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Abstract 

Indonesia has implemented a substantial decentralisation 

policy, both administrative and fiscal, since 2001 as 

mandated by Law No. 22 and 25 of 1999. This has been 

followed by a significant amount of intergovernmental 

transfer to ensure that decentralised authorities are 

properly delivered to the public. There are, however, 

relatively limited studies that examine degree of fiscal 

decentralisation in Indonesia. Employing fiscal 

decentralisation indices developed by Vo (2008) the result 

suggests that Indonesia has a relatively low degree of 

fiscal decentalisation. Fiscal autonomy, (presented by 

regional own-source revenues) is relatively weak in 

supporting regional expenditures. Moreover, this study 

also confirms the significant role of intergovernmental 

transfer from the central to regional budget in supporting 

regional expenditures. Finally, there should be a 

continuous improvement in regional government capacity 

in order to maximise both quantity and quality of their 

spending.   
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1. Introduction 

Following economic upheaval that began in 1997, there 

was increasing demand from lagging regions over greater 

resources and authorities as well as escalating threat 

toward disintegration as natural rich regions demanded 

fairer share of revenue sharing. Responding to those 

issues, central government and the Parliament passed two 

substantive laws on decentralisation in 1999 

(Resosudarmo et al. 2009). The reform has reshaped 

Indonesia intergovernmental relationship from highly 

centralised under late President Soeharto to more 

decentralise one since 2001. 

The implementation of decentralisation in Indonesia 

seems to be unique compare to other developing countries 

experiences. White and Smoke (2005) classified Indonesia 

(together with the Philippines) as fast starters as it 

introduced decentralisation of authority and fiscal in 

relatively short period.  Indonesian “big bang of 

decentralisation” (World Bank, 2008) is considered as 

massive since it involves about 225 million populations 

with large diversity in terms of socio-economic conditions 

and no experience in implementing such a wide range and 

complicated decentralisation (Firman, 2009). In the early 

days of decentralisation, over 2.1 million of the central 

government’s civil servants (approximately 60 percent of 

central government employees) have been transferred to 

the regional governments (province, 

district/municipality). Fiscal transfer from central to 

regional governments rose substantially from 14.9 

percent of total government expenditure (2.4 percent of 

GDP) in 2000 to 23.7 percent (4.8 percent of GDP) in 2001. 

In addition, over 16,000 public service facilities were 

handed over from central to regional governments. 

Surprisingly, these massive transitions run relatively 
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smooth within only two years without any major 

disruption in public services (White & Smoke 2005). If 

successful, Indonesia is likely to become one of the most 

decentralized countries (Alm, Aten & Bahl 2001). 

Legal basis for decentralization in Indonesia are Law No. 

22 and 25 of 1999 (now Laws No. 32 and 33 of 2004). The 

spirit of these laws are bringing government closer to the 

people as well as empowering the regional government 

(Booth, 2003). According to Law No. 22 of 1999, the 

central government authority is shrinking to cover only 

defence, religion, justice, foreign affairs, debt, and financial 

management. On the other hand, district government 

authorities are expanded to cover public works, health, 

education and culture, agriculture, communications, 

industry and trade, capital investment, environment, land, 

cooperatives, and labour. In addition, the district 

governments have no longer hierarchical authority with 

the central and provincial governments (Eckardt, 2008).   

Law No. 25 of 1999 (now Law 33 of 2004), on the other 

hand, regulates fiscal relationship between central 

government and local governments. These laws mandate 

that the devolved responsibilities from central to regional 

governments should be accompanied by sufficient 

intergovernmental transfers in order to ensure that 

regions have enough resources to properly deliver their 

new responsibilities. This is known as the “money follows 

functions” principle (Bahl (1999); Republik Indonesia 

(2011a)).  

There are three major components of balance funds, 

namely revenue sharing (Dana Bagi Hasil, DBH), general 

allocation fund (Dana Alokasi Umum, DAU), and specific 

allocation fund (Dana Alokasi Khusus, DAK). Revenue 

sharing consists of regional share of taxes (land and 
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property tax, income tax, tobacco excises) and natural 

resources (oil and gas, mining, forestry, fishery, 

geothermal) in order to reduce vertical imbalance 

between central and regional governments. General 

allocation fund is allocated from national budget in order 

to guarantee the evenness between region financial ability 

to finance their expenditures, thus lessening horizontal 

imbalance amongst regional governments. The national 

budget is also transferred a specific allocation fund as a 

vehicle to pursue national objectives. Note should be 

taken, however, that Law No. 25 of 2000 (now Law No. 33 

of 2004) as a legal framework for fiscal decentralisation in 

Indonesia seems to provide greater expenditure 

responsibilities for the regional government rather than 

the revenue ones (Ahmad and Hofman (2000); Ahmad and 

Mansoor (2002)).  

This study is structured into five sections: the next section 

briefly reviews the existing literature on fiscal 

decentralisation; this is followed by the methodology and 

source of data; next, empirical findings describe an 

analysis and its result in Indonesian case; and lastly, a 

conclusion of the study. 

 

2. Fiscal Decentralisation: A Brief Review 

The argument in favour of fiscal decentralisation is that it 

improves public services delivery as local governments 

have better understanding of local preferences and needs 

compared to the central government (Oates 1999). This 

enhances efficiency and accuracy of the provision of public 

services due to less geographical constraints, both across 

and within jurisdictions (Tiebout 1956). Despite this, 

worldwide adoption of fiscal decentralisation has been 

limited and pessimism regarding the shortcomings of this 
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policy has emerged. Some argue that decentralisation 

exacerbates inefficiency and disparity amongst regions 

because resources and utilities are unequally allocated 

and redistributed ((Gordon 1983); (Sinn 1997)). 

Moreover, it is argued, a centralised government rather 

than decentralised is more effective in redistributing 

income from the richer to the poorer areas (Prud'homme 

1995). 

Several studies, particularly in the early days of fiscal 

decentralisation in Indonesia, raised concerns that fiscal 

decentralisation might increase inequality among regions 

and people. This due to difficulty for some regions in 

delivering public services, where for example, lower own-

source revenue, lack of natural endowments, and lower 

level of economic development were present. Ahmad and 

Hofman (2000) particularly highlight the revenue sharing 

of oil and gas revenue as a source of regional inequality. 

Under the Fiscal Balance Law, only three provinces (Riau, 

Kalimantan Timur, and Aceh) are benefited, as they receive 

82 percent of the total local share. This leaves the other 

provinces with zero or near zero oil and gas revenue.    

Brodjonegoro and Asanuma (2000) reiterate increasing 

horizontal imbalance due to the revenue sharing scheme 

in the Fiscal Balance Law. They reaffirm previous 

argument in favour of resources-rich regions as the Law is 

fully implemented. At the same time, the Law is more 

likely to sustain high dependency of the poor regions to 

equalisation fund from the central government (Seymour 

& Turner 2002).   

Hill (2008), however, argues that fiscal decentralisation in 

Indonesia has no major impact on regional inequality 

given relatively short period of its implementation. He also 

points other challenges in achieving the objective of fiscal 



51 

 

decentralisation policy in Indonesia, such as an ambiguity 

of demarcation of powers and resources between the 

central and regional governments and flaws in the 

political system.           

 

3. Methodology and Source of Data 

Fiscal decentralisation is, in principle, a devolution of 

fiscal authority from national to the lower levels of 

governments (Akai & Sakata 2002). This involves various 

aspects of decentralised authority, including expenditure, 

revenue, borrowing, and inter-governmental transfers. 

Therefore, it is not surprising that study on fiscal 

decentralisation often use those variables as proxies to 

measure degree of fiscal decentralisation. Nonetheless, 

one critical point with regard to the study of fiscal 

decentralisation is determining how to measure fiscal 

decentralisation satisfactorily. Several attempts have been 

made to measure fiscal decentralisation that mostly rely 

on revenue and expenditure items in the budget, for 

example the share of local government revenue to 

aggregate national and local revenue, the share of local 

government expenditure to aggregate national and 

regional expenditure, the share of local government’s own 

revenue (both including and excluding national grants) to 

its total revenue, and the share of local government 

expenditure to total national and regional expenditures, 

excluding defence and social security expenditure (see, for 

example Woller and  Phillips (1998); Akai and  Sakata 

(2002)). However, the most common measure perhaps to 

take the means of regional share to total government 

expenditure (Davoodi & Zou 1998; Oates 1993; 

Rodríguez-Pose & Gill 2004; Ezcurra & Pascual 2008).  
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Given widely coverage of fiscal decentralisation, therefore 

it is quite difficult to measure the true degree of fiscal 

decentralisation by one single component (Martinez-

Vazquez & McNab 2003; Boex et al. 2006). Taking into 

account this difficulty and following Vo (2008), this study 

measures fiscal decentralisation employing indices that 

incorporates both revenue and expenditure sides in the 

regional budget; namely the fundamental index of fiscal 

decentralisation (FFDI) and the enhanced index of fiscal 

decentralisation (EFDI). The inclusion of fiscal 

decentralisation variables in the model is relatively new in 

the case of Indonesia although fiscal decentralisation has 

been fully implemented since 2001 and its role becomes 

substantial in regional economy.  

The FFDI consists of two components, namely fiscal 

autonomy and fiscal importance. Fiscal autonomy 

represents own-source capacity of regional governments 

to finance their expenditure. Under Law No.25/1999 (now 

Law No. 33/2004) on fiscal balance and Law No. 34/2000 

on local taxes and charges, regional government is legal to 

generate own-source revenue from local taxes, charges, 

local-owned enterprises, and others (for example revenue 

from interest, exchange rate difference, commission and 

discount from buying and selling goods and services). The 

fiscal importance, on the other hand, measures share of 

regional expenditure to total national and regional 

government expenditure. The FFDI is formulated as 

follows: 


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where OSR is an own-source revenue of regional 

government i, E is expenditure of regional government i, 

and TE is total national and regional government 

expenditure, excluding intergovernmental transfers (both 

transfers from national to regional governments and inter-

regional governments transfers). The value of FFDI ranges 

between 0 and 1. Value of 0 represents perfect fiscal 

centralisation as regional has no own-source revenue to 

finance their expenditure. On the other hand, if the FFDI 

has value of 1, it shows the perfect decentralisation. It 

means, regional government is fully funded by their own 

source revenue and total regional expenditure equal to 

total national expenditure.       

The FFDI, however, has a critical flaw since it does not 

consider the main components of intergovernmental fiscal 

transfers, namely the balance funds. As it is mentioned 

earlier, the balance funds comprises of general allocation 

fund (DAU), revenue sharing (DBH), special autonomy and 

equalisation funds for provinces of Aceh and Papua, and 

specific purpose fund (DAK). The first three of balance 

funds is considered as unconditional transfers, whilst the 

rest is a conditional transfer. The proportion of 

unconditional and conditional transfers indicates the 

degree of fiscal autonomy of regional governments. A 

greater share of unconditional transfers suggests greater 

fiscal autonomy for the regional governments, and vice 

versa.  

The conditional and unconditional transfers is 

incorporated in the fundamental index of fiscal 

decentralisation as an adjustment coefficient (k) (Vo 2008). 

It is formulated as: T

T

E

TT
k

UCU

×
−

=

, where TU, TC, and T 

are unconditional, conditional, and total fiscal transfers to 
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regional government, respectively; whilst E is regional 

government expenditure. The first part of k represent the 

share of unconditional transfers (minus conditional ones) 

received by regional government to its expenditure. This 

is called fiscal transfer share. The second part of k is called 

the premium factor. Greater share of unconditional 

transfers to total transfer shows greater flexibility of 

regional government to use it.  

The k is added into fiscal autonomy formula and then 

follows previous FFDI procedures to obtain the enhanced 

index of fiscal decentralisation (EFDI). The EFDI for region 

i is formulated as follows: 
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Provinces with higher levels of economic development 

have greater capacity to generate revenues from their own 

resources, for example by imposing various regional levies 

to businesses and citizens within their area. Similarly, 

provinces with rich natural endowments may have greater 

k as they received more revenue sharing (taxes and non-

taxes) and general allocation funds (World Bank 2003) as 

unconditional transfer component.  

Fiscal decentralisation policy in Indonesia also provides 

greater flexibility for regional government to borrow from 

both domestic and foreign market as stipulated in the Law 

No. 22 and Law 25 of 1999. Nonetheless, regional 

governments should have approval from the regional 

parliament. The central government indirectly intervenes 

regional borrowing by setting up rules (World Bank 

2003).  In order to accommodate regional borrowing, the 
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regional debt autonomy is added in the fiscal autonomy 

part of the EFDI. The regional debt autonomy is 

formulated as follows (Vo 2008). 
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=
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D

1  is the total regional government debt, and 

0≤a≤1. The value of “a” is subjectively determined with 

the reference of existing laws with regard to the regional 

borrowing in Indonesia. The degree of debt autonomy can 

be summarised as follows.  

Table 1. Fiscal Autonomy of Regional Government over Regional 

Borrowing 
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a = 0 Very low autonomy No regional borrowing are allowed

a = 0.25 Low autonomy Regional governments can borrow but with a heavy administration 

from the national government

a = 0.5 Moderate autonomy Regional governments arrange borrowing from both domestic and 

overseas sources but all borrowings must satisfy strict requirements 

from the national government

a = 0.75 High autonomy Borrowing is acceptable given some economic regulations are met

a = 1 Very high autonomy Regional governments can borrow without any intervention from the 

national government

Source : Vo (2008).
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The FFDI and EFDI are constructed mainly employing data 

of realised regional budgets from the Directorate General 

of Fiscal Balance - Ministry of Finance Indonesia1 for the 

period of 2001 to 2015. Number of regional governments 

were increasing along with proliferation of new regional 

governments at various levels. Currently there are 34 

provinces, 412 municipalities, 93 cities, 1 administrative 

municipality, and 5 administrative cities in Indonesia. Care 

should be taken, however, in interpreting the result since 

it includes new regional governments, some data might 

missing as regional governments did not report to the MoF 

or MOHA (Ministry of Home Affairs), or some components 

of regional budget might not avalaible. The observations, 

thus, were growing from 358 in 2001 to 532 in 2015. In 

total, we have 6,662 observations during 2001 to 2015.       

 

4. Empirical Analysis 

Since 2002 to 2015, fiscal transfers from central to 

regional governments grew, on average, by 16.6 percent 

per year. The proportion of transfers to region toward 

GDP and total government expenditure has also 

significantly increased. In 2001, the share of transfers to 

region was 5.0 percent of GDP while in 2015 its 

proportion increased to 5.7 percent. In addition, balance 

funds was accounted about one third of total public 

expenditure in 2002, while in pre-decentralization period 
it was approximately 16 percent (Lewis 2005). Figure 1 

describes the development of transfer to region and rural 

fund during 2001-2015. 

                                                           
1 Data of realised regional budget at municipality/city and 
province was downloaded from 
http://www.djpk.depkeu.go.id 
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Figure 1. Transfer to Region and Rural Fund 

 
Source: Ministry of Finance, Indonesia 

In addition to transfer from the central government, 

regional governments have their own source revenue as 

stipulated in Law No. 28 of 2009. Referring to this law, 

regional governments, both provincial and municipal, are 

allowed to collect local taxes. Table 2 summarises the 

regional taxes based on Law No. 28 of 2009.  

Table 2. Regional Taxes 
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Motorised vehicles Province 10% Vehicle value (annual)

Motor vehicle transfer tax Province 20% Vehicle re-sale price (annual)

Motorised vehicles fuel Province 10% Fuel consumption (retail price excl. VAT)

Utilisation of surface water tax Province 10% Nominal value of water usage

Cigarettes tax Province 10% Cigarettes excise

Hotel tax District/town 10% Turn over

Restaurant tax District/town 10% Turn over

Entertainment tax District/town 35% Turn over (admission price)

Advertisement tax District/town 25% Advertisement rent

Street lighting District/town 10% Electricity consumption (retail price)

Mining of C-class minerals District/town 25% Market value of extracted minerals

Parking tax District/town 30% Parking fees

Utilisation of ground water tax District/town 20% Nominal value of water usage

Swallow's nest tax District/town 10% Market value of swallow's nest

Rural and urban property tax District/town 0.3% Market value of property

Duties on land and building transfer District/town 5% Purchasing value of property

Sources : Law No. 28 of 2009
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It has been discussed in the earlier section that there are 

various ways of measuring fiscal decentralisation. 

However, the current study examines fiscal 

decentralisation in Indonesia employing the fundamental 

index of fiscal decentralisation (FFDI) and its 

advancement (EFDI). In order to have better 

understanding on the degree of fiscal decentralisation in 

Indonesia, both indices were discussed and analysed by 

decomposing their components. 

 

4.1 The Fundamental Index of Fiscal Decentralisation 

Fiscal autonomy       

Fiscal autonomy represents the capacity of regional 

government to finance expenditure from their own source 

(Vo 2009). Thus, greater proportion of own-source 

revenue suggests greater autonomy for the regions to 

spend the money at their own discretion. In estimating 

fiscal autonomy, regional own source revenue is divided 

by its expenditure excluding transfers to the subsidiary 

governments. Figure 2 shows a national fiscal autonomy 

since 2001 to 2015 at national level. 

Figure 2. National Fiscal Autonomy 
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Source: Estimated by the author employing data from the SIKD-MoF  

Figure 2 shows that at national level, fiscal autonomy 

decreased since 2006 up to 2009. During these years, it 

seems that regional expenditures grow faster than 

regional governments’ ability to generate income from 

their own resources. Nonetheless, since 2010 there is a 

tendency toward increasing fiscal autonomy. This might 

represent increasing regional government ability to 

increase their own-revenue Care should be taken, 

however, in interpretating this result. Increasing fiscal 

autonomy index might be caused by increasing regional 

own source revenue or increasing regional expenditure 

dependency toward transfer from the central government. 

Further regional fiscal autonomy observations shows an 

interesting result. It seems that fiscal autonomy is varied 

across provinces. It is shown in Figure 3. 

Figure 3. Fiscal Autonomy by Selected Provinces 

 
Source: Estimated by the author employing data from the SIKD-MoF 

As Figure 3 shows, fiscal autonomy is varied across 

provinces. Jakarta can be considered as the most 

autonomous province with the average fiscal autonomy 

0,00

0,10

0,20

0,30

0,40

0,50

0,60

0,70

0,80

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

In
d

e
x

Babel

Kepri

DKI

Jabar

DIY

Banten

Bali

Kaltara

Maluku

Pabar

Papua



60 

 

was 0.594 during 2001-2014. It suggests that Jakarta is 

able to finance more than 50 percent of their expenditure 

from own resources. On the contrary, Kalimantan Utara 

(Kaltara) is the least autonomous province as it has the 

lowest fiscal autonomy index. There is only 0.7 percent of 

Kaltara’s expenditure that can be financed by its own-

source revenue and, thus, it heavily relies on the central 

government transfers to deliver public services. This 

might due to Province of Kaltara’ status as a new province 

that was established in 2012. 

Phenomena of accelerating regional expenditures in the 

era of fiscal decentralisation are worth noting. The 

regional spending on routine expenditure may have 

different impact toward regional economy compare to 

capital expenditure, for example. Motivating by this 

argument, it may be suggestive to examine the regional 

budget allocation by sector. For simplicity, regional 

expenditure is classified into four economic sectors, 

namely personnel expenditure, goods and services 

expenditure, capital expenditure, and others.  

The Ministry of Home Affairs Decree No.13/2006 

(Republik Indonesia 2011a) (now The Ministry of Home 

Affairs Decree No.21/2011 (Republik Indonesia 2011b)) 

provides guidance in managing regional budget. Referring 

to the decree, the personnel expenditure encompasses 

various salaries, incentives, honorarium, and other type of 

salary for regional government employees, regional heads, 

and member of regional parliament. The goods and 

services expenditure is applied for purchasing goods and 

services with economic value less than 12 months, for 

example office supplies, insurance, car maintenance, 

uniforms and attributes, 

parking/housing/building/warehousing rent, and travel. 

Capital expenditure includes purchasing or developing 
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fixed assets that have economic value more than 12 

months, for example land, machinery, building, road, 

irrigation, and other type of fixed assets. Figure 4 presents 

average regional expenditure based on economic 

classification since 2001 to 2015.         

Figure 4. Type of Regional Expenditures 

 
Source: Estimated by the author employing data from the SIKD-MoF 
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the result is quite disappointing although it is the second 

largest expenditure in the regional budget. The share of 

capital expenditure during 2001-2015 was, on average, 

28.2 percent, while the personnel expenditure was 43.3 

percent. 

 

Fiscal importance 

Fiscal importance represents share of regional 

expenditure to total national expenditure. Employing 

formula in the previous section, it is shown that the 

central government still dominates the total national 

expenditure. Share of the central government expenditure 

was about 70 percent of the total national expenditure 
(Table 3). 

Table 3. Central and Regional Government Budgets 

 
Source: Estimated by the author employing data from the SIKD-MoF and BI. 

Table 3 is also confirmed substantial share of transfer to 

region and rural fund in the regional budget during 2001-

2015. More than 80 percent, on average, of regional 

government expenditure is supported by transfer from the 

Central. The fund grows more than 10 percent annually. 

2002 2007 2012 2013 2014 2015

Central govt. Revenue (%) 68.6 71.2 68.5 68.4 66.9 68.1

Regional govt. Revenue (%) 31.4 28.8 31.5 31.6 33.1 31.9

Total Revenue (Rp, trillions) 444.7 974.9 1,983.0 2,197.4 2,317.8 2,585.4

Revenue growth (%)

Total revenue 7.6 7.5 16.7 10.8 5.5 11.5

Regional govt. revenue 23.2 13.5 18.2 11.3 10.3 7.4

Central govt. Expenditure (%) 73.1 71.2 72.3 70.7 68.4 69.2

Regional govt. Expenditure (%) 26.9 28.8 27.7 29.3 31.6 30.8

Total Expenditure (Rp, trillions) 440.7 1,064.6 2,063.0 2,333.5 2,598.3 2,868.0

Expenditure growth (%)

Total expenditure 0.27 20.05 15.73 13.11 11.35 10.38

Regional govt. expenditure 20.98 39.74 17.22 19.48 20.23 7.64

Transfer to regions and Rural Funds (Rp, trillions) 98.20 253.26 478.78 529.36 573.70 664.60

Growth (%) 21.16 11.97 16.06 10.57 8.38 15.84

Total regional expenditure (%) 82.88 82.51 83.76 77.51 69.87 75.19



63 

 

Combining both fiscal autonomy and fiscal importance, we 

can estimate the fundamental index of fiscal 

decentralisation (FFDI). It is shown in Figure 5, that 

during 2001-2015, degree of fiscal decentralisation in 

Indonesia is relatively low as indicated by low FFDI. This 

suggests that almost all of regional governments have 

relatively low capacity to generate their own revenue to 

finance their operational and economic development. 

Furterhmore, it seems that the Central government still 

dominates total government expenditure in Indonesia.    

Figure 5. The Fundamental Index of Fiscal Decentralisation and Its 

Components 
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that have positive impact on fiscal autonomy (Vo 2008). 

Greater share of unconditional transfers suggest that 

regional government has greater flexibility in spending the 

money to meet their needs. On the other hand, the 

earmarked grant is more rigid since its usage has been 

specified by the central government. 

The unconditional transfers in the current study include 

the general allocation fund and the revenue sharing. On 

the other hand, the general allocation fund is considered 

as the conditional transfer. Some regions may also receive 

specific autonomous fund, for example Aceh, Papua and 

Papua Barat. In this case, it is classified as unconditional 

transfer. 

The unconditional and conditional transfers are 

incorporated into the fundamental index of fiscal 

decentralisation (FFDI) as an adjustment factor. The result 

is the enhanced index of fiscal decentralisation (EFDI). As 

discussed in earlier section, adjustment factor indicates 

degree of flexibility of the transfer from the central 

government. Greater proportion of unconditional 

transfers rather than the conditional one implies that 

regional government does not need require the central 

government approval to spend it. This is considered as 

positive impact of fiscal decentralisation (Vo 2008). Figure 

6 shows the adjustment factor and its components, namely 

fiscal transfer share and premium factor. Included in the 

fiscal transfer share are the general allocation fund (DAU), 

revenue sharing both from taxes and non-taxes (DBH), and 

specific autonomous fund for Aceh and Papua, while the 

unconditional fund is the specific purpose fund (DAK). 
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Figure 6. National Adjustment Coefficient and Its Components 

 
Source: Estimated by the author employing data from the SIKD-MoF and BI. 

 

Figure 6 confirms the substantial contribution of transfers 

from the central government, particularly the general 

allocation fund and the revenue sharing, in supporting the 

regional expenditure. Therefore, it can be argued that 

majority of the regions depend on the central government, 

particularly for the poor regions with limited own-source 

revenue. Figure 5 also suggests that the rich regions are 

those who benefited most from fiscal decentralisation 

policy as they received greater share of unconditional 

grants in terms of revenue sharing. 

Mounting revenue received by regional governments in 

terms of fiscal balance, however, has raised concern with 

regard to the regional government spending policy. 

Increasing regional government revenue, unfortunately, 

has not been accompanied with better spending policy, 

particularly in the resource rich regions (Lewis 2008). 

Instead, local governments seem to have difficulties in 

effectively spending their money to create and finance 

projects that have substantial positive impact toward both 
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improvement in public services and welfare. This are 

indicated by the large amount of money from fiscal 

balance that end up with excessive growing of sub-

national government administration and mounting 

reserves in local bank (World Bank 2007). It is shown in 
Figure 7.  

Figure 7. Regional Government Deposits in the Commercial and Regional 

Banks 

 
Source: SEKI-BI 

 

As Figure 7 shows, there is a trend toward increasing 

regional deposits within the bank. Further examination by 

province shows that rich natural resources provinces, 

namely Kalimantan Timur, Riau, Papua Barat, and Aceh, 

are among provinces that accumulated substantial amount 

of reserves during 2001-2014. Lewis (2008) proposes 

some explanation for the large regional surpluses, among 

other things, namely increasing transfers from the central 

in terms of revenue sharing and general allocation fund; 

late spending due to delay in the regional budget’s 

approval; crowding out in the regional government 

expenditures as they overlap with the central government 
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between central and regional government (Lewis & 

Chakeri 2004) argue that it may also disrupt regional 

development plan; fear of corruption; and lack of regional 

capacity in planning and executing the projects at timely 

manner. 

Other component of fiscal decentralisation is the debt-

autonomy. Referring to equation (3), debt-autonomy 

represents degree of flexibility for the regions to finance 

their budget from borrowing. The ultimate regional debt-

autonomy achieved when there is no intervention from 

central government to the regional one regarding 

borrowing. Regional government may borrow from 

various resources, including domestic and foreign based 

on Government Regulation No. 54/2005 (Republik 

Indonesia 2005). On the contrary, regions are considered 

to have very low autonomy when they are not allowed to 

borrow from others. In the case of Indonesia, since fiscal 

decentralisation has been fully implemented in 2001, 

regional governments have greater flexibility to borrow in 

order to finance their projects compare to the previous 

period. 

The share of regional borrowing in the budget since 2001, 
however, is relatively limited (Figure 8). One of the reasons 

may due to various requirements that should be satisfied 

by regional governments to borrow from others. During 

2001 to 2015, most of regions borrowed less than 1 

percent of their expenditure. This confirms Lewis (2007) 

finding that observed sharp decline in the regional 

borrowing since mid-1990s and even near to zero during 

fiscal decentralisation. 
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Figure 8. Ratio of Regional Borrowing to Expenditure 

 
Source: Estimated by the author employing data from the SIKD-MoF. 

   

Incorporating adjustment coefficient and debt-autonomy 

into the fundamental index of fiscal decentralisation as 

additional components of fiscal autonomy, we obtain the 

enhanced index of fiscal decentralisation (EFDI). It is 

possible that taking into account the unconditional 

transfer, the fiscally poor regions with low index of FFDI 

may have larger value of EFDI that represents greater 

fiscal decentralisation. Larger proportion of unconditional 

transfers implies greater flexibility and resources for 

regional governments to match their services with their 

preferences (Shah & Thompson 2004).  

Regional debt autonomy, however, is subjectively 

determined based on the authors’ interpretation on the 

various regulations with regard to the regional borrowing. 
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government, to moderate debt autonomy in 2000-2002, 

and finally high autonomy in 2003-2008 as regional 

governments are allowed to borrow as long as they met 
the regulations. Figure 9 shows the long term perspective 

of regional’s EFDI that based on municipality/city and 

provincial level. 

 

Figure 9. EFDI and Its Components 

 
Source: Estimated by the author employing data from the SIKD-MoF. 

It is shown in Figure 9 a decreasing trend of enhanced 

index of fiscal decentralisation at national level during 

2001-2015. This suggests a tendency toward less 

flexibility for the regional government to spend their 

budget. However, further examination based on local level 

data shows that rich regions are among those who showed 

increasing trend of EFDI. This may associate with 

significant contribution of unconditional transfers, mainly 

general allocation fund and revenue sharing, in their 

revenue side. Note should be taken, however, that during 

2001-2008, fiscal decentralisation was implemented with 

holdharmless policy in place. It is argued that the hold 
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harmless policy enables the rich regions to “double dips” 

transfers from the central government as they received 

inflated general allocation fund and greater revenue 

sharing (World Bank 2003). 

 

5. Conclusion 

Following decentralisation of authority, fiscal 

decentralisation was fully implemented in 2001 to reduce 

both vertical fiscal imbalance between central and 

regional governments, and horizontal fiscal imbalance 

between regional governments. This is expected to be 

achieved by utilising balance funds, namely from the 

general allocation fund, revenue sharing, and the specific 

allocation fund. In addition to those three funds, the 

specific autonomous fund is added for Aceh and Papua. 

Since 2001, a substantial amount of balance funds has 

been transferred from central to regional governments. 

Currently, about one third of the national budget has been 

transferred to the regions in terms of balance funds.  

There are various ways to measure the degree of fiscal 

decentralisation, mainly through involving one or more 

variables in the revenue, expenditure, and financing sides. 

This study is the first attempt in Indonesia to study the 

measure of fiscal decentralisation employing the 

fundamental fiscal decentralisation index (FFDI) and its 

advancement, the EFDI. These two measures are 

preferable because they take into account the revenue 

(including own-source revenue and fiscal transfers from 

other levels of government as well as type of transfers, 

whether unconditional or conditional), expenditure, and 

borrowing. These fiscal decentralisation measures have 

two components, namely fiscal autonomy and fiscal 

importance. Fiscal autonomy represents the degree of 
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flexibility in spending revenue, while fiscal importance 

shows the relative size of a region’s expenditure to total 

national (central and regional) expenditure.     

Result based on the FFDI approach shows that, in general, 

the share of a region’s own-source revenue in supporting 

its expenditure is relatively low. On the contrary, the 

central government expenditure has been dominant. 

However, it should be noted that the FFDI measure suffers 

from several shortcomings. First, it does not consider the 

nature of intergovernmental fiscal transfers - whether 

unconditional or conditional. Second, it also excludes the 

regional borrowing as a source of budget financing. Taking 

into account the unconditional and conditional transfers, 

in addition to regional borrowing, the index of fiscal 

decentralisation is increased for all regions. The enhanced 

fiscal decentralisation index (EFDI) confirms the 

substantial role of fiscal transfers from the centre in 

supporting regional governments’ expenditure. The EFDI 

measure, however, confirm previous finding that, in 

general, the degree of fiscal decentralisation of provinces 

in Indonesia is relatively low.    

There are some issues regarding fiscal decentralisation in 

Indonesia that need further discussion. On the revenue 

side, fiscal transfer has significantly supported regional 

budget revenues. This, however, should not discourage 

regional governments from seeking more sustainable 

revenue from their own resources. Nonetheless, care 

should be taken in order to prevent excessive taxing by 

regional governments since it may discourage investment 

and businesses in the regions. Some suggest that the 

central government should grant access to regional 

governments to more lucrative and sustainable tax 

resources, for example, income tax and value-added tax 

(see, for example, (Brodjonegoro & Martinez-Vazquez 
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2002; Brodjonegoro 2006)). On the expenditure side, 

mounting regional government deposits indicate an 

impasse in local spending. This might crowd out fiscal 

policy conducted by the Central and deter public services. 

Therefore, improving regional government skills in 

planning, budgeting, and executing projects might be 

among many other solutions to improve both quantity and 

quality of local spending. 

 

Reference 

 

Ahmad, E & Hofman, B 2000, Indonesia: Decentralization - 

Opportunities and Risks, IMF and World Bank. 

Ahmad, E & Mansoor, A 2002, 'Indonesia: Managing 

Decentralization', IMF Working Paper, vol. 136, no. 2, 

pp. 1-20. 

Akai, N & Sakata, M 2002, 'Fiscal Decentralization 

Contributes to Economic Growth: Evidence from 

State-level Cross-section Data for the United States', 

Journal of Urban Economics, vol. 52, no. 1, pp. 93-

108. 

Alm, J, Aten, RH & Bahl, R 2001, 'Can Indonesia Decentralise 

Successfully? Plans, Problems and Prospects', Bulletin 

of Indonesian Economic Studies, vol. 37, no. 1, pp. 83-

102. 

Bahl, R 1999, 'Implementation Rules for Fiscal 

Decentralization', International Studies Program 

Working Paper Series, at AYSPS, GSU, no. 99-1, pp. 1-

30. 

Barrios, S & Strobl, E 2009, 'The Dynamics of Regional 

Inequalities', Regional Science and Urban Economics, 

vol. 39, no. 5, pp. 575-591. 



73 

 

Boex, J, Heredia-Ortiz, E, Martinez-Vazquez, J, Timofeev, A & 

Yao, G 2006, Fighting Poverty Through Fiscal 

Decentralization, USAID, Washington, DC, pp. I-33. 

Booth, A 2003, 'Decentralisation and Poverty Alleviation in 

Indonesia', Environment and Planning C: Government 

and Policy, vol. 21, no. 2, pp. 181-202. 

Brodjonegoro, B 2006, 'The Indonesian Decentralization after 

Law Revision: Toward a Better Future?', in 

International Conference on Responsive and 

Accountable Local Governance, Hotel Nikko, Jakarta, 

21-22 February 2006. 

Brodjonegoro, B & Asanuma, S 2000, 'Regional Autonomy 

and Fiscal Decentralization in Democratic Indonesia', 

Hitotsubashi Journal of Economics, vol. 41, pp. 111-

122. 

Brodjonegoro, B & Martinez-Vazquez, J 2002, 'An Analysis of 

Indonesia's Transfer System: Recent Performance 

and Future Prospects', in Can Decentralization Help 

Rebuild Indonesia?, International Studies Program, 

Andrew Young School of Policy Studies, Georgia State 

University, Atlanta, USA. Available from: 

http://ideas.repec.org/p/ays/ispwps/paper0213.html

. 

Davoodi, H & Zou, H-f 1998, 'Fiscal Decentralization and 

Economic Growth: A Cross-Country Study', Journal of 

Urban Economics, vol. 43, no. 2, pp. 244-257. 

Eckardt, S 2008, 'Political Accountability, Fiscal Conditions 

and Local Government Performance - Cross-Sectional 

Evidence from Indonesia', Public Administration and 

Development, vol. 28, no. 1, pp. 1-17. 

Ezcurra, R & Pascual, P 2008, 'Fiscal Decentralization and 

Regional Disparities: Evidence from Several European 



74 

 

Union Countries', Environment and Planning A, vol. 

40, no. 5, pp. 1185-1201. 

Firman, T 2009, 'Decentralization Reform and Local-

Government Proliferation in Indonesia: Toward a 

Fragmentation of Regional Development', Review of 

Urban & Regional Development Studies, vol. 21, no. 

2-3, pp. 143-157. 

Gordon, RH 1983, 'An Optimal Taxation Approach to Fiscal 

Federalism', The Quarterly Journal of Economics, vol. 

98, no. 4, pp. 567-586. 

Hill, H 2008, 'Globalization, Inequality, and Local-level 

Dynamics: Indonesia and the Philippines', Asian 

Economic Policy Review, vol. 3, no. 1, pp. 42-61. 

Lewis, B & Chakeri, J 2004, 'Central Development Spending in 

the Regions Post-Decentralisation', Bulletin of 

Indonesian Economic Studies, vol. 40, no. 3, pp. 379-

394. 

Lewis, BD 2005, 'Indonesian Local Government Spending, 

Taxing and Saving: An Explanation of Pre and Post-

decentralization Fiscal Outcomes', Asian Economic 

Journal, vol. 19, no. 3, pp. 291-317. 

Lewis, BD 2007, 'On-Lending in Indonesia: Past Performance 

and Future Prospects', Bulletin of Indonesian 

Economic Studies, vol. 43, no. 1, pp. 35 - 58[March 

02, 2010]. 

Lewis, BD, 2008, A Note on the Indonesian Sub-National 

Government Surplus, 2001-2006. Available from: 

http://www.dsfindonesia.org/apps/dsfv2/cgi-

bin/dw.cgi?cn=publications#fis. 

Martinez-Vazquez, J & McNab, RM 2003, 'Fiscal 

Decentralization and Economic Growth', World 

Development, vol. 31, no. 9, pp. 1597-1616. 



75 

 

Oates, WE 1993, 'Fiscal Decentralization and Economic 

Development', National Tax Journal, vol. 46, no. 2, 

pp. 237-243. 

Oates, WE 1999, 'An Essay on Fiscal Federalism', Journal of 

Economic Literature, vol. 37, no. 3, pp. 1120-1149. 

Prud'homme, R 1995, 'The Dangers of Decentralization', The 

World Bank Research Observer, vol. 10, no. 2, pp. 

201-220. 

Republik Indonesia 2004, Undang-Undang 33 Tahun 2004 

tentang Perimbangan Keuangan antara Pemerintah 

Pusat dan Daerah [Law 33/2004 on the Financial 

Balance between the Centre and Regional 

Governments], Jakarta. 

Republik Indonesia 2005, Peraturan Pemerintah No. 54 

Tahun 2005 tentang Pinjaman Daerah [Government 

Regulation 54/2005 on Regional Borrowing]. 

Republik Indonesia 2011a, Nota Keuangan dan Rancangan 

Anggaran Pendapatan dan Belanja Negara Tahun 

Anggaran 2012 [2012 Financial Note and the Draft 

Budget], Jakarta. 

Republik Indonesia 2011b, Peraturan Menteri Dalam Negeri 

No. 21 Tahun 2011 tentang Perubahan Kedua atas 

Peraturan Menteri Dalam Negeri Nomor 13 Tahun 

2006 tentang Pedoman Pengelolaan Keuangan 

Daerah, Jakarta. 

Resosudarmo, BP, Yusuf, AA, Hartono, D & Nurdianto, DA 

2009, Implementation of the IR-CGE Model for 

Planning: IRSA-INDONESIA 5 (Inter-Regional System 

of Analysis for Indonesia in 5 Regions) in Analysis 

Pathways to Sustainability in Indonesia, CSIRO, 

Townsville, QLD, Australia, pp. 1-30. 

Rodríguez-Pose, A & Gill, N 2004, 'Is There a Global Link 

between Regional Disparities and Devolution?', 



76 

 

Environment and Planning Annal, vol. 36, no. 12, pp. 

2097-2117. 

Seymour, R & Turner, S 2002, 'Otonomi Daerah: Indonesia's 

Decentralisation Experiment', New Zealand Journal 

of Asian Studies, vol. 4, no. 2, pp. 33-51. 

Shah, A & Thompson, T 2004, 'Implementing Decentralized 

Local Governance: A Treacherous Road with 

Potholes, Detours and Road Closures', World Bank 

Policy Research Working Paper, no. 3353, pp. 1-41. 

Sinn, H-W 1997, 'The Selection Principle and Market Failure 

in Systems Competition', Journal of Public Economics, 

vol. 66, no. 2, pp. 247-274. 

Tiebout, CM 1956, 'A Pure Theory of Local Expenditures', The 

Journal of Political Economy, vol. 64, no. 5, pp. 416-

424. 

Vo, DH 2008, The Economics of Measuring Fiscal 

Decentralisation, PhD, The University of Western 

Australia. 

Vo, DH 2009, 'Fiscal decentralisation in Vietnam: lessons 

from selected Asian nations', Journal of the Asia 

Pacific Economy, vol. 14, no. 4, pp. 399 - 419. 

White, R & Smoke, P 2005, 'East Asia Decentralizes', in East 

Asia Decentralizes: Making Local Government Work, 

World Bank, Washington DC. 

Woller, GM & Phillips, K 1998, 'Fiscal Decentralisation and 

LDC Economic Growth: An Empirical Investigation', 

Journal of Development Studies, vol. 34, no. 4, pp. 

139-148. 

World Bank 2003, Decentralizing Indonesia: A Regional Public 

Expenditure Overview Report, Report No. 26191-IND, 

Washington. 



77 

 

World Bank 2007, Spending for Development, Making the 

Most of Indonesia's New Opportunities, Indonesia 

Public Expenditure Review 2007. 

World Bank, Decentralization in Indonesia. Available from: 

http://go.worldbank.org/P65PRQ0VV0. 

 

 


