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Fiscal Decentralization and Development: 
How Crucial is Local Politics? 

 
1   Introduction 

Decentralization is by and large a political decision of national leadership that has important 

economic consequences. It involves devolution of political or fiscal powers to local 

governing bodies. Economists address largely the question of whether decentralization 

enhances economic performance.1 While the distinction between political decentralization 

and fiscal decentralization is not always made precise in the literature, it is generally argued 

that although decentralization may increase the accountability of local governments and 

strengthen the voice of the poor and the marginalised, it may also enhance the influence of 

the local elites (see Bardhan (2002)) that then typically erode local democratic rules of 

preference aggregation. There is also an implicit consensus in this literature that such elite 

capture is necessarily harmful for local development. 

Recently Besley and Coate (2003) and Enikolopov and Zhuravskaya (2007) look at political 

aspects of fiscal decentralization. Besley and Coate study the impact of fiscal decentralization 

on local electoral competition in developed nations where free and fair local elections is 

granted. They argue that the sharing of the costs of local public spending in a centralized 

system is likely to create a direct conflict of interest between citizens in different 

jurisdictions. On the other hand, when spending decisions are made by a legislature of locally 

elected leaders, such conflicts transfer to the legislature itself where the group of elected 

leaders from different jurisdictions have to bargain amongst themselves. This difference then 

translates itself into different equilibrium outcomes of political competition in local elections. 

Enikolopov and Zhuravskaya on the other hand argue that the success of fiscal 

decentralization depends crucially upon how centralized is the overall political scenario in a 

given nation. Their data from a large number of transition economies suggests that fiscal 

decentralization is more successful in those economies which are more politically 

                                                            

1 Delegation of this nature has several benefits stemming out of inter-jurisdictional competition a la Tiebout 
(1956), local informational advantages a la Hayek (1948) or preference matching a la Oates (1972). See also, 
Montinola et al. (1995), Qian and Weingast (1996), Qian and Roland (1998), Maskin et al. (2000) that argue that 
decentralization is good, and Prud'homme (1995), Tanzi (1996), Cai and Triesman (2004) that argue for the 
opposite effect. 
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decentralized. None of these studies however explicitly investigate the possible mechanism(s) 

as to how fiscal decentralisation may affect local politics itself and how that impacts local 

development. We aim to bridge this gap in the literature. We look at an economy where even 

though the degree of political decentralization is high, local level elections may not be free 

and fair. Our focus is naturally on developing nations where local communities have been 

allowed traditionally to choose the political process by which community level decisions are 

made. These processes may range from a set of fully democratic local institutions that 

implement free and fair elections of local leaders, to situations where a handful of elites defy 

democratic processes to promote vested interests. It is important to mention here that political 

decentralization does not necessarily imply grass root democracy in the developing world. 

While not all developing nations are politically decentralized in this sense, many are.2 We 

then ask whether fiscal decentralization changes the nature of local politics (and the 

magnitude of elite capture) and whether (and how) these possible political changes are crucial 

in understanding the impact of fiscal decentralization on local development, which remains 

rather unexplored.  

Indonesia is an important case in point which has a long history of decentralized local 

governance. The governance of local communities (villages and townships) has been 

regulated traditionally by customary ``adat'' laws ever since the Dutch colonial rule that 

recognized village governments as lawful entities and encouraged self-rule. Local 

government structures throughout the nation are made up of a headman assisted by an 

appointed village assembly (LMD). The headman is generally elected by community 

residents every 5 to 8 years, although there are also many instances where the headman is a 

member of a group of few powerful individuals who enforce leadership via non-democratic 

means, a case similar to the notion of elite capture. In any case, development projects and 

assistance are managed by community resilience boards (LKMD) which work under the 

leadership of the headman who allocate obtained development grants across households and 

projects. All such local governing bodies are accountable to the district government.  

                                                            

2 See for example the UNDP Local Governance website at 
http://www.undp.org/governance/focus_local_governance.shtml  and the Commonwealth Local Government 
Forum website at http://www.undp.org/governance/focus_local_governance.shtml . Also, as suggested by 
Bardhan and Mookherjee (2000), the extent of elite capture at the local level is likely to be context and system 
specific. 
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With the demise of Soeharto, Indonesia experienced an extensive decentralization process 

that has its roots in Law 22/99, enacted in January 2001. It gave local communities more 

autonomy in raising local revenues, enforced strict budgetary cuts on the central leadership to 

supply development grants to these communities and instead increased the budget of the 

district governments for this purpose. It is therefore easy to identify the year 2001 as the point 

in time when Indonesia experienced fiscal decentralization for the first time in its modern 

history while, as is clear from the discussion above, the nation is traditionally a politically 

decentralized one. 

We study these local communities between 1997 and 2007, two years separated by the 

introduction of Law 22/99 in 2001. We also accept that there has been no other major policy 

change of related concern during this period in Indonesia that could affect the local polity, 

barring of course the claim that there has been a general trend in the world towards 

democracy (as we shall see, this possibility can only reinforce our results).  

Many developing countries have been experimenting with decentralisation of public service 

delivery to elected local governments rather than bureaucrats appointed by a central 

government. It is thus important to understand the effect of fiscal decentralisation on local 

politics and development, though our knowledge remains rather limited primarily due to lack 

of data availability.  

Our focus on local community has particular advantage over the existing empirical literature 

that predominantly analysed the effects of decentralization (in general) on public policy using 

cross country data (see for example, Davoodi and Zou (1998), De Luca et al. (2002), De 

Mello and Barenstein (2001) and Fishman and Gatti (2002)). Enikopolov and Zhuravskaya 

(2007) use cross-section and panel data from about 75 developing and transition countries to 

suggest that decentralization works better with strong national parties who then allow for 

local leaders to be chosen locally, rather than when the national parties are weak and to avoid 

political competition, these weaker parties appoint local leaders as administrative 

subordinates. In particular, they use share of sub-national revenues in total revenues as the 

main measure of fiscal decentralization. This is however not ideal as there are different strata 

of sub-national regions, which they themselves acknowledge. We focus on the lowest level of 

administrative unit which still has an independent polity, called a community (that is, a 

village or a township) and our measure of fiscal decentralization relates to shares of total 
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community revenue from central and provincial governments, before and after the 

announcement of Law 22/99 that initiated this drive towards fiscal decentralization. There are 

only a handful of studies that use community level single cross-section data to assess the 

development effect of fiscal decentralisation (Besley et al., 2005). Our advantage is that we 

have access to two-period community-level panel data, which enables us to identify the 

causal relationships better. In addition, unlike Besley et al. (2005), we consider the effect of 

fiscal decentralisation on local politics, an aspect that is not addressed in the past.  

The empirical analysis suggests that fiscal decentralization does impact local polity and this 

impact is crucial in determining whether fiscal decentralization enhances or diminishes local 

development. In particular, we find that fiscal decentralization did typically foster local 

democracies, though the issue of elite capture where existing local democracies are uprooted, 

was also widespread. Moreover, it promoted development mostly in communities which 

transited out from elite capture to embrace free and fair elections. This was followed by 

communities that experienced the emergence of elite capture, while communities that 

continued to remain under either elite capture or free and fair elections did the worst. These 

findings suggest that while the emergence of elite capture was widespread, it may not 

necessarily be the most harmful. Instead, and surprisingly so for the case of local democracy, 

stability of local polity hurts development the most. Our results have wider implications for 

other emerging countries experimenting with similar decentralisation programmes.  

 

2.   Data  

Our analysis is based on the community level data obtained from 1997 and 2007 Indonesian 

Family Life Survey (IFLS)3 from 314 rural and urban communities, drawn from 13 provinces 

including Jakarta, Bali, Java (central, east and south), Sumatra (north, west and south), 

Lampung, Wntenara and south Kalimantan. This is a particularly rich data set that provides 

community level information on a whole range of demographic characteristics and access to 

public goods, local governance and its public finances, citizens' participation in planning and 

implementation of local development projects, as well as a range of public utilities, 
                                                            

3 Although IFLS data are available for the years 1993, 1998 and 2000 as well, information on local polity could 
be found only in the 1997 and 2007 surveys. 
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infrastructure and transport, health and education facilities (see Frankenberg and Thomas 

(2000) and Strauss et al. (2009) for study design and overview of the data set). 

Although IFLS data are available for the years 1993, 1998 and 2000 as well, information on 

local polity could be found only in the 1997 and 2007 rounds of the survey. 1997 and 2007 

rounds of the IFLS asked community leaders about how a leader was selected, which we use 

to classify these communities. Answers to this question are coded as: (i) voting, (ii) all 

residents, 4  (iii) local elites, (iv) local institutions and (v) others. Under voting (code (i)), the 

standard notion of plurality was employed where the voters were local community residents. 

Otherwise, local leadership was determined by the choice of local elites (code (iii)) or by 

existing officials of local government bureaucracies (code (iv)). However it is not clear as to 

how ‘all residents’ (code (ii)) or ‘others’ (code (v)) selected the local leader, and so we 

exclude these communities from our analysis. Accordingly, we classify local polity as 

follows: Democratic if a leader is selected by free and fair elections with voters being all 

community members, and Oligarchic if a leader is selected by community elites (codes (iii) 

and (iv)) who then remain uncontested. We assume that the incidence of oligarchies reflect 

the size of elite capture.  

Access to both 1997 and 2007 rounds of IFLS data also allows us to classify political 

transition into the following types (V for voting in local democracies and O for oligarchy or 

elite capture): (a) VV [Stable Democracy], if the community was democratic in 1997 and 

remained so in 2007; (b) VO [New Oligarchy], if the community was democratic in 1997 but 

turned oligarchic in 2007; (c) OV [New Democracy], if the community was oligarchic in 1997 

but turned democratic in 2007; and (d) OO [Stable Oligarchy], if the community was 

oligarchic in 1997 and remained so in 2007. 

For each community, we identify three sources of government revenue, namely, revenue 

from central government, provincial government and district government. The rest of the 

community revenue is generated from local funds.  

                                                            

4 We observe a third category of local polity called consensus building where a community leader is selected by 
all residents via village meetings. We exclude this community from our analysis due to lack of clarity of this 
mechanism arising out of various ambiguous rules and definitions. 
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Table 1 summarizes the mean shares of grants from different sources as well as development 

spending for the four different community types identified before and after the introduction 

of law 22/99. It highlights the aspect of dwindling source of central grants for community 

development in the post decentralization period. The latter has been accompanied by a 

corresponding increase in grants from the district government. In other words, fiscal 

decentralisation shifts the centre of power from the central to the district government. 

In order to devise an appropriate index of fiscal decentralisation, we carefully reviewed the 

existing literature. In many works like Davoodi and Zou (1998), De Mello and Barenstein 

(2001), Zhuravskaya et al. (2007), the share of sub-national revenues in total government 

revenues is used as the main measure of fiscal decentralization in their cross-country study. 

These papers also argue that the results are robust to using the share of sub-national 

expenditures in total government expenditures as an alternative measure of fiscal 

decentralization. They also acknowledged that an important shortcoming is that they could 

not distinguish between state and municipal expenditures and revenues. Lin (2000) performed 

a province-level analysis of fiscal decentralisation and economic growth and used marginal 

retention rate of the locally collected budgetary revenue. In contrast to these studies, we 

consider the lowest level of administrative unit who hardly have any tax-raising power. So 

for these communities, a relevant measure of fiscal decentralisation pertains to the share of 

central grant they receive. As mentioned earlier, and most crucially for us, we recognize that 

with fiscal decentralization, the development funds available from the districts rose 

significantly and across all community types. Hence from our data it is certain that 

decentralization moved the fund source from the central government to the district 

government so that a falling share of central grant is equivalent to a rising share of grant from 

the sub-national authorities. In addition, we keep the community share of local funds which 

assumes growing importance after fiscal decentralisation as is evident from Table 1. 

We also observe local government spending of the community on different accounts. (i) 

Development spending refers to spending on new infrastructure as well as maintenance of 

existing infrastructure; (ii) non-development spending includes spending on staff salary, 

office maintenance, official trips and contingencies; (iii) some under-developed communities 

receive  grants for various  developmental programmes, e.g., IDT for under-developed 

communities, which we control for in our analysis separately (see further discussion in 

section 4). Our analysis particularly focuses on the share of development spending in total 
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spending for each community. Table 1 suggests that changes in the average values of 

development spending depend on the type of communities. It follows that development 

spending increased only for the new democracies and new oligarchs; the trend has been rather 

opposite for the stable democracies and oligarchies alike, with stable oligarchies doing the 

worst. 

 

3.   How Fiscal Decentralisation affects Local Politics? 

Initial statistical evidence reveals the following. Fiscal decentralization indeed caused 

changes in community level politics in Indonesia. While about a two-third of the 

communities seems to have maintained the same local political environment over the period 

under analysis, from the remaining one-third, close to 70% transited out from being 

oligarchies to new democracies, and the remaining 30% of them (roughly 10% of the entire 

population) gave up democracy, paving way for new oligarchies (see Table 3). 

In this section we suggest some plausible links between decentralization, political influence, 

local politics and community development. In doing so, we classify local leaders by two 

characteristics: highly educated and local resident. The IFLS data allows us to clearly see this 

classification. It is then likely, and particularly so in a less developed country, that highly 

educated leaders are typically more likely to be wealthy elites and elites in turn, are more 

likely to have better connections with central and district authorities. Also, selection as a 

community leader despite not being a resident in the community is more likely to highlight 

their possible link with the central or the district authorities.  The following assumption then 

seems reasonable. 

Assumption A: [Political Contacts]: Pick a community and consider its leader in 1997. 

Ceteris paribus, (i) Higher education of the leader increase the chances of more political 

influence with both District and Central governments; (ii) Local residence of the leader and a 

larger geographic distance of the community from the District Headquarters reduces the 

chances that the leader has political influence with the District government; given this, (iii) It 

is easier to establish political influence with the District government than the Central 

government.  
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One may suspect that communities which had high central funding in 1997 had leaders with 

political influence with the central government as prior to decentralization it was the central 

government that decided all about fund allocation across communities. It could then be the 

case that such communities were typically governed by highly educated leaders who used 

their political contacts with the centre to sustain power and oppose local elections. We then 

have the following hypothesis regarding the year 1997. 

Hypothesis I  Ceteris paribus, communities receiving larger central grants in 1997 

were more likely to be oligarchic in that year. Moreover, in each such oligarchic community, 

leaders were more likely to be highly educated.  

We now move to political transition. Suppose Hypothesis I is true. Pick such a community 

that had very large central grants in 1997 and had a leader who was highly educated. When 

decentralization took place in 2001, these educated leaders lost the importance of their 

political connections with the central government but could maintain and possibly invest 

more in enhancing their contacts with the District authorities (a possibility that is likely given 

part (iii) of Assumption A). Thus in such communities there is an inertia to remain oligarchic. 

However, an opposite force cannot be ruled out. The possibility of enhancing district level 

contacts by the existing oligarchs could have been reduced if the leader was a local resident 

of a community that is far from the district headquarters.5 In the latter cases, current leaders 

were unable to maintain their local political power and this could have caused a rise in local 

democracies. Hence we have our second hypothesis. 

Hypothesis II  Consider a community that was an oligarchy in 1997. Ceteris paribus, 

decentralization has the following effects on transition of local politics: (a) Higher education 

of local leaders in 1997 decreases the incidence of local democracy in 2007 and (b) Local 

residence of leaders in 1997 increases the incidence of local democracies in 2007. 

We then classify local communities in terms of availability of opportunities to raise local 

funds, calling them accordingly, locally productive and locally unproductive. Such 

differences may have many economic or social causes that affect the economic environment 

                                                            

5 Notice that local residence and distance from the centre could influence the size of central grants in 1997 as 

well. This is perhaps reflected in the distribution of central grants in 1997. However, the impact with district 

grants seems to us more sensitive to residence and distance. 
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of the community. The data set allows us to make this distinction quite easily by looking at 

the size of local funds in 1997 so that communities with larger local funds are presumably 

more productive locally. It is then reasonable to assert that decentralization promotes leaders 

who are more efficient in using local funds in locally productive communities. This is 

because economic development in productive communities is certain to be one of the main 

electoral agendas, so that decentralization is more likely to promote electoral competition and 

local democracies in these communities. Based on these possibilities, we formulate our third 

hypothesis. 

Hypothesis III  Ceteris paribus: (a) Decentralization is likely to increase the 

probability of local democracies in communities that are locally productive as reflected in 

large shares of local funds in 1997 and (b) in communities which do not have leaders with 

political connections (meaning they are either not highly educated or are local residents), 

decentralization cannot harm the process of local democracy. 

Although Hypothesis III is plausible, one should be careful in two aspects. First, incumbency 

of elected leadership may be harmful. That is, even in locally productive communities, if 

local democracy is traditional (in our case this means it is already democratic in 1997), 

incumbent leaders may enjoy certain political advantages that then allow them to perform 

well in elections without having to perform too well in the economic sphere. Hence, it could 

be that economic performance of new local democracies is better than in democracies which 

are sustained. As these negative features of incumbency are more likely to be stronger when 

the incumbent is an oligarch, one may assert that the negative impact of sustenance of 

oligarchy is the highest. However, if there are communities that were democratic in 1997 but 

become oligarchic in 2007, it is not clear if this is because now there emerged local leaders 

with good political links with the district, or is the anti-democratic move driven by other 

unproductive factors.  Hence, the relative ranking of economic performance between new 

oligarchies and stable democracies becomes a truly empirical question. We then formulate 

the following hypothesis to check if this holds empirically in our sample. 

Hypothesis IV  Developmental spending in 2007 is highest in communities that are 

new democracies and lowest in those that are stable oligarchies. The relative performance of 

stable democracy versus new oligarchy in the sphere of developmental spending remains 

ambiguous. 
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In what follows we shall employ empirical analysis to see if these theoretical predictions are 

consistent with the data.   

4.   Methodology 

We build our empirical model based on the theoretical possibilities highlighted in Section 3. 

Since we want to investigate whether the effect of decentralisation on local development 

depends on the underlying nature of political transition (defining the local polity), one needs 

to redress the potential selectivity bias (a la Heckman, 1979) when estimating the 

development spending equation for each type of local polity that we identify, namely, VV, 

VO, OV, OO. When the selection is over a large number of exclusive choices, the 

multinomial logit specification is attractive due to its simplicity. Let ijZ  denote that 

community j (a subscript that we drop subsequently for notational simplicity) is of type i. 

Then,  
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The estimated multinomial Logit equations provide a set of probabilities for the four types of 

local polity in question. Since the dependent variable is discrete in nature, we also calculate 

the marginal effects for each explanatory variables for the selection equation. 

Given the selection mechanism (1), the equation of our primary interest is  
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,' iii XY             (2) 

where iY  is the changing share of development spending for the i-th community type over 

1997-2007. As before, iX  is the set of lagged explanatory variables explaining iY  (see 

further discussion later in this section). The rule is that iY  is observed only when 0iZ . 

Thus, 

,)(')0|( iuiiii vXZYE     (3) 

where 
u

i
u

W





'

 . The parameter i is the Inverse Mill's Ratio for the i-th type community, 

which corrects for the potential selectivity bias. Accordingly, the least square estimates of (3) 

would produce consistent estimates of   and  . Note also that the estimated coefficient   

accounts for the estimated marginal effect, ceteris paribus, of the predicted probability of iZ . 

Our key variables in determining (1) and (3) relate to the measures of fiscal decentralization. 

Following our discussion in section 2, we consider share of central grant and local funds as 

the key measures of fiscal decentralisation, which marks a departure from the existing 

literature. This is clearly linked to our analytical argument that the size of the central grant is 

a measure of the community leader’s link to the centre. Our second argument relates to the 

influence of the leader in the local community (see section 2). In the absence of any better 

alternative (e.g., leader’s income or wealth, which are unobservable), we use leader’s 

education (i.e., whether the leader has senior high school education or higher), which is likely 

to be correlated with wealth and also community residency as a proxy for the leader’s 

influence. 

An essential requirement for estimating (1) and (3) is that there needs to be some identifying 

variables in iX  (as opposed to iW ). In addition to the Inverse Mill's Ratio i , iX  includes 

initial (1997) share of development spending and an index of ethnic fractionalisation in (3), 

which we define below. The initial development spending is included to account for the 

possibility of Barro convergence (Barro, 1999) in spending across communities, if any. Also, 

ethnic fractionalisation has been shown to be another important determinant of public policy 

(see for example, Barro (1999) and Alesina et al. (2000)). The ethnic fractionalisation index 
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equals  i ip 21 , where ip  is the proportion of the i-th ethnic group in the population, using 

the size of three largest ethnic groups in each community as provided by the IFLS. Similarly, 

we also need an identifying variable that is present in the political transition equation (1), but 

not in the development equation (2). To this end, we include a variable measuring the 

distance of the community from the district capital. Proximity to the district headquarters may 

influence the nature of the political link and therefore the probability of political transition.  

The variables which are included in both (1) and (3) relate to community population size, 

religion and rural/urban location. These demographic factors are known determinants of 

political institutions and development (see for example, Barro (1999)).  Communities with 

greater population size may or may not be more likely to be democratic, or that higher 

degrees of urbanisation may or may not foster free and fair elections. In the absence of any 

prior, we thus empirically explore the role of these variables on local polity. While 

characteristics of the leader (secondary and higher levels of schooling as well as residency in 

the community), namely, are known to influence public policy (see for example, Besley et al. 

(2005)), these characteristics are also of relevance for the political transition equation.  

 

4.1. Endogeneity and robustness 

Some may argue that fiscal decentralization was endogenous to expectations over local 

political transitions and local development. Statistically speaking, this is because variation in 

these variables may not have been orthogonal to unobservable factors that jointly determine 

the outcomes studied here. The most widely applied approach to identifying treatment effects 

employs instrumental variable techniques, which rely on identifying an event or a variable 

that is orthogonal to the unobservable factors likely to affect the outcomes of interest. 

However, the randomness assumption made with respect to those instruments is subject to 

much scepticism. Alternatively, economists have also attempted to make use of experiments 

that objectively randomize treatments to asses their effects in the presence of unobserved 

heterogeneity. These randomized experiments too are subject to criticisms that they lack 

generalizability and often do not adhere to the requirement of treatment randomness. 

Accordingly economists and other social scientists have used natural experiments random 

treatments that arise truly by chance. The recent political history of Indonesia suggests that 

the fall of Soeharto and the immediate political decision of the new central leadership of 



13 

 

fiscal decentralization were nearly natural in our context of investigation; thus choice of 

sample years facilitates identification in our case. Ceteris paribus, we determine the effect of 

share of central grant (our chosen measure of fiscal decentralisation) in 1997 (pre-

decentralisation period) to predict the political transition (rather than the political outcome in a 

given year) or the changing share of development spending (rather than development spending 

per se in a given year) over 1997-2007. For potential simultaneity to bias our estimates of 

political transition or changing share of development spending, community leader needs to 

anticipate share of central grant ten years in advance, which can be ruled out without much 

loss of generality. 

A further issue is that local community leaders become directly accountable to the district 

government, especially after decentralisation. While we do not observe the characteristics of 

the districts, the latter may have influenced the nature of local polity. Consequently, we 

control for community fixed effects to minimize any potential estimation bias arising out of 

unobserved community-level heterogeneity. 

There may also arise some problems concerning reverse causality with respect to some of the 

explanatory variables used in our analysis. For example, urban areas are likely to be more 

prosperous and hence may have higher share of development spending. Also they may be 

more populated with higher diversity and hence democracy could be a more convenient 

polity. Note however that both iX  and iW  include one-period (i.e., a decade) lagged values 

of these variables; for potential simultaneity to bias our estimates, the leader needs to 

anticipate the values of these variables ten years in advance, which can be ruled out. Finally, 

one must be aware that over the past two decades, there has been a global force towards 

upholding and nurturing democratic institutions. Perhaps our estimates are then biased in 

terms of such a worldwide trend. Nevertheless, as our results show the reverse trend in many 

local communities, such global trends actually strengthen such estimates against democracy. 

  

5.   Results and Predictions 

Our discussion in this section is divided into two parts. First we report our results on how 

fiscal decentralization affected local politics. We then show the impact of this changing local 
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polity on the changing share of development spending in our sample. All Tables and Figures 

are provided at the end of the text. 

 

5.1   Impact on Local Politics 

From Table 1 (and the observed proportions of each community type from Table 3) we can 

see that the share of central grant for communities which were democratic in 1997 was about 

24%, while that for communities which were oligarchic was about 40%. Hence, it is clear that 

the first part of Hypothesis I holds, that is, communities receiving larger central grants in 

1997 were less likely to be democratic in that year. So now we restrict attention to 

communities which were oligarchies in 1997. Let ];|[ kQOheadshsP  denote the probability 

that the leader of a community in 1997 was highly educated, given that in that year the 

community was an oligarchy and that it had a share of central grant greater than the k-th 

quartile Qk. Our data shows that  .87.0];|[82.0];|[ 31  QOheadshsPQOheadshsP  Thus 

as we move from the lowest to the highest quartile, the probability of head being highly 

educated increases monotonically in oligarchic communities. This lends support to the second 

part of Hypothesis I. Therefore, the consequent theory that is built in Section 3 remains 

plausible. We then move to the next hypotheses. 

Table 2 summarizes the multinomial Logit estimates of the baseline regression model (1) 

while Table 3 compares observed probability with predicted probability of political transition 

derived from the estimates shown in Table 2. Appendix Table A1 shows the corresponding 

marginal effects of the key variables of our interest. 

Table 2 suggests that the probability of any type of political transition depends on the share of 

local funds available in 1997. In particular, higher shares of local funds in 1997 enhance the 

probability of democracy, both for new (viz. column 3) and existing ones (viz. column 1), 

thus providing some support to Hypothesis III. Ceteris paribus, higher share of local funds is 

however insignificant in determining the likelihood of transition from democracy to oligarchy 

(column 2).  

In contrast, the impact of central funds raised in 1997 on this political transition is different 

from that of the share of local funds. In particular, the probability of a community transiting 
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from oligarchy to a new democracy is lower where the share of the central funds available in 

1997 was higher. Second, communities with less central funds in 1997 are more likely to 

retain democracy. In contrast, the share of the central funds available in 1997 remains 

insignificant when a community transits to new oligarchy.  

Third, characteristics of the community leader also play an important role in the political 

transition in our sample. Note that the communities where the leader is more educated tend to 

have higher probability of transiting to a new oligarchy while it remains insignificant for new 

or existing democracies. Also, a leader’s residency in the locality boosts the likelihood of 

democracies (new and existing ones) while it remains insignificant in determining the 

likelihood for new oligarchies. Finally, communities further from the district headquarters 

(DHQ) are more likely to foster democracies (new and existing ones). Hence, there is ample 

evidence in our data that support to Hypothesis II.  

Some other control variables also influence the process of political transition. In particular, 

communities where Islam is the main religion tend to have a higher probability of sustaining 

democracy. In contrast, underdeveloped communities are less likely to transit out of 

democracy.  

We now move to Table 3. Column 1 shows the actual number of communities in each class, 

while column 2 shows their relative frequencies. Finally, column 3 summarizes the means 

and standard deviations of the predicted probabilities of each class derived from Table 2. 

About 71% of the sample communities tend to be politically stable. Among them, 62% 

continue to be democratic even after decentralization, while the remaining 38% remain 

oligarchic. Among the transient communities, 66% are new democracies while the rest are 

new oligarchs. Interestingly, about 10% of the total sample communities turn out to be new 

oligarchs. The predicted probabilities closely reflect these relative frequencies observed in the 

sample, confirming the efficiency of the multinomial logit estimates shown in Table 2.  

Note however that although the standard deviations of these predicted probabilities are 

compatible with the corresponding means, there is some intra group variation that we turn to 

next. While Table 3 reflects the average predicted probability of political transition, Figures 1 

to 4 depict the distribution of these probabilities in the sample. Figure 1 shows that 

communities sustaining democracy were truly and distinctly bi-modal; almost 50% of them 

were highly likely to remain democratic while the rest were highly likely to become 
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oligarchic. In contrast, the probability distributions of new democracies (Figure 2) and new 

oligarchies (Figure 3) tend to highlight a skewed (to the left) pattern; in each case, more than 

50% had less than 10% chance of switching their polity. For sustaining oligarchs (Figure 4), 

about 60% had only about 10% chance of maintaining the polity while about 10% had more 

than 80% chance of doing so. 

5.2. Impact on Local Development Spending 

Table 4 summarizes the selectivity corrected estimates of changing share of development 

spending over the decade (1997-2007) for each type of local political transition, namely, VV, 

VO, OV and OO.6 Since the inverse Mill's Ratio is a function of the respective predicted 

probability of transition, sign and significance of inverse Mill's Ratios allow us to explore the 

variation in changing share of development spending, ceteris paribus, with predicted 

probability of political transitions. In particular, these estimated coefficients are negative and 

significant for VV, VO and OO, while it is positive and significant for OV. In other words, 

whenever the probability of a new democracy rises in a given locality, decentralization leads 

to an increase in development spending, which lends support to Hypothesis IV; otherwise, 

decentralization lowers local development spending.  

Some other findings are interesting too. In all cases, a higher share of initial development 

spending is associated with lower development spending over the decade, thus confirming the 

conditional convergence hypothesis of Barro (1999). 

Characteristics of the community leader tend to influence this change in development 

spending. In particular, the education of the community leader matters (and is beneficial) 

only in stable democracies (i.e. VV). Whether the community leader is a resident member 

seems important (positively) only in stable oligarchies, suggesting the case of preference 

matching. 

Degree of ethnic fractionalization only matters for stable democracies in that local 

communities with a higher fractionalization tend to experience a lower spending in our 

                                                            

6 Note that we also tried to include the share of central grant and local funds in the determination of share of 
development spending. Since these variables were never significant in any specification, we drop them in the 
parsimonious specification shown here. 
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sample. This is compatible with results found by Alesina et al. (2000) and Devarajan et al. 

(1996) for example. 

In sum, our analysis suggests that political connections of local leaders with central and 

district authorities, some decisive features of these leaders and geographical locations of the 

communities in question do matter in determining the impact of fiscal decentralization on the 

nature of local politics and development.  

6.   Conclusion    

The paper attempts to explore whether fiscal decentralization can foster local democracy in 

an economy which is already politically decentralized, and to see if the economic 

consequences of such decentralization are significantly determined by its political impact. 

Indonesia is an important case in point which has a long tradition of political decentralization 

inferred by the Dutch colonial rule, while the country has initiated its fiscal decentralization 

drive early in the Millennium. Using recent 1997 and 2007 rounds of the Indonesian Family 

Life Survey (IFLS) community-level data, the paper finds that fiscal decentralization did not 

necessarily promote local democracy. The most interesting finding is that fiscal 

decentralization fostered local development only if it changed the local polity, as a stable 

local polity, even if democratic, reduced development after the decentralization. 

Consequently, it follows that the emergence of elite capture was not necessarily the worst 

scenario for local development spending. Instead, a long lasting rule of the elite hurt 

development the most in Indonesia.  
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Tables and Figures 

 

 

 Community classification by type of political transition 

 VV  VO  OV  OO  

Share of  1997 2007 1997 2007 1997 2007 1997 2007 

Central grant 0.23 0.08 0.25 0.07 0.43 0.09 0.34 0.01 

Provincial 
grant 

0.04 0.07 0.13 0.09 0.07 0.15 0.41 0.29 

District grant 0.04 0.34 0.35 0.40 0.05 0.41 0.15 0.34 

Local funds 0.65 0.50 0.19 0.44 0.41 0.35 0.01 0.36 

Development 
spending 

0.67 0.54 0.56 0.57 0.52 0.54 0.53 0.40 

Table 1: Descriptive statistics of central funding and local spending across different types of 
communities in 1997 and 2007.  

 

 

Note on community classification 

VV: Voting in 1997 and 2007 (stable democracies) 

VO: Voting in 1997, but oligarchy in 2007 (new oligarchies) 

OV: Oligarchy in 1997, voting in 2007 (new democracies) 

OO: Oligarchy in 1997 and 2007 (stable oligarchies) 

 

 



19 

 

 

 (1) (2) (3) 
VARIABLES voting-voting voting-oligarchy oligarchy-voting 
    
Central grant ‘97 -2.888** -9.148 -2.566* 
 (1.462) (5.160) (1.510) 
Local funds ‘97 6.272* 0.595 7.560* 
 (3.689) (4.235) (3.992) 
Leader resident 0.0488** -0.0304 0.0191 
 (0.0197) (0.0197) (0.0149) 
Leader high sch ‘97 -1.239 21.68*** -1.361 
 (1.323) (2.525) (1.088) 
Population ‘97 0.0851 1.852 0.160 
 (0.750) (1.222) (0.684) 
Hhs with sch. ‘97 -3.752 17.99*** -3.435 
 (5.201) (6.794) (4.126) 
Ethnic hety ‘97 -1.205 -8.233 1.230 
 (3.491) (5.348) (3.002) 
Rural ‘97 1.426 3.936 -0.0497 
 (1.642) (2.459) (1.332) 
Islam ‘97 3.150** 7.07 2.268** 
 (1.605) (5.471) (1.146) 
undev97 1.068 -45.05*** 1.177 
 (1.131) (5.580) (0.839) 
Distance from 
DHQ 

0.244** 0.712 0.360* 

 (0.109) (0.634) (0.202) 
Intercept Yes Yes Yes 
District FE Yes Yes Yes 
Log-pseudeoL -78.6040   
Pseudo R2 0.6358   
Observations 180 180 180 

Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1 
Oligarchy-Oligarchy is the base category 

Table 2: Multinomial Logit Estimates of the Probability of Political Transition 1997-2007 
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Community 
Classification by type of 

political transition 

(1997-2007) 

(1) Number of 
communities 

(2) Observed 
probability 

(3) Predicted 
probability 

Mean (sd) 

Voting-Voting 89 0.44 0.45 (0.38) 

Oligarchy-Voting 38 0.19 0.19 (0.17) 

Voting-Oligarchy 20 0.10 0.10 (0.11) 

Oligarchy-Oligarchy  55 0.27 0.26  (0.34) 

Table 3: Observed and Predicted Probability of Political Transition. 

 

Note on community classification 

VV: Voting in 1997 and 2007 (stable democracies) 

VO: Voting in 1997, but oligarchy in 2007 (new oligarchies) 

OV: Oligarchy in 1997, voting in 2007 (new democracies) 

OO: Oligarchy in 1997 and 2007 (stable oligarchies) 
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 (1) (2) (3)  (4) 

VARIABLES VV OV VO OO 

Initial share of dev 
spending_97 

-1.106*** -1.008** -1.676 -1.135*** 

 (0.163) (0.340) (3.068) (0.302) 
Population size 97 -2.18e-06 1.16e-05* 1.68e-05 -1.45e-05 
 (5.07e-06) (6.91e-06) (3.20e-05) (9.43e-06) 
Ethnic heterogeneity ‘97 -0.144* -0.0116 1.078 0.0696 
 (0.0754) (0.147) (2.538) (0.537) 
Rural ‘97 0.193** -0.0871 (dropped) -1.031 
 (0.0937) (0.153)  (0.932) 
Islam ‘97 0.435*** 0.416* 0.304 -0.435 
 (0.108) (0.199) (0.475) (0.351) 
Head’s education>= 
senior high school ‘97 

0.158** -0.130 (dropped) 0.0168 

 (0.0648) (0.178)  (0.196) 
Head is a resident in the 
community ‘97 

-0.0732 -0.213 -0.388 0.169* 

 (0.0792) (0.169) (0.290) (0.101) 
Mill’s ratio - 0.0616* 0.0263** - 0.234* - 0.124** 
 (0.0302) (0.012) (0.123) (0.05) 
Intercept YES YES YES YES 
District FE YES YES YES YES 
R-squared 0.449 0.630 0.793 0.619 
Observations 89 38 20 55 

Robust standard errors in parentheses   *** p<0.01, ** p<0.05, * p<0.1 

Table 4: Selectivity-corrected estimates of changing share of community-level development 
spending. 

VV: Voting in 1997 and 2007 (stable democracies) 

VO: Voting in 1997, but oligarchy in 2007 (new oligarchies) 

OV: Oligarchy in 1997, voting in 2007 (new democracies) 

OO: Oligarchy in 1997 and 2007 (stable oligarchies) 

 

 



22 

 

0
1

0
2

0
3

0
4

0
P

e
rc

en
t

0 .2 .4 .6 .8 1
Pr(change07==1)

Predicted probability of V-V

 

Figure 1: Distribution of the Predicted Probability of Stable Democracies 
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Figure 2: Distribution of the Predicted Probability of New Democracies. 
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Figure 3: Distribution of the Predicted Probability of New Oligarchies. 
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Figure 4: Distribution of the Predicted Probability of Stable Oligarchies. 
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Appendix 

Table A1. Multinomial logit marginal effects of political transition, selected variables 

1 2 3 
Variables voting-voting voting-oligarchy oligarchy-voting 

Central grant ‘97 -0.88064** -0.00001 -0.896678** 
0.36726 0.00006 0.36365 

Local funds’97 0.0752* -0.00005 0.091777** 
0.03774 0.00004 0.037087 

Leader Resident 97 0.22478* -0.00019* -0.09239 
0.13306 0.00011 0.21687 

Leader schooling 97 0.015549 0.0006** -0.02706 
0.26417 0.00003 0.26377 

 

 


