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ABSTRACT

The objective of the research was to determine the effect of an increase in fiscal transfers in relation to an
equivalent increase in tax revenues on local public spending in local governments in Peru. The method used
is causal, based on precautionary savings, the target population is 1874 local governments of Peru-2019,
grouped into three categories. Using the local expenditure and precautionary savings model, the presence
of the flypaper effect was determined at the national level and by municipal category. The flypaper effect
was found to be present at the national level (0.78 empirical and 0.66 based on precautionary savings) and
by municipal category, public spending is greater with an increase in total transfers than with an equivalent

increase in tax revenues (by 0.84% and 0.06% successively), likewise the flypaper effect is greater in
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municipalities with medium and low budget size. The local governments of the country, seeing larger
budgets coming from subsidies, prefer to finance public goods and services with intergovernmental transfers
than with tax revenues, because they are free distortion money, while tax revenues demand more control
and results from the rulers, besides, the rulers are first concerned in spending the subsidies than the tax

revenues, keeping the private revenues as savings, for later periods.

Keywords: flypaper effect, local spending, tax revenues and intergovernmental transfers.

INTRODUCTION

Local governments are the best way to allocate public goods (Tiebout, 1956) that is why state decision
making should be decentralized (Urrunaga et al., 2001) hence local fiscal autonomy (Bojérquez, 2011). But
intergovernmental transfers possess fiscal effects on public spending (Pevcin, 2014) and on the one hand
can obviate the need to generate local revenues undermining fiscal autonomy (Masaki, 2018).

Piffano et al. (1998) and Trujillo (2008) classify transfers into two types: the first is unconditional
contributions and conditional contributions. This type of transfers is also issued in Peruvian municipalities,
because the municipal budget base is mainly made up of transfers, municipal taxes and indebtedness
(Alvarado et al., 2003). Local governments in Peru receive financial resources from canon and royalties,
foncomun resources and municipal indebtedness, but at the same time collect their own revenues (Sanchez,
2016).

The literature mentions that an increase in subnational transfers can cause an expansion of local public
spending greater than before an equivalent increase in own revenue in the local jurisdiction called the
flypaper effect (Aragon, 2008; Besfamille et al., 2015; Deller & Maher, 2006; Korzhenevych & Langer,
2016; Quigley & Smolensky, 1992; Trujillo, 2008; Winer, 1983) and a crowding-in (Nilsson, 2009), and
cause tax revenue to decrease (Bracco et al., 2015; Bravo, 2012; Mattos et al., 2011; Romo et al., 2010), the
lower collection induces the absence of community control and oversight in fiscal spending decisions
(Sanguinetti, 2010; Tiebout, 1956) .

Rulers seek to maximize their budget through subsidies in order to maximize their own utility by raising the
assumption of a benevolent ruler, and the contributions induce public spending at an inefficiently large level
far from the community's preferences (Niskanen, 1968), Some authors such as Dougan and Kenyon (1988)
mention that the flypaper effect occurs due to pressure groups to increase spending on specific programs
and political exchanges, and Quigley and Smolensky (1992) point out that the flypaper effect occurs in

response when the local government assumes the transaction costs of modifying the tax legislature.
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The flypaper effect is based on the median voter's utility function, which is a function of private income and
local public spending (Aragon & Gayoso, 2005; Porto, 2002). Faced with an increase in transfers the
benevolent government provides excess public good and reduces the amount of municipal taxes and thus
maximizes the utility of the median voter (Acosta & Loza, 2001), because it is more efficient to spend the
transfers received than private income, they are free distortion money (Vegh & Vuletin, 2016), and it is thus
that the flypaper effect is a decreasing function between private income and fiscal transfers from the
macroeconomic insurance point of view (Vegh & Vuletin, 2015).

Some authors mention that transfers have a greater positive impact on investment expenditures but do not
have a significant impact on current expenditures (Korzhenevych & Langer, 2016; Rios & Da Silva, 2003).
On the one hand, the flypaper effect is asymmetric, because local authorities do not respond in the same
way to increases in transfers as they do to a reduction in transfers (Deller & Maher, 2006; Sour, 2016).
Because a cut in transfers translates into higher arrears in spending commitments for public investments at
the municipal level (Chiades et al., 2019).

Transfers also have a positive causality on long-term municipal indebtedness (Yas & Atilgan, 2016), on the
other hand the flypaper effect can arise when distortionary taxes are used to finance at least part of their
expenditures (Dahlby & Ferede, 2016). Also increased information available to the government may
generate additional expenditures by cities and expected tax payments are lower (Epstein & Gang, 2019),
similarly co-financing and lobbying may increase the provision of the public good, but co-financing may
reduce rent-seeking through lobbying (Jussila & Mandell, 2019).

Even the study by Kéthenbirger and Loumeau (2016) points out that transfers can cause a double flypaper
effect, because municipalities tend to spend additional revenue transfers where they already used to spend
relatively more in the past. Furthermore increasing the resource subsidy for a specific public good does not
expand local spending to a large degree, therefore these types of subsidies are useful to transfer resources,
however these types of transfers lead to inefficiency and reduce welfare due to the absence of local oversight
(Bruce et al., 2019).

Sub-national transfers in Peru, have increased considerably in recent years as a result of the boom in the
prices of mining and oil natural resources, according to the Transparency Portal of the Ministry of Economy
and Finance transfers for all sources of financing increased from 17.2 billion to 21.8 billion soles between
2016 and 2019, of which unconditional transfers (Foncomun) increased from 4.9 to 5.9 billion soles in said
period, while resources from the canon and sobrecanon in 2019 represents 6.3 billion. Tax collection through
municipal taxes had a minimal increase from 3.5 to 3.6 billion, while Directly Collected Resources increased
from 3.8 billion to 3.9 billion between 2016 and 2019, the evolution of local spending was from 21.3 billion

to 24.7 billion soles with efficiency indicator between 73.7% and 69.4%.
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The present study is justified in evaluating how effective intergovernmental transfers have been in the
behavior of local spending fiscal policies.

Given the importance that intergovernmental transfers seek to correct inequality in the distribution of
resources, improve welfare and improve the level of local activity (Aguilar & Morales, 2005; Sanguinetti,
2010). Because a poor design of these compensation mechanisms could imply suboptimal decisions by local
governments in the provision of public goods.

According to the problems described above, the objective of the study is to determine the effect of an
increase in fiscal transfers in relation to an equivalent increase in tax revenues on local public spending in

Peruvian local governments.

MATERIALS AND METHODS

A study was carried out following the hypothetical-deductive and causal method. The object of study is the

local governments of Peru in 2019, 1874 district and provincial municipalities were taken. Likewise, the

municipalities were grouped according to the hierarchical conglomerate in three categories based on budget

size (canon transfers and Foncomun), the first group comprised municipalities with a high budget size, the

second with a medium budget and the third with a low budget size. The conglomerate is calculated according

to the Ward method, with the squared Euclidean distance. According to the hierarchical clustering for the

local expenditure model, the groups are: category 01 comprises 401 municipalities, category 02 comprises

580 and category 03 comprises 893 municipalities.

The model

Expenditure model flypaper effect

The flypaper effect is given by FP = Ag/ — Ag”. where Ag/ y Ag” indicate the change in public

expenditure given a one monetary unit increase in private income and fiscal transfers, to determine this

effect we used a local expenditure model which is given by:

log(Giocar) = P1 + Bolog(Canon) + Bilog(Foncomun) + f.log(Tx) + fslog(Credit) + BgPcitizen
+ B7Instyes: + BgMcclocal + ByTechcapabilities + g (@))

The parameters 3, y B, estimate the empirical flypaper effect FP = 8, — S, of the canon and foncomun

intergovernmental transfers. FP = 83 — B,.

Where G, IS local expenditure, while the explanatory variables express the following: Canon, Transfers

from the canon resource, Foncomun, transfers from Foncomun, Tx, is the collection of municipal taxes and

directly collected resources, Credit, are transfers for municipal indebtedness, Pcitizen, the following is

citizen participation in budgetary matters, Inst ., are instruments for urban and/or rural management and

development, Mcclocal, is the lack of technical capacity of the local coordinating council members, and
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Techcapabilities, is the lack of technical capacities in results-based budgeting, project management and
administrative procedures.

Flypaper effect saving caution

To estimate the flypaper effect, we followed Vegh and Vuletin (2015), who developed a method for
estimating the flypaper effect based on precautionary savings, when own collection is greater than
intergovernmental transfers f < y. Where f: represents fiscal transfers and y: is tax revenue. For the
Peruvian case, Vegh and Vuletin's method was reconsidered for cases when lump-sum transfers are greater
than municipal tax collection and directly collected resources (f > y). because Peruvian municipalities have
their budget size made up of more than 50% from transfers.

Assuming that the welfare of the median voter is given by private consumption (c;) and local public

expenditure (g,), represented by:

W =u(e;) +v(gy) + B f f p(ey &) w(caley &) + (g(ey g)))deydey  (2)
where B > 0, is the discount factor, and p(e,, &) is the joint density distribution of &, y &. For the
consumption slope summary it is assumed that p=1/(1 + r), where r >0 is the real interest rate. The

intertemporal constraint on the representative citizen's total income takes the form. y, +f; +

c2(y,£7)Hf2(ey,2p)
1+r

Y2(£y)+f2(£f) _
1+r =5 + ! +

. The representative citizen chooses c1y ¢, (gy,¢), g1, Y 92

&, £¢) to maximize welfare. By doing the development it is obtained that:
.<f

y__1 _ 1 Apsy f__1 _ 1 ,pef
Agi =5 —T50PS” .. (B)YAgL =51 5APS ()

Replacing (3) and (4) in FP = Ag/ — Ag? we obtain:
1 [ 0
T 1+60122+1)(1+6)

FP ] [(1+ aB)oZ, — (1 + B)oZ + B(1 — a)0.y0esp|

1
FP = 1+—9A[(1 + (XB)O'sZy - (1 + B)O'ng + B(l - a)UgyUng] (5)

Where A = = 20X are positive constants and a = (1 — @)/ is between 0 and 1. Where:

e B
FP: Flypaper effect, Ocaptures public expenditure preferences, r: Interest rate, @r: Proportion of total initial
revenue corresponding to fiscal transfers, (1 — @)is the proportion corresponding to revenues, agzyVariance
of own municipal revenues, o2 Variance of transfers, pis the correlation between revenue collection and
transfers, ef y €y : are the average conservation margins of each soles received by the median voter from
fiscal transfers and revenues, f e y are the initial levels of transfers and revenues. Also to see the change of
the flypaper effect of the theory with respect to the empirical analysis of the observed flypaper is determined

by the following proposition.
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FP(Jf,, Jl%,p;to,r,e) —FpP
AgT —AgY

Where, AF Py, measures the change in the flypaper effect based on precautionary savings (fiscal execution

(032,= a%,pzl,r,é’)

AFPf, = .. (6)

balances) with respect to the flypaper observed in the expenditure model.

RESULTS

Transfers received by local governments in Peru in 2019 amount to 21.8 billion soles, of which the sum of
6.2 billion soles corresponds to canon resources, surcanon and royalties, while foncomun resources
represent 5.8 billion soles, canon resources had a decrease with respect to previous years, but there were
periods where subsidies increased considerably.

On the other hand, municipal tax collection amounted to 3.6 billion soles, while Directly Collected
Resources (RDR) amounted to 3.9 billion soles. The national average public expenditure efficiency
indicator was 69.4%, which is the proportion of accrued expenditure with respect to the Modified
Institutional Budget (P1M).

Empirical Flypaper

According to the results obtained (table 1, column 2) in the local expenditure model, on average at the
national level, the existence of the flypaper effect (FP = §;(0.84) — f3,,(0.06)) for all sources of transfers
(total sum of transfers) and municipal tax collection (municipal taxes plus Directly Collected Resources) by
0.78%, which indicates that with a 1% increase in transfers received by the local government, public
spending increases by 0.84%, while with the same 1% increase in tax collection, public spending increases

by only 0.06%, with the expansion of public spending being greater with the increase in transfers.
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Figure 1. Flypaper effect of transfers by all sources of financing and tax collection in local governments.

T: Tax collection

fpempirico =0.78

T Ty \ B
TR S : ‘

W”"(C1:g1)

W' (¢, 91)
)
Go Gy Gy R, R, R; G: Local expenditure
Ag? = 0.06
-
Ag’ =0.84

In figure 1, the indifference curves W'(cy, g1), W' (c1,91) Y W' (¢4, g1) correspond to the representative
citizen (median voter). The budget line R, y R corresponds to an initial context without transfers, with a
slope of -1, which means the possibility of transforming S/ 1 of municipal tax collection into S/ 1 of public
goods and services. The representative citizen's preference is equilibrium E,where public spending (G,) is
financed with T, local tax collection. On the other hand, when the collection of municipal revenues increases
by 1% from T, a T; (municipal taxes plus Directly Collected Resources), the straight line of the
municipality's budget is shifted from R, y Rj, this causes public spending to move from G, a G;, making
the new equilibrium at E;but when transfers also increase by 1%, public spending is shifted by a larger
proportion from G, a G, making the new equilibrium at E,.

Thus, the study showed that with a 1% increase in transfers, local spending increases by =0.84% and when
the tax burden also increases by 1%, local spending barely increases by =0.84%. Ag/=0.84% and when the
tax burden also increases by 1%, local spending increases by only 0.84%. AgY = 0.06%The flypaper effect
is therefore close to 1 (FP=0.78). This shows that bureaucrats and representative citizens prefer to vote for
a larger public budget from subsidies to finance public goods and services and opt for a smaller share of

local taxation, thus allowing for an increase in private consumption (Piffano et al., 1998).
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Figure 2. Estimated parameters of local public spending and lump-sum transfers

e(Public spending in local government | X )

e( Transfers received by the municipality from all sources of financing | X )
coef =0.838, 52 =0.008, t =584 350

A 1% increase in canon resource transfers expands local spending by 0.10% on average at the national level,
while the same percentage increase in tax collection expands public spending by only 0.08%, so the flypaper
effect is 0.025% (Figure 2 and Figure 4).

While a 1% increase in foncomun transfers increases local spending by 0.66%, the flypaper effect for this
item is 0.62% (Figure 3).

Likewise, the flypaper effect of the foncomun transfers turned out to be greater than that of the canon. This
is due to the fact that the canon is a conditional transfer subject to financing or co-financing expenses of
public investment projects, for maintenance expenses of public goods generated by investment projects, as
well as for pre-investment study expenses. The budget execution of the canon item is subject to public
management skills on the part of the governors, because the budget execution of the canon item includes
public contracting processes, transforming a S/ 1 of the canon item into S/1 of public goods will depend on
the public management skills of the local governors. Local spending is more pronounced as an effect of
foncomun transfers because the budget from this source is unconditional, which can finance current and
capital expenditures, implies more agile budget execution processes, aimed at municipalities with weak tax

bases, remote and depressed rural and marginal urban areas of the country, and with redistributive criteria.
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Figure 3. Estimated parameters of local public spending and tax revenues

e log( Public spending in local government | X))

T T T T T
-15 -10 -5 0 5
e log( Collection of municipal taxes | X}
coef = 060, se= 004 t= 1515

The flypaper effect in municipal categories 2 and 3 turned out to be lower than in category 3, and the flypaper
effect for the foncomun item for category 3 was lower than in categories 2 and 3 (table 2). This shows that
municipalities with low budget size are more dependent on transfers than on tax revenues for the provision
of public goods and services. These results are ratified by citizen participation through the members of the
local coordination council, which also had a positive impact on local public spending.

Table 1: Results of the estimation of the local expenditure model

) Total Total Category 01 Category 02 Category 03
Local expenditure . . L - -
) municipalities municipalities Municipalities Municipalities Municipalities
(Dependent variable)

1) ) @) (4) (5)
Transfers of royalties 0.104*** 0.261*** 0.044** 0.029**
(14.24) (13.34) (3.06) (2.68)
Foncomun transfers 0.661*** 0.390*** 0.490*** 0.756***
(40.16) (13.99) (12.75) (18.29)
Municipal revenues 0.079*** 0.060*** 0.163*** 0.088*** 0.048***
(12.79) (15.15) (11.20) (9.56) (5.83)
Municipal indebtedness  0.030*** 0.008** 0.025*** 0.049***
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(13.94) (2.68) (8.13) (15.36)
Citizen participation 0.018* 0.026*** 0.017 0.035** 0.014
(1.73) (3.80) (1.12) (2.30) (0.87)
Management tools -0.027** -0.026*** -0.011 -0.027** -0.027*
(-2.72) (-4.07) (-0.77) (-2.04) (-1.72)
Members of the Local
Coordinating Council
(MCCL) 0.013** 0.016*** 0.007 0.031*** 0.018*
(2.61) (4.70) (1.32) (3.47) (1.84)
Technical capabilities -0.013* -0.001 -0.007 -0.000 -0.010
(-1.70) (-0.11) (-0.60) (-0.03) (-0.95)
Lump sum transfer 0.839***
(94.35)
_cons 3.806*** 1.988*** 4.497*>** 6.903*** 3.609***
(15.41) (12.97) (8.00) (9.92) (5.85)
N 1874 1874 401 580 893
r2 0.74 0.89 0.73 0.45 0.46
F 679 2477 133 57 96

t statistic in parentheses

* p<0.10, ** p<0.05 and *** p<0.001

Note: p is the significance level

On the other hand, the lack of technical capacities in results-based budgeting, administrative procedures and
management of public investment projects were inversely associated with local public spending by -0.013%
on average at the national level and by municipal category. This is due to the fact that many times when
bureaucrats begin their term in office, they surround themselves with officials with little experience in public
management, in view of the fact that in 2019, the municipalities begin with new governors.

The flypaper effect of municipalities for the departments of Loreto, Ucayali, Amazonas, Huanuco and
Cajamarca is higher than the national average. This shows that local governments located above zero save
more tax revenues, planning to use these balance balances in subsequent periods, but the savings from
transfers are much lower. The provision of public goods and services with transfers is much higher than
with the municipality's own revenues in the face of equivalent increases. On the other hand, municipalities
in departments such as Lima, San Martin, Ica, Callao and Arequipa have lower local public savings in
transfers and tax collection, and therefore are groups of municipalities that provide public goods and services

in the same magnitude in the face of equivalent increases in these resources (Figure 4).
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Figure 4: Average flypaper effect of municipalities by department
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Transfers-tax collection

Flypaper saving caution
Assuming first that the correlation p = 1under uncertainty and taking the average of variance 03% = afz =
1.5. The flypaper effect based on fiscal execution balances (precautionary saving), replacing it in equation
(5) is:
FP gz 0F=1.5; p=1;T=1.8%; 6=0.78; _ 0.336

In this case the flypaper effect is 0.336, but it does not explain even the precautionary saving, the flypaper
effect when it is different from 1, as is the Peruvian case. p is different from 1, as is the Peruvian case, the
correlation between transfers and tax precaution is 0.47, hence we can calculate it by replacing in equation
(®).

FP |a§,=1.5; 07=7.9; p=0.47;7=1.8%; 6=0.78 0.658
The average flypaper effect at the national level based on precautionary savings (tax execution balances) is
0.658, which confirms the result of the empirical flypaper effect. As the flypaper effect approaches 1, public
savings from tax collection are much higher as opposed to savings from transfers. In this case, the result of
the flypaper effect exceeds 50%, thus showing that municipalities first prefer to execute the resources from
transfers, while the resources from municipal taxes and Directly Collected Resources prefer to keep them

as a reserve (savings), thinking to allocate these resources to the provision of public goods and services in
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the following periods. Therefore, local governments prefer to provide public goods and services with
transfers rather than with the municipality's own revenues.
To see how much the flypaper effect explains the precautionary savings effect we replace the results in

equation (6) as follows:

G 0.658 — 0.336
~0.839-0.06
From this result it can be seen that the precautionary flypaper saving effect explains 41% of the empirical

0.41

flypaper effect for Peruvian municipalities.

Table 2 Empirical flypaper effect and precautionary savings at the national level and by category of local

governments in Peru.

Total Total Category 01 Category 02 Category 03
municipalities municipalities Municipalities Municipalities Municipalities
FP
0.025 0.098 -0.044 -0.019
= Beanon — Bingresos
FP = Brem — Bingresos 0.623 0.227 0.402 0.709
Flypaper effect Flypaper
effect saving canon 0.118 0.037 -0.050 -0.038
precaution
Flypaper effect saving
foncomun precation 0.330 0.073 0.152 0.197
FP = Bifr — Bingresos 0778
Flypaper effect saving
precaution by  total 0.658
transfer sum (f)
Remarks 1874 1829 401 580 893

The flypaper effect with respect to canon and foncomun is 0.025 and 0.623 respectively, the flypaper effect
of foncomun was greater than that of canon, as was the empirical flypaper effect. Looking at the results by
municipal category, the flypaper effect is much higher in categories 2 and 3, being of medium and low

budget size, as these are the municipalities with the highest fiscal dependence on transfers.
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DISCUSSION

The results show the presence of the flypaper effect in Peruvian local governments both at the national level
and by municipal category for the study period, as a consequence of the increase in lump sum fiscal transfers,
as well as canon transfers and foncomun transfers. These results are consistent with previous research, that
in the face of an increase in fiscal transfers, public spending increases more than in the face of an equivalent
increase in the municipality's own revenue (Acosta & Loza, 2001; Aragon, 2008; Aragon & Gayoso, 2005;
Besfamille et al..., 2015; Bracco et al., 2015; Bradford & Oates, 1971; Buchanan, 1952; Deller & Maher,
2006; Mattos et al., 2011; Niskanen, 1968; Rios & Da Silva, 2003; Trujillo, 2008; Winer, 1983). But the
flypaper effect is larger in foncomun transfers than that of the canon, the result resembles the study of Sour
(2016; Vilca et al., 2020).

This indicates that the specific or conditional transfers are useful to allocate resources to the municipalities,
in addition to the foncomun transfers are freely allocable in current and capital expenditures. But this type
of transfers makes the municipalities more fiscally dependent on subsidies; what should be sought is long-
term budgetary sustainability. In addition this type of transfers does not favor the welfare of the community
due to the absence of local oversight (Bruce et al., 2019), the other cause is that it can fall into the problem
of fiscal laziness. As indicated by Garcia (2020), bureaucrats prefer to maximize their budget through
transfers by not levying taxes.

Likewise, the Peruvian flypaper effect is double that of the municipalities of Canton Vaud in Switzerland
2011-2014, the reason being that municipalities tend to spend the additional revenue transfers where they
used to spend relatively more in the past (Kéthenbirger & Loumeau, 2016). On the other hand the flypaper
effect of Peruvian municipalities would be consistent with the research of Korzhenevych and Langer (2016)
and Pevcin (2014). Because their results indicate the presence of the flypaper effect, where transfers induce
higher spending but do not reduce taxes.

Local governments in the country prefer to finance public investment with intergovernmental transfers
rather than tax revenues. in view of the fact that transfers are freely distorting, while tax revenues require
more community control. Moreover this would crowd out private consumption (Niskanen, 1968), moreover
co-financing the public good reduces rent seeking through lobbying (Jussila & Mandell, 2019). Rulers prefer
to maximize the municipal budget through subsidies than to levy taxes, so as to maximize their own utility,
because increasing the tax rate implies political costs, because they are always thinking about future political
appointments.

Financing public goods with subsidies is more efficient than financing with private revenues, because they
are free-distorting money (Vegh & Vuletin, 2016), moreover financing local spending with local taxes

requires more control by the population.

© 2021 Cognizance Research Associates - Published by JLLS.



2782 Garcia castro Erika Beatriz et al / Journal of Language and Linguistic Studies, 17(4) (2021) 2769-2786

Also, municipal indebtedness had a positive effect on local spending, the increase in transfers falls on the
increased indebtedness to finance the increased spending on projects and programs. Because voters do not
care how much the municipality is indebted, but they do care about the taxes they pay, therefore voters
prefer the municipality to be indebted. (Yas & Atilgan, 2016).

In the same way, making a comparison with the previous study by Vegh and Vuletin (2015), the flypaper
effect saving precaution for the Peruvian case is greater than the provinces of Argentina, this shows that the
municipalities of Peru are more dependent on subsidies and what does not happen in the municipalities of
Argentina. Then, public savings from tax revenues are much higher and savings from transfers are lower
than in the provinces of Argentina. What happens in Argentina is the opposite, firstly, municipalities have
their budgets made up of more than 50% from tax revenues, secondly, savings from private revenues are
much lower than in Peru compared to equivalent increases in private revenues and transfers. Undoubtedly,
this must change in the local governments of our country; budgetary sustainability must be sought and not
fiscal dependence. In addition, Peruvian municipalities are first concerned with spending subsidies rather
than tax revenues, thinking to keep them in reserve and thus use the resources in later periods.

What happens is that bureaucrats, seeing larger budgets coming from transfers, prefer to provide public
goods and services with subsidies rather than with tax revenues, and thus the bureaucrat maximizes his

utility.

CONCLUSIONS

The flypaper effect was found to be present at the national level and by municipal category based on the
expenditure and precautionary savings model. Public spending is higher with an increase in lump-sum
subsidies, as well as canon and foncomun contributions, with an equivalent increase in tax revenues.

The results of the flypaper effect of precautionary savings exceed 50% (FP=0.658), which shows that there
are greater public savings from tax revenues than from transfers in the municipalities. Therefore, local
governments prefer to first execute the resources from transfers, while the resources from municipal taxes
and Directly Collected Resources are kept as a reserve (savings), with the intention of using them in later
periods. Likewise, the flypaper effect is greater in the municipalities of the departments of Loreto, Ucayali,
Amazonas, Huanuco and Cajamarca. Likewise, the flypaper effect is greater in small municipalities, due to
the fact that the budgetary base is more dependent on subsidies than on their own revenues.

Therefore, local governments in the country prefer to finance public goods and services with
intergovernmental transfers rather than with tax revenues. The rulers prefer to maximize the municipal

budget through subsidies rather than taxes, because it is more efficient, they are free distortion money, in
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order to maximize their own utility, because providing public goods and services with tax revenues implies
increasing tax collection and this implies administrative costs and political costs.
It is recommended that reforms be made to the economic autonomy of local governments; what should be

sought is the long-term budgetary sustainability of municipalities, and not fiscal dependence.
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