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Abstract

Institutional development for better governance, to allow for better 
implementation o f  decentralization [included fiscal] and other 
policies, will take years, as unfinished if not decades, to complete. 
Such institutions must be built domestically, or even locally, they 
can not be imported from others. German experiences have shown 
how their adjustment efforts against the environment changes such as 
globalization, European Union, domestic inter-regional disparity 
(reunification) for a better quality o f  development. By analyzing 
some theories and comparison German and Indonesian experiences, 
there are three recommendations: (i) existing cultural context, (ii) 
influencing o f  changing role and relationship, and (iii) questions on 
timing and sequencing o f  the policy. These three institutional aspects 
should be considered in policy design at all level o f  the governments 
and need consequently a strong central government to lead and 
manage the process.
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Population (2006): 222  Million people 
Surface Area: 1 ,860 .4  thousand p er sq km  
Population growth: 1 .34%  (2000 - 2005)
Population below  national poverty line (2006): 17.7!}% 
Gini index: 0 .35
Economic G row th (2006): 5.50 
GDP (200 6): 1,6 63 Billion IJSS

Source: Biro Pus at Statistic, 2007 •

After more than three decades under a very centralized national 
government, Indonesia adopted a policy o f  regional au tonom y in May 1999. The 
decentralization policy was embodied in Law 22 and Law 25 o f  1999.! Its full 
implementation took place in January 1, 2001. The policy is one o f  the 
cornerstones o f  Indonesia’s long overdue reforms, to which people put a lot ot 
expectation. Like in many countries, the decentralization policy intends to bring 
development closer to people. As government decentralized and moves closer to

These laws were in 2004 revised to be law no 32 and 33/  2004.

The author thanks D A A D  for financial suppor t  and P r o f  Winl r ied Manig -  Institute ol 
Rural Development ,  Got t ingen University for supervis ing and kindness dur ing my stay in 
Germany.  The views expressed in this paper  are those o f  the author,  and not those oi 
Government  o f  the Republ ic  o f  Indonesia.
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people, the cost o f  m onitoring politician should decrease and so should the 
country’s chronic problem  —  corruption.

U nder Laws 22 and 25 o f  1999 [also law  32 and 33 o f  2004] which, 
respectively provide the fram ew ork for political and fiscal devolution, local 
governm ents assum ed new  im portant functions and pow ers previously assigned to 
the central governm ent. L aw  22 [revised to law  32] has devolved all areas to local 
governm ent w ith the exception o f  national defense, international relations, justice, 
police, m onetary, developm ent planning, religion, and finance. Six years after the 
full im plem entation o f  the decentralization policy, things have gone m uch better 
than m any expected although som e im provem ents are still needed. H ow ever, many 
issues and concerns have also  emerged, both in the areas o f  adm inistrative and 
fiscal decentralization. A fter briefly outlined the structure o f  governm ent after 
fiscal decentralization, this paper highlights som e o f  the above issues and concerns. 
Then, the paper discusses som e institutional challenges that need to be taken for 
better im plem entation o f  fiscal decentralization in Indonesia.

Decentralization is focused at the district and municipality levels. This has 
always been the third tier o f  government below the central and the provincial 
levels. In 2001, there are 341 such administrations in Indonesia and 26 provinces 
(SiMERU, 2001). However, in 2007 the number o f  districts increased significantly 
about 434 districts and municipalities, while num ber o f  province also increased 
drastically 33 provinces (MoF, 2007).2

As mentioned above, the decentralization is according to the law (22/99 and 
also 32/2004) focused at the district and municipality levels. This focused 
decentralization area brings consequently some implementation problems at the 
district and municipality level due to lower capacity at district level (SMERU. 
2002; Hofmann and Kaiser, 2002) such as:

1) Transparency in defining the mechanism for equalization fund allocation;
transparency in the utilization o f  equalization funds in each region;

2) Fairness in the allocation o f  the DAU;

3) Sufficiency o f  the DAU allocation for each region, consisting of:

a. sufficiency measured by the need o f  the routine budget for the 
transfer o f  personnel;3

Actual ly according to the law 22/1999.  the region that cannot finance its own financial 
budget  should merge with other  regions. In the implementat ion,  the number  o f  regions 
are increasing drastically. Answer ing this si tuation,  the government  revised the law 
22/1999 to law 32/2004.
According to the law 25/1999,  local governments  have authority to determine their 
budget  structure. They should be able to catch the needs o f  their society.
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b. suffic iency  m easured by the need o f  additional funds for salary 
increases.

4) A  lim ited Special A llocation G rant (D A K ) allocation, in total am ount or 
breadth, w hich  so far has been lim ited only to reforestation . Law  25/1999 
directs D A K  tow ards supporting special needs in the regions. H ow ever, 
there is still considerab le  debate am ong institutions regard ing  the definition 
o f  “ special n eed s” (B unte, 2003)

A lthough the new  law 32 and 33/2004 have been im plem ented, the problem s
are still facing rem ain  the sam e even strongly  w ider as follow s:

5) The transparency  and responsibility  o f  local governm ent and also high 
people participation in local politic stay behind. M ost o f  local politicians 
w ork only fo r their ow n interest. The decentralization here can be 
understood as decentralized  corruption (Bunte, 2004; V olbracht, 2005);

6) D ue to d ifferen t perception on decentralization, it leads to a new  conflict 
betw een central and local governm ent. The local governm ent perform ance 
that m ore focused  on the ir individual or party in terest deteriorates “ the 
tru st” regard ing  to the relation betw een central and local governm ents. 
T his situation brings dangerously  the nation integrity (B unte, 2004);4

7) The military reform should bring the better dem ocracy at the region, 
how ever their political influence is still imperative at national and local 
level and it can less encourage the democracy process (Bunte, 2004);

8) In the fiscal decentralization, due to high dependency on national income 
the local governm ent tries to create locai taxation policy to increase their 
local budget. However, it distorts mostly their existing econom ic activities 
(Schreiner, 2000; Ray, 2003); " "

9) Decentralization is not absolute medicine to resolve the main problems in 
Indonesia such as democratization, since they still have low capacity o f  
local public official and demands for independency in such regions 
(Eissel/Grasse, 2005);

Based on the mentioned problems above, Bunte (2004) has estimated four 
scenarios for Indonesian decentralization:

1) Chaotic decentralization;

2) Anomalistic decentralization;

3) special decentralization;

I his si tuat ion instigates p cm ckaran  (A ufhliihcn ) some regions,  from 341 in 2001 to be
434 districts and municipal i t ies in 2007.
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4) R e-centralization;

The decentralization form s above, according to Biinte (2004) can take place based 
on internal efforts, between central and local governm ent, in enhancing the 
political, econom ic, and social cooperation to achieve a better results o f 
decentralization’s goals.

It^seem s that decentralization policy implemented in Indonesia is still 
facing m any problem s. The considerable different capacity o f  local governm ents 
leads to different achievements o f  decentralization itself. A  detail explanation 
should be m ade to describe the process o f  decentralization in Indonesia, especially 
its im pact in im proving public services, reducing poverty and unemployment, 
corruption and boosting economic growth. A comparison study should be made to 
have clear picture and best practices for better further policy. G erm an fiscal 
decentralization w ill be chosen due to a better practice and longer experiences. 
Since public and fiscal policy is related with dem ocratization process, the study 
will use an institutional approach to explore the issues.

Structure o f  Government after decentralization in Indonesia

The territory o f  Indonesia is divided into autonomous provinces, districts 
(,kabupaten) and municipalities (kota). Districts and municipalities are technically 
the same level o f  government.5 Moreover, this distinction is based also on whether 
the government administration is located in a rural area (district) or an urban area 
(municipality). Within districts and municipalities there are sub-districts 
(.kecamatan) which are smaller administrative government units. Each sub-district 
is further divided into villages. Villages in rural areas are called descu while in an 
urban areas there are referred to as kelurahan (see Figure 1).

The difference betw een district and municipalities is the number  o f  districts. District 
involves more than 5 or six sub-districts, while municipalities involve on the average 3 
to 5 sub-districts.
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Decentralizntioti Concept in B rief

Decentralization is the main issue o f  this paper as the “ big bang policy" 
(meaning an all-at-once process o f  decentralization rather than a gradual process) 
influencing social, econom ic and political condition in Indonesia. A brief 
explanation on concept o f  decentralization is necessary to position the fiscal 
decentralization within the broader context o f  decentralization.

The degree o f  decentralization is generally divided into three levels: de
concentration, delegation, and devolution. De-concentration  occurs when the 
central governm ent disperses responsibilities for certain services to its regional 
branch offices. With de-concentration there is no transfer o f  authority to lower 
levels o f  governm ent; rather, decision-making has simply been shifted to national
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governm ent s ta ff that are located in the regions. In contrast, delegation occurs 
when the central governm ent transfers responsibility for decision-m aking and 
adm inistration o f  public functions to local government or sem iautonom ous 
organizations that are not wholly controlled by the central governm ent, but are 
ultim ately accountable to it. Finally, devolution occurs w hen the central 
governm ent transfers authority for decision-making, finance and m anagem ent to 
quasi-autonom ous units o f  local government, who are accountable to their 
constituencies for their performance (Litvak, Ahmad and Bird, 1998; Usman, 
2001).

These d ifferent degrees o f  decentralization can be applied across political, 
fiscal and adm inistrative dimensions o f  decentralization. By definition, political 
decentralization only exists with delegation and devolution, w ith the two levels 
being distinguished by the degree o f  local versus central accountability. Fiscal 
decentralization deals w ith who sets and collects what taxes, who is responsible for 
w hat expenditure decisions, and how  the ‘vertical im balance’ (m easured as the 
transfers to sub-national government as a share o f total sub-national expenditures) 
is resolved. A dm inistrative decentralization deals with the sta ff and bureaucratic 
structures that deliver services (Evans, Manning, 2004; Bahl, 2001).

According to law 22 and 25/1999 [revised 32 and 33/2004), the structure 
o f  Indonesian government in the decentralized government is divided into 
decentralization, de-concentration, and co-administration. Some central 
government authorities are assigned while others are only shifted to local 
governments (see previous explanation). So, it can be concluded that Indonesia 
government structure is similar with the theoretical government structure in 
decentralization framework.

E rro r !  R eferen ce  source no t found, describes the key features o f  the 
political, fiscal and administrative concept within the context o f  de-concentration, 
delegation and devolution. In practice, however, these different dimensions do not 
always line up. For instance, even though there may be locally elected governments 
that are accountable to their constituents, the degree of fiscal decentralization may 
be more characteristic o f  delegated authority. In some cases, there may be 
extensive fiscal autonomy in the form of taxing authority and formula-based 
unconditional grants, but centrally determined wage rates and establishment 
controls may effectively dictate how those funds are spent. Similarly, full local 
authority over hiring, firing and establishment controls may be overshadowed by 
fiscal arrangements that are governed by detailed conditionality.

A s  the a b o v e  analys is  impl i es ,  the t r ea tment  o f  s t a f f  and  related 
adm in i s t r a t i v e  i s sue s  c an have  a d i r ec t  effect  on h ow  well the i n t ended  de g r ee  o f  
dec en t r a l i z a t i on  is a c h i e ve d  in prac t ice .  Thi s  is not  to say that  m o r e  admin i s t r a t i ve  
decen t r a l i z a t i on  is neces sar i l y  bet ter ;  in fact ,  extens ive  decen t r a l i z a t i on  can have 
nega t i ve  c o n s e q u e n c e s  for dev e lop ing  a s t rong,  profess ional  civi l  s e rv i ce  at the
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local level, i f  m obility , p rom otional and financial opportun ities are curta iled  as a 
result. R ather, the conclusion  tha t should be draw n is tha t the in teraction  o f  fiscal, 
political and  adm in istra tive  features needs to be taken  into accoun t i f  the  intended 
degree o f  decen tra liza tion  is to  be realized.

Table 1: Key Feature o f Political, Fiscal and administrative Concept 

Source: Evans and Manning, 2004

Deconcentrati 
on (rrfrnimal)

Delegation
(intermediate)

•  No locally 
elected 
governmental 
authority.

• Local leadership 
is vested in local 
officials, such as a 
governor or 
mayor, who are 
appointed by and 
accountable to the 
central 
government.

• Government at 
the local level is 
lead by locally 
elected politicians, 
but they are 
accountable, or 
partially
accountable, to the
central
government.

Local government is 
a service delivery 
arm o f the central 
government, and has 
little or no discretion 
over how or where 
service is provided.

Funding is provided 
by central
government through 
individual ministry 
budgets.

There are no 
independent revenue 
sources.

Spending priorities 
are set centrally, as 
well as program 
norms and
standards; local 
government has 
some management 
authority over
allocation of
resources to meet 
local circumstances.

Staff working at 
the local level are 
employees of  the 
central
government, and 
fully accountable 
to the center, 
usually through 
their respective 
ministries.

Staf f  could be 
emp loyees  o f  the 
central  or local 
governmen t ,  but 
pay and condit ions 
o f  emp l oymen t  are 
typical ly set by 
the center.
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• Funding, is p r i d e d

_t , . ,
kana conditionalgrants.

\  There, are no 
independent revenue 
sources.

• Local government 
has some authority 
over hiring and 
location of staffs but 
is less likely to have 
authority over firing.

Devolution 
(substantial)

• Government at 
the local level is 
lead by locally 
elected politicians 
who are fully 
accountable to 
their electorate.

Subject to meeting 
nationally-set 
minimum standards, 
local government 
can set spending 
priorities and
determine how to 
best meet functional 
obligations.

Funding can come 
from local revenues, 
revenue sharing 
arrangements and 
transfers (possibly 
with broad
conditions) from 
central government.

Staff are 
employees of local 
government.

Local government 
has full discretion 
over salary levels, 
staffing numbers 
and allocation, 
and authority to 
hire and fire.

(Standards and 
procedures for 
hiring and
managing staff, 
however, may still 
be established 
within an
overarching civil 
service framework 
covering local 
governments 
generally).

Indonesian Fiscal Decentralization in Brief: Concept, Law 25/1999 and 33/2004

Fiscal Decentralization also has become part o f  a world-wide "reform’' 
agenda o f  decentralization policy itself, has become an integral part o f  economic 
development and governance strategies in developing and transitional economies 
(Bahl, 2001). Along with “globalization,” fiscal decentralization and the desire for 
local discretion and devolution o f  power is seemed by the World Bank as one of 
the most important forces shaping governance and development today (World 
Bank, 1999).
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Why this renew ed in terest in fiscal decentralization  as refo rm ? T here  are three 
basic reasons (K ee, 2003) as follow s:

1. Central governm ents increasingly  are finding th a t it is im possib le  for them  to 
meet all o f  the com peting  needs o f  the ir various constituencies, and are 
attem pting to bu ild  local capacity  by delegating  responsib ilities dow nw ard  to 
their regional governm ents.

2. Central governm ents are looking to  local and regional governm ents to assist 
them on national econom ic developm ent strategies.

3. Regional and local political leaders are dem anding  m ore au tonom y and w ant the 
taxation pow ers th a t go along  w ith  their expenditure responsib ility .

Fiscal decentralization  is now  seen as part o f  a  reform  agenda o f  m any nations to 
strengthen tiieir regional and local governm ents to  m eet the  challenges o f  the  21st 
Century.

Theoretically, we can conclude that a “proper” distribution o f  tax authority 
and expenditure responsibility is an extremely com plex  issue. Economists 
generally focus only on issues o f  efficiency and equity, while  public administration 
and political science scholars tend to focus on distribution o f  powers, 
responsiveness and accountability, and tax competition and coordination. 
Economist Richard M usgrave’s framework for analyzing roles or functions is- 
widely accepted (M usgrave, 1959, 1961; see also Oates, 1977). The Stabilization 
Function involves the role o f  tax and spending policies and m onetary policy in 
managing the overall level o f  economic activity. It is widely agreed that this 
macroeconomic function should be assigned to the national government. This 
suggests that the national governm ent must have a broad-based tax suitable for this 
role. The case for assigning this function to the national governm ent rests on two 
assumptions that:

1) The national governm ent’s broad taxing powers can more easily redistribute 
income; and

2) The ability o f  taxpayers to move from one jurisdiction to another to take 
advantage o f  more attractive spending and taxation policies weakens local 
government’s ability to “ soak the rich and redistribute to the poor.”

There are some arguments for fiscal decentralization. The theoretical case for fiscal 
decentralization dates from 17th and 18th Century philosophers, including 
Rousseau, Mill, de Tocqueville, Montesquieu and Madison. Central governments 
were “distrusted” and small, democratic  governm ents were seen as the principal 
hope to preserve the liberties o f  free men (Bennet, 1990). The modern case for 
decentralized governm ent was articulated by W ollm ann (in Bennet, 1990). 
Wollmann divided the proponent arguments under two headings: Efficiency Values 
and Governance Values.

Vo l .  16, No .  2 D e c e m b e r  20 0 7

©  C e n t r e  for  I n d o n e s i a n  A c c o u n t i n g  an d  M a n a g e m e n t  R e s e a r c h

P o s t g r a d u a t e  P r o g r a m ,  B r a w i j a y a  U n iv e r s i t y



The International Journal o f  Accounting and Business Society 49

Efficiency Value is an econom ic value seen as the “m axim ization” o f  social 
w elfare. The public sector does not contain the same price signals as the private 
sector, to regulate supply and dem and. Public sector allocation  o f  goods and 
services are inherently political; how ever, as nearly as possib le tax  and service 
packages should  reflect “the aggregate preferences o f  com m unity  m em bers” 
(W ollm ann, 1997). H ow ever, w ithin any political ju risd ic tion , som e people will 
prefer m ore, som e less, public services. A s a result there is a “d ivergence between 
the preferences o f  individual com m unity m em bers and the tax and service 
packages reflecting the aggregate com m unity preferences” . S ince such divergence 
reduces social welfare, it is desirable to hold those to a m inim um  and they will be 
less in sm aller com m unities (e.g., m unicipalities) than in larger, more 
heterogeneous areas (the nation).

Governance values include responsiveness and accountability, diversity, and 
political participation (W ollmann, 1997). Decentralization places distributional 
decision making closer to the people. This fosters greater responsiveness o f  local 
officials and greater accountability to citizens. This is because we expect local 
decision makers to be more knowledgeable about the problems and needs o f  their 
local area than centralized decision makers. Further, to the extent that there is 
accountability through local elections, those elections are more likely driven by 
issues o f  local allocation, whereas national elections are seldom focused on local 
service delivery. Diversity in public policy is a second governance argument for 
fiscal decentralization. It is valued because it offers citizens a greater choice in 
public service and tax options when they are deciding where to reside (Tiebout, 
1956). In addition, it helps to create “ laboratories” for innovation and 
experimentation, which sometime serves as models for later implementation by the 
central government or by example to other local governments. Finally, fiscal 
decentralization is thought to enhance political participation at the local level. This 
has the potential to enhance democratic values and political stability at the local 
level. It provides a forum for local debate about local priorities, and can be a 
proving ground for future political leaders.

M eanwhile, there are also some arguments against fiscal decentralization 
(Homines, 1995; Tanzi, 1995, Prud’homme, 1995). Tanzi (1995) summarizes this 
critique by raising a num ber o f  situations or conditions, especially in developing 
countries, where fiscal decentralization may lead to less than an optimal result:

1. Taxpayers may have insufficient information or no political power to pressure 
local policymakers to make resource-efficient decisions.

2. Local politicians may be more corrupt than national politicians or at least find 
themselves in more corrupting situations.
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3. The quality  o f  national bureaucracies is likely to  be better than local 
bureaucracies.

4. T echnological chance and increased m obility m ay reduce the num ber o f  
services that are tru ly  “ local” in nature.

5. Local governm ents often lack good public expenditure m anagem ent system s to 
assist them  in the ir tax  and budget choices.

6. Fiscal decentralization  m ay w orsen a central governm ent’s ab ility  to deal with 
structural fiscal im balances.

P ru d ’hom m e (1995) finds o ther potential flaw s in the theory  o f  fiscal 
decentralization . T he econom ic efficiency argum ent, he suggests, requires roughly 
even regional fiscal capacities— a condition not existing in develop ing  countries. 
Fiscal inequities m ay actually  increase w ith decentralization. In add ition , localities 
m ight engage in destructive com petition  to attract industry. F inally , to the extent 
that local governm ents are v iew ed as agents o f  the central governm ent, fiscal 
decentralization m ay lim it the ability o f  the principal (the central governm ent) to 
influence policy at the local level. Hom ines (1995) sees decentralization  as 
' ‘essentially  a political p roblem ” . Thus, for H om ines (1995) an irony o f  fiscal 
decentralization  m ay be the need for m ore central governm ent con tro ls  to protect 
against this danger.

T he concerns raised have been partially addressed by other scholars 
(McClure, 1995; Oates, 1995). M cClure argues that P rud ’hom m e (1995) sets up a 
straw man— pure decentralization o f  fiscal federalism— and easily details its flaws. 
Decentralization done badly says McClure, will cause problems. However, no one 
proposes full decentralization; rather, what is proposed is decentralization o f  some 
functions. Clearly, the central government must retain sufficient revenues (and 
discretion) to be effective in both their stabilization and distribution roles. Perhaps 
the most important issue raised by opponents is the “ local capacity” issue. 
However, it is not self-evident that national politicians and bureaucracies are 
superior to or less corrupt than their local counterparts. If  political decision making 
is decentralized to the local level, you may see an increase in the capacities o f  local 
governments. One o f  the major objectives o f  reform is building the capacity of  
local governm ent and local citizens to actively participate in their governmental 
decisions. Prud’hom m e (1995) and Homines (1995) are correct that a simple 
division o f  responsibilities is seldom appropriate. A good illustration o f  this issue is 
environmental protection, where national standards are appropriate, and regional or 
local governments may enforce, regulate, and produce, e.g., deforestation 
(Nurrochmat. 2004).
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Financing  could  easily  be a shared responsibility . H om m es (1995) w ould  provide 
grants w ith strings attached to  enforce local accountab ility . H om m es (1995) notes 
the seem ing paradox  o f  decentralization is that it dem ands o f  the  central 
governm ent m ore sophisticated  political control. U ltim ately , how ever, effective 
decentralization requires the re linquish ing  o f  som e central control.

From  the d ifferen t explanations above, w e can conclude tha t Fiscal decentralization  
is no t a  devolu tion  o f  authority  from  the central governm ent to  local governm ents 
(province, d istric t/kabupaten , m unicipalities/ kota), bu t also political institutions 
w here people partic ipation , involving local values and people  aw areness [through 
learning process] w ill increase the quality  o f  Fiscal decentralization  itself. This 
paper is try ing  to  exam ine the underlying theory  supporting  and opposing  fiscal 
decentralization, especially  w ith  the fiscal decentralization  im plem ented in 
Indonesia.

In Indonesia, the fiscal decentralization  is form ed in law 25/1999 and 
33/2004 w here local governm ent are assigned to  provide and m anage local tax. 
T able  2 below  explains the d istributed  responsibilities betw een central, provincial 
and local governm ent in Indonesia.

T a b le  2: R esponsib ility  agency in fiscal decentralization  in Indonesia

Revenue sources ©  - , Government in charge

Basis ■' Rate Administration

Oil (non tax) revenue C C C

Corporate Income tax C C C

Value Added tax C C C

Import tax C C C

Excise tax C C C

Export tax C C C

Personal Income tax C C C

Land and Building tax (PBB) C C C, P,L

Land and Building Transfer Fee (BPHTB) C C C

Forestry: Resource Rent (PSDH) C C C

Forestry: Land Rent(IHPH) C C C

Mining: land rent C C C

Mining: Royalty C C C

Motor vehicle tax C, P P p
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Motor vehicle ownership tax c ,j> K  ■ P P

Fuel tax (BBM) (" .YS&pfe-; P. P

Water surface/ground use tax - , -yV/IU v- P P

a ’
Hotel tax P,L L L

Restaurant tax _ P,L v L ' L

Entertainment tax P,L L L .

Advertising tax . . - P,L L L

Road lighting tax ' P,L L L

Mining type C tax P ,L ; ■ L L

Parking tax P,L L L

Note: O  Central government, P= Provincial government and L: Local G overnm ent

Source: Ministry o f  Finance, law 25/1999 and law 33/2004

As explained above that decentralization policy has some various pictures 
due to different resources (especially natural resources), local capacity, and low 
trust [bad perception] to central government. These all factors lead to high demand 
from some regions for special autonomy,6 e.g., provincial governm ent o f  Aceh and 
Jayapura. The reasons o f  dem anding this special autonomy are mostly based on 
political and economic aspects. Since the both regions have high endowm ent 
factors such as LNG, Oil and Gas, forestry, fishery, how ever their regional 
development unfortunately achieves less behind other regions in Indonesia. Their 
regions are rich ones, on the other side most o f  their population live under poverty, 
under bad health services, low education facilities, etc.7 It is expected that through 
a better financial shaiing, the lack o f  its development can be reduced and expected 
welfare can obtained respectively.

Due to different natural endowments, some o f  regions occupy more and 
others not, the central government creates an equalization grant, the so-called DAU 
(general allocation grant), DAK (specific allocation grant). General Allocation 
Fund (DAU) is a discretionary block grant designed to equalize the fiscal capacities 
o f  regional governments. The DAU is transferred monthly and directly from the

6 See also Biinte, 2004;
' In the both regions,  there are movemen ts  against  national government ,  they demand  for 

independency such as G AM  (Free Aceh Movement )  and OP M (Independent  Papua 
Organizat ion).
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center to regional governm ents. It is allocated based on a national form ula that 
consists o f  fiscal gap and basic allocation. F iscal gap is obtained  from the 
difference betw een  the fiscal needs and fiscal capacity  o f  each region. Fiscal needs 
to take into accoun t variables such as population, regional area, regional gross 
dom estic product (R G D P) per capita, and hum an developm ent index. Fiscal 
capacity  is m easured by ow n-source revenue and reg ional percent o f  revenue- 
sharing. B asic allocation  is calculated based on the budget spending  on civil 
servan ts’ salary  in the related  region. DAU is d istributed  to  the regions in the 
proportion o f  10 percen t for province and 90 percent for local governm ent.8 The 
DAU allocation am ong local governm ents is obtained by m ultip ly ing  each local 
governm ent’s w eigh t by the total am ount o f  D A U  for all local governm ent. The 
w eight itse lf is determ ined by the proportion o f  fiscal gap o f  the related local 
governm ent to  the total fiscal gap o f  all local governm ent.

Specific Allocation Fund (DAK) or earmarked grant is a conditional grant 
reflecting national priorities provided to finance reg ions’ specific needs not 
covered by the D A U ’s formula. DAK cannot be used for research, training, 
administration, and official travel. The source o f  D A K  is the national budget 
(APBN). Except for regions with limited financial capacity, a region is required to 
provide from the regional government budget (A PD B) a m atching grant o f  a 
minimum o f  10 percent o f  the project budget. D AK is transferred quarterly based 
on project progress. Based on a Ministry o f  Finance (M oF) decree, DAK is 
transferred directly to provincial and local government. Starting in 2003, DAK 
covers several sectors such as education, health, infrastructure, and government 
facilities (for new local governments).

De-concentrated and Emergency Funds are also revenue sources o f  such 
local governm ent where central government prioritizes which local governments 
selected.9 De-concentration can be considered revenue for the province and local 
government since the actual implementation is in the region. The fund is 
transferred to the province based on central governm ent priorities in the form o f  
developm ent expenditures that do not cover routine/recurrent spending o f  vertical 
agencies in the region for nonphysical projects. Law 33/2004 specifies that 
provinces can request emergency funds from the central governm ent to finance 
extraordinary and urgent needs, such as natural disasters, that cannot be covered by 
regional governm ent budget (APBD). Although the program is implemented bv the 
province and local government, de-concentration is not recorded in the provincial 
and local governm ent budget (APBD). Instead, de-concentration is recorded in the

s Based on Governmen t  Regulat ion PP 55/2005
v The detai led a r r angement  o f  the de-concentrat ion fund is st ipulated in law 33/2004.  The 

de-concent rat ion fund is central government  development  spend ing  in the region carried 
out by the province or local government  as a part o f  line minis t r ies '  responsibi l i t ies.  The 
main object ive is to f inance central government  funct ions and activit ies related to 
national priorit ies by financing nonphysical  assets (de-concentrat ion - i/ck<j/isenii\i.si) 
and physical  assets (tugas pem bantuan).
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national budget (A PB N ). The province and local governm ent report their spending, 
and are accountable d irectly , to  central governm ent.

O w n-Source R evenue (PAD); the revised decentralization  law has given 
local governm ents th e  opportunity  to expand their revenue base, particularly  from 
taxes. Law  33/2004 allow s for local taxes, local levies, revenues from  local state- 
ow ned enterprises, and  other eligible local revenues. G enerally , arrangem ents on 
local taxes are based on Law  34/2000 and governm ent regulations (PP 65/2001 and 
66/2001) on regional tax  and levies.

H ow  budget process at local governm ent is established? B udget Process o f 
local governm ent is based on five pieces o f  legislation govern ing  budget processes 
and accountability, i.e., Law 17/2003, Law 15/2004, Law  32/2004, Law  33/2004, 
and M inisterial D ecree 29/2002. The budget process starts in January  o f the 
preceding year w ith the form ulation o f  a regional w ork plan (R K PD ) by the 
regional governm ent to serve as the basis for the general policy  o f  the regional 
budget (A PB D ). M id-June, the regional governm ent p resen ts the A P B D ’s general 
policy to Regional P arliam ent (DPRD). In the first w eek o f  O ctober, the regional 
governm ent subm its a draft o f  the A PBD  to the DPRD in the form  o f  a local 
governm ent regulation, or Perda. The DPRD together w ith regional governm ent 
should agree on the proposed  APBD at least one m onth before the start o f  the fiscal 
year.

Budget evaluation begins with the presentation o f  the first sem ester budget 
realization and estimates o f  the second semester to the D PRD  at the end o f  July of  
the fiscal year concerned. As the fiscal year ends, the realization o f  APBD is 
audited by BPK (National Auditing Agency) and the audit report should be 
submitted to DPRD within two months after the APBD is received. Finally, the 
head o f  the region (Bupati or walikota/major) submits a draft Perda and an 
accountability report to the DPRD for approval, at the latest six months after the 
end o f  the fiscal year concerned.

In practice, the budget process often does not follow the timeline set by the 
laws and regulations. In East Java province, a study on district governm ents’ 
capacity showed that to receive budget approval by local parliament takes an 
average o f  4 months. According to regulations, the budget should be submitted to 
the regional parliament in October and approved by the parliament before the new 
fiscal year begins. In a few districts, the budget was submitted after the new fiscal 
year had begun and was approved as late as June. Table 3 below describes the 
format o f  local governm ent budget.

Vol.  16, N o .  2 D e c e m b e r  2007

© C  en t r e  l o r  I nd o ne s i an  A c c o u n t i n g  a n d  M a n a g e m e n t  Resea r ch

P o s t g r a du a t e  P r o g r a m ,  B r a \ \ i j a \ a  Unive r s i ty



The International Journal o f  Accounting and Business Society 55

T a b le  3 : Form at o f  local G overnm ent B udget

O ld Form at N ew  Form at

1. R e v e n u e :# ^
■ •- ' ' ' '

l .R e y e n u e

C arry over from  prev ious year

R egional O w n Source Revenue \ ----------- *

-------V — ►

Regional O wn Source 
Revenue

B alancing Fund B alancing Fund

R egional borrow ing

O ther resources

§

O ther resources

2 .F in a n c in g

2 .E x p e n d itu re 3 .E x p e n d itru e

2.1. R o u tin e  e x p e n d itu re 3.1. A p p a ra tu s  E x p e n d itu re

General Administration

Operational and Maintanance

Capital

2.2. D ev e lo p m en t e x p e n d itu re 3.2. P u b lic  E x p e n d itu re

General Administration

Operational and M aintanance

Capital

Source: World Bank, 2006 

M eth o d o lo g y  o f  th e  S tu d y

This study attempts to meet the challenges presented by the characteristics 
o f  the available literature by including, wherever possible, under-explored 
countries, e.g., G erm any and Indonesia; and by drawing on both the scholarly and 
the non-specialist literature for its sources. In this regard, the authors hope to offer 
readers and field workers the combination o f  empirical information, case-study 
detail and general application that we referred to in the introduction above. Since 
the empirical evidence is a corner stone o f  this research, an inductive approach was 
adopted to the work. The first step o f  the work consisted o f  gathering as much 
empirical information on the experiences o f  fiscal decentralization experiences. 
The second step o f  the work consisted o f  ordering the empirical case data into 
broad categories. Seven categories were defined:
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1) Lessons on resources, including three sub-categories: finances, human 
resources and infrastructure;

2) Political lessons including two sub-categories: political com m itm ent and 
political actors;

3) Administrative lessons including two sub-categories: territorial and 
institutional aspects;

4) Lessons on dem ocracy and good governance including four sub-categories: 
participation, accountability co-ordination and power-sharing;

5) Lessons on quality and efficiency;

6) Legal lessons; and Finally

7) Social and cultural lessons.

These categories are not exclusive, and in most cases they overlap. However, from 
a heuristic point o f  view it is necessary to structure our lessons in this manner in 
order to achieve a clear outline and a better organization o f  the information. The 
third step was to formulate ‘lessons learned’ on the basis o f  the ordered empirical 
information. The objective in this aspect o f  the work was to identify plausible 
general applicability out o f  the specific lessons presented by the empirical cases, 
either on a country level or on a sectoral level. Finally the different lessons were 
ordered hierarchically according to their importance.

The outline o f  this study tried to take that fact into account by starting with 
the category ‘lessons on resources’ and ending with ‘cultural and social lessons’. 
Such a methodology limits the scope o f  a research. Taking into account various 
types o f  literature containing a large range o f  analytical depths and methodological 
designs makes it difficult to extract solid findings. Moreover, the decision not to 
focus on particular countries or sectors led often to incommensurable view's and 
contradictory results. Nevertheless such a study has the advantage to present a 
general overview o f  relevant questions in the field o f  decentralization and to 
identify open issues and underestimated problems worth further analysis. 
Generally, we can use a methodology on institutional aspect study as Oakerson and 
Walker (1997) explained in figure 2 below:
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Figure 2: Institutional study methodology

Context Action Arena

^^^^henom encU oJjw

Notes:

Direct relationship

Feedback relationship in next time period and subsequently 

Inter-relationship that have occurred over prior history 

Source: Oakerson, J. Ronald, 1992

G erm an  D ecen tra liza tio n  and Fiscal D ecentra liza tion : an  O verv iew

The federal elements o f  the German Constitution have historical roots 
reaching back beyond the existence o f  a democratic state in Germany. Without 
going into these historic details, some key features o f  the recent federal system as it 
was laid down in Basic Law (Uriind Gesetz) in 1949 will be evolved from there. 
Today, there are 16 Lander, which are the regional units o f  the federal system, of 
which each has its own parliament and government. The Lander differ with regard
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to size, num ber o f  inhabitants and econom ic perfo rm ance substantially . There are 
regional cultural d ifferences in the Lander, w hich  is fram ed by one com m on 
language. O n the federal level there are two m ain  cham bers: The Bundestag, 
whose m em bers are elected in national elections every  four years and o f  w hich a 
majority and its lead ing  party form  the Federal G overnm ent, and the B undesrat. 
The Bundesrat or second  cham ber is the represen tation  o f  the sum -total o f  the 
Lander interests and functions as a safeguard for in tergovernm ental coordination 
and cooperation betw een  the Federal G overnm ent and  the L ander G overnm ents. It 
consists o f  those cab inet m em bers o f  the sixteen L ander, w ho w ere delegated by 
the respective L ander governm ents. Each Land w ith less than tw o m illion 
inhabitants has three votes, those w ith from  two to  six  m illion  inhabitants have 
four, those w ith m ore than six m illion inhabitants have six  votes and the votes o f  
each Land m ust be cast uniform ly. T here is a s trong  ju d ic ia l safeguarding o f  the 
Federal elem ents in the constitution, w hich is re flec ted  in the fact that the 
Bundesrat cannot be dissolved by the Federal G overnm ent.

Three Levels o f  Intergovernmental Relations -  Cooperative Federalism10

While the Bundesrat mainly embodies inter-governmental ism on the 
regional level, the practical operation o f  the federal system  as a whole  also requires 
that intergovernmental relations are conducted betw een all levels o f  government. 
There are many more intergovernmental organs in G erm an political practice, more 
or less always in communication with each other:

a. The level o f  the ‘whole state’, on which political institutions both o f  the 
federation and the Lander, are represented on term o f  equal status.

b. On the level o f  the federal state with institutions dealing with matters within 
federal com petence or subject to federal procedure (also including the Joint 
Tasks, originally exercised by the Lander now based on specific, administrative 
agreements). The most important body is the Bundesrat. The Bundesrat’s 
permanent advisory council o f  the Lander presidents is the main manager o f  the 
institution’s political business.

c. The ‘third level’ o f  horizontal cooperation between the Lander themselves 
preparing decisions that have to be taken between; (Conference o f  the Minister- 
Presidents -  meets monthly and before the meeting o f  the Conferences o f  the 
Lander Heads o f  Government with the Chancellor).

The main functions o f  this institutional structure o f  intergovernmental relations, 
which is interdependent and overlapping much more in practice, arc in summary:

• Mutual consultation and cooperation in all fields, but particular in overlapping 
fields of competence on the level o f  the Whole State

10 Tl KWH/JACOBS, 2 0 0  1
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• C oordination and preparatioo o f  voting, and finally voting itself, on legislation 
on the level o f  the federal stale

• C oordination not ju s t in tie  preparation o f  legislation but also and sometimes 
prim arily on m atters o f  adafciistration on the third level.

G enerally, the adm inistrative role o f  the Lander is rather im portant in this model: 
T he m ulti-faceted netw ork o f intergovernmental relations betw een the federation 
and the Lander reflects the feet that the Lander have alw ays been the main 
adm inistrators not ju s t o f  their own laws but o f  m ost federal and directly  applicable 
European legislation.

In general we can conclude the German decentralization picture w here the federal 
order can be m entioned as follows (Bunderm inistarium  der Finanzen, 2007)

• P e rm a n e n t  division into F e d e ra tio n  an d  L a n d e r11

The constitution prohibits the abolition o f  the Lander as such .12 But it does 
not protect the existing Lander in their specific configuration. Lander 
borders may be altered and existing Lander subsumed into or combined 
w ith others. 13

• S ta te  c h a ra c te r  o f the L a n d e r

The Lander are not merely large, self-governing entities in the same way as 
local authorities and administrative districts but have the character of 
states, which may be seen, for instance, from the fact that each has its own 
constitution. The constitutions o f  the Lander are distinct from and 
independent o f  the Basic Law.

• F in a n c ia l independence

The Lander must have some degree o f  financial independence to enable 
them to pursue their own policies. Hence they are vested with their own 
powers o f  taxation. They are em p o w ered  to c rea te  a n d  levy taxes, to 
administer the revenue thus raised and to decide how it is to be used.

11 By stipulating that "The Federal Republic of Germany shall be a democratic and social 
federal state" (Article 20 paragraph 1 of the Basic Law - GG -) the constitution 
establishes federalism as a structural and regulatory principle
Article 79 paragraph 3 GG declares the principle of federalism to be inviolable and un- 
amendable.

L’ The Federal Republic of Germany is a two-tier federal state comprising the Federation 
and the Lander. Hcnce the communes do not form a third tier of the state, but are 
part of the Lander. Yet towns, local authorities and administrative districts (in the 
following collectively referred to as the communes) play a prominent role within the 
administrative structure. Their prominent position is based on the right of communal 
self-government set out in Article 28 paragraph 2 GG.
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C onversely , the federal state m ust also have at its disposal financial 
resources suffic ien t to  ensure its political independence from  the 
constituen t states.

• Participation in legislation

T he constitu tion  g ives the L ander in princip le a guaranteed righ t to 
participate in legislation. T his m eans, firstly , tha t the Lander have their 
ow n leg isla tive pow ers. Secondly, it m eans tha t the Lander m ust be 
allow ed to  partic ipate  in the legislative process at federal level.

German Fiscal Decentralization

In G erm any the L ander collect the taxes. T his revenue is d iv ided  in 
d ifferent ratios depend ing  on w hich kind o f  tax  w ith  the different levels o f  
governm ent, includ ing  the local authorities and the national level. T he latter 
allocates m ost o f  the  tax  revenues but th is is then red istribu ted  to the L ander as the 
regional governm ents are responsible for the delivery  o f  program s. Furtherm ore, in 
G erm any, there is a re-d istribu tion  betw een the states (Landerfinanzausgleich) 
depending on the socio-econom ic situation in the respective state. T oday  the 
Federation and the L ander share the m ost im portant sources o f  revenue jo in tly  and 
finance an increasing num ber o f  tasks jo in tly .

There are four principal issues to which the constitutional rules on public finances 
in G erm any apply:

• W h ich  level o f  g o v e rn m e n t m u s t finance  w h ich  fu n c tio n s?

In a federal regime, as in other regimes, the responsibility for a 
governmental function and the responsibility for financing that function 
must lie in one hand. Neither the Federation nor the Lander m ay finance 
projects that do not fall within their sphere o f  administrative responsibility. 
So there is in principle a clear-cut diversification o f  tasks assigned to the 
different levels o f  government, but there also is a grey zone, partly 
nebulous, serving as a flexible political instrument on the spot, partly 
institutionalized in the so called “Genieinschaftsciujgabeii” (“ common 
tasks”) or other rules o f  the fiscal part o f  the constitution. Nevertheless 
there is a principle in Germany: The Lander are autonomous in draw ing up 
and m anaging their budgets and are answerable only to their parliaments.

It is clear from this that the Federation has no right whatever to intervene 
in sub-national budgets. But the budgets o f  the Lander account for about 
50 % o f  public spending by political subdivisions and thus constitute a 
highly relevant factor with reference to the Maastricht criteria.
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• Who passes which tax laws -  the federal state or the constituent states?
14

Tax law is in fact largely federal law. The powers to pass tax laws are 
assigned as follows:

o The Federation has exclusive power to  legislate only on customs duties 
and fiscal monopolies (Article 105 paragraph 1 GG, Customs Law, 
Custom s T ariff Law, General Custom s Regulations, and Federal 
Spirits Monopoly).

o The Federation has concurrent power to legislate on all other taxes 
(Article 105 paragraph 2 GG).

o This last provision is o f  major political and legal significance.

o In consequence, the Lander have scarcely any exclusive powers to 
legislate on taxes. They have power to legislate on local excise taxes as 
long as these are not identical with taxes imposed by federal legislation 
(Article 105 paragraph 2a GG).

o But, the first impression is often wrong. The Lander are by no means 
excluded from fiscal sovereignty. Article 105 paragraph 3 guarantees 
them the right to participate through the Bundesrat, the chamber o f  
parliament in which they are represented. Federal legislation on taxes 
whose revenue accrues wholly or in part to the Lander or communes 
requires the consent o f  the Bundesrat. In this way the Lander are able 
through a majority veto to influence tax legislation in their favor and 
this veto is an absolute veto! Without consent the law can not pass.

• H ow  is to ta l s ta te  revenue divided up betw een the  d iffe ren t levels?

The allocation o f  revenue determines both the financial, the economic and 
fiscal policy scope available to the federal state and the constituent states 
as well as their interaction on fiscal policy. One may distinguish between 
separate or combined revenue allocation systems, with separate allocation 
systems generally affording a greater degree o f  autonomy and/or greater 
incentive to secure an adequate amount o f  tax revenue.

The public finance reform in Germany in 1969 created a composite system 
o f  separate and combined revenue allocation with the aim o f  maximizing 
the benefits and minimizing the drawbacks o f  both systems. In Germany, 
only about one q u a rte r  o f tax revenue is now allocated specifically to 
political subdivisions. The remainder is allocated to the three levels of 
government according to a p re-de te rm ined  fo rm ula . The powers o f  the 
con in iunes to impose and collect taxes are not inherent but are assigned to 
them under the legislation of  the Lander. They collect local taxes under

14 As mentioned by German Federal Ministry of Finance, 2007
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the ir by-law s. H ow ever, the revenue from  these taxes is not o f  great 
s ign ificance, am ounting  as it does to  less than 5 %  o f  the aggregate 
revenue accru ing  to  local authorities. The com m unes and associations o f  
com m unes are given a percentage o f  the share taken  by the L ander o f  the 
to tal revenue from  jo in t taxes. T his percentage is set by L ander legislation. 
T he com m unes also receive 15 % o f  the revenue from incom e and 
corpora tion  tax  and 2.2 % o f  V A T  revenue for the  w hole o f  G erm any. 
T rade tax  and real property  tax  receipts accrue to  the  com m unes as w ell as 
the revenue from  local excise taxes w hich, as a lready  stated are hardly 
significant. H ow ever, the Federation  and the L ander receive a share o f 
trade tax  receipts th rough an apportionm ent.

• The role o f the financial equalization system

Despite the offsetting or  leveling effects o f  tax revenue allocation there are 
still m arked differences in the financial endow m ent o f  individual Lander. 
This m ay be attributable- to geographical disadvantages, to weak 
infrastructure, or to  misdirected policy decisions by a regional government. 
To lessen the impact o f  this, Germ any has a very com plex system o f  
horizontal and vertical financial equalization. As it is closely linked to 
aggregate state spending and revenue it is a key param eter  in the federal 
context that plays a frequently decisive part in all coordination processes. 
W here the individual tax receipts o f  the co m m u n e s  are insufficient to 
enable them to discharge the functions assigned to them, the Lander are 
primarily responsible for ensuring communal financial resources 
(com m unal financial equalization).

Incurring debt

Local authority budgets must be approved not only by communal 
parliaments but also by the supervisory authorities o f  the Lander as well. 
W hereas the Federation and the Lander are free to finance their budgets by 
borrowing, subject to constitutional rules, other legal requirements and the 
authorization o f  their parliaments, the scope available to the com m unes for 
raising funds by borrowing is limited and is strictly monitored by the 
supervisory authorities o f  the Lander.

There are some steps in Germ an Fiscal decentralization concepts in distributing 
equalization grant where G erm any’s constitution guarantees that the Federation 
and Lander receive appropriate levels o f  funding. The procedural regulations in this 
regard can be divided into four phases:

1. First, the entire tax revenue is distributed to the two levels of  
governm ent -  namely the Federation and all the Lander -  and the

62 A Crisis or Critical D e ve lo p m en t...
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municipalities receive a supplementary grant o f  revenue (vertical 
distribution).

2. Next, the total Lander portion o f  tax revenue is assigned among the 
various Lander (horizontal distribution).

3. In a third stage, there is equalization between poor Lander and rich 
Lander (financial equalization among the Lander).

4. In addition, poor Lander also receive funds from the Federation 
(supplementary federal grants). The details o f  the individual stages 
are subject to simple legal regulations in the Constitution.

^ S tage  1: Vertical distribution o f  tax revenue

The Constitution jointly allocates several particularly important taxes to 
the Federation, Lander and, to a degree, the municipalities. According to the 
Constitution, either the Federation, the Lander or the municipalities are entitled to 
the remaining types o f  tax in full. Income tax, corporation tax and V A T are divided 
between the Federation and the Lander as a whole. The municipalities are entitled 
to a share o f  the income tax and VAT. These taxes are therefore referred to as jo in t 
taxes. The Federation receives 42.5% o f  the income tax, 50% of the corporation tax 
and 2006 around 53% (from 2007 on around 55%) o f  VAT. The revenue accruing 
to the Lander is 42.5% o f  the income tax, 50% o f  the corporation tax and 2006 
around 45% (from 2007 on around 43%) o f  VAT. 15% o f  the income tax and 
around 2% o f  VAT at present goes to the municipalities. O f  all the types o f  tax, 
income tax and VAT generate by far the most revenue (Kastrop, 2007).

The Federation receives all of the revenue from the federal taxes. The majority of  
the excise duties (such as mineral oil duty and tobacco duty) as well as the 
insurance tax are federal taxes. The Lander are entitled to receive all o f  the revenue 
from Lander taxes. These include the in her i tance  tax, the m otor vehicle tax, most 
types o f  t ran sac t io n s  taxes (in particular, the real p roperty  t ra n s fe r  tax) as well 
as some other types o f  taxes that generate small amounts o f  revenue. The 
municipalities receive the revenue from the t r a d e  tax, the real p ro p e r ty  tax as 
well as the local excise taxes. The Federation and the Lander receive a share o f  the 
trade tax receipts through an apportionment.

Stage 2: Horizontal distribution o f  tax revenue

At the second stage, the tax revenue belonging to the Lander as a w hole is 
distributed among the individual Lander. Apart from VAT, the individual Lander 
are entitled, in principle, to the tax revenue which is collected by the revenue 
authorities on their territory (principle o f  local revenue). In the case o f  income tax 
and corporation tax, the principle o f  local revenue is corrected by special 
regulations, or what is referred to as share. Companies pay corporation lax

Vol.  16, No.  2 D e c e m b e r  2007

©  Cent re  for I ndones i an  A c c o u n t i n g  and  M a n a g e m e n t  R ese a r c h

Po s t g r a d ua t e  P rogram,  Braw i jaya U n ive r s i t y



64 A C risis or Critical D evelopm ent

centrally . In line w ith the princip le  o f  sharing, this tax  is d istribu ted  to  all states in 
w hich a com pany m aintains a p lace o f  business. V A T  is no t d istribu ted  according 
to the princip le  o f  local revenue. A  part o f  the L ander share o f  V A T , bu t not m ore 
than 25% , goes as a  supplem entary  portion  to  those L ander w hose receip ts from the 
incom e tax , the corporation  tax  and the Land taxes per cap ita  are low er than the per 
capita average o f  all the  Lander. T he distribution o f  V A T  is thus, in itself, a first 
form  o f  financial equalization , because its purpose and effect is to  harm onize the 
tax  receipts o f  the Lander. It m assively  increases the am ount o f  tax  revenue that 
financially  w eak  Lander receive.

S tage  3: Financial equalization  am ong the Lander

The system  o f  financial equalization am ong the L ander further reduces the 
d ifferences in receip ts am ong the Lander. Poor L ander receive adjustm ent 
paym ents. T hese paym ents have to be funded by the w ealthy  states. T he system  o f  
financial equalization am ong the states ensures that fiscally  w eak  states also have 
adequate financial resources to fulfill the ir tasks and develop their sovereignty. 
A ligning the revenue o f  the L ander is intended to create and m aintain  equal living 
conditions for the entire population  in all o f  G erm any.

The financial equalization am ong the Lander is not, on the o ther hand, intended to 
do aw ay w ith the ir fiscal autonom y and sovereignty. T his is w hy differences in 
receipts am ong the Lander are only reduced and not fully com pensated.

In principle, all types o f  Lander and municipality revenue are taken into account 
when determ ining the financial capacity. However, there are exceptions to this rule. 
This means that, ultimately, the tax revenues o f  the Lander and municipalities 
mainly flow into the financial equalization among the Lander.

In principle, the system o f  financial equalization am ong the Lander assumes that 
the financial requirement per inhabitant is the same in all the Lander. This 
assumption is not appropriate in the case o f  the Lander o f  Berlin, Bremen and 
Hamburg, which are city-states. The city-states are simultaneously both cities and 
Lander in their own right. They have a much higher financial requirement per 
inhabitant than the normal Lander. Therefore, for the purposes o f  the equalization 
system, their populations are notionally increased by 35%. The exact size o f  the 
adjustment paym ents to a poor, fiscally weak Land depends on the amount by 
which its financial capacity per (fictitious) inhabitant falls below the average 
financial capacity per inhabitant. The difference from the average is topped-up 
partially, but not completely. A linear-progressive topping-lip schedule is used to 
calculate by how much the difference is topped-up.

Similarly, the size o f  the adjustment amounts which a rich, fiscally strong Land has 
to pay depends on the am ount by which its per capita financial capacity exceeds the
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average fiscal capacity  p er inhabitant. The d ifference from  the average is skim m ed- 
o f f  partially , bu t no t com pletely. A  linear-progressive sk im m ing-o ff schedule is 
used, w hich is sym m etrical to the topping-up schedule. T o ensure the sum o f  the 
ad justm ent am ounts correspond w ith the sum  o f  the ad justm ent paym ents, the 
ad justm ent am ounts are either increased or decreased  by a corresponding 
percentage. T he  regu la tions are designed to ensure that the order o f  the Lander, in 
term s o f  financial capacity  per inhabitant, does not change as a result o f  the 
financial equaliza tion  am ong the Lander. The system  o f  financial equalization 
am ong the L ander further reduces the differences in the  levels o f  their financial 
resources.

S tag e  4: Supp lem entary  federal grants

Supp lem entary  federal grants are grants w hich the federal governm ent 
m akes to poor L ander to  com plem ent financial equalization am ong the Lander. 
T hese grants are uncom m itted funds and serve to m eet general financial 
requirem ents. T here  are tw o different kinds: general supplem entary  federal grants 
and supplem entary  federal grants for special needs.

General supplem entary  federal grants further reduce the gap between the average 
financial capacity  per inhabitant and that o f  poor Lander which still remains after 
financial equalization am ong the Lander. General supplementary federal grants go 
to Lander w hose  financial capacity per inhabitant, after financial equalization 
am ong the Lander, is less than 99.5% o f  average financial capacity  per inhabitant. 
The shortfall is m ade up proportionally.

This means that a financially weak Land, whose financial capacity  per inhabitant 
stands at 70%  or 90%) o f  the average before financial equalization among the 
Lander, has 97VS% or 98!/->% o f  the average per capita financial capacity once the 
equalization and general supplementary federal grants have been applied. The 
difference from the average for the Lander is therefore considerably and clearly 
reduced overall.

Furthermore, supplem entary  federal grants for special needs are also granted. 
These serve to com pensate  individual poor Lander for special burdens they have to 
bear. The special burdens merely provide the basis and reasons for granting 
supplem entary  federal grants for special needs. The funds are not legally tied to a 
specific purpose. The Lander receiving such federal grants for special needs bear 
sole responsibility for their use.

The 4 scenarios above for financial equalization in G erm any are designed and 
intended to create equal quality o f  life for all German population (as mentioned in 
Grundgesetz). M oreover, there is still one scenario left to develop German 
Federation, namely special grants fro Eastern Germany.

Currently, the eastern German Lander and Berlin receive spec ia 1-need 
supplem entary  federal grants to build up their infrastructure, which is still
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com paratively underdeveloped  as a  resu lt o f  the partition ing  o f  G erm any and to 
com pensate fo r the d isproportionately  w eak financia l capacity  o f  their 
m unicipalities. A t present, these funds am ount to a to tal o f  €10  billion  annually  and 
are therefore ex trem ely  im portant to  the Lander tha t rece ive  them . T hey form  part 
o f  the Solidarpakt II  (Solidarity  Pact II), w hich  is in tended to  rectify  the 
consequences o f  the  d iv ision  o f  G erm any. T hese supp lem entary  federal grants for 
special needs w ill g radually  be phased out by 2019  (B undesm inisterium  der 
F inanzen, 2007).

In addition, the eastern  G erm an Lander receive special-need  supplem entary  federal 
grants, worth a to tal €1 billion annually, to com pensate  for the special burdens 
placed on them  by  structural unem ploym ent. T hese g ran ts are lim ited until 2009. 
There will be a reView in 2008 to identify w hether they  are  still required  above and 
beyond 2009 (B undesm inisterium  der F inanzen, 2007).

Some Lessons on Decentralization and Fiscal Decentralization

D ecentralization [incl. fiscal decentralization] is a com plex  process involving 
heterogeneous ac tiv ities and engagem ents never com plete ly  w anted by anybody 
nor controlled by  anyone. The follow ing pages w ill give ev idence o f  this 
com plexity  and reveal the num erous aspects to be taken into account w hen dealing 
w ith decentralization.

Resources

The issue o f  the m ost appropriate allocation o f  revenue (taxing) and expenditure 
authority across different levels o f  government has assumed ever-increasing 
importance since fiscal decentralization policy im plemented. This developm ent has 
been spurred not by the developed world, but by the m any newly democratizing 
states o f  the underdeveloped world. These are states that are often required to 
accom m odate  unstable economies, high degrees o f  poverty and inequality, high 
unemployment rates, high public debts, corroded public value-systems, low levels 
o f  bureaucratic and managerial expertise, the political aspirations ol their 
populations, the pressures o f  globalization, and the requirem ents o f  constitution- 
making and nation-building.

Lessons on Financial Resources

The lessons that follow will focus on the issue o f  m acro-econom ic stability, on the 
technical aspects o f  the implementation o f  fiscal decentralization, and the issue ol 
equity. The issues o f  efficiency and accountability that are associated with fiscal 
decentralization will be dealt with elsewhere in this report.
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• G reater centralization of revenue authority in the developed nations in the 
world does not necessary protect against inflation.

Low levels o f  inflation are a key measure o f m acro-econom ic stability. In 
developing countries inflation, particularly as a result o f  governm ent spending, is a 
considerable risk. W here greater control o f inflation is contingent on greater 
revenue centralization, the case for the maintenance o f  central predom inance in 
revenue collection w ould be appropriate. However, even in developed nations this 
relationship is far from established -  on the contrary, as the m ulti-country case 
study referred to below  shows, the relationship may even be an inverse one.

In Indonesia, there is strong reason from the central government to keep high share 
o f  some high potential revenue such as oil, gas, Forestry and other mining sector 
revenues, nam ely m acro economy stability (inflation, debt payments, etc). The 
central governm ent, together with central bank o f Indonesia, has specific target to 
achieve low inflation (below  2 digits) and hindering this significant problem, the 
central governm ent uses a simply formula to distribute the total revenue where 
according to law 25/1999, about 25% o f  the total national revenue is assigned to all 
local governm ents (all levels) as mentioned above (see table 3 and 4 above).15

In G erm any, the federal government (Bundesregierung) also distributes the federal 
tax revenue especially from VAT, Income Tax (personal and corporate) to all local 
governm ent w ith specific percentage (see above). This fiscal policy is also intended 
to m aintain the m acro economy stability such as the economic growth, inflation, 
em ploym ent and inter-regional disparity. Nevertheless, the German economic 
situation is deteriorating due to reunification, although macro economy stability is 
still gained.

• The perceived absence of financial resource limits or spending constraints 
at local (sub-national) level, either because o f  national government 
willingness to cover over-expenditure, or because o f  excessive sub
national borrowing on capital markets, is potentially detrimental to the 
macro-economic stability of a state.

Very few modern governments consider the individual sources of  their income 
(revenue) when spending decisions are made during the annual budget. The link 
between income and expenditure is stretched even further in some fiscal federal 
systems in which most income is collected by the central government through 
taxes, and is redistributed to local government by means o f ‘grants' (this process is 
called ‘revenue-sharing’). This is reinforced where national governments are 
willing to come to the assistance of local governments that have overspent by 
covering the over-expenditure (this is called a national ‘bail-out'), or where local 
governments have unconstrained freedom to borrow money on the capital markets.

In year 2007,  about 27% of  the total national revenue is decentralized (the percentage 
depends on the national revenue). The governments promised to increase gradually the 
decentralized budget when the national revenues rise intensify.
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The result o f  such  a process is that local governm ents are less likely to consider 
real incom e lim its w hen they  incur expenditures during  a fiscal year. In these 
circum stances local governm ents m ay conduct the ir financial affairs to  the 
detrim ent o f  the econom ic  stab ility  o f  the state as a w hole.

• T he fa ilu re  to  m atch g ran t allocations w ith actual serv ice delivery and 
expend itu re  requirem ents at local/sub-national level resu lts in ‘unfunded’ 
m andates. T hese w ill require that local governm ents m ust prioritize 
expend itu re  and  m ay encourage them  to  neglect expend itu re  on im portant 
public services.

/  . .
• The ab ility  o f  local levels o f  governm ent to  p red ict the vo lum es o f  revenue 

that w ill be  allocated  to  them  is an im portant necessary , but on its own 
insufficien t, condition  for a  stable intergovernm ental fiscal system. O ther 
factors th a t w ould  be necessary  to ensure stability  w ould  include overall 
m acro-econom ic  stability , sound financial m anagem ent, the ease with 
w hich th e  in tergovernm ental fiscal system  m ay be adm inistered, the 
appropria te  allocation  o f  revenue and expenditure  au thority  across levels o f 
governm ent, political accountability , and service efficacy.

In Indonesia, revenue is mostly still centralized. According to the law 25/1999 and also 
33/2004, the revenue sharing has been established based on the formulae. One the most 
important revenue source of local government is DAU (General Allocation Fund) 
occupying about 80 -  90% of total revenue of local government budget (Ananda, 2007). 
It’s still needed improving in the degree of transparency in the calculation of the 
formulae, especially in regarding with the revenue estimation o f  local government.

In Germany, Tax revenue (as federal main sources) is shared and apportioned among 
layers of governments according to constitution (income tax) and law (VAT) and 
disbursed horizontally among local governments based on formulae with strong 
equalization variables. However, the rules protect minority rather effectively through 
various asymmetric provision. In facts, it is so difficult to establish an exact amount for 
the transfer because of regional asymmetric in the expenditure and revenue of federal 
government (Spahn, 2001)
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•  E ffective and operational decentralization  requires an im provem ent in 
fiscal m anagem ent and a stronger financial capacity  at the regional and/or 
local level.

According to Nurrochmat (2004), the decentralization policy has two kinds o f impacts, 
first increasing people participation, second, unfortunately it has contributed to larger 
social conflict in Jambi province. Moreover, the intensity conflict in forest concession, 
estate plantation, or transmigrant and local community increase significantly during the 
decentralization era. Ananda (2004) stated that fiscal decentralization in East Java could 
not reduce the inter-region^l disparity since the local government has still high financial 
dependency to central government.

Lessons on Human Resources

•  D ecentralization  im plies in m ost cases a transfer o f  personnel from  the 
national level to the local governm ent. This can be a risk as well as an 
opportunity .

Rasyid in FORUMDESA report (2006) revealed that regional autonomy in Indonesia 
through revised law 32/2004 had aborted the spirit of autonomy itself due to abolishing 
of civil service management from district/municipalities to provincial level. According 
to FORUMDESA report (2006) local government still had problems in managing the 
local public official such as salary set up by central government where quality is still 
neglecting. Local government can however build organization structure as their needs 
although still hardly implemented. Moreover, transfer personals have contrary problems 
among local governments since an “putra daerah” [origin people] issue has rose up and 
limited the transfer process.

According to Reichard (2003), In Germany, the administrative reforms have not been 
particularly successful (see also Seibell, 2001, Wollmann, 1997). Most managerial 
reforms concerned only on bureaucratic structure instead of coordination and control. 
The local government reforms after reunification were not a reform primarily but only a 
text book administrative traditional models and concepts transferred from west to the 
east (see Reichard and Robber, 1993). It still needs an improvement in control and 
coordination between layers of governments.

• Decentralization requires increased coordination am ong and between the 
different sectors and ministries in order to train personnel adequately for 
their positions.
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In Indonesia, anticipating “overlapping” in development planning, the central 
government has provided law 25/2004 -  National Development Planning System -  
where district/municipalities, provincial and central government should work hand in 
hand designing and executing some agreed programs such as education development, 
poverty eradicating, health services. According to Bappeprop (2007) the different of 
time line o f  planning process and finally agreed budget lead to difficulties for local 
government providing sharing budget for committed programs (as national commitment 
such as education, poverty and health services). So, coordination is only simple talked, 
but actually difficult tb be executed.

In Germany, local government, e.g., municipality, has constitutionally protected rights as 
long as their actions must not clash with higher authorities. Generally, municipalities’ 
administrative is delegated to Kreis level and to Regierungsbezirk level (administrative 
sub-division o f the Lander). According to Hesse (1991), governmental administrative in 
Germany is commonly matter o f co-governance. According to Reichard (2003), local 
government in Germany had improved the coordination (horizontal and vertical) in 
planning and service delivery through imposing Information Technology (IT).

Lessons on Infrastructure

• A ppropria te  resources at local government level contribute significantly to 
an increase in public confidence in the quality o f  service delivery. It is a 
recurrent problem o f  local government and contributes significantly to the 
loss o f  pub lic  confidence in its authority. A decentralized system in which 
power is not fully devolved may make decision-m aking more complexes 
and thus complicate the procedure for approving projects such as 
infrastructure maintenance.

In Indonesia, SMERU (2006) has shown that 37 cities in Indonesia have large imbalance 
between cities and districts in contributing to the GDP. This situation suggests a large 
imbalance between large and small cities and also between districts. These interregional 
disparities cause rural areas to be left behind urban areas. This situation is exacerbated by 
the limited provision of job opportunities in rural areas and limited infrastructure 
supporting the development of human resources in villages; not to mention that the 
agricultural sector remains less profitable compared with other sectors.

In Germany, (Kastrop, 2007) reminded that the German fiscal policy/allocation are still 
marked differences in the financial endowment of individual Lander. This may be 
attributable to geographical disadvantages, to weak infrastructure, or to misdirected /  
policy decisions by a regional government. To lessen the impact of this, Germany has a 
very complex system of horizontal and vertical financial equalization. The complex 
financial equalization system, intensified by the special problems following the 
unification of Germany, significantly encumbers the political and economic efficiency of 
the German federal regime.
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• There is a tendency for newly decentralized local governm ents to favor 
spending on infrastructure rather than on public programs. Local 
governm ents m ust be sufficiently democratically accountable to ensure that 
financial resources are not diverted into prestigious capital projects that 
may be inconsistent with actual public needs.

In Indonesia, education sector has been less paid attention by the [local] governments, 
although the new constitution stipulated 20% expenses of total budget for education 
sector. Rukmantara (2006) exposed that there were about 8,000 schools across the 
country in utter disrepair, it so demanding greater budgetary support from the 
government; In 2004, the net participation rate (APM) for junior high school reached 
72.7 per cent in urban areas but only 60.1 per cent in rural areas, while the gross 
participation rate (APK) for the lowest income quintile was a mere 63.8 and the highest 
income quintile at 97.2 per a n t (BAPPENAS, 2005). These disparities suggest that 
significant effort must be devoted not only to achieving national targets but also to 
reducing sub-national disparities.

According to Busemayer (2007) fiscal decentralization has a positive impact on 
education spending, whether one looks at total, sectoral or per student expenditure. This 
research has been done in some OECD’s countries included Germany where local 
governments have authority to manage the education sectors.

Political Lessons

Decentralization is inherently a political process involving various actors at 
various levels with multiple interests. Perhaps a successful decentralization process 
requires, paradoxically, a strong state at the central level, able to coordinate and 
mediate between the different actors involved and to create favorable economic 
and social conditions.

Decentralization has often been seen as a threat to the central state since it is 
accompanied by a loss o f  authority from the central state to the sub-national levels. 
However the literature on decentralization reveals that by losing ‘top-down' 
authority the state can acquires a new kind o f  pow er fundamental for the success of 
decentralization policies.

Decentralization is a way to promote a more democratic and participative society. 
At the same time a democratic and participative society is an important and 
favorable condition for democratic decentralization. Decentralization is seen as one 
important way to bring political issues closer to the population. This improves the 
prospects o f  their participation and enhances democratic debate. I he most
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successful d ecen tra liza tion  processes are tak ing  p lace in dem ocratically  organized 
societies w here b asic  liberties such as freedom  o f  expression, regu lar elections etc. 
are guaranteed.

A successful decentra liza tion  process requires m ore than ju s t  the  accom plishm ent 
o f  institutional decen tralization . D em ocratization m easures m ust be realized at the 
same time. D em ocratization  and decentralization are tw o sides o f  the  sam e coin. 
Large num bers o f  n ew , elected local governm ent authorities w ere  created as an 
integral part o f  the  dem ocratization  process. T hese new ly elected  representatives 
were institutionally  separate  from  the central party , locally based  and responsible 
for the developm ent o f  their com m unity. Thus the responsibility  fo r developm ent 
was decentralized to  the local level and placed in the hands o f  elected local 
representatives (C ro o k  and M anor 1998). T here is a  need to  reconcile  the political 
and the institu tional decentralization process w ith  public secto r m anagem ent 
reform.

D ecentralization o f  th e  public service (adm inistrative decentralization) should take 
place in concert w ith  political decentralization. The absence or only partial 
decentralization o f  th e  public service m ay com prom ise the links betw een that 
public service and its corresponding political structures on the sam e horizon or tier 
o f  governm ent. T h is m ay result, for exam ple, in a public serv ice that is only 
incom pletely accoun tab le  to the political authorities on tha t tier; o r it may require 
the corresponding po litical authorities to bear a level o f  responsib ility  for the 
perform ance o f  the pub lic  service that is inconsistent w ith the actual authority and 
control that these po litica l authorities enjoy.
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Political Commitment

• A political com m itm ent to decentralization is a necessary  bu t insufficient 
condition for the im plem entation o f  local governm ent reform s.

The government of Indonesia has high commitment to execute decentralization policy 
through law 22 and 25/1999, and revised 32 and 33/2004. Nevertheless, this 
decentralization policy is focusing on expenditure side, potential revenue sources are 
still managed by central government. The low capacity, either at local bureaucracy 
and local parliaments [parties] has negative impacts on budget structure, corruption, 
low efficient management and low quality o f delivery basic services (FORUMDESA, 
2006).

In Germany, the GG has already stated in article 79 paragraph 3 that the principle of 
federalism to be inviolable and un-amendable. While Germany's federal and 
intergovernmental system is characterized by a wide range o f responsibilities and 
functions and also by a significant political profile, one should be mindful, however, 
that /it needs to be reminded that the scope o f autonomy and action is often limited 
and fettered by the legal provisions and financial conditions set by the “upper” levels 
of government “from above”. The compliance to the GG and high commitment will 
positively influence the quality of implemented policy (Wollmann, 2002).

• T he dependence o f  the local level on political com m itm ent at the central 
level can be reduced by devolution  rather than de-concentration .

The decentralization process in Indonesia has been frustrated by the inclination of new 
administrations at national level to overturn systems implemented by previous 
administrations. Local government reforms in Indonesia remained superficial and 
changes have often served personal political interests, rather then advanced good 
government (FORUMDESA, 2006).

Political Actors

• Decentralization processes, at least in their initial stage, are often 
dominated by civil servants rather than elected politicians. This may be 
explained by the greater administrative and technical com petence that civil 
servants often enjoy over politicians. This leads to decentralization being 
presented as a technical rather than a political matter.

Before decentralization era, in the new order era, the government management was 
predominated by bureaucratic system and political party has less influences. However, 
after decentralization policy implemented the government management has been 
influenced by political system (Ananda, 2004). The most important point is actually 
not who is stronger, but how the decision process should be more transparent and 
participative (FORUMDESA, 2006)
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• N on-governm ental organizations can play an im portant ro le  in dem ocratic 
decentralization . The role played by N G O s can have positive  effects on the 
overall dem ocratization process, but N G O s should nonetheless be relied 
upon w ith caution.

• D ecentralization  critically affects the public sectors. O rganized  bottom -up 
opposition  to decentralization projects is therefore  likely to  be supported 
w here large num bers o f  public servants are w ell organized.

In Indonesia, the decentralization policy has affected government structure and 
followed by law and regulation to improve the quality of public services such as 
43/1999, Government Regulation 84/2000 on wide discretion for local government to 
set up their own administrative structure and the newest Government Regulation 
8/2003 contains on strengthening issues. According to FORUMDESA (2006), there 
were only 20% o f local government has re-organized strictly within the stipulation 
Government Regulation 8/2003. Although some local governments such as Solok, 
Tanah Datar, Seleman, and Jogjakarta have made improvement as stipulated 
Government Regulation 8/2003 and showed an improvement in public service delivery.

In Germany, public organization has been facing some challenges, e.g., inserting new 
management values like NPM (New Public Management), globalization where 
efficiency and competitiveness are demanded. According to Reichard (2003) German 
local government has severe pressures and challenges about last ten years. Confronting 
with unemployment rate and citizens’ demands and shrinking of financial resources, 
the needs for local government reforms increased significantly.

Institutional Lessons

Institutional considerations refer us to the architecture o f  a decentralized system. 
The integrity, design, size and function o f  sub-national institutions are decisive in 
assuring the success o f  the system.

• W hen in itiating a decentralization process it is essential to design sub
national or local units that are large enough to carry out local governm ent 
functions and optim ize service delivery.

Under law 22/1999 and 32/2004 creation of new municipalities or districts is the 
prerogative of the central government. According to MoF (2007) the number of district 
and municipality in Indonesia (2001 -2 0 0 7 )  increased significantly, from 26 provinces 
to 33 provinces and 341 districts/municipalities to 434 ones. Financially, all new local 
governments [also old local governments] are 80% still depending on national revenue 
sharing. Some of them are actually too small to provide a viable autonomous local 
council; revenue generation is still neglecting.
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• Decentralization multiplies the number o f institutions involved in the 
planning, decision-making and implementation o f  public policies. The 
com position o f  these bodies is a sensitive issue and a potential source o f 
conflict.

In Indonesia, the national parliament members contains elected from 2 
different sources, party and region. The party mem bers are elected to represent 
their constituent needs and wishes (DPR), while region will represent m ore on 
regions’ needs (D PD ). DPR and DPD work closely together, although 
according to the constitution DPR has more power than DPD. (Ananda, 2004).

•  N ational government institutions as well as organs representing civil 
society m ight be relied upon to monitor the im plem entation o f  a 
decentralization process and the conduct o f  the decentralized institutions o f 
governm ent.

The government o f  Indonesia has formed such an oversight committee to facilitate its 
decentralization process the so-called “Regional Autonomy Consideration Assembly 
(Dewan Pertimbangan Otonomi Daerah)” [Presidential Decree 28/2005] where the 
members are representing from Ministry of Home Affairs (as chairman of DPOD), 
Ministry of Finance (as vice chairman), Ministry of National Defense, Ministry of Law 
and Human Rights, Ministry of State Secretary, State Ministry of Empowering State 
Apparatus, State Ministry of National Development Planning, Representative of Local 
Government, and Experts. The committee addresses issues such as local finance and 
fiscal administration, local legislation, the relationship between local government units 
and NGOs and personnel administration. Now only those issues that cannot be settled 
locally by the transition actions teams are brought to the national oversight committee 
(www.depdagri.go.id)

• Both the methods and objectives of  intergovernmental co-ordination must 
be determined clearly in order to prevent a complication o f  the processes of  
intergovernmental relations, or to compromise democracy, transparency 
and accessibility.

Law 22/1999 and 32/2004 explain for local government that cannot be financially 
independent, should merge with other regions. In facts, there are no regions merging to 
strengthen their economic and social potential. In the contrary, number of district and 
municipalities increase gradually. At the beginning of decentralization policy (Ray, 
2003) revealed that the business environment at the local level was deteriorating due to 
un-appropriate taxing for escalating local revenues. It was also discouraging the 
neighbors’ business environment. Presently all local regulations (for taxing) have to be 
sent to central government and evaluated. With about 2000 local regulation {perdu) it 
needs about more than 6months to finish the evaluation. Therefore, most of the 
regulations have been implemented although its evaluation not finished yet.
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Lessons on Fundamental Principles o f  Good Governance

O ne o f  th e  m ost im portan t products o f  decentralization  is the enhancem ent 
o f  the quality  o f  dem ocracy  and governance in a state. A  strong political 
com m itm ent o f  th e  involved actors and w ell-designed institu tions are all im portant 
aspects con tribu ting  to  the im provem ent o f  a dem ocratic  society. M oreover, good 
governance understood  in term s o f  dem ocratic procedures requires at least four 
further factors, each  o f  w hich  deserves to  be treated in its ow n section: 
participation, accoun tab ility , coordination  and pow er sharing.

The body o f  literatu re  th a t the others have consulted confirm s that the 
decentralization o f  political and adm inistrative authority  w ill resu lt in ‘good 
governm ent’ w h ere  both citizen  participation (that is: participation  from  the 
bottom ); and d irec t accountab ility  (that is: accountability  dow nw ards to local 
constituents) fu nc tion  effectively . Each o f  these in tu rn  requires appropriate 
institutional m anifesta tion . A ccountab ility  requires bureaucratic accountability  to 
elected offic ia ls, and  the accountab ility  o f  the elected  officials to  the  public, in turn. 
Participation requ ires regu lar elections, an active and capable civil society; 
institutions for c iv il society  engagem ent betw een elections (public m eetings, policy 
consultation fo rum s, oversigh t and vigilance com m ittees etc.), and a well 
functioning and critical m edia. H ow ever, for these principles to  be effective certain 
preconditions shou ld  ex ist as follow s:

Participation

• D em ocratic  decentralization  is not only a m atter o f  design ing  the right 
institu tions, but also depends on the civil and social contex t in which these 
institu tions operate.

FORUMDESA (2006) in their reports explained that in referring to Government 
Regulation 8/2003, the Minister of Administrative Reform explains that the expansion 
of the organizational structure of  local governments been driven by various interests of 
actors and stakeholders. The MoF indicated that if the expansion of local governments’ 
organizations continued, it would soon run out of money to fund local governments 
through the Dana Alokasi Umum (DAU). The Central Government, therefore, is under 
pressure to impose a stronger regulatory control over the regions. On the other hand, 
the regions argue that the Central Government generalizes the issue of excessive 
organizational structure based on a limited number of isolated cases. The precise 
percentage of regions that established excessively large organizations has not been 
revealed bv the Central Government.

• A sense o f  ownership must be created before the local population will feel 
m otivated to participate in decentralized local government and to support 
its developm ent projects.
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SMERU (2006) revealed that in the regional autonomy era, the implementation of 
basic education became the responsibility o f local governments. Nevertheless, it 
needed the cooperation o f central, provincial and district government, as in (a) 
improving access and broadening learning opportunities in remote and isolated 
regions; (b) increasing the participation rate o f women and children; (c) improving the 
quality and relevance o f basic education; (d) managing efficiently the use of education 
resources; and (e) supporting the participation of the community. Meanwhile, the 
programs for improving the efficiency o f  educational management includes the 
consolidation and revitalization o f schools, improving the management o f education, 
empowering school boards, the participation o f the community, the development o f an 
information system on education management as well as systematic monitoring and 
evaluation.

•  Ind igenous non-governm ental organizations can play an im portant role in 
facilita ting  the participation o f  poor and m arginalized groups in the 
political system .

Partial reforms have been initiated in the regions through local innovations within the 
local governments’ jurisdiction. Such reforms may be further encouraged if local 
government can secure sufficient financial independence to meet local demands. The 
process o f  initiation and innovative methods can be done collaboratively with donors 
and local institutions like universities and NGO’s where they have played an important 
role in assisting local government to implement and sustain local innovations. It is also 
clear from the cases and field work that all stakeholders have gained experience over 
time in terms of effectiveness, feasibility and sustainability of such innovations. Best 
practices in one region may not be readily transferable to others. (FORUMDESA, 2006)

Accountability

•______ Regular and free elections at all governm ent levels are the best device to 
________ensure accountability. ________________________________________________

In case of Aceh province where Aceh was granted Special Autonomy status under Law 
18/2001 due to inequality and the poor economic situation, the central government 
offered Aceh greater autonomy in managing its resources and governance functions. 
The three key features of Aceh’s special autonomy are: 1) Large share of retained 
revenue from oil and gas; 2) Direct election of governor and head of local government 
(bupati/walikota); 3) Implementation of Syarfah/(Sharia) Islamic law. These all 
offerings are intended to provide great opportunity for Acehnese to improve their 
communities’ economic performance, attain better living standards, and move toward a 
good governance system. The direct election in Aceh was envisioned to be the first 
direct election at the local level in Indonesia before Law 32/2004 concerning local 
governance was passed. The law specifies that the direct election of head of local 
government is to be implemented nationally (World Bank, 2006).
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Quality and Transparency

• T he quality  and efficiency o f  service delivery in local o r regional areas can 
be im proved significantly  through a statistics service gathering  data and 
p roducing  dem ographic status analysis.

Some development issues and problems in Indonesia cannot be solved systematically 
due to availability and quality o f data, e.g., education, poverty, health, etc. Moreover, 
FORUMDESA (2006) revealed that chief challenges in designing policies are the 
absence o f clear guidelines and transparent procedures and the lack of a reliable data
base to record the changes.

Wollmann (2002) stated that in German public policy a data analysis is needed as basis 
argument in designing a new policy. NPM (New Public Management) implementation 
needs a high quality data for supporting a policy design, e.g., IT Implementation.

•  It is im portant to institutionalize m echanism s for citizen  feedback with 
regard  to  local governm ent perform ance and service delivery.

According to World Bank report (2006) on Aceh Reconstruction Program, provincial 
and local governments will also be in charge of all reconstruction infrastructures. It is 
critical to engage local governments now in any new large-scale infrastructure projects. 
The 2007 budget process will provide an important signal o f the province’s and local 
governments’ readiness to play a stronger role in the reconstruction process. Monitoring 
and evaluating local government spending will be important to ensure that public funds 
are properly spent. Therefore, BRR and the regional governments should strengthen 
monitoring and evaluation (MandE) systems.

Implementation of NPM is really demanded in Germany (Wollmann, 2002). Its 
concepts and measures introduce the logic of “performance management” of public 
organization in the (intra-) administrative operations with the help of (simplified and 
practicable) performance indicators and “controlling” (“feedback”) mechanisms, 
including attempts at establishing and working with inter-district/municipal 
“benchmarking” (see also Kuhlmann 2002).

• In order to ensure the quality o f  services delivered at the local level, local 
service providers must have access to a comprehensive support system in 
order to implement national strategies.

An effective decentralization needs efficient public organization. In Indonesia, 
according to FORUMDESA report (2006), government structure has been legally 
reformed through some laws and government regulations, law 43/1999, Government 
Regulation 84/2000 and replaced with 8/2003. Nevertheless, no substantial reforms 
have been taking place where local governments have flexibilities to structure their 
organization as their local potential and resources.
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In Germany as Wollmann (2002) stated the “local welfare state” pattern that the 
delivery o f the personal sociri services (such as kindergartens, homes for the elderly) 
has been guided by the “subsidiarity principle” where the local government should 
restrict itself largely to (to « e  recent terminology) an “enabling” function, while the 
service provision itself shoeld be left to the (non-public and non-profit) welfare 
organizations. In fact, some 70 to 80 percent of the social services (places in 
kindergartens, homes for seMon etc.) have been offered by the local branches of four 
large non-profit welfare organizations historically associated with the churches and 
workers movement.

Legal Lessons

A decentralized system  must rely on predeterm ined ‘rules o f  the gam e’. The 
Constitution, laws and regulation o f a country constitute these rules and codify how 
a decentralized system  is supposed to work. The Constitution sets the broad 
principles on w hich the decentralized system operates.

In Indonesia, Ray (2003) stated that compliance to the law has shown a relative good in 
trend. The problem was the quality of human resources in the legislative and executive 
members ai the local leveh. it can be seen in their legal products such as local 
regulation for new taxing t e t  concern only on boosting tax revenue. Consequently, 
most local regulations have been deteriorating local economic development and 
discouraging the business environment at the local level.

Wollmann (2002) stated that Germany's federal and intergovernmental system is 
characterized by a wide range of responsibilities and functions and also by a significant 
political profile, one should be mindful, however, that /it needs to be reminded that the 
scope of autonomy and action is often limited and fettered by the legal provisions and 
financial conditions set by tte “apper” levels of government “from above”. Thus, as it 
was perceptively observed, the remarkably strong role which local government has in 
policy implementation in countries like Germany and the Scandinavian countries goes 
hand in hand with “national systems of rule, finance and public administration (that) 
standardize much of what local officials can do and how they can do”

Social and Cultural Lessons

A lthough social structures and culture are regularly mentioned as determining 
factors for the success o f decentralization programs, the literature rarely provides 
concrete exam ples o f  this. Gender issues, cultural development or the importance 
o f  networks and patron-client based relationships in decentralization processes and 
practices are often neglected by the literature on decentralization. The shortage of 
lessons reflects this state ofaffairs.
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• The decentralization o f  political authority may take place according to 
predetermined contemporary models, but must incorporate local 
indigenous patterns o f  decision-making and authority.

Haijono (2005) revealed that decentralization policy in Indonesia still needs long 
process. The decentralization cannot lead improvement of life quality in the local level. 
Some other problems rise in some regions such as disregarding origin people and it 
tends finally to, create new regions (pemekaran). Several districts have stipulated that 
the district head (bupati/walikota) must be a person not only born in that district but 
also o f the same ethnicity as local indigenous people.

Wollmann (2002) explained the decentralization in Germany as the “unfinished 
business” . There are many local governments without a functionally viable basis seems 
to practically rule out any further-going measures towards “real”, that is bottom-line 
decentralization. I f  these “informed guesses” prove right, the divergence between the 
local government systems o f the “North Middle European” type, on the one hand, and 
of those o f  the “Anglo” and “Franco" types will further increase. So, there is no exactly 
pattern o f decentralization.

Conclusions and recom m endations

D espite th e  notion th a t decentralization  is a new  trend in governance, local 
governm ent itse lf  is actually  no t a  new  idea. In fact, “m any, if  not all, societies in 
A frica, A sia  and Latin A m erica  have, at one tim e or ano ther in their history, 
possessed strong trad itions o f  local and regional governance through tribal or 
com m unity self-help  trad itions. In m any countries, these trad itions have long been 
suppressed, in part as a resu lt o f  external colonial rule, and in part as a result o f  the 
highly centralized nature o f  m any, if  not m ost, post-colonial political regimes and 
governance system s” (U nited  N ations 1996). In recent years the international 
com m unity, and specifically  in ternational donor agencies and N G O s, have been 
concerned with im proving  these  governance system s. A ccord ing  to the U nited 
N ations D evelopm ent P rogram , good governance can be defined as “ participatory, 
transparent and accountab le. It is also effective and equitable. A nd it promotes the 
rule o f  law. G ood governance ensures that political, social and econom ic priorities 
are based on broad consensus in society and that the voices o f  the poorest and the 
m ost vulnerable are  heard in decision-m aking  over the allocation  o f  developm ent 
resources” (U N D P 1997).

Decentralization is a process that is considered to improve governance and 
is therefore being im plem ented in many countries. Decentralization is a process 
that involves both risks and opportunities. The opportunities include greater 
popular participation; the ability  to design social services to meet specific 
community needs; the capacity  to tailor solutions for local problems to local
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conditions; the opportunity for policy innovations and the ability to “ scale up” 
successes; the ability to provide social services more efficiently; and the 
opportunity for increased accountability to the people. Decentralization is not 
without significant risks that include the possibility that inter-regional inequalities 
may be w ider, the risk o f  capture by local elites, and the possibility o f  disparities 
between the resources available to sub-national governm ents and the 
responsibilities these governments must fulfill. Following will be concluded some 
lessons can be learnt mentioned above:

The crucial role played by the easting cultural context

A decentralization program is not implemented in a cultural vacuum . 
Rather, it m ust take into consideration the existing context o f  beliefs and attitudes 
o f  society to such issues as authority, the role o f  government, the role o f  the citizen, 
the role o f  elites, the role of civil society (such as it exists), the role o f  traditional 
leaders, the role o f  the poor, etc. These factors are specific to each country setting 
and may also d iffer regionally within a country itself. The existing cultural context 
affects how people will respond to decentralized governance. Social and cultural 
factors have the ability to “make or break” a decentralization program and will 
almost certainly break one that does not take them into account. This reinforces the 
conclusion that decentralization should not be applied similarly from country to 
country, but m ust be tailored to the country, or even local, circumstances.

The influence o f  changing roles and relationships

The im plem entation of a decentralization process will necessarily involve 
changes in the roles o f  political actors and relationships between them. Power, 
authority and responsibility will be transferred from one group (for exam ple, from 
the central m inistries) to local offices. For decentralization to work, all relevant 
actors m ust be “on board”. This includes politicians, the civil service and civil 
society. W hile these actors need to be on board, it is also important that citizens be 
aware o f  the changes made by the decentralization process to roles and 
relationships. A public relations strategy could continuously inform the people o f 
what is happening as actors change roles or take on new roles.

The G erm an experiences and also the literatures show particular em phasis on the 
importance o f  capacity building o f newly empowered actors. Decentralization 
involves giving new power, authority and responsibility, and a new role to local 
levels o f  governm ent, administration, or, in some cases, civil society. However, if 
the local level is to be able to effectively play its new role, a concerted effort must 
be made at building capacity at the local level. Capacity building aspects are 
important in this context insofar as they can enhance the quality o f local support to 
a decentralization program.

The question o f  timing and sequencing
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It is im portan t to  think o f  decentralization  as a  p rocess - as a  m eans 
tow ards good governance  - rather than an end in and o f  itself. A  co n sen su s on a 
decentralization program  m ust not only be reached but m ust also  be susta inab le . A 
continuous effo rt m ust be m ade to keep a high level o f  ag reem ent am o n g  actors 
throughout a decen tralization  process. The literature and G erm an experiences do 
not provide a “ u n iv e rsa l rec ip e” for the sequencing o f  d ecen tra liza tion , though it 
is clear that sequencing  is a challenge. I f  there  is a universal rec ipe  to  be found  it is 
that decen tralization  m ust be designed and im plem ented as an ev o lu tio n ary  process 
and that a  “sh o ck  treatm ent” approach is no t ideal. H ow ever, tim in g  a ffec ts  the 
sequencing. In th e  long term , decentralization should be understood  as a  le a rn in g  
process that m u st be adapted to fit th e  n eed s a n d  p re fe re n c e s  o f  c itizens.
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A cronym s, A bbreviations, and N on-E nglish  Term s

APBD
A nggaran dan Pendapatan Belanja Daerah, Regional 
G overnm ent Budget

APBN A nggaran dan Pendapatan B elanja Negara, State B udget

APK A ngka Partisipasi Kasar, G ross Participation Rate

APM A ngka Partisipasi M utlak, N ett Participation Rate

Bappenas B adan Perencanaan Pem bangunan Nasional

B appeprop Badan Perencanaan Pem bangunan Propinsi

BPHTB
B iaya Perolehan Hak atas Tanah dan B angunan, Land and 
B uilding Transfer Fee

BPK B adan Pemeriksa K euangan, N ational A uditing A gency

BRR
B adan Rekonstruksi dan Rehabilitasi, R econstruction and 
Rehabilitation Agency

Bupati K epala Daerah Kabupaten, Head o f  District

DAK D ana A lokaa Khusus, Specific A llocation Grants

DAU D ana Alokasi Umum, General A llocation Grants

DPD
D ew an Perwakilan Daerah, Parliam ent m em ber o f  Regional 
representatives

DPOD
Dewan Pertimbangan Otonom i Daerah, Regional Autonom y 
Consideration Assembly

DPRD Dewan Perwakilan Rakyat D aerah, Regional Parliam ent

GDP G ross Domestic Product

GG Grund Gesetz, Undang -  U ndang Dasar

GRDP G ross Regional Domestic Product

HDI Hum an Development Index, Indeks Pembangunan M anusia

IHPH Ijin Hak Pengelolaan Hutan, Land Rent in Forestry

Kabupaten D istrict

Kecamatan Sub-district

Kelurahan V illages in Urban areas

Kota M unicipality

LNG Liquid Natural Gas
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M andE M onito ring  and E valuation

M oF M inistry  o f  F inance -  D epartem en K euangan

M oH A M inistry  o f  H om e A ffair, D epartem en D alam  N egeri

N G O N on  G overnm ental O rganization

O EC D O rgan ization  for E conom ic C o-O peration  and D evelopm ent

PAD Pendapatan  A sli D aerah, L ocal O w n R evenue

PBB P ajak  B um i dan B angunan, L and  and B uild ing  T ax

Perda P eraturan  D aerah, Local R egulation

PP P eraturan  Pem erin tah , G overnm ent R egulation

PPh - 
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