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Introduction

Theoretical supports for decentralization originatéhe informational advantage and
coordination (policy enforcement) capability of &government. Although informational
advantage can be secured by adopting a pro-maokey pa market system alone may not be
sufficient to establish an effective coordinatidrihee local level unless the decision making is
decentralized. Other justifications for decentiatian include: raising efficiency through
reduced transaction costs, diffusing social andipal tensions, strengthening people’s
participation, and ensuring political and cultumatonomy. It is not surprising that waves of

decentralization occurred in many countries overgast few decades.

But the post-decentralization performance in masnyntries has not always been consistent with
the promise. In some cases, the welfare effeceoéutralization is either small or even negative.
Imperfections in local provision and poorly trainedal bureaucrats are among the suggested
reasons (Prud’homme, 1994; Tanzi, 2002). Althoumfceptually corruption should be more
difficult to commit under decentralization (Huth&iShah, 1998; Fisman & Gatti, 2002),
problems due to lack of coordination in extractiompes at the local level may lead to ‘excess’
rent extraction (Shleifer & Vishny, 1993). Some lgats suggest that the justification for
decentralization should be based on the politicahemy explanation (Besley & Coate, 1999).
Others argue that to be successful, decentralizatiould entail democratic, fiscal, and

administrative components (Manor, 1999; Binswan$e99).

Indeed, despite promising potential benefits, deeénation also carries some risks. There is a
risk that local governments will create entry bensiin order to generate local-own activities or
simply to raise local own revenues. The generaléany that a collusion among interest groups
can be more cohesive at the local than national Jend is more difficult to break, may cause

the implementation of local projects less efficibatause of the insistence that they must be



executed by the locatsDecentralization can also undermine problems ecehy externalities,
and it can carry the risk of macroeconomic instgldimilar to what happened in many Latin

American countries during the 1970s and 1980@itcal debt and fiscal deficits).

But perhaps the most significant risk is the spr@fddcal captureespecially in regions with
high degree of income disparity. Since the posgjtmif power sharing between contesting
parties is typically smaller at the local thanket hational level, in general the likelihood of
capture by elites is greater at the local thahatiational level. Yet, the verdict regarding the
relative proneness of local and national governsienstill out (Bardhan & Mookherjee, 2005).
Lack of operational details about what the regioousd do also contributes to the greater
likelihood of capture at the local level. Meanwhileck of clear performance indicators make it
difficult to evaluate whether most benefits of d@calization had gone to majority of people or
only to local elites. It is not uncommon to findsea whereby district heads became “small
kings” who are accountable to neither central autiles nor local constituencies. As a result,
voices and accountability pressures are limitedpie the fact that they are central to the

functioning of democracy.

Evaluating post decentralization performance ingslguality of the policy itself, as well as
institutional constraints that operate within tlygstem. Negative welfare effect can be the result
of wrong policies, but it can also be the prodiuaight policies with wrong institutions. In some
cases, policy matters more than institution (Heailler, 2008), in others institution matters
more (Rodrik, Subramanian & Trebbi, 2002; Easté&lyevine, 2002). Referring to the case in
Sub-Saharan Africa, Sachs (2003) argues thatutistit matters, but not for everything.

The current study focuses on the role of instinaidactors in decentralization. It is argued that
the welfare effect of decentralization policy deggenrery much on the local accountability and
other institutional settings such as local captuoi;es or people’s participation, and the
incentive system for local leaders. Initial welfagndition and size of local budget also matter,

! When a specific project is related to an impdrtarget such as poverty alleviation, the inefficig causes not
only the target being unmet but income disparigpaliorsens as only selected local interest groapsenefit from
the project.



but quality of local leader plays a more importané in determining how these factors influence
welfare. More particularly, different types of sedinforcement factors dictate leader’s behavior
that can reinforce different types of progressisTneates an evolution between welfare and
institution. The analysis suggests that in a dyeasatting, institutions ought to be treated

endogenously

In conducting the analysis, a coordination ganueigeloped to depict the implied behavior of
local leader. The important role of leader’s quait subsequently incorporated in a simple
model that captures the welfare effect of decemaaibn given local capture. The model
mechanism results in multiple equilibria, and iggests that people’s participation holds the key
to the success of decentralization. To test thielisabf the model, | use Indonesia as a country
case because of the unique (big-bang) nature aklsent decentralization policy. For this
purpose, a series of field survey were conducte®iregions throughout the country over the

period of 2008-2009 (see the Map for the survegtioas).



The organization of the report is as follows. Tinstfsection discusses the proposed model,
including the setting of a coordination game tostrate the role of local leader’s implied
behavior. It is shown how the model mechanism ead ko multiple equilibria, consistent with
what has been observed in many countries inclulidgnesia during the post-decentralization
period. After giving a brief history of Indonesialecentralization and discussing the country’s
post-decentralization performance based on sonmdacy data, | begin to focus in the last two

sections on the applications of the model basetth@ffield surveys.

Endogenous Institutions in Decentralization: Theory& Model

An "institution" is described as a system that ¢sis<f rules, organizations, beliefs, internalized
norms, and implied regularity of behaviors. Nort8%3) argues that together these factors
define the incentive structure of societies and#igally economies. Greif (2006) asserts that
this system is equilibrium if the implied regulgraf behaviors to follow the rules are best-
responses to the beliefs and internalized norntsatiesformed by the implied regularity of
behaviors$ Many policies may fail to achieve their objectvgecause the institution in which
these policies or rules were elements of was negirilibrium? In what follows, the concept of
equilibrium in the context of decentralization igpkined in terms of two notions: first, the
outcome of actors or players’ strategies, the pkeing local leaders, local elites, and citizens;
second, the outcome of the interplay among ingtitad and other relevant factors, more
particularly local capture, participation, initiednditions, budget size, and quality of local leade

that defines the welfare effect of decentralization

The basic framework capturing the interplay ofitngibnal factors is shown in Figure 1 with the
following interpretation: decentralization polic) with direct election for local leaders

generates ‘local capture’ (L). However, the effeick. on local welfare (W) varies: in some

2 Persistence or inertia, institutional path depewe, or steady-state equilibrium in institutioseiting are among
the terms used to describe the study of endogenetittional change.

% Equilibrium in a more practical term means thetre is no individual or a group of individualstthas an
incentive to deviate from an agreement or whatésipusly agreed. In other words, an institutibattis in
equilibrium consists of rules in which targetediuiduals have incentives to follow the rules. Thadaw regulating
issuance of driving licenses may not be effectigeause bribing public officials renders it morefppable and time-
saving.



regions the effect is positive (“positive local tae”), in others it results in a “negative local
capture.” Among various factors that determinedtiect of L on W, three stand out: initial
welfare condition (S), people’s participation (B)d size of local budget (F). Note that the
resulting W determines the subsequent level obimtbndition S, that is, the steady-state level
of initial welfare is influenced by any perturbatgin the system that lead to changes in W,
hence S in the subsequent period. The implied nmésimg also explicate the persistent gap

between poor and rich regions observed in manytdesr(explored later).

Figure 1. Basic Framework

mowgr

The key question is, how the interplay of all fast{v) works to influence the effect of local

capture on welfare:
V:[L3#® W]

| will return to this task later. Meanwhile, on tbquilibrium outcome as a result of strategies by
local leaders, local elites, and citizens, the ysialpoints to the importance of self- reinforcing
(SR) factor. To the extent that the quality of ldeader influences the way people’s
participation and local budget generate eithertp@sor negative local capture, hence the level

of welfare (W), a 3-player coordination game is@leped to capture the most relevant scenario



for the country case study. In a paternalisticestycifor example, the role of local leader is

shown to be the most crucial in determining thegaffetct of decentralization.

a. Self Reinforcement Factor & Quality of Local Leader A Coordination Game

Two important features to study the theory of ershagis institutional change are quasi-
parameters and institutional reinforcemé@tuasi-parameters are parameters that determiie sel
enforcibility in the short run but are endogenoustyermined -and hence variables- in the long
run. Quasi-parameters may take the forms of payaifthe players or actors that change over
time, such as economic gains in the next perioah fotaying or acting a certain strategy today.
Implied behaviors may change due to a change igen@us parameters, such as payoff values
in game theory, but as implied behaviors chandese exogenous parameters may
endogenously change, resulting in either neutaditive, or negative self reinforcement (SR) of

the current implied behaviors (Greif, 2006).

Positive reinforcement of an implied behavior assult of a change in quasi-parameters results
in thepersistencef that implied behavior. In other words, thispied behavior is positively
self-reinforced. On the other hand, negative recdment of an implied behavior as a result of a
change in quasi-parameters results in underminintigad implied behavior. After some periods,
this implied behavior ceases to exist as it negatigelf-reinforces. Neutral reinforcement
results in no change of that implied behavior, redlyt self-reinforces. To clarify the description
of reinforcement, an implied behavior is calleqpositively) self-reinforce if the existence of
this implied behavior changes the quasi-parambtgrmakes this implied behavior more likely
to self-inforce. Persistence of an implied behaisdhe result of positively/neutrally self-
reinforcing implied behavior. Quasi/exogenous peter may not change if there is no
observable change in behaviors. In the contegkeoéntralization, economic gains from
cooperation by local leaders and local elites ¢thainge over time given cooperation or non-

cooperation in the previous period can be regasdegliasi-parameters. For example,

* Institutions can be categorized into three typesitively self-reinforcing institution, neutralgelf-reinforcing
institution, and negatively self-reinforcing instibn.



cooperation today by local leader and local elitates positive institutional elements that make

cooperation tomorrow more beneficial to both ofnthe

Definition.

Self-reinforcement factors can be categorized in&following types:
1. Positive, if a1-at> 0

2. Neutral, if &1-at=0

3. Negative, if a1-at< 0

Lemma.

In an infinitely repeated, coordination game, cemgiive behaviors by local leader and local
elite are self-reinforcing given that the self-f@ircement factor is either positive or neutral,
while cooperative behaviors by local leader andalaglite are not self-reinforcing given that the

self-reinforcement factor is negative, for any digat factor.

Proof.

(i) Non-corrupt institution with neutral reinforceant, where a1-a:= e= 0, is self-reinforcing
since non-corrupt institution is a Nash Equilibriumthe one-stage game.

(i) Non-corrupt institution with positive reinfoetnent, whereta-at= e> 0, is self reinforcing
since non-corrupt institution with positive reinf@ment is a Nash Equilibrium in the one-stage
game.

(iiNon-corrupt institution with negative reinfoement, whereta-a:= e< 0, is not self-
reinforcing since after some T periods<h, and players will deviate from the cooperative
strategy.

Q.E.D

In a three-player coordination game, define stiategf each player by either “cooperate” (G,

for “Good behavior”) or “defect” (B, for “Bad behav”). ® The three players are: Local Elite

> A coordination game is a game that gives pasipayoffs only if the players coordinate, and zeroegative
otherwise. “Cooperate” or “Good behavior” here magan cooperation that benefits the society ortow|fare,
while “Defect” or “Bad behavior” here may mean ceogition that hurts the society or social welfa@allusion and



(LE), Local Leader (LL), and Citizens (C). Eaclay#r has two possible pure strategies in the

one-stage game: Cooperate or Good Behavior (Gpaifelct or Bad Behavior (B).

Table 1. A Three-Player Coordination Game

In the above Table, there are two pure one-stagh Eguilibrium: (G,G,G) and (B,B,B)Let &

be the payoff of each of the players from all coafieg. Assume®&20, and ai-a (or <) 0,
wheret=0,....... . Similar to the proof of Lemma above, (G,G,G)af-seinforcing (or not
self-reinforcing) for any discount factor. Welfasethe sum of the payoffs of local leader, local
elite, and citizen. If (G,G,G) is self-reinforcindpen the society (local leader, local elite, and
citizen) could earn 60 in period 0, and 6§+or t > 0, assumingra-a=efor all t > 0 (time-
invariant self-reinforcement factor). This refleetbigh-welfare society. If (G,G,G) is not self-
reinforcing, then (B,B,B) is the only sub-game petfNash Equilibrium in pure strategies in this
infinitely repeated game (Friedman, 1971), wheetg earns 18 in period t0. This can be

called a low-welfare society.

Suppose there are three possible scenarios. Sednawoperation today makes cooperation
tomorrow more likely; scenario 2: cooperation todagkes cooperation tomorrow neither more
nor less likely; and scenario 3: cooperation toalakes cooperation tomorrow less likely. It can
be shown that in an infinitely repeated three-play®rdination game, all players “cooperate”

corruption can be examples of “Defect” or “Bad bebd while establishing joint public-private welia programs
can be examples of “Cooperate” of “Good Behavior”.
® A Nash Equilibrium means that there is no inagnfor a unilateral deviation.



are sustainable under scenarios 1 and 2, but wietr wcenario 3 (see Azis and Wihardja, 2008,

for the proof of the propositior).

Starting from (G,G,G), any defector will be "puresti by a lower payoff given the other two
players do not defect. However, the degree ofghunent is different for local leader, local
elites, and citizens who defect. A local leadepwlefects from (G,G,G) is punished the least
with a decrease in the payoff of (15;+where is the self reinforcement (SR) factor, local alite
who defect are punished with a decrease in thefpal0), and citizens who defect are
punished with a decrease in the payoff of (18)e diagree of punishment from defecting is
inversely related to political power. If startingin (B,B,B), any good cooperation will be
"punished" by a lower payoff given the other twaydrs do not cooperate. The degree of
punishment from cooperating in this case is poalyivelated to political power. However,

welfare will be improved if one of the players ceogte.

Table 2. Sensitivity Analysis

" Note that as long as the properties of a cootidin@game are maintained, including multiplicitymire-strategy
equilibria under either “all cooperate” or “all @et”, then the result still holds given any paywiitrix.



Given a relatively small SR factey the above scenario clearly shows that societgléane is
smallest if local leader defects. This reflectsaatemalistic system in which local leader plays a
most crucial role in determining the welfare effettlecentralization. Another way of showing
the role of local leader is by comparing scenanoshich only one of the players decides to
either cooperate or not cooperate. From the seitgiinalysis, it is shown that should local
leader cooperate while others do not, social weletl be highest (2%). On the other hand,
should local leader choose not to cooperate wlilers cooperate, social welfare is lowest (19-

€); see Table 2.

How do the above coordination game and the unawylgehaviors of players relate to the initial
welfare condition (S) and participation (P)? NegatSR can be associated with a low-level of
initial welfare (low S). In regions with high powgreducation level of the citizens is generally
low. As a result, participation is also low. Highsts of educating the citizens, say, about health
to make health programs work effectively, make enpénting health programs unattractive to
LL and LE. Hence, they stay away from health caowigion altogether. As a result, the next
period’s welfare will still be low, poverty remaihggh, participation is low, and the
attractiveness to implement the program also caasrio be low, if not lower fa-a=e < 0). In
another case, despite high initial welfare the ityiaf local leader can be low in such that
citizens are not motivated to participate. Theneasncentive for LL to continue to cooperate
since no gain can be reaped in the next perieddas e = 0). In the case of positive self
reinforcement (su-a = e > 0), the initial level of welfare is high. Motited citizens to participate
in regular local forums increase local participatiand thus generating higher welfare in the

following period.

(G,G,G) is when all players cooperate well; thithis case of "positive local capture.” An
example of (G,B,G) is when local elites defect frgood cooperation, and because local leader
and citizens do not defect, defecting local eNtdkbe punished, such as being put to jail,
although welfare will decrease from that of thehhwgelfare state of (G,G,G). An example of
(B,G,G) is when local leader defects from good @vapon. Since local elites and citizens do

not defect, the defecting local leader will be ingid, such as being put to jail. An example of



(G,G,B) is when citizens defect from good cooperatBecause local leader and local elites do
not defect, defecting citizens, say, a common lessman, will be punished, e.g., being put to
jail. Since local leader has the most politicalvpo, punishment to the defecting local leader is
the least severe but the loss to welfare is thatgse

An example of (B,B,B) is when all players defebistis the case of "negative local capture.” An
example of (G,B,B) is when local leader initiat@®d cooperation, in which case welfare
increases, although the local leader's payoffugtdecause local elites and citizens still defect.
Failures of good policies because local elites@tizens are not cooperating are examples of
this case. An example of (B,G,B) is when locaiesliinitiate good cooperation, in which case
welfare increases, although local elites' payoflbvger because local leader and citizens still
defect. Collusion, cronyism, or nepotism betwesral leader and a common businessman could
hurt local elites. An example of (B,B,G) is whetizens initiate good cooperation, in which

case welfare increases, although citizens' pagdfill lower because local leader and local elites
still defect. Collusion, cronyism, or nepotismveeéen local leader and local elites hurt common
businessmen. Since local leader has the mosigabitower, initiation of a good cooperation by

local leader increases welfare the most, followstbbal elites then citizens.

The above proposition says that if cooperationyduaall players results in weakly higher
payoffs from cooperation tomorrow, or cooperatiepaositively or neutrally self-reinforced,
then “all cooperate” in each period is an equilibri However, if cooperation today by all
players results in strictly lower payoffs from ceoation tomorrow, or cooperation is negatively
self-reinforced, then “all defect” in each periedie unique pure-strategy equilibrium. In the
former case, high-welfare state is sustainablelenhithe latter only low-welfare state is
sustainable, which explains the persistence ofu@Mare state driven by some negative SR

factors.

In real life, “all cooperate” might change the ihdional setting. Take the case of a fair election
that results in a new policy. This new policy magikase the payoffs that accrue to political and

business elites as well as few selected citizeh#gewhe same policy in a very rich region may



increase the payoffs that accrue to the political lausiness elites as well as a few selected
citizens. In such a case, “all cooperate” in tHefing period decreases the payoffs from
cooperation in the very poor region while it inges the payoffs from cooperation in the very
rich region. Thus, the only sustainable high-wefstate is in the rich districts, while the only
state that is sustainable in the poor regionsdagtior-welfare state. This explains the persistence
of low-welfare and high-welfare states that areagighously determined by the initial levels of

welfare (S) which are characterized by distinctiinsonal complexe$.

This and other mechanisms showing the persistendgsfunctional institutions and the case of

multiple equilibria are discussed next by way ofdifying the basic framework of Figure 1.

b. Local Capture, Multiple Equilibria & Policy Implica tions

The extent and severity of accountability and lazglture problems depend on the following
factors: (1) Pre-existing distribution of powertla¢ local level, e.g., allocation of social and
economic power within communities; (2) Lobby andhgaign contributions by wealthier
groups; (3) Fairness and regularity of electiomst @) Transparency in local decision-making
processes. Establishing these conditions may redqustitutional and bureaucratic reforms, yet it
is precisely this type of reform that is most aiffit to conduct. Overcoming institutional factors
is always more difficult than choosing the politseif. It is complicated, involving a strong
path-dependence, and often frustrating. Absentei®feform, higher local capture produces

lower benefits of decentralization.

Literature on institutional perspectives streskesinportance gbarticipatoryprocess. The
degree of political participation differs betweeayuntries and regions. One of the most
determining factors is the initial welfare conditicepresented among others by HDI and the
level of poverty and income inequality. Greatemuality and larger proportion of the poor

Self-reinforcements factors may of course expedganmgenous shocks in which low-welfare statesralteng
with high-welfare states. A district is also mdikely to experience time-variant self-reinforcerhéactors and
hence, in real life, the dynamic process of insbhal change and welfare is more complicated thiat is
illustrated in thisnodel.



imply a smaller fraction of informed voters or lawmlitical awarenesscéncavity i.e., upward
mobility at lower end tends to raise political aasaess more significantly than at higher end).
When awareness is low, critical voices and the ggsof check-and-balance are constrained.
This can limit the quality of public services aime twelfare outcome of decentralization in
general (Azis and Wihardja, 2008).

Figure 2. How Local Capture Affects Welfare: Fulafmework

moowgr

All of the above are associated withality factors. Each of them can be adversely affected by
the intensity of local capture. While quality isportant, however, the number and size of
activities and public services also influence tlaerall performance of decentralization. The
guantitythat local government can generate depends ngtoonihe size of local budget but also
the management of ftlronically, under some circumstances the sizéefidudget can be
positively affected by local capture, that is,a€al leader is of Type-A (to be explained later),
and local elites are powerful and wealthy. Und@hstircumstances, local policy makers can
operate using resources in excess of the officidgbt. Thus, givequality factors, greater local

° Revenue decentralization and central-local firericansfer without clear expenditure assignmeetliely to fail
the “money follow function” principle. They are natlfare enhancing, especially when the capacityuafget
management is limited and are prone to corrupti@haverprovision.



capture can still be welfare-improving (see rela#2 in Figure 2 that depicts the full framework

capturing the role of local capture).

To reiterate the key question related to Figuraided earlier, it is important to understand how
the spread of local capture (L) during electioredeines the welfare outcome of
decentralization (W). More particularly, how théeet is influenced by the extent of people’s
participation (P), initial level of welfare (S), @size of local budget (F). As argued earlier, the
extent of participation is influenced by the inlitreelfare through informed voters and high

political awareness.

Based on the analysis of implied behaviors in adioation game described earlier, the role of
quality of local leader (Q) is critical. Observatgfrom the field survey show that the effect of L
on W associated with Q are ambiguous; some leaderable to take advantage of capture to
augment local budget (Type-A leader), others atehte to do so (Type-B); see relation'és.
Also, in some regions the leader is capable ofvattig local citizens to participate in most
development programs, while in others this is hetdase (relation e7).

The dynamic mechanism of the system is capturedchgrathers by relation €9. For example,
low initial welfare (S) as a result of negativedbcapture will negatively affect W and S in the
subsequent period. Through relation €5, this magdseciated with a low level of participation
(P), creating a persistent evolution of low-welfatates and low-quality institutions. The
possibility that local capture can generate positirelfare effects provides a more complex yet
useful analysis with direct policy implications.ciin be shown, for example, that a policy to
enable greater participation is superior to ottierative policies because the welfare effect is

higher given a (lower) level of capture.

191t is wrong to suggest that the central and tlwipcial governments should retreat into minimaiéde. On the
contrary, they should play an activist role in cocithg the necessary reforms. It is also the resipdity of the
center to facilitate institutional supports foruresessful decentralization. These include suppligetinical services
toward building local capacity, promoting mobiliiat of people in local participatory developmerslging to set
quality standards, auditing and evaluation, praxgdiupra-local support to local finance (includireng
responsible in the coordination efforts to optimizeernalities across regions), and investing, wiegessary
jointly with local government, in infrastructurehis is particularly important for large countrieghwdiverse local
conditions and capacity.



Local capture L, participation P, and initial wedeS (poverty and inequality) represent the
guality component of institutions in decentralization. Biee of local budget F, on the other
hand, represents tlgeiantity Consider the following welfare function:
W()=W(L,S,P,F) 1)
Under a standard condition,

11\/\/(% TW(. ™) w(,)

<0 Oge>0 po Y >0

Since F is affected by L, decomposing (1) into gquand quantity components gives

W() = H(L,S,P).F(L)

F(L
where TH (%L an‘gj ( %L aregireal quality and quantity, respectively. From

Y HY.
T“N(%L_ﬂFﬂLH(.)J (%LF(L) o

Iti ified that i t casdsi ()

is specified that in most cas /ﬂL <0

However, a good quality leader capable of motiyaparticipation (relation e7) may

generate'ﬂH (%L >0 , making the signﬂyf(%l_ indeterminate.

As discussed earlier, on the quantity side thecetielocal capture can be negative or positive
depending on the type of local leader (relation #2pcal leader is of a favorable type (Type-A),

e.g., motivated to foster regional welfare by augtimg the size of local budget available for

development, the first term of equation (2) carpbsitive. Otherwise, it will be negative (Type-



B). Thus, from quantity and quality perspectives tiet effect of rising local capture on welfare

depends on the quality of local leader (Q).

While the signs of‘"H (%L angF(L%L are uncertain, however, somewhere iwéen

there exists a critical value of H and F such thateffect of rising local capture leads to

'HW(%L >0

When this occurs, the system produces a backwardig curve shown in Figure 3 with
multiple equilibria, i.e., O, M, and ¥

Figure 3. Relation Between L and W: Backward Begdurve
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The goal is either to raise W given local capturei,. minimize local capture L given W. The

latter is equivalent to finding lowest L along thertical line P. Reducing income inequality and

1 Note that participation (P) is independent oftae@ Indeed, many studies have revealed thaicjgation is
influenced by other factors such as socio-cultynatescribed family (household heads, spousestagge), and
gender roles (married woman with children). Seesfample a study on the subject using IndonesitmtiaBeard
(2005). While defining participation is not easy|east the following elements should be entaitegresentation,
empowerment, benefits for all, and poverty reduc{Blair, 2000).



poverty will facilitate such a goal since shiftittge bending curve leftward will guarantee a new
equilibrium with lower intensity of local capture.g., N1 and N2 in Figure 43.

Figure 4. New Equilibrium Achieved By Lowering Ingility and Poverty
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Figure 5. New Equilibrium Achieved By Raising Peipiation
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12 Recall that lower inequality and poverty tenddaise political awareness that can reduce the sitieaf local
capture.



Another policy direction to insure a low capturédgaise participation; this is depicted by a
rightward shift of the vertical line P. As shownhkigure 5, such a policy turns out to be superior
as it produces not only a lower capture but ale@ber welfare at the same time. The low
capture is supported by greater accountabilityehdity, this can be achieved when the following
are present: (1) Clear specifications of the taskegional government; (2) Clear performance
indicators with appropriate incentive systems ;N8)conflicting regulations, e.g., laws on
mining, forestry, and environment; (4) Conducivstdbution of socio-economic power, i.e., not
dominated by wealthy powerful groups; (5) Transpayen decision making; and (6) Fair and

open direct election of regional officials and eg@ntatives.

Based on the above specifications, a typology cdlliteader emerges (Table 3). The most
desirable condition, “Complete” progress, is achiewhen participation and/or initial welfare
condition is high, and at the same time local leaslef Type-A. If TH O/‘ITL <0 ,evaitha
type-A leader the expected outcome is not “Completegress. This confirms that participation

holds the key to the analysis.

Table 3. Typology of Local Leader and Decentral@aOutcome



In this study, the implied behavior hypothesis lbase the coordination game, and the prediction
of local capture model with multiple equilibria atyphology above are applied in a particular
country case. Indonesia is selected as a cased®eodiis big-bang nature of her recent
decentralization process detailed below.

A Case Country Study: Indonesia

Having experienced a short period of democrachénlt950s, and a highly centralized system
for 32 years during the New Order government, Iredignembarked on experiments in
decentralized development and local democracyeatutin of this century. Unlike in other
countries, the process was swift and big-bang tareaThe rushing decision to decentralize was
made under high uncertainties in which politicastildy showeredGOLKAR-the political party

of the then-President of Indonesia-, the armedefmrand the then-President himself. Relying on
the information from a group of political experthevargued that decentralization, a clear sign of
reformism, would save him from electoral suppottthe sub-national level, the law was passed
in 1999. Although theories argue that decentrabnamay put constraints on Leviathans,
promote competitions and is a predictable outcofreefall of autocratic rule (Alesina and
Spolaore, 2005), Indonesia’s extreme decision tewlialize took place under pressures to save
old authoritarian-era legislators from politicaldtitities and appease the people during the 1997
financial and political crisis.

The inadequacy of supporting infrastructure anddbk of preparation made the policy change
prone to various pitfalls. Even with the potenti@sstronger growth due to a low base created
after the 1997 financial crisis, most regions faite match the economic growth and welfare
improvements that they achieved prior to the deeéination. More seriously, the questionable
functioning of local democracy as an accountabitigchanism led to a widespread incidence of
elite capture of local governments, constrainirgdbhievement of the benefits of
decentralization (Azis, 2008). A decade after daedimation, the presumption that local
democracy will impose accountability pressure atied officials does not seem to be well in

place. Limited participation, low welfare and logwel of development in many regions,



combined with poor quality of local leaders wereoaign the important factors that led to such an
outcome. At any rate, the unique feature of Ind@iegxperience with decentralization seems
most fitting for the purpose of testing the releswof self reinforcing behavior and multiple
equilibria. The rest of the research report willgHocus on the application of the earlier
discussed theory and model in the Indonesian dasbave a better perspective of the country’s

recent experience with decentralization, a brisfdry is warranted.

a. Brief History of Decentralization

Indonesia’s first post-war attempt to decentradizss in the 1950s, when the nationalist
government of Sukarno tried to respond to the spoéassertions of regional autonomy and the
growing rebellious movements in Sumatera and Eastelonesia. Despite the hostility towards
federalism during that time, under pressure theeguwnent passed the Laws in 1956 and 1957
that allowed elected assemblies at the provincidldistrict Kabupaten/Kotalevels to choose
their local executives, and provided guaranteegqntions of state revenues for théhhis

early attempt failed as the subsequent attack @pdhnliamentary system eventually brought in

‘Guided Democracy’ that essentially strengthenedrévolutionary authoritarian government.

At the time, the central government did not re@llye control over many regions. This was
significantly changed under the Suharto New Orasegiment. By enforcing a military control
to secure the territorial integrity of the UnitdRgpublic of Indonesia, and after revoking the
1950s Laws, the New Order government passed a a@nwNo.5. in 1974, stipulating that
provincial governors should be chosen by the cegtraernment, and the province would
receive their budgets and guidelines from the e¢gmvernment. In 1979, another related Law
was passed (Law No.5. 1979) which stated thatlgwtaral process of village heads and
councils was to be conducted in a uniformly top-ddashion. Such a centralized system lasted

for the next 25 years.

3 In Aceh, the practical grievances toward the @ movernment were essentially about the lossiafromy and
control over local resources (Feith, 1962). Follagvthe Aceh declaration of independence in 19%8napromise
was made to put an end to the rebellion by graricgh a “Special Territory' status in 1959 with siderable
autonomy in religious and educational affairs, andustomary law.



Two important developments occurred during thaiqoeRealizing that the unity and stability

of the country could be maintained only if the vaedf of the majority improved, economic
development became the New Order government’stiopiy. The oil price increase in the mid
1970s provided additional financial resources todb@uch a priority. As a result, a steady
economic growth brought infrastructure developméntgrious parts of the country. Even
though the quality and the geographical distributdd many built infrastructures were
guestionable, and the process was marred by pa@rigance (corruption, administrative faults,
lack of participation, and other institutional weakses), the relatively large number of built
infrastructure was able to help improve the cousatspcio economic conditions and reduced the
poverty incidence in many regions. Thus, the evigesf the New Order era showed that a
centralized system with questionable quality ofgoance could also be welfare improving. But
the episode also demonstrated that rising weadtimdi automatically increase democracy as

some analysts have suggested.

Despite the welfare improvements, however, inteoreg) disparity also widened. The fast
developing Jawa viz. the outer islands increasedlvelopment gap between Jawa and non-
Jawa as well as between western and eastern Indo@aegestions began to be raised about the
suitability of the centralized system. Even withvgmment'’s attempt to allocate resources to the
less developed regions through INPRES (Presidamdtsuction) funds, the disparity remained
high. More importantly, as the national economyatbed, new generations emerged with new
demands for more democratic freedom, more tranepaunte based economy, more democracy
with participatory approach, improved good govengrand more decentralization (Azis &
Salim, 2005).

The fall of Suharto in 1998 brought back the questf autonomy into light, although there
were no serious talks over the need to move quitcktjecentralization. Hoping to be seen as a
real reformist and to win more electoral voteshia tpcoming election (especially from regions
outside Jawa), the Habibie government upon themnewendation of a group of political experts
pushed for a new Law, in which the hierarchicahtiehship between the provinces was

eliminated (Law No 22, 1999), and provinces wowdeive a significantly larger portion of the



central government’s revenues (Law No 25, 1999tohding to Law No. 25, 1999, transfer

from the central government is to be used at teerdtion of the local government, known as the
General Allocation Funds or DAWD@nNa Alokasi Umurnwhich is essentially a block grant),
constituting at least 25% of national revenue ediclg the revenue sharing funds allocated to
resource-rich regions; 90% of DAU is to be allodati districts and municipalities and the
remaining 10% is to go to the provinc&©n the revenue sharing, regions that have oil
resources will receive 15 percent of onshore eiéneies, and 30 percent of onshore gas
revenues. Regions that are rich of other mininglpets and forest will receive roughly 80
percent of mining and forestry revenues. Anothamgfer is an earmarked fund known as the
Specific Allocation Fund or DAKana Alokasi Khusysto be used for a particular sector or

activity as proposed by the region and approvethbycentral government.

But a more drastic change took place in the systieragional governance (institutional setting).
The 1999 Law made the division of powers betweerctntral and regional authorities more
explicit: the core duties of the central governme&atld be in defense, religion, foreign affairs,
monetary and fiscal policy, and justice administratwhile the regions would control education,

health care, infrastructure and other public sesit

Despite these proposed drastic changes, both Lanes passed because of the high degree of
political uncertainty and the strong mood for dematization at the time. Given the sweeping
nature of the changes, however, the whole procasspwt through four stages. First was to
ensure the continuity of the delivery of public\dees during the transition process that began in
2001 (the formal starting year of the country’selgcalization); in the subsequent stage, regions
that had not yet implemented the program in 200a@lvoomplete the process in 2002-2003; the
third stage, 2004-2007, was the period of constiidastrengthening the decentralization and
making it irreversible; in the final stage (pos0Z), the whole process of decentralization was

expected to proceed steadily with the necessaryavements.

14 At that time there were 30 provinces and 365 reigsifkabupaten/kota)At the time of the writing there are 33
provinces and 480 regencies.

5 The 1999 law also granted Aceh and Papua Speataindmous Region status. For Aceh, it includes the
application of Islamic lawsharia) to the Muslim inhabitants, election of local oféils, and compensation for past
abuses by the security forces.



But even with the planned stages, problems intiigeémentation abound. The transfer of
personnel was among the thorniest ones. In Jard@y, while estimated some 2.3 million civil
servants were administratively transferred to #ggans, the authority of the region over civil
service management remained blurred, creating @f ldnfusion. More seriously, many regions
were still lack of adequate institutional framewdokmanage transferred resources from the
center. With the absence of transparency and atability, the incidence of corruption at the
regional level increased, and new “little kings”enged (with the newly acquired power, a
regent or mayor acted like a king). Realizing fbatl government, especially the district
government, has been delegated too much autharitypawer over the structure of local
government, and that many of them have furtheren golitical and business interests by
restructuring their organizational structure suddt they spend and misuse much of the DAU, an
amendment to the 1999 Law was promulgated throwgguRtion No. 8/2003 (“Guidelines for
District Organizational Structure and Functioh®)t is not surprising that many district
governments accused the central government of wkisgegulation to recentralize their

authority and power.

In an effort to improve the system, and to enshat the principle of “money follow function”
was enforced, Laws No. 22/1999 and No. 23/1999 wepkaced by Laws No. 32/2004 and No.
33/2004. Through Law No. 32/2004 a new electorateay in the region was established on the
premise that the regional administration togethigh tihne Regional House of Representatives
(DPRD,Dewan Perwakilan Rakyat Daerptvere responsible for governing the regions, the
funding of which was ensured by Law 33/2004 on i@@regional financial relations. Unlike in
the New Order era, members of the DPRD would nowgmnly elected; so would the Heads

and Deputy Heads of provinces and districts/citieghe latter was nominated by the political

' The evaluation was jointly conducted by the Mini®f Home Affairs and the State Ministry for Stapparatus
Reform three years after decentralization.

7 With legally autonomous status of each level efional government and DPRD, and given their fomet
autonomy and differing responsibilities, any polti differences between the directly elected DPRB regional
heads of provinces and regencies/cities shouldmet;jnciple, be a problem.



parties or a coalition of political parties whiateived at least 15 percent of the seats in the

DPRD. Those who received more than 50 percentefitiies would be declared winnéfs.

Clearly, the country’s shift from a centralizedatalecentralized system was dramatic, a big-bang
and the speed of changes was unexpected. The nlaea®f the process essentially involved
the offer of regional autonomy to all provinces dhel strengthening of special autonomy to
some (Papua and Aceh) that would provide more enanbenefits and greater political
independence and control to thém.

Law No. 33/2004 strengthened the system of intezguwental fiscal relations for the DAU,
DAK, and Revenue Sharing Furidgna Bagi Hasil. In the implementation, the allocation of
DAU was based on a formula that had been occasyoreadised and improved. Beside the fixed
amount of basic allocation for personnel expenditalokasi dasay, the distribution of DAU

was also determined by the gap between fiscal arddiscal capacity of each regithin the
current version, the fiscal need is determinedibg @opulation, area), region’s economic
activities (per-capita GRDP outside agriculturadl amanufacturing sector), and people’s welfare
(Human Development Index, and a measure of priga)leThe fiscal capacity is calculated
based on region’s own revenues (PA2ndapatan Asli DaerghRevenue Sharing Fund, and

regional portion of the income tax.

b. What the Data Tell Us

Although the interrelation between democracy antlaneis complex, some believe that it
should not obscure the central fact that developnsdmeneficial to democracy (Przeworski and

18 The first elections for Regional Heads underrtee law were carried out in June 2005. A propoglon
representation system was used as the basis fetetigon, with a “two-round or run-off” majoritam system.

¥ The Papuan bill issued in 2001 for special autonbad many clauses outlining West Papua’s demarads t
would ultimately ended its formal wishes for indegence and gave the region much fuller and morstaotive
control over its local affairdA special autonomy status was once again givehedtovince of Nanggroe Aceh
Darussalam (NAD) through Law 18 in 2001, intendedit’e freedom to the region in the governanceebigpment
and social aspects in line with the local values euitures that are based on Islamic law. Follovthegbloodshed
due to continuing arms conflicts between GAGEfakan Aceh Merdekand the military during 2001-200the
granting of special autonomy was renewed in 2003.

% The author wishes to thank Bambang BrojonegoatxsBka Mahi, and Robert Simanjuntak for sharing¢eent
information on central-local financial relations



Limongi Neto, 1997). Sustained economic developnestipposed to lead to the emergence of
democratic institutions and democracy through alioation of factors produced by such
development. It is further theorized that once deracy is in place, wealth tends to sustain and
raise the survival rate of it. This explains whyaltly countries are generally more democratic

than less wealthy countriés.

But the evidence in Indonesia during 30 plus yeathe New Order era shows that development
and welfare could in fact improve without democracyl decentralization. It is true that
demands for more democratic freedom, more particigapproach and more decentralization
increased towards the end of Suharto governmenta8tor decentralization, the demands were
not dramatic enough to push for an immediate chaWgle one cannot assume that such
demands were completely independent from the swgegiiange in the national political
environment following the fall of Suharto, and frahe development and welfare improvements
during the last 32 years, one cannot really proomfthe episode that development and welfare
improvements automatically lead to democracy armguigalization. With or without good
welfare improvements the shift towards a more ag@mocratic system in 1998 was inevitable
given the political environment at the time. Thes&s also no evidence that the rushing decision
to decentralize in 1999 was based on strong dermapressures from governors, regents,
mayors or other local elites. It was driven moretly ambition to win voters especially outside

Jawa.

What is also questionable for the Indonesian caieei suggestion that welfare improvements
will sustain under a democratic and decentralizestiesn. The evidence so far does not seem to
support such a hypothesis. From the economic grpetspective, the experience after the 2001
decentralization has been disappointing. Majorftprovinces experienced a decline in the

growth rates of Gross Regional Domestic Product@8R consistent with the lackluster GDP

2L A study by John Londregan and Keith Poole (1998W&d that, statistically wealth produced an eftect
democracy. Doubling per capita income would inceghe degree of democracy in a moderately authiarita
country by 30 percent, while the effect on bothremely authoritarian countries and relatively ogenieties
would only lead to a small increase in the levellefocracy (around 5 to 15 percent).



growth (see Table £F With such a trend, the socio-economic conditiomeehnot improved as

expected.

Table 4. GRDP Growth Before and After Decentralmat

Source: Author’s cdhtion based on BPS data
* Includes Kepri
** Includes Babel
*** Includes Banten
**** Includes Gorontalo
***x% |Includes Sulbar
*rxeekx Includes Irjabar

While GRDP growth reflects the dynamics of the oegil economy, it does not capture the
extent to which the regional development performd provides welfare for people, as it is not
based on the concept that places people and tledlveing at the center of development. The
latter is better captured by the Human Developnhagx (HDI). Aside from the problems of

HDI comparability, the progress of HDI during thesp-decentralization has not been significant.
The index in some provinces in 2007 was even |dinen in 1996 (Table 5).

Some of the causes in terms of policy were withajurisdiction of local governments (e.g.,
collection of unnecessary fees, misuse of fundsteadiephant projects). But policies at the
national level contributed no less significanthtie disappointing performance (e.g., drastic cut

of fuel subsidy, high interest rates, misallocatiddmesources, super tight budget, lack of a stick

22 0On PPP basis, the comparative trends of GDPatelihat Indonesia had the worst post-1997 crisifopnance
among the Asian nations.



and carrot system). To a certain degree, thisraféected the inadequacy of supporting
infrastructure and the lack of preparation. But eneeriously was the failure of the functioning
of local democracy as an accountability mechanahwing a widespread incidence of elite
capture that constrained the achievement of theflisof decentralization. Limited voices and
participation, low welfare and level of developmearid poor quality of local leaders were

among the important factors that led to such anamue.

Table 5. Human Development Index

Source: Processed from BPS

There seems to be an implicit assumption in fagpdecentralization, i.e., that lower (smaller)
unit of economic agents (regions) had no limitepacaty to implement policy. In reality, many
developing countries including Indonesia suffereecisely from such a limitation. This implies
that a big-bang shift may not be desirable. Impleting decentralization in stages would have
been more effective and less disruptive.



Was there any of such attempt? Back in 1995, temgonent tried an experiment by
implementing a pilot project known as the Distéettonomy Pilot (DAP), involving transfers of
selected functions from central and provincial Iswe 26 districts> Although the experiment

did not go smoothly, many lessons had be learnse pb which was that, any changes regarding
new tasks given to the regions had to include cemphtary changes in the local governance
finance. In the DAP case, the latter was non-emistecal governments continued to rely upon
grants and loans emanating from and administer@tidogentral government. This was the main
reason why the DAP experiment did not succeed. thehess, through this kind of experiments
one could learn what to do and what not to do,tardkcide the proper speed of changes before

moving towards a full fledge decentralization.

In terms of intergovernmental fiscal relation, tiid system of INPRES also provides a valuable
lesson. One of the INPRES components, calledNRP&RES UmuniGeneral Inpres), was
essentially the same as the current DAU (block tyr&@wver the years, the portion of this
component had been raised by shifting the fund filmencentralized and sectoral budget known
asDatftar Isian ProyekDIP) to allow local governments to manage morglfby their own. It is
no doubt that in managing the current DAU, locdicidls have gained a useful learning process

from the experience of INPRES program (see alsee§ikt.al., 2001).

Given the disappointing welfare outcome of the lbégng decentralization, one may be tempted
to develop a counterfactual scenario in which tienssof some functions and funds are done in
stages. The probability that such a scenario wildpce a more favorable outcome is higher, as
the capacity of regional governments can gradwghlelop, especially in low-welfare districts
where institutions are very limited or non-existévibre importantly, the ability of local people
to adjust to the new autonomy will also improveeThle of people in the region is critical as
their capacity to participate in the process hdtaskey to the success of decentralization.
Greater participation raises the probability tteg policy is welfare-enhancing. However, the
capacity of each society to take advantage of gp®dunity is not the same; it all depends on

% Through a government regulation, PP No.8, 199&r& were nineteen activities to be transferrethchigh the
transfer of function was said to be followed byns&ers of funding, staff and assets, in realigidt not happen as
planned.



the degree of political awareness. Among the ingmirtieterminants of such awareness is the
level of education, which in turn is influenced thye level of welfare. The greater the number of
poor segment of the society, the smaller are thiéqad awareness and participation. Voices are
consequently limited, so is the outcome of decdim&rtion.

Beginning in the next section, | will test the redace of the model discussed earlier by applying
it to the Indonesian case through a series of aldey conducted during 2008 and 2009 in 12
regions throughout the country. First, several lojiiim states of the proposed 3-Player
coordination game are applied to five regions, ciovedh with some correlations between welfare
indicators and institution variables. Subsequerttig,model is tested by applying the Analytic

Hierarchy Process (AHP) and the Analytic Networkdess (ANP) in seven regions.

Application: Evidences of 3-Player Game & Some Coelations”

For each of the possible sets of strategies i8tRéayer coordination game discussed in the
early section, the following is the case-by-casscdption found from the field study in 5
regions: Balikpapan, Manggarai Barat, Prabumuliagg&n, and Yogyakarta during June 9 and
July 31, 2008.

a. Actual Cases from Coordination game

Let (LL) Local Leaders be Mayors/ Vice-Mayors/ Heaif local government’s departments/
other high-ranked public officials with power taréate policies; (LE) Local Elites: members of
ASMINDO (furniture), KADIN (businesses), GAPENSbfuractor) etc., with ability to
influence local policies directly; (Citizens) Lodaltizens: (or representatives of common

citizens) People’s NGOs, poor families, etc., withability to influence local policies directly

24 Materials in this section are taken from Azis &hatdja (2008). The field surveys were conducteivben June
9 through July 31, 2008. The author wishes to tidakWihardja for conducting the early part of theveys
hosted by Indonesia’s Regional Autonomy Watch, KBRRomite Pemantauan dan Pelaksanaan Otonomi
Daerah).



(G,G,G) Balikpapan, East Kalimantamhe high welfare of Balikpapan could be attributedhe

balanced cooperation among local leaders, lod&seland citizens. This is illustrated by the
high level of participation by citizens, even tra@pand illiterate citizens. The participation leve
was noted by all participants of the field studypasig maximal through the regular “Monday
Morning Forum” or “Coffee Morning” with all execwi officials including the sub-district
leaders, and hence information owed to and fromdadbals, even the poor and illiterates. At the
sub-district levels, regular socialization eveitskt place to inform the locals about new local
government regulations, for instance. The Mayoo alsld regular meetings with local
businesses every month. The participants in thisniainclude the micro, small, medium, and
large businesses, and all other stakeholders wihe weolved in the topic being discussed at the

Forum. All stratas of the community were involved.

(B,B,B) Manggarai BaratPublic procurement auction in Manggarai Baratfaa#o, was never

conducted, and the high degree of cronyism proddbibose who were not close to the executive
or legislative officials from getting a governmembject. This memo system of procuring a
project made contractors come to see and beg theriR& write a memo to the procurers in
order to give them government projects. Local cagptnly could only make local regulations to
bias towards the low-scale contractors, many otiviwere owned by the legislative members.
In fact, the head of the biggest contractors assioti, GAPENSI, was the head of the legislative
body. De facto and de jure were very different. Tdgslative body as the controlling body of
the executive had not been effective either, bexaostical control was not accompanied by
technical control. Still, those who owned the petgecontrolled the projects. What was ironic
was that citizens never lost their hope of winrtimg public projects by directly meeting with the
Regent in person. All sides, namely the local lesdibe local elites, and the citizens, were

involved in this process.

(G,B,B) YogyakartaA few years ago, used-good street sellers in tloestions in Yogyakarta

were removed to a new location. There had beestaggie by these street sellers out of fear that
the relocation of their places might cause a radngh the number of buyers. This had been

troublesome to the Mayor, although after the mamttareallocate, the newly established market,



Pasar Klithikan had not experienced a reduction in the numbésafisitors. This case might
exemplify how non-cooperation by the local elitew(e established used-good street sellers)

and citizens (ordinary used-good street sellerghirgreate trouble for the local leaders.

(B,G,B) Prabumulihin 2004, the head of local department of publickvaf Prabumulih city

and a professor of University Muhamadiyah Palembaeige found guilty of corruption in

public planning project of technical roads and geisl that had caused a loss of Rp. 489.403.200.
Both are jailed to three months in prison. Thisrglkanvolves only a local leader and a citizen.

(B,B,G) Manggarai BaratBinongko is the house for handicapped childrebabuan Bajo that

accommodates around fifteen handicapped childrémainggarai Barat and is equipped with a
swimming pool or a bathtub for regular physicalréipg. About 100 children in St. Damian
Cancar, a sister handicapped house of Binongka;iamglated and brought to Binongko for
physical therapy. In recent years, particularl@®4, the case between Sister Virgula, the
pioneer of the Binongko House for handicapped cbéiidand a Singaporean owned fish cold
storage was hotly debated. The cold storage wdisrlght beside Sister Virgula’s Binongko
Rehabilitation House in Labuan Bajo. Building accetorage besides a rehabilitation house was
disturbing since a cold storage polluted the seaeraithese handicapped children take sea-water
baths for their physical therapy and moreover,ruthe seasons, the air would smell of fish.
Although the local government had issued an offideéde when this cold storage had to move,
up until now, it has not. There had been many destnations protesting the construction for this
fish cold storage because of the harmful pollugffgcts on these children. After a period of
failures to remove the cool storage, Sister Virdurdally gave in and gathered some money from
donators to build its own swimming pool for theldnen.s physical therapy that had cost
approximately Rp. 1.000.000.000, 00. After the cjiiag of the old Regent of Manggarai to the
new Regent of Manggarai Barat, the new local gawemt was not supportive and complaints
by the Binongko’s House about the Cold Storage wetéheard. Demonstrations were
conducted.



(B,G,G) Prabumulihin 2004, the Mayor of Prabumulih, Drs. H. Rachmaalib MM, was

charged with corruption on land ownership (or pebasan tanah.) for a local government office

that was known aBangkul GateThe corruption charge involved as much as Rp.
3.000.000.000,00. He was finally freed by the Soq@e€ourt, but his staff was found guilty. It

was suspected that some public officials asked sam# buy the land from the citizens at a

price lower than the market price before the projeas run, and this land was bought by the

local government at a price above the market phiceeparate cases, two department heads were
found guilty of corruption. Local government’s setary and some of its staff were also found
guilty of corruption. Though corruption by locablgers often involves some local elites or local
citizens, however, in the case of civil chargepriocuring land for the Mayor’s office in 2004,

only high-ranking public officials were prosecuteidh the civil charges.

(G,B,G) PrabumulihDefect by local elites is exemplified by corruptioharges by local

businesses or prominent local elites in Prabumilitere were at least four civil charges against
local businesses or prominent people, such aseae of a high school, between January 1997
and June 2008 that were recorded from the judimdly in Prabumulih for corrupting public
funds. Only these local businessmen or promineopleewere prosecuted with the civil charges
without any local leader nor citizen being involvédain, corruption by local elites causes a
loss to the society, including local leaders anigdens, on top of having these local elites

incarcerated.

(G,G,B).An example of Defect by citizens could be moreegahdaily-life, law-breaking cases,
such as stealing. The field survey did not focud®enaviors of common citizens because these
cases are more trivial, and difficult to find. Ste@ public possessions creates a welfare loss to

local leaders and local elites, on top of having¢hizens put in jail.

Positive self-reinforcement (SR) factors can b@assed with a high level of welfare. Consider
the case of Balikpapan. The capability of citizemparticipate in regular local forums conducted
by the government can increase local participations generating higher welfare. Negative self-

reinforcement factors can be associated with alémel of welfare. Consider the case of Sragen.



The incapability of the citizens to participatefiee health-care programs because of low
education may make the implementation of otherthezadre programs unattractive to local
leaders and local elites. Moreover, the citizens Vagk health awareness do not consider going
to health clinics to be beneficial.

The incentives and disincentives of the playemctomay depend on some self-reinforcement
(SR) factors. These SR factors are the forces dethm persistence of the evolution between
welfare and the quality of institutions. Under nidga SR factors, low welfare evolves with poor
quality of institutions in which the local leadénge local elite, and the citizen behave
"mischievously" or non-cooperatively. Converselgdar positive SR factors, high welfare
evolves with high quality of institutions in whithe local leader, the local elite, and the citizen
behave cooperatively. In order to break the pemscs of non-cooperative equilibrium of low
welfare and poor quality of institution, a distrieeds to change the self-reinforcement factors to
motivate the local leader, the local elite, anddiieen to behave well. The example above
shows that an increase, no change or a decredéise payoff from cooperation tomorrow if there
is cooperation today is an example of a positiegitral and negative SR factor respectively. SR
factors that underlie these changes in payoffth@quasi-parameters, include the level of
education and the political or health awarenedh®titizens in the districts. Three elements that
determine the evolution between welfare and qeslitif institutions and could explain the
persistence of non-cooperative or cooperative daitim, are the initial welfare of the district,

the SR factors and the qualities of institutions.

Past behaviors that have become a culture institalized in people’s beliefs and norms are
more difficult to change than one might predictother words, past institutions, in particular
one that has turned into a culture, matter. In otdehange people’s beliefs of corrupt
government in Indonesia, for example, the new leadaist transform the bad image of
government by creating a body with leaders of hingégrity in order to prevent an
institutionalized distrust in government. Moreovierprder to erase the culture of corruption,
there must be a reform in the beliefs and nornth®@people for a stable equilibrium, which may

be more gradual. Furthermore, as mentioned ab@sat ipstitutional elements determine the



initial conditions of the new institutions and tbepacity of the current institution to change. An
institution does not grow independently. It hag/pla, namely the stakeholders of the rules. An
unjust law with a wise judge might result in a moagonal outcome than a just law with an
unwise judge. In the context of corruption, anitngibn entails changing the beliefs of how
others might behave and what one believes is nigbtder to induce good behaviors. Therefore,
corruption that has become a culture requires &rmomplex process in order to change. This
process involves a significant investment of tireetaequires changes in observable
behaviors®

When applied to political settings, the presencB8Rffactors may suggest that intrinsic personal
values of individuals are important, honesty, fistance. Other external factors aside from the
few elements mentioned above may also be signifiégdlowing the establishment of
relationships between public officials and citizesowing public officials to directly appoint
citizens as participating bidders, and repeatestactions between public officials and citizens
increase the incentives for public officials antizeins to coordinate to corrupt. Repeated
interactions will allow public officials and citins to form beliefs about how the others will
behave, thus facilitating coordination of corruptié-requent job rotations among public officials,
prohibiting family members from participating ogrdators from indirectly getting involved in
bidding in public procurement auctions may prevegtivorks of cronyism among policy makers,
public officials, and citizens, thus reducing theentives to corrupt (e.g. the case of Venice).
Hence, randomized instead of organized matchingewmdr networks between public officials
and citizens may prevent coordination to corruptehtive mechanism designs must also change
negative reinforcement of non-corrupt institutiolmsother words, non-corrupt behaviors must

be rewarded with higher payoffs in the followingipés. Also, good reputation of public

% |nstitutional complexes that make a costly trémsal change may explain why corruption is moresient in
Indonesia than it is in other countries, such &Siimgapore. The recent case of reform in the bureay of
Indonesia (June 2008), changes in the remuneratipablic officials and personnel changes in theaad custom
offices under the Ministry of Finance did not gudee success. It showed that the pilot projechertdx and
custom offices was a failure. Hence, it is necgssanote that a change in rules and regulatiorter
establishment of new rules and regulations mayadatffective if they are not followed by changesdtiefs that
result in new found motivation to follow these milend regulations. Thus, all institutional elementg only rules
and organizations matter. Serra (2008) shows tpeitance of a combined bottom-up and top-down aggives.



officials or citizens must be rewarding rather tt@nmful. Non-corrupt institutions must bring
economic gains in terms of better public serviaas gher national economic performance, and
thus, a higher standard of living. As long as atiintion remains negatively self-reinforcing, no
institutional change can be expected. Other ingentiechanism designs include collective
punishments and rewards based on past behaviatk cither than only a few players, and the
internalization of greater social identities (é/gnice). For example, a public official should
identify him/herself as a public official and a l@nforcer who serves the country, instead of just
a public official. In the worst possible case, aptetely new system, including new norms, new

beliefs, new rules, new organizations, and new iedpbehaviors, must be introduced.

During the field study, the team interviewed lokay informants in each district to collect
primary data on local capture, local leadershipl, participation level. The team also collected
secondary data on social indicators. Specific iatics, including questions asked of various
local key informants, for these four variables sttewn in the Appendix. In this section, Greif's
game theoretical approach to endogenous instisiioombined with the typology of
leadership model discussed earlier. By combiniegémodels, the endogeneity of institutions
during the post-decentralization period is illugtth in which institutional constraints take effect
mainly in the forms of high degree of local captargl other changes in political structures,
particularly with regards to local elections. lipase sense, quality of leadership can be defined
as the integrity of local leader, while quantitylotal leadership can be defined as the degree to
which a leader is effective in generating localerwes and economic growth. A Type-A leader
is one who could increase local budget under somgeegs of local capture. A Type-B leader is
one who uses the benefits of local capture fohkisdwn private benefit and thus, does not
contribute to the local budget. A Type-C leadesng who does not only use the benefit of local
capture for his/her own private benefit, but aleaepts the local budget, such as a kleptocratic
local government. A correlation is found betweeriaugs social indicators and institutional
elements, namely local capture, local leadershid,articipation level. To test for causality, a
time lag for the variables on socioeconomic condsgiis used. A correlation is found between

socioeconomic conditions in the pre- and early dgeézation period and institutional elements,



namely, local leadership, participation level, &nel effect of local capture on welfare in the

post-decentralization period, suggesting the endgeigeof institutions.

The presence of SR factors, the evolution betweafave and qualities of institutions that could
persist may be associated with “complete,” “incoetg|’ “stagnant,” or “deteriorating” progress
as discussed in the typology of leaders in Tablei8.argued that the initial welfare and past
institutions affect future institutional trajectafyrough election of local leadership, the effect o
local capture on social welfare, the participaterel and so on. The self-reinforcement factors
in Greif's model on endogenous institutions helgxtplain the self-reinforcing forces behind the
different types of progress discussed in Azis (30B8m the field survey, the team observes
that of the five districts studies, one of them,nggarai Barat, is identified to have
“deteriorating” progress. This district experieneesegative local capture in the post-
decentralization era because of incompetent lehigeasid high levels of poverty as well as low
participation levels that can be associated witbduecated and politically uninformed citizens.
Two districts (Prabumulih and Sragen) are iderdifigth “stagnant” progress, meaning negative
local capture is present with relatively moderategsty levels but low quality of local
leadership. Prabumulih is an oil-and-gas producagion, although corruption among local
leaders is pervasive as is evident from the reautrds of legal corruption charges among
public officials, including heads of departmentsagen has local program aimed at reducing
poverty rates, unemployment rates, and improvifrgatructures even though the quality of
local leadership is ranked low based on our in{déuterviews. The other two districts are
characterized by “complete” progress, meaning theyerience positive effects from increasing
local capture on welfare in the post decentralaragra because of competent leadership and low
poverty levels as well as high participation levéist can be associated with educated and

politically informed citizens.

From the field observation, the district identifi@ith “deteriorating” progress is a poorly
developed region with a high poverty rate above 2586r basic infrastructures, and a below-
average literacy level below 90%, as well as lowrtdn Development Indexes of below 70. Its

economic condition is characterized by low GRPDqagita excluding oil and gas of below



Rp.2 million and a low ratio of the local revenoete total local budget of below 5% implying
a high dependency on the central government’s fuddseover, besides having poor social and
economic conditions, this less developed distimb #&ends to have ow participation levels and a
high intimidation level as compared to more devebtbpegions.

However, these might be the endogenous effectaxahy poorly educated and politically
unaware citizens who elect bad local leaders. dieioto determine the causality of social
conditions on institutions, different social indices are used including the 1999 Human
Development Index, the 1999 Human Poverty Index 2000 Infant Mortality Rate, and the
2003 Literacy Rate and plot them against instindlandicators from the field study, namely

local capture, local leadership and participatievel.

b. Local Capture, Participation and Some Welfare Proxgs

This section shows some evidence that poor socraditons negatively affect institutional
elements. The causality between welfare and iigtits in the post-decentralization era is harder
to determine because there has not been datatemdecentralization. Moreover, changes in
institutional elements take time. In the evolutmocess, local leadership, participation level and
local capture will constitute the new institutiomééments of a district, which in turn affect
welfare in the next period. Welfare endogenouslgas$ the new institution, and so this becomes
an evolutionary process. Greif's theory of endogeniastitutional change is enriched by
combining it with the multiple equilibria model &xplain the phenomenon of endogenous
institutions in Indonesia, taking initial socioecmnic conditions and past institutions as the
initial determinants of future and long-run institunal trajectory.

As already shown in the model mechanism with midtgguilibria, greater and more widespread
participation is superior to other alternativesreswelfare outcome will be higher given a level
of capture. The field survey in five districts (Bglapan, Yogyakarta, Prabumulih, Sragen, and
Manggarai Barat) confirms this. Using tAaalytical Network ProcesdNP) in each of those

districts (explained later), the results show foatall districts, participation is ranked highest,



while poverty is ranked second and inequality ikeal third among factors affecting welfare.

The results are found robust. Azis and Wihardj@&@lso shows that participation rate is

positively correlated with the progress of the milist although participation level in post-

decentralization period is endogenously determiedarious social indicators in the pre-

decentralization period (Table 6.). This suggdsas the cause and causality between

participation and progress of a district can b&@\Wway process.

Table 6. Testing the Local Capture Model: Resulthe Field Survey

Districts/Indicators Social Conditions Participation Progress
Balikpapan 8.91 (Good) 8.67 (High) Complete
Yogyakarta 8.375 (Good) 8.5 (High) Complete
Prabumulih 5.8 (Moderate) 4.67 (Low) Stagnant
Sragen 5.4 (Moderate) 4.5 (Low) Deteriorating
Manggarai Barat 4.5 (Bad) 3.167 (Low) Deteriorating

In the context of endogenous institution, evidengere gathered on how local capture affects

social welfare through local leadership, initiatis conditions, participation level as well as

past institutions. There is a high correlationAmn social-economic conditions and

institutional elements, namely, local leadershantipipation level, and the effect of local capture

on welfare that suggests the endogeneity of ingiit(see again the discussions in the early

section of Figures 1 and 2).

Define “positive local capture” as local policiesithg captured by local elites that are beneficial

to welfare, while “negative local capture” as lopalicies that are captured by local elites that

are detrimental to welfare. Also define “quantigrid “quality” of leadership as the ability of

local leaders to raise public funds and their intgdo use these funds for the benefits of the

citizens by motivating people’s participation. Riétaat how institution and welfare evolve is

affected by the self-reinforcing effect that depend past institutions. Institutions that self-




reinforce positively, negatively, or neutrally, fite finding and explain “complete,”

“deteriorating,” or “stagnant,” progress that thvefdistricts are identified with.

Out of the five districts studied, two of them -Mgarai Barat and Sragen- are experiencing a
“deteriorating” progress (Azis and Wihardja, 2008hich, as it is claimed above, means that
these two districts are experiencing negative &félom increasing local capture on their socio-
economic performance in the post decentralizatranEhis supports the claim that factors
contributing to negative local capture are incorapeteadership, uninformed/uneducated
citizens due to high poverty level and inequalityd low participation level. One district -
Prabumulih- is experiencing a “stagnant” progrésshis case, low quantity and quality of
leadership is present in a relatively good soaalditions but a low participation level. This may
be because Prabumulih is an oil-and-gas produeigign. The other two districts are
experiencing “complete” progress, which, as itlé8med above, means that they are
experiencing positive effects from increasing lozagbture. The result supports the claim that
factors that contribute to positive local capture @ompetent leadership, politically
informed/educated citizens due to low poverty lewad inequality as well as high participation

level.

The two districts that experience “deterioratingdgress are poorly developed regions with high
poverty rates of above 20%, poor basic infrastmeéstuand low-quality of human resources/
lower-than-average literacy levels of below 90%wad as low HDI of below 70. Their
economic conditions are characterized by low GREBDcppita excluding oil and gas of below
Rp 6 million and low ratios of local revenues ttatdocal budget of below 8% that implies high
dependency to the central government's funds. Meretesides having low social and
economic conditions, these less developed distaists tend to have low participation levels and
high intimidation levels than those of the moreeleped region® However, these might be
endogenous effects of having low educated andigally unaware that elect bad quality local

leader and no access to “de facto” political po¢#eremoglu, 2008).

% “Intimidation level” is defined as the degreeimimidations by local governments from speakingagginst
regulated policies or expressing one’s own opinions



Figure 6. Positive effect of initial social conditi on local capture
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It is first shown that there is a correlation bedwenitial social condition-participation level and
the net effect of local capture on welfare (Fig8iyeDistricts with high initial social condition
and participation level tend to exhibit positive effect of local capture on welfare while the
reverse is true. It is also shown that there israetation between initial social condition-
participation level and quantity-quality of locabldership (Figure 7). Districts with high initial
social condition and participation level tend tdnidit high quality-quantity of local leadership

while the reverse is true.

In order to test the causality of social conditiansl participation level on the net effect of local
capture on welfare, HDI 1999, HPI 1999, Infant Mdity Rate 2000, and Literacy rate 2003 are



plotted against the net effect of local capturevaifare indicator obtained from the field survey
(Figures 8 to 11). It is shown that high HPI 1998ssociated with negative net effect of local
capture on welfare, low quality-quantity local leaship, and low patrticipation level. Other
plots, except for literacy rates, show the relalops between these social indicators in
1999/2000/2003 and institutional elements in 20@8 support the hypothesis that low social
conditions are associated with low quality instdos. Literacy rate for Prabumulih is very high
while local capture tends to be negative, localléeship is low quality and quantity, and
participation rate is also low. These Figures skome evidence on how pre-decentralization

social indicators affect institutions in the postdntralization period.

Figure 8. Human Poverty Index 1999 vs. Local Captiliegative Effect

'™,

Net Effect of Local Capture

[ar
n
5
G
N
]
M
i
Lo
o
(98]
(93]

qr

HPI{1999)

Figure 9. HDI vs. Local Capture, Positive Effect
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Figure 10. IMR v.s Local Capture, Negative Effect
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Three types of institutions can be defined: (ajitason 1; (b) Weak Institution 1; and (c)
Institution 2. Institution 1 is associated witlghilevel of initial social conditions and high
participation rate as well as high quantity andjoality leadership. Examples of districts that fall
into Institution 1 are: Balikpapan and Yogyakarfaspecial case of districts that fall into
Institution 2 in which the overall social conditiand participation rate is high but quantity and
guality of local leadership is low, is Prabumuliinis is Weak Institution 1. Institution 2
(Sragen and Manggarai Barat) is associated withimitval social conditions, low participation
rate, and low quantity and/or quality of leaderstiijs natural to assume that the self-
reinforcement effect on the quasi parameter unuiitlition 1 or Weak Institution 1 is positive

and neutral respectively, while under Institutignt2s negative.



From the propositions above, the effect of localtoee, as a part of institutional elements, is
positive or neutral in Institutions 1 or Weak Ingtion 1 since “all cooperate” is self-reinforcing,
while the effect of local capture is negative istltution 2 since “all cooperate” is not self-

reinforcing and “all defect” for the local leadexnsd local elites is the unique equilibrium.

Moreover, initial socio-economic conditions alonghnparticipation level given the
endogenously formed local leadership and locad®kts well as the past institutions determine
the future trajectories of institutions and thelationary process between institutions and
welfare in the post decentralization period. Lovwglth moderate) initial social conditions and

low (high/low) participation level tend to move tawds “deteriorating” (“complete”/’stagnant”)
progress with negative (positive/neutral) self-feinement of cooperation between local leaders
and local elites. It is characterized by an evolutf low-welfare states and poor-quality
institutions. “Complete” progress, on the otherdhas characterized by an evolution of high-
welfare states and high-quality institution. “Stagti progress is characterized by an evolution

of unchanging welfare states and institutions.

Figure 12. Initial Social Condition and ParticietiLeading to Different Progresses
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Thus, Figure 12 shows the typical trajectorieshefthree types of progress. It also implies that

the disparity between low- and high- welfare dittj which is equivalent to the failure of unit



homogeneity across districts, may create a divemérstead of a convergence in inter-district
socio-economic conditions in the post-decentraliraperiod. This is due to differences in
institutional complexes and capacity to reform kesw districts.” From this perspective, careful
targeting of institutional reform between low- amgh- welfare districts should be seriously
considered. Absent of such a targeting, decenattédiz can make the relatively poor districts,
identified as districts under Institution 2 or wdaktitution 1, even poorer, and relatively rich

regions even richer.

Political costs can also play a role in the dynanoitthe relations. The degree of local capture is
positively correlated with the inverse of politigistance, because decentralization that entails
greater degree of de jure democracy implies thhtigad distance between local leaders and
local elites becomes shorter. Since there are gminécal costs to local capture (the higher the
local capture, the higher the amount of money ighapent to finance political candidates
running for mayor or bupati), political costs amesjtively correlated with the degree of local

capture and negatively correlated with politicatdnce.

Figure 13. Democracy and Welfare
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27 Alesina and Spolaore (2005) offer some viewsaf becentralization in poor countries might causerp
institutional design because the need of publicéun poor districts to establish good-quality itskons is not met.
They also predict a divergence, instead of a cgerare, between low-welfare and high-welfare regions



Given that local capture increases and politicalagice decreases in the post-decentralization
period because of higher level of de jure demograng the net welfare equals to gross welfare
(a function of local capture) minus political cqodtggure 13 summarizes the typical relations
between local capture, net welfare, political coatal the three different types of progress, under
the scenarios of low and high democracy. Thus,drigiemocracy is welfare-enhancing only for
districts under “complete” progress, while it igrifeental to welfare for districts under

“stagnant” and “deteriorating” progress. This exmpsavhy in the current democratic system,
Indonesia’s decentralization has not been welfamgroving for all regions (“captured

democracy”f®

Application: Perception Surveys

In this section, the model framework that leadmtdtiple equilibria discussed in the theoretical
section is put into test by identifying and rankihg importance of institutional and other factors
to determine the welfare effect of local capturkisTis done by an extensive field surveys in
seven regions: Palu, Jambi, Mataram, Malang, Bargain, Bandung, and Semarang over the
period of June-September 2009. Since some institakifactors are intangible in nature, a
specific model utilizing ratio scales is used, degailed of which is discussed next before

presenting the results of the survey.

a. Survey Method: Analytic Hierarchy & Network Process

One way to structure relationships among instihaldactors and the welfare effect of
decentralization is by placing all the relevantdas in a hierarchy, in which objectives
determine welfare criteria and under each critetimimportance of relevant institutional
factors is determined. Thenalytic Hierarchy Proces@AHP) uses relative measurements (ratio
scales) derived from paired comparisons. Raticescale a fundamental kind of number
amenable to performing the basic arithmetic openatiof addition and subtraction within the

% The term “captured democracy” refers to a situaiiowhich de facto investments of political poveeerweigh
de jure political change from non-democracy to deracy (see Acemoglu and Robinson, 2007).



same scale, multiplication and division of differenales, and combining the two operations by
meaningfully weighting and adding different scale®btain a unidimensional scale. Hence they
are very useful not only for capturing perceptitmsards welfare criteria and institutional
factors, but also for synthesizing the priorityukes that requires some arithmetic operations.

Let Az, Az, As, ..., Ay ben elements in a matrix within a hierarchy. The p@ewomparisons on

pairs of elements (AA;) are represented by arby-nmatrixA = (g), where i,j =1, 2, 3,....., n.

Define a set of numerical weightg,wv,, ws, ...... , W, that reflects the recorded comparisons,
A A A
A W1/W1 W1/W2 ................... YWVn
A=
Al W/W, WolWo i) Wr/W

The scales used in the pairwise comparisons in Al#fbased on Saaty’s scaling system (Saaty,
1996), i.e., from 1 to 9. Since every row is a ¢ansmultiple of the first row, A has a unit rank.

By multiplying A with the vector of weightw,

Aw = nw 3)

To recover the scale from the matrix ratios, tHeW@ng system ought to be solved:

(Anlw =0 (4)

Clearly, a nontrivial solution can be obtainedrifieonly if det(Anl) vanishes, i.e., the

characteristic equatiof A. Hencen is aneigenvalueandw is aneigenvectorof A. Given that
A has a unit rank, all its eigenvalues except aeezaro. Thus, thegace of A is equal ton.



If each entry in As denoted by, thena; = 1/a; (reciprocal property) holds, and so degs

ai / a; (consistency property). By definitios; = a; = 1, that is, when comparing two same
elements. Thereforéf we are to rank number of elements, i.e., A is of the sieby-n, the
required number of inputs from the paired compansss less than?; it is equal to only the
number of entries of the sub-diagonal part of &nkk, if there are three elements in a particular

level of a hierarchy, only three pairwise comparsare required.

In general, however, the precise valuavgty, is hardly known simply because the pairwise
comparisons are only an estimate, suggestinghleat tare some perturbations. While the
reciprocal property still holds, the consistencgpmrty does not. By taking the largest

eigenvalue denoted by

AW =1 pay . WP ()

where A is the actual, or the given, matrix (perturbedrfrmatrix A). Although (3) and (5) are
not identical, ifw® is obtained by solving (5), the matrix whose estaeswi/w; is still a
consistenmatrix; it is a consistent estimate of A, althoughitself does not need to be
consistent. Awill be consistent if and only Ifmax=n. As long as the precise valuewfw;
cannot be given, which is common in real situatoe to the bias in the comparisohgax is
always greater than or equalrtohence, a measure of consistency can be derivsatllmn the

deviation of | naxfromn.

When more than two elements are compared, themofioonsistency can be associated with
transitivity condition: if Ay Azand A Aszthen A As. It should be clear that in solving for
w, thetransitivity assumption is not strictly required; the inputtethparisons do not have to
reflect a full consistency. Yet, as shown above,r#sulting matrix and the corresponding vector
remain consistent. It is this consistent veetdhat reflects the priority ranking of the elements
in each level. Hence, in a standard hierarchy thitae levels (goals, criteria, and alternatives),



the elements in each level are pairwise comparéd egpect to elements in the level above it,

and the resulting vector at the bottom level réfi¢be priority ranking of the alternatives.

Figure 14. Role of Institutional Factors in Decatigation: Hierarchy Model

e N

e

=

"H
"l $ %!

To test the model framework for decentralizatiomg®HP, the hierarchy shown in Figure 14 is
used. Maximizing local welfare is the goal, andrfoulicators are identified: poverty, inequality,
local output growth (GRDP growth), and human depelent index (HDI). These indicators are
to be prioritized by using pairwise comparison nxaftom which the eigen-vector reflecting the
consistent ranking is derived. After clarifying wher in the respective region each of the
indicators has improved or not, the next step isidk the importance of the determinants of
those welfare indicators. As discussed beforelgfassible determinants three stand out:
people’s participation (P), initial condition ($)nd size of local budget (F). By taking into
account the consistent ranking of welfare indicatond institutional factors, the overall results

can be synthesized.

In some regions where survey was conducted, a reddsfructure is used in which feedback

effects capturing the performance of each factopfoved or not improved) are identified. Thus,



a network model, thAnalytic Network ProcesANP) is used’ With feedback, the alternatives
can depend on the criteria as in a hierarchy layt thay also depend on each other. The criteria
themselves can depend on the alternatives andatnogaer as well. Hence, it involves a
network rather than a hierarchy. With such a festtive results can be more stable because one

considers the influence on and survival in the fafcether influences.

Figure 15. Role of Institutional Factors in Decatigation: Network Model
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The network framework used in the survey is shawRigure 15. Notice that the 2-way arrows
indicate the feedback effects between the bottwel lend the level above it, and between some
elements in the same level (size of local budgdtiaitial welfare condition influence

participation)>°

While in a hierarchy-based model a set of pairng@®@parison matrices are used, the presence of
feedback influences in a network model requires@ermatrixthat contains a set of sub—

matrices. This supermatrix should capture the erfiie of elements in a network on other

2 Unlike AHP, a network model recognizes two-wapetedence relationships that exist among variables.
% The term “level” is sometimes substituted by &ter” in ANP, and the terms “elements” and “nodas®
interchangeable.



elements in that network. Denoting a clusteChyh =1, ...... mand assuming that it hag

element®n;, 62, &3 -...... , @mh Figure 16 shows the supermatrix of such a hiésarc

Figure 16. Supermatrix of a Hierarchy

Figure 17. Supermatrix of a Holarchy

When the bottom level affects the top level of tierarchy, a form of network known as
holarchyis formed, the supermatrix of which will look likkee one displayed in Figure 17.
Notice that the entry in the last row and columihaf supermatrix in Figure 16 is the identity
matrix | corresponding to a loop at the bottom level oftitegarchy. This is a necessary aspect
of a hierarchy viewed in the context of supermat@x the other hand, the entry in the first row
and last column of a holarchy in Figure 17 is noazadicating that the top level depends on
the bottom level.

The entries of sub—matricesVi; are the ratio scales derived from paired compasiso

performed on the elements within the clusters tledwves according to their influence on each



element in another cluster (outer dependence)eonehts in their own cluster (inner
dependence). The resultingweighted supermatris then transformed into a matrix each of
whose columns sums to unity to generate a stochsgbermatrix. The derived weights are used
to weight the elements of the corresponding coliaorks (cluster) of the supermatrix, resulting
in aweighted supermatriwhich is also stochastic. The stochastic natureqsired for the

reasons described below. The typical entry of FidL8 supermatrix is shown in Figure 19.

Figure 18. Supermatrix of a Network

Figure 19. Entry in the Supermatrix of a Network

Since an element can influence the second eleneatlgt and indirectly through its influence
on some third element and then by the influenddelatter on the second, every such
possibility of a third element must be considefBus is captured by squaring the weighted
matrix. But the third element also influences tberth, which in turn influences the second.

These influences can be obtained from the cubicep@ivthe weighted supermatrix. As the



process is performed continuously, one will havéndinite sequence of influence matrices
denoted by, k = 1,2........ The question is, if one takes the limit of the ager of a sequence
of N of these powers of the supermatrix, will the resahverge, and, is the limit unique?

It has been shown that such a limit exists givenstiochastic nature of the weighted supermatrix
(Saaty, 2001). There are 3 cases to consider imag@M: (1) / max= 1 is a simple root and

there are no other roots of unity in which caseegithe nonnegative matri) is primitive, we

have lim W= we", implying that it is sufficient to raise the pritivie stochastic matrixV to
large powers to yield the limit outcome; (2) thare other roots of unity that cause cycling, in
which case Cesaro sum is applied; and/(x= 1 is a multiple root, in which case the
Sylvester’s formula with max= 1 is applied. For further details, see Saaty (2@0H) Azis

(2009).

In practice, however, one simply needs to raisestbehastic supermatrix to large powers to read
off the final priorities in which all the columng the matrix are identical and each gives the
relative priorities of the elements from which firérities of the elements in each cluster are
normalized to one. The powers of the supermatrinatcconverge unless it is stochastic,
because then its largest eigenvalue is one. Witemeergence is failed to achieve (a cyclic
case) the average of the successive matrices eitime cycle gives the final priorities (Cesaro
sum), in which the limit cycles in blocks and th#etdent limits are summed and averaged and
again normalized to one for each cluster. At ang,naising the stochastic supermatrix to large

powers gives what is known Asiiting supermatrix.

Hence, there are 3 supermatrices to be used:éWriginal unweighted supermatrix of column
eigenvectors obtained from pair wise comparisorriced of elements; (2) the weighted

supermatrix in which each block of column eigeneexbelonging to a cluster is weighted by
the priority of influence of that cluster, rendeyithe weighted supermatrix column stochastic;

and (3) the limiting supermatrix obtained by ragsthe weighted supermatrix to large powers.



To apply the network model, our survey team uUSeder Decisiorsoftware, and for the

hierarchy model the team us8dper DecisiomndExpert Choice

b. Results from Field Survey

The survey results based on AHP and ANP were cdadt 7 regions, the list of which is

shown in Table 7.

Table 7. Results of Field Survey: For Group in Hiehy Model



With the exception of two regions, Jambi and Bangsin, results from the group survey show
that people’s participation (P) is generally rankéghest among factors that determine the
welfare effect of local capture. Notice that follRdhe least developed among seven regions
surveyed, the second most important factor aftaigyaation is not the availability of local
budget (F), but instead the initial welfare coratit(S). This is consistent with the earlier
analysis arguing that the persistence of poor reg@aused by the low initial condition of that
region (vicious cycle). Similarly, for the relatiyenell-to-do region, Malang, the second most
important factor is also the initial welfare conalit. While Malang is already developed (higher
initial condition S), all factors including partgation tend to result in a “positive local captlre,
reinforcing the region’s welfare condition. Perdeps of respondents in that region corroborate

the hypothesis.

Table 8. Results of Field Survey: For Group, Induals, and Combined in Hierarchy Model

All seven regions combined, the ranking shows plaaticipation is indeed the most critical
factor (the weight being .436 usisgiper Decisionand .443 usingxpert Choicg followed by
the size of local budget (.329 and .319, respéelghiveee Table 8.



The ranking remains the same in the survey fowviddals, the geometric means of which are
shown in the second (middle) part of Table 8. Wttenresults of group and individuals surveys
are combined, the bottom part of the Table, theghtsifor participation and local budget

are .406 and .324, respectively.

Table 9. Sensitivity Analysis:
Removing One Region at a Time for Group and Indigid in Hierarchy Model



The robustness of the above results is testedrsitadty analysis. Two types of sensitivity
analysis are conducted: dynamic analysis, and thatysanalysis by removing one region at a
time. The first type is done for each set of questaire, the results of which indicate that the
most sensitive factor for poverty is participatidor, inequality is the initial welfare condition,
and for growth and HDI is the size of local buddétus, if local development needs to focus
more on poverty alleviation, efforts have to be m&wiraise people’s participation. Field
observations corroborate such finding: the wel&dfects of decentralization with local capture
in regions where people are more politically anamd actively participate in various local
development programs tend to be more positive.sBeend sensitivity analysis by removing
one region at a time clearly show that in all cabessuperiority of participation (P) continues to

hold (Table 9). Thus, the survey results are rabust

Table 10. Results of Field Survey: For IndividualdNetwork Model



Unlike the case of hierarchy model, results from nletwork model with feedback effects are
mixed. For example, in Mataram and Bandung the g&dcrmeans point to participation being
the most important one, but for Jambi the sizeoél budget is identified most important factor
determining the welfare effect of decentralizatidable 10). Yet, when the three cases are
combined, the geometric means put the size of lmedget in the highest rank, followed by

participation.

It is important to note, however, that during thedd survey the network model applied only to
individuals, not to groups, and only limited numlbéregion was covered. Nonetheless, the fact
that people’s participation (P) and size of bud§g¢tstand out as important factors explaining the
welfare effect of decentralization confirms whasiggested by the proposed model, that quality
and quantity factors (separated in the decompaostfeequation 1) play an important role in the

analysis of decentralization.

Conclusions

Focusing on the role of institutional factors ircdetralization, | argue in this study that based on
the model mechanism and field surveys, the wek#fiext of decentralization policy depends
very much on the local accountability and othetiingonal settings such as local capture,
voices or people’s participation, and the incensiystem for local leaders. Initial welfare
condition and size of local budget also matter,thatquality of local leader has a more
important role in determining how these factorsuefce welfare. Different types of self-
reinforcement factors dictate leader’s behaviot tiaa reinforce different types of progress.
Thus, an evolution between welfare and institutgastablished. While decentralization by itself
is not a panacea for problems of accountabilitg,ttteory of endogenous institutional change
upon which the model is based can help us to fimoheentive mechanism design that creates an

environment where change of institutions can occur.

Through the interplay of the above factors, the eté@lable to generate multiple equilibria, i.e.,

regions can either suffer from high capture or gigov capture, consistent with what was



detected from the field surveys, and it can algaieate the persistent gap between poor and rich
regions observed in many countries (persistencysfunctional institutions). The policy

analysis based on the model suggests that, whpeowing the initial welfare condition (such as
reducing poverty and inequality) and increasinggbels participation can help lower the degree
of local capture, the latter is superior as it mdeely generates higher welfare, that is, the case

of “positive local capture.”

Given the unique (big-bang) nature of her recenedgalization experience, Indonesia is used
as a case to which the model is applied. The cgismmixed results in terms of post-
decentralization performance also make it suitédolenodel validation. Although demands for
more democratic freedom in the country increasadtds the end of 1990s, popular demand for
decentralization was not dramatic enough to pushriammediate change. Yet, for purely
political reasons the government proceeded wittbtgédang decentralization in 1999 (became
operational in 2001). While the country managedvoid a chaotic situation despite the abrupt
change, and some regions have enjoyed the beagtte policy, the resulting outcome in many
regions has not been according to what the thaaygests. To capture Indonesia’s feature of
paternalistic society, where the role of local keraid significant, a 3-Player coordination game is
developed. Given the self-reinforcing factor, thiplied behavior of local leader is found critical
in determining the type of progress defined throtilghmatrix of typology, where leaders are
distinguished according to their ability to takevadtage of local capture to augment the size of

local budget, as well as to motivate citizens tweéase participation.

The results of the field survey corroborate the eidgypothesis. On the group category, given
local capture people’s participation is generadlgked highest among factors that govern the
welfare effect of decentralization. The persisteocmitial condition is also verified by the fact
that the initial welfare condition is ranked themed in only two extreme cases surveyed: the
least developed region (Palu) and the very wetlddMalang). In the latter, all factors including
participation tend to result in a “positive localpture,” reinforcing the region’s welfare
condition. The field surveys also reveal that regiaentified with “deteriorating” progress and

low participation levels tend to be poor, and thaye been persistently so. Thus, another



important implication is, decentralization in a matemocratic system like in Indonesia is
welfare-enhancing only for regions under “complgigigress, validating the proposition that
the policy has not been welfare-improving for aljions (“captured democracy”). Given the
policy is irreversible, therefore, a serious ingtdnal reform in the direction of what the above
finding suggests is needed. However, it is adves#imt the reform aims at institutions that take
into account context-specific to achieve the delsieds at lower costs (second best) rather than
those whose primary role is to minimize transactiosts without considering the potential

interactions with other prevailing institutionalastcteristics (first best).



Appendix:
Summary Report from the Field Survey

A. Balikpapan (Source: In-depth Interviews, Balikpagaty in Figures, East Kalimantan
Province in Figures, LKPJ, APBD & other data cdiles from governmental departments
and participants.)

Economic Figures

Growth of GRDP in constant price (inlc. oiland gas) 3.23%0&05.4% (2006)

Growth of GRDP in constant price (excl. ol and gas) 7.52%808), 6.14%* (2006)

GRDP per capita in constant price (incl.oiland gas) Rp28.000,00 (2005)

GRDP per capita in constant price (excl. oiland gas) Rp8&B1658,00 (2005), Rp.14.747.546,00 (2006)

PAD/ APBD 10.32%(2005), 9.64%(2006), 8.83%(2007)
Growth of Investment 13.5% (2007), 55.27% (2008)
Level of Investment Rp. 4.401.733.830.000,00 (2007),

Rp.6.834.660.560.000,00(2008)

Social Figures

Poverty Rate (Level) 3.69% (2006)

Poverty Rate (Negative Growth) 2.895% (2002-2006)

Inequality .23(20037?), 0.09(2005)

IMR 28.76 (2000)

Literacy Rate 96.75% (2005)

Unemployment 8.89% (2005)

HDI 70.6 (1999), 73 (2002), 76.1 (2005)
HDI Growth 2002-2005 4.25%

In-depth Interviews

Indicator Sub-Indicator (equal weighty Scale
Local Leadership (Quantity) Fund Management 9
Joint Public-Private Partnership 5
Attracting Investment 8
Local Leadership (Quality) (Absence of) Corruption/Csidu/Nepotism 9
Public (vs. Private) Interest 7.5
Efforts to eliminate C/C/N 8
Innovations of Social Programs 8
Local Capture Public Procurement Auctions 5
Local Regulations 5

Crowding out of Social Programs

Participation Effectiveness of MUSRENBANG
Access to information 9
Freedom to speak (vs. Intimidation) 9
Initial Social Conditions Poverty Level (2006) 9.5
IMR (2000) 85
Literacy Rate (2005) 8.75

Unemployment Rate (2006) 8.75



B. Manggarai Barat (Source: In-depth Interviews, MarggBarat in Figures, NTT Province in
Figures, LKPJ, APBD & other data collection fronvgenmental departments and
participants.)

Economic Figures

Growth of GRDP in constant price (inlc. oiland gas) 3.07%0&)0 3.68%*(2006)

Growth of GRDP in constant price (excl. ol and gas) 3.07%8)03.68%*(2006)

GRDP per capita in constant price (incl.oiland gas) Rp2.@&0,00 (2005), Rp.1.694.034,98*(2006)
GRDP per capita in constant price (excl. oiland gas) Rp2LG#,00 (2005), Rp.1.694.034,98*(2006)
PAD/ APBD 3.90%(2005), 2.35%(2006), 3.21%(2007)
Growth of Investment -

Level of Investment -

Social Figures

Poverty Rate (Level) 29.51%(2003), 29.13%(2004), 29.28%f)
Poverty Rate (Growth) .78%(2003-2006) (no data in 2002)
Inequality -

IMR 55.65 (2000)

Literacy Rate 88.74%(2005)

Unemployment (Estimated 6%) (2007)

HDI (no data) (1999), (no data) (2002), 63.2 (2005)
HDI Growth 2002-2005 (new district)

In-depth Interviews

Indicator Sub-Indicator (equal weightg Scale
Local Leadership (Quantity) Fund Management 3
Joint Public-Private Partnership 5
Attracting Investment 3
Local Leadership (Quality)  (Absence of) Corruption/Caidu/Nepotism 3
Public (vs. Private) Interest 45
Efforts to eliminate C/C/N 45
Innovations of Social Programs 45
Local Capture Public Procurement Auctions
Local Regulations 6.5
Crowding out of Social Programs 75
Participation Effectiveness of MUSRENBANG
Access to information 25
Freedomto speak (vs. intimidation) 4
Initial Social Conditions Poverty Level (2006) 15
IMR (2000) 15
Literacy Rate (2005) 6.6

Unemployment Rate (2006) 8



C. Yogyakarta City (Source: In-depth Interviews, Yokgea City in Figures, D.l. Yogyakarta
in Figures, LKPJ, APBD & other data collection fragqavernmental departments and

participants.)

Economic Figures

Growth of GRDP in constant price (inlc. oiland gas) 4.88%&)0 3.96%(2006)
Growth of GRDP in constant price (excl. oiland gas) 4.88%8)03.96%(2006)
GRDP per capita in constant price (incl.oiland gas) Rpd®.432,70 (2005), Rp.10.322.561,79 (2006)
GRDP per capita in constant price (excl. ol and gas) Rp@9232,70 (2005), Rp.10.322.561,79 (2006)

PAD/ APBD
Growth of Investment -
Level of Investment -

22.4%(2005), 18.3(2006), 18.55%(2007)

Social Figures
Poverty Rate (Level) 10.13% (2006)
Poverty Rate (Growth) 27.686%(2002-2006)
Inequality -
IMR 20.81(2000); 4.9 (2006)
Literacy Rate 97.10%(2006)
Unemployment 7.04%
HDI 73.4(1999), 75.3(2002), 77.7(2005)
HDI Growth 2002-2005 3.19%
In-depth Interviews
Indicator Sub-Indicator (equal weightg Scale
Local Leadership (Quantity) Fund Management 8
Joint Public-Private Partnership 7
Attracting Investment 7

Local Leadership (Quality)  (Absence of) Corruption/Csidu/Nepotism 8.5

Public (vs. Private) Interest 9
Efforts to eliminate C/C/N 7.5
Innovations of Social Programs 7.5

Local Capture Public Procurement Auctions 55
Local Regulations 7
Crowding out of Social Programs

Participation Effectiveness of MUSRENBANG 8
Access to information 8.5
Freedom to speak ( vs. intimidation) 9

Intial Social Conditions Poverty Level (2006) 7.5
IMR (2000) 9
Literacy Rate (2005) 9
Unemployment Rate (2006) 8



D. Sragen (Source: In-depth Interviews, Sragerignres, Central Java Province in Figures,
LKPJ, APBD & other data collection from governmdmtapartments and participants.)
Economic Figures
Growth of GRDP in constant price (inlc. ol and gas) 5.16%0&05.18%(2006)
Growth of GRDP in constant price (excl. ol and gas) 5.16%8)05.18%(2006)
GRDP per capita in constant price (incl.oland gas) Rp@5015,85 (2005), Rp.2.836.602,94(2006)
GRDP per capita in constant price (excl. oland gas) Rp®515,85 (2005), Rp.2.836.602,94(2006)

PAD/ APBD
Growth of Investment
Level of Investment -

Social Figures
Poverty Rate (Level)

Poverty Rate (Growth) 15.164%(2002-2006)

7.53% (2007), 7.04%(2008)
25.65% (2006), 8.33% (2007)

33.69% (2000), 27.119%(2001),24.23965),
23.729%(2006), 21.35%(2007)

Inequality -
IMR 32.74(2000); 14 (2006)
Literacy Rate 74.89% (2005)
Unemployment 4.19%(2005)
HDI 62.3(1999), 64.9(2002), 66.6(2005)
HDI Growth 2002-2005 2.62%
In-depth Interviews
Indicator Sub-Indicator (equal weight9 Scale
Local Leadership (Quantity) Fund Management 6
Joint Public-Private Partnership 4
Attracting Investment 6.5

Local Leadership (Quality)  (Absence of) Corruption/Caiditn/Nepotism 4

Public (vs. Private) Interest 4.5
Efforts to eliminate C/C/N 5
Innovations of Social Programs 5
Local Capture Public Procurement Auctions 7.5
Local Regulations 8
Crowding out of Social Programs 7.5
Participation Effectiveness of MUSRENBANG
Access to information 7
Freedom to speak ( vs. intimidation) 25
Initial Social Conditions Poverty Level (2006) 2
IMR (2000) 5.5
Literacy Rate (2005) 49
Unemployment Rate (2006) 9.2



E. Prabumulih (Source: In-depth Interviews, Prablitmin Figures, South Sumatra Province in
Figures, LKPJ, APBD & other data collection fronvganmental departments and participants.)

Economic Figures

Growth of GRDP in constant price (inlc. oiland gas) 4.12%0Q8), 4.55%*(2006)

Growth of GRDP in constant price (excl. oiland gas) 6.88%6), 6.95%*(2006)

GRDP per capita in constant price (incl.oiland gas) Rp.3484,00 (2004), Rp.8.491.158,00 (2005)

GRDP per capita in constant price (excl. oiland gas) Rp.%®0,00 (2005)

PAD/ APBD 4.76% (2006), 3.97%(2..7)

Growth of Investment 1.1%(2006), 1.6%(2007), 1.33%(2008)

Level of Investment

Social Figures

Poverty Rate (Level) 9.33% (2006)
Poverty Rate (Growth) - (No data in 2002)
Inequality

IMR 53.66 (Muara liir, 2002)
Literacy Rate 97.72%
Unemployment 14.04%

HDI 71.1 (2005)

HDI Growth 2002-2005 (new district)

In-depth Interviews

Indicator Sub-Indicator (equal weightg Scale

Local Leadership (Quantity) Fund Management 45
Joint Public-Private Partnership 55
Attracting Investment 4

Local Leadership (Quality) (Absence of) Corruption/Csidi/Nepotism 1
Public (vs. Private) Interest 4
Efforts to eliminate C/C/N 2
Innovations of Social Programs 4.5

Local Capture Public Procurement Auctions 8.5
Local Regulations 6.5
Crowding out of Social Programs

Participation Effectiveness of MUSRENBANG 5
Access to information 45
Freedom to speak ( vs. intimidation) 45

Initial Social Conditions Poverty Level (2006) 1
IMR (2000) 15
Literacy Rate (2005) 9.1

Unemployment Rate (2006) 5.3
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