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Abstract— Decentralization in Indonesia had a major impact on Indonesia's fiscal system. The new system is considered more 
just, especially for regions that have natural resources, economic potential, and human resources. This study examine how far 
the allocation from the Central to the Region in Indonesia contains an effort to reduce income disparities between regions. 
Using the CES and Kolm Pollack function specifications this study examines the content of aversion disbursement  fund from 
central to regional in Indonesia in 2016. Equal-unequal concern is seen from relative sizes, in which the allocation of funds to 
regions in equal proportion will not causing changes in relative inequality aversion. It is also seen the aversion of absolute 
inequality where inequality will not change if the government gives an increase in the same amount. 
 
Index Terms—Autonomy, Inequality aversion, Indonesia budget 
 
I. INTRODUCTION 
 
Decentralization marked by the enactment of Law No. 
22/1999 on Regional Autonomy and Law No. 25/1999 
on Central and Regional Financial Balance revised by 
Law No. 32/2004 on Regional Autonomy has had a 
major impact on Indonesia's fiscal system.  There is a 
fundamental change in the transfer system from 
central to regional from the Inpres to the Dana Alokasi 
Umum, DAU (General Allocation Fund) which is 
equipped with a system for outcomes  
 
The new system is considered more just, especially for 
regions that have natural resources, economic 
potential, and human resources. Such an area is 
possible to gain a greater share of wealth than 
resource-poor areas and economic potential. This is 
because regions with small budgetary capabilities and 
with high poverty rates also receive large additional 
budgets during the transition period. 
 
The form of justice search is among others seen in the 
dynamics of determining the DAU numbers that will 
be distributed to the regions. On the one hand a region 
with rich natural resources  will get a more definite and 
large share. On the other hand, funds that have been 
collected by the Center will be allocated to the region 
in the form of “equalization funds” including General 
Allocation Fund (DAU), Special Allocation Fund 
(DAK), Profit Sharing, and Contingency Fund. 
General Allocation Fund which is a big component is a 
general transfer (block grant) to overcome the problem 
of horizontal inequality. This fund is allocated on the 
basis of fiscal gap with the main objective of equitable 
distribution of inter-regional financial capability i.e. 

the gap between the fiscal capacity and the fiscal needs 
of the regions. Regional needs relate to population size, 
poverty level, area size, and building price index. On 
the other hand, there is a Profit Sharing intended to 
address the problem of vertical inequality (between 
the Central and Regional) undertaken through the 
sharing of results between the Central Government 
and the producing Region.  
 
Goals Of The Study 
The goals of thi study is : 
1. To obtain an overview of the content of inequality 

aversion in the allocation of funds from the 
Central to the regions in Indonesia before and 
after regional autonomy. 

2. To identify the difference of treatments conducted 
by the government against two regions with the 
same level of income before and after regional 
autonomy. 

 
II. PROBLEM FORMULATION 
  
With the change in the consideration of the allocation 
of funds from the central to the regions there is a 
question arises about how far the allocation from the 
Central to the Region contains an effort to reduce 
income disparities among regions. This study is 
intended to see the content of inequality aversion 
between regions existing in the old and new systems 
that occurred in Indonesia.   
 
In relation to inequality aversion and equal-unequal 
concern can be put forward the following formulation.  

(1) Inequality aversion. In case the government 
does inequality aversion with giving same 
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attention in all regions, then the behavior of 
the government is influenced by the level of 
prosperity of the population concerned. 
Disbursement= f (inequality aversion).  
There are two sizes on this subject. First the 
relative size; an increased allocation of funds 
to regions in equal proportion will not cause 
changes in relative inequality aversion 
(Atkinson, 1970). Second absolute inequality 
aversion; according to this (Kohm, 1977, 
Blackorby and Donaldson, 1980) inequality 
will not change if the government gives the 
same amount of increase. An increase in the 
same proportion will raise inequality. The 
poorer areas will get a relatively larger 
amount compared to richer areas. However, 
the policy of giving bigger funds to poor 
areas still may not be called “pro-poor 
policy”; it is still “neutral”. The policy will be 
called the “pro poor region” if the funds 
allocated to the poorer regions are absolute. 

2. Equal-unequal treatment. Should 
government incorporate the regional 
characteristic variable in the equation or 
ignore it?. There are two possibilities. First, 
when the government gives equal attention to 
the region, it means that the government does 
not consider the characteristics of the region. 
The variables indicating that characteristic 
will not be included in the equation so that 
the equations in item (1) will be used. Second, 
if there is a different concern, then this 
characteristic variable will be included in the 
estimated equation formulated as 
Disbursement = f (Aversi, Unequality 
Concern). Inequality of concern may lead to 
pro poor or pro rich policy.   

Social preferences that reflect the presence or absence 
of differences include population size, population 
density, poverty rate, gini index, quality of life 
indicators (infant rate, life expectancy, literacy rate) 
and others. The criteria are both conceptually but quite 
difficult in practice (Sanders, 1971). In practice the 
government allocates funds primarily by considering 
the number of people and the area covered and related 
to the employment aspect (Hirawan, 1986, Hirawan, 
1993, Hidayat, 1987, Eapremu, 2003). 
 
III. HYPOTHESES 
 
1. The allocation of funds from the Central to the 

Region contains real aversion inequality, in the 

sense that the level of per capita income plays a 
role in determining the size of the budget 

2. Social preference is a decisive factor in the budget 
allocation from the Central to the Region. 
However, in the new system the role of social 
preference tends to weaken. 

 
IV. METHOD OF TESTING MODEL 
 
The model estimated in this study derived from the 
welfare function with the constant substitution 
elasticity (CES) and Kohm Pollak (KP) specifications 
as used by Ravallion (1988), Ravallion and Dearden 
(1988 and Behrman and Clark (1987) then the 
functions to be used in this estimate are: 
 
Ln Disbrj = A + b1Y1 + Ln Yj + Lnb2 @ + Lne 
 
Where Disbrj is disbursement from the Central to the 
Region 

Yj = the level of regional prosperity 
@ = a particular characteristic of a district  
       consists of numbers poverty, area,  
       population, original revenue) 
 e = . factor 

 
To test whether the equal treatment assumption in the 
allocation of funds occurs or not done either by 
including the characteristic variable of the region or 
not entering it. Furthermore, to test the exact model 
with respect to relative aversion and absolute aversion 
will be estimated with CES specifications and KP 
specifications as follows 
a. Estimation of CES assuming the same treatment 
      Ln Disbursj = A + 2LnYj + Lne 
 
b.  KP estimation with the same treatment 

assumption 
      Ln Ij = A + 1 Yj + Lne 

 
c. Estimation of CES assuming equal treatment 
       Ln Ij = A + 2LnYj + 3LnDensej+ 4LnPopulj +      
                  B5Origj + LnPovrt + Ln℮ 
 
d. Estimation of KP with the assumption of unequal 

treatment 
       Ln Ij = A + b1Yj + b3Ln Densej + b4Ln     
                  Populj + b5Origj + Ln Povrt 
                + Lne 
To determine which model is good there must be some 
criteria (Gudjarati, 1988) these are the property: 
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simple (parsimony), theoritical consisteny, predictive 
power.  
 
With a variety of considerations it will be done model 
testing to get the most appropriate model and from it 
obtained parameters on the model. Four possible 
models can be found as follows. 

 Relative 
Inequality 
aversion (CES) 

Absolute 
Inequality 
aversion (KP 

Equal 
Conderns 

I III 

Unequal 
Concerns 

II IV 

 
(1) Models I and III show that disbursement of fund 

solely based on the level of welfare (per capita 
income); there is equal concern in two regions 
with the same per-capita income. It is expected 
to reduce inequality among regions. Furthermore 
in model III aversion imbalance shows relative 
aversion. It means that the level of inequality 
between regions will not change when return in 
all regions increase proportionately. Whereas in 
model I aversion imbalance shows absolute 
aversion. It means that the same increase in all 
regions will not cause changes in inequality 
between regions.  

(2) Models II and IV show that the disbursement is 
expected to base itself on the level of income to 
do aversion imbalances between regions. 
However, there are other variables that are 
considered in addition to income factors. 
Therefore, for the two regions with the same 
income, the government provides unequal 
attention. Furthermore model II shows the 
relative inequality aversion and model IV shows 
the absolute inequality aversion. 

 
FINDINGS (3 pages) 
(I am really updating and processing 2016 data in this 
study for this conference. For the reason I will 
complete this paper in couple days. I submit this 
preliminary paper first because my required letter of 
acceptance  in the first week of this November. This 
limtation make me sending this preliminary paper 
early.) 
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