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Abstract:
Thispaperprovidesempirical evidenceon the asso

ciationbetweendecentralizationand�scal performance
of thegeneral government on apanel of 11 former tran
sition countriesduring1991-2016, controlling for the ef
fects of various demographic, institutional, and macro
economicvariables. Themain�ndings fromtheempirical
investigation suggest that decentralizing government
is associated with better �scal performance activities in
Central andEasternEurope (CEE) countries. However,we
show that only the extent of �scal decentralizationmat
ters for�scaldisciplinenotwithstanding thecomposition
of local revenue Also, we �nd that �scal rule may have
favourable e ects on the �scal discipline, though their
magnitude is rathermodest.

Keywords: Fiscaldecentralization, Budget de�cits,
Central and Eastern Europe, Panel data models.

JEL Classi�cation numbers: H50, H76, H77.

1. Introduction

Following the collapse of the centrally-planned
systems the former communist countries have em
barked in comprehensive institutional, political and
economic reforms. Decentralization in Central and
Eastern Europe (CEE) countries should be seen in the
light of these massive changes, i.e. it has been related
to the need for improving the ine cient public sector
as well as the more general process of introducing
political democracy (Ebel and Yilmaz 2002). Hence,
since1990s, therehasbeenagrowinginterest instudy
ing �scal decentralization in the CEE countries (For a
comprehensive coverage of decentralization in CEE
seeDabla-Norris 2006,Horvat 2000, Péteri 2002, Šević
2008, Slukhai 2003, and Swianiewicz 2004). Swian
iewicz (2014) providesa typologyof local government
systems in the CEE countries, concluding that most
of them can be characterized as low or medium-de

centralization countries. However, the accumulated
empirical evidence on the macroeconomic e ects of
the�scaldecentralization in this region is rather scarce.
For instance, Ebel and Yilmaz (2002), Meloche et al.
(2004), andMakreshanska-Mladenovska andPetrevski
(2019b) study the e ects of the �scal decentraliza
tion on the size of the public sector; Rodríguez-Pose
and Krøijer (2009) focus on the growth e ects of the
�scal decentralization; Makreshanska-Mladenovska
and Petrevski (2019a) investigate the relationship be
tween decentralization on income inequality. As can
be seen, there is a considerable research gap in this
�eld with many important issues to be dealt with. In
these regards, the main goal of our study is to pro
vide empirical evidence on the e ects of the �scal
decentralization on the �scal performance in the CEE
countries, which, to the best of our knowledge, is a
largely unexplored issue.

Speci�cally, in this paper we provide empirical
evidence on the relationship between decentraliza
tion and �scal performance of the general govern
ment on a panel of 11 CEE countries during the pe
riod of 1991-2016. In these regards, we employ the
three common measures of �scal decentralization:
expenditure decentralization and vertical �scal im
balance. In addition, the regression model includes
several control variables capturing macroeconomic,
demographic and institutional factors a ecting the
�scal position. The main �ndings from the empirical
investigation suggest thatdecentralizing government
is associatedwith better �scal performance activities
in the CEE countries. However,wecannot con�rmthe
favourable e ects of decentralization whenworking
with subnational revenue and intergovernmental
grants. These results imply that it is only the extent
of the �scal decentralization that matters for �scal
discipline notwithstanding the composition of local
revenue Also, we �nd that �scal rule may have fa
vourable e ects on the �scal discipline, though their
magnitude is rather modest.
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As for the organization of the paper, the follow
ing section provides an overview of the theoretical
and empirical literature on the association between
decentralization and �scal performance. In section III
we present formal econometric evidence on the rela
tionshipbetweendecentralizationandbudgetde�cits,
whereas the last section concludes.

2. Decentralization and �scal performance
– Theoretical arguments and empirical
evidence

Both the existing theoretical models and the ac
cumulated empirical evidence o er divergent views
on theassociationbetweendecentralization and�scal
performance of the general government. In this sec
tionwepresent the various channels inwhich�scalde
centralizationmight a ect the �nancial position of the
general governmentaccompaniedbyabrief reviewof
the relevant empirical evidenceon the subjectmatter.

The bene�ts and perils �
of �scal decentralization

Fiscal decentralizationmay have positive e ects
on the �scal performance of the general government.
For instance, under some theoretical assumptions it is
argued that local governments are able to supply the
public goodsmoree ciently and to conduct thepub
licpolicy inmore transparent andaccountablemanner
than the central government for several reasons, such
as: tax competition, informational advantages, closer
proximity to consumers and better matching of local
preferences, better governance, consumer e ciency
etc. (Brennan and Buchanan 1980, Musgrave 1959,
Oates 1972, Shah 1998, Thießen 2003, Tiebout 1956).
Over time, a large body of literature has accumulated
providingempirical evidenceon thepositive e ects of
the �scal decentralization on the �scal performance.
For instance, Ebel andYilmaz (2002), Freitag and Vat
ter (2008), and Rodden and Wibbels (2002) �nd that
expenditure decentralization leads to smaller �scal
de�cits, thus, showing that local governments have
advantages in balancing public expenditure with
public revenues. Similarly, taking account of the sub
national governments’ taxing autonomy, Thornton
(2009) shows that �scal decentralization does not
have a negative impact on the overall �scal discipline.
Neyapti (2010) con�rms the negative e ects of the
decentralizationonthebudgetde�cits,but shows that
these e ects are not uniform, depending on various
institutional features. In addition, Baskaran (2010) and

Horváthová et al. (2012) �nd that expenditure decen
tralization leads to lower level of public debt.

However, neither economic theory nor empirical
evidenceprovide consensuson this issue.For instance,
Prud’homme (1995) argues that decentralization has
moredetrimental than favorablee ects on theoverall
�scal position for twobasic reasons: �rst, decentraliza
tion itself leads to several taxation tiers in a country;
and second, the larger the autonomy of local authori
ties in deciding on the size and the composition of lo
cal expenditure, themoredi cult is the co-ordination
between thevarious tiers of government. Under these
circumstances, the process of formulating �scal policy
on anational level becomes increasingly complex and
burdened with co-ordination problems as the local
governments might behave in accordance with their
own goals and priorities, which might be in con ict
with themacroeconomic goals setby the central gov
ernment. This problem is emphasized when the local
governments operate in terms of the so-called “soft”
budget constraints when they are prone to excessive
local expenditure, trying to pass over the �scal burden
on the taxpayers outside their own jurisdiction.

The theoretical considerations on the negative
e ects of the �scal decentralization �nd support in a
numberof empirical studies. For instance, Afonso and
Hauptmeier (2009), Burki et al. (1999), Fornasari et al.
(2000), and DeMello (2000) �nd that decentralization
worsens�scal discipline leading toexcessive public ex
penditureandhighbudgetde�cits. Similarly,DeMello
(2007) show that decentralization leads to deteriora
tion in local governments’ net-worth, while Baskaran
(2012) suggests that subnational tax autonomy has
negative e ects on �scal stability of the public sector.

As already mentioned, the empirical literature
dealing with the association between decentraliza
tion and government size can provide indirect evi
dence on the e ects on �scal performance, too. In
these regards, a number of studies suggest that �scal
decentralization leads to a rise in public expenditure
and ultimately to larger size of the government (See
Burki et al. 1999, Cassette and Paty 2010, Forbes and
Zampelli 1989, Grossman 1989, Grossman and West
1994, Heil 1991, Jin and Zou 2002, Martinez-Vazquez
and Yao 2009, and Stein 1998).

Some extensions - the role
P OTU UVU POBM B BO FNFOUT

When discussing the e ects of the �scal decen
tralization on the �scal performance it is important to
take into account the institutional set-upandthe rules
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pertaining to local government borrowingautonomy.
On the one hand, in contrast to the central govern
ments, which are rarely subject to constitutional con
straintswith respect to borrowing, legal limitations on
budget de�cits and borrowing of local governments
are common practice throughout the world. Hence,
the more decentralized government may lead to
better �scal performance of the general government
(Pereira, 2000). On the other hand, if unconstrained,
local governments may engage in excessive borrow
ing, which result in unsustainable level of indebted
ness, thusworsening�scal discipline.Theperilsof local
government borrowing are especially pronounced if
subnational debt is issued to public banks or if there
are widespread expectations of central government
bail-outs (Goodspeed 2002, Oates 2006, Rodden et
al. 2003). Rodden (2002) and deMello (2007) provide
empirical evidence that restricting local government
borrowing is associatedwithbetter�scal performance.
In these regards, it is interesting to note that local gov
ernments often have limited access to bond markets
due to the credibility problems associated with their
low �scal capacity. As a result, this feature leads to
at least two opposite e ects: on the one hand, the
limitedborrowing capacitymakes local governments
more dependent on intergovernmental transfers (de
Mello 2007); on the other hand, this market-discipline
mechanism seems to impose certain limits on local
government borrowing by preventing them from ex
cessive borrowing (Ter-Minassian 1997a, 1997b).

Further on, �scal decentralization may produce
di erentoverall �scaloutcomesdependingon the de
signof the�scal decentralization system.Speci�cally, it
is importanthow the local authorities are �nanced, i.e.
whether they are able to collect their own tax revenues
or depend on the �nancial sources provided by the
central government. Yet, economic theory does not
provide consensus on this issue either. On the one
hand, according to the “�scal illusion” theory, the lo
cal governments that are �nanced primarily by inter
governmental transfers usually show a tendency to
overspend, especially in thepresence of “soft” budget
constraints and expectations of bail-outs. Since �scal
transfers blur the relationship between the costs and
the bene�ts of public goods, local taxpayers are stim
ulated to increase their demand for public goods. At
the same time, local governments have incentives to
increase the supply of public goods because they are
able to pass the costs to the taxpayers outside their
jurisdiction (Oates 1991, Rodden et al. 2003). On the
other hand, some argue that the higher level of tax
autonomy associatedwith �scal decentralization can
worsen the overall �scal performance of the general

government. Speci�cally, when larger proportion of
taxes is determined and collected on a subnational
level, the individual local governments’ �scal policies
may showstrongprocyclical behavior, thus, accentuat
ing themacroeconomic instability.As canbe seen, this
argument implies that the increased reliance of local
authorities on tax-sharing and central government
grants reduces the competition for �scal resources
between the various tiers of government. As a result,
the co-ordination of �scal policy on a national level
becomes easier (Thornton, 2007).

Unlike the other dimensions of �scal decentral
ization, there is a consensus in the empirical literature
that higher reliance of local governments on central
governmentgrants deteriorates the overall �scal posi
tion, especially when there are noconstraints on local
governmentborrowing (See Burki et al. 1999, DeMel
lo 2000 and 2007, Ebel and Yilmaz 2002, Eyraud and
Lusinyan 2011and 2013, and Rodden2002). Therefore,
themainmessage fromthesestudies is that the e ects
of �scal decentralization on �scal discipline depend
on the local governments’ sources of �nance, i.e. the
decentralization of the government functions should
be accompaniedbyproviding suitable tax autonomy.

Finally, the discussion on the e ects of the �scal
decentralizationon theoverall �scal performancecan
not ignore the existence of another channel related to
the political decision-making process. Speci�cally, in
centralized countries the central government is able
to exert stronger control over public expenditure; in
contrast, inmore decentralized countries the political
decision-makingprocess is largely fragmented, i.e. the
decisions on the allocation of resources are made by
many agents (the central governmentand the subna
tional governments). In these regards,decentralization
may lead to weak central government, which does
not have a ective control over the overall public ex
penditure. As a direct consequence of these political
economy issues, thehigherdegreeofdecentralization
can lead to larger public expenditure, higher �scal
de�cits and, ultimately, to macroeconomic destabili
zation (Prud’homme 1995, Tanzi 1995, Ter-Minassian
1997a, Velasco, 2000).

3. Decentralization and �scal performance:
Empirical evidence for CEE countries

BUB BOE NFUIPEPMP
In this section we provide formal econometric

evidence of the above proposition and, speci�cally,
to test its validity on the sample of CEE countries. Our
empirical investigation of the relationship between
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decentralization and �scal performance is based on
annual data for a panel of 11 CEE countries during the
period of 1991-2016. Speci�cally, the panel consists
of the following countries: Bulgaria, Croatia, Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Poland,
Romania, Slovakia, and Slovenia.

The budget balance (C FU of the general gov
ernment (as a percent of GDP), is the dependent vari
able in the regressionmodel. The data on the budget
balance are taken from the International Monetary
Fund (IMF)World EconomicOutlookDatabase aswell
as from EUROSTAT. We regress the budget balance
on threemeasures of �scal decentralization: revenue
decentralization (locrev), i.e. theshare of local govern
mentexpenditure in the total public expenditure (rev
enue decentralization); expenditure decentralization
(locexp), i.e. the share of local government revenue in
the total public revenue (expenditure decentraliza
tion); and vertical �scal imbalance (v�), represented
by the share of intergovernmental �scal transfers in
the total subnational revenue. The data on the three
decentralization variables (locexp, locrev, and v�) are
taken from the March 2014 issue of the World Bank’s
Fiscal Decentralization Indicators Database, which is
derived fromthe IMF’sGovernmentFinance Statistics.

Since �scal policy is normally in uenced by var
ious macroeconomic, institutional and demographic
factors, we introduce the following control variables:
unemployment rate, public debt, health care expen
diture, anddependent population. Public debt ( FCU),
expressedasapercentofGDP, is included in the regres
sionbecause it a ects thebudget balance through the
costs for servicing the existing debt. Growth (growth)
serves as a proxy for the business cycle e ects via
the so-called “automatic stabilizers”. As social wel
fare accounts for a large share in total government
expenditure, we include two control variables: the
expenditure for health care, expressed as a percent
of GDP (health), and the share of dependent people
(those aged less than14 andover 65 years) in the total
population (depend),whicha ects the sizeof the social
welfare system.TheWorld BankDevelopment Indica
tors Database serves as a source of the data on data
on public debt, unemployment, health expenditure,
and dependent population. Finally, in order to test for
the presumedbene�cial e ects of �scal rules ( MF)we
employ the Fiscal Rule Index taken fromthe European
Commission Fiscal Rule Index Database.

As for themethodology, we employ the �xed-ef
fects panel data model, which seems to be more ap
propriate when working with macroeconomic data
(Baltagi 2008, Wooldridge 2002). The main rationale
for using this methodological approach is as follows:

Often oneof themain obstacles in conducting empir
ical analyses in economics is related with the lack of
availabledata. For instance, sincemostof the countries
publish data on �scal decentralization on an annu
al basis, the researcher cannot conduct quantitative
analysis bymeansof statistical techniques, suchas the
regression analysis. Panel data models alleviate this
problem by combining annual data for many coun
tries instead of workingwith data on a single country.
Therefore, by creating a “panel” as a combination of
the time and cross-country dimension the researcher
is able to obtain enough observations necessary for
the quantitative investigation.

The empirical model has the following general
speci�cation:

yit = αi + γzit + xit β’ + uit (1)

where: y is the dependent variable (C FU); z SF
resents the various alternative measures of �scal de
centralization (locexp, locrev BOE v�; x is the vector of
control variables ( FCU, growth, health, depend, M); α

,
γ BOE β are the constant and the parameters before
the�scaldecentralization variable andthe control vari
ables, respectively;uare the residuals; while i BOE t BSF
the country and time subscripts, respectively.

Main �ndings and discussion

Table1presents the resultsof theempiricalmodel
estimated on the sample of CEE countries. Here, the
regressions di er only by the �scal decentralization
variableemployed (locexp, locrev, and v�, respectively).

Regression1showstheestimateswithexpenditure
decentralization(locexp).Ascanbe seen, thecoe cient
of locexphas a positive sign, i.e. increasing the share of
localexpenditure intotalpublicexpenditure isassociat
edwithan improvement in thebudgetbalance.Hence,
this�ndingimpliesthat�scaldecentralization in theCEE
region can be considered an e ective mechanism for
ensuring �scal discipline of the general government.
This resultmaybeexplainedwith the initiallyhigh level
of centralization in the former communist countries in
whichthepublic sectorwas largeandhighly ine cient.
Under these conditions, decentralizing government
activities (accompaniedbywidespread reformstowards
democratizationof the society and introducingmarket
economy) leads to an increase in the e ciency in the
provision of public goods (Shah 2004). The above �nd
ing that �scal decentralization strengthens the �scal
positionof thegeneralgovernment intheCEEcountries
is consistentwith several theoretical explanationsargu
ing that local governments usually havea comparative
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advantage in the allocation of resources as compared
to thecentral government. In otherwords, by bringing
government “closer to the people”, �scal decentraliza
tionprovidesabettermatchbetweenlocalpreferences
and localpolicies,whichensuresmoree cient resource
allocation with favourable e ects on the �scal perfor
mance (Oates 1972).

However, the favourable impact of the �scal de
centralizationon the �scal disciplinedoesnot showup
with revenue decentralization as a proxy for �scal de
centralization. As canbeseen fromregression2, locrev
is negative, implying that revenue decentralization
worsens the �scal position of general government. In
fact, this is a common �nding in the empirical studies
(see AfonsoandHauptmeier 2009, Baskaran 2010,and
Neyapti 2010), suggesting that this indicator fails to
provide a precise measure of �scal autonomy of local
governments. Speci�cally, revenue decentralization
only shows the amount of funds that are available
to local governments, i.e. this indicator sums up the
total revenue of subnational government from not
withstanding the sources. As such, it is an imperfect
measure of decentralization because it does not dif
ferentiate between the “own” sources and the funds

transferred from thecentral government. This distinc
tion is of critical importance for the favourable e ects
of the �scal decentralization as it is related to the local
governments’ incentives collecting tax revenues as
well as formoree cient spending.Regression3shows
the estimates with vertical �scal imbalance (v�) as a
proxy for decentralization. Here, the regression coef
�cient is positive, suggesting that the greater reliance
on intergovernmental grants as a source of �nance
versus “own” revenues has favourable e ects on the
overall �scal discipline. However, the regression coe
cient isnot statistically signi�cant. Combinedwith the
above results, our�ndings imply that thecomposition
of local revenuedoesnotmatter for �scal discipline, i.e.
decentralizing government activities has favourable
in uenceon theoverall �scal disciplinenotwithstand
ingwhether localgovernmentexpenditure is �nanced
by intergovernmental transfers.

As for the e ectsof the control variables included
in the regression,weobtain the following�ndings: the
association between the output growth and the bud
HF CBMBODF is bothpositive and statistically signi�cant,
con�rming the cyclical nature of the �scal position,
which improves in period with stronger growth and
deteriorateswheneconomic activity slowsdown.The
coe cient ofdebt is insigni�cant andwith the “wrong”
sign (positive). Expenditures onhealth careexert neg
ative e ects on the budget balance, which is in line
with the a priori expectations. As for the dependent
population, we �nd mixed results: the sign of the re
gression coe cient varies and it is signi�cant only in
the �rst regression inwhich its sign is counterintuitive
(positive). Finally,we providesomeweak evidence on
the favourable e ects of �scal rules on �scal perfor
mance: thecoe cientof rule ispositive and signi�cant
in the three regressions, though itsmagnitude is low.

The main �ndings from our econometric inves
tigation on the association between decentralization
and �scal performance in CEE countries arebroadly in
linewith several recent empirical studies. For instance,
AfonsoandHauptmeier (2009) suggest that thee ects
of decentralization on the budget de�cits depend on
themeasuresof �scaldecentralization.Our resultswith
expenditure decentralization (locexp) are consistent
with the�ndings in Baskaran (2010), Freitag andVatter
(2008), and Horváthová et al. (2012), who show that
�scal decentralization improves �scal performance.

5. ConclusioO

In this paper we provide empirical evidence on
the relationship between decentralization and �scal
performance of the general government on a panel

5BCMF 4 1&3 03. &
& & 53 5 0 &&

Variables (1) (2) (3)
U

(0.043116) (0.041224) (0.047407)
locexp

(0.072964)
locrev

(0.057023)
v�

(0.017858)
FCU

(0.018256) (0.015219) (0.017187)
growth

(0.036958) (0.035706) (0.039371)
health

(0.341209) (0.332359) (0.410315)
depend

(0.079568) (0.079735) (0.105177)
MF

(0.002631) (0.002353) (0.002755)
R2

U U
Obs.

Hausman
1. ***/**/* denotes signi�cance at 1%, 5% and 10% level of signi�cance,

respectively.
2. F-test for the signi�cance of the �xed e ects.
3. White’s standard-errors in the parentheses below the regression

coe cients.


