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FISCAL DECENTRALIZATION INFLUENCE ON
PUBLIC SERVICES EFFICIENCY AND ECONOMIC
GROWTH

ABSTRACT

Theoretically, fiscal decentralization is associated with growing up in the public admin-
istration's efficiency and fostering economic growth. But the mentioned things depend
on numerous factors and strongly differ from country to country. This article aims to
assess the efficiency of public services, provided by local governments, determine the
role of fiscal decentralization in this process, and evaluate the fiscal decentralization
impact on economic growth. We found that the highest level of public service quality
was demonstrated in Estonia and Slovenia among the 15 counties of Central and Eastern
Europe. There was no evidence that fiscal decentralization had strong interconnections
with the efficiency of public services. The results showed that revenue decentralization
harms the GDP per capita growth and expenditure decentralization has only a tiny pos-
itive impact on economic growth in Central and Eastern Europe over the 2010-2022
period. The authors concluded that the efficiency of the local budget's expenditures
should be increased, cause the enhancement of the public expenditures-to-GDP ratio
would have adverse effects without institutional improvement.

Keywords: fiscal decentralization, local governments, budget expenditures, public
services, efficiency of public services, economic growth

JEL Classification: H75, H77, 023

INTRODUCTION

Regarding the structure of powers’ redistribution, both social relations’ development and
the essential transformations in public administration determined the need to refine
fiscal policy principles, primarily, its budget component. The above policy’s adaptability
to the actual challenges and the territorial communities’ population needs for excellent
public services encourage the improvement of the inter-government relations vectors.
Meanwhile, over the last decades, the local budgets’ role as the territories’ social and
economic regulator has increased significantly. Moreover, the economic agents’ perfor-
mance efficiency depends on both the public funding peculiarities and the range of the
powers’ redistribution between the governmental bodies in order to operate the respec-
tive resources. In the last decades of the XXth, a crucial increase in the local authorities’
financial autonomy has become the fiscal system’s main evolution trend. Meantime, in
terms of economic growth rates and achieved public welfare level, the particular econ-
omies with rather equal local budgets’ revenues- and expenditures-to-GDP ratios could
differ significantly. Both local authorities’ fiscal powers and the resource distribution
processes’ institutional support affect public production.

Advanced democracies are characterized by the high quality of institutions. The power
bodies’ increased accountability for the fiscal policy’s preparation and implementation is
associated with the society’s induced responsibility for its electoral preferences. In high-
income economies, the institutional matrix — belt upon the combination of respective
domestic and global empirical experience — allowed to form the budget system’s sus-
tainable configuration and to distribute functional powers between different administra-
tive levels effectively. Meanwhile, emerging markets generally suffer from uncontrolled
inflation, the fiscal policy’s significant volatility, permanent changes in the tax bases and
rates, inconsistent proportions of the respective revenues’ split between the budget

68

DOI: 10.55643/fcaptp.5.52.2023.4193


https://fkd.net.ua/
https://www.fta.org.ua/
https://doi.org/10.55643/fcaptp.5.52.2023.4193
https://orcid.org/0000-0001-9847-0948
mailto:maks.karpenko.u@gmail.com
https://orcid.org/0000-0002-8590-7829
https://orcid.org/0000-0003-2590-2513
https://orcid.org/0000-0002-8590-7829
https://orcid.org/0000-0002-7654-0770
https://creativecommons.org/licenses/by/4.0/
https://creativecommons.org/licenses/by/4.0/

FINANCIAL AND CREDIT ACTIVITY: PROBLEMS OF THEORY AND PRACTICE
Volume 5 (52), 2023

system’s hierarchical levels, uncertain tax administration mechanisms, and the local self-government bodies’ unproduc-
tively enhanced spectrum of financial tasks and obligations.

Fiscal decentralization generally increased the territorial communities' budgets in order to fulfil their inhabitants’ requests.
Nevertheless, there is no empirical evidence that the above fact automatically provided the population with high-quality
public services — education, health, etc. The administrative centers’ consolidation helps to reduce the public admiration
system’s transaction costs as well as to increase the allocations for the priority areas of the territorial community’s economic
and social development. A key task for the fiscal policy’s further development is to induce the local budget funds’ usage
efficiency. The abovementioned transaction costs should be optimized to provide the population with high-quality public
services in terms of limited resources.

LITERATURE REVIEW

Fiscal decentralization — regarded as a multidimensional phenomenon — involves political, administrative, and financial
aspects of different power bodies' cooperation. According to Oates (2005), the greatest advantage of fiscal decentralization
is represented by an increase in the public administration’s efficiency and accelerated economic growth. Additionally, the
shortcomings and omissions of centralized directive planning in post-socialist economies determined the urgency of the
transition to a decentralized management model, primarily, in the field of fiscal policy. Geographic location, the population
structure, the economic development level, the public requests’ heterogeneity across different regions, and some institu-
tional factors should be named among the main decentralization determinants. To ensure the highest public funds’ usage
efficiency it is rational to examine and determine the population requests at the lowest level of the budget system. Re-
garding the local institutions’ direct cooperation with the territorial community's residents aimed to assess their fundamen-
tal needs, Tiebout (1961) economically justified the provision of public services at the expense of local budgets.

Bird & Slack (2014) investigated fiscal decentralization considering the government’s strategic task to boost the public
financial management efficiency, primarily focusing on health and education. They proved that the application of an effi-
cient fiscal decentralization model refined the mentioned services' quality. Buryachenko & Filimoshkina (2018) concluded
that the financial capacity of the local self-governments presupposes the sufficiency of financial resources to ensure the
appropriate level of public services provision to its residents and the support and development of housing and communal
services. Oparin & Sarnetska (2020) figured out that fiscal decentralization in the case of increased accountability of local
self-governments could contribute to increasing the efficiency of taxpayers' money usage to finance public services.

Canavire-Bacarreza et al. (2020) pointed out that fiscal decentralization, both in terms of revenues and expenditures, was
positively and statistically significantly interconnected with economic growth for a sample of advanced countries. The
authors emphasized that decentralization reform could have a positive impact on the social and economic development of
emerging markets. Jin & Rider (2020) found that expenditure decentralization had a negative and statistically significant
effect at conventional levels on the short-run economic growth for both China and India. In addition, they concluded that
expenditure decentralization had a positive effect on the long-run economic development in the case of India. Caniti et al
(2019) figured out that decentralization did not always contribute to economic growth. Moreover, a certain tipping point,
beyond which any further steps towards decentralization could have the opposite effect, was highlighted. Thus, fiscal
decentralization reform should be prepared prudently and carefully.

Arends (2020) stated that a plethora of countries faced difficulties in carrying out fiscal decentralization. Even advanced
economies (e.g., Norway and Ireland) experienced the decentralization's negative effect in the field of health care. Con-
sidering the facts, the author questioned the decentralization's potential positive effect on countries with insufficient insti-
tutional framework, where local authorities could not ensure transparent and efficient public funds usage.

Liberati & Sacchi (2013) investigated the interdependence between the fiscal decentralization level and the local self-
government bodies’ scale of participation in regional economic development fostering. Regarding the local tax system'’s
transparency generally positive impact on the endogenous regional growth hypothesis, the authors emphasized the exist-
ence of several alternative scenarios for decentralization (significantly different in terms of efficiency). Meantime, it was
emphasized that the tax division due to their assignment to the different budget system’s levels (regarding the base) led
to the local budget spending’s rationalization. The tax revenues’ proportional distribution mechanism between the budgets
had mostly neutral effect on the local government’s participation scope in the regional economy.

Davoodi & Zou (1998) analyzed the statistics for 46 countries with different development levels and highlighted that for
emerging markets decentralization had an almost entirely negative effect, while for advanced economies the observed
effect was statistically insignificant. Pasichnyi et al. (2019) disclosed the fact that the impact of both expenditure and
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revenue decentralization on the economic growth of 27 European countries for the period of 1992-2017 was not statisti-
cally significant. Regarding the above, it should be stated that fiscal decentralization’s impact on economic development
remains uncertain.

AIMS AND OBJECTIVES

The article aims to assess the efficiency of public services, provided by local governments, determine the role of fiscal
decentralization in this process, and evaluate the fiscal decentralization impact on economic growth.

The main objectives of the study are:

= to evaluate the efficiency of budget expenditures, using the Musgrave criteria;
= to assess the quality of public services, that central and local governments finance, using the international database;

= to explore the fiscal decentralization (both revenue and expenditure) impact on economic growth for the sample of
Central and Eastern Europe over the 2010-2022 period.

METHODS

In this study, we try to determine the budget efficiency regarding decentralization (as an important sustainable develop-
ment criterion) and to evaluate its impact on economic growth. There is a set of assessment criteria and approaches to
study public expenditure efficiency.

Musgrave (1956) proposed 3 main objects for evaluating the budget expenditures’ efficiency: a) income inequality within
a society (the Gini index); b) macroeconomic stability (the Consumer Price Index, economic growth, and exchange rate’s
volatility); c) socio-economic development (GDP per capita, economic growth rate, and unemployment rate). Our study of
the above indicators covered a sample of 15 countries (mostly geographically or historically Central and Eastern European):
Armenia, Belarus, Bulgaria, the Czech Republic, Estonia, Georgia, Hungary, Latvia, Lithuania, Moldova, Poland, Romania,
Slovakia, Slovenia, and Ukraine. To perform the medium-term analysis, we used the indicators’ arithmetic means from
2010 to 2022. The economic growth’s volatility was calculated using the real GDP per capita growth rate’s standard devi-
ation. Therefore, the exchange rate’s volatility was counted as the national currency unit’s to the USD annual average over
the analyzed period. For the Eurozone countries, the Euro to the US dollar exchange rate’s volatility was considered over
the analyzed period, regardless of the exact time when the particular country became a member of the Eurozone. The
economic growth rate was figured up as the real GDP per capita growth rate.

The fiscal decentralization’s impact on economic growth was assessed regarding both revenues and expenditures compo-
nents. The revenue decentralization indicator (RDI) was calculated, using the formula:

_ LR—RIGG
RDI = ———, (1)

where LR — the local government's revenues; RIGG — revenues inter-government grants. GR — the general government's
revenues;

Based on the methodological approach in the research written by Akai and Sakata (2002), we considered that inter-

government grants' impact on expenditures decentralization is insignificant. Hence, the expenditures decentralization in-
dicator (EDI) was calculated, using the formula:

LE
EDI = =, ()

where LE — the local governments’ expenditures; GE — the general government's expenditures.

According to the Cobb—Douglas production function, the relationship between total production, capital input, and labor
input could be represented by a function:

Y = A% K%« LB, 3)

where Y — the total production (the real GDP per capita); A — the total factor productivity; K — capital input (investment);
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L — labor input; a, B — the output elasticities of capital and labor, respectively.

Barro & Sala-i-Martin (1992) substantiated the expediency of studying both public funding and private investment impact on the
total production separately. According to the above, the economic controllers should be capital (investment) input (public ex-
penditures-to-GDP-ratio; private investments-to-GDP-ratio) and labor input (annual increase in the labor force). The arguments’
logarithms were computed, except for the annual labor force growth rates (that has been mostly negative for the sampled years).
We applied the ordinary least squares (OLS) method for our investigation. The economic controllers and fiscal decentralization
indicators’ impact on economic growth was estimated according to the following formula:

Y = By + Bilndec + Bylneconr + € 4)
where dec — the decentralization indicator; e.on:r — the economic controllers; s — statistical error.

It should be noted that the total observations number (corresponding to the country/year data) was. The calculations were
based on the financial statistics of the International Monetary Fund and the World Bank. The summary statistics for the

economic controllers, fiscal decentralization indicators’, and the annual economic growth per capita rates’ logarithms for
the sampled 15 countries over the 2010-2022 period are shown in Table 1.

Variables Observations Mean Standard deviation Max Min
GDP per capita growth rate, % 195 2.60 3.95 13.94 -29.10
In EDI (expenditures decentralization indicator) 195 3.10 0.32 3.75 1.77
In RDI (revenues decentralization indicator) 195 2.32 0.58 3.57 0.93
In public spending (% to GDP) 195 2.34 1.03 3.87 0.26
In investment (% to GDP) 195 1.71 0.21 4.07 3.11
labor force (annual growth, %) 195 3.01 0.23 3.61 -4.15

RESULTS

The budget architectonics is designed taking a set of institutional, political, economic, and geographic factors into account.
Thus, fiscal policy should not be focused only on urgent problems and task solutions. It should have a perspective view
and form the prerequisites for sustainable development. Regarding the above, the local budgets’ revenues should finance
the most important measures, defined by the authorized institutions in the strategic documents focused on the territorial
community’s or the region’s development.

The institutional improvement in the budget process and democracy are traditionally associated with the possibilities for
the active territorial communities’ inhabitants. By making expenditures from local budgets on infrastructure, primary on
medical care, preschool, and secondary education, and programs of spiritual and physical development, the local self-
government bodies affect the quality improvement in human capital, investing in the future. Therefore, the local budgets
should be endowed with sufficient resources for the implementation of a wide range of territorial development goals and
tasks, considering the respective public institutions.

For the countries with rather insufficient institutional environment development, the respective governments should focus
on the international experience and criteria for assessing the public financial resources investment vectors. The program-
planned indicators’ fulfillment degree is currently noted as an example of quality measurement. Often, in the medium
term, the obtained indicators (highly efficient for the budget program in some public production spheres) have almost no
effect on the domestic economy competitiveness and the population's standard of living.

Considering the investigated sample, the highest public expenditure level (exceeding 45 % of GDP) has been recorded in
Hungary, Slovenia, and Ukraine. Meanwhile, Georgia and Moldova have the lowest level of that indicator (roughly 30% of
GDP). The average value of the mentioned indicator in the sample was 40.1% of GDP (Table 2).
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Table 2. Public and local budget expenditures and the performance indicators in the 15 sampled countries (according to Musgrave's
methodology). Note: vGDP1 — the volatility of real GDP per capita; Exr2 — the volatility of exchange rate. (Source: calculated by the authors based on
the data from the World Bank and the International Monetary Fund)

Expenditu_res-to- Macroeconomic stability Social and economic development
GDP ratio, % Gini
country index GDP per GDP, Unemployment,
public local CPI, % VvGDP' % Exr?, % capita, USD % ! % !
Armenia 38.3 7.8 30.6 4.0 4.6 14.9 4245.8 4.8 12.0
Belarus 39.4 13.7 26.1 17.6 3.5 NA 6752.5 1.4 5.3
Bulgaria 37.9 7.6 38.3 2.8 3.4 4.1 8943.9 3.3 8.1
Czechia 42.9 11.8 25.8 3.0 3.0 13.9 21793.1 1.9 4.5
Estonia 39.7 9.6 32.1 3.6 2.9 1.8 20882.2 3.2 7.9
Georgia 29.7 6.4 37.2 4.9 4.4 9.2 4522.9 5.0 15.6
Hungary 48.5 7,7 30.2 3.7 3.1 9.3 15035.5 3.0 6.6
Latvia 40.3 10.9 35.1 2.7 2.8 1.8 16163.0 3.3 10.6
Lithuania 36.9 8.8 35.8 3.4 2.2 1.8 17450.7 4.3 9.7
Moldova 30.8 6.8 27.8 7.5 5.9 11.2 3678.6 4.0 4.5
Poland 43.4 13,9 31.7 3.0 2.4 121 14548.3 3.7 6.4
Romania 37.0 9,1 35.7 3.8 3.6 5.5 11142.0 3.5 5.9
Slovakia 42.4 7,1 25.7 2.6 2.5 1.8 18608.7 2.5 10.0
Slovenia 48.8 9,0 25.0 1.8 3.5 1.8 24736.1 2.0 7.0
Ukraine 45.2 13.7 25.2 12.2 6.7 18.6 3454.0 -0.4 9.5

The Gini index for the sampled countries remained significantly low (the average indicator was 30.8 %), indicating the
financial resources’ redistribution efficiency. The analysis of the CPI, the economic growth, and the exchange rate's vola-
tility shows that all countries, except Ukraine and Belarus, ensured macroeconomic stability from 2010 to 2022. The most
essential challenges over this period were the COVID-19 pandemic and the full-scale invasion of Ukraine. Generally, the
average CPI in the sample equalled 5.1 %, and double-digit inflation was recorded only in Belarus (17.6%) and Ukraine
(12.2%). Additionally, consumer inflation of 7.5% in Moldova fully corresponded to the inflation target for countries with
a transformation economy. For countries with a relatively high GDP redistribution through the public finances (apart from
Ukraine), GDP per capita was higher than the sample’s average. Meanwhile, economic growth for the above sub-sample
was lower (except for Poland), and the unemployment rates were moderate and corresponded to normative values. In
Poland and the Czech Republic, characterized by rather high general and local budget expenditures-to-GDP ratios, Mus-
grave's expenditure efficiency indicators were the highest for the given sample. Instead, the empirical analysis of those
indicators for Ukraine indicated an urgent need to develop the institutional environment for fiscal policy and to improve
budget architectonics.

The local budget expenditures’ efficiency should be evaluated taking their structure peculiarities and financial goals into
account. Traditionally, secondary education, public health care, infrastructure projects, and administrative services pro-
vided by the local self-government bodies are financed by the local budgets. In general, the above expenditures-to-GDP
ratio varied in the sampled countries from 7.05 % in Armenia to 16.62 % in the Czech Republic. Thus, the share of local
budget expenditures for those purposes in GDP was in the range of 0.90-8.23 %. The aforementioned spheres of socio-
economic development funding at the expense of the local resources ranged from 12.5 % in Armenia to 80.7 % in Belarus.
The average indicator for a sample equalled 39.6 %. The budget expenditures' efficiency should be evaluated by conduct-
ing a comparative analysis of the respective services quality (regarded 4 strategic fields) based on the global ratings and
indicators. The public services’ administration and provision indicators could be associated with the shadow economy level
and the corruption perception index. The above indicators were complexly influenced by the local and central authorities.
Meanwhile, the local institutions had a crucial impact on the public administration system’s performance and the permit
system as well. The quality and accessibility of secondary education could be assessed using the PISA rating and secondary
education coverage (secondary school enrolment, percentage gross). The health care quality indicators are the mortality
rate among newborns and life expectancy. The infrastructure quality could be assessed using the Road Roughness Index
as a component of the Global Competitiveness Index.
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Table 3 represents the average values of the aforementioned indexes over 2010-2022.

Table 3. Indicators of public services provision quality in selected countries. Note: corrupt PI1 — corruption perception index, max 100; PISA2 —
international rating of the education quality, max>500; 3 — max 7. (Source: compiled by the author based on the data from the World Bank, the Interna-
tional Monetary Fund and Transparency International)

Administration Secondary education Public health Infrastructure
Country ) Number of new-
Shadow Corrupt Enrolment, % PISA? Life expec- born deaths per Road Roughness
economy, % PI! ! tancy, years 1000 present pop- Index
ulation

Armenia 34.7 39.0 89.8 NA 73.9 13.3 3.6
Belarus 31.4 38.5 100.0 472.3 72.8 3.2 3.5
Bulgaria 20.5 42.2 98.0 433.2 74.2 7.2 3.4
Czechia 12.5 54.1 100.0 493.0 78.4 2.5 3.9
Estonia 18.3 71.1 100.0 524.5 77.3 2.6 4.7
Georgia 51.1 54.5 100.0 396.1 72.9 10.0 3.8
Hungary 20.4 478 100.0 476.8 75.4 4.2 3.8

Latvia 16.5 56.1 100.0 486.8 74.3 4.6 3.4
Lithuania 18.2 58.1 100.0 477.3 74.6 4.2 4.7
Moldova 38.7 34.0 87.2 428.6 69.7 13.5 2.7
Poland 18.4 59.0 100.0 508.2 77.1 4.3 4.1
Romania 22.5 45.6 94.9 432.4 74.7 8.1 2.9
Slovakia 11.4 49.9 91.5 466.1 76.5 5.2 4.0
Slovenia 21.7 59.2 100.0 506.2 80.7 2.1 4.6
Ukraine 38.1 29.5 95.6 462.7 71.1 8.4 2.9

It should be noted that PISA ratings are not presented for Armenia, while for some of the sampled countries (e.g., Belarus
and Ukraine) only the latest ratings are available. To assess the local budget expenditures’ efficiency, we suggest deter-
mining the aggregate quality indicator of provided public services and comparing the weighted expenditures-to-GDP ratios
(as a factor affecting public welfare) with the corresponding quality indicators.

The latter were calculated taking the normative values and limits for the advanced economies into account. The maximum
level for each research area (governance and administration, secondary education, health care, and road infrastructure)
equalled 1. The aggregate quality indicator was calculated by applying the formulae:

PSQi; = fy)
{Psoi =¥, PSQy/ ®)

where PSQ; — the quality of public services in the i country, f(I;) — the function of the studied socio-economic indicator I.

The budget expenditures’ efficiency evaluation should be carried out by determining the expenditures-to-GDP ratio and
the corresponding performance indicators of quality, both in general and in functional terms.
LGE; = Yy~ (6)

)
expi,-

where LGE; — the local budget expenditures’ efficiency; exp; — the budget expenditures of the i country in the relevant
field j.

The analysis of the aggregate quality indicator of public services (Table 4) shows that high quality (the index was higher
than 0.9) regarding the analyzed sample was observed in Slovenia and Estonia, while a moderate index (0.75-0.89) —in
Belarus, Bulgaria, the Czech Republic, Hungary, Latvia, Lithuania, Poland, and Slovakia. A satisfactory quality (associated
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with an index of 0.63-0.74) was recorded for Armenia, Georgia, Moldova, Romania, and Ukraine. In functional terms, the
highest quality indicators have been disclosed for health care and education, while administrative services and manage-
ment showed moderate quality. The lowest quality indicator was recorded for the infrastructure. It should be noted that
9 out of 15 sampled countries were generally characterized by an unsatisfactory level of the mentioned indicator. It is
expedient to study the relationship between the public expenditures on general governance (deducting the expenditures
on the public debt servicing, secondary education, health care, and road infrastructure) and the quality indicator of the
provided public services in the mentioned spheres. An insignificant positive relationship between the expenditures-to-GDP
ratio and the quality indicator was observed.

Over 2010-20221, an increase in expenditures in relation to GDP by 1 percentage point ensured the aggregate quality
indicator growth by 0.03 percentage points. However, the above relationship was not sustainable and reliable, while the
adjusted coefficient of approximation (R?) equalled 0.45. For example, in Belarus, the analyzed social and economic de-
velopment areas' public funding level was essentially lower, while the quality of public services and the road surface was
higher than in Ukraine, Moldova, Bulgaria, and Romania. In Estonia, the aggregate quality indicator was higher than in the
Czech Republic, Hungary, Slovenia, and Slovakia.

Table 4. The aggregate quality indicator of public services. (Source: calculated by the authors taking the normative values and limits for advanced
economies into account and on the basis of formula 5)

Country Administration Secondary education Public health care Infrastructure Aggregate quality indicator
Armenia 0.63 0.75 0.76 0.55 0.67
Belarus 0.65 0.90 0.95 0.54 0.76
Bulgaria 0.75 0.84 0.87 0.52 0.75
Czechia 0.88 1.00 0.99 0.60 0.87
Estonia 0.95 1.00 0.98 0.72 0.91
Georgia 0.66 0.80 0.85 0.58 0.72
Hungary 0.80 0.90 0.97 0.58 0.81
Latvia 0.86 0.95 0.96 0.52 0.82
Lithuania 0.87 0.90 0.96 0.72 0.86
Moldova 0.60 0.79 0.74 0.39 0.63
Poland 0.89 1.00 0.98 0.63 0.88
Romania 0.76 0.82 0.87 0.45 0.73
Slovakia 0.85 0.86 0.98 0.62 0.83
Slovenia 0.87 1.00 1.00 0.71 0.90
Ukraine 0.57 0.88 0.84 0.44 0.68

Applying formula 6, the relative efficiency ratio of public expenditures on the social and economic sphere's development
was calculated. It was found that the highest efficiency was ensured in the Baltic countries, Poland; Armenia, and Georgia
(due to the low expenditures-to-GDP ratio); and Belarus. Primarily, the conducted analysis proved the need for Ukraine to
optimize public expenditures in favor of health care and infrastructure. Secondly, the reserve for increasing the budget
funds' usage efficiency should be associated with the further development of performance-based budgeting, regarding the
local budgets as well. Finally, it is necessary to strengthen the public management and administration system'’s efficiency.

A possible option to improve the public administration’s quality derives from the further development of fiscal decentrali-
zation. Due to the empirical experience of Central and Eastern European countries (the EU member-states), fiscal decen-
tralization had a positive effect on economic and social development dynamics. However, there is a wide range of factors
(institutional, economic, social, and administrative) that limit the scope of fiscal decentralization, both in the sphere of
public revenues and expenditures. Over 2010-2022, the average revenue decentralization for a sample of 15 countries
equalled 12.49%. Meanwhile, the average expenditures decentralization for that sample was equal to 24.51%. Thus, the
sampled countries have rather moderate fiscal decentralization levels, while the level of expenditure decentralization was
significantly higher than the revenues one.

74 DOI: 10.55643/fcaptp.5.52.2023.4193


https://fkd.net.ua/
https://www.fta.org.ua/

FINANCIAL AND CREDIT ACTIVITY: PROBLEMS OF THEORY AND PRACTICE
Volume 5 (52), 2023

We assessed the revenues and the expenditures decentralization indicators separately. Regression analysis in both cases
showed that the model was adequate; the indicators of public expenditures and investments were statistically significant.
Moreover, the gross capital accumulation had a positive effect on the real GDP dynamics. That fact determines the need
to intensify the process of attracting both domestic and foreign investments (Table 5).

Table 5. Regression analysis. Note: the numbers in parentheses are the standard errors of the estimated parameters; * — denotes a significance level
of 5%. (Source: calculated by the authors based on the Regression function in Excel)

Indicators oLs 1 OLS 2
—8.453* -8.126*
In public spending
(1.754) (1.841)
6.538* 6.759*
In investment
(1.321) (1.422)
0.148 0.136
labor force
(0.162) (0.162)
0.037
In EDI -
(0.841)
-0.258
In RDI -
(0.046)
Number of observations 195 195
R? 0.298 0.292

Moreover, an increase in the public expenditures-to-GDP ratio had a destructive effect on economic growth. So, two
hypotheses could be expressed: 1) the sampled countries have reached the maximum level of public expenditures produc-
tivity; 2) the public sector funds’ usage efficiency should be increased, while the mechanical enhancement of the public
expenditures-to-GDP ratio would only deepen the economic imbalance. The labor force growth indicator has a positive
impact as well. Under the condition of human potential expansion as a subject to the prevalence of birth rate over death
rate, and a positive balance of international migration, real output increases. The government should pay special attention
to the demographic policy, ensuring demographic sustainability in the long run as an essential determinant of sustainable
economic development. However, we note that this indicator was not statistically significant in our model.

Both revenues and expenditures decentralization indicators appeared to be statistically insignificant, regarding our model.
Additionally, expenditure decentralization had a slight positive effect on macroeconomic dynamics. That fact indicates a
certain potential for its expansion — without an increase in the total public expenditures — for the sampled countries. Vice
versa, revenue decentralization had rather a destructive effect on real GDP per capita. That fact confirms the limits for
deepening the local self-government bodies' revenue autonomy, regarding the region under study. The relationships be-
tween the analyzed economic controllers, decentralization, and economic growth reliability check (R2 coefficient) disclosed
its insufficient density and determined the need for further investigation of the decentralization’s impact on the territories’
social and economic development. Authors supposed that there are other factors, that have an impact on economic growth
— for instance: the quality of the institutional environment, the quality of public management, proper and stable tax climate,
and investment attractiveness.

DISCUSSION

The decentralization reform is one of the most successful both in Ukraine and other countries of Central and Eastern
Europe. Even under the COVID-19 pandemic and full-scale war in Ukraine, local self-governments demonstrated the ability
to counter extraordinary challenges. Citizens receive basic public services through local budget financing. It is vital to
ensure their availability and quality. A key element for ensuring public service availability is guaranteeing the principle of
budgetary subsidiarity. Meanwhile, the effect of budget decentralization on economic growth remains a rather debatable
issue. In the classic of fiscal federalism, Oates (2005), argued that the overwhelming advantages of decentralization are
the increase in public administration efficiency and economic development fostering. However, empirical study indicates
that decentralization, which is ensured by shared-tax revenues, the base and rate of which is fully controlled by the central
government, does not show any positive impact on economic growth (Thornton, 2007). Ambiguous conclusions regarding
the role of fiscal decentralization in ensuring economic growth were also found in our study. Adapting to new socio-
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economic conditions, it is necessary to focus attention on enhancing fiscal efficiency. This concept is inextricably related
to issues of public trust in government institutions and the fiscal policy they provide. An important task is to form the
financial capacity of the local government. Moreover, the public services should be as close as possible to the consumer,
and the quality of these services has to meet international criteria.

CONCLUSIONS

In this article authors assessed the efficiency of public services, provided by the local governments. The analysis of the
aggregate quality indicator of public services showed that a high quality regarding the sample of 15 Central and Eastern
Europe countries was observed in Slovenia and Estonia, while a moderate index — in Belarus, Bulgaria, Czechia, Hungary,
Latvia, Lithuania, Poland, and Slovakia. In Poland and Czechia, Musgrave's expenditure efficiency indicators were the
highest for the sample. Instead, for Ukraine it indicated an urgent need to develop the institutional environment for fiscal
policy. Also, we evaluated the impact of fiscal decentralization on economic growth. We figured out that the Central and
Eastern European countries have rather moderate fiscal decentralization levels, while expenditures decentralization was
significantly higher than the revenues one. Revenue decentralization is adverse to economic growth, but expenditure
decentralization has a tiny positive impact on real output. However, robustness checks showed those parameters are
statistically insignificant. It is essential to determine tools for supporting fiscal decentralization processes that would con-
tribute to sustainable economic development. The focus of further research will be on exploring additional fiscal revenues
for local budgets that would ensure a strong relationship between paid taxes and quality and affordable public services.
Considering the international experience in this case is essential.
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BMNJIMB ®ICKAJIbHOI AELEHTPANI3ALIL HA EGEKTUBHICTb CYCNIZIbHUX MOC/YT TA
EKOHOMIYHE 3POCTAHHA

TeopeTuyHi AoCniaKeHHS! BKasyloTb, WO (ickanbHa AeUeHTpanisauis nos’a3aHa 3 nigBULLEHHSIM e(PeKTUBHOCTI AepKaB-
HOrO ynpaBsiHHA Ta CNPUSiE NpoLecaM eKOHOMIYHOMO 3poCTaHHs. BogHouac 3ragaHi pedi 3anexatb Big 6aratbox akTopis
i ay>xe BiApi3HAOTLCA B po3pi3i KpaiH. MeTo AoCNiAXeHHS! € OLiHKa eeKTUBHOCTI CyCMiNbHWUX NOCAYr, WO iX HaaalTb
OpraHv MiCLEBOro CaMOBpsiAYBaHHS; BM3HAYeHHs poni (ickanbHOI AeueHTpanisauii B UbOMy npoueci Ta OUiHIOBaHHS
BNMBY icKanbHOI AeLleHTpani3aLii Ha EKOHOMIYHe 3poCcTaHHs. ABTOpaMu BUSIBNEHO, WO cepes 15 kpaiH LleHTpanbHoi Ta
CxiaHoi €EBponu HaMBULLMIA piBEHb SIKOCTI Ny6niuHMX nocnyr 3adikcoBaHo B EcToHii Ta CnoseHii. He 3HaliaeHo ouveBUaHUX
[oKasiB Toro, Wwo dickanbHa AeueHTpanisauis Mae TiCHWIA B3aEMO3B'A30K i3 eheKTUBHICTIO HaZlaHHS CYCnifibHUX NOCAYyr.
Pe3ynbTaTy AOCNiAKEHHS 3acBiaunau, WO AeLeHTpani3auia B LapyiHi AOXOAIB CTPUMYE 3pOCTaHHs peanbHoro BBl Ha oaHy
ocoby, a AeueHTpanisauis B LapuHi BUAATKIB MAE NWLIE HE3HAYHUN MO3UTMBHUI BMIMB Ha E€KOHOMIYHE 3POCTaHHS B
LleHTpanbHii Ta CxigHilt EBponi npoTsrom nepioay 2010-2022 pokis. ABTOPU AiMLLIAWM BUCHOBKY, WO eeKTUBHICTb BUAATKIB
MicLeBuMX BIOMKETIB Cig NiABULLYBATKM, OCKiNTbKM MPOCTE 3pOCTaHHS CMiBBiAHOLIEHHS AepXXaBHMX BMAaTKiB Ao BBl mMoxe
MaTu HeraTuBHI Hacniakyn 6e3 IHCTUTYUINHOrO BAOCKOHANEHHS.

KnrouoBi cnoBa: ¢ickanbHa AeueHTpanisalis, opraHu MiCLEBOro CaMOBpPSiAYBaHHSl, BUAATKM OLOMKETY; CyCrinbHi
nocnyru, eekTUBHICTb HaAaHHSA CYCMiIbHUX NOCNYr, EKOHOMIYHE 3POCTaHHS
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