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This paper argues that the principal-agent approach, which has been used as a 
framework for public services since the colonial era, may no longer be adequate 
to maintain and improve health care performance at the district levels, stipulated 
as the autonomous government units by recent laws on decentralization in 
Indonesia. The decentralized governance needs the commitment from multiple 
stakeholders, not only from the national and subnational governments. 
Mathematical models show that the stakeholder approach may result into higher 
public health care performance and better incentive for health care personnel, if 
the value of health care is better appraised and enhanced collectively by the 
stakeholders, and the incremental increase of the value of health care is higher 
than that of the incentive for public health care personnel. 
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Introduction 
 
Decentralization has recently become popular development parlance in Indonesia. The 
issue was not new, however, as history indicates that colonial rulers chose to centralize or 
decentralize according to the need to sustain their power. Under the leadership of 
Governor General H.W. Daendels (1808-1811), the native rulers of the Dutch East Indies 
(Indonesia) were granted the power and authority to govern their own localities. This 
arrangement of power sharing was more manageable compared to the establishment of 
separate governments in a large number of sociocultural settings, spread among 
thousands of islands. When Thomas Stamford Raffles became the British Lieutenant 
Governor in Java (1811), the local rulers were merely salaried employees of the colonial 
administration. After the Dutch regained their authorities, a new regulation, introduced in 
1820, granted the local rulers (bupatis) power to be in charge of several matters, 
including agriculture, taxes, road maintenance, law enforcement, and public health. 
Decentralization, however, was limited only to the most densely populated Java and 
Madura islands, while centralization prevailed in the other islands. The Dutch colonial 
regime wanted to impose federalism in a last failed attempt to control the newly 
independent Indonesia. 
 
After Indonesian national independence, leaders of the nascent state, despite their 
commitment to the unitary government, were aware that failure to account for the 
diversity in the archipelago would be detrimental to the new nation. Decentralization has 
never been easy in the post-colonial Indonesian history, due to the fear of secessionist 
revolts, and the influence of local bureaucrats in support of their dual role, as an agent of 
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central government and as an executive serving the interest of local people, to maintain 
their status quo. Expenditure requirements of the local governments were met mostly 
through appropriations by the central government. Decentralization in the field of health 
services began in 1952, with the partial transfer of responsibilities from the national to 
the sub-national governments. These responsibilities include the provision of health care 
in public hospitals and clinics, supervision of private health services, control of 
communicable diseases, and employment of health care personnel, who were largely 
recruited by the Ministry of Health. Major administrative functions, such as recruitment 
of personnel, health programming and budgeting, and organization development were 
still carried out by the central government. 
 

Law No 5, 1974 addressed a functional system of local governments in which the power 
and responsibility of central and local governments were specified. Political power 
remained in the hands of the central government, although the provinces were given 
much greater authority over many areas of decision making they have been denied before 
(MacAndrews 1986). Government Regulation No. 7, 1987 identified the form, 
organization, and responsibilities of the first and second level local health services (dinas 
kesehatan) as well as their relationship with higher-level government health agencies. 
However, the dualism of local and central responsibilities of the district and provincial 
health administrators still reflected the dominance of the central government. The 
Comprehensive Health Improvement Program-Province Specific (CHIPPS) project 
carried out in three provinces of Indonesia suggested that structural administrative 
arrangements and actual budgetary control are key determinants of decentralization, and 
planning skills at the local level are a necessary requirement (Bossert et al, 1991). Law 
No. 23, 1992, the first law on health care since Indonesian independence, endorsed 
community participation in health promotion, disease prevention and curative care, 
without any clear framework for implementation. 

The passage of Law No. 22/1999 on Regional Government and Law No. 25/1999 on the 
Fiscal Balance between the Central Government and the Regional/Local Governments 
introduced fundamental changes in decentralization practices in Indonesia. According to 
the Law No. 22/1999 the district (regency or municipality) becomes fully autonomous, so 
that the head of the district is responsible to locally elected assembly. The hierarchical 
relationship between the central and provincial governments persists. The sub-national 
governments are responsible for all public administration functions, with some limited 
exceptions, namely defense and security, foreign policy, monetary and fiscal policy, and 
judicial and religious affairs. Law No. 25/1999 alters fiscal transfers from central to local 
governments, now in the form of general allocation fund, designated to be the fiscal 
equalization grant (with a total amount of at least 25% of central government domestic 
revenues distributed to local governments according to certain formula), specific 
allocation fund, and revenue sharing. Laws No 22/1999 and No 25/1999 with their 
implementing regulations are concerned more with expenditure, rather than revenue 
decentralization. In the past, local own revenue never became a significant part of the 
local government budget. At present, it is still not clear whether local governments will 
acquire new significant revenue raising power (Alm et al 2001). 
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To optimize health care performance, central and local governments, with their power of 
generating and allocating resources, may select those considered as appropriate “agents” 
to provide promotive, preventive, curative and rehabilitative health services to the public, 
in exchange for certain amounts of remuneration or incentive. This principal-agent 
approach has the advantage of assuring basic health care for the Indonesian people, for 
which resources are allocated. However, the dominant role of the government as 
“principal” has been challenged recently, due to the growing evidence of ineffectiveness, 
inefficiency, and inequity of public health services. Governments are expected to play the 
role of a facilitator, setting the stage for joint efforts among different stakeholders to 
improve health and prevent diseases. This stakeholder approach opens up possibilities for 
innovation and creativity, using the scarce resources to deal with health issues based on 
more comprehensive perspectives. However, this approach may fail to achieve its 
intended objectives due to unresolved conflicts among the stakeholders, causing the lack 
of shared commitment, and the abandonment of proper health care for the public. In the 
next sections, the principal-agent and the stakeholder approaches are described. Simple 
mathematical models are formulated to represent the relationship between the 
performance, value, and quantity of public health care, and the incentive received by 
public health care personnel. The models are used to show, in what conditions does the 
stakeholder approach result in better public health care performance. 

 
Principal-agent approach 

When two or more parties agree to work together, within a hierarchy or on a lateral basis, 
they invoke a kind of contractual relationship. In a lateral exchange, such as between a 
seller and a buyer, the seller carries out a task assigned by the buyer. In this case, the 
seller is called agent, while the buyer is known as principal. The principal is mainly 
concerned about the achievement of the task assigned to the agent. On the other hand, the 
agent is primarily interested in receiving remuneration in return to the accomplishment of 
the task. According to McCubbins and Kiewiet (1991: 24), “the agent seeks to maximize 
his or her return, subject to the constraints and incentives offered by the principal.  The 
principal, conversely, seeks to structure the relationship with the agent so that the 
outcomes produced through the agent’s efforts are the best the principal can achieve, 
given the choice to delegate in the first place.  There is, then, a natural conflict of interest 
between the two.” Principal-agent theory was originally developed to explain the 
relationship between private contractual parties, such as landlords and tenants or owners 
and managers. However, the theory has been utilized to describe bureaucratic and public 
institutions. The central and local governments provide an example of a hierarchical 
power structure, in which the central government (principal) has the right to write 
contracts. In a centralized system, the local government or district health office (agent) 
has to accept the contracts, although it may be allowed to give some input to the 
contractual agreements.  

One of the most important issues in decentralization is the appropriateness of power 
structure among the central and local parties.  The Ministry of Health can be viewed as a 
principal with its health reform objectives, while the local authorities are agents, granted 
the mandates and resources to implement general policies in order to achieve the 
objectives (Bossert 1998). Decentralization is regarded as the expansion of decision 
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choices at the local level. The concept of decision space denotes the range of choices over 
a specified series of functions (financing, service organization, human resources, 
targeting and governance) that is allowed to local decision-makers. Bossert et al. (2000) 
found that the decision space allowed for districts in Zambia was moderate for 
expenditures, fees, contracting, targeting and governance. The range of choices 
concerning salaries and allowances were limited. Most civil service salaries and major 
drug purchases were paid by central government. A comparative analysis of decision 
space revealed different types and degrees of decentralization. In the Philippines, a wide 
range of choices over many functions was encountered at the local government units, 
while in Ghana, health functions were delegated to autonomous units with very limited 
range of decision space. More evidence is needed to identify which level of choices will 
produce the best health sector performance given a specific political, cultural and 
socioeconomic context of a country (Bossert and Beauvais 2002). 

The decision space approach may be used as a tool to ensure that the health status of 
Indonesian people will not deteriorate as decentralization process is taking place, for 
example by allocating a centralized earmarked budget to address the health of the 
vulnerables. However, according to the new laws, most decision choices are now in the 
hands of district level governments. With the fourth largest population in the world and a 
vast array of islands with substantial ethnic and cultural diversity, it is very likely that the 
agents (local governments) in Indonesia have legitimate objectives, which may well 
diverge from those of the principal (central government). The local government may play 
the role as the principal, with all the resources at their discretion, while the district health 
office assumes the role as the agent. 

The implementation of law 22/1999 and law 25/1999, starting in 2001, allows regency 
and municipality governments to manage their local economies and provide public 
services to their people. Autonomous Region Subsidy (Subsidi Daerah Otonom, SDO) 
and Presidential Instruction (Instruksi Presiden, INPRES), which supported most of local 
administration and development activities before decentralization, are now replaced by a 
single block grant, known as the General Allocation Fund (Dana Alokasi Umum, DAU). 
The use of earmarked INPRES grants in the past enabled the central government (as the 
principal) to ensure that key development sectors such as public health and education 
received adequate attention from the local governments (as the agents) throughout 
Indonesia’s diverse regions (Silver et al, 2001). With the implementation of DAU, the 
health sector has to play the role of an agent with multiple principals, at the local, 
provincial and central levels. Regulation 25/2000 specifies the role of central government 
in setting the standards for health care and health care financing, health personnel 
education and mobilization, accreditation of health care establishment, screening, 
development and application of health care technology, and ethical clearance for health 
research. The central government is responsible for the surveillance and guidance for the 
control of disease outbreaks, and the procurement of certain essential drugs. The 
regulation also stipulates that the provincial government  oversees the mobilization of 
strategic health personnel among districts, education and training of health personnel, 
certification of health and nutrition technology, accreditation of special hospitals, health 
promotion and campaign, and disease surveillance. The principal-agent approach does 
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not provide an easy framework for local governments facing the demands for vertical and 
horizontal accountability. 

 
Stakeholder approach 

Stakeholder theory, like principal-agent theory, is primarily a theory of the firm. The 
basic premise is that firms, which are managed for optimal satisfaction of stakeholders, 
thrive better than those, which only maximize profits or interests of the shareholders. A 
stakeholder of an organization is any group or individual who can affect or can be 
affected by the achievement of the organization’s objective (Freeman, 1984: 25). This 
definition of stakeholder is too broad, so that Mitchell et al. (1997:857) suggested that the 
term stakeholder should be limited to those with legitimate claims, regardless of their 
power to influence the organization or the legitimacy of their relationship to the 
organization. Alkhafaji (1989: 104) identified the construct of stakeholder as an extension 
of stockholders, the only group of people to whom management traditionally need to be 
responsive. The term stakeholder includes not only stockholders, but also customers, 
workers, suppliers, vendors and other relevant parties. Mitroff (1989:11) described 
stakeholder not merely as a list of interest groups. People who have a stake in an 
organization interact to each other in a systematic way. Reed (1999) defines a stake as 
“an interest for which a valid normative claim can be advanced”.  

Several critics have been directed to the ambiguous definition of stakeholder, and 
questioned whether the stakeholder theory works at the operational level. These critics 
maintained that the primary responsibility of directors and executives of corporations is 
to maximize shareholder values (Gregg, 2001). However, in order to survive, 
corporations cannot ignore the fact that they are constellations of cooperative and 
competitive interests possessing intrinsic values (Donaldson and Preston, 1995).  
Stakeholder loyalty is an instrumental factor for the success of an organization. There are 
at least two dimensions of loyalty which should be taken into account in harnessing the 
power of stakeholders: how positive or negative they feel toward the organization, and 
how likely or unlikely they support the organization in the future (Walker and Marr, 
2001: 51).  

According to Jones and Wicks (1999) there are three theoretical aspects of stakeholder 
approach: 1). normative (firms should behave in certain ways); 2). instrumental (certain 
behaviors of the firms lead into certain outcomes); and 3). descriptive or empirical (there 
is evidence that firms behave in certain ways). The implication of stakeholder theory is 
that stakeholders should be identified through the actual or potential harms and benefits 
they are experiencing as a result of the firm’s actions or in-actions. Managers should 
consider that it is a moral obligation to respond to the diverse stakeholder interests in a 
mutually supportive framework. Jones (1995) argues that when managers treat 
stakeholders in a trustworthy manner, the organization will develop a competitive 
advantage, since it is able to reduce cost. Clarkson (1995) defines the corporation as a 
system of primary stakeholder groups, which can only survive in the long run if it 
maintains its ability to create wealth and value for the whole system. 

In public health policy arena, the stakeholder concept has become increasingly popular 
during the last decade (Brugha and Varvasovszky, 2000). Stakeholder analysis is a 
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necessary step to understand the roles, relationships and interests of an organization’s 
stakeholders, and how they influence the strategic decision making of the organization. 
Reich (1994) developed a political mapping tool with six-stage process, in which 
information about the objectives, motives, priorities and mobilization status of the 
stakeholders (individuals or organizations) is collected. The tool enables strategy 
formulation leading to the necessary changes so that a policy can be accepted and 
implemented.  

The insights of the stakeholder theory can be applied to public sector settings, especially 
as decentralized governance requires a shift from more hierarchical to more network-type 
organizations. Public sector managers now see themselves not as public administrators, 
but as public facilitators, who need more solid grounding of stakeholder management. 
Osborne and Plastrik (1997) suggest that public systems need to be transformed to 
increase effectiveness, efficiency, adaptability, and capacity to innovate “by changing 
their purpose, incentives, accountability, power structure, and culture". Reinventing 
public organizations is, in essence, transforming "bureaucratic" systems and 
organizations into "entrepreneurial" ones.  

The rising cost of health care due to demographic and technological changes has been a 
formidable challenge to many societies. Collaborative arrangements among stakeholders 
in the health system have been suggested as a way to improve health care performance or 
to contain health care cost. Each stakeholder must develop a value equation in terms 
which are meaningful to others and that leads to the opportunities for value enhancing 
partnership (Young et al. 2001). 

 

Mathematical modeling  

Questions remain, whether the stakeholder approach will result into a better performance 
of health care.  There are important conditions, which may prevent deterioration of public 
health care due to the lack of commitment by stakeholders, in contrast to the more 
secured allocation of funding for the health sector in a principal-agent approach. The 
commitment of a particular stakeholder, namely, the health care personnel, deserves 
special attention. The task of health care personnel in the principal-agent approach is 
primarily managerial and technical. In the stakeholder approach, the health care 
personnel may be responsible for the leadership and networking efforts to promote better 
health care performance. In both approaches, the incentive for health care personnel is an 
important issue. 

A simple mathematical model may be useful to illustrate the relationship between 
performance of public health care and the incentive received by health personnel in 
exchange for their services. In the principal-agent framework, the central or local 
government plays the role of principal, who allows the health personnel to carry out 
medical and health services, at an expected value and quantity of health products, and 
provides incentive to them under a contractual relationship. The performance of health 
care is defined as: 
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P = (V – I/Q) . Q 
    = V . Q – I ……………………… (1) 

 
in which: 
 P = performance of public health care 

V = value of the product expected from the health personnel 
  Q = quantity of the product expected from the health personnel 
   I = incentive for the health personnel. 
 
V is assumed to be a constant, imposed by the government as the principal. Intuitively, 
the quantity produced by the health personnel is influenced by the incentive they receive: 
 
 Q = a + b . Ln (I) …………………. (2),  
 
in which: a and b are constants. 
 
To maximize P = V . Q – I in equation (1) or V . (a + b . Ln (I)) – I after incorporating 
equation (2) to (1), 
 

δP / δI = (b . V) / I* – 1 = 0,  
 

so that I* = b . V ………………………….. (3). 
 
According to the model for the principal-agent approach, health care performance will be 
maximized when the incentive is equal to the value (expected by the government as the 
principal) of the health care, multiplied by the marginal increase of health care quantity 
when the incentive is multiplied by 2.7, since health care quantity = a + b . Ln(incentive).  

In the stakeholder approach of decentralized governance, the value of health care varies 
according to the relative importance of health as perceived by the stakeholders. Health 
personnel are also a special group of stakeholders, who have certain interests in the 
incentive they may receive. The performance of public health care in the stakeholder 
approach can be described as: 

 P = (c . V – d . I/Q) . Q ……………. (4), 

in which: c and d are constants, and other notations follow equation (1). Similar to the 
principal-agent model, Q = a + b . Ln (I). 

To maximize P in (4), 

 δP / δI = (b . c . V) / I** - d = 0, 

so that I** =  b . c . V / d ……………………. (5). 

At the maximum level of health care performance, the incentive for health care personnel 
in the stakeholder approach (5) is c / d times that of the principal-agent approach (3). 
When c > 1 and c / d > 1 or c > d, the stakeholder approach will result in better health 
care performance as shown in the following equation: 
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c.V. (a + b.Ln (I*. c / d)) – I*. d. c / d     >    V. (a + b.Ln I*) – I*, or 

c . [ V (a + b. Ln (I*. c / d)  - I*] > V. (a + b.Ln I*) – I*. 

This mathematical modeling shows that the maximum performance of health care in the 
stakeholder approach will be better than that in the principal agent approach if: 1). the 
value of health care is enhanced (c > 1) through collective commitment among 
stakeholders of the health care; 2). the incremental increase of the value of health care 
should be higher than that of the incentive for health care personnel ( c > d). The 
incentive for health care personnel can be higher in the stakeholder approach compared to 
that in the principal-agent approach if d > 1. 

 
Conclusions 

Local financing of public health programs in Indonesia has become a daunting task in the 
decentralized governance, as the transfer of the general allocation fund from the central 
government and local financial supports for public health care may no longer be 
adequate. To maintain the same level of public health care performance without 
compromising the value of health care, local governments must reduce the incentive of 
public health care personnel, or squeeze them to boost their productivity, which may 
over-stretch the labor force in public health care. Using the stakeholder approach, the 
stakeholders should put more value to health care, maintain the quantity of health care 
production and provide the incentive for health care personnel at acceptable levels, to 
preserve or even improve the public health performance. The empowerment and skills of 
public health personnel to identify and influence stakeholders in order to put more value 
on health care are very important agenda in the currently decentralized Indonesian health 
care. 
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