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FISCAL DECENTRALIZATION: THE PRACTICE OF INTERACTION BETWEEN
CENTRALAND LOCALAUTHORITIES IN UKRAINE AND WORLD

In the course of assigning expenditure and revenue powers to local self-government, it is necessary to clearly
define and distinguish between the functions of the state and local authorities, to take into account the real
needs of newly-created hromadas, to use management technologies based on the foundations of “‘new public
management”, and to prioritize the interests of citizens in order to make managerial decisions relevant
exactly to the local level. In turn, the development of public relations dictates the urgent necessity to search
for new ideas on governance in modern states, to search for new technologies, new tactics and strategies
for regulating fiscal decentralization progress, to apply management technologies based on the “new public
management”, and to prioritize the interests of citizens in order to make managerial decisions relevant
exactly to the local level. The current conditions of local self-government institution and the form of its
interaction with the state authorities along with transformation of Ukrainian society and implementation of
fiscal decentralization policy require in-depth analysis and are of interest for current research. Briefly, the key
areas of strengthening the financial independence of local self-government are identified, via a clear definition
of the central and local executive bodies structure and powers, strengthening the role of local, implementing
the reserves on own revenue base, accounting the financial policies and forms of fiscal support to local self-
governments, introducing the new approaches to the budget process — “new public management”.

Key words: fiscal decentralization, expenditure decentralization, expenditures, spending power, local self-
government.
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https://orcid.org/0000-0002-1487-4572  Ukrainian economy, but also improving the institutional system of

interaction between public authorities in the process of implementing
financial powers. The scope occupies a special place in the system
of determinants on “new public management”, development strategy
on local finances, and becomes the significant counterpoint of official
and program based documents embodying fiscal decentralization
in Ukraine (Verkhovna Rada of Ukraine, 1997; Verkhovna Rada
of Ukraine, 1999; Verkhovna Rada of Ukraine, 2010; Verkhovna
Rada of Ukraine, 2014; Verkhovna Rada of Ukraine, 2015).

2. Analysis of recent research and publications

Now, researchers note Ukraine still to possess centralized model
of local budgeting, which is devoid of financial autonomy, which
own revenues are shaped by intergovernmental transfers and revenue
ratios. Theoretical and practical aspects as to shaping local budgets in
the conditions of decentralization on fiscal powers were investigated
by Ukrainian researchers, areas of interest are as follows:

— issues on decentralization of local budgets (Pohorielov, 2018;
Arabchuk, 2016; Bykadorova, 2010; Kovalevych, 2014);

— prospects and effectiveness of local budgeting (Furdychko,
2015; Volokhova, 2014; Bucovetsky, Smart, 2006; Piven’, 2012);

— administrative aspect of reforming local self-government
institutions (Kravtsiv, 2016; Lunina, 2006);
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— structural, methodological, tax aspects (Mel’nik, 2013; Panasiuk, 2015; Shults, 2016; Yashina,
Ryabov, 2015);

— planning of local finances (Kyrylenko et al., 2015).

Determining the impact of fiscal decentralization on the socio-economic development of the regions
is presented in the research works of eminent foreign scholars on the theory of fiscal decentralization
(Chua, 1995; Tiebout, 1956; Easson, Zolt, 2002; Martinez-Vazguez, Boex, 1999; Samimi et al., 2010;
Shadbegian, 1999; Schneider, 2003).

3. The purpose of the article

The current conditions of local self-government institution and the form of its interaction with the state
authorities along with transformation of Ukrainian society and implementation of fiscal decentralization
policy require in-depth analysis and are of interest for current research.

4. Main statements

Despite the legislative consolidation of the new concept of local self-government and the five-year
practice of functioning of local self-government shaped by hromadas and local authorities in Ukraine within
this concept, it is premature to regard the local self-government institutionalization process as an arranged
one, to assume local public authorities to be independent, and the civil society with its infrastructure to
be completed to the full. To highlight, the key objective of fiscal decentralization, still, is to strengthen
the financial foundations of local self-government, to improve the institutional system of interaction
between public authorities and local self-government bodies, especially in the context of spending
powers. Implementation of the concept of financial support of local self-government in (Verkhovna Rada
of Ukraine, 1997; Verkhovna Rada of Ukraine, 1999; Verkhovna Rada of Ukraine, 2010; Verkhovna Rada
of Ukraine, 2014; Verkhovna Rada of Ukraine, 2015) was to ensure the strengthening and balance of local
budgets through the redistribution of revenue and expenditure powers on different public authority levels
and the application of new methodological approaches to budgeting.

These approaches include, in particular: redistribution of an expansive definition of local budgets
own revenues; the transition to set up medium-term financial planning at the local level (Lunina, 2006;
Pohorielov, 2018); the introduction of results-oriented budget planning methods and improving the
efficiency of local budget expenditures. The fruits of financial decentralization and subsequent reform
of the budget process in Ukraine resulted in a number of changes those possess an ambiguous impact on
local authorities (Larina, 2013; Serebrianska, 2015), so that the ambiguities in the territorial organization
of local self-government were eliminated, the competences of local government institutions were defined,
the revenue powers and expenditures of local self-government bodies were delimited.

Within the main trends in Ukraine, the movement has started:
to ensure the compliance as to revenue authority and expenditure commitments of local budgets;
to balance local budgets by means of securing permanent income sources;
to elaborate the mechanisms to eliminate and to prevent the emergence of unfunded expenses;
as well as to elaborate the mechanisms to finance the public powers shifted on local level;

— to formalize the procedures for providing financial assistance to hromadas from the local and central
budgets.

At the same time, strengthening the financial autonomy of hromadas remains an urgent task.

So far, regarding the Central and Eastern Europe countries with transitive economies, the process
of fiscal decentralization also reveals many problems and contradictions. The main objective there is
to resume economic growth, while preserving the entire system of social guarantees in the provision
of public goods (De Sil’va, Kurlyandskaya, 2006). Thus, carrying out the budget decentralization in
the former socialist countries was marked by some progress, but the degree of decentralization varies
significantly depending on the level of development of public systems, the fairness of the redistribution of
financial resources, the quality of the dialogue between the central government and local authorities, and
the strength of the political, economic and financial situation of the territorial formations. To continue,
researchers also highlight the “image-building” point: the new democratic governments aimed at getting
rid of the phenomena associated with the communist past, one of which was extremely centralized
governance (Rodrigues-Pose, Kroijer, 2009).

That is the experience of many developing countries with transitive economies (India, Argentina,
Brazil etc.), local authorities were unable to adequately solve the tasks shifted down, which was caused
by various reasons (mainly due to the lack of necessary institutional conditions) and generally led to the
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discrediting of decentralized government (Larina, 2013; De Sil’va, Kurlyandskaya, 2006; Shah, 2006).
In turn, effectiveness of decentralization is demonstrated by the federal states with a high degree of
budget decentralization and stable macroeconomic indicators (Germany). According to experts (Larina,
2013; Shakh, 2010; Lunina, 2010; Martinez-Vazguez, Boex, 1999; Samimi et al., 2010; Shults, 2016;
Shah, 2006; Tiebout, 1956; Volokhova, 2014), those states are increasingly approaching the balance of
“centralization — decentralization”. These achievements are based, first of all, on the politically correct,
socially and economically justified rules and mechanisms for coordinated distribution of powers and
resources at the levels of administration.

For instance, fiscal decentralization in Germany was initiated by the report of the German Association
of Municipalities (Gemeindeverband) on updating local governance, where the following were underlined
as the main ideas of the reform:

1) the concept of “product” (all the results of the authorities’ activities and the services provided
are described by the term “product”). In Ukraine, this concept is closely related to the issue of the term
“guaranteed services” (Item 1 of article 86 of the Budget Code of Ukraine). Up to now, the Budget Code
of Ukraine does not clearly define the concept of “guaranteed services”. That is, an important factor that
negatively affects the performance and financing of the functions of central and local authorities, and is
inconsistent with the legislative norms (Verkhovna Rada of Ukraine, 2010; Verkhovna Rada of Ukraine,
1997; Bykadorova, 2010);

2) the creation of quasi-autonomous units being responsible for specific services and the resources
needed to provide the services mentioned;

3) the result-oriented budgeting and reporting system based on stated performance indicators. To note,
one of the main advantages of the German municipal finance system is its independent distribution of tax
revenues, local budget revenues in industrialized countries, on average, can be structured as follows, 50%
of local income is generated from taxes, 20% — consumer fees, and 30% — transfers from the upper power
authorities (Shah, 2006; Shakh, 2010: 63).

Benefiting over this principle, local authorities receive a stable income and are not dependent on a local
business tax or on a commercial tax. Moreover, the distribution of tax revenues has an advantage over
vertical subsidies, since central authorities mainly use subsidies to motivate or punish local authorities.

Since 1990-s, Ukraine also has a policy of equalizing the financial condition of the regions, which
sharply polarizes in terms of income. Anyway, in the Ukrainian version, the system still does not show
high performance results. In conditions of exceptionally uneven economic development of the territory,
support for economically inefficient regions was carried out first through tax incentives, which led to the
formation of “gaps” in the state budget, then through subsidies and subventions”.

Currently, the opinion on the necessity to switch to a policy of financial support for financially weak
regions due to financially strong regions is giving way to competition among regions for obtaining
support by independently attracting investment and business. This will allow to gradually replace budget
allocations with own revenue sources, stimulating local authorities to open new enterprises, create jobs
and to advance the infrastructure.

However, the denial of the ability of local administrations to pursue an effective budget policy is
based on arguments, as follows: the development of tax autonomy at the local level can lead to increased
territorial imbalance even in the case of an optimally shaped system of differentiating costs and incomes
due to levels of government. Nowadays, the state level represents the state budget, at the local levels —
oblast budgets, budgets of cities of regional/oblast importance, budgets of the hromadas, rayon/district
budgets, as well as rural, settlement budgets and budgets of cities of rayon importance. To go on, in
Ukraine, citizens often are employed in enterprises and establishments located outside the recently residing
territorial community. This kind of situation is quite widespread, in turn, one of the major budget-forming
taxes (income tax) is credited to the local budget where the legal entity in which the payee is employed
or located. And the community in which the income tax payer resides finances the services he consumes
but has no additional tax revenue. There is an imbalance at the local budget level: taxes are paid in one
community and services are provided in another one.

Accordingly, it would be advisable to form an income tax fund with its subsequent redistribution, which
takes into account the number of registered enterprises-tax agents, the number of officially registered
employees, and the total population of the respective territory. In accordance with direct approach of
public services to the final consumer (Verkhovna Rada of Ukraine, 2010) and for the sake of provision
the public benefits that have scale and external effects, those public services (guaranteed services) is
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better to attribute to local authority, later to the oblast level, in particular, such public services as: local
fire protection, medical services of hospitals of general purpose, garbage disposal services, the provision
of those are provided to the population of several villages, settlements within, even, different territorial
communities or hromadas (Verkhovna Rada of Ukraine, 2010; Serebrianska, 2015). It is also advisable
to keep with these powers of rayon councils for the period of uniting of hromadas, as follows: the power
to provide the public services to the villages, cities and settlements of various self-government units
or within different hromadas, medical services covered by public hospitals of general medicine, maternity
hospitals, protection of social welfare, fire protection, waste disposal, construction, reconstruction, repair
and maintenance of public highways.

The main risks to fail the fiscal decentralization in terms of effective public interaction and delegation
of powers are:

1) the initial limited financial competence of local authorities, their tendency to finance day-to-day
consumption (rather than increase investment costs), and low administrative capacities that do not allow
the efficient use of local tax potential and provide local public goods, taking into account the needs of the
population;

2) the system of inter-budget transfers, which is being formed as a “counterbalance” to territorial
imbalances, can have a negative impact, as growing transfers generate dependence of the local budget
policy and, in fact, are a compensation for ineffective actions of local administrations;

3) inefficient management of the local budget due to the lack of professionals, properly shaped and
trained stuff and/or low qualification of local officials to perform new functions, to specify: a) lack of
strategic planning, including the formulated strategy and timetable for its implementation; b) lack of
qualified specialists; c¢) lack of time to accomplish the set goals in the presence of high expectations about
the results of fiscal reforms;

4) corruption risks, which somehow correspond to a previous statement, increasing, the possibility to
merger the state and business at the local level, since a large part of local deputies are representatives of
the same business, arose opportunities for bribes, ways to corrupt of public funds;

5) the issue of distribution the powers between local self-government and executive authorities in
general, as well as the functions and powers between local councils (rayon/oblast rada) of united territorial
communities (hromadas) and rayon state administrations and rayon radas are not settled yet;

6) as the very climax of all above mentioned, that flows and directly reveals both the society
preparedness for reforms and the work done by state and local authorities in order to prepare the society for
above mentioned reforms. So in terms of the ordinary inhabitants, the stereotypes and misunderstandings
accompany with the fiscal decentralization are still retained. It all leads to the lack of support for the
decentralization in hromadas emerging, as well as to resistance from local administrations and local
councils (radas), local authorities, civil society institutions and civic organizations.

In general, the experience of the other countries shows (Shakh, 2010; Shah, 2006; Rodrigues-Pose,
Kreijer, 2009; Samimi et al., 2010; De Sil’va, Kurlyandskaya, 2006) that the reform of the budget process
on a new conceptual basis is a multi-stage, iterative, long-lasting process being slightly opposed by locals,
along it is notable to inevitably change and improve specific methods of managing revenues and expenses.
So that, in those countries, to name Germany, where the principles of budgeting by results are being
consistently implemented, authorities and the public find the positive effect of fiscal decentralization
initiation. At the same time, the effectiveness of the decentralization tools itself is rather difficult to
quantify in modern conditions.

5. Conclusions

In order to summarize the above noted issues, the following key areas of strengthening the financial
independence of local self-government can be identified, first of all, via a clear definition of the central
and local executive bodies structure and powers, and:

1) strengthening the role of local taxes in the formation of the revenue side of local budgets, as well as
securing to local authorities the additional taxes or deductions and “guaranteed services”;

2) to find and to implement the reserves for the formation by local self-governments own revenue
base, creating a system of incentives to pursue an active policy to build up own tax and non-tax sources of
income, improving the efficiency of budget expenditures by moving to program structure, and improving
local finance management;
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3) to promptly account the implementation of financial policies and the choice of forms of fiscal support
to local self-governments to accumulate own fiscal potential and to lift the self-effectiveness, to stimulate
the result-oriented budgeting and reporting system based on stated performance indicators;

4) to introduce to the general public new approaches to the budget process, according to the
concept of a “new public management”, in order to prevent social resistance to fiscal decentralization
implementation.
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Y npoyeci peanizayii nosnosadicenv 3i 6cmanosienus i peanizayii eudamxie i 00x00i¢ y npoyeci Qinancosoi
OeyeHmpanizayii HeoOXIOHO UimKo pO3PI3HAMU QYHKYIT 0epicasHUx ma MICYesux OpeaHie e1adu, 8paxosysamu
8 pobomi peanvHi nompeou HOBOYMBOPEHUX 2POMAO, BUKOPUCTNOBYEAMU VNPAGIIHCOLKI MEXHON02Il, 3anumamu
npiopumemnuMu iHmepecu came SPOMAOSH, a MAKONHC POPOOIAMU MA NPUUMAMY YIPABTIHCOKI PIUEHHS, SHAUUMI
ona Mmicyegozo pigHa. Y pobomi euxopucmani maxi memoou OOCHONCEHHS, K AHANI3 I CUHMe3, NOPIGHAHHS
ma ysaeanvnennsa. CyuacHull cman i NePCneKmugu po3sUmKy ITHCIMUmMymy MIiCYegoeo camospsaOyeanHs ma
opmu 11020 63a€MO0IT 3 Opeanamu 0epICABHOT 81AU PA3OM i3 MPAHCHOPMAYIER) YKPAIHCHKO20 Cycnintbemea 1
peanizayiero norimuku (iHarHcosoi deyenmpanizayii nompedyioms 21ub0K020 aHAi3y Ma CMAHOBIAMY IHMepec
oA Ybo2o O0CiOdNCceHHs. Y cmammi GU3HAUEHO KIIOYO8I HANPAMU NOCUNEHHS. (DIHAHCOBOI He3ANeNHCHOCIE
Micyesoeo camospa0yBaHHs MAKUMY WISAXAMU: YIMKO20 GUSHAUCHHS. CIPYKMYPU 1l HOBHOBAJICEHb YECHMPATLHUX
i Micyesux opeawié GUKOHABYOI 61a0U, NOCUNEHHS PO MICYeBUX Op2aHis 61a0U;, YIPOBAONCEHHS Pe3epsis o0
CMBOPeHHs 81ACcHOT 00XIOHOT basu, (hopm QIHAHCOB0T NIOMPUMKY MA CIMUMYTIOBAHHI MICYEB8020 CAMOBPAOYBAHHSL,;
VIPOBAOIICEHHS HOBUX NIOX00i6 00 0100JCenH020 npoyecy, 30kpema Konyenyii “new public management”.

KarouoBi cjoBa: OrompkeTHa JeICHTpai3amis, MEIEHTpasi3allis BHAATKIB, BHIATKH, BHIATKOBI
MOBHOBKCHHSI, MiCIICBE CAMOBPSITYBAHHSL.
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