-

View metadata, citation and similar papers at core.ac.uk brought to you byf: CORE

provided by Research Papers in Economics

Working Paper
in Economics and
Development Studies

Department of Economics
Padjadjaran University

No. 200302

Economic Growth And
Government Size In
Indonesia: Some Lessons
For The Local Authorities

Arief Ramayandi

Department of Economics,
Padjadjaran University

July, 2003

Center for Economics and Development Studies,
Department of Economics, Padjadjaran University
Jalan Cimandiri no. 6, Bandung, Indonesia.
Phone/Fax: +62-22-4204510
http://www.lp3e-unpad.org


https://core.ac.uk/display/9317791?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

ECONOMIC GROWTH AND GOVERNMENT SIZE IN
INDONESIA: SOME LESSONS FOR THE LOCAL AUTHORITIES

Arief Ramayandi

Interests on conceptual relationship between ecangmowth and government size
have been initiated since the beginning of t@ntury. Aggregate income has initially
been considered as an important determinant ofrgovent size, and the relationship
has widely known in the literature as ‘Wagner’s 'law the ‘law of expanding state
expenditure’, i.e. as economy develops, publicaetend to expand. However, some
more recent arguments tend to put more attentidinetoeverse relationship between the
two variables. It is argued by the conventionaldei® of neoclassical models that
government size will have no long-run impact orvgito An influential article by Barro
(1991), appeared to present an empirical evideaverihg the view that a heavy
government involvement in economic activity tendbéogrowth impending.

The endogenous growth literature argues that divela low government size
would tend to be positively associated with growdowever, after reaching a certain
optimal level of size, it would produce an advampact on growth (Barro and Sala-i-
Martin, 1995: 152-156). The reason of the earligument is that the productive effect
of government involvement still exceeds its soc@ts of raising funds — hence adding
positive effect on growth, while at the later cdbe social costs of the government
involvement dominates — hence growth declines asgibvernment size get larger.
Figure 4.1 illustrates the relationship between tine variables. Another alternative
explanation (following Barro, 1990) would be by idimg government expenditure in to
two categories: productive and unproductive ond® @arlier category is expected to
have a positive impact on growth, while the latere ovould conversely affecting
growth. Hence, whether or not the government si&egrowth impending depends
mostly on the type of spending of the government.

Figure 4.1 The Size of Government — Growth Curve

Economic growtt

G/Y optimum
Government SizeQ/Y)

Source: Gwartney, et. al, 1998.
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Besides the controversy on the direction of howaginoand government spending are
related, the way of how government size determgnew/th is also a subject of a debate.
Kweka and Morissey (1999) summarizes some empificdings on this issue. Some
studies (e.g. Kneller, 1998; Devarajan and Vina¥893) show support for the
productive-unproductive government spending argunmeam (1986), by analyzing a
panel data of 115 countries, concludes that thevttrof government will tend to have a
positive effect on growth. Some other studies (eilg, 1994: for the case of developed
economies; Kormendi and Meguire, 1985how that unproductive government
spending has no (statistically) significant impast growth. This view was also
supported by Andrés, et. al (1996), which showsoa-nobust correlations between
aggregate government spending and growth for tke ceOECD countries.

Most empirical studies on this issue (e.g. Barr@91t Landau, 1983 and 1986;
Alexander, 1990; Kweka and Morissey, 1999 for tagecof Tanzania)however, come
over a conclusion that government size tend to hevesgative impact on growth.
Folster and Henrekson (1999) also found a supjporthis kind of relationship in the
case of 23 OECD countries over 1970-1995. Mosthosé empirical studies that
conclude negative effect of government size on fnoargue that in most cases,
government operations were often conducted inefiity.

The differing conclusions of empirical studies twstline of literature has invited
controversies and debates on how the two varialegerest are related, hence leading
to an inconclusive agreement. Opponents of theirfged of negative relationship
between the two variables often argue that mostirezap models that lead to this
particular conclusion were committing specificatioias. Most of the models, which
lead to the negative relationship conclusion, wesgmated using a single equation
model. The possible simultaneous nature of the weubables is one of the potential
sources of problem for that analysis which utilibegy one-equation models. Another
critic comes from the paper of Levine and Renei9¢)), who found that the partial
correlation between the broad arrays of fiscal messthat they studied is not robustly
correlated with growth. Easterly and Rebelo (198&)er also shows that an inclusion
of additional regressor on the equation could swite sign of the relationship.

The other argument for this objection also comesnfithe fact that the negative
relationship between government size and growtle wesstly comes from a panel data
of many different countries with different charaetgcs (Ghali, 1998). This fact leads
some to argue that the finding might not be holddiee individual country using time
series data set. There are not many studies that dttempted to use time-series data
set for an individual country in this literaturar(@@ng others: Ram, 1986; Ghali, 1998;
Kweka and Morissey, 1999). In order to enrich titerature, this simple article
attempted to analyze the relationship betweenwioeviariables of interest for the case
of Indonesia. The issue would be of interest f@rdvides room to examine the impact
of government size on economic growth in the cqurifurthermore, in the light of the
undergoing process of fiscal decentralization mholmesia, it also provides some lessons
for the local authorities in the provincial and rraipal level.



ECONOMIC GROWTH AND GOVERNMENT SIZE IN INDONESIA: SOME LES®N FOR THE 3
LOCAL AUTHORITIES

METHODOLOGY

The error correction model (ECM) is used for thepmse of analysis. In order to apply
the model, a co-integrating relationship among aldes used needs to be identified.
The two-step procedure suggested by Engle and @rdt§87) is used for estimating
the ECM, hence the co-integrating relationship Wikt be tested using an OLS
procedure to attain a long-run relationship amoagables.

The main model used is basically a modificatiorthef one applied by Kweka and
Morissey (1999), which was build on the basis arawth accounting model of Lin
(1994) where outputY] is assumed to be a function of capit§) and labor I(). Since
the main interest of this paper is to investigdie telationship between economic
growth and government size, the modification madiéné main model only separate the
K component in to those of private and governmeritevkeepinglL as an aggregate of
those two sectors.

Economic growth \) is assumed to be determined linearly by the ixaat
government sizeQ@/Y), share of private investment over GDIp/Y) and the labor
density over productiorL(Y). In addition,y is also assumed to be linearly determined
by the measure of the openness of the econdt¥,(which is proxied by the ratio of
the national real export over GBPTo capture the potential break in the growtheseri
due to the 1998 economic crisis, a dummy variablalso being added as one of the
determinant. Finally, due to data limitation, thevgrnment spending is being divided
into government consumptio@g — measured as the government routine expenditure i
the budget) and government investmédgt{ measured as the government development
expenditure) in order to capture the productiveradpctive spending argumeht.

Some studies employed the growth of government dipgnas determinant of
economic growth (e.g. Ram, 1986) and suggesteiaterce of a positive significant
effect. However, since growth of government spegdiould not clearly capture the
relative size of government in the economy, thipgpa(as stated in the paragraph
above) employe/Y instead.

This article also tries to deal with some of thexassmentioned potential defect in
estimation procedure. To (partially) check the &xise of the Levine-Renelt critique
(Folster and Henrekson, 1999: p.345) some estimaie conducted by altering the
conditioning variables from the main co-integratimgpdel. In order to check for the
potential endogeneity problems of government siaeable, as suggested by the
Wagner’s law, the version of Hausman test propdse®avidson and MacKinnon is
being conducted on the main co-integrating modateXthe main co-integrating model
qualifies to escape from those potential problethe, ECM is estimated, and the
analysis at the national level will be based on #séimation results.

EMPIRICAL RESULTS
Test Result for Unit Roots

Since the co-integrating relationship in the ECMuiees that all variables be integrated
at the same levell(¢l)), the augmented Dickey-Fuller (ADF) test is beunged to
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investigate the stationarity status of each vagiaBDF test is being carried out through
the following regression:

A= a+ PXe1 T ﬂT + 20 + Uy (41)
wherex is the relevant serie$,is a time trend, and is an error term.

The unit roots tests are performed both on thed leagables as well as on their first
differences. The lag length for the ADF test is s#m0 according to the Akaike
Information Criterion (AIC). The null hypothesissted states that the variable under
investigation has a unit root and rejected in fasfothe alternative of no unit root if the
t-value obtained is less than the critical valu¢ghef ADF statistic.

Table 4.1 below presents the results of unit reedts and it gives a clear indication
that all the variables in the main model(&). Therefore, they satisfy the requirements
of a possible existence of a co-integrating retesiop among them.

Table 4.1 Test Results for Unit Roots

Variable under t-value for the test on 5% Critical t-value for the test on 5% Critical

investigation levels Values first differences Values
Y -3.18 -3.57 -5.26** -1.95
CalY -2.81 -3.57 -2.59** -1.95
lg/Y -2.52 -2.96 -4.64** -1.95
Ip/Y -3.18 -3.57 -4.11** -1.95
LY -1.86 -3.57 -4.80** -3.57

XIY -2.98 -3.57 -5.68** -1.95

Note: ** indicates significance at 5% level.

Long-run Estimate and Co-integration Test

As recommended by Engle and Granger (1987), then maiintegrating model was
estimated using an OLS procedure and produce tosviog result:

yi= 1.88—1.08Cg/Y,— 0.53g/Y; + 0.27p/Y;+ 0.11L/Y;+ 0.40K/Y,—5.80D98 (4.2)
se.. (7.8) (0.37)** (0.25)** (0.13)* (0.08) (0.17)** (2.8)**
R% 0.80 DW-stat: 1.92 F-stat 15.91%**

Note: ***indicates significance at 1% level
** indicates significance at 5% level
* indicates significance at 10% level

An ADF test (as shown in equation 4.1) is ran te #rror term produced by
equation 4.2 in order to test for co-integratiomeTabsolute value of the t-statistic
produced from the ADF test is 5.12, which is wélbae the critical value at 1% level of
significance (4.07) suggested by Engle and Grafi@87: p. 269). Therefore, the result
strongly indicates a rejection of the null hypoikesf no co-integration, in favor of the
alternative of co-integration among variables ia thodel.



ECONOMIC GROWTH AND GOVERNMENT SIZE IN INDONESIA: SOME LES®N FOR THE 5
LOCAL AUTHORITIES

In conclusion, the tests suggested that the maimtegrating model in this case
(equation 4.2) does indicate an existence of a lamg equilibrium behavior in the
system. As an implication, by Granger representatiteorem, there exist an error
correction representation for the system at hand.

Check on the Parameter Signs’ Stability

One interesting finding that comes up from equa#b® is that both measures of

government sizeQg/Y and Ig/Y) appear to have a significant negative impact on
economic growth. To check for the (relative) robess of those signs, several

regressions were run by altering conditioning Ja@da for economic growth. The result

of the experiment is shown in the table below.

Table 4.2 Sign Sensitivity Check
Dependent Variable. for the period of 1969-1999

Indep. [ Il 1 v \ VI Vil
Variable
GlIY -0.46 - -0.59 - -0.48 - -0.69
(0.14)** (0.19)** (0.23)** (0.23)**
CglY - -0.74 - -1.08 - -0.97 -
(0.24)** (0.37)** (0.39)**
lg/Y - 0.01 - -0.39 - -0.30 -
(0.34) (0.22)* (0.26)
Ip/Y - - 0.24 0.35 0.31 0.41 0.18
(0.09)** (0.11)** (0.12)** (0.14)** (0.12)
LY - - - - 0.07 0.06 0.12
(0.08) (0.08) (0.08)
XY - - - - - - 0.43
(0.17)**
D98 - - -8.34 -5.12 -8.19 -5.09 -8.33
(2.26)** (3.0)* (2.28)** (3.03)* (2.07)**
R? 0.26 0.31 0.72 0.75 0.73 0.75 0.78

Note: - | to VIl are the alternative models estigthin addition to the main model in equation 2.
- Numbers in parentheses represents the staddaiation.
- ** indicates significance at 5% level
* indicates significance at 10% level

Table 4.2 above shows that two of the governmeet isieasure<s/Y andCg/Y) have a
consistently negative significant effect on growtdY on the other hand, shows slightly
different result. Although it still consistently mwibutes negatively to growth (except
for the case of regression IlI), the contributiomad consistently significant trough out
the experiment. This finding indicates that the ihevRenelt critique might be relevant
in the case ofg/Y using Indonesian data set from 1969-1999. Neviedke since the
sign for this particular variable are relativelynsgstent through out the experiment and
(as reported in equation 4.2) it has a negativaifsignt effect on growth, this paper
will consider this variable as having negative itpan growth for the analysis

From the comparison of the relative magnitude ofjatiee effect from total
government size@/Y) and its disaggregated componen®g/ly and Ig/Y) towards
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growth, it is implicative that the share of goveemwhconsumptionGg/Y, regarded as
unproductive spending) dominates the negative efiethe total government size on
growth. Therefore, the finding does support theuargnt of negative impact on growth
from unproductive government spending. Also, byklng at the R? value from
regression |, the government size alone explairmutaB6% of the fluctuations in
Indonesia’s economic growth.

Endogeneity Test

To check for endogeneity of the measures of goveminsize, a two-stages
Hausman specification test is conducted on I&ghY andIg/Y°. In the first stage, the
procedure was conducted by running an auxiliaryegion on both variables using
Indonesia’s foreign debt as an additional instrulaewmariable. In the second stage,
equation 2 is being re-estimated by including #sduals obtained from both auxiliary
regressions. The statistical inferences of thefierfit on residuals are used to test the
null hypothesis of weakly exogeneity &g/Y and Ig/Y against the alternative of
endogeneity of both variables.

From the test conducted, the t-statistic for thet Btage residual in the second stage
regression for botlCg/Y andlg/Y are similar (-1.39). The t-statistic for both selsts in
the interval of -1.96 and 1.96 (the normal disttitm’s critical value for 5% level of
significance), hence fails to reject the null hypestis of weakly exogeneity. This result
indicates that for the Indonesian data series 6911999, Cg/Y and Ig/Y could be
considered as weakly exogenousypfsuggesting the potential endogeneity problem
suggested by Wagner’s law can be disregarded. dhelusion justifies the Keynesian
view of an exogenous fiscal policy under discredigngovernment. It also justifies the
utilization of a single equation model in measurithg behavioral relationships among
variables under consideration.

The ECM Result

As the statistical check on potential problems fmunthat equation 2 is relatively

acceptable, the error produced (ER) is used agmfme correction component in the

ECM to see whether the system is adjusting foraeparture from market equilibrium

in the short run. The best result produced by @fimation is reported in table 4.3

below. The short run relationship among variabtecates that changes in economic
growth are only being determined contemporaneobglall of the determinants listed

in the table. Again, AIC criterion is used to detere the best result.

Table 4.3 The ECM Result
Dependent Variablesy for the period of 1969-1999

Variable ACglY AlglY AlplY ALY AXIY ER1
Coefficient -1.42 -1.21 0.39 -0.28 0.53 -0.93
(0.36)* (0.37)"*  (0.09)*** (0.19) (0.13)%*  (0.22)%**
R0.85 F-stat: 21.97*** D-W stat: 2.22

Note: - Numbers in parentheses represents thdastudeviation.
- *** indicates significance at 1% level
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Interpretation of the Long-run and Short-run Relati onship

As reported in equation 4.2, the long run (co-iriéigg) relationship qualifies the
standard statistical tests, where all determinsintsiitaneously determined around 80%
of the fluctuations in economic growthly)( Both measures of government size
contribute a negative significant effect on growthe share of unproductive spending
(Cg/Y) has a larger negative contribution towards growih08) as compared to the
productive spending shar&(Y), which contributes -0.53. This finding indicatémst
both measures of government size tend to be griomgbnding in the case of Indonesia.
In the case ofcg/Y, the finding supports the unproductive spendirguarent due to
inefficient resource re-allocations of this spegdin

Particularly for the case /Y, the finding suggests that the share of government
investment in Indonesia is basically being speefficiently and tend to crowd out
private sector activities, thus impending growtbnfe intuitive arguments behind this
finding would be related to the relatively high rgation in Indonesia’s public sector
activities. This situation has created high leakages andidiefcies in the process of
government development programs. These inefficeenciin turn, obstructed the
programs and contribute negatively on growth. THasts seem to justify the negative
coefficient oflg/Y in equation 4.2.

The higher government size (particularly in termfs spending) also induces
government to collect more tafesnefficiency in Indonesia’s taxing system hasoals
tends to induce higher burden on the productivéosethis argument goes along with
the one proposed by Alesina, et.al (1999) on howdaliscourage private sector profits,
hence hurting aggregate economic growth.

Other conditioning variabledp(Y, L/Yand X/Y) in equation 4.2 has the expected
signs, which consistent with theory. Private inwe=tt does affect growth positively in
the case of Indonesia. As suggested by the literakconomic openness of Indonesia
does contribute positively on growth with relatiwdligh magnitude. The contribution
of labor on growth, however, shows an insignificaffect. The argument behind this
finding is mostly due to the over supply of labduation in Indonesia. Within past few
decades, Indonesian government tends to promotgrtiveth in labor-intensive sectors
to absorb the existing labor force. This situatlmas, to some extent, overflow the
production sector with labor, hence pushing theadpctivity to a very low level. In
turns, L/Y does not have a significant impact on growth. daenmy variable (D98)
shows a negative significant effect on growth. Tihdicates that the economic crisis in
1998 has brought about 5.8% drops in average griaw#h in Indonesia.

The short run relationship, as reported in tablg, 4lso qualifies the standard
statistical tests, where all determinants simulbaisey determined around 85% of the
fluctuations in the change in economic growty)( Both measures of government size
in the short run still have a negative impact cowgh, thus goes along with the long run
relationship described previously. The magnitudéefeffect for both government size
variables were increased in the short run, withrtbgative effect ofCg/Y still larger
thanlg/Y (even though the negative magnituddgd¥ had increased significantly in the
short run/ECM equation). This finding indicatestthay change in government size in
the short run instantaneously reverses growth.

The short run effects of the other conditioningiafalles (except forl/Y) are
consistent with the one obtain from the long ruatrenship. The sign fok/Y changes
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in the short run relation. However, it is still igsificant. Thus, even in the short run,
the change in labor density over production dodsaffect growth significantly. This

finding, again, reinforced the argument of the treéasaturation of labor productivity in
Indonesia at a very low level.

Coefficient obtained for the lagged error componeported in table 4.3 shown a
negative significant sign (-0.93). This coefficierdgfers to a very high speed of
adjustment in the growth system of the economyothrer words, there exist an error
correction mechanism for the economic growth manteisidered in this paper. The
finding also indicates a relative stability of theg run system over a short period,
where every departure from equilibrium in the loag relation will be corrected almost
entirely in the following year. Thus, the Indones@ata in 1969-1999 tells us that the
growth pattern is relatively consistent with thadaun relation outlined in this paper.

SOME LESSONS FOR THE LOCAL AUTHORITIES

In the light of the undergoing fiscal decentraliaatin Indonesia, some lessons could be
taken from the national level experience reportdibva. The current fiscal
decentralization process entitles local authorittes manage their own financial
resources without any interference from centralegoment. In theory, this process is
expected to cut down the bureaucracy in, henceldyngdecision making process of
the local government in order to give them somerrdo pursue more efficient welfare
enhancing public activities. In so far, howeveg tmdergoing process had tended to
push the local authorities to “over-exercise” iegulatory functions and produce
pressures on the local production sector. Thistip@points to the tendency of the local
authorities to enlarge their size in local econoadtivities.

The national level evidence shows that, in the aaiséndonesia in 1969-1999,
government size tends to contribute negatively oonemic growth. As discussed
previously, the source of this negative impact rhigdme from inefficiencies in public
sector spending management. More generally, otleeofnain sources of this situation
might arise from the overall inefficiencies in tegstem of budget management in
Indonesia. Following the behavioral associatiomieen government size and growth in
endogenous growth literature, the finding suggésas government size in Indonesia
might have been too large during the sample inidenation. In other words, the level
of government size had passed its supposedly opiewel.

Facing the above-mentioned source of negative impéocgovernment size to
growth, it might be appropriate to accept the itbgareducing the current government
size to a smaller level in order to go for the ati. On the contrary, Keynesians would
argue that under the period of economic hardshike the one faced by Indonesia
currently), government involvement would be prefidga To compromise with the
argument, one possible way to do would be to cutrdall inefficiencies in government
budget management. Whether or not the governmeatisito be enlarged or reduced,
each level would likely be corresponded to higherel of growtR since a more
efficient government budget may reduce its sooists of raising funds while at the
same time may also boost its productive effectsa Iparticular theoretical case, the
optimal level of government size (as shown in fegut.1) could also be shifted
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rightward®, i.e. optimum growth level achieved at higher goweent size. However,
the idea of a right shift of this optimal governrhével is still questionable since that
must not always be the case. Eventually, if theellef government size were still
considered to be too large, reducing it would selive as the most appropriate policy.

The experience from the national level posits sowies of cautions for the local
authorities in managing their budget. Enlargingrtiize in regional economic activities
might as well be an impediment for the economioaginoof their region. Therefore, if
economic growth is set as an important objectivéhefr governance, then the current
post-decentralization trend in managing budget lshte put in to caution. Scaling
down the size level while improving budgetary maragnt at the same time could
serve as a better option to do, because it codldrae growth better than positioning a
larger government size in the local economic ati¢isi

A simple observation using average economic grofyth and government size
(GIY-, Cg/Y and Ig/Y") in 1996-1994" for 213 municipalities and regencies in
Indonesia is conducted to obtain a rough picturethef local authorities situation
concerning this issue. The following table sumnesithe observation.

Table 4.4 Observation on Local Authorities Situation in 1996-1999
Dependent Variable: yL for the period of 1996-1999

Model GIY- Cg/Y* lg/Y" R’
I -0.10 - - 0.003
(0.12)
All period average I - -0.03 - 0.000
(1996-1999) (0.20)
1] - - -0.47 0.013
(0.28)*
v - 0.81 -1.43 0.036
(0.36)** (0.51)***
I -0.94 - - 0.066
(0.24)***
Pre-crisis average Il - -0.85 - 0.022
(1996-1997) (0.39)**
I - - -3.24 0.144
(0.55)***
v - 1.91 -5.40 0.190
(0.55)*** (0.82)***
I 0.03 - - 0.000
(0.11)
Post-crisis average Il - 0.13 - 0.003
(1998-1999) (0.18)
I - - -0.06 0.000
(0.23)
v - 0.52 -0.63 0.014
(0.31)* (0.41)

Note: - Numbers in parentheses represents thdathaeviation.
- *** indicates significance at 1% level
** indicates significance at 5% level
* indicates significance at 10% level
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The results from the simple observation on locahatties (as shown in table 4.4
above) shows that all measures of government siasidered in this paper do not tend
to have a considerable ability in explaining regiogrowth fluctuations. An exception
occurred for the experiment using pre-crisis dafagre government size variables are
able to explain the fluctuations in regional growthrginally & of 19%). Therefore, it
is probably acceptable to conclude that the retatigp between government size and
growth changes due to crisis. If we assume thaicpsés experience serves as the
general representation of the longer-term casa the note of cautions given by the
national level evidence could be regarded as rateva

On the post-crisis period, besides the inabilitynedasures of government size to
explain fluctuations in growth, they also tend tavé no significant impact. An
exception applies faEg/Y, which have a positive and marginally significampact on
growth. The possible intuition behind this findirgythat within the post-crisis period
considered here, overall growth of the economy avasen by consumption. Therefore,
it might justify the positive contribution of locajovernment consumption in that
particular sample.

For the pre-crisis observation, all measures okguwent size do have a significant
effect on growth. The local government consumpti@mwever, indicates a symptom of
parameter instability. Positive sign for this vatein regression IV might arise from its
negative correlation with the local government stweent. The other two measures,
however, shown a consistently negative significampact on growth. This finding
resembles the national level evidence, hence neimip the note of cautions given
previously.

One other thing that worth to be noted here is althe consistently negative
contribution oflg/Y" on growth through out the experiment. It somehtengithens the
argument of a highly inefficient government develgmt programs, even in the
municipalities and regencies level.

CONCLUDING REMARKS

This article investigates the impact of governmgime on economic growth using a
sample of time series data on Indonesia (1969-1996yether with all potential
imperfections of the methodology utilized, the fimgl provides an additional support
for the argument that government size tends to megative impact on growth. This
negative association persists in both the longasimvell as in the short run relation as
reported by the ECM result.

Share of government unproductive spendi@g/{) was found to affect growth
negatively. This tendency is in line with Barro 909 argument about the effect of
unproductive government spending on growth. Surmgig, the share of productive
government spending (as measuredddy) also shows negative effect on growth. This
finding suggests the inefficiencies associated wtiblic development programs in
Indonesia. More generally, the result suggests »astemce of inefficiencies in the
overall management of government budget in Indenekiring the period under
consideration.
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Economic growth in Indonesia is also being infleshdy private investment and
measure of economic openness. On the contrargxiséng labor market situation has
produced a non-significant effect of labor towargsowth. Policies concerning
development of labor productivity are parts of itreicial agenda to be put in the
development plan of Indonesia.

In relation with the undergoing decentralizationgess, the above finding provides
a note of cautions for the local authorities. Ars@lyation using cross-section data of
213 municipalities and regencies also suggests that national level type of
associations between government size and econaoudiyalso present at the regional
level. Therefore, it might be wise for the locatrarities to reconsider the concept of
expanding their regional government size in terfrsconomic activities.

Finally, as implied by the interpretation of the gntal findings of this paper, the
need for more efficient government budget manageifoeth at the national as well as
at the regional level) is unavoidable. To this enfl,course, a more detailed and
comprehensive study concerning the issue will messary to be conducted. This paper
is only a first step in addressing the issue irotresbia, and could always be used as a
reference, complement, or simply a consistencylchaadifferent methodology.
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NOTES

The author would like to thank Titi Sumiarti for passion to use her data set and Victor Pirmana
who provides an excellent assistance in compilirgreégional data set.

1. As quoted from Kweka and Morissey (1999).

2. Itis important to note, however, Lin (1994) alsarid that this type of government spending show a
positive significant impact on growth. As suggedigdhe findings of Levine and Renelt (1992).

3. As suggested by the findings of Levine and Ren&©2).

4. All the data set used was collected from variouse®s (e.g. the IFS, World Bank, ADB, Central
Bureau of Statistics of the Republic of Indonesia éhe ministry of Finance of the Republic of
Indonesia) for the year of 1969-1999.

5. Some studies also regard the negative effect ofmorent investment towards growth as acceptable

through inefficiency in resource allocation arguin@ng. Alesina et. al., 1999 and Garfield, 1995)

and inefficiency in utilization argument.

The detail test is not presented in this paper dispaéce consideration

Within the past few years, Indonesia has been stamgly listed as one of the top corrupted country

according to the Transparency International CorampBerceptions Index.

8. As indicated by the existence of the “tax and spangument in Indonesia’s data (Sumiarti, 2002).

9. In figure 1, this situation would be illustrated by upward shift of the overall government size —
growth curve.

10. This shift would essentially be a shift of the odegovernment size — growth curve to the upper
right part of the plane in figure 1.

11. The period span is chosen due to limitation in datilability.

No





