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Introduction
Both government and citizens should interact in affecting the quality of public services. In affecting the quality of public services, they have different motivation and use different instruments of influence. Government strives to improve public services in order to pursue societal goals. Citizens are motivated with the desire of consumer satisfaction. To guarantee the quality of public services provision, government should create effective incentive and enforcement mechanisms. Decentralization, that is delegating power to local self-government bodies, can be considered as one of incentive mechanisms. Administrative control can be classified as one of enforcement mechanisms. In their turn, citizens can affect the provision of public services via their participation, freedom of choice and movement.
Table 1. Who can affect the quality of public services?
Institution
Government
Citizens
Motivation
Pursue of societal goals
Desire for consumer satisfaction
Instruments
Incentive mechanisms (delegating power to local self-government through decentralization)
Enforcement mechanisms (legislation and administrative controls)
Participation
Freedom of choice (democratic elections)
Freedom of movement (“voting by feet”)

Under the planned economy, interaction between government and citizens on the issues of public services provision was barely allowed. Government made centralized decisions on resource allocation between branches of the economy, between enterprises and between citizens. Therefore, it was a mere government decision what kind of public services to provide. Under the market economy, resources of the government and private sectors are clearly separated and, consequently, interaction emerges as a result of exchange of resources. Citizens claim government to be accountable, transparent and provide high quality public services.
In Ukraine, after the collapse of the totalitarian regime neither government had procedures and skills to deal with the citizens, nor citizens possessed ‘know how’ to monitor the government. It has taken long time before fundamental procedures of government finance transparency start to evolve. The initiative had mainly comes from the central government and transparency has significantly increased at the level of the central government. However, local governments are still less transparent and accountable resulting in inefficiency of local public services provision.
This paper analyzes the impediments to the efficiency of local public expenditures in Ukraine. In order to infer about the efficiency of local public expenditures, we suggest to apply the Tiebout model. We also use elements of the public choice theory to draw conclusions on the efficiency of local public expenditures.
The paper concludes that decentralization would be a solution to improve efficiency of local public expenditures in Ukraine. Decentralization implies larger variety of tax and service packages suggested by local governments. Variety of services creates incentives for citizens to “vote with their feet” and to satisfy better their consumer preferences. Variable local tax rates should let tax pricing mechanism for local public goods to cover average costs of their provision. Decentralization will be effective in improving the efficiency of local public expenditures, only if procedures for public participation are set. Procedures for local government accountability to public are necessary to ensure that citizens are inclined to “vote with their feet”.
The welfare state and budgetary policy
The Ukrainian Constitution (1996) declares that Ukraine is a social state. This Constitutional term reveals Ukraine’s orientation towards implementing patterns of the welfare state successfully established in the European and North-American countries. Although the words “social state” and “welfare state” have become of common use in policy debates, both of them lack exact definitions and tend to have rather broad meanings. For instance, Nicholas Barr (1992, 742-747) relates the concept of the welfare state to government activities in providing welfare services including poverty reduction, social protection, education, health care and food, housing, public transportation. 
The government intervenes in provision for these goods to correct market failures, which are the main economic theory arguments for the establishment of the welfare state. The rationale for the existence of the welfare state institutions follows from imperfect competition, external effects, cost-declining industries, public goods, missing markets, undefined property rights. Whenever some of these market inefficiencies occur, welfare state institutions are designed to offset them. Consequently, the basic and most important objective of the welfare state is to provide efficiency when the market fails (Barr 1992, 747). 
Efficiency is probably one of the most frequently and widely used concepts in economic theory. Economic processes, dynamic and static equilibria involving allocation of the scarce resources are evaluated from the viewpoint of their efficiency. Therefore, implicitly the term efficiency has both a positive and a normative sense, or is and ought aspects, in other words. One of the main debates in welfare economics refers to discrimination between positive and normative efficiency.   The contribution of Vilfredo Pareto was the formulation of the positive definition for efficiency that provides the basic framework for the analysis of economic interaction.
Pareto defines the following optimum condition, which is known as the Pareto optimum: “…the position of maximum ophelimity (welfare) to be one from which it is impossible to move a very small distance, in such a way that the ophelimity (welfare) of the individuals except for some which remain constant, all increase or decrease” (op.cit., Blaug 1996, 573). Allocation is Pareto efficient if no individual can be better off without the other individual being worse off. 
As Blaug emphasizes (1996, 577), in deriving optimum conditions Pareto deliberately evades any interpersonal comparisons. He focuses on intrapersonal welfare comparisons assuming that each individual acts independently being the best evaluator of his level of welfare and ignoring levels of welfare of other individuals. For instance, in two-individual case one individual can possess everything and the other can gain nothing. Such an allocation is Pareto efficient since the richest individual is worse off sharing wealth with the poorest individual.
Positively defined efficiency cannot coincide with equity that implies normative considerations. It can be shown that there exists an infinite set of Pareto efficient allocations and correspondingly infinite set of income distributions. Equity could be a criterion to discriminate between different Pareto optimal allocations. However, equity cannot be defined positively in Pareto tradition since it requires interpersonal comparisons. As a result, the Pareto optimum condition is not sufficient for the social welfare maximum since it neglects equity criteria.
Securing equity and justice in distribution is another important function of the welfare state in addition to ensuring efficiency. The welfare state acts as an entity that implements interpersonal comparisons and imposes distributional constraints on the behavior of independently welfare maximizing individuals. Efficiency, as a rule, refers to provision for public and mixed goods, and equity relates to income redistribution.
Budgetary policy can be viewed as the main instrument for the welfare state implementation; consequently, objectives of the budgetary policy follow from the objectives of the welfare state.  Musgrave and Musgrave (1989, 42) define that the goals of budgetary policy are, first, to deal with efficiency in allocation and provision of public goods and to control externalities, and, second, to secure fair income distribution.
Performance of the welfare state functions implies development of relevant institutions. The core institutions are central and local governments. Implementation of the welfare state requires optimal assignment of efficiency and equity functions between these two levels of government. It results in certain patterns of central and local public expenditures determined by the voting for central and local budgets. These patterns should promote efficiency in resource allocation and equity in income distribution.
Public expenditures in Ukraine can be broadly classified into four groups, expenditures on social security; expenditures on providing public services (education, health care); expenditures on economic activity of the government, and expenditures on public administration. Expenditures on social security and welfare refer to income redistribution functions of the welfare state. Expenditures on education, health care and other public services can relate to public good provision. Expenditures on government economic activity include subsidies designed to control externalities and to deal with efficiency in cost-declining industries. In the case of local government, this category of public expenditures mostly constitutes spending on municipal infrastructure. Finally, the rest of public spending go to support legislative, executive and judicial bodies.
Local public expenditures are considered later from the viewpoint of positive Pareto efficiency in provision for local public goods. Local public goods are defined (Weimer and Vining 1992, 89) to have spatially limited consumption benefits. In Ukraine, local budgets provide pre-school and secondary education, health care and municipal infrastructure. Although these goods may not fit precisely properties of pure public goods, government provides these goods as if they are public taking into account positive externalities generated by consumption of these goods (Cullis and Jones 1998, 51-52). Being treated as public goods, education and health care are provided in the same amount for all individuals. Quantities of their provision are approximated by the amounts of corresponding expenditures of local budgets.
Tiebout model of local expenditures
The Tiebout model suggests a mechanism for revealing demand preferences for local public goods that ensures efficient provision for public goods by local government. The Tiebout hypothesis states that people reveal their demand preferences for local public goods by moving to the locality with tax and expenditure patterns that satisfy better their desires:
[A]t the local level various governments have their revenue and expenditure patterns more or less set. Given these revenue and expenditure patterns, the consumer-voter moves to that community whose local government satisfies his set of preferences (Tiebout 1990 (1956), 568). 
Consumers “vote with their feet” to move to communities where provision for local public goods is consistent with their demands. As a result:
There is no way in which the consumer can avoid revealing his preferences in a spatial economy. Spatial mobility provides the local goods counterpart to the private market’s shopping trip (Tiebout 1990 (1956), 573).
The Tiebout model is based on several assumptions and leads to various implications. Dowding, John and Biggs (1994, 768) define the assumptions and implications of the Tiebout model as the set of Tiebout effects. The presence of these effects can be considered as conditions for achieving efficiency of local public expenditures. Therefore, applying the Tiebout model to Ukraine and investigating relevance of Tiebout effects can allow the evaluation of the efficiency of Ukraine’s local public expenditures.
Tiebout’s hypothesis stems from following assumptions (Tiebout 1990 (1956), 569).
1. “Full mobility of households and businesses
2. Perfect knowledge of revenue and expenditure patterns of local governments
3. Large number of jurisdictions
4. Employment motives for changing residential locations are ignored. It is assumed that households live on dividend income
5. Externalities between communities are not considered
6. Each community/jurisdiction possesses fixed endowments of resources. Since resource is fixed, there should be optimum size (number of residents) of community that allows for local government to minimize average costs of provision for public goods
7. Communities below the optimum size tend to attract new residents, while communities above the optimum size tend to disattract new residents. Communities at optimum size should keep its number of residents constant.”
Assumptions 6 and 7 can be related to production efficiency of local governments, that is, to operation at minimum average costs. Tiebout’s model implies that efficiency in government production is given, while consumers adjust their residential locations to achieve consumption efficiency. Meanwhile, production efficiency can be considered as the result of competition among jurisdictions to attract or disattract new residents. Therefore, assuming that community has fixed resources both production and consumption efficiency rests on mobility of households and businesses.
Implications of the Tiebout model
The assumptions of the Tiebout model cannot necessarily hold in reality. In particular, households and businesses may not be perfectly mobile due to institutional restrictions, lack of housing, and lack of employment opportunities. Revenue and expenditure patterns may not be easily observable. Finally, people can decide to move taking into account employment considerations instead of searching for satisfaction of their demands for local public goods. 
Meanwhile, these assumptions are the part of the Tiebout model. Whether they hold or do not hold can imply consequences for efficiency of local public expenditures. If the assumptions are true, we can expect that Tiebout’s demand revealing mechanism works. Consequently, conditions for efficient provision of local public goods hold.  Then we can conclude on efficiency of corresponding local public expenditures. The same argument refers to implications of the Tiebout model. Tiebout’s hypothesis is valid if we observe the consequences of demand revelation due to households’ mobility that are predicted by the model. Some of these results are income and preference homogeneity within communities, tax pricing of local public goods, growth of property values in communities that provide higher quality of services. Dowding, John and Biggs (1994) define both assumptions and implications of the Tiebout model as Tiebout effects.
Analyzing the relevance of Tiebout effects in Ukraine can allow us to evaluate efficiency of local public expenditures and to determine factors that prevent achieving this efficiency. In particular, we can infer about fragmentation of public sector, assigning expenditure responsibilities between central and local governments, pricing mechanism for local public goods. Moreover, it can be shown that centralization of budget decision making process leads to distortions in allocating local public expenditures.
Fiscally Induced Mobility and Fragmentation of the Public Sector
Full mobility of households is an important assumption of the Tiebout model. In Tiebout’s analysis mobility of households and businesses are fiscally induced. In other words, the main incentives to migrate are tax and expenditure patterns suggested by local government. Other incentives for households’ mobility such as employment opportunities and family ties are ignored.
Nevertheless, labour mobility can be positively correlated with fiscally induced mobility. Greater fiscally induced mobility is correlated with larger labour mobility. Moreover, perfect labour mobility can be a preliminary condition for the fiscally induced mobility. If labour mobility leads to equalization of wages among different communities, employment opportunities are not incentives for mobility anymore. Fiscal incentives become the main motives for further migration.
In Ukraine, institutional restrictions are imposed on labour mobility and prevent fiscally induced mobility of households. Although requirements of permanent residence (propiska) to get employment outside the permanent residency have been slightly relaxed, propiska is still an important obstacle for perfect labour as well as fiscally induced mobility. Other disincentives for households to move are lack of employment opportunities throughout the country and lack of housing.
Businesses in choosing locations for their initial establishments can be more mobile than households, searching for better local taxation patterns and higher levels of municipal infrastructure. Taxation and spending on municipal infrastructure can be stronger incentives to move for businesses than for households. Businesses are also sensitive to registration procedures set by local governments. Number of new registered businesses is expected to be larger in jurisdictions where local governments provide easier and less costly registration.
Another assumption of the Tiebout model is a large number of jurisdictions. This implies fragmentation and decentralization of the public sector. A large number of jurisdictions with different tax/service packages can be the Tiebout counterpart of goods variety in a private market. Facing the variety of revenue and expenditure patterns households can select the locality where their demand preferences are satisfied better:
The greater the number of communities and the greater the variance among them, the closer the consumer will come to fully realizing his preference position (Tiebout 1990 (1956), 569).
A large number of jurisdictions enhances households’ mobility between jurisdictions for several reasons. First, a variety of tax/service packages for households suggested by numerous jurisdictions creates incentives for fiscally induced mobility. Second, smaller communities imply shorter distances to move from one community to another and, consequently, lower costs of mobility. Therefore, fragmentation of the public sector is considered to be efficient.
Meanwhile, there is a trade-off between consumption and production sides of efficiency that results in the optimal size of the local community. Efficiency in consumption due to Tiebout’s mobility is more likely to be ensured in small size communities. On the contrary, production efficiency that implies minimization of average costs of provision for public services can be achieved in large size communities. Usually infrastructure requires large fixed costs; therefore, local governments that invest much in infrastructure are interested to attract residents to minimize per capita costs. As a result of trade-off between consumption and production efficiency, fragmentation of public sector does not imply that each household can set its own community. Fragmentation occurs until the optimal size of the community where demand is revealed and average costs are minimized is set.
In Ukraine, the Law on Local Self-Government adopted on May, 21, 1997, institutes sufficient degree of nominal fragmentation of public sector. A primary unit of local self-government in Ukraine is a local community. The system of local self-government includes local communities of villages, towns, cities and districts in large cities. The local community of a territory unit (village, town, city, district in a large city) sets its government. 
In March 2001, the Ukrainian Parliament voted for the Budget Code of Ukraine. Budget Code defines that local communities will have their own budgets independently from the budgets of regional (oblast) governments. Previously, revenues including imposed taxes and transfers from national budget, have been consolidated within the oblast budgets and then oblast government have distributed these revenues among budgets of cities, towns and villages. When the Budget Code is implemented, revenues from imposed taxes and transfers from budgets of higher levels will be consolidated within the budgets of these local communities. Implementation of the Budget Code will ensure fiscal fragmentation of the public sector.
Diagram 1. Welfare losses from the centralization of public good provision
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However, the expenditure patterns can not vary significantly across local communities. The reason behind this uniformity is the centralized tax system. Consequently, most of local budget revenues originate from national taxes and transfers from central government. Local governments are accountable to the central government to provide required level of public services that is set by the central government. While procedures of local government accountability to citizens are weak, local governments have no pushes to propose variety of expenditure patterns. 
Welfare losses from the lack of variety in amounts of public good provision across the country can be presented by the following diagram adapted from Cullis and Jones (1998, 293). Suppose there are two localities A and B. The demand schedules for representative residents of these localities are correspondingly DA and DB. DM is a demand schedule of the median voter. Marginal costs of public good provision are assumed to be constant. The central government sets unique amount of public good QM where marginal benefit from consuming the public good derived by the median voter is equal to marginal costs of public good provision. As a result, individual A loses because she pays higher price for the public good than she is willing to pay for QM. Individual B loses because he consumes less amount of the public good than he prefers. These losses are shown with shaded triangles. If each locality is allowed to set amounts of public good provision QA and QB correspondingly, welfare losses are eliminated.
Enforcing local government accountability to citizens can promote more variety of public services packages suggested by local governments since citizens will push local governments to improve the quality of public services. Variety of expenditure patterns stimulates fiscally induced mobility that results in sorting households with the same demand preferences in the same locality. Consequently, welfare losses from centralization are eliminated. Moreover, local governments can compete with each other by suggesting variance in tax/service packages to attract residents to minimize average costs of public good provision as predicted by assumptions 6 and 7 of the Tiebout model.
Assigning Expenditure Responsibilities
One implication of the Tiebout model is that moving to a locality that satisfies better consumer’s preferences results in income equalization within the community (Dowding, John and Biggs 1994, 771). Moving to a locality that better satisfies consumers’ desires leads to people with same demand preferences residing in the same community. Since demand preferences are a function of the price of the public good and household income, homogeneity of demand preferences implies homogeneity of income within the community, given that the price of the public good, that is a local tax, is set by local government. Moreover, under assumption of households’ mobility aggressive income redistribution policies attract poor households and disattract rich households (Cullis and Jones 1998, 304). This reinforces income homogeneity within communities. 
Consequently, if income is homogenous, local government should avoid performing income redistribution functions. Equity aspects should be dealt with by central government redistributing income from high income localities to low income localities. This prediction is upheld for developed countries. In France, 91.8% of general government expenditures on social security and welfare is financed by central government, 84% in United Kingdom, 79% in Germany and 78% in U.S. In contrast, in Ukraine local governments finance 40% of expenditures on social security. Such a relatively large share of local public expenditures on social security and welfare contradicts the Tiebout implication on income equalization within communities.
To better satisfy preferences of residents, local governments are responsible for provision of so called local public goods that “benefit a clearly limited geographic region” (Ahmad, Hewitt and Ruggiero 1997, 30). In other words, local public goods should have limited spillover effects in other communities. Local public goods include classic examples of streetlights, police services, fire protection services. 
Diagram 2. Distribution of expenditures between the national and local budgets in 2000, % of consolidated budget expenditures
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Local governments are usually assigned to provide for primary and secondary education and health care. Provision of primary, secondary education and health care at the local level can be justified as it allows for true revelation of demand preferences for these services. Moreover, benefits of these services are mainly consumed by the residents of the locality. These services are closer to consumers by definition and community monitoring of schools and hospitals increases efficiency of their operation (Ahmad, Hewitt and Ruggiero 1997, 41). On the other hand, Ahmad, Hewitt and Ruggiero (1997, 41) point out that higher levels of education should be financed by the central government due to nation-wide externalities exhibited by higher levels of education. 
In Ukraine, local governments are assigned to provide for primary and secondary education, for health care and municipal infrastructure. In particular, local governments are responsible for financing 62% of general government expenditures on education, 85% of expenditures on health care and almost 100% of expenditures on housing sector and utilities. About half of Ukraine’s total local public expenditures go to providing for primary and secondary education and health care. Meanwhile, the share of expenditures on housing sector and utilities from total local public expenditures in Ukraine was less than 6% in 2000. 
Inefficiency of local public expenditures in Ukraine occurs due to lack of income homogeneity as a result of restrictions on fiscally induced mobility. Consequently, spending of local public sector is overexpanded since local governments bear expenditures on social security and welfare. By mobilizing resources for social protection, local governments in Ukraine understate expenditures for development of municipal infrastructure. 
Pricing of Local Public Goods
According to Dowding, John and Biggs (1994, 778) the Tiebout model suggests an implicit pricing mechanism that ensures efficiency in the provision for local public goods. Moving to a new community, a consumer-voter faces a set of local public expenditures together with a set of local taxes. While making a decision to move, the consumer-voter compares his reservation prices for local public goods provided by a specific community with the level of taxes in this community. Therefore, the local tax can be considered as the price for a local public good. Cullis and Jones (1998, 313) also suggest user charges as pricing mechanism for local public goods. An advantage of user charges to price local public goods can be that they are more specifically related to the services provided than local taxes.
In Ukraine, local tax rates for households and businesses do not differ across jurisdictions. Most local government revenues originate from personal income tax. The rates of this tax are fixed by the corresponding law and cannot differ across regions. Some differences can be due to differences in income levels across communities, but they are not expected to be significant. Due to centralization of decision making, the provision for local public goods in Ukraine lacks a pricing mechanism to ensure its efficiency. 
Furthermore, following from the argument for pricing of local public goods, per head local tax should be equal to average costs of public good provision, as suggested by Dowding, John and Biggs (1994, 777). Average costs of public good provision can be approximated with per resident local public expenditures. Local public goods can be divided into two groups, local public goods for households (education, health care) and local public goods for businesses (local public infrastructure). Local taxes paid by households should be equal to average costs of provision of households’ public goods (per capita expenditures on education, health care), while local taxes paid by businesses should be equal to average costs of provision of businesses’ public goods (per capita expenditures on infrastructure). 
If pricing mechanism for local public goods works, personal income tax collections by local budgets in Ukraine should be approximately equal to expenditures on education and health care. However, in reality, expenditures on education and health care are significantly exceed personal income tax collections. Schools and hospitals respond with setting unofficial user charges for their clients thus increasing price of local public goods for households. 
Starting from 2000, most of taxes paid by businesses are consolidated in the national budget. Consequently, businesses do not pay for the support of local public infrastructure. As a result, the local budgets lack resources for the development of local public infrastructure.
Distortions in pricing of local public goods in Ukraine can be eliminated by decentralizing taxation system. Allowing local governments to suggest variable local tax rates can create efficient tax pricing mechanism for local public goods. Another way to enforce this mechanism is to permit local governments to impose user charges for local public services. 
Lobbying for overexpansion of local public sector
In Tiebout’s model, demand preferences of consumers are revealed by people’s “voting with their feet”. Musgrave and Musgrave (1989, 68) state political process as the mechanism of demand revelation. These two mechanisms of demand revelation can allow to discriminate between local public goods and national public goods. Since levels of provision of central public goods do not differ across communities, the only way to reveal demand for them is voting for the budget, an integral part of the political process. As a rule, the central budget is adopted by the highest legislative authority in the country, supposing representing different interest groups. 
It is expected that voting for the budget leads to successful demand revelation if all interest groups have equal bargaining power. However, different interest groups can have different bargaining powers. In particular, some interest groups are more easily to be mobilized and organized than others (Musgrave and Musgrave 1989, 108). Some interest groups possess larger financial and political resources to push their decisions. As Musgrave and Musgrave (1989) point out, interest groups with larger bargaining power tend to inflate their budget requests by concealing the true value they are willing to pay for requested services. As a result, they bargain to pay for certain services less than they truly value it, thus free-riding on other taxpayer groups.
Unequal bargaining powers of different interest groups create representative distortions in voting for public spending. Demand preferences of interest groups with large bargaining powers cannot coincide with the demand preferences of a median voter. Leviathan hypothesis suggests that “the agents of the government (bureaucrats and politicians) impose their own wishes on the public” (Musgrave and Musgrave 1989, 99). Musgrave and Musgrave (1989, 101) state that having larger bargaining power, bureaucrats and politicians vote for overexpansion of public expenditures to obtain higher salaries and to reinforce their power. This overexpansion of public expenditures is biased since objectives of bureaucrats (according to Musgrave and Musgrave (1989, 101), maximizing size of their bureau) do not represent objectives of consumers-voters (maximizing benefits from public good consumption) (Musgrave and Musgrave 1989, 101).  
In Ukraine, as a result of centralization of the budgetary process levels of local public expenditures are subject to representative distortions and Leviathan bias. Amounts of local public expenditures and subsidies from central to local budgets are heavily lobbied by regional elites that have different bargaining powers at the Parliament and central government. Lobbying for overexpansion of local public expenditures violates Tiebout’s assumption on fixed endowments of resources of local communities. As a result, local governments facing this “soft budget constraint” have a lower incentive to achieve optimum size and to minimize costs. Unequal bargaining powers of regional elites resulted in significant variance of amounts of local public expenditures across Ukraine’s regions.
Overexpansion of local public expenditures can be considered as X-inefficiency since additional revenues of local budgets tend to be used to finance expenditures on public administration, which include salaries and benefits to local politicians and bureaucrats. The latter result can be referred to a “flypaper effect”, when “money sticks where it hits” (Cullis and Jones 1998, 321).
Latest developments in Ukraine allow to expect that overexpansion of local public expenditures will be prevented. In January 2001, Ukrainian Parliament voted for the Budget Code. According to the Budget Code, formula-based approach will be used to define the amount of local public expenditures. 
Conclusions
Applying Tiebout model to analyzing local public sector in Ukraine demonstrates that there are impediments to positive efficiency of local public expenditures. These impediments are related to the restrictions on citizens’ “voting with their feet”. Fiscally induced mobility of households in Ukraine is limited with restrictions on labour mobility, requirement of permanent residence (“propiska”) to get the right for social benefits such as health care, scarce employment opportunities across the country, and shortage of housing. Moreover, uniformity of tax and expenditure patterns across different local communities creates disincentives for fiscally induced mobility. 
Immobility of households leads to inefficient allocation of local public expenditures. The Tiebout model predicts income homogeneity within local communities thus allowing local governments to avoid social security and protection expenditures. In contrast to developed countries, local governments in Ukraine bear large share of expenditures on social security and welfare. Meanwhile, expenditures on municipal infrastructure are significantly understated.
Uniformity of local tax rates across local communities in Ukraine prevents tax pricing mechanism for local public goods. Households pay less tax than per capita expenditures on services that are important for households, whereas business taxes are consolidated in the national budget. As a result, school and hospitals set unofficial user charges for their clients, while local governments lack resources to invest in local public infrastructure.
Centralization of budget decision making process results in biased overexpansion of local public sector. Local government bureaucrats and politicians lobby for inflated amount of local public expenditures and subsidies from the central government. They exploit their power to allocate extra local public spending to increase the size of their bureaus. Consumers-voters are worse off being provided less quantities of public goods than they would prefer, given the overexpansion of local public spending. In addition, overexpansion of local public expenditures can be considered as government X-inefficiency.
Decentralization would be a solution to improve efficiency of local public expenditures in Ukraine. Decentralization implies variety of tax and service packages suggested by local governments. Variety of services improves satisfying demand preferences by consumers by promoting fiscally induced mobility. Variable local tax rates should let tax pricing mechanism for local public goods to cover average costs of their provision. Finally, decentralization should impose a hard budget constraint on local governments to eliminate their X-inefficiency and biased overexpansion of local public expenditures.
Decentralization demands higher accountability and transparency of local governments. The recently adopted Budget Code of Ukraine enforces accountability of local governments to central government on providing public services. It is expected, that formula-based approach to calculate amounts of local budgets will prevent lobbying for overexpansion of local public sector. However, procedures of local government accountability to citizens are still weak. There are a limited number of Ukrainian cities (Lviv, Ivano-Frankivsk and Ternopil) that have established procedures for public participation such as public budget hearings, public service delivery surveys, creation of complaints offices. 
Therefore, decentralization will be effective in improving efficiency of local public expenditures only if procedures for citizens’ participation are set. If local governments are transparent and accountable to the public, consumers-voters will be more inclined to “vote with their feet”. In this case, they are able to observe variety of public expenditure patterns. Moreover, citizens are able to influence the decisions on public services provision and thus they are confident that the quality of public good provision will not worsen in the community of their choice.
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