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Abstract

The main purpose of this paper is to analyze the impact of fiscal decentralization on economic
growth in six small new member state of the European Union, namely Cyprus, Malta, Slovenia, and
the Baltic states — Estonia, Latvia and Lithuania for the period 2000-2010. The empirical analysis is
based on the multiple regression method.

The conclusion is that fiscal decentralization is a reliable instrument for an increase in budget
performance efficiency in the small new member states of the EU. There is a positive relationship be-
tween the subnational share of total government expenditure and revenue (used as measures of fiscal
decentralization) and economy growth. At the same time during the analyzed period the subnational
revenue and expenditure presented as ratios to GDP have negatively affected economy growth in the
analyzed countries. The relationship is not linear and the effects of changes in the ratios are not pro-
portional. Because of that the policies promoting decentralization must be built on the base of precise
analysis.

However, the empirical analysis of fiscal decentralization is still at an early stage and it is
premature to draw definitive conclusions from these preliminary results.

Keywords: fiscal decentralization, local expenditure, local revenue, local taxes, economic
growth
JEL classification: C33, H71, H77, 047

1. INTRODUCTION

Fiscal decentralization plays a major role in the traditional theory of public finance,
which is based on the presumption of the improved allocation of the resources in the public
sector. The allocative efficiency is declared as one of the main advantages of the fiscal de-
centralization. It is supported and explained by the decentralization theorem, which states
that the provision of uniform levels of public goods and services across jurisdictions is
generally inefficient (Oates, 1972).
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The theorem is proved by a simple model, which includes two communities with dif-
ferent demand for one public service and is based on the following preconditions: there are
no economy of scale in the production of the service, no spillover effects, and no possibility
for the citizens to move to another jurisdiction. In this case a uniform level of public service
offered in each community is inefficient, because marginal benefits and marginal costs of
the public service differ widely, due to the variance in demand for the public service in both
jurisdictions. As a conclusion of this model, allocative efficiency can be achieved by
diversifying public goods and services, according to local demands, which can be done by
the local governments through fiscal decentralization. Moreover, it is obvious that the wider
the variance in the local preferences and particular circumstances, the larger the benefits of
decentralization.

Including mobile households in this model causes incentives for individuals to seek out
jurisdictions that provide the best combination of public service and local tax rate, thereby
contributing to efficient resource allocation and increasing the potential gains from the
decentralized provision of public goods and services (Tiebout, 1956). Moreover, in contrast
to the monopolist position of the central government, local government face competition
from their neighbors, this generally constrains budgetary growth and provides pressures for
the efficient provision of public services. (Oates, 2007)

However, freedom for local communities to decide on public spending and taxation
themselves inevitably results in inequities. Moreover, considering the economic efficiency
of centralized provision of public goods and services, which overcomes spillover effects and
allows for economies of scale makes apparent the need for central government intervention.
At the same time this intervention erodes fiscal decentralization (Prud’homme, 1994).

In short the basic rationale for decentralization of the public sector is not as simple and
clear as it appears. There is a continuing debate on the costs and benefits of fiscal
decentralization, but so far no systematic evidence has been provided for the capacity of fis-
cal decentralization to provide an unambiguously positive contribution to an improved
economic performance.

Some recent studies contributed to the empirical analysis of the impact of fiscal decen-
tralization on the economic growth. Studying the urban public finance in developing
countries Bahl and Linn (1992) argued that economic gains from fiscal decentralization tend
to emerge only beyond a certain threshold income level. Using the share of subnational gov-
ernment expenditures in consolidated government expenditures as the indicator of fiscal
decentralization, Zhang and Zou (1998) found a statistically significant negative relationship
between fiscal decentralization and economic growth in China. Expanding the analysis
Davoodi and Zou (1998) studied the relation between fiscal decentralization and economic
growth in 46 developed and developing countries for the period 1970-1989. In developed
countries they did not find a clear relationship, while in developing countries not significant,
but negative effect of fiscal decentralization on economic growth was detected. Continuing
the research, Xie, Zou and Davoodi (1999) discovered a highly insignificant effect of fiscal
decentralization on economic growth for the United States, but they maintained that the de-
gree of fiscal decentralization in this country may be at an optimal level so that benefits
from a further expansion of fiscal decentralization are unlikely. Thiessen (2001) analyzed
for high-income OECD countries the relationship between per capita economic growth, cap-
ital formation and total factor productivity growth, on the one hand, and indicators of fiscal
decentralization, on the other hand. The evidence appeared to be consistent with the hypoth-
esis that the benefits of fiscal decentralization on economic growth and capital formation are
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limited, so the author suggested that fiscal decentralization may not be without costs, in par-
ticular in high-income countries.

Akai, Nishimura and Sakata (2004) contributed to the empirical work on this topic by
their study on 50 states of the USA, which is based on the endogenous growth model of Bar-
ro, adopted as a conceptual framework. They found a "hump-shaped" relationship between
fiscal decentralization and economic growth for USA. The analysis of Wingender (2005) is
focused on ten provinces of Canada for the period 1965-2004. A conceptual framework of
the research is the wide accepted Barro's model. The results of the analysis are unclear and
ambiguous. The regression coefficients for some provinces are positive and statistically sig-
nificant, but these ones estimated with use of aggregate data do not present clear evidence of
a significant impact. The empirical research focused on four provinces of Pakistan was
made by Malik, Hassan and Hussain (2006). A conceptual framework of the analysis used
by authors is the model of Barro and its modifications in the study of Zhang and Zou (1998).
According to results of the research, there are a statistically significant positive impact and
"hump-shaped" relationship between fiscal decentralization and economic growth.

Among the last empirical analyses on the relationship between fiscal decentralization
and economy growth is the study of A. Samimi, S. Lar, G. Haddad, M. Alizadeh (2010),
which is focused on Iran. As analytical framework of the investigation has been used the
Barro's model and its development from Davoodi and Zou. The researchers found a positive
and statistically significant impact of fiscal decentralization on economy growth for Iran.

This paper attempts to contribute to the empirical research of the impact of fiscal de-
centralization on economic growth by studying the experience of six small new member
states of the European Union, namely Cyprus, Malta, Slovenia, and the Baltic states — Esto-
nia, Latvia and Lithuania. The hypothesis tested is as follows: if a country and/or its
population are relatively small, the preferences of all its inhabitants might be relatively ho-
mogeneous. In this case, differences in individual preferences for public goods and services
may not be pronounced, thus neutralizing the allocative efficiency and reducing the potential
gains from decentralization. In addition, the fixed costs which decentralization implies may
not be justifiable by the standards of the economic efficiency.

The study is structured as follows. Section two introduces the specifics of countries’
government structure and analyzes the dynamics of the main fiscal decentralization indica-
tors in the selected countries for the period 2000 - 2010. The degree of the fiscal
decentralization is assessed on the base of the relative share of local expenditures respective-
ly in consolidated government expenditures and GDP. Special emphasis is placed upon the
local tax revenues, measured as percentage of the total tax revenues and GDP, as a basic
precondition for financial autonomy of the local governments. Third section presents the re-
sults of the empirical analysis of the effects on economic growth of fiscal decentralization.
Fourth section concludes.

2. DYNAMICS OF THE BASIC FISCAL DECENTRALIZATION INDICATORS

The countries, included in the analysis are the small new member states of the Europe-
an Union, namely Cyprus, Malta, Slovenia, and the Baltic states — Estonia, Latvia, and
Lithuania. These countries are unitary states, which population is not more than 3.3 million
and the total area does not exceed 65 000 km?. Since 1990 four of them (Slovenia, Estonia,
Latvia, and Lithuania) have undergone a transition from a centralized, socialist type econo-
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my towards a market based economy, while Cyprus and Malta have not passed any signifi-
cant economic transformation during the last ten years.

As a whole, the government structure of the analyzed countries is not very fragmented.
Although the administrative reforms, conducted during the transition period, the number of
the local governments have not been dramatically increased. (Table 1) Presently, the small
new member states of the EU enjoy comparatively simple subordination scheme.

Territorial structure of Estonia includes two types of municipalities: urban and rural
municipalities. Practically, there is no other status distinction between them. Since October
2005 there is total of 227 municipalities in Estonia, 34 of them are urban and 193 are rural.
(Wikipedia, 2012)

Cyprus is divided into six districts for administrative purposes and there are 33 munic-
ipalities. (CLGF, 2012)

After the last territorial reform (2009) Latvia has one-level administrative division.
According to the reform, the districts were liquidated, but towns, towns countryside territo-
ries and parishes were merged into 110 municipalities and there are 9 republican cities with
own city council and administration. (Ministry of Environmental Protection and Regional
Development, 2009)

Lithuania is divided into three levels of administrative division. The first-level division
consists of 10 counties. These are sub-divided into 60 municipalities. The municipal units
are further sub-divided into over 500 smaller groups, known as elderships. (Wikipedia,
2012)

Malta is a unitary multiparty republic with one legislative house. The territorial struc-
ture of Malta included three regions, which are administrative territorial entities and 68
municipalities - 54 on Malta and 14 on Gozo, the country’s other island. (Britannica, 2008;
CDSP, 2010)

Slovenia is a unitary country. It is divided into 211 municipalities of which 11 have ur-
ban status. There are two statistical regions - West Slovenia, East Slovenia. (Wikipedia,
2012)

Table no. 1 Country profiles

Population, Population GDP GDP

1 January Total density, (million per Local gov-
Country 2011 (per- (?(';i?) (inhabitants euro) capita ?gsmﬁgs
sons) per km?) 2011 (euro)

Estonia (EE) 1340194 | 45000 309 | 15973.0 | 11900 227
Cyprus (CY) 804 435 9250 87.2 | 17761.4 | 22000 33
Latvia (LV) 2229 641 | 65000 36.0 | 20049.6 | 9700 110
Lithuania (LT) 3244 601 | 65000 52.4 | 30701.6 9500 60
Malta (MT) 417 617 316 13164 6393.2 | 15300 68
Slovenia (SI) 2050 189 | 20273 101.7 | 35638.6 | 17400 210

Source: [Eurostat - Country profiles, Wikipedia]

Decentralization of the public sector in Slovenia, Estonia, Latvia and Lithuania was
conducted by the transition process, from centralized, socialist type economy to market
based economy, which started in 1990. Moreover, the break-up of centralized decision-
making forced the establishment of new systems of fiscal decentralization. As a result, the
relative shares of local expenditures in GDP and consolidated public expenditures have been
significantly increased in all the former socialist countries.
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Table no. 2 Local Government Expenditures
A) percentage of GDP

o — o 52) <t o) © ~ o) o o
Cuntry | 8 | 8 | 8| 8| 8| 8| 8| 8| 8| 8| 3| A
Y Y Y Y 3V Y « « Y « Y
Estonia 851100103 | 96| 96| 95| 93| 95]109 | 114|100 | 99
Cyprus 16 | 1.7 1.7 18| 20| 22| 20| 19| 19| 22| 22| 19
Latvia 971 971103 | 941100 | 95 ]10.7 | 11.1 | 12.6 | 12.7 | 12.0 | 10.7
Lithuania | 9.1 | 100 | 95| 89| 88| 81| 84| 83| 93108 | 113 | 93
Malta 07| 07| 07] 07| 07| 06| 06| 06| 05| 07] 07| 07
Slovenia 84| 85| 86| 86| 86| 86| 87| 84| 91]10.1 102 | 89
EU (27) 108 | 109 | 11.1 | 113 | 114 | 114 | 114 | 113 | 11.6 | 124 | 122 | 114

B) percentage of general government expenditures

S|l s || 8| 3| 8| 8| 5| 8|8 ]| 2
Country S <} o <} S S S Av
Y 3 Y Y 3 Y 3 3 Y 3 N

Estonia 23.6 | 28.7 | 28.8 | 27.6 | 28.2 | 283 | 27.7 | 27.9 | 27.6 | 252 | 24.6 | 27.1
Cyprus 43| 45| 43| 40| 47| 51| 47| 46| 45| 48| 47| 46
Latvia 25.8 | 27.7 | 28.6 | 269 | 27.9 | 26.5 | 27.9 | 309 | 32.2 | 28.7 | 27.0 | 28.2
Lithuania | 23.4 | 27.3 | 27.5 | 27.0 | 26.5 | 244 | 25.1 | 24.0 | 25.0 | 24.7 | 27.6 | 25.7
Malta 1.7 17 16 15| 15] 13| 14| 14] 1.1 1.6 16| 1.6
Slovenia | 18.1 | 18.0 | 18.6 | 18.6 | 18.8 | 19.0 | 19.5 | 19.8 | 20.6 | 20.5 | 204 | 19.3
EU(27) | 242 236|238 (239|244 |244|24.6 248|246 243|241 ]242
Source: [Eurostat — Data Explorer]

The highest is local expenditures to GDP ratio in Latvia, respectively 12.7% in 2009
and 12.0% in 2010 by comparison with 9.7% in 2000. In Lithuania local expenditures repre-
sent 9.1% of GDP in 2000, 10.8% in 2009 and 11.3% in 2011. Slovenian local governments
spent 8.4% of GDP in 2000, 10.1% in 2009 and 10.2% in 2010. In Estonia local expendi-
tures to GDP ratio reached 11.4% in 2009 and 10.0% in 2010 by comparison with 8.5% in
2000. Moreover, in 2010 local expenditures to GDP ratio in Slovenia, Estonia, Latvia, and
Lithuania was near to the EU (27) average (12.2%).

During the analyzed period local governance has expanded its relative importance
within the governmental system. In 2010 the expenditures of the local governments formed
27.6% of general government expenditures in Lithuania, 27.0% in Latvia, 24.6% in Estonia,
and 20.4% in Slovenia. In 2010 local-to-consolidated expenditures ratio in the Baltic states
exceeded the EU (27) average (24.1%).

However, this is not the case in Cyprus and Malta. These countries are highly central-
ized and no decentralization process has been observed during the analyzed period. Local
government expenditures in Malta have been kept steady at 0.7% of GDP and 1.6% of the
general government expenditures on an average. In Cyprus local government expenditures
hardly reached 2.2% of GDP and 4.7% of the general government expenditures in the end of
the period.

The lack of local tax autonomy has been a fundamental weakness of the revenue as-
signment system in Malta during the analyzed period. Almost the same was the situation in
Cyprus, where local taxes accumulated 0.5% of GDP and accounted for less than 2.1% of
the total tax revenues.
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Table no. 3 Local Government Tax Revenues
A) percentage of GDP

2004
2005
2006

Av

2001
2002
2003
2007
2010

Country

Estonia 43| 41| 40| 40| 40| 40| 41| 42| 49| 50| 46| 43
Cyprus 04| 05| 04| 04| 05| 04| 05| 05| 05| 05| 05| 05

Latvia 50 50| 49| 51 5] 49| 52| 54| 56| 51| 57| 52
Lithuania | 6.1 | 57| 28| 26| 28| 28| 28| 30| 34| 35| 32| 35
Malta 00| 00| 00| 00| 00] 00| 00| 00| 00| 00| 00| 0.0

Slovenia 28| 29| 29| 30| 30| 29| 30| 35| 34| 38| 42| 3.2
EU (27) 40| 39| 39| 40| 41| 42| 42| 42| 42| 42| 41 ] 41

B) percentage of general tax revenues

2000
2003
2005
2006
2007
2008
2009

Av

2001
2002
2004
2010

Country

Estonia 2191205 | 198 | 20.0 | 19.9 | 19.8 | 199 | 21.2 | 22.1 | 242 | 23.5 | 21.2
Cyprus 1.7 2.1 1.6 1.6 1.9 1.4 1.5 1.6 1.9 1.9 2.1 1.8
Latvia 256 | 260 | 249 | 26.0 | 25.0 | 229 | 242 | 26.1 | 31.3 | 27.3 | 292 | 26.2
Lithuania | 30.7 | 288 | 143 | 13.2 | 14.1 | 13.6 | 13.6 | 145 | 19.5 | 21.2 | 16.1 | 18.1
Malta 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Slovenia | 12.1 | 12.3 | 12.1 | 12.6 | 12.4 | 12.0 | 12.7 | 152 | 15.1 | 16.8 | 18.2 | 13.8
EU (27) 15.1 15151 | 154 | 156 | 156 | 156 | 158 | 16.5 | 164 | 155 | 15.6
Source: [Eurostat — Data Explorer]
Note: Social contributions are not included

During the period 2000-2010 Latvia has enjoyed the greatest financial autonomy of the
local governmental level amongst the small new member states of the EU. The positive dy-
namics has also been observed in Estonia, Slovenia and Lithuania. In 2010 local taxes
accumulated 5.7% of GDP and formed 29.2% of the general tax revenues in Latvia. Similar
values were reported in Estonia, where local taxes represented 23.5% of general tax reve-
nues and 4.6% of GDP. Slovenian local governments collected 18.2% of the general tax
revenues and 4.2% of GDP in 2010. Lithuania reported indicators below the EU (27) aver-
ages, namely local taxes-to-GDP ratio equal to 3.2% and local-to-general tax revenues equal
to 16.1%.

3. EMPIRICAL ANALYSIS OF THE [IMPACT OF FISCAL
DECENTRALIZATION ON ECONOMY GROWTH

3.1. Conceptual framework

The analytical framework of Davoodi and Zou (Davoodi et al, 1998, p.245-247) is
adopted in the present analysis.

Following Barro (Barro, 1990, p.108-125), the production function has two inputs: pri-
vate capital and public spending. Davoodi and Zou depart from the Barro model by
assuming that public spending is carried out by three levels of government: federal, state,
and local. Let & be private capital stock, g total government spending, f federal government
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spending, s state government spending, and / local government spending, all measured on a
per capita basis:

(Dg=f+s+l
The production function is Cobb - Douglas:
Qy=Kkf's1

where y is per capita output, 1 >a>0; 1>p>0;1>y>0; 1 >0>0na+B+y+o=1.
The allocation of consolidated or total government spending g among different levels
of government takes the following form:

3)f=06g s=0,g [=6,g

where 6, + 6, + 6,=1and 0 < 6;<1 for i = f, s u [. Thus, if 6, is the share of federal
government in total spending, 6, the share of state government and 6, the share of local
government. Consolidated government spending g is financed by a flat income tax at rate ¢:

@) g=w

The representative agent’s preferences are given by
1-o
w01 _
(ﬁUzj————e”m
0 ]-0o

where c is per capita private consumption, and p is the positive time discount rate.
The dynamic budget constraint of the representative agent is

(6) %=(I—T)y—c=(]—r)k“fﬂsyl”—c

We further assume a constant tax rate along the balanced growth path.

Given total government spending g, a constant tax rate t, and the shares of spending by
different levels of governments (8;'s, i = f, s, ) the representative agent’s choice of con-
sumption is determined by maximizing (5) subject to (6) and the government’s budget
allocation. Along the balanced growth path, the solution for the per capita growth rate of the
economy is given by

dy/di 1

(o}

(7) [(]_T)Tl—a/aaaf/aesy/aelw/a _p]

Equation 7 shows that the long-run growth rate of per capita output is a function of the
tax rate and the shares of spending by different levels of government. It forms the basis for
our empirical analysis of the relationship between fiscal decentralization and growth. Fol-
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lowing the literature on fiscal federalism, we regard a country as more fiscally centralized if
it has a higher value of the federal spending share 6.

It is important to note that, for a given share of total government spending in GDP, a
reallocation of public spending among different levels of governments can lead to higher
economic growth if the existing allocation is different from the growth-maximizing expendi-
ture shares. To show this point, we maximize the growth rate in (7) by choosing 6, 6,, and
0, subject to the constraint 6, + 6, + 6, = 1. The growth-maximizing government budget
shares are

p /4 @
af:m; e :,6’+7/+a); 91=ﬁ+7+a)
B

Therefore, as long as the actual government budget shares are different from growth-
maximizing shares, the growth rate can always be increased without altering the total budg-
et’s share in GDP.

3.2. Empirical methodology and data

The quantitative effect of fiscal decentralization on economy growth will be estimated
by the means of equation (8)'s procedure.

(8) yiu = by + b0y + bty (or &) +b,X; + bsDy, + &,

where y;; is growth rate of GDP for each country and year, 6, is measure of fiscal
decentralization - subnational share of total government expenditure (or revenue) , t;, - ratio
of local government revenue (or expenditures - &) to GDP, X;; - dummy variables -
quantitative indicators - investments of private sector, inflation rate for each country and
year, population growth for each country and year measured by percent, D; - dummy
variable - qualitative indicator - such variable in this case is the membership of concrete
country in the Euro area. This variable receives a value "one" for years of membership and
"zero" for all others. g; expresses the error term of distribution. Source of data is Eurostat.

3.3. Regression results

The results from the estimation procedure are presented in Appendix 1 and Appendix
2.

The explanatory power of the model measured by Adjusted R-squared is not high (see
Appendix 1). Across the different models the values of this indicator vary from 0.445742 to
0.509550.

There is a positive relationship between the subnational share of total government ex-
penditure and economy growth for the small new member states of the EU. The regression
coefficients across the specifications are statistically significant at 1% level. A non-linear re-
lation hypothesis is tested but it is not empirically confirmed. Values of the coefficient vary
from 0.762 to 1.193 for different models. The increasing efficiency of public expenditure af-
fects GDP growth rate. Therefore these results are reliable empirical evidence for the
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positive impact of fiscal decentralization, measured by the share of local government ex-
penditures of total government expenditure, on economy growth.

Regression coefficients show negative influence of the ratio of local government reve-
nue to GDP on economy growth for the small new member states of EU. These revenues are
used for financing the spending programs of local governments. Results are "consistent with
light of the conventional wisdom" (Samimi ef al, 2010, p. 5492) that public sector's reve-
nues have a negative impact on investment activity of business agents and GDP growth rate.
The higher taxes lead to a decrease in investment resources. The coefficients are statistically
significant at 1% level. Their values vary from -0.230 to -0.301 across the models. A non-
linearity hypothesis has been tested. The results from this test support the hypothesis. There
is a quadratic relation. The negative sign means the regression curve is concave down and
has a maximum turning point. In terms of fixed share of local authorities’ expenditure, the
negative impact of local government revenue on growth decrease to the turning point. After
this point, the negative effects for national economy sharply increase. The significance level
of coefficients makes this result a reliable empirical evidence for the negative relationship
between the amount of local government revenues and economy growth.

Fiscal decentralization could be measured by the local authorities’ share of total gov-
ernment revenues. In this case the decentralization is helpful for an increase in the efficiency
of the budgetary revenues collection. This hypothesis is tested by an estimation procedure
based on changes of the regression model specification. The share of local authorities' reve-
nue of total revenue is taken as a measure for fiscal decentralization. The ratio of local
government revenues to GDP is exchanged by the ratio of local government expenditures to
GDP. Regression coefficients are presented in Appendix 2.

Values of the adjusted R-squared vary from 0.445409 to 0.680218 across the models.
Therefore the model’s explanatory power is high. According to coefficients there is a posi-
tive relationship between the subnational share of total government revenue and economy
growth. Coefficients have values from 1.016 to 1.379 across the models. The statistical sig-
nificance of regression coefficients is at 1% level. Consequently, these results are reliable
empirical evidence for the positive influence of fiscal decentralization on economy growth.
A hypothesis for non-linear links is tested but there are no statistically significant results for
such type of relationships.

The local authorities' expenditure presented as a ratio to GDP has a negative impact on
economy growth for the small new member states of EU. Regression coefficients are statis-
tically significant at 1% level. This fact makes results a reliable empirical evidence for a
negative effect of the increasing expenditure on economy growth. In this case there is a dif-
ference. The form of relationship is quadratic. The negative sign means the parabola is
concave down and has a maximum turning point. This means that an increase in the size of
local authorities' spending in terms of fixed share of total revenue lead to a decrease of the
negative effect to a point. After this point, every new increase in the expenditure size would
lead to an increase in the negative effect on economy growth.

4. CONCLUSIONS

The conclusion is that fiscal decentralization is a reliable instrument for an increase in
budget performance efficiency in the small new member states of the EU. There is a positive
relationship between the subnational share of total government expenditure and revenue
(used as measures of fiscal decentralization) and economy growth. At the same time during
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the analyzed period the subnational revenue and expenditure presented as ratios to GDP
have negatively affected economy growth in the analyzed countries. The relationship is not
linear and the effects of changes in the ratios are not proportional. Because of that the poli-
cies promoting decentralization must be built on the base of precise analysis.

However, the empirical analysis of fiscal decentralization is still at an early stage and it

is premature to draw definitive conclusions from these preliminary results.
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