
“Factors influencing budget allocation, financial performance, and public welfare
in Indonesian district and municipal governments”

AUTHORS

Adnan

Mirna Indriani

Darwanis

Syukriy Abdullah

ARTICLE INFO

Adnan, Mirna Indriani, Darwanis and Syukriy Abdullah (2025). Factors

influencing budget allocation, financial performance, and public welfare in

Indonesian district and municipal governments. Public and Municipal Finance,

14(3), 105-116. doi:10.21511/pmf.14(3).2025.08

DOI http://dx.doi.org/10.21511/pmf.14(3).2025.08

RELEASED ON Thursday, 02 October 2025

RECEIVED ON Tuesday, 08 July 2025

ACCEPTED ON Monday, 15 September 2025

LICENSE

 

This work is licensed under a Creative Commons Attribution 4.0 International

License

JOURNAL "Public and Municipal Finance"

ISSN PRINT 2222-1867

ISSN ONLINE 2222-1875

PUBLISHER LLC “Consulting Publishing Company “Business Perspectives”

FOUNDER LLC “Consulting Publishing Company “Business Perspectives”

NUMBER OF REFERENCES

64

NUMBER OF FIGURES

0

NUMBER OF TABLES

5

© The author(s) 2025. This publication is an open access article.

businessperspectives.org



105

Public and Municipal Finance, Volume 14, Issue 3, 2025

http://dx.doi.org/10.21511/pmf.14(3).2025.08

Abstract

This paper aims to examine the influence of fiscal decentralization, budget governance, 
and budget allocation on financial performance and their implications on public wel-
fare in the local governments of Indonesian districts (regencies) and municipalities 
(cities). Panel data were collected from 514 district and municipal governments across 
34 provinces. Purposive sampling resulted in 225 audited financial reports from 2018 
to 2022. The data analysis employed descriptive statistics, correlation tests, and panel 
regression. Model selection was conducted using the Chow test, and all analyses were 
performed in EViews. The results showed that only three of the eight hypotheses were 
supported. Fiscal decentralization has a negative impact on both budget allocation and 
financial performance, with no significant effect on public welfare. Budget governance 
demonstrates a dual effect: it significantly reduces budget allocation but enhances both 
financial performance and public welfare. While budget allocation positively influ-
ences financial performance, this improvement paradoxically reduces public welfare. 
These findings suggest that fiscal autonomy alone is insufficient to improve welfare 
outcomes. Instead, effective budget governance and equitable allocation mechanisms 
are essential.
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INTRODUCTION 

Fiscal decentralization and regional autonomy have been intro-
duced in Indonesia as strategic instruments to accelerate local eco-
nomic development and strengthen democratic governance. These 
policies reflect a broader global trend that views decentralization 
as a means to improve government performance through the devo-
lution of fiscal and administrative powers to subnational entities.  
The expectation is that greater fiscal authority at the subnation-
al level will enhance efficiency, responsiveness, and the quality of 
public services (Pabayo, 2025). However, empirical evidence shows 
that decentralization has not consistently improved financial per-
formance or welfare outcomes (Widodo, 2019; Kassouri, 2022). In 
the Indonesian context, the anticipated benefits of decentralization 
have often been undermined by persistent structural and institu-
tional challenges. One major obstacle is the persistent vertical fis-
cal imbalance, in which local governments remain highly depen-
dent on central transfers, such as the general allocation fund and 
the special allocation fund, while the local own-source revenue 
remains weak (Nadeak et al., 2022). This imbalance restricts the 
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fiscal autonomy of local governments, limiting their ability to independently finance development 
initiatives and respond effectively to local priorities.

Although fiscal decentralization was designed to empower local governments, in practice, it has often 
been hindered by limited institutional and administrative capacity, weak accountability, and a tendency 
for budget allocation to prioritize administrative rather than developmental spending (Tran & Nguyen, 
2024). As a result, fiscal autonomy has not automatically led to enhanced public service delivery or pov-
erty reduction. Given these challenges, there is a critical need to re-examine the effectiveness of fiscal 
decentralization in Indonesia. Understanding the factors that hinder its intended outcomes is essential 
for informing policy reforms aimed at strengthening local governance, enhancing revenue-generating 
capacity, and promoting equitable development.

1. LITERATURE REVIEW  

AND HYPOTHESES

Fiscal decentralization, first articulated by 
American economist William Oates in 1972, 
remains a cornerstone of public finance theory 
(Arapović & Kurtovic, 2024; Delgado-Téllez & 
Perez, 2020). The theory emphasizes that eco-
nomic growth and public welfare can be im-
proved when central governments transfer fis-
cal authority to local governments (Luca et al., 
2021). Rather than concentrating control at the 
national level, decentralization empowers re-
gional administrations to manage resources in 
critical sectors such as education, health, and 
infrastructure (Al‐Ubaydli et al., 2022). In this 
process, governments are expected not only to 
increase efficiency but also to strengthen ac-
countability, encourage citizen participation, 
and promote balanced regional development 
(Arapović & Kurtovic, 2024). In Indonesia, Law 
No. 33 of 2004 aimed to strengthen fiscal decen-
tralization and achieve equitable public welfare 
across the archipelago. Under this policy, dis-
tricts and cities are encouraged to manage cen-
trally allocated funds in ways that expand local 
revenues according to their capacities, thereby 
reducing dependence on the central govern-
ment (Chen et al., 2022).

The notion of welfare is multidimensional and 
resists a universal definition. In economics and 
the social sciences, its interpretation varies ac-
cording to the theoretical lens adopted. When 
approached from a distributive perspective, 
welfare is understood in terms of equity, par-
ticularly the fair allocation of income across so-
ciety. In the context of microeconomic theory, 

welfare is understood as individual utility, the 
satisfaction gained from consuming goods and 
services. In short, utility can be interpreted as a 
person’s assessment of himself, which is associ-
ated with how many goods and services he can 
buy (Greve, 2008). Furthermore, in line with 
the microeconomic theory of utility, which is 
the level of satisfaction obtained by a person af-
ter consuming several combinations of goods 
or services, the more combinations of goods or 
services consumed, the higher the level of util-
ity satisfaction obtained (Higgins, 2015).

In practice, implementing fiscal decentraliza-
tion is intended to foster local independence 
in governance, enhance regional development, 
and ensure high-quality public services. With 
increased autonomy, regions are able to make 
fuller use of their resources and development 
potential. Regions are expected to be able to al-
locate these sources of funds to productive sec-
tors so that they can encourage increased in-
vestment in the regions and also in sectors that 
have an impact on improving public services, 
thus attracting investment and increasing con-
tributions to local revenue (Urip & Indahyani, 
2017). Therefore, one of the meanings of fiscal 
decentralization in transferring autonomy in 
the financial sector to regions is intensifying 
the role and empowerment of regions in devel-
opment (Oates, 2011).

Therefore, fiscal decentralization should follow 
the “money follows function” principle (Fatoni, 
2020; Mudayen & Maridjo, 2018; Siregar & 
Badrudin, 2017), meaning any devolution of re-
sponsibility must be accompanied by adequate 
financial resources (Bahl, 1999; Korompot & 
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Warongan, 2017). Government budgeting is 
a legally regulated financial plan that projects 
revenue and expenditure for a given fiscal year. 
Through this process, resources are allocated 
to vital sectors, including energy, education, 
health, transportation, agriculture, forest con-
servation, and infrastructure.

To achieve this, local governments must 
strengthen transparency and accountability in 
financial management. This involves improving 
legal frameworks, institutional structures, and 
financial information systems. In essence, re-
gional finance includes the financial rights, obli-
gations, and assets of local governments that can 
be valued in monetary terms. Financial man-
agement comprises planning, implementation, 
administration, reporting, accountability, and 
oversight. Within this framework, the regional 
revenue and expenditure budget (APBD) serves 
as the local government’s annual financial plan, 
jointly approved with the regional parliament. 
Its execution relies in part on locally generated 
revenue from taxes, levies, and other indepen-
dent income sources (Hutagalung, 2016).

In addition, budget allocation is closely tied 
to public finance management, which empha-
sizes the analysis of budget activity outcomes 
and their alignment with expected outputs 
(Parhusip, 2016). Following reforms in this ar-
ea, Indonesia has adopted performance-based 
budgeting aligned with Article 14 (2) of Law 
No. 17 of 2003, requiring that budget plans be 
outcome-oriented.

Building on this principle, Oates (1993) argued 
that decentralization leads to greater econom-
ic efficiency, since policies designed with local 
preferences tend to generate higher welfare levels 
than centrally planned policies. Region-specific 
investments in infrastructure and human capi-
tal policies are therefore more effective than 
generalized national policies. Consequently, to 
reduce poverty and stimulate regional growth, 
Indonesia’s fiscal decentralization strategy in-
cludes transferring fiscal responsibilities to re-
gional and village governments. Key elements 
involve both assigning additional responsibili-
ties to local governments and preparing them 
to meet future fiscal demands, especially capital 

expenditures. For local governments, strong fi-
nancial performance ensures accountability in 
public financial management (Amal & Wibowo, 
2022).

In this regard, the shift from a centralized to 
a decentralized governance model has granted 
local governments greater autonomy and re-
sponsibility. This transformation requires re-
gional governments to improve public services 
and promote public welfare through demo-
cratic, equitable, and sustainable means. Across 
Indonesia, local administrations are expected to 
be able to independently manage their local af-
fairs and development agendas by optimizing 
their locally generated revenue. In these con-
texts, regional budgets function as strategic in-
struments for guiding socioeconomic develop-
ment, maintaining continuity, and improving 
the overall quality of life for local communities.

This study aims to analyze the effect of fiscal de-
centralization, budget governance, and budget 
allocation on financial performance and public 
welfare in Indonesia. Based on the conceptual 
framework and previous empirical findings, the 
research hypotheses are formulated as follows:

H1: Fiscal decentralization has a positive effect 
on budget allocation.

H2: Fiscal decentralization has a positive effect 
on financial performance.

H3: Fiscal decentralization has a positive effect 
on public welfare.

H4: Budget governance has a positive effect on 
budget allocation.

H5: Budget governance has a positive effect on fi-
nancial performance.

H6: Budget governance has a positive effect on 
public welfare.

H7: Budget allocation has a positive effect on fi-
nancial performance.

H8: Financial performance has a positive effect 
on public welfare.
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2. METHODOLOGY

This quantitative study used secondary data de-
rived from Indonesian regional government fi-
nancial reports audited by the Audit Board of 
the Republic of Indonesia (BPK RI). The popula-
tion comprised 514 local governments (416 regen-
cies and 98 municipalities) across 34 provinces 
in Indonesia for five consecutive years from 2018 
to 2022, thereby forming a panel data structure. 
Then, the sample was determined through pur-
posive sampling with the criteria of excluding the 
financial reports of local governments that experi-
enced deficits during the past three years from the 
population datasets. Based on these criteria, the 
final sample consisted of 225 regional government 
financial reports. Furthermore, for transparency 
and replicability, the dataset has been deposited in 
an open-access repository (Adnan et al., 2025).

Panel data regression analysis was employed, with 
the Chow, Hausman, and Lagrange Multiplier 
tests used to determine the most appropriate mod-
el specification (fixed or random effects). Robust 
standard errors addressed potential heteroskedas-
ticity and autocorrelation. EViews software was 
utilized to process and analyze the research data.

3. RESULTS

As shown in Table 1, a total of 1,125 data points 
were processed and analyzed. The descriptive sta-
tistical summary is shown in Table 1.

According to Table 1, the average value of the fis-
cal decentralization variable is 0.11 with a stan-
dard deviation of 0.08, suggesting that the level of 
fiscal decentralization among districts and cities 
remains very low due to wide data dispersion. The 
values range from a minimum of 0.00 to a maxi-
mum of 0.91, indicating substantial disparities 
across regions. The skewness value of 2.47 and a 

kurtosis of 15.50 further reveal a highly non-nor-
mal, right-skewed distribution, meaning that only 
a small proportion of regions have high fiscal de-
centralization, while the majority remain at low 
levels.

The budget allocation variable averages 0.20 with 
a standard deviation of 0.07. The maximum and 
minimum values are 0.60 and 0.00, respectively. 
This broad range highlights significant disparities 
in budget allocation practices across districts and 
cities. A skewness of 0.90 and a kurtosis of 5.37 
also confirm deviations from normal distribution.

The average value of financial performance is 0.10 
with a standard deviation of 0.10, indicating rel-
atively wide data dispersion. The maximum ob-
served value is 0.64, while the minimum is –0.28, 
showing that some local governments still have 
poor financial performance. A skewness of 0.01 
and a kurtosis of 3.45 suggest a nearly symmetric 
and approximately normal distribution.

For budget governance, the average value is 0.08 
with a standard deviation of 0.06, indicating that 
budget governance quality varies widely across 
districts and cities. The maximum value is 0.34, 
and the minimum is 0.00, nearly zero. A skew-
ness of 1.39 and a kurtosis of 5.07 indicate that 
the distribution is moderately skewed but nearing 
normality.

The average value for public welfare is 70.14 with a 
standard deviation of 5.55. This indicates that the 
levels of public welfare among districts/cities are 
not extremely diverse, although disparities still 
exist. The maximum value is 86.28, and the mini-
mum is 44.22. The skewness of –0.21 and kurtosis 
of 4.93 suggest that the distribution of public wel-
fare is slightly deviated from a normal distribution.

The correlation matrix reveals several key relation-
ships. Fiscal decentralization is negatively corre-

Table 1. Descriptive statistical results

Variable N Mean Median Maximum Minimum Std. Dev.

Fiscal Decentralization 1,125 0.11 0.09 0.91 0.00 0.08

Budget Allocation 1,125 0.20 0.19 0.60 0.00 0.07

Financial Performance 1,125 0.10 0.11 0.64 –0.29 0.11

Public Welfare 1,125 70.14 69.61 86.28 44.22 5.55

Budget Governance 1,125 0.08 0.06 0.34 0.00 0.06
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lated with budget allocation at –0.21, which is sta-
tistically significant at the 1% level, indicating that 
budget allocation tends to decrease as fiscal decen-
tralization increases. However, budget governance 
shows no significant correlation with budget allo-
cation, with a coefficient of –0.02 and a p-value of 
0.41, suggesting no substantial relationship. Fiscal 
decentralization also significantly negatively cor-
relates with financial performance (–0.19), high-
lighting that greater decentralization may reduce 
financial performance. On the other hand, budget 
allocation has a positive and significant correla-
tion with financial performance (0.16), indicating 
that better allocation leads to improved financial 
outcomes. Budget governance positively correlates 
with financial performance (0.06), which is signif-
icant at the 5% level, suggesting that stronger gov-
ernance improves financial performance. 

Regarding public welfare, fiscal decentralization 
shows a strong positive correlation (0.52), im-
plying that higher decentralization is associated 
with better welfare outcomes. Budget governance 
also positively impacts public welfare (0.17), re-
inforcing its role in improving public welfare. 
Interestingly, financial performance is negatively 
correlated with public welfare (–0.28), suggest-
ing that improvements in financial performance 
may paradoxically lead to a decline in public wel-

fare. This highlights a complex dynamic where 
enhanced financial outcomes do not always align 
with improved welfare.

Based on Table 3, the coefficient of fiscal decentral-
ization is –0.072431 with a t-statistic of –1.633770 
and a probability value of 0.1027 (> 0.1), thus it 
can be concluded that fiscal decentralization has 
a negative but not significant influence on budget 
allocation at the 10% significance level. Therefore, 
H1 is rejected.

The coefficient of budget governance is –0.107691, 
with a t-statistic of –2.553011 and a probability 
value of 0.0108 (< 0.05). Thus, it can be concluded 
that budget governance has a significant negative 
influence on budget allocation. Therefore, H4 is 
rejected.

Testing H2, H5, and H7 uses the random effect 
model (REM) output as shown in Table 4. The coef-
ficient of fiscal decentralization is –0.259678 with 
a t-statistic of –5.464624 and a probability value of 
0.0000 (< 0.01), indicating that fiscal decentraliza-
tion has a significant negative influence on finan-
cial performance. Therefore, H2 is rejected.

The coefficient of budget governance is 0.221521 
with a t-statistic of 4.032796 and a probability 

Table 2. Summary of test results for each model

Model Equation Testing Model Selected Based on Test Results

Equation 1 (H1 and H4)
Chow Test Fixed Effect

Hausman test Fixed Effect

Equation 2 (H2, H5 and H7)

Chow Test Fixed Effect
Hausman test Random Effect

Lagrange Multiplier Test Random Effect

Equation 3 (H3, H6 and H8)
Chow Test Fixed Effect

Hausman test Fixed Effect

Table 3. Test results for H1 and H4

Variable Coefficient Std. Error t-Statistic Prob.

C 0.216884 0.006027 35.98678 0.0000

Fiscal Decentralization –0.072431 0.044334 –1.633770 0.1027

Budget Governance –0.107691 0.042182 –2.553011 0.0108

Table 4. Test results for H2, H5, and H7

Variable Coefficient Std. Error t-Statistic Prob.

C 0.070566 0.012813 5.507215 0.0000

Fiscal Decentralization –0.259678 0.047520 –5.464624 0.0000

Budget Allocation 0.219108 0.047022 4.659639 0.0000

Budget Governance 0.221521 0.054930 4.032796 0.0001
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value of 0.0001 (< 0.01); thus, it can be concluded 
that budget governance has a significant positive 
influence on financial performance. Therefore, H5 
is accepted.

The coefficient of budget allocation is 0.219108 
with a t-statistic of 4.659639 and a probability val-
ue of 0.0000 (< 0.01), showing that budget alloca-
tion has a significant positive influence on finan-
cial performance at the 1% level. Therefore, H7 is 
accepted.

Testing H3, H6, and H8 uses the fixed effect mod-
el (FEM) output as shown in Table 5. The coeffi-
cient of fiscal decentralization is –0.153448 with a 
t-statistic of –0.077356 and a probability value of 
0.9384 (> 0.1), indicating that fiscal decentraliza-
tion has a negative but not significant influence on 
public welfare. Therefore, H3 is rejected.

The coefficient of budget governance is 4.934959 
with a t-statistic of 2.620233 and a probability val-
ue of 0.0089 (< 0.01), indicating that budget gover-
nance has a significant positive influence on public 
welfare. Therefore, H6 is accepted.

The coefficient of financial performance is 
–4.531778 with a t-statistic of –5.218900 and a 
probability value of 0.0000 (< 0.1), indicating that 
financial performance has a significant negative 
influence on public welfare at the 10% significance 
level. This finding contradicts the direction of the 
research hypothesis. Therefore, H8 is rejected.

Out of the eight hypotheses tested, three (H5, H6, 
and H7) are accepted and support the theoreti-
cal framework and previous research findings. In 
comparison, five (H1, H2, H3, H4, and H8) do not 
support the developed theory. 

4. DISCUSSION

The study finds that fiscal decentralization has a neg-
ative but statistically insignificant effect on budget 
allocation, consistent with earlier research. Kassouri 

(2022) indicates that fiscal decentralization does not 
automatically improve economic performance or 
ensure fairer budget distribution, as many regional 
governments lack sufficient institutional and ad-
ministrative capacity to manage fiscal autonomy ef-
fectively. Tran and Nguyen (2024) further note that 
decentralization can reduce the quality of public 
spending in underdeveloped regions without robust 
institutional frameworks. In Indonesia, despite in-
creased intergovernmental transfers like DAU, DAK, 
and DBH, local governments remain constrained by 
strict technical regulations and a limited tax base 
under Law No. 28/2009. These restrictions weaken 
locally generated revenue (PAD) and hinder fiscal 
independence. Echoing this concern, Ng’ang’a and 
Minja (2023) and Ebdon et al. (2016) emphasize that 
without concurrent reforms in governance, institu-
tional capacity, and accountability, decentralization 
may deepen rather than reduce regional disparities. 
These findings highlight the necessity for compre-
hensive policy measures to strengthen subnational 
fiscal management and improve decentralization 
outcomes.

The study reveals that fiscal decentralization nega-
tively impacts financial performance, contrary to 
theoretical expectations of improved fiscal out-
comes. Its effectiveness depends not only on the 
transfer of fiscal authority, but also on the quality 
of budget management and the local administra-
tive capacity (Purbadharmaja et al., 2019). Financial 
performance is further weakened by imbalances 
between expenditure responsibilities and revenue 
autonomy, which leave many regions highly depen-
dent on intergovernmental transfers (Manafe et al., 
2023). Additionally, prior research indicates that 
the effects of decentralization on economic growth 
and fiscal performance are highly context-specific 
and contingent upon adequate institutional re-
forms (Davoodi & Zou, 1998; Park, 2022). To real-
ize the benefits of fiscal decentralization, it is there-
fore essential to strengthen administrative capacity, 
enhance accountability mechanisms, and ensure 
fiscal balance are essential to realizing the intended 
benefits of fiscal decentralization.

Table 5. Test results for H3, H6, and H8
Variable Coefficient Std. Error t-Statistic Prob.

C 70.24747 0.285821 245.7743 0.0000

Fiscal Decentralization –0.153448 1.983656 –0.077356 0.9384

Budget Governance 4.934959 1.883405 2.620233 0.0089

Financial Performance –4.531778 0.868340 –5.218900 0.0000
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The study finds that fiscal decentralization has 
a negative but statistically insignificant effect 
on public welfare, consistent with previous re-
search that questions its effectiveness in im-
proving public services and reducing poverty. 
Nakatani (2023) attributes this outcome to the 
limited revenue collection and management ca-
pacity of local governments, which leads to fiscal 
instability and constrains improvement in pub-
lic welfare. Similarly, Apriyadi et al. (2024) and 
Wibowo and Oktivalerina (2022) highlight that 
despite increased central transfers, fiscal decen-
tralization has not significantly alleviated pov-
erty, emphasizing the crucial role of local gover-
nance and resource management. Supporting this, 
Kumpangpune et al. (2019) show that inadequate 
local administrative capacity can turn decentral-
ization into a detriment for welfare due to inef-
ficient budget allocation, as Aslim and Neyaptı 
(2017) noted. The impact of decentralization dif-
fers across regions and is largely determined by 
the extent to which fiscal autonomy is effectively 
utilized. Moreover, Doessel and Williams (2014), 
Saputra and Mahmudi (2012), and Zulkhibri et al. 
(2015) affirm that without robust fiscal governance 
and institutional reforms, decentralization fails to 
foster economic growth or inclusive development.

This study finds that budget governance has a sig-
nificant negative effect on budget allocation, echo-
ing Pratiwi et al. (2023), who argue that stronger 
governance frameworks do not automatically 
translate into more efficient or responsive bud-
geting. Despite structured budget management 
systems, allocation is often constrained by lim-
ited flexibility to respond to urgent local needs. 
Similarly, Fitriany et al. (2015), Marsidi et al. 
(2022), and Rifai et al. (2016) highlight that poor 
execution and absorption of funds often under-
mine fiscal effectiveness. Consistent with agen-
cy theory, without proper oversight, local agents 
may act contrary to public interests, harming re-
source allocation. Novitasari and Sugianto (2024) 
stress that clear, transparent policies are crucial to 
complement governance structures; without them, 
even well-designed systems risk inefficiency and 
poor program implementation. Sasana (2019) and 
Pinho and Gomes (2024) further warn that weak 
policy direction allows budget decisions driven 
by short-term political interests rather than evi-
dence-based planning, diminishing fiscal policy’s 

socioeconomic impact. Overall, the results point 
to the need for comprehensive reforms that ad-
dress both technical governance capacities and 
broader strategic policy frameworks in public fi-
nancial management. The study finds that budget 
governance has a significant positive effect on fi-
nancial performance, contributing to the litera-
ture that underscores how effective and transpar-
ent financial management enhances public sector 
outcomes. According to Esni et al. (2019), effec-
tive budget governance improves efficiency and 
accountability, while Purbadharmaja et al. (2019) 
further show that it builds local government ca-
pacity, mitigates corruption, and stimulates eco-
nomic growth. Fathirah et al. (2024) further as-
sert that structured governance enables efficient 
resource allocation tailored to community needs, 
ultimately boosting fiscal performance. Lysiak et 
al. (2021) and Ho et al. (2021) underscore that sta-
ble financial outcomes are contingent on transpar-
ent and responsive budgetary frameworks, espe-
cially in adapting to external shocks. Furthermore, 
Haliah et al. (2017) and Luthvia et al. (2023) stress 
that effective governance relies on strong legal 
frameworks, supportive political contexts, and 
entrenched norms of transparency. Altogether, 
the findings show that strong budget governance 
helps local governments perform better financial-
ly, build economic resilience, and make smarter 
use of public resources. 

This study finds that budget governance has a 
significant positive effect on public welfare, sup-
porting previous research emphasizing the role 
of transparent and accountable financial manage-
ment in achieving development outcomes. Rahim 
and Shirazi (2018) highlight that effective budget-
ing ensures resources are aligned with public pri-
orities, while Habbe (2020) links good governance 
to improvements in the Human Development 
Index. Similarly, Purbadharmaja et al. (2019) and 
Afifa and Trisnaningsih (2022) show that regions 
with sound budget governance experience better 
welfare outcomes due to more equitable and tar-
geted public spending.

Budget allocation is found to significantly improve 
financial performance, supporting previous evi-
dence that effective and efficient allocation drives 
stronger fiscal results in both central and local gov-
ernment contexts. Syukur et al. (2022) show that 
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effective budget planning strengthens financial 
performance through more efficient use of funds. 
Proper allocation aligned with development pri-
orities optimizes resource use and maximizes fi-
nancial results. Conversely, imbalances between 
revenue and expenditure or misallocated bud-
gets can disrupt financial performance. Effective 
budget allocation also fosters better integration 
between fiscal systems and market mechanisms, 
facilitating inter-regional fund flows and over-
all financial performance improvement (Liu et 
al., 2016). Hence, efficient budget management at 
the regional level speeds up development and pro-
motes stronger outcome-oriented governance. The 
results indicate that financial performance nega-
tively affects public welfare, echoing Khairudin et 
al. (2019), who found the same trend in Indonesia. 

Similarly, Habbe (2020) showed that better finan-
cial performance measured by local revenue effec-
tiveness (PAD) failed to reduce poverty in South 
Sulawesi, a finding echoed by Astri et al. (2013). 
The limited impact is further explained by per-
sistent dependency on central government trans-
fers, which restricts local governments’ fiscal au-
tonomy and hampers efforts to improve welfare 
(Honggara & Jamaluddin, 2024). Supporting these 
results, Munfarida and Priyojadmiko (2020) found 
no effect of financial performance on the Human 
Development Index (HDI) in Central Java, while 
Habbe (2021), Astuti and Mispiyanti (2020), Insani 
et al. (2023), and Diana and Rahmayati (2024) con-
sistently reported that local financial performance 
negatively or insignificantly affects poverty reduc-
tion and human development outcomes.

CONCLUSION

This study aimed to examine the relationships between fiscal decentralization, budget governance, bud-
get allocation, financial performance, and public welfare among Indonesian local governments. Using 
panel data from 225 regencies and municipalities between 2018 and 2022, the analysis revealed several 
key findings. Fiscal decentralization was shown to have a negative, often statistically insignificant, ef-
fect on budget allocation, financial performance, and public welfare. These findings suggest that fiscal 
autonomy, in the absence of strong institutional and administrative capacity, does not necessarily lead 
to improved economic or social outcomes. In contrast, budget governance demonstrated a consistent 
positive impact on financial performance and public welfare, underscoring the importance of transpar-
ent, accountable, and strategically oriented public financial management. Furthermore, while efficient 
budget allocation enhanced financial performance, the lack of corresponding welfare improvements 
demonstrates that without equitable distribution mechanisms, fiscal gains remain limited in address-
ing broader development goals. Taken together, the findings indicate that the success of decentralization 
policies hinges less on the degree of fiscal autonomy granted and more on the robustness of governance 
structures, the strength of institutional capacity, and the presence of coherent policy frameworks. For 
fiscal resources to yield real welfare gains, local governments must be equipped not just with sufficient 
fiscal tools but also with resilient administrative systems and transparent accountability mechanisms. 

Future research could expand the scope by incorporating qualitative assessments of governance prac-
tices, examining regional disparities in decentralization outcomes, and employing mixed-methods ap-
proaches to identify causal pathways between fiscal policy, governance quality, and development indica-
tors. Comparative studies across countries or regions could also provide deeper insights into the contex-
tual factors that determine the success of fiscal decentralization in fostering sustainable public welfare.
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