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C.; Cojocariu, L.; Anton, S.G. Fiscal

Decentralization, Good Governance

and Regional Development—Empirical

Evidence in the European Context.

Sustainability 2022, 14, 7093.

https://doi.org/10.3390/su14127093

Academic Editor: Sajid Anwar

Received: 4 May 2022

Accepted: 6 June 2022

Published: 9 June 2022

Publisher’s Note: MDPI stays neutral

with regard to jurisdictional claims in

published maps and institutional affil-

iations.

Copyright: © 2022 by the authors.

Licensee MDPI, Basel, Switzerland.

This article is an open access article

distributed under the terms and

conditions of the Creative Commons

Attribution (CC BY) license (https://

creativecommons.org/licenses/by/

4.0/).

sustainability

Article

Fiscal Decentralization, Good Governance and Regional
Development—Empirical Evidence in the European Context
Mihaela Onofrei 1, Florin Oprea 1,*, Corneliu Iaţu 2, Lenuţa Cojocariu 1 and Sorin Gabriel Anton 1,*
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Abstract: The nexus between local governments’ budgets and regional growth is a complex one,
with organic interconnections, ideally offering better outcomes, both in the matter of (local) fiscal
consolidation and the welfare of societies. In this study, we analyze the impact of local fiscal
consolidation efforts (as reflected by the budget indicators regarding local revenues and expenditures
for the countries involved) on regional development, using a sample of 21 EU Member States and a
timescale between 2001 and 2019, based on specific data reported by Eurostat and the World Bank.
By employing the Generalized Linear Model (GLM), the results show that some of the considered
indicators have a statistically significant positive influence on the GDP per capita at the regional level,
thus highlighting the important role of sound local public finances in achieving the objectives of
regional development. Based on our findings, we recommended some improvements regarding the
practice of local fiscal policy in order to enhance the role of fiscal consolidation in sustaining regional
development within the subject countries.

Keywords: local fiscal consolidation; local spending; local revenues; regional development;
European context

1. Introduction

The central government, by manifesting its public function of distributing national
income, is considered one of the main actors in socio-economic development, often as-
suming a constitutional and legal duty to promote the progress of society. Since the main
budget functions (e.g., macro-stabilization and income distribution) are associated with
central authorities, the role of local authorities in development could fall into a kind of
“shadow cone”, even if the local autonomy places them as the main actors of economic and
social activities, having through their competencies a high potential to influence (stimulate)
the local activities and then the economic growth. Considering the decentralization trend
manifested more and more within the public administration systems during recent decades,
local budgets gained a more important role to play in almost all areas of the life of local com-
munities (education, health, culture, social protection, public order and safety, economic
affairs, environment, housing and community facilities, etc.). Therefore, local spending
has significant potential to influence regional development if its allocative and productive
efficiency is properly supported and local budgets are in “good health”, influenced by the
quality of governance. Certainly, this is possible in conditions of high fiscal autonomy, pro-
moting the responsibility and proactive attitude of local decision-makers, which enshrines
the ability of local public budgets to fulfill their role as levers for influencing the economic
and social life of communities.

The aim of this study is to investigate the relationship between local budget indicators
of revenues and expenditures and the GDP per capita at the regional level while controlling
the quality of (good) governance in the European context. We aimed to offer some empirical
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evidence supporting the idea that an improvement in the quality of governance, reflected in
the state of local budgets could improve social welfare and enhance economic development
at the local level. The sample consists of 21 countries of the European Union, and we
used data extracted from the databases of Eurostat and the World Bank, for 19 years,
between 2001 and 2019. We used as an independent variable the rate of change of gross
domestic product at the regional level—NUTS II and 15 independent variables described
in Section 2 of the paper. The main results show that some indicators of local budgets
(taxes on production and import (tpi), property income (propinc) and taxes on income
and wealth (tiw), general public services (gps), economic affairs (ecaf), environmental
protection (envpro), recreation, culture and religion (rcr) and social protection (sp)) exerted
statistically significant positive implications on regional GDP/capita.

The current research has the following structure: Section 2 provides a brief analysis
of the literature in the field. Section 3 presents the data and the methodology we used in
order to realize the aforementioned objective of our research. In Section 4, the empirical
results are presented and discussed. In the last section, we formulated the conclusions of
the study and some policy recommendations for the specialists in the field.

2. Literature Review

Consolidated local budgets can stimulate economic and social activity at the local
level and can contribute to regional development through their instruments, local public
expenditures, and revenues. In this sense, it could be identified numerous studies in the
literature, carried out to identify and measure the effects of decentralization on economic
growth and development. A research of Bojanic [1] examined the impact of fiscal decentral-
ization on growth for a group of twelve countries from the United States. His results show
that revenue decentralization has a rather negative impact on economic growth. Regarding
expenditure decentralization, the results are not very conclusive, which is similar to the
results of our study. Though, the final results of this research reveal that the decentralized
expenditures manifest positive effects on economic growth for developing states in the
Americas. Differently from the previously mentioned research, in other study is [2] ana-
lyzed the relationship on a sample of 23 countries of OECD for the timespan 1972–2005,
using analysis techniques of type pooled mean group. The results of their research reveal
that decentralization of expenditure can be associated with economic growth below normal
limits, while decentralization of revenues can be associated with higher economic growth.
Similar results were obtained by Rodríguez-Pose and Krøijer [3], which indicate a negative
relationship between local spending and intergovernmental transfers and a positive rela-
tionship between local taxes and the national growth rate. Though, important results are
achieved by Lin and Liu [4], demonstrating that fiscal decentralization has an important
impact on economic growth in China.

However, most studies on this topic seem to show a rather negative or insignificant
effect of fiscal decentralization on economic growth. Thornton [5] conducted a study on
19 OECD countries, concluding that when local fiscal autonomy is lower, fiscal decentral-
ization cannot manifest a statistically significant impact on economic growth. In other
words, the author suggests that fiscal decentralization may manifest a positive impact on
economic growth when local governments have autonomy over a large share of local fiscal
resources, this being, in fact, the major impediment in most of the countries. On the other
hand, we also find the need for local autonomy on the expenditures [6] as a condition for
the concretization of the positive impact of decentralization on the economy. The respective
study is conducted for a group of 12 Eastern European countries from 2002 to 2008, using
the General Method of Moments (GMM). The two aforementioned studies draw attention
to the urgent needs concerning local public administrations (especially those in Eastern
Europe) to increase the level of local financial autonomy, as well as to reduce the level of
mandatory expenditures in order to enhance the growth and development of the private
sector. In this sense, the results of Mladenovska and Tashevska [7] seem to be eloquent
as the authors also show that decentralization manifests a negative impact on the GDP
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per capita growth rate for a sample of CEE countries for the period 1999–2012. Similarly,
Davoodi and Zou [8] reveal that intergovernmental transfers have a negative impact on
economic growth in developing countries.

Similar research to ours is Baskaran and Feld [9], also conducting a panel data analysis
but for a different sample of 23 countries of OECD and for a different period, 1975–2001.
Their results reveal that fiscal decentralization cannot be related to economic growth, which
is different from ours. Our value-added consists of the fact that some of the selected
decentralization indicators have a positive and significant influence on the regional GDP
per capita, thus highlighting the important role of sound local public finances in achieving
objectives of regional development.

The connection between good governance, (local) fiscal consolidation, and regional
development starts from the following premises. In general, the governance of a state has
the significance of ensuring at this level the premises of an optimal functionality of the
whole system, starting from the establishment of a common and adequate (harmonized)
framework from a political, social, economic, financial, fiscal and budgetary point of view,
to ensure the achievement of the objectives targeted/declared in a certain moment or
time interval. Related to these, the relationship between good governance and budgetary
consolidation becomes a bivalent one, and the process of budgetary consolidation (even
seen as a particular episode) will be, by the nature of its link with public authority, ante-
conditioned of the quality of public governance associated with the studied system and,
conversely, the results of budgetary consolidation will be the basis for the configuration
and evaluation of governance in that system.

In the context of our paper, we emphasize that good governance facilitates the public
decision-making processes and their implementation mechanisms, thus representing one of
the prerequisites for achieving the objectives of fiscal decentralization, local autonomy, and
the optimal allocation and redistribution of (local) expenditures to destinations. Further,
these represent essential conditions for the proper functioning of local public budgets,
implicitly, for the fulfillment of their role as local economic actors of regional development.
We found some relevant research regarding the positive implications of good governance for
economic growth. AlShiab et al. [10] conducted a study for 29 countries using a three stages
empirical analysis. First, the authors estimated the impact of the six World Governance
Indicators of the World Bank on economic growth, then computed a global governance
index and tested its effects on economic growth. The paper shows that the quality of
governance has positive effects on economic growth both for developed and developing
countries. Emara and Jhonsa [11] also examined the effects of the Worldwide Governance
Indicators on economic growth in a sample of 197 countries. They used a two-stage least
square model showing that there is a bidirectional relationship between good governance
indicators and economic growth. In line with these, Al-Naser and Hamdan [12] investigated
the way public governance exerts its influence on the economic growth of the countries
of the Gulf Cooperation Council for the years 1996 to 2019. The results confirm that
the most important indicators exerting positive and significant influence on economic
growth are control of corruption and the rule of law, followed by government effectiveness
and regulatory quality. Similar results were obtained by Bayar [13] and Al-Naser [14].
Finally, even though the literature is inconclusive concerning the relationship between
fiscal decentralization and economic growth [15], from our point of view, there is not any
doubt concerning the capacity of sound local finances to achieve the objectives of economic
growth and of (regional) development, (e.g., poverty reduction and decrease in regional
disparities). In this sense, the targeted results are conditioned in each country by the quality
of governance, the quality of institutions, fiscal reforms, and sound fiscal consolidation.

3. Data and Methodology

In this study, we propose the analysis of the implications of local public finances on
regional development from the empirical perspective of a sample of 21 EU Member States.
We selected only 21 countries from the 27 EU Member States because of data availability.
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The independent variables are represented by various indicators of local public revenues
and expenditures: taxes on production and imports (tpi), property income (propinc),
current taxes on income and wealth (tiw), capital transfers (caprev), and local public
expenditures for general public services (gps), public order and safety (pos), economic
affairs (ecaf), environmental protection (envpro), housing and community amenities (hca),
recreation, culture and religion (rcr), education (edu), and social protection (sp).). Most
of these have been used in other studies as follows. Rodríguez-Pose and Krøijer [3] also
selected subnational government revenues as tax revenue of subnational governments and
intergovernmental transfers, and Davoodi and Zou [8] also included in their research the
intergovernmental transfers. On the spending side, the various components of expenditures
were used in other research also: Oprea et al. [16]—the main functions of local budgets;
Jeong et al. [17]—all categories of expenditures included in COFOG (Classification of the
Functions of Government).

The control variables are the average of the indicators of good governance—wgi,
associated with a variable of budgetary consolidation in a broad sense, the data being
collected and processed from the statistical records of the World Bank, the inflation rate,
and the long-term interest rate, intrst (representing the convergence criterion for Economic
and Monetary Union, established by the Maastricht Treaty)—with both of them being
indicators of the side of public monetary policy (this also being a tool in stabilizing the
economy, achieving the objectives of growth and development). The indicators of good
governance of the World Bank are obtained by applying surveys to a large number of
respondents (both individuals and legal entities) from developed countries and developing
countries. Therefore, they reflect the opinion of the respondents participating in the surveys
and not the official opinion of the World Bank nor of its executive directors. The score of
each indicator varies between a minimum −2.5 and a maximum 2.5.

The dependent variable is the rate of change in the gross domestic product at the
regional level—NUTS II. This is in line with Gemmell et al. [2], Abdellatif et al. [6] and
Mladenovska and Tashevska [7].

As it is already known, the European “landscape” of fiscal decentralization is a hetero-
geneous one. In general, it could be observed great differences between the countries from
the North and those from the rest of the European Union. The level of expenditures and
revenues decentralization is provided in Figures 1 and 2, computed as the percentage of
the central government expenditures and revenues.

Figure 1. Expenditures decentralization in the European Member States—total local expenditures as
a percentage of total central expenditures (for the period 2001–2019, every 3 years). Source: Own
processing of data from the Eurostat database.
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Figure 2. Revenues decentralization in the European Member States—total local revenues as a
percentage of total central revenues (for the period 2001–2019, every 3 years). Source: Own processing
of data from the Eurostat database.

The countries with the higher level of fiscal decentralization are Denmark, Finland,
and Sweden (with levels of fiscal decentralization between 80% and 90%). These are
followed by countries such as Germany, the Netherlands, France, and Poland. The lowest
level of fiscal decentralization is reported by Malta (which is an exception because of its
restricted national territory), Cyprus, Greece, and Ireland.

Possibly, it is no coincidence that the countries with the highest level of fiscal decentral-
ization are considered some of the most developed countries. However, the differences in
the matter of fiscal decentralization in the European context may be based on the governing
regime, the internal territorial structure, and other specific conditions of each country
regarding the organization of its budgetary system. Achieving fiscal decentralization at
the highest possible level implies benefits both in terms of meeting the needs of local
authorities, as well as benefits in terms of streamlining public financial flows. An essential
precondition for meeting the expected benefits of decentralization is that each decentralized
expenditure is accompanied by a legally stable and predictable source of income. This is
necessary in order not to affect the local financial autonomy or possibly increase it, as well
as the responsibility of the local public managers. These represent prolific conditions for
local governments to activate as responsible actors in their subnational territories as there
it could be possible for their contribution to regional development to be felt by all and to be
evaluated as such.

The description of the variables used is represented in Table 1. We employed the rate
of change in order to highlight the impact of dynamics over time on regional development.

Table 1. Description of variables.

Variables Description Data Source

Dependent Variable

gdpcap Rate of change in nominal GDP/capita–regional development
benchmark (NUTS II)

Own processing of data from the Eurostat database,
https://ec.europa.eu/eurostat/data/dataBase,
(accessed on 15 March 2022).

Independent variable

tpi

Rate of change in local revenues from taxes on production
and imports—These revenues are taxed on the production
and import of goods and services, labor, property or use of
land, buildings and other production assets.

https://ec.europa.eu/eurostat/data/dataBase
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Table 1. Cont.

Variables Description Data Source

propinc Rate of change in local property income—These tax resources
are levied on income from investment and rent

Own processing of data from the Eurostat database,
https://ec.europa.eu/eurostat/data/dataBase
(accessed on 15 March 2022).

tiw

Rate of change in local income from current taxes on income,
wealth, etc.—These represent taxes calculated on the income
and assets of the institutional units, as well as some
periodic taxes.

caprev
Rate of change in local revenues from capital transfers—These
include taxes levied on capital, investment grants and other
taxes on capital transfers.

gps

Rate of change in general public services expenditures—These
consist of local expenses for general public services, such as
current expenses for goods, services, personnel, transactions
of local public debt, etc.

pos

Rate of change in public order and safety
expenditures—These refer to local expenses allocated for the
maintenance of local public order and security in general (e.g.,
services of police and fire protection, law courts, etc.).

ecaf

Rate of change in economic affairs expenditures—These
represent local investment expenditures on different fields of
activity, to stimulate economic development (e.g., transport,
communication, agriculture, forestry, etc.).

envpro

Rate of change in environmental protection
expenditures—They most often represent local investment
expenditures made to protect the environment (e.g., waste
management, pollution abatement, etc.).

hca

Rate of change in housing and community amenities
expenditures—It represents local expenditure on planning the
local territories, allocated for example for the supply of
running water, street lighting etc.

rcr

Rate of change in recreation, culture and religion
expenditures—These refer to local expenses for the provision
of cultural services, broadcasting and publishing services,
some religious services, etc.

edu

Rate of change in education expenditures—These represent
local expenditures for the financing of secondary,
post-secondary, tertiary education, research and
development, etc.

sp

Rate of change in social protection expenditures—It
represents expenses allocated from local budgets for pensions,
various social benefits for families and children, for housing,
unemployment, etc.

Variables on broad budget consolidation (macroeconomic level)

wgi

Rate of change in the average of good governance
indicators—This consists of the average calculated for the
6 indicators of good governance formulated by the World
Bank (Voice and Accountability, Political Stability and
Absence of Violence/Terrorism, Government Effectiveness,
Regulatory Quality, Rule of Law, Control of Corruption).

Own processing of data from the World Bank database,
https://info.worldbank.org/governance/wgi/
(accessed on 17 March 2022)

Other macroeconomic variables—related to public monetary policy

infl

Inflation rate change—This represents the dynamics of the
price level of consumer goods and services resulting from the
calculation of their change in the current month and the same
month last year.

Own processing of data from the Eurostat database,
https://ec.europa.eu/eurostat/data/dataBase
(accessed on 17 March 2022).

intrst
Long-term interest rate change—It refers to the yield on
bonds, which is a Maastricht convergence criterion for the
achievement of the Economic and Monetary Union.

Source: Own representation.

https://ec.europa.eu/eurostat/data/dataBase
https://info.worldbank.org/governance/wgi/
https://ec.europa.eu/eurostat/data/dataBase
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In line with the results of previous research by Davoodi and Zou [8], Lin and Liu [4],
Rodríguez-Pose and Krøijer [3], Abdellatif et al. [6], and Bojanic [1] for each of the explana-
tory variables, we assume the following hypotheses.

1. Rate of change in local revenues from taxes on production and imports (tpi): they
are associated with indirect taxes, as own fiscal resource of local budgets can have a
positive effect on development;

2. Rate of change in local property income (propinc): they are associated with direct
taxes, constituting own fiscal resources of local budgets and offering autonomy to local
authorities in their use; they lead to a positive influence on the level of development;
We assume similar results in the case of the rate of change in local income from current
taxes on income, wealth (tiw);

3. Rate of change in local revenues from capital transfers (caprev): as they increase the local
financial autonomy, they can have a positive impact on local economic development;

4. Rate of change in general public services (gps): we assume a small influence on
development because these represent current expenditures without having concrete
material purposes;

5. Rate of change in public order and safety (pos): we admit positive effects on devel-
opment, as these are intended to ensure an adequate environment for social and
economic activities;

6. Rate of change in economic affairs expenditures (ecaf): these have a significant impact
on regional development, as they usually represent investments expenditures; We
assume a similar impact in the case of the rate of change of environmental protection
(envpro) and in the case of the rate of change in housing and community amenities
expenditures (hca);

7. Rate of change in education expenditures (edu): as investments in human capital and
material infrastructure related to education, they produce a favorable outcome on devel-
opment; similarly, rate of change in recreation, culture, and religion expenditures (rcr);

8. Rate of change in social protection expenditures (sp): they harm regional development,
as these cannot be associated with a creative capacity in the economy;

9. Rate of change in the average of good governance indicators (wgi): as an alterna-
tive to fiscal consolidation in the broadest sense, we assume a positive influence
on development;

10. Inflation rate change (infl): it can also manifest a positive and negative impact on
regional development;

11. Long-term interest rate change (intrst): a high level of the interest rate may negatively
affect development.

The selected sample consists of 21 Member States of the European Union (selected
according to the availability of statistical data)—Austria, Belgium, Bulgaria, Croatia, Czech
Republic, Denmark, Finland, Germany, Greece, Italy, Latvia, Lithuania, Luxembourg, the
Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, and Hungary. We used
data taken from the Eurostat and World Bank databases for a period of 19 years, from 2001
to 2019. Table 2 presents the statistical description of the selected variables.

The panel data selected have 380 observations. The values of the dependent variable
range between a maximum of 32.609 and a minimum of −21.43, the mean is 4.875, and the
standard deviation is equal to 6.289.

Model Specification

The analysis it is realized on is the panel data of 21 EU Member States (selected based
on data availability) for a period of 19 years, from 2001 to 2019, to evaluate the effects of
public finances on the GDP per capita at the regional level in the European space. According
to the first test, the variables are stationary (see Appendix A). When selecting the model,
the criteria were based on the construction of three OLS regressions—with fixed effects and
with random effects and simple—to test the cross-section dependence, but the hypothesis
was violated for each of them, as the Pesaran test has a probability less than 0.05 (see



Sustainability 2022, 14, 7093 8 of 15

Appendix B). The hypothesis of the normality of the errors was also violated, according
to the Jarque–Bera Test (see Appendix C). Therefore, the econometric model used is the
Generalized Linear Model (GLM).

The general form of the equation is ηi = β0 + β1x1i + βpxpi + εi—the linear combina-
tion of predictors.

Table 2. Descriptive Statistics.

Variables Obs. Mean Max. Min. Std. Dev.

gdpcap 380 4.875002 32.60870 −21.43 6.289659
tpi 380 7.169225 542.7545 −80.00 29.97663
propinc 380 5.618142 241.5612 −60.68 27.88417
tiw 380 6.800520 333.3333 −97.37 28.40387
caprev 380 52.98680 15485.71 −84.05 795.0325
gps 380 7.055512 308.6873 −75.93 26.69279
pos 380 7.915636 364.0449 −81.48 29.13833
ecaf 380 7.654469 130.6667 −65.31 20.98448
envpro 380 7.261020 342.8571 −85.47 25.35421
hca 380 5.095657 498.9980 −685.79 55.59832
rcr 380 7.298169 165.3301 −46.81 16.31119
edu 380 8.161961 1013.778 −74.43 54.18573
sp 380 6.971998 198.4848 −81.65 17.93875
wgi 380 8.367945 1510.885 −148.32 109.0170
infl 380 1.548500 6.100000 −1.60 1.177672
intrst 380 −8.07 255.5556 −162.50 33.44893

Source: Own calculations.

4. Results and Discussion

The results we obtained by the aforementioned model, GLM, for the dependent
variable, the rate of change of GDP/inhabitant at the regional level-NUTS II, are presented
in Table 3 (Appendix D).

Table 3. Results of the Generalized Linear Model for the dependent variable GDP/capita change rate
at regional level NUTS II (2001–2019).

Variables Coefficients Prob.

Constant c 1.766850 0.0001
Rate of change in local revenues from taxes on production and
imports (tpi) 0.030326 0.0002

Rate of change in local property income (propinc) 0.034501 0.0002
Rate of change in local income from current taxes on income,
wealth etc. (tiw) 0.032613 0.0025

Rate of change in local revenues from capital transfers (caprev) −0.000433 0.2534
Rate of change in general public services expenditures (gps) 0.026175 0.0077
Rate of change in public order and safety expenditures (pos) 0.001600 0.8731
Rate of change in economic affairs expenditures (ecaf) 0.071051 0.0000
Rate of change in environmental protection expenditures (envpro) 0.044883 0.0000
Rate of change in housing and community amenities
expenditures (hca) −0.002992 0.4940

Rate of change in recreation, culture and religion expenditures (rcr) 0.086779 0.0000
Rate of change in education expenditures (edu) 0.002684 0.5563
Rate of change in social protection expenditures (sp) 0.036607 0.0209
Rate of change in the average of good governance indicators (wgi) −0.002076 0.3872
Inflation rate change (infl) 0.280481 0.1862
Long-term interest rate change (intrst) −0.014723 0.0470

Source: Own calculations.

According to the model results, the variables on the local government revenue side
regarding the rate of change in production and import income (tpi), property income
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(propinc), and current taxes on income and wealth (tiw) have a positive and significant
influence on the rate change of GDP/capita, with coefficients of 0.0303, 0.0345 and 0.0326.
Similar results were obtained by: Oprea et al. [16], and Rodríguez-Pose and Krøijer [3].
Thus, for example, as the rate of change in production and import income increases, it
determines an increase in the rate of change in GDP/capita at the NUTS II regional level by
0.0303 units. The results provide expression to the assumptions of our research and reflect
significant empirical evidence on the role of local public finances in regional development.
These must be interpreted from the perspective of the level of local autonomy. A high level
of local financial autonomy can automatically involve increasing the responsibility and
financial autonomy of local public managers as a premise for the efficiency of local public
financial resources and, therefore, for better fulfillment of local public needs.

The variable rate of change in capital transfers (caprev) has a negative and statistically
insignificant impact on the change rate in GDP/capita, suggesting a certain fragility of this
source of revenue for local public budgets, in the sense of insufficiently clear regulation
and or in the sense of a relatively low volume of this source of income. This is in line
with Davoodi and Zou [8], revealing that transfers from the central to local level involve
negative effects on economic growth in developing countries.

As for local expenditures, general public services (gps), economic affairs (ecaf), envi-
ronmental protection (envpro), recreation, culture and religion (rcr), and social protection
(sp) manifest a positive and significant influence on the regional GDP per capita, high-
lighting on this side of local public finances, their important role in regional development.
Similar results were obtained by Dziemianowicz et al. [18] and Carniti et al. [19]. It should
be emphasized that the formulation of local political programs must focus in particular on
expenditure on economic affairs, which has direct implications for the economic side of
development. At the same time, it is necessary to prioritize the expenses for recreation,
culture, and religion, as they have implications on a balanced psycho-social climate, which
generally conditions the level of performance of a social group. In terms of environmental
protection spending, the impact on development is also indirect, aiming at combating
pollution and maintaining a clean environment as a prerequisite for maintaining the health
of the population, preserving and regenerating natural resources, and, therefore, for the
normal development of economic and social relations.

Regarding the rate of change in social protection (sp) and general public services
(gsp) the results are contrary to our expectations. Thus, although they are associated with
public consumption expenditures, which are unproductive, the results of the analysis
show that they cause positive changes in GDP/capita. The results are similar to the study
by Devarajan et al. [20], according to which the current expenditures present a positive
influence on the economy. For our analysis, a possible explanation refers to the fact that
these categories of expenditures have a larger volume in the daily consumption of the
beneficiaries, although their relative size may be low for several countries in the selected
sample (e.g., western, central, northern). Even if the effect of the rate of increase in social
protection on the rate of change of regional GDP is positive, this should certainly not
imply policies/actions to encourage social assistance. Local and central public managers
must create more rigorous legal framework premises in order to rationally diminish the
multitude of beneficiaries, which means establishing a clear source of funding and well-
defined criteria for determining eligible beneficiaries and balancing the implementation of
sustainable economic development policies.

Regarding the impact of the rate of change in expenditure on general public services
(gsp) on the rate of change in GDP/capita, the explanations are similar, these being allocated
to the salaries of civil servants and other current government expenditure, which by
their nature do not directly present a creative capacity in the economy, but have some
multiplier effects.

Local spending on public order and safety (pos) and education (edu) also manifest pos-
itive but statistically insignificant effects on GDP/capita, while local spending on housing
and community amenities (hca) has a negative and insignificant impact. Possible expla-
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nations may relate to the misallocation of public resources to the destinations mentioned
(e.g., mandatory and centrally managed) without being based on real needs at the commu-
nity level. Furthermore, their relatively low level in total local spending implies a weak
contribution to growth and development processes. On the other hand, it should be noted
that for some expenditures, the effects on development are highlighted and evaluated after
long periods. The result for education expenditure is also in line with Devarajan et al. [20].
When making the estimates, the authors included education expenditures in the cate-
gory of productive expenditures, and contrary to expectations, they obtained negative or
insignificant results on economic growth.

For public order and safety expenditures, the possible explanations refer to the charac-
teristics of the services provided at this level of administration, so their impact is rather an
indirect one. Thus, although they create preconditions for the safety of society in general,
such implications on GDP growth may be difficult to evaluate. Similarly, Sijabat [21] shows
that public order and safety spending has a negative impact on economic growth. The
author is of the opinion that their positive impact could be visible in the long run.

As regards the control variables, good governance indicators and the long-term interest
rate manifest negative and insignificant effects, while the inflation rate exerts a positive
and insignificant impact.

By ranking depending on the calculated coefficient, the variables of interest (having a
higher impact on the rate of change of GDP/inhabitant) are the rate of change of spending
on recreation, culture and religion (rcr), economic affairs (ecaf), environmental protection
(envpro), followed by social protection expenditure (sp), property income (propinc), current
tax on income and wealth (tiw), taxes on production and import (tpi), and local general
public service expenditure (gps).

To test the robustness of the results, we further estimated the model for shorter time
spans again, first for the period 2001–2006 and later for the period 2007–2019. The results
obtained by the Generalized Linear Model (GLM) for the period 2001–2006 are presented
in Table 4.

Table 4. Results of the Generalized Linear Model for the dependent variable GDP/capita change rate
at regional level NUTS II (2001–2006).

Variables Coefficients Prob.

Constant c 0.212145 0.8620
Rate of change in local revenues from taxes on production and
imports (tpi) 0.016966 0.0321

Rate of change in local property income (propinc) 0.014763 0.2402
Rate of change in local income from current taxes on income,
wealth etc. (tiw) 0.050005 0.0302

Rate of change in local revenues from capital transfers (caprev) −0.000902 0.1241
Rate of change in general public services expenditures (gps) 0.028236 0.2696
Rate of change in public order and safety expenditures (pos) −0.037260 0.1057
Rate of change in economic affairs expenditures (ecaf) 0.069523 0.0005
Rate of change in environmental protection expenditures (envpro) 0.086872 0.0012
Rate of change in housing and community amenities
expenditures (hca) 0.000264 0.9549

Rate of change in recreation, culture and religion expenditures (rcr) 0.087758 0.0052
Rate of change in education expenditures (edu) 0.000323 0.9419
Rate of change in social protection expenditures (sp) 0.017898 0.4778
Rate of change in the average of good governance indicators (wgi) −0.005077 0.0468
Inflation rate change (infl) 2.542471 0.0009
Long-term interest rate change (intrst) 0.033292 0.3334

Source: Own calculations.

By recomputation the equation for the time span 2001–2006, it is outlined the results
robustness for many of the variables included in the model, especially for those of interest.
Thus, for the years 2001–2006, on the side of local revenues, we attained positive and
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significant results for taxes on production and imports (tpi) and current taxes on income
and wealth (tiw), similar to the results of the initial equation. The results are also robust
for local revenues from capital transfers (caprev), which are negative and statistically
insignificant in both cases.

On the local spending side, the results are robust for: spending on economic affairs
(ecaf), environmental protection (envpro), religion, culture, and recreation (rcr), being
positive and statistically significant and spending on education (edu), being positive but
statistically insignificant.

The results of the equation are different for property income (propinc); when the time
interval decreases, the impact on the rate of change of GDP/capita becomes insignificant.
Similar results are obtained for the expenditures for general public services (gps) and those
for social protection (sp), in fact, reflecting their unproductive character on the economy,
confirming the hypotheses stated at the beginning of the study.

Also, the robustness test includes the re-estimation of the equation for the time interval
2007–2019 (Table 5).

Table 5. Results of the Generalized Linear Model for the dependent variable GDP/capita change rate
at regional level NUTS II (2007–2019).

Variables Coefficients Prob.

Constant c 2.168835 0.0301
Rate of change in local revenues from taxes on production and
imports (tpi) 4.046695 0.0001

Rate of change in local property income (propinc) 4.793558 0.0000
Rate of change in local income from current taxes on income,
wealth etc. (tiw) 1.616622 0.1060

Rate of change in local revenues from capital transfers (caprev) −0.749875 0.4533
Rate of change in general public services expenditures (gps) 2.882912 0.0039
Rate of change in public order and safety expenditures (pos) 0.840890 0.4004
Rate of change in economic affairs expenditures (ecaf) 2.259832 0.0238
Rate of change in environmental protection expenditures (envpro) 3.669296 0.0002
Rate of change in housing and community amenities
expenditures (hca) −1.391589 0.1640

Rate of change in recreation, culture and religion expenditures (rcr) 4.078728 0.0000
Rate of change in education expenditures (edu) 0.313859 0.7536
Rate of change in social protection expenditures (sp) 3.509855 0.0004
Rate of change in the average of good governance indicators (wgi) 2.572679 0.0101
Inflation rate change (infl) 0.773732 0.4391
Long-term interest rate change (intrst) −2.666741 0.0077

Source: Own calculations.

In this case, the results are robust for the following variables: rate of change for taxes
on production and imports (tpi), property income (propinc), expenditure on economic
affairs (ecaf), environmental protection (envpro), recreation, culture and religion (rcr),
being statistically positive and significant. We even obtained similar results for general
public service (gps) and social protection (sp) spending. The results are also robust for the
variables rate of change of local revenues from capital transfers (caprev)—negative and
statistically insignificant—and for the rate of change of local expenditures for education
(edu)—positive and statistically insignificant.

Regarding the variable rate of change in the average of good governance indicators
(wgi), being associated with a broader budgetary consolidation alternative (of qualitative
type), the results show that this time the impact is positive and significant but different
from the results of the first two equations, where the impact is negative. The positive
impact of good governance indicators on economic growth also are exhibited by Emara
and Jhonsa [11], Bayar [13], and AlShiab et al. [10]. Although fragile, however, our results
are optimistic and should be of new interest to political leaders. An example of how
governance positively influences budget consolidation is the adherence to the principles
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of transparency, participation, equity, efficiency (allocation and productivity of public
resources), etc., which is a favorable premise for combating the underground economy and
reducing public debt, a solution which could be much more effective than raising taxes,
as is often the case and is easier to follow. By the logic of the relationship between good
governance and fiscal consolidation, the orientation towards promoting the principles of
good governance regarding the act of governing a state marks a structural approach to the
origin of dysfunctions in terms of budget consolidation, offering the possibility of resolving
them by removing the cause, as is natural, avoiding the formulation of short-term surface
solutions (which can have several negative long-term implications, most often).

5. Conclusions

In this study, we analyzed the impact of local budget revenues and expenditures on
regional development in the European context in order to strengthen the fact that they
have a defining potential to achieve the objectives of well-being and regional development.
The dependent variable is the change rate of GDP/capita at the regional level, NUTS II,
and the independent variables are 12 indicators of local budget revenues and expenditures
according to the functional classification of public expenditure. We also used three control
variables: average of good governance indicators, associated with a broad-based fiscal
consolidation variable, inflation rate, and long-term interest rate, the last representing
variables on the side of monetary policy.

The results of the Generalized Linear Model show that the variables on the local
government revenue side regarding the rate of change in taxes on production and import
(tpi), property income (propinc), and taxes on income and wealth (tiw) have a positive
and significant influence on GDP/capita change rates. On the side of local government
spending, general public services (gps), economic affairs (ecaf), environmental protection
(envpro), recreation, culture and religion (rcr), and social protection (sp) have a positive
and significant influence on the regional GDP per capita, highlighting on this side of local
public finances, their important role in regional development. Reporting to this, we believe
that, further (especially in the countries of South-Eastern Europe), local fiscal autonomy
and local decision-making autonomy must be increased, and local public spending must be
streamlined, as parts of a broad and coherent process of consolidating public finances, in
order to create opportunities to lead viable regional development projects, to fight poverty,
to reduce disparities, and to consecrate the role of local budgets as a promoter of local
prosperity, growth, and development.

When relating to our research and its results, our policy recommendations mainly refer
to the increase in the financial autonomy of local governments and the optimization of the
structure of local spending. Specifically, we formulate the following policy recommendations:

� strengthening local financial autonomy by consolidating the fiscal base and optimizing
its flexibility and stability, and also increase in non-tax revenues;

� establishing some objective criteria regarding the realization of inter-administrative transfers;
� it is recommended to optimize the ratio between current and capital expenditures, so

in recession times, aiming to increase investment expenditures and decrease current
(unproductive) expenditures;

� avoidance of mandatory financing of local public spending, it is preferable to establish sta-
ble and predictable sources of income and judicial substantiation of current expenditures;

� strengthening budgetary control (anterior, concomitant, and posterior), this being
followed by possible incentives/penalties;

� inclusion in public policy programs of explicit objectives regarding the compliance of
public authorities with the principles of good governance and their observance;

� evaluating the application of the principles of good governance by political leaders
through representatives of specialized agencies and explicitly presenting the results
of the control in public reports;

The main limitations of the study refer to the selected sample and the time period,
which keeps reservations about the results obtained. Different results may be obtained
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for a longer period of time, for a large sample of countries but also if including other
macroeconomic variables.

The future research directions we are looking for are related to a more elaborate analysis
of the causal (empirical) relationship between good governance and fiscal consolidation,
with encouraging premises in this regard, according to the results of our study, which empir-
ically confirm the positive relationship between good governance and regional development.
Another future direction of research refers to a more in-depth analysis of institutions as an
essential pillar of governance and their impact on development or the influence it exerts on
budget consolidation if we refer mainly to profile institutions (e.g., Fiscal Council).
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Appendix A

Table A1. Stationarity Tests.

Stationarity Test of
Variables

Levin, Lin and
Chu t ***

Im, Pesaran and
Shin W-Stat

ADF-Fisher
Chi-Square

PP-Fisher
Chi-Square

gdpcap −7.55 *** −6.39 *** 116.38 *** 131.18 ***
Tpi 0.07 −5.73 *** 103.35 *** 459.47 ***
Propinc −9.05 *** −9.31 *** 160.09 *** 370.78 ***
Tiw −10.78 *** −7.52 *** 143.68 *** 222.08 ***
Caprev −204.36 *** −49.23 *** 409.99 *** 568.68 ***
Gps −8.08 *** −7.58 *** 131.46 *** 229.52 ***
Pos −4.82 *** −5.81 *** 106.43 *** 308.19 ***
Ecaf −5.83 *** −7.08 *** 124.50 *** 232.95 ***
Envpro −8.43 *** −7.62 *** 132.67 *** 236.41 ***
Hca −10.06 *** −8.45 *** 146.69 *** 240.82 ***
Rcr −6.79 *** −6.29 *** 110.92 *** 195.46 ***
Edu −4.99 *** −7.04 *** 125.14 *** 425.78 ***
Sp −4.19 *** −4.84 *** 91.60 *** 162.25 ***
Wgi −6.23 *** −6.96 *** 124.40 *** 546.29 ***
Infl −6.81 *** −7.65 *** 132.91 *** 77.09 ***
Intrst −8.47 *** −8.25 *** 148.51 *** 110.29 ***

Notes: *** means stationarity significant at 1%.

Appendix B

Table A2. Cross-Section Dependency Testing.

Cross-Section Dependency Testing Breusch-Pagan LM Pesaran Scaled LM Bias-Corrected Scaled LM Pesaran CD

OLS model 734.94 *** 27.955 *** 24.59 ***

Fixed-effects model 817.13 *** 32.17 *** 31.62 *** 26.31 ***

Random-effects model 817.134 *** 32.17 *** 31.62 *** 26.31 ***

Notes: *** means stationarity significant at 1%.

ec.europa.eu/eurostat
info.worldbank.org
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Appendix C

Figure A1. Error Normality Testing.

Appendix D

Table A3. Empirical Results of the Generalized Linear Model for the NUTS II regional/GDP change
rate dependent variable.

Variable Coefficient Std. Error z-Statistic Prob.

C 1.766850 0.444379 3.975994 0.0001
tpi 0.030326 0.008120 3.734650 0.0002

propinc 0.034501 0.009343 3.692813 0.0002
tiw 0.032613 0.010777 3.026103 0.0025

caprev −0.000433 0.000379 −1.142124 0.2534
gps 0.026175 0.009819 2.665805 0.0077
pos 0.001600 0.010016 0.159735 0.8731
ecaf 0.071051 0.013040 5.448643 0.0000

envpro 0.044883 0.010265 4.372269 0.0000
hca −0.002992 0.004375 −0.683921 0.4940
rcr 0.086779 0.019989 4.341403 0.0000
edu 0.002684 0.004562 0.588338 0.5563
sp 0.036607 0.015853 2.309158 0.0209

wgi −0.002076 0.002401 −0.864796 0.3872
infl 0.280481 0.212169 1.321972 0.1862

intrst −0.014723 0.007412 −1.986235 0.0470

References
1. Bojanic, A.N. The impact of fiscal decentralization on growth, inflation and inequality in the Americas. Cepal Rev. 2018, 124, 57–77.

[CrossRef]
2. Gemmell, N.; Kneller, R.; Sanz, I. Fiscal decentralization and economic growth: Spending versus revenue decentralization. Econ.

Inq. 2013, 51, 1915–1931. [CrossRef]
3. Rodríguez-Pose, A.; Krøijer, A. Fiscal decentralization and economic growth in Central and Eastern Europe. Growth Change 2009,

40, 387–417. [CrossRef]
4. Lin, J.Y.; Liu, Z. Fiscal decentralization and economic growth in China. Econ. Dev. Cult. Change 2000, 49, 1–21. [CrossRef]
5. Thornton, J. Fiscal decentralization and economic growth revisited. J. Urban Econ. Manag. 2007, 61, 64–70. [CrossRef]
6. Abdellatif, L.; Atlam, B.; Aly, H. Revisiting the relation between decentralization and growth in the context of marketization. East.

Eur. Econ. 2015, 53, 255–276. [CrossRef]
7. Mladenovska, S.M.; Tashevska, B. The impact of fiscal decentralization on economic growth in the CEE countries. Econ. Soc. Dev.

Book Proc. 2019, 77–86.
8. Davoodi, H.; Zou, H.F. Fiscal decentralization and economic growth: A cross-country study. J. Urban Econ. 1998, 43, 244–257.

[CrossRef]
9. Baskaran, T.; Feld, L.P. Fiscal decentralization and economic growth in OECD countries: Is there a relationship? Public Financ. Rev.

2013, 41, 421–445. [CrossRef]

http://doi.org/10.18356/31c71be8-en
http://doi.org/10.1111/j.1465-7295.2012.00508.x
http://doi.org/10.1111/j.1468-2257.2009.00488.x
http://doi.org/10.1086/452488
http://doi.org/10.1016/j.jue.2006.06.001
http://doi.org/10.1080/00128775.2015.1065152
http://doi.org/10.1006/juec.1997.2042
http://doi.org/10.1177/1091142112463726


Sustainability 2022, 14, 7093 15 of 15

10. AlShiab, M.S.I.; Al-Malkawi, H.A.N.; Lahrech, A. Revisiting the relationship between governance quality and economic growth.
Int. J. Econ. Financ. Issues 2020, 10, 54. [CrossRef]

11. Emara, N.; Jhonsa, E. Governance and Economic Growth: The Case of Middle East and North African Countries. J. Dev. Econ.
Policies 2014, 16, 47–71.

12. Al-Naser, M.; Hamdan, A. The impact of public governance on economic growth: Evidence from gulf cooperation council
countries. Econ. Sociol. 2021, 14, 85–110. [CrossRef]

13. Bayar, Y. Public governance and economic growth in the transitional economies of the European Union. Transylv. Rev. Adm. Sci.
2016, 12, 5–18.

14. Al-Naser, M.H. Public governance and economic growth: Conceptual framework. Int. J. Bus. Ethics Gov. 2019, 2, 1–15. [CrossRef]
15. Martinez-Vazquez, J.; McNab, R.M. Fiscal decentralization and economic growth. World Dev. 2003, 31, 1597–1616. [CrossRef]
16. Oprea, F.; Onofrei, M.; Paraschiv, G.; Cojocariu, L. Do Local Budgets Influence Regional Development? Empirical evidence from

Romania. Lex Loc. 2020, 20, 77–99. [CrossRef]
17. Jeong, S.H.; Lee, Y.; Kang, S.H. Government spending and sustainable economic growth: Based on first-and second-level COFOG

data. Public Money Manag. 2020, 40, 140–148. [CrossRef]
18. Dziemianowicz, W.; Łukomska, J.; Ambroziak, A.A. Location factors in foreign direct investment at the local level: The case of

Poland. Reg. Stud. 2018, 53, 1183–1192. [CrossRef]
19. Carniti, E.; Cerniglia, F.; Longaretti, R.; Michelangeli, A. Decentralization and economic growth in Europe: For whom the bell

tolls. Reg. Stud. 2019, 53, 775–789. [CrossRef]
20. Devarajan, S.; Swaroop, V.; Zou, H.F. The composition of public expenditure and economic growth. J. Monet. Econ. 1996, 37,

313–344. [CrossRef]
21. Sijabat, R. Do productive government expenditures affect economic growth? Evidence from provincial governments across

Indonesia. J. Stud. Pemerintah. 2017, 8, 1–47. [CrossRef]

http://doi.org/10.32479/ijefi.9927
http://doi.org/10.14254/2071-789X.2021/14-2/5
http://doi.org/10.51325/ijbeg.v2i2.21
http://doi.org/10.1016/S0305-750X(03)00109-8
http://doi.org/10.4335/20.1.77-99(2022)
http://doi.org/10.1080/09540962.2019.1651035
http://doi.org/10.1080/00343404.2018.1530750
http://doi.org/10.1080/00343404.2018.1494382
http://doi.org/10.1016/0304-3932(96)01249-4
http://doi.org/10.18196/jgp.8149

	Introduction 
	Literature Review 
	Data and Methodology 
	Results and Discussion 
	Conclusions 
	Appendix A
	Appendix B
	Appendix C
	Appendix D
	References

