
 
0.0
 
1.5 

0.6
 
0.1
 
0.7
 

20.0
 
0.9
 

20.8
 

*J,612.0 
1,512.7 

45,124.7
 

29,558.0
 
1,496.3
 

31.054.3
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Director General Dowestic
 
Monetary Affairs
 

Routine 1,091.0 .1,226.0 

Development 456.1 699.8 

TOTAL 19547.1 1,925.8 


Director General International
 
Monetary Affairs
 

Routine 834.0 920.0 

Development 169.1 158.5 

TOTAL 1,003.1. 1,078.5 


TOTAL
 
Routine 156,669.0 185,611.0 

Development 74,440.3 146,569.0 

TOTAL 231,109.3 332,180.0 


1,474.0 

228.0 


1,702.0 


967.0 

72.6 


1,039.6 


205,505.0 

17,174.8 

222,679.8 


1,388.(
 
118.3
 

1,506.1
 

880.C
 
30.C
 
910.0
 

125,878.0
 
7,088.4
 

132,966.4
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Table 8. Budget of the Ministry of Finance Percentage Change from 
Previous Year 

Office 1984-85 to 1985-86 to 1986-87 to 
1985-86 1986-87 1987-88 

Secretary General 
Routine 
Development 
TOTAL ' 

22.06: 
112.7l1 
83.11 

18.84Z 
-96.93% 
-71.73Z 

-65.47Z 
-32.47Z 
-62.671 

Education & Training 
Routine 
Development 
TOTAL 

0.76 
-42.141 
-13.85 

-15.30Z 
-.482 

-13.97Z 

-52.79Z 
-67.43Z 
-56.31Z 

Capital Markets 
Routine 
Development 
TOTAL 

18.051 
0.002l 

18.052 

-7.54Z 
0.00% 

-7.54Z 

-18.96Z 
O.O00, 

-1l.96% 

Tax Secretariat 
Routine 
Development 
TOTAL 

26.73Z 
0.00Z 
26.73Z 

6.25Z 
0.00Z 
6.25Z 

-17.65% 
0.OO% 

-17.65% 

Debt Management 
Routine 
Development 
TOTAL 

37.58Z 
0.00Z 

37.58 

3.93% 
0.00Z 
3.93Z 

-33.95% 
0.00% 

-33.95% 

Inspec' or General 
Routine 62.29Z -5.91Z. -24.40% 
Development -8.18Z 31.20Z -36.97% 
TOTAL 42.29Z -15.42Z -25.55Z 

Director General Budget 
Routine 22.40% 3.92% -22.46Z 
3evelopment 45.86Z -66.21Z -68.30% 
TOTAL 27.23Z -12.63Z -26.64Z 

Director General Tax 
Routine 23.91Z 17.521 -39.52% 
Development 44.39Z -59.55Z -68.83Z 
TOTAL 26.85Z 4.92Z -41.37% 

Director General Cejtoms
Routine 7.17Z 7.42Z -35.57Z 
Development 174.11Z -86.79% -51.94Z 
TOTAL 36.80Z -26.08Z -36.61% 

la
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12.37Z 

53.43% 

24.48Z 


10.311 

-6.27Z 

24.48Z 


18.47Z 

96.892 

43.73% 


20.23% -5.83Z
 
-67.42Z -48.20Z
 
-11.62Z -11.51Z
 

5.111 -9.00Z
 
-54.20% -58.68Z
 
-11.62Z -11.511
 

10.722 -38.752
 
-88.28Z -58.73%
 
-32.96Z -40.29Z
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ANNEX IV
 

FINANCIAL. MU S POLICY ANALYSIS ,
 



A. INTRODUCTION 

A major lesson of eionomics, confirmed by experience in developing
 
countries; is that rapid growth in employment and incomes is achieved and
 
sustained best (or, perhaps, only) when resources are used relatively
 

efficiently. Markets and prices provide signals and incentives for actions
 
by entrepreneurs, traders, consumers and other paerticipants in the economy.
 
If markets serving rural areas are not allowed to develop or are subject to
 
controls, qtvotas, ceilings or floors, restrictive licensing and monopoly,
 

then prices will be distorted so that they do not accurately reflect costs
 
and opportunities. The result is always waste and often stagnation.
 

Inappropriate choices and activities will be encouraged, while genuine
 
opportunities for productive enterprise and real growth, such as the 
situation being targetted in rural Indonesia, will be discouraged or made 
impossible to pursue.
 

Thus, "getting prices right" has been recognized as a key prescription
 

for growth and development through improving resource allocation.. Correct 
prices provide correct incentives for the efficient use of resources.
 
Vigorous, competitive markets, without unreasonable impediments to entry or
 
exit, assure that the signals sent out by prices are acted upon to achieve
 

efficiency in resource use. At the same time, competitive markets will
 
assimilate demand shifts, cost savings and new technologies and adjust
 

prices accordingly to the correct level.
 

The financial sector is an important sector for developing countries. 

In many such countries, however, including Indonesia, it is underdeveloped 
or slow to develop. Financial markets and institutions should serve to 
facilitate and "intermediate" transactions between buyers and sellers, 
borrowers and lenders, ani savers and investors. The financial system can 

provide the medium of exchange, sage and convenient means to accumulate 
savings and sold wealth, and a return on these sarings. It thereby helps to 

increase the volume of savings, makes funds ("fin~ace") available to large 
and small enterprises for working capital and expansion projects, pools and 
distributes risk, and serves as an important locus for stabilization 
policy. Every kind of productive activity - in agriculture, manufacturing, 

construction, services, infrastructure, domestic and foreign trade ­

requires finance in some form. 

As Indonesia develops, more specialized financial markets.and
 

institutions are needed. For example, savings banks may focus on mortgage 
lending to support home building, rural credit programs (such as the Bank 
Rakyat Indonesia's KUPEDES savings program) may be created to serve farmers 
and other small rural businesses, managed funds are organized to take on 
pension comitments and hold long-term portfolios of bonds or stocks, and 
stock trading may be organized. The development of these institutions and 
markets will improve the effectiveness and efficiency of resource use and 
thus promote development and the growth of incomes and employment. A strong 

financial sector is vital to assure that savings are amassed and mobilized 
for a multitude of productive investment purposes througbout the economy. 

Thus, the case for more effective financial institutions and more
 
efficient financial markets is a simple but important extension of the
 
general principle in support of market efficiency. Unless financial markets
 

/ 
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are available and work well, opportunities for productive uses of the
 
country's manpower and other resources will be lost, retarding growth in
 
output, income and employment.
 

On the one hand, for example, if interest rates on deposits are too
 
low, potential savers may decide to spend rather than save, or may save only
 
by acquiring relatively unproductive assets (perhaps gold). At the same
 
time, the absence of effective, active and competitive financial
 
intermediation will cause potentially profitable and productive
 
employment-generating investment opportunities to be foregone.
 

On the other hand, an unnecessarily high bank lending rate may be the 
result of poor management and failure to control bank operating costs. With
 
active competition, such inefficient banks will.not be able to continue, but 
will lose their business to better managed banks. Yet, without such 
competition, the inefficient,banks' large spreads and high rates may
 
persist, with the costly consequence that productive projects will not be 
undertaken for lack of finance.
 

Finally, if interest rates on loans are kept low (perhaps by subsidy)
 
and credit ceilings are imposed, then it is quite likely that many projects 
with high expected returns may fail to find finance, losing out to poorer 
projects in the process of credit rationing. Subsidized loan rates create
 
the false impression that capital is cheap and labor is dear. This induces 
excessive use of capital at the expense of labor and the balance of 
payments. A more active, less restricted financial sector is needed to 
avoid losing.opportunitwies for employment and income generation and to
 
reduce such misuses of resources.
 

B. BACIMROUND - THE FINANCIAL POLICY ENVIOtEW IN INDONESIA 

The finncial sector of the Indonesian economy is not yet well
 
developed. Tha organized financial system that does exist is heavily 
concentrated in banking (80% of total. gross financial assets). Despite this 
situation, Indonesia seems to be still quite undermonetized and 
"underbanked" in comparison with other ASEAN and Pacific Basin. countries. 
In 1980, the monetary aggregate known as M2 (consisting of currency plus 
demand deposits [Ml] plus quasi-money) amounted to 16 percent of GDP in 
Indonesia, versus about 30 percent in Thailand and Korea, 50 percent in 
Malaysia, and 60 percent or more in Singapore, Taiwan, Hong Kong and 
Japan.* In more recent years, especially since the banking reforms In June 
1983, quasi-money (mostly time deposits in banks) has increased at a rapid 
pace. Yet, as can be seen in Table 1, the ratio of M2 to GDP reached only 
25 percent in 1985, 

* David C. Cole and Hugh Patrick, "Financial Development in the Pacific 

Basin Market Economies." Development Discussion Paper No. 182, HIID, 
1984.
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Table 1, 	 Monetary Aggregates, 1979-1986 (in trillions of Rupiah and as 
percent of GDP)* 

Ml Quasi-Money** M2 

1979 	 3.4 (9.9Z) 1.8 (5.3Z) 5.2 (15.2Z) 
1980 	 5.0 (10.2) 2.7 (5.5) 7.7 (15.7)
 
1981 	 6.5 (11.1) 3.2 (5.5) 9.7 (16.6)
 
1982 	 7.1 (11.4) 4.0 (6.3) 1.1 (17.7) 
1983 7.6 (10.3) 7.1 (9.6) 14.7 (19.9)

1984 8.6 (10.0) 9.4 (11.0) 18.0 (21.0)
 
1985 10.1 (1.1) 13.0 (14.4) 23.1 (25.5)
 
1986 (No, 11.4 16.6 28.0
 

itMoney stock figures at year-end 
* Time and savings deposits, including foreign currency deposits 

Source: Bank Indonesia, Weekly Report, No. 1450, 19 February 1987 

. kn 

The banking system consists of the central bank (Bank. Indonesia), five 
large government-owned commercial banks, 70 privately-owned commercial baid 
("national private banks"), 11 foreign banks, three savings banks (one 
state-owned, tso Rrivate) plus 28 development banks, which in faci act as 
commercial banks. One development bank (Bapindo) is owned by the central 
government, 26 are local govarnmenr banks and one is private. Bapindo is 
usually included with the five government-owned commercial banks to form t] 
group of "state banks." 

There are also twelve non-bank financial institutions (NBFI) closely 
associated with banks. Almost all of these NBFIs are owned it majority 
share by one or more of the state banks or Bank Indonesia. The NBFIs appei 
to operate similarly to comerciql banks and have been used as a means to 
enter into loans and investments not easily accessible to the commercal 
banks. Despite the NBFIs ostensible purpose of engaging in medium- and 
loug-term finance, the vast majority of their approzimately Rp. 2 trillion 
of gross assets takes the form of short-term marketable and non-marketable 
securities. 

2. Insurance 

Other organized fluancial Institutions are active but generally still 
weak. The life Insurauce industry, for example, had aggregate gross assets 
of 1p. 409 billion at the end of 1985, equal to 1.5 percent of assets in tl 
banking system. This asset value isnot trivial, yet it is made much less 
impressive by the fact that half the industry's investment portfolio is he 
in bank time deposits and another 20 percent is represented by policy 
loans. Despite the life iusurance industry's apparent long-term 
obligations, it has not been a substantial provider of long-term credit: 
only 20 percent of its portfolio is in bonds, shares and mortgages. 
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The general insurance industry, writing liability and loss coverage, had
 
assets of Rp. 778 billion and an investment portfolio of Rp. 400 billion in
 
1985. lere than 85 percent of the portfolio was in time deposits. A single
 
state-owned firm dominates this part of the insurance industry, dccounting fo: 
more than 40 percent of assets and premiums, although there is one strong 
competitor among the 53 national private companies and 12 foreign/joint
 
venture compan.ies in the industry.
 

3. 	Pensions
 

Funded pension plans are also present in Indonesia. To date, most pensiom
 
funds have been sponsored by the government or by state-owned enterprises.
 
The number of registered private pension funds has been increasing in recent
 
years, however. Presumably, this is due, at least in part, to the favorable
 
tax treatment accorded to pension fund contributions in the new income tax lai
 
that took effect at the beginning of 1984.
 

TASPEN, the pension fund for state employees, is by far the largest fund,
 
with assets of about Rp. 2 trillion. Perum ASTEK is another government fund
 
in which participation is required for all employees of firms with more than 
25 employees. It is not strictly a pension fund, because it does not make
 
disbursements in the form of an annuity. Instead, it distributes the full
 
cash value of a member's share at the time of his or her retirement or
 
disablegent.. At the end of 1985, there were 1.8 million members, and the
 
total value of assets was Rp. 256 billion. More than half of TASPEN 
investments were in time deposits, while share holdings and mortgages
 
accounted for 13 to 14 percent each.*
 

Total assets in 73 other registered pension funds are estimated by
 
Ministry of Finance officials to be only about Rp. 4.5 billion. At the end of
 
1985 the 20 largest of these pension funds, each sponsored by a state-owned
 
enterprise, reported total assets of Rp. 3.7 billion, invested almost
 
exclusively in time deposits. Obviously, these pension funds are not yet a
 
major factor in the financial system of Indonesia.
 

4. 	Stocks and Bonds
 

In 1977, in an effort to establish an active capital market, the 
government opened a stock exchange complete with a modern building containing 
a spacious trading floor. Unfortunately, in an effort to insulate customers 
from risk, the two government agencies involved have so overregulated trading
that the exchange has yet to be an attractive continuing source of finance for
 
private national (domestically-owned) firms. Generous tax-saving incentives
 
may have made it attractive to foreign firms early on; but, in any event, only
 
24 companies - the majority being foreigu firms compelled or heavily pressured 
to offer shares - are listed. Trading, while never great, has been very low
 
in recent years. The total market value of shares was Rp. 95 billion in early

1985. P.T. Danareksa, a state-owned "national investment trustm that has 
played a major role in underwriting issues and controlling trading on the 
exchange, held 38 percent of this total. 

* 	 1985 Annual Report of the Directorate for Financial Institutions, 
Mnistry o Finance. 
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The bond market begun in 1983 has handled issues totalling
Rp. 155 billion. All three issuers are state-owned enterprises, and their 
bonds reportedly have been guaranteed as general obligations of the GO. 
Despite that, the buyers have been almost exclusively Danareksa and TASPEN. 

5. Operation of the Financial System 

Banks, as discussed earlier, dominate the financial system of 
Indonesia. Therefore, to assess prospects for growth In the finance sector,
especially rural finance, it is important to understand the structure of the 
banking system. 

One notable feature is the extent to which banks are government-owned.
 
Although the government-owned banks are considerably outnumbered by the

national private banks and foreign banks, the group of "state banks" (five
 
commercial banks plus Bapindo, the state development bank) accounts for more

than 70 percent of the banking business as measured by either total deposits
 
or total credit outstanding. They have reached th4s size with advantages,
including a captive market of more than 200 state-owned enterprises and 
favored access to credit from Bank Indonesia. The state banks operate
branches throughout Indonesia, giving them a nationwide presence that should 
be manifeat in a strong ability to attract deposits and demand for credit. 

With few exceptions, most national private banks are small. Partly 
because private banks tend to be owned by or linked to business groups
controlled by Chinese-Indonesians, they have met barriers to branching and 
expansion. Only 10 of the 70 private banks have been designated foregn
exchange banks and allowed to engage in foreign exchange transactions. In 
addition, no foreign banks have been allowed to enter Indonesia in the past
10 years. For those already here, operations are officially confined to 
Jakarta and limited to two branches. 

Bank Indonesia (BI) has pk-yed a broader, more interventionist role 
than usual for central banks. It has been a significant direct lender to 
non-bank enterprises (usually government agencies) and an investor in other
 
ventures. As an "agent of development," BI has attempted not only to

control the volume of domestic credit but also to determine and guide its 
allocation and use. 

In the 1970s, the government established a series of priority programs
(including Kredit Investasi, BIM - rice intensification, KIK/KMP-small
industry and many others) that featured lending by state banks at low, 
controlled interest rates. Bank Indonesia effected subsidies in support ofthese priority programs by granting banks generous liquidity credits at low 
interest rates. These priority lending programs still continue. Other 
priority lending (to Pertamina and Bulog, for example) was done directly by
BI. The government supported thase loans by not taking interest on its own
deposits with BI. As oil revenues surged upward, BI was called upon to 
limit their monetization. In a climate of interest rate controls and 
subsidized priorities, credit ceilings were believed necessary to achieve 
the desired limitation on the expansion of domestic credit. 

Necessary or not, they were effective in limiting aggregate credit 
expansion. Before long, these ceilings were made more detailed and sector 



specific with the aim of steering the available credit into "appropriate"
 
chosen areas of enterprise:
 

Under these measures and policies, the banking system - indeed, the
 
whole financial system - was repressed. It was not allowed to develop new 
instruments or markets, nor to respond to price and market signals of 
changes in the demand for finance. Government was the principal source of
 
savings flows into the banking system. The liquidity credit system gave the
 
privileged state banks access to funds. Combined with tight credit. 
ceilings, liquidity credits assured that the state banks had excess 
reserves. The banks had little or no reason to seek additional deposits 
and, in fact, little potential to do so since deposit interest rates, set by
 
BI, were kept at low levels. Private and foreign banks lacked access to
 
liquidity credits so they did have an incentive to mobilize savings.
 
Because I did not regulate their interest rates, these banks could and did
 
seek deposits by offering higher rates. However, availability of excess
 
reserves of the state banks through the interbank funds market limited the
 
need for this, and the private and foreign banks also faced credit ceilings.
 

At the same time, the system left little role for market factors in 
bank rationing of funds. Priority lending came first with the support of
 
liquidity credits. Beyond that, sector-specific credit ceilings were
 
intended to determine the activities for which one could borrow. These
 
detailed credit ceilings were a poor idea, and it is doubtful that they
accomplished very well what BI intended. One probable consequence of the
 
sector-specific credit ceilings was to raise the borrowing rates in
 
informal, unregulated markets. Another unintended (but likely) consequence 
was to encourage business conglomerates, since funds borrowed for a priority 
purpose could actually provide finance for other group projects in other
 
sectors not favored by BI allocations.
 

6. Deregulation 

A major move to liberalize this financial system was taken in 1983.
 
Government "technocrats" had become increasingly concerned about excessive
 
dependence on oil revenues and the negative effects of protectionist
 
policies for non-oil exports, private investment and employment growth. The
 
whole system was retarding financial growth in the economy with detrimental
 
consequences for the mobilization of pevate financial savings to finance
 
domestic investment. The system was also fostering waste through overly

bureaucratic management of state bank operations. Finally, deterioration of
 
the balance of payments and government revenues because of declining net oil
 
revenues during 1982/83 had given special urgency to concerns about economic
 
policy.
 

The government undertook a far-reaching banking reform on June 1, 
1983. The changes were not expected to give Imediate short-run relief but 
to initiate the development of a stronger financial system. The main reform 
measures were:
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" 	For state banks, complete deregulation of interest rates on time
 
deposits, and deregulation of lending rates for all loans except those
 
made under priority programd for which subsidized liquidity credit was
 
provided. (Deposits and lending rates for other than state banks were
 
already unregulated.)
 

o 	 73l1i4Ation of credit ceilings for all banks. 

o 	 The announced Intention to reduce the use of liquidity credits from BI tc 
fund priority programs. 

The reforms had prompt impacts on time deposit rates and the volume of 
time deposits in banks. As Table 2 shows, state banks' interest rates 
nearly doubled to approach the average rates paid by private and foreign
 
banks. As expected, the level of time deposits in state banks grew at an
 
accelerated pace compared to the pre-reform period. Yet, as may be seen in
 
Table 3, the state banks' success in attracting deposits.was modest when
 
compared to the record of the private banks. Even without substantial
 
increases in their deposit rates, the private banks - released from fixed
 
credit ceilings - were able to sustain rapid growth in the level of 
deposits, and easily outpaced the state banks. Even the foreign banks,
 
handicapped by their inability to branch, sustained more rapid growth than
 
the state banks.
 

One reason the state banks were less successful in attracting deposits
 
in the face of active competition is undoubtedly their lack of experience.
 
Their management and staff were poorly prepared for the more competitive
 
environment into which the reforms threw them. Another cause may relate to
 
BI's "administrative guidance" that reportedly has urged moderation in
 
raising loan rates and deposit rates and in pursuing deposits in general.
 
The state banks are not pleased by their new mandates to mobilize funds and
 
improve credit operations. Nor has BI enthusiastically embraced all the
 
reforms and turned eagerly to the difficult task of adjusting to the new 
situation. 

Table 2. Interest Rates on 12-Month Time Deposits at Commercial Banks,
 

1979-1986
 

Date State Banks Private National Banks Foreign Banks
 

1979 9.0 Z 19.6 2 
1980 9.0 Z 20.1 Z 
1981 9.0 Z 19.4 Z 
1982 9.0 2 19.3 Z 
1983 17.5 Z 19.7 Z 
1984 18.7 Z 20.4 Z 
1985 17.8 Z 19.8 Z 18.1 Z 
1986 (June) 15.0 Z 15.92 

39 



Table 3. 	Volume and Growth Rate of Time Deposits at Commercial Banks,
 
1979-1986 (in Billion of Rp. at End of Year)
 

Date 	 State Banks Private National Banks Foreign Banks
 
Volume Growth Volume Growth Volume Troth
 

86 ­- 123 ­1979 775 

1980 903 16.5*Z 209 69.9 Z 157 82.6 Z
 

382 	 82.8 Z 260 65.6 Z
1981 1093 21.0 Z 

1982 1231 12.6 Z 572 49.7 Z 360 38.5 Z
 

30.0 Z 	 88.5 Z 476 32.2.2
1983 	 2831 1078 


1984 3497 23.5 Z 1750 62.3 Z 696 46.2 Z 

1985 5337 27.0 Z 2755 30.5 Z 676 -2.9 Z 
1986 (Sept.) 6416 27.0 Z 3386 30.5 2 816 27.6 Z 

The most telling indicktors of "Inertia" in the banking system are
 

summarized in Table 4. Despite the announced intention to reduce reliance
 

on liquidity credits, the level of such refinancing by BI haq continued to
 
grow. In March 1983, before deregulation, liquidity credits amounted to 3: 

percent of total commercial bank credit outstanding to private and public 

borrowers.* At the end of 1986 the figure was still 32 percent.** 

Table 4. 	Liquidity Credits to Banks, Direct Credits, and, Other Facilities, 
1981-1987 (in billions of Rp.) 

Liquidity Direct Discount Windo
 
Date Credits Credits and Special Cred Other* Total
 

March 1981 1521 2324 0 	 358 4193
 
460 5587
1982 2495 2632 	 0 


0 568 6591
1983 3635 2388 

1984 3764 2292 0 596 6652
 

7972
1985 5881 938 172 981 

0 1058 8814
1986 6758 998 

15 	 9838.
Jan. 1987 	 7764 1157 902 


* 	 Relates mostly to manufacturinp industry, probably for P.T. Krakatau 
Steel. 

*) 	 Liquidity Credits of 3635 vs Total Credit Outstanding of 11315; 
3635/11315 - 0.321 

**) 6758/21432 	a 0.315 

/35 
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Of the major priority credit programs, only BIMAS was phased out or 

declined markedly during the period. The new export credit program begun in 

June 1983 grew rapidly, far outstripping the reduction in liquidity credits 

for BIMAS. Sore of the increase in liquidity credits is the result of 

substituting loans through the state banks for BI credits previously 
extended directly to economic units (e.g., Pertamina and BULOG). But total 

BI credits (direct and indirect) rose each year.
 

Table 4 also shows how little use has been made of rediscounting and 

special credits to the commercial banking system. Although rediscount 
facilities were generally made available, BI reportedly discouraged. their 
use*
 

The government needs to consider carefully its priority lending
 

programs and the degree to which interest rates should be controlled and
 
subsidized. Few priority lending programs have any clear feature or basis
 

to justify their continuation, much less a subsidy to the cost of capital.
 

Priority loans are typically made at 12 percent interest, in contrast to
 
Such differences may encourage
non-priority loans at 24 percent or more. 


the misuse of financial resources and thus run counter to the btsic thrust
 
of the free market, private enterprise liberalization and reform movement.
 

toWithin the banking system, the growth of priority programs will continue 
retard the acceptance of and adaptation to the 1983 reforms. 

The impact to date of the 1983 banking reforms cannot fairly be 
described as dramatic. While private and foreign banks now operate in a 
more hospitable environment and have seized new opportunities for profitable 
finandecal intermediation, the dominant state banks have changed little and 
still operate in a favored, protected environment. Bank Indonesia continues
 

toto adjust to a less interventionist role. There is still much to be done 
establish a more open, responsive, effective and efficient banking system. 
Several of. the more urgent actions form the basis of the financial policy 
agenda.
 

C. PROSPECTS FOR POLICY REFORM
 

The Government of Indonesia has taken huge strides towards a 
fundamental reform oZ its economy. The last four to five years have been a 
part.cularly intense period of major reform actions in economic policy. But 
the shift in thinking and policy did not begin in 1983 and the reform 
procets certainly must not ,ud in 1987.
 

Government offi.:ials azu committed to a comprehensive reform, and they 
understand that the process will take time and that progress will not be 
stecody. An influential group of Ministers and economists are leading the 
movement toward a more open, more outwaed-looking economic system. From
 
experience, they know that protection, subsidies, excessive regulation of
 
industry, exclusive trading, monopolies and the like inhibit private
 
enterprise, create waste, and retard the growth of income and employment.
 

For example, examine what occurred in the Indonesian economy in the
 

1970s. Indonesia experienced rapid growth of GDP and especially rapid
 
growth of manufacturing output throughout the decade. Obviously, oil
 
revenues were a major factor in making this possible, but they also created
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problems for macro-economic policy and for traditional rural industry and
 
non-oil exports. The government managed macroeconomic policy fairly well,
 
prudently building up foreign reserves and keeping domestic spending in
 
check. The inflationary excesses and massive debt problems experienced by
 
other oil exporters such as Nigeria and Mexico were thus avoided.
 
Unfortunately, "Dutch disease" problems were not handled as we]l. As the
 
rupiah become overvalued, demand for traditional export crops tended to 
increase slowly or decline. Zealous industrial planners pushed the
 
import-substitution strategy hard with subsidized credit, generous tax
 
holidays and other concessions, and excessive protection of manufacturing
 
production for the domestic market.
 

Despite rapid output growth, it became increasingly clear that all was 
not well with the economy. Production was too capital intensive in almost a
 
fields. The more capital-intensive manufacturing industries tended to be th 
most protected, and thus the ones that grew fastest. Employment growth in 
manufacturing and agribusiness was inadequate, far less than output growth.* 
Virtually no manufactured or processed goods were exported. The "high-cost 
economy" became a major concern. For some officials, it meant that still mo 
protection from foreign competition was needed, thus increasing the 
difficulties of those pushing reform. 

Economic theory and experience strongly suggest protection and detailed 
government inutrvention are the problem, not the answer, for Indonesia. 
Markets can and should guide consumers' choices. Prices should be set to 
provide proper incentives for private action, not be controlled to thwart 
opportunities. Recognizing this, the government, led by the "technocrat"
 
group, .begaL to reverse the previous direction of policy. They began to
 
pursue a broad program of reform aimed at strengthening market forces and 
establishing a positive itmosphere for domestic and foreign private
 
enterprise. The atmosphere is becoming more hospitable to the continued
 
growth of output and employment opportunities, and an economy and government
 
budget less dependent on petroleum revenues.
 

The beginning of the reform process might be marked by the 34 percent
 
devaluation of the rupiah on November 15, 1978. This was an historic
 
occasion: a devaluation aimed at correct domestic pricing. The action was 
the first (certainly one of the few) devaluations undertaken anywhere to 
correct pricing rather than to correct or ease a balance-of-payments problem.
By raising the price of imports and exports, the devaluation gave a boost to 
all local industry. In addition, by raising the relative cost of imported
capital goods, it fostered the growth of labor-intensive production that woul 
provide more employment opportunities and better export markets. To sustain 
the relative price change, the government pursued d tight fiscal and monetar) 
policy after the devaluation. Many other reform actions aimed at improving
the investment climate preceded this surprise devaluation (e.g., a revision 
and regularization of non-oil mining contracts), yet none were as seminal as 
the devaluation. 

The elasticity or buoyancy of employment w.th respect to manufacturing 
output was only about .3, meaning that a 102 growth in output was 
accompanied by only about a 3Z increase in manufacturing employment. 



Soon thereafter, study, analysis and preparation were evident in
 
changes affecting a variety of policy matters, including a sweeping reform
 
of the tax system; rationalization, reduction and equalization of the tarif
 
structure; lower costs of licenses and reorientation of the BKPM (capital
 
investment coordinating board) away from investment regulation and back
 
toward investment promotion.
 

We conclude from recent experience that the GOI is committed to a
 
long-term restructuring of its economy to promote employment and incomes, a
 
evidenced by well-thought out agendas of policies and actions. Also,
 
studies have not been rushed to conclusion, and proposed reforms have been
 
drawn up carefully. Officials in charge have developed (and sold in high
 
places) a consistent program of policy reforms more receptive to innovation
 
and entrepreneurship in the market. The government must continue
 
establishing "rules of the game" for healthy-competition through better
 
laws, regulations, and administration, rather than continue suffering'the

retarding consequences of "the game of rules."
 

While not all has gone smoothly - witness the great rush into
 
non-tariff barriers and import licensing that occurred in the early 1980s 
-
the current economic situation provides new incentives to the GOI to
 
reexamine past policies and to examine new possibilities. Thus, the next
 
two to three years should be a period of unique opportunities, wherein USAII
 
support can be expected to make a significant contribution.
 

D. FINANCIAL POLICY AGENDA - RATIONALE AND IMPACT
 

As reviewed in the previous section, a broad economic reform is
 
underway now in Indonesia that is shifting attention away from the
 
production of import substitutes and toward the Increased production of
 
manufactured exports and, simultaneously, toward much greater encouragement

of private sector production and entrepreneurship. Steps have been taken on
 
many fronts to improve the investment climate and business environment.
 
Reform measures are being planned with holistic, long-run objectives in
 
mind. Yet, in view of the serious problems to be faced immediately, there
 
is danger that reform momentum will be lost, through reform actions which
 
exacerbate short-term problems. For example, the recent customs reforms,

designed to promote exports by lowering the costs of imported raw materials
 
to export producers, carried real immediate costs to the current account.

'Thus, immediate budget and balance of payments problems will provide targets
 
for opponents of reform and a challenge to those officials seeking to
 
continue market-oriented reforms.
 

Several measures of special concern for the development of financial
 
markets merit consideration. The financial policy agenda and milestones
 
focus on several keys areas, noted below, and described further in*Section
 
IV.B of the PAAD.
 

1. Banking 

The data and analyses show that the results of the 1983 banking reforms 
have not yet been fully realized. State banks and, indeed, the whole
 
commercial banking system, are still heavily dependent on credit from Bank
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Indonesia, and they are not yet as free of BI's "administrative guidance,"
 
as was intended. The extent of credit subsidization administered through
 
the banking system ensures that the envisioned competitive,
 
market-oriented banking system is still.remote.
 

The problem must be attacked on several fronts: (1) The government
 
must reassess its credit subsidy programs. Several of these programs
 
cannot be supported on economic grounds. The tight budget may be seized
 
as a counter to political arguments to justify reducing or stopping credit 
subsidies. If subsidies are to continue, then they should be open, not
 
hidden within the banking system (2) State banks must accept a less
 
protected positiou. If there is to be competition, let there be freer
 
markets (3) Entry and branching must be less restricted to promote the
 
rural finance sector (4) Bank Indonesia and the government must cooperate
 
to develop new credit instruments to serve as a basis for open market
 
operations to control reserve positions and accessibility to domestic
 
credit.
 

In addition, we note the importance of policy and operational reforms
 
at Bauk Indonesia which will allow the banking system.to expand and will
 
improve bank supervision. Bank supervision in particular may involve a
 
new charter for Bank Indoaesia, and should include more in-depth analysis
 
of bank customers' accounts, in addition to bank books. Automated
 
check-clearing, as a means of replacing cash transactions with written
 
records of transactions, will boost liquidity and provide necessary
 
documentation for investors, banks and the tax department, and should, in
 
the long run, greatly facilitatm business finance in rural areas where
 
services are.limited.
 

Milestones for banking
 

- Maintain market-oriented interest rates.
 

- Establish a legal framework for removing narrow specialization of
 
banks and permitting financial institutions to expand and extend
 
the types of services they now offer.
 

- Revise regulations to permit the increase of securitized financial
 

instruments and development of secondary financial markets.
 

2. Insurance Companies and Pension Funds
 

These financial intermediaries havenot developed enough to play
 
adequate and appropriate roles in the economy. They are hindered by the
 
legal and regulatory frameworks within which they operate. Recognizins;
 
this, government officials are making a strong effort to support and
 
strengthen the roles for financial and capital markets institutions by
 
treating and passing new laws and by improving regulations.
 

Insurance companies and pension funds amass and invest funds on behalf of
 
policy holders, employees and other individual participants. They deepen
 

/3 
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financial markets by their roles. Individuals who, alone, would never be in
 
a position to undertake equity investments or lend safely on long-term basis 
are able to do so through these institutions. At the same time, enterprises
 
that, alone, could never organize long-term finance from many lenders are 
able io obtain finance through an intermediary. 

Without these intermediaries, opportunities foi profitable, employment 
generating industrial development are lost. Yet present laws and
 
regulations inhibit the expansion of these potentially important financial 
sectors. For example, it is extremely difficult for new companies to enter 
the insurance industry. Few new firms have entered since the field was 
opened in 1982, and joint ventures between foreign and Indonesian companies 
have been extremely limited. The John Hancock company may be able to enter 
soon, but only after extended negotiations and legal difficulties. 

In line with the general reform movement, it is expected that a new
 
insurance law under discussion will greatly ease entry. This would allow
 
Indonesia to benefit from the experience and knowledge of foreign insurAnce
 
firms and encourage the entry of all who can demonstrate competence and
 
adequate capitalization. A stronger insurance industry will. ofier "between 
coverages" and mobilize funds for long-term investment.
 

Pension funds servo a valuable social function in assur~ng income for 
the future and easing the potential .mplicit obligation of the government to 
provide support for needy retired pe. eons. They also, as noted, provide a
 
means of financial intermediation that can promote the efficient use of 
resources by improving the division of labor between savings and
 
investment.. Employees save for the future, and pension funds assure them a
 
good return on those savings by the funds lending to investorp in real
 
productive assets.
 

That employers and employees wish to form pension funds to provide
 
future security is not in doubt. Since 1984, when provisicns in the new
 
income tax law were seen to give tax advantages to pension contributions,
 
the number of pension funds approved or in the process of being approved has
 
more than matched the number of .pension funds approved before 1984. 

While tax laws encourage employee savings by their treatment of the 
pension funds, a new, improved pension law can provide still further 
impetus. For example, at present only "defined benefit" plans are allowed, 
through which a sponsor plan (usually an employer) must endeavor to 
guarantee "pension amounts specified in terms of the amount to be paid in 
benefits upon and after retirement. This "defined benefit" is usually
 
stated as a fraction of"final or average earnings. Employers who will 
happily make "defined contributions" as part of an employee's wages are not 
always eager to assume all the risks involved in translating those
 
contributions into an assured level of benefit.
 

A new pension law allowing "defined contribution plans is under
 
discussion and preparation; it should increase the number of pension funds
 
offered by employers for their employees. Similarly, individual pension
 
plans (for self-employed workers) are not now permitted, but would be
 
available under the new law as proposed. In addition,, it should be noted
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that the regulation of "defined contribution" plans is far easier than defined 
benefit funds. No actuarial calculations need be made to assure the adequacy 
of defined contribution funds. Responsibility for monitoring fund investments 
can be better left to owners (the pension law administered by a small, 
well-trained staff can protect the employees and the public from pension funds 
abuse much better than is now possible). The formulation of plans can be more 
straightforward and inexpensive than is .the case now. And the accumulation of 
the ensuing pension fund assets will have a multitude of benefits. 

These improvements can be achieved by the implementation of a new pension 
law. Work has begun, but much remains. The path will not be easy, because a 
short-term effect of more pension activitiy will be some reduction in tax
 
reveuue. Opponents will question the costs, even though the new law has
 
already established the principle of favored treatment for pension funds.
 

Milestones for pension and insurance
 

- Provide a legal environment, development procedures and regulations 
for effective pension and insurance administration.
 

- Establish within the Minisy--y of Finance units respcnsible for the 
development and supervision of the pension and insurance admistrati( 

- Develop manpower plans and training programs for Ministry of Finance 
officials responsible for pension and insurance administration. 

- Develop industry-wide association-sponsored training for private 
operators in the pension and insurance industries. 
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No. :24A 3 4/K/7/1987 :arts, July 20,.1987 

Mr. David Merrill
 
Director
 
USAID Mission
 
c/o American Embassy
 
Jakarta
 

Dear Mr. Merrill,
 

The Government of Indonesia wishes to request S 43 million
 
in assistance from the USAID in support of its program to
 
increase agriculture diversification and domestic resource
 
mobilization. This letter provides a description of the
 
current situation, the actions which the government has
 
already taken, and the government's plans for further
 
efforts in these areas.
 

Background : Indonesia is beginning what will probably be a
 
very difficult three to four year adjustment.period. It is
 
in the midst of an economic recession substantially

worsened by the decline in average oil prices from S 25 per
 
barrel in 1985 to slightly over $ 13 per barrel in 1986.
 
Because oil and liquified natural gas provide a major
 
portion of Indonesian export earnings and budgetary
 
revenues -- more than 70 prcent 'in 1984/1985 -- the
 
decline in oil prices poses significant adjustment burdens
 
on balance of payments, government budgets, growth, incomes
 
and employment. This burden is expected to be prolonged
 
because of the relatively unCvvorable and highly uncertain
 
medium-term outlook for oil prices and the relatively long
 
lead time required for structural policy adjustment measures
 
to have substantial impact.
 

Past actions : The Government of Indonesia has responded
 
constructively to its adjustment problems. The government
 
carried out a highly successful devaluation in September
 
1986 and has backed it up with conservative monetary and
 
fiscal policies, including a 1987/8 budget that is about 25
 
percent lower in real terms than in 1985/86. The
 
Governmelt has also taken substantive policy measures
 
addressed at the longer-term restructuring problem -- the
 
May 6, 1986 export and investment promotion policy package,
 
and the October 25, 1986 and January 15, 1987 trade policy
 
reform packages aimed at non-tariff barriers. It has
 
frozen civil service wages, made further cuts in petroleum,
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fertilizer and export financing subsidies, and raised
 
public transportation prices., The government has stated
 
that additional trade policy reform measures are under
 
consideration.
 

The impact of these long-term adjustment measures may not
 
be felt for sometime. In the meantime, the COI faces a
 
serious increase in its current account deficit from S 1.8
 
billion in 1985/86 to $ 4.1 billion in 1986/87 before
 
dropping to $ 2.9 billion in 1987/88 and $ 1.2 billion .in 
1988/89. 

The GOt's Program : Responding to these pressures and to 
the continued uncertainty in the price of oil, the GO has 
-.planned an austere budget for the coming year; it has also
 
taken steps to mobilize greater domestic revenues and to
 
restrain domestic expenditure; As part of this effort, it
 
is planning a program to examine the possibility of
 
increasing employment and incomes through agriculture
 
diversification and improved efficiency of resource use
 
including broadening the role of the private sector in
 
agricultural related development. It will be considering
 
methods for extending trade and licensing reforms approved
 
in the 6 May 1986 and'25 October 1986 reform. packages to
 
include agricultural commodities; it will continue efforts
 
to reduce pesticide subsidies and will review the
 
relationship of fertilizer subsidy levels and their impact
 
on rice and non-rice crops. The GOI is also planning to
 
examine regulations and licensing provisions affecting
 
selected commodities, transportation of commodities and
 
investment in agro-processing businesses and will be
 
looking at institutional reforms required to support these
 
efforts.
 

To increase the mobilization of domestic resources, the
 
government is planning steps to improve the efficiency of
 
financial markets. It will seek to improve the environment
 
for banking services and for capital markets development
 
through development of new legislation and implementing
 
regulations for pensions and insurance.
 

The main concentration of activities will be on agricultural
 
research and Integrated Pest Management. The present stage
 
of agricultural development requires the stronger support
 
of research from the analysis of the comparative advantage
 
of the region to the formulation of integrated development
 
program. A Substantial amount of resear6h results
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particularly related to production technology has already
 
been used in the process of improving the agricultural
 
sector of the economy. Yet the accelerating development
 
of this sector requires that research provides improved and
 
better integrated technologies and information.
 

The experience of integrated approach to overcome pest

problems particularly during the outbreak of brot:n plant

hopper in the wet season of 1986/87 has created momentum
 
for further improvement of pest management approach.
 
Integrated pest managemenet is considered suitable approach
 
te be developed on large scale basis. The program will be
 
also expected to support the efforts to enhance the
 
planning capacity of the agricultural sector, tc Senerate
 
policies related to diversification. emplcyment and
 
investment strategies and to improve the efficiency of
 
financial markets.
 

Funds requested in this letter will support this program.
 
They will assist the GO in maintaining budget levels in
 
areas of particular importance to successful asri:ul:uri
 
diversification and increased domestic resource
 
mobilization.
 

In order to facilitate implementation of this program, rhe
 
OI proposes to establish a separate account fcr the rupiah

funds. provided by USAZD. Funds from the separate account
 
could.then be directed by the GOI to priority areas within
 
the Ministry of Agriculture and the Ministry of Finance as
 
agreed to b" both parties. We anticipate 001 contribution 
to the program will be S 19 million -inPL 480 Title I funds
 
under the agreement signed this year.
 

The GOI also proposes to outline in the program agreement

objectives that i: would hope to achieve during the course
 
of the program. It is enclosed herewith, a draft outline of
 
.some of the major features of our plan and -the sector
 
support proposal which has been discussed be :een your
 
staff,.Bappenas and concerned agencies.
 

The lead agency for implementing the program will be
 
Bappenas, with the Ministries of Finance and Agriculture as
 
the primary technical agencies. Bappenas will establish a
 
process for joint consultation between GOI representatives

and USAID which will allow adjustment of program objectives
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and. highlight new technical or resource reauirements
 
necessary for the success of the program.
 

We look forward to your favourable cons-ideration and thank
 
rou for Your kind cooneration.
 

Yours sincerely,
 

"' . 

J.8. Sumarlin
 
Minister of National Development
 
Planning/Chairman of Bappenas
 



Government of Indonesia's Plans for Agricultural 

Diversification and Internal Resource Mobilization 

Introduction
 

For the purpose of this Program a comprehensive policy statement 
covering GOI plans for diversified agriculture and improving domestic
financial markets isnot required. What isneeded, however, isa
 
statement of GOI plans for selected policy and institutional changes inthese two areas. The list of selected changes the GOI isconsidering is
presented below. This list has been discussed with USAID. USAIDsupports GOI objectives and the Program would be based on the GOI's plan
as described inthis list.
 

1. Objectives and Milestones for Agricultural Diversification 

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

(1)Pricing sub-objective: 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 p-oduct packaging items) needed in the

production and prce.essing of agriculture based export items with a view 
to lowerina 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 downwardfertilizer subsidies ina way that minimizes disruptions in fertilizer
demand and crop production.
 

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.
 

(2) Trade sub-objective: Reduce transportation and licensing
costs associated with food and export crops processing and trade, thereby

stimulating demand for and production of agricultural-processed products.
 

a. Reduce nirut costs to processing by eliminating theprovincial tax on copra, a major small holder crop. 
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b. Review and eliminate unnecessary licenses and otherpoliies which increase the cost of transporting agricultural productsbetween districts and islands. 

agro-business, 
c. Review local and national licenses limiting investment ineliminate restrictive licenses and introduce simplifiedprocedures. 

2. Objectives and Milestones for Domestic Resource Mobilization 
a. Program objective: To expand and increase the efficiency of

financiarakets there5y increasing capital for investment. 
(1) Banking sub-objective: To expand banking services atunsubsidized cost levels. 

a. Continued maintenance of market-oriented interest rates. 
b. Draft and introduce legislation permitting financialinstitutions to expand and extend services inboth urban and rural areas.
 

(2) Pensions and Insurance sub-objective: Promote schemes thatwill help mobilize tunas for capital markets, thereby providingadditional resources for investment.
 

a. Draft and introduce legislation providing a legal
framework and establish effective pension and insurance administration.
 
3. Objectives andMilestones forInstitutional Changes in Agricultureand Inance 

a. Pro ram ob ective: Introduce Institutional reforms required toimprove pIanning andimpementation of policies and programs aimed atagricultural sector diversification. 

(1)Research
 

a. Establish a staff planning unit in AARD to review
commodity mandates and propose alternative approaches. 
b. Development of a management information system which willhelp in monitoring research performance against program priorities. 
c. 
Implement changes required inorganizational structure to
improve agency management and staff performance.
 

(3)Planning
 

a. Establishment of a 
working group on reorganization of
Ministry of Agriculture planning, management and administration functions.
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b. Preparation of an analysis of international markets
(prices, competition prospects) for selected agriculture commodities;
 
plans to be incorporated in Repelita V.
 

c. Preparation of a plan to carry out environmental impact
assessments throughout the Ministry.
 

b. Program Objective: Introduce institutional reforms required to 
improve management of policy changes relhted to domestic resourcemobilization.
 

(1)Within the Ministry of Finance, establish units resp-onsible
 

for development and supervision of the pension and insurance industries.
 

(2)Develop manpower plans and training prdgrams for Minlstry of

Finance officials responsible for pension and insurance administration.
 



ANNEX VI.
 

CATEGORICAL ENVIRONMENTAL EXCLUSION
 



(A) PROJECTCOUNTRY: Indonesia
 

(B) ACTIVITY: Agricultural and Rural Sector SuvIortProaram (497-03S71
 

(C) FUNDING: $43 million
 

(D) PERIOD OF FUNDING: ?Y 87-TY 89
 

(C) STATEMENT PREPARED BY: ANE/PD/A, John 
 nat
 

(F) ENVIRONMENTAL ACTION RECOMMENDED: Categodcal Exclusion under
 
AID Regulation 16, Section
 
216.2(C) (2) (c) (1) (ii)
 

(G) ACTION REQUESTED BY: Ha~garet nr PPS. USI/noeia,;-11­

(H) LEGAL ADVISOR CLEARANCE: GaryBiDsson,,375/87
 

() ENVIRONENTAL OFFICER CLEARANCE: 
 Desmond O'Riordan, PPS/DES, /
 

J} DECISION OF USAID/INDONESIA DIRECTOR
 

APPROVE1 3 S04. 0Z 

DISAPPROVI
 

DATE: dJ/A Vt-7 

EXAMINATION OF THE NATURE, SCOPE AND MAGNITUDE OF THBE ENVIRONMENTAL IMPACT 

A. DESCRIPTION OF THE PROGRAM: 

The proposed program consists of funds provided to support Government of
 
Indonesia budget expenditures and policy movements directed at improving

rural employment and incomes. Some technical assistance will be provided to
 
help accomplish related analyses. 
AID will not be directly involved in how
 
the budget support Cunds are spent, other than confirming that broad budget

categories receive agreed levels of GOI funding during the GOI Fiscal Year.
 
AID will have neither knowledge nor control of specific activities within
 
those budgeu categories, except for separately financed AID projects which
 
might be included within the categories.
 

B. RECOMMENDED ENVIRONFENTAL ACTION:
 

Ctnsidering the above program approach, a categorical exclusion from
 
AID's IEE, EA and EIS requirements is proposed. This proposal is in
 
accordance with AID Regulation 16, Section 216.2(C) (2) (c) (1) (11) which
 
provides for a categorical exclusion in situations where the purpose of the
 
program does not require AID to have Oknowledge of or control over, the
 
details of the specific activities that have an effect on the environment
 
for which financing is provided by AID'.
 

/15/
 



ANNEX VII
 

STATUTORY CHECKLIST
 



SCl - COUNTRY CHECKLIST 

Listed below are statutory criteria applicable
 
to: (A) FAA funds generally; (B)(1) Development

Assistance funds only; or (B)(2) the Economic
 
Support Fund only.
 

A. 	GENRAL CRITERIA FOR COUNTRY 
Z~IGIBILITY 

1. 	FY 1987 Continuing Resolution Sec. 526.
 
Has the President certified to the
 
Congress that the government of the
 
recipient country is failing to take
 
adequate measures to prevent narcotic
 
drugs or other controlled substances
 
which are cultivated, produced or
 
processed illicitly, in whole or in part,
 
in such country'or transported through
 
such country, from being sold illegally
 
within the jurisdiction of such country
 
to United States Government personnel or
 
their dependents or from entering the 

United States unlawfully?
 

2. 	FAA Sec. 481(h). (This provision applies

to assistance of any kind provided by
 
grant, sale, loan, lease, credit,
 
guaranty, or insurance, except assistancc
 
from the Child Survival Fund or relating
 
to international narcotics control,
 
disaster and refugee relief, or the
 
provision of food or medicine.) If the
 
recipient is a "major illicit drug
 
producing country" (defined as a country

producing during a fiscal year at least
 
five metric tons of opium or 500 metric
 
tons of coca or marijuana) or a "major

drug-transit country" (detined as a
 
country that is a significant direct
 
source of illicit drugs significantly
 
affecting the United States, through

which such drugs are transported, or
 
through which significant sums of
 
drug-related profits are laundered with
 
the knowledge or complicity of the
 
government), has the President in the
 
March 1 International Narcotics Control
 
Strategy Report (INSCR) determined and
 
certified to the Congress (without
 

No.
 

15.
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Congressional enactment, within 30 days

of continuous session, of a resolution
 
disapproving such a certification), or
 
has the President determined and
 
certified to the Congress on any other.
 
date (with enactment by Congress of a
 
resolution approving such certification)..

that (a) during the previous year the
 
country has cooperated fully with the 

United States or taken adequate steps on
 
its own to prevent illicit drugs produced
 
or processed in or transported through

such country from being transported into
 
the United States. and to prevent and
 
punish drug profit laundering in the
 
country, or that (b) the vital national 

interests of the United States require

the provision of such assistance?
 

3. Drug Act Sec. 2013. (This section
 
applies to the same categories of
 
assistance subject to the restrictions in
 
FAA Sec. 481(h). above.) If recipient
 
country is a "major illicit drug

producing country" or "major drug-transit

country" (as defined for the purpoze of
 
FAA Sec 481(h)). has the President
 
submitted a report to Congress listing

such country as one (a) which, as a 

matter of government policy, encourages
 
or facilitates the production or
 
distribution of illicit drugs; (b) in 

which any senior official of the
 
government engages in. encourages, or
 
facilitates the production or
 
distribution of illegal drugs; (c) in 

which any member of a U.S. Government
 
agency has suffered or been threatened
 
with violence inflicted by or with the
 
complicity of any government officer;
 
or (d) which fails to provide reasonable 

cooperation to lawful activities of U.S.
 
drug enforcement agents, unless the
 
President has provided the required

certification to Congress pertaining to
 
U.S. national interests and the drug

control and criminal prosecution efforts
 
of that country?
 

(a) yes.
 

fb) N/A.
 

(a)No.
 

(b)No1
 

(c)No.
 

d) No.
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4, 	EA Sec. 620(c). If Assistaue is to a
 
g)vernment. is the government liable as
 
debtor or unconditional guarantor on any

djbt to a U.S. citizen for goods or
 
services .urnished or ordered where (a)

sich citizen has exhausted available 

l3gal remodies and (b" the debt is not 

denied or contested ty such government?
 

5. 	FXA Sec. i20(e)(1). If assistance is to
 
a government, has it (including any
 
governmen: agencies or subdivisions)

taken any action which has the effect of 

nationalizing, expropriating, or
 
ctherwise seizing ownership or control of
 
property -f U.S. citizens or entities
 
teneficiatly owned by them without taking

steps to discharge its obligations toward
 
ruch citizens or entities?
 

6. 	 ._M Secc. 620(a), 620(f), 620D: ?Y 1987
 
Zontinuing Resolution Secs. 512, 560. Is
 
recipient country a Communist country?

If so. has the President determined that
 
zssistance to the country is important to
 
the national interests of the United
 
States? Will assistance be provided to 

ngola, Cambodia, Cuba. Iraq, Syria,


Vrietnam. Libya. or South Yemen? Will 

i.ssistance be provided tc Afghanistan

vithout a certification? 


7. 	LAA Sec. 620M|J. Has the country
 
,ermitted0 or failed to take adequate

ieasures to prevent. damage or
 
(lestruction by mob action of U.S. 

property?
 

8. 	PAA Sec, 620(M). Has the country failed 

7o enter into an investment guaranty 

agreement with OPIC? 


9. 	7AA Sec. 620(o): Frishermen's Protective 

..ct of 1967 (as amended] Sec , S. (a) las
,:he 	country seized, or imposed any
 
enalty cr sanction against, any U.S.
 
Uishing vessel because of fishing

ictivitics in international waters?
 
'b) If ro. has any deduction required by

:he FishErmen's Protective Act been made?
 

(a) No,
 
(b) No.
 

1o.
 

No.
 

N/A.
 

No.
 

No.
 

No.
 

Indonesia. has an Invest­
ment Guarantee Bilateral
 
with the U.S. which enter­
ed into force January 7,

1967 (TIAS 6330).
 

(a)No.
 

(b) N/A.
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10. 	FAA Sec. 620(g): FY 1987 Continuing

Resolution Sec. 5s1. (a) Has the
 
government of the recipient country been
 
in default for more than six months on
 
interest or principal of any loan t6 the
 
country under the FAA? (b) Has the 

country been in default for more than one
 
year on interest or principal on any

U.S. loan under a program for which the
 
FY 1987 Continuing Resolution 

appropriates funds?
 

11. FAA Sec. 620(s). If contemplated

assistance is development loan or from
 
Economic Support Fund. has the
 
Administrator taken into account the
 
percent of the country's budget and
 
amount of the country's foreign exchange
 
or other resources spent on military

equipment? (Reference may be made to the
 
annual "Taking Into Consideration" memo:
 
"Yes, taken into account by the
 
Administrator at time of approval of
 
Agency OYB." This approval by the
 
Administrator of the Operational Year
 
Budget can be the basis for an
 
affirmative answer during the fiscal year

unless significant changes in
 
circumstances occur.)
 

12. 	FAA Sec. 620(t). Has the country severed
 
diplomatic relations with the Unitid
 
States? If so. have relations been 

resumed and have new bilateral assistance
 
agreements been neg.otiated and entered
 
into since such resumpt.on? 


13. 	FAA Sec. 620Lu). What is the payment
 
status of the country's U.N.
 
obligations? If the c.-atry is in
 
arrears, were such arrearages taken into 

account by the A.I.D. Administrator in 

determining the current A.'.D. Operating

Year Budget? (Reference may be made to 

the Taking into Consideration memo.) 


14. 	FAA Sec. 620A. Has the President 

determined that the recipient country 

grants sanctuary from prosecution to any

individual or group which has committed
 
an act of international terrorism or
 
otherwise supports international 

terrorism?
 

(a)No.
 

(b) No.
 

N/A
 

No..
 

N/A.
 

Per 	FY1987 "Taking Into
 
Consideration Memo" (TICM)
 
at p. 5, no country likely
 
to receive FY87 OYB is
 
delinquent in UN obliga­
tions within the meaning of
 
Article 19 of the UN
 
Charter.
 

No.
 

http:resumpt.on
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1S. 	XSDCA of 198S Sec. S52(b). Has the
 
Secretary of State determined that the
 
country is a high terrorist threat
 
country after the Secretary of
 
Transportation has determined, pursuant
 
to section 1115(e)(2) of the Federal
 
Aviation Act of 1958. that an airport in
 
the country does not maintain and
 
administer effective security iheasures? No.
 

16. 	FAA Sec. 666(b). Does the country

object, on the basis of race, religion.

national origin or sex, to the presence

of any officer or employee of the U.S.
 
who is present in such country to carry
 
out sconomic development programs under
 
the 	FAA? 
 No.
 

17. 	FAA Secs. 669. 670. Has the country.

after August 3, 1977. delivered to any

other country or received nuclear
 
enrichment or reprocessing equipment,
 
materials, or technology, without
 
specified arrangements or safeguards, and
 
without special certification by the
 
President? Has it transferred a nuclear No.
 
explosive device to a non-nuclear weapon
 
state, or if such a state, either
 
received or detonated a nuclear explosive

device? (FA Sec. 620E permits a special No.
 
waiver of Sec. 669 foe Pakistan.)
 

18. 	FAA Sec. 670. If the country is a
 
non-nuclear weapon state, has it. on 01
 
after August 8. 1985. exported (or

attempted to export) illegally from the
 
United States any material, equipment, or
 
technology which would contribute
 
significantly to the ability of a country
 
to manufacture a nuclear explosive device No.
 

19. 	ISDCA of 1981 Sec. 720. Was the country

represented at the Meeting of Ministers
 
of Foreign Affairs and Heads of
 
Delegations of the Non-Aligned Countries
 
to the 36th General Assembly of the U.N.
 
on Sept. 25 and 28. 1981. and failed to
 
disassociate itself from the communique

issued? If so, has the President taken Yes. See p. 7 of the FY87
 
it into account? (Reference may be made TICM.
 
to the Taking into Consideration memo.)
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20. 	FY 1987 Continuing Resolution Sec. 528.
 
Has the recipient country been determined
 
by the President to have engaged in a
 
consistent pattern ot opposition to the
 
foreign policy of the United States? No.
 

21. 	FY 1987 Continuincr Resolution Sec. 513.
 
Has the duly elected Head of Government
 
of the country been deposed by military
 
coup or decree? 
 No.
 

B. 	 UNDING SOURCE CRITERIA FOR COUNTRY 
ELIGIBILITY 

1.
 

FA 	Sec. 116. Has the Department of
 
State determined that this government has
 
engaged in a cousistent pattern of gross

violations of internationally recognized
 
human rights? If so, can it be
 
demonstrated that contemplated assistance No.
 
will directly benefit the needy? 
 N/A
 

2. 	Economic Support Fund Country Critecia 
 Not 	ESF-funded
 

FAA 	Sec. 502B. Has it been determined
 
that the country has engaged in a
consistent pattern of gross violations of Although there were modest.

internationally recognized human rights? 
 GOI 	improvements in some
If 	so, has the President found that the 
 areas of htunan rights in
country made such significant improvement 1986, problems continue in
in its humaa rights record that others. These do not constit­furnishing such assistance is in the U.S. ute a "consistent pattern of
national interest? 
 g1o7s violations" of human
 

rights.
 



1(A)2 - NONPROJECT ASSISTANCE CHECKLIST 

The 	criteria listed in Part A are applicable

generally to FAA funds, and should be used
 
Irrespective of the program's funding source.
 
In Part B a distinction is made between the
 
criteria applicable to Economic Support Fund
 
assistance and the criteria applicable to
 
Development Assistance. Selection of the
 
criteria will depend on the funding source for
 
the program.
 

CROSS REFERENCES: IS COUNTRY CHECKLIST UP TO
 
DATE? HAS STANDARD ITEM Yes. See Part 5C(l), above.
 
CHECKLIST BEEN REVIEWED? Yes.
 

A. QNERAL CITERIA FOR NONPROJECT ASSISTANCE
 

1. 	FY 1987 Continuing Resolution Sec. 523:
 
FAA Sec. 634A. Describe how
 
authorization and appropriations

committee" of Senate and House have 

been or will be notified concerning

the project. 


2. 	FAA See. 611(a)(?. If further
 
legislative action is required within 

recipient country. what is basis for 

reasonable expectation that such action
 
will be completed in time to permit
 
orderly accomplishment of 'purpose of the
 
assistance?
 

3. 	FAA Sec. 209. Is assistance more
 
efficiently and effectively provided

through regional or multilateral 


A 'u nas neen prepared. Obliga­
tion will after expiration of
 
the notification period,
 
without Congressional objec­
tion.
 

No further legislative aotion
 
is required.
 

No.
 
organizations? If so. why is assistanceN/A.

not 	so provided? Information and 

conclusions on whether assistance will 

encourage developing countries to 

cooperate in regional development 

programs.
 

Program is for targetted budgei
 
-ary assistance .and policy
 
support to the GOI. it is
 
solely bilateral in nature.
 

15)
 



4. 	FAA Sec. 601(a). Information and

conclusions on whether assistance will 

encourage efforts of the country to: 

(a) 	increase the flow of international 

trade; (b) foster private initiative and 

competition; (c) encourage development

and use of cooperatives, credit unions, 

and savings and loan associations;

d) discourage monopolistic practices;

(e) improve technical efficiency of 

industry. agriculture,- and commerce; and

(f) strengthen free labor uzions. 


5. 	FAA Sec. 601(b). Information and 

conclusions on how assistance will 

encourage U.S. private trade and 

investment abroad and encourage private

U.S. participation in foreign assistance 

programs (including use of private trade 


Budgetary support will bein
 
and 	income impact which face
 
cntinue psu for c

continued pressure for cuts.
 
Internal policy support object

-ives are to create conditions
 
to expand and diversify the
 
agricultural and rural sector
 
including improved environ­
ment for agricultural process­
ing and trace, to help expand

the 	GOI plan and initiate"
 
steps to expand and improve

the efficiency of domestic
 
financial markets, etc.
 
The Program assistance will
 
support Indonesian agricultu­
rul processing and trade which
channels and the services of U.S. private is largely in the private
enterprise), 


6. 	FAA Secs. 612(b). 636(h); FY 1987 

Continuing Resolution Secs. 507, 509. 

Describe steps taken to assure that, to

the maximum extent possible, foreign

currencies owned by the U.S. 
are 	utilized

in lieu of dollars to meet the cost of

contractual and-other services, 


7. 	FAA Sec. 612(d). Does the U.S. own
 
excess foreign currency of the country

and, if so, what arrangements have been 

made for its release?
 

8. 	FAA Sec. 601(e). Will the assistance
 
utilize competitive selection procedures

for 	the awarding of contracts, except

where applicable procurement rules allow 

otherwise?
 

9. 	FAA 121(d). If assistance is being

furnished under the Sahel Development

Program. has a determination been made
 

sector. A small art of the
 
assistance will finance U.S.

private TA to facilitate
 
analysis and studies.
 

For the Program, the GOI will
 
contribute approximately 33%
 
of the total costs.
 

No.
 

Yes.
 

that the hoszt government has an adequate N/A.

system for accounting for and controlling

receipt and expenditure of A.I.D. funds?
 

10. 	FY 1987 Coninuin! Resolution Sec. 532.
 
Is disbursement of the assistance
 
:onditioned solely on 
the 	basis of the
 
In1 44ame #%4r s". - 144 1-ft---1 J - 21.... -- NO. 
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B. 	FUNDING CRITERIA FOR NONPROJECT ASSISTANCE
 

1. 	Nonproiect Criteria for Economic SuDDort 

Fund 


a. FAA Sec. 531(a). Will this
 
assistance promote economic and political 

stability? To the maximum extent
 
feasible, is this assistance consistent
 
with the policy directions. purposes, and
 
programs of Part I of the FAA?
 

b. FAA Sec. 531(e). Will assistance
 
under this chapter be used'for military 

or paramilitary activities?
 

c. FAA See. 531(d). Will ESF funds made
 
available for commodity import programs
 
or other program assistance be used to 

generate local currencies? If so. will
 
at least 50 percent of such local
 
currencies be available to support

activities consistent with the objectives

of FAA sections 103 through 106?
 

d.. ISDCA of 1985 Sec. 205. Will ESF
 
funds made available for commodity
 
import programs be used for the purchase 

of agricultural commodities of United
 
States-origin? If so. what percentage of
 
the funds will be so used?
 

e. 	ISDCA of 1985 Sec. 801. If ESF funds
 
will be used to finance imports by an
 
,African country (under a commodity import 

program or sector program), will the
 
agreement require that those imports be
 
used to meet long-term development needs
 
in those countries in accordance with the
 
following criteria?
 

(i) spare parts and other imports
 
shall be allocated on the basis of
 
evaluations, by A.I.D.. of the
 
ability of likely recipients to use
 
such spare parts and imports in a
 
maximally productive. employment
 
generating, and cost-effective way;
 

Not 	ESF fuded
 
NtEFfne
 

N/A.
 

N/A.
 

N/A.
 

N/A.
 

N/A.
 

161.4
 



(ii) imports shall be coordinated
 
with investments in accordance with
 
the recipient couentry's plans for
 
promoting economic development.

A.I.D. shall assess such plans to
 
determine whether they will
 
effectively promote economic
 
development;
 

(iii) emphasis shall be placed on
 
imports for agricultural activities
 
which will expand agricultural
 
production, particularly activities
 
which expand production for export or.
 
production to reduce reliance on
 
imported agricultural products;
 

(iv) emphasis shall also be placed
 
on a distribution of imports having a
 
broad development impact in terms of
 
economic sectors and geographic­
regions;
 

(v) in order to maximize the
 
likelihood that the imports financed
 
by the United States under the ESF
 
chapter are in addition to imports
 
which would otherwise occur,
 
consideration shall be given to
 
historical patterns of foreign
 
exchange usesi
 

(vi)(A) '75 percent of the foreign

currencies generated by the sale of
 
such imports by the government of the
 
country shall be depo.sited in a
 
special account established by that
 
government and, except as provided in
 
subparagraph (B). shall be available
 
only for use in accordance with the
 
agreement for economic development
 
activities which are consistent with
 
the policy directions of section 102
 
of the FAA and which are the types of
 
.activities for which assistance may

be provided under sections 103
 
through 106 of the FAA:
 



(B) the agreement shall require that
the government of the country make
 
available to the United States
 
Government such portion of the amount
deposited in the special account as
 
may be determined by the President to
be necessauy for requirements of the

United States Government.
 

f. ISDCA of 198S Sec. 207. 
 Will ESF
funds be used to 
finance the construction 

of. or the operation or maintenance of.
 or the supplying of fuel for, 
a
nucloar facility? If so, has the
 
President certified that such country

(1) is 
a party to the Treaty on the
Non-Proliferation of Nuclear Weapons or
the Treaty for the Prohibition of Nuclear
Weapons in Latin American (the "Treaty of
 
Tlatelolco"). (2) cooperates fully
with the IAEA. and (3) pursues

nonproliferation policies consistent with

those of 
the United States?
 

g. FAA Sec. 609. 
 If commodities are to
be granted so 
that sale proceed& will
accrue to the recipient country, have 

Special Account (counterpart)
 
arrangements been made?
 

h. FY 1987 
ontinuing ResolUtion. 

assistance is in the form of a cash 

If
 

transfer to 
any country which receives in
 excess of 
a total of $5 million as cash
transfer assistance in the current'fiscal 

year: (a) 
are all such cash payments to
be maintained by the country in a
separate account and not to be commingled

with any other funds? (b) will all
 
local currences 
that may be generated
with funds provided as a cash transfer
 
to such a country also be deposited in a
special account to be used in accordance
with FAA Section 609 
(which requires such

local currencies 
to be made available to

the U.S. governnent as the U.S.
determines necessary for the requirements

of the U.S. Government, and which
requires the remainder 
to be used for
 programs agreed to by the U.S. Government
 
to carry out the purposes for which new 
funds authoriai h- rh . 

N/A.
 

N/A.
 

N/A.
 



Nonproiect Criteria for Development
 
Assistance
 

a. FAA Secs. 102(a). 111, 113. 281(a). N/A.
 
Extent to which activity will (a)
 
effectively involve the poor in development,
 
by expanding access to economy at local
 
level, increasing labor-intensive production
 
and the use of appropriate technology.
 
spreading investment out from cities to
 
small towns and rural areas, and insuring

wide participation of the poor in the
 
benefits of development on a sustained
 
basis, using the appropriate U.S.
 
institutions; (b) help develop cooperatives,
 
especially by technical assistance, to
 
assist rural and urban poor to help
 
themselves toward better life, and otherwise
 
encourage democratic private and local
 
governmental institutions; (c) support the
 
self-help efforts of developing countries:
 
(d) promote the participation of women in
 
the national economies of developing
 
countries and the improvement of women's
 
status; and (e) utilize and encourage
 
regional cooperation bY developing countriesl
 

b. MA Secs. 103.103A. o04. 105, 106,
 
120-21. Is assistance being made available
 
(include only applicable paragraph which
 
corresponds to source of funds used; if more
 
than one fund source is used for assistance.
 
include relevant paragraph for each fund
 
source):
 

(1) [103] for agriculture, rural
 
development or nutrition; if so Budgetary support will be in
 
(a) extent to which activity is areas with stong employment and
 
specifically designed to increase income impact which face continu­
productivity and income of "rural poor ed pressure for GOI budget cuts.
 
1103A] if for agricultural research 'ntitial policy support objective

account shall be taken of the needs o.tal olcyesuport te
 
small farmers, and extensive use of field are to create conditions to
 
testing to adapt basic research to local expand and diversity the
 
conditions shall be made: (b) extent to agricultural and rural sector
 
which assistance is used in coordination includingimproved environ­
with efforts carried out under Sec. 104 ment for agricutural process­
to help improve nutrition of the people ing and trade, and to help the
 
of developing countries through the G0I plan and make steps to
 
encouragement of increased production oexpand and improve the efficien­
crops with greater nutritional value; cy of of domestic financial
 

markets , particularly in rural
 
areas, and in tax administration
 
in a nation which is primarily
 
rural.
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Improvement of planning, research, and

education with respect to nutrition.
 
particularly with reference to improvement
 
and expanded use of indigenously produced

foodstuffs; and the undertaking of pilot or
 
demonstration programs explicitly addressing

the problem of malnutrition of poor and
 
iulner4ble people; and (c) extent to which
 
activity increases national food security by

improving food policies and management and
 
by strengthening national food reserves,

with particular concern for the needs of the
 
poor, through measures encouraging domestic
 
production, building national food reserves,
 
expanding available storage facilities.
 
reducing post harvest food losses, and
 
improving food distribution.
 

(2) [104] for population planning under 
Sec. 104(b) or health under Sec. 104(c); if N/A.
so. extent to which activity emphasizes
low-cost, integrated delivery systems for
 
health, nutrition and family planning for
 
the poorest people, with particular

attention to the.needs of mothers and young

children, using paramedical and auxiliary

medical personnel. clinics and health posts.

commercial distribution systems, and other
 
modes of community outrearch.
 

(3) (1053 for education. public

administration, or human resources
 
development; if so. (a) extent to which N/A

activity strengthens nonformal education.
 
makes formal education more relevant,
 
especially for rural families and urban
 
poor, and strengthens management capability

of institutions enabling the poor to
 
participate in development; and (b) extent
 
to which assistance provides advanced
 
education and training of people of
 
developing countries in such disciplines as
 
are required for planning and implementation

of public and private development activities.
 



(4) (106] for technical assistance, enerqy.

research, reconstruction, and selected- NA,
 
development problems: if so. extent activity
 
is:
 

(i)(a) concerned with data collection
 
and analysis, the training of skilled
 
personnel, research on and development
 
of suitable energy sources, and pilot
 
projects to test new methods of energy
 
production; and (b) facilitative of
 
research on and development and use of
 
small-scale, decentralized, renewable
 
energy sources for rural areas.
 
emphasizing development of energy
 
resources which are environmentally
 
acceptable and require minimum capital
 
investment;
 

(ii) concerned with technical
 
cooperation and development, especially
 
with U.S. private and voluntary, or
 
regional and international development,
 
organizations:
 

(iii) research into. and evaluation
 
of. economic development processes and
 
techniques:
 

(iv) reconstruction after natural or
 
manmade disaster and programs of
 
disaster preparedness;
 

(v) for special development problems,
 
and to enable proper utilization of
 
infrastructure and related projects
 
funded with earlier U.S. assistance:
 

(vi) for urban development, especially
 
small, labor-intensive enterprises.
 
marketing systems for small producers.
 
and financial or other institutions to
 
help urban poor participate in economic
 
and social development.
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.(5) (120-21] for the Sahelian region: if
 
so* (a) extent to which there is
 
international coordination in planning
 
and implementation; participation and
 
support by African countries and
 
organizations in determining development

priorities; and a long-term, multi-donor
 
development plan which calls for
 
equitable burden-sharing with other
 
donors: (b) has a determination been made
 
that the host government has an adequate
 
system for accounting for and controlling

receipt and expenditure of pidjects funds
 
(dollar's or local currency generated

therefrom)?
 

c. FAA Sec,107. Is special emphasis placed N/A.
 
on use of appropriate technology (defined as
 
relatively zmaller° cost-saving.'labor using
 
technologies that are generally most
 
appropriate for the small farms, small
 
businesses, and small incomes of the poor)?
 

d. FAA Sec. 281(b). Dcscribe extent to
 
which the activity recognizes the particular N/A.
 
needs, desires. and capacities c the people
 
of the country; utilizes the country's
 
intellectual resources to encourage
 
institutional development; and supports

civic education and training in skills'
 
required foz effective participation in
 
governmental and political processes

essential to self-government.
 

e. FAA Sec. 101(a). Does the activity give

reasonable promise of contributing to the
 
development of economic resources, or to the
 
increase of productive capacities and
 
selZ-sustaining economic growth?
 


