
ABSTRACT

One of the main reasons for decentralization in Indonesia was to provide every regions the same 
opportunity to develop themselves based on their needs. Ever since fiscal decentralization was 
implemented, the central government had conducted an intergovernmental transfer scheme 
to local governments, thereby transferring almost 30% of central government revenue to 
local governments. The purpose of this paper was to find evidence about the impact of fiscal 
decentralization in Indonesia and economic development indicators, namely growth and 
regional income disparity, during the period of observation, (1995–2008). The analysis was 
carried out using autonomy indicators, production indicators and expenditure per capita as 
fiscal decentralization measurement tools. A data panel approach was then implemented to 
find consistency in the effect of these indicators. The results showed that higher autonomy 
indicators which represent local government own source revenue were related to lower 
GDP per capita growth and higher regional income disparity after fiscal decentralization. 
Upgrading capacity and capability among bureaucrats at the local and central levels was 
recommended in order to achieve positive effects of decentralization. However, further 
research with comprehensive methods and fiscal decentralization measurement might still 
be needed to prove the precise effects of fiscal decentralization on economic development 
indicators in Indonesia.
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ABSTRAK

Salah satu alasan pelaksanaan desentralisasi di Indonesia adalah untuk memberikan 
kesempatan yang sama bagi semua daerah untuk membangun berdasarkan kebutuhan 
mereka. Sejak desentralisasi fiskal dilaksanakan, pemerintah pusat telah melakukan skema 
transfer antar pemerintah kepemerintah daerah, sehingga total dana yang ditransfer hampir 
30% dari pendapatan pemerintah pusat. Tujuan dari makalah ini adalah untuk menemukan 
bukti tentang dampak desentralisasi fiskal di Indonesia dan indikator pembangunan ekonomi, 
yaitu pertumbuhan dan disparitas pendapatan daerah, selama periode pengamatan, (1995-
2008). Analisis dilakukan dengan menggunakan  indicator  otonomi,  indikator produksi dan 
pengeluaran per kapita sebagai alat pengukuran desentralisasi fiskal. Sebuah pendekatan 
data panel kemudian dilakukan untuk menemukan konsistensi dalam dampak dari indikator-
indikator tersebut. Hasil penelitian menunjukkan bahwa kenaikan indikator otonomi yang 
direpresentasikan oleh Pendapatan Asli Daerah (PAD) memiliki dampak terhadap penurunan 
pertumbuhan PDRB perkapita serta kenaikan tingkat disparitas pendapatan antar daerah 
setelah periode desentralisasi di Indonesia. Peningkatan kapasitas dan kemampuan di 
kalangan birokrat di tingkat daerah dan pusat harus terus dilakukan untuk mencapai efek 
positif dari desentralisasi. Namun demikian, penelitian lebih lanjut dengan menggunakan 
metode dan pengukuran desentralisasi fiskal yang lebih komprehensif masih diperlukan 
untuk membuktikan efek yang tepat dari desentralisasi fiskal pada indikator pembangunan 
ekonomi di Indonesia.

Kata Kunci: keuangan publik, desentralisasifiskal, pertumbuhan, disparitas 
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1. 	 INTRODUCTION
1.1 	Background
Decentralization in Indonesia could be 
the way for the nation to become stronger, 
because decentralization gives power to 
each local government to develop its region 
based on its needs. As Ohmae (2005) stated 
that “the geographical and economic unit 
of the global economy is the region” (p.82). 
Ohmae also emphasized that building a 
strong region is important for national 
growth.

Decentralization in Indonesia has been 
implemented since 2001. Until now, there 
have been many fundamental changes 
in integrating the new paradigm into the 
organization of the government, especially 
the changes regarding the effective 
implementation of fiscal decentralization, 
which is mandated in Law Number 33/2004 
on fiscal balance between the central and 
local governments. 

The fiscal decentralization era in 
Indonesia offered a great opportunity to 
local governments to develop their region 
based on their needs and their ability. This 
opportunity never arose during new order 
era when the central government was 
very dominant to local government. The 
centralistic approach diminished the local 
governments’ creativity and initiative to 
develop their regions. Local governments 
were not given the discretion to set policies 
appropriate for their regions.

In theory, the transfer of fiscal authority 
from central to local government reduces 
the responsibility and operation of central 
government in managing fiscal policy. 
On the other hand, the proportion of the 
total expenditure of the local government 
increases significantly. This change, 
directly or indirectly, has an effect on 
management of fiscal policy in general. 

If this fiscal decentralization is handled 
well, it has a positive impact on prosperity 
and public services. Conversely, if it is not 
managed well, fiscal decentralization causes 
macroeconomic instability, disparity among 
regions, and worsens public services. 

However, Brodjonegoro (2004)
mentioned thatafter three years of fiscal 
decentralization in Indonesia, the public was 
skeptical. One of the most critical problems 
was the fiscal imbalance among local 
governments (horizontally) and the fiscal 
imbalance between the central and local 
governments (vertically). In fact, there were 
some local areas with incredible sources of 
finance. On the other hand there were also 
many local areas that could not afford to 
finance their public and welfare services. 

The impact of fiscal decentralization 
on economic development indicators such 
as growth and regional disparity has been 
widely investigated.  Empirical evidence 
has not always confirmed the theoretical 
prediction that fiscal decentralization has a 
positive impact on the economy. 

In terms of growth, in the case of China, 
Lin and Liu (2000) provided empirical 
evidence that decentralization is conductive 
to growth. Zhang and Zou (1998), however, 
have established the fact that the relationship 
between growth and decentralization was 
negative. Akai and Sakata (2002), in a panel 
study of US states, found that the ratios of 
local government revenue and expenditure 
to combined state and local government 
revenue and expenditure had a positive 
and statistically significant impact on state 
GDP. In the context of disparity, for Korea, 
Kim, Hong and Ha (2003) and Gil et al. 
(2002) for 15 OECD countries, established 
a positive impact (lower in disparity) 
of decentralization on regional income 
disparity. However, Bonet (2006) found 

strong evidence supporting the thesis that 
the fiscal decentralization process increased 
regional income disparities.

The aim of this paper is to discuss the 
implementation of the fiscal decentralization 
policy in Indonesia. The increasing transfer 
of authority to the local governments 
in Indonesia aims to stimulate regional 
economic growth. Moreover, this growth 
should be able to reduce the disparity among 
regions in Indonesia. 

This paper attempts to evaluate the 
impact of fiscal decentralization policy 
on Indonesia’s economic development. 
Specifically, this paper will examine whether 
fiscal decentralization has had a positive 
or negative effect on growth and regional 
income inequality.  The hypothesis tested for 
this paper is, “fiscal decentralization has no 
effect on growth and disparity among region 
in Indonesia”. Perhaps this could make clear 
evidence about the effectiveness of fiscal 
decentralization policy in Indonesia. 

1.2 	Organization
This paper is organized as follows: 

Section 2 presents the literature review 
which describes decentralization in 
Indonesia and explores the relationship 
between fiscal decentralization and growth. 
Section 3 explains the data sources and 
methodology used in this paper. Section 4 
summarizes the results and the final section 
presents conclusions and recommendations.

	

2. 	 LITERATURE REVIEW
2.1 	Fiscal Decentralization and Its 

Implementation in Indonesia
Bahl and Martinez (2006) stated that 

fiscal decentralization is only one of many 
aspects of decentralization. The scope 
of decentralization consists of political, 
administrative, and fiscal decentralization 

between layers of government. Fiscal 
decentralization is a core aspect of 
decentralization. 

According to Martinez-Vasquez and 
McLure (2000) fiscal decentralization 
is about assigning to the correct level of 
government the provision of public goods 
that best internalizes benefits and costs 
(expenditure side) and on assigning revenue 
sources mostly efficient among levels 
of governments (revenue side). If local 
governments want to achieve decentralized 
functions effectively, they must have an 
adequate level of revenues and have the 
authority to make decisions and manage 
expenditure. 

Bahl (1999) stated that fiscal 
decentralization is a tool and a part of 
the economic development strategy for a 
country, thus it should be implemented as 
“comprehensive system”. The first step in 
designing a system of fiscal decentralization 
is defining a clear assignment of functional 
responsibilities among different levels of 
government. The money follows the function. 
Therefore, after deciding what functional 
competencies are to be transferred from the 
central government to local governments, 
revenues are assigned to local governments 
and intergovernmental transfers are put into 
place. 

There should be budgetary autonomy 
to carry out the assigned responsibilities 
at each level of government. Besides 
intergovernmental transfer, the capability of 
local governments to create their own sources 
of revenue also becomes an important issue 
to be addressed. Decentralization may be 
harmful to economic development when 
local governments are incapable of arranging 
the appropriate local tax because insufficient 
funds can hinder economics activities in 
their region.

Ideally, local governments must have 
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control of their own sources of revenue.
Local governments that lack sources of 
revenue do not really benefit from fiscal 
autonomy because they may be under the 
financial control of the central government. 
If local governments can control their own 
source revenue, they have the authority and 
ability to explore other financial sources to 
provide services to the public. Moreover, 
local governments are not only able to earn 
revenue, but they also have the discretion 
to administer their budgets. Therefore their 
dependence on grants from the central 
government can be minimized, and as result, 
own source revenue is an important financial 
resource for local governments.

The Republic of Indonesia Law Number 
33/2004 (2004) on fiscal balance between 
central and local governments follows 
Musgrave’s trilogy of public functions 
(1959), namely, distribution, stabilization by 
the central government, and allocation.

The allocation function focuses on the 
basic needs of local areas which have to be 
fulfilled by the central government and local 
governments as well.  The “money follows 
function” principle is implemented in fiscal 
decentralization in Indonesia. If authority is 
delegated to the local government, then the 
central government also has to prepare the 
financing.

The purpose of decentralization is to 
provide better public services and to create 
accountable and transparent public decision 
making. In practice, decentralization involves 
the delegation of some authority from the 
central government to local governments to 
make decisions about spending, local taxes, 
and elections. Moreover, the implementation 
of decentralization entails the transfer of a 
portion of the central government budget to 
local governments. 

Historically, the transition from 
centralization to decentralization in 

Indonesia has gone through difficult phases 
and created problems. In the beginning, 
centralization was very dominant in the 
government system in Indonesia. This is 
because at the time the central government 
believed that it was necessary for economic 
growth and stability and national unity. 
During the centralization era, there was 
a high economic growth and a political 
stability. However, from mid-1997 to 2000, 
the Indonesian economy faced a long and 
deep crisis due to global financial instability. 
This situation improved after Indonesia 
entered the decentralization era as indicated 
by recovering economic growth and 
improvement in fiscal management by the 
central and local governments to finance the 
public sector.

One of the main reasons why the 
decentralization process became necessary 
for integration of Indonesia was the long-
standing high regional disparity. There was 
great disparity between the western eastern 
parts of Indonesia, or between Java and 
others islands. One possible reason for this 
inequality is the strong centralization and 
the resulting unbalanced central and local 
financing. 

The decentralization era in Indonesia 
started with parliamentary approval of 
Law 22/1999 on local government and 
Law 25/1999 on intergovernmental fiscal 
relationship between central and local 
governments, which were subsequently 
changed by Law 32/2004 and Law 33/2004.

Law 33/2004 provided a fundamental 
change in the implementation of 
decentralization policy, from domination 
by the central government to autonomy for 
local governments for their budgets. Law 
33/2004 also encouraged the idea of fiscal 
sustainability and more equitable inter 
governmental transfers. 

The fiscal relationship between 

central and local governments is reflected 
in the clear delegation of authority and 
responsibility sharing. The ”money follows 
function” principle is implemented in 
fiscal decentralization in Indonesia, which 
means if authority is delegated to the local 
government then the central government 
also has to prepare the financing. Generally, 
the fiscal relationship between the central 
and local governments is also indicated in 
the planning and budgeting for all activities 
in all levels of government according to their 
authority and responsibility.

In the fiscal relationship between the 
central and local governments, the central 
government transfers money to the local 
governments in order to finance their 
activities. Most of Regions in Indonesia until 
now still depend on central government 
transfers. Since fiscal decentralization 
implemented, the central government 
transfer almost a third of public expenditure 
from national budget to local governments 
annually.

Transfers from central government to 
local government consist of:

1.	 Bagi Hasil Pajak dan Bagi Hasil SDA 
(DBH)/Tax sharing and non-tax sharing

2.	 Dana AlokasiUmum (DAU)/Block Grants
3.	 Dana AlokasiKhusus (DAK) / Specific 

Grants.

Tax sharing and Non-tax sharing 
(natural resources) are given by a formula 
that is stated in Law 33/2004. Regions 
which have abundant natural resources get 
a higher share from central government. 
However, the formula also adopts the 
balance for regions which do not have rich 
natural resources. The amount of tax sharing 
and non-tax sharing (natural resources) can 

be seen in Table 1.
The central government also decides 

how to share a particular portion of 
revenues, most notably from oil and gas, 
on a derivation basis and introduced a 
general block transfer for the purpose of 
equalization. The general block grant (DAU) 
introduced a formula based equalization 
grant that considered both relative measures 
of expenditure needs and fiscal capacities 
(i.e., own and shared on a derivation basis) to 
distribute a fixed share of national revenues 
across all localities. The overall size of the 
DAU (vertical share between the central 
government & regions) is calculated as a 
share of net national revenues, currently 26 
percent (net of shared revenues). Districts 
are allocated 90 percent of these funds. The 
remainder is distributed across provinces. 

At the beginning, DAK was an emergency 
fund derived from the reforestation fund and 
until now, ithas remained small. DAK is an 
earmark program for specific sector such as 
basic education, infrastructure, and health. 
Itis decidedbase on general criteria specified 
by Ministry of Finance and specific criteria 
conducted by sectoral ministry.Therefore not 
all regions could obtain this DAK programs.
Only regions that need attention in national 
development by considering their fiscal 
capacity are eligible for DAK, region which 
low fiscal capacity will attain DAK based on 
general criteria.

The trend of transfer by the central 
government to local governments increased 
significantly year by year after fiscal 
decentralization, as shown in Figure 1. 
Local governments can use this allocation 
fund to develop their region based on their 
needs, such as for the development of human 
resources or infrastructure. Figure 1, it can 
be seen that the highest transfer from central 
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to local government is in the form of block 
grants.

Fiscal decentralization could increase 
the efficiency and accountability of the public 
sector in Indonesia. The increase in local 
government budgets could have a positive 
effect on the local economics. The increase 
in money supply in the region then could 
in turn increase consumption in the region. 
Local governments have very important role 
in stimulating regional economic growth 
through their policies. 

2.2	Fiscal Decentralization, Economic 
Growth, and Regional Income 
Disparity 
The goal of fiscal decentralization is the 

achievement of economic efficiency; that is, 
the fulfillment of local output among regions 
based on their needs. Oates (1993) gives 
the example of the policy on the provision 
of public infrastructure. Since it should 
be appropriate for the local conditions, 
it is better for the policy to be decided 

locally rather that centrally because it will 
be more effective in promoting economic 
development. 

In theory, the delegation of authority 
to local governments could have a positive 
effect on their economies. There are at 
least two reasons to support that argument 
according Davoodi and Zou (1998). First, it 
brings the local government closer to the 
people. Local governments will respond 
to local demands faster because they are 
directly controlled by local people. Local 
governments know what their citizens need 
to build their regions because they have more 
information about their regions compared to 
the central government. Therefore they can 
provide better public services.  

The others argument concerns 
“competition” among local governments. 
This competition increases the responsibility 
of local governments to their regions, thus 
they provide programs that correspond 
to local public preferences. Oates (1993) 
also supports this argument, stating that 

No. Revenue Type

Before After

Central Province Districs Central Province Districs

Balance 

to Others 

Districs

1 Land Bilding Tax 10 16.2 64.8 - 16.2 64.8 19

2 Land Bilding Transfer 20 16 64 - 16 64 20

3 Foresty : IHPH 55 30 15 20 16 64 -

4 Foresty : PSDH 55 30 15 20 16 32 32

5 Mining : Land Rent 20 16 64 20 16 64 -

6 Mining : Royalities 20 16 64 20 16 32 32

7 Fisheries 100 - - 20 - - 80

8 Oil 100 - - 85 3 6 6

9 Gas 100 - - 70 6 12 12

10 Personal Income Tax 100 - - 80 8 12 -

Table 1.Tax Sharing and Non Tax Sharing (Natural Resources) 
Formula between Central and Local Government Before and After Fiscal Decentralization

Note. From Republic IndonesiaLaw No. 33/2004
fiscal decentralization has the potential 
to increase government efficiency and 
economic stimulation.   	

On the other hand, Bahl and Linn (1992) 
stated that the functions of local sectors 
in developing countries are sometimes 
“manipulative and exploitative” instruments. 
In others word, the responsiveness of the 
local sectors only have higher effects at the 
higher stages of economic development. As 
a result, from the evolution of local public 
sectors, Oates (1993) suggests that attention 
be paid to the relationship between 
continuing growth and local finance. 

Prud’homme (1995) also discusses 
the potential problems developing from 
fiscal decentralization. He states that the 
implementation of fiscal decentralization 
at the local government level will noise 
the macroeconomic stabilization created 
by the central government. Furthermore, 
he also points out that there the potential 
for corruption to occur at the local 
government level which probably provided 
better distribution rather than corruption 
happened in central government.

The other concern is about 
interdependence between local governments 
and the central government.  This could occur 
depending on the natural resources and 
economic conditions in a local area. If there 
are abundant potential natural resources 
and productive economic activities, then 
it is possible for the local government to 
have higher own source revenues, thereby 
allowing the local government to control 
its budget.  Thus, Oates (1993) emphasizes 
that it is important for local governments 
to have a significant own source revenue 
because from a political point of view, a 
central transfer dictated by the central to 
local government could occur. This would 
decrease local fiscal independence because 
the decision about local programs could 
result from negotiations between the central 
and local governments. 

Fiscal decentralization also assumes the 
responsiveness of the local government to 
the welfare of its citizens. However, skeptics 
question whether the local governments do, 
in fact, respond to the needs of the public. 
This kind of question could be solved using 

Figure 1. Transfer by Central Government to Local Government (Trillion Rp). 
Sources: Ministry of Finance

Figure 1. Transfer by Central Government to Local Government (Trillion Rp). 

Sources: Ministry of Finance
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an indicator to measure whether local 
governments can perform effectively.

Oates (1993) mentions two arguments 
about the effectiveness of local governments. 
First, local governments should have 
adequate own source revenues or else 
intergovernmental transfer becomes a 
serious issue. The central government should 
conduct appropriate intergovernmental 
transfer for local governments. However, 
dependence on intergovernmental transfers 
could weaken the independence of local 
governments. Moreover, Oates (1993) 
emphasized that “heavy reliance on grants 
destroys the incentives for responsible 
local decisions” (p.241). Second, the types 
of local own source revenues should be 
followed “characteristics of good local tax”. 
More importantly, these kinds of own source 
revenues should not hamper local economic 
activities.

In the context of regional income 
disparity, there is an argument that 
emphasizing fiscal decentralization could 
increase regional disparity, because the 
role of the central government to bridge 
disparity among regions is still needed. 
The central government could bridge this 
disparity through, first, allocating some 
resources which benefit backward regions, 
especially financial resources to build 
public infrastructure. Second, the central 
government should implement a proper 
distribution mechanism to reduce the 
disparity among regions. However, Akai and 
Sakata (2005) stated: “After combining the 
efficiency and equity effects, the total social 
welfare effect of fiscal decentralization is 
more ambiguous” (p.2). 

Therefore, the capacity of local 
government is important in order to achieve 
a positive impact of fiscal decentralization 
on economic development indicators. Local 
governments should transform themselves 

from administrative bodies to economic 
units. Balancing local budgets is no longer 
the sole objective of regional economic 
activity: local governments must become an 
instrument to reduce unemployment and 
stimulate economic growth. 

3. METHODOLOGY 
This paper applies data from Ministry 

of Finance for local government budget and 
from Statistics Indonesia (BPS) for data 
Gross Domestics Product for each region 
(province), education, unemployment and 
population. Data covers the period 1995-
2008 at the provincial level, of which there 
were 26 before decentralization (1995-
2000) and 30 after decentralization (2000-
2008). 

In order to find the effect of fiscal 
decentralization on growth and regional 
income disparity, a data panel analysis is 
applied.  This is because the data structure 
consists of a cross section (regions) and a 
time series (series). The models that used 
are as follows:

Where FD is fiscal decentralization 
measurement and CV is control variables. 
Growth is growth GDP per capita, 	
while disparity is defined by 

According to Qiao, Martinez-Vasquez, 
and Xu (2002) this disparity concept is based 

on the concept of relative share between 
regional income and average national 
income. If value of disparity is zero, it means 
perfect equity where the regional per capita 
income is equal to average national per 
capita income. 

The controlvariables for the growth 
model as stated in equation 1 are population 
growth, education (measured by secondary 
school net enrollment), and initial income, 
which is regional GDP per capita for the 
previous year. Akai and Sakata (2002) use 
these control variables for determined the 
contribution of fiscal decentralization to 
economic growth. On the other hand, the 
control variables for the disparity model in 
equation 2 are population, that is, the number 
population in region, education (secondary 
school net enrollment), unemployment rate, 
and regional GDP per capita as used by Bonet 
(2006). 

Fiscal decentralization measurement
Fiscal decentralization is related to 

the delegation of authority to lower level 
government. Akai and Sakata (2002) argue 
that measuring fiscal decentralization is 
not easy because it is hard to measure 
the level of authority that is given to local 
governments. Akai and Sakata (2002) 
suggest four indicators to measure fiscal 
decentralization because there is no single 
fiscal decentralization measurement 
that can be appropriate to measure all 
levels of authority. The indicators are the 
revenue indicator focusing on revenue, the 
production indicator focus on expenditure, 
the autonomy indicator which measures 
local own source revenue and the 
production-revenue indicator (the average 
of the revenue indicator and the expenditure 
indicator). 

Bonet (2006) uses indicator expenditure 
per capita as the measurement of fiscal 

decentralization in Colombia. He argues 
that this indicator is applied because fiscal 
decentralization in Colombia is focused on 
expenditure, not on revenue.

This paper will use the autonomy 
indicator, the production indicator and 
expenditure per capita. The autonomy 
indicator is employed because it reflects the 
degree of authority of local government since 
own source revenue is created and collected 
by the local government itself. On the other 
hand, the production indicator (expenditure) 
and expenditure per capita are used because 
fiscal decentralization in Indonesia seems to 
focus only on the expenditure side. Most of 
the local government revenue comes from 
transfers by the central government but the 
central government gives authority to local 
governments to spend this revenue base 
own their needs. 

Provincial governments are treated as 
representatives of the central government. 
Thus, the formula for each variable is as 
follows:

4. 	 RESULTS AND DISCUSSION
Pool OLS, fixed effects and random 

effects are performed to determine the effect 
of fiscal decentralization on growth and 
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regional income disparity. These approaches 
are used in order to find the consistency 
of the effect fiscal decentralization 
measurement on the models. 

The regression analysis was separated 
into three parts: regression for all years 
(1995–2008), regression for the years 
before decentralization (1995–2000), and 
regression the years for after decentralization 
(2001–2008). By doing this, it is possible 
to analyze and compare the effects of 
fiscal decentralization before and after 
decentralization. Since the data cover the 
period where Indonesia was in a severe 
crisis that from 1998–2000, a dummy crisis 
is included in the models. The dummy crisis 
value is 1 for year 1998–2000 and 0 for the 

between independent variables on the 
models. A high correlation is associated with 
multicollinearity. Multicollinearity could 
affect the assumption of the best linear 
estimator in regression model. From Table 2, 
it can be seen that there is no high correlation 
among independent variables. This indicates 
that there is no multicollinearity in the 
models used in the analysis. 

Table 1 in the appendix section shows 
the minimum, maximum, mean and standard 
variation of all variables used in the analysis. 
The results of the various regression models 
can be seen in table in the appendix section. 

4.1 	Fiscal Decentralization and Growth
To investigate the relationship between 

Table 2.Correlation among Independent Variables

While for the pre-decentralization model, 
it is not steady the same, only for OLS and 
random effects have significant negative 
value, however for fixed effects, the value is 
not significant. 

The negative sign of the dummy crisis 
indicates that there was lower growth during 
the period of crisis (1998 – 2000) compared 
to the periods of no crisis. After adding the 
dummy crisis into the models, the R2 are 
higher compared to the models in which 
the dummy crisis was excluded. R2 for OLS 
models is 0.201, for fixed effects it is 0.504 
and for random effects it is 0.201.

Of the three control variables 
(population growth, education and initial 
income) added in the models, only education 
is not consistent in significance and sign. 
In post-decentralization models, the 
education variable is not significant, but in 
the model for all years including the dummy 
crisis, using OLS and random effects, it has 
significant value. It should be pointed out 
that the secondary school net enrollment 
rate as an education variable is not a good 
proxy to estimate the effect of human capital 
variables in the regression for growth model. 

Most variables, including variables 
of interest and control variables, are not 
significant in the pre-decentralization 
models. Table 4 in the appendix displays 
the regression results for the pre- 
decentralization models. Thus, from these 
tables, it is hard to get evidence about the 
interaction between independent variables 
and growth as dependent variables due to 
inconsistency.

Population growth shows a significant 
effect in the model for all years and the 
post-decentralization models. The sign of 
this variable is also consistently negative, 
which means that it has a negative effect 
on growth. This finding is similar to the 
results of Davoodi and Zou (1998) and Akai 

and Sakata (2002). The negative effect of 
population growth implies that population 
might be a burden on the economy because 
the increasing population also increases the 
number of people involved in the economy. 
Therefore it lowers income per capita if the 
economy is not robust enough to fulfill the 
needs of the increasing population. 

Initial income as a control variable also 
has a significant value in the model for all 
years and post-decentralization models. 
The sign of this variable is consistently 
negative, denoting that regions with lower 
per capita income have higher economic 
growth compared to the regions which have 
a higher per capita income. For example, in 
South Sulawesi and South Sumatera, during 
period of observation, South Sulawesi had 
a lower average initial income per capita 
(about 4 million rupiah ) compared to South 
Sumatera , but it had higher average growth 
(4.16% ) compare to South Sumatera which 
had only 2.66%. 

The results based on three different 
types of indicators for fiscal decentralization 
show that for the model for all years, only 
variable AI has consistency in significance 
and value. Variable PI has consistent sign, 
although it is not significant in OLS and the 
random effects model including the dummy 
crisis. Without the dummy crisis, exp_
percap is not significant. However when the 
dummy crisis is included in the model, it has 
significant negative value.     

On the other hand, for the post-
decentralization model, all fiscal 
decentralization measurements have the 
same sign using all regression methods. 
Only Exp_percap with random effects is 
not significant. However, it is difficult to 
find evidence of the relationship between 
fiscal decentralization measurements 
and economic growth during pre-
decentralization periods because the three 
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other years. Therefore, this dummy crisis is 
used in the regression model for all years and 
pre-decentralization regression models, but 
not in the post-decentralization regression 
models.

Table 2 presents the correlation matrix 
for the independent variables. Before 
doing the regression, it is necessary to 
check whether there is multicollinearity 
between independent variables. According 
Wooldridge (2006) multicollinearity can be 
identified by determining the correlation 

fiscal decentralization measurement and 
economic growth, a multiple-regression 
analysis is performed between growth as a 
dependent variable, variables of interestthat 
are (fiscal decentralization measurements: 
AI, PI, Exp_percap), and control variables 
that are education, population growth, and 
initial income). Tables 2 to 4 in the appendix 
section display the results for growth 
models.

The dummy crisis in the model for all 
years is significant and the sign is negative. 
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methods (OLS, fixed effects and random 
effects) provide inconsistent signs of AI, PI 
and exp_percap.     

The effect of the autonomy indicator 
(AI) on growth in all year and in the 
period after decentralization is the same. 
During both periods of observation, the 
Autonomy Indicator (AI) shows a negative 
and significant relationship with growth 
at a 95% confidence level. This result 
provides different evidence from that of 
Akai and Sakata (2002), who found the AI 
indicator has an insignificant effect on fiscal 
decentralization using panel data for US 
states. 

The negative AI implies that own source 
revenue as a proxy of autonomy level of the 
local government, undermines economic 
activities in the region. Local governments 
cannot use their authority to manage their 
own source revenue effectively. 

According to Law 33/2004, local 
governments are allowed to create their 
own source revenue using local government 
regulations and the central government can 
monitor by reviewing these regulations. 
Law 33/2004 has emphasized that local 
government regulation should not hinder 
regional economic activity. It should not 
cause high cost economics and impede the 
mobility of goods among regions. However, 
the local government has not been able to 
create good regulations to generate their own 
source revenue, and the central government 
has not conducted the monitoring and 
evaluating of these regulations properly.

The effect of the production indicator 
(PI) on growth is consistently positive 
at a 95% level of confidence in the post-
decentralization model. This could be 
because after decentralization, more than 
30% of the central government budget was 
transferred to local governments in form of 
intergovernmental transfers such as block 

grants and revenue sharing. There are many 
regions that are highly dependent on local 
government spending for their growth. Thus 
the more they spend the more regional GDP 
per capita growth increases. However if 
expenditure is in the form of expenditure per 
capita (exp_percap), it provides difference 
evidence. When exp_percap is significant, 
the value is consistently negative, which 
means that exp_percap has a negative impact 
on growth.

4.2 Fiscal Decentralization and Regional 
Income Disparity
The control variables used in the 

regression for regional income disparity are 
population, education, unemployment, and 
GDP per capita. The regression results for 
the disparity models are displayed in Tables 
5 to 7 on the appendix.

Most of variables, including variables 
of interest, are not significant in the pre-
decentralization model. Regression results 
for pre-decentralization model are provided 
in Table 7 in the appendix. As with the 
growth model, there is no obvious evidence 
of fiscal decentralization and regional 
income disparity in the pre-decentralization 
model.  

The dummy crisis in the model for 
all years using OLS is not significant. 
However, when fixed effects and random 
effects are employed, the dummy crisis 
is significant but the sign is different for 
each variable of interest. For AI and PI, the 
sign is positive, meaning that during the 
period of crisis, disparity among regions 
was higher compared to the period of no 
crisis. Conversely, exp_percap is significant 
at a 10% level of confidence and the sign is 
negative, which means that disparity was 
lower during the period of crisis. 

Population as control variable is 
consistently significant and the magnitude 

is also consistently negative. This indicates 
that disparity decreases when accompanied 
by a higher population. On the other 
hand, GDP per capita is also consistently 
significant, but the sign is positive. The 
positive sign suggests that GDP per capita is 
associated with increasing disparity. Regions 
with higher GDP per capita experience high 
disparity.  

Meanwhile, not all education variables 
in the regression models are significant.  
Education variables are significant for 
the model for all years and the post-
decentralization model when they are 
employed for AI and PI, but for exp_percap, 
education variables are not consistently 
significant. When education is significant, 
the value is consistentlynegative. As a result, 
disparity decreases when regions have 
higher levels of education. Nonetheless, most 
of unemployment variables in the regression 
models are not significant. If this variable is 
significant, the value is not consistent in sign.

The variable of interest PI is not 
significant for all regression models. It 
means that the null hypothesis saying that 
a coefficient of PI variable equal to zero 
in regression model cannot be rejected. 
Therefore, evidence of the relationship 
between fiscal decentralization and disparity 
using PI variable cannot be explained more. 

On the other hand, exp_percap is 
consistently negative for the regression 
model for all years. In the post-
decentralization model, exp_percap is not 
significant using OLS method, but with 
fixed and random effects, it is significantly 
negative. With this result, it can be concluded 
that exp_percap reduces regional income 
during all observation periods including the 
post-decentralization periods.

The AI variable is consistently 
significant in the model for all years and the 
post-decentralization model. However, the 

magnitude is different. In the model for all 
years, the AI is significantly negative while 
it is positive in the  post-decentralization 
model. Thus, during period of observation, 
there is evidence that regional income 
disparity is decreasing over time. However 
after decentralization was implemented, 
using the AI as a fiscal decentralization 
measurement, the regional income disparity 
became higher. This demonstrates that fiscal 
decentralization in Indonesia, at least as 
indicated by the AI variable, has not been 
conducive to a reduction in regional income 
disparity.  

5.	 CONCLUSION AND 
RECOMMENDATIONS    
Since Indonesia began to implement 

fiscal decentralization in 2001, the 
relationship between the central government 
and local governments has become dynamic. 
At a technical level, the government has 
tried to review many fiscal decentralization 
regulations including those related to local 
taxes and retribution, and local financial 
management. All of this happened because 
at the beginning of fiscal decentralization 
in Indonesia, there were weaknesses in its 
regulation. Recently, the central government 
and all stakeholders have begun a process of 
evaluation of fiscal decentralization in order to 
make it more effective.  

 However, this paper shows the evidence 
that fiscal decentralization has not been 
effective in stimulating regional economic 
activity during the period of observation. Since 
fiscal decentralization was implemented, one 
measure of fiscal decentralization measurement, 
the Autonomy Indicator (AI), has had a negative 
impact on growth and regional income disparity. 
On the other hand, when fiscal decentralization 
is measured by expenditure side indicators, the 
impact was not so obvious.
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There are at least three reasons for this. 
First, local governments have failed to create 
appropriate local tax bases as own source 
revenue instruments. This could be the result 
of a lack of capability and competency of the 
local executive and legislative branches of 
government. Second, with significant increases 
in local revenue, local government expenditure 
increases as well. However, local governments 
have not been able to manage this expenditure 
effectively. It is possible that spending occurs in 
the non-productive sector, or they do not have 
the development planning needed to run this 
expenditure. Third, the central government 
has not done appropriate monitoring and 
evaluation of local governments regarding 
the implementation of local government 
regulation of taxes. 

In addition, there are some implications 
that should be considered based on the result 
of this paper. First, it is important to upgrade 
the competency, ability and knowledge of the 
bureaucracy at central and local government 
levels in order to achieve the same vision 
about decentralization, not only at the 
level of regulation but also at the level of 
implementation. 

With regard to local expenditure, 
ministries at the central level should 
impose the standardization of output 
to be achieved by local governments, 
thereby encouraging more efficient local 
government expenditure and regional 
economic stimulation. Finally, there 
are also limitations to the regression 
models used in this paper, especially as 
related to observation periods, reliability 
and validity. Thus further research is 
still needed to prove the relationship 
between fiscal decentralization, economic 
growth, and regional income disparity 
using comprehensive models and fiscal 
decentralization measurement.
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APPENDIX APPENDIX

Table 1: Descriptive Statistics of Variables 

Table 2: Growth Regression Model for All Years

Note: Values in parentheses are standard error of coefficient. (*) means significant at level 5% 
and (**) means significant at 10%.

Table 3: Growth Regression for Post-decentralization Model

Table 4: Growth Regression for Pre-decentralization Model

Note: Values in parentheses are standard error of coefficient. (*) means significant at 
level 5% and (**) means significant at 10%.

Note: Values in parentheses are standard error of coefficient. (*) means significant at level 5% and (**) 
means significant at 10%.
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Table 5: Disparity Regression Model for All Years

Table 6: Disparity Regression for Post-decentralization Model

Note: Values in parentheses are standard error of coefficient. (*) means 
significant at level 5% and (**) means significant at 10%.

Note: Values in parentheses are standard error of coefficient. (*) means 
significant at level 5% and (**) means significant at 10%.

Table 7: Disparity Regression for Pre-decentralization Model

Note: Values in parentheses are standard error of coefficient. (*) means significant at level 
5% and (**) means significant at 10%.
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