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World Bank Development Policy Finance and Climate Change:
Is the Bank providing the Right Incentives for Low-Carbon Development in Indonesia?

The World Bank acknowledges that “all development is now taking place in a world shaped by climate” and
that the poor are the hardest hit by climate change impacts.! As such, the Bank states that it is committed to
help countries avoid exceeding a 2°C warmer world — the globally agreed limit — and assist them onto a low-
carbon development path.> Moreover, the Bank maintains that meeting this challenge requires nothing less than
"economic transformations and net-zero emissions” and that “creating the right incentives” for this economic
transformation is the key. Towards this end, the World Bank has specifically pledged to assist countries to end
fossil fuel subsidies.?

The World Bank creates “the right incentives” mainly through Development Policy Finance or DPFs. Through
DPFs, the World Bank influences government policies and institutions. The reforms implemented under DPFs are
often aimed at increasing investments in a country. As such, DPFs can influence investment decisions towards
either carbon-intensive development or low-carbon development. For example, DPF reforms sometimes include
tax breaks or incentives for fossil fuel development. On the other hand, a DPF may include a new legal framework
to support the entry of renewables into the market. Reforms implemented under DPFs can drive development
trends for many years after the World Bank formal operation has ended. For all of these reasons, it is critical
that DPFs are carefully assessed for climate change risks and designed to specifically support policies that
provide the right incentives to prioritize low-carbon development.*

This paper reviews recent World Bank DPFs in Indonesia totaling US$1.4 billion and aimed at infrastructure
investment and the energy sector. Indonesia is a key country in the climate change crisis. It is both highly
vulnerable to climate change impacts and its greenhouse gas emissions (GHG) per capita — already the sixth
largest globally — are growing faster than GDP per capita. Indonesia’s largest source of GHGs is deforestation.
The fastest growing and second largest GHG source is fossil fuel combustion. It is critical that the investment
incentives and governance reforms embodied in the World Bank DPF programs in Indonesia specifically prioritize
low-carbon development, including mitigation of negative pressures on forests.

Summary of Findings

The World Bank'’s recent Infrastructure Development Policy Loan (I-DPL) and current Energy DPF in Indonesia
support actions to increase private investments in infrastructure projects, including through an enhanced public-
private partnership (PPP) investment framework. Unfortunately, these DPFs do not provide the right incentives
to prioritize low-carbon development in Indonesia. Moreover, the Bank’s environmental assessment of the DPFs
was very selective, focusing largely on potentially positive climate measures and did not identify any potential
forest risks. As such, the World Bank did not adequately consider the climate change risks of DPF-supported
reforms.

The following assessment concludes that in the case of Indonesia the reviewed DPFs support an increasingly
carbon-intensive development path through:

¢ Introduction of New Fossil Fuel Subsidies - The World Bank DPFs supported many incentives for fossil
fuel development, including subsidies given to PPP projects, which in the energy sector are predominantly
coal power plants, and government contract incentives for natural gas exploration. The newly established
government guarantees for PPP projects have only gone to coal power plants. All of these DPF-supported
investment incentives contradict Indonesia’s G-20 commitment and the Bank’s pledge to phase out fossil
fuel subsidies.

¢ Unintended Boost to Coal from Energy Subsidy Reforms — The I-DPL and Energy DPF both supported
the reduction of electricity subsidies. However, climate benefits linked to associated reductions1 in GHG



emissions from potential cut backs in electricity consumption are severely diminished because savings
from reduced subsidies have been used to partially fund coal power plants and transmission lines for coal
power distribution.

Incentives for Oil and Gas Exploration — The current Energy DPF sponsors reformed fiscal terms for
contracts to promote investment in gas exploration and the development of unconventional and marginal
fields. Although the Bank only mentions gas, exploration for gas cannot be separated from oil exploration
and exploration for either contradicts the 2 degree climate goal.

Lacking Renewable Energy Support — The main thrust of the I-DPL program is the PPP investment
framework. The PPP projects offered by the GOI include four coal-fired power plants, three coal transport
railways, and one large hydropower plant. There are currently no upcoming PPP projects for solar, wind,
geothermal, small hydropower or distributive energy. In addition, although the DPFs supported a new
Geothermal Law, it did not adequately address barriers to geothermal investments, including, inter alia, an
insufficient feed-in tariff. As such, Indonesia’s vast geothermal resources remain highly under-developed.
Lastly, the DPFs did not provide any substantive support for solar, wind or distributive energy.

Weakened Governance — The World Bank notes that Indonesia is hampered by weak environmental
governance and pressures on forests from non-forestry sectors including mining, agriculture, and large
infrastructure. However, instead of using the DPFs to strengthen Indonesia’s governance, the Bank
supported measures to speed up land acquisition for large infrastructure projects and licensing for
Independent Power Producers. These reforms greatly undermine efforts to improve the governance
structures, specifically of the Minister of Environment and Forestry, so critically needed in Indonesia to
abate forest loss and climate change.

Heightened Deforestation Risks — The DPF's promotion of large-scale infrastructure projects under
the context of further weakened environmental governance is dangerous. Many of the upcoming
infrastructure projects, including PPP projects, involve drivers of deforestation in Indonesia, such as coal
mining linked to new coal power plants, roads, coal railways, and gas pipelines, especially given much of
this development is targeted for the forest-rich regions of Sumatera and Kalimantan.







Indonesia and Climate Change

Indonesia is a key country in the struggle against climate change. Indonesia is highly vulnerable to climate
change impacts. It is a country of over 13,000 islands making it exceptionally vulnerable to sea-level rise. It is
also highly dependent on the agriculture sector, which faces increasing and variable threats from climate change.
At the same time, Indonesia’s greenhouse gas (GHG) emissions are globally significant and rapidly increasing.
According to data through 2011, Indonesia is the sixth largest GHG emitter in the world in terms of total emissions
and per capita emissions.” It emits more per capita emissions than China or Brazil with only Canada, US, Russia,
Japan and the EU emitting more per capita. GHG emissions per capita are growing faster than GDP per capita.?
This signifies that Indonesia is on an increasingly carbon-intensive development path.

Indonesia’s forests are of paramount importance to the climate. The largest source of Indonesian GHG
emissions stem from land use change and forestry (LUCF) — mainly the cutting and burning of tropical forests
and peat lands — accounting for 62 percent of Indonesia’s emissions in 2011 or 945 MtCO, (million metric tons).?
When being cleared, Indonesia’s forests are a significant global source of GHGs. Indonesia has the third largest
extent of tropical forests in the world, after Brazil and the Democratic Republic of Congo.'® Indonesia’s forests are
home to some 50-60 million Indonesians and many forest-dependent communities. The protection of its forests
is vital to shielding Indonesia from climate impacts such as flooding and soil erosion and also vital to combating
global climate change as a significant carbon sink. According to the Food and Agriculture Organization (FAO),
Indonesia’s forests are estimated to store 9.39 billion metric tons of carbon or more than the US emits annually.™

Unfortunately, Indonesia has the highest rate of forest loss in the world,’> making it also the world’s largest
GHG emitter from deforestation. In 2012, the annual loss of primary rain forest in Indonesia (840,000 ha) was
much higher than in Brazil (460,000 ha).”* This is a consequence of a many factors, including poor governance.
Indonesia’s forest management suffers from: overlapping or unclear regulations, lack of technical capabilities,
unclear land tenure, and lack of transparency and public participation.™

There are inconsistencies and contradictions across legal frameworks, including those regulating: forestry,
agriculture, mining, finance, and infrastructure. As a result, land that is officially state forest lands have been
allocated for large development activities, including oil palm plantations, mining and infrastructure.”™ At present,
the Minister of Forestry has no authority to impose administrative sanctions for violations in state forests if
permits were issued within another sector, such as mining or estate crops.’® These drivers of deforestation are
exacerbated by Indonesia’s unclear land tenure system.

Indonesia has pledged to reduce its emissions from land use change and forestry by 26% by 2020." In order
to mitigate negative pressures on forests and achieve meaningful low-carbon development, it is vital to
strengthen Indonesia’s forest governance, both inside and outside the forestry sector, and support the
promotion of secure tenure rights for forest-dependent communities.

Even when emissions associated with LUCF are excluded, Indonesia is still the eighth top GHG emitter in the
world based on 2011 data. Emissions from the energy sector, the second largest source in Indonesia (over
25 percent), are rapidly growing. From 1994 to 2004, Indonesia’s emissions per capita from fossil fuels grew
faster than China’s and India’s.”® Unfortunately, Indonesia’s energy sector development plans out to 2024 rely
predominantly on coal. If this plan goes forward, by 2025 Indonesia’s GHG emissions from fossil fuels are set to
surpass current emissions from LUCF (based on 800 MtCO, annually).™

Based on World Bank data, Indonesia’s CO, emissions in 2011 stood at 2.3 metric tons (t) per capita.®® This already
exceeds the level of 2 tCO, per capita associated with keeping the global average temperature rise to less than
2°C.*»" Moreover, the World Bank data for per capita CO, emissions only include emissions from burning fossil
fuels and cement production. If Indonesia’s emissions from LUCF, i.e., deforestation, are included, Indonesia’s per
capita emissions would be approximately 5.5 tCO,.>> Moreover, even if Indonesia meets its goal to reduce LUCF
emissions by 26%, given its carbon intensive energy sector development plans, emissions from fossil fuel burning
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and LUCF would still come in at approximately 1,408 MtCO, or 4.9 tCO, per capita in 2025.22

Clearly, Indonesia’s current energy sector development plans are not a low-carbon path and are not consistent
with keeping global temperature rise below 2 degrees.

Lastly, Indonesia is a member of the G-20 or Group of 20 major economies of the world. In 2009, G-20 countries
committed to phase out fossil fuel subsidies in an effort to specifically address climate change and boost
investment in clean energy sources.?* Thus, given the World Bank’s own commitment to reduce fossil fuel
subsidies and the fact that Indonesia is a G-20 country, the Bank must ensure that no DPF-supported
measures introduce subsidies to fossil fuels.

World Bank Development Policy Finance in Indonesia

In the last decade, the World Bank has had a significant amount of DPF operations in Indonesia. According to
the World Bank website no less than 20 DPFs totaling more than $8.8 billion. Several of these operations have
climate change significant reform measures, including a recent Infrastructure DPF series, a 2010 Climate Change
DPF (see Box 2 below) and a current Energy DPF.

Infrastructure DPFs

From 2007 to 2011, the World Bank provided four Infrastructure Development Policy Loans (I-DPL) equaling
$850 million to support the Government of Indonesia’s (GOI) infrastructure master plan out to 2022. The I-DPL
series focused on, inter alia, electricity and roads; an investment framework for public-private partnerships
(PPP); land acquisition reforms; and energy subsidy reforms. Even though this I-DPL formal program has
ended, the I-DPL reforms continue to be the driving force behind current infrastructure investments in Indonesia.
Furthermore, the investments facilitated by these reforms largely determine the type of infrastructure Indonesia
will be utilizing for the next 20 to 50 years. This is especially significant for the carbon intensity of energy
investments — a targeted sector of the World Bank I-DPL program.

World Bank I-DPL program documents do not provide a cohesive picture of the specific government actions
triggered by the I-DPL operation, and lack important detail about social and environmental implications. In order
to understand exactly what these operations are supporting and the climate risks of these DPF operations, as well
as many other social and environmental risks, it is critical to understand:

1. Indonesia’s PPP investment framework;
2. Infrastructure projects planned by the Government of Indonesia; and
3. Land acquisition reforms in the context of weak governance.

PPP Investment Framework and Fossil Fuel Subsidies

According to the World Bank — “by definition there is always a public component to a PPP.”> The form that this
component takes depends on the country and the project and can range from direct financial support, to in-kind
support (such as provision of land), and to more indirect or contingent support (such as through government
guarantees). However, no matter what form the support takes, it costs the government or costs public money.
In other words, by definition PPP projects are subsidized projects. This is an important context to understand
with regards to the World Bank's pledge to get incentives right for the low carbon transition and to reduce fossil
fuel subsidies.

Indonesia’s PPP investment framework, backed by the I-DPL, includes a wide range of government support. Some
of the specific PPP investment incentives and subsidies that are part of Indonesia’s PPP framework include: project
preparation costs; land acquisition costs (in the tens to hundreds of millions US$ per project); VAT tax exemptions;
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import duty exemptions; income tax rate reductions; land tax exemptions; and building tax exemptions. These
subsidies apply to PPP power projects whether fossil fuel-based or renewable. As a member of the G-20,
the introduction of new fossil fuel subsidies directly contradicts Indonesia’s 2009 G-20 commitment to phase out
fossil fuel subsidies.®®

In addition, as part of the PPP investment framework, the |-DPL established the Indonesia Infrastructure Guarantee
Fund (IIGF).?” The IIGF was created to provide government guarantees, which are subsidies according to the
OECD, to infrastructure PPP projects.?® These government guarantees can be granted to both fossil fuel and
renewable energy projects. However, the only energy sector projects
The World Bank's |-DPL | to receive or still under consideration for lIGF guarantees are four coal
power plants and one large hydropower project (see Table 1). In fact,
program and current DPF the World Bank Group led the promotion of the first IGF guarantee of
energy program have not |  $30 million to the 2,000 MW Central Java Coal Power Plant (see Box 1
resulted in any renewable below). Three additional coal power plants are still under consideration
energy projects receiving fqr [IGF guarantees, including South Sumatera 9 — Mine Mouth Coal
Fired Power Plant (2 X 600 MW), South Sumatera 10 — Mine Mouth
IGF guarantees. Coal Fired Power Plant (600 MW), and the Tebo-Jambi Mine Mouth
Coal Plant (2 x 400 MW).

Subsequent to the I-DPL support, the World Bank also provided a direct loan of $30 million to the IIGF. As of
September 2016, the World Bank’s I-DPL program and current DPF energy program have not resulted in any
renewable energy projects receiving lIGF guarantees and have not displaced any coal projects from receiving this
World Bank-introduced subsidy.

Infrastructure Projects of the Government of Indonesia

Two infrastructure sectors specifically targeted by the World Bank I-DPL program included electricity and
transportation. In order for the World Bank to understand its potential social and environmental impacts of
its policy lending operation, it needs to start by assessing the government planned infrastructure projects in
these two sectors. With regards to electricity, over 60 percent of the GOI’s priority electricity projects of
its infrastructure master plan are coal power plants.?® Thus, higher government expenditure on electricity
infrastructure, which was specifically mandated and enabled by the World Bank I-DPL funds, contributed to
the development of coal projects.®*® Some of the coal power plants are projects of the Indonesian state power
company (or PLN) making them direct recipients of the higher GOI infrastructure expenditures.

Moreover, as Table 1 shows, the PPP projects offered by the GOI include four coal-fired power plants, three
coal transport railways (one dedicated to coal and two with multi-freight) and one large hydropower plant.
Given large hydropower projects in tropical regions often result in forest loss and are threatened by climate
change related fluctuations in water availability, there are no climate-smart renewable energy PPP projects on
offer. These PPP project plans were known by the World Bank before the initial I-DPL operation and during the
subsequent release of additional |-DPL funds.

Indonesia is already the world's largest exporter of coal.®' Indonesia’s coal resources are located in Sumatera
(57%), and Kalimantan (43%).32 The PPP coal railway projects in these two regions will accelerate both Indonesia’s
domestic utilization of coal and export of coal. Increasing Indonesian coal exports drives further coal plant
expansion across Asia, specifically in India and Vietnam, which are large importers of Indonesian coal. Of further
concern is the fact that many coal mining operations are established in conservation areas or protection forests.*
At least one estimate puts 8.6 million hectares of forest at risk from coal mining or almost nine per cent of
Indonesia’s total forest cover.**

From 2003 to 2009, there were 2,047 coal mining concessions in Kalimantan.?® In East Kalimantan coal concessions
cover an area of 3.1 million ha. The area of concessions in Kutai Kartanegara District alone is 1.2 million ha, or
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more than half of the district’s area of 2 million ha. In South Kalimantan, coal mining operations have encroached
on the Meratus Mountain Range Protection Forest. Of 299 mining concessions in the Meratus Protection Forest,
only one has a state forest lease-use permit from the Ministry of Forestry.3® At present, the Minister of Forestry
has no authority to impose sanctions for violations in state forests if permits were issued for another sector, such
as mining.*’

In addition, the I-DPL targeted increased government expenditure on roads.® When taking place in forest-rich
regions, large-scale road projects often open up previously less accessible forests to expanded deforestation.
Table 1 indicates that there are large-scale PPP road projects planned in Sumatera and Kalimantan that could
potentially lead to expanded deforestation in those forest-rich regions (see Box 2). This should have caused
concern for the World Bank I-DPL program especially given the Bank itself notes the weak capacity of the GOl in
managing the protection of its forests.*

Table 1. Energy, Road* and Railway PPP Projects

Project Name | Description | Cost (USS) | Status
Tendered Projects

Financial closure June 2016,

Central Java Coal Fired 2,000 MW coal-fired power plant in Batang, > $4 billion under construction. expected
Power Plant Central Java (see Box 1) 2020. 1IGF & MoF g'uargntee
Puruk Cahu-Bangkuang Coal | Dedicated coal transportation system in Central $2 - 3 billion Contract signed January 2014,
Railway Kalimantan expected 2017

Medan-Kuala Namu-Tebing 62 km toll road in Sumatera — known as Highway $475 million Under construction. Expected
Tinggi Toll Road Trans Sumatera 2017

South Sumatera 9 Mine 1,200 MW coal-fired power plant in South IIGF & MoF guarantee. Current
Mouth Coal Fired Power Sumatera — known as Mulut Tambang power $2 billion status is unclear. Expected
Plant station 2020.

South Sumatera 10 Mine IGF & MoF guarantee.

Mouth Coal Fired Power 600 MW coal-fired power plant in South Sumatera Current status is unclear

Plant ’

Expected 2021.
Kayu Agung-Palembang- 112 km toll road in South Sumatera Concessions agreement,
Betung Toll Road October 2015, expected 2018
Offered Projects
Double track railway for coal, palm oil and rubber
from Muara Enim to the special economic zone $3 billion Offered
(SEZ) of Tanjung Api-Api, South Sumatera
Prospective Projects
450 MW Karama Hydro Power Plant in West
Sulawesi

Tanjung Enim — Tanjung Api-
Api Railway

Government guarantee
pending, unclear status
Permits pending, PLN

800 MW coal-fired power plant in Jambi $832 million | purchase agreement pending,

Karama Hydro Power Plant $1.3 billion

Tebo Mine Mouth Coal-fired

Power Plant .
IIGF guarantee pending
Balikpapan-Samarinda Toll 100 km toll road in East Kalimantan — known as $1.2 billion IIGF guarantee pending, pre-
Road the Trans Kalimantan Highway ) feasibility
Manado-Bitung Toll Road Toll road in North Sulawesi $133 million | Unclear status
South Sumatera Monorail Railway in South Sumatera $550 million | Unclear status
Batam Railway Railway on Riau Island $217 million | Unclear status
Pu!au Baai-Muara Enim Railway for coal, other freight and passengers, $3 billion Unclear status
Railway South Sumatera
Batu Ampar-Muka Kuning- Toll road on Riau Island $157 million | Unclear status

Hang nadim Toll Road

Source: Public Private Partnerships: Infrastructure Projects Plan in Indonesia 2015. Republic of Indonesia, Ministry of National Development
Planning, Jakarta.

*Note: The table does not include road PPP projects in Java and Bali. Although these regions are not considered to be forest-rich regions,
the projects may also pose potential forest cover loss.



Land Acquisition Reforms in the
Context of Weak Governance

The I-DPL series included land acquisition
reforms with the aim to expedite the
process and clear the way for large
infrastructure projects.* The GOIl's new
2012 land acquisition law, which was guided
by the I-DPL, eliminated bureaucratic
barriers and stipulated stricter timetables
(e.g., no longer than 2 years in total and
court decisions within 30 days for contested
compensation cases) to accelerate the
land-acquisition process. It also provided a
more transparent compensation framework
for land owners*' In general, the new
law can force people to sell their land for
“public” infrastructure projects, including
PPP projects, with “fair” compensation.

News reports indicate coal power plants
and road projects were some of the first
projects to utilize the new law.# Local
communities surrounding the Central Java
Coal Power Plant PPP project contend the
new law was used to force land owners
off their land to make way for the highly
contested coal project (see Box 1).

As previously explained, Indonesia’s
alarming deforestation rate is exacerbated
and facilitated by uncertain land tenure;
conflicting legal frameworks; and the loss of
customary communities’ land rights. Given
this context, it is dangerous for the World
Bank to suppor expediting land acquisition
for large infrastructure projects as it further
undermines forestry governance and
communities’ land rights.

In 2012, following deadly conflicts in
Mesuji and Bima between farmers and
oil palm and mining companies, a newly
formed alliance of rural Indonesians and
supporting NGOs called for an end to “the
expropriation of people’s rights over land,
forest, mining, fishing areas, indigenous’
and villages' area and territory, all for the
mere benefit of investors.” Among their
demands was the revocation of laws that
facilitate land grabbing, including the Land
Acquisition Law.



Furthermore, the “fair” land compensation framework is inadequate in addressing land tenure issues for
local communities and forest-dependent communities; and does nothing to strengthen the protection of
forests or resolve conflicting legal frameworks. A study covering forestry sector conflicts from 1997 to 2003
in Indonesia found that although compensation payments helped to resolve conflict to the extent that they
eased communities’ anger, such compensation failed to resolve the root cause of conflict, which is the loss of
communities’ and/or customary communities’ land rights.*

2015 Energy Development Policy Finance

Incentives for Natural Gas

Currently, the World Bank has an active Energy DPF for $500 million in Indonesia that was approved December
2015.>> This DPF has prior actions, triggers and targeted outcomes aimed at increasing investment in
natural gas, including upstream operations of exploration. One indicative trigger is that the GOl adopts
“revised fiscal terms for production sharing contracts to increase investment into the upstream/midstream [gas
operations], including incentives for developing marginal fields and unconventional resources”.>® Unconventional
resources typically include deep water reserves and the use of hydraulic fracturing or fracking to extract oil or
natural gas from deep underground. The specific “incentives” are unclear, but government-based incentives can
often be a form of subsidy, e.g., contract terms that provide reduced taxation or royalty rates.

This DPF reform greatly Providing incentives for gas exploration is in direct conflict

undermines efforts to improve the with the 2 degree goal. Scientists have determined that at
P least two-thirds of the world’s current, proven reserves of oil,

governance structures critically gas, and coal must not be burned if we are to avoid raising
needed in Indonesia to abate | global temperatures above 2 degrees Celsius. Thus, any

forest loss and climate change incentives for fossil fuel exploration are directly incompatible
" | with preventing the worst impacts of climate change.

The DPF also includes a trigger that requires the GOI to introduce regulations that incentivize accelerated
investment in gas processing and transportation, e.g., pipelines.’” All such projects would potentially be
linked to significant increased GHG emissions from associated end use burning of gas and potentially significant
deforestation in the Indonesian context.

Although the World Bank only mentions natural gas as a target of the improved energy investment conditions, the
letter from the GOI to the World Bank regarding the DPF and GOI progress on improved investment conditions
speaks of a new law aimed at both oil and gas investments.®® The Energy-DPF’s required prior action includes
adoption of the Ministry of Energy and Mineral Resources Regulation 15/2015, which is a time-bound
process for managing expiring production sharing contracts for both oil and gas.

Licensing Reform undermines Environmental Governance — The Energy DPF expedites the licensing
procedure for Independent Power Producers (IPPs). One of the DPF's prior actions stipulates that the Minister
of Environment and Forestry relinquishes the licensing authority for setting up IPP projects to the Indonesia
Investment Coordinating Board, whose mandate is to increase investments not protect the environment or
manage the forests. This weakening of environmental governance surrounding IPPs is especially concerning
because the Government of Indonesia’s IPP development plan calls for coal to generate 60% of the targeted 18
GW of new IPP-supplied power in the next 5 years.>

Rather than using the DPF to address past failures to strengthen environmental and forest governance in
Indonesia, the Bank promoted measures to further weaken it. By taking the licensing authority for IPPs away from
the Ministry of Environment and Forestry, this DPF reform greatly undermines efforts to improve the governance
structures critically needed in Indonesia to abate forest loss and climate change.



Energy Subsidy Reforms — Both the Infrastructure DPL series and the Energy DPF supported electricity tariff
reforms, which reduce consumer subsidies and potentially reduce consumption of electricity largely generated
from fossil fuels. The World Bank I-DPL program worked to reduce energy price subsidies with the aim of
“generating additional budgetary savings and improving the financial footing of the energy sector”.®® In 2010,
the GOI applied an electricity tariff increase, ranging from no increase for the low income users to 18 percent for
the higher use categories.

The Energy DPF continued further reduction of electricity subsidies, including prior actions requiring regulations
to phase out electricity subsidies for large- and medium-sized industrial, business and residential consumers.®'
As such, in June 2014 electricity tariffs of six electricity customer categories in Indonesia started to increase
gradually to reflect the decrease in subsidy from the government.

Although a well-targeted reduction of energy price subsidies is welcome, these improvements are
undermined and diminished from a climate stance by the I-DPL and Energy DPFs’ sponsored increases in
investor subsidies for coal and gas as described above. Furthermore, it is reported that the government
savings from cuts in electricity subsidies will partially fund new coal power plants and new high voltage
direct current power lines to transport the coal-based electricity from Sumatera to Java and Bali.®

Support for Renewable Energy — Indonesia is located at the convergence of several tectonic plates in Southeast
Asia, giving it significant geothermal potential, although most of its potential reserves remain unexplored.®
Indonesia’s vast geothermal resources stand at an estimated generation capacity of 29 GW of power —representing
40 percent of the world’s geothermal reserves.®

Both the Infrastructure-DPL and the Energy-DPF had measures The Bank notes Indonesia’s
supporting adoption and revisions to the GOI's new Geothermal Law . .

to help encourage geothermal investments. While the new Geothermal potentially significant

Law does reduce some obstacles to geothermal investments, it is short solar resources, but does
on concrete incentivesI forlinve_stment. In additié)n, the DPE; targeted nothing to specifically
outcomes are general policy improvements and not specific targets

on gigawatts of geothermal generation, unlike the Energy DPF's result support development of
indicator of an increase in domestic “gas supply of a minimum of 125 these solar resources or
million cubic feet per day by end-2016."% Thus, targeted geothermal | other renewables outside
outcomes are significantly weaker than DPF-targeted outcomes ofgeothermal.

for natural gas.

The DPFs’ support for geothermal development has been inadequate.®” Thus, Indonesia’s geothermal capacity is
still largely untouched with only 1.3 GW so far developed or around 5% of its potential (see also Table 2).% This
is primarily the result of a number of outstanding challenges that remain unresolved, particularly with respect to
the feed-in tariff policy (covered by the new Geothermal Law), which many investors consider unattractive in view
of the high capital requirements needed to develop a geothermal project in Indonesia.®® This factor alone may
hinder the GOI's target to add 4,815 MW of geothermal electricity generation by 2020.7

The DPFs are also notable in their lacking support for other renewables, such as solar, wind and distributive
technologies, which are most needed to expand the poor’s access to energy. Even as the World Bank notes that
the GOI's low-carbon legal framework still has many gaps, the only current Energy-DPF measure related to other
renewables is a trigger that requires the GOI to “review performance of existing schemes promoting market-based
mechanisms for development of renewable energy”. The Bank notes Indonesia’s potentially significant solar
resources, but does nothing to specifically support development of these solar resources or other renewables
outside of geothermal.

The development of geothermal resources is essential to assisting Indonesia towards a lower carbon development
path as geothermal power can directly displace coal as a base load power source. As such, the World Bank
should be assisting Indonesia to ensure that all potential geothermal power projects and other renewables

10



are developed before locking Indonesia into 16+ GW of coal power for the next 40 years.

Even though geothermal is a low-carbon energy source and great for climate change mitigation, it is important
to note that geothermal projects can be associated with negative outcomes such as unfair land acquisition
and environmental damage (e.g. deforestation and sulfur gas emissions). As for any infrastructure project, such

impacts must be carefully and appropriately resolved.

Indonesia’s Electricity Generation Fuel Mix — Table 2 provides Indonesia’s electricity generation fuel mix at
the beginning of the Infrastructure DPL program (2008), a few years after the end of the I-DPL program and
at the beginning of the Energy-DPF (2014) and the planned outcome for 2022. Since the first I-DPL program,
Indonesia’s fuel mix has become significantly more carbon intensive. The overall share of renewables did not
grow at all. Since the Bank's I-DPL ended, as of 2014, coal’s share in installed generation capacity has grown from
35% to 47.5 percent while geothermal is only at 4.4 percent.”

Table 2. Indonesia’s Electricity Generation Fuel Mix"

20087> 20147 expected 202274
Coal 35% 47.5% 65.6%
Natural gas 17% 29.2% 16.6%
Qil 36% 12.3% 1.7%
Renewables 12%
Hydropower 6.5% 5.1%
Geothermal 4.4% 11%

*Figures exclude captive power generation, which is dominated by diesel and coal in Indonesia.

Even if the GOI is able to overcome its
barriers to geothermal development and
meet its targets, Indonesia will remain
overly reliant on carbon intensive energy,
i.e, 86% fossil fuels. The GOI's current
electricity infrastructure plan through
2024 continues the country’'s move
toward greater reliance on coal with plans
to have over 60 percent of the 70 GW of
the planned new power generation to be
coal-fired with the remaining 40 percent
evenly split between gas and renewables
(hydropower and geothermal).”

As explained above, even if Indonesia
meets its goal to reduce LUCF emissions
by 26%, given its carbon intensive energy
sector development plans, emissions from
fossil fuel burning and LUCF alone would
still be 4.9 tCO, per capita in 2025.° Such
high emissions are not consistent with
keeping global temperature rise below
2 degrees. Instead of recognizing this
threat and addressing GOI’s subsidies
for coal investments (many of which
were introduced by the previous I-DPL),
the current Energy-DPF supports
further incentives for oil and gas

exploration.
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Climate Change Risk Assessment

The World Bank’s environmental review for both DPFs recognize that the energy infrastructure plan supported
by the DPFs posed potential significant negative environmental impacts, including increased emissions of GHGs.
However, both DPFs came to the conclusion that overall the measures supported by the World Bank’s DPF
would result in net positive environmental impacts. In both cases, the Bank’s environmental reviews appear to
be selectively considering the potential policy outcomes and using inappropriate baselines to conclude overall
positive results.

For example, in the case of the Infrastructure DPL, the Bank’s environmental review focused mainly on
electricity tariff reforms and did not consider the impacts from increased government expenditures,
guarantees or tax incentives supporting coal projects — and thus concluded the operation overall would
have positive environmental outcomes. Moreover, the Bank did not recognize the risk that government savings
from the electricity subsidy reforms would be used to fund coal plants. Thus, instead of the Bank's assumed
positive environmental impacts, the DPF-supported subsidy reforms are linked to negative environmental
impacts, especially with regards to climate change.

In addition, the I-DPL stated it would address the potential for increased GHGs by strengthening the government'’s
capacity to conduct environmental impact assessments (EIAs). However, increased EIA capacity does not address
the potential for a significant increase in GHG emissions associated with supporting a coal intensive infrastructure
plan. Strong EIA capacities in the US and Europe have very little role, if any, in these countries’ measures to reduce
GHGs. Even so, the Bank also did not include any
indicative triggers or targeted outcomes of the DPL
related to improved EIA capacity. Triggers that may
have had a positive EIA-climate change link could
have included requiring coal, oil and gas exploration
operations to obtain an approved EIA (or AMDAL as
they are called in Indonesia). Currently, EIA’s are not

Box 3. Importance of Robust Risk Assessment: Previous
DPF Reforms and Deforestation

It is important for the Bank to better understand and assess
the cumulative impacts of its DPFs as reforms may drive
development trends for many years after the Bank formal
DPF program has ended. For example, World Bank policy

lending in Indonesia a decade ago promoted reforms to
increase investment in palm oil. Bank-required reforms
included, inter alia, the removal of restrictions on foreign
investment in oil palm plantations.’ These reforms
contributed to Indonesia’s significant increase in palm oil
investments over the last decade — ultimately becoming
the world’s largest producer and exporter of palm oil. To
this day, some of these oil palm investment incentives still
remain in place and Indonesia continues to increase its
acreage of oil palm plantations.

Even though the World Bank has supported measures
aimed at improving government capacity to manage and
protect forests, Indonesia remains significantly weak
on this front. As such, palm oil investments have been
one of the main drivers of deforestation and forest fires
in Indonesia. Greenpeace research found that palm oil
production was the single biggest cause of deforestation in
Indonesia between 2009 and 2011, accounting for about
a quarter of all forest loss over that period.®* World Bank
DPLs need to address the root causes of climate change,
including investment incentives supported by previous
World Bank DPLs.

required in Indonesia for exploration activities, even
in protected forest areas.”

Continuing the selective approach, the current
Energy DPF's environmental review provided an
estimate of GHG emissions linked to DPF reforms
but only included estimates for prior actions and
not for any of the DPF's triggers going forward,
which include: contract incentives for oil and gas
exploration; development of marginal gas fields and
unconventional resources; and investmentincentives
for gas production and pipelines. In addition, the
DPF's review concludes there could be a potential
reduction in GHGs compared to a business as usual
baseline. However, the baseline appears to be
assuming future power generation is fully based
on coal resources and thus any gas generation is
considered a reduction in GHGs. Furthermore,
the DPL states it “does not anticipate reducing
the GOI planned coal generation”. Instead the
DPL will “reduce the risk of an even greater
share from coal.” This is not an ambitious low-
carbon outcome. Even if Bank support for natural
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gas did end up displacing some coal, this would still leave Indonesia significantly exceeding the 2 degree goal
(see Indonesia and Climate Change section above).

Lastly, the Bank did not assess any potential deforestation risks of the DPFs. Given the context of Indonesia
having the highest deforestation rate in the world and containing the third largest tropical forest cover critical
to climate change mitigation, for the World Bank to be dismissive of any forest risks linked to support for
large infrastructure growth, specifically targeting forest-rich Sumatera and Kalimantan, is inexcusable. At least
in the case of the planned large-scale road projects, expansion of coal mining linked to new power plants, and
incentives for gas pipelines, significant deforestation is a risk in Indonesia that the World Bank should have
considered, assessed and at the very least included measures to improve governance aimed at protecting forests
and forest-dependent communities. As explained above, such measures would need to specifically address
drivers of deforestation outside of the forestry sector, such as mining, transport (roads, rails, and pipelines), and
agriculture (see Box 3).

Main Findings

The Indonesian case demonstrates how critical it is to get the investment and other economic incentives right
to foster low-carbon development. Unfortunately, the World Bank did not get the incentives right for Indonesia

The World Bank's Infrastructure and Energy DPLs in Indonesia supported both low-carbon and carbon-intensive
incentives. Unfortunately, given Indonesia’s already existing high GHG emissions rate such a strategy will result
in significantly exceeding 2 degrees of warming. In addition to there being no room in the carbon budget for
exploring and adding to already proven fossil fuel reserves, 27 leading climate and energy scientists have stated
that “There is no room in the remaining carbon budget for building new unabated coal power plants, even highly
efficient ones, given their long lifetimes.8? Thus, the World Bank’s DPF operations in Indonesia needed to provide
adequate incentives that would allow low-carbon options to displace investments in coal power. However, instead
of adequate incentives for low-carbon options the Bank supported new subsidies to coal.

Moreover, the Bank's environmental assessment of the DPFs was very selective, focusing largely on potentially
positive climate measures and did not identify any potential forest risks. As such, the World Bank did not
adequately consider the climate change risks of DPF-supported reforms.

The following assessment concludes that in the case of Indonesia the reviewed DPFs support an increasingly
carbon-intensive development path through:

¢ Introduction of New Fossil Fuel Subsidies - The World Bank DPFs supported many incentives for fossil
fuel development, including subsidies given to PPP projects, which in the energy sector are predominantly
coal power plants, and government contract incentives for natural gas exploration. The newly established
government guarantees for PPP projects have only gone to coal power plants. All of these DPF-supported
investment incentives contradict Indonesia’s G-20 commitment and the Bank’s pledge to phase out fossil
fuel subsidies.

¢ Unintended Boost to Coal from Energy Subsidy Reforms — The I-DPL and Energy DPF both supported
the reduction of electricity subsidies. However, climate benefits linked to associated reductions in GHG
emissions from potential cut backs in electricity consumption are severely diminished because savings
from reduced subsidies have been used to partially fund coal power plants and transmission lines for coal
power distribution.
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¢ Incentives for Oil and Gas Exploration — The current Energy DPF sponsors reformed fiscal terms for
contracts to promote investment in gas exploration and the development of unconventional and marginal
fields. Although the Bank only mentions gas, exploration for gas cannot be separated from oil exploration
and exploration for either contradicts the 2 degree climate goal.

e Lacking Renewable Energy Support — The main thrust of the I-DPL program is the PPP investment
framework. The PPP projects offered by the GOI include four coal-fired power plants, three coal transport
railways, and one large hydropower plant. There are currently no upcoming PPP projects for solar, wind,
geothermal, small hydropower or distributive energy. In addition, although the DPFs supported a new
Geothermal Law, it did not adequately address barriers to geothermal investments, including, inter alia, an
insufficient feed-in tariff. As such, Indonesia’s vast geothermal resources remain highly under-developed.
Lastly, the DPFs did not provide any substantive support for solar, wind or distributive energy.

e Weakened Governance — The World Bank notes that Indonesia is hampered by weak environmental
governance and pressures on forests from non-forestry sectors including mining, agriculture, and large
infrastructure. However, instead of using the DPFs to strengthen Indonesia’s governance, the Bank
supported measures to speed up land acquisition for large infrastructure projects and licensing for
Independent Power Producers. These reforms greatly undermine efforts to improve the governance
structures, specifically of the Minister of Environment and Forestry, so critically needed in Indonesia to
abate forest loss and climate change.

¢ Heightened Deforestation Risks — The DPF's promotion of large-scale infrastructure projects under
the context of further weakened environmental governance is dangerous. Many of the upcoming
infrastructure projects, including PPP projects, involve drivers of deforestation in Indonesia, such as coal
mining linked to new coal power plants, roads, coal railways, and gas pipelines, especially given much of
this development is targeted for the forest-rich regions of Sumatera and Kalimantan.

Recommendations

World Bank development policy loans represent a crucial opportunity to re-orient countries onto a low-carbon
development path and better protect climate vulnerable poor communities. As such, the Bank must heed its
own advice on confronting climate change by providing the right incentives for a clear pathway to low-carbon
development. To this end, the World Bank should adopt:

1.

Robust Climate Change Assessment for DPFs — Does it pass the 2 degree test? The Indonesian case
demonstrates how critical it is to fully assess and adequately address the climate risks associated with
reforms contained in Development Policy Finance. Such operations reach far beyond the impacts of project
investments and yet they are not adequately assessed by any Bank operational policy. The Bank should revise
Operational Policy 8.60 on Development Policy Lending to ensure adequate assessment and mitigation of
climate risks, including risks to forests.®

Overall, the DPF operation must be assessed against the World Bank’s commitment to the globally-agreed
goal of limiting temperature rise to 2°C. Thus, does the DPF operation support policy reforms that put the
country on a 2 degree development path (based on 2 t/CO, emissions per capita) by 2030? This does not
mean simply supporting renewable energy but also limiting/reducing fossil fuels to the necessary country
level to not exceed 2 degrees warming.

To begin, a DPF climate risk assessment needs to include an assessment of:

« All DPF policy and institutional reforms and all corresponding measures and incentives (not just a selected
sub-set) embodied within a new policy or institution.

14



« How DPF reforms will change the overall carbon-intensity direction of targeted sectors, including current
government sector medium-term strategies. Do they pass the 2 degree test?

« The government’s planned projects associated with the DPF operation: carbon intensive vs. low carbon
projects; and projects involving both direct and indirect drivers of deforestation.

« The risks embodied by policy/institutional reforms that are not explicitly part of the DPF-specified reforms
but took place leading up to the DPF and/or have shared objective(s), such as promoting infrastructure
investment or expediting land acquisition.

«  Whether the DPF reforms will enhance or undermine the governance capacity of key ministries regarding
social and environmental safeguards, including forest protection.

« Whether any DPF changes to land acquisition or investment laws will weaken or strengthen the land
tenure and forest resource security of forest-dependent peoples.

«  Whether the DPF will strengthen or weaken the implementation of laws relating to forest protection,
including international commitments regarding forest conservation.

2. Improved DPF Transparency - It is very difficult to understand the specific reforms and government actions
supported by the World Bank’s DPF operations, especially if one only reads the Bank DPF program documents.
In order for community stakeholders to understand exactly what these operations are supporting and the
potential social and environmental risks of these DPF operations, the DPF program document must disclose:

- All measures contained in DPF-supported laws, policies and investment frameworks.
- All current and planned investment projects related to the DPF operation.

3. Sufficient Low-Carbon Incentives - DPFs must be specifically designed to promote incentives that prioritize
low-carbon development over carbon-intensive options. DPF operations should be assessed to determine if
all possible low-carbon alternatives have been adequately supported before any other options are considered.

In the case of Indonesia, the DPFs should have:

« Ensured the government’s planned/offered PPP infrastructure projects included adequate climate-smart
renewable energy projects (e.g., geothermal, solar, wind, small hydropower, and distributive energy) to put
the country on a 2 degree development pathway.

« Ensured the vast geothermal resources of Indonesia were receiving adequate policy support and
investment incentives. For example, the DPF should have ensured the government’s initial fund for
upstream geothermal exploration had sufficient funding to mitigate upstream risks for investors.

« Included an indicative trigger based on a targeted amount of GW from geothermal sources. The target
should be in line with the estimated 29 GW of geothermal resources. The current government target of 4.8
GW by 2024 is too low to meet the 2 degree goal.

» Ensured the DPF operation was doing every measure possible to support Indonesia’s geothermal as well
as other climate-smart renewables’ potential before any measures for fossil fuel projects are supported.

4 . Comprehensive End to Fossil Fuel Subsidies — The World Bank’s Climate Action Plan states that “the WBG
will scale up country-level support and global advocacy to “get prices right” by reducing damaging fossil fuel
subsidies...” Thus far, the World Bank has taken a limited approach to phasing out fossil fuel subsidies by
targeting largely consumer subsidies mainly through decreasing government price-support for electricity and
fuels. The Bank often does not recognize its own promotion and creation of new fossil fuel subsidies largely
to producers through support for government guarantees, infrastructure investment incentives, and Public-
Private Partnerships. Producer subsidies are the drivers of investment and, in the case of those provided to

fossil fuels, a significant barrier to low-carbon development.
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In the case of Indonesia:

« The Bank’s DPF-supported new PPP investment framework should have specified that PPP projects
involving fossil fuels were exempt from receiving any subsidies, including inter alia: government
guarantees, project preparation costs, tax refunds, and project finance.

« The DPFs' electricity tariff subsidy reforms should have specified that increased government revenue
due to cuts in electricity subsidies could only fund clean renewable energy projects or energy projects
predominantly targeted to supply energy for the poor.

. Elimination of All Measures Supporting Fossil Fuel Exploration — Scientists have determined that at least
two-thirds of the world’s current, proven reserves of oil, gas, and coal must not be burned if we are to avoid
raising global temperatures above 2 degrees Celsius — the globally agreed limit. Thus, any DPF measures
supporting fossil fuel exploration are directly incompatible with preventing the worst impacts of climate
change. It is worth noting that the Asian Development Bank specifically excludes finance for oil and gas
exploration.

. Comprehensive Primary Forest Protection — The World Bank Group's Climate Action Plan, together with
the new Forest Action Plan FY16-FY20, specifically states that “the WBG aims to support clients to promote
growth that does not come at the expense of their natural forests...” As such, the World Bank must ensure ex-
ante DPF assessment of potential risks and impacts of land use change, including direct and indirect impacts
to forests. Any DPF reform measures that support project investments that could cause significant adverse
impacts to primary forest or critical habitat, and the peoples that depend upon them, should not go forward.

In the case of Indonesia, the PPP projects that will benefit from the Bank-sponsored PPP investment framework
are likely to have negative impacts on the forests and forest peoples in Indonesia. Amidst ongoing concerns
that Indonesia’s environmental oversight is being undermined by efforts to shore up private investment, this
missed opportunity to support the GOI in strengthening its protections for forests and forest-dependent
communities is of paramount significance.

. Strengthened Governance - DPF Reforms Must Not Undermine Governance. To achieve successful low-
carbon development, DPFs need to ensure that countries have adequate governance capacity to develop,
implement and enforce proper regulations and incentives (including GHG emissions limits, carbon taxes, and
forest protection) to transition the country onto a low-carbon development path. The World Bank specifically
needs to ensure that DPFs do not introduce policy reforms that undermine such governance. Policy reforms
to strengthen and protect indigenous peoples’ and communities’ security of tenure of forests should be
prioritized as proven strategies to protect forests and combat climate change®:.

In the case of Indonesia, strengthened governance is essential to avoiding forest loss. According to the UN's
REDD program, drivers of deforestation that are outside of the forestry sector must be addressed outside of
the forestry sector. We must address the politics, legal frameworks and economic incentives of the drivers in
other sectors.® As such, the DPFs should have:

« Strengthened laws prohibiting the conversion of primary forests on state land to get rid of exemptions for
mining and energy projects.

« Eliminated contradictions stemming from regulations in other sectors that allow permits for mining,
agriculture, exploration, transport and other infrastructure projects in state forest land.

« Not supported land acquisition laws that expedite the process and weakens local communities’ land rights

« Notsupported IPP licensing reform that takes permitting authority away from the Minister of Environmental
and Forestry and gives it to the Indonesia Investment Coordinating Board. Such a reform undermines the
World Bank’s own efforts to improve the environmental impact assessment of infrastructure projects in
Indonesia.
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