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Abstract

This study aims to analyze the synergy between fiscal decentralization and regional
expenditure in promoting inclusive economic growth in Indonesia. The research
employs a quantitative approach using panel data covering 33 provinces over the
period 2017-2022. The analysis is conducted using the Fixed Effects Model (FEM),
selected based on the results of the Chow test and Hausman test. The findings
indicate that fiscal decentralization, as well as intergovernmental transfers and
village funds, do not have a significant effect on inclusive economic growth in
Indonesia. In contrast, regional expenditure has a positive effect on inclusive
economic growth. These results suggest that the effectiveness of regional fiscal
policy is determined more by the quality and allocation of public spending rather
than by the magnitude of fiscal authority or the amount of transfers received by
regions. This study highlights the importance of strengthening governance and
optimizing productive expenditure to promote inclusive economic development in
Indonesia.
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INTRODUCTION

Fiscal decentralization has been one of the main pillars of governance reform in
Indonesia since the enactment of Laws Number 22 and 25 of 1999 concerning regional
autonomy (Prasetyo et al., 2021). This policy grants broader authority to local governments
in managing fiscal resources, with the aim of improving the efficiency of public spending,
the quality of public services, and equitable development across regions. Fiscal
decentralization is grounded in the theory of fiscal federalism, particularly the
Decentralization Theorem proposed by Wallace E. Oates, which states that the provision of
public goods will be more efficient when carried out by the level of government closest to
the people (Placek et al., 2020). Local governments are better positioned to tailor policies to
local preferences, thereby enhancing the efficiency of public resource allocation and the
responsiveness of policy.

Within the framework of public economics, fiscal decentralization aligns with the
functions of government as proposed by Musgrave, namely allocation, distribution, and
stabilization functions (Putra et al., 2023). These three functions emphasize that granting
fiscal authority to local governments is a prerequisite for improving the efficiency of public
goods provision, achieving equitable welfare distribution, and maintaining economic
stability. In developing countries such as Indonesia, fiscal decentralization is viewed as a
strategic instrument to promote inclusive economic growth by increasing public access to
basic services such as education, healthcare, and infrastructure (Hanif et al., 2020; Sofilda
et al., 2023; Clements et al., 2025).

Various empirical studies indicate that the impact of fiscal decentralization on
economic growth and the inclusiveness of development remains mixed and inconsistent.
International research shows that revenue decentralization can reduce inequality and
improve welfare, particularly in developed countries (Hung & Thanh, 2022; Huynh et al.,
2023; Tselios, 2023). In developing countries, however, the effectiveness of fiscal
decentralization is often constrained by vertical and horizontal fiscal imbalances, limited
institutional capacity, and weak local governance (Digdowiseiso et al., 2022; Mesfin &
Teka, 2023; Yimenu, 2023). These conditions suggest that the success of fiscal
decentralization depends heavily on institutional quality and the fiscal capacity of each
region.

In Indonesia, empirical findings also show considerable variation. Several studies
indicate that fiscal decentralization has not yet succeeded in enhancing regional fiscal
independence due to the high dependence on central government transfers, such as general
allocation funds and special allocation funds (Aritenang et al., 2023; Handraini et al., 2024;
Nugroho & Candrawati, 2025). On the other hand, other studies find that fiscal
decentralization, particularly through social spending and productive public expenditure,
has a positive effect on inclusive economic growth at the regional level (Haryati et al.,
2025; Simanjuntak et al., 2025). These differing results highlight the existence of an
empirical gap in understanding the relationship between fiscal decentralization and
development outcomes, especially in terms of economic inclusiveness.

The relevance of this study has increased following the implementation of reforms
in intergovernmental transfers and village funds in 2017, which aimed to improve the
quality of local government spending, strengthen fiscal equalization, and align regional
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financing with national development priorities. However, the implementation of these
policies continues to face challenges, including disparities in fiscal capacity and
governance quality across regions. The relationship between fiscal decentralization and
economic growth is also nonlinear and influenced by institutional quality and the
effectiveness of regional budget management (Hanif et al., 2020; Digdowiseiso, 2022;
Rodriguez-Pose & Mustra, 2022).

In terms of development outcomes, Indonesia still faces challenges in achieving
inclusive economic growth. The relatively stagnant level of income inequality, along with
increasing inequality during crisis periods such as the COVID-19 pandemic, indicates that
economic growth has not been evenly distributed across all segments of society (Santoso &
Mukhlis, 2021). Inclusive economic growth is not only measured by increased output, but
also by its ability to reduce poverty, decrease inequality, and expand access to economic
opportunities and basic services (Van Niekerk, 2020; Kamran et al., 2023).

Although numerous studies have examined the relationship between fiscal
decentralization and economic growth, empirical results remain varied across the literature.
Most previous studies have analyzed fiscal decentralization partially, either from the
revenue side or the expenditure side, without integrating both into a single analytical
framework. Studies that specifically evaluate the effectiveness of fiscal decentralization in
promoting inclusive economic growth in the post-reform period of intergovernmental
transfers and village funds remain limited. The relationship between fiscal decentralization
and inclusive development is influenced by the interaction between regional fiscal capacity,
the quality of public spending, and institutional governance.

Based on this gap, this study offers a novel contribution by integrating the
dimensions of fiscal decentralization and regional expenditure into a single analytical
model to explain inclusive economic growth in Indonesia. This study employs a panel data
approach covering provinces during the period 2017-2022, enabling the analysis to capture
both cross-regional variation and time dynamics simultaneously. This approach provides a
more comprehensive analytical foundation for understanding the heterogeneity of regional
fiscal capacity and the effectiveness of public spending in promoting economic
inclusiveness.

This study aims to analyze the synergy between fiscal decentralization and regional
expenditure in promoting inclusive economic growth in Indonesia during the period 2017-
2022. The findings are expected to provide empirical contributions to the development
economics literature, particularly regarding the effectiveness of fiscal decentralization
policies in developing countries. Furthermore, the results are expected to serve as a
reference for policymakers in formulating more effective, equitable, and welfare-oriented
regional fiscal policies that promote inclusive development.

REVIEW OF LITERATURE
The Effect of Fiscal Decentralization on Inclusive Economic Growth

Fiscal decentralization, from the perspective of Fiscal Federalism Theory—
particularly through the Decentralization Theorem proposed by Oates—emphasizes that
local governments possess superior information regarding local community preferences,
enabling them to allocate public resources more efficiently (Placek et al., 2020). This
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allocation efficiency improves the quality of public services, such as education, healthcare,
and infrastructure, which play a crucial role in promoting inclusive economic growth
(Clements et al., 2025).

Within the framework of Public Finance Theory developed by Musgrave, fiscal
decentralization performs a distribution function through regional fiscal policies that are
more responsive to social and economic inequalities (Desmarais-Tremblay et al., 2023).
Broader fiscal authority allows local governments to design targeted policies to reduce
poverty and inequality, thereby strengthening the inclusiveness of economic growth.

The effectiveness of fiscal decentralization is influenced by institutional capacity
and the quality of regional governance. In the outcome-based decentralization approach,
positive impacts on economic inclusivity are achieved when local governments are able to
manage revenues and expenditures optimally and accountably (Onoftrei et al., 2022; Lewis,
2023). Therefore, increased fiscal decentralization supported by adequate institutional
capacity will strengthen inclusive economic growth.

Hi: Fiscal decentralization has a positive effect on inclusive economic growth.

The Effect of Intergovernmental Transfers and Village Funds on Inclusive Economic
Growth

Intergovernmental transfers and village funds are fiscal policy instruments aimed at
reducing vertical and horizontal fiscal imbalances across regions. Within the framework of
Fiscal Equalization Theory, fiscal transfers from the central government are directed to
ensure that each region has relatively equal fiscal capacity to provide basic public services
(Buettner & Krause, 2021). Thus, regions with limited local revenue capacity are still able
to finance development that improves public welfare.

Increased fiscal transfer allocations expand public access to basic services and
infrastructure, particularly in underdeveloped regions (Dick-Sagoe, 2020; Khusaini et al.,
2023). This condition promotes more equal economic opportunities and reduces poverty
and inequality. Village funds, as part of these transfers, also strengthen community-based
development that directly targets vulnerable groups (Wulandari et al., 2025).

The effectiveness of intergovernmental transfers and village funds depends on the
quality of regional management and governance. Without adequate accountability and
planning, fiscal transfers will not optimally promote economic inclusivity (Bakri et al.,
2024). Therefore, increasing transfer allocations accompanied by good governance will
enhance their contribution to inclusive economic growth.

Hb»: Intergovernmental transfers and village funds have a positive effect on inclusive
economic growth.

The Effect of Regional Expenditure on Inclusive Economic Growth

Regional expenditure is the primary instrument in implementing fiscal policy at the
local level. Within the framework of Keynesian Theory, increased government spending
generates a multiplier effect on economic activity, promoting growth through increased
aggregate demand (Bouakez et al., 2023). When regional expenditure is directed toward
productive sectors, such as infrastructure, education, and healthcare, it not only boosts
economic growth but also expands public access to economic opportunities.

From the perspective of pro-poor growth theory, the composition of public spending
determines the level of inclusivity in economic growth (Adeosun & Tabash, 2022). Pro-
poor spending, such as social expenditures and basic services, plays a significant role in
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reducing inequality and improving welfare more equitably (Popova, 2023; Isiaka et al.,
2025). Therefore, the quality and effectiveness of regional expenditure are crucial factors in
promoting inclusive economic growth.

Within the framework of fiscal decentralization, expenditure management authority
allows local governments to align development priorities with local needs (Ain et al.,
2025). This enhances allocation efficiency and promotes more equitable regional
development. Thus, increased regional expenditure that is high-quality, productive, and
well-targeted will strengthen inclusive economic growth.

Hs: Regional expenditure has a positive effect on inclusive economic growth.

RESEARCH METHOD

This study employs a quantitative approach to analyze the effect of fiscal
decentralization and regional expenditure on inclusive economic growth in Indonesia. This
approach is chosen because it is capable of testing causal relationships between variables
using numerical data and measurable, objective inferential statistical analysis (Ghanad,
2023; Mweshi & Muhyila, 2024). In addition, the quantitative approach is relevant for
evaluating the effectiveness of fiscal policies in promoting equitable economic
development across regions.

The data used are secondary data obtained from official publications of the Central
Statistics Agency (BPS) and the Directorate General of Fiscal Balance (DJPK) of the
Ministry of Finance of the Republic of Indonesia. BPS data are used to obtain indicators of
welfare and regional development, including the Human Development Index (HDI), Gini
ratio, and poverty rate. DJPK data are used to obtain information related to regional fiscal
structures, including intergovernmental transfers and village funds, as well as regional
government expenditures.

The unit of analysis covers 33 provinces in Indonesia during the period 2017-2022.
The Special Capital Region of Jakarta (DKI Jakarta) is excluded because it has significantly
different fiscal characteristics compared to other provinces, particularly in terms of fiscal
independence and regional revenue structure (Yurianto & Akhmad, 2021). This exclusion
aims to maintain sample homogeneity and reduce potential estimation bias that could affect
the validity of the research results. The combination of a cross-sectional dimension of 33
provinces and a time series over 6 years produces 198 observations in a balanced panel
structure. The use of panel data enhances analytical power as it captures both cross-regional
variation and dynamic changes over time (Ditzen et al., 2025).

The dependent variable is inclusive economic growth, measured using the Inclusive
Economic Growth Index. This index is constructed from three main indicators: the Human
Development Index (HDI), Gini ratio, and poverty rate. The index is developed using the
Min—-Max normalization method to standardize the scale across indicators so that they can
be combined into a single composite index.

The main independent variable is fiscal decentralization, proxied by the fiscal
decentralization ratio, defined as the ratio of locally generated revenue to total regional
revenue. This study also includes control variables in the form of intergovernmental
transfers and village funds, as well as regional expenditure, to capture the effects of central
government fiscal intervention and the spending capacity of local governments on inclusive
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economic growth. The variables of intergovernmental transfers and village funds, as well as
regional expenditure, are transformed into natural logarithms (In) to reduce potential
heteroskedasticity and improve data distribution. The operational definitions of variables
are presented in Table 1.

Table 1.
Operational Definition of Variables
Variable Operational Definition Unit | Source

Inclusive Economic Composite index reflecting the Index BPS
Growth quality of economic growth based on

HDI, Gini ratio, and poverty rate
Fiscal Decentralization Ratio of locally generated revenue to | Percent | DJPK

total regional revenue (%)
Intergovernmental Total transfer funds from the central | Rupiah | DJPK
Transfers and Village government to regions
Funds
Regional Expenditure Total local government expenditure Rupiah | DJPK

within one fiscal year

The analytical method used is panel data regression with three estimation
approaches: the Common Effects Model (CEM), Fixed Effects Model (FEM), and Random
Effects Model (REM) (Baltagi, 2021). The selection of the best model is conducted using
the Chow test to determine the choice between CEM and FEM, the Hausman test to choose
between FEM and REM, and the Lagrange Multiplier test as an additional test. Based on
these tests, the Fixed Effects Model (FEM) is selected as the most appropriate model
because it accommodates unobserved heterogeneity across provinces (Imai & Kim, 2021)
(see Table 2).

Hypothesis testing is conducted simultaneously using the F-test to assess the overall
significance of the model and partially using the t-test to examine the effect of each
independent variable on the dependent variable. All analytical processes are carried out
using EViews version 13 software. The empirical model in this study is formulated as
follows:

[EG(ity = Bo + B1FDqiy + B2ln (ITVF) (i) + Bsln (RE)ip + £ipy (1
Description of Equation (1):

IEG : Inclusive economic growth of province 1 in year t

FDqit) : Fiscal decentralization of province i in year t

ITVFi)  : Intergovernmental transfers and village funds of province i in year t

RE : Regional expenditure of province i in year t

Bo : Constant

B1, B2,P3  : Regression coefficients
£(it) : Error term

i : Province
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t : Year of observation

RESULTS AND DISCUSSION

This section presents the results of panel data regression estimation using the
Common Effects Model (CEM), Fixed Effects Model (FEM), and Random Effects Model
(REM), along with the results of the model selection tests summarized in Table 2.

Table 2.
Panel Data Regression Estimation Results (CEM, FEM, REM) and Model Selection Tests
IEG: Inclusive Economic Growth

Regression Coefficient
Variable
CEM FEM REM
Constant (C) 1.183 —2.734 —0.182
FD 0.395 —0.026 —0.029
In(ITVF) —0.091 —0.006 —0.014
In(RE) 0.025 0.339 0.093
R? 0.176 0.949 0.045
Adjusted R? 0.164 0.938 0.030
F-statistic 13.842 86.631 3.057
F Probability 0.000 0.000 0.029

Model Selection Tests:
Chow Test: Cross-section F (32, 162) = 77.154; Prob. F (32, 162) = 0.000
Hausman Test: Cross-section random x%(3) = 52.926; Prob. y*> = 0.000

Source: Data processed using EViews 13 (2026).

After conducting estimations using the three approaches, the next step is to perform
model selection tests to determine the most appropriate model for the analysis. The tests
include the Chow Test to choose between CEM and FEM, and the Hausman Test to choose
between FEM and REM.

Based on Table 2, the Chow Test yields a Cross-section F value of 77.154 with a
probability of 0.000 (< 0.05). This result indicates that FEM is more appropriate than CEM,
which assumes homogeneity across all cross-sectional units. The findings suggest
significant differences in characteristics across provinces in explaining variations in
inclusive economic growth during the study period.

The Hausman Test is then used to determine the best model between FEM and
REM. The test results show a chi-square (y?) statistic value of 52.926 with a probability of
0.000 (< 0.05). This indicates that individual effects across provinces are correlated with
the independent variables, meaning the assumptions of REM are not satisfied. Therefore,
FEM is again selected as the most appropriate model.

Based on these two tests, the Fixed Effects Model (FEM) is established as the main
model in the analysis. This model is capable of capturing differences in fiscal
characteristics across provinces in explaining inclusive economic growth in Indonesia. The
use of FEM produces more representative estimates in describing the impact of fiscal
decentralization policies. The FEM estimation results are presented in Table 3.

Synergy Between Fiscal Decentralization and Regional Expenditure..... [R{JES]



Indonesian Interdisciplinary Journal of Sharia Economics (IIJSE) Vol. 9. No. 2 (2026)
e-ISSN: 2621-606X Page: 16139-16152

Table 3.

Panel Data Regression Estimation Results Using the Fixed Effects Model (FEM)

IEGqiy=—2.734 — 0.026F D) — 0.006In(ITVF)i + 0.339In(RE) )
(0.483) (0.693) (0.000)*

R? =0.949; F-statistic = 86.631; Prob (F) = 0.000
Source: Data processed using EViews 13 (2026).
Note: * significant at o (0.01) level.

Based on the FEM estimation results in Table 3, the coefficient of determination
(R?) is 0.949, the F-statistic is 86.631, and the Prob. F-statistic is 0.000. A probability value
smaller than 0.05 indicates that fiscal decentralization, intergovernmental transfers and
village funds, and regional expenditure simultaneously have a significant effect on
inclusive economic growth in Indonesia.

The R? value of 0.949 indicates that 94.9 percent of the variation in inclusive
economic growth can be explained by fiscal decentralization, intergovernmental transfers
and village funds, and regional expenditure. The remaining 5.1 percent is explained by
other factors outside the model. This value reflects the model’s very strong explanatory
power in capturing relationships among variables. Moreover, the FEM approach is able to
account for heterogeneity across provinces, resulting in more accurate estimates in
describing the dynamics of regional economic development. The results of the hypothesis
testing (t-test) using the FEM approach are presented in Table 4.

Table 4.
Hypothesis Testing Results (t-test) Using the Fixed Effects Model (FEM)
Variable | Coefficient | Sig. (t) Description
FD —0.026 | 0.483 | FD has no significant effect on IEG.
In(ITVF) —0.006 | 0.693 | In(ITVF) has no significant effect on IEG.
In(RE) 0.339 | 0.000 | In(RE) has a positive effect on IEG.

Source: Data processed using EViews 13 (2026).

The hypothesis testing results in Table 4 show that fiscal decentralization and
intergovernmental transfers along with village funds do not have a significant effect on
inclusive economic growth in Indonesia, whereas regional expenditure has a positive effect.
The coefficient of the regional expenditure variable is positive at 0.339 with a significance
level of 0.000 (< 0.05). This indicates that a 1 percent increase in regional expenditure is
estimated to increase inclusive economic growth by 0.339 percent. These results suggest
that regional expenditure plays an important role in promoting a more equitable distribution
of the benefits of economic development.

Discussion

The research results indicate that fiscal decentralization does not have a significant
effect on inclusive economic growth in Indonesia; therefore, H; is rejected. This finding
suggests that an increase in the degree of fiscal decentralization has not yet been able to
directly promote a more equitable distribution of the benefits of economic growth. Within
the framework of fiscal federalism, fiscal decentralization as proposed by Wallace E. Oates
emphasizes that the delegation of fiscal authority to local governments can enhance the
efficiency of resource allocation due to their closer access to information regarding
community needs (Placek et al., 2020).
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However, the empirical results reveal a discrepancy between the theoretical
framework and its implementation. The insignificant effect of fiscal decentralization is
associated with the low fiscal capacity of local governments, as reflected in the relatively
small contribution of locally generated revenue to total regional income. This condition
indicates a high dependence of local governments on central government transfers, thereby
limiting their fiscal space. These findings are consistent with Sakti et al. (2024), who
emphasize the importance of fiscal capacity and fiscal elasticity in promoting inclusive
growth. Hung and Thanh (2022) also demonstrate that the effectiveness of fiscal
decentralization is influenced by the quality of productive spending and the human resource
capacity in budget management. Fiscal decentralization is not only about the extent of
authority but also about the ability to manage it effectively.

This study is also in line with Aritenang et al. (2023), which highlights disparities in
capacity among regions in Indonesia. Differences in fiscal and institutional capacity lead to
uneven benefits from decentralization. This indicates that fiscal decentralization in
Indonesia is still at the stage of incomplete decentralization, where the transfer of authority
has not been accompanied by strengthening local fiscal and institutional capacity.

Furthermore, the results show that intergovernmental transfers and village funds do
not have a significant effect on inclusive economic growth; thus, H> is rejected. This
finding suggests that increased transfer allocations have not been effective in improving
equitable development. In the context of fiscal decentralization, intergovernmental transfers
function to reduce disparities in fiscal capacity and ensure the provision of public services
(Buettner & Krause, 2021).

The effectiveness of fiscal transfers is highly influenced by the quality of
governance and local institutions. Increased funding allocations are not always
accompanied by improvements in planning quality and budget management, thereby
limiting their impact on inclusive growth. These findings are supported by Digdowiseiso et
al. (2022) and Mesfin and Teka (2023), who show that the impact of fiscal decentralization
on inclusive growth is influenced by institutional quality and local government
performance. Al-Saadi and Khudari (2024) and Katuka et al. (2024) also emphasize the
importance of governance quality and fiscal performance in enhancing inclusive economic
growth at the regional level.

In addition, the phenomenon of fiscal dependency helps explain these results.
Nugroho and Candrawati (2025) show that a high dependence on central transfers can
reduce incentives for regions to improve fiscal independence. This condition may lead to
moral hazard, reflected in a lack of innovation in exploring local economic potential.
Therefore, intergovernmental transfers and village funds have not yet been effective in
promoting inclusive economic growth, as they still face challenges related to governance,
allocation effectiveness, and fiscal incentives.

In contrast to the previous variables, the results show that regional government
expenditure has a positive effect on inclusive economic growth; therefore, Hs is accepted.
This finding indicates that public expenditure is the most direct fiscal instrument in
promoting inclusive development. In public finance theory, Richard Musgrave explains that
government spending serves allocation, distribution, and stabilization functions (Putra et
al., 2023).
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Increased regional expenditure, particularly in productive sectors such as
infrastructure, education, and healthcare, can expand public access to economic
opportunities. This not only promotes economic growth but also improves the distribution
of development benefits. These findings are consistent with Ambya (2020) and Arnan et al.
(2024), who show that public spending in productive sectors has a positive effect on
regional economic growth. Ofoeda et al. (2024) also demonstrate that the quality of
regional financial management contributes to inclusive growth through improved access to
public services.

Simanjuntak et al. (2025) find that regional expenditure directed toward
development and public service delivery can foster more inclusive economic growth in
Indonesia. This indicates that the effectiveness of fiscal policy is determined not only by
the size of the budget but also by the quality of its allocation and implementation.
Therefore, regional expenditure serves as the main channel of local fiscal policy that
directly affects public welfare. Improving the quality of planning, performance-based
budgeting, and expenditure oversight are crucial factors in ensuring inclusive economic
growth.

CONCLUSION

This study aims to analyze the effect of the synergy between fiscal decentralization
and regional government spending on inclusive economic growth in Indonesia during the
2017-2022 period. The results of the analysis indicate that fiscal decentralization, as well
as intergovernmental transfers and village funds, do not have a significant effect on
inclusive economic growth. In contrast, regional government spending has a positive effect,
suggesting that increased public expenditure can promote a more equitable distribution of
the benefits of economic development.

Based on these findings, the government needs to strengthen the quality of regional
spending by directing budget allocations toward productive sectors such as infrastructure,
education, and healthcare, which have a direct impact on improving public welfare. In
addition, enhancing the effectiveness of fiscal decentralization should be pursued through
strengthening regional fiscal capacity, optimizing locally generated revenue, and improving
transparent and accountable regional financial governance. Reforms in transfer policies to
regions and village funds should focus on improving the quality of budget planning and
oversight to ensure their optimal utilization in supporting inclusive and equitable
development across regions.

This study has several limitations. First, the observation period is relatively short—
only six years—thus it does not fully capture the long-term dynamics of the relationship
between fiscal decentralization and inclusive economic growth. Second, the variables used
are limited to fiscal decentralization, intergovernmental transfers and village funds, and
regional spending, and therefore do not encompass other factors such as institutional
quality, investment, economic structure, and spatial aspects across regions. Future research
is recommended to use a longer observation period, include more comprehensive variables,
and apply more advanced methodological approaches such as dynamic panel models or
spatial econometric models to better capture interregional interactions and long-term
effects.
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This study confirms that the success of inclusive economic development in
Indonesia is not solely determined by the magnitude of fiscal authority or central
government transfers, but also by the quality of public spending and the effectiveness of
regional fiscal governance. Therefore, strengthening institutional capacity, optimizing
budget allocation, and enhancing fiscal accountability are key factors in promoting
inclusive and sustainable economic growth in Indonesia.
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