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18, SUMMARY DESCRIPTION .

The Agriculture and Rural Sector Support Program is designed to support
policy changes targeted at increasing rural employment ard incomes dvring a
critical period in Indonesia's development process. Under the original ARSSP
the Government has shown a commitment to policy reform beyond the expectations
held at the time the ARSSP was signed, but there remains much ‘to be done.
Effective implementation of these reforms and adoption of further measures
will be necessary to continue to spur agricultural and rural development.

This amendment prcposes to add $20.0 million of additional DA resources
from FY 89 funds to be used in conjunction with approximately $20 million of
PL 480 Title 1 resources to support an agreed new policy agenda until the end
of Indonesia Fiscal Year 1991 (March 31, 1992) This amendment proposes to
allocate $18.5 million of the DA funds to budget support of key elements of
the Indonesian government whose activities support the design and/or .
implementation of the policy agenda. The remaining $1.5 million will be used
for technical and related assistance required by the program. This document
describes the economic context within which the program will operate, the
policy objectives of the program, and the implementation plan for management
and oversight of the program. -
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ACTION MEMORANDUM FOR THE DI USAI DONESI
FROM : Petef‘Gajewski, EPSO

SUBJECT: Agriculture and Rural Sector Suppo Program (497-0357)
~= PAAD amendment No.

Action: Your approval is requested to authorize amendment to the
Agriculture and Rural Sector Support Program (ARSSP) to provide
an additional grant in the amount of $20.0 million. Authority to
amend the program agreement and to increase fundlng by up to
$20.0 million was redelegated to you by the Assistant
Administrator, Bureau for Asia and the Near East in STATE 12356
Jated July 1, 1989.
Discussion: The current program completlon date for ARSSP is
March 31, 1990. This program USAID is providing $41.5ain budget
support and $1.5min technical assistance to the Government of
Indonesia. Budget support has assisted the Government in its
efforts to support important policy reform efforts in .
agricultural diversification and domestic resource mobilization.
This support was provided during a time that the Government was
operating under a very austere budget regime due to worldwide
depression in oil prices.

An interim evaluation of the ARSSP, completed in April 1989,
states that: (1) the program had contrlbuted significantly to the
GOI's ability to address critical policy issues and (2) the GOI.
had more than achieved the policy reform targets of the program.
The evaluation recommends that the program (1) add additional
funds, (2) extend the PACD date, and (3) budget support be more
focused on policy objectives and their implementation.

Based on findings and recommendations of the evaluation team
(plus guidance from USAID/Washington), specific changes in the
program have been negotiated with the GOI. 1In particular, GOI
and USAID agreed to a new policy agenda which represents
additional progress towards agricultural diversification and
resource mobilization, as well as new items of agricultural
trade, regional development, and environmental protection.
Program budget applications have been broadly agreed with .senior
officials of the Ministries of Agriculture, Finance, and ’
Bappenas, following thc evaluation guidelines.

A letter of request for this amendment, addressed to you,
together with the policy agenda has been received from the
Chairman of Bappenas, Dr. Saleh Affif.

‘Recommendation: That you anthorize and approve the Agriculture
and Rural Sector Support Program amendment for U.S. fiscal years
1989/90 and 1990/91, which cover Indonesian fiscal years 1990/91
and 1991/92, by signing the attached PAAD facesheet. You are
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also requested at the same time to approve the environmental
review determination (categorical exclusion) for the amendment,
which has been concurred in by the ANE Bureau Environmental
Officer,by signing where indicated in Annex 5.

Drafted: MHammig, EPSO\N\H/

Cleared: LARoss, EPSO (draft)
' JHradsky, PPS (draft)
PScotc, LA (draft)
MWinter,; ARD (draft) -
JdWatson, PSD (draft)
CChristensen, FIN /%~
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Program Assistance Approval Document
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Program Implementation Letter

Program Implementation Review
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United States Agency for International Developmént
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I. SUMMARY AND RECOMMENDATIONS

A. Program Title:

Agriculture and Rural Sector SupportfProgram (ARSSP)

B. Assistance Proposed:

' $20.0 million
$20.0 million

FY89 DA Section 103 Authorization
Total

GOI Contribution to Program
FY89 PL 480 Title 1

FY90 PL 480 Title I

-Grand Total

~ $ 5.0 million
($10.0 - $20.0 million)
$35.0 - $45.0 million

SSERSSEESsnoSSISSoImngs

C. Period of Implementation:

The $18.5 million budget support component of the program will be
implemented during Indonesian Fiscal Years 1990/91 and 1991/92, from April 1,
1990 through March 31, 1992. The $1.5 million technical assistance component
will be implemented from April 1, 1990 through Decenber 31, 1992.-

D. Summary Program Description:

This amendment will extend the ARSSP for two years. Experience so far has -
shown that substantive policy progress in Indonesie has been achieved and that
USAID's budget support contribution under the ARSSE has contributed positively
to the Indonesian Government's ability to carry on development activities
considered crucial during a time of considerable fiscal hardship. This
amendment will, therefore, extend the ARSSP for an additional two years.
Specific elements of the ARSSP are being modified in the amendment in
accordance with our experience so far and the recommendations of the interim
evaluation completed in March 1989.

Fundamental changes in the ARSSP include a new policy agenda which differs
from the original agenda in that agenda items which have been achieved or
considered to be of lesser importance have been deleted while new items are
added that represent important avenues of future policy action. Some
objectives of the original agenda which have not been fully achieved, or where
implementation is incomplete but considered critical, are kept in the new
agenda. The new agenda recognizes the significant steps that have been taken
by the GOI since the inception of the ARSSP, and proposes to continue the
momentum of policy reform that currently exists in Indonesia.

The second major change in the ARSSP involves greater targeting of budget
support. The evaluation revealed that budget support under the ARSSP had its
greatest impact when funds were allocated to GOL agencies involved in
activities that were directly related to the design, implementation, and/or
analysis of policy change. Therefore, budget support will be focused, iJ the
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extent possible, on agencies of the Ministries of Agriculture and Finance,
BAPPENAS, and the Central Bureau of Statistics having direct responsibility
for the design, implementation, and/or analyses of policies cited on the
amendment agenda.

The third major change in the ARSSP relates to program management.
Because of GOI budgeting procedures that preclude the comingling of ARSSP and
GOI Development Budget funds, and require detailed accounting to end use for
both GOI and donor funds, expenditures of funds provided under ARSSP are
identified by GOI with specific uses while funds provided under ARSSP are
intended by AID as general budget support and are not required or intended by
AID to be tied to specific end uses (except for the TA component of the
program). There is a risk therefore that ARSSP funds _could be identified by
GOI with activities or procurements that AID does not wish to have itself
associated with for important policy reasors. Therefore, procedures have been °
instituted to ensure that ARSSP funds are not identified by GOI with
activities which AID would be prohibited from financing for important legal
and policy reasons if this were a project assistance activity. Special )
monitoring systems are established to verify that such expenditures are not
made,

Further management issues involve the monitoring of policy progress and
the impact of budget support. Procedures are established and responsibilities
delineated for day-to-day program management within USAID and for periodic
higher-level reviews by relevant officials of USAID and the GOI.

E. Statutory Checklist

The statutory checklist is contained in Annex 2,

F. Recommendations

It is recommended that this amendment to the ARSSP Program authorizing an
additional $20.0 million of FY89 Development Assistance funds for this program
be approved.



ITI. MACROECONOMIC OVERVIEW

Indonesia's economy has experienced major exterral shocks since 1981
caused by the deep decline in the price of o0il and unfavorable international
currency fluctuations. To contain the internal effects of these shocks, the
government implemented a strong stabilization program. The government also’
introduced many far-reaching structural reforms to reduce the economy™s
dependence on oil and to position it well for sustained growth into the future.

The principal stabilization policies included several significant
devaluations of the rupiah and the maintenance of a free foreign exchange
regim a revised interest rate policy which compensates for devaluation and
mainta_ns (or exceeds) interest earning parity with earnings obtainable for
hard currency deposits; and a tight fiscal policy which reduces government
expenditures while increasing revenues. The results of these actions have
been a containment of aggregate demand commensurate with the decline in
foreign exchange availabilities. Inflation nas been reduced from 15.3 percent
during 1973-1981 to 8.4 percent from 1981-1988 despite the effects of
devaluation and high rates of interest on domestic prices.

Equally impressive measures were taken to adjust the structure of the
economy away from its heavy dependence on oil exports. In addition to the
adjustment effects inherent in the stabilization policies, the government has
substantially improved its invesiment and trade regime and deepened capital
markets., Non-tariff barriers have been reduced, investment procedures have
been simplified and an srray of new financial instruments has been introduced.

The economy's response to these measures has been impressive. Since
1981/1532, aon-0il 2:zoris have grosm at an average annual rate of 479
percent, jumping from 18.3 percent of toial exports to 52.5 pereent ia
1987/1988. They are projected to grow an additional 27 percent this year to
reach 61 percent of exports. At this level, non-oil exports will finance 90.%
percent of non-oil imports -- a dramatic change from 198171982 when non-oil
exports financed only 28.8 percent of ncn-oil imports. On the GOI annual
budget, dependence on o0il exports for revenues has declined from 70.7 percent
in 1982/1982 to an estimated 41.3 percent in 1988/1989.

Structural change is also reflected in increased private sector act1v1ty
and improved efficiency in the economy. The private sector more than
compensated for the decline in public investment so that total fixed
investment grew slightly from 1981/1982 to 1988/1989. Private fixed
investment as a percentage of total fixed investment has increased from 52.1
percent in 1981/1982 to 56.9 percent in 1983/1989. The average rate of return
on 1nvestment has increased from 13.1 percent in 1982-1985 to 21.2 percent in
1986-1988.1 During the same period the incremental capital output ratio

1, The average rate of return on investment is calculated by the IBRD as the
rate of growth of non-oil GDP as a percentage of the average investment during
the period.
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decl%ned from 7.8 to 5.2 and total factor productivity rose from -2.5 to
1.0.

The profound change is best summarized by the overall growth performance
of the economy during this period of oil price decline and unfavorable
international currency fluctuations. Since 1981, GNP has averaged a positive
real growth of 3.3 percent per year, reaching sn estimated 4.7 percent in
1988. Per capita GNP growth has also been positive reaching 2.7 percent in
1988. Throughout the period, government policy has promoted this level of
performance while maintaining current on its large external debt service
payments.

Despite these impressive results, at least three interrelated aspects of
the ‘economy warrant attention and appropriate.policy action.— Those areas are:
1) the agricultural sector, 2) income distribution, and 3) the
savings rate. Agriculture's contribution to GNP in 1987 was 23.4 percent (in
constant 1983 prices). However, this sector provided the principal employment
to about 54.5 percent of the work force. While the percentage of the work
force in agriculture has remained essentially stable since 1980, the sector's
growth, averaging 2.9 percent per year, has been less than the economy's
growth of 3.3 percent. Consequently, average earnings in agriculture, which
were well below average earnings for non-agricultural employment in 1980,
actually declined relativ: to non-agricultural earnings by 1987. In constant
1983 rupizhs, the average income of workers whose principal employiient was
agriculture declined from 26.9 percent of non-agricultural income in 1980 to
25.6 percent in 1987. 1In part, this is due to sluggish performance in some
non-agricultural activities which, in other economies, help raise agricultural
incomes by drawinz away su"n1ds agricultural labor. Howevér,'the slow growth

x : EIN PR r
of the er;vdl.,uu.e S202327 ts217 4 2130 2 contribut inz factor.

The problem of the slow growth in agriculture reflects the government's
slow progress in extending deregulation reforms to agricultural production and
trade. Rice production is still the principal focus of government attention
in terms of inputs, credit and extension to ensure the goal of rice
self-sufficiency. Rice production is subsidized via these inputs. Most of
the principal agricultur.l imports are still managed by the government or
private monopolies. Many of the inputs used in agro-industries are
constrained so that prices are considerably above those for similar inputs in
competing and neighboring countries. These policies, in addition to
constraining the growth potential of “he sector, also foster the conditions
which promote the disparities in income between agriculture and
non-agriculture employment.

As noted above, income disparities alyo arise from conditions in other
sectors of the economy. While per capita income has increased since 1981,

2. Incremental capital-output ratio is net investment divided by the increase
in output during the period. Total factor productivity is calculated by the
IBRD as the difference between the growth of value added and the growth of
labor and capital (weighted by their income shares).

LY
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average real income per worker has declined as the labor force has grown
faster than the population and GNP. Labor force data, when compared with GNP
by sector of origin, suggest that in addition to agriculture, a deterioration
of income per worker is occurring in sectors such as construction and
wholesale/retail trade. These sectors showed the highest growth of
employment. Because of the relatively low skill level required for entry,
income per worker reflects a crowding effect in these sectors attributable to
an influx of workers unable to find employment in higher skill sectors.

Income distribution problems arising from slow growth in the agriculture
sector and the abundance of workers in low skill sectors make it particularly
difficult to raise the economy's savings rate despite the attractiveness of
interest rates on savings. The consumption requirements of the relatively
large number of low paid workers with stagnating incomes requires an
extraordinarily high savings rate among high income earners and the government
in order to achieve the desired level of national savings. Given the
difficulty experienced in the economy since 1981, as well as the fact that the
economy is still experiencing difficulties, the private sector may be acting - -
too cautiously in terms of accumulating savings in Indonesia. Similarly, the
government, in trying to minimize the impact of the reform, may have been too
cautious in the past about revenue raising measures to increase public
savings. Since 1984, private sector savings have risen from 11.8 percent of
GNP to 13.8 percent in 1988. Public sector savings have risen from 4.9
percent in 1986 to 6 percent in 1988. However, neither savings rate has
reached the levels attained in 1981 (18.6 percent and 9.2 percent for private’
and public respectively). - :

The importance of increasing domestic savings arises because domestic
investment, necessary for economic growth, exceeds domestic savings (by 2.4
percent in 1988). To avoid an increase in foreign debt, the economy will need
to close the domestic investment-savings zzp. At the current rate of
investment, domestic savings should rise to 22.2 percent of GNP. It needs to
be raised above this level in order to finance a larger investment effort and
stimulate greater growth. The GOI has recently launched a major effort to
increase domestic tax revenues as one means of reaching this objective.

The combination of the slow pace oi reform in agriculture and a low rate
of domestic savings, particularly in the public sector, is seriously retarding
the overall improvement in economic conditions. The pace of reform in these
areas relative to the macro-economic and financial sector reforms should be
increased to improve the sectoral balance in economic growth and reduce the
problem of income disparities.

Equally important, additional measures are needed in agriculture and
resource mobilization to help reduce the dependence of the development budget
on external donor resources. In 1981, at the height of the o0il boon,
government revenues were 175 percent of routine expenditures and financed 75
percent of the development budget. In 1989, government revenues were 108
percent of routine expenditures and financed only 14 percent of the
development budget. This change is not only due to the lo3s of oil revenues
but also to the dramatic growth of debt service ia the routine budget. In
1981, debt service payments were 13.1 percent of the routine budget. However,

/]
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by 1989, while the budget had grown 230 percent, debt service payments grew to
51.6 peréent of routine expenditures. Indonesia's debt arises from the
substantial amount of donor loans financing the development budget and the
revaluation in non-dollar denominated foreign currency loans due to the
devaluation of the dollar against other hard currencies.

The GOI is concerned about these areas and has expressed its intention "to
introduce corrective measures during the new five year plen (Repelita V). The
ARSSP amendment, which has been carefully negotiated with the government,
reflects a set of policy reforms in the areas of agricultural diversification,
agricultural trade, resource mobilization, investment and environmental
protection which relate specifically to these problems.

19
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III. ARSSP BACKGROUND AND RESULTS TO DATE

The ARSSP was developed as a sector assistance program to support the
development and implementation of important policy reforms related to
diversification of agriculture and domestic resource mobilization. The ARSSP
was approved in the context of a larger donor effort to provide Indonesia with
an exceptional level of resources -- primarily for balance of payments and
budget support -- necessitated by Indonesia's resource shortfall as a result
of the collapse in the price of 0il and other adverse external shocks to the
economy. For its part, the government of Indonesia has used these exceptional
donor resources to support and moderate the effects of its program to adjust
the structure of the economy away from its heavy dependency on oil exports.

Initially, the government's reform prugram has concentrated on financial
deregulations and reforms designed to stimulate the banking and industrial
sectors. The ARSSP has provided the vehicle for in-depth policy analysis and
dialogue between the government and USAID on agricultural diversification and
domestic resource motilization. ARSSP resources have directly supported
policy reform by financing consultants and studies. Program resources have
also indirectly supported the policy reform agenda by providing essential
budgetary support to key government ministries and agencies related to the
nrogram's objectives.

The ARSSP program creates a relationship between USAID and paris of the
GOI through which AID can lend its support to implementing specific key
aspects of the GOI's overall policy reform program. The basic premise of this
program approach is that AID can use its resources most effectively to achieve
the broad reaching improvements in the overall policy framework by focussing
on a Tinite 32t 27 sritical maasur.s that require implementaticn, and
associating AID resources on the process. Specifically, it means identifying
objectives in critical areas, collaborating -through studies, analysis,
dialogue - with relevant GOI entities, and providing ansociated budget support
to help sustain the effort and strengthen the relationship between AID and the
relevant parties. Over time the relationship results in increased attention
being focussed on the problem, and increases the chances for a zignificant
favorable conclusion more effectively and quickly than would otherwise have
been the case.

The ARSSP, which was signed in August 1987, authorized $43 million in
§rant funds over a two and one-half year period. Of this $43 million, up to
$1.5 million of ARSSP resources was allocated to finance technical assistance,
with the remainder allocated to budget support. The current PACD of ARSSP is
March 31, 1990 (The PACD for the technical assistance component of the program
is November 30, 1990). The policy reform and budget support effort under
ARSSP was also supplemented with additional budget support of $22.815 million
in local currency generations from Indonesia's P.L. 480 Title I program. This
represents a grand total of $65.815 million of USG resources which were
attributed to the original ARSSP.

An interim evaluation of the ARSSP program in February 1989 determined
that ARSSP is an important and useful means of assisting the GOI to advance
its policy reform agenda and the program can provide quick disbursing
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budgetary support during a period of revenue shortfalls and adjustments in the
Indonesian economy. The evaluation concluded that overall performance on the
ARSSP policy agenda surpassed expectations for this point in the program, with
progress toward pesticide and fertilizer subsidy reductions, transport
deregulation and banking reform being especially noteworthy. While rroxgress
in other areas was mixed, the "menu" approach of the agenda allowed for
flexibility in specific achievements, as long as overall performance was
judged adequate.

The evaluation team also recommended improvements for this amendment.
These included recommendations that the amendment agenda be more focused on
key arees of policy concern and based on greater degree of analyses up front.
However, individual agenda items (sub-objectives) could be less tightly
structured and based—on levels of specificity more acceptable to the.GOI.

That is, the major objectives of policy reforms will be clearly defined, but
the measures required to achieve those objectives will be described in general
terms amenable to the political realities of the policy reform process.

The evaluation found that budget support was more productive when AID
targeted its rescurces toward areas more directly supporting the policy
agenda. It consequently recommended that the amended program more consciously
focus on supporting GOI agencies involved with activities that directly
pertain to the objectives of the program. The evaluation further noted that
the additionality approach under ARSS3P was not productives and that overall,
the staff requirements to manage ARSSP were more than expected.

In its conclusion, the evaluation team recommended continued AID support
in the area of policy reform for agriculture and finance because of: (1)
the demonstrated siaceriiy of tne GCI to Forzz ahzad wish reform, (2) the
continuing severe external economic environment necessitating rapia
adjustment, and (3) the continuing need to reform policy in order to eliminate
disincentives to efficient growth and development. Finally, the team proposed
increasing the funds under ARSSP and extending the PACD.

1Y



IV. ROLE OF THE ARSSP AMENDMENT

As noted in Sections II and III, Indonesia's policy performance has been
very good over the past several years, but continuing reform is needed in
agriculture and domestic resource mobilization to improve the balance in the
economic restructuring process. ARSSP has played an important role in
supporting this process at the sectoral level to date and can continue to play
a substantive role over the short to medium term. This amendment accordingly
proposes to add $20 O million of additional DA resources in FY 89 to be used
in conjunction with approximately $5 million of PL 480 Title I resources in FY
89 and all PL 480 Title I resources in FY 90 (estimated to be $10 - $20
million) to support an agreed policy agenda until the end of Indonesian Fiscal
Year 1991 (March 31, 1992).

This amendment provides the opportunity to reinforce the ARSSP conceptual
approach to development in its provision of flexible program resources in
support of important policy reforms. The benefits of more traditional project
interventions in ARSSP's areas of interest would be reduced in the present
policy environment. In agriculture, gains to farmers, agricultural laborers,
agro-processors and traders depend importantly on the government's willingness
to further relax its controls and support of monopolistic practices. The
detailed central planning approach in agriculture which has directed research,
extension, input availability and credit to rice self-sufficiency must give
way to alternative, market-based systems which achieve government policy
objectives with less distortion in the prices and programs affecting
individual producers. Similarly, in domestic resource mobilization, gains now
depend on policy changes which make the revenue system more efficient, which
permit the private sector to be more active in the provision of social
services and which descentralize substantivs eslsments of the Fiscal system.
Growth in direct private investment, particularly in agro-processing
industries, is restrained more by policy constraints than by a lack of
prograns or facilities which could be addressed by more traditional
projectized assistance.

This amendment to ARSSP additionally permits AID to build on the policy
success of the original project by deepening the policy dialogue in
agricultural trade and natural resource management. Achieving the objectives
of more open and competitive trade in agricultural commodities requires that
certain key commodity transactions which now occur in restrictive markets be’
permitted to occur in & more competitive environment. However, the ARSSP
process of technical study and policy dialongue can permit the goverament to
substantively review its policies affectirg trade in other agricultural
commodities.

Sustaining a more diverse agricultural system also requires urgent
attention to environmental policies and natural resource management. Not only
is there a need for specific measures to insure more sustainable agricultural
systems, but attention must bs given to control of industrial pollution and
hazardous waste disposal. Including this policy element in ARSSP provides a
link between the need to protect the environment and production and
productivity gains in agriculture. As a result of these measures, resources

5
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are more wisely managed.

The. ARSSP amendment also provides USAID with the opportunity to refine
selected features of the original ARSSP design. In particular, Indonesia‘s
budgeting procedures require that all foreign assistance to the development
budget be separated and tracked to iis final use. This circumstance was not
fully known at the start of the ARSSP. Moreover, the recent ARSSP evaluation
found that the government was specifically identifying AKSSP funds with
certain expenditures which AID might not ordinarily finance. As a result of
further discussions with the government, the government agreed that ARSSP
funds would not be used to pay the costs of certain items included on an
agreed "negative" list. l-

While the concept of budget support is retained in this amendment, the
separate handling of ARSSP funds by the government and the need to monitor the
list of ineligible items requires a greater degree of AID monitoring of ARSSP
funds then that envisioned in the original PAAD. This amendment establishes
the appropriate systems for funds accountability within the context of program
budget support. While the new system (described in detail in Section VII
Financial Plan) requires more AID staff involvement in fiscal oversight and
accountability, our involvement does not approach the level required by a
project mode of assistance.

A second refinement of the ARSSP approach inccrpovated in this amendment
is an improvement in the linkage between the policy agenda and the budget
support. Under the original program, budget suppor: to a particular element
of_.a ministry was determined primarily on the basis of the needs of an
individual ministerial department in reaching its program or institutional
objectives, Thus, ths linkage betfussn -he ninisterial departments receiving
budget support and the policy agenda was usually indirect. Under this
amendment, an effort will be made, where possible, to provide budget support
to those units in the government having specific responsibility to formulate
o> implement the policy agenda of ARSSP.

USAID will seek to ensure that ARSSP funds are thus "targetted” to
government agencies whose activities are directly related to the ARSSP policy
agenda. Programming of actual expenditures of ARSSP budget support within
those agencies will continue to be the responsibility of the GOI.

- USAID responsibility for programming of ARSSP expenditures does not
devolve below the agency level.

The Mission carefully considered alternative approaches for providing
budget support before choosing the more targeted approach and, by necessity,

1. Through PIL no. 9 dated March 1, 1989, USAID provided the GOI with a list
of items which should not be identified with funding provided under ARSSP.
This list includes procurements or activities which, if financed under AID
project assistance procedures, would be ineligible for AID financing for legal
or policy reasons, The GOI has agreed not to identify ARSSP funding with such
uses,

1
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the continued application of the negative list to the use of ARSSP funds.
These included a search for opportunities to comingle ARSSP funds with
government resources so that there was no further involvement in tracking uses
below the budget level. Also, consideration was given to the development of a
"positive" list which would allow ARSSP funds to be used for specifically
identified uses which would present no financing ineligibility issues. These
options all involved provision of ARSSP budget support tc the routine budget.
It was found in each case that a movement away from targetirg budget support
to those units responsible for the policy agenda decreases, to various
degrees, the AID program management burden. However, the alternatives also
decreased the likelihood that the ARSSP program goals would be achieved
because the Indonesian budgeting process can not assure that the government
entities related to~the policy agenda will get the necessary GOI resources if
ARSSP funds are channelled elsewhere in the budget. The Indonesia budget
develcpment process is too complicated to guarantee that fungibility would
work in favor of achieving program goals.

AID's participation in programming budget support to selected nnits
responsible for the policy agenda will require greater staff management
responsibility. However, as noted in the ARSSP evaluation, this approach
increases the likelihood that the policies will be formulated and implemented
as planned. Furthermore, this approach.is the only effective substitute for
policy conditionality -- a concept not acceptable to the GOI.

¥
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V. PROGRAM DESCRIPTION AND ANALYSIS

The ARSSP consists of three interrelated components -~ the policy agenda,
budget support and technical assistance. The heart of the program is the
policy agenda. Its formulation, negotiation and implementation yield the
economic benefits to Indonesia expected from the program. Success in the
policy agenda component is made possible because of the commitment of the
government to economic reform in general and to the ARSSP policy concerns in
particular. However, success is also made possible because ARSSP provides
resourceg to the budgets of elements of the government responsible for
formulating, implementing and supporting the specific policy reforms contained
in the ARSSP agenda. Furthermore, the inputs financed under the technical
assistance component are organized so as to help direct and manage the ARSSP
process to-achieve its objectives. .o —

The technical assistance component is distinguishad from the budget
support component by its projectized approach to assistance. AID and the GOI
have agreed to projectize the technical assistance component because its
activities relate directly to the provision of essential inputs needed for
ARSSP development, management and oversight. This contrasts with the budget
support component which augments the resources of government entities whose
general functions contribute to ARSSP objectives. Consequently, under the -
budget support component, AID is not involved in the determination of which
inputs these entities should procure to carry out their functiou. Rather,
AID's objective is to be sure that these entities have sufficient resources so
that their functions are adequately performed.

A. The Policy Agenda

The policy agenda consists of five broad objectives, with sets of more
gspecific sub-objectives for each as appropriate. These five objectives
represent areas of policy concern that are consistent with the general
guidelines of the Indonesian 5-year plan (Repelita V). They alsc represent
areas of particular interest to USAID., The policy reforms incluied in this
agenda would contribute substantially toward the development process in
Indonesia.

The policy agenda is deliberately ambitious and represents a significant
further advancement of agriculture ari domestic resource mobilization policy
objectives that began under ARSSP in 1987. The agenda also introduces new
policy initiatives in agricultural trade and natural resources. The
analytical basis for the agricultural and resource mobilization agenda is well
established stemming from substantial USAID involvement at the project level
as well as the special amendment analysis. The new initiatives are derived
from more recent analytical work by consultants and staff in conjunction with
AID's burgeoning interest and focus on trade, natural resource and
environmental management. Substantial progreas in the policy areas of
agricultural diversification, resource mobilization, financial markets and
natural resources should be possible during this amendment due, in part, to
the historical and instituticnal linkages between AID and the GOI. We expect
that a substantial proportion of the policy sub-objectives will be achieved
during the 2-year life of the ARSSP amendment. Progress in the proposed new

%
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area of agricultural commodity trade is more problematic. The amendment
proposes to add the new area of trade, however, because of its importance to
the structural adjustment program, the need to stimulate agro-processing
industries and AID's emphasis on expanded private sector involvement in
trade. At a minimum ARSSP will provide a mechanism to initiate s. sstantive
dialogue regarding trade policy issues as the Mission pursues development of
other project/program interventiors.

USAID and the government plan to, carefully monitor the implementation of
the policy agenda through a series of detailed benchmarks. 'These benchmarks
will be finalized prior to the disbursement of funds under this amendment and
will constitute the primary basis for USAID's quarterly and final evaluation
of the ARSSP's policy achievements.

The following is a general presentation and discussion of the policy
objectives and sub-objectives:

Policy Objective no. 1. Diversify agricultural production taking advantage of
regional comparative advantage and promoting development of related
agro-industries.

The Government of Indonesia will continue to focus its agricultural
policy on three principal ntjectives: 1) to maintain rice self-sufficiency;
2) to further diversify the sector to accommodate self-sufficiency objectives
in other agricultural products and to take advantage of new market
opportunities, and 3) to promote non-oil exports. The diversification process
includes both vertical and horizontal elements. Vertically, stimulation of
growth of agro-processing and other agro-indus:rial activities will provide
significant employment and income generating opportunities for rural areas.
Horizontally, production of crops other than rice often provide greater
returns and require more labor input. Since demand for secondary crops is
increasing rapidly, crop diversification will increase employment in rural
areas, provide farmers with increased profit opportunities, and offer
consumers a broader variety of foodstuffs.

[USAID Mission monitoring responsibility for this objective will be assigned
to the Agriculture and Rural Development Office.]

Policy sub-objectives:

1.1 Align agricultural policy instruments so that farmers receive appropriate
market signals to capitalize on natural comparative advantage.

To promote the diversification goal of Indonesian agricultural policy,
comparative advantage must play an important role. The Government's program
to encourage diversification includes the following activities: 1) to review
existing pricing policies to ensure that price incentives are consistent with
development goals; 2) strengthen extension services and research linkages to
provide technical assistance on a wider range of production alternatives; and
3) identify and begin eliminating constraints that hinder or prevent farmer
access to credit, technology, extension services, and other factors that
prevent farmers from diversifying their production.

[
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J.2 Implement the integrated pest management program for rice and éxtend it
to include other crops.

The government removed all subsidies on agricultural pesticides on
January 1, 1989. Farmers and extension personnel require extensive training
in integrated pest management (IPM) practices to compensate for increased
pesticide cost and to promote more environmentally sound production
practices. The important objective of IPM is to reduce health hazards while
maintaining high crop yield potential. The Government of Indonesia has
embarked on a very ambitious program to train farmers in IPM techniques. This
program has been successfully begun, but there remains much to accomplish
before the task is complete.

1.3 Produce, distribute, and utilize fertilizers efficiently.

Fertilizer is an essential farm production input. The Government has
encouraged the growth of fertilizer production facilities, and it has assisted
in the distribution of fertilizer to farmers. Final use of fertilizer is
partially based on recommendations from Government extension workers.
Fertilizer production facilities vary widely in their ability to produce
fertilizer economically. Costs of distributing fertilizers need to be
.reduced. There is evidence that officially recommended fertilizer use levels
are too high for some nutrients in some regions. The Government is committed
to seeking ways to increase efficiency at all levels of the fertilizer
production, distribution and farm use systems.

1.4 Broaden the national mandate of "Agricultural Research Centers to be more
responsive to resional needs and introduce a system of direct outreach from
research stations to ragional extension centers and farmers.

It is important that agricultural inputs be adapted to differences in
agro~ecological zones to better meet national food production goals. Crop
varieties and production practices must be adjusted to account for differences
in soils, climatic conditions and farming systems to maximize output. With
limited resources and diverse ecological conditions, a program that focuses on
regional needs rather than national requirements will be more effective in
increasing outputs and incomes, and thus promote the diversification and
self-sufficiency goals simultaneously. It is important that the Government
sustain at least the scale of research effort necessary to maintain adequate
levels of output. Furthermore, it is imperative that research results be made
available more readily and rapidly to farmers and that researchers are working
to solve farmer problems. An expanded outreach program including
demonstration plots, will result in a closer working relationship among
researchers, extension workers, and local farmers, and consequently promote
more effective dissemination of informatiom.

1.5 Review the implementation of the shipping deregulation reforms of
November 1988.

Reforms that will significantly change the system of inter-island
shipping .in Indonesia were formally announced in November 1988. While a
number have been implemented, several institutional factors have prevented
full implementation. Completion of thegse reforms will significantly reduce

0
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inter-island transport costs through greater efficiency and the entry of more
competition. Thus, new opportunities will be opened to agriculture,
agro-industrial development, and other commercial activities.

1.6. Take advantage of new market opportunities in fruit crops by encouraging--
investment opportunities in small plantations.

Indonesia must become more efficient in the production of tree crops ‘te
compete with neighboring countries. Medium size units will be much more
~ competitive than the very small fruit farms typical of Indonesia. A number of
these larger estates in an area can provide a large enough supply of the
desired varieties and quality *o facilitate entry into international markets.
However, financing of these types of estates will continue to be a problem,
More financial institutions need to recognize that ‘the financing plan must
include a grace period to allow trees to reach a productive stage; the payback
period should be sufficiently long to permit adequate cash flow; and banks
should allow a relatively low initial equity holding by investors.

Policy Objective no. 2. Increase the efficiency and competitiveness of
Indonesian international agricultural trade.

Indonesia is a large agricultural trader. Agricultural imports in 1987
totaled nearly US$ 1.2 billion, while exports amounted to nearly US$ 6.0
billion. Indonesian trade in agricultural products has been controlled
through a system of import, export, and distribution licenses. Recent reforms
have begun to shift some of these licensing restrictions to a freer system of
control through tariffs. By continuing its efforts toward agricultural trade
deregulation, the Governmern’ of Indonesia can greatly increase the
competitiveness and efficiency of this sector, and thereby lower consumer fcod
prices and stimulate growth of trade-oriented agro-businesses.

[USAID Mission monitoring responsibility for this objective will be assigned
to the Economic Policy Support Office.]

Policy sub-objectives:

2.1 Lovwer import tariffs and surcharges on selected imported agricultural

Eroducts. :

Nearly 85 percent of the agricultural items whose import comes under the
IU+ license are subject to import duties and surcharges over 25 percent. This
has led to a significant amount of smuggling activity and resulting loss of
government revenue. Cutting tariffs to lower levels will likely increase
trade, lower consumer costs, and raise government revenue.

2,2 Encourage nigher quality plantation crops from both government
plantations and smuall holders, '

Prices received by Indonesian farmers for plantation crops are generally
lower than prices received by competitors in neighboring countries. These low
prices are related to lower quality products. Although there is a markst for
low quality products, significant opporcunitics exist for value-added gains
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from producing for higher quality marketa. A system of marketing, education,
and credit that will promote higher quality production of plantation of crops
is needed. The marketing and pricing system needs to fully reflect premiums
for quality. Competition among buyers is one way to help promote quality
premiums as well as overall higher prices.

2.3 Establish a more effective relationship between trade associations and
relevant government agencies to promote the export of Indonesian agricultural

products.

The group best able to promote the export of a commodity is always the
group responsible for its manufacture. However, producers often lack the
resources or training necessary for effective_promotion. Until producer
organizations become strong encugh to represent themselves off-shore,
government commercial representatives can provide outreach to potential
markets. By formalizing a relationship between official Government
representation in foreign countries and domestic commercial export interests,
the job of promoting export products can be made much easier. Very large
benefits stand to be gained from more effective promotion in the very
competitive world food markets.

Policy Objective no. 3. Mobiiize public resources £nd effectively apply them
at regional and local levels. '

Domestic revenues are currently inadequate to cover development
expenditures, Therefore, Indonesia has been borrowing externally to finance
critical development activities. Borrowinz of this magnitude is claarly not
susteainable over the medium term. To address this issue the Government has
begun a concerted effort to increase public revenues. Domestic public sector
revenues must continue to be increased and more effectively spent.
Privatizing some local and centrally provided public services would also help
genera*e cost savings.

[USAID Mission monitoring responsibility for this objective will be assigned
to the Private Sector Development and Economic Policy Support Office.]

Policy sub-objectives:

3.1 Continue to increase tax revenues through more effective and more
equitable means. Accelerate the tax "post audits” program.

Personal income tax collections have increased steadily over the past few
years. Experts contend that continued aggressive collection efforts will
significantly increase these revenues in the future. As this process evolves
it is important to ensure that the tax burden is equitably spread across all
income groups.

3.2 Periodically review new sources of revenue for local zovernments and
discourage them from current "ad hoc" taxing practices.

Local governments sometimes enhance their revenues by instituting various
forms of local taxes. The forms of these taxes vary across the country,
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Local governments should be given uniform taxing authofity that will prbvide‘f
needed revenue on a consistent basis, ' - ' ,

3.3 Accelerate the program of private sector participation in providing
public services.

Considerable cost savings and more efficient service provision can be
obtained in many insiances by privatization of many services currently
provided by public institutions. In some cases the services could be turned
over entirely to private businesses; in other cases new partnerships between
public and private interests could be mutually beneficial.

3.4 Improve the effectiveness of resource transfer programs from the central
government to the regions and local governments. '

During Repelita V, Rp. 21.4 trillion is allocated for providing regional
government services. This is 20 percent of public development funds.
However, regional authorities currently have little say over how funds are
obtained or for what purposes regional funds are spent. While the central
government must maintain adequate safeguards, public funds will be used more
efficiently to respond to the needs of regional constituencies by giving
regional authorities more responsibility over collection and expenditure of
public rsvenues,

Policy Objective no. 4. Increase total investment in Indonesia, particularly
vff-Java, through accelerated implementation of financial deregulations to
meet Repelita V targets, generate income growth and employment.

To sustain economic growth in Indonesia after the end of Repelita V
without special assistance from foreign donors, private investment will have
to continue to provide at least half of total investment during the period.
1988-1993. This will be difficult *to achieve unless financial, trade, and
investment deregulation continues at an accelerated pace. Many financial
market deregulation measures have already been announced. The urgent task
ahead is to implement them in an effective manner.

[USAID Mission monitoring responsibility for this objective will be assigned
to the Private Sector Development Office.]

Policy sub-objectives:

4.1 Sustain financial deregulation efforts which impact on rural areas and
the informal sector of the economy.

Faster implementation will spur investment and employment. The
combination of trade, investment, and financial deregulations lays the
groundwork for opening up economic activities throughout Indonesia. Expanded
economic activity in a wider variety of sectors of the economy will further
reduce reliance on the 0il sector, broaden the gcope of employment
opportunities available to the growing work force, provide alternatives to

77
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agriéﬁitufe for rural workers, and increase incomes of the rural poor,

4.2 1Increase the rate of growth of foreign investment in Indonesia.

To achieve the needed increase in private investment, Indonesia must
attract investment from foreign as well as domestic sources. Large amounts of
foreign capital are available. Given a favorable investment environment,
private foreign capital can contribute effectively to promote Indonesian
economic development.

Policy Objective no. 5. Develop appropriate policy approaches to assure that
environmental and natural resources are managed wisely to sustain the economic
development process. '

For the past two decades Indonesia has achieved an impressive rate of
economic development, largely through the exploitation of its abundant
petroleum, forest, agricultural, fishery and other valuable natural
resources. While this strategy has resulted in high growth rates, it has also
meant that natural resource systems have been depleted. Although future
economic growth will increasingly be dependent on the gradual expansion of
industry to serve both domestic and international markets, natural resources
will continue to play an important part in the development strategy. At
present, over 40 percent of GDP and 50 percent of employmeat are derived from
primary sectors, not including the considerable and growing contributions
attributable to the downstream processing of natural resources or the indirect
effects on tourism and other closely related sectors. It is very important
that the Government adopt wise policies to sustain the productivity of the
natural resource base.

[USAID Mission monitoring responsibility for this objective will be assigned
to the Agriculture and Rural Development Office.] '

Policy sub-objective:
5.1. Strengthen the ability to systematically analyze agricultural policies

and projects from the standpoint of their economic and ecological viability
and sustainability.

There is an urgent need for government agencies to broaden the scope of
policy formulation and analyses to include environmental concerns. The
balance between economic growth and environmental quality is very important in
Indonesia. To mairtain this balance, it is essential that agricultural
development policies be particularly sensitive to issues of resource
management and sustainability. These emerging policy issues are often not
amenable to the single commodity and standardized approaches of the past.

They are more closely linked to the broad perspective of Indonesia's diverse
resources and environmental conditions. Projects and policy programs must be
studied from the perspective of their potential impact on long-run
productivity levels. Pa:ticular attention should be paid to the impact on the
natural resource base of land clearing methods, cultivation practices,
chemical input use, use of fragile lands, and processing facilities and their

disposal of waste producta,
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5.2 Consolidate the authority and responsibility for pollution and hazardous
waste control and monitoring within an appropriate systen.

There are a growing number of costly environmental problems associated
with the improper treatment and handling of wastes and toxic substances.
Responsibility for monitoring pollution and hazardous wastes is fragmented
among many agencies hindering efforts to assess the magnitude of these
problems. Authority for the establishment of standards, regulations, and
incentives for compliance is also scattered among several government bodies.As
the industrialization process accelerates in Indonesia, it will become
increasingly important that an effective government organizational structure
is in place to ensure that the risks to human health and natural systems are
not excessive.

B. Budget Support "

The budget support component of ARSSP is designed to meet several
essential needs. The most important purpose is to insure that units and
activities within the government of Indoneésia responsible for formulating or
implementing ARSSP policy objectives receive adequate funding to effectively
carry out their work. Examples of such units which conduct activities
directly related to the ARSSP policy agenda are the Office of the Secretary
General of the Ministry of Agriculture, the Director General for Taxation in
the Ministry of Finance and elements of BAPPENAS responsible for agriculture
policy. The ARSSP evaluation noted that the effectiveness of ARSSP's support
could be improved by strengthening the linkage between budget support and
policy ‘and institutional reform measures.

The second purpose cf budget support is to augment the resources of units
whose works have become more essential for sectoral growth and improved
efficiency because of the new policy environment. For example, the
elimination of the pesticide subsidy has created the prerequisite policy
environment for successful implementation of an Integrated Pest Management
program. ARSSP budget support to government agencies implementing IPM helps
to insure that that program is adequately developed to meet the need created
by the policy reform. Similarly, the objective of diversification in
agriculture places a new burden on the resources of those agencies engaged in
agriculture research and extension as the policy environment in agriculture
shifts toward a market-based orientation.

The third purpose of budget support is to maintain the attention of AKSSP
managers in USAID and the GOI on the policy agenda. The process of
negotiating the allocation of budget support focuses attention on the
relationship between policy priorities and budget priorities. The actual
provision of budget support helps realign budget priorities in support of the
policy agenda during a time when the government of Indonesia has very limited
flexibility in the use of its own resources because of the unavoidable demands
of the routine budget.

The GOI schedule for preparing its FY90 budget requires that the

development budgets of individual units within the governmenf be formulated in
November and December 1989 and finalized by February and March, 1990, ARSSP

25


http:bodies.As

.20 -

resources which form a part of the government's development budgets are
programmed as part of the normal GOI DUP/DIP budget procedures (described in
the original PAAD). The final budget detail will be negotiated and agreed to
by PIL in early CY 1990. However, USAID intends to provide budget support to
help finance programs within the Ministry of Agriculture, the Ministry of
Finance, the Central Bureau of Statistics and XAPPENAS.

Under the Ministry of Agriculture, USAID plans to continue budget support
for the Office of the Director General because of the specific responsibility
this office has for policy formulation. USAID will also consider the
budgetary needs and absorptive capacity of activities carried out by the
Agency for Agriculture Research and Development. It should be noted that “he
government-wide austerity measures imposed in 1983 severely limited GOI
funding of research and training by the GOI. This limitation helps assure
that ARSSP fund can be effectively programmed as additional resources for
research and training.

USAID plans to provide budget support to the Ministry of Finance to
support ARSSP policy agenda items 3 and 4. ’

C. Technical Assistance component

The technical assistance ccmponent of the ARSSP responds to several
distinct needs. The process of policy change requires substantial inveatments
in ex ante studies and analyses .o ensure that decisions are based on a sound
understanding of the economic issuss. Also, as policy reforms are put into
place, ex post analyses-of their economic impacts provide important feedback
as a guide to further actions. The technical assistance component will
fulfill this need. Through the use of expert advisors and analysts ARSSP can
enhance the GOI's ability to conduct essential program analyses and
evaluation. Examples of the technical studies to be carried out under this
component are: follow-up analysis of the agriculture trade regime; an
analysis of the effects of shipping deregulation; continuation of the
development and application of the agricuitural sector model; and an analysis
of Bank Indonesia's open market operestions.

Technical assistance will also be used to facilitate implementation of
policy reforms tl sugh support of special events such as seminars or workshops
to address some of the implementation aspects of refornm. :

This component will also fund the JCC program manager, the overall

program evaluation scheduled for April 1991 and the financial monitoring of
the budget support by an independent accounting firm described in Seetion VII.

o
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Because of the lag time required to complete studies and to accommodate
possible ex post evaluations and analyses of the ARSSP impacts, the PACD date
for the technical assistance component of the program is December 31, 1992,

D.. Update of Assumptions and Analyses:

The fundamental assumptions and analyses upon which the original PAAD was
based remain correct.

1) Key Assumption:

Conditionality: The original PAAD pointed out the strong unwillingness
of the GOI to enter into an agreement whlch conditioned assistance on specific
policy measures. The GOI argued that such an approach would be politically
unacceptable and would limit flexibility in the choice and timing of policy
instruments to meet program objectives. Consequently the ARSSP policy agenda
was developed as a menu of items reflecting GOI policy intentions. There was
no performance conditionality tetween action on the policy agenda and the
disbursement of ARSSP budget support. Rather, the ARSSP agreement commi’ted
the program to disburse budget support on the assumption that the GOI would
and could carry out a significant portion of the policy menu.

The February 1989 evaluation validated this assumption. - The GOI's
performance in implementing the policy agenda has been impressive and has
shown results. Conditionality in the provision of budget support was
unnecessary because of the GOI's commitment to the refornms.

However, the evaluation suggested that ARSSP budget support, while
remaining unconditional, could be better linked to the policy reform process
by a more careful targeting of these resources to units of the government
responsible for formulating, analyzing, implementing and monitoring the
specific actions derived from the policy agenda. This amendment embodies
these evaluation findings.

2) Analyses of the Policy Framework:

Macroeconomic Policy: The government continues to be strongly committed
to the macroeconomic reform program which was described in the original ARSSP
PAAD. The primary objectives of the reform are to continue to move the
economy to a greater reliance on markets for the allocation of resources and
to shift the economy away from its dependence on oil. The key policy
initiatives to achieve these objectives are: 1) the establishment and
maintenance of an open and market based foreign exchange regime; 2) the
promotion of increased growth and export of non-oil sector commodities and
services; and 3) strong austerity measures in the government's budget to
achieve domestic price stability.

The reform program is comprehensive and integrated. The government's
ability to sustain a stable, open exchange regime is based on its actions to
carry out complementary policies affecting interest{ rates, investment
opportunities and inflation in order to improve the investment climate and
stem capital flight. Interest rate pclicy and the development of more
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sophisticated financial and capital markets have kept the rupiah attractive as
a store of value. Furthermore, measures which decontrolled and simplified
investment approvals and trade related to manufacturing and service industries
have increased investment opportunities, efficiency and profitability for the
private sector. Finally, quick action to reduce government expenditures has
prevented the crowding out of the private sector by the government and has
reduced inflation.

Over the next several yzars the government plans to reinforce the policy
framework with measures to further stimulate the non-o0il sector, improve
domestic savings and contain the growth of external debt. These measures are
intended to broaden Indonesia's industrial base as well as increase the
domestic value added component in current manufactured goods. By further
opening the economy, the government-expects its policies to simultaneously
improve performance in exports and import substitution.

Agriculture Diversification: Policy change in agriculture continues to
be heavily influenced by the GOI's priority for self-sufficiency in the
production of rice. Changes which create a more sound economic environment
for the production of alternative crops are cautiously considered and
implemented only if they pose no harmful effects to the objective of rice
self-sufficiency. Most agricultural support systems (i.e., input supply,
research, extension and credit) still reinforce local, regioaal and national
indicative rice production targets.

However, the need to further shift the national economy away from its
dependence on o0il has raised the importance of agricultural diversification to
be a key theme of Repelita V. This is presented in the Five Year Plan as two
objectives, The first, and probably more important, is agricultural
diversification designed to make Indonesia self-sufficient in certain crops,
animal products and fish in addition to rice. The second, promotes
agricultural production and agro-processing industries for export. In this
regard, attention will be given first to plantation crops and fishery products.

The government's increased interest in improving the agriculture sector's
contribution to growth and diversification objectives bodes well for progress
on the ARSSP policy agenda. However, because the policy initiative derives
more from an import substitution than an export promotion perspective, there
is some danger that the potential benefits could be lost if protectionist
measures are used to help achieve the targets. The government has employed
protectionist measurcs such as the 1987/1988 ban on rice imports to
artificially raigse domestic rice prices and stimulate production. The ARSSP
will need to be particularly vigilant in its monitoring of the reform process
to help ensure that induced price distortions are avoided.

Agriculture Trade: As noted in the original ARSSP PAAD, many of the
reforms which opened the trade regime did not extend to trade in agricultural
goods. The ARSSP amendment is introducing a policy agenda to support a
deregulation of agricultural trade because of the importance of deregulation
to improved production and productivity in agriculture. The policy agenda. and
its associated dialogue recognize the difficulty of the undertaking in light
of the present policy environment. Nevertheless, it is timely to engage in
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analysis and dialogue on this issue because of the government'q interest as
expressed in Repelita V and its agreement to the inclusion of trade related
measures on the ARSSP policy agenda.

Domestic Resource Mobilization: The ARSSP amendment shifts the emphasis
of this agenda item towards public finance issues. Substantial prugress has
been made in expanding the capital market and improving the financial sector.
The government's attention is now turning to improving its capability to
assess and collect taxes and generate non-tax revenue. On the expenditure
side, there is interest in developing greater private sectcr participation in
the provision of services which are now being provided by the government.

There is a high degree of enthusiasm within the government for increasing
public savings. New tax measures are being considered and implemented and the
administrative structure of tax collection is being strengthened with
assistance from the IRS. However, there has been a tendency to substitute
high tax rates on certain transactions as a substitute for previous
administrative controls on these transactions. This situation is perhaps most
apparent in customs duties. In monitoring this agenda item, it will be
important to ensure that the resulting system is broad based, elastic and
transparent.

Financial Deregulation: Perhaps the most important policy reforms
undertaken by the Indonesian Government in recent years were the sieries of
financial deregulation puckages in the Fall 1988. A= a result of these
actions, a wide range of investment opportunities has opened for both foreign
and domestic enterpreneurs. New taxes on time deposits, a new stock exchange
in Surabaya, righ%s to foreign banks to establish themselves in rural areas,
new opportunities for foreign joint venture investments, and transport
licensing reforms all combine to greatly enhance the investment climate in
Indonesia. It is expected that these reforms will contribute to development
of a broad-based, diverse economy commensurate with Indonesia's size,
location, and natural resource base.

The ARSSP amendment recognizes the importance of these recent reforms and
seeks to sustain their momentum. Two issues central to the ARSSP are also key
to the financial reforms objective: as industrial growth increases, labor and
other resources will be shifted out of agriculture to fulfill the needs of
these new areas of economic activity; a major source of growth within the
agriculture sector will come from new opportunities for production,
processing, and marketing of agricultural products for expanding domestic
markets and for new export markets. Clearly, the agriculture sector stands to
gain considerably from concomitant growth in the industrial sector. Likewise
the industrial sector benefits greatly in that the agricultural sector
supports the excess labor supply until the industrial sector is ready and able
to absorb it.

Also, it is important to recognize that, though the reforms that have
been announced are significant, there remains much to be done to improve the
investment clim.te. The reforms of 1988 mark a major step in the right
direction, but Government policy makers must continue to be vigilant to ensure
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that reforms are fully implemented and that succeedlng policy actlons will be
taken to capitalize on these beginnings.

Environment: Indonesia is at a critical juncture in its efforts to
sustain the economic development process. As a guiding principle, the
Government desires to promote development of a broad-based economy that will
be less dependent on oil as a source of foreign exchange and domestic savings,
and less dependent on agriculture as the source of income and employment for
tke majority of its citizens. It is clear that Indonesia possesses a very
rich natural resource base which will be looked to as a source of much of the
planned future economic growth., However, policy-makers are faced with the
task of preserving the delicate balance between economic exploitation for
sustained growth and development, and depletion and degradation of the stock
of raw materials. Increasing attention is being given to adjusting the
develnpment strategy- to take account of growing evidence which shows that
natural resources are noi as abundant as in the past. There is a need to
adjust some of the assumptions underlying the current development strategy and
to institute new approaches which better recognize growing natural resource
scarcity and the costs of environmental degradation. Action must be taken now
if a sustainable development course is to be followed. Much greater attention
must be given to the special considerations needed to establich sustainable
management patterns for renewable resources and to acknowledgs the finiteness
of exhaustible resources.

Concern for the environment iy reflected in the policy agenda by
sub-objectives that stress the importance of taking account of environmental
impacts in the planning process and of monitoring and disposing of hazardous
waste products. These concerns are nct limited to a particular sector, or
sectors of the economy. However, they are particularly acute when related to
agriculture. Growing populations must be assured of sustained agricultural
growth if future generations are to benefit from current development efforts.
As industrial growth increases, it is important that harmful byproducts of
industrial growth are controlled and not permitted to impede concurrent
agricultural growth.
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V.  FINANCIAL PLAN

A;: Budget Support Disbursement

The ARSSP amendment will provide $15.5 million in GOI FY90 and $3.0
million in IFY9l for budget support of selected units within the Ministry of
Agriculture, Ministry of Finance, the Central Bureau of Statistics and The
National Planning Agency. 1.

The budget support will be used to augment the development budgets of the
units described above. However, specific allocations will be determined by
mutual agreement between BAPPENAS and USAID prior to the start of the GOI
fiscal year (April 1, 1990 and April 1, 1991).

Disbursements will be made quarterly on the basis of a request from the
Director General for Budget, Ministry of Finance. The disbursements for each
quarter will be released at the beginning of the quarter and will be
approximately one-fourth of the total annual ARSSP budget contribution. If a
recipient unit does not require all or a part of its planned quarterly
disbursement, AID and BAPPENAS may agree to reprogram the funds to other
entities in need of resources consistent with the ARSSP objectives. In this
regard, ARSSP funds may be carried over in a recipient's budget to the next
Indonesian fiscal year.

Disbursements for budget support will be made to a non-interest bearing
special account in the Central Bank of Indonesia. They will then be
transferred to the budgets of the individual recipient unit.

B. Budget Support Monitoring

The principal responsibility for the management of ARSSP budget support
resources rests with the recipient GOI ministries. USAID has initiated
procedures for conducting a financial management capability review to
establish the adequacy of the GOI's programming and budgetary systems, and the
quality of the management, accounting and internal controls at Bank Indonesia,
the Ministry ot Agriculture, the Ministry of Finance, the National Development
Planning Agency and the Central Bureau of Statistics. The financial
management assessment will determine if (1) the recipient agencies are
complying satisfactorily with all terms and conditions of the ARSSP Agreement
and its Implementation Letters; (2) the GOI programming and budget systems
provide satisfactory assurances that the mutually agreed upon objective of the
program will be achieved; and (3) the accounting and internal control systems
and procedures in place are adequate to ensure proper management, control and
reporting of the receipt and use of all goods and ser-ices acquired with funds
provided, and will reasonably prevent the use of funds for purposes identified
in Implementation Letter No. 9 dated March 1, 1989 (negative list). If the

1. A total of $20.0 million will be authorized from FY89 resources for
ARSSP. From that total $3.0 million will be allocated to IFY91/92 budget ,
support activities. Increasing this funding level may be possible from FY90
resources, however a separate authorization will be required.

Zl



_review reveals that GOI procedures are deficient thén'steps will be taken to-
correct the deficiencles. ' N

" USAID will monitor the disbursement of funds through quarterly financial
reports provided by the Directorate General for Budget, Ministry of Finance.
The quarterly financial reports will provide cash flow information on’ the
special account at Bank Indonesia and the ARSSP accounts in each implementing
ministry. Included in these reports will be information for each unit's
budget on amounts previously disbursed, amounts expended, and amounts to be
disbursed in the present quarter. Furthermore, the report will certify that
no ARSSP funds were used for purposes disallowed by the terms of PIL No. 9.

In addition to the normal USAID review of the GOI quarterly financial
reports, USAID will employ an independent -accounting firm to review GOI
records on a semi-annual basis. An important focus of this independent. review
will be to verify compliance with the terms of PIL No. 9 (negative list).
Should this independent assessment determine that funds were used for purposes
disallowed by the terms of PIL No. 9, the GOI will refund the amounts so used
to the ARSSP special account at Bank Indonesia. These funds may then be
- reprogrammed within the program for other needs consistent with the program's
objectives. '

C. Technical Assistance

The ARSSP amendment will provide $1.5 million for technical assistance
during the period covered by this amendment. As noted in Section V.C. above,
these funds will be used to obtain expert services and studies related to the
design.of policy reform packages and the assessment of their implementation.
A portion of these funds will be reserved for the evaluation of ARSSP. Also,
a portion will be reserved to obtain the services of an accounting firm to
help monitor the budget support provided by ARSSP. Allocation of the reminder
will be determined by the ARSSP program manager with standard review by the
appropriate technical and support offices within USAID, and with the
concurrence of BAPPENAS. The monitoring of this $1.5 million technical
assistance will be in accordance with normal project financing procedures.

s
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VII. IMPLEMENTATION PLAN AND MANAGEMENT

A, Implementation Plan

l. Timeframe Planning

Key implementation actions, over time, are illustrated in Figure 1.
These timeframe decision points represent current best estimates of
eppropriately sequenced ARSSP Amendment activities and contain, for
purposes of overall planning, selected activities which will take place
both before and after (for a possible follow-on ARSSP program) the
proposed Amendment.

2, Programming and Budgeting

Program/budget management procedures have already been described in
Section VI ("Financial Plan"). It is anticipated that the Implementation
Workshop, to be held in October, 1989 will be used by ARSSP Program
Management from USAID and the GOI to finalize all critical aspects of
ARSSP Amendment planning and to establish procedures for management of
the program.

The implementation workshop will be organized and chaired by USAID.
The workshop will be atiended by representatives of the relevant
technical ofrices within USAID, as well as the support offices. The GOI
will be repreilented by representatives of BAPPENAS, the Ministries
receiving ARSSP budget support funds, and the Central Bureau of _
Statistics. This meeting will be used to formally discuss and agree upon
program management issues including: 1) responsibility for policy agenda
tracking; 2) establishment of a timetable for meetings to discuss
progress and/or problems with the Program; and 3) other issues related to
the Program. The purpose of this meeting is to clearly delineate
management responsibilities, to ensure that all concerned parties are
aware of how the Program will operate.

3. Monitoring

Routine monitoring of the ARSSP Amendment will focus on two
different areas: monitoring of the policy agenda and financial
monitoring. Results of routine tracking will be organized by the ARSSP
manager each quarter and will be used for semi-annual review by USAID and
the GOI through their respective monitoring systems. ’

a) Policy agenda monitoring will be a major substantive aspect of
the everyday management of the program. The USAID Program Manager,
located in EPSO, will work closely with his counterpart in BAPPENAS and
maintain a routine system of tracking of the policy agenda benchmarks.
The exact nature of tracking and the allocation of detailed tracking
respon3ibilities will be determined at the Implementation Workshop
scheduled for October, 1989. Approaches to tracking will include 1)
special studies, 2) routinized monitoring by respective USAID and GOI
techn%cal offices, and 3) a comprehensive program evaluation (described
below).
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FIGRE 1 : ARSSP AMENDMENT TIMEFRAE PLANNING
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; b) Financial monitoring will be carried out, as noted in Section
VI, in the form of quarterly statements produced by the Ministry of
Finance Directorate General of Budget and through 1ndependent review
every six months.

4. Evaluation

It is expected that the reasonably thorough and sustained monitoring
process noted above will permit botir USAID and the GOI to gain
considerable insight into the nature and direction of individual items on
the policy reform agenda. All results and issues generated by the
oversight process will be periodically evaluated by a broader audience
within USAID and the GOI, respectively.

USAID and GOI representatives will meet twice yearly as soon as
possible after the Mission Program Implementatlon Review (PIR), to
examine policy progress, and to discuss program management issues such as
funds disbursements and others as appropriate.

A formal interim evaluation, similar to that undertaken in February
1989, for the original ARSSP program and with a particular emphasis on
impact analysis, will be carried out by a special outside team of
.experts., This evaluation, planned for April, 1991, will also be
structured so as to provide useful analysis for any follow-on ARSSP
activity, if so decided.

B. .Implementation Management

1. Framework and Operational Principles

The ARSSP Interim Evaluation contains numerous useful
recommendations for enhancing the quality of ARSSP management. Those
recommendations have been extensively drawn upon to formulai. the
implementation procedures for this Amendment. In order to streamline
management, implementation procedures are made as simple and flexible as
possible, while remaining within the currently known ground rules for
USAID and GOI activities. Because of the importance of the ARSSP
activity for both the USAID portfolio and for GOI decision-makers, care
has been taken to focus feedback on substance rather than process, and in
a manner which is compatible with both USG and GOI system.

2. Operational Arrangements

-~ a) Within USAID: Within USAID, day-to-day implementation of the
program will be the responsibility of the ARSSP program manager, under
the direction of the EPSO Office Chief and in collaboration with the
technical office analysts from ARD, PSD and PPS. The Technical office
analysts are expected to contribute to the monitoring/evaluation process
in their particular area of expertise. Their role will be specifically
defined, and percentage of time allocated, at the time of the 0&tdber,
1989 Implementation Workshop.
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Broader Mission management oversight will be provided by a
Program Committee (PC) consisting of the ARSSP management team noted
above, relevant technical office chiefs (PSD, ARD, EPSO), the PPS
backstop, and selected support staff (LA, CM, FIN), as appropriate. The
Program Committee will be chaired by the Program Manager. The PC will

meet semi-annually, at the time of the Mission's normally scheduled PIR
and will be charged with:

-~ reviewing policy and financial monitoring to date;

- providing guidance to EPSO and the Director on procedural
issues relating to program management;

- reviewing the policy agenda from the broader perspective of
the overall policy environment and providing guidance to
EPSO and the Director on the policy agenda, current and
future.

Evaluation of ARSSP will also be used to feed into the regular
annual Mission PIR.

b) Within the GOI: Within the GOI, day-to-day management will be
the responsibility of the Chief of the Bureau of Agriculture and
Irrigation in BAPPENAS. He and his staff will liaise with other relevant
offices in BAPPENAS,, the Ministry of Finance, the Ministry of Agriculture
and the Central Bureau of Statistics.

Organized GOI oversight of the ARSSP Program will take place as
part of the regularly scheduled "SAID/GOI semi-annual portfolio
implementation review, and will draw upon the results of USAID PIR
projec: implementation reports as well as the data contained within the
recently established BAPPENAS Project Monitoring System, operated by the
Bureau of Monitoring of Foreign Economic Cooperation Implementation.

Likewise, representatives of BAPPENAS and/or key technical
ministries will work closely with USAID on the ARSSP evaluation. It is
expected that reporting on the status and impact of the policy agenda, as
well as assistance in overcoming potential implementation bottlenecks,
can be carried to the Ministry level through the Implementation
Acceleration Group, as required, following the joint USAID/GOI
semi-annual review.

c) Between USAID and the GOI: Representatives of the offices
within USAID assigned monitoring responsibilities for particular poliey
objectives will meet at least semi-annually with representatives of tha
GOI involved with action on the policy agenda to ensure that progress is
monitored and that both g oups are fully aware of the status of the
policy change process. TFor example, representatives of USAID's ARD
office will meet with representatives of the GOI active in relation to
policy objectives one and five (most likely from the Ministry of
Agriculture).

7
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VIII. EVALUATION PLAN

One external evaluation is planned to assess progress under the
amendment as a basis to document results and determine the need and
Justification for any further sector assistance after the PACD. The
evaluation will cover much the same ground as the evaluation of the
original ARSSP; including progress on the policy agenda, performance of
the budget support component, additional assistance needs, and proposed
adjustments and improvements to the ARSSP process. Also, the evaluation
- should probe further into the impact of the reform agenda to date, to
provide more feedback on the appropriateness of the agenda and to
document to the extent possible the extent to which ARSSP supports the
CDSS objective of improving long term sustainable employment and income
opportunities. Co-

One possibility the evaluation should consider is whether a
continuation of the ARSSP approach and general policy agenda is
appropriate for Indonesian FY 92/93. To meet the needs of the Indonesian
budget process such assistance must be obligated no later than US FY
1991. It is expected that the evaluation will take place in April, 1991
in order to provide adequate time to develop a follow-on activity in U.S.
FY 91 for Indonesian FY 92-93 if it appears warranted. This date also
permits greater GOI participation since it follows the busy budget
planning period prior to April 1.

Other issues the evaluation should resolve include the continuing
relevance of budget support as the GOI's revenues accelerate, the
continuing appropriateness of the target policy sectors as structural
reforms evolve, and the effectiveness of the program's revised systems
and management arrangements to meet the needs of the sector program
modality within the context of AID staffing constraints.

Funds for the evaluation will come from the technical assistance
component and should provide for 18 person weeks to develop the report.
Expertise on the team should include policy development and evaluation
expertise, economic skills, sector program design skills; (including
familiarity with AID requirements and policy) program management skills,
and financial management skills.
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IX. CONDITIONS PRECEDENT AND COVENANTS

All CPs and Covenants of the original ARSSP agreement remain
effective. The following additions are made through this amendment:

A, Conditions Precedent To Disbursement

1. Disbursement for Budget Support for IFY 1990/91 and IFY 1991/92 :
Prior to the disbursement of funds under the Grant for budget support in
IFY 1990/91 and IFY 1991/92, or to issuance by AID of documentation
pursuant to which disbursement will be made, the Grantee shall, except as
AID may otherwise agree in writing, furnish to AID, in form and substance
satisfactory to AID, budget plans for the relevant Ministries of the
Government of Indonesia who will receive budget support through this
Grant with projected needs per quarter for the IFY covered by .the
proposed disbursement,

B. Covenants

1. Special Covenants

a) Policy Agenda: The Grantee agrees that it shall diligently
pursue the comprehensive policy agenda which have been included in
annexes to the Program Grant Agreement.
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REPUBLIC OF INDONESIA
NNHONALIHNWIOPMENTPLANNHHJAGENCY
~ JAKARTA, INDONESIA

No : 2918/K/8/1989 - Jakarta, August: 31, 1989
Mr. David Merrill |

Director

— USAID Mission.

c/o American Embassy

Jakarta

Dear Mr. Merrill:
The Government of Indonesia wishes to request that the

USAID/Indonesia Agriculture and Rural Sector Support Program

.(497-0357) be amended to increase development assistance through

the program by US$ 20,000,000 and to extend the life of tha
program for an additional period of two years,.to March 31, 1992.
This letter provides a review of our experience with the first
two years of the ARSSP, and a description of the current
situation and our plans for further efforts under the program

amendment.

Since the initiation of the ARSSP in August}31987, the Government
of Indonesia has accelerated the paqe: of economic reforms.
Subsidies oﬁ agricultural pesticides have been eliminated while
those on fertilizer have been reduced; interisland shipping has
been largely deregulated; banking regulations have been changed

to make it easier for banks to provide services in rural areas:;

|



and non-tarlff trade barrlers on. several agrlcultural commodltles
' have been replaced by tarlffs. Durlng ‘this period, the ARSSP has_
helped the Goverment maintain certaln important pub11c service
functions by providing financial support to the budgets of the
Mlnlstry of Agriculture, Mlnlstry of flnance and Bappenas. The;
budget support enhanced' the efforts of 1mplement1ng theupol;cvp

changes.

At present the Government 1s fac1ng the task of malntalnlng the
momentum for economlc pollcy reform ~The.. Government is keenly
aware of the need to keep track the 1mplementatlon of the policy
changes and to identify possxble areas for future reforms.. During
Repellta V, the economy is expected to move away from 1tsl
crltlcal dependence on 011 t> a more diversified economy. To
achleve this, policies must be put in place to encourage
entreprenehrial activities in all sectors. The ARSSP has already
contributed to policy reform process in the past years and a
continuation of the ARSSP will undoubtedly contribute to efforts
in the coming years. Within the next two years agriculture and
rural sectors are expected to be an important_focus of reform.
Briefly, I will decribe here some areas of mutual concern.to the

Government and USAID.

Agricultural diversification continues to be an area of dritical
importance to economic growth in Indonesia. To take advantage of
the emerging export opportunities and to satisfy the growing

needs of domestic population, the agricultural production
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capac1t1es of the nation must expand to prov1de a w1der varlety
of products whlle sustaining an adequate level of output of the
bas1c foodstuffs. Steps hdve recently been taken to eliminate
unnecessary non tariff trade restraints on several agricultural
products. However, there remain important steps ' to be undertaken
in this area. Reform on agricultural trade restrictions will work
in tandem with the agricultural diversification policy objective

to stimulate future trade--growth.

As the economy‘diversifies away from oil, public“revenues”uill
have to come from a broader tax base. Po;icies'to enhance’the
efficient mohilization and utilization of public resources,
particularly at regional and lozal levels, will be a crucial

element. This is another policy focus in the coming years.

Repelita V states that the major sources of growth will come from

the private sector through increased private investment. Major

policy reforms to stimulate investment have already been

announced We need to monitor closely and continously thelr

1mp1ementatlon.v

The Government‘ls partunﬂarly concerned that economic growth
take place w1thout. causing unde51rab1e deterloratlon of the
natural environment. The process of economic growth nust be
tempered by an effective public concern for protecting the
ecological balance necessary to ensure that the natural resource

base will be available long into the future.

2



A llst of the agrlculture and rural sector pollcles that form the

| bas1s for the ARSSP is . glven 1n the attachment fo thls letter.

Resources prov1ded through the ARSSP amendment w1ll support the‘

des1gn,i1mplementatlon, and analy51s of¥the pollcy reformsf

mentloned here.f ARSSP funds w1ll be allocated each year, by
mutual agreement to agenc1es of the Mlnlstry of Agrlculture,‘the

Ministry of Finance, BAPPENAS and/or the Central Bureau of

Statlstlcs. To the extent p0551ble, agency fundlng w1ll be
directly related to act1v1t1es that support the pollcy

initiatives)specified on the ARSSP agenda.

We look forward to your favorable con51deratlon and thank you for

your k1nd cooperatlon.

fYours sincerely,

Mlnlster of National Dévelopment,
,QPlannapgﬁghalrman of Bappenas

-"\

f-’,-' f\.\ /
S N8 a1eh AFIifF

1y



Attachment

Government of Indonesia’s Policy Agenda in Support of the

Agriculture and Rural Sector Support Program Amendment
for Indonesian Fiscal Years 1990/91 and 1991/92

Introduction

This policy agenda consists of five selected objectives,
each with a set of sub-objectives. These represent activities
that the Government of Indonesia considers to be important for
furthering development of the agriculture and finance sectors of
the economy. The list of selected changes that the Government is
considering is presented bLalow. : '

1. Program objective and milestones for Agricultural
Diversificatiop : _

Diversify agricultural production téking advantage of
regional comparative advantage and promoting development of .
related agro-industries. v ‘ '

sub-objectiv 2s:

1.1 Align agricultural ‘policy instruments so that farmers
receive appropriate market signals to capitalize on natural
comparative advantage.

1.2 Implement the integrated pest mariagement program in
rice and extend it to include other.crqpe.

1.3 Produce, distribute, and utilize fertilizers
efficiently.

1.4 Broaden the national mandate of agricultural research
centers to be more responsive to regional needs and introduce a
system of direct outreach from research. stations to regional
extension centers and farmers.

1.5 Assess the implementation of the shipping deregulation
reforms of November 1988. = SR A

1.6 Take advantage of new market ";opportunities in fruit

érops by encouraging investment opportunities in  small
plantations. ‘ ‘ ‘

2. Program objective and milestongs for Adricultural Trade

Increase the efficiency and competitiveness of Indonesian
international agricultural trale. '

1 0




-sdb%objédtivesi ‘

2.1 . Lower import tariffs and surchafgesfqﬁ sé1ected

imported agricultural products.

2.2 Encourage higher quality plantation crdps‘from bdth'

government plantations and small holders.

2.3 Establish a more effective relationship between trade

associations and relevant government agencies to promote the

export of Indonesian agricultural products.

5., Program objective and milestones for Domestic Resource
Mobilization ‘

Mobilize public resources and effectively apply‘ thémI-atﬁ1

regional and local levels.

sub-objectives:

o= 3.1 Continue to increase tay revenues. throughQ'mbre:
effective and more equitable means. Accelerate the tax "post

audits"progranm.

3.2 Periodically review new sources of revenue for local
governments and discourage them from their current "ad hoc"
taxing practices.

3.3 Accelerate the program of private sector participation -

in providing public services.

3.4 Improve the effectiveness of resource transfer program
from the central government to the regions and local governments.

4. Program objective and milestones for Implementation of
Financial Deregulations

Increase total investment in Indonesia, particularly off-
Java, through accelerated implementation of financial
deregulations to meet Repelita V targets and to generate income
growth and employment.

sub-objectives:.

4.1 Sustain existing financial derequlation efforts which
impact more on rural areas and the "informal" sector of the
economy.

4.2 Improve climate of foreign investment in Indonesia{



5. ‘Program objective and milestones for Environmental and
e Natural Resources

Develop appropriate policy approaches to assure that
environmental and natural resources are managed wisely to sustain
tre economic development process. .

sub-objectives:

-

5.1 Strengthen the ability to systematically analyzéJ
agricultural policies and projects from the standpoint of their.

economic and ecological viability and susta;nability.

5.2 Consolidate the authority and responsibility for
pollution and hazardous waste control and monitoring within an
appropriate systenm.

'y
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3 (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?

4.

HAS STANDARD ITEM CHECKLIST BEEN
REVIEWED?

GENERAL CRITERIA FOR NONPROJECT ASSISTANCE

FY 1989 Appropriation Act Sec. 523; FAA Sec.
634A. Describe how authorization and
appropriations committees of Senate and House
have been or will be notified concerning the
project. expired on 8/8/1989.

FSS Sec. 611 (a) (2). If further legislative
action 1s 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? - .

FAA Sec. 209. Is assistance more efficiently
and effectively provided through regional or
multilateral organizations? If so, why is
assistance not so provided? Information and
conclusions on whether assistance will
encourage developing countries to cooperate
in regional development programs.

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 unions.

1) YES
2) YES

A CN for this amend-

ment was submitted
to the Senate and

.House Committees and

No further legisla-
tive action is
required within

the host country

This Program is
specifically

focussed on economic
development problems
in Indonesia and can
not be implemented

as a regional program.

The Program policy
agenda is specifi-
cally designed to
encourage efforts of
Indonesia in (a),
(b), (d), and (e).

T



5.

10.

B.

“2 e

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 irade
channels and the services of U.S. private
enterprise).

FAA Secs. 612 (b), 636 (h); FY 1989 Appropria=
tions Act 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.

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?

FAA Sec. 601 (e). Will the assistance utilize

competitive selection procedures for the
awarding of contracts, except where applicable
procurement rules allow otherwise?

FAA Sec. 121 (d). If assistance is being

furnished under the Sahel Development Program,
has a determination been made that the host
government has an adequate system for accounting
for and controlling receipt and expenditure

of A.I.D. funds?

FY 1989 Appropriations Act. Will assistance be

designed so that the percentage of women
participants will be demonstrably increased?

FUNDING CRITERIA FOR NONPROJECT ASSISTANCE

Nonproject Criteria for Economic Support Fund

a. FAA Sec. 531 (a). Will this assistance
promot. 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 para-
military activities?

. The Program's prin-

cipal objective is
to open yp financial
and investment
markets to increased
trade and investment
from U.S. and other
sources,

The GOI will be
contributing substan-
tial amounts of host
country owned local
currencies for
activities supported
under the Program.

NO

“'N[Ai

This Program does
not involve the
direct financing of
activities

NA

N
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c. FAA Sec. 531 (d). Will ESF funds made
available tor 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?

e. FY 1989 Appropriations Act. If assistance
is in the form of a cash transfer: (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 currencies that may be generated with
funds provided as a cash transfer to such a
country also be in accordance with FAA Section
609 (which requires such local currencies to be
made available to the U.S. Government 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 authorized by the FAA
would themselves be available? (c) Has
Congress received prior notification providing
the detail how the funds will be used, including
the U.S. interests that appropriate, the
economic policy reforms transfer assistance?

Nonproject Criteria for Development Assistance

a. FAA Secs. 102 (a), 111, 113, 281 (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 cooperative, especially by technical
assistance, to assist rural and urban poor to
help themselves toward better life, and otherwise
encourage democratic private and local govern-
mental 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 countries?

N/A

WA

The Program supports
the development by
the host country of
sound economic and
resource management
policies which, in
turn, should increase
employment and
incomes at all
levels, including in
the agricultural and
rural sector.



-3 -

b. FAA Secs. 103, 103A, 104, 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 (a) extent to which acti-
vity is specifically designed to increase
productivity and income of rural poor; [102A]
if for agricultural research, account shall

be taken of the needs of small farmers, and
‘extensive use of field testing to adapt busic
research to local conditions shall be made;
(b) extent to which assistance is used in
coordination with efforts carried out under
Sec. 104 to help improve nutrition of the
people of developing countries through
encouragement of increased production of

crops with greater nutritional value; improve-
ment 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 malnutri-
tion of poor and vulnerable 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 encourage-
ing 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 so,
extent to which activity emphasizes low-cost,
integrated delivery systems for health, nutri-
tion 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 outreach.

The policy agenda
supported by the
Program is specifi-
cally targeted at
increasing income
and employment in
the agricultural
sector through
increases in
agricultural
diversification,
agricultural trade,
financial deregula-
tion, and improve-
ment of environmental
and natural resource
management nolicies.

N/A
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(3) [105] for education, public administra- N/A
tion, or human resources development; if so,’ :
(a) extent to which activity strengthen: non-

formal education, makes formal education more

relevant, especially for rural families and

urban poor, and strengthens management capa-

bility 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 energy, private voluntary
organizations, and selected development
problems; if so, extent activity is:

(i) (a) con:erned with data collection and . =~ N/A
analysis, tne 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, renew
able energy sources for rural areas,
emphasizing development of energy resources
which are environmentally acceptable and
require minimum capital investment;

(ii) concerned with technical cooperation ana
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 system
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) CN/A
extent to which there is international coordi- -
nation in planning and implementation; parti-

cipation and support by African countries and

organizations in determining development priori-

ties; and a long-term, multidonor development

plan which calls for equitable burden-sharing

with other donors; (b) host government has an

adequate system for accounting for and control-

ling receipt and expenditure of projects funds

(dnllars or local currency generated therefrom)?

c. FY 1989 Appropriations Act. Have local N/A
currencles generated by the sale of imports or
foreign exchange by the government of a country in
Sub-Saharan Africa from funds appropriated under
Sub-Saharan Africa, DA been deposited in a special
account established by the government, and are
these local currencies available only feor use, in
accordance with an agreement with the United
States, for development activities which are
consistent with the policy directions of Section
102 of the FAA and for necessary administrative
requirements of the U.S. Government?

d. FAA Sec. 107. Is special emphasis placed on ~ N/A
use of appropriate technology (defined as

relatively smaller, cost-saving, labor-using

technologies that are generally most appropriate

for the small farms, small businesses, and small

incomes of the poorj?

e. FAA Sec. 281 (b). Describe extent to which The Program directly

the activity recognizes the particular needs, supports the GOI's
desires, and capacities of the people of the efforts to formulate
country; utilizes the country's intellectual sound development
resources to encourage institutional development; policies through
and supports civic education and training in institutional

skills required for effective participation in support.

governmental and political processes essential
to self-government.

f. FAA Sec. 101 (a). Does the activity give YES
reasonable promise of contributing to the develop-

ment of economic resources, or to the increase of

productive capacities and self-sustaining economic

growth?
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EIQUIRIMINTS ZZFORZ DECITING ZCW MUCS MORE FUNDING IT
wiLl 2SQUIAL AND ON WRA SCEZEDULY.

YT CONTINUT TC SUPPCRT ARS[Z? CZ SIKMILAR MTCEANISMS AS A
PREFSRRET WAT TO SUFPORT INTONESIAN DEVELOPMENT

RESORMS. WHEN TEEZ POLICT AGENDE, PROGRESS AGAINST
BENCEMARES AND CAST FLOW NITDS ARE CLEARER NEXT TEAR, VWE
WOULD ¥ELCOMT & PROPOSAL FTOR ADDITIONAL FUNDING.
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ANNEX 4

EVALUATION SUMMARY




SUMMARY OF FINDINGS

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

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

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

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

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

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

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

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

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

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

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

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

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

9. The team finds that project assistance remains essential for effective
program assistance; that projects alone are an insufficient source of analysis
needed for policy based program assistance because program assistance has its
own policy analysis requirements; and that targeted program assistance fills a

b
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niche in the Mission's program instruments because it is able to do some
important things differently and more quickly than project assistance.

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

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

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

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

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

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

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



ANNEX 5

INITIAL ENVIRONMENTAL EXAMINATION
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(A) ‘PROJECT COUNTRY: Indonesia

(B) “ACTIVITY; Agricultural and Rural Sector Supbori'Pfdgram
(497+0357), Amendment C

(C) FUNDING: $ 20 million

(D) PERIOD OF FUNDING: FY 87 - FY 89
(E) STATEMENT PREPARED BY: Michael Haékbggigpso, USAID/Indonesia

(F) ENVIRONGENTAL ACTION RECOMMEVDED; Categorical Exclusion under AID
: %egul?tign 16, Section 216.2 (¢)
1) (i1 |

(G) ACTION -REQUESTED BY: James Hrqgsgsgk;;;, USAID/Indonesia
(H) LEGAL ADVISOR CLEARANCE; Paul Jgééf. LA, USAID/Indonesia
(Ij ENVIRONMENTAL OFFICER CLEARA&CE: Jori%ﬂsksson, ARD/RRM
(J) DECISION OF USAID/INDONESIA DIRECTOR ‘

APPROVED:;;%anjgz;cb .j;%;zlbizzbﬂ/\

DISAPPROVED:

DATE; Y/ //%9
(X) DECISION OF ANE ENVIRONMENTAL OFFICER

sy A K | Aue(eeleny

DISAPPROVED:

mre; 9~ 42H- &9

EXAMINATION OF THE NATURE, SCOPE AND MAGNITUDE OF THE 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 te provided to help accomplish ralatad analyses. AID will not be -
directly involved in how the budget support funds are spent, other than
confirming that broad budget categories recelve agreed levels of GOIL '
funding during tho GOI Fiscal Year. AID will have neither knowledge nor -
control of specific activities within those budget categories, cxcept for,
separately financed AID projects which might be included within the. '
categories,
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Among the policy reforms supported by this program is one item which
directly addresses environmental issues. Thus the program itself
constitutes a positive move toward environmental protection.

B. RECOMMENDED ENVIRONMENTAL ACTION:

Considering the above program approach, the proposed activities
should be categorically excluded from further environmental review. This
proposal is in accordance with AID Regulation 16, Section 216.2(c) (2)
(i) (technical assistance activities not directly affecting the
environment) and 216.2(c) (2) (iii) (analyses and studies), and the
criteria set forth in Section 216.2(c) (1), which permits a categorical
exclusion when AID does not have knowledge of or control over, and the
objective of AID in furnishing assistance does not require, either prior
to approval of financing or prior to implementation of specific
activities, knowledge of or control over the details of the specific
activities financed (budget support component).
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