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FINANCIAL DECENTRALIZATION AND FISCAL IMBALANCE OF
LOCAL BUDGETS IN UKRAINE

The purpose of the article is to identify the correspondence between the revenue and expenditure parts
of local budgets, which are responsible for the significant part of state expenditure financing due to financial
decentralization reform. The article provides a comparative analysis of decentralization levels of local
budgets in Ukraine and European countries by revenues and expenditures, as well as analyzes the structure
of revenues and expenditures of the consolidated budget which include state and local budgets. The article
notes that over the past ten years, the gap between revenue and expenditure has narrowed due to
decentralization reform, but fiscal balance has not been achieved.

The results of the analysis demonstrate the existence of a significant vertical imbalance in the budget
system of Ukraine, which consists in the insufficiency of own and fixed financial resources of local authorities
to ensure their powers. In terms of income decentralization, Ukraine ranks middle among Eastern European
countries, while the level of expenditure decentralization corresponds to the level of Scandinavian countries,
where the state plays an active role in income redistribution and has high institutional efficiency and high
social standards. The article substantiates that the vertical imbalance exist due to the inefficient structure
of local budgets’ revenues, in particular the high share of transfer payments from the state budget to local
budgets, as well as the low share of own revenues, namely local taxes, in tax revenues. In order to strengthen
the revenue side of local budgets and reduce vertical imbalances it is proposed to increase the tax base of
local taxes through development of business and welfare in the regions, to increase the share of deductions
from corporate tax and personal income tax to local budgets, to improve the control over local budget
revenues and to optimize local expenditures, including social protection and social security expenditures.
As the practice of foreign countries with decentralized budget systems shows, the elimination of vertical

imbalances leads to a significant increase in the fiscal capacity of the regions.

Keywords: financial decentralization, local budget, vertical fiscal imbalance, budget transfers, local
taxes, budget revenues, tax revenues, budget expenditures.
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Introduction and research problem. Financial
decentralization reflects the financial power of
regional authorities and is one of the basic conditions
for the independence and viability of local
authorities: decentralization of decision-making
processes increases the capacity of local authorities
to participate in the development of their territories;
fiscal decentralization contributes to the efficient
provision of public services by more closely aligning
government spending with the most urgent local
needs. A prerequisite for the existence of an effective
institution of self-government is the formation of a
large part of local budget revenues through local
taxes and fees, which are independently set by the
self-government bodies. The realization of the
legally enshrined right of every administrative-
territorial formation to economic independence is
impossible without the presence in each authority of
its own budget and the right of its preparation,
approval and execution without outside interference.
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Recent publications analysis. The issue of
decentralization and budgetary decentralization,
in particular, are covered in the works of many lead-
ing western scholars, such as R. Barro, G. Blochliger,
J. Buchanan, K. Arrow, J. M. Keynes, D. King,
R. Musgrave, W. Oates, A. Pigou, D. Ricardo,
C. Thibaut, J. Hicks. Ukrainian scientists, namely
0. Sokolova, G. Wozniak, M. Pasichny, A. Stasy-
shyn, O. Grabchuk, V. Demyanyshyn, V. Zymovets,
I. Lunina, V. Oparin, V. Fedosov, S. Yuri emphasized
the importance and necessity of initiating such
reforms, which would help increase the well-being
of the country’s population.

Unsolved parts of the problem. Despite the
large number of studies on financial decentralization,
the issue of the imbalance between budget revenues
and expenditures at the regional level remains
unresolved. The vast majority of Ukrainian
territorial communities, having the right to resolve
issues of local importance, are unable to do so due
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in the absence of own resources, decline or lack of
infrastructure or shortage of qualified personnel.
Therefore, many issues of local importance are not
resolved: municipal property, territory, landscaping,
etc. are not properly maintained. One of the main
problems of the national economy development is
the scarcity of financial resources on the local level.
Solving this problem requires a proper correlation
between revenues and expenditures of local budgets.

Research goal and questions. The major
objective of this article is to carry out a comparative
analysis of the financial decentralization levels in
the EU countries and Ukraine, to identify and assess
fiscal imbalances in revenues and expenditures of
local budgets in Ukraine.

Main findings. The process of decentralization
is the restructuring or reorganization of authority,
which results in a system of shared responsibility of
institutions at all levels of government (central,
regional, local) in accordance with the principle of
subsidiarity, which increases the quality and
efficiency of the governance system and thus
provides transparency of the budget system. Budget
decentralization is the process of delegating powers
(functions, jurisdictions, and amenabilities) from
the central government to local bodies (Sokolova &
Kovalchuk, 2016). Financial management is the
most difficult issue of fiscal decentralization.
Although there is an urgent need to delegate proxies
to the lower levels of government, the local
authorities normally do not have sufficient means to
fulfill its new budgetary powers.

An important part of determining the level of

decentralization of expenditures, the essence of
which is to assess the ability of local authorities to
dispose of their own resources and resources
obtained in the state budget, as well as the analysis
of decentralization of revenues - the ability of local
governments to fill their budget properly both tax
and non-tax revenues, and various grants and
investments.

The defining characteristics of the system of
local budgets in European countries are the level of
involvement of residents of territorial communities
in the processes of their discussion, formation and
implementation, as well as the correspondence of
the volume and range of services provided by public
institutions to the dynamic structure of public
requests and needs. The method of allocation of
public finances determines the level of taxpayers’
confidence in the fiscal policy pursued both in the
country as a whole and in its specific region,
generating the phenomenon of tax competition
between different jurisdictions and streamlining the
movement of resources.

Basics of development of budgetary federalism
in European countries was the steady outpacing of
expenditure decentralization over the corresponding
revenue indicator. With comparable proportions of
GDP redistribution through the expenditures and
revenues of the local budgets, the recent
intergovernmental transfers contributed to the fiscal
equalization and elimination of interregional
imbalances and the artificial balancing of the
system. The average levels of decentralization of
the budgetary systems of European countries for

fiscal decentralization is the analysis of the years 2001-2017 are summarized in Fig. 1.
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Fig. 1. Budget decentralization by revenue and expenditure in European countries in 20012018, %
Source: by authors based on data from (Eurostat, 2020)
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The magnitude of variation in the expenditure indi-
cator is 63.3 pp, for revenue — 45.8 pp. Malta’s and
Cyprus’s relatively low budgetary decentralization
parameters can be rationally explained by the specifics
of the administrative and territorial structure of the
countries. Moderate values of fiscal autonomy were
also recorded in Greece (average revenue decentraliza-
tion at 7.27 % and 6.86 % by expenditures), which is
explained mainly by natural geographical conditions
and secessionary risks. The country has even imple-
mented a model of state-level direct financial support
for local governments based on the Central Autono-
mous Resources mechanism to support the long-term
sustainability of local finances, which is an element of
the macroprudential strategic management program.
Overall, in 2001-2017, most European countries were
characterized by high fiscal decentralization: over
20 % by expenditures and 15 % by revenues.

The highest levels of decentralization are
inherent in Fennoscandia countries, whose fiscal
space models have been linked to a social-market
economy, a stable and high level of development
and an adequate standard of living since the mid-
twentieth century. The large scale of redistribution
of GDP through the public finance system, including
its powerful and situationally responsive local
segment, is supported in this group of countries by a
high level of appropriate institutional support that
balances individual and public interests.

The average degree of expenditure decentraliza-
tion over the analyzed period in the countries of
Europe was 22.9 %. The national indicators that are
closest to it are recorded in countries with markedly
different economic development parameters and indis-
tinguishable institutional traditions of fiscal autonomy.
Among the group, the highest levels of public well-
being are in the UK (+4.2 pp), as well as Switzerland
(-1.0 pp) and France (-2.9 pp). Another group is made
up of some post-socialist countries, including Bulgaria
(-3.7 pp), Croatia (+3.0 pp), Hungary (-2.2 pp), and
Romania (+0.7 pp) and the Baltic States (+2.9 pp on
average), which achieved notable results through stra-
tegic progress in the fiscal area. The average degree of
revenue decentralization by local budgets is 18.7 %.
Indicators as close as possible were recorded in Nor-
way (+1.8 pp), Ireland (-3.0 pp) and Poland (+1.9 pp)
(Davymuka, Kuybida & Fedulova, 2019).

As we see, Ukraine has transferred a large num-
ber of spending powers to the local level, which cor-
responds to the level of local spending in the Scandi-
navian countries. However, the total share of own
and assigned revenues of local budgets is lower than
the corresponding indicators of Poland, Romania,
Hungary, Lithuania and Estonia, which have a much
lower level of decentralization by expenditure.

However, if Sweden and Finland can allow imbalance
between revenues and expenditures in their stage of
growth, such a difference can significantly affect the
development of regions in Ukraine, while expendi-
tures exceed revenues by about two times.

The results of the analysis allow us to conclude
that the level of financial decentralization of
revenues in Ukraine remains low, as local budgets
finance expenditures that are not supported by
appropriate financial resources.

The large part of the budget system of Ukraine
consists of local budgets. The number of local bud-
gets in Ukraine as of 21.08.2019 is 9139 (Ministry of
Finance of Ukraine, 2020). Quantity of local budgets
has decreased over the last 5 years as territorial com-
munities become larger in the process of decentra-
lization, and the amount of funds that was redistri-
buted through local budgets has increased as a result
of the extension of powers of local bodies.

The dynamics of allocation of budget resources
in the consolidated budget of Ukraine (Fig. 2) shows
that today there is a neutral-positive tendency of a
moderate increase in the share of revenues that flew
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Fig. 2. Revenues (without transfers) and expenditures
(with transfers) of the government and local budgets
of Ukraine in 2011-2019, % of the consolidated budget
Source: by authors based on data from
(Ministry of Finance of Ukraine, 2020)
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to local budgets. Since the government approved the
main conceptual document on decentralization — the
Concept of reforming local self-government and
territorial organization of government in April 2014,
the percentage of local budget revenues in the con-
solidated budget decreased from 19.11 % in 2013 to
the lowest value in 10 years — 16.72 % in 2015.
However, as a result of the decentralization reform,
the ratio of local budget revenues to the state reve-
nues has gradually increased: for the last reporting
calendar year, the share of local community reve-
nues was 22.35 % in the consolidated budget.

Expenditures of local budgets including transfers
during the researched period fluctuate within 40-45 %,
that is twice more than revenues without transfers to
local governments. The imbalance between revenues
and expenditures indicates the insufficiency of the
revenue base of local budgets to ensure the perfor-
mance of functions entrusted to local self-government.

The transfer of tasks and competencies to local
authorities without the provision of adequate sources
of revenue contradicts the idea and role of territorial
self-government. The revenue base of local budgets is
the basis of regional financial regulation. Various tar-
geted programs, and above all social ones, are financed
through local government funds. The local budget can
also be considered as the main financial plan for the
development of territorial communities.

Local tax revenues are an important source of
local budgets revenues, affecting the economic de-
velopment of a particular region. The main pay-
ments to the local budgets are personal income tax,
corporate income tax, excise tax on excise goods
produced in Ukraine, land value tax, local taxes and
fees, other payments.

The personal income tax, as a basis for filling the
local budgets of Ukraine, is a fairly stable source of

local budgets (more than 50 % of revenues).
However, its high share in a particular community
indicates a strong dependence of its budget revenues
on the availability of business structures and official
employment.

According to the State Treasury of Ukraine, local
taxes and fees are the second largest source of local
budgets, the share of which increased 2.5-3 times
after 2014, reaching as much as 28.8 % in 2016 in the
total structure of local budget revenues. For compari-
son, their share in 2014 was 8.1 % of total local bud-
get revenues. This increase in 2016 can be explained
by the attribution of property taxes, including land
payments, to local taxes and fees. Anyway, the share
of local taxes and fees decreased in 2019 to 26.5 %,
which is explained by the underdevelopment of busi-
ness and property institutions in the regions, as well
as the lack of an effective legal framework governing
liability for tax evasion (Bui, 2018).

Local expenditures in the consolidated budget are
about 4045 %. The largest share in expenditures is
occupied by education, medicine and social protec-
tion (which amount to 6070 % of all local budgets
expenditures). Local expenditures for education, so-
cial protection, medicine, transport, culture and
sports, utilities and other sectors of the economy take
up a large share in the consolidated budget (more
than 50 % in 2019). Thus, it is possible to conclude
the existence of the so-called vertical fiscal im-
balance, which usually arises from the distribution of
tax revenues between central and local governments.

However, the positive trend is the outstripping
growth of local budget revenues compared to local
budget expenditures in the last decade. In 2010-2019
the local budgets revenues to GDP ratio grew from
6.6 % to 8.2 %, at the same time the local expenditures
to GDP ratio grew from 14.1 to 15.2 % (Fig. 3).
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Fig. 3. Local budgets own revenues and expenditures in Ukraine, % of GDP
Source: by authors based on data from (Ministry of Finance of Ukraine, 2020)
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Given that official transfers from the state budget
are decreasing every year and local taxes and fees are
increasing, the positive dynamics in the growth of
local budget revenues to GDP are being traced. The
gap between expenditures and revenues has been
constantly fluctuating for 10 years, but only within
1 % difference, which again confirms that the regions
do not have enough resources. Expenditures of local
budgets to GDP have been steadily increasing since
2014, which to some extent demonstrates the
efficiency of optimizing the expenditure part.

The theory of fiscal decentralization states that
the gap between the level of income and the level
and structure of expenditures has negative
consequences. Excessive financial transfers to local
budgets and insufficient use of direct taxation at the
local level lead to the rupture of the relationship
between the assigned functions and the ability to
perform them. Transfers from state to local budgets
may not be fully integrated into population income,
and the income distribution process provides an
opportunity to expand public services that would
not be possible under other conditions.

For the efficiency of exercising all the powers
of local authorities, namely providing public
services to the population, it is necessary that the
majority of revenues to local budgets come from
the tax and non-tax revenues of local communities,
and not through the state budget of Ukraine. It is
more effective for local authorities to provide
social and economic benefits to citizens through
their own finances, rather than provide them
through transfers received.

Conclusions and further research proposals.
Establishing an effective system of local self-
government, as international experience shows, is
possible if decentralization methods are taken into
account, which will ensure better performance of
the functions of the state with more efficient
provision of public goods and services. It is clear
that the main directions of local self-government

reform are formulated on the best traditions of
foreign experience, such as empowering local
authorities and granting budgetary autonomy;
expansion of sources of filling of local budgets;
establishment of uniform rates of deductions of
national taxes; introduction of a mechanism of
budgetary regulation and alignment; implementation
of sectoral transfer policy.

The current state of the local government system
in Ukraine does not meet the needs of society.
Territorial communities do not have sufficient
resources to create and sustain an adequate living
environment. Therefore, there are no high-quality
administrative, social and other necessary services
for the full development of the person in the
respective territories.

In the process of decentralization of local
budgets, it is important for central governments to
ensure the autonomy of local authorities to fulfill
their powers, functions and tasks, taking into
account the needs and interests of the united
territorial communities, using budget resources
effectively.

To improve financial decentralization in the
regions of Ukraine, several ways to solve urgent
problems can be proposed: to identify areas of
responsibility at central and local levels, to enable to
supplement own revenues at the expense of their
own sources, to increase the role of local taxes and
fees and to rise their share in local budgets’ own
revenues, to establish additional incentives, such as
tax breaks, subsidies, transfers, to integrate interests
on the goals of regional development, to strengthen
links between national and regional industries and
to introduce modern information technologies in the
field of regional development process management.
The problem of revenue-expenditure imbalance can
be partly solved by increasing the rate of deductions
from personal income tax, as well as by improving
the system of property tax administration and the
institution of local borrowings.
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byu T. I, Kosanvuyx O. 1.

PIHAHCOBA AEHNEHTPAJIIBAIIA I ®ICKAJIBHI JTUCBAJIAHCHU
MICIHEBHUX BIOIKETIB B YKPAIHI

MerToto cTaTTi € BUSBICHHS BiANOBIAHOCTI MIXK JOXIJHOIO Ta BUJATKOBOIO YaCTHUHAMHM MICIIEBHX O10-
JDKETIB, AKUM Y Tipoleci (hiHaHCOBOI JeleHTpaltizalii Oysio nepeaano 3Ha4uHi TOBHOBAYKEHHS Ha BUKOHAHHS
3aranpHOAepxkaBHUX (yHKLIH. [IpoBeeHO MOPIBHAIBHUN aHaMi3 PiBHIB ACLEHTpasi3alii 3a 10Xo1aMu Ta
BHUJaTKaMH MicLIeBUX OIO/KETIB B YKpaiHi Ta kpaiHax €BpoIH, a TaKOXK MPOAHATI30BaHO CTPYKTYPY A0XO-
JiB 1 BUJATKIB 3BEJCHOTO OIOMKETY B PO3Pi3i IEP>KAaBHOTO Ta MICIIEBOTO PiBHIB. 3a3HAY€HO, IO MPOTATOM
OCTaHHIX JECSTU POKiB PO3PUB MIXK JOXiIHOIO Ta BUJATKOBOIO YACTHMHAMHU CKOPOTHBCS 3aBISKU pedopmi
JeLeHTpaizanii, npore (ickanbHOTo OanaHCy JOCATHYTO HE OyIo.

Pesynbratu ananizy 1eMOHCTPYIOTh HasBHICTh 3HAUHOTO BEPTUKAILHOTO AUCOATaHCy B OFOJKETHIM CHC-
TeMi YKpaiHH, SIKHH TOJSIra€e B HEJOCTATHOCTI BIACHUX Ta 3aKpilUIeHUX (PiHAHCOBHX pecypciB MicCIeBOi
BJIau A7 3a0e3TeUeHHs MOKJIaJIeHUX Ha HUX MMOBHOBaXKEeHb. 3a piBHEM JeleHTpallizalii JoXxoaiB Ykpaina
MOCi/Iae CepeHI0 MO3UII0 MoMik KpaiH CxigHoi €Bpomny, TOAl K PiBeHb JeleHTpalli3alii 3a BUJaTKaMu
Bi/IMOBiNae piBHIO kpaiH CKaHIUHABII, B SIKMX JAEpKaBa BiJIrpae aKTUBHY POJIb Y MEPEPO3IOILUTI JOXOMIB 1
Mae BHCOKY IHCTUTYLIiIHY e(DeKTHBHICTh Ta BUCOKI COLliadbHI CTAaHAAPTH. Y CTaTTi OOTPYHTOBAHO, L0 BEP-
TUKaJIbHA JAUCIPOMNOPLIsS 3yMOBJIEHa HEe()EKTUBHOIO CTPYKTYpOIO HAJIXOMXKEHb 10 MICIEBUX OOJKETIB,
30KpeMa HaJITO BUCOKOIO YaCTKOIO TPpaHC(HEPTHUX IIIATEXKIB 13 IEpKaBHOTO OIOMKETY J0 MiCLIEBUX OrO/Ke-
TiB, @ TAKOX HAATO HU3BKOIO YACTKOIO BJIACHUX JJOXOAIB, 30KpeMa MICIIEBUX MOJATKIB, Y MOJATKOBUX HaJ-
XOJDKEeHHSX. J{J1s1 3MiLIHEHHS TOX1IHOT YaCTHHU MiCIIEBUX OFOKETIB Ta 3MEHIIIEHHS BEPTUKAJILHOTO Jucha-
JIAHCY 3allpOIIOHOBAHO 30UIBIIUTH IMOAATKOBY 0a3y MiCLEBHX MOAATKIB ILIIXOM PO3BUTKY Oi3Hecy Ta
3pocTaHHs 100poOyTy B perioHax, MiIBUIUTH YaCTKy BiJjpaXyBaHb Bijl OJATKy Ha MpUOYTOK 1 MOJATKY Ha
Joxoau (i3n4HUX 0Ci0 10 MicIeBUX OIOKETIB, MiABUIIUTH €(PEKTUBHICTH KOHTPOIIO 32 HAJXOMKECHHIMU
JI0 MICIIEBUX OO/IXKETIB TA ONTUMIi3yBaTH MiCII€Bi BUJATKH, 30KpPEMa BUJATKU Ha COLIaJIbHUM 3aXHUCT 1 COIIi-
asnpHe 3a0e3nedeHHs. SIK CBIMUUTH IpaKTHKa 3apyODKHHMX KpaiH i3 JEIEeHTpani30BaHUMH OHOIKETHHUMU
CHCTEMaMHU, YCYHEHHS BEPTUKAJIBHOTO JUCOANaHCy CIIPUsiE 3HAUHOMY IiIBHIIECHHIO (iCKaIbHOI CIIPOMOXK-
HOCTI PErioHiB.

KurouoBi cnoBa: ¢inaHcoBa AeneHTpai3allis, MiCIieBUN OIO/KET, BEPTUKANIBHUN (ickaiabHuil aucba-
JIaHC, MIKOIOIKETHI TpaHC(EPTH, MICIIEB] TIOATKH, OIOJKETHI JIOXOMIH, MTOATKH, OFOJPKETHI BUIIATKH.
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