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Summary

How fiscal decentralisation (FD) affects the selection of local lead-
ers remains largely unexplored. We utilise Indonesia’s important 
fiscal decentralisation to local communities in 2001 to study such 
issues. Using the 1997 and 2007 Indonesian Family Life Survey (IFLS) 
data, we observed communities practising majority voting (elec-
toral democracy), consensus-building (participatory democracy) and 
also oligarchy (leaders selected by the local elite). The incidence of 
democracy (voting and consensus-building taken together) did not 
increase significantly after FD. Leader selection by consensus-building 
declined while that by voting increased. We show that community 
homogeneity has been an important driver of leader selection by con-
sensus-building. However, after decentralisation, ethnically diverse 
communities increasingly opted for choosing leaders by voting. Fur-
thermore, voting (relative to consensus-building) communities regis-
tered higher income and development spending after FD, suggesting 
the salience of local political entrepreneurship. In a fiscally decentral-
ised environment, enterprising local political leaders can facilitate 
the aligning of economic interests in ethnically diverse communities, 
especially if ambient economic inequality is low.
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Fiscal decentralisation involves the devolution of power to local authorities 
in terms of either or both of the following: (i) raising local revenue (through 
local taxes and so on) and (ii) making decisions regarding the spending of 
revenue at the local levels. In principle, this process can be quite distinct from 
political decentralisation, which involves the transfer of political power to 
local levels of government, sometimes resulting in the creation of local tiers 
of government. On its own, fiscal decentralisation (hereafter FD) leaves local 
governance unchanged – specifically, the rules regarding the election or selec-
tion of local leaders are not directly affected by the FD process. So, while it is 
quite natural to expect a different pattern of budgetary allocations and spend-
ing at the local level following FD, any potential changes in the dynamics of 
local polities are less obvious. However, this does not preclude the possibility 
that FD has an indirect effect on the dynamics of local governance structures. 
In fact, Bardhan and Mookherjee (2006) argued that these two processes are 
usually enmeshed:

Many developing countries have thus begun to experiment with 
initiatives to increase accountability of service providers by provid-
ing greater control rights to citizen groups. These include decen-
tralisation of service delivery to local governments, community 
participation, direct transfers to households and contracting out 
delivery to private providers and NGOs. The programmes include a 
wide range of infrastructure services (water, sanitation, electricity, 
telecommunications, roads) and social services (education, health 
and welfare programmes).

We explore the broad issue of the link between FD and the dynamics of local 
polities with a view to identifying their key drivers. We highlight the potential 
implications of fiscal devolution on the change in local leadership regimes 
and suggest how specific socio-economic factors may be relevant to explain-
ing the flux in local leadership selection following expenditure shifts. To the 
best of our knowledge, this is a vastly under-researched area. While there is a 
rich literature on FD, there has been little or no work on examining its rami-
fications for the organisation of local governance.

Our empirical investigation is motivated by the experience of Indonesia, 
a large emerging economy. The country undertook a comprehensive pro-
gramme of FD at the turn of the millennium, which roughly coincided with 
the end of President Suharto’s rule. Indonesia is also diverse along many 
socio-economic markers and forms of local governance, thus making it a very 
apt candidate for the issues we seek to explore. The remainder of this chapter 
is organised as follows. We begin by describing how FD was implemented 
within Indonesia, and how this change combined with the different ways in 
which communities selected their local leaders. Section 7.2 gives a brief crit-
ical review of related literature and sets out our hypotheses. The third section 
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covers our data and empirical analysis approaches, and Section 7.4 presents 
our empirical findings.

7.1 Fiscal decentralisation in Indonesia
FD in post-Suharto Indonesia has its roots in Law 22/99 and Law 25/99, 
enacted in January 2001. The change involved was largely an exogenous event 
for the communities under consideration. It gave local communities more 
autonomy in raising local revenues, while enforcing strict budgetary cuts on 
the central government leadership to supply development grants to these 
communities. It also granted administrative authority to local governments 
to hire staff and conduct local government affairs with minimum interven-
tion from the central government. Local community governments were made 
responsible to the district (instead of the central) government, and the district 
provided the bulk of their funds after FD.

It is fair to claim that the centre of power moved from the central  
government in Jakarta to the 357 districts (kabupatens), located in the dis-
trict headquarters after FD. This institutional set-up allows us to study 
the impact of exogenously given FD on transition of local polities within 
 districts. Using the Indonesian Family Life Survey (IFLS) data, we consider 
these 312 local communities drawn from 13 provinces (representing 83 per 
cent of Indonesian population) in 1997 and 2007, two years separated by the 
 introduction of Law 22/99 and Law 25/99 in 2001, which were largely exog-
enous for the communities under consideration. The communities represent 
the lowest level of administrative structure in Indonesia within a district 
that still have an  independent political identity. They can be rural villages 
(desas) or urban townships (kelurahans). The IFLS data allow us to categorise 
local polities as ‘democratic’ if the community leader is elected by voting or 
 consensus-building among all citizens, and ‘non-democratic’ (or oligarchic) 
if the leader is ‘chosen’ by a few citizens including the local elite, local institu-
tions, and/or outside influence.

Our method of characterising local political transition focuses on changes 
to the method of leader selection in a given community (within a district 
that governed them) after FD. In particular, our analysis lets us distinguish 
between electoral (majority voting) and participatory (Musyawarah-Mufakat)  
democracies prevalent in Indonesia. The latter is a form of Indonesian cus-
tomary decision-making based on deliberation and consensus-building,  
which has regularly been recognised in village gatherings. The term  
Musyawarah-Mufakat (together with the terms koperasi and gotong royong) 
has to do with the obligations of the individual toward the community, the 
compatibility of power, and the relation of state authority to traditional social 
and political systems.

The method of leader selection is important in terms of policy implemen-
tation at the local level and the provision of local public goods, especially in a 
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fiscally decentralised setting. Whether the leader of a community reflects the 
preferences of the entire populace or is only sensitive to the needs of a select 
few (‘the local elite’) is likely to determine the pattern of local public spending 
and thereby social welfare in the community. In fact, the greater the control 
over the local ‘purse strings’ (courtesy of FD), the more crucial the role of the 
local leadership’s preferences become, underlying the need for a fuller under-
standing of how community leaders are selected. With the introduction of 
the ‘1979 village law’, village affairs were brought under the supervision and 
close control of higher authorities. Since 1979, the heads of villages classified 
as ‘desa’ have been elected in village-level elections held every eight years, 
while the heads of ‘kelurahan’ villages (urban/city) were appointed by upper 
levels of administration. Hence, Indonesia has been a culturally and politi-
cally decentralised nation even though local leader selections may have been 
controlled by the central regime under Suharto. While one may debate the de 
facto politically decentralised status under Suharto’s regime, the nation was 
unambiguously within the tight grips of central fiscal control until 2001.

The FD changes led to a dramatic shift in the sources of revenues for vil-
lage governments, also shown in Table 7.1. Data from the village governance 
module in the IFLS shows a substantial increase in the share of revenues that 
came from the district-level government and a corresponding decline in the 
share of revenues from the central government, between 1997 and 2007. In 
1997, on average, nearly a third of the revenue came from direct grants made 
by the central government in Jakarta. By 2007, the central government’s aver-
age contribution in village budgets had drastically fallen to under 7 per cent. 
By contrast, the average contribution from the district-level government to 
communities had risen from just 9 to 41 per cent between 1997 and 2007. The 
share of total revenues generated within the village itself remained roughly 
unchanged between 1997 and 2007.

Electoral versus participatory democracies in Indonesia

Consensus-building or participatory democracy has its root in Musyawarah- 
Mufakat, which is a form of Indonesian native culture of  consensus-building. 
It has been adopted as one of the foundational philosophical theories of the 
Indonesian state (Pancasila) and become a method of decision-making in 
the wider Indonesian government. Musyawarah-Mufakat is borrowed from 
Islamic learning, which prioritises a peaceful approach (Sulh) in settling a 
conflict. During Sukarno’s time of ‘guided democracy’, the 1945 Consti-
tution included approval of Mufakat (unanimous consent) as the basis for 
decision-making for the legislature. This was promoted for upholding the 
Indonesian identity and as a rejection of the Western majority voting rule, 
which was seen as driving the parties to battle for their own narrow inter-
ests at the cost of the national interests. The establishment of Musyawarah 
is an  implementation of the gotong royong (that is, mutual cooperation or 
 assistance) philosophy prevalent in most Indonesian village communities. 
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Under the Suharto  government, although village heads were elected by villag-
ers, they were generally perceived to be part of the government’s state appa-
ratus, and, because they controlled the entire village government, that was in 
turn perceived to be part of the central state apparatus (Hidayat and Antlov 
2004). As such, the role of Musyawarah-Mufakat might have been limited. 
The fall of the Suharto government in 1998 marked the introduction of the 
Reformation Era as democratisation and decentralisation laws were launched. 
This period bore witness to (i) the provincial and district governments using 
their new authority to adopt local laws on a range of ethical and spiritual 
issues, and (ii) a reawakening of customary law, based on the implementation 
of Musyawarah-Mufakat.

Source: Authors’ calculation using the IFLS data sample.
Note: The table summarises the average revenue and spending details (both total and  
as shares of the total) of the sample communities before (1997) and after (2007) FD.  
All nominal variables are measured at 2010 price level. Std Dev = standard deviation.
Total community spending includes spending on new investment (social and physical 
infrastructure), maintenance of existing infrastructure and also that on paying staff 
salaries and transfers.
Total community revenue is generated from grants from central, provincial and district 
governments and also funds raised from local communities. The remaining balance  
is accounted for by various governmental transfers under different development  
programmes.

Table 7.1: Fiscal decentralisation and changes in community revenues 
and spending

Variables 1997 Mean (StdDev) 2007 Mean (StdDev)
Total spending (’000 Rp) [3] on
social infrastructure 164 (318) 1,057.2 (2633)
physical infrastructure 75.1 (135) 1,540 (2659)
Share of spending (%) on
social infrastructure 10.8 (11.5) 12.8 (19.6)
physical infrastructure 6.58  (8.4) 49.9 (36.9)
Total revenue (’000 Rp) [3] from
central government 67.3 (164) 146.6 (528)
provincial government 135.2 (376) 673.8 (2086)
district government 2,214 (63.4) 523.3 (898.4)
local income 235.5 (726) 2,393.7 (10,0961)
Share of revenues (%) coming from
central government 32.9 (31.2) 6.6 (17.5)
provincial government 14.4 (29.2) 13.5 (26.8)
district government 9.1 (18.8) 40.7 (34.8)
local income 37.9 (37.8) 39.3 (32.6)
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The 1997 and 2007 rounds of the IFLS survey asked community leaders 
about how a leader was selected in their area, which we use to classify these 
communities. Answers to this question were coded as: A voting, B all residents, 
C local elites, D local institutions, and E others. Because it is not clear how the 
‘others’ (code E) selected their local leaders, we excluded these  communities 
from our analysis. We classified the remaining local polities as follows: ‘dem-
ocratic’ if a leader is selected by free and fair elections, with voters being all 
community members (codes A and B), and ‘oligarchic’ if a leader is selected 
by community elites (codes C and D), who then remain uncontested. Further, 
we subdivide democratic communities into two categories: ‘electoral’ when 
the leader is elected by majority voting (code A) and ‘participatory’ when the 
leader is selected by consensus-building (code B).

Table 7.2 shows that, in 1997, 36 per cent of sample communities prac-
tised majority voting and 29 per cent consensus-building; the remaining 35 
per cent of communities were oligarchic. In 2007, the share of communities 
adhering to democracy (voting plus consensus-building taken together) 
changed only very slightly, from 65 to nearly 68 per cent, which in turn means 
that the incidence of oligarchy stayed at a third of the sample communities. 
However, the percentage of communities opting for voting went up to 57 per 
cent, and those choosing consensus-building fell below 11 per cent. In gen-
eral, a higher proportion of rural communities adhered to democracy while a 
higher proportion of urban communities adhered to oligarchy in both years. 

Source: Authors’ calculation using the IFLS data sample.
Notes: The original sample of communities totalled 317, but five cases where the mode 
of leadership selection could not be determined in both 1997 and 2007 were left out of 
the sample, leaving N = 312.
The table summarises the methods of selection of community leaders in rural and urban 
communities in 1997 and 2007 in our sample. We classify communities into three types: 
‘consensus-building’ among community members, ‘voting’ and ‘oligarchies’ where the 
leader is elected by the local elite (religious or legal leaders) or government officials.  
‘Consensus’ = 1 if the community leader is selected by consensus-building through 
meetings; ‘Voting’ = 1 if the community leader is elected by voting; ‘Oligarchy’ = 1 if the 
community leader is selected by few elites. Each cell represents the percentage (%) of 
communities as a share of the column total.

Table 7.2: The proportion (%) of communities using different methods  
to select community leaders

Method of 
selection

1997 2007
Rural Urban Total Rural Urban Total

Voting 53.3 26.0 36.5 83.3 40.6 57.1
Consensus 31.7 27.6 29.2 12.5 9.4 10.6
Oligarchy 15.0 46.4 34.3 4.2 50.0 32.4
Total 100% 100% 100% 100% 100% 100.1%
N of cases 120 192 312 120 192 312
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In part, this was the result of Village Law 1979, which retained the power of 
the government to select leaders for urban communities. Incidence of oligar-
chy was more prevalent in urban communities, which further increased after 
FD. About 71 per cent of sample communities tend to be politically stable. 
Only 91 of 312 total sample communities (that is, about 29 per cent of the 
total) saw a change in the local polity.

Nearly two-thirds of the communities did not change local polity after FD 
and were ‘stable’ voting (30 per cent), or ‘stable’ consensus-building (14 per 
cent) or ‘stable’ oligarchies (19 per cent). Moreover, there were 107 commu-
nities in 1997 that were oligarchic and the number only slightly dipped to 
102 in 2007 – so there was no drastic trend towards democratisation on the 
heels of FD. Table 7.2 shows that about 16 per cent of participatory democra-
cies (that is, consensus-building) and 12 per cent of oligarchies had opted for 
majority voting after FD. There were also some instances of new oligarchies 
being created: somewhat under one in 20 voting communities and one in  
11 consensus-building communities turned oligarchic in 2007.

The IFLS data also provided information on the process of decision- 
making used within the sample communities. As with leader selection, this 
could be classified into voting decisions, consensus-building, and oligarchies 
 (determined by local elites and local institutions) in both 1997 and 2007. 
Overall, two-thirds of the communities practised consensus-building for deci-
sion-making in 1997 and 2007. The elites dominated the decision-making pro-
cess in about 29 per cent of communities. So, the use of voting remained neg-
ligible for decision-making in both years. The picture does not change much 
even when we consider the communities where the leader was elected through 
voting. In other words, any change in outcomes at the  community-level would 
essentially arise from the change in the process of leader  selection rather than 
that of decision-making per se. Whether the leader of a community reflects 
the preferences of the entire populace or is sensitive only to the needs of a 
select few would determine the pattern of local public spending/development 
and thereby shape social welfare in the community.

Democratic processes and ethnic diversity

Electoral democracies rely on obtaining majoritarian support and thus 
minorities tend to get overlooked. Given this issue with electoral democracy, 
some scholars (for example, Mansuri and Rao 2013; Sanyal and Rao 2018) 
have advocated direct and participatory democracy to enable the forming of 
a consensus. However, the success of such schemes relies (too) heavily on the 
presence of community homogeneity. This is because discourse tends to be 
similar among communities characterised by similarities in language, culture, 
and institutions. If this is indeed the case, good governance via participatory 
democracy would tend to be elusive in ethnically diverse societies.

And, to look ahead a little to our analysis results (Section 7.4), we do indeed 
find a robust and consistent association between the extent of ethnic diversity 
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at the community level and the changes to the method of leader selection in 
the wake of fiscal decentralisation. Ethnically diverse (homogeneous) com-
munities were more likely to choose electoral (participatory) democracy after 
FD. Moreover, the emergence of new electoral democracies is significantly 
higher in the ethnically diverse rural (relative to urban) communities. In 
sum, ethnically diverse communities tend to opt for ‘voting’ rather than ‘con-
sensus-building’ as the method for leader selection, and this phenomenon is 
accentuated in rural areas. Our finding here suggests that ethnically diverse 
communities recognise the futility of consensus-building (given the inherent 
differences) and opt for the ballot.

To explore this matter in more depth, Indonesia offers an ideal ‘laboratory’. 
It is one of the most ethnically diverse countries in the world and consists 
of 1,300 ethnic groups, with at least 95 per cent native to the archipelago. 
The six largest ethnic groups make up more than two-thirds of the coun-
try’s total population: they are the Javanese, Sundanese (western Java), Batak 
(north Sumatra), Sulawesi, Madurese (predominantly Muslims), and Betawi 
(native Jakartan). Minority groups who were originally migrants (such as the 
Chinese, Arab, and Indian populations) make up the remaining 5 per cent. 
Additionally, our analysis shows that, after FD, communities, especially more 
ethnically diverse ones that chose electoral democracies, had greater ability 
to raise local incomes (both from self-reliant efforts and total income) and 
development spending (both total and as share of total community spending).

So, what may be the possible channels through which FD influences the 
observed dynamics in local polity? The core idea is the following: FD offers 
greater local autonomy and thus increases the perceived ‘rents’ (psychologi-
cal, pecuniary, and so on) from holding office at local levels of government. 
Hence, the identity of the local leader assumes extra importance. In ethni-
cally homogeneous communities, consensus-building continues to hold sway. 
In ethnically diverse communities, however, the increase in ‘rents’ received 
post-decentralisation exacerbates the existing differences among the various 
groups. Thus, consensus-building becomes untenable and there is a move-
ment towards electoral democracy. Moreover, the high stakes (post-FD) 
environment leads to the emergence of entrepreneurial local leaders in these 
communities. The ones who are able to align the economic interests of the 
ethnically diverse groups tend to succeed and also help raise local incomes 
and generate more development. This is understandably easier where eco-
nomic inequality is lower.1 We document some evidence in support of this 
mechanism in terms of greater leader turnover too.

In sum, it appears that FD in Indonesia provided an additional impetus to 
ethnically diverse communities to lead to a reorganisation of their local poli-
ties. Our analysis highlights how entrepreneurial local leaders in an electoral 
democracy may successfully align economic interests of ethnically diverse cit-
izens after FD. These results may have wider implications for other ethnically 
diverse emerging economies beyond the Indonesian border.
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7.2 Literature and hypotheses
There is a burgeoning literature on decentralisation, particularly, FD. Several 
of these studies analyse the effects of some aggregate measure of decentrali-
sation on public policy and development in cross-country set-up (for exam-
ple, Enikolopov and Zhuravskaya 2007). Relatedly, the substantial literature 
on capture by interest groups via vote-buying, co-optation, and patronage 
networks at a more local level is closer to our study.2 Our finding that the 
dynamics in local polities relied on local politicians who can generate local 
income/spending decisions finds support in Besley, Pande, and Rao (2005), 
who also focused on how the identity of the local politicians affects the quality 
of decentralised governance.

There has been a general consensus in development economics that eth-
nic diversity is detrimental to development.3 This view is being challenged by 
more recent findings. For instance, Ashraf and Galor (2013) pointed out that 
diversity could have both positive and negative impacts on economic out-
comes. The findings of Gomes (2020) in the context of health outcomes have 
a similar flavour. We shall see below that our analysis also supports the argu-
ment that ethnically diverse electoral democracies may promote income and 
development more when inequality is not too high.

The literature on political entrepreneurship is also relatively sparse. Wil-
liam Riker (1986) showed how a political entrepreneur can advantageously 
transform existing political coalitions, especially by adding a new dimension 
to political debates. In this perspective political entrepreneurs are people who 
change the course of a policy (Schneider and Teske 1992). We add to this lit-
erature by exploring how local entrepreneurship can help overcome collective 
action problems in ethnically diverse societies, thus promoting income and 
development in electoral democracies.

Our focus on local leadership resonates with several studies that doc-
ument how the leader’s identity (ethnic or gender) can matter for various 
policy  outcomes. Earmarking political office for members from various 
 marginalised ethnic groups has sometimes been found to be effective – in 
the sense of fostering their interests. For instance, Pande (2003) and Chin 
and Prakash (2011) provided supportive evidence in the case of India, where 
reservation has been in place for decades in favour of historically disad-
vantaged groups called the scheduled castes (SCs) and the scheduled tribes 
(STs). Other studies suggest that the effects may be heterogeneous within the 
minorities (Mitra 2018) or may not be persistent (Bhavnani 2017; Jensenius 
2015). In the context of Kenya during the 1963–2011 period, Burgess et al. 
(2015) found strong evidence of ethnic favouritism in road-building during 
periods of autocracy.

Our work adds to the literature on local governmental policy in emerging 
economies. In ethnically diverse societies, Bandiera and Levy (2011) argued 
that the elite are able to distort policy in their favour, owing to the  difference 
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in ethnicity-based preferences among the non-elites. Their  empirical  analysis 
using the 1997 Indonesian Family Life Survey data showed that democratic 
policy outcomes were closer to the elite preferences in ethnically diverse 
decentralised communities. Padró i Miquel, Qian, and Yao (2014 and Chapter 
6 in this volume) examined the case of rural China to demonstrate that one 
of the preconditions for exogenously introduced grassroots democracy to be 
effective is the degree of community homogeneity in some vertical attribute 
(religion in their case) that allows better provision of public goods. Within 
decentralised communities in Indonesia, Mitra and Pal (2021) documented 
that the adverse effects of ethnic diversity could be counteracted by social 
norms that promote cooperative behaviour. Mansuri and Rao (2013) assessed 
the impact of large-scale, policy-driven efforts to induce participation in 
decentralised communities. They found that the participants tended to be 
wealthier and more politically connected, indicating a high cost of partic-
ipation for the poor. Relatedly, Martinez-Bravo, Mukherjee, and Stegmann 
(2017) showed that allowing agents of the old-regime to remain in office dur-
ing democratic transitions was a key determinant of the extent of subsequent 
elite capture.4

We add to the above literature here by highlighting an important differ-
ence between ethnically homogeneous and ethnically diverse communities 
following FD – namely, their different proclivities towards participatory and 
electoral democracies. Our findings also highlight that local political entre-
preneurship may help align the economic interests of citizens in ethnically 
diverse electoral democracies, thus aiding efforts to overcome the collective 
action problems in ethnically diverse societies, especially if inequality is rel-
atively low.

Hypotheses

The existing literature shows specific advantages of voting (electoral  demo- 
 cracy) over consensus-building (participatory democracy).5  Mansuri and Rao 
(2013) posited that the poor are often excluded from the process of consensus- 
building, raising concerns about genuine representation of all  interests in this 
set-up. We draw upon this literature to build our key  hypotheses for explain-
ing a community’s choice between electoral and participatory  democracy.

Ethnic homogeneity and leader selection after FD. FD increases the impor-
tance of the local leader. Hence, all constituent ethnic groups take greater 
interest in the selection of the leader. If a community is largely ethnically 
homogeneous, the selection can take place by consensus-building; after all, 
the associated costs of discussion and deliberation are low owing to the uni-
formity in culture and thereby preferences over public goods, and so on. Such 
costs, however, are substantially higher for ethnically diverse communities 
which might derail consensus-building. Therefore, these communities tend 
toward electoral democracy for selecting leaders post-FD. This generates our 
first hypothesis, which is recorded below.
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Hypothesis 1: Ethnically homogeneous (heterogeneous) communi-
ties are more likely to choose participatory (electoral) democracy 
to select leaders.

Local polity and local entrepreneurship after decentralisation. Following FD, 
the ethnically diverse communities that choose electoral democracy ‘open 
up’ the political space for competition. Given the possibility of higher ‘rents’ 
from holding (local) office in the post-FD scenario, this spurs the more entre-
preneurial potential leaders into action. As a result, these communities tend 
to have higher local incomes and more development. Moreover, this effect is 
accentuated in communities where the ambient economic inequality is low 
– it is easier for the leader to implement better policies when the economic 
interests are more closely aligned. This leads us to the following hypothesis.

Hypothesis 2: Ethnically diverse communities choosing electoral 
democracies after FD generate higher local incomes and more devel-
opment, especially when the ambient economic inequality is low.

7.3 Empirical analysis
Our analysis is based on the community-level data obtained from 1997 and 
2007 rounds of Indonesian Family Life Survey (IFLS) from a sample of 312 
rural and urban communities, drawn from 13 provinces including Jakarta, 
Bali, Java (central, east and south), Sumatra (north, west and south), Lam-
pung, West Nusa Tenggara, and South Kalimantan, representing 83 per cent 
of Indonesian population.6 This is a particularly rich data set that provides 
community-level information on a whole range of demographic character-
istics, local governance and its public finances, and citizens’ participation in 
planning and implementation of local development projects, as well as a range 
of public utilities, infrastructure and transport, health, and education facili-
ties. (See Frankenberg and Thomas (2000) and Strauss et al. (2009) for the 
study design and overview of the data set.)

The IFLS data available for the adjacent years 1998 and 2000 reveal that 
there were no local elections in the sample communities during those two 
years. This is not unexpected as the country faced widespread economic and 
political turmoil during 1997–99. The first elected president (Wahhid) took 
office in October 1999. Things started to get back to normal from the turn of 
the century, paving the way for Law 22/99 and Law 25/99 to be introduced 
officially in January 2001. Community-level elections in the post-FD period 
did not all take place at the same time. About 80 per cent of post-FD local 
elections had been completed by 2003 since they involved a fair amount 
of administrative change as part of the new decentralisation rules (Rodri-
guez and Meirelles 2010). Although we cannot observe the precise timing 
of the local elections for the sample communities, we observe the tenure of 
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the  community leaders in 1997 and 2007. Given that the term of office of  
a community leader since 2001 has been five years, it is most likely that those 
community leaders in power in 2007 were ones selected or elected from  
2002 onwards.

Following FD, the central government provided grants to district  authorities 
using a ‘fiscal needs’ formula based on various district-level characteristics 
(Pal and Wahhaj 2017). These factors are invariant across communities within 
the same district. By employing district fixed effects, our estimation strategy 
compares various aspects of local polities before and after FD within a district.

The effect of community homogeneity on choice of local polity

First, we explore Hypothesis 1, about the effect of community homogeneity on 
local polity (voting, consensus-building, or democratisation) following FD. 
We take community homogeneity to be exogenous, because the population 
composition has remained largely invariant over the decade between 1997 
and 2007 in the sample communities. The dependent variable Y accordingly 
takes the form of the following three variables in alternative specifications:

a.  democratisation (status_v): takes the value 1 if a community leader 
is selected by voting (code A) or consensus-building (code B) and 0 
otherwise (denoting oligarchy);

b.  consensus-building (consensus): takes the value 1 if a community 
leader is selected by consensus-building (code B) and 0 otherwise; and

c.  voting (voting): takes the value 1 if a community leader is selected by 
voting (code A) and 0 otherwise.

This motivates the following empirical specification in community i in district 
j in year t:
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Equation [1] thus allows us to identify the determinants of the likelihood of 
a local polity choosing a leader by voting, consensus-building or more gen-
erally democratisation, thus giving rise to Model 1, Model 2, and Model 3, 
respectively:
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Model 3:  
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The explanatory variables included in all three models are the same as  
listed below:

Measure of fiscal decentralisation: we proxy fiscal decentralisation by the 
binary variable FD that takes a value 1 for the year 2007 and 0 for 1997.

Measure of community homogeneity: our key explanatory variable is ethnic 
homogeneity (Homog) of the community. In this respect, we consider two 
measures of homogeneity. We observe the size of the top three population 
groups, 1, 2, 3, in the sample communities in 1997 and 2007, which together 
exhaust the total community population. The median value of the largest pop-
ulation group across our sample communities is 91 per cent. Our first meas-
ure of ethnic homogeneity is: Pop1_91, which equals 1 if the population of the 
largest group in the community is greater than or equal to the median value; 
it is 0 otherwise. Our second index is Pop1 _100, which equals 1 if the popula-
tion of the largest group in the community is 100 per cent and is 0 otherwise.7

X contains other community characteristics that may also influence the 
outcome variables to mitigate omitted variables bias. These include the com-
munity’s population, its geographic size (in hectares), whether it is rural or 
urban, and whether Islam is the main religion. We also include interactions 
of all these community characteristics with the fiscal decentralisation dummy 
FD as included in FDtxXijt to account for the differential effects of FD by com-
munity characteristics.

Finally, we include a set of district dummy variables Dj for the jth dis-
trict in our sample. Inclusion of these district-level dummies accounts for 
 time-invariant unobserved factors at district level that may also influence the 
outcomes of interest.

FD accounts for the common shock to all districts after fiscal decentralisa-
tion. The coefficient of interest is β3, which is the coefficient of the interaction 
term with community homogeneity (FDt × Homogijt). This captures the differ-
ential effect of local homogeneity on various measures of local polities after 
FD, after controlling for all other factors.

Local polity and local political entrepreneurship

Next, we examine Hypothesis 2, which concerns the link between local polity 
and local political entrepreneurship. We measure the local entrepreneurship 
of the community leader by the size of local income and local development 
spending in the community. We proxy local income by local revenue gener-
ated from various sources. Local development is measured by spending on 
new social and physical infrastructure plus the maintenance of existing social 
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infrastructure (such as schools and health facilities) and physical infrastruc-
ture (such as roads and transport connections) at the local community level.

Given that some concerns may arise about biased estimation, owing to the 
simultaneity between local polities and local revenue/development spending 
in sample communities, we use propensity score matching (PSM) methods to 
compute the average treatment effects on the treated (ATT). In particular, we 
consider voting and consensus-building for selection of community leaders as 
the two possible treatments in alternative specifications; the rest are consid-
ered as a control. A successful implementation of PSM methods requires that 
the treatment and control groups are comparable in terms of all observable 
covariates. We use the same set of covariates X as in Equation [1] to deter-
mine the likelihood of relevant local polities, that is, voting and consensus. The 
propensity score is the probability of receiving a treatment T, conditional on 
the observable covariates X. The idea is to compare communities that have a 
very similar probability of receiving the treatment (similar propensity score) 
based on some observables X, but where some localities received the treat-
ment while others did not. Thus, for a given propensity score, the exposure 
to treatment is random and therefore the treated and control units should be 
observationally identical.

Next, we classify our sample communities into blocks of observations with 
similar propensity scores for both treatment (T) and control (C) groups. 
Within each block of communities, the means of the outcomes (O) of interest 
are the natural logarithm of total local income and total local development 
spending. We test whether they are equal in the treatment and control groups. 
Thus, we derive the average treatment effect on the treated ATT for each out-
come variable as follows:

2007 1997( ) ( )T C T CATT O O O O= − − −  [2]

We use Equation [2] to determine the ATT for local income and local devel-
opment spending for the chosen treatments (voting and consensus) relative to 
the control in 2007 (relative to 1997).

7.4 Results
We start with the effects of community homogeneity, as in Equation [1], 
on measures of local polity including consensus-building, voting, and any 
form of democratisation that includes both consensus-building and voting 
together. Next, we present the effects of the local polity on local income and 
development in our sample, as in Equation [2]. Finally, we explore some pos-
sible mechanisms that may lie behind our results.

The effects of community homogeneity on the local polity

We begin here with Table 7.3, which summarises the ordinary least squares 
(OLS) estimates in our full sample following Equation [1]. Columns 1–3 show  
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Table 7.3: Effects of community homogeneity on local polities

a. Homogeneity measured by the top ethnic group having above median 
population (pop1_91)

Explanatory 
variables

Dependent variable showing effects (standard errors)
Model 1: 

Consensus
Model 2:  
Voting

Model 3: 
Democratisation

FD (shock) −0.454 (0.460) 1.001* (0.523) −0.1633 (0.198)
pop1_91 −0.107 (0.072) 0.185*** (0.054) 0.0273 (0.040)
pop1_91×FD 0.178** (0.068) −0.093* (0.055) 0.097* (0.052)
Constant 0.567 (0.352) −0.256 (0.269) 1.1941*** (0.289)
Other controls Yes Yes Yes
District dummies Yes Yes Yes
Observations 616 616 616
R-squared 0.158 0.351 0.500

b. Homogeneity measured by the top ethnic group having 100% or not 
(pop1_100)

Explanatory 
variables

Dependent variable showing effects (standard errors)
Model 4: 

Consensus
Model 5: 
Voting

Model 6: 
Democratisation

FD (shock) −0.522 (0.369) 1.021** (0.500) −0.036 (0.158)
pop1_100 −0.107 (0.073) 0.145** (0.069) 0.112 (0.069)
pop1_100×FD 0.219*** (0.071) −0.137 (0.088) 0.010 (0.037)
Constant 0.5482 (0.328) −0.1481 (0.255) 1.1797*** (0.290)
Other controls Yes Yes Yes
District dummies Yes Yes Yes
Observations 616 616 616
R-squared 0.160 0.341 0.502

Source: As for Table 7.2.
Note: All estimates are clustered by districts; cluster-robust standard errors are shown 
in parentheses and italics. Significance levels: ***p < 0.01, **p < 0.05, *p < 0.1. We pool 
data for 1997 and 2007 together to run the regressions. The total number of regression 
observations is less than the 624 (312 + 312) cases shown in Table 7.2 because of some 
missing observations for some variables.

the estimates of Models 1–3 of three measures of local polities, namely  
consensus-building, voting, and any democratisation (status_v) using pop1_91 
as the relevant measure of community homogeneity. Columns 4–6 do the same 
using pop1_100 instead as the measure of community homogeneity. We focus 
on the estimated coefficients on pop1_91×FD in columns 1–3 and that on  
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pop1_100×FD in columns 4–6. These coefficients account for the differ-
ential effects of community homogeneity on measures of local polity after 
FD. Notice, the estimated coefficient on pop1_91×FD is positive for con-
sensus-building (see column 1) and negative for voting (see column 2) and 
both coefficients are statistically significant. This means that homogeneous 
communities are more likely to choose participatory (rather than electoral) 
democracies. Similar results are obtained in columns 4 and 5 using the alter-
native homogeneity measure.

The table presents the estimates of local polities using alternative commu-
nity homogeneity indices, pop1_91 and pop1_100, among others. Part (a) 
shows the estimates using the variable pop1_91, which takes a value 1 if the 
population share of the largest population group is greater than the median 
value and is 0 otherwise. Part (b) shows the corresponding estimates using 
the perfect homogeneity measure pop1_100 that takes a value 1 if the com-
munity has 100% population of one group only. We present estimates of three 
types of local polities here, namely consensus (column 1 in both parts), voting 
(column 2) and any democratisation proxied by the status_v variable (col-
umn 3). Consensus is a binary variable taking a value 1 if a leader is selected 
by consensus-building. Voting is a second binary variable taking a value 1 
when a leader is selected by voting; otherwise, these two binary variables are 
0. Status_v = 1 if a leader is selected either by voting or by consensus. Other 
controls used include community population, geographic size, whether it is 
rural, if Islam is the main religion, and also their interactions with FD. All 
regressions include district dummies too.

Next, consider the effects of community homogeneity on the likelihood of 
any democratisation status_v. Recall, this variable takes a value 1 for electoral 
or participatory democracy and 0 for oligarchy. Observe that the estimated 
coefficients on the interaction term pop1 91×FD (column 3) or pop1_100×FD 
(column 6) are both positive, though the effect is only statistically signifi-
cant when using pop1_91 (column 3). This suggests that greater (or lesser) 
community homogeneity significantly boosts (lowers) the probability of any 
democratisation (relative to oligarchy).

We also test the robustness of our findings by employing a fractionalisation 
measure popular in the extant literature. Using p1, p2 and p3 to respectively 
represent the shares of the three constituent population groups in a commu-
nity, we generate an ethnic fractionalisation index Ethfrac as 1 minus the sum 
of the squared decimal population shares of the top three ethnic groups. So:

2 2 2
1 2 31 ( )Ethfrac p p p= − + +  [3]

These estimates are collected in Table 7.4. Since ethnic fractionalisation 
is inversely related to ethnic homogeneity, we expect a reversal in terms of  
the signs of the estimated coefficients. This is indeed what is observed  
in the table.



HOW DOES FISCAL DECENTRALISATION AFFECT LOCAL pOLITIES?       197

HOW DOES FISCAL DECENTRALISATION AFFECT LOCAL pOLITIES? 197

Notes: All estimates are clustered by districts; cluster-robust standard errors are shown 
in parentheses and italics. Significance levels: ***p < 0.01, **p < 0.05, *p < 0.1. The table 
presents the estimates of local polity using the ethnic fractionalisation index (ethfrac), 
which is given by: 1 − (p1

2 + p2
2 + p3

2) where pi is the population share of the ith group.  
i = 1, 2, 3. See also the notes to Table 7.3.

Rural–urban heterogeneity

Next, we explore any potential rural–urban heterogeneity in our sample in 
terms of Hypothesis 1. Differential effects in rural and urban regions could 
arise from the fact that prior to FD, leaders in urban communities were nom-
inated by the centre; this was not the case in rural areas.

The top halves of Tables 7.5a and 7.5b show the estimates for rural com-
munities and the lower halves show those for urban communities. The layout 
of the regressions in each panel mirrors that in the baseline table (Table 7.3). 
Comparing the estimates in the (a) and (b) panels for the impacts of greater 
community homogeneity on the local polity after the FD shock shows that the 
(full sample) results observed in Table 7.3 were primarily driven by effects in 
the rural communities.

Effect of the local polity on local entrepreneurship

We now move on to test Hypothesis 2. Table 7.6 presents comparisons of 
the means of different components of local income and local development 
 spending between voting and other communities. The top panel shows the 
full sample comparisons, while the bottom panel refers to just the 2007 
(post-FD) comparisons.

We use the natural logarithm of income from self-reliant community 
sources as well as total local income from various local sources. We also 

Table 7.4: Effects of ethnic fractionalisation on local polities

Explanatory 
variables

Dependent variable showing effects (standard errors)
Model 4:  

Consensus
Model 5:  
Voting

Model 6:  
Democratisation

FD −0.333 (0.416) 0.904* (0.514) −0.113 (0.155)

Ethnic frac 0.308** (0.139) −0.592*** (0.139) −0.215** (0.104)

Ethnic frac×FD −0.444*** (0.149) 0.344** (0.162) −0.116 (0.111)

Constant 0.5065 (0.331) −0.0433 (0.265) 1.2590*** (0.267)

Other controls Yes Yes Yes

District dummies Yes Yes Yes

Observations 605 605 605

R-squared 0.160 0.358 0.502
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employ the natural logarithm of total development spending and the share 
of total development spending in total community spending. It is clear that 
voting communities were significantly more successful in generating greater 
local income as well as local development spending than were comparable 
consensus-building communities. This pattern holds for both self-reliant 
efforts and total local income, and for both total local development spending 
and its share in the full sample as well as in 2007 (post-FD) only.

Figure 7.1 captures the variation in local income and local development 
spending by local polity when plotted against the percentage share of largest 
population group. Note, the greater the share of largest population group, the 
higher (lower) is the ethnic homogeneity (diversity) of the community. This is 
done separately for the pre-FD round (1997) and the post-FD round (2007). 
The patterns are distinctly different across the two periods, with much of the 

(Continued)

Table 7.5: Separate rural/urban estimates of homogeneity effects on the 
local polity of fiscal decentralisation

a. Homogeneity measured by a community falling above or below the 
mean homogeneity score (pop1_91)

Explanatory 
variables

Dependent variable showing effects (standard errors)
Model 1:  

Consensus
Model 2:  
Voting

Model 3: 
Democratisation

RURAL communities
FD −1.247* (0.692) 2.085*** (0.746) 0.046 (0.151)
pop1_91 −0.228** (0.104) 0.269*** (0.090) −0.050 (0.039)
pop1_91×FD 0.368*** (0.107) −0.467*** (0.092) 0.009 (0.053)
Constant 0.7684 (0.544) −0.6516 (0.433) 1.1371*** (0.169)
Other controls Yes Yes Yes
District FE Yes Yes Yes

Observations 255 255 255
R-squared 0.224 0.323 0.466
URBAN communities
FD 0.279 (0.486) 0.308 (0.458) −0.064 (0.411)
pop1_91 −0.089 (0.103) 0.143 (0.089) 0.082 (0.063)
pop1_91×FD 0.085 (0.107) 0.105 (0.131) 0.093 (0.082)
Constant 0.090 (0.394) 0.027 (0.301) 0.974** (0.401)
Other controls Yes Yes Yes
District FE Yes Yes Yes
Constant 0.090 (0.394) 0.027 (0.301) 0.974** (0.401)
Observations 361 361 361
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Table 7.5: Continued

variation seen in the high ethnic diversity (relatively smaller size of the larg-
est population group) zone. This is particularly evident for the 2007 round 
and holds for both local income and local development spending, supporting 
the validity of Hypothesis 2 graphically; it also justifies our use of the PSM 
method, which is well adapted to analysing such patterns. Accordingly, we 
compare income and development spending in voting and consensus-building 
communities relative to other comparable (in terms of observed characteristics 
including ethnic homogeneity/diversity) communities after 2007 (relative to 
1997) using average treatment effects on the treated (ATT) as per Equation [2].

Notes: All estimates are clustered by districts; cluster-robust standard errors are shown 
in parentheses and italics. Significance levels: ***p < 0.01, **p < 0.05, *p < 0.1. The table 
presents the estimates of local polity using the ethnic fractionalisation index (ethfrac), 
which is given by: 1 − (p1

2 + p2
2 + p3

2), where pi is the population share of the ith group.  
i = 1, 2, 3. See also the notes to Table 7.3.

b. Homogeneity measured by the top ethnic group having 100% or not 
(pop1_100)

Explanatory 
variables

Dependent variable showing effects (standard errors)
Model 1:  

Consensus
Model 2:  
Voting

Model 3:  
Democratisation

RURAL communities
FD −1.069 (0.635) 1.851*** (0.673) 0.033 (0.149)
pop1_100 −0.112 0.2077** 0.148 (0.088) −0.001 (0.028)

pop1_100×FD 0.208** (0.085) −0.290** (0.110) −0.021 (0.021)

Constant 0.684 (0.484) −0.550 (0.355) 1.128*** (0.176)

Other controls Yes Yes Yes

District FE Yes Yes Yes

Observations 255 255 255

R-squared 0.202 0.299 0.459

URBAN communities

FD 0.205 (0.453) 0.594 (0.474) 0.111 (0.320)

pop1_100 −0.206 (0.150) 0.173 (0.137) 0.414*** (0.124)

pop1_100×FD 0.330** (0.123) −0.032 (0.094) −0.185* (0.099)

Constant 0.0470 (0.388) 0.0260 (0.315) 0.9088** (0.379)

Other controls Yes Yes Yes

District FE Yes Yes Yes

Observations 361 361 361

R-squared 0.252 0.303 0.424
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Table 7.7 contains the ATT estimates as per Equation [2] above. We define 
voting and consensus as two possible treatments of interest (with all remaining 
polities as the control) and compare the outcomes, namely indices of income 
and development spending as defined above. For improved identification, we 
ensure that both the propensity scores and covariates are balanced between 
the treatment and the control groups for each outcome.

The table shows the average treatment effects on the treated (ATT) of local 
income and local development spending (both levels and shares) by local 
polities derived by using the propensity score matching (PSM) method. The 
first-stage estimates generating the propensity score estimates are shown in 
Table 7.3. The reference group for each polity is the comparable control group 
belonging to all other polities – comparable by observed percentage share of 
the largest population group, village size, village population, rural/urban loca-
tion, FD dummy, and district dummies. ATT is the average treatment effect 
on the treated = (OT − OC)2007 − (OT − OC)1997; T: treatment and C: control. The 
corresponding t-statistics are also shown.

In the case of voting, the top panel of Table 7.7 shows that the ATT esti-
mate is positive and statistically significant for both income from self-reliant 
efforts and also total local income. This means that the extra income (total 
or self-reliant) in voting communities relative to non-voting communities in 

Source: Authors’ calculation using the IFLS data sample 1997−2007.
Notes: Significance levels: ***p < 0.01, **p < 0.05, *p < 0.1. The table summarises the 
mean comparisons of local income and local development spending using t-tests  
between voting and other communities in our sample. The top panel shows the full  
sample comparisons including both 1997 and 2007, while the bottom panel refers  
to the 2007 comparisons only.

Table 7.6: Comparisons of mean local incomes and development  
expenditure in communities using voting and other communities

Indices
Voting 

communities
Other 

communities T-stat
1997 and 2007
Log (ln) of local income 14.73 7.53 11.020***
Log (ln) of self-reliant income) 9.72 4.52 8.136***
Log (ln) development expenditure 16.73 13.49 5.812***
% share of development 
expenditure in total expenditure

0.68 0.51 6.434***

2007
Log (ln) of local income 16.26 12.35 4.659***
Log (ln) of self-reliant income) 10.38 6.92 3.527***
Log (ln) development expenditure 18.11 16.29 3.153***
% share of development 
expenditure in total expenditure

72 51 6.028***
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Figure 7.1: Variation in local income and local development spending by 
local polity with the percentage share of largest population ethnic group
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(Continued)
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c. 1997 local development spending
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Sources: As per Table 7.2.
Notes: The figure shows the smooth local polynomial (Epanechnikov) of local income 
and local development spending against the percentage share of the largest population 
ethnic group for each type of local polity in 1997 and 2007.

d. 2007 local development spending
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Figure 7.1: Continued
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2007 (relative to that in 1997) is positive and statistically significant at the 1 
per cent level. The corresponding ATTs for natural log of local development 
spending and the percentage share of development spending are shown in 
the lower panel of Table 7.7: both the ATT estimates here are positive and 
statistically significant for voting communities. In contrast, the ATT esti-
mates of income and development for consensus-building communities are 
always negative across the table and are statistically significant for the most 
part. Taken together, these ATT estimates suggest that the communities that 
elect their local leaders by allowing everybody to vote are also the ones to 
have significantly higher income (both measures) and development spending 
(both measures) when contrasted with those communities, which employ the 
process of ‘consensus-building’ or ‘oligarchy’.

These results raise an obvious question: why may electoral democracies be 
more entrepreneurial? We explore a few possibilities here using the data at 
our disposal. First, the likelihood of leader turnover is significantly higher in 
voting relative to consensus-building communities in our sample. The like-
lihood of leader turnover from 1997 to 2007 is 0.60 in voting communities 
as opposed to only 0.38 in consensus-building ones and the mean difference 
is statistically significant (t-stat = 5.00). A greater chance of leader turnover 
could be an obvious mechanism to discipline leaders, and this likelihood is 
significantly higher in voting rather than consensus-building communities, 
thus inducing or encouraging a leader to be more entrepreneurial.

Second, we examine the extent of economic inequality in voting and 
non-voting communities. A more unequal society with ethnic diversity may 
dampen a democratically elected leader’s accountability, since they cannot 
cater to everyone. The core logic in Bandiera and Levy (2011) can be easily 
adapted to establish that unequal communities with ethnic diversity are more 
prone to elite capture. An analysis of monthly per capita household expendi-
ture data suggests that voting communities in our sample tend to be less une-
qual. In particular, the total income share of households in the top quartiles 

Note: Significance levels: ***p < 0.01, **p < 0.05, *p < 0.1.

Table 7.7: Treatment effects of local polity on local income in 2007

Treatment 
(type of  
local 
polity)

Ln (income from  
self-reliant efforts) Ln (local income)

ATT estimates T-stat ATT estimates T-stat
Consensus −3.183*** −2.960 −4.421*** −7.356

Voting 2.463*** 4.329 2.570 ** 2.139

% Share of development spending Ln (local development spending)
Consensus −0.105 −1.634 −2.388** −2.404

Voting 0.115*** 5.474 1.332*** 3.934
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is significantly less in voting as opposed to consensus-building communities: 
the sample average is 19 per cent for voting communities as opposed to 27 
per cent for consensus communities.8 Similar patterns emerge when using 
the Gini coefficient and the coefficient of variation as alternative indices of 
inequality. These observations, taken together, suggest that leaders in vot-
ing communities are more likely to be entrepreneurial because they need to 
cater to all households in the community, which is also easier to do in less  
unequal communities.

Conclusions
We have examined the implications of a major nationwide programme of fis-
cal decentralisation in Indonesia for the structure and organisation of local 
political processes, an issue not hitherto explored in much detail. We offer a 
first glimpse into these complex inter-linkages using detailed  community-level 
data from Indonesia, using data from 312 rural and urban communities, 
drawn from 13 provinces, before and after the introduction of FD in 2001.

We focused on two particular issues. First, we sought to highlight the fac-
tors that drove communities’ choices between voting and consensus-building, 
exploring whether community homogeneity (dominance by a single ethnic 
group) had been a precondition for the initiation of participatory democracy 
(proxied by consensus-building) as opposed to electoral democracy (prox-
ied by majority voting). Second, we studied the role of local polities in local 
income generation and development, exploring how the political entrepre-
neurship of local leaders may succeed in overcoming the collective action 
problems in ethnically diverse communities, especially after FD.

We observed that, after the decentralisation changes, local leader selection 
by consensus-building declined and that by voting increased significantly. 
Our analysis identifies community homogeneity as an important factor in 
boosting the likelihood of communities choosing to do leader selection by 
consensus-building. More ethnically diverse communities increasingly opted 
for voting as their means of selection after FD. Local political entrepreneur-
ship played an important role in this political transition after FD. Our PSM 
analysis shows that voting communities were consistently more successful in 
raising local income and local development relative to comparable consen-
sus-building communities. This highlights the significance of local political 
entrepreneurship in aligning the economic interests of ethnically diverse 
communities after FD in Indonesia. We argue that this can be attributed to the 
greater local accountability of leaders in electoral democracies, who must seek 
to cater to the everyone (including poorer households), especially when eco-
nomic inequality is moderate. In a way, our findings conjoin the literature on 
ethnic diversity (Alesina and La Ferrara 2000; Ashraf and Galor 2013; Gomes 
2020) with that on participatory developmental efforts (Mansuri and Rao 
2013; Olken 2010). While we do not claim that these empirical associations 
are strictly causal, the consistency of their magnitude and significance means 
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that we cannot dismiss them as a mere statistical oddity. In fact, we choose to 
interpret these results as a springboard for further careful exploration of the 
features of local entrepreneurship, which we believe lies at the heart of such 
transitions following FD.
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Endnotes
 1 It is easier for leaders to unite supporters when economic differences  

are lesser.

 2 For instance, see Bardhan (2002), Bardhan and Mookherjee (2006), 
Stokes (2005), and Larreguy, Montiel Olea, and Querubin (2017).

 3 See Easterly and Levine (1997), Alesina, Baqir, and Easterly (1999), 
Banerjee and Somanathan (2007), and Collier (2008), among others.

 4 See Martinez-Bravo (2014) for evidence on electoral fraud post-FD in 
Indonesia.

 5 See for example, Lind and Tyler (1988), Matsusaka (2004), and Olken 
(2010).

 6 Although IFLS data are available for the years 1993, 1998, and 2000 as 
well, information on local politics could be found only in the 1997 and 
2007 surveys.

 7 About 51% of sample communities had a group 1 (that is, the largest 
ethnic group) comprising at least 91% of the community’s population. 
Around 27% of sample communities were perfectly homogeneous 
 ethnically.

 8 The mean difference in the share is significant too (t-stat = 2.12).

References
Alesina, Alberto; Baqir, Reza; and Easterly, William (1999) ‘Public Goods 

and Ethnic Divisions’, Quarterly Journal of Economics, vol.114, no.4, 
pp.1243–84. https://doi.org/10.1162/003355399556269

https://doi.org/10.1162/003355399556269


206 DECENTRALISED GOVERNANCE

Alesina, Alberto and La Ferrara, Eliana (2000) ‘Participation in 
 Heterogenous Communities’, Quarterly Journal of Economics, vol.115, 
no.3, pp.847–904. https://doi.org/10.1162/003355300554935

Ashraf, Quamrul and Galor, Oded (2013) ‘The “Out of Africa”  Hypothesis, 
Human Genetic Diversity, and Comparative Economic  Development’, 
American Economic Review, vol.103, no.1, pp.1–46.  
https://doi.org/10.1257/aer.103.1.1

Bandiera, Oriana and Levy, Gilat (2011) ‘Diversity and the Power of the Elites 
in Democratic Societies: Evidence from Indonesia’, Journal of Public Eco-
nomics, vol.95, pp.1322–30. https://doi.org/10.1016/j.jpubeco.2011.04.002

Banerjee, Abhijit and Somanathan, Rohini (2007) ‘The Political Economy of 
Public Goods: Some Evidence from India’, Journal of Development Econom-
ics, vol.82, no.2, pp.287–314. https://doi.org/10.1016/j.jdeveco.2006.04.005

Bardhan, Pranab (2002) ‘Decentralization of Governance and Development’, 
Journal of Economic Perspectives, vol.16, no.4, pp.185–205.  
https://doi.org/10.1257/089533002320951037

Bardhan, Pranab and Mookherjee, Dilip (2000) ‘Capture and Governance at 
Local and National Levels’, American Economic Review, vol.90, pp.135–139.  
https://doi.org/10.1257/aer.90.2.135

Bardhan, Pranab and Mookherjee, Dilip (2006) ‘Decentralization, 
 Corruption and Government Accountability’, in Rose-Ackerman, Susan 
(ed.) International Handbook on the Economics of Corruption, Edward 
Elgar. https://doi.org/10.4337/9781847203106

Besley, Timothy; Pande, Rohini; Rao, Vijayendra (2005) ‘Participatory 
Democracy in Action: Survey Evidence from South India’, Journal  
of European Economic Association, vol.3, no.2–3, pp.648–57.  
https://onlinelibrary.wiley.com/doi/abs/10.1162/jeea.2005.3.2-3.648 

Bhavnani, Rikhil R. (2017) ‘Do the Effects of Temporary Ethnic Group Quo-
tas Persist? Evidence from India’, American Economic Journal: Applied 
Economics, vol.9, no.3, pp.105–23. https://doi.org/10.1257/app.20160030

Burgess, Robin; Jedwab, Remi; Miguel, Edward; and Morjaria, Ameet; and 
Padró I Miquel, Gerrard (2015) ‘The Value of Democracy: Evidence from 
Road Building in Kenya’, The American Economic Review, vol.105, no.6, 
pp.1817–51. https://doi.org/10.1257/aer.20131031

Chin, Aimee and Prakash, Nishith (2011) ‘The Redistributive Effects of 
Political Reservation for Minorities: Evidence from India’, Journal  
of Development Economics, vol.96, no.2, pp.265–77.  
https://doi.org/10.1016/j.jdeveco.2010.10.004

Collier, Paul (2008) ‘Growth Strategies for Africa’, Commission on Growth 
and Development Working Paper; No.9. World Bank, Washington, DC. 
http://hdl.handle.net/10986/28011

https://doi.org/10.1162/003355300554935
https://doi.org/10.1257/aer.103.1.1
https://doi.org/10.1016/j.jpubeco.2011.04.002
https://doi.org/10.1016/j.jdeveco.2006.04.005
https://doi.org/10.1257/089533002320951037
https://doi.org/10.1257/aer.90.2.135
https://doi.org/10.4337/9781847203106
https://onlinelibrary.wiley.com/doi/abs/10.1162/jeea.2005.3.2-3.648
https://doi.org/10.1257/app.20160030
https://doi.org/10.1257/aer.20131031
https://doi.org/10.1016/j.jdeveco.2010.10.004
http://hdl.handle.net/10986/28011


HOW DOES FISCAL DECENTRALISATION AFFECT LOCAL pOLITIES?       207

HOW DOES FISCAL DECENTRALISATION AFFECT LOCAL pOLITIES? 207

Easterly, William and Levine, Ross (1997) ‘Africa’s Growth Tragedy: Policies 
and Ethnic Divisions’, The Quarterly Journal of Economics, vol.112, no.4, 
pp.1203–50. https://www.jstor.org/stable/2951270

Enikopolov, Ruben and Zhuravskaya, Ekaterina (2007) ‘Decentralization and 
Political Institutions’, Journal of Public Economics, vol.91, pp.2261–90. 
https://doi.org/10.1016/j.jpubeco.2007.02.006

Frankenberg, Elizabeth and Thomas, Duncan (2000) ‘The Indonesia Family 
Life Survey (IFLS): Study Design and Results from Waves 1 and 2’,  
DRU-2238/1-NIA/NICHD.  
http://www.vanneman.umd.edu/socy699j/ifls2design.pdf

Gomes, Joseph Flavian (2020) ‘The Health Costs of Ethnic Distance: Evi-
dence from Sub-Saharan Africa’, Journal of Economic Growth, vol.25, 
pp.195–226. https://doi.org/10.1007/s10887-020-09177-4

Hidayat, Syarif and Antlov, Hans (2004) ‘Decentralization by Default in 
Indonesia’, in Oxhorn, Philip; Tulchin Joseph S.; and Selee, Andrew (eds) 
Decentralization, Civil Society, and Democratic Governance: Compara-
tive Perspectives from Latin America, Africa, and Asia, Washington, DC: 
Woodrow Wilson Center.

Jensenius, Francesca Refsum (2015) ‘Development from Representation? A 
Study of Quotas for the Scheduled Castes in India’, American  
Economic Journal: Applied Economics, vol.7, no.3, pp.196–220.  
https://doi.org/10.1257/app.20140201

Larreguy, Horacio; Montiel Olea, Cesar E.; and Querubin, Pablo (2017) 
‘Political Brokers: Partisans or Agents? Evidence from the Mexican 
Teachers’ Union’, American Journal of Political Science, vol.61, no.4, 
pp.877−91. https://doi.org/10.1111/ajps.12322

Lind, E. Allan and Tyler, Tom R. (1988) The Social Psychology of Procedural 
Justice, New York: Plenum Press.

Mansuri, Ghazala and Rao, Vijayendra (2013) ‘Localizing Development: 
Does Participation Work?’ World Bank Policy Research Report, Wash-
ington, DC. https://openknowledge.worldbank.org/handle/10986/11859

Martinez-Bravo, Monica (2014) ‘The Role of Local Officials in New Democ-
racies: Evidence from Indonesia’, American Economic Review, vol.104, 
no.4, pp.1–45. https://doi.org/10.1257/aer.104.4.1244

Martinez-Bravo, Monica; Mukherjee, Priya; and Stegmann, Andreas (2017) 
‘The Non-Democratic Roots of Elite Capture: Evidence from Soeharto 
Mayors in Indonesia’, Econometrica, vol.85, no.6, pp.1991–2010.  
https://doi.org/10.3982/ECTA14125

Matsusaka, John G. (2004) For the Many or the Few: The Initiative, Public 
Policy, and American Democracy, Chicago, IL: University of Chicago 
Press.

https://www.jstor.org/stable/2951270
https://doi.org/10.1016/j.jpubeco.2007.02.006
http://www.vanneman.umd.edu/socy699j/ifls2design.pdf
https://doi.org/10.1007/s10887-020-09177-4
https://doi.org/10.1257/app.20140201
https://doi.org/10.1111/ajps.12322
https://openknowledge.worldbank.org/handle/10986/11859
https://doi.org/10.1257/aer.104.4.1244
https://doi.org/10.3982/ECTA14125


208 DECENTRALISED GOVERNANCE

Mitra, Anirban (2018) ‘Mandated Political Representation and 
 Redistribution’, Economica, vol.85, no.338, pp.266–80.  
https://doi.org/10.1111/ecca.12249

Mitra, Anirban and Pal, Sarmistha (2021) ‘Ethnic Diversity, Social Norms 
and Elite Capture: Theory and Evidence from Indonesia’, Economica, 
vol.89, no.356, pp.947–96. https://doi.org/10.1111/ecca.12423

Olken, Benjamin (2010) ‘Direct Democracy and Local Public Goods: Evi-
dence from a Field Experiment in Indonesia’, American Political Science 
Review, vol.104, no.2. https://doi.org/10.1017/S0003055410000079

Padró-i-Miguel, Gerard; Qian, Nancy; and Yao, Yang (2014) ‘Social 
 Fragmentation, Public Goods and Elections: Evidence from China’, 
CEPR Discussion Paper No. DP8975.  
https://www.nber.org/system/files/working_papers/w18633/w18633.pdf

Pal, Sarmistha and Wahhaj, Zaki (2017) ‘Fiscal Decentralisation, Local  
Institutions and Public Good Provision: Evidence from Indonesia’,  
Journal of Comparative Economics, vol.45, no.2, pp.383–409.  
https://doi.org/10.1016/j.jce.2016.07.004

Pande, Rohini (2003) ‘Can Mandated Political Representation Increase  
Policy Influence for Disadvantaged Minorities? Theory and Evidence 
from India’, American Economic Review, vol.93, no.4, pp.1132–1151. 
https://doi.org/10.1257/000282803769206232

Riker, William (1986). The Art of Political Manipulation. New Haven, CT: 
Yale University Press.

Rodriguez, Catherine and Meirelles Patricia (2010) 'Devolution and 
Accountability Effects in the Public Provision of Water Services in 
Indonesia’, Documento CEDE No. 2010-39, Universidad de Los Andes, 
Colombia. https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1755050 

Sanyal, Paromita and Rao, Vijayendra (2018) Oral Democracy: Deliberation 
in Indian Village Assemblies, UK: Cambridge University Press.  
https://doi.org/10.1017/9781139095716.006

Schneider, Mark and Teske, Paul (1992) ‘Toward a Theory of the Political 
Entrepreneur: Evidence from Local Government’, The American Political 
Science Review, vol.86, no.3, pp.737–47. https://doi.org/10.2307/1964135

Stokes, Susan (2005) ‘Perverse Accountability: A Formal Model of Machine 
Politics with Evidence from Argentina’, American Political Science Review, 
vol.99, no.3, pp.315−25. https://doi.org/10.1017/S0003055405051683

Strauss, John; Witoelar, Firman; Sikoki, Bondan; and Wattie, Anna Marie 
(2009) ‘The Fourth Wave of the Indonesian Family Life Survey (IFLS4): 
Overview and Field Report’, WR-675/1-NIA/NICHD.  
https://microdata.worldbank.org/index.php/catalog/1044/download/20909

https://doi.org/10.1111/ecca.12249
https://doi.org/10.1111/ecca.12423
https://doi.org/10.1017/S0003055410000079
https://www.nber.org/system/files/working_papers/w18633/w18633.pdf
https://doi.org/10.1016/j.jce.2016.07.004
https://doi.org/10.1257/000282803769206232
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1755050
https://doi.org/10.1017/9781139095716.006
https://doi.org/10.2307/1964135
https://doi.org/10.1017/S0003055405051683
https://microdata.worldbank.org/index.php/catalog/1044/download/20909

	Title page
	Copyright page
	Contents
	Extended contents
	List of figures and tables
	About the editors
	About the authors
	Editors’ acknowledgements
	Chapter 1. Decentralised governance
	1.1 Fifty years of decentralisation studies
	1.2 Politics
	1.3 Mechanism design
	1.4 Scope for future research
	Conclusions

	Part 1
	Chapter 2. Understanding decentralisation
	2.1 Understanding decentralisation
	2.2 The benefits of decentralisation
	2.3 How to build decentralisation - a framework for development
	Conclusions

	Chapter 3. Decentralised targeting of transfer programmes
	3.1 Intra-community targeting distortions
	3.2 Inter-community misallocation: upper-level manipulation
	3.3 Institutional reforms
	3.4 Rules versus discretion: assessing pros and cons
	Conclusion


	Part 2
	Chapter 4. Realising the promise of partial decentralisation
	4.1 The promise and shortcomings of decentralisation
	4.2 Political decentralisation has taken hold, even as fiscal decentralisation remains partial
	4.3 The potential of political decentralisation
	4.4 Building legitimacy and changing norms through decentralisation
	Conclusion

	5. Devolution under autocracy
	5.1 Devolution under Pakistan’s authoritarian regimes
	5.2 Electoral politics in autocracies
	5.3 Dynastic politics in Pakistan: revival and persistence
	5.4 Analysing post-Zia dynastic politics and competition  in detail
	Conclusions

	Chapter 6. Social fragmentation, public goods, and local elections
	6.1 The core approach and findings of our study
	6.2 Conceptual framework
	6.3 Data
	6.4 Results
	6.5 Robustness
	Conclusions

	Chapter 7. How does fiscal decentralisation affect local polities?
	7.1 Fiscal decentralisation in Indonesia
	7.2 Literature and hypotheses
	7.3 Empirical analysis
	7.4 Results
	Conclusions

	Chapter 8. Can parliamentary sanctions strengthen local political accountability?
	8.1 The value of this study
	8.2 The literature on legislative oversight and partisanship
	8.3 Kenya’s institutional setting for audit
	8.4 Research design: data, measurement, and estimation strategy
	8.5 Results
	Conclusion


	Part 3
	Chapter 9. Centralised versus decentralised monitoring in developing
	9.1 Understanding top-down and bottom-up monitoring
	9.2 Modelling incentives for honest or dishonest behaviour
	9.3 Centralised monitoring
	9.4 Community monitoring
	9.5 Studies comparing top-down versus social audits
	Conclusion

	Chapter 10. Subnational governance in Ghana
	10.1 Subnational governance research and data in sub-Saharan Africa: the case of Ghana
	10.2 A framework for studying local government performance
	10.3 The Ghana data and data gaps
	Conclusion - further areas of study

	Chapter 11. Birth registration, child rights
	11.1 Birth registration systems and sources of weakness
	11.2 Interventions to improve birth registration in LMICs
	11.3 Birth registration in Bangladesh’s rural areas
	Conclusions

	Chapter 12. Administrative decentralisation and its impacts on educational expenditure
	12.1 Decentralisation in Colombia
	12.2 Analysing the efficiency effects of decentralisation  on outcomes
	Conclusions
	Annex: Background information on the characteristics and behaviours of certified and non-certified 



