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1. Key development issues and rationale for Bank involvement

Irrigation has been a critical instrument used by the Government over the last several decades to enhance food security, improve agricultural productivity, and alleviate rural poverty.  Public irrigation has been the responsibility of the National Irrigation Administration (NIA), a government-owned-and-controlled corporation (GOCC).  NIA has constructed and managed a service area of 690,000 ha in 192 National Irrigation Systems (NISs), which constitute over 50% of the irrigation service area in the country.  In addition, the country has close to 40% (about half million ha) of its total irrigation service area under Communal Irrigation Systems (CISs), which are very small (average 70 ha).  NIA owns the NISs on behalf of the Government. Irrigators’ Associations (IAs) manages the CISs and acquire ownership of CIS after they repay the construction loans.  The remaining roughly 10% of the area is under pump-lift irrigation systems that are owned and managed by private individuals and companies.  

Major issues in the management of existing irrigated areas are low irrigated cropping intensity and low yields.  About half a million ha in the existing service area is not irrigated, due to system deterioration due to inadequate O&M and lack of routine rehabilitation, and improper management of available irrigation water due to technical and institutional deficiencies.

(i) Issues Relating to NISs.  The main reasons why these deficiencies have been addressed only partially are (a) inadequate funding, (b) NIA’s institutional deficiencies, and (c) its financial inability to manage the NIS effectively.  NIA is expected to provide for O&M and routine rehabilitation of NISs from its own resources, while the Government budgetary allocation (currently about Peso 4 billion annually) is for construction of new systems or major improvement.  In reality, NIA’s income from irrigation service fee (ISF) has been inadequate to meet its staff salary and other operating costs, let alone proper O&M of infrastructure.  The gap between NIA’s income and expenditure has been met through indirect government subsidies.  If these subsidies were excluded from the total NIA income (Peso 1.44 and 1.56 billion in 2002 and 2003, respectively), NIA would have had a deficit (Peso 342 and 291 million respectively) even excluding depreciation and bad debts.  NIA’s financial difficulties result in its inability to reduce its costs in line with its income.  Personnel costs of Peso 1.2 billion in 2003 consumed 77% of the total NIA income.

(ii)  Issues Relating to CIS.  The management of the CISs appears to more problematic than that of the NISs.  Lack of a sustainable funding mechanism for rehabilitation from the Government of the Philippines (GOP) and local government units (LGU) resources and lack of incentives for IAs to repay the CIS loans are major factors.  The 1991 Local Government Code (LGC) devolved the responsibility for CISs from NIA to LGUs, but this has not resolved the problem, and left a vacuum in the management of CISs.  LGUs have neither the financial resources nor technical capacity (and in some cases political will) to deal with the CIS.  The CIS issues are intertwined with institutional and sector reform issues of NIA.  The Presidential Decree (PD) 552 of 1974 requires the CIS loan repayments to be remitted to a communal irrigation development fund.  This fund was never created.  The resolution of this critical issue could potentially provide the CISs with a sustainable source of long-term funding.

GoP commitment.  The 1997 Agriculture and Fisheries Modernization Act (AFMA) mandated NIA to gradually transfer O&M responsibility for secondary and below canals of the NISs to the IAs.  Under two recent Bank-supported projects, the Second Irrigation Operations Support Project (IOSP II) and the Water Resources Development Project (WRDP), and two ADB-supported projects, the Government has started to address the issue of  irrigation management transfer (IMT) in a few NISs.  Moreover, the need to address NIA’s financial problems has become a focus of government attention.  The GOP made specific request, during 2004 and 2005 programming discussions with the Bank, for inclusion in PIDP a component of NIA staff incentive package, and for PIDP to be a long term sector program.  Political support at the highest level is now strong.  On October 4, 2004, the President of the Philippines signed an Executive Order (EO-366), aimed at rationalization of the functions and agencies of all executive branches.  On May 11, 2005, the EO and its implementing rules and regulations (IRRs) became effective.  All government departments and GOCCs (including NIA), have to prepare a rationalization plan (RP) to start the above rationalization process.  NIA has formed a Task Force in March 2005 and a change-management team in June 2005, consisting of NIA senior managers and representatives of all departments, to prepare the RP.  

Rationale for Bank Involvement.  The Bank, over the past decade has been pursuing a four-step strategy in the irrigation sector: (a) shifting from irrigation expansion to rehabilitation, and introducing new technologies in water control; (b) greater attention to O&M through IMT and IA capacity building; (c) introducing new cost recovery policies, and establishing self-sustaining systems for O&M; and (d) reducing and eliminating direct and indirect subsidies to NIA and restructuring NIA.  The Bank, through its previous loans (IOSP-II and ongoing WRDP), has implemented (a) and (b), and introduced (c). The technical model for irrigation system improvement and the institutional and financial models of IMT have been implemented since 1998 under these projects with reasonable success. Areas under IMT now cover 95,000 ha (14% of all NIS). A recent survey assessment on IMT performance has shown encouraging results of these strategic steps.  The Bank has been dialoguing with NIA, DA and oversight agencies over several years along these lines, and a consensus has been reached on PIDP.  This was reflected in the strong support from the GOP oversight agencies for the PIDP concept during both 2004 and 2005 country programming discussions.  PIDP would support GoP in implementing the program of institutional reform in the irrigation sector.  Since the Bank has taken a leading role in the irrigation reform program and in discussions with GOP and other donors over the last several years, the Bank is well positioned in leading the reform agenda.  The potential value-added of Bank support for PIDP is considered high.  PIDP is included in the Country Assistance Strategy (CAS) for 2006-08, approved on May 17, 2005.  Specifically, it would support two key CAS pillars (CAS Annex B9-10)—improving governance and service delivery, and promoting rural development.  

As for lending instrument: The need to support NIA with a long term sector reform program, with implementation of a phased NIA rationalization plan, and its field operation restructuring prompted the GOP to propose for an APL.   NIA has an extensive field operation network. Although IAs have a long history in the Philippines, IMT, as required by the 1997 AFM Act, has been a recent undertaking for both farmers and NIA. A programmatic approach would suit the required support for the phased capacity building of IAs, and phased withdrawal of NIA field staff at lower system levels (following AFMA), both which take time. APL allows the rationalization program to be structured in a manner such that support for investments is tied to performance on the RP implementation. During the March 2005 Programming discussions with the Bank, the GOP confirmed its earlier request that PIDP be included in the Bank’s lending pipeline for 2006-08 and requested that the lending instrument be an APL. A sector investment and maintenance loan (SIM) was considered but discarded given that NIA is a GOCC, partly financed from its internally generated corporate resources for staff and O&M costs, and partly by GOP budget for investment costs, which are almost entirely earmarked for specific donor and locally-funded projects, leaving no room for PIDP to alter the composition of investment.  Recognizing that budget issues are critical for the government, we will retain the principle that the project should not result in an additional call for budget from GOP. NIA should operate within its agreed budget envelope with GOP. 

2. Proposed objective(s)

While contributing to the broad government’s goals of rural poverty alleviation, increased agricultural productivity, and enhanced food security, the APL/project has two specific development objectives: (a) improve O&M and routine rehabilitation of irrigation systems; and (b) improve the operational efficiency of existing NISs and narrow the gap between their service area and the actual irrigated area.  The objectives would be achieved through sector restructuring, principally, through rationalization of NIA to improve its financial situation and delivery of irrigation services, IMT to water users in NISs, establishment of funds for the management of NISs and CISs, reform of the cost recovery system, and investments in NIS improvement and modernization.   At the end of the APL, it is envisaged that NIA would reduce its direct operational and management responsibility from 690,000 ha of NIS to main infrastructure and main canals only (in line with AFMA), with reduced staff following the rationalization plan. The APL will have three slices of the development program, each with agreed milestones both in institutional reform and in service delivery, before starting the next APL.  It is expected to complete the implementation of the RP and cover a majority of the 192 NISs.  Among the benefits, the project would have a favourable impact on the national government budget in the medium-to-long term since irrigation rehabilitation would be increasingly financed through funds generated by water users.
3. Preliminary description

Around US$30 million of loan amount for each APL phase has been tentatively agreed with GOP.  This excludes funding for incentive packages, which are yet to be worked out and may be included in the Public Expenditure Rationalization Loan (PERL), which the Bank is preparing with GOP and would include the separation packages for all participating agencies.  APL1, which would be implemented for four years, would have two components: (i) establish sustainable financial and institutional mechanisms for improved O&M and routine rehabilitation, and (ii) rehabilitate and modernize irrigation systems but linking to the progress in Component 1. 

       Component 1: Irrigation Sector Restructuring

(a) NIA Rationalization and Efficiency Improvement.  This sub-component would be critical for meeting the project’s first objective as its successful implementation would help generate the needed surplus of NIA’s income over expenditures.  The strategy would be to implement a phased reduction of NIA staffing, concurrently with IMT (subcomponent (b), and improvement of NISs (Component 2).  The number of staff reduction would be known after the NIA rationalization plan is completed.  The new role of NIA would be to withdraw from direct management of all NISs to management of head-works and main canals of large NISs, and enhance its technical back-stopping and institutional support functions to farmers.  Guidelines would be established for medium-term public investment planning of NIA so as to increase the effectiveness of public expenditures.  A performance-based system and computerized MIS would be established at NIA, linking to expansion of actual irrigated area and efficient water delivery service, as opposed to the current fee-collection based only incentive.  

(b) Implementation of IMT.  APL1 would provide institutional and financial support for implementing IMT on close to one-third of the NIS.  This would consist of complete management (or maybe asset) transfer in smaller NIS and management transfer of secondary canals in large NISs.  A M&E system to monitor transferred systems would be set up.  To improve the prospects of sustainability of IMT, the project would set up a financial mechanism as in (c).

(c) Establishment of NIMF and Mandatory Reserves.  A National Irrigation System Management Fund (NIMF) would be set up once NIA rationalization is underway.  The Fund would capture savings generated through NIA expenditure reductions.  The Fund would be for routine rehabilitation and emergency repairs of NISs.  In parallel with the NIMF, a policy of mandatory reserve build-up by the IAs from their own ISF income would be followed to ensure availability of funds to IAs for emergency repairs of their lateral/system.  A Reform of Cost Recovery program would include initiation of lending and loan recovery under NIMF for post-IMT physical rehabilitation works, expansion of volumetric pricing for irrigation water, and implementation of system-specific rental or ISF payments.

(d) Establishment of CIDF.  A Communal Irrigation Development Fund (CIDF) would be set up as an autonomous entity governed by Presidential Decree 552, with amortization and equity payments from the CISs flowing into the Fund.  CIDF would provide a sustainable long-term funding mechanism for rehabilitation and emergency repair of CISs.  Donor and GOP funds for CISs are also envisaged to be channeled through the Fund in the future.  Management of the Fund will be vested on a Fund Management Office, which would consist of representatives from major stakeholders such as LGUs, IAs, NIA and DA. Institutional strengthening would be provided to improve the oversight capacity of the LGUs and the management capacity of the IAs. 
     Component 2: Participatory Improvement and Modernization of NISs.  This sub-component (the bulk of investment costs) would include improvement of canal conveyance capacity; construction or improvement of structures for better water level and flow control, for measurement of water deliveries, and for improving equity in water distribution; drainage water re-use; benchmarking of system performance; and conjunctive use of surface and groundwater where applicable.  About 10-12 NISs are envisaged for inclusion in APL1, as well as completion of improvements of 40 some NISs that were partially included in IOSP II and WRDP.
4. Safeguard policies that might apply

The National Irrigation Administration, which is the project’s implementing agency, has an Environmental Unit (EU) and has shown good implementation capacity as regards safeguard compliance to World Bank-funded projects, such as IOSP II and WRDP. These projects have undertaken safeguard capacity building for EU and NIA. With more involvement of IAs in NISs resulting from IMT, there may be a need to build the capacity of IAs to manage the systems in an environmentally and socially sustainable manner. 

On the regulatory side, the Borrower through its Department of Environment and Natural Resources (DENR), has the environmental policies, technical staff and independent environmental assessment (EA) review committee that look after the environmental and social issues and compliance of any project that is within the purview of the Philippine EA system.  
5. Tentative financing

	Source:
	($m.)

	BORROWER
	8

	INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT
	30

	
Total
	38


6. Contact point

Contact: Mei Xie
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Tel: 001-202-458-8851

Fax: 001-202-473-2733
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Location: Washington DC, USA (IBRD)
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