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Abstract: - A significant part of the literature on fiscal decentralization confirms that the greater the ability of
decentralized governments to adapt policies to local preferences and to be innovative in providing public
services, the greater the potential for investments and economic growth. This paper examines the dynamic
effects and relationship between own source revenues, unconditional transfers, and local public investments.
Over the past decades, fiscal and financial decentralization in Albania has made steady progress. However, the
increasing responsibilities of local governments have intensified the need to raise the share of local revenues
and expenditures relative to GDP and increase revenue from unconditional transfers. Following the
administrative-territorial reform, fiscal decentralization has dynamically evolved, boosting local public
revenues and granting greater discretion in their use to meet community needs. The specific law on local self-
government finances led to increases in both own revenue and revenue from unconditional transfers. Further
reforms have improved local public finance management, including local budgeting reforms, enhanced
transparency of tax collection and expenditure, and self-assessment and monitoring of local government's
financial status. These modernization efforts related to local finances have yielded positive results regarding
macroeconomic stability, fund predictability, and transparent use of public funds. Consequently, central and
local governments prioritize public investments in infrastructure and sector revitalization in their budgets.
Local public investments have risen annually, driven by increased local income from taxes and government
transfers. This growth reflects the focus of local and central development policies on addressing infrastructure
and logistical challenges. The consolidation of decentralization and stable central budget transfers have created
favorable conditions for local governments to implement new policies enhancing service quality and public
investment performance.
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1 Introduction

The fiscal decentralization of local government in where to spend this income. An important moment
Albania has aimed to transfer the authority and of the impact of local government is related to
responsibility of setting the base and level of local investments in local functionalities. There is a
taxes and fees to the local government. It has also strong correlation between the impact of local
aimed at increasing the income for the local government investments and the decentralization of
government both from its source revenues and from the competencies to decide how to spend their
the unconditional transfer. These have been and budget expenditures.

continue to be the main sources of income for local The study of public local investments,
government, for which the councils of local self- particularly concerning own source revenues and
government units have full discretion to decide general and specific transfers, is crucial for several
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reasons. It helps to understand revenue sources and
their impact by analyzing how local governments
utilize internally generated funds through taxes,
fees, and other sources, thereby revealing the link
between local financial resources and investment
outcomes, [1]. It is important to examine how
general transfers (unconditional grants) and
specific transfers (allocated for particular projects)
from higher levels of government influence local
investment decisions and project implementation.
This analysis is essential for understanding the
management and utilization of financial resources,
contributing to  informed  decision-making,
planning, and policy development at the local level.

Increasing revenues from the self-government
units' resources is the main objective of public
financial management at the local level and one of
the important pillars of fiscal decentralization.
However, local self-government units benefit from
revenues in the form of transfers from the central
government, in addition to revenues from their
sources, where the general unconditional transfer
has the most important and relatively significant
weight, [2].
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The general unconditional transfer is a constant
and stable source for the local government over the
years, which after 2017 (the year in which the local
self-government finance law was approved) is not
less than 1 percent of the gross domestic product
(GDP), [4]. The Figure 1 shows a significant
increase in 2016. This happened after the adoption
of the territorial administrative reform where a
significant package of functions was decentralized
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to the local government. Figure 1 shows the trend
of the change of the general unconditional transfer
from 2013 to 2023.

Local government revenues have maintained
over the years a significant growth trend, thus
determining the positive performance of the local
government's ability to obtain revenues, as well as
presenting a confirmation of the positive effects of
decentralization, despite the challenges of the last
years that the country has faced, in general. From
2015, and beyond, except 2020 (and this was
mainly caused by the pandemic), as is showed in
Figure 2 local government tax revenues have
maintained a positive trend, thus proving in this
way that the role of local government regarding the
fiscal potential to provide services has increased
significantly.
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At the same time, the increase in local
government revenues has led, in recent years, to the
change and growth of their ratio against total public
revenues and gross domestic product.

Additionally, the local government has
increased its role over the years through its
contribution to the economy and the Gross
Domestic Product, changing the ratio from 0.82%
of GDP in 2015 to 1.37% of GDP in 2023. Despite
the increase in GDP of about 8.1 % higher
compared to the previous year, local government
revenues, about the Gross Domestic Product,
accounted for 1.37% compared to 1.29% in 2022,
thus reflecting the increased role of local
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government in terms of public investments and the
functions it exercises.

The level of local government spending for
2023 was 68.8 billion ALL, compared to 51.6
billion ALL in 2020. This represents an increase of
17.2 billion ALL or about 33 percent compared to
local spending in 2020. During the year 2023, we
can say that the fluctuations resulting from the
negative effects of several years ago have already
been stabilized and the processes of public
financial management at the local level have kept
up the positive trend. In 2023, local government
expenditures  vis-a-vis the general public
expenditures, will account for 10.2 percent
compared to 9.63 percent in 2020.

After the year 2016, which marked the
beginning of the full implementation of the
administrative-territorial reform and the deepening
of fiscal decentralization, the local government's
investments have undergone significant growth
over the years as in Figure 3, but their volume has
fluctuated, [5].
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2 Literature Review

The allocation of funds or, in other words, the
income derived from national sources for the local
government acts as a fiscal balance between the
central government and the local government, [6].
Revenue-sharing funds are funds that originate
from the state budget allocated to the local
government based on the fact that they are offered
to finance regional needs in the context of the
implementation of decentralization, [7], [8]. The
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effect of revenue from national resources provided
by the central government to the local government
is found to have a positive effect on the increase of
investments in the local government, but this effect
is not very significant, [9].

However, the Revenue Allocation Fund also
has an impact on increasing local government
spending for investments, [10]. The results of some
studies concluded that central government revenue-
sharing funds had a significant positive effect on
local government investment spending, [11]. Other
factors that have been identified as influencing the
level of capital investment for local government are
local government's income, capital or other current
expenditures, and economic growth, [12].

The own income that the local government
owns, among other things, had a significant
positive effect on the growth of local government
investments, [13]. Local government's revenue is
seen as the main resource available to Local
Government Units (LGUs) through which it is then
used to finance development and service to the
community in the form of capital expenditure to
increase welfare.

The impact of LGUs' revenues on capital
expenditures is seen in different research studies.
The studies concluded that the greater the source of
own revenue at the disposal of LGUs, the greater
the impact they have on the capital expenditures
they can provide to the Ilocal government
community of which they are a part, [14].
Likewise, the results of the researchers concluded
that the increase in the local government's revenue
had a positive impact on capital expenditure, [15].
The relation between revenues from own sources
and capital expenditures is significant because the
own revenue has a positive effect on capital
expenditure. This means that the higher the own
revenue fund available to the LGUs, the higher the
capital expenditure, [16], [17].

Capital expenditure for local government is an
important component of expenditure for economic
growth. Given that the capital expenditures are
executed by the LGUs, the government will have a
multiplier effect to move the chains of the regional
economy, [18]. Therefore, the higher the ratio of
capital expenditures in a local self-government
unit, the more positive and fruitful the effect that
the latter will have on the economic performance of
that unit or the country as a whole. And conversely,
the lower the ratio, the smaller the effect on
economic growth. The increase in capital
expenditure aims to improve the economic
performance and the welfare of the community,
[19].
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3 Methodology

The objective of this paper is to find a statistically
significant relation between the independent
variables of Own Revenues and Transfer and the
dependent variable of Investment and to
empirically test the hypotheses laid out to build the
model. The empirical model used on paper for the
evaluation of the Albanian case is based on the
theoretic model built by other authors where
unconditional transfer and own source revenues
may lead to a crowding-in effect of capital
investments of local government, [20].
The research questions were drafted as follows:
e Do own revenues positively affect the growth of
Local Government Capital Investments?
e Do general and sectoral unconditional transfers,
positively affect the growth of Local
Government Capital Investments?

To test the research questions (hypotheses)
posed in this paper, quantitative data generated by
GFIS (Government Financial Information System)
[3] were used for 61 municipalities in a span of 4
years, 2020-2023. The available data were used
precisely to test the validity of the hypotheses laid
down in this paper.

The statistical method of simple and multiple
regression was used to draft this paper. Secondary
data, data analysis, and various figures were also
used in the paper. The paper tries to find a
statistically significant relation between the Own
Revenues and Transfers as independent variables
and the Investments as dependent variables and to
empirically test the research questions (hypotheses)
posed. We used in this paper a quantitative method,
including data generated by GFIS [3] for LGUs.

Table 1. Descriptive statistic

Variables | The number of choices for each variable
Own 61 municipalities/ 2020-2023

Revenues

Transfers | 61 municipalities/ 2020-2023

Total 61 municipalities/ 4 years

Source: Author's calculation in SPSS Statistics, 2024

The available data were used precisely to test
the validity of the questions raised in this paper.
The selection made in this paper represents 61 of
the 73 LGUs, thus focusing only on the country's
municipalities, excluding the 12 regional councils,
and for 4 years 2020, 2021, 2022, and 2023. Table
1 shows the variables and the choices for each
variable.
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4 The Statistical Model used to Test

the Relation between Own
Revenues, Transfers and Public
Investment

Based on the review of the literature and the
analysis of the collection and use of local revenues,
we continue this section to test the independent
variables and the impact they have on the
Investments as a dependent variable. Figure 4
shows the research questions or hypotheses of the

model.
OWN SOURCE
REVENUES
[l
INTERNAL
RESOURCES
v I
CAPITAL INVESTMENTS OF
LOCAL GOVERNMENT
l [
EXTERNAL
RESOURCES
H2
A 4
UNCONDITIONAL
TRANSFERS
Fig. 4: Model and Research Questions

(Hypotheses), author's model

4.1 Data Generation and Hypothesis Testing
The data used for hypothesis testing were accessed
and generated by the Government's Financial
Information System for 4 years 2020, 2021, 2022,
and 2023 for all 61 municipalities of the country.
The data accessed was used for this purpose exactly
to measure the independent variables that are
included in this paper. The size of the available
population was 73 local self-government units,
however, since the regional councils have small
budgets and development potential, we decided to
take only 61 municipalities in this paper, on the
other hand, and the data were selected for the last 4
years, even though the interval time of available
data was much larger, the choice was random, and
the final choice was limited to 4 years period 2020-
2023 and 61 municipalities. The available data
were analyzed using the SPSS program, from
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which conclusions were generated. A regression
analysis was done to test the hypotheses. The
objective of this analysis is to examine to what
extent independent variables affect local
government capital investments. For each of the
variables, the fact is tested if they have a significant
impact, i.e. the statistically significant relationship
is presented, and in addition, if the effect they have
on the dependent variable appears with a positive
or negative impact, which confirms the relations
predicted in the literature. To answer these
questions, an empirical analysis was performed, the
outputs of each were generated using SPSS and
will be interpreted in the following sections.

While capital investments are the focus of our
study and will therefore be the dependent variable
in the model, that is, the explained variable, we
have other variables, which are mentioned in the
paper, and which will play the role of explanatory
variables or, in other words, independent variables,
[21].

The data processing analysis starts first with
the interpretation of the internal consistency or the
internal consistency of the model. The aspect of the
analysis is tested by Cronbach's ALPHA factor.
The result is presented in Table 2. The variables all
show a good internal consistency since each value
for each of the independent variables represents a
value greater than the critical value of Cronbach's
ALPHA [22], which is equal to 71.

Table 2. Internal consistency of the model,

Cronbach’s ALPHA
. Cronbach’s
Variables No. of data ALPHA
Own Revenues 4 ye grs/ 61 995
municipalities
Transfers 4 ye grs/ 61 969
municipalities

Source: Author's calculation in SPSS Statistics, 2024

The second step of the analysis is to test the
correlation between the variables included in the
model. Table 3 shows the correlation between the
independent variables. According to the table, there
seems to be a significant positive relation between
the Own Revenues and Transfers variables,
because the Pearson Correlation for these variables
according to the values presented in the table is
greater than the critical value of the Pearson
coefficient at 0.7, [23]. This means that, when one
of the factors increases or, let’s say, improves, the
other factor also increases or improves its indicator,
but not in total to the same extent. The
improvement of one factor compared to the other is
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presented in % and as can be seen in Table 3, it is
0.891.

Since, according to the correlation table, the
explanatory variables are correlated with each
other, we have developed the VIF (Variance
Inflation Factor) test, through which we test
whether multicollinearity affects our result, and we
have found that this is not the case, because the
results seem to be smaller than the critical level 5,
which means that this level of multicollinearity
between our independent variables doesn’t affect
our model. According to the output from SPSS, in
our case, the VIF of our independent variables is
4.8, so the result shows that it doesn’t affect our
model. The correlation of the explanatory variables
with each other may have occurred because the part
of the fiscal equalization of the unconditional
transfer formula is related to a part of the local
revenues. This correlation may be the subject of
another special study on this matter.

Table 3. Correlation between variables

own Transfers

Revenues
Pearson —

Own Correlation 1 .891

Revenues | Sig. (2-tailed) 000
N 61 61

Pearson -
Correlation .891 1

Transfers Sig. (2-tailed) 000
N 61 )

**_Correlation is significant at the 0.01 level (2-tailed).
Source: Author’s calculation in SPSS Statistics, 2024

After the correlation analysis and VIF analysis,
the validity testing of the model was conducted.
The necessary data to be available in this
penultimate step before the construction of the
regression is presented in Table 4 from where we
find a value of the R2 coefficient equal to 0.970 or,
if converted into a percentage, about 97%, which
means that 97% of the model built in this paper is
explained by the two selected variables and the
remaining part is explained by other variables that
are not included in this paper. It should be
mentioned that based on the value generated by
SPSS, the explainability of this model by these two
selected variables is significantly high.

Table 4. Model summary table

R Adjusted Std. Error of
Model R Square | R Square the Estimate
1 9852 970 969 .17491456

a. Predictors: (Constant), Transfers, Own Revenues
Source: Author's calculation in SPSS Statistics, 2024
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The last step of the empirical analysis is the
evaluation of the multiple linear regression
equation, which was evaluated using the SPSS
statistical software, the results of which are
illustrated in Table 5.

Table 5. Output table

Unstandardized | Standardized

Coefficients Coefficients
Model

Std. .

B Error Beta t Sig.
(Constant) | .223 .022 .000 | .0005
Own
Source .840 .050 .840 | 16.903 | .0005
Revenues
Transfers .160 .050 .160 3.215 .002

a. Dependent Variable: Investments
Source: Author's calculation in SPSS Statistics, 2024

Model:

Y= By + B; Own source Revenues + B, Transfers
+e

Where: Y => Investments
¢ Own Revenues => Own revenues
* Transfers => general and sectorial
unconditional transfer
e ¢ => Error term

Y=0.223 + 0.840 Own Source Revenues + 0.160
Transfers

4.2 Interpretation of Variables

The regression shows that if we keep Transfers = C
(constant) Y = 0.840 Own Revenues. Therefore, if
Own Revenues = 1 then Y = 0.840.

We make the same interpretation for the remaining
variable in the following:

If we keep Own Revenues = C (constant) Y =
0.160 Transfers. Thus, if Transfers= 1 then Y =
0.160. And if we hold both independent variables
of the model constant, then Y = 0.223.

4.3 Testing Research Questions
(Hypotheses)

When looking at the significance (SIG) of the
observed variables against each other we see that
the sig. Own Revenues = 0.0005 < than the 5%
level of critical level significance. In this way, this
hypothesis is correct, then the question: Own
income positively affects the growth of Local
Government  Capital Investments, is fully
supported, so this hypothesis stands.
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Moreover, according to Sig-based testing, we
see that sig. of PF = 0.002 < than the 5% level of
significance of the critical level. So, this question
(hypothesis) also stands. General and sectoral
unconditional transfers have a positive effect on the
growth of Local Government Capital Investments,
it is fully supported, so this hypothesis stands.

General and sectoral unconditional transfers
positively impact the growth of Local Government
Capital Investments. This hypothesis is supported,
showing that these transfers boost local government
expenditures, particularly in investments. The
significance level of the observed variables is
below the 5% critical threshold, confirming this
effect.

Multicollinearity analysis indicates that this
issue is not significant in our model. Although our
independent variables show correlation levels
above the critical value of Cronbach's Alpha (71),
the Variance Inflation Factor (VIF) values for our
predictor variables do not exceed 5. Additionally,
although quantitative data can sometimes generate
misleading correlations due to repetitive numbers,
this does not appear to have impacted our findings.

As we see, both research questions
(hypotheses) posed in this paper are statistically
significant and have a positive impact on the
growth of Local Government Capital Investments,
[24].

5 Conclusions

The results of the empirical analysis, which is
carried out in this paper based on the integrated
model with variables generated from the literature
[25], what the legislation indicates and based on the
practice of financial management in the structure
responsible for local finance in the Ministry of
Finance of Albania, are discussed in response to the
questions; how and to what extent do variables
such as own income and transfers affect public
investments made by municipalities regarding the
welfare of the community?

The final focus was exactly the 61
municipalities of the country with data generated
by GFIS [3] for a period of 4 years 2020-2023. The
data generated by GFIS [3] for this period were
used precisely to test the validity of the hypotheses
launched in this paper. The size of the available
population was large (n=61 municipalities data
spread over four years).

Based on the statistical model of the realized
regression, the impacts and potential impacts, that
these variables under consideration have on the
dependent variable, have been proven.
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Moreover, it should be underlined that since we
are dealing with quantitative data and not
conceptual connections, the program generates a
correlation between variables which is somehow
understandable, but after the VIF test it turns out
that the two concepts do not have a correlation that
affects our model, so we are dealing with a result,
which shows that it does not affect our model.

The limitations of this study primarily revolve
around data quality, as the accuracy of results
heavily depends on the integrity of the data.
Additionally, a small or moderate sample size is
another limitation that may reduce the statistical
power, leading to unreliable or non-generalizable
results. Overfitting is another concern, where
variables perform well on the current dataset but
fail with new data. Moreover, the use of
quantitative data without addressing conceptual
connections may lead to misleading correlations, as
repetitive numbers can skew the analysis.

Of all the findings and conclusions that we
have obtained and reached based on the results
obtained from the tested model, we can say that
there are several limitations or implications, which
have had their impact on this study. The selection
of choice made in this study presents a focus on the
municipalities as local self-government units
regarding the selection not due to lack of data, and
not chosen randomly. As stated above, the focus
was set on 61 municipalities for the period 2020-
2023.

Based on the findings and conclusions of this
paper, generated by the empirical data analysis, we
may recommend some aspects that require focus
and the necessity to improve in later periods.

e Own revenues of the municipality are very
important in terms of increasing their financial
autonomy from the central government. The
municipalities must increase the collection of
their revenue from taxes or local fees and their
collection rate should be compared with the
plan and objectives that they have and, at the
same time, they should be compared with the
fiscal potential they have. The focus in this
direction will affect the increase of the share of
the municipalities' revenues, thus making them
more autonomous from the influence of the
central government on their activity.

® What’s more, another recommendation for
municipalities is to increase the share of
investment expenses compared to the share of
current expenses, as this would directly affect
the lives of citizens.
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