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Abstract
Ukraine is currently debating whether personal income tax (PIT) should be shared with local governments
according to where taxpayers work, live, or some combination of the two. This brief argues that Ukraine should
share PIT with local governments on the basis of where taxpayers live and vote. The first part explains why
contrary to popular belief Ukraine is not currently sharing PIT with local governments according to where people
work. The second, reviews why virtually all European countries that share significant amounts of PIT with local
governments do so according to where taxpayers live and vote. The conclusion explains why the national
government needs to build an information system that it currently does not have to allocate PIT by either place
of work or residence. And it argues that given that the costs of moving to either system are similar, there should
be little question that Ukraine should adopt one based on where taxpayers reside. Finally, we outline the steps
that would need to be taken to move to a residency-based system arguing that this can be done by FY 2023 so
long as PIT is –at least initially— allocated according to a simple declaration of the local government in which
a taxpayer lives, and not their legally registered addresses.
Keywords: Ukraine, Decentralization, local government, public finance, tax sharing, fiscal federalism, Personal
Income Tax
JEL Classification: D31, E61, H20, H71, N94, P30

¿Cómo debería compartirse el Impuesto al Ingreso Personal con los gobiernos locales en Ucrania?
Resumen
En Ucrania se debate acerca de si el impuesto al ingreso personal (PIT en inglés) deberá ser compartido con el
gobierno local de conformidad con el lugar donde el trabajador labora, vive, o alguna combinación entre ellas.
Se argumenta en este trabajo que Ucrania debería compartir el PIT con los gobiernos locales a partir de donde
el contribuyente radica y vota. La primera parte de este trabajo explica por qué contrario a la creencia popular
en Ucrania, actualmente no se comparte el PIT con los gobiernos locales de conformidad de donde la gente
labora. En segundo, se revisa porqué virtualmente todos los países de Europa que comparten cantidades
significantes de PIT con los gobiernos locales lo hacen de acuerdo al lugar donde el contribuyente vive y vota.
La conclusión explica porque los gobiernos nacionales necesitan construir in sistema de información donde
actualmente no tenga que asignarse el PIT ya sea por el lugar del trabajo o el de residencia. Se argumenta que
dado que los costos de cambiar a cada sistema son similares y Ucrania debería de cuestionarse al menos de
manera mínima si debería adoptar una base donde el contribuyente reside. Finalmente se describe los pasos
que se necesitarían para moverse a un sistema basado en la residencia argumentando que esto puede ser hecho
hasta 2023 en tanto PIT al menos inicialmente se asigna de acuerdo a una simple declaración del gobierno
local en la cual el contribuyente vive y no el lugar donde esta registrado.
Palabras clave: Ucrania, descentralización, gobierno local, finanzas públicas, compartición de impuestos,
federalismo fiscal, impuesto al ingreso personal.
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Introduction
The paper which follows was written to help Ukrainian policy makers think through how Personal
Income Taxes (PIT) should be shared with local governments. The hope, however, is that the
paper will be of wider interest because for all its unique problems, Ukraine --like many of its postcommunist counterparts-- has turned to PIT sharing as one of the principal tools of subnational
finance. Indeed, this turn to PIT sharing in post-communist Europe –though not only-- is one of
the most overlooked and undertheorized developments in intergovernmental fiscal relations over
the last 30 years.
This foreword does not attempt to sketch the full extent of PIT sharing, or to describe its
many variations. Indeed, for reasons that we will discuss, it is difficult to compile good data on the
use of PIT sharing to finance subnational governments because there is substantial variation both
in how countries classify them in their public sector accounts and in how international
organizations like the OECD try to make these accounts commensurable for comparative purposes.
Nor does this introduction go through all the theoretical pros and cons tax sharing in general or
PIT sharing in particular, though we clearly think that PIT sharing has some very compelling uses.
Instead, we start by outlining the three basic ways PIT is being used to finance subnational
governments before focusing on the origin-based sharing of the tax. We then discuss the evidence
for this turn to origin-based PIT sharing in post-communist Europe, as well as some of the forces
we think are driving it forward in the hope that the European use of PIT sharing will be of interest
to practitioners in the Americas, where the instrument remains underappreciated and underutilized.
****
National governments use PIT to finance subnational governments in three distinct ways. The first,
is by giving subnational governments the right to impose local surcharges on the national
governments’ PIT rates, or by more generally dividing the rate space for the tax between national
and subnational governments. In both cases, the key conceptual distinction is that subnational
governments remain politically responsible for the rates that provide them with revenue from the
tax. In short, PIT here is what the literature on fiscal federalism calls an ‘own revenue’, and as an
own revenue is supposed to help ensure that subnational governments produce the quantity, mix,
and quality of public goods that their electorates really want.
Quite a few federations give regional governments at least some rate setting powers over
PIT. Less well known is the fact that in most Nordic countries municipalities have been setting
PIT rates for years. Indeed, in Denmark and Sweden –two of the most decentralized countries in
the world—over 80% of the yield of the tax goes to municipalities based on rates they set. But our
concern here is not with PIT as an own revenue, but as a shared one. And here there are two
distinct ways national governments can share PIT with subnational ones.
The first is for the national government to legally earmark a percentage of the national yield of
PIT for subnational governments. In this case, the pool of PIT created by the share is then
distributed back to local governments by formula and as a grant –usually a freely disposable one.
This is what is done, for example in Czechia and Slovakia. The second is for the national
government to legally entitle local governments to a fixed percentage of the amount of PIT
generated on their territories. The literature refers to this form of tax sharing as origin-based and
it has been key pillar of both regional and municipal finance in the German Federation for a long
20
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time. It is this form of PIT sharing that is the primary concern of both this introduction and the
policy paper that follows. Indeed, the paper is really an extended argument about why Ukraine has
mis-defined the origin of PIT as an employee’s place of work, and not a taxpayer’s place of
residence; the consequences of this mis-definition; and what can be done about it.
But before we get there it is important to understand two things. The first is simply that
these distinct ways of sharing PIT have very different systemic implications: Setting aside a
percentage of the national yield of PIT to be redistributed to subnational governments as general
revenue grants ensures that the grant pool for redistribution is anchored to the overall growth or
decline of the economy. Equally importantly, the general revenue grants that result for this form
of PIT sharing are almost always at least somewhat equalizing because the main coefficient used
to allocate them is almost always population. This stands in stark contrast to origin-based PIT
sharing which is inherently dis-equalizing because the same percentage PIT will obviously yield
much more per capita revenue in a dynamic economy than a depressed one. By the same token, it
decenters the growth or decline of the revenue stream coming from PIT, from the national economy
to local ones.
The second thing that needs to be understood, is that despite the very different systemic
implications of these two forms of tax sharing, they are often treated as a single category in the
literature, or worse consistently confused in the data bases on intergovernmental fiscal regimes.
For example, the OECD’s otherwise quite useful compendium of thumbnail briefs on the
subnational finance systems of countries around the world, presents the Czech local government
finance system –but curiously not the Slovak-- as if it were based on the origin sharing of PIT,
when it is really based on sharing some of the national yield of PIT in the form of general revenue
grants. And conversely, it presents the Estonian system as being based on general grants, when in
fact it is based on the origin sharing of PIT.
Table I below presents the European countries that currently share PIT on an origin basis
with their subnational governments, and more particularly, with their municipal governments. The
first column of the Table shows the share of subnational expenditure in general government
expenditure, a standard if imperfect measure of fiscal decentralization. But countries are ranked
by share of municipal expenditures in general government expenditure, a measure of how
important cities and towns are in a country’s system of public administration. Countries without
an asterisk, are unitary states with a single, municipal level of self-government. Countries with a
single asterisk are unitary states with multiple levels of subnational government, but in which the
municipal level is the largest and most important level of subnational government. Countries with
two asterisks are federal or quasi federal constructs in which municipalities are subordinate to,
and fiscally less important than the regional governments above them. And finally, Italy is a
decentralized unitary state in which regional governments are more important than municipal ones.
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Table 1: Origin Based PIT Sharing with Municipal Governments in Europe1
Shared PIT as
Subnat. Exp. as Municipal Exp
Grants as %
% of
Country
% of GenGov
as % of
of Municipal
Municipal
Exp
GenGov Exp
Revenue
Revenue
Norway
34
34
46
29
Latvia
28
28
34
45
Estonia
26
26
29
55
Poland*
34
24
58
20
Ukraine*
39
24
52
60
Lithuania
23
23
60
33
a
Croatia*
26
22
18
49
Romania*
26
20
44
26
Serbia
17
17
20
65
Germany**
46
17
40
40
b
Slovenia
16
16
41
32
Belgium**
43
13
52
c. 15
Spain**
48
13
53
c20
Italy***
29
??
44
c.25
Bosnia & Hercegovina**
c. 70
c. 10
c. 50
c. 30
Croatia share PIT both shares PIT on an origin basis and allows its larger cities –like Montenegro-- to impose PIT
surcharges. Sloveniab shares PIT both on an origin basis and by earmarking a percentage of the national yield of the
tax for an equalization grant.
a

Several aspects of the Table are striking. The first is simply that about half of the thirty-odd
countries that occupy the European land mass --without Russia and Belarus—share PIT on an
origin basis with their municipal governments. The second is that half of the 20 countries that
regained their sovereignty or were (re)born after communism’s European collapse also share
significant amounts of PIT with their municipal governments, and those that do, tend to be the
more fiscally decentralized ones.2 Third, in eight countries municipal governments account for
more than 20% of general government expenditures and that of these, seven have communist pasts.
And finally, and perhaps most importantly, the municipal governments that play such important
roles in these countries’ public sectors are heavily dependent on transfers. Indeed, in almost all of
them some combination of grants and shared PIT account for more than 70% of their total
revenues. Of put another way, in countries that have chosen to decentralize significant functions
to municipalities, municipalities are not only extremely dependent on transfers, but revenue from
PIT sharing typically competes with grants as the largest source of budget income.

Data for this table is drawn from multiple sources including the OECDs compendium of intergovernmental country profiles
https://www.oecd.org/regional/regional-policy/sngs-around-the-world.htm NALAS (2016), Young (2020); Levitas & Djikic (2017)
and Levitas (2017) Data is from the mid-2010s.
1

The 10 post-communist countries that do not share PIT on an origin basis are Albania (15%), Armenia (9%), Bulgaria (21%), Czechia
(24%) Georgia (20%), Hungary (15%), North Macedonia (16%) Moldova (24%) Montenegro (14%) and Slovakia (16%). The
percentages indicate the share of subnational expenditures in total expenditures. All are unitary states with (effectively) a single
municipal level of self-government, except for Moldova who regional governments dominate. Data from the same sources as above.
2
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Why the post-communist countries of Europe have so frequently turned to financing municipal
governments with shared PIT is an interesting question that we cannot fully address here. But at
least two prominent reasons should be mentioned. The first is political and is grounded in the
simple fact that throughout the region reformers considered the reinvention of local governments
as critically important for dismantling the single-party state. Moreover, most thought that
democracy should be built from the bottom-up and following the Poles –the pioneers of local
government reform in the region- explicitly sought to weaken regional authorities around which it
was felt that late communist elites had congealed, by empowering municipalities (Levitas, 2017a).3
Once reformers decided that local governments should both shoulder the burden of
rebuilding long neglected public infrastructure and be assigned significant social sector
responsibilities, the question became how municipalities should be financed. On the one hand, it
was painfully obvious that the repertoire of local own-revenues typically advanced by the literature
on fiscal federalism – the ad valorem property tax and local user fees and charges—would not do
the trick (Musgrave 1958; Oates 1972). On the other hand, nobody was quite ready to take the
Nordic high road and give freshly minted municipalities rate control over personal income taxes
that were themselves new. So, the question really boiled down to a decision between the relative
importance of grants and shared taxes.
Worse, the requirement –imposed by both the EU and the IMF—that Europe’s new nations
adopt Value Added Taxes (VAT) eliminated the possibility of sharing consumption taxes with
local governments on an origin-bases because the chain nature of the tax means that VAT has no
geographic origin.4 In short, the only way to provide municipalities with anything like the revenues
they needed to fulfill the functions they were being assigned was through grants, shared PIT, or
some combination of the two.
And again, the interesting question is why so many post-communist countries have chosen
to rely so heavily on shared PIT. Part of the reason no doubt lies in cross-national diffusion through
imitation. But the more profound reason is that shared PIT solved a combination of political and
technical problems that grants alone seemed ill suited to deal with. The political problem was
simply that it seemed awkward to make local governments entirely dependent on national
government grants when everybody wanted to use them to dismantle the single party state. Indeed,
local governments themselves wanted a revenue that didn’t seem to depend on the largesse of the
state.
And shared PIT fit this bill perfectly: Not only did it give municipalities a freely disposable
revenue stream, but unlike grant pools pegged to a share of the yield of national taxes, shared PIT
would rise and fall with the fate of their individual economies –including their own efforts at local
economic development. Indeed, shared PIT seemed so much like an own revenue that the Poles
defined it as one in their 1996 constitution, a mistake that has been repeated in the legal regimes
of other post-communist countries including Croatia, Serbia, and Ukraine (Levitas 2005, 2017a,
and 2019).

It is worth adding here that will much of Ukraine’s subnational reforms have been modeled on Poland, it is still unclear constitutionally
whether the country’s regional (oblasts) and district (rayons)governments are territorial arms of the national government or
democratically elected self-governments. See Levitas & Djikic (2017) and Levitas and Djikic (2019)
3

This was particularly important in the inheritor states of Yugoslavia because --like the U.S.-- much of the federation subnational
finance system was built on sales taxes that were shared between republic and municipal budgets. See Levitas (2005) and Levitas
(2006). Subnational finance in the U.S. –as one of the only countries without a VAT—is still based on largely on shared sales tax.
4

© 2017 REPUL. Esta obra está bajo una licencia CC BY NC 4.0 Internacional

23

How Should the Personal Income Tax be shared with
Ukrainian Local Governments?

Tony Levitas

But the technical problem that shared PIT solved is both more interesting and ultimately
probably more important. It is also deeply ironic because it has made one of the most vexing
problems in local government finance –and one thought to be aggravated by shared taxes-- more
manageable: fiscal equalization. As we have noted earlier, shared taxes are dis-equalizing because
the same share yields very different levels of revenue depending on the tax bases of individual
jurisdictions. Indeed, it is precisely for this reason that the fiscal federalism literature typically
argues that it is better to use grants than shared taxes to fill so called ‘vertical gaps’ in local revenue
systems.
But determining how much each local government should receive in grants remains
problematic if there is no reasonable way to determine the relative wealth of different jurisdictions.
What PIT sharing does, then, is –at least on the revenue side of the equation—to simultaneously
provide local governments with a significant source of budgetary revenue whose inequalities
across jurisdictions can easily be measured and easily understood in the form of PIT per capita.
And once people can agree that an important source of local revenue is dependent on an acceptable
and easily calculated measure of relative wealth, then the next step is easy: In short, virtually all
the European countries that share significant amounts of PIT with their municipalities have
adopted one or another version of a German rule for fiscal equalization: Local governments whose
PIT shares yield per capita revenues significantly below the national average (e.g < 85%) are
entitled to equalization grants equal to some percentage (e.g. 90%) of the difference between the
per capita yield of the tax in their jurisdictions and the equalization threshold set as a percentage
of the national average (here, 85 units). Thus, if a municipality’s PIT share yielded 60 units of
revenue and the national average was 100 it would be entitled to an equalization grant equal to
(85-60)*90*population.
In sum, PIT sharing in post-communist Europe has allowed policy makers to devolve
significant social sector functions to democratically elected municipal governments, while
providing them with concrete budgetary reasons to promote local economic growth and –
ironically—creating the technical and political foundations for a reasonable system of revenue
equalization. This experience is underappreciated and underutilized in the Americas, and the hope
is that the choices around PIT that Ukrainian policy makers are now confronting will prove thought
provoking and instructive to policy makers outside of Europe.5
The paper has several sections. In Section 1 we present the general context of how the
Ukrainian Parliament proposed to manage the discussion of PIT. Section II reviews the history of
the current situation and explains why the system for allocating PIT must be reformed if Ukraine’s
intergovernmental finance system –and with it, the country’s hard-won decentralization effort—
are to be put on a stable fiscal foundation. Section III explains why virtually all European countries
that use PIT to finance local governments identify the origin of the tax as the residency of the
taxpayer, and not his or her place of employment. And Section IV outlines a strategy for quickly
moving Ukraine to a system in which the national government takes over from firms the
responsibility for allocating PIT payments to local governments and begins to do this according to
where people actually live –though not necessarily where they are legally registered to reside.

5

For a direct application of some of these ideas to a Latin American country see Levitas (2017b)
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Parliamentary debates over PIT sharing in Ukraine6
On April 29th, 2021, the Office of the President issued a decree giving the Cabinet of Ministers
three months to submit to the Verkhovna Rada legislation that would “credit part of the personal
income tax to local budgets according to the registered place of residence of a natural person - a
taxpayer.” The decree came in the middle of an intensifying parliamentary debate about how
Personal Income Tax (PIT) should be shared with local governments, a debate that has so far
generated at least 11 different proposals. Of these, four call for PIT to be shared with local
governments in accordance with where people work; one proposes that PIT should go to the local
governments in which taxpayers live; two others suggest that PIT should be split –in different
proportions-- between the local governments in which people may live and work; and two others
support giving taxpayers who live and work in different local governments the right to choose
where their PIT shares should go.
The attention that the Office of the President and the Verkovna Rada are paying to the “PIT
Question” is extremely welcome because the current system for allocating the tax to local
governments is deeply flawed and must be changed. To make a long story short, under the existing
rules some local governments –particularly Kyiv and other big cities—now receive very
significant amounts of PIT from taxpayers who neither live nor work on their territories, and for
whom they provide no services. Meanwhile the local governments in which these taxpayers
actually work, and may well live, get nothing. Systemically, this makes no sense. It is also
obviously unfair and --less obviously-- inefficient because it requires that the equalization system
be larger than it need be.
But if there is a growing consensus that the existing system must be changed, there is also
much contention and confusion about how it should be fixed. In the following, we argue that the
answer to the question about how the system should be fixed is both simpler and more complicated
than of any of the current proposals suggest. It is simpler because the way Ukraine should share
PIT with local governments is straightforward: All PIT shares should be returned to the local
governments in which taxpayers live and vote. Ukraine should do this for the same reasons that it
is done in virtually all other European countries in which the personal income tax is a significant
source of local government revenue: To increase the responsiveness and accountability of local
governments by aligning the economic interests of citizens as taxpayers with their political
interests in democracy as voters.
And it is more complicated than any of the current proposals suggest because even with
the support of the Presidential decree, achieving this objective –or something close to it-- will
require 18 to 24 months of analytic, technical, and political preparation. That said, we think that
with the necessary investment and political will, it should be possible for Ukraine to allocate PIT
to local governments by place of residence by fiscal year 2023, so long as place of residence is
understood to mean where people actually reside, and not where they are currently legally
registered to live.
The judgements in this policy brief are my own and do not represent those of either Swedish Association of Local and Regional
Governments (SALAR/SKL) or the Swedish Agency for International Development (SIDA). They could not, however, been arrived at
without the research and critical commentary of the entire staff of SKL’s, SIDA-funded, Support to Decentralization in Ukraine Project.
In particular, I would like to thank Jasmina Djikic, Kostya Gavrylov, Igor Gerasimchuk, Jan Herczynski, Ieva Kalina, and Igor Onyshek
for their support, as well as the team of researchers led by Daryna Marchak at the Kyiv School of Economics that has recently begun
investigating how large multiunit enterprises allocate PIT to the local governments in which they have business units.
6
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The History of the Current Situation in Ukraine
Before discussing why Europe shares PIT in accordance with a taxpayer’s residency, or what
Ukraine needs to do to join the club, it is important to review how PIT is currently being shared
with local governments. This is necessary because until recently the popular understanding in
Ukraine has been that PIT is being shared with local governments in accordance with a taxpayer’s
place of employment.
In short, it has never been true in Ukraine that PIT is being allocated to local governments
according to where people work. Or at least, it has never been true for most employees of large
multiunit companies who work in local governments other than the one in which their employer is
legally registered. Instead, “loopholes” in the tax code have allowed firms with multiple business
units to credit the PIT payments of all their employees to the local governments in which they are
legally registered, and not to the local governments in which their employees may actually work 7
These “loopholes” are convenient for businesses because multi-unit firms do not have to
trouble themselves with sending the PIT contributions of their employees to the tax authorities of
all the jurisdictions in which their employees may work. Indeed, large employers have actively
resisted reforms that would require them to send the PIT contributions of their employees to the
local governments in which they really work. This is not surprising because such requirements
would force many firms to change their accounting and IT systems, changes that obviously come
with unwanted costs.
More importantly, firms should not be in the business of allocating PIT at all. Instead, this
function should be –as it is elsewhere in Europe-- the responsibility of the national government.8
To be sure, firms need to send the PIT payments of all their employees to the tax authorities, and
these payments must contain the tax identification numbers of all their employees and wages
received. But it is the national Treasury System that should be responsible for crediting PIT shares
both to the national budget, as well as to the budgets of the appropriate oblasts (regions) and
hromada (Cities/communes).9
The loopholes in the law which allow multi-unit businesses to credit the PIT payments of
all their employees to the local government in which they are legally registered have also benefited
big cities. This is because a disproportionate number of large, multi-unit firms have their legal
headquarters in big cities and thus often receive the PIT shares of people who work (and live)
elsewhere --and for whom they provide no services. Meanwhile, and conversely, the smaller,
generally poorer local governments in which these taxpayers actually work --and typically live-must provide them with services but do not get their PIT payments. This makes no sense and is
Law no. 755, of May 2003 on the “State Registration of Legal Entities, Individual Entrepreneurs and Public Associations” required
firms to identify their subdivisions as any location of business other than the one in which they were legally registered. At the same
time, the tax code required firms to send the PIT payments of employees working in subdivisions to the tax authorities in which these
subdivisions were located. These rules, however, were never strongly enforced and many firms did not and do not have accounting
systems that allow them to direct the PIT payments of their employees to different tax authorities.
7

On this point it is worth noting that the Ukrainian courts have dismissed cases brought by local governments against firms for the
alleged misallocation of PIT on the grounds that companies cannot be held liable for these mistakes because the allocation of PIT
should be a state function. Information from KSE research team.
8

9

Oblasts receive a 10% share of PIT while all hromada except Kyiv receive a 60% share. Kyiv receives a 40% share.
As a result, the national government receives 50% of the PIT payments of taxpayers said to work in Kyiv and 30% of
those said to work in all other hromada. See Levitas & Djikic (2019 and 2017)
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obviously unfair. It is also inefficient: Sending the PIT payments of people who live and work in
smaller, poorer hromada to the bigger, wealthier cities in which their employers are headquartered
increases the need for equalization and requires that the base/reverse grant system be larger than
necessary.
But if the existing system has been convenient for big business and profitable for big cities,
it is nonetheless the Ukrainian state that bears the greatest responsibility for failing to fix it. For
years, it has been an open secret within the Ministry of Finance that significant amounts of PIT are
being sent to local governments in which people do not work -or for that matter live- and for whom
these local governments provide no services. Nonetheless, the Ministry has not pushed to reform
the existing system. And it is easy to understand why: The Ministry has had its hands full dealing
with an already daunting list of structural reforms in a period of great socio-economic turbulence,
to say nothing of war. Moreover, the Ministry knows that any serious reform of the allocation of
PIT will require major changes in the way the Tax Administration in particular, and the Ukrainian
state in general registers, links, and makes use of the data on where its citizens live, work, pay
taxes, and vote. Indeed, the Ministry is painfully aware that meaningful reform will not only
require coordinating the work of multiple ministries but developing and implementing the
information and data processing systems necessary for the State Treasury –and not firms—to
allocate PIT to local governments.
All this is true. But the central argument of this paper is that the decentralization reforms
that the Ukrainian state has so heroically pursued over the last few years simply cannot be put on
a sound foundation without sharing PIT with local governments in accordance with where
taxpayers live. And that this cannot be done without first linking people’s PIT payments to their
place of residence and then, by making the Ukrainian state responsible for allocating these PIT
payments to the local governments in which they actually reside.
In the concluding section of the paper, we will outline how this might be done. But for the
moment, the critical thing that needs to be understood is that the national government cannot
allocate PIT to local governments in accordance with where people work because it does not know
where they work. And without knowing where people work, it cannot link data on citizens PIT
payments with data on the local governments in which they are employed. Indeed, it is precisely
because of this, that the national government is relying on private companies to divvy up PIT
payments between itself and local governments.
Worse, and the reason this is a nontrivial problem, is precisely because we know –though
we cannot say exactly how much-- that very significant amounts of PIT are being sent by firms to
the local governments in which they are headquartered, and not to the local governments in which
their employees work. For example, we know that 14% of all firms are legally registered in Kyiv
and that they account for 24% of national employment. But only a small fraction of that
employment takes place in the capital (State Strategy for Regional Development; 2020).
Anecdotally, we also know that both many large state enterprises and private firms register the PIT
of all their employees in the local government in which they are headquartered –be that in Kyiv or
some other city.10
But the most compelling indication of the magnitude of PIT payments that are being
misallocated under the current rules comes from Kyiv’s budget: In 2020, Kyiv’s per capita PIT
revenues were more than three times higher (8,400 hr./pc) than those of the average hromada

10

Preliminary findings of the KSA research team on the allocation of PIT.
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(2,700 hr./pc).11 This 3 to 1 ratio is on the high end of the spectrum but in and of itself, is not
particularly unusual: Capital cities often have per capita PIT revenues two or three times those of
the average local government –and often 6 or 7 times more than the poorest— both because they
are the hubs of the national economy and because wages in them tend to be substantially higher
than elsewhere.
But what is unusual, is that Kyiv is achieving this 3 to 1 ratio with a 40% share of PIT
when all other hromada receive a 60% share. In other words, the yield of Kyiv’s PIT share relative
to the average hromada would be more or less understandable if all local governments received
the same share. But it is exceptionally high --and hard to explain-- when we consider that Kyiv
gets one third less of every taxpayer’s PIT payment than all other hromada12. In short, Kyiv is
making up for its smaller share through the PIT payments of taxpayers who do not work (or live)
in Kyiv, meaning the employees of large, multi-unit enterprises who work --and almost certainly
live-- outside of the capital.
Looking forward, the most important implication of all this is that if PIT really were to be
allocated by place of work, Kyiv would lose the revenues it currently receives from people working
outside of the capital but employed by firms registered in it. Or put another way, if PIT was actually
allocated by place of work, Kyiv’s PIT share would almost certainly have to be increased for the
city to maintain anything like its current revenues from the tax. We will return to this point later.
But for the moment, the point worth holding on to is that Kyiv’s PIT share will have to be
renegotiated upward whether the origin of PIT is defined as place of place of work or place of
residence because its current 40% share only works financially because of the PIT payments the
city is receiving from people who neither work nor live in the capital.
To summarize the discussion so far, PIT is not now being allocated to local governments
by place of work, though for years this is what people have believed. Instead, very significant
amounts of PIT are being misallocated to big cities because firms --not the state-- are responsible
for sending PIT payments to the appropriate tax authorities, and because firms with multiple
business locations find it easier to credit the PIT of all their employees to the jurisdiction in which
they are legally registered, and not to the many different local governments in which their
employees may work. This is unfortunate, but firms should not be in the business of divvying-up
public revenues.
Moreover, the misallocation of funds is not trivial if Kyiv’s per capita revenues from PIT
are 3 times the national average despite receiving a PIT share 30% lower than all other hromada.13
Worse, the misallocation of these revenues to Kyiv –no matter how big or small—underestimates
the misallocation across all hromada-- because there are many multi-unit businesses who are
headquartered in local governments other than the capital. More importantly, and looking forward,
while the national government knows that a lot of PIT is being sent to the wrong local governments,
it cannot say by how much or to whom because the Tax Administration cannot technically link
people PIT payments to their place of work (or residence). Finally, and most importantly,
allocating large amount of peoples’ PIT payment to local governments in which they neither live
nor work is unfair, inefficient, and makes no systemic sense.
11

Own calculations from Ministry of Finance data.

12

This judgement is based on 20 years of intergovernmental finance work in post-communist Europe, meaning not
on having hard numbers in hand. But having these sorts of numbers would be useful in thinking through how Kyiv’s
PIT share might eventually be adjusted.
13
My guess is that between 15% and 30% of Kyiv’s PIT revenue can be attributed to taxpayers who work outside of
the capital but whose PIT payments flow to it through their employers’ legal headquarters.
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Why the Answer to the PIT Question Should be Straightforward
Last year, Ukraine completed a heroic effort to consolidate over 10,000 tiny villages into hromada
capable of providing their residents with basic public services. Many outstanding issues, including
constitutional ones, remain to be resolved before policy makers will be able to say that Ukraine’s
subnational finance and governance system rests on a stable foundation. PIT, which accounts for
more than 50% of all hromada revenue (including Kyiv), and about 70% of all oblast revenue is
obviously one of the cornerstones of this foundation. And until the allocation of PIT is put on a
sound basis, the foundation of local government finance and governance in Ukraine will by shaky.
The constitution of new hromada, and the fact that many of their elected officials have
come to understand that they are not receiving the PIT payments of people who work (and/or live)
on their territories has increased the awareness of both parliament and the President’s Office that
the existing system for sharing PIT needs to be changed. The question is how. Here, it is worth
looking first at a little public finance theory, and then more extensively at the practices of other
European countries that rely heavily on PIT to finance subnational governments.
Perhaps the most important normative claim of the literature on subnational finance is that
local governments should --to the greatest degree possible-- pay for what they do from taxes, fees,
and charges whose rates they set for themselves14. The argument behind this claim is that the more
a local government’s revenues are determined by democratically elected councils, the more likely
it is that these councils will make tax and spend decisions that are in line with their electorate’s
preferences: If councils tax too much, or fail to deliver services that people want because they tax
too little, the people will –as the saying goes-- “vote the bums out office.” In short, virtually all of
the literature on public finance insists that local taxation is critical for ensuring that local
governments are responsive and accountable to their electorates.
Much can be said about this central pillar of the literature on subnational finance. But two
points are worth stressing. The first is simply that in many, maybe even most European countries
the largest source of local government revenue does not comes from taxes that local governments
set themselves. Indeed, there are relatively few countries in which the normative principle of the
literature is really respected in practice, or at least respected to a degree that would satisfy its most
ardent proponents.15
Musgrave (1959) argues that governments have three basic functions: Macro-economic stability; the redistribution of wealth; and
the production and delivery of public goods. With Musgrave, most public finance experts agree that the first two functions should
be reserved for national governments, but that responsibility for the production and distribution of public goods should be allocated
between levels of democratically elected government for efficiency reasons: If the benefit areas of particular public goods can be
aligned with the political and fiscal jurisdictions of the people who consume them, pay for them through local taxes, and vote for the
officials who control their production, then these goods will more closely correspond to local preferences. This literature has also long
argued that the single best way to finance local public goods is through the ad valorem property tax because its base is both
immobile and should increase in value with the public goods it helps fund. See for example Oates (1972) and Norregaard (1997).
Over time, and in response to the fact that a) it has proven hard to implement ad valorem property taxes in many countries b) that
even in the best of cases property taxes yield revenues far less than the costs of the public goods that –for better and worse—local
governments are often made responsible for and c) the recognition that the many public goods (e.g. education) have local, regional
and national benefit areas, public finance theorists have increasing turned to the personal income as a high yield tax over which
local governments can be given some rate control. See for example Bird (2010) and Kitchen (2004).
14

See for example, Hansjorg Blochliger & David King (2006), They identify a “decentralization paradox” in which
the more social sector responsibilities are assigned to local governments, the more their finances become dependent
on the national government. Bird (2010) makes much the same point.
15
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The reason for this contradiction between theory and practice has two sides and is easy to
understand once both of them are put together. On the one hand, the highest yielding taxes of the
contemporary nation state –the Value Added Tax, the Personal Income Tax, and the Corporate
Income Tax— are all more effectively and efficiently administered by the national government
than by local ones. On the other hand, the cost of the public services that are often assigned to
local governments –particularly social sector functions like education, housing, health, and
community services-- far exceed what can possibly be raised through what the literature considers
to be good local taxes, meaning locally set user charges and fees, and above all the property tax.16
In short, in many countries in which local governments perform significant social sector functions,
the lion’s share of their revenues come not from local taxes but from some combination of
categorical grants, freely disposable general revenue grants, and shares of national taxes.
But the second thing that should be said about the literature’s admittedly sometimes
obsessive concern with local taxation, is that even if local governments are typically heavily
dependent on grants and shared taxes, it still makes sense for citizens to pay local taxes, and to
know that they have a financial stake in the behavior of their elected officials. In short, people are
more likely to pay attention to what their local governments do if they know they are being taxed
to pay for at least some of the services they receive. Indeed, the basic gist of this argument can be
extended to shared taxes: Even if local councils do not, for example, set PIT rates, local voters are
much more likely to be concerned with how ‘their’ local governments spend money if they know
that much of that money comes from ‘their’ PIT payments and not from general budget of the
national government.
With these points in mind, now let us look how PIT is used to finance local governments
in Europe. In at least twenty European countries, PIT revenues constitute more than 20% of local
budgets. Moreover, in many countries PIT is often the largest single source of local revenue. But
there are three distinct ways PIT can be used to finance local governments: By earmarking a
percentage of the national yield of PIT for local governments and then allocating the resulting pool
of funds to them by formula; by giving local governments some control over PIT rates, while base
setting and collection remain in the hands of the national government; and by giving local
governments a fixed share of the PIT generated on their territories.17
Both the Czech and Slovakia Republics earmark a percentage of the national yield of PIT
for local governments and then allocate these monies to them by formula. Here, there is no
relationship between the amount of PIT that individual local governments receive from the tax,
and the amount of PIT paid by the people who live or work on their territories. Indeed, the national
government does not need to know where PIT comes from and has no need to link PIT payments
with either peoples’ place of work or residence. Instead, the ‘PIT share’ functions as a legal
‘anchor’ for a pool of national funds that are then divided back down to local governments by
formula through freely disposable general revenue grants. This ‘anchor’ or ‘peg’ also serves to

16

For example, the average yield of the property tax among EU countries is less than 1.5% of the GDP; in the US 2%,
and in Canada –on of the world’s highflyers—3%. This is well under the share of GDP that most countries spend on
pre-university school wages. On some of the problems with property taxation see Sepulveda & Martinez-Vazquez
(2011)
17
If local governments are given significant powers to set PIT rates than their jurisdictions must be fairly large to
prevent interjurisdictional tax competition created by taxpayers moving to local governments in which PIT rates are
lower. It is for this reason that most of the literature on fiscal federalism recommends that control over PIT rates only
be given to regional self-governments, and not municipal and communal ones. See again Norregaard (1997) Bird
(2010) and Kitchen (2004).
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ensure that the overall grant pool created by earmarking a share of the national yield of PIT for
local governments grows with the economy as a whole.
The Czech and Slovak intergovernmental finance systems are thus conceptually closer to
systems that rely on general revenue grants to finance local governments than to systems that
provide local governments with large chunks of revenue by allowing them to retain some of the
PIT generated on their territories, either through rate setting powers or a guaranteed fixed share.
The Czech and Slovak systems have the virtue of being relatively simple to administer. They are
also strongly equalizing because the most important coefficient used in allocating general revenue
grants is almost always population. As a result, most local governments get the same basic payment
per inhabitant, making other efforts to compensate local governments for differences in their
revenues or service costs systemically less important. But these sorts of systems divorce local
government revenues from both the pocketbooks of voters and the health of the local economy:
The former reduces the incentives of citizens to oversee and hold their local officials accountable,
while the latter reduces the incentives of local officials to grow the local economy.
This stands in stark contrast with systems that give local governments either a share of the
PIT generated on their territories and/or the right to set PIT rates. Now, differences in the relative
wealth of local governments --in their PIT bases-- matter a lot. Local governments with high
unemployment, low wages, or low official employment, will get relatively little out of the tax,
either through shares or rate setting powers. Afterall, the right to tax a weak base, or to receive a
hearty share of almost nothing, will yield little in budget revenue.
Intergovernmental finance systems that provide local governments with large amounts of
revenue from the PIT generated on their territories therefore require more visible equalization
mechanisms. And there are many ways that equalization can be done. But one simple mechanism
often used in countries that share PIT with local governments is to give poorer ones equalization
grants that bring their per capita PIT yields up to some reasonable percentage of the national
average –usually 75-85%. It is also common for richer local governments to contribute to some of
the costs of equalization by ‘clawing back’ some of their ‘excess’ PIT revenues. This is what
Poland, Germany and Ukraine all do, though in Ukraine the richest local government –Kyiv—
does not contribute to the equalization system, a point which we return to later (Blochlinger et. al.
2007).
Things get a little more complicated in countries in which local governments have been
given some rate setting powers. Nonetheless, the same basic idea is often applied: Here, the
national government must know the PIT rates set by all local governments so that it can determine
a national average rate. The average rate is then applied to the PIT bases of all local government
to determine both the per capita PIT baseline for equalization, and the per capita PIT yield of every
local government at the standardized rate. This procedure prevents poorer local governments from
seeing their equalization payments fall if they chose to tax PIT at a higher-than average rate. And
it prevents richer local governments from gaming the system to get equalization grants by choosing
to tax at a lower-than average rate.
All of which is to say that when local governments get significant amounts of revenue
through the PIT generated on their territories, equalization becomes more important and more
burdensome, particularly if local governments are given rate setting powers. Such systems also
require the national government to link PIT payments with taxpayers’ place of residency (or work)
in order to allocate PIT shares to the appropriate local government. As a result, origin-based PIT
sharing systems are more complicated to administer than their Czech or Slovak counterparts. But
unlike these counterparts, or more generally, systems that rely on providing large sums of money
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to local governments through general revenue grants, systems that rely on origin-based PIT sharing
link the financial interests of their electorates with the performance of their local governments, a
linkage that serves to strengthen political accountability.18 They also link local government
revenues with the health of the economies in which they operate, a linkage that incentivizes local
officials to promote job growth and development.
Now, let us look a little more closely at the European countries that have given local
governments some control over PIT rates, and then at those that share PIT with local governments
on an origin basis. At least nine European countries --Sweden, Denmark, Iceland, Finland,
Belgium, Switzerland, Italy, Croatia, and Montenegro— have transformed PIT, or at least part of
it, into a true local tax. And at least another dozen share a significant percentage of PIT with local
governments on an origin basis. This group includes Germany, Norway, Croatia, Poland, Latvia,
Estonia, Lithuania, Romania, Serbia, Bosnia and Herzegovina, Romania, Italy, and Spain.
The countries that have given local governments rate setting powers over PIT have done
this by allowing them to set rates within upper (and usually lower) limits established by the national
government, while also leaving the national government fully responsible for defining the base of
the tax and for collecting it. The degree of local control over PIT rates varies widely across the
group. At one end of the spectrum are Sweden and Denmark – arguably the two most decentralized
countries in the world. Here, locally set PIT-rates generate about 90% of the tax’s total yield,
meaning the national government gets almost nothing from PIT. More commonly, “rate space” is
divided between the national government and local governments so that both levels of government
have room to vary their rates, and both levels derive significant revenue from the tax. This is what
is done in Finlandand Iceland for local governments; for regional governments in Belgium and
Italy; and for both in Switzerland.
Meanwhile, Croatia sits at that the other end of the spectrum by combining very limited
local government rate setting with PIT sharing: Local governments get most of their revenue from
a 40% share of PIT. But big cities can impose a local surcharge of up to 2% on the national
government’s PIT rate.19 This arrangement preserves national control over rate setting. But it also
enhances the accountability of big cities to their electorates while also giving them some
independent revenue raising powers (Bronic 2007). These are attractive systemic features that are
worth considering in Ukraine.
But more important for our purposes, all countries that give local governments rate setting
power overs PIT define the origin of PIT as the taxpayer’s principal residency, not his or her place
of work. There are three basic reasons for this. First, the basic idea of PIT is that it is a tax on
peoples’ total income, not just on their wages. One of the objectives of the tax, then, is to aggregate
–particularly at the upper end of the income scale-- income that can come from multiple forms of
employment, as well as from rents, dividends, and interest. These sorts of income are often taxed
separately or little at all. But countries that adopt PIT typically try to bundle them into the tax over
time, though speed with which this is done, and the types of incomes that are eventually bundled
into PIT, vary greatly. Nonetheless, because each of these incomes can come from different places
it makes no sense to consider PIT as having any other point of physical origin than the taxpayer’s
18

The literature on fiscal federalism stresses the importance of giving local governments at least some control over
PIT rates to reap the accountability and efficiency gains of local taxation. See again Bird (2010) and Kitchen (2004).
But some of these gains can be achieved if taxpayers know that it is a share of their personal income taxes that is
helping to fund their local governments.
19
Montenegro also allows its two largest municipalities to impose PIT surcharges or their residents, but does not
share the tax more generally with local governments.
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principal place of residency. In this sense, attributing PIT –as opposed to a wage tax—to a person’s
place of employment conflicts with the basic nature of the tax.20
The second, and more important reason that the origin of PIT is defined as a taxpayer’s
residence in all countries that give local governments rate setting powers is to ensure that political
and fiscal jurisdictions are the same. This is necessary because it makes no sense to allow local
governments to impose taxes on people who do not vote for them, as would be the case if local
governments could tax the incomes of people who worked in their jurisdictions but did not live or
vote for them. Indeed, this would be a good example of “taxation without representation”.
Equally importantly, the logic of unifying fiscal and political jurisdictions holds true even
if PIT is only being shared with local governments. After all, what sense would it make to say to
citizens that 60% of your income is going to support a local government, but maybe not the one
you voted for or live in. In short, as soon as we say that individual local governments can either
set PIT rates or get a fixed share of the tax generated on their territories, then the only reasonable
way to define the origin of PIT is by the residency of the voter-taxpayer. Otherwise, we would be
allowing local governments to spend the money of people who do not vote for them and to whom
they are not politically accountable.
Finally, the third reason that the origin of PIT is defined as a taxpayer’s residence in almost
all European countries is that the essential purpose of local governments is to provide services to
their residents. This, of course, does not mean that local governments do not provide some services
to non-residents. They do. Everywhere in the world, people commute to work and make use of
services provided by the local governments in which they are employed. Moreover, big cities
frequently provide services to people who neither live nor work in them, but who visit to enjoy
amenities, to purchase commodities, or to access national or regional services that are only
provided in larger jurisdictions.
So, the question is not whether some local governments pay for the services of nonresidents, or even that these costs cannot be quite significant. They often are, particularly for capital
cities and other major urban centers. Indeed, countries frequently take measures to compensate big
cities for these additional costs. For example, when countries rely primarily on general revenue
grants to finance local governments --as is the case of Czech and Slovakia-- these grants often
have ‘U-shaped’ distributions which provide more per capita revenue to both sparsely and densely
populated jurisdictions. These grant systems, in other words, attempt to compensate sparsely
populated local governments for the additional costs of serving dispersed populations, while also
providing more per capita revenue to densely populated ones to compensate them for some
combination of the costs of serving significant numbers of non-residents and the costs of providing
services in areas where prevailing wage rates are higher (Kim & Lotz 2008; Blochlinger 2007).
Similarly, some countries give big cities privileged access to specific types of infrastructure grants
–particularly those for urban transport— because they recognize that these systems serve the whole
nation. And finally, in education, many countries require local governments that ‘export’ pupils
20

In Ukraine, PIT remains essentially a wage tax because with the exception of the self-employed nobody is required
to file a personal income tax declaration, and income from property ownership, interest, and dividends are taxed
separately. Indeed, there is considerable opposition to the idea of requiring individuals to file personal income tax
declarations, opposition that comes both from the wealthy who don’t want to be taxed, and the Ministry of Finance
that doesn’t to set up the systems necessary to process and monitor for compliance individual tax declarations. It is
beyond the purposes of this note to discuss how Ukraine might eventually move create a more integrated personal
income tax system. But one relatively simply way to do it would be to require personal income tax declarations only
from individual whose gross income exceeded a fairly high threshold.
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to other jurisdictions to pay them an amount equal to the importing local government’s average
per pupil expenditure.
Nonetheless, in most countries where local governments are allowed to either set PIT rates,
or in which they derive significant revenue from a PIT share, the general assumption is that big
cities can fend for themselves. This is because the revenues these large urban jurisdictions derive
from PIT and other taxes are generally so much higher than other local governments –and with
them, access to cheap debt capital-- that special measures to support them are deemed unnecessary.
Indeed, if special measures are considered necessary, they typically consist of some mix of
categorical grants, and taxing back less of their ‘excess’ PIT revenue to fund equalization.
More important for our purposes, however, is the fact that no European country attempts
to provide big cities with additional resources by defining the origin of some –let alone all—of
PIT by place employment. Doing so would violate the nature of PIT as a tax as well as the principle
that governments should only impose, or in the case of PIT sharing, use the taxes of people who
vote for them. And it would run against the basic idea that the fundamental purpose of local
governments is to provide services to their residents.
Indeed, of the more thantwenty European countries that provide local governments with
significant chunks of general revenue through PIT, only one of them –Romania—defines the origin
of PIT as people’s place of employment. In Romania, then, the unity of fiscal and political
jurisdictions is broken, and some local governments receive the PIT payments of people who do
not live in them or vote for their officials. By the same token, some local governments do not get
the PIT payments of people who are living in them and who vote for their officials but work
elsewhere. And as in Ukraine, the allocation of PIT by place of work tends to underfund suburban
jurisdictions and over fund urban centers, requiring the equalization system to be larger than
necessary.
Nonetheless, there is a crucial difference between Romania and Ukraine: In Romania,
multiunit businesses are required to indicate to the tax authorities the actual jurisdictions in which
their employees work. As a result, Romania does not have the problem that Ukraine has with large
multi-unit businesses sending the tax payments or all their employees to the local governments in
which they are legally registered. This is a significant and important difference. Nonetheless, the
Romanian system remains an outlier and should not be the model on which Ukraine builds its
intergovernmental finance system. Instead, the basic answer to how Ukraine should solve its PIT
problem is to do what virtually all European countries that either share PIT with local governments,
or give them rate setting powers do, and that is define the legal origin of PIT as a taxpayer’s place
of residence.

What Might be Done to put PIT on an Origin Basis in Ukraine
As in the rest of Europe, Ukraine should share PIT with local governments on basis of where
taxpayers reside. This is the only way to align political and fiscal jurisdictions and to recognize in
practice that the fundamental purpose of local governments is to serve the people who vote for
them. It is also the only way to eventually give local governments some rate setting powers, and
thus further strengthen the linkage between taxation and political accountability. In short, the
answer to the question of how Ukraine should share PIT with local governments is straightforward.
The more difficult question is what Ukrainian policy makers need to do to achieve this
objective. Here, it is worth beginning with the minimum condition that must be fulfilled to change
34
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the existing system: The national government must replace firms as the agent which allocates to
local governments their PIT shares. This question is independent of whether these shares are
allocated by place of work or place of residence. Instead, it is dictated by the structural
requirements of a decentralized order in which the state has agreed to finance local governments
by giving them a share of the national taxes generated on their territories. And as the Ukrainian
courts have already ruled, this is not a public function that can reasonably be imposed on private
firms. This does not mean that private firms should not be responsible for providing important tax
information to the national government. They should. They just should not be responsible for
determining which local governments gets whose taxes.
To replace firms as the payment agents of state, the national government must develop the
IT and data systems necessary to gather, process, and store information about each taxpayer’s
identification number, his or her PIT payments, and the jurisdiction(s) in which he or she may
work and/or live so that the State Treasury can send the appropriate PIT shares to the relevant
oblasts and hromada budgets. Developing such IT and data processing systems is never easy, not
least because they require both inter-ministerial coordination and the restructuring of the internal
procedures of key state institutions like the Tax Administration, the Treasury, and the Ministry of
Finance. Indeed, it is for these reasons that they rarely succeed if they are not clearly mandated by
the highest levels of government and adequately resourced. That said, developing and
implementing such systems is not rocket science, and we see no reason why the Ukrainian state
should not be able to build such as system by the beginning of fiscal year 2023.
Equally importantly, if one stipulates that the existing system makes no sense, is unfair,
inefficient and must be changed, then the costs of moving to a system that allocates PIT by place
of residence are roughly the same as moving to one based on place of work. Or at least, they are
roughly the same if we do not confuse where people actually live with where they are legally
registered to reside, as we will discuss more in a moment. Here, the essential point is that if the
costs of moving to either system are similar, then there is no question that policy makers should
choose to build a system that allocates PIT by where taxpayers live: This is the only way to unify
political and fiscal jurisdictions, and to reap the gains in democratic engagement and accountability
that come with it. It is also the only way to eventually decentralize some rate setting powers to
local governments.
To fully explain why the costs of moving to either a residency or work-based system of
PIT allocation are roughly the same, it is necessary to first do a little recapping, and then to discuss
the objections that are typically raised against allocating PIT by place residence in Ukraine. As we
shall see, most of these objections fall away if PIT can at least initially be allocated to local
governments according to where employees say they are living and not where they are legally
registered to reside. Indeed, the very process of getting taxpayers to first reaffirm where they are
currently living, and then –if necessary-- to eventually change their legally registered addresses,
can be used to kickstart the linkages that origin-based PIT sharing is designed to foster: The
accountability linkages between voter/taxpayers and their elected officials; and the financial
linkages between local economic development and local budget revenues.
So here is the recap. At present, the Ukrainian state cannot link peoples PIT payments to
their actual place of work. Because it cannot do this, it is relying on firms to send people’s PIT
payments to the local governments in which they work. And because this is something that firms
which employ workers in different places are understandably reluctant to do –and should not be
doing— the PIT payments of employees who work outside of a local government in which the
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firm is legally registered are often being returned to the local government in which the firm is
registered –most frequently to Kyiv.
As a result, the Ukrainian state does not know how much PIT revenue Kyiv is getting from
workers who neither live nor work in the capital. Nor does it know how much the local
governments in which these employees actually work –and probably live—are losing. What it does
know, or at least should know, is that the amounts involved are significant enough to give Kyiv
three times as much times PIT revenue per capita as the average local government. Moreover, it
does this despite receiving a PIT share one third smaller than all other local governments (40% vs
60%).
Indeed, the fact that Kyiv’s PIT share is one third smaller under the current regime has
surprising implications when one looks forward to what it would mean to really allocate PIT by
place of work, or for that matter residency. In short, the money that Kyiv is currently getting from
taxpayers who neither live nor work in the capital would flow outward to the local governments
in which these people actually work and probably live. So, Kyiv’s budget would be hit very hard.
In fact, so hard that its PIT share would almost certainly have to be increased to make up for the
lost revenue. Moreover, unless the shares of other local governments were lowered, the costs of
this upward adjustment would have to be borne by the state budget. This is because the state budget
has also been profiting from the fact that it retains 20% more PIT from taxpayers employed --or
said to be employed-- in the capital, than it does for taxpayers working elsewhere.
As such, it is fair to say that if the minimal condition for meaningful reform is the state’s
investment into the data and IT systems discussed above, the first axiom that follows from this
condition is that moving to an origin-based system for allocating PIT is going to require a
substantial rethink of both Kyiv’s PIT share and the national budget. And this axiom is true
whether we allocate PIT by place of work or place of residence. Or put another way, it is the
reallocation of the PIT that is currently being paid to Kyiv for people who neither live nor work in
the capital that is going to produce the biggest change in local government budgets, and that this
is true whether or not PIT is allocated by place of work or place of residence.
Indeed, if the biggest technical challenge of the next two years is for the state to estimate
the financial consequences of the movement to origin-based PIT sharing and then to construct the
IT systems necessary for the Treasury to divvy up shares, then the biggest political challenge of
the next 24 months is to have an informed discussion over what Kyiv’s PIT share should be;
whether the capital should begin to contribute to the equalization system; and how the national
government should respond to the loss of revenue that will come –all things being equal—from an
increase in Kyiv’s PIT share.
The prospects of such discussions are no doubt troubling for both state officials and Kyiv’s
elected leaders. Moreover, they must include the representatives of all hromada because their
results will affect the budgets of all local governments. But like it or not these discussions must be
held if the current system is to be meaningfully reformed. And like the construction of new IT
systems, these discussions must be held whether the goal of the exercise is to allocate PIT by place
of work, place of residence, or both. Or put another way, the only question policy makers really
should be asking themselves now is whether the costs of building these IT systems and engaging
in these politically unavoidable discussions go up so significantly by allocating PIT by place of
residence that they outweigh the benefits in accountability and engagement that will come from
aligning political and fiscal jurisdictions.
The answer to this question is no, at least if people’s declared home jurisdictions -and not
their legally registered addresses- can be used to allocate PIT for a transitional period. To
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understand why, it is useful to briefly review the main arguments against allocating PIT by place
of residence. Here, the first thing that needs to be noted is that most of these objections have grown
up around the assumption that the current system is based on place of work –which is simply not
true. Nonetheless, and until very recently, the Ministry of Finance, the Tax Administration, and
Kyiv have all argued against moving to a residency-based system on the grounds that the existing
system is based on place of work and functions reasonably well when neither is the case. In short,
many of the arguments used against allocating PIT by place of residence have nothing to with the
relative virtues of place of residence vs place of work. Instead, they have everything to do with the
recognition that moving to either requires a rethink of the existing system, a rethink that neither
Ukrainian’s financial ministries nor the representatives of big cities –particularly Kyiv—are
thrilled about having.
The most frequently invoked argument against allocating PIT by residence is that big cities
often incur significant costs for commuters. This is true. But it is not really an argument for
allocating PIT entirely by place of work. Rather, if anything, it is an argument about the desirability
of splitting PIT payments between place of residency and place of work. And splitting comes with
a number of problems. First, and as already discussed, any allocation by place of work weakens
the link between voting and taxpayment and with it the incentives for citizens to hold their local
governments accountable. Second, splitting makes it impossible to ever give local governments
any rate setting powers because then the officials of one local government could raise the taxes of
people who did not vote from them. Third, splitting increases the administrative costs of the system
because now data must be maintained on where people both live and work. Worse, people change
work more often than they change where they live. So, the difference in the long-term costs of a
split system and one based solely on residence are significant. Indeed, it is for all these reasons
that no country that we know of allocates PIT by both place of work and place of residence.
Another argument that is making the rounds is that allocating PIT by place of residence
incentivizes housing construction --not jobs-- and Ukraine needs jobs more than housing.
Sometimes this argument is invoked in support of splitting PIT, and sometimes in support of
allocating it entirely by place of work. As an argument for splitting, it fails for the same reasons
as discussed above. But it is even more problematic as argument for a system based entirely on
place of work. Yes, the origin-based sharing of PIT creates incentives for local government
officials to invest in job creation. Indeed, this one of the great virtues of allocating PIT by place of
residence. But allocating PIT solely by place of work in the name incentivizing jobs over housing
makes no sense: It will starve bedroom communities of the revenues they need to provide basic
public services; intensify the need for equalization grants; and breaks all the rules about aligning
political and fiscal jurisdictions. In short, there are no good systemic reasons to support either
splitting PIT or allocating all of it by place of work.
But there is one reason against allocating PIT by place of residence that must be taken more
seriously. The argument is simply that in Ukraine PIT cannot be allocated by place of residence
because so many people live in local governments different from the ones in which they are legally
registered to reside. And this is true. Indeed, the Ministry of Digitalization estimates that
somewhere between 20% and 30% of all Ukrainians live in local governments other than the ones
in which they are legally registered. Worse, the argument runs, this cannot be fixed any time soon
because there are many obstacles to changing one’s legal place of residence.
Some of these obstacles relate to the fact that changing one’s legal address requires
changing all sorts of other documents, a process which can be time consuming and frustrating.
Others relate to the way the Ukrainian housing market works: To the reluctance of owners to enter
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into legal contracts with their tenants out of fear that they will they have difficulty removing them
if they don’t pay rent; and to owners’ fears that they will have to pay taxes on rental income if
contracts are legally registered. In short, people argue that not only will it take a long time for
people to legally register where they actually live, but until this is done PIT cannot be allocated by
place of residence because it will produce radical changes in the distribution of local government
revenues.
Moreover, the fear that moving to a residency-based system will produce radical changes
in the current distribution of local government revenues is particularly strong in Kyiv and other
big cities because it is they that have the most inhabitants who rent apartments, but who remain
legally registered in other places. In short, Kyiv and other big cities are afraid that moving to a
residency-based system will not only entail the loss of the PIT revenues that they now receive from
taxpayers who neither live nor work in them, but the loss of the PIT payments of people who live
in them but are legally registered elsewhere.
These are not irrational fears. Indeed, once one stipulates that the existing system must be
changed, it is only the issues raised by legal residency --the propiska-- that argue against allocating
PIT by where taxpayers live. But these arguments, and the fears behind them, can be addressed if
the question of how to allocate PIT by where taxpayers live is divorced --at least initially-- from
the question of where taxpayers are legally registered. In short, what we are proposing is that for
the purposes of allocating PIT, taxpayers simply be asked to declare in which local government
they are currently living. This declaration need not be tied to providing one’s exact address or to
presenting a legal rental contract. Nor does it have to be linked to changing other documents
required from citizens by the national government.
As such, this simple affirmative declaration would sidestep all the obstacles to changing
one’s legal registration created by the Ukrainian housing market and by the requirements that
different agencies of the national government attach to legal residency. Instead, the declaration
would only be used for allocating PIT and for linking –in the minds of citizens—their PIT
payments with local governments they elect. In other words, once a decision is made to share PIT
by place of residence, both the national government and local governments should actively
campaign to get people to declare where they currently live “so that your PIT payments go to the
local government that serves you.”

Conclusions & Recommendations
In conclusion, let us sketch out what all this might mean operationally. For starters, legislation
should be passed requiring the national government to build the IT systems that would allow the
State Treasury to allocate PIT by place of residence by the fiscal year 2023. This legislation should
also require the Ministry of Finance to conduct the simulations necessary to rationally review
Kyiv’s PIT share and to phase in the new system over three to five years.
Next, the Ministry of Finance must develop a simple electronic format for firms to fill out
that includes each taxpayers’ unique identifier, their PIT payments, and at least for the first filing,
the jurisdiction in which he or she both works and lives. Most firms have this information already,
but for this first filing, they should be asked to request from their employees an affirmative
declaration of where they are currently living. At the same time, both the national government and
local governments should inform citizens why this information is important and what it will be
used for.
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Firms will have to bear the costs of providing this information to the national government,
but they will not be asked to send the PIT payments of their employees to tax authorities different
from those to whom they are already sending them. Instead, the information will be used by the
Ministry of Finance to simulate the consequences of moving to a residency-based system, and to
build the IT systems necessary for the State Treasury to send PIT payments to the appropriate local
governments.
Once the Ministry of Finance has acquired six months of data on PIT payments that are
linked to place of work and place of actual residence it can begin to simulate the changes in the
distribution of PIT that will be caused by the new system. These simulations will almost certainly
show that the biggest shock to the system will have nothing to do with the difference between
place of residence and place of work, but with the difference of either and the current system. More
importantly, they will allow the Ministry, local governments, and ultimately parliament to think
through what Kyiv’s PIT share should look like, whether the city should participate in the reverse
grant system, and how the national budget will absorb the losses that will come from having a
single PIT-sharing regime for all hromada.
Equally importantly, the simulations will make it possible for the Ministry of Finance to
design phase in provisions for the new system. There are many ways this can be done, but the basic
idea is that no local government should be allowed to lose or gain more than a certain percentage
of revenue a year until the new system is fully phased-in. On the one hand, these sorts of provisions
prevent local governments from suddenly losing revenues necessary to pay for basic services, and
on the other hand from getting budgetary windfalls that they cannot reasonably consume. In the
current situation in Ukraine, however, they will have an additional benefit: they will give local
governments time to impress on their voter/taxpayers the importance of correctly indicating where
they live, while also perhaps giving state officials new ways to think about how to deal with the
problems of both legal registration and the peculiarities of the Ukrainian housing market.
Finally, it is worth underlining that the primary purpose of putting the PIT sharing system
on a residency basis is not to radically change the way resources in the system are currently being
allocated. Rather, it is about putting the system on a foundation that encourages local government
engagement and accountability, and which allows for the automatic adjustment of local
government revenues to changes in where people live. Or put another way, Kyiv should understand
that any new system will require the upward adjustment of its PIT share, and that all big cities
should be fine if –at least initially—PIT is allocated according to where taxpayers say they live
and not where they are legally registered. In any case, there is no reason to believe that the costs
of moving from the current system, to the one all of Europe uses will be any higher than the costs
of moving to the system that until now most Ukrainians thought they had but do not.
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