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Decentralization as a Factor Influencing Economic
Imbalances in the European Countries®

Pavla BEDNAROVA — Sarka LABOUTKOVA

Abstract

This paper deals with the potential connectiongedentralization with eco-
nomic imbalances in the European countries. Twacatdrs have been chosen
for measuring economic imbalances: an indicatompdision of regional GDP
per capita as a representative of the performamabalances within countries
(it measures the economic development gap amongneg European coun-
tries) and a multidimensional inequality-adjusteaittan development index as
a representative of inequalities in the distributiof wealth in the countries.
According to this analysis quite weak links wereved between the tested vari-
ables. Decentralization does not belong among theng factors influencing
economic imbalances. Despite this weak link itils gossible to conclude that
decentralization is more connected with differenitegconomic performance
than with differences in distribution.

Keywords: decentralization, economic development, human dpuent, ine-
quality, regional disparities

JEL Classification: R11, R50, O10

Introduction

One of the most important policies of the EuropEkion in terms of both
sustainable growth and the amount of financial weses is the cohesion policy.
Its main objective is to reduce economic and sanedualities between regions,
also called regional disparities. Territorial cabasreinforces the basic orienta-
tion of the EU cohesion policy. It is not interpdtas a “mere” redistributive
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tool, but is defined as a policy of developmentrriferial cohesion is about

mobilizing the potential, not about compensating deographical differences.

One of its principles is the rule of subsidiarityhich emphasizes decentraliza-
tion and the role of public administration. Theuledas been a shift from the
concept of “government” to the concept of “goverrein(Laboutkova, 2009).

This article aims to identify and assess the iaiatof two factors — inequali-
ty of human development and the economic developmgap among regions
with decentralization in European countries. Thaealready existing empirical
studies, that have focused on the relationship detwdecentralization (fiscal)
and economic growth, such as Barro (1990) Zhang zAmd (1998; 2001)
Davoodi and Zou (1998), Xie, Zou and Davoodi (199%Kai and Sakata (2002)
but there is no consensus about the effect oflfieeentralisation on economic
growth Laleona, Madrazo and Jano (2010) providéceading guide" for this
line of investigation and concluded that a status gf the influence of fiscal
decentralization on economic growth exists in k&l of research.

This presented paper sets out the research questiuether there is causa-
lity between decentralization and the imbalanc@enformance within the eco-
nomy, and in the distribution of output in the emmy, and if so, whether
the causality is strong. The authors of this atetsume that if the causality be-
tween the studied variables is demonstrated, Ithgilambiguous. For the meas-
urement of regional disparities an indicator ofpdision of the regional gross
domestic product (GDP) per capita is used. Prevstudies focusing on the rela-
tionship between decentralization and regional aitips have also not reached
a clear outcome. Most authors are again engagedymaifiscal decentralization
(Proud’homme, 1995; Panizza, 1999; Gil Canaletal.et2004; Letelier, 2005;
Bodman and Hodge, 2010; Sepulveda and Martinezdzz011). The reason
for their narrower focus is the fact that politidagcentralization is less suitable for
guantification. Another weakness of these studigisdat most of them are based on
national rather than regional sources. Regional deg either aggregated collec-
tively from individual states, or they are not dable at all. Yet, if we are to
examine the relationships between decentralizatiwhthe regional disparities, it
is necessary to work with the regional data. Thergaal of such an investiga-
tion is to detect regional differences rather ttdferences between countries.

In this context, the decision-making competenaes raore essential than
executive powers (Laboutkova, 2012). Among the meeerks which compre-
hensively investigated the influence of decentadilon on regional disparities,
one should include the work of Rodriguez-Pose armliiEa (2009). They ana-
lyzed the relationship between the fiscal and jalitdecentralizations and the
development of regional disparities in a sampleveénty-six countries. The
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study concluded this relationship is significantifluenced by the overall eco-
nomic level of the given state. While political detralization in developed
countries does not affect the development of regdidisparities, the fiscal de-
centralization defuses them. In contrast, fiscaledéralization in the emerging
economies deepens inequalities between regions.

This negative effect cannot be compensated fothieyobserved positive
effect of political decentralization. The main cawd this is a weak redistribu-
tive capacity in these countries, in comparisontite developed ones. Such
a conclusion strengthens the argument that thesamheolicy should not be
understood as a synonym for redistributive policidse authors of the presented
article are inclined to accept the modern concéptobiesion policy and they
understand decentralization as a set of quan&taind qualitative factors (finan-
cial decentralization and decentralization of decisnaking), which comple-
ment each other.

For these reasons, an index of decentralizationtiized in this work, in
which both mentioned components are included —ishtise first contribution of
this article on the issue. The second benefit efgiovided paper is the focus,
not only on imbalances in economic performance atad on a qualitative point
of view through the Human Development Index (HDb),its modified version,
the Inequality-adjusted Human Development IndexDiH The HDI aims to
extend the concept of economic levels in a singtarsary indicator. This effort
reflects the belief that a standard using GDP peita is too narrow and ignores
the importance of other factors, especially thelitpieve characteristics of eco-
nomic development. The concept of the human dewsdop index highlighted
the importance of those factors (in addition tosgroational income per capita),
which is also closer to the quality of life frometiperspective of human re-
sources (educational characteristics and life e€gpey). Economic inequality,
also known as income inequality, the gap betwegmand poor, wealth dispari-
ty, or wealth and income differences, distributaomd redistribution of income,
etc. comprises disparities in the distribution ebmomic assets and income
within or between nations or individuals. The teusually refers to inequality
among individuals and groups within a society, tann also refer to inequality
among countries. In the classic text by Sen (19, theory of welfare eco-
nomics was related to the study of economic inetyuall systematic treatment
of the conceptual framework was presented therajedisas the practical prob-
lems of measuring inequality. For the purpose efadtlticle the “loss” between
the HDI and IHDI was selected. Although IHDI hagbaleveloped only recent-
ly and therefore does not yet provide long-ternaddtoffers a real picture of
human development.
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Key Indicators

Decentralizationcan generally be divided into three categoriesal®h,
2009): political, fiscal, and administrative. Ardinator of political decentraliza-
tion is the form of election of the top representd of the local government,
which is further supplemented by formal and inform@echanisms of public
consultations for planning and implementation oblpu projects. Fiscal de-
centralization is considered to be the core of deakzation. It includes
two aspects: the first is the division of respoitisides for expenditures and reve-
nue sources among the national, regional, and levals of government: the
second is the extent of the regional and local gowents power in terms of
determining their own spending and revenues. Toembcentralized functions
effective, regional governments must either gainadaquate level of income
locally, or atransfer from the central governmedether with the power to
decide spending. While local governments are uguaiponsible for public
services on the expenditure side, this obligatiorsdnot automatically imply
their right to levy taxes. This imbalance in autamyoon the revenue and ex-
penditure sides indicates the central attempts atain economic, and thus
political, power rather than delegating it to tbevér levels of public administra-
tion. As regards administrative decentralizationpoblic services, there are
many dimensions, such as planning, implementatr@h @gperation, and mana-
gement of public services.

In this respect, there is a unique empirical neselarom Subsidiarity to Suc-
cess: The Impact of Decentralization on Economiov@h, which was carried
out in the spring of 2009 by AERn cooperation with the BAK Basel Econom-
ics? It examined the link between the degree of autgnohregions (data has
been collected from 234 regions in 16 European twi@ms), respectively the de-
gree of decentralization of the state, and the @mimdevelopmerit.

For measurements of decentralization, all publievgrs were compared
(powers are used here as a synonym for the regulptaver) in a country with
different levels of governance: from the highesttestlevel to the municipal
level. The more powers are delegated to regionsnaungicipalities, the more
these countries are regarded as countries withtegrei®centralization. From
the point of view of regions and municipalitiesyrieans greater autonomy for

2 The Assembly of European Regions (AER), founded 985] is the largest independent
network of regions in the wider Europe. It compsi®¥0 regions from 33 countries and 16 inter-
regional organizations.

3 BAK BASEL — a private economic institute, basedBasel, founded in 1980, specializes,
among other things, in international comparisonsegfons.

* For more details about the sets of data see AEB9[20
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them. Decentralization cannot be studied or medsdnmectly for its multidi-
mensionality and complexity. However, many indiatlaspects in the vertical
organization of the country can be observed. Thisservable aspects (alto-
gether, there were 185 of them) were systematicalligcted, and the measured
information was aggregated into the so called indéxdecentralizationThe
Decentralization Index (DEXgontains both quantitative and qualitative compo-
nents. Financial decentralization has the weighd@# and it includes mainly
guantitative information about the amount of incoanel expenditure in relation
to the central government. However, it also congsrigualitative information
on competence in decision-making about financiattens, such as taxation
(does the region have the power to determine thdase or tax rate?) or the
public debt (does the region have the right toasdeibt securities?). Decentrali-
zation in decision-making has a weight of arounth@fi the whole index. Apart
from the information on the relative number of oifis, the index of decentra-
lization contains multiple qualitative informatioregarding the structure and
distribution of decision-making in public affairetween the various levels of
government of the state.

The cause afineven regional developmadstthe occurrence of spatial varia-
bility in the socio-economic development leadingtible emergence of spatial
inequalities. Imbalance of spatial structures iffedent regions represents
the regional disparity and signifies a dissimilaot disproportion of phenomena
or processes having a unique spatial distributioierms of a theoretical expla-
nation, it is difficult to define the causes of uar regional development. Fac-
tors such as the size of the country (Williams®65), core-periphery models,
technological equipment, and infrastructure aftéetlocal allocation of private
capital, and thus predetermine redistribution psses within the economy. Spe-
cific factors of regional inequality can be tradedthe transition countries in
connection with the change of the coordination rae@m (Petrakos, 2001,
Ezcurra and Pascual, 2007). In the last twenty syeidie ambiguous impact
of liberalization and globalization of trade ha®bealiscussed in the context of
regional development (Milanovic, 2002; Rodrigues®and Gill, 2006). Mod-
els of “new economic geography” emphasize the io#lahips between the une-
ven spatial development and economic growth (Krugntf98; Fujita and
Thisse, 2002).

Economic performance of the administrative ureg{on) is characterized by
creation of the GDP. The comparison of the GDPcpgita against the average
level EU-27 measured by the purchasing power stdsd@PS) is the most fre-
guently provided one. Use of this indicator leamlshie conversion of the values
of all components of GDP to the average price lewigiin the EU, and thus to
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the elimination of differences in price levels @eformations related to the ex-
change rates of national currencies against the)EHuropean regions with the
highest GDP per capita in 2009 are situated irstheh of the United Kingdom,
in southern Germany, in northern Italy, and in Betg Luxembourg, the Nether-
lands, Austria, Ireland, and Scandinavia. Highlyedeped regions in the sur-
roundings of capital cities are traditionally addacbund Madrid, Paris, Prague,
and Bratislava. The weakest regions are assempligk isouthern, south-eastern,
and south-western periphery of the European Unioeastern Germany and in
the new EU member states. The dispersion of tHemaGDP per capita ranges
from 27% (6 400 PPS) of the EU-27 average GDP (#8 & the north-west of
Bulgaria called Severozapaden to 332% of the El@da&fage of GDP (78 000
PPS) in inner London in the UK, which is 12 timesremthan the lowest value
from the 275 statistically measured EU regions (RIITS2 regions in the EU
plus three regions of Croatia and Macedonia). Irtebn out of twenty-three
NUTS2 countries, the measurements revealed moretthiae as high differ-
ences in the regional GDP per capita (EC, 201122P013).

For assessment of the development in the regidatiénwhe member states,
Eurostat has published #mdicator of Variance (Dispersion, D) of the Regibn
GDP per capitasince 2007. For a given country, the dispersiondbDthe re-
gional GDP of the level 2 regions is defined asdbm of the absolute differ-
ences between regional and national GDP per irdratbitveighted on the basis
of the regional share of population and expressgxkrcent of the national GDP
per inhabitant. The indicator of the dispersionths regional GDP is calculated
as follows (EC, 2011):

—aonl N vl [P
D-lOO?;|yi Y|[PJ (1)

In the above equation:
y; — the regional per-inhabitant GDP of region I,
Y - the national average per-inhabitant GDP,
pi — the population of region,
P —the population of the country,
n - the number of regions of the country.

The value of the dispersion of GDP per inhabitantero if the values of
regional GDP per inhabitant are identical in afjioms of the country.

Human Development Indd»as been published since 1990 in periodical Hu-
man Development Reports (HDR) within the Unitediblzg Development Pro-
gram (UNDP). The annual HDR in November 2010 brdwghew methodology
and a change in some of the index parameters:
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* a partial factor approach to education was invagtw) using the education
index,

« factors in life expectancy and level of health case the life expectancy
index;

» a new use of the income index (calculated from &mgational Income —
GNI per capita in PPP USD data) as an indicatdthe@itandard of living.

Individual sub-index values are calculated usiothlithe maximum and min-
imum reported figures, plus the actual reportedrgg for each country; for ex-
ample in 2011 the longevity had an interval of 283:2 years; the education
component intervals consisted of: expected totaty/® — 20.6, average educa-
tion period 0 — 13.2 years and a combined indegingnfrom 0 — 0.951. The
interval for GNI was 163 — 108 211 USD per capitgpurchasing power parity
(UNDP, 2011).

, actual value- minimum value
Subindex= (2)

maximum value minimum val

The resulting sub-index value ranges from 1 (bestome) to O (worst out-
come) and there is a geometric mean value of thé (H2 original HDI was
constructed as an arithmetic mean, i.e. withoughts). An accompanying indi-
cator of human development is the new multidimemaitHDI which is based
on the same principles as the HDI (i.e. life expecy, education, and economic
level), but also reflects the unequal distributadreach sub-factor in the popula-
tion (the inequality of access to the availabl®ueses). It can be concluded that
IHDI is the real indicator of the level of humanvd®pment, while HDI can be
interpreted as an index of human development patewtr maximum level of
IHDI, which could be achieved in the absence otjuadities in the distribution
of wealth. TheDverall Loss (L)aused by the human development inequalities is
responsible for the difference between IHDI and H&Hd can be expressed as
a percentage. The average loss in the HDI dueeguiaity is about 23% — that
is, adjusted for inequality, the global HDI of 0268 2011 would fall to 0.525.
Countries with less human development tend to lgggater inequality in more
dimensions — and thus larger losses in human dewvelot (UNDP, 2011).

Methods

For the following calculations and statistical lgses, the mutual relations
between decentralization and regional disparitiesewneasured for period 2008
—2011. The values of index of Dispersion of RegldBDP per capita are avail-
able for 21 EU countries (Austria, Belgium, BulgarCroatia, Czech Republic,
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Denmark, Finland, France, Germany, Greece, Hundeglgnd, Italy, Nether-

lands, Poland, Portugal, Romania, Slovakia, Sgamweden, United Kingdom),
the data for the remaining 5 countries (EstonidyibaLithuania, Norway, Swit-

zerland) are not calculated (Eurostat, 2013). Tikual relations between de-
centralization (AER, 2009) and inequality loss (URI2011; 2012; 2013) were
measured for period 2010 — 2013 for all 26 coustrie

Although Index of Decentralization was calculatedydfor 2009, its construc-

tion is so unique and complex that authors dectdease just this one for both
analyses. The authors also supposed that the chamgee values were negligi-
ble for observed countries in the examined period.

To determine the links between the data, the nastlod simple regression
analysis were used, which makes it possible to esenpot only the statistical
power (robustness) of the identified links (stataty significant at the custom-
ary 5% or 10% significance level), but also theinsity with which decentrali-
zation (independent variable) is connected to exonambalances (dependent
variables). The statistical software STATGRAPHIC&n@rion XVI was used.
The blue line represents the estimated regressaafeinthe green bordered lines
show the confidence interval for the mean forectst; broader light gray
bounded strip is the confidence interval for prédits. It can be assumed that
the average values for a given level of DEX wilidiuate with a 95% confidence
within the green limits. The expected individualues of the dependent variable
will then, with the same probability, fall into trerea between the light gray
borders.

Results

A. Relationship between Decentralization and Regional Disparities

The following analytical part presents the resaftexamining the interacting
ties of the selected indicators of decentralizaf#X and the regional dispari-
ties D (see Table 1 and Figure 1).

Table 1

Simple Regression — Dispersion of Regional GDP uadex of Decentralization
Model equation P-value P-value Index of determination

q (F-test) (T-tests) (R)

Daooe = SQrt(-159.254 + 30714.3/Dkx) 0.0409 | 0.6333| 0.0409 20.2067
Dagoc = SQrt(—269.479 + 37972.3/Dhaxk) 0.0184 | 0.4030| 0.0184 25.9138
Daoxc = SQrt(—298.844 + 38771.6/Dhk) 0.0126 | 0.3793| 0.0126 27.3013
Dao11= SQrt(—290.865 + 38227.7/Dkx) 0.0143 | 0.3954] 0.0143 26.4543

Source Own construction.
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Figure 1
The Relationship of Indices of Decentralization (%)and Regional Disparities (%)

Plot of Fitted Model
Dispersion of Regional GDP 2010 = sqrt(-298,844 87871,6/Index of Decentralization 2009)
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From the Figure 1, it is possible to see that twes with a high degree of
decentralization, such as the Netherlands, Ausliddy, Spain and Germany,
with decentralization values over 50%, reported levels of variance of regional
GDP per capita (less than 25%). On the other hemahtries with the highest
coefficient of variance of regional GDP per camtamore than 25%, such as
Bulgaria, Slovakia, Greece and Romania, also rapdites of decentralization
less than 40%. In these economies, the decentializarocess is partly influen-
ced by a change of the coordination mechanismtftimeition from a planned to
a market economy).

Based on the values of indicators of decentratindDEX 2009 and regional
variance (dispersion) D 2010, a statistically digant association was demon-
strated, even though the correlation coefficienbZ indicates a weaker bond
between the selected indicators. Only approximataly quarter of the variabil-
ity of regional variance can be explained througé selected function men-
tioned in Table 1.

B. The Relationship between Decentralization and I nequality Loss

The results of examining the relation of the selédndicators of decentrali-
zation DEX and the inequality loss L are summarinettie Table 2 and Figure 2.
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Table 2

Simple Regression — IHDI Overall Loss vs. Index dDecentralization
Model equation P-value P-value Index of determination

q (F-test) (T-tests) (R)

Looic= 22.1582 — 3.40057*INDExXo 0.0623 | 0.0026| 0.0623 13.7364
Loci1= sqrt(0.911651 + 3311.26/Dh%) 0.0416 | 0.9806| 0.0416 16.1793
Lo = exp(1.73806 + 16.6124/DE¥.) 0.0723 | 0.0000| 0.0723 12.8382
Loois = SQrt(30.2843 + 1992.9/DEx¥) 0.0858 | 0.2708| 0.085§ 11.7996

Source Own construction.

Figure 2
Relationships between Decentralization (%) and Inegglity Loss (%)

Plot of Fitted Model
IHDI Overall loss L 2010 = 22,1582 - 3,40057*In(Ineix of Decentralization 2009)
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From Figure 2, it is possible to see that coustwéh a high degree of decen-
tralization, such as the Switzerland, Netherladdsstria, Belgium and Germa-
ny, with decentralization values over 50%, repoit®a levels of variance of
inequality loss less than average of observed cesn{9.2%). On the other
hand, countries with higher value of indicator néquality loss than average,
such Croatia, Romania, Greece, and Latvia alsatremices of decentralization
less than 40%.

Since the P-value in the analysis of the variaatde is greater than 0.05,
there is not a statistically significant relatioipshetween the index of decentral-
ization and inequality loss at the 5% significateeel. The authors of this paper
have proved a statistically significant relatiomsht the 10% significance level.
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The fitted statistic model explains only 13.73%tloé variability of inequality
loss. The correlation coefficient (-0.37) indicateselatively weak relationship
between the variables.

Concluding Discussion

The basic argument in favor of decentralizatiothe it improves the effec-
tiveness and efficiency of the public sector, states regional development,
and promotes long-term economic growth (limi, 200Bieben, 2005; Bodman,
2011).

Negative effects of decentralization are represkity the additional costs
of decentralization of power, frustration from imee redistribution, achieving
minor savings of scale in providing public goodsd @ahe additional costs asso-
ciated with collecting local taxes (Feld, Kichgdmsmand Schaltegger, 2004).
Outcomes from empirical researches mentioned inntineduction of the article
however, are not clear.

The authors of this provided paper have contridhute the discussion by
statistically testing the relationship between aw@dization and disparity of
economic performance or inequality in the humanetigwyment. According
to this analysis quite weak links were proved betwée¢he tested variables.
Decentralization does not belong among the strawjofs influencing eco-
nomic imbalances.

Although there was only a statistically weak lidémonstrated in general, it
is still possible to conclude that decentralizati®more connected with differ-
ences in economic performance than with differericedistribution. This is
likely to be as a result of population preferenaesl the industrial structure
which are often very heterogeneous (varying frore oggion to another); the
single state policy hardly meets all the requiretietn addition, the regions
have the best knowledge of the preferences of ttidzens and the needs
of local businesses and companies. In the caseeatual human development
it is demonstrated that the share of decentratinais essentially negligible on
its reduction.

This is probably due to the composition of usedeinIHDI. Education and
health care belongs to the areas with high fixestscor slowly declining mar-
ginal costs, which are among the valid argumentawor of centralized deci-
sion-making.

Another cause of the ambiguous results might eerttlex of decentralization
itself. The question arises, what results woulcéti@eved if the individual com-
ponents of decentralization were used in the aisabgparately.
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