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DETERMINATION OF THE TERRITORIES’ FINANCIAL 
INDEPENDENCE TAKING INTO ACCOUNT «FINANCIAL POTENTIAL»

AND «THE LEVEL OF SHADOW ECONOMY» INDICATORS

Abstract. Introduction. Economic success of Ukraine and its regions depends a lot upon the politics of financial decentralization.
Nevertheless, the principle of financial independence remains only as a thesis and does not provide the territories with real inde-
pendence. Practically, all the Ukrainian regions are subsidized from the state budget. In such conditions, decentralization of financial
resources is vital for the development of the country. Results. Scientifically-methodical approach to the country’s level of financial
independence determination is offered. It is designated that the quantitative criterion of the territorial financial independence deter-
mination is its financial potential. It is proposed to correct the financial potential of the territory on the level of «shadow» economy.
Estimation of financial opportunities in a country must take into account the country’s tactical and strategic characteristics.
Calculation of coefficients used in such estimations is proposed. The financial potential of Ukrainian regions, taking into account such
coefficients and the level of the shadow economy influence, has been calculated. Usage of the financial potential in case of trans-
fers for the inter-budgetary alignment determination, which is calculated taking into account influence of «shadow» economy on
financial flows of the territory, will allow avoiding of manipulations with monetary resources, which are allocated for development of
the territory, and determining of donor-regions and regions-recipients. Conclusion. The system of the inter-budget relations may be
improved by efficiency increase of territories’ financial potential usage and effective measures taking on fight against shadow eco-
nomy. Financial independence of the territories leads to self-development, which is impossible without growth of financial potential.
Keywords: Financial Independence; Financial Decentralization; Financial Potential of the Territory; Shadow Economy; Inter-Budget
Relations
JEL Classification: G32; H79; R58; R59
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ВИЗНАЧЕННЯ ФІНАНСОВОЇ САМОСТІЙНОСТІ ТЕРИТОРІЙ З УРАХУВАННЯМ 

ПОКАЗНИКІВ «ФІНАНСОВИЙ ПОТЕНЦІАЛ» ТА «РІВЕНЬ ТІНІЗАЦІЇ ЕКОНОМІКИ»

Анотація. У статті запропоновано науково-методичний підхід до визначення рівня фінансової самостійності території.
Підкреслено, що кількісним критерієм стану фінансової самостійності території є ії фінансовий потенціал. Запропонова-
но коригувати його на рівень тінізації економіки. При вирішенні завдань тактичного і стратегічного характеру повинні
оцінюватися фінансові можливості території. Розраховуючи обсяги трансфертів для міжбюджетного вирівнювання,
потрібно брати до уваги як стан фінансового потенціалу території, так і вплив тінізації економіки на фінансові потоки,
що дозволить уникнути маніпулювання коштами, виділеними на розвиток території, та визначати регіони-донори і
регіони-реципієнти. 
Ключові слова: фінансова самостійність; фінансовий потенціал території; тіньова економіка; міжбюджетні відносини.
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Аннотация. В статье предложен научно-методический поход к определению уровня финансовой самостоятельности
территории. Обозначено, что количественным критерием состояния финансовой самостоятельности территории явля-
ется ее финансовый потенциал. Предложено корректировать его на уровень тенизации экономики. Финансовые воз-
можности территории должны оцениваться при решении задач тактического и стратегического характера. Рассчитывая
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территории, так и влияние тенизации экономики на финансовые потоки, что позволит избежать манипулирования де-
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1. Introduction. Successful Ukrainian economic develop-
ment depends on a decentralized financial policy. This policy has
separate provisions about local government required by the
European charter, Law of Ukraine (the leading foreign experts
point to it: Maerson R., Roland G., Acemoglu D., Trayzman D.
[1]), and the Budget Code of Ukraine. However, this policy is just
academic and doesn’t provide real independence to the territo-
ries. Between 2002 and 2012, the local budgets, as a percen-
tage of Ukraine’s consolidated budget, decreased from 31.4 to
22.6%, while local expenditures grew from 41.1 to 44.9% (by the
calculations given in [2, р.152 ]). Obviously, financial indepen-
dence of the territories is impossible with such approach to for-
mation of local budgets, and practically all the regions of Ukraine
are on subsidizing from the state budget. First of all, financial
decentralization consists not only in transmission of separate
powers to local authorities. The main task of it is redistribution of
financial resources between state and local budgets.
Decentralization of financial resources promotes development of
the country «if the bankroll is used on places, efficiency will
increase by 30% at once» [1]. However, Gerard Roland, profes-
sor of economics at Berkeley U., specifies that «this question
contains a set of technical aspects (which items of expenditure
need to be decentralized, how to organize revenue collection on
places), it is necessary to avoid ineffective approaches in this
solution…» [1]. Existence of financial resources, which provide
financial independence, is directly connected with formation and
implementation of financial potential of the territory, but thus
financial flows which are generated in a shadow sector are not
considered in its calculation, that doesn’t allow to carry out a real
assessment of volumes of the territorial income (local budget)
and volumes of the interbudgetary transfers, on that it can claim.

2. Brief Literature Review. Despite quite significant
amount of publications on the researched problem in works of
such authors, as Musgrave R. (1973 ) [3], Oates W. E. (1972)
[4], Shah A. (2007), Tiebout C. (1961) [5], Bahl R. (1992) [6],
Ebel R. D. and Serdar Y. (2001) [7], Charbit C. (2011) [8],
Jutting J., Corsi E., and Stockmayer, A. (2005) [9], Zanetta, C.
(2007) [10], Abalkin L. I., Balatskyi Ye. О., Hryaznova A. T.,
Karpinskyi B. A., which examine theoretical and methodical
basics of the state financial policy and inter-budget relations,
the need for the territories’ potential activation in order to sup-
port sustainable development and self-development is not con-
sidered, what is topical in relation to the need for decentraliza-
tion of financial relations. According to Zinchenko S. V.,
Akhmetova A. V., Ibragimova P. A., Ionenko K. V., etc. a region’s
financial stability and potential are represented as separate
instruments affecting a territory’s income increase. The authors’
research also did not show how strategic the influence is, why
it does not provide long-term financial independence, and how
the financial flows of the shadow economy impact the financial
development of the territories.

3. Purpose of the article is to ground the scientific method-
ical approach to the assessment of financial independence of
the territory in view of its financial potential, which is adjusted on
the coefficient of «shadow» economy.

4. Results. One of the main causes of today’s problems in
Ukraine is centralization of power that does not provide financial
independence of local authorities, and therefore, does not con-
tribute effective regulation and stimulation of socio-economic
development of the territories. That’s why Ukraine needs to
change the control system and bring it closer to self-organiza-
tion model that will allow, on the one side, to reduce ineffective
state regulation and to align profitable and account opportunities
of the local authorities, on the other side – will provide financial
independence of the local authorities. It is necessary to stress
that financial independence of territories must be based on prin-
ciples of demarcation of profitable powers and on the responsi-
bility between the state and regional levels. It, also, must con-
sider restrictions of the state financial policy and established
principles of taxation. In this way, financial independence, that
includes budgetary and tax independence, discloses economic
relations between the state and regions and reflects the level of
financial isolation of regions. Tiebout C. (1961) researched ques-
tions of local authorities’ financial independence and the

decrease of ineffective distribution of the interbudgetary trans-
fers. He noted that: «Fiscal decentralization increases the com-
petition among local authorities that limits the volume of a pub-
lic sector as a result; the decentralization increases efficiency,
because local authorities have the best information of residents’
needs, in the contrast to the central government» (Tiebout,
1961) [5, р. 80]. According to Oakes (1972) opinion decentra-
lization of expenditures is defined by asymmetric information
effect – inability of the central authorities to have exhaustive
information on preferences of residents of municipalities and
about local costs of production of the public benefits (the bud-
getary services) [4, р. 5]. Musgrave R. (1973) considered that
the budgetary decentralization promotes effective placement of
resources [3, р. 60]. In 2011, Charbit C. conducted a study
which showed that «politically, decentralization is rooted in
democracy and representation concerns at the local level...
leads to increased political accountability and transparency as
well as to better overall results since mobile resources would
move to places which serve them the best» [8].

In the substantiation of the scientifically-methodical
approach to an assessment of financial independence of the
territories, proceeded from such conditions: 

1. Criterion which estimates quantitatively financial indepen-
dence of the territory, from our point of view, is its financial
potential. This definition means hypothetical territorial possibili-
ty to attract, create and use financial resources for ensuring its
effective operation and development [11, р. 212]. This definition
is a combination of the following key provisions:1) basic char-
acteristic of potential «possibility»; possibility is just hypotheti-
cal, what means that its use isn’t necessarily; 2) the purpose of
implementation of territorial financial potential is simple and
expanded production (operation and development) of the terri-
tory; 3) creation, attraction and use of resources is embodied in
the available, untapped and new financial resources, that
means totality of own and borrowed resources, directed on exe-
cution of tactical and strategic tasks of the region, effective
socio-economic development and financial stability [12].
Subjects – state, enterprises, credit and financial organizations,
households and other economic agents from the structure of
financial potential (methodological approaches for assessing
potential of region, including financial potential were considered
by us in the works [11, р. 180; 12, р. 86]).

2. Financial independence of the regions (level of financial
self-sufficiency of the regions) can be defined by the ratio of
financial potential of the region to its expenses (budgetary and
extrabudgetary) and it’s achieved when this ratio will be more
than 1.

3. Gross regional product (GRP) is an index which charac-
terizes the financial potential of regions (it’s the main generaliz-
ing index that characterizes socio-economic situation of the
region, despite the methodological problems of its assessment).

4. The level of the shadow economy in Ukraine fluctuates
from 30 to 50% by different estimates of experts [13, р. 114].
Therefore, there are some considerable errors in the results of
assessment of territorial financial potential, excluding influ-
ence of the shadow economy. It is really important for assess-
ment of valid disproportions in the territorial development of
the country.

5. Self-development of the territory is impossible without
growth of its financial potential. To calculate the territory’s finan-
cial potential, solve for the tactical and strategic tasks of territo-
rial development as a function of its growth coefficient.

– growth coefficient of financial potential of the territory for
the solution of tactical tasks (kt) is calculated by the formula:

where             is the average value of GDP per capita of the
middle level income countries; 

GDPu is value of GDP per capita in Ukraine (Ukraine is on
the 122nd place with value of $3007 per 1 capita and refers to
the group of the countries with the average level of this index,

(1)
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according to the rating of the countries of the world on GDP
index. This rating is made by the World Bank Countries from this
group but higher than Ukraine on a rating have the maximum
value of GDP per capita nearly 12000 US dollars with an aver-
age value of 6320 US dollars [14]);

km is average coefficient of shadow economy of the middle
level income countries;

ku is coefficient of shadow economy in Ukraine (we take the
value of shadow economy level in Ukraine as 55% and for mid-
dle-income countries it is 40%, what is based on summarized
information [15]).

– growth coefficient of financial potential for the solution of
strategic tasks (ks) is calculated by the formula:

where           is the average value of GDP per capita of the
high level income countries (average value of GDP per capita
is 38108 US dollars in the countries with high level of develop-
ment [16]);

kh is average coefficient of shadow economy of the high
level income countries (the average value of shadow economy

coefficient for countries with high level of the income was
defined as 20% [15, 16]).

Usage of the calculated values of coefficients is provided in
the Table, they give the following results of reference points of
future development (2010 year is considered as a base of cal-
culations).

Table show that nearly half of the region’s general amount
on the absolute index of financial potential does not exceed
even 50% of its mean value throughout Ukraine. Such prereq-
uisites complicate the achievement of acceptable results, obvi-
ously, in the short term. 

6. Financial potential (calculated by means of growth coeffi-
cients and coefficients of shadow economy) can be the objec-
tive base for an assessment of budgetary receipts and receipts.
From here, in the calculation of the interbudgetary transfers’ vol-
ume, instead of the estimated volume of the incomes (revenue
basket), which are fixed in compliance with local budgets, we
suggest to use the volume of territory’s financial potential (TFP),
that’s corrected on the level of efficiency of its use. The basic
formula for calculating aligning grant volumes is:

where Ti is grant-in-aid volume from the state budget, that
is provided by specific i-th territo-
ry or resources, transferred from
such territories’ budgets in the
state budget; Vi – calculated index
of consumable volume of i-th ter-
ritory; Kvfp is level of using finan-
cial potential, which defines finan-
cial independence of the territory;
FPi is the financial potential of the
i-th territory; ai is coefficient of ali-
gning of appropriate i-th territory.

5. Conclusions. Important fi-
nancial characteristic of the terri-
tories is their financial indepen-
dence, which includes the right to
have sufficient resources and also
the responsibility of local govern-
ments in formation and use territo-
rial resources. The base of territo-
rial financial independence is its
financial potential, which repre-
sents the maximum volume of
financial resources in the quanti-
tative expression. The territory can
generate this volume for a certain
period of time. Proceeding from it,
we suggest to use financial poten-
tial for determination of interbud-
getary transfers’ amount. It will
allow carrying out a real assess-
ment of profitable volumes and
compensation volumes of the
local budget, for which the territo-
ries can claim, and also avoid a
manipulation problem with bud-
getary funds. It’s offered to take
into consideration financial flows,
which are generated in economic
shadow sector, for determination
of financial potential of the territo-
ry. Financial independence of the
territories leads to self-develop-
ment and self-development is
impossible without growth of
financial potential. The offered
approach, of calculation of finan-
cial potential’s growth coefficients
for the solution of tactical and
strategic tasks, can be used for
determination of territories’ finan-

(2)

* The main task for Ukraine is achievement, at least, the average value of GDP per capita in the countries’
group where it consists. This tactical task and estimated value growth coefficient of the financial potential (kt1)
makes 1.58. The following tactical task is achievement of high rates of the development that is typical for groups
of the countries in which Ukraine enters. Estimated value of growth coefficient (kt2) is defined at the level of 2.99.
The purpose of the strategic development will be achieved if the index of the financial potential will be increased
by a factor of strategic development (ks), the estimated value of which is equal to 7.13 [17].

Source: Calculated by authors proceeding from [15, 16, 17]

Table: Ukrainian regions’ financial potential indices in absolute values 

for tactical and strategic development, million UAH

(3)
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cial independence. So it is clear to us, that implementation of
such actions necessarily involves the account of characteristics
of financial potential’s formation and regulation, alteration of the
Tax code, and also use of effective instruments of the state
financial policy that influence on magnitude of territorial financial
potential in a section of its components (budgetary tax, mone-
tary-credit and public debt management policies).
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