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EVIDENCE FROM INDONESIA

Abstract

Corruption in government organizations is an important and relevant topic to study
because of its impact on the state in terms of financial losses and a decrease in the
quality of human development. This study is also relevant because previous analyses
are still limited in their modeling and measuring comprehensive fiscal decentralization
variables. This study aims to examine the effect of fiscal decentralization and quality
of government on the level of corruption and the impact of corruption on the human
development index. The sample of this paper comprises 113 local governments on the
island of Java, Indonesia, for the period 2015-2018. Statistical testing was carried out
using Partial Least Squares-Structural Equation Modeling (PLS-SEM). The test results
show that fiscal decentralization has a positive effect on corruption with a path coef-
ficient of 0.100 and is significant at 5% alpha. Likewise, poor governance (proxied by
internal control weaknesses) has a positive effect on the level of corruption with a coef-
ficient of 0.062 and is significant at an alpha of 10%. The results of the PLS-SEM test
also show that corruption has a negative impact on the human development index with
a coefficient of —0.206 and is significant at 1% alpha. The practical significance of this
study is the importance of the internal control system reliability as a complementary
variable for fiscal decentralization to prevent corruption.

Keywords fiscal decentralization, governance quality, internal
control, corruption, human development, local
government

JEL Classification H72, M41, M48

INTRODUCTION

The problem of corruption in government organizations nowadays is
widely recognized as a major ailment that threatens not only econom-
ic development but also the foundations of society. It is believed that
a high level of corruption in government organizations, in the long
run, will reduce the welfare of people in general, not only affecting
the weakest classes of society through inequality and poverty but al-
so access to various public services such as health services and ed-
ucation services. Various government corruption scandals occurred
in various countries including Spain, France, Guatemala, Honduras,
and so on, which attracted the attention of public sector researchers
and practitioners (Cuadrado-Ballesteros et al., 2020). The problem of
corruption in government organizations also occurs in Asian coun-
tries, including Indonesia. The level of corruption in local govern-
ment organizations in Indonesia is relatively high. According to data
from the Corruption Eradication Commission (KPK), from 2014 to
2019 there were 97 criminal acts of corruption carried out by regional
heads in local governments in Indonesia. The problem of corruption
has caused the state significant losses. Indonesian Corruption Watch
(ICW) reports that the value of state financial losses in 2019 reached
IDR 8.4 trillion, an increase from 2018 with state financial losses of
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IDR 5.6 trillion. The seriousness of the problem of corruption in Indonesia is also shown based on the
Corruption Perception Index (CPI) released in 2020 by Transparency International (TT).

One of the factors suspected of causing high levels of corruption in local government organizations is
fiscal decentralization. Since the reform era, the administration of local government in Indonesia has
undergone significant changes, namely a shift from centralization to decentralization. With the imple-
mentation of fiscal decentralization, local governments must be able to play their role in managing their
finances independently so that all potential can be maximized through effective and efficient planning.
However, in fact, the implementation of decentralization raises many problems, especially in the mate-
rial use of the regional budget, which can be indicated by criminal acts of corruption such as the region-
al expansion budget, disaster management, and working visits. The modes carried out include, among
others, the misuse of the regional budget, inflating funds in the procurement of goods and services, and
making fictitious projects (Nirwanto, 2013).

The effect of fiscal decentralization on corruption has become a topic of interest for public sector re-
search in various countries. However, the empirical evidence of several previous studies related to
the effect of fiscal decentralization on corruption is still not consistent. This inconsistency requires
further evaluation in the conceptualization and measurement of fiscal decentralization, which is not
yet comprehensive. Fiscal decentralization is an unobserved construct consisting of several elements
or dimensions to capture aspects of local government revenues and expenditures. With the authority
and flexibility of local governments in managing or regulating regional finances provided by the cen-
tral government, it is necessary to follow up with strong supervision and control to avoid irregulari-
ties and fraud. One of the ways to strengthen the supervisory function is through the establishment of
an adequate internal control system as a prerequisite for the governance of government organizations
(Mardiasmo, 2018). Therefore, research modeling that examines the effect of fiscal decentralization
on corruption should also include the variable of governance quality such as internal control. In pre-
vious research, fiscal decentralization and internal control systems as determinants of corruption
were analyzed separately. The separation of these two variables can result in the misspecification of
the model because poor quality governance can hinder monitoring incentives, so fiscal decentraliza-
tion can actually encourage an increase in corruption. In this case, there is a decrease in the benefits
of fiscal decentralization to prevent corruption. This study argues that fiscal decentralization and
quality of governance are complementary variables as determinants of the phenomenon of corrup-
tion, so both should be included in the model.

This study is relevant because it is an extension of previous research in several respects. First, in its
modeling, this study uses the variables of fiscal decentralization and quality of governance (proxied
by internal control) as complementary determinants of corruption in local government organizations.
Second, aside from the modeling, this paper also develops previous research in a more comprehensive
conceptualization and measurement of fiscal decentralization. With reference to Hair et al. (2017), fiscal
decentralization is conceptualized as an unobserved construct as measured by several formative indica-
tors. Second, this study includes the variable of governance quality, which is proxied by the reliability of
the internal control system. Third, the measurement of the level of corruption in this study is different
from several previous studies that mostly used the corruption perception index. The level of corruption
in this study is measured by using the real level of corruption that has been decided by the Supreme
Court so that it can better describe the actual phenomenon of corruption cases. Fourth, this study also
examines the impact of corruption on the human development index of local governments in Indonesia.
This topic is still limited to researching the Indonesian context because previous research has mostly
focused on the determinants of corruption. The effect of corruption on human development is impor-
tant to study because of its impact on all these aspects. Akcay (2006) states that corruption hinders all
aspects of human development.
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1. LITERATURE REVIEW

According to agency theory, the main characteris-
tic of the relationship between principal and agent
is the existence of a delegation contract. Lupia
and McCubbins (1994) state that such a contract
emerges when one or several persons (or principal)
choose another person/persons to work following
the needs and wishes of the principal. Zimmerman
(1977) states that all organizations, including pub-
lic and private sector organizations, can experience
agency problems. This theory assumes that there is
a lot of information asymmetry between the agent
(local government) who has direct access to infor-
mation and the principal (the community). This
information asymmetry that occurs allows fraud
or corruption by agents. To avoid agency problems,
accountability and supervision are needed. In agen-
cy relationships, it is undeniable that agency prob-
lems will occur. Agency problems that can occur
in the public sector are information asymmetry
related to the use of regional finances, which leads
to corruption by agents (local governments) that
harm the principals (the communities). According
to the fraud triangle theory, there are three causes
of corruption, one of which is an opportunity that
occurs because of the abuse of authority that has
been used. Decentralization is one of the opportu-
nities that can lead to corruption. Decentralization
is defined as the transfer of authority and duties
from the central government to local governments
to administer and regulate the government. Fiscal
decentralization as a result of the decentralization
policy plays an important role in carrying out the
authority and functions of local government. The
delegation given by the central government to local
governments is expected to be able to explore and
utilize all the potentials of the regions so that they
can be used for the benefit of the wider communi-
ty. However, in reality, the implementation of fiscal
decentralization in Indonesia seems to transfer the
incidence of corruption from the central govern-
ment to local governments. The number of regional
heads involved in corruption cases is increasing as
is the number of corruption cases that occur in lo-
cal governments.

In addition to agency theory and fraud triangle
theory, the phenomenon of corruption in govern-
ment organizations can also be explained by public
choice theory. Buchanan (2009) states that public
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choice theory can offer useful insights because it
explains the behavior of interacting agents in po-
litical markets. According to this theory, politicians
can be selfish, rational, utility maximizers and try
to find ways to maximize their own welfare, rather
than the public interest. In order to overcome the
opportunistic actions of politicians such as corrup-
tion, it is necessary to adopt institutional arrange-
ments. New public management techniques such as
good governance are institutional arrangements to
minimize political opportunism, including corrup-
tion and rent-seeking (Mbaku, 2008).

The objective of decentralization is the delega-
tion of financial affairs from the central govern-
ment to local governments with the aim of, among
other things, providing more adequate monitor-
ing by the local public (Faguet, 2014; World Bank,
2001). With closer monitoring of the electorate,
decentralization is also an important anti-cor-
ruption NPM mechanism, and most internation-
al organizations, such as the World Bank and the
International Federation of Accountants, con-
tinue to support fiscal decentralization projects.
Decentralization is considered an anti-corruption
mechanism because, in smaller governments, vot-
er monitoring is likely to be more effective. After
all, local voters have more complete information
to monitor and discipline local politicians (Fan
et al., 2009). On the other hand, there is an ar-
gument that fiscal decentralization can increase
the possibility of corruption. This is because local
politicians may face more pressing demands from
local political elite interest groups than national
bureaucrats face and therefore tend to act corrupt-
ly (Bardhan & Mookherjee, 2000; Prud’Homme,
1995; Reinikka & Svensson, 2004). Several studies
have stated that the phenomenon of fiscal decen-
tralization in Indonesia is better explained with
this second argument because of the large power
of the local political elite (Maria et al., 2021; Astuti
& Adrison, 2019; Yanto & Adrison, 2020).

The results of previous studies also show that there
is conflicting empirical evidence on the relationship
between decentralization and corruption. Alfano et
al. (2019) examined the relationship between fiscal
decentralization and corruption in 150 countries.
The results of the study state that fiscal decentrali-
zation will reduce the level of corruption. This study
supports Changwony and Paterson (2019), who re-
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searched 128 countries, Fiorino et al. (2015), who re-
searched 24 countries, and Altumbas and Thornron
(2012), who researched 46 developed and developing
countries. On the other hand, Shon and Cho (2020)
examined the relationship between fiscal decentrali-
zation and corruption in state and local governments
in the United States. The results provide evidence
that there is a positive relationship between fiscal
decentralization and corruption. These results sup-
port Ulum et al. (2019), Alfada (2019), and Albornoz
and Cabrales (2013). Meanwhile, Choudhury (2015)
demonstrates that there is no relationship between
fiscal decentralization and corruption.

This study combines two paradigms of the liter-
ature on corruption. There are arguments that
fiscal decentralization can reduce corruption (de
Mello & Barenstein, 2001; Fisman & Gatti, 2002)
but there are other arguments that state that fis-
cal decentralization can increase corruption (Fan
et al., 2009). To further clarify the mixed find-
ings in the decentralization literature, public sec-
tor management research needs to include other
determinants of corruption in the research mod-
el (Changwony & Paterson, 2019). This study in-
cludes a determinant of corruption in addition to
fiscal decentralization, namely the quality of gov-
ernance, which is proxied by internal control. With
the phenomenon of the strong dominance of local
political elites, this study argues that in the con-
text of Indonesia, fiscal decentralization can en-
courage corruption. Fiscal decentralization is an
opportunity factor that drives corruption in local
government organizations in Indonesia. Several
previous studies provide empirical evidence that
the higher the fiscal decentralization, the greater
the level of corruption. Shon and Cho (2020) ex-
amined the relationship between fiscal decentral-
ization and corruption in state and local govern-
ments in the United States. The results provide
evidence that fiscal decentralization will increase
the occurrence of corruption: that is to say, there
is a positive relationship between fiscal decentrali-
zation and corruption. Research in Indonesia also
shows that fiscal decentralization has a positive ef-
fect on the level of corruption. The investigation
was conducted by Ulum et al. (2019) in 433 dis-
tricts/municipalities of Indonesia and Maria et al.
(2019) in 33 provinces around the country. Maria
et al. (2021) showed that regional independence in
the financial sector has a positive effect on corrup-
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tion. Therefore, supervision of the implementation
of fiscal decentralization must be carried out ade-
quately to prevent corruption. The results of this
study support the findings of Astuti and Adrison
(2019), and Yanto and Adrison (2020) that the
large budget managed by local governments can
lead to an increase in corrupt behavior.

According to the Corruption Discretionary
Monopoly Accountability (CDMA) theory devel-
oped by Klitgaard (1988), the amount of power
possessed (discretion) coupled with the existence
of a monopoly of power by the leadership and
without accountability is a driving force for cor-
ruption. In this case, adequate quality of govern-
ance is needed to prevent corruption. Within the
framework of the fraud triangle theory, an inter-
nal control system is needed as an effort to moni-
tor and limit opportunities that cause fraud.

The results of previous studies show that the quali-
ty of good governance in public financial manage-
ment can prevent and reduce the occurrence of cor-
ruption (Andersen, 2009; Al-Mahayreh & Abedel-
gader, 2015). Triwibowo (2019) provides empirical
evidence showing that there is a long-term link be-
tween corruption and financial management quali-
ty. Thus, high quality of financial management can
lead to a sound government. Improving the quality
of good governance in government organizations
should be carried out using various mechanisms,
in particular building a strong internal control sys-
tem to minimize the possibility of local officers be-
having corruptly. The quality of governance needed
to reduce corruption, among others, is in the form
of an adequate internal control system. The role of
the internal control system is very important to
manage state finances in a way that is transparent,
effective, and efficient. The greater the fiscal decen-
tralization is (along with the implementation of a
good internal control system), the less opportunity
for corruption to occur in local governments. On
the other hand, the worse the quality of governance,
the greater the possibility of corruption.

Corruption can lead to low economic growth so
it has a negative impact on GDP per capita, which
in turn results in a low standard of living. In addi-
tion, corruption has an impact on less spending on
health that leads to a lower level of life expectancy.
Corruption also causes less spending on education
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so it has an impact on low human capital accumu-
lation. Low level of standard of living, low level of
life expectancy, and low level of human capital ac-
cumulation ultimately have an impact on the level
of human development. The Human Development
Index (HDI) is a comparative measure of life ex-
pectancy, literacy, education, and living standards.
The HDI explains how the population can access
development outcomes in terms of income, health,
education, and so on.

Akcay (2006) concludes that there is a significant
negative effect between corruption and human
development. Empirical evidence from the study
shows that the higher the level of corruption in a
country, the lower the level of human development.
Bechererair and Tahtane (2017) examine the rela-
tionship between corruption and human develop-
ment in Middle Eastern and North African coun-
tries with data from 1996 to 2012. It was found
that there is a negative relationship between cor-
ruption and human development; the higher the
level of corruption, the lower the quality of human
development. Emara (2020) shows empirical evi-
dence of corruption having a negative and signif-
icant impact on human development in both the
short and long term. Urbina and Rodriguez (2021)
also provide empirical evidence that corruption
has a negative effect on human development.

2. AIMS AND HYPOTHESES
DEVELOPMENT

This study aims to provide empirical evidence and
analyze the effect of fiscal decentralization and
the quality of local government governance on the
level of corruption, as well as examine the impact
of corruption on human development.

Based on the literature review, the following hy-
potheses are proposed:

HI:  Fiscal decentralization has a positive effect
on the level of corruption.

H2:  Poor quality of governance has a positive ef-
fect on the level of corruption.

H3: Corruption has a negative effect on the hu-

man development index.

http://dx.doi.org/10.21511/ppm.19(4).2021.03
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3. METHODS

The population of this study is all local govern-
ments (districts/municipalities) on the island of
Java, which number 113 organizations. This study
uses the census method so that members of the
population are used as samples. The local gov-
ernment on Java was chosen because it is the area
with the most corruption cases compared to other
islands in Indonesia. According to data from the
Corruption Eradication Commission, there were
230 cases corruption cases in Java from 2014 to
2019, or 35% of corruption cases in Indonesia. The
variable level of corruption in this study is meas-
ured by the number of rupiahs (IDR) in terms of
state financial losses from corruption cases that
already have legal force (inkrah) according to data
on court decisions.

Fiscal decentralization is an unobserved variable
measured by several proxies, namely from the
revenue side seen from the amount of Regional
Revenue (RR) and from the expenditure side it
is seen from the General Allocation Fund (GAF),
Special Allocation Fund (SAF), and Revenue
Sharing Fund (RSF). The quality of governance
is measured by the proxy of the internal control
system. This proxy is measured by the number of
findings of internal control weaknesses according
to the results of the audit by the Supreme Audit
Agency. Thus, the more weaknesses in the internal
control, the worse the quality of governance.

The Human Development Index (HDI) evaluates
how successful the efforts to reach high quality of
life (life in a community or of the whole popula-
tion in general) are. It also assesses the develop-
ment level of regions/countries. There are three
main indicators, namely health indicators, educa-
tion levels, and economic indicators. This meas-
urement uses three basic dimensions, namely:
length of life, knowledge, and a decent standard of
living. HDI data were obtained from the Central
Bureau of Statistics Indonesia. The control vari-
ables used are Gross Regional Domestic Product
(GRDP), population, and the type of local govern-
ment (city government or district government).

Data analysis in this study used a Structural

Equation Model (SEM) approach with the Partial
Least Square (PLS) method. The software used is
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Warp PLS 7.0. PLS is one of the methods to imple-
ment structural equation models. The reason for
using PLS is because the measurement of fiscal de-
centralization variables uses four formative indi-
cators (Hair et al., 2017; Kock, 2020). By using PLS,
the results of simultaneous hypothesis testing can
be obtained simultaneously.

4. RESULTS

Before testing the hypothesis, a descriptive analysis
was carried out to describe the research data shown
in Table 1. RSH is a profit-sharing fund that is one
of the indicators in the variable of fiscal decentral-
ization. The minimum value of Rp0 is owned by
Sukoharja District in 2016, the maximum value of Rp.
2,532,807,898,432 is owned by Bojonegoro District in
2018. GAF is a general allocation fund, which is one
indicator of the variable of fiscal decentralization. The
minimum value of IDR 352,697,608,000 is owned by
Banjar District in 2015, the maximum value of IDR
2,163,439,062,000 is owned by Bogor District in 2015,
the average value was IDR 986,066.388.283.26 and
the standard deviation was IDR 337,349,753,200.32.
SAF is a special allocation fund, which is one indica-
tor of the variable of fiscal decentralization. The min-
imum value of IDR 2,342,700.000 is owned by the
City of Yogyakarta in 2015, the maximum value of
IDR 737,019,669,306 is owned by Bandung District
in 2018. The average value of IDR 241.144.120.264.73
indicates a fairly high fiscal decentralization when
viewed from the overall data available, as many as
227 districts/municipalities received SAF above
the average value and a standard deviation of IDR
145,102,493,701.44. Regional Income (RI) is local rev-
enue that is one indicator of the fiscal decentralization

Table 1. Descriptive statistics

variable. The minimum value of IDR 64,506,109,613
is owned by Pangandaran District in 2015, the max-
imum value of IDR 5,161,844,571,171.67 is owned by
the City of Surabaya in 2017. The average value was
IDR 517,396,630,828.98, standard deviation of IDR
608,180,291,067.97. The ICS variable is an internal
control system. This variable has a minimum value of
two findings owned by Kab. Cilegon in 2018, a max-
imum value of 26 findings owned by Kab. Bantul in
2015. The average value is 10.31 with a standard de-
viation of 4.49. Out of 452 districts/cities, 53% found
SPI weaknesses above 10 findings. The Corruption
variable has a minimum value of IDR 0. The maxi-
mum value of IDR 11,247,513,120 is owned by Tegal
District 2016. The average value is IDR 371,121,220.91
and the standard deviation is IDR 965,122,313.50.

The Human Development Index has a minimum
value of 58.18 owned by Sampang District in 2015,
the maximum value of 86.11 is owned by the City
of Yogyakarta in 2018, the average value is 70.67
and the standard deviation is 5.28. The population
has a minimum value of 120,792 people owned
by Magelang City in 2015, the maximum value is
5,840,907 people owned by Bogor District in 2018
with an average value of 1,213,488.08 and a standard
deviation of 846,500.08.

The evaluation of the measurement model in this
study was conducted to evaluate the feasibility of the
formative measurement model for the variable of
fiscal decentralization. The formative measurement
model is declared feasible if the weight indicator is
significant (p-values < 0.01) and there is no multicol-
linearity (VIF < 3.3) (Hair et al., 2017; Kock, 2020).
The fiscal decentralization variable in this study us-
es four formative measurement indicators, namely

Variables Minimum Maximum Mean ¢ Standard Deviation
RSF . 0.00 2,532,807,898,432.00 . 101,823,905,231.05 . 152,045795175.83
GAF 352,697,608,000.00 2,163,439,062,000.00 986,066,388,283.26 333,042,738,667.12
SAF 2,342,700,000.00 737,019,669,306.00 2411441202641714510249370144
R 64,506,109,613.00 5,161,844,571,171.67
ICS 1.00 26.00
Corruéﬁon 0,00 11.247.513.120,00
GDRP 36,000.00 449,235,000.00
HDI 58.18 86.11
population 120,792.00 5,840,907.00 846,500.08

Note: RSF = Revenue Sharing Fund; GAF = General Allocation Fund; SAF = Special Allocation Fund; RI = Regional Income; ICS =

Internal Control System; GDRP = Gross Domestic Regional Product; HDI = Human Development Index.
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Table 2. Results of the measurement model evaluation

Indicators Parameter Result Rule of thumb Note
. Significant weight ¢ P-values<0.01 P-values < 0.01 (level = 1%) Accepted
1.136 VIF<5o0r<3.3 d
. Pryalues <001 P-values < 0.01 (level = 1 A
A N | S 2004 VE<sor<zs T Accepred
saF ... Sienificantweight P-values<0,01 P-values <001 (level =1%) ... Accepted
‘‘‘‘‘‘‘‘ 1807 ... VIFSS50r<33 o ..Accepted
R ....Senificantweight P-values <001 P-values <001 (level=1%) . Accepted
1.257 VIF<50r<3.3 Accepted

Note: RSF = Revenue Sharing Fund; GAF = General Allocation Fund; SAF = Special Allocation Fund; Rl = Regional Income.

Table 3. Model fit indices

Criteria ‘ Result ;| P-Values ' Rule of thumb

Average Path Coefficient (APC) 0119 0003 . P<005
0.054 0 P<0.05
0.048 0 e PSOOS
2086 § o £33, although < 5 can be accepted
2.109 < 3.3, although <5 can be accepted
0.224 .....20.10 small) 2 0.25 (moderate), < 0.36 (weak)
0833 b 2070 .
0.967 >0.90

Statistical suppression ratio 1000 . 2 0.90

RSF, GAF, SAF, and RI. From the results of the out-
put model (Table 2), it can be seen that the measure-
ment model of the fiscal decentralization variable is
acceptable, with a significant weight value for RSF,
GAF, SAF, and RI having a p-value < 0.01 and a VIF
value of each indicator < 3.3.

Evaluation of the structural model in this study
was carried out by looking at the percentage of
variance explained by looking at the Adjusted
R-squared value, Goodness of Fit Model and q?
predictive, effect size, and Full Collinearity VIF

Corruption
(F)1i

Population

as well as the significance value of the path coef-
ficient. From the results of the model fit output
(Table 3), it can be seen that the model has a good
fit, indicated by all indicators meeting the criteria
in the rule of thumb (Kock, 2020).

After evaluating the measurement model and fit
model, an analysis of the results of hypothesis test-
ing was then carried out based on the Partial Least
Squares-Structural Equation Modeling (PLS-
SEM) estimation results. The results of the PLS-
SEM test are presented in Figure 1.

(F)1i

(P=0.15)

A

R? =0.04

Figure 1. Results of Partial Least Square (PLS) test

http://dx.doi.org/10.21511/ppm.19(4).2021.03
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Table 4. Path coefficients and p-values results

Path Expected Sign Path coefficients Conclusion
Fiscal decentralization > Corruption I A D200 Supported
Internal control weaknesses > Corruption B 00827 Supported
Corruption - Human development (-) —0.206*** Supported

Note: * significant at alpha 10%, ** significant at alpha 5%, *** significant at alpha 1%.

Based on the figure showing the PLS-SEM estima-
tion results, it can be summarized the results of
hypothesis testing which are presented in Table 4.

The results of the hypothesis test in Table 4 show
that fiscal decentralization has a positive effect on
the level of corruption with a path coefficient of
0.100 and a significant 5% alpha. Thus, HI, which
states that fiscal decentralization has a positive ef-
fect on the level of corruption, is supported. The
results also show that the weakness of the internal
control system has a positive effect on the level of
corruption with a path coeflicient of 0.062 and a
significant level at 10% alpha. The results of this test
show support for H2. The results in Table 4 also in-
dicate that corruption in government organizations
has a negative impact on the human development
index. PLS-SEM test results show a negative path
coeflicient of —0.206 and significant at 0.01 alpha.
The results of this test show support for H3.

5. DISCUSSION

The results of PLS-SEM show that fiscal decentral-
ization has a positive effect on the level of corrup-
tion. The higher the fiscal decentralization, the
higher the level of corruption and vice versa; the
lower the fiscal decentralization, the lower the level
of corruption that occurs. The results of testing the
first hypothesis in this study are in line with agency
theory. The main characteristic of the relationship
between the principal and agent is the existence of
a delegation contract. Lupia and McCubbins (1994)
state that such a contract emerges when one or sev-
eral persons (or principal) choose another person/
persons to work following the needs and wishes
of the principal. Fiscal decentralization has given
great authority to local governments. Therefore, the
powers, authorities, and responsibilities of district/
municipal governments become substantive.

The enormous authority in this era of fiscal decen-
tralization has led to the emergence of high levels
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of discretionary power and monopolizing pow-
er. Therefore, the activities carried out by agents
(local governments) cannot always be observed
by the community (the principal) so there is in-
formation asymmetry. In addition, seen from the
fraud triangle theory point of view, fiscal decen-
tralization allows local governments to have more
authority or autonomy in the decision-making
process related to regional finance, thereby creat-
ing more opportunities for corruption. When the
authority is becoming smaller, the opportunities
for corruption are also becoming fewer.

The results of this study are consistent with
several previous empirical studies, namely
Rahayuningtyas and Setaningrum (2017), Shon
and Cho (2020), Ulum et al. (2019), Maria et al.
(2021), Astuti and Adrison (2019), and Yanto and
Adrison (2020), who provide empirical evidence
that there is a positive relationship between fiscal
decentralization and corruption.

The results of PLS-SEM show that the weakness of
the internal control system has a positive effect on
the level of corruption. The worse the quality of
governance — which is proxied by the more weak-
nesses in the internal control system - the greater
the level of corruption in government organiza-
tions. This empirical evidence supports the fraud
triangle theory that internal control weaknesses
indicate weak monitoring and provide a greater
opportunity for fraud to occur. The existence of
authority and flexibility or freedom of local gov-
ernments in managing, administering, or regulat-
ing regional finances - given by the central gov-
ernment — must be followed by strong supervision
and control so that there are no deviations and ir-
regularities. Strengthening the control function is
carried out by implementing an internal control
system. However, in this study, when viewed in
terms of the descriptive statistics of the ICS var-
iable, there are 238 districts and municipalities
(52.65%) that have findings of ICS weaknesses
above the average of 10.3. This indicates that the
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district/municipality internal control system has
not been effective. This empirical evidence sup-
ports by Triwibowo (2019) who found that misuse
of governance causes the emergence of inconsist-
ency cases at local authorities that is can be viewed
as a corruption proxy.

The results of this study provide empirical evi-
dence that corruption in government organiza-
tions has a negative effect on the human develop-
ment index. The results of this study indicate that
corruption is a serious problem in government
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organizations because it lowers the HDI. The em-
pirical evidence provided by this study supports
Akcay’s (2006) argument that corruption can
lead to low standards of living, low levels of life
expectancy, and low levels of human capital ac-
cumulation, which in turn has an impact on low
levels of human development. The results of this
study also support the findings of Bechererair
and Tahtane (2017), Emara (2020), and Urbina
and Rodriguez (2021), who also provide empiri-
cal evidence that corruption has a negative effect
on human development.

CONCLUSION

The purpose of this study was to examine the effect of fiscal decentralization and quality of governance
on corruption in government organizations. In addition, this study also analyzes the effect of corrup-
tion on the level of human development. Based on the results of the study and the results of hypothesis
testing, it can be concluded that fiscal decentralization has a positive effect on the level of corruption.
This evidence confirms that the higher the regional authority to manage or regulate its finances, the
higher the possibility of corruption. Poor governance, indicated by the many weaknesses in internal
control as found by the Audit Agency, tends to lead to an increase in corruption. The results of this study
also show empirical evidence that corruption is a serious problem because it can cause a decrease in the
quality of human development. Since corruption has a negative impact on human development, fiscal
decentralization must be managed properly with strong internal controls.

This study has several limitations. Firstly, the scope of the analysis is only districts/municipalities on
the island of Java so it does not reflect the overall situation of districts/municipalities around Indonesia.
Secondly, the use of corruption measures is limited to corruption in terms of state financial losses and
the use of internal control system measures does not include the five elements. Therefore, some sug-
gestions can be offered for further research. It is necessary to add other factors that affect the level of
corruption in Indonesia by using all aspects of the fraud triangle; secondly, to expand the research be-
yond the scope of Java so that it covers all districts/municipalities in Indonesia; and thirdly, to develop
indicators for measuring the level of corruption, as well as developing indicators of the internal control
system by making each element as an indicator.
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