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ABSTRACT

Indonesia's fiscal decentralization initiative aims for two essential goals to strengthen regional fi-
nancial independence and social welfare. However, intergovernmental transfers could also reduce
the urgency of local governments to increase their financial independence. This study is designed to
prove whether intergovernmental transfers can improve regional financial independence and social
welfare. Based on a statistical test of 500 districts/cities throughout 2017—2019 using multiple lin-
ear regression analysis, more than 90% of districts/cities have yet to achieve independent financial
status. In addition, regional welfare in the country is still experiencing inequality. This study's re-
sult shows Revenue Sharing Fund (Dana Bagi Hasil, DBH), General Allocation Fund (Dana Alokasi
Umum, DAU), and the previous year's Physical and Non-Physical Special Allocation Funds have a
significant and positive effect on regional financial independence. However, only General Alloca-
tion Funds and Non-Physical Special Allocation Funds significantly and positively affect social wel-
fare. Whereas Revenue Sharing Fund has an insignificant and negative effect, Physical Special Allo-
cation Funds have a significant and negative effect on social welfare. Lastly, regional financial inde-
pendence has a significant positive effect on social welfare.
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INTRODUCTION

Fiscal decentralization has been adopted by
many countries, especially countries with
many districts, such as India, Russia, Africa,
Korea, China, Malaysia, and Indonesia.
Some theories state that fiscal decentraliza-
tion could improve public service quality and
efficiency (Jha, 2012; Yushkov, 2016). Noor
(2012) also believes that the nation’s geo-
graphic and demographic diversity requires
decentralization to achieve equitable devel-
opment and social welfare. This development
also pushes the regional economy, thus in-
creasing regional financial independence.
Nevertheless, some critics stated that fiscal
decentralization with intergovernmental
transfers could reduce the urgency of local
governments to be financially independent
(Masaki, 2018). Liu, Martinez-Vazquez, and
Wu (2017) also said fiscal decentralization
led to immense regional inequality. This oc-
curred as not every district had enough hu-
man resources and capabilities to utilize in-
tergovernmental transfer efficiently. This
inequality also affects the distribution of re-
gional social welfare.

Since 2001, fiscal decentralization has been
more actively adopted in Indonesia and is
stated in Law Number 25 of 1999 concerning
the Financial Balance between Central Gov-
ernment and Local Governments. This regu-
lation grants the central government more
autonomy and intergovernmental transfer to
the local governments. The 2020 State budg-
et information reported that the total alloca-
tion of intergovernmental transfer funds
from 2015 to 2020 had increased yearly.
However, data from the Directorate General
of Fiscal Balance (Direktorat Jenderal
Perimbangan Keuangan, DJPK) claimed that
252 out of 508 districts/cities could not
achieve their local revenue target in 2018.
This number increased to 286 districts/cities
in 2019. The number of districts/cities in In-
donesia that fall under the Not Fiscally Inde-

pendent category reaches 458 out of 508
(BPK, 2020).

The Audit Board of the Republic of Indone-
sia (Badan Pemeriksa Keuangan, BPK) also
discovered that 468 local governments did
not experience progress in their fiscal inde-
pendence status from 2013 to 2020 (BPK,
2021). Of this number, 433 of them remain
Not Fiscally Independent. This indicates that
the ability of local governments to collect lo-
cal revenue is still low. The chairman of Re-
gional Representative Council (Dewan Per-
wakilan Daerah, DPD, Irman Gusman, in
Jayabuana (2016), explained that local gov-
ernments had not yet taken the initiative to
increase their locally-generated revenue to
be fiscally independent. There should be a
study on whether local governments consid-
er intergovernmental transfer as a substitute
for local revenue. This case also happened in
Ghana (Mogues & Benin, 2012) and Russia
(Yushkov, 2016). Such a case requires fur-
ther research as it relates to one of the goals
of decentralization, specifically regional fi-
nancial independence (Ikasari, 2015). More-
over, Indonesia is geographically and demo-
graphically rich in diversity. It is necessary to
test if fiscal decentralization could enhance
the local economy to become more financial-
ly independent. Based on the preceding ex-
planation, this study aims to explore the ef-
fect of fiscal decentralization on regional fi-
nancial independence and the effect of fiscal
decentralization on social welfare in the local
governments of Indonesia.

LITERATURE REVIEW

Research on the effect of fiscal decentraliza-
tion transfer funds on regional financial in-
dependence has been conducted previously
by Andriana (2020); Ginting, Hamzah, and
Sofildaet (2019); Masaki (2018); also
Mogues and Benin (2012). Andriana (2020)
discovered that the Special Allocation Fund
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(Dana Alokasi Khusus, DAK) had a signifi-
cant and positive effect on the regional finan-
cial independence of 150 cities in Indonesia.
In contrast, Revenue Sharing Fund (Dana
Bagi Hasil, DBH) and General Allocation
Fund (Dana Alokasi Umum, DAU) had no
significant effect. Ginting et al. (2019) tested
districts and cities in Indonesia and found
that fiscal decentralization funds only posed
a significant and positive effect on developed
regions. Developed regions are mostly on
Java Island, with a more stable local econo-
my and greater competitive labor. Masaki
(2018) discovered that the previous year's
transfers significantly and positively affected
the quarterly local revenue of Tanzania's dis-
tricts. However, Mogues and Benin (2012)
found that granting transfers to Ghana's dis-
tricts reduced the district's ability and urgen-
cy to generate revenue.

Additionally, Yushkov (2016) found that de-
centralization of government expenditure
negatively and significantly affects regional
economic growth. In contrast, decentraliza-
tion through intergovernmental transfer has
a positive and significant effect on regional
economic growth. This suggests that local
governments are being too dependent on in-
tergovernmental transfer. However, these
studies did not have a single conclusion.

Along with regional financial independence,
decentralization also aimed to improve the
distribution quality of public services to en-

sure that public welfare can be equally dis-
tributed. Indonesia is a welfare state. Hence,
it is reasonable that social welfare is a goal
for state and local governments. Not only
should the local government not only needs
to be financially independent, but it also
should successfully distribute services to
gain a certain level of social welfare (Noor,
2012).

Law Number 23 of 2014 concerning Local
Government specifies that social welfare is
better measured by the Human Development
Index (HDI). In 2018, United Nations Devel-
opment Program (UNDP) noted that Indone-
sia's HDI was categorized as high for the first
time after almost 30 years. UNDP also re-
ported that the HDI inequality in Indonesia
reached 17.4%, higher than the Asia and Pa-
cific regional inequality index, which was
only 16.6% (UNDP, 2019). This demon-
strates that besides having a slow increase in
HDI, Indonesia also has a national issue in
the form of regional HDI inequality. Those
issues need to be followed up.

Figure 1 shows the inequality of social wel-
fare between regions, in line with UNDP’s
statement. In 2020, according to the Central
Bureau of Statistics (Badan Pusat Statistik,
BPS), the national HDI was 71.94, as indicat-
ed by the orange line in the figure. However,
the regional HDI ranged from 31.55 to 86.61.
This significant range shows that social wel-
fare was not equally distributed. Fiscal de-
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Figure 1. District/City and National HDI in 2020
Source: BPS (2021a)
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centralization is expected to help all local
governments to promote social welfare pro-
grams (Rahmayati & Pertiwi, 2018; Sarkoro
& Zulfikar, 2016). Nevertheless, the data
shows that the synergy between the central
and local governments in achieving social
welfare is still questionable.

There are many studies on the effect of fiscal
decentralization funds on people's welfare.
However, the studies have not provided con-
clusive results. Fatimah and Priyono (2020),
Rahmayati and Pertiwi (2018), Sulaeman
and Andriyanto (2021), also Sulaeman and
Silvia (2019) find that only some types of
fiscal decentralization funds have a signifi-
cant and positive effect on regional social
welfare. Additionally, Yushkov (2016) dis-
covers that decentralization through inter-
governmental transfer has a positive and sig-
nificant effect on regional economic growth.
It needs to be considered because regional
economic growth builds regional social wel-
fare.

Meanwhile, Mendes, Ferreira, Abrantes, and
deFaria (2018) explained that union and
state transfer significantly and positively af-
fected the HDI. Siburian (2019) expressed
that fiscal decentralization successfully re-
duced regional income inequality in Indone-
sia. Thus, fiscal decentralization could im-
prove underdeveloped regions' local econo-
mies and welfare. Moreover, Ewetan, Mat-
thew, Babajide, Osabohien, and Urhie
(2020) unveiled that expenditure and reve-
nue decentralization significantly increased
economic development in the short and long
run. It also should be noted that economic
development is another measurement of
welfare (BPS, 2021b).

This study differs from previous studies as it
combines regional financial independence
and social welfare as research objects. This
study examines whether fiscal decentraliza-
tion affects regional financial independence

and social welfare in the same way. This
study also divides the variables of fiscal de-
centralization into DBH, DAU, Physical Spe-
cial Allocation Funds (Dana Alokasi Khusus
Fisik, DAK Fisik), and Non-Physical Special
Allocation Funds (Dana Alokasi Khusus Non
-Fisik, DAK Non-fisik). The variables have
rarely been used, despite the need to ensure
clarity of policy implementation for each
transfer type. This study collected data from
500 districts/cities throughout Indonesia to
establish more objective and thorough re-
search, which was rarely done before.

The preceding has led to this study on the
effect of fiscal decentralization on regional
financial independence and social welfare.
As written by Noor (2012) and BPS (2021a),
in decentralization, it is important to focus
on the ability of local governments to in-
crease local revenue and distribute the reve-
nue to improve social welfare. Regional fi-
nancial independence and social welfare are
the main objectives of fiscal decentralization.
This study examines the existence of con-
sistency and harmony between these two
main objectives. This study also examines
the effect of regional financial independence
on social welfare. This has to do with the fact
that the increase in locally-generated reve-
nue should increase the flexibility of regions
in carrying out public service expenditures,
thereby achieving social welfare (Rahmayati
& Pertiwi, 2018).

This study is based on the theory of fiscal
federalism. The theory refers to the division
of government functions and financial au-
thority among the lower levels of govern-
ment (Oates, 1972 in Martinez-Vazquez,
Lago-Pefias, & Sacchi, 2017; Slavinskaite,
2017). This theory relates to the concept of
geopolitics government management based
on the geographical aspect (Rosen, 1988). In
other words, the fiscal federalism theory ex-
plains that every level of government, both
central and unit, should manage its govern-
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ment. Fiscal federalism theory underlies the
transfers to regions to aid vertical and hori-
zontal fiscal imbalances so that every region
can do productive public spending
(Ejobowah, 2018). The head of local govern-
ments use these transfers to deliver their
best service to receive the public’s sympathy,
and as a result, they can be voted for again
(Slavinskaite, 2017). The public’s sympathy
also affects their tax compliance, thereby im-
proving local tax revenue. Moreover, the
transfers are needed to improve local public
facilities and human resources to enhance
the quality of collecting local revenues
(Masaki, 2018). On that account, fiscal de-
centralization and transfers can improve re-
gional financial independence.

Fiscal federalism is also claimed to improve
social welfare due to cost efficiency, time ef-
ficiency, and the higher suitability of services
to the needs of the people (Jha, 2012; Rosen,
1988; Yushkov, 2016). Local governments
are very well informed of local needs and
preferences and can provide appropriate
public goods and services (Jha, 2012; Slavin-
skaite, 2017). Fiscal federalism through in-
tergovernmental transfers also gives the local
government enough budget for more produc-
tive public spending (Ejobowah, 2018). Con-
sequently, fiscal decentralization can en-
hance regional social welfare.

RESEARCH METHOD

The data used in this study is 500 of
Indonesia's districts/cities that received
fiscal decentralization funds from 2016 to
2019. Data were obtained from DJPK and
BPS websites. Statistical processing was
carried out through a quantitative method
using multiple regression analysis of panel
data. Fiscal decentralization is a system that
transfers the authority from the government
at the national level to the local government,
including the transfer of planning,

government decision-making, administrative
authority, income, and spending also
resources (Ghuman & Singh, 2013;
Rondinelli, 1983 in Noor, 2012; Yushkov,
2016). In Indonesia, fiscal decentralization is
also followed by DBH, DAU, and DAK
intergovernmental transfers. In this study,
fiscal decentralization is proxied by the
actual amount of the DBH, DAU, and DAK
(physic and non-physic) the previous year.

Regional independence (RFI) is a parameter
used to measure the ability of local
governments to support their government
financing without external support (The
World Bank, 1994 in BPK, 2020). The actual
local revenue measures regional financial
independence. Social welfare shows people's
conditions that can adequately meet their
material and social needs (Gousario &
Dharmastuti, 2015). Social Welfare (KM) is
measured using the Human Development
Index (HDI). The following is the research
formula applied in the study.

LN_RFIi,t= o + p1.LN_DBHit +
B2. LN_DAUit + B3. LN_DAKP-1
iL,t-1 + p4. LN_DAKNPi,t + .
Control + e

KMi,t = a + B5. LN_KDit + $6. LN_DBHi,t
+ B7. LN_DAUi,t + 8. LN_DAKP
-1,t-1 + 9. LN_DAKNPit +Yy.
Control + € .ooeeevvveeeeeenns (2)

RESULT AND DISCUSSION

Classical assumption tests and improve-
ments were performed using the Chow,
Hausman, and Breusch-Lagan Lagrange
Multiplier (LM). The Random-Effect Model
is the most suitable for the two equations
used based on the test. In addition, the data
has 500 cross-sections and a 3-year time se-
ries. The number of cross sections (N) is
much larger than the number of time series
(1), so it is more optimal to be analyzed using
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the Random-Effect Model (Gujarati & Por-
ter, 2009). As the robustness checks and
classical assumption tests, the author per-
formed a multicollinear test, normality test,
heteroskedasticity test, and autocorrelation
test. The data has met such requirements
after some remedies using statistical as-
sumption features, such as Generalized Least
Squares (GLS). Those assumption features
also prevent endogeneity problems in the
regression. Regression results using the Ran-
dom Effects model are listed in Appendix 1.

Fiscal Decentralization and Regional
Financial Independence

Based on the tests conducted, DBH, DAU,
and the previous year’s Physical and Non-
Physical DAK significantly and positively af-
fect regional financial independence. This
result is in line with the theory of fiscal fed-
eralism. According to the theory, delegating
authority to local units will enhance fiscal
and service quality to meet people’s satisfac-
tion as local government needs to be re-
elected (Slavinskaite, 2017). These results
align with Ginting et al. (2019) and Masaki
(2018). Ginting et al. (2019) revealed that
transfer funds significantly and positively
affected regional financial independence in
developed districts/cities.

Meanwhile, Masaki (2018) researched the
Tanzanian government and concluded that
intergovernmental transfers encouraged lo-
cal governments to increase their regional
financial independence. Masaki (2018) wrote
that one benefit of transferring funds is to
improve the quality of local government ser-
vices, which can increase people’s satisfac-
tion and trust in the government. If people
feel satisfied and have greater trust, it would
lead to them voluntarily paying taxes. As a
result, tax compliance will be enhanced, thus
improving local tax collection. Therefore, it is
strengthening regional financial independ-
ence.

However, the results of this study are not in
line with Mogues and Benin (2012) also
Yushkov (2016). In Ghana, local govern-
ments have limited authority over local reve-
nue collection (Mogues & Benin, 2012).
Yushkov (2016) also stated that local units
do not have sufficient revenue to finance
their programs in Russia. As a result, they
depend on subsidies. Because of this, local
governments strongly depend on transfers
from the central government.

This study found that DBH significantly and
positively affected regional financial inde-
pendence. This is consistent with the theory
of fiscal federalism and Masaki's explanation
(2018). However, this result is not in line
with Andriana (2020), who reveals that DBH
has no significant effect on the following year
of regional financial independence. Andriana
(2020) explains that such a difference occurs
as DBH is mainly used for operating expens-
es. This effect occurs immediately in the year
concerned, not the following year. The result
indicates that local governments have imple-
mented DBH to improve the quality of public
service delivery and basic services. These
services significantly and positively affect
people's satisfaction and tax compliance.
Therefore, regional financial independence is
increased. Improvements in local govern-
ment services have also led people to prefer
government-provided services over private
sector services. It will increase the Other Lo-
cal Own-sourced Revenue (Lain-lain PAD
yang sah), particularly from Regional Public
Service Agency (Badan Layanan Umum Dae-
rah, BLUD). The improved locally-generated
revenue will strengthen regional financial
independence.

This study revealed that DAU significantly
and positively affected regional financial in-
dependence. It is consistent with the theory
of fiscal federalism and Masaki's research
(2018). Nevertheless, this result differs from
Andriana's (2020) finding that DAU does not
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significantly affect regional financial inde-
pendence the following year. This is presum-
ably because the benefits of DAU are directly
received in the same year. The majority of
DAU is used for personnel expenditure. In
line with Masaki (2018), this expenditure can
improve the performance and dedication of
employees in providing services to people.
This can affect people's satisfaction and tax
compliance. The personnel expenditure can
also increase employee income and expens-
es. It can enhance the regional economy as
people can pay regional taxes and levies. It
can also enhance the regional economy as
people spend more on local producers. As a
result, this will strengthen regional financial
independence.

This study also found that Physical and Non-
Physical DAK had a significant and positive
effect on regional financial independence. It
is in line with the theory of fiscal federalism
and an explanation by Masaki (2018). This
result is also in line with the results of Andri-
ana (2020), who finds that DAK has a signifi-
cant and positive effect on the following year
of regional financial independence. Andriana
(2020) emphasizes that local governments
have implemented DAK optimally for infra-
structure development and thus can encour-
age the regional economy. The improvement
of the regional economy will strengthen re-
gional financial independence.

Local governments have used the Physical
DAK to meet public expectations regarding
the quality of local government infrastruc-
ture, particularly in delivering their basic
services, such as education, health, roads,
and others. Ewetan et al. (2020) said that
local governments used decentralization
from the central government to develop their
infrastructure. People will feel more satisfied
with the government if there is adequate in-
frastructure development. Such satisfaction
will enhance people’s tax compliance,
strengthening regional financial independ-

ence.

The results of this study indicate that the
Non-Physical DAK has a significant and pos-
itive effect on regional financial independ-
ence. Non-Physical DAK is used to finance
school operations, health facilities, regional
civil servant allowances, and others. It
shows that the local governments have im-
plemented the Non-Physical DAK to im-
prove the quality of education, health, and
other public services. This improvement can
increase people's satisfaction and tax com-
pliance, strengthening regional financial in-
dependence.

In addition to examining the types of fiscal
decentralization funds, this study also uses
control variables in the previous year’s capi-
tal expenditure, size of the local government,
poverty rate, population number, and type
of the local government. Based on the test
results shown in Appendix 1, it was conclud-
ed that all of the control variables had a sig-
nificant effect on regional financial inde-
pendence. The previous year’s capital ex-
penditure had a significant positive effect as
improvements in the quality of buildings
and office equipment for basic services could
increase the citizen’s satisfaction and tax
compliance (Masaki, 2018).

The size of the local government has a signif-
icant and positive effect because larger re-
gions tend to have a good economy and hu-
man resource capacity to enhance regional
financial independence (Gomes, Alfinito, &
Albuquerque, 2013). The poverty rate has a
significant and negative effect as it prevents
people from being able to pay regional taxes
(Masaki, 2018; Mogues & Benin, 2012). The
population number has a significant positive
effect because a small population tends to be
followed by fewer potential taxable objects
(Gomes et al., 2013). The type of local gov-
ernment has a significant positive effect be-
cause cities tend to have a more developed
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economy and higher quality of human re-
sources than districts.

Based on the previous discussion, it can be
concluded that the implementation of fiscal
decentralization through the transfer of
DBH, DAU, and the previous year’s Physical
and Non-Physical DAK significantly in-
creased regional financial independence. Lo-
cal governments do not consider transfer
funds as a substitute for regional revenue.
However, data from BPK (2020, 2021) shows
that 90% of the districts/cities in Indonesia
are still experiencing a stagnant status of Not
Fiscally Independent. One might reasonably
suppose that the increase in the needs of lo-
cal government spending is faster and more
significant than the increase in regional reve-
nue. In addition, throughout 2018-2019,
many districts/cities still have not reached
the PAD target yet. Local governments are
expected to improve the quality of regional
services and enhance innovations and super-
vision of the local revenue collection process.
Thus, such actions can further strengthen
regional financial independence. The central
government plays an important role in
providing assistance and training to local
governments to enhance the economy and
improve the quality of regional services.

Fiscal Decentralization and Social
Welfare

Fiscal federalism theory explains that dele-
gating authority to lower government units
will increase social welfare (Rosen, 1988). By
delegating authority, public services are
more efficient and reasonably meet people's
needs (Jha, 2012). Ejobowah (2018) also
stated that fiscal federalism through inter-
governmental transfers gives local units
enough budget to carry out more appropriate
public spending. Mendes et al. (2018) found
that transfers from the federal and state gov-
ernments significantly and positively affected
social welfare. The transfer funds play a sig-

nificant role as the available amount of
transfer funds is far greater than the funds
that local units can provide. Transfer funds
usually have specific goals and thus can di-
rectly improve the quality of education and
public health. Siburian (2019) found that
fiscal decentralization significantly reduced
regional income inequality. More efficient
public service and goods could be provided
because of fiscal decentralization. It can off-
set unequal income distributions (Siburian,
2019).

Moreover, Ewetan et al. (2020) conclude
that fiscal federalism can enhance Nigeria's
economic development in both the short and
long run. Fiscal federalism pushes local gov-
ernments to be able to spend more on infra-
structure. It will enhance the regional econo-
my (Ewetan et al., 2020). However, the re-
sults of Massardi and Abrantes (2015) are
different. Massardi and Abrantes (2015) find
that transferring funds significantly and neg-
atively affects social welfare. It is because
transfers reduce disparities between regions,
so regions with low socio-economic develop-
ment will receive larger transfer funds.

As previously mentioned, the implementa-
tion of the DAU and Non-Physical DAK is in
line with the theory of fiscal federalism and
the research of Mendes et al. (2018). Howev-
er, DBH and Physical DAK implementation
still needs to be further explored as they are
inconsistent with the theory and research.
This study concludes that DBH does not sig-
nificantly affect social welfare. This result is
in line with the research by Fatimah and Pri-
yono (2020) also Rahmayati and Pertiwi
(2018) conducted in districts/cities in Cen-
tral Java Province. According to Rahmayati
and Pertiwi (2018), this effect occurs due to
restrictions on the use of Tobacco Excise
DBH, Reforestation Fund DBH, and 25% of
DBH for infrastructure. Regions are not en-
tirely free to use DBH according to the needs
and preferences of the people. Nonetheless,
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these results do not align with Sulaeman and
Silvia (2019), which explains that DBH has
balance features as not all funds have usage
restrictions. In light of this, DBH significantly
and positively affects regional financial inde-
pendence.

There are inconsistencies and asynchronous
results because DBH has a significant and
positive effect on regional financial independ-
ence in the previous equation. The insignifi-
cant effect in the second equation occurs giv-
en that DBH is partly used in public service
function spending, as previously explained.
This spending can indeed increase the citi-
zen's satisfaction and tax compliance. Howev-
er, this spending is focused on the effective-
ness of public services and bureaucracy,
which are not directly related to the people's
social and economic welfare. This is presuma-
bly the cause of Indonesia's inequality and
slow improvement of social welfare.

This study also learned that DAU significantly
and positively affected social welfare. These
results align with the theory of fiscal
federalism and the result of Fatimah and
Priyono (2020) also Sulaeman and Silvia
(2019). The most significant portion of the
DAU is used for personnel expenditure,
increasing employee consumption, and
improving the regional economy (Sulaeman &
Silvia, 2019). Moreover, DAU is also a transfer
utilized to improve public service quality and
enhance people's welfare (Ewetan et al.,
2020). However, the results of this study are
not in line with Rahmayati and Pertiwi
(2018), who conclude that the DAU does not
significantly affect the social welfare of the
districts/cities in Central Java Province.

The fiscal decentralization policy through
DAU transfers has been improving social
welfare effectively. Local governments have
effectively used the DAU for personnel
expenditure and another spending to improve
the quality of education, health, and the

economy according to the needs and
preferences of the people. Improving the
quality of education, health, and the
economy will also improve social welfare.
Therefore, DAU has a significant and
positive effect on social welfare. This is
synchronous with the previous equation
results, which explain that DAU has also
succeeded in having a significant and
positive influence on regional financial
independence.

This study also found that Physical DAK had
a significant negative effect, in contrast to
Non-Physical DAK, which had a significant
and positive effect on social welfare.
Fatimah and Priyono (2020), Rahmayati
and Pertiwi (2018), also Sulaeman and Silvia
(2019) found that DAK did not have a
significant effect on social welfare. Sulaeman
and Silvia (2019) reveal that the
implementation of DAK in Indonesia still
needs to be explored further as there are
problems from the reporting to the spending
of the funds. Based on the Work Visit Report
of the State Financial Accountability Agency
(Badan Akuntabilitas Keuangan
Negara, BAKN) to Central Java Province in
2016, it was discovered that there were
problems in the allocation and realization of
DAK. Some regions did not apply for DAK
but received additional DAK. On the
contrary, some regions submitted project
proposals but did not receive additional
DAK allocations.

Physical DAK has a significant negative ef-
fect due to the problems associated with im-
plementing Physical DAK in the regions
(Sulaeman & Silvia, 2019). The 2018 Central
Government Financial Reports (Laporan
Keuangan Pemerintah Pusat, LKPP) showed
that the actual Physical DAK in 2018 de-
creased since several local governments did
not meet the administrative requirements
for the distribution of Physical DAK. These
unmet requirements were delays in submit-
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ting reports on the use of funds, contract
synchronization problems, land certificate
ownership issues, and many others. It
showed that the local government's commit-
ment to fulfilling the project proposals was
still not optimal. Moreover, the local govern-
ment had a limited number of qualified hu-
man resources to implement self-managed
development projects in the regions. Admin-
istrative problems arising from the transition
of regional leaders can also cause delays in
the distribution of Physical DAK due to the
postponed decisions made by local govern-
ments (Kementerian Pendidikan dan Ke-
budayaan, 2019). LKPP 2019 also showed
several contractual problems in regional pro-
jects, which caused the Physical DAK to be
undistributed.

Based on the previous equation test, Physical
DAK significantly and positively affects re-
gional financial independence. However,
Physical DAK significantly and negatively
affects social welfare in the second equation.
It is because a decrease in the actual Physical
DAK can interfere with the implementation
of local revenue collection, although it statis-
tically still can improve social welfare. This
suggests that for the period tested, local gov-
ernments use more portion of the Physical
DAK to improve local tools and human re-
sources to collect local revenue instead of
directly improving social welfare.

The test results show that the Non-Physical
DAK significantly and positively affects social
welfare. Implementing the Non-physical
DAK transfer policy has been effectively en-
hancing social welfare. It is in line with the
previous equation test results in which the
Non-Physical DAK significantly and positive-
ly affects regional financial independence.
Regional governments have effectively used
Non-physical DAK to improve education,
health, and financial services. These im-
provements enhance regional financial inde-
pendence and social welfare.

Similar to the first equation, the second also
examines social welfare control variables.
The results show that all control variables
significantly affect social welfare. The previ-
ous year's capital expenditure had a signifi-
cant negative effect as it was aligned with the
Physical DAK described previously. The size
of the local government has a significant pos-
itive effect because larger regions have ade-
quate economic and human resource capaci-
ty (Gomes et al., 2013). The poverty rate has
a significant and negative effect as it hinders
the people's economic capability to achieve a
state of welfare. The Population has a signifi-
cant and negative effect due to limited em-
ployment opportunities, thereby increasing
the inequality of social welfare (Kim & Sam-
udro, 2017). The type of local government
has a significant positive effect because ur-
ban areas tend to be the center of socio-
economic development, thus allowing them
to have improved welfare (Sulaeman & An-
driyanto, 2021).

The preceding explanation shows that imple-
menting fiscal decentralization policies in
the form of DAU and Non-Physical DAK has
effectively improved social welfare. However,
DBH and Physical DAK still require further
explanation. It is necessary to strengthen the
commitment of local governments in carry-
ing out the projects’ administrative regula-
tions for the distribution of funds to run suc-
cessfully. The role of the central government
is also needed to supply training related to
the planning process and project supervision
so that local governments will be more pre-
pared to carry out a project.

Regional Financial Independence and
Social Welfare

This study result showed that regional finan-
cial independence significantly and positive-
ly affected social welfare. This is in line with
the theory of fiscal federalism, which ex-
plains that the delegation of authority to lo-
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cal units can increase economic efficiency
and achieve social welfare (Jha, 2012; Rosen,
1988). The results of this study also align
with Mendes et al. (2018), Rahmayati and
Pertiwi (2018), also Sulaeman and Silvia
(2019). Sulaeman and Silvia (2019) ex-
plained that regional financial independence
made the regions directly determined the
allocation of productive spending for social
and economic services. This will facilitate the
distribution of services, hence improving so-
cial welfare.

CONCLUSION

This study finds that fiscal decentralization
successfully increases regional financial in-
dependence. The urgency of local govern-
ments in collecting local revenues has not
decreased even though they have received
transfer funds. This is consistent with the
theory of fiscal federalism. This study also
finds that the transfer policy of the DAU and
Non-Physical DAK has succeeded in enhanc-
ing social welfare. However, implementing
DBH and Physical DAK still needs further
evaluation. It shows a mismatch between re-
gional financial independence and social wel-
fare for DBH and Physical DAK. This needs
to be further explored. This study also con-
cludes that regional financial independence
has improved social welfare. Regional gov-
ernments have used their revenue for pro-
ductive spending to enhance social welfare.
Regional financial independence and social
welfare are important elements in fiscal de-
centralization. It is expected that the regional
government will continue to maximize the
use of transfer funds in order to improve re-
gional financial independence and social wel-
fare.

The local government is expected to continue
innovation and maintain supervision regard-
ing collecting local own-source revenue. It is
also expected to increase commitment to im-

plementing regional projects so physical
DAK can be better disbursed and optimize
transfer funds and regional financial inde-
pendence to improve social welfare. At the
same time, the central government is ex-
pected to increase training for local govern-
ments. The training should be related to the
innovation and supervision regarding col-
lecting local own-source revenue and the
planning, implementation, and supervision
of projects in the regions.
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APPENDIX

Appendix 1. Regression Results Using Eviews

Variable Equation I: KD Equation Il: KM

LN_KD 0.0757*
(0.0949)

LN_DBH 0.0529* 0.1124
(0.0385) (-0.0657)

LN_DAU 0.0005*** 0,0000%***
(0.5139) (5.0417)

LN_DAKF_1 0.0784* 0.0000***
(0.0446) (-0.2340)

LN_DAKNF 0.0030*** 0.0000***
(0.1253) (1.0394)

LN_BM_1 0.0014*** 0.0127**
(0.1278) (-0.1554)

LN_UKURAN 0.0017*** 0.0000***
(0.1037) (0.4908)

PPMISKIN 0.0000*** 0.0000***
(-3.6729) (-35.8524)

JPEND 0.0000*** 0.0000***
(0.0007) (-0.0017)

JEN 0.0000*** 0.0000***
(0.5962) (6.0055)

C 0.4926 0.0000***
(-0.0643) (-95.3958)

Observations 1.5000 1.5000
R? 0.5395 0.6991
Adj. R? 0.5367 0.6971
Prob. F stat. 0.0000 0.0000

* *¥x *x* shows the significance with the alpha sequentially being 10%, 5%, and 1%
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