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Chapter 9
FORWARD ESTIMATES FOR INTERGOVERNMENTAL
TRANSFERS IN INDONESIA: IS IT POSSIBLE?®
Hefrizal Handra

INTRODUCTION

Forward estimates for intergovernmental transfers will be an
important tool for Indonesia to rec?uce uncertainties in relation to future
transfers and shared revenues and to facilitate the introduction of
Medium-Term Expenditure Framework (MTEF) approaches at Sub-
National Government (SNG) levels. Realistic forward estimates will
strengthen the reliability and predictabilitz of funds for the SNGs since
the transfers accounted for about 87% of municipality/regen
revenues and 55% of provincial revenues in the period 2008-2010. %t will
be almost impossible for the SNGs, especially local governments
(Municipalities/Regencies) to better estimate their revenues as well as to
undertaEe any form of MTEF without the provision of forward
estimates of intergovernmental transfers from the centre.

International practice shows that the majority of industrialized
countries prepare multi-year budgets. Experience of budget reform in
OECD and developing ‘countries suggests that MTEFs can help to
im{)rove budget processes and outcomes through greater clarity of
policy objectives, better predictability in budget allocations,
comprehensiveness of coverage; and transpareanl in the use of
resources (OPM review 2000). But experience also illustrates that the
MTEF is not always the solution for all budget problems. Improving
budget outcomes requires a focus on where the real problems lie. If, for
example, the release of budget funds is unpredictable, it will be difficult
toinstill confidence in medium term projections.

In Indonesia, the Medium Term Expenditure Framework (MTEF)
has already been prescribed to be implemented since enactment of the
Public Finance Law (No. 17 Year 20 3). The subsequent Government
Regulation (GR) No. 20 Year 2004 and the GR No. 21 Year 2004 indicate
that the programs and activities of each Ministry/Agency should be
based on a medium term perspectives (more than one year). However,
until now, there is no presentation of such medium estimates for
intergovernmental transters in Indonesia's budget system. Three years
projections for the aggregate estimates of State's revenues and
expenditures have been stated in the financial notes of the budget
proposal since 2008, but the details of the budget have never been
accompanied by forward estimates.

*This paper is reproduced (extracted) from my final report as a consultant for the ADB Technical
Assistance Project (TA7184: Local Government Finance and Governance Reform) at the Ministry of
Finance Republic Indonesia from January 2010 toMarch 2011.
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The challenge comes with the new manual in the planning and
budgeting reform issued by the MoF and Bappenas in 2009. The manual
requires the central government to provide three years projections
(forward estimates) for the budget 2011 includinﬁ for
intergovernmental transfers. This paper assesses the feasibility of
implementing forward estimates for intergovernmental transfers in
Indonesia. This is a descriptive study which assesses the system of
intergovernmental transfers in Indonesia and the possibility to
implement forward estimates.

REVIEW OF INTERNATIONAL EXPERIENCES ON FORWARD
ESTIMATES

A majority of industrialized countries prepare multi-year budgets,
named depending on the approach taken, such as multi-year budget,
forward budget, expenditure review, multi-year estimates, forward
estimates, etc. Meanwhile, in the developing and transition countries,
the expression “Medium-Term Expenditure Framework” (MTEF) is
frequently used to describe some form of multi-year budget or more
aggregated estimates. The definition of MTEF given by experts varies
from one to another. Abroad definition given by Grewal (2005), explains
the MTEF as “a multiyear system for managing public expenditure so
that the goals of fiscal policy can be achieved”. A more straightforward
definition given by Pearson (2002) is “an MTEF is a multi-year public
expenditure planning exercise which is used to set out the future
resource requirements for existing services, and assess the resource
implications of future policy changes and any new programs”.

Various literature articles describe that the process of building a
MTEF begins with preparing top-down estimate of aggregate resources
available for ubFic expenditure consistent with macro-economic
stability. The World Bank's Public Expenditure Management Handbook
(1998) called it “a top-down resource envelope” which is fundamentally
a macroeconomic model that indicates fiscal targets and estimates
revenues and expenditures, including government financial
obligations and high cost overnment-wige programs. This is then
followed by preparation of bottom-up estimates of the current and
medium-term costs of existing policy. The term “existing policy” could
also apply in the context of a medium term. For example, if the decision
has been made to increase the coverage of certain services in year n+3,
the implication of such policy to the cost estimations should be
included. Finally, the process includes a framework to reconcile the
costs with aggregate resources. In other words, it matches the costs with
available resources in the context of the annual budget process.

The MTEEF is a rolling process repeated every year and aims to
reduce the gap between what is affordable and what is demanded by
Fublic institutions/Ministries. The forward estimates of expenditures
or a particular year could change for a number of reasons. First, the
estimates are based on a continuation of the Government's current
policies and programs. These will change over time as new programs
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are introduced or existing programs are enlarged or reduced. Such
changes may or may not impact on the financial aﬁgregates at the
Agency/Ministry level as the changes may be offset through a
reordering of priorities. Second, existing policies may result in real
expenditure growth or contraction where the policies are driven by
demand variables. For example, changesin demotgraphic forecasts for a
particular year will require a refinement in the forecast payments for
demographic sensitive services. Lastly, changes over time in the forecasts
of parameters, such as wages growth and interest rates, will result in
changes in forecast expenditures between the time of the forward
estimates being produced for a year and the budget for that year.

Intergovernmental transfers, as part of CG's finances, may or ma
not be included in the MTEF, depending on the country concerned.
Some countries are very comprehensive and cover intergovernmental
transfers in the MTEF. Some only include the CG Ministry
expenditures. In some countries the MTEF is only relevant for particular
types of CG expenditure. Forward estimates for intergovernmental
transfers basically provides information about the projected amount of
transfers to SNGs based on the current policies adjusted with the price
level or the growth of relevant central revenues. Additions/reductions
to from forward estimates of transfers should be based on costing of the
medium-term policies.

Coverage and Timeframe of Medium-Term Expenditure Framework

The Medium-Term Expenditure Framework (MTEF) experiences in
various countries show variation in the coverage. The most
comprehensive coverage of the MTEF is in South Africa, Australia and
Uganda. It covers not only the Central Government Expenditure but
also intergovernmental transfers. In some countries like Ghana, Kenya
and Malawi, the MTEF only applies for the Central Government
Expenditure. In the UK and Japan, the MTEF is even only relevant for
particular types of Central Government Expenditure. Forward
estimates for intergovernmental transfers provide information about:
(1)The amount of transfers to SNGs if the policy is not changed; (2) The
projected amount of transfers to SNGs (aJ}usted with the price level or
the growth of relevant central revenues); and, (3) Additions /reductions
to transfers, if the policy is to be changed over the medium-term.

The forward estimates practices in many countries vary from two to
five years. In Australia, Kenya, Uganda and Ghana, for example, the
forward estimates are for three years, while in South Africa, the

rojection figures are for four years (including the next years' budget).
n the UK, the projections vary from two to five years depending on
types of expenditures.

Legal Status of MTEF

The legal status of MTEF varies from one country to another. The
highest legal status is in South Africa, Australia and Uganda where the

Forward Estimates for [ntergovernmental Transfers in Indonesia: is it Possible? |
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MTEF is a part of the budget process and subject to
approval/endorsement of the Ce binet/Parliament. The next strong legal
process is in Ghana where the MTEEF is part of budget process but not
subject to formal approval by either Cabinet/Parliament. Vice versa, in
Kenya, the MTEF process is separated from the budget, but it should be
approved by Cabinet/Parliament. The lowest legal status is in Malawi
where the MTEF is neither a part of the budget process nor submitted to
Cabinet/Parliament for approval. For the best results, continuing
political commitment for MTEF is important. Therefore, the best system
of MTEF is where it becomes part of the formal budget processes and a
formallegal document.

Advantages of MTEF

Learning from the MTEF system in countries like South Africa and
Australia, the advantages of applying the MTEF are observed from the
role of it on: (i) assisting macroeconomic stability; (ii) in maintaining the
level of public services; and (iii) in providing predictable resources for
SNGs. However, the success of the MTEF will depend upon flexible
fiscal rules and realistic targets.

There are several reasons why an MTEF is desirable. Pearson (2002),
for example, argues that a MTEF helps to build the needed link between
olicy and budgetary spending by extending the perspective of the
udget beyond only the following year. Under an MTEEF, the focus of
budgetary authorities is extended to the same medium term (3-5 years)
over which the key targets of fiscal consolidation such as reductions in
fiscal deficits and debt are achievable. Wildavsky (1993) argued some 17
ears ago that isolated annual budgeting leads to short-sightedness
gecause only the next year's expenditures are reviewed. He emphasized
that annual budgets can hide overspending and lead to huge
disbursements in future years.

Besides the above arguments, the MTEF provides the first step to
developing medium term estimates for individual spending agencies,
so that it gives some degree of budget predictability to the agencies
while ensuring overall fiscal discipline (OPM Review 2000). This would
be a significant gain for many developing countries where a large dgap
between stated policies and actual resources leads to ad hoc spending
cuts in budget implementation. Budget reforms are only sustainable it
they demonstrate early benefits to key players in the process. Therefore,
itis particularly important that the introduction of any form of medium
term framework brings improvements in the predictability of
organizational funding. This appears to have been achieved in South
Aéica (OPM Review 2000). Meanwhile in Uganda the designation of
protected sectors (health, education, roads) has restricted
unpredictability to lower priority areas. In contrast, little predictability
seems to have been achieved in Ghana or Malawi and there are
indications that this is impeding progress (OPM Review 2000).

Experience of budget reform in OECD and developing countries
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suggests that MTEFs can help improve budget processes and outcomes
through greater clarity of policy objectives, predictability in budget
allocations, comprehensiveness of coverage, transparency in the use of
resources (OPM Review 2000). But experience also illustrates that the
MTEF is not always the solution to budget problems. Improving budget
outcomes requires a focus on where the real problems lie. If the release
of budget funds is unpredictable, it will be difficult to instill confidence
in medium term projections. Pearson (2002), points out one of the
difficulties for low income countries to implement MTEFs is the
macroeconomic instability that can render forward planning
impossible. Moreover, if Ministers, Parliamentarians ancF budget
hoﬁiers are not held to account, then no gains can be made from
attempts to link budget outcomes to policy objectives. Also, trying to
achieve transparency in the allocation of resources to specific activities
is futile where overall sector policies are unclear, inconsistent or
unrealistic.

In brief, the best process of a MTEF should bring together policy-
making, planning, and budgeting early in the budgeting cycle, with
adjustments taking place through policy changes. Even if the whole of
the Government's budgeting system is not working well, each sector is
better off managing itself with a medium-term perspective. A Multi-
Year Budget should show: (1) the present leveF of expenditures, (2)
additiona%expenditures to provide the same service in Elture adjusted
with the price level and demographic changes; and, (3) additional
expenditure, if the service is to be changed or expanded. International
experiences suggest that the key characteristics of a successful
implementation of an MTEF are:

* It should be realistic and should be set within a well prepared
macroeconomic framework;

Itisarolling program and thus needs to be updated on an annual
basis. If the annual budget is fixed and subject to a “hard budget
constraint”, the figures projected for later years are not seen as
entitlements but as best estimates for planning purposes;

It should be comprehensive and sufficiently detailed in coverin
all public expenditures and revenues from all sources. Broa
participation in decisions related to sector allocations, intra-
sector allocations and on sector policy discussions are
important;

It should be based on realistic (conservative) cost and revenue
estimates. This could involve the provision of contingencies to
cover changes in economic circumstances such as changes in the
inflation rates and new policy commitments; and

It should provide clarity in terms of accountability and
responsibilities. It should be approved by Cabinet and
published (rather than just adoptecf) as a working document) to
enhanceits credibility.

forward Estimates for Intergovernmental Transfers in Indonesia: is it Possible? |
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Nevertheless, a number of factors make it difficult for developing
countries to implement MTEFs. Schiavo-Campo (2008) points out the
weaknesses in macroeconomic planning and external shocks that have
made annual budgets unrealistic in developing countries. Typically
when a country faces a large trade adjustment, the annual budget is
quickly overtaken and with it the MTEF. Other than macroeconomic
conditions, there are various factors that should be addressed in
developing countries before a full scale MTEF can be implemented,
such as institutional weaknesses, lack of budgetary discipline, lack of
realism (overestimates), etc. Moreover, the MTEF which is aimed at
developing a fully output-oriented budget requires an extraordinarily
heavy information load and thousands cost centers which is a very
challenging proposition for any developing country.

Importantly, many (indeed most) papers discussing the MTEF or
forward estimates do not give much attention to intergovernmental
systems. Most papers only §iscuss expenditure of Central Ministries. It
seems that many writers consider that CG expenditures for Ministries
automatically cover intergovernmental transfers. However, such
transfers are different from Ministry expenditures and are uniquely
determined in the central budget of many countries. Nevertheless,
similar to the definition of forward estimates for CG expenditures,
forward estimates for intergovernmental transfers can be developed
based on the principles that:

Forward estimates of transfers to SNGs provide for the projected
amount to be technically adjusted with the price level or the
growth of relevant central revenue; and

Apart from technical adjustments any additions to or reductions
from transfers occur only if the intergovernmental policies are
changed over the medium-term

INTERGOVERNMENTAL TRANSFERS IN INDONESIA

Indonesia is a unitary state by proclamation of independence on 17
August 1945. Following proclamation, the Basic Constitution of 1945
has been used to establish a unitary country, which is clearly stated in
article 1 of the Constitution. With regard to decentralization, the Basic
Constitution 1945 does not regulate in detail how decentralization
should be organized in Indonesia. More specifically for SNGs and their
powers, the Constitution mentions that arrangements will be
established by Laws.

There have been six Laws and one Presidential Decree about
political and administrative aspects of SNGs since independence. Each
of them gives a different approach to the system. Those laws currentl
are Law 1/1945, Law 22 /1948, Law 1 /1957, Presidential Edict 6/1959,
Law 18/1965, Law 5/1974, Law 22/1999 and Law 32/2004. At the end of
2009, Indonesia comprised 33 Provinces and 491 Municipalities /
Regencies. Each level of SNGis assigned particular responsibilities. The
Provinces in Indonesia are assigned limited functions, which are mainly
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concerned with the multi-jurisdiction of regional affairs and services in
the Province and local functions which the Regencies / Municipalities
are not able to perform because of limited resource capabilities. These
ng/ include regional macro planning, human resource development
and research, the management of regional ports, environmental
protection, trade and tourism promotion, pest control / quarantine; and
spatial planning. With regard to local public services, almost all
functions are handled by Municipalities/Regencies.

Municipal/Regency Governments have financial responsibility for
at least fourteen government affairs and local services such as local
public works, primary health services, primary and seconda
educational services and culture, local environment, land matters,
cooperatives and manpower, etc. Such responsibilities involve activities
such as planning, financing, implementation, monitoring and
evaluation; and maintenance. From the revenue point of view SNGs are
assigned segarate tax bases. Tax assignments to sub-national level are
formalized by a Law. There have been three Laws about sub-national
taxes and charges. Those are Law 18 /1997, Law 34 /2000; and Law
28/2009. In addition to the assignment of taxing powers to each level of
Government, there are also other forms of central-regional financial
relations. Central Government's domestic revenues’ (state revenues)
are subject to transfers to sub-national governments. Transfers from CG
to the regions aim to fulfill the fiscal needs of SNGs, which cannot be
met by tEe region’s own revenues. In other words, the transfers are to
close the vertical imbalance between the CG and SNGs.

Three forms of transfers have been practiced in Indonesia in the last
three decades. The first is by transferring revenues from particular
central taxes and non-taxes to the source regions. This is usually called
shared revenues (Dana Bagi Hasil/DBH). For example, Individual
Income Taxes administered by Central Tax Office are to be transferred to
the source regions. The second form of transfer is the general purpose
grant from Central Government to the regions. Which is called the
general purpose grant (Dana Alokasi Umum/DAU). The third is
various types of specific grants including grants for special autonomous
regions and various specific types which are called a justment funds.

There are some other forms of intergovernmental financial relations
in Indonesia, including Hibah, de-concentrated funds and co-
administration funds. Currently, they are not technically considered as
part of transfers to SNGs. Hibahis a translation of 'grant' into Indonesia.’
Agrant from CG to LG is categorized into Hibah if the source of funds is
from aloan or grant from other countries or international institutions, In
other words, the CG is just channeling the fund to SNGs. Hibah is not
counted as a part of transfers due to the irregularity of funds and its
unique administrative procedures. Meanwhile the de-concentrated and

*Domestic revenue means the revenue from taxes and non-taxes collected in Indonesia.

’ Another translation of grant into Indonesia is banituan. The term bantuan keuangan is currently used
as a translation of grants from Provincial Governments ‘o Kabupaten / Kota Government
(regency/municipal government).
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co-administration fund basically aim to finance CG functions assisted
by the SNGs. Those funds are not counted as revenues for SNGs but
rather as CG expenditure executed by or through the SNGs.

Since decentralization, there have been two Laws about central
transfers to SNGs in Indonesia. The first is Law 25/1999, which was
’;}Eplied from the beginning of fiscal year 2001 until fiscal year 2005.

en at the end of 2004, Law 25/1999 was replaced by the Law 33/2004
which was implemented from fiscal year 2006 until now. Transfers to
SNGs accounted on average for about 33.7% of state revenues or about
5.8% of GDP during the period 2002-2010 as seen in Table 9.1. The total
amount of transfers varied from 4.9% to 6.8% of GDP. Transfers
achieved the highest ratio to GDP at 6.8% in FY 2006.

Table 9.1 Ratio Transfers to State Revenue and GDP During 2001-2010

amount of funds transf
based on the budget es
third and fourth quarte
related state revenue. S
available is not recogn:
final adjustmentis usua

As part of intergove
revenue is significant. I
transfers in the period

State
Revenues Transfers Ratio Ratio
Fiscal | GDP (SR) to SNG Transfers Transfers
Year In Trillion Rupiah to SR to GDP
2001 1646,3 300,6 81,1 27,0% 4,9%
2002 1821,8 298,5 98,2 32,9% 5,4%
2003 2013,7 340,9 120,3 35,3% 6,0%
2004 2295,8 403,1 129,7 32,2% 5,6%
2005 2774,3 493,9 150,5 30,5% 5,4%
2006 3339,2 636,2 226,2 35,6% 6,8%
2007 3950,9 706,1 253,3 35,9% 6,4%
2008 4951,6 979,3 2924 29,9% 5,9%
2009 5613,4 847,1 309,3 36,5% 5,5%
2010 6253,8 990,5 344,6 34,8% 5,5%
Average 2002-2010 33,7% 5,8%

Sources : Writer's calculation based on the data provided by the D] Budget, MOF
Note : data for FY 2001-2009 is the realization, data for FY 2010 is the Revised Budget

Shared Revenue

According to Law 25/1999 which was replaced by Law 33/2004
SNGs (Provinces and Local) have rights over a portion of certain CG
revenues. In other words, particular kinds of CG revenues, taxes and
non-taxes, should be shared to the autonomous regions, mainly those in
which the revenues are raised. SNGs are not normally involved in the
administration of these types of revenue. They just receive them in the
form of transfers from the CG.

The amount of shared revenue received by each region Fer year is
only known exactly after the real national revenue is collected and
calculated. However, every year, the Ministry of Finance (MOF) issues
the decree about the estimation of shared revenue for each region based
on the budget. Then MOF transfers the funds quarterly to regions. The
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amount of funds transferred for the first and second quarters is usually
based on the budget estimation, while the amount of transfers for the
third and fourth quarter are adjusted with the estimated realization of
related state revenue. Since the actual amount of shared revenue finally
available is not recognized until the first quarter of the next year, the
final adjustmentis usually done at the first quarter next year.*

As part of intergovernmental transfers, the total amount of shared
revenue is significant. It accounted on average for about 27.5% of total
transfers in the period 2003-2010 (see Table 9.2). It is smaller than the
DAU but higher than the DAK. As a portion of total transfers it has not
changed greatly during such period, ranging from a low of 24.7% in FY
2009 to ahigh ot 33.6% in FY 2005.

Table 9.2. Composition of Intergovernmental Transfers 2003-2010

Special
Autonomy
General and
Fiscal Purpose Specific Shared Adjustment
Year Grant grants® Revenue Fund
2003 64,0% 2,3% 26,1% 7,7%
2004 63,3% 2,2% 29,2% 5,3%
2005 59,0% 2,6% 33,6% 4,8%
2006 64,4% 51% 28,7% 1,8%
2007 65,1% 6,4% 24,9% 3,7%
2008 61,4% 7,1% 26,8% 4,7%
2009 60,4% 8,0% 24,7% 6,9%
2010 59,1% 6,1% 26,0% 8,8%
Average 62,1% 5,0% 27,5% 5,5%

Source: writer's calculation from data provided by DJA of MOF.
Note: The 2003-2009 data is realization, the 2010 data is the revised budget.

The shared revenues from oil and gas were dominant among other shared
revenues. On average they accounted for about 42% of total shared revenues
during the period o§2001-2010. Then followed shared revenues from the land
and building tax (PBB), and fees for property ownership transfers (BPHTB).
Generally, each kind of shared revenue tends to increase following the growth
of relevant State revenues. Marked fluctuation is experienced with shared
revenues from oil and gas due to the volatility of oil and gas prices.

‘In gractice, itis called the fifth quarter if the CG has to provide additional funds. If the payment to
SNGs has exceeded the actual amount, the CG will adjust the estimation of next years shared
revenues.

*Only Dana Alokasi Khusus (DAK), not included Hibah
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General Purposes Grant (Dana Alokasi Umum)

Dana Alokasi Umum (DAU) is a general purpose grant from CG to
Provincial and Municipal/Regency Governments. It was introduced by Law
25/1999 and implemented for the first time in FY 2001. During the New Order
Era, Indonesia had various kinds of grants for development. Most of them were
specific grants such as the grant for regional recurrent expenditure (especially
for salaries of local civil servants), grants for development of provincial and
local roads, grants for development of primary schools, etc.

Significant changes were promoted by Law 25/1999. It simplified the grants
system and introduced a more reliable system of grants. The Law secured the
revenues of SNGs by determining the amount of DAU to be at least 25% of net
state domestic revenue’ (Law 25/1999, Article 7.1). This was completely
different from the previous approach in which the value of the grant was
determined by the actual expenditure on wages of regional civil servants. This
arrangement secured for the SNGs reliable sources of funds to finance their
responsibilities in line with the State’s fiscal capacity. It also aimed to force the
regions to be more responsible in financing their recurrent expenditures.

Based on Law 25/1999, the DAU is declared to be an equalization grant
which attempts to address fiscal disparities of regions, not only in fiscal
capacities but also in expenditure needs. The fund is intended to balance fiscal
capacities among the regions in financing the expenditure needs of their
decentralised functions. The DAU allocation is supposed to follow the fiscal
gap equalisation (FGE) model. It is allocated on a formula basis not as a
discretionary system. However, in practice, only about 60% of the DAU is
distributed in relation to the fiscal gap, while the remaining 40% s based on the
basic/staffing allocation. Therefore, the equalization effect of the DAU hasbeen
decreased.

After Law 25/1999 was replaced by Law 33/2004 the reliability and
predictability of the DAU was maintained. The new Law even increased the
inimum amount of the DAU to 25.5% of net state revenues for FY 2006 and
2007 and then 26% from FY 2008. However, the reliability of the total amount of
the DAU has been undermined by the budget Laws for FYs 2009 and 2010 with
the calculation of net state revenue no longer based on Law 33/2004. Rather it
has been amended through the Budget Law every year so that the total amount
of DAU has become lower than it should be under Law 33/2004. Data in table
3 4 confirms that the total amount of DAU was only 19% of State revenue in FY
2009 and 20% in FY 2010. Meanwhile, it has averagely 23% of net state revenue
during the period, 2001-2008.

¢ Government Regulation (GR) 104/2000 stated that the minimum amount of total DAU is 25% of
the budgeted state revenue minus the total amounts of state revenue distributed to regions through
the shared revenues. State revenue is the revenue from State taxes and non-taxes raised
domestically (not from foreign debt and international grants).
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Table 9.3. Ratio of Each Type of Transfers to State Revenues During

2001-2010
Fiscal Ratio DAU to | Ratio DBH Ratio DAK Ratio SA&AF to
Year SR to SR to SR SR
2001 23,0% 7,7% 0,3% 0,0%
2002 22,9% 8,1% 0,3% 1,1%
2003 22,9% 8,3% 0,8% 2,8%
2004 23,5% 7,7% 0,9% 2,0%
2005 23,4% 8,2% 1,1% 1,9%
2006 23,4% 9,5% 1,9% 0,6%
2007 22,9% 9,5% 2,4% 1,2%
2008 23,0% 8,5% 2,7% 1,9%
2009 18,9% 8,7% 2,5% 2,4%
2010 20,3% 8,6% 2,2% 1,7%

Source : writer's calculation from several years budget Law (UU APBN)

Specific Grants (Dana Alokasi Khusus)

The role of the Specific Allocation Fund (DAK), according to Law
25/1999 article 8, was to provide financial assistance to SNGs for: (1)
particular local needs which could not be accommodated by the DAU;
-and (2) for particular local services which have been set as national
priorities. Law 25/1999 mentioned that the DAK was intended to make
the equalization mechanism more comprehensible. The Law implicitl
recognizes the difficulty in accommodating refional diversity throug
the DAU and thus provided mechanisms to address national priorities
through the DAK.

Law 33/2004 slightly changed the DAK definition to a fund allocated
to SNGs in order to help financing particular activities which have been
decentralized to SNGs but in line with national priorities. The law
emphasizes that the DAK should only be provided to finance local
affairs which are also set as national priorities. A similarity of both Laws
is that the amount of the DAK was not set as a percentage of national
revenues as per the DAU. The amount of the DAK is determined everIyé
year accordin% tonational fiscal capacities. In short, the amount of DA
1s not certain. Besides, it can and has fluctuated.

In FY 2001 and 2002, the DAK was only a reforestation fund. Other
sectors of DAK funding introduced in FY 2003 consisted of grants for
local infrastructure, education; and for health services. The type of DAK
has expanded from only 5 types in FY 2003 to 13 types in FY 2010.
However, the total amount of DAK has remained insignificant
compared to the total amount of DAU. In FY 2001, the total amount of
DAK was only IDRO0.7 trillion while the total DAU was IDR60.5 trillion.
In FY 2009, the DAK was IDR24.8 trillion while DAU was IDR186.4
trillion. Although annual average growth of DAK during 2003-2010 was
37.5%, the total amount of DAK remained muich lower than the DAU.
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Table 9.4. Specific Grants (DAK) in Indonesia from 2003-2010
(in IDR billion)

t{ro Sector | 2003 | 2008 | 206 ;
1 | Education 625 653 1221 2920 5195 7015 9335 933  471%
‘E 2 | Health 375 456 620 2407 3381 3817 4017 2830  335%
! 3 | Road Infrastructure 843 839 945 2576 3113 4045 4501 2810 188%
* 4 | Irrigation Infrastructure 339 357 383 628 859 1497 1549 968 162%
‘ 5 | Water and Sanitation 204 608 1063 1143 1142 714 286%
6 | Government Infrastructure 88 228 148 449 539 362 562 38 235%
7 | Fishery 305 322 776 1100 1100 1100 1208  257%
8 | Agriculture 1700 1095 1492 14927 14927 1544  555%
9 | Environment 113 352 352 352 352 32,8%
10 | Family Planning 279 329 329 8,6%]
11 | Forestry 100 100 250) 58,1%
12| Village Infrastructure 190 3000 1459%
% 13| Trade 150 1071 -12,0%
Total ; 2269 2839 #4014 11570 17.094 21202 +24.820 - 21.133 - 490%

Source: Data from Ministry of Finance.

Although the total amount of DAK is not certain, three DAK
components: education, health and road, have always been dominant.
However, in line with increasing number of DAK sectors, the share of
DAK health and roads decreased, but this has not been the case for
education. Although the amount of DAK health and roads remains next
important after education, their share has decreased with annual
growth below annual growth of total DAK.

Special Autonomy and Adjustment Fund

Special autonomy funds were introduced in FY 2002 for Papua
Province. The Special Autonomy Law for Papua requires the CG to
provide the special fund for 20 years. The amount of funds is set at 2% of
the DAU with the main purpose being to finance education and health
services (Law 21/2001, Article 34). Moreover, the CG is compelled to
provide additional funds for infrastructure with amounts to be
determined by the Government and DPR, based on proposals of the
Provincial Government. Special Autonomy Funds should also be
provided for Aceh following implementation of Law 11/2006 on Aceh
Government autonomy. The amount of funding for Aceh is the same as
for Papua which is 2% of the DAU for the first 15 years. But the amount
is to be reduced to 1% of DAU beginning from the 16" to 20" year (Law
11/2006 Article 183). Another difference is that there is no additional
infrastructure fund for Aceh.

Adjustment funds are not mentioned in any Law. The funds are
legalized by the Budget Law every year. They were firstly introduced in
the Budget Law 2002 to compensate those SNGs that became worse off
(DAU reduction) due to the implementation of the new DAU formula.
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The Government and DPR agreed to guarantee the DAU minimum at
the same amount of the 2001 DAU for all SNGs. Following this, the
adjustment fund continued to be provided every year in various forms
and not only for DAU hold harmless provisions. In FY 2010, there are four
main types of adjustment funds, those are: (1) Additional benefits for
teachers with civil servant status; (2) Regional Incentives Fund; (3) Unpaid
DAK?2008; and, (4) Unpaid Infrastructure adjustment fund 2008.

While the special autonomy funds are only for Aceh and Papua
Provinces, the adjustment fund is provided for every particular region
as justified by the Budget Law every year. The minimum amount of
funds for special autonomous regions is determined by the Law and it is
predictable since the amount is set to be at least 2% of DAU. It can be
seen from Table 9.5 that the ratio of special autonomy funds to DAU was
exactly 2% during the period of 2002-2006. It has increased to more than
4% since FY 2008 due to the implementation of special autonomy funds
for Aceh and for the additional funding for Papua infrastructure.
Meanwhile, the amount of adjustment funds is determined by political
processes. Itis a highly volatile and unreliable source for RGs.

Table 9.5 Special Autonomy and Adjustment Fund 2001-2010 (in IDR trillion)

Special

Fiscal Autonomy Adjustment Ratio SA

Year (SA) Fund Total to DAU
2001 0,00 0,00 0,00 0,0%
2002 1,38 2,05 3,44 2,0%
2003 1,54 7,85 9,39 2,0%
2004 1,64 5,21 6,86 2,0%
2005 1,78 5,47 7,24 2,0%
2006 2,91 0,56 3,48 2,0%
2007 4,05 4,41 8,45 2,5%
2008 7,51 6,94 14,45 4,2%
2009 8,86 14,88 23,74 4,8%
2010 9,10 7,30 16,40 4,7%

Source: writer's calculation from several years budget Law (UU APBN)

ASSESSMENT OF THE POSSIBILITY OF FORWARD ESTIMATES
FORINTERGOVERNMENTAL TRANSFERS IN INDONESIA

Realistic and accurate forward estimates for intergovernmental transfers
will strengthen the reliability and predictability of funds for SNGs in Indonesia
since the transfers are large accounting for about 87% of
Municipalities/Regencies revenues; and 55% of Provincial Government
revenues during the period 2008-2010 (see Table 9.6). In total, transfers to SNG
took about 34% of the state revenues during the period 2001-2010 (see previous
part). Providing forward estimates of transfre)rs will also assist gNGs to
implement their own MTEFs. It will be almost impossible for SNGs, especially
the LGs to realistically estimate their revenues in a MTEF framework without
better estimated from the CG.
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Table 9.6. Composition of SNG Revenues in the Period of 2008-2010

Municipalities/
Provinces Regencies SNGs
Local Own Revenues 43,8% 7,3% 16,0%
Transfers from Central Government 55,0% 86,8% 79,3%
Shared Revenue (DBH) 22,9% 16,4% 18,0%
General Purposes Grant (DAU) 22,7% 59,8% 51,0%
Specific Grants (DAK) 1,6% 8,0% 6,5%
Dana Otsus and Adjusment 7,8% 2,5% 3,8%
Other Revenues 1,2% 5,9% 4,7%
Total Revenues 100,0% 100,0% 100,0%

Sources: writer's calculation from the data of local government budgets provided by the MOF

Possibility of Forward Estimates for Shared Revenue (Dana Bagi
Hasil)

As explained in the previous section, the formula of shared revenue
(Dana Bagi Hasil/DBH) has been determined by Law 33/2004. Forward
estimates of each component of DBH which comprise shared non-taxes
(SNT) and shared taxes (ST) can be prepared once the aggregate
forward estimate of relevant state revenues are produced. In this case,
the accuracy of state revenues estimation becomes very important. If
they are over estimited, the estimation of shared revenues will also be
overestimated and vice versa for under estimation. The reparation of
forward estimates for DBH is clearly possible based on the regulations
and forward estimates of relevant state revenues.

Tables 9.7 and 9.8 show the estimation of ST and SNT in the state
budget. Table 9.8 shows that the dpercentage shares of individual income
tax (Pajak Penghasilan/PPh) an of excise on tobacco are very similar to
what the reguEltion requires. The shared IIT has always been 20% of the
estimated state revenue from individual income taxes (Article 21, 25
and 29) during 2002-2010, except for FY 2004 which was only 19%.
Moreover, the share of tobacco excise was exactly 2% of the related state
revenues since introduction in FY 2009 and 2010. But the percentage
share of land and building tax (Pajak Bumi dan Bangunan/PBB) and of
fees on property transfer of ownership (Biaya Pengalihan Hak atas
Tanah dan Bangunan/BPHTB) have been higher than what is actually
mentioned in Law 33/2004. According to regulations, the share of PBB is
only 90% and the share of BPHTB is 80%. For PBB, the difference is due
to gG policy of reallocating the 10% central share to SNGs equally and
to provide incentives for articular LGs which achieve the revenue
tareet. Moreover, for BPHTB, the CG also redistributes the central share

to all SNGs.
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Table 9. 7. Percentage Share of Tax Revenue to SNGs from 2002 to 2010

State Tax Revenues and raof Law 25/1999 . ra of Law 33/2004" Average
Share fo SNGs 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 [ 2010 | p.nua
(in Trillion Rupiah) Budg Budget | Budget | Budget | Budget | Budget | Budget | Budget | Budget| Growth
Individual Income Taxes
(Art. 21, 25829) 20,36 29,25 31,66 | 32,10 | 30,01 | 37,37 | 4246 | 50,45 | 65,87 15,8%
Property Tax 5,92 7,52 8,03 10,27 | 15,73 | 21,27 | 2416 | 28,92 | 26,51 20,6%)
Property Transfer Fees 2,21 2,40 2,67 321 528 5,39 4,85 7,75 7,39 16,3%)|
Excise on Tobacco 41,93 | 43,57 | 48,24 | 5593 10,1%,
Share to SNGs (Total) 11,95 15,39 1642 | 19,50 | 26,24 | 33,06 | 36,33 | 4575 | 46,92 18,7%|
Individual Income Tax 4,07 5,80 6,04 6,40 6,00 7.47 8,49 10,09 | 13,17 15,8%
Percentage Shares 20% 20% 19% 20% 20% 20% 20% 20% 20%
Land and Building Tax 5,67 7,19 7.7 9,80 1496 | 20,20 | 22,99 | 2745 | 2524 20,5%;
Percentage Shares 96% 96% 96% 95% 95% | 95% 95% 95% | ‘95%
Property Transfer Fee 2,21 2,40 2,67 3,20 5,28 5,39 4,85 7.25 7,39 16,3%)
Percentage Shares 100% | 100% 100% | 100% | 100% | 100% | 100% 94% | -100%
Excise on Tobacco 0,97 112 16,0%
Percentage Shares 2%} 1 2%

Source : writer's calculation from several years budget Law (UU APBN)

Table 9.8 shows that, for most non-tax revenues, the percentage
share is also close to what regulation requires. The budgeted share of oil
revenue after the implementation of Law 33/2004 has ranged from 15%
to 16%. It was initially 15%, but then was increased to 15.5% from FY
2009. The budget of shared oil, which was 16% in FY 2009 and 2010 (0.5%
higher than the requirement), can be explained by the higher share for
Aceh and Papua. Moreover, the budgeted share of gas revenue has
always been just above 30% (minimum percentage share). Similar to
shared oil, the shared levels of gas which were higher than 30% can be
explained by higher share for Aceh and Papua.

Reductions were experienced by the share of forestry revenues,
from an average of 80% in the era of Law 25/1999 to around 60% during
2006-2010 in the era of Law 33/2004. This reduction was caused by
shifting the reforestation fund from DAK to shared revenues in 2006
with the share for SNGs reducing to 40% of total reforestation revenues.
Generally, it can be concluded that the share of natural resource
revenues closely followed the regulation in terms of budgeted levels.
Therefore, it is quite possible to prepare forward estimates for the share
of natural resource revenues, based on forward budget estimates of the
aggregate revenues.
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Table 9.8 Percentage of Share of Non-Taxes Revenue to SNGs from 2002 to 2010

Era'of Law 25/1999 ReEra of L ¥ Average
State Revenue from Natural 2002 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | anpuat
and the Share to SNGs (in Trillion Rp) | Budget | Budget Budget | Budget | Budget | Budget | Budget Budget | Budget| Growth
State Revenue from Natural Resources
Oil 44,01 39,91 28,25 31,86 | 110,14 | 103,90 | 84,32 | 123,03 89,23 9,2%
Gas 14,52 16,28 15,75 15,27 36,10 35,99 33,61 39,09 31,30 10,1%!
General Mining 1,34 1,48 1,63 2,02 2,99 3,56 5,31 8,72 8,23 25,5%!
Forestry (IHPH & PSDA for 2002-2005) 0,98 0,40 0,29 0,33 2,00 2,55 2,78 2,50 2,87 14,4%!
Fishery 0,29 0,45 0,60 0,70 0,41 0,25 0,20 0,15 0,15 -8,0%
Geothermal 0,24
Shared Natural Resources 12,66 12,51 10,51 11,80 33,12 32,02 29,74 28,16 34,48
Oil 5,79 5,53 3,84 4,70 16,74 15,83 12.85 19,15 14,08
Percentage shares 13% 14% 14% 15% 15% 15% 15% 16% 16% 15,4%!
Gas 4,78 5,12 4,66 4,60 12,50 11,62 10,77 12,21 9,94
Percentage shares 33% 31% 30% 30% 35% 32% 32% 31% | 32% 32%)
General Mining 1,07 1,18 1.30 1,60 2,40 2.85 4,25 6,98 6,59
Percentage shares 80% 80% 80% 79% 80% 80% 80% 80% 80% 80%]
Forestry 0,786 0,32 0,228 0,3 1.16 1,52 1,71 1.51 1,57
Percentage shares 80% 80% 80% 91% 58% 60% 62% 60% 55% 59%
Fishery 0,233 0,36 0.48 0.6 0,331 0.2 0,16 0,12 0,12
Percentage shares 80% 80% 80% 86% 80% 80% 80% 80% 80% 80%
Geothermal 0,196
Percentage shares 80% 80%

Source: writer's calculation from several years budget Law (UU APBN).

Some adjustments to the forward estimates are needed due to the
amendment of the Law on Local Taxes and Charges that have shifted the
DBH components, namely: (1) fee for transfer of property ownership by
2011; and (2) the land and building taxes to local taxes progressively
between 2011 and 2014. Other adjustments to the regular shared
revenue are due to different share formula applied for Papua and Aceh.
Shared oil and gas for Papua and Aceh are much higher than the share
for others.

Possibility of Forward Estimates for Dana Alokasi Umum

Judging fromiits realization, Dana Alokasi Umum (DAU is the most
reliable revenue for LGs. For the last nine years (2001-2009) the
realization of DAU has been equal to the budget as stated by the Budget
Law’ Moreover, the DAU at least up until 2008 is also the most

redictable transfer since the total DAU in the budget has always

ollowed the Law of intergovernmental transfers which is 25% of NSR
according to Law 25/99 and 26% of NSR based on Law 33/2004. The NSR
is the domestic SR minus the revenue shared to regions. Based on sucha
rule, forward estimates for total DAU can be prepared easily once the
forward estimates of state revenue and shared revenue are produced.
Indeed, the Government has already produced forward estimates for
the SR but not the shared revenues in the financial notes to the budget
since FY 2008.

7 There was a small difference between the realization and the budget of DAUin FY 2010 duetoa
revision (an increase) of DAU for Kabupaten Indramayu in the revised budget 2010. According to
the official of DJPK, the revision of such DAU was a correction to wrong data used in the calculation
of DAU 2010.
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However, for FY 2009 and FY 2010, the calculation of the NSR was
changed in the Budget Law. The NSR from 2009 became State revenues
minus shared revenues, tax subsidies, fuel subsidies, electricit
subsidies, etc. As a result, the calculation of NSR is volatile and difficult
every year since the formula no longer accords to Law 33/2004. This
Fro uces uncertainty in the total amount of DAU every year. This also
eads to difficulties in calculating the forward estimates for the total DAU.

Despite such uncertainty, forward estimates for the total DAU are
still technically possible and development of two possible technical
scenarios are outlined here (others are possible). The first scenario
involves calculation based on Law 33/2004. Such amount has averaged
about 23% of total state revenues. The second scenario involves
calculation based on Law of APBN 2009 and 2010 which provides about
20-21% of total state revenues. The second scenario is a pessimistic one,
while the first is the optimistic alternative. The capacity of CG to clearly
define its policies on the DAU and to project these estimates accurately
isa criticalissue for broader success of the MTEF.

Possibility of Forward Estimates for Specific Grants (Dana Alokasi
Khusus)

Unlike the DAU and DBH, the amount of Dana Alokasi khusus
(DAK) is not guaranteed by Law 33/2004, so that the DAK can fluctuate
markedly. Table 9.4 confirms the unpredictability of the DAK. The DAK

reatly reduced in FY 2010 after strong continuous growth during 2003-

009. %he annual average growth of DAK during 2003-2009 was about
49%, but then it decreased by 15% in 2010. In 2009, the DAK shared
about 7.7% of total transfers. Clearly, one of the problems in estimating
the total amount of DAK for the next three years is due to its volatili
based on uncertain policy. Although the trend of all sectors of DAK was
positive from 2003-2009, the decrease of seven types of DAK in 2010
confirmed its inconsistency.

Nevertheless, forward estimates for DAK could refer to the National
Medium Term Development Planning (Rencana Pembangunan Jangka
Menengah Nasional/RPJMN) since the RPJMN has already estimated
the amount of fund provided for each program/activity for five years.
Unfortunately, the RPJMN has not explicitly clarified which
programs/activities would be funded by the DAK. More clarification is
needed in using (the current) RPJMN as a basis to justify the DAK for
forward estimates. The Government's medium term policy and
resource allocation plans are not yet clear enough.

One possible technical way to estimate the DAK is by using
statistical methods, such as trend analysis or other forecasting methods.
In general, the trend of DAK to date has to been increase. During the
Beriod 2003-2010, the total DAK grow 49% annually. The growth of

AK was contributed to two main factors. The first is diie to the growth
of the main types of DAK especially the DAK for education, health and
infrastructure (road and irrigation). The second is du : to the expansion
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of DAK types caused by shifting the Ministry/Agency Budget which
funded the SNG's affairs (de-concentration fun}éling) toczlhe D/igK. B

Among 14 types of DAK, the DAK for Education has the biggest
share and growth of 47% annually (see Table 9.4). The education DAKis
likely toincrease yearl due to the requirement from the Constitution to
share at least 20% of CG expenditure for education. The technical
specification for education DAK could change but the amount is likely

to increase in line with the increase in Government expenditure. The

second biggest share in 2010 was the DAK for health. Although this
DAK experienced a reduction of about 30% in 2010, it grew annually by
33.5% during the period 2003-2010. The third bigiest share in 2010 was
the DAK for road infrastructure. In 2009, this D was higher than the
DAK for health. It experienced a sharp decrease of 38% in 2010. Similar
to DAK for health, the annual growth for road infrastructure was 19%

during the period 2003-2010.

The historical data for the top three DAK sectors shows that the
lowest average annual growth was at 19%. Such annual growth is
higher than the estimated growth of DAK for 2011-1014 at 15%
annually. Therefore, using trend analysis, forward estimates of
could be technically pre ared for each tﬁ)le of DAK constrained by the
total available funds. 1he us€ of technical statistical methods for
estimating the total D i i
the historical data shows a clear trend of growth. Therefore, analysis
should be justified by an analysis of the availabilit{r of funds for
transfers. In practice it would be better for the po ic‘z makers to
determine medium term policies and levels for the size of the DAK, both
in total and for key priority sectors. Such policy decisions coul
consider past trends but would also look forward and set out the

medium term policy priorities and plans of Government.

Possibility of Forward Estimates for Special Autonomy Funds

The total amount of special autonomy fund (SAF) has been clearly
stated in the Law as discussed in the previous chapter. Therefore,
forward estimates for such funds can be easily prepared and based on
the forward estimates of the DAU. For the next 15 years, the forward
estimates for the SAF can be said to be a minimum estimate since the
amount of funds for special autonomous regions, according to the Laws
(special autonomy law for Papua and Aceh), is “at least” 2% of the

DAU.

Possibility of Forward Estimates for Adjustment Fund

Unlike the SAF, the adjustment fund is a very volatile and unreliable
source of funding for regions. These transfers are not regulated by any

Law other than the Budget Law. The amount of adjustment fund is

usually determined through a process of annual budget assessment in

$Total DAU in thebudget.
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the Parliament. They are mostly to accommodate various political
requests initiated either by the Government or by the Parliament.
Therefore, the possibility to estimate the adjustment fund will depend
on the type of funds provided. For example, the adjustment funds
provided for additional benefits for teachers with civil servant status
could be reasonably estimated since the number of teachers is known.
But other adjustment funds, such as the Regional Incentive Fund (Dana
Insentif Daerah/DID) and Fund for Strengthening Fiscal
Decentralization (Dana Penguatan Desentralisasi Fiskal/DPDF) and
Accelerating the Regional Development (Percepatan Pembangunan
Daerah/PPD), will very much depend on national resources availability
and the ability of the Government and the DPR to set policies and
funding for such schemes in a medium term planning and budget
context.

Development of MTEF's requires considerable discipline in the
setting of policies and funding levels for particular activities in a
predictable medium term framework. If the MTEF is to work
successfully for the intergovernmental transfer components then more
discipline will be needed by DPR and the Government so that
additional matters covered by the Adjustment Fund have clear medium
term policies and procedures that allow their medium term
costing—rather than current approaches based on annual haggling
over policies and funds allocations.

CONCLUSION

Forward estimates for intergovernmental transfers are very
important tools for Indonesia to reduce uncertainties in relation to
future grants and shared revenues and to facilitate the introduction of
medium-term expenditure framework (MTEF) approaches at SNG
levels. Realistic forward estimates will improve the reliability and

redictability of funds for the SNGs since the transfers accounted about

7% of Municipality/Regency revenues and 52% of Provincial revenues
in the ﬁ)eriod 2008-2010. It will be almost impossible for the SNGs,
especially LGs to improve medium term revenue estimates and to
undertake a kind of MTEF without the provision forward estimates of
intergovernmental transfers from the centre.

The study concludes that, generally, forward estimates for the
aggregate figures of intergovernmental transfers in Indonesia are
possible, especially for three types of transfers: DBH, DAU and SAF,
since they are clearly regulated. Forward estimate for the total DAU is
possible by developing two golic%/ options. The first option is the
calculation based on Law 33/2004. The second choice is the calculation
based on the Budget Law of 2010 which is in practice about 20-21% of
total state revenues. Forward estimate for the SAF for Papua and Aceh
are also possible since the minimum amounts are setby the Law.

However, there are difficulties to estimate the aggregate figure of
the DAK since the amount of this grant is not clearly regulated (not
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guaranteed by any Law). Moreover, it is impossible to predict the
Adjustment Funds since these are determined in the annual budget
assessment. Nevertheless, the forward estimated for the total of both
(DAK and Adjustment Fund) can be undertaken assuming that the total
amount of transfers to SNGs is set at an agreed policy level (such as 35%
of state revenues).” Current uncertainties suggest that the Government
should develop a clear medium term intergovernmental policy
direction which will not only facilitate enhanced forward estimates for
transfers, but also help in the preparation of medium term projections of
available funds for all Central Ministries.
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About 100 papers have been presented and discussed at the 3 IRSA International
Institute. Finally, only 14 papers are presented to be part of this book. The
conference, held on 19-21 July 2011 at Andalas University in Padang, was
conducted by the IRSA in conjunction with the Centre for Finance and
Development Studies (PSKP), Facultfr of Economics-Andalas University. This
book is organized into four parts. Part I discusses the regional development in the
era of decentralization. Part II reviews the disparities and poverty issues of
regional development. Part III explains the challenges for im%ovement and
expansion of public services from financial point of view. Part IV explores the
environmental, human resources and governance issues in regional development.
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and regional governments. Many factors contribute to lower provision of public
services in the region, nevertheless, limited financial resources are always blamed
as the main factor. Various alternatives of financial schemes other than regional
government expenditure have been developed to foster regional development
such as private sector initiatives, public-private partnership, and municipal bond.
However, regional development still highly relies on the central government
support. Ironically, inadequate resources are worsened by poor financial
management and corruption.
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