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Abstract: Indonesia introduced fiscal desentralisation wtiencentral government enacted Law
No. 25/1999 on fiscal balance between the centmabgiment and the local governments. This
law was later revised as Law No. 33/2004 and iselyidknown as the ‘new direction of fiscal
relationship’ which guides the intergovernmentabficial relationship between central and local
government in Indonesia (Brojonegoro & Asanuma,®uharyo, 2009). According to the law,
local governments have two major sources of revenadinance their expenditures: own-source
revenues and intergovernmental transfers. Own-sowegenues are revenues raised by local
governments from their local sources, consistawés, levies, proceeds from the management of
regional assets set aside for the purpose, and sthece of revenues. While intergovernmental
transfers consist of Revenue Sharing from nanesdurces and taxes, General Allocation Funds
(Dana Alokasi Umum, or DAU), and Specific Allocatid-unds (Dana Alokasi Khusus, DAK).
The fiscal desentralisation law established priesipon the intergovernmental financial
relationship between central government and loaategnments, which take the forms of
devolution, deconcentration, and co-administratbbmasks. Through those forms, most authority
and responsibility of the central government wasotleed to local governments, including the
financial responsibility over the provision of pithjoods and services at local levels.

This study examines the arguments in favor of tmpaict of fiscal desentralisation on the

economic development at local levels through thiglipdinancing capacity. The methodological

approach was qualitative and quantitative modes@fiiry. The analysis on the fiscal budget

includes the revenues and expenditures assignmémts,trends on the local government

expenditures, revenue desentralisation and fingnaapacity, as well as the roles of

intergovernmental transfers within the local buddéis study was undertaken upon the economic
arguments on fiscal desentralisation to increaseré¢lrenues or fiscal autonomy of sub-national
governments (Falleti, 2005) and provides autonomyjotal governments in the provision and

financing of public goods (Brueckner, 2008). Fisdaicentralisation exists when sub-national
governments have powers given to them by the datista or by legislation, to raise taxes and/or
carry out spending activities within clearly estsisbd legal criteria (Tanzi, 2000). This study

therefore seeks to examine whether fiscal desésdtian in Indonesia increases the financing
capacity of local governments, thus promoting le@@inomic development.

The results from this study demonstrate that trectpre of desentralisation in Indonesia has
shown that various reforms have affected the jpalithnd administrative system in Indonesia and
also the arrangements of authority and financiapoasibility between the central government,
and the local governments (province and distrigt)ciUnder desentralisation policy, the central
government gives authority in most areas of gowerado local governments. It is however, the
central government that retains responsibility foational planning, control on national

development, intergovernmental fiscal arrangemetiie, state administration and economic
institutions system, training and human resourcemmerment, utilization of natural resources,
strategic high level technology, conservation, aational standardization. Such arrangements
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have changed the mechanism of accountability ansentral and local governments in Indonesia.
Fiscal data analysis performed for provinces, idistrand cities in Indonesia indicate that most
local governments are still highly dependent onfibgal transfers from the national governments
in performing their public financing functions. Asich, the sustainability of local development
can be achieved in the long run.

Keywords. Governments, decentralization, fiscal, transfer

Introduction

decentralisation. The first was Law No. 25/199%ienal balance between the central government laedotcal

governments. This law was later revised as Law382004 and is widely known as the ‘new directiaich
guides the intergovernmental financial relationdiépween central and local government in Indon@iajonegoro
& Asanuma, 2003; Suharyo, 2009). According to thg,llocal governments have two major sources dcdraes to
finance their expenditures: own-source revenues iatergovernmental transfers. Own-source revenues a
revenues raised by local governments from theiall@ources, consists of taxes, levies, proceeds filve
management of regional assets set aside for th@opey and other source of revenues. While intergovental
transfers consist of Revenue Sharing from natgsburces and taxes, General Allocation Fuiiné Alokasi
Umum or DAU), and Specific Allocation Fund®éna Alokasi KhusysDAK). The fiscal decentralisation law
established principles on the intergovernmentahrfoial relationship between central government &odl
governments, which take the forms of devolutiomgatkeentration, and co-administration of tasks. Tigtothose
forms, most authority of the central government degolved to local governments. Devolution of auitiydo local
governments has altered the structure of revendegpenditure of local governments.

I ndonesia introduced decentralisation policy in 1988en the central government enacted two laws on

The Conceptualisation of Fiscal Decentralisation

The literature on fiscal decentralisation is clgsedlated to fiscal federalisf{Bardhan, 2002, p.187) and it is a
subfield of public finance (Oates, 1999, p.1120heTkey issues in the fiscal federalism literature the
responsibilities and the fiscal instruments betwéevels of government that address which functiamsl
instruments are best to decentralise and whiclbese placed in the higher level of government. theo words, it
arranges how expenditures and revenues are akbeatess different levels of the administrationkdy issue in
fiscal federalism is the arrangement of intergowsgntal fiscal structures to improve the functionafghe public
sector (Oates, 2008). In particular, it focuseshow fiscal decentralisation affects fiscal stabiliaccountability,
public sector efficiency, democracy, governmentlitpysand economic growth. According to the fiséatleralism
literature, fiscal decentralisation can increadeciehcy and accountability in resource allocatiomhe two basic
arguments are: (i) local governments are betteitippsd geographically to provide public goods tleam central
governments. Local governments can thus be mopomneg/e to local preferences and needs; and éggure from
inter-jurisdictional competition may motivate locgbvernments to be more innovative and accountgblieir
residents. Inter-jurisdictional competition reféessituations where local governments compete e#bh other to
attract (or retain) residents and capital to theirsdictions. If residents can choose among aelangmber of
districts, they would tend to favor districts thpabduce higher quality public services for a givecal tax liability
or have a lower local tax liability for a given Ehof quality (Oates, 1972).

The literature on fiscal decentralisation can heéddid into three categories (Cheikbossian, 200Bg first category
was pioneered by Tiebout (1956); it suggests thatation of public resources would be efficiensifch services
are provided (and paid for) by the governmentsamrsible for those resources. This view is basetherfollowing
assumptions: (i) given that tastes and willingnespay differ for geographical, cultural and higtat reasons,
demand for local public services varies acrosstiooa (howeverlocal preferencesre reasonably homogeneous).
If these assumptions are valid, the central prowisdf local public goods (if it tends to be uniformeross the
country), isunlikely to please anybody; and (ii) decentralisation waekllt in every local government providiag
different bundleof local public services, each such service bureflecting local preferences.

In its pure form, Tiebout's argument implies thablility of voters is sufficient to ensure efficieatlocation of
public resources. In Tiebout's analysis, taxpayaove in order to avoid higher taxes and to advanthgmselves

The termdederalismanddecentralisatiorare used synonymously in this study.
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through inter-jurisdictional competition, therehniting the excessive taxing power of governmertssuming
people are mobile, therefore, competition for mekpleople should match bundles of public goods tiaecis’
preferenced.Tiebout claimed that in a system with many jursidins, competition among local jurisdictions would
ensure efficiency in the production of local pubtjoods and also in the distribution of total potola over
communities. Tiebout’'s theory on fiscal federalisiao focuses on the economic efficiency of inteegamental
relationships. In his theory, Tiebout provided aplanation of the advantages of distributing poweethe lowest
level of government. By distributing some functidosthe lower government levels, for example thevizion of
public services, the degree of efficiency in tHedadtion of resources would increase. Over the teng, efficiency
gains from the local delivery of public servicesulblead to faster local, as well as national, emoic growth
(Oates, 1972). Local provision might also be a wmyeduce the free-rider problehby inducing people to reveal
their preferences for public expenditure. Here pteoeveal the strength of their taste for publigtpvided goods
through their choice of jurisdiction in which teé.

The second strand of the literature on fiscal deabisation focuses on inter-jurisdictional spileavtheory? also
known as spillover effectsThis theory is constructed based on the view riatte resources should be allocated to
regions that undertake public expendithemefiting residents of other regioasd not only their own residents. This
is with particular regard to the provision of pubsiervices. If travel costs are low, public goords rmon-excludable
where residents can obtain utility from the pulgands provided in their own municipality as well fesm those
supplied in neighboring municipalities. Consequerdll residents of that municipality are able tmsume the full
benefits of the public goods provision because tbagnot be excluded from the benefits. Thus, ifreéhare
spillovers from local public goods provision, remitis of one municipality may migrate outside theimicipality
and enjoy the services provided elsewhere. A kagtpo spillovers literature suggests that spillobenefits that
may occur from fiscal decentralisation can be aadewhen lower-level jurisdictions of governmentsere
cooperation among one another in providing publiods and services. Such cooperation is importaatvoid free
riding in the provision of public services. Therthibranch of the literature focuses on the conadpliscal
equalisation. Fiscal equalisation involves a systenaddressing fiscal disparities and seeks optpower-sharing
between central and local governments. It refershto transfer of money from central governmentdotal
governments (Brilliantes & Tiu Sonco I, 2007) aaichs to reduce the incentives for migration fromatieely poor
regions to relatively rich regions (Buchanan, 2081,1). Addressing fiscal equalisation in Indongkiafmanet al.
(2006) pointed out that the need for fiscal eqadilis is based on the fact that only the richedt-rsational
governments will typically have enough revenuefwitme reasonable level of revenue effort to fieabasic set
of expenditure responsibilities/needs.

Argumentsfor Fiscal Decentralisation

The widely-known arguments for fiscal decentral@atare: (1) economic efficiency because local goveents are
better positioned than national governments tovdelpublic services given their information advaetathis is
known agthe preference-matching argumeahnd (2) population mobility and competition amdagal governments
for delivery of public services will ensure the gtahg of preferences of local communities and lamaternments
(Oates; 1972; Tiebout, 1956, as cited in Davoodiau, 1998, p.244). Further, Tiebout and Oates @éiithe basic
economic argument on fiscal decentralisation i@ tstrands.First, decentralisation will increase economic
efficiency because local governments are in betsitions than the national government to delivdlic services
because of the information advantage. As a releaih) governments are more capable than centrargovents in
getting the information on local preferences aneldse(Faguet, 2001%econd population mobility and competition
among local governments for delivery of public se#s will ensure the matching of preferences ofaloc
communities and local governments. This matchingreferences may improve allocative efficiency hseapublic
services provided by the local government will beitér matched to the preferences of the resideintbiose
localities (Lockwood, 2006).

In addition to these arguments, de Mello (2004,74). suggested broader arguments for fiscal dealesdtion
which include not only the economic benefit effeofdiscal decentralisation, but others includiragial benefits

2 In the literature, this is known as the preferemzgching argument.

% Free-riding may occur when consumers can takeradge of public goods without contributing suffitily to
their creation (Musgrave & Musgrave, 1980, p.57).

* See Oates (1999) for further discussion.

® In economic literature, spillover effects may ats® called as externalities (for example, Jaffajt€nberg, &
Fogarty, 2000).
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and public sector activities such as:

« fiscal decentralisation enables sub-national gawemts to take account of local differences in
culture, environment, endowment of natural resajraad economic and social institutions;

< information on local preferences and needs canxb@ated more cheaply and accurately by local
governments, which are closer to the people andehemore identified with local causes;

e bringing expenditure assignments closer to revesoerces can enhance accountability and
transparency in government actions;

« fiscal decentralisation can help promote streamdjrpublic sector activities and the development of
local democratic traditions;

« shortening the ‘informational distance’ between titeviders and recipients of public goods and
services can reduce information costs and boosigpsictor efficiency in service delivery; and

« by promoting allocative efficiency, fiscal deceflisation can influence macroeconomic governance,
promote local growth and poverty alleviation difkgets well as through spillovers.

Pillars of Fiscal Decentralisation

Literature on fiscal federalism suggests two messwf fiscal decentralisation: (1) the share ofeexjiture and
revenue collection between sub-national governmantsthe central government; and (2) the percentageib-
national revenue and central government transfEhgse measurements are arranged as four pillafssaHl
decentralisation: (a) expenditure assignment; €bgmnue assignment; (c) intergovernmental transéard;(4) sub-
national borrowing.

Figure 1. Pillars of fiscal decentralisation

v v v v

Pillar 1 Pillar 2 Pillar 3 Pillar 4
Expenditure Revenue Intergovernmental transfers Sub-national Borrowing
Assignment Assignment and grants

Expenditure Assignment and its Principles

A key challenge in fiscal decentralisation is howv design optimal expenditure assignments amongsevk
government. In this context, expenditure assignnmaans how spending should be spread among levels o
government, or what expenditures should be retaiethe central government, and what expenditunesild be
transferred to sub-national levels of governmertiat\is clear in the literature is that the assigmnoé expenditure
responsibility should precede revenue autonomytjquaarly taxing power. This is because the diuisiof taxing
power, besides being based on principles of taigmsent, should be determined by the requiremehtifierent
spending agencies. Decentralisation of tax powerseth on expenditure responsibilities is desiredhsb sub-
national governments do not have to rely exclugiwel intergovernmental transfers to finance thapenditures.
The linking of revenue and expenditure decisionsaer levels of government is considered importarpreserve
the incentive to provide public services in a oeffective manner (Shah, 1994). Sidik (2007, pp.19@) provided
two different approaches in expenditure assignmethts ’expenditure-led’ approach, and the ‘revelad®-
approach. Under the first approach, functions ast designated as the clear responsibility of onanother level
of government on a mutually exclusive basis. Theigiation is based on objective criteria such asdigree of
local impact of the function in question, considierss of policy and administrative uniformity, geaktechnical
and managerial capacity, the existence of spatidriealities or spillovers associated with the timt, and of
economies of scale, among other considerations.

® While it is noted that sub-national governmentrbaing is one of the pillars of fiscal decentralien, this
subject, however, is not discussed in detail is gtudy. For the purpose of this study, discussiotine pillars of
fiscal decentralisation was only made for the otteee pillars. Sub-national borrowing was not uled in the
discussion since local governments in Indonesianatooften utilise sub-national borrowing to filldal revenue
shortfalls. More importantly, Law No. 33/2004 doest allow local governments to directly use subiersl
borrowing from foreign sources.
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Thus, public functions such as primary educational general hospitals and refuse collection winddssigned to
local governments as having primarily local impactgd being within management capacities at that;epecialist
secondary schools, regional specialist hospitald,raver and water resource management might bgressto the
provincial level, given their substantial interregal impacts; religious affairs and justice woulel ieserved as
central functions, requiring policy uniformity, agiven their nationwide impacts. In any case, dheeassignment
of functions is agreed, revenue-source allocatlmetsveen levels, and among regional governmentsict kevel,
are then tailored accordingly. In contrast to tkpemditure-led approach, under the revenue-ledoagpr; public
revenue resources are first allocated in a geneagl between levels of government essentially asrésalt of a
political bargain struck between centralist andaeglist power interests. Political trade-offs atdmongly influence
the allocation of resources among regional govermsnat each level, as reflected in the systemsntar-i
governmental transfers. In the subsequent assignofidanctions, while consideration of the prin@plmentioned
above in connection with the expenditure-led apghmoare still relevant, regional fiscal capacitiesciime a
prominent consideration. While a general schemeéHhferallocation of functions between levels maydrenulated,
fiscal capacity disparities between individual e may well mean that not all places can finahe& designated
functions, leading to direct higher-level governmniaterventions in services provision.

Revenue Assignment

In theory, fiscal decentralisation would bring suditional government closer to societies, thus It & more
responsive to societies’ preferences regarding tijyaand quality of public goods and services. Teeamnthese
objectives, it is important for local governmenthave the authority and responsibility to finankeitt own local
services (Sidik, 2007). However, to determine whikes are best suited for different levels of gomeents is not
easy considering efficiency and equity. Broadly adqireg, the principles of revenue assignments (jaees
developed based on Musgrave (1959) and MusgravéMasdrave (1989) who offered a comprehensive thebry
the state and public finance. According to Musgrahwere are three fiscal functions of governmemaviaing
public goods and services (resource allocatiomljstebuting income in order to ensure income disiion (income
redistribution), and stabilising economic acti\stimn order to reduce business cycle fluctuationacfimeconomic
stabilisation). Musgrave’s idea is known as ‘thfaactions of government activities’ that can be duse guide
revenue assignments across government levels. diogoto Musgrave, central governments must be resple
for income redistribution and macroeconomic stabtlbn, whereas resource allocation could be asdigo all
levels of government.

Therefore, several taxes should be assigned teahial government as they can be used to sectineitmome
redistribution and macroeconomic stabilization la¢ tational level. These taxes include personatstaxith
progressive rates and corporate income, taxesatkatuitable for purposes of stabilization polagd all tax bases
which are distributed highly unequally among sutisictions. In exercising those functions, Musgrauggests
that revenue assignment should be transferred-¢e fevels of government: central level, regioeakls, and local
levels! At sub-national levels, Oates (1972, 1996) adeéxksax arrangements which should be assigned $o thi
level. According to Oates, middle and especiallydolevels of government should tax those basestwimive low
inter-jurisdictional-mobility because high Interigdictional-mobility tax bases make taxation diffit for sub-
national governments. Musgrave and Oates’s vielasyeg have been criticised. Their assumptions,raegis and
conclusions, which assume that lower levels of gawent are unconcerned with income redistributien i
questioned. In practice, local governments in memyntries are really concerned with income redistion, for
instance in education and health care sectors;leral governments in fact make little use of bentdixes.
Musgrave and Oates’s views have also been criticsgece their approach takes only the three usmatrgmental
levels into account (central, regional and lockd)many countries, the geographical area coverechéyy locally-
provided (public) goods and services do not alweg®cide with the borders of jurisdictions (Birdafflon,
Jeanrenaud & Kirchgassner, 2003).

I ntergovernmental Transfers and Grants

As noted earlier, a significant feature of decdistation is the transfer of responsibility over fisection of public
services delivery to the local government. Transfesuch responsibility has to be accompanied wihsfer of
revenue to the lower levels of governments to lerittge gap between spending and revenues of these llevels of

" Musgrave’s opinion in this issue is known as‘meltel finance’.
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government (de Mello, 2000). The arrangement oémere transfers among the levels of government roevk as
intergovernmental fiscal transfers (Brilliantes &uTSonco II, 2007), which aims to compensate fatigal fiscal

imbalances and to offset horizontal fiscal dispesitamong government tiers (Musgrave, 1959; Odt832).

Transfer of revenues is crucial, particularly irveleping and in transition countries (Rodden, Eakdl& Litvack,

2003). In such countries, even though decentrdisdtas assigned revenue autonomy to local govertsnthey
are still dependent on central government fundimgerforming their public responsibility; in mangses, financial
resources from national to sub-national levelsafegnment are still the major source of sub-natioe@enues. In
similar vein, Shah (2007) indicated that intergoveental transfer and grants finance are about 608akenational
expenditures in developing countries and transidoanomies and about a third of such expenditureaeémber
countries of the OECD. Hofman and Guerra (n.d) sssx whether there is a systemic relation betwisealf
disparities and disparities in service deliveryigatbrs. To examine their hypothesis, Hofman aneér@uused a
simple regression approach to test the impact péeditures per capita on social outcome indicatwiaiding the

Human Development Index (HDI), persons per hosjiéals, life expectancy, and literacy rates in s&ast Asia
countries, including China, Indonesia and Vietnaime estimation showed that most countries in téieidy have a
modest significant correlation between social iathies and sub-national expenditures.

The literature suggests various objectives forrgaeernmental transfeEirst, intergovernmental transfer aims to
redistribute income in order to correct fiscal inavees that exist when fiscal capacity does notméiscal need.
Fiscal capacity refers to the potential abilitylo€al governments to fund their public functiongagbd upon a
standardised basket of public goods and serviaesh their own revenue sources (Richard & Taras@)42
(Martinez-Vazquez & Boex, 1997), whilst fiscal need expenditure need, is the amount that wouldehavbe
spent on residents to provide services at par With national average (Yilmaz, Hoo, Nagowski, Ruelgen
Tannenwald, 2006). Thus, fiscal capacity is revenapacity relative to a locality’'s expenditure neé&iscal
imbalances can be divided into two types: (1) weettimbalances; and (2) horizontal imbalances. ivalrt
imbalances refer to a situation where sub-natigoakrnment is financially dependent upon natior@alegnment
revenues to support their expenditures (Bouton,s@asé& Verardi, 2008; Bahl & Wallace, 2007). Vedlic
imbalance occurs when sub-national government reg&do not match their expenditure responsibiliti@sntral
governments usually offset vertical imbalancesriapgferring a portion of their tax revenues to lggavernment.
Such transfer is important to avoid poor provisidmpublic services occurring because of verticdbatances (Fiva,
2006). Horizontal imbalances indicate that reveoajgacity and expenditure needs vary among locatrgovents
where some local governments can fund expenditunee reasily than others (Brilliantes & Tiu Sonco 2007).
Therefore, different sub-national governments afférént regions may face different cost and demaresdsures as
they attempt to meet their assigned expenditurporesbilities. Where central government can mitgeértical
imbalances by transferring its own funds to localvegrnments, transfer mechanisms to address hoaizont
imbalances are often more complicated than thodeeasing vertical imbalances.

The second objective of intergovernmental transisrgolitical benefit. Intergovernmental transfers local

government are provided to support local governmenachieve development objectives that directlgnpote

economic growth and efficiency in resource allamatsuch as providing more public goods and serwdeish

provide spillover benefits to residents of othexaar In addition, local governments are also eragmd to promote
equal opportunity and quality in the provision afofic services, even for the poorest regions. Onynwcasions,
transfers from the national level are used to enthat national priorities will be met in all subtional government
jurisdictions (Bahl, Boex & Martinez-Vazquez, 2004DB, 2003, as cited in Brilliantes & Tiu Sonco 2007,

pp-104-105).

Intergovernmental transfers fall into two broadegatries, namelygeneral-purpose transfemnd specific-purpose
transfer§ (Shah, 2007, p.2).

8n Indonesia, General-purpose Transfers is cdllada Alokasi UmuniDAU), whereas Specific-purpose Transfers
is known adDana Alokasi KhusufDAK).
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Figure 2. Basic taxonomy of intergover nmental transfer

[ Transfers ]

v v
[ General-Purpose Transfers] Selective-Purpose Transfers ]
|
v v
[ Non-matching] [ Matching ]
Open-ended
Closed

Source: Own figure

General-purpose Transfers (GPTs)

GPTs, also known as general grants or unconditigreaits, refer to a set of funds transferred fremtr@l to lower
governments without any conditions set on the dgbetransfers. Thus, local governments can aeGPTs for
any expenditure programs according to need. Usuadlgdated by law, GPTs are provided as all-purposiget
support; they are termed block transfers when tsegrovide broad support in the general area ofrmitlonal
expenditures while allowing recipients discretionallocating the funds among specific uses. Thécksm of this
transfer is to preserve local autonomy and enhamee-jurisdictional equity. Many empirical studishow that
GPTs are used to achieve vertical balance amongnggOnce central government has transferred mtmeayocal
government, it will shift the local government betidine on some public goods (for example, spending
education and health). In Figure 3, it is showrshifting the initial budget line of local governmgiB) upward
and to the right by the amount of the grant (AC=B&¥ating a new budget line (CD). Since the transén only
be spent on any combination of public goods orisesv(for example, health and education), or usgutdvide tax
relief to residents, thus the transfer does natcafprices of health relative to prices of educafrice effect, but
only creates the higher spending of local goverrtneenthese public services (income effect) as egid by the
new budget liné. It tends tothe flypaper effectShah, 2007). The flypaper effect occurs when tbeign of
transfers retained for greater local spending tead=sxceed local government’s own revenue, or pfiitical and
bureaucratic reasons, transfers to local govermsrtend to result in more local spending than wdwdde occurred
had the funds been transferred directly to locsidents (i.e., bypassing local government). It shdve increase of
expenditures is higher when financed by genergbgee transfers than by financing through the logaliown
resources (Aragon & Gayoso, 2005).

Next page

? In this contextjncome effectefers to such situations where transfers fronhérigevels of government are used to
subsidize public goods or services. Subsidies egetlservices give the community more resourcese sdrwhich
may go to acquire more of the assisted service.
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Figure 3. Effect of unconditional non-matching grant

Spending orHealth

B
Spending on Education

Source: Adapted from Shah (1994), as cited in $2@a7, p.3)

Specific-purpose Transfers (SPTs)

SPTs are conditional transfers, designated foregifp public expenditure program. They are intehtte provide
incentives for government to undertake specifigprms or mandatory activities. These transferscafyi specify
the type of expenditures that can be financed (Hyased conditionality). They may also require iatteent of
certain results in service delivery (output-basedditionality). Therefore, specific-purpose tramsfare often used
to ensure minimum standards in the provision oflipujpods and services. Specific-purpose transfarsbe seen
as two kindsmatching transferandnon-matching transfers.

Matching Transfers

In this scheme, local government as recipient égaiired to spend some of its own funds on the pufpiods or
services for which the transfer is provided, theref this transfer is also called a cost-sharinggg@am. The
transfers provide an additional amount of fundiagguch goods or services to match the amount gedvby the
local government. Such transfers can be open-efmdelimit on matching funds) and closed-ended. €lfesds are
assistance funding in nature; they are requirdzktepent for specific purposes. Such transfers tvaweémpacts on
the recipient: (i)price effectsand (i) income or substitution effectsBoth effects stimulate expenditures on the
subsidised public goods and services. As desciib&ijure 4, the initial budget line is AB. Thiséd indicates how
a local government allocates its money for the igion of public services (for instance in healttd &ducation).
The best combination of public spending can be sedv, where the initial budget line intersects iheifference
curve (U).

price effectsoccur when a provider of public goods receivesamiused to provide certain public goods, or put
another way, the grant creates a subsidised pgjolaci(s). Therefore, such grants have affectedptice as
between the subsidised public good and the unssbsidne.Substitution effecoccurs when transfers have
changed the relative price of certain public goodservices as compared to other goods or sentitegsommunity
acquires more subsidised goods or services froivea ¢gpudget.
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Figure 4. Effect of matching transfers

BL, f------2
BL, } oo ____23

BL,| 0™

Spending on Health
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Spending on Education

Source: Adapted from Shah (1994) as cited in Shaa«q)

At that point, the local government spent moneyhealth services as OBland education as fJWhen local
government spent 25% of the specific matching-gramt health, the budget line shifted to AC, creptnnew
equilibrium point at N (where AC crosses)UThis implies that the amount of money allocaiedhese public
services has increased and improved access taeseuwdbes, since 43+ U,.

The specific-matching grants may improve the piiovisof public goods or services, both subsidised an
unsubsidised. As specific-matching grants can leatspn certain public goods or services that ackided in the
grants, the local government now can allocate nnooeey to finance other public goods or services #éna not
included in the grant scheme. Specific-matchingntgr&aan be divided into two typespen-ended matching grants
and closed-ended matching grant®pen-ended matching grants are those where ribifinplaced on available
assistance thorough matching provisions; thereoisnaximum amount of grant funding that a commurciiyn
receive from this grant type. In this scheme, thmant of money that local government receives {geddent on
what they spend. Central government agrees to lhbtcal spending at a certain percentage. Thesetgiare well-
suited for correcting inefficiencies in the prowaisiof public goods and services arising from bersgillovers or
externalities’

By comparing the two types of matching grants,aib e seen that an open-ended matching grantléasit as
stimulative as, and sometimes more stimulative thasiosed-ended matching grant. A closed-endedhimaf grant
is equivalent to an open-ended matching grant béh@wmaximum. Beyond the maximum, a closed-endetdhimey
grant is equivalent to a lump-sum grant and is dfoge less stimulative than an open-ended matchnagt.
However, both grants increase the median votecsnre (income effect) and reduce the median votedsginal
tax-price (substitution effect). The local govermner recipient is likely to desire an open-endeatahing grant, as
this grant allows recipients to determine whichlfguéxpenditure can be financed by the grant. 8oréftipient has
more flexibility to spend the money, based on itsf@rence and priority, in the context of its lodavelopment.
Open-ended matching grants are used to compermaspifiover benefits, while closed-ended grants ased to
promote specific public expenditures.

Non-matching Transfers

This transfer does not require the government vetgithe transfers to spend any of its own fundshengood or

1 Benefit spillover, or positive externality, occumhien services provided and financed by a locakguwent also
benefit citizens of other local jurisdictions naintributing to what their citizens receive from ggllover.
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service for which the grant is provided. FigurellGsirates how the non-matching transfers affeet bcipient’s
budget. The initial budget line of a local goverminis AB given its existing budget. When the logavernment
receives non-matching transfers, it shifts the letidige upward to AC. From this point, any addiaibmoney that
is transferred to the local government will createew budget line (ACD) showing amcome effectn the local
government. When local government places a prianitya certain public service to be financed (siuchealth), the
matching grants would have impact on that servEenany as AC=0OE. Put another way, the recipieiable to
increase, for example, health service provisiomf@A’ to OA.

Figure5. Effect of conditional nhon-matching grant

Spending on Health

Spending on Education

Source: Adapted from Shah (1994) as cited in SB@@q, p.5)

In summary, matching transfers are more stimulatima® non-matching transfers of the same amourtké&non-
matching transfers that only have income effectsoimiety, matching transfers have two effectst ifjdreases total
resources available to the communitiye income effejtbut also 2) reduces the tax-price of the publiziserto
the community the substitution effegtproviding an incentive for the community to stitoge the public service,
which is now cheaper, for other public goods ardises.

The Practice of Fiscal Decentralisation in I ndonesia

As explained earlier, fiscal decentralisation haanged fiscal relationship between central govermmaed local
governments in Indonesia. Such changes impacetfenues and expenditures of local governmentsfdllwsving
parts provide the trends on fiscal decentralisatiaticators of provinces, district/city governmeimtsindonesia.
Revenue and expenditure as percentages of GhaRlistrict and city levels across Indonesia betw2001 and
2008 are shown in Figure 6. During this period,rarease in the size of district governments isatjeevident,
both in terms of total revenue size and total egjgare in all districts and cities. On average, itherease of the
revenue is about 45%, slightly higher than thedaske in the expenditure which is approximately 4@¥» 2001 to
2008. In 2001, both revenue and expenditure aseptages of GDRP was at 12.7%, this increased nwlgito
about 15% in 2002. From 2004, revenue as a pegemfhGDRP was higher than expenditure as a pexgeraf
GDRP which reached 57.9% in 2008, whilst expendias a percentage of GDRP was about 54.7% atntlee ti

The increase in the revenue of district and cityegnments during the period is largely due to geernmental
fiscal transfers or balancing furldsn total revenues. As will be discussed in thetrsexction, total balancing funds
which are transferred by the central governmendtal governments (provinces, districts and citesjounted for
about 86.8%, while revenues that were collecteanfitheir own jurisdictions, i.eown-source revenues was

12 GDRP stands for Gross Domestic Regional Product.
3The term ‘balancing funds’ are used interchangeatitih ‘intergovernmental fiscal transfers” or egsation
funds’ throughout this study.
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abysmally low accounted only about 5.5% betweenl12@dd 2008. This clearly indicates that district anity
governments are very much dependent upon the fisgafers from other tiers of government. Thedydacrease
in expenditure size of district and city governnseoainnot be claimed as an evidence of the improntrine
financing capacity because majority of district anity governments’ expenditure are funded by extkfimancial
sources.

Figure 6.Total revenues and expenditures as a per centage of GDRP in all districtg/cities (Average, 2001-2008)

_\
(" —4— Tctal cxpend:turcs az a porcentage of CDRP

== Tctal revanues as a pezcenage of CODREF
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Source: own calculations based on data from Ministi=inance.

To show the aggregate revenue as percentages oP@D&istrict and city governments based on thisgiictional
variation, the revenue of district and city is gred based on main islands in Indon¥s{@able 1). From 2001 to
2008, revenue as percentage of GDRP has increasdiddistricts and cities. As seen in the tablstritts and cities
in the eastern part of Indonesia such as Nusa Beadgarat, Nusa Tenggara Timur, Maluku, Maluku Bt&apua
and Papua Utara recorded the highest increaseainrevenue as a percentage of GDRP from abouf2h12001
to 94.1% in 2008 with an average increase abo@%&luring that period. The location of the highestenue as a
percentage of GDRP in Nusa Tenggara, Maluku and@&kgands shows that districts and cities in thels@ds are
financially very reliant on fiscal transfers frorargral and provincial government. As will be exglddater, nearly
95% of revenues of districts and cities in thodands came from balancing funds from higher govexnmis
Sulawesi, Gorontalo and Kalimantan were in nexhégy with an average total revenue as percentaG®&P of
30.2% and 29.2% in 2001-2008 respectively. Whilkeneies as a percentage of GDRP in district andsciti
Kalimantan islands were approximately 29.2% in 20008. In Jawa, Bali and Sumateralslands, the rteveize
ranged from 24.5% in 2001 to 17.2% in 2008. Basedhe spatial analysis on the revenue size of gowent
measured as total revenues as a percentage of GDdaR,be concluded that most districts and citiethe eastern
part of Indonesia have a relatively larger govemtm®mpared to other districts and cities in ofelemds.

Next page

YThe division of the islands is based on the offidigision as used by the Statistics Office of In@sia.
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Table 1.Total revenue size of district and city governmentsfor main | slands (Aver age 2001-2010, %)

Isand 2001 2002 2003 2004 2005 2006 2007 2008
Sumatera 11.7 136 168 170 161 262 446 53.45

%]

- ()

Java and Bali 85 108 127 125 119 170 290 416
Kalimantan 111 163 205 198 190 270 620 57.70
_ 3
Sulawesi and Gorontalo 143 187 211 232 241 397 446 5615
c

Nusa Tenggara, Maluku & 571 355 433 459 510 97.9 733 9418
Papua Q
Ll

Source: own calculations based on data from Mipisti=inance.

The structure of revenue for the period 2001-2G08hHown by Figure 7. In this figure, comparisontio& three
sources of revenue is shown: Own-source revenuaanding funds and other source of revenues, alh as
percentage of GDRP. Broadly speaking, it suggdsts the revenue of district/city government hasréased
between 2001 and 2008. The increase was largelerdrby balancing funds from central and provincial
governments. In all districts, balancing funds ageecentage of GDRP has increased annually froms abbut
12.8% in 2001 to approximately just over 50% in 0@wn-source revenues, as the very useful indicato
financial independence of local government, aneéotevenues are very small. As seen among disaiuadscities,
own-source revenues and also other revenues asnpege of GDRP had remained very low with less th#n
every year from 2001 to 2008. This evidence showarge imbalance between revenue raising power and
expenditure responsibilities of district and citgsvernments. A higher proportion of balancing feinal the total
revenue is also an indication that public finanadmggoods and services at the districts level angely financed by
fiscal transfers from higher government levels. gh, the aim of fiscal decentralisation to giverenfiscal
autonomy for local governments and to encouraddisahcing appears to have not yet been achieved.

Figure 7. Different measures of the revenue size of district gover nments (Aver age, 2001-2008 %)

e ~

m OSR*  mBalancing Funds® Other Revenues™®
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*as a percentage of GDRP

Source: own figure based on data from Ministry iofaiRce.
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Table 2 disaggregates each revenue sources atdestd city government based on main islands dohesia. As
seen in the table, most districts and cities whih higher revenue size of government are locateshatern part of
Indonesia including Nusa Tenggara, Maluku and P§p8#&%) and followed by Sulawesi (30.2%) and Kalittan
(29.2%) from 2001 to 2008. When calculated as owuree revenues as a percentage of GDRP, the highest
percentage is found in Nusa Tenggara, Maluku, Papawsa and Bali with an average size of 1.9% eyesy.
Based on own-source revenues as a percentage oP @D&l districts and cities, it can be seen thaenue raising
capacity is significantly small, with an averagdome2%. As such, it suggests that revenue increlasedly in these
districts and cities was too small to have a megfninmpact in mobilising local economy. Relativedynilar spatial
distibution of the revenue size of government dakad as balancing funds as a percentage of GDRRasfound.
As presented in table, districts and cities in Nlisaggara, Maluku and Papua have the highest batafends as
share of GDRP with about 53.6% from 2001 to 200ilpfved by districts and cities in Sulawesi and &dalo
with an average at 27.6% and Kalimantan with appreiely 26% balancing funds of its GDRP.

Table 2. Three measures of the revenue size of district and city gover nments, aver age 2001-2008, (%)

Island Total revenue Own-sour cerevenues Balancing funds
as % of GDRP as % of GDRP as % of GDRP
Sumatera 24.9 1.7 224 s
g
Jawa & Bali 18.0 1.9 15.2 =
Kalimantan 29.2 1.6 26.0 I
°
©
Sulawesi 30.2 15 27.6 s
£
Q
Nusa Tenggara, Maluku 585 19 536 &
& Papua Ky

Source: own calculations based on data from Ministi=inance

In addition, the expenditure structure is also mess by using capital expenditure as a percentdgeDiRP and
current (routine) expenditure as a percentage oRBRs displayed in Figure 8. Using capital expemditand
current is particulary significant to capture tligedtent approaches used by the local governmetttérprovision of
public goods and services. As indicated in therBgueurrent expenditure relative to GDRP have iasee steadly
with an average about 19.2% from 2001 to 2008. Wigightly different rate, capital expenditureatele to GDRP
has also increase with an average of 9.2% ovesdhee period, but current expenditure had constéantiyer than
capital expenditure as percentage of GDRP in 2@@B20verall, current expenditure as a share of BDBs a
steady increase, whilst capital expenditure hadtdlated moderalty. In the beginning of fiscal dexdisation in
2001, current expenditure reached about 8.4% of BD#hile capital expenditure was only about hél€wrent
expenditure which approximately at 4.2% of GDRP20©8, current expenditure as propotion of GDRP stdls
larger then capital expenditure accounted to aBb18% of GDRP, while capital expenditure was ofilgwt 19.1%
at the same time. This data raises some conceis$, €onsiderable variation between current exgearel and
capital expenditure reflects that budget prioritasdistrict/city level has largely been devotedrtmning the
government administration rather than spending roarproductive sectors under capital expendituozation. As
found in the budget allocation, a susbtantial amhadithe current expenditure at districts and siieused to cover
salaries and wages of the government employeesan8e@ broad gap on the allocaton of current arpitala
expenditure is also somewhat politics. As foundrbyosuharto (2010, p.304), in his study on 26riditt and cities
between 1996-2005, funding for capital allocati@r purposes such as human investment and technalogi
resources is actually available, but there is exédethat districts and cities tend to allocate nfareling to current
expenditure and discreationary expenditure, eithdrenefit themselves or their political constitieehy awarding
lucrative government contracts.
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Figure 8.Current and capital expendituresin all districts and cities, average, 2001-2008
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Source: own figure based on data from Ministry iofaiRce.

Share of capital expenditure and current expergliag percentage of GDRP based on main islandsoisnsin

Figure 9. Of the two expenditure categories, curexpenditure had remained dominant in district aitg

expenditure indicating very little productive ecampactivies in those regions. As shown, distrigtd aities with

higher capital expenditure and current expendiag@ercentage of GDRP are located in eastern pémtionesia
with capital and current expenditrure as percerstages approximately 20.1% and 22.6% between 20012808.

Current expenditure in these regions was almosbléduthan other districts and cities in differeskands. A
significant amount of capital expenditure in easteart of Indonesia could be driven by a signifidacrease in the
capital expenditure in Papua due to allocationhef $pecial autonomy fund®ana Otonomi Khususyhich are
mostly allocated for infrastrucre financing esplgiduring the first few years since the specidbedtion funds
were given to Papua (World Bank, 20455)

Next page

Brhe Special Autonomy Fund is given to provincesohhiave special autonomy stagtatus otonomi khusus).
Nanggroe Aceh Darussalam and Papua are grantechBfietonomy Status since decentralisation. Papuifles to
special autonomy funds as stipulated by with Law Ri2001, Papua received special autonomy funttseafirst
time in in 2002, and province distributed largbar® of the special autonomy fund to district/@tyvernment
across since 2003 (World Bank, 2005, p.22). Tweogrovinces with special autonomy status are Ingjjakarta
and DKI. Jakarta, these provinces were given tleeiapstatus prior to decentralisation era.
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Figure4.Current and capital expenditures by main islands, aver age, 2001-2008
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Source: own figure based on data from Ministry iofaiRce.

Revenue Decentralisation and Financing Capacity of District and City Governments

As suggested in the literature on fiscal federaligma transfer of authority and responsibility fromtional to local
governments cannot be meaningful unless local gowents possess adequate financing. Thus, the kentra
government promulgated Law No 25 of 1999, which wesgised to Law No. 33/2004 regarding the Fiscal
Balancing between Central and Local Governmentis 8w sets out a framework for the redistributadmevenues
between central and local governments where looakimpments are given considerably greater authenitgt
responsibility to manage their own budgets and #iseaise their own revenues to help offset theeaxditures
arising from decentralisation (Barr, ResosudarmoCkrthy & Dermawan, 2006, p.11).

The revenue assignment is stipulated in Law No2@24, Chapter lll, Article 2. According to this lagources of
state finances are made available to the regiomatrgment in the implementation of decentralisabased on the
transfer of tasks from the central government gamal governments with due regard to fiscal siigbéind balance.
Further, in Article 4, it is stated that delegatiohauthority in the implementation of deconcentmatand/or co-
administration tasks from the central to local gomeents shall be followed with the provision of isn This is why
the principle view on the fiscal law is termed, riehce Follows Functions’ which means that the feanef
government functions to local governments is acamgunl with various transfers over financial sour¢emlik,
2007, p.415). Specifically, in Chapter Ill, Articles5 of Law No. 32/2004 and Chapter V, Article ®6Law No.
33/2004, local governments’ revenue is derived ftbree sources: (1) own-source revenues; (2) balgrficnds or
intergovernmental transfers; and (3) other localegoment income. Own-source revenues is comprigddcal
government taxes, levies, proceeds from the manageaf local assets set aside for the purpose o#metr own-
source revenues. The latter consists of proceeus fales of local assets not set aside, curremuatcervice,
interest income, profits from difference in the leange rate of the Rupiah against foreign currencies
commissions, discounts and other forms of inconsnay from sales and or procurement of goods andcas by
the local government.

Law No. 25/1999 or Law No. 34/2004, provides rewerautonomy to local government in Indonesia. Regenu
autonomy implies that local governments have thedom to decide about the source and volume ofiress that
can be sought from their own region (Bahl, 2008)dé&r decentralisation, the autonomy of local gowvemnts to
seek new source revenues is underpinned with thetment of Law No. 28/2009 regarding Local Taxed an
Levies. In particular, these regulations stiputhi provincial and district governments are alldwe impose some
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taxes and levie¥. From the law, it is seen that there is opportufstylocal governments to introduce taxation in
their regions and determine tax rates, tax basg®#ner tax parameters based on the regulationdetthe revenue
assignment, it is postulated that local governmshtauld be able to increase their own-source reagniiaw No.
33/2004 assigns some revenue resources to localgoents. To the greatest extent possible, thé ¢mseernment
should finance their obligatory and discretionamgdtions from their local taxes or other local goweent revenue
sources (Bird, 2000). Revenue composition of altrdits and cities is presented in Figure 10 wisbbws that
district and city governments have not utilised theenue-raising opportunities given to them unither fiscal
decentralisation law as own-source revenues onlyenadoout 7.7% of the total revenues of the locakgament.
Rather, the local governments are depending largelybalancing funds from the central and provincial
governments which accounted to 86.8%.

Figure 10. Revenues as per centage of total revenues, aver age, 2001-2008
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Source: own figure based on data from Ministry iofaiRce.

Table 3 exhibits the composition of revenue ofriliseind city government from 2001 to 2008. Overdiktricts and
cities revenue rose from about 76,610 trillion IR2000 to 264,387 trillion IDR in 2008 with an owdelming
share of total revenues is obtained from balanéimgls. According to fiscal decentralisation Law N&/2004,
Own-source revenue aims at providing authority be districts and cities government in financingirthe
expenditures under the fiscal and administratii®rmamy given upon the districts and cities. Thuss iexpected
that districts and cities could enhance their ¢ffan collection their own-source revenues. As sieilable 3
however, Own-source revenues increased from 5/1llf6rt IDR in 2001 to 20,142 trillion in 2008 witAn average
increase about 10,725 trillion IDR every year dgrihe period. This figure is quite low. In 2001, iesource
revenues were about 5,170 trillion IDR with a nelaly small increase every year and reached 20td#Hén IDR

in 2008. On average, own-source revenues were 0iB6 of the total revenues, this is still not sfigaint. A
substantial amount of the own-source revenues am flocal taxes, other revenues and proceeds fran th
management of districts and cities’ assets seedsidthe purpose. Although own-source revenues risah in
nominal term every year, but the relative shareowh-source revenues in total revenues is signifigdiow,
approximately thirteen-fold smaller than balancingds. Other revenues which consist of incomes fgpamts and
emergency fund were rising from about 2,769 tmlli®R in 2001 to 12,710 trillion IDR in 2008. Rewenfrom

% The taxes were categorized into Province Taxeghith there are 5 types, (1) Motorized Vehicle Bax Above
Water Vehicles Tax; (2) Vehicle Transfer Tax ancod Water Vehicles; (3) Motored Vehicle Fuel's TéX) Tax
for Taking and Using Under Earth Water and Surfé¢ater; and (5) Cigarette Tax.Whilst District/Murpelity
taxes consist of 11 types, (1) Hotel Tax; (2) Restat Tax; (3) Entertainment Tax; (4) Advertisemealk; (5)
Street Lighting Tax; (6) Tax for Mining Class C;) (Parking Tax; (8) Ground Water Tax; (9) SwallowxTé10)
Rural and Urban Land and Building Tax; and (11) éisijion fees from Building and Land (Law No. 2908)
Chapter Il, Article 2).
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grants and emergency funds remains small for theicis and cities because these revenues aredeoedias
untied financial assistance to districts and citied not all local governments obtain such fundseyear. Overall
contribution of other revenues to total revenuemf2001 to 2008 was about 5.5%.

Table 3. Revenue structure of district and city gover nments average 2001-2008 (Trillion IDR)

Own-source Balancingfunds  Other sources of Total

revenues revenues revenues

2001 5,170 68,671 2,769 76,610
(6.7%) (89.6%) (3.6%)

2002 7,079 74,810 4,084 85,973
(8.2%) (87%) (4.8%)

2003 8,161 89,391 8,286 105,839
(7.7% (84.5% (7.8%.

2004 9,219 92,379 8,787 110,385
(8.4%) (83.7%) (8.0%)

2005 9,299 92,603 8,306 110,207
(8.4%) (84%) (7.5%)

2006 9,909 135,727 7,564 153,200
(6.5%) (88.6%) (4.9%)

2007 16,824 185,782 5171 207,778
(8.1% (89.4% (2.5%:

2008 20,142 231,535 12,710 264,387
(7.6%) (87.6%) (4.8%)

Average 7.7% 86.8% 5.5% 100%

Numbers in parentheses are shares to total regenu
Source: own calculation based on data from Minisfrifinance.

The share of balancing funds in total revenuesisifidts and cities has increased steadily withreskadout 86.8%
on an annual basis between 2001 and 2008 due teasiog amount of general allocation funds, reveshaing
and special allocation funds provides to distrastd cities. In the beginning of fiscal decentraiwa the balancing
funds was about 68,671 trillion IDR, this jumpedreathan half to about to approximately 231,535iaril IDR in
2008. Between 2001 and 2008, balancing fund indts revenues was 86.8% annually, meaning thab#tencing
funds have been very dominant in districts andgitbudget. In summary, there is an increase itrictiand city
budgets from 2001 to 2008. Nevertheless, the iseréalocal revenue does not necessarily imply angment of
financing capacity of district and city governmeriecause the governments can only generate a amalint of
own-source revenues to finance their expendituee &so Table 4).

The structure of districts and cities revenues esklrd above suggests two important features ofctliand cities
city budgets: (1) strong reliance of local budgetm fiscal transfers from higher level of governtsemand (2) low
revenue-raising efforts. Local governments acros®mesia are very much dependent on fiscal traméfem the
central government due to the highly centraliseddi system in Indonesia in the past. Under théralésed fiscal
system, the central government collected the ntgjofithe revenue across the country. For instaimc2011, about
91% of revenue collection and 64% of direct spegdnheld by the central government (Shah, Qibtiliyy& Dita,

2012, p.7).

As Lewis notes, despite fiscal decentralisatiomaopnesia, local government authority over localadministration
and collection has not changed much and can stiildnsidered as the lowest in the world (Lewis,2@0227). It is
true that fiscal decentralisation law provides legght to district and city government to crea@mntaxes and levies
in their jurisdiction, the fiscal system in Indoregprovides minimal fiscal autonomy to local govaents in terms
of revenue assignment since the central governratihtretains more authority in collecting some orapnd
productive revenues sources such as income taxodn@gvenues (see for example, Suhendra & Amir,6200
Taliercio, 2005, p.111). The relatively low own-so®l revenues at all districts and cities was dumdafficient
capacity of district and city governments and wksgal tools in administering and collecting localenue sources
at local level. As stated, such conditions aredprgaused by the long history of centralised rereecollection in
Indonesia (Lewis, 2003; Suhendra & Amir, 2006; @alio, 2005). Since fiscal decentralisation, distend city
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governments have created some taxes or leviesathatconomically harmful to their economy actigtidue to
unclear, and often conflicting, objectives of thees and levies (Lewis, 2003, p.228). Such a cimmdih turn poses
profound arguments on why districts and city gowsents have not achieved significant revenue autgnomder
fiscal decentralisation era.

The financing capacity of district/city governmems summarised in Table 4. It indicates that distrand cities
have failed to keep pace total expenditures withigir jurisdictions. As seen in the table, dissiend cities
generate less own-source revenues relative to tibiaik expenditure between 2001 and 2008. It insplieat their
total expenditures are much more dependent ondiabtnansfers from higher government levels orliggpa broad
vertical imbalance between districts and city gawegnts and the higher level of governments (botivipces and
central governments). Overall, districts/cities &v@mly able to finance not more than 8% of theipemnditures
based on their own-revenue sources. For examp)04, financing capacity of districts and citieasw’.4%. This
rate increased slightly until 2005, before fallittgabout 6.6% in 2006. Based on these figures @vident that
district and city governments are heavily dependentther central government in performing theirdions in the
public goods and services provision within thefgdiction.

Table 4. Financing capacity of district and city governments (Trillion | DR)

Own-source Total Financing
revenues expenditures Capacity (%)

2001 5,170 69,431 74
2002 7,079 82,791 8.6
2003 8,161 101,345 8.1
2004 9,219 98,200 9.4
2005 9,299 106,426 8.7
2006 9,909 149,234 6.6
2007 16,824 228,438 7.4
2008 20,142 254,076 7.9
Average 10,725 136,243 8.0

Source: own calculation based on data from Minisfrifinance.

I ntergovernmental fiscal transfersto District and City Governments

As specified in the explanation in Chapter VIII lofw No. 32/2004 and in Chapter V of Law No. 33/20t%
balancing fund consists of sources from the natibondget (APBN) which are allocated by the ceng@ernment
to local governments to fund the needs of the Igoalernment in implementing decentralisation. Théabcing
fund originates from three sources: (1) the ReveBharing Fund Dana Bagi Hasl; (2) the General Allocation
Funds Dana Alokasi Umuin and (3) the Special Allocation Fund3ana Alokasi Khusys The objectives of the
balancing fund are to: (1) address vertical fidoathalances between levels of government (revenaerghand
DAU); (2) equalise regional government fiscal capes to deliver services (DAU); (3) encourage oegil
expenditure on national development priorities (DAK4) promote the attainment of minimum infrastrre
standards (DAK); (5) compensate for benefit/costiasers in priority areas (DAK); (6) stimulate riegal
commitment (DAK); and (7) stimulate revenue molaitian (revenue sharing, DAU, DAK) (Sidik, 2007, ®p7-
378).

Revenue sharing is derived from taxes and natasmlurces. Revenue sharing from taxes is genemaed#énd and
building tax (Pajak Bumi dan Bangunan, PBB), adtjois fees from building and land, or land rent é8@erolehan
atas Hak Tanah dan Bangunan, BPHTB), and persoo@tne taxes (Pajak Penghasilan, PPh), revenuagheosim
natural resources is derived from forestry, genetaling, fisheries, petroleum mining, gas miningl ayeothermal
mining. Revenue sharing from PBB and BPHTBas explained earlier, is divided between the inaal

PBB and BPHTB for urban and rural have been deaksed since the enactment of Law No. 28/2009 aralo
Tax and Levies.
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governments, district/city governments, and thetreérgovernment under the following formula. Ningigr cent
(90%) of the revenue obtained from PBB is allocatethe respective local governments with detailfodows:

a) 16.2% is allocated to the province from which thed originates,

b) 64.8% is allocated to respective districts/cities,

c) 9% is used as collection fees.
The rest of the 10% of revenue-sharing is distetuto other local governments across Indonesia rutide
following rules:

a) 65% is distributed evenly to all districts/cities\d

b) 35% is distributed as incentives to certain distf@ties which had good fund-generating perforneanc

during the previous fiscal year.

According to Law No. 32/2004, Chapter VIII, Articls1 of and Chapter VI, Article 27-29 of Law No./2304, the
DAU is an unconditional grant from the central gawaent to local governments aiming to help localagaments
meet their expenditure needs in implementing deabksdation. Since local governments have differsnicetheir
revenue-raising capacity (known as horizontal irabeés), it is likely they also have different cdpes in
providing public services. Thus, DAU is allocatedcbrrect horizontal imbalances among local govems (Sidik,
2007, p.389). Since there is no condition attadbddAU, the recipient local governments can speddJas they
choose (Sidik, 2007, p.377). DAU is calculated base certain criteria emphasising aspects of eguityjustice in
harmony. The total amount of the DAU shall be aiste26% of the net domestic revenues as refleatédPBN.
The DAU should be allocated based on the exisiswaf gap and the basic allocation. Fiscal gamlisutated as the
fiscal need less fiscal capacity of the region; liasic allocation, however, should be calculatesnfithe total
salaries of the civil servants in the region.

Under decentralisation, all local governments Halleautonomy and discretion to allocate funds oi#d from the
DAU. In addition to DAU, the central government alallocates DAK to local governments. The DAK fuisd
allocated to finance specific activities in theicggthat are part of the national priorities andfitmnce special
activities proposed by the region (Law No. 32/200hapter VIII, Article 162). According to Law No32004, the
purpose of the DAK fund includes helping to funchmntant needs which cannot be estimated in the Bgklula,

and to assist with funding expenditures relatedatbonal priorities or commitments (Sidik, 20074@7). According
to Law No. 33/2004, DAK is considered to be a matghgrant which means the recipient local governseme
required to provide at least 10% contributory fumgdirom their own budgets to the overall amounbéK given to

the region (Chapter VI, Article 41). The contritrtifunding to DAK required from the local governrteeaims to
establish local government ownership of, and paditon in, decisions concerning investments. Ilditah, the

contribution fund is also to encourage the localegoment to pay attention to local benefits andrfirial valuations
in investment selection and design (Sidik, 200Z10).

As mentioned before, under fiscal decentralisagiolicy, central government assigns functions arspaasibilities
to local governments. Whether or not local govemntse€an financed the assigned functions by their-oevenue
sources is a significant matter. As shown in eadaxtion, own-source revenues in all districts eitigs are very
small which implies that their own revenue cannovter their expenditures. This is called a mismaiehween
revenue capacity and expenditure responsibilifiesmitigate the mismatch, local governments muskgevenue
sources outside their own source, mostly from higi@/ernment levels in form of fiscal transfersher from
central or provincial governments. The dependerfclpocal revenue on fiscal transfers from higher ggonment
level is known as vertical imbalances (Bahl & We#ia2007; Bird, 2010).

Table 5 presents details of total balancing funtisckv compose of revenue sharing, general allocdtiods and
specific allocation funds between 2001 and 2008principle, districts and city government have disionary
power in the allocation of revenue sharing and gmnellocation funds, while specific allocation fis) are
considered as tied funds for which districts anig€ihave to spend the funds on specific sectdeymiéed by the
central government. During this period, total balag funds have increased steadily from about @8t6lfion IDR
in 2001 to approximately 121,362 trillion IDR in@®. As be seen in Table 5, a substantial propodfdmalancing
fund transfers were general allocation funds, datiig balancing funds to districts and cities watlerage about
74.9% per year between 2001 and 2008. As statdigregeneral allocation funds are provided as @umaéisation
funds to local governments. Thus, districts andscivhich have a relatively low own-source revenwidisreceive
bigger share of general allocation funds. Gendlatation funds percentages were followed by reeesharing and
specific allocation funds which were approximat2,4% and 4.6% of central government expendituegsygar,
respectively.
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General allocation funds are spent largely to pages and salaries of the government employees laacbther
bureaucratic and administration cost. Comparedetiod of the early decentralisation in 2001, speaflocations
funds have increased significantly since 2003. Snchease was due to the increase of the nationafites'®
funded with the specific allocation funds. Prior2005, specific allocations fund was aimed to foceeducation
sector, health, road, irrigation, government irtftacture, marine and fisheries. After 2005, newt@schad been
added to the national priority sectors to be firmhby the Specific Allocation Funds. These secioesclean water
and agriculture which were added to the list in208nvironment sector was added in 2006, familymilag and
forestry in 2008, and trade and infrastructure ofak areas were listed in the national priorities 2009
(Decentralisation Support Facility, 2011).

Despite the substantial balancing funds given stridis and cities, the balancing funds are nadtly linked to the
improvement in local development because majoritythe funds are largely spent to cover routinefeuntr
expenditure such as salaries and wages (see RBgorecomparison on capital and routine/currentegxfitures). In
addition, the dominance share of the balancingdundlistrict and city governments’ revenue in Indsia indicates

an excessive reliance of the local governmentdsmalftransfers. When compared to many developingpiries in
around the world, it is seen that fiscal transferkcal government covers about 60% of their egganes, while in
more developed countries such as OECD countrissalfitransfers accounted to about 29% of the local
governments’ expenditures in the Nordic countries about 46% non-Nordic Europe (Shah, 2007).

Tableb. Balancing fundsto district and city governments, (Trillion | DR)

Revenue General Specific Total

Sharing Allocation Allocation Funds
Funds

2001 13,864.53 53,973.11 833.52 68,671
(20.2%) (78.6%) (1.2%)

2002 15,900.92 58,362.72 546.25 74,810
(21.3%) (78.0%) (0.7%)

2003 19,345.34 66,891.50 3,154.55 89,391
(21.6%) (74.8%) (3.5%)

2004 21,577.56 67,989.01 2,812.22 92,379
(23.4%) (73.6%) (3.0%)

2005 16,914.02 71,868.27 3,820.53 92,603
(18.3%) (77.6%) (4.1%)

2006 20,231.37 106,209.94 9,285.76 135,727
(14.9%) (78.3%) (6.8%)

2007 38,394.36 131,213.40 16,174.63 185,782
(20.7%) (70.6%) (8.7%)

2008 53,531.81 157,452.51 20,550.56 231,535
(23.1%) (68.0%) (8.9%)

Average 24,969.99 89,245.06 7,147.25 121,362
(20.4%) (74.9%) (4.6%)

Numbers in parentheses are shares to total revenues
Source: own calculation based on data from Minisfrifinance.

The Revenue and Expenditure Provincial Governments

Table 6 presents the total reveniiesf provinces grouped into five major islands: Stere (10 provinces); Jawa
and Bali (7 provinces); Kalimantan (4 provinceslja®vesi (6 provinces); Nusa Tenggara, Maluku anguBg6
provinces). This grouping shows that there are idenable disparities across islands. It can be #egnprovinces
in Jawa and Bali have the highest total revenusivel to GDRP among provinces. On average, thétetanue in

®The national priorities are stipulated in Articl@,3.aw No. 33 of 2004 which are further explainediticle 51,
Government Regulation No 55 of 2005.

19Total revenues compose own-source revenue, batafieims, and other incomes. Other incomes for paes are excluded
from analysis because not all provinces have géruch incomes during the considered period. IRtbed total revenue size
of government is calculated as total revenuesps@entage of GDRP in each respective year.
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Jawa and Bali Islands accounted to 22.5% betwe8f 28d 2010. Provinces in Jawa and Bali have @sorded

the highest percentage of revenue measured as@woesrevenues as a percentage of GDRP with aageebout
13.5%, this rate is eight-fold larger than the sif@wn-revenue sources in all other provinces. agnitude of
the total revenue size and own-source revenuesatioee of provinces in Jawa and Bali indicates thate

provinces are in a better position in term of rexewollections under fiscal decentralisation aresngnt. Higher
revenue size of provinces in these islands waddaltiee fact that economic development in the prosénis largely
driven by secondary and tertiary economic actisieich as manufacturing industry and seréicé&ovinces in
Nusa Tenggara, Maluku and Papua are next in tefrtisectotal revenue size of government, with anrage at
13.2% in 2001-2010. Total revenue in these islasdargely a result of the substantial amount débeing funds
given to those provinces. As seen in Column 4, & &lprovinces in Nusa Tenggara, Maluku, and Papc@arded
the highest revenue size of government in ternmefamount of balancing funds that they receivethftbe central
government, about 9.1% during 2001-2010. In theespariod, provinces in these islands are not sapariown-

source revenues generation as seen in Column 3rewenue in Nusa Tenggara, Maluku and Papua hasthee
lowest amongst provinces, only about 1.4%.

Table 6. Total revenue size of provincial government for main | slands aver age 2001-2010

Island Total revenue Own-source Balancing funds
as% of GDRP revenues as % of as% of GDRP
GDRP
Sumatera 49 1.6 2.9 %
D
Jawa & Bali 225 135 8.4 2
Kalimantan 4.4 1.6 2.7 @
©
o
Sulawesi 75 1.7 5.5 s
£
Nusa Tenggara, 2
Maluku & Papua 13.2 L4 91 ﬁ

Source: own calculations based on data fromd#inof Finance.

Figure 6 shows provinces ranked by the total regerlative to GDRP between 2001 and 2010. As satar, nine
years of fiscal decentralisation, there is an upwesnd of the total revenue in all provinces witkerall size was
6.2% annually during 2001-2010. In the early o€disdecentralisation, in average, total revenue sfzprovinces
stood at 2.6% of GDRP and increased slightly t&@if 2002. A marginal increase in the total revesiz
continued in 2003-2004 with an average at 4.3%%a8% respectively and become 5.1% in 2005. Thé tet@nue
size continued to rise with average of 9.4% in2@&Jore declining back to 8.9% in 2010.

Next page

20 while economic activities in most provinces in atlislands are very dependent on natural-resoustated sectors such as
agriculture, forestry and mining
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Figure 12. Provincesin Indonesiaranked by total revenue size aver age 2001-2010
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As displayed in figure above, provinces which haigher total revenue are located in eastern pathaddnesia.
Papua Barat d had the highest total revenue agmege of GDRP with an average size is 19.2% fro0l 2o
2010. This was followed by Papua, Maluku and Gatoenwith average at 16.6%, 15.8% and 15.5% respaygti
Whereas Jawa Barat and Jawa Timur that are in megéet of Indonesia recorded the lowest averatgs raf 1.9%
and 1.8% respectively. The trend above shows sateeesting facts. Five provinces that recordedhifjbest total
revenues as percentage of GDRP are located inastera part of Indonesia. Of five provinces, theee new
provinces which were established and split off frtwir “parent” province since the decentralisativa. These are
Papua Barat which split off from Papua in 2003, Wkal Utara which was originally part of Maluku befot999
and Gorontalo that split off from Sulawesi Utara2D00. This indicates that fiscal decentralisatias substantially
increased the total revenue as percentage of GDR&woprovinces in Indonesia. By contrast, fiveyinges which
recorded the lowest total revenues as percenta@D&P are located in Java and Sumatera that iseirwestern
part of Indonesia. It is important to understandt tihe higher revenue size does not simply indieatavourable
financial performance; it was largely driven by eaue received from the central government in thenfof
intergovernmental transfers or balancing fundslhesvn in greater detail below.

Figure 13 shows revenue of government is estimagedwn-source revenues as a percentage of GDRP.

displayed in the figure, locally raised revenualinprovinces is abysmally low ranging from a lofv006% in 2001
to a high of 2.7% in 20010 with an average was ahlgut 1.6% every year. Own-source revenues coatpasly
0.9 1% of GDRP in the beginning of fiscal decergetlon and 0.9% in 2002. It had a steady positidth an
average size above 1% of GDRP but still less tRarb2tween 2003 and 2006. Own-source revenues oassout
2% in 2007 and increased further to about 2.7%0402Variation of own-source revenue is quite défeé than the
total revenue as shown in Figure 6. When comparéiidually, the spatial distribution of the sizEawn-source
revenue does not skew to particular islands. As se&igure 13 below, five provinces which havehdgof own-
source revenues are distributed across differégmids ranging from middle part of Indonesia (Ba#p), western
island (Bengkulu, 2.6%; Jambi and DKI Jakarta%).and eastern island (Gorontalo, 2.4%). Acrossipoes, the
lowest size of own-source revenues was in Papuat Bdrich was only 0.6% between 2001 and 2010. divedt

As
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size of own-source revenues of this province cqssibly due to its status a newly established ippevand its
location is in the most remote area in Indonesia.

Figure 13. Provincesin Indonesiaranked by size of own-source revenues, average 2001-2010
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Source: own calculations based on data fvbnistry of Finance.

Figure 14 shows the revenue calculated from batgnéinds as a proportion of GDRP. In 2001, the sife

balancing funds was about 1.6 and reached 6.1%16 @ith an average rate of 3.9% GDRP during time tiAs in
the figure, there was a small increase of the sfzkalancing funds from 2002 until 2005 with an rage rates
across provinces were approximately 2.6% in 2002%2in 2003, and 2.8% and 2.9% in 2004 and 2008v&=n
2006 and 2007, the size of balancing funds ince&®en 4.6% to 4.7%, while during the period 20@®92, the
size was unchanged at about 5.5% for all provinicdadonesia. Spatial variation of the size of balag funds
among provinces as shown in Figure 8 confirms sbate new provinces and their parent provinces éaolcat the
eastern part of Indonesia had the largest balarfaimds. These provinces are Maluku Utara whichqub4#.8% of
balancing funds as a percentage of its GDRP betw@éd and 2010, Papua Barat (14.6%), Gorontalci¢ap.
Maluku (12.1%), Sulawesi Barat (8.4) and Papua (694)the other end of the scale, provinces in thstern part
of Indonesia such as Jawa Timur, Jawa Barat, anthfena Utara showed the lowest size balancing furish an
average size less than 1% from 2001 to 2010.

Next page
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Figure 14. Provincesin Indonesiaranked by the size of balancing funds, aver age 2001-2010
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The total expenditure as percentage of GDRP gdralinces from 2001 to 2010 is presented in Tabl&s7seen in
the table, there is no significantly difference aas provinces in all islands based on their tolgleaditure.
Provinces in Sumatera Island made the highest ¢xq@énditures size with an average rate of 4%. &mibvinces
in Kalimantan Island, Sulawesi, Nusa Tenggara, Maland Papua Islands had a slightly similar exgenglisize
with averages range from 3.6% and 3.4% respectiwelgontrast, provinces in Jawa and Bali Islaretorded the
lowest total expenditure relative to GDRP whichaoted only about 2.5%.

Table 7. Total expenditure as percentage of GDRP of provincial government for main Islands*

Idand Total Capital expenditure Current expenditure
expenditure as% of GDRP as% of GDRP
as % of GDRP

Sumatera 4.0 24 1.6 g
7
Jawa & Bali 2.5 1.6 0.9 2
Kalimantan 3.6 2.1 15 Q
=}
©
Sulawesi 34 2.1 1.3 s
Nusa Tenggara E
il %]
Maluku & Papua 3.4 21 13 &

* average 2001-2010
Source: own calculations based on data from Miynisti=inance.
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Figure 16 below shows spatial variability of théateexpenditure size as percentage of GDRP ofrallipces. As
seen, the total expenditure of all provinces hasnbising since the introduction of fiscal deceligedion. On
average, it increased from 2.9% in 2001 to a pédl@®@% in 2010, before falling back to about 5.822010. Five
provinces which have higher total expenditure sizeMaluku Utara (20.4%), Papua Barat (17.7%), \8esa Barat
(14.4%), Papua (14.2%) and Maluku (13.6%). Whilevprces which have smaller size of expenditure iare
Sumatera and Jawa Islands such as Jawa Baratwadlilaur (1.3%), Sumatera Utara (1.5%), Jawa Ter{@a/)
and Banten (1.9%). The skew of the expenditure sizgovernment as in the figure below is makes sénghe
light of the higher total revenue size in thosevproes as explained earlier.

Figure 16. Provincesin Indonesia ranked by total expenditures as per centage of GDRP, average 2001-2010

/

Maluku Utara | 204
] 177
Sulawes: Barat | 144
} 142
Mahilas | 13.6
126
NAD | 8.7
— 5,
Sulaaresi Tonppars | — L
—— 5 (]
Kabmanten Tengah | e— 4 O
— 4,
Kep. BanghkaBelitung :_ 4.4
— 47
DIYogpakarta | 38
— 30
Sulauresi Tengah | ee——— 3 0 All Provinces
I 2001: 2.9%
Falimantan Selatan | gi 2002: 3.2%
Kalim antan Timur i 3.2 2003: 3.7%
_ 4 2.9 2004: 3.3%
Falimantan Barat  ee— 2279 2005: 5.7%
Surn ateza Selztan :_ 2.7 2006: 4.6%
" 2007: 6.0%
p W | ——1 15, 2008: 9.0%
B T 3t 2009: 10.2%
1.7 2010: 5.9%
Sumatera Utars  jwe—m 1 5
= 13
JawaBarat |jmem 13

J

N
Source: own calculations based on data fvbnistry of Finance.

As indicated, capital expenditure and current egtares of local government pinpoints the key pties areas of
development of the local governments. Capital edjtere can be categorised as expenditure on assgeth
consists of land expenditures, building expendijtared other fixed asset expenditures. While cur(emitine or
operating) expenditure are recurring expenditureighvincludes wages and salaries expenditures rialstenterest
payments, subsidies, grants and social assist&scehown in Figure 17, capital expenditure actbgsprovince
fluctuated between 2001 and 2010. In early fisegledhtralisation, all provinces made up only abob®dlof capital
expenditures relative to GDRP and this increasigtitty to 1.7% in 2002. A modest increase of cdmtgenditure
was seen during 2003-2004 with average rates iprallinces equivalent to 2.1% and 2.4% of GDRP toyual
basis. The size of capital expenditure has inctbaseher from 2005 and reached about 5.6% of GI¥REP0O09
before decreasing to 2.8% in 2010. During thatgugrihe size of capital expenditures ranged fro®0(the
lowest) in Jawa Timur and 12.8% in Maluku Utarae(thighest). As indicated, provinces in eastern pért

Indonesia, especially Maluku Utara, Sulawesi BaRdpua Barat, Papua and Gorontalo had higher tapita

expenditure as percentages of GDRP due to incigasiastructure development in these provinces.



Figure 17. Provincesin Indonesiaranked by capital expenditures as per centage of GDRP, aver age 2001-2010
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Similar to the size of capital expenditure of prmial government, size of current expenditure alsow a modest
increase from 1.3% in 2001 to about 2.8% (Figurg A8cordingly, Papua Barat registered the higlsést of
current expenditure with an average at 8.4% of GEBf 2001 to 2008. Higher size of current expamditis also
appeared in Maluku Utara (7.6%), Maluku (7%) angua(5.3%). Current expenditure was fairly low awa
Tengah and Jawa Barat which represented only OfAGD&P. Based on analysis on the size of capitpéediture
and current expenditure as percentage of GDRP alitogan be concluded that the expenditure sizprofincial
government in Indonesia is considerably small \&ithaverage less 4.5% on annual Basis

“Research on the optimum size of expenditure of gwwent is very limited which leads to an absencehef
theoretical and empirical agreements on the optimewel of the size of expenditure of government. fas
comparison, Chobanov and Mladenova (2009) foundttigaoptimum size of government in OECD countigeso
more than 25% of GDP. Using a normal distributiondetermine the optimum size of government measased
public expenditure as a percentage of GDP, EkiB@l{) suggested that the minimum level of expenelias a
percentage of GDP should be at 4.55%, while thermyph level at 13.4% which was the case in some |dpee
countries such as UK, USA and the European counttiee optimum expenditure size of government was
approximately 13.4%, while the maximum expenditasea percentage of GDP should be no while the maxrim
expenditure as a percentage of GDP should be rategrthan 31.7%. Based on data of 23 OECD countitse

and Moesen (2010) claimed that the optimum sizgog€rnment is at 41.22 % of GDP.
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Figure 18. Provincesin Indonesia ranked by current expenditur es as per centage of GDRP, aver age 2001-2010
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Revenue Decentralisation and Financing Capacity of Provincial Level

Provincial government’s total revenues consist whource revenues, balancing funds; and othercesuof
revenué?. In reality, provincial governments cannot make mhost of their capacity to optimize their revenfiem
own-source revenues. In 2001-2002, total balanfimgls was about 62.5% and 62.9% of the total prain
revenue respectively. At the same period, own-suegenues made between 27.3% and 34.7% of tot@hues.
For three years between 2003 and 2005, the propoadifi the balancing funds in provincial revenue shghtly
decreased to 57%, 55.2% and 52.3% respectivelyiriial governments continued to receive a sigaificamount
of balancing funds in between 2006 and 2010 witlacy contribution from 2006 to 2010 with proportiess than
40% of total revenues, but it made 41.9% of thaltmtvenues composition in 2005. The dominant oo of
balancing funds in provincial revenue indicate dieghat balancing funds, which were merely suppot®e be
subsidiary funds to local budgets, has functioredree of the main sources of revenues of provimg@akernments
which may also has substitute the function of prolal’'s own revenues to finance provincial expemdis. Overall,
balancing funds from national level to provincesigtduted more than half of total provincial butigevith
proportion to total revenues about 57% from 2002G@0 (Figure 19). Own-source revenue contributemlin37%
and other revenues made up only about 5% of thémmrial revenues at the same period.

22 Other sources of revenues include grant, emergémuy and other income. But in general, such regsrare
significantly smaller than own-source revenues asd balancing funds.
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Figure 19. Structure of provincial revenue, average, 2001-2010
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Source: own calculations based on data fvbnistry of Finance.

The higher proportion of balancing funds indicateat provinces are more dependent upon intergovemtah
transfers, hence revenue sharing from tax and agngeneral allocation funds and also specificcalion funds. It
implies that provincial governments also had narbable to increase their revenue raising powetetiberately
designed under fiscal decentralisation. As statedipusly, the dependency of provincial budgetsrupalancing
funds from central government could be as the tedud very long period of centralised revenueexilbn by the
central government in Indonesia. As a result, theaf decentralisation policy which ideally provédepportunities
and encourages local governments to become fingnicidependent from fiscal transfers has not ledignificant
change. Lack of financial capacity and the pastraégsed revenue collection system have contribtibethe fiscal
dependency of local governments on transfers frentral government. This is shown by a large velrfisaal gap
which is compensated with balancing funds from i@@rgovernment to local government, including pnoés as
shown in Table 8.

Table 8. Thestructure of provincial revenues, average 2001-2010 (%)

Own-sour ce revenues Balancing Other source of

funds revenues
2001 27.3 62.5 10.1
2002 34.7 62.9 2.3
2003 36.3 57.0 6.7
2004 38.8 55.2 6.0
2005 41.9 52.3 5.8
2006 36.3 60.1 3.6
2007 375 55.1 7.4
2008 37.6 57.8 4.6
2009 38.2 55.0 6.9
2010 39.1 59.7 11

Source: own calculations based on data from Ministi=inance.
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Spatial variation in the own-source revenues gdimgracross provinces in presented in Figure 20s Téveals a
significant difference in the revenue raising poaerong provinces in different islands, especiaijneen western
part of Indonesia and eastern part of IndoffésRrovinces such as Jawa Barat, Jawa Timur, Jawgaheand
Sumatera Utara are the most developed provincdsdanesia. In these provinces, economic developnent
significantly higher than other provinces which tdoute to the higher GDRP and economic developnaemt
eventually will contribute to higher local revenuéds shown, five provinces which had greater praparof own-
source revenues in their total revenues are lociatethwa Island (Jawa Timur, Jawa Tengah, JawatBanal
Banten) and Sumatera Island (Sumatera Utara).

Among 33 provinces, on average, Jawa Barat and Jamar had the highest own-source revenues in ot t
revenue which accounted almost 70% between 20012@hd. Sumatera Utara and Banten also had conbldera
performance of revenue power where 65% and 64%heir ttotal revenue came from own-source revenues
respectively. Some important factors which coulglax the difference in the provincial capacity revenue
making locally are the wide gap in fiscal resouraed poverty rate among provinces across Indonasiéound by

the World Bank (2009), regions which have highscdl resources and lower rate of poverty as wetigis GDRP
tend to have higher own-source revenues than regigth lower fiscal resources and higher povertie.rd&8y
contrast, regions with higher poverty and lower GDiave less own-source revenues and higher depgndpan
balancing funds from central government. These ipo@s include Papua Barat, Papua and Maluku Utériahw
collected own-source revenues less than 9% evenybgtween 2001 and 2010.

Figure 20. Revenue decentralisation’, average 2001-2010 (%)

* calculated as own-source revenues as % of tetanue.
Source: own calculations based on data from MnistiFinance.

2 This finding supports view of the regional ineqtyabf economic development between Jawa Islandartside
Jawa (particularly eastern part of Indonesia). At&0% of the Indonesian economy is occurred inpifoinces in
these islands, while other provinces only made lsooakribution to Indonesian economy (Kuncoro, 2013
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As explained earlier, under fiscal decentralisatpmiicy, central government provides balancing fund local
governments in order to create financing balandimegyween central and local governments (provinced an
districts/cities), and also amongst local governtsieifhe balancing funds comprise general allocafigmds,
specific allocation funds and revenue sharing fun8pecifically, general allocation funds aim to afirte
administrative and other costs associated with rfanctions performed by local governments under the
decentralisation policy. This fund includes finargiwages and salaries as a basic alloc&tiovhile the specific
allocation grants aim to finance development sscidentified as national priorities (Shah, Qibtlafty & Dita,
2012). On the other hand, revenue sharing was djgeelto meet aspiration from the local level tohmore access
and control over local revenues, to stimulate nigdtilon of revenue at local level and also to eigaafiscal
imbalances (Sidik & Kadjatmiko, 2002).

As shown in Table 9, general allocation funds dtutst the biggest proportion of total balancing darwith an
average about 64.9% between 2001 and 2010. Thddlasved by revenue sharing funds of approximat&®9%
and special allocation funds about 2.2% betweerl 20 2010. Between 2001 and 2003, general altot&tinds
made up about 67% of the balancing funds befordiniteg to around 65.3% and 59.8% in 2004 and 2005
respectively. The amount of general allocation fueing transferred to provincial governments cadd to
increase in 2006 to a peak of 70.6% in 2007, fgltmabout 65.2% and 55.8% in 2008-2009 and t0%5r82010.
The higher proportion of general allocation fundsthie provinces’ revenue indicates that provinaesreot yet
financially independent. Rather, the provinces riarhaavily dependent to the central government aerthan half
of their revenue came from general allocation furBssed on these facts, it could be argued thatiging the
funds to local level which was meant to overcontlegivertical or horizontal fiscal imbalances amgogernment
tiers has failed.

Some criticisms have emerged of the general allotdtinds being transferred to local governmentse ©riterion

in determining the amount of general allocationdiiis the level of own-source revenues of each paeernment.
Provinces which have higher own-source revenudgedgkive small general allocation funds, by costirprovince
that have lower own-source revenues will receiggéi amount of general allocation funds. This appinocreates
disincentives to provinces to raise their own-seugvenues since an increase in own-source revénuéset by
decrease in general allocation funds compositidralfS Qibthiyyah, & Dita, 2012, p#) In addition, the general
allocation funds to provinces have been used latgefinance wage and salaries of civil servicela/oinly a small
portion has been allocated as financial equalisaimong local governmeRfsAs the result, the local governments
spend less on capital and infrastructure spendingt tcan promote local development (OECD, 2012;
Decentralisation Support Facility, 2011). Henceg thims of the general allocation fund to reduceorey
imbalances and regional disparity in developmenthet been achieved. If this practice continuethanfuture, it

is anticipated that local governments will still beghly reliant upon transfers from central goveamhand the
regional disparity, especially between rich regiand poor regions will continue to worsen.

Prior to the implementation of fiscal decentraiisat the central government enjoyed more taxes raatdral
resources revenues collected from provinces infdadi@. This was due to a centralised revenue ¢iafeovhile
provincial and district/city government had lespopunity to collect taxes in their regions (Shabl2, Shah,
Qibthiyyah, & Dita, 2012). Since the fiscal decatitation law was imposed, one of the key issuetheflocal
budget has been the financing capacity of localeguwments; whether they could finance their own exjare
responsibilities from their own revenue sourcegariicing capacity. The extent of the financing cépaocf

% Basic allocation is to be used to finance wagesatary of the government employees. This arrangeisenade due to significant transfers of
government employees from central government toipees, districts and cities since the decentidisaera. Salary and wage of such
employees are mostly paid by the general allocdtiods under the basic allowance formula. The balfocation in general allocation fund was

actually relative similar with the scheme of sulgsiol autonomous regions (Subsidi Daerah Otonomghvgiven to local government to finance

wage and salaries prior to decentralisation in 20®hddition to SDO, local government also receéiana funding from central government
under President Instruction which so-called Dangrda which used to finance some development sestarth as education, health and
infrastructure with local jurisdictions.

% Under the current formula, actual revenues arel @seopposed to potential revenues to calculateowresource revenues of each local
government in general allocation funds formula.sTieichnique has created disincentive to local gowents in improving their own revenue

collection locally because any increase in taxdedion that lead increase of own-source revenmilisoffset by decrease in general funds
entitlements to be received (Shah, Qibthiyyah, &pP2012, p.9).

% | ocal governments may be very reluctant to develfipiency in their administration, for example tghten personnel size due to the basic
allowance which they receive in general allocafiomds. As analysed by Fadliya & McLeod (2010) logavernments do not have willingness
to reduce or avoid the number of their personnedrasreduction in the personnel costs such as \eadesalaries will be offset by an equal
reduction in the general allocation funds.
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provincial governments is well above that of dddtrand city governments. In the early days of fisca
decentralisation the total expenditures of prodhgovernments was 23.9 trillion IDR, and their esource
revenue was only 9.9 ftrillion IDR. Hence own-soumeenue covered only about 41.5% of the provincial
expenditures. The financing capacity of provingiavernments increased over the following years @eaked in
2009.

Table 9. Financing capacity of provincial governments (Trillion IDR)

Own-sour ce Total Financing
revenues expenditures Capacity (%)

2001 9,041 23,968 41.5
2002 14,232 30,652 46.4
2003 17,727 33,545 52.8
2004 22,576 32,034 70.5
2005 27.905 57,243 48.7
2006 30,553 47,037 65.0
2007 35,108 63,256 55.5
2008 37,277 76,934 48.5
2009 42,507 105,595 40.3
2010 56,267 51,364 109.5
Average 29,409 52,163 57.9

Source: own calculations based on data fvbinistry of Finance.

I ntergovernmental fiscal transfersto Provincial Governments

Under fiscal decentralisation, local governmenggeeially those producing regions, are receivirghéi amounts
of taxes and natural resources revenues. Accotdirfgscal decentralisation law, local governmenifi veceive
shares of revenues from taxes and natural resowntésh collected by the central government fromirthe
jurisdiction disproportionally where producing regs receive higher amount of the revenue colle&ed result of
this arrangement, natural-resources rich regiomgctware mostly located in Kalimantan Timur, Papua Riau,
will gain substantial amount of revenue sharingseBashared consist of property tax (land and ngldax, or PBB,
acquisition rights to land and buildings tax (BPHT&d personal income tax, while natural resoureggnue
comes from forestry, fishery oil, gas, and genemaling. As indicated in Table 10, revenue shariegneen the
central and provincial government is also considlex® an important component of balancing fundsingnfyom
27.7% and 40.4% with an average about 32.9% annbetiveen 2001 and 2010.

Revenue sharing fluctuated from 2001 to 2010. IB120evenue sharing was about 31.7% of the balgrfcinds,
falling to 29.5% in 2002 before increasing baclabmut 31.2% and 34.5% in 2003 and 2004 respectilelg005,
the revenue sharing increased significantly to 886@o of the balancing funds due to increase irothprice since
revenue sharing from oil provides the biggest dbation to revenue sharing from natural resourd®svenue
sharing funds decreased to about 32.7% in 2008%2 2007, and 29.9% in 2008 before increasingltd% and
40.4% of the total balancing funds in 2009 and 2010s increase was due to the increase in the daddouilding
tax sharing and also increase in the general misiaging during that period (Francis, 2012). Speciflocation
grants made the least proportion of the balancimgls accounted to about 2.2% every year during 20@2D10.
The amount of specific allocation funds was rekdiivuntil 2007. During that period, the specifitoahtions fund
can only be used to finance education sector, headtad, irrigation, government infrastructure, mearand
fisheries. Since 2008, the specific allocation furatl considerably increased due to the increagbeofreas of
development under the national prioritieghat can be funded with the Specific AllocatiomBuln 2008, the new
sector that can be funded with specific allocationds were family planning, forestry and trade, levhin 2009,

#'The national priorities are stipulated on Artici 8aw No. 33 of 2004 which further are explainedAsticle 51,
Government Regulation No 55 of 2005.
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infrastructure of rural areas were also added (Beaksation Support Facility, 2011). Although sifiecallocation
funds transferred to provinces were significantdwér than the general allocation funds, the spedfiocation
funds have been more effective than the generatatibn fund in boosting capital spending at lagavernment
level (Lewis, 2013). Between 2003 and 2009, evatgtiteonal rupiah of the special allocation given lazal
government created approximately 1.20 rupiah ofiteagxpenditure, while an additional rupiah in gead
allocation funds only stimulate about 0.09 rupiatréase in the capital spending at local level (52013, p.9).

Table 10. Composition of balancing funds at provincial level, average 2001-2010 (%)

General Specific Revenue
Allocation Fund Allocation Fund Sharing Funds

2001 67.3 1.0 31.7
2002 67.0 35 29.5
2003 67.1 1.7 31.2
2004 65.3 0.2 34.5
2005 59.8 0.1 40.0
2006 67.2 0.1 32.7
2007 70.6 1.7 27.7
2008 65.2 4.9 29.9
2009 63.4 5.2 314
2010 55.8 3.8 40.4

Source: own calculations based on data framdtty of Finance.

The following discussion addresses the dynamie@e¢mue sharing and general allocation funds agassnces in
Indonesia. Specific allocation funds are excludedhfthe analysis as most local governments onlpibeg receive
the specific allocation funds by 2009. Due to thispbportionate arrangement of the revenue shaiings
anticipated that natural-resources rich provinces gain more benefit from revenue sharing shown thg
proportion of revenue sharing in their balancingds. As seen in Figure 21, it is evident that redttgsources rich
provinces, except for DKI Jakarta, have gained tsutisl amount of revenue sharing. Five provinceshe top of
revenue sharing proportion include Riau, Kalimanfamur, Nanggore Aceh Darussalam and Kepulauan Riau
which split off from Riau in 2004.

Riau, which has abundant oil and gas resourcescanttibutes substantial amount of the oil and gatpw in
Indonesia, has the highest proportion of revenwgisty with approximately 92% of its balancing funclsming
from the revenue sharing during 2001 and 2010. Werofprovince which obtained huge revenue sharing is
Kalimantan Timur. As one of the major producersoibfand gas in Indonesia, Kalimantan Timur recordédut
91% of revenue sharing between 2001 and 2010.Innéx¢ place was DKI Jakarta where about 89% of the
balancing funds received by the province were fremenue sharing. Between 2001 and 2010, DKI Jakectived
significant amount of revenue sharing from taxes.afcentre of economy activity and developmentadsd a very
densely populated area, DKI Jakarta is one of teipces which grow faster than the national avergmpwth
(Kuncoro, 2013). As such, it has been able to cblteibstantial revenues from various taxes indtgsgliction;
hence, one can say that DKI Jakarta is an incomeidh province. Nanggroe Aceh Darussalam and Kayah
Riau also obtained significant revenue sharing fainand gas which more than 70% of their balandumgls from
2001 and 2010. By contrast, natural-resources poavinces which are mostly located in the eaststands of
Indonesia have gained no more than 10% revenuaghewery year from 2001 and 2010. Of five provsedth

the least revenue sharing, four are located iregastf Indonesia including Gorontalo (4%), Sulawesngah (8%),
Nusa Tenggara Timur (9%) and Sulawesi Utara (1@eéhgkulu was the only province in Sumatera thagired

an abysmally low revenue sharing.
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Figure21. Provincesin Indonesia ranked by revenue sharing as a per centage of respective balancing funds*
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Source: own calculations based on data from Ministi=inance.

As discussed earlier, one fiscal issue of the implatation of fiscal decentralisation in Indonesathe higher
dependency of most local governments’ budget oergatvernmental fiscal transfer from the centralegoment.
Rich regions had benefited from the revenue shasmgngement, while poor regions have not been #ble
maximise local revenue sources. Figure 22 shows pghavinces which had smaller revenue sharing iirth
balancing funds indeed received larger amount nég# allocation funds. Gorontalo and Bengkulu \uhieceived
the lowest general allocation funds from 2001 td@®vere the top recipients of general allocationd&iwhich
constituted more than 90% of the balancing fundh@tsame period. Sulawesi Tengah, Nusa TenggararTand
Sulawesi Utara had more 80% of their balancing $uindm general allocation funds.

Provinces which received higher revenue sharingredeive less general allocation funds, vice vessaartly due
to the fiscal gap approach used on the intergoventah fiscal transfers in Indonesia. The fiscal gaproach
determines the amount of general allocation funigiengto particular local government by calculatiting fiscal
capacity (own-source revenues and revenue shamj¥iscal need (humber of population, size areastruction
price index, GDRP, and Human Development Indexdach respective local government (Law No. 33/2004cle
28).Based on the fiscal gap approach, the genkoabtion funds received by province will vary depleng on the
size of fiscal needs and fiscal capacity. If fiscapacity is larger than its fiscal needs in oneviorce, then the
province will receive zero general allocation fundkis implies that higher fiscal needs comparefisttal capacity
will be offset by a higher general allocation funds

Despite the new arrangement on the balancing fumdier fiscal desentralisation policy which meantoas of
policies to achieve fiscal equalization, horizontald vertical imbalances seem to be an issue adouss
governments in Indonesia. This could be explainéth wome reasons. First, the formula in determinihg
balancing funds was simply based on fiscal gap agatr. Under the formula, there would be an asymmetran
opposite direction in the amount of two major sesrof balancing funds: revenue sharing and gerdladation
funds. As shown by an algebraic analysis of bafapdunds in Fadliya and McLeod (2010), any amooint
balancing funds received as revenue sharing is aedufrom the general allocation funds entitlemtmntbe
tranferred to each local governments. Thereforéyrakrich resources local governments which rezdigher
share of revenue sharing from natural resourcesntey collected within their regions are able toecdheir basic
allowance (wage and salaries). As a result, thgefarevenue sharing received by the rich regionsffiset by
reduction in their general allocation entitlemer@econd, rather to use the balancing fund, espetie general
allocation funds, to reduce the fiscal imbalana@ess local governments, the general allocationddias the major
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component of the balancing funds are largely atltdo finance routine expenditure such as wagesataties.
This could exacerbate fiscal imbalances and regidisparities across Indonesia in the future.

Figure 22. Provincesin Indonesia ranked by general allocation funds as a per centage of balancing funds*
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Concluding Remarks: Sustainability and Local Development under Fiscal Decentralisation

The practice of decentralisation in Indonesia Hamw that various reforms have affected the arnareges of
authority and financial responsibility between tentral government, and the local governments (pcevand
district/city). One objective of such fiscal deawtiistion is to improve fiscal capacity of localhgwnment by raising
own-source revenues thus increase the financingcttgpof local governments. However, the study oscpce of
fiscal decentralization in Indonesia has not ingidaan improvement on the public financing capaoityiocal

governments. Results from local budget analysiswvstimt a higher proportion of balancing funds ie tiotal

revenue of local governments indicating that laggaternments are largely financed by fiscal trarssfewsm higher
government levels. As such, one can argue that tmeernments fail to increase revenue locally arubilise local
economy on their own resources. Although therdrameasing trends on total local government revenhbet such
increase does not necessarily imply improvemenfinaincing capacity of local governments, because Itcal

governments can only generate a small amount ofsmmnce revenue to finance their expenditure. Lbcalgets
rely heavily on balancing funds from central gowveemt, the balancing funds are not directly linkedthe

improvement in local development because majoritythe funds are largely spent to cover routinefeuntr
expenditure of the local governments.

Dependency of local governments on fiscal trandfienm the central government is mainly driven blame gap
between fiscal capacity and fiscal needs of localegnments in Indonesia. In the long run, this widehkd to fiscal
mismatch or fiscal unsustainability. One conseqaasfcsuch a mismatch is the dominant role of irdeegnmental
transfers in local budgets that influencing locavgrnments performance in delivering decentralfsedtions given
to them. Furthermore, intergovernmental transfesmfthe central government to local governmentsgareerally
given to ensure that local governments can achiezdasic priorities of the development goals gethie central
government in all local government areas, not tarfce the local specific-development goals. A higiecal

mismatch is an evidence of a weakness of fiscabmability which refers to the ability of local gernments to
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finance expenditure using own-source revenues anldeasame time reduce dependency on fiscal trem$fem

higher levels of government (Bird, 2003). Fiscastainability also indicates long-term ability ofvgznment to
fulfill their responsibilities to stakeholders, comanity (Chapman, 2008). If local governments haseheen able to
achieve fiscal sustainability, it will affect thebility to implement public services provisionlatal jurisdictions
which at the end would hinder the local economivettspment and sustainable provision of public s&wi
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