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Abstract

This study is relevant because it examines the determinants of corruption in local gov-
ernments that have a negative impact on the success of sustainable development. This 
study aims to examine the effect of New Public Management (NPM), as measured by 
fiscal decentralization, financial reporting quality and independent audits, on the level 
of corruption. The sample consisted of 433 local governments in Indonesia based on 
data from 2011–2017. PLS-SEM was used as a data analysis technique. The results test 
shows that fiscal decentralization positively affects corruption with a path coefficient 
of 0.19 and a p-value of 0.004. The quality of financial reporting has a negative effect 
on the level of corruption with a coefficient of –0.26 and a p-value < 0.001. Hypotheses 
testing results also show that audit finding positively affects corruption with a coef-
ficient of 0.10 and a p-value < 0.10. On the other hand, follow-up audit results have 
no significant effect on corruption with a p-value > 0.10. This study concludes that the 
NPM mechanism in the form of fiscal decentralization positively affects corruption. 
These results imply that fiscal decentralization needs to be balanced with good gover-
nance, among others, by increasing the quality of financial reports and independent 
audits.
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INTRODUCTION 

Based on a survey conducted by the Association of Certified Fraud 
Examiners (ACFE), corruption ranks first among fraud schemes 
that occur in Asia Pacific with a percentage of 51% (ACFE, 2021). 
Meanwhile, the ACFE Indonesia Chapter in the 2019 Indonesia 
Fraud Survey Report also shows that the most common type of 
fraud in Indonesia is corruption with a percentage of 64.4% of cases 
(ACFE Indonesia, 2020). Based on the ACFE Indonesia 2020 report, 
167 respondents, or 69.9%, stated that corruption was the most det-
rimental act in Indonesia. Government organizations are the insti-
tutions that suffer the most because of the fraud (ACFE Indonesia, 
2020). To overcome the problem of corruption, governments in var-
ious countries have carried out public sector reforms known as New 
Public Management (NPM), including fiscal decentralization, the 
application of accrual-based accounting, and the implementation 
of independent audits. However, research results indicate that the 
effectiveness of the NPM mechanism is still a debate and an impor-
tant research question (Changwony & Paterson, 2019). The practice 
of decentralization in Indonesia after 15 years of implementing re-
gional autonomy and fiscal decentralization has caused many prob-
lems in the regions, one of which is the increasing level of corruption 
(Boolaky et al., 2018; Sylvia et al., 2018). 
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Previous research on the effect of fiscal decentralization on corruption have obtained mixed evidence. 
Studies that provide evidence of a negative effect of fiscal decentralization on the level of corruption in-
clude Fisman and Gatti (2002a), Fan et al. (2009), Ivanyna and Shah (2010), and Gurgur and Shah (2014). 
In contrast, the results of other studies actually provide empirical evidence that fiscal decentraliza-
tion actually increases corruption (Triesman, 2000; Fisman & Gatti, 2002b; Saputra, 2012; Shon & Cho, 
2019; Ulum et al., 2019). To explain the inconsistency of previous research, it is important to analyze 
other NPM mechanisms besides fiscal decentralization. 

1. LITERATURE REVIEW

Agency theory describes a contract between a prin-
cipal that asks an agent to do work on his behalf, 
which includes the giving of some decision-mak-
ing authority to the agent (Jensen & Meckling, 
1976). Local government in the context of fiscal 
decentralization is basically a contractual relation-
ship between agents and principals (Zimmerman, 
1977). This contractual relationship is manifestly 
embodied in various regulations in the govern-
ment sector, including in Law Number 32 of 2004 
and 33 of 2004. These two laws and their elabora-
tion or regulatory derivatives to the technical level 
are the basis of legitimacy for fiscal decentraliza-
tion for local governments in Indonesia.

The NPM mechanism is designed to fulfill the 
principles of good governance in agency relations 
in government organizations (Fisman & Gatti, 
2002a; Fan et al., 2009; Changwony & Paterson, 
2019; Saputra, 2012; Boolaky et al., 2018; Harun 
et al., 2015; Sylvia et al., 2018; Shon & Cho, 2019; 
Ulum et al., 2019; Ratmono et al., 2021). The NPM 
mechanisms include, among others, decentral-
ized budget management, financial reporting, 
accrual accounting and independent auditing 
(Changwony & Paterson, 2019; Jeppesen, 2019; 
Ulum et al., 2019; Ratmono et al., 2021; Furqan 
et al., 2020; Hamed-Shidom et al., 2022; Lino et 
al., 2022). Indonesian government has developed 
various NPM mechanisms with the aim of re-
ducing corruption in government organizations 
by increasing transparency and accountability in 
budget management. However, after more than 
10 years, there are some criticisms between the 
implementation of NPM in Indonesia. Prabowo 
et al. (2017) analyze whether public sector re-
form in Indonesia is consistent with NPM prin-
ciples. Empirical data from Prabowo et al. (2017) 
show that public sector reform in Indonesia is 
incompatible with NPM’s philosophy. Harun et 

al. (2020) criticize that the determinants of NPM 
adoption, including the budgeting and reporting 
system in Indonesia, are due to pressure from co-
ercive international financial agencies and the de-
sire to imitate developed countries. Several stud-
ies also show that the effectiveness of NPM im-
plementation in Indonesia is still limited (Harun 
& Robinson, 2010; Boolaky et al., 2018; Harun et 
al., 2015; Sylvia et al., 2018). Therefore, it remains 
an important research question whether the im-
plementation of NPM can achieve the goals of 
public sector reform in Indonesia, especially in 
reducing the occurrence of corruption. Data from 
the Corruption Eradication Commission (Komisi 
Pemberantasan Korupsi / KPK) and Indonesian 
Corruption Watch (ICW) show an increase in 
the number of corruption cases and losses to lo-
cal governments in Indonesia during 2014–2019 
(ICW, 2019; KPK, 2020).

Government regulations related to fiscal decen-
tralization are the legal basis for a contractu-
al relationship between principals and agents 
(Zimmerman, 1977; Malagueno, 2010; Liu & Lin, 
2012; Atuilik, 2016; Jeppesen, 2019). In this con-
tractual relationship, the executive is given the au-
thority to make fiscal decisions by the principal to 
carry out the actions or activities necessary to ful-
fill the wishes of the principal (legislative / people). 
This authority makes executives have discretion-
ary power or freedom of action. Therefore, the ac-
tivities carried out by the executive cannot always 
be observed by the legislative / the people (as the 
principal), resulting in information asymmetry. 
By assuming that both parties will maximize their 
utility, it can be predicted that the executive will 
not always behave in the interests of the principal 
(Jensen & Meckling, 1976).

Apart from being able to be explained by agency 
theory, the effect of fiscal decentralization on cor-
ruption can also be approached by using the the-
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ory of fraud triangle theory (Cressey, 1953), which 
consists of pressure, opportunity, and rationaliza-
tion. High political costs resulting in high-cost re-
covery are a strong pressure to commit corruption. 

In terms of the fraud triangle theory, the oppor-
tunistic behavior of the executive and legislature 
can be explained through three points of view such 
as pressure, perceived opportunity, and rationali-
zation (Cressey, 1953). First, the pressure point of 
view. It is common knowledge that in the context 
of politics in Indonesia, the executive requires high 
political costs. Therefore, cost recovery by the ex-
ecutive and legislature is a necessity and a strong 
pressure to commit corruption through the budget. 
Second, the perspective of perceived opportuni-
ty. The regional head and all the bureaucracy have 
the authority to compile and implement the budget 
based on laws and regulations governing region-
al finances in Indonesia. Therefore, executives be-
come very aware (have general information) and al-
so have expertise (technical skills) regarding public 
sector budgets that are a requirement for perceived 
opportunities. Two conditions that are parts of the 
opportunity in the fraud triangle have been ful-
filled, so that the opportunity to commit corrup-
tion becomes an easy thing. Third, the point of view 
of rationalization. In the pre-decentralization era, 
corruption occurred at the level of the central elite, 
and when fiscal decentralization occurred, the cor-
rupt behavior of the central elite became a justifica-
tion for the local elites to take the same action. In 
the end, this corrupt behavior becomes a kind of 
snowball, which inspires legislators and executive 
officials in other regions to do the same.

Several previous studies have shown empirical ev-
idence that fiscal decentralization positively affects 
corruption. Saputra (2012) and Ulum et al. (2019) 
provide empirical evidence that decentralization 
will increase the level of corruption in local govern-
ment in Indonesia. Albornoz and Cabrales (2013) 
and Shon and Cho (2019) also show that decentral-
ization positively affects the level of corruption. In 
the sample of local government in Indonesia, Maria 
et al. (2021) show that independence in financial 
management increases the amount of corruption.

Corruption is an executive opportunistic act in 
local governments that is detrimental to the prin-
cipal (the community), therefore, the principal is 

involved in various forms of supervision of their 
agents. The literature on delegation of authority 
identifies four main measures by which principals 
can limit or reduce agency loss: contract design; 
screening and selection mechanisms; monitor-
ing and reporting requirements; and institutional 
checks (Malagueno, 2010; Liu & Lin, 2012; Atuilik, 
2016; Jeppesen, 2019; Furqan et al., 2020; Hamed-
Shidom et al., 2022; Lino et al., 2022). Monitoring 
and reporting force executives to share with the 
legislature and the public information they may 
not have obtained. Law Number 32 of 2004 re-
quires regional heads to provide accountability re-
ports to the legislative, which have been examined 
by the Audit Board of the Republic of Indonesia 
(in the Indonesian context, it is known as the 
Badan Pemeriksa Keuangan, hereinafter abbrevi-
ated as BPK). 

The most important NPM mechanisms in reduc-
ing the level of corruption are the transparency 
and accountability of good financial reporting. 
Empirical evidence of research at the cross-coun-
try level shows that good quality financial state-
ment that have been prepared according to ac-
counting standards can reduce the level of cor-
ruption (Atuilik, 2016; Malagueno et al., 2010; 
Hameed-Shidom et al., 2022). In the Indonesian 
context, financial statement qualities of govern-
ment are reflected in BPK’s audit opinion. If the 
BPK gives an unqualified opinion, the region-
al government’s financial reporting shows that 
it complies with accounting standards and there 
are no material misstatements. In the Indonesian 
context, Furqan et al. (2021) provide empirical ev-
idence that financial statement quality positively 
affects public services.

According to the State Financial Audit 
Standards, auditors must examine the inter-
nal control and design audit programs (Ulum 
et al., 2019). The auditing standard also re-
quires an examiner to report fraud and devi-
ation from statutory provisions to the compe-
tent authority in accordance with the applica-
ble provisions of BPK.

Audit reports by the Supreme Audit Board are 
more precisely the findings of an examination of 
financial reporting weaknesses. Therefore, the 
more findings or detection of irregularities, the 
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greater the incidence of corruption. The main 
objective in the audit of the local government 
sector is to test whether budget management is 
in accordance with regulations and conclude 
whether there are material misstatements in fi-
nancial reporting (Malagueno et al., 2010; Liu 
& Lin, 2012; Jeppesen, 2019; Lino et al., 2022). 
Liu and Lin (2012) and Kurniawati and Pratama 
(2021) show that irregularities detection posi-
tively affects corruption.

The number of irregularities detected in gov-
ernment auditing is a ref lection of how many 
violations there are in the local government 
bureaucracy. However, an audit report that ex-
poses this impropriety is not effective enough 
to deter corruption. Therefore, detecting irreg-
ularities in government auditing is only the first 
step that results in several recommendations for 
improvement by the auditors and a very impor-
tant second step is to hold local governments 
accountable for making corrections and imple-
menting improvements as recommended by the 
auditors (Aikins, 2012; Liu & Lin, 2012).

Corruption is an opportunistic behavior of lo-
cal government executives, therefore, from the 
perspective of agency theory to reduce this, it 
is monitored by auditors of BPK. The auditee is 
obliged to follow up on the recommendations as 
stated in the management letter. Furthermore, 
they are also responsible for reporting on the 
status of the follow-up to the recommendations 
from the BPK audit results.

Government audits will only work as a deterrent 
to corruption if recommendations for follow-up 
corrections to abuse in the process of receiving 
and disbursing funds are carried out entire-
ly (Malagueno et al., 2010; Aikins, 2012; Liu & 
Lin, 2012; Jeppesen, 2019; Lino et al., 2022). If 
not done, government audits will be useless. Liu 
and Lin (2012) show that post-audit rectifica-
tion positively affects corruption, which implies 
if auditees follow up on recommendations based 
on government audit findings, the level of cor-
ruption will decrease. Kurniawati and Pratama 
(2021) conducted research on provincial local 
governments in Indonesia and the result was 
that audit rectification had a negative impact on 
corruption.

2. AIMS AND HYPOTHESES

This study aims to analyze the effect of the New 
Public Management (NPM) mechanism as meas-
ured by fiscal decentralization, financial report-
ing, and the implementation of independent au-
dits on the level of corruption of Indonesian local 
governments.

Based on the literature review, this study proposed 
hypotheses:

H1: Fiscal decentralization positively affects the 
level of corruption at local governments.

H2: Financial reporting quality negatively affects 
the level of corruption at local governments.

H3: The finding of the audit positively affects the 
level of corruption at local governments.

H4: Follow-up on the recommendations of the 
audit results negatively affects the level of 
corruption at local governments.

3. METHODS

All local governments in Indonesia were the popu-
lation of this study. Sampling was carried out pur-
posively between 2011 and 2017. The dependent/
endogenous variable is the level of corruption. The 
measurement of corruption (CORP) in this study re-
fers to the real measurement that has been done. The 
corruption level in this study uses real losses due to 
corruption cases according to the final decision of 
the court. The formula for measuring the fiscal de-
centralization (FD) variable is developed into three 
indicators, namely fiscal decentralization (DFORI), 
fiscal decentralization per population (DFPOP), and 
fiscal decentralization per area (DFAREA).

Financial statement quality is measured by the 
Indonesia Supreme Audit Agency data. Audit 
findings are measured by using two indicators, 
namely findings of systems weaknesses and the 
number noncompliance findings. Follow-up rec-
ommendations for audit results are measured by 
the total rupiah value of findings that have been 
followed up by the regional government in audits 
conducted by the BPK for periods t and t-1.
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Data analysis in this study used a Partial Least 
Square Structural Equation Model (PLS-SEM) ap-
proach. The software used is Warp PLS 7.0 (Kock, 
2020). This study used PLS-SEM because the meas-
urement of fiscal decentralization variables uses four 
formative indicators (Hair et al., 2017; Kock, 2020). 
Using PLS, one can obtain the results of hypothesis 
testing simultaneously and minimize measurement 
and structural errors (Hair et al., 2017).

4. RESULTS

The study population consisted of 514 local govern-
ments in Indonesia. The final sample consisted of 
433 local governments. Table 1 presents descriptive 
statistics for each research variable. On average, the 
value of corruption is at a moderate level with an av-
erage loss value of IDR 1,723,966,769.19. Overall, the 
level of fiscal decentralization in Indonesia is relative-
ly large, as indicated by the average magnitude of the 
three indicators. Descriptive statistics also show that 
there is still a fair amount of evidence about internal 
control weaknesses and non-compliance with laws 
and regulations, as well as the audit results of BPK. 
Meanwhile, the follow-up examination results were 
still mixed for periods t and t-1. The financial state-
ments of local governments (untabulated) show that 
most are given unqualified (65.6%), qualified (15.8%), 
unqualified with explanatory paragraphs (6.6%), ad-
verse (0.5%), and disclaimer opinion (11.5%).

This study used latent/unobserved variables and 
was measured using formative/index indicators. 
Analysis of the measurement model can be uti-

lized from the feasibility of the formative indicator 
by looking at the significance value of weight and 
co-linearity (variance inflation factor/VIF). The 
result of the measurement model using WarpPLS 
7.0 in Table 2 shows that p-value for weight signifi-
cance of all indicators of formative variables < 0.001 
and co-linearity of all formative indicators shows 
VIF value < 3.3. Thus, the measurement model has 
fulfilled the criteria for formative constructs.

Table 2. Measurement model evaluation

Indicators p-value VIF

DF_ORI < 0.001 1.348

DF_POP 0.004 1.012

DF_AREA < 0.001 1.345

OPN-T < 0.001 1.882

OPN_T-1 < 0.001 1.882

IC_T < 0.001 1.006

NC-T < 0.001 1.006

Follow-T < 0.001 1.058

Follow_T-1 < 0.001 1.058

CORP < 0.001 0.000

Figure 1 presents the WarpPLS 7.0 output for the 
structural model test results. 

Table 3 shows the hypothesis testing results based 
on the structural model. The result of this study 
provides empirical evidence that H1 is accepted, 
with the coefficient 0.19 and p-value 0.004. H2 is ac-
cepted with the coefficient of quality of financial re-
porting –0.26 and significant with p-value < 0.001. 
H3 is also accepted with the coefficient of audit 
findings 0.10 and p-value 0.095 (< 0.10). Meanwhile 
H4 is not accepted due to p-value 0.435 (> 0.10).

Table 1. Descriptive statistics

Variables Minimum Maximum Mean Std. deviation
Corruption level 2,102,700.00 45,000,000,000.00 1,723,966,769.19 4,989,701,438.54

DF_ORI 289,067,291,956.00 3,960,156,650,321.00 965,018,371,079.14 729,958,726,076.32

DF_POP 687,234.00 18,945,114.00 2,683,763.96 2,717,136.43

DF_AREA 27,014,223.00 23,618,754,997.00 2,101,868,926.50 3,881,701,951.51

Internal control findings 1.00 27.00 9.92 4.24

Noncompliance findings 29,600,000.00 114,143,940,000.00 5,512,408,304.09 10,910,018,763.09

Follow-up audit t 1,840,000.00 7,913,350,000.00 1,169,809,101.80 1,612,806,388.26

Follow-up audit t-1 2,030,000.00 38,537,120,000.00 1,634,561,976.74 4,391,932,422.78

Table 3. Hypothesis testing results

Path Hypothesis Coeff. p-value Conclusion

Fiscal decentralization → Corruption + 0.19 0.004 Supported
Quality of financial report → Corruption - –0.26 <0.001 Supported
Audit findings → Corruption + 0.10 0.095 Supported
Follow-up of audit results→ Corruption - –0.01 0.435 Not supported
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5. DISCUSSION

The result of this study provides empirical evi-
dence that Hypothesis 1 is supported. Test re-
sults of Hypothesis 1 in this study support the 
agency theory. The results of the study support 
Prud’homme’s (1995) argument that corruption 
in developing countries is more common at the 
local government level than at the national level. 
This is because executives in local governments 
are often pressured to comply with the demands 
of their political groups. With the existence of 
greater public financial management authority 
after the era of fiscal decentralization, the behav-
ior of economic rent will increase. The findings 
of this study also support Cressey’s (1953) fraud 
triangle theory, namely that fiscal decentraliza-
tion is a fraud risk factor, namely opportunity. 
Fiscal decentralization provides greater opportu-
nities for executives to engage in corruption in 
the management of public finances by handing 
over autonomy from the central government to 
local governments.

The results of this study support Shon and Cho 
(2019), Ulum et al. (2019), Maria et al. (2019), 
Yanto and Adrison (2020), and Ratmono et al. 
(2021) who provide empirical evidence that fis-
cal decentralization positively affects corruption. 
The results of the PLS-SEM test also provide sup-
port for Hypothesis 2, namely that good quality 
financial statements will reduce the occurrence 
of corruption. This finding supports agency the-
ory that financial statements can reduce informa-

tion asymmetry between principals and agents 
in organizational management. This finding sup-
ports previous research, including Atuilik (2016), 
Malagueno et al. (2010), and Hameed-Shidom et 
al. (2022), which shows that the high quality of 
government financial reports can reduce the lev-
el of corruption.

Furthermore, this finding also supports the fraud 
triangle theory that fraud can be reduced by lim-
iting opportunities, among others, by practic-
ing transparency and accountability in financial 
statements that are presented in accordance with 
accounting standards. The empirical evidence 
from the results of this study also shows the im-
portance of the role of financial audits, indicated 
by their negative influence on the level of corrup-
tion. The results of this study also support the ar-
gument of Liu and Lin (2012), which states that 
the fundamental purpose of financial auditing 
is to supervise, guarantee, and support govern-
ment accountability, which is an important insti-
tutional part of modern government governance.

The test results show support for Hypothesis 3 
that the number of audit findings has a positive 
effect on the level of corruption. The more the fi-
nancial audit findings in the form of weaknesses 
in the internal control system and non-compli-
ance with laws, the greater the level of corruption. 
These results support the fraud triangle theory 
argument that weaknesses in internal control are 
an opportunity factor that can lead to fraud. In 
addition, this result supports Liu and Lin (2012) 

Figure 1. Structural model results

Corrupti

on(F)1i

Fis_des 

(F)3i

Audit_op 

(F)2i

Findings 

(F)2i

Follow 

(F)2i

 = 0.19

(P < 0.1)

 = -0.26

(P < 0.1)

 = 0.10

(P = 0.09)

 = -0.01

(P = 0.44)

R2 = 0.10
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who show that the detection of irregularities has 
a significant positive effect on corruption. The re-
sults of this study also support Kurniawati and 
Pratama (2021) who show that irregularities pos-
itively affect corruption.

The empirical evidence of the results of this study 
does not show support for Hypothesis 4 that the 
follow-up of audit negatively affects corruption 
in local governments. This finding is probably 
due to the low follow-up of examination results 
as shown in descriptive statistics. The not yet op-

timal failure to follow up the findings of audits 
requires the evaluation in financial management 
in Indonesia because as Liu and Lin (2012) argue 
financial audits will only work as a deterrent to 
corruption if recommendations for follow-up 
corrections to abuse in the process of receiving 
and disbursing funds are carried out entirely. If 
not done, financial audits will have little use in 
government governance. Future research can 
further explore the optimization of follow-up au-
dit results and their effect on corruption in gov-
ernment organizations.

CONCLUSION

The purpose of this study is to examine the impact of the New Public Management variables, name-
ly fiscal decentralization, quality of financial statement, audit findings, and audit follow-up on the 
level of corruption. The results of this study provide empirical evidence that fiscal decentralization 
positively affects corruption. Financial audits in the form of providing opinions on financial reports 
have a negative effect on the level of corruption. Meanwhile, weaknesses in the internal control sys-
tem and non-compliance with laws and regulations tend to increase the level of corruption. These 
results provide support for the agency theory and the fraud triangle theory. According to the fraud 
triangle theory, fiscal decentralization provides an opportunity for corruption in local governments 
in Indonesia. Meanwhile, financial statement and audits act as deterrent factors that reduce oppor-
tunities for corruption. Furthermore, the results of this study show that the NPM mechanism in 
Indonesia in the form of fiscal decentralization can actually increase corruption. The results of this 
study imply that fiscal decentralization in local governments in Indonesia needs to be controlled by 
other NPM mechanisms, namely by improving the quality of financial reports and auditing financial 
management through independent audits.

This study has limitations in measuring fiscal decentralization and corruption based on various prox-
ies. In this study, an attempt was made to measure corruption using the best approach, namely the 
total level of losses caused by fraud. Corruption is a complex phenomenon that can provide future 
research opportunities to add variables such as political costs, culture, financial performance, pol-
itics variables, etc. When measuring variables, of course, the availability of data must be taken into 
account.
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