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Millennium Development Goals (MDGs) of
halving poverty by 2015.

Figure 4.2: Shares in Employment by Status
in Employment

Source: Calculations based on BPS Sakernas, various years.

136. Employment growth (30.9%) fell
short of labor force growth (32.9%) during
1995-2008. In addition, recent employment
growth has been weak, especially in terms
of quality. The trends in informal
employment, wage employment, vulnerable
employment, and casual employment
question the quality of jobs being created.
For example, the decline in the share of
informal employment remained rather
modest despite the recent economic growth:
the share was 63.2% in August 2004 and
61.3% in August 2008. The share then
soared to 67.9% largely due to the impact of
the global financial crisis. Despite a decade
of economic expansion, wage employment
failed to recover to the pre-Asian financial
crisis level. The share of wage employment
stood at 35.5% in 1997, and declined to
34.0% in 2007. The majority of workers are
own-account and contributing  family
workers, which constitute a pool of
vulnerable workers. The share of vulnerable
employment actually went up from 62.8% in
1997 to 63.1% in 2007. The annual growth
rate of casual employment is an alarming
8.4% (2002-2008 average). In addition,
30.8% of workers were underemployed (i.e.,
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worked less than 35 hours a week) in
February 2008, approximately half of which
were involuntary, i.e., were unable to find
more work.

137. Weak generation of productive and
decent employment is a consequence of the
slowdown in labor-intensive manufacturing
that used to absorb a large number of low-
and semi-skilled workers. The pattern of
growth has changed since the Asian
financial crisis. Labor-intensive
manufacturing lost competitiveness to low-
cost producers in the region—the People’s
Republic of China (PRC), India, and Viet
Nam—partly due the overvalued rupiah and
insufficient investment. Indonesia has not
successfully shifted from labor-intensive
manufacturing to  high  value-adding
production (Islam and Chowdhury 2009).

4.2. Unequal Access to Opportunities

138. Even if the economy succeeds in
creating decent and productive
employment, not everyone may benefit if
access to economic opportunities is
unequal. For example, employment
opportunities are concentrated in several
locations. Rural areas in general lack
decent and productive employment
opportunities and people in such areas
engage in agriculture or are employed in the
informal economy. The ratio of employees
to total workers varies considerably by
province: while the average is 0.31
nationwide, it varies from 0.66 in DKI
Jakarta to 0.11 in Nusa Tenggara Timur.
Unless workers in rural areas migrate in
search of employment opportunities, they
are generally less capable of earning
enough to live above the poverty line. In
fact, 82.1% of the working poor are in rural
areas and 65.5% of the working poor
engage in agriculture.?

8 Calculations by ILO based on BPS Susenas Kore
2007.
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139. A variety of factors constrain access
to economic opportunities. According to the
conceptual framework described in Chapter
1, causes that may underlie unequal access
to opportunities are (1) weak human
capabilities, and (2) an uneven playing field.
The following subsections examine whether
certain people face Ilimited access to
opportunities due to these factors.

4.2.1. Weak Human Capabilities

140. A possible reason for the unequal
access to opportunities is that certain
groups of people have weaker human
capabilities than others, partly due to
unequal access to education, health, and/or
other social services, including clean water
and sanitation.

Education

Despite the progress in school
enrollment rates, particularly in primary
education, access to secondary
education remains inequitable. Because
education affects people's ability to
obtain better jobs, unequal access to
education is a binding constraint to
reducing poverty and inequality.

141. One of the most important
components of human capabilities is
education. Because education is positively
linked to access to better employment
opportunities (e.g., Card 1999), education
attainment is one of the main vehicles for
reducing poverty and enhancing economic
growth. Figure 4.3 illustrates that people
who completed at least senior secondary
education are less likely to be
underemployed or in the informal sector
than are workers in general. The importance
of completing higher levels of education is
also supported by a cost-benefit analysis
that finds increasing returns to higher levels
of education. The rates of social returns to
people with junior and senior secondary
school levels are estimated to be about 25%
and 28%, respectively, while the rate of
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returns to primary education is low at about
4% (Arze del Granado et al. 2007).

Figure 4.3: Education Level by Employment
Status (2009)
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Note: *Working for 35+ hours per week.
Source: BPS. February 2009. Labor Force Situation in Indonesia.

Figure 4.4: Education Attainment Among
People Aged 15+ (2007)
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142. Education attainment has increased
across age cohorts: only about 20% of
people 50 or older completed junior
secondary education or higher, while about
70% of people aged 20-24 did so.?
However, the distribution of educational
attainment across the country and across

® Calculation based on BPS Susenas Kore 2007.
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different expenditure quintiles shows
notable inequity—people residing in rural
areas and relatively poor people tend to
receive less education (Figure 4.4).

Figure 4.5: Net School Enroliment Rates for
Junior Secondary (%)
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Source: Calculations based on BPS Susenas Kore 1996, 2002 and
2007.

Figure 4.6: Net School Enroliment Rates for
Senior Secondary (%)
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Source: Calculations based on BPS Susenas Kore 1996, 2002 and
2007.

143. School enrollment rates have
improved at the primary and secondary
levels during the last decade, albeit with
high variations across different population
groups. The primary school enroliment rate
is now uniformly high across the country. In
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contrast, only about 67% of children are
enrolled in junior secondary school and 45%
in senior secondary school (Figures 4.5 and
4.6). This is disappointing, especially given
that National Education System Law No.
20/2003 proclaims that every child aged 7—
15 must attend basic education. Moreover,
there is a striking discrepancy in enrollment
rates, particularly for senior secondary
education. The differences are especially
significant between urban and rural children
and among expenditure quintiles. For
example, only 22% of children in the
poorest expenditure quintile are enrolled in
senior secondary school, versus about 70%
of children in the richest quintile (Figure
4.6).

144. Variations in access to education are
also observed within provinces. Figures 4.7
and 4.8 show provincial average net
enrollments (middle points) as well as the
minimum (lower points) and maximum
(higher points) net enroliment rates at the
district level for each province for primary
and junior secondary education. The figures
highlight  nontrivial  variations  within
provinces. Even for primary education,
where Indonesia has achieved high net
enroliment rates, the net enrollment rate for
Papua remains low, at about 81%,
compared with the rest of the country, and
the lowest rate among districts within Papua
is 51%. The disparity is even more striking
for junior secondary education. Papua,
again, has the lowest net enrollment rate in
the country, about 48.6%, and the variation
within the province is the greatest.
Moreover, while Jawa Timur has a relatively
high provincial average net enrollment rate,
the rate in the district of Sampang from this
province, at about 40%, is lower than
Papua’s provincial average.
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Figure 4.7: District Level Net Enroliment
Rates: Primary (2007, %)
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Figure 4.8: District Level Net Enrollment
Rates: Junior Secondary (2007, %)
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145. Quality is also an issue in
Indonesia's education system. Even if
school enrollment rates reach the universal
level, this may not contribute to reducing
poverty and inequality if the quality of
education is poor because it is likely to
affect the students’ employability and
potential earnings. Unfortunately, the quality
of education in Indonesia is said to be low
and education infrastructure is deteriorating
(Arze del Granado et. al. 2007). Indeed, one
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of the main problems of education services
noted by household respondents in the
Governance and Decentralization Survey 2
(GDS2)" was student learning
achievements (29%), followed by the
condition of school buildings and facilities
(27%), teachers’ attention to their students
(17%), and affordability of the education
services (8%) (Widyanti and Suryahadi
2008).

Root causes of unequal access to
education lie in both the demand and
supply sides. On the demand side,
financial burden, including non-fee costs
such as transport, seem to prevent the
poor from accessing higher levels of
education. Supply-side factors include
the inefficient use of public spending on
education; unequal distribution of
teachers and, to a lesser extent, schools;
and the poor quality of teaching and
education infrastructure.

146. Why are the access to education
unequal and the quality of education poor in
Indonesia? The root causes are found both
in the demand and supply sides. On the
demand side, financial burden is an issue.
Table 4.3 lists main reasons for school-age
children not attending or dropping out of
school. The table indicates that financial
impediments are by far the main reason—
about 57% of school-age children who have
never gone to school or who dropped out
gave financial reasons for not attending
school. Not surprisingly, poorer households
are more likely to struggle to secure
financial means to send their children to
school (Table 4.3).

' The GDS is one of the initiatives that aim to monitor
and evaluate the implementation of the governance
and decentralization policy in Indonesia. The GDS2
was undertaken from April to July 2006 in 133
districts. It is an integrated survey of households,
public health facilities, private health practitioners,
hamlet heads (kepala dusun), and district- and
village-level officials (Widyanti and Suryahadi
2008).
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Table 4.3: Reasons for Never Having
Attended School or Dropped Out of School

(2007, %)
Financial Currently x:;:::/s School is e;'t?:gh
reason employed h"holds too far eduo.
Indonesia 57.2 7.3 2.5 2.7 5.3
Urban 56.9 9.2 1.7 0.6 6.1
Rural 57.3 6.5 2.8 3.7 4.9
Sumatra 55.4 6.1 1.4 2.8 5.6
pavaand 61.2 7.8 2.8 16 5.8
Kalimantan 48.9 11.2 2.9 6.6 5.3
Sulawesi 49.8 6.4 29 4.6 3.3
Maluku,
Papua and
Nusa 45.8 5.1 1.9 5.8 3.2
Tenggara
Male 56.3 8.4 0.2 2.6 5.0
Female 58.0 6.2 5.0 2.8 5.6
Exp.
quintiles
Poorest 60.9 6.2 1.8 3.3 3.9
Second 58.0 7.0 23 2.4 5.7
Third 53.9 7.5 3.4 24 7.0
Fourth 47.7 10.2 4.2 1.9 7.8
Richest 45.5 15.6 2.4 1.3 5.7
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Paqueo and Sparrow (2006) obtained
similar findings.

148. To increase the poor's transition rate
from primary to junior secondary education,
financial constraints should be eased by
further  subsidizing junior  secondary
schooling and/or providing targeted
transfers in the form of scholarships or
conditional cash transfers to the poor.
Conditional cash transfers, in particular, can
be used to compensate households for the
opportunity cost of schooling.

Table 4.5: Distribution of Education Cost by
Type for Different Education Levels (2006, %)

Source: Calculations based on BPS Susenas Kore 2007.

Table 4.4: Percentage of School-Age
Children Who Gave Financial Reasons
for Not Attending School by Age Groups

(2007, %)
Primar Junior Senior
(7_12)y Secondary Secondary
(13-15) (16-18)
Indonesia 35.8 59.1 59.0
Urban 36.8 58.7 58.1
Rural 354 59.3 59.4
Male 341 56.6 59.1
Female 38.0 61.9 58.8
Poor 38.4 64.1 66.0
Non-poor 33.3 56.6 56.9

. Junior Senior
Types of Cost Primary secondary secondary
School fee 7.79 13.05 23.29
Parent teacher 2.72 412 6.06
association fee
Practical fee 1.13 1.34 2.57
Student 0.32 0.83 112
organization fee
Examination fee 0.80 1.25 1.96
Study materials 3.65 3.40 2.88
Uniform 21.00 14.51 8.42
Text books 19.68 15.41 11.53
Stationary 13.44 9.11 5.87
Transport 9.60 21.08 24.35
Other course/
training fee 2.08 2.62 2.31
Others 17.79 13.29 9.65
Total 100.00 100.00 100.00

Source: Calculations based on BPS Susenas Kore 2007.

147. Furthermore, financial burden seems
to be greater for secondary education than
for primary education (Table 4.4). While
about 36% of primary school-age children
have never gone to school or dropped out of
school due to financial difficulties, almost
60% of secondary-school age children gave
financial reasons for not attending school.
Suryadarma et al. (2006) indeed find that
household welfare level is a significant
determinant of low secondary school
enroliment in Indonesia. They also find that
the availability of local employment
opportunities negatively impacts children's
continuation to junior secondary school.

Source: BPS Susenas Modul Tahun 2006 cited in BPS. 2006.
Statistics of Education National Social-Economic Survey.

149. Table 4.5 reports the distribution of
education costs across items for primary,
junior secondary, and senior secondary.
The table shows relatively large shares of
non-fee costs. For secondary schooling,
transport actually has the highest share in
total education costs. This implies that some
households find schools are too far and/or
the cost of transport is too high to send their
children to school. Indeed, some provinces,
such as Kalimantan Barat, Sulawesi Barat,
and Papua, have one of the lowest net
enrollment rates for junior secondary
schooling in the country, while their average
travel time taken to go to school is also one
of the country’s longest. Unequal access to
education is, therefore, not only due to
affordability (i.e., the demand side), but also
to some supply-side factors.
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Table 4.6: National Public Expenditure on
Education (2001-2008)

National National
education education National
expenditure expenditure education
(2006 prices, (% of total expenditure
trillion rupiah) national (% of GDP)
expenditure)
2001 63.4 11.0 2.8
2002 70.5 14.2 2.7
2003 83.7 14.7 3.1
2004 76.7 13.0 2.7
2005 82.8 13.9 2.6
2006 102.5 15.3 3.1
2007* 111.3 15.4 3.0
2008** 116.4 13.6 3.0

.

Notes: *=estimated subnational budget,
budget and estimated subnational budget.
Source: World Bank (2009a).

=central government

150. On the supply-side, public
expenditure on education has trended
upward during the last decade except in
2004" (Table 4.6). The increase is partly
due to the reallocation of public resources
from fuel subsidies to educational spending
through such programs as the Operational
Aid to Schools Program (Bantuan
Operasional Sekolah [BOS]) and conditional
cash transfers (World Bank 2009a). Due to
the recent increase, Indonesia's public
expenditure has become more comparable
with that of other countries in the region.

151. With decentralization, Indonesia has
devolved responsibilities for education from
the central government to subnational
governments. In 2006, for example, about
56% of education expenditure was spent at
the subnational level, mostly by district
governments (51%) rather than provincial
governments (5%). Nevertheless, district
governments' spending on education largely
comprises nondiscretionary routine
expenditures (about 81% in 2006), while the
majority of the development budget is still
spent by the central government. Because
of the central government's continued
dominance in education investments, local
governments actually have little discretion in
managing funds and shaping the key
education sector decisions, even though
they are responsible for running, building,

" The decline in public expenditure on education in
2004 was caused by low budget execution and a
crowding-out effect in most social sectors due to
increasing fuel subsidies (World Bank 2009a).
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and rehabilitating schools. For public
spending to be translated into improved
performance, the discretion of district
governments must be increased and their
financial management capacity improved
(World Bank 2009a).

152. Another important issue is that the
bulk of routine expenditures at the
subnational level is allocated to cover the
wage bill (about 96% in 2006), which is still
set by the central government, with merely
3% for expenditures on goods and 0.4% for
operation and maintenance (World Bank
2009a)."? This pattern needs to be remedied
to achieve more efficient and effective use
of public spending on education.

153. Other supply-side issues include the
unequal distribution of teachers and, to a
lesser extent, schools. As Indonesia has
achieved high enrollment for primary
education, the availability of schools may
not be a major concern at the primary level.
However, the number of junior and senior
secondary schools is much lower—on
average, there are 5 primary schools but
only about 2 junior and 1 secondary schools
per 1,000 school-age children." As a result,
such schools are unlikely to be easily
accessible to many of the school-age
children. This may partly explain why
transport has the highest share in education

12 Many factors are responsible for the large share of
teachers' salaries in routine expenditures. First, the
perception of an undersupply of teachers in
Indonesia has led to increasing their numbers.
Based on the teacher employment and deployment
survey conducted by the World Bank in 2005, 74
out of 276 primary schools that claim to have too
few teachers actually show an oversupply. Second,
district governments inherited many civil servant
teachers who were allocated to schools by the
central government prior to decentralization. Finally,
because civil servant teachers are employed under
the national civil service regulation, district
governments have little flexibility in employing and
deploying teachers (World Bank 2009a).

3 Calculations are based on the following data
sources: the number of schools comes from
Departemen Pendidkan Nasional, 2005/2006, cited
in BPS (2008) Statistik Indonesia; and the number
of school-age children is estimated based on BPS
Susenas Kore 2006.
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costs at the secondary level (Table 4.5). To
enhance the transition rate from primary to
junior secondary schooling, the availability
of schools should be increased in
undersupplied areas.

154. The distribution of teachers is a
more problematic issue. In Indonesia,
student—teacher ratios are low even by
international standards. Comparable ratios
for the Asia and Pacific countries are about
31:1 for primary and 25:1 for junior
secondary schooling, while Indonesia's
ratios are 20:1 and 14:1. However, given
the relatively large share of part-time
teachers and high absenteeism, class sizes
are considerably larger, with 25 students
per class at the primary and 37 at junior
secondary levels (Arze del Granado et al.
2007). Among the eight developing
countries that participated in surveys on
teacher absenteeism, Indonesia ranked
third, after Uganda and India, with a 19%
absence rate (Usman et al. 2004).

Figure 4.9: Percentage of Primary Schools
with Oversupply and Undersupply of
Teachers (2005, %)
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Source: Arze del Granado et al. (2007).

155. Furthermore, Indonesia's teachers
are unequally distributed—while some
areas have an oversupply of teachers, they
are in short supply in remote areas (Figure
4.9). To ensure more equal allocation,
incentive schemes are needed for teachers
in undersupplied areas. The government's
new policy of providing financial incentives
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for teachers working in remote areas is a
first step in the right direction (World Bank
2007). The oversupply of teachers is equally
a problem as it is a cause of the large share
of teachers' salaries in routine expenditures.

156. The quality of teachers also remains
a challenge in Indonesia. Although Ministry
Regulation No. 19/2005 requires teachers to
have a bachelor degree, teachers at the
primary level often fail to fulfill this
requirement (World Bank 2009a). The
Ministry of National Education (2005) notes
that only about 55% of teachers at the
primary and 73% at junior secondary levels
meet the Ministry’s minimum qualifications.
Arze del Granado et al. (2007) show that,
compared with wage levels of other workers
with similar education levels, teachers with
relatively low levels of education are
overpaid and those with higher levels of
education tend to be underpaid. Such a
salary structure provides limited incentives
to acquire qualifications. The new Teacher
Law in 2005, introducing a new teacher
certification requirement that increases their
remuneration, is a welcome step.

157. In addition, the condition of
education infrastructure remains poor in
Indonesia. In 2006, the Ministry of National
Education classified about 25% of
Indonesia’s primary school classrooms as
badly damaged and 30% as lightly
damaged. The conditions are better at the
junior and secondary school levels, with at
19% and 10% of classrooms classified as
damaged (World Bank 2009a). The high
ratio of damaged classrooms is perhaps not
surprising given the small allocation of
public resources for operations and
maintenance at the district level and district
governments' limited control over
development  expenditures. Moreover,
essential learning materials, such as
textbooks, are not always available.

158. The BOS program introduced in
2005, through which the central government
grants resources directly to primary and
junior secondary schools, seems to have
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enhanced the quality of education, as the
majority of the funds have been used for
materials and maintaining school facilities
(World Bank 2009a). According to the
GDS2, school principals report that the BOS
program has had a significant positive
impact, particularly on the quality of
teaching, availability of books and teaching
equipment, quality of school infrastructure,
and poor students’ access to school
(Widyanti and Suryahadi 2008). However,
the BOS allocation for assisting poor
students is relatively low (World Bank
2009a).

Health

Health may not be a critical constraint to
accessing economic opportunities, but
relatively poor and unequal health
outcomes need to be addressed. Despite
some improvement, Indonesia still lags
behind its neighboring countries in
health outcomes, particularly maternal
health. Great disparities in health
outcomes also exist across geographical
areas and socioeconomic groups.

159. Another key component of human
capabilities is health. Health is an important
determinant of productivity; poor health can
adversely affect labor productivity and
earnings. It can also pose a financial burden
on households and make them vulnerable
to poverty. Loss of income from health
factors is reported more frequently than loss
of income from unemployment (World Bank
2006b).

Table 4.7: Infant and Child Mortality Rates

Infant Mortality Child Mortality Rates

Rates .
(per 1,000 live (per 1,000 live
births) births)
1993-1997 53 16
1998-2002 44 15
2003-2007 34 10

Source: BPS and Macro International. 2008. Indonesia Demographic
and Health Survey 2007.

160. Indonesia has made progress with
improving people's health status. Table 4.7
presents estimates of infant and child
mortality for three 5-year periods preceding
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demographic and health surveys. The table
shows that both infant and child mortality
rates have declined over time.
Nevertheless, Indonesia does not compare
well with other countries, particularly in
maternal health.

Figure 4.10: Infant Mortality Rates by
Province (per 1,000 live births)
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Note: Infant mortality rates are for the 10-year period preceding the
survey (i.e., 1998-2007).
Source: BPS and Macro International. 2008. Indonesia Demographic
and Health Survey 2007.

Figure 4.11: Incidence of Epidemics:
Diarrhea and Malaria (2006, deaths per
100,000)
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161. Health outcomes also show
significant geographical disparities. Infant
mortality rates, for example, vary
significantly across provinces (Figure 4.10).
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While DI Yogyakarta province has an infant
morality rate of 19 per 1,000 live births,
Sulawesi Barat’s rate is high at 74 per 1,000
live births. Moreover, morbidity rates,
measured as the percentage of people who
reported health complaints and whose daily
activities were affected by them, tend to be
high in Sulawesi and Maluku, Papua, and
Nusa Tenggara. The distribution of the
incidence of epidemics, such as diarrhea
and malaria, is even more skewed toward
these regions (Figure 4.11).

Limited use of health services and
unequal access to healthcare are, at
least partly, responsible for the variation
in health outcomes across the country.
Unequal access to clean water and
sanitation systems also affects people's
health status.

Figure 4.12: Utilization of Healthcare
Services (1993-2007)
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Source: For 1993-2006, World Bank (2008); and for 2007,
calculations based on BPS Susenas Kore 2007.

162. A key cause of Indonesia's relatively
poor health outcomes is the limited
utilization rates of health services. Figure
4.12 shows the treatment-seeking behavior
among people who had a health complaint
during the month prior to the survey. The
proportion of people who sought treatment
in a health facility in recent years has
increased somewhat, partly due to the
introduction of the Askeskin program. This
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program is targeted to the poor and the
benefits include free healthcare at
community health centers (puskesmas) and
free inpatient treatment in third-class
hospital wards. Nonetheless, the figure
shows that utilization levels have not yet
returned to the pre-crisis level.

Table 4.8: Utilization of Healthcare Services

(2007, %)
No treatment Self-treatment Facility visit
Indonesia 11.7 44.2 441
Urban 10.8 43.6 45.6
Rural 12.3 44.6 431
Sumatra 13.9 44.0 421
Java and Bali 9.9 43.6 46.5
Kalimantan 11.9 51.9 36.2
Sulawesi 13.7 49.0 37.3
Maluku,
Fapua, and 17.2 38.0 44.8
usa
Tenggara
Has no 1.7 46.2 422
insurance
Has insurance 11.8 394 48.8
Exp. quintiles
Poorest 14.7 47.2 38.1
Second 11.7 46.0 42.3
Third 10.7 44.2 451
Fourth 10.1 421 47.8
Richest 10.6 40.1 49.3

Source: Calculations based on BPS Susenas Kore 2007.

163. In addition, access to services
appears to be unequal. Table 4.8 reports
the usage rate of healthcare services by
geographic region and socioeconomic
group. People living in urban areas, living in
Java and Bali, or being covered by health
insurance are more likely to have visited a
health facility than are others. Higher
utilization rate of healthcare facilities is also
observed among better-off households.

164. Access to all types of healthcare
facilities, particularly to  puskesmas,
declined after the crisis, though the trends
are reversing in recent years (Figure 4.13).
There are also great variations in the type of
facilities accessed across the country and
among expenditure quintiles (Table 4.9).
For example, puskesmas are accessed
most frequently at the national level, but the
utilization rate is greater among poorer
people. In contrast, other healthcare
facilities are more likely to be accessed by
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people living in urban areas or by wealthier
people.

Figure 4.13: Type of Healthcare Facilities
Accessed (1993-2007, %)

Puskesmas

Public hospital

Paramedic (nurse/midwife) practitioner
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Source: Calculations based on BPS Susenas Kore, various years.

Table 4.9: Type of Healthcare Facilities
Accessed (2007, %)
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infants whose mothers completed
secondary schooling or higher were fully
immunized. Not surprisingly, infant mortality
rates are also higher among infants with
uneducated mothers or from poor families.

Table 4.10: Maternal and Child Health-
Related Indicators

Infant Birth
mortality delivery by a Fully
(per 1,00 ;rring}a)lb skilled immunized
live ° provider children (%)°
births)® (%)°

Indonesia 39 81.5 771 58.6
Urban 31 89.9 84.3 67.5
Rural 45 75.5 75.9 52.3
Mothers' education

No education 73 441 495 18.6

Some

primary 51 63.5 69.1 37.3

Complete

primary 44 77.3 79.8 52.1

Some

secondary 35 85.9 82.7 60.6

Secondary + 24 93.1 83.8 72.8
Wealth quintiles

Poorest 56 61.1 65.0 394

Second 47 78.3 79.2 53.0

Third 33 83.4 82.8 58.1

Fourth 29 90.6 86.5 68.0

Richest 26 96.4 86.4 74.9

Polyclinic/ - aramedic
Public Private v . (nurse/ Puskes-
. . Doctor's A
hospital hospital . midwife) mas
practice e
practitioner

Indonesia 4.5 2.7 18.6 18.4 251
Urban 5.9 4.5 252 11.4 23.0
Rural 3.5 1.3 14.0 23.3 26.5
Sumatra 5.3 0 15.3 20.9 247
JBZYia and 4.0 0 224 195 224
Kalimantan 4.3 1.4 1.7 14.2 25.7
Sulawesi 5.0 1.1 12.0 124 29.5
Maluku,
Papua,, 52 13 10.9 11.8 415
and Nusa
Tenggara
Has no 2.9 2.1 183 19.8 21.9
insurance
Has 8.2 4.0 19.4 15.0 326
insurance
Exp. quintiles

Poorest 2.4 0.7 8.3 18.0 28.4

Second 3.0 1.2 13.2 21.6 27.8

Third 4.4 2.0 17.8 21.1 26.2

Fourth 5.6 3.2 24.0 18.8 23.9

Richest 7.9 7.2 344 11.0 171

Source: Calculations based on BPS Susenas Kore 2007.

165. The use of maternal and child heath
care services also varies among wealth
quintiles and according to the mother’s
education level (Table 4.10). The disparities
are particularly striking for mothers’
education levels: less than 20% of infants
whose mothers received no education were
fully immunized, whereas about 73% of

Notes: a) Infant morality rates are for the 10-year period preceding
the survey (i.e., 1998-2007).

b) Percentage of women who have given a live birth in the last 5

years and had at least 4 prenatal care visits during pregnancy.

c) Percentage of live births in the last 5 years assisted by a

skilled provider (doctor, nurse, midwife or auxiliary

nurse/midwife).

d) Percentage of children aged 12-23 months who received

BCG, measles, and three doses each of DPT and polio vaccine.
Sources: For prenatal care, calculations based on BPS Indonesia
Demographic and Health Survey 2007; and for other indicators, BPS
and Macro International. 2008. Indonesia Demographic and Health
Survey 2007.

Other Social Services

166. Other important social services that
affect health outcomes include the provision
of clean water and sanitation systems.
Figure 4.14 shows that provinces with
relatively low access to clean water and
sanitation systems, particularly the latter,
tend to have a higher incidence of diarrhea.
For instance, in DI Yogyakarta, where the
incidence of diarrhea in the month prior to
the survey was the lowest (1.3% of people),
about 73% of people had access to a
private toilet facility. In contrast, only about
52% of people had such access in
Nanggaroe Aceh, where the incidence of
diarrhea was the highest (4.0%). Disparities
in access to clean water and sanitation
systems are also found among expenditure
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groups (Table 4.11). Clearly, Indonesia
needs to improve the provision of these
services, particularly in lagging areas and
for the poor.

Figure 4.14: Access to Clean Water and
Sanitation, and Incidence of Diarrhea (2007)

B % of households with safe drinking water
% of households with private toilet facility

% ® % of people who suffered from diarrhea for the past month
2
s 100 + -5
=
9}
2
z
o 801 > of 4
c
= [ ]
c
£z p
© 360- 4 + 3
L ® b
5 8
5 g '."l p
c = b
’;940- 9% 'Ter =+ 2
[7] I1311
kel b P
° »
o 20 1 41
2]
>
1<}
=
S SR L0 h al R el el l el el e ety SO LRl al el el ol el el el i iy
2 0+ O
S U S RCREsSC - COE 0TS0 C RO 0TFEs0oc
T BSEESSTRScSsh Rt aRE RS EAng
SZEgofesn  P2RE o O soR{aRSESSRIEES
mw'——zam“ﬂ—ﬁmmﬁmgﬁ_mgm—ﬁ mng 2DOmEG S
= o) NO0cn Fo§o ST PN SOGSC BID-w5
o3 ©3 85 coid FIo<codans 9XO-5HS
£zm 58 £ P T8XSgog oz =332
7 27 &2 58 T30 £¢ of TlEI5 2
5§ g §2E 23 &85 55 3223c §
E S ESs &Y E=0 ko @® 952 2
n XN FX 3 3 o N
x% (2] N4 > %
¥4 z z

Note: Clean water includes bottled water, tap water, pumped water,
protected well water, and protected spring water.
Source: Calculations based on BPS Susenas Kore 2007.

Table 4.11: Access to Clean Water and
Sanitation (2007, %)
Households Households with access to toilet
with access facility
to clean ) . )
water Private/public/shared Private
Indonesia 78.9 771 59.9
Urban 92.6 90.5 721
Rural 68.5 67.0 50.6
Sumatra 65.3 78.3 65.0
Java and
Bali 87.0 78.9 60.0
Kalimantan 50.2 78.1 61.3
Sulawesi 75.9 68.7 53.8
Maluku,
Papua and 68.5 62.0 459
Nusa
Tenggara
Exp. quintiles
Poorest 67.8 58.8 39.5
Second 73.3 68.0 49.6
Third 77.2 76.8 59.2
Fourth 83.2 86.3 69.9
Richest 92.9 96.0 80.8

Note: Clean water includes bottled water, tap water, pumped water,
protected well water, and protected spring water.
Source: Calculations based on BPS Susenas Kore 2007.

% of people who suffered from diarrhea
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Causes of unequal access to healthcare
services are found on both the demand
and supply sides. On the supply side,
the limited and inefficient use of public
spending on health, unequal distribution
of health facilities and healthcare
providers, and poor quality of healthcare
services are critical issues. On the
demand side, in addition to financial
burden, the limited awareness of the
importance of modern healthcare,
including preventative care, and lack of
trust in the public health system
constrain healthcare utilization.

167. Why are utilization of health services
limited and access to healthcare unequal?
As in the education sector, the root causes
comprise both demand- and supply-side
factors. On the supply side, Indonesia is
constrained by a relatively limited allocation
of public expenditure to health. Despite a
steady increase during the last decade,
health spending as a share of GDP remains
low (Table 4.12).

Table 4.12: National Public Expenditure on
Health (2001-2008)

National health National health

expenditure expenditure (% National health

expenditure (%

(2006 prices, of total national

trillion rupiah) expenditure) of GDP)
2001 8.3 2.6 0.5
2002 8.8 3.2 0.6
2003 121 3.9 0.8
2004 11.8 3.6 0.7
2005 12.2 35 0.7
2006 18.0 4.4 0.9
2007* 20.9 4.8 1.1
2008** 20.3 44 1.1

Notes: *=allocation, **=estimated.
Source: World Bank (2008).

168. The benefit incidence of public
spending on primary healthcare is not
particularly pro-poor, but is equally

distributed across the income levels. Given
the poor’s limited use of public hospitals
(Table 4.9), better-off households tend to
benefit more from secondary healthcare.
However, as the utilization of health facilities
by the lower quintiles has been increasing
since the introduction of the Askeskin
program, the benefits of public spending on
health is likely to have become more pro-
poor in recent years (World Bank 2008).
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169. Along with continued efforts to
increase public expenditures for health, the
efficiency and effectiveness of budget
allocation needs to be improved. As in the
education sector, the share spent at the
subnational level is larger than that at the
central level (though the central level share
has been increasing in recent years, largely
due to the Askeskin program). Nonetheless,
the bulk of subnational health expenditure
goes for routine expenditure, particularly on
personnel. As a result, funds allocated to
operation and maintenance tend to be
limited at the subnational level (World Bank
2008).

Table 4.13: International Comparison of
Health Facilities and Healthcare Providers

(per 100,000)
Hospital Physicians Nurses Midwives
beds
Year No. Year No. Year No. Year No

Cambodia 2004 1 2000 16 2000 62 2000 23
Indonesia 2002 6 2003 13 2003 57 2003 25
Malaysia 2006 19 2002 71 2002 144 2002 37
Philippines 2006 13 2002 115 2002 436 2002 178
Singapore 2006 32 2003 150 2003 431 2003 9
Thailand 2000 22 2002 31 2002 135 2000 1
Viet Nam 2005 26 2002 56 2002 58 2002 19

Source: For hospital beds except for Indonesia and Thailand, WHO
Statistical Information System (WHOSIS); for hospital beds for
Indonesia and Thailand, WHO Regional Office for South-East Asia
(http://www.searo.who.int/EN/Section313.htm); and for other figures,
WHO Global Health Atlas.

170. Such a spending structure seems to
be reflected in the insufficient provision of
health facilities. Despite the impressive
expansion of the pubic health system in the
1970s and 1980s, the growth of public
sector health infrastructure has slowed,
failing to keep pace with population growth
(World Bank 2008). An international
comparison of the provision of health
facilities and healthcare providers highlights
Indonesia's insufficient supply (Table 4.13).
For instance, the Philippines, with a per
capita GDP similar to that of Indonesia,
performs better on these healthcare
indicators.

171. There are also great disparities in
the availability of health facilites and
providers across the country. More
puskesmas, which the poor tend to depend
upon, seem available in poorer provinces.
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However, in some provinces, such as Nusa
Tenggara Barat, the number of puskesmas
per 100,000 people is rather low relative to
their poverty rates. Also the average
distance to the nearest puskesmas varies
widely across the country (Figure 4.15).

Figure 4.15: Average Distance to Puskesmas
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Note: The average distance to the nearest puskesmas is calculated
among the villages without a puskesmas.
Source: Calculations based on BPS PODES 2006.

172. Furthermore, the availability of a
doctor at each puskesmas is not
guaranteed—on average, 18 out of 33
provinces have less than one doctor
available per puskesmas (World Bank
2008). Indonesia's health sector suffers
from high absenteeism—the absence rate in
primary health centers is estimated at 40%,
and it is higher in poorer areas (Chaudhury
et al. 2006). One reason is that many health
workers maintain private practices—the
government has allowed health workers to
maintain private practice outside their
normal working hours since the 1970s in
recognition of their low public salaries.

173. Although the wage levels of public
doctors, midwives, and nurses, in general,
compares favorably with those of other
workers with a similar level of education,
incentives are needed for healthcare
workers to work in remote areas (World
Bank 2008). In addition, Indonesia needs to
strengthen the accreditation and certification
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system to improve the quality of healthcare
services.

Table 4.14: Main Problems in Accessing
Maternal and Child Healthcare (2007, %)

Getting Distance Knowing Concern Getting
money to health where to that permission
needed facilities/ go there to go/not
having to may not wanting to
take be a go along
transport female
health
care
provider
Indonesia 25 17 5 1 14
Urban 20 8 3 10 10
Rural 29 24 7 11 17
Mothers' education
No education 28 18 8 1 16
Some 2 14 4 1 12
primary
Complete 27 30 5 11 20
primary
Some 35 26 9 6 18
Secondary
Secondary + 39 32 1 1 18
Wealth quintiles
Poorest 41 34 1 10 24
Second 32 23 7 1 18
Third 28 19 5 1 14
Fourth 24 15 5 1 14
Richest 14 9 4 10 10

Source: Calculations based on BPS Indonesia Demographic and
Health Survey 2007.

174. In addition to supply-side issues,
some demand-side factors are responsible
for unequal access to healthcare. A main
issue is the financial burden on individual
households. Given the limited public
spending on health, out-of-pocket payments
are relatively high and comprise a
significant part of health spending in
Indonesia (World Bank 2008). In maternal
and child healthcare, for example, financial
difficulties seem to be the main problem in
accessing health services. Not surprisingly,
poorer households are more likely to have
difficulties financing medical treatments
(Table 4.14).

175. In this regard, the recently
introduced Askeskin program is a welcome
step in the right direction. Although the
program’s coverage needs to be extended
and better-targeted, Sparrow et al. (2008)
find that the program has been targeted to
the poor and has been allocated
proportionally more to those who are most
vulnerable to health shocks. Their analysis
also finds that the program has had a

p. 63

positive effect on the utilization of
healthcare services.

176. However, while Askeskin
cardholders have been increasing their use
of puskesmas, they have not significantly
increased their use of hospital services
(World Bank 2008) and the impact of the
program is greater among the non-poor
(Sparrow et al. 2008). Thus, barriers other
than financial issues are likely to prevent
some people from accessing healthcare
services. Table 4.14, for example, shows
that distance to health facilities is another
main problem in accessing maternal and
child healthcare. The distance implies extra
cost, which is likely to increase the financial
burden, particularly for poor households.

177. There are additional obstacles within
the household for women and children to
access health services—for about 14% of
women, getting permission to go to health
facilities and/or not wanting to go alone is a
problem. These problems tend to be
identified more frequently by less educated
women (Table 4.14) and may partly explain
why more educated mothers are more likely
to use services, such as immunization, pre-
natal care, and assisted birth delivery (Table
4.10). Hence, increasing peoples’ education
levels, particularly of mothers, and
increasing the awareness of the potential
benefits of modern healthcare, including
preventative care, are critical to increase the
utilization of health services in Indonesia.

178. Another reason for unequal access
to/limited use of healthcare may be a lack of
trust in the public health system. In general,
the quality of healthcare services in
Indonesia is said to be low, with limited
availability of medication, inadequate
infrastructure, and often insufficient supply
of healthcare personnel. In addition,
puskesmas are often reported to have
limited access to clean water and electricity
(World Bank 2007). The GDS2 lists the
main aspects of health services requiring
improvement as the (i) availability of
medicines and vaccines (24%), (i)



Working Draft-Not to be Quoted
06/11/2009 6:35:52 PM

affordability of medical services (20%), (iii)
physical condition of health service location
(19%), (iv) attention and caring attitude of
medical personnel (15%), and (v) waiting
time at health service providers (7%).
Nonetheless, about 71% of household
respondents reported improvements in
public health service delivery in recent years
(Widyanti and Suryahadi 2008).

4.2.2. Uneven Playing Field

179. Unequal access to opportunities
may also be caused by inequality in
accessing infrastructure and productive
assets, such as land and credit.

Infrastructure

Unequal access to infrastructure is a
critical constraint to accessing economic
opportunities and key services, such as
education and health. Access to good
quality roads, in particular, can enhance
economic opportunities, including
nonfarm economic activities, which
could reduce poverty in rural areas.

180. In geographically challenged
countries like Indonesia, infrastructure plays
a key role in promoting inclusiveness. The
state of infrastructure affects people's
access not only to economic opportunities,
but also to public services. Numerous
studies illustrate the importance of
infrastructure in poverty reduction, income
growth, and accessing nonfarm economic
activities (e.g., Gibson 2009, Gibson and
Olivia 2008, Yamauchi et al. 2009, and
World Bank 2006b). Poverty diagnostics, for
example, show that access to asphalt roads
is a key variable associated with increases
in household expenditure in Indonesia. The
quality of roads is also important (World
Bank 2006b).

181. Similarly, based on data from the
Indonesia Family Life Survey and the Rural
Investment Climate Survey, Gibson (2009)
finds that lack of access to infrastructure
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(such as roads and electricity) and poor
quality of infrastructure constrain nonfarm
economic activities of rural households in
Indonesia. Furthermore, poor quality of
infrastructure is found to be a major
problem, especially for roads and electricity
(Gibson 2009).

182. Because enhancing nonfarm
activities is a key driver for reducing poverty
in rural areas, these empirical findings
underline the importance of infrastructure
for inclusiveness. In spatial connectivity,
land transport is the main system used to
connect villages in most provinces. Roads
are, therefore, essential for people's
livelihood in Indonesia, although in some
provinces (e.g., Maluku Utara, Papua Barat,
and Kalimantan Tengah) water transport is
also the main connectivity system.

Figure 4.16: Type of Surfaces of the Widest
Road (2008, %)
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183. The supply of good quality roads is
limited in many parts of the country. For
example, asphalt/concrete roads seem to
be concentrated in the Java and Bali region
(Figure 4.16), whereas roads in Kalimantan,
Sulawesi, and Maluku, Papua, and Nusa
Tenggara are in particularly poor condition.
No roads managed by the central
government are in damaged condition in
DKI Jakarta, whereas more than 60% of
such roads in Papua are damaged (Figure
4.17).
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Figure 4.17: Percentage of Damaged Roads
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Note: The figures are based on the roads under the responsibility of
the central government.

Source: BPS. 2008. Statistik Perhugungan: Transportation and
Communication Statistics 2007.

184. About 10% of roads fall under the
responsibility of provincial governments and
81% are under district governments.
Unfortunately, no accurate subdistrict-level
data are available on the condition of
provincial and district roads, but, at the
national level, about 18%, 24%, and 40% of
the roads managed by the central,
provincial, and district governments,
respectively, are found to be in poor
condition.™ Given the poorer condition of
provincial and district roads, the disparity in
the quality of roads across the country
presented in Figure 4.17 may be an
underestimation.

185. A direct consequence of poor road
conditions is increased travel time (and thus
also travel costs). In Manggarai district in
the province of Nusa Tenggara Timur, for
example, road conditions are much worse
and resultant travel times much longer
between Manggarai and its main business
destinations than from other parts of the
country to equivalent destinations—travel
over the 140 kilometers (km) from Reteng to
Labuanbajo is usually 3.5—4 hours, whereas
it only takes about 1.5 hours to traverse the

" The figures are from BPS. 2008. Statistik

Perhugungan: Transportation and Communication
Statistics 2007.

p. 65

128 km from Jakarta to Bandung (World
Bank 2006a).

Figure 4.18: Percentage of Villages with
Markets (2008, %)
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Source: Calculations based on BPS PODES 2008.

Figure 4.19: Average Distance to Markets
(in permanent building) (2006, km)
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Note: The average distance is calculated among the villages without
any market.
Source: Calculations based on BPS PODES 2006.

186. There also are great discrepancies
in accessing markets. Figure 4.18 shows
that markets are more commonly found in
provinces such as DKI Jakarta, DI
Yogyakarta, and Bali than in the rest of the
country. Furthermore, people living in some
provinces need to travel very far to reach
the nearest market, particularly in Papua,
Maluku, Kalimantan Tengah, and
Kalimantan Timur (Figure 4.19). As
discussed in previous sections, distance to
other facilities, such as schools and health
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centers, also poses a barrier to accessing
these key services. Connecting the rural
poor through improvements in rural
infrastructure should, therefore, be a priority
for reducing poverty and inequality.

Figure 4.20: Access to Electricity (%)
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Source: For the connection at the household level, calculations based
on BPS Susenas Kore 2007; and for the connection at the village
level, calculations based on BPS PODES 2008.

187. As for electricity, household access
does not seem to be very low in many parts
of the country and may not be a constraint
at the national level except in provinces
such as Papua and Irian Jaya Barat (Figure
4.20). Moreover, because the connection
rate at the village level tends to be higher
than at the household level, connection
within a village seems to be more of an
issue for some provinces, such as Nusa
Tenggara Timur.

Unequal access to good quality
infrastructure is mainly due to non pro-
poor allocation of resources across the

country; limited allocation of
expenditures to maintenance; and local
governments' limited capacity for

planning, budgeting, and executing their
spending.

188. Chapter 3 covered some factors that
are responsible for the limited availability of
infrastructure and its low quality in
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Indonesia. This part of the report will raise
additional issues that are more specific to
the unequal distribution of infrastructure,
particularly roads, and disparities in the
quality of infrastructure across the country.

189. A main problem is that the
distribution of resources does not reflect the
needs. Consequently, it tends to exacerbate
geographical inequalities in access to and
quality of infrastructure. Prior to
decentralization, funds were allocated on
the basis of road length, condition, density,
and cost under the Inpres performance-
oriented transfer programs (World Bank
2006b). Since decentralization, the road
budget for districts comes from the District
Budget (APBD), within which the DAU
(Dana Alokasi Umum — General Allocation
Grant) is the most important source of
revenues for the majority of districts (World
Bank 2006a).

190. The current DAU formula has two
components: "basic allocation" and the
"fiscal gap." While the former is made on
the basis of the salary bill of the civil service
at the district level, the latter is allocated to
the districts pro rata of their fiscal gap and
this component is the main driver of
equalization. While the share of the fiscal
gap component is increasing, its importance
in the distribution mechanisms is only partial
(World Bank 2007). In addition, even though
a poverty variable is included for calculating
the fiscal gap component, its share is small.
Another issue is that the DAU fund has to
be allocated first to cover 100% of the local
civil service wage bill. As a result, poorer
districts tend to have limited funding for
investment even though they have the
greater need for maintenance and
investment. Furthermore, district
governments do not have control over road-
user taxes, which still lie under the control of
the central and provincial governments. As
a consequence, they are unable to raise
funds to cover the costs imposed by users
of the road network (World Bank 2006a).
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191. Another problem is the relatively low
allocation of expenditure to road
maintenance, particularly at the subnational
level. Road expenditure is biased toward
new road construction/upgrading, which is
at least partly because routine maintenance
is less effective in gaining local political
support than the construction of new roads.
Financial incentives should be provided to
subnational governments to ensure
adequate road maintenance (World Bank
2007). Thus, in addition to increasing the
volume of infrastructure investment,
improving the efficiency and effectiveness of
spending is also critical.

192. Other issues include the subnational
governments' development spending on
infrastructure lagging behind their growing
revenues (World Bank 2007). This may
reflect their limited capacity for planning,
budgeting, and executing their spending.

193. In the case of electricity, below-cost
retail tariff levels, which are far below those
of other Association of Southeast Asian
Nations (ASEAN) countries, and the current
uniform tariff policy provide no incentive to
extend the networks, particularly in rural and
remote areas where costs tend to be
relatively high. Moreover, the consumption
subsidy, in the form of low tariffs, is
regressive because poor households are
likely to consume less electricity (or have no
connection) than the better-off ones (World
Bank 2007).

Land

Limited availability of irrigated land may
constrain poverty reduction in provinces
that rely on rice production for
livelihood.

194. Given that a relatively large
proportion of poor households still work in
the agriculture sector, boosting agricultural
capability remains important for broad-
based poverty reduction. Land is one of the
main productive assets, particularly for
countries like Indonesia where a large
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number of people are still engaged in the
agriculture sector for their livelihood.
Equality in accessing productive land is thus
important for enhancing the inclusiveness of
economic growth.

Figure 4.21: Percentage of Irrigated Land in
Total Paddy Field and Land Productivity
(2006)
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Source: For the percentage of irrigated land, calculations based on
BPS PODES 2006; and for land productivity, BPS. 2008. Stasitik
Indonesia.

195. In Indonesia, limited availability of
irrigated land may pose a constraint in
provinces that rely on rice production.
Figure 4.21 illustrates the unequal
distribution of irrigated land across
provinces. It also highlights the importance
of irrigation for increasing agricultural
productivity, because land productivity
increases as the share of irrigated land
increases.

196. Land titling is another issue. The
National Land Administration Agency (BPN)
grants titles to non-forest land in Indonesia.
Less than 25% of rural landholders have
formal land certificates, while almost all
farmers possess land-use certificates in the
PRC and Viet Nam and close to 90% in
Malaysia and Thailand (World Bank 2006b).
Efforts to hasten the lengthy process of land
titling, along with a reallocation of degraded,

100 kg per hectare
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deforested land to productive uses, are
needed to enhance equal access to land.

Credit

Despite the successful development of
microfinance, access to financial
services across the country remains
unequal. This may constrain some
households' access to economic
opportunities. However, the prevalence
of debt aversion across all expenditure
quintiles implies that improved
availability of credit would not
automatically contribute to reducing
poverty.

197. Accessibility to financial services
also plays a key role in ensuring equal
access to economic opportunities. For
example, along with infrastructure, limited
availability of credit can be an obstacle for
nonfarm enterprises in rural areas (lkhwan
and Johnston 2009). For poor households,
access to financial services can also play a
critical role in enabling them to meet their
daily needs and cope with unforeseen crisis.
Indeed poor households, but also non-poor
households, commonly use loans for non-
business purposes such as school fees,
medical treatment, housing, and daily
consumption needs (Johnston and Morduch
2008; Usman et al. 2004).

198. Indonesia is one of the leading
countries in developing microfinance. Bank
Rakyat Indonesia (BRI) has the largest
microfinance operation among formal
financial institutions in the country. In
addition to microfinance branches of
commercial banks, there are People's
Credit Banks (BRR) and cooperatives;
microfinance institutions established under
government programs (including the Rural
Credit and Funds Institution [LDKP] in West
Java, the Kacamatan Credit Board [BKK] in
Central Java, and Credit for Small-scale
Businesses [KURK] in East Java); and
informal institutions, such as moneylenders
(Usman et al. 2004).
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Figure 4.22: Access to Financial Institutions
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Source: Calculations based on BPS PODES 2008.

199. The development of microfinance for
enhancing access to credit in Indonesia has
been a success, but much can still be done
to improve the poor's access to credit. A
survey of 392 microfinance institutions in 23
countries ranked BRI 7th for market
penetration, calculated as a share of
borrowers in the total number of poor
people in the country.” Yet BRI's market
penetration is limited to 5.8%. Moreover,
there is considerable disparity in the
distribution of financial institutions across
Indonesia (Figure 4.22). Banks are
concentrated in the Jakarta area and even
informal  microfinance institutions are
primarily found in the Java and Bali area.

200. The unequal access to credit is due
to both supply- and demand-side factors.
On the supply side, given the limited
economic activities and, thus, the relatively
small size of the potential market, poor
provinces are less likely to attract banks and
other financial institutions. Furthermore, the
limited network of branch offices and the
limited number of credit officers imply the
difficulty and high cost of accessing

'® Source: MIX Market 2006 data cited in ADB and
MIX. 2008. 2007 Mix Asia 100: Ranking of
Microfinance Institutions.
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information that allows financial institutions
to identify potential successful borrowers,
constraining the provision of loans in
rural/remote areas (lkhwan and Johnston
2009).

201. For the demand side, BRI's 2002
Microfinance Access and Services Survey'®
revealed that a large proportion of non-
borrowing households were unaware that
they would qualify for a micro-scale loan,
indicating a lack of information on whether
and from where they could successfully
obtain a loan. Although -creditworthiness
increases with income, nearly 40% of poor
households were recorded as creditworthy
(Johnston and Morduch 2008). Using data
from the Indonesia Family Life Surveys,
Okten and Osili (2004) empirically show that
social networks contribute to enhancing
access to credit by playing an important role
in the diffusion of knowledge about credit
opportunities. These observations suggest
that market failures are, at least partly,
responsible for unequal access to credit in
Indonesia.

202. Another issue is that some potential
borrowers are averse to taking debt. The
Microfinance Access and Services Survey
showed that about half of poor households
found to be creditworthy would not take
loans even if it were possible. The incidence
of debt aversion is relatively consistent
across income groups. The prevalence of
debt aversion implies that improved
availability of credit would not automatically
contribute to reducing poverty (Johnston
and Morduch 2008).

4.3. Inadequate Provision of Social
Safety Nets

Further efforts are needed to extend the
coverage and strengthen the targeting of

"% The survey was conducted by BRI in July and
August 2002, covering 1,438 households in six
provinces: Java Barat, Java Timur, Kalimantan
Barat, Kalimantan Timur, Sulawesi Utara, and
Papua (Johnston and Morduch 2008).
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social safety nets in Indonesia. However,
given the improved provision of social
safety net programs in recent years, this
may not be a critical constraint now.

203. Inadequate social safety nets can
also pose a constraint to reducing poverty
and inequality. In countries such as
Indonesia, where a large percentage of
households are vulnerable to poverty, the
importance of social safety nets that can
prevent vulnerable households from falling
into poverty and improve their welfare
cannot be overemphasized.

204. Social security is still in the early
stage of development in Indonesia. With the
2004 National Social Security System Law
No. 40/2004, Indonesia made landmark
progress toward universal coverage. The
law’s intention is to overhaul the social
protection programs and provide universal
protection against the risks of old age,
illness, and work-related injury and death.
The implementation of the law, however,
has been delayed. A council was nominated
to elaborate the law only in early 2009. The
most recent data show that about 17% of
employees are covered by social security
(ILO and PT Jamsostek: forthcoming). Most
people who enjoy the coverage are in the
formal sector and the vast majority of
informal workers, who constituted over 61%
of workforce in 2008, are without social
security coverage.

205. In the absence of formal social
security for the poor, social safety net
programs could play an important role in
reducing Indonesia's high level of
vulnerability. Since the Asian financial crisis,
Indonesia has made progress toward
providing social safety nets. In response to
the crisis, Indonesia introduced social safety
net programs (Jaring Pengaman Sosial
[JPS]) to help the poor cope with the
economic shock. The JPS was designed as
temporary short-term interventions to
ensure the poor's access to food, health,
and education. The JPS scholarship
scheme, for example, was aimed at
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reducing school drop-out rates during the
economic crisis. An empirical assessment of
the impact of the program found that the
scholarships were effective in reducing
drop-out rates, though the targeting could
have been better as many scholarships
were allocated to students from upper
expenditure quintiles (Cameron 2009,
Sparrow 2007).

206. Another main social safety net
program the government introduced was
commodity price subsidies, most notably the
fuel subsidy. The fuel subsidy was a
universal price subsidy and by fixing fuel
prices at subsidized levels, the government
aimed to protect households from price
fluctuations. Given the strain it was putting
on the government's budget, however, the
government decided to reduce fuel
subsidies in 2005.

207. To mitigate the negative impact of
the reduction of regressive fuel subsidies
and to compensate for major fuel price
increases, the government introduced the
Compensation for Fuel Subsidy Reductions
Program (PKPS-BBM), with an intention to
move toward a more pro-poor allocation of
resources. This included the PKPS-BBM
Unconditional Cash  Transfer  (SLT)
program, the Operational Aid to Schools
(BOS) program, the Askeskin program, and
the Kecamatan Development Project (KDP)
program. The BOS and Askeskin programs
were aimed at improving access to
education and health services. As
discussed in previous sections, although
these programs need to be complemented
with other programs (e.g., better-targeted
scholarships for BOS and programs that
address the supply-side problems for the
Askeskin program), the overall impact of the
programs has been positive.

208. On the other hand, the Unconditional
Cash Transfer (SLT) program was designed
as a temporary one-year cash transfer
program. Under this program, beneficiary
households received about $10 per
household per month through the post
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offices. However, the program was
assessed as having poor targeting—a
relatively large percentage of the
beneficiaries were the non-poor (World
Bank 2006b).

209. The KDP program is an extensive
community-driven development program
aimed at reducing poverty, improving
access to infrastructure and services, and
strengthening local governance. The overall
assessment of the program has been very
positive—e.g., the geographical targeting
has been pro-poor; the projects have
generally yielded high rates of returns on
investment; people's access to facilities
such as markets, schools, and health
centers, and to clean water and sanitation,
has been improved; and employment
opportunities have been generated through
labor-intensive infrastructure projects (World
Bank 2006b).

210. Recently, Indonesia is shifting its
social safety net programs to conditional
cash transfer programs. The government
introduced the Hopeful Family Program
(Program Keluarga Harapan [PKH]) and
PNPM Healthy and Bright Generation
(PNPM Generasi) in 2007, though they are
still being implemented on a pilot basis and
certainly need to be extended. The former is
a conditional cash transfer program directed
to households, while the latter is directed to
communities. Both programs are designed
to reduce poverty and improve health and
education outcomes.

211. For the PKH program, the target
groups are poor households with pregnant
women and children aged 0-15 years old.
Cash transfers to households are made on
the condition that certain health- and
education-related obligations are met. By
imposing conditions, the PKH could change
households' demand behavior for key
education and health services.

212. The PNPM-Generasi  program
builds on the work of KDP and is part of the
National Community Empowerment
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Program (PNPM-Mandiri). Under this
community-based program, block grants are
allocated to communities that then formulate
and implement their own activities. Twelve
health and education-related indicators
were identified for communities to achieve
under the program. They are the same
conditions imposed for the PKH program.
Villages are expected to identify constraints
to achieving the indicators and use the
funds to remove these bottlenecks.

213. The conditional cash transfer
programs could reduce poverty and improve
education and health outcomes. However,
remaining issues need to be addressed to
maximize the effectiveness of such
programs. For example, the effectiveness of
the programs will depend on, among other
things, how well the programs are targeted.
As discussed earlier, empirical assessments
of various social safety net programs point
to the general weakness of targeting in
Indonesia. Given the limited resources,
targeting certainly needs to be strengthened
by reducing both inclusion and exclusion
errors.

214. Another important issue is that the
supply-side problems, such as the limited
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availability and poor quality of services,
need to be addressed alongside the
demand-side interventions. Even if funds
are transferred to households/communities,
the desirable outcomes will not follow as
long as necessary facilities are not
available/accessible or the key services are
of poor quality.

215. The central and local governments'
capacity to implement and monitor welfare
programs is also a critical issue, and needs
to be improved in Indonesia. Olken (2006),
for example, examined the extent of
corruption in the extensive transfer program,
Raskin, under which subsidized rice was
distributed to poor households. Comparing
administrative data on the amount of rice
distributed with survey data on the amount
actually received by households indicated
that at least 18% of the subsidized rice
disappeared. The extent of corruption was
also found to have been greater in ethnically
fragmented and in sparsely populated
areas. Such findings suggest that corruption
can substantially inhibit a government's
ability to implement redistributive programs,
especially in rural areas where monitoring is
likely to be challenging.
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Chapter 5. Critical Constraints to Green
Growth

216. Indonesia is one of the world's
richest countries in natural resources and
biodiversity. Studies and data suggest that
the sustainability of these resources is
under threat from numerous local and global
problems. Growing population and economy
are placing increasing pressures on the
natural resources and, in doing so, are
threatening environmental sustainability. As
in other tropical countries, the impact of
climate change and rising temperatures on
crop yields and water resources may be
considerable. With more than 17,000
islands and long coastlines, Indonesia is
also vulnerable to rising sea levels and
weather-related disasters. The next few
paragraphs will explore the local and global
threats to environment and the degree to
which they are impacting environmental
sustainability in the country.

5.1. Threats to
Sustainability

Environmental

5.1.1. Environmental and Natural

Resource Degradation

217. Recent data indicate that
Indonesia's natural capital and environment
are fast degrading. Environment-related
statistics compiled by Statistics Indonesia
(BPS) in 2008 indicate that the levels of air
pollutants such as suspended particulate
matter, sulfur dioxide (SO,), and nitrogen
dioxide (NOy), are already over safe limits in
many cities and have been affecting the
quality of rainwater (BPS 2008). Acidic
rainwater can adversely impact forests,
freshwater, soil, plants, animals (including
humans), buildings, and infrastructure.

218. Significant losses in biodiversity and
degradation of natural ecosystem have also
been observed. Conversion of forest, illegal
logging, and forest fires are the primary

causes. The rate of deforestation has risen
from about 0.2 million hectares per annum
during 1982-1997 to 0.5 million hectares
per annum during 1997-2005 (Ministry of
Forestry 2007). The lowland tropical forests,
the richest in timber resources and
biodiversity, are most at risk. Indonesia's
forest areas declined by over 10% during
1994-2004, with the most rapid loss
occurring in  Sumatra, followed by
Kalimantan and Sulawesi (BPS 2008).
Available information suggests that as much
as 26% of Sumatra's forest was lost during
1990-2000 alone (Figure 5.1)." Similarly,
since 1950, both tropical lowland and
highland forests have contracted rapidly in
Kalimantan (Figure 5.2). Forests were
logged, burned, and cleared, and were
replaced with agricultural land, built-up
areas, and palm oil and rubber plantations.
Significant forest loss will continue without
action to stop it.

Figure 5.1: Forest Loss in Sumatra,

1990-2000

mm Remaining Forest in 2000
 Detorestation [1990-2000)
Mangrove
Logging Roads

Source: www.sumatranforest.org

" The forest loss map in Sumatra was released by

sumatranforest.org and is the outcome of multiple-year
research collaboration among several local and
international institutions. The map is endorsed by the
Ministry of Forestry’s Directorate General of Forest
Protection and Nature Conservation (PHKA).
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219. While the discussions in Chapter 3
argue that savings from a macroeconomic
perspective are high, adjusted net savings
(also referred to as genuine savings), taking
into account natural resource and mineral
depletion and damage from pollution, are
low and are declining (Figure 5.3)."®
Similarly, while the gross national savings
have been comparable with that in other
developing countries in Asia, the adjusted
net savings levels are very low (Figure 5.4).
A recent World Bank report argues that the
large gap in net adjusted savings is a direct
result of the relatively high rate of natural
resource depletion (World Bank 2009a).
Declining trends in net adjusted savings are
an initial sign that growth is environmentally
not sustainable.™

Figure 5.2: Deforestation in
Kalimantan—Actual and Projected
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Source: UNEP/GRID-Arendal, 2007

=

L3

18 The "genuine saving" measure is a good starting point for
measuring sustainability, but it has limitations. For example,
positive genuine saving does not necessarily imply
sustainability, because the economy can still be prone to
external shocks, e.g., financial crisis, extreme climate
impacts, etc. There are also measurement problems,
particularly of natural resources depletion and pollution
damage, normally leading to overestimating genuine saving.
Also, the measure indicates whether total wealth rises or
falls, but fails to account for population growth.

19 Alisjahbana and Yusuf (2003) found similar evidence and
suggested that the Indonesian economy was on a
sustainable path during 1980-2000.
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5.1.2. Global Environmental Risks

220. Climate change is likely to be one of
the most significant  developmental
challenges that Indonesia faces in the 21st
century. Climate change is already starting
to affect Indonesia (see, e.g., Ministry of
Environment 2007 and ADB 2009). The
frequency and intensity of extreme weather
events (such as droughts, floods, and
storms) has been rising in recent decades.
Annual mean temperatures are rising and
are exacerbating water stress, constraining
agricultural  production, causing forest
degradation, and increasing health risks.
Without urgent global action, the annual
mean temperature in Indonesia is projected
to rise by 4.7°C by 2100 from the 1990 level
and the global mean sea level is projected
to rise by 70 centimeters during the same
period (ADB 2009). Indonesia is also
projected to experience more extreme
weather conditions: a drier dry season and
a shorter rainy season with increased
intensity of rainfall and risk of flooding. The
impact of warming will be felt across
sectors. The poor with low capacity to adapt
to these impacts will be hit soonest and
hardest.

Figure 5.3: Saving Rates in Indonesia
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Source: World Bank, 2009a

221. Assessments based on the
PAGE2002 model suggest that Indonesia is
likely to suffer a lot from future climate
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change.? The impact of climate change on
the country—if the world is to continue its
business-as-usual—could be equivalent to
losing 7% of its annual GDP by 2100 on
average (Figure 5.5). This is a conservative
estimate based on scientific knowledge from
the [IPCC Third Assessment Report
published in 2000. Most recent climate
science suggests, however, that the impact
will be far more severe and will happen
decades earlier than projected (Pew Center
2009).>' Further, the analysis does not
cover extreme events such as flashfloods
and tropical storms. Clearly, climate
change, if not addressed, will seriously
hinder Indonesia’s growth and poverty
reduction efforts. Sustainability cannot be
achieved unless Indonesia moves toward a
climate-resilient development path. This is a
long-term sustainability issue, but the
preparation needs to start today.

5.1.3. Linkage between Local
Environmental Sustainability and
Global Environment

222. While global environmental
problems such as climate change have an
impact on Indonesia, environmental
sustainability or lack of it in Indonesia can
have major impacts at the global levels.
Indonesia is currently the world’s third
largest emitter of greenhouse gasses
(GHG), with 84% of Indonesia's GHG
emissions in 2000 due to deforestation and
land-use changes (CAIT 2009). The

2 7o put climate change impacts into perspective,

PAGE2002, an integrated assessment model, is simulated to
calculate the total cost of climate change. The model covers
two types of impact: market impact (on the agriculture sector
and coastal zones); and non-market impact (on health and
ecosystems). The possibility of future large-scale
discontinuity is also incorporated to reflect the increased risk
of climate catastrophes, such as the melting of the West
Antarctic ice sheet. Hope (2006) describes PAGE2002. The
assumptions adopted in this analysis are consistent with
those used in the Stern Review (Stern 2007).

' For example, scientists recently observed that Antarctic
ice sheet and Arctic sea ice are melting more rapidly than
expected. Taking into account the melting of Greenland and
Antarctic Ice Sheet together with thermal expansion of the
ocean would raise the projection of sea level rise to 2-3
meters by 2100.
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National Strategy Study for Clean
Development Mechanisms Forestry
formulated by the Ministry of Environment
estimated Indonesia's total potential carbon
stock in 2000 at 90 billion tons of carbon
dioxide equivalent (GtCO;) equivalent to
more than two times the total world GHG
emissions in the same year (State Ministry
of Environment 2003). About 80% of the
carbon stock is stored in the standing forest,
which will release large amounts of carbon
dioxide (CO,) into the atmosphere if
disturbed. Thus, Indonesia has placed a
high priority on reducing emissions from
deforestation and forest degradation
(REDD). Efforts toward sustainable forest
management, rehabilitation of degraded
forest and non-forest land, and protected
area management have multiple benefits.
They help preserve rich ecosystems that
provide support functions and services to
communities and the economy, as well as
reduce CO, emissions and thus global
climate risks. However, it is important to
recognize that carbon stock is a global
public good that comes with high
opportunity cost to Indonesia, and due
compensation from the international
community is required.

Figure 5.4: Saving Gap in Asia, 2006
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223. Indonesia’s primary energy demand
is projected to grow rapidly and, under a
business-as-usual scenario, its energy
sector would continue to be dominated by
dirty fossil fuel (ADB 2009). Its power
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generation will largely be coal-based.
Gasoline-powered internal  combustion
engine vehicles would continue to dominate
the sector and would increase dramatically
during the next few decades. This would
result in a rapid growth of CO, emissions as
well as local pollution that would have
serious negative impacts on human health
and natural systems.

Figure 5.5: Mean Impact in Indonesia
under A2 Scenario
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224. As discussed in Chapter 2,
economic growth in Indonesia has not been
sustainable. Natural capital and the
environment are degrading and the impacts
of climate change are becoming
increasingly severe. This raises the
question of what factors may be in the way
of a green and sustainable growth.
Identifying these constraints is crucial to any
efforts to overcome them and set the growth
on a sustainable path.

5.1. Critical Constraints to Green
Growth

5.1.1. Awareness and Understanding of
Implications and Options

Public awareness of climate change and
environmental issues is low.

225. While societies have a long record of
adapting to the impacts of weather, future
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climate change poses risks often outside
the range of historical experience. There are
examples of adaptation practices that
incorporate considerations of future climate
change, but progress remains limited in
Indonesia. Adaptation decisions are largely
decentralized and will mostly be taken by
private  agents, including individuals,
households, and firms. It is therefore
important that the government extends its
awareness-raising programs to share
information on potential impacts and
available coping options with private
households and local communities. A good
practice is the Climate Field School
experiment in West Java, which aims to
increase farmers’ knowledge of how to
apply climate information in their decision
making. This example should be scaled up
and supplemented by other initiatives.
Awareness-raising about climate
adaptation, energy conservation, and
environmental protection also needs to be
undertaken in schools and classrooms and
through the media.

Understanding of climate change and its
impact is also lacking, especially at the
local levels.

226. Inadequate adaptation efforts can
result from a lack of information and
awareness of potential climate change
phenomena (e.g., temperature increase,
change in rainfall patterns, sea-level rise,
and extreme events) and the impacts on
water resources, agriculture, coastal
infrastructure, human health, ecosystems,
etc. Evidence of historical climate change is
relatively well documented in Indonesia, but
assessment of future weather and climate
conditions and potential impacts are scarce.
Future climate projections exist only for
limited sectors and are not available at the
local levels. Thus, stepped up research
activities are needed to fill the information
gaps and to increase the understanding of
climate variability and changes and of their
implications across the economy. Because
climate change impacts the poor
disproportionately, the impact on the
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livelihood of rural communities and how it
relates to economic development and
poverty reduction must be assessed.
Agriculture is projected to be severely
impacted by rising temperatures, changes in
rainfall patterns, and increased frequency
and intensity of extreme events such as
droughts, floods, and storms. Mechanisms
to model and forecast future weather and
climate conditions, which would help
farmers adjust cropping practices, are very
limited. Similarly, many of the present and
anticipated impacts of climate change are
related to water resources, but very limited
information is available to forecast these
impacts.

5.1.3. Policy Framework

227. Climate change is the most serious
market failure the world has ever witnessed,
and it cannot be resolved without the
intervention of public policy. National
governments and the global community
must be involved. Indonesia has developed
plans for addressing climate challenges and
has designated key agencies to implement
them. The Ministry of Environment’s Climate
Change Division serves as the focal point
and the designated national authority for
CDM. The National Committee on Climate
Change and a steering committee have
been established to offer broad policy
guidance and to allocate funds. The
steering sommittee is served by an advisory
panel and a technical committee headed by
the Ministry of Environment and the
National Development Planning Agency
(BAPPENAS).

228. Indonesia, which is a non-Annex |
party to the UNFCCC, is not obligated to set
quantitative targets for emissions
reductions, but it has developed policies,
programs, and measures for adaptation and
mitigation, which are contained in the
National Climate Change Action Plan of
2007.

Although Indonesia has taken a nhumber
of key steps, more is needed to bridge
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policy gaps and reconcile policy
conflicts.

229. While significant progress has been
made in policy development, more is
needed at national and regional levels. For
example, although energy efficiency and
conservation policies have been well
developed, investment in renewable energy
and clean technology has been limited and
needs additional policy support. Indonesia
has policies on renewable energy, but
supporting instruments such as financial
incentives have not been adequately
developed. Similarly, steps could be taken
to improve the investment climate for
renewable energy, including providing
investors with tax incentives and preferential
access to finance—the National Resilience
Institute has identified a number of possible
measures in this regard (PEACE 2007).
Similar measures may also need to be
identified and supported in other sectors.

230. Conflicts between policies, whether
they are national, sectoral, or regional, need
to be resolved quickly. For example, the
Presidential Decree National Energy Law
(INPRES No 5 of 2006) intends to increase
the use of coal and quadruple the use of
biofuels within 20 years. Fears have been
expressed that such an increase in coal use
may lead to extensive strip mining,
threatening forests in Kalimantan and
Sumatra and increasing GHG emissions
(World Bank 2006b). Similarly, while
biofuels are renewable sources of energy,
the expansion at such a scale may lead to
extensive forest clearing. Biofuel policy also
has drawn criticism that needs to be
addressed (PEACE 2007).

5.1.3. Implementation and Enforcement

Policy implementation is weak and
requires better governance and stronger
enforcement.

231. While policies are clear in several
areas, their implementation is weak. In
forestry, where clear goals and policies
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have been established and support for
sustainable forest management is available,
implementation and enforcement remain
weak and governance issues persist. The
effectiveness of policies depends very much
on how they are interpreted into measures
and regulations that are implemented at the
provincial and district levels. Many laws and
regulations on fire and illegal logging have
been issued. However, law enforcement
weaknesses keep the policies ineffective.
Conflicts among sectoral government
institutions and the emerging conflicts due
to decentralization are also hampering the
efforts to find solution to deforestation in
Indonesia (World Bank 2006b).

Uncertainty in land tenure is one of the
most significant causes of deforestation
in Indonesia.

232. Among the most significant causes
of deforestation in Indonesia is uncertainty
in land tenure, which has caused conflicts in
many areas. Disagreement over who should
manage the country’s forests and forest
lands underlie the tensions and the
structure of incentives and lead to
operations that are detrimental to forest
management. Many local communities plant
agro-forests on their customary lands, then
find their rights to use the lands are greatly
restricted by forest regulations. They thus
face disincentives to increase land
productivity and to manage resources in a
sustainable manner. In many cases, they
have been unfairly forced off their
customary lands, creating social conflicts
that raise obstacles to better management.
Conflicts also occur among sectors,
between national and local governments,
and among the people themselves
(Panjiwibowo et al 2003). As a result, land
degradation continues. Conflicts over
control of land and natural resources due to
uncertainty of ownership will continue to
occur unless a serious effort is organized to
rationalize the state Forest Zone with a
clear action strategy (Contreras-Hermosilla
and Fay 2005).
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5.1.5. Availability of Resources

233. Handling environmental issues such
as the impacts of climate change requires
concerted efforts. Some impacts can no
longer be avoided and adaptation measures
are needed to manage them. Some impacts
are unmanageable and require early
mitigation measures. Both adaptation and
mitigation measures require resources and
capacities, and the absence or shortage of
these can be a critical constraint to
sustainable growth

Significant impacts can be made on
reducing carbon dioxide (CO,) emissions
by using available knowledge and
capacities; however, this will entail
substantial upfront investment.

234. Recent studies on combating climate
change and other environmental concerns
indicate a number of measures that, like
"low-hanging fruit," can yield high returns
without requiring great effort. For example,
a recent Asian Development Bank study
noted that more than half of the potential to
reduce CO, emissions from the energy
sector can be achieved through "win-win"
options that can also bring energy cost
saving, as well as co-benefits such as
energy security and better environmental
quality (ADB 2009). Figure 5.6 illustrates
this point through the marginal abatement
cost curve for Indonesia. Some of these
"win-win"  options include  improving
efficiencies of existing power plants,
electricity transmission and distribution
networks, industrial processes, and motor
vehicles. Similarly, use of energy-saving
bulbs and less power-hungry appliances in
residential and commercial buildings can
lead to major reductions in CO, emissions.
These measures will entail substantial costs
in upfront investments. Initial costs are in
fact among the most critical constraints to
implementing mitigation and adaptation
measures in Indonesia.

Achieving the full potential for
reductions in CO, and other emissions
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requires technologies and know-how,
some of which are costly to acquire and
deploy.

235. While reaping “low-hanging” benefits
will have significant impact, there are rooms
to further improve the quality of the
environment and mitigate the impacts of
climate change. Many of the mitigation and
adaptation options will not only require
investments, but also technology and know-
how that are either not currently available to
Indonesia or are still relatively costly. For
example, Indonesia will require access to
clean coal technologies and carbon capture
and storage (CCS) technologies. Indonesia
will need assistance from development
partners and the international community in
general to acquire and deploy technology
and know-how.

Mitigation and adaptation measures
require substantial private sector
participation, which is presently far too
low.

236. The funding required for climate
change adaptation and mitigation is
substantial, and can not be met by the
public sector alone. A recent World Bank
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study examining the development and
climate change nexus in the global context
argues that current financing instruments
have limits and inefficiencies (World Bank
2009b). While part of the financing
requirements can be met by reforming
current financing instruments such as
carbon markets, the rest will require tapping
into new sources. In either case, the role of
the public sector, whether through its own
resources or through development partner
assistance, will be small relative to private
investments in developing the energy
sector, infrastructure, and housing.
Moreover, the official flows and international
funding may be better targeted to areas
overlooked by the market and to building
capacities and correcting market
imperfections. Keeping this in view,
Indonesia will need to enact and improve
policies and incentives to attract and
leverage  private  investment toward
sustainable development and lower carbon
outcomes. In particular, the private sector
has an important role in financing mitigation,
part of which can be sourced through
carbon markets and related instruments.
Private finance will also be important for
adaptation, although public finance may
have a more key role.

Figure 5.6: Indonesia's Marginal Abatement Cost Curve, 2020
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Environmental concerns need to be
better integrated into development
planning at national and regional levels.

237. Indonesia has made significant
efforts, but planning coordination needs to
be enhanced across levels of government
and ministries, including energy, industry,
transport, environment, agriculture, health,
tourism, finance, education, and foreign
affairs. Climate change and environmental
issues cut across many sectors and need to
be well integrated into central and sector
plannings. Funding for environmental
improvement, which includes climate
change activities, has increased recently but
remains modest at about 0.5% of
Indonesia’s national budget (PEACE 2007).
Streamlining climate change concerns into
planning will have direct consequences for
the budget, technology, and human
resource requirements. In parallel, the
capacity of sectors to use financial sources
and technology supported under United
Nations Framework Convention on Climate
Change (UNFCCC) processes also needs
to be enhanced. Tools and methods to
evaluate and assess mitigation and
adaptation options also need to be made
available to policymakers.

The benefits of green growth in
Indonesia extend far beyond its borders
and so should the costs; however,
Indonesia is not making sufficient use of
the sources of international funding.

238. Several international funding
sources and mechanisms are available for
mitigation and adaptation in developing
countries, but Indonesia has barely tapped
into such sources (ADB 2009; World Bank
2009b). In addition to raising new funds,
utilizing available resources more effectively
is crucial. Indonesia has not yet been able
to take advantage of the Clean
Development Mechanism (CDM). In the
number of CDM projects registered,
Indonesia is far behind other developing
Asian countries such as the People’s
Republic of China and India, and is even
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behind Malaysia and the Philippines.?
International funding sources, although
providing resources far short of what is
required, can lend initial support and can be
used to catalyze cofinancing. In addition,
the central government needs to help
regional governments and the private sector
access these sources through better
information dissemination and technical
assistance.

2 http://cdm.unfccc.int/Statistics/index.html, as of 12

October 2009.
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Chapter 6. Summary and Conclusions

239. Since the turn of the century,
Indonesia's economy has grown at an
average annual rate of about 5.1%, which
compares favorably with other major
Southeast Asian countries. The economy
has also been able to weather the ongoing
global economic crisis and is expected to
register one of the highest growth rates in
Southeast Asia in 2009. However, the
growth rate has been substantially lower
than the rates at which the Indonesian
economy  grew  during 1967-1997.
Moreover, an analysis of the economic
growth since the 1997 Asian financial crisis
suggests that the growth was not
accompanied by significant levels of
employment generation.

240. Impressive progress was made in
poverty reduction during 1976-1996.
However, the pace of poverty reduction
could not be sustained thereafter. In fact,
the incidence of poverty is reported to be
only slightly less than the levels that
prevailed in 1996. Moreover, the poverty
incidence in rural areas is substantially
higher than that in urban areas. Similarly,
the poverty incidence is much higher in
some of the outer islands. While income
inequalities in Indonesia have been
relatively lower than in other major
Southeast Asian economies, the country
could reduce inequalities further. The
presence of non-income inequalities is also
substantial—between income groups, rural
and urban areas, and geographic regions—
and needs to be tackled.

241. Another immediate challenge is how
to transform the economic growth into
growth that is “green” and sustainable in the
long run. Evidence suggests that the current
pattern of economic growth has been
putting increasing pressure on the

environment and natural resources.
Moreover, global environmental threats
such as climate change could adversely
affect the economic activities and quality of
life in Indonesia.

6.1. Critical Constraints to an
Inclusive and Green Economic
Growth

242. The study employed a diagnostic
approach to identify the constraints to
economic growth, poverty reduction, and
environmental sustainability. The most
critical constraints are as follows:

e Critical constraints to growth comprise
inadequate and inefficient
infrastructure, particularly the transport
networks and electricity supply, as well as
irrigation supplies in some provinces; and
weaknesses in governance and
institutions, especially in terms of control
of corruption, government effectiveness,
and recurrence of incidents of terrorism
and violence.

o Critical constraints to poverty reduction
include constraints to economic growth
and unequal access to and poor
quality of education, particularly
secondary education.

e A critical constraint to environmental
sustainability is insufficient
mainstreaming of  environmental
concerns, including climate change, in
development planning.

243. In terms of availability and quality of
infrastructure, Indonesia lags behind most
other major Southeast Asian economies.
Moreover, the availability of key
infrastructure  varies  greatly  across
geographic regions and provinces, which is
one of the key causes underlying the
lagging regions’ relatively poor performance
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in economic growth and poverty reduction.
Deficiencies in the transport networks and
electricity supplies, in particular, are critical
constraints to economic growth and poverty
reduction. Evidence suggests that areas
with poor availability of transport and
electricity have received far lower levels of
private investment—both from domestic and
international sources. In the outer islands,
availability of irrigation services is also a
critical constraint, as their economies
depend on agriculture.

244. In recent years, Indonesia has made
great strides in governance and
institutions, with improvements on almost
all six governance dimensions that are
monitored and tracked by the World Bank's
governance indicators. However, the
improvements in a number of these
dimensions are still not sufficient to catch up
with some of the other major economies in
Southeast Asia, and efforts in this regard
need to be sustained and scaled up. Of
particular concern are control of corruption,
government effectiveness, and recurring
acts of terrorism and violence, as they
reduce the development impact of public
sector investments and add to investors'
cost of doing business. While weaknesses
in control of corruption and government
effectiveness are constraints both at the
national and local levels, they are more
pronounced at the local levels.

245. Limited access to employment
opportunities is a major challenge for
reducing poverty in the country. Poor
access, however, manifests in both the lack
of sufficient employment opportunities in the
economy and the lack of adequate access
to the available opportunities—both are
symptoms and are not constrains in
themselves. Lack of employment
opportunities is due to slow or no growth in
key sectors such as manufacturing, and the
remedy is to address the critical constraints
to economic growth and investment. Lack of
access to opportunities, however, is largely
due to a lack of required skills and physical
access. While the lack of physical access
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results from the inadequacies in
infrastructure, the key reason underlying
lack of required skills is due to unequal
access to and poor quality of
education—particularly secondary
education. While the poor quality is a
constraint that pertains to the nation as a
whole, inequality in access is more
pronounced in the lagging regions.

246. Although several constraints need to
be addressed to put the country on a path of
environmentally  sustainable  economic
growth, the most critical constraint at this
stage is the insufficient mainstreaming of
environmental considerations in
development planning. For instance,
tackling challenges such as climate change
will require large investments in mitigation
and adaptation measures; however,
Indonesia is not yet tapping into some of the
available funding sources, such as the
Clean Development Mechanism. Similarly,
while lack awareness is a limitation in the
fight against local and global environmental
threats, this can be easily remedied by
introducing environmental awareness into
school curricula. Lack of funding and
awareness, hence, seem to be a symptom
of insufficient mainstreaming of
environmental  considerations in  the
development planning. Similarly, other
constraints, such as availability of capacities
and issues relating to implementation and
enforcement of policies and regulations,
also can be largely tackled by
mainstreaming them into other development
activities.

247. Many of the critical constraints are
interlinked. For example, inadequate and
inefficient infrastructure, and weaknesses in
governance and institutions not only lower
the returns to economic activity and depress
investment in the country, but also
constraint poverty reduction. First, slow
growth in the economy translates into a
slow pace of employment generation, which
perhaps is the single most important factor
in fighting poverty and reducing inequalities.
Second, the inadequacies in transport
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networks, especially in the lagging regions,
severely impact the ability of the poor to
access employment opportunities, markets,
and social services in an affordable and
reliable manner. Similarly, the access to
reliable supplies of electricity can be an
important prerequisite for growth and
investment in a particular region. Improving
the access to and quality of education, in an
efficient and cost-effective manner, will
require controlling corruption and improving
government effectiveness at national and
regional levels.

248. Constraints to growth and poverty
reduction are also linked with the
constraints to environmental sustainability.
As discussed in earlier chapters, Indonesia
already has several far-reaching policies
and regulations that can play a crucial role
in fighting degradation of the environment
and natural resources and in combating
climate change. However, a missing link is
the effective implementation and
enforcement of these policies and
regulations, which will require improving
control of corruption and overcoming
weaknesses in government effectiveness.
Poor awareness of climate change and
other environmental concerns can be
overcome with improved access to quality
education and introducing environmental
awareness in the curricula.

249. Overcoming a number of these
constraints, particularly inadequacies in
infrastructure and inequalities in access to
opportunities, will require  substantial
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increases in levels of development and
recurrent expenditures. Because this may
not be possible within the available level of
resources, expansion of fiscal space,
hence, is another area that any future
strategy will need to address.

6.2. Next Steps in the Study

250. This report presents preliminary
findings. Several in-depth studies are
ongoing or are planned, and will explore the
constraints in greater depth. The in-depth
studies will also help identify options that
policymakers can adopt in overcoming the
constraints to inclusive and green economic
growth. The next steps and their likely
timing are as follows:

Phase I

Constraints

e Circulation of an interim report—early
November 2009

o Consultation Workshop on Critical
Constraints—early to mid November
2009

Phase Il: In-Depth Studies

o Analytical Work/Diagnosis—August-
January 2010

o Consultation Workshop on Findings of
In-depth Studies and Policy Options—
February 2010

o Circulation of Draft Country Study
Report—March 2010

o Launch of Country Study Report—April
2010

Overarching Diagnosis  of
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