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Foreword

This case study is one of six evaluations of the implementation of the
World Bank’s 1991 Forest Strategy. This and the other cases (Brazil,
Cameroon, China, Costa Rica, and India) complement a review of the
entire set of lending and nonlending activities of the World Bank Group
(IBRD, IDA, IFC, and MIGA) and the Global Environment Facility (GEF)
that are pertinent to the Bank Group’s implementation of the forest
strategy. Together these constitute inputs into a World Bank Opera-
tions Evaluation Department (OED) synthesis report entitled The World
Bank’s 1991 Forest Strategy and Its Implementation. This forest strat-
egy evaluation was carried out under the overall direction of Uma Lele.

The purpose of each of the six country studies has been to under-
stand the implementation of the 1991 Forest Strategy in Bank opera-
tions and to obtain the views of the various stakeholders in the country
about the involvement of the Bank. In doing so, the study team has not
only examined the Bank’s forest program but also endeavored to place
the Bank’s activities in the broader context of what the country and
other donors have been doing in the forest sector. Therefore, each coun-
try study examined the overall development of the country’s forest sec-
tor. While this naturally includes environmental impacts on forests, such
as degradation, biodiversity loss, and deforestation, it also encompasses
the economic uses of forests, including the management of forest re-
sources for production, the role of forest development in poverty alle-
viation, and the impacts of forest research and development.

vii
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The evaluation of the Bank’s performance in these studies, as always
in OED studies, seeks to judge whether the Bank has ““done the right
things” and ““done things right.”” Here, OED also seeks to judge whether
the Bank has lived up to the commitments made in its 1991 Forest Strat-
egy. The case studies do this by examining how the Bank, using the
various lending and nonlending instruments at its command, has inter-
acted with the sector’s development processes, with other donors, and
with the broader government objectives of economic growth, poverty
alleviation, and environmental sustainability. Thus, the studies focus
on policy in the post-1991 period, but they also recognize that the Bank
does not operate in isolation from its historical interactions with a coun-
try and its needs. These interactions include the Country Assistance
Strategies or their predecessors, Economic and Sector Work, as well as
all investments in all sectors and all policy dialogue that is pertinent to
the Bank’s actions and their outcomes in the forest sector. Together,
these activities constitute the Bank’s implementation of its forest strat-
egy in a country.

The important questions these country studies address are as follows:
* How have the forces of development effected change in the

country’s forest sector?

« Did the Bank’s 1991 Forest Strategy make a difference to its forest
strategy in the country, or was this strategy largely a result of the
Bank’s historical relationship with the country, the needs articu-
lated by the government, or a combination of both?

« Regardless of how the Bank’s forest sector strategy evolved, how
consistent was it with the Bank’s 1991 Forest Strategy?

« How consistent was the country’s own forest policy/strategy with
the Bank’s 1991 Forest Strategy?

* Was the Bank’s overall and forest sector strategy in the country
relevant to the country’s needs in the forest sector, as identified by
the country?

« Were the Bank’s overall and forest sector activities effective from
the viewpoint of the intentions of its 1991 Forest Strategy?

« Were the Bank’s activities efficient?

< Did the Bank’s activities achieve policy and institutional develop-
ment pertinent to forest sector management?

« Are the Bank’s impacts likely to be sustainable?



Foreword

 What impact has the Bank’s overall and forest sector strategy for
the country had on forest cover and quality, poverty alleviation,
and other key issues? What are the prospects for future Bank-
country interactions in the forest sector, and for outcomes in the
sector?

Gregory Ingram

Director

Operations Evaluation Department
The World Bank

Director-General, Operations Evaluation Department: Mr. Robert Picciotto
Director, Operations Evaluation Department: Mr. Gregory Ingram
Task Manager: Ms. Uma Lele
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Summary

Indonesia is endowed with the second largest expanse of tropical
moist forests in the world. Officially, about 78 percent of its land mass,
or 147 million of its 189 million hectares, is classified as forestland.
The actual extent of forest cover remaining is not known for lack of
reliable data, but is believed to be somewhere between 92 and 112 mil-
lion hectares. These forests are important to Indonesia for their eco-
nomic and social significance and to the global community for their
biodiversity and as a carbon sink. With an abundant endowment, it is
inevitable that some deforestation will occur in the pursuit of economic
development. However, a distinction needs to be maintained between the
uses of forest resources for justifiable development goals that are envi-
ronmentally sustainable and socially equitable and the uses that are not.

The Government of Indonesia has exploited its natural resources in
an export-led development strategy, which has resulted in a sustained
and rapid rate of economic expansion lasting nearly three decades. The
success in growth until the 1997 financial crises had also been accom-
panied by an impressive reduction of poverty from 60 percent to 11
percent of the population between 1970 and 1996. Despite these suc-
cesses, however, some fundamental structural weaknesses have persisted
as noted by OED’s Country Assistance Review. These include a weak
financial sector, a fragile social sector and governance, and corruption.
In few sectors are these issues more relevant than in the forest sector.
The financial crisis and the environmentally devastating forest fires of
1997/98 have amply demonstrated the impact of these weaknesses.
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Forests and the Forest Sector

Forests have been an important contributor to growth, establishing
Indonesia as a world leader in the export of tropical forest products.
The gains in economic growth, however, have come at a significant en-
vironmental cost: sustained and rapid destruction of the natural for-
ests. According to recent research, the annual rate of deforestation has
now reached unprecedented levels of over 1.5 million hectares per year.
A major source of deforestation has been large-scale commercial inter-
ests. Not only has the use of forest resources been unsustainable, the
distribution of the benefits has been highly inequitable. Since the incep-
tion of the New Order Regime in 1967, the Indonesian forest policy has
subordinated the traditional rights of indigenous forest dwellers and
communities dependent on forests for their livelihoods. The denial of
access to forest resources has resulted in conflict and created one of the
most serious social problems facing Indonesia at present.

Commercial logging has played a leading role in deforestation and
forest degradation in Indonesia. The forest extraction activities and wood
processing industries have been dominated by the same few conglomer-
ates. Timber concessions have been used for political patronage. The
industrial interests, in particular the APKINDO plywood marketing
cartel, have had a major influence over the policy and governance in the
sector. Forest products were dominated by raw timber exports until the
early 1980s. Since then, the dominant industry has been plywood. The
market structure is rapidly shifting toward the pulp and paper industry.
The government has actively promoted downstream or "'value-added"
processing industry since the early 1980s through a set of incentives
that generated large economic rents for the license holders. Underpriced
logs, low rent capture, and an officially sanctioned aggressive market-
ing cartel have made Indonesia a world leader in tropical plywood. The
bulk of pulp and paper output has so far been marketed domestically,
but exports are growing at a rapid pace. At the same time, rules and
regulations have been poorly enforced, leading to degradation and de-
forestation of forest areas.

Timber and tree-crop plantations have grown rapidly since the early
1980s. Timber plantation concessions have been promoted by the gov-
ernment, through subsidies and preferential regulations, in anticipation
of the growing demand for industrial wood, primarily for the pulp and
paper industry. However, because of inappropriate incentives (subsi-
dies, permission to clear cut logged-over forests, and unattractiveness
of the long-term investment in timber because of low log prices and
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pervasive illegal logging) natural forests have been degraded, while the
area actually planted has been well below the area allocated. At the
same time, significant investments have been made in pulp and paper
industrial capacity, which has significantly increased the demand on
natural forests to meet their growing raw material requirements. The
growth of tree-crop plantations has also been rapid, particularly for oil
palm, in response to strong financial incentives. These trends have added
substantial pressures on the forests, and the incentives have increased
in the aftermath of the recent financial crisis.

The sector is plagued by governance problems, which have made the
official forest policy de facto ineffective. This is well demonstrated by
the events following the 1997/98 forest fires. Of the 176 companies
found responsible for starting the fires to clear land for plantations,
including 133 oil palm companies, virtually no action has been taken
against any company. lllegal logging is pervasive. Almost all domestic
consumption of logs is currently met from illegal logging, with official
concessions accounting only for processed exports. The lack of imple-
mentation of rules and regulations governing concession contracts pro-
vides a strong incentive for the concession holders not to adopt sustain-
able practices. Poor enforcement of laws, often in collusion with offi-
cials, has resulted in illegal logging levels that now equal legal logging.
The timber plantation concession system is ironically leading to degra-
dation of forest areas rather than regenerating them, while unclear and
overlapping forest boundaries have resulted in granting concessions and
conversion rights in areas meant to be protected and conserved.

Community participation in forest management is just starting, and
new approaches are being experimented with. Recent experience in In-
donesia is similar to the OED case studies on Brazil and China, that
devolution and decentralization by themselves are no guarantee for re-
ducing the rate of deforestation. Some form of resource transfer or com-
pensation may well be needed to induce local communities and regional
governments to retain their forests intact. Certification of wood prod-
ucts is also in very early stages, but it is unlikely to be very effective in
the near future for lack of institutional capacity and outstanding gover-
nance issues.

The Bank’s Involvement

The Bank’s 1991 Forest Strategy stressed a multisectoral approach.
Although the involvement of the Bank in the forest sector has a rela-
tively short history, starting in 1988, the impact of Bank projects dates
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back much farther. Accordingly, this review has looked at the Bank’s
projects in the forest sector, as well as projects with forest sector com-
ponents, projects with potential impacts on forests, and the Bank’s non-
lending services.

The Bank’s overall assistance strategy in the pre-1991 period was
very much focused on economic growth, population growth, and pov-
erty reduction. Even though the Bank had a forest sector policy, the
impact of macroeconomic policies or the cross-sectoral impacts of other
policies, such as agricultural policy, were rarely considered. For example,
as part of a well-developed and highly successful poverty reduction strat-
egy, Bank financing of the transmigration program rarely considered its
impact on the forests or the indigenous peoples. The rationale for this
policy was poverty reduction for Java, but serious social conflicts be-
tween the transmigrants and the poor Indonesian in the outer islands
were not anticipated. This reflected the general lack of attention to these
issues at the time, but as past OED reviews of the transmigration pro-
grams have pointed out, these programs have had serious and probably
irreversible impacts on the forests and indigenous people.

After 1991, the Bank had a reasonably well developed sectoral strat-
egy, calling for wide ranging reforms in the forest sector. However, even
though environmental concerns were raised in the in the Bank’s Coun-
try Assistance Strategy (CAS), forest sector issues were ignored until
1995. The Bank was reluctant to pursue the sensitive issues of policy
and institutional reform in the forest sector until the financial crisis,
with the country department not willing to jeopardize its country rela-
tions. Cross-sectoral impacts continue to be a problem, as does the fail-
ure to adequately integrate the forest dwelling poor fully into the Bank’s
poverty reduction strategy and CAS.

Even the relatively brief history of the Bank’s involvement in the for-
est sector has three distinct phases: the lending phase (1988-94); the
no-lending phase (1995-97); and the adjustment lending phase (1997
onwards). In the late 1980s, the Bank financed two forest sector projects
in Indonesia. In the post-1991 period, the Bank has financed a conser-
vation project jointly with the Global Environment Facility (GEF), tree-
planting components in six other projects, and economic and sector
work. The two forest projects were approved in 1988 and 1990 and
were designhed to complement each other. The projects were aimed at
institutional development and sectoral capacity building for the long-
term management of forest resources, and to reduce the pace of defor-

XViii



Summary

estation. In their intent and their design, although conceived earlier,
both were consistent with the objectives of the Bank’s 1991 Forest Strat-
egy in their focus on institutional development and sectoral capacity
building, conservation, and sustainable management of forest resources.

The respective project completion reports judged both projects to
have successfully met narrowly defined objectives. In hindsight, how-
ever, the outcomes for sectoral planning and management of forest re-
sources are questionable. The experience from the two projects was
consistent with the experience that the Bank had with the Ministry of
Forestry and Estate Crops (MOFEC) in the context of its policy dia-
logue. The key issues were a lack of MOFEC commitment to imple-
ment project initiatives and to carry out the institutional and policy
reforms suggested by the Bank as part of a long-term development strat-
egy for the forest sector. Two key components of the second project
were dropped: the implementation of the concession management com-
ponent and the construction of a research facility on the island of Irian
Jaya, and over 50 percent of the loan was cancelled. In addition, MOFEC
also cancelled a substantial proportion of the forest component of an-
other project, and terminated the preparation of a larger third forest
sector project, which was intended as part of a long-term involvement
in the sector.

These actions marked the breakdown of sectoral dialogue between
the Bank and MOFEC, starting in 1994. While the reason given by the
government for terminating the lending program was its desire to re-
place loan funds by grants, the real reason appears to have been
MOFEC'’s dissatisfaction with the Bank’s forthright economic and sec-
tor report discussed with the government in 1993. The report called for
far-reaching policy and institutional reforms. Although discussed with
the government, the Bank did not officially issue the report. Neverthe-
less, the report detailed a number of key issues, and provided a reason-
ably comprehensive strategy to deal with the forest sector. It noted the
tradeoff between development and conservation objectives, the politi-
cal nature of the demarcation of forest boundaries, and the need to
bring production forestry under control to ensure the sustainability of
the forest resources. It recognized the issues of illegal logging, problems
in implementation of laws and regulations, and the need to develop
institutional capacity. The main proposals put forward in that report
have been the basis for the Bank’s subsequent policy dialogue.
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Policy Advice

The focus of the Bank’s reform proposals has been on economic effi-
ciency, appropriate pricing of natural resources, equity, and environ-
mental sustainability. The key elements of the reforms recommended
by the Bank have been the removal of policy distortions and the provi-
sion of incentives to promote investments for better management of
forest resources (for timber concessions and plantations). The reforms
also sought to bring transparency and competitiveness in the timber
and processing industries, which would reduce the economic rents flow-
ing to the integrated conglomerates. To improve implementation and
management, and overcome the constraints imposed by poor gover-
nance and corruption, the Bank strategy called for greater participation
of local communities in the management and the protection of forest
resources, as a precursor to the satisfactory resolution of titling and
user rights issues. It proposed a consultative process to resolve tenurial
conflicts and a greater role and improved incentives to provincial and
local governments for managing, regenerating, and protecting forests
in their jurisdiction. Many of these proposals were unacceptable to
MOFEC. As a consequence, the government effectively kept the Bank
out of the sector, and no progress was made even on policy dialogue
between 1995 and 1998.

While some of the reform proposals have been controversial, the
overall strategic direction of the Bank’s sectoral advice, from the stress
on economic efficiency and incentives for sustainable forest manage-
ment to community participation and administrative decentralization
for improved governance, appears to have been in the right directions.
However, three issues need to be noted about the economic and sector
work (ESW) underpinning the Bank's policy advice. These relate to the
forest sector in general and to the Bank’s 1991 Forest Strategy. The
forest dwellers and others dependent on forests for their livelihoods are
among the poorest groups. Yet the link of the forest sector issues im-
pacting on the poor to the Bank’s CAS or overall macro-policy dialogue
with the government has not been adequately established. Nor, as noted
earlier, have the forest-dependent poor been fully integrated into the
Bank’s poverty reduction strategy. The forest sector issues have gained
much prominence in the past two years in the context of adjustment
lending, but that has been essentially because of environmental con-
cerns and implications for the sustainability of long-term growth.

The second issue is that cross-sectoral impacts have been inadequately
considered in the Bank’s ESW or CAS. The impact of agricultural in-
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centives has not been considered either in the agricultural or forestry
ESW. Nor has linkage been emphasized between economic growth, pov-
erty alleviation, and the unsustainable exploitation of natural capital.
For example, in the drive for diversification of exports, no effort has
been expended in linking the government’s policy of promoting growth
in the capacity of various processing industries to the demand pressures
they place on forests. As a result, the quality of growth has rarely been
questioned in terms of its impact on forests or forest dwelling people.
The manner in which the exploitation has taken place has not only
been inequitable, but has also compromised the long-term sustainability
of the economic growth based on natural capital.

The third issue is that of the economic viability of sustainable forest
management, and more important, the competitiveness of sustainable
forest management (SFM) vis-a-vis other uses of land. Considering that
the Bank’s advice has focused on SFM as its objective, the Bank has
spent relatively little effort on establishing the validity of the underlying
assumptions. This issue, however, is part of a more generic issue that
has to do with the Bank’s investment in ESW. In the Indonesian case,
since 1993, the Bank has invested no resources in ESW. And while Bank
staff have kept in touch with some of the emerging issues in the sector,
they have not had the necessary resources to carry out an in-depth analy-
sis of the sector and emerging trends to better inform their policy ad-
vice, for example in developing the conditionality for the adjustment
lending operations.

Adjustment Lending

The adjustment lending operations following the 1997 financial cri-
sis gave the Bank an opportunity to re-engage in the forest sector. With
an increase in its leverage, the Bank has sought to resolve some
longstanding issues by including conditionalities tied to changes in some
forest sector policies. The first such opportunity arose in January 1998
when, at the last minute, the IMF requested the Bank for forest-related
conditions to be included in its reform package to Indonesia. In part,
the intent of including these reforms was to increase the government
revenues and increase exports, but it was also to address issues of sectoral
governance, competitiveness, and environmental impacts.

Few specific conditions could be realistically included in an already
long list of conditions and, given the emergency nature of the situation,
there was no time for stakeholder consultations. The Bank opted for
some "'stroke of the pen" policy and regulatory reforms, which it con-
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sidered had a reasonable chance of being implemented and sustained.
These initial conditions were, however, considered by the Bank to be
part of a longer-term phased reform program. The initial IMF loan has
been followed since by two policy reform support loans (PRSLs). The
current Bank strategy for reforms is based on a transparent and broad-
based consultative process, which is necessarily time consuming but
critically necessary to address some of the complex social issues that are
central to the forest sector in Indonesia.

Although the reforms have been agreed to by the government, in-
cluding MOFEC, and several changes in the rules, laws, and regula-
tions have been promulgated, the implementation of the reforms has so
far been poor. In some instances, the reforms have been resisted by
MOFEC, the agency responsible for implementation, either by not imple-
menting the agreed reforms, or by taking counteractive measures to
reduce the impact of the stated reforms. This reflects a critical problem
with the ownership and commitment to reforms. Many of the reforms
require strong political will to be effective. So far, this has been lacking.

Other important issues are also likely to forestall the achievement of
the objectives of the forest sector reforms. The most significant of these
is the persistence of governance problems and corruption. Where regu-
lations are not enforced or have little meaning, it is unlikely that any
measure to control the destruction of forests is likely to succeed. The
second, related issue is the sequencing of reforms. While the stroke of
the pen type reforms can be decreed, the effectiveness of a number of
such reforms depends on institutional capacity to implement and en-
force the regulations, which takes considerable time to develop. Thus,
in the short run many of the reforms are unlikely to be effective.

These issues have led to criticism of the Bank’s approach of focusing
only on using various measures to bring the supply side under control
and promote sustainable production. In the current legal and regula-
tory environment, these supply-side measures are likely to meet with
limited success. In the short run, because of sequencing problems, there
is a risk of adding to pressures on forests in the light of strong vested
interests and economic incentives to deforest. An alternative strategy
for the short run could have been to include measures to control the
demand for forest products more directly. For example, slowing down
the excessive capacity generation in the pulp and paper industry, or a
judicious use of taxes and subsidies on finished forest products may be
more effective until such time as the broader policy and governance
issues are resolved.
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Even in the long run, with adequate attention to the social equity
and property rights issues, given the significant costs of regulating vast
areas of forests, it is not clear that the local and regional governments
would have the incentive to stop the conversion of forest lands to more
financially attractive uses. The solution in many instances is likely to
involve compensation to the local governments and communities to re-
tain the natural forests intact.

One process-related lesson emerging from the Bank’s adjustment lend-
ing experience in Indonesia is the problem of the Bank’s credibility. There
is a lack of awareness of how adjustment lending works, what the in-
tended reform objectives are, and the details of the Bank’s proposed
reforms among many civil society groups, stakeholders, and observers
(internal and external). This has resulted in a significant amount of
criticism of the reforms included in the initial IMF loan—and even ques-
tioning of the Bank’s intentions and integrity—even though many crit-
ics would agree with the intended objectives and have called for some
of the same reforms. This reflects the lack of consultations and inad-
equate awareness-building to establish the support for the reforms from
key stakeholders. The Bank has responded by adopting a more compre-
hensive program of outreach and stakeholder consultations in the de-
velopment of the PRSL and a longer-term strategy for the development
of the sector.

More generally, however, the Bank has invested little by way of do-
mestic constituency building for its reform proposals. Even now, sev-
eral observers are unaware of the Bank’s phased approach to reforms
or the rationale behind the specific recommendations. The problem
appears to be a failure to properly disseminate the Bank’s ESW and
strategy. These processes are time consuming and resource intensive,
and the Bank has not invested adequately in such activities.

Despite the remaining gaps in the Bank’s structural adjustment pro-
gram whose success remains to be seen, the Bank has succeeded in put-
ting the forest sector high on the agenda for economic reform in Indo-
nesia. It has generated a significant amount of awareness and debate,
and helped make policy decision making more participatory and con-
sultative than ever before.

Findings and Lessons

In terms of the results in the forest sector, the outcome is rated as
highly unsatisfactory. The rapid pace of deforestation and the highly
inequitable distribution of the benefits have contributed to significant
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negative environmental and social impacts. Could this outcome have
been avoided? Without evidence to the contrary, this question is diffi-
cult to answer. However, considering that Indonesia has made commit-
ments at the highest levels of the government to maintaining a substan-
tial level of forest cover, it is possible that with appropriate policies and
the political will to implement its existing rules and regulations, the
Indonesian forests could have been managed more sustainably.

In terms of the implementation of the Bank’s 1991 Forest Strategy,
this review concludes that it has been partially implemented, with some
important gaps in the approach adopted. The intent of the Bank’s sectoral
policy dialogue has been clear and consistent with one of the two key
objectives of the 1991 strategy, namely to reduce the pace of deforesta-
tion and focus on policy and institutional reforms. It has maintained a
tough stance on policy and institutional reform. It also pursued a con-
servation agenda, albeit in a piecemeal fashion. As to the second objec-
tive, the Bank pursued tree planting through components in a number
of non-forest projects.

An important shortcoming in the Bank’s approach has been its fail-
ure to adopt a truly multisectoral approach, and its ignoring the impact
of policies—especially the macroeconomic and pricing policies—out-
side the forest sector. The Bank’s CAS and poverty strategy have not
fully integrated the forest poor in any substantive way. More impor-
tantly, until recently, the Bank had downplayed the importance of the
sector in its overall policy dialogue, which sent mixed signals to the
government and considerably reduced the impact of sector policy dia-
logue.

Nevertheless, the Bank did implement many aspects of the 1991 For-
est Strategy, but was unable to influence the highly unsatisfactory out-
come in the forest sector. As a result of staying out of the sector, the
Bank was unable to influence the outcomes. It had few counterparts in
the Ministry (the exception being the Parks and Protected Areas sec-
tion) to interact with on a regular basis. It also did not undertake any
stakeholder analysis to prioritize the reforms, and was also unable to
better prepare itself in the light of the latest developments in the sector.
As a result, the sequencing and targeting appropriate policy reforms
were not as good as they could have been. Nor was it able to build a
platform and momentum for reform by reaching out to reform-minded
stakeholders.

In terms of standard OED methodology, the outcome of the Bank’s
assistance to Indonesia in the forest sector is considered in terms of its
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relevance, efficacy, and efficiency. To evaluate the Bank’s involvement,
it is necessary to distinguish between the pre- and post-1997 periods.
The post-1997 involvement has been in the form of structural adjust-
ment loans, which are still being implemented. It is too early to evaluate
the outcome of this program. In terms of the quality at entry, after the
initial IMF loan conditionalities, the Bank approach has improved con-
siderably, and is considered satisfactory. For the pre-1997 period, the
relevance of the Bank’s assistance is considered satisfactory. In the post
1991 period, the Bank’s policy advice and its limited involvement in
tree planting and conservation activities was consistent with the Bank’s
sectoral objectives, the country’s stated objectives of sustainable envi-
ronmental management and conservation, and the 1991 strategy. Since
the Bank was unable to achieve its objectives, the continued rapid pace
of deforestation and lack of progress on institutional or policy reform,
the efficacy of the Bank’s assistance is rated as negligible. Efficiency is
also rated as negligible. Overall, thus the outcome is rated as highly
unsatisfactory.

The institutional development impact has been negligible.
Sustainability of the achievements before the financial crises is not ap-
plicable since little was achieved, but the sustainability of the reforms
pursued in the adjustment lending operations is at this time uncertain.

The Bank’s performance is considered at two levels. At the sectoral
level, the Bank’s performance has been satisfactory. It engaged the gov-
ernment in a serious policy dialogue and maintained its policy position.
At the aggregate or country level, however, the Bank’s performance was
unsatisfactory until 1997. The Bank’s country department failed to pur-
sue key issues in an economically, environmentally and socially impor-
tant sector. This diluted the impact of the Bank’s sectoral policy dia-
logue. Overall, the Bank’s performance is rated as marginally satisfac-
tory.

Borrower performance is rated as highly unsatisfactory. The Gov-
ernment of Indonesia has failed to pursue its own stated objectives and
commitments, and the MOFEC has been unable and unwilling to con-
trol the destruction of Indonesian forests.

Lessons and Implications for the Future

As Indonesia and the Bank look to the future, the recent economic
and political events provide a unique opportunity to pursue critical re-
forms. Some changes are already underway, of which the decentraliza-
tion law and the adoption of a more consultative process for policy
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formulation and dialogue offer much promise. The process, however,
has so far been less transparent than desired and the changes fall short
of expectations.

There are important lessons to be drawn from the collective experi-
ence of the countries that OED has studied. One is that institutional
change is slow and requires years of sustained partnership, working
side by side with partners and stakeholders interested in change. In In-
donesia, as in other countries’ forest ministries, reform-minded younger
officials are keen to break with the status quo and to work with civil
society to foster change.

This partnership, however, requires important steps by Indonesia. In
a transparent and participatory manner, it needs to develop a clear for-
est policy and operational framework that reflects the current realities
in the sector and can effectively contribute to the objectives of environ-
mental sustainability and equitable growth. More importantly, it needs
to develop an effective system that is non-discriminatory in enforcing
rules and regulations. It is necessary to have a framework in which
external partners such as the Bank and other donors can effectively
operate and contribute.

The Bank in turn needs to make an important industry such as for-
estry an integral part of its CAS, adopting a genuinely multisectoral
approach. The new Comprehensive Development Framework enables
the Bank to transcend its earlier narrow focus on maintaining a lending
program. However, within the framework of a new and transparent
forest policy in Indonesia, this entails a long-term commitment on the
part of the Bank, with adequate resources for economic and sector work;
developing partnerships with reform minded institutions in the civil
society and among donors; a proactive and constructive engagement of
the private sector; maintaining an open and consultative policy dia-
logue; and developing a healthy mix of innovative instruments.
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Introduction

This case study is one of six such in-depth supporting studies for an
Operations Evaluation Department (OED) review of the implementa-
tion of the World Bank’s 1991 Forest Strategy (see boxes 1.1 and 1.2).
Indonesia is important to this review for several reasons. First, Indone-
sia is one of the 20 countries with the most threatened tropical moist
forests identified by the 1991 strategy. Its forest endowment, the sec-
ond-largest expanse of tropical moist forests in the world, or 10 percent
of the total (Sunderlin and Resosudarmo 1996), includes some of the
world’s most species-rich ecosystems. Second, forest resources have made
a significant contribution to the Indonesian economy, but the environ-
mental and social impacts have raised a number of concerns both in
Indonesia and globally. Third, Indonesia is one of the Bank’s largest
borrowers, having received a total of about US$11 billion between 1992
and 1999. However, the Bank’s influence on the outcomes in the forest
sector has been negligible. The Bank has approved no new direct lend-
ing to the forest sector since 1991 as a consequence of an uneasy rela-
tionship between the Bank and the Ministry of Forestry and Estate Crops
(MOFEC),! primarily because of the Bank’s insistence on much-needed
policy and institutional reforms.

The external assessment of Indonesia’s performance has changed radi-
cally in the past two years following the 1997 financial crisis and the
1997/98 forest fires. These events have drawn considerable national
and international attention to the forest sector, particularly to problems
of governance (Hanson 1999). The forest fires were among the worst
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Box 1.1. Bank Forest Strategy: The 1991 Forest Paper and the 1993 Operational Policy Directive

The 99-page World Bank publication The Forest Sector: A World Bank Policy Paper was published in September
1991. This paper (henceforth referred to as the 1991 forest paper) represented the initial comprehensive statement
of a new direction for the Bank's forest strategy. A two-page Operational Policy directive (OP 4.36, produced in
1993) reflected the policy content of the paper, and a Good Practices summary (GP 4.36) provided operational
direction to Bank staff. The 1991 forest paper, the OP, and the GP are together the subject of OED’s evaluation.

In today’s Bank terminology, the 1991 forest paper sets out a Bank strategy and the OP defines the policy. The
1991 forest paper gave guidance on policy directions, programmatic emphases, and good practice, and it
specified principles and conditions for Bank involvement in the forest sectors of its client countries. It was the
first instance of significant outside stakeholder participation in the formulation of a Bank sector strategy, and it
is this document which the public considers the embodiment of the new direction for the Bank's forest strategy.
Both the Bank's Board and civil society were referring to this document, as well as OP 4.36, when they asked OED
for an independent evaluation of the Bank's forest policy. Although the Foreword for the 1991 forest paper was
signed by then Bank President Barber Conable, the Board was not asked to, nor did it, comprehensively approve
the 1991 forest paper. However, it did discuss the paper and endorse specific aspects of it.

The Board-endorsed principles contained in the 1991 forest paper included the ban on financing commercial
logging in primary topical forests; incorporation of forest sector issues into the general policy dialogue and
country assistance strategy; and promotion of international cooperation, policy and institutional reform,
resource expansion, and forest preservation. The endorsed principles also included the statement that “in tropical
moist forests the Bank will adopt, and will encourage governments to adopt, a precautionary [sic] policy toward
utilization. . .. Specifically, the Bank Group will not under any circumstance finance commercial logging in primary
tropical moist forests. Financing of infrastructural projects ... that may lead to loss of tropical moist forests will be
subject to rigorous environmental assessment as mandated by the Bank for projects that raise diverse and
significant environmental and resettlement issues. A careful assessment of the social issues involved will also be
required” (p. 19). The Board also approved a specific section on conditions for Bank involvement.

Both the 1991 forest paper and the OP emphasize that the Bank will not finance commercial logging in primary
tropical moist forests, and in addition, the 1993 OP adds that the Bank “does not ... finance the purchase of
logging equipment for use in primary tropical moist forests” (para. 1a). The OP also states that “in areas where
retaining the natural forest cover and the associated soil, water, biodiversity, and carbon sequestration values is
the object, the Bank may finance controlled sustained-yield forest management” (para. 1f). The 1991 paper,
however, had stressed a lack of agreement on what constitutes sustainable forest management and offered three
different definitions of it. However, all definitions of sustainable forest management typically include manage-
ment of forests for multiple uses as distinct from timber production alone, to which logging normally refers.
Although this provision in the OP to finance forest management under controlled sustained-yield conditions
allows forest management under specific conditions (and the drafters of the OP thought this introduced some
flexibility for the Bank), a survey indicates that the staff have not considered the OP to be flexible on this point.
The Bank will need a clearer policy if its future lending and non-lending activities are to address issues of
improved forest management relative to current logging practices in many countries, which this report argues
often tend to be environmentally destructive and socially inequitable. What constitutes “sustainable” forest
management will, in all likelihood, remain unresolved and specific to each location.

Based on the larger policy statement, the OP also states that “the Bank distinguishes investment projects that
are exclusively environmentally protective ... or supportive of small farmers ... from all other forestry
operations.” It goes on to say that projects in the latter category “may be pursued only where broad sectoral
reforms are in hand, or where remaining forest cover in the client country is so limited that preserving it in its
entirety is the agreed course of action” (para. 1c). The main report for this study finds that the Bank could more
usefully and proactively work with stakeholders sympathetic to reforms in borrowing countries in ensuring that
reforms are in hand, rather than wait for them to occur before getting engaged in the forest sector.
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Box 1.2. The Operations Evaluation Department Review of the 1991 Forest Strategy
and Its Implementation

OED's review of the Bank's 1991 Forest Strategy' has been undertaken to assess Bank experience
in the forest sector—particularly since 1991—to gauge its policy intentions, implementation, and
impacts. The review also examines whether the Bank’s strategy remains relevant and can embrace
a strategy attuned to the current realities of the forest sector. In addition to briefing the Bank’s
Board of Executive Directors, the review will be used as an input to an ongoing Bank-wide review
of its forest sector activities being lead by the Bank’s Environmentally and Socially Sustainable
Development Network (ESSD).

All of the case studies in this review consist of two parts—the first focusing on the extent and
causes of changes in the forest sector, and the second on how the entire set of Bank instruments
has interacted with the processes of the changing forest cover, and with what impact.

To the extent possible, the performance of the Bank has been assessed based on outcomes and
|mpacts Six classes of outcome are considered:
Improvement in country policies and strategies with direct and indirect impacts on forests
° Institutional development including improvement of the legal framework, a redistribution of
roles between the public and private sectors, and participatory approaches to decisionmaking

Improvements in technologies

Capacity building and human capital formation
Improvement in the incentive structure

Improved information, monitoring, and evaluation systems.

1. The strategy is summarized in Annex B.

environmental disasters in recent history and inflicted significant finan-
cial and environmental damages. The remaining forests have also helped
absorb the impact of social disruption resulting from the financial cri-
sis. These crises have highlighted some important underlying structural
problems, as noted in the recent Country Assistance Review (CAR) by
OED (World Bank 1999). Besides a weak financial sector, the CAR
identified a fragile social situation and governance and corruption as
the major issues that most urgently need to be addressed. This report
shows that these are also the important issues in the forest sector.

A review of World Bank assistance to Indonesia in the forest sector
since 1991 faces two challenges. The first is maintaining a distinction
between an assessment based on quick solutions to outstanding prob-
lems and one based on long-term underlying objectives and historical
facts, and how they shaped government and Bank actions toward
Indonesia’s forests until 1997. The second challenge is to assess the per-
formance of the Bank’s 1991 Forest Strategy in a situation where, de-
spite largely adopting the principles that its strategy espouses, the Bank
has been unable to influence the rate of destruction of natural forests.
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Following a brief discussion of the background and context to the
current forest sector situation in Indonesia, this review is divided into
two parts. The first part presents the state of the forests and the forest
sector and identifies the pressures on forests and the key issues. The
second part assesses the Bank’s involvement in the sector and concludes
with the main findings of the review.

The Indonesian Miracle

Indonesia has followed an export-led growth strategy, which has re-
sulted in a sustained and rapid rate of economic expansion lasting nearly
three decades, accompanied by an impressive reduction in aggregate
poverty. As part of this growth strategy, the government has viewed the
forest resource as an asset to be liquidated, establishing Indonesia as a
world leader in the exports of tropical forest products. While tradeoffs
between development and environmental objectives are inevitable, and
some deforestation will occur in the pursuit of economic development,
what disconcerts most observers is the current inequitable and unsus-
tainable pattern of forest utilization.

For almost three decades—until the 1997 financial crisis—Indonesia
was widely praised as a development success story (World Bank 1993a).
An average annual growth rate of 7 percent from 1979 to 1996, with
per capita GDP growing at 5 percent, and the corresponding decline in
poverty from 60 percent in 1970 to 11 percent in 1996, is an impressive
and unique performance among developing countries (World Bank
1990a). The economic growth was accompanied by low inflation and
was broad-based and labor-intensive. The early focus (1970s and 1980s)
on agriculture and improvements in irrigation and rural infrastructure
helped to raise rural incomes and sustain poverty alleviation. After the
mid-1980s, the focus changed to labor-intensive manufactures and
higher-value-added production for further growth and poverty reduc-
tion. By the 1990s, domestic investment rates reached almost 30 per-
cent, financed predominantly with national savings. Prudent macro-
economic management and fiscal discipline provided economic stabil-
ity. Trade and financial sector liberalization helped expand and diver-
sify exports of agricultural, natural resource-based products, and manu-
factured goods.

On the social front, too, Indonesia performed well, backed by strong
human resource development. Social indicators improved, reflecting an
improvement in the quality of life of average Indonesians, with reduced
infant mortality (down from 145 per 1,000 births in 1970 to 53 in
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1995), higher life expectancy (from 46 to 63 years), and higher adult
literacy (from 61 percent to 84 percent). Rapid agricultural growth,
fueled mostly by rising rice yields, increased food security, reducing
Indonesia’s dependence on food imports.

A unique feature of the Indonesian ““miracle” is that the exploitation
of the natural capital, by deliberate government policy, has been an
important source of growth and economic development. For the past
10 years, forest products have, on average, contributed about 6-7 per-
cent of GDP and 20 percent of Indonesian foreign exchange earnings,
with forest product revenues of about US$8.5 billion, ranking second
only to oil (Kartodihardjo 1999b).

Building an Economy on Exports

Indonesia has followed a successful export-led development strat-
egy. It has consciously diversified its exports out of oil?> into, among
others, forest products to thriving timber markets in developed coun-
tries, particularly Japan. By the late 1970s, Indonesia had established
itself as a dominant exporter of logs, controlling 41 percent of the world
log market in 1979 (Gillis 1988). The export-diversification drive, to
reduce the dependence on oil revenues following the oil shock of early
1980s, led to a growth strategy relying on higher value added through
domestic processing of wood products (primarily plywood). This trans-
formation was achieved through a ban on the export of logs (phased in
over the period 1982-85) and incentives to establish the processing in-
dustry. By 1988, Indonesia had become the leading exporter of tropical
plywood, and since then it has controlled about 70 percent of the world
market. The drive for diversification to sustain export earnings has more
recently focused on expanding the production and exports of pulp and
paper products and tree crops (particularly oil palm). Over time, to-
gether with Malaysia, Indonesia has taken over the African export mar-
kets for palm oil, rubber, coffee, cocoa, and coconuts, with production
based mostly in the outer islands.

In addition to timber extraction, a number of development policies
have had impacts on forests. These policies include a drive for food self-
sufficiency, the political imperatives of poverty reduction, a solution to
Java’s growing population pressures, and the need to diversify the ex-
port base. The vastly unequal distribution of the land/population ratios
between Java and the outer islands and the extent of poverty on Java
made opening the outer islands an important instrument of public policy.
The outer islands are endowed with rich minerals, forests, fisheries,
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and land suitable for export crops, making them attractive for reducing
population pressure on Java, increasing export earnings through the
exploitation of mineral resources, and achieving national integration in
a country where Java has historically dominated the politics and cul-
ture. Extraction of mineral resources from forest areas, which include
gold, diamonds, coal, iron ore, copper, and nickel, has often involved
massive infrastructural development for access.

The contribution of the forest sector to Indonesian growth has been
significant, but the outcomes for its environment and society leave much
to be desired. Apart from being inequitable, the pattern of development
has had environmentally damaging consequences. The growth strategy
has been criticized by some as the major cause of the loss of the rainforests
(Dauvergne 1997). Accounting for the loss of natural capital, some have
argued, may reduce Indonesia’s growth performance from the impres-
sive to the ordinary (Barber et al. 1994). Similar arguments have led to
a plea for explicit accounting of natural resources in the measurement
of GNP in order to gain a better picture of the net benefits of economic
development.

The government has expended little effort so far on sustainable man-
agement of the forest resources, but this is not for lack of laws and
regulations, or the declared intentions of the government on the envi-
ronment. Indonesia has been a signatory to all international conven-
tions and has formally committed itself to protecting its biodiversity (in
its Biodiversity Action Plan) and to meeting the ITTO guidelines for its
tropical forest product exports by the year 2000 (in the Tropical For-
estry Action Plan). It has a highly articulated set of laws, rules, and
regulations regarding land use and forest management. On environ-
ment in general, Indonesia has projected a positive image and political
commitment at the highest levels. It introduced the environmental im-
pact assessments (AMDAL) in 1986, and more recently supported the
establishment of the Ecolabling Institute. Despite these stated inten-
tions, the damage to Indonesian forests has continued virtually unabated,
with a large gap between the rhetoric and the implementation of exist-
ing laws.

Environmental and Social Consequences

The social consequences of the past patterns of development have been
an increase in conflicts because of disputes over forestlands and discon-
tent over the inequitable distribution of the benefits. The ownership and
access to resources are important issues in the forest sector. At the core of
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the problem is the blurring of the boundaries of various categories of
forests and unclear land and user rights. Where the line between perma-
nent forests and conversion forests is drawn, and by whom, is a major
source of contention. Total disregard for the traditional adat rights of the
forest dwellers in granting concessions on “‘government owned” forest
lands and the transmigration programs of the government have resulted
in major conflicts over the control of natural resources.

The roots of these social conflicts go back to the inception of the
New Order regime in 1967. The state opted to use Indonesia’s natural
capital to establish its authority and legitimacy. It exploited the abun-
dant resources to provide capital for development expenditures, and
used the economic rents for political patronage. Deft macroeconomic
management by Indonesia’s technocrats resulted in a stable market and
policy environment, which sustained the impressive 30-year economic
expansion. This provided the government the resources to deliver de-
velopment benefits to most of its people, providing it the “legitimacy”
to pursue its economic strategy, but it also strengthened the system of
political patronage (Barber 1997). In the forest sector, however, the ben-
efits have accrued to a politically well connected elite (including the
military), not only ignoring but also often at the expense of the forest
dwellers and indigenous peoples in the hinterlands of Indonesia’s outer
islands (i.e., other than Java, Bali, and Madura). In the past, the claims
of the latter on the natural resources, and conflicts over benefits appro-
priation, were effectively controlled by an efficient and heavy-handed
military and domestic security apparatus. Over time, however, the con-
flicts have increased and, with an increasingly bold media and vocal
civil society, they are not as localized as before.

The Bank has been in the forefront in delivering policy advice and
arguing for reforms. The focus of most policy proposals has been ad-
dressing the issues of incentives and institutional capacity for sustain-
able forest management. The primary concern has been to control the
supply of forest products, particularly timber. While these incentive struc-
tures to address the issue of resource scarcity must be addressed, they
may not be sufficient. The central issue in Indonesia has been extremely
weak “environmental governance” (Hanson 1998). In this situation,
others have argued that, given the widespread corruption and the strong
incentives led by the forces of export demand, the international com-
munity has been wasting its time and resources in focusing on the ““sup-
ply led”” domestic issues rather than focusing on containing the demand
for tropical timber in the industrial world.?
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The solutions to social problems, particularly of tenurial rights, are
neither simple nor easy; they raise challenging legal and institutional
issues that will take time to resolve properly. They also have important
implications for the pace and sequencing of reforms, and as such for the
World Bank’s current and future involvement in the sector through its
alternative lending instruments: relatively long-term project lending
compared to the one-shot disbursements through adjustment lending.
The Bank’s economic and sector work (ESW) has accurately identified
the decisions in the forest sector as being essentially political (World
Bank 1993b). Better information, streamlining of institutional struc-
tures, and a consultative decision-making framework can help improve
the quality of decision making; however, these measures will not trans-
form the decisions into apolitical ones, hence the important role of the
government. So far, however, the government has shown little resolve
to address these issues.

The environmental and social tensions have been accentuated since
the rapid deterioration in the macroeconomic environment starting in
July 1997, when the Asian financial crisis hit Indonesia. The outcome
of the crisis was worse than could have been expected under any cir-
cumstance. The rupiah lost up to 80 percent of its value against the U.S.
dollar in the following months. Real GDP fell 15 percent in 1998, against
a rise of 7.8 percent expected in the 1997 CAS, and there has been a
dramatic rise in poverty, food imports, unemployment, and inflation.
Indonesia’s forests have been doubly hit because El Nifio, and the fires
and air pollution that were associated with it, made their marks shortly
after the July financial crisis. Indonesia’s major export markets in East
Asia were also hit by the crisis.

Governance and Reform

The deteriorating economic and social conditions led to a political
crisis for the New Order. Until May 1998, when President Soeharto
resigned after 30 years in power, there was virtually no political oppo-
sition.* The recent developments have led to potentially far-reaching
political changes. With the opening of the political system, the docu-
mentation of the KKN system (which stands for kolusi, korupsi and
nepotisme, the popular euphemism for the rampant practice of corrup-
tion, cronyism, and nepotism) through press accounts and research re-
ports has been explosive in recent months. These accounts document
the extent to which those in power received a disproportionate share of
the economic benefits through the KKN system.



Introduction

The crisis led to an IMF standby agreement with the government in
late 1997. With continued deterioration of the rupiah, the government
and the IMF agreed on a reform package in January 1998. The IMF
took the unusual step of including forest sector conditionalities, so far
taken up in only two other countries as part of IMF packages.® At the
last minute, the IMF asked the Bank to recommend forest-related con-
ditions to be included in its reform package. The intent of including
these reforms was, in part, to increase government revenues and in-
crease exports, but it was also to address issues of sectoral governance,
competitiveness, and environmental impacts.

Few specific conditions could realistically be included in an already
long list of conditions (117, of which 11 conditions, requiring 17 differ-
ent government actions, were related to forests). Given the emergency
nature of the situation, there was no time for stakeholder consulta-
tions. The Bank opted for some ““stroke of the pen” policy and regula-
tory reforms, which it considered had a reasonable chance of being
implemented and sustained. It considered these initial reforms to be
part of a longer-term reform program. The Bank has since followed the
IMF package with two Policy Reform Support Loans (PRSLS), the first
was approved in April 1998, and the second in April 1999. It is now
actively engaged in developing a comprehensive strategy for the forest
sector based on a transparent and broad-based consultative process.
Such a process is time-consuming, but it is critical to addressing the
complex social and governance issues that are central to the forest sec-
tor in Indonesia. The recent developments are significant also in that
Indonesia is one of the few countries where forest-related conditions
have been included in a macroeconomic adjustment framework, spe-
cifically aimed at promoting sustainability and forest protection. Past-
adjustment operations have been widely criticized for their negative
impacts on forests (Kaimowitz and Angelsen 1999).

Where We Are Now

These events signal a new era of Indonesia’s relations with the inter-
national donor community. They have raised the status of forest issues
in the broader discussions of economic management. They also mark
the return of a policy dialogue between the Bank and Indonesia on for-
est-related matters after a hiatus of almost four years. More important,
it has opened an opportunity to address issues of governance, policy,
and social justice as an integral part of the Bank’s strategy. In sharp
contrast, the balance of payments support to Indonesia in the early 1980s
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by the Bank had been equally exceptional. Unlike adjustment loans to
other countries of that period, it contained no conditions, reflecting the
extent of World Bank confidence in Indonesia’s macroeconomic man-
agement.

These developments are also significant for the implementation of
the World Bank’s 1991 Forest Strategy. Although it identifies Indonesia
as among the 20 countries having the most threatened tropical moist
forests, the Bank has had limited involvement with the forest sector
since 1991. The Bank had been in the forefront of policy dialogue call-
ing for fundamental reforms in the sector, but was unable to make any
headway until the financial crisis. The Bank did continue to pursue
some limited conservation activities through an operation jointly fi-
nanced with the Global Environment Facility (GEF) and some forest-
related activities as components of other projects.



PART I: THE FOREST SECTOR
IN INDONESIA

Forest Cover Changes and Their Causes’

Forest Land

Almost 78 percent of Indonesia’s total land area, 147 out of 189
million hectares, is officially classified as forest land.” Outside of heavily
populated Java, the share classified as forestland was even higher at 88
percent of the total land area.

The official measures of Indonesia’s forests were established by a
consensus of provincial government agencies in 1984, approved at the
ministerial level of the central government, using the agreed functional
forest land classification system (Tata Guna Hutan Kesepakatan, or
TGHK).2 The provincial agencies made their assignments of land to
forest based on land use maps available in the provincial offices at the
time. Essentially, they defined forests as all lands not otherwise identi-
fied with existing agricultural or urban land uses. Even in 1984, how-
ever, the area they identified as forest included some lands that did not
contain trees, for example the “savanna forests™ of West Nusa Tenggara,
and some lands with established villages.® This means that the 1984
inventory was only an estimate, and it is not surprising that the govern-
ment often ran into local contention when it tried to enforce the 1984
boundaries.

The 1984 boundaries provide the starting point for all subsequent
estimates of the forest inventory. Area under different types of forests
according to this classification is given in table A.1 (Annex A). Com-
parisons over time, however, are not easy due to adjustments in forests

11
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classified under different types, and indeed in the classification system
itself. Starting in 1993, the TGHK was merged with provincial spatial
planning (Rencana Tata Ruang Wilayah Propinsi, or RTRWP) classifi-
cation system following the Spatial Management Act of 1992. This in-
tegration led to significant changes in the area listed as state-owned
forest as shown in Figure 2.1 (Kartodihardjo and Supriono 1998). At
the national level, state-owned protection forest area increased from
about 30 million ha in 1984 to about 35 million ha in 1997. The con-
servation forest area has remained at roughly 19 million ha. The pro-
duction forest area changed from about 64 million ha in 1984 to about
59 million in 1997 (of which, permanent production forests have re-
mained at 34 million ha, but limited production forests have declined
from 30 million to 25 million ha). Meanwhile, the area of conversion
forest that is used for tree crop plantation, transmigration, and other
purposes has experienced the biggest decline, from about 30 million ha
in 1984 to about 8 million in 1997.%° It should be noted that both pro-
tection and conservation areas have been subject to encroachment, but
no data are available to assess their extent.

In summary, approximately 112 of the 147 million ha are adminis-
tered as “permanent” forest that is not subject to potential conversion
to any other use.’* MOFEC counts an additional 6 million hectares

Figure 2.1. Changes in Forest Classification, 1984-97
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outside its jurisdiction as forest, taking the total to approximately 118
million hectares, or 63 percent of Indonesia’s total land mass (D.G.
Forest Inventory and Land Use, 27 June 1994).

Land with Forests

The actual extent of forested land, that is, land with forest cover, is
uncertain for lack of reliable data. The sixth Five-Year Development
Plan suggests this is 48.1 percent of total land area, while the National
Forest Inventory, using satellite data, indicates that the coverage may
be as high as 69 percent (Rl 1994 and GOI/FAO 1996, quoted in
Sunderlin and Resosudarmo 1996). Although the precise forest cover is
not known, the consensus is that Indonesia has lost a significant pro-
portion of its natural forest.

The annual rates of deforestation have previously been estimated
over a wide range from 0.3 million to 1.3 million hectares per annum,
with a previous World Bank estimate of 0.9 million ha being close to
the average (World Bank 1990b). The rate of forest degradation has
increased significantly in the 1990s and is currently believed to be at the
unprecedented level of more than 1.5 million hectares per year.?2 This is
supported by a recent study that indicates almost 17 million hectares
have been degraded as a result of the activities of commercial timber
concessionaires alone (Kartodihardjo and Supriono 1998).

A focus on forests, however, does not present a complete picture of
the country’s tree cover. This is because two categories of lands with
tree cover are excluded from the official statistics on forests: (1) small-
holder woodlots and agroforestry lands; and (2) perennial ““estate crops™
like rubber, coconut, oil palm, and various fruits and nuts. As tree crops,
they have environmental impacts that are comparable to those of the
managed forest plantations that are included in the forest inventory.

There are no good measures of the basic agroforestry plantings for
activities like subsistence forest consumption or local erosion control,
but many anecdotal observations suggest that these are significant, par-
ticularly in Java. One Indonesian observer suggests that trees cover 70
percent of Java—but Java has only a very small official forest inventory
(Garrity 1999). Java’s official forest cover, that is, area under the juris-
diction of the MOFEC, is 23 percent of the island’s total land area. The
discrepancy is not important for the ministry’s management because it
represents lands and forests that fall outside its jurisdiction. However,
the discrepancy is significant for anyone concerned with global forest
cover or with rates of deforestation.

13
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Estate crops include trees and woody plants like those identified with
the products listed above and also annual agricultural crops like sugar
cane and tobacco that are often grown in expansive plantations (see
table A.1, Annex A, for estimates of the perennial—or tree—compo-
nent of estate crops). The area in perennial estate crops grew rapidly
from 5.6 million hectares in 1973 to 12.7 million hectares in 1994 to
more than 13.4 million hectares in 1996 (Department Pertanian 1997).

In sum, total forest area is difficult to capture in one sharply defined
empirical measure. This means that is difficult to find a good measure
from which to judge proportional rates of forest sustainability or from
which to begin any summary assessment of the impacts of forests or
trees on human welfare.

Causes of Deforestation

Related to the extent of deforestation, and its associated costs and
distribution of benefits, an area of significant debate concerns the un-
derlying causes of deforestation. This debate is significant because of
the implications of Indonesia’s experience for the future forest sector
policies (Sunderlin and Resosudarmo 1996). In addition to the general
lack of data, the debate has been fueled by confusion on individual
researchers’ definitions of “forests” and ‘““deforestation,” as well as the
definitions and understanding of traditional “swidden” or shifting cul-
tivation, as opposed to the practices followed by migrant smallholders.

One side of the debate stresses the role of smallholders and, directly
or indirectly, shifting cultivation as the primary source of deforestation,
a view long espoused by the New Order regime (Barber 1997). The role
of smallholders is also stressed in the Bank’s 1991 Forest Strategy. The
other side of the debate, based on empirical research, stresses the power
of the international demand forces mentioned earlier, as well as govern-
ment policies and the commercial interests as the main actors respon-
sible. Research on the underlying causes of deforestation has become
particularly active in recent years but remains piecemeal. It suggests
that multiple factors have contributed (e.g., timber sector, tree crop plan-
tations, transmigration—spontaneous and regular, and shifting agricul-
ture), but the relative importance of government programs and com-
mercial interest is increasingly being accepted (Sunderlin and
Resosudarmo 1996).

A major source of deforestation and forest degradation has histori-
cally been the large-scale commercial timber interests. From about 1950
to 1985, commercial logging for timber (unprocessed) exports was the
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main source. Log exports from Indonesia to Japan increased from six
million m3 in 1970 to 11.45 million m® in 1973 and remained at 8.6
million m3 until 1985, when the log export ban was imposed. Over this
period, some estimates suggest that about 33 million ha of forests were
logged, roughly at the rate of one million ha per year (Barber 1997).
From 1985 onwards, with the shift to higher-value-added products, the
pace of forest clearing or degradation has coincided with rapid growth
of the forest product processing industry, particularly for plywood. More
recently, the role of the pulp and paper industry and the growth of
estate crops, especially oil palm, have accelerated the pace of conver-
sion of natural forest. As discussed later, the current economic incen-
tives favor conversion for all kinds of tree crops and have increased
considerably since the onset of the financial crisis.

The World Bank has also shifted from its view that deforestation is
predominantly smallholder-led (World Bank 1990b) to recognize the
significantly greater role of the timber industry in deforestation and
degradation of Indonesian forests (World Bank 1993b). However, the
pressures on forests arise from a number of different sources, and are a
result of complex interactions of forest and non-forest policy and regu-
latory policies (Angelsen and Kaimowitz 1999). The impact of specific
policies requires detailed analysis in particular circumstances, but the
Bank’s ESW has been limited in recent years. As will be discussed in
Part I, the analytical work that the Bank has done (World Bank 1995)
recognizes the emerging trends in the forest sector, but has not fully
assessed the extent or the pace of development of these trends and their
implications for current or future levels of deforestation.

Among the areas where more detailed analysis is needed are the role
of macroeconomic policies, the domestic and international demand for
forest-based products and their backward linkages to forest sector, and
the forces behind the conversion of forests, primarily the strong incen-
tives provided by the returns to agriculture vis-a-vis those to sustain-
able management of forests. These issues are particularly important in
Indonesia’s political and administrative climate, where the enforcement
of laws, rules, and regulations is extremely lax. This greatly reduces the
costs and increases the profits from unsustainable forest management.

Parks, Nature Reserves, and Biodiversity'

Indonesia is one of the two most biologically diverse countries in the
world (Brazil being the other). The main repositories of that biodiversity
are forests and coastal regions, and some biota, like mangrove swamps,
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are both forest and coastal and are unusually rich in biodiversity. Al-
though the Indonesian archipelago represents only 1.3 percent of the
earth’s land surface, it contains an estimated 25 percent of the world’s
known species of fish, 17 percent of birds, 16 percent of reptiles and
amphibians, 12 percent of mammals, 10 percent of plants, and an un-
known number of species of invertebrates, fungi, and microorganisms.
The species composition changes from east to west across the archi-
pelago. Indonesia’s flora remain predominantly Malaysian throughout
but its faunal distribution reflects ancient land connections, with pla-
cental mammals in the west and marsupials in the east. Many islands in
the archipelago display high levels of species endemism—reflecting their
millennia of isolation.

Indonesia has made a strong commitment to protecting its invalu-
able heritage. As noted above, the TGHK reserved 20 percent of the
forest estate as protected forests and another 13 percent as conserva-
tion forest. Of the rest, 44 percent was to remain as permanent forest,
although it could be used for production forestry. Biodiversity protec-
tion plans follow the national Biodiversity Action Plan, issued in 1991,
which identified national conservation priorities. On the international
stage as well, Indonesia has been a major developing country player in
conservation agreements, being among the first signatories to the 1992
Convention of Parties following the Rio Earth Summit, and then it hosted
the Second Conference of Parties in 1996 to discuss implementation of
the Convention.

To protect its most valuable natural ecosystems, Indonesia has desig-
nated (as of 1997) a protected area network of 35 national parks and
339 other reserves (including coastal reserves). Of these, 303 conserva-
tion areas account for the 19 million ha of conservation forests. Table
A.2 (Annex A) summarizes the biological diversity of Indonesia’s eight
biogeographic regions and table A.3 summarizes the extent of major
terrestrial habitats and the areas of protected habitat or habitat pro-
posed for protection in the Biodiversity Action Plan. The system, how-
ever, is not yet complete, with 36 of 80 “critical reserves” remaining
legally unprotected.

Despite the recognized importance of biodiversity conservation, and
the availability of resources (domestic and donor), the management of
the designated protected areas is well beyond the means of the respon-
sible government agency, the Directorate-General of Forest Protection
and Nature Conservation in MOFEC. The main approach to conserva-
tion in Indonesia has been through the Integrated Conservation Devel-
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opment Programs (ICDPs). While some individual ICDPs are promis-
ing, they have not had any significant impact on biodiversity conserva-
tion, and they are not sustainable (Wells et al. 1999). The main prob-
lem lies in the seemingly incomplete approach to biodiversity conserva-
tion. The ICDPs focus on local communities as the primary threat to
protected areas and biodiversity, whereas the major threats are from
large scale operations such as road construction, mining, logging con-
cessions and sponsored migration. At the same time, ICDP efforts to
establish incentives for conservation by investing in local development
are frustrated by inadequate law enforcement and expropriation of natu-
ral resources by powerful non-local interests. Thus, although in prin-
ciple the past government tried to strike a balance between conserva-
tion and the productive use of forests, in practice its actions—including
the lack of attention to governance issues—have shown a preference for
the exploitation of forests over conservation.

17
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Indonesian Forest Policy

State ownership of forests is common in most nations, and Indonesia
is no different. The ownership of most forestland in Indonesia was trans-
ferred to the New Order state in 1967 through the Basic Forestry Law
(Undang-Undang Pokok Kehutanan No. 5/1967). All traditional or adat
rights were subordinated to this law and to the national forest policy.
The rights of the communities that have traditionally lived in and around
the forests have been neglected or generally overruled.

It has long been recognized that the Basic Forestry Law is out of date.
Since 1989, 10 draft laws have been drafted, but only after intense pres-
sure was the new forestry law (also called the Basic Forestry Law—Act
No. 41/1999) promulgated on September 30, 1999. The new law has
been heavily criticized, including by former senior government officials
and the civil society, for making little progress on the key issue of the
rights of local communities. Thus, despite the fervor of the current era of
reformasi, an important opportunity for achieving the long overdue re-
form of the fundamental policies governing the forest sector was missed.

Administrative authority for the state’s forest estate was vested in
the Ministry of Forestry until 1998. In 1998, estate crops were included
in the responsibilities of the new Ministry of Forestry and Estate Crops
(MOFEC). This change has important implications for the future man-
agement of forests through the implementation and impact of forest
policies. With management responsibility of about three-quarters of the
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country’s land, MOFEC has considerable weight in land use decisions,
a major field of public policy.

The ministry delegates management of “production” and “limited
production” forests to private concessions and state-owned enterprises.
It designates “conversion” forests for timber harvests followed by con-
version to agricultural and other non-forest uses. Conversion forests
may be designated for conversion to estate crops or forest plantations,
in which case the authority for their oversight remains within the
MOFEC; or they may be designed for use by transmigrants, in which
case the authority will be transferred to the Ministry of Transmigration
and Shifting Cultivation once conversion occurs.

Commercial timber harvests have been the dominant concern in the
implementation of Indonesian forest policy. The management of the for-
est sector has catered to the commercial timber industry based on a sys-
tem of forest concession rights (known as Hak Pengusahaan Hutan, or
HPH), industrial forest or timber plantation concessions (known as Hutan
Tanaman Industri, or HTI), and estate crop plantations. The concessions
are licensed to private enterprises or to special state-owned enterprises
(known as Badan Usaha Milik Negara, or BUMN). State-owned enter-
prises include four Perum Inhutani plantations and five Inhutani, which
are largely responsible for rehabilitating revoked concessions.®

The timber and wood processing sectors, and more recently estate
crops and forest plantation sectors, are dominated by a few integrated
conglomerates. The plywood industry has dominated the processing
sector since the mid-1980s, and until recently was tightly controlled by
a plywood marketing cartel. The concession system has been the em-
bodiment of the political patronage system of the New Order regime
since it came to power in 1966, with significant financial gains accruing
to a few politically well-connected individuals with an unusual degree of
influence on Indonesian forest and trade policies (Barber 1997). With the
changing trends in the processing sector, and emerging market forces, the
rent-seeking has increasingly turned toward exploiting the HTI system,
often in combination with the HPH system, and the conversion of natu-
ral forests to estate crop plantations (Kartodihardjo and Supriono 1998).

Indonesian commentators have argued that a significant consequence
of the forest policy has been an increase in economically deprived and
environmentally poor regions in and around forests. The Bank’s own
approach to the issues of forest-dwelling communities has changed sub-
stantially from direct funding of the infamous transmigration schemes
in the early 1980s, to the recognition of the local communities as a key
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“interest group” (World Bank 1993b), to a letter to the government in
June 1999 suggesting that it listen to all stakeholders before rushing to
pass the new forestry law.

Industrial Wood

The Basic Forestry Law established the basis for commercial exploi-
tation of forests in the Outer Islands by providing MOFEC the author-
ity to grant HPH timber concession licenses in areas designated as pro-
duction and limited production forests. Government regulation num-
ber 21 of 1970 provided the HPH holder a non-transferable right for
20 years, and stipulated that the concessionaire follow the principles of
sustainable forest management as prescribed by the Indonesian selec-
tive logging and planting system (Tebang Pilih Tanam Indonesia, or
TPTI). The system prohibits harvesting trees with a diameter of less
than 50 cm and to follow a 35-year rotation to permit adequate regen-
eration. The ministry and the HPH holder sign an agreement that con-
tains rules for long-term planning, harvest levels based on approved
annual work plans (Rencana Karya Tahunan, or RKT), land rehabilita-
tion after harvests, and community development. The applicant guar-
antees the establishment of a vertically integrated forest industrial ac-
tivity (sawmill or plymill) in association with the concession. The agree-
ment is renewable, and in some cases, renewals have been denied be-
cause of poor performance. In many cases, however, HPHs have been
renewed despite poor management. All Inhutani have been assigned
management responsibilities for some of the lands from non-renewed
or revoked HPH licenses.

Despite the requirement that concessionaires establish mills in asso-
ciation with their concessions, there never has been a requirement that
concessions supply only their own mills. Concessions generally do pro-
vide raw material for their own mills because the mills and the conces-
sion are in the same timber shed. Nevertheless, when other concessions
and mills occur within the same timber shed, then concessionaires have
a history of allowing the local market to allocate their timber harvests.*®

Since the mid-1980s, the government has promoted, and financed
out of the Reforestation Fund (proceeds from the reforestation fee dis-
cussed below), industrial forest or timber plantations through the HTI
program. The aim of the program was to encourage the establishment
of a large industrial forest estate to meet the country’s long-term needs
(World Bank 1993b). Before 1989, the HTI scheme required the HPH
concession holders to undertake plantation activity as part of the agree-
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ment. However, poor results and quality of tree stands led to a new
approach in 1989 that granted a land use right in the form of an HTI
concession, with an understanding that the developer would have the
rights to the wood produced.

According to government regulation no. 7 of 1990, HTI develop-
ment can take place within production forest, and the permit allows the
holder to clear cut a designated area and to replant it with commercial
tree species (Barr 1999). The scheme was designed ostensibly to reha-
bilitate unproductive (or degraded) forests, with a residual standing forest
inventory of less than 20 m?® per hectare of commercial species with a
minimum diameter of 30 cm. Private investors, cooperatives, and state-
owned companies (or joint-ventures among these) can apply for an HTI
permit for a period of 35 years. HTI management is distinct from the
management of forest concessions, where selective harvest practices are
required to obtain natural regeneration and maintain the existing forest.

To establish HTIs, the government has provided financial incentives
to private investors. The scheme requires only a 21 percent equity in-
vestment for the plantation’s total capital requirements. Firms entering
joint-ventures with one of the Inhutani’s can secure 14 percent of the
project’s total cost as a nonrefundable allocation from the Reforesta-
tion Fund, and can also get an interest-free noncollateralized loan for a
period of 10 years that is equivalent to 32.5 percent of the investment
from the Restoration Fund. The remaining 32.5 percent can be obtained
as a loan at commercial rates, also from the Restoration Fund.

There are three distinct types of HTI: pulpwood plantations, non-
pulp, and HTI-transmigration. In consonance with government efforts
to promote the pulp and paper industry (also since the mid-1980s),
pulp plantations have been regulated with a different set of rules than
the other, longer-rotation timber plantations. Whereas the concession
size of non-pulp timber plantations is limited to 60,000 hectares, the
pulp plantation size limit is 300,000 hectares. Further, while all areas of
non-pulp plantations must be planted, pulp plantations are allowed to
plant a portion of the area, but can log the rest for use as pulp until the
pulpwood production comes on stream. The HTI transmigration scheme,
introduced in 1992, allows clear-cutting on an HPH site provided 10
percent of the area is reserved for transmigration purposes. The rest of
the arrangements are similar to other HTI contracts.

MOFEC has also taken other measures to benefit the pulp and paper
industry by introducing regulations, in 1992, requiring all production
forests within a 100 km radius of a pulp mill to be used for pulpwood
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plantations. Ministerial Decision 442/1992 circumvents the original HTI

regulations on converting productive natural forests and permits clear-

cutting of significant stands of commercially valuable timber.

The government attaches three basic fees to the operation of forest
concessions:

e The IHPH (luran Hak Pengusahaan Hutan) is an annual area-
based fee paid at the granting of the concession. It typically runs in
the range of US$3-10 per ha. The MOFEC collects the IHPH and
redistributes 70 percent to local governments (3/7 for forestry
development and 4/7 for general development) and 30 percent to
the central government.

« The reforestation fee (Dana Reboisasi, or DR) is a fee per cubic
meter of wood harvested. It varies by region and species group.
The MOFEC recalculates this fee semiannually. The average fee as
of May 1999 was about US$16.50 per m*—about 20 percent of
the delivered log price, which is also about 20 percent of the
border price. (The US$16.50 is a 10 percent increase from 1998.)
This fee contributes to a fund that was designed to cover reforesta-
tion costs where concession reforestation performance was inad-
equate. In fact, it has become a source of general support for the
MOFEC. It is also widely known that these funds have been an
easy source of discretionary funds for special political interests,
and especially higher political interests external to the ministry.

e The IHH (luran Hasil Hutan) was a royalty on logs, charged on
the basis of weight or volume, collected by the MOFEC. The IHH
varied by region and species group. This royalty was semiannually
based on the check price (the local market price for the lowest
quality log) identified by the Ministry of Trade and Industry.
Following the conditions in the IMF emergency package, the IHH
has been replaced by a forest resource royalty (FRR). Currently,
the FRR is to be revised periodically to ensure capture of at least
60 percent rent from timber. (The Bank’s adjustment loans re-
quired that the revision be made by the end of 1998, but MOFEC
did not think it was necessary. Eventually, the MOFEC announced
a compromise increase to 10 percent).

Before 1998, IHH revenues were distributed 45 percent to local gov-
ernments (30 percent provincial and 15 percent district) and 55 percent
to three central government accounts: 15 percent to a MOFEC account
to be allocated to forest sector activities within provinces, 20 percent to
the central government for forest rehabilitation and forest sector activi-
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ties, and 20 percent for PBB (Pajak Bumi dan Banguan), a property tax
on land and buildings that is transferred to the Ministry of Finance. A
presidential decree in April 1988 combined the latter two in a central
government account for forest sector activities.

The funds collection from DR and IHH are the largest by far, and their
calculations and allocations are important topics in discussions of policy
reform. Collections from the DR were estimated to be over Rp 800 bil-
lion in 1996 (US$340 million at the average annual exchange rate for
1996 of 2348 Rp per dollar) and Rp 1.5 trillion in 1998 (US$196 million
at the average annual exchange rate of 7619:1) and they are growing at
a rapid rate. According to an external audit, for the five years ending
March 31, 1998, the reported total amount of the reforestation fund was
US$1.73 billion. The audit (conducted by the firm of Ernst & Young)
also noted that based on a realistic estimate of timber yield of 60 cubic
meters, the reforestation fund should have been US$4.388 billion, sug-
gesting a receivable loss over the five year period of US$2.658 billion,
plus an additional loss of US$1.56 billion in interest.

Log Allocation and the Processing Industries

A 200 percent export duty on log exports replaced a log export ban
in 1992. Both regulations effectively restrict international participation
in Indonesia’s log market and reduce local prices. These regulations
provide effective subsidies for the domestic wood processing industries.
While the restrictions reduced the draw on forests by decreasing export
demand, the lower prices also encourage domestic processing demand
and decrease the incentive to reforest.

More recently, the export tax has been revised following IMF-World
Bank structural adjustment conditions. The 200 percent duty was de-
creased to 30 percent in 1998 as a first step in getting rid of it alto-
gether. Nevertheless, there was little increase in log exports in 1999,
perhaps because domestic mill demand is high and demand from
Indonesia’s traditional markets for processed products (Japan and Ko-
rea) is low, but also because exports require an export license. The Min-
istry of Trade and Industry has approved only 21 export licenses for
479,390 m? of logs. Actual official exports were only 114,000 m? as of
December 1998, with the majority shipped to China and India. The
trade restrictions, thus, appear to be effectively still in place.

While these restrictions tend to decrease log consumption below what
international market conditions would predict, the government also
subsidizes the forest processing industry. In the past, there have been
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capital investment subsidies for mills and export subsidies on forest
products. These even further improved the international position of the
wood processing sector. Preferential export treatment (export taxes on
sawnwood and rattan, but not on plywood or furniture) provided fur-
ther advantages for finished wood products. The capital subsidies for
mills have been discontinued. The export duties on sawnwood and rat-
tan were to be reduced as part of the IMF reform package in 1998,
making export duties uniform across all wood processing industries.

The producers’ associations for plywood (APKINDO) and molding
(ISA) added their own deviations from competitive market behavior.
These associations used marketing boards to allocate export quotas
before the reforms of 1998. Membership in APKINDO was compul-
sory for plywood mills. Some argue that compulsory membership was a
means of regulating entry to the industry—but it is also true that the
plywood industry was characterized by excess capacity.

The regional marketing boards for each association arranged the in-
ternational sales at each destination and allocated shares of these sales
to mills in Indonesia. These marketing boards aggressively pursued
market share. They were willing to accept short-term losses (passed on
to the mills) in order to establish longer-term market position. One in-
dividual, an authority within APKINDO, owns some of the larger
plymills, and the shipping lines and the shipping insurance company as
well. As a courtesy, all APKINDO business was conducted with his
ships and his insurance company before the reforms of 1998.

The system of regional marketing boards to control export alloca-
tions ended in 1998 as a result of the financial crisis and the World
Bank-IMF conditions for financial assistance. Some international buy-
ers now deal directly with mills and the marketing boards have been
dissolved—although APKINDO is quietly arranging price agreements
in key markets. Export licenses are not a problem for plymills, as most
already had this authority before 1998.

Exports are not as important for sawnwood. The high export tax
(until 1998) and strong local demand meant that most of this product
was consumed in domestic construction. Nevertheless, this industry had
a domestic marketing board and its industry association (Indonesian
Sawmillers Association, or ISA) was chaired by a key APKINDO mem-
ber for a period. The ISA marketing boards were not as effective. (There
are upward of 3,000 producers and untold numbers of consumers.)
The ISA administration changed in 1998 and marketing boards no longer
attempt to regulate domestic markets for sawnwood.
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The pulp and paper industry association (APKI) has no history of
marketing boards or other domestic or export controls. However, the
government has a stated policy of improving its market share of the
world pulp and paper industry.

Land Conversion Policy

The conversion of forestland to estate crops has not been constrained
by either government or industrial infrastructure to control the market.
Licenses for forest conversion are obtained upon request. Both large
and small estate operations have obtained licenses, but the area allo-
cated to large-scale commercial operations has increased significantly
in recent years. The current policies also permit the same company to
operate an HPH, an HTI, and an estate crop plantation at the same time.

Government regulations stipulate that estate crop plantations be es-
tablished on conversion forest areas. However, the existing rules of land
allocation and forest classification are widely ignored. The process by
which forest areas are declared conversion forest is neither serious nor
transparent. The problem is perpetuated by the lack of clarity about
boundaries between conversion and non-conversion forests, and vari-
able definitions of what constitutes a conversion forest.

Since the late 1960s, the government has vigorously promoted oil
palm estates on converted lands. The strategic importance of oil palm
(foreign exchange earnings, domestic cooking oil supply, and rural la-
bor absorption) has made the sector a top priority for the government
(Casson 1999). Several schemes providing incentives to domestic and
international investors have facilitated the growth of the sector. Initial
development, starting in 1968, focused on state-owned companies
(Perseroan Terbatas Perkebunan, or PTPs). Support for smallholders
started in 1978 (through the Perkebunan Inti Rakyat or the Nucleus
Estate and Smallholder Scheme, PIR/NES). Since then, the PIR-trans (PIR
transmigration program), from 1986-94, and the KKPA (Prime Coop-
erative Credit for Members) scheme, 1995-98, have supported small-
holder oil palm development. The encouragement of large-scale private
estates started in 1986 through access to credit at concessional rates for
estate development and crushing facilities (Larson 1996). Conglomerates
now dominate the sector, with eight of them owning land banks totaling
2.1 million ha out of 5.4 million ha officially allocated for oil palm.

Since the financial crisis in 1997, there have been a number of changes
in policy that are likely to affect the rate of conversion of forests (Casson
1999). These include reduction of export taxes on palm oil, liberaliza-
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tion of foreign investment in the sector, revoking of conversion permits
for failure to develop the estates, limitations on plantations sizes, grant-
ing permission to state forestry companies to convert 30 percent of their
concessions to oil palm (inside production forest boundaries), increased
autonomy of local administration through decentralized decision mak-
ing and increased budgetary allocations, and a new regulation that per-
mits plantation companies to establish tree crops along with timber
plantations in non-productive production forests formerly allocated to
logging companies.

The second use of converted forestland is for settlement by
transmigrants. Fifty-nine percent of Indonesia’s 195 million population
(in 1995) is concentrated on Java, while the outer islands contain 93
percent of the nation’s land area. Therefore, the outer islands are sources
of land for the denser populations of Java. They attract younger Indo-
nesians, especially those from Java’s denser regions. In fact, Indonesia
has experienced a net migration outflow from Java to the outer islands.

The government has three programs for encouraging transmigration.
The first provides land, facilities, training, and financing for an initial
period to acceptable applicants. Anyone can apply, and applications
will be accepted until the annual financial budgets and land allocations
for the program are exhausted. The second program is entirely depen-
dent on voluntary action. Transmigrants in this category make all their
own decisions and receive no government assistance. They must obtain
permission from the Ministry of Transmigration and Shifting Cultiva-
tion for the land they settle. The third program occurs in association
with the private sector. In this program, the MOFEC provides land for
new settlers while forest plantations (HTI1) guarantee employment. This
program was designed to help plantations in less-settled regions attract
labor for their forest operations. The ministry adds lands to this pro-
gram upon its approval of requests from the plantations.

Many people have taken advantage of these programs, which also
have their serious critics. The local criticisms of these programs have
been that the lands allocated to transmigrants are generally of low quality
for agriculture and that transmigration, by separating extended fami-
lies, imposes heavy personal costs. These programs have also had sig-
nificant negative impacts on indigenous forest dwellers and on the for-
ests themselves. Transmigrants have resorted to unsustainable slash-
and-burn practices, either for lack of adequate land, lack of appropri-
ate agricultural skills, or poor soil productivity.
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Community Participation

The highly centralized “top-down’ management of the forest sector
reflects the mindset of the New Order regime since it took over in 1966.
This manner of operation allowed the state to get firm control over the
country politically and economically and inevitably had negative con-
sequences for many peoples, but perhaps most significantly for the poor
who live in or near the forests. In Indonesia, as elsewhere in the devel-
oping world, the struggle for land and access to forest resources is not
simply between the large-scale extraction companies (in forests and
mining) and the poor, but has increasingly led to social and ethnic con-
flicts between different groups of the poor, particularly the transmigrants
and the indigenous people.

Indonesia is home to a vast array of distinct cultures, each function-
ing under norms, rules, resource management strategies, and spiritual
belief systems known collectively as adat. The actual size of the popula-
tion of forest dwellers and adjacent communities dependent on the for-
est resource is not known. Estimates of direct forest-dependent peoples
range from 1.5 million, based on a restricted definition of “isolated
people” used by the Ministry of Social Affairs, to 65 million, including
all forest-dependent peoples—indigenous people and transmigrants
(World Bank 1994a). More recent estimates put the number of people
directly and substantially dependent on forest resources for their liveli-
hood at about 30 million (World Bank 1998), and the inhabitants of
“forest villages™ at 14.5 million (Muljadi, Fraser and Prodjosaputro
1998). Whatever the exact number, it is clear that a large proportion of
the Indonesian population is directly dependent on the forest for its
livelihood. As is well known, worldwide some of the poorest house-
holds are the most dependent on the forest; it is highly likely that most
of the people relying on forests are also likely to be among the poorest
in the society.

Adat has weakened in many regions because of pervasive govern-
ment intervention, but in some regions, particularly the outer islands, it
remains strong. Under the New Order regime, adat laws and institu-
tions are recognized so long as they do not impede the state political or
economic objectives (Barber 1997). The basic philosophy of the New
Order state resisted diversity and denied the existence of distinct ““in-
digenous peoples’ with autonomous claims over territory or resources,
or independent local systems of spiritual beliefs and political authority.
Any attempts to emphasize diversity were perceived as subversive threats
to national unity (Evers 1995).



The Management of Forests

The New Order considered the traditional swidden agricultural prac-
tices to be environmentally destructive, backward, and wasteful. Instead,
the land was appropriated for redistribution or use of logging, commer-
cial agriculture, and resettlement. The Indonesian Forestry Action
Programme considered shifting cultivation a significant source of defor-
estation, although other research has shown that traditional practices
can be sustainable (World Bank 1993b; Tomich et al. 1998).

Not surprisingly, the forest dwellers, indigenous peoples, and local
communities have been disenfranchised and marginalized (World Bank
1993b). The Basic Forestry Law has adversely affected millions of people
who had previously had access to timber, non-timber forest products,
and swidden lands under the traditional systems of resource manage-
ment. Adat rights were subordinated to those of the timber concessions:
the communities and individuals could enjoy their adat rights so long as
they did not disturb the functioning of large-scale timber or plantation
concessions.

Increasingly, in addition to the large-scale commercial interests, the
indigenous dwellers also had to contend with transmigrants for access
to resources. As a result, conflicts between local communities and log-
ging concessions, plantations, transmigrants, and other state-sponsored
activities have become endemic throughout Indonesia (Barber 1997). It
is only recently, since around the mid-1990s, however, that these con-
flicts have started to gain significantly greater attention than before.
Earlier, the state was able to contain conflict and discontent through an
efficient military and domestic security apparatus. With increasing re-
source scarcities, the conflicts have become more serious, and violence
more widespread. The conflicts are not as localized anymore, and civil
society has become increasingly more vocal. The social conflicts and
violence have increased sharply in the last two years following the eco-
nomic crisis, and the ensuing rise in poverty and the breakdown of law
and order (Kartodihardjo 1999a).

The issues of adat rights and tenure are critical not only as basic
human rights issues but also as a potentially useful system for the sus-
tainable management of the remaining forests. And although the ben-
efits of participation and consultations have been recognized for some
time, the development of community participation or community for-
estry is still in its infancy (Seve 1999; Potter and Lee 1998). The Bank
identified the importance of these issues and the need for local partici-
pation in its ESW in 1993. It was, however, optimistic that laws that
had been just passed, recognizing community territorial rights, the rights
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to cultural autonomy, and the priority accorded to historically vulnerable
communities, would alter the legal environment within which the tradi-
tional rights to land and resources were viewed (World Bank 1993b: 51).%"
The laws also established the communities’ rights to be consulted and
involved in the planning and implementation of new activities affecting
their historic areas.

The ambiguous legal status of the forest-dwelling communities, how-
ever, has persisted, largely as a result of the government’s own conflict-
ing decrees of 1993 (Séve 1999). The decrees required a formal recogni-
tion of the preexistence of traditional rights by local governments, a
difficult process and rarely granted. Further, the commercial use of for-
est products by these communities was explicitly restricted. Reflecting
the New Order biases mentioned earlier, shifting cultivators were de-
fined as destroyers of the environment and of local and national devel-
opment, and were to be resettled outside forest areas.®

With continuing problems, in 1995 the Bank’s sector work again
called for increased participation in forest management, consultations
with local communities prior to commercial activities, revenue-sharing
for regenerating activities, improvements to the Bina Desa scheme, and
increased stewardship roles for local communities. It also recommended
that the government sanction changes in the forestry act and other leg-
islation and regulations to facilitate titling of forest dwelling and adja-
cent communities in forestland (World Bank 1995: 21). So far, how-
ever, little progress has been made on these issues.

There have also been numerous attempts by foreign-funded projects,
research institutes, and NGOs at implementing community-based for-
est management using various approaches. Most of these projects, in-
cluding several past and recent schemes by the government, have been
concerned with tree planting. While these projects have yielded impor-
tant lessons, they are essentially isolated cases on a very small scale and
often under special legal status provided by specific project agreements.
Overall, few programs have been officially established, and most inno-
vative projects are generally viewed as being marginal to the agendas of
central or local governments.

As a central issue with the existing “rules of the game,” community
participation and adat rights have received considerable attention in
the current reform era. Efforts are underway to improve the government’s
community forestry program and to draft an adat decree to secure the
rights of traditional communities (Fay and Sirait 1999, cited in Suderlin
1999). These, together with the recent “Guidelines to Resolve Adat Com-
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munal Rights Conflicts” issued by the Ministry of Lands and the new
decentralization law are positive developments. However, little real
progress has been achieved so far, with the new forestry law, ratified in
September 1999, still failing to recognize the rights of forest-dwelling
people. The process by which the new law was drafted has also come
under heavy criticism for not being transparent (Sunderlin 1999).

At the same time, recent experience also raises some concerns. The
equity benefits of community participation, secure tenurial rights, and
decentralized decision making are well founded, yet by themselves they
may not guarantee sustainable forest management. Faced with economic
hardships, especially in the aftermath of the financial crisis, impover-
ished populations are increasingly relying on extracting forest resources.
The political imperatives to raise incomes and promote regional growth
make local administrations eager to promote conversion of forests to
plantations (Potter and Lee 1998). Strong financial incentives to con-
vert natural forests to estate crop plantations or other uses, an increas-
ing number of non-indigenous local communities following non-tradi-
tional agricultural practices, rising population pressures, and poor gov-
ernance are likely to outweigh the benefits associated with traditional
swidden practices. There is a need for considerably greater amount of
stakeholder consultations and discussions of innovative ways to achieve
the goals of environmental sustainability and economic development
simultaneously. The Bank has adopted community participation and
broader stakeholder consultations as an integral part of its strategy for
the forest sector, as discussed below. But lessons from other country
case studies, notably Brazil and China, clearly indicate that to reduce
the rate of deforestation may require compensation to the local com-
munities and governments to retain their forests intact.

Certification

Forest certification, or “ecolabeling,” is a relatively new concept that
emerged in the 1990s to better address the issue of improving the envi-
ronmental and ecological quality of the world’s forests while maintain-
ing a sustainable level of production. While the concept of certification
is appealing, and likely to get increasingly important as environmental
consciousness continues to grow, several issues are currently being de-
bated concerning the acceptable definition of sustainability, and the eco-
nomic and equity implications of forest certification.

Indonesia is among the few countries that have established a na-
tional certifying body, the Indonesian Ecolabeling Institute (the Lambaga
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Ekolabel Indonesia, or LEI). This followed the government commit-
ment to comply with the ITTO guidelines for sustainable management
of forests by 2000, and the Bank contributed by providing a start-up
grant for LEI. While both of these are welcome moves, in reality they
have had little influence thus far in moving Indonesia toward sustain-
able forest management.

LEI has taken important steps toward designing an effective and cred-
ible certification system. It has sought the participation of stakeholders
to improve the implementation and effectiveness of its domestic pro-
gram, while it has sought alliances with international bodies (e.g., the
Forest Stewardship Council to facilitate a Joint Certification Program,
trade and industry associations in importing countries, and the WWF-
sponsored Buyers Group of Certified Wood Products). The effective-
ness of certification in modifying logging practices in Indonesia is likely
to be limited for some time. The limited institutional and human capac-
ity of LEI is clearly not equal to the challenge it faces in Indonesia.
Several constraints need to be addressed before local certification can
be considered a reasonable tool for promoting sustainable forest man-
agement. One is the need to build institutional and human capacity in
Indonesia, which is going to be gradual process and will likely take
several years. More important is the problem of the general level of
governance, in particular corruption. Both of these constraints are likely
to take time to resolve, and while local certification is a potentially
long-term solution, in the short and medium term it offers little hope.

One possibility is to use external or international certifying agencies.
However, even if proper certification apparatus could be established, and
implementation and governance issues resolved, questions remain about
the effectiveness of certification if there is limited or no demand from
export-destined countries, especially the low-income countries, which may
not find the more expensive certified forest products very appealing. For
Indonesia, another important issue would be the equity implications of
such a move. Certification is a costly process and is likely to hit the smaller
producers harder than large conglomerates. At the same time, certifica-
tion could have the same effect as non-tariff trade barriers, reducing de-
mand and depressing forest product prices and thereby helping acceler-
ate the process of conversion of forests to other uses.
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Industrial Demand

Indonesia’s four major log-consuming industries are the sawmill in-
dustry (for lumber or sawn timber), molding and building components,
plywood and particleboard, and pulp and paper.

With the ban on log exports since 1985, replaced by prohibitive taxes
in the early 1990s, most of the timber was processed domestically into
pulp and paper, plywood, sawnwood, chipwood, and other products.
The impact of the policies promoting these industries on forests can be
gauged by considering their log consumption. The current capacity of
the industry is estimated at 53.4 million m3, the estimated 1996 log
consumption was 44.57 million m?, and the official estimate of log sup-
ply for 1996/97 was 26 million m?® (Barr 1999). Based on information
available in 1995, the Bank estimated the sustainable level of log har-
vest at that time to be about 22 million m®in 1995 (World Bank 1995).
Considering the current, higher rates of deforestation, the sustainable
level is likely to be lower than this estimate. This unsustainable volume
of extraction highlights two key issues. One is the impact of poor com-
mercial logging practices, which reflect the current policies governing
the logging and processing industry. The second is the extent of illegal
logging commonly attributed to filling the difference between estimated
consumption and official records of log supply. While some of this was
probably supplied by smallholder farmers (e.g., from agro-forests and
trees from their own land, not on the forest estates), a substantial amount
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of it represents illegal logging activity.?’ Recent research indicates the
illegal supply of logs from natural forests is about equal to the legal
supply (ITFMP 1999). It is widely perceived that a large share of the
illegal supply originates from the HPH and HTI concessions (including
current as well as former concessions), reflecting the poor enforcement
of existing regulations and rule of law. More recently, significant illegal
logging has been documented in national parks, conservation areas,
and protected forests (EIA/Telepak 1999; Merrill and Effendi 1999).

Sawmills, Molding, and Building Components

The great expansion in both the sawmill and plywood industries oc-
curred in the decade preceding the financial crisis. The sawmill industry
has the greatest number of establishments of any of the forest products
industries. Its numbers range upward of 3,000 in various estimates.
Official BPS statistics account for the 670 sawmills in 1996 that em-
ployed more than five workers each. The numerous uncounted smaller
sawmills are indicative of how little capital is required to get started in
this industry. Small sawmills are mobile and easily shifted in and out of
operation as local resource supplies and economic conditions change.
The fluid nature of sawmill operations is also reflected in the large dif-
ference between permitted and installed capacity in the industry. Most
of the production of these two industries was consumed locally to sup-
port the construction industry. Indonesia is one of the five largest pro-
ducers of tropical sawnwood. Over 80 percent of its production was
consumed in domestic markets in the 1990-97 period (figure 4.1).

Plywood

Since the mid-1980s, plywood has been the dominant wood prod-
ucts industry in Indonesia. The log export ban ensured a cheap source
of raw material, and an export marketing cartel aggressively pursued
overseas markets. The total wood consumption of the industry is three
times that of the sawmill and molding industries combined. It employs
twice as many workers, and at a higher average wage. Approximately
10 percent of Indonesia’s plywood production is consumed in domestic
markets, and the rest is exported (figure 4.1).

Until 1997, the plywood industry’s export earnings dominated the
sector (figure 4.2), with Indonesia producing twice the volume of the
world’s second-largest producer of tropical plywood (Malaysia or Ja-
pan) and exports more than twice as much as its nearest geographical
competitor (Malaysia). Unofficial estimates indicate that plywood may
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Figure 4.1. Change in Production, Imports, and Exports
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Figure 4.2. Exports of Selected Wood and Pulp Products
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Figure 4.3. Plywood and Sawnwood Production, 1990-97
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no longer be the highest foreign exchange earner among wood prod-
ucts, having been replaced by pulp and paper. Trends in total produc-
tion indicate that until 1997 plywood production had stagnated since
about 1991, although it remained very high (figure 4.3). This slow-
down in growth is attributed largely to increasing scarcity of logs.

Pulp and Paper

Pulp and paper is a high-fixed-cost industry. Its production is con-
centrated at fewer locations than sawmills or plywood, and it employs
fewer workers than sawmills or plywood. It was second to plywood in
its value-added contribution to the economy in 1996—and it is grow-
ing rapidly. The pulp and paper industry expanded rapidly in the 1990s.
Installed capacity doubled from 1990 to 1997 and output of wood pulp
and paper and paperboard has almost tripled (figure 4.4). Although the
major share of the output of pulp and paper products is for domestic
consumption, the value of exports has increased almost five times (fig-
ure 4.2). The increase in paper production is expected to continue as
East Asia recovers from its financial crisis because paper consumption
is income elastic. The demands for paper and paper products grow with
economic development.

The high-fixed-cost and immobile natures of pulp and paper mills
make their managers more concerned with sustainable resource sup-
plies than, say sawmills and plymills. These features, and the rapidly
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Figure 4.4. Production Trends in Pulp and Paper Sector, 1990-97
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growing demand for their products, make the pulp and paper industry
the leading commercial force for sustainable forest plantations. How-
ever, in practice, the rapid expansion in capacity and the need to oper-
ate at high levels of capacity to maintain profitability increasingly have
forced the mills to rely on natural forests for raw materials. This has
put significant pressure on the forests, while the availability of cheap
fiber supplies through illegal logging has been a strong disincentive to
invest in pulp plantations. The pace of expansion of the pulp and paper
mills is rapidly become the most significant threat to natural forest deg-
radation, especially since the demand for fiber creates added incentives
to clear-cut logged-over forest lands.

Forest Concessions and Plantations

Forest extraction and the conversion of forest land for other uses have
been at the heart of Indonesia’s modernization strategy. In addition to the
direct pressure from the heavy demand placed on the forest resources by
the processing sector, a set of complex intersectoral and macroeconomic
issues have had indirect effects. The indirect effects, however, have been
largely ignored in most analytical work on Indonesia until recently, in-
cluding by the Bank in its macroeconomic, agricultural, and forest ESW.

HPH operations, among other factors, have been the dominant cause
of forest degradation (Kartodihardjo and Supriono 1998). As of June
1998, out of the total production and conversion forests, 69.4 million
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had been allocated to HPH, 4.7 million reserved for HTI, and three
million for large-scale plantation development. Despite a clear policy
on where HPH and HTI can be sited, there have been numerous cases
of encroachment, including into protected and conservation forests.
Those responsible have included large-scale HPH and HTI holders, in-
cluding some state-owned enterprises, and smallholders. For example,
about 22 percent of the total area allocated for HTI, or one million ha,
is in primary natural forest. Meanwhile, several protection and conser-
vation forest areas, for which no change in function is permitted, have
been encroached by plantation activities, by timber plantations, and by
shifting cultivation degradation (Kartodihardjo and Supriono 1998).

By June 1998, forest degradation resulting from HPH operations had
reached 16.57 million (Kartodihardjo and Supriono 1998). The govern-
ment has stated that it will rehabilitate, change to different status or func-
tion, and reserve this area for other purposes. But there also appears to
be a change in the forest ministry’s management of the concessions since
the economic crisis and the IMF and Bank adjustment packages. Of the
35.5 million ha (nearly half of the area reserved for concessions) man-
aged by 359 HPH, whose first 20-year term had expired, the rights of
only 96 HPH, with a total operational area of 14.3 million ha (about a
guarter of the total), had been extended to the second term. Of the re-
voked concessions, 33 for 3.3 million ha have been awarded to other
concessionaires, while the rest (9.5 million ha) were so poorly managed
as to need rehabilitation.?* These have been given to the Inhutanis.

The reduction in the number of HPHs, a result of the poor performace
of concessionaires, could be interpreted as suggesting that the relative
importance of concessions may be declining, evidently a result of re-
source scarcity in traditional logging areas such as Kalimantan and
Sumatra. However, MOFEC appears to be shifting its focus toward
opening new areas such as Irian Jaya. Between 1987 and 1997, the
MOFEC allocated 40 HPHSs covering 9.7 million ha in Irian Jaya alone.
More recently, the Indonesian selective logging and planting system
(Tebang Pilih Tanam Indonesia, or TPTI) has been weakened, which is
likely to lead to even less prudent management practices by HPHs.

While the HPH system continues to be a major force affecting forests,
the plantation sector is significantly adding to the pressures on forests.
This added pressure reflects the increasing demand from the pulp and
paper industries, ostensibly for timber plantations, and from the palm oil
processing industry. In response to a slow down, and perhaps even a
decline in the growth of plywood production, there appears to be a change
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in MOFEC strategy, a result of the desire to maintain a steady, and cheap,
supply of fiber to the pulp and paper processing sector. At the same time,
there is increasing allocation of forest areas for conversion, and the
Inhutani’s or state companies are reportedly looking for private sector
partners to allow log extraction on lands intended for “rehabilitation,”
often with the objective of eventually establishing oil palm plantations.

The growing importance of conversion is evident from the increas-
ing volumes of wood produced through the Wood Utilization Permit
(I1zin Pemanfaatan Kayu, or IPK), which permits clear-cutting logged-
over or areas designated by the MOFEC for conversion (Barr 1999b).
The IPK requires bank guarantees for royalties and the reforestation fee
for the full amount of the productivity plan and contributions to the
government’s funds for human resource development and development
of science and technology. The IPK has become popular because of its
various incentives: it allows non-selective harvesting techniques, there
are minimal royalties, and no restoration fee. In addition, as part of its
policy to promote plantations, the government has also provided sub-
sidy for HTI. This policy has been very popular with the private com-
panies, who have used the HTI subsidies and the IPK advantages, but
have generally failed to comply with the key element of the HTI permit:
to establish tree plantations. The record of planting has been very poor,
with only 23 percent of the planned area being realized for the period
1990-97 (Kartodihardjo and Supriono 1998). This in turn has pro-
moted further illegal logging, as the pulp and paper industry continues
to search for raw material from standing natural forests.

The 1998 government reorganization of the Ministries of Forestry and
Agriculture to give the mandate for estate crops development to the new
MOFEC suggests an apparent change in the government’s strategy. One
view of this change is that it makes the de facto policy of forestland con-
version de jure, with potentially damaging consequences for forests. For
example, the policy of integrating timber and tree crop plantation devel-
opment within production forest areas, and permitting a single company
to obtain HPH, HTI, and tree crop plantation rights has created signifi-
cant moral hazard. Under the current operating conditions, a company
can degrade the area under its concession, have it converted to an HTI,
and further reap the benefits of both the HTI subsidy and IPK. An alter-
native view is that the previous arrangement did not prevent land conver-
sion anyway. Given adequate staffing and appropriate institutional arrange-
ments, the reorganization may provide an opportunity to improve the con-
ditions of forests by ensuring a consistent application of regulations.



Pressure on Forests

Indonesia has been the lowest cost producer of palm oil in the world
and this comparative advantage has been reinforced by the devaluation
as it has also increased the profitability of all exports from Indonesia.
The government’s strategy to promote investment in oil palm, both for
exports and domestic processing, has led to a strong demand from pri-
vate investors for land conversion, often from natural forests.?? Respond-
ing to the Indonesian government’s encouragement, Malaysian inves-
tors have been able to acquire about 1.3 million ha of land banks for oil
palm development (Casson 1999). Kartodihardjo and Supriono (1998)
report the Minister of Forests and Estate Crop Development as report-
ing that 330,000 ha of forest is being converted annually to oil palm
plantations. In 1997, the government’s plans were to double the area
under oil palm from the 5.5 million ha by 2000.

Despite the incentives, however, as in the case of timber plantations,
the rate of establishment of oil palm plantations is also very low (Casson
1999). Given that many of the companies that have shown an interest
in oil palm plantations are also logging companies, it is evident that at
least in the first instance, the investors are more interested in the timber
that can be harvested from the plantation sites. Those genuinely inter-
ested in oil palm are likely to target Sumatra because of its better soils
and infrastructure. However, with the decline in the area of conversion
forest, increased demand for land has put pressure on the remaining
natural forest for tree crop development. In particular, Sumatra and
Kalimantan are showing deficits (in terms of planned conversion area
and the area that is available), and the conversion forests in Maluku and
Irian Jaya are increasingly under pressure.?® The government has recently
tried to rectify this situation by revoking licenses for non-establishment
and placing a temporary moratorium on new applications, but there are
already pending applications for about 4.5 million ha. And it is highly
likely that areas affected by forest fires will eventually be designated as
conversion forests (Casson 1999). Ironically, this may end up rewarding
the perpetrators of the forest fires, as it is widely believed that the large-
scale oil palm interests were responsible for the fires to begin with.

The pressures for forest conversion have accelerated in other ways
since the economic crisis, apart from the economic profitability of plan-
tation crops, and the declining quality of forest land which makes con-
version to tree crops attractive. The problems brought about by the
crisis and other external factors include rising urban unemployment,
reduced access to credit and agricultural inputs promoting extensive
agriculture, the increased burning of land as the cheapest way to clear
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it, inflows of foreign investment for oil palm plantations, and govern-
ment imperatives to increase foreign exchange earnings. This has re-
sulted in the increased conversion of land to quicker-payoff tree crops
relative to sustainably managing forests, and unrelated but more fre-
guent droughts leading to increased fire outbreaks.

Consumptive Uses of the Forest: Rural Households and
Non-Timber Forest Products

Rural households rely on the forest for a part of their own consump-
tion of non-timber forest products (NTFP) like fuelwood, bamboo, and
rattan. Some of these products form the basis of domestic production
activities, resulting in market sales and personal income. Some even
make their way into international markets.

Estimates of the level of direct and final household use of the forest are
difficult to obtain. Approximately 63 percent of Indonesia’s population
is rural and a large proportion of rural households rely on the forest for
some of their consumption of fruits and nuts, meat (from hunting), wood
for fuel and construction, and many other uncultivated or minimally
managed products. It is believed that at least 30 million people are highly
dependent on forest resources for their basic livelihood (World Bank 1998).

Furthermore, forests act as an insurance policy for rural households,
which increase their reliance on the forest in times of economic hard-
ship. For example, ICRAF’s Alternatives to Slash-and-Burn research
project anticipates that the financial crisis of 1997 and the collapse of
Indonesia’s currency may increase local reliance on slash-and-burn for-
est conversion and cultivation, and that the financial crisis has increased
the local profitability of many tree-based agricultural systems—at least
in Sumatra (Tomich et al. 1998).

Most local exchange of NTFPs does not enter the national accounts,
and undoubtedly most of the goods are consumed locally. The Forest
Utilization Statistical Yearbook and the national accounts do provide
measures of the smaller share of these goods that are produced for more
formal regional, national, and even export markets. These marketed
NTFPs include turpentine, a variety of specialized products made from
rattan, various handicrafts made from wood, plus some other products.

Table A.6 (Annex A) shows the forest utilization statistics for eight
NTFPs from 1989 to 1998. Table A.7 shows the Central Bureau of
Statistics accounts for 1996 for 10 ISIC industries such as wood furni-
ture and bamboo/rattan kitchen utensils. Small, family-operated estab-
lishments dominate even the formal market component of these indus-
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tries. These establishments employed 192,000 workers in 1996, pro-
duced products valued at Rp 2,905 million (US$1.2 million at the 1996
exchange of Rp 2,400=US$1) and earned Rp 871 billion (US$363 mil-
lion) in foreign exchange. These numbers are small compared to
Indonesia’s 1996 domestic product of Rp 532 trillion (US$222 billion).
We must recall, however, that they are underestimates. Even these under-
estimates are critical for the livelihood of many rural households where
per capita annual income was only Rp 600,000 (US$250) in 1996.

Forest Fires

One of the most significant series of environmental disasters in re-
cent history— the forest fires in Sumatra and Kalimantan in 1997, and
East Kalimantan in 1998—affected a vast area believed to be at least
five million ha in Kalimantan alone (Casson 1999). As to how devastat-
ing these fires were on the ground—whether they were complete or
controlled, local, and light—different reports take different views (Dennis
1999).

The fires have been attributed to a number of sources, but there is no
doubt that almost all were manmade. Fires are often set to settle scores,
especially conflicts involving land tenure. As the least-expensive means
of clearing land, they are widely used to prepare sites for replanting as
either forest plantations or estate crops. To worsen conditions, El Nifio
made for unusually dry weather in 1997. It increased the effect of fire
and its impact on regional air pollution. The smoke from the Kalimantan
fires affected cities as far away as Singapore. The effect of the fire and
the resulting air pollution on overall regional welfare has been recently
assessed at approximately US$4.5 billion (EEPSEA/WWF 1998).

Given the significance of the Indonesian forests and their biodiversity,
and the scale of the devastation in economic, ecological, and health
terms, the forest fires commanded a lot of international and domestic
attention. It was hoped that as a result there would be an increase in
MOFEC’s powers, hitherto limited, for determining the real use of land,
and improvement in the governance of the sector. However, events that
followed indicate the influence that large businesses have over the In-
donesian forest sector through their connections with the central and
regional administrations. In response to the disaster, the former Minis-
ter of Forestry, widely recognized by environmentalists for his forward
thinking and tough stance toward exploitative business practices, re-
leased the names of 176 plantation, timber and construction compa-
nies, and transmigration schemes believed to be responsible for large-
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scale burning. Of these, 133 were oil palm companies (Wakker 1998).
Despite the publicity surrounding the disaster, however, the number of
companies on the list was reduced to 30. IPKs of 66 companies were
temporarily suspended and then restored, no logging company had its
concession revoked and there were no public investigations. The com-
panies essentially went unscathed (Potter and Lee 1998). And it is likely
that once the political and economic situation improves, oil palm com-
panies will return to establish further plantations on the degraded lands.
The government has also indicated that the burned land would eventu-
ally be allocated for conversion (Casson 1999).

The Impact of the Financial Crisis of 1997

The East Asian financial crisis hit Indonesia in July 1997. Indonesia’s
currency depreciated approximately 80 percent in the four months fol-
lowing, and has since not recovered much. The immediate impact of
the depreciation, however, did not confer advantage in international
markets because Indonesia’s major trading partners (especially Japan)
also suffered from the financial crisis.

Initially, the decline in plywood exports relieved pressure on forests.
Soon (around April 1998), however, the demand from China and other
regions kicked in for plywood, and the continued exports of pulp and
paper have increased the pressure on forests. Even before the crisis, the
plywood industry faced supply difficulties because of excess capacity
and declining log supplies, with forest fires adding to the problems. As
a result, plywood producers are looking in more remote and inappro-
priate areas for timber. This is made worse by the breakdown of the
already poor law and order situation, which has resulted in increased
illegal logging and looting of forest resources with the continuing eco-
nomic crisis (Kartodihardjo 1999a). Adding to the pressure is the de-
mand for fuelwood, as other cooking fuels become more expensive.

Agriculture was seen as an important way to deal with the crisis
(Sunderlin 1998): it is less dependent on the dollar economy and hence
was expected to be less affected; it commands attention because of the
political imperative to assure basic commodities; it helps absorb unem-
ployed work force from the urban areas; it was seen as an important
source for both saving foreign exchange (by substitution of costly rice,
wheat and soy imports) and earning foreign exchange (as with other
natural resource sectors).

The impact of the crisis itself was expected to put indirect pressure
on forests through improved agricultural incentives. A shortage of capital
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for inputs and an ineffective system of subsidies (which are reportedly
being diverted away from poor smallholders to larger farmers or plan-
tations) are expected to encourage extensive agriculture. The sources of
this pressure are surmised as smallholders (including a reverse in the
declining trend of shifting agriculture), large-scale plantations for oil
palm and spontaneous forest clearing for cocoa, coffee, shrimp, rubber
and pepper as economic forces make these crops attractive in the wake
of the rupiah devaluation. The biggest threat was perceived to be from
large-scale operators and the wealthier individual farmers who could
undertake forest-clearing activities. Expansion of oil palm plantations
often puts the ““developers™ in direct conflict with the forest communi-
ties, who are often displaced. The crisis was expected to add to the
already rapid pace of expansion of oil palm estates and the conversion
of forests (with a high risk of going well beyond the designated conver-
sion forests and into protected and production forests).

The initial evidence suggested that the adverse impact on forests may
not be as bad as anticipated (Angelsen and Resosudarmo 1999). More
recent evidence suggests, however, that there has been a substantial in-
crease in the frequency of forest clearing in the second year of the crisis
(Sunderlin 1999). There has also been a pronounced shift in emphasis
from shifting cultivation (mainly the production of food crops) toward
the cultivation of permanent crops (especially tree crops). Different crops
were impacted in different ways. Expansion of oil palm was checked by
a decline in world price (as demand from other Asian countries fell),
and government policies affecting crude oil palm exports. The govern-
ment first banned such exports from November 1997 to April 1998,
and subsequently imposed an export tax of 60 percent (reduced to 40
percent in January 1999). Thus, the domestic price has been relatively
insulated from the exchange rate fluctuations, translating into less im-
pact on oil palm expansion than anticipated. In addition to these “in-
centive” effects, the timber and oil palm companies have reduced their
investments because of the limited funds available. Since forest conver-
sion is a capital-intensive operation, preliminary evidence suggests that
at least the large-scale operations may not have increased as much as
expected as a result of the crisis.

As regards farming, those involved in export-oriented crops had mixed
experiences. Cocoa producers benefited from the crisis. The producers
of rubber, the largest smallholder cash crop, gained little as the crisis
was accompanied by a fall in world prices (as a result of decline in
demand for rubber and low oil prices, which affect the price of syn-
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thetic rubber). The impacts on forests have also been varied by location
and by crop (e.g., of coffee on North Sumatra conversion forests, and
shrimp on South Sulawesi mangroves). The initial gains from a sharp
increase in real prices, however, have been short-lived as the prices have
drifted downwards to the pre-crisis levels. The net impact of the crisis
on small farmers (whose level of food self-sufficiency is low) is cur-
rently believed to be negative, with food prices increasing significantly
and the competitive advantage of export crops eroding with a strength-
ening rupiah (Angelsen and Resosudarmo 1999).

The impact on forests has been varied across farmer types. Small,
generally subsistence farmers lack the resources (either capital or labor)
to open a new swidden field. The groups that were able to take advan-
tage of the opportunities from the crisis were the relatively better-off
farmers, immigrants with capital and urban entrepreneurs who were
able to finance forest conversion to export crops.

The level of urban-rural migration has not been as large as antici-
pated, and the related impacts are believed to be low. The indirect im-
pact of other government activities (transmigration, infrastructure de-
velopment, mining) on forests has also likely been limited because of
funds shortages (although the shortages have been offset somewhat by
donor and IMF funds).

Need for Reforms

Forest policy reform is essentially a political issue (Ross 1996, World
Bank 1993b). Contrary to its publicly declared positions, the govern-
ment has viewed forests as assets to be liquidated to help economic
growth and diversify the economy. Forest resources have been under-
valued, ostensibly to promote domestic “value added,” generating enor-
mous economic rents. At the same time, rent capture has been kept low,
and forest management practices and policies have been governed by
political and patron-client interests.

Before the financial crisis and the change in Indonesia’s central gov-
ernment, the key domestic actors in the forest sector were doing well
under the existing rules and with the benefit of a stable economic and
policy environment. The leading member of the forest industry was a
close friend of the president. He easily could obtain hearing for any
policy change he desired. Several members of the president’s family were
directly involved with timber conglomerates, making it personally very
profitable to ensure that the industry’s interests were well served by
official policy. MOFEC was well financed, largely through the reforesta-
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tion fund created from revenues from DR. The army received benefits of
unidentified magnitude from forest concessions managed by regional com-
manders and largely off the books with respect to MOFEC or Ministry of
Finance accounting. The MOFEC and BAPPENAS (the National Plan-
ning Bureau) disagree over the allocation of the revenues from the DR,
whose funds have often been used for non-reforestation purposes, even
for non-forest purposes. The ministry relies on its current control over
these funds for its regular operation, and the government has generally
used these funds for various political purposes. BAPPENAS prefers to
allocate these funds to the central treasury. Otherwise, the domestic in-
centives for policy reform were limited.

Indonesian smallholders, local communities, and indigenous popu-
lations were largely left out of the political and policymaking process.
They have received little benefit from the lands they have historically
occupied. Many local groups and some environmental NGOs expressed
their unhappiness with decisions regarding forests, and some were quite
vocal. Nevertheless, despite the increasing level of complaints and dem-
onstrations, civil society has had little effect on forest policy or man-
agement decisions.

This means that the arguments for policy reform had to come from
external sources. In light of their past experience with implementation
in the forest sector, most donors stayed out of the sector since the mid-
1980s. Some donors with forest sector interests did take up technical
advisory roles, but they have generally tended to stay away from policy
advice and have not actively pushed for policy reforms. The World Bank,
however, remained engaged through the early 1990s, breaking ranks
with other donors in the sector. This also left the Bank as a major actor
pushing for policy and institutional reforms, with limited interactions
with other donors through the consultative group meetings. Many of
the donors feel, however, that the Bank has largely been working in
isolation, with little or no consultation on key policies or reform areas.
There has been a change following the recent events, with the donors
showing significantly greater unanimity in calling for reforms. In the
most recent meeting, the consultative group has strongly endorsed a
focus on forest reforms.

Sustainable Forest Management

Given the state and the pace of depletion of Indonesian forests, the
focus of the Bank’s policy advice since early 1990s has been on sustain-
able forest management. It has specifically targeted production forestry
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to bring it under control, moving the forest sector toward the proper

valuation, albeit in a market sense, of the forest resources. For this, the

Bank has called for removing policy distortions that drive a wedge between

world prices and domestic prices of logs. The basic argument is to provide

appropriate incentives for economic efficiency, sustainable management of
standing forests, and for plantations to substitute for natural forests.
Among the needed reforms, several observers other than the World

Bank have noted the need for improving the concession management

system (as noted in Sunderlin and Resosudarmo 1996). The reforms,

among others, have included:

« Raising royalty fees and government rent capture (Gray and
Soetrisno 1990; Ascher 1993; D’Silva and Appanah 1993; Ramli
and Ahmad 1993; Thiele 1994; Ahmad 1995)

« Lengthening the concession cycles and increasing tenure security
for concessionaires (D’Silva and Appanah 1993; Thiele 1994;
Kartodihardjo and Supriono 1995)

e Enhancing competition in the allotment of concessions (Gray and
Soetrisno 1990; Thiele 1994)

« Increasing area-based as compared to volume-based concession
fees (Gray and Soetrisno 1990; Thiele 1994).

Governance Issues

The most challenging and perhaps the most difficult to address is the
issue of illegal logging, which has the potential to render most policy
recommendations ineffective.?* lllegal logging manifests a deeper prob-
lem of governance. Poor governance is also at the heart of the recent
forest fires, a phenomenon which is likely to repeat itself unless some
fundamental changes are instituted with respect to enforcement of rules
and regulations, corruption, and forest policy and management prac-
tices. To address these issues, both internal and external observers, in-
cluding the Bank, have called for a comprehensive approach to forest
management, including the important but complex issues of local par-
ticipation, property rights, consultative process for decision making for
resource use, revenue sharing, and greater decentralization and devolu-
tion of authority to regional and local governments (Barber 1997;
Kartodihardjo 1999a; World Bank 1993b, 1995, 1998).

The Bank has viewed this as a complex process that will take time to
resolve (World Bank 1998). It is also a process that has to be handled
with utmost care, with full participation of all stakeholders, and under-
taken in a fully transparent manner to ensure that the purposes of equity,
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social justice, and national interest are properly served. Until the legal
issues surrounding land titling can be resolved and new approaches in
community participation developed, the Bank has argued for a more
substantive involvement of local communities and provincial govern-
ments, through revenue sharing and direct participation, in the improved
management and protection of forest resources.

Economics of Sustainable Forest Management (SFM)

Even if the current complex of forest policies could be rationalized,
and the deep-rooted governance problems resolved, there remain some
important issues that are less well understood but have important im-
plications for managing forest resources. The first of these has to do
with the strength of economic forces operating against SFM. Past re-
sults from many parts of the world indicate that while SFM by itself may
be potentially viable under certain conditions (in purely financial terms),
the results on its profitability relative to competing uses of land (such as
conventional logging, agriculture, or tree crops) are mixed, but it is un-
likely that SFM will be able to compete effectively.

Results specific to Indonesia are limited, but indicate that under the
prevailing conditions SFM is unlikely to be able to compete with plan-
tation crops, especially oil palm (Tomich et al. 1998; Scotland 1998;
Kartodihardjo and Supriono 1998). These results, however, are based
on the current valuation of timber, and not at the world price. Other
results indicate that SFM may be profitable at world prices (World Bank
1995; Tomich et al. 1998). How SFM fares against alternative uses of
land is not known at present; the results that exist (Scotland 1998;
Kartodihardjo and Supriono 1998; World Bank 1995) on the rates of
return are not comparable for various technical reasons and underlying
assumptions. It is highly likely that the profitability of SFM will vary
depending on the location and type of forests, but the bottom line is
that not enough is known about the competitiveness of SFM, even un-
der ideal policy circumstances.

These results are based on financial timber prices, and as such are the
most relevant from a private investor’s point of view. However, they do
not fully value any of the remaining goods and services, or externalities,
provided by forests, which are more relevant from a social (long-term
individual, intergenerational, national, and international points of view).
An appropriate economic analysis should incorporate all benefits, includ-
ing biodiversity, environmental benefits (e.g., carbon values), and non-
timber forest products, properly valued at their respective ““economic”
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prices. The full economic value may indeed fully justify SFM from a glo-
bal social point of view, but at this point, this is also an important out-
standing empirical research question.

In the tradeoffs among alternative uses, it is worth noting that for
the environmental benefits, primarily carbon storage, tree-based sys-
tems are the ““best bet” alternatives to natural forests (Tomich et al.
1998). However, the local timber industry is not likely to incorporate
these ““externalities,” positive or negative, as it responds to current fi-
nancial pressures. These—combined with high discount rates, a result of
myopic worldview, political uncertainty, and other factors—make it dif-
ficult to rely on the markets to ensure SFM. At the same time, they also
make appropriate policy formation particularly important, and difficult.

The financial pressures under the current policy and governance en-
vironment are well illustrated by the poor rate of plantation establish-
ment (23 percent), even under the HTI program meant for this purpose
(Kartodihardjo and Supriono 1998). The underlying factors are well
illustrated in the pulp and paper industry demand, which does not need
to rely on long gestation hardwood trees. The pulp and paper industry
is rapidly emerging as a major source to contend with for SFM (Barr
1999b). In the early 1990s, there was optimism that the change in the
processing sector composition toward the pulp and paper industry was
a positive move since the industry could profitably rely on fast-growing
species as a cheap source of fiber (World Bank 1993b). However, the
rapid expansion of installed mill capacity put increasing pressure on
natural forests, including logged-over forests, for supply of fiber, and
the investment in timber plantations has been minimal. One important
reason is the availability of cheap fiber through illegal logging of natu-
ral forests; another important reason is that plantations are not profit-
able at the current domestic prices.

Given these significant financial pressures on the forests and the po-
litical-economy imperatives, as the issues of the full economic valuation
of the forests are resolved, other important considerations will have to
be confronted. In particular, if alternatives to natural forests are indeed
more profitable, then the tradeoffs between local, national, and inter-
national interests in Indonesian forests will have to be managed. These
would include non-market measures to provide the incentives to retain
the current forests intact, for example, by compensating the owners of
the resource, and local governments with interest in economic develop-
ment, to forgo the benefits from the forests for the sake of national and
global social benefit.



PART Il: THE WORLD BANK
AND INDONESIA

Implementation of the 1991 Forest
Strategy in Indonesia

The Bank’s 1991 Forest Strategy had two main objectives: to slow
the alarmingly rapid rate of deforestation and to ensure adequate plant-
ing of new trees to meet the rapidly growing demand for fuelwood in
the developing countries. The strategy promoted the conservation of
natural forests and the sustainable development of managed forest re-
sources. It aimed at supporting international efforts and legal instru-
ments to promote forest conservation; giving assistance to government
in policy reform, a multisectoral approach, and institutional strength-
ening; creating additional forest resources; and supporting initiatives
that preserve intact forest areas. Based on these broad principles, the
strategy envisaged a distinction between projects that are clearly envi-
ronmentally protective (such as reforestation to protect watersheds) or
which are oriented toward small farmers (e.g., farm and social forestry),
and all other forestry operations (e.g., commercial plantations). The
strategy considers the two types on their own social, economic, and
environmental merits. Other lending operations would be conditional
on governmental commitment to sustainable and conservation-oriented
forestry. Such a commitment entails:
= Adopting policies, an institutional framework, and the measures to

ensure conservation and sustainable use of existing forests and to

promote more active participation of local people and the private
sector (with proper incentives) in the long-term management of
natural resources
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« Adopting a comprehensive and environmentally sound forest
conservation and development plan that contains a clear definition
of the roles and rights of all the stakeholders

« Setting aside adequate compensatory preservation forests to
maintain biodiversity and safeguard the interests of forest dwellers,
specifically their rights of access to designated forest areas.

Where these conditions were present, the strategy anticipated Bank
financing of projects. Where they were not, Bank forest sector support
would be restricted to operations that were limited in scope, sequenced,
and specifically targeted at helping countries meet the stated conditions.

Indonesia is one of the 20 countries identified in the 1991 Forest
Strategy where tropical moist forests are seriously threatened and where
the Bank should pay special attention to its forest sector lending.

From the discussion in the previous section, it is clear that deforesta-
tion in Indonesia has continued at a rapid rate in the 1990s, and in fact
may have accelerated (even without the impact of the financial crisis).
The Bank did not finance any new forest sector projects in Indonesia in
the post-1991 period, because the Indonesian government did not want
the Bank engaged in the forest sector. In fact, one of the only two forest
projects that the Bank has financed in Indonesia, which started in 1990,
was cancelled in 1994 when policy dialogue with the government broke
down. The Bank did pursue a conservation agenda, however, through a
joint World Bank—-GEF project and through other projects with forest
components.

The Bank clearly considered the policy environment in the Indone-
sian forest sector unconducive to the Bank having an impact on the
sector. Had the Bank insisted on remaining engaged and continued to
lend without a supportive environment in the country, it would likely
have been blamed for supporting the forest sector in a situation where
it was unable to at least slow the eventual outcomes. In some sense,
therefore, it was beneficial for the Bank not to have been involved. How-
ever, questions arise: Is slowing down rates of deforestation a realistic
objective in Indonesia? Could the Bank have contributed to improving
management of the forest sector to meet the same growth objectives
with less damage to the environment and with more equitable outcomes?
Did the Bank do all that was possible and realistic within its limited
leverage over Indonesia? Could it have done more, for example, in con-
serving biodiversity, ensuring the rights of communities (particularly of
the rights of indigenous communities to land), or planting more trees?
In short, were their errors of omission as well as commission?



Implementation of the 1991 Forest Strategy in Indonesia

To understand the reasons for the lack of the Bank’s presence in In-
donesian forests, it is important to understand the history of the Bank’s
involvement in Indonesia in matters that directly and indirectly affect for-
est outcomes, particularly the genesis and the outcomes of the forest projects
financed by the Bank in 1988 and 1990 and the aborted third project.

Because the 1991 Forest Strategy promised a multisectoral approach
to the forest sector, the review also examines the Bank’s non-lending
activities (the Bank’s country and sector assistance strategies, ESW, policy
dialogue, and technical assistance). It also examines lending activities
at the macroeconomic level, and lending to activities outside the forest
sector that have indirectly affected forests such as lending to agriculture
and rural development, activities that affect levels of poverty, and those
related to transport, power, and industry. An intersectoral approach is
important because the two major issues the Bank has confronted in
Indonesia’s forests have been the rate and process of forest conversion
and the role of the forest-related industries. Governance has been at the
heart of both, although the economics of converting forests to alterna-
tive uses has also been critical, raising important questions regarding
the tradeoffs between growth, equity, and environment.

Bank Involvement in the Indonesian Forest Sector

The OED review of the implementation of the Bank’s 1991 Forest
Strategy focuses on the post-1991 period, with comparative reference
to the previous eight-year period, 1984-91, where necessary. In Indo-
nesia, the Bank’s direct assistance in the forest sector after 1991 has
consisted almost entirely of policy dialogue rather than lending. The
analysis that follows, therefore, concentrates on the Bank’s strategy and
services. It also distinguishes between the Bank’s country assistance strat-
egy and its sectoral assistance and development strategy. This distinc-
tion is important because, as was noted by the recent OED Country
Assistance Review (CAR) for Indonesia, the two were not always con-
sistent, sending mixed messages to the government (World Bank 1999).

The Bank’s relationship with the government of Indonesia in the for-
est sector can be divided into three phases starting from 1988, when the
Bank first became involved in the sector. There have been only two
forest operations, which although conceived before 1991 (1988 and
1990) were implemented mostly after 1991. As discussed, the design of
these projects was consistent with many aspects of the 1991 strategy.
The period from 1988 to about 1994 can thus be considered the lend-
ing phase. After 1991, the Bank had no new forest lending projects,
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although it did pursue the conservation agenda through a joint Bank-
GEF project and a Natural Resource Management (NRM) project with
a substantial regeneration and regreening component.

The Bank’s lending relationship ended in 1994, when the govern-
ment decided not to borrow from external sources for forestry. It re-
quested the cancellation of two key components of the second forest
project, halted the preparation of a third forest project, and dropped
the forest component of the NRM project. The cancelled components
of both active projects were substantial proportions of their total costs.
Other, previously financed projects, however, continued.

What followed was the no-lending phase, from 1995 onwards, dur-
ing which the Bank maintained a presence in the sector through conser-
vation activities, but even the policy dialogue came to a halt. With no
activity in the sector, no economic and sector work was done—MOFEC
was not interested in having the Bank involved in the sector in any
substantive way.

The reform and adjustment phase started with the financial crisis
and the inclusion of forest sector conditions in the IMF reform package
to Indonesia, agreed to by the government through its letter of intent of
January 1998. The IMF loan was followed by the Bank’s first Policy
Reform Support Loan (PRSL) in 1998 and a second PRSL in 1999. The
Bank is currently involved in a broad-ranging consultative process that
aims to develop a longer-term strategy for more equitable and sustain-
able development of the sector.

Bank’s Assistance Strategy
The Bank’s sector strategy for forests in Indonesia during the 1980s

can be summarized as (World Bank sources):

= Strengthening nature conservation efforts by improving MOFEC
implementation capacity

= Supporting watershed conservation efforts by developing and
implementing production techniques consistent with environmental
requirements and equitable for the poor rural farmers forced to
encroach on critical watersheds

e Improving the sector information base and supporting policy
improvements

= Strengthening forestry research

< Improving the quality of investment-planning and improving policy
and investment implementation capacity through improved work
force development.
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In some ways, therefore the objectives that the Bank had articulated
for the forest sector in Indonesia were consistent with the 1991 Forest
Strategy that was to emerge.

This strategy was also consistent with the government’s stated sector
development objectives:

« Improving the management of natural forests and plantations to
sustain production

= Increasing non-oil export revenues through increased exports of
forest products

« Improving supply of industrial raw materials and forest products
for local industry and local consumption

« Conserving watersheds

= Protecting and conserving wildlife, genetic resources, and scenic
and recreation areas.

For the objectives to be mutually consistent, well-balanced imple-
mentation and management was required to address and minimize the
tradeoffs. This called for considerable sensitivity to the environmental
aspects of forest management; strong political will; institutional and
human capacity; and a voice for all stakeholders in the policy decision-
making and implementation. For example, improving the supply of raw
materials for industry and exports of forest products required balanc-
ing the economic benefits against the costs to conservation of water-
sheds and biodiversity if key forested areas are degraded.

In its sectoral assistance strategy in the 1980s, the Bank allowed that
as sectoral policies, investment planning and implementation capacities
would improve, it would fund larger sectoral investments intended to
increase forest production, improve sawmilling, improve wood distri-
bution, and increase the local value added in the wood processing sec-
tor. The Bank’s Country Assistance Strategy (CAS) was not explicitly
concerned about the problems in the forest sector, nor did it take clear
account of the tradeoffs between environmental impacts and a natural
resource—based economic growth. The focus was very much on eco-
nomic growth, population growth, and poverty reduction, and the cross-
sectoral impacts of development policies on the environment were rarely
considered. For example, most tree crop development projects focused
on accrual of benefits from investments, but their impacts on forests
were usually not analyzed. Following the conventional wisdom at the
time, it was assumed that the primary threat to the forests was from
smallholders, mostly shifting cultivators, with the impact of commer-
cial logging and other government policies not fully appreciated.
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During the 1990s, however, with new evidence and based on consid-
erable high-quality ESW, the sectoral issues were further refined. Some
cross-sectoral issues, particularly the land issues and siting of agricul-
tural and tree crops interventions, were recognized by the Bank’s agri-
cultural ESW for their potential impacts (World Bank 1992), but a deeper
analysis of the impact of pricing and other policies continued to be
ignored. The focus of the forest sector strategy on a phased approach to
policies, institutional development, and capacity building continued,
with an increase in the focus on conservation.

The Bank’s CAS increasingly focused on “second-generation” issues
such as environmental sustainability. Through the 1990s, the focus on
economic growth was maintained, but issues related to the manage-
ment of forest sector started to be incorporated in the CAS as part of a
general rise in concern about environmental sustainability.

In 1995, the Bank articulated the objectives of its CAS as (World
Bank sources):

e Maintaining growth and macroeconomic stability
« Enhancing competitiveness

* Reducing poverty

« Enhancing human resource development

« Managing resources sustainably.

Following the increasing awareness of environmental problems grow-
ing out of international concerns and the government’s own stated de-
velopment concerns, as well as the findings from the Bank’s ESW (World
Bank 1994a), forests became a primary concern. The focus on forestry
increased in the 1997 CAS, which even noted the lack of “transpar-
ency”” and competitiveness in the natural resource development sectors
(World Bank sources). The Bank, however, was reluctant to pursue the
sensitive dialogue on forest-related policy and institutional issues until
the financial crisis. This is consistent with the general finding of the
OED CAR that the impact of good policy advice was diluted by am-
bivalence at the higher levels of Bank management (World Bank 1999).

The lack of a consistent approach to the sector can be judged by the
Bank’s continued funding of forest-related activities through tree crop
components in agricultural projects, without coming to grips with the
real issues in the forest sector. This piecemeal approach continued
through the second phase of the Bank’s relationship in the mid-1990s,
when it was clear that the government was not willing to undertake the
reforms necessary to improve the management of the forests. One ex-
ample of ineffectiveness of this approach is emerging as an important
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lesson from the joint Bank-GEF conservation project (Kerinci-Seblat
Integrated Conservation Development Project). The project is conser-
vation-oriented, targeted at the protection and management of the
Kerinci-Seblat Park and its buffer zone area. It is one of more than a
dozen such projects aimed at conserving biodiversity (almost all of the
others are unofficial projects implemented and funded by other donors
and NGOs). Through the project, the Bank sought to pursue its conser-
vation objective; the project thus embodies the direct implementation
of the 1991 strategy.

A recent assessment of the integrated conservation development pro-
grams (ICDPs) in Indonesia concludes that “very few ICDPs can realis-
tically claim that biodiversity conservation has been or is likely to be
significantly enhanced as a result of current or planned activities” (Wells
et al. 1999: 2-3). The primary reason is that the threat is not from the
pressures from local people, as is implicit in the projects’ rationale, but
because of the failure to address the real issues of economic planning or
land use decision making (the main threats are identified as coming
from road construction, mining, logging concessions, and sponsored
immigration). An important lesson emerging from the project is that
without addressing the broader sectoral and cross-sectoral issues af-
fecting the forest sector, a piecemeal approach is unlikely to be success-
ful, irrespective of how laudable its objectives.

The Bank has also been weak in formulating its strategy and policy
reform proposals in its partnerships with other stakeholders. Many
donors feel that, until the arrival of the financial crisis, the Bank en-
gaged in little substantive exchange on issues or coordination in activi-
ties and policy proposals. The Bank has also worked in isolation from
civil society in Indonesia as well as from the national and international
research community. These criticisms peaked immediately following the
IMF reform package in 1998 (Dubash and Seymour 1999).

Following the initial conditions, and in the context of the following
structural adjustment loans, the Bank has significantly modified its ap-
proach. It has demonstrated willingness to take more decisive action by
engaging the government in a serious dialogue on forest management
issues. It has also adopted a much more consultative and participatory
approach to developing its future strategy and actions in the sector.
These actions have elevated the forest sector as a national priority and
elevated the sectoral strategy to the forefront of the Bank’s country as-
sistance strategy. The details are discussed below in the section on struc-
tural adjustment and policy reform.
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Lending Operations

A review of the Bank portfolio for the period 1984-99 appears in
Annex C. The analysis is broken down into two periods: 1984-91 and
1992-99. The Bank had 79 operations up to 1991, with total commit-
ments of US$10.5 billion. During this period, the Bank approved two
forest sector projects with total commitments of US$54 million. This
constituted about 0.5 percent of total Bank commitments to Indonesia.
These projects were 3 percent of the Bank’s worldwide forest sector
portfolio of US$1.86 billion, and 5 percent of the 41 projects financed.
In addition, 27 projects could have had direct or indirect impact on the
Indonesian forests.®

After 1991, the Bank financed 84 projects with total commitments
of US$10.7 billion (6 percent of the Bank’s worldwide lending portfo-
lio). In the forest sector, the Bank had no direct lending. It did, however,
finance seven projects with forest components. Two of these projects
are not designated forest projects, but have either a major component
(the Watershed Conservation Project, 1994, is classified as a natural
resource management project, supporting regreening and reforestation)
or are directly related to forest management (the joint Bank-GEF
biodiversity conservation project, the Kerinci-Seblat Integrated Conser-
vation Development Project). The remaining five projects contain tree-
crop components.

Pre-1991 Projects

Forest Projects

The two direct forest projects, Forestry Institutions and Conserva-
tion Projects (FICP | and FICP II), were approved within 18 months of
each other in 1988 and 1990. The projects complemented each other,
and their experience therefore should be considered together. Although
the projects were designed before the Bank’s 1991 Forest Strategy be-
came effective, their objectives, design, and intent were consistent with
the strategy.

FICP | was the Bank’s first major intervention in the Indonesian for-
est sector, (a US$63 million project with the Bank funding US$34 mil-
lion) and it hoped to address the critical institutional weaknesses in the
forest sector (World Bank sources). FICP Il (total cost at appraisal of
US$33.1 million and Bank commitment of US$20 million, about
US$10.54 million was cancelled), was intended to improve the inspec-
tion and control function of forest operations (World Bank sources).
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The objective of FICP | was to improve sectoral planning, manage-
ment, and conservation efforts for ensuring the long-term contribution
of the forest resources to the welfare of the Indonesian people. It had
two components: (2) institutional strengthening through sectoral and
policy studies, information generation, and research; and (2) conserva-
tion by rehabilitating terraced lands and associated conservation struc-
tures, planting trees on private lands, conservation of forests on state
lands and management of five existing nature conservation areas. Al-
though prepared before the Bank’s 1991 Forest Strategy had been ap-
proved, its design reflected the need for conservation of natural forests
and biodiversity, and poverty alleviation.

The objectives of FICP Il were to reduce the pace of deforestation in
Indonesia and to sustain and maximize the flow of benefits from forest
resource use. The project components included natural forest manage-
ment, plantation planning, research planning and development, and
conservation of forest environments. It was designed to provide invest-
ments supplementing the implementation of FICP I. FICP Il was ex-
pected to be completed sooner, as it did, than FICP | because of the
different objectives.

Despite implementation delays, the Implementation Completion Re-
port (ICR) for FICP | claimed substantial success in improving sectoral
planning, management, and human resources (World Bank sources).
For example, the ICR observed that policy, planning, and investment
work, including the National Forest Inventory, were carried out by the
program of studies financed under the project and undertaken by FAO.
Indeed, 29 studies were completed in six major subject areas. Indone-
sian critics have argued, however, that the use of technical assistance
for these studies was at enormous cost to Indonesia, while most of the
studies remained on the shelves of the ministry (Hafild 1999). The ICR
also stated that MOFEC’s institutional potential increased to address
major sector planning and management issues. For example, the Tropi-
cal Forestry Action Plan was completed based mainly on project stud-
ies. However, with the benefit of hindsight it is clear that the action
plan avoided some of the main issues confronting the forest sector. The
ICR similarly noted human resources development achievements and
the strengthening of sectoral information. Human resource develop-
ment gains cannot be properly assessed, but some positive benefit was
likely. However, considering the poor state of knowledge about forest
cover in Indonesia, the quality of the information collected is doubtful
(Kartodihardjo 1999b).
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The other achievements of the project, judged successful in the ICR,
included an improvement in forest research capacity and addressing the
critical conservation needs through investments in five national parks
around the country. Royalties and levies for logs were also increased by
a factor of three—although this was not a project covenant, the studies
financed under the project were expected to result in changes in policies
(some NGOs disagree that the increase in royalties was a result of the
Bank’s actions). However, even the revised level of royalties was well
below the replacement cost of trees. It is not clear what proportion of
the royalties was actually collected. Paradoxically, the Bank’s recom-
mendation on royalty collection in part enabled the MOFEC to turn
down Bank loans, avoiding the intended forest sector reforms.

Despite these achievements, the ICR identified some major challenges
to the forest sector. These challenges made the sustainability of the
project’s achievements uncertain. Important among these was the lack
of government commitment to the project initiatives and to carrying
out the institutional and policy reforms in the sector; lack of coordina-
tion among governmental agencies; and government reluctance to ad-
dress the difficult land use issues by enforcing a clear and effective land-
use policy for demarcating and protecting the forest areas of the great-
est biodiversity and environmental value.

FICP | was intended to be the first of a series of lending and related
activities in the forest sector with a long-term objective of achieving
policy and institutional reforms. However, FICP | closed after FICP II,
by which time MOFEC had decided against any further borrowing to
finance forest programs. The reasons given for this included the need to
reduce external debt, to use the large accumulation of funds in MOFEC
in the Reforestation Fund (supported by levies from logging conces-
sions), and the desire to use grant funds. Whatever the reasons and
merits of this decision, the result has been that the Bank’s long-term
strategy did not progress. The Bank has therefore been concerned that
the fundamental policy and institutional reforms needed to foster the
sustainability of Indonesia’s forest resources are not likely to be ac-
corded the importance they deserve (World Bank sources).

FICP 1l also suffered implementation delays but was completed on
schedule (World Bank sources).?® However, two components were
dropped: the implementation of the concession management compo-
nent and construction of a research facility in the critical island of Irian
Jaya. This meant cancellation of over 50 percent of the Bank loan. The
ICR claims that the project met most of its other development objec-
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tives. The government described the project as based largely on techni-
cal assistance leading to technical outputs and indicated that the judg-
ment about the longer-term value and sustainability will be made when
all data, information, and opinions are available. It said, “it is clear the
Bank was too optimistic in its estimate of time frames needed to imple-
ment many of the components.”

During the project, the government advised the Bank of its decision
not to proceed with the concession management component and not to
extend the project. It also seemed unhappy about the amount of techni-
cal assistance and the number of studies and plans that were included in
the project. The total project cost at completion was US$11.44 million
against the appraisal estimate of US$33.1 million, and over 50 percent
of the Bank’s US$20 million loan was cancelled. The government ques-
tioned the Bank’s unsatisfactory rating of the project in the final super-
vision completed in May 1995, which was based on the government’s
refusal to conduct field-testing of the concession management compo-
nent. It argued that the “rating is based on the (Bank’s) restricted crite-
ria of disbursement under the project” while the decision of the minis-
try not to proceed with the component was based on the minister’s
decision to replace loan funds with grant-based funds and funds from
the ministry’s own resources to finance major development projects. At
the same time, the government asked the Bank not to proceed with the
third project it was then preparing. FICP | was still active at the time,
however, and continued until its original closing date, as did the re-
maining components of FICP Il and a Bank-cofinanced GEF conserva-
tion project.

Projects with Potential Impact on Forests

In the pre-1991 period, the Bank’s investment program included 12
agriculture projects, eight power projects, two urban projects, one min-
ing and oil project, and four transportation projects that could have
had impacts—mostly adverse—on the forest sector. These impacts in-
cluded loss of forestland to construction of infrastructure and conver-
sion to other uses (as in agriculture or mining) and the creation of reser-
voirs for dams, which are generally in the upper watersheds and could
permanently inundate sizeable chunks of forest. Unfortunately, these
aspects were not analyzed in any of the projects reviewed for the period
1984-91. However, the government’s transmigration program, which
falls in this category, has been reviewed in-depth by the Bank.
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Transmigration Projects

The Bank supported Indonesia’s transmigration program through
seven loans totaling about US$560 million. One of these was imple-
mented in the 1970s and the others over the period 1980-92. The main
project components were land clearing, construction of villages and the
related social and physical infrastructure, construction of settlers’ houses,
provision of agricultural services, tree planting, and construction of
drainage systems, particularly in the swamps to be resettled.

Five of the seven projects consisted of transmigration schemes in the
uplands of Sumatra and East Kalimantan, and two projects supported
swamp reclamation in the coastal lands of Sumatra. The land clearing
operations for housing and agricultural operations covered forested
areas. Although its financial contribution to the program was relatively
minor, the Bank was a catalyst in revitalizing the program. The inten-
tions of the government and the Bank were primarily geared to address-
ing the imbalance in the regional distribution of labor and land, and to
alleviating poverty. Unfortunately, neither the environmental issues nor
the ensuing social stress created by these projects was anticipated.

A 1994 OED review of the Bank’s transmigration projects concluded
that the projects had largely succeeded in achieving their narrowly de-
fined resettlement objectives, and most projects even had beneficial
impacts on the welfare of the settlers (World Bank 1994b). The Bank’s
environmental guidelines were issued after the projects had been ap-
praised. Although the Bank often correctly identified potential negative
impact and proposed mitigation measures during appraisal, follow-up
during implementation was weak. The review notes that although indi-
vidually, adverse environmental impact of each site may not have re-
sulted in a major loss of forest or biodiversity, it is only when the projects
are viewed collectively that their serious and unmitigated impacts on
the forests can be appreciated.

The OED review also noted that although the settlers had benefited
from the programs and had settled into their new environment, the pro-
gram had a major negative, and probably irreversible, impact on the
indigenous peoples, particularly the Kubu, who depend on the forest
for their economic and spiritual livelihood.

Although the Bank no longer supports the transmigration programs,
the government has continued with them. These programs need to be
evaluated. The extent of their impact is not known, but some studies
note a significant impact through direct forest cover removal and im-
pacts of unsustainable shifting cultivation practices as migrants seek to
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increase their incomes (Sunderlin and Resosudarmo 1996). The pro-
grams are generally believed to have been failures on economic grounds.
They have also led to significant environmental problems and social
problems such as ethnic conflicts and inequities in the land rights.

Post-1991 Projects

The Bank financed no new direct forest projects after 1991. How-
ever, two projects had relevant activities. The Watershed Conservation
Project (WCP) is a Natural Resource Management (NRM) project with
a significant component directly related to forests. The Kerinci-Seblat
Integrated Conservation Development Project (KSICDP) is cofinanced
with the Global Environment Facility (GEF). With their focus on con-
servation and institutional building, these projects are directly relevant
to the implementation of the Bank’s 1991 Forest Strategy.

Natural Resource Management Project

The WCP, approved in 1994, is a US$487 million project of which
US$400 million was for a forest-related component. The Bank approved
financing for US$56.4 million, which has been reduced to US$16.25
million. The project objectives were improving watershed environmen-
tal quality and protecting downstream watershed resources, and im-
proving living standards of poor upland farmers by improving and re-
storing the production potential of the resource base. The project com-
ponents included: (1) institutional strengthening to improve the
regreening and reforestation program guidelines and policies, and pro-
vide investment support for regreening and reforestation; and (2) devel-
opment of Upper Cimanuk Watershed.

Under this program the Bank intended to: (1) improve the technical
quality and cost-effectiveness of a soil conservation program for reduc-
ing ecological degradation; and (2) foster a more coherent institutional
watershed management approach throughout the country. The project
could thus favorably affect the forest sector through institutionalizing
the planning and monitoring of regreening and reforestation programs.

The environmental impact assessment (EIA) covered issues related
to institutional development, environment, gender, and indigenous
people. The sustainability of the watershed conservation program was
to be ensured through productive farming system development that
appealed to upland farmers and local government district staff commit-
ment to the regreeening and reforestation program. The commitment
of the central government has been sought for farming system research
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and training and to make changes in the policies and regulations and
remove constraints to the effectiveness of implementation.

Based on the recent Project Status Reports (PSR), after five years of
implementation the results are not encouraging. The progress on the two
main components—national institutional strengthening and investment
support for regreening and reforestation—continue to be rated unsatis-
factory and the achievement of project development objectives is highly
unsatisfactory. Even the watershed conservation and management com-
ponent, as a pilot program, is rated just marginally satisfactory. The pilot
was intended to develop institutional tools for participatory planning in
watershed management, which could then be extended to other water-
sheds in the country. Since a demonstrated methodology for underpin-
ning the watershed intervention strategy has not yet evolved, the govern-
ment has asked that the regreening and reforestation component be can-
celled. The Bank has responded by reducing the loan by over 70 percent.
Lack of commitment to participatory planning and implementation has
hobbled the project, and the most recent PSR rates the government’s will-
ingness to make institutional and policy changes as substantially “risky.”

Global Environment Facility Projects

Of the four GEF projects, two are relevant to forests. One is the
Biodiversity Collections Project, approved in 1994 at a total cost of
US$11.4 million, of which GEF provided a grant for US$7.2 million.
The objective of the project is to strengthen the institutional capacity of
the Research and Development Center for Biology of the Indonesian
Institute of Sciences (PPPB). The project is consistent with the CAS ob-
jectives of improving environmental management and strengthening gov-
ernment capacity. The project seeks to establish the foundation of PPPB
to meet the expanding needs for biodiversity information. Project imple-
mentation is reported to be satisfactory.

The second GEF project is the KSICDP, which was approved in 1996
for a total cost US$45.9 million, with the Bank providing US$19.2 mil-
lion and GEF providing US$15.0 million. Forest-related components
comprise about 33 percent of the cost. The project objectives include:
(1) improving park protection and management, including involvement
of local communities; and (2) promoting sustainable management and
maintenance of permanent cover in the remaining buffer zone conces-
sion area. In addition to support for park management, the project in-
cludes improving land use planning, land use rights, and community
resource management in areas with forest interests.
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The project is expected to have a highly beneficial environmental
impact by protecting the 1.3 million ha of the national park and sur-
rounding buffer zone. About 13,400 households would directly benefit
from the investment funds, and about 300,000 households would indi-
rectly benefit from improved biodiversity conservation. However, there
are some environmental and significant land use and socioeconomic de-
velopment implications. These include boundary rationalization and for-
est concessions; mining concessions; road development; park encroach-
ment; and women, tribal groups and poverty impact. The mitigation
measures to address these issues have been agreed. Unfortunately, the
indicators established for these impacts have not been fully supervised.

The Bank’s supervision reports list the crucial elements for
sustainabilty, including shared responsibility in park conservation be-
tween the MOFEC, local governments, and the village communities
bordering the park as well as participatory planning, land use zoning,
development of incentives and alternative livelihood opportunities, de-
centralized decision making and empowerment of local communities,
and successful conflict resolution of land-related issues. This long list of
resolutions would need lot of commitment from the government, which,
if not forthcoming, would undermine sustainability. A recent PSR has
rated the risks faced by many of these areas as modest to high. Of par-
ticular concern is continuing encroachment in the park and illegal tim-
ber felling attributed to the impact of economic crisis on the local
economy and lack of local political support.

Major challenges facing the project, as noted by a recent study (\Wells
et al. 1999), include the desire by two (West Sumatra and Bengkulu) of
the four bordering provinces to expand tree-crop and estate develop-
ment around the park, and to build roads through it. The road morato-
rium was broken in West Sumatra in 1996 but restored as a result of
persistent Bank efforts to get the central government to intervene. In
contrast, Jambi Province depends on the park for watershed protection
and has demonstrated support for the project by canceling several roads
proposed through it. Another challenge to the project’s activities and to
the park is the lack of incentives for concessionaires to practice sustain-
able forestry. In addition, subsidized loans to convert concessions to oil
palm or timber plantations further skew the incentives and reduce the
prospects for conserving biodiversity in Kerinci-Seblat’s lowland for-
ests. The local NGOs have limited capacity to help communities de-
velop village plans and then negotiate agreements with park authorities
and local governments. Finally, the project depends on effective and
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coordinated action by three separate agencies and four provinces. Cen-
tral leadership is limited for lack of field presence and field staff capac-
ity. These challenges considerably reduce the prospects of sustainability
of the project’s activities.

Projects with Forest Components

In the post-1991 period, the Bank has financed five projects, all in
the agricultural sector, with components for tree-crop development.
These projects are described in Annex E. All of them are careful to note
that they will not affect primary natural forests. The tree-crop compo-
nents are generally progressing well, although several have suffered
implementation problems and have had to be restructured. Common
problems among the more advanced projects include weak project man-
agement and lack of counterpart funds.

Projects with Potential Impact on Forests

Sixteen projects (six in agriculture, two in power and energy, and
eight in transportation) have potential impacts on forests. In all of the
agricultural projects, the project-affected peoples (PAPs) are recognized—
as are environmental concerns—and where necessary, provisions are
made for environmental impact assessments (EIAs), preparation of re-
settlement plans, and other mitigation measures. Technical assistance
was made available to strengthening expertise in environmental assess-
ment and mitigation planning in various ministries, with the notable
exception of the MOFEC. In agricultural research projects, however,
the relationship with forestry research was not evaluated.

In the energy and power sector projects, EIAs provided for resettle-
ment plans and mitigation measures as well as full compensation to the
PAPs. A policy framework has also been prepared for land acquisition
compensation and resettlement. While the impact on forests is implicit
in the land acquisition and resettlement plans, the impacts could have
been clearly identified and mitigation discussed.

Four of the eight projects in transportation sector with potential im-
pacts on forests are highway projects, the rest are for development of
rural roads. Spread over 1992-98, the project design in this sector has
addressed the environmental issues better than any of the others, and
has progressively improved the application of the government’s Envi-
ronmental Procedures Law 29 of 1986 (AMDAL) and the Guidelines
Decree 531 of 1986. The development of environmental sensitivity in
the sector can be summarized as follows:
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* In 1994, a comprehensive procedure for the EIA under AMDAL
was discussed, and the responsibilities of various agencies were
defined to ensure a complete impact analysis and ensure appropri-
ate mitigation measures. A sectoral environment assessment
exercise by the government focused on the environmentally
sensitive or “fragile areas for screening and assessment as part of
EIA. The fragile areas included conservation areas, forest reserves,
wetlands, coastal zones, and any area with potential erosion
problems, clearly recognizing the potential adverse impact the
highway projects on forests, and accordingly, the need for mitiga-
tion was emphasized.

* In 1996, the modifications proposed to AMDAL system through
Government Regulation No. 51 of 1993 and Presidential Decree
#55 on land acquisition for public facilities further improved the
EIA procedures and the evaluation of compensation or mitigation
measures. The PAP issues were to be resolved before approval of
interventions.

« Finally in 1998, concluding that the government’s environmental
regulations (AMDAL) are sound, the issues in planning and
handling the AMDAL process were discussed. It was observed that
the problem lay in “recognizing those relatively few projects that
carry really significant impacts especially in terms of: (1) problems
related to land acquisition and settlement; (2) issues concerning the
new provision of road access to isolated communities; (3) damage
to watershed and the hydrographic regime; (4) loss of forest and
biological resources; and (5) conversion of non-sustainable use
that results in irreversible land degradation....” For the first time,
MOFEC was included as a stakeholder in the projects in the sector.
The Bank’s projects have supported institutional strengthening for

environmental management in the central and some provincial high-

way departments, developing guidelines and providing training. The

Bank has also made advances on resettlement and land acquisition is-

sues by promoting decrees setting forth appropriate policies.

While these are positive developments, and the Indonesian EIA sys-
tem (AMDAL) is considered world-class, its effectiveness in preventing
adverse environmental impacts has been limited. This is because the
reports’ recommendations are rarely taken seriously, and project ap-
proval or implementation is rarely affected by environmental assess-
ments. Thus, the impacts of these projects are not yet known.
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Global Alliance

A new initiative by the Bank for the forest sector is an alliance with
the World Wide Fund for Nature (WWF) that seeks to work with gov-
ernments, the private sector, and civil society to significantly reduce the
loss and degradation of all forest types worldwide. The World Bank/
WWEF alliance activities in Indonesia are still being formulated, but the
initiative has faced some problems.

WWEF staff have indicated that there is concern about the dilemma to
balance local as opposed to global initiatives. One problem is the lim-
ited number of staff and scarce resources. External initiatives like the
alliance often have to come at the expense of other ongoing, at times
more pressing, activities without much gain in impact. Many of the
activities that the World Bank/WWEF alliance seeks to undertake are
already being attempted by the WWF. The problems are in the imple-
mentation of programs, especially in realizing the worthy objectives
under the current political realities in Indonesia.

The limited additional resources made available under the alliance
also pose incentive problems. The small sums available for exploratory
activities require substantial staff resources to prepare proposals; the
same staff resources could easily be spent to raise larger sums from
other agencies. Bank staff working on alliance activities have similar
views. Furthermore, there is no assurance that the initial allocations by
the alliance will lead to follow-up investments of any significance.

The views of the WWF staff suggest that for the alliance to be effective,
a far greater effort is required to build a sense of ownership by the WWF
local offices. There is also a significant need for commitment of Bank staff
and Indonesian agencies to make the alliance activities successful.

Non-Lending Services: Economic and Sector Work and
Policy Dialogue

In the post-1991 period, the Bank has undertaken a significant amount
of high-quality formal ESW covering forestry, environment, and agri-
culture. Most of this work was concentrated in the early 1990s. The
forest sector report, for instance, was completed in 1993. Since then,
Bank staff have circulated informal discussion notes (World Bank 1995,
1998). However, until 1998, no resources were made available for un-
dertaking formal ESW.

The forest sector report, and the subsequent environment sector re-
port, explicitly recognized the need to balance and trade-off the im-
peratives of economic development, the best use of forest resources,
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biodiversity conservation, and environmental concerns (Word Bank
1993b, 1994a). The forestry report highlighted the political nature of
the demarcation line between permanent (conservation, protection, and
production) and conversion forests. The focus of the report was sus-
tainable forest management, citing substantial work already done on
conservation and biodiversity. It argued that regaining control of pro-
duction forestry was a necessary condition for conservation and preser-
vation work, and that the two activities needed to be pursued simulta-
neously to address the most pressing issue in forest management, un-
sustainable levels of logging. It also noted that although Indonesia has
made important decisions at the highest political level by committing to
maintaining about 84 million ha of forest cover in the long run, and the
decision to implement the ITTO guidelines by the year 2000, there was
a significant gap between official policy and actual implementation.

The report called for rationalizing policy and practice, implementing
existing rules and regulations, and rationalizing the location and allo-
cation of forest land by avoiding the overlap between conservation,
protection, production, and conversion forests. It argued for equity in
the distribution of gains from forestry and that local (forest dwelling
and adjacent) communities be given a more proactive role in the sus-
tainable management of forest resources. There was also a need to ra-
tionalize the financial arrangements between central and regional gov-
ernments to improve the incentives for oversight and management. Lack
of enforcement of policies has been a generic problem, and the report
recommended mobilizing stakeholder resources—NGOs, private sec-
tor, academics, and others—to improve implementation.

The report’s forthrightness appears to have been the genesis of the
government’s, particularly MOFEC'’s, dissatisfaction with the Bank. The
then Director of the Bank’s Indonesia Country Department decided not
to issue it as an official report after it had been discussed with the gov-
ernment. The report remained in draft, intended to promote discussion.
The main issues of contention appear to have been the significant policy
and institutional reforms, the desirability of the involvement of the con-
cerned forest communities as a key interest group in the management of
forests, and ensuring sustainability along the guidelines established by
the ITTO. The resolution of these issues would have implied a signifi-
cant departure from the existing management practices, which served
only the interests of the politically well-connected and the military. The
decision not to issue the report restricted its availability and muted po-
tentially valuable discussion.
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As it became clear that MOFEC and the government were not seri-
ous about implementing the reforms discussed in the report, the Bank
and the government agreed to end their lending relationship in the for-
est sector. Officially the government informed the Bank that it was not
interested in borrowing from the Bank in support of the forest sector.
This led to the cancellation of a substantial part of FICP 1l and NRM
and the termination of the preparation of a follow-on project. It should
be noted that only the policy and institutional reform components were
canceled; the other components and other projects continued, includ-
ing the FICP I, GEF, and the NRM projects, all of which had substantial
Bank contribution and MOFEC involvement.

It is apparent that the government did not want the Bank involved in
the area of policy and institutional reforms as it did not like what the
Bank’s sector staff were recommending. At the same time, the Bank’s
top management was not willing to jeopardize its relationship with the
country over disagreements in the forest sector, which constituted only
aminor part of its total portfolio. Overall lending has through the 1990s
(until the 1997 crisis) remained the same. As OED highlighted in its
CAR, as in the case of other sectors in Indonesia, the dialogue at the
ministerial level lost its effectiveness because of the mixed signals sent
by senior Bank management (World Bank 1999).

Although it did not reach the stage of representing the Bank’s official
position, the 1993 report contained a fairly comprehensive strategy for
the development and sustainable management of the forest sector, and its
recommendations conformed with the Bank’s forest policies. It has pro-
vided the foundation of the Bank’s subsequent thinking toward the forest
sector, even though direct involvement in the sector has been very lim-
ited. Some of the main policy recommendations of the 1993 report were
included in a subsequent Bank report on the environment (World Bank
1994a), which was discussed with the government and officially issued
by the Bank. However, the government adopted none of the recommenda-
tions on sustainability, equity, and institutional reforms in the forest sector.

Since 1993, the focus of the Bank’s advice has remained on economic
efficiency and the proper valuation of natural resources. It has argued
for policy reforms to correct the distortions creating adverse incentives
for the management of forest resources. The playing field has long been
substantially tilted in favor of the large-scale processing and estate sec-
tor. Non-transparent management practices, lack of enforcement, and
generally poor governance has resulted in excessive logging, at approxi-
mately twice the sustainable levels.
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The main recommendations by the Bank before the 1997 financial
crisis are summarized in a working paper issued in 1995 (World Bank
1995). The paper concluded that Indonesia would be better off, in eco-
nomic terms, by introducing policy changes to induce a more efficient
and sustainable use of its natural forests, rather than continuing with
the non-sustainable patterns of use. It identified the disincentives to
sustainability as:

« Raw material pricing and allocation policies that discouraged
efficiency in the extraction and use of wood, and discouraged
investment in timber plantations

< Industry policy based on inefficient export taxes and official
sanction of a cartel controlling processed exports

* The exclusion of communities living in or near the forests from
title or participation in forest management, and lack of consulta-
tions before projects were approved.

Other policy areas were identified, related to the direct mandate and
practices of MOFEC, that could improve the incentives for sustainability.
These were the method of log sale, which placed heavy demand on
MOFEC for monitoring and encouraged corruption; concession terms
(short leases and non-transferability) discouraged private interests in
sustainability; and land use decisions based on ill-defined boundaries
and unclear responsibilities for supervision were encouraging forest
degradation and misuse.

The report recommended that the government:

« Progressively replace log export taxes with higher royalties to
better value the forest resources and increase rent capture, and
comprehensively review export taxes on sawn timber.

 Remove the linkage between logging concessions and processing
plant capacity.

« Eliminate the plywood marketing cartel and promote competition.

« Offer longer concession leases and permit transferability of conces-
sion rights.

= Stop approval of conversion of forestland (including to HTI use)
until a more effective classification of the forests is completed.
Complementary to this, the Bank has long maintained the urgent
need to properly map the forest estate to promote transparency
and rationality in land use decisions.

= Increase the share of revenues going to the provincial and local
governments, conditioned on their performance in managing and
regenerating areas and protected forests.

I
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* Change the Forestry Act and other legislation, and develop sup-
porting regulations to facilitate land titling in forest-dwelling and
forest-adjacent communities. As a precursor to this, facilitate
award of concessions or share in concessions to communities
identified as traditionally linked to forestland to promote coopera-
tion in regeneration, protection, and management of forest re-
sources.

« Improve procedures to increase the effectiveness of monitoring and
revenue collection (introduce log sales by area; performance bonds
for regeneration and proper management; and introduce an
independent inspection system).

= Protect regenerating forests (by revising the HTI scheme and make
it consistent with new restrictions on the use of regenerating forest
land; and accelerate the KPHP process—a new forest land-use
management system—and include new provisions in leases requir-
ing prior consultations with local communities and their inclusion
in project activities and follow-up.

In addition, the Bank recommended that higher prices could be
achieved by introducing auctions of timber concession rights (to be
phased in when and where feasible). Where long-term concession rights
are in place, or genuinely competitive auction is not feasible, the gov-
ernment could set log prices according to residual appraisal formulas
calculated from international price levels. By phasing in the transition
to such pricing strategies, following firm policy announcements, the
government would allow existing industries to restructure and would
encourage potential new investors to begin seeking log supply sources
before investing in a new processing capacity. A phased approach to
reforms would be a reasonable compromise between introducing log
parity prices immediately and doing so little about introducing market
signals that rent-seeking became institutionalized at the expense of de-
veloping competitiveness and efficiency.

An efficient, competitive log market would produce a better conces-
sion system. Elimination of excessive rent-seeking in the concession li-
censing system would allow for greater flexibility in the allocation of
ownership and leasing rights over forests, and in the introduction of
multiple uses, including the full range of biodiversity conservation,
ecotourism, and other global considerations. The resulting system would
probably blend auctioning (or other forms of sale) of timber extraction
rights to interested purchasers and rights or contracts of management
to other interested groups (which might include local communities) and
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provincial governments—all in the context of a firm government policy
on the broad parameters of natural forest conservation.

The Bank’s policy advice covered a wide range of issues with direct
bearing on the sustainable management of forests in Indonesia, and a
focus on bringing commercial production forestry under control. While
some of the specific policy recommendations have been controversial,
and there are other shortcomings, the strategic direction, from the stress
on economic efficiency and incentives for sustainable management prac-
tices to community participation and administrative and financial de-
centralization to overcome implementation and governance issues, ap-
pears to have been right. The concerns voiced by the critics of the Bank’s
policy advice have largely been about the conditions attached to the
structural adjustment loans after the financial crisis. A critical assess-
ment of the reforms included in the adjustment operations, as they have
been implemented and their chance of success is reserved for the discus-
sion below on structural adjustment.

On the ESW underpinning the policy advice, three issues need to be
noted. These relate to the forest sector in general and to the Bank’s
1991 Forest Strategy. The first is the inadequate focus on the issue of
poverty in forestry ESW. The Bank has consistently expressed concern
about communities directly dependent on forests for their livelihoods.
But their economic status and level of poverty are not discussed. It is
believed that a large number of people are dependent on forest for sub-
sistence and that these include some of the poorest groups. Although
the exact number is not known, it is likely that a majority of the rural
poor would be from this group. Yet the link of forest sector issues af-
fecting the poor to the Bank’s CAS or macroeconomic policy dialogue
has not be adequately established. Nor have the forest-dependent poor
been fully integrated into the Bank’s poverty reduction strategy. Forest
sector issues have gained prominence recently in the context of adjust-
ment lending, but this has been more for environmental concerns and
sustainability of economic growth, and less for equity reasons. This
finding is similar to that of the OED CAR, which noted that poverty
analysis by the Bank has been slack in recent years and the issues of
regional distribution and the vulnerability of the ““near poor” have not
been adequately studied (World Bank 1999).

The second issue concerns the cross-sectoral impacts, which may be
more important than the impact of direct forest sector policies on for-
ests. Itis clear that agricultural development, particularly tree crop plan-
tations, has a major impact on forests in Indonesia. In this context, the
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lack of appreciation of the effects of agricultural incentives and the need
for countervailing measures to conserve forest resources (for global or
national public services) is a notable omission in the Bank’s sector work
on forestry and agriculture (World Bank 1992, 1994a).?” Nor has the
linkage been emphasized between economic growth and the unsustain-
able exploitation of natural capital. In the drive for diversification of
exports, no effort has been expended in linking the government’s policy
of promoting growth in the capacity of processing industries to the de-
mand pressures they place on forests. This not only has equity implica-
tions but also risks the long-term sustainability of economic growth as
the natural capital base is depleted too rapidly.

Finally, the underlying assumption in Bank advice is that sustainable
management of forests is economically viable and competitive with al-
ternative uses of land. Some observers have questioned this assumption
(Barr 1999a). As noted earlier, neither the Bank nor other researchers
have yet been able to establish whether this assumption holds.2® The
reliance on market prices as the allocation mechanism in the absence of
regulatory enforcement is based on this assumption. Some studies note
that current financial incentives appear to favor conversion of forests
to other uses, notably oil palm production (Tomich et al. 1998, Potter
and Lee 1998). Other evidence (Scotland 1998) suggests the contrary—
that world market prices may improve the returns to concession man-
agement. Although these latter findings are based on a “representative”
firm model, and are critically dependent on the underlying technical
and market assumptions, the orders of magnitude between the returns
at local prices (27 percent) and returns at world prices (130 percent) is
sufficient to warrant further detailed study using better models and data.
The Bank has not tried to establish the validity of its focal policy ad-
vice. This issue, however, is part of a broader issue: underinvestment in
ESW. As noted, after 1993, the Bank has not allocated any resources
for forestry ESW. While Bank staff have kept in touch with the emerg-
ing issues in the sector, they have not had enough resources for in-depth
analyses to better inform their policy advice.

Structural Adjustment

Once it was effectively excluded from the sector, there was no occa-
sion for the Bank to emphasize its viewpoints. Nor was government,
particularly MOFEC, willing to listen to the Bank on sectoral policies.
With the termination of the lending program, the Bank did not under-
take any more ESW. Many of the recommendations from the ESW in
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1993, and the analytical work in the 1995 report, eventually formed
the basis of the IMF conditionality for the forest sector in 1998.

Indonesia is one of only three countries where forest-related reforms
have been included in an IMF structural adjustment loan package. This
event is significant for several reasons. For the first time, the signifi-
cance of the sector, its policies and performance in the national economy
were fully recognized. The Bank raised in its dialogue with the govern-
ment the status of the forest sector issues, something on which the Bank
had hitherto equivocated. It also raises important but difficult ques-
tions given the history of the relationship between the Bank and the
borrower in the forest sector—the relationship had been effectively fro-
zen between 1994 and 1998. The Bank had virtually no dialogue with
the MOFEC during that period, let alone any progress on policy issues.
The “official” explanation notwithstanding, the real reason was the
disagreement over the reforms the Bank had proposed. The sector was
an integral part of the political patronage system, and highlighted the
broader issues of governance and social stress, noted as some of the key
structural weaknesses by the Indonesia CAR (World Bank 1999). On
one hand, policy conditionality provided an opportunity to get some
reforms implemented, if only in letter, on the other, it raises the issues of
ownership, sequencing and appropriateness of the lending instrument,
and whether the reforms would in fact be effective in spirit.

Reform Conditionalities
The financial crisis of 1997 and the ensuing IMF reform package
provided an opportunity to take up some of the outstanding policy re-
forms and re-initiate a dialogue on the others. In its January 1998 re-
form package to Indonesia, the IMF, after consulting the Bank, included
some specific conditions related to the forest sector in its negotiations
with the government. The conditions were based on the Bank’s previ-
ous ESW and included:
« Increase the forest land tax.
« Transfer the Reforestation Fund to the official budget, and ensure
that it is used exclusively for reforestation program.
« Abolish the export tax on logs, sawn timber, and rattan and
replace it with a resources rental tax.?®
« Remove restrictive marketing arrangements embodied in the
exporter’s cartel.
« Reform logging concession regulations, with periodic reviews of
stumpage fees.
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Lengthen concession terms and allow transfer of concession rights.
Allow competitive auctioning of concessions.

Implement performance bonds.

Reduce land conversion targets to environmentally sustainable
levels.

In addition, the export tax on palm oil was to be reduced, with ex-
ception granted for a short period, during which the exports were banned
because of domestic shortages; and restrictions on foreign investments
in palm oil plantations were to be removed.

In April 1998, the Bank followed up with further policy reform re-
guirements through PRSL I. Besides benefits foreseen from “improved
governance, efficiency and transparency’ and ““increased environmen-
tal sustainability,” the loan documents perceived major risks as politi-
cal uncertainty, social unrest, and limited administrative and institu-
tional capacity to implement a strong reform program in the country.
Forest-related conditions included were additional to the IMF condi-
tions, and others provided greater specificity:

« Linkage of forest royalties to world prices

« Reduction of export taxes on forest products

< Introduction of an independent system of monitoring of forest
resources and management of operations on all forest lands,
encouraging participation of local communities and protection of
indigenous forest dwellers

< In consultation with stakeholders, develop an improved methodol-
ogy for allocating forest land

« Complete an updated map showing correct outer forest boundary

e Moratorium on new licenses and permits until these new measures
are in place

= Development of sustainable forestry land management targets.

A second PRSL, which became effective in April 1999, pursues the
above conditions. According to the Statement of Development Policy
submitted by the government, an objective of the ongoing reforms is to
address the need for increased transparency and anti-corruption mea-
sures in Indonesia. Following up on its earlier commitments, the gov-
ernment promised to increase consultations with all stakeholders be-
fore it enacts further reforms. It also intends to take strong measures to
identify, in a consultative manner, community groups living in and
around forest areas that have legitimate claims to share in the benefits
of forest use and management.
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Implementation and Potential Impact

Reforms in the terms and conditions of the concession award were
to be incorporated in the new forest law, passed in early 1999, dealing
with concessions and revenues, the set of regulations that govern con-
cession operations. The government has agreed to increase concession
license terms and to make the rights to concessions saleable. The re-
qguirement of corporate linkage of concessions to large processing fa-
cilities will be removed so any group can manage concessions. It agreed
to develop a system for deciding on, demarcating, and then implement-
ing the division of forest land into its best use categories, and to base
this on the need to encourage participation of local communities in
forest management and protection and protection of the rights of for-
est-dwelling indigenous people. The government has also agreed that no
new concessions will be granted until these reforms are in place and that
the improved and more independent systems of monitoring and enforce-
ment of control of forest operations will be designed and implemented.

The structural adjustment program has so far had mixed results. The
conditionality has achieved some reforms, including tax reductions, re-
form of concession contractual terms, and notably the abolition of the
plywood marketing cartel and the transfer of the restoration fund to
the ministry of finance. The potential impact of some of the reform
measures, however, is the subject of debate among local researchers,
civil society advocacy groups, and international observers. The argu-
ments stem in part from apparent inconsistencies among different ele-
ments of the policy conditionalities—in part because of the underlying
assumptions on which specific reforms are based, but also because of
imperfect understanding of what the Bank has proposed and the ratio-
nale behind it. The final outcome remains uncertain as it is too early to
judge the full impact.

Among the specific issues raised by observers is the wisdom of a
uniform level of export taxes, which included the removal of the ban on
the export of oil palm and replacing it with an export tax (see, for
example, Barr 1999a; Kartodihardjo 1999a). Gradually, the tax was
expected to be reduced to 10 percent. Another issue is the liberalization
of foreign direct investment in the oil palm sector, to encourage large-
scale investments in oil palm estates. These policies are considered in-
consistent with the intent of the conditions calling for sustainable for-
estry practices and reduced land conversion targets. As discussed ear-
lier, oil palm currently is significantly more profitable than other land
uses in Indonesia, and external investors are eager to invest in Indone-
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sia to take advantage of its significant comparative advantage in oil
palm production.®® Considering the threat that oil palm development
poses to natural forests, reducing the tax and encouraging large-scale
foreign investment is expected to increase the incentives to deforest.

The initial impact of the financial crisis has been muted, largely by
the government’s decision to ban palm oil exports to ensure adequate
domestic supply. Other factors have also contributed to the reduced
production of oil palm in the months following the financial crisis and
the forest fires of 1997/98 (Casson 1999). However, production and
expansion of area is likely to increase substantially in the near future.
The export ban was subsequently replaced by a 60 percent export tax at
the behest of the IMF, and has more recently been reduced significantly.

Bank staff maintain that these reforms need not result in increased
deforestation as there is a sufficient amount of degraded forestland that
could be used for oil palm expansion. The reduction in tax is intended
to promote the optimal use of (degraded) land rather than lead to fur-
ther deforestation. Other conditions are expected to ensure that all new
oil palm development will in fact be sited on designated conversion
land. In reality, most of the attractive conversion areas are already planted
and there is a deficit between planned and available conversion land
(e.g., on Sumatra; Casson 1999). In other places, the lack of enforce-
ment of regulations on plantation management, unclear boundaries of
conversion or degraded forest areas, as well as non-transparent conces-
sion operations make it doubtful that the negative impact of the policy
change can be altogether avoided. From the social point of view, plan-
tations have additional negative impacts. Even on degraded lands, they
tend to have a more insidious impact on local communities as they mark
the final dispossession of their land and provide fewer alternatives for
income generation (Potter and Lee 1998). In short, the wisdom of blan-
ket conditionality on export taxes needs to be questioned under the
current governance structure, especially without a proper analysis of
their potential impacts.

Another assumption that has been questioned is that increased effi-
ciency will promote conservation of forests. Recent evidence suggests
that in the face of declining log supplies, some plymills have already
invested in more efficient technologies, allowing them to extract more
from each log, or alternatively, using thinner logs to extract additional
profits (Barr 1999a). A result of this is that the firms are now going
back to logged-over areas and logging trees before the optimal cutting
cycle. This argument, however, presumes widespread illegal logging and



Implementation of the 1991 Forest Strategy in Indonesia

the absence of an effective custody system. Although the Bank has iden-
tified illegal logging and enforcement as a key issue, and recommended
local participation in forest management, the issue is one of appropri-
ate sequencing to avoid adverse outcomes.

A related issue is the continued existence of large resource rents and
the ability of the government to extract them. The rents are probably
declining as timber supply diminishes, but the magnitude of the rents
needs further study. In addition, the government’s ability to collect the
royalties and resource rental taxes in the current atmosphere of wide-
spread corruption is a critical assumption that is not likely to hold. The
problem is evident in the large volume of illegal logging (Brown 1999;
Kartodihardjo 1999b). This again raises the issue of governance and
sequencing, and the Bank has long been well aware of both.

On other more fundamental reforms, progress is likely to be limited
for lack of adequate “preconditions” (Kartodihardjo 1999b). The key
constraints to effective implementation of the reforms are the lack of
accurate information on the state of forest resources and their social
environment; lack of results-based performance indicators, to get around
the problem of administrative reforms and translate them into results;
lack of community participation in implementation and control of re-
sources; and lack of transparency and accountability in forest manage-
ment. While the conditions on the adjustment loans have progressively
been expanded to address some of these issues, the lack of political will in
MOFEC to implement the spirit of the reforms and effectively deal with
governance issues is a serious obstacle to the success of reform program.

There are several examples of MOFEC’s—and by extension, the
government’s—lack of commitment to real reforms. Several incidents
of the deviation of actual implementation from the policies agreed to by
MOFEC as part of the conditionalities are noted in Kartodihardjo
(1999). One example is reflected in the recent redrafting of the Basic
Forestry Law. Following the mandated consultative process, the gov-
ernment established the Forestry and Estate Crop Development Reform
Committee (FECDR), comprising key stakeholders from the private sec-
tor, universities, and NGOs in addition to MOFEC officials. After a
series of consultations, the FECDR submitted a set of recommenda-
tions for reforming the regulations concerning concession rights and
forest products utilization. However, the final draft of the law submit-
ted by the MOFEC did not adequately reflect FECDR’s recommenda-
tions, specifically those relating to the recognition of local community
rights on forests.
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This lack of government commitment and political will raises a more
generic issue of ownership by other key constituents. Before 1998, the
Bank did little to build support for its reforms from nongovernment
stakeholders. As a result, the Bank has faced the problem that NGOs,
academics, and civil society are not aware of the details of specific re-
forms in the structural adjustment reform program. This is a process-
related issue, but important as the lack of awareness has raised con-
cerns about the Bank’s credibility, and some have even questioned the
Bank’s intentions (Dubash and Seymour 1999). There is lack of aware-
ness of how adjustment works, what the intended reform objectives
were, and the details of the proposed reforms. In general, many Bank
critics agree with many of the proposed reforms (Kartodihardjo 1999b).

Assessment

Analysts and Indonesian NGOs generally agree on the direction of
Bank efforts in Indonesia since 1997 (Kartodihardjo 1999), but some
observers criticize specific conditions. Some of these criticisms reflect a
difference of judgment about the relative importance or priorities of
reforms, and others an incomplete comprehension of the conditions in
which the Bank was operating in 1997. There has also been some mis-
understanding of how adjustment operations work, as opposed to a
project that plays out over a number of years. More significantly, how-
ever, the problem has been the Bank’s credibility among some local ad-
vocacy groups that lack knowledge of the Bank’s strategy. Until 1998,
the Bank did not articulate its phased approach to reforms, the difficul-
ties associated with the key elements of the reforms it was pursuing, or
the rationale behind its proposed reforms.

The particular circumstances of the Bank’s approach to structural
adjustment in Indonesia and the complex issues in the sector compli-
cate a clear-cut assessment of the program.®! First, a structural adjust-
ment loan by nature is very short-term, and while it provides the lever-
age to initiate certain policy changes, it cannot ensure their sustainability
in the absence of complete ownership or lack of political will by the
borrower. A number of the issues that many critics of the adjustment
lending conditionality are rightly concerned with are longer-term, insti-
tutional development-type reforms, which are not appropriate for a
short-term program. Given the situation at the end of 1997, the Bank
had to identify changes it realistically hoped could be achieved. Further,
since not all reforms can be realistically included for all sectors of the
economy, it had to be selective in the reforms that could be included as
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policy conditionality. With regard to the inclusion of some reforms (e.g.,
performance bonds, auctioning) and not others (e.g., property rights),
both of which need time to be implemented, Bank staff and some ob-
servers continue to differ about the likelihood that the reforms will be
sustained after the adjustment loan has closed.

Second, the Bank had a short time to react, without an opportunity
for broad stakeholder consultations before the IMF package. There was
time for such consultation prior to subsequent adjustment loans, and
the Bank has since been engaged in broad stakeholder consultations to
revise and reformulate its strategy and policy reforms. It is clear, how-
ever, that even for the initial conditionalities, the IMF and the Bank
could have better analyzed the potential conflicts among conditionali-
ties, considered the realities on the ground, and identified the potential
impact on forests. The motivation in the standard neoclassical prescrip-
tion of uniform (and low) export and other taxes is furthering eco-
nomic efficiency and facilitating smoother trade flows. However, in the
presence of market failures, as is the case with forests and their non-
valued public goods and services, appropriate consideration of the im-
pact of an unfettered goods market and commerce on forests needs spe-
cial attention. This was lacking in the design of the conditionalities,
especially those on export taxes on agricultural and forestry-related
goods.

Finally, the conditions in the structural adjustment loan were part of
a larger strategy for sectoral reform. The main reforms needed in Indo-
nesia, as the Bank has articulated in the past, are institutional in nature.
Some reforms, primarily pricing and tax reforms, can be achieved by
decree; some of these have indeed been achieved, including the transfer
of the restoration fund from MOFEC to the Finance Ministry. The re-
maining, arguably more important reforms, can only be achieved over
time, a result of sustained incremental institutional change. On the lat-
ter, an important lesson that the Bank has learned is the need for own-
ership of the reform process in order to make effective and lasting re-
forms.

There are areas where the Bank could have done more in terms of
being prepared. One area is regular, in-depth ESW, at least in high-
priority areas, so that when it does come up against an emergency, it is
able to respond appropriately. Alternatively, it could have fostered greater
collaboration and partnerships with other donor and research agencies
to maintain its knowledge base in the absense of ESW resources or op-
portunities. Because of its dissociation with the MOFEC and limited
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opportunity for sector work, the Bank did not fully recognize the speed
and magnitude of changes in the sector. Thus, although the Bank was
aware of the rapid expansion of the pulp and paper, and oil palm indus-
tries, it did not have the benefit of an in-depth assessment of the magni-
tude and pace of their development, nor of their potential impact on the
forests. It assumed that plantation development would be restricted to
degraded land and conversion forests as called for in the existing rules.

In this situation, given the problems of enforcement, and governance
more generally, there has been criticism of the Bank’s approach of fo-
cusing only on bringing the supply side under control through various
measures to promote sustainable production. In the current legal and
regulatory environment, it is unlikely that any measure to control the
destruction of forests would succeed. In the short run, because of se-
guencing problems, there is a risk of adding to pressures on forests in
the light of strong vested interests and economic incentives to deforest.
An alternative strategy for the short run could have been to include
measures to control the demand for forest products more directly. For
example, slowing down the excessive capacity generation in the pulp
and paper industry, or a judicious use of taxes and subsidies on finished
forest products may be more effective until the broader policy and gov-
ernance issues are resolved.

A precondition for reforms is the reform readiness of the country
(see Annex C). This entails making an assessment of the political desir-
ability, feasibility, and sustainability of reforms. In the absence of any
of these, significant policy and institutional reforms are not likely to be
successful. Given a lack of political will and low feasibility of achieving
sustainable reforms, broad consultations to establish the support of key
stakeholders and constituents are important building blocks for institu-
tional and policy change. Central to this effort is the dissemination of
analytical work and promoting broader ownership for reforms.

Within this framework, the Indonesian case is particularly compli-
cated. While the reforms proposed by the Bank have support and own-
ership in the Ministry of Finance, the support from the implementing
agency, MOFEC, is almost completely lacking. As a result, “stroke of
the pen” reforms have been implemented, but the effectiveness of many
of these has been limited, and several of the other complementary con-
ditions have not been implemented. In some instances, the impact of
the included reform measures has been negated by the introduction of
other measures (e.g., export licensing).



Implementation of the 1991 Forest Strategy in Indonesia

Up to the financial crisis, the Bank made little effort to promote
broader stakeholder ownership, nor did it proactively seek to leverage
its policy dialogue by engaging donor agencies active in the forest sec-
tor. Many in the donor community feel that the Bank has worked in
isolation in dealing with forest-related reforms, without adequate con-
sultation or coordination. There were no attempts to engage civil soci-
ety, local communities, or academics and researchers in discussions or
formulations of a reform agenda. The Bank also failed to publicize its
sector work, which would probably have won some support from local
civil society groups. As noted earlier, even the policy conditionality in
the IMF reform package of 1998 has led to a “credibility” problem for
the Bank, with many local civil groups and researchers questioning the
Bank’s intentions and advice.

The Bank appears to have accepted the criticism of its previous ap-
proach and adopted a much more consultative process for its sector
strategy, to refine its policy reform recommendations and develop imple-
mentation plans. It has articulated a sequenced approach to reforms in
the forest sector and has raised the status of the forest policies in its
overall policy dialogue. Central to the new approach is the “opening of
the doors to community participation.” In the short term it intends to
pursue tasks aimed at securing and protecting the forested estate; im-
proving monitoring and enforcement in forest operations; and estab-
lishing collaborative forest management and sharing the benefits through
strong community participation. Over the medium term its goal is to
manage the transition to a more participatory forest sector, including
institutional reform and decentralization. The long-term goal is to de-
velop a new forest sector paradigm in a participatory and consultative
manner that is acceptable to all the key stakeholders.

Overall, although gaps remain in the Bank’s structural adjustment
program, whether the program succeeds in changing the fundamental
direction of the sector remains to be seen. However, the Bank has cer-
tainly succeeded in putting the forest sector high on the economic re-
form agenda for Indonesia. It has created a significantly higher level of
awareness and raised the level and the quality of debate on forest is-
sues, and helped make the decision making on policy more participa-
tory and consultative than it was before the reforms. This is particu-
larly important in Indonesia, where civil society has been unable to
push the government to undertake reforms, despite some environmen-
tal disasters of unprecedented proportions. It has also succeeded in bring-
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ing about some key policy changes. The main problem has been one of
sequencing, whereby the impact of even the “stroke of the pen” re-
forms is threatened by inappropriate or inadequate institutional reform.
The final judgment of the wisdom of including forest-related condi-
tions in a SAL, will of course, only be known in due time as the reforms
are undertaken and their impact felt.
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The tropical rain forests of Indonesia are second in size only to those
of Brazil and are among the world’s richest in biodiversity and in the
cultural diversity of its forest-dependent people. Although forests have
contributed to its economic growth, Indonesia has not used its forests
well either in terms of achieving the development objectives of equi-
table growth or from a conservation perspective. With better governance
and participation of forest-dependent communities, more might have been
done to use Indonesia’s natural capital efficiently, equitably, and
sustainably. The lessons that can be drawn from Indonesia’s experience
are important for the government, Indonesian society, and for the World
Bank as a partner in a more just and sustainable economic development.

Forest Sector Outcomes

The state of the Indonesian forests has deteriorated through the 1990s,
and the rate of deforestation has reached an unprecedented 1.5 million
ha per year. Furthermore, the benefits flowing from the natural resources
have been highly inequitable, bypassing the forest-dwelling and forest-
adjacent communities, some of whom have inhabited their lands for a
long time. Thus, the outcome, the “results on the ground,” can only be
judged highly unsatisfactory. Commercial logging and tree crop planta-
tion interests have depleted the country’s forest resources. Failure to
sanction non-fulfillment of obligations under the HPH and HTI rules
has promoted deforestation of under-aged trees, degraded logged-over
forests, and resulted in failure to replant and failure to establish timber
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plantations. MOFEC has also been unable to prevent logging of protec-
tion and conservation forests and degradation of production forests.
This is partly because of inaccurate information on where the different
types of forests are, resulting in large overlapping areas and inappropri-
ate logging, but in large measure it is also because of poor governance,
which has resulted in corruption and illegal activity.

Extremely weak governance has been the most debilitating problem
in the sector. Under the current KKN system, this can partly attributed
to the political influence of strong vested interests from outside MOFEC,
the official custodian of the nations forest resources. However, the min-
istry has also shied away from its responsibility. Lack of enforcement of
existing rules and regulations; lack of an effective custody system; poor
management and implementation capacity; and the key role that offi-
cials at various levels have played in the patron-client relationship have
resulted in the unscrupulous exploitation of Indonesian forests.

Could the Outcome Have Been Avoided?

As in all cases where the counterfactual is not available, this state-
ment can be debated, but it is highly likely that the level and extent of
degradation and deforestation that have taken place could have been
avoided. At the highest level of policymaking, Indonesia has long pro-
jected an image of strong environmental consciousness, reflected in the
establishment of the environmental guidelines in 1986, an articulate set
of rules and regulations on the allocation of available forest area into
protection, conservation, production, and conversion categories, and
an early commitment to retain 84 million ha under forest cover. While
the existing rules and regulations could surely be improved, had the gov-
ernment, particularly the MOFEC, followed through and applied these
to the management of the forest estate, Indonesia could well have man-
aged its forests more sustainably and equitably. Counteracting the strong
economic incentives that favor land conversion, or the extra-normal profits
from exploiting a de facto free resource earned by large-scale logging and
agro-industrial interests, required a strong and committed government to
protect the long-term interests of the country and ensure social justice.

Was the 1991 Strategy Implemented?

The 1991 Forest Strategy was partially implemented by the Bank in
Indonesia, but there have been important gaps in its approach. In fact,
the Bank’s forest sector operations in the late 1980s were consistent in
their objectives and design with many aspects of the 1991 strategy. In
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the post-1991 period, the Bank implemented the strategy in various
ways. It did not have any direct forest operations, and hence did not
finance any logging operations. It did continue to pursue a conserva-
tion agenda. The main thrust of its sectoral policy dialogue focused on
the prime objective of bringing production forestry under control through
policy and institutional reform. On the latter, it maintained a tough
stance on many important issues. Whether the policy advice could have
led to a more sustainable outcome is moot since the borrower imple-
mented none of the advice. Nevertheless, the intent of the sectoral policy
dialogue and the sectoral strategy has been clear and consistent with
one of the main objectives of the 1991 strategy—reducing the pace of
deforestation of natural tropical moist forests.

At the same time, the Bank pursued the second objective of the strat-
egy—to increase tree planting—through various projects with tree crop
planting components.®? It also financed a project with a substantial tree
crop component in a conservation-oriented project with the objective
of promoting reforestation in degraded areas. However, the project out-
come was unsatisfactory as the component was dropped for lack of
progress in implementation. The Bank also financed a biodiversity con-
servation project jointly with GEF. Thus, overall, the Bank pursued the
two main objectives of the 1991 Forest Strategy.

An important gap in the Bank’s approach to dealing with the sector
has been its failure to apply a truly multisectoral approach, as prescribed
by the 1991 strategy. On the positive side, the Bank’s ESW in agricul-
ture stressed the need to site tree crop plantations only on degraded
lands in the outer islands, and operations in other sectors (e.g., agricul-
ture, infrastructure) were careful in noting that the Bank’s safeguards
were applied (at least at the design stage). The Bank has not supported
any transmigration program since the early 1980s. However, it has in
the past downplayed the importance of the forest sector in its overall
policy dialogue. The Bank’s ESW, lending operations, and adjustment
lending, however, have not analyzed the full impact of macroeconomic
and trade policy reform, or the impact of agriculture pricing policies.
The Bank’s poverty analysis and CAS have until recently failed to fully
integrate the forest sector in any substantive way.

Could the Bank Have Done More to Avoid the Outcome?
Although the Bank’s sectoral approach was consistent with the 1991

strategy, and the strategy was partially implemented, the forest sector

outcome is highly unsatisfactory. Part of the reason is that the Bank was
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disengaged from the sector until 1998. Since the financial crisis, the
Bank has had some success in getting some ““stroke of the pen” reforms
instituted, but even these are being resisted. While the tough stance
maintained by the Bank in its policy dialogue at the sectoral level has
been essentially correct, the Bank could have done more at the country
level by pursuing the dialogue on policy reforms at a higher level.

Given the importance of the forest sector to macroeconomic stabil-
ity, providing a large proportion of its export revenues, and the likely
potential for alleviating poverty among a large number of poor people
(forest dwellers and forest-dependent people are widely considered to
be among the poorest), it is unfortunate that the Bank did not take up
the forestry reform issues more forcefully before the financial crisis.
Senior Bank management was reluctant to engage the government on
this sensitive issue, arguably to avoid jeopardizing its working relation-
ship with the government. Between the risk of irritating a large bor-
rower and the relevance of the small proportion of forestry operations
in the overall lending portfolio, the Bank was willing to sacrifice the
latter. In general, as OED noted in its CAR, the Bank was reluctant to
pursue the broader issues of governance and corruption, and failed to
recognize the underlying social stress in the society. Unfortunately, the
forest sector epitomized these problems.

In reality, however, addressing such issues and achieving success de-
pends on the effectiveness of the Bank in bringing about policy change.
Whether the Bank could have achieved success in the forest sector policy
reform is debatable, but it appears Bank management felt it did not
have the leverage. As is the case with many large borrowers, the actual
leverage the Bank has is significantly less than is popularly believed.
This situation has changed recently following the financial crisis.

The Bank was able to initiate some reforms, albeit in an emergency
situation. To that extent, the Bank deserves credit for raising the sector
to a national priority. The answer to the question of whether the Bank
could have done more to avoid the outcome, however, remains uncer-
tain. On the one hand, the Bank apparently did not have the leverage;
on the other, it did not effectively use its moral suasion. The Bank failed
to pursue important forest sector issues at a higher level. It also could
have done more to generate coordinated multi-donor support to en-
hance its leverage for policy reform. Indonesia has publicly declared its
intentions to preserve the environment, and its increased global stature
(as non-aligned movement leader, etc.) had sensitized the highest levels
of government to international opinion. The Bank could have used its
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dialogue to persuade the government to abide by its own international
commitments on the environment. The Bank could also have pursued
more proactive outreach activities to the civil society and the private
sector to build a platform and momentum for reform.

Summary Evaluation of Bank Assistance

This evaluation is concerned with the outcomes of the Bank involve-
ment in the forest sector. It uses the standard OED methodology to
evaluate outcome, viz. the relevance, efficacy, and efficiency of Bank
actions. For evaluating Bank assistance in the sector, it is necessary to
distinguish between the pre- and post-1997 involvement. After 1997,
the involvement has taken the form of structural adjustment loans that
are still being implemented. For this period, it is too early to evaluate
the outcomes. Policy and institutional reforms take some time to yield
results and it would thus be premature to assess their performance at
this stage. It should be noted, however, that the Bank’s approach has
improved considerably since the original IMF reform package in be-
coming more flexible, participatory, and consultative. Thus, in terms of
the quality at entry, the post-1997 performance is satisfactory. An evalu-
ation of outcomes, institutional development, and sustainability will
have to wait.

For the pre-1997 and post-1991 period, the evaluation is as follows.

Relevance

The relevance of the Bank’s involvement in the sector, which in the
post-1991 period mainly involved policy dialogue together with some
tree planting and biodiversity activities, has been relevant to the 1991
strategy, to the Bank’s sectoral objectives of sustainable forest manage-
ment and environmental sustainability, to the government’s stated poli-
cies of sustainable environmental management and conservation, and
to what is needed in Indonesia.

Efficacy

The Bank has so far been unable to influence the rate of deforesta-
tion or the degradation of forests in Indonesia. Even in the biodiversity
project, the lessons emerging from implementation strongly indicate that
focusing only on conservation, without addressing the real threats to
the forests from commercial logging, plantations, and infrastructure
development, is not a sustainable prospect. At the same time, tree crop
components in non-forest projects have largely achieved their objectives.
In summary, the efficacy of the Bank’s assistance is negligible.
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Efficiency

The efficiency of the Bank’s involvement is negligible. The problem
is that little has been achieved in terms of outcomes, and hence there is
little basis for evaluating the efficiency of the program.

The overall outcome, a combination of the above three aspects in
OED methodology, is judged highly unsatisfactory.

Institutional Development

The impact of the Bank program on institutional development has
been negligible. By staying out of the forest sector, and with limited
contact with and influence on the MOFEC, the Bank has had no influ-
ence on the institutional or organizational aspects of the MOFEC. It
made no headway in policy dialogue. Some changes are currently un-
derway, but even these are being resisted. Outside the MOFEC, some
beneficial impact is evident in empowering civil society and furthering
participatory processes in forest management and policy. The impact
has so far been limited, but it is increasing.

Sustainability

The issue of sustainability is not relevant in the period before the
financial crisis, as the Bank had few achievements. The sustainability of
the reforms pursued through the structural adjustment loans remains
uncertain. The government has not shown the degree of commitment
that would ensure retention of the reforms beyond the crisis period.
Even among the reforms that have been implemented, some have been
neutralized with other actions or implemented in a manner inconsistent
with the spirit of the intended impact.

Bank Performance

The Bank performed at two different levels, and often not in coordi-
nation. At the sectoral level, the Bank’s performance was satisfactory. It
engaged the government in serious policy dialogue and correctly main-
tained its position. At the aggregate or country level, however, the Bank’s
performance was unsatisfactory until 1997. The Bank’s country depart-
ment did not actively pursue forest issues and failed to establish links
between the CAS and its growth and poverty strategies to the forest
sector. The Bank maintained its concerns generally about the environ-
ment and sustainability but failed to deal with the specific issues. This
diluted the impact of the sectoral policy dialogue, and sent mixed signals
to the government about the seriousness of its concern for environmental
sustainability. Mixed signals were also evident from the piecemeal ap-
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proach to other forest-related issues it tried to pursue through compo-
nent and conservation projects. Since 1997, the Bank has pursued re-
forms in the sector and has raised the issues to the level of national prior-
ity. Overall, the Bank’s performance is rated marginally satisfactory.

Borrower Performance

In many respects, the Indonesian experience is similar to that of many
other countries, as other case studies from the OED review have shown,
and in other respects it is unique. Indonesia has not followed its own
stated objectives of equity and sustainability along with economic
growth. While conflicts between national and global objectives, local
and national objectives, as well as growth and conservation objectives
are observed in many countries, Indonesia is distinctive in the extreme
inequity in the distribution of returns from its natural capital. There are
many reasons for the MOFEC to be unhappy in its current situation. It
is understandably unhappy at the loss of its authority in decision mak-
ing by the imposition of external “conditionalities,” and because of the
loss of its large and steady source of funds. In principle, arguments for
keeping the reforestation fund in the MOFEC to finance its activities are
strong, as experience from other countries shows that forest ministries
have traditionally been underfunded to carry out their mandate. In this
regard, until recently MOFEC was in an enviable position. However, its
past actions have clearly demonstrated that it has not carried out its cus-
tody in a responsible or beneficial manner. Also, MOFEC has failed to
demonstrate commitment to real reforms. The new mode of decision
making, involving a more open and consultative process, is something
that the ministry is not used to and is not something it particularly likes.

The performance of the borrower has been highly unsatisfactory. Only
recently have reforms been instituted, and then only under duress. Many
of these reforms have so far not been followed in action or in spirit, but
only “on paper.”

Lessons and Implications for the Future

The recent economic and political events provide Indonesia a unique
opportunity to pursue critical reforms. Some changes are already un-
derway, of which the recent decentralization law and the adoption of
more consultative processes for policy formulation and dialogue offer
much promise. So far, however, progress has been limited: the process
has been less transparent than desired and the actual changes fall short
of expectations, as in the case of the new forestry law.
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Other OED case studies find that forest ministries are underfunded
and generally low in the hierarchy of government ministries. This has
not been the case in Indonesia. Most ministries also tend to be conser-
vative in their outlook, slow to reform, and have limited capacity. On
the other hand, all country case studies of OED find that there are re-
form-minded officials, often the younger generation, who are keen to
change the state of affairs and actively work with civil society and other
development partners. In this regard, Indonesia is no different. At the
same time, Bank experience has repeatedly shown that institutional
change is slow and may take years of work, side by side with stakehold-
ers and other partners interested in change. This long-term involvement
and continuity in staffing has been an important source of the Bank’s
success in the forest sector in China, India, and Costa Rica, although in
all cases there are areas where both the borrowers and the Bank could
improve. These experiences offer both Indonesia and the Bank impor-
tant lessons.

Indonesia needs to develop and, more importantly, enforce a clear
forest policy that adequately meets the current challenges and can con-
tribute to environmentally sustainable and equitable growth. The policy
needs to address the sector’s governance problems, the long-term
sustainability of the economic benefits from forest resources, and equi-
table growth, and be particularly cognizant of the impacts on the losers
and gainers among rural communities from the alternative patterns of
domestic growth.® These complex issues can only be satisfactorily ad-
dressed through transparent and fully participatory consultations with
all key stakeholders. Some critical issues to address are the legitimate
rights to land and access to resources by local traditional communities,
improving the information system to guide policy implementation by
reliably monitoring the use and changes in forest resources, and estab-
lishing effective and non-discriminatory enforcement mechanisms. In
short, Indonesia needs to develop a clear and legitimate policy and imple-
mentation framework, with buy-in from the civil society and the pri-
vate sector, within which external development partners like the Bank
can operate and assist.

The Bank in turn needs to make an important industry such as for-
estry an integral part of its country assistance strategy. It needs to adopt
a genuinely multisectoral approach to address the issues in the forest
sector given its role in governance, the macroeconomy, poverty reduc-
tion, and environmental management. The new comprehensive devel-
opment framework provides the Bank with an approach in a way that
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Table 6.1. Summary Evaluation of the Implementation of the 1991 Forest Strategy in

Indonesia
1991-94 1994-99
Strategy Implementation
Did the Bank forest strategy for the country change from the pre-1991 period?®  No No
Was change attributable to the 1991 Forest Strategy?? n/a n/a
Was the Bank’s post-1991 Forest Strategy for the country
responsive to the needs articulated by the country?? No No
Consistency of Bank strategy
Was the Bank strategy consistent with the CAS? Partly Partly
Did the country have a forest policy consistent with the Bank’s policy? @ No No
Did the Bank follow the principles of its involvement in the sector?®
Multisectoral approach Negligibly Partly
International cooperation Partly Mostly

Policy reform

Institutional reform

Preserving natural forests

Resource expansion and intensification

Predominantly
Predominantly
Predominantly
Predominantly

Predominantly
Predominantly
Predominantly
Predominantly

Were participatory approaches Implemented?? Negligibly Mostly
Was the 1991 strategy implemented?® Mostly Mostly
Nature of Bank Interactions
The forest sector strategy was implemented through: ®
CAS Negligibly Partly
ESW Predominantly Negligibly
Policy dialogue Predominantly ~ Predominantly
Lending to forest sector Negligibly Negligibly
Lending to forest-related sectors Partly Negligibly
Forest conditionality in adjustment lending Negligibly ~Predominantly
Bank application of safeguards Mostly Mostly
Bank Outcomes
Bank's forest sector strategy from country perspective:
Relevance Substantial Substantial
Efficacy Negligible Negligible
Efficiency Negligible Negligible
Is the impact of the Bank strategy in the country sustainable?* No Unclear
The Bank’s Impact
Did the country improve its forest cover?? No No
Did the country improve the way it addresses forest sector issues? ° Negligibly Partly
What degree of impact did the Bank strategy have on the poor?¢ Negligible Negligible

Relevance for Future Strategy

Does the Bank's 1991 Forest Strategy seem relevant from the
perspective of the country?

s there government demand for Bank involvement in the forest sector?:

Is there demand from NGOs, the private sector, and
professionals for Bank? involvement in the forest sector?

How was the country’s forest policy embedded in its overall growth
and poverty alleviation strategy?e

a. Ratings choices: Yes, No, Not Applicable, and Unclear.

b. Ratings choices: Predominantly, Mostly, Partly, Negligibly, Not Applicable, and Unclear.

Substantially
No

Yes

Very poorly

¢. Ratings choices: High, Substantial, Modest, Negligible, Adverse, Substantially Adverse, and Unclear.

d. Ratings choices: Substantially, Partly, Negligibly, No, and Unclear.
e. Ratings choices: Very Well, Well, Poorly, Very Poorly, Unclear.

Substantially
No

Yes

Poorly
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its previous focus on maintaining a lending program did not. This new
paradigm, however, requires that the Bank maintain long-term involve-
ment (not necessarily entailing lending) in the forest sector within the
framework of a new and transparent forest policy in Indonesia. The
task is complex and resource-intensive, and the Bank needs to employ
all the instruments at its command, including considerably greater re-
sources for non-lending services; developing partnerships with reform-
minded institutions in the civil society and other donors; a proactive
and constructive engagement of the private sector; maintaining an open
and consultative policy dialogue; and developing a healthy mix of inno-
vative instruments, including adjustment lending, learning and innova-
tion loans, and adaptable lending.

The Bank needs to make a long-term commitment, with full partici-
pation of key stakeholders, to develop an effective implementation strat-
egy to ensure the sustainability of reforms. It is critical that the Bank
make its strategy and commitment widely known to the civil society
and the donor community, a change from the past way of doing busi-
ness by conducting dialogue confidentially with the government. This
is necessary to build wider ownership of its reform proposals and en-
sure institutional change.
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Table A.1. Categories of Production, Limited Production, and Convertible Production Forests

Conserva- Limited Convertible
Protection tion Production production production Other
Province forest forest forest forest forest  land use Total
D. laceh 972,300 832,560 296,600 1,515,700 789,700 1,263,600 5,570,400
Sumatera Utaka 1,543,500 253,600 516,300 1,735,500 388,500 2,676,800 7,114,200
Sumatera Barat 1,242,300 540,100 601,200 497,700 421,000 853,300 4,155,600
Riau 426,200 379,400 1,836,700 2,290,400 4,553,900 184,300 9,670,900
Jambi 205,200 645,600 1,091,600 401,300 732,900 1,780,200 4,856,800
Sumatera Selatan 775,600 605,800 2,120,400 495100 1,031,500 5,120,400 10,148,800
Bengkulu 459,700 308,100 31,000 218,200 202,300 877,700 2,097,000
Lampung 341,300 389,100 263,600 45,900 145,000 2,175,800 3,360,800
Jakarta 0 0 1,000 0 0 58,000 59,000
Jawa Barat 218,900 208,700 507,200 0 89,300 3,596,600 4,620,700
Jawa Tengah 41,700 800 604,800 0 0 2,773,300 3,420,600
Yogyakarta 2,000 0 16,000 0 0 298,900 326,900
Jawa Timur 305,100 210,200 818,800 0 21,100 3,437,000 4,792,200
Bali 106,200 19,900 1,000 6,000 0 440,400 573,500
Nusa Tenggara Barat 554,300 146,000 225,400 158,700 923,700 6,500 2,014,600
Nusa Tenggara Timur 737,900 145,800 353,500 409,500 296,600 2,846,200 4,690,800
Timor Timur 441,400 40,500 61,200 151,600 17,900 820,800 1,533,400
Kalimantan Barat 2,296,700 1,279,500 1,651,200 3,163,800 1,551,800 4,619,900 14,562,200
Kalimantan Tengah 840,200 632,700 6,013,000 3,384,500 4,314,300 64,700 15,249,400
Kalimantan Selatan 441,200 127,900 1,127,000 248,600 567,000 1,196,900 3,708,600
Kalimantan Timur 2,866,900 1,783,700 4,287,100 5,601,200 4,716,200 253,000 19,508,100
Sulawesi Utara 327,700 416,600 128,800 703,800 303,400 765,200 2,645,500
Sulawesi Tengah 1,322,200 633,200 486,500 1,718,300 359,500 1,480,100 5,999,800
Sulawesi Tenggara 529,500 290,900 552,300 999,100 198,000 1,107,100 3,676,900
Sulawesi Selatan 2,029,600 125,100 171,600 1,038,200 233,400 2,541,900 6,139,800
Maluku 1,348,500 420,700 828,400 1,604,000 3,600,100 7,100 7,808,800
Irian Jaya 10,381,060 7,405,700 8,136,000 4,689,100 9,769,200 377,900 40,758,900
TOTAL 30,757,100 17,843,100 32,728,500 31,076,200 35,125,700 41,623,600 189,154,200
Total Java 567,700 419,700 1,946,800 0 110,400 10,105,800 13,250,400
Total excluding Java 30,189,400 17,423,400 30,781,700 31,076,200 35,015,300 31,517,800 176,003,800
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Table A.2. Biological Diversity of Indonesia’s Eight Biographic Regions

Resident Bird  Mammal Mammal Reptile Reptile Relative Plant

bird endemism spp. endemism spp. endemism plant spp. endemism

Island spp. (%)  richness (%)  richness (%) richness (%)
Sumatra 465 9) 194 10 217 1 820 1
Java 362 7 133 12 173 8 630 5
Borneo 420 6 201 48 254 24 900 33
Sulawesi 289 32 114 60 117 26 520 7
Lesser Sundas 242 60 4 12 77 22 150 3
Maluku 210 33 69 17 98 18 380 6
Irian 602 52 125 58 223 35 1030 55

Source: FAO/MacKinnon 1981, National Conservation Plan, vol. 1.
|

Table A.3. Major Terrestrial Habitats and Areas of Protected Habitat

Area Protected Protected  Proposed Proposed

Original  remaining area area area area

Habitat (km?) (%) (km?) (%) (km?) (%)
Forest on Limestone 135,793 39.3 5,626 4.1 4,835 3.6
Freshwater Swamp 103,054 46.8 5,398 5.2 5,632 5.5
Health Forest 91,660 28.6 1,100 1.2 1,990 2.2
Ironwood Forest 3,420 342 280 8.2 20 0.6
Lowland Evergreen Forest 896,157 575 44,057 49 78,753 8.8
Montane Rainforest 206,233 771 43,567 211 24,049 1.7
Peat Swamp 219,252 78.8 14,326 6.5 8,641 39
Semi-Evergreen Forest 150,877 28.3 3,050 2.0 4,580 3.0
Tropical Pine Forest 3,215 60.0 500 15.6 220 6.8
Mangrove Forest 50,800 43.9 5,687 11.2 2,978 5.8
Forest on Ultrabasic 8,299 46.9 30 0.4 970 1.7
Monsoon Forest 24,192 38.0 1,060 44 2,325 9.6
Savanna 390 39.7 10 2.5 95 24.4
Alpine 2,170 100 740 341 258 11.8
Total 1,895,512 55.8 125,431 6.6 135,346 71

The areas of remaining habitats are based on forest cover figures from the early 1980s. Habitat loss has continued in the last decade.

Source: MacKinnon and Artha 1981; MacKinnon & MacKinnon 1986; Pelocz and Raspade 1989.

Table A.4. Protected Areas hy Category

Classification Number Area in hectares
National Parks 30 10,397,419.89
Strict Nature Preserves 172 2,210,247.00
Nature Recreation Parks 76 285,647.00
Wildlife Reserves 45 3,576,928.00
Grand Forest Parks 11 247,373.00
Hunting Parks 13 234,392.00
Total 347 16,942,006.89

Source: Statistik PHPA 1996/1997.
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Table A.6. Forest Utilization Statistics for Eight NTFPs, 1989-98

Pine  Agathis Commod- Turpen- Cajuput

Rattan resin resin ity sago tine Silk Kopal oil

Year (ton) (ton) (ton) (ton) (ton) (k) (ton) (liter)
PELITAV ~ 375423 236,513 45,744 12,762 33,002 0 0 1,122,105
1989/90 101,700 29,763 6,307 0 1,741 87,199
1990/91 52,170 38,150  1,0496 303 2,191 167,646
1991/92 64,020 37,141 9,539 3,075 8,593 274,124
1992/93 69,384 53,090 14,253 4,158 9,038 280,305
1993/94 88,149 78,369 5,149 5226 11,439 312,831
PELITAVI 198,549 245558 11,848 3,944 46,144 54,953 4,458 1,369,380
1994/95 78,340 74,204 0 0 13175 18,611 2,057 332,478
1995/96 36,256 47,960 3,869 0 8975 13,225 816 235,497
1996/97 51,564 53,736 1,556 0 10,294 9,677 821 469,948
1997/98 32,389 69,658 6,423 3944 13,700 13,440 764 331,457
TOTAL 573,972 482,011 57,592 16,706 79,146 54,953 4,458 2,491,485

Source: Department Kehutenandu Perkebunan, Directorate Jenderal Pengusataan Hutean, Statistic Pengusataan Hutean Tahun 1997/1998, Jakarta 1998.

Table A.7. Central Board of Statistics Record for 10 ISIC Industries

Number of Employ- Wage bill Value of new Value of  Value
establishments ment in bill in materials outputin added in
(with > 20 000  million in million million  million
Industry Name ISIC code employees) workers rupiah rupiah rupiah  rupiah
Wood containers 33120 62 (5) 3 B 19 33 12
Bamboo/rattan plaits 33131 86 (19) 8 13 44 85 35
Other plaits 33132 11 (0) 0.3 0.3 0.5 2 1
Wood carvings 33140 103 (20) 8 14.6 23 63 23
Preserved wood 33151 4(0) 0.2 05 Negligible 2 1
Preserved rattan 33152 37 (6) 2.5 2.5 13 25 9
Other wood products 33190 133 (33) 15 26 124 243 100
Wood furniture 33211 1098 (243) 107 250 951 1852 686
Bamboo/rattan
furniture 33212 227 (117) 47 109 298 591 296
Bamboo/rattan
kitchen utensils 33220 11(5) 14 18 5 9 3
\
Table A.8. Active Forest Concession
Concession  Hectares Concession  Hectares
Year (unit)  (millions) Year (unit)  (millions)
PELITAV PELITA VI
1989/1990 b57 58.8 1994/1995 540 61.03
1990/1991 564 59.62 1995/1996 487 56.17
1991/1992 567 60.48 1996/1997 447 54.09
1992/1993 580 61.38 1997/1998 427 52.28
1993/1994 575 61.70

Source: Department Kehutanan Ran Perkebunan, Statistic Pengusataan Hutan Tahun 1997/1998, Jakarta, 1998.
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Table A.9. ISCP—Implementation of Industrial Timber Plantations

Seedlings
procure-
ment  Enrich- Continued
Liberation RSI (x1000 ment Tending tending
Year cutting (ha) bt./sdl.) (ha) (ha) (ha)
PELITAV
1989/1990 459,521 525,671 200,744 186,798 12,782
1990/1991 1,234,532 904,031 170,383 321,285 148,258
1991/1992 1,208,504 1,203,957 137,900 654,694 552,728
1992/1993 971,205 983,143 108,060 528,903 661,774
1993/1994 701,160 700,627 63,737 302,792 402,699 367,533
PELITA VI
1994/1995 573,938 571,399 64,892 296,691 626,236 653,255
Seedling
procure- Enrich-
Planting Liberation ment  ment/ Tending Tending
preparation RSI  cutting (x1000 rehabili- TTE Il 1 RST
(ha) (ha) (ha) bt./sdl.) tation (ha) (ha) (ha) (ha)
1.00 515,824 406,094 403,865 55,941 383,635 412,500 705899 550,184 66,559
1996/1997 419,009 501,220 447,151 73,633 189,966 682,639 777,202 133,031
1997/1998 309,062 449,517 323,769 89,237 189,005 622,107 571,320 139,770

Residual Stand Inventory (RSI)

Tree Tending and Enrichment Planting (TTE)

Residual Stand Training (RST)

Source: Department Kehutanan Ran Perkebunan, Statistic Pengusataan Hutan Tahun 1997/1998, Jakarta, 1998.

Table A.10. Establishment of Industrial Timber Plantation

Construction  HTI-TRANS Superior  Total plantation
Year Pulpwood (ha) wood (ha) (ha) species (ha) (ha)
PELITAV 396,071 594,873 61,141 71,895 1,123,980
1989/90 29,160 102,495 0 131,655
1990/91 65,661 104,213 0 169,874
1991/92 104,222 109,769 0 213,991
1992/93 83,962 139,771 11,120 234,853
1993/94 113,066 138,625 50,021 71,895 373,607
PELITA VI 553,343 212,360 192,594 322,087 1,280,384
1994/95 117,940 56,253 44,620 77973 296,786
1995/96 162,200 54,449 48,551 61,248 326,448
1996/97 172,320 63,477 60,420 94,324 390,542
1997/98 100,883 38,181 39,003 88,542 266,609
TOTAL 949,414 807,234 253,734 393,982 2,404,364

Source: Department Kehutanan Ran Perkebunan, Statistic Pengusataan Hutan Tahun 1997/1998, Jakarta, 1998.
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Table A.11. Harvest Volume of Each Category of Forest Operation
Annual log production (m?®)

Source of production 1994/95 1995/96 1996/97 1997/982 TOTAL
Forest concession/ 17,308,737.29 16,943,933.26 15,268,134.46 15,597,546.30 65,118,351.31
natural forest harvest

Land-clearing harvest 4,708,696.46  5,398,195.76  8,021,328.48 10,038,228.00 28,166,448.70
Community woodlots 138,105.62 124,883.47 682,006.35  1,266,455.20  2,211,450.64
Planted forest by Perum Perlutani

Industrial timber plantation 0.00 514,692.45 474,267.60 425,892.80 1,414,852.85
TOTAL 24,027,276.55 24,850,060.94 26,069,281.89 29,149,419.30 104,096,038.68

a. Data Sementara.

Source: Department Kehutanan Ran Perkebunan, Statistic Pengusataan Hutan Tahun 1997/1998, Jakarta, 1998.
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B. The 1991 Forest Strategy
The World Bank forest strategy sought to address rapid deforesta-
tion, especially of tropical moist forests, and inadequate planting of
new trees to meet the rapidly growing demand for wood products. These
twin challenges were the consequence of five forces:
« Externalities that interfered with the free interplay of market forces
with the potential to bring about socially desired outcomes
= Strong incentives to cut trees
« Weak property rights in many forests and wooded areas
= High private discount rates among those encroaching on the forests
and
< Inappropriate government policies, particularly concession ar-
rangements.
The Bank’s strategy therefore promised to promote the conservation
of natural forests and the sustainable development of managed forest

1991 Forest Strategy

To ensure adequate planting
of new trees and the management
of existing resources to
meet the rapidly growing demand
for fuelwood and other projects
in developing countries

Four Strategies for Forest Development

To slow the alarming
rate of deforestation,
especially in the tropics

Protecting the Forests || Policies to Meet Strengthening Forest Role of International
« Policies to alleviate Basic Needs for Institutions Community
poverty Forest Products and « Technical assistance,
« Forest zoning and Services research, and
regulation * Reducing demand institution building
» Correcting private « Increasing supply « Financing
incentives « International trade
* Public incentives reforms
Five Principles of Policy
Multi-sector International Policy/ Preserving Resource
approach cooperation institutional reform natural forests expansion

Source: Derived from “The Forest Sector,” a World Bank Policy Paper, 1991.
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resources. The strategy it outlined consisted of policies to alleviate pov-

erty, forest zoning and regulation, correction of private incentives, and

public investments. The strategy also proposed reducing demand through
investments in research and technology, increasing the supply of essen-
tials through farm forestry, and increasing market efficiency. Govern-
ment policies and programs, the strategy said, should aim to change the
incentives and institutional structures that lead to excessive deforesta-
tion and inadequate tree planting and prevent the use of good practices
in forest management. Under the strategy, international cooperation and
assistance were to ensure that global externalities were internalized lo-
cally and the efforts of governments and international organizations
were to be coordinated.

Five principles were elucidated to underpin Bank involvement in the
forest sector:

« Adopt a multisectoral approach in the design and implementation
of forest operations.

e Support international cooperation in the formulation and adoption
of legal instruments conducive to sustainable forest development
and conservation.

= Promote policy reform and institutional strengthening by helping
governments to identify and rectify market and policy failures that
encourage deforestation and unsustainable land use.

= Finance operations that lead to socially, environmentally, and
economically sustainable resource expansion and intensification.

« Support initiatives that preserve intact forest areas.

Fulfilling this commitment required five things of Bank-financed
projects:

= Adoption of policies and an institutional framework consistent
with sustainability and a participatory approach to the manage-
ment of natural forests

« Adoption of comprehensive and environmentally sound conserva-
tion and development plans based on a clear definition of the roles
and the rights of the key stakeholders including local people

= Basing commercial use of forests on adequate social, environmen-
tal, and economic assessments

 Making adequate provisions to maintain biodiversity and safe-
guard the interests of forest dwellers, particularly indigenous
peoples

« Establishing adequate enforcement mechanisms.
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C. Analysis of the World Bank Lending Portfolio for
Indonesia

This analysis of the World Bank lending history for Indonesia covers
a 16-year period from 1984 to 1999. In order to analyze the effect of the
1991 forest strategy on Bank lending, this period has been divided into a
pre-strategy period (1984-91) and a post-strategy period (1992-99).

Before 1991, the World Bank financed 79 projects with a total commit-
ment of US$10.5 billion, which made Indonesia the fourth-largest recipient
of Bank lending, representing 7 percent of the total Bank lending. Seventeen
percent of these commitments were allocated for seven projects in the electric
power and energy sector. The agriculture sector had 20 projects and received
approximately 16 percent of the total lending. The transportation sector
followed with eight projects and 14 percent of the total lending. There were
also four multisector projects with 11 percent of the total commitments.
There were no environment sector projects during this period. The distribu-
tion of project lending for Indonesia by sector is presented in table C.1.

After 1991, World Bank lending to Indonesia increased by 2 percent
in commitments, making it the sixth-largest recipient, with almost 6
percent of the total Bank lending. There were 84 projects financed with
total commitments of US$10.7 billion. The commitments to the agri-
culture sector decreased by 26 percent, reflecting 14 projects and US$1.2
billion. Lending to the electric power and energy sector decreased by 8
percent and involved 7 projects with commitments of US$1.6 billion.
Transportation sector lending increased by 6 percent in 10 projects worth
commitments of US$1.5 billion. Unlike the pre-1991 period, there were
four environment sector projects with a commitment of US$198 mil-
lion. The overall distribution of project lending by sector and its com-
parison to the pre-1991 period is presented in table C.1.

Examining the World Bank lending to Indonesia by lending instrument
for the pre-1991 period indicates that there were four adjustment lending
operations representing 11 percent of the total lending. The remaining 89
percent was allocated for 75 projects that involved various investment lend-
ing instruments and commitments of US$9.2 billion. However, after 1991,
commitments for the adjustment lending operations increased by 100 per-
cent even though the number of adjustment operations remained at four. A
breakdown of Bank lending by lending instruments is shown in table C.2.

An overview of World Bank lending by its primary program objectives
in the pre-1991 period shows that 43 percent of the total projects were
concentrated on environmentally sustainable development, representing 52
percent of the total commitments. Poverty reduction and human resource
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development were the primary objectives of 38 projects, which reflected 22
percent of the total commitments. Private sector development was the pri-
mary goal for eight projects and represented 14 percent of the total com-
mitments. Four projects focused on economic management as their main
objective and involved 3 percent of the total commitments.

After 1991, the most significant change was the increase in the num-
ber of projects and commitments whose primary objective was eco-
nomic management. There were 11 such projects, which represented 20
percent of the total lending. Environmentally sustainable development
continued to be the main goal of 37 percent of the projects and 50
percent of all commitments. Similarly, poverty reduction and human
resource development was the main target of 36 projects, representing
43 percent of all projects and 27 percent of total lending. The primary
program objectives for both periods are presented in table C.3.

Forest and Forest Component Projects in Indonesia

After 1991, the World Bank approved two direct forest projects with
total commitments of US$54 million, which is only one-half percent of
total commitments to Indonesia. Given that the World Bank financed a
total of 41 direct forest projects with total commitments of US$1.68
billion, the direct forest lending to Indonesia represents only 3 percent
of total forest lending and 5 percent of forest projects.

After 1991, the World Bank financed 34 direct forest projects with
commitments of US$1.72 billion, but none of these projects was in In-
donesia. The breakdown for direct forest projects by country and re-
gion is presented in table C.7.

In addition to the direct forest projects, numerous operations are
classified as non-forest projects but may have forest components. These
“indirect forest projects” or “forest component projects” are found in
various sub-sectors of agriculture and, recently, in the sub-sectors of
environment, particularly in natural resource management.

Before 1991, the World Bank financed 32 forest component opera-
tions with total project commitments of US$1.94 billion, of which
US$291 million was committed for forest-specific activities, but Indo-
nesia did not have any of these indirect forest projects.

However, after 1991, the overall number of forest component projects
substantially increased to 94 projects with total project commitments
of US$6.2 billion of which US$1.79 billion was related to forest activi-
ties. This increase is also reflected in Indonesia, which had seven of
these component projects with total project commitments of US$298
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million, out of which US$88 million was for forest-specific activities.
The distribution of forest component projects is presented in table C.8.

Operations Evaluation Department (OED) Evaluation Results

Bank-Wide Operations in Indonesia

The Operations Evaluations Department (OED) evaluated 66 projects in
Indonesia that exited the portfolio during 1992-98, judging them on outcome,
sustainability, institutional development impact, bank performance (project iden-
tification, project appraisal, and project supervision), and borrower performance
(project preparation, project implementation, and project compliance). These
projects had net commitments of US$8.1 billion (1996 dollars).

OED determined that the outcome of 55 projects was satisfactory, based on
their relevance, efficacy, and efficiency—83 percent of the total projects and 89
percent of the total commitments. Sustainability was rated likely for 41
projects—62 percent of the projects and 66 percent of the total commitments.
Institutional development impact was considered substantial for 26 projects—
39 percent of the projects and 38 percent of the total commitments. The rat-
ings for all OED-evaluated projects are presented in tables C.4.1-4.3.

An overall look at the Bank performance on project identification, appraisal,
and supervision shows that project identification was satisfactory for 57
projects—86 percent of the projects and 92 percent of the commitments. Project
appraisal was satisfactory for 47 projects—71 percent of the projects and 75
percent of commitments. Project supervision was rated satisfactory for 55
projects—83 percent of the projects and 80 percent of the total commitments.

Borrower performance ratings on project preparation, implementa-
tion, and compliance indicate that project preparation was satisfactory
for 52 projects—79 percent of the projects and 88 percent of the total
commitments. Project implementation was considered satisfactory for
53 projects—80 percent of the projects and 81 percent of the total com-
mitments. Finally, project compliance was satisfactory for 55 projects—
83 percent of the projects and 85 percent of total commitments.

Agriculture Sector Operations

The ratings for the lending operations evaluated in the agriculture
sector seem to be below the ratings for the entire portfolio for project
outcome and sustainability, but slightly higher for institutional devel-
opment impact. A total of 21 operations with commitments of US$1.8
billion were evaluated in the agriculture sector. The outcome of 16
projects was rated satisfactory—76 percent of the projects and 80 per-
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cent of the commitments. The sustainability rating was likely for 10
agriculture projects—48 percent of the projects and 50 percent of com-
mitments. The institutional development impact was rated substantial
for 9 projects—43 percent of the projects and 41 of the commitments.

Evaluating Bank performance on project identification, appraisal,
and supervision of the agriculture sector operations shows that project
identification was satisfactory for 17 projects—81 percent of the projects
and 92 percent of the commitments. Project appraisal was satisfactory
for 11 projects—52 percent of the projects and 46 percent of the com-
mitments. Project supervision was rated satisfactory for 15 projects—
71 percent of the projects and 61 percent of commitments. The project
identification, appraisal, and supervision rating in the agriculture sec-
tor projects tended to be lower than the ratings for the entire portfolio.

Borrower performance ratings in the agriculture sector for project prepa-
ration, implementation and compliance show that project preparation was
deemed satisfactory for 13 operations—62 percent of the projects and 70
percent of the total commitments. Project implementation was satisfactory
for 16 projects—76 percent of the projects and total commitments. Finally,
project compliance was considered satisfactory for 14 projects—67 per-
cent of the projects and 65 percent of total commitments. It appears that
the project preparation and implementation, and compliance ratings for
the agriculture projects were lower than the ratings for the entire portfolio.

Forest Sector Operations

OED evaluated two forest operations with net commitments of US$39
million. The outcome of one project was rated satisfactory—50 percent of the
projects and 75 percent of the commitments. Both projects were rated poorly
on sustainability and institutional development impact. It is difficult to com-
pare the percentage of forest project ratings with those of the agriculture sector
or the overall portfolio since the number of evaluated projects is very small.

Bank performance in the forest sector operations indicates that project
supervision was satisfactory for both projects, but project identifica-
tion and appraisal were satisfactory for only one project—50 percent of
the projects and 75 percent of the commitments.

In terms of the borrower performance, project implementation was
satisfactory for both projects, but project preparation and project com-
pliance were satisfactory for only one of the projects.

Operations with Forest Components
OED evaluated no forest component projects in Indonesia.
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Quality Assurance Group “At Risk” Ratings for Active
Projects in Indonesia

Overall Portfolio Ratings

The Quiality Assurance Group (QAG) maintains a database of all active
projects that identifies the risk level of the projects. The rating has two levels:
at risk (potentially or actually) and not at risk. A project’s rating is based on
current supervision reports, which indicate project performance based on
effectiveness delays, compliance with legal covenants, management perfor-
mance, availability of counterpart funds, procurement progress, environment/
resettlement problems, slow disbursements, history of past problems, risky
country, risky sub-sector, and economic management problems.

As of June 1999, the World Bank had 72 active projects in Indonesia
with total commitments of US$7.6 billion. Of these, QAG rates 51 op-
erations “not at risk””—71 percent of the total projects and 73 percent of
the total commitments. Nineteen projects (six projects in the electric power
and energy sector; four projects in the agriculture sector; and two projects
each in the population health and nutrition, transportation, and urban
development; and one project each in social and transportation sectors)
with commitments of US$2.0 billion are rated “actually at risk.” There
are also two projects (one each in the public sector management and
finance sectors) with commitments of US$44 million that are rated as
“potentially at risk.”” The most significant deficiencies in the portfolio are
economic management, risky sub-sector, slow disbursements, financial
performance, counterpart funds, and management performance.

Agriculture Project Ratings

The agriculture sector has 12 active operations with net commitments of
US$785 million. The performance of the agriculture sector seems to be slightly
weaker than the overall portfolio performance, given that 8 projects are rated
“not at risk>—67 percent of the projects and 83 percent of the total commit-
ments. The remaining four projects are rated “at risk.”” The most significant
problems are economic management, slow disbursements, financial performance,
procurement progress, counterpart funds, and management performance.

Forest and Forest Component Project Ratings

There are no active forest projects in Indonesia. However, there are seven
active forest component projects with net commitments of US$410 mil-
lion. Three of these projects are rated “‘not at risk” with commitments of
US$113 million—43 percent of the projects and 49 percent of the commit-
ments—and the remaining four projects are considered to be “at risk.”
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Table C.4.1. Overall Performance Ratings for OED Evaluated Projects, 1992-98

Evaluated projects

Outcome satisfactory

Commit- Commit-
ments ments No. of  Commit-
No. of FY96 No. of FY96 projects ments
Sector/subsector projects ~ (US$M)  projects  (US$M) (%) (%)
Agriculture 21 1,783.32 16 1,429.44 76 80
Agency reform 1 13.25 1 13.25 100 100
Agricultural extension 1 59.67
Agriculture adjustment 3 166.48 3 166.48 100 100
Agro-industry & marketing 1 791 1 79.1 100 100
Fisheries & aquaculture 1 18.38 1 18.38 100 100
Forestry 2 39.06 1 29.31 50 7
Irrigation & drainage 7 1,058.01 6 977.28 86 92
Livestock 1 30.42 1 30.42 100 100
Perennial crops 8 283.38 1 79.65 88 28
Research 1 35.57 1 35.57 100 100
Education 10 1,043.68 9 980.03 90 94
Higher education 4 589.23 4 589.23 100 100
Other education 1 63.65
Secondary education 1 142.95 1 142.95 100 100
Vocational / teacher training 4 247.85 4 247.85 100 100
Electric power & other energy 6 1,637.55 6 1,637.55 100 100
Distribution & transmission 4 1,009.88 4 1,009.88 100 100
Other power & energy conversion 1 27253 1 272.53 100 100
Thermal 1 355.14 1 355.14 100 100
Finance 5 723.45 5 723.45 100 100
Financial sector development 2 373.98 2 373.98 100 100
Other finance 3 349.47 3 349.47 100 100
Industry 3 337.17
Fertilizer & other chemicals 1 217.64
Other industry 1 20.16
Small-scale enterprise 1 99.37
0il & gas 1 37.35 1 37.35 100 100
Refining, storage & distribution 1 85 1 37.35 100 100
Population, health & nutrition 5 271.26 4 224.61 80 83
Basic health 2 91.44 1 44.79 50 49
Targeted health 3 179.82 3 179.82 100 100
Public sector management 2 144.21 2 14421 100 100
Institutional development 2 144.21 2 144.21 100 100
Telecommunications 1 310.41 1 310.41 100 100
Telecommunications & information 1 310.41 1 310.41 100 100
Transportation 7 1,083.01 7 1,083.01 100 100
Highways 2 549.54 2 549.54 100 100
Ports & waterways 1 96.49 1 96.49 100 100
Railways 1 29.83 1 29.83 100 100
Rural roads 1 189.67 1 189.67 100 100
Urban transport 2 217.48 2 217.48 100 100
Urban development 2 409.05 2 409.05 100 100
Urban development adjustment 1 17517 1 17517 100 100
Urban housing 1 233.88 1 233.88 100 100
Water supply & sanitation 3 330.7 2 229.44 67 69
Urban water supply 3 330.7 2 229.44 67 69
Grand total 66  8,111.16 55 7,208.55 83 89
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Table C.4.1. Overall Performance Ratings for OED Evaluated Projects, 1992-98 (cont’d)

Sustainability likely ID impact substantial
Commit- Commit-
ments No.of  Commit- ments No. of  Commit-
No. of FY96  projects ments No. of FY96  projects ments
projects  (US$M) (%) (%)  projects  (US$M) (%) (%)
10 889.47 48 50 9 735.38 43 41
1 13.25 100 100 1 13.25 100 100
2 48.28 67 29 2 48.28 67 29
1 79.1 100 100
4 682.3 57 64 3 528.76 43 50
1 30.42 100 100 1 30.42 100 100
1 79.65 138 28
1 35.57 100 100 1 35.57 100 100
8 837.08 80 80 7 687.57 70 66
4 589.23 100 100 3 439.72 75 75
4 247.85 100 100 4 247.85 100 100
5  1,472.76 83 90 1 355.14 17 22
3 845.09 75 84
1 272.53 100 100
1 355.14 100 100 1 355.14 100 100
5] 723.45 100 100 2 240.39 40 33
2 373.98 100 100 1 126.58 50 34
8 349.47 100 100 1 113.81 33 33
1 20.16 33 6
1 20.16 100 100
1 37.35 100 100 1 37.35 100 100
1 37.35 100 100 1 37.35 100 100
5] 271.26 100 100 2 145.94 40 54
2 91.44 100 100 1 44.79 50 49
8 179.82 100 100 1 101.15 33 56
2 144.21 100 100 1 119.8 50 83
2 144.21 100 100 1 119.8 50 83
1 310.41 100 100 1 310.41 100 100
1 310.41 100 100 1 310.41 100 100
3 626.49 43 58 2 436.82 29 40
1 340.33 50 62 1 340.33 50 62
1 96.49 100 100 1 96.49 100 100
1 189.67 100 100
4 5,332.64 62 66 26 3,068.8 39 38
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Table C.4.2. Bank Performance Ratings for OED Evaluated Projects, 1992-98

Evaluated projects

Identification satisfactory

Commit- Commit-
ments ments No.of  Commit-
No. of FY96 No. of FY96 projects ments
Sector/subsector projects ~ (US$M)  projects  (US$M) (%) (%)
Agriculture 21 1,783.32 17 1645 81 92
Agency reform 1 13.25 1 13.25 100 100
Agricultural extension 1 59.67
Agriculture adjustment 3 166.48 B 166.48 100 100
Agro-industry & marketing 1 79.1 1 791 100 100
Fisheries & aquaculture 1 18.38
Forestry 2 39.06 1 29.31 50 75
Irrigation & drainage 7 1,058.01 6 1,007.49 86 95
Livestock 1 30.42 1 30.42 100 100
Perennial crops 8 283.38 g 283.38 100 100
Research 1 35.57 1 35.57 100 100
Education 10 1,043.68 8 837.08 80 80
Higher education 4 589.23 4 589.23 100 100
Other education 1 63.65
Secondary education 1 142.95
Vocational / teacher training 4 247 .85 4 247.85 100 100
Electric power & other energy 6 1,637.55 6 1,637.55 100 100
Distribution & transmission 4 1,009.88 4 1,009.88 100 100
Other power & energy conversion 1 27253 1 272.53 100 100
Thermal 1 355.14 1 355.14 100 100
Finance 5 723.45 5) 723.45 100 100
Financial sector development 2 373.98 2 373.98 100 100
Other finance 3 349.47 3 349.47 100 100
Industry 3 337.17 1 99.37 33 29
Fertilizer & other chemicals 1 217.64
Other industry 1 20.16
Small-scale enterprise 1 99.37 1 99.37 100 100
0il & gas 1 37.35 1 37.35 100 100
Refining, storage & distribution 1 37.35 1 37.35 100 100
Population, health & nutrition 3 271.26 b 271.26 100 100
Basic health 2 91.44 2 91.44 100 100
Targeted health 3 179.82 3 179.82 100 100
Public sector management 2 144.21 2 14421 100 100
Institutional development 2 144.21 2 14421 100 100
Telecommunications 1 310.41 1 310.41 100 100
Telecommunications & information 1 310.41 1 310.41 100 100
Transportation 7 1,083.01 7 1,083.01 100 100
Highways 2 549.54 2 549.54 100 100
Ports & waterways 1 96.49 1 96.49 100 100
Railways 1 29.83 1 29.83 100 100
Rural roads 1 189.67 1 189.67 100 100
Urban transport 2 217.48 2 217.48 100 100
Urban development 2 409.05 2 409.05 100 100
Urban development adjustment 1 17517 1 17517 100 100
Urban housing 1 233.88 1 233.88 100 100
Water supply & sanitation 3 330.7 2 281.4 67 85
Urban water supply 3 330.7 2 281.4 67 85
Grand total 66  8111.16 57 747914 86 92
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Table C.4.2. Bank Performance Ratings for OED Evaluated Projects, 1992-98 (cont’d)

Appraisal satisfactory Supervision satisfactory
Commit- Commit-
ments No. of  Commit- ments No. of  Commit-
No. of FY96 projects ments No. of FY96 projects ments
projects (US$M) (%) (%)  projects (US$M) (%) (%)
11 825.59 52 46 15 1,092.18 71 61
1 13.25 100 100 1 13.25 100 100
1 59.67 100 100
2 48.28 67 29 1 35.46 33 21
1 79.1 100 100
1 18.38 100 100
1 29.31 50 75 2 39.06 100 100
4 589.11 57 56 4 609.49 57 58
1 30.42 100 100 1 30.42 100 100
1 79.65 33 28 2 171.78 67 61
1 35.57 100 100 1 35.57 100 100
8 837.08 80 80 9 980.03 90 94
4 589.23 100 100 4 589.23 100 100
1 142.95 100 100
4 247.85 100 100 4 247.85 100 100
5 1311.78 83 80 4 1,117.62 67 68
8 684.11 75 68 8 845.09 75 84
1 272.53 100 100 1 272.53 100 100
1 355.14 100 100
5] 723.45 100 100 4 476.05 80 66
2 373.98 100 100 1 126.58 50 34
8 349.47 100 100 8 349.47 100 100
2 237.8 67 71
1 217.64 100 100
1 20.16 100 100
1 37.35 100 100 1 37.35 100 100
1 37.35 100 100 1 37.35 100 100
5 271.26 100 100 5 271.26 100 100
2 91.44 100 100 2 91.44 100 100
8 179.82 100 100 8 179.82 100 100
1 119.8 50 83 2 144.21 100 100
1 119.8 50 83 2 144.21 100 100
1 310.41 100 100 1 310.41 100 100
1 310.41 100 100 1 310.41 100 100
7 1,083.01 100 100 7 1,083.01 100 100
2 549.54 100 100 2 549.54 100 100
1 96.49 100 100 1 96.49 100 100
1 29.83 100 100 1 29.83 100 100
1 189.67 100 100 1 189.67 100 100
2 217.48 100 100 2 217.48 100 100
2 409.05 100 100 2 409.05 100 100
1 17517 100 100 1 17517 100 100
1 233.88 100 100 1 233.88 100 100
1 180.14 33 54 3 330.7 100 100
1 180.14 138 54 3 330.7 100 100
47 6,108.92 71 75 55  6,489.67 83 80
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Table C.4.3. Borrower Performance Ratings for OED Evaluated Projects, 1992-98

Evaluated projects

Preparation satisfactory

Commit- Commit-
ments ments No. of  Commit-
No. of FY96 No. of FY96  projects ments
Sector/subsector projects ~ (US$M)  projects  (US$M) (%) (%)
Agriculture 21 1,783.32 13 1,243.97 62 70
Agency reform 1 13.25 1 13.25 100 100
Agricultural extension 1 59.67
Agriculture adjustment 3 166.48 2 48.28 67 29
Agro-industry & marketing 1 79.1
Fisheries & aquaculture 1 18.38
Forestry 2 39.06 1 29.31 50 75
Irrigation & drainage 7 1,058.01 6 1,007.49 86 95
Livestock 1 30.42 1 30.42 100 100
Perennial crops 3 283.38 1 79.65 88 28
Research 1 35.57 1 35.57 100 100
Education 10 1,043.68 7 727.22 70 70
Higher education 4 589.23 4 589.23 100 100
Other education 1 63.65
Secondary education 1 142.95
Vocational / teacher training 4 247.85 3 137.99 75 56
Electric power & other energy 6 1,637.55 6 1,637.55 100 100
Distribution & transmission 4 1,009.88 4 1,009.88 100 100
Other power & energy conversion 1 27253 1 272.53 100 100
Thermal 1 355.14 1 355.14 100 100
Finance 5] 723.45 5 723.45 100 100
Financial sector development 2 373.98 2 373.98 100 100
Other finance 3 349.47 3 349.47 100 100
Industry 3 337.17 2 317.01 67 94
Fertilizer & other chemicals 1 217.64 1 217.64 100 100
Other industry 1 20.16
Small-scale enterprise 1 99.37 1 99.37 100 100
0il & gas 1 37.35 1 37.35 100 100
Refining, storage & distribution 1 37.35 1 37.35 100 100
Population, health & nutrition B 271.26 3 271.26 100 100
Basic health 2 91.44 2 91.44 100 100
Targeted health 8 179.82 3 179.82 100 100
Public sector management 2 14421 1 119.8 50 83
Institutional development 2 144.21 1 119.8 50 83
Telecommunications 1 310.41 1 310.41 100 100
Telecommunications & information 1 310.41 1 310.41 100 100
Transportation 7 1,083.01 7 1,083.01 100 100
Highways 2 549.54 2 549.54 100 100
Ports & waterways 1 96.49 1 96.49 100 100
Railways 1 29.83 1 29.83 100 100
Rural roads 1 189.67 1 189.67 100 100
Urban transport 2 217.48 2 217.48 100 100
Urban development 2 409.05 2 409.05 100 100
Urban development adjustment 1 17517 1 17517 100 100
Urban housing 1 233.88 1 233.88 100 100
Water supply & sanitation 3 330.7 2 2814 67 85
Urban water supply 3 330.7 2 281.4 67 85
Grand total 66  8,111.16 52 7,161.48 79 88
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Table C.4.3. Borrower Performance Ratings for OED Evaluated Projects, 1992-98 (cont’d)

Implementation satisfactory Compliance satisfactory
Commit- Commit-
ments No. of  Commit- ments No. of  Commit-
No. of FY96 projects ments No. of FY96 projects ments
projects (US$M) (%) (%)  projects (US$M) (%) (%)
16 1,346.54 76 76 14 1,155.8 67 65
1 13.25 100 100 1 13.25 100 100
1 59.67 100 100
3 166.48 100 100 3 166.48 100 100
1 79.1 100 100 1 79.1 100 100
1 18.38 100 100 1 18.38 100 100
1 29.31 50 75
6 864.02 86 82 5) 783.29 71 74
1 30.42 100 100 1 30.42 100 100
1 79.65 33 28
1 35151 100 100 1 35157 100 100
8 837.08 80 80 9 900.73 90 86
4 589.23 100 100 4 589.23 100 100
1 63.65 100 100
4 247.85 100 100 4 247.85 100 100
6 1,637.55 100 100 6 1,637.55 100 100
4 1,009.88 100 100 4 1,009.88 100 100
1 272.53 100 100 1 272.53 100 100
1 355.14 100 100 1 355.14 100 100
4 476.05 80 66 4 476.05 80 66
1 126.58 50 34 1 126.58 50 34
3 349.47 100 100 3 349.47 100 100
2 237.8 67 71 2 237.8 67 71
1 217.64 100 100 1 217.64 100 100
1 20.16 100 100 1 20.16 100 100
1 37.35 100 100 1 37.35 100 100
1 37.35 100 100 1 37.35 100 100
4 224.61 80 83 5 271.26 100 100
1 44.79 50 49 2 91.44 100 100
8 179.82 100 100 8 179.82 100 100
2 144.21 100 100 2 144.21 100 100
2 144.21 100 100 2 144.21 100 100
1 310.41 100 100 1 310.41 100 100
1 310.41 100 100 1 310.41 100 100
5 684.13 71 63 6 986.52 86 91
1 340.33 50 62 2 549.54 100 100
1 96.49 100 100
1 29.83 100 100 1 29.83 100 100
1 189.67 100 100
2 217.48 100 100 2 217.48 100 100
2 409.05 100 100 2 409.05 100 100
1 175.17 100 100 1 175.17 100 100
1 233.88 100 100 1 233.88 100 100
2 229.44 67 69 3 330.7 100 100
2 229.44 67 69 3 330.7 100 100
53 6,574.22 80 81 55 6,897.43 83 85
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Table C.5. Quality Assurance Group Projects at Risk Ratings for All Active Projects in Indonesia,

June 1999
Active projects At risk
Net Net
commit- commit- No. of  Commit-
No. of ments No. of ments projects ments
Sector/subsector projects ~ (US$M)  projects  (US$M) (%) (%)
Agriculture 12 785 4 131 33 17
Agriculture adjustment 1 300
Annual crops 1 22 1 22 100 100
Irrigation & drainage 3 230 2 86 67 37
Other agriculture 5 106 1 23 20 22
Perennial crops 1 78
Research 1 49
Education 15 980
Education adjustment 6 378
Higher education 1 48
Other education 2 162
Primary education 1 88
Secondary education 4 337
Vocational education, training 1 22
Electric power & energy 6 1,279 6 1,279 100 100
Distribution & transmission 2 651 2 651 100 100
Hydro 1 78 1 78 100 100
Power, energy adjustment 1 18 1 18 100 100
Thermal 2 532 2 532 100 100
Environment 4 134 1 16 25 12
Natural resource management 4 134 1 16 25 12
Finance 2 36 1 20 50 56
Financial adjustment 1 16
Other finance 1 20 1 20 100 100
Industry 1 41
Other industry 1 41
Multisector 1 500
Economic management 1 500
Population, health & nutrition 7 215 2 73 29 27
Basic health 4 166 1 68 25 4
Targeted health 3 109 1 5 33 5
Public sector management 3 285
Decentralization 1 225
Privatization 1 32
Public sector management adjustment 1 28
Social protection, etc. 1 600
Social sector adjustment 1 600
Telecommunications 3 626
Telecomm, informatics 3 626
Transportation 7 1073 2 182 29 17
Highways 2 494
Railways 2 182 2 182 100 100
Rural roads 3 397
Urban development 9 921 2 258 22 28
Urban development adjustment 4 313 1 113 25 36
Urban environment 1 55
Urban management 4 553 1 145 25 26
Water supply & sanitation 1 69 1 69 100 100
Rural water supply/sanitation 1 69 1 69 100 100
Grand total 72 7,604 19 2,028 26 27
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Table C.5. Quality Assurance Group Projects at Risk Ratings for All Active Projects in Indonesia,
June 1999 (cont’d)

Potentially at risk Not at risk
Net Net
commit- No. of  Commit- commit- No. of  Commit-
No. of ments projects ments No. of ments projects ments
projects (US$M) (%) (%) projects (US$M) (%) (%)
8 654 67 83
1 300 100 100
1 144 33 63
4 83 80 78
1 78 100 100
1 49 100 100
15 980 100 100
6 378 100 100
1 48 100 100
2 162 100 100
1 138 100 100
4 337 100 100
1 22 100 100
8 118 75 88
8 118 75 88
1 16 50 44
1 16 100 100
1 4 100 100
1 41 100 100
1 500 100 100
1 500 100 100
5 202 71 73
8 98 75 59
2 104 67 95
1 28 33 10 2 257 67 90
1 225 100 100
1 32 100 100
1 28 100 100
1 600 100 100
1 600 100 100
3 626 100 100
8 626 100 100
5 891 71 83
2 494 100 100
8 397 100 100
7 663 78 72
8 200 75 64
1 55 100 100
8 408 75 74
2 44 B 1 51 5,532 71 73
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Table C.7. World Bank Forest Project Lending by Country, 1984-99

1984-91 1992-99 1984-91—1992-99
Change in  Change in
Commit-  No. of Commit- Commit-  No.of Commit- commit- commit-
Region/ No. of ments projects ments No.of ments projects  ments ments ments
country  projects (US$M) (%) (%) projects (US$M) (%) (%) (US$M) (%)
AFR 17 4258 415 25.3 3 53.2 8.8 3.1 -372.6 -88
Benin 1 5.4 2.4 0.3 -5.4 -100
Burundi 1 12.8 2.4 0.8 -12.8 -100
C.AR. 1 19 2.4 1.1 -19 -100
Cote d'lvoire 2 111.3 49 6.6 -111.3 -100
Ethiopia 1 45 2.4 2.7 -45 -100
Gabon 1 22.5 2.9 1.3 22.5
Ghana 1 394 2.4 2.3 -394 -100
Guinea 1 8 2.4 0.5 -8 -100
Kenya 1 19.9 2.4 1.2 -19.9 -100
Madagascar 1 7 2.4 04 -7 -100
Malawi 1 16.7 2.4 1.0 -16.7 -100
Mali 1 6.3 24 0.4 -6.3 -100
Nigeria 1 71 2.4 42 -7 -100
Rwanda 1 14.1 2.4 0.8 -14.1 -100
Tanzania 1 18.3 29 1.1 18.3
Uganda 1 13 2.4 0.8 1 12.4 2.9 0.7 -0.6 -5
Zambia 1 22.4 2.4 1.3 -22.4 -100
Zimbabwe 1 145 2.4 0.9 -145 -100
EAP 9 7227 22.0 43.0 6 5779 17.6 33.6 -144.8 -20
Cambodia 1 5 29 0.3 5
China 3 4042 73 24.0 3 550 8.8 31.9 145.8 36
Indonesia 2 54 49 32 -54 -100
Lao, PD.R. 1 8.7 2.9 0.5 8.7
Malaysia 2 183 49 0.9 -155 -100
Myanmar 1 25 2.4 15 -25 -100
Papua New G. 1 14.2 29 0.8 14.2
Philippines 1 224 2.4 13.3 -224 -100
ECA 1 35 2.4 2.1 5 2449 14.7 14.2 209.9 600
Albania 1 8 29 0.5 8
Belarus 1 419 29 2.4 419
Bos.-Herz. 1 7 29 04 7
Croatia 1 42 29 2.4 42
Poland 1 146 2.9 8.5 146
Yugoslavia 1 85 2.4 2.1 -35 -100
LAC 3 102.8 73 6.1 5 85.6 147 5.0 -17.2 -17
Argentina 2 3615 59 2.1 355
Brazil 1 48.5 2.4 2.9 -48.5 -100
Guyana 1 8.8 2.4 0.5 -8.8 -100
Haiti 1 26.1 2.9 1.5 26.1
Mexico 1 455 2.4 2.7 1 15 29 0.9 -30.5 -67
Nicaragua 1 9 2.9 0.5 9
MENA 2 69 49 41 4 2205 11.8 12.8 1515 220
Algeria 1 25 29 15 25
Morocco 1 49 2.4 2.9 1 100 2.9 5.8 51 104
Tunisia 1 20 2.4 1.2 2 95.5 5.9 55 75.5 378
SAR 9 3268 22.0 19.4 11 540.2 324 314 213.4 65
Bangladesh 1 28 2.4 1.7 1 49.6 2.9 2.9 21.6 77
Bhutan 2 6.6 49 0.4 1 5.4 29 0.3 -1.2 -18
India 3 2238 7.3 13.3 8 4603 2815 26.7 236.5 106
Nepal 2 48.5 49 2.9 -48.5 -100
Pakistan 1 24.9 2.9 14 24.9
Sri Lanka 1 19.9 2.4 1.2 -19.9 -100
Grand total 41 1,682.1 100.0  100.0 34 17223 100.0 100.0 40.2 2
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D. Ownership and Reforms

The need for borrower ownership has long been an article of faith
within the Bank. Several studies by OED and the Development Eco-
nomics Vice Presidency have concluded that satisfactory adjustment pro-
grams are associated with high borrower ownership (Johnson and Wasty
1993 and Dollar and Svenson 1998). An explanation of success in
projects and sectoral performance as well as borrower commitment has
been an important thoroughfare, not just in OED’s numerous audits
and sector reviews and studies of development effectiveness, but also in
other research conducted on Bank and donor effectiveness. The mes-
sage is reinforced by the Bank’s Quality Assessment Group.®* But a re-
cent note from the Development Economics Vice Presidency admits that
the issue of borrower commitment has often been ignored in the Bank
because assessing borrower ownership can be difficult and time con-
suming.®® The note summarizes best practices and provides two concep-
tual frameworks typically used in the Bank to assess the level and qual-
ity of ownership. After discussing the pros and cons of the first two, the
note offers a third, improved one. The first focuses on the analysis of
leadership by senior policymakers, and the second, based on interest
group analysis, focuses on stakeholder analysis. The leadership analysis
focuses on:

* The locus of initiative in formulating and implementing reforms
e The level of intellectual conviction among key policymakers

« The expression of political will by top leaders

« Efforts to build consensus among constituencies.

Only the last refers to stakeholders outside the policy. Besides, its
emphasis is on the effort to build consensus, not on results.

Whereas leadership is documented extensively to have made a differ-
ence, the review of good practice concludes that it is a mistake to rely
solely on indicators of political leadership since implementation needs
support from a lot of other actors, particularly in democratic systems.
Most important changes require sustained institutional effort to imple-
ment reform. They also need a successful rearguard action at levels be-
yond the awareness and control of senior policymakers. Policymakers
come and go, whereas reforms need to continue.

For this reason, the note asserts that stakeholder analysis has re-
ceived strong support in the Bank, including understanding the inter-
ests of the stakeholders and how to involve and influence them. How-
ever, the best practice note argues that stakeholder analysis often ig-
nores the different capacities and organizational abilities of different
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stakeholders. Second, some stakeholders will be better off only in the

long run as a result of reforms. There are short-term costs, and uncer-

tainties about long-term benefits. The report argues that the nature of

change may be so far beyond the realm of a society’s experience that no

social consensus can be reached about the right course. For this reason,

the note recommends reform readiness analysis based on a use of a

guestionnaire. The basic elements of the reform readiness analysis in-

clude the following elements:

« Political desirability: The benefits to leadership and their constitu-
encies must outweigh the costs.

= Political feasibility: Leaders must be able to enact reforms and
overcome political opposition.

= Political sustainability: The desirability and feasibility of the
reforms must be maintained over time and the opportunity for
reversal must be overcome.

If even one of these conditions does not exist, argues the best prac-
tice note, the country is not ready for reforms. Lack of readiness, how-
ever, does not mean inaction. It should lead to recommendations or
actions to help build a basis for reforms in a variety of ways. For ex-
ample, analytical work can reduce uncertainty and the costs and ben-
efits of the reforms. The Bank can actively disseminate its analytical
work. It can also develop packages of reforms that command broader
ownership. It can help in sequencing and phasing of reforms, which
builds broader support. Finally, it can do parallel work to build institu-
tional support for reforms.

The implementation of the 1991 forest strategy in Indonesia requires
all these approaches. Yet the question remains about the government’s
reform readiness as distinct from the economic crisis providing the Bank
some leverage it did not have before. The crisis offers opportunities, but
the history of the Bank-Indonesia interactions in the forest sector fore-
warns about the challenges.
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E. Post-1991 Forest Component Projects

Project Objectives

Common themes of the five projects in this category (including the
Watershed Conservation Project discussed above) were poverty allevia-
tion and resource management, sustainable development, institutional
development, participation and environmental protection, and mitigat-
ing degradation. Most of these projects had tree crop development com-
ponents that directly influenced the forest sector. The salient features of
these projects are discussed below in a chronological order.

Tree Crop Smallholders Project (1992)

« Project cost at appraisal: US$154.5 million
e Bank funding: US$87.6 million

« Forest-related component: 16%

* ERR estimate at appraisal: 13%

The project objectives were: (1) increase incomes of poor farm fami-
lies; (2) lower support costs to facilitate a more rapid and spontaneous
expansion of planting; and (3) develop sustainable financing procedures
for smallholders’ tree crop program and strengthen supervision of small
holders’ program activities. The project supported planting rubber and
coconut trees and maintaining those planted under previous programs.
The unused lands were proposed to be cleared for planting rubber trees.
The primary forests and biodiversity were not expected to be affected
by the tree-planting program of the project.

The beneficiaries would be 62,000 farm families who would plant
rubber trees on 65,000 ha; 31,000 farm families planting coconut on
35,000 ha of land; 7,000 farm families planting rubber trees and coco-
nut on 7,000 ha on a self-help planting basis; and 61,000 farm families
maintaining existing rubber and coconut plantations on 74,000 ha. The
recent PSRs indicate full achievement of the tree crop component. The
main issues are (1) the weak institutional arrangement for smallholder
financing and (2) poor credit recovery.

The EIA included land preparation techniques, and mitigation mea-
sures were provided for disturbed slopes that would be susceptible to
erosion. Monitoring and evaluation arrangements were built in for this
purpose. Resettlement and indigenous people were not involved.

Integrated Swamp Development Project (1994)
« Project cost at appraisal: US$106 million
= Bank funding: US$65 million
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« Forest related component: 20%
* ERR estimate at appraisal: 15%

The project aimed at alleviating poverty in selected swamp schemes
through better management and sound environmental practices. The
components included: (1) rehabilitation and construction of water con-
trol structures; (2) promotion of fruit crop production through support
for research and extension and provision of seeds, pest control, etc.;
and (3) tree crop development (mainly planting hybrid coconut). DGPHA
of the Ministry of Forests was directly involved in the project by imple-
menting the coastal land use management component. The project de-
sign provides that existing forestlands would not be directly affected by
the tree crop development under this project. However, as in other agri-
cultural development projects in remote areas, a possible tendency for
the scheme dwellers to use surrounding forests to collect fuel wood has
been identified in the project design. To address this issue, it was sug-
gested to establish on-farm wood lots for which field trials of firewood
species on the abandoned lands were to be established.

Under the EIA, an environment monitoring and management plan
was prepared for which M&E was proposed through annual imple-
mentation reviews.

The project beneficiaries would be about 8,000 smallholders who
would grow 12,500 ha of hybrid coconut under the tree crop compo-
nent. The overall project implementation has been poor and some re-
structuring has been done. Weak project management has been stated
as one of the reasons for the poor showing. However, the tree crop
component has been rated satisfactory.

Nusa Tenggara Agriculture Area Development Project (1996)

e Project cost at appraisal: US$41 million

Bank funding: US$27 million

Forest related component: 20%

ERR estimate at appraisal: 17%

The project objectives were: (1) raise smallholders’ incomes; (2)
strengthen local level institutions; and (3) foster broad-based participa-
tion. The components included: (1) research to develop technological
packages appropriate to the agro-ecological systems; (2) linkages be-
tween various institutions; and (3) transfer of technical packages to area
farmers. The forest-related component is tree crop development under
dryland cropping (cashew, cocoa, and coffee) and in-house plots (mango,
jackfruit).
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The EIA concluded that the project would not have any impact on
the rain forests. The possible impact on soil and land was seen to be
minimalized, and mitigation measures (minimum topsoil disturbance,
contour planting and other conservation farming methods) were pro-
posed. The tree crop development under improved dryland farming sys-
tems technology would benefit about 16,800 farm families on 12,600
ha. The analysis of dryland farming (tree crop production and incre-
mental incomes) was done as part of M&E.

Due to poor implementation progress, the project has been restruc-
tured. Weak project management and a shortage of counterpart funds
have been the issues. In agreeing to the restructuring of the project, the
Bank has warned that in case of continued poor progress, the project
might be cancelled.

Sulawesi Agriculture Area Development Project (1996)
« Project cost at appraisal: US$42.6 million

e Bank funding: US$26.8 million

« Forest related component: <1%

* ERR estimate at appraisal: 21%

The relevant objectives of the project were (i) determining environ-
mentally sustainable farming practices; and (ii) fostering beneficiary
participation in planning and implementation. The project components
were agriculture-based area development, including tree crop (cashew
and cocoa) rehabilitation. The key benefits were assumed to be a reduc-
tion in areas under slash and burn agriculture and an increase in areas
under erosion control measures.

The EIA covered social and cultural environment and impact on
women. It covered the impact of roads and dryland farming system
development. M&E was based on indicators for environmentally sus-
tainable upland farming practices, improvement in the capacity of local
institutions, and an increase in farm productivity and incomes.

The project benefits from the tree crop component would be the re-
habilitation of cocoa and cashew on about 228,000 ha through better
cultural practices. The project implementation has been poor on sev-
eral accounts including poor management, lack of counterpart funding,
non-compliance of financial covenants, and this project has also been
recently restructured. The project is under observation and may be can-
celled if implementation does not improve.
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Maluku Regional Development Project (1998)
* Project cost at appraisal: US$20.5 million

e Bank funding: US$16.3 million

« Forest-related component

« Tree crop development: 20%

* ERR estimate at appraisal (overall): 34.5%
« Related to tree crop: 23.2%

The project aims to alleviate poverty in rural and wasteland areas
through investment in tree crops; credit for income generating activi-
ties; provision of small-scale infrastructure; and overcoming transpor-
tation and marketing constraints. The main component is the Tree Crop
Development and Rehabilitation (coconut and coffee with food crops).
The Bank contribution is expected to add value through the Bank’s op-
erational experience in Indonesia and its knowledge of agriculture-based
regional development institutions and technologies.

The tree crop component of the project is expected to benefit about
15,000 farmers on about 7,500 ha. The project is in the early stages of
implementation. However, the tree crop component appears to be mov-
ing on schedule.

The project is believed to involve no resettlement and is expected to
have no major detrimental impact on the environment. The sustainability
aspects—particularly the tree crop development—have been analyzed
and efforts made to cover the anticipated risks. No clearing of primary
or secondary forests would be allowed under the project and all land
development would be in areas classified for agricultural production or
conversion of degraded forests. This would require proper monitoring
and vigilance. However, absence of the forestry establishment in the
project’s implementation or monitoring responsibilities is surprising.
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F. Summary of April 2000 Bogor Workshop

On April 25, 2000, a workshop entitled “Finding Common Ground:
A Multi-Stakeholder Dialogue on Critical Issues Facing Indonesia’s For-
estry,” was held at the Center for International Forestry Research
(CIFOR) in Bogor, Indonesia. The workshop was organized by CIFOR
and the U.K. Department for International Development (DFID), in col-
laboration with the World Bank’s resident mission and Operations Evalu-
ation Department. In the first of two sessions of the workshop, the
Indonesia country case study—The Challenges of World Bank Involve-
ment in Forests: An Evaluation of Indonesia’s Forests and World Bank
Assistance—was discussed. The second session focussed on furthering
the dialogue among all parties concerned on the critical issues facing
Indonesia’s forests.

Approximately 100 individuals participated in the workshop, repre-
senting a wide range of stakeholders, including MOFEC (current and
former officials, representing all relevant departments and agencies),
other concerned government ministries (finance, environment, planning,
external affairs, etc.) academics, a large cross section of civil society
including representatives of indigenous peoples and other NGOs, do-
nors, the private sector, and domestic and international analysts of for-
est policy. The workshop was opened by Mr. Jeffrey Sayer, Director-
General of CIFOR. A brief presentation of the main findings by OED
was followed by responses to the OED report from MOFEC and NGOs
(presented by INFID—the International NGO Forum for Indonesian
Development).

In general, there was no disagreement or challenges to the OED
report’s findings, and many commentators endorsed the quality of the
analysis and the breadth of coverage of the issues facing Indonesia’s
forests. Besides clarification of the coverage of some of the issues in the
OED evaluation, and the process by which the OED evaluation was
conducted, most of the comments were targeted at the current forest
policymaking processes in the country, the World Bank’s approach to
policy recommendations, and its consultative process in addressing key
outstanding issues. One issue of omission from the OED report which
was identified was the report’s coverage of human rights as they pertain
to the forest-dependent and indigenous peoples. While OED noted that
the fundamental issues of human rights are addressed indirectly, through
the issues of adat rights and access to forest resources, including land
titles, the broader issues of human rights were beyond the scope of the
present study and were not included the study’s terms of reference.
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The response of MOFEC to the report and other comments from the
floor was open and forward-looking. MOFEC officials appreciated the
report’s forthright discussion of the issues, including its appreciation of
the role of factors beyond the ministry’s control. MOFEC was also forth-
right in accepting the fallacy of past attempts to become the world’s top
producer of plywood, noting it to be a misguided policy. This public
acceptance is significant in being a fundamentally different position than
what MOFEC has adopted in the past. MOFEC officials also noted the
important role of governance and law enforcement in forest manage-
ment, and that it was committed to address this and other reform is-
sues.

Overall, the workshop was successful in forwarding the agenda of a
better dialogue among all the key stakeholders. There was a better ap-
preciation of the different points of view and the need for a concerted
effort for change. There was a consensus on the need for a broader and
more participatory consultative process to address the main issues fac-
ing Indonesia’s forests, and to seek ways to make a transition to a new
economy that is not as dependent on timber exports. This is the area
that the World Bank now needs to focus on, in addition to adopting a
more effective multisectoral approach to its non-forest-sector operations.
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Chapter 1

1. As discussed later, before 1998, the Ministry of Forestry had oversight of
the forest sector. In 1998, the ministry was restructured and renamed the
Ministry of Forestry and Estate Crops (MOFEC). Henceforth, this review
refers to the ministry as MOFEC.

2. In comparative studies of the “Dutch Disease” following the oil price
boom, Indonesia was often cited as one of the few oil exporting countries that
handled its oil revenues wisely (Gelb and Associates 1988). It pursued an
outward-oriented strategy and invested oil revenues in employment-oriented
agricultural and rural development, including irrigation, agricultural research,
and extension. This diversification of the economy from oil to other sectors
was achieved without an overvalued exchange rate or the loss of export
competitiveness that hurt many oil exporters.

3. Personal communication with David Heesen of USAID mission in
Indonesia. He and others argue that the major source of deforestation of the
tropical rainforests in South and Southeast Asia during the post-war recon-
struction and modernization of Japan has been the huge investments in
building construction and infrastructure investment. Investment in changing
Japanese architectural specifications—the so-called JAS specs, which have
until now essentially precluded the use of softwoods and other substitutable
products and have been modified only slightly recently—would be a far better
investment of donor resources. They compare the situation to controlling
production of drugs in Latin America, spurred as it is—they argue—by the
demand in industrial countries, which tends not to be addressed as the root
cause of the problem, posing an attractive export option to a poor country.
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4. The politics were dominated by Suharto, his family, and friends, with a
“dual” role for the military. Generals occupied important positions in the
government at the political and administrative level, including the presidency,
many cabinet posts, and a majority of the governorships and municipality
leadership positions. What opposition existed was tightly controlled by the
New Order State.

5. Cambodia and Papua New Guinea.

Chapter 2

6. The section below draws extensively on Kartodihardjo 1999b, and Hyde
et al. 1999.

7. Data in this section come mostly from the MOFEC or Biro Pusat
Statistic (BPS), but occasionally from other government agencies or industry
associations. The data are not always consistent from one source to another.
For example, 143 million, rather than 147 million forest hectares, is a
commonly quoted number, even with the MOFEC. The data, and interpreta-
tions of the data, preferred by the MOFEC, the World Bank, or various other
observers of Indonesian forestry can be very different. Nevertheless, the
magnitudes and ordered rankings of the MOFEC data are consistent with
other observations. They are sufficient for us to impart reliable descriptions of
the relative importance of the various components of forestry and the forest
products industries.

8. Forests are classified into five types: conservation forests are designated
for conservation, including wildlife, national parks, and tourism; protection
forests are primarily for watershed protection; production forests are desig-
nated for timber harvesting, with selective harvest practices allowing for trees
down to 50 cm in dbh; limited production forests are those in which harvests
are restricted to protect important environmental considerations—usually
associated with erosion—to be achieved by limiting logging practices to
selective harvests of trees greater than 60 cm in dbh; and convertible
production forests have been designated for conversion to non-forestry
purposes such as estate crops, transmigrant smallholdings, or other future
agricultural uses.

9. For example, for South Sumatra, the 1984 forest inventory contained
three times the area identified as forest on colonial Dutch maps. Most of the
difference between the older Dutch maps and the Sumatra inventory was land
that had been settled by small farmers before 1984.

10. State-owned forest area is defined as forest areas legally owned by the
state. As noted, this area is not always covered by a forest, which means that
a change in the legal forest area may not be indicative of a corresponding
change in the actual forested area. In 1984, the state-owned forest area was
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determined on the basis of TGHK, while in 1997 it changed as a result of
integration of TGHK and RTRWP.

11. The official definition is land capable of growing 20 cubic meters of
wood per hectare or land with standing trees greater than 50 cm in diameter
at breast height (dbh).

12. This estimate is based on recent research using MOFEC data. Some
private sector observers, including APKINDO, have questioned this estimate.
It should be noted that this estimate includes forest area which has been
classified for conversion purposes under the TGHK. Given the area of
remaining convertible forest, this rate is clearly unsustainable.

13. This section of the paper draws from Biodiversity: Action Plan for
Indonesia (Ministry of National Development Planning 1993).

Chapter 3
14. Parts of this chapter are based on Hyde et al. 1999.

15. Three Perum Inhutani that are largely teak plantations are on Java,
and one in E. Nusa is a sandalwood plantation.

16. This point must be noted because external observers often assume,
incorrectly, that the agreement ties harvests to the mill officially identified
with each concession. In fact, Indonesian concessions act just like North
American firms with integrated operations. They often send timber to
competing mills if the competing mill will match their reservation price for
either stumpage or logs. Mills in vertically integrated operations may
purchase more than 10 percent of their logs on the open market. One large
group of mills, the Barito Pacific Group, purchases more than 40 percent of its
logs on the market (Barr 1999a). It would be useful to inquire more closely of
the patterns and sources of log flows.

17. Two important laws were Law 10 of 1992 concerning Population
Development and Family Welfare Law and the 1992 law concerning Spatial
Use Management Law (Séve 1999; World Bank 1993).

18. Ministry of Forestry Decree No. 251 Kpts-11/93 and Joint Decree of
Ministers of Agriculture, Home Affairs, and Transmigration and Forest
Dwellers No. 480 Kpts-11/93.

Chapter 4
19. Parts of this chapter are based on Hyde et al. 1999.

20. One observer goes so far as to assert that illegal logging is the source of
all consumption for domestic use. lllegal logging is common in all the countries
studied for this review, including two countries with strong political will to
preserve forests, China and India. China also has a strong enforcement system.
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21. By June 1998, 69.4 million ha of forest areas had been allocated to 651
HPH. Of these, 34 million ha are still under the first-term management by 291
HPH. Of the concessions whose first term has expired and not been renewed,
14 percent will be rehabilitated, 6 percent will be reserved for other as yet
undetermined uses, 4 percent will be managed by HPH in partnership with
state owned enterprises (Bumn Kehutanan) and the private sector, and the
remaining 5 percent will be changed to different functions, such as tree
plantations and transmigration. The largest-ever land conversion took place
in the peat forest of Central Kalimantan, converting to agriculture an area of
1 million ha that had previously been managed by an HPH.

22. Among tree crops, rubber, coffee, and coconut are primarily small-
holder crops. The majority (66 percent) of oil palm production is in the hands
of large-scale commercial plantations, which have been growing rapidly in
recent years. The total area of oil palm plantations (2.5 million ha) is smaller
than that under rubber (about 3.5 million ha). However, the growth rate of
the former between 1986 and 1997 has been 14 percent, while the latter has
grown at about 2 percent per year (table A.5, Annex A).

23. Of the 4.1 million ha allocated to estate crops (i.e., covering all estate
crops in addition to oil palm) since 1982, 3.3 million ha was in conversion
areas and the rest in production forest areas.

24. Tempting as it may be, we should resist concluding that the policy changes
should be put on hold until after the governance issues are resolved. While
appropriate sequencing is necessary, the basic policy distortions should not be
ignored, as they are likely to provide a strong incentive to resist institutional change.

Chapter 5

25. Based on the ESSD classifications, no component projects were
identified, although about seven were picked up during this case study.
However, no information is available on their performance or outcomes.

26. The government attributed part of the delay in project implementation,
as in FICP I, to the delay in the appointment of a replacement of the original
task manager.

27. The 1994 Strategy Review for the rural sector in Eastern Islands
contains virtually no discussion of impact of forest-related issues. The 1992
agricultural sector work report identifies deforestation as a major concern in
the siting and management of tree crop development in the outer islands, but
also does not discuss the impact of agricultural policies on forests.

28. The 1995 report discusses the economics of long-term management of
natural forests, and includes some references on results to alternative land
uses. However, the results cannot be generalized and the assumption of an 11
percent discount rate may not be valid.
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29. Punitive export taxes were to be phased out for a wide range of
products given the pressing need for inflows of foreign exchange. However,
the Memorandum of Economic and Financial Policies (from GOI to IMF,
January 1998) notes that export taxes on certain products cannot be simply
eliminated since they are an important means of *“discouraging
overexploitation of Indonesia’s natural environment. In such cases, export
taxes will be replaced by resource rent taxes, which would protect the
environment, while eliminating the bias against the production for export
rather than for domestic use.” These products included logs, sawn timber,
rattan, and minerals.

30. Indonesia is the world’s lowest-cost producer of palm oil (Larson
1996).

31. It should be noted that the structural adjustment program was in
response to a severe financial crisis. The financial crisis did part of the job of
a conventional structural adjustment loan (i.e., currency devaluation). Thus,
the pure impact of the devaluation, in terms of its impact on forests, is not
attributable to the structural adjustment loans.

Chapter 6

32. It should be noted, however, that although certain forest sector
objectives (environment benefits and fuelwood supply) are being met, the
intent of the tree-crop components in agricultural projects was to promote
agricultural growth.

33. In their comments to an earlier draft of this report, some private sector
observers have identified some specific issues that ought to be addressed in the
forest sector: clearly identified and allocated forest areas; well-defined roles
and rights of all stakeholders, particularly local residents; effective implemen-
tation of the rules and regulatons without discrimination; and an appropriate
incentive structure to pursue improved forest management practices.

Annexes
34. China QAG review.

35. PREM notes, number 15, June 1999. The rest of the discussion on
borrower commitment is drawn from this note.
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