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ABSTRACT:

Since the mid-20th century, a significant number of countries have transferred powers to subnational
governments, which has had a considerable impact on the economic and institutional landscape. In this
context, local governments have become essential in the implementation of policies that directly affect the
firm’s demography. Consequently, we analyze the impact of regional authority on a set of outcomes
previously unexplored in the literature: the level of entrepreneurship and firm survival. Results suggest that
greater autonomy can stimulate regional business dynamics, increasing enterprise creation but lowering
survival rates. Moreover, these effects appear to be conditioned by institutional quality, where a stronger
institutional framework enhances the effect of regional authority on business entry and mitigates its impact
on survival.
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Autoridad regional y dindmica empresarial entre regiones europeas

RESUMEN:

Desde mediados del siglo XX, un nimero significativo de paises ha transferido competencias a los
gobiernos subnacionales, lo que ha tenido un impacto considerable en el panorama econdémico e
institucional. En este contexto, los gobiernos locales se han vuelto esenciales en la implementacién de
politicas que afectan directamente la demografia empresarial. En consecuencia, analizamos el impacto de
un mayor nivel de autoridad regional sobre un conjunto de resultados previamente inexplorados en la
literatura: el nivel de emprendimiento y la supervivencia empresarial. Los resultados sugieren que una
mayor autonomia puede estimular la dindmica empresarial regional, aumentando la creacién de empresas,
pero reduciendo sus tasas de supervivencia. Ademds, estos efectos parecen estar condicionados por la
calidad institucional, donde un marco mds sélido amplifica el efecto de la autoridad regional sobre la
entrada de nuevas empresas y mitiga su impacto en la supervivencia.

PALABRAS CLAVE: Autoridad regional; descentralizacién; demografia empresarial.
CrASIFICACION JEL: 126; O43; O52; R11.

1. INTRODUCTION

In recent decades, the world has witnessed an increase in the number of countries whose central
governments have transferred powers and authority to subnational tiers. This process, known as
decentralization, has been largely driven by the demands for greater autonomy from territories with distinctive
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economic, cultural, and social characteristics, and is closely linked to broader trends such as the
globalization and democratization processes around the world (Marks et al., 2008; Rodriguez-Pose, 2024).

In Europe, this tendency has been particularly pronounced (Hooghe et al., 2016). Although the
global context and national characteristics have undeniably influenced this phenomenon, it has been
profoundly shaped by the continent's integration process, where regionalization is cornerstone in the
economic agenda and the management of key funds of the European Union's Cohesion Policy, such as the
European Regional Development Fund (ERDEF).

Building on foundational theories (Tiebout, 1956; Oates, 1972), scholars have debated whether
decentralization enhances resource allocation and policy effectiveness. However, much of this literature has
focused on national-level or fiscal aspects, overlooking the broader political and administrative dimensions
of regional autonomy.

This study does not address decentralization in its entirety but instead focuses on regional authority,
which encompasses the capacity of regional governments to make decisions and implement policies. In
this paper, we examine how the level of authority shapes the business demography, specifically the firm
creation and survival rate. We hypothesize that greater regional authority can stimulate both
entrepreneurship and firm survival by enabling the crafting of policies tailored to local needs. In addition,
we posit that these effects are conditional on the quality of the regional institutions.

To test these hypotheses, we employ a balanced panel dataset covering 134 NUTS2 regions across
14 EU countries from 2014 to 2019.

Our findings reveal that while regional authority is associated with higher levels of firm creation, it
tends to reduce firm survival rates, particularly in regions with weaker institutional frameworks. This
divergence underscores the crucial role of institutional quality in mediating the effects of regional authority.
Greater autonomy may encourage entrepreneurship by lowering entry barriers or enabling more localized
policy support, but it does not necessarily ensure the long-term success of new firms.

2. LITERATURE REVIEW

2.1. DECENTRALIZATION AND REGIONAL AUTHORITY

Decentralization has long occupied a central place in policy and scholarly debates, rooted in the fiscal
federalism tradition. Tiebout (1956) argued that redistributing powers to subnational authorities enhances
efficiency, as these governments are better positioned to respond to heterogeneous local preferences.
Building on this insight, Oates (1972) formulated the Decentralization Theorem, positing that devolving
powers leads to more efficient resource allocation by allowing policies to reflect local conditions.
Subnational governments, by tailoring interventions to their specific economic and social contexts, can
outperform centralized provisions, which tend to be uniform and less responsive to regional heterogeneity.
These foundational theories suggest that decentralization promotes accountability and citizen
participation, thereby improving public service delivery (Faguet, 2021). Brennan & Buchanan (1980)
further contend that decentralization constrains government expansion through interjurisdictional fiscal
competition. Similarly, Rodriguez-Pose & Ezcurra (2010) highlight its potential to reallocate underutilized
resources, while Martinez-Vazquez & McNab (2003) emphasize its role in stimulating policy innovation.

Nevertheless, the desirability of decentralization remains contested. Alesina et al. (2000) argue that
its benefits accrue primarily to large and diverse countries, whereas smaller or more homogeneous nations
experience limited gains. Excessive fiscal competition may erode tax bases and reduce efficiency (Oates,
1999), and Prud’homme (1995) warns of potential diseconomies of scale and increased regional inequality
stemming from uneven fiscal capacities. Decentralized governance may also hinder national coordination
or encourage duplication of efforts (Bolton & Farrell, 1990), while closer proximity between officials and
local interest groups can heighten corruption risks (Prud’homme, 1995; Treisman, 2002). In this vein,
Kyriacou & Roca-Sagalés (2019) stress that decentralization is not a panacea, suggesting that its outcomes
reflect a delicate trade-off between potential gains and costs.
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Empirical research on decentralization has traditionally focused on national-level effects and the fiscal
dimension, often overlooking the political and administrative aspects of the process and frequently yielding
inconclusive findings (e.g. Rodriguez-Pose & Ezcurra, 2011; Martinez-Vazquez et al., 2017). Recent
studies have shifted attention from country-level aggregates to the subnational distribution of powers,
empbhasizing the need to capture regional heterogeneity. Central to this new approach is the concept of
regional authority, understood as the extent to which regional governments exercise political, fiscal, and
administrative competences within a multilevel governance system. This multidimensional notion is
measured by the Regional Authority Index (RAI) (Hooghe et al., 2016; Shair-Rosenfield et al., 2021), a
detailed, time-sensitive indicator of regional autonomy. Although still evolving, this literature offers
promising evidence: Muringani et al. (2019) and Rodriguez-Pose & Mustra (2022) show that higher
regional authority fosters development, particularly where institutions are strong. Further studies indicate
that regional decentralization shapes key outcomes such as public service delivery (Rodriguez-Pose &
Tselios, 2019) and income inequality (Tselios, 2023), with institutional quality mediating both the
magnitude and direction of these effects. Likewise, Tselios & Rodriguez-Pose (2022) find that regional
autonomy can reduce poverty even in regions with weaker institutional frameworks.

2.2. DECENTRALIZATION AND BUSINESS DYNAMICS

The role of decentralization in shaping business dynamics remains comparatively understudied.
Following Malesky (2019), three main mechanisms link decentralization to the firm environment. The
first mechanism, policy tailoring and efficiency, builds on Oates’s (1972) decentralization theorem, which
posits that subnational governments, being closer to firms, can design more responsive policies that reduce
transaction costs and stimulate entrepreneurship. In line with this argument, Ortega-Argilés (2022)
contends that decentralized, place-based strategies strengthen regional entrepreneurial ecosystems by
aligning policies with local capabilities and needs. Supporting this view, studies show that fiscal
decentralization can enhance the ease of doing business by streamlining registration procedures and
reducing administrative burdens (Escaleras & Chiang, 2017). The second mechanism, interjurisdictional
competition, suggests that devolved powers foster business dynamism through rivalry among subnational
governments. By competing to attract firms and investment, regions improve infrastructure, lower entry
barriers, and stabilize policy environments. This mechanism finds strong institutional grounding in
Weingasts (1995) argument that, in market-preserving federal systems, subnational autonomy is
disciplined by market constraints that reward efficiency, an interpretation consistent with evidence showing
that U.S. states with greater fiscal decentralization achieve superior business-climate outcomes (Sobel et
al., 2014). The third mechanism, accountability and monitoring, links decentralization to governance
quality. Proximity between policymakers and firms can enhance transparency, responsiveness, and the flow
of information, thereby improving public service delivery and business conditions. However, these benefits
depend on effective oversight. Bardhan & Mookherjee (2006) argue that decentralization improves
accountability only when citizens can effectively monitor local officials, whereas weak oversight can lead
to elite capture and corruption. Evidence from regional analyses shows that governments with higher levels
of impartiality exhibit stronger and more evenly distributed entrepreneurial activity (Nistotskaya et al.,

2015).
2.5. THE MODERATING ROLE OF INSTITUTIONAL QUALITY

The effects of decentralization on business dynamics, however, are not linear but contingent on the
institutional context in which they unfold. As Malesky (2019) emphasizes, decentralization enhances
efficiency, innovation, and responsiveness only when local institutions ensure clear rules, accountability,
and credible enforcement. Where these institutional foundations are weak, greater autonomy may instead
encourage rent-seeking, self-interested policymaking, and bureaucratic inefficiency. This perspective aligns
with growing research showing that the outcomes of decentralization depend heavily on governance quality
(Muringani et al,, 2019; Rodriguez-Pose & Mustra, 2022). In well-institutionalized settings,
decentralization tends to promote productive competition and policy innovation, whereas in weaker
institutional environments it often results in rent-seeking and inefficiency (Ezcurra & Rodriguez-Pose,
2014; Kyriacou et al., 2015).
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In this context, institutions have long been recognized as fundamental determinants of regional
economic trajectories (Rodriguez-Pose & Ketterer, 2018). The recent “institutional turn” in regional and
entrepreneurship studies underscores that economic performance cannot be understood independently of
the institutional frameworks that shape incentives, coordination, and enforcement (Audretsch, 2023;
Welter, 2011; Welter et al., 2019). Following North’s (1990) conception of institutions as the “rules of the
game,” they provide the predictability and security necessary for investment and innovation by influencing
entry conditions, contract enforcement, and the overall quality of the business environment. High-quality
institutions underpin entrepreneurial ecosystems characterized by secure property rights, effective
regulation, and reduced uncertainty (Levie & Autio, 2011; Urbano & Alvarez, 2014; Bjornskov & Foss,
2016).

Within the framework of decentralization, institutional quality defines the conditions under which
autonomy translates into economic outcomes. As Audretsch (2023) emphasizes, entrepreneurship depends
on the alignment between regional initiative and the surrounding institutional context. Whether regional
authority stimulates productive entrepreneurship or inefficiency, thus hinges on the integrity, coherence,
and enforcement capacity of local institutions. Taken together, this literature suggests that institutional
quality acts as an essential moderating mechanism linking decentralization to business dynamics: strong
institutions amplify the benefits of autonomy, whereas weak institutions may constrain or even reverse
them.

2.4. CONTRIBUTIONS AND HYPOTHESES

Building on this prior research, the present paper makes two main contributions. First, it provides
new evidence on the impact of regional decentralization and its interaction with institutional quality on a
set of regional outcomes previously unexplored (firm creation and firm survival). By focusing on the
business demography, the study expands the scope of decentralization research beyond traditional
macroeconomic indicators, offering novel insights into how autonomy shapes entrepreneurial dynamics at
the regional level. Second, the study employs the Regional Authority Index at the regional level, enabling
a detailed assessment of how variations in subnational authority across territories affect local economic
outcomes. This regional approach allows us to capture within-country differences in political,
administrative, and fiscal competences, providing a more nuanced picture of how regional governance
structures affect local business performance.

Accordingly, the study advances the following hypotheses:
* HI: Regional authority has a direct and positive impact on regional business dynamics.

» H2: The relationship between regional authority and business dynamics is conditioned by the
quality of the regional institutions.

3. EMPIRICAL STRATEGY

3.1. SPECIFICATION
To capture the impact of regional authority on business demography, we propose the following
specification:
Business Demography;;
= Py + B1RegionalAuthority;,_, + B,InstitutionalQuality ; .,
+ B3RegionalAuthority;,_, - InstitutionalQuality; ., + yX;, (1)

+ui +/1t +5i,t

where Business Demography represents the different outcome variables in region i during period % which
includes: net firm birth rate, firm survival rate, firm birth rate and the firm death. The variable Regional
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Authority corresponds to the Regional Authority Index in region i for period t — 1. The variable
Institutional Quality corresponds to the regional institutional quality in region 7 and period t — 1.
Additionally, we interact both terms to consider potential heterogencous effects. The vector X;,
encompasses a set of control variables at both the regional and national levels. Furthermore, the
specification includes regional fixed effects (u;) to capture unobservable time-invariant regional
heterogeneity, and time fixed effects (4;) to account for unobservable factors that are common across
regions but vary over time. Lastly, &; ; denotes the idiosyncratic error term.

In our case of study, we directly assess the influence of regional authority conditioned on the level of
institutional quality. Consequently, the effect of interest is given by the following equation:

dBusiness Demography

= Instituti l lit 2
dRegional Authority Bi+ BsInstitutional Quality @

In all the estimations we show the Average Marginal Effect (AME) of the regional authority as well
as the marginal effects at different percentiles of the distribution of institutional quality.

As in most empirical studies, one of the main threats to the credibility of our estimation is potential
endogeneity, which could bias the estimate of the effect of interest. Below, we detail the different ways in
which this could be a problem and how we attempt to address it.

First, our relationship of interest could be affected by the omission of relevant variables.
Consequently, we introduce a comprehensive set of control variables identified in prior literature as key
determinants of business demography. Additionally, we include regional fixed effects and time fixed effects,
allowing us to control unobservable characteristics. While we believe that our set of controls and fixed
effects account for most of the determinants and provide a strong basis for confidence in our estimated
parameters, there may still be some relevant omitted variable potentially affecting our estimation. However,
most of the determinants of regional authority are likely to be time-invariant or long-term structural
megatrends (Shair-Rosenfield et al., 2021; Rodriguez-Pose, 2024), reducing the risk of having an omitted
variable that simultaneously affects the business demography. Additionally, given the short period under
analysis, we do not expect to find relevant macroeconomic changes that could affect significantly our
estimation.

Second, we could face a problem of reverse causality if regions with higher business dynamism
demand greater autonomy. However, we consider this case to be of limited relevance in our study. While
it is reasonable that more dynamic regions might demand more power, the level of regional authority is
likely determined by national or historical causes rather than the economic dynamics of a particular region
at a given time. Furthermore, if the evolution of the business environment influenced the degree of local
autonomy, this would likely be reflected in the long run rather than in the short term. In addition, we
observe that regional authority is far more stable over time than business demography indicators, which
suggests that the effect of business dynamics on regional authority is limited. Nevertheless, as in previous
studies (Rodriguez-Pose & Mustra, 2022) we conduct the estimation considering one lag of the main
explanatory variables, partially getting rid of potential contemporaneous effects.

Lastly, our variable of interest aims to capture a concept that is inherently difficult to define and,
consequently, challenging to measure, potentially leading to a measurement error problem. However, this
would imply an attenuation bias, meaning that the effect of the regional authority would be a lower bound
of its true value, underestimating the variable's impact on business dynamics.

3.2. DATA

To conduct this study, we utilized various publicly accessible databases. Our final dataset comprises
a total of 134 NUTS2 regions across 14 European Union countries on a yearly basis over the period 2014—
2019, which represents a short panel but has the advantage of being balanced and covering a wide variety
of regions.
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3.2.1. BUSINESS DEMOGRAPHY

The business demography data in this article comes from Eurostat Business Demography Statistics.
Due to missing data for some countries (e.g., Germany, Greece, Belgium) and breaks in time series, the
sample includes 14 representative countries across Western, Central, Eastern, Mediterranean, and Nordic
Europe. The study analyzes two main indicators of regional business dynamics. First, the net birth rate
measures entrepreneurial capacity. Second, the three-year survival rate indicates mid-term business health,
essential for long-term economic growth. We also employ the birth rate and the death rate of firms to
perform additional analyses regarding the impact on the net birth rate.

TABLE 1.
Description of the dependent variables

Variable Description Source
Net Birth Rate Difference between birth rate in t and death rate in t Eurostat

. Number of births in t-3 having survived until time t over the number of firms
Survival Rate . Eurostat

born in t-3

Birth Rate Number of births in t over the number of firms active in t Eurostat
Death Rate Number of deaths in t over the number of firms active in t Eurostat

3.2.2. REGIONAL AUTHORITY INDEX

To conduct this study, we used the Regional Authority Index developed by Hooghe et al. (2016) and
Shair-Rosenfield et al. (2021) as a measure of the level of regional authority. This index is published
annually and covers the period from 1950 to 2018 for 96 countries. The indicator encompasses two main
elements of regional authority: self-rule and shared-rule. The first component, self-rule, represents the
authority exercised by regional governments over the population within their respective regions. The
second component, shared rule, evaluates the authority exercised by regional governments or their
representatives at the national level.

One of the main challenges in using this index is the varying levels of subnational government across
countries (also known as multilevel governance). For instance, Spain's territorial organization is based on
two main tiers: Comunidades Auténomas (tier 1) and Provincias (tier 2), with the former exercising greater
authority. Conversely, in Portugal, tier 1 (Comissées de Cooperagio e Desenvolvimento Regional) holds a
lower level of authority compared to tier 2 (Comunidades Intermunicipais). To address this complexity,
we follow the approach of Muringani et al. (2019), assigning the tier with the highest level of regional
authority to the NUTS2 regions.

Additionally, in the case of Spain, we had to aggregate certain competencies from lower tiers to the
most authoritative level for two reasons. First, regions such as the Basque Country have a special
autonomous condition derived from the "Régimen Foral". This status grants a series of competencies
related to fiscal autonomy at the provincial level. Consequently, the region initially appeared as one with
the least authority. After aggregating these competencies to the highest tier, the Basque region had the same
authority level as Navarra. Secondly, we had to adjust for regions comprising more than one province. The
reason is that the index accounts for the representation of territories in the national parliament, specifically
the Senate in Spain. Thus, single-province regions were counted with this representation, while multi-
province regions were not, as their representation was accounted for in a lower tier.

5.2.5. INSTITUTIONAL QUALITY
Regional institutional quality is assessed using the European Quality of Government Index (EQI),
developed by the Quality of Government Institute at the University of Gothenburg. The EQI evaluates

regional experiences and perceptions in three areas: corruption, impartiality, and quality of public services
(Charron etal., 2015; 2019). To extend its temporal and spatial coverage, we complement it with national-

Investigaciones Regionales — Journal of Regional Research ISSN: 1695-7253 e-ISSN: 2340-2717



Regional authority and business dynamics across european regions

level indicators from the World Bank’s World Governance Indicators (WGI). This composite approach,
widely used in the literature (Rodriguez-Pose & Di Cataldo, 2015; Rodriguez-Pose & Ganau, 2022),
adjusts the EQI regionally by accounting for national-level changes captured by the WGI. It thus produces
a comprehensive measure of institutional quality that balances regional perceptions with natio
governance dynamics. For its combination, we employ the following equation:

1Qce = WGIe, + (EQI; — EQL,)

where 1Q,; ; represents the institutional quality of region 7 in country ¢ on period # The WG/ corresponds
to the national indicator on country ¢ in period z EQI; refers to the value of the region obtained in the
regional survey and EQI, represents the population-weighted average value of the regional survey in
country ¢. This procedure allows us to obtain an institutional quality indicator that accounts for national
time variation and regional variability, as well as provides us with the possibility to extend the time series
over the period under analysis. As can be seen, all regions within a country share the WGI, ; value, but
those with a regional quality above the national average will have a higher IQ compared to those below
the national average.

3.2.4. CONTROLS

On one hand, we control for a series of regional-level indicators: population density (as a proxy for
the degree of regional urbanization and potential economic agglomeration effects), median age of the
population (younger population could be a determinant of the region's entrepreneurial capacity), share of
population with higher education, human resources dedicated to the scientific and technological sector
(these two aiming to capture the effect of human capital and the efforts in R&D), average firm size (as a
measure of the degree of market concentration), GDP per capita in PPP, and the unemployment rate (the
latter two lagged by one period since we consider they could be partially determined by the business
dynamics and as proxies of the regional economic context). On the other hand, we control for a series of
national-level factors that could influence the entrepreneurial dynamics of the regions: public expenditure
of the country (as a proxy for the level of state intervention in the economy), stability (aiming to capture
the degree of political stability), long-term interest rates, and venture capital intensity per capita (the latter
two as proxies for the ease of obtaining financing).

3.3. DESCRIPTIVE ANALYSIS

Figures 1 and 2 and Maps I and 2 collectively highlight the considerable heterogeneity in business
dynamics and institutional conditions across European regions. Figure I shows marked variation in net
firm birth rates both across and within countries. While countries like Bulgaria, Czechia, and Italy report
low national averages (around 1%), regions such as fle de France (FR10) exceed 6%, with capital regions
consistently outperforming others in terms of business creation. Figure 2, in contrast, reveals that firm
survival rates vary less sharply. The Netherlands demonstrates the highest average survival (70%), whereas
Lithuania ranks lowest. Unlike firm births, capital regions do not consistently lead in survival outcomes.
Map 1 illustrates the geographic distribution of regional authority, showing greater variation across
countries than within them; autonomy remains lower in Eastern Europe, reflecting centralized historical
legacies. Map 2 presents the distribution of institutional quality, showing stark within-country disparities,
including a clear north-south divide in Italy and weaker institutions concentrated in Eastern regions.
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TABLE 2.
Main descriptive statistics
Variables Mean = Std. Deviation Minimum Maximum
Dependent Variables
Net Birth Rate 0.024 0.021 -0.024 0.150
Survival Rate 0.585 0.084 0.157 0.790
Birth Rate 0.099 0.028 0.051 0.294
Death Rate 0.075 0.025 0.032 0.224
Main Explanatory Variables
Regional Authority 13.770 6.844 2 255
Institutional Quality 0 1 -2.434 2.670
Controls
Density 261.790 562.713 6.30 4808.90
Firm's Size 4.265 1.318 2.309 13.545
Median Age 43.322 2.596 36.400 50.800
SciTech Workers 29.317 7.646 12.700 52.200
Education 28.074 9.744 11.400 55.900
GDP per capita 26021 9469 7400 64600
Unemployment 9.795 5.803 1.300 36.200
Political Stability 0.549 0.362 -0.106 1.282
Venture Capital 356.155 492.640 0.027 2164.944
Public Expenditure 47.035 6.714 33.200 58.500
Interest Rate 1.568 1.162 -0.180 4.810
FIGURE 1.

Average Net Birth Rate across and within countries over 2014-2019
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FIGURE 2.

Average Survival Rate across and within countries over 2014-2019
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Mar2.
Average Institutional Quality across regions over the 2014-2019 period
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Source: Own elaboration with data from the European Quality of Government Index.

4. REeSULTS

In this section, we present the results of our estimation on the impact of regional authority on various
business demography indicators and the results of different robustness checks.

4.1. MAIN FINDINGS

The estimation results for the impact of Regional Authority on business demography indicators are
summarized in Zable 3. We focus on two key outcomes: net birth rate and survival rate. The first three
columns of the table correspond to the first one, while the last three pertain to the second. In all
specifications, we consider the effect of the regional authority alongside the variable institutional quality
and the interaction between both, always incorporating time fixed effects.

We begin by analyzing the first outcome. Column (1) presents the baseline specification excluding
controls and regional fixed effects. Column (2) introduces regional fixed effects, while column (3) reports
the most demanding estimation, employing a Two-Way Fixed Effects (TWFE) model with an extensive set
of regional and national controls. The fixed-effects specification is both theoretically and statistically
justified, as unobserved regional characteristics (e.g., institutional legacies or persistent economic
structures) are likely correlated with the main regressors, while the Hausman test (see Table 3 note) further
supports this choice. To interpret the magnitude of the coeflicients, the lower panel of the table reports the
Average Marginal Effects (AME). Following Rodriguez-Pose & Zhang (2019), we also present marginal
effects at different percentiles of institutional quality.

Regarding the first outcome, we observe that the AME is significant and positive, indicating that a
one-unit increase in the RAI is associated with a 1.9-percentage-point increase in the net firm birth rate in
a region with average institutional quality. Considering different percentiles of institutional quality, we
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observe that the effect of regional authority on entrepreneurship increases as the institutional context
improves. For example, the effect in a region located in the 75th percentile of institutional quality is
approximately 32% larger than in a region in the 25th percentile. Notably, the effect in regions with the
highest institutional quality (90th percentile) is twice that observed in regions with the weakest institutions
(10th percentile).

TABLE 3.
Baseline Results
. . Net Birth NetBirth Survival = Survival = Survival
Variables Net Birth Rate Rate Rate Rate Rate Rate
Regional Authority -0.001*** 0.019** 0.020** 0.002* -0.015** -0.030***
(0.000) (0.008) (0.009) (0.001) (0.0006) (0.009)
Institutional Quality -0.001 -0.065%** | -0.072*** | -0.040*** | -0.219*** | -0.185***
(0.004) (0.012) (0.014) (0.012) (0.063) (0.061)
ﬁgtfﬁi ﬁitg’lj:lft’y‘ 0.000 0.005** | 0.004** | 0.005* = 0.017**  0.014**
(0.000) (0.001) (0.001) (0.001) (0.005) (0.005)
Constant 0.031*** -0.255** -0.086 0.534*** 0.727*** -1.654
(0.004) (0.117) (0.611) (0.017) (0.085) (1.698)
Marginal effects at different percentiles of Institutional Quality
AME 0.019** -0.031%**
(0.009) (0.009)
10% 0.013 -0.050™**
(0.009) (0.008)
25% 0.0174** -0.039***
(0.009) (0.008)
50% 0.020** -0.029%**
(0.009) (0.009)
75% 0.023%** -0.020*
(0.009) (0.011)
90% 0.026*** -0.012
(0.009) (0.013)
Time Fixed Effects be X X X be X
Region Fixed Effects X X X X
Controls X X
Observations 804 804 804 804 804 804
R-squared 0.109 0.145 0.250 0.235 0.338 0.421

Note: Cluster robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1. The main explanatory variables are
lagged for one period. The R-squared presented corresponds to the Within R-squared in the columns (2)-(3) and (5)-(6).
Hausman test for model selection: Estimation 3 — Chi-squared(17) = 159.85, p = 0.000; Estimation 6 — Chi-
squared(18) = 207.74, p = 0.000. The null hypothesis of no systematic difference in coeflicients is rejected in both cases,
supporting the use of the fixed effects model.

Regarding the second outcome, the AME shows a negative and significant effect, suggesting that a
one-unit increase in the RAI is associated with a 3.1-percentage-point decrease in the firm survival rate in
a region with average institutional quality. Institutional quality, however, mediates this relationship
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substantially. In regions with the poorest institutional framework (10th percentile), the negative effect of
regional authority is more than four times than in regions with the most favorable institutional
environment (90th percentile). In addition, the effect remains significant only for regions below the

median of the institutional quality distribution.

Overall, the findings highlight a positive effect of regional authority on regional entrepreneurial
capacity, mediated by institutional quality, while the impact on firm survival remains less clear. Although
the net effect is negative, it is significant only in regions with weaker institutions.

FIGURE 3.
Marginal Effects of Regional Authority at different levels of Institutional Quality on the Net Birth

Rate
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FIGURE 4.
Marginal Effects of Regional Authority at different levels of Institutional Quality on the Survival
Rate
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4.1. DISAGGREGATED RESULTS

To explore the previously obtained results in greater depth, we conducted various estimations
considering the different components that constitute the net birth rate. We analyzed whether the effect on
net business creation is attributable to impacts on the creation of businesses and/or business closures.
Accordingly, the results for these estimations are displayed in the two columns of 7able 4.

TABLE 4.
Estimation results with disaggregated components
Variables Birth Rate Death Rate
Regional Authority 0.021** 0.001
(0.008) (0.002)
Institutional Quality -0.065*** 0.007
(0.011) (0.008)
Regional Authority x Institutional Quality 0.002** -0.002***
(0.001) (0.000)
Constant -0.647 -0.561
Marginal effects at different percentiles of Institutional Quality (0.495) (0.435)
AME 0.021*** 0.0001
(0.008) (0.002)
10% 0.0183** 0.004*
(0.008) (0.002)
25% 0.0198** 0.002
(0.008) (0.002)
50% 0.021*** 0.000
(0.008) (0.002)
75% 0.022%** - 0.000
(0.008) (0.002)
90% 0.024*** -0.002
(0.008) 0.003
Time Fixed Effects X X
Region Fixed Effects X X
Controls X x
Observations 804 804
R-squared (Within) 0.428 0.385

Note: Cluster robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1. The main explanatory variables are
lagged for one period

The first column shows that the impact of regional authority on the firm birth rate is positive and
statistically significant, indicating that a one-unit increase in the RAI is associated with a 2.1-percentage-
point increase in the firm birth rate in a region with average institutional quality. This result is consistent
with the findings obtained for the net firm birth rate. In this case, the mediating effect of institutional
quality on the relationship of interest is smaller than in the previous estimation, although the impact on
the birth rate is approximately 31% larger at the 90th percentile than at the 10th percentile. The second
column shows that the AME for the firm death rate is not statistically significant; however, at the 10th
percentile, we find a positive and marginally significant effect.

Investigaciones Regionales — Journal of Regional Research ISSN: 1695-7253 e-ISSN: 2340-2717



Garcia-Ruiz, M.

Overall, the disaggregated results underscore that the effect of Regional Authority is channeled
through a positive impact on business creation, without having a clear effect on business closures. Likewise,
institutional quality stands out as a clear conditioning factor in both cases.

FIGURE 5.
Marginal Effects of Regional Authority at different levels of Institutional Quality on the Birth Rate
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FIGURE 6.
Marginal Effects of Regional Authority at different levels of Institutional Quality on the Death Rate
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4.2. ROBUSTNESS CHECKS

So far, we have used linear panel data models for all estimations. However, since several dependent
variables (except net birth rate) are bound between 0 and 1, linear models may produce unrealistic
predictions outside this range. They also do not address heteroscedasticity common in fractional data,
resulting in biased and inefficient estimates. Following Papke and Wooldridge (2008), we employ
fractional response models to ensure predicted values stay within [0, 1] and properly handle error variance
structure. We also use the Mundlak-Chamberlain device to control unobserved regional heterogeneity.
This more robust approach allows us to capture potential nonlinear relationships, improving the reliability
and efficiency of our estimates.

In addition, one of the core assumptions of linear models is that the standard errors exhibit
homoscedasticity. Although we have applied cluster-robust standard errors at the regional level to control
for potential heteroscedasticity and panel autocorrelation, this does not guarantee that the assumption of
homoscedasticity holds true. Consequently, the presence of heteroscedasticity would result in inefficient
estimators and unreliable standard errors. Furthermore, the parameters under heteroskedastic errors would
be inconsistent. Therefore, based on the work of Silva & Tenreyro (2006) and Correia et al. (2019), we
conducted our main estimation using Poisson pseudo-maximum likelihood (PPML). This method allows
us to perform estimations on variables that range between 0 and 1 and is robust to heteroscedasticity as it
does not require the assumption of constant error variance. Additionally, we implemented this estimation
with cluster-robust standard errors at the regional level and introduced regional and time fixed effects.

Table 5 and Table 6 show that the results obtained are consistent with previous estimations!,
suggesting that the findings of our main specification are robust to different methods that account for the
specific characteristics of the data used.

TABLES.
Results with Fractional Response model
Variables Birth Rate Death Rate Survival Rate

Regional Authority 0.0809** 0.0188 -0.118***

(0.0357) (0.0132) (0.0192)
Institutional Quality -0.418*** -0.162%** -0.252*

(0.0634) (0.0530) (0.130)
Regional Authority x Institutional Quality 0.00379 2.29¢-05 0.00690*

(0.00232) (0.00279) (0.00356)
Constant 0.903 -2.760%** 4.082%*

(1.002) (0.995) (1.353)

Time Fixed Effects X X X
Mundlak Device X X X
Controls X X x
Observations 804 804 804

Note: Cluster robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1. The main explanatory variables are
lagged for one period.

! Notice that the results from these estimations cannot be directly compared with those obtained with linear models.
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TABLEG.
Results with Pseudo Poisson Maximum Likelihood model
Variables Birth Rate Death Rate Survival Rate
Regional Authority 0.104* 0.053** -0.105***
(0.054) (0.024) (0.018)
Institutional Quality -0.895%** 0.228** -0.604***
(0.158) (0.106) (0.193)
Regional Authority x Institutional Quality 0.027** -0.052%** 0.044***
(0.014) (0.008) (-0.0106)
Constant -4.212 -11.76** -4.733
(4.193) (4.914) (3.115)
Time Fixed Effect X X X
Region Fixed Effects X X X
Controls X X X
Observations 804 804 804

Note: Cluster robust standard errors in parentheses. *** p<0.01, ** p<0.05, * p<0.1. The main explanatory variables are
lagged for one period.

5. DISCUSSION

The empirical results reveal a robust yet nuanced relationship between regional decentralization and
business dynamics. Regional autonomy is associated with a net increase in firm creation, suggesting that
decentralized governance can foster a more vibrant and innovative entrepreneurial environment. In line
with the findings of Escaleras & Chiang (2017) and the insights of Ortega-Argilés (2022) and Malesky
(2019), these results reinforce the idea that decentralization enhances the capacity of subnational
governments to design policies tailored to local business conditions and opportunities. Consistent with the
Decentralization Theorem (Oates, 1972), devolving competences to governments closer to citizens seems to
yield more efficient and spatially sensitive outcomes, strengthening the microeconomic foundations upon
which entrepreneurship develops.

At the same time, the analysis uncovers a negative effect of decentralization on firm survival. While
autonomy stimulates entry, it may also lead to intensified competitive pressures, reducing the likelihood
that new firms will consolidate in the medium term. Decentralization thus acts as a double-edged sword:
it encourages entrepreneurial dynamism but exposes firms to stronger market selection forces. Consistent
with the functional asymmetries highlighted by Kyriacou & Roca-Sagalés (2019) in the domain of public
service provision, our findings caution against viewing decentralization as an inherently welfare-enhancing
process. Rather than a universally beneficial reform, decentralization operates as a conditional institutional
arrangement whose capacity to foster economic dynamism depends fundamentally on the quality of local
governance.

In this context, institutional quality plays a critical role in shaping these relationships. As highlighted
by Muringani et al. (2019), Rodriguez-Pose & Mustra (2022), and Kyriacou & Roca-Sagalés (2015), the
economic benefits of decentralization depend fundamentally on the quality of local institutions. Our
findings are consistent with this view: in regions with robust, transparent, and efficient institutions,
decentralization translates into higher net firm creation rates, as regional governments can implement
coherent and predictable policies. At the same time, strong institutions also mitigate the negative effect of
decentralization on firm survival. Conversely, in weaker institutional environments, greater autonomy
tends to foster a more volatile and destructive entrepreneurial expansion, characterized by high entry but
also low survival rates. These results align closely with the institutional view in entrepreneurship research.
As argued by Audretsch (2023) and Malesky (2019), the institutional environment constitutes the
foundation upon which entrepreneurial ecosystems are built. Institutions shape the incentives, trust, and
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governance structures that allow local autonomy to translate into opportunity rather than uncertainty.
From this perspective, our findings bridge the literatures on decentralization and entrepreneurship by
showing that enhanced autonomy alone is not sufficient to stimulate sustainable firm dynamism. Rather,
decentralization must rest on a solid institutional basis that supports entrepreneurial initiative, facilitates
resource coordination, and ensures accountability in the design and implementation of business-related
policies.

The disaggregated analysis further clarifies these mechanisms. The positive effect of decentralization
on net firm creation derives mainly from higher birth rates, while its influence on exits exposes a more
complex institutional dynamic. In regions with weaker governance, decentralization is linked to higher
firm closures, reflecting a dual process. On one hand, local governments may lack the capacity to cushion
the adverse effects of intensified competition. On the other hand, building on Malesky (2019),
decentralization can create institutional distortions when autonomy expands faster than accountability or
institutional capability. Under such conditions, local capture, regulatory inconsistency, and policy
uncertainty may amplify business vulnerability.

Taken together, regional decentralization stimulates entrepreneurship and revitalizes local
economies, but its benefits hinge on institutional quality. Strong institutions transform political autonomy
into sustainable economic outcomes, reinforcing firm creation while mitigating competitive risks. Thus,
only when grounded in robust governance can decentralization truly drive regional entrepreneurship and
lasting economic renewal.

6. CoONCLUSION

The aim of this study was to explore the relationship between regional authority and the creation
and survival rates of firms, providing a comprehensive view of its impact on regional business dynamics.
This work contributes to the literature on decentralization and its effects on various economic outcomes,
while also highlighting the critical role of institutional quality in shaping these impacts. Moreover, it
expands on recent developments in entrepreneurship research by introducing regional authority as an often
overlooked yet essential dimension. While strong institutions are fundamental to fostering
entrepreneurship, our findings suggest that the ability to implement and adapt policies to local needs is
equally crucial in creating a dynamic and supportive entrepreneurial ecosystem.

Our analysis shows that higher levels of regional authority positively influence entrepreneurial
capacity. However, it also reveals that greater autonomy may have a negative impact on firm survival rates.
In this context, institutions play a key role, as they not only enhance the positive effects of regional
autonomy on entrepreneurship but also mitigate its negative effects on firm survival. We argue that
institutional quality serves as a moderating and essential factor. When supported by robust institutions,
increased autonomy can promote long-term business growth and contribute to sustained regional
economic development.

There are some limitations to this study. The lack of comprehensive regional-level data on firm
demographics in Europe limits the ability to conduct long-term, multi-country analyses beyond 2014-
2019. Nevertheless, we consider our sample of countries to be sufficiently representative of the European
context. Additionally, while this research provides valuable insights, further causal analysis is needed to
address potential endogeneity concerns.

These findings carry significant policy implications. Policymakers should approach decentralization
with caution, recognizing that its success depends fundamentally on the quality of local institutions. As
countries advance toward greater devolution of powers, it becomes crucial to design balanced
decentralization strategies that align the scope of regional authority with the integrity of the local
institutional frameworks. Institutional strengthening should therefore precede or accompany any transfer
of competences to ensure that autonomy translates into stable and productive business environments. In
addition, policymakers should consider the local context when designing policies that affect the
entreprenecurial ecosystem, creating place-based strategies tailored to the heterogeneous needs of
entrepreneurs across geography.
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Future studies could validate the robustness of these findings by focusing on different settings, such
as developing countries or distinct entrepreneurial ecosystems. Additionally, examining sector-specific
impacts, differences across firm sizes, and ownership structures would enrich the understanding of these
dynamics. Exploring further aspects of the institutional environment would also provide valuable insights.
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APPENDIX

Variable
Regional variables
Density
GDP
Unemployment
Education
Scitech workers
Age
Firm size
Country variables
Expenditure
Interest Rate
Venture

Stability

Country
Austria
Bulgaria
Czechia
Denmark
Finland
Netherlands
Hungary
Italy
Lithuania
Portugal
Romania
Slovakia
Spain
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TABLE Al.
Description of control variables

Description

Population per square kilometer

Gross Domestic product per capita measured in PPP

Share of unemployed population

Share of population with at least tertiary education

Share of skilled workers devoted to science and technology sectors
Median age of the regional population

Number of employees over the active population of firms

Share of public expenditure in the whole economy
Long term interest rate following European convergence criterion
Share of venture capitals per inhabitant

Political stability dimension of the World Governance Indicators

TABLE A2.
Regional sample for the Regional Authority Index

Region
Linder
Oblasti
Kraje
Regioner
Maakunnat
Provincies
Megyék
Regioni
Regiony
Comunidades Intermunicipais
Judete
Samospravné kraje

Comunidades Auténomas

Source

Eurostat
Eurostat
Eurostat
Eurostat
Eurostat
Eurostat

Eurostat

Eurostat
Eurostat
OECD
World Bank

NUTS level
2
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FIGURE AI.
Average firm Birth Rate across regions over the 2014-2019 period
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Source: Own elaboration with data from Eurostat.

FIGURE A2.
Average firm Death Rate across regions over the 2014-2019 period
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