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Abstract

The local expenditure in Indonesia either province level or district level rely upon
intergovernmental transfers. Theoretically, if the lump sums transfers have more stimulate
effect on the local expenditure rather than local private income, they can cause the flypaper

effect phenomenon.

This study investigates whether the intergovernmental transfer leads to the flypaper
effect in the province level during 1995-2002. By using the panel data, the results demon-
strate that intergovernmental transfers cause the flypaper effect. Our findings also show that
the flypaper effect exists heavily at east region as a backward area than west region as a
well-developed area. This finding supports the previous research in districts and municipali-

ties.
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INTRODUCTION

According to current institutional
classification, the Indonesian public sector
has a two-tier structure: national and local
level consisting of province and district
(municipality). The local public spending
either province or district level depends on
two components. The first components are
those local or own resources such as local
tax, local retribution, fee and charges, public
utility income. The second component of
local government revenue is the intergov-
ernmental transfers including unconditional
transfer, conditional transfers and others
transfers provided under the principle of
horizontal fiscal equalization.

The discussion whether the inter-
governmental transfers and local private
income have identical effects upon local
spending led to an empirical phenomenon
that is the well-known flypaper effects to
indicate that money stick where it hits. The
flypaper effect is a phenomenon that in-
creases in transfers tend to stimulate more

spending than do comparable increases in
voter-taxpayer incomes (Turnbull, 1998).
The flypaper effects have significant impli-
cation for the policy. Flypaper behavior
suggests the local authorities seek to expand
public spending for their own purposes be-
yond levels desired by the community.

In the Indonesian government budget
system, all potential taxes go to central gov-
ernment and then the central government
allocates the tax in terms of intergovern-
mental transfers with a certain percentage of
tax revenue. Therefore, intergovernmental
transfers play a central role in understanding
the local budget structure. The goal of this
study is to investigate whether the inter-
goven mental transfers in Indonesia supports
the flypaper effects at province level. There
are two reasons for investigating the validity
of the flypaper in the Indonesia case. First,
we attempt to get some insights in order to
develop better theories of local public
spending in the case of Indonesia as a devel-
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oping country. Second, we apply the recent
methodology in analysis of panel data.

The paper is organized as follows. In
Section 2, we will briefly outline the flypa-
per effect and some previous studies about
the flypaper effect. Methodology and data
will be presented in section 3. We analyze
all provinces except Maluku over 1995-2002
using panel data. Section 4 will covers the
empirical results and then conclusion will be
drawn in section 5.

Local Government Spending in Indonesia

Fiscal decentralization during the
New Order has moved slowly. Indonesia
was one of the most centralized countries in
the world before 1999. However through
framework for fiscal decentralization laid
out in law 22 and 25 of 1999 it has been
changing. Under the scheme of that law, the
new fiscal decentralization in Indonesia is
based on the new system of transfers con-
sisting of revenue sharing of natural re-
source, personal income tax and property
taxes, the DAU (Dana Alokasi Umum) as a
large unconditional granted intended to fund
regional government in an equalizing man-
ner and the DAK (Dana Alokasi Khusus) as
asset of conditional grants. (Brodjonegoro,
Vazquez, 2002).

Before the new transfer system, In-
donesia has a long history of intergovern-
mental transfer from the central government
to the local government. The first is pre
SDO period from 1945-1972. Initially, un-
der the scheme the central government gives
subsidy to local government to ensure no
deficit of local government budget. The cen-
tral government introduced a tax revenue
sharing scheme in which local government
received some percentage of central gov-
ernment tax revenue from 1956 — 1964.
Then the central government has launched
the new scheme called as intergovernmental
subsidy system during 1965-1972.

The second is SDO (autonomous re-
gion subsidy) period from 1972-2001. The
goal of the SDO system was to fully support
routine activities of local government. Under
the scheme, the intergovernmental transfer
comprised of the block grant and the spe-
cific grant. The former is the unconditional
grant and the later is conditional grant with
no discretion at the local government. In
addition, the central government also gives
additional transfer through INPRES to sup-
ports local government activities. Another
goal of INPRES was to reduce regional dis-
parities.

However, through the new scheme of
law 25 of 1999, intergovernmental transfer
consists of three: (1) revenue sharing; (2)
general allocation fund (DAU); and (3) Spe-
cific allocation fund (DAK). Revenue shar-
ing comes from three sources: (1) the tax
revenue sharing consisting of natural re-
sources taxes, personal income tax and
property tax; (2) the natural resources reve-
nue sharing; and (3) the revenue sharing
from other taxes. The DAU is a kind of
transfer giving fully discretion to local gov-
ernment to spend the funds according to
their priorities. The DAK is a conditional
grant which its goal is help fund important
needs which cannot be incorporated in the
DAU, to provide funding for activities
which relate to national priorities and is a
mechanism for intergovernmental sharing of
forest exploitation fees.

Table 1 shows local government in-
come in 2002. The most fund of local gov-
ernment  either  provinces or  dis-
trict/municipalities come from the inter-
gu ernmental transfer. The central govern-
mental transfer comes up 53.8%, 87%, and
82.1% on province, district and municipali-
ties level respectively. The local income
which is form local taxes and non local taxes
still contributes small for local government
budget.
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Table 1:Regional government income in 2002 (Rp. Trillions)

Provinces District Municipalities
Total Expenditure 31.46 71.24 16.46
Local income (PAD) 10.19 (32.4) 3.79 (5.3) 1.93 (11.7)
o Taxes 8.59 1.41 0.95
e non taxes 1.61 2.38 0.98
Transfers 16.93 (53.8) 61.66(87) 13.52 (82.1)
e Revenue Sharing 7.98 10.70 2.10
e DAU 7.56 50.43 10.49
e DAK 1.39 0.53 0.93

Sources: Financial statistic of Indonesian local government
Note: numbers in parenthesis show % of revenue to total expenditure

LITERATUR REVIEWS

There are two theories that can ex-
plain the flypaper effect phenomenon. The
first theory is the fiscal illusion and the sec-
ond theory is bureaucrats’ model (Sagbas
and Saruc, 2004). The former states that the
flypaper effect is a result of voter-taxprayer
ignorance of fiscal illusion. In the fiscal illu-
sion model of grants effect, the government
produces the output demanded by the me-
dian voters, but demand for public goods is
based on misperception about how the pub-
lic goods are financed and their own share of
costs. In this case, voters are not assumed to
misperceive the actual output of public
goods or the benefits derived there from.

In other hand, the bureaucratic model
of the flypaper effect incomes from budget
maximizing behavior by local politicians
(bureaucrats). The flypaper effect happens
because the bureaucrats have more informa-
tion concerning intergovernmental grants
and the local budget. The local bureaucrats
tend to spend easily an intergovernmental
grant rather than asking for an increase in
local tax.

There are a number of empirical stud-
ies of the impact of intergovernmental trans-
fers on local spending both at developing
and developed countries to examine the fly-
paper effect. Some of them based on cross
sectional data and the others used panel data.

Pommerehne and Schneider (1978), Heyn-
dels and Smolders (1994), Turnbull and
Djoundourian (1994), Becker (1996), Doll-
ery and Worthington (1999) using cross
sectional data show that the flypaper effect
exits for municipal data. According to the
new methodology in panel data, Melo
(2002), Sagbas and Saruc (2004) also find
the flypaper for Colombia and Turkey for
local government. For complete results of
the flypaper effect can be found in Bailey
and Connolly (1998).

Haryo Kuncoro studied the effect of
the intergovernmental transfer for districts
and municipalities in Indonesia. His study
was to analyze the contribution of intergov-
ernmental transfers on local revenue, routine
and developments expenditures over period
of 1988-2002. Using the simultaneous
model, he showed that intergovernmental
transfers stimulate the increase of the local
goven ment expenditures larger than that of
the local own revenue. His study supports
flypaper effect (Kuncoro, 2004).

Model Specification

To test the flypaper effect at province
level in Indonesia, this study follows previ-
ous research such as Pommerehne and
Schneider (1978), Heyndels and Smolders
(1994), Turnbull and Djoundourian (1994),
Becker (1996), Dollery and Worthington
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(1999), Melo (2002) Sagbas and Saruc (2004).
The expenditure function for publicly pro-
vided goods by central government or local
government may be expressed as follow:

E=1(Y, Tr,POp) ccceeeeerereeeeeeeene, 1)

Where :

E = the total expenditure of local gov-
ernment

Y = the local income

Tr = the intergovernmental transfers
Pop = population

This study has been made on the ba-
sis of panel data models to investigate the
flypaper effect on the local government ex-
penditure. The type of model specification,
linear or log linear, will determine the flypa-
per effect for local government spending
(Bailey and Connolly (1998). In order to
overcome this problem, this study uses both
Log linear and liner specification and both
the model can be written as follows:
logE; = ( +u;)+ ylogly

+ ,logTr; + 3 logPop;

Ey=( +up)+ Yy + oTry
+ 3Pop; +ey

Population is included to control sta-
tistically for the influence of this variable on
local expenditures. Subscripts i denotes local
government and t is time. The intercept of
the ith local government is equal to a + u
where E (u) = 0. The crucial issue relate to
panel estimation is about estimation tech-
nique using fixed model or random model.
The Hausman test is applied to determine
the model. The Hausman test specification
test is computed and compared to a Chi
square distribution with degree of freedom
according the number of independent vari-
able in the model.

Theory of public spending suggests
that an increase the income raises expendi-

ture so we expect B is positive. The esti-
mated value of B, is expected to be positive
too. When the intergovernmental transfer
rises, the local government tends to increase
its expenditure. The last variable total popu-
lation is expected to be positive. An increase
in population will be responded by local
government to increase its spending.

In the conventional approach, the
flypaper effect is examined under the as-
sumption that local government faces linear
budget constraints. The flypaper effect is
investigated by comparing the effect of in-
come (B;) and the transfers on local expen-
diture (,). In equation (2) the flypaper ef-
fect is observed if the transfer elasticity ex-
ceeds the income elasticity (B, >B,). In other
hand, if B, < B, indicate no the flypaper ef-
fect. When the linear form specification is
employed the flypaper effect is indicated if
coefficient o, >a; but if coefficient o, < oy
shows no the flypaper effect.

Per capita gross regional domestic
Product (GRDP) at constant price 1993 is
used to proxy for per capita local income
since per capita income data at province
level are not available. Per capita GRDP and
population data are from Indonesian statis-
tics, while total expenditure of province and
total transfers from the central government
are taken from financial statistics of Indone-
sian local government. Because the data are
not available for whole period, this study did
not include Maluku and the new province
such as Bangka- Belitung, Banten, Goron-
talo and North Maluku.

THE EMPRICAL RESULTS

In analyzing cross-section data in
Indonesia, it is essential to classify regional
province according to type: west region and
east region. This method tries to capture
differences between well-developed areas
(west Indonesia) and backward areas (east
Indonesia). There are three results for all
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Indonesian provinces, west region including
Sumatra and Java Island, and east region
consisting of Kalimatan, Sulawesi, Bali,
Nusatenggara and Irian Island. Because the
government focus on developing economy
at west region, comparing the flypaper effect
between west and east region is very inter-
esting.

Before evaluating the empirical re-
sults as noted earlier, the appropriate model

of panel data must be determined. The selec-
tion of the best type of estimator is made
according to the Hausman test. Table 2 and
table 3 report the Fixed Effect for both linier
and log linier model respectively. Mean-
while the results of Random Effect for both
models are presented at Table 4 and 5 re-
spectively. The results of Hausman test are
shown at Table 6.

Table 2. The results of Panel data estimation with Fixed Effect: the log linear Model

Variables All provinces West Region East Region

C A A A
Log(Y) -0.046429 -0.320048 0.154933
(-0.118032) (-0.509556) (0.305155)
Log (Tr) 0.606985* 0.391336" 0.861444"
(10.21989) (5.026768) (8.950842)
log (Pop) 1.100139** 3.805959* 0.196064
(2.291533) (3.447147) (0.368557)
Adjusted R-squared 0.857312 0.903281 0.672096
Total Panel estimation 200 104 96

Note:
Figures in parenthesis are t statistics

*, #*% and *** are coefficient significant at 1%, 5% and 10% significant level respectively
A denotes that the constant of provinces are not reported to save space.

Table 3. The results of Panel data estimation with Fixed Effect: the linear Model

Variables All provinces West Region East Region

C A A A
Y -0.004120 0.122152 -0.009145
-0.015607 (0.238370) (-0.085659)
Tr 1.202174* 1.240643* 1.033213*
7.986208 (5.473207) (11.29090)
Pop 150.4810*** 171.8379 55.24011
1.423013 (1.097055) (0.702454)
Adjusted R-squared 0.681357 0.648343 0.696518
Total Panel estimation 200 104 96

Note:

Figures in parenthesis are t statistics

*, #* and *** are coefficient significant at 1%, 5% and 10% significant level respectively
A denotes that the constant of provinces are not reported to save space.
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Table 4. The results of Panel data estimation with Random Effect

: the log linear Model

Variables All provinces West Region East Region

C A A A

Log(Y) 0.278326* 0.463132* 0.113867**
(3.609920) (3.806438) (1.350758)

Log (Tr) 0.681448* 0.580173* 0.792487*
(13.10934) (8.402323) (10.04776)

log (pop) 0.391143" 0.494663" 0.075661
(7.414600) (7.030002) (0.661459)

Adjusted R-squared 0.853784 0.882437 0.669220

Total Panel estimation 200 104 96

Note:

Figures in parenthesis are t statistics
*, #* and *** are coefficient significant at 1%, 5% and 10% significant level respectively
A denotes that the constant of provinces are not reported to save space.

Table 5. The results of Panel data estimation with Random Effect: the Linear Model

Variables All provinces West Region East Region

C A A A

Y 0.053866** 0.201335* 0.003112
(1.423233) 2.193462 (0.301711)

Tr 1.472676* 1.342507* 1.023573*
(11.04891) (6.233410) (12.67211)

Pop 33.81544* 38.33430" 3.998664
(1.423013) (3.772793) (0.336179)

Adjusted R-squared 0.664260 0.649900 0.703761

Total Panel estimation 200 104 96

Note:

Figures in parenthesis are t statistics
*, ** and *** are coefficient significant at 1%, 5% and 10% significant level respectively
A denotes that the constant of provinces are not reported to save space.

Table 6. The results of the Hausman test

Chi Squares All Province West Region East Region
Log linear Model 8.628624 3.920047 6.058742
Linear Model 15.85296 2477956 0.755490

The Critical Chi squares with a=5% and df=3 is 7.81473
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The Hausman test indicates that the
Fixed Effect model is better estimation for
all provinces for both the log linier and the
linier model. In other hand, the Random
Effect model is chosen for West Region as
well as East Region the. In general, how-
ever, the Random Effect Model is favor than
the Fixed Effect for both log linear and lin-
ear model according to the Hausman test.
Taking this into account, the interpretation
of the results is based on this procedure.

Before analyzing the flypaper effect,
the impact of explanatory variables on local
public spending for is summarized. For all
provinces, west region and east region, the
sign of coefficient of local income, inter-
governmental transfer and population are
positive as expected before except for fixed
effect model and are statistically significant
except local income for all provinces and
population in the east region. Local authori-
ties will respond an increase in intergovern-
mental transfers, local income and popula-
tion by increasing the local public expendi-
ture.

The number of elasticity of intergov-
ernmental transfer is greater that the number
of elasticity of local income for all regions.
Therefore these findings indicate that the
flypaper effect exists for all provinces, west
region and east region. The intergovernmen-
tal transfers produce a greater increase in
local expenditure at province level than per
capita local GDP as a proxy for local in-
come.

This finding also shows that the fly-
paper effect differs according to the geo-
graphical area. The flypaper effect exists
heavily on east region rather than on west
region. It is shown by the greater difference
between the transfer elasticity and local in-
come elasticity. This finding explicitly indi-

cates that the flypaper effect happen mostly
at poor area than wealth area. Poor local
government depends upon the intergovern-
mental transfer for providing public goods
and services.

The flypaper effect exists at province
level which support the study of Kuncoro at
districts/municipalities. The flypaper effect
can be explained by using bureaucrats’
model. The flypaper effect may be a result
of the budget maximizing behavior of local
bureaucrats (politicians). As we know the
amount of local government budget is set up
based on expenditure approach rather than
income approach. As a result, the outcome
will be excessive spending. The uncondi-
tional transfers or grants also provide sig-
nificant discretion because of almost half of
local revenue from intergovernmental trans-
fers.

CONCLUSION

Our analysis of public expenditure in
the context of the province level for the pe-
riod 1995-2002 indicates that the flypaper
effect exits. The bureaucratic model could
better explain the cause of the flypaper ef-
fects because local bureaucrats have sig-
nificant discretion over the spending side of
the local budget.

If the flypaper effect does exits, then
the local government relies on its expendi-
ture form grants without making good effort
to increase local income by stimulating local
economy. What kind of economic policy
does the central government to eliminate the
flypaper effect? There are two scenarios to
reduce the flypaper effect: cutback in grants
or an increase in local taxes. A cutback pol-
icy may be more effective since transfers
increase expenditure more than increases in
private income.
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