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Abstract: The growth of state transfers to equalize regional development disparities affects the stability of the
state's financial system. The research aims at determining how the mechanism of horizontal alignment of fiscal
imbalances between local budgets affects the stability of financial system of Ukraine. To assess the asymmetry
of the alignment formula, we use a quasi-experimental strategy of analyzing potential scenarios, we calculate
base grants (for recipient municipalities) and reverse grants (for donor municipalities) for 1439 municipalities
in Ukraine. Then we conduct counterfactual experiments, where we change the calculation subject, the number
of budgets in calculation and the calculation period. Under different calculation scenarios, we determine
whether the alignment mechanism has positive or negative affect on the stability of the public finance system
based on the criterion of non-accumulation of budgetary debt. We establish that the current system of
horizontal fiscal alignment in Ukraine overstates the fiscal capacity of communities, artificially inflating the
indicators of the performance of the imbalance alignment system reform and distorting the overall picture of
public finance stability. The alignment system, designed to mitigate unevenness in socio-economic community
development, actually exacerbates it. The mechanism for calculating community fiscal capacity, which
underlies horizontal financial alignment, requires an improved approach to determining the calculation subject
and further reform.

Keywords: horizontal fiscal alignment; reverse grant; base grant; grant donor; grant recipient

1. Introduction

Many countries implement a policy of income equalization for local budgets to foster the
development of economically disadvantaged regions, territories, and communities. The transfer
system is the primary mechanism of this state policy. The absence of state transfers leads to regional
migration from poor regions to wealthy ones, resulting in a reduction of average labour productivity
and production in poorer regions, and an overload in wealthier regions. Fiscal transfers between
jurisdictions are substantial in many countries, particularly in developed ones.

The ability of the financial system to function effectively and continuously, supporting economic
productivity can be considered financial stability (Schinasi 2005). A resilient financial system should
have mechanisms to prevent the emergence of systemic financial problems that pose a threat to the
economic system, which is the supersystem of the financial system. The public finance sphere is one
of the defining components ensuring the stability of the financial system. Issues with budgetary
balance can have a significant destabilizing impact on the financial system as a whole, as its resources
will be directed toward addressing budgetary imbalances. The practical definition of the impact of
state transfers on the stability of the financial system, in our opinion, involves addressing the question
of whether this system moves towards the range of optimal (or close to optimal) financial indicators
(metrics) with the growth of horizontal fiscal equalization or deviates from them.

The currently accepted conclusion that equalizing fiscal capacity is necessary, as it prevents
inefficient migration to communities with high-income levels, was formulated by researchers
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(Buchanan 1950; Boadway and Frank 1982), as early as the 1950s of the past century. This forms the
basis of the fiscal federalism concept. Research by Oates (1988) also notes a positive correlation
between state spending on financing local public goods and the population size in communities.

However, the impact of state transfers on economic development is ambiguous. The advantages
and disadvantages of equalization systems have been discussed by many economists, including
Buchanan (1950) and Musgrave (1961). Many empirical studies have found statistically insignificant
effects of state transfers on economic growth, while others have identified significant impacts, both
positive and negative. In particular, studies such as Giambattista and Pennings (2017) and Oh and
Reis (2012) demonstrate that targeted government transfers, through either the neoclassical wealth
effect or the Keynesian aggregate demand effect, can lead to an increase in production levels in the
national economy. Based on the example of the United State, the research by Hsieh and Moretti (2019)
shows that irrational spatial allocation of productive forces, resulting from uneven income growth
across regions, contributes to the overall economic growth reduction in the country.

The research by Henkel et al. (2018) demonstrates that the transfer system actually leads to
smaller disparities between regions but at the cost of reducing the growth rate of the overall volume
of national production. A meta-analysis conducted by Churchill and Yew (2017) confirms the widely
held view in economic literature that increasing levels of government transfers result in a slowdown
in economic growth. This is more pronounced in developed countries than in developing ones.
Governments of many countries, including Canada, Germany, Australia, and Japan, use fiscal
equalization through non-targeted state transfers to local budgets to equalize their income capacity,
negatively affecting the formation of local fiscal potential (Albouy 2012). The research by Henkel et
al. (2018) asserts that labour productivity in the state and GDP growth cannot be the indicators for
evaluating the effectiveness of government transfers.

The goal of the policy of financial support for underdeveloped regions is to provide a boost to
their economic development, which, in the long run, should be sustained by the region on its own.
The impact of state transfers supporting less developed regions on macroeconomic stability and their
long-term consequences is the subject of the work by Ehrlich and Seidel (2018). The experience of
Germany, where, after the fall of the Iron Curtain and the reunification of West Germany and East
Germany, the government stimulated the development of certain regions through substantial state
transfers from 1971 to 1990, shows that, in the long term, the system of state transfers is inefficient as
it insignificantly reduces the shift of economic activity to more developed regions. Transfers to
regions with low real incomes may improve residents' welfare in the short term but they distort long-
term incentives for labor migration to regions with the highest demand for labour (Albouy 2012).As
a result, subsidies can worsen income disparities that they seek to eliminate through subsidies.
Transfers stimulate the development of industrial agglomerations, which, unlike agricultural regions,
continue after the cessation of transfers (Kline and Moretti 2014).

The mechanism of transfers often redistributes tax revenues from financially capable community
budgets to poorer ones, allowing recipient municipalities to provide more public goods. Research on
the impact of various types of EU transfers on the productivity, income, and transportation expenses
of regions, conducted by Blouri and Ehrlich (2020), shows that, in general, the EU transfer system
improves overall welfare. Significant improvement in overall welfare can be achieved through the
redistribution of funds between regions, i.e., through the application of horizontal equalization.

In this context, the experience of Germany, whose fiscal federalism is based on interregional
solidarity, is particularly interesting. The system of horizontal fiscal equalization of imbalances
among the 16 federal states (Lénderfinanzausgleich, LFA) contributes to the stability of Germany's
financial system, as evidenced by Werner (2008). This study also shows that a significant level of
equalization creates certain negative consequences, such as donor states losing incentives to increase
tax revenues due to excessive resource extraction in favour of recipient states, while recipient states
also lose incentives for development due to receiving resources without effort on their part.

However, it is challenging to separate the impact of the fiscal equalization system on financial
stability from the impact of the tax distribution system between budgets. According to studies by
Blochliger et al. (2007), the delineation between tax distribution and intergovernmental transfers,
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which are two main (subcentral) financing mechanisms, is conditional. In addition, the problem is
complicated by the lack of methods for adapting general scientific provisions to the conditions of
specific economic situations (Shkvarchuk 2009).

Therefore, the impact of the mechanism of horizontal fiscal equalization on the stability of the
financial system will be considered positive if the overall increase in the revenue capacity of local
budgets participating in equalization is achieved without the systematic accumulation of national
and/or local debt.

2. Materials and Methods

To assess the asymmetry of the equalization formula, we employ a quasi-experimental strategy
to analyze potential scenarios of the impact of the horizontal fiscal equalization system on the stability
of public finances. For this purpose, we consider basic and reverse grants, which are the main type
of regional transfers for horizontal equalizing the revenue capacity of budgets of municipalities (the
basic level of the budgetary system of Ukraine).

The formula for horizontal equalization of the fiscal capacity of local budgets in Ukraine involves
the calculation of the fiscal capacity index of the local budget Itc;, which depends on the level of per
capita tax revenue. The calculation takes into account the population and the number of registered
internally displaced persons. Local budgets with a fiscal capacity index below 0.9 of the average
indicator for Ukraine (excluding the indicators of the budgets of the city of Kyiv and local budgets in
temporarily occupied territories) receive a basic grant to increase their budgetary provision. Local
budgets with a fiscal capacity index above 1.1 transfer a portion of their budgetary resources to
support less capable municipalities. In this case, horizontal equalization for the budgets of
municipalities is carried out only in terms of personal income tax (PIT) (Budget Code of Ukraine
2010).

The basis for determining the impact of the mechanism for equalizing horizontal fiscal
imbalances is the equalization model:

Itc: = PCi/ITCi
=S (1)

L
n
i=11Tc

where Itc; — the fiscal capacity index of the i-th municipality;

Pc; —tax revenue to the budget of the i-th municipality in the reporting year;

ITc;— the population of the i-th community (municipality), including internally displaced
persons, at the beginning of the year for which the grant is calculated;

i — municipality;

n — the number of municipalities.

If 0.9 < Itc; < 1.1 —no equalization is performed.

If Itc; > 1.1 — the budget of the i-th municipality provides a reverse grant.

If Itc; < 0.9 —the budget of the i-th municipality receives a basic grant.

The reverse grant (G7;) of the i-th municipality per year is calculated by the formula:

or = (L _ZEPC 4L 05.p 2
A —_— % ], * U0 * .
"=\, I, ITe € @)
Gross reverse grant Y.i-; Gr;.

The basic grant (Gb;) for the i-th municipality per year is calculated by the formula:

~ . Pc Pc;
Gbi = (m*O‘)—ﬁ)*OB*Pcl (3)

Gross base grant .7, Gb;.

We calculate basic and reverse grants for 1439 municipalities (in total, there are 1469
municipalities in Ukraine, with 30 located in temporarily occupied territories, so information for
calculations on them is unavailable). Then we conduct counterfactual experiments, where we change
the calculation subject, the number of budgets in the calculation, and the calculation period. Under
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different scenarios of calculation, we determine whether the equalization mechanism has positive or
negative affect on the stability of the public finance system based on the criterion of not accumulating
budgetary debt.

In the first calculation option, we compute reverse and basic grants for municipalities in 2022, as
well as gross reverse and gross basic grants based on the current calculation methodology using
official data on tax revenues to local budgets (Open budget 2023) and official population data for
communities (Ministry of Finance of Ukraine 2023). Scenario 1 assumes that the grant calculation for
2022 is based on tax revenue data for 2021 (Open budget 2023), not for 2020 as stipulated by the
current official methodology. Scenario 2 involves including the budget of Kyiv in the horizontal
equalization system; scenario 3 includes the budget of Kyiv in the equalization system, with
calculations based on 2021 data. Scenario 4 involves equalizing revenue capacity based on the receipts
of two taxes (1) personal income tax (PIT) and (2) the unified tax, using 2021 data (Open budget 2023).
Scenario 5 entails equalizing revenue capacity based on the receipts of two taxes—(1) PIT and (2) the
unified tax—while including the budget of Kyiv in the equalization system, with calculations based
on 2021 data.

In scenarios 4 and 5, horizontal equalization for municipality budgets is conducted separately
for personal income tax (PIT) and the unified tax. In this case, the amount of received basic subsidy
or paid reverse subsidy is determined as follows:

If Gry; + Gry; > Gby; + Gb,;, then

GT,: = Grli + Grzi - Gbli - GbZi (4)
If Gbli + GbZi > Grli + GrZi/ then
Gbi = Gbli + GbZi - Grli - Grzi (3)

We demonstrate that the timeliness of input data for calculation affects the result; including all
distribution subjects in the allocation changes the result; and changing the calculation subject for
equalization alters the outcome. Comparing the calculation results across scenarios with actual data
allows us to provide quantitative answers to questions about improving the equalization mechanism
to enhance the stability of public finances. The goal is to promote preventive and timely corrective
policies to avoid financial instability.

3. Results

Until 2015, the main transfer to local budgets in Ukraine from the state budget was an
equalization grant, which was allocated to support the financial capacity of local budgets to exercise
their delegated expenditure powers, mainly in the social sphere, and was provided without
specifying the directions of its use. The equalization grant served as a form of state regulation for
equalization "by expenditure,” and its relative weight in the structure of transfers was nearly 50%. At
the same time, 95% of local budgets received the equalization grant. The level of gross transfers from
the state budget to local budgets increased annually and reached 8.8% of GDP (Figure 1). Such a
significant level of gross transfers became burdensome for the state budget, increasing the level of
national debt, negatively impacting the stability of the public finance system. Moreover, the
equalization system "by expenditure" for many years led to the accumulation of funds at the level of
large cities — regional centers, and reduced the availability of public goods for residents of small
towns and settlements, making it unjust and inefficient, stimulating urbanization and migration
processes.
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Figure 1. Transfers from the state budget to local budgets in Ukraine.

The decentralization reform of 2015-2020 envisages the creation of conditions for regional
development by forming 1469 municipalities through the consolidation (amalgamation) of budgets
of over 11,000 small settlements, assigning a larger percentage of nationwide taxes to them, and
delegating a larger volume of expenditure responsibilities to them to address the majority of issues
locally. The system of state transfers was also reformed: the equalization of vertical fiscal imbalances
(arising from the mismatch of financial resources of the local budget with the volume of delegated
expenditure powers for the provision of social services) is carried out by providing target transfers
from the state budget to local budgets — subventions; equalization of horizontal fiscal imbalances
(arising from differences in the tax potential of administrative-territorial units due to objective
economic, historical, natural, geographic, and other development features) is carried out by
providing local budgets with non-targeted transfers — grants. To strengthen the financial base of local
budgets, the regulation system for horizontal fiscal imbalances was changed from equalization by
expenditure to equalization by revenue, resulting in a significant decrease in the share of grants
(Figure 2), and an increase in subventions, accordingly.

60
(=]
= 506 459
50\‘350 472
9 @
=)
[ eYe)
=T
3340
%S
g 2 30
= O
g%

-
&
e g 20
g £ 119
5 S
o © 10
@2
]
<
wn

0

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Figure 2. Share of grants (untargeted transfers) in total transfers to local budgets in Ukraine during
2012-2022.

The decentralization reform also foresees a transition from 2015 to equalizing horizontal fiscal
imbalances exclusively through solidarity grants: the amount withdrawn from "rich" local budgets
in the form of reverse grants should correspond to the amount of grants to "poor" communities by
providing them with a basic grant. In this case, the state budget, from which the reverse grant is
withdrawn and to which the basic grant is transferred, should only act as an intermediary. The gross
volume of transfers has been constantly decreasing since 2018 (Figure 1) due to a reduction in the
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volume of subventions. Instead, the volume of grants is growing (Figure 2), both in absolute and
relative terms. The number of recipient municipalities of the subsidy is significant — in 2022, 1071
municipalities receive the basic grant, which constitutes 75% of their total number.

Before the start of the decentralization reform, the reverse grant covered only 3% of the financial
support needs of financially incapable municipalities, and in 2022, it covers 66%, which is interpreted
as a positive result of the decentralization reform and a shift in the fiscal imbalance equalization
system towards improving the stability of public finances. In other words, the improvement of public
finance stability occurs because the redistribution of funds increasingly takes place at the
municipality level, and the need is less satisfied with the funds of the state budget.

However, according to the current methodology for calculating the equalization grant, the
calculation of the average level of personal income tax (PIT) receipts per capita is based on data on
the actual PIT receipts to the budget not for the reporting year but for the year preceding the reporting
year. In other words, the calculation of the grant is based on indicators with a time lag of 2 years,
which are somewhat outdated and do not reflect the real trend since the annual growth rate of PIT
receipts in municipalities ranges from 14 to 45% (Figure 3).
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Figure 3. PIT revenues to the budgets of the 5 largest grant donors, UAH million.

The calculation of reverse and basic grants for 2022 based on actual data on PIT receipts in 2021
(Scenario 1), rather than in 2020, as calculated by the Ministry of Finance, shows that the gap between
gross reverse and basic grants will significantly increase. In particular, the amount of reverse grant
will increase by 17%, while the basic grant will increase by 243% (Table 1), resulting in the basic grant
covering only 22.5% with the reverse grant. Accordingly, the amount of shortfall of over 77% would
have to be covered from the state budget, increasing the burden on the state budget and
demonstrating the real and much lower stability of public finances.

Table 1. Gross reverse and basic grants and indicators of their dynamics’.

C f th
Rate of change Rate of change overage ot the

of the reverse of the basic
grant to the base grant to the base
of the respective of the respective

Gross reverse Gross gross reverse

Calculation system  grant, million basic grant, grant by the
UAH million UAH need for the

Toss basic, %
g y

1 Own computations based on the data: (1) Open budget. Vebsait — State budget web portal of the

Ministry of Finance of Ukraine for citizens. Available online: https://openbudget.gov.ua/local-
budget?id=26000000000; (2) Ministry of Finance of Ukraine. Population by cities of Ukraine as of

January 1, 2022. Available online: https://index.minfin.com.ua/ua/reference/people/town/
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calculation year, calculation year,

% %
S;}:eer;uffrezl:flgig 9576.7 14541.8 - - 65.9
Scenario 1 11241.7 49909.8 17.4 2432 225
Scenario 2 12592.1 20084.1 315 38.1 62.7
Scenario 3 18105.01 63874.6 61.1 28 283
Scenario 4 14327.7 55115.4 275 10.4 26
Scenario 5 23060.7 71888.9 105.1 44 321

Such significant changes in the growth rates of reverse and basic grants arise from substantial
differences in the growth rates of PIT receipts to the budgets of municipalities (Figure 3), the reasons
for which require separate investigation. Differences in the growth rates of PIT receipts to the budgets
of municipalities contribute to changes in the ranking of donor municipalities based on their
contribution to the structure of gross reverse grants (Table 2).

Table 2. Structure of the gross reverse grant by donor.

Actual gross
reverse grant in
2022 according to

Municipality the current official Scenario 1! Scenario 2! Scenario 3! Scenario4' Scenario 5!
accounting
system?
UAH million
Kyiv 0 0 5800,2 10215,5 0 13088,5
Dnipro 1184,3 1367,5 975,1 1115,8 1664,7 1413
Lviv 789,5 938,3 627,3 743,2 1382 1186,9
Zaporizhzhya 492,9 542,5 339,3 357,7 559,3 374,5
Kryvyi Rih 461,5 449,5 333,3 295,2 288,9 134,8
Odesa 388,3 495,2 173,03 236,4 619,9 361,1
Kharkiv 352,8 522,7 41,6 148,5 1016,3 642
Poltava 288,6 329,6 223,5 251,3 356,3 278
Vinnytsia 258,9 313,7 177,7 216 375,7 278
Other 1430 5359,8 6282,8 3901,02 4525,3 8064,7 5303,7
municipalities
All municipalities 9576,7 11241,7 12592,1 18105 14327,7 23060,7
Share, % (Donor's place in the rating)
Kyiv 0 0 46.1 (1) 56.4 (1) 0 56.8 (1)
Dnipro 12.4 (1) 12.2 (1) 7.7 (2) 6.2 (2) 11.6 (1) 6.1(2)
Lviv 8.2(2) 8.3(2) 5(3) 4.1(3) 9.6 (2) 5.1(3)
Zaporizhzhya 5.1(3) 4.8 (3) 2.7 (4) 2 (4) 394) 1.6 (6)
Kryvyi Rih 4.8 (4) 4 (6) 2.6 (5) 1.6 (5) 2(8) 0.6 (9)

2 Open budget. Vebsait — State budget web portal of the Ministry of Finance of Ukraine for citizens.
Available online: https://openbudget.gov.ua/local-budget?id=26000000000
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Odesa 4.1(5) 4.4 (5) 1.4(7) 1.3 (7) 4.3 (5) 1.6 (5)

Kharkiv 3.7 (6) 4.6 (4) 0.3 9) 0.8 (9) 7.1(3) 2.8 (4)

Poltava 3(7) 2.9(7) 1.8 (6) 1.4 (6) 2.5(7) 1.2(7)

Vinnytsia 2.7 (8) 2.8 (8) 1.4 (8) 1.2 (8) 2.6 (6) 1.2 (8)
Other 1430 44 56 31 25 56,4 23

municipalities

All municipalities 100 100 100 100 100 100

Due to the presence of a corresponding resource base — industrial potential, highly qualified
personnel, developed institutions, and a comparatively better demographic situation — the largest
financial resources traditionally accumulate in the budgets of regional centers, which, after the local
elections of 2020, became urban territorial communities and currently are the largest donors of
reverse grants. In 2022, reverse grants were transferred to the state budget by 207 municipalities,
which constitutes 15% of their total number (Figure 4), Moreover, 45% of all paid reverse grants are
attributed to the top 10 "donor" cities: Dnipro (12.4%), Lviv (8.2%), Zaporizhzhia (5.1%), Kryvyi Rih
(4.8%), Odesa (4.1%), Kharkiv (3.7%), Poltava (3%), Vinnytsia (2.7%), as well as Mariupol and
Energodar (Table 2; Figure 4), imposing significant burdens on them and serving as a disincentive.
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Figure 4. Grant level for donors and recipients in 2022.

Moreover, the municipality with the highest fiscal capacity — the city of Kyiv, the capital of
Ukraine - is excluded from the system of horizontal equalization. The exclusion of Kyiv from the
equalization formula leads to an increase in the burden on donors of reverse grants and on the state
budget. It should be noted that before the decentralization reform in 2015, the budget of Kyiv was
involved in the equalization system along with all other local budgets.

The inflow of personal income tax (PIT) into the budget of Kyiv significantly exceeds the PIT
revenues of other municipalities (by 4 times or more). This is due to both (1) the significant number
of taxpayers — legal entities registered in Kyiv (over 20% of the total number of taxpayers - legal
entities) and (2) the inclusion of PIT from the labour income of employees of large enterprises
(Naftogaz Ukraine, Ukrposhta, Ukrzaliznytsia, etc.) in the budget of Kyiv. In Ukraine, contrary to
Article 9 of the European Charter of Local Self-Government, the PIT paid by a tax agent - a legal entity
(its branch, division, other separate unit) or a representative office of a non-resident legal entity is
credited to the respective budget based on the location of the tax agent, rather than the place of
residence (registration) of the individual taxpayer (Budget Code of Ukraine 2010). As a result, the PIT
from the income of residents of all communities — employees of large enterprises working throughout
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the country but registered in Kyiv — is credited to the budget of Kyiv. Meanwhile, social services for
citizens who are employees of large state enterprises registered in Kyiv are provided at the expense
of the budget of the municipality where they reside, not at the expense of the Kyiv budget. Such a
distribution system exacerbates the already significant development disparities between the capital
and the regions, violates the principles of unity and fairness of Ukraine's budgetary system stipulated
in Article 7 of the Budget Code (Budget Code of Ukraine 2010), and leads to a reduction in the stability
of public finances. Since the revenues of the Kyiv budget are offered only to those who live within
Kyiv, they also create inefficient incentives. The amount of transfers to local budgets, calculated
without taking into account all subsidy donors, is significantly lower and insufficient. The chronic
deficiency of local budgets is covered by local borrowings, leading to an increase in local debt and a
general decrease in the stability of public finances.

The inclusion of the largest donor — the budget of the city of Kyiv — into the equalization formula
will allow to reduce the burden on other donors of reverse grant, as demonstrated in Table 1, where
the calculation of grant amounts is carried out both according to the government scheme (scenario 2)
and with updated data on tax revenues for 2021 (scenario 3). In this case, if reverse and basic grants
for 2022 are calculated according to scenario 2, the need for a basic grant will be covered by a reverse
grant at 62.7%. That is, the burden on the state budget will not significantly increase, and the system
of equalizing fiscal imbalances will correspond to the criteria of fairness and completeness, in
accordance with the principles of budgetary system construction, as outlined in the Budget Code of
Ukraine (Budget Code of Ukraine 2010). At the same time, the growth rate of the gross basic grant
(38%) will exceed the growth rate of the reverse grant (32%), indicating a movement of the
equalization system towards further reducing the stability of the public finance system.

The calculation of reverse and basic grants for 2022, taking into account the largest donor and
based on data on PIT receipts in 2021 (scenario 3), shows that the need for basic grants will be covered
by reverse grants at 28.3%, which is a slightly better result (2.3%) than the implementation of scenario
1. In this case, the gross reverse grant will increase by 61%, while the gross basic grant will increase
by 28%. Thus, the implementation of scenario 3 will reduce the asymmetry of the equalization
formula, significantly increase the resources of incapable municipalities (by more than 8 times), and
reduce the burden on donor municipalities (Table 2).

In scientific literature, it is considered that the prospects for the financial and economic
development of large territorial communities are greater than those of small ones. In particular, a
significant portion of Ukraine's territorial communities (60%) with a basic grant exceeding 20% of
their own revenues have a population of less than 7,000 people. However, the analysis results show
that the largest amounts of the basic grant are received by municipalities with a population of over
100,000 people — Lysychansk, Drohobych, Slovyansk (Figure 4), which formally, based on PIT receipts
alone, are considered "poor". Moreover, the average indicator of own revenue per person in the
budgets of these municipalities is slightly lower than the average similar indicator for all of Ukraine.
This raises doubts about the correctness of defining the recipients of the grant. Among the own
revenues of local budgets in Ukraine, the second-largest, after PIT (over 50%), in terms of receipts
there is the unified tax (over 11%). The unified tax is the main entrepreneurial tax for small business
entities, whose development the state stimulates by introducing a simplified system of accounting,
reporting, and taxation for them. In Ukraine, the unified tax is classified as a local tax, and its receipts
are credited to local budgets. The taxation with the unified tax involves dividing taxpayers into four
groups, each with different tax rates and bases. The unified tax replaces the payment of PIT and profit
income tax and essentially is not a local tax since local self-government authorities do not set the tax
rate for taxpayers in the third group, who constitute over 50% of all taxpayers of this tax. Therefore,
they have no influence on the receipts of over 83% of the unified tax amount (State Tax Service of
Ukraine 2023). The rapid increase in the receipts of the unified tax to local budgets largely arises from
the artificial fragmentation of large and medium-sized business entities for the purpose of tax
optimization (Yaroshevych et al. 2019). Therefore, the unified tax, which is a significant source of
receipts to local budgets, can also be considered the basis for equalizing the fiscal capacity of
municipalities.
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As a result of calculating reverse and basic grants based on the equalization of horizontal fiscal
imbalances separately for PIT and separately for the unified tax, using data on the receipts of these
taxes in 2021 (scenario 4), the need for a basic grant will be covered by a reverse grant at 26%.
However, in this case, the gross volume of reverse grants will increase by 27.5%, while the basic grant
will increase by 10%. In the case of involving the largest donor in the system of horizontal
equalization of fiscal capacity based on two taxes (scenario 5), the gross volume of reverse grants will
increase by 105%, while the basic grant will increase by 44%. In this case, the need for a basic grant
will be covered by a reverse grant at 32.1%, and thus, 67.9% of the gross need for basic grants will be
covered by funds from the state budget. In the case of applying scenario 4 and scenario 5, there will
be a significant increase in the amounts of funds distributed among recipient budgets (by 8.2 and 9.8
times, respectively); the burden on donor municipalities will decrease, and 56.8% of the gross volume
of reverse grants will be covered by the largest donor — the budget of Kyiv (Table 2).

4. Discussion

The calculation of reverse and basic grants based on outdated data on PIT receipts to
municipality budgets understates the volume of the gross basic subvention for recipient
municipalities. It also understates the amounts of compensatory payments from the state budget to
cover the difference between the gross reverse grant and the need for the gross basic grant, artificially
inflating the indicators of the success of the fiscal equalization reform and distorting the overall
picture of public finance stability.

The excess of the growth rates of the gross basic grant over the growth rates of the gross reverse
grant (scenario 1), with a significant gap between the gross reverse and basic grants (34% under the
current calculation system and 77.5% in our calculations), indicates that the existing equalization
system is moving towards further imbalance, increase of the gap, and reduction of the financial
stability of the public finance system.

The exclusion of the community with the highest tax potential from the equalization system
artificially increases the fiscal capacity of all other communities, thereby reducing the volumes of the
basic grant for grant recipients. This, in turn, diminishes their ability to provide public services
guaranteed by the state without resorting to debt financing. The increase in the volumes of debt
financing for grant recipient municipalities leads to a decrease in the stability of public finances due
to the growth of local debt. Calculations of gross reverse and basic grants under scenario 3 and
scenario 5, which involve the inclusion of the largest donor in the equalization system, show that
despite the low current coverage level of the gross reverse grant for the needs of the gross basic grant
(28.3% and 32.1%, respectively), the growth rates of the gross reverse grant will exceed the growth
rates of the gross basic grant. This gives grounds to assert that the equalization of horizontal fiscal
imbalances will move towards establishing equality between the gross reverse and basic grants,
thereby ensuring the stability of the public finance system in the state's financial system.

Exceeding the growth rates of the gross reverse grant over the gross basic grant is proposed to
be considered an indicator of the equalization system's movement towards improving the stability of
the financial system. Changing the subject of calculating the fiscal capacity of municipalities, i.e.,
considering other fiscal revenues of municipalities (scenario 4 and scenario 5), will positively
influence the movement of the equalization system towards strengthening the stability of the
financial system, as evidenced by the excess growth rates of the reverse grant over the growth rates
of the basic grant.

5. Conclusions

According to the criteria used here, the equalization policy in Ukraine appears quite ineffective
and socially unjust. The current equalization system exacerbates the unevenness of socio-economic
development in the regions of Ukraine, leading to different possibilities for funding local budget
expenditures and reducing the financial stability of public finances.

The mechanism for calculating the fiscal capacity of developing municipalities, which underlies
horizontal financial equalization, needs improvement in the approach to determining the calculation
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subject: (1) considering all municipalities, i.e., including Kyiv in the equalization; (2) considering
other tax revenues of local budgets in addition to PIT; (3) conducting calculations based on data on
tax receipts for the reporting year when planning grants in budgets.

It would also be advisable to implement EU legal norms into Ukrainian legislation, in accordance
with the ratified Charter of Local Self-Government by Ukraine, and credit PIT to the local budget
based on the place of residence of the taxpayer. In this case, the structure of PIT receipts, as well as
the structure of donors and grant recipients, may change significantly. Huge disparities in the
parameters of formed communities, including population size (from 7,000 in one community to 1.5
million in another), require an investigation into the possibilities of smoothing out the unevenness of
municipality potential by further aggregating some of them. Therefore, Ukraine's horizontal
equalization system requires further reform.
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