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Editor's Message

In the early stages of planning the “Financing Infrastructure” issue
of Prakarsa, | thought | knew what common message would
emerge from the articles. Developing infrastructure — whether it
be roads, ports, solid waste disposal, piped water or any other
necessity for a nation’s social and economic well-being — is costly.
With many competing priorities,
government to find the resources to fund them all. Hence, the
private sector can be an important partner in financing
infrastructure development. That, | predicted, would be the
central point that readers could take from this issue.

it can be difficult for a

In the event, | was only partly right. Yes, the private sector is an
important partner for government. In the case of Public Service
Obligations (PSOs) and Pioneer Services, the government may
provide a subsidy to a private enterprise in exchange for the pro-
vision of a socially desirable good or service, such as transport,
that would not be profitable in a free market. “Shifting the Mind-
set: Public Service Obligations and Pioneer Services in Indonesia’s
Transport Sector” (page 3) by Peter Benson and Kawik Sugiana
reviews how this strategy can be most efficiently used in Indo-
nesia. “A New Generation of Public Private Partnerships” (page 12) by
Mike Crosetti likewise examines the role of PPPs in the future of
Indonesian infrastructure development. While PPPs have slowed
down substantially since the Asian financial crisis, the framework
is now established for PPPs to assume a significant future role.

On the other hand, not all government infrastructure financing
directly involves the private sector. Badan Layanan Umum Daerah
(BLUD) is a model by which local government can provide fee-
based infrastructure and other services through service delivery
units operating, to the extent possible, along commercial lines.
Darryl Howard’s article “A Promising Concept for Local Service
Delivery” (page 8) describes the BLUD mechanism and the
potential it holds. “Output-Based Grants in Perspective” (page 17)
by Maurice Gervais looks at how output-based
government capital grants and on-lending of funds can be used to

national

ensure effective use of grant monies at the local level to further
national priorities.

The concept that all these financing strategies — PSOs, Pioneer
Services, PPPs, BLUDs, and output-based grants — share is not
private sector involvement per se, but rather an idea we often
associate with the private sector: performance-based outcomes.
In other words, is spent in exchange for specific,
measureable results. That emphasis on achieving clearly defined

money

deliverables is the common message that emerges from all of our
features. Given how expensive infrastructure development can
be, and how vital it is to economic growth, demanding
performance from everyone involved — the private sector, the
national government, local governments — is a message that
makes sense. ¢ CSW

Infrastructure
by the Numbers

USD 47.3 billion

Value of the 100 Public Private Partnership
infrastructure projects now on offer by
Indonesia for the period 2010-1014,
according to Bappenas.

Rp 1430 trillion

Indonesia’s infrastructure financing requirement
between 2010 and 2014. The Government of
Indonesia funding capacity is Rp 980 trillion, or
about 68% of that amount.

<10%

Amount of regional expenditures that
are covered by regional taxes, leaving
localities unable to undertake significant

infrastructure initiatives on their own.

980; 5179

Number of individual DAKs (Special Allocation
Grants) made by the national government to
regions in 2003 and 2010 respectively. The
increasing fragmentation makes it hard to
overcome infrastructure bottlenecks by
concentrating resources on a select set of carefully
chosen projects.

USD 50 billion

Total financing required, according
to the World Bank, to improve
Indonesian roads, ports, airports
and power generating capacity
over the next five years.
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SHIFTING THE MINDSET: PUBLIC SERVICE
OBLIGATIONS AND PIONEER SERVICES IN
INDONESIA'S TRANSPORT SECTOR

Framing Public Service Obligations and Pioneer Services as business opportunities with
appeal to the private sector can lead to better targeting, improved services and reduced
costs. e By Peter Benson and Kawik Sugiana

Countries have historically found that
Public Service Obligations are an
imperfect mechanism, sometimes
leading to inadequate maintenance of
related infrastructure.
G3*"'2/4=(3<()/2/"(H/&43&:

Subsidies are a significant expense for the Government of Indonesia (Gol). Fertiliser, petrol,
generic medicine, and electricity are all subsidised. A variety of services are subsidised as well,
such as cheap transport that is available to citizens at prices below commercially viable tariffs.
Subsidies are a valuable tool to ensure that the poor have access to essential goods and services
and to stimulate development. But they can be costly — Gol currently spends about 15 percent of
its annual budget on subsidies — and if not properly administered they can result in lost
opportunities to spend funds more effectively elsewhere, and problems such as poorly
maintained infrastructure. Moreover, the cost of subsidies in Indonesia has increased
dramatically over the past decade without a commensurate rise in the quality and quantity of

subsidised services.

In light of such concerns, Gol is looking carefully at Public Service Obligations (PSOs) and Pioneer
Services to ensure that these tools for providing subsidies are used in the wisest possible
manner. The Indonesia Infrastructure Initiative (Indll) is assisting by conducting a policy review

of PSOs and Pioneer Services in the transport sector.

Defining the Terms
In transport, a Public Service Obligation is an arrangement by which a government provides

subsidies to service providers — either private companies or State-Owned Enterprises (SOEs) — to
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operate a specified service of public transport for a specified period of time. This is done in cases

where there is not enough revenue for routes to be profitable in a free market, but it is socially

desirable to make the transport available. PSOs can be applied to many modes of transport,

including air, sea, road or rail. The infrastructure (railroad tracks, port facilities, etc.) is usually

provided by an entity separate from the one operating the subsidised service, and may be owned

by the governing body or a third party.

A Pioneer Service is intended to establish
transport routes that will promote economic
development of a region within Indonesia. As
with PSOs, a subsidy is provided to an operator
in a situation where there is not sufficient
revenue for routes to be profitable in a free
market, but the service is socially desirable. In
Pioneer Services are

Indonesia, usually

available in the sea and road transport

subsectors, but rarely in air or rail transport.

In the current political environment, PSOs and
Pioneer Services are receiving close attention.
Policy makers want a clear picture of the
amounts being spent, the choice of targets,
and whether funds are best spent on PSOs/
Pioneer Services or could be better directed to
other opportunities such as infrastructure
investment. Indll has been asked by Bappenas
to undertake a policy review of PSOs and
Pioneer Services in the transport sector. The
goals are to assist Gol to target funds to where
they can best be used, and to create better

systems for management and implementation.

The PSO and Pioneer Service system in
Indonesia is characterised by direct assignment
of subsidies to SOEs. There is some market
competition for the provision of Pioneer
Services, but there is no market competition
for PSOs because the service is not tendered to
the market. SOEs are routinely assigned the

role of delivering services related to PSOs. In

Key Points:

I Inthe transport sector, the Government of
Indonesia (6oI) uses Public Service Obligations
(PSOs) and Pioneer Services to ensure that socially
desirable transport is provided when routes would
not be profitable in a free market.

I These services are usually provided by State-
Owned Enterprises (SOEs), with little o no market
competition.

| Bappenas requested assistance from the
Indonesia Infrastructure Initiative (IndII) to
review PSO/ Pioneer Services policies.

I IndII recommends that five pillars underpin
provision of PSOs and Pioneer Services: access for
all, protection of regional sovereignty, fransparency,
‘gap rationalisation’ (ensuring the gap between
market price and subsidised price makes sense), and
competition for services.

I A critical new concept is that PSOs and Pioneer
Services should be packaged as business
opportunities involving competition, investment,
profitability, and multi-year contracts that are
output and performance based.

I IndII's team developed a step-by-step process
detailing the actions needed at each stage of the
development of a PSO/ Pioneer Service. Under the
proposed process, PSOs/ Pioneer Services will be
generated at the local or regional government level
and passed through the Ministry of Transport to the
national planning process. The role of the relevant
SOE will be as a service provider, not as the entity
setting the amount of subsidy funds provided.
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any case, the environment for either PSOs or Pioneer Services is not conducive to private sector
participation: contracts are generally limited to 12 months, so risks are too high to attract

private sector interest.

Indonesia is not alone in facing problems related to transparency and performance measures in
the implementation of PSOs and Pioneer Services; many countries experience difficulty. The
United States of America, for example, does not have totally transparent management and
neither does Australia. A report by the Organisation for Economic Co-operation and
Development, )3,%-=(13*&52#+,/4J(;3&( G3$$/"-%#,( ./"((%+,%'#2%3&4( KLtIkbrly indicates
that politicised and non-transparent decision-making in relation to PSOs is a widespread issue,
affecting the US, Canada and some member states in the European Union. Measurement of
impacts is also weak. Australia does have specific management policies in place, but the process
is still politically driven. Countries grapple with concerns over how they can allocate PSOs

without supporting monopolies on service provision by SOEs.

The Indll team is taking a practical approach to analysing PSO/ Pioneer Services. The process
begins by asking basic questions such as, “Why does Gol want to have a PSO/ Pioneer Service
policy in place?” and, “What is the definition of a PSO/ Pioneer Service?” The answers to these

questions establish the framework within which a clear policy can be developed.

The Indll team has almost completed its task, and its review of PSO/ Pioneer Services

encompasses the following features:

e The definitions of PSOs and Pioneer Services are explicitly stated in order to establish the

policy framework.

e The policy is aimed at PSO/ Pioneer Services that are funded fully or partially by the national

government.

e The ‘policy pillars’ for PSOs and Pioneer Services are: access for all, sovereign stability (i.e., the
protection of regional sovereignty and economic development), transparency, ‘gap rationali—

sation’! and competition for the provision of services.

e PSOs and Pioneer Services are treated as business concepts. Therefore, certain elements are
required: service providers should compete with each other, they should make investments in
the business, they should be able to earn a profit, and they should be able to obtain multi-year

contracts that allow them to plan and operate over a reasonable time horizon.

¢ In keeping with the business orientation, the focus is on establishing and evaluating PSOs and
Pioneer Services based on performance: choosing the provider who offers the maximum quality
and quantity of desired services in exchange for the subsidy offered. There must be a link

between expenditures and output, rather than limiting the focus to inputs.

e A clear process for managing PSOs and Pioneer Services is established.
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Embracing New Concepts

There are three new concepts in the policy approach that is being recommended. The first is the
explicit articulation within the Ministry of Transport (MoT) of the five policy pillars (access for
all, sovereign stability, transparency, gap rationalisation, and competition). These pillars are
intended to lead to specific actions, such as the establishment of a competitive market for the

tender and delivery of PSOs and Pioneer Services.

The second new concept is the recognition that providing a PSO or a Pioneer Service is a
business, and therefore government should package it as such, making it into a profitable and

attractive opportunity and demanding performance in exchange for funds provided.

Shifting to this business mindset is crucial to the practical success of the revised PSO/ Pioneer
Services policy. Two strategies underpin the development of PSOs and Pioneer Services as a
business opportunity: the use of a “Business Case” and the implementation of multi-year
contracts to attract investment and service improvement. Both the Business Case and multi-year
contracting are focused on outputs, in contrast to the input-based contracts that are typically

used at present.

lllustration 1: PSO/PS SYSTEM PROCESS
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PSO = Public Service Obligation

PS = Pioneer Service . . . .

o The Business Case is a tool for testing the economic and
MoT = Ministry of Transport

MSOE = State Ministry for State-Owned Enterprises financial viability of a PSO/ Pioneer Service. It provides

MoF = Ministry of Finance . . .
v ) the Government with information about demand,
DPR = Dewan Perwakilan Rakyat (House of

Representatives) financial and economic outcomes and the potential
SOE = State-Owned Enterprise profitability of delivering a service. It allows the
Government to be a knowledgeable purchaser of
services and to present the private sector actors with information they can use to judge the
financial viability of a business. Use of the Business Case can assist the Government to take an
objective approach to the provision of subsidised services. Instead of awarding contracts on a
historical basis, the Business Case helps Gol to pinpoint where need exists and what outputs

should be expected for what level of expenditure.

The third new concept is the development of a four-step process that spells out in detail the

actions needed at each stage of the development of a PSO/ Pioneer Service and identifies the
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parties responsible for all tasks (see Illustration 1). Two significant changes are central to the
new process. First, Pioneer Services will be generated at the local or regional government level
and then passed through MoT to the national planning process. Second, the role of the relevant
SOE is as a service provider, not as the entity setting the amount of subsidy funds provided.
Bappenas will be the overseer of the policy, while MoT will deliver the PSO/ Pioneer Service
programme and measure outputs. The benefits of this approach are that Gol can more
effectively target PSO and the Pioneer Services (because customers are better defined); there
are more opportunities to lower costs and/ or increase service standards; and performance is

measured so that appropriate programme or service delivery changes can be made.

Implementing these strategies will be a challenge. Institutional change is needed, but the single
most important aspect of a successful policy is to conceptualise PSOs and Pioneer Services as a
business, and to create an environment within which business operations will result in better
targeting and delivery of services. A five-year implementation approach is being planned, with
the hope that the outcomes that can be realised will benefit both citizens in need of affordable

transport and policy makers working toward Indonesia’s economic development. !

:1DN.J(
0:(B&(328/"(73"549(63,%-=($#2/"4(483* 5(+/(4*"/(28#2(4/"0%-14(53(&32(-342(-3&4*$/"4(,14-4(28#&(28,
#1254, =(T%, ,%&' (23(6#=9(4%&-/(28%4(T3*,5(+/(#&(%&I<<Y%-%/&2 (*4/(3<('30/"&$/&2(<*&54:
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A PROMISING CONCEPT
FOR LOCAL SERVICE DELIVERY

New organisational units at the local level for the provision of infrastructure services,
designed with a higher degree of autonomy and accountability, have the potential to
improve service provision and ensure that citizens know exactly where the fees they pay
are ending up. * By Darryl Howard

Garbage collectors along Jalan Kartini
in Jakarta. Solid waste disposal

~~ A~~~

services are a good candidate for
management by a BLUD.
G3*"2/4=(3<(2+.PBDQ(3&(%.

“Infrastructure financing” calls to mind capital expenditures for bridges, roads, airports and the
like. But it is just as much an issue in the delivery of infrastructure services. Over the years,
governments across the world have created a wide range of organisational arrangements to
provide services to their constituents — both at national and local levels. Although we could go
back hundreds of years to discover some of the earlier forms of organisations tried by
governments to provide services efficiently and accountably, a good starting point is the Next
Step Agencies launched by the Margaret Thatcher administration in the United Kingdom in 1988.

The vision driving this initiative was based on the beliefs that:

e Governments should be involved in providing services only when there are good reasons

for not using private arrangements.

e When a government role is justified, wherever possible it should operate along commercial

lines.
e Managers should be free to decide whom to hire and to set their compensation.

e Managers should have broad discretion to operate within agreed budgets.
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A Successful Approach
Under the Next Step Agencies initiative, the removal of line activities from the day-to-day activities of
governmental departments freed government officials to focus on policy development and the appraisal of

services provided by their agencies. Overall, this initiative was deemed very successful as it dramatically

raised the performance and cost
management orientation within the
many agencies carrying out govern-
ment functions. This initiative has
since been emulated by many other
governments in both developed and
developing countries. (A very compre-
hensive and interesting survey of ini-
tiatives taken in this area is provided
in the 2002 OECD document R%43"
+*2/5( )*+,%-( E30/"&#&-I( F'/&%I4
F*283"%2%/4( #&5( 128/"( E30/"&H
H35%/W:

Under this management philoso-
phy, organisational units are
created to be accountable for pro-
viding a relatively narrow range of
government services, for example
issuing drivers’ licenses, pass-
ports, or other permits. This rela-
tively narrow range of respon-
sibility is intended to allow the
unit’s efficiency to be measured
with a reasonable degree of accu-
racy and to make it possible to
hold the managers of the unit ac-

countable for the efficiency and

effectiveness of its operations.

Key Points:

I Financing is an important issue not only in the
construction of infrastructure but also the delivery of
infrastructure services. The Next Step Agencies,
launched in 1988 in the United Kingdom, of fer a service
delivery model based on the concept that service
delivery units should operate along commercial lines to
the greatest possible extent. By creating units
responsible for providing a narrow range of services for
a fee, performance measurement and accountability are
maximised, and a link is drawn for constituents between
money paid fo government and services received in
return.

I In Indonesia, agencies that are established to provide
fee-based services but are expected to require
government subsidies indefinitely are referred to as
BLU (national government-owned service companies) or
BLUD (local government-owned service companies). A
regulatory framework for the formation of BLUD units
has been developed through Law no. 1/2004 and
subsequent government regulations in 2005 and 2006.

I There are over 500 local governments in Indonesia,
and use of the BLUD model has potential to dramatically
improve their service delivery. So far, uptake has been
restrained due to lack of local knowledge of the model
and how to implement it. The Ministry of Home Affairs
is now promoting the concept, which should lead to
accelerated use of BLUDs. If practical tools and
guidance are developed and provided to local
governments, the BLUD model may impact a broad range
of basic services in the coming years.

These units charge fees for their services, but in general the fees collected are not sufficient to
fully cover their costs so they require continuing government subsidies. However, even if the
fees do not fully cover the cost of the services, making payments does have the advantage of
drawing a link for constituents between the money they pay to government and the services

they receive in return.
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Sometimes Profitable, Sometimes Not

Before going on with the discussion of such governmental service units, it is necessary to make a
basic distinction between two basic types of government commercial agencies: first,
government-owned commercial enterprises (normally companies that, even if they are not
profitable at the present time, can aspire to profitability in the future), and second,
governmental units that are created to provide fee-generating public services, but the fees
received are not enough to cover the cost of the services provided, and the units are expected to

require government subsidies indefinitely.

Indonesian examples of companies in the first category are Pertamina (the government
petroleum company) and Garuda (the government-owned airline). Companies like these could be
owned by private shareholders, but are established as government-owned commercial
enterprises because this is considered to be in the national interest. In Indonesia, such
government-owned companies are referred to as BUMN (national government-owned

enterprises) or BUMD (local government-owned enterprises).

The Transjakarta Busway and local government-owned hospitals are good examples of
companies in the second category — service companies that are expected to require government
subsidies indefinitely. Organisations that are established to provide subsidised government
services are referred to as BLU (national government-owned service companies) or BLUD (local
government-owned service companies). This article focuses on BLU and more particularly on

BLUD — government service companies owned by local governments.

Governments around the world have grappled with the issue of how to deliver services not only
efficiently, but in a manner free of corruption, especially when the entities providing the services
charge fees for them. In an effort to reduce corruption, in 1997 the Government of Indonesia
passed Law no. 20/1997, requiring any government entity receiving non-tax receipts
T6/&/"%SH#&(&/'#"#(+*?#& (6N or PNBP) to deposit these funds into a designated government
bank account as soon as possible. This made it impossible for service-providing government
entities to use the funds that they received to cover even a portion of their cost of operations.
However, seven years later Law no. 1/2004 was passed, which offered a comprehensive legal
framework for accounting for the allocation and use of state funds, opening the door the
formation of BLU units. Two subsequent regulations — Government Regulation no. 23/2005
concerning the financial management of BLU units, and Government Regulation no. 58/2005
concerning regional financial management — established a framework for the formation of BLUD
units. Subsequently, the Ministry of Home Affairs (MoHA) issued MoHA Regulation no. 61/2006,

laying out financial management technical guidance for BLUD units.

Among the other important impacts of these various regulations, they free BLU and BLUD units
from the very restrictive requirements of Law no. 20/1997 concerning the handling of non-tax

receipts. The financial management requirements established by these regulations are intended
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to provide adequate financial controls while also providing the freedom and flexibility for both

BLU and BLUD to provide services effectively and efficiently.

A Model With Potential

As there are now more than 500 local governments (provinces, regencies and cities) in
Indonesia, the use of the BLUD model has the potential to dramatically improve the delivery of
basic goods and services to their constituents. In late 2009, the Indonesia Infrastructure
Initiative (Indll) undertook a scoping study that assessed the level of uptake of the BLUD concept
to date and determined potential Indll assistance that might facilitate the uptake of the BLUD

concept.

This scoping activity determined that despite the opportunities for the BLUD model in
infrastructure service delivery the uptake had thus far been quite restrained. There are a number
of factors behind this, most notably the lack of information and understanding at the local level
regarding the BLUD model of service delivery and how best to implement it. With MoHA
providing information and leadership to promote the concept, adoption of the BLUD model is

expected to occur at an accelerated pace.

What Happens Next

What needs to be done next to move the BLUD concept forward? MoHA is taking stock of the
regulations and guidelines, and is evaluating tools such as pilots and surveys that it can
potentially use to refine its insights into the advantages of BLUDs and the difficulties associated
with organising them. Based on these activities, the next step will be to prepare materials that
local governments can use for practical guidance as they form BLUDs and to launch a
promotional programme directed at local governments to inform them about the advantages of
establishing BLUDs.

The potential to create BLUDs across Indonesia is exciting — perhaps 5,000 BLUDs (an average of
10 units per local government) or more will be formed in the next five years. The BLUD model is
applicable to a very broad range of basic services provided at the local government level that

touch all of the citizens of the country on a daily basis. !
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A NEW GENERATION OF PUBLIC
PRIVATE PARTNERSHIPS

Since the financial crisis, there has been little development of Public Private Partnership
projects to fund Indonesia’s infrastructure needs. As constraints that limited PPP
projects are being overcome, the Government of Indonesia is poised to change this
situation. e« By Mike Crosetti

(

Worldwide, power generation is an infrastructure

sector that is often a candidate for Public Private

Partnerships. G3*2/4=(3<(U#=$3&5(G(3&(<(%-?":
(

Public Private Partnership (PPP) is not new to Indonesia. In the late 1980s and early 1990s, the
Government recognised the need to leverage infrastructure investment by engaging the private
sector through PPP. By the end of 1997, Indonesia had attracted over USD 20 billion of
infrastructure investment on a PPP basis, dominated by the electricity, telecoms, and transport
sectors. However, this activity was brought to a halt by the collapse of banks and extreme
currency depreciation resulting from the Asian financial crisis, which began in the latter half of
1997.

The Asian financial crisis came and went, but Indonesia’s infrastructure investment needs have
continued to grow. The economic growth of the past several years has exacerbated the need for
infrastructure investment, and again the Government of Indonesia (Gol) is not in a position to
fund this entirely on its own. PPP clearly has a role, and Gol has a target of attracting Rp 978
trillion of private investment in infrastructure over the period 2010 to 2014. This target is about
20 times greater than the actual private investment in PPP infrastructure over the past 10 years.
With such an ambitious goal in place, it is useful to ask why the commission of new PPP projects
have been limited over the past decade despite the need for investment, and how the answers

to that question can inform strategies for the future.
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Outcomes of some pre-crisis projects have provided valuable lessons on the pitfalls of PPP. For
example, Gol and companies such as Pertamina had to pay large settlements to foreign investors and
guarantors for the cancellation of PPP projects. These experiences have made both Gol and private
investors aware of the need for a structured approach to future PPP ventures, at the same time post-
Suharto political reforms have strengthened transparency and decentralised power. For these

reasons, future PPPs will be significantly

different from the old model.

Key Points:

A structured approach to PPP relies on I Fifteen years ago, Indonesia was a leader in PPP

four building blocks for success: a legal
foundation; institutional capacity and
coordination; sound

project pre-

paration; and the availability of financ-

infrastructure among developing countries, with
billions of dollars of projects underway. The Asian
financial crisis abruptly ended that. Over the past

decade, economic growth has returned and once again

ing. These building blocks serve as the Government seeks to leverage its resources for

i structure deli th h the us PPP.
necessary conditions for PPP develop- T RS U (A CANC7 WM ELE 2

) However, only a handful of relatively small PPP
ment. Understanding how these ele- | ) -
) _ infrastructure projects have been commissioned
ments have played out in Indonesia of- . ) .
during this period.
fers guidance on how PPP can live up to

its promise in the future. I This paper assesses the reasons for the lack of

First, a Legal Foundation new projects to date and considers the implications

Before anything can happen in PPP, for the targeted scale-up of PPP investment. The

ticle concludes that the 6 nment has mad
there must be a legal foundation that articie co es That The Governme as made

progress in some areas, and should now continue the

establishes organisational roles and

creation of conducive sector policies and focus on
defines how PPP is to be implemented. ) _ o ) L
internal capacity building across line ministries and
Gol took the first step by establishing ) ) ) )
regional governments if the new generation of PPP is
the Policy Committee for Accelerating
the Provision of Infrastructure (V3$%?2/
VI+%A#?#&( )I"-I16#H2#&( )I$+#&"*&H#{
B&<"#42"*?2KKPPl) under Presidential
Regulation (PR) no. 81/2001, which was
updated by PR no. 42/2005. Also in
2005, Gol redefined the substance of PPP implementation through PR no. 67/2005, which

replaced Presidential Decree no. 7/1998. This was followed by Ministry of Finance Regulation

to move from potential to reality. This capacity
building includes formulation of procedures for
project preparation across agencies, internal
promotion of PPP, and training of officials to enhance
understanding of how PPP works.

(MFR) no. 38/2006 on risk management in infrastructure projects. Accompanying these
regulations, there has been fundamental legislative reform of virtually every major infrastructure
sector. This reform has removed state monopolies, devolved regulatory autonomy to regional
governments, and introduced competitive tendering. However, much work remains to be done
on preparation of implementing regulations, and the strengthening of institutions to perform

these functions.
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PR no. 67/2005 has been updated by PR no. 13/2010, and the Government has also recently
established infrastructure finance and guarantee companies. A useful next step would be the
update of MFR no. 38/2006 to expand the use of government guarantees, along with
implementing regulations in some sectors, and further changes in the legal basis for the

Government to acquire land.

Therefore, the first factor contributing to the limited use of PPP during the post-crisis period —
the absence of a comprehensive legal framework, both in terms of sector-specific regulation as
well as PPP more generally — has been largely redressed. Given the profound political changes
and scope of industry reform that has taken place, the amount of time this has taken is
understandable. The momentum that has been achieved in the past few years is expected to
continue, with attention to some key legal elements expected soon. In addition to further
elaboration of sector-specific regulations, an update to PMK no. 38/2006 is expected soon that
will streamline the guarantee process and expand the types of guarantees available, including

guarantees covering credit risk of state-owned off-takers.

Institutional Capacity and Coordination
Operationalising the legal foundation requires institutional capacity, and for a cross-sectoral PPP

framework, institutional coordination. Such capacity entails:

® Recognition by Government officials of the role and benefits of PPP
®* Understanding by Government officials of PPP modalities

® Clearly defined preparation processes, supporting tools and documentation within

Government
® Integration with broader Government strategy and planning efforts

Achieving institutional capacity and coordination is one of the biggest challenges for PPP
development in Indonesia today. The establishment last year of a Public Private Partnership
Central Unit (P3CU) within Bappenas is an encouraging move in that direction. But there is still a
need for Government personnel —especially in the line ministries and regional governments that
are responsible for the identification, development and supervision of PPP projects — to gain a
higher level of insight into how PPP works and the benefits it can bring. A better understanding
of these benefits will serve as an incentive for officials to pursue the unfamiliar and untested

path of PPP to meet infrastructure targets.

Moreover, even when Government officials recognise the benefits of PPP and understand
conceptually how it can be implemented, clear procedures and tools for preparing projects
within Government are still necessary. To successfully integrate PPP with broader planning
efforts and coordinate it across the various agencies involved, these needs must be addressed.

These mechanisms must address not only the identification, design and coordination of the
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physical project and selection of the PPP modality, but also the budgeting of any direct
government support and processing of government guarantees that may be necessary for

projects to proceed.

The current environment offers opportunities for Gol to draft standard operating procedures for
PPP development and implementation, and to comprehensively engage stakeholders. This kind
of engagement will ensure the feasibility and effectiveness of the resulting procedures, as well

as the acceptance and buy-in of the agencies expected to implement the procedures.

Project Preparation

The third building block for successful PPP is sound project preparation, or more specifically, the
ongoing identification and preparation of properly structured projects. This “deal flow” can be
distinguished from institutional capacity, since projects can be prepared and transactions can be
conducted with the help of outside advisers. Until now, engagement of such advisers has been
limited. Moreover, their effectiveness depends upon completion of the legal frameworks and

institutional strengthening referenced above.

In some cases Government agencies that sponsor PPP projects have not been fully aware of the
value that outside advisers can bring to structuring these projects, or they have been concerned
that a more structured approach involving engagement of advisers and full compliance with PPP
regulations would take too much time. In this respect, institutional capacity is a prerequisite for

government agencies to recognise where and when outside advisers are appropriate.

Resources are now available that Gol can utilise to enhance its PPP project preparation efforts.
The Technical Advisory Services (TAS), financed under the Asian Development Bank’s
Infrastructure Reform Sector Development Project loan, and similar assistance such as the
International Finance Corporation’s (IFC’s) advisory services for the preparation of the Central
Java Coal-Fired Power Plant, are means to ensure that there is a flow of properly structured
projects to market. Given that TAS only began full operations in 2009 and projects like the
Central Java power plant have required extended preparation as the underlying legal frameworks
and institutional coordination have been firmed up, the results are not yet evident in terms of

the award and financial close of projects.

Coupling these resources with an emphasis on greater institutional capacity within Gol will
ensure that this leads to a sustainable programme that can meet the Government’s ambitious

private investment targets, instead of just the ad hoc success of individual projects.

Availability of Financing

Successful PPP of course also depends on the availability of financing. Since few new generation
projects have reached the financing stage, there is no conclusive evidence whether financing will
be readily available for a large number of well-structured projects. Certainly the recent

establishment of the Indonesia Infrastructure Fund can help ensure the availability of financing,
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while the Indonesia Infrastructure Guarantee Fund can help mitigate risks perceived by lenders,

particularly those offshore that may be more sensitive to country risks.

Domestic banks have until now devoted only a small portion of their lending portfolios to
infrastructure. It would of course be helpful to encourage or facilitate greater domestic lending for
infrastructure, but at present there is no evidence that financing is unavailable for properly

structured projects.

In summary, while the long gestation period for enabling regulations and the delayed
engagement of project preparation advisers contributed to the slow-down of PPP in post-crisis
Indonesia, the necessary legal forms and advisory programmes are now largely in place. Whether
PPP reaches its potential now depends on the Government’s internal institutional ability to
implement and coordinate PPP activities. Recent pronouncements by the President and ministers
indicate the will to make this happen, although pronouncements alone do not guarantee success.
Formulation and implementation of specific procedures and standard operating procedures for
PPP across Government, and capacity building and promotion of PPP within line ministries and
regional governments, are the keys to future progress of a sustainable and greatly expanded PPP
programme. The Government of Indonesia now has the opportunity to ensure that PPP achieves

its potential. !
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OUTPUT-BASED GRANTS IN PERSPECTIVE

As the Government of Indonesia turns its attention to new types of mechanisms to fund
regional government investment, it is illuminating to consider the backdrop against
which these techniques are being implemented. ¢ By Maurice Gervais

Grants to localities through Indonesia’s R#&#(
F,3?#4%(V8*4sbvide only modest funding
for key infrastructure sectors such as
irrigation:(G3*"2/4=(3<(V/&5"#(3&() Y-#4#

In a relatively new trend, Indonesia is turning to output-based performance grants as a means of
providing capital investment support to regional governments. To understand why these
mechanisms offer a valuable means to effectively support infrastructure development in coming

years, it is useful to consider the backdrop against which they are being introduced.

Indonesia’s intergovernmental fiscal system is understandably a work in progress, given that the
push toward decentralisation has only occurred over the last decade. There are several key
challenges, the first of which is to directly address the expenditure needs of an increasingly large
number of regional governments. There are 512 autonomous cities and districts and 33
provinces, 225 of which have been created since 2001. Indonesia is an exceptionally diverse
country, with major variations in economic resource bases, population densities, and
infrastructure assets. There is a wide gap between the level of revenue most local governments
can generate and their budgetary needs. For the Government of Indonesia (Gol), providing all
regions with the fiscal resources they need to fund regional and local services is a major

undertaking.

Most mature federations decentralise to states/ provinces the task of providing capital grants to
communities and regulating their access to capital markets. This is not the case in Indonesia,

where the governance relationship between the central government and districts/ cities is
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direct. Perhaps by necessity, the allocation formulas that Gol uses to determine the level of

revenue sharing for individual localities provide an approximation of expenditure needs rather

than a fine-tuned approach based on specific local needs.

The vast majority (93 percent) of funding provided by Gol to localities comes in the form of uncon-

ditional grants (the DAU — Dana Alokasi Umum, or general allocation grant; shared revenues [DBH —

Dana Bagi Hasil]; and Dana Otsus — special autonomy transfers). By their nature, they do not provide Gol

control over how regions use these funds. Gol has leverage only through the DAK (Dana Alokasi Khusus,

or special allocation grant) and the requirement that regions provide 10 percent matching funds. Thus,

generally speaking Gol funding to local governments does not serve as an effective mechanism to

engage the regions in programmes driven by national priorities.

The DAK is the current means by
which Gol provides capital grants to
regions to help them fund their
investment needs. But, while DAK
education grants are quite large and
some grants for roads are signifi-
cant, the remainder are not. This in-
cludes the grants that fund key in-
frastructure sectors (such as irriga-
tion, water and sanitation). DAK in-
frastructure grants provide modest
funding, at a typical amount of Rp
2.3 billion, which barely covers rou-
tine and periodic maintenance. The
lack of large projects undertaken by

localities is a reflection of this.

DAK grants were introduced in 2003
and the amount of funding provided
through this mechanism increased
tenfold up until 2008. But recent
fiscal constraints caused by the

worldwide  economic  downturn
have arrested the rapid growth of
DAK grant funding. Since 2008, total
funding has declined in real terms,

and infrastructure’s share, which

Key Points:

I Ninety-three percent of funding from the Government of
Indonesia (GoI) to localities is in the form of unconditional
grants, which makes it difficult for GoI to use this funding as
a tool to press forward with national priorities. The current
means by which GoI provides capital grants to help regions
fund their investment needs is the DAK (Dana Alokasi Khusus,
or special allocation funds), but, with the exception of road
sector funding, the modest amount of DAK funds allocated to
infrastructure barely covers routine and periodic maintenance
and does not make it possible for localities to undertake large
projects.

I Against this backdrop, GoI has intensified its efforts to
strengthen infrastructure investment by means such as the
revitalisation of Hibah Daerah capital grants and on-lending
of funds by GoI to the regions. These two approaches are
quite different to DAK grants: they are intended fo respond
to regional proposals for investment funding; they rely on
performance-based output contracts; and they channel funds
to the regions by paying when clearly defined performance
goals are met, rather than making payments in advance. Such
output-based performance grants are a promising strategy
for GoI to achieve national infrastructure development
priorities, and they offer an official point of entry for donors
concerned with meeting specific goals and requirements. The
regulatory framework now being developed will provide a
steppingstone to the next phase of output-based grants.

had gradually declined over the years, has fallen to about 25 percent of the total.
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This is the context within which Gol has been intensifying its efforts to strengthen infrastructure
investment. Since 2005, GOI has addressed a broad range of issues, including the revitalisation of
Q%+#8( R#/"#8apital grants and on-lending of funds by the GOI to the regions. These two
approaches are quite different to DAK grants: they are intended to respond to regional proposals
for investment funding; they rely on performance-based output contracts; and they channel
funds to the regions by transferring funds after clearly defined performance standards are met,

rather than making payments in advance.

Hibah grants and on-lending arrangements are promising strategies for Gol, and they offer
excellent opportunities for donors. They can serve as an official point of entry for donors who
are willing to provide investment support to the regions in a manner that is both consistent with
the Jakarta Commitment® and that establishes required outputs. The DAK system does not offer
the same opportunities: donor resources made available through DAK must be fully fungible, and

Gol cannot supervise the implementation of programmes supported by DAK funds.

Concurrently with the increased focus on Hibah grants and on-lending arrangements, Gol is in
the process of revising three Government Regulations (Peraturan Pemerinah) — GR no. 2/2005,
GR no. 54/2005 and GR no. 57/2005 — as part of a total package that accommodates the entry of
donor funding into the budget process and improves the legal framework for on-lending and on-
granting of funds by Gol. Indll is now supporting this effort by helping to design an effective
Hibah capital grant system. Most of the key components have been defined in the draft

regulation and provide a steppingstone to the next phase of output-based grants. !

NOTES

1. The Jakarta Commitment is an agreement signed by the Government of Indonesia and 22
countries and multilateral donor agencies. It states that signatories will follow the Paris
Declaration on Aid Effectiveness, which is intended to improve the effectiveness of foreign
grants and loans. The central tenet of the Commitment is the affirmation of Indonesian

ownership of all aid initiatives.
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focused on decentralised governance.
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NEW ROADS BRING NEW OPPORTUNITIES
TO EASTERN INDONESIA

Better roads benefit the whole community. A loan from Australia to improve the
national road network will help promote long-term economic and social development in
Eastern Indonesia. ¢ By Hugh Brown

EINRIP in action in Sumbawa.
G3*"2/4=(3<(D/*8(U%=3&
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The Australian Government’s AUS 300 million loan for major road and bridge improvement in
Eastern Indonesia (the Eastern Indonesia National Road Improvement Project, or EINRIP) is the
larger of the only two loans ever made by Australia. It is intended to promote economic and
social development in Indonesia’s least developed region, one that has special significance for

Australia.

AusAID and the Directorate General of Highways have worked in close partnership since 2006 to

prepare the EINRIP programme, which will include 20 major construction projects in nine
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provinces. The first projects started in 2009, and the programme is expected to be completed in
2013. The roads are being built to last; EINRIP support is also directed towards improving work
practices and fostering the development of a culture that insists on quality and emphasises the

need ‘to do the job properly’.

The goal of EINRIP is not simply to construct and improve roads, but to create roadways that will

produce economic and social benefits for entire communities over the long term.

Improved road safety is a key component of EINRIP. Accident rates on the existing Tohpati —
Kusamba road in Bali average one fatality per kilometre per year; thus the new 20 kilometres of

roadway that EINRIP is constructing there has the potential to save as many as 20 lives annually.

Improved roads create economic benefits in a number of ways. Reduced travel time and cost on
long-haul national road corridors directly promotes economic growth, and improves access to
central administrative, social and market facilities and opportunities. Improved roads help break
down the monopsonistic practices of buyers for agricultural products, resulting in increased
farm-gate prices (prices received by the farmers who produce the goods). And improved road
building practices and strengthened supervision lengthen asset life, helping road budgets go

further, and supporting further road improvements.

Indonesia faces a significant challenge to maintain and expand its road network to keep pace
with regional development needs. Australia’s support for capital investment and capacity
building makes an important contribution to this task, and greatly strengthens the partnership

that is the cornerstone of our bilateral programme. !

About the author:
Hugh Brown heads the EINRIP Monitoring Unit at AusAID Jakarta.
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THE EXPERT VIEW

The Question: “What can be done in Indonesia so that

infrastructure financing mechanisms can be exploited more fully?”

Reydonnyzar Moenek

Director for Regional Revenue and Investment Administration, Ministry of Home Affairs

“There are many opportunities for providing basic services to the public through BLUD
[Badan Layanan Umum Daerah, or Regional Public Service Agencies] that can be initiated
by local governments. Some good examples are the management of solid waste final
disposal sites, bus services, hospitals or even liquid waste treatment facilities. In fulfilling
the potential of BLUD, we face the classic challenges, including planning, imple-
mentation, and monitoring and evaluation. But attention also needs to focus on
establishing the legal basis (which doesn’t exist yet) for an activity that spreads across
more than one city or kabupaten. A solid waste final disposal site located on the border

of two towns is a good example of this.”

" Yadi J. Ruchandi, CFA

Chief Operating Officer, Indonesia Infrastructure Guarantee Fund (IIGF)
PT. Penjaminan Infrastruktur Indonesia (Persero)

“Public funding alone is not enough to fill the financing gap in infrastructure. There is a
need for market-orientated infrastructure financing policies based on international best
practice, tailored to the Indonesian context. The Government of Indonesia has made
some progress in the area of infrastructure Public Private partnerships (PPPs), including
establishing a supportive regulatory and institutional framework, and pursuing several
PPP transactions. More attention must be focused on strengthening the project
preparation process, placing a greater reliance on external advisers, and improving the
quality of feasibility studies, as well as developing the Indonesia Infrastructure Financing
Facility to mobilise long-term local currency funds to finance infrastructure PPPs. Since
infrastructure PPPs in Indonesia are still considered high-risk investments, the Indonesia
Infrastructure Guarantee Fund (IIGF) is designed to improve the quality of infrastructure

PPPs. Guarantees provided by IIGF will focus specifically on pre-construction,
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construction and/ or operating risks associated with government actions (such as
allocation of land and issuance of permits and licenses), and facilitate the engagement of

private investors in project preparation.”

" Yuniar Affandi

Director for General Affairs
PDAM (Local government-owned water supply enterprise), Lombok Timur, West Nusa Tenggara
Direktur Umum, PDAM Lombok Timur, Nusa Tenggara Barat

“Local governments will benefit from a clear central government policy on the position of
local water companies (PDAMs). This national policy will then become an umbrella for
local policy. For PDAMs, a balance between a social and commercial mission is ideal.
PDAMs will always have difficulty expanding and upgrading operations if they are only
positioned as a social entity. The public needs to understand the PDAMs must be in a

healthy financial condition if they are to meet minimum service standards.

PDAMs in rural or remote cities find it difficult to access commercial loans from banks to
expand their infrastructure development, since most of them have unhealthy financial
ratings. Aside from enhancing opportunities for PDAMs to access commercial credit,
financing support from the national budget (APBN) and grants from donor organisations
are essential in the future. With assistance from Indll, our own PDAM has developed a
sound Business Plan, and we are now moving towards obtaining a commercial loan from

a state-owned bank.”
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Outcomes:

Connecting People With Water

The Indonesia Infrastructure Initiative (Indll) is assisting 20 district water companies (PDAMs) to
strengthen their operations so that they can access commercial credit. The PDAMs are creating
five-year comprehensive business plans, annual reports, standardised financial reporting, cost
recovery tariffs and good corporate governance regimes. Their goal is to be able to apply to the
Ministry of Finance (MoF) under Presidential Regulation no. 29/2009 for financial support to

facilitate borrowings from national commercial banks.

Three PDAMs — Kabupaten Lombok Timur, Kabupaten Tasikmalaya and Kabupaten Kudus — have
now completed the process and submitted their applications to MoF. Loan proceeds will be used
to provide an estimated 88,000 new household water connections which will deliver reliable and

good quality water supplies to an additional 440,000 people.

IN OUR NEXT [SSUE: EXPANDING ACCESS TO WATER

With the advent of regional autonomy legislation, Indonesian investment in urban water supply
infrastructure decreased substantially, at the same time local governments were reluctant to
invest in their own water companies. This resulted in a considerable slowdown in the expansion
of municipal water supplies and a decrease in the percent of the urban population served by
piped water. The Government of Indonesia has made a clear commitment to changing this
situation, and is pursuing a four-pronged strategy for public investment in water supply that
includes tariff reform, debt restructuring, a central government loan guarantee and interest
subsidy scheme, and the output-based grant scheme Water Hibah (for general information about
Hibah grants, see page 17 of this issue). The Australian Government is supporting Gol’s efforts
through its Water and Sanitation Initiative, which is being administered by the Indonesia
Infrastructure Initiative. The October 2010 issue of Prakarsa will examine key aspects of water
provision challenges, including the progress being made to strengthen the operations of local

water companies and how the use of WSI funds is being optimised.



