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FOREWORD FROM THE HEAD OF 
THE FISCAL POLICY AGENCY 

Fiscal decentralization in Indonesia is inseparable from regional autonomy, marked by the enactment 
of Law Number 22 of 1999 on Regional Government. Law Number 25 of 1999 on Financial Balance 
between the Central and Local Government is the legal basis of fiscal decentralization implementation 
in Indonesia. The presence of the law brings hope of improving people’s lives through implementing 
maximum public services and increasing welfare, empowerment, and community participation in the 
region.

As a manifestation of the Government’s commitment to implementing fiscal decentralization, 
the Central Government has allocated funding sources for regions in the APBN through transfer 
spending to areas in the context of implementing the functions under the authority of the regions as 
regulated by laws and regulations. In addition, local governments are also given the authority to collect 
sources of own-source revenue, especially regional taxes and retributions (PDRD), and improve their 
governance. The Regional Government, as an autonomous region, has the authority to manage the 
Regional Budget (APBD) in the context of providing optimal public services for the community in the 
region to realize the welfare of all Indonesian people.

The implementation of fiscal decentralization, which launched in 2001, became one of the most 
significant budget policies in Indonesia and it was marked by the allocation of transfer funds to 
the regions in the APBN that significantly increase to 145.06% compared to 2000. Furthermore, 
along with the increase in transfer funds to the regions, the Government continues to improve the 
implementation of fiscal decentralization at various regulation levels. Until 2020, Indonesia’s fiscal 
decentralization policy has been running for two decades and has made much progress. However, the 
evaluation results indicate that the policy implementation quality still needs improvement. The various 
obstacles faced, and the diverse characteristics of Indonesia’s regions are challenges in formulating an 
appropriate fiscal decentralization policy for all regions in Indonesia.
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Jakarta, January 2022

Head of the Fiscal Policy 
Agency

Febrio Nathan Kacaribu

The issuance of Law Number 1 of 2022 on Financial Relations between the Central Government 
and Regional Governments on January 5, 2022, is momentum for reforming fiscal decentralization 
policies to improve its quality to be more equitable, transparent, accountable, and performance 
oriented in achieving equitable distribution of community welfare. The fiscal decentralization policy 
is implemented by strengthening the regional taxation system, minimizing vertical and horizontal 
inequalities, improving the quality of regional expenditures, and harmonizing central and regional 
expenditures.

The book Two Decades of Fiscal Decentralization Implementation in Indonesia provides a 
comprehensive overview of the fiscal decentralization journey in Indonesia from 2001 to 2020, 
covering: the management of transfer funds, regional budget (APBD) management, central and 
regional expenditure harmonization, inter-regional fiscal cooperation, and impact analysis of fiscal 
decentralization on economic, social, and public service development achievements. In addition, 
the various policies serve as important lessons on continually making efforts toward equalizing the 
distribution of general welfare throughout the Unitary State of the Republic of Indonesia.

We hope that this book will increase knowledge and become a reference for improving fiscal 
decentralization policies in Indonesia in the future. Enjoy reading this book!
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As the world’s fourth most populous country with diverse cultures covering a vast geographic area, 
Indonesia must manage regional resources efficiently and effectively to improve public services 
delivery. Fiscal decentralization strengthens regional governance in provinces, districts, and cities.  

Over the past two decades, Indonesia‘s economy has endured challenging yet hopeful times. Indonesia 
has implemented many important breakthroughs including a fiscal decentralization reform, leading to 
greater regional autonomy. Indonesia’s fiscal decentralization is acknowledged globally as an example 
of how a country can make regional autonomy work.  

As Indonesia‘s development partner of more than 70 years, the United States Agency for International 
Development (USAID) is proud to have supported Indonesia to formulate and strengthen policies 
on fiscal decentralization. USAID is pleased to collaborate with the Fiscal Policy Agency (BKF) in 
the Ministry of Finance, to publish this report, entitled “Two Decades of Fiscal Decentralization 
Implementation in Indonesia.”  

This report outlines milestones in implementing fiscal decentralization from 2001 to 2020.  It 
documents and analyzes fiscal decentralization regulation, intergovernmental fiscal management, 
development indicators, and lists valuable recommendations to improve fiscal decentralization policy.  

On behalf of the American people, I would like to thank BKF, particularly the Center for State Budget 
Policy, and everyone who has reviewed and provided feedback to this report. We hope this report 
will be useful to policy makers, academics, and Indonesians in general as they continue to improve 
fiscal decentralization policy for the wellbeing of all Indonesians.  

FOREWORD FROM MISSION 
DIRECTOR USAID INDONESIA
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Jakarta, December 2021
Mission Director USAID 

Indonesia

Jeffery P. Cohen

Since 2020, USAID has helped the Government of Indonesia strengthen public financial management 
and improve the business climate to boost economic growth. With USAID support, the Ministry of 
Finance trained government officials in budgeting to allocate public funds in an accountable, data-
driven manner and improve the quality of public services. We are committed to continue our strong 
development partnership with the Government of Indonesia to accelerate economic recovery caused 
by the COVID-19 pandemic and benefit our two nations.
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The implementation of regional autonomy and fiscal decentralization, which began in 2001, was 
marked by the enactment of Law Number 22 of 1999 on Regional Government and Law Number 
25 of 1999 on Financial Balance between Central and Regional Governments. Considering the 
development of the state administration and the demands for wider regional autonomy,  Law Number 
22 of 1999 has undergone two amendments: Law Number 32 of 2004 and Law Number 23 of 2014. 
Meanwhile, Law Number 25 of 1999, which marks the beginning of fiscal decentralization reform, has 
only undergone one amendment: Law Number 33 of 2004 on Financial Balance between the Central 
Government and Regional Governments. Further, after careful analysis and consideration, Parliament 
ratified the Bill on Financial Relations between the Central Government and Regional Governments 
(RUU HKPD), which is a revision of Law Number 33 of 2004 and Law Number 28 of 2009, as law in 
the Plenary Session of the Indonesian Parliament on December 7, 2021.

Since 2001, the Government of Indonesia has increased APBN transfer funds significantly, namely by 
145.06% from IDR 33.07 trillion (2000) to IDR 81.05 trillion (2001). Over the past two decades, the 
amount of transfer funds continued to increase, from IDR 81.05 trillion (2001) to IDR 812.97 trillion 
(2019), but decreased slightly in 2020 to IDR 762.54 trillion as a result of the COVID-19 pandemic. 
Through the transfer of funds, the fiscal gaps between the central and regional governments (vertical 
gap) and between regional governments (horizontal gap) are expected to reduce, to accelerate 
development and improve community welfare in the regions.

APBN transfer funds have become the main source of revenue for each regional budget (APBD), 
which over the past two decades was an average of 72.88% of total regional revenue. In addition, 
the role of local own-source revenue (PAD) as a source of regional revenue continues to increase, 
as indicated by an increase in the ratio of PAD to total regional revenue from 14.69% (2001) to 
23.67% (2020). The positive development of PAD is expected to motivate the regions to increase 

FOREWORD FROM THE HEAD OF 
THE STATE BUDGET POLICY CENTER

Two Decades of Fiscal Decentralization Implementation in Indonesia vii



their capacity to explore the potential of their own regional revenues. However, managing APBD 
expenditures and financing is an important factor in the effective and efficient use of resources. 
Local governments must continue to improve their ability to manage APBD as a fiscal instrument to 
implement regional development and improvethe welfare of the people.

After implementing fiscal decentralization for two decades, we understand the importance of 
documenting this implementation policy. Alhamdulillah, we express our praise and gratitude to God 
Almighty for all His graces and gifts so we can complete Two Decades of Fiscal Decentralization 
Implementation in Indonesia as planned. We would like to thank the United States Agency for 
International Development Economic Growth Support Activity (USAID EGSA) team for their 
collaboration and cooperation in preparing this book. Our thanks and appreciation also go to the 
author team and all parties who have contributed to the fiscal decentralization study and this book. 
We also express our gratitude and appreciation to Professor Candra Fajri Ananda, our esteemed 
discussion partner from the beginning of the book until its completion.

Because of the limitations in presenting the contents of this book, we are open to criticism and 
constructive suggestions for improvement. We hope that this book can be useful for stakeholders, 
policymakers, local governments, academics, and the wider community to enrich literacy on 
implementing fiscal decentralization and to improve the quality of fiscal decentralization in Indonesia 
in the future.

Jakarta, December 2021

Head of the State Budget Policy Center
Ministry of Finance Republic of Indonesia

 

  

 

 Ubaidi Socheh Hamidi
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EXECUTIVE SUMMARY

Fiscal decentralization in Indonesia has come a long way in the past two decades. The milestone for 
implementing fiscal decentralization in Indonesia began with the establishment of Law Number 22 of 
1999 on Regional Government and Law Number 25 of 1999 on Financial Balance between Central 
and Regional Governments. The enactment of the two laws was marked as the “Big Bang” of fiscal 
decentralization in Indonesia, which started a new era of regional autonomy by delegating regions 
with the authority to manage their fiscal budgets, both in terms of revenues and expenditures. Fiscal 
decentralization in Indonesia places emphasis on granting local governments discretion on expenditures 
in accordance with regional needs and priorities, while the revenue is still largely controlled by the 
central government to ensure national and state integrity. Nevertheless, the regional government has 
the authority to explore sources of local own-source revenue (PAD) as regulated by law.

Fiscal decentralization implementation in Indonesia began in 2001 when transfer funds from the 
central government to the sub-national government increased 145.06%, from IDR 33.07 trillion (2000) 
to IDR 81.05 trillion (2001). Over the past two decades, the amount of transfer funds increased 
significantly from IDR 81.05 trillion (2001) to IDR 812.97 trillion (2019) but decreased slightly to 
IDR 762.54 trillion in 2020 due to the COVID-19 pandemic. On average, transfer funds in the state 
budget (APBN) have increased 13.03% per year over two decades. The increasing amount of transfer 
funds over the past two decades was also followed by a policy for APBN posture transformation and 
transfer reformulation as an effort to refine the function of each type of transfer and improve transfer 
management.

The General Allocation Fund (DAU) formula that includes the salaries of regional civil servants 
(PNSD) as a variable in the basic allocation has the potential to cause over-recruitment of PNSD. The 
relationship between the DAU and personnel expenditure shows an increasingly strong correlation 
as indicated by a correlation coefficient of 0.741 (2001) to 0.882 (2020). However, the Revenue 
Sharing Fund (DBH) transfers based on the current year’s actual revenue creates uncertainty in 
regional revenues, causing changes in the amount of regional revenues and affecting regional budgets. 
Mapping the DBH and PAD in 2020 by four quadrants shows that the majority of regions (73%) 
are within the quadrant with low DBH and low PAD, which indicates that the fiscal capacity of most 
regions is still low.

The role of  Physical Special  Allocation Funds (DAK) in financing regional infrastructure development 
and supporting the achievement of national priorities has been significant,  especially with the 
implementation of a proposal-based mechanism to determine allocation since 2016 and the 
improvement of the planning system using the Collaborative Planning and Budget Performance 
Information (KRISNA) application to improve the harmonization of central and regional development 
planning since 2019. Meanwhile, the allocation of non-physical DAK is still challenging because data 
accuracy is an issue. In addition, determining the right instrument to measure the performance of non-
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physical DAK is also an issue considering that it measures financing operational activities that support 
providing more optimal public services. Therefore, the current non-physical DAK performance 
indicators are based on disbursement performance and its realization rather than output and outcome.

The Special Autonomy Fund (Dana Otsus) for Papua and West Papua, implemented over the past 
20 years, has yet to achieve its allocation goal. Education and health indicators are still lagging (below 
the national average) despite improvements since they were introduced 20 years ago. On the other 
hand, using the Papua and West Papua Special Autonomy Fundsis still challenging in public financial 
management accountability. Improving the Papua and West Papua Special Autonomy Fund policies 
(allocation formulas and governance mechanisms) as well as extending the allocation period by 
20 years as regulated in Law Number 2 of 2001 are both expected to improve public financial 
management performance and accountability.  The Aceh Special Autonomy Fund, allocated since 2008, 
has encouraged the increase in PAD from 3.91% (2008) to 8.52% (2020) of total revenue. However, 
the Aceh Special Autonomy Fund faces challenges, such as in distribution between provinces, districts, 
and municipalities and in transparency and accountability of its usage. According to Law Number 11 
of 2006, the allocation of the Aceh Special Autonomy Fund will be 1% of the national DAU ceiling 
for 2023–2027.

The Privileges Funds for DI Yogyakarta increased very significantly from IDR 115.7 billion (2013) 
to IDR 1.32 trillion (2020), with an average growth of 56.29% per year. Thus far, the local sub-
national government has been using the fund in accordance with its objectives, primarily for cultural 
affairs (51.24%) and spatial planning (45.51%). The challenge of this fund is that the sub-national 
government needs to have a “grand utilization design” so fund use can be more focused and optimal. 
The amount of Local Incentive Funds (DID) continues to increase, followed by an increase in recipient 
areas. Over 10 years, the amount of DID has increased from IDR 1.39 trillion (2010) to IDR 13.50 
trillion (2020). In 2020, the government allocated an additional IDR 5 trillion of DID for COVID-19 
pandemic countermeasures. The number of DID recipients also increased from 57 regions (2010) to 
416 regions (2020). However, DID needs to increase its role as an incentive, which will then motivate 
regions to improve their performance.

The Village Fund has increased from IDR 20.8 trillion (2015) to IDR 72.0 trillion (2020). The Village 
Fund has consistently had high realization rates, reaching over 99.3% every year. The Village Fund’s 
performance indicators are village-status changes based on the Village Development Index (IDM). In 
2020, developing villages increased by 78% (22,522 to 40,035 villages), developed villages increased by 
233% (3,576 to 11,917 villages), and independent villages increased by 906% (173 to 1,741 villages). 
However, when using the Village Fund, governments face challenges in creating a more equitable 
distribution formula, increasing village readiness in terms of quantity and quality of the apparatus as well 
as the quality and intensity of village assistance, and synergizing village-based program implementation 
in terms of funding and types of activities.
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In addition to transfer funds, fiscal decentralization is also related to the regional budget’s (APBD) role 
as the basis of regional development budgeting initiatives. Managing the APBD’s performance greatly 
affects the achievement of regional development. The regions’ main source of revenue over the past 
two decades was from intergovernmental transfers (transfer funds from the APBN) that contributed 
to 66.81% on average of total regional revenues annually. However, the regions’ dependency on 
transfer funds experienced a downward trend in line with the increase in PAD, especially with the 
regional tax base expansion and various regional efforts to optimize PAD. Total PAD amounted to IDR 
15.16 trillion in 2001, continued to increase to IDR 293.66 trillion in 2019, and slightly decreased to 
IDR 264.07 trillion in 2020 due to a decline in regional economic activity as a result of the COVID-19 
pandemic. The largest portion of regional expenditure is personnel expenditure; however, this amount 
has significantly decreased from 70.13% (2001) to 33.27% (2020) of total expenditure. Expenditures 
for goods and services show an increasing trend, while capital expenditure, which provides a multiplier 
effect for the regional economy and benefits the community, is still low at 21.03%.

Average regional spending on education has reached over 20%, although there are some regions that 
have not fulfilled the 20% mandatory expenditure target. In 2020, 94 districts/cities and two provinces 
(North Kalimantan at 18.17% and Papua at 19.13%) have not fulfilled the requirements. In the era 
of implementing fiscal decentralization, performance in the education sector has improved; however, 
Indonesia continues to face some challenges. Among others, Indonesia’s Programme for International 
Student Assessment (PISA) score decreased from 1,185 points (2015) to 1,146 points (2018). In 
addition, the Statistic National Agency (2020) reported that 75% of classrooms are in the state of 
minor, moderately, or severely damaged conditions. Regional expenditure on health at the district/city 
level has exceeded the mandatory 10%, while at the provincial level it has averaged 8.67% over the 
past two decades. According to the Nuclear Threat Initiative report by the Johns Hopkins Center for 
Health Security, Indonesia ranked 4th in Southeast Asia after Thailand, Malaysia, and Singapore, and for 
the 2019 Global Health Index, Indonesia ranked 30th out of 195 countries in the world.

Regional expenditure on infrastructure is still relatively low at all levels of sub-national government. 
The lowest average infrastructure expenditure at the provincial level during the last two decades 
was West Java (3.25%), while the highest was DKI Jakarta (16.70%). Meanwhile, at the district and 
city levels, the lowest was Temanggung District (4.12%) and Sukabumi City (5.66%), while the 
highest was Penukal Abab Lematang Illir District (33.26%) and Samarinda City (26.35%). The Global 
Competitiveness Report (GCR) released by the World Economic Forum (WEF) ranked Indonesia 
40th out of 63 countries in 2020, a decline from 2019 due to its low ranking in the business efficiency 
and infrastructure technology sub-factors.

Fiscal decentralization, supported by continuous efforts to strengthen planning and budgeting systems, 
improved the harmonization of central and regional expenditures as it created a clearer division 
of government affairs between the central and the local government. However, the potential for 
expenditure to overlap and misalign between the central and the local governments has not been 
eliminated, as the understanding of how affairs have been divided between government levels may vary. 
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Misalignment can also occur in the planning and budgeting processes between levels of government. 
In addition, the similar timeline of the APBN and APBD budgeting stages can also cause APBN and 
APBD policies to be inconsistent.

The government has implemented fiscal cooperation practices in various forms to provide regions 
opportunities to accelerate the fulfillment of basic public services. However, many regions still have 
not used this fiscal cooperation scheme for various reasons, including not understanding the fiscal 
cooperation mechanism, a lack of communication, and the selection of suitable programs/projects for 
cooperation.

The regional economic development and welfare indicators in the era of fiscal decentralization 
have shown improvement, although regional disparities persist. The gross regional domestic product 
(GRDP) per capita has increased considerably from IDR 8.83 million in 2002 to IDR 56.94 million in 
2020. However, the disparity of GRDP per capita continues to widen at the provincial level between 
the highest (DKI Jakarta) and lowest (East Nusa Tenggara, NTT).

During fiscal decentralization implementation, the poverty rate fluctuates but tends to decline, 
from 18.20% (2002) to 9.22% (2019). However, it increased to 10.19% in 2020 as a result of the 
COVID-19 pandemic. Overall, the poverty rate’s declining trend is more moderate compared to the 
era before implementing fiscal decentralization. Nevertheless, the disparity in poverty levels between 
regions continues to decrease. Papua Province had the highest poverty rates in 2002 (41.80%) and 
experienced significant improvement in 2020 (26.80%). Meanwhile, the area with the lowest poverty 
rate was DKI Jakarta Province (3.42%) in 2002 and Bali Province (4.45%) in 2020.

The Human Development Index (HDI) shows Indonesia improved during fiscal decentralization 
implementation, from 65.80 (2002) to 71.94 (2020); however, regional disparities persist. DKI Jakarta 
Province had the highest HDI in 2002 at 75.6, which increased to 80.77 in 2020. Nusa Tenggara Barat 
Province (57.8) had the lowest HDI in 2002, while Papua Province (60.44) had the lowest HDI in 
2020. Meanwhile, the inequality of income distribution fluctuates but has increased from 0.34 (2002) 
to 0.39 (2020). The Gini Ratio between different regions also shows significant variations, from the 
highest Gini Ratio in DI Yogyakarta Province (0.44) and the lowest in Bangka Belitung Province (0.26) 
in 2020.

The evaluation of fiscal decentralization implementation in Indonesia over the past two decades (2001–
2020) resulted in many recommendations and several policy suggestions. The main recommendation 
is that using fiscal decentralization as a fiscal instrument to improve the quality of public services and 
improve people’s welfare must be continuously strengthened by improving the quality of fiscal relations 
between the central government and local governments. Improvements can be made through more 
transparent and accountable practices to increase the effectiveness and efficiency of fiscal resource 
management between the central government and the regions.
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Policy suggestions to improve the quality of fiscal relations between the central government and 
sub-national governments included: First, improving transfer fund management to minimize financial 
capacity disparities between levels of government (vertical) and between regions (horizontal) and 
encourage improvements in the quality of regional expenditure.

This suggestion can be implemented by, among others: a) revising the DBH allocation policy to 
use the previous year’s revenue realization as basis to calculate the current year’s allocation to 
provide more budgetcertainty to regional governments; b) introducing an earmarking policy for DBH 
allocation that encourages improvements in regional expenditure while still considering the condition 
of the local fiscal space, therefore preserving the decentralization principle that provides regional 
governments with discretion in expenditure management; c) revising DAU allocation to incentivize 
regions to increase their regional revenues (unlike the current tendency of DAU disincentivizing 
regional revenue collection, resulting in the regions’ reluctancy to explore their PAD potential) and 
encourage improvements in the quality public services in the regions; d) reformulating DAU to 
be more effective and efficient without creating the potential for over-recruitment of PNSD; e) 
improving DAK management, both physical and non-physical, so that DAK is more in line with national 
priorities, is more accountable, and emphasizes the performance-based principle to produce quality 
outputs and sustainable benefits; f) strengthening the management of the Special Autonomy Fund 
and the Privileges Fund to be more transparent and accountable so transfers create greater benefits 
for the community. In addition, the asymmetric funding support due to certain regions’ specificity 
and privileges should be able to accelerate development in those regions; g) improving the role of 
DID as an appreciation instrument for local government performance through refocusing the local 
government performance appraisal criteria to reflect the quality of regional financial management and 
public services, increasing the validity of data and information used in the assessment, and utilizing an 
integrated information system to improve the effectiveness, governance, and accountability of DID; 
and h) improving the management of the Village Fund to further improve the village community’s 
quality of life by strengthening the capacity of the village apparatus and the quality of village assistance 
programs, strengthening the synergies and coordination of all relevant stakeholders, and streamlining 
regulations to simplify, yet maintain, implementation accountability in the village.

Second, future fiscal decentralization should strengthen local taxing power while continuing to 
encourage investment, ease doing business, and contribute positively to economic development in 
the regions. Regions can achieve optimal tax collection if they can project potential revenues properly, 
improve the quality and capacity of human resources for tax management, and improve citizens’ 
awareness as taxpayers.

Third, regional expenditures, which personnel expenditures have dominated thus far, should be 
directed toward optimal public service delivery and reallocated to productive expenditures that can 
benefit a multiplier effect on the economy. The discretionary expenditure management granted to 
regional governments within the fiscal decentralization framework must be implemented in a more 
responsible and transparent manner.
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Fourth, sub-national public financial management needs to be improved, particularly in terms of 
the planning stage. The surplus budget calculation (SiLPA) is substantial and, therefore, requires a 
regulatory basis for use by clarifying the rules regarding using SiLPA to cover budget deficit, both in 
terms of the amount and purpose of its allocation. Moreover, regions need to be encouraged to take 
advantage of regional financing instruments, especially regional loans, to accelerate development in 
the region.

Fifth, the harmonization of fiscal policy between the central government and regional governments 
needs to increase to accelerate the realization of development objectives. In addition, it is necessary to 
strengthen staff understanding at various government levels on the importance of fiscal cooperation 
to accelerate basic public service fulfillment. Good policy harmonization supported by strong fiscal 
cooperation will enable significant and quality basic public services.

Sixth, for the above-mentioned policies, every stage of policy formulation—from planning to 
implementation, supervision, monitoring, and evaluation—must be carried out in a sustainable manner. 
The results of supervision, monitoring, and evaluation will define the performance of the policy’s 
implementation (evidence-based) and be used as a basis for improving future policies. Supervision, 
monitoring, and evaluation should be carried out not only by specific parties assigned with the 
authority and responsibility of each task, but also by all levels of society as a form of control over the 
implementation of development initiatives

xiv



LIST OF ABBREVIATIONS AND ACRONYMS

AD Basic Allocation
ADD Village Fund Allocation
Adminduk Population Administration
AF Allocation Formula
AK Performance Allocation
APBD Regional Budget
APBDes Village Budget
APBN State Budget
ARMM Autonomous Region of Muslim Mindanao
BBNKB Motor Vehicle Ownership Transfer Fee
BC Budget Constraints
BKSP Development Cooperation Agency
BLUD Regional Public Service Agency
BOK Health Operational Assistance
BOKB Family Planning Operational Assistance
BOP PAUD Operational Assistance for the Implementation of Early Childhood Education
BOS School Operational Assistance
BPD Village Consultative Body
BPHTB Duty on Acquisition of Right on Land and Building
BPK Supreme Audit Board
BUMD Local Government-Owned Enterprises
BUMDes Village-Owned Enterprises
BUMN State-Owned Enterprises
BVPI Best Value Performance Indicators
CHT Tobacco Products Excise
COAG Council of Australian Governments
CONFAZ National Council for Farm Policy 
CPA Comprehensive Performance Assessment
CRC Independent Reform Council 
DAK Fisik Physical Special Allocation Fund
DAK Nonfisik Non-Physical Special Allocation Fund
DAK Special Allocation Fund
Dana Otsus Special Autonomy Fund
Daper Intergovernmental Transfer
DAU General Allocation Fund
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DBH Revenue Sharing Fund
DfES Department for Education and Skills
DID Local Incentive Funds
DIY Special Region of Yogyakarta
DJBC Directorate General of Customs and Excise
DMM Demand by Multiple Municipalities
DPPKAD Department of Regional Financial Management Revenue and Asset
DPRD Regional House of Representatives
DPRP Papuan House of Representatives
DR Reforestation Fund
DSCR Debt Service Coverage Ratio
DSM Demand by Single Municipality
DTI Infrastructure Additional Fund
DTK Special Transfer Fund
DTU General Transfer Fund
EPPD Evaluation of the Implementation of Regional Governance
GCR Global Competitiveness Report
GER Gross Enrollment Rate
GRDP Gross Regional Domestic Product
HDI Human Development Index
HLS Expected Length of Schooling
HPS Owner Estimate
HST Harmonized Sales Tax
IDM Developing Villages Index
IFC Intergovernmental Fiscal Cooperation
IHPH Forest Concession Rights Fee
IKK Construction Cost Index
IMC Inter-Municipal Cooperation
IMR Infant Mortality Rate
INPRES Presidential Instruction
IRA Internal Revenue Allocation
ITF Intermediate Treatment Facility
JJLS Southern Coast Road
JKN National Health Insurance
JKRA Aceh People’s Health Insurance
KPJMD Regional Medium-Term Expenditure Framework
KRISNA Collaborative Planning and Budget Performance Information
KSDD Regional Cooperation with Other Regions
KSDLL Regional Cooperation with Foreign Institutions
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KSDPK Regional Cooperation with Third Parties
KSDPL Regional Cooperation with Regional Governments Abroad
KSWP Taxpayer Status Confirmation
LE Life Expectancy
LHP Inspection Result Report
LKB Bank Financial Institution
LKBB Non-Bank Financial Institution
LKPD Local Government Financial Report
LKPP Central Government Financial Report
LLPDS Other Legitimate Regional Revenue
LPPD Local Government Implementation Report
MOPAS Ministry of Public Administration and Safety
MOSF Ministry of Strategy and Finance
MRP Papuan People’s Assembly
MSS Minimum Service Standards
MTEF Medium-Term Expenditure Framework
Musrenbang Development Plan Deliberation
NIK National Identity Number
NJOP Tax Object Sale Value
NK Budget Statement
NPWP Taxpayer Identification Number
NPWPD Regional Taxpayer Identification Number
NZT Land Zone Value
Ofsted Office for Standards in Education
OMB Office of Management and Budget
OPD Regional Apparatus Organization
OSEG Ottawa Sports and Entertainment Group
P2D2 Local Government and Decentralization Project
PAD Local Own-Source Revenue
PBB Property and Building Tax
PBBKB Motor Vehicle Fuel Tax
PBB-P2 Urban and Rural Property and Building Tax
PBJP Public Procurement of Goods and Services
PDN Net Domestic Revenue
PDRD Regional Taxes and Retributions
PEN National Economic Recovery
Perdasus Special Regional Regulation
PISA Programme for International Student Assessment
PKB Motor Vehicle Tax

Two Decades of Fiscal Decentralization Implementation in Indonesia xvii



PNBP Non-State Tax Revenue
PNSD Regional Civil Servants
PP Government Regulation
PPJ Street Lighting Tax
PPP Public-Private Partnership
PPPK Government Employees with Employment Agreements
PSDH Forest Resources Provision
PUPR Ministry of Public Works and Housing
RAB Budget Plan
REPELITA Five-Year Development Plan
RKD Village Cash Account
RKPD Local Government Work Plan
RKUD Regional General Treasury Account
RKUN State General Treasury Account
RLS Average Length of Schooling
RMSPE Root Mean Square Percentage Error
RPJMD Regional Medium-Term Development Plan
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The “Big Bang” of fiscal decentralization 
in Indonesia began in 2001, giving the 
Government of Indonesia hope for 

accelerating development and in increasing 
the welfare of Indonesian society…  

PART I INSIGHT 
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CHAPTER 1
A BRIEF HISTORY ON THE DEVELOPMENT OF 
FISCAL DECENTRALIZATION IN INDONESIA

Indonesia entered an era of regional autonomy after enacting Law Number 5 of 1974 on Principles 
of Regional Government, which superseded Law Number 18 of 1965 on Principles of Regional 
Government. Law Number 5 of 1974 gave regional governments the authority to implement regional 
autonomy and the responsibility to implement regional development. The consequences of regional 
autonomy are handover, delegation, and the division of tasks between the central and regional 
governments based on the principles of decentralization, deconcentration, and co-administration. 
However, during this time, regional autonomy did not occur as expected because the central 
government highly regulated development planning and implementation in the regions. 

Literature about decentralization explains the concept from both the positive and negative 
perspectives. From the positive perspective, decentralization is considered one of the strategies to 
improve public sector efficiency, enhance good governance, and increase government accountability. 
These improvements are possible because local government is perceived to have better knowledge 
of the needs of its people. Decentralization is believed to be both a policy and solution to economic 
and political problems (Bahl and Linn, 1992; Gramlich, 1993). In addition, decentralization can be 
used as a way to boost regional economic development performance as well as reduce poverty and 
inequality between regions (Akai and Sakata, 2002; Akai et al., 2003; Galasso and Ravallion, 2005). 

From the negative perspective, decentralization is not an appropriate policy to be applied in regions 
with poor local government institutional capacity and limited budget capacity to accommodate societal 
preferences (West and Wong, 1995; Prud’homme, 1995; Ravallion, 1998). Further, Prud’homme 
(1995), Ravallion (1998), Tanzi (2001), and Azfar and Livingston (2002) suggest that decentralization 
tends to increase costs and opportunities for corruption and abuse of power, reduce the efficiency of 
government services, distort the economy, and lead to wider regional disparity and macroeconomic 
instability. 

After the fall of the New Order era in 1998, the demands for democracy and the turmoil of reform 
resulted in the need to increase the role of the regions and empower people on a larger scale. The 
government responded to this demand by enacting Law Number 22 of 1999 on Regional Government 
and Law Number 25 of 1999 on Fiscal Balance between Central and Regional Governments. These two 
laws started a new era of regional autonomy as the central government transferred more authority to 
the regions as well as financial management, infrastructure, and human resources. Transferring revenue 
sources and financial management to the regions so they could implement regional development 
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within the decentralization framework as regulated in the two above-mentioned laws marked the 
“Big Bang” of fiscal decentralization implementation in Indonesia. 

By 2020, Indonesia had implemented fiscal decentralization for two decades. Various studies on 
the  fiscal decentralization in Indonesia produced several important findings from both positive and 
negative perspectives. The study by Suwanan and Sulistiani (2009) that used dynamic panel analysis 
in 33 provinces for the period of 2001–2008 showed that a high degree of fiscal decentralization 
has a positive effect on improving disparities between regions; however, this does not apply for 
countries with limited resources. Setiawan and Aritonang (2019) study using spatial regression analysis 
of district/city data for 2008–2011 showed that fiscal decentralization has a positive and significant 
impact on the economy. On the other hand, regions with good economic performance created 
spatial dependency with their surrounding regions. Ginting et al. (2019) conducted a study using 
regression and quadrant analysis for panel data of districts/cities for 2013–2018 and correlated fiscal 
decentralization with economic growth. The results showed that fiscal decentralization has a positive 
and significant impact on economic growth in all quadrants. However, the relatively low regression 
coefficient on the fiscal decentralization variable indicated that increasing regional economic growth 
could not rely solely on fiscal decentralization. 

Various studies that documented the dynamics journey of fiscal decentralization implementation in 
Indonesia in the last two decades presented important lessons learned for the central and regional 
governments as well as the wider community in continuing to strive to create a just, prosperous, and 
equitable society throughout the nation. The government continues to carry out monitoring and 
evaluation to measure the status and quality of decentralization policies, identify challenges, and assess 
their impact on public services and public welfare. In addition, the central and regional governments 
also continue to make improvements to the policies enacted at various levels of regulation as the legal 
basis for implementing fiscal decentralization. 

1.1.

Framework of Fiscal Decentralization Theory

The implementation of fiscal decentralization and its impact on the economy can be explained by the 
theoretical framework of fiscal federalism. There are two theoretical perspectives in fiscal federalism, 
namely traditional theories (first generation theories) and new perspective theories (second 
generation theories). The first generation theories were pioneered by Samuelson (1954, 1955) on 
the nature of public goods, Musgrave (1959) on the role of public finance in government intervention, 
and Arrow and Lind (1970) on the role of the public and private sectors. Meanwhile, the second 
generation theories were developed by Musgrave (1959) and Oates (1972). 
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The first generation theories emphasize two aspects about the advantages of decentralization. First, 
knowledge in society. Hayek (1945) suggested that a decentralized decision-making process will be 
more efficient due to information availability because local governments are closer to society. In 
the context of public finance, local governments have access to better information than the central 
government, which enables local governments to make more efficient decision-making regarding 
the provision of goods and services, also known as allocation efficiency. Second, the competition 
between local governments differs in the allocation of public expenditure. Tiebout (1956) explained 
that competition between local governments allows the public to choose from a variety of public 
goods and services that suit their needs. This condition will not occur if the provision of public goods 
is carried out by the central government in a uniform manner. Therefore, local governments are 
expected to be more capable to cater to the local community’s preferences and needs for public 
services by using local resources (self-financing). 

The second generation theories developed by Musgrave (1959) and Oates (1972) emphasize the 
importance of dividing authority in managing revenue and expenditure between different levels of 
government. These theories suggest that the behavior of local governments is influenced by the 
implementation of fiscal decentralization. If the central government is given a limited role in managing 
development implementation in the regions, then the regional government will have greater authority 
in managing the regional economy. To harmonize the interests of local government and regional 
economic prosperity, second generation theories emphasize two mechanisms: vertical interaction 
between levels of government and horizontal interaction between local governments (Darmawan, 
2014). 

Litvack and Seddon (1998) provided three approaches as the basis for implementing fiscal 
decentralization: (i) the revenue approach, (ii) the expenditure approach, and (iii) the comprehensive 
approach. First, the revenue approach means that the central government delegates authority to 
local governments to explore revenue sources in the regions according to predetermined provisions, 
and local governments receive a certain proportion of the central government’s revenues originated 
from the regions. In addition, to overcome the potential gap in revenue between regions, the central 
government can also provide general and specific fund transfers as sources of regional revenue. 

Second, the expenditure approach means that local governments are given the authority to manage 
regional expenditures that are partially or wholly financed by revenue sources beyond the locally 
generated revenues (own-source revenue). The revenues can be in the form of loans, grants, or 
revenue sharing. The expenditure approach is closely related to the regional financial management 
system. A good system will increase the efficiency and effectiveness using all sources of regional 
revenue. Thus, local governments need to prepare expenditure financing plans that follow regional 
needs and priorities in a transparent and accountable manner. Third, in the comprehensive approach, 
authority for both revenue and expenditure is delegated to the regions. The central government will 
cover the discrepancy between potential revenue and expenditure responsibilities assigned to the 
regions through grants or loans. 
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Fiscal decentralization aims to achieve at least two main objectives, namely to achieve vertical and 
horizontal fiscal equity (Jun, 1997; Martinez-Vazquez and Boex, 2001). Vertical fiscal equity is the state 
of fiscal equity between the central and regional governments, while horizontal fiscal equity is the 
equity between autonomous regions. Fiscal imbalance occurs due to gaps between fiscal capacity and 
fiscal needs. Fiscal capacity affects a region’s ability to generate revenues, while fiscal needs refer to 
resources needed to provide public services, which is determined by factors such as population age 
distribution, geographical and climatic conditions, and poverty and unemployment indices. 

In general, the condition of fiscal capacity and the condition of fiscal needs both determine fiscal 
equity. Thus, a special formula is needed for inter-regional fiscal equity that is designed in such a way 
that the regions’ rights are not neglected. Mistakes in applying the fiscal equalization formula may 
lead to the fiscal rights of certain regions being overlooked while the fiscal rights of other regions 
are given more attention or benefit. Fiscal equity can be achieved through a fiscal transfer system 
between levels of government and/or between regions. Regardless the methods or formulas used to 
determine fiscal transfer allocation, the goal is to have an effective system. One of the characteristics 
of an efficient transfer system is fairness: the amount of fiscal transfer is positively related to regional 
fiscal needs and inversely related to regional fiscal capacity (Jun, 1997). 

Several methods can determine the allocation of fiscal transfer to achieve fiscal equality. According to 
Bird and Vaillancourt (2000), these include: (i) the central government can use ad hoc that is based 
on the central government’s interests or political considerations; (ii) the central government can use 
per capita fiscal equity rules as the basis for allocating funds to eligible local governments; and (iii) the 
central government can use a more explicit and complex formula. 

The division of authority between the central government and local governments is influenced by 
the differences in budget management capacities. For example, the central government has almost 
absolute authority in using the budget for redistribution and stabilization purposes, while the regions 
have limited capacity in influencing employment rates and prices because they do not have access 
to finances and have limited economic openness (Oates, 2005). Therefore, the central government 
is more capable to accommodate income distribution and economic recovery policies, including 
policies to influence household and corporate resource mobility. Meanwhile, local governments are 
more capable to determine the efficient level of public goods to maximize public welfare. 

1.2.

Design of Fiscal Decentralization Policy in Indonesia

The decentralization policy in Indonesia is built on four main pillars: 1) politics; 2) administration; 3) 
fiscal; and 4) economics. Political decentralization is implemented by delegating political authority to 
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local governments through direct elections for regional heads and Regional House of Representatives 
(DPRD) members (Pilkada) at the provincial and district/city levels. Administrative decentralization 
is implemented by transferring most of the central government’s authority to carry out most public 
services to local governments. Economic decentralization is carried out by transferring responsibility to 
local governments to overcome regional economic problems and optimize their economic potential in 
order to improve people’s welfare. Fiscal decentralization is implemented by transferring the authority 
to local governments to manage regional finances, both from the revenue and expenditure sides. 

Table 1.1 presents the implementation of each pillar of decentralization in Indonesia before and after 
the enactment of Law Number 22 of 1999 and Law Number 25 of 1999. The implementation of all 
pillars of decentralization differ significantly between eras.

Table 1.1 
Implementation of Decentralization In Indonesia 

Before and After The Enactment of Laws Number 22 and 25 of 1999

Type of 
Decentralization Before Laws Number 22 And 25 Of 1999 After Laws Number 22 and 25 of 1999

Political 
Decentralization

The elections of the heads of government at national 
and regional levels were carried out indirectly by the 
legislative bodies. 

The elections of the heads of government at the 
national and regional levels as well as the election 
of members of the House of Representatives are 
carried out directly by the people. 

Administrative 
Decentralization

Administration was centralized, where the authority 
of the central government was very broad and the 
authority of the districts/cities was limited. 

The authority of the local government is broader, 
while that of the central government is limited. 

In 1999, the number of regional civil servants 
(PNSD) was about 700,000. 

The number of PNSD in 2020 is very large, reaching 
3.3 million. 

The number of local governments was relatively 
unchanged. Before 1999, there were 292 districts/
cities and 27 provinces. 

There is a significant administrative proliferation 
of local governments (pemekaran). In 2020, the 
number of regions is 514 districts/cities and 34 
provinces. 

Fiscal 
Decentralization

Transfers were limited from the state budget (APBN) 
expenditure to the regions. In 2000, it was around 
14.93% of state expenditure. 

Transfers to the regions continue to increase. From 
2001 to 2020, the amount reached an average of 
32.06% of state expenditure in APBN. 

Regional government was given limited authority to 
collect taxes and tax base.

Regional authority increases in collecting taxes, 
and there are transfers of some tax objects from the 
central government to the regions.

Economic 
Decentralization

Control of economic resources was centralized and 
vulnerable to conflicts of interest.

The roles of the regional government and private 
sectors increase in exploring wider economic 
potential to increase regional revenues.

Business monopoly practices often happened. The Business Competition Supervisory Commission 
is established to promote fair business competition.

Source: various sources (processed, 2021)
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In principle, fiscal decentralization is one of the instruments the government uses in managing 
development to encourage regional and national economies. Fiscal decentralization in Indonesia 
places more emphasis on the expenditure side, which is funded primarily through transfer funds. 
Therefore, the regional governments’ discretion in managing their budgets to meet regional needs and 
national priorities in the regions is the essence of regional fiscal management autonomy. However, to 
strengthen regional fiscal capacity, local governments can still collect regional taxes and retributions 
under their authority. Meanwhile, most state revenues are still controlled by the central government 
with the aim of maintaining the integrity of the nation and state within the framework of the Unitary 
State of the Republic of Indonesia. 

The fiscal decentralization policy in Indonesia has been implemented since 2001 and is marked by a 
high increase in APBN transfers to the regions, from IDR 33.07 trillion in 2000 to IDR 81.05 trillion in 
2001. Policymakers and the designers of fiscal decentralization policies in Indonesia formulated “a grand 
design” for Indonesia’s fiscal decentralization, which comprises the long-term vision, mission, goals, and 
strategies for fiscal decentralization policies up to 2030. Indonesia’s vision for fiscal decentralization 
leading to 2030 is to efficiently allocate national resources through transparent and accountable 
financial relations between the central and the regional governments. The principle of efficiently 
allocating resources and transferring them to regions is an important factor in fiscal decentralization 
design because natural resources are finite in nature. In addition, the financial relationship between 
central and regional governments must be transparent (consistently achieving the allocation goals 
with their uses) and accountable (tracking the allocation and use of national resources to benefit the 
community). 

In order to realize the vision of fiscal decentralization, the government set to achieve the following four 
missions: 1) developing financial relations between the center and the regions that minimize vertical 
and horizontal inequality; 2) developing a regional tax system that supports the efficient allocation 
of national resources; 3) developing responsible discretionary regional expenditure to achieve 
minimum service standards; and 4) harmonizing the central and regional expenditures for optimal 
public service delivery. To minimize vertical inequality, the center acknowledges and appreciates the 
regions as resource generators to create harmonious financial relations between the center and the 
regions. Meanwhile, developing financial relationships that create equitable fiscal capacity between 
regions to fulfill minimum service standards minimizes horizontal inequality. Although the design of 
fiscal decentralization in Indonesia relies on the expenditure side, which is mainly funded by transfer 
funds, the regions’ local taxing power needs to be strengthened without disturbing efficiency at the 
national level. Minimum service standards (MSS) will become a measurable and objective indicator 
to assess the regions’ success in carrying out discretionary expenditure oriented toward sustainable 
development. Because both central and regional governments carried out development programs in 
the region, the potential for overlapping, oversupply, and undersupply of expenditures exists; therefore, 
it is important to harmonize central and regional expenditures to achieve optimal public services. The 
key to expenditure harmonization is the clear division of responsibilities and authorities for each 
expenditure at each level of government. 
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Initially, the public was concerned and pessimistic about fiscal decentralization implementation 
in Indonesia. The change was so rapid and far-reaching that it was called the “Big Bang” of fiscal 
decentralization. Mahi (2016) presented three highlights at the beginning of the implementation of 
fiscal decentralization: (1) responsibilities should be transferred from the central government to the 
regions, leaving central government to take care of law, security, defense, foreign affairs, religion, and 
fiscal and monetary affairs; (2) the central government should make substantial financial transfers to 
the regions, mostly through General Allocation Funds (DAU) but with a small amount through Special 
Allocation Funds (DAK) (prior to the era of fiscal decentralization, DAK was a larger portion of 
transfers); and (3) the center should transfer more than 75% of civil servants to the regions, especially 
in the education and health sectors.

1.3.

Development of Regulations

The implementation of fiscal decentralization in Indonesia began with the enactment of Law Number 
22 of 1999 on Regional Government and Law Number 25 of 1999 onFinancial Balance between 
Central and Regional Governments. These laws were enacted to create broad, tangible, and responsible 
regional autonomy in a proportional manner.  These will be realized by regulating, sharing, and utilizing 
national resources as well as balancing central and regional finances. The regional autonomy and 
financial balance are carried out in accordance with the principles of democracy, societal participation, 
equity, and justice as well as regional potential and diversity and are implemented within the framework 
of the Unitary State of the Republic of Indonesia. 

In the process, Law Number 22 of 1999 was revised into Law Number 32 of 2004 onRegional 
Government, and Law Number 25 of 1999 was revised into Law Number 33 of 2004 onFinancial 
Balance between the Central Government and Regional Governments. Subsequently, Law Number 
32 of 2004 onRegional Government was revised again to Law Number 23 of 2014 onRegional 
Government. Unfortunately, the revision of the regional government law was not followed by revision 
of Law Number 33 of 2004; therefore, several provisions in Law Number 33 of 2004 are no longer 
in accordance with the provisions of Law Number 23 of 2014. At the writing of this book, the 
regulations concerning the relationship between central and regional finances are still being revised. 

At the beginning of the implementation of fiscal decentralization, according to Law Number 22 of 
1999 and Law Number 25 of 1999, sources of regional revenue consisted of: (1) local own-source 
revenue (PAD), (2) intergovernmental transfer, (3) regional loans, and (4) other legitimate sources 
of regional revenue. Intergovernmental transfer consists of the Revenue Sharing Fund (DBH), the 
General Allocation Fund (DAU), and the Special Allocation Fund (DAK). In its development, based on 
Law Number 23 of 2014 on Regional Government, the sources of regional revenue are categorized 
to: (1) local revenue, (2) intergovernmental transfer, and (3) other legitimate sources of regional 
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revenue. Intergovernmental transfer includes central government transfers and inter-regional transfers. 
Central government transfers consist of: (1) intergovernmental transfer, (2) the Special Autonomy 
Fund (Dana Otsus), (3) the Privilege Fund, and (4) the Village Fund. Meanwhile, inter-regional transfers 
consist of revenue sharing and financial assistance. 

In addition to intergovernmental transfer, the central government also provides other transfer funds 
for certain purposes. In 2002, the government allocated additional transfer funds for Papua Province 
to support the special autonomy of Papua based on the mandate of Law Number 21 of 2001 on 
the Special Autonomy of the Papua Province. These funds consist of: (1) the Papua Special Autonomy 
Fund, (2) the Additional Revenue Sharing Fund (DBH) of Oil and Gas, and (3) the Infrastructure 
Additional Fund. Up until the division of Papua Province into Papua and West Papua Provinces, Law 
Number 21 of 2001 was amended by Law Number 35 of 2008 so that additional transfer funds to 
fund Papua’s special autonomy would be allocated to the Provinces of Papua and West Papua. Similarly, 
in 2008, the government began allocating additional transfer funds for Aceh Province to support the 
implementation of Aceh’s special autonomy based on Law Number 11 of 2006 on the Government 
of Aceh. The funds consist of the Aceh Special Autonomy Fund and the DBH of Oil and Gas. 

Through the enactment of Law Number 13 of 2012 on the Privileges of the Special Region of 
Yogyakarta (DIY), the government recognized the special authority of the Sultanate of Yogyakarta, 
and the region received additional transfer funds in the form of special DIY funds, which have been 
allocated since 2013. Further, since 2015, the government has allocated Village Funds in APBN as the 
implementation of Law Number 6 of 2014 on Villages. In addition, regional governments that have the 
best performance achievements based on certain criteria can receive awards in the form of additional 
transfer funds called Local Incentive Funds (DID). DID began to be allocated in the 2010 APBN, and 
the policy for granting DID to regions is regulated in the APBN Law, which is stipulated annually. 

In addition to regulations that directly and specifically regulate local governance and financial balance 
between the center and the regions, several other regulations make up the legal basis for implementing 
fiscal decentralization in Indonesia. These regulations include, among others, national development 
planning, state finances, state treasury, regional taxes and retributions, and special autonomy. Several 
regulations at the legislation level are used as the legal basis for implementing decentralization in 
Indonesia, and their development is presented in Table 1.2.
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Table 1.2 
Regulations for Implementing Fiscal Decentralization In Indonesia 

Year Legal Basis General Description

1999  » Law Number 22/1999 on 
Regional Government

 » Law Number 25/1999 on 
Fiscal Balance between 
Central and Regional 
Governments

Implementation of regional autonomy with emphasis on the principles of democracy, 
community participation, equity, and justice, as well as giving attention to the 
potential and diversity of the region

Regional revenue sources consist of: 
• Local own-source revenue, namely: (1) regional taxes, (2) regional retributions, (3) 

revenue from regional-owned companies and segregated regional assets, and (4) 
other legitimate local own-source revenue

• Intergovernmental transfers
• Regional loans
• Other legitimate regional revenue

Intergovernmental transfers consist of: (1) regional share of property and building tax 
(PBB), duties on the acquisition of rights on lands and buildings (BPHTB), and natural 
resource revenues; (2) General Allocation Fund (DAU); and (3) Special Allocation Fund 
(DAK)

2000 Law Number 34/2000 on 
Amendments to Law Number 
18/1997 on Regional Taxes 
and Retributions

• Taxes outside those specified in existing laws can be collected (open list)
• Provincial taxes (4 types) and district/city taxes (7 types)
• Regional retributions (general services, business services, and certain permits)

2001 Law Number 21/2001 on 
Special Autonomy for Papua 
Province

Papua Province as a special autonomous region receives additional revenue from the 
APBN in the context of special autonomy (since 2002) in the form of: 
• Additional Revenue Sharing Fund (DBH) of Oil and Gas 
• Papua Special Autonomy Fund
• Infrastructure Additional Fund

The Papua Special Autonomy Fund is given for a period of 20 years (2002–2021)

2003 Law Number 17/2003 on State 
Finances

Authorities on public financial management:
• Preparation and determination of the APBN
• Preparation and determination of the APBD
• Financial relations between the central government and the central bank and 

regional governments/foreign institutions
• Financial relations between the government and state/regional/private companies 

and public fund management agencies
• Implementation of APBN and APBD
• Accountability for the implementation of APBN and APBD

2004  » Law Number 1/2004 on 
State Budgets

• Implementation of state revenues and expenditures;
• Implementation of regional revenues and expenditures;
• Cash management;
• State/regional receivables and debt management;
• State/regional investment and property management;
• Implementation of state/regional accounting and finance management 

information systems;
• Preparation of accountability reports for the implementation of APBN/APBD;
• Settlement of state/regional losses;
• Public service agency management
• Formulation of standards, policies, systems, and procedures of state financial 

management
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Year Legal Basis General Description

 » Law Number 32/2004 on 
Regional Government

• Granting broad authority to regions accompanied by the granting of rights and 
obligations to carry out regional autonomy in the unity of the state administration 
system. 

• In the implementation of government affairs under the authority of the regions, 
regional governments exercise the widest possible autonomy to regulate and 
manage their own government affairs based on the principles of autonomy and 
assistance tasks. 

 » Law Number 33/2004 on 
Financial Balance between 
the Central Government and 
Regional Governments

• The intergovernmental transfer includes: (1) Revenue Sharing Fund (DBH), (2) 
General Allocation Fund (DAU), and (3) Special Allocation Fund (DAK)

 » Law Number 24/2004 on 
the National Development 
Planning System

• Coordination between actors of development
• Integration, synchronization, and good synergy between regions, between 

locations, between time, between government functions, and between central and 
regional governments

• Linkages and consistency between planning, budgeting, implementation, and 
monitoring

• Optimized community participation
• Achievement of efficient, effective, fair, and sustainable use of resources

2006  » Law Number 11/2006 on 
Governance of Aceh

Aceh Province as a special autonomous region that receives additional revenue from 
the APBN in the context of special autonomy (since 2008) in the form of: 
• Additional Oil and Gas DBH
• Aceh Special Autonomy Fund

2008  » Law Number 35/2008 
on the stipulation of 
Government Regulation in 
lieu of Law Number 1/2008 
on the Legislating of the 
Special Autonomy of the 
Papua Province

• Papua and West Papua Special Autonomy Fund
• After Papua Province split into Papua and West Papua Provinces, the Special 

Autonomy Fund has been allocated for the provinces of Papua and West Papua 
since 2009

2009  » Law Number 28/2009 
on Regional Taxes and 
Retributions

• Taxes outside those specified in existing laws cannot be collected (closed list)
• Provincial taxes (5 types) and district/city taxes (11 types)
• Regional retributions (general services, business services, and certain permits)

2012  » Law Number 13/2012 
on the Privileges of the 
Yogyakarta Special Region

• The government recognizes the implementation of the privileges of DIY. 
• DIY Privilege Funds willto be allocated beginning in the 2013 APBN
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Year Legal Basis General Description

2014 Law Number 23/2014 on 
Regional Government

• The implementation of government affairs in the regions is carried out based on 
the principles of decentralization, deconcentration, and co-administration

• The governor is representative of the central government
• Regional revenue sources consist of:

- Local own-source revenue including: (1) regional taxes, (2) regional 
retributions, (3) results of separated regional wealth management, and (4) 
other legitimate local own-source revenue

- Other legitimate regional revenue
- Transfer revenue, including:

 » Central government transfers: (1) intergovernmental transfer, (2) Special 
Autonomy Fund, (3) Privilege Fund, and (4) Village Fund

 » Transfer between regions: (1) revenue sharing; and (2) financial assistance

 » Law Number 6/2014 on 
Villages

• Provides clarity of status and legal certainty over villages in the constitutional 
system 

• Strengthens the village community as the subject of development
• Allocates Village Funds starting in the 2015 APBN

2021  » Law Number 2/2021 on 
the Second Amendment 
of Law Number 21/2001 
on Special Autonomy for 
Papua Province

Papua Province as a special autonomous region will receive additional revenue from 
the APBN in the context of special autonomy (since 2002) in the form of:
• Tax DBH and Natural Resources (SDA) DBH in the context of special autonomy
• Papua Special Autonomy Fund
• Infrastructure Additional Fund

The Papua Special Autonomy Fund will be extended for another 20 years for the 
period of 2022–2041 and the mechanism for managing the funds will be improved.

Source: various sources, processed

1.4.

Development of Transfer Funds 

Transfer funds to local governments have been allocated in the APBN for more than two decades. 
In addition, the types and amounts of transfer funds have been improved in quality and quantity, 
especially since the implementation of fiscal decentralization in 2001. The developments of transfer 
funds can be seen in Graph 1.1. 
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Graph 1.1 
Development of Transfer Funds between 1996 and 2020
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In the beginning of fiscal decentralization implementation in 2001, the amount of transfer funds 
increased significantly, by 145.06% from IDR 33.07 trillion in 2000 to IDR 81.05 trillion in 2001. The 
amount of transfer funds before 2001 was modest at an average of IDR 24.77 trillion (1996–2000), 
and since 2001, the amount of transfer funds has been increasing gradually. In the two decades of 
implementing fiscal decentralization, the amount of transfer funds increased significantly from IDR 
81.05 trillion in 2001 to IDR 812.97 trillion in 2019 but decreased slightly in 2020 to IDR 762.54 
trillion as a result of the COVID-19 pandemic. 

Because of the government’s commitment to support development to strengthen regions and villages, 
it increased the amount of transfer funds in the APBN. Transfer funds are expected to reduce the fiscal 
gap between the central and regional governments (vertical gap) and between local governments 
(horizontal gap), which, in turn, can accelerate development and improve citizens’ welfare in the 
regions. 
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Currently, transfer funds are known as Transfers to Regions and Village Funds (TKDD), which consist 
of: (1) intergovernmental transfer, including the General Allocation Funds (DAU), the Revenue Sharing 
Funds (DBH), the Special Physical Allocation Funds (Physical DAK), and the Non-physical Special 
Allocation Funds (Non-physical DAK); (2) the Local Incentive Funds (DID); (3) the Special Autonomy 
Funds and the Privilege Funds for DIY (Yogyakarta Special Region); and (4) the Village Funds. The 
allocation of intergovernmental transfer, Special Autonomy Funds, Privilege Funds, and Village Funds is 
stipulated in Law Number 23 of 2014 on Regional Government, while the allocation of DID is based 
on the APBN Law that are stipulated annually. 

Each type of transfer has a different allocation formula, distribution mechanisms, and allocation 
objective, but overall, they have the same goal of increasing welfare for all Indonesian people. DBH 
(revenue sharing) is the regional share of state revenue generated from the region consisting of 
Tax DBH and Natural Resources (SDA) DBH. DBH is used to address the vertical gap between 
the central and local governments. Meanwhile, the DAU is designed to cover the regional fiscal gap 
(the gap between fiscal capacity and needs). With the DAU, the intent is that the regions with low 
fiscal capacity can carry out regional development within the framework of decentralization. DAK 
is a fund sourced from the APBN and allocated to regions with the aim of helping to fund special 
activities under regional affairs and in accordance with national priorities. Intergovernmental transfer 
management continues to be strengthened and refined so that transfers are more accountable in 
their implementation and remain in accordance with the purpose of their allocation. 

Local Incentive Funds (DID) are given to regions with certain criteria to reward regional performance 
achievements and have been allocated in the APBN since 2010. The Special Autonomy Fund is allocated 
to support the implementation of special autonomy in Papua (since 2002), West Papua (since 2009), 
and Aceh (since 2008). The Privilege Fund has been given to the Special Region of Yogyakarta (DIY) 
since 2013 in the context of implementing the special authority of the DIY. Village Funds distributed 
from the APBN are mandated by Law Number 6 of 2014 on Villages and were allocated for the first 
time in the APBN in 2015.

1.5.

Development of Regional Budget (APBD) 

In addition to transfer funds, fiscal decentralization implementation is connected to the regional budget’s 
(APBD) role in implementing development in a region. Also, the performance of APBD management 
will greatly affect regional development achievements. Until 2020, regulations regarding the structure of 
regional revenues were stipulated in Government Regulation Number 58 of 2005 on Regional Financial 
Management as further regulated in the Minister of Home Affairs Regulation (Permendagri) Number 13 
of 2006 on the Guidelines for Regional Financial Management and some of its amendments. 
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Based on Permendagri Number 13 of 2006, regional revenue in the APBD consists of local own-
source revenue (PAD), intergovernmental transfer (Daper), and other legitimate regional revenue 
(LLPDS). Meanwhile, since 2021, the structure of regional revenue was changed through the stipulation 
of Government Regulation Number 12 of 2019 on Regional Financial Management, which is further 
regulated in Permendagri Number 77 of 2020. Starting in 2021, the regional revenue structure consists 
of PAD, transfer income, and LLPDS. In addition, until 2021, the regulation regarding regional taxes and 
retributions (PDRD) as a source of PAD still referred to Law Number 28 of 2009 on PDRD and its 
derivative regulations. 

Regional revenue development in the past two decades shows that the main source of regional revenue 
comes from intergovernmental transfers from the APBN, which makes up 66.81% on average of total 
regional revenue. However, the trend is decreasing in line with the increase in PAD. Since 2001, the 
amount of PAD has continued to increase and reached the maximum of IDR 293.66 trillion in 2019 but 
decreased slightly in 2020 due to the decline in regional economic activities as a result of the COVID-19 
pandemic. The increase in PAD is mainly a result of strengthening the policy of regional taxing power 
with the enactment of Law Number 28 of 2009, which gives wider authority to regions in optimizing 
their PAD potential, especially those originating from regional taxes and retributions.

Graph 1.2 
Realization of Regional Revenue between 2001 and 2020 

(All Provinces and Districts/Cities)
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Similar to the regional revenue structureand in accordance with Permendagri Number 13 of 2006, 
before 2021, the regional expenditure structure consisted of indirect and direct expenditures. Indirect 
expenditure consists of eight types of expenditure: personnel expenditure, interest, subsidies, grants, 
social assistance, revenue sharing expenditure, financial assistance, and unexpected expenditure. 
Direct expenditure consists of three types of expenditure, namely personnel expenditure, goods and 
services expenditure, and capital expenditure. 

Based on the expenditure structure above, broadly speaking, regional expenditures can be grouped 
into four types: personnel expenditures, goods and services expenditures, capital expenditures, and 
other expenditures. In aggregate, the increase in the amount of personnel expenditures in the fiscal 
decentralization era continues in line with the increase in the number of regional personnel. The 
increase in regional personnel is one of the consequences of regional expansion as is the need for 
additional regional apparatus for implementing regional autonomy.  As a result, personnel expenditure 
has the largest portion of expenditure, compared to other types of expenditure. In 2001, the ratio 
of personnel expenditures to total regional expenditures reached 70.13%, but this fell to 33.27% 
in 2020. The decline in the proportion of personnel expenditures indicates an improvement in the 
management of local government personnel expenditures. 

The second largest group of expenses is goods and services, which is increasing.  The significant 
increase in expenditure on goods and services requires an in-depth evaluation to determine how 
they benefit the wider community. On the other hand, capital expenditure is expected to provide 
a multiplier effect for the regional economy with results that can be enjoyed by the community; 
however, on average, capital expenditure was still a minor share of total regional expenditure for the 
two decades, remaining under 20%. Nominally, capital expenditure is showing a gradual increase, but 
its share of total expenditure has fluctuated and began to show a declining trend starting in 2010. 
The decrease in the share of capital expenditure was caused by a relatively smaller increase in capital 
expenditure compared to that of other types of expenditure. 
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Graph 1.3 
Development of Realization of Regional Expenditures between 2001 and 2020 

(All Provinces and Districts/Cities)
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After taking a brief look at the history and development of fiscal decentralization implementation 
in Indonesia over the past two decades, any concerns and pessimism regarding the policy’s success 
should begin to turn into optimism. The central government’s high commitment to implementing 
fiscal decentralization policies is evident through the increase in funds transferred to the regions 
as well as in efforts to improve technical mechanisms for implementing fiscal decentralization 
stipulated in various regulations. The increasing role of PAD as a source of regional revenue shows 
the efforts of local governments to increase their regional fiscal independence. In addition, changes 
in the composition of regional expenditures demonstrate the commitment of local governments 
in improving the management of regional expenditures so that expenditures are more effective in 
achieving development goals and remain efficient in their utilization. 
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As documentation of knowledge regarding the implementation of fiscal decentralization in Indonesia 
in two decades, namely the 2001–2020 period, this book presents discussions of transfer funds, the 
regional budget (APBD), harmonization of central and regional finances, and fiscal decentralization and 
development. The discussions on transfer funds,  APBD, and the harmonization of central and regional 
finances include theoretical frameworks and regulatory frameworks, policy and budget development, 
evaluation and analysis of implementation, and several international best practices as lessons learned. 
The discussions on fiscal decentralization and development provide the broader development 
community an evaluation and analysis of the impact of implementing fiscal decentralization in 
Indonesia on regional economic, social, and public service development. The lessons learned from the 
implementation of fiscal decentralization in Indonesia over the past two decades can be used as a 
framework for formulating a policy strategy to realize public welfare in all corners of the country and 
will make up the closing narrative of this book.
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The APBN funds transferred to the 
regions shows the Government 
of Indonesia’s commitment to 

implementing fiscal decentralization. 

Although each type of transfer has 
a different function and purpose, 

combined they have one objective: 
realizing the welfare of Indonesian 

society…

PART II TRANSFER FUNDS





INTERGOVERNMENTAL TRANSFERS
CHAPTER II





CHAPTER II 
INTERGOVERNMENTAL TRANSFERS

The intergovernmental transfer (Dana Perimbangan or Daper) is a type of transfer fund provided 
to local governments to fund regional needs in the context of implementing decentralization. 
Intergovernmental transfers aim to reduce the fiscal imbalance between the central government and 
regional governments (vertical gap) and the fiscal imbalance between regional governments (horizontal 
gap). The concept of intergovernmental transfer already existed before the decentralization reform 
in 1999. Law Number 32 of 1956 on Financial Balance between the State and Regions with the Right 
to Manage Their Own Affairs implicitly mandated the central government to provide “subsidies” to 
local governments in order to implement self-governance. The subsidy took the form of handing over 
a certain amount of central government tax revenues to local governments because some of the tax 
rights belonging to local governments were still being imposed by the central government. Central 
government also handed regions part of the revenue from customs and excise. In addition, regions 
with limited fiscal capacity to finance these affairs could be given “donations.”

The term “intergovernmental transfer” as a source of regional revenue has been officially used since 
the enactment of Law Number 22 of 1999 on Regional Government, which was last amended 
with Law Number 23 of 2014 and Law Number 25 of 1999 on Financial Balance between Central 
Government and Regional Governments; these were later amended by Law Number 33 of 2004. In 
addition, several policy changes in the context of strengthening and improving the management of 
intergovernmental transfers are further regulated in the Law on the State Budget and other derivative 
regulations. 

In the two decades of implementation, the types and objectives of intergovernmental transfers have 
been continuously strengthened and refined. Currently, the intergovernmental transfer is an element 
of the Transfers to Regions and Village Funds (TKDD). Intergovernmental transfers are grouped into 
two categories: (1) General Transfer Funds (DTU), consisting of Revenue Sharing Funds (DBH) and 
General Allocation Funds (DAU) and (2) Special Transfer Funds (DTK), consisting of the Physical 
Special Allocation Fund (Physical DAK) and the Non-Physical Special Allocation Fund (Non-Physical 
DAK). The discussion of intergovernmental transfers in this chapter will include the theoretical 
framework and the development of policies and budgets for each type of intergovernmental transfer 
as well as challenges and obstacles to their implementation during the two decades of implementing 
fiscal decentralization in Indonesia. 
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2.1.

Theoretical Framework of Intergovernmental Transfer

The theory of intergovernmental transfer is closely related to the second generation theory of 
fiscal decentralization, i.e., the Tiebout hypothesis (1956), which stated that voters vote with their 
feet. Tiebout’s hypothesis focused on competition between regions to win taxpayers. Regions that 
serve the public well will be rewarded by a large tax base since taxpayers move to the region, so 
that their fiscal capacity increases, while regions that lose their tax base will lose their fiscal capacity. 
Brennan and Buchanan (1980) supported this hypothesis, finding empirical evidence that regions 
are more accountable than the central government in expenditure and receiving taxes. The second 
generation theory alludes to the regions’ need for fiscal transfers as a source of funding due to regions 
implementing their own governments. 

Oates (2005) reviewed the types of fiscal transfers the central government gives to the regions. Oates 
stated that, in general, two types of transfers occur: block grants and matching grants. Block grants 
are funds given by the central government to regions to compensate for the regions’ implementation 
of public policies that should have been carried out by the central government. Block grants aim 
to reduce the gap between regional fiscal capacity and central fiscal capacity (vertical gap). These 
transfers are generally mandated by law and sometimes take the form of ad-hoc transfers. Block 
grants are used to support funding for general regional expenditures. Local governments are free to 
use block grants to fund public expenditures according to their needs, and the central government 
does not strictly regulate the use of these funds. Using block grants impacts government expenditure 
and public expenditure on public goods and private goods differently. There are two types of block 
grants: pure block grants and non-matching categorical grants. The use of pure block grants is not 
limited, while the use of non-matching categorical grants is bound to certain menus or sectors. 

Figure 2.1 illustrates the theoretical impact of pure block grants on public consumption. People 
consume two types of goods: private goods, such as houses, cars, food, and more and public goods, 
such as roads, hospitals, and schools. Assuming individuals in the community are identical, within 
budget constraints (BC), local governments spend on public goods and provide subsidies to the public 
for expenditure on private goods. Figure 2.1 (A) shows the impact of a pure block grant. Before the 
pure block grant was given, equilibrium E was the allocation of private goods and public goods. After 
given a pure block grant, the government’s available budget/BC increases toward new equilibrium E’, 
where subsidies for private goods and public goods expenditures increase. Therefore, the pure block 
grant has an income effect, namely an increase in public and private expenditure. 
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Non-matching categorical grants’ impact can be seen in Figure 2.1 (B). The impact is similar to that 
of a block grant. For example, the community receives public services by paying 2 rupiahs for public 
goods A and 2 rupiahs for public goods B. If a non-matching categorical grant is given to subsidize the 
cost of public goods A by 1 rupiah, then the community compensates 1 rupiah of public goods A for 
public goods B. Therefore, there is an income effect: the public pays cheaper for the two public goods.

Figure 2.1 
Impact of Block Grants
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Source: Stiglitz and Rosengard, 2015, adapted

Meanwhile, matching grants differ from block grants. Matching grants provide incentives to local 
governments to carry out certain programs or activities. These transfers can be regular, mandatory/
non-mandatory, or ad hoc. Matching grants require local governments to provide a certain amount 
of funds before the central government allocates the grant to the local governments. The central 
government requires matching grants to be spent for certain purposes in line with national interests. 
The local government then synergizes the objectives of the matching grant in the regional budget. 

Figure 2.2 illustrates the impact of matching grants on expenditure allocation. By using matching 
grants specifically for certain programs/expenditures, the BC shifts more to the consumption of public 
goods, while the consumption of private goods does not move. Equilibrium E shifts to E’. If block 
grants have an income effect, matching grants have a substitution effect, which causes public goods to 
become cheaper so that people consume more public goods. However, private goods experience a 
deadweight loss (the distance between point D and point E’). With a lower allocation of BC at point 
D, the community receives the same effectiveness as BC at point E. In the long run, the substitution 
effect of matching grants will have an income effect because the price of public goods becomes 
cheaper.
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Figure 2.2 
Impact of Matching Grants
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The theory predicts that matching grants tend to stimulate local governments to allocate budgets 
for public goods expenditure, while block grants tend to stimulate expenditure on public and private 
goods in a balanced way. However, these theory predictions do not fully match the facts. Chalil (2018) 
observed the stimulatory effect of block grants and matching grants on district/city government budget 
allocations in Indonesia from 2000–2017. The study’s results found that block grants stimulated the 
consumption of public goods more than the consumption of private goods. This situation is known as 
the flypaper effect, i.e., transfers to the government will end up with the government (money sticks 
where it hits), not with the public. Meanwhile, using matching grants was found to be in line with the 
theory, namely that matching grants stimulated local governments to allocate more budget for public 
goods expenditures.
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2.2.

General Transfer Funds (DTU)

General Transfer Funds (DTU) consists of DBH and DAU. DBH and DAU have been classified as 
DTU since 2016 due to changes in the distribution of transfer funds in the APBN. In principle, DTU 
is a pure block grant; it can be used according to regional needs. DTU is a type of intergovernmental 
transfer that the government has allocated since the beginning of the fiscal decentralization era in 
Indonesia in 2001. Initially, almost all transfer funds were in the form of DBH and DAU, but during the 
two decades of implementation, the ratio of DBH and DAU to total transfer funds has declined as 
the varied types of transfer funds have increased. Although the share of DBH and DAU has decreased, 
nominally both continued to increase from IDR 80.35 trillion in 2001 to IDR 524.89 trillion in 2019 
but decreased in 2020 due to the COVID-19 pandemic. DAU has always formed the lion’s share of 
transfer funds with a proportion that always exceeds 50% of the total transfer funds.

Graph 2.1 
Development of General Transfer Funds Realization from 2001–2020
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2.1.1

Revenue Sharing Fund (DBH)

The Revenue Sharing Fund (DBH) is a fund sourced from the APBN that is allocated to regions 
based on a predetermined percentage to fund regional needs for implementing decentralization. 
DBH is used to address the fiscal imbalance between the central government and local governments 
(vertical gap). In Law Number 25 of 1999, DBH is referred to as the regional share of property and 
building tax revenues (PBB), acquisition duties of rights on land and building (BPHTB), and revenues 
from natural resources. The term DBH for the regional share of transfer funds has been used since 
the enactment of Law Number 33 of 2004 in substitution of Law Number 25 of 1999. In addition to 
the change in terminology, the type of DBH, percentage of central and regional government shares, 
and utilization of DBH have also undergone improvements. 

DBH is a transfer based on a predetermined revenue sharing proportion of APBN revenues 
originating from the regions. DBH is allocated on a by-origin basis, i.e., given back to producing 
regions at a certain proportion. Currently, the DBH allocation calculation in a fiscal year is carried out 
based on state revenue projections in the given year by considering the realization of state revenues 
in the previous three years. Meanwhile, DBH is distributed based on actual revenue as a principle, 
namely based on the realization of state revenues in the current budget year. The disbursement of 
DBH in the first semester is based on the amount of allocation determined at the beginning of the 
year. In the second semester, the amount of DBH disbursed is adjusted by considering state revenue 
realization in the first semester of the current year and projected state revenues until the end of the 
year. State revenue realization in the following year is then based on the examination results of the 
Supreme Audit Agency (BPK) contained in the audited Central Government Financial Report (LKPP). 
The difference between the DBH calculation based on the state revenue realization in LKPP and the 
amount of DBH already disbursed causes a possible “underpayment” or “overpayment” of DBH. The 
underpayments and overpayments are settled in the following fiscal years in stages. 

DBH consists of Tax DBH and Natural Resources (SDA) DBH. Tax DBH comes from tax revenues, 
and SDA DBH comes from natural resources non-tax state revenues (PNBP). DBH is a pure block 
grant; however, since the enactment of Law Number 33 of 2004, the government has earmarked 
several types of DBH to be used for certain purposes. One type of earmarked DBH is the DBH for 
the Reforestation Fund, which is entirely used for forest and land rehabilitation at the national scale; 
this type of DBH is also a non-matching categorical grant. The types and percentages of DBH are 
shown in Table 2.1.
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Table 2.1 
Types and Distribution of DBH
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I Tax DBH:
Land and Building Tax (PBB) 10% 90% 16,2% 64,8% -  » The central share for PBB is 65%, 

further divided equally among all 
districts/cities

 » The remaining 9% of the PBB 
portion is marked for collection 
fees

 » Urban and Rural PBB (PBB-P2) 
is no longer shared because they 
became regional taxes by 2014

BPHTB 20% 80% 16% 64% - BPHTB is no longer shared because 
it became a regional tax by 2011

Income Tax Art. 21 and 
25/29 for Domestic 
Individual Taxpayer 

80% 20% 8% 12% -

Tobacco Products Excise 
(CHT)*

98% 2% 0,6% 0,8% 0,6%

II SDA DBH
Forestry
Forest Concession Rights 
Fees (IHPH)

20% 80% 16% 64%

Forestry Resources 
Provision (PSDH)

20% 80% 16% 32% 32%

Reforestation Funds (DR) 60% 40% 40%** - -  » Since 2017, the disbursement of 
DR DBH has been directed to the 
provinces

 » The use of the DR DBH is 
exclusively for forest and land 
rehabilitation on a national scale

General Mining
Recurring fee revenues (land 
rent)

20% 80% 16% 64% -

Royalties 20% 80% 16% 32% 32%
Fisheries 20% 80% - - - 80% of fisheries DBH for the regions 

is distributed equally to all districts/
cities throughout Indonesia

Oil Mining 84,5% 15,5% 3,1% 6,2% 6,2% 0.5% of Oil and Gas DBH is used to 
increase the basic education budgetGas Mining 69,5% 30,5% 6,1% 12,2% 12,2%

Geothermal 20% 80% 16% 32% 32%

Sources: Law Number 33 of 2004, *Law Number 39 of 2007, **NK and 2017 APBN, processed
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In the span of two decades (2001–2020), the DBH policy has undergone refinement and strengthening. 
Some of the main changes to the DBH policy are as follows:

1. Since the enactment of Law Number 33 of 2004, several forms of DBH have been earmarked, 
so they no longer have a pure block grant nature. This DBH earmarking is carried out to increase 
the utilization and optimization effectiveness of regional development. In the two decades of its 
implementation, the DBH earmarking policy has developed as follows:
 » Since 2006, all the Reforestation Fund (DR) DBH has been used for forest and land rehabilitation nationally, and 

0.5% of the Oil and Gas DBH has been allocated for additional education budgets. 

 » Since 2008, an additional type of DBH has been used, namely the Tobacco Products Excise (CHT) DBH, and its 
allocation funds the improvement of raw materials, industrial development, social environment development, 
socialization of excise regulations, and/or the eradication of illegal excisable goods. 

 » Since 2015, the 0.5% earmarking of Oil and Gas DBH for education was annulled. 

 » Since 2017, 25% of DBH and DAU has been allocated for basic public service infrastructure. 

 » Since 2018, a minimum of 50% of the CHT DBH allocation is used to support the National Health Insurance 
(JKN) program, and a minimum of 50% of the Revenue Sharing Fund of Forestry Reforestation is used to 
control forest and land fires.

2. After the enactment of Law Number 28 of 2009 on Regional Taxes and Retributions (PDRD) 
in 2009, BPHTB and Urban and Rural PBB (PBB-P2) are no longer shared because they have 
been transformed into regional taxes. Transforming these two types of taxes into regional taxes 
was implemented no later than 2011 (BPHTB) and 2014 (PBB-P2). 

3. Since 2020, DBH allocation has taken into account the average DBH allocation based on the 
realization of state revenue for at least the last three years to provide regions assurance in 
revenues so that regional expenditures can improve. In addition, DBH distribution has taken 
into account regional performance in supporting state revenue optimization and environmental 
preservation. 

4. In 2020, DBH policies, as a response to the COVID-19 pandemic and the national economic 
recovery (PEN) include: (1) lowering the DBH allocation ceiling due to a decrease in state 
revenues, (2) reallocating part/all of earmarked funds—25% from DTU and 25% from DR 
DBH—for the COVID-19 pandemic.

DBH development over the two decades (2001–2020) is shown in Graph 2.2. The graph shows the 
realization of DBH and its increasing trend from 2001–2020. However, the DBH’s realizationgrowth 
rate seems to fluctuate every year. The highest positive growth occurred in 2005 at 35.40%, and the 
highest negative growth occurred in 2015 at -24.90%. Meanwhile in 2007, 2009, 2013, 2015, 2017, 
and 2020, DBH grew negatively compared to the previous year. This fluctuation closely relates to the 
state’s economic condition in different years, which affects state revenue realization from taxes and 
PNBP. Increased economic activity will affect the high realization of tax revenue; on the other hand, a 
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weakened economy will impact the tax revenue shortfall. Meanwhile, natural resources’ non-tax state 
revenues (SDA PNBP) are influenced by commodity price fluctuations, cost recovery, and production 
volume, among others. 

The policy of distributing DBH based on state revenue realization in the current year also has the 
potential to cause a difference (deviation) between DBH allocation and realization (higher or lower) 
in the current year. The amount of DBH deviation from year to year is quite varied with an average 
deviation of DBH realization of -3.07% from 2001–2020. The highest positive deviation occurred in 
2020 at 7.49%, while the highest negative deviation occurred in 2015 at 32%. The higher deviation 
of DBH realization in 2020 was due to the policy of accelerating DBHunderpayment settlements 
for three years starting in 2020. Meanwhile, the high negative deviation of DBH in 2015 was due to 
low state revenue realization from both taxes and PNBP, partly due to a slowing in economic growth 
resulting in lower tax revenues and a weakening in world oil prices resulting in lower revenues in the 
oil and gas sector.

Graph 2.2 
Development of DBH from 2001–2020

Source: Ministry of Finance, processed 

DBH can show a region’s ability to generate revenue (tax and non-tax) originating from the region’s 
economic activity. Graph 2.3 shows a positive relationship between the gross regional domestic 
product (GRDP) and DBH with a fairly high correlation coefficient of 0.57. The larger a region’s 
economy, the more DBH the region receives. However, areas with high natural resource yields, such 
as East Kalimantan, Riau, and South Sumatra, receive a very high amount of DBH, approaching or even 

Two Decades of Fiscal Decentralization Implementation in Indonesia 35



exceeding the amounts received by much larger economies, such as DKI Jakarta and East Java. This 
could be because regions with large natural resources may have economies that are dominated by a 
primary sector, such as agriculture or mining, that has lower economic added value. Therefore, these 
regions will be left behind when compared to regions that have transformed by developing non-
primary sectors, such as manufacturing and the service sectors. The theory of the natural resource 
curse, or the inverse relationship between the potential of natural resources and economic growth, 
posits that abundant natural resources can hamper economic growth due to commodity price volatility, 
corrupt practices, and weak government institutions (Badeeb et al., 2017). Therefore, although the 
high yield of natural resources will have an impact on the high state revenue generated, it does not 
necessarily translate into a regional economy’s faster development. 

The DBH distribution data across provinces in Graph 2.3 shows the provinces with the highest 
averages of total DBH realization in 2010–2019, i.e., East Kalimantan, DKI Jakarta, Riau, South Sumatra, 
and East Java. Based on the type (Tax DBH or SDA DBH), as shown in Graphs 2.4 and 2.5, the highest 
Tax DBH revenues were received by the provinces of DKI Jakarta, East Java, and West Java, while the 
highest SDA DBH revenues were received by East Kalimantan, South Sumatra, South Kalimantan, and 
Riau. 

Graph 2.3 
Correlation between GRDP and DBH by Province 

Note: 
Average GRDP and DBH by province in 2010–2019; Pearson correlation coefficient 0.57 

Source: Ministry of Finance and Statistics Indonesia, processed  
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The realization of DKI Jakarta’s Tax DBH in 2020 reached IDR 13.93 trillion, followed by East Java with 
IDR 4.88 trillion. Meanwhile, Tax DBH realization in Gorontalo and West Sulawesi, the two provinces 
that received the lowest amount of Tax DBH in 2020, was below IDR 100 billion. This shows that 
economic inequality between regions in Indonesia continues to be high. Provinces with high economic 
activity receive more of the Tax DBH; the majority of the provinces are located in Java. DKI Jakarta, as 
the capital and economic center of Indonesia, dominates Tax DBH revenues, with a fairly significant 
gap compared to other provinces. In addition, Graph 2.4 shows that the Tax DBH revenue in most 
provinces had negative growth from 2008–2020. One of the reasons for this negative growth was the 
impact of transforming the PBB-P2 and BPHTB into regional taxes, which was implemented no later 
than 2014 (PBB-P2) and 2011 (BPHTB).

SDA DBH is dominated by regions rich in natural resources, such as East Kalimantan, Riau, and 
South Sumatra (Graph 2.5). In most provinces, SDA DBH receipts have increased between 2008–
2020. However, in several provinces with high amounts of natural resources, such as Aceh, Riau, Riau 
Archipelago, and East Kalimantan, SDA DBH revenues had negative growth from 2008–2020. This 
needs investigating, especially for regions that have a high dependence on non-renewable natural 
resources as revenue sources. This dependence can affect regional fiscal sustainability in the long term 
if not balanced with the optimization of other revenue sources, especially PAD. Regions with a high 
dependence on non-renewable natural resource revenues tend to neglect economic sectors resistant 
to fluctuations in raw material prices, such as the manufacturing, service, and consumption industries. 
This is known as the “Dutch Disease” phenomenon based on the collapse of the manufacturing 
industry after the discovery of oil and gas fields in Groningen, Netherlands (Bjørnland and Thorsrud, 
2016).
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Graph 2.4 
Growth of Tax DBH by Province in 2008, 2019, and 2020 

Note: Growth is calculated using compound annual growth. 
Source: Ministry of Finance, processed

Graph 2.5 
Growth of SDA DBH by Province in 2008, 2019, and 2020

Source: Ministry of Finance, processed
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DBH, together with PAD, is an instrument that can be used to measure regional fiscal capacity. Graph 
2.6 maps regions based on the value of DBH and PAD for 2001–2020 and shows that the correlation 
between PAD and DBH varies from region to region. The relationship patterns can be divided into 
four groups: (1) high PAD but low DBH, (2) low PAD but high DBH, (3) low PAD and low DBH, and 
(4) high PAD and high DBH. 

The regions that need the most attention are those with low PAD and low DBH (group 3). Regions 
in group 3 indicate that their fiscal capacity is very low, so they are highly dependent on other transfer 
funds to finance development in the region. Regions can increase fiscal capacity through productive 
expenditures that encourage increased economic activity in the region. Areas with either low PAD or 
low DBH (groups 1 and 2) need to do the same to optimize the two revenue sources. In addition, 
regions with low PAD and high DBH (group 2) also need attention because they have the potential 
to depend on DBH revenues rather than explore PAD optimally. DKI Jakarta is a region that has 
experienced rapid progress in increasing PAD and DBH in the past two decades. This shows the DKI 
Jakarta Regional Government’s ability to optimize PAD and increase central tax revenue; this is then 
reshared in the form of DBH.

Graph 2.6 
Correlation between DBH and PAD (2001–2020)

Note: Realization of 2001 and 2020 APBD
Source: Ministry of Finance, processed
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Along with its implementation, DBH continues to face two main challenges. First, the gradual change 
in DBH from what should be a pure block grant to a non-matching categorical grant. The use of some 
parts of DBH is earmarked for certain purposes, which reduces local governments’ expenditure DBH 
in accordance with regional needs and priorities. Second, the policy of distributing DBH based on 
actual revenue causes uncertainty in regional revenues, which changes the regional income amount 
and then affects regional budget implementation.

2.2.2

General Allocation Fund (DAU)

What later became known as the General Allocution Fund (DAU) had existed since the enactment of 
Law Number 32 of 1956, which mandated the provision of subsidies or donations to local governments 
in the form of pure block grants. The DAU functions as an equalization grant to equalize the financial 
capacity between regions (horizontally) and to finance the affairs under the regions’ authority in 
implementing decentralization. DAU is a pure block grant allocated based on a predetermined 
formula. In Law Number 25 of 1999, the national DAU allocation was set at a minimum of 25% of net 
domestic income (PDN). Since the enactment of Law Number 33 of 2004, the provisions regarding 
the national DAU allocation have increased to a minimum of 26% of net PDN. In addition, with the 
enactment of Law Number 33 of 2004, the DAU allocation formula has also changed. Previously, DAU 
allocations were calculated based on regional needs and regional economic potential, but currently, 
DAU allocations are calculated based on basic allocations and fiscal gaps. The basic allocation is a 
component of the total salary of regional civil servants, while the fiscal gap is the difference between 
fiscal needs and regional fiscal capacity. Fiscal needs are calculated based on population, area, the 
Construction Cost Index (IKK), gross regional domestic product (GRDP) per capita, and the Human 
Development Index (HDI). Regional fiscal capacity is calculated based on PAD and DBH revenues. 

In the past two decades, the government has continued to refine the DAU policy to strengthen the 
achievement of its allocation objectives as an instrument of inter-regional fiscal equity. Some of the 
DAU policies that have been implemented include:

1. In 2001–2016, DAU allocation was finalized in the APBN, i.e., the value was fixed/unchanged in 
the current budget year. In 2019, DAU allocation was again finalized to make it easier for regions 
to plan their budgets. In 2020 and 2021, to ensure the availability of funds in the APBN, DAU 
allocation again became dynamic, adjusting to the state’s financial capacity.

2. In accordance with Law Number 18 of 2016 on the State Budget for Fiscal  Year 2017, the DAU 
utilization policy was no longer a pure block grant in line with the local government’s obligation 
to allocate 25% of the DTU (DBH and DAU) for regional infrastructure expenditure directly 
related to public and economic service facilities to increase job opportunities, reduce poverty, 
and reduce the gap in the provision of public services between regions. The percentage is 
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calculated from total capital expenditure and maintenance expenditure after deducting capital 
expenditure and maintenance for the apparatus. Since 2017, the DTU earmarking policy is 
always stipulated in the Law on the State Budget each year. 

3. In 2019 and 2020, an additional DAU was budgeted to finance: (1) kelurahan (urban village) 
funding assistance, (2) assistance to local governments for payment of BPJS health contributions, 
(3) payroll assistance for government employees with work agreements (PPPK); and (4) fixed 
income equalization assistance (Siltap) for village officials. 

4. Because of the COVID-19 pandemic in 2020 and 2021, the DAU was allocated to fulfill the 
health budget, which prioritized activities to prevent and/or manage the spread of COVID-19.

 

Graph 2.7 
DAU Growth between 2001–2020

Notes: 2001–2003: State BudgetCalculation (PAN); 2004–2020: 
Central Government Financial Report (LKPP); DAU/Total Expenditure: Realization of APBD

Source: Ministry of Finance, processed

Graph 2.7 shows the progress of DAU realization over the past 20 years. For 2001–2019, DAU 
realization continued to grow positively from IDR 60.35 trillion in 2001 to IDR 420.91 trillion in 
2019. However, in 2020, DAU realization decreased by 9.34% to IDR 381.61 trillion due to the sharp 
drop of state revenues by 15.9% as a result of the COVID-19 pandemic. Since 2001, the highest 
DAU growth occurred in 2006 at 64.10%, which was mainly due to changes in the minimum DAU 
allocation policy from 25% of net PDN to 26% of net PDN and changes in the DAU allocation 
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formula in accordance with the mandate of Law Number 33 of 2004. In addition, the ratio of DAU 
to total regional expenditures showed a downward trend from 96.56% in 2001 to 45.55% in 2010 
and continued to decline to 33.81% in 2020. The decline in the ratio of DAU to total regional 
expenditures indicates a decline of regional dependence on DAU in financing regional expenditures. 
This shows an increase in regional income from sources other than DAU, especially from PAD and 
other types of transfer funds.

Graph 2.8 shows the distribution of the DAU portion of total regional expenditure by province in 
2019. The provinces with the largest DAU portions are dominated by those in Sulawesi, Maluku, and 
Papua. Provinces with the highest portion of DAU to total regional expenditure are Maluku, North 
Maluku, and West Sulawesi, with proportions of 58.28%, 54.40%, and 52.87%, respectively. Meanwhile, 
the province with the lowest DAU portion was East Kalimantan at 14.63%. DKI Jakarta is the only 
province that does not receive DAU. 

In addition, DAU’s achievement as a transfer mechanism to reduce fiscal imbalances between regions 
(horizontal gap) is shown in Graph 2.9. The relationship between DAU and regional fiscal capacity 
(DBH and PAD) is negative, which means that DAU favors regions with low fiscal capacity.

Graph 2.8 
Distribution of DAU as Share to Total Expenditures by Province in 2019

Notes: APBD Realization, 2019
Source: Ministry of Finance, processed
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Graph 2.9 
Correlation between DAU and Regional Fiscal Capacity (DBH and PAD) in 2001 and 2020

Notes: Realization of provincial, district, and city APBD, 2001 and 2020
Source: Ministry of Finance, processed

DAU management also faces four main challenges. First, the DAU formula has the potential to increase 
regional dependence on DAU transfers and the tendency for over-recruitment of civil servants. The 
allocation formulas based on fiscal gaps can lead to regional reluctance to optimize fiscal capacity, 
especially from DBH and PAD, because the greater the regional fiscal capacity, the smaller the DAU 
received. In addition, the DAU formula that considers the number of regional civil servants as the 
basic allocation causes regions to recruit more civil servants in order to increase the basic allocation 
so that their DAU received is greater. 

Second, DAU utilization is still dominated by personnel expenditures. This is explained in Graph 
2.10, which shows a positive relationship between DAU and personnel expenditure. The relationship 
between DAU and personnel expenditure is getting stronger with the correlation coefficient increasing 
from 0.741 in 2001, to 0.751 in 2010, and to 0.882 in 2020.  
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Graph 2.10 
DAU and Personnel Expenditure between 2001, 2010, 2020

Notes: Dimension by province, district, and city in 2001, 2010, and 2020;Pearson correlation coefficient in 2020: 0.882, 2010: 0.751, 
2001: 0.741; Data on realization of provincial, district, and city APBD in 2001, 2010, and 2019

Source: Ministry of Finance, processed

Third, the DAU distribution policy potentially risks the sustainability of the APBN if DAU distribution 
is not accompanied by mature state revenue planning. Excessive predictions of state revenues in the 
state budget, combined with the DAU policy, can result in DAU allocation in the state budget not 
being in accordance with the state’s financial capacity, increasing the burden on the state budget. 

Fourth, the DAU earmarking policy is still not optimal. As shown in Table 2.2, in 2020, 175 local 
governments have not succeeded in meeting the minimum allocation of 25% of DTU for infrastructure 
expenditure. A total of eight provinces (Aceh, Papua, West Papua, East Java, North Sulawesi, North 
Sumatra, West Sumatra, and Jambi) could not meet the minimum percentage. Likewise, the district/
city governments (140 districts and 28 cities) also did not comply. To encourage local governments 
to comply with the earmarking policy, the Ministry of Finance monitors, evaluates, and imposes 
sanctions in the form of postponing/cutting DTU in the following year for regions that cannot meet 
the minimum allocation.
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Table 2.2 
Performance of Fulfillment of 25% Earmarking of DTU for Infrastructure Expenses In 2020

Region Fulfilled % Not Fulfilled % Total

District 275 66,27 140 33,73 415

City 65 69,89 28 30,11 93

Province 27 79,41 7 20,59 34

Total 367 67,71 175 32,29 542

Sources: Ministry of Finance, processed

2.3.

Special Transfer Funds (DTK)

The Special Transfer Funds (DTK) is a group of transfer funds consisting of Physical DAK and Non-
Physical DAK. Separating DTK into Physical DAK and Non-Physical DAK started in 2016 due to the 
transfer fund posture reclassification and refocusing the APBN. In the pre-2016 transfer fund posture, 
Physical DAK was known as DAK, while several types of Non-Physical DAK were part of “other 
transfer funds.” The portion of Physical DAK to total transfer funds is very small, below 10% (except in 
2016), while Non-Physical DAK has a larger portion with an average of 15% from 2016–2020. Physical 
DAK showed an increasing trend in 2001–2020, with the highest realization in 2016 amounting to 
IDR 75.21 trillion. Meanwhile, the trend of Non-Physical DAK since 2016 has continued to increase, 
including during the COVID-19 pandemic in 2020.
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Graph 2.11 
DAU and Personnel Expenditure between 2001-2020 

Notes: 2001–2003: Calculation of the State Budget (PAN); 2004–2020: Central Government Financial Report (LKPP)
Source: Ministry of Finance, processed

2.3.1

Physical Special Allocation Fund (Physical DAK)

Prior to the fiscal decentralization era, the central government provided transfers to local governments 
to support the Five-Year Development Plan (REPELITA) program in the form of development 
allocation funds or Presidential Instruction Assistance (INPRES). INPRES funding supported strategic 
government programs such as the nine-year compulsory education program, family planning and 
immunization programs, and infrastructure for disadvantaged areas. The INPRES fund lasted more 
than 30 years before it was changed to DAK in 2001 and to Physical DAK in 2016. Physical DAK aims 
to assist regions in meeting public service standards, providing facilities and infrastructure and regional 
infrastructure development in accordance with national priorities. 

Physical DAK is a transfer fund that is a matching categorical grant: a transfer that requires local 
governments to contribute a certain amount to fund physical development sectors/programs/activities 
in a predetermined area. Regions that receive Physical DAK allocations are required to match funds to 
the value of 10% of the Physical DAK allocations received. Since 2017, the obligation to match funds 
has been removed, and the nature of the Physical DAK has changed to a non-matching categorical 
grant. 
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Physical DAK funds are grouped into several types, and each type of Physical DAK has several areas 
of activity. Currently, Physical DAK consists of four types—Regular Physical DAK, Affirmative Physical 
DAK, Assignment Physical DAK (DAK Penugasan), and Other Physical DAK—as stipulated in the 
Law on the State Budget. Regular Physical DAK aims to support the provision of basic services 
and fulfillment of minimum service standards (SPMs); Affirmative Physical DAK aims to support the 
equal distribution of services and encourage development acceleration in areas that have certain 
characteristics, such as disadvantaged, outermost, border, and transmigration areas; and Assignment 
Physical DAK aims to support national priorities themes, regional development characterized by 
islands, and strategic programs according to the direction of the president. The central government 
determines the types of fields, programs, or activities that can be funded by the Physical DAK. 

In its two decades of implementation, the Physical DAK policy has been continuously strengthened 
and refined. Some of the main changes to the Physical DAK policy are as follows:

1. Since the enactment of Law Number 33 of 2004 as a replacement for Law Number 25 of 
1999, provisions regarding the criteria for special needs that can be funded from the Physical 
DAK have changed. In addition, the law requires the APBD of regions receiving Physical DAK to 
match funds to the value of at least 10% of the Physical DAK allocation.

2. In 2016, the Physical DAK policy underwent fundamental changes, including:

• A change in the name of DAK to Physical DAK and Non-Physical DAK.

• A significant increase in the allocation of Physical DAK to accelerate strengthening the regions’ 
role in providing public services in their respective regions according to the third agenda of 
President Joko Widodo's priority programs (known as Nawa Cita),  “building Indonesia from 
the peripheral regions.”

• The changes in the allocation mechanism from top-down (formula-based) to bottom-up 
based on regional proposals (proposal-based).

• The changes in the types of Physical DAK, from Regular DAK and Additional DAK to three 
types consisting of (1) Regular DAK, which focuses on funding activities that are national 
priorities according to regional needs and priorities, (2) Regional Public Infrastructure DAK 
to accelerate infrastructure development, and (3) Affirmative DAK for disadvantaged areas, 
borders, and islands.

3. In 2017, several changes to the Physical DAK policy were as follows:

• Eliminated the obligation to provide matching funds.

• Changed types of Physical DAK to Regular Physical DAK, Assignment Physical DAK, and 
Affirmative Physical DAK.

• Synchronized the allocation of Physical DAK among regions, between areas of Physical DAK, 
and between activities funded by Physical DAK and other funding sources. 
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4. In 2018, the distribution of Physical DAK began to be carried out through the local KPPN to 
facilitate coordination with the regional governments.

5. In 2019, the Physical DAK planning application was integrated into the Budget Performance 
Planning and Information Collaboration Application (KRISNA).

6. In 2020, several Physical DAK policies for managing the COVID-19 pandemic included: (1) 
lowering the Physical DAK ceiling for fields other than education and health, (2) stopping the 
procurement of public goods and services (PBJP) for fields other than education and health, (3) 
relaxing changes in Physical DAK activity plans in the health sector, (4) relaxing requirements 
and distribution amounts for COVID-19 pandemic management activities, and (5) using physical 
DAK reserve funds to support efforts to recover from the impact of the COVID-19 pandemic.

Graph 2.12 
Growth of Physical DAK between 2001–2020

Notes: 2001–2003: Calculation of the State Budget (PAN); 2004–2020: Central Government Financial Report (LKPP)
Source: Ministry of Finance, processed

In the two decades of its implementation, Physical DAK realization has shown an increasing trend. 
In 2020, Physical DAK experienced the highest negative growth in two decades and amounted to 
21.80% due to the COVID-19 pandemic; this caused Physical DAK to be refocused and reallocated 
for managing the pandemic. The highest growth occurred in 2003 and 2006 at 344.14% and 142.80%, 
respectively. The high growth of Physical DAK in 2003 and 2006 was caused by changes in several 
policies of Physical DAK in accordance with the mandate of Law Number 25 of 1999 and Law 
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Number 33 of 2004. After 2006, DAK growth fluctuated from year to year. The highest realization of 
Physical DAK was in 2016 with IDR 75.21 trillion and was from implementing the policy to increase 
the transfer fund budget, including the Physical DAK, and from strengthening the Physical DAK policy 
to support accelerating the improvement of public service infrastructure in the regions. 

The increase in Physical DAK allocations in the last two decades shows the government’s increasingly 
strong efforts to equitably distribute development among regions, which is balanced with the fiscal 
capacity of developing countries. Looking at the distribution of Physical DAK by province in Graph 
2.13, the seven provinces that have received the highest DAK since 2008 are Papua, East Java, West 
Java, East Nusa Tenggara, South Sulawesi, Central Java, and North Sumatra. Meanwhile, the provinces 
with the lowest Physical DAK revenues are East Kalimantan and DKI Jakarta. 

Graph 2.13 
Distribution of Physical DAK by Province in 2008, 2009, and 2020 

Source: Ministry of Finance, processed

As Physical DAK is one instrument to equitably distribute development among regions, the 
government continues to strengthen and improve policies to manage Physical DAK. However, 
Physical DAK implementation has at least three main challenges. First, infrastructure development 
activities’ implementation synergy in the regions funded from the Physical DAK and other funding 
sources, especially central government expenditure, is challenging. The large number of development 
programs in the regions—both funded from Physical DAK, other sources of income in the APBD, 
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and central government expenditure—potentially can cause overlapping activities and funding. 
Therefore, improving physical DAK planning to complement other programs needs to happen 
through strengthening and improving policies. Second, Physical DAK planning needs to synergize 
and synchronize with national priority development targets to improve Physical DAK planning and 
budgeting. Third, the management of Physical DAK needs to increase in effectiveness and accountability. 
To effectively distribute development between regions, policies for managing Physical DAK based on 
performanceneed to be strengthened in a sustainable manner.

2.3.2

Non-Physical Special Allocation Fund (Non-Physical DAK)

Non-Physical DAK is a fund allocated in the APBN to regions to facilitate public access to increasingly 
high quality basic public services. Therefore, Non-Physical DAK aims to support public service 
operations in the regions. Non-Physical DAK is a transfer fund that has a non-matching categorical 
grant nature, i.e., a transfer given for certain predetermined purposes. 

The allocation of Non-Physical DAK in the APBN began in 2016 due to changes in transfer fund 
allocations that year. However, several types of funds in the Non-Physical DAK are transformed 
from the Other Transfer Funds post in the pre-2016 APBN, including School Operational Assistance 
(BOS) funds, Teacher Professional Allowance for Regional Civil Servant Teachers (TPG PNSD), 
Income Subsidy (Tamsil) for Regional Civil Servant Teachers, and funds for the Regional Government 
and Decentralization Projects (P2D2). In addition, the Non-Physical DAK also accommodates 
deconcentration fund transfers and assistance tasks from several ministries/agencies, including: (1) 
Health Operational Assistance (BOK) funds, which were previously managed as a deconcentration 
fund in the Ministry of Health budget; (2) the Operational Assistance for the Implementation of Early 
Childhood Education (BOP PAUD), which was previously managed as a deconcentration fund in the 
budget of the Ministry of Education and Culture; and (3) the Cooperative, Small, and Medium Enterprise, 
and Employment Capacity Building Fund, which was previously managed as a deconcentration fund in 
the budget of the Ministry of Cooperatives and Medium, Small, and Micro Enterprises (MSMEs) and 
the Ministry of Manpower. The transformation of several deconcentration fund types and assistance 
tasks into Non-Physical DAK was the government’s attempt to emphasize funding sources in financing 
the implementation of affairs under the authority of the central government and local governments. 

Along with policy developments, the types of Non-Physical DAK underwent adjustments and had 
a rising trend according to the regions’ needs to achieve basic public services in accordance with 
national priorities. In 2020, the types of Non-Physical DAK consisted of BOS, TPG PNSD, PNSD 
Teacher Income Subsidy (Tamsil), Special Teacher Allowances (TKG) for PNSD in Special Regions, 
Family Planning Operational Assistance (BOKB), BOP PAUD, Cooperative and SME Capacity Building 
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Fund (PK2UKM), Population Administration Service Fund, Museum and Cultural Park BOP, Tourism 
Service Fund, Waste Management Service Fee Assistance Fund, and Equality Education BOP. 

Non-Physical DAK is budgeted top-down based on proposals from the relevant ministries/agencies 
(K/L) and coordinated with Bappenas and the Ministry of Finance. Calculation of the allocation 
amount takes into account the number of targets and unit costs for each type of Non-Physical DAK 
and the direction of national policies. Coordinating between technical ministries/agencies, Bappenas, 
and the Ministry of Finance in the Non-Physical DAK budgeting process and strengthening the role 
of ministries/agencies in monitoring and evaluating are carried out to ensure that the outputs and 
outcomes of Non-Physical DAK can be adequately achieved.

Graph 2.14 
Growth of Non-Physical DAK Realization 2016–2020

Source: Ministry of Finance, processed

Non-Physical DAK always increases every year, from IDR 88.66 trillion in 2016 to IDR 126.40 trillion 
in 2020, in line with the number of targets and unit costs for each type of Non-Physical DAK. The 
adjustment policy and the addition of Non-Physical DAK types causes this increase as well. Since 
2016, Non-Physical DAK realization has always grown positively, but its rate has started to slow from 
19.01% in 2017 to 3.41% in 2020. 

Much of Non-Physical DAK is allocated to finance the operations in the education and health sectors. 
Non-Physical DAK funds in the education sector consist of BOS, TPG PNSD, PNSD, PNSD Teacher 
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Income Subsidy (Tamsil) Special Allowances for Teachers in Special Regions, BOP PAUD, and BOP 
for Equality Education. Non-Physical DAK funds in the health sector consist of BOK and BOKB. 
Graph 2.15 shows the portion of Non-Physical DAK in the fields of education, health, and others. 
The education sector uses the most Non-Physical DAK, with an average portion of 90.46% of the 
total Non-Physical DAK from 2016–2020. Meanwhile, the portion of Non-Physical DAK in the health 
sector has increased, especially in 2020 in connection with the need for managing the COVID-19 
pandemic.

Graph 2.15 
Growth of Non-Physical DAK Realization 2016–2020

Source: Ministry of Finance, processed

The distribution of Non-Physical DAK by province in Graph 2.16 shows that the provinces with the 
highest amount of Non-Physical DAK were West Java, East Java, and Central Java. North Kalimantan 
received the lowest amount of Non-Physical DAK. Meanwhile, the highest growth was in the provinces 
of South Sulawesi and Riau with 77.91% and 74.46%, respectively. The difference in the Physical DAK 
amount received depends on the number of target recipients for each type of Non-Physical DAK, 
including the number of students for BOS, BOP PAUD, and BOP for Equality Education; the number 
of teachers for TPG, Tamsil, and TKG PNSD; and the number of health facilities for BOK. 
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Graph 2.16 
Distribution of Non-Physical DAK by Province in 2016, 2019, and 2020 

Source: Ministry of Finance, processed

The challenges faced in implementing Non-Physical DAK include evaluating output achievements, 
using distribution and reporting mechanisms, and coordinating activity implementation. The measuring 
instrument used to evaluate the success of Non-Physical DAK is not easy to define, as regions use 
Non-Physical DAK for operations or management in public service implementation, and operational 
activity output is not easy to measure. Until now, the Non-Physical DAK achievement indicator is 
measured from Non-Physical DAK distribution and realization.  

2.4.

Lessons Learned from Intergovernmental Transfers in Other Countries

In designing high quality transfers, Shah (2006) provided transfer good practices to serve as examples 
and to highlight practices to avoid. The design of intergovernmental transfers must be based on 
the purpose of the transfer. Shah mentioned at least six objectives of intergovernmental transfers: 
(1) bridging fiscal gap, (2) reducing regional fiscal disparities, (3) compensating for externalities, (4) 
supporting the achievement of national standards, (5) achieving national development priorities, and 
(6) distributing infrastructure development equitably. 
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First, if the purpose of the transfer is to bridge the fiscal gap, then the transfer should be designed to 
grant greater taxation authority to the regions. An example of a good implementation is the transfer 
design in Canada. Canada imposes a policy reducing the central government’s tax authority while 
increasing local governments’ supplementary tax powers. Contrastingly, an example to avoid is the 
deficit grant design implemented by the People’s Republic of China. A deficit grant is a transfer from 
the government used to cover a deficit in the regional financial balance. This type of transfer creates 
a moral hazard for local governments to increase the deficit. In Indonesia, the government provides 
DBH transfers aimed at bridging the fiscal gap and reducing vertical disparities between the central 
government and local governments. As a lesson learned from Canada, greater tax authority can be 
given to local governments in the future. 

Second, if the purpose of the transfer is to reduce regional fiscal disparities, the transfer can be 
designed as an equalization transfer. This is a condition-free transfer used to cover fiscal disparities 
between regions. Examples of good implementations of equalization transfers can be found in Canada, 
Denmark, Switzerland, and Germany. These countries consider regional tax capabilities and potential 
regional taxes as the basis for calculating transfers. Switzerland calculates the equalization of transfers 
by considering the appropriate tax and public provision capabilities that local governments must 
achieve. Examples that should be avoided are the equalization transfers implemented in Brazil, India, 
and China that are based on a rigid formula and calculated from several multipliers. In Indonesia, the 
DAU, as an equalization transfer, still uses a rigid formula. In the future, the DAU should consider 
the model of Canada and Switzerland, which take into account the achievement of adequate public 
service provision in the regions and the potential for regional fiscal capacity. 

Third, if the purpose of the transfer is to compensate for externalities, then the suitable model is an 
open-ended matching grant, which is a matching transfer mechanism that does not set a limit on 
the amount borne by the central government. Open-ended matching grants used to compensate 
for externalities are carried out by adjusting the gains/losses caused by externalities. An example of 
an externality that occurs in South Africa is hospital services. Hospitals with good performance are 
always visited by patients from neighboring areas, and thus, hospitals with poor performance lose 
their own area’s patients. To overcome this problem, the government designed a grant to teaching 
hospitals; the grant was estimated from the cost of externalities of hospitals used by patients from 
other regions. Closed-ended matching grants, a matching grant mechanism that sets certain limits on 
costs borne by the central government, should be avoided. 

Fourth, if the purpose of the transfer is to achieve national MSS, then a good transfer design is a 
conditional transfer with a predetermined target (conditional grant). A good implementation example 
is DAK in Indonesia. However, transfers that only require expenditure realization without paying 
attention to the output achievement, such as pork barrel transfers for infrastructure development in 
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the United States, should be avoided. In addition, a transfer for infrastructure development (capital 
grant) without taking into account maintenance costs should also be avoided. 

Fifth, if the transfer objective is to achieve national development priorities, then the transfer design 
should be an open-ended matching grant. A good practice is Canada’s 2004 implementation of 
matching transfers for social assistance. The Canadian central government and the states share these 
costs to provide programs for primary health care, home care, and drug subsidies. These transfers’ 
targets are shared in Canada’s 10-year health reform plan. However, ad-hoc transfers should be 
avoided, as these have targets that change every year. 

Sixth, if the purpose of the transfer is for the equitable distribution of infrastructure development, 
then the transfer design should be for physical development (capital grant) and accompanied by the 
funds for maintaining the infrastructure built. A good implementation is a transfer that considers fiscal 
capacity, while a transfer that is provided without considering maintenance costs should be avoided.
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VILLAGE FUNDS

Article 18B of the 1945 Constitution of the Republic of Indonesia declares that the State recognizes 
and respects special and privileged regional government units that are regulated by law. The specificity 
or privilege in the context of decentralization is the concept of asymmetric decentralization. The 
implementation of asymmetric decentralization in Indonesia, among others, is implemented through 
the granting of special autonomy and special region status. To support the implementation of special 
or privileged regional governments, the government allocates funds in the APBN through special 
transfer schemes and privileges in accordance with the autonomous region’s status and objectives. 

The Non-Balance Funds that will be discussed are the Special Autonomy Fund (Dana Otsus), the 
Privileges Fund, and the DID. The Special Autonomy Fund is allocated to finance the special authorities 
of the provinces of Papua, West Papua, and Aceh, each of which have been allocated with these funds 
since 2002, 2009, and 2008, respectively. In addition to the Special Autonomy Fund, the provinces of 
Papua and West Papua also receive the Infrastructure Additional Fund (DTI) provided in the context 
of special autonomy to accelerate infrastructure development in the two provinces. Meanwhile, 
the Privileges Fund has been given to the Province of the Special Region of Yogyakarta (DIY) 
since 2013 to finance its special authority. The DID has been allocated since 2010 as a reward for 
regional performance achievements in financial management, education performance, and economic 
performance and welfare. 

Further, this chapter will also discuss the Village Fund as one village income source from the APBN 
and how it is used finance government administration, development implementation, community 
development, and village community empowerment. The Village Fund has been distributed since 2015 
as an implementation of the mandate of Law Number 6 of 2014 on Villages.

3.1.

Literature Review

The implementation of asymmetric decentralization in a country is based on the interests of ethnicity, 
linguistics, culture, history, and economic value that make a region special compared to other regions 
(Bird, 2003). Wehner (2000), as quoted in Bird (2003), stated that asymmetric decentralization stems 
from political reasons, ethnic incorporation, emphasis on regional conflict tensions, or economic 
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efficiency reasons that encourage certain regions exhibit their best economic potential. Weimer and 
Vining (2017) argued that the asymmetric decentralization treatment is due to differences in the 
provision of public goods in the region, both in the form of natural monopolies, striking differences in 
the standard cost of providing public goods, and external characteristics. 

Bird (2003) grouped asymmetric decentralization into three categories. The first is political asymmetry, 
namely that sub-national governments are empowered to carry out their autonomy, which is different 
from other regions, both in terms of bureaucratic size and institutional development. The second is 
administrative asymmetry, which emphasizes the regions’ special powers determined in laws. The 
third is fiscal asymmetry, which treats a region’s fiscal discretion differently from other regions, either 
in income or expenditure privileges. Asymmetry can take de jure or de facto forms, manifested in 
different levels of autonomy or authority, or through federal (or central) institutional representation 
or its application in legislation. Asymmetry can also be based on the variations in regional government 
within a country, such as the federal state in the United States, or government asymmetry in specific 
regions, such as in Canada and Spain. 

Fiscal asymmetry means differences in fiscal relation patterns between the central government and 
certain regional governments, such as the special tax distribution treatment, the granting of special 
expenditure authority, or the granting of special transfers. This asymmetric fiscal implementation can 
lead to improved or declined quality of public services, peace or conflicts between certain groups, 
and differences or uniformity in the achievement of public service standards. According to Congleton 
(2006), treating asymmetric decentralization in the fiscal context is by synergizing local governments’ 
interests in needing increased revenue through optimizing special tax powers with the central 
government’s interests of expecting a higher share of tax revenues and negotiating to reduce conflict. 

According to Krugman and Wells (2021), economic incentives are financial benefits given to motivate 
certain parties to take certain actions. Incentives are divided into two types: intrinsic incentives 
and extrinsic incentives. Intrinsic incentives are non-material incentives given for certain individuals’ 
achievements, for example, the community will appreciate a well-performing regional head in their 
area and re-elect them in the next regional head election. Extrinsic incentives are incentives in the 
form of materials (goods or money) as an appreciation for the work achieved, for example, the 
central government will give money to regions as an appreciation of the regions’ achievements. 

In intergovernmental relations, incentives can be classified into five types: tax incentives, financial 
incentives, subsidies, tax discounts, and negative incentives (Krugman and Wells, 2021). Tax incentives 
are a form of tax reduction from the government to stimulate the consumption of certain goods, 
for example, exemption from special consumption taxes for domestically produced goods. Financial 
incentives are incentives given to consumers, companies, or organizations to motivate them to do 
something that is not usually done (e.g., incentives for local governments that are able to implement 
bureaucratic reforms). A subsidy is an amount of money given by the government to encourage 
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business to develop (e.g., a subsidy to medium, small, and micro enterprises [MSMEs]). Tax discounts 
are incentives given by the government to encourage people to do something (e.g., the government 
providing electricity tax exemptions for companies that use solar energy). Finally, negative incentives, 
or disincentives, are financial penalties given to someone who does something that is not desired (e.g., 
a high tax for four-wheel vehicles used in a densely populated city). 

For regions, special transfers are given to regions that reach certain achievements and carry out certain 
programs. Special transfers are a form of financial incentive that motivates regions to achieve national 
priorities. This type of infrastructure transfer is also a form of financial incentive to regions that have 
successfully achieved certain development indicators. In Indonesia, Local Incentive Funds (DID) are one 
type of financial incentive because DID is given to regions with the aim of rewarding improvements 
and/or achieving certain performance in regional financial governance, public government services, 
basic public services, and/or public welfare. 

In Law Number 6 of 2014 on Villages, the general provisions state that the definition of a village is 
a legal community unit that has territorial boundaries which are authorized to regulate and manage 
government affairs, the interests of the local community based on community initiatives, and origin 
rights and/or recognized traditional rights which are respected in the government system of the 
Unitary State of the Republic of Indonesia. Villages have seven sources of village income consisting of 
(1) village own-source revenue, (2) allocation from the APBN, (3) the sharing of regional taxes and 
retributions obtained by districts/cities, (4) a part of the intergovernmental transfer received by the 
district/city, (5) financial assistance from the provincial budget and the district/city regional budget, (6) 
non-binding grants and donations from third parties, and (7) other legitimate village income. 

Village Funds, according to Government Regulation Number 60 of 2014 on Village Funds Sourced 
from the APBN, are funds sourced from the APBN intended for villages, are transferred through the 
district/city APBD, and are used to finance government administration, implementation of development, 
supervision, community activities, and community empowerment. The Village Fund is calculated based 
on the number of villages and allocated by taking into account the population, poverty rate, area, and 
level of geographical difficulty to improve welfare and equitable village development. The Village Fund 
Allocation (ADD) is a village income source that comes from a part of the balance fund received by 
the district/city government of at least 10% after deducting the DAK.
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3.2.

Papua and West Papua Special Autonomy Fund

Special autonomy for Papua and West Papua was granted through the ratification of Law Number 
21 of 2001 on Special Autonomy for the Province of Papua. Granting special autonomy is intended 
to reduce the development gap between Papua and other provinces as well as an effort to improve 
the welfare and living standard of indigenous Papuans. In 2008, Law Number 21 of 2001 was revised 
through Law Number 35 of 2008. This revision accommodated the division of the Papua or Irian 
Jaya Province to become the Papua Province and West Papua Province. In addition, this revision 
also removed the authority of the Papuan People’s Representative Council (DPRP) in electing the 
governor and deputy governor and in electing representatives of the Papua Province as members of 
the People’s Consultative Assembly of the Republic of Indonesia. 

Five elements distinguish the autonomy of the provinces of Papua and West Papua from the autonomy 
of other regions. First, the provinces of Papua and West Papua have more dominant authority in 
terms of standardization and development in the fields of economy, education and culture, health, 
population and employment, environment, and social affairs. Second, the central government provides 
special funding in the framework of special autonomy through the Special Autonomy Fund, DTI, and 
the additional Oil and Gas DBH and SDA DBH. The Special Autonomy Fund is allocated at 2% of 
the national DAU ceiling for 20 years. Third, the provinces of Papua and West Papua receive special 
rights to promote local cultural values as special identities and have the right to designate songs and 
symbols as regional symbols. The governors of Papua and West Papua must be filled by indigenous 
Papuans. Local government terminologies are given special terms that reflect Papuan identity, such 
as the Papuan People’s Assembly (MRP), DPRP, provincial regulations, and special regional regulations. 
Fourth, Papua is given the right to form a special regional institutional system, such as the DPRP and 
MRP. Fifth, the Papuan people are given the right to form local political parties (Tryatmoko, 2016).
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Table 3.1 
Sources of Revenue of The Provinces of Papua and West Papua in The Context of Special Autonomy

No
Source of 
Income

Percentage and Timeline
Notes

Amount Changes

1 Natural Resources Revenue Sharing Funds (SDA DBH)

  Oil Mining 70% for a 
25-year 
period 
(2002–
2026)

50%

starting at 
the 26th 
year (2027)

Article 36 paragraph (2) of Law Number 21/2001: 

• At least 30% is allocated for education costs and at least 15% for 
health and nutrition improvement

Elucidation of Article 34 paragraph (3) of Law Number 21/2001: 

• Province, district/city share of 15% and additional revenue (after 
tax) of 55% in the context of special autonomy

  Natural Gas 
Mining

70% for a 
25-year 
period 
(2002–
2026)

50%

starting at 
the 26th 
year (2027)

Article 36 paragraph (2) of Law Number 21/2001: 

• At least 30% is allocated for education costs and at least 15% for 
health and nutrition improvement

Elucidation of Article 34 paragraph (3) of Law Number 21/2001: 

• Province, district/city share of 15% and additional revenue (after 
tax) of 40% in the context of special autonomy

2 Special 
Autonomy 
Fund

2% of national DAU for 20 
years (2002–2021)

Article 34 paragraph (3) letter (e) of Law Number 21/2001: 

• Particularly for financing the education and health sectors

3 Infrastructure 
Additional 
Fund

Agreement between the 
government and the DPR 
on the proposal of the 
provincial government (each 
fiscal year)

Elucidation of Article 34 paragraph (3) of Law Number 21/2001: 

• Infrastructure development is intended, so that in at least 25 years, 
all provincial cities, districts/cities, distrik, or other population 
centers are connected

Source: Law Number 21 of 2001

Based on Law Number 21 of 2001 concerning Special Autonomy for the Papua Province, the allocation 
of Special Autonomy Funds (Dana Otsus) is set at 2% of the national DAU ceiling. Each year, the 
government, through APBN Law, allocates the Special Autonomy Fund to the Papua and West Papua 
provinces, according to their respective portions. Further, the provincial government distributes the 
Special Autonomy Fund to districts/cities within its jurisdiction based on a Special Regional Regulation 
(Perdasus). Based on the Papua Perdasus Number 4 of 2019, the allocation of the Special Autonomy 
Fund after deducting financing for the strategic program of joint affairs is 20% for provinces and 
80% for districts/cities. Meanwhile, West Papua Perdasus Number 2 of 2019 regulates the remaining 
Special Autonomy Fund after deducting religious assistance and other allocations, with the provisions 
of 10% for provinces and 90% for districts/cities. 

Two Decades of Fiscal Decentralization Implementation in Indonesia 63



Further, Papua Perdasus Number 4 of 2019 regulates the provisions for the use of Special Autonomy 
funds in districts/cities with the following provisions: 

1. A minimum of 30% for education service financing

2. A minimum of 15% for health service financing

3. A minimum of 25% for people’s economic development financing

4. A minimum of 20% for infrastructure development financing

5. A maximum of 6% for affirmation assistance financing to religious institutions, indigenous 
peoples institutions, and women’s groups

6. A maximum of 2% for financing planning, monitoring, and evaluation; financial reporting and 
accountability; and program and activity reporting 

7. A maximum of 2% for other priority program financing.

During the 2002–2020 period, the Special Autonomy Fund and DTI have increased significantly from 
IDR 1.38 trillion in 2002 to IDR 12 trillion in 2020. Since it was first allocated in 2002, the Special 
Autonomy Fund has had a continuously rising trend, with a fluctuating percentage increase. The 
highest increase in the Special Autonomy Fund was from IDR 1.78 trillion in 2005 to IDR 2.91 trillion 
in 2006 or 64.10%, as a form of support from the central government to accelerate development in 
Papua Province. In 2020, the Special Autonomy Fund decreased by -9.60%, influenced by the policy of 
reallocating and refocusing the budget as a result of the COVID-19 pandemic. 

Meanwhile, DTI began to be allocated in 2007 for the Papua Province amounting to IDR 0.75 trillion. 
In 2009, DTI allocation increased significantly by 324.24% from IDR 0.33 trillion in 2008 to IDR 
1.4 trillion, in line with the increase in DTI for Papua Province and the beginning of DTI allocation 
for West Papua Province. Cumulatively, from 2002–2020, Special Autonomy Funds and DTI for the 
provinces of Papua and West Papua have been provided in the amount of IDR 125.27 trillion. The 
development of the Special Autonomy Fund and DTI for the provinces of Papua and West Papua is 
presented in graph 3.1 below.
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Graph 3.1 
Growth of Special Autonomy Funds and DTI for Papua and West Papua Provinces 2002–2020

Source: Ministry of Finance, processed

The Special Autonomy Fund is the second largest contributor to regional revenues in Papua and 
West Papua, after revenues from the Balance Fund (DBH, DAU, and DAK). For the provincial level, the 
average contribution of the Special Autonomy Fund in 2009–2020 was 15.93% of the total revenue 
of the Papua Province and 24.97% of the total revenue of the West Papua Province. Meanwhile, the 
contribution of the Special Autonomy Fund at the district/city level is an average of 13.3% of total 
revenues to districts/cities in Papua and 16.6% of total revenues to districts/cities in West Papua. 
Graph 3.2 shows the contribution of the Special Autonomy Fund to total district/city revenues in 
Papua and West Papua.
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Graph 3.2 
Average Contribution of Special Autonomy Funds to Total District/City Revenue

Note: *Temporary realization 
Source: 2009–2020 APBD realization data, processed

As mandated by Law Number 21 of 2001, the Special Autonomy Fund is primarily intended for 
funding education and health in the Papua and West Papua provinces. However, after nearly 20 
years of implementing Otsus in Papua and West Papua (2002–2020), education and health indicator 
achievements in Papua and West Papua are still lagging behind national achievements. One indicator 
that shows educational attainment in Papua and West Papua is the mean length of schooling (RLS). 
Graph 3.3 shows an increase in the RLS in the Papua and West Papua provinces, but the figures remain 
below the national average. Several districts/cities in Papua and West Papua are also significantly 
underperforming. In 2020, the national RLS was 8.48 years, while the RLS in Nduga District, Papua, is 
only 1.13 years, followed by Puncak District, Papua, with an RLS of only 2.15 years. Meanwhile, in West 
Papua Province, the Arfak Mountains District has the lowest RLS of only 5.24 years. 
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Graph 3.3 
Average Years of Schooling in Papua and West Papua Provinces

Source: Statistics Indonesia, processed 

Health sector development achievements are indicated by the life expectancy rate (AHH) indicator, 
which is the average number of years a person is expected to live. As with the development of 
educational attainment indicators, the achievements of health indicators in the Papua and West Papua 
provinces have also shown improvements but are still far below the national average. Graph 3.4 
illustrates the achievements of AHH in Papua and West Papua compared to the national AHH. In 
2020, the national AHH was 71.47 years, meaning that the average length of life for Indonesians is 
71.47 years, but the average length of life for a person living in Papua is only 65.79 years and in West 
Papua only 66.02 years. Nduga District has the lowest AHH with a life expectancy of 55.27 years, 
followed by Mamberamo Raya District with an AHH of 57. 55 years. This shows that the quality of 
public health in the provinces of Papua and West Papua still needs to be improved, especially in areas 
far below the national average AHH. The utilization of the Special Autonomy Fund for Papua and 
West Papua needs to be optimized with better expenditure to encourage an increase in AHH in 
these provinces.
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Graph 3.4 
Life Expectancy Rates (AHH) in Papua and West Papua Provinces

Source: Statistics Indonesia, processed 

To improve education and health, Law Number 20 of 2003 concerning the National Education System 
and Law Number 36 of 2009 concerning Health have been enacted. The legislations mandate local 
governments to allocate education expenditures of at least 20% of the APBD and health expenditures 
of at least 10% of the APBD, excluding salaries. However, not all regions in the provinces of Papua and 
West Papua are able to fulfill the mandatory expenditure. 

Graph 3.5 shows the ratio of expenditure on education and health compared to total APBD 
expenditure in the districts/cities in Papua and West Papua provinces in 2020. Only six districts/
cities—Jayapura District, Merauke District, Jayapura City, Yalimo District, Sorong City, and South Sorong 
District—and the West Papua Province fulfilled the mandate of Law Number 20 of 2003 of at least 
20% of the APBD for education expenditures. Meanwhile, 40 districts/cities and one province (Papua 
Province) fulfilled the mandate of Law Number 36 of 2009 of at least 10% of the APBD for health 
expenditures. 
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Graph 3.5 
Ratio of Education and Health Expenditures to Total APBD 
Expenditures in Papua and West Papua Provinces in 2020

Note: The ratio of health expenditure is calculated from the total health expenditure to the total APBD, excluding salaries.  
Source: 2020 APBD realization data, processed

 

Evaluating the success of special autonomy in Papua and West Papua needs two perspectives, from 
the side of the central government and from the side of the regional governments. From the central 
government’s perspective, Papua’s and West Papua’s special autonomy has contributed to eastern 
Indonesia’s progress compared to other regions that were not granted special autonomy. Although 
education and health development achievements in Papua and West Papua are still below the national 
average, the central government’s intervention to advance Papua’s and West Papua’s development 
is quite significant. One of the results is the fairly significant increase in educational infrastructure 
development in Papua and West Papua provinces. Table 3.2 shows the number of educational facilities 
and infrastructure that significantly increased after the implementation of special autonomy. 
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Table 3.2 
Growth in The Number of Schools in The Provinces of Papua and West Papua

Type of School Irian Jaya 
(2000)

Papua Special Autonomy (2018)
Growth 

Percentage (%)West Papua 
Province All Papua

Early Childhood Education 274 962 539 1.501 448

Elementary School 2.472 2.821 1.050 3.871 57

Intermediate School 395 679 307 986 150

High School 116 231 122 353 204

Vocational School 30 137 52 189 530

Jumlah 3.287 4.830 2.070 6.900 110

Note: *Papua used to be called Irian Jaya 
Sources: Regional Statistics Agencies of Papua and West Papua Provinces, processed

From the local government side, governance quality and management transparency still need 
improvement. Issues of poor governance, lack of transparency, corrupt practices, and misappropriation 
of the Papua and West Papua Special Autonomy Fund are rife. Local governments need a governance 
design that supports strengthening accountability and transparency and need a mechanism for using 
the remaining Special Autonomy Fund. 

From the absorption side, Special Autonomy Fund and DTI realization is always below 100%. Graph 
3.6 shows the fluctuating trend in the absorption of the Special Autonomy Fund in the Papua and 
West Papua provinces. From 2013–2020, the highest Special Autonomy Fund absorption was in 
2016 for Papua Province at 93.77% and in 2020 for West Papua Province at 93.21%. On the other 
hand, the lowest absorption was in 2019 for Papua Province at 81.98% and in 2014 for West Papua 
at 79.96%. Meanwhile, DTI absorption during the same period tended to be worse than that of the 
Special Autonomy Fund. Papua’s lowest DTI absorption occurred in 2016 at 57.61%, while West 
Papua’s occurred in 2017 at 73.02%. The large amounts of Special Autonomy Funds and DTI not 
absorbed show the Special Autonomy Fund and DTI’s weak governance, which has impacted the 
slow development of the Papua and West Papua provinces.
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Graph 3.6 
Absorption of Special Autonomy Funds and DTI in Papua and West Papua 2013–2019

Source: Ministry of Finance, processed 

As stipulated in Law Number 21 of 2001, the Special Autonomy Fund for Papua and West Papua is 
only given for a period of 20 years (2002–2021). As a further policy step, the government has ratified 
Law Number 2 of 2021 concerning the Second Amendment to Law Number 21 of 2001 concerning 
Papuan Special Autonomy for the Province of Papua. The law, which was passed on July 19, 2021, 
extends the Special Autonomy Fund allocation for the provinces of Papua and West Papua for the 
next 20 years (2022–2041). 

Box 1 Law Number 2 of 2021 Concerning The Second Amendment to Law Number 21 of 2001

Revenues within the framework of special autonomy for Papua and West Papua are regulated in Law Number 21 of 2001 that 
is further amended by Law Number 2 of 2021. The revision points that include revenues in the context of special autonomy as 
regulated in Law Number 2 of 2021 include the following:

 » The Papua and West Papua Special Autonomy Fund allocation is 2.25% of the national DAU ceiling, consisting of: 
• General revenue equal to 1% of the DAU ceiling.
• Specific revenue equivalent to 1.25% of the DAU ceiling for funding for education, health, and community economic 

empowerment, with a minimum amount of 30% for education and 20% for health.
 » The Revenue Sharing Fund (DBH) in the context of receiving special autonomy are used with the provisions of 35% for education, 

25% for health and nutrition improvement, 30% for infrastructure, and 10% for assistance to empower indigenous peoples.
 » Additional funds in the framework of special autonomy, the amount of which is determined between the government and the 

House of Representatives (DPR) based on provincial proposal, is determined annually for use in funding the development of 
transportation infrastructure, electricity, clean water, telecommunications, and environmental sanitation. 

 » Changes in the Special Autonomy Fund allocation for the province and district/city were included with the following provisions:
• The distribution between provinces is determined by the government.
• The allocation between province and districts/cities in one province is carried out by the government based on the proposal 

by the province. 
• The allocation between districts/cities within one province is carried out by the government at the proposal of the province.

 » The Special Autonomy Fund and DTI are disbursed directly from the State General Treasury Account (RKUN) to the provincial, district, 
or city general Regional Treasury Accounts (RKUD) to accelerate the implementation of development and services to the community. 

 » The use of funds received in the framework of special autonomy in Papua and West Papua is based on the master plan for the 
development of Papua and West Papua. 
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3.3.

Aceh Special Autonomy Fund

Almost simultaneously with the enactment of the special autonomy law for Papua, the government also 
enacted special autonomy for Aceh Province, with the aim of giving the region privileges and respect for 
local cultural values for the Aceh people through the ratification of Law Number 18 of 2001 concerning 
Special Autonomy for the Province of Nanggroe Aceh Darussalam. In its development, this law was later 
revoked and replaced by Law Number 11 of 2006 concerning the Government of Aceh. 

The specifics of the Aceh Province as regulated in Law Number 11 of 2006 are as follows. First, the 
central government gives privileges to the Aceh government to implement local cultural values in 
its government system. These privileges include the implementation of Islamic law for its adherents 
in Aceh, the implementation of customs in daily life, the provision of education in accordance with 
Islamic law, and the role of ulama (Islamic scholars) in Aceh policy. Second, the law enables the 
establishment of a government system based on local values, such as the Aceh government, the 
Aceh People’s Representative Council (DPRA), sharia courts, sharia police, and the use of Qanun as 
regional regulations. Third, the law recognizes local Aceh political parties. Fourth, the law provides the 
Aceh government with the Special Autonomy Fund and additional Revenue Sharing Funds (DBH). 

In implementing special autonomy in Aceh, the central government allocates the Special Autonomy Fund as 
well as additional Oil and Gas DBH. The allocation of the Special Autonomy Fund for the Aceh government 
is set for a period of 20 years (2008–2027), with an amount equivalent to 2% of the National General 
Allocation Fund (DAU) ceiling for the first 15 years (2008–2022). Meanwhile, for the 16th to the 20th year 
(2023–2027), the amount is equivalent to 1% of the National DAU ceiling. Of the additional Oil and Gas 
DBH, at least 30% will be allocated for education and the rest to fund development programs.

Table 3.3 
Sources of Revenue of Aceh Province in The Context of Special Autonomy

No Source of Income
Percentage and Timeline

Notes
Amount Changes

1 Additional Revenue Sharing Funds (DBH) from Oil and Gas
Oil Mining 55%   Article 181 paragraph (3) of Law Number 11/ of 2006
Natural Gas Mining 40%  

2 Special Autonomy Fund 2% of national 
DAU for 15 years

(2008–2022)

1% of national 
DAU for 

remaining 5 years

(2023–2027)

Article 183 paragraph (2) of Law Number 11/2006
Used to finance development, especially infrastructure 
development and maintenance, people’s economic 
empowerment, and poverty alleviation as well as 
education, social, and health funding

Source: Law Number 11 of 2006 concerning the Government of Aceh
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The Special Autonomy Fund allocation for provinces and districts/cities is determined through an 
Aceh government Qanun (equivalent to a regional regulation). The Aceh government has made 
several revisions to the Aceh Special Autonomy Fund’s distribution for the provincial portion and the 
district/city portion. Changes in the Special Autonomy Fund allocation for Aceh are in Table 3.4.

Table 3.4 
Distribution Of Aceh Special Autonomy Funds

Period Portion of Districts/
Cities (%)

Portion of Province 
(%) Legal Basis

2008-2013 0 100
Aceh Qanun Number 2/2008 concerning Procedures for Allocating 
Additional Revenue Sharing Funds of Oil and Gas and the Use of 
Special Autonomy Funds

2013-2017 40 60

Aceh Qanun Number 2/2013 concerning Amendments to Aceh 
Qanun Number 2/2008 concerning Procedures for Allocating 
Additional Revenue Sharing Funds of Oil and Gas and the Use of 
Special Autonomy Funds

2018 0 100

Aceh Qanun Number 10/2016 concerning the Second Amendment 
to Aceh Qanun Number 2/2008 concerning Procedures for 
Allocating Additional Revenue Sharing Funds of Oil and Gas and 
the Use of Special Autonomy Funds

2019 40 60

Aceh Qanun Number 1/2018 concerning the Third Amendment to 
Aceh Qanun Number 2/2008 concerning Procedures for Allocating 
Additional Revenue Sharing Funds of Oil and Gas and the Use of 
Special Autonomy Funds (40% in the form of activity programs in 
districts/cities in Aceh Province)

Source: Aceh Qanun

The Aceh Special Autonomy Fund revenue realization from 2008–2020 has increased from IDR 3.59 
trillion in 2008 to IDR 7.56 trillion in 2020. The Aceh Special Autonomy Fund is allocated to finance six 
main sectors: education, health, infrastructure, social, poverty alleviation, economic empowerment, and 
Aceh privilege. From 2008–2015, the budget allocation for routine annual programs in the education 
sector—scholarships for orphans; scholarships for undergraduate, postgraduate and doctorate 
education; and other education sectors—reached an average allocation of 30.64%. Meanwhile, in the 
health sector, the Aceh People’s Health Insurance (JKRA) program and other health sectors reached 
an average of 20.12%. In addition, there are also assistance programs to the Gampong government at 
14.19%, the provision of adequate houses at 7.20%, the Aceh Reintegration Fund at 4.23%, and use 
of other programs at 23.62%.
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Graph 3.7 
Growth of the Special Autonomy Fund for Aceh Province

Source: Ministry of Finance, processed 

The Aceh Special Autonomy Funds’ contribution to Aceh’s total province and district/cities revenues 
is shown in Graph 3.8. In 2008, 48.7% of the province’s total revenue came from the Aceh Special 
Autonomy Fund, while in districts/cities, the Special Autonomy Fund only made up 2.4% of total 
revenue. This is in line with the Qanun on the Utilization of the Aceh Special Autonomy Fund that 
regulates the use of the Aceh Special Autonomy Fund, which is entirely determined by the province. 
Over time, the share of the Special Autonomy Fund to district/city revenues has increased, while the 
share of the Special Autonomy Fund to the provincial revenues has decreased. In 2019, the portion 
of the Special Autonomy Fund to regional revenues was almost equal, with a percentage of 18.6% of 
provincial revenues and 18.3% of district/city revenues.
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Graph 3.8 
Share of Aceh Special Autonomy Fund to Regional Revenue

Source: APBD realization data

Since the Aceh Special Autonomy Fund’s first allocation in 2008, transparency and accountability in its 
use has been an issue that has received considerable attention. There are still many non-compliance 
concerns in the reported use of the fund. In an audit conducted by the Supreme Audit Agency (BPK) 
of the Republic of Indonesia, the BPK found several non-compliance problems in the management of 
the Aceh Special Autonomy Fund for 2008–2018; these are shown in Table 3.5:

Table 3.5 
BPK Findings on Aceh Special Autonomy Fund Management in 2008-2018

Issue Year Discovered

The installation price for geogrid and existing soil excavation is considered to be unreasonable. FY 2012

Realization of goods expenditure to be handed over to the public/third parties amounting to IDR 5 billion in 
the form of cash was not in accordance with the provisions.

FY 2013

Overpayment for: 

 » Unfinished work for the construction of the South Aceh District Bappeda Multipurpose 
Building at a value of IDR 19.12 million.

 » Excess calculation of work for the Labuhan Haji Fisheries Port unloading pier construction, 
South Aceh District, worth IDR 68.11 million.

FY 2013
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Issue Year Discovered

Several items in the market construction work at the Aceh Industry and Trade Office were not in accordance 
with the budget plan (RAB).

FY 2013

Overpayment because of a miscalculation for the payment of items on the work of Kampung Jawa 
breakwaters, UleeLheue, is worth IDR 885.99 million.

FY 2015

Regional financial wastage on premium payments for JKRA participants with invalid National Identification 
Number was valued at least IDR 63.49 billion.

FY 2016

Absorption of Special Autonomy Funds throughout the Aceh Province in FY 2017 was not optimal, and 
the management of the remaining Special Autonomy Fund allocations of the Aceh government was not in 
accordance with Aceh Governor Regulation Number. 79/2013.

FY 2017

The preparation of the cost estimate and the procurement process for the construction of the AlueWakiBridge 
Phase IV in Nagan Raya District by the Aceh Public Works Office did not comply with the provisions.

FY 2018

Source: Ananto et al., 2018

In recent years, the portion of the Special Autonomy Fund to district/city revenues in Aceh Province 
has been increasing, and this has had a positive impact on increasing district/city local own-source 
revenue (PAD). In 2014, the ratio of PAD to regional income in districts/cities was 8.57%, an increase 
compared to the previous year of only 6.06%. This increase in the PAD ratio would continue until 
2020, with a ratio of PAD to regional income of 8.52%. 

The increase in the ratio of PAD to district/city income during this time shows that districts/cities 
in Aceh Province could optimize the increase in the Special Autonomy Fund portion to encourage 
development in their respective areas for a positive impact on PAD. The share of PAD to total district/
city income in Aceh Province is presented in Graph 3.9.

Graph 3.9 
Share of PAD to Total District/City Revenue in Aceh Province

Source: 2001–2020 APBD realization data

76



The Aceh Special Autonomy Fund allocation change to 1% of the National DAU ceiling in 2023 will 
have an impact on the Aceh regional budget. Therefore, the Aceh government needs to formulate a 
scenario to encourage regional independence either by increasing regional taxing power or regional 
tax capacity and by encouraging local economic growth.

3.4.

Yogyakarta Special Region (DIY) Privileges Fund 

Yogyakarta Special Region (DIY) Province is given privileges based on the history and origin rights of 
Yogyakarta. In accordance with the mandate of Law Number 13 of 2012 concerning the Privileges of 
the Special Region of Yogyakarta and in the context of administering the privileges of DIY, the central 
government allocates the DIY Privileges Fund through a transfer to the region. The DIY Privilege Fund 
realization in 2013 amounted to IDR 115.7 billion, and the amount continues to increase every year. 
In 2020, the DIY Privileges Fund allocation amount has increased significantly to IDR 1.32 trillion. 
Cumulatively, from the initial allocation until 2020, IDR 5.95 trillion has been allocated for the DIY 
Privileges Fund, with an average annual increase of 56.29%.

Graph 3.10 
Growth of DIY Privileges Fund

Source: Ministry of Finance, processed 
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The DIY Privileges Fund is fully managed by the Yogyakarta provincial government in exercising 
authority in the affairs of Yogyakarta Special Region privileges. According to Law Number 13 of 2012, 
the authority in matters of privileges includes: (1) procedures for filling the offices, positions, duties, 
and authorities of the governor and deputy governor; (2) DIY regional government institutions; (3) 
culture; (4) agrarian issues; and (5) spatial planning. 

The DIY Privileges Fund, which continues to increase every year, is expected to bring the Yogyakarta 
Special Region privileges to its goals: (1) realizing a democratic government, (2) realizing the welfare 
and peace of the community, (3) realizing governance and social order that guarantees diversity 
within the framework of the Unitary State of the Republic of Indonesia, (4) creating good governance, 
and (5) institutionalizing the roles and responsibilities of the Yogyakarta Sultanate and the Duchy of 
Pakualaman in maintaining and developing the Yogyakarta culture, which is part of the nation’s cultural 
heritage. 

The DIY Privileges Fund is mostly focused on supporting the implementation of the DIY Province’s 
privileges. In detail, the DIY Privileges Fund is allocated for cultural affairs (51.24%), spatial planning 
(45.51%), and the rest for land affairs, institutions, and procedures for filling in the offices, positions, 
duties, and authorities of the governor and deputy governor (Yogyakarta Province LKPD of FY 2013–
2018). 

Cultural affairs, having the largest budget allocation, also has the largest number of programs and 
activities as well as the largest number of supporting regional work units (SKPD), both in the province 
and in the districts/cities. Apart from being a privilege, cultural affairs are also a mandatory government 
affair. The Office of Culture is the SKPD that receives the task directly from the governor to carry 
out the authority of privileges as described in the law and must have a grand design and roadmap to 
manage the privilege funds. In addition, it is necessary to measure performance achievement levels 
so that the purpose of the DIY Privileges Fund allocation can be evaluated for future improvements. 

Along with the number of cultural affairs programs and activities using the DIY Privileges Fund, 
there are also numerous achievements. Cultural affairs achievements include the development of 
cultural villages, cultural villages mentorships, cultural pilot villages/kelurahans, Jaga Warga, films to 
cultural villages, village forests, river cleaning, the Jogja City of Batik, the short-duration puppet show at 
Sonobudoyo Museum, cultural diplomacy, mandatory museum visits, museum exhibitions in malls, the 
Adiluhung performance, the Special Symphony, the Culture Base School, the Cultural Laboratory, the 
Cultural Award, the Pleret Museum Festival, and the Digital-Based Cultural Ecosystem Development 
(cultural CCTV at 31 points, high speed mesh hotspot at 23 points, and MSME Wi-Fi at 51 points). 
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Despite these various achievements, until now, the focus of cultural affairs as privileges remains 
abstract because there is no detailed regulation in the legislation. At the beginning of its allocation, 
the DIY Privilege Fund was used for purchasing equipment and funding ceremonial cultural activities; 
however, these activities can be funded from other budgets or even from the community itself. 

Spatial planning has the second largest proportion after cultural affairs in the management of the DIY 
Privileges Fund. Spatial planning is stated in the DIY Privileges Fund Regulation Number 2 of 2017 
concerning Spatial Planning of Sultanate Land and Duchy Land, which in Article 3 paragraph (2) states 
that the regulation is intended for the same objective and added that environmental sustainability is 
used to build harmonization with other spatial units. The authority of the Sultan and Adipati (Duke) 
in spatial planning is limited to the Sultanate and Duchy lands’ management and use. In the exercise 
of these powers, the Sultanate and Duchy establish a general framework for the Sultanate and Duchy 
lands’ spatial policy in accordance with DIY privileges. The general policy framework for the Sultanate 
and Duchy lands’ use is determined by taking into account the national and regional spatial plans. 

There have been several achievements in spatial planning from the DIY Privileges Fund: 

1. Urban transportation (heritage city) in the form of:

» a 2,000 m2 parking area off Abu Bakar Ali Street

» a pedestrian walkway in South Square (500 m2) and in the Malioboro and Margomulyo areas 
(2,200 m2)

» the paving of 1,141 m2 of roads and the construction of a 1,626 m2 parking area in Pleret

2. Construction of the Southern Coast Road, which includes:

» the construction of a 116.07 km road

» land acquisition of 2,058,451 m2 of the total requirement of 3,771,182 m2

» the construction of a new 36.2 km stretch

» roads with four lanes and a length of 2.6 km and with two lanes and a length of 66.79 km

3. Eighteen strategic spatial units (SRS) have been established, seven of which have been studied 
in technical materials and academic texts, including: Kraton, Puro Pakualaman, Axis of Philosophy, 
Mosque and Tomb of the King of Mataram in Kotagede, Kotabaru, Pathok Negoro Mosque, and 
Menoreh Hills
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Among these achievements, several obstacles have occurred in the regulation and implementation of 
spatial planning in DIY Province, i.e., there is no separation between spatial planning in general and the 
spatial planning of the Sultanate and Duchy although the two are mutually integrated. This is because 
the administration of land affairs and spatial planning have the same object and purpose. Thus, the 
strategic target of spatial planning in general can be in line with the spatial affairs of the Sultanate and 
the Duchy (Zakiah et al., 2020).

Since 2013, the DIY Privileges Fund has been used to fund five special affairs of the Yogyakarta 
Special Region. So far, the fund has been used properly, and its realization is always high. Some 
recommendations for the Privilege Fund based on the information above are as follows: (1) a grand 
design or roadmap needs to be prepared for Privileges Fund utilization so that its use is better 
directed, and (2) the authority arrangement needs to be clear between the spatial planning authority 
and the regional government in accordance with Law Number 26 of 2007 on Spatial Planning and 
the Spatial Planning Authority in Law Number 13 of 2012 concerning the Privileges of Yogyakarta 
Special Region. 

3.5.

Local Incentive Funds (DID)

Local Incentive Funds (DID) are allocated to regions as a reward for achieving regional performance 
in financial management, education performance, and economic and welfare performance and are 
aimed at assisting regions in accelerating the provision of basic public services and creating a good 
composition between regions (2020–2024 RPJMN). DID does not have a stable legal basis because 
it is not explicitly stated in the financial balance law. Therefore, DID has an ad-hoc nature and is only 
regulated in the APBN Law. DID began to be budgeted in the 2010 APBN and amounted to IDR 
1.4 trillion as an incentive instrument in TKDD; it remained at the same value in 2011–2014. In 2015, 
the allocation increased to IDR 1.7 trillion, and in 2016, it significantly increased (200%) to IDR 5.0 
trillion. By 2020, the amount of DID was IDR 18.5 trillion. From 2010–2020, the DID allocation grew 
by an average of 30.65%. The number of DID recipients also increased from 57 regions (2010) to 416 
regions (2020).
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Graph 3.11 
Growth of DID 2010–2020

Source: Ministry of Finance, processed

DID allocation is based on two criteria: the main criteria and the performance categories. The scope of 
these key criteria and performance categories has changed since the DID was first allocated. In 2020, 
the main criteria consisted of: (1) an unqualified (WTP) audit opinion from the Supreme Audit Agency 
(BPK) on the Financial Statement of the Regional Government, (2) the timely stipulation of regional 
regulations concerning APBD, and (3) the implementation of e-government and e-planning. Meanwhile, 
the performance categories are grouped into (1) fiscal health and regional financial management, (2) 
basic public services in the field of education, (3) basic public services in the health sector, (4) basic 
public services in infrastructure, (5) government public services, (6) community welfare, (7) increased 
investment, (8) increased exports, and (9) waste management. The development of indicators in the 
main criteria and performance categories since the allocation of DID from 2010–2020 is summarized 
in Table 3.6.
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The policy of DID allocation to each region has undergone several refinements since its inception 
in 2010. Currently, the stages of calculating the DID consist of determining the recipient region 
and calculating the amount of the allocation. Determination of the recipient region is based on the 
identification of regions that meet the main criteria and meet the statistically determined passing 
grade. The regional performance value is the result of the calculation of the performance categories. 
If an area does not meet the main criteria, then the area cannot go through the next stage, namely 
the calculation of the allocation. The passing grade is a certain minimum value result of weighting 
each assessment element of regional performance: regional financial management, public government 
services, basic public services, and community welfare. 

Performance category assessment is regulated by the Minister of Finance Regulation. The performance 
categories assessment data sources include the relevant ministries/agencies or regional reports (e.g., 
the basic public education services category data is from the Ministry of Education and Culture). 
Further, the Ministry of Finance conducts an assessment, determines regions that receive rewards, and 
allocates DID with recommendations from ministries/agencies related to the approval of the DPR 
to be included in the APBN Law; details of DID allocation are regulated in a presidential regulation. 

Graph 3.12 
Distribution of DID Recipients 2010–2020

Source: Ministry of Finance, processed . 

The assessment mechanism for determining DID recipients changes every year so that the DID 
formula is dynamic and follows the development themes and topics of a particular year. Providing 
these incentives is expected to trigger regions to compete in providing better public services. However, 
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the DID assessment mechanism should be transparent and accountable. If not, eligible areas or those 
that deserve incentives may not get the DID. Regional incentives provision should follow a “stick-
and-carrot” curve so that poorly performing regions are given affirmative incentives and regions that 
perform well are rewarded. 

To increase the DID’s role as a motivator for local governments to improve regional performance, 
implementation of the DID policy still faces several obstacles. These constraints include: 

1. Because of the dynamic changes in the criteria and methods of regional performance appraisal, 
regional governments often believe the central government is not “fair” in assessing regional 
performance even though changes in appraisal for the DID incentive is meant to encourage 
regional motivation to improve its performance.

2. The increasing number of regions receiving DID indicates that local governments have improved 
performance, but a widening disparity still exists between the lowest and highest nominal amounts 
of DID received by the regions. This indicates a gap in performance achievement between regions. 
Only a small number of regions can meet all the assessment criteria (the accuracy of data and 
information forms the basis for regional assessments and supports the assessment results for 
regions to be able to receive DID).

3. DID use and accountability still need to be improved.
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Box 2. 2020 Additional DID

In 2020, the government allocated Additional DID in the 2020 APBN for national economic recovery based on Presidential 
Regulation Number 72 of 2020. Additional DID is given to certain regions based on specific indicators and provides incentives to 
regional governments that perform well in managing the COVID-19 pandemic. 

To receive Additional DID, regions must meet two criteria: first, local governments must perform well in managing the COVID-19 
pandemic, and second, local governments create the best innovations in preparing and implementing a new normal order that 
is productive and COVID-19 pandemic-proof. The basis for allocating the Additional DID ceiling is calculated based on the main 
prerequisites: mandatory criteria and performance categories. Regions that have met the main prerequisites will continue with a 
performance category assessment consisting of three criteria: (1) the region is included in the green zone, (2) the region moves 
from the red to green zone in a certain period, and (3) the region can meet the minimum epidemiological score. 

Additional DID was allocated in three periods: July, September, and October 2020. The main criteria and performance categories 
for the 2020 Additional DID policy are shown in the following table:

Table 3.7 Main Criteria and Performance Categories For 2020 Additional DID

Period Main Criteria Performance Categories

First Compliance with submission of 2020 APBD 
Revisions and submission of Health Sector 
Performance Reports and Social Assistance Reports 
in the context of COVID-19

 » Staying in the green zone
 » Development of epidemiological score in the June 

7–28, 2020, period

Second Submission of Health Sector Performance Report 
and Social Assistance Report in the context of 
COVID-19 up to July 14, 2020

 » Staying in the green zone
 » Development of epidemiological score in the July 

5–August 2, 2020, period

Third  » Social Welfare Integrated Data Assessment
 » Performance of handling of COVID-19 and 

economic recovery in the region

 » Staying in the green zone
 » Development of epidemiological score in the 

August 30–September 27, 2020, period

The total number of DID recipients in 2020 was 315 regions, consisting of 23 provinces, 233 districts, and 59 cities. The DID 
allocation to provinces was IDR 351.9 billion, to districts was IDR 3,712.1 billion, and to cities was IDR 936.1 billion, with a total 
national realization of 99.1%.
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3.6.

Village Funds

The village government is the smallest unit of autonomous government that is given the authority to 
carry out government affairs and manage sources of revenue. Village governance is a quasi-federal 
structure with an emphasis on democratic legitimacy and the provision of public services in regions 
smaller than districts/cities (Hlepas et al., 2018). 

In village regulation history, several regulations have been stipulated, namely Law Number 22 of 1948 
concerning Principles of Regional Government, Law Number 1 of 1957 on Principles of Regional 
Government, Law Number 18 of 1965 on Principles of Regional Government, Law Number 19 of 
1965 on Civic Villages (desapraja) as a Transitional Form to Accelerate the Realization of Level III 
Regions throughout the Republic of Indonesia, Law Number 5 of 1974 on Principles of Regional 
Government, Law Number 5 of 1979 on Village Administration, Law Number 22 of 1999 on Regional 
Government, and Law Number 32 of 2004 on Regional Government. In 2014, village regulations were 
specifically regulated by Law Number 6 of 2014. 

In accordance with the mandate of Law Number 6 of 2014 concerning Villages, the central government 
provides fiscal transfers in the form of Village Funds to village governments as financial support for 
them to carry out their affairs. Antlov et al. (2016) argue that Village Funds are a continuation of the 
National Community Empowerment Program (PNPM) from 2006 to 2014. Village Funds are one 
source of village revenue that has been allocated in the APBN since 2015. Since the beginning of its 
implementation, Village Fund management is still finding its appropriate form, so that the benefits can 
be felt by the village community optimally. The village government prior to Law Number 6 of 2014 
was a form of semi-autonomous government that had been given the freedom to manage its finances. 
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Table 3.8 
Development of Village Revenue Sources

Law Number 5/1979 Law Number 22/1999 Law Number 6/2014
Village Revenue 
Sources

 » Village own-source revenue, 
which consists of: 
• Results of village lands
• Results of village 

community self-help and 
participation

• Results of the community’s 
mutual cooperation

 » Other results from legitimate 
village businesses

 » Income originating from the 
government and regional 
government which consists of: 
• Government donations and 

assistance
• Regional government 

donations and assistance
• Part of the regional taxes 

and retributions given to the 
village

 » Other legitimate income

 » Village own-source revenue, 
which includes: 
• Results of village business 

enterprises
• Results of village wealth
• Results of self-help and 

participation
• Results of mutual 

cooperation
• Other legitimate village 

own-source revenue
 » Assistance from the district 

government, which includes: 
• Share of regional taxes and 

retributions
• Part of the central and 

regional Balance Funds 
received by the district 
government

 » Assistance from the 
government and provincial 
government

 » Donations from third parties
 » Village loans

 » Village own-source revenue 
consists of business results, 
asset results, self-help and 
participation, mutual cooperation, 
and other village own-source 
revenue

 » APBN allocation (10% from 
outside regional transfers in 
stages) for Village Funds

 » Share of district/city regional 
taxes and retributions (10% of 
PDRD)

 » Allocation of Village Funds 
which are part of the Balance 
Fund received by the district/city 
(10% of the Balance Fund after 
deducting DAK)

 » Financial assistance from 
provincial APBD and district/city 
APBD

 » Non-binding grants and 
donations from third parties

 » Other legitimate village income

Stipulation of 
Village Revenue 
Sources

Stipulated in village budget 
(APBDes) annually by the village 
head after deliberation with the 
Village Deliberation Institution 
(LMD). 

Stipulated in the APBDes every 
year through a village regulation 
by the village head and the Village 
Consultative Body (BPD)

Stipulated in the APBDes every year 
through a village regulation by the 
village head according to the results 
of deliberation with the BPD

Sources: Law Number 5 of 1979, Law Number 22 of 1999, Law Number 6 of 2014

The implementing regulations regarding Village Funds are further regulated in Government Regulation 
(PP) Number 60 of 2014, PP Number, 22 of 2015, and PP Number 8 of 2016 concerning Village Funds 
Sourced from the APBN. Technical regulations on the management of Village Funds are regulated by a 
Minister of Finance Regulation (allocation and distribution of Village Funds), a Minister of Villages and 
PDTT Regulation (use of Village Funds), and a Minister of Home Affairs Regulation (management of 
village finances). 

The Village Fund has increased from IDR 20.8 trillion in 2015 to IDR 72.0 trillion in 2021. The realization 
of Village Funds is quite high every year : always above 99.3%. Until 2020, the Village Fund dispersed 
IDR 328.0 trillion, with an average annual growth of 34.4% and the highest growth of 124.79% from 
IDR 20.8 trillion in 2015 to IDR 46.7 trillion in 2016.
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Graph 3.13 
Growth of Village Funds (in trillions IDR)

Source: Ministry of Finance, processed

The utilization of Village Funds contributes to village development. Table 3.9 presents the output of 
Village Funds from 2015 to 2020.

Table 3.9 
Achieved Outputs of Village Funds 2015–2020

Activities 2015 Achievements 2020 Achievements Growth (%)

Village road construction  30,787 Km  264,054 Km 758 

Bridge construction  22,710 m  1,507,191 Meter 6.537 

Village market construction  1,181 Units  11,273 Units 855 

Village-owned enterprises (BUMDes) 
activities  - activities  39,946 activities

Boat mooring construction  525 Units  7,032 Units 1.239 

Dam construction  49 Units  6,227 Units 1.684 

Irrigation  4,791 Units  72,252 Units 1.408 

Sports facilities construction  669 Units  28,345 Units 4.137

Earth-retaining construction  16,579 Units  231,965 Units 1.299
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Activities 2015 Achievements 2020 Achievements Growth (%)

Clean water installation  8,607 Units  1,005,298 Units 11.580

Bathing/washing/toilet construction  24,801 Units  349,727 Units 1.310

Village clinic construction  1,340 Units  13,670 Units 920 

Drainage channel construction 4,308,847 Meter  42,904,016 Meter 896

Village early childhood activities  4,547 activities  64,596 activities 1.321

Posyandu construction  3,198 Units  34,554 Units 980

Well construction  6,316 Units  63,766 Units 910

Source: Ministry of Finance, processed.

The increase in Village Fund allocation was followed by a decrease in the number of rural poor people 
from 17.94 million in 2015 to 15.26 million in 2020 and a gradual decrease in the percentage of the 
rural poor from 14.24% in 2015 to 12.82% in 2020. In addition, the state of inequality in rural areas 
has also shown improvement, as indicated by the decline in the rural areas’ Gini Ratio from 0.334 
in 2015 to 0.317 in 2020. The indicators of village development achievements since the transfer of 
Village Funds are the changes in village status based on the Developing Village Index (IDM). Based 
on the IDM, the number of villages with the status of independent villages increased by 1,568 villages 
from 173 villages in 2015 to 1,741 villages in 2020. Meanwhile, the number of underdeveloped and 
extremely underdeveloped villages decreased by 20,047 villages from 41,315 villages in 2015 to 
21,268 villages in 2020.

Table 3.10 
Changes in Village Status Based on The Developing Village Index (IDM)

Village Status 2015 % 2020 % 2015–2020 
Changes

Independent (Mandiri) 173 0,30 1.741 2,32 906%

Developed (Maju) 3.576 5,30 11.917 15,90 233%

Developing (Berkembang) 22.522 33,30 40.035 53,41 78%

Underdeveloped (Tertinggal) 32.256 47,70 15.935 21,26 -51%

Extremely underdeveloped (Sangat Tertinggal) 9.059 13,40 5.333 7,11 -41%

Total 67.586 100,00 74.961 100,00 11%

Source: Ministry of Villages and PDTT, processed

The Village Fund is calculated based on the number of villages and takes into account the population, 
poverty rate, area, and level of geographical difficulty to improve welfare and equity in village 
development. The Village Fund formula in 2015–2017 consisted of two components, namely the basic 
allocation (AD) and the formula allocation (AF) with a 90% and 10% weighting, respectively. AD is 
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an allocation of funds divided equally among all villages, while AF is an additional fund calculated by 
taking into account the population, poverty rate, area, and level of geographical difficulty. Lewis (2015) 
criticized the 2015–2017 Village Fund formula, stating that there were deficiencies in the formula. He 
showed that poorer villages receive less transfers than they should, and the weighting of AD is too 
large so it must be lowered gradually. 

Therefore, the government revised the Village Fund formula in 2018, lowering the weight of AD 
to 77%, increasing the weight of AF to 20%, and adding the affirmation allocation formula for the 
remaining 3%. In 2020, performance allocation (AK) was added as an incentive for well-performing 
villages. Table 3.11 shows the changes in the proportions of the Village Fund allocation formulation. 

Table 3.11 
Developments in Village Fund Allocation Formula 2015–2020

2015-2017 2018 2019 2020

Allocation formula 
with weights 
(percent)

AD: AF = 
90:10

AD:AF:AA = 
77:20:3

AD:AF:AA = 
72:25:3

AD:AF:AA:AK = 69: 28: 1.5: 1.5

Components and 
weights for formula 
allocation (AF) 
(percent)

JP: JPM: LW: 
IKK = 25: 35: 
10: 30

JP: JPM: LW: 
IKK = 10: 50: 
15: 25

JP: JPM: LW: 
IKK = 10: 50: 
15: 25

JP: JPM: LW: IKK = 10: 50: 15: 25

Affirmative allocation Given to DT 
and DST with 
high JPM

Given to DT 
and DST with 
high JPM

Given to DT and DST with high JPM

Performance 
allocation

Awarded to the 10% of villages with the best 
performance calculated based on the criteria for village 
management (20%), Village Fund management (20%), 
output achievements (25%), and village development 
outcomes (35%)

Notes: 
JP = Total population
JPM = Population living in poverty 
LW = Total area

IKK = Construction cost index 
DT = Underdeveloped village
DST = Extremely underdeveloped village

Source: various ministerial regulations on Village Funds management

Village Funds are channeled from the State General Treasury Account (RKUN) to the Regional General 
Treasury Account (RKUD), then the regions channel from the RKUD to the Village Treasury Account 
(RKD). To accelerate Village Fund use, since 2020, Village Funds have been channeled directly from the 
RKUN to the RKD, with the RKUD door as a book-entry portal. The acceleration of distribution is 
regulated in Minister of Finance Regulation (PMK) Number 205/PMK.07/2019. Although the realization 
of the RKUN distribution to villages is quite good, there are some notes in the evaluation: (1) village 
officials’ lack of understanding regarding regulations (a problem in the quality and capacity of village 
human resources), (2) a lack of guidance from sub-districts, districts, and the central government 
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(represented by village attendants), (3) concerns about the village apparatus making mistakes, and (4) 
changes in the village head and their apparatus then resulting in new officials having to understand 
the existing regulations. 

Since the enactment of Law Number 6 of 2014 on Villages, many studies have evaluated the success 
of Village Funds in advancing development in villages. Chalil (2020) conducted a study on the 
relationship between Village Funds and the efficiency of village government expenditure. This study 
suggests that an increase in Village Funds is accompanied by an increase in the efficiency of village 
government expenditure. In addition, the expenditure output efficiency as assessed by the stochastic 
frontier method is higher in value for villages with independent village status. Arifin et al. (2020) 
investigated the role of village-owned enterprises (BUMDes) in village development. They found that 
a contribution from Village Funds increases the number of BUMDes in a village, but the increase in the 
number of BUMDes is not accompanied by a village community’s empowerment. In addition, there is 
no evidence that BUMDes provide more opportunities for rural communities to find work. 

The Directorate General of Budget (2018) analyzed the impact of the Village Fund on regional 
development. They showed that the Village Fund has had an impact in the form of improving output 
achievement, infrastructure services, education, and health as well as improving welfare indicators. 
However, in the short term, the Village Fund has not been able to reduce unemployment and 
inequality, nor increase the Human Development Index (HDI). The evaluation results show that the 
Village Fund’s impact on welfare can only be enjoyed in the long term.

3.7.

Lessons Learned about Non-Balancing Funds in Other Countries

A. Special Autonomy and Privileges

Some countries practice special autonomy and privileges to maintain country unity and 
accommodate regional differences that cannot be tolerated in policies carried out uniformly by 
the central government. Some of the implementations of special autonomy and privileges in Spain, 
Canada, and the Philippines are described as follows. 

Spain

Until the late 1970s, Spain was a highly centralized country; however, it later evolved into a 
decentralized one. Spain’s constitution of 1978 provides for the formation of local government 
areas (comunidades autonomas) whose duties are to carry out the policies of the central 
government but to retain independent financial powers. The regional governments formed initially 
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were Catalonia, Basque, and Galicia and then followed by the formation of nine new territorial 
governments. However, due to historical and racial reasons, the regions of Catalonia, Basque, and 
Galicia demanded different treatment from the central government. The Catalan region requested 
a special asymmetry where they asked for self-governance free from interference from the central 
government. Catalonia did not want the transfer of equalization grants but demanded more 
authority for fiscal revenues, such as freedom to determine tax rates and freedom to regulate the 
issuance of debt securities. Meanwhile, the Basque and Galicia regions were given the authority to 
form special government institutions different from other regions (Lago-Penas et al., 2017).

Canada

Canada has a decentralized system consisting of 10 provinces and three territories. These provinces 
have a great degree of autonomy from the federal government and are responsible for most social 
services, such as health, education, and welfare. The province of Quebec receives special treatment 
by Canada for historical and socio-cultural reasons. Quebec has a large number of French speakers, 
while other provinces generally speak English. Historically, Canada’s constitution was also formed 
without the approval of a representative from the province of Quebec. 

The province of Quebec has several features of asymmetry. First, the constitution mandates that 
three representatives of the Supreme Court must come from Quebec, while the constitution does 
not mention the number of representatives to the Supreme Court from other provinces. Second, 
Quebec has its own pension plan, while the other nine provinces have the Canadian pension 
plan. Third, the province of Quebec has its own health care system, so they determine goals, 
service standards, and health insurance to suit the wishes of the people of Quebec. Meanwhile, 
other provinces are incorporated in the national health insurance system. Fourth, the provinces 
of Quebec and Ontario have a police system separate from the national one, while the other 
provinces are incorporated into the national police system, otherwise known as the Royal Canadian 
Mounted Police (Hataley and Leuprecht, 2014).   

Philippines

A Christian majority country, the Philippines has a long history of inter-religious conflicts, especially 
in a province with a Muslim majority population: the Autonomous Region of Muslim Mindanao 
(ARMM). The conflict with Muslim militants in ARMM has been ongoing since the Marcos 
government in the 1980s. In 1989, ARMM was formed, and it accesses more taxes than other 
provinces. ARMM is the poorest region in the Philippines with a poverty rate reaching 25.2% in 
2012.
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The Philippines gives local governments land tax, corporate tax, and vehicle tax authority, so regional 
tax revenues make up a significant portion of their budget, reaching 65%. The remainder is covered by 
intergovernmental fiscal transfers. The Philippines only has one transfer scheme, namely the Internal 
Revenue Allocation (IRA). The IRA is in the form of a block grant and part of the income tax and 
consumption taxes collected by the central government. For ARMM, IRAs account for more than 90% 
of the region’s revenue. ARMM is not able to optimally collect regional taxes, so their dependence on 
IRA is great. Until now, the Government of the Philippines has tried to reduce conflicts in the ARMM 
area by negotiating the distribution of financial resources (Capuno, 2020).

 

B. Incentive Funds

The practice of local incentive funds in Indonesia is different from the practice of fiscal incentives 
mentioned in the public economics literature. The fiscal incentive design is intended for local 
governments that can increase regional tax capacity and develop the local economy. Governments 
that can access higher tax capacity and are able to boost the local economy are given incentives 
while those that cannot are penalized. Two examples of countries that implement this fiscal 
incentive design practice are China and the United Kingdom. 

China

China designs fiscal transfers based on performance contracts. China’s fiscal contract system 
provides local governments with strong fiscal incentives and, at the same time, increases the 
horizontal distribution between provinces in budget expenditure. China’s experience shows that 
strong fiscal incentives—in the form of high marginal revenue retention rates—have led to private 
economic development and state-owned enterprise reform. In addition, there is also an argument 
that the Chinese government faces strong fiscal incentives to pursue local prosperity, as local 
expenditure is closely related to the income they generate (Jin et al., 2005).

United Kingdom

The calculation of incentives for local governments in England and Wales is carried out using 
the Comprehensive Performance Assessment (CPA) mechanism, which is the measurement of 
performance on the provision of public services by local governments in seven areas, namely 
primary and secondary education, social protection, housing, waste management, transportation, 
the environment, planning, and culture. An important part of this framework is the Best Value 
Performance Indicators (BVPI), which is a numerical score for measuring the quality of local 
government services. The BVPI is measured by inspectors and auditors, for example the Office for 
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Standards in Education (Ofsted) and the Department for Education and Skills (DfES) measure the 
BVPI for the education sector.

BVPI is measured in a range of 1 (lowest) to 4 (highest). The BVPI is then aggregated across service 
categories to produce a performance rating between 1 and 4 for each local government. Local 
governments with high scores will be prioritized for grants or loans from the central government. 

C. Village Funds

Indonesia has pioneered granting direct autonomy to village governments, and this direct autonomy 
has yet to be implemented elsewhere. However, transfers from the central government to villages 
are carried out by several countries. 

Thailand

Boonperm et al. (2013) described how village transfers impacted the growth of the private sector 
in Thailand’s rural areas. The Thai government launched the Thailand Village and Urban Community 
Fund (VF) in 2001 at one million baht per village. Thailand has 74,000 villages and 4,800 cities. 
The total amount of the VF reached THB 78 billion or 1.2% of Thailand’s gross domestic product 
(GDP) in 2002. The Thailand Village and Urban Community Fund is a micro credit given to rural 
communities to improve the people’s economy. In 2005, the government, through Thai banking, 
launched a soft loan program to rural communities with a total loan fund of THB 259 billion. This 
program attracted 17.8 million household borrowers. This program was quite successful with the 
association of a 3.5% increase in household expenditure, a 1.5% increase in per capita income, and 
a 3-5% increase in household asset ownership.

China

Rural growth in China is carried out centrally with the implementation of poverty-alleviation projects 
in rural areas since 1986. As many as 140 million people or 15% of China’s population live in rural 
areas, which are registered as “poor villages” by the Chinese government. The Chinese government 
budgets RMB 32.7 billion (about USD 4 million) per year to develop poor villages. Although this 
program is carried out centrally by central officials, the central government sends attendants to poor 
villages to find out the wishes, participation, and opinions of the village communities to formulate 
village development programs. Park and Wang (2010) assessed that the attendance from the central 
government to rural areas improves development performance in poor villages. Although the central 
government’s transparency still leaves major questions, qualified resource assistance from the central 
government has contributed significantly in improving government investment in poor villages.
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CHAPTER IV
REGIONAL TAXES AND RETRIBUTIONS

Over the past two decades, fiscal decentralization in Indonesia has focused on decentralization on the 
expenditure side, namely giving regional governments discretion to spend in accordance with regional 
needs and priorities. Meanwhile, most of the sources of revenue are still controlled by the central 
government to maintain the integrity of the nation and state; some revenue sources controlled by the 
central government are for equitable development between regions or to overcome fiscal imbalances 
between regions (horizontal gap). Nevertheless, a regional government is still given the authority to 
explore sources of local own-source revenue (PAD) in accordance with aregion’s potentials regulated 
in laws. Regions are expected to be able to optimize regional financial capacity, especially by exploring 
the potential of PAD, one of which is through regional taxing power (Bahl, 1999). 

Based on Law Number 23 of 2014 on Regional Government, regional revenue is all regional rights 
that are recognized to add net asset values in the relevant fiscal year. Sources of regional income 
consist of PAD, transfer revenue, and other legitimate regional revenue. PAD includes regional taxes, 
regional retributions, revenue from segregated regional asset management, and other legitimate 
PAD. Further provisions regarding PAD are regulated in Government Regulation (PP) Number 12 
of 2019 on Regional Financial Management. The PAD structure listed in PP Number 12 of 2019 
was just implemented for the 2021 budget year. The PAD structure before the 2021 fiscal year still 
referred to PP Number 58 of 2005 on Regional Financial Management, which was further regulated 
in Permendagri Number 13 of 2006 on Regional Financial Management Guidelines. 

In the two decades of implementing fiscal decentralization in Indonesia, the amount of PAD as a 
source of regional income has continued to increase. In 2001, the total PAD amounted to IDR 
15.16 trillion and reached the highest amount of IDR 293.66 trillion in 2019. In 2020, the total PAD 
decreased to IDR 264.07 trillion due to a decrease in regional economic activity as a result of the 
COVID-19 pandemic. The increase in PAD is mainly because of the policy of strengthening regional 
taxing power with the enactment of Law Number 28 of 2009, which gives wider authority to regions 
in optimizing their PAD potential, especially those originating from regional taxes and retributions. In 
its development, regional taxes and retributions (PDRD) are the largest sources of income in PAD.  
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4.1.

Literature Review 

According to Mardiasmo (2005), regional taxes are mandatory contributions made by individuals or 
entities, to regions without balanced direct compensation, which can be imposed based on applicable 
laws and regulations. Regional taxes are used to finance the implementation of regional government 
and regional development. Currently, PDRD is regulated by Law Number 28 of 2009. The definition of 
regional tax according to Mardiasmo is in line with the definition of regional tax in Law Number 28 of 
2009: individuals or entities owe mandatory contributions in the form of regional taxes. Regional taxes 
are coercive in nature based on the Law and are used for regional needs and the greater prosperity 
of the people. 

Based on Law Number 28 of 2009, regional taxes are grouped into two types: taxes collected by the 
provincial government (provincial taxes) and taxes collected by district/city governments (district/city 
taxes). The types of provincial taxes are motor vehicle tax, motor vehicle transfer fee, motor vehicle 
fuel tax, surface water tax, and cigarette tax. Meanwhile, the types of regional/city taxes are hotel tax, 
restaurant tax, entertainment tax, advertising tax, street lighting tax, non-metal and rock mineral tax, 
parking tax, groundwater tax, swallow’s nest tax, land and rural and urban building tax, and acquisition 
duty on land and buildings. 

Meanwhile, regional retributions are fees individuals or entities pay for services or for certain permits 
specifically provided and/or granted by the regional government. Services are regional government 
activities in the form of businesses and services that cause goods, facilities, or other benefits to be 
enjoyed by individuals or entities. Regional retributions can be classified into three groups: general 
service retributions, special service retributions, and certain permits retributions. General service 
retributions are services provided by the regional government for the public’s interest and benefit 
and can be enjoyed by individuals or entities. Special service retributions are services the regional 
government provides by adhering to commercial principles because basically these services can also 
be provided by the private sector. Meanwhile, certain permits retributions are regional government 
activities in the context of granting permits to individuals or entities intended for the development, 
regulation, control, and supervision of activities as well as space utilization and the use of natural 
resources, goods, infrastructure, facilities, or certain facilities to protect the public interest and preserve 
the environment. 

The regulations regarding regional taxes and retributions have undergone several changes. Prior to 
the fiscal decentralization era, provisions regarding regional taxes and retributions were regulated in 
Law Number 18 of 1997 on PDRD. Since the fiscal decentralization era, Law Number 18 of 1997 has 
been amended by Law Number 34 of 2000, which was later amended by Law Number 28 of 2009. 
Table 4.1 outlines the reform of regional taxes and retributions in Indonesia.
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Table 4.1 
Reform of Regional Taxes and Retributions in Indonesia 

Law Number 18/1997 Law Number 34/2000 Law Number 28/2009

Closed List Open List Closed List

Rationalized PDRD into 9 types of taxes 
(3 types of provincial taxes and 6 types 
of district/city taxes) and 30 types of 
retributions

Stipulated 11 types of taxes (4 types of 
provincial taxes and 7 types of district/
city taxes) and 27 types of retributions

Defined 16 types of taxes (5 types of 
provincial taxes and 11 types of district/
city taxes) and 30 types of retributions

Adding a new type of tax is done through 
government regulation; a new tax is 
enacted, namely the motor vehicle fuel 
tax (PBBKB)

Regions can define new types of PDRD 
that meet the criteria

Types of regional taxes are in accordance 
with those stipulated in the Law; 
submission of PBB-P2 and BPHTB as 
district/city taxes; a new type of tax is 
enacted: cigarette tax

Sets the highest rate for district/city 
taxes and uniform rates for provincial 
taxes

Sets the highest rate for district/city 
taxes and uniform rates for provincial 
taxes

Sets the highest rate for each type of tax 
except PKB, which has the lowest and 
the highestlimits; sets uniform cigarette 
tax rate

Sources: Law Number 18 of 1997 on Regional Taxes and Retributions; Law Number 34 of 2000 on Amendments to Law Number 18 
of 1997 on Regional Taxes and Retributions; UU Number 28 of 2009 on Regional Taxes and Retributions

Law Number 34 of 2000 gives the regions the authority to collect 11 types of taxes and 27 types 
of retributions. However, local governments can collect new types of PDRD in accordance with the 
criteria set out in the law (open list). The change in the nature of tax collection to an open list was 
based on the initial spirit of decentralization to give greater authority to regions in collecting PDRD. 

However, in its implementation, there have been several problems that resulted in less than optimal 
PDRD acceptance and an unfavorable impact on the investment climate in the region. This is due to 
the many types of regional retributions with high economic costs that overlap with retributions made 
by the central government, thereby hampering the flow of goods and services between regions. . 

Based on the evaluation of the implementation of Law Number 34 of 2000, Law Number 28 of 2009 
was stipulated. The types of taxes the law regulates are again closed, with an expanded regional tax 
base. The tax base expansion is carried out through the addition of new types of taxes (swallow’s 
nest tax and cigarette tax) and the transfer of two types of central taxes into regional taxes, namely 
rural and urban land and building taxes (PBB-P2) and land and building rights acquisition fees(BPHTB). 
This law also provides flexibility for regions to differentiate tax rates according to the potential and 
conditions of each region within the stipulated tariff limits. 
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The stipulation of the PDRD Law is one of the government’s efforts to increase regional taxing power. 
According to Mardiasmo (2002), the PDRD Law manifested from the central government granting 
authority to the regions to increase the fiscal capacity of local governments. In economics, an effective 
and efficient tax structure and tax administration are important factors in achieving fiscal sustainability 
and economic and social development. Effective means that the ratio of regional tax revenue to GDP 
is at least more than average. Efficient means that the administrative costs of tax collection should not 
be greater than tax revenues. If these two things can be accomplished, then an effective and efficient 
tax system can be achieved. Local governments are encouraged to optimize the role of PDRD, 
especially regional taxes, to fund development in the regions. 

Based on their purposes, taxes are divided into two functions: the budgetary function and regulatory 
function. The budgetary (revenue) function means that the tax serves as a source of funds intended 
to finance government expenditures, while the regulatory function means that tax serves as a tool 
to regulate implementing policies in the social and economic fields. Adam Smith proposed several 
principles for good taxation, called “Smith’s Canons,” which include: (1) the principle of justice (equity), 
(2) the principle of certainty, (3) the principle of convenience, and (4) the principle of economy. Later 
on, the principle of revenue adequacy was added to these principles of good taxation (Suparmoko, 
1982; Adisasmita, 2011).

Meanwhile, according to Hyman (2005), a user fee (retribution) is a fee imposed directly on the 
community for government-provided public services. Hyman also mentioned that user charges 
have advantages and disadvantages, i.e., collections from retributions can compensate for the cost 
of managing public services, but they can also prevent individuals from enjoying government services 
unless they pay for them. 

Retributions can take several forms, including: (1) direct prices paid for goods and services enjoyed, 
(2) additional fees for using certain facilities or services provided by the government, (3) special fees 
(special assessments) on personally owned property, (4) licenses or franchises, and (5) travel fees 
(fares or tolls) (Hyman, 2005). Bird and Tsiopoulos (1997) argue that retributions are not merely 
a tool to collect income, but they also have a more important role to improve the economic side 
of existing resources so that greater efficiency occurs. Efficiency gains can occur if the government 
designs the policy on the amount of retribution rates (well-designed charges), with a design that can 
provide two benefits at once: notifying the government to see how many people are willing to pay 
for the services provided and setting tariffs for a service fee that is at least equal to the marginal 
cost of providing the service. Charges are determined more through political processes than market 
interactions. 

In addition to PDRD, the government also needs to optimize revenues from other types of PAD; 
one way to do so is by separating regional wealth management and other legitimate PAD. In Law 
Number 23 of 2014, separating regional wealth management means separating regional revenues 

102



from regional capital participation. Separating regional wealth management results in the share of 
profits from BUMD and proceeds from cooperation with third parties. Meanwhile, other legitimate 
PAD includes PAD outside the PDRD, such as the proceeds from the sale of regional property (BMD) 
that is not separated, results of regional cooperation, and current account services. 

According to Mardiasmo (2002), one of the problems in optimizing PAD is that local governments 
are limited in calculating the potential sources of real PAD. This can be caused by a lack of human 
resources, lack of human resource competence, and regions not having the tools to calculate PAD 
potential, among others. A region’s weak financial management capacity can lead to low quality of 
public services (including public facilities and infrastructure), which the community then responds 
to negatively, causing people’s reluctance to pay regional taxes and retributions. If this is allowed to 
continue, it will gradually reduce the region’s ability to finance its development.

4.2.

Growth of PAD and PDRD

In 2001–2020, balance funds still dominated regional income with an average of 65.82% of total 
regional income. Meanwhile, PAD contributes an average of 20.49% to total regional income, followed 
by other legitimate regional income, which is 3.69% on average. However, the contribution of the 
Balance Fund shows a declining trend in line with the increase in PAD contributions to total regional 
income. The share of PAD to total regional income increased from 13.86% in 2001 to 24.50% in 2019, 
although there was a slight decline in 2020 caused by the COVID-19 pandemic. According to Halim 
(2001), the ratio of PAD to total income can be used as a measuring tool to assess a region’s financial 
capacity; this is called the ratio of the degree of fiscal decentralization. The higher the degree of fiscal 
decentralization, the greater the portion of regional expenditure funded from sources of revenue 
generated by the regions themselves (Halim, 2004). 

The average growth of PAD over the past 20 years is 16.96%. The highest growth occurred in 2002 
and 2011 at 41.54% and 34.47%, respectively. The high growth of PAD in 2002 was partly due to the 
implementation of Law Number 34 of 2000, which added new types of taxes, while in 2011 it was 
caused by the enactment of the Law on PDRD, which expanded the base for taxes and retributions 
with the addition of PDRD types. This is in line with the opinion of Sriyana (2009) and Mardiasmo 
(2002), who stated that a potential increase in regional revenue can occur if local governments are 
given greater management authority regarding financial resources and that they continue to pay 
attention to effective and efficient tax structures and administration.
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Graph 4.1 
Growth of Share of PAD, Intergovernmental Transfer, 

and Other Legitimate Regional Revenues to Total Regional Revenues 2001–2020

Source: Ministry of Finance, processed 

Graph 4.2 shows the development of each type of PAD from 2001–2020. The graph shows that the 
greatest proportion of PAD is regional taxes, with an average proportion of 70.16% of total PAD. 
Meanwhile, the average proportion of other types of PAD, such as regional retributions, the results 
of separated regional wealth management, and other legitimate PAD, are 8.94%, 3.45%, and 17.45%, 
respectively. 

So far, regional tax revenues have continued to increase and continue to grow positively (except 
in 2020) with an average growth of 16.72%. The highest growth in regional taxes occurred in 2011 
at 41.22%, an increase from IDR 56.18 trillion to IDR 79.34 trillion. This increase was partly due to 
the implementation of the Law on PDRD, which transferred two former national taxes, BPHTB and 
PBB-P2, into regional taxes and added other types of new PDRD. Only Surabaya City began to collect 
BPHTB in January 2010, and all districts/cities began the simultaneous collection of BPHTB in 2011. 
Meanwhile, PBB-P2 tax was implemented by all regions in 2014.

Meanwhile, regional retribution revenues showed an increasing trend until 2014, which reached IDR 
12.14 trillion. Also in 2014, regional retribution revenues experienced the highest growth at 26.18%. 
After 2014, regional retribution revenues tended to decrease with the realization of IDR 9.79 trillion 
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in 2019 and a significant decrease of -14.10% to IDR 8.41 trillion in 2020. The average growth in 
2015–2020 was -5.71%. This decrease in regional retributions can be caused by a decreasing level 
of service users, so that the number of retributions has also decreased (Triyanti, 2016). The decline 
in regional retributions in 2020 was caused by the COVID-19 pandemic: several economic sectors 
experienced a decline in activity, so the users of retribution services also experienced a drastic decline. 
The retribution collection is dependent on the community’s economic activity and the community’s 
demand for services; this is in contrast to tax collection whose collection is forced on taxpayers. 
Therefore, regional retribution revenues fluctuate more than regional tax revenues (Halim, 2001). 

Further, when viewed from the progress of PAD realization other than PDRD, other legitimate PAD 
experienced the highest growth in 2007 at 152.97%. After 2007, the growth of other legitimate PAD 
showed an increasing trend. On the other hand, revenue from separated regional wealth management 
shows a downward trend.

Graph 4.2 
Growth by Type of PAD 2001–2020

Source: Ministry of Finance, processed 

Further analysis on each type of regional tax, consisting of provincial taxes and district/city taxes, is 
shown in Graphs 4.3 and 4.4. The motor vehicle tax (PKB) and motor vehicle transfer fee (BBNKB) 
are types of provincial taxes that make up the highest proportion of provincial taxes. The average 
proportion of PKB in 2008, 2011, 2015, and 2019 was 37.15%, while the average proportion of 
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BBNKB was 34.42%. The average proportion of the motor vehicle fuel tax (PBBKB) and surface water 
tax was 1.21% and 0.75%, respectively. When observing the nominal growth of provincial taxes from 
2008 to 2019, the taxes that had the highest nominal growth were the surface water tax, PKB, PBBKB, 
and BBNKB, with growth levels of 536.47%, 384.01%, 222.60%, and 214.14%, respectively. An increase 
in consumption activity in wholesale, retail, and car and motorcycle repair from year to year, especially 
in 2016–2019, caused revenues from PKB, BBNKB, and PBBKB to continue to increase every year. 

Prior to the enactment of Law Number 28 of 2009, in 2008, the provincial tax structure was dominated 
by PKB with a proportion of 38.52%. In 2011, the provincial tax structure underwent a change where 
the highest tax structure was BBNKB, followed by PKB and PBBKB with a share of 36.41% and 
24.42%, respectively. This is due to regions being granted the flexibility to set provincial tax rates in 
accordance with the maximum limit. The PKB in 2011 decreased because of the tariff adjustment 
from 5% (uniform for all provinces) to a maximum of 2%, among other reasons. Meanwhile, BBNKB 
experienced an increase due to tariff changes from 10% (uniform for all provinces) to a maximum 
of 20%. 

With the provincial government’s cigarette tax collection in 2014, the provincial tax structure in 2015 
underwent a change as a result of the fairly high portion of the cigarette tax, namely 14%. In 2019, 
the provincial tax structure increased by 131.04% from IDR 6.03 trillion to IDR 13.94 trillion. This is 
supported by the increase in the tobacco processing industry’s GDP, which is increasing every year. 
PBBKB collection, with the official assessment through the national oil company (Pertamina) and 
cigarette tax through the cigarette excise value allocation by the Directorate General of Customs and 
Excise (DJBC), Ministry of Finance makes the tax collection more efficient. 

Graph 4.3 
Share of Provincial Tax by Type to Total Provincial Taxes in 2008, 2011, 2015, and 2019

Source: Ministry of Finance, processed  
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The development of district/city taxes in Graph 4.4 shows that the structure of district/city taxes 
changed after the enactment of Law Number 28 of 2009. In 2008, prior to the stipulation of Law 
Number 28 of 2009, district/city tax revenues were dominated by the street lighting tax (PPJ), with a 
share of total district/city taxes of 41.62%, followed by hotel taxes and restaurant taxes of 21.68% and 
16.95%, respectively. PPJ has been a major source of revenue because it is an official assessment tax 
that is directly billed on the public’s electricity bills. Meanwhile, in 2011, after the enactment of Law 
Number 28 of 2009, BPHTB became the tax with the highest portion at 38.18%, followed by PPJ at 
24.94%, and restaurant tax at 12.71%. Since 2015, after PBB-P2 was fully implemented by all districts/
cities, the types of taxes with the largest portion were PBB-P2, BPHTB, PPJ, restaurant taxes, and hotel 
taxes. PBB-P2 growth from 2011–2019 was very high at 4,468.17%. This is partly because districts/
cities implemented PBB-P2 in stages starting from 2011–2014. The growth of BPHTB between 2011–
2019 was 201%. Meanwhile, the growth of restaurant taxes, hotel taxes, and PPJ from 2008–2019 was 
1074.27%, 506.90%, and 474.18%, respectively. The smallest portion is the swallow’s nest tax with a 
nominal growth of 13.28%. 

Graph 4.4 
Share of District/City Tax by Type to Total District/City Tax in 2008, 2011, 2015, and 2019

Source: Ministry of Finance, processed 

For certain types of provincial taxes that have negative externalities, a certain percentage of tax revenue 
must be earmarked, such as cigarette taxes, and 50% must be allocated to fund public health services 
and law enforcement. In addition, a minimum of 10% of the PKB is allocated for road construction and/
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or maintenance and the improvement of public transportation. Meanwhile, among district/city taxes, the 
PPJ is earmarked, i.e., part of the PPJ revenue is allocated for the provision of street lighting. 

Meanwhile, regional retribution development is shown in Graph 4.5. As stated in Law Number 28 of 
2009, 30 types of regional retributions are grouped into three categories of retributions: general service 
fees (14), business service fees (11), and specific licensing fees (5). The graph shows that most regional 
retribution revenue comes from public service fees, with an average total regional retributions of 58.04%. 
Meanwhile, the average portion of other types of regional retributions, such as certain licensing fees and 
business service fees, is 23.67% and 18.29%, respectively. 

Graph 4.5 
Share of Regional Retributions by Type to Total Regional Retributions in 2010, 2014, and 2018

Source: Ministry of Finance, processed 

As the largest source of PAD revenue, tax revenues need to be optimized by calculating the potential 
for regional taxes and retributions. One way to measure the potential tax revenue relative to the 
economy is to calculate the tax ratio. By definition, the tax ratio is the ratio between state revenues 
from the taxation sector and the GDP. The tax ratio measures the government’s ability to collect 
taxes from the total economy. The tax ratio can be defined in a narrow sense and in a broad sense. 
The tax ratio in the narrow sense is the tax collected by the central government as the numerator 
compared to GDP. Meanwhile, the tax ratio in a broad sense also accounts for mandatory retributions 
that citizens payto the state, including PNBP from oil and gas resources and PNBP from minerals and 
coal mining resources (Budget Statement, 2020). 

The tax ratio can describe a country’s tax policy: the higher a country’s tax revenue indicates the 
country’s greater ability to allocate expenditure for economic and social development in the long 
term. The standard recommendation of the International Monetary Fund (IMF) as stated in Gaspar 
(2016), is that developing countries have a tax ratio of at least 15%. This ensures that the government 
has sufficient funds to finance development to achieve sustainable economic growth in the future 
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because along with a more advanced economy and high incomes, demand for public services will also 
increase. 

The regional tax ratio can be interpreted as the region’s ability to collect regional revenues sourced 
from PDRD to the region’s economic potential, in this case the gross regional domestic product 
(GRDP). GRDP describes the community’s economic activities, which if developed properly, can 
potentially lead to the region imposing regional taxes. Graph 4.6 shows the development of the ratio 
of PDRD to GDP (regional tax-to-GDP) and the ratio of central taxes and regional taxes to GDP 
(total tax-to-GDP) from 2001–2020. The graph shows that the regional tax-to-GDP ratio tended to 
increase by an average of 1.17%. The highest regional tax-to-GDP ratio occurred in 2014 at 1.43%, 
caused by, among others, the transfer of PBB-P2 to all regions. Meanwhile, the average total tax-to-
GDP ratio tended to increase from 2001–2008 but showed a declining trend in 2009–2020, with an 
average of 12.33%. The highest total tax-to-GDP ratio occurred in 2008 at 14.38% and was caused 
by among others, the central tax experiencing a significant growth from IDR 490.99 trillion (2007) to 
IDR 658.70 trillion (2008). In 2020, due to the COVID-19 pandemic weakening the national economy, 
total tax-to-GDP experienced a decline to the lowest ratio in the past 20 years to 9.54%. 

The declining trend of total tax-to-GDP at the central and the regional levels in 2001–2020 is caused 
by GDP growth, which is higher than central and regional tax revenues, among other factors. This 
total tax-to-GDP is still below the minimum ideal tax ratio according to the IMF, which stated that 
developing countries should have a tax ratio of at least 15% (Gaspar, 2016). Therefore, tax collection 
needs to be enforced both centrally and regionally to be able to explore tax revenues according to 
economic potential.

Graph 4.6 
Growth of Central and Regional Tax-to-GDP Ratio 2001–2020

Source: Ministry of Finance, processed 
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According to the Organization for Economic Co-operation and Development (OECD, 2020), several 
factors can affect the tax ratio, including the economic structure, tax policy, and administration. 
The economic structure includes the importance of agriculture in the economy, the openness of 
the economy, and the proportion of the informal sector. Meanwhile, in terms of tax policy and 
administration, the tax apparatus’s power and authority and the public’s level of corruption and 
morale can affect the willingness of taxpayers to pay their taxes. 

4.3.

Lessons Learned

Various countries have used several strategies to increase regional taxing power and adhere to fiscal 
decentralization. Tax reform can not only strengthen taxation capacity on a regional scale but also 
nationally. In fact, a few regions have carried out multiple tax reforms during fiscal decentralization. 
Each region’s different characteristics cause trial-and-error tax reform to occur naturally so that the 
country and region can formulate the appropriate tax policy. 

Table 4.2 shows the experience of some PDRD management policies in several regions. Local 
governments have carried out various tax innovations to increase PDRD revenues in their regions, 
including the use of an online-based tax system and policies for providing tax incentives and 
disincentives. The types of PDRD that are the mainstay of each region also differ according to regional 
characteristics. For provincial governments, PKB and BBNKB are still the most reliable types of taxes. 
As for district/city governments, PBB, BPHTB, and PPJ are the mainstays. However, for Bali, with a 
fairly developed tourism sector, mainstays are hotel taxes, restaurant taxes, and entertainment taxes. 
Meanwhile, the types of mainstay retributions differ for each region depending on the public services 
available and utilized in each region. 

In terms of planning, in general, the PDRD target is based on the realization of the previous year’s 
revenues by taking into account economic conditions. A few regions still analyze the potential of PDRD 
in their area and compare it with the realization of PDRD receipts. Several areas that conducted a 
potential analysis were Denpasar City, Pontianak City, and Sleman District. Most regions are also still 
constrained by taxpayers’ low compliance and the lack of regional tax managers. 
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Several countries have also used various approaches to tax reform, and Table 4.3 shows their 
experiences.

Table 4.3 
Case Studies of Tax Reforms in Several Countries

Country Taxation Strategy Implementation Example

Japan  » Shared tax base 
between central and 
regional governments

 » Removed maximum 
rate limits

 » Both central and local governments have individual and corporate income taxes 
and consumption taxes (e.g., for the VAT tax, the central government will charge 
4% and the provincial government 1%)

 » The use of a shared tax base has several benefits, including helping to reduce 
disparities between regions, making cyclical fluctuations smoother, and ensuring 
the tax burden is proportional to the population’s income 

China  » Since 1980, 
underwent 3 major 
changes

 » Shared tax base 
between central and 
regional governments

 » Before 1980, the government system was still centralized. Since 1980, the tax 
system has begun to gradually transfer its taxes to the regions through several 
reforms (such as the 1993 comprehensive tax reform package related to changes 
in the types of central and regional taxes and the 2014 tax reforms aimed at 
improving the budgeting process, transparency, and accountability) 

 » Has a shared tax base, such as income tax and VAT with the central tax object as 
central tax and regional tax object as regional tax

South Korea  » Since 2000, tax 
reforms are made 
every year to adjust 
to the objectives and 
economic conditions 
in the relevant fiscal 
year

 » Shared tax base 
between central and 
regional governments

 » Tax reform can be carried out on all elements, including changes in the tax base, 
tariffs, tax exemptions, and tax incentives, which have been carried out every year 
since 2010 in accordance with development goals and economic conditions

 » Since 2017, efforts have been made to increase the ratio of regional taxes to 
central taxes by 40%–60% in the long term

 » The central government has income tax and individual consumption tax, provinces 
have local consumption taxes, and municipalities have local income taxes with 
different tax objects

Canada  » Encourage 
transparency and 
provide sanctions 
for those who do not 
comply

 » Use a shared revenue 
basis, such as 
harmonized sales tax 
(HST)

 » Implements the division of taxation functions and authorities (such as VAT, which 
is made into provincial taxes) in addition to granting the regions authority on non-
renewable natural resources tax so that horizontal imbalances are low

 » VAT is charged nationally and regionally based on destination, rather than origin
 » The central government plays an effective role in preventing excessive regional tax 

competition by equitably transferring transfers on revenue capacity rather than 
revenue performance, thereby providing certainty for low-income enterprises

Sources: Wingender, 2018; Ma, 1998; Ragimun, 2011; Ter-minassian, 2016; Ter-minassian, 2020; UN-Habitat, 2012; OECD, 2019; Ministry 
of Economy and Finance of Korea, 2018; processed 
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As in other countries, Indonesia has also strived to strengthen regional taxing power through tax 
intensification and extensification, tax base expansion, tariff adjustments, the transfer of some central 
taxes to regional taxes, and tax incentives. Further efforts to improve regional tax performance include 
implementing a shared tax base between the center and the regions, improving governance and law 
enforcement to minimize tax evasion and tax avoidance, and building public trust in government. 

In carrying out tax reform, both developed and developing countries succeed by building public trust. 
The public’s willingness to pay taxes is closely related to public trust, which can be supported by 
transparency, accountability, and the availability of adequate public services that can be accessed by 
the whole community. If local government can provide quality infrastructure and public services, this 
will increase public awareness in paying their tax obligations. 
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CHAPTER V





CHAPTER V
REGIONAL EXPENDITURES MANAGEMENT

One of the main challenges in Indonesia’s fiscal decentralization over the past two decades has 
been the quality of regional expenditures management. Quality government expenditure starts in 
budgeting by considering policy priorities, increasing efficiency, and increasing the quality of public 
services (Thorn and Lyndrup, 2002). Meanwhile, according to Lewis (2007), a quality budget must 
have six main aspects: economy, efficiency, effectiveness, justice, accountability, and responsiveness. 
According to Lewis (2007), these six aspects must be assessed together, as no aspect is more important 
than the other. Bappenas (2011) further explained the six main aspects of assessing the quality of 
regional expenditures: ever-increasing the budget appropriately to the results obtained, to the planned 
objectives, to the value of justice, for accountability, and to the aspirations of the community. 

The quality of regional expenditure is closely related to the success of regional development. Having 
good regional expenditure is one of the reasons why many countries implement fiscal decentralization 
policies. The high level of a region’s fiscal decentralization implies local governments have the potential 
to increase the effectiveness and efficiency of providing public services to their people through 
regional expenditures (Boetti et al., 2010). Regional expenditure can be regarded as the actualization 
of development plans in the regions. Therefore, proper management of regional expenditures is 
expected to have a positive impact on regional development. 

5.1.

Theoretical Framework for Regional Expenditure Quality

The need for measuring the quality of regional expenditure stems from the fact that government 
expenditure has an impact on the economy (Heriwibowo et al., 2016). This relates to the formula 
for calculating national income, where government expenditure is part of national output. Basically, 
government expenditure can have a direct or indirect impact on increasing national income. For example, 
government expenditure on grants, social assistance, and subsidies to the community has a direct 
impact on increasing people’s purchasing power and national income. On the other hand, government 
expenditure on development will improve people’s quality of life, which, in turn, can encourage high 
incomes at both the regional and national levels. 

Implementing good regional expenditure management will quickly affect the achievement of regional 
government goals, as regional government’s expenditure is an obligation recognized as a reduction in the 
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value of net assets. Through expenditure, local governments seek to carry out several important functions, 
including implementing priority programs from the central government, budget planning for long-term 
development, implementing fiscal discipline, and increasing the efficiency of government implementation 
(Shah and Shen, 2007).  Achieving the above functions depends on the budgeting process and technique. 
In addition, the issues prioritized by the regional government mainly determine which functions will be 
prioritized through regional expenditures as planned in the Regional Government Work Plan (RKPD) 
and the Regional Medium-Term Development Plan (RPJMD). 

Good regional budget management helps local governments provide basic-needs services and community 
business development (DJPK, Ministry of Finance, 2016). Therefore, as regulated in Law Number 23 of 
2014 on Regional Government, regional governments are given broad authority to improve community 
welfare through service improvement, empowerment, and community participation. As a driving force 
for the regional economy, regional expenditures need to be managed properly to fulfill public services 
and improve people’s welfare. 

The expenditure plan contained in the APBD reflects the direction of regional policies. Therefore, 
expenditure plans must be prepared in a transparent and aspirational manner to be able to produce 
outputs and outcomes that solve problems. Lewis (2007) states that good government expenditure 
must be able to answer six basic principles: economic value, efficiency, effectiveness, equity/fairness, 
accountability, and responsiveness. In summary, Table 5.1 shows these six main principles:

Table 5.1 
Fundamental Principles of Budgeting

Principle Focus Type Primary Issue

Economy Input and Legal 
Compliance

Economy How much should the government’s budget be?

Efficiency Output and Performance Economy What is obtained from the government’s budget?

Effectiveness Outcome and 
Troubleshooting

Social  » What are the differences caused by the government’s 
budget?

 » Are stakeholders satisfied with these differences?

Equity Justice, Due Process, 
and Representativeness

Political  » Are budgeting procedures done correctly?
 » Are the resulting processes and outcomes fair?

Accountability Openness and 
Transparency

Political  » Are budget records correct, complete, open, and accessible 
to the public?

 » Can the decisions made be tracked, understood, and 
announced to the public?

Responsiveness Public Participation, 
Opinion, and Demands

Political  » Does the policy-making process take public opinion into 
account?

 » Is the policy-making process open, and can the public 
participate in it directly or indirectly?

Source: Lewis, (2007
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Further, to optimize the values above, Mullins (2007) suggested three main objectives for public budget 
management: (1) fiscal discipline or control over expenditures, (2) resource allocation strategy based 
on priorities, and (3) budget efficiency and effectiveness. First, fiscal discipline is budget compliance 
with the budget plan that has been determined in advance. Fiscal discipline becomes very important, 
especially in countries or regions with limited fiscal capacity (Folscher, 2007). Second, budget priorities 
in government expenditure must be focused on certain sectors outside of routine expenditure. 
Allocations based on these priorities are based on the limited government budget, so the government 
needs to prioritize expenditure on certain sectors that are considered the most important. Priority 
for regional funds allocation can refer to central policies with adjustments to the needs of each 
region. Third, budget efficiency and effectiveness emphasizes the following six things: (1) transparency 
of the roles and responsibilities of policymakers, availability of information, and transparency of the 
budgeting process as well as guaranteeing budget integrity; (2) completeness in calculating income 
and expenditure as well as accountability for all budget transactions; (3) clarity of processes and 
methods for making policies and priorities, including a fiscal framework that is sustainable and focused 
on outputs and outcomes; (4) flexibility in priority sector-based expenditure planning; (5) expenditure 
efficiency supported by government accountability; and (6) control over the budget supported by 
comprehensive planning, budget prioritization, and proper implementation as well as the reporting 
and auditing of various activities. 

Efforts to prepare a quality budget can also be carried out using performance-based budgeting (Shah 
and Shen, 2007). Performance-based budgeting is a budgeting system that connects the goals to be 
achieved and the amount of funds needed. A comprehensive performance-based budget will show 
the following: (1) input, namely the resources used to produce outputs; (2) output, namely the quantity 
and quality of goods and/or services produced; (3) outcome, namely the output of the goods/services 
produced; (4) impact, namely the final results or objectives of program implementation; and (5) target 
(reach), namely the desired program target. 

Using performance-based budgeting has an advantage in its increased flexibility and accountability 
of budget used compared to traditional budgeting systems. Through performance-based budgeting, 
the final target of using the budget will be clearly visible. In the traditional budget method, budget 
allocations are based on detailed budget items, but the outcome side is not emphasized. Meanwhile, 
performance-based budgeting emphasizes a clear program end-goal, so that people can understand 
the benefits and costs more easily. 

5.2.

Development of Regional Expenditures

Prior to the beginning of fiscal decentralization in 2001, regional expenditures were classified into 
two types: routine and development expenditures. Routine expenditures consisted of personnel 
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expenditures, goods expenditures, regional routine expenditures, interest and debt installments, and 
other routine expenditures. Meanwhile, development expenditures included rupiah development 
expenditures and project development expenditures.   At the beginning of fiscal decentralization, regional 
expenditures were classified into six classifications following the format of Kepmendagri Number 29 
of 2002 on Guidelines for Management, Accountability, and Supervision of Regional Finances and 
Procedures for Preparation of Regional Budgets, Implementation of Regional Financial Administration, 
and Compilation of Revenue Budget Calculations and Regional Shopping. The six classifications 
include: apparatus and public services expenditures, general administration expenditures, operation 
and maintenance expenditures, capital expenditures, revenue sharing and assistance expenditures, and 
unexpected expenditures. The expenditure structure was then updated in Government Regulation 
(PP) Number 58 of 2005 on Regional Financial Management, and its derivatives through Ministry 
of Home Affairs Regulation (Permendagri) Number 13 of 2006 on Guidelines for Regional Financial 
Management and Permendagri Number 59 of 2007 on Amendments to Permendagri Number 13 
of 2006. In the PP and Permendagri, regional expenditures are classified into two types: direct and 
indirect expenditures. 

The implementation of regional financial management referenced PP Number 58 of 2005, until the 
issuance of PP Number 12 of 2019 on Regional Financial Management, which began to be effectively 
implemented in 2021.  In the new PP,  expenditures are classified into four types:  operational expenditures, 
capital expenditures, unexpected expenditures, and transfer expenditures. The government regulation 
is further regulated through Permendagri Number 77 of 2020 on Technical Guidelines for Regional 
Financial Management. At first glance, the expenditure structure change in PP Number 12 of 2019 
is similar to the expenditure structure of Kepmendagri Number 29 of 2002 where the expenditure 
classification is not divided based on direct and indirect expenditures but rather according to their 
functions. In summary,  Table 5.2 shows the differences in the expenditure structure:
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Table 5.2 
Classification of Types of Regional Expenditures 1969–Present

New Order (1969–1999) Permendagri Number 29/2002 
(Derived From PP 105/2000)

 PP Number 58/2005 Article 
27 Paragraph 7

PP Number 12/2019 Article 
55 & 56

1. Routine expenditures:, 
• Personnel 

expenditures
• Goods expenditures
• Regional routine 

expenditures
• Interest and debt 

installments
• Other routine 

expenditures 
2. Development 

expenditures:
• Rupiah development 

expenditures
• Project development 

expenditures

1. Apparatus and public 
service expenditures 

2. General administration 
expenditures:
• Personnel 

expenditures
• Goods/services 

expenditures
• Official travel 

expenditures
• Maintenance 

expenditures
3. Operation and 

maintenance 
expenditures:
• Personnel 

expenditures
• Goods/services 

expenditures
• Official travel 

expenditures
• Maintenance 

expenditures
4. Capital expenditures
5. Revenue sharing and 

assistance expenditures
6. Unexpected 

expenditures

Indirect expenditures:
1. Personnel expenditures
2. Interest expenditures
3. Subsidies expenditures 
4. Grants expenditures 
5. Social assistance 

expenditures
6. Revenue sharing and 

assistance expenditures
7. Unexpected 

expenditures

Direct expenditures:
1. Personnel expenditures
2. Goods and services 

expenditures
3. Capital expenditures

1. Operational 
expenditures:
• Personnel 

expenditures
• Goods and services 

expenditures
• Interest expenditures
• Subsidies 

expenditures 
• Grants expenditures 
• Social assistance 

expenditures
2. Capital expenditures
3. Unexpected 

expenditures
4. Transfer expenditures:

• Revenue sharing 
expenditures

• Financial aid 
expenditures

Source: various sources

In accordance with Article 49 of Government Regulation Number 12 of 2019, regional expenditures 
are used to fund the implementation of government affairs that are under the authority of the region. 
The authority consists of (1) mandatory government affairs related to basic services in the context of 
meeting minimum service standards and mandatory government affairs that are not related to basic 
services and (2) selected government affairs in accordance with the region’s potential. 
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Graph 5.1 
Growth of Regional Expenditure Realization 2001–2020 

(Province and District/City Level)

Source: Ministry of Finance, processed

The development of regional expenditure in the last two decades has shown an increase from 
year to year at various levels of government. In 2001, the regional government expenditure at the 
provincial level amounted to IDR 13.41 trillion, increasing to IDR 335.63 trillionin 2020 with an 
average expenditure growth of 19.96%. Meanwhile at the district/city level, regional expenditures 
in 2001 amounted to IDR 45.35 trillion, increasing to IDR 786.33 trillion in 2020, with an average 
growth in the same period of 17.21% (see Graph 5.1).  The increase in regional expenditures indicates 
the need to improve public services in each regional apparatus organization (OPD). The increase in 
regional expenditure is expected to improve regional development performance.
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Graph 5.2 
Absorption of Provincial and District/ 

City Government Expenditure Budgets in Indonesia 2001–2020

Source: Ministry of Finance, processed

In the last two decades, the ratio of realized expenditures to the provincial government’s budget has 
tended to decline; while at the district/city government level, it has tended to fluctuate. The average 
absorption of the budget in the last two decades is 95% at both the provincial and district/city levels. 
In 2020, as a result of the COVID-19 pandemic, the ratio of realized regional expenditures to the 
budget decreased to below 90% at all levels of government due to the policy of reallocating and 
refocusing the budget (see Graph 5.2). 
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Graph 5.3 
Comparison of the Composition of Provincial and District/ 

City Government Expenditures in Indonesia 2001–2020

Source: Ministry of Finance, processed

Provincial government expenditure is mostly dominated by other expenditures, while district/city 
expenditure is mostly dominated by personnel expenditures. Over the last two decades, more than 
40% of district/city expenditures have been allocated to personnel expenditures. The difference in the 
expenditure composition between the two levels of government is caused by the different needs that 
exist at each level of government. The district/city governments, with the larger number of apparatus 
than the provincial government, allocate more funds for personnel expenditures. Meanwhile, in the 
provincial government, expenditure allocation is emphasized on other expenditures, such as revenue 
sharing expenditures, assistance to subordinate areas, and grants/subsidies.
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Figure 5.1 
Average Proportion of Personnel Expenditures for Provincial and 

District/City Governments in 2001–2020

Source: Ministry of Finance, processed (2021)
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Over the past 20 years, the average proportion of personnel expenditures, especially in districts/cities, 
was still relatively high. City governments had an average share of personnel expenditure of 46.54% 
followed by district governments at 41.05%. However, the relatively high personnel expenditure 
has the potential to erode productive public expenditure. In 2020, personnel expenditures reached 
IDR 373 trillion or 33.30% of the total APBD expenditure with the number of PNSD still relatively 
high and not yet balanced with adequate bureaucratic reform (the number of PNSD in 2020 was 
3,209,199 persons) (BKN, 2022). Unfortunately, the large amount on personnel expenditures has not 
been able to improve local governments’ service to communities. One of the problems in personnel 
affairs in Indonesia is the large number of staff in government agencies without clear job descriptions 
and responsibilities (Mulyati, 2013). In addition, performance standards allowances and honorariums 
vary widely and tend to be higher than the national standard (honorariums are 16–30% higher than 
national and daily travel allowances are 50% higher than national), so expenditure is not efficient and 
productive (Kementerian Keuangan, 2021). See Figure 5.1.
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Figure 5.2 
Average Proportion of Goods and Services Expenditures for Provincial and  

District/City Governments in 2001–2020

Source: Ministry of Finance, processed
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Expenditures for goods and services are classified as regional government operational expenditures. 
Expenditures for goods and services are used for the procurement of goods and/or services whose 
benefits last less than 12 months, such as the purchase of consumables, building maintenance, motor 
vehicle costs, and official travel, among others. During the past 20 years, the share of expenditure 
on goods and services was still relatively high, compared with the budget for non-investment 
expenditures such as official travel. At the provincial level, over the last two decades, the average share 
of expenditure on goods and services was 22.54%, with the highest proportion being in the province 
of Riau Islands (32.48%) and the lowest in the province of West Java (12.72%).  At the district and 
city levels, the average proportion of expenditure on goods and services was 20.82% and 24.69%, 
respectively. See Figure 5.2.
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Figure 5.3 
Average Proportion of Capital Expenditures for Provincial and 

District/City Governments in 2001-–2020

Source: Ministry of Finance, processed
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Capital expenditure shows the amount of regional expenditure allocated for investment expenditure 
in the current year with a benefit value of more than 12 months. The investment takes the form 
of fixed assets, such as equipment, machinery, buildings, and roads, which are used for government 
activities. Fundamentally, there is no ideal benchmark as to what ratio of government expenditures 
should be used for capital investment because this needs to be adjusted to the conditions of each 
region (Fathah, 2017). However, because local governments’ role in development is still very much 
needed, it is necessary to increase capital expenditures.

During the two decades of fiscal decentralization, the share of capital expenditure was still relatively 
small at various levels of government. At the provincial level, the share of capital expenditure was still 
below 20%. Meanwhile, at the district and city levels, the share of capital expenditure was slightly higher 
with the respective proportions of 23.49% and 22.69%. With the relatively small amount of capital 
expenditures, the impact on the economy was not too significant. The small proportion of capital 
expenditure will not encourage government investment, which in turn will not trigger the private 
sector to increase production capacity.  With an average expenditure on goods and services of more 
than 20%, plus personnel expenditure of more than 40%, more than 60% of the APBD is intended 
for operational expenditures. Because of this, the portion of regional development expenditures will 
be reduced as reflected in the use of capital expenditures. See Figure 5.3. 

Regional expenditures are divided into nine functions based on their use: public services, security and 
order, economy, environmental protection, housing and public facilities, health, tourism, education, and 
social protection. Prior to 2006, the expenditures functions were “fields,” consisting of government 
administration, health, education and culture, social, spatial planning, settlements, public works, 
transportation, environment, population, sports, agriculture, tourism, land, fisheries, mining and 
energy, forestry and plantations, industry and trade, cooperatives, investment, and employment fields. 
Between 2003–2020, expenditures by function increased at all levels of government. In 2003, the total 
expenditure per function at the provincial level was IDR 23.57 trillion, increasing to IDR 407.62 trillion 
in 2020. At the district/city level, the total expenditure per function in 2003 was IDR 62.53 trillion, 
increasing to IDR 892.74 trillion in 2020. 

During the past 20 years, the expenditures were still dominated by public service expenditures 
at all levels of local government. The public service is part of expenditures in the form of general 
administration expenditure, operational and maintenance expenditures, and capital/development 
expenditures allocated to activities based on outcomes, benefits, and impacts that are directly enjoyed 
by the community. The public service function consists of several sub-functions: (1) the executive 
and legislative and financial and fiscal sub-functions, (2) the public service sub-function, (3) the local 
government loans sub-function, (4) regional development sub-function, and (5) other public services 
sub-functions. In 2003, public service expenditure at the provincial and district/city levels was 54.91% 
and 33.97%, respectively, of the total expenditure function. The expenditure on public service functions 
decreased in 2020 to 33.81% and 32.96%, respectively.  At the provincial level, the next largest 
functions of expenditure were on public housing and public facilities, education, and health. 
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Graph 5.4 
Comparison of Expenditures Composition by Function of Provincial and 

District/City Governments in Indonesia 2001–2020

Source: Ministry of Finance, processed

The education function expenditure is used to fund the implementation of education, which is the 
government’s responsibility. Over the past two decades, the share of expenditure on education has 
experienced a significant increase at various levels of regional government. On average, education 
expenditure in district/city governments is 30%, while at the provincial government level, education 
expenditure remains below 20%. 
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The health function expenditure is used to finance the provision of health services, which is also the 
government’s responsibility. Expenditure on health in the past two decades has shown an increase 
at various levels of local government. Until 2020, health expenditure at the district/city government 
level was 16.73%. Meanwhile, at the provincial government level, the share of health was 9.64%. Other 
expenditures consist of order and peace, economy, environment, tourism and culture, and social 
protection. On average, expenditure on other functions was less than 13% at different levels of local 
government, both provincial and district/city.  

5.3.

Development of Priority Expenditures 

Education, health, and infrastructure are important components in efforts to improve the quality 
of human resources and economic development. Human resources and the availability of quality 
infrastructure will increase economic productivity and regional and national competitiveness. During 
the past two decades, education, health, and infrastructure development has become one of the main 
priorities at various levels of government. 

Education priority expenditures are mandated by the 1945 Constitution Article 31 paragraph (4) 
and Law Number 20 of 2003 on the National Education System. According to Article 49 paragraph 
(1) of Law Number 20 of 2003, the education budget allocation should be at least 20% of the APBD. 
Expenditures on the education function over the last two decades show that, on average, it has 
exceeded the 20% requirement at various levels of government and has increased more than three 
times since 2001. However, until 2020, some local governments still had not met these conditions. Of 
the 514 districts/cities, 18.29% (94 regions) did not meet the mandatory expenditure requirements. 
Meanwhile, at the provincial government level, only two out of 34 provinces did not comply with 
these provisions with education expenditures of 18.17% (North Kalimantan) and 19.13% (Papua). 
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Figure 5.4 
Average Proportion of Education Priority Expenditures for Provincial and 

District/City Governments in 2003–2020

Source: Ministry of Finance, processed
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In line with the very large education expenditure, educational conditions have also improved. BPS 
(2020) stated that education development is increasing, as seen from the improving quality of teachers. 
The percentage of teachers qualified to teach in the 2019/2020 academic year (91.76%) increased 
compared to the previous school year (89.33%). The ratio of students-to-teachers at the elementary, 
intermediate, and high school levels is already above the ideal standard set by the government. 
Meanwhile, at the vocational school level, the student-teacher ratio is still below the ideal ratio. School 
participation between levels of education still varies in terms of the gross enrollment rate (GER) for 
each level of education. The GER value between education levels tends to decrease as the level of 
education increases. The GER value for elementary/equivalent level has exceeded 100%. This shows 
that the population attending primary school is not limited to students 7–12 years of age.

Despite the amount of education expenditure, various challenges related to the quality of education 
are still apparent. The 2017 Integrated Household Panel Survey (IHPS) report (BPK, 2018) stated that 
the government’s efforts to meet the needs of professional teachers and education personnel, both 
in quantity and quality, had not been fully effective. The limited quality of teachers is shown, among 
others, by the large number of teachers and education personnel who do not possess an educator 
certificate and by the results of the Teacher Competency Test (UKG), which, on average, tends to 
be still below 70 out of a maximum value of 100. Furthermore, education statistics for 2020 (BPS, 
2020) showed that damaged classrooms were still a serious problem. Only an average of 25% of 
schools were in good condition, which means that the remaining 75% were in conditions ranging 
from mildly, moderately, severely, or totally damaged. In addition, the 2018 results of the Programme 
for International Student Assessment (PISA) scores, which are carried out every three years to show 
the ability of 15- year-old students in reading, mathematics, and science, ranked Indonesia 71st out 
of 78 countries, declining from previous years. Cumulatively, Indonesian students scored only 1,146 
points. This figure is down 3.4% compared to the 2015 PISA results of 1,186 points. Indonesia had 
the second lowest score in Southeast Asia after the Philippines, while Malaysia and Thailand were far 
above Indonesia, at the 48th and 60th positions, respectively.
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Figure 5.5 
Average Proportion of Health Priority Expenditures for Provincial and 

District/City Governments in 2003–2020

Source: Ministry of Finance, processed
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In accordance with Law Number 36 of 2009 on Health, the allocation of expenditures in the health 
sector is a mandatory expenditure. The provisions of the Law mandate the government to allocate a 
health budget of at least 5% of the state budget (APBN), excluding salaries. Meanwhile, the provincial 
and district/city governments allocate a health budget of at least 10% of the regional budget (APBD), 
excluding salaries. 

Since 2009, the aggregate expenditure on health functions has increased, especially at the district/city 
level, which has exceeded the provisions of the law. Meanwhile, at the provincial level, expenditure on 
health functions averaged 8.67% over the past decade. An increase in health expenditure is expected 
to increase development in the health sector, which is indicated by the improvement of health degrees. 
Indonesia’s health status indicators continue to improve, as life expectancy increased from 66.3 years 
in 2000 to 71.47 years in 2020. 

In terms of the Global Health Index in 2019 and based on the NuclearThreat Initiative report from 
Johns Hopkins Center for Health Security and the Economist Intelligence, Indonesia is in fourth 
position in Southeast Asia after Thailand, Malaysia, and Singapore and in 30th position out of 195 
countries in the world. The Global Health Index is calculated based on six categories: prevention, 
detection and reporting, speed of response, health systems, compliance with international standards, 
and environmental risks. Indonesia’s global health resilience index is boosted from the detection and 
reporting category as well as from compliance with international standards.
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Figure 5.6 
Average Proportion of Public Service Infrastructure Priority Expenditures for Provincial and 

District/City Governments in 2016–2020

Source: Ministry of Finance, processed
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In general, good infrastructure will attract investors to invest in a region, which in turn will encourage 
economic growth. Infrastructure expenditure itself is a government investment whose profits are not 
directly received at the same time. Limited infrastructure expenditure seems to be the main problem 
for most districts/cities to be able to increase economic growth. 

On average, infrastructure expenditure had remained relatively low at all levels of local government 
over the past two decades. At the provincial level, West Java Province had the lowest infrastructure 
expenditure at 3.25%, while DKI Jakarta was the province with the highest average of 16.70%. At the 
city and district levels, the lowest share of infrastructure expenditure was Sukabumi City (5.66%) 
and Temanggung District (4.12%), while the highest was Samarinda City (26.35%) and Penukal Abab 
Lematang Illir District (33.26%). 

The relatively low level of infrastructure expenditure shows that the share of infrastructure expenditure 
is not sufficient to support efforts to repair and improve public service facilities and infrastructure or to 
encourage the regional economy to reach its best potential. Widodo et al. (2017) pointed out various 
problems that often occur in infrastructure expenditure budgets, such as the length of the planning 
process, the licensing process, the process of issuing loan agreements, land acquisition, and limited human 
resource capabilities that ultimately slow down the infrastructure development process.

At the international level, the Global Competitiveness Report (GCR) released by the World Economic 
Forum (WEF) shows the quality of infrastructure. GCR shows the level of productivity of a country’s 
economy which includes three major groups: basic requirements (factor driven), supporting efficiency 
(efficiency driven), and business innovation and sophistication (innovation driven). The three major 
groups are divided into 12 determinants of productivity: institutions, infrastructure, macroeconomic 
environment, health and basic education, higher education and training, goods market efficiency, labor 
market efficiency, financial market development, technological readiness, market size, sophistication, 
business, and innovation. In 2020, Indonesia’s GCR ranking was 40 out of 63 countries, where the 
previous year it was 32. This was much lower than Singapore, Malaysia, and Thailand. One of the 
causes of the low rating was the business efficiency and infrastructure technology sub-factor.

5.4.

Challenges of Regional Expenditure Management

Regional expenditure management for the two decades of fiscal decentralization had the following 
challenges:

1. Improving Regional Expenditure Management 

In the two decades, personnel expenditure has been the largest expenditure compared to other 
types; personnel was an average of 41.77% of total expenditure. Therefore, the composition 
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of regional expenditure is still intended for operational expenditures that do not directly affect 
regional development. On the other hand, capital expenditure, which is expected to provide a 
multiplier effect for the regional economy, was still low at 21.03%. Productive capital expenditures 
can hopefully continue to increase in accordance with regional needs and capacities. The high 
increase in capital expenditure is expected to encourage investment acceleration and regional 
economic development. Expenditure budgeting needs to be optimized using the Regional 
Medium-Term Expenditure Framework (RPJMD) approach of integrated and performance-
based budgeting.

2. Simplification of Programs and Activities 

Expenditure management has not been managed properly due to too many programs and 
activities, among other reasons. In 2019, there were 26,140 programs with 298,267 activities. 
Too many types of programs and activities can cause APBD expenditures to not be focused 
and to be less effective in improving services and development in the regions. Therefore, 
simplification and synchronization of regional development programs as well as the allocation 
of Regional Apparatus Work Units (SKPD) based on public service performance targets need 
to be carried out.

Graph 5.5 
Programs, Activities, and Budget Amounts per Level of Government in 2019

Source: Ministry of Finance, 2021

3. Regional Expenditure Accountability 

Accountability in APBD management has improved from an administrative point of view, as 
indicated by the timely submission of the Regional Regulation on the APBD that has been 
implemented well for the last three years. Likewise, the results of the Regional Government 
Financial Report Opinion (LKPD) of BPK in the last 15 years have improved. In 2020, 438 out 
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KPK Corruption Cases

of 477 regions (91.82%) received unqualified opinions. However, the number of findings from 
the BPK examination still shows a relatively high trend (5,324 findings amounting to IDR 1.53 
trillion in 2019). In addition, corruption cases, especially for both governors and mayors/district 
heads as well as members of the DPRD, have increased over the last five years. Therefore, the 
accountability of APBD governance needs to be continuously improvedfrom the aspects of 
policy, human resources, and supervision.

Graph 5.6 
Results of Submission of Regional Regulations on APBD and 

Results of BPK Audits on APBD and Corruption

Source: Various sources, processed 
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CHAPTER VI
ANALYSIS OF REGIONAL FINANCING

Fiscal decentralization, implemented since 2001, places great responsibility on local governments to 
take advantage of potential revenue sources and allocate their expenditures for regional development. 
Government challenges can be overcome with public financial management and various revenue and 
expenditure policies (Halim, 2014). Public financial management is not only related to revenue and 
expenditure but also related to handling surplus revenues compared to expenditures (surplus) or 
excess expenditures compared to revenues (deficit) or what is known as financing. 

A budget deficit occurs when the development expenditure need is large enough and the sources of 
income, both from local revenue (PAD) and government transfer funds, are not sufficient to finance 
the development. Regional budgets can be in deficit to improve service quality and community 
welfare. Meanwhile, a budget surplus can occur if income realization exceeds the expenditure needs 
of the regional government. To cover the budget deficit and take advantage of the budget surplus, 
the regional government can elect a financing policy according to the conditions of the APBD for the 
year concerned. 

6.1.

Regional Financing Literature Review

Based on Government Regulation (PP) Number 12 of 2019 on Regional Financial Management, 
financing is any income that needs to be repaid or expenses that will be paid back, either in the 
relevant fiscal year or in subsequent fiscal years. Regional financing consists of financing revenue and 
financing expenditures. Revenue and expenditure financing details are in Table 6.1. 
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Table 6.1 
Financing Structure in APBD 

Regional Financing
Financing revenue:

 » SiLPA
 » Disbursement of reserve funds
 » Proceeds from the sale of separated regional wealth
 » Regional loan revenue
 » Repayment of loans from creditor
 » Other financing revenue in accordance with regulations

Financing expenditure
 » Payment of due principal debt installments
 » Equity capital
 » Formation of a reserve fund
 » Regional loans
 » Other financing expenditures in accordance with PUU

Source: PP Number 12 of 2019 

Based on the source, local government financing is divided into twocategories: internal and external 
financing. Internal financing is financing that comes from the local government’s internal budget. Local 
governments can use their own funds to finance government operations and development. Internal 
financing can come from the use of last year’s remaining budget surplus (SiLPA), disbursement of 
reserve funds, and proceeds from the sale of regional assets (Novandy, 2019; Dewi, 2012). External 
financing is all types of funding sourced from outside the local government budget. Generally, external 
financing is used to finance long-term development operations that require large amounts of funds. 
External financing comes from domestic loans, sales of regional bonds, divestments, and privatization 
of regional companies (Novandy, 2019; Bappenas, 2014). 

If the APBD is estimated to be in deficit, the APBD is funded from the revenue from regional financing 
as stipulated in the Regional Regulation on APBD, the implementation of which is in accordance with 
the provisions of laws and regulations. Financing revenue consist of (PP Number 12 of 2019): 

• SiLPA, which is the difference in the realization of budget revenues and expenditures during one 
budget period.

• Disbursement of reserve funds, which is the receipt of APBD financing in the relevant fiscal year 
and set aside to fund the development needs of regional infrastructure and facilities that cannot 
be charged within one fiscal year.

• The proceeds from the sale of separated regional assets, which are based on valid receipts from 
determining separated regional assets to be sold after being approved by the DPRD. As for 
ownership of the separated regional assets, the regional head as a representative of regional 
government acts as an “owner” in a regional public company or a shareholder in a regional company 
in accordance with the provisions of the legislation (Law Number 1 of 2004).

• Revenue from regional loans calculated, which is based on the amount of loans submitted in the 
relevant fiscal year in accordance with the stipulated loan agreement.

• Repayment of loans, which is the repayment of loans given to creditors.
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• Other financing revenues, which are budgeted in accordance with the provisions of laws and 
regulations.

 

On the other hand, if the APBD is estimated to be in surplus, the APBD can be used to finance 
regional expenditures stipulated in the Regional Regulation on APBD and implemented in accordance 
with the provisions of the legislation. The financing expenditure consists of (PP Number 12 of 2019): 

• Payment of the principal installments that are due, which are used to budget for the principal debt 
that is paid in accordance with the loan agreement. The principal installments payments of debts 
due are a top priority for local governments and must be completed in the relevant fiscal year.

• Regional capital participation, which can be carried out in BUMD and/or BUMN. Regional capital 
participation is carried out after the amount to be included in the relevant fiscal year has been 
stipulated in the Regional Regulation on Regional Capital Participation, which is stipulated prior 
to mutual agreement between the regional head and DPRD on the draft Regional Regulation on 
APBD. Equity participation occurs as a result of the transfer of ownership of money and regional 
property, which was originally wealth that was not separated into separate assets to be calculated 
as regional capital or shares in BUMD or other legal entities.

• Formation of reserve funds, which may be sourced from the regional revenue allowance, except 
from: DAK, regional loans, and other revenues whose use is restricted to certain expenditures 
based on the provisions of laws and regulations.

• Local government lending, which is a form of local government investment to the central 
government, other regional governments, regional public service bodies (BLUD) belonging to 
other regional governments, state-owned enterprises (BUMN), local-owned enterprises (BUMD), 
cooperatives, and the community with the right to obtain interest and repayment of the loan 
principal.

• Other financing expenditures, which are used in accordance with the provisions in laws and 
regulations. 

The sources that dominate in regional financing both in terms of revenue and expenditure include 
SiLPA, reserve funds, and regional loans. Details on the three types of financing are as follows:

1. SiLPA

SiLPA is a source of internal local government revenue that can be used to fund activities 
for the current year. SiLPA can be sourced from (PP Number 12 of 2019): (a) surplus PAD 
revenue; (b) surplus receipt of transfer income; (c) surplus other legitimate regional revenues; 
(d) surplus receipt of financing; (e) savings of expenditures; (f) obligations to third parties that 
have not been settled by the end of the year ; (g) residual funds due to non-achievement of 
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performance targets; and (h) residual funding expenditure funds. In addition, SiLPA can also 
occur due to delays in determining APBD that then can result in delays in implementing regional 
expenditures and in low budget absorption. 

SiLPA is a fund belonging to the region, so it does not pose a fiscal risk like a loan. In practice, 
SiLPA can be used to (PP Number 12 of 2019): (a) cover budget deficit; (b) fund the obligations 
of the regional government for which the budget is not yet available; (c) pay the interest and 
principal of regional debts and/or bonds that exceed the available budget prior to changes to 
the APBD; (d) pay off the interest and principal obligations of debts; (e) fund the increase in 
salaries and allowances for ASN employees due to government policies; (f) fund programs and 
activities for which the budget is not yet available; and/or (g) fund activities whose performance 
targets are improved from those stipulated in the DPA SKPD for the current budget year, which 
can be completed up to the deadline for payment in the current budget year. 

SiLPA occurs because of budgetary slack, both in terms of income and expenditure. Budgetary 
slack is the difference between the budget resources actually needed to carry out a job and the 
resources proposed in the budget. Budgetary slack can also be interpreted as the difference 
between the reported budget and the budget that matches the best estimate. This occurs when 
the revenue budget is lower, and the budgeted expenditure is higher than the actual estimate 
to facilitate the achievement of budget targets (Sugiwardani, 2012). According to Sugiwardani 
(2012), budgetary slack in terms of income are caused by the realization of PAD that exceeds 
the target, the realization of fluctuating transfer funds (especially DBH), and the realization of 
other regional revenues that tend to exceed those planned. Meanwhile, in terms of expenditure, 
budgetary slack occurs because the planned regional expenditure is too optimistic. This is due 
to weaknesses in planning, problems during the implementation process, and other causes. 

2. Reserve Funds 

Disbursement of reserve funds is an alternative financing that can be done if the APBD is in 
deficit. The disbursement of reserve funds in one fiscal year becomes the receipt of APBD 
financing in the relevant fiscal year. In financing expenditures, forming a reserve fund is used 
to take advantage of the APBD surplus. Forming a reserve fund must include the following 
in accordance with the Regional Regulation (PP Number 12 of 2019): (a) a defined purpose 
to establish a reserve fund, (b) the stated programs and activities to be financed from the 
reserve fund, (c) the amount and annual details of the reserve fund that must be budgeted and 
transferred to the reserve fund account, (d) the source of the reserve fund, and (e) the budget 
year for the implementation of the reserve fund. 

In the United States, local governments routinely save and accumulate funds in capital reserve 
funds and use these to finance small programs that will be implemented or that are currently 
being implemented. Reserve funds have the advantage of reducing debt and increasing flexibility 
in future operating budgets. However, saving sufficient funds takes time, and funds are used 
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to finance low-cost programs. In addition, during difficult fiscal periods, reserve funds can be 
diverted for operational expenditures (ICMA, 2017). 

3. Regional Loans 

Regional loans are regulated in PP Number 56 of 2018 on Regional Loans, which replaces 
PP Number 30 of 2011 and PP Number 54 of 2005 on Regional Loans. According to the PP, 
regional loans are all transactions that result in the region receiving a sum of money or receiving 
monetary benefits from other parties; the region is then burdened with the obligation to repay 
this money or monetary benefit. On the other hand, based on PP Number 12 of 2019, lending 
by regions is the regional government investing in the central government, other regional 
governments, BLUDs belonging to other regional governments, BUMN, BUMD, cooperatives, 
and the community, with the right to obtain interest and repayment of the loan principal. 

Regional loans emerged as a consequence of governments’ increasing need for funds (fiscal 
needs) to serve the community; this needs also increases as a result of population and economic 
development not matched by the availability of funds (fiscal capacity) so that a fiscal gap is 
created. One way of managing that fiscal gap is by regional loans. Regional loans can be made 
by local governments through several sources (PP Number 56 of 2018): central government; 
other regional governments, bank financial institutions (LKB), non-bank financial institutions 
(LKBB), and the community. Loans sourced from the central government come from the APBN, 
including those from domestic loan forwarding, foreign loan forwarding, and other sources in 
accordance with the provisions of the legislation. Meanwhile, regional loans originating from 
other regions are implemented after considering regional financial capabilities and the availability 
of cash. Loans sourced from the community are in the form of regional bonds. 

Regional loans are divided into three types: short-term loans, medium-term loans, and long-
term loans (PP Number 58 of 2018). The purposes and sources of each form of loan can be 
seen in more detail in Table 6.2. 

Table 6.2 
Forms and Purposes of Regional Loans

Form of Loan Time Limit Objective Source of Loan
Short Term ≤1 th Cover cash flow shortage LKB and LKBB

Medium Term >1th Provision of public services that do not 
generate revenue Central government, LKB, and LKBB

Long Term >1th Finance investment projects that 
generate revenue

Central government, LKB, LKBB, and the 
community

Source: PP Number 58 of 2018
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To implement regional loans, several conditions must be met, one of which is the value of the 
ratio of regional financial capabilities to repay regional loans as determined by the Minister of 
Finance. Regional financial capacity can be assessed from the ratio of the ability to repay loans, 
known as the debt service coverage ratio (DSCR), with the following formula:

DSCR=
{PAD+DAU+(DBH-DBHDR)}

≥x
Loan Principal+Interest+BL

DSCR is the ratio of the region’s ability to repay the loan; DBHDR is Reforestation Fund 
Revenue Sharing; BW is mandatory expenses; loan principal is the principal installment of loans; 
interest is loan interest expenses; BL is other expenses; and “x” is the ratio of ability to repay 
loans (DSCR) determined by the Minister of Finance. The value of the ratio of regional financial 
capacity to repay regional loans is set to at least 2.5, as stated in PP Number 56 of 2018 on 
Regional Loans. 

In making regional loans, regional governments need to fulfill the following basic principles 
(Marvin, 2014): (1) regional loans are an alternative source of funding used to cover cash 
shortages, budget deficits, and financing expenditures; (2) regional loans are initiatives from local 
governments in the context of implementing regional authority based on statutory regulations; 
(3) local governments cannot make direct loans to foreign parties; (4) the central government 
can provide loans to local governments whose funds come from abroad (loan forwarding/on 
lending); (5) regional loans should not exceed the limit of the APBD deficit and the cumulative 
limit of regional loans that have been stipulated in the applicable laws and regulations; and (6) 
regional loan management must also comply with the principles of compliance with statutory 
provisions: transparency, accountability, efficiency, effectiveness, and caution. These principles try 
to minimize the risk of regional borrowing that can occur due to excessively large loans (over-
leveraged), defaults, bad loans, and inflated loans (changes in exchange rates), among others. 

Regional loans have several benefits for regional financial management and regional development, 
including improving the balance sheet structure; improving the fiscal structure for financing 
the budget deficit; maintaining fiscal sustainability; financing investment for development 
acceleration; building public infrastructure that generates revenue; increasing economic growth; 
and optimizing cash management (Okta and Kaluge, 2011). Regional bonds are one form of 
regional loans sourced from the community. Regional bonds are regional loans offered to the 
public through public offerings on the domestic capital market and in rupiah currency. This 
means that regional bonds issued by the regional government will be sold to the community 
through domestic capital market transactions, and the sales proceeds will be used as alternative 
sources of revenue in financing regional development (Okta and Kaluge, 2011). Regional bonds 
are a type of revenue bonds, where regional bonds are only intended to finance public sector 
investment activities that generate revenue and provide benefits to the community that are 
under the purview of the regional government (PP Number 54 of 2005).
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6.2.

Regional Financing Development

In the early years (2001–2002) of fiscal decentralization, no regional financing policy existed due to 
the implementation of a balanced budget policy. In 2008–2020, regional financing revenues dominated 
budgets more than financing expenditures. In addition, the realization of regional financing revenues 
also always exceeded the regional financing revenue budget by an average difference of IDR 25.33 
trillion. When comparing the difference between the realization and the budget from net financing, 
it also appears that the higher the difference between the realization and the budget, the higher the 
budget deficit. This happened in 2015 when the highest difference between budget and realization 
was IDR 52.51 trillion, and the APBD deficit also reached the highest rate of -12.14%. This also 
happened in 2009 and 2020 when the difference between realization and budget was IDR 13.62 
trillion (-11.09%) and IDR 40.09 trillion (-6.47%), respectively. 

During this period, the realization of financing receipts was also always higher than the budget for 
financing revenues, with an average of 89.93% and 64.60%, respectively. This means that during this 
period the regional governments always planned a budget deficit that was smaller than the realization 
of their financing revenues; even the budget for financing revenues was always smaller than the 
realization of financing revenues in the previous year. Along with the realization of the APBD surplus/
deficit, which shows the APBD surplus in almost all periods except 2009, 2015, and 2020 and also 
always shows net financing as a positive number/surplus, it indicates an increase in regional SiLPA 
for the years concerned. Meanwhile, financing expenditure realization, on average, was smaller than 
the budget for financing expenditures, which were 12.84% and 12.95%, respectively.  Therefore, the 
budget for financing expenditures was greater than financing expenditures realization, which shows 
that the local government’s plan to use its budget surplus was not optimally implemented.
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Graph 6.1 
Development of Realization of Regional Financing and Budget Surplus/Deficit for 2008–2020

Source: Ministry of Finance, processed   

When viewed from the proportion of each type of financing receipt to total financing revenues, 
financing revenues were dominated by SiLPA with an average of 94.56% from 2007–2020. This 
could be due to the budget policy during 2007–2020 that often caused APBD surpluses. SiLPA, in 
the financing revenue component, is an accumulation from previous years. Considering the APBD 
principles that regulate that if there is a positive difference (surplus) over the implementation of the 
previous year’s budget, the difference can be included in the financing revenue post in the following 
year’s APBD (BKF, 2016). Meanwhile, the proportion of financing revenues from regional loans to 
total financing revenues was still very small, ranging from 0.76% in 2015 to 10.17% in 2020 due to the 
national economic recovery program (PEN) that provided subsidies for regions in making regional 
loans. Disbursement of reserve funds occupied the third largest position with an average contribution 
of 1.21% over the last 14 years (2007–2020). 

As types of financing revenue, so far regional loans and reserve funds have not become attractive 
instruments for some local governments. In fact, regional loans are useful for financing infrastructure, 
investment in regional facilities, and infrastructure in the context of public services, and reserve funds 
are beneficial on a smaller scale. In addition, the highest financing acceptance policy occurred in 2015, 
where SiLPA and reserve funds in that year were the highest compared to other years. This coincided 
with the highest budget deficit in the same year, reaching minus IDR 12.15 trillion.
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Graph 6.2 
Development of Component Contribution in Financing Revenue to Total  

Regional Financing Revenue in 2007–2020 

Source: Ministry of Finance, processed 

The development of regional financing expenditures in 2008–2020 experienced fluctuations that 
were dominated by local governments’ equity participation of 60.99% on average. Equity participation 
is placing an amount of funds or financial assets in the long term (through shares, debt securities, or 
direct investment). Although the proportion of equity participation to financing expenditures is quite 
large, the value is quite small when compared to the surplus that almost always occurs in regional 
budgets. In fact, equity participation is a financial assistance effort from the government and also 
a form of local government investment for BUMD; equity participation plays an important role in 
BUMD because it can be used for basic development that supports a company’s business operations. 
According to Santosa (2011), an optimally, BUMD as an economic actor that is active in a strategic 
sector (controlling important production that concerns people’s livelihood) or at least in main non-
strategic sectors and is expected to become a regional economic motivator to realize theprosperity 
of the people. 
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Further, the financing expenditure types during 2008–2020 that had the other largest portion were 
payment of principal debt, formation of reserve funds, and regional lending, with an average of 24.45%, 
8.47%, and 2.95%, respectively. With the APBD surplus policy that dominates budgeting, the regional 
government has funds (fiscal capacity) that can be used to obtain revenues again in the coming year 
by allocating them to the financing expenditure types. However, the financing expenditure policy is not 
widely implemented, and in 2008–2020, local governments were still unable to take advantage of the 
APBD surplus that could have been utilized for capital participation (regional investment), payment of 
principal debt, formation of reserve funds, and lending, among others. This, in turn, caused the residual 
budget to go to SiLPA in the following year (entered into financing revenues in the following year).

Graph 6.3 
Development of Component Contribution in Financing Expenditure to Total Regional  

Financing Expenditure in 2008–2020

Source: Ministry of Finance, processed 

In regional financing, SiLPA and regional loans (including regional bonds) are often debated. Graph 6.4 
shows the development of SiLPA from 2007–2020. SiLPA dominated funding revenues and fluctuated 
with a declining trend, especially since 2016. Prior to 2015, APBD realization always showed that SiLPA 
continued to increase, especially in 2015 when it increased more than twofold to IDR 125.26 trillion 
from IDR 52.9 trillion in 2010. The larger SiLPA can indicate two things: the optimization of revenues 
and expenditure efficiency or the low absorption of the budget and the delay in determining the 
APBD. 
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According to research conducted by BKF (2016), there were different causes of SiLPA from 2009 to 
2015, but net financing tended to increase. This indicates that the utilization of SiLPA had not been 
optimal due to weak planning, budgeting, and weaknesses in budget implementation. These aspects 
can be caused by several factors, such as human resources, regulations, social conditions, and law 
enforcement. Further, BKF (2016) added that SiLPA is not completely an idle fund considering the 
varied characteristics of the causes of SiLPA. So far, local governments have a tendency to use SiLPA 
to cover the APBD deficit. The increasing SiLPA of local governments as a result of increased PAD and 
transfer funds from the central government that is not accompanied by the ability to plan and realize 
expenditures can cause the amount of regional savings in the banking sector to increase.

Graph 6.4 
Development of Regional SiLPA 2007–2020

Source: Ministry of Finance, processed.

From 2007–2020, regional loans fluctuated with an average growth of 33.94%. The highest regional 
loan increase occurred in 2018, from IDR 2.34 trillion in 2017 to IDR 7.29 trillion in 2018 or an 
increase of 212.19%. Although the average regional loan during 2007–2020 was still relatively small 
(2.22%), since 2018, regional loans have increased significantly in line with the creative financing 
program promoted by the government. Further, regional loans in 2020 increased dramatically from 
IDR 6.76 trillion to IDR 11.598 trillion due to the regional loan program to accelerate the National 
Economic Recovery (PEN) program due to the COVID-19 pandemic.
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Graph 6.5 

Development of Regional Loans 2007–2020

Source: Ministry of Finance, processed. 

In 2009–2020, the ratio of regional loan revenues to the cumulative limit of loan revenues was still 
very small, with an average loan revenue of IDR 2.85 trillion. In fact, the potential number of loans that 
local governments can make (the cumulative limit of loan revenues) is quite large, with an average of 
IDR 28.55 trillion or absorption of 9.79%. The potential amount of loans that local governments can 
borrow is calculated by the cumulative deficit limit based on the PMK of the year concerned to GDP. 
As for the absorption of realized regional loans to potential regional loans, it ranges from 1.59% to 
26.84% over the past 13 years. This shows that there is still a lot of room for local governments to 
borrow loans as alternative financing for regional development.

Graph 6.6 
Percentage of Realized Regional Loans to the Cumulative  

Limit of Potential Regional Loans in 2008–2020 

Source: Ministry of Finance, processed
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The increasing need for the improvement and development of public services means a need for 
larger amounts of funds for financing. Local governments that collect regional revenues based on their 
revenue sources in order to meet their expenditure needs is also known as regional fiscal capacity. 
Regional fiscal capacity is defined as local governments’ potential ability to increase revenue from 
their own revenue sources to finance public goods and services (Martinez-Vazquez and Boex, 1997). 
According to Murshedet al (2020), fiscal capacity is an indicator that reflects the level of development 
of a country’s fiscal system or the capacity of a country, which is measured by total tax revenue 
compared to GDP.  Further,  Nagowski (2007) states that fiscal capacity is a measurement of a region’s 
ability to pay for its required public services. 

A region’s fiscal capacity is based on the regional government’s operating surplus, which is a 
measurement standard to determine the region’s capacity related to funds available for regional loans 
(Lewis, 2003). In Indonesia, the level of regional fiscal capacity is measured by the Regional Fiscal 
Capacity Index set by the Ministry of Finance, among others. Referring to PMK Number 120 of 2020 
on Regional Fiscal Capacity Map, regional fiscal capacity is reflected through regional revenues less 
revenues whose use has been determined and certain expenditures. The higher the fiscal capacity 
of a region, the more flexible the regional government is in allocating its revenue to meet the needs 
of the region. The regional fiscal capacity map is intended to assess proposed regional loans. From 
2013–2019, the Provincial Fiscal Capacity Index continued to show an increase with a high average 
fiscal capacity. On the other hand, the fiscal capacity of districts/cities is still dominated by the medium, 
low, and even very low categories. This decline in the fiscal capacity of local governments is partly 
because not all regions have sufficient fiscal space to meet all mandatory expenditures mandated by 
law. According to Surya (2016), the higher the regional fiscal capacity, the better the performance of 
local government loan payments. Furthermore, regional fiscal capacity can be used to indicate if a 
region will borrow a loan and to indicate if a region can repay the loan. 

Alternative financing through regional bonds is a potentially big financing option for local governments 
because regional bonds come from the community. With regional bonds, the community can 
participate in financing development in their area. The implementation of regional bonds is very 
limited and is only carried out by big cities in many developing countries and poor countries, where 
the implementation of regional loans is also mostly done through loans, not by issuing regional bonds 
(Smoke, 2019). 

Transfer fund limitations from the central government and the need for regional economic acceleration 
through infrastructure development can be encouraged through regional loan instruments so as not 
to miss the momentum of economic growth. Due to the budget constraint, regional government can 
find difficulties in financing their infrastructure projects which is needed by the community if there 
are no effors of innovation from local government, which one of them is through regional bonds. 
Local communities can actively participate in and contribute to development through the purchase 
of regional bonds issued by local governments (Purnomo, 2009).
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Table 6.3 
SWOT Analysis of Issuance of Regional Bonds

STRENGTH WEAKNESS
 » Spirit of regional development
 » Communities have the potential to buy regional bonds
 » The banking network has reached the regions

 » State bond default experience
 » Corporate bond default experience
 » The term of office for the regional head and DPRD is only 5 

years
 » The current outstanding bond value is too high

OPPORTUNITY THREAT
 » The state finance law provides an opportunity for regions to 

obtain loans in the form of regional bonds
 » Development projects have the opportunity to accelerate 

regional economic growth
 » Bond interest is enjoyed by the community, so that it can 

increase regional economic turnover

 » Issuance of regional bonds will increase the volume of 
government debt (country risk)

 » Issuance of bonds can create moral hazard for the next 
generation

 » Issuance of regional bonds can sharpen the gap between 
regions

Source: Purwoko, 2011, in Okta and Kaluge, 2011 

Although government regulations regarding the issuance and sale of regional bonds have been issued 
for a long time, so far, no regions have succeeded in issuing bonds in the capital market. Several 
provinces that have conducted preparatory studies to issue regional bonds include East Java, Central 
Java, DKI Jakarta, Riau, and East Kalimantan. The studies related to the issuance of regional bonds is 
important because the central government will not guarantee regional bonds issued by the regions 
(Law Number 33 of 2004); all the risks that arise from issuing regional bonds are the responsibility 
of the regional government. Thus, the regions must really prepare in all aspects, especially financial 
capabilities and financial management, in managing regional bonds.

Table 6.4 
Summary of Regions That Have Proposed to Issue Regional Bonds

Region Objective Stage Barriers
 » DKI Jakarta
 » West Java
 » Riau
 » East Kalimantan
 » Central Java
 » East Java

Infrastructure 
projects, such 
as hospitals, 
terminals, 
airports, flats, toll 
roads, markets, 
and others

Feasibility 
study or pre-
registration stage

 » DPRD permit
 » Human resources
 » Lengthy and complicated stages
 » Regulation
 » Inadequate regional budget performance assessment
 » Existing regional debts in the APBD
 » SiLPA is still available

Source:  Various sources, processed  
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DKI Jakarta, as the capital city of Indonesia, had planned to issue regional bonds in 2008. The 2008 
DKI Jakarta regional bonds were to construct the Pulo Gebang terminal, the Tanah Pasir Affordable 
Apartments, and the Pasar Rebo Hospital. This infrastructure development reached IDR 1.7 trillion. 
The DKI Jakarta provincial government was reviewing and planning to issue bonds for infrastructure 
development, such as traffic alleviation, the clean water crisis, and transportation (mass rapid transit, 
light rail transit, and bus networks), for the next 10 years. The budget for these bonds was IDR 
571 trillion. However, the plan was not realized because the provincial government considered the 
required procedures in issuing DKI Jakarta regional bonds too long and complicated (Bappenas, 2014). 

The West Java provincial government has also proposed the issuance of regional bonds in 2011, 
2017, and 2020. In 2011, plans for the Sumedang City Aero City project were made, but in the end, 
the regional bonds were not issued because of obstacles, such as the lack of approval from the local 
DPRD. Afterwards, regional bonds for the construction of Kertajati Airport in Majalengka in 2017 
were also not issued because of the local DPRD’s lack of approval due to the complexity of making 
decisions regarding net value, nominal value, number of bonds, certainty of payment of principal, and 
coupons and the impact of other regional bond issuances. The last proposed regional bond issuance 
was in 2020; the regional bonds for the Greater Bandung light rail transit and regional hospital that 
were targeted for approval in 2020 and issuance in 2021 also could not be implemented due to the 
same obstacles as the previous year (Bappenas, 2014). 

The planned regional bonds in Riau in 2014 and 2016 were a failure due to unresolved licensing and 
legal issues. The bonds were planned to finance the Pekanbaru-Dumai and Pekanbaru-Padang toll 
road construction projects and the construction of a railway. In 2014, 2017, and 2019, East Kalimantan 
also planned to implement regional bonds. The planned regional bond in 2014 was related to the 
New Samarinda Airport and the Balikpapan-Samarinda toll road construction projects. However, the 
plan was not categorized as a productive asset because it could not provide recurring income. Further, 
in 2017 and 2019, the East Kalimantan provincial government again planned to issue regional bonds 
for the Samarinda-Bontang toll road construction project. However, regulations and performance 
assessments of the regional budget again were constraints. The DSCR requirements, financial capacity, 
and cumulative deficit were indeed fulfilled; however, numerous other required approvals from various 
parties, such as the DPRD and the Ministry of Home Affairs, blocked implementation. 

The Central Java provincial government had also planned to issue regional bonds in 2018 and 2019. 
Plans to build a drinking water supply system (SPAM), hospitals, industrial estates, markets, and tourism 
financed from regional bonds were proposed in 2018. However, in reality, the DPRD did not approve 
the bonds due to various factors, such as the ongoing assessment of regional financial performance 
and, especially, the existence of regional debt in the APBD. In the following year, the Central Java 
government also planned to issue regional bonds amounting to IDR 2 trillion that would be used 
for development programs such as the Regional Hospital for Cancer Services, the Regional Hospital 
for Maternal and Child Services, the provision of cancer services at the Kelet Hospital, and a sport 
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center. However, the Central Java regional bonds have yet to be realized; they were halted due to the 
legislative elections, followed by the DPRD’s lack of approval. The DPRD itself had not approved the 
issuance of Central Java provincial government bonds due to several reasons:

• The purpose of regional bonds is to cover the APBD deficit. However, Central Java’s SiLPA was not 
in deficit. Based on the realization of the 2019 budget, there was still a SiLPA of IDR 1.63 trillion.

• The obligation to repay regional bond loans must be allocated from the Central Java regional 
budget. The governorship is only five years so that there is no continuity with the next governor

• The region’s ability to repay loans must be seriously considered because obligations taken from 
the APBD mean burdening the APBD for the next period. This reduces APBD’s ability to finance 
development in the years concerned. 

Further, in 2019, the East Java government completed a feasibility study for a planned bond issuance to 
build supporting infrastructure to generate income. The plan to issue regional bonds in East Java was 
based on Presidential Regulation Number 80 of 2019 on the Acceleration of Economic Development 
in the Gerbangkertasusila (Gresik, Bangkalan, Mojokerto, Surabaya, Sidoarjo, and Lamongan) area, 
Bromo-Tengger-Semeru area, the Wilis Circle area, and the Southern Coastal area. In 2020, the regional 
bond proposal was still being discussed in the DPRD. Broadly speaking, the most common obstacles 
regions experienced related to regional bonds were poor planning (both in terms of benefits and 
risks of bonds) or failing to convince the legislature that regions are capable of issuing regional bonds.

6.3.

Lesson Learned from Regional Financing in Several Countries

Regional financing in many poor and developing countries is very limited, where most of the efforts 
made to cover the deficit are with regional loans, not through regional bonds. To increase local 
governments’ flexibility in regional financing in developing countries, special financial intermediaries 
(financial institutions) managed by the public sector, including financial institutions in the regions, can 
be used. This financial institution can be used to provide subsidized loans to local governments that 
do not have access to credit markets (Smoke, 2019). 

According to Nasution (2016), in general, financing through bonds can only be done by rich regions 
that are mature in terms of financial and fiscal markets so that supporting regulations can encourage 
information transparency, protect property rights, and enforce law (to avoid corruption). Various 
financing strategies used by several countries, in the context of their financial management, are shown 
in Table 6.5.: 

158



Table 6.5 
Lessons Learned From Regional Financing in Several Countries

Country Strategy Description
United States  » Munis (municipal bonds) 

exemption
 » Capital reserve program when 

the budget is in surplus

 » With munis exemption, investors do not have to pay income tax from their 
municipal bond assets

 » Many regions issue bonds for which the source of payment has been 
specifically determined

 » Many regions will use capital reserve programs (such as reserve funds in 
Indonesia or other sources of internal financing) when their budgets run 
into a surplus

China  » Established a special financial 
institution in managing 
regional loans

 » Bond pilot project

 » The special financial institution manages all aspects of the regional 
investment program cycle, from preparation, planning, and assessment, to 
direct supervision 

 » When the government first authorized regional bonds, only a few regions 
with relatively stable fiscal conditions were allowed to issue regional 
bonds, and all matters for issuing regional bonds were taken over by the 
central government until the regions were deemed capable of managing 
themselves

Vietnam  » Investment bonds as the 
dominant type of regional 
loan carried out by local 
governments since 2003

 » Creating the Vietnam Bond 
Market Association (VBMA) 
since 2009

 » Starting with the Ho Chi Minh City Pilot project in 2003 and since 2016, the 
Vietnamese local government spearheaded by Ho Chi Minh City can issue 
green bonds to finance environmental protection infrastructure

 » VBMA is a forum for exchanging information and strengthening 
governance of regional bonds

Hungary Utilization of budget residue Budget residues (similar to SiLPA), when viewed from the expenditure side, 
are no longer valid but are considered long-term savings used to reduce debt; 
because residues use cash-based fiscal management, local governments 
more freely use residues in accordance with the applicable laws

Sources: Marlowe, 2015; Smoke, 2019; Bappenas, 2014; Santoso, 2003; Pulay, 2017; Vietnam Bond Market, 2019

In Indonesia, financing through loans and bonds is still not popular with local governments because the 
regional SiLPA is sufficient to cover the deficit problem. Pulay (2017) stated that there are two budget 
risks in the use of budget surpluses: (1) the use of budget residues in a certain year that exceeds the 
value of the resulting budget residues will increase the deficit and (2) a significant amount of budget 
residue accumulates over the years, the use of which has an impact on meeting budget deficit targets 
in a given year. Therefore, if the Indonesian government wants to expand the authority to use SiLPA 
for local governments, then they need clear rules regarding using SiLPA to cover the budget deficit, 
both in terms of how much and what purposes can be financed from SiLPA. 
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In some cases, especially in middle- and low-income countries, encouraging local loans can help to 
boost the fiscal capacity of local governments (Smoke, 2019). In addition, the existence of regional 
loans can spur local governments to improve infrastructure services, such as health infrastructure, 
schools, housing, roads and water, similar to the experience in the United States, where most loans 
are allocated for highway (33%), education (25%), and irrigation (15%) (Lewis and Pakpahan, 2001 
in Pakpahan et al., 2001). The use of regional bonds itself has considerable discretion because the 
activities financed from regional bonds can consist of one or several activities. Regional bonds can 
be used to finance projects including schools, roads, government buildings, toll roads, airports, ports, 
hospitals, and housing for the poor (Temel, 2001).
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CHAPTER VII
HARMONIZATION OF CENTRAL GOVERNMENT 
AND REGIONAL GOVERNMENT EXPENDITURES

Regional autonomy is the right, authority, and obligation of autonomous regions to regulate and 
manage their own government affairs and the interests of local communities in the system of the 
Unitary State of the Republic of Indonesia (Law Number 23 of 2014). The implementation of regional 
autonomy through the delegation of broader, real, and responsible authority since the enactment 
of Law Number 22 of 1999 is carried out in accordance with the principles of decentralization, 
deconcentration, and co-administration. Decentralization transfers part of the central government’s 
authority to autonomous regional governments to regulate and manage their own government affairs. 
Deconcentration delegates some government affairs that were under the authority of the central 
government to the governor, vertical agencies in certain areas, and district heads/mayors. Meanwhile, 
co-administration is when the central government assigns some of its affairs to autonomous regions 
to implement or when the provincial government assigns some of its affairs to district/city areas to 
implement. Dividing authority to administer government affairs is aimed at increasing the effectiveness 
and efficiency of public services, empowering community participation, and increasing competitiveness 
to accelerate the realization of community welfare. 

Governance based on the principles of decentralization, deconcentration, and co-administration is 
the division of government affairs between levels of government. In addition, financial resources need 
to be distributed between the central government and regional governments through a financial 
balance system. This financial balance system is the basis for implementing fiscal decentralization. The 
implementation of government affairs under the authority of the regions is funded from the regional 
budget (APBD), while the administration of government affairs under the authority of the central 
government is funded from the state budget (APBN). 

In this regard, harmonizing fiscal policy management between the central government and local 
governments is an important factor in achieving effective government affairs administration. Therefore, 
in fiscal decentralization implementation, in addition to synergies over funding sources, harmonizing 
expenditures between the central and regional governments needs to be continuously improved 
so that public services meet public needs (minimum service standards). In addition, harmonizing 
central and regional expenditures aims to reduce inefficiency and overlapping between government 
expenditure that ultimately decrease the quality of public services. This harmonization can be realized 
through synergistic and integrated program planning and budgeting between every level of government.
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7.1.

Division of Government Affairs

The essence of decentralization is the transfer of authority to local governments as autonomous 
regions. Therefore, this delegated authority is the basis for local governments to administer governance. 
Effectiveness and efficiency of governance can be achieved if government affairs are clearly defined 
between levels of government. Each level of government has its own role in providing public services 
to the community. Therefore, both the central government and local governments must have a 
complete understanding of their respective authorities and responsibilities so that public services can 
be carried out optimally, which ultimately has an impact on improving people’s welfare. 

The division of authority in administrating government affairs between levels of government 
isregulated in the Law on Regional Government. The division of government affairs has been amended 
three times in line with changes in legislation, namely Law Number 22 of 1999 (further regulated in 
Government Regulation Number 25 of 2000 on Government Authorities and Provincial Authorities 
as Autonomous Regions), Law Number 32 of 2004 (further regulated in Government Regulation 
Number 30 of 2007 on the Division of Government Affairs between the Government, Provincial 
Governments, and District/City Governments), and, finally, Law Number 23 of 2014. Table 7.1 shows 
a summary of the development of the division of government affairs.

Table 7.1 
Development of Division of Government Affairs

Division of 
Government Affairs

Law Number 22/1999                           
(PP Number 25/2000)

Law Number 32/2004 
(PP Number 38/2007) Law Number 23/2014

Central Government 
Affairs/Absolute 
Affairs

Foreign policy, defense, security, 
judiciary, national monetary and fiscal, 
religion, and other fields (grouped into 
25 fields)

Foreign policy, defense, 
security, justice, national 
monetary and fiscal, 
religion

Foreign policy, defense, security, 
justice, national monetary and 
fiscal, religion

Concurrent 
Government Affairs

Concurrent affairs are not explicitly 
explained, but in the elaboration of 
central and local government affairs, 
several areas of affairs intersect 
between the central government and 
regional governments

Mandatory affairs (26 
affairs) and elective 
affairs (8 affairs)

 » Basic service mandatory 
affairs (6 affairs)

 » Non-basic service 
mandatory affairs (17 
affairs)

 » Elective affairs (8 affairs)

Regional Government 
Affairs

20 fields, including education, health, 
and social

Explained in concurrent 
affairs

Explained in concurrent affairs

General Government 
Affairs

Not explained Not explained Affairs under the authority of the 
president
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Central government affairs (otherwise known as absolute government affairs in Law Number 23 
of 2014) are government affairs that are fully under the authority of the central government, while 
concurrent government affairs are the administration of government affairs which are shared between 
the central government and local governments. Concurrent government affairs that are delegated to 
the regions are the basis for autonomous regions. The APBD funds all concurrent government affairs 
delegated to the regions. 

The affairs under the authority of the central government consist of six fields: foreign policy, defense, 
security, justice, national monetary and fiscal, and religion. The six absolute authorities of the central 
government have never changed in line with the changes in the law on regional government. However, 
at the beginning of the implementation of decentralization, Law Number 22 of 1999 stated that 
the central government had authority in other fields. These other authority areas include policies 
on national planning and the control of macro-national development; financial balance funds; state 
administration system and state economic institutions; development and empowerment of human 
resources; utilization of natural resources and strategic high technology; conservation; and national 
standardization. The authorities in these other fields are grouped into 25 areas, including education, 
health, social, and others. In addition, the central government has authority for various affairs on 
a national scale. Meanwhile, the local government authorities mentioned in this regulation are all 
government affairs other than those under the authority of the central government and are grouped 
into 20 fields. Provincial government affairs are implemented across districts/cities. In addition, the 
provincial government can also carry out government affairs that districts/cities do not or cannot 
carry out. This transfer of authority is funded from the provincial government budget. 

In Law Number 32 of 2004, this separation of government affairs is emphasized in more detail. The law 
also explicitly mentions government affairs that are shared between levels of government (concurrent 
affairs). To ensure basic services are achieved in regional communities, the concurrent government, 
which is the regional authority, is divided into mandatory and elective affairs. Mandatory affairs consist 
of 26 affairs, including education, health, environment, public works, and others. Meanwhile, elective 
government affairs have the potential to improve the community’s welfare in accordance with the 
conditions and potential of the region concerned. Affair administration must be guided by the minimum 
service standards set by the government. 

Further, in Law Number 23 of 2014, the division of government affairs was again refined. Government 
affairs are divided into three types: (1) government affairs that are exclusively the authority of the 
central government, called absolute government affairs (consisting of six affairs), (2) concurrent 
government affairs, and (3) general government affairs. In this law, concurrent affairs are divided into 
two categories: mandatory affairs and elective affairs. Mandatory affairs are divided further into two 
parts: basic services and non-basic services. The law also includes the sectors and sub-sectors of 
affairs in greater detail to avoid levels of government overlapping activity implementation. In addition, 
general government affairs referred to in this law under the authority of the president are related 
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to maintaining the ideology of Pancasila, the 1945 Constitution, and the national motto “Bhinneka 
Tunggal Ika” (unity in diversity) and ensuring the harmonious relations of the state, based on ethnicity, 
religion, race, and groups, that facilitate democratic life. 

The central government can carry out its own affairs or delegate them to local governments based 
on the principles of deconcentration and co-administration. Likewise, the provincial government can 
delegate its authority in affairs to district/city governments based on the principle of co-administration. 
The provincial or district/city government can also assign affairs to the village in accordance with 
regional head regulations. 

The portion of central government expenditure (BPP) and expenditure from APBD in financing 
concurrent government affairs is shown in Graph 7.1. Funding source analysis for concurrent government 
affairs used a function-based expenditure approach. The types of functional expenditures identified 
were used to finance concurrent affairs, namely expenditures on the economic, environmental, 
housing and public facilities, health, education, social protection, and tourism functions. 

Graph 7.1. shows the total BPP and APBD expenditures by function from 2015–2020. The allocation 
for expenditure on the education function was the highest, followed by expenditure on the economic, 
health, and social protection functions. As shown in the graph, from 2015–2020 most function 
expenditures were funded from the APBD, namely the environment, housing and public facilities, 
health, education, and tourism functions. Meanwhile, the share of BPP was higher for two functions: 
economic and social protection. The APBD’s major role in funding concurrent government affairs 
shows that the role of local governments in implementing development in Indonesia is very high 
in the era of fiscal decentralization. In contrast, expenditure on economic functions, such as policies 
related to employment, energy resources, and mining, and social protection functions, such as social 
protection programs, are still managed centrally by the central government.
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Graph 7.1 
Proportion of BPP and APBD Based on Classification of Functional  

Expenditures for 2015-2020 (IDR Trillions)

Source: Ministry of Finance, processed

Although local governments manage some concurrent government affairs through the APBD, most 
of the sources of APBD revenues come from APBN expenditures, namely from transfer funds. The 
contribution of transfer funds to total regional income is on average 69% (2012–2019). Therefore, the 
state expenditure on APBN transfer funds need to meet the needs of regions in order to implement 
delegated government affairs and to have effective and equitable development in all areas of the 
country. The explanation of the transfer fund policy is explained in more detail in Chapter II and 
Chapter III.

7.2.

Deconcentration and Co-Administration Funds

As explained earlier, in carrying out government affairs, the central government can carry out the 
affairs itself, and/or delegate the implementation of these affairs to the regions on the principles of 
deconcentration and co-administration. Likewise, the provincial government may assign district/city 
governments to carry out provincial government affairs on the principle of co-administration. 

The delegation of authority is also accompanied by funding sources originating from the APBN 
through ministry/agency expenditure in the form of Deconcentration Funds and Co-Administration 
Funds. Provisions regarding deconcentration and co-administration are regulated in the Law on 
Regional Government and the Law on Financial Balance between the Central Government and 
Regional Governments. Further regulations are set out in Government Regulation Number 7 of 2008 
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on Deconcentration and Co-administration Tasks, while the provisions regarding the management of 
deconcentration funds and co-administration funds are regulated in the Minister of Finance Regulation 
Number 156/PMK.07/2008 on Guidelines for the Management of Deconcentration Funds and Co-
Administration, as amended by PMK Number 248/PMK.07/2020. Both regulations mandate that the 
location and budgets for deconcentrated or assigned programs and activities should be prepared 
by considering the state’s financial capacity, the balance of funding in the regions, and the region’s 
development needs. Therefore, deconcentration and co-administration funds basically aim to assist 
regions in funding development in an effort to support equitable development among regions. In the 
PMK, the Minister of Finance provides recommendations to ministries/agencies regarding the location 
and budget of activities funded from deconcentration and co-administration funds. 

In addition, a Joint Circular Letter of the Minister of National Development Planning/Head of the 
National Development Planning Agency, the Minister of Finance, and the Minister of Home Affairs 
issued Number: 0442/M. PPN/11/2010, Number: SE-696/MK/2010 and Number: 120/4693/SJ on 
Increasing the Effectiveness of the Implementation of Programs and Activities of Ministries/Agencies 
in the Regions and Increasing the Active Role of the Governor as a Representative of the Central 
Government, stating:

In the implementation of programs and activities carried out through the mechanism of Deconcentration 
and Co-Administration, Ministries/Agencies are required to allocate budget by clear and measurable 
performance targets by prioritizing the achievement of development priorities at Ministries/Agencies 
and taking into account the state’s financial capacity, the balance of funding in the regions as stated in 
the recommendations of the Minister of Finance issued annually, and regional development needs that 
fall under the purview of the Central Government.

In connection with deconcentration and co-administration tasks that closely relate to the 
implementation of central government affairs carried out in the regions, this has the potential to cause 
a government administration overlap if central and regional governments do not fully understand the 
division of affairs. As emphasized in the Law on Regional Government, affairs that can be carried out 
with deconcentration and co-administration are matters that fall under the authority of the central 
government. Deconcentration and co-administration funds cannot be used to fund affairs that are 
under regional authority. Regional affairs can be funded from the APBN through transfer funds. These 
activities’ overlapping funding can impact the accumulation of budgets for certain public services or, 
conversely, create the absence of a budget for certain public services. Therefore, central government 
deconcentration planning and assistance tasks and regional development planning need to synergize. 

However, as stated in the 2013 Financial Note and APBN, the evaluation and audit conducted by the 
Supreme Audit Agency (BPK) found that part of the ministries/agencies budget for deconcentration 
funds and co-administration tasks was actually used to fund government affairs under the authority of 
regions. Therefore, the deconcentration and co-administration funds must be transformed into transfer 
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funds. Based on its characteristics, the only type of transfer fund most suitable for deconcentration 
and co-administration activities is through the Special Allocation Fund (DAK). However, the transfer 
of these funds cannot be carried out immediately due to several problems: (1) the regions’ obligation 
to provide matching funds to receive DAK can burden the region, and (2) activities in the form of 
non-physical activities cannot be transferred to DAK, which was only intended for physical activities. 

The transformation of deconcentration and co-administration funds was first carried out in 2013 with  
the Ministry of Agriculture’s deconcentration and co-administration fund of IDR 417.1 billion. Further, 
in 2016, through a change in the posture of transfer funds that divided DAK into two categories—
Physical DAK and Non-Physical DAK—some deconcentration funds and assistance tasks that should 
be placed under regional authority were transferred to Non-Physical DAK. The transformation of 
deconcentration and co-administration funds into Non-Physical DAK in 2016 includes: (1) Health 
Operational Assistance (BOK) Funds, which were previously managed as deconcentration funds 
in the Ministry of Health budget; (2) the Operational Assistance for the Implementation of Early 
Childhood Education (BOP PAUD), which was previously managed as a deconcentration fund in 
the budget of the Ministry of Education and Culture; and (3) the Capacity Building for Cooperatives, 
SMEs, and Employment Fund, which was previously managed as a deconcentration fund in the budget 
of the Ministry of Cooperatives and MSMEs and the Ministry of Manpower.

7.3.

Harmonization of Central and Regional Fiscal Policies

In the era of fiscal decentralization, Indonesia currently has 542 autonomous regions, so harmonizing 
development is a must in order to achieve optimal public services. Synergies in the development 
planning process initiated harmonization, since this planning process is the basis for preparing fiscal 
policy, which is then translated into using the APBN and APBD as fiscal instruments in development 
financing. The APBN and APBD budgeting processes are an integrated system and cannot be separated 
from the development planning process. 

The development planning and budgeting processes were also reformed along with the demands for 
decentralization as a result of the turmoil of reforms in 1998. These resulted in the 1945 Constitution 
being amended four times from 1999–2002. The constitutional amendments, other than resulting in a 
decentralized governance system, also improved the provisions for managing state finances to make 
them more in line with the development of the state institutional system. In 2003, Law Number 17 
of 2003 on State Finances was enacted, which regulated the management of state finances/fiscal 
management, including the budgeting process at the central (APBN) and regional (APBD) level. This 
law replaced the law regarding the implementation of state financial management, which up until that 
time, continued to use provisions under the Dutch East Indies colonial administration. 
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State finance laws changed by strengthening the legislature in preparing the APBN, strengthening 
regional autonomy through implementing wider decentralization, and abolishing the State Policy 
Guidelines (GBHN) as guidelines for the preparation of national development plans. However, further 
regulation is needed for the national planning process. In 2004, the government, together with the 
DPR, also enacted a law on the national development planning system through Law Number 25 of 
2004 on the National Planning and Development System. 

The flow and relationship of the development planning and budgeting processes as regulated in Law 
Number 25 of 2004 and Law Number 17 of 2003 are shown in Figure 7.1.

Figure 7.1 
Flow of Central and Regional Government Planning and Budgeting

Sources: Law Number 25 of 2004 and Law Number 17 of 2003, processed

In lieu of the GBHN, a long-term development plan is prepared for a 20-year period using the National 
Long-Term Development Plan (RPJP) and the Regional RPJP. The National RPJP is stipulated by central 
legislation, and the Regional RPJP is stipulated by regional regulations. The current National RPJP 
regulates development plans from 2005–2025. This document becomes a reference for preparing 
the RPJP for each autonomous region (province, district, city) and also includes regional development 
plans for the same period (2005–2025). 

This RPJP is then translated into the National Medium-Term Development Plan (RPJMN) and Regional 
Medium-Term Development Plan (RPJMD) that contain development plans for a five-year period. 
The RPJMN is the elaboration of the president’s vision, mission, and programs, while the RPJMD is the 
elaboration of the regional head’s vision, mission, and programs. The preparation of the RPJMD must 
be guided by the Regional RPJP and pay attention to the RPJMN so that the national and regional 
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development plans remain in harmony. The RPJMN and RPJMD are stipulated through a presidential 
regulation or a regional head regulation no later than three months after the president or regional 
head are inaugurated. 

This development plan is then redefined in the Central Government Work Plan (RKP) and Regional 
Government Work Plan (RKPD), which contain development priorities, macroeconomic framework, 
and fiscal policy direction for one fiscal year. The preparation of the RKPD must be aligned with 
the RKP. The development plans in the RKP and RKPD then become the basis for preparing the 
APBN and APBD. The processes of preparing RPJP, RJPM, and RKP, both nationally and regionally, are 
carried out through the Development Planning Deliberation (Musrenbang), which is attended by 
state administrators and involves community participation. The RKP Musrenbang must be held no 
later than April, while the RKPD Musrenbang must be held no later than March. 

After the RKP preparation process is complete, the budgeting process begins. The RKP is used as a 
reference for the Macroeconomic Framework and Fiscal Policy Principles (KEM-PPKF). KEM-PPKF is 
submitted to the House of Representatives (DPR) no later than May. The RKP and PPKF are then 
discussed in the Preliminary Discussion on the Draft State Budget (RAPBN) for the following year. This 
preliminary discussion examines the proposed RKP along with the indicative ceiling in the RAPBN. 
This RKP and indicative ceiling must be determined no later than June by a presidential regulation. 
In August, the government submits the Draft State Budget (RUU) to the DPR, and no later than 
two months before the next fiscal year begins, the APBN Law must be enacted. Simultaneously with 
the central government budgeting process, the regional budgeting process also begins. The regional 
government must submit the draft general policy on the APBD to the DPRD no later than June, 
followed by submission of the draft regional regulation on the APBD in October. The stipulation of 
regional budget regulations is carried out no later than one month before the start of the next fiscal 
year. 

The laws and regulations stipulate that planning and budgeting are regulated separately and implemented 
by different institutions. Therefore, synergy and synchronization need to be strengthened so that they 
jointly align in achieving national goals. The preparation of annual work plans and budgets (RKP and 
APBN) is the responsibility of the Minister of National Development Planning/Bappenas (planning) 
and the Minister of Finance (budgeting). In this regard, in 2017, the government issued Government 
Regulation Number 17 of 2017 on Synchronization of the National Development Planning and 
Budgeting Process. This regulation aims to synergize the planning process in Law Number 25 of 2004 
and the budgeting process in Law Number 17 of 2003. This regulation contains further regulation about 
the development planning and budgeting process, implementation, and monitoring and evaluation. It 
emphasizes a program-based budgeting approach (money follows program) and performance-based 
budgeting. 
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There are three main frameworks that are synergized in this regulation: the funding framework, 
regulations, and public services. The process of integrating funding sources from both government 
and non-government sources is carried out in the context of achieving national development targets. 
Synergy in the planning process to form regulations facilitates, encourages, and regulates the behavior 
of the community and state administrators in achieving national development goals. Further, all 
relevant stakeholders carry out the integration of activities in order to provide public goods and 
services needed in the community. 

Meanwhile, the planning and budgeting process in the regions is strengthened through the enactment 
of Law Number 23 of 2014 on Regional Government that has comprehensively regulated the 
planning and budgeting process in the regions. The regulations for the regional development planning 
process from the preparation of the RPJPD to the RKP are set forth in Permendagri Number 86 of 
2017, while the provisions regarding regional financial management as a follow-up to Law Number 
23/ of 2014 are regulated in Government Regulation Number 12 of 2019 on Regional Financial 
Management in lieu of PP Number 58 2005 on Regional Financial Management. 

Further, in 2019, the Minister of Home Affairs Regulation Number 70 of 2019 on Regional Government 
Information Systems was also stipulated. The regulation is one of the steps in synchronizing regional 
planning and budgeting and is expected to: 

a. Improve the quality of planning, budgeting, control, and evaluation of regional development 
through accessible, accurate, up-to-date, and accountable regional development data and 
information.

b Optimize the availability, filling, and evaluation as well as utilization of regional development data 
and information.

c Become a tool for administrating long-term, medium-term, and annual development plans and 
for synchronizing plans and planning information with budgeting information and other local 
government information. 

d Become a tool to assist the implementation, control, and evaluation of hierarchical regional 
development planning in order to ensure it is right on target.

As shown in the development planning and budgeting process above, the process of synchronizing 
central and regional planning and budgeting encounters several potential obstacles. First, the regulation 
on planning is stipulated in a different regulation from the regulation on budgeting and is administered 
by a different institution. This has the potential to cause disharmony between planning and budgeting 
institutions. 
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Second, there is a potential for discrepancy in the drafting stage of the RPJMN and RPJMD due to 
the different terms of office for the president and regional heads. One example occurred in 2018. 
As many as 171 regions held simultaneous regional head elections (Pilkada) in 2018, while the next 
presidential election was held in 2019. Regions that conducted regional head elections in 2019 had to 
immediately prepare a five-year RPJMD, which referred to the RPJMN in effect at that time (2015–
2019). An RPJMD that does not coincide with the period of the RPJMN can lead to discrepancies 
between regional and national development planning. 

Third, the concurrent period of the APBN and APBD budget years has the potential to cause regional 
fiscal policy to be inconsistent with the fiscal policy of the central government. As shown in Graph 7.1, 
the RKP planning process is carried out simultaneously, and even the RKPD Musrenbang is carried out 
more quickly. In addition, the general policy of the APBD is carried out in June at the same time as the 
discussion and determination of the RKP and the indicative ceiling of the APBN. The regions need this 
information on RKP and indicative ceilings in preparing future development plans, especially regarding 
the allocation of transfer funds as most regional revenues come from transfer funds. The certainty of 
the amount of transfer funds will greatly affect regional development priorities in the following year. 
Discussion of the APBN Bill and the APBD Draft Regional Regulation (Raperda), which is only two 
months apart, also leaves a very short period to make adjustments if discrepancies between the 
APBN and APBD policies arise. 

In addition to the harmonization of planning and budgeting processes between the central government 
and local governments, synchronization between planning and budgeting processes in the regions is 
still low. Several studies examine the harmonization between development planning and budgeting in 
the regions. Rasyid (2013) analyzed the factors that affected the synchronization of RKPD documents 
with APBD documents in the Province of Papua in 2009. Based on this research, it was found that the 
consistency between regional planning and budgeting within the Papua Province government has a 
very low degree. In addition, the study also found that the capacity of human resources, planning and 
budgeting instruments, and budgetary political instruments have a positive and significant influence 
on the synchronization of the RKPD, either partially or simultaneously. This means that better quality 
human resources, planning and budgeting instruments, and political instruments will improve the 
synchronization of the RKPD. 

In addition, Arwin (2016) in an analysis of the consistency of planning and budgeting at the Central 
Sulawesi provincial government found that the highest level of consistency between planning and 
budgeting in Central Sulawesi Province was in the RPJMD-RKPD-Priority and Temporary Budget 
Ceiling (PPAS) document, while inconsistency was apparent from the PPAS and APBD, which had 
decreased in the past three years. Inconsistencies between planning and budgeting caused changes in 
the organizational structure, adjustments to central government policies related to transfer funds, and 
the low capability of planning and budgeting staff. 
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Idris (2019) analyzed the consistency of planning and budgeting at the Depok City government. The 
results of the study indicated that the consistency between planning and budgeting documents for FY 
2017 was still low and needed to be improved. However, the level of consistency in terms of policy 
was already very good. This indicates that planning and budgeting preparation takes into account 
existing policies.      

7.4.

Lessons Learned from Several Countries

Several countries are effective in achieving national goals and their experience can be used as lessons 
for Indonesia in seeking a balance between development planning and budgeting synergies. 

South Korea

South Korea is a republic whose government is led by a president with a term of five years who is 
assisted by a prime minister appointed by the president. The president acts as head of state and the 
prime minister as head of government. In implementing their policy programs, the Ministry of Strategy 
and Finance (MOSF) assists the president and prime minister. MOSF is in charge of development 
planning and budgeting in South Korea. South Korea has a unified budget system using the medium-
term expenditure framework (MTEF), so that budget and planning integration is only controlled 
by the minister. MOSF conducts planning, monitoring, and evaluation every year from January 1 to 
December 31. Then, the government legislature does not change the budget ceilingmuch even though 
they are involved in program discussions and program budgeting. 

The sub-national governments in South Korea do not have strong autonomy because the central 
government, namely the Ministry of Public Administration and Safety (MOPAS), controls local 
government. MOPAS delegates government affairs to the regions along with transfer funds that 
MOPAS calculates every year. Regional governments carry out regional government affairs with the 
MOPAS-determined transfer fund budget. MOPAS also must be consulted on and approve regional 
policies, such as additional staff, regional apparatus, and regional regulations. If regulations or policies in 
the regions conflict with central policies, MOPAS can veto regional policies (Choi et al., 2012).
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Brazil

Brazil is a federal country with a presidential system of government;, the president serves as the head 
of state and head of government with a term of four years. The fiscal year in Brazil is July 1 to June 31, 
and the government reviews budgeting annually. The Ministry of Planning, Budgeting, and Management 
solely plans and budgets. In a federal state, sub-national governments have broad autonomy and 
authority to carry out government in their regions. The role of local government is vital with the public 
expenditure contribution from the sub-national government being 77% of total public expenditure; 
the rest is contributed by the central government (Baiocchi, 2006). Harmonizing the central and 
regional level planning is carried out at annual meetings almost similar to Indonesia’s Musrenbang. 

United States

The United States is a federal state consisting of multiple states. The system of government in the 
United States is presidential, with the president serving as head of state and head of government. The 
president has a four-year term of office to carry out a development program. Planning and budgeting 
in the United States is carried out by one agency, the Office of Management and Budget (OMB). 
OMB has full power to plan and budget development programs. OMB policy is a reference for all 
government institutions in the United States. The budgeting system in the United States uses a baseline-
projection budget during the presidential term of office. Starting from October 1 to September 30, 
planning, budgeting, implementation, monitoring, and evaluation are carried out annually. Congress is 
also involved in the executive branch’s proposed planning and budgeting, but the president has veto 
power on any proposal. As a federal state, the United States grants the widest possible autonomy 
to the federal government, while the central government of Indonesia only carries out programs/
activities that are national affairs, such as universal health care, military, defense and security (Khan, 
2019).
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CHAPTER VIII
DECENTRALIZATION AND FISCAL COOPERATION

To increase the effectiveness of fiscal decentralization, cooperation between governments, both 
vertically and horizontally, needs to occur. Good fiscal cooperation between the central and regional 
governments will improve the quality of public services to the community, encourage economic 
growth, and improve the quality of human development. Fiscal cooperation between governments 
can also facilitate the exchange of information on national and regional economic developments 
and prospects and other policies (e.g., transfers from the central government to local governments). 
Further benefits of fiscal cooperation occur in macro-fiscal management and intergovernmental fiscal 
arrangement reforms. The existence of fiscal cooperation can strengthen regional revenue autonomy, 
change sectoral policies, including the provision of public services, and alter procedures for managing 
regional revenues and expenditures (Bakvis and Brown, 2010).

8.1.

Literature Review 

Intergovernmental fiscal cooperation (IFC) can improve economic management both nationally 
and regionally (Ter-Minassian and Luiz, 2016). IFC can assist governments to agree on appropriate 
and effective distribution of fiscal targets and address fiscal capacity gaps and resource gaps and 
help accelerate the achievement of development goals. IFC can be classified in five forms (Ter-
Minassian, 2020): (1) vertical, cooperation between levels of government, or horizontal, between 
levels of government; (2) multilateral or bilateral, cooperation between the central government and 
one regional government or between regional governments; (3) broad or narrow, cooperation covers 
a broad range of intergovernmental issues or only certain subjects; (4) firm, cooperation is carried out 
through policies that bind all levels of government, or accommodative, cooperation through policies 
that can be discussed; and (5) executive or legislative, cooperation is carried out only by the executive 
or legislature, the practice generally lies in both. 

Various designs of fiscal cooperation that can be carried out include (Ter-Minassian, 2020):

1. Clarity in assigning and allocating expenditures to different levels of government is essential to 
achieve efficiency and accountability.  This level of clarity can be achieved by broadly separating 
functions—not only related to service delivery, but also to standard setting—and more specific 
regional regulations at various levels of government.  Vertical fiscal cooperation can be useful to 
ensure sound expenditure management incertain sectors. 
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2. Intergovernmental fiscal cooperation can facilitate cooperation between levels of government 
regarding revenue. Horizontal fiscal cooperation can prevent excessive tax competition between 
local governments because tax competition can impair the capacity of jurisdictions to deliver 
adequate goods and services or lead to fiscal deficits. In the context of the distribution of 
revenues originating from natural resources between governments, Indonesia applies revenue 
sharing from natural resources, as in the cases of Kazakhstan, Nigeria, and Russia. Argentina and 
the United Arab Emirates fully decentralize the authority over natural resource revenues to the 
regions. On the other hand, Azerbaijan, Norway, the United Kingdom, and most oil-producing 
countries in the Middle East have determined that natural resource revenues are fully under the 
authority of the central government. Meanwhile, Canada and the United States divide natural 
resource revenues between the regions and the center. 

3. In some countries, transfers to the regions are an important part of regional revenues. 
Transfers aim to address the imbalance between local own-source revenue and expenditure 
responsibilities (vertical gap). Revenue sharing is the instrument most often used to overcome 
vertical imbalances, while transfer distribution across regions (as is the case with DAK in 
Indonesia) aims to reduce horizontal imbalances and seeks to finance regional expenditure 
in the priority program sector. Despite its diversity, a good intergovernmental transfer system 
ideally exhibits a number of characteristics: (1) sufficient to avoid mandates unfunded by local 
governments; (2) minimizes discretion to avoid soft budget constraints; (3) flexible to help 
local governments avoid pro-cyclicality and deal with external shocks; (4) implements social 
preference for redistribution; (5) transparent in design and implementation; and (6) simple 
to avoid excessive complexity. Intergovernmental fiscal cooperation can facilitate sound 
intergovernmental reforms by helping to find win-win solutions to any challenges. 

4. Fiscal cooperation exists between governments. Local governments have a greater responsibility 
to provide public services. In terms of sectoral policies, regional cooperation has several 
advantages, including minimizing resource scarcity, reducing adverse spillover between regions, 
and helping to avoid cost-shifting through setting minimum standards between vertical 
governments. Thus, in many countries, various forms of regional cooperation forums minimize 
sectoral conflicts between regions; however, their implementation is still not optimal. 

5. Local government capacityis needed to plan, budget, and efficiently implement regional investment. 
Weaknesses in investment management at the national and regional levels include errors in 
translating national development plans with sectoral investment plans; lack of a medium-term 
expenditure framework (MTEF) and transparency of future expenditure obligations; inadequate 
systems for selecting and implementing public investments (such as minimal use of cost-benefit 
analysis); inadequate supervision of project implementation; and weak internal and external 
audit and control systems. In addition, the lack of coordination between the central and local 
governments can also reduce the effectiveness of regional investment. Intergovernmental fiscal 
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cooperation can be useful in overcoming these shortcomings. The central government and 
multilateral development agencies can play an important role in helping local governments 
strengthen their local investment management systems through technical and financial assistance. 
Through regional cooperation forums, information on best practices and information related 
to projects with positive externalities can also help optimize regional investment management 
(Ter-Minassian, 2020).

Fiscal cooperation is also shown through inter-municipal cooperation (IMC). IMC is cooperation 
between regions to achieve common goals (benefits) and improve the provision of effective public 
services. IMC can be implemented through policy achievement and the provision of sustainable public 
services (Melichová and Varecha, 2020). 

According to Sasaki and Kojima (2020), the government can use several methods to implement 
cooperation between local governments and the private sector (see Figure 8.1). First, adjacent regions 
need to establish cooperation to achieve a common goal (e.g., cooperation in accommodating waste 
disposal) as shown in Scheme A. Second, larger areas (maybe those with existing facilities) then 
cooperate with smaller areas. In this case, the smaller area will pay the cost of using the facilities in 
the larger area (e.g., the implementation of municipal waste management between Kitakyushu City 
and the 16 surrounding towns in Japan) as shown in Scheme B. Third, one or more regions cooperate 
with the private sector using a public-private partnership (PPP) (e.g., the renovation of the Ottawa 
Lansdowne Park funded by the City of Ottawa in Canada) with the private company Ottawa Sports 
and Entertainment Group [OSEG]) as shown in Scheme C. Fourth, two or more areas cooperate 
that have the same facilities; when these facilities require restoration and/or maintenance, they can 
use facilities from the other region. This also applies when facilities in other areas are also under 
maintenance (see Scheme D). Fifth, regions cooperate in certain matters by dividing their respective 
roles (e.g., Yokosuka City and Miura City in Kanagawa Province, which share roles in waste treatment 
cooperation) as shown in Scheme E. Yokosuka City is in charge of the construction and maintenance 
of the intermediate waste treatment facilities and Miura City is in charge of the construction and 
maintenance of the final disposal waste treatment facilities. In terms of construction, maintenance, and 
restoration of the facilities, the costs will be shared between the cooperating areas.
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Figure 8.1 
Inter-municipal Cooperation (IMC) Scheme

Source: Sasaki and Kojima, processed

In practice, most of the public services provided by the government are based on returns and 
economies of scale. The optimal outcome scale is highly dependent on three dimensions: service size, 
population size, and population distribution (Lago-Peñas and Martinez-Vazquez, 2013). Inter-regional 
cooperation can be used as a formula for increasing returns to scale, as it allows for increased services 
and the number of populations using services or infrastructure (Ostrom et al., 1961). Furthermore, 
economies of scale can occur when average costs decrease as production increases. At this economy 
of scale, the reduction in average costs is due to the fixed costs being spread over a large number 
of users. Sources of inefficiency, such as externalities, can be overcome by working together. Inter-
regional cooperation enables jurisdictions that work together to benefit from economies of scale.     
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Graph 8.1 
Cooperation and Economies of Scale

Source: Bel and Warner, 2015

The linkage of regional cooperation and its effect on economies of scale is illustrated by Graph 
8.1, where the cost of providing a service depends on the level of output (the decrease in the 
average cost is shown by the AC curve). The vertical axis shows the price (P) and the horizontal axis 
shows the quantity of service (Q, output). In services provided by a single district (demand by single 
municipality/DSM), the minimum price is P1 (assuming the price is equal to the average cost and the 
service is self-financed), corresponding to the average cost at the DSM level. If regions are involved 
in cooperation, the sum of demands by several cities (demand by multiple municipalities/DMM) 
allows a lower average cost (shown by the AC curve at the DMM level) to be achieved, and thus, the 
minimum price equals P2. The shaded areas in Graph 8.1 show the potential for increased welfare for 
the collaborating regions.      

8.2.

Fiscal Cooperation Schemes in Indonesia

Within the regulatory framework in Indonesia, Law Number 23 of 2014 on Regional Government 
emphasizes that regional cooperation is carried out to improve people’s welfare. Regions can enter 
into cooperation basedon the efficiency and effectiveness of public services as well as mutual benefit. 
Regional cooperation can be carried out with other regions, third parties, and institutions or regional 
governments abroad. The implementation of regional cooperation is regulated through PP Number 
28 of 2018 on Regional Cooperation that replaces PP Number 50 of 2007 on Procedures for 
Implementation of Regional Cooperation. 
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Based on the PP, there are four types of cooperation: (1) regional cooperation with other regions 
(KSDD) is a joint effort carried out by regions with other regions in the context of administering 
government affairs that fall under the authority of the regions to improve public welfare and accelerating 
the fulfillment of public services; (2) regional cooperation with third parties (KSDPK) is a joint effort 
carried out by the region with third parties in the context of administering government affairs that fall 
under the authority of the region to improve public welfare and accelerate the fulfillment of public 
services; (3) regional cooperation with regional governments abroad (KSDPL) is a joint effort carried 
out by regions with regional governments abroad in the context of administering government affairs 
that fall under the authority of the regions to improve public welfare and accelerate the fulfillment of 
public services; (4) regional cooperation with foreign institutions (KSDLL) is a joint effort carried out 
by the regions with overseas institutions in the context of administering government affairs that fall 
under the authority of the regions to improve public welfare and accelerate the fulfillment of public 
services. 

Technically, PP Number 28 of 2018 is regulated through Permendagri Number 22 of 2020 on 
Procedures for Regional Cooperation with Other Regions and Regional Cooperation with Third 
Parties. The Minister of Home Affairs regulates the types of cooperation between regions, objects 
of cooperation, stages of cooperation, regional cooperation institutions, and support for central 
and regional government programs. With the issuance of PP Number 28 of 2018 and Permendagri 
Number 22 of 2020, all local governments have the same standard of cooperation in providing public 
services. 

Fundamentally, each region is dependent on other regions. This dependence can be identified from 
the types of interactions between regions, such as: the flow of goods, the flow of public finances, the 
flow of government finances, administrative dependence, population mobility, geographical physical 
dependence, cultural dependence, and more. Several forms of inter-regional cooperation include the 
following (Wahyudi, 2011; Wahyudi and Sari, 2011; Prasetya, 2013; KPPOD, 2013; Isril, 2019; Pradana, 
2020):
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Table 8.1 
Forms of Fiscal Cooperation in Indonesia

Number Name/Type Governments Involved Services Provided Description

I. Cooperation between the Center and the Regions

Economic Development 
in Gresik, Bangkalan, 
Mojokerto, Surabaya,  
Sidoarjo, Lamongan, Bromo, 
Tengger, and Semeru Areas 
as well as the Wilis Circle 
and Southern Coastal Areas

Central government, 
East Java Province, and 
districts/cities in East 
Java

Economic development 
cooperation

Each region involved 
creates a master plan that 
is adjusted to the directives 
of Presidential Regulation 
Number 80/2019.

II. Cooperation between District/City Regional Governments in the Same Province

1 Kartamantul Yogyakarta, Sleman, and 
Bantul

 » Waste processing
 » Clean water supply
 » Waste treatment
 » Transportation and 

road

The Kartamantul 
collaboration is effective in 
helping to solve problems of 
facilities and infrastructure 
across border areas 
(Megawati and Fajarwati, 
2013).

2 Kedungsepur Kendal, Demak, Ungaran, 
Semarang, Purwodadi, 
and Salatiga City

 » Kedungsepur bus 
rapid transit service

 » Clean water service

 » Integrated development 
of infrastructure and 
its sustainability has 
not yet been realized 
properly (Suhono et., al.l, 
2007). 

 » Transportation service 
has improved but 
inequality between 
regions (rural-urban) is 
still high (Wilonoyudo, 
2011).

3 Barlingmascakeb Banjarnegara, 
Purbalingga, Banyumas, 
Cilacap, and Kebumen

 » Program coordination
 » Coordination of 

activities
 » Solution of border 

disputes
 » Joint exhibition/

promotion

This collaboration is 
starting to become 
successful, judging by the 
success of the auction 
market, but the current 
legal discrepancy related 
to the implementation and 
financing of inter-regional 
cooperation and gaps 
between work programs 
carried out is sometimes 
less than optimal 
(Wulandari and Baiquni, 
2015).
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Number Name/Type Governments Involved Services Provided Description

4 Jonjok Batur West Lombok, Central 
Lombok, East Lombok, 
and North Lombok

Awareness of unfair 
competition in economic 
development in the three 
regions

The existence of an auction 
market can guarantee 
the formation of optimal 
prices transparently, 
guarantee healthy business 
competition, expand market 
access, and minimize 
asymmetric information 
(Murwito et al., 2013).

III. Cooperation between District/City Regional Governments in Different Provinces

1 Waste Management DKI Jakarta, Bekasi 
District (West Java), 
and Tangerang District 
(Banten)

Integrated waste 
management site (TPST)

TPST is capable of 
producing electricity 
in the range of 400 
kiloWatts per hour (kWh), 
from burning 100 tons 
of non-organic waste. 
However, the Bantargebang 
landfill was assessed by 
various groups as not in 
accordance with the agreed 
provisions, resulting in a 
lack of harmony and the 
inability of management 
to process waste, and 
the non-implementation 
of the intermediate 
treatment facility (ITF) 
waste management system 
(Mulyadin et al., 2018).

2 Jabodetabekjur 
Development Cooperation 
Agency (BKSP)

 » DKI Jakarta 
 » Bogor
 » Depok
 » Tangerang
 » Bekasi
 » Cianjur

Regional development 
cooperation between 
governments and 
public services include 
health, mining and 
energy, forestry, 
plantations, industry 
and trade, investment, 
manpower, education and 
culture, social, spatial 
planning and regional 
boundaries, public 
works, transportation, 
environment, tourism, 
fisheries and marine, 
security and order, 
agriculture, and other 
fields according to 
regional needs

BKSP is still faced with 
problems of inter-regional 
conflict management, less 
than optimal efficiency and 
standardization of services, 
and the improvement of 
economic development 
(Silfiana, 2018).
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Number Name/Type Governments Involved Services Provided Description

3 BKAD Karismapawirogo Karanganyar, Wonogiri, 
Sragen, Magetan, 
Pacitan, Ngawi, and 
Ponorogo

The effectiveness of 
cooperation in border 
areas is still low, indicated 
by the lack of follow-up 
on agreed collaboration 
areas as well as the 
challenge with synergy and 
synchronization of planning 
and budgeting between 
regions (Wahyudi and Sari, 
2011). 

4 BKAD Ratubangnegoro Blora, Tuban, Rembang, 
and Bojonegoro

Regional development 
cooperation aims 
to create synergy in 
development programs 
and provide the 
maximum benefit for the 
welfare of the people, 
including in the sectors 
of health, mining and 
energy, forestry and 
plantations, industry 
and trade, investment, 
manpower, education and 
culture, social, spatial 
planning, public works, 
transportation, and 
environment

There is no synchronization 
of the rules between 
the two regions (East 
Java and Central Java 
provinces). There is still 
a lack of follow-up on 
agreed upon collaboration 
areas as well as the 
challenge with synergy and 
synchronization of planning 
and budgeting between 
regions (Wahyudi and Sari, 
2011).

IV. Cooperation between the Government and the Private Sector (Public-Private Partnership/KPBU)

1 Waste Management Pekanbaru City and      
PT Samhana Indah

Waste management The cooperation 
experienced failure and 
was replaced with another 
contractor, PT Multi Inti 
Guna (2015–2016). The 
failure was caused by poor 
waste management so that 
the government terminated 
the contract (Isril et al., 
2018).

2 Government and Business 
Entity Cooperation (KPBU) 
Umbulan Drinking Water 
Supply System

Central government, 
East Java Province, 
Surabaya City, Gresik, 
Sidoarjo, Pasuruan City, 
Pasuruan Regency with 
PT Meta Adhya Tirta 
Umbulan

Construction of a 
drinking water system 
with a capacity of 
4000 liters per second 
from Umbulan Springs 
connected to an 
estimated 1.3 million 
household connections in 
5 districts/cities

The KPBU in East Java has 
been implemented but the 
implementation process 
with the KPBU system 
took a long time and 
required support from both 
the regional and central 
government (Kurniawan, 
2020).

V. Cooperation between Regional Government and Foreign Government/Private Sector (Sister City)
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Number Name/Type Governments Involved Services Provided Description

TPA Jatibarang  » Semarang City,
 » Denmark (grant 

provider),
 » PT Narpati, 
 » PT PLN

Waste-powered 
electricity plant (PLTSa) 
and buying and selling of 
electric power

Cooperation has not been 
optimal, especially in the 
aspects of policy accuracy 
and waste management 
process accuracy, while the 
aspects of implementing 
accuracy, target accuracy 
and environmental accuracy 
are good (Setyawati, 2018). 

Sources: Various sources, processed

Inter-regional cooperation schemes consist of micro (e.g., placement of final waste disposal/landfill 
in another region)schemes, inter-regional fiscal transfers, inter-regional economic cooperation, and 
inter-regional governance cooperation (Bappenas, 2008). Regional cooperation often does not occur 
by itself, although there is potential for synergy. This happens because of one or more obstacles. 
One of the most obvious obstacles is the transportation infrastructure between regions. Stimulus in 
infrastructure is the first step to encourage the development of regional cooperation at a later stage. 
However, the cooperation stimulus can also take a non-physical format (e.g., technical assistance in 
governance such as encouraging inter-regional fiscal transfer schemes for development). Several other 
obstacles that can occur in inter-regional cooperation include (Bappenas, 2008):

1. Differences in Interests and Priorities

Differences in interests and priorities between sectors and/or between regions can trigger 
friction that can develop into conflict. 

2. Funding Issues

Several agreed-upon regional cooperation initiatives are sometimes interrupted or delayed in 
their implementation due to funding problems. Cooperation between regions that are classified 
as less developed and lacking resources is generally difficult to be sustainable if there are no 
funders. Therefore, higher levels of government are expected to help, or if this cooperation has 
good economic prospects, the private sector is invited to participate. 

3. Legal Documents as a Basis for Cooperation

Apart from funding problems, several regions with sufficient resources are hesitant to establish 
interregional cooperation because there is no regulatory basis for cooperation. This hesitation 
may also be due to the difficulty in determining regions’ rights and obligations, especially for 
districts/cities after the implementation of the Regional Autonomy Law, to make various 
decisions and policies and carry out various programs and activities to develop their regions as 
long as they do not conflict with national laws and regulations.
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8.3.

Lessons Learned from Fiscal Cooperationin Other Countries 

Many developed and some developing countries (e.g., China) have explicit systems of fiscal cooperation, 
although the criteria for their distribution vary widely. For example, Canada’s cooperation is only 
concerned with revenue capacity, South Africa’s cooperation only relates to expenditure needs, 
and Australia’s cooperation has fiscal transfers both in terms of revenue and expenditure. Fiscal 
cooperation systems may vary, depending on the complexity of the formulas and indicators used, 
reflecting a particular country’s preference for transparency, the revenue system adopted, and the 
availability of relevant data. Of course, the implementation of fiscal cooperation in various countries 
changes over time. These changes occur only to answer the fiscal problems between vertical and 
horizontal governments that then put pressure on the governments to make changes and major 
reforms. Experiences from several countries with various types of cooperation from the practice of 
intergovernmental cooperation are shown in Table 8.2. 

Table 8.2 
Fiscal Cooperation Implementation Schemes in Various Countries

Form Of Cooperation Country Design Of Cooperation

Expenditure side fiscal 
cooperation

France Contrats de Plan État-Régions between the central government and 
deconcentrated regions ensure that national priorities are implemented properly 
and are reflected in regional investment plans, namely cooperation on special 
vehicles for local services, from transportation to wastewater management and 
solid waste disposal.

Germany Federalism cooperation exists in terms of expenditure responsibilities in each of 
their government authorities.
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Form Of Cooperation Country Design Of Cooperation

Fiscal cooperation in 
reforming revenues 
and preventing tax 
competition

Australia The Council of Australian Governments (COAG) is a forum for vertical fiscal 
cooperation in building consensus for value added tax reform between the 
Commonwealth and the states.

Mexico The proposed tax reform package in 2013 was discussed at various IFC forums 
(Reunion Nacional de Funcionarios Fascales and Commission Permanente de 
Funcionarios Fiscales) and monitors conformance of state fiscal accounting and 
reporting practices to standards mandated by law and fiscal responsibility.

Belgium The substantial local tax reform in 2001 (Lambermont Agreement) combined the 
increased local tax autonomy with increased transfers to education (to increase 
fiscal space).

Chile The national tax administration is responsible for collecting and enforcing local 
property taxes. In addition, there is also a Contratos Region to approve regional 
investment plans. 

Canada Institutions include an inter-provincial council and the Canadian Cities Federation. 
Canada implements a division of taxation functions and powers, and the central 
government plays an effective role in preventing excessive local tax competition 
by equitable transfers on revenue capacity rather than revenue performance, 
thereby providing certainty for low-income enterprises. 

Fiscal cooperation 
in reforming the 
intergovernmental 
transfer system

Australia The country introduced financial incentives to the states as part of the COAG-
agreed, performance-oriented design of special-purpose transfers, and their 
implementation was monitored by the Independent Reform Council (CRC) formed 
by COAG in 2006.

Switzerland The country uses an intercantonal presidential conference, which is consensus 
among states and cities for proposed equity transfer changes bearing transition 
costs designed to ensure no local government transfer is nominally reduced.

Fiscal cooperation in 
sectoral policies (public 
services)

Australia The regional cooperation forum in Australia established several collaborations 
in the infrastructure sector, such as the 2004 Australian Intergovernmental 
Agreement on the National Water Initiative, National Partnership Agreement on 
Energy Efficiency in 2009, and Management of the Murray-Darling Valley in 2013.

Brazil Brazil’s 2001 Fiscal Responsibility Law includes vertical cooperation between 
states and the federal government (Conselho Nacional de Política Fazendária/
CONFAZ) and horizontal cooperation between states. 

It also enacted the Brazilian Pact for Management of Water Resources, which 
includes central, state, and reservoir water boards.

United States Health and social authority is distributed at the state level by establishing a 
national governors association.

India The allocation of expenditure is adjusted to concurrent regional affairs, most of 
which are related to health, education, energy, and the environment. 

Fiscal cooperation 
between governments 
in strengthening fiscal 
management and 
financing

Colombia Colombia’s Contratos Plan of 2010 is an instrument to improve the coordination 
of regional investment at all levels of government jointly selected by the signatory 
governments. This contract contributes to the improvement of infrastructure in 
underdeveloped areas and the improvement of regional capacity to prepare and 
implement regional investment projects. As of mid-2017, 80% of these were 
financed by the central government and are estimated to have generated around 
60,000 new jobs. 
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Form Of Cooperation Country Design Of Cooperation

Spain There are several IFC forums, such as the Conference of the Presidents, the Fiscal 
and Financial Policy Council (responsible for the economy, finance, and fiscal), the 
Federation of Spanish Municipalities and Provinces, and the Senate.

The Organic Law on Budgetary Stability since 2012 stipulates a cumulative limit 
of the central government’s debt of 44% of GDP, 13% for provincial governments, 
and 3% for local governments. In addition, this regulation strengthens regional 
cooperation mechanisms, transparency and accounting requirements, and PPP.

Sources: Ter-Minassian and de Mello, 2016; Ter-Minassian, 2020, processed

The European experience shows that broader governance structures and institutional designs 
can influence cooperation. Inter-municipal cooperation can be an important reform to overcome 
the challenge of sub-optimal government size. Geographically, in the United States, the level of 
cooperation is highest among suburban and rural areas; this has been a consistent trend over the 
last 15 years (Hefetz et al., 2012). One of the problems in implementing fiscal cooperation is the 
difference in government interests, especially at the regional level, making it difficult to effectively 
manage multi-level cooperation forums. This condition is caused by differences in the capacity of local 
governments, and the level of socio-economic development, making it difficult to identify mutually 
beneficial policy options between governments (Ter-Minassian, 2020). Learning from the experiences 
in several countries regarding synergies and fiscal cooperation between governments both vertically 
and horizontally to increase the effectiveness and efficiency of development implementation will help 
Indonesia increase fiscal cooperation in implementing sustainable development.
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After two decades of implementation, 
the fiscal decentralization policy in 
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distributing quality public services and 

development to all corners of the 
country…
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CHAPTER IX
FISCAL DECENTRALIZATION, ECONOMIC AND 
SOCIAL DEVELOPMENT, AND PUBLIC SERVICES

The enactment of Law Number 22 of 1999 is a milestone in the implementation of decentralization 
in Indonesia through the delegation of broader and more tangible authorities to local governments 
to manage some government affairs within the framework of the Unitary State of the Republic of 
Indonesia. The government affairs transfer is also accompanied by the transfer of authorities in the 
fiscal sector (fiscal decentralization) to carry out the delegated government affairs, which include the 
management of revenue, expenditure, and regional financing. Through fiscal decentralization, local 
governments have more flexibility to regulate the APBD to suit regional development needs and 
priorities. 

The implementation of decentralization aims to accelerate community welfare through service 
improvement, empowerment, and community participation as well as increase regional competitiveness. 
Fiscal decentralization and the other three pillars of decentralization, namely political, administrative, and 
economic decentralization, are jointly implemented to support the achievement of decentralization 
objectives. After two decades of implementation, decentralization hopes to improve welfare in the 
regions. 

Discussions on the impact of fiscal decentralization on people’s welfare in Indonesia have been 
carried out by various groups. They provide an overview of how effective the sustainability of 
fiscal decentralization is in Indonesia. So far, the verdicts have been mixed. Therefore, this chapter 
comprehensively analyzes further the impact of fiscal decentralization on improving community 
welfare in the regions for two decades (2001-2020) viewed from the aspects of economic, social and 
public service development.

9.1.

Literature Review

Empirical studies on the impact of fiscal decentralization in Indonesia on economic development have 
yielded mixed findings. Several researchers have found that fiscal decentralization increases economic 
growth in the regions (Ginting et al., 2019; Aulia, 2014; Rakanita and Sasana, 2012). Aulia (2014) also 
found that apart from increasing economic growth in the regions, fiscal decentralization also reduces 
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poverty and income inequality in the regions. Syamsul (2020), using the variables of balance funds and 
local revenue as proxies for fiscal decentralization, found that fiscal decentralization reduced poverty 
levels. 

On the other hand, several studies have shown different results, such as one by Cahyadi (2019), who 
stated that fiscal decentralization was negatively and significantly correlated with economic growth. 
Further, Khamdana (2016) found that fiscal decentralization did not contribute significantly to regional 
economic growth. 

In addition, the impact of fiscal decentralization on regional economic development may differ 
between developed and developing countries as well as between individual countries. Zhang and 
Zao (2001), examined the effects of fiscal decentralization on economic growth at the provincial level 
in China and India. The results of this study concluded that fiscal decentralization has a negative effect 
on economic growth in China, while for India, fiscal decentralization has a positive effect on economic 
growth. 

Similar to economic development, the relationship dynamics between decentralization and public 
services is also supported by some previous literature that did not find a clear direction of the 
relationship between decentralization and public services in various countries. Gupta and Gumber 
(1999) empirically proved that decentralization to village government in India has succeeded in making 
health services more effective and increased accountability in the management of health services. 
Peterson and Munzini (2005) also found that the cost of constructing new classrooms for schools 
decreased from PHP 305,000 to PHP 180,000–235,000 in the Philippines after the decentralization 
policy. Furthermore, Liberman et al. (2005) saw an improvement in the quality of health services 
in Indonesia, Vietnam, and the Philippines with decentralization. Capuno (2008) also supported the 
statement that the decentralization policy has improved health services in the Philippines. He believed 
that the increase in the coverage of childhood vaccinations and the increase in literacy rates were due 
to regional innovations. On the other hand, in the Philippines, Layug (2009) denied the positive effects 
of decentralization on healthcare. He stated that by handing over authority to local governments the 
quality of health services would become worse because local governments spend their budget on 
government administration rather than health capital expenditures. Simatupang (2009) saw that the 
increasing allocation of transfer funds after decentralization was not accompanied by an increase in 
education and health outcomes in Indonesia. 
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9.2.

Development of Economic and Social Development and Public Services

Along with Indonesia, several countries in the Association of Southeast Asian Nations (ASEAN), 
such as the Philippines and Vietnam, have implemented fiscal decentralization as an approach to their 
regional financial management. In 1991, the Philippine Congress passed the Local Government Act, 
which delegated responsibility to local government units to provide a variety of basic public goods 
and services to communities. On the revenue side, this law gives local governments the authority 
to set local tax rates and collect local revenue. Meanwhile, Vietnam has implemented regulations 
governing local governments’ responsibility for expenditures and revenue sources since 1989. Under 
this regulation, local government revenues come from three different sources: (1) 100 percent of 
locally collected revenue (e.g., collections to cover depreciation, taxes on livestock slaughter, and 
various retributions); (2) revenue sharing of tax with the central government (e.g., from revenues from 
state-owned enterprise profits); and (3) conditional transfers to balance local government budgets. 
Since the new budget law was implemented in 2004, local governments have been given the power 
to make decisions related to resource allocation in their regions because the law stipulates the central 
and local governments’ authority for expenditure functions. The central government still has exclusive 
responsibility for foreign relations, foreign trade and aid, and food security. Responsibility for all other 
public services is shared among different levels of government. 

The development indicator achievement for economic development and community welfare in the 
Philippines, Vietnam, and Indonesia before and after fiscal decentralization implementation is compared 
in Graphs 9.1, 9.2, and 9.3. Fiscal decentralization in the Philippines began in 1991, Vietnam began fiscal 
decentralization in 1989 and revised it in 2004, and Indonesia began in 2001. The three graphs show 
that the development of per capita income, poverty, and unemployment between Indonesia, the 
Philippines, and Vietnam show similar patterns, although the starting points for implementing fiscal 
decentralization between Indonesia and the other two countries are quite far apart.  
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Graph 9.1 
Growth of Per Capita Income in the Philippines, Vietnam, and Indonesia 1985–2019 (USD)

Source: World Bank, processed

Graph 9.2 
Growth of Poverty in the Philippines, Vietnam, and Indonesia 1986–2018 (percent)

Source: World Bank, processed
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Graph 9.3 
Growth of Unemployment in the Philippines, Vietnam, and Indonesia 1985–2019 (percent)

Source: World Bank, processed

Indonesia’s per capita income is still the lowest compared to the Philippines and Vietnam, but it had 
tended to increase in the decade before the era of fiscal decentralization began. The increase in 
Indonesia’s per capita income was more modest than in other countries before fiscal decentralization, 
but after the implementation of fiscal decentralization in 2001, it accelerated in growth. Likewise, 
Indonesia’s poverty rate had shown a downward trend before fiscal decentralization in the same 
pattern as Vietnam, which had implemented fiscal decentralization 12 years earlier. Meanwhile, the 
three countries were also still faced with the problem of increasing unemployment before the 2000s, 
but after that it began to decline. Although unemployment in Indonesia was initially much lower than 
that of the other two countries (before 2000), the Philippines and Vietnam succeeded in accelerating 
the decline in unemployment after 2000 so that they are now closer to Indonesia’s achievement. The 
reduced unemployment gap between Indonesia and the two countries is also due to the slower rate 
of decline in Indonesia’s unemployment. 

The growth of several indicators in Indonesia’s development from the economic and social aspects 
after fiscal decentralization implementation is shown in more detail in Graph 9.4. The graph shows 
the development of GRDP per capita, the percentage of the poor, the open unemployment rate, the 
Human Development Index (HDI), and the Gini Ratio after fiscal decentralization implementation in 
Indonesia. 
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GRDP per capita has increased considerably, from IDR 8.83 million in 2002 to IDR 56.94 million 
in 2020. However, the range of GRDP per capita for provinces with the highest and lowest GRDP 
per capita is widening. This shows the widening economic inequality between provinces in the last 
20 years. During 2002–2020, the area with the highest GRDP per capita was DKI Jakarta Province 
and the lowest was East Nusa Tenggara Province. Jakarta’s per capita GRDP achievement shows a 
significant disparity compared to the national achievement. 

Per the HDI, quality of life increased from 65.80 in 2002 to 71.94 in 2020. The HDI of West Nusa 
Tenggara Province of 57.8 in 2002 was the lowest in Indonesia, far below the national HDI. In 2020, 
the lowest HDI was found in Papua Province, at 60.44, which is also quite far below the national 
HDI. Meanwhile, the province with the highest HDI in 2002 and 2020 was DKI Jakarta at 75.6 in 
2002 and continuing to increase to 80.77 in 2020. As the nation’s capital, DKI Jakarta has easy access 
to adequate facilities, and the local government is capable in managing local budgets that strongly 
support its success in achieving the highest HDI in Indonesia during the two decades. 

Further, the poverty rate experienced an improvement, dropping from 18.20% in 2002 to 9.22% in 
2019 and slightly increasing to 10.19% in 2020 due to the COVID-19 pandemic. The gap in poverty 
between the provinces with the highest and lowest poverty rates is getting smaller.  The province 
with the highest poverty rate in 2002 and 2020 was Papua Province at 41.80% in 2002, decreasing to 
26.80% in 2020. Papua Province’s decrease in poverty rate, which was quite significant, indicates fast 
development in Papua Province, which was supported by transfer funds and more specifically, Special 
Autonomy Funds and Infrastructure Additional Funds, among others. Meanwhile, the lowest poverty 
rate in 2002 was DKI Jakarta Province (3.42%) and in 2020 was Bali (4.45%). 

Inequality in income distribution is indicated by the Gini Ratio indicator, which also fluctuated and 
tended to increase from 0.34 in 2002 to 0.39 in 2020. This indicates no improvement in terms of 
income distribution. The highest inequality in the fiscal decentralization era occurred in Papua Province 
in 2005 with a Gini Ratio of 0.51, while the area with the lowest was in Bangka Belitung Province with 
a Gini Ratio of 0.24. The highest inequality in 2020 occurred in Yogyakarta Province (0.44) and the 
lowest in Bangka Belitung Province (0.26).
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Graph 9.4 
Regional Development Indicators at the Provincial Level 

Source: Statistics Indonesia, processed

In addition, economic inequality is also shown from the distribution of income by income group as 
shown in Graph 9.5. The rural and urban income distribution between income groups also shows that 
inequality is still high. The largest portion of income so far is still enjoyed by 20% of the high-income 
population and 40% of the middle-income population. In 1999, 20% of the high-income population 
received a share of 40.57% of income. This figure continued to rise to 45.48% of income in 2019. On 
the other hand, 40% of the low-income population only received a share of 21.66% of income and 
continued to decline to only 17.71% in 2019. 

Graph 9.5 
Percentage of Income Distribution by Rural and Urban, Indonesia, 1999–2019

Source: Statistics Indonesia, processed  
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Meanwhile, development achievements in public services are shown in Figure 9.1. The figure shows 
the performance of local government public services in the fields of education, health, public works, 
and social affairs based on the results of the 2020 Evaluation of Regional Government Administration 
(EPPD) conducted by the Ministry of Home Affairs. 

The evaluation assessed the performance of regional government affairs’ implementation, both 
mandatory government affairs (basic services and non-basic services) and elective government affairs. 
The evaluation since 2009 was initially carried out based on the mandate of Law Number 32 of 2004 
and Government Regulation Number 6 of 2008 and is further explained in Permendagri Number 
73 of 2009 on Procedures for the Implementation of Evaluation of the Implementation of Regional 
Government. Along with the change in Law Number 32 of 2004 to Law Number 23 of 2014, the 
legal basis for implementing the EPPD has changed. The EPPD is currently carried out in accordance 
with the provisions of Law Number 23 of 2014, Government Regulation Number 13 of 2019, and 
Permendagri Number 18 of 2020. The regulation requires local governments to file the Regional 
Government Implementation Report (LPPD) as part of the government’s responsibility to carry out 
government affairs and assistance tasks for one year.

The Ministry of Home Affairs ranks regions based on the EPPD index with an achievement scale of 1 
to 5. A score of 1 (EPPD Index = 0 ~ 1) is categorized as very low (SR), a score of 2 (EPPD Index = 
1 ~ 2) is categorized as low (R), a score of 3 (EPPD Index = 2 ~ 3) is categorized as moderate (S), a 
score of 4 (EPPD Index = 3 ~ 4) is categorized as high (T), and a score of 5 (EPPD Index = 4 ~ 5) 
is categorized as very high (ST). 

Figure 9.1 
Performance of Local Government Public Services in Education, Health, Public Works, 

and Social Affairs based on EPPD Results in 2020 

Source: Ministry of Home Affairs, processed
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Education services in 34 provinces in Indonesia had mostly high performance scores. No provinces 
were categorized as low or very low. Three provinces received very high scores, namely East Java, 
Gorontalo, and South Kalimantan, while 22 provinces received high scores, and only 9 provinces 
received moderate scores. Most provinces with moderate scores are found in Sumatra, Maluku and 
Papua. Jambi is the province with the lowest education service score. 

The performance of health services in most provinces was quite good. Of the total provinces, 76% 
scored very high and high, 21% scored moderate, and 3% scored low. The province with the highest 
health service performance were the Bangka Belitung Islands, followed by DI Yogyakarta. Meanwhile, 
provinces with scores in the moderate and low categories were almost entirely found in eastern 
Indonesia, except Aceh. The five provinces with the lowest scores were North Maluku, East Nusa 
Tenggara, Maluku, Papua, and West Papua.

Meanwhile, the service performance of the public works sector was more varied, with 48% of the 
provinces still scoring low or very low. Only 18% of provinces (six provinces) received high and very 
high scores and all of which were in Java (except West Sumatra). This shows the lack of public works 
infrastructure development in most regions in Indonesia and the high inequality of public works 
services between regions. Public works services include water resource management, drainage, solid 
waste, wastewater, road construction, and regional spatial planning. 

In the social aspect, 41% of provinces received very high and high scores, 38% of provinces received 
moderate scores, while the rest achieved low and very low scores. There are four provinces that 
received a perfect score of 5 (very high), including Banten, East Java, West Java, and Riau Islands. On 
the other hand, one province scored zero: West Papua. Provinces with very low and low scores 
are all found in Sumatra and Papua. Social sector services include social security provision, disaster 
management provision, and social empowerment. 

The low achievement of basic services in fields other than education and health in some provinces in 
Indonesia shows that some regions are still focused on expenditure on education and health in line 
with the mandate to allocate 20% of the APBD for education and 10% of the APBD for health.
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9.3.

The Impact of Fiscal Decentralization on Regional Development 

9.3.1

The Effect of Fiscal Decentralization on Economic and Social Development

To assess the effectiveness of implementing fiscal decentralization in Indonesia over the past 20 years, 
this section examines the direct and indirect effects of fiscal decentralization on several regional 
economic and social development achievements. Fiscal decentralization is measured using proxies for 
regional revenues and expenditures, while the achievement of economic and social development is 
measured using indicators of poverty, inequality, GRDP per capita, and HDI. 

The appropriate analytical method used to observe this correlation is the path analysis method. 
According to Rutherford (1993), path analysis is a technique for analyzing causal relationships that 
occur in multiple regression if the independent variables affect the dependent variable not only 
directly but also indirectly through the intervening variable. 

The path analysis method will produce three conclusions: (1) direct effect between the exogenous 
variables/independent variables (X) and the endogenous variables/bound variables (Z), (2) the 
indirect effect between the exogenous variables/independent variables (X) effect on the endogenous 
variables/bound variables (Z) through the intervening variable (Y), and (3) the total effect. The 
coefficient of indirect effect is calculated by multiplying the coefficient of direct influence of X on Y 
by the coefficient of direct effect of  Y on Z. The coefficient of total influence is calculated by adding 
up the coefficient of direct effect and coefficient of indirect effect of exogenous variables (X) on the 
endogenous variables (Z). 

The exogenous variables in this analysis are the performance of fiscal decentralization as measured by 
the ratio of PAD to total regional expenditures, which reflects the role of PAD in regional expenditure 
allocation (X1), the ratio of education expenditure to total regional expenditures (X2), and the ratio 
of health expenditure to total regional expenditures (X3). The ratio of expenditure allocation for 
the education and health functions are an effort to implement the basic needs of the community 
to increase productivity and the quality of human development. While the endogenous variables 
consist of the HDI variable (Z3), which is a human development indicator variable that reflects the 
conditions of education, health, and regional economic growth, inequality (Z2) is the Gini Ratio that 
reflects income inequality occurring in the region and poverty (Z1), which represents the percentage 
of people living in poverty or reflects the poverty level in each province during the observed period. 
GRDP per capita (Y) as an intervening variable is income compared to the total population in the 
area during the observed period.  
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The hypotheses in this analysis are:
H0 = There is no effect of exogenous variables on endogenous variables 
H1 = There is an effect of exogenous variables on at least one endogenous variable

This analysis uses secondary data obtained from reliable sources, including the Ministry of Finance 
and the Statistics Indonesia (BPS). Further, the data used are panel data consisting of the GRDP per 
capita, percentage of poor population, Gini Ratio, HDI, PAD, regional expenditures (BD), education 
expenditures, and health expenditures in 33 provinces in Indonesia (all provinces except North 
Kalimantan Province) for 2008–2020. 

By using panel data from fiscal decentralization variables—the components of PAD, regional 
expenditure, education expenditure, health expenditure in the regions (provinces, districts, and cities), 
economic variables, and social variables for 2008–2020—the analysis is expected to determine the 
independent variables from the fiscal side that have the greatest influence on the achievement of 
economic and social development in the regions. Based on the paradigm of the relationship between 
variables, the structural equation of this analysis is as follows:

Table 9.1 
Results of Path Analysis of Fiscal Decentralization Models on Economic and 

Social Development Indicators in The Regions

Path Standardized Path 
Coefficient Standard Error (Se) Significance Notes

PAD/BD, Education/BD, Health/BD GRDP/capita R2 = 0.100

PAD/BD GRDP/capita 0.291 0.042 0.000 Sig

Education/BD GRDP/capita -0.144 0.130 0.002 Sig

Health/BD GRDP/capita 0.114 0.083 0.015 Sig

PAD/BD, Education/BD, Health/BD, GRDP/capita Poverty R2 = 0.323

PAD/BD Poverty -0.367 0,378 0.000 Sig

Education/BD Poverty -0.080 1.120 0.053 Sig

Health/BD Poverty -0.214 0.711 0.000 Sig

GRDP/capita Poverty -0.251 0.414 0.000 Sig

PAD/BD, Education/BD, Health/BD, GRDP/capita Poverty Inequality R2 = 0.229

PAD/BD Inequality 0.372 0.004 0.000 Sig
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Path Standardized Path 
Coefficient Standard Error (Se) Significance Notes

Education/BD Inequality -0,335 0,010 0,000 Sig

Health/BD Inequality 0,081 0,007 0,072 Sig

GRDP/capita Inequality 0,013 0,004 0,787 Not Sig

Poverty Inequality 0,333 0,000 0,000 Sig

PAD/BD, Education/BD, Health/BD, GRDP/capita, Poverty, Inequality HDI R2 = 0,326

PAD/BD HDI 0,230 0,280 0,000 Sig

Education/BD HDI 0,246 0,767 0,000 Sig

Health/BD HDI 0,044 0,471 0,294 Not Sig

GRDP/capita HDI 0,165 0,276 0,000 Sig

Poverty HDI -0,149 0,033 0,004 Sig

Inequality HDI -0,188 3,513 0,000 Sig

Sources: analysis results, processed

The results of the path analysis can be seen in Table 9.1 and Figure 9.2. From the results of the path test 
in 33 provinces from 2008–2020, the direct and indirect effects of each independent variable on the 
dependent variables are shown. The results of testing the direct influence between each independent 
variable on the dependent variables indicate that all independent variables and intervening variables 
have a significant effect on poverty reduction. The PAD/BD ratio has the greatest direct influence on 
poverty reduction compared to the other two independent variables with a coefficient of -0.367, 
which means that a 1% increase in PAD/BD can reduce the percentage of poor people by 36.7%. 

In addition, the decrease in inequality was found to be directly and significantly influenced by the 
ratio of education expenditure/BD, which is the only independent variable that shows a negative 
relationship to inequality. The coefficient of the direct influence between the ratio of education 
expenditure/BD to inequality is 0.335, which means that a 1% increase in the ratio of education/
BD expenditure can reduce income inequality in the regions by 33.5%. Meanwhile, the other two 
independent variables were found to have significant positive effects on inequality, which means that 
an increase in the ratio of PAD/BD and the ratio of education expenditure/BD had a significant effect 
on increasing inequality. The GRDP per capita variable was also found to have a positive effect on 
inequality, but not significantly. 
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The results of the direct influence test of all independent variables on HDI showed relatively the 
same results as poverty, namely all independent variables were found to have a direct and significant 
effect on increasing HDI. Meanwhile, GRDP per capita as an intervening variable was found to have 
a positive but not significant effect on HDI. The variable with the largest direct influence to an HDI 
increase is the ratio of education/BD expenditures with a coefficient of 0.246 which means that a 1% 
increase in the ratio of education/BD expenditures allocated by local governments will increase HDI 
by 24.6%. 

In addition, the direct influence of the ratio of PAD/BD and the ratio of health expenditure/BD on 
GRDP per capita as intervening variables show positive and significant relations, with coefficients 
of 0.291 and 0.114, respectively. This means that every 1% increase in the ratio of PAD/BD and an 
increase in the ratio of health expenditure/BD can increase GRDP per capita by 29.1% and 11.4%, 
respectively. Meanwhile, the ratio of education expenditure/BD is known to have a negative effect on 
GRDP per capita. 

When compared to the indirect effect of each independent variable on the dependent variable 
through the intervening variable, the variable that has the greatest indirect effect on poverty reduction 
is the PAD/BD ratio, which is then followed by the health/BD expenditure ratio with coefficients of 
-0.073 and -0.029, respectively. In addition, the PAD/BD ratio also has the highest indirect effect 
on increasing HDI through GRDP per capita with a coefficient of 0.048, followed by a health/BD 
expenditure ratio of 0.019. This means that an increase in the PAD/BD ratio can affect the increase 
in HDI through GRDP per capita of 4.8%. On the other hand, the ratio of education expenditure/
BD has an indirect effect on increasing poverty and decreasing HDI through GRDP per capita with 
coefficients of 0.036 and -0.024, respectively. In addition, this test also finds that the variables of 
the PAD/BD ratio, education expenditure/BD ratio, and health expenditure/BD ratio have a direct 
significant effect on inequality, but the influence of these three variables indirectly through GRDP per 
capita is not significant toward inequality. 

The variable that has the greatest total effect on poverty is the ratio of PAD/BD with a total effect 
of -0.44 followed by the effect of the total ratio of health expenditure/BD and the ratio of education 
expenditure/BD, respectively -0.243 and -0.044. Furthermore, the PAD/BD ratio also has the greatest 
total influence on the increase in HDI of 0.278, followed by the education/BD expenditure ratio of 
0.24 and the health/BD expenditure ratio of 0.063.

The four structural equations show a fairly small R2 number with a range between 0.100 to 0.326. 
This shows that the analysis model of fiscal decentralization to GRDP per capita, fiscal decentralization 
to poverty through GRDP per capita, fiscal decentralization to inequality through GRDP per capita, 
and fiscal decentralization to HDI through GRDP per capita can explain the phenomenon of the 
relationship between variables in the model by 10%, 32.3%, 22.9%, and 32.6%, respectively, while the 
rest can be explained by other variables outside the model. 
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Figure 9.2 
Path Analysis Results

Source: Analysis results

Based on the results of the path analysis, almost all of the variables of fiscal decentralization in this 
case—the ratio of PAD/BD, the ratio of education expenditure/BD, and the ratio of health expenditure/
BD—either directly or indirectly have a significant effect on the achievement of economic and social 
development. Variables that do not have a significant direct effect in this analysis are the ratio of health 
expenditure/BD to HDI and GRDP per capita variable (intervening variable) to inequality. 

In addition, the direction of the relationship between all independent variables on poverty and HDI 
is as expected. An increase in the allocation of regional expenditures sourced from PAD directly or 
indirectly was found to have a positive effect on reducing poverty and increasing HDI in Indonesia. 
PAD has the highest significant effect on reducing poverty, and PAD also has a significant effect on 
increasing HDI with a fairly high coefficient after expenditure on education. This indicates that the 
higher the contribution of regional revenue originating from direct retributions by local governments 
to regional expenditure needs, the better the level of community welfare in the region. Therefore, 
local governments need to continue to encourage local taxation capabilities so that tax collection in 
the regions is more optimal, as this will have an impact on improving the people’s quality of life in the 
region. 

Meanwhile, the increase in education expenditure was also found to have a direct and significant 
positive effect on reducing poverty and increasing HDI, while health expenditure only had a significant 
effect on reducing poverty but not significantly increasing HDI. This is in line with the results of 
research from Flavin (2019) that found that government expenditure for the provision of public 
services affects the quality of life and welfare of the community. According to the World Bank (2020), 
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increasing the efficiency and effectiveness of expenditure can help Indonesia achieve its development 
goals and reduce poverty and inequality. 

However, indirectly, education expenditure is the only variable showing a different effect than the 
direct effect on poverty and HDI. Indirectly, education expenditure can actually increase poverty 
and reduce HDI. When viewed from the pattern of relationships in the path analysis results in Figure 
9.2, it can be explained that the effect of education expenditure on poverty can change indirectly 
because education expenditure can directly reduce GRDP per capita (negative direction), and GRDP 
per capita directly affects the decline in poverty (negative direction) and has an effect on increasing 
HDI (positive direction). This causes education expenditure in the end, indirectly through per capita 
GRDP, as an intervening variable that has a positive effect on poverty (poverty increases) and a 
negative effect on HDI (HDI decreases). Barro (1990) stated that expenditure that has a significant 
or negative impact on growth can be caused by expenditure allocations that have not been directed 
to productive expenditure. Education expenditure allocation that has not been able to increase 
economic growth could be due to the allocation of education expenditure that is still mostly directed 
at routine expenditure rather than productive expenditure. 

Meanwhile, in contrast to the results of testing on poverty and HDI, an increase in the allocation 
of PAD and health expenditure was found to increase inequality. This indicates that, so far, the fiscal 
decentralization policy has not been able to contribute to reducing income inequality in the regions. 
This result is also in line with research conducted by the World Bank (2016) that stated that currently 
Indonesia’s fiscal policy does not significantly reduce inequality. The World Bank (2020) stated that 
although expenditure on education and health generally favors the poor, the impact of expenditure 
on inequality reduction is still limited and even negative in some areas due to poor program planning 
and implementation. However, testing on education expenditure shows different results from the 
other two independent variables. Education expenditure was found to directly reduce inequality. The 
effect of education expenditure on inequality is in line with research by Prasetiya et al. (2011) who 
found that education expenditure is the only variable that can reduce inequality compared to the 
other two variables, namely PAD and health expenditure.

According to Lustig (2017), education and health budgets, if allocated for productive types of 
expenditure, could have a balancing effect and contribute more to reducing inequality. Productive 
expenditure includes expenditure on education infrastructure, such as schools, and, health 
infrastructure, such as sanitation facilities, which can be a long-term growth engine for the economy 
(Barro, 1990). This means that government productive expenditure as public investment will 
encourage private investment productivity because of the easier accessibility and availability of 
public services, which will have an impact on accelerating economic growth (Soewardi et al., 2018). 
Therefore, with a well-targeted allocation, development expenditure should be able to accelerate 
economic growth through governments providing adequate public services so as to facilitate 
accessibility for the community, which in turn will help reduce poverty and inequality. This can be 
supported by good planning and implementation of regional development programs. 
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9.3.2

The Effect of Fiscal Decentralization on Public Services

The method used in analyzing the effect of fiscal decentralization on public services is the synthetic 
control method (SCM), which has been widely used in research in both economics and other fields. 
This method uses a statistical approach to evaluate the effects of interventions in comparative case 
studies. This approach constructs various group combinations that are used as controls and are 
compared to other groups (treatment). This comparison is used to estimate what will happen to one 
group if there is no intervention. Public services have a wide service sector coverage, so it is necessary 
to limit the analysis. The analysis of the impact of fiscal decentralization on public services is limited to 
the fields of education and health. 

9.3.2.1

Fiscal Decentralization and Education Services

Education is a basic public service that must be provided by the government. The progress of a 
country is determined by how much a country invests in the education sector. The 1945 Constitution 
Article 31 paragraph (1) states that every citizen has the right to education and Article 31 paragraph 
(4) mandates the state to allocate a minimum education budget of 20% of the APBN and APBD. Law 
Number 23 of 2014 concerning Regional Government states that education is a basic public service 
that must be provided by local governments. Just like the central government, the Constitution and 
Law Number 20 of 2003 on the National Education System also mandate the central government 
and local governments to spend a minimum of 20% of their budget on the education sector. 

The success of state public services in the field of education can, of course, be shown from the 
achievement of several indicators used to measure the achievements of public services in the field of 
education. Indicators include educational development, such as school enrollment rates, average length 
of schooling, expected years of schooling, and quality of education. In relation to the decentralization 
policy, the question to answer is whether fiscal decentralization can improve the achievement of 
education development indicators as mentioned earlier. 

The impact of decentralization on education services can be shown by using a comparative analysis 
of Indonesia after decentralization with a simulation of Indonesia without decentralization policies. 
Therefore, the SCM introduced by Abadie et al. (2010) can be used to create synthetic controls for 
an observation study of the time before and after a policy is implemented and create a simulation of 
observational behavior had the policy not been implemented. 
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This analysis compares post-decentralization Indonesia in 2001 with a simulation of an Indonesia 
that did not implement a decentralization policy in 2001. The simulation of an Indonesia without 
a decentralization policy was made synthetically using development data from 14 countries that 
had similar characteristics to Indonesia from 1986–2018, i.e., Australia, Brazil, Cambodia, China, India, 
Japan, Malaysia, Mexico, Myanmar, the Netherlands, Papua New Guinea, the Philippines, Thailand, and 
Vietnam. Data was obtained and extracted from the World Bank database (data.worldbank.org). 
Further, the synthetic simulation of an Indonesia that did not implement the decentralization policy 
after 2001 is referred to as the synthetic control. The dataset used in the analysis contains GDP per 
capita, population, total government expenditure, government expenditure on the health sector, and 
government expenditure on the education sector. The outcome variable used from public services in 
the education sector is the primary school enrollment rate. 

Graph 9.6 
Comparison of Elementary School Participation Rates (Gross), Realized  

(with Decentralization Intervention) and Synthetic (No Decentralization Intervention) 1986–2018

Notes: RMSPE: 1.59; Top 3 Control Donor (weight): China (0.238), Mexico (0.496), Vietnam (0.267) 

Graph 9.6 shows the results of the analysis of SCM with the outcome of elementary school 
participation rates (ESPR). The synthetic control has a root mean square percentage error (RMSPE) 
degree of 1.59% by comparing Indonesia’s condition with that of the synthetic control before 2001. 
The RMSPE is the deviation between the calculation simulation and the observed data; the smaller 
the RMSPE value, the similar the simulation results to the observed data. The trend of the synthetic 
control and real conditions before 2001 is quite similar with a low error degree. However, looking 
at the post 2001 conditions (after the effectiveness of the implementation of the decentralization 

Two Decades of Fiscal Decentralization Implementation in Indonesia 215



policy), there is a significant deviation between the control conditions and the real conditions. If the 
synthetic control reflects an Indonesia that did not implement decentralization, then there is an 
average deviation of 2.5% to the post-2001 ESPR. This shows that the ESPR with decentralization 
is better than the ESPR without decentralization. This evidence is sufficient to show that education 
services with decentralization are better than those without decentralization.  

The same result is also shown in a study conducted by Muttaqin (2018) as shown in Graph 9.7, 
which evaluated the impact of decentralization policies on education services. The study looked 
at the achievement of indicators of average length of schooling in two periods: the period before 
decentralization (1996–2000) and after decentralization (2008–2012) using individual data from the 
National Socioeconomic Survey (SUSENAS). The study found that average length of schooling was 
better in the post-decentralization period, controlling for other factors.

Graph 9.7 
Mean Length of Schooling (RLS) Pre- and Post-Decentralization 

Note: Meta-analysis ofMuttaqien, Duijn, Heyse, &and Wittek (2016). Log-likelihood: 5042.0. Control variables: Fiscal capacity, urban 
population, developed region, and newly-expanded region.

After decentralization, local governments are more flexible to manage education services in their 
regions by adjusting to regional conditions. Figure 9.3 shows the spatial distribution of expenditure 
by local governments on education per student in 2019. From this figure, the regions that allocate 
significant amounts for the education sector can be mapped. The eastern regions of Indonesia, 
northern Sumatra, eastern Kalimantan, and Papua allocate quite large expenditures for education. 
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Figure 9.3 
Education Expenditure per Student (in million rupiah/student)

Note: District/city data for 2019, divided into 10 class intervals. 
Source: Results of authors’ analysis of the compiled 2019 APBD realization data. 

This, however, quite contrasts compared to Figure 9.4, which shows the spatial distribution of the ratio 
of education expenditures to total expenditures. The eastern region of Indonesia allocates relatively 
low expenditures on education compared to the western regions. 

Figure 9.4 
Ratio of Education Expenditure to Total Expenditure 

Note: District/city data for 2019, divided into 10 class intervals.  
Source: Results of authors’ analysis of the compiled 2019 APBD realization data.

Graph 9.8 explains the relationship between the ratio of education expenditures to total regional 
expenditures with education outcomes, namely, expected years of schooling. Graph 9.8 shows a 
positive relationship, which means that the higher the region’s expenditure on the education sector, 
the greater the possibility of children to enjoy a longer experience of schooling in the future. The 
increase in expected years of schooling can be interpreted as an improvement in the development 
of the education system.
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Graph 9.8 
Relationship on Education Expenditure and Expected Year of Schooling (2000 - 2019)

Note: observations of all districts/cities  
Source: Analysis Results

9.3.2.2

Fiscal Decentralization and Health Services

Health services are also included among basic public services guaranteed by the state. Health 
expenditures are mandatory expenditures regulated in Law Number 36 of 2009 on Health. The 
amount of the health budget must be at least 5% of the APBN and a minimum of 10% of the APBD. 
Health services are aimed at achieving the development goals in the health sector as stated in 
the 2019–2024 RPJMN, namely decreasing stunting prevalence, decreasing maternal mortality rates 
during childbirth, decreasing infant mortality rates (IMR), increasing the number of children under five 
with good nutritional status, decreasing the number of people with diseases (hypertension, diabetes, 
severe mental disorders, tuberculosis, HIV), increasing life expectancy, and increasing HDI. 

This analysis attempts to observe the effect of decentralization policies on health services, which is 
assessed from the achievement (outcome) of health services, including DPT immunization coverage, 
infant mortality rate (IMR), life expectancy (LE), and mortality rate (MR), using the SCM method. 
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Graph 9.9 shows the results of the analysis using the SCM method by making a synthetic control from 
a combination of 14 countries with similar characteristics to Indonesia that are given trend weights 
so they make up a synthetic country reflecting an Indonesia without decentralization. Graph 9.9 
shows that before decentralization started (2001), synthetic controls were quite similar in trends to 
predict DPT vaccination coverage, with an RMSPE of 4.2%. However, after the 2001 decentralization 
intervention, there was a deviation of -7.8% on average for almost two decades (2001–2018). It 
can be interpreted that the coverage of DPT with decentralization is 7.8% lower than that under 
centralization. The largest deviation occurred in 2004 at -12.5%. In this period, the regions were still 
in the transition/preparation phase towards 100% decentralization, so it can be stated that public 
services during the transition phase performed worse than under centralization. Therefore, for the 
outcome of DPT vaccination coverage, a centralized policy is better. 

Graph 9.9 
Comparison of DPT Coverage, Realization (with Decentralized Intervention) 

and Synthetic (without Decentralized Intervention)

Notes: RMSPE: 4.2; Top 3 Control Donor (weight): India (0.307), Mexico (0.307), Cambodia (0.163). 

Graph 9.10 shows the results of the analysis using the same method with the IMR health service 
outcome. The synthetic model is quite good at predicting the pre-intervention condition with RMSPE 
of 1.07%. After the decentralization intervention, Indonesia with the decentralization policy did not 
deviate much from an Indonesia without the decentralization policy. The deviation is only 0.3 points 
on average or not very significant in IMR. So, in the aspect of IMR with decentralization and without 
decentralization, the performance is almost the same; in other words, there was no significant effect 
of decentralization on the IMR health outcome. 

Two Decades of Fiscal Decentralization Implementation in Indonesia 219



Graph 9.10 
Comparison of Infant Mortality Rate (IMR), Realization (with Decentralized Intervention) 

and Synthetic (without Decentralized Intervention)

Notes: RMSPE: 1.07; Top 3 Control Donor (weight): Brazil (0.477), India (0.256), Vietnam (0.165).

A very similar conclusion can also be seen in Graph 9.11, with life expectancy (LE) as the health 
outcome. With only 0.19% RMSPE, the synthetic model successfully predicts the LE in Indonesia 
during the pre-decentralization period (before 2001). After 2001, the factual conditions, compared 
to the counter-factual conditions (without decentralization), show no difference, and the deviation is 
only -0.1 points between Indonesia with decentralization and an Indonesia without decentralization. 
This means that the decentralization policy does not affect the LE health outcome. 
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Graph 9.11 
Comparison of Life Expectancy (LE), Realization (with Decentralized Intervention), 

and Synthetic (without Decentralized Intervention)

Notes: RMSPE: 0.19; Top 3 Control Donor (weight): India (0.376), Brazil (0.291), Papua New Guinea (0.166) 

A more interesting finding can be seen in Graph 9.12, by evaluating the condition of Indonesia with 
decentralization and without decentralization in terms of the mortality rate (MR) health outcome. The 
synthetic model (an Indonesia without a decentralized policy) predicts the MR before intervention 
(2001) fairly well with an RMSPE of 0.13%. After the decentralization intervention, there was a 
significant deviation in the MR between the factual condition (with decentralization) and the counter-
factual condition (without decentralization), with the average deviation after intervention being quite 
significant, namely -0.4 points. This means that the decentralization policy is better at reducing the 
mortality rate from 7.2 deaths per 100 people (under centralization) to 6.8 deaths per 100 people 
(under decentralization). 
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Graph 9.12 
Comparison of Mortality Rate (MR), Realization (with Decentralized Intervention)  

and Synthetic (without Decentralized Intervention)

Notes: RMSPE: 0.131; Top 3 Control Donor (weight): India (0.296), Brazil (0.213), China (0.100)

The conclusions found on the relationship between decentralization and public services in Indonesia 
are still varied. The relation is negative with regard to DPT vaccination coverage, but positive with MR. 
The relationships are not significant for IMR and LE. 
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After the two-decade journey of 
fiscal decentralization implementation 

in Indonesia, decentralization still 
faces challenges as one of the 

policy instruments for implementing 
development to encourage regional 
and national economies through the 

financial relations between the central 
and regional governments…
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CHAPTER X
POLICY REFLECTIONS AND EXPECTATIONS FOR 

THE FUTURE OF FISCAL DECENTRALIZATION

10.1.

Policy Reflection

The turmoil of reform in 1998 started a new chapter in the administration of Indonesian government 
that was more democratic, transparent, and accountable. Regional autonomy that was wider, real, and 
accountable to the regions was one of the biggest reform policies carried out by Indonesia at that 
time. The enactment of Law Number 22 of 1999 concerning Regional Government was the beginning 
of hope for a better Indonesian government in the future. Through regional autonomy, community 
welfare is expected to accelerate through improving services, empowerment, and community 
participation as well as increasing regional competitiveness. Regional autonomy is carried out based 
on the principle of decentralization through the transfer of some of the authority to administer 
government affairs to the regions. 

Accompanying the delegation of authority, fiscal management was decentralized as well, which was 
confirmed in the enactment of Law Number 25 of 1999 concerning Financial Balance between the 
Central and Regional Governments. Local governments are given funding sources to carry out the 
delegated authorities. The regional governments, as autonomous regions, are given the flexibility to 
manage these revenues as sources of funding for priority local government expenditures so that they 
can provide optimal public services for the people of the region; in turn, this provision can create 
prosperity for all Indonesian people wherever they are. 

The implementation of fiscal decentralization is one of the biggest reforms carried out by Indonesia, 
which was marked by a significant increase in the distribution of transfer funds from the APBN in 
2001. Also, local governments were given the authority to collect local revenue sources, especially 
regional taxes and retributions (PDRD). Since the era of fiscal decentralization, local tax management 
has been strengthened to increase the accountability of local governments to the public through 
retributions made. 

As previously explained, in the two decades of implementing fiscal decentralization, most development 
indicator achievements in terms of economic, social, and public services have shown improvement. 
The scale of the economy in each region is increasing as indicated by the increase in the gross 
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regional domestic product (GRDP) and GRDP per capita. However, this economic improvement is 
not accompanied by a decrease in income inequality. Income inequality, as calculated by the Gini Index, 
shows an increase in most regions. In addition, poverty in all regions has decreased, and the quality of 
life of the community is improving, as indicated by the increase in the HDI. The improvement in these 
development indicator achievements must, of course, be recognized not as a mere contribution to 
fiscal decentralization, but as a result of policy synergy in various aspects of fiscal, political, economic, 
and administrative matters at both the national and regional levels. 

The implementation of decentralization in Indonesia in 542 autonomous regions (2020) is one of the 
largest decentralization efforts in the world. Indonesia’s courage in implementing the decentralization 
policy is something that deserves praise. Formulating the right policy to be applied in all regions 
with all their diversity (one size fits all) is not easy. Various weaknesses and challenges faced 
became moments for evaluation and improvement, both from improving the policy design to its 
implementation. In addition, human resources—government employees as state administrators—
are continually improving in integrity and competence so that transparent, effective, efficient and 
accountable governance can be realized. 

The discussion in this book tells the journey of two decades of implementing fiscal decentralization 
in Indonesia, from transfer funds, to managing the APBD, to harmonizing central and regional 
expenditures, to inter-regional fiscal cooperation, and to analyzing the impact of fiscal decentralization 
on development achievements from the economic, social, and public services aspects. From the 
various policy designs to analyzing the implementation of these policies, several policy reflections can 
be used as a basis for further improving fiscal decentralization policies in the future. 

The largest source of funding in the administration of regional government affairs comes from APBN 
transfer funds. Recognizing that there are still significant development and financial disparities between 
regions, as well as diverse regions in Indonesia, transfer fund allocation is a funding policy chosen as 
a consequence of delivering some government affairs to the regions while still providing regions the 
right to collect certain types of taxes. This policy choice aims to maintain the integrity of the nation 
and state within the framework of the Unitary State of the Republic of Indonesia. 

The allocation of transfer funds is grouped into two categories: balance funds and non-balance 
funds. Balance funds are funds allocated to regional governments as an instrument for the equitable 
distribution of financial capabilities between levels of government (vertical) and between regions 
(horizontally) in financing development under the authority of the region. Meanwhile, non-balance 
funds are transfers given to regions as an acknowledgment of the specifics and privileges of certain 
regions and as incentives for regional performance. In addition, starting in 2015, the decentralization 
policy made another breakthrough through the allocation of funds, known as the Village Fund, from 
the APBN to all villages in Indonesia to support the acceleration of development implementation in 
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villages. This policy was an effort to develop Indonesia from the periphery that aims to change the 
paradigm of village development. With Village Funds, villages that have been the object of development 
are expected to play an active role as subjects in development to accelerate the improvement of rural 
communities’ welfare and quality of life. 

The balance fund policy, which so far consists of DBH, DAU, Physical DAK, and Non-Physical DAK, 
has been continuously bolstered through the strengthening of regulations from legislations down to 
derivative regulations. DAU and DBH are basically pure block grants, which means that regions have 
the right to spend these funds according to regional needs and priorities. However, in line with their 
implementation, some of these funds began to be earmarked for more productive expenditures, 
especially in the fields of developing public infrastructure, improving the quality of education and 
health services, as well as preserving the environment. The decision to change the nature of the DAU 
and DBH aims to increase the effectiveness of development implementation in the regions based on 
the evaluation results, which show there is still a large portion of non-productive expenditure in the 
APBD. Meanwhile, Physical DAK and Non-Physical DAK are non-matching categorical grants, or funds 
allocated for certain activities aimed at equitable regional development, that especially assist regions 
in meeting public service standards, both physical and non-physical (operational), in line with national 
priorities. Therefore, the allocation of Physical DAK and Non-Physical DAK is prioritized for regions 
with development achievements that still lag behind other regions. 

The policies that have been taken to increase the effectiveness and efficiency of the balance funds are 
considered to have been in line with the objectives of their allocation. The policy for the distribution 
of balance funds has slowly been carried out based on the performance of its implementation. In 
addition, the allocation and distribution formula continues to be strengthened so that the allocation 
remains in accordance with the state’s financial capacity and that the distribution is more equitable 
and fair. However, the policy design still has some possibilities for future improvement. 

First, while the purpose of earmarking DBH and DAU is commendable, this reduces the fiscal capacity 
of the region in meeting expenditures according to regional needs and priorities. Second, the allocation 
of DBH based on state revenues in the current year causes uncertainty in funding for the regions so 
that regional development planning can be disrupted. Third, the allocation of the DAU, which includes 
the salary of PNSD as the basis for the allocation, has the potential to cause over-recruitment of 
PNSD. Fourth, the allocation of DAU based on fiscal gaps has the potential to cause reluctance 
among local governments to increase PAD revenues. Fifth, the large number of development activities 
in the regions originating from various funding sources other than Physical DAK has the potential to 
cause overlaps in both the types of activities and funding sources. Sixth, the database’s validity as the 
basis for the allocation of Non-Physical DAK still needs to be improved so that the allocation is more 
targeted and in accordance with needs. Seventh, there is no appropriate instrument to measure the 
effectiveness and efficiency of Non-Physical DAK output. 
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In line with the balance fund policy, the non-balance fund and  Village Fund policies have also undergone 
refinement and strengthening. Non-balance funds consist of the Special Autonomy Fund (Otsus), 
the Privileges Fund for DI Yogyakarta, and the Local Incentive Fund. The Special Autonomy Fund is 
allocated to the provinces of Papua (beginning in 2002), West Papua (beginning in 2009), and Aceh 
(beginning in 2008) based on the regions’ status as special autonomous regions. The Privileges Fund 
for DI Yogyakarta has been allocated since 2013 as a form of state recognition of the privileges of the 
Yogyakarta government. Meanwhile, Local Incentive Funds (DID) are allocated to regions as a reward 
for achieving regional performance in the fields of financial management, educational performance, 
and economic performance and welfare. 

The allocation of the Special Autonomy Fund is expected to accelerate the achievement of 
development and community welfare in the provinces of Papua, West Papua, and Aceh. However, the 
large amounts of the Special Autonomy Fund allocations to date have not been accompanied by an 
acceleration in the achievement of development indicators and community welfare. Development 
and community welfare achievements need to be continuously improved so that regions receiving the 
Special Autonomy Fund can compete with other regions. The Special Autonomy Fund management 
still faces challenges in terms of governance quality and budget management accountability, which 
still need to be improved. The low budget transparency and the weak supervision of the Special 
Autonomy Fund provide opportunities for fund misuse, and development and community welfare 
targets had not been optimally achieved. Meanwhile, the realization of the Privileges Fund for DI 
Yogyakarta so far has been going well with high realization of achievements. However, the Privileges 
Fund for DI Yogyakarta does not yet have a comprehensive plan and direction for its utilization so that 
the activities carried out tend to be ceremonial in nature. 

The allocation of DID as a form of reward has encouraged regions to improve their performance 
in accordance with the established indicators. However, the continuously changing DID assessment 
indicators are an obstacle for regions in meeting the assessment criteria. In addition, the regional 
capacity differences between the eastern regions and areas in the west in fulfilling the required criteria 
show the need for an appropriate formula to determine the DID criteria in order to allocate the 
funds fairly. 

The policy for Village Fund allocation since 2015 to all villages in Indonesia is a major breakthrough. 
Since 2015, the fund allocation has continued to increase in line with the mandate to fulfill Village 
Fund allocations of 10% from and outside of transfer funds. In addition, in optimizing Village Fund 
management, policies on the fund’s allocation, distribution, and use continue to be strengthened. 
The allocation formula for Village Funds is designed in stages to be more equitable and just, while 
the distribution policy is also strengthened through distribution based on performance. Meanwhile, 
the policy on the use of the Village Fund so far has been prioritized for the development and 
empowerment of rural communities and for being used as social assistance for rural communities 
during the COVID-19 pandemic. 
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Since its implementation in 2015, public infrastructure has improved significantly in the villages. In 
addition, the achievement of several welfare indicators in the villages shows improvement, as poverty 
and the rural Gini Index are slowly declining. However, managing such a large budget for nearly 75,000 
villages is not an easy task. Therefore, Village Fund management in the village is still carried out with 
assistance from village attendants assigned by the government or carried out directly from the local 
district government or the central government. 

In its six years of implementation (2015–2020), the Village Fund policy has undergone many changes 
in a short span of time. One of the reasons is that the government continues to look for the most 
appropriate form of policy to be implemented in all villages. This constantly changing policy certainly 
has an impact on its implementation in the village. The village governments have only a short time to 
understand the policy, and it is not an easy task. Even the policy must be implemented before it can 
be understood properly, which is an obstacle to implement development in the villages. The readiness 
of the villages, both in terms of quantity and quality of village government, is still a challenge to this 
day. The quality and intensity of village assistance also needs to be improved. In addition, the large 
number of village-based programs or activities from various funding sources, either central, regional, 
or private, has the potential to cause overlapping activities and funding if not accompanied by good 
synchronization and coordination from all relevant parties. 

The implementation of fiscal decentralization for two decades cannot be separated from how local 
governments manage their APBD, which becomes the basis for implementing regional development. 
APBD preparation needs to be adjusted to government administration needs and the ability of regional 
revenues. As stipulated in PP Number 58 of 2005 concerning the Management of State Finances, 
the structure of the APBD consists of regional revenue (PAD, balance funds, and other legitimate 
regional revenues), regional expenditures (personnel expenditures, goods and services expenditures, 
capital expenditures, and other expenditures), and regional financing (financing revenues and financing 
expenditures). The performance of APBD management will greatly determine the regions’ level of 
achievement in development and in providing public services. 

For two decades, regional income has increased significantly, except in 2020 due to the COVID-19 
pandemic. The highest regional income still comes from balance funds but tends to decrease in line 
with the increase in PAD, especially as a result of the policy to strengthen local taxing power with the 
stipulation of Law Number 28 of 2009 concerning PDRD. As the largest source of PAD revenue, the 
effectiveness of regional revenue implementation from PDRD can be measured through the regional 
tax ratio which describes the ability of a region to collect regional revenues from PDRD against 
regional economic potential (PDRB). The local tax-to-GDP ratio tends to increase by an average of 
1.17%. Looking at the broader tax ratio, although the local tax-to-GDP trend shows an increase, the 
projected mix of regional taxes (PDRD) with central taxes as part of the national tax (total tax/GDP) 
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is still below the minimum ideal tax ratio value according to the IMF (15% of GDP). This shows that 
both the central tax and PDRD are still not optimal in capturing tax revenues from economic growth 
(GDP/PDRB) in each region. Therefore, it is necessary to have tax enforcement in tax collection both 
centrally and regionally to be able to explore tax revenues according to economic potential. 

In addition to adequate funding, effective and efficient expenditure management is key to achieving 
optimal public services in the regions. In the past two decades, regional expenditures have been 
dominated by personnel expenditures in line with the increase in the number of regional employees 
as a consequence of regional expansion and the need for additional regional apparatus for the 
implementation of regional autonomy. On the other hand, capital expenditures that can provide a 
multiplier effect for the regional economy are still relatively low with the proportion continuing to 
decline in the last five years. Meanwhile, the achievement of mandatory expenditure on education, 
health, and infrastructure, which are the government’s priorities to improve the quality of human 
resources and economic development, show mixed results. 

The achievement of the mandatory education expenditure of at least 20% of the APBD shows that 
for two decades, on average, it has been achieved at all levels of government. However, up until 2020, 
as many as 18.29% (94 regions) district/cities and two provinces (North Kalimantan and Papua) have 
not fulfilled this provision. In fulfilling the mandatory health expenditure of at least 10% of the APBD 
that was launched in 2009, in aggregate, the mandatory health expenditure has increased at the 
district/city level, which has exceeded this provision. At the provincial level, the share of expenditure 
on mandatory health is still 8.67% of the APBD for the past decade. Regarding the achievement of 
infrastructure expenditure, on average, the proportion of infrastructure expenditure is still relatively 
low at all levels of local government over the last two decades, with an average of 10.24 % at the 
provincial level and 13.24% at the district/city level. 

Regional expenditure management still faces several main challenges. First, in connection with the high 
share of personnel expenditure, policies are needed to encourage the fulfillment of the productive 
expenditure portion, which will significantly increase economic growth in the regions. Second, the 
number of programs and activities is still too large; regional expenditures are not focused and are 
less effective in improving services and development in the regions. Third, although the submission 
of Regional Regulations on APBD is timely and the results of the Regional Government Financial 
Report Opinions (LKPD) of BPK continue to improve, the number of findings from BPK examinations 
and corruption cases—especially in the government, for both governors and mayors/district heads, 
and for DPRD members—handled by the KPK were still increasing during the last few years. Thus, 
expenditure management accountability still needs to be improved. 

Further, in encouraging the acceleration of regional development, especially in the provision of 
infrastructure, and in optimizing the utilization of regional revenues and expenditures, regional 
governments are also asked to make good use of regional financing. A deficit or surplus occurs 
when there is a difference between the regional revenue budget and regional expenditures. Regional 
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financing is a financial transaction to cover a deficit or to take advantage of the budget surplus. During 
the 2007–2020 period, SiLPA dominated financing revenues, while regional financing expenditures 
mostly came from local governments’ capital participation (investment). 

Several conditions that can create a SiLPA include: (1) surplus regional income from PAD, transfer 
income, or LLPDS due to budget slack on the income side; (2) budgetary slack on the expenditure 
side due to the non-achievement of regional expenditure targets because of budget savings or the 
setting of excessive regional expenditure targets; and (3) surplus financing revenues that occur due to 
financing revenues that are much larger than financing expenditures. All of the causes above reflect 
local governments’ low capacity in formulating, planning, and implementing activities; this then causes 
SiLPA to increase. Until now, the increasing SiLPA has not been followed by the use of SiLPA as a 
source of financing for regional development. 

The magnitude of SiLPA in the regions causes local governments to have a tendency to use SiLPA more 
to cover the APBD deficit (which is often a surplus in realization), and these local governments are 
not interested in utilizing other components of financing revenues, especially revenues from regional 
loans. Regional loans can be used not only to cover the budget deficit but to also take advantage of 
economic growth momentum through accelerating regional infrastructure development. From 2007–
2020, the ratio of regional loan revenues to the cumulative limit of loan revenues is still very small, with 
an average loan revenue of IDR 2.85 trillion. Regarding regional loans, the government has actually 
provided the opportunity for regions to get financing through the PMK related to the cumulative 
deficit limit and regional loans, which are always issued every year. However, this condition is not 
optimally utilized by the regions where the potential loan amount made by the regional government 
(the cumulative limit for loan revenues) is quite large, with an average of IDR 28.55 trillion or only 
absorbed by 9.79%. 

Apart from that, in essence, fiscal decentralization is only one instrument in a system of state 
administration to achieve national goals. Therefore, in harmonizing fiscal policy management between 
the central government and local governments to achieve decentralization, synergy is needed in 
fulfilling funding sources and harmonizing expenditure implementation between the central and 
regional governments. In addition, the harmonization of expenditure implementation between the 
central and regional governments needs to be continuously improved so that needs (minimum service 
standards) and the availability of public servicesdo not have missing links. This harmonization can, of 
course, be realized through a synergized and integrated system of program planning and budgeting 
between every level of government. 

Harmonizing funding sources and development expenditures between the central government and 
regional governments mainly lies in dividing authority in the administration of government affairs 
that is clear and firm between levels of government. The affairs under the authority of the central 
government are funded from the APBN, and the affairs under the authority of the regional governments 
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are funded from the APBD. The central government can delegate or assign the implementation of 
government affairs that are part of the central government’s authority to the regions on the basis of 
deconcentration and co-administration. In the last two decades, the separation of government affairs 
between each level of government has been regulated in the law and its derivative regulations. The 
government affairs are grouped into three types: (1) absolute affairs that are solely under the authority 
of the central government and consist of foreign policy, defense, security, judiciary, national monetary 
and fiscal, and religion; (2) general government affairs that are under the authority of the president as 
head of government and related to the maintenance of ideology and the basis of the state; and (3) 
concurrent affairs that are government affairs which are shared between levels of government. These 
concurrent affairs are the basis for the administration of local government. 

As the division of government affairs has been regulated, there should be no overlap in the 
implementation of activities and funding. However, based on the results of the evaluation, overlapping 
in funding is still found, especially in activities carried out under deconcentration and co-administration 
tasks. Deconcentration and co-administration funds are still being used to fund activities for regional 
affairs. In response to this, the government has gradually shifted these funds into transfer funds (through 
Physical DAK and Non-Physical DAK instruments). 

In addition, the planning and budgeting processes at both the national and regional levels have also 
been regulated in laws and derivative regulations. Until now, the provisions regarding planning and 
budgeting in Indonesia are still regulated in two separate laws, and the responsible institutions are also 
two different institutions. The planning process is in the Ministry of National Development Planning 
(Bappenas), while budgeting is in the Ministry of Finance. The two laws have synchronized regional 
planning and budgeting, which then must pay attention to and be guided by national planning and 
budgeting. However, in the regulation, the center and regions are still misaligned in planning and 
budgeting, especially in preparing the RPJMN and RPJMD, which translate the vision and mission of the 
president (national) and regional heads (regional). The different presidential and regional head election 
periods also have the potential to cause the two development plans to be misaligned. Furthermore, 
the central government’s budget year coinciding with the regional governments’ budget year as well 
as the period at the budgeting stage, which is almost at the same time, causes potential misalignment 
between fiscal policies in the APBN and APBD. In addition, between the central and regional 
governments, harmonization between planning and budgeting at the national and regional levels also 
needs to be strengthened so that the budget is truly in line with and supports the achievement of 
development goals (money follows program). 

The successful implementation of fiscal decentralization cannot be separated from good fiscal 
cooperation between levels of government and with third parties outside the government. Ultimately, 
each region depends on other regions. This dependence can be identified from the types of interactions 
between regions, such as the flow of goods, the flow of public finances, the flow of government 
finances, administrative dependence, population mobility, geographical physical dependence, cultural 

234



dependence, and more. Fiscal cooperation is based on the principles of efficiency and effectiveness 
for the fulfillment of public services and is mutually beneficial. 

Fiscal cooperation practices in Indonesia have long been implemented in various forms, including: 
(1) cooperation between the central and regional governments—this form of cooperation is 
implemented in the economic development project in the Gresik/Bangkalan/Mojokerto/Surabaya/
Sidoarjo/Lamongan region, the Bromo/Tengger/Semeru region, and the Wilis Circle and Southern 
Coastal region involving the central government and the East Java provincial government as well 
as the district/city governments in East Java; (2) inter-district/city regional government cooperation 
in the same province—carried out for the Kartamantul project for waste processing, clean water 
supply, waste supply, transportation and roads between the Sleman district government and Bantul 
district government; (3) inter-provincial inter-district/city regional government cooperation—carried 
out in the Integrated Waste Processing Site (TPST) project between the DKI Jakarta provincial 
government and the Bekasi district government, West Java; (4) public-private cooperation—carried 
out in the Umbulan Drinking Water Supply System PPP project between the central government, East 
Java Province, Surabaya City, Gresik City, Sidoarjo City, Pasuruan City, and Pasuruan District with PT 
Meta Adhya Tirta Umbulan; (5) local government cooperation with private and foreign affairs (sister 
city)—carried out in the Jatibarang TPA project between the Semarang City government, the Danish 
government, PT Narpati, and PT PLN. 

The various forms of fiscal cooperation that can be carried out open opportunities for regions to 
accelerate the fulfillment of basic public services. However, many regions still have not used these 
fiscal cooperation schemes. The lack of understanding of fiscal cooperation mechanisms, the lack of 
communication carried out, and the selection of suitable programs/projects for cooperation are some 
of the challenges that must be faced in the implementation of regional fiscal cooperation.

10.2.

Expectations for the Future

Two decades of implementing fiscal decentralization have passed, and there are many lessons that can 
be taken as a basis for continuing to make improvements going forward. Fiscal decentralization still has 
to continue to get better day by day to realize prosperity for all Indonesian people, without exception. 
Two decades is still a short time for fiscal decentralization to mature in Indonesia. 

Reflecting on past experience, fiscal decentralization, which is one of the important instruments in 
the administration of government, has done its job quite well. Obstacles and challenges have been 
resolved one by one so that fiscal decentralization can run according to its objectives. Nevertheless, 
of course, fiscal decentralization should not be complacent as many challenges still need to be faced 
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and solutions need to be found, so that the vision of Indonesia to become a sovereign, advanced, just 
and prosperous country in 2045 is actually realized. The hope is still there. 

Fiscal decentralization is closely related to fiscal resource management shared between the central 
and local governments through a financial balancing system. Resources, conceptually, are limited 
goods, so resource management needs a strategy so resources can be used effectively, efficiently, 
and optimally in the implementation of development and the provision of public services for the 
community. Therefore, in the future, the financial relationship between the central government and 
regional governments can be further strengthened, more transparent, and accountable so fiscal 
resource management can be more effective and efficient. 

To realize this, all elements of fiscal decentralization, in terms of transfer funds, APBD management, 
harmonization of central and regional fiscal policies, and inter-regional cooperation, need to 
improve their performance. Transfer fund management is expected to further minimize the gap in 
financial capacity between levels of government (vertical) and between regions (horizontally) and 
can encourage improvements in the quality of regional expenditure. The goal is, through minimum 
vertical and horizontal inequality, for all central and local governments to carry out all their authorities 
optimally, while the central government carries out its functions as the government of the Republic of 
Indonesia. Therefore, the role of transfer funds must continue to be supported by appropriate policies 
that are able to adapt to regional characteristics and are in accordance with national priorities. 

The minimum vertical inequality means that the central government recognizes the regions as 
producers of resources (state revenues), therefore, a balance of funding from these resources is 
needed between the central and regional governments. Until now, the policy of DBH allocation in an 
effort to minimize vertical inequality has been running well and fairly. However, because DBH is one 
of the largest sources of regional revenue, DBH allocation should ensure the certainty of regional 
revenues. Therefore, in the future, it is hoped that the allocation of DBH will not be based on state 
revenue realization in the current year but based on the realization of revenues in previous years. 
That way, local governments can plan their expenditures better. In addition, DBH is also expected 
to encourage improvement in the quality of expenditure in the regions through earmarking policies. 
However, the earmarking policy still must pay attention to local governments’ fiscal space so that the 
principle of decentralization, which provides discretion in expenditure management, continues to be 
realized. 

Meanwhile, minimum horizontal inequality means that transfer funds can create a relatively balanced 
fiscal capacity between regions as they carry out government affairs under their authority and provide 
optimal public services. The current transfer fund instruments to overcome horizontal inequality are 
DAU, Physical DAK, Non-Physical DAK, Special Autonomy Funds, and Privileges Funds. In the future, it 
is hoped that the DAU allocation can be used as an incentive for regions to increase regional revenues 
(not as a disincentive so that regions are reluctant to explore their PAD potential) and can encourage 
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the improvement of quality public services in the regions. In addition, the DAU formula, which currently 
uses the salaries of PNSD, needs to be reviewed for effectiveness and efficiency so that it does not 
create a moral hazard. DAK management, both physical and non-physical, is expected to be more in line 
with national priorities, be more accountable, and emphasize implementation performance principles 
to produce quality outputs and sustainable benefits. Meanwhile, the management of the Special 
Autonomy Fund and the Privileges Fund is expected to be more accountable and transparent so that 
the benefits can be seen more clearly for the community. Compared to other regions, the specialties 
and privileges given to certain regions should be able to accelerate development in these regions. 
The role of DID as an instrument of appreciation for local government performance must continue 
to be improved through, among other strategies, refocusing local government performance appraisal 
criteria that reflect the quality of regional financial management and public services, increasing the 
validity of data and information used in the assessment, and utilizing integrated information systems 
to increase the effectiveness of DID allocation, governance, and accountability. 

In particular, the Village Fund is a transfer fund different from other types of transfer funds because 
the Village Fund is directed to the village as a source of income in the APBDes. In the future, the 
management of the Village Fund is expected to further encourage improvements to the village 
communities’ quality of life through increasing the capacity of the village apparatus and relevant 
stakeholders’ assistance, synergy, and coordination. This also includes simplifying regulations to make 
implementation in the village easier but still accountable. 

Furthermore, fiscal decentralization in the future is expected to further support the strengthening of 
local taxing power while still encouraging investment, easing doing business, and contributing positively 
to economic development in the regions. Along with technological developments, the economy, and 
global competition, the types of taxes and regional retributions that are levied should be reviewed to 
capture the continuously developing economic potential. However, optimal tax revenue can certainly 
be achieved if the existing revenue potential can be projected well, the quality and capacity of human 
resources for tax management increases, and public awareness as taxpayers improves. 

With the sufficient fiscal capacity from both transfer funds and local revenue to meet development 
expenditure needs in the regions, local governments are expected to make more optimal expenditure. 
Regional expenditures, which so far have been dominated by personnel expenditures, are expected to 
be allocated more for productive expenditures that have a multiplier effect on the economy and are 
oriented toward meeting optimal public service standards. Expenditure management discretion given 
in the framework of fiscal decentralization must be implemented more responsibly and transparently. 

Regional budgeting tends to have a surplus that causes regional SiLPA; therefore, in the future, regional 
financial management, especially from the planning side, needs to be improved. In addition, SiLPA, 
which is currently very high, requires basic arrangements that underlie the authority to use SiLPA 
by the local government so that the existence of SiLPA in the APBD is more effective. This can be 
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done by clarifying the rules regarding the capacity to use SiLPA to cover budget deficits, both in 
terms of the magnitude and purpose of its allocation. If the performance of budget planning in the 
regions is good and SiLPA use and management has been regulated clearly, then the regions need 
to be encouraged to take advantage of regional financing instruments, especially regional loans, to 
accelerate development. 

The last important strategy in improving the implementation of fiscal decentralization is strengthening 
the harmonization of fiscal policy between the center and the regions. In addition, it is necessary to 
strengthen understanding at various levels of government on the importance of fiscal cooperation 
to accelerate the fulfillment of basic public services. Good policy harmonization supported by strong 
fiscal cooperation will be able to create a big impetus for massive and quality basic public services for 
the community. 

In summary, every stage of the decentralization policy—from planning, to implementation, to 
supervision, to monitoring, and to evaluation—must continue to be carried out on an ongoing basis. 
Supervising, monitoring, and evaluating the performance of fiscal decentralization implementation 
will provide evidence for improving future policies. However, supervision, monitoring, and evaluation 
should not only be carried out by parties with authority in the field, but also by all levels of society as 
a control over the implementation of development. From the people, for the people!
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