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Abstract: The competition between municipalities is problematic due to a common misconception that rivalry is impossible
because documents regulating finances are the same across all local self-governments. In contrast, scientific research shows
that the livability of one municipality can differ to another because of differences in their social-economic benefits. This
distinction is not conditioned by geographic location or other special features of the municipality but rather by the amount of
funds assigned and allocated to social and public welfare. This article aims to reveal the factors pertaining to the
municipalities’ fiscal competitiveness that affect economic growth within the state. This has relevance as a reallocation of a
municipality’s expenditure could provide new possibilities towards increasing future revenue of the municipality. For
reaching the aim is examined by evaluating the effect of municipalities’ fiscal competitiveness on Lithuania’s economic
growth using the volume and structure of expenditure in its municipalities. Results show that the major channels determining
the fiscal competitiveness of a region are human resources, the business sector, and the institutional environment, and that
these differ among municipalities.
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Introduction

The competition between municipalities is problematic due to a common attitude that such
competition does not exist because municipalities have the same regulatory documents to manage
finances at the local self-government level. Currently, scientists are interested in the issues of financial
management of the local self-government, while the amount of research into evaluating the
municipality’s competitiveness is rather modest. The problem, which has initiated this research, is the
need to ascertain the factors that affect the economic growth of Lithuania through fiscal
municipalities’ competitiveness. In this article, fiscal competitiveness of a region is defined as the
ability of the region to allocate budget expenditure in such a way that develops the potential to collect
more taxes for the municipality budget. The article aims to reveal the opportunities for a municipality
to increase its budget revenue through greater focus on expenditure disbursement in local self-
government. The objective of this research is to examine the effect of budget expenditure of the region
(municipality) as elements of fiscal competitiveness on economic growth.

Literature Review
Fiscal Competitiveness and its Relation with Regional Competitiveness

The scientific literature contains extensive discussion about the definition of ‘competitiveness’ with
this concept interpreted and analyzed at employee, company, city, region, state, and sector levels. In
addition, the notion of competitiveness in scientific literature has often been associated with
international trade, high exchange rate, and labor productivity (Gardiner et al., 2004; Kitson, et al.,
2004; Meiliené & Snieska, 2010).

Competitiveness of regions is discussed in the scientific literature. However, there is no uniform
opinion about the concept of ‘regional competitiveness’. To date, the works evaluating regional
competitiveness have overlooked fiscal competitiveness apart from including it in calculations of
competitiveness indices. Indicators of tax collection and expenditure of the public sector have been
included as the constituent parts (Avila, 2014). This means that in scientific research the analysis of
revenue and expenditure of the public sector contribute to evaluations of regional competitiveness. In
scientific literature (Matuzevicitité et al., 2015; Rudyté & Skuncikiené, 2015), the factors that
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predetermine competitiveness are given as follows: institutional environment, macroeconomic
situation, labor market, infrastructure, financial market, education, commodity (services) market,
business, social environment, scientific infrastructure, and technology advances. Hence, numerous
factors predetermine competitiveness, and moreover, they are closely related.

Despite no direct analysis of fiscal competitiveness and its impact on economic growth, several studies
evaluate such when assessing the economic effects of fiscal decentralization (Kim, 2013; Baskaran &
Feld, 2013; Amagoh & Amin, 2012). In addition, the scientific works examining the economic effects
of fiscal policy measures evaluate fiscal competitiveness indirectly (Cottarelli & Jaramillo, 2012;
Boskin, 2012). When taking into account the collection of the municipality’s budget revenue, fiscal
competitiveness of a municipality becomes its exceptional appeal and ability to compete with other
municipalities and ensure favorable conditions for business, create workplaces, and, at the same time,
successfully collect budget revenue. According to the authors of this article, such a definition of fiscal
competitiveness raises debate with budget expenditure depending on budget revenue.

The Channels of Impact of Regional Fiscal Competitiveness on Economic Growth

The scientific research that has evaluated factors determining the economic growth of regions has
concentrated predominantly on the following aspects: the effect of human resources, the business
sector, and institutional environment.

Fiscal competitiveness of a region depends on the amount of freedom the region has in determining
their tax rate, applying for tax relief, or establishing procedures for allocating social benefits. There are
many articles reporting the effect of fiscal decentralization on economic growth (Baskaran & Feld,
2013; Kim, 2013; Boskin, 2012; Amagoh & Amin, 2012; Thornton, 2007), although the research
results have been disputed on occasions (Hammond & Tosun, 2009).

Human resources are connected with the fiscal competitiveness of the region regarding both budget
revenue and expenditure aspects. The greater the amount of human resources in the region, the greater
the number of products produced by business and, therefore the higher amount of revenue for the
budget. In scientific research, the effect of human resources on regional competitiveness and economic
growth has been assessed using various indicators for human resources. Some research (Faggian et al.,
2016; Gennaioli et al., 2011; Unger et al., 2011) is of a general nature where the factor of human
resources has been assessed together with others determining competitiveness and economic growth.
Several other studies have assessed the impact of human resources and institutional environment
regarding the possibilities of state institutions having an effect on economic growth (Acemoglu,
Gallego & Robinson, 2014; Dias & Tebaldi, 2012).

Education and the quality of the education system often serve as indicators in evaluating the impact of
human resources on regional competitiveness and economic growth (Hanushek, 2013; Castello-
Climent & Hidalgo-Cabrillana, 2012). Others researchers assessing the impact of human resources on
economic growth (e.g., O'Connor 2013; Audretsch & Pena-Legazkue 2012) evaluate human resources
by considering entrepreneurship under the assumption that initiative market participants are creative
and contribute to the establishment of new companies.

The effect of the business sector on regional competitiveness is extensive and includes various factors:
the structure of economics, foreign and local investments, entrepreneurship, and the number and size
of companies, etc. These factors also affect the fiscal competitiveness of the region because they
predetermine budget revenue and expenditure. In scientific literature, most attention is paid to
evaluating the effect of foreign direct investments (FDI) on regional competitiveness and economic
growth.

Methodology

The scientific methods employed in this research included analysis of scientific literature and
legislation and a multiple regression analysis.

Considering fiscal competitiveness lacked a clear definition, for the purposes of this study in assessing
regional competitiveness, fiscal competitiveness of the region was defined as the ability of that region
to allocate budget expenditure in such a way that the people, economic entities, and all spheres of
activity contribute more taxes to the budget of the municipality.
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An assumption of the study was that the ability of the municipality to collect additional revenue for the
budget was directly connected with its economic growth.

The study period was 2005 to 2014. This timeframe was chosen to provide enough observations for a
statistically sound conclusion. Also, it partly eliminated the influence of cyclic economic recurrence
that included periods of Lithuania entering the European Union resulting in rapid economic growth,
the economic recession since 2008, and the current economic growth phase. In addition, this duration
matched that typically used in research evaluating municipalities (regions), i.e., 10-20 vyears
(Gennaioli, et al., 2011; Gardiner et al., 2004). The data from 60 municipalities of Lithuania were
used.

The municipalities of one country are often chosen in similar types of research as in choosing several
countries, or their groups, introduces the possibility of confounding differences relating to the
regulation of municipalities (Jencova et al., 2013). A limitation of the study was that the territory of
Lithuania is small with municipalities close enough that business conditions of one municipality could
affect the business sector of another. An overall assumption of the study was that the municipalities
were comparable for purposes of the study. All municipalities were evaluated using the same methods.
Data from 60 municipalities provided several variables for comparison and enabled a complex
evaluation of the impact of factors determining economic growth.

This study used a two-stage model to achieve the research aim and determine how expenditure of
municipalities influenced their economic growth. The variables in the model were calculated using the
data of the Lithuanian Department of Statistics and Ministry of the Economy of the Republic of
Lithuania (Lithuanian statistical system, 2017).

A primary econometric model was used to determine the general control factors, specific factors of
budget expenditure influencing economic growth, and trends associated with the economic growth.
Other factors expressed by the control variables in the model were also assessed. Three main factors
were distinguished from the model: human resources, the business sector, and the institutional
environment were each assigned two indicators.

The two indicators for ‘human resources’ were ‘labor force content’ (i.e., labor force per 1000 people)
and ‘cost’ (i.e., average municipality wage) in the municipality. The study used the metric of labor
force per 1000 in contrast to the level of labor force because the former reflected the number of people
in general, rather than the working-age population. It was deemed more appropriate for revealing the
municipality’s potential productivity given the situation where a municipality’s economic activity is
high, but there may be many economically inactive groups (children and retired people). Children may
be considered as the future labor force, but in the meantime, require municipality expenditure in
maintenance of educational institutions. Retired citizens are not participants of the paid workforce and
thus, do not contribute to such productivity. Therefore, it was assumed that the labor force content per
1000 people best reflected the municipality’s productivity.

The two indicators for ‘the business sector’ were the ‘number of companies’ and the ‘annual FDI per
1000 people’. The FDI indicator was used because it related to raising capital from external sources
and providing greater opportunities for productivity and economic growth. In separate specifications
of the model, the total number of companies, the number of small- and medium-sized enterprises, and
the number of medium- and large-sized companies were evaluated. These latter additions were chosen
because small- and medium-sized businesses are often perceived as the main business entities that
promote economic activities and growth (Opafunso & Adepoju, 2014; Smeaton et al.,, 2011,
Grigencaité & Ivanoviené, 2010; Nwoye, 2010).

The two indicators for ‘the institutional environment’ in the model were ‘state subsidies per 1000
people’ and a ‘dummy variable’ denoting the existence or not of special status zones in the
municipality, i.e., Industry Parks (IP) or Free Economic Zones (FEZ).

Each statistical indicator in the econometric model was treated as a separate variable, and the
conclusions were drawn taking into account the statistical significance of the variables and the value of
their coefficients (positive and negative).

Panel data was used in the research to deal with the different periods of time and different entities. In
this way, it was possible to evaluate the impact of analyzed factors on municipalities’ economic
growth for the full period under analysis and in all municipalities of Lithuania. Therefore, the results
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of the regression analysis showed the overall results of all Lithuanian municipalities. A regression
analysis was carried out using the method of least squares, and coefficients were calculated using
robust heteroscedasticity-consistent standard errors. In the model, the differentiation of data was used
to evaluate annual change in all variables, and logarithms were used to transform all analyzed
dependencies into linear models.

The data analysis was done using GRETL econometric package. Multiple regression models were
formed with gross domestic product (GDP) growth rate as a dependent variable. The expenditure
indicator, calculated per 1000 people, removed the confounding effect of municipality size. The
econometric model involved the following equation:

Aln(gdpir)=0-+tdz2007+...+td2020 14+B1Aln(expi)+B2Aln(expir)-denstPsAln(lab_forcei)+ (D)
+BsAln(wageir)+BsAln(ent ) +BsAln(fdiir)- +BrAln(subir)+Bs(ip_fez)+Po(gdpir1)+Uit

Where:
gdpi = GDP per 1000 people in a municipality i in period t;
o = a constant;
td; = time dummies;
B = coefficients that reveal the impact of an independent factor on a dependent variable;
expi: = a municipality’s expenditure per 1000 people in a municipality i in period t;
lab_forceii: = labour force content per 1000 people in a municipality i in period t;
wagei: = average monthly wage per 1000 people in a municipality i in period t;
ent = the number of companies per 1000 people in a municipality i in period t;
fdii; = annual FDI flow per 1000 people in a municipality i in period t;
subi = state subsidies per 1000 people in a municipality i in period t;
ip_fezi; = the existence or not of an industry park or special economic zone in a municipality i
in period t;
gdpi1 = gross domestic product per 1000 people in a municipality i in period t-1; and
ui = error of the model.

In different modifications of the model (Modification 1, Modification 2, Modification 3), ent; revealed
the total number of companies (ent_total) or the number of small- and medium-sized companies
(ent_sm), or the number of medium- and large-sized companies (ent_mb).

Municipalities were distinguished by clusters according to population density (dens), and the
interrelation between municipalities’ expenditure and population density was included in the model
(exp*dens). Municipalities whose population density exceeded 77.3 persons per km? were ascribed to
Cluster I, whereas municipalities with a lower population density were ascribed to Cluster II.

Results and Discussion

The results of the regression analyses evaluating the effect of the total expenditure of municipalities on
economic growth are shown in Table 1. The main variable of the model for assessing the impact on
municipalities’ economic growth was municipalities’ expenditure. This factor had a statistically
significant effect on municipalities’ economic growth (99% of probability), as well as on
municipalities’ expenditure per 1000 people. When increased by 1%, the gross product of
municipalities increased to about 0.80% on average. The interrelation between municipalities’
expenditure and the population density influenced economic growth was statistically relevant. The
inclusion of this interrelation variable into the model aimed to prove whether the impact of
municipalities’ expenditure per 1000 people would be greater in municipalities with higher population
density. The research findings failed to substantiate the assumption of a higher population density
higher and higher expenditure per 1000 people corresponding to a higher level of absolute
expenditure, and, thus, a larger concentration of expenditure for the territory experiencing such.

416



CBU INTERNATIONAL CONFERENCE ON INNOVATIONS IN SCIENCE AND EDUCATION
MARCH 22-24, 2017, PRAGUE, CZECH REPUBLIC WWW.CBUNI.CZ, WWW.JOURNALS.CZ

The model included two indicators for each of these three factors: human resources, the business
sector, and institutional environment. Four of these indicators displayed a statistically meaningful
result (Table 1). The human resources indicator of ‘average monthly wage per 1000 people’, the
business sector indicators of ‘number of companies’ and ‘annual FDI per 1000 people’, and the
institutional environment factor of ‘state subsidies per 1000 people’ showed a significant relationship
with the municipalities’ economic growth. All were positively related to economic growth, except
budget subsidies, which had a negative result (Table 1). In respect to the condition of the business
sector, the added variable of the number of small- and medium-sized companies also showed a
significant and positive relationship with the municipality’s economic growth.

The impact of the average monthly wage indicator for human resources can be explained by the
growing wage increases that not only reflect the cost of labor (which is often thought to slow
economic growth) but also the surge in purchasing power that occurs with increase in wages. The
services sector is highly receptive to the increased earnings of the community. In addition, this factor
is critical in presenting the municipality as an economically successful territory. In this respect, the
territory can attract FDI, decrease emigration, and promote the establishment of small- and medium-
sized companies within its territory.

Table 1: Results of multiple regressions on data of 60 Lithuanian municipalities and factors of human
resources, the business sector, and the institutional environment

) Coefficients calculated using robust heteroscedasticity-consistent errors

Model Variables Modification 1 Modification 2 Modification 3
Const 0.0139 0.0135 0.0221
Id_exp 0.7950*** 0.7968*** 0.7489***
Id_exp*dens 0.0256 0.0235 0.0559
Id_lab_force 0.4860 0.4852 0.5004
Id_wage 0.6746*** 0.6741*** 0.7110***
Id_ent_total 0.2949*
Id_ent_sm 0.3060**
Id_ent_mb 0.0169
Id_fdi 0.0598*** 0.0598*** 0.0585***
Id_sub —0.5473*** —0.5469*** —0.5467***
IP_FEZ 0.0433 0.0429 0.0474
Id_GDP_1 —0.4106*** —0.4103*** —0.4105***
Adjusted R? 0.2639 0.2641 0.2607

*** 099.0 %; ** 95.0 %; * 90.0 % significance levels (n = 466)

id_exp = a municipality’s expenditure per 1000 people in a municipality

id_exp*dens = interrelation between municipalities’ expenditure and population density included in the model
id_lab_force = labour force content per 1000 people in a municipality (indicator of human resources)

id_wage = average monthly wage per 1000 people in a municipality (indicator of human resources)

id_ent = the number of companies per 1000 people in a municipality (indicator of business sector)

id_ent_sm = the number of small- and medium-sized companies (added variable of business sector)
id_ent_mb = the number of medium- and large-large companies (added variable of business sector)

id_fdi = annual foreign direct investments per 1000 people in a municipality (indicator of business sector)
id_sub = state subsidies per 1000 people in a municipality (indicator of institutional environment)

ip_FEZ = existence or not of an industry park or special economic zone in a municipality (indicator of institutional
environment)

id_GDP_1 = Gross domestic product per 1000 people in a municipality in period t-1

Source: Authors

Despite there being much variation considered about the effect of small- and medium-sized companies
on economic growth, the results of this research show that such enterprises had a significant effect on
the economic growth in Lithuania’s municipalities during the period under analysis. Meanwhile, the
evaluation of the effect of the number of medium- and large-sized companies on economic growth was
based on the assumption these businesses operate more efficiently, achieve economies of scale, and be
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more competitive in local and international markets than the smaller ones. However, their impact on
economic growth of Lithuania’s municipalities was not evident.

While analyzing the influence of the FDI in this study, it was noticed that, on the one hand, FDI had a
direct impact, whereas, on the other hand, it has a contrary relation with economic growth of the state.
Kuliaviené¢ & Solnyskinien¢ (2014), Moraru (2013), Sandalcilar & Altiner (2012), Ruplien¢ &
Gar$viené (2008) observed that the impact of FDI on advances in technology in the state depended
greatly on the state’s economic regulation (particularly concerning the regulation of labor and financial
markets). A divergent relationship between FDI and economic growth was analyzed by Antwi, Atta
Mills, Atta Mills & Zhao (2013). The authors highlighted that a negative impact of FDI surfaces in
cases where local producers lose their position in the market, where companies in a particular sector
increase, and where the capital earned from investments outflows from the state in which the
investments have been made. As well, the impact of FDI on economic growth depends on the state’s
institutions.

Study results for the business sector indicator of ‘annual FDI flow per 1000 people’ were encouraging,
although the actual impact would be rather small. When FDIs increase by 1%, the municipality’s
productivity grows by an average 0.06%. On the one hand, the impact of FDI may be less apparent.
However, on the other hand, there has been no research to support such notion.

The factor of the institutional environment was described by two indicators in the model: ‘state
subsidies per 1000 people’ and a ‘dummy variable’ denoting the existence or not of special status
territories (IP and FEZ). This study found the state subsidies flowing into the municipalities’ budget as
supplementary revenues inversely related to the economic growth of a municipality. When a
municipality receives relatively large sums in the form of subsidies, it possible fails to seek other ways
of creating productivity to collect tax revenue since the subsidies fill the shortage of funds. A
statistically meaningful effect on the municipality’s economic growth regarding whether IP or FEZ
exist was not evident in this study.

Overall, the results of the model examining the effects of municipalities’ total expenditure and control
on economic growth, show that the municipalities’ expenditure, the amount of an average wage, and
the number of companies are indicators relating to economic growth, whereas the state subsidies, in
contrast, appear to limit such growth.

Conclusion

Findings in scientific literature concur that the factors determining competitiveness are interrelated.
Thus, an effect on one factor signals potential change in others. Fiscal competitiveness of a region may
be defined as the ability of that region to allocate budget expenditure in such a way that people,
economic entities, and all spheres of activity contribute more taxes to the budget of the municipality.
The major channels determining the effect of regional fiscal competitiveness on economic growth in
allocating expenditure for municipality programs are human resources, the business sector, and the
institutional environment. In conducting this study and taking into account the amount and structure of
expenditure in Lithuania’s municipalities, summations were made with reference to the statistical
significance of variables and the value of coefficients. The impact of the municipality’s expenditure
had no connection with the population density. The average wage in a municipality, the number of
companies (size of no consequence), and the annual FDI were found to be indicators positively
relating to economic growth. In contrast, an indicator negatively relating to economic growth was
state subsidies to the municipality budgets. Thus, the research results show that the institutional
environment can affect economic growth, though negatively in this case. As well, based on results
with the average wage indicator, the greater the amount of human resources in the municipality the
greater the productivity of business, and thus, more revenue for the budget. The amount and structure
of human resources, when considering its value in education, entrepreneurship, and creativity of the
community, provides for economic growth and collection of revenue for the municipality’s budget
over a longer period. The business sector affects the fiscal competitiveness of a municipality quite
broadly as it includes a great number of imperative channels, such as the structure of economics,
foreign and local investments, entrepreneurship, and the number and size of companies. All affect the
fiscal competitiveness of a municipality because they affect budget revenue and expenditure.
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