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Abstract of Thesis

Decentralization policy demanded the central government to aid the local governments for executing their
authorities through fiscal grants. The past literature of public finance has discussed the impacts of fiscal grants
on the local government’s provision and concluded that the fiscal grants have direct and indirect effects on
government provision.

The fiscal grants effects on government provision consists of three major effects. First, grants should create
income effects on government expenditures, vis-a-vis, to citizen income indirectly. However, the problem arises if
the grants stimulation effects on government expenditures are far greater than the citizen income. This problem
will lead to the over dependency on grants, where the local government expects to receive grants from central
than the rise of citizen income tax. The second chapter of this dissertation investigates the problem of grants over
dependency in Indonesia municipalities. Indonesia has a unique case of decentralization since the municipal’
revenues are dominated by fiscal grants. By utilizing municipal level data and controlling the spillover restraint,
the study found that the stimulation effects of fiscal grants are 6,9 times greater than per-unit citizen income.
This fashion is ubiquitous in the developing countries where fiscal grants are applied as subsidies, which well
known as the “Flypaper Effects.” Moreover, the study revealed that the lump-sum grants stick to its use.
Lump-sum grants affect the administration spending more than capital/investment spending; in contrast, the
matching grants have more impacts on capital/investment spending. The chapter also maps the spatial
distribution of the flypaper effects using Geographically Weighted Regression (GWR). The map of the flypaper
effects is remarkably similar to the distribution of fiscal grant’s shares domination in municipal budgets. The
policy implication in this chapter advises the central government on designing the lump-sum grants that can
overcome the moral hazard problems.

The second effect of fiscal grants is the grants caused the fiscal competition. The rationale departs from the
model of yardstick competition; that is where the voters in a jurisdiction compare the performance of their
government with the neighboring governments and punish their government if their government does not
perform better than the neighboring governments, by not vote for the incumbent in the upcoming election. The
mechanism of yardstick competition through grants is plausible if the municipal governments must compete
again each other to obtain the grants. The second chapter of this dissertation investigates the effects of the special
allocation grants (DAK) in Indonesian municipalities to the municipal competition. The special allocation grants
require the efforts of the local governments, such as grant proposals and supporting budget. The third chapter
examined whether the endowed special allocation grants (DAK) to neighborhood affects the spending allocation
and voter satisfaction in a municipal. By utilizing the spatial approach and various concepts of neighborhood, the
chapter suggests that the neighboring grants act as substitution goods for public provision, which can be seen as
the competitive grants in the neighbors decrease the capital expenditures in a jurisdiction by 0.2% However,
neighboring grants do not affect voter's satisfaction. Voter’s satisfaction in a jurisdiction is parallel with the
endowed competitive grants in that jurisdiction. The only neighboring factor that has impacts on voters’
satisfaction is the neighbor’s welfare (relative service to tax paid), which negatively affect voter’s satisfaction in a
jurisdiction.

Finally, the third effect of fiscal grants is the grants’ influence to government efficiency. The theory of
hard-budget has demonstrated that the problem of the lump-sum grants is moral hazards; that is, when the
sub-central governments received risk-free unconditional transfers, the expenditures will be ineffective and

inefficient. The fourth chapter challenged the theory by examining the impacts of lump-sum type “village




transfers” to the sub-municipal governments so-called “village governments” spending efficiency. The study used
a unique dataset of village government spending items. Firstly, the study evaluated the village government
efficiency using a meta-cost frontier analysis. Secondly, the created efficiency scores are regressed with the shares
of village transfers and other factors that may explain the efficiency, such as bureaucracy size and capacity. The
results found that the villages could efficiently spend their expenditures with efficiency scores above 68%, and
they perform better if they have autonomous status and have full control of village transfer funds.

Moreover, increasing a unit of bureaucrats diminishes village spending efficiency by 20.57 points of
inefficiency. In contrast, increasing the bureaucratic capacity appears to improve the spending efficiency even
though the statistical results are only convincing for the group of autonomous villages. Chapter Four suggests a
straightforward policy implication that is creating a lean government structure in the village government and
focusing expenditures on capital and physical infrastructure. Expanding decentralization to the village level and
increasing village transfer are appropriate policies; nevertheless, strengthening regulation, capacity, and
institution is indispensable.

Chapter five of this dissertation speaks the extension of grants to individuals and how the grants are related
to election motives. The chapter looked at the dynamic of grant expenditures with the association to the election
timeline. The grant expenditures are one of the expenditure items in Indonesian municipals, which have the
purpose of helping the community development and have a non-binding characteristic. The incumbent often used
these expenditures as a campaign tool. Chapter five showed there is not enough evidence of shifts on grant
expenditures during election years; however, it becomes significant for the incumbent who contests the election.
By controlling the endogeneity of incumbent, the study shows that incumbent who seek for reelection increases
grant expenditures in the election time 2.8% higher than incumbent who retires from election. The chapter
further expands the impact of reelection to the grant expenditures by categorizing the incumbent that is exalted
by the dominant (or coalition) of parties and those who does not, via utilizing the party’s concentration. The
results found a negative slope of electoral cycle effects to grant expenses by the parallel increase of political
parties’ domination. Chapter Five finally delivered a clear-cut policy for relaxing the vote-seeking behavior in the
incumbent that is placing the incumbent and the challenger at the same position, for example forcing the
incumbent step down from the office one year before the election and delegate higher officials as the top

decision-maker on deciding budget at the election period.
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