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ABSTRACT 
Revenue Sharing Reformulation (RSR) serves to reduce Vertical Fiscal Imbalance (VFI). The 
current RSR Indonesia formula is still unable to reduce VFI, so there needs to be a RSR 
reformulation. This research uses quantitative approach method to measure VFI before and 
after RSR reformulation. RSR Reformulation was obtained through literature review, then 
simulation was performed. The results of this study indicate that RSR reformulation 
considering fiscal needs, fiscal capacity, and regional efforts. The variables used in the RSR 
reformulation are population, equal share, poverty, land area, fiscal responsibility, personal 
emolument factor, and development factor. 
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Fiscal decentralization is expected to improve public services and encourage public 
sector efficiency, economic growth and community welfare (M. Khusaini, 2008). In the fiscal 
decentralization policy of the central government providing transfers to the regions, one 
component is tax revenue and non-tax revenue sharing (DBH). DBH is used as an 
instrument to reduce vertical fiscal imbalance aimed at balancing, equal distribution of 
income and level of public service between regions with varying economic capacity (Bird & 
Tarasov, 2004). 

However, in reality VFI Indonesia is still high. This is supported by research by Hamid 
(2005) and Shah & Qureshi (1994). Kenworthy & McCall (2008) argue that inequality can be 
caused by the unequal market mechanism and tax policies and unfair distribution. Then 
Hamid (2005) argues that vertical fiscal imbalances in Indonesia occur because the central 
government controls the main taxes, so that local controlled taxes are insufficient to fund 
local activities. Provision of development financing in the regions can impact on deteriorating 
regional services and disrupt regional and national stability (Bird & Vaillancourt, 2000). 

On the other hand, DBH mechanism still leaves various problems. These problems 
include the lack of attention to external cost components, especially DBH SDA (Saragih, 
2011 in Kurniawati, 2012). Meanwhile, Kuncoro 2012 (in the Constitutional Court (2013) and 
Anom (2012)) suggests that in the legal process and the DBH mechanism is not based on 
academic and empirical considerations, only bargaining and political agreement. Therefore, 
there needs to be a revision related to these laws because it is "out of date" (Siddik, 2012 in 
the Constitutional Court, 2013 and Anom, 2012). 

The weakness of transparency in data access and DBH calculation mechanism is also 
one of the problems in the implementation of DBH governance (Mustofa (2010), 
Khoirunurrofik, 2002). In fact, NRGI & UNDP (2016) stated that local governments should be 
able to verify the value of revenues collected from mines and oil fields in their jurisdictions, 
thus encouraging trust among levels of government, or in some cases will ensure a strong 
peace. The transfer mechanisms that have been undertaken have not fully addressed 
development issues reflected in some macro indicators such as widening income gaps 
(Khusaini, 2014). Provinces that receive high DBH are mostly scattered in provinces that do 
have adequate natural resources such as East Kalimantan or National Industry supporters 
such as DKI, East Java and West Java. The relatively rich areas are developing faster than 
the relatively poor regions due to the good economic recovery program (World Bank, 2007). 
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Based on the above explanation, this study aims to analyze the condition of vertical 
fiscal imbalances in Indonesia starting from differences in characteristics, resources and 
fiscal needs of each region in Indonesia. the reconstruction of the financial sector through 
revenue and expenditure policies at the government level is also required to minimize this 
imbalance. 
 

LITERATURE REVIEW 
 

Vertical Fiscal Imbalance. Vertial fiscal imbalance or Vertical Fiscal Imbalance (VFI) 
shows the difference in fiscal capacity and fiscal needs between central government and 
lower levels of government (Suyanto, 2017). Vertical fiscal inequality is closely linked to 
decentralized spending responsibilities with centralized funding (Ruggeri & Howard, 2000). 
VIF occurs because of the distribution of revenue sources between the central and provincial 
governments that are inconsistent with the distribution of responsibility for expenditures 
(Anonymous, 2001). 

According to Zuker (2002), VIF is a product of vertical political imbalance. Therefore, to 
reduce the occurrence of the case, the Commonwealth takes some of the functions of the 
State, but it faces political and legal obstacles (Webb, 2002). In addition, the distribution of 
revenue sources between central and local governments is inconsistent with the costs of 
meeting the constitutional spending responsibilities, resulting in poorer equity (Bird & 
Tarasov, 2002). The view (Hilaire-St, 2005), which states that Vertical Fiscal Inequality (VFI) 
is the asymmetry of increasing revenue between the provincial government and the federal 
government, which in turn changes the view of optimal division of responsibilities among 
them. 

The purpose of fiscal decentralization is the presence of vertical fiscal equity between 
central and autonomous governments. So that local government are able to perform public 
services more optimally. In fact, not a few areas earn public services whereas local 
government is the spearhead of service ( Khusaini, 2016). To that end, the central 
government provides a portion of revenue derived from the region, redistributed to regions 
under certain laws and formulas (Langoday, 2006). Meanwhile, VFI emerges because of the 
disparity between capacity and fiscal needs between the central and regional levels. 
Karpowicz (2012) identifies VFI as an obstacle to regional accountability and better regional 
fiscal performance. Vertical fiscal imbalances occur when decentralization spends income for 
the region so that local governments must rely on transfer funds (Khusaini, 2017). Eyraud & 
Lusinyan (2013) confirmed that the increase in fiscal imbalances is related to the weakening 
of the fiscal balance of the central government. This allows for increased deficits which often 
require balance funds. It is important to develop fiscal adjustment strategies, especially 
changes in intergovernmental relationships as part of fiscal reforms. 

Fund Transfer Criteria. Intergovernmental fiscal transfers can basically be grouped as 
follows (Kustianto and Yansekardias, 2001): 

1. Transfer allocation model that takes into account fiscal gap (fiscal gap); 
2. Transfer allocation model based on fiscal capacity considerations between regions; 
3. Transfer allocation models are based on various "needs" indicators; 
4. Transfer allocation model based on equality of per capita tax base. 
Meanwhile, Ananda (2002) mentions three basic ways of determining the amount of 

funds that need to be distributed to regions through intergovernmental fiscal transfers, 
namely: (a) by a fixed percentage of central government revenues; (b) adheres to an ad hoc 
basis, ie, in the same manner as for other types of budgetary expenditures; and (c) on the 
basis of a 'formula mechanism', ie, by a percentage of certain regional expenditures paid by 
the center, or in connection with some general characteristics of the receiving area. 

According to Sidik et al. (2002) there are several criteria related to the design of central 
transfers to regions, namely autonomy, adequate income, equity, transparent and stable, 
simplicity and incentives. Accordingly, NRGI and UNDP (2016) state that the revenue-
sharing formula should be simple and enforceable, achieve national consensus on the 
formula, codify the formula in law, transparent and formalize independent oversight. The 
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revenue-sharing formula should be simple, easy to implement in order to avoid complaints 
from the region. In addition, the formula prepared must be accepted by all parties including 
political groups and ethnic groups masyarakta and other stakeholders. Any revenue-sharing 
formula must be codified / formalized through other laws or regulations, this will increase 
certainty and the government and the public will get the strengths and weaknesses of the 
formula based on the public debate that took place. One thing that is important is that the 
revenue-sharing formula must be transparent and can be audited at any time and can be 
published to the public, this may lead to a higher level of confidence in the central 
government. 

Meanwhile, Yilmaz (2003) conveyed that the criteria for intergovermental transfer 
system are, among others, the adequacy and buoyancy, predictability, simplicity and 
transparency of intergovernmental transfers, transfer system and its impact on allocative 
efficiency, interregional equity and incentive, structure for sound fiscal management and 
subnational resource mobilization. Yilmaz's thinking is in line with what Schroeder and 
Smoke (2002) suggest that the design criteria for transfer are: adequacy and growth; 
predictability, simplicity and transparency; allocative efficiency; equity (in terms of 
redistribution); and incentives for sound fiscal management and subnational resource 
mobilization. 

Devas (2002) also conveyed that the transfer design must meet the minimum criteria of 
incentives, predictability, and transparency. The transfer formula should encourage efforts to 
increase local revenue, meaning that with increasing income, the greater the transfer 
received by the region. with the existence of transparency is expected to avoid political 
manipulation, negoisasi, and corruption. When earnings can be predicted more precisely 
then local governments will be more flexible and accurate in determining shopping activities. 
Meanwhile, according to Otieno, et.al. (2014), the criteria of transfer allocation among them 
are consistency, fairness, and transparency.Furthermore, Jun Ma (1997) stated that the 
effective transfer system must meet the criteria of adequacy of revenue, Local tax effort and 
expenditure control, equity, transparency and stability. 

Based on the opinion of the experts above it appears that the criteria of a good design 
transfer formula must at least meet the elements such as revenue adequacy, equity, 
predictability, simplicity and transparency, and provide incentive for the region in encouraging 
efforts to increase local revenue. 
 

METHODS OF RESEARCH 
 

Analysis of Vertical Fiscal Imbalance. With reference to the model of Bird & Tarasov 
(2002), the model of calculating the vertical fiscal imbalance is formulated as follows: 
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Where: 

CVII: share of government transfers to provincial government expenditures / spending; 
CVIII: share of government transfers and local lending to provincial government 

expenditures / spending); 
CVIII: Share provincial spending that is not discover by PAD province; 
CVI: Vertical Imbalance Coefficient; 
TRsp: Special Allocation Fund (DAK); 
TRbp: General Allocation Fund (DAU); 
B: Regional Loans; 
EXP: Total Spending of APBD; 
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IGNB: Reception of Loans; 
REV: Regional Income; 
REVSH: Profit Sharing (BHP) and Non-Tax Revenue (BHBP); 
SNG: Sub National Government (Province). 
According to Hamid (2005) and Shah & Qureshi (1994) the magnitude of the vertical 

fiscal imbalance of a region can be seen based on the value of the fiscal coefficient 
coefficient of magnitude between 0 and 1. The smaller the coefficient value, the higher fiscal 
imbalance that means that regions are increasingly dependent on the central government. 
On the contrary, the greater the coefficient of fiscal inequality shows the more independent of 
these regions in financing their expenditure. 
To analyze the DBH reformulation, this study refers to the formulation of the Kenyan DBH 
Commission on Revenue Allocation (CRA) (2010). The formula used as follows: 
 

CA�� =  β
�
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�

(ES)�� + β
�

(PI)�� + β
�

(LA)�� + β
�

(FR)�� + β
�

(PE)�� + β
�
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Where: CAit = Regional revenue share i at time t; β1-7 = weighted value of independent 
variable 1-7; PNit = The population of region i at time t; ESIT = Local allocation fund i at time 
t; PIit = Local poverty rate i at time t; LAIT = Area of area i at time t; FRit = fiscal capacity 
area i at time t; PEit = Regional bureaucratic Reform Index i at time t; DFit = Regional 
economic growth i at time t. 

DBH reformulation simulation for 3 (three) years, ie 2014-2015. DBH Reformulation is 
done on DBH allocation in 34 Provinces in Indonesia. 
 

RESULTS AND DISCUSSION 
 

Reformulation of Calculation Model of Allocation of Revenue Sharing Funds. 
Reformulation of DBH DBH Commission on Revenue Allocation (CRA) Kenya (2010). 
The formula consists of population, equal share, poverty, land area, fiscal responsibility, 
personal emolument factor, and development factor variables. In this study population in 
proxy with population, equal share in proxy with General Allocation Fund (DAU), poverty in 
proxy with poverty level, land area in proxy with province area, fiscal responsibility in proxy 
with fiscal capacity of area, personal emolument factor in proxies with reform index of 
bureaucracy, and development factor in proxies with regional economic growth. 

By incorporating the weight of each indicator on the Kenyan DBH Commission on 
Revenue Allocation (CRA) formula (2010), the DBH formula used is as follows: 
 

CA�� =  0.45(PN)�� + 0.25(ES)�� + 0.18(PI)�� + 0.08(LA)�� + 0.01(FR)�� + 0.02(PE)�� + 0.01(DF)��  (5) 

 
The results of the DBH reformulation simulations are shown in Tables 1-3. Based on 

tables it appears that most provinces in Indonesia have increased the allocation of DBH 
between DBH allocations prior to DBH reformulation and after DBH reformulation. Provinces 
with decreasing DBH allocations after DBH reformulation include DKI Jakarta, East 
Kalimantan, West Papua, Bengkulu, North Kalimantan and West Sulawesi provinces. This 
indicates that the allocation of DBH for this is greater than the fiscal needs. 

Vertical Balance Coefficient Analysis. The coefficient of vertical imbalance becomes a 
statistical tool to test how the impact of the Revenue Sharing Fundamentals on vertical fiscal 
inequality (between the central government and the province). In table 4 and the figure below 
will show how the effect of an Opsen-based Revenue Sharing Fund is based on the 
coefficient vertical imbalance (CVI). CVI is divided into 3 categories that are tailored to the 
interpretation of the results the researcher wants. The following is a CVI of Opsen-based 
simulation based on the 2014-2016 databases. 
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Table 1 – DBH Allocation after the Reformulation 
of 2014 (in Rp.) 

 

 

Table 2 – DBH Allocation after Reformulation 
of 2015 (in Rp.) 

 

 

Table 3 – DBH Allocation after the Reformulation 
of 2016 (in Rp.) 

 

 
 

Source: Data Processed 2017. 
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Table 4 – Change of Coefficient Vertical Imbalance (CVI) DBH Reformulation of 2014-2016 
 

CVI 
2014 2015 2016 

Pre Post Pre Post Pre Post 
CVI1 0,119 0,518 0,110 0,424 0,097 0,414 
CVI2 0,120 0,519 0,111 0,424 0,100 0,416 
CVI3 0,403 0,802 0,442 0,756 0,287 0,604 

 

Source: Data Processed 2017. 

 
Figure 1 – Change of Coefficient Vertical Imbalance (CVI) After Aggregate of Tax and Natural 

Resources Reformulation of 2014-2016 
 

 
 

Source: Data Processed 2017. 

 
Based on table 4 and figure 1 shows that the simulation results of allocation of Fund-

Based Funds transfers based on DBH reformulation have a positive effect on the change of 
vertical fiscal inequality coefficient. Overall both CVI1 CVI2, and CVI3 indicate an increase in 
coefficient numbers. 

In conclusion, the values of CVI1 CVI2, as well as CVI3 have increased. This means 
that the operationalization of DBH reformulation is relatively good and has a positive effect. 
This can be demonstrated by the result of increasing DBH reformulation. The DBH 
Reformulation encourages increased transfers to the regions so as to increase the fiscal 
capacity of the regions. 
 

CONCLUSION 
 

The result of DBH reformulation shows that vertical fiscal imbalance is decreasing. This 
is demonstrated by the CVI ratio before and after the DBH reformulation, in which CVI after 
DBH reformulation becomes better. In line with that, the DBH reformulation is able to 
increase the fiscal capacity of the regions, as indicated by the increase of DBH allocation 
after the DBH reformulation simulation. 
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