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B. Rationale

17. The RDAP built on ADB’s extensive assistance to the urban infrastructure sector in
Indonesia from 1972 to 1995." Based on this experience and the policy dialogue, ADB
identified, in its country operational strategy,'® the three key policy thrusts in the sector: (i)
reinforcing decentralization, (ii) strengthening local resource mobilization, and (iii) supporting an
institutional framework for municipal borrowing. The RDAP addressed these thrusts in line with
the Government’s Sixth Five-Year Development Plan (REPELITA VI [1994/95-1998/99]), which
also prioritized strengthening the RDA.

18. The RRP stated the rational of the RDAP as follows: “Rapid urbanization coupled with
strong economic growth has greatly increased the demand for urban infrastructure and services.
The Project is essential in helping the Government to realize its regional development targets, in
line with its urban sector policy and development priorities. In particular, the Project will provide
long-term credit to finance small-scale locally initiated urban sector investments through RDA. It
will also enable RDA to process a large number of pending loan applications for urban
infrastructure projects (footnote 16).”

19. At appraisal of the RDAP, the Government considered a two-step approach in
institutional development of the RDA. In the first stage, by 1998, the MOF planned to issue a
new RDA decree to (i) delink the Government’s budget allocation process from RDA subproject
approvals, which would significantly increase RDA autonomy; (i) set in motion the
transformation of the RDA into a wholesale financing facility by shifting direct responsibility for
loan approval, monitoring, and collections to select BPDs and/or other financial institutions; (iii)
increase the interest rate toward market rates; and (iv) provide liens on property tax revenues of
local governments in case of default on RDA loans, which would improve the long-term financial
viability of regional lending. The second stage would involve the establishment of the RDA as an
autonomous financial intermediary independent of MOF, which would require a presidential
decree and substantial institutional strengthening. A long-term strategic plan for the RDA being
developed under TA2699-INO was to be impetus, especially for the institutional development of
the second stage.

C. Cost, Financing, and Executing Arrangement

20. The RDAP was estimated to cost the equivalent of $90 million ($68 million for Part A;
$4.6 million for Part B; and $17.4 million for taxes, duties, and interest during construction [IDC]
and other charges). Of $90 million, $30 million was to be the foreign exchange cost ($19.7
million for Part A, $2.6 million for Part B, and $7.7 million for IDC), and the remaining $60 million
was to be the local currency cost ($48.3 for Part A, $2 million for Part B, and $9.7 for IDC). The
ADB loan for $50 million was to finance the entire foreign exchange cost of $30 million and the
equivalent of $20 million of the local currency costs relating to civil works, equipment and
materials, and consulting services, excluding land, taxes, and duties. The central Government,
participating local governments, and their enterprises were to cover all other costs. The actual
project costs and the disbursements under the RDAP are in para. 28.

21. The ADB loan had repayment period of 25 years, including a grace period of 5 years,
and an interest rate denominated in accordance with ADB’s pool-based variable lending rate

" This included 23 loans (amounting to $1.5 billion) and 30 TAs ($15.6 million). Under the ADB-supported Eastern
Islands Urban Development Project, for $85 million, approved in 1993, $5 million was to be channeled through the
RDA on a pilot basis.

'® ADB. 1994. The Country Operation Strategy in Indonesia. Manila.



system for dollar loans. The Government was to bear the foreign exchange risk. Subborrowers
were to contribute at least 25% of the subproject costs, with the balance financed by subloans.
Of the ADB loan, the equivalent of $39 million was to finance infrastructure development, while
the equivalent of $11 million was to be used to finance consulting services and IDC. The
relending terms to local governments and their enterprises would be those prevailing for urban
sector projects under RDA, which included an annual interest rate of 11.5%, amortization of up
to 20 years, a grace period of up to 5 years, and commitment charge of 0.75% at loan approval.
The Government agreed to align the relending interest rates under the RDA to the Bank
Indonesia certificate’s rate by the end 2000. However, the Government has not complied with
this agreement.

22. Line agencies of local governments and local government enterprises would be
responsible for the identification, preparation, and day-to-day implementation of subprojects.
DPPP was responsible for appraisal of subloan applications, as well as coordinating,
supervising, and monitoring RDAP implementation. The appraisal was to include (i) social
analysis, (ii) technical analysis, (iii) environmental analysis, (iv) financial analysis, and (v)
economic analysis. A project director was supported by a working team from DPPP,
BAPPENAS, and the Directorate General of Budget, as originally planned. DPPP was to submit
to ADB a summary of appraised subprojects for use of the RDAP. The first three subprojects
and any subprojects exceeding the equivalent of $5 million required ADB approval prior to the
approval by MOF. However, MOF approved the second subloan before submitting the
application to ADB. Detailed information on RDAP implementation is in paras. 28—-32.

23. The RDAP special account was established in accordance with ADB’s Guidelines on
Imprest Fund and Statement of Expenditure Procedures.’® As per the guidelines, initially $5
million was deposited in the account. However, considering the slow progress in project
implementation and interest payment obligations for the amount credited to the special account,
the Government requested the conversion of the disbursement procedure from the special
account to reimbursement in March 2000.%

D. Procurement and Scheduling

24. Goods and services to be financed from the proceeds of the loan were to be procured in
accordance with ADB’s Procurement Guidelines (April 2006, as amended from time to time).
Civil works contracts with a value of $3 million or more would be awarded through international
competitive bidding (ICB). Civil works contracts with a value of less than the equivalent of $3
million may be awarded through local competitive bidding (LCB) procedures acceptable to ADB.
However, LCB contracts valued at the equivalent of $2 million or more would require ADB
approval prior to award. In accordance with ADB procedures, foreign contractors would be
allowed to participate in LCB packages. Equipment and materials estimated to cost the
equivalent of $500,000 or more would be procured through ICB. International shopping
procedures may be followed for supply contracts with a value of less than the equivalent of
$500,000. Certain items that would not be suitable for international shopping may be procured
through LCB, subject to a maximum contract amount not exceeding the equivalent of $500,000.
Supply contracts costing less than the equivalent of $50,000 may be procured by direct

' ADB. 1986. Guidelines on Operational Procedures Loan Disbursement and Loan Closing: Guidelines on Imprest
Fund and Statement of Expenditures Procedures (Revised), Manila.

% Disbursements for one subproject under Part A and some portion of the consulting services conducted under Part
B were made from the special account before its closure. The reimbursement procedures were followed for the
subsequent disbursements.



purchase. The OEM did not discern any major deviations from ADB'’s guidelines in the RDAP
procurement procedures.

25. For Part B of the RDAP, 485 person-months of consulting services, comprising inputs
from 110 person-months of international consults and 375 person-months of national
consultants, were to be required. Consultants were to be selected in accordance with ADB’s
Guidelines on the Use of Consultants (April 2006, as amended from time to time) and other
arrangements acceptable to ADB. The OEM did not discern any major deviations from the
guidelines in the RDAP recruitment procedures.

26. The RDAP was to be implemented over 5 years, with completion scheduled for 31
March 2002, and the expected closing date for withdrawals from the loan account on 30
September 2002. The RDAP became effective on 8 April 1997 and closed on 29 November
2002, 2 months after the original closing date. TA 2699-INO closed on 31 January 1999, 6
months later than initially planned.

E. Design Changes

27. The design of Part A of RDAP was not changed during implementation, while the
institutional strengthening element of Part B was canceled in January 2001 at the request of the
Government. Although the OEM could not verify fully the reason for this cancellation, the review
of project files suggested that the uncertainty involved in future RDA operations was the main
reason for this request.

F. Outputs
1. Use of the Loan

28. ADB disbursed only $7.74 million (or 15%) of the approved $50 million under the RDAP
by the loan closing date of 29 November 2002, with the remaining balance progressively
canceled. Project costs are estimated at $18.9 million,?' compared with $90 million projected at
appraisal. Of the $18.9 million, $5.2 million was financed by the central Government, $6 million
by local governments and a metropolitan government enterprise, and the remainder by ADB
(Appendix 2).

29. The cancellations, in part, reflected proactive measures by ADB and the Government to
manage the portfolio and improve its performance in the aftermath of the Asian financial crisis.
The first reduction occurred during the 1998 comprehensive portfolio review when $7.8 million,
representing savings from currency devaluation, was canceled. The second reduction of $20.0
million came after the midterm review of February 1999, mainly due to weak demand. The third
adjustment of $5.2 million in July 2000 was made after a sector portfolio review. The unused
loan balance of $9.3 million was canceled at the closure of the loan account on 29 November
2002.

30. Subloans (Part A). Of the total disbursement of $7.7 million, $6.85 million was allocated
to finance nine subprojects, including $4.5 million (equivalent to Rp41.2 billion) for civil works
and $2.4 million for IDC. For the civil works of the nine subprojects, ADB initially approved the
equivalent of Rp48.8 billion. However, Rp7.6 billion was not disbursed because (i) one subloan

%' The OEM could not verify independently the actual project costs. Thus, it tentatively used the data submitted by
DPPP at project completion.



was terminated before project completion (para. 40), and (ii) three subprojects approved by
DPPP during July 2001-June 2002 were not completed before the closing of the RDAP in
November 2002. The total cost of the nine subprojects funded under the RDAP was estimated
at $13.8 million, including $12 million for civil works.

31. Three key factors can explain the underutilization of the loan: (i) inadequate capacity and
staffing of DPPP in loan appraisal and administration; (ii) the Asian financial crisis of 1997—
1998; and (iii) MOF’s RDA decree issued in 2000, which tightened the RDA eligibility criteria
without producing the fundamental change in RDA management envisaged at RDAP appraisal.
First, the eligibility criteria of RDAP subprojects largely followed those in place for the RDA.
However, the RDAP requirements during appraisal were more onerous for DPPP, particularly
regarding economic analysis and social assessment, and translation of subproject documents
into English. For this reason, ADB did not approve any subloans before the inception of the
consulting work under Part B in June 1999 and after the completion of the consulting work in
September 2001. Second, as a consequence of the Asian financial crisis of 1997—1998, the
Government’s priorities changed. It reassessed its borrowing position, aiming to reduce future
liabilities and reallocate loan proceeds to mitigate the impact of the crisis on the poor.? The
financial crisis also disrupted some PDAM projects that relied on imported material for
construction, and caused the deterioration of their financial positions. Third, the RDA decree of
2000 made all borrowers with arrears and with debt service coverage ratios of less than 2.5
ineligible for any additional RDA loans, making most PDAMs ineligible to participate in the
RDAP.

32. Consulting Work (Part B). ADB disbursed $0.89 million for consulting services to
implement Part B of the RDAP. Part B was implemented in two phases. In the first phase,
international and national consulting firms were engaged as individual consultants and fielded
from June 1999 to March 2002. In the second phase, other international and national consulting
firms were engaged and fielded from January 2000 to August 2001. DPPP’s lack of experience
in handling ADB projects delayed the selection of consultants at the initial stage of RDAP
implementation, which delayed Part A implementation. In response, while considering the broad
scope of the terms of reference of Part B, this two-phase approach was adopted instead of
engaging one consulting team throughout.

2. Performance of Subloans (Part A)

33. Of the nine subloans disbursed under the RDAP (to eight subborrowers)?® for $4.48
million (equivalent to Rp41.2 billion), eight subloans for $4.21 million supported the renovation
of markets. The other subloan for $0.27 million was for building a new bus terminal. Of the eight
market renovation subloans, two (for $2.4 million) were extended to PD Pasar Jaya, the market
management company owned by metropolitan Jakarta; one (for $0.75 million) was to the city
(kota) government of Surakarta (in Central Java); and the remaining five (for $1.06 million) were
to kabupaten (district) governments of AcehTenggara (in Sumatra), Barito Kuala (in Kalimantan),
Mandailing Natal (in North Sumatra), Polewali Mamasa (in South Sulawesi), and Kediri (in East
Java). The borrower of the bus terminal subproject was the district government of Ponorogo (in
East Java). The locations of the subprojects are shown on the map on page vii.

= During the financial crisis, BAPPENAS proposed the cancellation of the RDAP to use the loan fund for other urgent
matters. The OEM could not verify the MOF’s response to this proposal. Evidently, this proposal was not approved.
% pPD Pasar Jaya received two subloans under the RDAP.
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34. The Project was designed to catalyze the mobilization of additional Government
financing. In addition to the ADB loans totaling Rp41.2 billion, MOF disbursed Rp87.8 billion in
matching funds from its own resources. Thus, Rp129 billion was disbursed from the RDA for
these nine subprojects.?* The interest rate for the nine subloans was 11.5% in accordance with
the RDA rule, with maturities ranging from 6.5 years to 20 years, including a grace period
ranging from 1 year to 5 years.

35. At the time of OEM, the nine subloans had Rp47.4 billion outstanding, with the arrears
totaling Rp11.3 billion or 23.8%. The district governments recorded the arrears: (i) Aceh
Tenggara for Rp3.6 billion (amortization of Rp1.5 billion, interest payments of Rp1.5 billion, and
penalty and other charges of Rp0.6 billion); (ii) Barito Kuala for Rp5.3 billion (amortization of
Rp2.6 billion, interest payments of Rp1.9 billion, and penalty and other charges of Rp0.8 billion);
and (iii) Mandailing Natal for Rp2.4 billion (amortization of Rp1.5 billion, interest payments of
Rp0.6 billion, and penalty and other charges of Rp0.3 billion).

36. Appendix 3 illustrates the profiles of three subprojects (of PD Pasar Jaya, and the
Surakarta and Ponorogo governments) visited by the OEM. Paras. 37-42 summarize the OEM
findings on these three subprojects, and the information provided by DPPP on other subprojects.

37. PD Pasar Jaya (Phase I). This subproject aimed to renovate three markets (Minggu,
Cipete, Palmerah) managed by PD Pasar Jaya that were burned down during civil unrest in May
1998. Newly constructed Minggu Market is a compound of two four-story buildings with a total of
132 shops. Cipete Market is a compound of three two-story buildings and one three-story
building with a total of 428 shops. Palmerah Market is a four-story building with 890 shops. PD
Pasar Jaya is owned by DKI Jakarta, which manages 151 markets. Since PD Pasar Jaya is not
allowed to use these markets as collateral for bank borrowing, it is operating under financial
constraints. PD Pasar Jaya considered privatization as an option, but DKI Jakarta rejected this
approach. After reducing its workforce by 700 in 2003, the company employed 2,241 persons at
the end 2004. However, the management believes 500 staff would be enough to manage the
151 markets, suggesting that the company retains some operational inefficiency.

38. Surakarta. This subproject aimed to rehabilitate a market that was burned down during
civil unrest in May 1998. The newly constructed four-story market is 4,800 square meters (m?)
with traditional shops for perishable goods, small booths for cellular phones and garments,
nationwide department store chain, cinema, playground, and parking. Although the market was
rehabilitated in response to strong demand from the vendors that occupied the old market, the
traditional shops for perishable goods and small booths selling cellular phones and garments
are limited to the ground floor. A nationwide department store chain occupies the remaining
building area. The management noted that the rent of the space is below the market price. This
implies that the local government is subsidizing those privileged tenants that have the
opportunity to operate within this market.

39. Ponorogo. This subproject aimed to construct a new bus terminal on the outskirts of the
city to replace the old terminal that was creating traffic congestion and pollution. The bus
terminal has an area of 54,000 m?, housing the (i) main facilities (vehicle tracks and maneuver
area for public transportation, management office building, passenger lobby and vehicle shelters,
control tower); (ii) supporting facilities (parking space for passenger/operator vehicles, toilet,

24 At subloan approval, the costs of these nine subprojects totaled an estimated Rp210.2 billion, of which Rp144.4
was to be funded through the RDA and the remaining Rp65.8 to be contributed by the subborrowers. The OEM
could not obtain the actual total costs and subborrowers’ contributions for the nine subprojects.
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clinic, restaurant/canteen, post and telephone corner, mosque, kiosk arcade, workshop and car
wash, building connection roofs, and checkpoint post); (iii) additional facilities (announcement
boards, direction guides, garden, pond, water tower, fence); and (iv) utilities (power/energy,
water system, communication system, fire hydrant). The OEM noted that the lower-than-
expected revenue generated was due to the national decrease in the number of passengers
using public transportation, as well as the overestimation of the number of passengers at
appraisal.

40. Aceh Tenggara. During project implementation, after the disbursement of Rp3.5 billion,
the Aceh government declined to submit the required fiduciary documents. Thus, MOF
suspended loan disbursements. The OEM could not find any correspondence from DPPP
regarding this matter in the project file.?® The Aceh government completed the project using its
own resources. The funded market is operational with the capacity to accommodate 620 traders,
250 kiosks, and four larger-scale shops.

41. Barito Kuala. The construction of a market was completed as planned. However, its
occupancy ratio remains far lower than expected since the construction of the planned access
road and bridge was not completed. The OEM could not get further information on this
subproject from DPPP.

42. Natal Mandailing. The construction of a market was completed as planned. The OEM
could not obtain details on this market, except that it can accommodate 750 kiosks and 300
traders. DPPP could not say why the Natal Mandailing government did not repay the loan.

3. Performance of Consulting Work (Part B)

43. Phase I. The consultants, composed of a senior management advisor, a municipal
development specialist, and a junior financial analyst, were hired as individual consultants. The
team was assigned to support DPPP in implementing the RDAP and particularly strengthening
subproject appraisal capacity. During the 8 months of the consultants’ services, the senior
management advisor drafted some guidelines to support the RDA management. However,
DPPP did not seem to adopt formally any of these products. A member of the DPPP staff
indicated to the OEM that the products did not even receive feedback from DPPP. The
municipal development specialist supported the DPPP in appraising several subproject
applications, including those of PD Pasar Jaya, and Surakarta City and Ponorogo District
governments. The limited relevant documents available in the project files suggest that the
municipal development specialist did not conduct (or assist DPPP in conducting) the economic
analysis of these subprojects. These subprojects were not assessed adequately during
appraisal. An OEM interviewee stated that the municipal development specialist was not
technically fully qualified as he specialized in water supply. Perhaps for this reason, he failed to
identify the unrealistic assumptions on the demand for services and the overly optimistic
revenue projection included in the feasibility study for the Ponorogo Bus Terminal.

44, Phase Il. The consulting team consisted of a senior management advisor acting as a
team leader, a municipal engineer, two financial/economic advisors, and a financial/database
management advisor. The team leader was changed soon after the commencement of the
consulting work, and the municipal development specialist under phase | was recruited again as
the municipal engineer to provide an effective link between the two phases. The consulting team

% The PCR noted that this subproject was suspended “due to persistent civil unrest.” DPPP failed to confirm the
accuracy of this information to the OEM.
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was to (i) assist DPPP with the loan portfolio review of borrowers, especially nonperforming
loans, including an evaluation of rescheduling options and/or revision of terms and conditions of
the loan; (ii) strengthen overall RDA management, emphasizing the strengthening of appraisal
procedures; (iii) assist DPPP in conducting a review and evaluation of new subprojects, as well
as assist the local government and local government-owned enterprises in improving the
selection and implementation of subprojects; and (iv) assist DPPP with overall project
management and coordination.

45, The consulting team conducted a comprehensive loan portfolio review and an
assessment of loan rescheduling feasibility. However, the resulting recommendations were not
implemented. In the final report, the consulting team indicated that no dialogue had taken place
with DPPP management regarding the rescheduling proposal taken up during the 4 May 2000
meeting. The consulting team acknowledged the difficulty in transferring knowledge, despite
having a good relationship with DPPP at the working level, mainly because budgetary
restrictions prevented the staff from accompanying the consultant to on-site discussions with
nonperforming borrowers.

46. To support overall loan management, the consulting team developed some guidelines.
The approach taken was not obviously consistent with the ones developed by the consultant
engaged in the first phase. The guidelines covered four aspects of loan management, including
guidelines for loan application, loan appraisal, loan monitoring, and conduct of a demand survey.
The four clusters of guidelines seemed to have covered all aspects of loan management in a
systematic and less complicated way. However, the extent to which the guidelines have been
used in the day-to-day practice of current loan management is unclear. Currently, no significant
activities to prepare new loans are underway. Also, intensive loan monitoring activities do not
seem to be taking place using the guidelines developed by the consulting team.?® Discussions
with DPPP did not reveal any evidence of sustainable compliance with the guidelines, indicating
the lack of internalization and sustainability.

47. In conjunction with RDAP implementation support, the consulting team initially believed
that the institutional strengthening was a higher priority than direct support of the administrative
actions necessary for gaining approval of projects. The consulting team considered that the
experience of the “support” action would provide the background understanding to support
implementation of guidelines to be prepared. “However, the ADB drew attention to the need to
give direct support a high priority. Indeed, during the October 2000 mission the ADB Project
Officer stressed that the support function should receive a very high priority in order to maximize
the use of the available funding from Loan 1501-INO.”*" Following this instruction, the consulting
team reviewed 59 subloan applications, including seven for PDAM projects, 40 for market
building (including the phase Il of PD Pasar Jaya, Aceh Tenggara, Barito Kuala, Mandailing
Natal, and Polewali), and 14 for transport terminals. The OEM could not verify if the weak
repayment performance of the Aceh Tenggara, Barito Kuala, and Mandailing Natal reflected the
deficiency of the implementation support offered by the consultant.

48. The consulting team contract expired in August 2001. However, the ADB Project Review
Mission fielded 7—10 August 2001 expressed concern that “without continuing implementation
support, processing of pipeline subprojects would cease. During the Mission, DGFI agreed to a

% Discussions with subborrowers during the field visit revealed that neither MOF officials nor ADB staff had ever
visited, monitored, and evaluated on site most of the subprojects.

" DHV Consultants. 2001. Final Report on Advisory Services for Project Implementation and Institutional Support for
the Regional Development Account Project. Jakarta.
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three month extension of the consulting services for implementation support under Package A,
which can be financed out of contingency of the consultants’ contract.”® In conjunction with the
formal approval of this extension of the consulting services in September 2001, ADB set
conditions for further extension, including (i) efforts to comply with the financial loan covenant to
realign RDA lending rates to market levels and to Bank Indonesia rate; (ii) data confirming
improved RDA loan performance, following subloan rescheduling and efforts with local
governments and PDAMs; and (iii) an adequate business and resources mobilization action
plan to continue subproject processing without loan consultants. At the expiry of the extended
consulting contract on 30 November 2001, DPPP requested another extension, possibly until
loan closure. However, ADB did not approve this request as none of the conditions set in
September 2001 had been complied with.

G. Loan Covenants

49. The OEM asked DPPP to verify and update the compliance status of loan covenants
with reference to the PCR findings. However, DPPP did not respond to this request. OEM
interviews and a review of project files suggested that the status of most of the covenants that
had been judged in the PCR as “not complied with” or “partly complied with” remained the same.
Appendix 4 indicates the key unfulfiled covenants. These covenants concern (i) inadequate
economic analysis and risk analysis at subproject appraisal, (ii) subproject BME, (iii) policy
dialogue on reform of the RDA legal framework, and (iv) RDA lending rate.

. PEFORMANCE ASSESSMENT
A. Overall Assessment

50. Overall, the RDAP is rated as “unsuccessful’ (Table 1). This overall rating reflects
weighted averages of the individual ratings for four criteria: relevance (20%), effectiveness
(30%), efficiency (30%), and sustainability (20%). Individual criterion ratings are in whole
numbers from 0 to 3, in increasing order of project performance.” As discussed in Sections B-E
(paras. 51-66), the RDAP is assessed as partly relevant, ineffective, and inefficient, with
unlikely sustainability. Most of the project targets identified in the project framework were not
achieved.

Table 1: Overall Performance Assessment of RDAP

Criteria Assessments
1. Relevance 1
2. Effectiveness 0
3. Efficiency 0
4. Sustainability 0
Total Rating® 0.2

RDAP = Regional Development Account Project.

@ Highly successful > 2.7; 2.7 2 successful = 1.6; 1.6 > partly successful 2
0.8; unsuccessful < 0.8.

Source: Asian Development Bank Operations Evaluation Mission.

28 ADB. Back to Office Report of Loan Review Mission, 7-10 August. 2001
B For example, irrelevant = 0, less relevant = 1, relevant = 2, and highly relevant = 3.
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B. Relevance

51. The targeted results of the RDAP were consistent with the Government’s development
priorities and ADB’s country strategy at loan approval. However, the OEM rates the RDAP as
partly relevant due to (i) weak appraisal, which did not address adequately the institutional
issues in the RDA that the project preparatory TA consultant had highlighted; (ii) questionable
approval timing; (iii) inadequate analysis of the risks associated with the potential delay in
issuing an envisaged new RDA decree, and the lack of a risk-mitigation measures; and (iv)
ADB’s inappropriate response to external factors, i.e., the financial crisis of 1997-1998,
resulting in changes in the country’s needs and the risk profile of the RDAP.

52. The project preparatory TA consultant highlighted as critical issues of the RDA the lack
of an enforcement mechanism for loan recovery and inadequate staffing in DPPP. However, the
RRP did not elaborate adequately on these issues, and expected the envisaged new RDA
decree would address them. The institutional strengthening component of the RDAP (Part B)
also was premised on the new RDA decree. Hence, a delay in issuing this decree should have
been considered a significant risk factor for the RDAP. However, since the RRP did not analyze
adequately this risk, no risk-mitigation measures were put in place. Questions remain as to why
ADB did not wait until the issuance of such a critical act, or assist the Government in expediting
the legislation process, before approving the RDAP. The reasons why ADB processed the loan
without addressing the serious weaknesses addressed in the project preparatory TA are also
unclear. These factors suggest that ADB was more focused on loan approval than on achieving
development results.

53. The project preparatory TA indicated that MOF had approved 346 RDA loans and
disbursed Rp725 billion by the end of February 1996. Of the disbursed amount, the TA found
that the total amount due was only Rp108 billion, of which Rp88 billion had been repaid and the
remaining was recorded as arrears. Considering the maximum grace period of 5 years and the
progressive increase of RDA loan disbursements since 1991, the amount due should have
increased progressively during 1996-1998. Another question arises as to why ADB
Management did not wait until the repayment performance of the existing RDA portfolio became
clearer before submitting the RDAP to the Board of Directors for approval.

54. During implementation, ADB should have had at least three opportunities to cancel or
suspend the RDAP. The first opportunity was when BAPPENA proposed the cancellation of the
Project to MOF during the financial crisis. The second was when the long-awaited issuance of
the RDA decree in August 2000 did not result in any fundamental change in management of
RDA. The third was when ADB accepted cancellation of the institutional strengthening
component of Part B in January 2001 as requested by DPPP. The review of project files does
not suggest that ADB seriously considered loan cancellation or restructuring on each occasion.
The OEM does not believe an effective system was in place within ADB to take responsive
actions to restructure or cancel the underperforming loan.

C. Effectiveness

55. The OEM rates the RDAP as ineffective considering the (i) significant underutilization of
the loan and underperformance of the nine subprojects, (ii) less-than-satisfactory RDA
disbursement and underperformance of funded projects, and (iii) RDAP’s and RDA’s minimal
contribution to the promotion of the financial and institutional autonomy of local governments.
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56. Most of the project targets indicated in the RDAP’s framework were not met: (i) only
eight of the envisaged 25-30 local governments/enterprises participated to the RDAP, (ii) only
15% of the approved $50 million was disbursed under the RDAP, (iii) the RDAP’s contribution to
improving the RDA’s appraisal procedures was marginal, (iv) repayment performance was far
less than targeted (para. 60), (v) project contributions to improving the RDA’s loan portfolio
monitoring was marginal, (vi) project contributions to building the capacity of local governments
and the enterprises to handle urban infrastructure projects was marginal, and (vii) the OEM
could not verify fully subborrowers’ financial contributions to some of the subprojects.

57. According to Lewis (2006), the aggregate intergovernmental lending through SLA and
RDA mechanisms reached a peak in the mid-1990s, and declined precipitously along with the
financial crisis. That report states that “lending under the central government’s decentralization
program, which began operations in 2001, has been near zero.” This suggests the marginal
RDA loan portfolio growth, as well as contributions to the promotion of local government
autonomy. Appendix 6 illustrates the progress in decentralizing public administration and
finance in Indonesia over the years.

58. The OEM interviews with the representatives of Surakarta City and Ponorogo District
governments suggested that the RDAP’s and RDA’s contributions to their efforts in capacity
building and strengthening financial autonomy were insignificant.

D. Efficiency

59. The OEM rates the RDAP as inefficient due to the negligible contributions of the (i) RDA
to the improvement of allocative and process efficiency in urban infrastructure investments, and
(ii) three subprojects (that the OEM visited) to the improvement of allocative efficiency of the
economy.

60. Appendix 5 illustrates the evolution of the RDA based on the limited, fractional data
available to the OEM. The key findings on the RDA portfolio performance (as of the end of
March 2006) can be summarized as follows: (i) DPPP categorized more than 70% of RDA loans
to the regional governments, and more than 85% of RDA loans to the PDAMs, as
nonperforming;* and (i) nearly half of the PDAMs repaid less than 5% of the cumulative
amount due.

61. The excessive number of employees in PD Pasar Jaya suggests its operational
inefficiency in market management. The below-market rent charged to tenants in Singosaren
Market might undermine the allocative inefficiency of the district economy. The excessive
investment for the oversized Ponorogo Bus Terminal, based on the unrealistic demand
assessment, was evidently cost-ineffective with the recalculated financial internal rate of return
(FIRR) of close to zero.

62. During subproject appraisal, DPPP calculated the FIRR but not the economic internal
rate of return (EIRR). This indicated that less emphasis was placed on economic efficiency of
subprojects. Although none of the nine subloans have been fully repaid, DPPP does not monitor
effectively the subborrowers’ operational performance. The OEM could not detect any evidence
of RDA’s or RDAP’s contribution to the improvement in process efficiency in urban infrastructure
investments

% DPPP considers RDA loans with arrears of more than 6 months as nonperforming.
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63. The fire hydrant system is not adequate. Only hand extinguisher is available at the
terminal location. For public safety, the terminal should be equipped with more fire
extinguishers.

64. Environmental Impact. The bus terminal area is kept clean by 20 cleaners contracted
from the cleaning service agency. The shops in the bus terminal contribute payments for the
cleaning. The toilets, which are kept clean, charge a user fee of Rp1,000 per person. The
garbage truck picks up garbage twice a week with an arm roll truck with a capacity of 3 m% A
sludge truck is contracted every 2 months except during peak season when it is called once a
month. Local government officials reported no serious environmental impacts after the
completion of the new bus terminal.

4, Fiscal Performance of Ponorogo District

65. The fiscal performance of Ponorogo District has improved since decentralization. Overall
fiscal capacity at current prices has almost quadrupled. Total income has increased from
Rp115 billion in 1999 to Rp418 billion in 2004. Although own-source revenue as a percentage
of overall income remains small, with Pendapatan Asli Daerah amounting to Rp25 billion in
2004, it has grown consistently and rapidly since 1999. Although dependence on central
Government transfers is still significant, this is a healthy development for the overall fiscal
autonomy. Local government financing (or local government loans in the old statistics) was
another element that increased significantly within the district budget between 1999 and 2004.
No clarification was available about the number loans or what the financing was used for.

66. In line with the improving district fiscal capacity over time, debt servicing—at least for the
RDA loan for bus terminal construction—has been on time. As of June 2006, the status of RDA
loan payment was satisfactory with no arrears, as substantiated by the district’s finance division
and MOF. A more detailed comparative analysis is not easy to do since the budget statistics
were changed recently. Beginning in 2004, new local government financing was no longer
classified as recurrent and development, and disaggregated figures were not readily available
for assessment.

67. Despite these positive developments, district government officials still believed that fiscal
transfers from the central Government should remain the backbone of the district’s fiscal
capacity. This attitude was reflected in the management of the RDAP-funded investment, as
the poor performance of one of the biggest investment projects in the district in a few years did
not generate a significant degree of concern.
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KEY UNFULFILLED LOAN COVENANTS

Reference in Loan
Covenant Agreement

Status of Compliance
at Operations Evaluation

Subproject Appraisal

Cost-effective solution. Each subproject shall have 5.5(v)
been based on a proper consideration of technical

options, and the cost-effective solution shall have been

prepared.

Financial and economic analysis. For revenue- 5.5(ix)
generating investments, the subproject’s financial

viability shall have been examined and a sensitivity

analysis prepared. For subprojects that do not generate

revenue, an economic analysis shall have been

undertaken.

Risk analysis. Subproject risks shall have been 5.5(x)
identified, including permit and land acquisition

requirements, and processes to be addressed in order to

minimize risks.

Benefit Monitoring and Evaluation

The Borrower shall ensure that a comprehensive 5.13
program acceptable to ADB is implemented to monitor
the technical performance and social and economic
benefits of the Project, especially to the poor and
women. The BME indicators and procedures shall first be
tested with respect to data availability and other
constraints and revised, if necessary, and
institutionalized as part of the management information
system of the agencies involved. The program shall be
developed and coordinated by MOF, with input from level
Il governments and their agencies. The Borrower shall
cause the Project implementing agencies concerned to
undertake future maintenance of the system and
collection and analysis of data.

The Project’s implementing agencies shall assemble 5.14
relevant baseline data and monitor subsequent changes

as a basis for evaluating the success of the Project.

Annual reports, including recommendations for

improvements, shall, where appropriate, be furnished to

ADB, through MOF, throughout the Project’s

implementation period and for 1 year after the

submission of the project completion report referred to in

Section 4.07 of the Loan Agreement.

New Regional Development Account Decree

The Borrower shall provide ADB with a copy of the draft 5.16
RDA decree and take into account ADB’s comments

prior to its finalization. In finalizing the draft decree, the

Borrower shall take into account any recommendation

made by the consultants responsible for carrying out the

technical assistance referred to in Recital (B) to the Loan

Agreement. The Borrower shall also ensure that no

provision under the new RDA decree or any other law or

government regulation prevents the implementation of

the Project as provided hereunder.

Partially complied with. Least-
cost solutions were not
presented in feasibility studies.

Partially complied with.
Economic analysis was not
conducted at appraisal of most
subprojects.

Not complied with. Risk
analyses were not presented in
feasibility studies.

Not complied with. MOF's
project completion report states
that the implementation
consultants prepared BME
indicators, but no requirement
exists for BME monitoring in
RDA'’s loan agreements. BME is
not being carried out by sub-
borrowers.

Not complied with.

No evidence is available of policy
dialogue the between the
Government and ADB as to the
RDA Decree issued in 2000.
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Reference in Loan Status of Compliance
Covenant Agreement at Operations Evaluation
Regional Development Account Lending Rates 5.17 Not complied with, but
The Borrower shall align over time RDA’s lending rate to considered to be incapable of
level Il governments and their enterprises to market fulfillment because of the
levels and to the Sertifikat Bank Indonesia rate by economic crisis, whose effects
December 31 2000. on the interest rate had not been

entirely removed by the time of
project closure.

ADB = Asian Development Bank, BME = benefit monitoring and evaluation, MOF = Ministry of Finance, RDA =
Regional Development Account.
Source: Operations Evaluation Mission.
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EVOLUTION OF THE REGIONAL DEVELOPMENT ACCOUNT
A. Background

1. The urban population in Indonesia increased by 4.5% during the 1980s, more than twice
the population growth rate nationally, and the growth was expected to continue and even
accelerate in the following years. However, the pace of the urban infrastructure development did
not keep pace with the growth of the urban population as expected. Real per capita investment
in urban services (in 1983/84 prices) declined from around Rp12,000 in 1988/1989 to Rp8,000
in 1991/1992.* The World Bank estimated that the 1990 infrastructure investment backlog for
the four main subsectors of pipe water, sewerage, urban roads, and drainage was at least $5
billion.? In response, the Government issued the Statement of Policies for Urban Development
in 1987. This statement, among other things, established the guiding premise that the
responsibility for urban services provision and financing rested with the provincial and municipal
governments (generally referred to as local governments).

2. One of the objectives under the statement of policies was to increase the use of debt
financing for appropriate development investments that have long-term benefits. The Regional
Development Account (RDA) was established formally in 1991 along that policy through a
Minister of Finance Decree® following the initiation and preparation beginning in the late 1980s.
The RDA was established as a revolving fund intended to promote decentralization and financial
autonomy within the local governments through loan financing for urban infrastructure
development. Further, it was intended to function as an alternative lending institution to provide
long-term loans to the local governments and local government-owned companies to support
investment in urban infrastructures.

B. Operations During the Pre-Decentralization Period (1991-1998)

3. RDA was funded out of the central Government general budget. The Directorate of
Subsidiary Loan Management (DSLM), as the unit responsible for managing the RDA in the
Ministry of Finance (MOF), proposed the amount of funds in yearly budgeting cycle based on
the accepted subproject proposal approved for funding in the respective budget year. This
ensured that funding for the RDA was on budget. Repayments, however were deposited into a
separate account established with Bank Indonesia,* and therefore were off budget. As a result,
the RDA was not operating strictly as revolving funds, but as mix between off- and on-budget
funds. On the recipient side, particularly among local government borrowers, loan proceeds
were treated as revenues and budgeted as parts of the overall local government budget. Loan
repayments were budgeted accordingly as part of the expenditures in the respective year the
payments were due.

4, At inception, the RDA was confined to providing loans to regional governments and their
enterprises to finance investment in urban infrastructure. To initiate a loan, prospective
borrowers discuss the feasibility report of the proposed project with BAPPENAS. Following
concurrence by BAPPENAS, the prospective borrowers submit loan proposals accompanied by
the feasibility report to the DSLM for evaluation. Besides the feasibility report, the prospective

! ADB. 1995. Technical Assistance to Indonesia for Support for Regional Development Account. Manila (TA 2500-
INO approved for $100,000 on 22 December).

World Bank. 1993. Urban Infrastructure Services Report, No. 12154-IND.Washington

¥ Minister of Finance Decree, Number: 1021/KMK.013/1991.

* Bank Indonesia is the country’s central bank.

2



Appendix 5 45

borrower also must submit financial statements supporting by relevant data, covering the
previous 3 years, to substantiate the prospective borrower’s capacity to repay the loan. For a
local government borrower, a recommendation by the Governor was also required.

5. A subunit within the DSLM conducts financial and technical analyses of the proposal
submitted by the prospective borrowers, and reports the evaluation results and makes a
recommendation to the director of DSLM.® Director of DSLM then recommends acceptance of
the proposal to the director general; concurrence by the director general entails a
recommendation to the minister for approval.® As soon as the proposal is approved in principle
by the minister, the DSLM invites the prospective borrowers to discuss in detail the terms of the
borrowing and prepare loan agreements. Based on the approval and mutual agreement
between DSLM and the prospective borrowers, MOF then allocates the loan on a project-by-
project basis in the ministry’s budget for disbursement.

Table A5.1: Summary of RDA Loan Status in December 1999

(Rp million)

Borrower No. of Cumulative Cumulative
Category Loan Disbursement Maturities Arrears
Reg. Govt. 159 255,554 21.4% 128,392 33.6% 58,026 32.2%
Solid Waste Co. 6 7,795 0.6% 4,344 1.1% 3,745  2.1%
Urban Markets 1 16,936 1.4% 0 0.0% 0 0.0%
PDAM 225 911,569 76.6% 248,749 65.3% 118,375 65.6%

Total 391 1,191,855 100% 381,485 100% 180,144 100%

Co. = company, PDAM = Perusahaan Daerah Air Minum (local government water supply enterprise), No. =

number, RDA = Regional Development Account, Reg. Govt. = Regional Government.

Source: ADB TA (2001). Adapted from Robert C.G. Varley, Indonesia: The Regional Development Account and
Alternatives for Financing Urban Infrastructures.

6. As of December 1999, the RDA had approved and disbursed 391 loans to the provinces,
local governments, solid waste companies (PDK), government-owned market companies, and
local water supply companies (Perusahaan Daerah Air Minum [PDAM]). Loans to PDAMs
constituted the largest part of overall lending, with 225 of the 391 loans made by RDA, followed
by loans to local governments (111 loans) and provincial governments (48 loans). Loan
repayment was poor in general. Table A5.1 shows disbursement, maturities, and arrears for all
categories of borrowers. The cumulative maturities by the end of 1999 of Rp381.5 billion were
32% of the cumulative disbursement. Borrowers repaid slightly more than half of the cumulative
maturities, leaving more than 47% of the cumulative maturities (Rp.180.1 billion) in arrears.

To accomplish this, the concerned subdirectorate normally organized a discussion involving the prospective
borrower, and representatives from Bappenas and Directorate General of Budget. The recommendation was based
on the result of the meeting.

For a complete cycle of RDA loan preparation and approval mechanism, see ADB. 1996. Final Report of the
Technical Assistance Study for A Bank Loan and Grant Technical Assistance to the Regional Development
Account, (TA 2500-INO, p. 16). Manila; and ADB TA. 2001. Robert C.G. Varley, Indonesia: The Regional
Development Account and Alternatives for Financing Urban Infrastructures (Vol. 1l, Annex B).
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7. Previous studies offered a number of explanations for the poor RDA performance: (i) the
lack of capacity within MOF to manage the scheme, (ii) fiscal performance of the borrowers, and
(iif) moral hazard. In addition, borrowers tended to perceive the loan as grants from the central
Government. The lack of capacity within RDA management to assess loan proposals properly
resulted in the funding of inadequately justified projects. These projects—poorly designed
technically, and based on inadequate real demand and overly optimistic revenue projections—
resulted in poor fiscal performance, which contributed to the poor loan repayments and arrears.

8. In conjunction with moral hazard, Varley’s report’ indicates that the use of proof of
compliance or noncompliance with repayments of prior loans by DSLM as a control mechanism
for approving or not approving RDA loans had made several borrowers return for additional
loans even before the grace period of the previous loan expired. Further, he suggests that the
absence of covenants in loan agreements linking disbursement to performance and certain
policy and action requirements to enhance the cost recovery of the investments also contributed
to the poor performance. In addition, human resource capacity and the operational budget in the
DSLM were inadequate to support monitoring activities during project implementation and
communication with the borrower during the repayment period.

9. The lack of institutional capacity within MOF to manage the lending scheme was
identified, leading to assistance by the United Nations Development Programme (UNDP) to
support the implementation of the RDA.® The lack of capacity continued during the period,
despite the capacity building efforts involving training and technical assistance (TA) from a
number of development partners, including United States Agency for International Development
(USAID)® and the Asian Development Bank (ADB).™ Technical assistance was ineffective,
functioning more as a substitute than a complement to the existing staff who needed training
and strengthening. The poor track record of RDA in institutional building and loans
administration should have been considered before investing in the program. The injection of
investment capital into the scheme might have prolonged the life of a poor and losing program
that otherwise would have been forced to restructure itself earlier.

C. Operations During the Post-Decentralization Period (1999 to date)

10. The decentralization era began with the enactment of Law 22/1999 on Regional
Governance (amended to become Law 32/2004) and Law 25/1999 on Fiscal Balance Between
Central and Regional Governments (amended to Law 33/2004). The new laws and regulations
have effected significantly the operation of the RDA. Except for Regulation PP 54/2005 on the
new Government Regulation on Regional Government Borrowing, more operational legal
products are still under development. In the meantime, the substantive content of the previous
Minister of Finance Regulation of 2001 remains valid. The new decentralized environment has

" Varley. 2001. Indonesia: The Regional Development Account and Alternatives for Financing Urban Infrastructures.
Manila.

8 Price Waterhouse-Siddik, UNDP’s contractor for the TA, was assigned to (i) develop an organization structure and
staffing plan; (ii) develop a system design, including a proposal appraisal and approval mechanism; and (iii)
conduct RDA staff training.

® USAID has provided TA and investment funds for infrastructure investment through the Housing Investment
Guarantee Loan Programs since 1989. See, for instance ADB. 1996. Report and Recommendation of the
President to the Board of Directors on a Proposed Loan and TA Grant to Indonesia for the Regional Development
Account Project. Manila.

10 Including ADB. 1995. Technical Assistance to the Republic of Indonesia for the Regional Development Account
Project. Manila (TA 2500-INO: PPTA); and ADB. 1996. Technical Assistance to the Republic of Indonesia for
Institutional Strengthening of the Regional Development Account. Manila (TA 2699-INO).
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not promoted the growth of RDA loans; the number of loans has not changed significantly.** In
informal conversations, Government official in other ministries seemed unaware that the RDA
was still operational. Although it still exists, the RDA has reduced significantly, if not stopped,
lending capital to regional governments and their enterprises. DSLM officials hesitantly
mentioned that one loan was approved in 2006.

Table A5.2: Regional Development Account Loans Performance
(As of 31 March 2006)

Borrowers and Performance Classification Number of Loans Percentage
Regional Government Borrowers 108 100
- Well performing 12 11
- Needing attention 9 8
- Less performing 10 9
- Doubtful 1 1
- Nonperforming 76 71
Local Water Supply Companies (PDAM) 215 100
- Well performing 7 3
- Needing attention 12 6
- Less performing 4 2
- Doubtful 6 3
- Nonperforming 186 87
Solid Waste Treatment Companies 6 100
- Nonperforming 6 100

PDAM = Perusahaan Daerah Air Minum (local government water supply enterprise).

Note: Well performing means no arrears or having arrears for less than 6 days; needing attention
means having arrears between 6 days and 6 months; less performing means having arrears between
6 months and 12 months; doubtful and nonperforming means having arrears more than 12 months.
Source: Operations Evaluation Mission and Ministry of Finance.

11. No evidence is available to suggest that the performance of the loans approved recently
has improved. Table A5.2 shows that the situation has not changed much in the past 4 years.
More than 70% of the loan portfolio to the regional governments, and more than 85% of the loan
portfolio to the local water supply companies, were categorized as nonperforming. Another
report focusing on loan repayments by 206 PDAM borrowers is summarized in Table A5.3. As
the table shows, almost half of the borrowers had repaid less than 5% of the cumulative amount
due by 31 March 2006. Indeed, footnote 7, main text suggests that recent investment of
substantial resources by Government, development partners, and lending agencies to improve
the onlending system, plus enactment of some new regulations on subnational borrowing, is
unlikely to improve the outcome substantially. Again, the root of the problems seems to be
human resource capacity and the lack of an incentive system to promote good governance.
Employment standing and promotion, for instance, are not directly related to performance of
loan projects under a person’s responsibility. Besides, the personnel who handle the appraisal
process often did not have sufficient technical background to perform the duty. Aside from
inaccurate analysis of the financial internal rate of return (FIRR), they hardly conducted any
analysis of the economic internal rate of return (EIRR).*

™ 1n 2006, Lewis presented data on all regional government borrowing, including the subsidiary loan agreement and
RDA, up to 2004, which showed 838 loans. This is not significantly different from the 809 regional government
loans in 1999, including SLA and RDA. A table that the OEM obtained from DP3 shows the number of RDA as of
March 2006 was only 206 loans.

12 Conceptually, the RDA facility is supposed to prioritize support for investment initiatives showing high EIRR rather
than those with high FIRR, which should be left to the private sector on the grounds of commercial viability.
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Table A5.3: PDAM Loan Repayments as Percentage of Amount Due
(As of 31 March 2006)

Repayment as Percentage of Cumulative Amount Due  Number of PDAM Percentage

Water supply companies (PDAM) 206 100
Repayment between 0-5% 102 49
Repayment between 5-25% 39 19
Repayment between 25-50% 19 9
Repayment between 50-75% 15 7
Repayment between > 75% 31 16

PDAM = Perusahaan Daerah Air Minum (local government water supply enterprise.
Source: Operations Evaluation Mission and Ministry of Finance.

12. Repayment administration remains another big weakness, and the willingness to use all
the available instruments to promote repayments is not evident. Consultants and TA to support
RDA strengthening often recommended the use of an intercept mechanism to ensure
repayments. The instrument is indeed given the available formal instruments covered by the law
and regulations on regional government borrowings. However, the instrument never has been
used.

D. External Assistance

13. The implementation of the RDA since its inception has benefited from the support of
external assistance. UNDP’s assistance, which was executed by Price Waterhouse-Siddik
beginning in January 1988, was among the earliest. Shortly after, the Harvard Institute of
International Development stepped in to provide advice at the policy level, and helped shift the
emphasis of the UNDP-funded consultants to implementation of the RDA scheme. Following
these inputs, USAID provided TA support, which later was supplemented by capital investment
originated from the Housing Funds.

14. ADB provided a project preparatory TA (TA 2500-INO) to conduct a study leading to the
Regional Development Account Project (RDAP). The TA identified some issues facing the RDA
at that time, including staff capacity and institutional capacity. The project preparatory TA noted
that the staff involved in RDA loan evaluation had many other duties, which made
simultaneously performing effective loan appraisal difficult. At the time, the aim was to
institutionally strengthen the scheme by transforming the RDA into a wholesale lending facility
involving the regional development banks (Bank Pembangunan Daerah or BPD) to operate as
retail lenders. This direction of reform was contained in the draft MOF decree, which effectively
shifted the burden of detailed loan appraisal to the BPDs. Along this line, the project preparatory
TA concluded and recommended that RDA loans made previously to the local governments, as
well as subsequent loans to be made to BPDs, be segregated into a separate management and
financial system.

15. Together, ADB’s subsequent TA (2699-INO)™ and the RDAP represented perhaps one
of the most significant external inputs to the scheme. In the latter stage of RDAP

13 Contribution of ADB. 1996. Technical Assistance to Indonesia for Institutional Strengthening of Regional
Development Account (TA 2699-INO). Manila is analyzed separately in Appendix 8.
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implementation, ADB fielded a staff consultant'® to assess the operational management of the
RDA by the Directorate of Subsidiary Loan Management. Based on a thorough analysis on the
RDA performance and a comprehensive review on the previous major reports on the matter, the
consultant concluded that the RDA concept was not capable of fulfilling its initial objectives. The
consultant further recommended the development of a separate and new institution to assume
the functions that the RDA system was intended to serve. The consultant also proposed more
capacity building investment focused on this new institution. A transition mechanism toward this
new institutional setup would involve selected commercial and regional development banks
assuming responsibility for providing retail lending to local governments and enterprises. The
dedicated staff were expected to conduct the detailed loan appraisal more efficiently.

16. Besides the ones that strictly supported the development of the RDA, other TAs and
capital investments supported the development of regional government lending, notably the
subsidiary loan agreement (SLA). World Bank and ADB had been providing capital investment
support through a number of project loans since the early 1990s. Among the numerous TAs
geared to institutional strengthening, ADB’s TA 3935-INO™ in Indonesia was perhaps the most
recent. The TA identified problems associated with the RDA, including the slow and inefficient
loan processing and funds disbursement, as well as poor project development that led some
projects being settled without evaluating the real need of the regions. The poor record of loan
repayments was caused by the selection of bad projects that lacked repayment capacity, and
moral hazard stemming from most of regional governments borrowers seeing the loans as
subsidies.

E. Remaining Issues

17. The RDA scheme has come a long way since its inception in 1988 and formal
establishment in 1991. The amount of funds channeled in the past 15 years has not been very
significant though. Total outstanding debt (RDA plus SLA) of regional governments and their
enterprises was Rp4,178 billion, or around 0.2% of the central Government’s outstanding debt
in the same year (foothote 7, main text). The bulk of the lending took place before the
decentralization era, with only a few loans approved after 2001. Despite the long history and the
many inputs that have gone into the institutional strengthening, the performance of the RDA
system remains unimpressive. Although the variety and dimension of problems facing RDA
implementation undoubtedly changed over time, the fundamental issues remain the same.
These include (i) long lead times to prepare for a project and loan, (ii) financing of bad projects
resulting from weak project appraisal processes, and (iii) the poor loan repayments. Political
support for the initiative also seems to have weakened, with increasingly stronger voices in the
House of Representatives favoring closing the program.

18. The parties involved lack skills and understanding to come up with economically sound
decisions. Feasibility evaluations have been based largely on FIRR rather than EIRR, resulting
in a tendency to approve subprojects that are commercially viable. However, the FIRR criterion
cannot capture projects that are not commercially viable (low FIRR), but have larger social
dimensions. Equally important, the funding of high FIRR and commercially viable projects
defeats the purpose of achieving fiscal autonomy by crowding out private investment.

1 Varley, Robert C.G.. 2001. Indonesia: The Regional Development Account and Alternatives for Financing Urban
Infrastructures. Manila.

!> ADB. 2002. Technical Assistance to Indonesia on Support for the Regional Government Borrowing System (TA
3935). Manila.
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19. Varley (footnote 14) articulated the roots of the problems constraining the system from
benefiting fully from the intervention, including (i) the lack of human resource capacity to learn
effectively to acquire skills from the consultant, and (ii) the absence of an appropriate incentive
system to promote performance. The weak record of the effectiveness of institutional capacity
building implemented to strengthen RDA management since its inception in the late 1980s has
caused a reasonably high level of doubt regarding the feasibility of revamping the institution to
assume responsibility to deliver credible credit services to regional governments.

20. Governance and accountability are other important issues lingering from the
implementation of the RDA. The issue of corruption and governance arises along two separate
lines of thought. The first concerns the mechanism of loan processing that resulted in approvals
of financing for socially inefficient, overdesigned projects and/or unfeasible project proposals,
which led to nonperforming loans. Although the RDA theoretically funded local initiatives,
discussions with government officials at the subproject location revealed that in most cases
subproject identification involved central ministries, BAPPENAS, MOF, or Ministry of Public
Works. Subproject appraisals were not thorough enough, and often failed to filter out unrealistic
assumptions underlying the project design and project costs.

21. The second concerns the off- and on-budget nature of the RDA system. While it was
clearly stated that subproject loans could be financed out of the MOF budget or out of the funds
accumulated from previous loan repayments, most of the approved subproject proposals seem
to have been allocated in the MOF Budget. No data was available on the number and value of
lending financed out of the off-budget RDA. A staff member of DSLM stated that the funds
accumulated in the off-budget account were transferred to the State Treasury Account regularly,
but failed to indicate the pattern, interval, and the data on the amount of transfer. This raises the
issue of accountability concerning RDA funds management. In light of this, the recommendation
that the RDA needs to be either off-budget or on-budget, not partially off- and on-budget, was
relevant.

22. Finally, the fundamental issue the Government has not addressed concerns how the
RDA system will develop in the future. At the conclusion of TA 2699-INO, the Government was
considering the alternatives recommended by the consultants. The thinking within MOF
apparently has not changed significantly since then; no indication of progress one way or the
other was found. The one thing that seems clear, however, is that the building of capacity to
conduct thorough technical and financial appraisal has not shown significant progress, despite a
number of initiatives supported by external assistance since the inception. In the absence of this
capacity—and this alone is not sufficient in itself to support the RDA management at MOF—it is
difficult to expect significant improvement in lending performance.

23. In conjunction with that, since a total reconsideration of the roles of MOF in the RDA
system proved difficult, exploring a new system involving an independent agency (private and
state-owned commercial bank) to manage retail lending to the regional governments and their
enterprises might be advisable. RDA management at MOF could team up with BAPPENAS to
administer the grant element for a mixed credit scheme, combining commercial bank lending at
commercial rates and central Government grants. The amount of grants could vary depending
on the nature of the individual investment project to prevent crowding out of private investment,
while promoting cost recovery.
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DECENTRALIZATION OF THE PUBLIC ADMINISTRATION AND FINANCE

1. The Government of Indonesia started implementing its decentralization policy in January
2001 following the enactment of Law 22/1999 and Law 25/1999, which recently were replaced
by Law 32/2004 on Regional Governance and Law 33/2004 on Fiscal Balance Between Central
Government and the Regions.! These serve as the legal basis and prescribe the concept of
decentralization and regional autonomy. The objectives of decentralization are threefold:? (i)
enhanced development equality, (ii) improved prosperity of citizens, and (iii) enhanced
democratization through increased local participation.

2. Laws 22/1999 and 25/1999 stipulated a 2-year time frame to allow for necessary ground
work before it came into effect by May 2001. However, the date was advanced to 1 January
2001 to align with the beginning of the new fiscal year.®

A. Features of the Indonesian Decentralization

3. The main features of decentralization in Indonesia include the devolution of a wide range
of public service delivery to the local government, districts, and cities; and the strengthening of
the elected local government representatives. Law 32/2004 prescribes regional autonomy
based on principles of democracy, community participation, and empowerment, as well as
recognition and appreciation of potential and diversity of the regions. Although the new law
gives substantially more functions to the province compared to the former Law 22/1999, the
emphasis of the decentralization remains at the local level. The principles of broad autonomy for
the local level as stipulated in Law 22/1999 (Article 7) is maintained in the new Law 32/2004
(Articles 10 and 14).

4, Regions maintain control over their finances, civil service, and organization structure. In
accordance with this, the regions are responsible for a wide range of related matters, including
planning, financing, implementation, monitoring and evaluation, and maintenance. With this
broad autonomy, local governments essentially are no longer part of a chain of command that in
the past went from the President down to the level of village head. Following the enactment of
Law 32/2004, people elect the head of regional governments directly without needing clearance
from the higher level of government. They also are now accountable to the voters through their
local representatives.

5. Revenues and expenditures are to be contained in the local government budget, which
reflect the policy and priority of public service provision by the local governments.® The
budgeting process is independent—approval by the higher level of government before the local
government budget enactment is based on evaluation in broad terms only to make sure that the
draft budget (i) represents a sustainable expenditure plan given the local fiscal capacity, (ii) is in

In this paper, the terms region and regional refer to provincial (Level 1) and/or district/city (Level II) governments,
while the term local or local government refers strictly to district/city (Level 11) government.

BAPPENAS-Ministry of Home Affairs, and Ministry of Finance. 2005. National Action Plan on Fiscal
Decentralization 2005—-2009. Jakarta.

The fiscal year was changed in 2000 from an April-March to January—December cycle.

This put the policy in stark contrast with the previous policy that emphasized deconcentration to the province level
as stipulated by the previous legal framework for regional government, Law 5/1974. The new Law 32/2004 slightly
softens the swing between the deconcentration emphasis to devolution to the local government, as prescribed by
Law 22/1999, by giving more functions to the province.

To finance expenditure, regional governments are allowed to borrow domestically and from abroad. While the old
law (25/1999) allowed foreign borrowing though the central Government, the new law (33/2004) only allows two-
step borrowing.
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line with the national priorities as stipulated in the national medium development plan and
annual circular by the Minister of Home Affairs, and (iii) is consistent with public interests. In this
context, the central Government positions itself as a facilitator to support and improve capacities
within the local governments.

6. Functions are devolved to the local government with resources originated from a variety
of sources, as stipulated by the law on Fiscal Balance Between Central and Regional
Governments (Law 33/2004). Both laws prescribe a scheme to (i) promote and empower
regional economic capabilities; and (ii) create a just, rational, proportional, transparent,
participatory, and accountable financing system. Besides that, the laws also aim to develop a
funding system that reflects the division of functions among levels of government and reduce
funding gaps.

7. Regional government revenues consists of “own revenue” (known as Pendapatan Asli
Daerah),® equalization funds, and other revenues. Equalization funds broadly include shared
revenue and grants from the central Government. Shared revenues are originated from regional
government’'s share of the property tax and property transfer tax revenues, and the regional
government’s share of proceeds from natural resources exploitation. Grants from the central
Government are awarded in two broad schemes, namely general of unconditional grants or
Dana Alokasi Umum (DAU) and specific or conditional grants or Dana Alokasi Khusus (DAK).
Other revenue includes funds originated from the central Government that are channeled to the
regions to implement specific tasks on behalf of the central Government, known as assistance
tasks or Tugas Pembantuan.

8. DAU is the primary means of fiscal transfer from central to local government. It
constitutes almost 30% of the annual national budget, and contributes 70%—-90% of district
government revenue. According to the definition in Law 32/2004, DAU is intended for fiscal
capacity equalization among districts. However, since about 50% is tied up for personnel
expenses resulting from decentralization of most public service functions to the local
government, DAU has trouble functioning effectively as equalization funds. After deducting the
10% lump sum allocation from the remainder, about 40% is left to serve as equalization funds.
This is insufficient, given the variation of shared revenues between the natural resource rich
region/districts and the ones without natural resource endowment.

9. DAK is a conditional grants program, intended primarily for purposes that DAU could not
address systematically. DAK funds are meant to cover the financing gap faced by the local
government in meeting its obligatory functions. It is also intended to stimulate additional
spending to support implementation of national policy priorities. DAK applies to seven sectors,
including education, and 11 priorities. Law 32/2004 requires matching funds for DAK of at least
10%. The national Parliament allocates DAK funds by the using three categories of criteria.
First, funds are allocated based on fiscal capacity, i.e., districts below the national average in
terms of fiscal capacity are eligible for DAK. Second, funds are allocated according to specific
criteria, including special region (e.g., Papua and Aceh), regions suffering from food crises, and
districts at the borders. Third, funds are allocated based on technical criteria, which include the
number of schools and/or hospitals needing rehabilitation and renovation, as determined by the
relevant line ministry.’

6 Pendapatan Asli Daerah literally means regional government’s own revenues originated from local taxes, proceeds
from regional government-owned corporations, and other non-tax revenues.

" The Ministry of National Education is to confirm the number of schools needing rehabilitation, while the Ministry of
Health is to confirm the number of hospitals.
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B. Implementation and Achievement

10. The overall result of the first 5-year implementation has been mixed, though evidence of
improvements has emerged over time. Despite the lingering problems at preparatory stage, and
the incomplete regulatory framework at the time the autonomy took effect at the beginning of
FY2000, the implementation has been relatively smooth.® The Government decentralized much
of the public service responsibility to the local government within 1 year, followed by almost
doubling the regional share in the state budget, reassigning about two thirds of central
Government employees to regional governments, and handing over service facilities to the
regions. Measured against the objectives of decentralization, the country is making good
progress.? Many achievements are manifested in good practices. Despite the problems and
obstacles that still need to be addressed, efforts by all levels of government to make
decentralization work are becoming increasingly fruitful.

11. Based on a series of appraisals, the Asia Foundation®® found, among others, that after 1
year of decentralization policy implementation, local governments in most regions were coping
well with the additional responsibilities that had been thrust upon them, though some are not.
Public services survived, and in some ways expanded. Contrary to widely shared pessimism,
local governments seem to be paying attention to public services and are committed to
improving service delivery. In some cases, local governments even are developing fresh
initiatives'! to serve the interests of vulnerable groups, including women, children, and the
elderly. Local governments also have coped with the immediate problem of integrating a large
number of transferred staff, who had been supporting institutions attached to central
ministries.'> However, they addressed this issue mostly by reorganizing and restructuring the
agencies and units without downsizing them. The same study found an increasing awareness of
the importance of people’s participation in local governance. Further, it revealed that local
government agencies are increasingly committed to improving service delivery, and are feeling
the pressure from citizens to do so.

12. A recent Survey on Governance and Decentralization 2004 ** conducted by the
University of Gajah Mada and the World Bank shows that most Indonesians perceive public
services to have improved after decentralization. The majority of the population acknowledged
public services improvements in the areas of health (65%), education (60%), and local
administrative services (59%). However, the same population perceives declining quality in
police services (64%). Even though the findings are generally encouraging, an in-depth analysis
is required to confirm whether the quality of the public services has improved fundamentally.
Such an analysis is important given that the same survey shows that corruption and inefficiency
are lingering public service issues. More than 36% of the respondents said they had to bribe to

& World Bank. 2003. Decentralizing Indonesia, A Regional Public Expenditure Review. Jakarta. (June).

° The Asia Foundation. 2003. Indonesia Rapid Decentralization Appraisal (IRDA). Jakarta. (Third Report, July).

% Three appraisals were conducted during 2002-2003 by the Asia Foundation: IRDA 1 and IRDA 2 in 2002, and
IRDA 3 in 2003.

A progressive head of district of Jembrana, for instance, reorganized the local government office by reducing the
number of departmental offices (dinas) from more than 20 to less than 10 to reflect the district's real need. He also
abolished school fees for all primary and junior secondary school before the central Government provides School
Operational Assistance Funds.

12 A discussion with the secretary to the District of Ponorogo, a district where a Regional Development Account Asian
Development Bank-funded subproject was located, revealed that the district received more around 8,000
government employees who had been transferred from the central Government. Aimost 90% were schoolteachers.

¥ See World Bank Web site publication, Majority of Indonesians sees Public Services Improving After
Decentralization, 16 June 2005. Available http://www.worldbank.org.
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get basic services they were entitled to, and that the elites and those well-connected to civil
servants got better access to basic public services.

13. Achievements have been less significant in policy and decision making at the local level.
This particularly relates to how policies are formulated and decisions are made at the local level,
as well as how the central Government conducts its policy review function and the role of the
province in the review process. The policy and program formulation process differs only slightly
from the practices that prevailed before decentralization—i.e., the state still dominates the
process and the top-down approach is still prevalent. While decision making has shifted from
the central Government to the local government, central Government technical ministries and
agencies still strongly influence policies, programs, and activities in many sectors, notably
education and health. The enhanced role of the local parliament is among developments that
are well appreciated. Under decentralization, the local parliament plays a very important role in
decision making.

14. Public participation® remains somewhat limited, despite changes in approaches and
institutional setting. While the demand for more participatory policy making is increasing, the
public’'s capability to influence the policy makers is still low. Often, public and civil society are
invited to participate so late in the process that only marginal feedback is possible. Doing so
could enable the regional government to carry out the process more efficiently and synchronize
among policies at different levels more easily. However, this could be at the expense of the
genuine people’s needs and aspiration which might not be reflected well in the policies and
programs.

14 Although planning is conducted from the bottom up, no obvious instrument is available to ensure that input from the
grassroots is incorporated and reflected in the budget. All too often, when the budget policy fails to reflect the will of
the people as voiced in discussions at village and subdistrict levels, the disclosure of the general policies and
priorities comes too late for the community and civil society to provide further input to rectify it. Discussions with
local government officials in Surakarta and in Ponorogo did not indicate significant levels of community
participation. Further, decision making leading to borrowing from the Regional Development Account to invest in
the market and terminal infrastructures did not seem to have involved the community. The community clearly was
not involved in Ponorogo, where the terminal was considered too large and too far from the city by people
interviewed by the Operations Evaluation Mission.
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PROGRESS OF THE FISCAL DECENTRALIZATION

1. Indonesia’s intergovernmental fiscal system devolves resources consisting of
equalization grants to cover the functions devolved through decentralization. Resources
transferred by the central Government represent on average more than 90% of regional
government revenues. This transfer comprises (i) general grants, or Dana Alokasi Umum
(DAU); (ii) conditional or specific grants, or Dana Alokasi Khusus (DAK); and (iii)) shared
revenues, or Dana Bagi Hasil (DBH), consisting of shared taxes and shared proceeds from
natural resources exploitation. Local government's own revenues, or Pendapatan Asli Daerah
(PAD), on average constitute less than 10% of the total revenues. It also gives regions limited
taxing authority.

2. To improve fiscal autonomy, more assignment of revenue-generating authority is needed
to give the regional governments incentives to strengthen their fiscal capacity towards self-
funding of services to the public. Further, better access to investment capital to finance the
provision of services, particularly in the areas where cost recovery is possible, would be
instrumental. Subsidiary loan agreements and regional development accounts, and to a lesser
extent regional development banks, have provided regional governments with access to capital
investments. However, their performance has not been encouraging. The system is plagued
with weaknesses, and the loan repayments have been disappointing.

A. Intergovernmental Fiscal Relations

3. While intergovernmental fiscal relations in general take place between all levels of
government, this report covers only those between central and regional (province and local)
governments. Before decentralization, resources were transferred from central to regional
governments through earmarked grants. Decentralization and fiscal balance laws passed in
1999 and revised in 2004 changed the nature of transfer system from one dominated by
earmarked grants to one employing general grants. The new system also gave regions more
access to borrowing. The new fiscal system was strengthened by Law 34/2000 on regional
taxes and regional levies, which gave local governments the right to levy their own taxes.

4, The DAU represent on average 70% of the overall regional government revenues, and
are de facto the main thrust of the local government finance. Next to DAU is DAK and shared
revenue originating from tax revenues and natural resource-based revenues, which total
approximately 20%. The remaining, which account for less than 10%, comes from local
governments’ own revenues originating from regional taxes and levies, and proceeds from
regional government-owned enterprises.

5. The new fiscal balance Law 33/2004 requires the DAU to be at least 26% of central
Government revenues.” Of the aggregate amount, 10% is divided across all 33 provinces with
the remaining 90% allocated to the more than 460 local governments. Allocations for individual
regional governments are driven by a formula that consists of a basic allocation, calculated
based on total salaries of civil servants in the region, and the fiscal gap. Shared revenue, or
DBH, is generated from taxes (land and building, land transfer, and personal income taxes) and
natural resources (forestry, general mining, fisheries, oil mining, natural gas mining, and
geothermal mining). Own-source revenue, or PAD, is generated from regional taxes, levies and
charges, and proceeds from the management of assets, including regional government-owned
enterprises.

' The preceding Law 25/1999 required at least 25% of total central Government revenue.
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B. Financial Autonomy of the Regional Governments

6. Decentralization in Indonesia is focused on an expenditure side characterized by the
absence of significance taxation by the regional governments. The whole system of regional
financial management is covered by the Government regulation and the Minister of Home
Affairs regulation, both derivatives of Law 32/2004. The regional government financial
management cycle begins with planning, which by Law 25/2004 must be consistent with
national-level planning. The planning authority at the regional level prepares regional long-term
development plans, referring to the national long-term development plan. Based on this long-
term plan, a popularly elected head of regional government develops a medium-term
development plan reflecting his or her vision, policy, and program. This plan has to be
consistent with the national medium-term development plan.

7. In reference to RPJMD, the regional planning office develops a draft regional
government work plan, which regional government units use as a basis for preparing draft work
plans for their respective units. Discussion of the RKPD with the regional parliament results in a
mutual agreements on general policy and direction, and on priorities and program ceiling
appropriation. The two agreements are the basis for the SKPD to budget the proposed program
and activities. The regional budget process must be in line with the national priorities, as set out
in the circular issued by the Ministry of Home Affairs. This circular is not the only control
instrument, however. As stipulated by Law 32/2004 and PP 58/2005, as well as Permendagri
13/2006, the draft budget has to be reviewed and approved by the government “one step
above” before it is enacted.

8. Regional government’s accountability system involves internal audit system, external
audit, regional parliament, and audit by the Ministry of Home Affairs. At the end of the fiscal
year, the regional government submits financial report to the Supreme Audit Agency for audit.
The head of the regional government is required to respond to all the qualification the BPK
might give resulting from the audit it performs before submitting the audited report to the
regional parliament.

C. Fiscal Performance of Central and Regional Governments

9. Fiscal performance is measured in terms of (i) development in the overall fiscal capacity,
i.e., whether the overall fiscal capacity has increased or decreased as a result of
decentralization; (i) whether the regional governments receive sufficient financial resources to
cover the expenditures needed for the functions they are expected to perform, i.e., whether the
devolved resources cover all the devolved responsibilities; (iii) how equal the new
intergovernmental fiscal system distributes financial resources among regional governments;
and (iv) how fiscal dependency has evolved during fiscal decentralization.
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Table A7: Pre- and Post-Decentralization Fiscal Structure
of Surakarta and Ponorogo

Ponorogo Surakarta
1999 2004 1999 2004

Revenues 115,223 418,765 122,884 390,121
- Last Year Surplus 1,584 24,580 7,986 59,783
- Own Revenue (PAD) 3,673 24,287 11,043 34,819
- Shared Revenue (DBH) 7,609 286,217 7,470 223,545
- Transfers (DAU, DAK) 97,028 50,402 71,558 47,409
- Other Incomes 234 33,279 143 24,565
- Loan 1,249 16,699

Expenditures 114,383 418,765 122,884 390,121
- Routine Expenditures 82,070 68,357

- Development Expenditures 32,313 54,527

- Civil Service Expenditures 69,841 53,364
- Public Service Expenditures 277,702 238,078
- Local Government 71,222 98,679

Expenditures

DAK = Dana Alokasi Khusus, DAU = Dana Alokasi Umum, DBH = Dana Bagi Hasil, PAD =
Pendapatan Asli Daerah.
Sources: Published fiscal data of Surakarta City and Ponorogo District.

10. The overall fiscal capacity has generally improved following decentralization. A 1002
study by the Asian Development Bank (ADB)? suggests that the aggregate data, as well as data
on the studied province and local government, show an increase in real revenues at all levels of
government. The DAU is more than double the previous government transfers to the provinces,
and more than four times the size to the local government. In line with this, the fiscal capacity in
Ponorogo and Surakarta has increased significantly in the past 7 years. Table A7 shows that
overall fiscal capacity (at current prices) increased by more than three times in Surakarta and by
almost four times in Ponorogo between 1999 and 2004. In the same period, transfers from the
central Government increased by about three times in both districts. Ponorogo grew other
revenue components, notably the own-source revenue component, more than Surakarta.

11. The question of whether the devolved financial resources are sufficient to cover the
devolved responsibility is not easy to answer. The World Bank,® presumably assuming the same
quality of services as during the pre-decentralization era, argues that enough revenues seem to
have been devolved at the aggregate level to match the transferred responsibilities. Resource
sufficiency at the aggregate level, however, conceals the large variation of fiscal capacity
among regions. In the 2002 study (footnote 2), ADB shows the huge variation in the own-source
revenues among districts and cities—the poorest district has only Rp50,000 receipt per capita
per year, while the richest has close to Rp5,000,000, a ratio of nearly 100:1 even after the

2 ADB. 2002. Fiscal Capacity and Expenditures at Different Levels of Government Final Report. Manila. TA 3777-
INO. (September, Attachment 1).

® World Bank. June 2003. Decentralizing Indonesia: A Regional Public Expenditure Review—Overview Report. East
Asia Poverty Reduction and Economic Management Unit.
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decentralization.® The revenues remain unequal even after redistribution through the DAU, with
the richest district receiving more than 50 times as much as the poorest one, and the poorest
regions having only 20% of the per capita revenue of the average (footnote 4).

12. The DAU made little contribution to improving the distribution of income across regional
governments. ADB (2002) footnote 2, offers three reasons for the ineffectiveness of the DAU in
mitigating revenue inequality across regions. First, the “need index” included in the formula
assigns a 40% weight to assets price, which is likely to be positively correlated with the current
level of income. Second, the “need index” pertaining to income gap measures gives less weight
to the number of people living in poverty than that pertaining to how poor (which possibly small
in number) the people living in poverty in the respective region. The third and probably most
important explanation for the lack of distributive achievement of the recent DAU is that the
allocation was restricted by the need to give regions sufficient funding to pay for the devolved
government employees, which is known as the “hold harmless” clause.”

13. In terms of the proportion of own-source revenues in the total revenues of the regional
government, decentralization effectively has increased fiscal dependency among the regional
governments. In Surakarta and Ponorogo, even though the share of own-source revenues
remains small, they increased by around six times between 1999 and 2004. Nevertheless,
central Government transfers remain the largest share at almost 70% in Ponorogo and 60% in
Surakarta in 2004. This heavy dependence on transfers from the central Government could
undermine accountability. It exposes the local government to risks associated with fiscal
volatility at the center, and reduces autonomy in regional financial management.

D. Delivery of Public Services

14. One of the ultimate objectives of fiscal decentralization is to develop the regional
government capacity to provide better services to the people. In practice, however,
improvements in public services have not been obvious, at least until recently. Evidence from
recent studies is divided, though later findings are encouraging.® Proximity of local government
to the people contributes to efficiency and better matching of public initiatives with popular
aspirations. However, the great potential this represents is offset partly by the lack of skills
among the local government staff. Although the transfers have more than compensated the cost
of delivering devolved public services, the services have not increased as much. Another
explanation for the less-than-expected improvements in service delivery is the lack of specifics
in the assignment of functions and responsibilities among levels of government, coupled with
the absence of a standard by which quality of services can be measured. Clarity of assignment
and services standards, in the form of minimum service standard,” are fundamental to achieving
better services, while maintaining operational efficiency.

E. Capacity Building in the Regional Government

15. To varying degrees, regional governments are facing capacity constraints due to the
guality of human resources they inherited from the pre-decentralization era. Feedback from the

Much of this variation is due to revenues originated from natural resource sharing. Another source of inequality is
the distribution of personal income tax, from which some regions receive none.

The “hold harmless” clause is expected to be phased out in 2008.

Discussions in Surakarta and Ponorogo during a field visit to the subproject indicated that fiscal decentralization
has translated into a more accurate and timely articulation of the needs of the citizens, as well as more efficient
financial management.

ADB and other development partners are supporting the facilitation of the minimum service standard.
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field visit to the subprojects in Surakarta and Ponorogo indicated the same high level of concern
over human resource quality. The long-term challenge facing the country is to find the best ways
to improve the capacity of the regional governments’ human resources to support
decentralization. This is particularly important following the long period of centralized
governance, which produced less proactive regional government officials who tend to wait for
instruction from the center. With this background, when the system changes take place at the
national level, responses at the regional level unsurprisingly lag behind.

16. A wide range of inputs have gone into the institutional building efforts to support the
implementation of decentralization in Indonesia. Some international agencies have been
engaging central and regional government institutions to work on capacity building. Among
multilateral agencies, the United Nations Development Programme, ADB, and the World Bank
have provided technical assistance and investments to support capacity building in line with the
decentralization. Among bilateral agency, Deutsche Gesellschaft fir Technische
Zusammenarbeit (German Agency for Technical Cooperation), Canadian International
Development Agency, United States Agency for International Development), and the Australian
Agency for International Development have provided substantial inputs.
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EVALUATION OF TA 2699-INO:
INSTITUTIONAL STRENGTHENING OF THE REGIONAL DEVELOPMENT ACCOUNT

A. Background

1. In conjunction with the Regional Development Account Project ' (RDAP), the
Government of Indonesia asked the Asian Development Bank (ADB) for an advisory technical
assistance (TA) grant to assist in formulating a long-term strategic plan for the Regional
Development Account (RDA). The TA also was to help in preparing RDA for the transition to an
autonomous financial intermediary providing credit to local governments and their enterprises
for urban development projects. In response, ADB approved TA 2699-INO?.

2. The Bureau for Regional Finance Analysis (BAKD), under the Agency for Financial and
Monetary Analysis (AFMA) of the Ministry of Finance (MOF), was the Executing Agency for the
TA. In line with the 1999 decentralization legislation, AFMA was split, and BAKD was placed
under Directorate General for Fiscal Balance (DGFB) in 2001. In 2004, the Agency for Research
on Economic, Financial and International Cooperation (Bapekki) was created, and most of the
former BAKD functions were transferred to this agency.

3. The Operations Evaluation Mission (OEM) assessed this TA based on a review of the
consultant reports; and interviews with the representatives of Bapekki and Directorate of
Subsidiary Loan Management in MOF, and the National Development Planning Agency
(BAPPENAS). Partly due to the reorganization of MOF, as described in para. 2, the OEM could
not meet with the former BAKD staff who worked with the consultants of this TA. This
significantly limited the scope of evaluation.

B. Design and Implementation
1. Purpose and Scope
4. The purposes of TA 2699-INO were to (i) review the Government’s policies and the

RDA’s role in financing urban investments and supporting regional development; (ii) analyze the
options for transforming the RDA into an autonomous financial intermediary fund to local
governments and their enterprises, and outline an action plan; (iii) review and assess financial
intermediaries, including regional development banks (Bank Pembangunan Daerah [BPD]), as
conduits of local governments; and (iv) consider the Government’s plan to move the RDA’s
interest rate closer to the market rate and assess the implications, if any, on the affordability of
the RDA’s lending to potential borrowers. The loan included capacity building for immediate
improvement of the RDA, while the TA explored long-term development of the RDA.

5. At appraisal of the RDAP, the Government considered a two-step approach in
institutional development of the RDA. In the first stage in 1997, MOF planned to issue a new
RDA decree to (i) delink the Government’s budget allocation process from RDA subproject
approvals, which would significantly increase RDA autonomy; (ii) set in motion the
transformation of the RDA into a wholesale financing facility by shifting direct responsibility for
loan approval, monitoring, and collections to select BPDs and/or other financial institutions; (iii)
increase interest rates toward market rates; and (iv) provide liens on the property tax revenues

' ADB. 1996. Report and Recommendation of the President to the Board of Directors on a Proposed Loan and
Technical Assistance to the Republic of Indonesia for the Regional Development Account Project. Manila.

2 ADB. 1996. Technical Assistance to Indonesia for Institutional Strengthening of Regional Development Account.
Manila (TA 2699-INO approved for $600,000 on 5 December).
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of local governments in case of default on RDA loans, which would improve the long-term
financial viability of regional lending. The second stage would involve the establishment of the
RDA as an autonomous financial intermediary independent of MOF, which would require a
presidential decree and substantial institutional strengthening. A long-term strategic plan for the
RDA being developed under this TA was to be the impetus, especially for the institutional
development of the second stage.

2. Consultants and Scheduling

6. An international consulting firm, in association with a national consulting firm, was
selected following evaluations of technical proposal submitted by the five short-listed consulting
firms. The skill mix and duration of work of the consultant team are summarized in Table A8.1.
The consultant services originally were scheduled to start in mid-October 1997 and conclude by
30 July 1998. Due to country’s economic and political situation, which had affected the work of
the consultants, their services were extended for 2 months to 30 September 1998. This
extension involved the following minor changes in the scope of the services: (i) an increase in
international consultants’ inputs, including the team leader, by 4.25 person-months in total; and
(i) an increase in national consultants’ inputs by 2.6 person-months in total. The final consultant
report was submitted in January 1999.

Table A8.1: Skill Mix and Duration of Work of the Consultant

Planned Actual
Person- Person-
TA Staffing Months Months Difference
International
Team Leader/Financial Institution and
Economic Development Specialist 7.00 8.75 1.75
Banking Specialist 4.00 5.50 1.50
Municipal Funds Specialist 1 3.00 3.00 0
Municipal Funds Specialist 2 3.00 4.00 1.00
Total International 17.00 21.25 4.25
National
Legal Specialist/Banking/Company
Law 5.00 5.00 0
Urban Finance Expert 6.00 7.30 1.30
Banking Expert 5.00 6.30 1.30
Total National 16.00 18.60 2.60
Source: Project files.
3. Outputs and Outcomes
7. As envisaged in the terms of reference, the consultants submitted the following policy

papers: (i) Interest Rates for Urban Infrastructure Lending, (ii) Financial Intermediation for Urban
Infrastructure Finance in Indonesia, and (iii) Institutional Structures Review. Besides these, the
consultants also prepared Urban Sector Policy Review and Financial Structures and Financial
Institutions working papers, Report on Case Studies of RDA and SLA Loans in Arrears, and
Guidelines for Loan Administration. Following submission of working papers and policy papers,
the consultants facilitated working group discussions during the TA involving all members of the
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technical committee, and organized a senior policy seminar (July 1998) involving relevant
Echelon | from Ministry of Finance, BAPPENAS, Ministry of Home Affairs, and Ministry of Public
Works.

8. The recommendations for institutional development were suitably organized into near-
and longer-term actions. The near-term action recommendations were fairly good, practical, and
appropriately oriented towards solving the problems facing the RDA. The first recommendation
was for the RDA to limit loans to those without arrears in their previous borrowing. This
recommendation was given in view of the increasing number of borrowers in arrears, and was
intended to stimulate portfolio restructuring to improve overall RDA lending performance.
However, the Government took almost 2 years following the completion of the TA to adopt this
recommendation, which was incorporated in the Ministerial Decree No. 347a/KMK.017/2000 on
Management of RDA, issued in August 2000.

9. To improve future lending performance, the consultant also recommended that the RDA
staff conduct field appraisal following desk evaluation of the proposal to verify all the
assumptions underlying the feasibility assessment conducted by the applicant. This important
recommendation does not seem to have been implemented systematically. The OEM could not
find evidence of such close scrutiny of the RDA loan proposal, and none of the subprojects
visited by the OEM recalled any such field appraisal by RDA staff. Successful implementation of
this recommendation would require the availability of technically capable staff to undertake
technical and financial appraisal of prospective investment projects, which apparently the RDA
did not have.

10. The consultant also recommended that the Government develop principles for
rescheduling of RDA loans, and publicize and apply them transparently. Discussions with the
Government officials showed that many of them agreed that this was very important, and that
clear guidelines were needed to enable the RDA to address the issue of mounting arrears,
particularly among the Perusahaan Daerah Air Minum (local government water supply
enterprise [PDAM]) borrowers. Nevertheless, the recommendation was not implemented until
recently. More than 5 years lapsed before the principles were incorporated in the Ministerial
Decree No. 107/PMK.06/2005 on Settlement of Government Receivables Originated from
subsidiary foreign loans, investment funds account, and RDA, issued in June 2005.

11. Finally, for near-term action, the consultant recommended that the RDA apply different
terms of borrowing for different project circumstances. This was an appropriate recommendation
since applying a “one-size-fits-all” principle for a scheme like the RDA would defeat the
fundamental purpose of its inception. While the RDA was intended to support and promote
development of urban infrastructure with potential of operating on cost recovery principles, it
was not suppose to limit its lending to commercially viable projects. More concessional terms of
borrowing are needed by those projects with greater externality and social agenda contents.
The OEM did not find any indication that the Government has systematically applied the
principles.

12. The longer-term recommendations concern the future institutional structure of RDA
management. The consultants’ recommendations on this matter were narrowed down to two
options to substantially reform the RDA. The first option was to develop a mechanism to lend
money “wholesale” to other financial institutions, such as BPDs and state-owned and private
commercial banks. In turn, they would channel the funds as loans to local governments and
their enterprises. The second option was to develop a municipal financial intermediary (MFI),
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established as a PT Persero, to mobilize funds from the capital markets/other sources and lend
money directly to local governments and their enterprises.

13. The BAKD representative and OEM consider the consultant recommendations
reasonable. However the environment was not right for such recommendations, given that MOF
at the time of TA inception during the financial crisis (in late 1997) had ruled out the possibility of
using BPD as a vehicle for RDA loans. Even though the consultants were promoting the second
option as a better alternative, the Government was reluctant to make any decision on RDA
reform in the aftermath of the financial crisis. To date, the Government has not adopted any
significant RDA reform measures. As result, the RDA portfolio has improved little, and its
lending has faded. Moreover, lack of transparency in financial transactions between the RDA
and the State Treasury Account remains a critical issue, undermining the accountability
concerning RDA fund management.

C. Performance Assessment
1. Overall Assessment

14. Overall, this TA is rated as unsuccessful (Table A8.2). This overall rating reflects
weighted averages of the individual ratings for four criteria: relevance (20%), effectiveness
(30%), efficiency (30%), and sustainability (20%). Individual criterion ratings are in whole
numbers from O to 3, in increasing order of project performance.® As discussed in detail in
paras 15-23, this TA is rated as partly relevant, less effective, and inefficient, with less likely
sustainability.

Table A8.2: Overall Performance Assessment of RDAP

Criteria Assessments
1. Relevance 1
2. Effectiveness 1
3. Efficiency 0
4. Sustainability 1
Total Rating® 0.7

RDAP = Regional Development Account Project.

@ Highly successful > 2.7; 2.7 = successful = 1.6; 1.6 > partly successful =
0.8; unsuccessful < 0.8.

Source: Operations Evaluation Mission.

2. Relevance
15. The TA is rated as partly relevant.

16. At the time of RDAP appraisal, the Government considered a two-step approach in
institutional development of the RDA. This TA was to be impetus, especially for the institutional
development of the second stage. In this way, the TA was to complement the RDAP. This plan
was contingent on the progress of RDA reforms of the first stage through issuance of a new
RDA decree in 1997. Facing the financial crisis, however, the Government decided not to
pursue the new RDA decree in 1997. Evidently as a consequence, the initial plan did not
materialize.

3 For example, irrelevant = 0, less relevant = 1, relevant = 2, and highly relevant = 3.
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17. RDA lending virtually was halted following the financial crisis that led to a sharp
depreciation of the rupiah and higher interest rates in general. As these happened, the direction
of institutional changes suddenly became less clear. Some of the options previously available,
including the roles for RDPs in channeling loans to local governments and their enterprises,
disappeared. Given the Government’s continued commitment to reforming the RDA system, as
reported by the TA Inception Mission fielded in December 1997, ADB kept the scope and design
of this TA intact. Under the circumstances, especially considering the cancellation option of the
RDAP was left out of the Government’s options at an early stage of RDAP implementation, this
TA remained relevant at least at the time of TA inception. However, during RDAP
implementation, the Government’s interest in fundamental reform of the RDA appears to have
faded. This observation is based on the following: (i) BAPPENAS subsequently proposed the
cancellation of the RDAP to MOF (whereas MOF did not accept this proposal), and (ii) the long-
awaited issuance of the RDA decree in 2000 did not lead to any fundamental change in the
RDA.

3. Effectiveness
18. The TA is rated as less effective.

19. The TA contributed to some policy changes in RDA management. The Government
partly adopted the more practical near-term recommendations, although they came late in the
day. However, the TA was unsuccessful in coming up with recommendations capable of
fundamentally improving the RDA and strengthening the institution. This discounted the overall
TA effectiveness significantly.

20. The OEM noted that the consultant was working in a difficult situation that was
significantly changed from when the TA was conceived. Aside from the crisis environment of
that time, the consultant had to navigate between differing opinions among senior Government
officials. The matter was complicated further by the Executing Agency of this policy
development-oriented TA being separated from the Executing Agency of the RDAP. The
available records on TA activities indicated hardly any active involvement of middle
management and/or technical staff within the Directorate General of Financial Institution, who
were responsible for managing the RDAP and manage the RDA.

4, Efficiency

21. The TA is rated as inefficient in view of the significant underutilization of TA outputs and
little progress on RDA reform.

22. The Government subsequently adopted some of the near-term measures recommended
under this TA. However, some of these measures also were recommended by the project
preparatory TA consultant and/or RDAP (Part B) consultants. The staff consultant fielded at the
later stage of RDAP implementation, as well as a subsequently implemented TA, came up with
similar recommendations.

5. Sustainability

23. The TA is rated as less likely sustainable. The future operations of RDA remained
uncertain because (i) few RDA loans have been approved in recent years, while the progress in
restructuring of nonperforming RDA loans has been slow; and (ii) no road map has been
prepared for reclamation of the RDA.



MANAGEMENT RESPONSE TO THE PROJECT PERFORMANCE EVALUATION
REPORT FOR THE REGIONAL DEVELOPMENT ACCOUNT PROJECT
IN INDONESIA (Loan 1501-INO)

On 9 July 2007, the Director General, Operations Evaluation Department, received the
following response from the Managing Director General on behalf of Management:

1. We appreciate OED’s evaluation of the Regional Development Account
(RDA) Project. Management acknowledges that the project did not meet its
overall intentions and development objectives due to a multiplicity of factors that
included issues of design, executing agency capacity and external factors such
as the financial crises of 1997-1998.The project was originally designed to (i)
improve long-term credit to local governments and enterprises to allow financing
of locally initiated urban investments through support for the RDA as a revolving
municipal facility and (ii) to promote financial and institutional autonomy of local
governments.

2. While Management agrees that more comprehensive due diligence
during the preparatory phase and improved project design may have yielded
better results, in our opinion these factors only partially explain the project's
overall performance. The role of external factors contributing to the project's sub-
optimal results, such as the financial crises, the economic, political and social
upheavals following the crises and decentralization is given insufficient attention
in the assessment and evaluation report. We need to acknowledge and give due
recognition to the fact that the project was approved just prior to the financial
crises (1996) and implemented during one of the most difficult economic, fiscal
and social periods in Indonesia.

3. Despite the challenges of project development and implementation in the
post-crises and post-decentralization period in Indonesia, lessons drawn from the
RDA project have fed into our urban sector operations in Indonesia. In recent
years, following the decentralization and greater regional autonomy in the
country, ADB has not been utilizing the approach of general credit lines for
financing of municipal infrastructure. Lessons from the RDA combined with the
many complex policy and implementation issues surrounding onlending and
ongranting from central to local government levels has led to a shrinking of ADB's
portfolio of large urban sector projects in Indonesia. More recent projects have
adopted community-driven development (CDD) approaches for financing urban-
based community infrastructure. This approach enables funds to be channeled
directly to villages permitting better fund utilization, greater ownership and a
higher degree of transparency. The CDD approach also enjoys high-level
acceptance by both government and the beneficiaries.



