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Transparency of the budget process as a prerequisite for financial
decentralization in Ukraine
Abstract

The introduction of a qualitatively new type of relationship between citizens and authorities, one in which every person
would be guaranteed real observation and protection of the rights and freedoms in these bodies activity, should be one
of the priority areas of socio-political transformation in Ukraine. The urgency of the improving local finances, the
formation of local budgets and the use of their funds is increasing due to changes in local self-government.

The article proposes a scientific methodological approach to assessing the level of financial decentralization in Ukraine
during the period of the decentralization reform (2014-2017). The universal integral indicator of financial
decentralization has been calculated, which has found that local budgets improve public funds management, which is
illustrated by the growth of the integral indicator level in dynamics.

A number of recommendations are also provided for improving the budget process transparency for each of the
components: budget information openness, the state and effectiveness of budgetary supervision, and public
participation in the budget process. The idea of the relationship between the budget process transparency and the
results of the financial decentralization reform is proposed.
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Introduction

Transparency of the budget process is one of the
prerequisites that allows society to identify the
problematic aspects of fiscal policy and interact
with public authorities for their solution. The lack of
a sufficient level of budget transparency threatens
the key principles of civil society, which raises
questions  about the  government  actions
effectiveness. Nowadays, the priorities of fiscal
policy must be consistent with the public interests.
The optimal financial decentralization of the budget,
in turn, is a consequence of a balance between the
interests of the state and the civil society. The
problem of ensuring the socioeconomic needs of the
entire population is especially relevant in today’s
period of change, when decentralization reform
becomes one of the key aspects among the
government strategic plans. Gradual fiscal reforms
have taken place throughout the period of
independence, but they were not systematic and,
most importantly, did not include attributes of
transparency. Transparency ideas in the budget
process primarily include the components of the
budgetary information openness, the adequate level
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and effectiveness of budgetary supervision, and
public participation in the budget process. Only if
these conditions of transparency are met, the
optimal level of fiscal decentralization can be
achieved, which will mean the effectiveness of the
government’s reform.

The disproportions of regional development in
Ukraine and the degree of budget funds
centralization cause the growth of social tension in
the society. In modern conditions, modernization of
budget relations is an optimal tool for resolving
social contradictions. The successful
implementation of the financial decentralization
reform, which aims to increase the significance of
local budgets by providing them with a larger
revenue base to address a wider range of local needs
is a prerequisite for an increase in the level of socio-
economic development in Ukraine. However,
substantial progress towards reform cannot be
achieved without the basic needs of civil society in
the context of free access to key budget documents,
the possibility of participation in the budget process
and control over the use of public funds and
monitoring the results. Ensuring the fundamentals of
the budget process transparency will confirm the
democratic principles of Ukraine, adherence to the
ideas of the European integration movement, and
create a new system of relations between the public
and the state.

1. Literature review

A number of scholars considered the issue of the
effective functioning of local authorities. The



problem of disproportions between the amount of
funds available at the disposal of local self-
government bodies and the amount of expenditures
to be exercised has always been particularly
relevant. The scientific community has long been
trying to determine the mechanisms of interaction
between central authorities and local self-
government. Lindahl (1958), Herber (1979),
Blankart (2000), Musgrave (2009) and others are
among the scholars involved in the researching the
problems of the local budgets formation.

Lindahl (1958) considered the distribution of the
total value of collective goods between the two
groups of taxpayers.

Herber (1979), Blankart (2000), and Musgrave
(2009) investigated theoretical and practical aspects
of determining the role of public spending in the
country’s economic growth.

Hryhorash, Korneyev, Leheza, Zolotukhina and
Hryhorash (2018) investigated the relationship
between the volume of sales in the small business
and the revenues of local budgets in Ukraine.

According to Frolov, Pedchenko, and Vygovska
(2017), the moratorium on land sales cancellation is
one of the ways to solve the problem of local
budgets filling.

In a context of scientific works related to some
aspects of financial decentralization, the following
scholars can be emphasized: Rondinelli, Nellis, and
Cheema (1983), Conyers (1986), Anderson and Van
Den Berg (1998), Rodden, Eskeland, and Litwack
(2003), Arikan (2004), Bardhan and Mookherjee
(2006), Bird (2006), Barankay and Lockwood (2007),
Anderson and Baskaran (2011), Eyraud and
Lusinyan (2011), Gemmell, Kneller, and Sanz
(2013), Adam, Delis, and Kammas (2014), Lago
Pengas, Fernandez-Leisagh, Vacero Garcia (2017),
and others.

Ukrainian scientists also carry out research in the
field of financial decentralization. Nyzhnyk (1997),
Obolenskyi (2005), Martynenko (2001),
Boryslavska (2012), Volokhova (2014), Bondaruk
(2017) and others are among them.

Taking into account the specifics of the Ukrainian
budgetary system, when forming a model for
evaluating financial decentralization, the author’s
team relied heavily on the work of Ukrainian
scholars. In particular, Bikadorova (2010) analyzed
a system of indicators for assessing financial
decentralization. Riabushka and Koilo (2013) used a
model for assessing the financial capacity of local
budgets. Uskov (2010) assesses the tax potential of
territories in the context of reforming the public
finance system. Sorokina (2011) proposed a
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methodology for determining the financial and fiscal
sustainability of municipalities based on several
groups of indicators: budgetary equilibrium,
financial ~dependence, budget security and
sustainability, budget resource efficiency. Based on
the existing methodological work on the degree of
financial decentralization, an author’s approach to
assessing the state of financial decentralization was
proposed.

An important aspect of the study is the need to
ensure the budget process transparency in the
context of decentralization processes, which should
become a prerequisite for the effective
implementation of the reform.

It should be noted that many research groups
engaged in the study of the budget process
transparency, namely Benito and Bastida (1988),
Tykhomyrova (2002), Heald (2003), Petrie (2003),
de Renzio and Masud (2011), Demianiuk (2012),
Radionova (2013), Wehner and de Renzio (2013),
Bak (2014), Iholkina (2016), Vynnychenko (2017),
Moloney and Stoycheva (2018), and others.

Considerable attention is paid to analyzing the
budget openness index, which is calculated by
International Budget Partnership and is considered
one of the most universal methods for determining
the degree of the budget process transparency. That
is why most estimates of budget transparency were
taken from the reports of this organization. Given
the analysis of the problematic aspects of the budget
process transparency, it would be appropriate to
identify areas for improving the existing state of
affairs.

Consequently, ensuring the basis for the budget
process transparency is aimed at addressing the
issue of budgetary information availability for the
society. In addition to direct public awareness, it is
necessary to create mechanisms for the real
involvement of stakeholders in the budget process at
all its stages. An important aspect is the control
function of the public, which is to check the
directions of using public funds and determine their
effective use. That is, civil society is directly
interested in raising the budget process
transparency, as the results of the local authorities’
activity directly affect the level of their lives. On the
other hand, elective bodies of local self-government
should be focused on maximally satisfying the
community needs, which will potentially increase
the population confidence.

2. Methodology

In order to study the state of financial
decentralization in Ukraine, the method of
constructing an integral indicator was chosen, which
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is considered the most appropriate taking the
heterogeneity of the selected indicators into account.
As a research object of the study, the budget system of
Ukraine was selected at the level of the state budget
and local budgets. The first stage of the evaluating
financial decentralization was the selection of
indicators that fully characterize the state of fiscal
decentralization of the budget and some aspects of the
budget process transparency. At the second stage, the

selected indicators were differentiated into incentives
and disincentives. The third stage involves the
normalization of indicators. At the fourth stage, the
integral indicator of the budget fiscal decentralization
was calculated. The State Treasury Service of Ukraine,
the Ministry of Finance of Ukraine, and the State
Statistics Service made the information base for
calculations. Figure 1 generalizes the received model
of financial decentralization of the budget.

Stage 1. Selection of indicators of the financial decentralization

Share of local budget income in GDP: share of local budget expenditures in GDP: share of local budget
income in consolidated budget of Ukraine (CBU) income: share of local budget expenditures in CBU ex-
penditures; financial decentralization coethicient by consolidated budget expenditures; share of transfers m
total income of local budgets; share of transfers in total expenditures of local budgets: ratio of transfers to
local budgets from the state one. in % to GDP; share of tax revenues in total income of local budgets: ratio
of tax burden to GDP: share of non-tax revenues in total income of local budgets. ete.

i B

Stage 2. Differentiation of indicators into incentives and disincentives

i B

Stage 3. Indicators normalization

. where aj; . ag —normalized values of a range for incentives
S X i d i { X ij } and disincentives;
a IJ = f :a 1_] = x— x;; — current value of a range;
max l X i } ij max{xij} — maximum value of a range;
mmExu} — minimum value of a range

i B

Stage 4. Calculation of an integral indicator of financial decentralization

Dyi = \Ka s/d % 55d % #,8/d
. 1j 2]

n —number of indicators

where Dyi — mtegral indicator of financial decentralization; a

nj
ii"iid ... a:"éd —nomnalized values of mdicators;

Figure 1. Model for assessing the financial decentralization of a budgetary system

3. Results

According to the above methodology, indicators of
financial decentralization were calculated. Table 1
presents the results of calculating the financial
decentralization indicators.

As a result of the calculations, it has been
established that the share of local budgets income in
GDP is gradually increasing from 2014, indicating
an increase in the role of local budgets and the
transfer of more financial resources to them. In
addition to financial resources, a larger number of
budget authorities have been transferred to the local
level, which is confirmed by an increase in the share
of local budget expenditures in GDP. There is no
unidirectional dynamics of the change in the share
of local budget revenues in the consolidated budget
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revenues, since in 2015 there was a decrease in the
researched indicator with further gradual growth in
the coming years. It should be noted that the share
of local budgets’ expenditures in the consolidated
budget of Ukraine significantly exceeds the above
indicator of the share of revenues in the
consolidated budget. This significant difference is a
negative tendency, since this imbalance in sources
of financing for the needs of socio-economic
development can only be solved by means of
transfer payments from the state budget. Despite
this, the share of transfers in local budget revenues
is gradually decreasing from 2015, which can partly
be explained by providing local communities with a
larger resource base to form their own income
sources. However, given the share of transfers to
local budgets in relation to GDP, the dynamics of



improvement is not observed, since in 2017 this
ratio was 9.3%, which is the highest value for the
period under study. The share of tax revenues from
local budgets is growing to a certain degree, which
is confirmed by an increase in the tax burden
relative to GDP. One of the indicators of the budget
process transparency is the rate of the plan
implementation for income and expenditures of
local budgets. The 100% execution of the approved
budget is the most optimal, as it confirms the budget
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forecast stability. In Ukraine, there was a certain
overfulfilment of the plan for local budget revenues
in 2015-2017, while the level of the expenditure
plan implementation in any of the preceding years
did not exceed 93%, indicating some problems in
budget planning. The coefficient of autonomy for
the local budget revenues confirms a slight increase
in the number of own sources of local budget
revenues. There was no significant increase in real
tax potential for the investigated period.

Table 1. Indicators of financial decentralization in Ukraine for 2014-2017

Year

No. Indicator
2014 2015 2016 2017
1 Share of local budgets income in GDP, % 14.783 14.876 15.365 16.838
2 | Share of local budget expenditures in GDP, % 14.404 14.153 14.709 16.636
3 | Share of local budgets income in CBU income, % 22154 18.482 21.810 22.567
4 | Share of local budget expenditures in CBU expenses, % 42.733 40.737 41.936 46.370
5 | Financial decentralization coefficient by consolidated budget expenditures 0.490 0.425 0.448 0.482
6 | Share of transfers in local budgets income, % 56.390 58.798 53.366 54.293
7 | Share of transfers in local budget expenditures, % 0.965 1.123 4.491 1.203
8 | Ratio of transfers to local budgets from the state one, in % to GDP 8.475 8.906 8.860 9.342
9 | Share of tax revenues in total income of local budgets, % 37.709 33.362 40.121 40.033
10 | Tax burden to GDP ratio, % 23.458 25.651 27.309 27.772
11 | Share of non-tax revenues in total income of local budgets, % 5.292 6.843 5.970 5.173
12 | Level of plan fulfillment for local budgets income, % 91.5 103.5 104.2 100.7
13 | Level of plan fulfillment for local budget expenditures, % 84.545 93.859 93.189 92.823
14 | Coefficient of income autonomy 0.436 0.409 0.466 0.457
15 | Autonomy coefficient for local budget expenditures 0.448 0.430 0.487 0.463
16 | Tax potential coefficient 0.238 0.193 0.226 0.243
17 | Tax efforts coefficient for local bodies 0.222 0.185 0.218 0.226

After the distribution of the indicators into incentives and
disincentives, the indicators were normalized. The next

098
096
0,94
092

09

0,934 0.9269

2014 2015

step was to determine the integral result of assessing
the financial decentralization in Ukraine (see Figure 2).

0.9927

—

0.9779

2016 2017

Figure 2. Integral indicator of financial decentralization in Ukraine

The obtained results indicate that intergovernmental
transfers are a significant factor influencing the level
of financial decentralization of local budgets, which
confirms the correctness of the chosen course for
decentralization processes. Financial decentralization
reached the highest level in 2017, which means the

correctness of the course chosen. Among the reasons
for this result are the gradual increase in the share of
local budget expenditures in the expenditures of
the consolidated budget of Ukraine (CBU) and in
GDP, the share of local budget revenues in GDP,
and a sufficient level of incomes autonomy. That
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is, the period from 2014 should be characterized
as a period of financial decentralization reform.
The results indicate an increase in the integral
indicator of financial decentralization year by
year.

The analysis of the budget environment transparency
as a prerequisite for financial decentralization is an
important aspect of the existing reform. Citizens
should receive sufficient budgetary information,
participate in the budget process, which will lead to
more complete satisfaction of the socio-economic
development needs.

The ideas of the budget process transparency are
disseminated by key international organizations: the
IMF and the World Bank. The most comprehensive

study of the level of the budget process
transparency is conducted by the International
Budget Partnership (IBP) since 2006. Nowadays,
the 2017 report is the sixth already published
research paper on this subject. The latest report
examines the state of budget transparency in 115
countries around the world based on 145 points.
The evaluation is carried out by independent
experts on the basis of a clearly defined
methodology.

Taking into account Ukraine’s Euro-integration
trends, one can propose comparing the state of the
Ukrainian budget system transparency with similar
indicators of the Eastern European countries that are
already the EU members.

Table 2. Assessment of budget transparency of Eastern European countries for 2017

Country Budgetary information openness State and efficiency Level of public participation
of the supervision
Romania 75 63 6
Slovenia 69 80 1
Bulgaria 66 59 22
Czech Republic 61 82 9
Poland 59 82 24
Slovakia 59 56 9
Moldova 58 59 7
Croatia 57 59 26
Ukraine 54 83 30
Hungary 46 65 1
Serbia 43 63 2

Source: Compiled by the authors based on IBP data.

As a result of the budget transparency
comparison, it was found that Ukraine is on the
Oth place out of 11 Eastern European countries
studied that are the EU members. If we take into
account the global rating of countries in terms of
budgetary information openness, then Ukraine
occupies 41st position. A detailed consideration
of the key component of budget transparency has
highlighted that the level of budgetary
information openness in Ukraine by 21 points lags
behind the key player of the region — Romania.
Estimation of the budgetary information openness
of Ukraine is 54 points out of 100 possible, which
corresponds to the limited availability of
information to the public. As a comparison, the
world average is 42 points, while in Eastern
Europe it is 59 points. The score obtained by
Ukraine is the result of an assessing the
availability and timeliness of the publication of
eight key budget documents: the preliminary
budget comment (budget resolution), the draft
budget, the law on the state budget, interim
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budget reports, the semiannual budget report, the
budget performance report, the audit report and
civil budget. The study indicates that Ukraine did
not publish only a semiannual budget report from
this list, which usually contains information on
the implementation of the budget by the middle of
the fiscal year and an adjusted budget projection
at the end of the year. In addition to the
availability and timeliness of publishing budget
records, the completeness of the information
provided for each of the submitted documents was
assessed. As a result, the state budget law (95
points), interim budget reports (93 points) and the
audit report (86 points) were the highest. The
budget draft (48 points), the budget resolution (45
points) and the public budget of Ukraine (42
points) are estimated at the limited level of
completeness and  effectiveness of  the
information. That 1is, budgetary information
openness in Ukraine does not reach global
criteria, but the filling of key budget documents
received a positive evaluation.



More attention should be paid to the problematic
aspects that need to be improved in accordance with
the International Budget Partnership assessment. For
example, the draft state budget presents forecast
data for at least two periods ahead of budget
expenditures only in terms of functional
classification and partly in economic terms. The
highest scores were received from countries
providing publicly-projected information on future
state budget expenditures in three classifications:
functional, economic, and  administrative.
Particularly, experts note the need to improve the
forecast of budget expenditures, taking into account
the high level of external debt of Ukraine.

It is also noted that in the draft budget, more
attention should be paid to the detailed prediction of
budget revenue sources for at least two budget
periods ahead. The experts estimated that the
forecasted information provided comprised two-
thirds of revenue-generating budget sources.
Preliminary data are provided for key tax sources,
but non-tax revenues require more attention.
Attention is also being paid to the openness of
information regarding the debt burden of the
country, in particular on the key foreign and
domestic creditors of the country, and interest rates.
An analysis of budgetary sensitivity was
characterized by a negative assessment that should
allow for possible changes in the budgetary situation
in the context of the key macroeconomic indicators
effect, in particular inflation index, changes in the
real GDP value, etc. For Ukraine, these proposals
for the analysis of budget sensitivity are particularly
relevant, taking into account raw material
dependence on energy resources, an unstable
political component and other destructive factors.
Among the disadvantages of the budget execution
report, one can distinguish the lack of comparison of
forecast macroeconomic indicators at the beginning
of the year with the results after the end of the
budget period.

The impact of new reforms in various areas of
public life on the level of budget income and
expenditures was assessed at 33 points out of 100.
This can be explained by the fact that the
implementation of important reforms (educational,
medical) is carried out with insufficient
consideration of all factors that will affect the state
of the budget system in the process of their
implementation. In developed countries, each
complex of reforms is presented to the public in a
detailed format, including the budget component.

There is no open information on forecasting long-
term budgetary prospects (more than 10 years),
taking into account various scenarios of
development: demographic situation, macroeconomic
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estimates, and different risks. Consolidated
information on charitable assistance provided to
Ukraine is limited. It is revealed that an aspect
regarding the information disclosure on financial
and nonfinancial assets belonging to state
authorities, namely their number, state, market
value, requires considerable attention.

Provision of information on extrabudgetary funds in
Ukraine requires to be more detailed as it will
provide an understanding of the real financial
situation in the country. In Ukrainian realities, the
public should receive reliable data on the situation
of the Pension Fund of Ukraine, social insurance
funds. Given the dependence on energy exports, in
fact, information regarding the financial status of
Naftohaz of Ukraine should be classified as a
category of extrabudgetary funds. In particular, the
budget documents do not provide publicly available
information on state transfers to Naftohaz of
Ukraine. The lack of this information in open access
potentially causes the risks of concealment and
manipulation of budget indicators.

One of the ways to improve the classification of
expenditures in Ukraine, taking international
democratic aspirations into account, should be to
develop its own demographic, gender, and regional
cost allocation concepts. Given the importance of
the agrarian component of the budget, it is possible
to form a certain kind of agrarian budgeting, taking
into account the geographical component. For
example, the budgeting experience in India takes
into account the aspects of society stratification. The
UN supports gender budgeting to ensure gender
equality.

Also, a higher assessment of the budgetary
information openness requires the provision of more
detailed information on the debt category (internal
or external), the total amount of external debt, the
structure of debt instruments and the size of interest
rates on them.

Despite Ukraine’s lagging behind its neighbors on
the level of budgetary information openness, there
are positive aspects. By the state and effectiveness
of supervision and the level of public participation
in the budget process, Ukraine ranks first among the
selected group of countries. But despite this,
according to the International Budget Partnership
estimates, the public is given little opportunity to
participate in the budget process. By the level of
public participation in the budget process, Ukraine
received a score of 30, which means a minimum
level. At the same time, Romania, which is the
leader in the region, provides the public with
insignificant opportunities for participation in the
budget process, as evidenced by six points.
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The efficiency and supervision of the budget
process in Ukraine is estimated 83 points, which is a
sufficient level. Within the group of investigated
countries, the work in budgetary supervision of
Ukraine was rated at the highest point. Ukraine has
received high estimates for budgetary supervision
both in the process of drafting and approving the
budget, and in the process of its implementation.
One of the new aspects of budgetary supervision
that has begun to emerge in developed democratic
countries is the activity of independent supervisory
institutions, the main purpose of which is to increase
confidence in public finances by checking the
adequacy of budget projections and independent
verification of government actions. Independent
financial  institutions may  have  various
organizational forms, such as parliamentary budget
services or fiscal councils. But there is currently no
such supervisory institution in Ukraine. Some
countries in Eastern Europe already have an
experience of the functioning of such supervisory
bodies, namely Romania, Slovakia, Bulgaria,
Croatia, Hungary, and Serbia. That is, the already
existing high level of budgetary supervision in
Ukraine can be increased by adopting positive
trends that are in neighboring countries that have
already implemented these institutions in the budget
process.

While considering Ukraine’s estimates in the
previous report for 2015, then improvements have
been made in all areas of budget transparency. So
the level of budgetary information openness has
increased from 46 points in 2015 to 54 in 2017.
Similar positive developments have also taken place
in fiscal supervision: the score has increased from
79 points in 2015 to 83 in 2017. The public
involvement in the budget process has also
improved, since the score from 23 points in 2015
has increased to 30 points in 2017. Undoubtedly,
benchmarking is not necessary for 2015 and 2017,
as there are differences in key issues that are
changing and expanding. In particular, the 2017
report has considerably revised the methodology for
assessing  public  participation through the
emergence of new international principles for a
global initiative on transparency in the tax and
financial area. But the general trend of change as
well as the overall level of assessing each
component of budget transparency can be analyzed.
The comparison shows a positive trend towards
improving the level of budget transparency in
Ukraine. However, there are a number of points that
need to be addressed in order to achieve a higher
degree of transparency in the budget process, which
in turn will allow for a more effective reform of
financial decentralization.
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Conclusion

Thus, in the course of the research, a scientific
methodological approach to assessing the state of
financial decentralization is proposed. The approach
is based on the ease of the index method use.
Among the advantages of the method chosen, the
use of indicators of incentives and disincentives, and
the indicators normalization should be noted. It was
established that the chosen course for the
implementation of the financial decentralization
reform is reflected in the real indicators of
evaluation. It should be noted that the integral
indicator reached its highest level in 2017, which is
explained by an increase in the share of local
budgets in GDP, a decrease in the transfer
dependence on local budgets, an increase in the
share of tax revenue in the budget, and the growth
of autonomy in income. That is, there are positive
changes in the direction of increasing the autonomy
of local budgets.

However, decentralization reform would have had
less positive effect without proper ground. The basis
of the developed system of local finances should be
a satisfactory level of the budget process
transparency. The study compared the budget
process transparency in Ukraine and the countries of
Eastern Europe that are EU members. It is found
that Ukraine ranks 9th out of 11 countries of Eastern
Europe that are members of the EU and occupies
41st position in the global ranking of the budget
process transparency. It has been established that the
budget documents openness in Ukraine is limited,
which is primarily due to the lack of publication of a
half-yearly budget report. Considerable attention
should be paid to forecasting sources of revenue and
budget expenditures, which will improve the filling
of already existing documents. It is also
recommended to pay more attention to the analysis
of budget sensitivity, both from macroeconomic
indicators (inflation rate, exchange rate changes),
and from external economic (rising energy prices)
and domestic (implementation of educational, medical
reform) factors. Disclosure of information on the
extrabudgetary funds, in particular the pension fund,
will significantly improve the transparency. Data list
on external debt in the context of the debt instruments
structure, interest rates, owners of debt instruments
needs to be expanded. The effective supervision over
the budget process is an important component of
transparency. Among the International Budget
Partnership recommendations in this area, the need to
establish independent supervisory institutions should
be noted, the main objective of which is to increase
confidence in public finances by checking the budget
forecasts adequacy and independent verification of
state authorities’ actions. It is undoubtedly worth



noting the public participation in the budget process,
since the assessment from 23 points in 2015 has
increased to 30 points in 2017, indicating an
increase in the level of public involvement in some
stages of the budget process.

It has been established that the financial
decentralization reforming should be inextricably
connected with the increase in the level of the
budget process transparency, since the synergistic
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effect of these two aspects combination will lead to
a real increase in the level of satisfying the needs of
citizens.
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