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FINANCIAL DECENTRALIZATION OF TERRITORIAL COMMUNITIES

IN THE CONTEXT OF THE IMPLEMENTATION OF INTERNATIONAL EXPERIENCE

Abstract. The experience of European countries in terms of a perfect budget process and
high financial discipline is important in the presence of a set of problems in the process of
decentralization, which must be taken into account and eliminated in advance. This article examines
the scientific and applied aspects of decentralization, analyzing the experience of European
countries and outlines methodological approaches to assessing the development of local
communities in modern conditions. Important aspects are outlined and the advantages and
disadvantages of the impact of financial decentralization on the processes of effective development
at the local level are systematized. Emphasis is placed on the need for a comprehensive reform of
local self-government, which will primarily include a reform that will relate to the administrative-
territorial system and the redistribution of powers and resources between different levels of
government. Guidelines for the development of local budgets in the main are as have been
identified. A conceptual model of territorial community development in the conditions of financial
decentralization is proposed, which provides for an effective combination of budget potential,
potential of economic entities, households and financial institutions and their interaction. The
structure of budget revenues in European countries is analyzed. The focus is on the level of
subsidies with in-depth analysis. A method of monitoring and evaluating the effectiveness of
administrative and financial decentralization in terms of determining the financial capacity of the
united territorial communities has been developed. It is noted that the solution of the problems of
financial decentralization should be carried out on the basis of studying, generalizing and taking
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into account the best international experience. The world experience in the structure of local budget
revenues in European countries is studied. The scientific novelty of the obtained results is
represented by a set of theoretical and practical aspects of the study, namely proposals on the
current state of the main activities of local governments to enhance entrepreneurship in the
community in the context of implementation of international experience.
Keywords: territorial community, financial decentralization, financial resources, local
budget, tax revenues, subsidies, resource potential.
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®IHAHCOBA JEHEHTPAJII3ALIA TEPUTOPIAJIBHUX TPOMA /]

Y KOHTEKCTI IMINIEMEHTAIII MIDKHAPOJJTHOT'O TOCBIAY
AHoTauis. BaxinuBuM € JOCBiI €BpOINEHCHKUX KpaiH IMIOAO JOCKOHAIOTO OFOKETHOTO
nporecy 1 BHCOKOI (DiHAHCOBOI JAWCHMIUTIHA TIPH iCHYBaHHI KOMIUIEKCY MpoOieM y mporeci
JeLleHTpaTi3alii, SKi MOTPiOHO 3aBYaCHO BpaxyBaTW 1 YCYHYTH. PO3IIIsatoThesi HAyKOBO-TIPHKIIAIHI
aCTIeKTH JEeHTpaTi3allii, aHaJi3yl0un J0CBi KpaiH €Bporu, Ta OKPECIIOIOTHCS METOAWYHI MiIXOAN
JI0 OLIHKH PO3BUTKY TEPHUTOPIATbHHUX TPOMaj y CydacHHX ymMoBax. OKpecieHO BaKJIMBI aclieKTH Ta
CHCTEMaTH30BaHO TIepeBary i HeOMIKK BIUTMBY (hiHAHCOBOI JelIEHTpai3allii Ha Mmpoecu eeKTUBHOTO
PO3BUTKY Ha MICLIEBOMY piBHi. AKIIEHTOBAaHO Ha HEOOXiJHOCTI MPOBEACHHS KOMIUIEKCHOI pedopmu
MICLIEBOTO CaMOBpSITyBaHHS, SKa HacamIiepesl BKIOYaTUME pedopMy, IO CTOCYBaTUMEThCS
a/IMIHICTPaTUBHO-TEPUTOPIAIEHOTO YCTPOIO, Ta TIEPEPO3MOILTY TIOBHOBAXKEHB 1 PECYPCIB MK PI3HUMHU
PIBHSMH yNpaBiiHHS. BH3HaUe€HO OpIEHTUPU PO3BUTKY MICIEBUX OIO/KETIB 32 OCHOBHUMH
HarpssMaMy. 3alpONOHOBAHO KOHIENTYaJIbHYy MOJETb PO3BUTKY TEPUTOPIabHOI TPOMaayd B yMOBaxX
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¢dinaHcoBOi pemeHTpatizamii, ska mependadac e(EeKTUBHE IOETHAHHS OFOKETHOTO IOTEHIIIANY,
MOTEHITiaTy Cy0’€KTIB TOCMOJAPIOBAHHS, JTOMAIIIHIX TOCHIOAAPCTB 1 (DIHAHCOBO-KPEAWTHUX YCTAaHOB Ta
ixHro B3aemopiro. [IpoaHamizoBaHO CTPYKTypy JOXOHIB OMOKETIB y KpaiHax €Bpomru,
aJIMiHICTPAaTUBHO-(IHAHCOBOI JICIIEHTpaTi3allli B YacTHHI BU3HAYEHHS (DIHAHCOBOI CIPOMOXKHOCTI
00’€THAHMX TEPUTOPIATLHUX TpoMaJa. 3a3HAueHo, 10 PO3B’s3aHHSA MpoOsieM  (iHaHCOBOT
JISTICHTpaJTi3alli JOIIBHO 3/IMCHIOBATH Ha OCHOBI BUBYCHHS, Y3araJbHEHHs 1 BpaxXyBaHHs KpaIioro
MDKHApPOJHOTO JOCBiAy. JlOCHiIKEeHO CBITOBHMM JOCBIJ Y CTPYKTYpPl JIOXOIIB MICIEBUX OFOKETIB
y Kpainax €Bponm. HaykoBa HOBH3Ha OTpHUMaHHX pE3yJbTaTiB TPEICTABICHA CYKYITHICTIO
TEOPETUYHUX 1 MPAKTHYHUX ACHEKTIB JIOCITIPKCHHS, a caMe MPOMO3UINSIMH MO0 CY4acHOTO CTaHy
OCHOBHHUX HANpsMiB JisUTEHOCTI OpraHiB MiCIIEBOIO CAaMOBPSTyBaHHS JIJIsl aKTUBI3aLlii MTiAMPUEMHHUIITBA
Ha TEPUTOPIi TPOMAAN B KOHTEKCTI IMIUIEMEHTAIlli MIXXHApOIHOIO JOCBidy. 30CE€peIKEHO yBary Ha
pIBHEBI JOTALIIHHOCTI B MOTNIMOIEHOMY aHaii3i. Po3po0ieHo MeToanKy mpoBeAeHHs MOHITOPHHTY Ta
OLIIHKHU Pe3yIbTaTUBHOCTI.

Knrouoei cnosa: teputopianibHa rpoMaja, ¢piHaHCOBA JACLIEHTpali3alis, GiHaHCOBI pecypcH,
MiCIIeBU OIO/KET, MOAATKOBI HAIXO/KEHHS, JOTAIlIHHICTh, pECYpCHUI MOTEHITial.

®opmyi: 0; puc.: 6; Tabx.: 2; 6161.: 19.

Introduction. Financial solutions to socio-economic problems at the local level are much
more effective than at the state level, so the development of territorial communities is based on
local budgets. The functioning of local budgets is usually aimed at strengthening domestic capacity
and the use of mechanisms to increase the revenue base, ensure optimal use of community resources
and its stable economic development. The experience of developed foreign countries shows that an
important prerequisite for economic growth is an effective mechanism of financial independence of
local governments.

In the modern scientific literature, the development of local budgets is insufficiently studied,
taking into account financial decentralization and changes in the role of local governments in
ensuring the socio-economic development of the community. Effective socio-economic
development of regions is objectively limited by the level of its provision with financial resources,
which are based on local budget revenues. The current challenges of decentralization and the
transformation of the financial system at all levels necessitate the role of local budgets in pursuing
the strategic goals of reform. Financial decentralization is an important lever in establishing them as
financially independent entities of the state economy.

Analysis of recent research and problem statement. The study of theoretical aspects of
the development of financial decentralization of territorial communities are the works of many
Ukrainian and foreign scholars, in particular: D. Razuvaeva [14], 1. Boyarko [7], L. Gritsenko [7],
O. Zakharova [19]. Problems of economic development of territorial communities, including by
uniting several communities for joint solution of problems of socio-economic development, have
been covered in many scientific sources and works, in particular by such researchers as
O. Bobrovska [2], Yu. Radetsky [13] and others development of territorial communities while the
economic aspects of territorial communities development were addressed by I. Kolomiets [9],
O. Nezdoimynoha [10], A. Pavliuk [11], A. Pelekhtyi [9]. According to V. Tantsa [17], the success
of the introduction of financial decentralization reform depends solely on the «institution specific
design» — the optimal interaction of public authorities [17, p. 13]. In particular, R. Ezcurra [6] and
A. Rodriguez-Pose [6] examine the relationship between decentralization and different indicators:
changes in GDP per capita and territorial disparities [6]. Analysing administrative decentralization
in European countries, S. Davydenko [3] notes that European practice in the field of financial
security confirms the fact that there are no universal models and algorithms for decentralization of
powers, property and sources of local government funding.

However, we believe that consolidation of grassroots territorial structures will be an
important component and expanding the financial base for the local budgets will be a mandatory
priority. In particular, S. Yu. Kolodiy [8] believes that «...decentralized budget system under
certain conditions is more effective thancentralized and promotes economic growth» [8, p. 67]. That
is, the main purpose of reforming the budget system should be the abolition of the principle of unity
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of the budget system of Ukraine, because each of the branches of government must operate on the
basis of its own revenue base.

The purpose of the article is to study the features and prospects offinancial decentralization
of territorial communities, implementing international experience.

Research results. Successful implementation of decentralization processes to create an
effective management model in the system of decentralized government of Ukraine should be based
on adequate social standards, independence, efficiency, accessibility and transparency of the
judiciary. The goals of increasing the administrative capacity and efficiency of territorial
administration were achieved through the unification of small territorial communities into large
local governments, the goals of maintaining the relationship between government and the
population wereachieved through the formation of intermediate structures of inter-municipal
cooperation [19]. The number of local governments in individual European countries is shown in
Fig. 1.
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Fig. 1. Number of local governments in some European countries, 2020
Source: calculated by the author according to the [4; 18].

According to the concept of reform, in Europe, different basic size and powers of the
basic links of the administrative-territorial system were formed. The largest number of local
governments among the analyzed countries is in France, the average in Germany, Italy, Spain,
and the least in Greece. In particular, in countries such as Denmark, Lithuania and Sweden, the
number of local governments decreased by 80%, in the United Kingdom — by 77%, in Germany
— twice. A separate stage of the decentralization reform, in addition to the formation of capable
administrative-territorial entities, is the effective distribution of tasks and competencies of public
authorities and the assignment of relevant powers to local governments. At the same time, the
powers of local governments are granted on the basis of the principle of subsidiarity, with the
maximum approximation of the provision of public services to the population, and the body that
decides on its provision — to the problem it is designed to solve. In general, most European
countries distribute powers at different levels based on the principle of general competence.

It is worth noting that the formation of the powers of local governments, based primarily
on the possibility of maximum approximation of public services to their consumers, depends on
the distribution of revenues between the budgets of different levels. Given the peculiarities of
building the budget system of the EU, scientists identify three models of distribution of budget
revenues at different levels, namely [15]:

e distribution of tax revenues and other revenues between different levels of the

country’s budget system — a model that is partly typical of the United States;
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splitting of tax revenues through the allocation to the budgets of different levels of
specific shares of tax revenues within a single tax rate — a model that is partly typical
of Germany;

establishment at the level of administrative-territorial entities of allowances to national
taxes — a model typical of Sweden.

If we analyze the main aspects that affect the level of tax autonomy of local budgets in
Europe, we can draw the following conclusions [12]:

only in eight countries do local governments have the right to set their own tax rates
and determine the tax base for the taxation of individual taxes and fees. At the same
time, the tax systems of these countries have a low share of local taxes;

instead, local governments in most European countries independently determine the
marginal tax rates at the local level (in Belgium, Spain, Great Britain, Denmark, the
Netherlands, Sweden, Switzerland and Finland, such revenues provide about 84% of
local budget revenues, in Poland, Norway, The Czech Republic and Hungary — 45%));
in most European countries there is a distribution of tax revenues between local and
central budgets, however, there are no states in which the proportion of distribution is
determined by local governments.

only in one European country (Portugal) at the central level are set the marginal rates
of local taxes and determine the tax base of these taxes. Tax and non-tax revenues of
individual countries are shown in Fig. 2.
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Fig. 2. The structure of local budget revenues in European countries, 2020

Source: calculated by the author according to the [4].
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Fig. 2 shows the highest percentage of tax revenues in Sweden — 71% and Austria — 60%,
and the lowest in the UK — 14%, if we characterize non-tax revenues, the highest percentage —
Finland (31%), and the lowest in Sweden (11%) and Denmark (9%). When studying the tax system
of European countries at the local level, it is advisable to pay attention to the role and place of local
taxes and fees in this system. Thus, in France, due to local taxes and fees, the revenue side of local
budgets is replenished by 65%, in Germany — by 47%, in the UK — by 36%. At the same time, in
European countries there is an extensive system of local taxes and fees: in Belgium they can be
traced more than 100, in Italy — 70, and in France — 50 [14]. The organization of the tax system in
European countries is different, it is characterized by the collection of tax payments to local
budgets. As in Ukraine, the collection of personal income tax is one of the main sources of revenue
for local budgets in European countries such as Austria, Belgium, Denmark, Norway, Poland and
Switzerland. Instead, in the United Kingdom and the Netherlands, this budget-generating tax does
not go to local budgets. Problems of financial decentralization are based on improving the
efficiency of local taxes and fees, making changes in the administration of these taxes,clarification
of the conditions for the creation and use of special funds and solving problems of control over the
completeness, timeliness and reliability of the received financial tax revenues. Important tasks are
to identify threats at the regional level, to develop methods to combat them using the resources
available to local executive bodies and local governments, in the framework of building a national
system of sustainability. The level of subsidies for individual regions is shown in Fig. 3.
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Fig. 3.The level of budget subsidies in 2020 (%)

Source: own calculations.

The level of subsidies is 39.3% in Chernihiv region, 33.4% in Ivano-Frankivsk region and
31.1 in Zakarpattia region. Basic and reverse subsidies are opposite in the direction of cash flows,
the main purpose of which is to ensure the horizontal equalization of the tax capacity of local
budgets. Thus, if the value of the tax capacity index is 0.9—1.1, the equalization is not carried out;if
less than 0.9 — the local budget is provided with a basic subsidy in the amount of 80% of the
amount required to achieve the value of the index 0.9; if more than 1.1 — a reverse grant is
transferred from the relevant local budget — 50% of the amount exceeding the value of the index
1.1. At the same time, equalization is carried out only taking into account the corporate income tax
and personal income tax for regional budgets and personal income tax for other local budgets. The
level of subsidies depending on the type of settlement and population (7able I).
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Table 1
The level of subsidies
Type of settlement The level of subsidies (%) Number groups Th:;le)‘s,:(;ig l();)d)get
Village 18.4% More than 15000 people 11.4%
Town 16.4% From 5000—15000 people 18.5%
City 8.1% Less than 5000 people 13.5%
Average 14.3% Average 14.4%

Source: own calculations.

Territorial communities with a population of 5,000 to 15,000 have the highest subsidy rates
on average. The lowest average value of this indicator for a territorial community with a population
of less than 5 thousand people — only 13.5%. If we analyze the type of settlement, then 18.4% falls
on the village. Calculations on the indicator «level of subsidy of budgets» (the ratio of the amount
of basic or reverse subsidy to the amount of income of the general fund of the territorial community
without taking into account subventions from the state budget) indicate that the least dependent on
subsidies from the state budget are communities — cities of regional importance: among which the
highest level of subsidies is only 9.1%. Financial resources of local government are shown in 7Table

2.
Table 2
Financial resources of local government, UAH billion
Deviation 2022 Deviation
Indexes 2021 (+/-) (prediction) (+-)
Horizontal alignment
Basic subsidy to local budgets 15.7 +2.4 16.3 +0.6
Reverse subsidy from local budgets 10.4 +1.6 10.8 +0.4
State support
State Fund for Regional Development 4.5 -0.4 11.2 +6.7
Socio-economic development of the territory 6.0 +4.3
Construction, repair, maintenance of roads 18.1 -4.1 23.1 +5.0
Emergency credit programs for the recovery 1.2 +0.35 1.5 +0.2
of Ukraine
Development of the CNAP network 0.23 new subvention 0.23 _I
Spatial development of community territories 0.06 new subvention 0.2 +0.13
Subvention to district councils 0,15 new subvention
Education

Educational subvention 99.6
New Ukrainian school 1.4
Inclusive education 0.5
A capable school for better results 1.0 +0.5
To combat COVID-19 in secondary schools 1.0 new subvention
Development of family forms of education, 0.8
housing for orphans
Establishment of vocational education centers

Renovation of food units in schools

new subvention

Ukraine’s reconstruction program

Source: own calculations.

106

Fire safety in educational institutions new subvention
Other industries

Subsidy for the maintenance of educational 5.9 2.0 2.95 -2.95

and health care institutions

Support for individual facilities and activities 2.9 +1.4 2.2 -0.7

in the health care system

Internet in the country side 0.5 new subvention

Development of sports infrastructure 0.5 +0.3

Establishment of cultural service centers 0.2 new subvention
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Compared to previous years, the decline in 2021 can be traced to UAH 4.1 billion —
construction, repair, maintenance of roads; UAH 0.4 billion — State Fund for Regional
Development; UAH 2.0 billion — subsidy for the maintenance of educational and healthcare
institutions. Forecasts in 2022 show a decrease of only UAH 2.95 billion — a subsidy for the
maintenance of educational and health care institutions and UAH 0.7 billion — support for
individual institutions and activities in the health care system. There are also many new
subventions, as shown in the table.

The reliability of the obtained results, conclusions, and proposals is based on a
comprehensive analysis of statistical data and scientific generalizations [1].

The main positive aspects of the introduction of horizontal equalization of tax capacity of
local budgets are as follows: first, the formation of reverse subsidies is based on the analysis of
revenues from two taxes (income tax and personal income tax), which does not affect the level of
interest of local governments on the accumulation of the largest possible amount of revenue to local
budgets; secondly, the basic subsidy provides 80% of the required financial resources, the other
20% should be accumulated at the level of the relevant local budget, which is one of the factors
stimulating communities to development. Thus, the study of the formation of a new system of
intergovernmental transfers and horizontal equalization of tax capacity of local budgets is
characterized by the following aspects: change in the structure of intergovernmental transfers
provided from state to local budgets in the direction of the use of subventions, resulting in a
decrease in the influence of local governments on the volume and direction of use of resources
andincreasing centralization of financial resources; the possibility of using the mechanism of
horizontal equalization of tax capacity of local budgets as a tool to stimulate the development of
administrative-territorial units; strengthening the responsibility of line ministries for the
development of relevant industries through their functioning as the main managers of funds in the
allocation of financial resources and their provision in the form of appropriate subventions.

The situation in Ukraine due to the global risks of the COVID-2019 coronavirus pandemic
reveals another perspective of possible interaction between regions and communities in the
framework of the national tasks of anti-epidemic sustainability of the economy and the community.
A number of areas of local community responsibility have a direct impact on public health
(including through improving the overall environmental situation) and improving resilience to the
pandemic, and should therefore be included in the national system of measures. These include:

e construction, reconstruction and equipment of primary and secondary medicine
institutions, including with the use of energy efficient technologies in order to further
save budget funds;

e conducting an anti-epidemic audit of territories and identifying the main points of
epidemic risk;

e improving public health; dissemination of preventive measures, formation of a healthy
lifestyle; providing psychological help to overcome the depression associated with the
effects of the pandemic; formation of a culture of health protection at the community
level;

e promoting community-specific health risks and endemic diseases through relevant
research on public health factors;

e development of large-capacity municipal passenger transport and increase in the number
of rolling stock with observance of anti-epidemic measures on a long-term basis,
construction of routes taking into account the need for dilution of passenger flows and
reduction of passenger congestion;

e development of retail chains of food products (including the arrangement of food markets
to optimize sales of local producers);

e organization of uninterrupted supply of quality drinking water and drainage services;

e organization of removal and processing of solid household waste;

e development of remote mechanisms for providing administrative and financial services to
individuals and legal entities to avoid unwanted crowds;
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e strengthening the institutional and administrative capacity of communities to respond

quickly and strategically to epidemic and other emergencies.

The level of financial security of the united communities remains one of the main aspects in
determining their ability to ensure the fulfillment of the tasks and functions they are endowed with.
Of course, the capacity of a community is measured by many factors and parameters, but the
fundamental component of its life is financial resources. The concept of resources such as material,
financial, labor and information serve the financial potential of the local community, as shown in
Fig. 4.

Financial potential of the territorial community

Material resources Financial Labor resource Information

Natural Own .
resources financial Staffing Informations
. resources upport
Financial Correspondence Legal
resources of the support
involved

profession

Fig. 4. Financial potential of the territorial community in modern conditions.
Source: own research.

Experience and current challenges show that the «top» are usually able to continue to
develop within traditional models, they have a rather weak motivation to diversify livelihoods and
innovations in management, tend to be passive recipients of policies formed at higher levels of
government. Fig. 5 shows the impact of the community and the risks of effective formation and use
of local community budgets.

Territorial
community

1. Lack of experience in the field of
planning and allocation of budget
resources in the management of TG:

—
Interactive s
2. Significant level of dependence of -y
TG budgets on budget transfers; B

3. Lowlegal awareness of
community members:

4 Bharred economic rights of TG,
lack of mechanisms for their
implementationii.

Fig. 5. Community impact and risks of effective formation

and use of local community budgets
Source: own research.
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Thus, the main arguments in favor of financial decentralization are its ability to ensure
horizontal and vertical budget competition, which will contribute to the economic development of
territories and regions and improve the quality of public services, as well as the possibility of
increasing allocative efficiency of such services. preferences of the inhabitants of the territory. State
financial support is growing every year (analyzing 2015—2020), Fig. 6. Thus, during 2019—2020,
growth increased by UAH 10.2 billion.

Fig. 6. State financial support, 2015—2020 (billion UAH)

Source: own calculations.

The implementation of the task set before local governments depends on the location, the
resource base available in the community and other aspects of community development that directly
affect its perception as an environment for business development.

Achieving these goals will create appropriate conditions for socio-economic development of
the community as a whole as well as allofits components, while using the diversification
mechanisms to address potential risks in rural areas [5].

Various ratings speak eloquently about the state of the investment climate in Ukraine and
business expectations [16]. Having analyzed the approaches to determining the features of
community development and its perception as an environment for business development, we can
identify the main activities of local governments to enhance entrepreneurship in the community.

Including:

e stable fiscal policy at the local level, in particular in the frame work of the establishment
and administration of local taxes and fees;

e stability and simplicity in resolving legal issues;

e ensuring efficient land use, formation of the planned and functional structure of land plots
within the community, informing potential investors about the possibilities of community
land use;

e the possibility of effective use of communal property of the community and informing
potential investors about these opportunities;

e information policy and organizational culture at the level of local governments in relation
to investors, support for business initiatives at the level of local authorities.

Conclusions. Emphasis is placed on the new regional development policy in Ukraine, which
will be based on subsidiarity, which is one of the key principles of development policy and assumes
that each action of individual policies is programmed and implemented at the lowest possible levels,
and an integrated territorial approach. A project within the framework of regional policy is a
territory characterized by a specific set of social, spatial, ecological and economic features.

The directions of development of local budgets in the context of administrative and financial
decentralization are formulated. The focus is on the role of local budgets as a financial base for the
functioning of communities, based on which the guidelines for the development of local budgets in
the main areas are determined: increasing the revenue base; ensuring efficient implementation of
expenditures; improving the procedure for providing intergovernmental transfers.
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The development of each region is characterized by specific challenges, barriers or
potentials, the development of which is especially important in terms of cohesion of the region or
country. The scientific article proposes a conceptual model of effective use of economic and
financial potential of territories in terms of administrative and financial decentralization, which
provides effective use of internal community potential, combining budgetary potential, financial
resources of businesses, households and financial institutions.
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