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Spending more or spending better: Improving education financing in Indonesia
(Extended Executive Summary)

Few countries in the world have increased public expenditure on education by over 60 percent in real
terms over a five-year period, as Indonesia did between 2005 and 2009. During that time, a constitutionally
mandated allocation of (a minimum of) 20 percent of government spending to education (hereafter "the 20
percent rule") was defined and implemented. The rule led to a massive increase in resources for education,
making education the largest government expenditure after energy subsidies.' This rapid and significant
increase in resources, and the need to evaluate where resources went and whether they translated into better
educational outcomes, are the impetus for this report.

The large increase in expenditures addressed one of the main concerns of the last Education Public
Expenditure Review (PER)' - the lack of resources for education - but the problems with the distribution
of resources persist. As a consequence, improving the quality of spending in the education sector is now critical.
This report focuses on how changes to the financing and governance systems can improve equity in access to
education and the quality of education, and provides recommendations to improve government spending.
Analyzing the consequences of the 20 percent rule, this report describes where the additional resources went
and highlights the main challenges in the sector -- continuing to expand access, especially for the poor, and
improving quality -- and focuses specifically on the effects of the current financing and governance systems on
these factors.

Figure 1: Public Expenditure on Education, 2001-2010
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Source: World Bank staff estimates based on MoF, APBD and BPS data.
Notes: Realized expenditure data are unavailable after 2009 as sub-national realized data after that year are unavailable, Planned education
expenditures reflect calculations of the budget including central government and regional transfers in the planned revised budget laws
(APBN-P),

1 Indonesia Economic Quarterly, World Bank (2012a)
2 World Bank (2007) Investing in Indonesia's Education, Allocation, Equity and Efficiencyof Public Expenditures
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This report is organized as follows. The first three sections show that the vast increase in education
resources has been accompanied by a decline in learning outcomes, and thus highlight the urgent
need to improve the quality of spending. Section 1 starts by briefly describing the complex financing and
governance systems and focuses on the 20 percent rule, analyzing its consequences for budget planning and
management and examining where resources went after this vast increase in spending. Section 2 looks at
education outcomes, reviewing the significant improvements in access and equity, as well as the worrisome
trends in learning outcomes. It points to improving the quality of education and expanding access to secondary
and above (especially for the poor) as the main challenges in the sector. In Section 3 the quality of spending issue
is divided into two areas: i) reassigning or improving programs at the central level, and ii) improving management
at the district and school levels. At the central level, this report analyzes the Scholarships for the Poor program
(BSM) and recommends that it be expanded and improved. At the sub-national level, the report explores how
a combination of more efficient teacher management and stronger support for schools can improve efficiency
and learning outcomes, and what the central government's role should be in ensuring that these changes occur.
Finally, the last section concludes and summarizes these recommendations.
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Spending more or spending better: Improving education financing in Indonesia
(Extended Executive Summary)

1. The education system and the "20 percent rule"

The education system in Indonesia is a very large, highly decentralized system, with over 500 district
governments playing a strong role in its management'. This includes the management of the system's most
important assets: 59 million students, 330,000 schools and close to 3 million teachers.4 While many ministries
register spending on education in their budgets,' the Ministry of Education and Culture (MoEC) and the
Ministry of Religious Affairs (MoRA) are responsible for setting policies and managing the system. Under both
ministries, public and private provision co-exist, with public support in the form of civil service teachers (at all
levels) and direct school grants (in basic education). While the first nine years of basic education (primary and
junior secondary) are compulsory and heavily subsidized, household contributions are high in senior secondary
education and very high in higher education. This is partly due to more limited public support for these levels;
while public MoEC schools cover a majority of enrollment in basic education, private provision is more prevalent
in senior secondary and higher education (Figure 2).

Figure 2: Share of enrollment by provider type and level, 2010

Tertiary 62 Public under
MoNE

Senior Secondary 3P uU Public under
MoRA

Senior Secondary 1 N Other Public

Primary U Private

0% 50% 100%

Source: SUSENAS 2010.

3 For a more detailed description of the system, see Cerdan-Infantes, P., and Y Makarova, 2013. Spending More or Spending Better: Improv-
ing Education Financing in Indonesia. Jakarta: World Bank.

4 The number of students and schools mentioned includes all levels of education (from early childhood/ECD to higher education), pub-
lic and private.The number of teachers is from ECD up to senior secondary, including special needs schools, civil servant and non-civil
servant, permanent and contract teachers (MoEC, 2010 and NUPTK, 2011).

5 The Ministries of Finance, Agriculture, Industry, Energy and Mineral Resources, Transportation, Health, Forestry, Marine Affairs and Fish-
eries, Tourism and Creative Economy, Youth and Sport, Defense, and Manpower and Transmigration, the National Land Agency, the
Meteorological-Climatological and Geophysical Agency, the National Nuclear Energy Agency, the Ministry ofYouth and Sport, Ministry
of Defense, Ministry of Manpower and Transmigration, National Library, and Ministry of Cooperatives and Small & Medium Enterprises.
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The education system and the"20 percent rule"

The system's institutional complexity is matched by complexity in financing mechanisms. Despite efforts
to simplify school budgets by providing per student block grants to all schools in Indonesia (BOS), schools still
receive funds from different budget sources: some come directly from the central government, some from
local governments6 (mainly districts). This complicates school planning. District and provincial governments
also receive funds from different transfer mechanisms, each with specific associated incentives. Meanwhile, the
higher education system is centralized and support is limited to public universities, except in the case of civil
service lecturers placed in private universities.

The "20 percent rule.'a 2002 constitutional amendment which stipulates that at least 20 percent of the
total state budget must be spent on education, further complicates financing and management. Both
central and local government budgets are subject to the rule, which includes budget revisions. This rigidity
creates significant distortions in decision-making, as elaborated below.

Who manages and what and who pays for what in Indonesia's decentralized
education system?

Since the local government autonomy law in 2001, district governments are responsible for managing
the two main assets at the primary and secondary education levels: schools and teachers. Schools have
considerable autonomy when it comes to operational, budgetary and programmatic decisions. The
central government formulates policy, issues regulations/guidelines and standards at the national level, and still
directly controls higher education. Legally, primary and secondary schools are owned by district governments.
In fact, when it comes to budgets, the school's legal status is similar to that of a district government department.
Similarly, civil service teachers are legally district government employees, although the hiring process, like that
of other civil servants, depends on a number of central government ministries: Ministry of Education and Culture
(MoEC), Ministry of Religios Affairs (MoRA), Ministry of Home Affairs (MoHA), Ministry of Finance (MoF) and
the Ministry of State Personnel and Bureaucracy Reform (MenPAN). Even contract teachers are largely district
employees, although some are hired directly by schools. In managing schools and teachers, MoRA's management
structure is different than that of MoEC, since it maintains a centralized system for its public schools and civil
service teachers, and relies more heavily on private funds. Provincial governments have very limited authority
when it comes to schools, mostly coordinating districts at the basic and secondary levels of education, including
with regard to staff development and the provision for education facilities.

6 Throughout this report, both "Local Government" and "Sub-national Government" are terms used to cover both "Provincial Govern-
ment"and "District Government" As of November 2012, Indonesia consists of 34 Provincial Governments. A Province consists of several
Districts.
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Spending more or spending better: Improving education financing in Indonesia
(Extended Executive Summary)

Illustration 1: Decentralized education management by level of education
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Source: e aboration based on Law 20/2003, King et al. (2004) and PP 38/2007
Notes: Financing responsibilities in the table reflect the main responsibilities under education program assigned to specific level of
government. However, partial financing in some programs is shared between different levels of governments: besides higher education,
central government provides financing to other education programs, including through school rehabilitation financing, scho arship funding,
and until 2011 it also administered School Operation Funds (BOS). Provincial governments also provide partial financial assistance in senior
secondary education and to specia needs schools.

The funding system for the education sector is also complex, involving multiple sources and transfers
across various levels of government. Expenditures for education are paid for by central government funds,
transfers to local governments, sub-national governments' own-source revenues, and central government
spending at the sub-national level that is not recorded in sub-national budgets.

Central government transfers are the main source of revenue for district government budgets (APBD).
Central government transfers account for 88 percent of district budgets and 44 percent of provincial budgets in
2009. The main transfer to sub-national governments is the Basic Allocation Fund (DAU), which mostly provides
funding for the salaries of district civil servants, including civil service (PNS) teachers. DAU transfers represented
about 60 percent of district and 20 percent of provincial budgets in 2009.7 The DAU, which is calculated largely
based on the salary bill for civil servants in the district or province, implicitly incentivizes civil service hiring An
earmarked transfer, the Specific Allocation Fund (DAK) is also allocated yearly through no specific formula, and
covers a significant portion of school and classroom reconstruction. Although relatively small - about 8 percent
of district and 1 percent of provincial revenues in 2009 - the DAK is an important financing mechanism for
school improvement projects.

7 Total sub-national revenues include Deconcenctration (Dekon)/Co-administered Task (TP) transfers spentat the sub-national level but
recorded in the centra government budget.

8 Until 2008, DAU covered 100 percent of civil servant salaries (at both the provincial and district evels). It was reduced to 89 and 87
percent coverage for provinces and districts respectively, and further reduced in 2009 to 80 and 72 percent.
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The education system and the"20 percent rule"

Drawbacks of the 20 percent rule: budget planning and management

Managing such a large and complex system is clearly a challenge, and a vast increase in resources
provides a good opportunity to test the incentives embedded in the way the system is managed and
finance. To further complicate the management, the earmarking introduced by the 20 percent rule introduces
some perverse incentives in the system. Earmarking undermines the ability of the government to allocate
resources efficiently across sectors. It also makes the education budget unpredictable, especially since it also
applies to the revised budget. Volatility in the state budget (especially due to highly volatile energy prices, the
Gol's largest budget item) automatically leads to volatility in the education budget, which complicates and
discourages long-term planning. The fact that the rule also applies to the revised budget further complicates
matters, introducing windfalls in the middle of the fiscal year that need to be spent on short notice.The windfalls
can be large, sometimes even surpassing the size of some flagship government programs, such as BOS. And
since these windfalls often arise late in the budget process, they risk being poorly spent, since short planning
times result in hastily implemented programs. It is also unclear what the consequences would be of a downward
revision of the budget due to oil prices.

To mitigate problems in education budget planning due to "windfalls;' the Indonesian Government
established the "National Education Development Fund" in 2010. The Government's establishment of the
National Education Development Fund is a positive step towards contingency planning, but the share of the
windfalls the Fund has absorbed has been relatively small and varied across the years. The allocation of these
windfalls was clearly detailed in 2010. However since 2011, information on the revised budgets and windfalls
has been very limited. In 2010, which was the first year the education sector received a significant windfall,
MoEC and MoRA provided a detailed budget plan describing the windfall's allocation to specific programs and
activities (Financial Note of the 2010 Draft Revised Budget). The Financial Notes of the 2011 and 2012 Draft
Revised Budget documents, however, no longer provide allocation information by program, but offer instead a
broad categorization of where additional resources from the budget revisions were directed to9.

Perhaps the biggest drawback of the rule and its implicit earmarking is that it introduces perverse
incentives when it comes to managing the government budget, distorting the link between resource
planning and planning for programs or policies. When resources increase dramatically and in a manner
exogenous to the demands of the sector, education planners, pressured to spend the increased resources, may
not face the right incentives. For example, they may choose activities that easily absorb additional budget (i.e.
adding staff), or short-term programs over long-term programs that may require more planning.This may have
lasting consequences on the budget and on educational outcomes; if a large share of the additional budget is
committed to civil servant teachers, for instance, it can be difficult to make adjustments in the future.

With this complex system in mind, let us look at where resources from the 20 percent rule went.

Where did resources go?

Before analizing the breakdown of resources it is important to note that despite the fast increase in
public spending, Indonesia's government still spends a smaller share of its GDP on education than other
middle-income countries. At 3.7 percent of GDP, Indonesia spends less than Thailand, Vietnam or Malaysia in

9 (1) support the national priority program RPJMN 2010-2014; (2) strengthen educational achievement of development priorities in
the RKP in 2011 and 2012, (3) support the implementation of Presidential Instruction No. 1 of 2010 Concerning Acceleration of the
National Development Priorities, and (4) expand scholarship programs for poor students,The technical criteria for allocating additional
funds in 2011 and 2012 are also quite broad indicating that funds can cover 1) areas on teachers' professional allowance payments;
2) programs due to completion at the end of the fiscal year; 3) programs demonstrating outcome improvement; and 4) existing pro-
grams
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Spending more or spending better: Improving education financing in Indonesia
(Extended Executive Summary)

the region, and spends half as much as high-income, high-performing countries such as Norway. Indonesia fares
well when compared to lower income countries in the region, spending a higher share of GDP on education than
Lao, Cambodia and the Philippines (Figure 3a). Relative to its wealth, Indonesia's spending is still low, especially
when it comes to secondary education. As a share of per capita GDP, Indonesia spends less per student than
most developed countries and its regional comparators. As seen in Figure 3b, in both primary and secondary
education, Indonesia is at the lower end of the distribution. That said, when it comes to primary education, it is
positioned above the Philippines or Chile, and only slightly below Mexico or Malaysia, yet it lags behind not only
high-income countries but also some other middle-income countries such as Vietnam orThailand. In secondary
education, the differences are greater. Only the Philippines and Thailand fall below Indonesia on the graph.

Figure 3: Public expenditure on education as a share of total government expenditure and as a share of GDP
and GDP per capita, selected countries in 2009

Figure 3a
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central budget and SIKD data.



The education system and the"20 percent rule"

When private spending is included in the total resources devoted to the education sector, the scale ofthe increose
in resources is even more impressive (see Figure 1).Total education spending from public and private sources
went from about 3 percent in 2001 to over 5 percent of GDP in 2010. In fact, household spending on education
grew faster than public spending, resulting in a larger contribution of households to education spending despite
the massive increase in public resources. Households went from directly contributing 20 percent of the total
resource envelope in 2001 to contributing over 30 percent in 2010. This increase was largely due to expansion
in non-basic education levels (senior secondary and higher education) which are largely reliant on fees and
households instead of public spending.

With this increase in resources, one would expect drastic improvements in education outcomes. However,
it is well known that increases in resources do not necessarily result in better outcomes, especially quality of
education (Patrinos 2012). Before examining trends in education outcomes, it is thus important to see where
the resources went. Unfortunately, the complexity of the system's management is matched by the difficulty in
gathering reliable spending data. District's spending autonomycoupled until recentlywith relatively rudimentary
reporting mechanisms meant that detailed district spending data was unavailable before 2008. More reliable
district spending data was recently made available which allows, with some caveats, a detailed analysis of
spending trends from 2008. ")These data cover realized spending in 2008 and 2009 for only 70 percent of the
over 500 districts in Indonesia, but they do allow us to examine spending trends by level of education, economic
classification and even specific programs over the 2008-2009 period.

Afirst breakdown ofspending by level of education shows a biastowards basic education (comprising compulsory
primary and junior secondary education). Figure 4a shows the share of spending by level of education in 2008
compared to the share of additionol resources that went to each level of education in 2009. Senior secondary and,
especially, higher education received a disproportionately larger share of additional resources. Still almost half of
additional resources from the achievement of the 20 percent rule went to basic education. On the contrary, early
childhood education (ECD), which received an extremely low share of resources in 2008, received an even lower
share of additional spending. As a result, senior secondary and higher education received somewhat higher
shares of the total budget in 2009, but ECD received a smaller share overall. Comparing Indonesia to other
countries in the region it is clear that this composition will have to change in the future (Figure 4b).The share of
the budget going to non-basic education will likely increase more rapidly in the near future, in part through the
natural expansion of ECD and post-basic education. However, a conscious effort to increase spending in early
childhood education may be needed in light of the extremely low public spending in Indonesia and the large
returns ECD has been shown in the literature both internationally and in Indonesia (World Bank 2013).

10 An important caveat of the data is in the salary classification.The data do not allow distinguishing teachers from other public servants
working on education (i.e. district officials). It also does not allow the breakdown of teacher salaries by level of education, which we
do using the share of teachers by level from administrative data.
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Figure 4: Distribution of the budget by level of education, 2008 - 2009
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But where did money go within each level of education? The allocation of additional funds differed significantly
by level of education. On the one hand, in higher education, the share going to salaries decreased, while the
share going to capital, and goods and services increased rapidly. On the other hand, in basic education and
senior secondary, most of additional spending went to salaries and teacher certification. In Figure 5, teacher
certification is included in "Social Aid', a category used to classify most specific programs (the bigger ones being,
BOS, teacher certification and scholarships).

Figure 5: Change in resources by economic classification, within level of education, 2008-2009
60% -

49%
50% - Social Aid

40% -
MCapital

299'
30% -

20% - IGoods&
14% 10% Services

10% - Saary

0% -

-Total

-10%- ECD Basic Senior Higher Ed Other
Secondary

Source: (World Bank 2012)

Taking the overall budget, about 60 percent of additional resources went to teacher salaries and the teacher
certification program (Figure 6). Meeting the 20 percent rule in 2009 implied an increase of 5.5 percentage points
of governmend spending, of which more than 3 went to salaries and teacher certificationThe teacher certification
program almost doubled the pay for certified teachers through an allowance equivalent to a teacher's basic pay.
The certification allowance absorbed more than 2 percent of the state budget in 2009 even though only 30
percent of teachers were certified.The increase in spending on teacher salaries was driven mostly by increases in
the total number of teachers, but the "regularization"of contract teachers to civil servant status also played a part.
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The education system and the"20 percent rule"

Figure 6: Share of budget by major programs, 2006-2009
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In the context of decentralization, where districts are responsible for teacher management (including paying
salaries) these patterns of expenditure mean that districts spend on salaries at the expense of other things. This
is obvious when looking at district budgets. The share of spending on education that went to staff remuneration
increased from about half in 2001 to almost 80 percent in 2009. While the share destined to capital increased in
the 2006-2008 period, it decreased in 2009 (Figure 7). Salary spending also crowds out direct support to schools,
which are also owned and managed by districts. In 2010, about half of public schools in basic education reported
not receiving any financial support from districts. In light of the positive effects that these districts funds have on
student performance, this is problematic (World Bank 2012).

Figure 7: District spending by economic classification, 2001-2009
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A large share of the increase in social assistance spending went to scholarship programs, including the
Government Assistance Program for Poor Students (BSM), which almost doubled between 2008 and
2010. Yet scholarships represent a small percentage of the education budget. The budget for scholarship
programs increased by 62 percent in real terms between 2008 and 2009, while the Scholarships for the Poor
program increased by 95 percent. 2010 data show a continuous albeit smaller increase in spending on total
scholarship programs. However the increase in scholarships for higher education in 2010 was quite dramatic
and unprecedented (over 300 percent increase in real terms), and clearly indicates an effort by the government
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to improve access to higher education for poor students. Yet despite this increase in scholarships and some
benefits to poor students resulting from the 20 percent rule, scholarships still represent only a fraction of the
total central government education budget: 4 percent.

Figure 8: Central government budget for BSM (Scholarships for the Poor Programs), 2008-2010
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Who were the direct recipients of increased education funding in 2009, after the 20 percent rule
was met for the first time? Figure 9 describes the allocation of education spending among teachers,
students, schools and education administrators (staff). Expenditure on teachers and staff covers salaries
and all subsidies (including professional, functional subsidies and special subsidies for teachers in remote areas).
The amount assigned to students reflects spending on student scholarship (BSM). All expenditures associated
with school operational costs (BOS program), capacity building, management and administration, as well as
school infrastructure and rehabilitation expenditures, are attributed to direct spending on schools. Expenditures
defined as "training programs"for non-teachers and staff, as well as"unspecified" or"other" expenditures, have
been assigned to separate categories. As Figure 9 shows, unspecified expenditures, most of which are sub-
national expenditures, make up a significant share of total education spending.

Figure 9: Distribution of education funds by direct recipient, 2009

Teachers & staff g e
(salary & (nus2yc

Allowances)
56%

ment, 3%

Others, 0,2%
Students 2%
Teachers & staff (training & management) 4%

Source: MoF



The effect of increased spending on education outcomes

2. The effect of increased spending on education outcomes

The biggest payoff from this increased spending has been an expansion in access to education, especially for
the poor. The progress in enrollment rates in the last decade has been impressive. Indonesia has achieved

universal primary education and has made great advances in secondary and higher education, with an increase
of 10 and 7 percentage points in the gross enrollment rates (GER) respectively. Perhaps the most impressive
achievement has been in early childhood education (ECD), which now reaches half of 4 to 6 year olds (up from
25 percent a decade earlier). The improvements in GER have brought Indonesia closer to its neighbors, resulting
in a higher than expected senior secondary enrollment rate for its level of GDP per capita. By 2009, Indonesia's
enrollment rates profile mirrored that of China, with higherthan expected secondary education enrollment rates
for its level of income but still lagging in higher education and ECD.

Figure 10: Gross and Net Enrollment Rates by Level 2001-2009, and International comparisons, 2009
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Source: Susenas various years, Source: World Bank edstats, last year available, Note: Data for 2009 except Malaysia, Philippines, Argentina and
Brazil (2008)

The progress in access and equity has been especially rapid over the last 5 years, with children from poor families
enrolling earlier and staying in school longer. The share of 15 year olds from the poorest consumption quintile
who enrolled in school increased from 60 to 80 percent between 2006 and 2010 (Figure 11). However, the equity
agenda is still incomplete: beyond the age of 15, the share of children enrolled from the poorest quintile drops
dramatically, and by higher education, falls to less than 2 percent. This drop is even larger for the richest quintile.
Only 40 percent of 19 year olds from the richest quintile were enrolled in school in 2010, a share that, worryingly,
has not changed since 2006.
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Figure 11: Share of children enrolled in school by age and quintile, 2006 and 2010
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The effect of the increased spending on the quality of education has been less dramatic. Indonesia's performance
in international tests has been disappointing, generally scoring at the bottom of international assessments of
learning achievement (TIMSS, PIRLS and PISA). In the most recent round ofTIMSS (2011), Indonesian students
in 8th grade performed significantly worse in Mathematics than the other participating countries in the region -
Thailand, Malaysia and, of course, top scoring South Korea and Singapore. In fact, only five of the 45 participating
countries scored lower than Indonesia (Mullis, Martin et al. 2012). The results are almost identical in the science
assessments included in TIMSS and reading and literacy tests in PIRLS (Mullis, Martin et al. 2012).12

Not only are average scores low, but the share of students achieving the highest levels of performance is
very small. In TIMSS 2011, only the top 20 percent performers in Indonesia achieved at least an intermediote
score, only 3 percent achieved at the high level and no students scored at the advanced level according to the
international benchmarks used (Mullis, Martin et al. 2012).13 In contrast, almost 50 percent of students inThailand
and Malaysia (which had similar average scores) achieved at least the intermediate level, 10 percent achieved the
high benchmark and one percent were assessed as being advanced. The results are similar in PISA: in the 2009
assessment no student performed at the highest level in math or science in 2009 (OECD 2010). Given recent
evidence linking PISA scores and the percentage of top performers with GDP growth, this lack of top performers
is a serious concern (Hanushek and Woessmann 2007; Pritchett 2009; Pritchett and Viarengo 2009).

Indonesia is below its East Asia Pacific neighbors in PISA, both in Math and Reading. A majority of students did
not achieve beyond a rudimentary level of proficiency in reading, math, and science. In 2009, 94 percent of
Indonesian students reached only level 2 or below (out of 6 levels), and 44 percent fell below level 1. In science,
around 93 percent of Indonesian students fell below level 2, with about a quarter falling below level 1. In reading,
88 percent of students reached only level 2 or below.

11 TIMSS: Trends in International Mathematics and Science Study; P RLS: Progress in Internationa Reading Literacy Study; PISA: Program
for International Student Assessment,

12 In reading, only 2 countries perform statistically significantly lower than Indonesia.
13 The microdata is not yet available so we rely on published percentiles in TIMMSS reports stating that the top 5 percent of students

perform at less than the high level.
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Figure 12: PISA results in reading and mathematics, 2009
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Indonesian students' performance on PISA is consistent with its level of income. When mapping PISA
results to GDP per capita, the correlation between the two is clear: non-high-income countries tend to have
lower scores, and for those countries the score is highly correlated with per capita GDP (there is no correlation
for high income countries). Indonesia is right over the trend line for non-high income economies. As mentioned
earlier, Hanushek and WoBmann (2007) have provided convincing evidence that the quality of education has
a causal effect on economic growth, so while the relative position of Indonesia given its GDP per capita is not
alarming, the need to improve learning outcomes is nonetheless pressing.

But perhaps the most worrisome result is the lack of significant improvements in learning outcomes over the
last decade, with the exception of reading. Figure 13 shows the scores on PISA 2003 and 2009, both averages
(lines) and broken down by socioeconomic deciles (bars) in math and reading.The first result to point out is that
the average scores in 2003 and 2009 are not statistically significantly different in mathematics and science (not
shown). On the positive side, scores in reading did improve significantly. These results are reassuringly similar to
those in TIMSS and PIRLS, which show the same trends between 2007 and 2011 (lack of significant improvement
in 8th grade mathematics and science, and significant improvements in reading). Secondly, when breaking down
results by socioeconomic deciles, the inequality in access to quality education becomes apparent when one sees
the striking difference in performance between the richest and the poorest students in Indonesia, especially in
mathematics. Poor students perform strikingly worse than richer students, and this difference has not improved
since 2003. The results in reading are more encouraging, since in addition to improving the average scores, the
differences across socioeconomic status narrowed between 2003 and 2009.
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Figure 13: Indonesia PISA scores in mathematics, reading by socioeconomic decile, 2003-2009
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Explaining the limited effect of increased spending on basic education outcomes

To what extent are these trends explained by the way resources are spent? Section 2 showed that the biggest
absorbers of additional resources were teacher salaries and teacher certification. One thing is clear from the
analysis of expenditure trends: teachers have collectively benefitted from recent increases in government
education spending. About half of the Rp. 67 trillion (US$ 7 billion) increase in real spending (2009 constant
prices) on education between 2006 and 2009 went to increasing the number of teachers and paying them
more through a number of allowances (World Bank 2012). At the same time, this section has shown that these
spending patterns have not been accompamied by a significant improvement in learning outcomes. Are these
two patterns related?

a) What drove the increase in salary spending?

Most of the additional resources went to teacher salaries largely because of the continued increase in
teacher hiring at all levels. The number of teachers is growing at a faster pace than that of students at all levels
of education, but especially in primary education (Figure 14a). Since 2004, the number of teachers in primary
education grew by 30 percent, while the number of students remained largely constant. In secondary education,
both junior and senior, the disparity in the growth in the number of teachers and students is smaller. In junior
secondary, the growth rates have been very similar after teacher growth stalled in 2006. Still, in senior secondary
education the growth in the number of teachers was twice that of students.

This rapid teacher hiring has resulted in significant declines in student teacher ratios in basic education (Figure
14b). Existing ratios are well below levels in comparator countries. For example, in 2008 the lower-middle income
average student teacher ratio was 26 compared to a ratio of 18 in Indonesia. Existing student teacher ratios are
below international benchmarks associated with good education quality.
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Figure 14: Growth in number of students and number of teachers by level and student-teacher ratio, 2004-2010
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In addition to the overall increase in teacher numbers, the conversion of contract teachers to civil
servants (PNS) contributed to the increase in the salary bill between 2006 and 2010, especially at the
non-primary levels. New PNS teachers tend to be recruited from the contract teachers, so a rapid increase in
PNS combined with a smaller number of non-PNS teachers indicates conversions of contract teacher positions
to civil servants. From 2006 to 2010, the teaching body increased by about 377,000 teachers, a majority of which
(60 percent) were previously non-civil servant contract teachers (non-PNS). However, conversion rates varied
by education level: the conversion of contract teachers to civil service positions was significant in ECD and
secondary education, but not at the primary level.The number of PNS teachers in junior and senior secondary, for
instance, increased by 13 and 25 percent respectively, while the number of contract teachers in junior secondary
increased only slightly, and decreased in senior secondary. Meanwhile at the primary level, the increase in
teachers was due mainly to contract teachers.

Figure 15: Evolution of the number of civil servant (PNS) and non-civil servant teachers by level, 2006-2010
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Spending on teachers has increased with only limited impact on the quality of education

Recent evidence in Indonesia shows that, at these levels, the relationship with learning outcomes is weak. Figure
16 shows the correlation between the student-teacher ratio and scores in Mathematics and Bahasa Indonesia,
differentiating between schools below the regulatory maximum of 32 students per teacher, and schools above.
For both Mathematics and Bahasa Indonesia, the correlation is close to 0 if schools are below the maximum of
32. Including schools with very large classes (above 32), turns the correlation negative only for Bahasa Indonesia
and only due to outliers. 4This is consistent with existing literature on the effects of class size on learning, which
shows little or no effect unless classes are too large." It seems clear that increasing the number of teachers given
the distribution of teachers in Indonesia is unlikely to lead to improvements in quality, unless they are targeted
to severely understaffed schools with more than 32 students per teachers."

Figure 16: Student-teacher ratio, per student spending and Bahasa Indonesia test scores in public primary school

a) Mathematics b) Bahasa Indonesia
100 - 80
90 70

80 10

60
70 -

60 -50*A1 &

0 - 0 * ..

40 10-
30

0 10 20 30 40 50 0 10 20 30 40 50

+ Less than 32 n More than 32 Lnear (Less than 32) * Less than 32 n More than 32 Linear (Less than 32)

Source: School Based Management Survey, World Bank-RAND (2010)

The rapid increase in spending in the run-up to meeting the 20 percent rule probably contributed
to the excessive teacher hiring and the rapid regularization of primary school contract teachers, but
the main drivers for this rapid hiring are: incentives in central government transfers to sub-national
governments and the entitlement formulas used to calculate teacher needs at the school level. While
district governments are responsible for teacher hiring and compensation, two factors drove the increase. The
teacher entitlement formula - the minimum number of teachers required at a given school as a function of its
characteristics - is a large part of the problem. A second reason for overstaffing is the incentive structure built
into the Basic Allocation Fund (DAU), the largest transfer mechanism to districts. For although local governments
are responsible for hiring teachers, they do not bear the majority of the costs; the central government pays about
70 percent of civil servant salaries through the DAU.

The DAU transfer formula provides a clear incentive to overstaff, going a long way to explain the high
correlation between per student spending and student teacher ratio at the district level. And given the
lack of correlation between student teacher ratio and learning at the school level, it is not surprising to
observe that same lack of correlation at the district level. In fact, at the district level, there is no correlation
between changes in resources versus changes in outcomes; there is no correlation between changes in total

14 OLS regressions controlling for observables (school characteristics, principal and teacher education and experience, and district fixed
effects) confirm these findings.

15 See Hyunkuk, Glewwe and Whitle (2010), Hoxby (2000), Jepsen and Rivkin (2009)
16 SNPER, Better financing, better outcomes (Poland PER), etc.
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spending on education and enrollments or learning outcomes (measured as UN scores).The fact that increasing
spending is not correlated with improvements in outcomes means that further increases in spending will be
unlikely to be associated with improved outcomes, and that outcomes may vary across districts. This lack of
correlation is worrisome, since district spending has been increasing rapidly in recent years.

Figure 17: Change in public education spending and change in education outcomes at the district level

a) SMA NER, total spending (2002-2009) b) SMP UN Score, total spending (2002-2009)
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Is having too many teachers a problem?

Despite having one of the lowest STR in the world, Indonesia's spending on salaries as a share of the
total education budget is in line with other countries in the world. As shown in Figure 18, Indonesia spends
about the same share as the Republic of Korea on salaries, and a significantly smaller proportion of its budget
on teachers than many high performing systems (Netherlands or the USA). It also spends much less than other
worse performing systems like Argentina and slightly less than the Philippines.

Figure 18: Percentage of total education budget going to salaries
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What keeps the salary bill relatively low is the large share of low pay non-civil servant teachers. Looking at
the distribution of real wages for workers classified as teachers in SAKERNAS, the distribution is not concentrated
around the salary scale for civil servant teachers (much less certified teachers); instead, a high percentage of
teachers are earning well below the entry level civil service teacher salary, and these are contract teachers.

Figure 19: Distribution of real wages for teachers, 2010
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Existing evidence on the effects of contract teachers is mixed, but in the case of Indonesia, the conditions
are not optimal to make contract teachers effective. First, the use of contract teachers is not concentrated in
remote or small schools - in fact, most schools have some share of contract teachers. In about a third of schools,
less than 20 percent of the teaching force consists of contract teachers, while at the other end of the distribution,
about one-fourth of schools have 40 percent or more non-PNS teachers on staff. The majority of schools fall in
the middle, with between 20 and 40 percent contract teachers.This indicates that contract teachers are not used
strategically in hard to staff schools.

Regardless of the effects on learning, there are serious doubts about the sustainability of the current
model where contract teachers expect to be converted into civil servant status- the cost of converting all
contract teachers to civil service status is prohibitive. The salary bill for basic education teachers in 2009 was
IDR 68 trillion (about USD 7 billion). Based on the average salaries of PNS, we can estimate the cost of converting
all non-PNS teachers to PNS status. Such a conversion would increase the salary bill for basic education to
approximate IDR 90 trillion (USD 9 billion), an increase of 35 percent.

Teacher certification has not produced the improvements in quality expected

As part of a broader set of teacher reforms approved in 2005, the government introduced a teacher certification
program. This program was introduced in part to address a perception that the low quality of the education
system was related to low teacher motivation which in turn was associated with low relative rates of pay. A
professional allowance was introduced in exchange for teachers agreeing to be certified. Initially the certification
process required that teachers would hold a minimum of a university bachelor's degree and undergo a
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thorough assessment of their teaching competencies. Teachers who were successful in being certified received
a professional allowance equivalent to their basic pay. By 2012, approximately 35 percent of teachers had been
certified and the program absorbed about 9 percent of the total education budget.

A rigorous impact evaluation has shown that while certification has improved teacher behavior it has not
improved student learning outcomes (De Ree, Muralidharan et al. 2012). Figure 20 shows the impact of the
program on a range of variables, measured in standard deviations. Certified teachers tended to be much more
financially secure.They were less likely to report having a second job and having financial problems supporting
their family. However, certified teachers did not score significantly better on a test of subject knowledge than
teachers who had not been certified.The positive changes in teacher welfare recorded by the study may improve
teacher motivation in school and potentially lead to improvements in student learning outcomes. However, the
study also found that certification had not improved student learning outcomes in primary and junior secondary
schools.

Figure 20: Causal impact of teacher certification on a range of outcome variables
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The disappointing early results of the certification program are largely the result of implementation issues
(World Bank 2013). Despite the law linking certification to competency, teachers obtained certification through a
'portfolio'of past experience and training rather than a detailed assessment of their competencies. Furthermore,
pass rates for the competency testing that did take place were based more on filling certification quotas than
on ensuring teacher quality.

While the certification program has had limited impact on learning it will continue to put significant pressure on
the education budget. Government medium term budget projections show that overall government spending
is estimated to grow by approximately 3 percent in real terms between 2012 and 2015 (World Bank 2013). This
also suggests that the education budget will increase only marginally over the next few years if it is assumed
that the share of government spending going to education remains constant at around 20 percent. With these
trends, certifying all eligible primary and junior secondary school teachers by 2015 would absorb approximately
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41 percent of the total education budget in 2015 compared to 32 percent in 2012 (Figure 21). If non-salary
spending in basic education is maintained at its 2012 level this would imply that basic education would absorb
almost two-thirds of the budget in 2015 compared to approximately 56 percent in 2012.This increased spending
would require cut-backs in spending on other levels of education. The remaining budget for other education
levels, after all civil service teachers were certified, would be IDR 113 trillion (USD 11.8 billion) in 2015 compared
to IDR 135 trillion (USD 14.1 billion) in 2012.

Figure 21: The budgetary impact of the certification program
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amount equivalent to the basic pay of all GTY contract teachers.

Government plans to convert all contract teachers to civil servants and certify them would be financially
unsustainable given current budget projections.17 Approximately IDR 68 trillion (USD 5 billion) will be needed
to certify and convert all existing contract teachers to civil servants.18 Taking the certification and conversion of
all primary and junior secondary school teachers together would imply that 89 percent of the total education
budget in 2015 would need to be devoted to basic. Given the commitments outside of basic education this level
of spending is completely unsustainable.

17 Current certification guidelines exclude GTT/school hired contract teachers which make up approximately 30 percent of the teaching
force at the primary and secondary level.

18 This includes the increased cost of the professional allowance associated with certification that GTY contract teachers would receive
upon conversion,
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3. Improving the quality of spending on basic education

Improving the quality of spending means turning resources into outcomes more efficiently. This entails
increasing access to schooling and improving the quality of education for a given level of spending.
International experience shows that it is easier to improve access than to improve quality, and indeed, as
resources have increased, equity and access have improved over the last decade. For quality of education,
however, judging by trends in learning outcomes, Indonesia faces a steep challenge.

The analysis presented on spending and outcome patterns highlight some decisions that can be directly
made at the central level to improve outcomes: reallocating resources across levels of education and
improving important central government programs, including scholarships. Early childhood education,
senior secondary and higher education are underfunded by international standards, and scholarships received
only 1 percent of the total budget in 2009. Increasing funding for these levels will require more efficient spending
in other areas, such as basic education and especially teacher management.

An apparent candidate for receiving more resources is the Scholarships for the Poor program (Bantuan
Siswa Miskin, BSM). Evidence shows that expanding and improving BSM will increase equity of access
to education. Increasing the scholarship amounts, expanding coverage, improving targeting, aligning the
disbursement of the benefit with the timing of the expenditures and possibly providing an incentive"transition"
bonus when children make the leap to the next level of schooling, would greatly improve equity in spending.
The ideal scenario would cover 100 percent of the cost for all poor students from SD to SMA. This would ensure
that cost is not a reason for dropping out.

Another clear candidate for reform is the teacher certification program, which evidence shows needs to
be reassessed since it is not delivering the expected results. While certified teachers are less likely to hold
second jobs, students of certified teachers do not perform significantly better on tests. A reevaluation of the
"portfolio" certification, the introduction of compulsory competency tests as prerequisite for certification and a
recertification requirement may improve the impact of the program. A promising step in 2012 is the inclusion of
a competency-test to determine eligibility before a teacher starts the certification process.

But of all these measures, perhaps the most critical aspect to improve the quality of education and
be able to afford future challenges in the education sector is teacher management. Improving the use
of teachers and raising student teacher ratios holds out as the most promising prospect of lessening
the budgetary impact of certification. Simple simulations demonstrate the significant savings that could be
realized by raising student teacher ratios. If the student teacher ratios in basic education increased to 22, a level
Indonesia was at in the early 2000s, the salary and certification costs would be DR 102 trillion (USD 10.6 billion)
or 21 percent less than the costs estimated at current student teacher ratios. Comparing this with the budget
projections outlined earlier in the chapter shows that this increase in the student teacher ratio would result in
basic education absorbing a slightly smaller share of overall education resources in 201 5.This would leave more
resources available for other investments in improving access and quality. Clearly raising student teacher ratios
to these levels requires reducing the overall teaching force in basic education and adjusting staffing standards
to improve the efficiency of teacher use.
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Improving Teacher Management

Improving teacher management is not only a matter of efficiency, but it is also a matter of equity and
quality of education. The effects of efficiency are clear from the previous analysis: by crowding out other
spending at the district level, excessive teacher hiring may have a negative effect on students'learning. However,
the excessively low student teacher ratio by international standards is not widespread in Indonesia. There are
vast differences in the availability and qualification of teachers across schools. Student-teacher ratios are very
unequal, as are the levels of teacher qualifications. In 2010, student-teacher ratios in primary schools ranged from
fewer than 10 to greater than 60 students per teacher. The regional differences in the distribution of teachers
by education level are very sharp: richer districts (measured by household consumption), especially those in
Java and Bali, have access to more educated teachers. The share of teachers who do not possess bachelor's (Si)
degree is only under 20 percent in all districts in Java, whereas in some districts in Papua or Sulawesi Province, it
reaches 60 percent. But how much room is there for these gains in terms of efficiency and equity, and how can
they be realized in the complex governance system of teacher management in Indonesia?

Table 1: Teacher characteristics by location, 2010

Location
Total

Total number of teachers with at least an Si degree

Primary 10,407 214,667 119,869 2,233 347,176

Junior secondary 8,789 193,255 134,468 4,288 340,800

Total 19,196 407,922 254,337 6,521 687,976

Percentage of teachers with at least an S1 degree

Primary 14 24 38 26 27

Junior secondary 69 76 78 76 77

Total 22 36 52 46 40

Total number of teachers

Primary 74,757 890,290 317,623 8,476 1,291,146

Junior secondary 12,757 254,721 172,044 5,642 445,164

Total 87,514 1,145,011 489,667 14,118 1,736,310

Percentage of total teachers

Primary 6 69 25 1 100

Junior secondary 3 57 39 1 100

Total 5 66 28 1 100

Source: NUPTK Data (2010)
Notes: Border area - on the border with another district, Remote area - BPS classification based on six criteria (economy, human resources,
infrastructure, fiscal capacity, accessibility, poverty)

The Gol has made significant efforts to improve efficiency and equity in the allocation of teachers.
The Gol has issued various regulations over the last five years that have set standards for school staffing levels.
However the staffing norms associated with each regulation are different and provide different guidance on
standards. This has caused some confusion and difficulty in interpreting the regulations and has complicated
the monitoring of compliance at the school, district and provincial levels. As the hiring institution, districts also
issue their own regulations on staffing norms and these can go beyond the minimum staffing levels implied by
national standards.
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Table 2: Recent teacher staffing regulation

Standards for basic Minimum service Technical guidelines to
education standards the joint decree

(Permendiknas No. (15/2010) (2011)
41/2007)

Primaryeducation Maximum of 28 students Maximum of 32 students 20-32 students per
per learning group (rombel). per learning group (rombel). learning group (rombel).
Teachers mustteach a Minimum ofoneteacherfor Oneteacherrombel
minimum of 24 hours. 32 students. Minimum of one sport and

Minimum of 6teachers per local content teacher per
school in all regions except school.
special regions where
minimum is 4.

Estimated primary student- 19 19
teacher ratio if standards
fully implemented.
NB: Student-teacher ratio in
2010 was 17.5

Junior secondary education Maximum of 32 students Maximum of 36 students Maximum of 32 students
per learning group. per learning group. per learning group.
Teachers must teach a Minimum of one teacher Minimum of one teacher
minimum of 24 hours. for each subject except per subject

in special regions where Teachers must teach a
minimum is one teacher for minimum of 24 hours.
each cluster of subjects.

Estimated junior 21 19
secondary student-teacher
ratio if standards fully
implemented
NB: Student-teacher ratio in
2010 was 18

Under the technical guidelines of the joint decree", the number of teachers necessary for current levels
of provision is smaller than the existing teaching force. There are large mismatches in the existing stock
of teachers in primary and junior secondary schools. At the primary level, the number of teachers required is
approximately 100,000 less than existing levels. Breaking down primary school teacher requirements by subject
highlights large surpluses in class-based teachers and shortages in sports and religion teachers. For example,
fulfilling the joint decree would require only 1.1 million class-based teachers compared to the 1.3 million
currently teaching in the system. On the other hand, the estimates point to a deficit of approximately 60,000
Sports teachers. A similar picture emerges at the junior secondary level: based on the joint decree, there is a large
surplus of Bahasa Indonesia and Religion teachers and a deficit of Computer, Local Content and Civics teachers.

The magnitude of the reallocation needed to make the distribution of teachers more equitable is massive
- 340,000 teachers or about 17 percent of the total teaching force would have to be transferred. Most
of this redistribution would involve moving teachers within districts. However, approximately 74,000 teachers

19 The Joint Decree is the latest government guidelines for teacher allocation, issued by five ministries in October 2011 - Ministry of
Education and Culture, Ministry of Religious Affairs, Ministry of Home Affairs, Ministry of Finance and Ministry of Sate Apparatus and
Bureaucracy Reform.
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would need to be moved from districts with excess teachers to deficit districts in the same province (Figure 22).
Given that the joint decree standards imply a surplus of teachers nationally, transfers across provinces could also
improve the distribution of teachers. After transfers within and across districts, an estimated 34,000 teachers
could transfer from one province to another to fill deficits.

Figure 22: Significant teacher redistribution is required to implement the joint decree
Percentage of primary school teochers that would needto be transferred to comply with joint decree
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Note:The estimates show the number of teachers currently in schools with excess teachers (according to the joint decree)
that could be transferred to take up teaching in schools with deficits in their staffing levels. Class-based, Sport and Local
Content teachers are included in the estimates.The estimates include both PNS and non-PNS teachers.
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In addition to the ongoing efforts to improve teacher distribution, what can be done to speed up the
process? As mentioned previously in this report, the system of transfers and regulations are a big reason for this
misallocation.

* Breaking the link between central government transfers and teacher hiring: In order to contain the
growth of the teaching force, local governments must face the true cost of hiring teachers. A more direct
approach to eliminating incentives for over-hiring would be to break the link between intergovernmental
transfers and teacher hiring. Key to this would be the elimination of the link between the size of the civil
service and the size of a local government's DAU allocation.

* Improving Teacher Regulations: First, it is important to introduce a single set of national staffing
norms that are easy to understand and implement. Currently, there are at least three sets of national
regulations, each outlining different staffing norms. A single set of staffing standards that is set at the
national level, easy to understand, consistent with other regulations (e.g. the 24-hour rule) and one that
would improve the efficiency of teacher distribution is required. Second, entitlement formulas should be
based on student-teacher ratios, not learning groups. Third, regulations should focus explicitly on three
areas for improvement that are likely to produce the greatest benefits: i) Using innovative methods to
address staffing inefficiencies in small schools, ii) Introducing and expanding dual subject teaching in
junior secondary schools, and iii) Improving the equity of teacher distribution by expanding incentives
and better allocating new teachers.
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Dealing effectively with small schools: The small size of schools is a key factor in explaining the
relatively limited impact the joint decree and other existing regulations have had on national student-
teacher ratios and efficiency. At the primary level, approximately one-third of schools have fewer than
120 students. The large number of small schools is explained partly by the low population density of
many areas in Indonesia. But some of the most densely populated provinces also have large numbers of
small schools and relatively low student-teacher ratios. Introducing and expanding multigrade teaching
is one way to manage staffing issues in small schools. In junior secondary schools, the introduction of
dual or cluster subject teachers could improve the efficiency of staffing. In addition, any measures to
improve teacher distribution must address existing inequities by expanding efforts on behalf of hard-to-
staff schools.

This effective teacher management is possible - there are examples of districts that have successfully
managed to improve teacher allocations through redistribution. Gorontalo district, for instance, introduced
a successful policy in 2006, employing only teachers who agreed to be posted to schools that required their
particular skill set. Teachers were also offered an eight-year contract that stipulated they could be redeployed
within the district based on staffing needs.20 This allowed new teachers to be assigned to schools with the greatest
need and gave the local education office the flexibility to move teachers where required. Local governments
need to assess whether teacher distribution across schools is equitable; while it may be difficult to move existing
teachers, it is possible to improve distribution over time by assigning new qualified teachers to schools with the
greatest need.

It is importantto recognize that improvements to the current distribution ofteachers will take time to implement-
but the joint decree, plans for expansion and the expected wave of teacher retirements offer good opportunities
to accelerate these improvements. Government plans for further expansion of secondary education present
opportunities for reassignment across levels.

Improving District Support to Schools

If efficiency gains are realized through improved teacher management, districts could play a stronger
role in supporting schools. By liberating resources from salary spending, districts could support schools
through different channels. In the context of Indonesia's system of significant school-based management, this
could mean providing additional, more equitable funding to schools, as well as stronger management and
technical support.

Funding from districts is still a very small share ofschool budgets --the vast majority of resources reaching
schools come from the central government for civil service teacher salaries, with BOS being a distant
second. On average, primary and junior secondary schools spend short of DR 1.9 million per student on teacher
salaries per year (about USD 200, Figure 23).The BOS amount, which is supposed to cover operational expenses
at the school, is IDR 400,000 on average. The rest of income sources, from district, province and private funding
(parents or donations), total about 7 percent of total school resources - although private funding represents an
insignificant portion of public school budgets, with close to 90 percent of schools reporting no income from
parents and 80 percent of schools receiving no donations. So if we exclude funds for teacher salaries, virtually all
resources at the school level come from BOS, with about 15 per cent from district and provincial governments.

20 Kluyskens and Rawlinson (2008), Improving Efficiency and Equity in Teacher Employment and Deployment.
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Figure 23: Per student amount by sources of income at the school level, 2010
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A potential tool to increase support from districts to schools is the BOS Daerah (BOSDA) program.
In 2009, a survey found that 60 percent of districts provided additional support in the form of BOS Daerah
(BOSDA) - mostly in the form of additional funds per student. Like the national BOS program, the majority of
districts allocate BOSDA to schools based on the number of students enrolled. While the amount provided for
each student differs across districts, it tends to be lower than amounts provided under the BOS program (i.e. an
average of IDR 150,000 compared to between IDR 575,000 and DR 710,000 per student in 2012 of national BOS).
Some local" governments are experimenting with formulas, for example by considering the number of classes
or teachers in determining the size of the allocation.

A simple comparison of performance in BOSDA and non-BOSDA schools shows that these funds matter: BOSDA
schools perform better, both in Mathematics and Bahasa Indonesia. Students in primary schools receiving BOSDA
had higher levels of learning than students in schools that did not receive the grant. On average, students in
schools receiving BOSDA scored 9 and 6 percent higher on tests of Mathematics and Bahasa respectively (Figure
24). This relationship seems to have been driven by decisions made at the school level to use the resources to
provide extra student support and teaching and learning materials, as the spending patterns of schools with
BOSDA and schools without BOSDA are very similar (Figure 25b).

21 The term"Local Government" means either Provincial or District Government,
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Figure 24: Students in primary schools with BOSDA perform better (even after controlling for other factors)
Average test scores for Grade 6 students in Mathematics and Bahasa Indonesia, 2010
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Source: World Bank-Rand School Based Management Survey, 2010

Figure 25: Per student school income and share of expenditure by category for BOSDA and non-BOSDA schools,
2010
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BOSDA has the potential to play a strong role in improving district management by allocating resources
in a more equitable fashion than the national BOS program and by increasing district involvement in
managing schools. Allocating BOSDA using a per-student formula does not take into account the differences in
operating costs schools face due to the particular populations they serve and their locations. Schools in remote
areas serving poor households are likely to require additional resources (e.g. more teaching time, remedial
coaching, etc.) to provide a level of education similar to a school in a wealthier area.The cost of school supplies
can also vary significantly between accessible and more remote areas because of the associated transportation
costs: with the same amount of BOSDA, a school in a remote part of Papua Province will be able to purchase
fewer textbooks and other supplies than a school in Jayapura. BOSDA funds could be allocated in a different
way than national BOS to compensate for these differences (see Box 1 on BOSDA improvement pilot program).
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BOSDA is a promising program: by improving both school funding and district management, it is
associated with better outcomes. However the reasons for its success make expansion a challenge. Since
BOSDA has expanded voluntarily, it is likely that only districts that were ready to supervise and support schools
effectively adopted the program. Making it compulsory may have the effect of diminishing its impact; indeed,
forcing districts that are not ready or capable of administering such a program to implement it may not yield
the same results. It may be better to aim for a slower expansion, incentivizing districts to adopt the program
via various mechanisms: these can include monetary incentives, such as performance-based transfers, or extra
support from the central government to implement the program. If implemented correctly, BOSDA could play a
crucial role in improving district management.

Box 1: The BOSDA improvement pilot program

Recognising the important role BOSDA currently plays and its potential to develop into a performance- and equity-based
grant, the Ministry of Education, with the help of the World Bank, developed a pilot program to support efforts by regional
governments to improve the allocation of BOSDA.

A. Objectives

The BOSDA Improvement Program was initially piloted in two provinces and 12 districts.The main objective was to support
local governments (both Provincial and District Governments) in their efforts to narrow financing inequalities and improve
both the efficiency and effectiveness of education spending.The pilot focused on BOSDA allocations and aimed to:
* Improve current BOSDA allocation criteria to address financing inequalities among schools.
* Create incentives for better school performance and encourage more effective, transparent, and participatory schoo-

based management involving all education stakeholders

Through the experience of working with local governments the pilot also aimed to develop a set of national BOSDA
guidelines that:
* Promote the freedom of local governments to design their own allocation formulas that are feasible to implement,

allow diversity in detail, and promote greater equity.
* Encourage local governments to give each school the discretion to propose, finance, and manage activities responding

to their particular needs and the outcomes desired for their students.

It was expected that through these activities, the pilot would encourage local governments that did not already provide
local school grants to introduce similar programs. Where programs already existed it was expected that the pilot would
encourage governments to raise existing BOSDA allocations.

B. Mechanics

Provinces and districts in the pilot developed a formula-based BSDA with three main components: a basic allocation, an
allocation to address school inequalities and a component to provide additional resources to schools that demonstrated
outstanding performance over the previous school year. The specific criteria and the weighting given to each of these
components depended on the specific characteristics of education in the region and the focus education stakeholders
wanted BOSDAto have. In some cases, more focus and weight was given to equity considerations, while in others a greater
emphasis was placed on performance-based criteria.

I n pilot regions, the process involved in developing a formula-based BOSDA included several steps:
* Introduction of the formula concept to district education stakeholders; identification of potential variables to include;

and data collection to model proposed changes.
* Agreement on a new BOSDA formula by analysing the impact of different formula options on allocations to schools,
" Preparing for implementation by determining the appropriate financial procedures and preparing the necessary

guidelines, including policies on how funds can be spent at the school level.
* Agreeing on an implementation timetable and allocating funds to schools on the basis of the new formula.
* Monitoring and evaluating the implementation of the new formula and revising implementation where necessary.IB 1
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Transfer mechanisms can be effective for incentivizing districts to spend less on teacher hiring and more
on alternative, more productive programs, such as BOSDA. In fact, transfers may be the only tool available to
the central government to ensure these changes occur in a sustainable way. Regulations that attempt to change
district behavior are hard to enforce. Transfers can be used to incentivize districts to adopt successful programs
such as BOSDA; performance-based transfers such as DID (Dana-Insentif Daerah) can be a good channel for this
incentive. If efficiency gains from improvements in teacher management are realized, districts will have more
resources available to spend on other programs. The programs they choose to support will depend, partly, on
the incentives they face, as well as on their technical capacity. Left on their own, high-capacity districts will likely
spend their resources efficiently, while low-capacity districts may encounter difficulties. In both cases, however,
the central government can guide district spending by providing incentives. Providing matching grants for
BOSDA is one potential policy to guide districts; when linked to performance-based transfers, these funds can
provide districts with incentives to expand good programs.

Improving budget planning, transparency and accuntability

In addition to the specific measures above, ensuring accountability and transparency in the planning
and allocation of resources is crucial to improving the quality of spending. As discussed in Section 1,
the 20 percent rule makes the process of holding spending agencies accountable more challenging because
the pressure to show results in support of education budget requests is now absent and managing the large
potential budget windfalls is a challenge. It is thus important to improve education budget reporting, planning
and transparency at the national and, especially, the sub-national level.

Ensuring links between program planning, budgeting and performance is likely to result in better quality
spending. Ministry of Education and Culture (MoEC) has led the way in measuring outcomes, evaluating its
performance and using this information to inform budgeting. Since 2010, MoEC has been actively collaborating
with the Vice President's Office on a program monitoring and evaluation initiative (INPRES 1/2010 Presidential
Decree), managed by UKP4, which reports on improvements in the government's priority programs and
ensures consistency between program planning and implementation. MoEC developed its own unit (UKMP3)
to respond more effectively to UKP4, but as in other countries, linking this information to the budget has been
a longer process. MoEC is one of the pilot ministries involved in the performance-based budgeting initiative run
by the Ministry of Finance and BAPPENAS, and supported by the World Bank and other development partners.
Expanding and improving the current Monitoring and Evaluation (M&E) efforts and moving toward performance-
informed budgeting should allow MoEC to further improve the quality of spending and outcomes.

It is important to improve education budget reporting at the sub-national level. This report mentioned
several problematic areas in current education data reporting, particularly for sub-national data, which lags two
years behind, covers only 70 percent of districts and does not provide basic data breakdowns. Encouraging more
up-to-date, detailed sub-national data reporting (e.g. to include breakdown of salaries by teachers/non-teachers
and by level of education) and providing guidelines on methodology and calcluations to districts and provinces
to ensure consistency is important for improving education budget transparency.

Given constraints and challenges associated with the 20 percent rule, it will be important to develop a
contingency planning strategy for education budget management. As previously discussed, the 20 percent
rule makes the education budget unpredictable, especially since it also applies to the revised budget. Increases
in the state budget automatically lead to increases in the education budget, which complicates budget planning,
especially given that volatile energy subsidies are the Gol's largest budget item. High volatility in the education
budget should be mitigated by better use of the National Education Development Fund, which requires clear
guidelines on its use and a mid-term expenditure framework outlining the proportion of windfalls to be allocated
to the Fund and how and under what scenarios its resources can be used.
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The Political Economy of Reform is an important challenge

Implementing all these reforms will be challenging due to the complex political economy. Reforms
that involve one stakeholder can be relatively easy to implement; expanding BSM or increasing funding for
higher education are relatively straightforward. However, reforms that involve multiple stakeholders can prove
impossible if interests are not aligned. Some policy recommendations, such as improving the use of transfer
mechanisms and increasing performance-based transfers, are largely out of the control of MoEC - falling instead
under the Ministry of Finance and the Ministry of Home Affairs. Such recommendations may have consequences
for many sectors, not only education; balancing incentives and the interests of various stakeholders will be
complex and require improved advocacy and coordination.

The sequencing of reforms is important. Some issues are more pressing or politically sensitive than others.
Teacher management should be dealt with urgently in order to liberate resources and stop the trend of excessive
hiring and uneven teacher distribution. Improving budget planning and transparency are important in the
context of the 20 percent "earmark."These two reforms would set the stage for a more sustainable expansion in
the future. Other reforms may require further reflection and planning -- for example, while increasing spending
on ECD seems desirable, funding sources and a sustainable financing scheme need to be developed.

Even pending notoriously difficult reforms such as adjusting transfer mechanisms, MoEC can still
improve the system significantly. In addition to supporting some strategic programs such as BSM and BOSDA,
MoEC can move to incentivize and assist districts in teacher management through clear guidelines and by
helping districts to implement multigrade teaching and other reforms.

It is time to translate the strong commitment to education into higher quality education. Indonesia is
ready for that qualitative leap. Although it will require the collaboration and coordination of many actors, the
potential gains are plentiful. As Indonesia consolidates as a middle-income country, the presence of a highly-
skilled labor force will be crucial. Improving the quality of education by improving the quality of spending would
be a big step toward ensuring the country is prepared.
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