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EXECUTIVE SUMMARY

The Setting

1. The economic and social conditions in Indonesia have improved steadily in the
last twenty five years, but from a very low level. Sound macroeconomic management practices
have resulted in a more than thirteen-fold nominal increase in GDP per capita to about $650,
poverty has declined from over 29 per cent (47 million people) in 1980 to about 15 per cent (27
million people) and life expectancy increased by 12.5 years to 65 years. Despite this progress,
Indonesia’s economic structure is still in the process of transformation; 2.5 million persons are
entering the labor force each year in a situation where underemployment is estimated at 38 per
cent; and key social indicators remain below those of countries at a comparable level of
development. It is in this context that continued and substantial Bank assistance is required.

2. The fufure challenges Indonesia faces relate mainly to the transition to a higher
level of development in an increasingly competitive global economy. The recent impressive
economic growth has resulted in higher income levels for the population. It has, however,
imposed noticeable stress on the country’s natural resource base and the quality of life of the
poorer segments of the population, through resource depletion, degradation and environmental
pollution. This has underscored the need to closely integrate human and environmental
considerations into economic decision making to ensure the sustainability of developmental
gains. Future growth will also require further progress on macroeconomic and sectoral  policy
reform to bring about necessary structural change. In parallel with this change, there will also
need to be a deeper commitment to achieve capacity enhancement and streamlining of the
public sector and the creation of a suitable enabling environment for greater private sector
participation in the economy. Continued skillful macroeconomic management will be a
prerequisite to addressing the vagaries of the international marketplace including external risks
of protectionism in major export markets, volatile oil and commodity prices, as well as exchange
rate and interest rate movements.

3. Economywide improvements in productivity and efficiency will be necessary to
raise Indonesia’s competitiveness as it remains a relatively high cost economy; the external debt
burden remains heavy and places a premium on growth of export earnings; and shrinkage is
projected in the oil/gas current account surplus. Furthermore, rising labor demands domestically
and aggressive trade and investment reforms by a number of other developing countries,
including several in Asia, could erode Indonesia’s competitive edge for labor intensive products
and necessitate increasing attention to technology upgrading to achieve higher value added
production. Unless Indonesia adopts an aggressive stance on these issues, the momentum of
growth could diminish and impede further progress on social and environmental fronts. The
challenge confronting the country is to manage public resources more effectively to achieve
growth, equity and environmental sustainability without crowding-out private enterprise.
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Government Plans

4. On 1 April 1994, the Government’s second long term (twenty five years)
development plan formally began, as did the sixth five year development plan (REPEUTA  VI).
The former has the objective  of achieving an average annual real economic growth rate of about
7 per cent, which would lift Indonesia to middle-income status with a GDP per capita of $2600.
It also aims to eradicate absolute poverty. REPELITA  VI focusses  on the next five years (1994
1998) and aims to achieve real economic growth of 6.2 per cent per annum and the reduction
of poverty to 6 per cent. The Plan places priority on achieving balanced regional development,
qualitative and quantitative improvement of human capital, optimal utilization of nonrenewable
resources and the sustainable management of renewable natural resources. The Plan specifically
acknowledges the need for improved public sector efficiency and a significantly expanded role
for the private sector.

5. The overall objectives and sectoral  strategies of the Plan are generally sound, if
somewhat ambitious, and provide an appropriate framework for the mobilization of domestic and
external resources to meet the development challenges that the country will face during the
remaining years of the decade.

Past Bank Operations

6. Since 1969 Indonesia has received over $10.3 billion in loans and technical
assistance from the Bank. About 65 per cent of the assistance was provided to the agriculture,
energy and transport sectors, with a further 30 per cent supporting the education, urban
development and finance sectors. Modest Bank lending has also occurred in the health, water
supply and industry sectors. The sectoral  focus of the Bank’s lending program over this period
reflected the evolution of national development needs and priorities. The agriculture sector, for
instance, has been very important in terms of GDP growth, balance of payments, employment
and food security. However, with the economy’s shift towards industrialization, the dependence
on the agriculture sector has lessened significantly. This trend is also broadly reflected in the
Bank’s lending program, where agriculture has traditionally received the largest but relatively
declining share of Bank assistance. In contrast, Bank lending since the late 1970s for the
physical and social infrastructure sectors has grown steadily in relative importance to address
serious emerging bottlenecks to national development.

7. The Bank’s portfolio performance has shown modest improvement over time in
terms of project outcome and loan disbursement, and results in both these areas are now
approximately equal to the Bankwide  average. Overall, 57 per cent of Bank-financed
post-evaluated projects were classified as generally successful, compared with 60 per cent
Bank-wide. Disaggregation of the results indicate that all projects evaluated in the transport,
education and urban development sectors were generally successful, while the results for the
energy, irrigation, industrial crops, agricultural support services and industry projects were either
generally or partially successful. The water supply and fertilizer production and fishery projects
were partly successful, and livestock projects were unsuccessful.
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8. The Post-Evaluation Office undertook a study in 1988 of project post-evaluation
findings in Indonesia to identify the important factors affecting the performance of Bank-financed
projects during their implementation and operational phases. The study concluded that design
improvements were required for projects in all sectors/subsectors. Some of the common
weaknesses found in the projects included weak institutional capability, poor local contractor
performance, complicated procurement procedures, insufficient allocation of operation and
maintenance (O&M) budget and insufficient prior testing of concepts with high risk and

uncertainty. The 1993 Country Projects Review Mission confirmed that many of these problems
persist in ongoing Bank projects. Accordingly, a concerted effort should be made by the
Government and the Bank to remove these systemic constraints, so that the full benefits of the
loan portfolio can be realized. Practical steps that should be considered to improve project
performance are set out in the recent report of the Task Force on Improving Project Quality.

Future Bank Strategy

9. The Bank should support the Government’s development objectives of efficient,
equitable and environmentally sustainable growth. Keeping in view the prevailing economic
scenario, the Bank’s past experience in Indonesia, the activities of other donors and the
country’s needs in the medium term, the strategic objectives of the Bank’s future operations
should be to support growth, human resource development and sustainable utilization of natural
resources (see Figure 1).

Figure 1. STRATEGIC OBJECTIVES

OBJECTIVE MEANS

- improved public sector menegement end operational efRciency

- strengthening fnenciel  sector

- imprwed  social end physical infre&ucture

- improved compet%wuss through enhanced fector  productivity

- ending l tionment for privclte  sector perticip&iin

- more product&e  humen  resources

- approprie40  technobgy  upgrading

Humen  resource development - improved productivity  through curdwe  end preventive  heelth cere  end closer

education iiikqes to labor  markets

- equitebk access for the poor end women to education end treining.  heelth.

water  auppb  end urban  services

- increesed  privet.  sector perticipetkn  in physical end social service provision

Sustainable  utiliion  of

ntiurel resources

- imt#utionel  strengthening end policy  review

- pollution control end environments  rehebilitetion

- n&rel  resource menegement end conservation

- eddreesing  l nvironmentei consequencee  of growth  end pcuerty

- ensuring environmentel  compadibility  of projects



10. The country strategy, including its sectoral  components, should continue the
Bank’s past emphasis on growth coupled with efficient resource utilization. The rationale for
economic growth as the centerpiece of the strategy is threefold: (i) to achieve the capital
mobilization required to support continuing structural transformation from an agrarian to an
industrialized economy; (ii) to generate more productive employment; and (iii) to accelerate the
rate of improvement in living standards. To support the achievement of more efficient growth,
the Bank’s operational programs will need to emphasize raising international competitiveness
by improving factor productivity. A strategic focus on raising factor productivity offers an effective
means of achieving the identified medium-term goals provided the planning and management
capacity of the public sector is adequate for the task. Weaknesses in this area in the past have
placed limits on economywide performance. it will therefore be critically important that future
Bank sectoral  operations accord higher priority and selectivity to public sector capacity building,
particularly with respect to policy and investment programming and implementation.

11. HRD and natural resource management are vital to achieving sustainable growth.
Human resource development is essential for creating capacity to absorb new technology and
promoting more efficient production. At the prevailing levels of the stock of human capital,
additional investment in education and health could substantially improve productivity. In
pursuing a growth-oriented strategy, the Government is also aware of the importance of
sustainable use and conservation of Indonesia’s natural resources. The Bank in recent years has
assumed a leading role in supporting the Government’s efforts to develop rational natural
resource utilization plans and programs with the participation of local communities and should
continue to do so.

12. The important Bankwide  concerns of poverty reduction and improving the status
of women will be an integral part of the pursuit of the Bank’s three strategic objectives. Indonesia
has made impressive strides in poverty reduction. Economic growth -principally that associated
with the rice economy and industrial transformation on Java - has made significant
contributions to the reduction of poverty. The Government has announced a target to eliminate
poverty during the second long term development plan and targeted programs are being
developed. The reduced and geographically dispersed incidence of poverty makes it increasingly
difficult to develop projects with poverty reduction as the primary objective. However, the Bank
should continue to provide support to poverty reduction through emphasis on: a) improving the
policy framework to alleviate constraints on the poor; b) increased attention to employment
generation in traditional growth projects; and c) ensuring that investments in HRD are accessible
to the poor. Women have the potential to play a much greater role in Indonesia’s development
and the Bank should provide increased resources to this end across all sectors. In addressing
women in development concerns, the Bank should adopt a two pronged approach: (i) assisting
the Government to “mainstream” WID concerns in its development policies, plans and activities;
and (ii) supporting selective stand-alone WID projects.

13. In support of the Government’s policy of balanced regional development greater
Bank attention has been given in the last few years to investment in Eastern Indonesia.
However, absorptive capacity is limited as a result of weak institutions in much of the region,
relative to the more developed islands. Eastern Indonesia is also composed of heterogeneous
sub-regions with differing cultural and environmental settings which necessitate different types
of developmental interventions. The least developed regions may require more than individual
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project interventions to catalyze local development and a regional development approach in
some areas may be necessary. The Bank should continue to accord priority to the eastern
region, taking into account the prevailing developmental constraints,

14. Given the size of the Bank’s operations in Indonesia, the assistance programs
should continue to cover broadly the same range of sectors as in the past. However, based on
past Bank experience and evolving needs of Indonesia, strategic choices should be made on
the breadth of Bank activities within these sectors in order to maximize developmental impact.

15. In aqriculture,  the Bank’s program of assistance should support improved
competitiveness and efficiency primarily by increasing factor productivity and operational
efficiency of existing and new investments through policy adjustment, institutional strengthening
and HRD and managing the sustainable use of natural resources. Bank strategy in the financial
sector should continue to focus on improved intermediation efficiency,  greater diversification and
financial deepening and further developing the environment for an increased role for the private
sector.

16. The Bank should support efforts to meet the country’s large and growing enerqy
requirements through: (i) ensuring the lowest cost supply of energy for domestic use so that
exportable surplus of high value petroleum products can be protected; (ii) limiting the adverse
environmental impacts of the energy expansion program; and (iii) improving the institutional and
policy framework for accelerated private sector participation. In the transport sector the Bank
should continue to assist the Government in the development of an efficient and responsive
transport system to support improved international competitiveness. The Bank’s involvement in
the telecommunications sector should diminish as private sector involvement expands.

17. Urbanization in Indonesia during the second long term development plan is
expected to increase from about one third to over half of the population. In this context, the Bank
should continue policy dialogue in the sector concerning decentralization, private sector
provision of infrastructure and services and the development of appropriate pricing structures
for cost recovery and resource mobilization. Bank support for the education sector should
incorporate both efficiency and equity concerns. Indonesia’s move towards a higher level of
technology should also be supported through appropriate investments in education. The private
sector has a large role in education and its participation should be encouraged. The Bank’s
approach to the health sector should be to continue emphasis on primary health care and the
balanced provision of hardware for curative care with the software requirements of preventive
care, particularly in the underserved  regions.

18. Overall, the strategy retains the previous focus on growth and improving
international competitiveness, it explicitly recognizes the important link between improvement of
factor productivity and the issues of sustainable management of the environment, public sector
performance efficiency and the role of the private sector in the economy.



I. RECENT DEVELOPMENTS

A. Economic Performance

1. The macroeconomic situation in Indonesia has improved
substantially since the Bank’s previous operational strategy was prepared in 1989. That
strategy was formulated in an environment where the Government was in the process of
implementing substantial restructuring of the economy. This was in response to severe
external shocks experienced in the 1980s due to a sharp devaluation of the dollar, rise
in interest rates and a collapse of oil prices. After initial steps to ensure macroeconomic
stability, the Government undertook a series of measures to reorient the economy. Import
substitution strategies were increasingly displaced by export promotion measures. The
dependence on the oil/gas sector was reduced by diversification and development of a
strong non-oil export base. Government intervention in productive activities was gradually
reduced and the private sector’s role was permitted to expand. The exchange rate and
trade regime was reformed by two sharp devaluations of the rupiah in 1983 and 1986 and
the floating of the rupiah against a basket of currencies. A major rationalization of the
tariff structure was undertaken in 1985, which was followed by a series of reform
packages during 1986-l 988 with the objective of simplifying investment guidelines and
deregulating the industrial licensing system. The Government also undertook major fiscal
adjustments. Large public expenditures were curtailed and tax reforms were
implemented. Financial sector deregulation proceeded in parallel. By the close of the
decade, the far-reaching policy changes were bearing fruit in terms of the structure of the
economy and macroeconomic performance. The outcome was evident in the divers-
ification of economic activity, strong increase in investment and robust growth of non-oil
exports. A substantial broadening of the revenue base from non-oil sources was also
achieved. The policies and programs implemented prior to 1989 had thus laid a strong
foundation for growth which averaged 7 per cent for the four years to 1992.

2. Since 1990, macroeconomic policy has largely been preoccupied
with managing an overheated economy, even as liberalization was continued through
annual deregulation packages. Vigorous demand pressures were fuelled  by booming
exports and increased investment activity. Impressive economic growth rates of over 7
per cent in 1989 and 1990 were accompanied by increasing external and domestic
imbalances. Growth decelerated to 6.9 per cent in 1991 and the current account deficit
had grown to $4.4 billion. Inflation remained at around 10 per cent. The short-lived
windfall from the Gulf crisis partly obscured the emerging current account gaps.
Meanwhile, ongoing financial sector deregulation led to a rapid expansion of domestic
credit, with attendant risks for portfolio quality. Stringent monetary and fiscal policy
combined with structural reforms eventually took hold. But with much of the earlier
burden having been borne by monetary policy, interest rates rose sharply, strangling new
credit. By 1992/l 993 the economy had cooled down as real GDP growth fell to 6.4 per
cent. Decelerating imports along with vigorous export expansion resulted in a marked
reduction in the current account deficit to $2.6 billion or 2.1 per cent of GNP. Inflation
remained below 10 per cent in 1992.

3. The lower inflation rate allowed a smaller depreciation of the rupiah
of just 3.5 per cent in 1992. Combined with high interest rate differentials on dollar
deposits abroad and in Indonesia, renewed confidence in the rupiah has resulted in
substantial increases in private capital inflows. Estimates of Indonesia’s external debt
differ, depending on sources of information on private debt and methods of accounting
for short-term debt, Over 40 per cent of Indonesia’s’external debt is in yen, and the
recent hardening of the yen had contributed to an increase in the debt stock of about $4
to $5 billion and roughly $300 million to the annual flow of debt service. A conservative
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estimate of external debt would place it in the $80-85 billion range at the end of 1992.
However, Indonesia’s past experience of prudent external debt management provides
grounds for optimism. Bolstered by sound export performance, the debt-service ratio has
been declining from a peak of about 39 per cent in 1988, although there was a step up
in 1993 related to exchange rate developments. The debt situation needs to be closely
monitored and prudent debt management continued.

4. Use of new instruments, such as currency swaps, replacing syndicated
bank credits with bonds and better matching of reserve assets and liabilities could
improve Government’s management of external debt. At the same time the vigor of the
private sector which has enhanced its access to international capital markets, poses
additional challenges to external debt management. To a large extent macroeconomic
policy and the sectoral  incentive framework influence the direction and volume of private
commercial borrowing. For these reasons, continuing macroeconomic stability and sound
and efficient financial markets are vital underpinnings for orderly and rational external
borrowing and to Indonesia’s successful transition to greater reliance on market-based
financing in the future.

5. During 1993, the Government pursued a number of further reforms,
including further trade and investment deregulation. In January a steep hike in prices of
petroleum products ranging from 5 to 27 per cent was effected. While subsidies on most
fuels were eliminated with this price increase, kerosene continues to be cross-subsidized
by gasoline and diesel. Deregulation packages in June and October 1993 continued
reduction in tariffs, surcharges and nontariff barriers and simplified land licensing and
environmental impact procedures. These packages nevertheless fell short of the broad-
based reforms needed to narrow the wide dispersion in rates of effective production
across economic activities.’

6. Social Progress

6. Whilemaintainingsoundmacroeconomicpoliciesand performance,
Indonesia has also successfully addressed important social concerns. Per capita income
has risen to about $650 in 1992. While this represents an impressive 13-fold increase (in
nominal terms) from $50 25 years earlier and a real increase of about three times, present
per capita incomes nevertheless represent modest levels of living. The country’s record
on poverty reduction has also been impressive. In 1980, about 29 per cent (or 41 million
persons) of the population was below the poverty line.2  By 1990, the incidence had been
reduced to 15 per cent (or 27 million persons). While the defined poverty line may be
low, the strong secularly declining trend cannot be denied. Reduction in poverty has
been achieved by a combination of strong growth of the agricultural sector in general and
the rice economy in particular, non-oil diversification and export programs and targeted
poverty reduction programs.

1
Two subsequent deregulation packages issued during 1994 provide for liberalization of investment
and further trade reforms. The former, prompted by heightened anxiety over Indonesia’s
competitiveness in attracting foreign investment, substantially eases divestment requirements, opens
various infrastructure activities,  and eliminates the $250,000 minimum amount for foreign
investment. The latter, trade regulation, is not commensurate with the significant investment
deregulation but extends the piecemeal approach of the past trade packages.

2
Also see Appendix 1.
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7. Several studies have suggested that Indonesia’s growth of per
capita incomes has not been accompanied by any significant worsening of the indicators
of income distribution. The Gini coefficient declined from 0.34 in 1980 to 0.32 in 1990.’
Over this period, other indicators of social development improved substantially. Life
expectancy at birth increased from 52.5 years in 1980 to 60 years in 1990. Infant mortality
declined from 109 per thousand to 71 per thousand and the adult literacy rate increased
from 80 per cent to 90 per cent for males and from 63 per cent to 79 per cent for
females. Access to health services has been provided for almost 43 per cent of the
population and progress in family planning has brought contraceptive prevalence rate to
about 50 per cent. However, Indonesia still lags behind other developing countries at a
comparable level of development in several areas (see Table 1). For example in 1990,
only 42 per cent of the population had access to safe drinking water, 43 per cent to
sanitation and only 47 per cent had access to electricity.

Table 1: Human Resource Indicators, ca. 1990

Health
Life expectancy (yrs)
infant mortality (per 1,000 live births)
Maternal mortality (per 100,000 live births)
Contraceptive Prevalence Rate’

Educathm
Literacy (%) b
Primary Enrollment ratio
Secondary Enrollment ratio

Indonesia

60 64 7 0 68
71 41 16 27

450 74 20 37
50 36 51 66

84 90 76 93
101 111 96 86
4s 73 59 26

Malaysia Thailand

. Defined for women using contraception 10 to 49 years vs 15 to 49 years internationally.
b Defined  for 10 years  and above in Indonesia versus 15 years and older  internationally.

8. While Indonesia has undoubtedly made progress in the overall
social development front, its progress on improving the status of women and integrating
women into the mainstream of national development has remained limited. Maternal
mortality, for example, continues to be the highest in the Association of South-East Asian
Nations (ASEAN)  region and registered no decline during the period of rapid economic
growth. Women’s participation in higher secondary and tertiary education, especially in
nontraditional fields, has room for improvement. Problems of poverty, access to credit,
paid employment and income-generating opportunities continue to affect women
disproportionately. Programs and projects directed ,at improving the status of women
continue to focus largely on women’s familial role, resulting in a neglect of their important
economic contribution. Although Indonesia has achieved modest and sustained progress
in improving the status of women, much work remains to be done to systematically and
explicitly integrate women into the overall developmental process.

9. In conclusion, the trend in broad-based improvement of living
standards has been a result of economic growth and the Government’s emphasis on
provision of social services and massive investments in social and physical infrastructure.
Overall, Indonesia’s past performance has laid a sound foundation for the future.

1
The expenditure share of the bottom 40 per cent of the population rose.from 19.6 per cent in 1960
to 21.3 per cent in 1990, while that of the top 20 per cent declined from 42.3 per cent to 41.9 per
cent over. the same period.

.- “__  .~
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II. DEVELOPMENT CONSTRAINTS AND AGENDA

10. Over the past 25 years, Indonesia has achieved substantial
transformation from a largely agro-based, inward-looking economy to a more diversified
agro-industrial, export-oriented economy. On the basis of past performance, the
Government has formulated a second twenty-five-year plan, which aims at efficient,
equitable and environmentally sustainable growth and achievement of middle-income
status by 2019. Apart from its continued focus on economic growth led by the industrial
sector, the long-term plan accords greater emphasis on improvement of’ human
resources. High growth combined with higher quality of human resources are expected
to achieve not only greater labor absorption but more productive employment. While the
prospects for attaining these objectives are bright, Indonesia will face major challenges
in areas such as resource mobilization, factor productivity, sustainable utilization of
natural resources, income distribution and institutional capacity.

A. The Resource Gap and Mobilization

11. The scenario envisaged under REPELITA VI (1994/95-l 998/99)  is for real
growth to average 6.2 per cent and gradually improve over time to 8.5 per cent during
REPELITA X. With population growing by 1.6 per cent and tapering down to 0.9 per cent,
real per capita income can thus rise from $650 to about $1,000 by the end of the decade
and further to $2,600 by the end of the 25 years. Over the next five years, substantial
capital investment is needed to address the constraints in physical infrastructure,
particularly power and transport, and to create more productive employment for both the
38 per cent of the labor force which is underemployed, and the 2.5 million new entrants
each year.

12. It is estimated by the Government that the investment requirement to
achieve the REPELITA VI targets is approximately Rp 660 trillion (about $310 billion),
which is roughly twice the amount (in constant rupiah) invested during the previous plan
period. This is a formidable challenge to Indonesia’s capacity to mobilize resources.
About 27 per cent of this investment is expected to take place under public sector
auspices, with the balance to be undertaken by the private sector. The large requirement
of resources entails substantial mobilization of both foreign and domestic savings.

13. It can be seen that the above 27:73 per cent financing plan implies
investments by the Government 50 per cent higher in constant rupiah terms than for
REPELITA V. However, the private sector is expected to contribute a substantially higher
(roughly 150 per cent) amount in REPELITA VI as compared to REPELITA V. Based on
past experience, the target for Government investment seems realistic, and there may
even be scope to pick up a portion of any unexpected slack in private investment.
However, in order to mobilize the vast amount of resources from the private sector, the
environment - to enable such investment - needs to be substantially improved.

14. Despite year-to-year variations, savings effort as reflected in Indonesia’s
national savings rate has been creditable, averaging 33.7 per cent during REPELITA V.
Paired with a gross investment rate of 36.8 per cent during the same period, the resource
gap was estimated at 3.1 per cent of GNP. In recent years improvements in savings are
attributable to the private sector and the Government as reflected in budgetary results.
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15. Government savings depend largely on developments with respect to fiscal
policy but is still influenced by the oil and gas sector, where international prices are
variable. Reform of direct and indirect tax structures, together with better tax
administration, and expenditure restraints have contributed to higher Government savings
and greater financing of public sector investment programs from domestic budgetary
resources, While there may be scope for further fiscal improvements, the potential to
enlarge non-oil/gas revenues is also available if more flexible pricing and efficiency could
achieve greater cost recovery for public services.

16. While structural reform has achieved significant diversification of non-oil
production and exports, oil and gas remain important to budgetary revenues and the
balance of payments. In 1992/93,  when oil prices were averaging $18.40 per barrel, the
oil/gas current account produced an overall surplus of 83.5 billion and provided one third
of budget revenues. However this surplus is expected to shrink as Indonesia’s exportable
surplus is eroded by growing domestic demand and the budgetary contribution falls to
under one sixth by the end of REPELITA VI. Furthermore, the volatility in world prices
imparts uncertainty to these projections. The prospect of dwindling revenues for oil
reiterate the need for growing reliance on domestic resource mobilization, particularly
private savings.

17. The private sector savings rate is expected to increase further with rising
incomes during REPELITA VI, provided macroeconomic stability with respect to prices
and exchange rates is maintained together with positive real interest rates. Progressive
evolution of the banking system to support robust financial markets is also a prerequisite
for improving financial savings and efficient allocation of investible funds for productive
uses. While domestic resources are expected to absorb a growing share of aggregate
investment financing, external financing will still have a significant role to play.

18. The medium-term outlook for attracting foreign financing is likely to be far
more competitive for Indonesia than in the recent past. Future flows of foreign aid and
direct investment are likely to be constrained by the existing large stock of debt and
emerging investment opportunities available to foreign investors in other countries. With
the exception of the Newly Industrialized Economies (NIEs),  which are likely to generate
continued savings surpluses, most developing countries face massive shortages of
savings. Although Indonesia should be able to bid for foreign savings resources, its
competitive position will clearly be tied to the structure and performance of the economy
as well as the capacity of its financial market infrastructure to devise suitable financial
instruments to tap foreign funding sources. However, it is envisaged that Indonesia will
perhaps meet as much as one half of its gross external financing gap by the end of the
decade through a larger reliance on portfolio and direct investments
financing.

vis-a-vis debt

B. Sustaininq Growth

19. Indonesia has made commendable progress in deregulating and
diversifying the economy over the last decade, crowned by remarkable success in
macroeconomic stability and growth performance. The efficiency and competitiveness of
almost all sectors of the economy have improved substantially as deregulation has
provided more opportunities for the private sector. Improving the policy environment for
banking and capital market institutions and operations are important aspects of financial
sector evolution needed to underpin robust private sector development. At the

,,
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macroeconomic level, price stability and acceptable exchange rate variability are required
to foster public confidence in rupiah assets of longer maturities. So long as yield curves
are relatively flat with negligible premia accorded to longer dated financial assets, even
financial institutions with long-term sources of funds will prefer short-term assets which
offer low risks and reasonable returns. As the economy moves towards greater
industrialization and a lesser reliance on its agricultural base, several new challenges will
have to be addressed to maintain and improve the overall efficiency and competitiveness
of the economy. Paramount among the challenges are: (i) continued reform of trade and
investment policies; (ii) further development of the private sector with implications for
reform of the public sector and public enterprises, further liberalization of the financial
sector; and (iii) the progressive acquisition of higher technology, higher value-added
manufacturing and the related upgrading of human resources.

20. In the area of trade and investment policy, further reforms are necessary
to lower barriers and to streamline the processing of transactions. While liberalization
policies in the past have been successful at substantially reducing the distortions in the
economy, several remain. The most serious are in agricultural production, processing and
trade, but are also to be found in manufacturing and the service sector. Whereas the
production weighted effective rate of protection (ERP) averaged only 13 per cent in 1992,
ERP of manufacturing was much higher at 52 per cent and particularly high in food,
beverage and tobacco at 120 per cent and engineering goods at 82 per cent. The
Indonesian economy is dichotomous in terms of having a relatively open and competitive
export sector while the domestic sector continues to be protected. For example, 59 per
cent of food and beverage production is subject to nontariff barriers. Such protection for
producers deprives local consumers of access to world class goods at internationally
competitive prices. As Indonesia continues on a rapid growth path, it will be essential to
improve the productivity of investment by ensuring that resources are channeled towards
activities in which Indonesia is efficient.

21. Indonesia’s support for regional cooperation is predicated on its potential
to accelerate growth and its contribution at the subnational level to redressing internal
regional disparities within the country by linking slower growing areas to areas of more
dynamic economic activity beyond national borders. Regional cooperation has recently
gathered new impetus through the agreement to move towards an ASEAN  Free Trade
Area by lowering tariffs on manufactures to O-5 per cent over a fifteen year time frame,
while growth triangle initiatives such as that spanning north Sumatra, north Malaysia and
south Thailand, and a still newer one embracing Philippines, Brunei and Malaysia, have
yet to define their policy agendas for developing subnational cooperation arrangements.

22. The Government’s strategy in REPELITA  VI is to improve the enabling
environment for the expansion of the role of the private sector. This would involve
removal of bureaucratic controls, development and implementation of a framework of
incentives, regulations and laws, and provision of adequate human and physical
infrastructure. The overall approach is to rely increasingly on indirect instruments and
market forces to guide investment decisions.

23. Harnessing private enterprise is critical not only because of limitations of
public sector resources and institutional capacities but also because of the competitive
discipline needed to ensure high productivity of capital. The relatively large public
enterprise sector has not only been a source of inefficiency in production (3 per cent



7

return on assets versus 8 per cent for private investment),’ it has also been a drain on
public finances. Public enterprises will need to increase the efficiency of their operations
while gradually divesting those activities that no longer need to be in the public sector.
Competition from private providers could substantially improve services and could reduce
or eliminate the need for public provision of some goods and services. Since the 1980s
there has been some success with a range of initiatives in traditionally public sector areas
such as water supply and solid waste management, The private sector has also
demonstrated its interest in the construction and operation of ports, urban transport, toll
roads and telecommunications. As quality of infrastructure is expected to become a more
significant element of international competitiveness, private sector initiatives in Indonesia
are increasingly needed to promote efficient and market-responsive services.
Corresponding civil service reform is required to reorient the public sector to deal
effectively with its changing role in supporting private sector growth. Reforms in both
public enterprises and the civil service are complex and implementation may be a
relatively slow process.

24. Following major financial sector deregulation in the 1980s the banking
system has undergone substantial adjustment to become competitive, market oriented
and dynamic. The banks are still in the process of consolidation following prudential
regulations introduced in 1992, which have exposed large amounts of bad debt resulting
from the rapid expansion of credit since 1989. The ongoing restructuring may impede
credit growth in the near term, but if combined with improved management and credit
decisions, should allow the emergence of a more robust banking system better equipped
to perform efficient financial intermediation in the future. This, however bears watching
as the health and, consequently, confidence in the banking system remains under stress,
Further financial development is also linked to the deepening of financial markets and
improved accounting and disclosure practices which will take time. The perceived risk
in financial sector transactions has kept real interest rates high. To develop capital
markets, nominal and real short-term interest rates need to be lowered to engender
positively sloped yield curves and an interest rate structure that reinforces the evolution
of longer-term financial assets other than equities. Price and exchange rate stability are
sine qua non for fostering confidence in rupiah assets as stores of value and the
development of longer-term debt instruments.

25. Much of Indonesia’s manufacturing is concentrated in simple technology,
labor-intensive and resource-based industries such as textiles, wood products, footwear
and minerals. The experience of other countries which have undergone the transition
from low to middle-income country status suggests that gradual movement to a higher
level of technology is essential to retain international competitiveness, as real wages rise.
New products and better production techniques can enlarge markets and generate cost
savings. As Indonesia strives for middle-income status, technology policy will therefore
assume greater importance. To date, development of indigenous technology has chiefly
been pursued through a strategy of protection (such as local content requirements for
engineering industries and other NT%)  and support for specific high-technology strategic

1 See World Bank, Indonesia: A Private Sector Assessment, February 1993, p.32.



industries.’ Various R&D institutes have been established under the aegis of the Ministry
of Industry, which, however, appear to have had a limited impact. At 0.3 per cent of GNP,
Indonesia’s spending on technology, mostly by the public sector, is deemed low relative
to NlEs like Korea (2.3 per cent), Taipei,China (1.1 per cent). However, it compares
favorably with some ASEAN  countries (Thailand, 0.3 per cent and Philippines, 0.2 per
cent). As the process of industrialization proceeds, it is imperative that greater reliance
be placed on technological acquisition directly by the private sector. In this regard, much
will depend upon the extent to which foreign technology transfer is facilitated through
trade and investment policy.

26. In view of the complementarity between the development of technological
capacity and the increased requirement for skilled human resources, the issues involved
in the latter will need to be seriously addressed by Indonesia. The 1993 Guidelines for
State Policy (GBHN) accord high priority to human resource development (HRD) and this
is reflected in the REPELITA VI investment plan. To date, Indonesia’s labor surplus has
allowed structural transformation to occur without much pressure on real wages. While
such pressures are likely to assert themselves in the future, the demographics of
additional labor force entrants, rising labor force participation of females, and widespread
underemployment suggest that pressures will not become severe during the balance of
the 1990s. However, in the longer term, increased competition from other labor surplus
economies may erode the country’s competitiveness in low-wage, low-skilled labor.
Indonesia will therefore need to increase the productivity and skill-level of its labor force.
As the human resource requirements of industrial deepening become more complex, they
will impose heavier demands on the education and training support systems so that the
foundations for qualitative and quantitative improvements must be laid well in advance.

27. Other countries which have successfully undertaken the transition now
facing Indonesia have pursued HRD through expansion of access to and quality of
primary and secondary education, encouragement of private provision of training services
and improvement of public technical education. The Government’s strategy to date has
focussed  on strengthening basic education and improving the efficiency and relevance
of public sector education and training through to the tertiary level. Budgetary pressures
can be expected to place real constraints on the future scope of public sector financing
of HRD. This will necessitate an increase in the effectiveness and efficiency of public
sector training programs and a shift to increased private provision of education and
training services and employer-sponsored formal and informal skill acquisition.

C. Ewitv

28. The Government has continuously articulated the trilogy of development
objectives - growth, equity and stability - since REPELITA I. To ensure that the benefits
of development were available to all sections of society, successive development plans
have accorded priority to equity issues. While considerable success has been achieved
thus far, much remains to be done. During REPELITA VI major challenges facing the
Government are: (i) further reduction in poverty and containment of the urban-rural

1
The Ministry of Science and Technology encompasses six research bodies, one of which is Badan
Pengkajian Dan Penerapan Teknologi (BPPT),  which focuses on research support for industries
including such strategic industries as aircraft, shipbuilding, railway equipment, telecommunications.
energy, engineering and agri&&ural  equipment.
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income gap, which is likely to widen as industrialization proceeds, (ii) balanced regional
development and (iii) greater integration of women into the mainstream of national
development.

29. A dramatic decline in poverty was achieved in Indonesia during the last
25 years due largely to the effects of high economic growth and expansion of
employment. In the wake of past success, the national incidence of poverty is about 15
per cent’ (from 60 per cent in 1970). The number of poor at 27 million remains large and
18 million rural poor outnumber 9 million urban poor. The poor are still largely
concentrated in western Indonesia (Java and Sumatra - 60 per cent). Despite this, both
the incidence and degree of poverty is greater, though more variable, in the eastern
islands due to isolation and often difficult agro-climatic conditions. The Government has
targeted a reduction in poverty to 6 per cent by the end of REPELITA VI and the
elimination of poverty by the end of the Second Twenty-Five-Year Development Plan.’
Further progress in poverty reduction will be more difficult and will require spatially
differentiated poverty reduction strategies. Economic growth is more likely to be effective
in poverty reduction in the western region whereas targeted poverty interventions may be
more appropriate for the eastern islands. To achieve further progress in poverty
reduction, targeted poverty interventions will be required especially for the most
vulnerable groups in the community such as women. While official poverty statistics do
not highlight and identify female-headed households, large numbers of families in poverty
are de facto headed by females. In isolated regions such as the eastern islands where
agro-climatic conditions force many males to migrate in search of work and income-
earning opportunities, women assume the role of household head during the period of
male absence. In such circumstances, the experience of poverty is unequally borne by
women who must remain behind to take care of the household and to ensure its
economic sustainability under harsh economic circumstances.

30. The Government is also concerned about the rising urban-rural disparities
in productivity and income, Whereas intersectoral productivity gaps remained virtually
unchanged from the mid-1960s to 198Os, rapid industrial growth has led to widening
productivity and wage differentials. Wages in industrial and service sectors are now about
two to three times those of agricultural workers. A narrowing of urban and rural income
differentials entails both labor transfer out of agriculture and raising the productivity of
low-income farmers via technical change and off-farm activity. Rural investments during
REPELITA VI will need to address these issues.

31. Another major equity issue concerns the growing regional socioeconomic
disparity between Java and the outer islands related to the concentration of physical and

1
The official poverty line is quite austere, such that small upward adjustments would increase the
numbers and incidence significantly. An alternate set of poverty lines, adjusted for geographical
differences in prices, were estimated for 1990 in a 1992 World Bank study, which found overall
poverty incidence higher at 20 per cent, rural poverty higher at 24 per cent and urban poverty lower
at 11 per cent. For further reference see staff consultant study by F. Weibe, Poverty in Indonesia:
Official Poverly  Estimates and Poverty  Measurement Issues, September 1993.

2 The Government has established a new program to begin 1 April 1994 called the lnpres Desa
Tertinggal (IDT),  Presidential Instruction on Backward Villages. This program will provide modest
budget resources (Rp 20 million) via annual allocations for three years for projects for each of the
approximately 20,000 poor villages identified on the basis of 1993 surveys and the opinions of
subdistrict leaders as being deficient in these basic facilities.
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private capital investment on Java. Consequently, Indonesia faces some difficult issues
in establishing geographical priorities for infrastructural development. While on the one
hand, many parts of the eastern region have not reached the minimum threshold of
physical infrastructure availability needed to attract private investment,’ on the other
hand, the western region is generally facing problems of severe congestion and related
infrastructural bottlenecks. While investments on Java can relieve these constraints to
growth, concentration of investment in Java does not contribute to regional dispersal and
the long-term objective of developing other growth centers. An appropriate strategy would
be to accord greater priority on public sector investments off Java, to establish the
preconditions for future private sector-led growth. Investments on Java could increasingly
be provided by the private sector.

32. A separate but related issue is. that of development of indigenous peoples.
The Bank needs to be sensitive to this concern, even as a Bankwide  policy and approach
is being formulated. In eastern Indonesia where many indigenous cultural communities
live, it will be essential to ensure that these communities are not adversely affected by
developmental projects and that projects are designed in a manner which is compatible
with their cultural preferences, capacities and aspirations. Informed participation of
indigenous people themselves is the starting point for more effective developmental
interventions in such cases. A deeper understanding of indigenous communities, their
values and traditions as well as the national institutional and policy framework which has
evolved in Indonesia for dealing with indigenous peoples’ issues will also be required.

D. Environmental Management *

33. Indonesia is endowed with substantial natural resources, such as oil, gas,
coal, other minerals, marine resources and the second largest tropical forest area in the
world. These resources have been placed under substantial pressure associated with a
large and growing population, agricultural diversification and industrialization. Natural
resources play a major role in the Indonesian economy. About 40 per cent of its GDP is
derived from extraction and primary processing industries. Some 60 per cent of exports
and 50 per cent of employment are generated by the primary sector. Some resources,
however, are being exploited at a rate that is not sustainable in the long run.3  Given the
still substantial reliance of the economy on its natural resource base, an integrated
package of policies, investments, incentives and institutions is urgently required if
Indonesia is to make real progress towards achievement of sustainable development.

34. There is a spatial differentiation of the environmental challenges facing
Indonesia. These can be broadly divided into two categories: management of industrial
and urban pollution (mostly on Java) and sustainable use of forests and other natural
resources (mostly off Java). Pressures generated by industrial and urban pollution will
increase substantially over the next 25 years if the expected doubling of manufacturing
GDP is realized and the proportion of urbanized population rises from 30 per cent to over

1
According to the SUSENAS, the poorest areas in Indonesia are the five eastern island provinces of
West Nusa Tenggara, East Nusa Tenggara. Maluku, lrian Jaya  and East Timor.

2
See Environmental Sector Review, prepared under TA No. 1895lN0,  1993.

3
For example, the harvesting of Indonesia’s forests is currently estimated to be 33 million cubic
meters (mcm) per year, while a sustainable yield is estimated at about 22 mcm per year. World
Bank, Indonesia, Sustainable Development, May 1993 p. 17.
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50 per cent by 2019. Air and water pollution from industrial and household sources is
already a serious problem in the larger urban centers and in some locations has reached
levels harmful to humans. At the same time loss of biodiversity, deforestation and land
degradation have emerged as serious concerns in the less-populated but fragile
ecosystems in the eastern islands.’

35. The Government is striving to achieve a balance between growth, human
welfare and environmental conservation. The increased attention to environmental issues
in the development plan is a result of a deterioration in the environmental conditions and
an awareness of the present and future costs of continued environmental degradation.*
In recent years the Government has initiated a number of important steps to address
environmental concerns including: (i) establishment of the Environmental Impact
Management Agency (BAPEDAL) to tackle the issue of urban and industrial pollution;
(ii) adoption of the Tropical Forest and Biodiversity Action Plans to improve forest
management and conservation; (iii) implementation of the PROKASIH  (Clean Rivers)
program to address the problem of industrial water pollution in critical watersheds; and
(iv) enactment of the Spatial Planning Law to promote a more rational pattern of resource
utilization. The challenge for the Government during REPELITA VI is to provide the
wherewithal for the effective implementation of these and other initiatives to promote less
intensive use of nonrenewable resources, to curtail the generation of environmental
pollutants and to devise appropriate strategies for the safe disposal of hazardous and
toxic wastes produced by the industrial sector.

E. Future Aqenda

36. A sharper emphasis on private sector participation and improved public
sector resource management is a distinct theme of REPELITA VI and emanates from the
magnitude of resource requirements across virtually all sectors. But in addition to a more
effective and market-driven program of new capital investment, another advantage of
private participation is the competitive discipline which can achieve lower costs, attention
to quality and greater responsiveness to market demand. The Government increasingly
recognizes the severity of public sector resource constraints, both financial and
institutional, to tackle developmental problems and the need to consolidate scarce public
resource management and policy-making capacity on priority activities. Where
Government is going to remain active, such as in a range of public enterprises, more
effective management is needed to improve the quality of goods and services produced,
and to enhance cost recovery and limit demands made on the public purse. If the
Government is to reduce the role of public sector activities, particularly in those areas
which could attract greater private enterprise, it must formulate and implement an
effective framework for private investment and management. There are, however, limited
successful precedents to draw on. Moreover deregulation and orderly development of the
directly productive sectors also depend on the robustness of the financial system which
has to play a larger role in allocation of resources. Where markets fail to produce
appropriate investment decisions, such as in education, health, and research and

1
Eastern Islands of Indonesia: An Overview of Development Needs and Potential, ADB Occasional
Paper No. 2, 1993.

2
One study estimated that GDP during 1971-84 would have been reduced from 7.1 per cent to 4 per
cent when oil, timber and soil depletion on Java were factored into the national accounts. See R.
Repetto et.al.,  Natural Resource Accounting for Indonesia, Washington, D.C.; World Resources
institute, 1987.
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development or where industrial safety may be compromised, or pollution and
environmental degradation prevails, public sector regulation or incentives are warranted.

37. While the magnitude of the public investment program itself is likely to
pose a severe challenge to public sector implementation capacity, spatial planning may
offer a more coherent approach by coalescing geographically public sector efforts of
various levels of government as well as sectoral  ministries, but such a change in
orientation will take time. Decentralization, which has shown modest progress to date and
principally through the mechanism of budgetary grants from the center to local
governments, remains an important element of a developmental strategy for more
effective public sector resource management and perhaps eventually resource
mobilization. Organizational changes, such as the consolidation of irrigation, industrial
and household water supply under a water resource management bureau in the National
Development Planning Board (BAPPENAS), the addition of an agency for agribusiness
in the Ministry of Agriculture, the establishment of an interministerial agency (badan)’  for
spatial planning, and the reorganization of Cipta Karya from functional to geographical
lines, signal potentially fruitful restructuring of the public administration but these and
other changes have yet to prove their effectiveness.

38. Now that the foundations for growth have been largely established, the
future challenges relate to Indonesia’s transition to a higher level of development to
achieve solid middle-income status in an increasingly competitive global economy. The
challenges indicate the growing complexity of future developmental choices as issues of
quality and tackling hard core poverty assume greater prominence. The recent growth
experience has placed added stress on the resource base and quality of life, particularly
in urban areas where much of industrial activity is centered and underscores the need
to rehabilitate and protect the environment in the future by integrating environmental
considerations into economic choices. Sustainable future growth also requires further
progress on the unfinished agenda of structural reform and debureaucratization. It also
presumes continued skillful macroeconomic management as Indonesia will face external
risks of protectionism in major export markets, volatile oil and commodity prices, as well
as exchange rate and interest rate movements. While macroeconomic stability is a
prerequisite for achieving the structural transformation envisaged, there remains an
agenda for further policy and institutional reform. Economywide improvements in
productivity and efficiency will depend in part on appropriate new investment but also on
harvesting more fully the benefits from past investment. The challenge is to manage
public resources more effectively to achieve growth, equity and environmental
sustainability, while strengthening the enabling environment for private enterprise.

1
Composed of the Minister of Planning, as head, and State Secretary, and Ministers of Public Works,
Environment, Agrarian Affairs, Defense, and Home Affairs, and Deputy Director (BAPPENAS) for
Regional and Area Development as members.



13

III. REVIEW OF PAST BANK STRATEGY, OPERATIONS
AND DONOR ASSISTANCE

A. Past Strateav and Operations

39. The Bank’s previous operational strategy for Indonesia was circulated to
the Board in January 1990. The strategy’s overall objective was to support the
Government’s efforts to strengthen and diversify the economy’s industrial base, while also
encouraging continued steady improvement in agricultural output and efficiency. The
strategy encompassed six cross-sectoral strategic objectives derived from the
Government’s Fifth Five-Year Development Plan (REPELITA V 1989/90-l 993/94). They
included: promotion of non-oil/gas exports, domestic resource mobilization, employment
generation, basic needs and human resource development, increased private sector
participation and improvement of the efficiency of existing investment. These objectives
were the basis for the formulation of the Bank’s lending program and design of individual
projects and technical assistance (TA).

40. Since the late 1980s Indonesia has been very successful in sustaining high
levels of growth, which has resulted in capacity constraints in many areas of the
economic and social infrastructure. This fact, coupled with the Bank’s adoption of a
Medium-Term Strategic Framework (MTSF), necessitated fine-tuning of the Bank’s
operational strategy for Indonesia to achieve a sharper focus in the lending program
consistent with Government priorities. As a result, since 1992 increased emphasis has
been placed on physical, financial and social infrastructure investment to promote growth,
on human resource development to generate employment and increase productivity, and
on sustainable natural resource utilization and conservation to improve environmental
management. The emphasis on natural resources management has undoubtedly been
the most pronounced change in Bank operations in Indonesia in the REPELITA V period.

41. In striving to meet program objectives, the Bank in recent years has also
given support to Government efforts to address imbalances in regional development. The
Government has been concerned that the rate of economic development in the eastern
region of the archipelago has lagged significantly behind that of the western region (Java
and Sumatra), and sought donor assistance to design and implement developmental
activities appropriate to the environment and cultural conditions prevailing in the east. The
Bank’s initial response was cautious and gradual, in recognition of the complexities of
developmental interventions in that region and its very limited absorptive capacity.
However, by 1993 each sector assisted through the Bank’s lending and TA program
included project activities which would more closely integrate the isolated islands of the
eastern region into the economic mainstream and to achieve increased and sustainable
development, The Government has welcomed the Bank’s progressive shift in the
operational program towards the eastern region and looks to the Bank as an important
partner in the planning and implementation of appropriate programs to increase HRD,
institutional and priority infrastructural capacities in the east as a base for private sector-
led growth.

42. Indonesia began receiving Bank assistance in 1969, and between that time
and 31 December 1993, 183 loans were approved with a total value $10.30 billion (see
Table 2). Of this amount $0.73 billion (37 loans) were ADF and $9.53 billion (146 loans)
were OCR. An analysis of the country’s borrowing history reveals that in broad terms
annual Bank operations in Indonesia since REPELITA II have increased by an average
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of about 100 per cent every five years. At the same time the average loan size has grown
from $6 million in the first five years to over $100 million in the last five years. Since 1978
Indonesia has been the largest overall recipient of Bank assistance. Much of the
accumulated undisbursed loans has been acquired during REPELITA V period when
lending volume increased sharply. However, during REPELITA VI Bank lending to
Indonesia is likely to plateau at around the current level. In this period Indonesia’s loan
repayments will grow and there is a high probability that unless project implementation
speeds up and disbursements’ increase, the recent trend of a declining net transfer of
resources to the country will continue.

Table 2: Bank Lending and Technical Assistance to Indonesia 1969-l 993
($ million)

43.

TOtal AWag@ Technical Assistance
Loan .

REPEUTA O C R ADF Amt Loans Size PP A0 Total

I 12 (3)’ 99 (19)’ 111 22 5 12 8 20
II 562 (28) 38 (3) 600 31 20 24 - 24

III 1.693 (41) 25 (1) 1,718 42 41 38 9 47
IV 2,386 (36) 240 (5) 2,626 41 64 34 30 64
V 4,877 (36) 327 (9) 5.203 47 111 52 55 107

’ Number of loans in parenthesis

In 1993, the disbursement ratio* (excluding program loans) was 14.4 per
cent, the lowest result achieved since 1988. Sectors/ subsectors with disbursement ratios
below the country average were: forestry (8.9%),  fishery (11.7%) power (9.7%),  urban
development (14.2%),  industrial crops (4.2%) and telecommunications (4.4%). As of 31
December 1993, the outstanding undisbursed loan balance (amount of effective
undisbursed loans) was 93.56 billion. Details concerning undisbursed loans by age are
shown in Table 3.

Table 3: Distribution of Undisbursed Loan Balances
by Year of Effectivity

Year of 1984-1988 1989 1990 1991 1992 1993 Totals
Effectivity

Undisbwsed 104.5 315.2 385.9 881.3 1.163.5 947.8 3,558.1
Amt ($ mn)

Percentage(%) 2.9 8.9 10.3 18.8 32.7 26.6 100.0

1
Indonesia’s disbursement performance has improved from being among the lowest of the Dank’s
DMCs in the early 1900s  to slightly above the DMC average in 1992. Scope exists for further
improvement.

2 The Disbursement Ratio is calculated by dividing the disbursements made during the year by the
undisbursed net loan balance amount, including undisbursed balance of loans approved/declared
effective during the year if there are disbursements.
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44. Under ADF VI (1992-1995),  Indonesia is eligible for limited access to
Special Funds resources, with priority accorded to lending which addresses poverty and
environmental concerns. The Government has strengthened significantly its policy and
program commitment to tackling these important issues.

45. Bank lending to Indonesia to date broadly corresponds to the
Government’s First Twenty-Five-Year Development Plan, and the first five REPELITAs.  The
sectoral  focus of the lending program over that period reflects the evolution of national
development needs and priorities. For instance, the agriculture sector has remained
economically important to the country in terms of GDP growth, balance of payments,
employment and food security. However, as the country has moved toward
industrialization, the dependence on the agriculture sector has lessened. This is also
reflected in the Bank’s lending program, with agriculture being the sector that traditionally
received most Bank assistance. In the 1990s however, there has been a noticeable
decline in Bank lending for agriculture projects, while at the same time there has been
a steady increase in investment in the transport, energy, financial, urban development
and education sectors. Each of these latter sectors have experienced cap‘acity  constraints
in the buoyant and maturing economy that has emerged in the last decade. See Table
4 for details.

Table 4: Sectoral Distribution of Bank Loans, 1969-l 993
($ million)

sector

Agriculture

Physical
Infrastructure

Energy
Transport

e
lntastructure

Education
Health
Water Supply
Urban

*
Finance
lndustty
Multi-Sector

REPELITA 1 REPELITA 1 REPELITA
II Ill IV

Art-# % An-u  % Amt %

REPI _ITA
Toi d

Ati % Am

20.4 2,893

I %

t32 22.0 728 42.4 900 34.3 1,063 28.2

162 27.0 455 26.5 96 3.7 1,160 22.3 1,903 18.5
152 25.3 120 7.0 513 19.5 1,005 19.3 1,801 17.6

39 6.4 185 10.8

12 1.9 76 4.4
1 0.2 108 6.3

30 5.0 0.0
74 12.3 46 2.7

254 9.7
81 3.1
40 1.5

307 11.7

844

47
608

12.4 1.122 10.9
81 0.8

0.9 174 1.7
11.7 1,024 10.0

260 9.9
150 5.7
25 1.0

650 12.5 940 9.2
270 2.6

0.5 51 0.526

46. The previous Bank strategy recommended that conventional project
financing should continue to be the main vehicle for Bank assistance, although program
and sector lending modalities were expected to grow in importance to support changes
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in the macroeconomic and sectoral  policy framework.’ This approach was evident in the
loan program approved during the period 1990-1993, where 39 loans were approved, of
which 9 were program or sector loans in the financial, irrigation, urban water supply, tree
crop and the road sectors. It is too early to assess the respective sectoral  impact of
these, either in a policy or program sense, but both the Government and the Bank found
important advantages in the program and sector lending approaches, which warrant their
continued use in the country program. Table 5 provides an historical record of lending
modes to Indonesia in the period 1969-1993.

Table 5: Bank Lending By Mode: 1969-1993
($ million)

REPELITA

I

II

III

IV

V

Total
% Share

other Lending Types
Project Program sector ’

Lending Lending Lending Credit TA Private’ Total
Lines Loans SactOl

110.88 110.88
100.0% 100.0%

554.31 32.70 13.39 800.40
92.3% 5.4% 2.2% 100.0%

1,484.25 187.30 27.57 18.90 1.718.02
86.4% 10.9% 1.8% 1.1% 100.0%

1 S32.55 375.00 551.20 155.00 12.20 35.00 2.660.95
57.8% 14.1% 20.7% 5.8% 0.5% 1.3% 100.0%

3.289.28 500.00 914.00 500.00 77.00 4,280.28
82.3% 9.5% 17.3% 9.5% 1.5% 100.0%

8.971.25 875.00 I.65250 715.27 44.49 112.00 10.370.51
87.2% 8.4% 15.9% 8.9% 0.4% 1.1% 100.0%

* Loans without Government Guarantee.

B. Assessment of Proaram Achievements

47. Through 1993, post-evaluation reviews have been undertaken for 62 Bank-
financed projects in Indonesia. Overall, 57 per cent of Bank-financed post-evaluated
projects were classified as successful,’ compared with 60 per cent Bank-wide.
Disaggregation of the results indicate that all projects evaluated in the transport,
education and urban development sectors were generally successful, while the results
for the energy, irrigation, industrial crops, agricultural support services and industry and
nonfuel  minerals projects were mixed with some generally successful and some partly
successful. The water supply, fertilizer production, and fisheries projects were partly
successful, and livestock projects were unsuccessful.

1 Bank Operational Strategy for Indonesia, December 1989, p. 93.
2

Successful in this context refers to projects which are assessed at post-evaluation as being
generally successful. The other categories are partly successfu’l  and unsuccessful.
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48. In 1988 the Post-Evaluation Office undertook a study of project
post-evaluation findings in Indonesia to identify the important factors affecting the
performance of Bank-financed projects during their implementation and operational
phases. The study concluded that design improvements were required for projects in all
sectors/subsectors.  Some of the common weaknesses found in the projects included
poor local contractor performance, complicated procurement procedures, insufficient
allocation of operation and maintenance (O&M) budget, weak institutional capability and
insufficient prior testing of concepts with high risk and uncertainty. The December 1993
Post-Evaluation Synthesis on Indonesia underscores the need for more effective
institution building with technical assistance premised on a well-defined, long-term plan
and this has been recognized in recent projects such as the 1992 Biodiversity Project and
1993 Mangrove Rehabilitation Project. Institutional aspects linked to ownership and O&M
support are vital for project sustainability. Gradual improvements over time have resulted
in disbursement performance broadly on par with the Bankwide  average. Nevertheless,
the 1993 Country Projects Review Mission (CPRM) confirmed that many of the problems
identified by earlier post-evaluations persist, albeit with lesser severity, in ongoing and
recently approved Bank projects in Indonesia. Some projects were found to have suffered
long inactive periods between loan effectivity and the recruitment of consultants, and this
was often the main cause of delays of more than two years in the implementation of
projects. The CPRM found that the principal reason for poor project mobilization was the
mistiming in the availability and release of counterpart budget which in turn rendered
ineffective the provisions relating to advance recruitment of consultants and procurement
approved by the Bank. Delays in the consultant recruitment process have also been
experienced in a significant number of projects due to the time consuming review and
approval process undertaken by the concerned agencies. A comprehensive review of the
Bank’s Indonesia portfolio, held in October 1994 was an outcome of the recommend-
ations of the Task Force on Project Quality.

49. Another continuing concern in ongoing Bank-financed projects is the
quality of construction. For irrigation, urban services and other public works projects, the
quality of construction is often below required standards, leading to rapid deterioration
of the completed works and necessitating larger O&M provisions. The economic life of
assets is frequently significantly curtailed. Bank technical assistance is assisting the
Ministry of Public Works to identify and implement an appropriate course of corrective
action to improve construction quality.

50. There have been improvements in designs of Bank projects in recent times
to improve “quality at entry”. For example, O&M arrangements for national, provincial and
local roads have improved significantly. The latter was achieved in March 1993, when the
Government agreed to an O&M formula for Bank-financed local roads in Central and East
Java under the Third Local Roads Project. Another example is the 1993 Flares
Emergency Reconstruction Project which includes special staffing and management
measures to ensure that satisfactory standards of-civil works design and construction are
achieved.

51. Similarly, more care has been taken in the provision of support for
environmental conservation and protection activities in poor rural communities.
Experience has shown, that these activities can be relatively complex and involve high
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risk, requiring carefully considered interventions.’ This approach was adopted in 1993
for a mangrove rehabilitation project in Sulawesi. Initial assistance is in the form of a TA-
Loan while institutional capacity is being developed. If successful, the TA-Loan would be
followed by a larger-scale investment project. Greater emphasis on this phased mode of
project intervention and other improvements in project design are expected to result in
superior project performance in future years, particularly if corresponding improvements
are also achieved with respect to the timely release of project counterpart budgets and
less cumbersome project implementation procedures.

C. Country Performance Framework*

52. Developmental performance has been an implicit element, although not
the sole consideration, in determining the allocation of lending resources among the
Bank’s DMCs. Understandings reached in the course of ADF VI negotiations require the
Bank to accord higher emphasis to a country’s developmental performance in the
allocation of resources, both ADF and OCR, and to this end country performance
assessment frameworks are being developed for each country. Country performance
depends on both the project implementation experience referred to in para. 38 and the
socioeconomic outcomes. The framework suggested here focusses  on economic
management and progress in the Bank’s medium-term strategic objectives and
cross-cutting concerns, and tends to be correlated with a number of other factors such
as creditworthiness, absorptive capacity and per capita income levels. This framework
relies substantially on recommendations made in a study commissioned for the
operational strategy. The framework for country performance assessment is based on
quantitative changes over time in a range of economic and social indicators to assist
evaluation of the status and progress achieved. While the economic indicators cover a
range of conventional short-term and long-term economic management variables, the
social indicators recommended by the study correspond to the Bank’s identified social
and cross-cutting concerns regarding: (i) poverty, (ii) women, (iii) population and family
planning, and (iv) environment. The proposed framework for Indonesia is given in
Appendix 1.

53. The consultant’s report also proposes that treatment of governance and
participation in the Indonesian context might most usefully focus on performance vis-a-vis
stated national policy and program objectives rather than universal concepts such as the
human freedoms index discussed in the 1991 Human Development Report. Three specific
aspects of governance and participation have been suggested as indicators: (i) access
to media/information; (ii) decentralization and devolution to local level governments; and
(iii) participation in official organizations such as cooperatives and nongovernment
organizations (NGOs).  While some statistics on the first and second are available from
existing information systems, it is difficult to find reliable data on the third which may
entail instead qualitative monitoring of government policies and actions.

54. The exercise of developing a meaningful performance framework for
Indonesia has highlighted a few issues. These concern the difficulty in identifying useful
national measures of environmental quality, particularly for air and water, when conditions

1 ADB Summarized Post-Evaluation Results and Findingsfor Indonesia (1973-1992),  p.131,  July 1993.
2 This framework relies substantially on recommendations from a study commissioned to support the

COSS See Peter Gardiner, Social Performance indicators for Indonesia, 1993.
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are highly localized and measurement is necessarily selective rather than exhaustive;
weakness in health indicators for mother and child mortality given poor data
underpinnings and high costs of generating more reliable data; and the paucity of
gender-specific data, despite a range of areas in which inclusion of gender information
could be added fairly easily in the statistical system. Although deforestation is a
meaningful dimension of the environmental condition, estimates vary widely and defy
reliable annual measurement.’ In view of such limitations, improvements in the data
bases for monitoring, planning and policy formulation should constitute an element of the
Bank’s institution-building support program; and projects should be selected which
particularly strengthen capacity for environmental management and health care delivery.

D. Other Donor Assistance

55. Since 1967 the principal mechanism for the coordination of external
assistance to Indonesia had been the Inter-Governmental Group on Indonesia (IGGI),
chaired by the Government of the Netherlands. However, in early 1992, at the request of
the Government, IGGI was replaced by the Consultative Group for Indonesia, chaired by
the World Bank. The formal meeting of the CGI is held in Paris in June/July each year but
the World Bank also convenes informal consultations and briefings for resident donor
representatives in Jakarta as required.

56. Traditionally Japan, the World Bank and the Bank have been the major
sources of external assistance, accounting in recent years for over 80 per cent of total
donor commitments, Other significant donors are Germany, France, UK, USA, Australia,
Canada, and the UN agencies, Many of the bilaterals have strategies focussed on
particular sectors or geographical concentration. Donors pledged grants and loans in a
total amount of $5.1 billion.and  85.2 billion equivalent, respectively, at the 1993 and 1994
CGI Meetings.

57. Since 1987 Indonesia has been the largest recipient of Japan’s bilateral
assistance, in the form of concessional Overseas Economic Cooperation Fund (OECF)
loans and Japan International Cooperation Agency (JICA) grants, including technical
assistance. In addition Indonesia receives loans from Export-Import Bank of Japan
(EXIMBANK) which fall outside the purview of ODA (Official Development Assistance).
Japan has formulated its assistance programs through bilateral discussions with the
Government and has responded to consultative groups’ successive calls for fast-
disbursing assistance, by providing sector program loans which finance local currency
counterparts. In the past Japan’s assistance to Indonesia has been largely concentrated
in project loans for physical infrastructure in transport, power, irrigation and flood control,
with a recent shift towards social sectors such as education and environment.

58. The Government of Japan has recently enunciated guiding principles for
future developmental assistance predicated on environmental compatibility, domestic
resource mobilization and self-help efforts, and democratization/market orientation.
Bilateral consultations with the Government of Indonesia have concluded an agreed
framework for assistance during REPELITA  VI based on 5 strategic priorities: pursuit of

1
A recent study cites annualized deforestation estimates from a low of 623,000 ha to a high of
1.3 million ha in recent years. See World Bank, Indonesia Environment and Development:
Challenges for the Future, March 1994. p.46.
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equity; human resource development: environmental conservation; support for structural
adjustment and economic infrastructure.

59. During the 1980s World Bank activities in Indonesia principally addressed
macroeconomic structural adjustment and support for human capital and physical
infrastructural development. At present the strategy for Indonesia stresses raising
productivity and enhancing competitiveness, improving the delivery of public services and
reducing poverty. With the phasing out of structural adjustment loans after 1991, the
principal instruments for achieving these objectives are policy-based sector loans and
conventional project loans as well as a substantial economic and sector work program.

80. In view of the breadth of past operations of the three largest donors to
Indonesia and broadly similar strategies for the future, coordination has been and will
remain essential to foster consistent dialogue on sectoral policy approaches, and sharing
of sector work and experiences. While there have been differences in analysis and
approaches, complementarity  has been achieved through geographical or subsectoral
specialization and division of labor in some cases and through cofinancing in other
instances. In higher education, for example, the Bank and World Bank have been
differentiated subsectorally between regional and provincial universities, on the one hand
and leading universities and centers of research, on the other. In telecommunications,
health and local roads, the Government has fostered coordination along geographical
lines. In some cases, the Government has encouraged co-financing by donors to support
major investments, such as power and urban services, where the scope of activities is
beyond the capacity of an individual donor.

61. In addition to the Bank’s participation in the CGI as the main forum of
international donor coordination, the establishment of the Indonesia Resident Office (IRO)
in 1987 was an important initiative, which has strengthened the Bank’s capacity to
monitor economic and social developments as well as facilitate consultations with donor
agencies resident in Jakarta. In addition, extensive Government and donor consultations
take place during the Bank’s annual country programming missions. Since 1992, mid-
year program reviews with BAPPENAS have also been introduced to ensure smooth
planning and expeditious processing of loan and TA programs.

62. Given the large number and varied external assistance programs
supporting Indonesia’s development, the Government has also accorded greater attention
to donor coordination particularly in sectors and subsectors of strong donor interest such
as forestry and biodiversity and environmental protection and national disaster
rehabilitation, In each of these areas special initiatives have been taken to formulate
precise action plans for subsequent donor support or to set up working groups to
coordinate investments. These measures have generally proven successful and have had
the added benefit of improving interagency cooperation within the Government.

63. NGOs are now regarded as reasonably well integrated with a variety of
economic developmental activities in Indonesia. In general, NGOs have concentrated on
community development, water supply and sanitation, health and population, education,
WID, small enterprise development, environment and forestry. Recent Bank projects in
Indonesia, such as the Mangrove Rehabilitation, Biodiversity Conservation and
Microcredit projects, involve the cooperation and participation of NGOs.  Given the range
of cross-cutting concerns common to Bank and NGOs,  there is likely to be increasing
scope to mobilize NGOs  in institution building, project planning and design, and implementation.
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64. Co-financing has been a relatively frequent mode of aid delivery in the
Indonesian context, particularly where equipment and supplies were provided under
donor mixed credit programs. However, in 1992 the Organization for Economic
Co-operation and Development (OECD) introduced new guidelines governing the use of
mixed credits. The guidelines place more stringent conditions on where and when mixed
credits can be provided and this is likely to reduce co-financing prospects and curtail
concessional funding in some sectors in Indonesia.

65. The level of aggregate donor assistance for Indonesia has grown steadily
over the years,  and, despite sound economic management and ongoing need for
developmental support, the trend is not likely to continue during REPELITA VI. Global
recession, donor fatigue, increasing orientation of donors towards commercial programs
and the end of the Cold War are all factors which have a bearing on future overseas
development’assistance (ODA) levels. Partly as a response to this less predictable
developmental assistance environment, but also because of the need for continued
massive investment, many Government agencies are being encouraged to widen
opportunities for private sector participation in order to reduce the burden on the budget.
Port development, solid waste management, and private power generation are some
examples. During REPELITA VI this process is likely to gather momentum and have an
increasing impact on the composition of the Bank’s lending portfolio over the next five
years.
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IV. THE BANK’S OPERATIONAL STRATEGY FOR THE FUTURE

66. The Bank’s future assistance programs should support the Government’s
developmental objectives of efficient, equitable and environmentally sustainable growth.
The Government’s overall developmental strategy is generally well conceived, if
ambitious, and is supported by the Bank. The Bank’s strategy must consider the
prevailing developmental constraints cited in Chapter II and the Bank’s own institutional
goals and capacities, keeping in view the activities of other donors. The Bank is a major
development partner in terms of amounts of lending and TA. However, the prospect of
a plateauing of country resource allocation in the next few years argues for a sharper
sectoral/subsectoral  focus of Bank assistance to maximize developmental impact. The
Bank’s strategy is defined in terms of medium-term strategic objectives set out below and
is then translated into its sectoral  implications in the chapter which follows.

A. The Strategic Obiectives

67. The strategic objectives of the future operations of the Bank in Indonesia
should be to support growth, human resource development and sustainable utilization
of natural resources. The important Bankwide  concerns of poverty reduction and
improving the status of women are regarded as integral parts of the pursuit of these three
objectives. The country strategy, including its sectoral  components, will therefore continue
the Bank’s past emphasis on growth coupled with efficient resource utilization. The
rationale for economic growth as the centerpiece of the strategy is threefold: (i) to
achieve the substantial capital mobilization required to support continuing structural
transformation from an agrarian to an industrialized economy; (ii) to generate more
productive employment for the labor force to absorb the 38 per cent underemployed’
and 2.5 million new workers added each year; and (iii) to accelerate the rate of
improvement in living standards where per capita levels are about $650, while an
estimated 27 million remain in poverty.

68. To support the achievement of more efficient growth, the Bank’s
operational programs should emphasize raising international competitiveness by
improving factor productivity* through:

0)
(ii)
(iii)

improvement of physical infrastructure;
development of more productive human resources; and
integration of sustainable resource management to prevent t
environmental degradation from eroding factor productivity.

A strategic focus on raising factor productivity offers an effective means of achieving the
identified medium-term goals, provided, the planning and management capacity of the
public sector is adequate for the task. Weaknesses in this area in the past have placed
limits on economywide performance. It will therefore be critically important that future
Bank sectoral  operations accord higher priority and selectivity to public sector capacity
building, particularly with respect to policy and investment programming and

1
Defined as working less than 35 hours per week.

2
Total factor productivity is a concept preferred to the incremental capital-output ratio (ICOR) as a
proxy for systemwide efficiency, because of its more balanced emphasis on each of the factors of
production and technical change.
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implementation. The Bank’s Task Force on Project Quality reiterates institution building
as the key to ownership and project sustainability and more attention to this aspect will
be vital to project success.

69. Human resource development is an end in itself but also a means of
supporting economic growth and creating capacity to absorb new technology which
enhances growth potential. Given the prevailing configuration of the stock of human
capital, additional investments in health, nutrition, and education can substantially
improve productivity and both augment growth and reduce poverty. At the same time,
more efficient and reliable physical infrastructure services can promote the integration of
domestic economic activity to achieve more balanced regional development and
therefore improve international cost competitiveness. The Bank should continue to help
in alleviating infrastructural constraints through physical and human capital formation and
better utilization of existing assets and thus aid in raising productivity.

70. If the historical relationship between poverty and economic growth remains
unchanged and real growth persists in the range of 6 to 7 per cent per year, it is
estimated that the incidence of poverty would fall from 15 per cent in 1990 to about 10
per cent in year 2000, which is about double the Government’s target. Although
Government is expected to maintain policies such as preserving social service
expenditures which have so far served well to reduce the incidence of poverty, when
budget resources become scarce further headway is expected to be more difficult. The
Government is therefore launching targeted poverty projects under IDT (see para.  25) as
well as promoting policies to enhance access of the poor to social services and
resources. Through its support for growth, the Bank should assist the economy in
abs,orbing  additional labor force entrants. Moreover, with respect to the Bank’s social
sector projects which address basic needs, the Bank should ensure access of the poor
through project design and micro policies. Since the present income-expenditure profiles
suggest limited scope for primary poverty interventions,’ Bank support for poverty
reduction is therefore expected to be through projects in which poverty reduction is
secondary to growth/HRD/or  environmental sustainability objectives and by enhancing
access to basic services for the poor and other vulnerable groups such as women,
especially in agriculture and social sector projects.

71. Recognizing that a country’s development cannot ignore the potential of
50 per cent of its population, women-in-development (WID) concerns should receive
more explicit attention and emphasis in the Bank’s future program of assistance to

See F. Weibe, Poverty in Indonesia: Strategic Planning Review, September 1993. According to the
Bank guidelines, two thirds or more of the beneficiaries of a project must have incomes below the
official poverty line of about $100 per year (in 1990) to qualify as having poverty reduction as its
primary objective or at least 50 per cent of total project costs must benefit  the poor. One-third of
the beneficiaries must have incomes below the nationally defined poverty line to qualify as having
poverty alleviation as a secondary objective or at least 20 per cent of total project costs must benefit
the poor. Because of the progress made over the past two decades such that the national incidence
of poverty was only 15 per cent by 1990, it appears to be difficult to identify areas (in this case
provinces) which would quality for primary poverty, although one province, East Timor, with poverty
incidence of 33 per cent would meet the secondary poverty alleviation criterion. Consequently, the
poverty classification is tougher to meet than other traditional objectives such as environment or
human resource development and this may prejudice identificatron of poverty projects for Bank
assistance.



24

Indonesia.’ In addressing WID concerns, the Bank should adopt a two-pronged
approach: assisting the Indonesian Government to ‘mainstream’ genderMID concerns
in all its developmental policies, plans and activities; and supporting selective stand-alone
WID projects in special circumstances where women are identified as a specific target
group.. improved understanding of the relevant Government institutions, policies,
priorities and plans in the area of WID is needed. In addition, more attention should be
given to analyzing WID programs of the government and external agencies to identify
those which have been effective in Indonesia. As part of its sector work, the Bank should
update and expand the Indonesia WID profile to address some of the emerging needs
of women in the changing economic environment.

72. In pursuing a growth-oriented strategy, the Government is mindful of the
importance of sustainable use and conservation of Indonesia’s natural resources. The
Government’s commitment in this regard is evidenced by its past willingness to borrow
from multilateral sources to invest in natural resource management and conservation
projects. Consistent with the MTSF, the Bank in recent years has taken a lead in
supporting the Government’s efforts and should continue to do so.

(i) Growth

73. The Bank’s assistance strategy for Indonesia in recent years has supported
growth through financial sector reform and investment in physical and social
infrastructure and agricultural development. With respect to physical infrastructure,
substantial Bank support has been provided in the transport and communications, power,
and water resources sectors. In the social sectors, urban development, education, and,
to a lesser extent, health have been the principal areas of focus. The Bank’s activities in
the agriculture sector have been quite modest in the last few years relative to historical
lending levels. These have focussed  on improving smallholder productivity on irrigated
and upland areas and the development of systems for sustainable natural resource
utilization. Financial sector operations have supported growth through the provision of
credit lines for the private sector, capital market development and banking sector reform.
The growth strategy encompassed in the operational framework outlined above remains
generally valid and warrants continued priority Bank support.

74. Through two policy-based program and sector loans, the Bank has
reinforced various aspects of banking system reform, encouraged intermediation
efficiency and the development of capital markets and supported a slowdown in
expansion pending portfolio restructuring. Activities to strengthen and deepen the
financial sector, while improving prudential standards and central bank supervisory
capacity, should continue as vital underpinnings of the Bank’s support to the directly
productive activities of the private sector. They should also be effective complements to
investments in physical infrastructure. As directed credits give way to market determined
credit allocation and as domestic capital markets evolve, the case for external credit lines
should recede.

75. To sustain the dynamism of the private sector as the prime mover of
efficient growth, further reform of trade and investment policies will be required to improve
the incentive structure for private initiative. Indonesia remains a high cost economy with

1
See Appendix 2 concerning WID issues and strategy in Indonesia.
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scope for improving international competitiveness in the production of many goods and
services. Failure to sustain the pace of deregulation could cause growth to stagnate. As
large discrete exchange rate depreciation for enhancing export performance is
constrained by capital market objectives cost competitiveness needs to increasingly rely
on raising input and total factor productivity. Since investment will depend increasingly
on the private sector, the Bank’s policy dialogue will need to improve the enabling
environment for the private sector as well as to improve efficiency of public enterprises
to facilitate their eventual privatization. Although the World Bank is expected to continue
to lead the macroeconomic policy dialogue with the Government, the Bank should
reinforce and extend the dialogue, particularly at the sectoral  level. In this regard, more
Bank TA resources will need to be directed in the future to coherent economic and sector
work.

76. With respect to infrastructure, Bank assistance to Indonesia in the medium
term will be focussed  mainly on two aspects. First, support will be provided to alleviate
existing infrastructural bottlenecks through additional investment in key sectors. In
addition, the Bank will support Government efforts to raise the productivity of existing
investments through rehabilitation and adequate provision for O&M of the assets. For
past investments in irrigation, roads and other infrastructure, which have deteriorated due
to poor design, construction and inadequate maintenance, rehabilitation with Bank
assistance would be appropriate, but only if satisfactory institutional improvements are
effected in all areas of deficiency. In the provision of both new investment and upgrading
of existing infrastructure, the public sector will continue to play a major role and the
Bank should continue to assist these efforts through selective support to state
enterprises, line ministry work programs and improvement in the regulatory framework.
The volume of Bank operations will be a relatively small part of overall sectoral
investments. As such the Bank’s operations should be based on a prioritization of
sectoral/subsectoral  interventions. The criteria for such prioritization will be the economic
impact, institutional implementation capacity and commitment. Due regard in setting
priorities should be given to the Government’s policies and programs concerning regional
balance, equity and environmental sustainability.

77. In agriculture, there is a shift in emphasis from rapid expansion of crop
production and food securii to an increasingly export-oriented and commercially attuned
development phase. However, there will continue to be a need for sustained agricultural
growth of about 3.0-3.5  per cent per annum to meet the growing and changing food
requirements. One of the main challenges confronting agriculture is increasing the
sector’s competitiveness vis-a-vis imports in the areas of production, processing and
marketing. Considerable opportunity for further,diversification  and contribution to non-oil
export development rests with agricultural products and markets which have so far had
limited benefit of deregulation. There is scope for improved competitiveness and
efficiency in production if suitable policy, infrastructure, credit and services are made
available. The Bank’s program of assistance to agriculture will support this transformation
through: (i) increasing factor productivity and operational efficiency of existing and new
investments through policy adjustment, institutional strengthening and HRD; (ii) managing
the sustainable use of natural resources; and (iii) reducing poverty and improving equity.

78. Regional approaches to planning area development could improve
programming, resource allocation and budgeting. Under REPELITA  VI, spatial planning
initiatives are expected to focus investment on strategic growth centers, which may
engender integrated approaches to development of an area. These strategic centers have
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been identified on the basis of productive economic activities, such as agriculture,
industry, tourism, and trade or on the basis of such themes as poverty and the
environment. lnfrastructural investment planning would therefore be linked to the
development potential of an area. Although the regional planning approach is not yet fully
articulated, it should be kept in view and could be considered for Bank assistance. Such
initiatives should further decentralization of responsibilities for planning and implementing
developmental activities and support the progressive devolution of responsibilities to
provincial and district level authorities.  Intercountry cooperation in the context of ASEAN
and growth triangle initiatives may also lead to the identification of infrastructural projects
suitable for Bank support.

(ii) Human Resource Development

79. Human resource development transcends education and health to the
provision of basic services which affect human welfare and the productivity of people.
Further investments in HRD, especially in the provision of social services, education and
health are essential for attaining full growth potential and sustainability. Support to HRD
would also contribute to poverty reduction and narrowing gender disparities. HRD is
regarded as a particularly important priority for the development of eastern Indonesia.
With the emergence of shortages of skilled labor a growth-based HRD strategy argues
for linking education more effectively to evolving labor markets and raising absorptive
capacity for technical change. Accordingly, a priority in the medium term is to enhance
the quality of human resources to support economic development through productivity
improvement. The strategy for human resource development must also address equity
issues in order to bring a greater proportion of the population into the mainstream of
economic activity. Pricing as well as location are major aspects of access which need to
be addressed in this context. The main target groups in this respect are women, isolated
communities and the poor. Addressing equity concerns through greater investment in
HRD provides a convenient and obvious entry point for enhancing women’s participation
in the mainstream of economic development. Investment in the health and education of
women accelerates the demographic transition, contributes to family welfare and reduces
population pressure on the environment. A medium-term intersectoral framework for
investment would be developed through major sector work for an education, population,
health and nutrition review.

80. The Bank’s experience in the education sector in Indonesia is
considerable, and includes support for technical/vocational and higher education and
more recently for junior secondary education. Post-evaluation findings and an impact
evaluation study have reconfirmed that past Bank operations have been successful, and
the strategy can accommodate further activity in these areas. However the strategy calls
for reemphasis on basic education to respond to the Government’s high priority to
universal junior secondary education. Improving the linkages and relevance between
education and training and labor markets should form the cornerstone of an HRD
strategy supportive to growth and raising productivity. In response to the Government’s
high priority to engendering higher level skills in the labor force, science and math
upgrading is needed at all levels above primary and the Bank should support this policy.
Bank sector analysis and TA can assist the Government to better integrate private sector
schools by uniform application of accreditation.

81. In the health sector, Bank assistance has supported community health
development, and further support in this area is envisaged. It will, however, be
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appropriate for the Bank to broaden the scope of its involvement in the sector in support
of the efficiency and equity targets of HRD in. REPELITA VI. The areas which should be
assisted over the medium term include: (i) strengthening of the referral system in health
care; (ii) intersectoral support  for reproductive health care linked to population limitation;
(iii) a selective primary health care approach integrated with family planning and nutrition
for poor mothers and children; and (iv) integration of communicable disease control with
primary health care. As Bank assistance to the sector has been limited so far, lending
operations in the above areas will need to be preceded by detailed sector/subsector
studies, including reform of public health care financing.

82. The Government also recognizes that continued industrial growth has’
overloaded the urban infrastructure resulting in congestion and pollution with attendant
risks to human health and the environment. To avoid these deleterious constraints to
growth, it is desirable to anticipate the expansion of urban activities. The Government’s
HRD strategy also calls for increased and better quality provision of essential services
such as water supply and sanitation for rural as well as urban populations. Since the late
1980s Bank support to urban development has taken the form of Integrated Urban
Infrastructure Development Program (IUIDP) centered on developing financial and
management capacities of local governments together with integrated programming of
investments in water supply, drainage, sanitation, solid waste disposal, flood control,
urban roads, kampung improvement and housing programs. There are questions
concerning specific components to be included under the integrated approach and
selection of urban settings where sectoral interventions may be appropriate. Furthermore,
issues of cost recovery, institutional capacity, access to financial markets, burden-sharing
under decentralization, and ensuring access of the urban poor, need to be addressed.

83. As in the past, Bank assistance for HRD should also include targeted
interventions in other sectors to: (i) increase public sector management and operational
efficiency; (ii) improve productivity; (iii) raise the human capital of the poor; and
(iv) enhance the participation of women in the economic mainstream.

iiii)  Sustainable Natural Resource Utilization

84. In pursuing its growth objectives, the Government is aware of the impact
of environmental degradation and therefore the complementarity  between sustainable
natural resource management and growth over the longer term. Serious resource
degradation and depletion problems have already raised costs and eroded benefits of
development, especially in Java where competition for water and land resources is
intense and consequences on health are becoming manifest. Market failure has resulted
in the misallocation of resources because environmental costs and benefits have been
overlooked in the planning and implementation of development projects. Forest product
pricing has been rising over time but still remains below economic costs. A major hurdle
confronting the Government in addressing these issues is an institutional apparatus still
in its infancy and an inadequate information base for monitoring the environment.
Although environmental regulation is being improved and streamlined over time,
enforcement capacity remains limited.

85. Bank assistance for environmental activities in Indonesia increased very
significantly during the second half of REPELITA V. The assistance was in three broad
areas, namely: (i) support for institutional strengthening, environmental skills
development and policy review; (ii) natural resource management and conservation; and
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(iii) pollution control and environmental rehabilitation, Much remains to be done in each
of these areas and the Government has expressed strong interest in continued Bank
involvement. The Bank is particularly well placed to assist because of its past experience.
Priority, however, should be accorded to projects and programs that strengthen
institutions, particularly at local levels, improve policy analysis and management capacity.
Geographically, emphasis on pollution control and environmental rehabilitation would be
the appropriate strategy in the more developed western region, while in some parts of
the eastern islands, which have fragile environments, a strategy focussing on prudent
natural resource management and conservation would be more appropriate. Bank
involvement will need to take into account the large number of donors already active in
providing developmental assistance to address priority environmental concerns. Donor
coordination will therefore be a critical element in future Bank assistance to share
information and lessons learned and to avoid duplication of effort.

86. The proposed Bank strategy for operation in Indonesia over the next three
to five years is therefore to promote sustainable development through support for projects
which improve the economic infrastructure of the country, increase the human capital of
the population and enhance the management of the natural resource endowment. While
the Bank has previously supported each of these strategic objectives, the present
strategy places a higher emphasis than past strategies on human resource development
in consonance with the Government’s own development priority and the Bank’s strategic
plan.

87. The strategy does not advocate a geographic priority, as the achievement
of the three overriding strategic objectives will entail Bank activity in densely populated
industrial centers in Java and Sumatra and in less developed and ecologically fragile
eastern islands. It is recommended that the Bank undertake activities in sectors where
the Bank has both extensive experience and a comparative advantage over other
development agencies. It also proposes new approaches/initiatives in sectors with which
the Bank is familiar but more participatory approaches are warranted to attain
sustainability.

88. To achieve the above strategic objectives, relevant sector level strategies
have been formulated. These should form the basis for the preparation of Bank’s lending
and technical assistance operations in Indonesia over the medium term. The sector
strategies are briefly set out in the next chapter.
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V. SECTORAL STRATEGIES

A. Aariculture’

89. During REPELITA VI manufacturing is expected to surpass agriculture in
terms of overall contribution to GDP. Even with an increase of 3.0-3.5  per cent per
annum, agriculture’s role in the economy will continue to decline in relative terms.
Nevertheless, it will remain an important economic sector with an overall share of GDP
of between 15 and 20 per cent, significant contribution to non-oil export, and a source
of employment for about 45 per cent of the labor force. However, the sector faces major
challenges arising from: (i) low productivity of smallholders; (ii) inadequate maintenance
of rural infrastructure, especially irrigation and rural roads; (iii) weaknesses in public
support services, particularly for high-valued crops and agricultural development in the
eastern islands; (iv) limited infrastructural and institutional capacity; and (v) loss of
productive land due to industrialization, urban sprawl, and environmental degradation.
These challenges are accentuated by the ongoing process of transformation of the
economy from an agricultural to an industrial base, increasing competition from imports,
and changing consumer tastes and preferences for agricultural products.

90. Agriculture is the sector where the Bank has had largest involvement in
Indonesia, both in terms of total loan and grant assistance and number of projects.2  The
Bank initially assisted in the rapid expansion of crop production, primarily rice, both on
and off Java, contributing to self-sufficiency and improved food security. However, during
REPELITA V, there was a shift away from this quantitative emphasis to a more qualitative
role addressing issues of factor productivity, competitiveness, sustainability and equity.
These issues are far from being resolved and will remain central to Bank assistance to
the sector in the foreseeable future.

91. Private sector investment is expected to play a leading role in stimulating
future agricultural growth in Indonesia, particularly in tree crops and high-value
commodities for which domestic and export demand is likely to be strongest. As with
other sectors, the Government will need to ensure that appropriate preconditions exist
to foster private investment, including less emphasis on input subsidies and Government
production and marketing, broadening access to market infrastructure, adoption of new
technology and ensuring effective financial markets. In making these sector adjustments,
the importance of improving total factor productivity should not be overlooked. The
private sector will only choose to invest in agriculture if the risk-discounted returns are
competitive with the other sectors. Similarly, as agricultural production shifts to industrial
crops and high-value commodities, Indonesia’s comparative advantage will be assessed
against international productivity and quality standards. The Bank’s lending and TA
programs should give added emphasis to assisting the Government to create conditions
conducive to increasing private investment in the sector and raising factor productivity.
In the pursuit of policy and institutional reform, TA-sponsored sector/subsector analysis
and judicious application of sector lending modalities should be considered. With respect
to improving factor productivity, the Bank’s project assistance should focus on promoting

1 This section has substantial input from A Strategic Framework for Agriculture in Indonesia, TA No.
1057, 1993.

2 See Tables 2 and 3 on pages 13 and 14 in Chapter III.
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agro-industry, technology transfer, improvement in agriculture-related physical
infrastructure and HRD.

92. Government’s total expenditures in the agricultural sector are projected to
fall from approximately 13 per cent of public investment in 1992 to about 7-8 per cent by
the end of REPELITA  VI. Of this amount approximately half will be required for irrigation
investments to achieve the dual objective of maintaining the existing system and
providing irrigation in needy/poor areas. The Government has estimated that about
60,000 hectares (ha) per annum of new irrigated land off Java will be needed to maintain
the growth in food production, support year-round production of high-value horticulture
crops and to offset the loss of irrigated land to urbanization on Java. In addition, some
lOO,OOO-150,000 ha of existing irrigated land would need rehabilitation and upgrading
each year. Irrigation and water resource development should continue to be an area of
Bank investment, with increased emphasis on: (i) optimizing returns on existing
investments in irrigation infrastructure through improved O&M and cost recovery
practices; (ii) improving water use management and efficiency; and (iii) integrating water
resource planning, including flood control and other sectoral  uses. In the less developed
regions, the emphasis will be on small-scale, cost-effective and sustainable development
as a catalyst for redressing regional imbalances and reducing poverty. Considerable
potential in the medium term off-Java is to be found in the outer islands, especially where
significant public infrastructure is already in pl.ace.

93. Despite weak global commodity prices, Indonesia remains a low-cost
producer of most tree crop products and the Government continues to give priority to the
further development of smallholder tree crop activities. This is an area where the Bank
has a long history of support, including both sector lending and site-specific project
assistance. It is also an area where Bank’s concerns in poverty reduction, WID and
environmental protection can be jointly addressed. Smallholder credit arrangements have
proven problematic in recent times and have been under review by a Government Task
Force. Other issues which warrant further attention include low smallholder productivity
and output quality, demand and price projections for tree crop products, and the scope
for increased private investment. Further Bank assistance is warranted in this area
provided these important issues are satisfactorily addressed.

94. Urban, industrial and agricultural development have imposed mounting
pressures on the natural resource base, resulting in soil erosion, excessive exploitation
of coastal and marine resources and loss of forests in upland watersheds. As a
consequence, it has been recognized that the public sector’s role in environmental
protection will need to be enhanced to ensure sustainable management of Indonesia’s
rich resources and to prevent further depletion of the natural resource base for a range
of agricultural production activities.’ The Bank will continue to support these efforts
through institutional strengthening, HRD and the development of sustainable technologies
suitable for fragile environments, such as degraded marginal and sloping agricultural
lands and deforested areas in critical watersheds and coastal areas, Bank assistance for

1 Conversion of forest land for agricultural cultivation is the leading source of deforestation,
surpassing commercial logging per se. However, poor logging practices and inadequate replanting
aggravate the losses. Some deforestation is attributable to shifting agriculture but a much larger
proportion is associated by official programs to convert lands to agricultural uses. lndonesia
Environment and Development: Challenges for the Future, March 1994, pp. 47-52.
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the coastal and near-shore areas will focus on improved planning and management of
these resources, with priority accorded to regions where degradation has reached critical
levels. Continued support for institutional development is also envisaged for resource
inventory and assessment and mapping.

95. While a rapid rate of agricultural growth may be driven less by food
adequacy concerns than in the past, it is still highly desirable on grounds of equity. The
majority of agricultural households have incomes that are only fractionally above the
poverty line. For these households, agricultural growth will continue to be important in
raising incomes and living standards. This is particularly true off Java where
nonagricultural opportunities are limited. Future Bank assistance to the sector would, in
most cases, place poverty reduction as a secondary objective to growth. However,
recognizing the nexus between poverty and environmental degradation and the catalytic
effect access to basic infrastructure and services can have on improving poor
communities’ linkages with the economic mainstream, Bank assistance in the agricultural
sector will also be provided to develop appropriate and sustainable agricultural systems
and services in poor communities. In this regard area development may prove to be the
most suitable approach, particularly in addressing the needs of isolated and resource-
poor communities in the eastern region.

96. Over the last 25 years the Government has achieved near-universal literacy
levels and brought primary schooling within the reach of all Indonesians. This has been
an important development in the rural communities as it has improved their capability to
absorb new agricultural technologies and to better understand such concepts as the
importance of sustainable use of available natural resources. Further improvements in
rural access to post-primary education services during REPELITA  VI will consolidate and
deepen these flow-on benefits for the agriculture sector. Human resource development
activities in the sector will continue to be supported by the Bank to increase factor
productivity and improve planning and management capability. As in the past, principal
emphasis should be placed on smallholder training and improved access to extension
services. Modest assistance should also be provided for HRD to strengthen relevant
institutional capability, but in the future less emphasis should be given to Jakarta based
institutions and more to local community organizations, and district and provincial
agencies. In designing HRD and other institutional strengthening activities, particularly
in the forestry and natural resource conservation areas, it will be important for the Bank
to closely coordinate with other donors to avoid duplication of effort and to ensure
consistency of purpose.

97. Bank assistance to the agriculture sector will also pay closer attention to
the needs of women in the sector. Bank projects should specifically acknowledge the role
of women in rural households and their responsibilities for agricultural production and
accordingly ensure resources such as fertilizers, seeds, information and credit are
available to women. Equality of access to extension services will also need to be
ensured. The routine conduct of gender analysis will be promoted in any assessment of
productivity constraints and opportunities to ensure that the current and potential roles
of women in production, post-production processing and marketing are fully considered.
Similarly, because the division of labor in different subsectors varies, depending on local
conditions, assessments of local farming systems and women’s role in those systems
need to be undertaken to ensure women’s concerns are explicitly considered and
incorporated into the design of projects.
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98. As the economy and sector continue to undergo change, the Bank should
provide support through timely sectoral  and subsectoral studies and analyses to reassess
priorities and constraints affecting progress. These studies could include such matters
as the relative roles of government and the private sector, incentives for market-based
development and export growth, privatization of government assets, reorganization and
proper sizing of government support agencies, improving the flow of credit to end-users,
assessing the competitive advantage of agricultural food crops and integration of poverty,
WID and environmental concerns in projects.

8. Finance and Industry

99. Both the financial and industrial sectors have evolved rapidly over the last
decade in response to the Government’s deregulation and liberalization measures. Bank
assets nearly doubled during REPELITA  V, and, in parallel, other financial institutions
expanded to meet the needs of the rapidly growing industrial sector. The number of new
listings on the stock exchanges increased to over 170 (from 24 in 1988) with a
corresponding increase in market capitalization to about $40 billion at the end of 1993.
In the money market, Bank Indonesia has played a major role in developing mechanisms
to establish benchmark market-determined interest rates. Similarly, the industrial sector
has been marked by rapid growth, outward orientation and structural shift. During 1989-
1992, the average annual growth rate of the industrial sector exceeded 10 per cent and
manufacturing now accounts for over 21 per cent of GDP and about 12 per cent of
employment Deregulation unleashed the dynamics of the private sector as the engine
of growth during the past decade and has caused a more efficient and internationally
competitive structure to emerge.

100. A sound financial sector is essential for supporting private sector-led
growth. Improvements can be seen in some areas such as stronger prudential
regulations, closer supervision of banks by BI, falling interest rates, and enhanced
clearing mechanisms for stock exchanges. More remains to be done, however, to achieve
a supportive financial infrastructure. Money markets continue to be thin. The securities
market is small and shallow, with weak secondary markets. Financial widening has not
been significant, with new instruments and the nonbank sector yet to develop fully.
Corporate accounting practices and public disclosure levels require improvement, as do
commercial and company laws. While the health of some banks is currently impaired, the
industry is in the process of portfolio.restructuring  following the prudential regulations
issued by 81. In the meantime, intermediation spreads continue to be very high, choking
off credit. Bl’s supervision needs strengthening, particularly with regard to asset quality
and bad debt. Bank strategy in the financial sector should continue to focus on improved
intermediation efficiency, greater diversification and deepening of financial markets, and
an increased role for the private sector. In addition to supporting the reform process, the
Bank should encourage progressive reduction of state ownership and involvement in

. financial institutions.

101. The Government realizes that a robust industrial sector is crucial for
sustaining high economic growth. Despite impressive industrial development in the recent
past and, in fact, partly because of it, Indonesia faces several challenges in this sector.
In the medium term, the Government needs to continue the reform and liberalization
measures begun in the 1980s and to ensure that the enabling financial, physical and
human resources are available. There is concern that the pace of reform has slowed and
that rapid growth has strained the supply of power, transport and communications
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infrastructure. The shortage of skilled human resources also looms as a major constraint
to future industrial expansion and will need to be addressed if the country is to
successfully move towards the establishment of higher-technology industries. The Bank’s
recent operations in Indonesia have been directed at meeting these policy and
investment challenges through projects in the power, transport and education sectors,
and these will remain priorities for REPELITA VI. In addition to the Bank’s major, though
indirect, support for the development of the industrial sector inherent in these
interventions, direct assistance is also warranted in the areas of environmental protection
and pollution control, HRD, including women, and institutional capacity building.

102. Working conditions in manufacturing have emerged as an issue particularly
for women who provide much of the unskilled and semi-skilled labor force for the labor-
intensive industrial activities which have underpinned growth in non-oil exports and new
jobs during the past decade. Working conditions and occupational health and safety
issues are drawing increased attention. While some review and revision of Indonesia’s
labor laws may be appropriate, the immediate need is for enforcement of existing
regulations. Indonesia’s labor inspectorate system is limited in terms of staffing,
geographic coverage and familiarity with the issues of workers. Recognizing that
improved working conditions affect productivity and that low productivity, poor quality and
disruptions in production schedules are closely related to poor working conditions, poor
health, and lack of skills training, Bank assistance should support the Government to
enforce and where appropriate to improve the legal framework regarding occupational
health and conditions of workers, particularly women workers in manufacturing who are
often bypassed. Such support would not only contribute to WID but would also anticipate
human resource needs of industry by enhancing the supply of labor while improving the
work environment.

103. Industrial pollution has emerged as a major issue in the last few years and
will command substantial attention during REPELITA VI. In 1990 the Government created
BAPEDAL to strengthen public sector capacity to monitor and enforce appropriate
environmental standards. Some progress has been achieved, but to be truly effective
BAPEDAL’s  mandate, organizational structure and budgetary capacities will need to be
expanded. The Bank is currently assisting the Government to review BAPEDAL’s
organizational needs and to address specific pollution concerns in Java and in important
industrial centers in the other islands. Increased Bank support for activities directed at
pollution prevention and environmental rehabilitation is warranted, as neglect in this area
has important adverse economywide implications.

1 0 4 . While both the financial and industrial sectors are crucial for achieving
sustainable economic growth, future direct interventions in these sectors by the Bank will
necessarily be limited and catalytic given the availability of commercial financing for
profitable productive activity. Bank operations will principally be provided indirectly
through support for creating an appropriate enabling environment and to encourage
efficient private provision of financial services and productive investment activities.

C. Enemy

105. With rich endowments of commercial energy resources, energy
development has assumed a crucial role in Indonesia’s economy. Growing domestic
demand arising from industrial transformation and economic growth has curbed
exportable surpluses and the situation calls for stronger diversification efforts through
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appropriate energy policy. To address the decline in oil export earnings, a dual energy
development strategy has been adopted which aims at: (i) meeting the country’s energy
requirements at lowest costs, and conserving exportable petroleum reserves, by
diversifying domestic energy consumption away from heavy reliance on petroleum-based
fuels and towards indigenous resources which have nonexportable surpluses (gas and
coal) or which are nontradeable (hydropower and geothermal steam); and (ii) maximizing
the country’s foreign exchange earnings from energy by developing tradeable energy
resources including oil, gas and coal.

106. As domestic energy demand continues to grow strongly from a very low
base, the crux of energy policy is to enhance the net exportable quantities of oil by
displacing domestic use of this resource with natural gas and coal. Natural gas offers
considerable opportunity for achieving this given the availability of vast reserves; the fact
that gas presently accounts for only 10 per cent of domestic energy consumption; and
that gas from fields too small to support an LNG facility is considered nonexportable. On
an end-use basis, much of the immediate potential for energy switching lies in the power
subsector, although there is scope for industrial, transportation and household
applications as well. It is estimated that such nontradeable lower-value gas could
displace 900 million barrels of oil over 1994-2004, thereby improving the oil and gas
surplus in 2000/01  from $1 billion to $2.7 billion.’

107. Over the next decade, the financing requirements for power have been
estimated at $5-6 billion annually, plus a total of $5-6 billion for gas transmission
infrastructure, The Government’s approach to meeting these huge financing requirements
includes a greater role for the private sector, both as a joint-venture partner with state-
owned institutions and as an independent developer and supplier. Institutional changes
to promote this effort are already under consideration, especially as they relate to the
corporate status of the state-owned gas and electricity utilities. Establishing a conducive
and transparent policy framework is a prerequisite for the success of this effort. The
Government appears to have accepted that it will need to adopt innovative financing
arrangements if it is to succeed in mobilizing the necessary financial resources.

108. The role for the Bank in the energy sector should be to support the
Government’s objectives of: (i) ensuring lowest-cost supply of energy to meet domestic
needs, which would also protect the exportable surplus of high-value petroleum products;
(ii) implementing an energy expansion program which limits its adverse environmental
consequences, particularly urban air pollution; (iii) encouraging technical and economic
efficiency to conserve energy use; and (iv) improving and strengthening the institutional
and policy framework for accelerated private sector participation.

109. The Bank can pursue this role through offering a combination of loans and
technical assistance (both advisory and project preparatory). While the Bank should
support a greater role for the private sector in all aspects of energy development, there
is expected to be ample opportunity for continued project lending operations. However,
these will need to be selective and, when possible, catalytic, with a view to ensuring that
such assistance does not preempt commercial financing sources which in many cases
should be available to Indonesia for the development of financially attractive investments.

1
World Bank: Natural Gas Development Planning Study, July 1992.
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110. Assisting the Government to improve the energy sector’s policy and
institutional framework, while taking cognizance of environmental consequences of rapid
growth in production and consumption, will be an important aspect of the Bank’s
operations. The need for public utilities and agencies to interact more closely with private
sector participants calls for institutional strengthening and restructuring. The Bank has
considerable experience to continue this support. Establishing an environment conducive
for the private sector to develop the country’s alternative energy resources, such as coal,
gas, and renewable hydroelectric, and geothermal steam would require appropriate levels
of producer prices. The Bank should continue to assist in this area. While progress in
petroleum product pricing in 1993 has eliminated budgetary subsidies, the price of
nonexportable gas continues to fall short of supply costs, despite some improvement in
prices in recent contracts. Pricing is fundamental to demand-side management and
material to the adoption of fuel efficient technologies to moderate consumption.

(i) Oil, Gas and Coal

111. Considering the emphasis the Government is placing on increasing, or at
least maintaining, the exportable surplus of high-value oil, it would be appropriate for the
Bank to support efforts to develop gas and coal supplies for the domestic market. At a
general level, the Bank could also provide assistance in refining the Government’s own
strategies for developing gas and coal reserves, in particular by identifying the most
suitable ways to replace liquid petroleum fuels as the primary source of domestic energy.
To ensure rapid development of the domestic gas market, substantial Government
involvement would be needed during the transition period to: create a suitable regulatory
and legal framework for the sector including review of the environmental safety, pricing,
pipeline access and other regulatory aspects of the gas sector; initiate discussions with
gas suppliers and bulk buyers; plan the transmission infrastructure; and strengthen
necessary operating and regulatory entities. Regional cooperation to develop gas
transmission infrastructure for export may also present opportunities for Bank support.

112. Bank support could involve project preparatory and advisory work as well
as judicious support  for investment in view of the availability of commercial finance for
these subsectors. However, where there is a significant need for institutional restructuring
and policy formulation, including the phasing and scaling of gas infrastructure investment
and institutional development to manage gas transmission and distribution, investment
in tandem with technical assistance may be essential to achieve the desired institutional
and policy reforms.

113. For various technical and economic reasons the share of renewable energy
in power generation is not expected to increase in the next decade but will undergo
significant capacity expansion nevertheless. Development of these energy substitutes
takes on particular importance both to limit increased dependence on nonrenewable
energy sources and some also because of their environmental advantages. This is
particularly so for geothermal which offers more potential in terms of proximity to demand
centers than hydropower which has much of its potential located in lrian Jaya.  The
Government is assessing the feasibility of using solar energy for rural electrification,
where the economics are likely to be most favorable vis-a-vis diesel alternatives. Given
the expected interest of private sector in thermal power, the Bank will increase its
attention to hydropower development. This and other forms of renewable energy
development should be supported through technical assistance and, where economic
viability is ascertained, investment could be considered.
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(ii) Electric Power

114. Power has been the traditional area of Bank support to the energy sector
in Indonesia. The Bank should continue its support for, generation, transmission and
distribution projects in parallel with support for institutional strengthening.

115. While the role to be played by the private sector is now reasonably well
delineated, the actual implementation of the policy framework warrants assistance from
the Bank, as does the fine-tuning of that framework. The Government’s capacity to
evaluate private sector project proposals and to conclude power purchase agreements
are critical to future operations since some 6,000 MW of generating capacity has been
identified for private sector development during REPELlTAs VI and VII. While the
protracted negotiations for the Paiton project have finally concluded and resulted in a
power purchase agreement, there is still a need for an independent regulatory
mechanism for ensuring transparency in electricity pricing.

116. In the electric power subsector, the Government is attempting a major
switch from oil-based generation to other fuels in order to conserve liquid petroleum
products for export. There is ample scope for Bank assistance in this effort. About 47 per
cent of the State Electricity Enterprise’s (PLN) electrical energy supply is generated from
oil-based generation plants. To reduce this to the targeted level of 14 per cent by the end
of the decade is a formidable task. The Bank could assist in determining how best to
phase in the use of lower-value, indigenous energy resources.

117. The Bank should continue its assistance in the area of demand-side
management, which often offers cost-effective ways of alleviating the supply-demand gap.
Assistance should be given to increase the technical efficiency of PLN’s operations, and
modulate end-user demand through appropriate pricing incentives and promotion of
energy efficient appliances.

118. The Bank should also lend support for organizational restructuring, be it
along geographical or functional (generation, transmission and distribution) lines. The
Bank should continue to support PLN’s technical, financial and corporate planning
capacities, as well as such tasks as the conversion of PLN to a limited-liability company,’
and its possible breakup into regional utilities. Institutional aspects could also extend to
the development and implementation of a regulatory framework for the Directorate
General for Electricity and Energy Development. In the course of continuing policy
dialogue with the Government and PLN, close coordination with the World Bank, which
is likely to remain a large lender to the sector, should be continued.

D. Transport and Communications

119. Transport has played an important role in Indonesia’s economic and social
development. In 1991, transport accounted for 5.2 per cent of GDP, up from 3.8 per cent
a decade earlier.2  As Indonesia’s economy matures and becomes more outward-looking

1
PLN was converted to a limited liability corporation (persero)  on 16 June 1994.

2
See staff consultant study by John Lee, A Suggested Strategy for the TrampoH  Sector, October
1993.
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and complex, an efficient, responsive transport system becomes ever more crucial to
improved international competitiveness.

120. The Government views improved transport as a particularly important
means of accelerating the development of eastern Indonesia, where more than 13,000
islands strung along a broad arc depend critically for access to external markets on
interisland shipping and, in the remote hinterlands, air transport. At the same time, the
Government faces rapidly growing demand for additional capacity in its heavily loaded
transport networks - particularly the arterial roads in Java and in the main ports -
where congestion imposes increasing costs which are felt throughout the economy.
Overcoming these bottlenecks will involve major expenditures during REPELITA VI and
beyond. Similarly, substantial expenditures on urban transport facilities - roads and
public transport - are needed to cope with the rapid growth of cities. In each of these
situations, transport selves an important role not only in supporting national integration
and economic growth, but also in helping to achieve social goals.

121. The resolution of the competing claims between efficiency and equity will
be an important challenge for the sector in REPELITA VI. For the Government, it puts into
sharp focus the importance of (i) promoting efficient resource utilization  through an
appropriate policy framework, and (ii) the cost-effective use of scarce public resources
in meeting clearly defined objectives, whether in eastern Indonesia or elsewhere. The
interests of the economy at large - including the less developed regions - are best
served by an efficient, demand-responsive transport system in which prices reflect supply
costs and incentive-based competition promotes investment, productivity and quality of
service.

122. The very large investment requirements of the transport sector in
REPELITA VI will require careful marshalling and prudent use of existing financial
resources, including ODA and export credits, coupled with the judicious expansion of
additional sources of finance. In some subsectors, notably sea transport, there are
already firm plans to minimize the burden on the central Government budget through the
greater direct participation of the State Corporations (BUMN) and the private sector in
financing subsector investments.

(i) Roads

123. The road network fulfills an essentially distributive role, facilitating
movements between large cities and smaller centers and between centers of production
and major ports and airports. The absence of large volumes of long-distance road traffic
demand between the major cities implies that transregional roads are probably less
relevant to Indonesia’s current state of development than the development of feeder and
interurban trunk roads, and capacity enhancements of a number of heavily trafficked,
relatively short-distance corridors, particularly in Java and certain regions of Sumatra.
Indonesia’s overall road density is considered adequate and in line with the country’s
population distribution.

124. The Bank has proven capacity to assist the Government implement its road
improvement program during REPELITA VI. Continuing support for the development of
road infrastructure should remain the focus of .Bank  activity in the transport sector. In
particular, the Bank should continue to provide support for policy reform, institutional
strengthening and investment planning and programming. Consistent with the overall
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growth objective of the Bank’s lending and TA program for Indonesia, the principal thrust
of support for the road subsector should be focussed on capacity enhancement and
optimizing the returns to existing road investments of economically important roads at the
national, provincial and district levels of the network. Sound economic returns on
investment and operational sustainability through appropriate O&M arrangements should
continue to be a prerequisite for Bank subsector involvement. Environment and
resettlement issues are likely to figure more prominently in subsector decisions about
investments in some geographical areas of the country: resettlement in capacity
upgrading projects on major traffic corridors of Java and other highly built-up regions,
and environment in civil works construction, particularly in eastern Indonesia. Because
of heightened concern about involuntary resettlement, road and other infrastructural
projects entailing land acquisition will become more difficult to process. Specific
programming of future Bank project and policy support for the road subsector should
take into account the traditionally large assistance provided by other donors including the
World Bank, Japan, USA and Australia.

125. The Bank has so far had very limited involvement in toll road construction
projects or urban transport investments. Toll road projects in Indonesia remain
problematic, mainly due to the difficulty of establishing their economic feasibility (traffic
diversion from nontolled to tolled facilities remains limited at present income levels in
Indonesia; expressway investment costs are extremely high) and financial viability (setting
appropriate toll levels). With respect to urban transport, investment needs in both
infrastructure and transport equipment, traffic management and related fields are bound
to increase with the continuing rapid pace of urbanization. Future Bank urban sector
assistance should address these emerging needs, paying particular attention to service
efficiency, cost recovery, and environmental concerns. Bank operations should, where
appropriate, facilitate the expansion of private sector participation in the road subsector.

(ii) Ports_

126. The archipelagic nature of the country and the Government’s long-term
policy of integrating the outer regions more fully into the national and international
economies will reinforce the already significant role played by sea transport. The
Government’s long-term strategy for the ports subsector has been based on a phased
development of ports. Initial efforts were focussed on providing adequate facilities at the
four major international ports and was later followed by investment in upgrading the
secondary ports. The Bank has provided substantial support for the subsector in the past
with projects that have sought to alleviate key infrastructural bottlenecks - initially in
supporting improvements at the major ports and subsequently increasing the capacity
and operational efficiency of secondary ports. The Bank can play an important part in the
further development of the subsector through the identification of priorities for policy and
regulatory reform and continued support for institutional strengthening, HRD and capacity
expansion of infrastructure to improve port operational efficiency and maritime safety. A
Bank TA-study is currently under way to examine the port subsector developmental
priorities in the eastern region. The study’s findings will provide an appropriate framework
for the selection of port investments consistent with the Government’s regional
development program in the east.

127. - Bank involvement in the subsector will need to take account of the
Government’s REPELITA V initiative to enable substantial private sector participation in
port operations at Tanjung  Priok (Jakarta) and Tanjung  Perak (Surabaya). It appears only
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a matter of time for this to spread to other large and medium ports to ease the budgetary
burden of improving the efficiency and handling capacity of the port network, consistent
with the requirements of a rapidly growing trading economy. Sector analysis and site-
specific feasibility studies are areas where the Bank can assist the Government to identify
appropriate ways of expanding private sector involvement in port development and
management throughout the archipelago.

(iii) Airports

128. The Bank’s first major lending operation in the civil aviation sector in
Indonesia was approved in early 1993, and involved support for upgrading the physical
capacity and air safety of two high-priority secondary airports in the eastern region. The
intervention revealed a subsector with significant safety and operational limitations,
insufficient HRD capacities and immature but evolving institutional arrangements. Even
after the completion of implementation of the first Bank-financed project in the subsector
during the first half of REPELITA  VI, there are likely to remain important gaps in the
subsector’s performance.

129. The Directorate General of Air Communications (DGAC) and the State
Airport Corporations are in need of objective advice regarding sector policy development
and planning support, and the Bank is well positioned to assist in these areas. Further
modest Bank involvement is warranted in the areas of policy review (cost recovery, tariff
and fees adjustment, deregulation and private sector involvement), civil aviation safety,
institution building, HRD upgrading and the identification of future subsector investment
priorities. With respect to physical airport investments, the Bank’s strategy should be to
fulfil the role of “lender of last resort,” and even then only as a catalyst for assisting the
State Airport Corporations and/or the private sector attract the necessary financial
resources to undertake economically and financially viable projects.

(iv) Railwavs

130. The strength of rail transport lies in its potential to cost-effectively transport
large volumes of traffic over long distances. The relative absence of such traffic along
Indonesia’s main transport corridors, however, limits the competitive advantage, and
therefore the strategic role, of the railways. Rather than being a major force in the sector,
the railways will tend to be less competitive than road transport in most spatial contexts,
and therefore likely to be limited to a specific role where the use of other transport modes
is less economic,

131. Over the last 25 years the railway subsector has not played a major part
in meeting the transport needs of Indonesia. During 1993, the Government initiated, with
external assistance, a review of the development potential of the rail network and some
limited upgrading of the system. The ultimate objective is to establish a viable rail system
- perhaps operated by the State Rail Corporation (PERUMKA) and the private sector.
There may be a modest role for Bank technical assistance operations to support the
Government’s efforts to review subsector policies, institutional arrangements and
investment programs. Bank lending should only be considered when a comprehensive
blueprint for reform of the subsector has been adopted. Specific infrastructural
investments should be demonstrably the least-cost solution to a significant transport
need.
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(v) inland Watenwavs

132. Like railways, inland waterways are a limited and specialized mode of
transport with their viability vis-a-vis other modes being heavily dependent on the
absence of cost-effective alternatives. Inland waterways have a competitive advantage
where suitable navigable rivers or canals exist, and where a combination of terrain and
low population density makes the cost of road construction uneconomic. These spatial
factors are found in parts of Kalimantan and Sumatra. The Bank provided modest
assistance to the subsector for the first time during REPELITA V. It is too early to assess
the prospects for success of the project. In the circumstances, it would be prudent for
Bank involvement in the medium term to be limited to the ongoing project, A review of
this position could be undertaken, together with the Government, when results of the
current investments and studies are available.

(vi) Telecommunications

133. At the beginning of REPELITA V, the telecommunications subsector faced
a number of severe difficulties. The country’s telephone density was well below
international standards for the country’s average income level. The situation was
exacerbated by a weak institutional and policy framework and poor procurement and
financing practices. Selective and coordinated interventions by the Bank and other major
donors markedly reduced the investment backlog but, more importantly, induced
significant reforms in the policy framework, led to a major restructuring of sector
institutions, enhanced self-financing capacity, improved technical and operational
standards, and opened the country’s telecommunications sector to more private sector
involvement and competition. Many of the major network developmental tasks in Java
and Sumatra are either completed or under way. Therefore, after the next Bank project
which will address the disparity of service access in the eastern islands, private sector
projects should be given priority. This latter intervention is consistent with the Bank’s
overall growth strategy for lending operations in Indonesia and simultaneously addresses
the high-priority issues of regional balance and equity.

E. Urban Development

134. Indonesia is becoming an increasingly urban society. On present trends
by the year 2019 about 52 per cent of the population will be urban. Increased quality and
quantity of urban services are vital to sustain the expansion of the urban economy. In the
absence of increased efficiency in managing urban service delivery and additional
infrastructural investment, congestion and environmental deterioration will become
constraints to economic growth and industrialization, and erode the health and
productivity of people residing in urban locations. The public sector has important roles
to play, particularly in city and regional planning, land management, the provision of
basic infrastructure, environmental improvement, increasing institutional capabilities at all
levels, community development and private sector initiatives in the sector and reducing
urban poverty. Such assistance is necessary to alleviate the deficiencies in basic services
in the cities and improve the water supply and sanitation conditions in semi-urban and
rural towns as well as in urban areas. The private sector has also a role to play in the
provision of urban services, particularly in water supply, transportation, land development
and sanitation.
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135. Since the latter part of the 1980s the Government’s approach to urban
development has been formalized under the Integrated Urban Infrastructure Development
Program (IUIDP) which the Bank has supported. The integrated approach aims at
planning and programming urban infrastructural facilities in a planned and coordinated
manner and stresses decentralization and devolution of planning and implementation of
the program to local governments. This comprehensive approach entails significant
technical assistance inputs to help local governments prepare medium-term investment
plans and implement the institutional development and revenue plans that are inherent
to IUIDP. Under REPELITA  VI, the IUIDP approach is likely to continue on an even more
comprehensive approach, i.e., Integrated Urban Development Program (IUDP) embracing
not only the traditional IUIDP hardware and software components but also adding health,
education, land management, housing finance and development and other urban
services.

136. The objective of urban development is undergoing some rethinking to give
it a more progressive and forward-looking orientation in contrast to its past orientation of
redressing deficiencies in urban services arising from urban population growth through
linking’ urban sewices  to population growth, industrialization and employment. However,
slow implementation of urban development projects, related in part to the task of
coordinating several sectoral  components, raises questions as to whether a still more
comprehensive approach, embracing additional components for planning and
implementation of urban development projects may lead to additional delays. At the same
time institutional arrangements are themselves undergoing change. It is evident,
nevertheless, that greater attention is needed to strengthening urban institutional
capacities and HRD. Various TA projects are addressing aspects of institution-building.
At the same time IUIDP interventions build in considerable inputs to develop local-level
institutions.

137. Bank assistance for the sector in an integrated manner has expanded
basic facilities. An urban sector review is needed to examine: (i) whether or not the
objectives and scope of IUIDP require redefinition; (ii) how to expedite IUIDP project
implementation; (iii) regional and integrated planning of area development in rural as well
as urban settings; and (iv) what additional actions are needed to deal with some
problems such as high nonrevenue water and to promote. the agenda concerning
decentralization, greater private sector involvement in the sector, cost recovery and
community participation. Such a review planned under a Bank-financed TA study would
offer guidance whether the Bank should rely exclusively on integrated interventions for
the provision of urban services or whether there is merit in adopting the sectoral
approach in selected cases. Further, where the conventional project approach is adopted
for the integrated provision of urban services, detailed engineering design ahead of the
investment loan might help in expediting implementation.

138. The Bank will continue to expand its ongoing policy dialogue in the sector
through promoting decentralization; encouraging private sector provision of urban
infrastructure and services; clarifying the coordinating roles of national and local
governments in technical, financial and management responsibilities including community
participation; developing appropriate pricing structures including cost recovery and
resource mobilization at local levels; encouraging access of local governments and water
supply agencies to capital markets; developing appropriate management information and
environmental monitoring systems; and strengthening urban management, particularly
at local levels, and through intensified HRD together with coherent institution-building
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support. Efforts should increase to target essential urban services to the poor, but a
deeper knowledge base about the urban poor may require study regarding how to deal
with the problem more effectively and through interventions other than Kampung
Improvement Program to address the poor. Mobilization of private sector resources and
community-based groups needs to be promoted. The Bank should also support some
thematic approaches to urban development, such as urban environmental projects, urban
land management, development of financial markets for housing, and determining in
which urban settings there may be scope for sectoral  project interventions.

F. Health

139. Indonesia has achieved substantial progress in health and family planning
which is reflected in changes over time in the indicators of fertility, life expectancy,
malnutrition, and infant mortality rates. In addition to rising levels of living and educational
attainments, the nationwide network of health facilities and improved access to
preventative and curative health services have contributed significantly to the
development of human resources. Further improvements in health status and reduction
in disparities  between regions and between the wealthy and the poor are continuing
challenges. Maternal and child health remain below regional standards and infant
mortality is stabilizing at an unacceptably high level. This is largely due to the inability of
the health system to provide health care of adequate quality and responsiveness due to
inadequate personnel, facilities and equipment which discriminate particularly against
poor and remote groups.

140. National goals for improved health status are ambitious but achievable with
the correct set of policies and strategic interventions. REPELITA  VI provides a
comprehensive focus on the “life cycle” concept which strives to ensure quality of life for
each person at all ages, as opposed to a narrow focus on the labor force. The
Government’s health strategy is to identify groups at greatest health risk, that is, infants,
children under five, women of reproductive age and the aged, and to address groups
underserved by nature of their poverty and isolation through preventive rather than
curative approach to health care. Special attention is warranted for the afflictions of
poverty, such as communicable diseases and vulnerability to infection of the
malnourished, given the negative externalities associated with infectious disease.
Considerations of equity, combined with evidence of ability and willingness to pay for
health services, suggest there is opportunity to harness private sector initiatives more fully
and to improve cost recovery or cross-subsidization in service delivery.

141. In responding to the broader HRD mandate for health, the Bank’s sector
strategy proposes to take fuller cognizance of the demographic and epidemiological
transitions taking place in Indonesia and to support the Government’s emphasis on life
cycle human resource needs while giving greater attention to equity and self-reliance in
the delivery of social services. This strategy is premised on a selective approach to
primary health care which stresses decentralized planning and budgeting and the
integration of family planning with health. Accordingly the Bank’s approach to health
projects would balance construction of hospitals and curative health care with the
software associated with preventive and promotive care. This approach would combine
disease surveillance and basic care for vulnerable groups in underserved areas.
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142. The Bank has tentatively identified a number of priority areas for health
sector assistance and investment in support of the HRD goals of REPELITA VI, with
balanced attention to efficiency and equity concerns. These include strengthening of the
referral system in health care so that community health centers and hospitals can
become linked in a communication network which matches the patient’s severity of illness
with the appropriate level of accessible care. Such projects foster the decentralized
framework at the district level and enhances the linkages between hospitals, health
centers and family planning centers. This will involve upgrading of health centers and
subhealth center facilities, and training health providers to identify the high-risk
candidates for .medical  attention. Underserved areas, on the outer islands, should be
given priority in extending the referral system. Another important area is support for
reproductive health care which is needed as the national program for family planning
shifts to a family welfare focus and preventive health efforts aim to reduce unsafe
pregnancy and maternal mortality. Growth monitoring and community-based nutrition
interventions will be important in both the referral system and reproductive health
strategies. Inasmuch as nutrition goals set for REPELITA VI target infants and under-fives
as well as mothers, there may be justification for the Bank to support integrated nutrition-
health-family-planning interventions which address protein-energy and micronutrient
deficiencies among mothers and children. The integration of communicable diseases
control with primary health care is a major concern of REPELITA VI, and this could be
approached through the linking of disease surveillance regionally with the delivery of
cost-effective basic care for priority diseases. Financing of sustainable health care is the
core element of a major policy reform package to be initiated during the plan period. The
Social Security Law of 1992 could have profound financial implications, depending on
how its health insurance provisions and those under consideration by the Ministry of
Health are implemented.

143. The proposed health strategy would complement that of the World Bank
and other major donors and would necessitate coordination in the dialogue with the
Ministry of Home Affairs to permit local retention of revenues to foster decentralization of
health services. The Bank could assist the evolution of the policy process: a study of the
resource mobilization requirements needed to sustain improvements in the health referral
system and a policy implementation study of national health insurance to increase
coverage and service efficiency at reduced unit cost. While this health sector strategy is
firmly grounded in growth and HRD objectives, it has additional merits in terms of
Bankwide  objectives with respect to improving the status of women and reducing poverty.

G. Education

144. Although the Government has set a large agenda for education, there are
two overriding goals: setting the stage for achievement of universal basic education
(through Grade 9) by the year 2008, and improved quality of higher education with a shift
in emphasis towards mathematics, physical sciences and engineering.

145. In order to achieve these goals, basic education through junior secondary
levels will need to raise internal efficiency.and  improve curriculum quality and relevance.
Junior secondary places need to be expanded to accommodate 6 million additional
enrollments through REPELITAVIII.  In view of foreseeable limitations on expanding public
enrollments at the senior secondary level, quality upgrading in private secondary schools
takes on particular importance. Ensuring that education prepares students for the
dynamic and technically demanding labor markets, would require a high emphasis on
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education,quality,  which is acknowledged as the lowest in the ASEAN region. Empirically
sound evidence from labor markets can assist investment decisions on how to enhance
external efficiency and make secondary education more relevant. With respect to higher
education the goals are to improve instruction and technical facilities, to raise enrollments
by 10,000 or about 0.5 per cent annually and to shift enrollments increasingly towards
science and engineering’.

146. The Government’s approach to investment in education focuses on
upgrading quality at the basic and senior secondary education at both public and private
schools while concentrating public sector resources on the high cost engineering and
sciences at the tertiary level and elevating education quality and labor market relevance
of public and private institutions of higher education principally through accreditation.

147. The Bank’s strategy in the education sector is premised on the assumption
that efficiency and equity concerns are interdependent and must be simultaneously
addressed. Regarding the extension of basic education to all, the Bank recognizes that
access is constrained by income and gender barriers to rising enrollment, barriers which
become steeper at higher levels of the system. There are also issues of quality assurance
and cost which must be addressed. The Bank should share the Government’s
commitment to basic education as its first priority, and focus on assistance to expand the
junior secondary education subsector.

148. The Bank should also support the shift in enrollments in science and
technology, and has identified upgrading of mathematics and science in senior
secondary schools as a priority concern so that investments in science and engineering
studies meet the economy’s quantity and quality requirements for skilled labor in these
fields. While labor markets can be expected to shift demands for enrollments in favor of
these curricula, without due attention to secondary science and math preparation, the
gaps on the supply side can be expected to affect the achievement of tertiary education
objectives and therefore are of high priority in the next few years. The Bank’s support for
secondary level provides a niche which would complement Government’s efforts and
help them realize their goals, in conjunction with support to higher education for science
and engineering education.

149. A third priority for the Bank would encompass innovative approaches to
support the private sector in providing quality education, particularly where physical
expansion of public sector facilities is costly and unrealistic. Education sector work will
clarify the options required to implement this strategy.

150. On both efficiency and equity grounds, the pnvate  sector has an important
role at all levels above primary, and the Bank should assist its upgrading and quality
assurance in the interest of a unified and simplified national educational system with
rising transition rates. A more coordinated approach, including common accreditation
criteria, is needed to foster complementarity  between public and private sector and will
be critical for realizing the Government’s objectives in the sector. While this is an
enormous task, given that 50 per cent of secondary and 65 per cent of tertiary enrollment
are in private schools, a modest start should be made.

151. Bank investment decisions should be underpinned by further sector
analysis of different education options. These include a decision framework for investing
in general and vocational/technical secondary education based on labor market and
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other studies, the scope for pricing reform and appropriate cost recovery from the upper-
income quintile to cross-subsidize higher enrollments from the lowest quintile, the impact
of scholarships on enrollments and completion rates for the poorest-income quintile and
for girls generally in poor and underserved regions or other strategies to promote greater
access to higher levels for the underserved, including women. The Bank should also
provide TA to help the Government to review its HRD policy concerning the shift in skill
base required for science and technology in the emerging manufacturing and labor
markets, including especially the role of the private sector. Such a project would be
complementary to sector work on an HRD review which is envisaged for Indonesia.
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INDONESIA: WOMEN IN DEVELOPMENT STRATEGY

1. Attention to the potential contribution that women can make to a country’s social
and economic development and progress is a relatively new phenomenon. Until recently women
were largely overlooked in mainstream national development processes. Increasingly it is
recognized that women make a positive contribution not only to a country’s social development,
and more specifically, the welfare of the family but also to the economic development of a
country. This realization has led to a greater commitment on the part of national governments
to ‘invest’ in women not merely for reasons of equity and social welfare but also for reasons of
economic efficiency. Investing in women because it makes good economic sense is now
increasingly acknowledged by both development professionals and national governments.
Realizing the high returns of investing in women, greater efforts are now directed towards
integrating women into mainstream economic development. There are high opportunity costs
of neglecting the constraints confronting women and the failure to invest in women by providing
opportunities to enable them to fully participate and share more equitably in the rewards of
development.

A. Indonesia’s Women in Development Policies

2. In Indonesia, women’s role in development was first articulated in the 1978 Broad
Guidelines of State Policy (GBHN), which formed the basis of the third Five Year Plan, when
women were separately addressed and special provisions made actively to involve them in the
national development process. To facilitate women’s greater participation in national
development, a national machinery for women’s affairs was established with the appointment in
1978 of an Associate Minister for the Role of Women. The Government’s recognition of women’s
importance in national development and the potential benefits of involving women in the
country’s development efforts led to the position being elevated in 1983 to State Minister for the
Role of Women (SMRW, Menteri Negara Urusan Peranan Wanita,  also known as MenUPW).

3. The inclusion of a special chapter on the Role of Women in Nation Building in the
GBHN of 1978 and subsequently, 1983 and 1988 led to specific programs and projects being
designed to promote, enhance and involve women more directly in the development process.
The initial women in development (WID) programs generally focussed  on women’s roles as
wives, mothers and community members stressing their familial and social role. Consequently,
WID policies and activities during the period of REPELITA IV concentrated on the P2WKSS
Program - an integrated program for the enhancement of the role of women in fostering healthy
and prosperous families.

4. Realizing that women’s contribution to development lies not only in their familial
roles but also in their economic role, the Government’s WID programs and activities shifted
during the REPELITA V period to also focus on women’s economic contribution to development
while still maintaining an emphasis on family welfare. While the shift in focus led to considerable
progress in improving and enhancing women’s participation in the development process, it
became increasingly evident that a more systematic approach to promoting and facilitating the
integration of women’s concerns into all sectoral  policies and programs was required.

5. The limited progress on achieving the full integration and participation of women
in development, after more than a decade of WID programs, led to some rethinking and a
change in focus. Realizing that ‘special’ WID programs can, and often do result in the further
marginalization of women, increasing attention is now directed at the need to ‘mainstream’
women’s concerns into all national development efforts through systematically integrating WID
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issues in all sectoral  policies, plans and projects. This has generated the need to go beyond
working mainly through the sectoral  WID cells on stand-alone WID projects to working closely
with the Bureau of Planning in each of the sectoral  ministries in order to promote the
consideration and integration of gender issues in all sectoral  programs and projects.

6. This major change in focus and direction is evident in the 1993 GBHN Chapter
on Women (see below) which has been broadened to include a greater emphasis on promoting
women’s economic opportunities and status.

Basically, Indonesia’s W/D strategy has four main elements:

* increased employment opportunities for women, especially as wage
earners in the forma/ sector as a means of improving their economic status
and welfare;

* increased availability of productivity-enhancing factors of production,
including credit, information and technology, access to markets and
relevant training and skills development to improve their income earning
potential in agriculture and in the informal sector;

* greater awareness among women of their legal rights, and more
enlightened attitudes among men and women of the positive contributions
of women to development; and

* improvement in the quality and accessibility of social services and
infrastructure that will enhance their health and nutrition, reduce the risks
associated with motherhood, provide them with enabling education and
lessen the burdens they face in carrying out household responsibilities.

B. lndonesian  Women in the 7990s:  Current Status and Emerging  Issues

7. Over the previous decade Indonesia has achieved considerable progress in
improving the condition and status of women. Illiteracy rates for the population as a whole have
decreased from around 46 per cent in 1970 to approximately 16 per cent in 1990 although it is
still around 21 per cent for females. Primary school enrollment rate for girls is virtually equal to
that of males with participation rates at lower secondary school nearly reaching parity.’
Substantial improvements have been achieved in improving women’s health status reflected in
changes over time in the indicators of fertility, life expectancy, malnutrition and infant mortality
rates. Likewise, gains have been achieved in the area of greater participation in the formal labor
market. Women now constitute about one third of the officially recognized labor force in
Indonesia and participation rates have grown faster for women than for men.

8. It has to be admitted that much of the progress achieved in respect of women has
been more a result of development generally and of women’s ability to capitalize and share in
the rewards of development rather than through concerted efforts focussed  directly at women.
For example, improvements in female literacy rates and primary school participation rates are
a result of the promotion of universal primary education rather than any specific targeting of

1 In spite of the gains made in the area of women’s basic literacy, women over the age of 20 are still twice as
likely as males to be illiterate; 30 per cent of women age 3549 and 62 per cent of females over age 50 are
illiterate as compared with 13 per cent and 32 per cent respectively for males. Hence, the issue of basic
literacy especially for older women continues to be a concern.
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women’s participation in education. Direct targeting of women and achieving further
improvements in educational, health and economic status therefore, continue to pose important
challenges.

C. Women and Education

9. While educational opportunities and school participation rates have improved with
female enrollment rates increasing at a faster pace than those for males, women continue to
confront constraints in the education system. Despite Indonesia’s successful record in expansion
of the schooling system leading to achieving near universal primary education, women are still
entering the labor market with lower educational qualifications than men. Furthermore, females
are still dropping out of school and entering the labor market earlier than their male counterparts.

10. Participation rates in higher secondary education need improvement as does
participation rates in vocational and tertiary education. Women’s representation in the
nontraditional fields of science and technology needs further emphasis and support. Gender
segmentation is still evident in vocational school, with males dominating academic and technical
training while women are concentrated in primary teacher training and home economics courses.
This matter needs to be addressed. Unless females are actively encouraged to broaden their
options in terms of courses pursued during the middle and senior years of schooling, the current
gender segmentation evident in the current labor market will continue.

D. Women and Health

11. Similarly, while progress has been achieved in improvements to women’s health,
this progress has been uneven with disparities existing between regions and between the
wealthy and the poor. Maternal mortality rates, ranging from 150 to 1,340 per hundred thousand
live births, continue to be among the highest in the region and show little improvement over time.
Hemorrhage, infection and toxemia account for an estimated 75-85 per cent of all maternal
deaths in Indonesia. Nearly 70 per cent of all pregnant women suffer from iron deficiency
anaemia which is closely related to maternal mortality, low birth weight babies and infant
mortality. It is estimated that only 50 per cent of Indonesian mothers receive prenatal care from
a trained medical professional leading to higher levels of both maternal and infant mortality.

12. The improvements often cited in the area of women’s health are largely related
to the reasonably successful population policies and programs resulting in lower fertility rates.
With increased rates of contraceptive acceptance among women, fertility rates have declined
resulting in the improved health status of both mothers and infants. The success of population
policies and programs should not only be measured in terms of rates of contraceptive
acceptance among women, resulting in reduced fertility rates, but also in terms of allowing
women choices in controlling their own fertility. Population policies and programs need to be
broadened to make them more women sensitive and responsive to women’s needs rather than
simply focussing on the need for population control and achievement of population reduction
targets.

E. Women and Work

13. As in the areas of education and health, women have made important gains in
employment. In 1980, women were estimated to account for one third of the total labor force and
in 1990 exceeded two fifths. Obviously, regional variations exist with rural women having higher
participation rates than urban women. While women’s participation rates have increased at a
faster pace than that of men, a distinction needs to be made between ‘earning workers’ and
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. ‘unpaid family workers’. In 1990, 36 per cent of the female labor force were unpaid family
workers as compared to 11 per cent of the male labor force. In spite of improvements in
women’s economic status, women continue to face discrimination both in terms of gender-
segregated jobs and lower remuneration rates than men with comparable education (see
Table 1). Women continue to be concentrated in the low-skilled highly labor-intensive jobs in the
agriculture, manufacturing, trade and services and manufacturing sectors; areas of work not
known for higher wages. It is clear that women consistently earn less than men and unskilled
women workers on average earn less than two thirds of the daily wage of their male
counterparts.’

Table 1. Wages  of Unskilled Production Workers bv Gender, 1990

Daily Wages
(November 1990)

Type of Manufacturing
lndustry

Male Female

Food, drinks, tobacco 4,441 1,874
Textiles, clothing, leather 2,842 2,319
Timber and furniture 3,476 2.648
Paper, publishing and printing 4,328 2,848
Chemicals, rubber and plastics 4,173 3,054
Mining and quarrying nonmetals 3,876 3,853
Iron and steel basic industry 5,256 --
Metal products, machinery, etc. 4,876 2,944
Other industry 4,130 4,022

TOTAL 3,850 2,455

Source: Central Bureau of Statistics, 1991

Percent Monthly
Increase

(1989-1990)

Male Female

0.71 0.24
1.18 0.52
0.45 0.41
0.52 0.53
0.65 0.38
0.41 0.29
1.80
0.88 0.34

0.42 0.63
0.65 0.47

Female
Wages as
per cent of

Male Wages

42.2
81.6
76.2
65.8
73.2
99.4

-_
60.4
97.4
63.8

14. The structural transformation taking place in the Indonesian economy is resulting
in concomitant changes in the sectoral  composition of the labor force. Agriculture continues to
employ the largest number of women by far. More than half of all employment is in agriculture
and over 70 per cent in rural areas. During the 1980s growth of employment in agriculture was
greater for females than for males. In 1990 for the first time, however, the number of women
employed in agriculture (12.69 million) was less than those employed in all other sectors of the
economy (13.10 million).* The technological changes in agriculture have not only reduced
employment opportunities for women in the sector (see Table 2) but also resulted in the
displacement of women agricultural workers, For example, given the traditional gender division
of labor in agriculture, the technological innovations in harvesting and post-harvest processing
of rice are displacing women workers and therefore impacting negatively on women. It is
anticipated that in the 1990s direct seeding of rice and increased use of herbicides will displace
labor associated with transplanting and weeding, work traditionally undertaken by women. The

1 IL0 A Comprehensive Women’s Employment Strategy for Indonesia, Regional Cffice for Asia and the Pacific,
Bangkok, 1993 p.45.

2
ILO, p.30

_ _-._ --.
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adoption of these technological innovations in agricultural production is likely to accelerate
during the period of REPELITA  VI.’

Table 2. Indonesia: Distribution and Growth of Emplovment  bv Gender
1971 and 1990

1971 1990

Sector of Activity Male Female Male Female
% % % %

Agriculture 66.4 64.7 50.4 49.2
Manufacturing 6.0 11.6 10.2 14.1
Services 24.3 23.6 31.7 35.7

Trade, Restaurants & Hotels 9.2 14.6 11.6 20.6
Transport & Communications 3.5 0.1 5.7 0.2
Banking and Finance 0.3 0.1 0.9 0.5
Govt. Commercial & Personal Services 11.3 6.7 13.3 14.4

Others 3.3 0.1 7.7 1.0

T O T A L 100.0 100.0 100.0 100.0

Source: Manning, Chris (1992) The Forcfotten  Sector: Employment Structure & Growth
in Services in Indonesia. Report Series No. AlO. Information System for
Employment Development and Manpower Planning, Jakarta: Depnaker and ILO.

15. With the reduction in employment opportunities in the agriculture sector, the
pressure on rural women to seek employment in the nonagriculture sector is expected to
increase substantially. However, alternative employment opportunities for women in rural areas
are less remunerative. To date, women displaced from agriculture have been absorbed either
in the informal trade and service sectors or as contract labor overseas. New female entrants into
the labor force have looked to the same sectors for employment opportunities. Increasing the
absorption of women into the informal sector calls for the development of creative strategies to
increase and enhance women’s employment prospects in the informal sector. With increasing
industrialization and export development, large numbers of women could be absorbed into the
manufacturing sector. With the growth of labor-intensive export-oriented manufacturing, skills
training and upgrading of women assumes particular importance.

16. Since women have provided and are likely to continue to provide much of the
industrial labor force, it is in the interests of the economic development of the country to support
women workers. One of the major challenges in Indonesia will be to protect the health, safety
and working conditions of women. This will not only improve productivity but will also ensure a
supply of healthy workers in the future. Efforts are needed to improve the monitoring and
enforcement of employment regulations in the industrial sector and to encourage employers to
ensure that working conditions meet minimum acceptable standards.

17. Greater investments in women workers in the manufacturing sectors should be
promoted both for reasons of social equity, welfare, as well as, economic efficiency. Policy
options should be identified to promote women’s participation in higher-technology
manufacturing and related services rather than allowing women to be used exclusively as

.

1
ILO, p.31 and Rosamond Naylor, Labour-Saving  Technologies in the Jevanese  Rice Economy: Recent
Developments and a Look into the 799Os,  Bulletin of Indonesian Economic Studies, Dec. 1992, pp 71-91.
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unskilled workers in these industries. Affirmative action and cost-effective policy initiatives are
required to actively promote women’s participation in manufacturing at all levels; gender equity
in remuneration rates; retraining to higher skill occupations; skills enhancement to permit both
lateral and vertical movement: and increased participation in technical and managerial
occupations.

18. Another area of employment that is increasingly absorbing female workers is
overseas contract employment. Between 1984-1989, 292,000 Indonesians migrated to 31
countries to work while another 450,000 migrant workers went to 38 countries between 1989 and
1992. Three quarters of the registered overseas migrant workers were females of which 93 per
cent were employed as domestic maids (see Table 3). A recent noticeable trend is the increasing
numbers of females working within the ASEAN and East Asian region. The numbers of women
going to Malaysia, Singapore, Brunei and Hong Kong to work in domestic service has more than
doubled between 1989 and 1992.’

Table 3. Indonesian Overseas Workers bv Occupation and Gender
1983-l 988

Males

Occupation Number Per Cent

Agriculture 28,170 26
Mining 6
Industry 7
Electricity 593 1
Construction 3,733 3
Trade and hotel 1,608 2
Transportation 60,734 57
Company services 2,359 2
Domestic services 9,848 9

T O T A L 107,056 1oc

Source: Ministry of Manpower

Females

Number Per Cent

8,457 4

1

59
121
156

195,564 96

205,358 100

Total

36,627
6
7

594
3,733
1,667

60,855
2,515

206,410

312,414

19; As these figures highlight, in Indonesia it has largely been women who have
responded to the Government’s promotion of working overseas to reduce unemployment and
to earn foreign exchange. As overseas contract workers, women are making an important
economic contribution both to the country’s foreign exchange earnings and to the economic
survival of their families.

1 ILO, p.34
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20. Widely reported abuses and exploitation of women workers overseas by both
employers and intermediaries has recently prompted the Indonesian Government to seriously
consider restricting the outflow of women workers. However, while wage differentials remain
attractive and demand continues it is difficult to curtail the oufflow of migrant labor. What is
required instead is regulation and control of the activities of intermediaries and the need to
provide information to potential women migrants in the pre-employment stage regarding the
likely working conditions and the realities of working overseas as contract laborers.

F. The Bank’s lndonesia  W/D Strateqy

21. Recognizing that a country’s development cannot ignore the’potential of 50 per
cent of its population, women in development concerns will receive more explicit attention and
emphasis in the Bank’s future program of assistance to Indonesia. As such, the Indonesia
country operational strategy will reflect consistency with both the Bank’s own development
objectives, which identifies improving the status of women as one of its five Medium-Term
Strategic Objectives, as well as, Indonesia’s development priorities and goals to more fully
integrate women into the overall economic development of the country.

22. In addressing women in development concerns the Bank should adopt a two-
pronged approach; assisting the Indonesian Government to ‘mainstream’ gender/WI0 concerns
in all its development policies, plans and activities and; supporting selective stand-alone WID
projects in circumstances where women are identified as a target group. As explicit support to
WID is a new area of Bank focus in Indonesia, the immediate future program of assistance will
be modest with an initial emphasis on increasing the Bank’s knowledge base of government
institutions, policies, priorities and plans in the area of WID and supporting initiatives through its
technical assistance program.

23. Realizing the importance of not only addressing gender considerations in sectoral
programs or exclusively promoting specific programs targeted to women, the Bank should
explicitly consider gender/W/ID  considerations in all its macro-economic and sector work. This
includes the implications for women of structural reform, industrialization, agricultural
development, poverty alleviation, human resource development, regional development, and
economic integration with neighboring countries as they directly or indirectly impact on women.
As part of its sector work, the Bank will update and expand the Indonesia WID Profile to address
some of the more current and emerging needs of women in the changing economic
environment.

24. - Development projects have largely operated on the erroneous assumption that
since projects are beneficial to both men and women, no discrimination against women exist and
by implication women and men benefit equally. Hence, there is little need for monitoring the
position of women or designing special features within projects to directly address the specific
constraints confronted by women. Such ‘gender-blind’ projects that do not distinguish between
men and women are certainly not ‘gender-neutral’, i.e. having the same impact on women and
men. The challenge is to design projects which explicitly consider gender implications and
ensure the necessary supporting mechanisms and pro-active approaches are adopted. To
facilitate such an approach, gender analysis should be routinely undertaken at the design stage
of all Bank projects to ensure women’s needs are met and are more effectively integrated.
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Special components should be designed in projects where women are identified as a clear target
group.

25. The identification of HRD and the environment as two of the three major thrusts
of the Bank’s Indonesia strategy provides excellent opportunities for the Bank to pursue and
implement its WI0 strategy in Indonesia. For example, Bank assistance to the HRD area should
include the development of strategies to promote women’s greater participation in secondary,
tertiary, technical and vocational education. Efforts should be made within Bank projects to
promote and encourage more women into the nontraditional fields, especially science and
technology. To ensure that more women enter higher education and pursue broader course
options, Bank assisted projects should include mechanisms such as fellowships and the
application of affirmative action principles.

26. Aside from formal education, the Bank should develop strategies to promote and
encourage on the job training and retraining, skills enhancement and retraining to higher skill
occupations for women. With increasing industrialization and the anticipated shortages of skilled
personnel in the future, the Bank should explore opportunities for assisting in the development
of policies to actively promote women’s participation in manufacturing at all levels, including
technical and managerial occupations. The increasing absorption of women into the
manufacturing sector also calls for creative strategies to ensure the sector provides women with
long-term, safe, varied and nonexploitative employment. In this regard the Bank should explore
opportunities to assist the Government to improve the monitoring and enforcement of
employment regulations in the sector and ensure that working conditions meet minimum
acceptable standards. Opportunities for assistance in occupational health and safety of women
workers should also be explored.

27. Given that women confinue  to play a major role in the agricultural sector, Bank
projects will specifically acknowledge and ensure that women are given equal access to
extension services and resources such as fertilizers, seeds, information and credit. The routine
conduct of gender analysis will be undertaken in all Bank assisted agricultural projects to ensure
that women’s concerns are explicitly considered and incorporated into the design of projects.

28. Similarly, Bank assistance to the health sector should give explicit attention to the
improvement of women’s health, especially their reproductive health. To reduce the unacceptably
high levels of maternal mortality, Bank projects should focus on reducing maternal risk through
quality reproductive health care including pre-natal care, labor, delivery and post-parturn  care.
Bank-assisted population projects should ensure the approach taken is sensitive to women’s
needs and respect their reproductive rights, as well as ensure that appropriate information is
provided to women to enable them to make informed decisions regarding their fertility.

29. Supporting the sustainable utilization of natural resources similarly provides the
Bank with opportunity to involve women in mainstream development efforts. Bank assisted
projects in this sector should actively promote the involvement of women and could also identify
women as target groups. Since women are also key resource users and managers their distinct
roles and responsibilities need to be identified and strategies developed for targeting women
more effectively. For example, community awareness programs should be developed with
women as a specific target group; women should be actively encouraged to participate in land
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use planning, social forestry and other income-generating activities; and provision should be
made to give women access to and control over natural resources.

30. The disproportionate number of officially recognized and de facto women-headed
households in poverty warrants poverty reduction projects targeted to women. Bank interventions
in this area should ensure that specific attention is given to reducing poverty levels among
women. Possible approaches that could be explored include employment and income-generating
opportunities for women and greater access to credit. In this regard, greater emphasis- and the
development of specific strategies to enhance women’s employment prospects in the informal
sector are needed, especially in view of the high absorption of women into this sector.

31. While Indonesia has undoubtedly made progress in the overall social development
front, its progress on improving the status of women and integrating women into the mainstream
of economic development has remained limited. Women’s participation in higher secondary and
tertiary education, especially in nontraditional fields, has room for improvement. Problems of
poverty, access to credit, paid employment and income generating opportunities continue to
affect women disproportionately. Maternal mortality, for example, continues to be the highest in
the ASEAN  region and registered little decline during the period of rapid economic growth.

32. Programs and projects directed at improving the status of women continue to
focus largely on women’s familial role, resulting in a neglect of women’s important economic
contribution, both to sustaining the economic viability of families and to the country’s
development. Although Indonesia has achieved modest and sustained progress on improving
the status of women in education and labor force participation, much work remains to be done
to systematically and explicitly integrate women into the overall development process.


