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Abstract: The financial performance of local governments is closely related to the economic growth of a region.
Strong financial performance provides a solid foundation for sustainable economic development. This study
analyses the relationship between local government financial performance, capital expenditure, and
sustainable economic growth in Banten Province. A quantitative approach was employed, using secondary
data from Regional Revenue and Expenditure Budgets and economic growth statistics. Purposive sampling
was utilised, and data analysis was conducted using Path Analysis. The findings reveal that several financial
ratio variables significantly impact economic growth directly and indirectly through capital expenditure as a
mediating variable. Directly, the independence ratio, effectiveness ratio, efficiency ratio, fiscal decentralisation
ratio, dependency ratio, and capital expenditure significantly influence economic growth. The independence
and effectiveness ratios have a positive impact, indicating that improvements in these variables directly foster
economic growth. However, the efficiency and fiscal decentralisation ratios have a negative impact, suggesting
that increases in these variables may reduce economic growth. Indirectly, through capital expenditure, the
independence, effectiveness, dependency, and compatibility ratios significantly affect economic growth, with
the independence ratio being the most dominant. Conversely, the fiscal decentralisation and efficiency ratios
do not show significant indirect effects, indicating that capital expenditure is not an effective mediator for these
variables.

Keywords: financial performance; capital expenditure; economic growth; local government; fiscal
policy

1. Introduction

Sustainable economic growth is the most important goal for governments. In this effort, the
performance of local governments plays an important role in shaping the economy's trajectory.
Regional autonomy gives regions authority to manage their affairs so that regional performance will
directly impact community welfare. [1]An autonomous region must have the financial capacity to
run the wheels of government; an independent region is characterised by reduced financial
dependence on the centre. [2]. In Banten province, Indonesia, as in many regions globally, the
interaction between local government financial performance and capital expenditure has significant
implications for sustainable development. Local government financial performance covers various
aspects, including revenue generation, expenditure efficiency and fiscal accountability. [3]. Effective
financial management ensures prudent resource allocation and fosters investor confidence and
economic stability. [4].

Capital expenditure, which consists of investments in infrastructure, public services, and
community development projects, serves as a foundation for economic growth, which impacts
productivity, employment, and social welfare. Money management is likely to increase the
community's income. [5].While having a positive impact on economic growth [6]. The growth of the
financial sector also has an impact not only on economic growth. [7]. Economic growth is also an
important part of sustainable economic sustainability. [8].
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This study seeks to explain local government financial management and capital expenditure
dynamics in promoting sustainable economic growth in Banten province, Indonesia. The main
objective is to analyse the relationship between local government financial performance, capital
expenditure, and sustainable economic growth in Banten province. By exploring this relationship,
this study aims to identify the key determinants and mechanisms through which local government
actions impact economic sustainability.

This research makes a novel contribution to the existing literature by focusing on the specific
context of Banten province in Indonesia, thus providing insights relevant to local policymakers and
stakeholders. By examining the nuances of local government financial management and capital
expenditure in this regional context, this study aims to offer customised recommendations to
improve sustainable economic development practices. The urgency of this study lies in the
imperative to address the pressing challenges of economic development, environmental degradation,
and social inequality in Banten province. As a region experiencing rapid urbanisation and
industrialisation, Banten faces critical resource allocation and infrastructure development decisions
requiring evidence-based policy interventions. This study aims to inform the policy-making process
and catalyse positive change towards a more prosperous and sustainable future for Banten province
and its residents by highlighting the relationship between local government finance, capital
expenditure, and sustainable economic growth.

2. Theoretical Analysis and Research Hypothesis

2.1. Financial Performance and Economic Growth

Local government financial performance is closely related to a region's economic growth. Strong
financial performance provides a solid foundation for sustainable economic development. Factors
such as the ratio of independence, effectiveness, efficiency, fiscal decentralisation, dependency, and
compatibility can be indicators of financial performance that affect economic growth. Financial
performance tends to evolve in anticipation of future economic growth. [9]. Finance plays an
important role and actively contributes to economic growth. [10]. Finance affects economic growth.
[11-13]Financial management can help local governments allocate resources efficiently, improve
infrastructure, and encourage investment and growth in key economic sectors. Good financial
development will also contribute to economic growth.[14].

H1. financial performance, as measured by the independence ratio, effectiveness ratio, efficiency
ratio, fiscal decentralisation ratio, dependency ratio and compatibility ratio, is expected to affect
economic growth significantly.

2.2. Relationship between Financial Performance and Capital Expenditure

Local government capital expenditure, which includes investments in physical infrastructure
such as roads, bridges, and other public facilities, is one of the main ways financial performance can
influence economic growth. Good financial performance can support the local government's ability
to allocate a budget for productive and effective capital expenditure. A high independence ratio, good
efficiency in the use of resources, and appropriate fiscal decentralisation can result in an increase in
capital expenditure, which has a positive impact on economic growth. Studies conducted [15,16] have
explored various factors that influence local government financial performance, including the impact
of capital expenditure. Research [15,16] shows a positive relationship between financial performance
and capital expenditure. Capital expenditure is an important factor in determining financial
performance. However, some studies present contrasting findings, suggesting a negative but
significant effect of financial performance on capital expenditure, suggesting a more complex
relationship between these variables. [17,18]. Performance affects capital expenditure, affecting
economic growth [19,20].
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H2. Financial performance, as measured by the independence ratio, effectiveness ratio, efficiency
ratio, fiscal decentralisation ratio, dependency ratio, and compatibility ratio, is expected to affect
capital expenditures significantly.

2.3. Impact of Capital Expenditure on Economic Growth

Capital expenditure has a significant impact on the economic growth of a region. Investments in
infrastructure and other fixed assets can increase labour productivity, lower production costs, and
improve the region's competitiveness. In addition, capital expenditure can also create new
employment opportunities, improve accessibility, and enhance the quality of life in the community.
Therefore, appropriate and efficient capital expenditure spending is crucial in promoting sustainable
economic growth. Several studies have highlighted the positive impact of capital expenditure on
economic growth in developing countries, finding a significant positive effect of government capital
expenditure on economic growth. [21,22]. The importance of central government capital expenditure
in driving economic progress [23]. Capital expenditure stimulates economic growth. [24]. Restructure
government spending to increase economic growth through increased capital expenditure. [25].

H3. Capital expenditure is expected to have a significant effect on economic growth.

2.4. Mediating Impact of Capital Expenditure

Capital expenditure can mediate local government financial performance and economic growth.
Local governments can transform budgets into productive investments through appropriate capital
expenditure, increasing economic growth. In mediation analysis, capital expenditure is an
intermediary between financial performance variables and economic growth, strengthening the
relationship and optimising their impact on overall community welfare. The path coefficient of
capital expenditure was found to have a positive value, indicating its mediating role. [26]. With this
theoretical basis, this study hypothesises that local government financial performance, measured
through various financial ratios, will positively influence capital expenditure, mediating the
relationship between financial performance and economic growth. Using the path analysis method,
this hypothesis will be tested using empirical data from various local governments in Indonesia.

H4. financial performance, as measured by the independence ratio, effectiveness ratio, efficiency
ratio, fiscal decentralisation ratio, dependency ratio and compatibility ratio, is expected to positively
and significantly affect economic growth through capital expenditure.

2.5. Conceptual Model

Figure 1 illustrates the conceptual model of financial performance measured by the
independence ratio, effectiveness ratio, efficiency ratio, fiscal decentralisation ratio, dependency
ratio, and compatibility ratio through the mediation of capital expenditure on economic growth.
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Figure 1. Conceptual Model.
3. Materials and Method

3.1. Sampling and Data Collection

The author uses a quantitative approach to examine the relationship between financial
performance, capital expenditure, and economic growth. The data used in this study are secondary
data consisting of Regional Revenue and Expenditure Budget data and economic growth data. The
sampling technique used is purposive sampling; the sample used is data from the Banten Provincial
Government of Indonesia, which consists of eight cities/districts consisting of Pandeglang Regency,
Lebak Regency, Tanggerang Regency, Serang Regency, Tanggerang City, Cilegon City, Serang City,
South Tanggerang City. The data includes data from 2018 to 2022. To measure regional financial
performance, several ratios are used as variables: the independence ratio, effectiveness ratio, fiscal
decentralisation ratio, dependency ratio, regional financial efficiency ratio, and compatibility ratio.

3.2. Data Analysis Technique

The data analysis used uses quantitative analysis using Path Analysis, previously calculated for
local government financial performance consisting of the independence ratio, effectiveness ratio,
regional financial efficiency ratio, fiscal decentralisation ratio, dependency ratio and compatibility
ratio, as well as capital expenditure and economic growth. The following is the formula for
calculating each variable:

e Calculate the ratio of regional financial independence based on the Regional Revenue and

Expenditure Budget.

Local Own Revenue (PAD)
Central + Provincial + Borrowing Transfers

independence ratio = x100% 1)

e  Calculating the Effectiveness Ratio.

. . Realization of Original Local Revenue (PAD
Ef fectiveness Ratio = . f ortg D) 100% (2)
Regional Original Revenue Budget (PAD)
e  Calculating the Efficiency Ratio.
.. . Total Realized Regional Expenditures
Efficiency Ratio = x 1009
ff Y Total Realized Regional Income % (3)
e  Calculates the Fiscal Decentralization Ratio.
. . s , __ Local Revenue (PAD) 0
Ratio of Fiscal Decentralization = w5rrrocarreveme X 100% 4)
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e  Calculating the Dependency Rate.

Local Revenue (PAD)

Ratio of Fiscal Decentralization = s arrocarreverie X< 100% ®)
e  Calculating the compatibility ratio.
Direct expenditure — direct expenditure realizationx 100% (6)

total expenditure

e  Calculating Capital Expenditure.

Realization of Capital Expenditures

. . . o
Capital Expenditure Ratio = Total Regional Expenditure x 100% (7)
e  (Calculating economic growth.
Economic Growth per Year = % x 100% (8)
t—-1

4. Results

This study utilises SPSS software to examine the relationship between local government
financial performance and economic growth through the mediating role of capital expenditure. The
path coefficient of Sub Structure 1 refers to the regression output of model 1 in Table 1.

Table 1. Model Regression Output 1.

Coefficients
Standardized
Unstandardized Coefficients  Coefficients

Model B Std. Error Beta t Sig.

1 (Constant) -698.553 111.948 -6.240 .000
Independence 131 .008 1.544 16472  .000
Effectiveness .095 .007 408 13.888 .000
Fiscal -.153 .020 -817  -7.597 .000
Decentralization
Dependency 157 017 660  9.218  .000
Efficiency -.019 .005 -358  -4.089 .000
Compatibility .035 .010 119 3.520 .001

a. Dependent Variable: Capital Expenditure.

The variable independence ratio (X1) = 0.000, effectiveness ratio (X2) = 0.000, efficiency ratio (X3)
= 0.000, fiscal decentralization ratio (X4) = 0.000, dependency ratio (X5) = 0.000, and compatibility
ratio (X6) = 0.001. These results conclude that the variable independence ratio, effectiveness ratio,
efficiency ratio, fiscal decentralisation ratio, dependency ratio, and compatibility ratio affect capital
expenditure. Furthermore, the measurement of the R Square value is in Table 2.

Table 2. Model Summary 1.

Adjusted R Std. Error of
Model R R Square Square the Estimate

1 .988a 975 971 87.003
a. Predictors: (Constant), Compatibility, Dependency, Fiscal Decentralization, Effectiveness, Efficiency,

Independence.

The R Square value of 0.975 means that the contribution of the influence of the independence
ratio, effectiveness ratio, efficiency ratio, fiscal decentralisation ratio, dependency ratio, and
compatibility ratio on capital expenditure is 97.5%. In comparison, the remaining 2.5% is another
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variable not included in the study. Meanwhile, the value of el can be found with the formula. el =
41 -0,975. =0,158.

Independence
Ratio

Effectiveness Ratio

Fiscal
Decentralization
Ratio

el=0,16
Capital
Expenditure

Dependency Ratio

Efficiency Ratio

Compatibility Ratio

Figure 2. Testing Results of Sub-Structure 1.

The figure above shows the direct effect of local government financial performance on capital
expenditure. The independence, effectiveness, dependency, and compatibility ratios positively
correlate with capital expenditure. In contrast, the efficiency ratio and fiscal decentralisation ratio
have a negative influence on it. Further path coefficients refer to the output of Table 2.

Table 3. Regression output of model 2.

Coefficients?
Standardized
Unstandardized Coefficients  Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) 1699.672 601.455 2.826  .008
Independence -.385 .088 -5.946 -4.385  .000
Effectiveness -.261 .065 -1.468 -4.004 .000
Fiscal 434 JA21 3.035 3572  .001
Decentralization
Dependency -.455 117 -2.510 -3.893  .000
Efficiency .068 .021 1.648 3222  .003
Compatibility -.067 .042 -299 -1.586  .123
Capital Expenditure 2.985 .633 3908 4712 .000

a. Dependent Variable: Economic Growth.

In the variable ratio of independence (X1) = 0.000, the ratio of effectiveness (X2) = 0.000, the ratio
of fiscal decentralisation (X4) = 0.001, the ratio of dependence (X5) = 0.000, the ratio of efficiency (X3)
=0.003, the ratio of compatibility (X6) =0.123, and capital expenditure (Z) =0.000. The results conclude
that the variables of the independence ratio, effectiveness ratio, efficiency ratio, fiscal decentralisation
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ratio, dependency ratio and capital expenditure affect economic growth. At the same time, the
compatibility ratio does not affect economic growth.

The R Square value in Table 4 of 0.456 indicates that the variables studied, namely the
independence ratio, effectiveness ratio, efficiency ratio, fiscal decentralisation ratio, dependency
ratio, compatibility ratio, and capital expenditure, contribute 45.6% to economic growth. This means
that more than half, 54.4%, is influenced by other variables not included in this study. This indicates
that other factors may be equally important in influencing economic growth, such as the quality of
human resources, the level of private investment, and broader national economic policies. Therefore,
further research needs to consider these additional variables to get a more comprehensive picture of
the determinants of economic growth. The e2 value calculated as e2 = /1 — 0,456, also indicates
considerable variability that this model cannot explain, emphasizing the importance of a more in-
depth and holistic analysis in examining the factors that influence regional economic growth.

Table 4. Model Summary 2.

Adjusted R Std. Error of
Model R R Square Square the Estimate
1 6752 456 337 316.593

a. Predictors: (Constant), Capital Expenditure, Fiscal Decentralization, Equity, Effectiveness, Dependency,

Efficiency, Independence.

Independence
Ratio

Effectiveness Ratio

Fiscal
Decentralization
Ratio

e2=0,74

EconomicGrowth

Dependency Ratio

Efficiency Ratio

Compatibility Ratio

Figure 3. Path Analysis.

From the picture above, the results of the path analysis made in Table 5 can be seen.

Table 5. Indirect Influence Results.

Variable Relationship Values Description
Independence ratio through 6,034 This value is greater than
capital  expenditure to the direct  influence,
economic growth meaning that the influence

of the ratio of independence
through capital
expenditure affects

economic growth.
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The ratio of effectiveness 1,595 This value is greater than
through capital expenditure the direct  influence,
to economic growth meaning that the effect of
the effectiveness  ratio
through capital
expenditure affects
economic growth.
The ratio of fiscal -3,192 This value is less than the
decentralisation  through direct influence, meaning
capital  expenditure to that the effect of the ratio of
economic growth fiscal decentralisation
through capital

expenditure does not affect
economic growth.

The ratio of dependence 2,579 This value is greater than
through capital expenditure the direct  influence,
to economic growth meaning the dependency

ratio influences economic
growth through capital

expenditure.
The ratio of efficiency -1,3990 This value is less than the
through capital expenditure direct influence, meaning
to economic growth that the efficiency ratio's
effect on capital

expenditure does not affect
economic growth.

Compeatibility ratio through 0,465 This value is greater than
capital  expenditure to the direct  influence,
economic growth meaning the compatibility
ratio  through  capital
expenditure affects

economic growth.

The results of this study show that the influence of financial ratio variables on economic growth
through capital expenditure varies. The path coefficient value for the independence ratio of 6.034 is
greater than the direct influence, which means that the ratio of independence through capital
expenditure significantly influences economic growth. Similarly, the effectiveness ratio with a value
of 1.595 and the dependency ratio with a value of 2.579 shows a more significant influence than the
direct influence, indicating that these two variables through capital expenditure also positively affect
economic growth.

In contrast, the fiscal decentralisation and efficiency ratios show path coefficient values of -3.192
and -1.3990, respectively, smaller than their direct influence. This indicates that these two variables,
through capital expenditure, do not significantly affect economic growth. Although the fiscal
decentralisation ratio has a negative value, it shows that an increase in this ratio can hinder economic
growth if done through capital expenditure. Similarly, the efficiency ratio shows similar results.

Meanwhile, the compatibility ratio with a value of 0.465 shows a more significant influence than
the direct influence, indicating that the compatibility ratio through capital expenditure positively
affects economic growth. These results emphasise the importance of managing capital expenditure
well to ensure that these financial variables can significantly contribute to economic growth. Overall,
the study shows that some financial variables have a more significant impact when mediated by
capital expenditure, while some do not.
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Overall, regional financial management supports sustainable economic growth. [27]Applying
sound and efficient financial management principles ensures that resources are used optimally to
maximize economic growth and people's well-being. Financial performance positively affects capital
expenditure and economic growth. [27]. Implementation of appropriate regional financial
management policies can increase sustainable economic growth. [28].

5. Discussion

This study aims to analyse the effect of local governments' variable financial ratios on capital
expenditure and economic growth. Implementing regional financial management policies is
important in enhancing sustainable economic growth through improved financial performance and
capital expenditure. [29]. The analysis results show that all variables studied, namely the
independence ratio, effectiveness ratio, efficiency ratio, fiscal decentralisation ratio, dependency
ratio, and compatibility ratio, significantly influence capital expenditure. Financial performance
affects economic growth through capital expenditure allocation. [30,31]. In addition, the importance
of transparent and accountable financial management in promoting public scrutiny and trust is also
a crucial factor. [32].

The path coefficient indicates that some variables have a more significant influence than others
on economic growth through capital expenditure. A positive path coefficient suggests that the
variable positively impacts economic growth through capital expenditure, while a negative value
indicates a negative impact. Training programs for expenditure treasurers improve regional financial
management skills and governance. [33].

The independence, effectiveness, dependency, and compatibility ratio variables significantly
influence capital expenditure. This indicates that increasing these variables will encourage local
governments to increase capital expenditure. On the other hand, the efficiency ratio and fiscal
decentralisation ratio variables negatively influence capital expenditure. This suggests that
increasing these variables will reduce local governments' capital expenditure. Implementing financial
management principles, such as efficiency, transparency, and responsibility, is essential for regional
autonomy and the welfare of the people. [34].

In addition, the results of path analysis show that the influence of the independence ratio,
effectiveness ratio, dependency ratio, and compatibility ratio variables through capital expenditure
on economic growth is greater than the direct influence of these variables. This indicates the
importance of capital expenditure in promoting economic growth and policy implications to
encourage an increase in effective capital expenditure by local governments. Financial performance
and capital expenditure play an important role in economic growth. [35].

Overall, the implementation of regional financial management policies supports the
sustainability of economic growth. [27]. Implementing a mechanism for managing financial potential
in local development is key to achieving this goal. [36]The government plays an important role in
development and the economy, ultimately improving society's welfare. [37]. Regional financial
efficiency varies from inefficient to highly efficient. [38], which impacts on how financial policies can
promote sustainable regional economic growth [28].

6. Conclusions

This study examines the relationship between local government financial performance and
economic growth through the mediating role of capital expenditure. This study tests the proposed
model using multivariate analysis and provides empirical support for the hypothesised relationship.
This study reveals that several financial ratio variables significantly influence economic growth
directly and indirectly through capital expenditure as a mediating variable. The independence ratio,
effectiveness ratio, efficiency ratio, fiscal decentralisation ratio, dependency ratio, and capital
expenditure influence economic growth directly. The independence and effectiveness ratios have a
significant positive effect, indicating that increasing these variables can boost economic growth.
However, the efficiency and fiscal decentralisation ratios have a negative effect, meaning an increase
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in these variables can reduce economic growth. On the other hand, the compatibility ratio does not
show a significant direct impact on economic growth.

Indirectly, through capital expenditure as the mediating variable, the independence,
effectiveness, dependency, and compatibility ratios significantly influence economic growth. The
independence ratio has the most dominant indirect effect with a coefficient value greater than its
direct effect, followed by the dependency and effectiveness ratios. In contrast, the fiscal
decentralisation and efficiency ratios do not show significant indirect effects and even have smaller
negative values than their direct effects, suggesting that capital expenditure cannot effectively
mediate the effects of these variables. Overall, the results of this study indicate that capital
expenditure can be a good mediator for variables that have a positive impact, such as independence,
effectiveness, and dependency ratios. Still, it is ineffective for variables with a negative or
insignificant effect.

The findings confirm the relationship between (1) independence ratio and capital expenditure,
(2) effectiveness ratio and capital expenditure, (3) dependency ratio and capital expenditure, (4)
equity ratio and capital expenditure, as well as the negative influence of (5) efficiency ratio and capital
expenditure; and (6) fiscal decentralisation ratio and capital expenditure. In addition, the findings
show that capital expenditure significantly influences economic growth. This study also confirms the
mediating role of capital expenditure between local government financial ratios and economic
growth. Finally, this study presents many theoretical and practical implications worth noting.

6.1. Practical Implications of Research

The practical implications of this research extend to various sectors, significantly improving the
effectiveness of local financial management and capital expenditures to support economic growth.
This study shows that increasing self-reliance, effectiveness, dependency, and compatibility ratios
can significantly increase capital expenditures, which drives economic growth. Therefore, local
governments need to focus on improving fiscal independence through policies that encourage an
increase in local own-source revenue (PAD).

For policymakers, these findings underscore the need to create an enabling environment to
promote efficiency and transparency in local financial management. Efforts could be directed at
strengthening managerial and technical capacity at the regional level, including training programs to
improve financial literacy and budget management. In addition, fiscal decentralisation policies
should be designed so that they do not reduce the ability of regions to make productive investments
in capital expenditures.

This study highlights the importance of active participation in the oversight and accountability
of local financial management for entrepreneurs and communities. Public involvement in planning
and budgeting can increase local government transparency and trust. In addition, the results show
that effective capital expenditure can open up investment opportunities and job creation, promoting
sustainable regional economic growth.

The research also points to the need for collaboration between government, the private sector
and educational institutions to create an ecosystem that supports good financial management and
effective capital spending. For example, public-private partnerships can be initiated to fund critical
infrastructure projects, while educational institutions can develop curricula that integrate elements
of financial literacy and public management. By acting on these practical implications, stakeholders
can collectively work towards more inclusive and sustainable economic growth.

6.2. Limitations and Future Research

This study has several limitations that need to be considered. First, this study only includes a
few financial ratio variables that affect capital expenditure and economic growth. Many other
variables may have an effect, such as the quality of human resources, the level of private investment,
national economic policy, and other external factors that should have been included in this study.
Therefore, future research needs to consider these additional variables to provide a more
comprehensive picture of the determinants of economic growth. Secondly, this study uses data
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limited to a certain period and region. The results may only be generalisable to some regions or
different periods. Future research needs to expand the data coverage both temporally and
geographically to ensure the study's results can be applied more broadly. Third, this study used a
quantitative approach with regression analysis, which, although providing significant results, may
not fully illustrate the complexity of the relationship between the variables studied. Future research
could use a qualitative approach or mixed methods to understand better the mechanisms and
processes behind the influence of financial ratio variables on capital expenditure and economic
growth.

Fourth, this study is also limited regarding the analytical methods used. SPSS is a powerful tool,
but other analytical tools and techniques can provide additional insights, such as structural path
analysis (SEM), panel data analysis, or machine learning techniques. Future research could use these
methods to test more complex hypotheses and provide more accurate results. In addition, this study
also did not consider the contextual influence of national and global economic policies that may
impact regional financial performance. Factors such as changes in fiscal policy, macroeconomic
conditions, and political dynamics may affect the effectiveness of local financial management and
capital expenditure. Future research needs to include these variables to get a more comprehensive
picture of the factors influencing economic growth.

This study contributes significantly to understanding the influence of local government financial
ratio variables on capital expenditures and economic growth. Policymakers can use the resulting
practical implications to design more effective strategies for improving regional economic growth.
However, further research with broader coverage and more diverse methods is still needed to gain a
more comprehensive and in-depth understanding of the factors that influence economic growth.
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