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ABBREVIATIONS

ARP Assisted Replanting Projects
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Training Institute)
MOA Ministry of Agriculture
NES Nucleus Estate and Smallholders
NSSDP North Sumatra Smallholder Development Project
PCR Project Completion Report
PIR Wholly GOI-financed Nucleus Estate and

Smallholders Projects
PMU Project Management Units
PAR Performance Audit Report
PTP State-owned Estate Enterprise
RSI Resident Staff in Jakarta
SAR Staff Appraisal Report
SCDP Smallholder Coconut Development Project
SRDP Smallholder Rubber Development Project
TA Technical Assistance
WSSDP West Sumatra Smallholder Development Project
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PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATES AND SMALLHOLDERS IV, V AND VI PROJECTS
(LOANS 1835, 2007 AND 2126-IND)

PREFACE

This is a Performance Audit Report (PAR) of Nucleus Estate and
Smallholders (NES) IV, V and VI Projects, involving IBRD loans in the amounts of
US$42.0 million, US$161.0 million and US$68.1 million respectively. The loans
were approved on April 17, 1980, May 28, 1981 and April 13, 1982 respectively.
US$16.3 million (39 percent of the amount) of NES IV was cancelled; US$66.9
million (42 percent of the loan amount) of NES V was cancelled; and US$45.8
million (67 percent of the loan amount) of NES VI was cancelled. The closing
dates for NES IV was December 31, 1988 (2 years behind schedule), for NES V was
December 31, 1990 (2 years and six months behind schedule) and for NES VI was
June 30, 1989 (one year behind schedule). Dates of final disbursement were: NES
IV, July 13, 1989; NES V, June 7, 1991; and NES VI, January 11, 1990.

The PAR is based on the Project Completion Reports (PCRs) of the
projects,11 the Staff Appraisal and President's Reports, the Loan Agreements,
the transcripts of the Executive Directors' meetings at which the projects were
considered, on a study of project files and discussion with Bank staff who were
associated with or knowledgeable about the projects. An OED mission visited
Indonesia in January-February 1992 and discussed the effectiveness of the Bank's
assistance with officials of the Directorate General of Estates (DGE), Team
Khusus (a special team in DGE for NES projects), Ministries of Agriculture and
Finance and BAPPENAS. The Mission met with beneficiary farmers, and management
and field staff of the PTPs involved in the implementation of the projects. The
kind cooperation and the extremely valuable assistance of GOI staff in the
preparation of this report is gratefully acknowledged.

The PCRs provide a reasonable account of the projects' implementation
experience. However, whereas the PCRs assessed all three projects as
satisfactory, the PAR assessed NES IV as satisfactory but NES V and VI as
unsatisfactory. The unfavorable PAR ratings for the latter two projects is based
on reestimated economic rates of return that are less than 10%, major problems
during implementation and the unlikely prospects for achieving sustainable
benefits. The PAR elaborates on specific aspects such as project evolution and
design, agricultural impact and project economics, and some specific issues
related to a lesson learning experience.

Following standard OED procedures, copies of the draft PAR were sent
to GOI officials for comments. The comments received from DGE are reproduced as
an Attachment to the PAR.

Project Completion Reports: i) Indonesia Nucleus Estate and Smallholder IV Project (Loan
1835-IND), Report No. 8511, April 10, 1990; ii) Indonesia Nucleus Estate and Smallholders V
Project (Loan 2007-IND), Report No. 10163, December 13, 1991; and iii) Indonesia Nucleus
Estate and Smallholders VI Project (Loan 2126-IND), report No. 9368, February 21, 1991.
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PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATE AND SMALLHOLDERS IV PROJECT
(LOAN 1835-IND)

BASIC DATA SHEET

KEY PROJECT DATA

Item Appraisal Actuai or Actual as 7 of
Estimate Current Estimate Appraisal Estimate

Total Project Costs (US$ million) 64.5 39.5 61%

Loan Amount (US$ million) 42.0 --- ---

Disbursed (US$ million) ---- 25.7 617

Cancelled (US$ million) ---- 16.3 397

Economic Rate of Return 19% 14211

Institutional Development ---- Partial

CUMULATIVE ESTIMATED AND ACTUAL DISBURSEMENTS

FY81 FY82 FY83 FY84 FY85 FY86 FY87 FY88 FY89

Appraisal Estimate (US$ million) 1.0 8.0 16.5 37.5 42.0 --- --- --- ---

Actual (US$ million)1 ' 1.2 5.3 6.9 11.0 13.1 15.4 16.0 18.2 25.7

Actual as I of Appraisal (X) 120 66 42 41 35 37 38 43 60

Date of Final Disbursement: July 13, 1989

/ Cancellation US$ 16.3 million (US$ 12 million on 8/8/85 and US$ 4.3 million on 7/13/89)

PROJECT DATES

Original Actual

Identification --- 11/78

Preparation --- 2/79

Appraisal --- 7-8/79

Negotiations --- 2/25/80

Board Approval --- 4/17/80

Signing (Credit Agreement Date) --- 5/16/80

Effectiveness 8/19/80 8/11/80

Closing Date 12/31/86 12/31/88

Project Completion 6/30/86 12/31/88

STAFF INPUTS
(staff weeks)

FY74 FY75 FY76 FY79 FY80 FY81 FY82 FY83 FY84 FY85 FY86 FY87 FY88 FY89 FY90 FY91 TOTAL

Preappraisal 49.0 0.6 0.6 27.9 78.1

Appraisal 13.0 53.7 66.8

Negotiation 13.1 13.1

Supervision 4.8 8.3 8.4 6.6 6.7 4.9 17.3 13.9 13.3 19.1 0.6 1.9 105.9

Other 1.0 6.0 0.3 0.5 7.8

TOTAL 49.0 0.6 0.6 41.9 77.6 8.3 8.4 6.6 6.7 4.9 17.3 13.9 13.3 19.1 0.6 1.9 271.7
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MISSION DATA

Date No. of Staff Days Specialization Performance Types of
(mo./yr.) Persons in Field Representedk' RatingS' Problemsd/

Appraisal 6/79 7 --- FA, A, AE, PE NA NA

Negotiation 2/80 5 5 FA, E, A, L, C NA NA

Supervision I!' 12/80 1 2 CE 1, 2 T, F

Supervision II 8/81 2 4 CE, A 1, 1 T

Supervision III 3/82 1 2 A 1, 2 M

Supervision IV 4/83fl --- --- --- 2, 2 F

Supervision V 4/83 2 3 A, FA 2, 2 F

Supervision VI 10/83 3 3 A 2, 2 F

Supervision VII 6/85 3 --- A, FA 2, 4, 2, 3

Supervision VIII 4/86 5 A, FA, CE, PE 2, 3, 3, 3

Supervision IX 8 / 8 6 f/ --- --- --- 2, 3, 3, 3

Supervision X 3/87 --- ---- 2, 3, 2, 3

Supervision XI 11/87 3 2 A, PE 2, 3, 2, 3

Supervision XII 1/88 1 2 A, AE ---

Supervision XIII 9/88 3 1 A 3, 3, 2, 3

OTHER PROJECT DATA

Borrower: Government of Indonesia
Executing Agency: PTP X
Fiscal Year GOI: April 1 - March 31
Fiscal Year PTP: January 1 - December 31
Name of Currency: Rupiah (Rp)
Exchange Rate: Appraisal Year US$1.00 - Rp.625

Intervening Year
Nov. 16, 1978 - March 30, 1983 US$1.00 = Rp.625-900
March 31, 1983 - Sept. 11, 1986 US$1.00 - Rp.909-1100
Sept. 12, 1986 - Dec. 1990 US$1.00 - Rp.1640-1860

Follow-On Projects:

Name: Nucleus Estate and Smallholder V, VI, and VII
Loan Number: Loans 2007, 2126 and 2232
Amount (US$ million) 161.0, 68.1, 154.6
Approval Year 1981, 1982, 1983

F/ For the smallholder oil palm component only. PCR's ERR for this component was 19%. PCR also included ERRs
for the smaller rubber factory and palm oil mills which produced an ERR of 22% for the project as a whole.
The audit expects the ERR for the project a a whole to be over 142.

bl Specializations are: A - Agriculturalist; AE - Agricultural Economist; C - Controller's Representative;
CE - Civil Engineer; FA F Financial Analyst; PE - Processing Engineer.

cl Performance ratings are: 1 - Problem-free of minor problems; 2 - Moderate problems; 3 - Major problems
receiving adequate attention; and 4 - Major problems not receiving attention. Where sequence of four
figures is shown (from June 1985), the ratings refer to availability of funds, project management,
development impact and overall status, respectively.

dl Types of problems are: T - Technical; F - Financial; and M - Managerial.
fI The resident staff in Indonesia were in continuing contact with the project. Only formal supervision is

included in the table.
f Updated 590.



- v -

PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATE AND SMALLHOLDERS V PROJECT
(LOAN 2007-IND)

BASIC DATA SHEET

KEY PROJECT DATA

Item Appraisal Actual or Actual as 2 of
Estimate Current Estimate Appraisal Estimate

Total Project Costs (US$ million) 322.0 181.9 572

Loan Amount (US$ million) 161.0 --- ---

Disbursed (US$ million) ---- 94.1 582

Cancelled (US$ million) ---- 66.9 422

Economic Rate of Return 162 61/

Institutional Development ---- partial

CUMULATIVE ESTIMATED AND ACTUAL DISBURSEMENTS

FY82 FY83 FY84 FY85 FY86 FY87 FY88 FY89 FY90 FY91

Appraisal Estimate (US$ million) 2.0 18.0 51.0 86.0 120.0 156.0 161.0 --- --- ---

Actual (US$ million) 2.3 13.8 40.6 48.6 57.1 65.4 76.2 83.9 89.6 94.1

Actual as 2 of Appraisal (2) 117.0 77.0 80.0 56.0 48.0 42.0 47.0 52.0 56.0 58.0

Date of Final Disbursement: June 7, 1991

PROJECT DATES

Original Actual

ldentification --- 4/78

Preparation --- 2/80

Appraisal --- 10/80

Negotiations --- 4/81

Board Approval --- 5/81

Signing (Credit Agreement Date) --- 6/81

Effectivenss --- 9/81

Closing Date 6/88 12/90

Project Completion 12/87 12/90

STAFF INPUTS
(staff weeks)

FY72 FY77 FY78 FY80 FY81 FY82 FY83 FY84 FY85 FY86 FY87 FY88 FY89 FY90 FY91 FY92 TOTAL

Preappraisal 1.9 11.9 12.9 23.6 50.3

Appraisal 112.6 112.6

Negotiation 6.0 6.0

Supervision 0.1 2.9 22.0 21.5 15.1 14.5 20.0 37.9 44.3 26.9 20.6 30.4 1.1 257.5

Other 13.5 0.2 0.5 0.4 0.3 14.4

Total 0.1 1.9 11.9 12.9 158.6 22.0 21.5 15.1 14.5 20.0 38.1 44.3 26.9 21.1 3-/7 1.1 440.8
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MISSION DATA

Date No. of Staff Days Specialization Performance Types of
(mo./yr.) Persons in Field!/ RepresentedS' RatinRd/ Problems"

Appraisal 10/80 7 n.a. AE, TC, FA, EG n.a. n.a.

Supervision I 6/82 1 n.a. AG 2 O,F

Supervision II 10/82 1 n.a. ED --- ---

Supervision III 11/82 2 n.a. 2AG --- ---

Supervision IV 05/83 2 5 AG, FA 3 F

Supervision V 06/83 2 5 AG, FA 2 H

Supervision VI 07/83 2 3 AG, FA I ---

Supervision VII 07/85 3 17 TC, FA 2 F, M

Supervision VIII 04/86 7 30 ED, TC, EC, AG 2 F, M

Supervision IX 02/87 5 7 FA, TC, ED 3 M

Supervision X 10/87 3 30 FA, TC 3 F, M

Supervision XI 08/88 3 26 FA, TC 3 F, M

Supervision XII 04/89 3 15 TC, FA 3 F, M

Supervision XIII 05/90 2 19 TC, FA 3 F, M

Completion 03/91 1 26 TC n.a. n.a.

OTHER PROJECT DATA

Borrower: Government of Indonesia
Executing Agencies: PTP VII, XI, XIII, XXIII
Fiscal Year GOI: April 1 - March 31
Fiscal Year PTP: January 1 - December 31
Name of Currency: Rupiab (Rp)
Exchange Rate: Appraisal Year US$1.00 = Rp.625

Intervening Year
Nov. 16, 1978 - March 30, 1983 US$1.00 - Rp.625-900
March 31, 1983 - Sept. 11, 1986 US$1.00 - Rp.909-1100
Sept. 12, 1986 - Dec. 1990 US$1.00 - Rp.1640-1860

Follow-On Projects:

Name: Nucleus Estate Smallholder VI and VII
Loan Number: Loans 2126 and 2232
Amount (USS million): o8.1 and 154.6
Approval Year: 1982 and 1983

* The audit's reestimated ERR for the project as a whole is 6i at beat -- this is accepting the PCR's analyses
of the coconut components which are rather optimistic. The PCR reestimated ERR was 11% for the project as
a whole.

bI PCR mission estimates based on Bank's project files.
cl Specializations are: AG - Agriculturalist; ED = Education Specialist; EG = Engineer; FA = Financial Analyst;

TC - Tree Crops Specialist.
d/ Performance ratings are: 1 = Problem-free of minor problems; 2 - Moderate problems; 3 - Major problems.
1' Types of problems are: 0 - Organizational, F - Financial and M - Managerial.
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PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATE AND SMALLHOLDERS VI PROJECT
(LOAN 2126-IND)

BASIC DATA SHEET

KEY PROJECT DATA

Item Appraisal Actual or Actual as 2 of
Estimate Current Estimate Appraisal Estimate

Total Project Coats (USS million) 190.0 69.9 37%

Loan Amount (US$ million) 68.1 --- ---

Disbursed (US$ million) ---- 22.3 33%

Cancelled (US$ million) ---- 45.8 67%

Cofinancing (CDC, US$ million) 28.0 n.a.

Economic Rate of Return!' 11-18% <10

Institutional Development ---- partial

CUMULATIVE ESTIMATED AND ACTUAL DISBURSEMENTS

FY83 FY84 FY85 FY86 FY87 FY88 FY89 FY90

Appraisal Estimate (US$ million) 0.7 8.0 22.0 40.0 40.0 68.1 --- ---

Actual (US$ million) 1.1 3.5 9.5 13.8 13.8 18.3 20.2 22.3

Actual as 2 of Appraisal (%) 157 44 43 35 35 27 30 33

Date of Final Disbursement: January 11, 1990

PROJECT DATES

Original Actual

Identification --- 12/79

Preparation/Preappraisal --- 6/80

Appraisal --- 8/81

Negotiations --- 2/82

Board Approval --- 4/82

Signing (Credit Agreement Date) 11/81 4/82

Effectivenss --- 7/82

Closing Date 6/88 6/89

Project Completion 12/87 6/88

STAFF INPUTS
(staff weeks)

FY77 FY78 FY79 FY80 FY81 FY82 FY83 FY84 FY85 FY86 FY87 FY88 FY89 FY90 FY91 TOTAL

Preappraisal 0.2 2.2 0.6 1.3 0.2 4.5

Appraisal 34.1 34.1

Negotiation 0.4 7.8 8.2

Supervision 0.6 12.3 9.2 13.1 13.1 20.8 17.4 9.1 10.8 1.0 107.5

Other 1.1 1.4 9.5 0.2 0.3 0.3 12.7

Total 0.2 0.0 2.2 2.1 2.7 52.1 12.3 9.2 14.5 13.3 21.1 17.4 9.1 11.1 1.0 167.0
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MISSION DATA

Date No. of Staff Days Specialization Performance Types of
(mo./yr.) Personsb- in Field Represented- RatingY1 Problems!'

Through Appraisal 08/81 6(2) 28 AE, A, PE

Appraisal through Board 02/82 2 CE

Board through 07/82
Effectiveness

Supervision 1 06/82 1 14 A 2 M

Supervision II 01/83 3(2) 10 A 2 M, F, T

Supervision III 08/83 2(1) 10 FA, A 3 F, M, T, P

Supervision IV 11/83 2(1) 6 FA, A 2 F, M

Supervision V 09/84 3(1) 8 FA, A 3 F, M, T, P

Supervision VI 02/85 2 10 A, FA 3 F, M, T, P

Supervision VII 07/85 2 8 A, FA 3 F, M

Supervision VIII 12/85 3(1) 10 A, FA, CE 3 M, F, T

Supervision IX 09/86 2 8 A, F 3 M, F

Supervision X 07/87 2(1) 7 A 3 M, T, F

Supervision XI 03/88 1 10 A 3 M, T, F

Supervision XII 02/90 1 8 FA 3 M, T

OTHER PROJECT DATA

Borrower: Government of Indonesia
Executing Agencies: PTP XII, XIII and XXVIII
Fiscal Year GOI: April 1 - March 31
Fiscal Year PTP: January 1 - December 31
Name of Currency: Rupiah (Rp)
Exchange Rate: Appraisal Year US$1.00 - Rp.625

Intervening Year
Nov. 16, 1978 - March 30, 1983 US$1.00 - Rp.625-900
March 31, 1983 - Sept. 11, 1986 US$1.00 * Rp.909-1100
Sept. 12, 1986 - Dec. 1990 US$1.00 - Rp.1640-1860

Follow-On Projects:

Name: Nucleus Estate and Smallholder VII
Loan Number: Loan 2232
Amount (US$ million): 154.6
Approval Year: 1983

ERR for the project as a whole was not estimted at appraisal. However ERR for the six components varied
between 112 and 182 at appraisal. The PCR reestimated the ERR for the project as a whole to be 122.The audit
has not reestimated the coconut components due to data unreliability but expects the ERR for the project as
a whole to be much below 10X.
Most missions comprised Bank and CDC staff. The number in parenthesis indicates mission members from CDC.

c/ Key to specialization: FA - Financial Analyst; A - Agriculturalist; AE - Agricultural Economist; CE - Civil
Engineer; PE - Processing Engineer.

d Key to Status: 1 - Problem-free of minor problems; 2 = Moderate problems; 3 - Major problems.
! Key to Problems: F - Financial; M - Managerial; T - Technical; P - Political.
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PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATES AND SMALLHOLDERS PROJECTS IV, V AND VI
(LOANS 1835, 2007 and 2126-IND)

EVALUATION SUMMARY

Introduction more rubber, oil palm and coconut
projects were also approved and

1. Nucleus Estates and Small- concurrently implemented through
holders (NES) Projects IV, V and VI, other programs. In 1987, these three
the subjects of this audit, are part treecrops accounted for 29 percent of
of a series of seven NES projects revenues from all estate crops, about
that were approved by the Board over 5 percent of agricultural GDP and 48
a 5-year 2-month period between percent of total agricultural ex-
November 1977 and January 1983. The ports. Indonesia accounts for 25
first three in the series were percent of the world supply of rubber
audited by the Operations Evaluation and coconut-derived products and 20
Department (OED) in 1989. NES VII, percent of the world supply of palm
the last of the series is nearing oil.
completion. The NES projects were
expected to generate productive Objectives
employment at relatively low cost and
raise the farm incomes of landless 3. NES IV, V and VI were broadly
and near landless families. At in line with GOI's agricultural
appraisal NES IV, V and VI were sector objectives of settling poor
estimated to cost US$576.5 million of landless families on unutilized land
which the Bank commitment was in Java and the outer islands,
US$271.1 million.11 raising their rural incomes, increas-

ing production of estate crops and
2. Prior to the start of the NES reversing the decline of exports and
program the treecrop sector in foreign exchange earnings. Es-
Indonesia had been the beneficiary of tablishing smallholder settlements
seven Bank-supported treecrop de- and planting of estate crops adjacent
velopment projects, including two tea to a PTP (state-owned estate enter-
development projects and another -- prise) comprised the main activity of
the first Transmigration and Rural these projects. The rationale was to
Development project -- involving utilize the technical and managerial
smallholder settlement based on resources of PTPs to promote and
rubber. One of the other projects, guide smallholder development.
the North Sumatra Smallholder De-
velopment established (in 1973) the 4. NES IV included establishing
first Project Management Unit (PMU) 8,000 ha of oil palm in South Sumatra
directly under the Directorate for eventual allocation to the
General Estates (DGE). During the settlers, development of villages
course of implementation of the NES (21) and construction of houses
program, which mainly supported (4,000) to settle landless families
rubber, oil palm and coconut, seven on unutilized land, upgrading of



village roads (92 km), establishing a for NES IV, 42 % for NES V and 67%
palm oil mill (30 ton ffb/hr), and for NES VI.
constructing a crumb rubber factory
(40 ton/day) for families previously 6. Many of the physical targets
settled under NES I project. NES V set out at appraisal were reduced
included establishing 45,800 ha. despite the extension of the closing
(32,400 ha for smallholder and 13,400 dates of the projects. All three
ha for estates) of rubber, oil palm projects were repeatedly described as
and coconuts including processing having problems throughout implemen-
facilities in several West Java, West tation, and especially through the
Kalimantan and Bengkulu (Sumatra) second half of their implementation
sites; resettling 19,800 families in years when they were rated in the
West Java and West Kalimantan, es- supervision reports as having major
tablishing an estate and processing problems.
facilities in Bengkulu; and providing
training and TA for DGE and public 7. Slower implementation of all
and private estates to improve three projects was due to a multitude
management capabilities. NES VI of reason. Problems included slow
included establishing/rehabilitating plantings due to land acquisition
17,000 ha of rubber and 9,500 ha of delays; limited response from small-
coconuts (15,000 ha for smallholders holders already in occupation to the
and 11,500 ha for estates); setting opportunities offered (e.g. West
up processing facilities in several Java); financial problems related to
West Java, Bengkulu and Maluku sites; slow budgetary releases and untimely
resettling 8,450 families in West and inadequate levels of counterpart
Java and Bengkulu; and providing TA funding; cash-flow problems of PTPs
(technical Assistance) to DGE and the that limited prefinancing of small-
public estates to improve management holder development activities; over-
capabilities. stretched management capacities of

PTPs; slow settler recruitment at
ImRlementation some sites, and at times a lack of

interest on the part of local
5. Implementationwas considerably farmers.
slower than had been planned, and all
three projects were eventually re- 8. Even more significant than slow
duced in scope. NES IV, V and VI implementation was the questionable
were expected to be implemented in quality of many plantings and
six years, six and one half years, substandard field maintenance, as
and five years and ten months respec- evidenced by substandard growth in
tively but took additional two years the immature phase and low yields in
and six months, three years, and six the early harvesting years.
months respectively. Actual costs
for all three projects were sub- Results
stantially below appraisal estimates
-- 39 percent below for NES IV, 44 9. The quality of available
percent below for NES V and 63 data for measuring the outcomes
percent below for NES VI due to varied considerably by crop and site.
reduction in project scope. US$129 Oil palm production and yields are
million of a total approved loan considered highly reliable, because
amount of US$271.1 million was all smallholder-harvested fresh fruit
cancelled. Cancellations were 40% bunches (ffb) can be assumed to be



-xi-

sold to the PTPs for processing in venting leakages, indicate yields for
their mills in the absence of al- the early years of tapping in each
ternative marketing options in the case well below the SAR and even the
neighborhoods of the project's oil PCR expectations. Extrapolation of
palm sites. However, much of the these data implies lower than ex-
recorded production data for the pected production over the remaining
rubber and especially coconut small- productive years. Production and
holder areas are considered unre- yield data for hybrid coconut col-
liable on account of the uncertain, lected at evaluation show similar
but often considerable, volume of trends to those for oil palm and
production which is disposed of by rubber, but the extremely high leak-
smallholders directly to private age undermines the validity of the
traders, rather than marketed to the data. However, it is the Audit's
PTPs. Produce leakage is a serious opinion that the PCR correctly points
problem for both rubber and coconut out that coconut is less satisfactory
at many sites. than oil palm and rubber in economic

terms and in comparison with SAX
10. On the basis of the above expectations. This is due to the
qualifications, actual oil pal yield very disappointing performance of the
and production data collected by the hybrids, which are particularly
Audit confirm the PCR findings that sensitive to fertilizer appli-
yields and production are turning out cat ions,21 low output prices and
to be far below appraisal expecta- higher labor costs for processing and
tions. In fact, in all cases except conversion to copra. There is, how-
one oil palm estate site in West ever, some variation in production
Java, these revised estimates and yields specific to site and
obtained by the Audit are below, and management.
in some cases much below, the PCR
estimates. This is due principally to Prolect Economics and Sustainability
two factors: first, lower actual
yields than projected in the PCRs, 12. On the basis of the caveats
particularly for the most recent discussed above, the Audit reesti-
years following loan closing, since mated ERRs using the same assumptions
which time insufficient quantities of as those in the PCRs but f or actual
fertilizer have been applied and crop production and area harvested
inadequate field maintenance has data. It concurs with-the PCRs that
resulted. This applies especially to ex-post reestimated ERRs are con-
smallholders, most of whom are unable sistently lower than those in the
to purchase costly fertilizer, and SARs. However, the Audit reestimates
have little or no access to credit note an even greater divergence from
programs for purchasing fertilizer in the appraisal estimates than do the
the years following conversion of PCRs. The Audit has the advantage of
their plots and their assumption of using more recent data -- on average,
management responsibility; and two to three additional years of
second, shortfall in the areas being actual production data beyond those
harvested as compared with the reported by the PCR - - which were
planted areas reported in the PCRs. provided by the PTPs and Team Khusus.

ERRs f or NES V and NES VI are 6%
11. Production figures for three (optimistic) and much below 10% re-
rubber project sites, where the data spectively (compared to PCRs reesti-
are more reliable, due to vigilance mates of 11% and 12% respectively).
on the part of PTP staf f in pre- The Audit thus considers NES V and
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NES VI to be unsatisfactory. NES IV, national market. Correct fertili-
smallholder oil palm, which is zation and improved field up-keep
reestimated to have an ERR of 14% would constitute a first step; short
(19% in the PCR) is still within the term cash flow problems of small-
acceptable range for a satisfactory holders would need to be addressed
project in economic terms. and greater credit availability to

smallholders would also improve their
13. The Region has noted the data situation.
inconsistencies between the PAR and
the PCRs. They agree that "the Lessons
overall performance of NES V and VI
is disappointing". However, they 15. Despite variations in the
would like to note their difference performance of different components,
with the PAR that "without further the strategy of nucleus estate and
field verification, we consider that smallholder development (as embodied
the PCR estimates on yield profiles in the three projects) has not
are probable and aggregate rating of achieved the objectives that were
the project likely to be more favor- envisioned. This does not imply that
able than judged by the PAR." there is something fundamentally

wrong with the concept of these pro-
14. Sustainability is a major jects. The fault, in fact, lies in
concern in view of the decline in the execution and design rather than
yields and production in the post- the concept (para 5.1). A few les-
implementation period. There are sons, in view of the multitude of
indications of a seriously deterio- problems and their consequences, are
rating condition in most NES planted noted.
smallholders blocks. The evidence
shows that benefits are declining 16. At the time of planning the NES
appreciably below PCR expectations, program in Indonesia, opportunities
and the outlook is far from re- for rapid development of some key
assuring if present conditions non-oil sectors became possible due
persist. The immediate cause of the to increased oil revenues. However,
decline appears to be directly this rationale for accelerating the
related to the more stringent credit program became redundant when oil
and budget climate which prevails in revenues began to dry up and GOI
the post-implementation years. As a began to face serious constraints in
result, limited supplies of fertil- providing timely and adequate levels
izer and poor field up-keep are of counterpart funds. It became
adversely affecting yields. The apparent that, because of the rapid
failure of the foodcrop component has acceleration given to the program,
also added to the woes of the small- all seven projects would be unable to
holders. Other factors related to build the kinds of institutional
the earlier phases of the project structures that are required for
cycle which are affecting the current longer term viability. A slower
state of affairs have been discussed approach would have left more sus-
in paras. 7-8. The present concern tainable benefits (para. 5.4).
is how to make the most of what has
already been invested in the NES 17. All three projects, especially
projects where feasible. Production NES V and NES VI, were over-ambitious
from these planted areas needs to be in scope being based on unrealistic
boosted if smallholders and PTPs are expectations under the existing
to compete successfully in the inter- circumstances in the sense that too
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much was attempted too rapidly with poor quality of processed products
rather limited institutional capaci- (paras. 5.10-5.12).
ties. In particular, the PTPs were
over-burdened in their managerial 20. Availability of timely and
capacity and over-extended in their adequate levels of funds for PTPs to
financial ability to be effective undertake smallholder development
institutions for smallholder develop- affected the pace of development
ment. Thus the rapidity with which activities. PTPs were not fi-
the projects were processed and the nancially strong institution with the
short interval between projects kinds of financial flexibility
precluded any opportunity to apply required to prefinance smallholder
many of the lessons of experience development activities. GOI budget
from the earlier to the later allocation through quarterly tranches
projects (paras. 5.5-5.6). were slow, often delayed and less

than the full development costs.
18. NES V and VI were over-packaged Furthermore, GOI releases were based
with components. They could qualify on an annual budget while smallholder
as eight distinct projects across development activities were pro-
Java, Sumatra, Kalimantan and Maluku grammed on a multi-year basis. Some
islands and involved seven PTPs in recent improvements in this arrange-
three coconut, four rubber and two ment are reported (para. 5.13).
oil palm estate components and five
coconut, two rubber, three oil palm 21. Question also ought to be
smallholder components as well as raised as to whether PTPs have been
strengthening of the LPP through a provided adequate incentives (apart
training component. This overload from a management fee) to undertake
and the heavy emphasis given to smallholder development. Additional
attaining planting targets during burdens on their limited managerial
implementation was unfortunate since and stringent cash flow situation
it adversely affected quality of arise out of their responsibility for
planting, reduced future yields and undertaking other domestically fi-
affected sustainability and cost nanced smallholder development
recovery (paras. 5.7-5.9). activities. There is a clear need to

improve incentives provided to the
19. There appears to have been a implementing agencies. However, the
misunderstanding at appraisal between future role of the NES smallholder
GOI officials and Bank staff regard- treecrop development approach has to
ing availability status of much of be weighed against alternatives of
the land selected. As a result, land similar package developments through
acquisition problems were a major private sector companies or PMU
concern in all three projects. The schemes organized through DGE, and
actual pattern of land holdings were even non-package arrangements incor-
highly fragmented rather than the porating input supply, technical
contiguous land holding patterns that assistance and credit. The political
was the assumption in the appraisals. and economic appropriateness of
The resultant scattered land holdings either of the public sector ap-
increased transportation costs of proaches or an increased emphasis on
produce, encouraged leakages to the role for the private sector for
private traders, increased adminis- smallholder treecrop development will
trative overheads and staff costs, need to be studied by GOI (paras.
and resulted in processing delays and 5.14-15).
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22. Along with exchange rate shifts underscore the fact that it does not
(during the period of loan signing pay for the country to borrow for
and project closing) large and be- projects that are over-ambitious in
lated cancellations, disbursements scope when the probability of
considerably slower than scheduled in implementing them in a timely fashion
the Loan Agreement and delays in is unlikely (paras. 5.18-5.20)
implementation that exact large com-
mitment charges had the equivalent 23. Finally, DGE needs to urgently
effect of increasing the effective undertake a thorough study and
interest rates on the loans. assessment of the current situation
Governments often do not appreciate as a first step to correcting the
this high cost of borrowing which can apparently deteriorating situation
amount to several percentage points which is unlikely to improve the
above LIBOR and other commercial minimal cost recovery obtained thus
borrowing rates. Although much of far. The present concern ought to be
the high cost of borrowing for NES how to make the most of what has
IV, V and VI are due to these ex- already been invested in the NES
change rate shifts, the commitment projects. An understanding of the
fees paid on the three loans is also implications for economic and
considerable -- approximately US$10.6 financial viability could then point
million. If the front-end fee of the way towards rejuvenation of the
about US$1 million for NES VI is program in this difficult inter-
added, these charges add up to about national market situation where
US$11.6 million, roughly 8.2% of the prices are projected to continue
total disbursed amount of the three their downward trend (para. 5.21-
loans. Therefore, these high costs 5.22).

For all seven projects the corresponding figures are US$1.3 billion and US$655 million,
respectively.

2 1 The Region adds that: "Because the planting material was supposed to be hybrid, and is
constantly referred to as such, there is a danger that the report may be seen as implying
that the choice of hybrid material was inappropriate. Such interpretation would be
erroneous, for there is ample evidence available to show that hybrids outperform local
cultivars, even under the conditions of mismanagement and abuse reported by the Audit."



PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATES AND SMALLHOLDERS IV, V AND VI PROJECTS
(LOANS 1835. 2007 AND 2126-IND)

I. INTRODUCTION

Context

1.1 This is the audit of the Nucleus Estate and Smallholder (NES)
Projects IV, V and VI in Indonesia. They are three of a series of seven projects
through which the Government, in line with its agricultural sector objectives,
attempted to settle poor landless families on unutilized land in Java and the
outer islands, raise their rural incomes, increase production of estate crops and
reverse the decline of exports and foreign exchange earnings.

1.2 Rubber, palm oil and coconut, which are the three main estate crops
supported by the three projects under audit, are important crops for the
Indonesian economy. Indonesia accounts for 25 percent of the world supply of
rubber and coconuts and 20 percent of the world supply of palm oil. In 1987,
rubber, palm oil and coconut-derived products in Indonesia accounted for 29
percent of revenues from all estate crops (60 percent of estate crop exports),
about 5 percent of agricultural GDP (48 percent of total agricultural exports)
and 1.4 percent of non-oil/LNG GDP (15 percent of non-oil/LNG exports). The
three crops cover 70 percent (6.6 million ha) of the total planted area of estate
crops; about four-fifth of their planted area is in the outer islands.'/

Earlier Smallholder Treecrop Development

1.3 Before the Bank became involved with the NES program in Indonesia it
supported the treecrop sector with four IDA credits between 1969 and 1972
supporting development of public sector estates of mainly rubber and, in one
instance, tea. In 1973, two smallholder projects, one for rubber and one for tea
were approved by the Bank.21

Indonesia: Strategies for Sustained Development of Tree Crops, Report No. 7697-IND, December
7, 1989. "Estate crops refer to rubber, oil palm, coconut, tea, coffee, cocoa, sugar, cotton,
tobacco, cloves, pepper, etc., although some of these crops are smallholder dominated."

21 OED has audited a number of the treecrop projects in Indonesia over the years. These
include: i) First and Second North Sumatra Estates (Credits 155/194), Report No. 2033, April
20, 1978; ii) Second North Sumatra Estates (Credit 194), Report No. 2324, December 29, 1978;
iii) Tea Project (Credit 259), Report No. 3247, December 23, 1980; iv) North Sumatra
Smallholder Development (Credit 358), Report No. 3958, June 9, 1982; v) Transmigration and
Rural Development (Loan 1318), Report No. 5157, June 25, 1984; vi) Fourth Agricultural
Estates Project (Credit 319), Report No. 4188, November, 1982; and vii) Smallholder and
Private Estate Tea Project (Cr. 400), Report No. 4745, October, 1983.
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1.4 Since the early 1970's GOI has used different strategies to promote
smallholder treecrop development. Apart from the NES approach, which relies on
large public sector estates (PTPs), project management units (PMUs) directly
under DGE have been used as vehicles, as also have transmigration projects. PMUs
undertook planting, replanting and rehabilitation of smallholder estate crops
through a "partial" approach where farmers received extension assistance but paid
for planting material, fertilizer and field maintenance out of their own
resources, and through a "comprehensive" packaged approach where farmers received
in addition to management assistance and extension advice, credit in the form of
planting materials, fertilizer and herbicides, and remuneration for their labor.
All PMUs had similar basic structure but two types of PMUs were differentiated
on the basis of credit provided to smallholders and the crops supported
(exportable estate crops vs. other estate crops). PMU staff were responsible
for identifying land for planting and for the registration of participants. Land
clearing was often arranged on contract, with the costs charged to farmers'
accounts. The PMU produced planting materials and rented vehicles to deliver
them to farmers. PMU staff oversaw planting and provided agro-inputs and cash
payments for both establishmient and maintenance. After maturity PMU staff
provided extension and coordinated marketing and processing.

1.5 The first PMU was established in 1973 under the Bank assisted North
Sumatra Smallholder Development Project (NSSDP) and the second was formed under
West Sumatra Smallholder Development Project (WSSDP) - a cooperative program
between GOI and Germany. During the following years (1974-79), GOI initiated a
program for rubber development using PMUs for its Assisted Replanting Projects
(ARP) and Group Coagulating Centers (GCC). A similar program using PMUs was set
up for rehabilitating and replanting coconut called the Coconut Working Centers
(CWCs). These domestically funded projects suffered from a shortage of qualified
staff, limited funding, and technical problems.

1.6 In 1980, the Smallholder Rubber Development Project (SRDP I), a
second Bank assisted smallholder development project, was designed to establish
a National Smallholder Rubber Organization and absorb all ARPs and GCCs. It was
envisaged that the program would be financed through continuation of a cess on
rubber production (which had been reduced to zero in 1976) and that inputs would
continue to be provided free of charge as a grant to smallholders. In the same
year the Bank also appraised the first Smallholder Coconut Development Project
(SCDP I) using credit arrangements similar to those in SRDP I. Like SRDP I, it
also established a management structure outside the DGE structure. In general,
the emphasis placed on the PMU-based programs by the DGE intensified during 1979-
84 as the number of rubber replanting PMnUs and CWCs increased in number.

1.7 In 1974, GOI first began to consider a radically different approach
from the PMU programs by using the public sector estates to develop smallholder
treecrops in the context of nucleus estate projects. The NES concept was not new
and had been tried elsewhere but not in Indonesia. In Indonesia it was based on
using suitable PTPs (public sector estate companies) to establish new estates,
each providing management and services for the development of associated
smallholdings. However, in Indonesia the PTPs had not been tried for this
purpose, and only a few at the time were capable of undertaking such major
responsibilities. The NES approach allowed GOI to not only use financially and
managerially strong PTPs for smallholder development but also to continue to
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rehabilitate the weaker PTPs for eventually using their manpower and technical
resources to assist smallholders. GOI discussed the merits of the NES concept
internally for three years between 1974 and 1977 before resolving key issues and
adopting the approach. The key issues related to the size of smallholder
treecrop areas, cost recovery, ratio of estate to smallholder development and
institutions and personnel to whom project management responsibility was to be
assigned. Having resolved the initial round of discussions, the series of NES
projects were initiated in 1977. Later GOI also began to initiate fully locally-
funded NES projects, known as PIR projects.

NES Series

1.8 Total loan amounts approved for the three projects under Audit amount
to US$271.1 million, of which US$142.1 million was disbursed and the outstanding
amount of US$129.0 million was cancelled. The three projects are part of a
series of seven NES projects that were approved by the Board over a five-year
two-month period between November 1977 and January 1983 at an estimated total
cost of US$1.3 billion of which the Bank commitment was US$655 million. The NES
projects were expected to generate productive employment at relatively low cost
and raise the farm incomes of landless and near landless families. The first
three NES projects (NES I, II and III) were audited by the Operations Evaluation
Department (OED) in 1989.1' NES VII, the last of the series, is nearing
completion.

1.9 The Audit of NES I, II and III, while rating the projects as
satisfactory, reflected on the inadequate preparation that led to poor
coordination among Government agencies, delayed budget approval and release of
funds, cumbersome procurement practices and the underperformance of the foodcrop
components. It also pointed to other institutional weaknesses and poor
smallholder plantings. The Audit concluded that not enough appeared to have been
learnt from the first three projects of the series in sufficient time for the
remedies to be applied to subsequent projects in the series.

II. THE PROJECTS: OBJECTIVES. DESIGN AND EVOLUTION

Obiectives

2.1 NES IV, V and VI had the following main objectives. They were
broadly in line with GOI's agricultural sector objectives. These were: a) to
settle poor landless families on unutilized land in Java and the outer islands;
b) raise rural incomes of these families in the poverty target groups; c)

3/ PAR: Indonesia Nucleus Estate and Smaliholders I, II, and III Projects (Loans 1499-IND, 1604-
IND and 1751-IND), Report No. 7955, June 30, 1989.
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increase the production of estate crops such as oil palm, coconut and rubber; and
d) reverse the trend of declining exports and foreign exchange earnings which
resulted from the shift to domestic consumption.

2.2 Specifically, NES IV included --- development of 21 villages and
construction of 4,000 houses to settle poor landless families on unutilized land
in South Sumatra Province, block plant 8,000 ha of oil palm for eventual
allocation to the settlers, upgrade 92 Km of village roads, establish a 30 ton
FFB/hr palm oil mill for processing smallholder production and construct a crumb
rubber factory with a 40 ton/day capacity for 2,250 families previously settled
under the NES I project. The project would also provide basic health services
through the G0I's provincial health program, primary and secondary education
facilities and technical assistance to strengthen PTP X's capacity in estate
engineering, financial management and assistance to DGE with program support and
start-up funds for a future NES project. NES IV was to be implemented in just
over 6 years.

2.3 NES V included three major elements --- the development of estate and
smallholder treecrops, the upgrading of existing estates and training and
technical assistance (TA) for DGE and public and private estates to improve
management capabilities. The project would establish 45,800 ha. (13,400 ha. for
the estates and 32,400 ha. for smallholders) of rubber, oil palm and coconuts,
including processing facilities in West Java, West Kalimantan and Bengkulu;
resettle 19,800 families in West Java and West Kalimantan; establish an estate
and processing facilities for PTP XXIII in Bengkulu; and provide training and TA
mentioned above. NES V was to be implemented in 6 years and 7 months.

2.4 NES VI would establish or rehabilitate some 17,000 ha. of rubber and
9,500 ha. of coconuts (11,500 ha. for the estates and 15,000 ha. for
smallholders) and provide processing facilities in West Java, Bengkulu and
Maluku; resettle 8,450 families in West Java and Bengkulu; and rehabilitate and
expand PTP XXVIII in Maluku. It would also provide 73 man-years of consultant
services as TA to DGE and the public estates. NES VI was to be implemented in
5 years and 8 months.

DesiRn

2.5 The NES approach essentially involved activities for smallholders and
public sector estates (PTPs). Establishing smallholder settlements and planting
of estate crops adjacent to a PTP comprised the main project initiative. The
rationale for doing so was to utilized the technical and managerial resources of
the PTPs to promote and guide smallholder development. The NES approach also
included components to expand the PTPs' own estate plantings and strengthen their
implementation capacity to undertake smallholder settlement. The rationale for
this was to secure PTP commitment to act as agents for smallholder development.
However, NES I and II implementation, which were largely PTP centered, evidenced
delays in budget preparation and receipt of funds by the nucleus estate and slow
rate of progress of infrastructure development. Thus in NES III and in this
cohort under audit (NES IV, V and VI), a larger central and provincial government
role was envisaged to speed up project implementation. This was done by



modifying the project organization and delegating greater autonomy in project
implementation to the nucleus estate and establishing in MOA, a team (Team
Khusus) to assist in implementing NES projects. While in the first two NES
projects project managers were appointed by and responsible to the DGE, in the
subsequent NES projects, the President Directors of the nucleus estates appointed
the project managers.

2.6 Under the NES approach the Government assigned tracts of bushland for
development by the PTPs on the Government's behalf in block planting. The GOI
allocated funds to the PTPs to clear land, build settler infrastructure and
housing, provided employment and established and maintained the treecrops to
maturity. Participants were employed as labor and are on probation as settlers
for an initial period of three years. At the end of the three years, if they are
judged to be suitable, they were to receive full title to their holdings.
Individual credit agreements were then to be made with Bank Rakyat Indonesia
(BRI), their titles being retained until repayments are made. Once the crops
mature, the participant would assume full responsibility for their holdings and
for the repayment of the development costs.

Evolution

NES IV

2.7 Identification and Preparation. The site and scope of NES IV changed
several times in the years prior to its appraisal. It was first envisaged, by
Bank staff in 1976, as a coconut project to be prepared using project preparation
funds in NES I. By 1978 this idea had been changed by DGE into a proposal for
a project dealing with several properties belonging to PTPs XI, XII and XIII and
surrounding smallholder areas in the western and southern parts of West Java
Province, for which a consultant feasibility study was launched.

2.8 But, by early 1979 the West Java proposal in turn had been succeeded
by a proposal for a 12,000 ha. oil palm and fooderops development for 4,000
settler families close to a PTP X estate near Betung in South Sumatra. Bank
Resident Staff in Jakarta (RSI) expressed some misgivings at the magnitude of
this proposal, on the grounds that PTP X was already experiencing difficulties
in dealing effectively with its on-going commitments under NES I.

2.9 A pre-appraisal mission in February 1979 reiterated the earlier Bank
concern at FTP X's limited capacity for implementation, but nevertheless advanced
the project design to include 8,000 ha. of smallholder oil palm and 4,000 ha. of
foodcrops plus a 40 ton. per hour fresh fruit bunch (ffb) palm oil mill and a
palm oil bulking facility, together with settler housing, roads and
infrastructure, to be undertaken by PTP X with the help of a technical assistance
team.

2.10 Appraisal took place in May-June 1979. The project as presented at
pre-appraisal was accepted, except that the palm oil mill was reduced to 30 ton
ffb, while a 40 ton per day crumb rubber factory for a nearby PTP X-assisted
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smallholder rubber settlement supported under NES I was added, to be built in two
20 ton stages.

2.11 During appraisal it was discovered that the originally selected
project site, which the pre-appraisal mission had assumed would be available for
settlement, could not be used because of prior occupancy claims by local
villagers, and an alternate site was selected. The appraisal also recognized
serious managerial and technical weaknesses in PTP X, which was under great
strain from commitments entered into under three other Bank- supported
projects,41 and strengthening of PTP X's engineering capacity, including
employment of new staff and consultants, were proposed as conditions for loan
negotiations. It was expected that further organizational and managerial support
would be forthcoming from the DGE's Team Khusus.'/

2.12 The review of the appraisal report by several Bank staff stressed the
importance of strengthening managerial and technical staffs at both the DGE and
PTP levels, and the need for effective training in those areas. The project was
approved by the Board on April 17, 1980, after a short discussion which centered
around the macroeconomic prospects faced by the country. One Board member
expressed concern over delays in implementation in Bank-assisted projects in
Indonesia. Staff admitted that the trend was disturbing but that joint
implementation reviews between the Bank and GOI officials, which had been
initiated earlier, were likely to be useful in correcting the situation, and that
the GOI budget allocation system had recently been improved as part of a major
administrative reform.

NES V

2.13 Identification and Preparation. Much uncertainty existed regarding
the location and scope of NES V during the early preparation phase. In late 1978
a steering committee at DGE level was considering a project in the vicinities of
Bengkulu in West Sumatra and Lampung in South Sumatra, which was to include a tea
component. By mid-1979 this expanded to a larger project embracing nucleus
estates belonging to PTP's XI, XII and XIII and neighboring smallholder areas in
the western and southern parts of West Java Province. Concern at the possible
size of the project led, in September 1979, to a tentative agreement being
reached between RSI and DGE staff to restrict the project to activities
associated with PTP XI. However, a Bank pre-appraisal mission in October 1979
reverted to the earlier DGE proposal for a project embracing a limited number of
components in areas belonging to PTP's XI and XIII in West Java Province, which
included palm oil, rubber and hybrid coconut developments, but rejecting the tea
component.

Fourth Agricultural Estates Project (Credit 319), Nucleus Estates I project (Loan 1499), and
Transmigration and Rural Development Project (Loan 1318).

A special team in DGE for Nucleus Estate and Smallholders Projects.



2.14 In mid-1980 GOI proposed an expansion in the pre-appraised project's
scope with the addition of three components in the pipeline for future NES
projects. The increased project scope and cost prompted a Part I country
Executive Director (ED) to express concern at the ambitious nature of the project
proposal. Preference for a project which dealt only with technical assistance
and training rather than any further capital investment on crop development was
expressed. Other reservations expressed by several Bank staff, including those
from CPS, concerned the limited absorptive capacity of the DGE/PTP system
relative to the size of the project, and the strain on their managements imposed
under earlier NES loans already under implementation.

2.15 Appraisal took place in November 1980. The expanded project was
accepted with minor changes in planting targets, and deletion of one of the three
components that was added. The review of the draft appraisal report centered
around the question of cost recovery from smallholders, which was to be effected
mainly through deductions from the price paid to producers for their produce by
the parent nucleus estates. CPS commented that recovery would be very
problematic in the case of coconut and rubber due to the ease with which growers
could divert their produce to middlemen. The SAR was also criticized for its
lack of detail on the financial status, and profit and loss forecasting of the
PTPs, which would have a bearing on their ability to service the smallholders.

2.16 Negotiations were carried out in April 1981 and the Board approved
the project in May. At Board presentation, Bank staff stressed the importance
attached to institutional strengthening through training, particularly at the
management levels. A Board member queried the large expatriate consultant input
and wondered how long Indonesia would remain dependent on foreign expertise in
the treecrops sector. The staff acknowledged that trained manpower was in fact
the fundamental constraint, which explained the heavy emphasis given to training
under the project.

NES VI

2.17 Identification and Preparation. In mid 1979 GOI proposed appointing
consultants, to be financed from preparation funds in NES III, to prepare a
project covering parts of Bengkulu and Lampung provinces of southern Sumatra and
including cocoa, coffee, tea, coconut and rubber developments under the control
of PTPs XXIII and XXVI. A Bank identification mission, carried out in
conjunction with a pre-appraisal of NES V in November 1979 modified this proposal
to the extent of dropping the Lampung component and reformulating the Bengkulu
component to include a total of 32,500 ha. distributed over three separate
project sites in the Bengkulu neighborhood.

2.18 Further modification and additions were made through 1980 on the
basis of additional feasibility studies. So that by mid 1981 a revised project
brief indicated that the Bengkulu component for PTP XXIII had been downsized to
21,250 ha., but sites were added in West Java and in Maluku Province to increase
the total proposed planted area to 49,250 ha.
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2.19 Appraisal took place in August 1981. Reductions were made to the
pre-appraisal planting targets because of concern at institutional and managerial
constraints. This was done by dropping the Bengkulu cocoa component and by
considerably reducing the coconut and food crop areas in West Java and Bengkulu.
The total area of proposed crops at appraisal was thereby reduced to 28,190 ha.,
although the project still comprised four major components distributed over three
island groups and involving three PTPs.

2.20 The SAR was very favorably received within the Bank at the review
stage. CPS staff noted that the project was a repeater with "no special problems
or difficulties". A note of concern in the Bank files came from the Office of
the Vice President, Operations, which questioned the economics of the coconut
investment and asked for more details on the financial status of the PTPs in the
final SAR. Prior to the Board Presentation, one ED queried why NES VI was being
presented so soon after NES V, even though only 26 percent of the earlier loans
in NES'a I through IV had been disbursed. Bank staff responded by saying that
the program was now running smoothly after experiencing earlier difficulties.

2.21 At Board presentation in April 1982, Bank staff painted a reassuring
picture of the NES program to-date. Implementation of earlier projects in the
series were said to be progressing steadily, thanks to the considerable
technical, managerial and financial expertise existing in the GOI-owned estate
sector, which was being used to assist smallholders through the projects. The
Board was advised that the next stage would be sector lending, with GOI doing
more of the appraisal and supervision, as it was already doing through an
identical, wholly domestically-financed program. The Board approved the project
without question.

III. IMPLEMENTATION

3.1 Project implementation is fairly described in all three PCRs. This
PAR discusses implementation in a historical and sequential manner and highlights
the generic issues and problems that beset all three projects during
implementation. It focuses on those issues of implementation that have important
bearing on project performance and outcome.

Costs and Loan Amounts

3.2 Appraisal estimate vs actual project cost comparisons, and loan
approval amounts and final cancellations for all three projects are shown in
Table 1 below. Actual costs for all three projects were substantially below SAR
estimates --- 39 percent below for NES IV; 44 percent below for NES V and 63
percent below for NES VI. This was due to the reduced scope of the projects than
had been planned as a result of the numerous problems such as land acquisition,
provision of counterpart funds, budgetary problems and a host of others that are
adequately describe in the next section. The result was large, but delayed
cancellations of the approved loan amounts. Total loan amount approved for the
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three loans was US$271.1 million, of which 40 percent for NES IV, 42 percent for
NES V and 67 percent for NES VI (US$129.3 million) were eventually cancelled due
to non-utilization.

TABLE 1: Prolect Costs and Financing
l _______________________________ (US$ million)

NES IV NES V NES VI

A. Project Costs Appraisal Appraisal Appraisal
Estimate Actual Estimate Actual Estimate Actual

Smallholder Development 19.0 19.8 103.1 68.8 52.2 28.9

Nucleus Estate Development 12.1 13.2 76.3 89.3 63.0 35.4

Program Support 5.0 6.5 29.3 23.8 17.7 5.6

Contingencies 28.4 ---- 113.3 ---- 57.1 ____-

Total Project Costs 64.5 39.5 322.0 181.9 190.0 69.9

NES IV NES V NES VI

B. Financing Planned Actual Planned Actual Planned Actual

IBRD 42.0 25.4 161.0 94.1 68.11 22.3

CDC/Other External Sources ---- ---- ---- ---- 36.911 14.8/l

Domestic Sources 22.5 14.1S' 161.0 87.8d' 86.1 32.8

Total 64.5 39.5 322.0 181.9 191.1/ 69.9

1/ Of which, CDC was to finance US$28.0 million and suppliers credit would finance US$8.9
million.

'/ US$14.8 million was financed by CDC as of April 30, 1990. CDC financed most of the remainder
after the project completion.

</ Of which, Ministry of Finance financed US$10.2 million, nucleus estate financed US$3.2 million
and the Provincial Government financed US$0.7 million.

di Of which, the Government financed US$48.9 million and the PTPs themselves financed US$38.9
million.

/ Including US$1.1 million capitalized front end fee.

3.3 Table 1 shows that for NES IV actual costs for the smallholder and
nucleus estate development and program support components were more or less in
line with SAR estimates without contingencies, but actual costs are considerably
smaller when including contingencies at appraisal. For NES V and NES VI, actual
costs for smallholder and nucleus estate development and program support were
considerably less than had been planned for. There were substantial reductions
in the scope of all three projects. The physical details of project design and
implementation achievements of the respective components are shown in Table 2.
A discussion of implementation experience of each project follows.
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TABLE 2: Physical Details of Prolect Design and Implementation

Project NES V
Executing Agencies NES IV PTPs VII,XI.XII, NES VI

PTP X XXIII and LPP PTPs XII.XXIII. XXVIII
Apzoraisal Actual Appraisal Actual Appraisal Actual

Smallholder Development

No. of Settlfr/Smallholder 4,000 4,000 19,800 15,127 8,450 6,200
families-

Area of Oil Palm (ha) 8,000 8,000 19,000 12,498 ----- -----
Area of Rubber (ha) ----- ----- 3,700 2,585 9,500 5 ,8 0 0k
Area of Coconut (ha) ----- ----- 9,700 7,460 5,500 4,950
Area of food crops and house 4,000 4,000 7,350 5,110 1,700 1,220
lot (ha)

No. of Villages 21 11 73 n.a. 21 n.a.
No. of Houses New 4,000 4,000 15,700 10,677 5,950 2,601
No. of Houses Rehabilitated ----- ----- 4,100 2,189 1,580 576

Nucleus Estate Development

Palm Oil Mill (ton/hr capacity) 1x30 WX3O¢/ 1x35; 1x30 1x35; ----- ----
1x30

Crumb Rubber factory 1x40 1x40 lx30 1x30 lx40-A 1x40!'
(ton/day capacity)

Copra processing mill ---- ---- 2x25 2x25; 1x48; 1x24 1x48-
(ton/day capacity) 1/25 4x24-f

(upgrade)
Area of oil palm (ha) ----- ---- 7,500 8,229 ----- ----

Area of rubber (ha) ----- ---- 5,000 4,617 6 , 1 4 0 11 3 , 6 1 4h1
Area of coconut (ha) ----- ---- 880 700 3,50011 3,52011

Roads

Primary Roads (km) 46 21 211 320 61 n.a.
Secondary Roads (km) 48 65 386 580 330 340

New/Rehabilitated
Access Tracks (km) New 105 107 525 n.a. 741 576
Access Tracks (km) Rehabilitated ----- ---- ----- n.a. 160 n.a.

Program Support

Consultants (man months) 200 uncertain 683 513 882 uncertainh/

Implementation time (yr..) 6.2 8.7 6.6 9.6 5.7 7.2

NES IV 2.0 ha. oil palm, 0.9 ha. food crops, 0.1 ha. house lot per family.
NES V, West Java 1.5 ha oil palm, rubber or coconut, 0.3 ha. food crop, and 0.2 ha. house lot per
family; West Kalimantan 2 ha. oil palm, 1 ha. foodcrop and house lot per family. NES VI, West Java
1.5 ha. coconut, 0.3 ha. food crop, and 0.2 ha. house lot; West Sumatra 2.0 ha. rubber, 0.8 ha. food
crop (with possibility of subsequent conversion of 0.5 ha. to tree crop), and 0.2 ha. house lot per
family.
GOI/CDC financed planting of an additional 600 ha. after project closing.
This vas an expansion to an existing mill, not a new mill as intended at appraisal. Two other palm
oil mills were also rehabilitated.
Plus rehabilitation of a 1x9 t/d and a 1x8 t/d copra mill.
Plus rehabilitation of 1x40 t/d crumb rubber factory.

fJ Plus one mill financed by CDC funds. Starting 3/92.
At Plus rehabilitation 1,370 ha.
hi Plus rehabilitation of 1508 ha.

Plus rehabilitation 480 ha.
Plus rehabilitation of 484 ha.

ki Uncertain, but somewhat lower than appraisal. However, extensive use of consultants services were
availed.
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NES IV

3.4 The project was declared effective on August 11, 1980. The first
four supervision missions, through 1981/82, reported satisfactory progress in
most areas -- oil palm plantings, initial housing contract, first intake of
settlers, absorption of local occupiers as participants in the project,
management under a new, dedicated and effective President Director and a
financially sound PTP.

3.5 By mid 1983, the situation was deteriorating. PTP X began to face
financial problems and was described in supervision reports as technically
insolvent. This situation was attributed to a fall in profitability of its
agricultural products, due partly to an over-valued rupiah and to its need to
borrow in order to pre-finance many of its project activities because of slow and
inadequate release of funds by GOI for work completed. Development of the food
crop areas was inhibited by an absence of funds needed to provide heavy initial
fertilizer dressings.

3.6 By mid 1985, the project was continuing to deteriorate and was rated
as facing serious problems. These were: below capacity settler intake; below
capacity operations of the palm oil mill built under NES I (and being used to
process the early production from the smallholder areas) due to design and
operating problems; delayed land titling; overstretched management reflected in
a deterioration in land preparation, crop planting and maintenance standards;
unsatisfactory oil palm harvesting standards; lack of fertilizer applications to
the mature smallholder oil palm areas; and precarious financial situation of PTP
X. The situation remained the same through 1986. However, the closing date for
the loan was extended to December 1987 in the expectation that the quality of
implementation would improve under the direction of a dynamic new chairman of
Team Khusus appointed towards the end of 1986. Further extensions of the loan
were subsequently made and the loan was finally closed on December 31, 1988.

3.7 A final supervision, in September 1988, reported that the project
still faced major problems, in spite of improvements effected at the Betung palm
oil mill following the arrival of the technical consultants and the introduction
of a training program. However, none of the desired changes had taken place at
the senior management level, raw rubber was again accumulating outside the
Tebenan crumb rubber factory, 280 ha. of oil palm plantings had been ruined by
rodents and wild pig, and the process of settler selection, land certification
and loan conversion continued to be seriously delayed.

NES V

3.8 The project was declared effective on October 21, 1981. Again, a
good early start was made, in large part due to the availability of start-up
funds in the Bank's NES IV loan. However, the situation quickly deteriorated.
The widely scattered locations of the several project sites complicated the
Bank's supervision task, which was largely handled by RSI staff supplemented from
time to time by Bank Headquarters staff. The large number and wide geographic
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dispersion of project activities reduced the frequency of visit to individual PTP
components which included seven separate nucleus estate and/or smallholders sites
on three of the main islands controlled by four PTPs together with the LPP
training component.

3.9 As early as 1983 a number of problems were evident:

i) In West Java land acquisition problems began to severely affect
implementation. Problems were experienced in carrying out the planting
program in the smallholder areas due to the difficulty in gaining
control over the lands in question because of opposition from other land
claimants and the unwillingness of many of these smallholders to
participate in the project.

ii) The extent and quality of the coconut plantings was also adversely
affected by insufficient supplies of hybrid seed nuts and late planting
in many areas.

iii) Financial difficulties were adding to the problems of PTP XIII, which
was responsible for the Cimerak site, arising from its over-commitment
in the development of 10,000 ha. of coconut and GOI independently
financed smallholder rubber project. Financial difficulties were also
affecting PTP XI, which was responsible for the Ciemas, Bantar Jaya,
South Banten and Sanghyangdamar components. The PTPs financial problems
were compounded by constraints imposed through the GOI budgeting system,
in that budget allocations were frequently received late and in smaller
amounts than appropriate due to under-pricing of unit costs on the part
of the GOI central budgeting authority.11

iv) Other project development activities were also proceeding less
satisfactorily with regard to designing, tendering and constructing palm
oil and rubber processing facilities, and the construction program for
settler houses.

v) More serious, however, was the questionable quality of many plantings.
In some cases the quality of the hybrid coconut seed nuts was
inferior, 7 while others had been planted on unsuitable soils.- Field
maintenance in many immature stands was also substandard as evidenced
by poor frond condition, indicating the need for correct fertilization.

6/ In 1983 the Bank introduced a Special Action Program, (SAP) for Indonesia, which gave some
relief to the country at a time when it was experiencing a financial crisis, due in large
part to declining oil revenues. Under the SAP, disbursement percentages on most NES loan
categories were increased.

7/ The Region adds that: "In most cases this meant that the seed were illegitimate -- the
product of dwarf palm self-pollination -- and thus, not hybrids at all. Some may also have
been harvested while immature or germinated in transit, and thus been damaged".

The Region affirms that: "Site selection was bad, late plantings resulted in losses due to
water stress, fertilizer applications were late and inadequate, maintenance was substandard
and mammalian pest damage was extensive".

------- --- ----------
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3.10 The situation with the LPP component improved in mid-1985 when the
training consultants finally took up their appointments. Good progress was made
through the remaining project years, under new LPP management, in making the
courses more practical and responsive to the needs of the PTPs.

3.11 Through 1988 smallholder settlement remained behind schedule and
local budget allocations continued to lag behind requirements. Field maintenance
standards were reported in supervision reports to be poor on many of the
smallholding components, particularly at Ngabang, and considerable pest damage
to oil palm and coconut holdings pointed to the need for a major rehabilitation
effort, including replanting in some particularly badly affected spots. Delays
in plot surveys of smallholdings, combined with the poor quality of the trees in
many plots, was slowing down the conversion program. Overall, progress of
project implementation remained generally unsatisfactory. The project was rated
as experiencing major problems from early 1987 onwards.

3.12 Supervisions reported in 1989 and 1990 that considerable progress was
made in resolving several problems. But, overall quality remained
unsatisfactory. Rehabilitation efforts were described as still inadequate and
smallholders were considered to be in need of extension advice on field
maintenance and harvesting. Access roads and settler house construction
standards were reported as sub-optimal. The Bank remained concerned at the
continuing local budget shortfalls. The loan closed on December 12, 1990 after
several extensions had been made.

NES VI

3.13 The project was declared effective on July 23, 1982. Again, the
sense of euphoria generated through the project appraisal and loan approval
process was quickly replaced by reality. Operations under the PTP XXVIII
component on Seram Island in Maluku Province, financed from initiating funds in
NES V, faced problems immediately. The first supervision report considered all
staff to be inexperienced and management inadequate. PTP XXIII's component at
Bengkulu was reported to be in much better shape but groups of farmers were
refusing to cooperate, resulting in enclaves of non-project land within the
project area, which added to the difficulties and costs of development. PTP XII
operations at Cikaso and Agrabinta were reported as uneven, with land preparation
proceeding satisfactorily at Cikaso, but more variable at Agrabinta, where
management needed tightening. Its performance was rated as facing moderate
problems.

3.14 In June 1983, less than one year after effectiveness, the project was
rated as experiencing major problems, of a financial, managerial, technical and
political nature. The financial and managerial problems were viewed as
particularly critical. The financial problems arose from a shortage of working
capital and the difficulties experienced by PTPs in repaying existing debts due
to funding losses from unprofitable operations. These problems were similar to
those being experienced at the same time by the PTPs responsible for NES IV and
V. The case of PTP XXVIII was especially acute as it had exhausted its equity
and had acquired large debts.
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3.15 A litany of these problems persisted for six years through 1989. The
four systemic issues repeated over and over in supervision reports were: (a)
delayed release of budgetary funds; (b) lack of funding and implementation
programs for upgrading substandard smallholder plantings; (c) delayed
establishment of an inspection service for tree crops, and (d) delayed conversion
and recovery of smallholder loans. They make for sober reading. The problems
project rating was retained right through to loan closing. Slow releases of GOI
budgetary funds, and releases in smaller amounts than agreed due to unilateral
reductions to the unit cost estimates for various types of civil works, were a
constant source of concern to those responsible for implementation at the field
level, and to the Bank, which regularly referred to this problem in post-
supervision letters to GOI. Along the way several planting targets were reduced,
to conform more closely with the capacity or capability of PTP managements and
staffs in dealing with their implementation responsibilities. A GOI request for
extension of the closing date by one year, to June 1989, was agreed to by the
Bank, but the Bank's agreement letter was accompanied by a five page list of
conditions to be met. However, the Bank declined a further extension to the
loan, which closed on June 30, 1989.

Overview of Implementation

3.16 Overall, the implementation of all three projects (NES IV, V and VI)
highlight rather similar experiences. In 1987, a supervision report commenting
on the implementation of all three projects summed up the problems very
succinctly. A letter was sent from the Bank to GOI. The letter drew the GOI's
attention to what it described as persistent systemic problems, identified during
a tree crop sector review carried out by the Bank in 1985. 9 Suggestions for
addressing these problems included (a) improving the clarity of lines of
authority and responsibility to promote efficiency and accountability; (b)
increasing the adequacy of the monitoring and incentive structure at the
management unit level for encouraging high quality work and discouraging poor
performance; (c) training of personnel at all levels; (d) developing a well
functioning cost recovery mechanism; (e) approving and releasing funds from the
GOI budget in a more timely fashion; and (f) establishing reasonable unit costs
for different activities, taking into account variability in costs between
regions. The letter concluded that unless the systemic problems were resolved
expeditiously, achievements under the projects would fall far short of their
targets.

IV. PROJECTS' OUTCOME

Production and Yields

4.1 In reviewing the PCRs the evaluators noted an apparent contradiction
between the PCR reestimated ERRs of 22%, 11Z and 12Z, for NES IV, V and VI
respectively, and the litany of problems identified through the project

9I The Major Tree Crops: A Sector Review, Report No. 5313-IND, April 15, 1985.
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implementation periods which led all three projects to be classified as problem
projects through the second half of their implementation years. For this reason
the evaluators examined and analyzed available production and yield data for the
post-project completion years. Oil palm production and yield figures are
considered highly reliable, because all smallholder-harvested fruit bunches can
be assumed to be sold to the PTP for processing in the PTP palm oil mills in the
absence of alternate marketing options in the neighborhoods of the project's oil
palm sites. However, much of the recorded production data for the rubber, and
especially coconut smallholder areas are considered unreliable on account of the
uncertain, but often considerable, volume of production which is disposed of by
smallholders directly to private traders as copra and as fresh fruits, rather
than marketed to the PTPs. This happens because private traders offer
smallholders a better price than do the PTPs, which impose deductions from the
market price for produce delivered as a means for credit recovery. Produce
leakage is a serious problem for both rubber and coconut at many project sites,
except in a few special situations where alternate marketing opportunities are
limited or where PTP security measures are effective in reducing or preventing
off-project sales. As a result, implications for any cost recovery scheme is
adversely affected.

4.2 The more reliable figures up to 1991, in the main provided by Team
Khusus for smallholder areas and by PTPs for estate planting blocks, have been
used to compile yield curves for comparison with SAR and PCR estimates, and these
are reproduced in Annex 1. Extrapolations for future years, based on actual yield
data for the early production years through to 1991, are also shown, and the
yield expectations derived in this manner have been used to reestimate the ERRs
for each project.

4.3 Revised yield curves have been compiled for all six oil palm project
sites, namely NES IV, PTP X Betung smallholders, and NES V, PTP VII Ngabang
Nucleus Estate and smallholders, and PTP XI (South Banten) Kertajaya and
Kertaraharja Nucleus Estates and Pandeglang smallholders.

4.4 Actual oil palm yield and production data collected by the audit
confirm the PCR finding that yields and production are turning out to be far
below appraisal expectations, and are in fact, in all cases except Kertajaya
Estate, running below, and in some cases much below, the PCR revised estimates.
This is due principally to two factors: (a) lower actual yields than projected
in the PCRs, particularly for the most recent years following loan closing and
the preparation of the PCRs, since which time financing for costly fertilizer
inputs and field maintenance has been inadequate. This applies especially to
smallholders, most of whom are unable to purchase fertilizer, and have little or
no access to credit programs for financing their inputs in the years following
conversion of their plots and their assumption of management responsibility;,l
and (b) shortfalls in the areas being harvested as compared with the planted
areas reported in the PCRs. These are especially important in the Betung and
Ngabang smallholder areas, with shortfalls from the PCR area figures of about
2,400 and 1,100 ha. respectively.

I01 For instance, the Pandeglang smallholders oil palm area is a particularly extreme example of
this problem.
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4.5 Yield curves have also been compiled for three rubber project sites,
namely NES V, PTP XXIII Seluma nucleus estate and PTP XI Sanghyangdamar
smallholders, and NES VI, PTP XXIII Seluma smallholders, where the data are more
reliable, due to vigilance on the part of PTP staff in preventing leakages
(Annex 1). Yields for the early years of tapping are in each case well below the
SAR and even the PCR expectations, which implies lower than expected production
over the remaining productive years, as indicated by the audit yield curve
extrapolations for those years.

4.6 Production and yield data for hybrid coconut collected at evaluation
show similar trends to those for oil palm and rubber, but the extremely high
reported leakage seriously undermines the validity of the data. Thus no attempt
has been made to reproduce yield curves or extrapolate production for coconut.
The PCRs correctly point out that coconut is less satisfactory than oil palm and
rubber in economic terms and in comparison with SAR expectations due to the very
disappointing performance of the hybrids which are particularly sensitive to
fertilizer application,1 1' low output prices2'1 and high labor costs for
processing and conversion to copra. There is, however, some variation in
production and yields specific to project site and management.

Economic Rates of Return

4.7 Based on the above discussion the audit reestimated the ERRs for all
the oil palm components and some of the rubber components where data was more
reliable. These are shown in Table 3, which also shows ERRs reestimated by the
PCRs and those at the time of appraisal in the SAR. The audit reestimated ERRs
use the same assumptions as those in the PCR with one major exception -- more
recent, actual crop yield data. Also, the Audit corrected the PCR harvested area
data where required (see footnotes in Annex 2). Detailed analysis for each
component is also shown in Annex 2. The Audit has the advantage of using more
recent data -- on average two to three additional years of actual production data
beyond those reported by the PCRs -- which were provided by the PTPs and Team
Khusus, the same sources from which the PCR data was obtained."'

/~ The Region adds that: "Because the planting material was supposed to be hybrid, and is
constantly referred to as such, there is a danger that the report may be seen as implying
that the choice of hybrid material was inappropriate. Such interpretation would be
erroneous, for there is ample evidence available to show that hybrids outperform local
cultivars, even under the conditions of mismanagement and abuse reported by the Audit."

121 The Region notes that, " ... the smallholders improved their income by diverting product to
private traders, thereby depriving the PTPs of the opportunity to recover the credit. Had
the latter executed the projects correctly, there would have been far less incentive for
smallholders to cheat."

13 The Region has noted the data inconsistencies between the PAR and the PCRs. They agree that,
"... the overall performance of NES V and VI is disappointing"; however, they would like to
note their difference with the PAR that "... without further field verification, we consider
that the PCR estimates on yield profiles are probable and aggregate rating of the projects
likely to be more favorable than judged by the PAR".
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TABLE 3: Comparisons of Economic Rates of Return

SAR PCR AUDITV
NES IV

Oil Palm 22 19 14
Betung (SH), PTP X
NES IV, Overall' 19 22 >14

NES V

Rubber
Sanghyang Damar (SH), PTP XI 15 15 13
Bengkulu (NE), PTP XI 17 14 11

Oil Palm
Ngabang (NE+SH), PTP VII 192, 11 negative
South Banten (NE+SE), PTP XI 142' 11 2
Ngabang (SH), PTP VII 15 12 3
South Banten (SH), PTP XI 13 12 negative

Coconut
Bantar Jaya & Ciemas (SH), PTP XI 14 6.0 unreliable data
Cimerak (SH), PTP XIII 18 0 unreliable data
Cimerak (NE), PTP XIII 17 4 unreliable data
NES V, Overall 16 11 64

NES VI

Rubber
Bengkulu, Seluma (SH), PTP XXIII 14 11 7
Agrabinta (NE), PTP XII 12 10 unreliable data

Coconut
Cikaso (SH), PTP XII 13 13 unreliable data
Agrabinta 18 14 unreliable data

Rubber & Coconut
Agrabinta (NE), PTP XII 12 12 unreliable data

Rubber. Coconut, Cocoa
Seram (NE), PTP XXVIII 13 11 unreliable data
NES VI, Overall NA 12 <loll

In general, the audit reestimated ERRs assumptiona are the same as in the PCRs except where
the audit vaa able to obtain more recent, actual yield or planted area data (vhich were
*omewhat different in a few cases). Details are presented in A-nnx 2 and differences with
PCR assumptions are explained in footnotes.

b/ The NES IV PCR reestimated overall ERR for NES IV to be 221, which also included ERRs for
rubber factory and palm oil mills. Audit has reestimated only the Betung Smallholder Oil
Palm component. ERR for the NES IV project as a whole would be greater than 14%.
For NE component only.
At best 6%, accepting PCR's analyses of the coconut components which the audit believes to
be optimistic.
Overall ERR for NES VI was not estimated at appraisal. ERRs for the coconut components were
not reestimated at audit due to unreliable data. However, the audit believes for reasons
mentioned in the text, that the ERRs in all cases would be below 10% and for the overall
project would also be much below 10%.
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4.8 PCR vs SAR economic rates of return: The ERRs reestimated at the
time of project completion and as reported in the PCRs were in general lower than
those at appraisal. For the smallholder component in NES IV, the decline from
22 percent to 19 percent was reported by the PCR to be due to delays in
implementation and lack of food crop development. This decline would have been
larger had it not been offset by the smaller than expected increase in
development costs per hectare, price increase for FFB&' and a production
increase of 40 percent for palm kernel compared to 4 percent assumed in the SAR
due to the introduction of the pollinating weevil.

4.9 For NES V, the decline from an ERR of 16% (SAR) to 11% (PCR) for the
project as a whole is explained by the decline in forecasted international prices
of rubber, oil palm and copra, delayed benefits resulting from implementation
delays and lower yield expectations due to substandard smallholder plantings.
Substandard plantings were a result of poor field establishment and maintenance
due to faulty management by the PTPs, inadequate funding, delays in the release
of funds for fertilizer and other inputs, inadequate project monitoring and
implementation by Team Khusus and lack of inspection services within DGE. Wild
animal damage to oil palm plantings was an additional factor, especially at South
Banten.

4.10 For NES VI (which lacked an overall ERR estimate at appraisal), ERRs
of the various components reported in the PCR were all lower than the SAR
estimates. Again, the reasons cited for the decline were lower forecasted
international rubber and copra prices, delayed benefits resulting from
implementation delays and lower yield expectations due to substandard plantings.
The reasons for substandard plantings are similar to those mentioned in the
previous paragraph.

4.11 Audit vs PCR economic rates of return: The audit concurs with the
reasons cited in the three PCRs that led to a decline in the ex-post reestimated
ERRs. However, benefiting from the availability of actual production and yield
records for the post-completion years, the audit notes an even greater divergence
with the SAR estimates than do the PCRs. The audit reestimates show that NES V
and VI which had PCR reestimates of 11 percent and 12 percent respectively are
really much lower. The audit estimates show an ERR of 6% (at best) overall for
NES V and much below 10% for NES VI. NES IV, smallholder oil palm, which shows
an ERR decline from 19% to 14% is still within the acceptable range in economic
terms.

4.12 Four NES V oil palm components, both smallholder and nucleus estates,
show very poor results. The overall ERR for the oil palm components is about
zero; the two rubber components show ERRs of just over 103 ,; and the coconut
components were not reestimated by the audit due to unreliable data. However,
the PCR correctly points out that the coconut component failed. It attributes

12/ Note, however, that by the time of NES V and NES VI project completion, international prices
began to drop once again.

13/ Note, however, that poor smallholder tapping standards, as evidenced by excessive bark
consumption and panel damage, will also have a detrimental effect on yields over the longer
term as a result of which the ERR would be smaller than that reestimated here.
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the failure to: i) acceptance of difficult sites in West Java in the project
design, e.g. the elevated, windy and steep site proved unsuitable for cultivating
coconut in Ciemas; ii) land ownership problems and disinterest of participants,
e.g. at Cimerak; iii) a lack of prior experience in hybrid coconut which was a
new crop to PTPs XI and XIII; and iv) low copra prices compounded by delays in
establishing processing facilities in the area. The audit notes additional
reasons. These are: v) sub-optimal fertilizer application; vi) excessive weed
and intercrop competition, including widespread cultivation of cassava in some
areas (where farmers are very poor), an especially competitive plant for
available nutrients; vii) less than satisfactory seednut selection; viii)
unsuitable soils; and ix) limited extension services. Given these and even
accepting the PCR's estimates for the coconut components (which the audit
believes is over-optimistic at 6%, 0%, 4%) the overall ERR, despite the
acceptable performance of the rubber components, is 6% at best. NES V is thus
considered unsatisfactory.

4.13 NES VI is also considered unsatisfactory. For rubber in Bengkulu the
audit reestimated the ERR to be about 7% compared to PCR's estimate of 11% due
to lower actual yields reported in recent years. Again, the detrimental effects
on yields as a result of the poor smallholder tapping standards mentioned earlier
have not been considered in the analysis which would lower the reestimated ERR
even more. For coconut, in the absence of processing facilities on-site so far
in Cikaso the audit expects that the cash benefits generated from the increased
production will be much lower than forecast in the PCR. The delay in benefits
as a result of this absence of processing facilities on-site for the initial
years of the project will surely lower the ERR reported in the PCR. As a result,
the ERR for the Cikaso smallholder coconut component and Cikaso nucleus estate
component will be considerably lower than the PCR estimate of 12.5% and 9.6%
respectively. In Agrabinta, the absence to date of an on-site processing
facility is compounded by the poor quality of the Agrabinta-Cikaso road which is
virtually impassable during the rainy season. The opportunities for transporting
the coconut out of the Agrabinta area is minimal as a result of which the audit
expects the cash benefits generated from the increased production will again be
considerably smaller, and the reestimated ERR much lower than that of 14Z
reported in the PCR. Overall, for NES VI, the ERR at the time of audit is
considered to be much below 10%.

V. FINDINGS AND LESSONS

Overview

5.1 Overall, although there have been indirect benefits and some
variation in the performance of the various components, the strategy of nucleus
estate and smallholder development as embodied in NES IV, V and VI has not
achieved the objectives that were envisioned. This does not imply that there is
something fundamentally amiss about the nucleus estate and smallholder
development concept of using the technical and managerial resources of PTPs to
promote and guide smallholder development. The fault lies in the design and
execution rather than the concept.
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5.2 Significant concerns relate to the litany of problems that plagued
all three projects throughout their implementation (paras. 3.1-3.36). This is
illustrated by the performance ratings assigned by the supervision missions
throughout implementation, and especially through the second half of their
implementation years when all three projects repeatedly were described as having
major problems. The audit's economic analyses show that NES V and VI outcomes
are unsatisfactory but NES IV, despite its implementation woes, can still be
classified as satisfactory in economic terms. This is a somewhat pessimistic
assessment compared to the PCRs, which rated all three projects as satisfactory,
but with reestimated ERRs for NES V and VI only marginally above 10%. On balance
though, the audit's final judgement (NES IV: satisfactory, while NES V and VI:
unsatisfactory) is based on the implementation experience of the individual
projects, the economic rate of return and the prospects for achieving sustainable
benefits, which appear to be pretty slim for the latter two projects.

5.3 The discussion in the following section is intend as a contribution
to a better understanding of the issues, and thus provides lessons for guidance
in developing similar projects, either in Indonesia or in other borrower
countries.

Over-ambitious Expectations and Limited Capacity

5.4 With the benefit of hindsight, it is clear that the projects were
over-ambitious in scope and expectations in the sense that too much was being
attempted with rather limited institutional capacities. NES IV, V and VI were
approved between April 1980 and February 1982, and the entire program, NES I
through VII between November 1977 and January 1983 -- a period of 5 years and 2
months. Some of the reasons advanced at the time for accelerating the program
were understandable in the sense that increasing oil revenues had created many
possibilities for rapid development of some key non-oil sectors in the country.
However, when revenues from oil began to dry up, GOI began to face serious
constraints in providing timely and adequate levels of counterpart funds. It
became apparent that because of the rapid acceleration given to the program, all
seven projects (especially the expanded scope and increasing size from NES V
onwards) would be unable to build the kinds of institutional structures that are
required for longer term viability.

5.5 A prime example of the above was the limited capacity of PTPs to
undertake smallholder development. They were over-burdened in their managerial
capacity and over-extended in their financial ability to be effective
institutions for smallholder development. At the time of project preparation the
PTPs and nucleus estates responsible for implementation did not have the capacity
to implement the projects effectively, and settlers (participants) were not
adequately informed of project specifics, receiving only limited involvement of
the PTPs.

5.6 The rapidity with which the projects were processed precluded any
opportunity to apply many of the lessons of experience from the earlier to the
later projects. Feedback during implementation of experiences gained from the
earlier projects to the design of the more recent could have led to a more
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satisfactory outcome based on a progressive strengthening of the DGE/PTP
institutional structure if the intervals between Board presentation of
consecutive projects had been extended.

5.7 The projects were also overloaded with components, especially NES V
and VI, and simply too much was packaged into the latter two projects. NES V and
VI would really qualify as eight distinct projects spread across Java, Sumatra,
Kalimantan and Maluku islands and involved seven PTPs in three coconut, four
rubber and two oil palm estate components and five coconut, two rubber and three
oil palm smallholder components, as well as strengthening of the LPP through a
NES V training component. The projects show clear signs of hasty and inadequate
preparation of some of the components. A case in point has been the foodcrop
components in each project. All settlers (participants) received a plot of land
for growing foodcrops while waiting for their treecrops to mature and also to
supplement their treecrop income in later years. However, the foodcrop
components have been a failure as correctly pointed out in the PCRs. It is now
clear that project preparation did not properly analyze the feasibility of
growing foodcrops at many of the settlement sites, especially in the outer
islands because of adverse slope or soil quality conditions (a factor which also
constrained the implementation of the earlier Bank-assisted transmigration
projects). Besides wrongly evaluating the environment conditions, proper
analyses were never undertaken of whether smallholder families would be willing
or able to provide labor for foodcrop cultivation when they were fully occupied
on their mature treecrop lots once the development phase was over. The fact,
that in most cases, foodcrop lots allotted to smallholders were at a distance
from their treecrop and house lots made the labor constraint even worse.

Quantitative Targeting vs Sustainability

5.8 The heavy emphasis given during implementation to planting targets
attainment was unfortunate since it adversely affected the quality of plantings
during the establishment and immature phases and is in part responsible for the
reduced future yield expectations. The implications for sustainability and cost
recovery are of major concern. Smallholders' perception of low expected incomes
from their allocated lots has made conversion of land titles and smallholders'
assumption of loan liabilities, the first step towards recovering costs,
painstakingly slow. The conversion process has lagged seriously behind schedule.

5.9 It was stipulated that, at the end of the third year of planting for
coconut, fourth year for oil palm and fifth year for rubber, expenditures would
be converted into standardized credit for which individual smallholders would be
liable to BRI. It appears that at the moment no more than 15 percent of the
total smallholder planted areas in the three projects have been converted.1 41

The actual amount of funds recovered is even smaller, perhaps as low as 5%.
Additionally, there are bureaucratic reasons which have added to the conversion

14/ The NES VI PCR reports, " ..... conversion has been completed in respect of only 22% of the
10,750 ha of smallholder rubber and coconut established under the project. For the five NES
projects completed to date, only about 11% of planting developed under these projects have
been converted."
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delay such as, for instance, involved land survey and registration procedures.
The cumulative delay resulting from these problems has added to the already
existing financial strains of the PTPs. This also poses a long term burden on
GOI which is unlikely to be able to recover much of the development expenditures
incurred and will continue to fund the maintenance of the land that was expected
to be converted but has so far been postponed.

Land Availability

5.10 Another issue which deserved closer consideration than it received
at preparation and appraisal is that of land availability. During project
preparation Bank staff sought assurances that the lands on which the smallholder
plantations were to be sited were either the property of GOI or would be acquired
with relative ease and in a short period of time. Unfortunately, this did not

prove to be the case. There was clearly a misunderstanding between GOI officials
and Bank staff as to the availability status of much of the land selected, and
the ease and rapidity with which land occupied under customary rights could be
repossessed by GOI for project purposes. Provincial government authorities
expressed optimism that cooperation of local land occupiers to utilize their land
could be undertaken promptly, and Bank staff accepted their assurances
uncritically in spite of previous experience of the difficulties encountered in
other Bank-assisted projects in Indonesia."1 The SARs mentioned that agreement
had been reached with GOI prior to the project that the land on which the
smallholder components would be sited belonged to the Government. Thus the SARs
designed the projects on the assumption that contiguous blocks of land would be
available for development. However, in almost all instances this did not
materialize and land acquisition problems were a major concern in all three

projects.

5.11 Maps attached to this report illustrate the complexity of the actual
land distribution patterns. These maps, based on the SAR maps, show the
locations of the project areas as expected at appraisal and the areas actually
developed. The actual patterns have several undesirable features. In most cases
the actual smallholder areas are highly fragmented, particularly at the West Java
project sites. For example, in Ciemas in West Java, where 4,000 ha of contiguous
coconuts development were planned actual attainment was about 2,200 ha widely
scattered in small pockets over an area covering 1,500 sq. km of often difficult
terrain. In other instances, the proposed smallholder project sites were shifted
to adjacent areas for reasons of limited land availability at the chosen sites.
The conditions at the alternate sites, in terms of soil, topography or access,
were often inferior. For example, one of the two originally proposed oil palm

sites at Ngabang had to be dropped and a limited development of 6,200 ha
concentrated on the second site, which includes large areas of low fertility
soil.

15/ See, for example, Indonesia: Beef Cattle Development Project, Credit 335, PPAR, Report No.
3994, which noted that the project was experiencing serious problems of land availability at
the time of the third supervision in October 1974, to an extent that only 20,000 ha of an
appraisal target of 80,000 ha could be acquired.
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5.12 The implications of these land problems on PTP and smallholder
finances are of concern. The scattered distribution of land holdings, in often
difficult terrain, increases the transportation costs of ffb, coconuts and
latex, encourages leakages of smallholder produce to private traders, increase
administrative overheads and staff costs and results in delays in the processing
of the produce resulting in deterioration in quality of the processed products.

Counterpart Funds. BudRetarv Issues and Incentives for PTPs to undertake
Smallholder Development

5.13 Availability of timely and adequate levels of funds for PTPs to
undertake smallholder development continued to be a problem as it did in the
first three projects. Financial studies of PTPs have shown that most of them are
financially weak institutions which have great difficulty in pre-financing
smallholder, or even their own nucleus estate development activities. In theory,
PTPs' financial needs for NES smallholder development are met from the GOI budget
through quarterly DIP allocations. However, in practice, these were frequently
delayed, particularly in the early part of the fiscal year, and often failed to
meet the full development costs incurred. Furthermore, the Government's release
of funds are based on an annual budgeting program while smallholder development
activities are programmed on a multi-year basis. This quite often puts the PTPs
in a cash stringent situation. The PTPs do not often have the flexibility to
undertake smallholder development from their own resources, despite the
expectation at appraisal that they could pre-finance smallholder development
activities.

5.14 Moreover, questions also arise as to whether PTPs have been provided
appropriate incentives to undertake smallholder development activities,
particularly since it often puts additional burdens on their limited managerial
and stringent cash flow situations. The management fee received by the PTPs for
undertaking smallholder development (about 10%) are not nearly enough to
encourage them to fully commit themselves to the welfare of the smallholders.
They have to concurrently undertake other domestically financed smallholder
development activities such as PIR trans and other Government-sponsored programs
which add to the competition for limited financial resources claimed by the NES
program.

5.15 There are clearly three ways to go. The first, would be to provide
the right incentives such as smoother financing arrangements for PTPs and
enhanced credit facilities for smallholders; the second, would be to use the line
agency (DGE) in the PMU scheme, again with the required changes in financing and
smallholder credit arrangements; and the third, would be to transfer the
responsibility of promoting and guiding smallholder development to the private
sector. In other words, the future role of the NES smallholder treecrop
development approach has to be weighed against alternatives of similar package
development through private sector companies or PMU schemes through DGE, and even
non-package arrangements incorporating input supply, technical assistance and
credit. The Audit is not in a position to comment on the political and economic
appropriateness of either of the public sector approaches or an increased role
of the private sector except to emphasize the points that GOI needs to examine
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the options and that greater incentives are needed to encourage the implementing
institutions to commit themselves more positively for developing smallholder
treecrops.

Financial Costs of Implementation Delays, Slow Disbursements and Loan
Cancellations

5.16 The over-ambitious design and multitude of problems that collectively
caused delays in project implementation resulted in cancellation of large amounts
of the loans, especially for NES V and VI. Total cancellations for the three
loans amount to US$129 million or 47% of the total approved loan amounts of
US$271.1 million. Cancellations did not follow reasonable delay in
implementation but were postponed until the disbursements had fallen far behind
the Loan Agreement schedules. Given the implementation delays and slow
disbursements, the question is: should cancellations have taken place sooner,
after a reasonable review period, as this would have saved GOI substantial
commitment fee charges?

5.17 The Bank, for its part, rated all three projects as having major
problems throughout the second half of their implementation phase and frequently
reminded GOI of the need to rectify some of the problems being encountered.
Eventually, when improvements failed to materialize and disbursements continued
to fall behind, the Bank encouraged GOI to seek cancellations. The GOI, for its
part, did not view the implementation delays as seriously as the Bank during much
of the implementation period, and at times gave the impression that the problems
would simply go away. As a result, NES IV took 24 months beyond its original
closing date to be formally closed with only 61% of its approved loan amount
disbursed; NES V took 30 months beyond its original closing date to be formally
closed with only 59% of its approved loan amount disbursed; and NES VI took 12
months beyond its original closing date to be formally closed with as little as
33% of its approved loan amount disbursed."1 '

5.18 In addition to the exchange rate shifts, the slow disbursements of
loan funds (compared to the Loan Agreement schedules) combined with large,
belated cancellations with all three loans and the commitment charges paid have
resulted in a very high cost to GOI. The effective interest rates as a result
are considerably higher than the fixed rates of 8.25%, 9.6% and 11.6% for NES IV,
V and VI respectively applicable at the time of loan approval.171 In our
discussions with GOI's Ministry of Finance, they expressed serious concern
regarding these large cancellations and the adverse implications as reflected in

16/ The Region would like to note that, ".. . much of surplus loan funds arose because of the

successful major devaluations of the rupiah, coupled with the degree of local cost financing
and the relatively low local inflation rates following devaluation."

17/ An attempt was made, although based on some restricting assumption, to calculate an effective
interest rate. These are shown in Annex 3, Cash Flow Summary Table, where the assumptions
have also been listed. Caution ought to be used in the interpretation of these high
effective interest rate figures because of the exchange rate shifts involved.
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a higher effective interest rate. They also expressed interest in seeing this
issue addressed in our audit.

5.19 Although much of the reason for the high effective interest rates is
due to the exchange rate shifts, commitment fee charges together with the front-
end fee (for NES VI) are also quite substantial. These are shown in the cash
flow schedules in Annex 3 which decomposes the "actual cash flow" into front-end
fee, commitment fees, disbursement amount, interest payments and repayment
amount. For NES IV, V and VI commitment fees actually paid add up to US$10.6
million, and including the front-end fee for NES VI, the total is about US$11.6
million. This is nearly 8.22 of the total disbursed amount of the three loans.
These figures imply that the cost to GOI in purely financial terms has been very
high, a matter which should be of considerable concern to them.

5.20 These high costs of borrowing underscore an important lesson for the
Borrower, i.e., that it does not pay to borrow for projects that are over-
ambitious in scope, particularly when the probability of implementing them (as
appraised) in a timely fashion can only be a remote possibility. It may well
have been worthwhile at appraisal to have designed these projects with fewer
components that demanded less of the existing institutions, based on a realistic
assessment of the managerial capability and financial ability of these
institutions. A greater emphasis on quality of investments and less on
attainment of quantitative targets would also have been more desirable.

Further Analyses

5.21 The Audit constructed comparative annual yield curves for
representative oil palm and rubber blocks. These provide a basis for comparing
SAR expectations, PCR estimates and those estimates provided in this Audit on the
basis of actual yield data and extrapolations made from the actual data for
future years. These are preliminary analyses based on limited data.
Nevertheless, they highlight a decline in yields and production in the post
implementation period which is evidence of a seriously deteriorating condition
of most NES planted blocks. The evidence shows that benefits are declining
appreciably below PCR expectations, and the outlook is far from reassuring if
present conditions persist. The immediate cause of the decline appears to be
directly related to the more stringent credit and budget climate which prevails
in the post implementation years. As a result, limited supplies and availability
of fertilizer and poor field up-keep are adversely affecting yields. Other
factors related to the earlier phases of the project cycle which are influencing
the current state of affairs have been discussed in paras. 5.4 - 5.15.
Production from these planted areas needs to be boosted if the smallholder and
PTPs are to compete successfully in the international market without additional
Government subsidies. The concern for cost recovery is most pressing as very
little is likely to be recovered if the present situation persists. Thus the
present concern is how to make the most of what has already been invested in the
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NES projects, especially in situations where it is still economically feasible

to do something.-

5.22 GOI, and DGE in particular, needs to urgently undertake a thorough
study and assessment of the current situation. Careful analyses of all yield and

production data for past years, conducted by Team Khusus, would be helpful as a
first step in correcting the apparently deteriorating situation. Based on such
analyses, a realistic assessment of future yields and potentials of the area
planted under the NES projects could be made. This has so far not been done.
It would provide a much better understanding of the present situation than was
possible on the basis of the limited data collected during the audit. An
understanding of the implications for economic and financial viability could then
point the way towards rejuvenation of the whole program. This would be
particularly appropriate in the current environment in which the international

markets for the products are becoming more and more competitive and international
prices are projected to continue their downward trend.

86/ The Region cautions that ".... for in many of the coconut holdings there may be little worth
rehabilitating."
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Annex I
Page 1 of 10

PERFORMANCE AUDIT REPORT

INDONESIA

NUCLEUS ESTATE AND SMALLHOLDER PROJECTS IV, V AND VI
(LOANS 1835, 2007 AND 2126-IND)

Estimated and Actual Yields

The following nine charts showing comparative annual yield curves for
representative oil palm and rubber blocks have been constructed from (a)
estimates in the SARs and PCRs, (b) actual production or yield data provided to
the audit mission during field review in January/February 1992, and (c)
extrapolations made from the actual data for future years based on an assumption
that conditions observed at the time of field inspection will continue through
the expected productive life of the blocks.
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LL ~~ ~~~ ~~~~~~~~7 20 12 10.6
U. ~~~~~ ~~~~~~~~~~~~~~~~~~~~~8 21 12 10.9

12 9 22 13 10.1
10 22 13 11.7

>- ~10 11 22 15 12 
12 21 15 12

a ~~~ ~~~ ~~~~~~~~~~~~~~~~~~~~13 21 15 11.8
:3 8~ 14 21 14 11.6

C ~~~ ~~~ ~~~~~~~~~~~~~~~~~~~~~~15 20 14 11.3

6 ~~~ ~~~ ~~~ ~~~~~~~~~~~~~~16 20 13 11
6 ~~~ ~~~ ~~~~~~~~~~~~~~~~~~~17 20 13 10.6

18 19 12 10.2
4 19 18 12 9.7

20 17 12 9.2
2 ~~~ ~~~ ~~~ ~~~~~~~~~~~~~21 17 12 8.7
2 ~~~ ~~~ ~~~ ~~~~~~~~~~~~~~~22 16 11 8.2

23 15 11 7.7
0 24 15 11 7.2

~ I ~ I ~ I ~ l11 11 131 115 1j 1' 2'1 23 2~ 25 14 10 6.5~~ 4 ~~ ~ 10 12 14 15 1e 20 22 24
Year from Planting

* The audit curve is a composite based on 23 annual yield
records f or the years 1985 through 1991 for 6 blocks
totalling 3,415 ha. planted between calendar years 1982
and 1987, compared to 3,500 ha. (PCR Table 4). Years 3 IV
through 9 are actual (source: Ngabang Estate product-ion 0
records) and years 10 through 25 are extrapolated. Yields 0
are assumed to peak at 12 ton/ha FFB in year 11 and 'o3
decline to 6.5 ton/ha by year 25.



NES VI - PTP )XII - Bengkulu

Seluma Smallholders Rubber Yield Kg/ha DRC

2.4

2.2 Kg/ha

YEAR SAR PCR AUDIT
2

1.8 1
2
3

1.5 4

SAP ~~~~~~~~~~~~~~5
u 1.4 ~~ ~~~~ ~~~~~~~~~~~~~~~~~6 400 220

1.4 O7 800 494 22

O c 8 900 697 93

1 1.2 PR9 1,000 869 314

0 ~~~ ~~~~~~ ~~~~ ~~~~~~~~~~~10 1,200 970 620
-~~~~~~~~~~~~~~~~~ ~~~~~~~~11 1,300 1,048 800

12 1,400 1,099 900 
IZ ~~~~~~~~~~~~~~~~~13 1,400 1,123 940

0.8 14 1,400 1,135 960
15 1,400 1,135 980

0.6 - ~~~~~~~~~~~~~~~~~~~~~~16 1,400 1,135 1,000
0.6 ~~~ ~~~~~~ ~~~~~~ ~~~~~~~~~~17 1,400 1,080 1,000

18 1,400 1,040 980

0.4 -19 1,400 1,001 950
20 1,200 962 900

0.2 - ~~~~~~~~~ ~~~~~~~~~~~21 1,200 923 850
0.2 ~~~ ~~~~~~ ~~~~ ~~~~~~~~~~~22 1,200 884 800

23 1,200 844 750
0 24 1,200 778 700

1'3 2'1 2'3 2~~~~~ 2 2b ~25 1,100 712 650
4 ~~10 112 114 1116 1 18 209 22 24 25 28 30 26 1,100 633 600

Years from Planting 27 1,100 458 550
28 1,100 344 500
29 1,100 270 450

* The audit yield curve is a composite based on 4 annual 30 800 210 400

yield records f or the year 1991, for 4 blocks totalling
3,432 ha. planted between 1981/82 and 1984/85. Years 7
through 10 are actual (source: Tim Khusus produption
records) and years 11 through 30 are extrapolated. Yields 

are assumed to peak at 1,000 Kg/ha DRC in year 16 and

decline to 400 Kg/ha by year 30.
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RES IV - Betung Smallholder Oil Palm, PTP X
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NES V - South Banten Smal]holder Oil Palm. PTP VII
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NIES V - South Banten Nucleus Estate Oil Palm, PTP VII
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NES V - Overall Net Benefits and ERR
(Rp million -- 1991 constant)
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Cash Flow IRR: SummaryY

NES IV NES V NES VI

Interest Rate on Loan (2) 8.25 9.6 11.6

Loan Amount (US$ million) 42.0 161.6 68.1

Cancellation (US$ million) 16.3 66.9 45.8

Extension of Closing Date (months) 24 30 12

Current Cash Flow IRR (Z)2J 13.1 16.3 25.3

Real Cash Flow IRR (Z) 9.1 11 18.7

Effective Rate over 3 mo. LIBOR (Z)3/ 7.98 10.43 19.12

This is not a new issue but has been well known to Bank staff, the Board, and borrowing
countries, since the first non-dollar borrowings were made by the Bank in the early 19508.

The Cash Flow Internal Rate of Return (IRR) is based on a number of assumptions:

a) It does not use the final amortization schedule (with semesterly payments)
established after loan closing. Instead, it uses a quarterly schedule where the loan
is amortized linearly for each currency (i.e., repayments are made in equal amounts
of each currency and at regular times) throughout the period of the loan.
Contributions of periodic cash flows to this IRR calculations are weighted by their
relative size in the cash flow profile.

b) The value of the US dollar is declining against the nominated currency or currencies
over the period of the loans;

c) No foreign currency hedging is used by the borrowing member country.

Due to the above simplistic assumptions, the Cash Flow IRR estimation ought to be interpreted
with caution, especially because of the exchange rate shifts involved. Much of the reason
for the large current cash flow IRR is explained by these exchange rate shifts. However,
commitment fees together with the front-end fee (for NES VI) are also quite large. For NES
IV, V, and VI commitment fees actually paid add up to US$10.6 million, and including the
front-end fee for NES VI, the total is about US$11.6 million (Annex 3, pages 2-4). This is
nearly 8.2S of the total disbursed amount of the three loans.

31 This effective rate over 3 months LIBOR is not strictly equal to the current cash flow IRR
minus the 3 months. LIBOR due to compounding in earlier periods, and non-linearities in
calculating the cash flow IRR of a series.
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NUCLEUS ESTATE AND SMALLHOLDERS IV PROJECT
(LOAN 1835-IND)

Cash Flow Schedule

f sbursement Rspsymnt Interest Comi taunt Front-End Actuat Cash
Quarter Amount ANount Payment Fee Fee FLow

Ending
Date HistoricaL USS Market US$ Market USS Market US Market US$ Effect. US$

30-SEP-80 462,836 0 0 0 0 (462,836)

31-DEC-80 358,785 0 0 92,750 0 (266,035)

31-MAR-81 72,773 0 0 0 0 (72,773)
30-JUN-81 290,905 0 32,852 154,302 0 (103,751)
30-SEP-81 1,442,548 0 0 0 0 (1,442,548)
31-DEC-81 1,754,274 0 73,134 151,894 0 (1,529,246)

31-MAR-82 711,340 0 0 0 0 (711,340)
30-JUN-82 206,802 0 181,537 139,194 0 113,929

30-SEP-82 856,774 0 0 0 0 (856,774)

31-DEC-82 274,327 0 208,921 137,199 0 71,793
31-MAR-83 266,735 0 0 0 0 (266,735)

30-JUN-83 247,939 0 70,126 0 0 (177,813)

30-SEP-83 734,705 0 0 0 0 (734,705)
31-DEC-83 776,498 0 286,907 130,964 0 (358,627)
31-MAR-84 209,745 0 5,353 0 0 (204,392)

30-JUN-84 2,305,686 0 322,749 124,816 0 (1,858,121)
30-SEP-84 677,421 0 0 0 0 (677,421)

31-DEC-84 440,777 0 555,681 232,405 0 347,309
31-MAR-85 192,387 0 0 0 0 (192,387)
30-JUN-85 809,473 0 404,197 111,023 0 (294,253)
30-SEP-85 160,242 0 21,331 0 0 (138,911)
31-DEC-85 315,730 1,273,062 518,756 88,470 0 1,564,558

31-MAR-86 739,607 32,213 28,896 0 0 (678,498)

30-JUN-86 1,112,586 1,169,121 571,091 59,783 0 687,409

30-SEP-86 162,795 0 41,456 0 0 (121,339)

31-DEC-86 293,959 1,211,259 664,342 55,506 0 1,637,148

31-MAR-87 54,356 0 0 0 0 (54,356)

30-JUN-87 113,078 1,371,119 630,311 52,550 0 1,940,902

30-SEP-87 442,533 0 82,523 0 0 (360,010)

31-DEC-87 103,978 1,386,636 700,497 51,856 0 2,035,011

31-MAR-88 1,307,818 0 0 0 0 (1,307,818)

30-JUN-88 278,145 1,412,839 686,700 46,915 0 1,868,309

30-SEP-88 1,149,254 0 31,813 0 0 (1,117,441)

31-DEC-88 2,994,949 1,315,910 698,213 42,790 0 (938,036)

31-MAR-89 864,258 0 0 0 0 (864,258)

30-JUN-89 1,937,013 1,162,927 742,142 28,283 0 (3,661)

30-SEP-89 527,653 0 0 0 0 (527,653)

31-DEC-89 0 1,135,045 809,211 8,451 0 1,952,707

31-MAR-90 0 0 0 0 0 0

30-JUN-90 0 903,974 776,906 0 0 1,680,880

30-SEP-90 0 0 0 0 0 0

31-DEC-90 0 1,002,630 834,278 0 0 1,836,908

31-MAR-91 0 0 0 0 0 0

30-JUN-91 0 930,640 723,677 0 0 1,654,317

30-SEP-91 0 0 0 0 0 0

31-DEC-91 0 926,677 693,999 0 0 1,620,676
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NUCLEUS ESTATE AND SMALLHOLDERS V PROJECT
(LOAN 2007-IND)

Cash Flow Schedule

Disbursement Repayment Interest Commitment Front-Erd Actuat Cash

Ouarter Amount Amount Payment Fee Fee FLow

Ending

Date Historicat USS Market USS Market US# Market US$ Market US# Effect. US#

31-DEC-81 0 0 0 370,521 0 370,521

31-MAR-82 761,179 0 0 0 0 (761,179)

30-JUN-82 1,575,193 0 22,779 599,561 0 (952,853)

30-SEP-82 2,973,774 0 0 0 0 (2,973,774)

31-DEC-82 3,000,796 0 219,535 586,984 0 (2,194,277)

31-MAR-83 2,277,986 0 22,638 0 0 (2,255,348)

30-JUW-83 3,250,113 0 475,818 563,681 0 (2,210,614)

30-SEP-83 2,941,293 0 0 0 0 (2,941,293)

31-DEC-83 2,549,457 0 697,296 544,761 0 (1,307,400)

31-MAR-84 10,801,223 0 54,946 0 0 (10,746,277)

30-JUN-84 10,425,559 0 1,314,684 496,772 0 (8,614,103)

30-SEP-84 3,790,926 0 12,128 0 0 (3,778,798)

31-DEC-84 1,349,200 0 1,865,882 440,695 0 957,377

31-MAR-85 863,154 0 11,455 0 0 (851,699)

30-JUN-85 2,008,164 0 2,017,236 427,559 0 436,631

30-SEP-85 939,598 0 0 0 0 (939,598)

31-DEC-85 2,332,374 0 2,531,030 347,580 0 546,236

31-MAR-86 1,466,836 0 51,685 0 0 (1,415,151)

30-JUN-86 3,801,590 0 2,950,766 302,262 0 (548,562)

30-SEP-86 1,822,522 0 171,066 0 0 (1,651,456)

31-DEC-86 1,910,320 5,665,919 3,597,324 283,875 0 7,636,798

31-MAR-87 1,690,954 0 0 0 0 (1,690,954)

30-JUN-87 2,863,277 6,229,763 3,881,759 268,186 0 7,516,431

30-SEP-87 3,909,453 0 16,029 0 0 (3,893,424)

31-DEC-87 2,016,789 6,629,632 3,296,139 245,384 0 8,154,366

31-MAR-88 1,789,332 0 1,021,446 0 0 (767,886)

30-JUN-88 3,072,616 5,879,207 4,044,897 168,393 0 7,019,881

30-SEP-88 2,659,099 0 0 0 0 (2,659,099)

31-DEC-88 1,638,029 5,804,783 4,034,133 146,355 0 8,347,242

31-MAR-89 1,056,108 0 0 0 0 (1,056,108)

30-JUN-89 2,330,593 4,521,345 3,385,917 131,271 0 5,707,940

30-SEP-89 1,024,367 0 41,748 0 0 (982,619)

31-DEC-89 1,802,161 4,788,205 3,612,704 120,028 0 6,718,776

31-MAR-90 1,722,541 0 0 0 0 (1,722,541)

30-JUN-90 1,227,965 4,263,404 3,439,929 0 0 6,475,368

30-SEP-90 886,229 0 0 0 0 (886,229)

31-DEC-90 1,496,575 4,671,190 3,703,305 22,143 0 6,900,063

31-MAR-91 1,529,558 0 194,261 0 0 (1,335,297)

30-JUN-91 498,744 3,861,819 3,156,981 8,367 0 6,528,423

30-SEP-91 0 0 180,250 0 0 180,250

31-DEC-91 0 3,505,260 3,376,107 0 0 6,881,367
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NUCLEUS ESTATE AND SMALLHOLDERS VI PROJECT
(LOAN 2126-IND)

Cash Flow Schedule

Disburseennt Repayment Interest Comnitment Front-End Actual Cash
Quarter Amount Amount Paywent Fee Fee Flow
Ending
Date Historical US$ Market USS Market USS Market US$ Market USS Effect. USS

30-SEP-82 1,006,404 0 0 0 1,006,404 0

31-DEC-82 0 0 39,933 223,980 0 263,913

31-MAR-83 71,480 0 0 0 0 (71,480)
30-JUN-83 0 0 59,558 250,800 0 310,358

30-SEP-83 235,675 0 0 0 0 (235,675)

31-DEC-83 437,562 0 63,735 251,253 0 (122,574)

31-MAR-84 466,953 0 0 0 0 (466,953)

30-JUN-84 1,293,432 0 124,033 247,554 0 (921,845)

30-SEP-84 2,216,841 0 0 0 0 (2,216,841)

31-DEC-84 2,509,744 0 254,758 236,270 0 (2,018,716)
31-MAR-85 373,411 0 17,129 0 0 (356,282)
30-JUN-85 880,192 0 457,262 222,851 0 (200,079)

30-SEP-85 500,372 0 0 0 0 (500,372)

31-DEC-85 492,278 0 646,379 189,212 0 343,313

31-MAR-86 1,243,312 0 0 0 0 (1,243,312)

30-JUN-86 2,057,633 0 787,134 165,495 0 (1,105,004)

30-SEP-86 487,980 0 14,306 0 0 (473,674)

31-DEC-86 244,719 0 1,070,698 156,097 0 982,076
31-MAR-87 175,905 0 0 0 0 (175,905)

30-JUN-87 853,586 0 1,191,710 152,913 0 491,037
30-SEP-87 935,906 0 0 0 0 (935,906)

31-DEC-87 213,068 2,745,802 1,019,748 148,118 0 3,700,600

31-MAR-88 1,050,209 0 388,977 0 0 (661,232)

30-JUN-88 551,936 2,466,779 1,304,646 113,943 0 3,333,432

30-SEP-88 391,483 0 0 0 0 (391,483)

31-DEC-88 326,180 2,444,446 1,238,448 115,360 0 3,472,074

31-MAR-89 1,000,948 0 0 0 0 (1,000,948)
30-JUN-89 175,522 1,970,553 982,907 110,093 0 2,888,031

30-SEP-89 7,569 0 29,397 0 0 21,828

31-DEC-89 670,370 2,052,879 983,199 108,257 0 2,473,965
31-MAR-90 1,452,047 0 0 0 0 (1,452,047)
30-JUN-90 0 691,144 982,304 7,862 0 1,681,310
30-SEP-90 0 0 0 0 0 0

31-DEC-90 0 749,488 1,046,210 0 0 1,795,698
31-MAR-91 0 0 0 0 0 0

30-JUN-91 0 705,380 933,089 0 0 1,638,469

30-SEP-91 0 0 0 0 0 0

31-DEC-91 0 731,269 941,090 0 0 1,672,359
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BORROWER'S COMMENT

COMMENTS ON THE DRAFT PROJECT PERFORMANCE AUDIT REPORT
FOR THE NUCLEUS ESTATE AND SMALLHOLDER PROJECTS IV. V AND VI"

The Draft Project Performance Audit Report of the Nucleus Estate and
Smallholder Projects (NES) IV, V and VI presents an incisive analysis and
evaluation and a reasonably comprehensive exposition on the subject. Our views
on the NES Projects have been presented in Part II of the Project Completion
Reports when the Bank's guidelines provided that this part should become a
portion of the Project Completion Report. The team preparing this draft Project
Performance Audit Report may therefore consider such views including the Part II
for the NES Sugar Project and the NES VII Project which will soon be forwarded
to the Bank to the extent that these views are applicable to NES IV, V and VI.
The following are our comments on what we consider are the substantive portions
of this Draft Project Performance Audit Report.

We fully agree with the observation that there is nothing
"fundamentally amiss about the nucleus estate and smallholder development
concept" and that the "fault lies in the design and execution rather than the
concept". Our own evaluation is that the NES concept is sound from an economic,
financial and social points of views and if designed considering lessons learned
in the past and considering solutions to institutional/organizational,
managerial, technical and financial constraints will be a very useful approach
to development whether the projects are implemented by government-owned estate
crops enterprises and/or private-owned commercial enterprises.

Considering that at present, Indonesia is cultivating about twenty
types of estate crops; land and population is not a constraint to economic
development; market studies on some of these estate crops show that Indonesia has
comparative advantage over other producers; and since the potentials for
development are sizeable, utilizing existing approaches for estate crops
development and even formulation of new approaches to be implemented on a pilot
basis to determine their effectiveness is called for. For example, even only on
the aspect of replanting old and damaged rubber and coconut trees and
rehabilitation of these trees is already a sizeable job.

The program for estate crops development, therefore, in our opinion
has to consider institutional/organizational, managerial, technical and financial
constraints in general and as these constraints are relevant to the specific
approaches and the economic, financial and social attractiveness of this
development compared to other alternatives.

From an economic and financial rate of returns it is suggested that,
among others, the following, if possible be included in this Project Performance
Audit Report.

This Attachment has been retyped in OED since parts of it were not fully legible.
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1. A comparison between the price projections per unit of output used in the
Staff Appraisal Report compared to the actual prices in the past and the
price projections used in this report preferably in graph form similar to
the presentation of yield comparisons.

2. A comparison between the Staff Appraisal Report investment cost figures
and when available operating cost figures, say on a per unit basis from
the actual investment and operating costs. It is further suggested that
the expenditures for the smallholder component be broken down into credit
and non-credit expenditures.

The objective of the above request is to determine the effects on
economic and financial rates of return which are within the control of the
government compared to those factors beyond its control.

Note: DGE has made comments on yield profiles/comparison SAR, PCR, and
PPAR, which has been submitted directly to Mr. Antony Cole during
his last visit to Indonesia, May 1992.

Directorate General of Estates
Tim Khusus PIR

Jakarta: July 1992
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