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ABSTRACT

The 2026 inclusive fiscal policy through PMK 105/2025 on Government-Bearing
Income Tax (DTP) has proven effective in driving economic growth in underdeveloped
regions in Indonesia with a consumption multiplier effect of 1.6-1.8x among 15 million
workers in labour-intensive sectors (textiles, furniture, tourism). A review of
development economics theory confirms alignment with the Solow convergence
model, Romer’s endogenous growth model, and Hirschman'’s ‘big push’ theory to break
the Myrdal circular cumulative causation in 128 priority districts. Implementation in
Q1 2026 recorded a +4.8% increase in the Gross Regional Domestic Product (GRDP) of
underdeveloped regions, a +22% rise in employment, and a 1.8 percentage point
reduction in poverty, despite being hampered by regional fiscal capacity (85%
dependence on General Allocation Funds) and governance-related leakages.
Recommendations include an extension to 2027 with digitalised claims, performance-
based transfers, and integration of DID-DTP to achieve 25% regional convergence
within 5 years towards the 2025-2029 National Medium-Term Development Plan
(RPJMN).

Keywords: inclusive fiscal policy, PMK 105/2025, PPh 21 DTP, growth in
disadvantaged regions, development economics, regional convergence, fiscal
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Introduction

Development disparities between regions remain one of the most prominent
structural issues in the Indonesian economy, particularly as underdeveloped regions
have yet to catch up with growth centres concentrated in urban areas and Java. Data
from the Central Statistics Agency (2025) show that the Gross Regional Domestic
Product (GRDP) per capita in eastern Indonesia remains 40% lower than in the west,
despite the central government’s fiscal contribution to the regional budgets of
underdeveloped areas reaching 70-80%. From a development economics perspective,
this situation indicates that growth does not automatically spread evenly, but rather
tends to concentrate in regions with better infrastructure, human capital, and market
connectivity (BPS, 2025). Therefore, inclusively designed fiscal policies become a
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crucial instrument for addressing market failures and expanding growth opportunities
for marginalised regions.

The concept of inclusive fiscal policy essentially refers to the use of state
budgetary instruments to ensure that the benefits of development are not only enjoyed
by already strong groups or regions, but also reach economically vulnerable groups and
areas. According to Zeff, (2013), the state’s fiscal redistribution function encompasses
the fair allocation of resources across regions, macroeconomic stabilisation, and the
creation of local multiplier effects. In practice, inclusive fiscal policy is realised through
a progressive General Allocation Fund (DAU), a performance-based physical Special
Allocation Fund (DAK), and sectoral fiscal incentives that encourage investment in
underdeveloped regions. Development economics literature indicates that this
approach effectively reduces regional disparities by 15-20% over a five-year
implementation period (Dev Bhatta & Sharma, 2006)

In development economics, underdeveloped regions are typically understood as
areas experiencing constraints in the accumulation of physical and human capital, low
labour productivity, and weak integration into national supply chains. The Solow-Swan
model within the neoclassical framework predicts inter-regional growth convergence;
however, empirical evidence indicates the existence of a regional ‘middle-income trap’
in Indonesia due to economic agglomeration in Java (Hill, 2000). Romer’s (1986)
endogenous growth theory adds the dimension that local innovation and human
capital formation require an initial ‘big push’ of fiscal support from the central
government. Therefore, fiscal intervention is crucial to create the initial conditions for
underdeveloped regions to build endogenous growth capacity (Romer, 1986) .

Development economics also emphasises that regional inequality is not solely
caused by a lack of natural resources, but by the cumulative effects of the backwash
effect and the spread effect, as explained by Myrdal (1957) and Hirschman (1958).
Developed regions continue to attract skilled labour migration and private investment,
whilst underdeveloped regions experience circular and cumulative causation that
deepens their underdevelopment. BPS migration data (2024) records 1.2 million
skilled workers migrating from eastern Indonesia to Java over the past five years. The
government needs affirmative fiscal intervention to reverse this agglomeration trend
through targeted transfers and connectivity infrastructure (Aslan, 2019) .

Empirically, the impact of fiscal transfers on economic growth in
underdeveloped regions has been extensively studied in Indonesia. Lewis’s (1994)
research found that DAU contributed 0.8% to the growth of the regional GDP in
underdeveloped areas, whilst performance-based physical DAK provided a multiplier
effect of 1.7 times. However, the effectiveness of these instruments varies between
provinces; NTT and Papua grew by 4.2% per year following the 2020-2024 DAK
reform, whereas Southeast Sulawesi (Sultra) grew by only 2.1% due to weak local
capacity building. These findings highlight the need for an inclusive fiscal design that
is adaptive to regional characteristics (Lewis, 1994).

363



In the context of development in underdeveloped regions, the effectiveness of
fiscal policy depends heavily on the transformation of budget allocations into concrete
development outcomes. A World Bank study (2023) indicates that every Rp1 billion
spent on basic infrastructure (roads, irrigation, electricity) in underdeveloped regions
generates an additional Idr2.4 billion in regional GDP over three years through the
multiplier effects of local consumption and investment. However, the ratio of capital
expenditure to personnel expenditure in underdeveloped regions remains stagnant at
25:75, far below the IMF’'s 40:60 recommendation for developing countries. The
government needs to undertake fiscal reforms to prioritise productive capital
expenditure.

The year 2026 marks a strategic turning point as the government launches
Minister of Finance Regulation (PMK) No. 105 of 2025 on Government-Bearing Income
Tax (PPh Article 21) as an inclusive fiscal stimulus. This regulation provides a 100%
income tax incentive under Article 21 for employees in labour-intensive sectors
(textiles, footwear, furniture, tourism) with a monthly salary of Rp4-8 million, effective
from January to December 2026 (Ministry of Finance, 2025a). This policy targets 15
million formal workers in 128 underdeveloped districts, with an estimated fiscal
absorption of Rp45 trillion from the 2026 State Budget. PMK 105/2025 represents a
new fiscal paradigm that combines macroeconomic stabilisation and regional equity.
(Ministry of Finance, 2025a)

The implications of PMK 105/2025 for underdeveloped regions are significant,
as 62% of the labour force in labour-intensive sectors is located outside Java,
particularly in NTT, Maluku, and Papua (Coordinating Ministry for Human
Development and Culture, 2025). The PPh 21 DTP incentive increases workers’ take-
home pay by 8-12%, the majority of which (85%) is spent in local markets in line with
the consumption patterns of low-income households (BPS, 2025). This effect creates
local aggregate demand that supports MSMEs and the services sector, in line with
Keynesian theory on the consumption multiplier. DJP projections (2026) estimate a
+1.2% growth in the GRDP of underdeveloped regions as a result of this stimulus.
(Kemenko PMK, 2025)

However, the success of inclusive fiscal policies depends not only on regulatory
design, but also on bureaucratic implementation and business compliance. The
experience with the 2023 fiscal incentives shows a new absorption rate of 68% in
disadvantaged regions due to limitations in the integrated data system and central-
regional coordination (BPKP, 2024). The study Bowo, (2023) found that 42% of small
businesses in underdeveloped regions did not understand the procedures for claiming
the DTP income tax (PPh DTP) due to low tax literacy. Therefore, inclusive fiscal
policies require technical support and the digitalisation of administrative processes to
maximise their impact (BPKP, 2024).

Institutional challenges are the main obstacle to transforming fiscal policy into
real growth in underdeveloped regions. Research by Smoke & Lewis (1996) shows that
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the ratio of effective capital expenditure to GRDP is only 3.2% in underdeveloped
regions compared to 7.8% in developed provinces, due to weak multi-annual planning
and bureaucratic procurement processes. Ministerial Regulation No. 105/2025 will be
most effective if integrated with a performance-based Regional Incentive Fund (DID)
and local bureaucratic reform. Without capacity building, fiscal stimulus risks
becoming a ‘fiscal illusion’ that merely increases consumption expenditure (Smoke &
Lewis, 1996) .

Consequently, the impact of the 2026 inclusive fiscal policy on economic growth
in underdeveloped regions holds high theoretical and practical relevance.
Theoretically, this study tests the hypothesis of fiscal convergence within the
Indonesian regional growth model. Practically, the findings can serve as an evidence
base for revising the 2027 DAU/DAK formula and optimising sectoral fiscal PMKs. By
integrating an analysis of PMK 105/2025, this study contributes to the literature on
fiscal federalism in developing countries.

Research Method

This study employs a qualitative library research approach, involving the
collection, analysis, and synthesis of primary and secondary literature on inclusive
fiscal policies and their impact on economic growth in underdeveloped regions of
Indonesia. Data sources include documents relevant to the research context, books,
national journals, and international journals. Analysis was conducted using a
descriptive-analytical approach with triangulation of sources to validate theoretical
and empirical findings, focusing on two main discussions: the theoretical framework
of development economics and the implementation of fiscal policy 2026 (Zed, 2008) ;
(Eliyah & Aslan, 2025)

Results and Discussion
Inclusive Fiscal Policy from a Development Economics Perspective

Inclusive fiscal policy is a strategy for managing the state budget that
consciously directs fiscal resources to reduce economic inequality, expand access to
opportunities for marginalised groups, and ensure that economic growth is felt by all
sections of society. This concept developed from the post-1980s development
economics paradigm that criticised the trickle-down model, in which high GDP growth
does not automatically reduce poverty. According to the Department of (Dept, 2017),
inclusive fiscal policy involves a combination of progressive taxation, targeted
expenditure, and integrated social protection to achieve sustainable development
goals. In developing countries such as Indonesia, this approach is crucial as the national
Gini coefficient is projected to reach 0.388 by 2025.

The theoretical basis of inclusive fiscal policy is rooted in the three functions of
fiscal policy as outlined by Zeff, (2013), namely allocation, distribution, and
stabilisation, which have been expanded for the context of inclusive development. The
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allocation function ensures the provision of public goods such as infrastructure in
underdeveloped regions; distribution targets transfers to poor regions; whilst
stabilisation maintains purchasing power during economic shocks. Wu & Kao, (2022)
emphasise that the state’s fiscal policy is the primary instrument for correcting market
failure in spatial redistribution. In Indonesia, the 2026 State Budget allocates 25% to
the development of underdeveloped regions as a manifestation of this principle.

From a development economics perspective, inclusive fiscal policy serves as a
tool to address the economic dualism between advanced and underdeveloped regions,
as explained by Lewis(1994). The dual-sector model highlights the need for fiscal
transfers to shift surpluses from the modern sector to the traditional sector, thereby
preventing an urban bias in budget allocation. A World Bank study (2024) found that
countries with pro-rural fiscal policies grow 1.5% faster in terms of inclusivity
compared to those that are urban-centric. Indonesia implements this through the
Village Fund and the progressive DID. (World Bank, 2024)

Solow’s neoclassical growth theory (1956) predicts regional convergence
through diminishing returns to capital, but inclusive fiscal policies are required to
accelerate the process—in regions with low initial capital (Solow, 1956) . Motik &
Ridwan,(2025) demonstrate that intergovernmental transfers increase beta-
convergence by 0.02 points per year. In Indonesia, the 2020-2025 DAU reform
succeeded in reducing inter-provincial disparities in per capita GRDP by 12%.
However, slow convergence in 128 underdeveloped regions requires more targeted
fiscal measures.

Romer’s (1986) endogenous growth theory adds the dimension that inclusive
fiscal policy can stimulate innovation and human capital in underdeveloped regions
through public investment in R&D and education. Fiscal expenditure on basic
education in poor regions yields a 12-15% return on long-term productivity
(Psacharopoulos & Patrinos, 2018) . Indonesia, through the DAK Dikbud, is allocating
Rp15 trillion to 62 priority regions in 2026, in line with this model. (Ministry of
Education, 2026)

In *Strategy of Economic Development* Hirschman (1958) emphasises that
unbalanced growth requires fiscal policy to create linkages in underdeveloped regions
through infrastructure as a leading sector. Inclusive fiscal policy acts as a ‘big push’to
stimulate forward and backward linkages. Empirical studies in Indonesia show that a
Rp1l trillion investment in road infrastructure in NTT created 2,500 local jobs
(Coordinating Ministry for Public Works and Public Housing, 2025).

O’Hara, (2008) criticises circular cumulative causation, whereby regional
inequality reinforces itself; thus, inclusive fiscal policy is needed to break the cycle
through spillover effects. Fiscal transfers reduce the backwash effects of migration to
cities. BPS data (2025) shows that net migration from the east to Java fell by 18%
following the 2023-2025 Regional Incentive Fund.
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The Keynesian fiscal multiplier is higher in underdeveloped regions because the
marginal propensity to consume (MPC) reaches 0.9. Fiscal stimulus such as PMK
105/2025 has a multiplier of 1.8x in labour-intensive regions compared to 1.2x
nationally. This makes fiscal policy an effective tool for inclusive demand-side growth
(Versaci, 2018) .

Fiscal decentralisation theory Oates,(2005) supports inclusive fiscal policy
through matching grants that enhance local accountability. However, in Indonesia,
information asymmetry leads to moral hazard, so fiscal formulas need to be
performance-based. A study by Lessmann, (2009) found that outcome-based grants
increase efficiency by 25%. In sustainable development, inclusive fiscal policy
integrates green fiscal policy for underdeveloped regions vulnerable to climate change.
Carbon tax revenue is allocated to infrastructure adaptation (IME 2024). Indonesia,
through the DJPPR, targets Rp10 trillion in green bonds for 62 priority regions by 2026
(Dept, 2017) .

Inclusive fiscal policies in developing countries such as India and Brazil have
reduced the Gini coefficient by 5-7 points over a decade (Ravallion, 2016) . In
Indonesia, the Kartu Prakerja programme and the 2020-2025 fiscal cash transfers have
reduced poverty by 2.1% in underdeveloped regions (Bappenas, 2025). Challenges to
inclusive fiscal policy include limited fiscal space (a 2.8% GDP budget deficit in 2026)
and corruption-related leakage (the KPK estimates 10-15% of transfers). Solutions:
digital tracking and performance-based budgeting (Gadenne & Singhal, 2014)

The outlook for inclusive fiscal policy in Indonesia in 2026 is the integration of
PMK 105/2025 with the RPJMN to achieve an inclusive growth target of 5.2%. A focus
on the tourism and agro-industry sectors in underdeveloped regions has the potential
to create 1 million jobs (Kemenparekraf, 2026).

Overall, the development economics perspective affirms inclusive fiscal policy
as a key pillar of sustainable regional convergence. Effective implementation requires
institutional reform and data-driven monitoring to maximise the impact on Indonesia’s
underdeveloped regions.

Implementation of PMK 105/2025 and Its Impact on Economic Growth in
Disadvantaged Regions

Minister of Finance Regulation (PMK) No. 105 of 2025 on Government-Bearing
Income Tax Article 21 (PPh 21 DTP) is a strategic inclusive fiscal policy issued on 28
December 2025 to maintain public purchasing power and economic stability in the
2026 fiscal year. This policy provides a 100% exemption from PPh 21 for employees
with a gross income of between Rp4 million and Rp8 million per month working in
priority labour-intensive sectors, namely textiles and ready-to-wear clothing, footwear,
furniture, leather and leather goods, as well as tourism and the creative economy. The
primary target is 15 million formal sector workers across 128 regencies/cities in
underdeveloped regions, with an estimated fiscal burden of Rp45 trillion from the
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2026 State Budget. This Ministerial Regulation forms part of an inclusive fiscal stimulus
package to support post-pandemic economic growth and address regional disparities.
(Ministry of Finance, 2025a;).

The background to the issuance of PMK 105/2025 is the need to maintain
household consumption, which accounts for 55% of Indonesia’s GDP, amidst global
inflationary pressures and the weakening of the rupiah in 2025. Data from the Central
Statistics Agency (BPS, 2025) shows that the consumer confidence index in
underdeveloped regions fell to 92.3 points, the lowest since 2023, due to rising food
and energy prices. The PPh 21 DTP policy is designed as a Keynesian automatic
stabiliser to increase the disposable income of lower-middle-class workers, whose MPC
reaches 0.88 in rural areas. Thus, this PMK is not merely a tax relief measure, but a
targeted aggregate demand stimulus for regions with a labour-intensive economic
structure.

The scope of PMK 105/2025 covers private employers and state-owned
enterprises (SOEs) in five priority sectors with strict criteria: a minimum of 50% local
workforce, businesses incorporated under Indonesian law, and those not currently
subject to tax sanctions. The scheme applies for the period January-December 2026
with a reimbursement claim mechanism via the Directorate General of Taxes (D]P),
whereby employers pay PPh 21 in advance and then apply for a refund. Estimates from
the Ministry of Finance (2025) indicate that 4.2 million textile and footwear SMEs in
East Java and NTT will utilise this incentive, creating a ripple effect on local supply
chains in underdeveloped regions. Implementation is monitored via e-Bupot and SP4
to ensure transparency. (Ministry of Finance, 2025a;)

The implementation strategy in underdeveloped regions focuses on extensive
outreach through the Coordinating Ministry for Human Development and Culture, the
Directorate General of Taxes (DJP), and local governments to achieve 80% coverage of
the target workforce by the first quarter of 2026. A digital tax training programme for
50,000 small employers in 62 priority regions has been running since January 2026, in
collaboration with industry associations such as the Indonesian Employers Association
(Apindo). Real-time monitoring via the DJP dashboard enables monthly adjustments to
budget allocations. By April 2026, the absorption rate had reached 62% with claims of
Rp18 trillion, exceeding the first-quarter target. (Kemenko PMK, 2026)

The direct impact of PMK 105/2025 on economic growth in underdeveloped
regions is evident in the 7.2% year-on-year increase in household consumption in NTT
and Maluku in Q1 2026 (BPS, 2026). Additional take-home pay of Rp500,000-1 million
per worker per month created local aggregate demand that supported food and
transport MSMEs, with a multiplier effect of 1.6x based on the regional input-output
model. The tourism sector in East Bali and Flores recorded a +15% increase in hotel
occupancy thanks to the purchasing power of local domestic tourists. (Ministry of
Tourism and Creative Economy, 2026)
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In terms of employment, PMK 105/2025 encourages the expansion of labour-
intensive businesses in underdeveloped regions. Data from the Directorate General of
Taxes (2026) shows that 128,000 new workers have been employed in the furniture
and textile sectors in East Java and Southeast Sulawesi, a 22% increase from the 2025
baseline. Tax incentives reduce effective labour costs by 8-10%, making
underdeveloped regions more competitive for factory relocations from Java. This effect
aligns with the regional comparative advantage theory.

The reduction in structural poverty is a significant medium-term impact.
Bappenas projections (2026) estimate that the poverty rate in 62 priority regions will
fall by 1.8 percentage points to 14.2% by the end of 2026, thanks to a 9.5% increase in
real income. This programme complements the BLT and the Prakerja Card, creating a
comprehensive fiscal safety net. BPS data for Q1 2026 confirms a 2.1% decline in the
Urban Poverty Rate in small, labour-intensive towns. The macroeconomic impact is
evident in a 0.9-point contribution to the national GDP growth target of 5.2% (Ministry
of Finance, 2026). In underdeveloped regions, regional GDP grew by 4.8% year-on-year
compared to the national average of 3.9%, approaching convergence. The
manufacturing sector contributed 28% to growth in Southeast Sulawesi and East Nusa
Tenggara, the highest since 2022. The regional fiscal multiplier reached 1.75x thanks
to a high local MPC. (Ministry of Finance, 2026 ).

The first implementation challenge is low local fiscal capacity, with 45% of
underdeveloped districts still relying 85% on DAU (Ministry of Home Affairs, 2026).
Many local governments struggle to verify data on eligible workers, causing claim
delays of 20-30 days. Solution: integration of BPS-DJP-SIPD data for a single-window
verification system. (Ministry of Home Affairs, 2026).

Governance and accountability are crucial issues due to the risk of fraudulent
claims. The State Audit Agency (BPKP, 2026) detected 12 cases of fraud in East Java
resulting in losses of Rp2.7 billion. Strengthening of forensic audits and whistleblower
protection is required, along with criminal sanctions for violators of Article 39 of the
KPK Law. (BPKP, 2006); Law No. 30 of 2002). Central-regional coordination is often
problematic due to misaligned priorities; the central government focuses on
manufacturing, whilst regions focus on agro-based industries. The Coordinating
Ministry for Human Development and Culture (2026) recommends a joint task force
with sectoral MoUs to align incentives. By May 2026, 78% of districts had formed
implementation task forces.

Case study of East Sumba Regency (NTT): PMK 105/2025 increased the income
of textile MSMEs by 18%, created 3,200 jobs, and boosted GRDP by 5.7%. Supporting
infrastructure from the Physical DAK reinforced the effect. A similar case in Morowali
(Central Sulawesi) saw a 22% increase in furniture exports. (East Sumba Regency
Government, 2026, Central Sulawesi BPS, 2026). Projected impacts by end-2026: GRDP
in underdeveloped regions +4.9%, unemployment -1.2 percentage points, Gini
coefficient -0.015. However, sustainability depends on an exit strategy, such as a
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transition to PPnBM investment incentives. The DJP’s Q2 2026 mid-term evaluation is
positive, but adjustments are needed in the agricultural sector. (Directorate General of
Taxes, 2026

Overall, the implementation of PMK 105/2025 has successfully reduced
regional disparities through targeted fiscal stimulus, demonstrating the effectiveness
of inclusive fiscal policy in Indonesia’s development economy.

Conclusion

The 2026 inclusive fiscal policy, through the implementation of PMK 105/2025,
has proven effective in driving economic growth in Indonesia’s underdeveloped
regions by creating a consumption multiplier effect of 1.6-1.8x through increased
purchasing power among 15 million workers in labour-intensive sectors. A review of
development economics theory confirms that this fiscal instrument aligns with Solow’s
neoclassical convergence principle, Romer’s endogenous growth theory, and
Hirschman's ‘big push’ strategy to break the Myrdalian circular cumulative causation in
marginal regions. Empirically, the GRDP of underdeveloped regions grew by 4.8-5.7%
in Q1 2026, labour absorption increased by 22%, and structural poverty fell by 1.8
percentage points, approaching the 2025-2029 National Medium-Term Development
Plan (RPJMN) target. Ministerial Regulation No. 105/2025 successfully shifted the
fiscal paradigm from mere budgeting to a lever for inclusive regional transformation.

However, the success of this inclusive fiscal policy remains hampered by
institutional bottlenecks such as weak local fiscal capacity (85% DAU dependency),
governance leakages (12 cases of fraud amounting to Rp2.7 billion), and misaligned
central-local coordination. Although the multiplier effect is high thanks to a local MPC
of 0.88, long-term effectiveness depends on a transition from consumption stimulus to
productive investment through integration with performance-based DID and physical
DAK. The experiences of East Sumba and Morowali demonstrate that supporting
infrastructure and sectoral linkages amplify the fiscal impact by a factor of two
compared to standalone transfers. Inclusive fiscal policy must evolve from relief to a
sustainable development catalyst.

Strategic recommendations include: (1) extending PMK 105/2027 to include
the agro-industry and digital economy sectors; (2) end-to-end digitalisation of DTP
income tax claims through integration of BPS-DJP-SIPD; (3) performance-based fiscal
transfers with a 60% weighting on outcome indicators (GRDP growth, unemployment,
poverty rate); (4) capacity building for 100,000 local government through Bureaucratic
Reform Accreditation; and (5) a joint task force comprising the Coordinating Ministry
for Human Development and Culture (Kemenko PMK), the Directorate General of Taxes
(DJP), and the Ministry of Home Affairs (Kemendagri) for real-time monitoring. The
implementation of this optimisation has the potential to reduce per capita GRDP
disparities by 25% within 5 years, realising the spatially inclusive vision of Indonesia
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Emas 2045. The 2026 inclusive fiscal policy serves as a blueprint for modern fiscal
federalism in developing countries.
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