CHAPTER

INTRODUCTION

A sound financial management system is a key element to realize good governance in
the public sector. Transparency in government budget preparation and accountability
in treasury management facilitates the collection of sufficient resources from the
economy in appropriate manner, and the allocation and use of these resources
responsively, efficiently, and effectively. Without proper budget preparation and
appropriate execution of such budget, the overall economic goals could be
undermined.

The current public financial management system is considered fall short of these
requirements. Realizing these problems, in 1998, the new government of Indonesia
embarked on an effort to reform the government budget and financial management
system. In this virtue, in August 1998 a drafting team was appointed by the Ministry
of Finance (MOF) to propose a new legislation for budget formulation, treasury
management, and auditing.

In September 2000, Government of Indonesia introduced in Parliament three separate
bills on State Finances, State Treasury and Audit on State Finances Accountability
proposed by this drafting team. These three bills contain general principles on
government budgetary process and financial management system and serve as a legal
framework for reforms in public expenditure management and institutions in
Indonesia. Key principles in this reform are:

e Accountability for results to Parliament and the people;
e Full transparency in all Government transactions;
e Empowerment of professional managers to deliver optimum agency performance;

e Strong, professional, independent oversight by a Supreme Audit Institution, and
elimination of duplication in the audit function.

Actually, the deliberation on these three bills in the Parliament has entered the third
stage. To guide the financial management reform, in April 2001, MOF established the
Financial Management Reform Committee (KPMK) whose tasks include providing
guidance to the working groups specifically established to deal with each of the many
aspects related to the improvement of financial management in the government,
facilitating dialog with the Parliament on State Finances, State Treasury, and Audit
draft laws, and recommending improvements to the organizations, procedures, and
systems.

This paper is a result of evaluation on the existing financial management practices and
regulations, and studies on best practices for public financial management conducted
by KPMK. To evaluate the existing financial management practices and regulations,
KPMK has organized seminars and workshops with different parties, such as line
ministries, Bank of Indonesia, BPK, BAPPENAS, NGO's, and universities. Studies
and discussions on best practices with international experts and practitioners,
academicians, and members of Parliament are organized by KPMK as well.

This concept paper explains briefly the main thrust of the reforms proposed on public
expenditure management in Indonesia. It covers legal and institutional framework of



the public expenditure management process, budget preparation process, functions of
the DJA, budget implementation process, establishment of the Treasury Single
Account and the Treasury Ledger System, functions of the proposed DG Treasury and
timetable for reform implementation.

1.1 Background

The need for reforms in Indonesia's budget management laws is long overdue. The
Indische Comptabiliteitswet (ICW) of 1925 - originated from the Dutch law adapted
for the Dutch Hindie (known as Indonesia nowadays) in 1864 - has been the main
piece of legislation underlying the government budget management in Indonesia. This
treasury management law is very narrowly defined, appropriate only for a small
government with a narrow task. It was contemplated for a colonial regime that
required no democratic legitimacy over the budget as well as accountability over the
government expenditures. ICW was designed suitably for a time in which
communication and information put limits on cash and debt management.

With some minor amendments, the law was preserved throughout the Soekarno and
Suharto governments. This was in part accounted for the absence of pressures to
change, not least because of the relatively stable economic condition under the New
Order along with the low and sustainable government debts. In addition, contributing
to the continued use of the out-dated treasury law had been due to the fact that the
budget process was largely an executive one, while accountability and transparency
were clearly not a priority.

The new government of Indonesia is experiencing a different world. The crisis has
sharply increased government debt levels and eroded government revenues, bringing
to an end Indonesia's comfortable pre-crisis fiscal position. In effect, not only has the
fiscal situation changed, so has the entire environment of the public policy-making.
Gone are the days when a few of technocrats could decide on important fiscal issues
and have them implemented without demur.

Decisions on fiscal policy are now subjected to the healthy rigors of democratic
debate and tailored to the demands arising from the new decentralized political and
government system. Calls for greater transparency and less corruption must be heeded
throughout government operations, including in the design and implementation of the
government budget. So fiscal policy in the future will not just be a question of raising
revenues and cutting wasteful spending, although both will remain important, but it
will also require fundamental changes in the way the government of Indonesia
manages its public finances. Hence, efforts towards reinvention of new legal
framework for government budget management offer a unique opportunity to commit
the government to many fundamental changes.

Strengthening fiduciary standards have become a high priority for the Government.
To respond to the public demand for good governance and move to greater democracy
and transparency, Indonesia must begin with better management of public finances.
Meanwhile, shrinking budgetary resources and rising public expenditure needs make
it imperative to seek out for new ways of using public resources wisely, prudently,
and transparently. Moreover, fiscal decentralization has added a new layer to the
public financial management complexity that requests for designation and installation
of new and improved public financial management systems.



The international donor community has been supportive of the Government's efforts
to reform the public expenditure management in Indonesia. Since the onset of the
financial crisis in 1997, the IMF, the WB, and the ADB have provided jointly or
individually policy advice on several aspects of public expenditure management in
Indonesia. In early 1998, the IMF provided two fiscal and budget advisors to help the
MOF formulate the strategy and policy to solve the crisis and start the reform on
financial management system in Indonesia. Based on the studies and observations
made by these resident advisors and IMF's mission team to Indonesia, in the same
year IMF produced two papers on "Fiscal Management, Decentralization, and
Organization of MOF" and "Budget Management in the Short and Medium Term".
Meanwhile, the WB produced papers on "Public Expenditure Reviews" (1998 and
1999), and the ADB produced a paper on "Decentralization: Implication of Good
Governance on Project Implementation". To support the GOI's push to reform the
management of public finances and to improve the transparency and accountability of
public resource usage, including in the government procurements, the WB and ADB
jointly produced the CFAA in March, 2001 and CPAR in March, 2001. These two
documents are parts of the WB and ADB's program to support the GOI's efforts to
reform the process of managing public resources, increase transparency in handling
financial affairs, and combat corruption. At the CGI meeting in Tokyo (in October,
2000), the GOI made specific commitments to reform the financial management and
public procurement systems along the lines of the CFAA and CPAR.

The importance of the reform of government financial management system is
expressed in the August 2001 GOI's Lol. Paragraph 35 of this Lol asserts that the WB
and the ADB are taking the lead on sectoral polices. The GOI will work closely with
both institutions to pursue structural reforms and sectoral policies aimed at
strengthening medium-term growth and delivering high case lending scenarios. One
of the key policy areas in this regard is government financial management
improvement and public sector procurement. In accordance with the above GOI's Lol,
in the WB's CAS 2001- 2003 it is stated that one of the key conditions for the high
case lending scenario of the WB is GOI actions to strengthen financial management
and public procurement systems.

On the other hand, to assist the GOI implement its public financial management and
accounting reform, the GOI and ADB in February 2001, agreed to include TA to
support country financial accountability in ADB's 2001 TA program. This TA will
specifically aim at (i) assisting in forging a sound political and technical consensus
across the concerned government institutions on the measures to be adopted and on
the related action plan; (i1) preparing a human resource development plan for MOF
and a new treasury organization to actually implement the reforms; (iii) drafting the
necessary implementing regulations and a blueprint of systems and procedures; and
(iv) recommending a uniform accounting system and public accounting standards to
enable effective implementation of the State Finances laws.

Meanwhile, to acquire more information on legal framework on government
budgeting and as a preparation for the deliberation of the draft laws in the Parliament,
it is considered necessary to organize workshops and discussions with some NGOs,
international experts and specialists and make comparative studies. Recently, the
MOF in cooperation with the OECD and the WB held "Seminar on Legal
Frameworks for Budgeting" in Jakarta, on 2-3 October 2001 to share OECD policy



experiences and best practices in the field of budgeting. Similarly, a special
Indonesian Day sponsored by the OECD and the Dutch government was organized for
the members of the Parliament Special Committee and the Indonesian delegates on
the occasion of the OECD-Asian Senior Budget Officials Meeting in Singapore on
19-20 November 2001. Following this, two seminars" Introduction to Medium Term
Expenditure Framework (MTEF)" and "Role of MTEF" were held in Jakarta with
speakers are experts and practitioners from OECD member countries. Finally, to
complete the comparative study, which has been done previously in the form of in-
country seminar and library research on legal frameworks on budgeting and
international experience on financial management reform, the GOI is actually
intending to conduct study visits to several countries before further deliberation on the
three bills. This concept paper is aimed to give an overview of the conceptual
framework of the public financial management reform in Indonesia.

1.2 Institutional Framework of the Public Financial Management

1.2.1 Legal Framework

A modern budget law should aim to support a budget process that will: (i) have a
medium-term framework consistent with the government's macroeconomic
management priorities; (ii) include a set of annual sectoral and organizational
spending limits that reflect the government priorities; (iii) establish clear
responsibilities for ensuring effective management and accountability; (iv) provide for
reporting to the people through the Parliament; and (v) require an independent audit of
the legal compliance as well as the performance in achieving stated objectives.

The State Finances Draft Law, which is one of the three draft laws submitted by the
government to Parliament in September 2000, is intended to be an organic law
mandated in the article 23C of the 1945 Constitution of Indonesia. It lays down major
principles on public expenditure management in Indonesia with regard to the
distribution of power between the executive and legislative branches and among
different levels of government on State Finances, the financial relations between the
government and the central bank, the financial relations between the government and
state-owned enterprises, the limitation of activities funded through extra-budgetary
funds, the planning and budgeting process, the role of the Parliament in the budget
process, the authorization for urgent and unforeseen expenditures, the budget structure
and expenditures classifications, the role of Minister of Finance and line ministers in
public expenditure management, and the government accountability on state financial
management.

The State Treasury Draft Law, which is the second draft law submitted by the
government to the Parliament, is intended to replace the Dutch Law "Indische
Comptabiliteitswet (ICW)". Besides ICW, from time to time Presidential Decrees
have been issued to regulate the public expenditure management, the latest being the
Presidential Decree No. 18 of 2000 on Government Procurement and the Presidential
Decree No. 42 of 2002 on State Budget Implementation Guideline. ICW and these
Presidential Decrees were inadequate in terms of addressing the requirements for a
sound public financial management.

The State Treasury Draft Law proposes principles for a modem government treasury
management in Indonesia. It clearly puts MOF in charge of managing the budget and



clearly states the principle of single consolidated fund, thereby eliminating extra-
budgetary funds. Consistent with the principle of separation of the ordonnateur and
the comptable, the proposed law clearly prescribes the authority of the line minister as
the ordonnateur principal with regard to program management in its own ministry.
Meanwhile, it enforces the role of the Minister of Finance as Chief Financial Officer
(CFO) of the State (comptable). Provisions in this law include principles on budget
allocation and allotment process, payment and accounting systems, cash management
and financial planning, debt management, government procurement and property
management, internal control system, penalty and sanctions, and settlement of
government financial losses.

The third draft law submitted by the government to Parliament is the Audit on State
Finances Accountability Draft Law. This draft law is aimed to replace Dutch
regulation /4R that until now regulates the accountability audit procedure on
government financial management by the Supreme Audit Body. Provisions in this
draft law include task and scope of audit conducted by BPK, audit procedures as
adapted from US General Accounting Office (GAO) standards, other activities of
BPK which are related to auditing, audit reporting, and follow up action on the audit
report.

1.2.2 Organizational Framework

Admittedly, the range of functions undertaken by ministries of finances vary across
the different countries depending on the scope of their responsibility. For a ministry
that has essentially a full fiscal responsibility, the key functions would be as follows:

e cconomic/fiscal management;

o tax;

e customs;
e Dbudget;
e treasury.

The coverage of the economic/fiscal management function encompasses the
macro/fiscal dimension, i.e., the derivation of medium-term fiscal frameworks, the
capacity for macro/fiscal analysis and policy setting, the preparation of
macroeconomic projections as background to annual budget preparation (and
medium-term fiscal projections), the preparation of the annual budget fiscal
framework, including revenue, expenditure, deficit and debt estimates, and fiscal
monitoring.

The tax function covers the tax policy, tax planning, and tax administration and
collection. Similarly, the customs and excise function have coverage of policy,
planning, administration, and collection issues.

The budget function encompasses the micro/fiscal element, i.e, the preparation of the
budget and the normal "shadow" role whereby the MOF shadows the policies,
planning and execution of the budget at the individual line ministry level. It normally
also includes parallel responsibilities for local government finance, for BUMN and for
extra-budgetary funds which can affect the fiscal deficit -as measured on a general
government basis.



The coverage of the treasury function encompasses budget execution, including
expenditure control and payment arrangements, cash management, and financial and
appropriation accounting for government.

While precise boundaries vary from country to country in the organization of these
functions, the practice is for the first tier levels in the hierarchical structure
(equivalent to the echelon I commands in Indonesia) to be grouped around these five
key functions. In some areas -notably tax and customs - the present organization of
the MOF in Indonesia shows a close mapping between the function and the echelon I
command. Elsewhere the MOF does not show an exact or necessarily very close
correspondence between the existing echelon I commands and the other three
functions. By and large, however, the functions are carried out somewhere in the
ministry -though there are several functions to be further developed -such as fiscal
management as mentioned in the preceding section. Also some functions, notably
cash management, have only been recently introduced and will need to be expanded
in scope and sophistication.

Some of the problems in the institutional framework for the public expenditure

management in Indonesia are:

e The dual budget authority (BAPPENAS and the MOF) resulting in some problems
in achieving good coordination in budget setting and execution;

e The intermingling of budget process and treasury management in the hand of DJA
bringing about some problems in improving expertise in each area.

e Some functions that are essentially of the same nature scattering across several
echelon 1, i.e. the budget allocation process scatters across DJA, DJPKPD, and
BAF; treasury management scatters across DJA, DJLK, Secretariat General
(PMON), and BAKUN.

e Some functions, e.g. fiscal management, fiscal monitoring, and policy analysis, by
contrast not given enough prominence.

e (ertain treasury functions, e.g. cash management, debt management, and financial
accounting, also not properly exercised.

e An integrated government financial information system still to be developed.



CHAPTER 2

EXISTING GOVERNMENT BUDGET AND FINANCIAL MANAGEMENT
PROCESS: AN OVERVIEW

2.1 Budget Preparation

The current budget of the Republic of Indonesia comprises of two main following
components:

e Budget for central agencies which can be divided into:

A Routine Budget accounting for about 62 percent of budget outlays includes
personnel expenditures, non-personnel expenditures, and subsidies (for BUMN,
petroleum, rice, and power).

A Development Budget accounting for 14 percent of budget outlays includes
investment, social safety net, and defence spending. The development budget
comprises both capital and recurrent spending associated with development
projects. The donors currently finance for about 52 percent of the development
budget.

e Budget for central and regional fiscal balance is accounting for the remaining 24
percent. This budget comprises of general fund, sharing fund, and special fund
allocation, which are transferred to local governments (provinces, districts and
municipals).

The budget preparation is initiated by an assessment of the macro fiscal indicators
undertaken by the BAF within the MOF. As the development budget is also managed
by BAPPENAS, MOF and BAPPENAS issue budget circular requesting spending
proposals from line ministry for routine as well as for development budget. The lead-
time for routine budget preparation in line ministry is relatively short, starting in May
and finishing in July.

The routine budget proposals are submitted to the DJA in June of the year preceding
the budget year. Preparation of the routine budget is largely focused on assessing
program costing in line with changes in prices. The budget discussion between the
DJA and the line ministry regards on costing rather than on policy review issues. The
DJA allocates routine budget ceiling in the middle of August. The line ministry then
proceeds to prepare the budget in detail.

The development budget proposal is submitted to DJA and BAPPENAS. Both
agencies review the proposal in regard to the corresponding five-year plan (i.e.
PROPENAS) and the single year plan (i.e. REPETA). MOF advises BAPPENAS on
the total ceiling of the development budget for discussion among DJA, BAPPENAS,
and the line ministry in finalization process. President presents the proposed budget in
the middle of August to Parliament for approval.



2.2 Budget Enactment

Parliament's deliberations of the budget take place in two phases. The first part is
designed to be a preliminary discussion stage and organized into two sessions. Session
I takes place in April and lasts for a week. This session is focused on the
macroeconomic and fiscal policy and the annual development plan (REPETA) of the
next fiscal year based on PROPENAS. Session II lasting for 1 week takes place in
July and is designed to discern the preliminary overview of the government
forthcoming budget proposal. The Minister of Finance and Head of BAPPENAS
appear before the Budget Commission of the Parliament.

Based on the recommendations of the Budget Commission, Parliament enacts a
binding resolution agreeing or disagreeing with major outlines of the budget.

In the mid of August of each year, the President delivers the government budget
proposal to the Parliament. This is followed by 2-month comprehensive deliberations
in Parliament with the Budget Commission meeting every week. These deliberations
are organized in 3 parts. Part I consists of 2 sessions where each faction of the
Parliament makes General Comments on the budget proposed. To respond to the
factions' general comments, the Minister of Finance delivers the Government's
responses and answers.

Part II lasts for 1 month and consists of the Budget Committee sessions attended by
the Minister of Finance and sometimes by some line ministers and Deputy Governor
of the Central Bank. The discussion in these sessions is focused on reviewing and
discerning the macroeconomic assumptions on which the proposed budget is based,
the revenue side of the budget, the expenditure priority for different sectors, and the
financing of budget deficits.

Part III lasting for 2 weeks consists of thorough reviews of the expenditures plan of
each line ministry. This part is carried out in parallel sessions by all the sectoral
commissions of the Parliament with their respective ministries. The thorough reviews
are designed to ensure that expenditures plan pertaining to the line ministry activities
is in accordance with the priority determined by the Budget Commission and the
Minister of Finance for routine budget for personnel, goods and services expenditures,
or by the Budget Commission with Head of BAPPENAS for development budget
(capital expenditures).

Beginning 2002, each annual budget is targeted to be enacted into law in October of
its preceding year. The early enactment of the budget is intended to accommodate
reasonable time interval requested by sub-national governments (mainly regional
governments) to prepare and to work out on their own budgets before entering the
budget year. This is critical as the fiscal transfer elements of the central government
budget are the primary revenue sources for sub-national governments.

2.3 Budget Execution

The budget execution procedure is relatively simple. The payment request (SPP) from
every spending unit is submitted to the State Cash and Treasury Office (KPKN). The
KPKN is responsible for verifying the regularity of the request before issuing the
payment order (SPM).



Government maintains two main accounts of State Cash in Bank of Indonesia, namely
account number 502.000.000 for State Treasurer (BUN), and account number
501.000.000 for Treasury Office. The BUN account is administered by Central Office
of Budget, while State Cash Account is managed by KPKN. Beside using banks for
channelling fund government also uses post office as a channelling unit for
government funds, especially in remote areas. The Treasury Office should transfer the
cash balance to BUN account every day at the end of office hour. On the contrary, it
may request transfer from BUN account if there is shortage of fund. Cashier
appointed by line ministry is eligible to open account in state bank to deposit imprest
fund received from the Treasury Office.

Based on SPP from a spending unit KPKN precedes five copies of SPM, which three
of them are transmitted to other agencies within the MOF, those are: Budget
Verification Office (KASIPA), Directorate of Budget Information and Evaluation
(DIEA), and State Financial Accounting Agency (BAKUN)/Regional Accounting
Office (KAR).

2.4 Budget Monitoring and Accountability

Budget monitoring system is typically focused on two objectives: for financial
reporting and for performance reporting. As the current budget is not based on
performance, the DJA merely prepares financial report that does not provide
performance measurement.

The need for financial report has two folds:

e In-year report. This report is important for identifying the progress of budget
execution during the fiscal year. The information provided by this report is used as
an input for preparing first semester report to Parliament and for amending the
initial budget during the fiscal year.

e Year-end report. The report covers a full year budget execution. The importance
of this report lies that it is used for preparing State Budget Accountability (PAN)
submitted by Government to Parliament. Besides, the report is also necessary for
assessing the impact of the state budget on economy.

There are several agencies within the MOF involved in the accounting and recording
process for revenues and expenditures. Those are DPBN, DIEA, KPKN, and KASIPA
(under DJA) and BAKUN.

The government should submit the PAN to Parliament within 15 months after the end
of corresponding fiscal year. The PAN should have been audited by BPK.



CHAPTER 3

REFORM PRINCIPLE IN THE BUDGET PREPARATION

3.1 The Objectives and Roles of Government Budget

In keeping with the key objectives of public financial management, the budget
preparation process should aim at: (i) ensuring that the budget fits macroeconomic
policies and resource constraints; (ii) allocating resources in conformity with
government policies; and (iii) providing conditions for good operational management.

Broadly stated, purposes and associated features of the budget may be considered in
terms of three aspects: (i) as a tool of accountability, (ii) as a tool of management, and
(iii) as an instrument of economic policy.

Budget as an instrument of economic policy has three main functions. First, it
indicates the direction of the economy and expresses intentions regarding the
utilization of the community's resources. Second, it is a vehicle for reducing
inequalities. Third, it is a tool for achieving and maintaining macroeconomic stability,
which is crucial for the success of economic development.

Budget sustainability is the most important aspect of the budget for macroeconomic
stability. Some fiscal principles are considered necessary for budget sustainability.
First, the ratio of total public debt to GDP must be maintained at a proper level, not
disturbing people's confidence in the budget, and in the long run should be declining.
Second, in the medium term, a country should implement cyclical budget
deficit/surplus in line with the country's economic condition. Third, medium-term
operating revenues should exceed the operating expenses of the government by an
amount sufficient to finance necessary public investment without creating an undue
debt burden. Fourth, fiscal policies should be consistent with a reasonable degree of
predictability about the level and stability of tax rates for future years. Fifth, the
provision of current services should not be financed by running down the
government's asset.

3.2 Key players

Key players in the budget preparation are the Parliament and the Government. In
accordance with first paragraph of article 23 of the 1945 Constitution, the Parliament
has a dominant role in the budget process. The article states that the government
proposes the annual budget to the Parliament to be reviewed by the Parliament. The
Parliament has the right to reject the proposed annual budget and if it does reject the
budget then the Government implements the previous (last year) budget.

In current practise, in the Parliament there are nine sectoral committees and one
budget committee. The budget committee is a representation of all sectoral
committees. However, the number of each sectoral committee in the budget
committee varies from one committee to another. Each sectoral committee is assigned
to a certain line ministry as its working partner. One sectoral committee may have
more than one line ministry as its partners. Decisions reached in the sectoral
committee are not final but to be re-evaluated and finalized by the budget committee



and the government. The budget committee works with the government, which is
represented by MOF. In the government side, the key players are President, Cabinet,
MOF, BAPPENAS, and the line ministries.

The existing state budget consists of three major parts concerning revenue,
expenditure, and financing. Further, the expenditure budget specifies three
expenditure elements, namely:

1. Routine budget,
2. Development budget, and
3. Balanced Fund.

Each of the expenditure elements is prepared separately by different agencies. Routine
budget is prepared by the Directorate General of Budget (DJA) under the MOF. The
preparation of development budget is undertaken by BAPPENAS and MOF.
Meanwhile the preparation of Balanced Fund is carried out by Directorate General of
Central and Regional Fiscal Balance (DJPKPD), also under the MOF. The
consolidation process of the budget proposed by the different agencies is administered
by the BAF of MOF. The results are presented in the State Budget using different
classifications from the classification used for execution purposes.

To improve the planning and budgeting process, the role and responsibility of each
institution involved in planning and budgeting should be clearly defined in terms of
overall national strategic planning, and annual budget preparation.

As REPETA has already formulated the strategic plan in every sector in details, the
line ministry should have more autonomy in preparing the sectoral budget.
Consequently, the task of BAPPENAS in the budget process will be lightened, and
therefore enabling BAPPENAS to concentrate in formulating national strategic
planning.

3.3 The Basis of Approach for Budgeting

The basic approach in the existing budgeting system is input-based. This approach
does not provide information relevant for measuring the spending unit performance in
respect with its budget.

This approach should be reoriented towards output/performance-based budgeting
system. As such, the underlying items of the budget could be set as criteria for
performance control and evaluation.

To improve the budgeting process, the illustrative performance budgeting framework,
in Public Spending in A Time of Change published by the World Bank (April 2000),
may be considered as a reference (see Appendix 1).

3.4 Budget Classification

The classifications of budget allotment and appropriation embodied in the existing
budget documents are based on organizational units, functional, and economic
classification. However, the existing classification is limited to input approach.



Therefore, it does not accommodate the efforts of measuring performance of
respective budget spending agency.

To reform the existing budget documentation, the classification should be restructured
to include outcome or performance measures and to incorporate the best practices
provided in the Government Finance Statistics (GFS) Manual. Therefore, the budget
documents can serve the Government intention to improve agency performance and to
increase the degree of the budget transparency. As such, the Parliament may fulfil its
oversight role by focusing not just on inputs, but also on outputs and outcomes.

3.5 Budget Unification

The current budget system separates the development budget from the routine budget.
In fact, the development budget contains not only capital expenditures and other non-
recurring expenditures, but also operational expenditures. As a result, budget
duplications frequently occur.

To reform the existing system, the principle of unified budget should be adopted not
only in the budget classification and presentation, but also in the whole process of the
budget preparation. The same approach or principle is also expected to be adopted by
local governments.

To avoid the overlap of budget items, a recommendation to introduce a new
classification of budget should be designed in line with the concept of unified budget
system, explicitly identifying operational and capital expenditures.

3.6 Budget time frames

3.6.1 Preparation

Preparation of the State Budget is initiated by an assessment of the macro-economic
environment by the Government. The reliability of the current practice is sometimes
challenged since such an assessment should have been set out by an independent
body.

To improve the credibility of macro-economic analysis, establishment of a joint
committee for macro-economic forecasting should be considered.

The scope of budget prepared is limited to one-year term ahead. The problem that
emerges with this approach is the lost of linkage between each annual budget and
medium and long-term projections.

To solve the problem, a linkage between the budget and medium and long term
projections can be established through the introduction of medium term expenditures
framework (MTEF) as presented in Chart 1 below.

e In the current practice, the budget process is initiated by the preparation of annual
national strategic plan i.e REPETA coordinated by BAPPENAS. The Government
and the Parliament discuss the REPETA in around January-April. The REPETA
gives a broad picture of macroeconomic framework. The projection of some
macroeconomic variables such as economic growth, inflation rate, exchange rate
of Rupiah, are still in the range.



Chart 1.

Budget Preparation and Medinm Term Expenditure Frameéwork
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e The budget should be realistic -based on a solid macro-framework. In the current
state, the Government and the Budget Committee discuss the macroeconomic
assumptions of the budget -economic growth, inflation rate, exchange rate of
Rupiah, SBI interest rate, international oil price, and the level of national oil
production- in the preliminary meeting in around March. The discussion is
intended to set up (pinpoint) the projection of the macroeconomic assumptions.
The discussion sometimes is less effective due to different views of the
Government and the Budget Committee on the latest macroeconomic development
and outlook.

The improve the effectiveness of the budget preparation, the Government should be
obligated to submit the quarterly report of macroeconomic and fiscal update and
outlook as well as forward estimates to the Parliament in early April. This report is
prepared by BAF. The aim of these reports is to give the Parliament a broad picture of
the latest macroeconomic and fiscal development and their outlook as well as forward
estimates. This report highlights macroeconomic and fiscal performance in the last 2
years, estimated performance in current fiscal year as well as in projected
performance in the next three years. Main macroeconomic and fiscal variables
presented in the reports include economic growth, inflation rate, exchange rate of
Rupiah, interest rate, international oil price, the balance of payment, revenue,
expenditure, primary surplus, budget deficit, and financing and forward estimates.

e Fiscal Policy Statement is prepared by BAF in around April-15 May and to be
submitted by the Government to the Parliament in around 15 May-15 June. The
Statement includes macroeconomic and outlook, revenue estimates, decision on
aggregate expenditures, deficit and total debt as well as three scenarios
—optimistic, moderate, and pessimistic- concerning aggregate expenditures,
deficit, and total debt.

In the current practice, the Government does not submit the Fiscal Policy
Statement in a special document. Instead, the Government states its Fiscal and
Budget Policy in the Financial Notes and Budget submitted to the Parliament in
16 August. However, the contents are different from the above mentioned.



e Meanwhile MOF sends a Budget Circular prepared by DJA containing Budget
Policy Statement to all line ministries. This circular states President and Cabinet
priorities, preliminary ministries ceilings for both recurrent and capital. budget
time-table, budget forms, and forward estimates.

This procedure has been a common practice. However, the current Budget
Circular does not contain forward estimates.

e In June the line ministries submit their strategic plan and budget proposal
containing forward estimates and key performance indicators to MOF. This
procedure has been a common practice. However, line ministries do not include
forward estimates and key performance indicators. This step is followed by a
budget negotiation between line ministries and DJA. The aim of this budget
negotiation is to recheck the priorities and the costing. Finally, the DJA produces a
Budget Consolidation.

e In early July the Government submits the first semester report of macroeconomic
and fiscal development and outlook to the Parliament. This report is an update to
the first quarter report submitted to the Parliament by early April.

e The President and Cabinet review and approve the budget by first week of August.

3.6.2 Adoption

The Government submits the state budget draft law to the Parliament by August 16
for review. During the discussion, supporting documents are submitted to the
Parliament. Ideally, the adoption of the budget law is at least two months before the
new budget year starts. The two-months limit is required, so that the central
government has enough time to prepare all the documentation for the budget
implementation. In addition, the two-month limit is also needed by local governments
for their budget preparation, since one of main revenue resources of local government
is balance fund from the central government budget. Too little time available for
budget preparation for implementation may delay the budget execution and this will
negatively influence the national economy.

Since there is no guarantee that the deliberation is taken in the proper time, the budget
discussion in the Parliament can take longer than expected due to the absence of
regulation concerning how detail the budget should be discussed. To improve the
budget formulation and approval process, the Parliament should agree to modify the
legal framework for the budget deliberation process to include a clear division of
function between the budget committee and sectoral committees, the level of details
of budget discussion with the Government, and the appropriation structure. In
addition, the solution to the possibility of the budget rejection by the Parliament must
be defined since the solution in the Constitution is almost impossible to implement
due to very different conditions and situations of the last year budget and from those
of the proposed budget.

3.6.3 Budget Documents

The main budget documents for implementation are budget appropriation document
and budget allotment documents. The budget appropriation document is the result of



the Parliament reviews of the budget proposed by the government and stipulated as an
integral part of the state budget law.

Based on the budget appropriation the budget allotment is prepared by the line
ministry and approved by the DJA for the routine budget, and by the DJA in
concurrence with BAPPENAS for the development budget. One weakness of the
current state is inefficiency in the process due to the dual budget authority. In line
with the unified budget, it is recommended that the role of line ministries in the
budget allotment process be strengthened.

3.6.4 Implementation

At present, the annual budget is implemented strictly starting from January 1 to
December 31. This practice has brought some difficulties in expenditure
administration and accounting. From the expenditure-side, committed activities
around the year-end closing date must be cut out administratively due to the
impossibility of payment process finalization, even though the completion date of the
activities has been finalized.

To overcome the difficulties, a procedure to accommodate transitional activities in the
end of the fiscal year should be established.

3.6.5 Amendment

In current practice, the three budget laws consists of (1) the State Budget, (2) the
Amendment of the State Budget, usually submitted to the Parliament in November,
and (3) the Accountability report of the implementation of the State Budget, usually
submitted to the Parliament 15 months after the end of the State Budget.

The reasons for the amendment have not been stated since it is done just as a regular
process. However, the amendment is not always necessary. Hence, the reasons must
be determined, such as:

(1) Adjustment required due to significant and unforeseeable economic and
financial events affecting the fiscal targets set by the initial state budget;

(2) Any expenditure in emergency situations;
(3) The shifting of funds between and within ministries;
(4) The roll-over of unspent funds from the preceding financial year.

Any significant change in the implementation of the state budget must be immediately
reported to the Parliament. However, the amendment of the budget is submitted only
once in the budget year by November.

In case of emergency, the Government is allowed to spend certain amount provided
that

(1) The spending is reported to the Parliament immediately;

(2) The spending is incorporated in the budget amendment;

(3) The spending is incorporated in the accountability report, if the emergency
case occurs after the amendment.



CHAPTER 4

REFORM PRINCIPLE IN THE BUDGET EXECUTION

4.1 Roles and Responsibilities of Key Players

Each line ministry plays the role of program executing agency. It is responsible for
performing and achieving the objectives stated in budget allotment documents. In the
existing system, every spending unit within a line ministry has to submit payment
requests (SPP) to KPKN within the DJA of MOF. KPKN is responsible for issuing
payment order and provide the funds based on the spending unit disbursement request.
As such, the treasury function is carried out by the same office, i.e. DJA, that also
administers the budget function.

Considering that the budget function requires different expertise from that needed by
the treasury function, and also due to the best practice in functional separation to
maintain reliable internal control, the treasury function should be separated from the
budget function. In the proposed reform, the relationship between each line minister
and Minister of Finance is designed to resemble the relationship between the chief
operating officers (COOs) and the chief financial officer (CFO) , both of whom
derived their authority from the chief executive officer (CEO)., which in the
government case is from the President (see Chart 2).

In this regard, the proposed Law has affirmed the position of line ministries as the
budget spending and program executing agency whose spending units represent its
proxies. Meanwhile, the proposed law has also re-affirmed the position of MOF as the
General Treasurer whose KPKNs functioning as its proxies. That way, the treasury
function will be centralized within the MOF.

Chart 2.
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However, to expedite the process of small payments, petty cash may be established
within each spending agency. The petty cash holder (Pemegang Kas) should be
responsible to a much more limited amount of fund compared to that of the currently
well-familiar "bendaharawan" (treasurer).



4.2 Expenditure Control and Payment System

Budget execution process starts with the spending commitment made by spending
agencies. Provided that a claim based on the commitment has been supported
sufficiently by verified documents, the spending unit issues payment request (SPP)
and submits it to KPKN under DJA. Under the current system, KPKN holds the
authority to issue the payment order (SPM) after verifying the regularity of the
payment request. This practice precludes line ministries from executing the COO
roles effectively. Moreover, the current system does not separate the functions
properly, since payment order should have not been issued by a single authority
(MOF), doing at once the verification function.

In order to strengthen the responsibility and accountability over the appropriated
budget by the line ministry, it is recommended that the function of payment order
issuance should be transferred to; the line ministries (see Chart 3). As such, the
performance of both verification and payment order issuance by a single authority
(MOF) is avoided and the whole payment process can be simplified as well. With the
separation of the ordonnateur from the comptable several checks and balances will be
built into the system to (a) comply with the legal requirements (b) secure prior review
and approval in accordance with existing regulations; (c¢) conform with technical
specifications, and (d) avoid maleficent acts, and ensure propriety in: the handling of
public monies. These procedures have been more formally specified in the French
system, where payments by the Treasury (controlled by Ministry of Finance) are
preceded by three consecutive expenditure control operations, executed by an official
(ordonnateur) in the department where the expenditure is incurred. These are (a)
commitments (engagements), which are initiated within the limits of budget
appropriations, followed by (b) the verification of documentary evidence that the
service was actually performed (verification) and the establishment of the exact
amount of the claim (liquidation), and (c) the issue of a pay order (ordonnancement)
to the Treasury, which, after a further review, arranges for the issue of a check or
cash.

This proposed change has been incorporated in the draft laws. However the new
system will not work effectively unless firm procedures and well-staff prepayment
audit unit have been established in the spending agencies to avoid delays,
classification errors, and incorrect payments occur.

4.3 Cash Management and Financial Planning

The cash management practice at present is inadequate in the sense that cash
planning, revenues and expenditures scheduling, cash short or over management, and
efforts to generate additional revenues from idle cash are not properly undertaken or
managed. The lack of adequate attention to these matters in the past is partly due to
the fact that the Government almost never experienced substantial cash shortage given
the close ties between the government and the central bank (BI). Due to the significant
changes in government financial environment recently, the relevance of better cash
management is clearly important.
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Therefore, along with the transfer of authority to issue payment order by line
ministries, periodic cash receipt and disbursement schedules should be developed
based on schedules submitted by each receiving and spending agencies. That way, the
forthcoming DG Treasury may anticipate better any fund shortcoming and plan to
generate additional revenues from opportunities to invest idle cash in short periods.
Hence, it is recommended that the government should develop and fully implement
cash management systems in order to adequately implement proper treasury
management.

4.3.1 Usage and Treatment of Beginning Balance and Budget Surplus

The carried-over balance of fund from the previous year is in practice utilized to cover
government disbursements for the early part of every budget year due to probable
mismatch between cash revenue inflows and cash expenditure outflows. The fund
balance is not managed separately from the regular net cash balance along the year.
However, the position of fund balance of each annual budget, which is piled up from
year to year, given the impossibility of actual deficit budget, has not been fully
disclosed. According to the recent State Budget (APBN 2002), it has been stated that
any surplus fund resulted from the previous fiscal year may be utilized to support the
following year expenditure budget.

Some corridors for further improvement on this matter are available. These include
the establishment of provision for clear disclosure on total fund balance every closing
year, and further policy to prioritise the use of surplus fund to repay the government
debt or to create adequate pension fund or general reserve.

4.3.2 Bank Accounts and Treasury Single Account

Under the current practice, there are thousands of bank accounts opened and
maintained by each spending unit for daily operation to deposit imprest fund. Each
account stands alone without direct link with the central account maintained by MOF
as General Treasurer. In addition, most of the spending accounts have in fact



maintained a quite significant amount of fund exceeding the reasonable or normal
ceiling of imprest fund. As a consequence, DJA (Treasury offices) practically has
difficulties to monitor these bank accounts, and to manage the widespread fund
balances. Therefore, opportunities that might have been gained from better uses of the
idle funds were just forgone, not mentioning any possible moral hazard due to the
very loose control of bank accounts and fund balances.
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To improve the cash management system, the Government should consider full
implementation of Treasury Single Account (TSA) system to facilitate a better
monitoring mechanism of account balances and to help optimise the use of the
available funds. The TSA system should be designed to establish direct link between
each bank accounts and the central bank account of MOF (see Chart 4). In this regard,
an automatic zeroed-balance system of the spread bank accounts at every or after a
certain period (e.g. every Friday) is one alternative that should be considered. This
proposed improvement is expected to expedite the information about liquidity
position of the Government, the information of which is becoming much more
relevant as low cost funds become scarcer. To provide legal base for the proposed
TSA system, a new Government Regulation (Peraturan Pemerintah) is to be prepared.

4.33 Receivable Management

The current financial system does not provide sufficient guidelines in managing
outstanding government claims, including taxes, duties and non-taxes. The recording
system is very inadequate, and the authority to write off was not regulated.

Therefore, the proposed laws provide basic rules on this matter and require further
details enacted in a Government Regulation (Peraturan Pemerintah).



4.3.4 Debt Management

Recently the Government established a debt management unit within MOF to carry
out the management of government debts as a consequence of the sudden debts
coming from the government bond issued to re-capitalize failed and distressed banks
during the crisis.

However, a lot more improvements have to be done, including the need for extending
the role of the unit to administrate government foreign debts, program of treasury bill
issuance, and proper relocation of the unit from the Secretariat General to DG
Treasury.

4.3.5 Fixed Asset Management

It is unfair to judge that the current fixed asset management is far from adequacy.
There is no clear coordination of the widespread fixed assets held by different
government agencies. For example, it is normally found that one agency is short of
building space and therefore proposing budget for land acquisition and building
project, while another agency in its neighbour just let office space wasteful and lots
idle. In addition, BAKUN of the MOF has not been successful to establish a reliable
accounting system of government fixed assets.

The proposed laws provide some basic guidelines on fixed asset management,
including the requirement of a new government regulation on procurement, policy of
singly legal entitlement of fixed asset documents, and the authority of fixed asset
write-off and exchanges. It is expected that the coverage of the Government
Regulation is extended to cover the broad aspects of asset management, including the
definition of what fixed assets constitute of, valuation, maintenance, recording, and
fixed asset transfers or grants.

4.3.6 Disbursement Control

The responsibility for examination of payment request submitted by spending units
performed by KPKN is limited to compliance aspect of expenditure transactions. This
practice may no longer be sufficient to reflect the general responsibility of MOF to
administer the regularity control over budget execution.

Therefore, a quasi real time auditing over completed disbursements may be
considered. The intended auditing remains of post-auditing type, but it is expected to
be performed right away after the payment.

4.4 Accounting and Reporting
4.4.1 Units Performing the Accounting and Reporting

There are two units within MOF performing accounting and reporting functions. The
first one is performed by KASIPA under the DJA that are responsible not only for
verifying the compliance aspect of each payment transaction, but also for recording
and preparing periodical reports of expenditures and revenues.



The other one is by the Regional Accounting Office (KAR) under The BAKUN that
coordinates and maintains the records for transactions performed by various spending
units within the region.

At present, discrepancies are found between the outputs of the two report processing
units, and consequently it affects the reliability of the final state financial
accountability report.

This condition requires further observation and evaluation of the current system, basic
accounting data sources, and the organizational arrangements.

4.4.2 Reporting Standards and Presentation

The current financial accountability reports are prepared based on the single entry
bookkeeping system that cannot satisfy the requirement for financial reporting. The
materials presented in the financial accountability report submitted by all levels
including the one submitted to the Parliament is limited to the government financial
operation, and not showing the financial position (balance sheet) and cash flow
information.

The government should implement a more comprehensive accounting system that
produces reports presenting information concerning financial position and cash flow,
as well as financial operation with adequate disclosures.

Interim report in form of budget realization, cash flows and trial balance will be
submitted to the Parliament semi annually for budget monitoring and budget
amendment. Budget realization, cash flows, balance sheet, and notes to the financial
statement are presented in the year-end accountability report.

For better transparency and accountability, in line with the development of the
accounting standard and system, the Government will provide some other year-end
report such as:

- A statement of responsibility for the integrity of the financial statements
signed by the President and the Minister of Finance

- Statement of commitments
- Statement of contingent liabilities

- Statement of un-appropriated costs of expenses

4.4.3 Accounting standards and accounting system

There is no governmental accounting standard as the basis to evaluate the financial
information presented. Recently efforts are being made to introduce accounting
standards and new systems that are designed to implement double entry recording
systems. This system is expected to be operational by year 2002.

In the effort to produce comprehensive financial information for macroeconomic and
fiscal analysis government wide, the central and local governments should adopt
uniform accounting standards.



e Reporting Timeline

The lack of integrated system under the old single-entry system and the partially
computerised support reporting system have brought about delays in report
presentation at almost all organizational levels. This condition results in delays up to
14 months in the submission of the State Financial Accountability Report to the
Parliament.

Due to the current problem resulting in untimely reporting, the government should
take several serious actions to integrate the existing financial data processing.

e Treasury Ledger System (TLS)

The existing Chart of Accounts does not adequately reflect the level of performance
of spending government agencies, and the results thereof are not readily available for
a comparison purpose with those of other countries as proposed internationally.

In respect with the performance-oriented budget recently promoted, it is
recommended that the MOF renovate the existing chart and simultaneously introduce
the account classification prescribed in the GFS.

4.4.4 Public Availability of Financial Reports

The existing regulation is silent about the transparency in state finance condition and
performance, except the formal budget documents enacted by law. With the ongoing
reform in many aspects, the need for more transparencies in government finance is
unarguable. Therefore, rules must be enacted to establish the rights of public to access
certain financial information from the government. As provided in the draft law,
interim and year-end government financial accountability reports are available for the
public, noting that the audit status (audited or un-audited) of such reports is stated
clearly.



CHAPTER 5

REFORM PRINCIPLE IN GOVERNMENT AUDITING

5.1 Overview of Role and Functions of External and Internal Audit Institutions

There are three government auditing institutions at the national level in Indonesia:
e BPK (Supreme Audit Institution), the government external auditing body;

e BPKP (Financial and Development Supervisory Board) , the government internal
auditing office whose audit scope is nationwide and which reports to the Cabinet
and the President;

e Inspectorate-General, the government internal auditing wunit in each
ministry/LPND.

BPK is established as the Supreme Audit Institution by virtue of article 23E of
Indonesia's Constitution of 1945 and by Law No.5 of 1973. As provided by that
article of the constitution, the role of BPK is to perform attest function over the
government reports concerning central as well as local government budget execution.
Nevertheless, BPK has mainly demonstrated the roles similar to those of the Cour des
Comptes in France. As such, audit function of BPK has been oriented towards
verification of budget execution and court of accounts. The Law No.5 of 1973 extends
the scope of BPK audit, covering not only financial statements relating to government
budget execution, but also those of government owned separated entities which are
incorporated under the private law under the name of limited company. This case has
created legal contradiction in the company audit, because that private law stipulates its
own procedure in auditing. In addition, BPK is not an audit agency under the
Parliament, as found in most OECD countries. Rather, it is co-equal in constitutional
terms to the Parliament, the President, and the Supreme Court. In this respect, BPK
has no accountability relationship to the Parliament, but reports directly to the
People's Deliberation Assembly.

Meanwhile, BPKP was established based on Presidential Decree No. 31 of 1983,
amended by Presidential Decree No. 103 of 2001, and Instruction No. 15 of 1983. The
main thrust for the Government to create this internal auditing agency was to assure
an independent auditing upon the activities of ministries and information or reports
submitted to the Cabinet and the President. Under these decrees BPKP has the
following roles and responsibilities:

(a) Formulating and preparing control plans and programs;

(b) Implementing general control over the management of government
finance;

(c) Implementing controls over departmental activities; and

(d) Performing financial audit to some state-owned enterprises.

Despite the roles and responsibilities provided, BPKP in effect has been viewed and
positioned as an external auditing body to audited agencies. In the past, most of BPKP
audit works were designed to examine accountability reports of almost every



government units and the results were submitted to the respective minister and to the
President.

At the ministry level, each ministry has its own internal auditing unit headed by an
Inspector General who reports directly to the Minister. Similar to BPKP, IG performs
financial audit, performance audit and special audit. The work plan of Inspectorate
General unit is developed in conjunction with and coordinated by BPKP. However,
there have been great overlapping of internal audits performed by Inspectorate
Generals and BPKP, and external audits performed by BPK and BPKP.

To avoid duplication in internal and external auditing, new audit arrangement
principles should be clearly defined in the State Finances Law. Based on these
principles, the boundaries of main tasks, and the scope of responsibility of the
independent external auditing body will be clearly defined in the Audit Law. Also, a
new institutional arrangement of internal audit at the national government level should
be clearly stated in the State Treasury Law. The proposed audit arrangement is
demonstrated in chart 4.

Chart 4
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To revitalize BPK becoming an effective and professional audit institution, the rights
and obligations of BPK should be clearly stated in the Audit Law. These include
assurance of its independence in audit planning, field audit works, and audit reporting,
as well as basic procedures in monitoring the follow up of audit findings. The audit
provisions in this law are established to stimulate a very transparent audit manner with
explicit selection criteria for the various examinations undertaken and to induce
effective corporate governance arrangements at BPK's office. The audit law is
expected to include accessibility rights to the budget documents, utilization of internal
audit reports, and budgetary funding each year.

5.2 Scope of Audit of the Supreme Audit

The Supreme Audit Institution (BPK) currently implements financial, performance, as
well as special audit by adopting the "yellow book 1995" of US GAO auditing
standards.



5.2.1 Financial Audit

The financial audit objects of BPK range from accountability reports and financial
statements of central as well as local government, financial statements of government
institutions, and financial statements of state owned enterprises (BUMN).

Under the Indonesian legislation, there are three types of BUMN's legal status,
namely Perjan, Perum, and Persero. Firstly, Perjan is directly owned and operated by
certain ministry; secondly, Perum is directly owned but indirectly operated by certain
ministry through semi private management, and lastly Persero is indirectly owned,
privately managed, and incorporated under private law of corporation (Law No.l of
1995) and Capital Market Law (Law No.8 of 1995). The trend of BUMN's legal status
is towards the third type, that almost all of the entire 200 BUMNSs are incorporated
under the status of Persero.

Based on Law No.5 of 1973 BPK claims that the audit of those Persero is under their
jurisdiction; meanwhile, the management of those Persero are aware that according to
Law No.1 of 1995 and Law No.8 of 1995, the shareholders meeting of the Persero is
the only one having the rights to appoint an independent auditor. This dualism of
auditing authority exacerbates the legal certainty that the State Audit Law should
resolve this conflict based on the adagio of lex posterior derogat legi priori (later law
supersedes prior law). It is recommended that BPK's rights be limited to audit the
portfolio share of the Government in each Persero and let the appointment of Persero's
independent auditor to the shareholders meeting based on Law No.1 of 1995 and Law
No.8 of 1995.

5.2.2 Performance Audit

BPK circulated the standards on government auditing in 1995 to all external and
internal government auditors. The standards elaborate in detail the guidelines on the
general principles, field works, and the reporting of the financial as well as the
performance audit. The financial audit refers to the attestation of government unit's
financial statements. The performance audit refers to the evaluation on the agency's
efficiency in using the available resources, and/or the effectiveness of an agency's
program. This performance audit is in fact an alignment between the budgeting trend
and the auditing approach, where the budget shifts from line item budgeting to
performance budgeting, consequently the auditors should develop also some standards
of evaluating the performance of the incumbent agency.

Currently BPK claims that they have performed the performance audit, but lack of
clarity as to the selection of the object of audit, the time schedule of audit execution,
as well as the address of the generated report, that the benefit of this audit is
questionable. It is recommended that the proposed audit law would cover the relation
of the performance audit with the auditee's management as well as the Parliament.

5.2.3 Special Audit

As mentioned in the introduction to this chapter, BPK is not an audit agency under the
Parliament, as found in most OECD countries, rather, it is co-equal in constitutional
terms to the Parliament, the President, and the Supreme Court. In line with this unique
status, the Law No.5 of 1973 empowers BPK to fully plan and execute all types of



audits --financial, performance, and special audit. However, amongst the three, only
the financial audit presents a clear reporting and attestation to the Parliament.

On the other hand, the Parliament needs an audit agency to fulfil its oversight role to
the executives whenever it needs some professional opinion or fact finding on certain
aspect of the performance or accountability of the executive. In order to obtain these
services, the Parliament -as regulated in most countries -can demand the supreme
audit institution to perform a special audit or investigation and to report the finding
directly to the Parliament. This special link should be clearly stated that its inclusion
in the proposed law is recommended.

5.3 Financial Audit Timetable

Currently BPK commences its financial audit at the central government around seven
months after the closing date, where the Minister of Finance has completed the draft
preparation of PAN (government accountability reports), and completes the audit 4
months later. The long time completion of the audit to the PAN undermines the value
of information contained in the audited reports that the process to speed-up the audit
should be initiated with the target to have the audited report at least 6 months after the
closing date. This initiative can be fulfilled through rearranging BPK's right to plan its
audit around the year. Since the PAN is a consolidation of financial statements of each
ministry, it is recommended that BPK start its audit anytime during the year in each
respective line ministry, and has the final touch with the consolidated statements
which are prepared by the MOF.

5.4 Independent Audit at the Local Government Level

Before the enactment of Law No. 22 of 1999 on Regional Governance and Law No.
25 of 1999 on Fiscal Balance between Central and Regional Governments, BPKP,
besides exercises control over activities across line ministries, conducts audits on
local governments funds. Since the enactment of the two above laws, a lot of local
governments (provinces, districts and municipal) refuse BPKP's performing the audit
on their accountability report, because the article 25 of Law No. 25 of 1999 stipulated
that: "The audit on the implementation, management and accountability of local
finance is conducted in accordance with the existing regulation", while there is no
regulation empowering BPKP to perform such audit. Meanwhile, there is no legal
basis for accounting public firms to conduct external audit on the financial
accountability reports of local governments. The absence of legislation in this
financial audit is supposed to be overcome by the amendment III to the Constitution
dated November 9, 2001, where it is stipulated that BPK's audit report should be
submitted to the local Parliament, and BPK can open offices in each province.

The amendment III, the article 23E para 2, of the Constitution implicitly empowers
BPK performing the financial audit to the local governments financial reports.

To meet the requirement of auditors in the BPK regional offices, BPK can absorb the
auditor from BPKP regional offices.

5.5 Content of Audit Report

BPK performs financial, performance, and special/investigative audits to the
executives. Referring to the financial audit, BPK submits its report to the Parliament
with or without an opinion to the fairness of the presentation of the financial



statements, because there is no legal requirement to do so. Referring to the
performance audit, there is no clear rule as to whom (the auditee and or the
Parliament), and no rule whether or not BPK should cover auditee's comment or view
in relation to BPK's finding in the audit reports.

In order to fairly present tte view of auditor as well as that of the auditee, the proposed

law should be extended include the obligation of BPK to:

e Express its opinion to the audited financial statements;

e Attach the auditee's view or comments to significant finding in the performance
audit reports.

To improve integrity and transparency of the audit result, a clear reporting
arrangement, distribution and publication of reports should be stated in the proposed
law in relation to BPK's financial and performance audits.

5.6 Organization of Internal Audit

In reference to institutional rearrangement as described in Chart 4, to eliminate
internal audit duplication, it is recommended to establish Directorate General of
Financial Supervision (DGFS) within MOF, and maintain Inspectorate General (IG)
in each line ministry. The DGFS will be responsible for conducting the "semi real
time" regularity post audit on each payment within the KPKN, including the checking
of goods regarding request of payment by line ministries. On the other hand, the IG
will be responsible for checking the financial affairs of its ministry.

To overcome the lacking competent auditors in the line ministries, the auditors in the
central office of BPKP can be transferred to DGFS and IG.

In future, the IG should be equipped with a surveillance unit to assist the ministers in
monitoring the ethical conduct of the key officials.



CHAPTER 6

THE ROLE OF CENTRAL GOVERNMENT IN FINANCIAL
MANAGEMENT REFORM OF LOCAL GOVERNMENT

6.1 The Need for Financial Management Reform of the Local Government

The regional autonomy started in the year of 2000 increases the complexity of
financial management at the local government level along with the increasing amount
of funds managed by the Local Governments. Law No. 25 of 1999 on Fiscal Balance
Between Central and Regional Government requires better transparency and
accountability in public financial management, and introduced new financial
concepts, while similar financial management weaknesses exist in the Central
Government as well as the Local Governments. Financial management reforms
become a concern not only for the Central Government but also for the Local
Governments. This paper cannot cover the reforms agenda in the local government in
the same manner as was done for the central government because responsibility for
undertaking local financial management reforms rests with the local government.
However, the Central Government remains in the position to direct such reforms
through policies, standards and guidelines.

6.2 The Authority of Ministry of Finance

The MOF as the fiscal authority in public finance policy has the role to:

e define policies to be adopted local governments in support of macroeconomic
and fiscal policies;

e define policies, including feedback mechanisms to enable the Central
Government to perform its mandate in regard to fiscal decentralization and
balance;

e define policies and standards covering various aspects of financial
management that should apply to both the central government and the local
governments, for purposes of promoting fiscal transparency and
accountability, in line with the principles of fiscal transparency and best
international practices in public sector financial management.

6.3 The Area of Financial Management Reform

The areas of financial management reform at the local government level where the
MOF should direct include among others:

a. Roles and responsibilities

Roles and responsibilities of key players in the fiscal activities, reflects the
importance of clear boundaries and relation between the Central and the Local
Governments, legislative and executive, government and private sector, and
among the government agencies.



Budgeting

The budget classification according to organization, function and economic
classification that clearly identifies budget allocation to each responsibility
centre;

Budget unification, changing dual budget to unified budget to avoid funding
duplication and better identification of revenue versus capital expenditures;

Performance based budgeting, to facilitate performance evaluation of the
government units because the existing input based budgeting is not adequate
for this purpose; and

Medium term forecast and budget framework, consisting the macroeconomic
forecast, multi-years budget and forecasting assumptions.

Treasury management

Expenditure control

Policy to ensure that expenditure does not exceed the ceiling and is used as
intended, disbursement mechanism, and monitoring system.

Procurement system

Policy for contracting out, tendering mechanism, acceptance, and payment
system to have sound procurement system should be set.

Cash management and financial planning

Policy to maximize the use of available cash, to minimize idle cash, and to
reduce the cost of money.

Debt management

Policy for foreign and domestic borrowing, municipal bonds issuance, sinking
funds, and debt administration.

Receivable management

Policy for managing outstanding claims from tax and non-tax revenues,
receivable recording, aging, and write-off system to optimise the funds
collection should be formulated.

Property management

Policy for capital budgeting, acquisition, usage, maintenance, property
mutation, disposal, accounting and reporting to properly manage fixed assets
should be established.

Accounting

Accounting standards

To facilitate sound fiscal and macroeconomic policy as well as ensuring
uniformity and comparability of financial information and analysis, one set of
government accounting standards applicable to both the Central and Local
Governments will be issued by the MOF. The Standard will regulate among



others, the basis of accounting, accounting treatments and financial reporting
requirements on general government financial operations and financial
position, consistent with the GFS and other internationally accepted
accounting standards.

e Standard Chart of Accounts

To accommodate financial analysis pertaining to fiscal balance policies,
preparation of financial report consolidation of the central and local general
governments, the MOF will issue a Standard Chart of Accounts for the budget
classification and financial reporting purposes.

e. Internal audit

To encourage internal audit institutions across local governments, to establish a
professional association in order to develop internal auditing standards and code of
ethics.

6.4 System models

The MOF will provide budgeting, accounting and treasury system models as
references to implement the policies and standards issued and to direct the local
governments toward sound financial management practices. The local governments
may adapt the systems or develop other systems based on their needs as long as they
conform to the national level policies and standards.

In line with policies and standards laid out by the MOF, the Ministry of Home Affairs
(MOHA) sets up guidelines concerning local financial management taking into
consideration the needs and concerns of the local governments, and the requirements
of MOHA in supervising and coordinating regional affairs.

The role of the central government in financial reform of the local governments
should be stipulated clearly in the proposed law.



CHAPTER 7
SRATEGY FOR IMPLEMENTATION

7.1 Revision and Adoption of The Laws

Based on the public financial management principles described above, key issues to
be paid attention during the discussion on the three draft laws in the Parliament are:

National Planning and Budgeting systems

The budget plays an important role in macroeconomic management,
expenditures prioritisation, and effective implementation. Ideally, the
presentation of the budget would be the result of a process that would (i)
consider the overall macroeconomic environment; (ii) sets aggregate budget
limits in the context of this environment; (iii) sets sectoral and organizational
spending limits that reflect the Government priorities; and (iv) allows the line
ministers-within their organizational spending limits, and based on agreed
policies and strategies, and considering effectiveness of existing policies-to
determine their budget proposals.

Indonesia had a long tradition of employing national development plans. A
separate ministry, BAPPENAS, used to be responsible for the formulation of
these plans. They were made at two levels; (i) an overall rolling 5-year
development plan (REPELITA) focussing on the development of specific
sectors of the economy and government capital projects, (ii) annual
development plans that further specified the details of these plans to a program
level. However, recently efforts have been made to transform the five year
development plan to a comprehensive national strategic plan (i.e.
PROPENANS) that is detailed in annual strategic plan (i.e. REPETA).

The planning of this nature was not employed in OECD Member countries. A
number of OECD member countries formulate long-term economic
projections and conduct studies on the long-term impacts of various policies,
but these are all conducted in an advisory capacity. Government actions in
support of any of these initiatives would be decided and implemented through
the annual budget process.

A clear linkage between the planning and the budgeting functions in Indonesia
should be established if the desire is to retain the separate planning function.

While a detailed process that would include a sound frameworks for
macroeconomic management, sectoral priorities, and efficiency should not be
codified, an outline of the process, the documentation, and the roles and
responsibilities of all actors in the process (Minister of Finance, Line
Ministers, Cabinet, President, Parliament) should be clearly defined.

Role of Parliament

There are no restrictions on the role of Indonesian Parliament in the budget
process. The Parliament reviews the government's budget proposals extensively



and often makes significant changes. The scrutiny of the budget takes place in a
special Budget Commission, which consists of 67 members of Parliament.

There are 10 commissions in Parliament; the Budget Commission being
considered the most powerful. The Budget Commission is supported by some
expert staffs.

To increase effectiveness in budget discussion, there should be a division of
labour between the budget committee and the sectoral committees of Parliament.
The budget committee reviews the aggregates in the budget and their allocation
among sectors and the sectoral committees focus on the final allocation of
appropriations within their respective sectors. The budget discussion between the
sectoral committee and government should focus on outcomes or outputs.

e Role of MOF in Treasury Management

In the existing system, there is no apparent commitment control, nor is the
authority of the MOF to limit overall spending for macro economic reasons
sufficiently developed. To guarantee sound macro and micro economic
performance of the budget, the MOF should have a firm control of budget and
treasury management. Centralized payment system should be in place, and the
MOF should exercise the control over bank accounts and control over government
borrowing.

e Budget documentation and reporting

Budget documentation and reporting are far from sufficiency to meet the demand
for transparency and accountability. Budget is input-based in nature and presented
limited to every single-year coverage. Accordingly, the financial accountability
report is limited to annual budget realization. In the new legal framework, there
should be specific requirements on the budget presentation and documentation -
including the stipulation of report on preliminary outcomes of the current budget
year, past realizations, multi-year spending forecasts, the state debt and financial
position. In addition, the reporting requirements on budget realization and
financial position both from line ministries to MOF, and from government to
Parliament should be explicitly stated in the coming laws. In the required financial
reports presented by the government and submitted to the Parliament, cash flow
report should be also included.

As provided in the outset, reform in Indonesia's budget management laws is long
overdue. Indonesia's new government is facing a different world. The crisis
sharply increased debt levels and eroded government revenues, bringing to an end
Indonesia's comfortable pre-crisis fiscal position. But not only has the fiscal
situation changed, so has the entire environment of the public policy-making. As
the draft laws have been submitted on September 29, 2000, the Government and
the Parliament are expected to come into an agreement adopting the laws.
Adoption of the draft laws is very critical in providing legal basis for reform and
laying out further principles in public financial management in Indonesia.



7.2 Organizational Reform of the Ministry of Finance

It has been pervasively recognized that the government budget is the principal
instrument available to the government for the implementation of its political, social,
and economic policies. The budget is a financial plan accorded to which the
government carries out administration programs to attain the policy goals it has set.
Therefore, to gain assurance that the budget is capable to draw up appropriate
programs and raise required funds from peculiar sources is begging for effective and
efficient budget management.

If prepared meticulously and implemented efficiently, the budget can positively
influence both short- and long-run economic performance of the country. Moreover,
an efficient budget process provides confidence to international financial and
economic institutions as to the government's capacity to adapt itself to changing
economic circumstances. Therefore, sound budget preparation and implementation
processes have taken on greater importance in recent years.

A common theme of the reforms of public expenditures management systems eminent
in a number of market economies has been the emergence of strong budget
preparation and monitoring department within the MOF. Such units have been given
the task of developing the central government budget within the frameworks set by
the Government and the Parliament. Often these units are designated to provide
advice to the government on alternative policy strategies, to verify the expenditure
implications of policy initiatives proposed by spending ministries, and to ensure the
use of sound economic and accounting methodologies during the budget preparation.
The exercise of these functions is particularly important with respect to the capital
(investment) component of the budget where decisions taken by government may
have a financial impact over many years. Both units also provide continuous
monitoring and reporting on the budget as it is implemented during the years,
administering the comparison between actual and expected performance, and seeking
out for necessary recommendation for revisions.

Because of the increasing emphasis on budget preparation and the recognition that
cash debt management are both directly linked to the implementation of an approved
budget, these latter tasks are often assigned to a separate unit within the MOF. Such a
unit is usually designated to be Treasury Department. On the other hand, The Budget
Department should be capable of performing economic analysis, evaluation of
spending proposals, and policy analysis of ministry programs in order to provide
policy advice and viable alternative on matters relating to the central budget.

However, a number of other factors have also contributed to this separation of
functions. First, the development of fully computerized databases, capable of
providing information to many widely dispersed users, has lessened the necessity for
locating budget preparation and budget implementation in the same organizational
unit. Second, the budget preparation function requires staff with substantially different
skill profiles. Budget implementation, on the contrary, calls for more accounting and
financial analysis skills in order to gain quick information about the budget execution
status, including budget execution delays and breaches, so as to spur more active on
avoiding further wasteful budget spending.

Nevertheless, the emphasis on budget preparation is by no means that less
consideration should be assigned to budget implementation and cash management.
Rather, they must receive significant attention as they serve to carry out vital first
steps in public expenditure management (PEM), including the preparation of the



macroeconomic frameworks of the budget and development of a sound budget within
the limits of manageable deficits.

To effectively implement the proposed improvement in the PEM systems, the existing
organization of the MOF should be restructured. Upon the establishment of a new
budget preparation system (the budget unit) and a new budget execution process (the
treasury unit), the operations of DJA and BAKUN as it exists currently will be greatly
affected. Adopting the best common practice, the proposed restructuring will cover
the splitting off the treasury function from the DJA and establishing of a treasury unit
under the MOF. This treasury unit will provide leadership and expertise needed to
coordinate and manage activities pertaining to accounting, treasury management,
reporting, and information systems.

7.3 Action Plan

As mentioned in the outset, the MOF has established the Financial Management
Reform Committee to guide and formulate this improvement. The reform strategy is
divided into short, medium and long-term action plans.

Short-term action plan scheduled up to 2002 consists of:
* Supporting for adoption of the draft law package;

= Review and preparation of government regulations on planning and budgeting
system;

= Review and preparation of government regulations on treasury and accounting
system,;

* Preparation of MOF reorganization.

Medium-term action plan starts after the completion of the short-term action, and is
expected to be completed in two years (2003-2004). This medium term plan
comprises:

* Implementation of MOF reorganization;
» Review and preparation of government regulations in government auditing;

= Review and preparation of government regulations in government assets
management;

= Development of new financial management information system;

» (Capacity building on planning and budgeting, treasury and accounting, auditing
including surveillance skill, asset management, and information technology;

= Pilot implementation of the new budgeting and accounting system.
Long-term action plan that will commence in 2005 includes:
= National wide implementation;

* Continuation of the new financial management information system development.



Policy Evaluation

Internal and
external evaluation
of policies

Internal:
management
reports to line
ministries External:
Audit reports, value
for money
analysis”

Line ministries,
with participation of
civil society
through user
surveys, hearings,
involvement of
academic etc.
Audit Agency for
external evaluation

Ongoing, feeds
into annual budget
discussion

Source: World Bank (2000), Indonesia: Public Spending in A Time of Change, p. 32, April 2000

Note: This table is inspired by OECD system as they have evolved over the last 25 years.
Countries such as South Africa, Malaysia, and Thailand have adapted parts of this
framework. to their own needs. For Indonesia, this table should be seen as a vision which
could be realized by a series of reforms in the treasury law, civil service law, cabinet
procedures, financial management regulations, etc.



