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Abstract

This paper empirically analyses whether there is any significant statistical re-
lationship between fiscal decentralisation and multidimensional poverty in
Kenya using FE and RE estimations for cross-county panel data from 2006-
2019 published by government agencies, United Nation Development Pro-
gramme (UNDP), Society for International Development and World Bank.
The empirical estimations examine the effects of revenue decentralisation, ver-
tical fiscal imbalances, intergovernmental transfers and expenditure decentral-
isation on multidimensional poverty-proxied alternatively by Headcount Pov-
erty Index, Human Development Index (HDI) and Multidimensional Poverty
Index (MPI). Our estimation results reveal that the impact of fiscal decentrali-
sation on multidimensional poverty measures depends on the nature and ex-
tent of fiscal decentralisation. On the side of money-metric poverty measures,
revenue decentralisation and vertical imbalances reduce poverty headcount at
low levels below 61.31 per cent and 53.54 per cent respectively while intergov-
ernmental transfers and expenditure decentralisation were found to increase
poverty headcount at low levels below 9.92 per cent and 0.801 per cent respec-
tively beyond which they would reduce poverty headcount. On the side of the
non-money metric poverty, revenue decentralisation and vertical imbalance
increase Multidimensional Poverty Index (MPI) at low levels below 51.94 per
cent and 0.955 per cent respectively while intergovernmental transfers and ex-
penditure decentralisation were found to reduce MPI at low levels below 9.07
per cent and 0.811 per cent respectively beyond which they would increase
multidimensional poverty. Additionally, there are differences in the effects of
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fiscal decentralization and multidimensional poverty across regions and coun-
ties. Our results also show the major role played by the devolution reforms of
2013 in increasing the overall decentralisation that improved multidimensional
poverty reduction through pro-poor expenditures.

Keywords

Fiscal Decentralization, Devolution, Multidimensional Poverty, Local
Development and Governance, Counties, Kenya

1. Introduction

Does the decentralisation of political and fiscal institutions reduce or exacerbate
multidimensional poverty in the Sub-Saharan Africa (SSA) context? This question
has recently received attention among researchers and policy makers globally.
Over the past years, many countries in SSA have placed a strong responsibility on
the strengthening of subnational governments in their development policy agenda.
These countries have implemented decentralisation reforms in varying extents
due to different political and socio-economic reasons, and with varying outcomes
(Smoke, 2014). The central concept for development of subnational governments
has been “development and governance from below” with the intention of bring-
ing the government and public goods and services closer to the people (World
Bank, 1999; Faguet, 2012), at the same time enhancing public participation in the
delivery of these goods and services (Bahl & Bird, 2018).

Devolution of decision making and revenue mobilization responsibilities to
subnational governments increases government accountability and responsiveness,
resulting in more effective public service delivery (Ingram & Hong, 2008; Lockhart,
2019) due to electoral pressures from local citizens (Bartolucci et al., 2015). Further-
more, the enhancement in the responsiveness and accountability levels brought
about because devolution allows the customization of public services to local pref-
erences due to informational advantages, promotes scrutiny by citizens of govern-
ment expenditures, and encourages innovation through interjurisdictional compe-
tition (Hayek, 1945; Oates, 1972, 1977, 1991, 1994, 2005, 2006; Tiebout, 1956; In-
gram & Hong, 2008).

These theoretical arguments for devolution can be posited to support the asser-
tion that fiscal decentralization (FD) has positive effects on poverty reduction.
Devolution is believed to make the voices of the poor better heard; improve their
access to and the quality of public goods and services and reduce their vulnerabil-
ity (Silas et al., 2018). Since poverty is multiple deprivation from the basic services
like education, health and agriculture; then the expenditure on these infrastruc-
ture and social sector that respond to local governments are likely to be more ef-
fective for well-being of the people. This is the direct linkage between FD and

multidimensional poverty reduction. FD can also be an effective weapon for mul-
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tidimensional poverty reduction mainly because local governments are assumed
to have better information and higher incentives than the central government in
priority setting, designing and implementing plans and policies that respond to
local needs and preferences (Steiner, 2005). Through an indirect way, FD also af-
fects generation and redistribution of income to the voiceless and vulnerable local
poor by their own participation (Webster, 2000; Fuel, 2013). Yao (2007) discusses
the economic opportunities for the poor that affect their private income which
can be enhanced through decentralisation, for example, enhanced level and qual-
ity of economic infrastructure (roads, electricity, agricultural extension services,
ports, etc.). However, Bahl & Bird (2018) and Yao (2007) note that these benefits
of decentralisation are not automatic as they depend on the certain conditions at
the subnational level to capture such benefits.

Bahl & Bird (2018) point out a number of pre-conditions that need to be met
to capture the gains from FD for poverty reduction. First, regional and local leg-
islatures need to be accountable to the local population. Second, the chief officers
of the local government must be accountable to their legislatures. Third, subna-
tional governments should have some independent taxing powers. Fourth, subna-
tional governments should be responsible for some important services. Lastly,
subnational governments should have adequate discretion over the level and com-
position of expenditures. These conditions have a big impact on poverty reduction
in the subnational governments.

Critics have capitalized on the weakness of these conditions in the developing
countries to argue the weak link between FD and poverty reduction. For instance,
local elite in developing countries may often have direct access to and influence
over local officials, and resist sharing power in new decentralization and partici-
pation policies (Narayan et al., 2000). Furthermore, if communities or the state
cannot influence or control the actions and power of local leadership, then this
often leads to investments which benefit elite interests and an under-investment
in public goods and services for the poor (McLure, 1995; Keefer & Khemani, 2003;
Prud’homme, 1995; Sewell, 1996; Fisman & Gatti, 2002; Bardhan & Mookherjee,
2004; Ahmad & Akif, 2007; Hankla, 2009; Dincer et al., 2009). There is also evi-
dence that in many settings, such as heterogeneous communities and underdevel-
oped rural economies, the benefits of decentralized social programs are captured
by local elite (Galasso & Ravallion, 2005). Yao (2007) further notes that these risks
become more eminent when the particular decentralization design deviates from
the maxims of local discretion, voice, and accountability. However, these risks can
be minimized when certain institutional conditions, such as political freedoms, po-
litical accountability, adequate human and physical capital bases, free information
flows or public access to information are present.

This paper analyses the relationship between FD and multidimensional poverty
in Kenya. The study analyses the extent to which fiscal decentralization, measured
in terms of revenue decentralisation, intergovernmental transfers and spending

decentralisation, affects multidimensional poverty in Kenya. Our paper also anal-
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yses whether the effects of fiscal decentralization vary between county (local) gov-
ernments according to their internal heterogeneity, defined as the degree of ethnic
fractionalization.

Our empirical analysis uses subnational revenue dataset spanning 13 years
(2006-2019) for 47 counties. We use an adjusted Multidimensional Poverty Index
(MPI), Human Development Index (HDI), Headcount Poverty Index (HPI) calcu-
lated at the county level using the 2005/06 and 2015/16 Kenya Integrated Household
Budget Survey (KIHBS). The rest of the paper is organized as follows. Section 2
gives an overview of FD in Kenya. Section 3 reviews the literature and analyzes
the channels through which FD affects multidimensional poverty. Section 4 pre-
sents the data variables and sources, methodology, the estimation strategy and the
econometric diagnostic test performed on the data. The main results and the ro-
bustness checks are discussed in Section 5. Section 6 concludes and provides some

policy implications.

2. Understanding Fiscal Decentralisation in Kenya

Like many other African countries, Kenya’s system of local government was es-
tablished during the colonial rule (Smoke, 1993; Smoke, 1994). Wanyande (2016)
argues that the colonial state was wasn’t a developmental state as it had adopted
policies geared towards extracting as many resources from the people as it could
without investing the same in the social and economic development of the indige-
nous people. The state had spent its energies developing regions occupied by British
colonial settlers. The result was that some regions of the country developed while
others stagnated or experienced underdevelopment (Silas et al., 2018; Throup,
2020). While poor people were found in both the developed and the disadvantaged
regions, the severity of poverty was harsh among the people in the disadvantaged
regions.

The 1963 Independence Constitution provided for a system of devolution. This
semi-federal constitution established regions with elected assemblies and execu-
tive authority over roughly a third of government functions including primary ed-
ucation, health road maintenance, water and sanitation, public housing, land ad-
ministration, part of the police forces and local government. However, the newly
independent government quickly weakened devolution by delaying the transfer of
functions to the regions. The system was abolished in 1964 and replaced by pro-
vincial and district administrations (Smoke, 1994; World Bank, 2014a, 2014b,
2014c, 2014d, 2014e).

In terms of poverty reduction, the founding leaders vowed to fight poverty, ig-
norance and diseases (Sessional Paper No. 10, 1965) after the attainment of inde-
pendence in 1963. The successive governments continued to endeavour to address
the issue of poverty and inequality, albeit with varying degrees of success. Gov-
ernment decentralised planning of some government policies pursuing economic
development. For instance, the Sessional Paper No. 10 of 1965 established the
principle of state directed development and decentralisation of planning based on
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local inputs as a means of improving socio-economic well-being of local commu-
nities (Silas et al., 2018).

The government gradually introduced geographically earmarked funds in an
attempt to address spatial inequality with a decade of relatively piecemeal FD be-
ginning in the late 1990s. The most notable ones were the Special Rural Develop-
ment Programme (SRDP) in 1971, District Focus for Rural Development (DFRD)
in 1983, the Local Authority Transfer Fund (LATF) in 1998, the Local Authority
Service Delivery Action Plan (LASDAP) in 2001, the Road Maintenance Levy Fund
(RMLF) in 2007, the Rural Electrification Fund (REF) in 2006 and the Constitu-
ency Development Fund (CDF) in 2003. Despite these efforts to address poverty
and inequality in resource distribution, overall spending by the local governments
amounted to only about 1 percent of GDP by the late 2000s (Odero, 2004; Barasa
& Eising, 2010; Muna, 2016).

Consequently, from 2002, these piecemeal reforms couldn’t address the pov-
erty and inequality problems in Kenya. Kenya needed urgent reforms. The suc-
cessive governments tried different reforms, for example, the Economic Recov-
ery Strategy for Wealth and Employment Creation (ERSWEP), which also failed
to solve Kenya’s inequality issues. Political tensions remained high spilling over
into the 2007/2008 post-election crises and subsequent unrest, which proved to
be the tipping point that led to demands for a new Constitution (Bosire, 2017;
Kanyinga & Long, 2012; Ndii, 2010; World Bank, 2011). Kenya introduced major
constitutional reforms that culminated into the adoption of a new constitution
in 2010 bringing about a major devolution drive (Chitere et al., 2006; Kanyinga,
2016).

To promote economic development at the grassroots, the Constitution of
Kenya (2010) introduced a devolved system of government consisting of one na-
tional government and 47 sub-national governments (GoK, 2010; Kabau, 2015).
The constitution provided for the allocation of financial resources to subnational
governments and authorised these governments to raise their own revenue through
specified taxes. The constitution further provided for an Equalization Fund in-
tended to fight poverty in the marginalised regions through provision of social ser-
vice. Though Kenya launched this ambitious FD system, a few studies have been
carried out to assess its impact on multidimensional poverty reduction and our

study intends to fill this gap.

3. Literature Review

3.1. Theoretical Literature

This study was based on FD Theories that examine the links through which FD
affects poverty. These theories have evolved into two umbrella categories; First Gen-
eration Theories (FGTs) and Second Generation Theories (SGTs). The normative
FGTs support the transfer of spending responsibilities to subnational governments
and centralisation of revenue responsibilities to achieve “efficiency” and “equity”

in a decentralised system while SGTs, especially the theory of Market-Preserving
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Federalism (MPF) assume that public decision-makers have objectives induced by
political institutions that diverge from maximising citizen’s welfare and therefore
emphasise the importance of incentives generated by subnational tax collection
for fostering local growth and development (Bird et al., 2003; Bird & Vaillancourt,
1998; Ter-Minassian, 1997; Chandra, 2012).

The seminal works of Hayek (1945), Tiebout (1956), Musgrave (1959), Oates
(1972) and Qian and Weingast (1997) argue that FD promotes higher efficiency,
better public service, greater transparency, that can lead to poverty reduction.
Musgrave (1959) stipulates that the lower tiers of government should undertake
the duty of provision of public goods for maximisation of social welfare, while the
central government is suited to the two important functions of income redistribu-
tion and stabilisation. Hayek’s idea of knowledge in society concludes that there
is a better access of local governments to the local preferences and costs through
their local knowledge; however, the central government is incapable to carry out
the same (Fuel, 2013).

Tiebout’s notion of inter-jurisdictional competition posits the idea of “voting
with their feet” thereby implying that citizens would prefer to live in the areas
which burden them with lower taxes and therefore they tend to move out of the
areas with higher tax burdens. Oates’ notion of fiscal federalism emphasizes the
appropriate assignment of taxes to the various levels of government to improve
welfare. Lastly, Weingast’s MPF emphasises the larger benefits of decentralization
for market development and economic prosperity (Weingast, 1995, 2014, Jin et
al., 2005; Montinola et al., 1995).

Klugman (1994) argues that decentralisation increases economic efficiency be-
cause local governments are better positioned than the national government to
deliver public services as a result of proximity and information advantage. Besley
and Burgess (2002) see this proximity particularly important in low-income coun-
tries where vulnerable populations especially the poor heavily rely on state action
for their survival. Wiggins & Higgins (2008) observe that while economic growth
is necessary for poverty reduction, it is far from sufficient. The extent to which
growth can reduce poverty depends on a number of context-related variables. Spe-
cifically, to harness growth for poverty reduction, countries must have certain pol-
icies in place so that poor people can participate in growth (Ravallion, 1999; Rao,
2002; Galasso & Ravallion, 2005; Bird, 2008).

Thief3en (2003) developed a model to show that decentralised expenditures
can lead to greater “consumer efficiency”. As demands are different in each terri-
tory, resources can be saved by diversifying governments’ outputs in accordance
with local demands (Martinez-Vazquez & McNab, 2003; Bardhan & Mookherjee,
2006). Local governments are thus considered to be better equipped to provide a
more adequate service to the local population than central governments (Tiebout,
19565 Ebel & Yilmaz, 2002). Decentralisation may thus improve not only the po-
tential for achieving Pareto efficiency, but also for achieving greater economic

equality across territories through poverty reduction (Ezcurra & Pascual, 2008;
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Brennan & Buchanan, 1980; Breton, 1983). Finally, FD is frequently seen as a means
of increasing democratic participation in the decision-making process (Dabla-Nor-
ris, 2006; UNDP, 2005; Faguet, 2014), allowing for greater transparency and ac-
countability (Putnam, 1993; Azfar et al., 1999; Kaufman et al., 1999; Ebel & Yil-
maz, 2002).

However, there are mounting theoretical arguments that decentralisation is not
necessarily pro-poor (Prud’homme, 1995; Treisman, 2000; Martinez-Vazquez &
McNab, 2003; Fjeldstad & Kolstad, 2006; Crook, 2003; Jiitting et al., 2005; Yao,
2007; Lessmann, 2012; Hernandez-Trillo, 2016). Furthermore, Conyers (2007)
notes that local heterogeneity of the population can reduce the efficiency of public

service delivery leading to exacerbation of local poverty.

3.2. Empirical Literature

The earlier FD and poverty empirical research focused heavily on the impact of FD
on development in general (Davoodi & Zou, 1998; Bahl & Bird, 2018; Schroeder,
2003). Recently more empirical studies have paid attention on the impact of FD on
poverty alleviation. Most studies, however, analyse the impact of decentralization
on poverty in all three of its forms: political, administrative and fiscal (Crook &
Manor, 1998; Von Braun & Grote, 2000; Jiitting et al., 2004). Scholars in related
fields of development and public finance agree that FD and poverty are indeed
correlated (Sepulveda & Martinez-Vazquez, 2011). They have attempted to de-
velop a general framework to exactly account for how FD affects poverty. How-
ever, the empirical evidence is quite mixed due to three main factors: (i) differ-
ences in the measurement of FD indicators; (ii) the development of analytical
models, and (iii) poverty measurement indicators (Nursini & Tawakkal, 2019).
For instance, each measurement of FD (i.e. expenditure, revenue, intergovern-
mental transfers, vertical imbalance and local borrowing) has different roles and
values for poverty reduction (Liu et al., 2013; Voigt & Blume, 2012).

The empirical frameworks presented by Jiitting et al. (2004) and von Braun and
Grote (2000) identify a positive economic influence of FD on poverty reduction
via higher efficiency and better targeting. Von Braun & Grote cross-country study
concluded that decentralisation (political, administrative and fiscal) served the
needs of the poor, as captured by the HDI. Ahmed (2013) used expenditure de-
centralisation and revenue decentralisation measures to analyse the multiple and
more complex channels of poverty reduction through FD in Pakistan, whereby
poverty is measured using; (i) the headcount poverty; (ii) poverty gap; (iii) severity
of poverty; and (iv) the HDI Galasso & Ravallion (2005) find that in Bangladesh,
the Food-For-Education Programme became more pro-poor with decentralisation,
while Bardhan & Moorkhejee conclude that decentralised management helped in
poverty alleviation goals in West Bengal in India. Using revenue, expenditure and
vertical imbalance indicators, Yao (2007) observed a significant and non-linear
relationship between FD and poverty through education, agricultural productivity

and healthcare facilities.
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Nursini and Tawakkal (2019) used intergovernmental transfers, local own-
source revenue and spending decentralisation to assess the impact of FD on per-
centage of poor people in each province from 2010-2016 in Indonesia. Several re-
cent studies that have used expenditure decentralisation to measure FD include;
Sepulveda and Martinez-Vazquez (2010), Asante and Ayee (2010), Moche et al.
(2014) for South Africa, Jellema et al. (2016) for Uganda, Bekele and Kjosavik
(2016) for Ethiopia and Yuliani et al. (2020). These studies have found a positive
relationship between FD and poverty. Studies by Bossuyt and Gould (2000), Skira
(2006), Valaris (2012), Canare and Francisco (2019), Sepulveda and Martinez-
Vazquez (2011), Rao, Bird and Litvack (1998), Bjornestad (2009), Binh and Ha
(2018), Khanal (2018), Azila-Gbettor, et al. (2014), Bojanin (2016), Caldeira, Fou-
cault & Rota-Graziosi (2015), Kusumaningrum (2013), Goerl & Seiferling (2014),
Cavusoglu & Dincer (2015), and Sasana (2018) also show a positive relationship
using different measures for FD. Steiner (2005)’s study on Uganda argues that
decentralization could influence poverty by assigning expenditure as well as tax
raising power to local governments.

A number of other studies find that FD can negatively affect poverty reduc-
tion. West and Wong (1995) note that FD, due to its flawed design (more focus
on federal-provincial fiscal relations and leaving local governments entirely at the
mercy of provinces), is the prime cause of regional inequality and poverty in
China. Hernandez-Trillo and Jaillo-Rabling (2008) empirical study of elite cap-
ture under FD supports the theoretical predictions of Bardhan and Mookherjee
(2005). The authors demonstrate how political opportunism or elite capture im-
pedes the performance of subnational governments in poor areas. Corrupt bu-
reaucrats tend to overstate costs, divert the public good to resell it to the non-
poor on the black market, or give priority to powerful socio-economic groups
(Dethier, 2000).

On the other hand, findings by Fuel (2013) show that tax autonomy had a
negative and statistically significant relationship with poverty incidence in 58
municipalities in Nepal. Prud’homme (1995), Crook and Sverrisson (2001), Steiner
(2005), Shahzad & Yasmin (2016), Banwo (2012), Ravallion (1999), Alene & Worku
(2017), Kyei (2008), Faridi and Nazar (2013), Hiktaop et al. (2020), Zambok,
Asubonteng, Aikins, and Adomako (2016), Zhang (2006) and Kyriacou et al.
(2015) highlighted the negative effect of decentralization on poverty as it in-
creases disparities, jeopardizes economic stability and undermines efficiency in
different context. Ravallion (2009) in his empirical analysis examined the im-
pact of decentralization on poverty alleviation programme and concluded that
the impact on income poverty was quantitatively small. Crook (2003) suggested
that decentralization is unlikely to lead to more pro-poor outcomes without
strengthening and broadening accountability mechanisms at both local and na-
tional levels.

In terms of differences in terms of poverty measures and empirical tools, dif-
ferent studies use different poverty measures and empirical methodologies. Stud-

ies use both money-metric poverty indicators especially FGT indices (Poverty
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Headcount Index, Poverty Gap and Severity of Poverty) and non-money metric
poverty indicators such as UNDP’s Human Development Index (HDI) and the Mul-
tidimensional Poverty Index (MPI) to capture the multidimensionality of poverty
(Ravallion, 2011; Dotter & Klasen, 2017; Atkinson, 2019; Beck, Hahn, & Lepenies,
2020). Recent studies show a shift from the uni-dimensional measurement to a
multi-dimensional model of poverty measurement (Alkire & Foster, 2011). Von
Braun and Grote (2000) and Sepulveda and Martinez-Vazquez (2010) used HDI
as a proxy for poverty while Ramirez et al. (2016) used poverty headcount index
and poverty gap. In addition, Azila-Gbettor et al. (2014) used non-monetary pov-
erty indicators of income consumption.

Studies on FD-poverty nexus have directly or indirectly estimated the relation-
ship between FD and poverty reduction (Boex & Martinez-Vazquez, 2001; Boex
et al., 2006; Martinez-Vazquez, 2011; Anggraeni et al., 2022; Kaneva et al., 2023).
Nursini and Tawakkal (2019) used Common Effect (CE) together with Pool Or-
dinary Least Square (OLS), the Fixed effect (FE) and the Random effect (RE). Ah-
med (2013) used the standard Ordinary Least Squared, the Random Effects model
and Fixed Effects model, Tobit model and the Generalized Method of Moment
Instrumental Variable (GMM-IV) procedures. Yao (2007), Valaris (2012), Sepul-
veda and Martinez-Vazquez (2010) and Moche et al. (2014) used a panel data re-
gression model. However, the issue of endogeneity in the measurement of decen-
tralization remains a critical obstacle to the wholesale validity of results (Martinez-
Vazquez et al., 2015).

Only a few studies linking FD to multidimensional poverty in Kenya exist. The
existing studies analyse the two variables separately (Geda, de Jong, Mwabu, &
Kimenyi, 2001; Omiti, Owino, Otieno, & Odundo, 2002; World Bank, 2014e; Shifa
& Leibbrandt, 2017; Diwakar & Shepherd, 2018). Other studies focus on thematic
areas within devolution, such as devolved corruption and ethnicity, and local rev-
enue mobilisation (Cheeseman, Lynch, & Willis, 2016; Ataro, Muturi, & Wandera,
2016; Khadondi, 2018; D’Arcy & Cornell, 2016; Hassan, 2015, 2016). Studies that
focus on the link between FD and multidimensional poverty include; Chitere &
Ngundo (2015), Silas et al. (2018), Andhoga, Mavole and Mose (2017), Wagana
(2017), Ngaruiya (2019), and Silas et al. (2018) used intergovernmental transfers,
local own-source revenue and spending decentralisation to assess the impact of
FD on poverty headcount, HDI and income inequality. Studies that study the FD-

poverty link comprehensively are therefore lacking.

4. Methodology and Data

4.1. Construction of Variables and Data Sources

This paper analyses the extent of the effect of FD on MP reduction in Kenya’s
subnational governments (counties). The paper uses cross-county panel data from
2006 to 2019 and published data from government agencies, World Bank reports
and UNDP to analyse the effects of three indicators of FDj; intergovernmental

transfers, subnational own-source revenue and subnational expenditure on mul-
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tidimensional poverty reduction in Kenya.

This paper uses a regression model based on those of Yao (2007), Rodriguez-
Pose and Kreijer (2009), Sepulveda & Martinez-Vazquez (2011), Fuel (2013), Ah-
med (2013), Sanogo (2017), Maharajabdinul et al., (2015) and Silas et al., (2018)
to test the relationship between FD and poverty. The model applies three equa-
tions using OLS, FE and RE, and then chooses the best estimation model between
OLS, FE and RE models. The estimation equation for Revenue Decentralisation
indicator is as follows:

MP, =B, +B,FDREV, +B,FDREV,? +B,PCl, +B,GOVS, +B,CORP,
+BsEVT, +B,LABS, +B,TDR, +B,FTR, +B,,HHS,, + B, LIT,
+ BIZ PCPPEXIt + BIS IWSit + B14UWCit + BlSPOPDit + BIBURBit
+ B ELE; +B1gDNGC; + By EFL; + By DEV, + B, FPCy + &5
i=1---,nmt=1---,T

(1

The estimation equation for the Intergovernmental Transfers indicator is as fol-
lows:
MP, =B, +B,FDINTER, +B,FDINTER; +B,PCI, +B,GOVS,
+B;CORP, + B,EVT, +B,LABS, +B,TDR, +B,FTR,
+ Py HHS; + B, LIT; +B,,PCPPEX; + B3 IWS; +B,,UWC; )
+P1sPOPD;, + By URB; + By, ELE; + B, DNC;, + B, EFL,
+BDEV; + P, FPC; + &

The estimation equation for the Expenditure Decentralisation indicator is as
follows:

MP, =B, +B,FDEXP, +B,FDEXP? +B,PCI, +B,GOVS, +B.CORP,
+BsEVT, +B,LABS, +B,TDR, +B,FTR, +B,,HHS,, +B,,LIT;
+B,,PCPPEX, +B;5IWS;, +B,,UWC, +p,;POPD, +,;URB,
+By7 ELE; +B1sDNC; + B EFL; + By DEV; + B, FPC; +

(3)

The estimation equation for the Vertical Imbalance indicator is as follows:
MP, =B, +B,FDVI, +B,FDVI} +B,GOVS, +B,CORP, +B,EVT,
+B,LABS, +B;TDR;, +B,FTR, +B,,HHS,, +B,,LIT,
+B,,PCPPEX,, +B,3IWS;, + B, ,UWC, +B,;POPD,, +B,;URB,

+B,,ELE; +B,3DNC,, +B,,EFL;, +B,,DEV, +p,,FPC, +¢;

(4)

The summarised equation for the above estimation models is as follows:
MP, = a, +BFD, +BFD; +yCV, +U; (5)

where MP, is the Multidimensional Poverty (MP) indicator that was proxied al-
ternatively by the FGT index (i.e. Headcount Poverty Index, Poverty Gap, and Pov-
erty Severity), Child Poverty, Food Poverty, the HDI as defined by UNDP (2000)
and MPI as defined by Alkire and Foster (2011). Therefore, seven metrics of Mul-
tidimensional Poverty are used as dependent variables to find a consistent rela-
tionship between FD and Multidimensional Poverty. The variable ( FD,, ) is the

level of FD measured using the four indicators (Expenditure Decentralisation,
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Revenue Decentralisation, Intergovernmental Transfers, and Vertical Imbalance).
The variable ( FD} ) is the square of the FD indicators. ( Cv, ) controls for a set of
control variables that are determinants of poverty. We also used the Devolution
Introduction Dummy (DEV); 0, Before Devolution, 1, After Devolution, and For-
mer Provinces Dummies (FPC). U, is the error term and subscript while ¢ de-

notes time. Table 1 shows a summary of the definitions and data sources for the

variables.

Table 1. A summary of variables and data sources.

Variable

Definition

Data Source

Headcount Poverty Index
(HPIL)

Human Development Index
(HDIy)

Multidimensional Poverty
Index (MPL)

Revenue Decentralisation
(FDREV:)

Intergovernmental Transfers
(FDINTER:)

Expenditure Decentralisation
(FDEXPy)

Vertical Imbalance (FD V1)

Population Density (POPDx)

GDP Per Capita (PCIi)

Per Capita Pro-Poor
Expenditures (PCPPEXPy)

Government Size (GOVS)

Proportion of poor people in county 7at period t. Poverty
Headcount Index measures the incidence of poverty.

Human Development Index for County /at year ¢
measured as an index (per cent).

Proportion of multidimensionally poor individuals in
County 7at period ¢ measured as an index.

The share of county 7 own source revenue in total county
revenue for year f measured as a percentage. It captures
the degree of autonomy and discretion of county
governments in revenue and expenditure responsibilities.

The share of county 7intergovernmental transfers in total
national transfers to all county governments for year t. The
pre-devolution (2006-2013) data uses total share of CDF
and LATF of county 7at year ¢in total CDF and LATF
allocations as described by Silas et al. (2018). Measured as
a percentage to capture the effects of central government
grants to counties.

The share of county own revenue as a percentage of total
sub-national revenues (%). It captures the spending
responsibilities of county governments.

The ratio of revenues for county 7to that county’s total
expenditures. Measured as a ratio and captures the degree
to which the local government expenditure depends on
OSR.

Population per square kilometer in county 7in period t.

Per capita income for County 7at period ¢ measured in
Purchasing Power Parity measured in USD.

Expenditures on social services (health, education, water
and sanitation, culture and sports) divided by the number
of poor people in County 7in year £ Measured as a ratio.

Total expenditures of County 7as a percent of GDP in a
year £

KIHBS, 2005/06 and 2015/16
UNDP Human
Development Reports

KIHBS 2005 and 2015/2016;
KPHC 2009 and 2019; Shifa
and Leibbrandt, 2017

CBIRR, CRA, KNBS, KRA,
Silas et al. (2018)

CBIRR, CRA, KNBS, Silas et
al. (2018)

CBIRR, NBIRR, KNBS, BROP,
CRA

CBIRR, CRA, KNBS, BROP

KPHC 2009 and 2019

World Bank, KNBS,
Bundervoet et al. (2015),
UNDP Reports

CBIRR from FY 2014/15 - FY
2018/2019

KNBS, CBIRR, CRA
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Continued

Labour Share (LABS)

Election Voter Turnout (EVT;)

Corruption Index (CORP;)

Distance Between Nairobi to

County Capitals (DNC)

Ethnic Fractionalisation
Dummy (EFL)

Total Dependency Ratio
(TDR#)

Fertility Rate (F7Rx)

Household Size (HHS:)

Underweight Children
(UWGCy)

Former Provinces Dummy

(FPO)

Education (Adult Literacy
Rate) (LIT%)

Access to Improved Water
Source (/WSy)

Access to Electricity (ELE)

Urbanisation (URB:)

The share of labour force of County 7in total national .
. Ndii (2018)

labour force for time %

Independent Electoral and
Boundaries Commission

(IEBC)

Election voter turnout for County 7 for the year 2013 and
2017. Elections are assumed to reflect peoples’ demands.

EACC National Ethics and
Corruption Survey; 2012, 2015,
2016, 2017 issues.

Average amount of bribe paid in USD in a County 7 for
time £

The distance between Nairobi and the County Capitals in
kilometres as a proxy for a likely extent of political Google maps
oversight imposed by the national government.

KPHC 2019, NCIC (2016),
A dummy variable for ethnic diversity in a County £ 0 for ~ Nyabira and Ayele (2016),

homogeneous and 1 for heterogeneous. Lockhart (2019) and Akoth
(2011)

Population that is dependent (age 0 - 14 and 65+ years) KNBS, KIHBS

Average number of children per woman KNBS

Average number of people per household KNBS

Proportion of underweight children below five years for

County 7at year & Proxy for Health Outcome; Scale 0 to KNBS

100.

A dummy variable for the eight former provinces. KNBS

Literacy rate is the percentage of people age 15 years and
above who can, with understanding, read and write a

. ) . . World Bank and KNBS

short, simple statement on their everyday life for County 7
in year . Used a proxy for Education Outcome.
N f le with toi d
: um.ber of people with access to improved water source SID, KNBS
i.e. piped and safe (%)
P t: f ulati ith electricity i ty i fa

ercentage of population with electricity in County 7 for SID, KNBS
year t.
The sh f urb lation i ty 1 fa L

e share of urban population in County 7 for year KNBS

Measured as a percentage.

4.2. Econometric Diagnostic Test Results

This study performed various diagnostic tests on each model to validate the sta-
tistical results and identify the best estimation method. Gujarat (2004) observes
that in a classical linear model, the error term should be normally distributed with
a zero mean and constant variance. Furthermore, the residuals should be free of
heteroskedasticity and autocorrelation. This study employed the following diag-
nostic tests; the panel unit test, the Hausman test, Multicollinearity test, Het-
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eroskedasticity test and Serial correlation test. This study used the Im-Pesaran-
Shin (IPS) and Levin-Lin-Chu panel unit root tests where the null hypothesis of
non-stationarity was not rejected and the panel was further subjected to a LLC
test.

This study also conducted the Hausman tests on various panel models in order
to ascertain the most appropriate model of estimation between; Fixed Effects
Model (FEM) and Random Effects Model (REM). We compared the FEM with
the REM by testing the null hypothesis that the coefficients estimated by the effi-
cient random effects estimator are the same as the ones estimated by the consistent
fixed effects estimator. The test verifies whether the unobserved sub-national gov-
ernment effects are correlated with the regressors (Silas et al., 2018). We also con-
ducted multicollinearity test which showed that all the FD independent variables
were not correlated since the absolute values of the coefficients were below 0.8
(Studenmund, 2011; Greene, 2012). Lastly, the study employed the Modified Wald
Test to test for heteroskedasticity for the MP model specifications and concluded
that the models suffered from heteroskedasticity. To control for heteroskedastic-
ity, heteroskedasticity robust standard errors were used. In the case of REM after
LM, the study adopted the robust standard error option in order to control for a
possible heteroskedasticity problem. The econometric diagnostic results are shown
in Table Al and Table A2 in the Appendix.

5. Empirical Findings
5.1. Descriptive Statistics

Table 2 shows a summary of the descriptive statistics used to check for the basic
characteristics of the study data. Each county received 2.13 per cent of total inter-
governmental transfers (IGTs) on average ranging between 0.3192 per cent and
14.039 per cent from 2006 to 2019. The table also shows that revenue decentrali-
sation, measured as the share of county own revenue in total county revenue, had
amean of 23.77 per cent ranging from 0.119 per cent to 89.47 per cent. This means
that county own-source revenue collection is below average which is attributed to
several reasons such as weak revenue bases at the sub-national level and weak reve-
nue administration (Onami, 2017; Development Initiatives, 2018; Wanjiru, Maina,
Onsomu, & Stewart-Wilson, 2019). Table 2 also reveals that over the study period,
expenditure decentralisation, measured as the share of county government ex-
penditure in total government (national + county) expenditure had a mean of
0.2319 per cent ranging from 0.0059 to 1.487 per cent. Vertical imbalance, meas-
ured as the ratio of own source revenues to county expenditures, had a mean of
0.08599 ranging from 0.00898 to 0.45909. These low values of vertical imbalances
confirm the low share of county own-source revenues in total county government
expenditures. Additionally, Poverty Headcount Index (PHI) had a mean of 41.49
per cent ranging from 16.7 to 87.5 per cent, Human Development Index (HDI)
ranged between 17.2 per cent and 77.3 per cent with a mean of 53.09 per cent and

Multidimensional Poverty Index (MPI) had a mean of 0.23383 ranging between
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0.0741 to 0.5668 over the study period. All the other poverty measures show a

wide range between the maximum and the minimum values suggesting a large

heterogeneity across the Kenyan counties while the standard deviations show an

adequate variable variation of the study data which is good for running regres-

sions.

Table 2. Summary of descriptive statistics for FD-multidimensional poverty, 2006-2019.

Variables Measures of Dispersion Olz::ztf;on
Mean Median Minimum Maximum SD

Revenue Decentralisation (%) 23.77661 9.8288 0.11947 89.4691 24.51257 329
Intergovernmental Transfers (%) 2.127333 1.8705 0.3192 14.0392 1.328135 329
Expenditure Decentralisation (%) 0.231926 0.2048 0.0059 1.4874 0.233843 329
Vertical Imbalance 0.085994  0.056283 0.00898 0.45909 0.087585 329
Poverty Headcount Index (PHI) 41.49103 38.6 16.7 87.5 15.08069 329
Human Development Index (HDI) 53.08763 54.4 17.2 77.3 9.407617 329
Multidimensional Poverty Index 0.233831  0.212422 0.07405 0.56677 0.090289 329
Population Density 448.173 196 4 6339.489 996.9942 329
Election Voter Turnout 77.80851 79 59 87 6.085503 94
Government Size 55830.64 39925.5 13921.41 219880.1 44588.3 329
Per Capita Pro-Poor Expenditure 17469.37  14350.27 7805.472 47246.8 7962.485 329
Labour Share 2.131915 2 0.3 12 1.769417 329
Corruption Index 237.2128 134 35 1320 283.0388 329
Distance Between Nairobi and County

Capitals 321.2457 323.5 1 1027.5 188.0617 47
GDP Per Capita 958.8419 900 170 4038 607.3983 329
Access to Improved Water Source 53.96231 53.6 9 97.1 19.20612 329
Adult Literacy Rate 68.75684 74.8 13.3 98.3 19.78888 329
Fertility Rate 4.535562 44 2.3 7.8 1.225832 329
Underweight Children 19.69088 18.3 3.8 44 9.363798 329
Total Dependency Ratio 90.90 91.1 44.9 141.7 19.61 329
Household Size 4.80152 4.7 2.9 8.2 1.012617 329
Urbanisation 24.48742 17.77 6.07 100 18.98443 329

Source: Study data (2020); Key: SD, Standard Deviation.

Table 3 shows the descriptive statistics for FD indicators and poverty indicators
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by county from the study data spanning from 2006 to 2019. The study variables
show a large variation across the counties. Revenue decentralisation data shows
that, ceteris paribus, on average, Nairobi City County had the highest revenue
percentage accounting for 53 per cent of the total own revenues followed by
Narok and Mombasa Counties. Counties of Turkana, Wajir and West Pokot have
the least share of the own-source revenues at 6.8 per cent, 10.75 per cent and 11.19
per cent respectively. Turkana County therefore depended on intergovernmen-
tal transfers from the national government to finance 93.2 per cent of its ex-
penditures. In terms of intergovernmental transfers, Nairobi City County also
receives the lion share of the transfers from the national government with an
average of 8.365 per cent while Lamu County receives the least share with an
average of 0.69 per cent per fiscal year. Data on expenditure decentralisation
shows that Nairobi City County had the highest share of county expenditure with
an average of 1.3684 per cent while Lamu County had the lowest share of county
expenditure at 0.0612 per cent over the study period. Vertical imbalances data
show that Nairobi City County had the highest ratio of own source revenues
(OSR) to county expenditures with an average ratio of 0.4591 while Mandera
County had the lowest ratio of own source revenues to expenditures with an av-
erage ratio of 0.009.

Poverty Headcount Index (PHI) shows that Nairobi City and Kiambu Counties
had the least poor with a headcount averaging 20.2 per cent and 22.8 per cent
respectively while Turkana and Mandera are the poorest. Furthermore, Nairobi
City and Nyeri Counties had the highest HDI averaging 0.694 and 0.646 respec-
tively while Turkana and Mandera Counties had the lowest HDI. Nairobi City
County had the least number of multidimensionally poor people with its MPI aver-
aging 0.0967 while Turkana County had the highest MPI averaging 0.4478. Com-
pared to counties highly dependent on intergovernmental transfers, counties that
finance most of their expenditures from OSR have managed to reduce poverty head-
count and mp by spurring their local growth and development. This opens up the
debate between the FGT of Fiscal Federalism that emphasise the importance of
transfers for mitigating vertical and horizontal imbalances and the SGT of Fiscal
Federalism that give more importance to revenue decentralisation through sub-
national tax collection for fostering local economic prosperity (Bird & Vaillan-
court, 1998; Ter-Minassian, 1997; Oates, 1999; Chandra, 2012; McKinnon, 1997;
Qian & Weingast, 1997; Goerl & Seiferling, 2014).

5.2. Fiscal Decentralisation and Poverty Headcount Index (PHI) in
Kenya: Relationship and Effect

In this section, we empirically assess the effect of FD on multidimensional poverty
using the money-metric and the non-money metric measures of poverty in Kenya.
We regressed the poverty measures (PHI, HDI and MPI) against the four indica-
tors of FD one at a time and other control variables identified in the literature.

The following section discusses the results from our empirical tests.
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Table 3. Descriptive statistics for FD and poverty measures, 2006-2019.

COUNTY Revenue Dece. Inter. Trans. Expe. Dece. Vertical Im. PHI HDI HDI MPI MPI

MEAN STD MEAN STD MEAN STD MEAN STD MEAN STD MEAN STD MEAN STD

Turkana 6.80 7.47 2.793  1.337  0.2796 0.2630  0.0175 0.0041 71.2 16.8 3275 7.06 0.4478 0.0919
Baringo 22.46 24.75 1.697  0.093 0.1623 0.1256  0.0617 0.0305  44.6 5.6 56.25 395 0.2499 0.0513
Bomet 24.22 28.01 1.705  0.121 0.1813 0.1359  0.0411 0.0236 47.2 8.7 60.27  4.47 0.1949 0.0400

Bungoma 19.36 20.65 2920 0.130 0.2717 0.2005  0.0753 0.0398  36.1 8.5 53.08 4.43 0.2089 0.0429
Busia 22.26 23.17 2.035 0.171 0.1839 0.1394  0.0555 0.0247  52.5 15.8 43.69 241 0.2272 0.0466
E.Marakwet  21.46 25.09 1.263  0.104 0.1167 0.0957  0.0334 0.0206 44.6 6.4 58.71 434 0.2037 0.0418
Embu 24.61 25.68 1.562  0.033 0.1608 0.1166  0.0915 0.0476  30.0 6.1 6290 598 0.1869 0.0383
Garissa 11.95 13.82 1917  0.361 0.2058 0.1857  0.0148 0.0003 54.9 10.4 43.55 7.47 0.3547 0.0728
Homa Bay 15.93 18.08 2.378  0.234 0.2031 0.1494  0.0269 0.0137 41.2 6.1 4483 3.14 0.2316 0.0475
Isiolo 34.61 40.10 0.920  0.282 0.1135 0.0884  0.0399 0.0064 52.1 10.0 49.50 530 0.3349 0.0687
Kajiado 28.90 27.00 1.571  0.216 0.1792 0.1322  0.1411 0.0714 35.4 59 56.10 9.42 0.2169 0.0445

Kakamega 19.28 20.18 3.758  0.299  0.3252 0.2334  0.0563 0.0275  39.9 6.5 52.43 337 0.2118 0.0435

Kericho 28.21 29.54 1.704  0.024  0.1770 0.1191  0.0905 0.0504 31.5 6.5 62.18 8.85 0.1964 0.0403
Kiambu 34.45 27.31 3460 0.468  0.4031 0.2301  0.2041 0.1230  22.8 3.4 61.52 425 0.1304 0.0268
Kilifi 25.80 26.64 2.780 0.104  0.2880 0.2102  0.0733 0.0303  46.9 8.8 52.60 6.12 0.2844 0.0583

Kirinyaga 27.77 29.58 1.396  0.051 0.1348 0.0923  0.0895 0.0486  24.7 3.7 60.13  3.38 0.1708 0.0350

Kisii 20.56 23.16 2.800 0.173 0.2692 0.2001  0.0394 0.0201  38.0 12.3 54,52 3.52  0.2089 0.0429
Kisumu 19.82 15.42 2.103  0.262  0.2679 0.1355  0.1422 0.0805 36.3 2.6 55.09 3.62 0.1891 0.0388
Kitui 20.61 22.46 2,649 0.111 0.2541 0.2040  0.0474 0.0184 51.0 6.5 49.92 3.86 0.2243 0.0460
Kwale 20.28 21.80 1.817  0.267  0.1807 0.1512  0.0469 0.0202  49.7 15.6 45.06 4.64 0.2887 0.0592
Laikipia 36.02 30.70 1.005 0.350  0.1564 0.0992  0.1179 0.0571  40.1 9.3 60.60 3.42 0.1869 0.0383
Lamu 19.20 22.47 0.690  0.142 0.0612 0.0552  0.0320 0.0143  34.7 5.6 55.37 420 0.2770 0.0568

Machakos 34.12 29.78 2.748 0.113 0.3195 0.2049  0.1563 0.0868  34.0 9.1 5398 7.31 0.1781 0.0365

Makueni 17.99 19.63 2233 0.045 0.2000 0.1613  0.0459 0.0203 429 12.5 49.11 8.95 0.1781 0.0365
Mandera 11.83 14.11 2.345  1.091 0.2847 0.2682  0.0090 0.0034 71.3 15.4 38.63 439 0.3342 0.0686
Marsabit 18.11 21.82 1.604 0.417  0.1678 0.1512  0.0184 0.0006  65.4 7.7 4236  3.18 0.3862 0.0792
Meru 20.17 20.39 2.865 0.238  0.2459 0.1772  0.0749 0.0434 29.2 6.9 57.84 5.13 0.2103 0.0432
Migori 20.11 22.37 2.186  0.057  0.2065 0.1497  0.0563 0.0260  42.6 5.0 46.65 4.17 0.2279 0.0468

Mombasa 39.44 26.26 2.874 0.871 0.4115 0.1203  0.3243 0.1918  29.2 4.3 62.01 8.40 0.1429 0.0293

Murang’a 27.56 27.86 2203 0.214  0.2199 0.1537  0.0971 0.0544 31.8 4.5 61.34 453 0.1744 0.0358

Nairobi 53.15 17.42 8.365 4.164 1.3684 0.1068  0.4591 0.2930  20.2 4.5 69.40 5.92 0.0967 0.0198
Nakuru 33.75 25.35 3.537  0.287  0.3739 0.1889  0.2435 0.1539 294 3.7 57.15 421 0.1627 0.0334
Nandi 17.73 18.84 1.749  0.077  0.1667 0.1334  0.0464 0.0248 38.2 2.4 57.23  4.18 0.2140 0.0439
Narok 47.03 39.74 1.787  0.324  0.2997 0.1455  0.2712 0.1444 37.5 10.4 53.25 2.99 0.2668 0.0547
Nyamira 11.25 12.36 1.489  0.099  0.1404 0.1142  0.0275 0.0148 36.7 10.6 56.80 5.97 0.1957 0.0401
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Nyandarua 26.50 29.72 1.646 0.078 0.1612 0.1178 0.0642 0.0404 334 4.9 59.34 4.42 0.1524 0.0313
Nyeri 30.07 29.32 2.002 0.175 0.2146 0.1378 0.1288 0.0740 239 4.5 64.61 4.66 0.1444 0.0296
Samburu 31.71 35.47 1.045 0.298 0.1264 0.0927 0.0610 0.0088 64.8 11.8 41.77 3.50 0.4016 0.0824
Siaya 16.26 18.50 2.031 0.154 0.1618 0.1154  0.0335 0.0169 36.7 3.1 44.12  3.84 0.2221 0.0456
T. Taveta 27.64 30.88 1.256  0.019 0.1263 0.0945 0.0591 0.0248 45.7 14.2 56.76 ~ 3.26 0.1920 0.039%4
Tana-River 14.48 17.50 1.262  0.324 0.0953 0.0869  0.0129 0.0039 53.7 17.7 38.97 3.86 0.3386 0.0695
T. -Nithi 20.80 23.70 1.085 0.200 0.1117 0.0860 0.0437 0.0223 359 11.6 60.88 6.78 0.2103 0.0432
T. Nzioa 22.93 24.94 1.707 0.194 0.1734 0.1248 0.0610 0.0323 34.7 5.4 53.81 3.41 0.2081 0.0427
U. -Gishu 31.48 30.12 2.077 0.127 0.2220 0.1214 0.1386 0.0776 31.2 9.2 60.84 433 0.1554 0.0319
Vihiga 16.90 18.76 1.534  0.067 0.1327 0.0983  0.0391 0.0177 359 6.9 53.52 3.79 0.2514 0.0516
Wajir 10.75 12.89 2.033  0.596 0.2433 0.2157  0.0105 0.0014 66.5 12.4 38.88 6.00 0.3532 0.0725
W. Pokot 11.19 12.53 1.399  0.264 0.1513 0.1286  0.0213 0.0066  53.9 10.6 44.83 519 0.3664 0.0752
ALL 23.78 23.48 2.1273 0.3367 0.2319 0.1459 0.0860 0.0459 41.5 8.3 53.09 4.89 0.2338 0.0480

Source: Study data; Key: Dece., decentralisation; inter. Trans., intergovernmental transfers; Im, imbalance.

First, we regressed Poverty Headcount Index (PHI) on the four FD indicators
one at a time and other explanatory variables to assess the impact of FD on FGT
income poverty indices. For revenue decentralisation, the results in Table 4 show
the Adjusted R-Square of the model as 0.8938 which implied that 89 per cent of
the total variations in the dependent variable were correctly explained by the in-
dependent variables in the model. Therefore, the remaining 11 per cent of the total
variations can be explained by other predictor variables not included in the model.
The F-statistics for the joint statistical significance of all explanatory variables of
the model was 37.50 with a p-value of 0.0000. The estimated coefficient of revenue
decentralisation was negative and statistically significant at 0.1 per cent level of
significance. The coefficient for the square of revenue decentralisation (quadratic
specification) was positive and statistically significant at 0.1 per cent level of sig-
nificance. The negative coefficient on revenue decentralisation (—0.645) along
with the positive coefficient on revenue decentralisation squared (0.00526) inform
us that this variable exhibits a parabolic shape when graphed against poverty head-
count index. This means that increasing revenue decentralisation leads to poverty
reduction, but at a decreasing rate to a certain critical point.

The coefficients for this model show that, holding everything equal, a one per
cent point increase in revenue decentralisation of a county 7reduces poverty head-
count in the county 7by [-0.645 + 2 (0.00526) (FDREV)]. When FDREYV is substi-
tuted by the mean value of revenue decentralisation the equation becomes [-0.645
+ 2 (0.00526) (23.78)], that equals to —0.3948. Therefore, on average, a one per
centincrease in revenue decentralisation reduces poverty headcount by 0.3948 per
cent points ceteris paribus. Furthermore, the critical point of revenue decentrali-
sation beyond which the sign of the marginal effect is reversed, is obtained by

taking the partial derivative of poverty headcount equation with respect to reve-
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nue decentralisation, equating it to zero and solving for FDREV.

_° =-0.645- 2(0.00526)(FDREV) =0
OFDREV (6)
—> FDREV = _& =-61.31%

2(0.00526)

The solution of the above Equation (6) shows that an increase in revenue de-
centralisation reduces poverty headcount up to a critical revenue decentralisation
threshold equal to approximately 61.31 per cent. Therefore, increasing revenue
decentralisation beyond 61.31 per cent will increase poverty levels in Kenyan sub-
national governments. The descriptive statistics showed a mean of 23 per cent for
revenue decentralisation implying that most counties still have a policy space to
expand their own revenues to attain this upper bound of 61.31 per cent. However,
our study data showed that this threshold had been met by Nairobi, Laikipia,
Machakos and Narok counties before introduction of devolution in 2013 but their
revenue shares significantly dropped after devolution. The reason why revenue
decentralisation beyond the upper bound of 61.31 per cent would exacerbate pov-
erty headcount, is that beyond 61.31 per cent, county governments may pursue
different redistribution policies that may undermine the redistributive power of
the national government (Silas et al., 2018). Furthermore, revenue decentraliza-
tion beyond 61.31 per cent would trigger a race-to-the-bottom competition across
jurisdictions leading to tax rates that are too low compared to the social optimum
(Keen & Kotsogiannis, 2004). Lastly, in Kenya, subnational taxes are mainly indi-
rect taxes that tend to be more regressive, and property taxes that are generally
less progressive than those of the national government. Therefore, the increased
subnational taxation efforts to reduce the progressivity of the national tax system,
burdens the poor increasing poverty.

Generally, our findings on revenue decentralisation show that poverty head-
count is likely to be reduced because an increase in revenue decentralisation in-
creases county governments’ fiscal autonomy that’s key in poverty reduction. Fur-
thermore, increased revenue decentralisation leads to increased demand for ac-
countability and transparency in the use of local revenues by the local citizens who
are closer to the county governments. It is evident that the devolution of revenue
in Kenya seems to have enhanced accountability in the service delivery process of
counties that benefit the poor. Since local leaders are elected by local citizens dur-
ing general elections, they tend to make fiscal decisions regarding local taxation
and expenditures that are more responsive to local needs especially those touching
on the social welfare of the citizens.

Our findings on revenue decentralisation echo the arguments of the Second-
Generation Theory (SGT) of Fiscal Federalism. For instance, Market-Preserving
Federalism (MPF) argues that greater revenue decentralisation increases the fiscal
incentives of political officials to foster local market growth and MP reduction.
When revenue decentralisation is enhanced, local officials capture revenue from

broad taxes on the increased economic activity in the market which motivates
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them to create new market opportunities as a means of increasing the fiscal
proceeds generated by markets (Canaleta et al., 2004; McKinnon, 1997; Qian &
Weingast, 1997; Weingast, 2009). Furthermore, part of the fiscal proceeds is spent
on provision of public goods and social welfare programs that target the poor. In
Kenya, as pointed out by Silas et al. (2018), county governments have autonomy
and discretion on the use of locally raised revenues, which are spent on transfer
programs such as bursary funds, construction of houses for the elderly and youth
programs. These programs may have a positive effect on welfare and poverty re-
duction.

However, it’s important to note that the findings on revenue decentralisation
contradicts the First-Generation Theory (FGT) of Fiscal Federalism arguments
that redistributive policies should be exclusively the function of central govern-
ments (Tiebout, 1956; Musgrave, 1959; Oates, 1972). For instance, the Tiebout’s
model of ‘voting with the feet’ doesn’t hold water for Kenya because of the limited
interjurisdictional mobility by households. Furthermore, the distributive policies
of subnational governments do not differ much across Kenyan counties. Similarly,
FGT are based on perfect and costless inter-jurisdiction mobility which can’t be
met by Kenya’s devolution.

The poverty-reducing characteristics of revenue decentralisation are confirmed
by the results on vertical imbalance, which measures the ratio of county own source
revenues in total county expenditures. The results presented in Table 4 show that
vertical fiscal imbalance had a negative and significant relationship with poverty
headcount at one per cent significance level while the square of the vertical imbalance
had a positive and statistically significant coefficient at one percent level of signifi-
cance. These results imply that an increase in vertical imbalance ratio reduces poverty
headcount up to 53.54 per cent where it begins to increase poverty headcount. As the
size of own source revenues in total county expenditures increases, poverty head-
count reduces significantly. A case in point is Nairobi City County which finances a
large part of its budget from locally-raised revenues and has low PHI.

To assess the effects of intergovernmental transfers (FDINTER) on Poverty
Headcount Index (PHI), we regressed PHI against intergovernmental transfers and
a number of other explanatory variables. The results presented in Table 4 show that
intergovernmental transfers had a positive and significant relationship with pov-
erty headcount at one per cent significance level. On the other side, the square of
intergovernmental transfers (quadratic specification) had a negative and statisti-
cally significant coefficient at one percent level of significance. These results imply
a hump-shaped relationship between FDINTER and PHI whereby an increase in
intergovernmental transfers (IGT's) to counties increases poverty headcount when
implemented at low levels, however, when implemented above 9.92 per cent it

reduces poverty headcount.
The marginal level of 9.92 per cent is the partial derivative of the poverty
headcount equation with respect to intergovernmental transfers given as,
oP
OFDINTER
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The study data showed that intergovernmental transfers of all counties fell below
this threshold except for Nairobi before the inception of devolution in 2013 when
the Nairobi City Council used to receive a lion share of the Local Authority Trans-
fer Fund (LATF) for public service delivery. This means that almost all counties
still have a policy space in their fiscal structures to reach the upper bound of 9.92
per cent for IGTs where PHI can be reduced significantly. The coefficients for this
model show that, holding everything equal, a one per cent point increase in inter-
governmental transfers of a county i reduces poverty headcount in the county i by
[3.651 — 2(0.184) (FDINTER)]. When FDINTER is substituted in the equation by
the mean value of intergovernmental transfers, the equation becomes [3.651 - 2
(0.184) (2.1273)], that equals to 2.8682. Therefore, on average, a one per cent in-
crease in intergovernmental transfers increases poverty headcount by 2.8682 per
cent points. These findings oppose the arguments of the First Generation Theories
(FGT) of Fiscal Federalism which believe that greater welfare gains can be gener-
ated from FD through various forms of intergovernmental transfers to correct the
potential inefficiencies and promote fiscal equity. From these arguments, subna-
tional governments should play a minimum role in redistributive policies that are
better accomplished by the central governments for better equity and efficiency
reasons (Tiebout, 1956; Stigler, 1957; Musgrave, 1959; Oates, 1972).

However, the above findings support the arguments of SGT especially the MPF
that argues for limits on intergovernmental fiscal transfers (Weingast, 2009). MPF
emphasises the need for maintenance of an equilibrium between expenditure and
revenue that calls for a reduction in intergovernmental transfers and an increase in
revenue decentralisation. In fact, MPF argues for limited revenue sharing among
levels of governments so that they face hard budget constraints. This is not the case
for FGT that see no necessary relationship between local expenditure and local rev-
enue being generated, which instead argues for increased intergovernmental
transfers to subnational entities. However, in such a scenario, the critical question
has always been whether or not increased intergovernmental transfers will create
the necessary incentives for local poverty reduction. For instance, Careaga and
Weingast (2003) observe that the incentives to engage in rent-creation and cor-
ruption increase when subnational governments depend more on the central gov-
ernment transfers and have low local revenue generating capabilities. This seems
to be the case for Kenyan counties.

Kenyan subnational governments receive a large amount of IGTs in two main
forms; general-purpose (unconditional) transfers through revenue sharing be-
tween the national government and county governments, and specific-purpose
(conditional or earmarked) transfers from national government and other devel-
opment partners such as the World Bank and DANIDA. For instance, in 2018,
counties received conditional grants for development and rehabilitation of village
polytechnics, compensation for user fee foregone, leasing of medical equipment
and Road Maintenance Fuel Levy Fund. However, as results pointed out, these

transfers seem to have increased poverty headcount in Kenyan counties. Several
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reasons can be posited to explain this phenomenon. First, Kenya’s revenue sharing
formulae seem to follow the approach of “how much do we get” instead of “finance
follows functions” that lead to unfunded functions at the county level (TISA, 2012).
Furthermore, the changes in the revenue sharing formula by Commission on Rev-
enue Allocation (CRA) over time make transfers less sustainable and unstable as
the changes bring about losers who are mostly marginalised counties, a situation
that disrupts provision of services to the poor. The process of changing the reve-
nue sharing formula is always accompanied by intense political/party bargaining,
especially in the senate, which boils down to county voters’ support in national
elections as well as political rewards and punishments.

Secondly, there has been an increasing trend of reduced interest and ability by
the national government to fund pro-poor programs since the introduction of de-
volution. With transfer of responsibilities to counties, the national government
felt relieved and not answerable to what happens in the counties, including mat-
ters on poverty reduction. There has been a perception that counties receive funds
that could otherwise be devoted to poverty reduction by the national government.
This is in line with Sepulveda and Martinez-Vazquez (2010) argument that the
presence of FD might negatively affect the national preferences for poverty reduc-
tion and other outcomes like economic growth, macroeconomic stability and re-
gional disparities which exacerbate poverty. Thirdly, the presence of weak institu-
tions both at the national government and the county government makes them
more susceptible to elite capture and exploitation by the bureaucrats and elites. In
many ways, the Kenyan state still suffers from the effects of years of state central-
ism that gave rise to extractive political institutions that concentrated power in
the hands of a few elites (Ngaruiya, 2019). Lastly, subnational governments divert
unconditional transfers from the national government to unintended purposes
other than pro-poor programs. The few remaining conditional grants are ear-
marked to specific projects and programmes by the national government in health
and infrastructure projects. There have also been cases of pork barrel transfers in
some counties for reasons of winning majority votes during general elections.

To assess the effects of expenditure decentralisation (FDEXP) on Poverty Head-
count Index (PHI), we regressed PHI against expenditure decentralisation and a
number of other explanatory variables. The results presented in Table 4 show that
expenditure decentralisation had a positive and significant relationship with poverty
headcount at 0.1 per cent significance level, while the square of the expenditure de-
centralisation had a negative and statistically significant coefficient at 0.1 percent
level of significance. These results imply that beginning from no expenditure decen-
tralization (FDEXP = 0), a move towards FDEXP will first increase poverty head-
count up to a critical threshold of 0.801, where expenditure decentralization begins
to have a positive effect on poverty headcount. This critical threshold of expenditure

decentralization is the partial derivative of the poverty headcount equation with

P
respect to expenditure decentralisation given as, P . These results echo the
OFDEXP
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results on intergovernmental transfers.

A possible explanation for expenditure decentralisation having poverty-exacer-
bating features is that, in Kenya, counties are not more directly involved in the
provision of services that most immediately help the poor (Silas et al., 2018). These
results echo FGT arguments that subnational governments should not play any
role in redistributive policies (Tiebout, 1956; Stigler, 1957; Musgrave, 1959; Oates,
1972). The results can also be explained by vertical fiscal imbalance findings which
show that most counties don’t finance their budgets through own-source reve-
nues, but rather through intergovernmental transfers. However, it is expected that
at higher levels of expenditure decentralization, beyond 0.801 per cent, counties
could use their proximity advantage to effectively implement anti-poverty pro-
grams. The upper threshold of 0.801 per cent has been met by Nairobi City County
only meaning that the remaining 46 counties have a policy gap to achieve this
spending threshold. To reduce the spending wastage that comes with IGTs, the
subnational governments need to put in place fiscal structures to deal with local
corruption and elite capture. As noted by Cheeseman, Lynch & Willis (2016) and
D’Arcy and Cornell (2016), decentralisation in Kenya has exacerbated corruption
and rent-seeking practices at the subnational level. This has created perverse in-
centives at the county level leading to embezzlement of public funds and impru-
dent expenditure policies. Devolution has further created new local elites and
made county administrations more prone to elite capture (Afrobarometer, 2014;
Silas et al., 2018; Fonshell, 2018; Stedtjer, 2018; D’Arcy, 2020).

In conclusion, findings on the effect of FD on the money-metric poverty head-
count index in Kenya show that increased revenue decentralisation and vertical
imbalance reduce poverty headcount up to a certain critical point where they
begin to increase poverty while increased intergovernmental transfers and ex-
penditure decentralisation increase poverty headcount up to a certain critical
point where they begin to reduce poverty. These differences in results between
poverty-reducing revenue decentralisation and the poverty-exacerbating expendi-
ture decentralisation show the missing link between public revenue generation
and spending at Kenyan subnational governments. This link also echoes the First-
Generation Theories of Fiscal Federalism that doesn’t consider a strong linkage
between subnational government’s own revenue and expenditure (Jin, Qian, &
Weingast, 2005, 1999). FGT arguments incline to focus on allocative distortions
under a decentralised revenue collection by recommending a centralised revenue
collection and a decentralised expenditure system. This then allows sizeable trans-
fers from central to subnational governments to fill the local revenue-expenditure
gap (Ghani, 2014). On the other hand, SGT and MPF emphasise the importance
of local governments’ incentives in pursuing fiscal responsibility related policies
through the maintenance of equilibrium between expenditure and revenue (Ghani,
2014). The lower levels of revenue decentralisation provide low incentives for the
county governments to choose pro-poor policies and they therefore rely on the
transfers/grants from the national government. Fiscal intergovernmental transfers

seem to reduce the urgency for proper fiscal management and a sense of respon-
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sibility and accountability among county governments.

Looking at other studies, our findings on revenue decentralisation are consistent
with Sanogo (2017) who found out that increased local revenues positively affected
the access to public services and reduced poverty headcount in Céte d’Ivoire; Silas et
al. (2018) who found out that increased own-source revenue reduces poverty head-
count up to a critical level of 44.47 per cent where it leads to increase in poverty in
non-marginalized counties; Fuel (2013) who found out a negative effect of tax au-
tonomy on poverty headcount in Nepal; Faridi and Nazar (2013) who found a
negative relationship between provincial revenue and poverty headcount ratio in
Pakistan; Nursini and Tawakkal (2019) who found a negative and significant re-
lationship between revenue decentralisation and poverty rate in Indonesia; and
Sepulveda & Martinez-Vazquez (2010) who found a negative effect of revenue de-
centralization on poverty headcount using a cross-country data. Other studies
with negative effects include Canare and Francisco (2019) for Philippines and
Andhoga, Mavole and Mose (2017) for Kenya and Banwo (2012) for Nigeria while
Abdillah and Mursinto (2016) found an insignificant effect of provincial own-
source revenues on poverty.

However, our revenue decentralisation findings contradict with those of Sepul-
veda and Martinez-Vazquez (2011) and Shahzad and Yasmin (2016) who report
that FREV increases poverty rate. Pertaining vertical imbalances, Valaris (2012)
found a negative, non-linear parabolic and significant relationship between vertical
imbalance and poverty rate in American states similar to our study. Findings on
intergovernmental transfers are constituent with Silas et al. (2018) who found out
that increase in the share of intergovernmental transfers to counties would in-
crease poverty up to 18.42 percent where it begins to reduce poverty head count,
Sanogo (2017) who found a positive and insignificant relationship between HPI
and central transfers and Ramirez et al. (2016) who found out a positive relation-
ship between transfers and poverty incidence. Bird et al. (1998) make a conclusion
in favour of greater FD and better intergovernmental fiscal arrangements in order
to increase the expenditure on pro-poor programmes. Studies by Rao, Bird and
Litvack (1998), Yao (2007), Bjornestad (2009), Litschig and Morrison (2013), Ma-
harajabdinul et al. (2015), Andhoga et al. (2017) and Binh and Ha (2018) found a
negative relationship between intergovernmental transfers and poverty head-
count/rate.

Lastly, our findings on expenditure decentralisation are consistent with those of
Sepulveda and Martinez-Vazquez (2011), Nursini and Tawakkal (2019), Banwo
(2012), Shahzad and Yasmin (2016), Yuliani et al. (2020), Moche et al. (2014),
Jellema et al. (2016), Silas et al. (2018), Asante and Ayee (2010), Bekele and Kjosa-
vik (2016) who found out that the coefficient for expenditure decentralization to be
positive and statistically significant with poverty headcount/rate/incidence. How-
ever, these results contradict with those of Sacchi and Salotti (2011) who found that
the coefficient for expenditure decentralization to be statistically insignificant
while studies by Crook and Sverrisson (2001), Steiner (2005), Ahmed (2013), Fuel
(2013), Odior (2014), Sasana (2018), Kusumaningrum (2013), Valaris (2012),
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Llorca-Rodriguez, Garcia-Fernandez and Saez-Lozano (2017) and Faridi and
Nazar (2013) found a negative relationship between expenditure decentralisation
and poverty headcount/rate. Using post-devolution data in Kenya, Andhoga et al.
(2017) found a negative coefficient for capital expenditures and a positive coeffi-
cient for recurrent expenditures.

There also exist other studies that show general results on the relationship be-
tween FD and poverty reduction. For instance, Rao (2002), Von Braun and Grote
(2000), Bird and Rodriguez (1999), Bardhan and Mookherjee (2004), Galasso and
Ravallion (2005), Nguyen (2008), Khanal (2018), Alene & Worku (2017), Kyei
(2008), Skira (2006), Simanjuntak and Muhklis (2017), Zambok et al. (2016) and
Hiktaop et al. (2020) found a negative relationship and effective role of FD in pov-
erty alleviation. Furthermore, studies by Brixiova, Gemayel and Said (2003), Bos-
suyt and Gould (2000), Bojanic (2016), Robinson and Stield (2001), Xu (2011),
Goerl & Seiferling (2014), Cavusoglu & Dincer (2015), Chitere and Ngundo
(2015) and Azila-Gbettor et al. (2014) support a positive relationship and ineffec-

tive role of FD in poverty reduction.

Table 4. Effects of fiscal decentralisation on multidimensional poverty: OLS approach.

MODELS RE RE FE FE FE FE FE FE FE FE RE FE
DEPENDENT
HPI HPI HPI HPI HDI HDI HDI HDI MPI MPI MPI MPI
VARIABLES
—0.645%% 0.0980%** 0.00161++
FDREV
(~8.66) (5.17) (4.83)
0005264+ ~0.00105* ~0.0000155%**
FDREV2
(5.66) (-1.87) (-3.76)
3.651% ~1.08** —0.0381*
FDINTER
(3.11) (-2.03) (-7.49)
~0.184* 0.0556* 0.00210%+
FDINTER2
(-2.17) (1.25) (6.07)
60.73%* -9.168* —0.214*
FDEXP
(8.40) (~2.00) (-6.74)
FDEXP2 37.93 1037 0.132
EXE (-6.21) (2.39) (4.40)
—0.212% 0.00166** 0.185*
FDVI
(-2.61) (2.93) (2.51)
0.00198** ~0.000108* -0.0969
FDVI2
(3.15) (~2.41) (-0.15)
pCI -0.00122  —0.000717 —0.000297% —-0.000143  0.00364***  0.00470***  0.00467*** 0.00458** —0.0000104* —-0.0000778* —0.0000117% —0.000082*
(-0.99) (~0.56) (-0.23) (-0.11) (5.01) (6.10) (7.13) (6.41) (-2.20) (~1.40) (-2.21) (-1.47)
0.0000301  0.0000782** 0.0000821*  0.0000231 ~ 0.00000718 ~ 0.0000293  0.0000162 0.0000312 0.0000689*** 0.0000628*** 0.0000589** ~0.0000631*
GOVS
(1.27) (2.94) (3.32) (0.81) (0.42) (1.68) (0.96) (1.82) (5.30) (4.78) (4.55) (4.65)
CORPT 0.00361 0.00157 0.00274 0.00283  —0.000798 000070 —0.000981 -0000634 0000804 oo\ o 00157 0000602
(1.40) (0.58) (1.01) (1.03) (-0.45) (-0.33) (-0.48)  (-0.30) (0.67) : ’ (1.26) (0.47)
BVT ~0.0702 -0.263 -0.173 -0.284 ~0.228* —0209*  —0274%  -0214*  -0.00160*  —-0.00142* —0.00191**  —0.00156*
(~047) (-1.69) (-1.12) (-1.81) (-2.52) (-2.20) (-293)  (-222) (-227) (-1.97) (-2.67) (-2.18)
s -0.0470  -3.110"*  -2.066* -0.539 -0.594 -0911 —00119  —0967*  —0.00927**  -0.00374  —0.00323  —-0.00525*
LAB (~0.08) (-3.57) (-2.26) (-0.63) (~1.66) (-1.34) (-0.03)  (-2.39) (-4.23) (~0.65) (~1.20) (-2.14)
0210 25624 2431 0.807 —0.937%  —L343%  —1301%*  —0.0284%% 003374 00287 00297  0.0303**
FIR
(0.27) (2.78) (2.84) (0.98) (-2.09) (-2.92) (-283)  (-6.66) (8.41) (8.43) (9.02) (7.53)
—0265%  —0315%%  —0298*"  —0310%*  0.0897**  0.0944%*  0.121%*  0100°*  —0.000641** —0.000892** —0.000872** —0.000859*
LIT
(~5.64) (-5.92) (-6.08) (-5.61) .79 (2.83) (4.23) (3.33) (~3.05) (-3.85) (~3.86) (~3.69)
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Continued
—-0.00136 —-0.000487  -0.00224*  -0.00271* 0.000420 0.000888 0.000719 0.00102 0.00000209  0.00000263  0.00000324  0.00000642
POPD
(-1.29) (~0.56) (~2.05) (-2.37) (0.85) (0.92) (1.26) (1.68) (0.43) (0.56) 0.73) (1.08)
URB 0.214%* 0.0727 0.0656 0.148% —0.129%%* —0.0833* -0.0118 —0.0331 —0.000600* —-0.000273 —-0.000319 —0.000337
(2.89) (1.13) (1.05) (2.22) (-3.55) (-2.27) (-0.23) (-0.96) (-2.10) (-1.01) (-0.81) (-0.01)
—0.00104*** —0.000962*** —0.00106*** —0.00103***  0.0000423  0.0000424  0.0000423  0.0000458 —0.00000433 —0.00000277 —0.00000230 0.00000338
PCPPEXP
(~5.30) (~5.06) (-5.72) (~5.40) (0.54) (0.49) (0.54) (0.58) (-0.81) (~0.50) (~0.30) 0.69)
DNC 0.00527 0.0175%** 0.0152%* 0.0190*** —-0.00335 —-0.00372 —-0.00335 —0.00270  0.0000626**  0.0000444* 0.0000557** 0.00000647
(1.02) (3.34) (2.97) (3.40) (-1.19) (-1.32) (-1.19) (~0.89) (2.62) (2.02) (2.61) (0.28)
-0.217 -0.786 -0.223 -0.290 1.294 1.379 0.0795* 1.508** —0.00196 —0.000865 —0.00427 —0.00299
EFL DUMMY
(-0.22) (~0.74) (-0.21) (-0.27) (1.22) (1.31) (2.32) (2.61) (~0.43) (~0.19) (~0.98) (~0.66)
— .12 -5 4*** _4. %ot . '1 Rk .. ot 1. * 2. 1 * X 2 ot —0. 1 2** —0. 2 4% —0. 414 —0. 11)('*)('
DEV DU! 0.120 5.97. 857 6.130 3.380° 363 016 0.0289 0.015; 0.0265 0.0 0.03
(-0.10) (-4.79) (-3.24) (—4.47) (3.85) (1.69) (2.46) (=5.57) (-2.75) (—4.67) (-0.63) (-5.43)
FP Dummies 39.68*%* 17.74 25.48* 13.70 18.98%* 19.69%* 18.93** 29.96*%* 0.215%%* 0.246*%* 0.240%%* 0.297%*
-Coast (3.52) (1.52) (2.22) (1.17) (2.88) (3.01) (2.87) (4.71) (4.11) (5.01) (5.16) (6.17)
Central -0.200 —2.435 -2.510 —2.048 2.485 3.084 3.037 1.354 0.0103 0.0204 0.00499 0.00773
(~0.07) (~0.84) (~0.90) (-0.72) (1.05) (1.37) (1.30) 0.87) (0.83) (1.67) (0.46) (0.67)
Bast 0.116 2.082 0.677 1.177 2331 1.936 2.006 0.910 0.0188 0.0205* 0.0107 0.00692
-Eastern
(0.05) (0.84) (0.28) (0.48) (1.15) (1.00) (0.99) (0.69) (1.77) (1.99) (1.27) (0.80)
Nairobi 4.772 0.173 -17.10* 6.990 -12.09 -2.037 0.962 -3.097 0.00960 0.0740** 0.117%* 0.0278
-Naito
0.95) (0.03) (-2.41) 127) (-1.43) (-0.39) (0.17) (-1.05) (0.41) (2.81) (4.23) (0.56)
Rift Vall -0.326 -0.102 -1.097 —-0.194 3.722% 3.693* 3.708* 3.198** —0.0148* —0.00407 —0.00848 —0.00372
2l (-0.19) (~0.05) (-0.59) (-0.10) (2.10) (2.22) (2.13) (3.10) (-1.97) (-0.51) (~1.20) (—0.48)
Weste -0.372 1.973 0.308 —2.482 -3.710 —4.491* —4.152 3.547%* —-0.00990 0.00249 —0.00132 —0.00932
-Western
(~0.16) (0.78) 0.13) (-1.02) (-1.56) (~2.00) (-1.77) (~2.69) (~0.94) (0.24) (~0.13) (~0.84)
N -2.762 -1.171 —-1.850 —2.482 —5.759** —6.163** —6.111*%* 5.615%** 0.00631 0.00249 0.0101 0.00125
Y (-1.24) (~0.49) (~0.80) (-1.02) (-2.63) (-2.95) (-2.81) (-4.37) (0.62) (0.24) (1.05) 0.12)
—-5.200 —4.445 -4.909 -2.899 6.976* 7.721%% 7.885%* 7.899%%% —0.0537*%%* —0.0535***  —0.0479***  —0.0563***
-North Eastern
(-1.83) (-1.45) (-1.65) (-0.92) (2.49) (2.89) (2.83) (4.79) (—4.08) (—4.17) (-3.87) (-4.42)
Observations 329 329 329 329 329 329 329 329 329 329 329 329
Adjusted
0.8938 0.8262 0.8260 0.7172 0.7926 0.7305 0.7034 0.9077 0.8457 0.8724 0.8660 0.8547
R-Squared
F-statistic 37.50 30.46 33.25 30.07 51.44 46.51 46.25 56.78 76.21 81.54 81.87 71.27
Prob (F-statistic) 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Durbin-Wat:
stau: in-Watson 1.548754 1.421901 1.28723 1.67245 1.652394 1.6785 1.187467 1.9825 1.76243 1.25348 1.403167 1.97245
Critical threshold 61.31 9.92 0.801 53.54 46.67 9.71 0.442 76.85 51.94 9.07 0.811 0.955

5.3. Fiscal Decentralisation and Human Development Index (HDI)
in Kenya: Relationship and Effect

We also used Human Development Index (HDI) as a proxy of poverty in our
study. Ahmed (2013) observes that compared to poverty headcount, the use of
HDI enables a broader understanding of welfare. The HDI combines the indica-
tors of basic education, healthcare and level of income. Generally, an increase in
the HDI normally represents a decrease in the level of poverty. The measurement
of HDI is consistent due to its single and well-defined measures of health and
education as well as per capita income, against FGT indices that may suffer from
measurement inconsistency (Ahmed, 2013).

The regression for the FEM presented in Table 4 shows that revenue decentral-
isation had a positive and statistically significant relationship with HDI at 0.1 level

of significance while the square of revenue decentralisation had a negative and
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statistically significant coefficient at five per cent level of significance. This hump-
shaped relationship implies that an increase in revenue decentralisation improves
human development up to a critical point of 46.67 per cent when it starts to have
a negative effect on HDI. These results are further strengthened by the findings
on vertical imbalances, which show that increasing county own-source revenues
in total local expenditures has a positive effect on human development. These
findings echo the propositions of the Second-Generation Theories of Fiscal Fed-
eralism where increased revenue decentralisation gives subnational governments
the fiscal autonomy to allocate fiscal resources efficiently through productive spend-
ing and investment in their respective jurisdictions.

Revenue decentralisation brought about by devolution, though limited, has
given some fiscal autonomy to Kenyan counties to invest in welfare programmes
that greatly improve human standards of living in the subnational jurisdictions. Sev-
eral counties have used locally collected taxes to implement universal healthcare and
education programmes such as school feeding programmes, school bursaries and
scholarships and improvement of ambulance services and primary healthcare.
Revenue decentralisation has also opened up local economies to both domestic
and foreign investments providing counties with an additional source of revenue
for implementation of infrastructure projects with long-term effects on human de-
velopment. Our results are consistent with those of Nursini and Tawakkal (2019)
who found a positive and statistically insignificant relationship between revenue
decentralisation and HDI in Indonesia. However, these findings contradict those
of Silas et al. (2018) who find a negative and insignificant relationship between the
share of county own revenue and HDI in Kenya.

The results in Table 4 also show that intergovernmental transfers had a negative
and significant coefficient at one per cent level of significance while its quadratic
specification coefficient was positive and statistically significant at five per cent
level of significance. These results suggest that, ceteris paribus, an increase in inter-
governmental transfers to subnational government is likely to worsen the standards
of living up to a critical point of 9.71 per cent where it begins to improve human
development. In the beginning of FD, intergovernmental transfers tend to exac-
erbate human living conditions but in the long run intergovernmental transfers
seem to improve the welfare of the subnational constituents. The extent of inter-
governmental transfers is therefore a critical decisive factor in the effects of inter-
governmental transfers on human development. The negative results of intergov-
ernmental transfers on HDI are due to the fact that Kenyan counties are unable to
self-finance and are therefore highly dependent on intergovernmental transfers.
The transfers experience accountability challenges due to increased elite capture
and corruption which reduces human development. There has also been a fluctu-
ation in the transfers from the national government to subnational governments
due to the rising national debt and debt payment burden and also changes in rev-
enue sharing formula, a situation that makes transfers an unreliable source of fi-

nancing development projects.
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In Kenya, the issue of soft budget constraint has contributed to a huge deficit
in the national government account which directly affects the national govern-
ment grants and transfers, and all the planned development expenditures in coun-
ties. Generally, increasing transfers is a disincentive for county governments to
choose development-fostering policies. These negative findings echo the nor-
mative view about the redistributive role of subnational governments, according
to which their intervention in redistributive policies is ineffective and should be
avoided (Tiebout, 1956; Stigler, 1957; Musgrave, 1959; Oates, 1972). Our findings,
however, contradict those of Nursini and Tawakkal (2019) who found a positive
and statistically significant effect of intergovernmental transfers on HDL

Lastly, the FEM regression results presented in Table 4 show a negative and
statistically significant coefficient at five per cent level of significance for expendi-
ture decentralisation and a positive and statistically significant coefficient at five
per cent level of significance for the square of expenditure decentralisation. These
results suggest a parabolic shape whereby an increase in county expenditures, first,
worsens human development up to a critical level of 0.442 per cent points where
it begins to improve human development. Only a few counties like Kakamega,
Kiambu, Nakuru, Narok, Mombasa and Nairobi have managed to hit this critical
mark of 0.442 per cent. These findings echo the normative views of FGT that sub-
national governments should play a minimum role in redistributive policies that
can be better accomplished by the central governments (Tiebout, 1956; Stigler,
1957; Musgrave, 1959; Oates, 1972). Our results are consistent with those of Silas
et al. (2018) and Sacchi & Salotti (2011) who find that expenditure decentraliza-
tion had a negative but insignificant effect on HDI and income inequality. Our
results contradict with those of Lindaman and Thurmaier (2002), Yao (2007),
Sepulveda & Martinez-Vazquez (2010), Nursini and Tawakkal (2019), and Ahmed
(2013) who found a positive and statistically significant effect of expenditure de-

centralization on HDI.

5.4. Fiscal Decentralisation and Multidimensional Poverty Index
(MPI): Relationship and Effect

The third measure used as a proxy for poverty in this study was Multidimensional
Poverty Index (MPI). Unlike HPI, MPI is a single indicator that captures the dep-
rivations in non-monetary factors that contribute towards well-being. MPI uses
health (child mortality and nutrition), education (years of schooling and school
attendance) and standard of living (cooking fuel, sanitation, drinking water, elec-
tricity, housing and assets) as indicators to determine the degree of poverty expe-
rienced by a population (Alkire & Foster, 2011). MPI measures both the propor-
tion that is deemed poor and the breadth of poverty experienced by the poor
households (Alkire & Foster, 2011). MPI is therefore a good proxy for poverty
because by design, this index represents the deprivation of citizens in several di-
mensions of poverty (Sanogo, 2017). MPI is calculated by multiplying the inci-
dence of poverty by the average intensity of poverty across the poor (MPI = H x

DOI: 10.4236/js5.2026.143009

155 Open Journal of Social Sciences


https://doi.org/10.4236/jss.2026.143009

E. Atetwe, R. Obora

A); as a result, it reflects both the share of people in poverty and the degree by
which they are deprived.

The regression for the FEM presented in Table 4 shows that revenue decentral-
isation had a positive and statistically significant relationship with MPI at 0.1 level
of significance while the square of revenue decentralisation had a negative and
statistically significant coefficient at 0.1 per cent level of significance. These results
imply that, ceteris paribus, an increase in revenue decentralisation increases mul-
tidimensional poverty up to a critical point of 51.94 per cent where it starts to have
a negative effect on MPI. These results are supported by regression results on ver-
tical imbalances which show that increasing county own revenues in total county
expenditures, increases multidimensional poverty. Revenue decentralisation has
led to an increase in interest groups at the local areas, that is, county and sub-
county levels. These groups of economic elites use public skepticism to avoid pay-
ing local taxes used to implement multidimensional poverty programs. There has
been an increase in cases of payment of bribes and kickbacks to tax/user charges
assessors and collectors leading to wastages/distortions of local taxes meant for
multidimensional poverty reduction programmes.

Revenue decentralisation seems to have worsened the population’s living condi-
tions through bureaucratic corruption that reduces the local income. Additionally,
the act of citizens paying bribes to receive public services greatly disadvantages the
poor who have no money to pay bribes. Devolved taxes especially property taxes
face several challenges especially land revaluation issues. Additionally, history of
wastage and embezzlement of public funds has made people suspicious of new local
taxes or higher local tax rates hurting the revenue source for poverty reduction
strategies by counties. The limited administrative capacity of county tax and reve-
nue decentralisation has led to lower tax collections. Furthermore, cases of double
taxation by the county and national governments heavily burden the poor. Lastly,
limited public participation and communication have limited the participation of
the poor in programmes that could have improved their voices in social welfare
provision. This has led to implementation of white-elephant projects that have little
impact on the lives of the multidimensionally poor. These results are consistent
with Prud’homme (1995) and Treisman (2000) arguments that FD worsens deliv-
ery of public services leading to increased poverty. These results, however, contra-
dict those by Sanogo (2017) who finds a negative and statistically significant rela-
tionship between local revenues and MPI. Ramirez et al. (2016) find a negative and
statistically significant relationship between revenue decentralisation proxied by
property tax revenue and multidimensional poverty.

The results in Table 4 show that intergovernmental transfers had a negative
and significant coefficient at 0.1 per cent level of significance while its quadratic
specification coefficient was positive and statistically significant at 0.1 per cent
level of significance. These results suggest that, ceteris paribus, an increase of in-
tergovernmental transfers to subnational government is likely to reduce multidi-

mensional poverty up to a critical point of 9.07 per cent where it begins to increase
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multidimensional poverty. In the beginning, intergovernmental transfers tend to
reduce multidimensional poverty but in the long run intergovernmental transfers
seem to exacerbate multidimensional poverty. Both conditional and unconditional
transfers constitute the largest source of revenues for many counties. Most of these
transfers touch on sectors that form the MPI, such as education, health and living
standards indicators. Since counties are closer to the people, they have a better
access to local information and needs especially areas concerning local poverty
like identification of multidimensionally poor households and individuals. Iden-
tification of multidimensionally poor individuals and households is important for
targeting of cash transfers from both the national and county governments. The
equalisation transfers to marginalised counties from the national government
through the Equalisation Fund, and other transfers from the development part-
ners have played an important role in reducing MP in targeted counties.

The REM regression results presented in Table 4 show a negative and statisti-
cally significant coefficient at 0.1 per cent level of significance for expenditure de-
centralisation and a positive and statistically significant coefficient at 0.1 per cent
level of significance for the square of expenditure decentralisation. These results
suggest a parabolic relationship whereby an increase in county expenditures, first,
reduces multidimensional poverty up to a critical level of 0.811 per cent where it
begins to exacerbate multidimensional poverty. Generally, by assigning revenue and
expenditure assignments to counties, devolution seems to have enhanced counties’
revenue autonomy and discretion in allocating resources for pro-poor programmes.
For instance, many counties have spent substantial amount of money on transfer
programs such as bursary funds, construction of houses for elderly, youth pro-
grams among other programs that touch on MPI indicators.

Devolution has also improved the quality of delivery of public services, though,
with large inequalities across and within counties. Any improvement in public
services directly benefit the multidimensional poor who highly depend on public
goods and services. Devolution has further enhanced accountability in the service
delivery process of counties as compared to the former central-led provincial ad-
ministration. The multidimensional poverty-reducing characteristics of intergov-
ernmental transfers are consistent with Hayek (1945) and Oates (1993) arguments
that devolving decision making to local government makes local authorities more
accountable increasing their effectiveness in service delivery. These findings con-
tradict those of Sanogo (2017) who finds a positive and statistically significant re-
lationship between central transfers and MPL.

Lastly, Table 4 shows results for several control variables that were used to ac-
count for the effects of other socio-economic factors on various poverty measures.
First, Per Capita Income (PCI) has a statistically significant coefficient at various
significance levels for most of poverty measures. This means that counties with
higher per capita income have more capacity to finance pro-poor programmes.
Per-capita pro-poor expenditures index also has a statistically significant and neg-

ative coefficient with headcount poverty index. This suggests that an increase in
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pro-poor expenditure, that is expenditure by county governments on health, ed-
ucation, water, and sanitation, culture and sports, has a considerable impact on
poverty reduction. Education, measured by adult literacy, had a negative and sta-
tistically significant coefficient for HPI and MPI at different levels of significance.
Education is, therefore, a major determinant of poverty in Kenya since an im-
provement in education reduces poverty.

Devolution Reform Dummy that checks for the impact of FD after the intro-
duction of devolution in Kenya through the 2010 Constitution implementation
from 2013 shows that poverty significantly reduced after the devolution reforms
due to the shifting of revenue-raising and decision-making powers to counties en-
hancing local accountability and public service delivery. Lastly, the Former Prov-
inces Dummies show that the impact of FD on poverty varies across counties with
the North Eastern counties experiencing the highest poverty-reducing character-
istics of FD.

6. Conclusion

This study assessed the extent of the effect of fiscal decentralisation on multidi-
mensional poverty reduction in Kenya’s subnational governments (counties). The
study used cross-county panel data from 2006 to 2019 published by government
agencies, World Bank reports and UNDP to analyse the effects of four indicators
of FD; intergovernmental transfers, subnational own-source revenue, vertical im-
balances and expenditure decentralisation on MP reduction in Kenya. Our esti-
mation results reveal that the impact of FD on multidimensional poverty measures
and economic growth depends on the nature and extent of FD. On the side of pov-
erty headcount (money-metric poverty), revenue decentralisation and vertical im-
balances were found to reduce poverty headcount at low levels below 61.31 per
cent and 53.54 per cent respectively while intergovernmental transfers and ex-
penditure decentralisation were found to increase poverty headcount at low levels
below 9.92 per cent and 0.801 per cent respectively beyond which they would re-
duce poverty headcount. On the side of the non-money metric poverty, revenue
decentralisation and vertical imbalance were found to increase MPI at low levels
below 51.94 per cent and 0.955 per cent respectively while intergovernmental
transfers and expenditure decentralisation were found to reduce MPI at low levels
below 9.07 per cent and 0.811 per cent respectively beyond which they would in-
crease multidimensional poverty.

The FD-human development nexus results showed that an increase in revenue
decentralisation improves human development up to a critical point of 46.67 per
cent where it reverses its effect. The findings on vertical imbalances confirmed
these results on revenue decentralisation by showing that increasing county-own
source revenues in total local expenditures had a positive effect on human devel-
opment. However, the intergovernmental transfer results showed that an increase
of intergovernmental transfers to subnational government is likely to worsen hu-

man development up to a critical point of 9.71 per cent. Lastly, HDI-spending de-
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centralisation relationship had a negative and statistically significant coefficient
up to a critical level of 0.442 per cent. However, there are differences in the effects
of FD and multidimensional poverty across regions and counties.

In addition, our results show the major role played by the devolution reforms
of 2013 in increasing the overall decentralisation that improved multidimen-
sional poverty reduction through pro-poor expenditures. Generally, our results
revealed that the different effects of FD on the money-metric and non-money
metric measures are due to the nature and extent of decentralisation in Kenya.

In conclusion, our paper points out four policy areas that need to be emphasised
by the counties to ensure that FD delivers for the poor: (i) how to maximise and
utilise the benefits from the implementation of FD especially through reinforcing
and supporting factors that affect multidimensional poverty reduction in Kenya;
(ii) how to design a better intergovernmental transfer system that doesn’t create
an environment of fiscal dependency but rather ensures poverty reduction and
equitable distribution of resources; (iii) how to enhance county’s revedue decen-
tralisation and tax collection systems while making them cognizant of the multi-
dimensional nature of poverty; and (iv) how to strengthen national and subna-
tional institutions and legal/constitutional frameworks to strengthen multidimen-
sional poverty reduction strategies. Future research can employ dynamic panel
estimators such as System-GMM to address potential endogeneity and simultane-
ity bias more rigorously in the methodology considering the likely lagged effect of

fiscal policy on poverty outcomes.
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Appendix
Table Al. Panel unit root test results.
Variable t-bar statistic
Level First Difference
IPS Levin, Lin & Chu IPS Levin, Lin & Chu
Poverty Headcount Index —4.2939%** 16.8507***
Poverty Gap —5.0314** 18.5623**
Severity of Poverty —2.4971%* —-12.1490%
Child Poverty —3.3249%* 14.3017***
Food Poverty —6.9018** 20.2391*
Human Development Index —4.7814%* —67.2413%*
Multidimensional Poverty Index —9.1290** —34.784%**
Revenue Decentralisation 1.8724 —13.5678*** 5.5104*** —23.0156***
Expenditure Decentralisation 6.8914 16.0917 -0.3109 —27.1058***
Vertical Imbalances 3.4102%* 12.6709**
Per Capita Income 0.7806 —9.3284%**
Overall School Enrolment 2.8267 —4.4891**
Adult Literacy Rate 5.2398 12.5423 7.7245%* —21.6245%**
Life Expectancy 1.7824** —45.4581**
Underweight Children —2.0912%* —67.1702%*
Table A2. Heteroskedasticity test results for various model specifications.
Modified Wald Test Results
HO: Sigma(i)* = Sigma? For all i
Dependent Revenue Dece. Inter. Trans. Expe. Dece. Vertical Im.
e R g ORI g R gy, SR
PHI - - - - 2407.75%* 0.0000 881.58** 0.0000
HDI 2661.67** 0.0000 1055.88** 0.0000 2729.30** 0.0000 1588.00% 0.0000
MPI 1378.40% 0.0000 905.19 0.0000 - - 2224.03** 0.0000
Source: Study data.
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