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Abstract

The purpose of this paper is to provide a model for poverty alleviation by looking at
maximizing the utility of social planners by adopting fiscal decentralization, minimum wages
and quality of government, which then combines three models that lead to the utility function
of social planners that see pro-poor regional and central government spending, absorption of
labor faced by a minimum wage, and achieving minimum growth in an accountable
government.
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PENDAHULUAN

Poverty is a major problem in many countries, especially in developing
countries, and the governments is trying to overcome it in various approaches, one of
which is implementing the concept of regional autonomy in its territory. This applies
in Indonesia, as Undang-Undang No. 23 Tahun 2014, which relates to handling
poverty which is the responsibility of the regions in the form of providing basic
services and unemployment.

The model built in this paper uses the model developed by Assamoi Yoi .G
(2007), which also uses the theoretical models of Kambur and Feroni (1991), Besley and
Coate (2003) and Faguet (2004). Kanbur and Feroni (1991) explicitly introduces a
poverty dimension with a basic needs approach in improving public spending but not
within a fiscal decentralization framework, while Besley and Coate (2003) and Faguet
(2004) analyze decentralization of the provision of public goods without introducing
poverty reduction, then writing This combines the Akai and Sakata (2002) model
developed by Hamid Paddu (2010) by including labor supply and geography
variables.

This model also looks at poverty as influenced by employment as a result of
setting a minimum wage, so this paper also adopts the Fields GS and Kanbur R (2004)
model which looks at the effect of the minimum wage on poverty.

SEIKO : Journal of Management & Business, 6(1), 2023 | 979


mailto:maharajab.dinul@unifa.ac.id
mailto:mahputrananto@gmail.com

A Theoretical Model Of Poverty Approach Within The Framework....

DOI: 10.37531/sejaman.v6i1.4165

Therefore this model assembles three models that lead to the utility function of
social planning which looks at pro-poor local and central government spending,
absorbs labor faced by a minimum wage, and achieves minimum growth in an
accountable government.

Poverty is also a measure of well-being, both ordinal and cardinal, Sen (1976).
Then Sen (1997), introduced a more complex concept of poverty, by taking a more
complex approach, namely Basic Capability in the definition of poverty. The concept
of poverty continues to evolve, starting from the utility approach to poverty being
defined as loss of income, food, shelter, employment opportunities, physical aspects,
and productive resources.

Sen (1997) states that if the approach uses the social welfare function, it is
helpful to measure inequality, or evaluate measures of relative inequality, then the
framework is expanded to include comparing one person to another. Sen then stated
that a person is said to be poor if his income is below the poverty line.

Mankiw (2003). said that:

“The goal of policy makers is to maximize the well-being of the individuals who
make up society. They don't care about the amount of capital and even the amount of
output, but only care about how much goods and services are consumed, so policy
makers choose the economy in the steady state with the highest level of consumption”.

One of the goals of the state in implementing fiscal decentralization is to
encourage economic growth, Hamid Paddu (2010), and as long as economic growth
can reduce inequality, poverty reduction can occur, Son HH and Kakwani N (2004) as
well as found by F Regina S, et al (2020), but appears to contradict Ananta AS S &
Doddy S (2021), in cases found in Indonesia.

The theory of fiscal decentralization finds the phenomenon that the
implementation of fiscal decentralization policies can lead to increased
macroeconomic instability in the regions. This happens when the institutional carrying
capacity that is structured to carry out the policy is inadequate Lockwood (2002), and
previously Oates (1997) stated that local governments will not provide public goods
efficiently, and it is difficult to compare the efficiency of the public goods provided by
the central government and local government, but different from the statement of Alice
Soares Guimaraes & Thoko Jean Chilenga (2018) that decentralization gave birth to
recentralization because there is a tendency for local governments to depend on
transfer funds from the center.

Golan A, et all (2001) found an increase in the minimum wage resulted in an
increase in the loss of welfare, in addition it was also found that the minimum wage
reduced equity for people with high and low education. Previously Brown (1999)
stated that the minimum wage would suppress income distribution, and resulted in a
debate whether absorption of labor would be faced with high labor costs, reduced
profits, and reduced labor or increased output prices, but Kashif M and D found it
different. O'Neill (2020) that an increase in the minimum wage increases consumption
expenditure and increases the standard of living of workers.

Poverty can be caused by a corrupt government, low law enforcement and
government accountability are ingredients for social conditions that create poverty.
Corrupt behavior has an indirect effect on poverty, because corruption will reduce the
government's ability to develop, especially poverty alleviation programs. Impaired
social and human conditions are a major source of poverty (Triesman; 2000a)
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METODOLOGI

As a first step, we can see two types of economy, k = (c,d), where c is a type of
centralized economy and d is a decentralized economy, and d contains (J) is local
government (LG) more than one j = (1, 2,...j) and have (m) poor and non-poor
households, which assumes that there is no individual mobility. This assumption is in
the context of developing countries, where mobility is a high cost both financially and
culturally

In contrast to the assumptions Hamid Paddu (2010) who adopted Akai and
Sakata (2002) model, by dividing local government into two, namely resource-rich
areas and resource-poor areas, this paper assumes that all regions have poor citizens.
without distinguishing an area rich in resources or not.

According to Kanbur R and Ferroni M (1991), that the family is characterized
by a standard of living (W), continuous and has two differentiable (C2) which are
defined as achieving basic needs (B) and not basic needs (I).

W = W(B,I) since WB>0, WBB <0 and WI>0, WII<0 1

RESULT & DISCUSSION

Basic needs (B) are a physical and psychological unit, and each individual
expects to obtain all of these basic needs or at least the minimum value of basic needs,
such as food, clean water, sanitation, basic education and health services. So the basic
needs approach is an indicator that can be accounted for to assess individual income
or spending.

If basic needs (B) are a function of services and public goods (g) that are pro-
poor, then

B=B(g) since Bg >0, Bgg<0 (2

and not basic needs (I), which are essentially the consumption of production
results Private investment, so not basic needs are a function of other goods (x)

I =1I(x)since Ix>0, Ixx<0 3)

Then each local government, (j) which is characterized by the need for
parameters (0j)> 0, namely the provision of information to combine pro-poor public
good (g*), and the production of private investment (x*) needed to get families out of
poverty. Thus combined (1) and (3), correct information regarding the standard of
living of each household, it is obtained:

W = W[6 B(g), I(¥)] (4)

therefore that an increase in basic needs (B) and productivity of private
investment (I) will increase living standards

If it is assumed that the local government has a balanced budget where all
revenues (local income and intergovernmental transfers) (T) are spent (E) then T=E,
and spending in this case is spending per capita, which is government spending that
favors to the poor (pro-poor) and allocated for the procurement of public goods and
services (g) as well as in addition to investment production (x). if the price of public
goods (g) produced by investment (x) is T (t > 0), thus to produce one unit of public
goods/services requires T units of investment production, so the budget constraint can
be written:

F= xk4 gk gk since k = {d = decentralization (5)

c = centered
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If equations (4) and (5) are combined, the objective function and government
budget constraints are obtained, which can be written:

. d = decentralization
Max W* = W[6*B(g"), I1(x* k=
ay_c [ (991D since { ¢ = centered
stE = x*+ tk gk

so that the equation for the decision maker is obtained

Max g* = W[0*B(g"), I(E — 7% g")] (7)

Social planners will maximize spending, on the basis of the standard of living
from the provision of public goods/services, as well as other goods produced by
investment. If there is a change in the standard of living as a result of a change in the
basic needs provided by the government through investment, then:

6)

— gk Ow9B _owol _j _
W 0 oB agk a1 ox © 0 (8)
k
- wm
Bg T ok wg (9)

Thus there will be a standard of living trade-off for the need for other goods, as
well as public goods spent through investment with a standard of living that uses basic
needs.

Another approach from the developed model is a growth approach that uses
fiscal decentralization to maximize the preferences of social planners, then equation
(7) will be combined with the model developed by Hamid Paddu (2010), using the
utility function which describes the preferences of social planners for growth with the
equation linear.

U=wg-E (10)

Where (®) is a growth companion parameter, which shows equity that the
greater the coefficient (w—w) is, the less concerned social planners are with equity.
Equation (10) has the same variable symbol as that developed by Assamoi, g is
replaced by yk as a growth variable, and E is replaced by 3 as an equalization
parameter that shows the share of regional fiscal spending towards the center, but in
this paper assumed that each region has a different portion. the same, so that 3 =0, so
that;

U=wyk (11)

To achieve minimum yk growth, the output must reach a value where each
individual's minimum needs (gkmin) (basic needs) are fulfilled.

Barro and Sala-i-Martin (1990) stated that Y=Ak(l-a) ga where g = G/n
(government spending/per capita). Minimum fiscal expenditure (gk) is achieved,
meaning that the minimum need for public goods/services is met, meanwhile growth
(vk) is influenced by central and regional fiscal policies.

If capital growth (kmin) is investment growth I(x), Romer (1986), and economic
growth is a function of labor in the form of human capital (L), Romer (1990). If central
output is Gc and regional output is Gj (j =1....n), and p is the ratio of each central and
regional output to total output.

Y =X "Tpy" (12)
U=wpyk(gk k, L) (13)
U=wpyk {W[6¥B(g"), I(E — t* g¥),] L] (14)
If the regional and central outputs are equal to the total output then p=1, so
U=w yk{W[6*B(g"),I(E — 1" g*),]1L] (15)
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The preferences of social planners will increase when efforts are made to do
equity and plan for minimum growth on the basis of living standards and
employment.

Institutional aspects are considered by social planners, where the quality of both
central and regional government in managing state finances is represented by the
parameter o, and has a value of 0 to 1 (0<o0<1), where 0 indicates that the government
has misused all state funds and 1 indicates that the regional and central governments
do not abuse state money at all and use it fully for development

U=ow yk[W[0*B(g"),I(E —1* g*),]L} (16)

The employment becomes a determining factor in the preferences of social
planners, so social planners will be faced with minimum wage policies. If L is
employment, and is a function of the minimum wage

L =DL =D(®) (17)

U = ow yk [W[6¥B(g"), I(E — 7% g¥), D (®)] (18)

The role of the government (central and local) towards development and
poverty reduction, is not only through (local) fiscal policies but also efforts to increase
income, or increase the purchasing power of poor workers through setting a minimum
wage. To adopt the minimum wage in relation to poverty, this paper uses the model
developed by Field GS and Kanbur R (2005), which is a model that departs from
welfare and is a function of unemployment, so that unemployment is another
connotation of poverty..

W = f (Unemploy) f'<0. (19)

W =g (Pov) g' <0, (20)

The approach taken is the poverty approach which measures the poverty line
(z) developed by Foster, Greer, and Thorbecke (1984)..

N

P =X [ @

Where a is a parameter that shows how much hatred is towards poverty, if a =
0, we will get the ratio of poor people, then the greater this parameter, the greater the
sensitivity of changes in income of the very poor to those who are not very poor.

If employment is a function of wages D(w) then D'(w)<0, assuming the
population is constant, and there is no incoming and outgoing labor, then there is no
interference in the market w* then D(w*) =1. If it is determined that there is a minimum
wage w’, workers are x so that D(w)=x, then unemployment is 1-x. workers will get
the minimum wage w "~ and those who don't work get nothing, assuming no social
security.

In some cases, the minimum wage depends on the poverty line (z), where the
minimum wage is always above the poverty line, then 0 < z < w”, thus all those who
work and earn a minimum wage can get out of poverty. Under conditions of high
minimum wages, the unemployed wage is zero, then

_ma

P,=(1-x) [(ZZO)] =1—-x (22)
When the minimum wage increases it will affect Pa, then

0Py _ _ OX _ o

aw  aw D'(w) >0 (23)

So any increase in the minimum wage that goes beyond the poverty line will
increase poverty.

In reality, the poor are not only unemployed but also people who work and earn
a minimum wage
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(z-w)]*

Pa=(1—x)+x[ - (24)
As previously stated that if a = 0. Then a ratio of poor people will be obtained,
and if everyone is below the poverty line, the ratio of poor people will be 100%.

o= (25)
In order for the tradeoff between poor workers and poor unemployed to be

passed, the parameter a > 1 is needed. When a =1, equation (24) can be changed to:

~\11

P,=(1—x)+x [(Z‘ZW) (26)
w=1@F-1) (27)
ow z

7 x (28)
Where x = D(W), then,

o OW

D(w) = P, z (29)
DW) = wp, z (30)

The demand for labor at the minimum wage will increase as the poverty line
increases, as long as changes in the minimum wage as a result of changes in poverty
are constant.

By substituting equation (18) with (30), we get

Max U = ow yk [W[0%B(g"),I(E —1* g*), wp, z]] (31)

CONCLUSION

Social planners will maximize growth, through fiscal spending based on living
standards and determining minimum wages based on poverty alleviation, while still
paying attention to the quality of government administrators (central and regional)
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