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This study analyzes the relations between fiscal decentralization,
economic growth, and regional development inequality in Eastern
Indonesia using 2016-2019 panel data of thirteen Eastern
Indonesia provinces obtained from Statistics Indonesia and the
Directorate General for Fiscal Balance. Using simultaneous
equations estimated through the Three-Stage Least Squares, this
study finds that fiscal decentralization has not fully supported
economic growth and correct the inequality in eastern Indonesia’s

regional development. The mandate for managing the budget has
not been optimally used by the local governments, indicated by
poor allocation for productive expenditures and its decreasing
proportion during the research period. It is caused by poor human
resource quality in budget planning and management, which
finally hinders the quality of public service and economic growth.
Supports from physical and human capital are required to keep up
with the occurring economic activities so that inequality in regional
development in the area can be reduced.

1. Introduction

Indonesia, with its abundance of natural
resources, has not been able to provide
equitable welfare to all levels of society. All kinds
of prosperity in Indonesia are concentrated on
the island of Java, causing differences in socio-
economic conditions between Western and
Eastern Indonesia as indicated by economic
activities, quality of human resources, public
service, and completeness of infrastructure. The
unequal distribution of development outcomes
creates injustice, especially in areas with its
abundance of natural resources potential,
national policies do not transform local natural
wealth as an instrument to improve the welfare
of local communities (Tadjoeddin et al., 2003).
The high poverty rate in Eastern Indonesia is
inversely proportional to the wealth of natural
resources it has. According to Foster et al.
(1984), the measure of inequality is closely
related to the measure of poverty, therefore the
issue of inequality is often associated with
poverty. Inequality also causes tension in a
country that threatens sustainable growth in the
long term through various social, political, and
economic mechanisms (Fan et al., 2011).
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Picture 1. Regional Development Inequality
in Eastern Indonesia
Source: Statistics Indonesia (processed)

Economic growth as one of the important
indicators  determining the success of
development aspect has always been the main
target in increasing productivity in the economic
activities which are expected to have a trickle-
down effect on people's welfare. However,
welfare not only requires high economic growth
but equitable distribution (Todaro and Smith,
2006). As a solution, the government should
have the same priority between accelerating
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economic growth and efforts to equalize among
the regions that are focused in underdeveloped
areas (Mahardiki and Santoso, 2013). Failure to
reduce inequality in economic growth can also
be caused by infrastructure development that is
concentrated in certain areas (Chotia and Rao,
2017).

The government's efforts to reduce
inequality are relevant to the objectives of
decentralization. The enactment of Law number
22 of 1999 concerning Regional Government
and Law number 25 of 1999 concerning
Financial Balance between Central and Local
Governments marked the enactment of a new
paradigm of regional autonomy and fiscal
decentralization as an intact decentralization.
Fiscal decentralization in Indonesia has been
effective since January 1st, 2001 with broad
consequences for local governments to accept
the mandate for managing, planning, and
implementing their respective regional budget
management, followed by the mandate for
managing regional revenue sources such as tax
bases and transfer funds according to the money
follows function mechanism. According to
Mardiasmo (2009), the mandate for managing
the revenue sources has the following
objectives: reducing the fiscal gap among the
regions and between the central and local
governments, improving the quality of public
services, improving the efficiency of national
resources enhancement, the allocation of
transfer funds that are on target and to provide
fiscal sustainability support.

However, during the research period 2016
to 2019, many facts show that regional
development inequality is getting worse,
supporting the findings of Aritenang (2012),
Rodriguez and Ezcurra (2009), Song (2013), Liu
et al. (2014), and Arham (2014), which at that
period was an era of fiscal decentralization, even
nearly two decades, which should have been
able to fix these problems, especially since
inequality is also a target of the Sustainable
Development Goals (SDGs) as a global
development agreement. Therefore, it is
important to re-analyze the relationship between
fiscal decentralization, economic growth, and
regional development inequality in Eastern
Indonesia.

2. Literature Review

According to Sukirno (2010), regional
development inequality is a gap in welfare
created due to different levels of development in
various regions caused by differences in
endowment factors. According to Sjafrizal
(2012), the causes of development inequality
among the regions are differences in natural
resources; differences in demographic factors
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including the quality of human resources
(education, health), employment conditions, the
work culture of the local community; obstruction
of access to the flow of goods and services;
concentration of economic activity; and
allocation of interregional development funds.
The measure of regional development inequality
in this study was measured using the Williamson
Index with the following formula:

/Z(Yi—Y)Z%i

W=
Y

Where:
w : Williamson Index
Yi : GRDP Per Capita of Regency i
Y : Average GRDP Per Capita of Province
Fi : Population of Regency i
n : Population of Province

The government steps to achieve pro-
equality economic growth requires the support of
efficient public services. According to Tiebout
(1956) and Oates (1972), the most efficient
public service providers should have areas with
minimum geographic control. This is because
the local government gets the needs of its
people; In responding to community needs, local
governments are encouraged to make efficient
use of funds originating from the community;
Local governments will be stimulated to increase
innovation because of competition among the
regions in serving the community.

Decentralization is the delegation of
authority from the central government to local
governments (Mawhood, 1987). Litvack (1999)
distinguishes decentralization into political
decentralization, administrative decentralization,
and fiscal decentralization. According to
Mardiasmo (2009), political decentralization is
the foundation for the realization of
democratization and increasing people's
participation in government; administrative
decentralization is an instrument used in
providing services to the community; while fiscal
decentralization functions to ensure the
realization of political decentralization and
administrative decentralization through the
mandate for managing in the budget sector. The
delegation of authority in fiscal decentralization
brings the necessary budgetary consequences
in a kind of funding sources and also central
government's transfer according to the money
follows function mechanism to carry out the
mandates. One of the fiscal decentralization
objectives according to Mardiasmo (2009) is to
improve the quality and reduce disparities in
public services both in the region and among the
regions. According to Musgrave (1959), there
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are three functions of fiscal policy implemented
by the government: allocation function, the
government as a provider of public goods and
services; distribution function which the
government must emphasize fairness and
propriety in budget policies; a stabilization
function that makes the government budget an
instrument in maintaining and realizing a
balance of economic fundamentals.

The theory of fiscal federalism proposed by
Oates (1993) explains the relationship between
decentralization and economy, public services,
and the welfare of society. This theory
emphasizes that the delegation of authority to
local governments in fiscal decentralization can
encourage economic growth and improve the
welfare of local communities because local
governments are regarded as more efficient in
producing or providing public goods (Oates,
1972).

According to the theorem of fiscal
decentralization, due to information asymmetry
and Dbetter insight into local people's
preferences, local governments are considered
to be more capable than the central government
to adjust the provision of public goods and
services according to local people's preferences.
Therefore, fiscal decentralization is very relevant
to be associated with efforts to correct regional
development inequality. In addition, the
enhancement of the quality of public services
also supports an investment climate that
contributes to increasing economic growth

3. Research Method

This study uses secondary data from the
Directorate General of Fiscal Balance and
Statistics Indonesia using 2016-2019 panel data
of thirteen Eastern Indonesia provinces. The
variables used are regional development
inequality measured using The Williamson
Index, economic growth, government spending,
domestic investment, Human Development
Index (HDI), labor, GRDP of agriculture, forestry
and fishing.

The technique used is a simultaneous
equation model which is estimated using the
Three Stage Least Square (3SLS) method.
According to Chow in Ekananda (2016), there
are two reasons that simultaneous equation is
suitable to use: this model is suitable to be
applied in various economic applications; this
model also uses a stochastic model that is
suitable for testing economic theory and
economic relations based on statistical tests. In
addition, the simultaneous equation model
provides a better description of the reality than
the single equation model (Ekananda, 2016).
According to Guijarati (2013), the simultaneous
equation model has more than one equation and
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among the equations have a relationship.
Meanwhile, the Three Stage Least Square
(3SLS) method is regarded as adequate for
providing parameters that consider all
relationships among the variables as shown in
the model. This method also has more complete
information and produces more efficient
estimates. The model specifications can be
written as follows:

a. Economic Growth Equation

Growth; = ay + a, In GovSpend;, +

a, In DomInvest;; + a; HDI;; +

a, In Labory, + €; (2)
b. Regional Development Inequality

Equation
Inequality;; = By + B, Growth;; +
@, In GrdpAgri;, + B; HDI;; + €, (2)

Where :

Growth : Economic Growth

Inequality : Regional Development Inequality

GovSpend : Local Government Spending

Domlinvest : Domestic Investment

HDI : Human Development Index

Labor : Labor

GrdpAgri : Gross Regional Domestic Product
of Agriculture Forestry and Fishing

a, : Constant Coefficient

i : Unit Index

t : Time Index

€ - Error Term

4. Result and Discussion
4.1 Result

Table 1. Parameter Estimation Results

Variable Coefficient Prob.

Growth

In GovSpend -3.959429 0.000***

In DomInvest -0.1446205 0.427

HDI 0.066118 0.597

In Labor 1.82582 0.002%**

Constant 94.47895 0.000***
Inequality

Growth -0.1472239 0.000***

In GrdpAgri 0.1595041 0.107

HDI -0.0709894 0.001**=*

Constant 1.484248 0.634

Note : *** significant on a=1%, ** significant on a=5%,
* significant on a=10%.
Source: Stata 16 (processed)

In the first equation model, economic growth
is influenced by In local government spending, In
domestic investment, HDI, and In labor. Based
on table 1, it was found that the domestic
investment variable and HDI were not significant
in influencing economic growth because the
probability value was greater than 10%, meaning
that the coefficient value of these variables was
believed to be zero compared to the estimated



coefficient value. Meanwhile, there is a
significant effect of the variable In local
government spending and In labor on economic
growth at an error level of less than 1%. Variable
In local government spending has a coefficient
with a negative sign which means that an
increase of 1% of total local government
spending reduces the rate of e

conomic growth by around 3.959429%.
Meanwhile, the coefficient of In labor variable is
positive which can be interpreted that an
increase of 1% of the total labor will increase
economic growth by 1.82582%. The value of the
constant-coefficient is 94,47895 means that if all
variables are zero, then the level of inequality in
regional development is 94,47895 points.

In the second equation model, regional
development inequality is influenced by
economic growth, In GRDP of agriculture,
forestry and fishing, and HDI. Variable In GRDP
of agriculture, forestry and fishing and the
constant proved not significant in influencing
regional development inequality. This is because
the p-value is greater than 10%, therefore the
coefficients of each of these variables are
believed to be zero compared to the estimated
coefficient values. Meanwhile, economic growth
and HDI significantly affect regional
development inequality with an error term of less
than 1%. The economic growth rate has a
coefficient value of -0.1472239 which can be
interpreted when economic growth increases by
1%, the regional development inequality rate will
decrease by 0.1472239 points. The HDI variable
has a coefficient of -0.0709894 which means that
if the HDI value increases by 1%, the regional
development inequality will decrease by
0.0709894 points.

4.2 Discussion

The effect of local government spending on
economic growth is negative, supporting the
empirical analysis by Rodriguez-Pose and
Ezcurra (2011) and Badrudin (2011). The
enhancement of local government spending in
Eastern Indonesia will be accompanied by a
reduction in economic growth in the region. Local
government spending is the main variable that
represents fiscal decentralization because fiscal
decentralization in Indonesia is decentralization
by the expenditure side. On the theory of fiscal
federalism, local governments will behave
differently when receiving mandates from the
central government in decentralization, local
governments will try to further improve the
welfare of local communities. Welfare will be
maximized if each local government provides
public goods. Fiscal decentralization can
increase economic growth and welfare levels
because local governments are considered to be
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more efficient in producing or providing public
goods (Oates, 1972). This is due to the
possibility that there are similarities in the
provision of public goods for all regions that are
not necessarily needed by the community if
provided by the central government. Through
local governments, the outputs and outcomes of
public goods provided will bring more benefits
and satisfaction to the local community. The
compatibility between what is needed and what
is obtained makes the government's budget
effective.
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Picture 2. Average of Capital Expenditure to
Regional Expenditure in 2016-2019

Source: The Directorate-General for Fiscal Balance
(processed)

According to Li et al. (2017), equitable
distribution of all types of public services can
encourage the equitable distribution of regional
income and consumption. The provision of
public goods is one of the improvements in
public services that can be realized through
capital expenditures. However, the realization of
capital expenditures in Eastern Indonesia
provinces have not been as expected, the
proportion is less than 30% and has decreased
during the study period, supporting the findings
of Nugraheni and Priyarsono (2012). Capital
expenditure is a government expenditure that
has long-term benefits because it adds fixed
assets, the lack of equitable public goods
provision such as adequate basic infrastructure
will hamper economic growth and investment.

Meanwhile, to evaluate local government
spending by considering the role of silpa
(more/less difference between the realization of
the budget realization report revenue and
expenditure for one reporting period) on the
negative influence of local government spending
on economic growth, it was found that eleven out
of thirteen provinces in Eastern Indonesia had a
fairly good budget absorption above 90%. Thus,
it can be concluded that the problem of local
government spending lies not in the absorption
of spending, but unproductive composition. This
study supports the research of Barro (1990), that
unproductive government spending has a
negative effect on economic growth. The factor
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that plays a role in determining the quality of
spending in this area is the weak capacity of
human resources in the budget sector,
especially planners and budget makers. The
mechanism for planning, compiling, determining,
and implementing the budget is very important,
therefore a qualified human resource capacity is
needed to ensure the quality of outputs and
outcomes are more measurable, transparent,
accountable, effective, and efficient. This is to
avoid uncontrolled spending or deviations from
the budget.

According to the World Bank and Martinez
& McNab in Khusaini (2006), fiscal
decentralization can be a trigger for
macroeconomic instability that  disrupts
economic  growth because it reduces
government spending and taxes based on the
central government which is generally used for
the stabilization function. The impact of fiscal
decentralization on economic growth between
developed and developing countries is also
different. The benefits of fiscal decentralization
in developing countries are not yet regarded
because the institutions do not encourage local
governments to use information asymmetry
related to their communities. According to
Thiessen (2003), fiscal decentralization has
several weaknesses, there are increasing
regional inequality and hampering economic
growth, differences in income levels and tax
bases among the regions will encourage
differences in the provision of infrastructure,
education, health, and other public services and
reduce the maximum use of production factors
including human capital.

Domestic investment in this study has no
significant effect on economic growth. This
means that domestic investment is not a
determining factor in increasing economic
activity in Eastern Indonesia. The possible
reason for the low realization of domestic
investment is because this area has not been
supported by a conducive investment climate.
Most provinces in this region still do not have
complete and adequate infrastructure to attract
investment, limited human resource skills,
relatively isolated geographical constraints, and
unsupported licensing procedures. Meanwhile,
investment can only develop with the support of
adequate public sector efficiency and a
conducive economic climate to create a
multiplier effect in the economy. This research is
not in line with Putri (2014) and Sjafii (2004).

In supporting economic efficiency efforts,
domestic investment is another source of
financing besides transfer funds from the central
government which is expected to be an engine
of growth in economic development so that not
all development costs are charged to the
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government budget. The Efficiency of allocation
is carried out in collaboration with the private
sector according to its role. According to Fan et
al. (2011), private investment can provide
funding reinforcement and play a role in regional
development to encourage economic growth.
The investment will increase productivity in
economic activity which will play a role in the
absorption of labor to reduce unemployment.
According to Jhingan (2012), investment can
increase the income from the demand side and
production capacity in the economy through
increasing the capital stock from the demand
side.

So far, the quality of human resources is
measured by the Human Development Index
(HDI). The HDI variable in this study has no
significant effect on economic growth, which
means that HDI is not the main determinant in
increasing economic growth. The weak influence
is possible because of the high cost of realizing
the components of the HDI, such as certain
guality education and health, and the high
purchasing power of the people. This can also
occur due to economic decline in the early phase
of human capital development before it is finally
able to boost productivity. Another possibility is
the mobilization of quality human capital to more
developed areas, both within and outside the
region, causing the areas left behind to lose
development capital.

In  planning and implementing the
development targets, the population as the main
capital without adequate skills has not
guaranteed fruitfulness. Population quality
indicated by the HDI needs to be considered to
support the development process. The high and
low HDI achievement reflects its quality and
ability to absorb and manage production factors
that are important for economic growth. This
study does not support the findings of Dewi &
Sutrisna (2014).

The labor variable shows a significant effect
on economic growth. The large number of labor
absorbed in the production process contributes
to increasing goods and services in economic
activity which will encourage the enhancement
of economic growth. By the production function
aggregate that economic growth is influenced by
factors, one of which is labor. Output per worker
will increase if each worker gets capital
deepening. This is to prevent the decline of labor
productivity due to a lack of capital to work. This
study supports the research of Putri (2014) and
Lubis (2014).

Economic growth has a negative influence
on regional development inequality. This can be
interpreted that if economic growth increases,
regional development inequality will decrease.
According to Williamson (1965), at the beginning



of economic development, the economy will be
concentrated in one or a few growth centers in
the region. According to Myrdal (1957),
economic development will cause a spillover
effect, there will be a flow of development capital
to developed regions or areas that are growth
centers so that developed regions gain an
accumulation of competitive advantage. This
provides investment opportunities for several
rounds that can accelerate economic growth in
developed regions so that underdeveloped
regions will hard to compensate because of
widening regional development inequality.

Convergence is possible if the spread effect
occurs in sustainability development. By
focussing on non-economic factors that are the
process of cumulative causes of economic
change, along with the market size
enhancement, economic growth will spread to
other areas that have been suppliers of
resources so that reducing regional
development inequality. This is indicated by
several conditions: market saturation which
reduces the attractiveness of early growth
centers; the increasing of labor demand in
underdeveloped areas; government actions to
increase and improve the infrastructure facilities
in underdeveloped areas. According to Li et al.
(2017), an effective way to reduce inequality and
improve people's standard of living is by
increasing infrastructure facilities and the quality
of education, health, and social welfare in
underdeveloped areas. This study supports the
findings of Mopangga (2011) and Barrios and
Strobl (2009).

The GRDP of agriculture, forestry and
fishing has no significant effect on regional
development inequality in Eastern Indonesia,
supporting Zaini's research (2018). The average
GRDP contribution of agriculture, forestry and
fishing to the total GRDP in Eastern Indonesia
during the study period was only 20.33%. For
areas with great potential, this contribution is
relatively small, although it is the highest
achievement compared to other sectors.
According to Rachmaningsih and Priyarsono
(2012), Eastern Indonesia is an area that has
great economic potential, especially in
agriculture, but is still constrained on its
management due to the limited quality and
quantity of human resources. This area is also
referred to as sleeping potential because its
contribution is not optimal to national economic
development, there are still many agricultural
and waters resources, flora, and fauna that have
not been developed (Nuhung, 2010). The
availability of abundant natural resources does
not guarantee prosperity, depending on its
management (Wright and Czelusta, 2004).

According to Chen and Groenewold (2010),
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policies to increase productivity or investment in
agricultural infrastructure in rural areas have a
strong influence on per capita output which can
reduce regional inequality and make them more
prosperous. The agriculture sector is the most
relevant in reducing inequality compared to the
industrial and service sectors (Nangarumba,
2015).

In addition, the weak influence of
agriculture, forestry and fishing GRDP on
regional development inequality in Eastern
Indonesia can be caused by the large value of
plantation and forestry tax levies in this area
which do not become local government
revenues but the central government. Then that
revenue is returned to the regions through
revenue sharing which is the proportion is
smaller than the actual contribution. Thus, the
status of resource ownership does not
guarantee that its contribution can be fully
enjoyed for the community welfare in the area.

The HDI variable shows a negative
influence on regional development inequality
which can be interpreted that if the HDI in
Eastern Indonesia increases, then inequality in
the region will decrease. The HDI component
which consists of education, health, and
purchasing power reflects the quality of human
resources. According to Sjafrizal (2008), the
quality of human resources is one of the factors
causing regional development inequality. The
average of HDI achievement in Eastern
Indonesia for the last four years is still below the
regional and national HDI average. Based on the
categories determined by Statistics Indonesia,
the majority of provinces HDI in the region are in
the medium category and some are even in the
low category. The HDI achievement confirms
that there is a strong negative relationship to the
high level of regional development inequality in
the region. The Province of Papua is the lowest
HDI as well as the area with the highest regional
development inequality.

HDI is an important indicator in measuring
the quality of human life achievement as a
reflection of development fruitfulness which can
be explained through how the population can
access development outcomes in obtaining
income, health, and education. According to the
new growth theory, both convergence and
divergence can occur depending on the quality
of capital, especially human capital as a
determinant of productivity. This study is in line
with the findings of Nurhuda et al. (2013) that the
higher and more equitable HDI will encourage
the reduction of regional development inequality.
According to Farah and Sari (2014), human
capital is one of the factors that affect
productivity capabilities which are manifested in
the qualitative dimensions of human resources,
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such as expertise and skills that can be obtained
through education, training, and health.

5. Conclusions and Suggestions
5.1 Conclusions

Government spending as a manifestation of
the government's work plan that has been
prepared is a strategic key to governance. Fiscal
decentralization represented by government
spending will provide a multiplier effect if the
allocation is appropriate to the needs of the
community. Public services are very important in
supporting economic growth and efforts to
correct regional development inequality in
Eastern Indonesia, the availability is also an
investment attraction. The enhancement of the
quality of public services through productive
spending has not been fully supported by the
government budget. The mandate for managing
the budget has not been optimally used by the
local governments in decentralization, indicated
by poor allocation for productive expenditures
compare to the routine. It is caused by poor
human resource quality in the budget sector
include planning and management, which finally
hinders the quality of public service and
economic growth. Supports from physical and
human capital are required to keep up with the
occurring economic activities so that inequality in
regional development in the area can be
reduced.

Regional fiscal independence has not yet
been created in Eastern Indonesia, the ratio of
balancing funds to total revenue dominates
revenue in this region. However, efforts to
achieve independence in fiscal must consider
the risks to investment attractiveness which is
still weak. It takes a focus on non-economic
factors that are the cumulative causes of
economic change as well as the carrying
capacity of quality physical and human capital to
balance ongoing economic activities to
encourage pro-equality economic growth. To
realize prosperity in Eastern Indonesia, it is
necessary to increase the quality of basic
infrastructure services to support investment
opportunities that can create a multiplier effect.

5.2 Suggestions

This study suggests the government
increase the capacity of human resources in
planning and budget management to upgrade
the competence in implementing a performance-
based budgeting system that gives more
measurable, transparent, accountable, effective,
and efficient outputs. It is also necessary to
evaluate the allocation of local government
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spending directed at increasing productive
spending in the form of capital spending to
support physical capital like public goods or
spending on education, health, and other
expenditures as investments to improving the
quality of human capital in stimulating economic
growth and correct regional development
inequality.
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