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The paper discusses the efficiency of fiscal decentralization policies within the
scope of ongoing local self-government system reforms in Armenia. The aim of the
research is to gather empirical evidence on linkages of fiscal decentralization and socio-
economic development of the Republic of Armenia, and inform policy makers on local
self-government reforms and fiscal decentralization policies. To achieve the objective,
econometric method was applied in the form of fixed effects panel regression models. As
a result of the research, we found out that fiscal decentralization has significant and
positive effects on public social services, but nonsignificant effects on poverty,
unemployment and economic activity. The paper revealed that institutional design of
decentralization policies is crucial, and for future research the channels by which local
governments influence these measures should be investigated. The research also
revealed that efficiency of fiscal decentralization varies by administrative divisions of
Armenia which can be explained by the economy of scale effect and quality of
administrative management.

' This paper also presents the basic results of the study conducted within CRRC-Armenia's
Research Fellowship on Civic Engagement in Local Governance by N. Karapetyan.
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Fiscal decentralization is devolution of fiscal power from the national
government to the subnational ones (Davoodi and Zou, 1997). The issue of
fiscal decentralization and the theories that were attempting to ground it
emerged after the 1950-1960s, when a large-scale government involvement in
the economy brought forward concerns over public sector efficiency and its
ability to sustain permanent economic growth rates. This brought the issue of
optimal allocation of fiscal authority between different government layers to the
academic and policy debates and raised the tradeoff between the benefits and
the costs from making decisions at different federal levels (Asatryan and Feld,
2014). A range of empirical studies have followed theoretical discussions since
the 1970s, estimating the links of fiscal decentralization and socio-economic
development, where fiscal decentralization was measured by local government
spending to public spending, local government revenues to public revenues, or
local government spending/revenues to GDP ratios. These studies yielded
diverse results which were shaped by different samples and methodologies
used.

Tumanyan (2004) differentiates three stages for fiscal decentralization in
Armenia, which has begun since 1995, with structural and institutional reforms
in the public sector. At the first stage of fiscal decentralization in Armenia (1995-
1996) local self-governance system was formed. At the second stage (1997-
2001), the legislative base was expanded and local self-governance system
was developed, and at the third stage (after 2002) new legislation for local self-
governance system was established, which led to a further expansion of the
power of local self-governance bodies. After 2002, the degree of fiscal
decentralization slightly changed from 5.7%, measured by local government
spending to public spending ratio, to 6% in 2008, and 8.5% in 20102 In 2011,
the RA Government stated that local self-government system was not ready for
a further decentralization at that stage of development, and amalgamation of
municipalities is needed for the process (the RA Government, 2011).
Amalgamation of municipalities started in 2015, and had three stages till 2017,
and, as a result, around half of municipalities in the Republic of Armenia were
amalgamated (CFOA, 2017)°. From 2010 to 2017, local government spending
to public spending ratio decreased - in 2017 reaching 8.1%, and this level is
now very far from that of the developed countries”.

% Data source: the authors’ calculations on the data from RA Statistical Service and RA Ministry of
Territorial Administration and Development.

% 465 municipalities from 915 were amalgamated from 2015 to 2017, from which 325 were
amalgamated during 2017.

* Municipal budget spending to GDP ratio was 2.2% in Armenia in 2017, whereas in EU it was more
than 10%.



The current phase of local self-government reforms in Armenia arises an
important question for academic research: what impact does fiscal
decentralization have on social and economic development? This issue has
never been studied from the empirical point of view for Armenia, and evidence-
based research could inform the government about further reforms and policy
decisions, in the perspective of the fourth stage of fiscal decentralization.

In this paper, our objective is to assess the impact of fiscal decentralization
on social and economic development of the Republic of Armenia, and contribute
not only to professional discussion on fiscal decentralization and local self-
governance reforms in Armenia, but also to understanding of the empirical link
of fiscal decentralization and socio-economic development.

The paper is organized as follows. The first section contains the insights
from the existing theoretical and empirical studies. Second section sets the
research question, describes the data and methodological strategy used in the
study. The third discusses the empirical results. The fourth section gives the
summary and conclusion.

The discussions in favor of fiscal decentralization were supported by the
theory of fiscal federalism, which is based on two complementary assumptions
— better positioning to consumers of public services and competition among
local governments, which will improve the quality of public services (Tiebout
(1956), Oates (1972)). Developing this theory to the empirical dimension and
using panel regressions for groups of countries, several researchers (Piriou-Sall
(1998), Thiessen (2003), Limi (2005), etc.) found positive linkage between the
degree of fiscal decentralization and economic growth. Martinez-Vazquez and
Mcnab (2006) also claim that decentralization may positively influence price
stability in developed countries.

At the same time, a number of researchers criticize the theory of fiscal
federalism, and outline different pitfalls of decentralization. Era Dabla-Norris
(2006) argued that the effectiveness of fiscal decentralization is influenced by
the institutional design and capacities of the government layers. Following the
theoretical model of Bardhan and Mookherjee (2000), fiscal decentralization
transfers public resources from national to local elites, thus increasing
opportunities for corruption. The criticism is based on empirical evidence and it
states that fiscal decentralization can have a negative effect on economic
development, if arising risks are not managed properly. Davoodi and Zou (1997)
mentioned that in the advanced countries fiscal decentralization usually had a
positive effect on economic development, but the opposite is true in the
developing countries. Rodriguez-Pose and Ezcurra (2010) control fiscal
decentralization effects on economic growth in 21 OECD countries with political
and administrative decentralization (data span is 1990 to 2005). They found out
that fiscal decentralization has a significant negative impact on economic
growth, which is explained by high levels of fiscal decentralization in the given
countries.

However, recent research also stated that the estimated robust empirical
links (negative or positive) could vanish depending on methodology. Applying
Bayesian model averaging technique, Asatryan and Feld (2014) found no
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statistically significant relationship between economic growth and fiscal
decentralization for the sample of 23 OECD countries.

Ganaie et al. (2018) apply methodological strategy different from papers
discussed above to estimate fiscal decentralization effects on economic growth
for India. They built a panel for 14 Indian states with data span of 1981-2014,
and estimated effects of revenue and expenditure decentralization effects on
state domestic product. They found that there is a significant positive
relationship between expenditure decentralization and state domestic product,
and significant negative relationship between revenue decentralization and
state domestic product.

The effects of fiscal decentralization have been studied for separate
countries also by the method of estimating linkages of local government budget
expenditures and social-economic indicators of the municipalities (mainly using
services provided by municipalities: road building, schooling, cultural facilities,
etc.). These studies mostly point to a negative association if local government
expenditures are financed by subsidies from central government, and to positive
linkage, if they are financed by self-generated revenues (De Borger and
Kerstense (1996), Kalb (2010), Stastna and Gregor (2011)).

As the last section demonstrates, the question of impact of fiscal
decentralization on economic development is conflicting. At the same time,
although the political and fiscal decentralization occurred in Armenia after
institutional reforms of the 1990s, empirical evidence on linkages between fiscal
decentralization and socio-economic development is missing. Taking into
account the current phase of local self-government system reforms and the
degree of fiscal decentralization in Armenia, the need of filling this gap is critical
for policy making.

Our aim is to fill this gap by answering the question: how does fiscal
decentralization affect social and economic development in the Republic of
Armenia?

To achieve this objective, we estimate a fixed effects panel regression
model for Yerevan and ten provinces on the sample of 2008-2016. We regress
social and economic indicators of administrative divisions on ratio of per capita
local government budget spending to central government one, which is the
fiscal decentralization variable® (the data that is behind this estimation is
presented in Table 1). In the general methodological context, we follow Ganaie
et al. (2018), who estimated fiscal decentralization effects for states of India.
The main difference is that they apply also revenue measure for fiscal
decentralization, but use only state domestic product as a dependent variable.

Considering a big number of potential dependent variables in the models,
we combine them into two variables for groups of “social services” and
“economic activity”, applying principal component analysis techniques.

® If the fiscal decentralization variable increases, it means that per capita budget spending of local
government grows faster than per capita budget spending of central government.

Principal component analysis (PCA) is a mathematical procedure that transforms a number of
possibly correlated variables into a smaller number of uncorrelated variables called principal
components.
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Table 1
The indicators used in the models and their statistical properties in the
dala panel (provinces and Yerevan, annual data)

. Government per capita
2,6 73,0 RA Ministry of
spendmg thousands AMD Finance, RA Ministry

2. Local govemments per capital | 459 4 | 5503 485,3| of Temitorial
spending, thousands AMD Administration and

3. Local governments’ per capita Development, the

spendlqg/central'government 6,5 4.4 16,6 authors' calculations
per capita spending, %
elel5e)le5 Poverty rate, % 31,8 10,4 48,3 RA Statistical
T Unemployment rate, % 14,0 3,3 30,2 (Ol )

market (Households surveys)
1. Number of attendances to the

institutions providing primary 3,4 2,3 6,3

health care services per capita

2. Share of pre-school children in

! . o 1,9 0,7 3,1
population of province, %
. 3. Consumption of drinkable 253 8,7 82,0 RA Statistical
Social water per capita, cubic meter. .
. Committee and the
sevices 4. Volume of wastewater culihere? eliEiems
discharged in sewage per 8,3 0,5 73,9

capita

5. Share of improved area of
streets, passages and squares
of urban settlements in total
area, %

1. Volume of industrial output per
1000 people, min AMD

2. Volume of agricultural output
per 1000 people, min AMD

'Zeoplo)g)/-4 3. Volume of construction per

activity 1000 people, min AMD

4. Volume of services per 1000
people, min AMD

5. Volume of trade per 1000
people, min AMD

73,3 34,1 95,0

330,6 38,6 1488,3

360,3 44 7704
RA Statistical
101,5 3,7 773,0 Committee and the
authors' calculations
135,4 27,7 950,5

190,2 43,3 1140,2

Source: Authors’ calculations

This technique is applied in the literature of analysis on fiscal
decentralization effects for a country — regressing principal component (PC) of
socio-economic development indicators of the municipalities to budget spending
of local governments (as is described in the study of Stastna and Gregor
(2011)). We build one PC from indicators of social services, and one from
indicators of economic activity. Each principal component accounts about 60%
of all variability (information) of groups of these indicators.

To estimate the effects of fiscal decentralization, we build fixed effect
panel regression models. In fixed effects regression the intercept differs across
individuals (here - the administrative divisions), but each individual’s intercept
does not vary over time (Gujarati, 2012). This gives us also a tool to analyze
fiscal decentralization effects on socio-economic development for different
administrative divisions.

These models are expressed as follows:

Cit = Byi + BoXyr + &3¢
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where C denotes dependent variables, B; — intercept, B, — fiscal
decentralization measure, i = 1, 2, ..., 11 (administrative divisions of Armenia),
t=1,2,...,9(2008-2016), €4 error term of the regression model.

3. RESULTS AND DISCUSSION

We estimate the models with OLS, and show estimation results in Table 2
— regression coefficients, their significances and determination coefficients of
the models.

Table 2
Estimation results of the models

Goodness of
Dependent Regression | Significance
The model fit of the
variable coefficient | (prob. < 0.05)
| model (R-sq.) |

Fiscal decentralization - Poverty rate (%) 0,03 0,94 0,73
poverty
2 Fiscal decentralization - Unemployment 0,10 0,13 0,73
unemployment rate (%)
3  Fiscal decentralization - Prinicipal 0,08 0,03 0,93
social services component of
social services
4  Fiscal decentralization - Prinicipal -0,01 0,53 0,97
economic activity component of
economic
avtivity

Source: Authors’ calculations

Following the results of estimation, regression coefficients of the first,
second and fourth models are not significantly different from zero. We imply that
fiscal decentralization has no (positive) effect on poverty, unemployment and
economic activity, but there is a significantly (in 5% level) positive effect of fiscal
decentralization on social services.

Fixed effect regression gives us cross section effects in our models as well
which we analyze for the model “Fiscal decentralization - social services”. Such
analysis is important for assessing comparative efficiency of fiscal
decentralization policies across administrative divisions of Armenia: the higher
is the cross section effect, the higher is the estimated efficiency of service. In
Chart 1 we show cross section intercepts for administrative division, which is
the highest for Yerevan, the capital of Armenia, and the lowest for Aragatsotn
province. The analysis of this effects shows, that this is positively correlated
with population which likely shows the economy from scale effect.
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Our findings state that fiscal decentralization improves social services for
public. This is in line with predictions of fiscal decentralization theory which
states that transferring resources to local governments increases the efficiency
in provision and production of public goods.

Yet, fiscal decentralization impact on the economy varies depending on the
indicators that we consider for overall social-economic development. Fiscal
decentralization has no significant impact on unemployment and poverty and
also on economic activity. We believe that these linkages are more complex
and should be studied by channels by which local governments have an
influence on these measures. From policy perspective, these findings suggest
also that a proper institutional design is very important to benefit from the fiscal
decentralization. These implications are in line with the conclusions made by
Asatryan and Feld (2014) and Era Dabla-Norris (2006).

Our research also implies that fiscal decentralization effects on social-
economic development is different in administrative divisions of Armenia, which
can be explained through economies of scale effect on the one hand, and
dissimilarities in the quality of administrative management on the other.

In this research, we discussed fiscal decentralization effects of social and
economic development in the Republic of Armenia with empirical evidence. The
research is noteworthy in the context of ongoing local self-government reforms
in Armenia, and it aimed at filling the gap of empirical evidence in professional
discussion to inform policy makers on fiscal decentralization policies. The paper
also aimed at adding on the theory to understand the fiscal decentralization
effects on economic development which is conflicting in terms of the trade-off -
how costs and benefits related to decentralization outweigh each other. The
starting point in this debate is fiscal federalism theory, originating from the
1960s, which states that devolution of fiscal power to local governments from
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central one could increase efficiency thanks to better positioning towards
consumers of public goods and competition of municipalities with each other.
The critics of the fiscal decentralization theory emphasize growing instability
and corruption risks from resource reallocation. Recent literature mentions that
impact of fiscal decentralization on the economy depends on institutional design
and capacity of central and local governments (Era Dabla-Norris 2006, Asatryan
and Feld 2014).

To bring this academic and policy debate to empirical dimension for the
Republic of Armenia, we estimated fixed effects panel regression models -
regressing social-economic indicators of administrative divisions of the Republic
of Armenia on ratio of per capita local government budget spending to the
central government one. As social-economic measures we applied poverty rate,
unemployment rate, social services measure and economic activity measure
(principal components from bunches of indicators). As a result of estimation, we
revealed that fiscal decentralization has no significant effect on poverty,
unemployment and economic activity, but has a robust positive effect on social
services measure. Analyzing the fixed effects from the regression model of
social services we also demonstrated that fiscal decentralization efficiency
varies in administrative divisions of Armenia, which we explain by economy of
scale effect and quality of administrative management.

This evidence that fiscal decentralization improves social services for
public came to prove the fiscal federalism theory statement that decentralization
improves quality of delivering public goods to society. On the other hand,
nonsignificant relationship of fiscal decentralization and poverty, unemployment
and economic activity measure revealed that institutional design of
decentralization policies is critical, and for future research the channels by
which local governments influence these indicators should be investigated.
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TATYIN MKPTYAH
HekaH chakynemema mapkemuHaa u opeaHu3ayuu busHeca Alr3Y,
O0KMOp 3KOHOMUYECKUX HayK, doueHm

HAPEK KAPANETAH
MazaucmpaHm kaghedpbi MakposKoHOMUKU ATQY

BnusiHue uckanbHOU OeyeHmpasnu3auyuu Ha Cco-
yuanbHO-3KOHOMU4Yeckoe paszeumue Pecnybnuku Apme-
Husi.— B ctatbe paccmatpuBaeTcs 3(PEKTUBHOCTL NOMUTUKN
duckanbHOM [eueHTpanu3aumMm B paMKax NpOBOAUMBIX pe-
dopM CcUCTEMbI MECTHOrO CaMOyrnpaBfeHns B ApMEHMM.
Llenbio cTaTbn sBNSIETCA BbISIBIEHWE 3MMMPUYECKNX CBSA3EN
Mexay duckanbHOW feleHTpanu3auuen M colmarnbHO-3KOHO-
MUYECKMM pa3BUTUEM APMEHUN U ee MHTeprnpeTaums C TOYKU
3peHusa pa3paboTkn MONMUTUKN AeueHTpanu3aumn. Ons noctu-
XXEeHUS 3ToW Lenu Obin NPMMEHEH 3KOHOMETPUYECKUA MEeTOL B
BMOE pPEerpeccuoHHbIX mMogenen ¢ uKCUMpoBaHHbIMU 3ddek-
Tamu. B pesynbtaTte uccnegoBaHms Mbl OGHapPYXunu, 4To cuc-
KanbHas AeueHTpanuMs3alms okasbiBaeT CyLLeCTBEHHOE U Noso-
XUTENbHOE BMMSIHUE Ha rocyaapCTBEHHbIE COUMarnbHbIE yCny-
M, HO HE3HauNTeNbHOE BNMsiHUE — Ha BegHOCTb, 6e3paboTuuy
N 3KOHOMWUYECKYIO aKTMBHOCTb. JTOT pe3ynbTaT CBUOETEMb-
CTBYET O TOM, YTO WUHCTUTYLIMOHArbHbIA acrnekT MoNuTUKU ae-
LeHTpanusauMnm MMeeT peluatollee 3HavyeHue, a cnocobbl, No
KOTOpPbIM MECTHble OpraHbl BRacTU BMSAKOT Ha 3TU Mepbl,
HeobxoamMmMo n3yuntb B Byaymx nccnegosaHusx. Miccnegosa-
HVe TakkKe BbISBUMO, Y4TO 3PPEKTUBHOCTL UCKanbHOW Ae-
LUeHTpanusaLmmn MeHsieTcs B 3aBMCMMOCTU OT aAMMHUCTPaTMB-
HO-TeppuUTOpUanbHbIX eANHUL, APMEHUM, YTO MOXHO OOBACHUTL
3KkOHOMMeN acpdekTa macwTaba u 0COBEHHOCTAMN agMUHUCT-
paTUBHOIO ynpaBneHus!.

MyHuyunaneHbil 6r0dxem, 2ocydapcm-
8eHHbIU 6100xem, cpuckarbHbIU hedepanusm, cmerneHb ¢huckanbHoU
OeueHmpanu3ayuu, aHanu3 21asHbIX KOMIOHEHMO8, naHesbHas pee-

peccus ¢ chukcuposaHHbIMU 3ghghekmamul.
JEL: 023, E62




