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Abstract

Financial deepening is a term used to measure the quality of improvement in
the provision of financial services. The focus of financial deepening in this research
using the credit ratio and the bank ratio. The discussion of this research is limited to
using data from 34 provinces in Indonesia during 2005-2021. This condition shows
that financial services, especially banking access through the ratio of the number of
banks and also the development of the credit ratio, have not been able to reduce
income inequality. The government needs to evaluate policies and improve the
quality of sustainable financial institutions services can reach all levels of society,
especially the lower middle people both in cities and in villages. It aims to achieve a
more even distribution of income so that income inequality can be reduced.
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INTRODUCTION

Economic growth and income distribution are the main indicators for every
country, especially developing countries. Rachmawati et al. (2018) revealed that
these two indicators have an important role but many developing countries face a
trade-off between growth and income distribution. This raises the problem of
increasing income inequality, especially in Indonesia. In addition to the economic
aspect, Benczur & Kvedaras (2021) argue the increase in income inequality is also
associated with technological differences in each region.

The Gini Ratio is commonly used as an indicator to measure income
inequality; a high Gini Ratio value implies an imperfect distribution of income. The
head-count ratio measure for the poverty index or Gini coefficient that is widely used
IS an aggregate indicator that describes the level of inequality (Ahlin & Jeong, 2021,
Luptacik & Nezinsky, 2020). Aiyar & Ebeke (2020) states that inequality can hinder
growth if low-income households have little opportunity to access -capital
accumulation and greater financial exclusion.

The influence between financial development and income inequality becomes
a concern to governments in various countries. Altunbas & Thornton (2020) argue
that, first, policymakers are concerned with the issue of whether there is a
sufficiently strong relationship between financial development and economic growth
as well as how higher rates of economic growth are distributed. Second, concerns
about income distribution, policymakers are interested in knowing how policies
affect economic growth and income distribution. Finally, policymakers study in what
contexts the financial sector can be used as an instrument to influence income
inequality.
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Financial deepening can be seen as one of the factors that influence income
inequality. Financial deepening is a term used to measure the quality of
improvements in the provision of financial services, although there are differences in
the measurement of the concept of financial deepening used in each country. The
focus of research conducted by Chu & Jiang (2021) is to test whether financial
deepening affects income inequality. The results of the study found that financial
deepening worsened income distribution in the early stages and began to reduce
income inequality after a certain period.

The big question is whether financial depth is effective in reducing poverty
and inequality, especially focusing on the dimensions of financial deepening. The
five dimensions of financial sector development are access, depth, efficiency,
stability and liberalization (Zhang & Naceur, 2019).

However, several discussions and findings related to financial deepening
have increased inequality. Jeong & Kim (2018) found that the impact of financial
deepening on inequality has a positive value but only has an effect in the short term
and Baiardi & Morana (2017) shows the impact of widening inequality due to
financial deepening in the short term. Sawyer (2018) the financial sector tends to
show a level of income inequality and inequality in the financial sector directly
impacts overall inequality.

Ridzuan et al. (2019) found empirical results that deepening financial
development increases income distribution which is supported by expanding
accessibility of financial products and the role of financial institutions in driving a
reduction in income inequality. Brei, Ferri, & Gambacorta et al (2023) confirm that
reduced income inequality is greater if a country has a high level of financial
openness and forms of increased access to finance. In another case between urban
and rural areas, Ran, Chen, & Li (2020) empirical results show that financial
deepening is significantly negatively related to urban-rural income inequality. In
addition, several studies have analyzed and identified the impact of financial
deepening on economic growth as carried out by Harisuddin & Hartono (2019),
Boamah et al. (2018), Alrabadi & Kharabsheh (2016).

This study aimed to examine the novelty and contribution of the impact of
financial deepening on income inequality in Indonesian provinces. Previous research
conducted Alshubiri (2021) examines the effect of financial deepening on income
inequality by using gross domestic product (GDP) and money supply proxies, but in
this study, the data used to measure financial deepening is using a ratio of credit
released by commercial banks located in a province to province’s GDP and the ratio
of the number of bank branches per million population of the province.

RESEARCH METHOD

The object of this study is the effect of financial deepening on income
inequality in Indonesia. The focus of financial deepening in this research uses the
credit ratio and bank ratio that refers to Trinugroho et al. (2015), Rachmawati et al.
(2018), Bolarinwa et al. (2021) and Afzal, Firdousi, & Mahmood (2023) with
variable modifications to adjust data at the provincial level. Credit ratio and bank
ratio are used as indicators of financial deepening because generally defined as the
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growth in the scale of financial transactions related to the real economy and to
measure the quality of improvement in the provision of financial services. Credit
ratio is a ratio of total credit released by commercial banks in each province
compared to the province’s GDP. Bank ratio is the ratio of the number of bank
branches per million population of the province because it is constrained by data at
the provincial level. These variables reflect the aspect of financial deepening which
is thought to be an important factor influencing income inequality in Indonesia. The
data in this study used secondary data obtained from Bank Indonesia and Statistics
Indonesia. The discussion of this research is limited to using data from 34 provinces
in Indonesia during 2005-2021.

The analytical method for this financial deepening research on income
inequality refers to research conducted by Selim & Bongur (2020); Shi, Paul, &
Paramati (2020); Sugiyanto & Yolanda (2020); Thornton & Di Tommaso (2020);
Bolarinwa et al. (2020) and Bolarinwa et al. (2021) with slight modifications to the
research variables. The research hypothesis is answered using a panel regression
analysis technique (pooling regression). The purpose of using panel data is to
produce a broader empirical analysis because panel data provides more information,
variety, and more degrees of freedom. Where the variables in this study include the
credit ratio, the ratio of the number of banks, HDI (Human Development Index), Ln
per capita income, LnPDRB, and the Gini ratio.

The model of financial deepening and income inequality for the 34 provinces
can be compiled as follows:

GRit = « +p, CRi + By BRy + B3 HDIj+B, LnPCly, + Bs LnPDRB + e

Explanation:

x = Constant

GR = Gini Ratio

B = Regression Coefficient
CR = Credit Ratio

BR = Bank Ratio

HDI = Human Development Index
LnPCI = Ln Per Capita Income
LnPDRB = Ln PDRB

i = 34 Provinces in Indonesia
t = 2005-2021

e = Error Term

RESULTS AND DISCUSSION
Results

This study uses panel data regression of 34 provinces in Indonesia. After the
Chow Test and Hausman Test were carried out, the best estimation results in this
study used the fixed effect model. The results obtained that several variables are
significant.
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Table 1 Fixed Effect Model Estimation Results

Variables — Gini Ratio — —
Coefficient Std. Error t statistic Probability

C -0.224429 0.062889 -3.568635 0.0004
Credit Ratio 0.011739 0.014678 0.799770 0.4242
Bank Ratio 0.005931 0.001040 5.702506 0.0000
Human 0.002960 0.000826 3.582868 0.0004
Development Index
Ln Per Capita 0.026497 0.003333 7.950536 0.0000
Income
Ln PDRB 0.000002 0.000007 2.975575 0.0031
R-Squared 0.542766
F-Stats 16.58678
Prob (F-Stats) 0.000000
Chow Test 0.0000
Hausman Test 0.0000

Sources: Author’s calculation (2022)

The coefficient of determination (R squared) in this study is 0.5427 with the
assumption that 54% of the independent variables are credit ratio, bank ratio, human
development index, Ln Per Capita Income, Ln GRDP and the remainder is
influenced by other variables not included in the study This. The model is examined
under the condition that it fulfills the assumptions used so that it can be seen whether
the regression model can correctly show a significant and representative relationship.
The purpose of the assumption test is to assess the validity and unbiased estimator
parameters used. The assumption test used in this study is the multicollinearity tes
and the heteroscedasticity test.

Table 2 Multicollinearity Test

. Human .
geqlt Bank Ratio Development Ln Per Capita Lnh PDRB
atio Index Income

Credit Ratio 1 0.11830 0.05019 0.04163 -0.03030
Bank Ratio 0.11830 1 0.41144 0.57650 0.05778
Human
Development 0.05019 0.41144 1 0.32753 -0.10484
Index
Ln Per Capita 0.04163 0.57650 0.32753 1 0.04699
Income
Ln PDRB -0.03030 0.05778 -0.10484 0.04699 1

Sources: Author’s calculation (2022)

The results of the multicollinearity test show that there is no high correlation
value between the independent variables which does not exceed 0.90, so it can be
concluded that there is no multicollinearity between the independent variables.
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Table 3 Heteroscedasticity Test

t-Statistic Prob.
Credit Ratio 0.968082 0.3335
Bank Ratio -0.316803 0.7515
Human Development Index -0.004490 0.9964
Ln Per Capita income -4.469945 0.2168
Ln PDRB -0.811581 0.4174

Source: Author’s calculation (2022)

Regression models that are considered good are residuals from one
observation to another that are constant or homoscedasticity or there is no
heteroscedasticity. Based on the information in the table, there was no
heterocedasticity in this study.

Discussion

The test results show that the bank ratio variable between the number of
banks and the population has a significant effect and has a positive relationship with
income inequality in the Indonesian province. If there is an increase in the number of
banks, it will cause more income inequality or further increase income inequality in
the Province of Indonesia.

This can be interpreted that the increase in the activities of banking
institutions spread across all provinces in Indonesia has not been able to solve the
problem of inequality. The presence of banking institutions actually increases the
widening or uneven distribution of income in Indonesia. This is due to the low access
to finance of middle to lower-income people, especially people in rural areas who
only rely on non-bank institutions such as cooperatives or people who have
enormous wealth. At present, the development of the financial sector can only be
utilized by the upper middle class, so inequality is still high, and this causes
inequality.

These results are in line with research conducted by Gabriella (2013) which
states that financial development in Indonesia has not been able to reduce income
inequality. Thus, it can be said that the insignificant effect of financial inclusion can
occur due to the lack of financial development benefits for low-income groups of
people which are strongly related to their low access to utilizing existing financial
products (Muslikhah & Utami, 2020).

The test results show that the HDI variable has a significant effect and has a
positive relationship with income inequality in the Indonesian province. Although the
development of HDI in various provinces continues to increase, the growth is not
proportional to the increase in productivity and has an effect on low-income levels.
This problem can occur due to differences in HDI in each region. The Human
Development Index factor in this study cannot be said to be successful because a
region or area is not able to increase economic growth and increase the standard of
living of the people evenly.

These results were also confirmed by Didia (2016) that there are indications
that areas that experience an increase in the HDI will further widen differences in
society and result in increasing inequality.
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Per capita income has a significant effect and has a positive relationship with
income inequality in the Province of Indonesia. If there is an increase in per capita
income, there will be more income inequality or an increase in income inequality in
the Province of Indonesia.

The results of this study also support Simon Kuznets' hypothesis that in the
short term, there is a positive correlation between per capita income growth and
income disparities. The relationship between the level of income inequality and the
level of income per capita is inverted U-shaped, which states that when per capita
income increases, there will be an increase in income inequality, then lasts for a
certain period and then decreases as per capita income improves, but in the long run
the results of this study does not support the Kusnetz hypothesis, this can happen
because the increase in per capita income in each region is not the same. If a region's
per capita income level increases, it is not certain that other regions will also
increase. The existence of a situation like this will exacerbate the condition of
development inequality.

These results are in line with research conducted by (Siami-Namini &
Hudson, 2019) that there is a significant influence and a positive correlation to
income inequality. However, it is different in the long term, as there is a sustainable
development process that enables people to think more modernly and want to meet
their every need, an increase in the value of income per capita will actually reduce
inequality in income distribution (Hartini, 2015; Marantika et al., 2018).

Kuznets also assumes that groups of people with high incomes will contribute
large amounts of capital and savings, while groups with low incomes only make very
small contributions. Therefore, such a situation will have an accumulative impact
which will result in widening the income gap in an area. Residents with high incomes
will be richer and residents with low incomes will be poorer (Dao, 2018).

The GRDP variable that reflects economic conditions has a significant effect
and has a positive relationship with Income Inequality in the Indonesian Province. If
there is an increase in GRDP, income inequality will increase or income inequality in
the Indonesian province will increase.

The role of economic growth during the observation period has not been able
to reduce the level of inequality, instead, it has widened the gap between the rich and
the poor. These results are in line with research conducted by Triastanto (2015).

Based on research conducted by (Febriani & Anis, 2021; Trimurti et al.,
2018) that economic growth cannot always have a good impact on income
distribution in society. Research by Huang et al., (2015) concluded that the
relationship between economic growth and income inequality can have both positive
and negative effects. This can happen because the level of economic growth and the
Gini ratio of each province in Indonesia are relatively different.

CONCLUSIONS

The results show that the various indicators that measure financial deepening
have an impact on increasing inequality during the observation period, even though
financial deepening developments that occur in all provinces are expected to reduce
inequality levels. Based on the results of the research and discussion, it can be
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concluded that bank ratio, Human Development Index, Ln Per Capita Income, Ln
GDRP have a positive and significant effect on inequality while the credit ratio has
no effect. This condition shows that financial services, especially banking access
through the ratio of the number of banks and also the development of the credit ratio,
have not been able to reduce income inequality. The government needs to evaluate
policies and improve the quality of sustainable financial institutions services can
reach all levels of society, especially the lower middle people both in cities and in
villages. It aims to achieve a more even distribution of income so that income
inequality can be reduced.
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