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Abstract: This research aims at investigating and analyzing the impact of implementation of fiscal
decentralization on local economic development in East Java. This study uses panel data across districts and
cities in East Java Province, which consists of 29 districts and 9 cities in 2007- 2010. The data used, including
direct expenditures and indirect expenditures, capital expenditures, grants (DAU, DAK and DBH), education
index, health index, index of purchasing power, long road, electricity ratio, and economic growth, as well as
other data that support this research. This research was conducted by using SEM to identify the effect of fiscal
decentralization, human development, physical development and input factors on economic growth. Results of
this study indicate that there is a significant and positive effect between Fiscal Decentralization on Human
Development; Fiscal Decentralization on Physical Development; Human Development on Local Economic
Growth; Physical Development to Local Economic Growth, and Input Factors on Local Economic Growth. In
addition, this study also showed a negative effect between Fiscal Decentralization on Local Economic Growth.
Keywords: Fiscal Decentralization, Local Economic Development, Human Development, Physical
Development, Factor Inputs, Local Economic Growth.

I Introduction

Fiscal decentralization is an issue and a major concern for developing countries in the 1990s. Attention
to fiscal decentralization was initially motivated by political motives. For example, in the Philippines (Eaton,
2001), Moldova (IMF, 1999), and South Africa (Ahmad, 1998) the emergence of fiscal decentralization because
of the insistence of existing multi-party development, in the inter-ethnic strife backed Ethiopia, Mozambique
and Uganda in the civil war caused prolonged (Livingstone and Chalton, 2001). Even the appearance of fiscal
decentralization in Indonesia is very close with political issues and concerns over national disintegration
(Brodjonegoro and Asanuma, 2000 in Khusaini, 2006).

For developing countries, fiscal decentralization is believed to be a solution to all kinds of economic
and political problems being faced, however, fiscal decentralization also has potential problems, which are
causing new problems that become an additional burden that has endured over the years. In terms of benefits,
some experts stressed the need for fiscal decentralization to economic efficiency, cost efficiency in the provision
of public goods, improved accountability, transparency, and increased mobility of funds. In terms of losses,
other experts say that none of the benefits of fiscal decentralization that can be achieved by countries that
preference populated almost impossible accommodated by the government budget, and the institutional capacity
of local governments are very low. From this perspective, it looks fiscal decentralization has tended to increase
costs, reduce the efficiency of government services, distorts the economy, and may cause more severe
imbalances between regions and macroeconomic instability (Prud'homme, 1995).

Those views are in line with the thinking of some researchers who say that decentralization can be used
as a way to encourage local economic growth (Oates (1993), Bird (1993) and Gramlich (1993)). They stated that
the revenue and expenditure decentralization can improve the efficiency of the public sector, reducing the
budget deficit, and boost economic growth. The argument is that decentralization will increase because the
economic efficiency of local governments to be better positioned than the national government to make public
service delivery because local governments will better know what is required and needed by the community so it
will be more efficient. Fiscal decentralization policies designed poorly can also create a stimulus for local
governments to perform Dangan spending less responsible and sustainable (Phillips, 1997). Likewise,
decentralization would prejudice the government if decentralization policy implemented by way of a hurry
without offset readiness of institutions both administrative and bureaucratic aspects of the government
apparatus.

From these arguments, the actual impact of fiscal decentralization for a country so dependent on the
style of an existing institution or institutions in the governance of the country. While the empirical literature
attempted to show that the impact of fiscal decentralization on regional economic growth, quality of governance,
and the provision of public goods such as infrastructure and social welfare that can be mirrored by human
development depends on two things: first, the strength of the party system at the national level can be seen from
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the power of the factions in the parliament and the life of the party in the parliament, and the second is the level
of subordination, ie whether the local executive appointed or elected by the people (Enikolopov and
Zhuravskaya, 2007).

Some research on decentralization in Indonesia after nearly ten years of its implementation, shows that
decentralization has not been able to bring in a better economic condition, even the view that decentralization
appears only a matter of inter-governmental relations without positive effect for local economic growth. It has
also been revealed by the World Bank (1997), Martinez and McNab (2001) that decentralization may also have
a negative impact on regional economic growth. This could happen if the local government is not able to capture
what the needs of local people and local characteristics of each region.

In line with the spirit of decentralization above, one of the provinces that are very interested in the
implementation of fiscal decentralization is the province of East Java. East Java has the largest autonomous
region in Indonesia. In this regard, it is interesting to examine the impact of fiscal decentralization in the region,
in addition to having a lot number of the autonomous region, but also there are some differences between the
characteristics of the region and its various problems. In general, one of the main problems faced by the East
Java province are still high levels of poverty. In addition, East Java is also faced with the problems of
employment and unemployment.

The problem still has not been able to be resolved through economic growth because economic growth
is sustained by household consumption expenditure. In addition to these economic problems, problems related
to other aspects of human development as indicated by the Human Development Index (HDI) which is still
relatively low and always below the national average. Furthermore, the problem of disparity of economic
development in East Java is also a major problem faced by East Java since the era of centralization. In fact, his
condition deteriorated as the era of decentralization.

Development of performance indicators in East Java on top also reinforced some research that shows
that fiscal decentralization in some areas have not been able to bring in economic development conditions better.
In fact, there is the view that decentralization in Indonesia only a matter of inter-governmental relations without
positive effect for local economic development. However, the impact on the performance of the construction in
East Java which is less optimal as fiscal decentralization is still not known with certainty.

Under these conditions, it becomes interesting to study whether the low achievement of such
development is more due to the lack of fiscal decentralization goes well or due to other factors. So the
implications of fiscal decentralization to local economic development which is characterized by the level of
human development, physical development and growth of the local economy will be very relevant and
interesting to be researched and studied more in depth.

1. Research Methods
In this research approach Structural Equation Model (SEM) was used to determine the effect of fiscal
decentralization, human development and Physical Development of the local economic growth. Structural
model according to the formulation of the problem can be seen in the following figure.

Fig 1. Structural Equation Model Research
Based on the explanation in the previous chapter, the pattern of relationships between variables to be
studied is a causal relationship from one or several independent variables to one or more dependent variables.
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Structural Equation Modeling (SEM) is a statistical technique to test a series of relatively complex relationships
simultaneously. That relationship can be established between one or more dependent variables with one or
several independent variables and can take the form factor or construction, built of several indicator variables.
Variables that can take the form of a single variable observed or measured directly (Ferdinand, 2002).

SEM is used to test the research hypothesis. Patterns of relationships between variables that will be
examined is the causal relationship of one or more independent variables on one or more dependent variables. In
this study there is some form of relationship / equation that will be tested, the influence between Fiscal
Decentralization, Human development and Physical Development to the local economic growth. Variables in

this study for operational reasons can be defined as follows:

Table 1. Variables And Sub-Variables in Research

No Variable Sub Variable Explanation
Fiscal Decentralization Ratio of direct expenditure on Fund Balance
1 Fiscal (X11) (DAU, DAK, DBH) districts / cities every year
Decentralization Fiscal Decentralization Ratio of Indirect Expenses to Fund Balance
(X12) (DAU, DAK, DBH) districts / cities every year
9 EoeTarIn Factor Inputs (X21) Capital Expenditures county / city per year
Factor Inputs (X22) Population of the district / city in East Java
Human Development Educgtion Index, which _is one component of the
(Y11) HDI is calculated from literacy rates, and
average length of school
Health Index, which is one component of the
Human Human Development - .
3 HDI is calculated from life expectancy and other
Development (Y12) h -
ealth conditions
Purchasing Power Parity, which is one
wlrg?n L Gl component_of the le is calculated from per
capita public expenditure.
Proportion of road length in Good Condition,
Physical Development which is calculated from a good amount of road
(Y21) length divided by the entire length of the existing
4 Physical road
Development Ratio of availability Power / Ratio Electricity,
Physical Development which is calculated from the number of
(Y22) customers divided by the number of electrified
households
5 Local Economic Local Economic Real GDP growth rate of Regency / City
Growth Growth (Y31)

Empirical Results

Of all tests performed, fiscal decentralization have a positive impact on human development and
physical development. Then, human development, physical development and factor inputs also have a positive
impact on local economic growth. However, fiscal decentralization actually have a negative impact on local
economic growth. In detail, the influence of independent variables on dependent variable are as follows.

Table 2. Influence of Independent Variables on Dependent Variable

From the above tests, the results obtained are as follows:

Independent Dependent Coefisien P-
Variable Variable SEM CR value Result
Fiscal Human
Decentralization 0.611 5.752 0.001* (+)
(X1) Development (Y1)
Fiscal .
Decentralization Physical 0.750 8.075 | 0.001* +)
Development (Y2)
(X1)
Human Local Economic N
Development (Y1) Growth (Y3) 0.547 3.576 0.001 )
Physical Local Economic "
Development (Y2) Growth (Y3) 0.254 2.166 0.030 )
Factor Inputs (X2) L‘)Gcfgmi?(”fg'c 0.530 4721 | 0.001* +)
F'SCi.iI . Local Economic
Decentralization Growth (Y3) -0.027 -0.205 0.837 “)
(X1)

Note: * Significant at 5% level,

t value table (= 5%) = 1.98
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1. Fiscal Decentralization Have a Positive Impact on Human Development

Ideal conditions and are expected when higher per capita education spending matters, high per capita
health care, the education index and life expectancy is high. Correlation, when the budget allocated for
education spending and higher public health, the community access to education and health services will be
easier. This is expected to result in increased education index and life expectancy index. This condition is
consistent with the results of research that has been done by Rajkumar and Swaroop (2007), which states that
public spending on health reduce child mortality (mortality) in some countries with good governance. In
addition, public spending on primary education to be more effective in improving achievement in basic
education of good governance as well. In general, public spending virtually no impact on health and education
outcomes in countries with poor governance.

2. Fiscal Decentralization Have a Positive Impact on Physical Development

Physical Development (Physical Development) is a tool needed by the community to support economic
activity. Physical development in the region, particularly for public utilities derived from the government budget
(budget). The higher the budget allocated for the physical construction of public facilities (infrastructure), the
higher the mobility of the people that happen. In effect, in the current economic trade will be increasingly more
smoothly, as well as its scope will be broader. While in non-economic areas, increased physical development
will increase social capital in the community, particularly in the expansion of the network. This is according to
research conducted by Chowdhury et al (2009) which states that decentralization changed the availability of
local public infrastructure. The findings are based on calculations that have been done that every district (county
/ city) are at different investment. Investments made of course based on the condition of the area. In addition to
the availability of infrastructure is also based on the needs of local communities, one of which includes the
economic activity undertaken. thus, the more economic activity, the availability of public infrastructure will
increase. Decentralization will create sustainable development if local governments focus on building regional
and equal results. The central government should also support greater decentralization efforts to local
governments, not only improve the physical development but also non-physical such as human development.
Because human development will bring increased capacity of local governments to the central government to
local belief in decentralizing will be realized.

3. Human Development, a Positive Impact on Local Economic Growth

These results indicate that there is a significant and positive effect of fiscal decentralization on Local
Economic Growth. The high value of the human development index will affect human development. High
health index, indicating a good quality of public health. Under these conditions, the expected productivity will
increase, thereby increasing regional economic growth. This is according to research conducted by Bloom et.al
(2004) which states that the level of good health will play a major, positive, and significant impact on aggregate
output. Life expectancy also have an impact on growth, which will also influence the effect of worker
productivity. These results are in accordance with the fact that most areas in East Java, where when a low health
index performance (below average), the economic growth rate is also low anyway (below average). As
happened in some areas in Madura and some surrounding areas such as the regency, Situbondo, Jember,
Lumajang, and Pasuruan.

4, Physical Development of a Positive Impact on Local Economic Growth

There is a significant and positive influence Physical Development for Local Economic Growth. The
better the physical condition of development will increasingly run the economy in a region. Physical
Development in this study is characterized by the proportion of road length in good condition and electricity
ratio or the ratio of electrical power availability. The longer the better road conditions expected mobility society
in economic activity has increased, thereby increasing regional economic growth. While the ratio of the greater
availability of electric power is expected to play a role in the greater society economy movements problems.
Infrastructure development is needed in order to promote higher economic growth. Economic growth and
infrastructure development that shows a pattern of inter-related. Infrastructure development does not directly
affect economic growth, but rather to encourage increased investment. Therefore, an increase in infrastructure
development to areas with low economic growth is expected to be a stimulus for increased investment in areas
that will impact economic growth.

Overall for the case in East Java can be said that the availability of electricity in a region can affect
regional economic growth. This is in line with research Ma'mun and Rahayu (2007) which revealed some results
of empirical studies conducted some energy economists associated with the relationship between electricity
consumption with the growth of national output; include Ramcharran studies (1990) for the country of Jamaica,
Huang (1993) for Chinese state, and Mashi (1996) against a number of countries simultaneously. Even studies
conducted Yang (2000) in Ma'mun and Rahayu (2007) showed a two-way relationship between two variables.
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This gives the meaning of a relationship of mutual influence between variable electricity consumption
to economic growth. On the one hand, electricity consumption will boost economic activity, so as to affect the
level of output of a country, and on the other hand the output growth will boost demand for electric energy.

Results of this study raised the argument Oates (1993) and Martinez-Vazquez and McNab (1997) who
argued that spending on infrastructure and social sector will be effective in promoting economic growth of a
region. It is also similar to the results of research in Garmendia Prud'homme, et al (2004) who proposed the
existence of a positive relationship between the supply of infrastructure and economic growth.

5. Input Factors Have a Positive Impact on Local Economic Growth

With the quality of infrastructure, the maobilization activity and economic activity can be run properly
and smoothly. This is consistent with research conducted by Lofgren and Robinson (2004) which shows that
government spending on infrastructure has a significant effect on economic growth.

High population with high economic growth and vice versa is a reasonable condition. But if the high
number of residents with low economic growth and vice versa is an exception condition. As stated by Sadono
Sukirno (2006:430) that the population increased from time to time may be driving or inhibiting the economic
growth. Population increase will increase the amount of labor, and the addition will allow the country to
increase production. Besides, keep in mind also, that employers are part of the population. Then the extent of
economic activity undertaken by a nation also depends on the number of entrepreneurs in the economy. If the
availability of entrepreneurs in a particular population is more, it will be more economic activities are carried
out.

The total population, followed by an increase in population can affect the quality of economic growth.
This is in line with research Jones (1995) in a study of the test time series on the endogenous growth model
argue that the rate of population growth is a determinant of economic growth. in his research, Jones (1995)
suggested that the high economic growth in the past due to high population growth. The same view was also
expressed by Rajagukguk (2010) that if the economic growth rate is proportional to the rate of population
growth, the population growth in Indonesia has a positive effect on economic growth. According Rajagukguk
(2010), a view that emerged during this time was negative population growth compared with the growth of the
economy, it is actually wrong. Because there are other indications, that is associated with school-age children
who later worked. With so quite reasonable, if the results of this study population had a positive relationship
with economic growth. Although these findings are contrary to the basic theory is that it was built for a
population of a negative effect on economic growth (Barro and Sala-i-Martin, 1994).

6. Effect of Fiscal Decentralization Against Local Economic Growth

Results of this study indicate that there is a negative effect and not significant of fiscal decentralization
on economic growth locally. This suggests that the role of government will have very little effect on the success
of local economic growth. The role of government in this case a budget policies issued to improve economic
growth in the region. Local economic growth has a very broad sense, not just to raise GDP per year in a region,
but also the activities undertaken by the regions to develop economic activity and living standards.

Fiscal decentralization can be measured by how much the ratio of direct expenditures and indirect
expenditures of the fund balance as DAU, DAK, and DBH in an area. Hopefully, the high ratio of direct and
indirect spending to balance funds will greatly affect the economic growth of the region. However, these results
are not in accordance with the desired expectations. High and low ratio of direct and indirect spending has no
effect on regional economic growth. This condition can occur due to several reasons such as that proposed by
Akai, et al (2007) that the relationship of fiscal decentralization on economic growth is hump-shaped. By the
time the degree of fiscal decentralization is still low, then an increase in fiscal decentralization will provide a
positive and significant impact, both on the revenue indicators and indicators of expenditure. But when fiscal
decentralization is optimal, an increase in the degree of fiscal decentralization will lead to negative economic
perrtumbuhan. In this study, the relationship of fiscal decentralization was also negative, but because of the
relationship between the two is not significant, so it can not be said that fiscal decentralization has a negative
influence on economic growth.

Results of this study also support the results of research conducted by Woller and Phillips (1998) who
provide evidence that there is no significant relationship between fiscal decentralization and economic growth.
in addition, this study also reinforces the research that has been conducted by Tarin (2003) which suggests that
fiscal decentralization has a negative effect on the growth of real GDP per capita, but not significantly.

Furthermore, these results also indicate that fiscal decentralization creates inefficiencies in public
service. This condition is contrary to the argument that local governments tend to be closer to the people so as to
provide more efficient public services (Oates, 1972). However, according to Tarin (2003) that fiscal
decentralization does not jeopardize macroeconomic stability.
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This study also nearing the result of research conducted by Davoodi and Zou (1998) who argued that
the relationship between economic growth and fiscal decentralization is negative in the case of developing
countries, while developed countries are not significant. In addition, this study also supports the results of
research conducted by Zhang and Zou (1998) on fiscal decentralization in China, the negative impact on
regional economic growth.

According to the World Bank (1997b), fiscal decentralization may affect economic growth indirectly.
There are three mechanisms of the effect of fiscal decentralization on economic growth. The first argument,
saying that fiscal decentralization will improve economic efficiency in public spending, which will encourage a
dynamic effect on economic growth. Therefore, there is a positive effect of fiscal decentralization on economic
growth. The second argument, the possibility of decentralization will lead to macroeconomic instability that this
will impact on the economic growth, so in this case decentralization can have a negative impact on economic
growth. The third argument, stating that developing countries have the economic and institutional environment
that is different from developed countries. This makes a lot of developing countries in many cases it does not
benefit from fiscal decentralization. In addition, the institutions in developing countries do not provide
incentives for local governments to take advantage of information obtained from the fiscal decentralization
policy, because in most cases the local leaders was appointed and not elected directly by the people. The issue of
lack of human resources in the area may also lead to the success of a country's fiscal desetralisasi.

Additionally, Prud'homme (1995) also suggests some of the problems that cause the failure of fiscal
decentralization in promoting economic growth, among others: (i) the local government can not meet the
preferences of the local community, both because of the lack of political will, or caused by the apparatus or less
motivated and qualified to carry out these responsibilities, (ii) increasing corruption at the local level because
local politicians and bureaucrats are generally more vulnerable because it is easily accessible by groups that
have an interest. Therefore, if the local government is able to eliminate or reduce corruption at the local level,
the fiscal decentralization will create allocative efficiency and economic growth, (iii) the political system is not
democratic; thus the basic premise that local governments have stronger incentives to provide goods Local
public more efficiently may not apply (Tanzi, 1996). In a democratic system of government that is not actually
there is a view that assumes that fiscal decentralization simply as a tool used by local governments to exploit
local and national resources. If the local government can eliminate a variety of factors such inhibitors, the
greater the success of fiscal decentralization in the public welfare in the region.

Not influential fiscal decentralization to local economic growth for East Java case in this study did not
directly, more fiscal decentralization significantly affect the performance of human development and physical
development, which further physical development and human development meant significantly affect the
growth of the local economy:. It is also unrealistic because the capacity of government spending compared to the
capacity of the private sector is relatively very small. Therefore the government's budget policy synchronization
relatively small amount in question must effectively stimulate economic growth through non-budgetary
synchronization framework (regulation).

V. Conclusion

Implementation of fiscal decentralization benefit regional development in the district / cities in East
Java, this is indicated by:
1. Increasing the quality of human resources of both aspects of education index, health index and the index of

purchasing power.

2. Increasing the quality of infrastructure
3. Accelerate economic growth by improving the quality of human development and quality of infrastructure.

Then, there are indications of differences in the effectiveness of the implementation of decentralization
across districts / cities and indications that the private sector's role is dominant in economic growth in East Java.
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