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INTRODUCTION

This report provides a comprehensive analysis of the current state and operational
environment of local governments in Ukraine. The structure of the report is designed to guide
through the various facets of local governance, especially in the context of financial structure
of municipalities (or O6hromadasd) .

The report begins with Section 1, which offers an overview of the regulations governing local
governments in Ukraine. This section is crucial as it lays the foundation by detailing the
general regulations and specific powers of local self-government executive bodies and local
state administrations. It also explores the unique challenges and adaptations during wartime,
including the establishment and functioning of local military administrations and the activities
of utility companies, highlighting the classification, coordination, and support mechanisms for
municipal enterprises.

Section 2 describes the types and activities of municipal enterprises. These are entities
owned by hromadas that can perform public good (healthcare), municipal-specific (central
heating, water supply, waste management, development, tourism) and general purpose
(transportation) functions.

Section 3 delves into the financial structure and budgets of municipalities. It provides an in-
depth analysis of general financial regulations, the sequence of expenditure execution during
martial law, and the principles of mid-term financial planning. This section is important for
understanding how local governments manage their finances, especially under the strain of
martial law, ensuring fiscal responsibility and continuity of services. Also, this section
assesses the financial resilience of municipalities in the current context. This section
evaluates the adaptability and stability of local budgets, emphasising the variations in financial
performance across different regions and the overall resilience demonstrated by local
governments despite the challenges posed by the ongoing war.

Section 4 addresses the major recovery and development needs of municipalities,
particularly those in regions affected by hostilities. It categorises these areas into territories of
recovery and outlines the specific needs and strategic plans for their redevelopment. This
section also introduces the DREAM platform, an innovative tool for managing recovery
projects, and discusses various projects and funds available for recovery, illustrating the
collaborative efforts between local governments and international bodies.

Section 5 focuses on the legislative regulation of local borrowing and guarantees. It
explains the normative acts governing these financial mechanisms, highlighting recent
legislative changes that expand borrowing rights to rural and settlement hromadas. This
section is pivotal for understanding how local governments can leverage financial instruments
to fund long-term infrastructure projects.

Section 6 elaborates on the procedures for implementing investment local-, state- and IFI-
funded projects. It details the various funding sources, including local and reserve funds, co-
financing, and international financial institutions. The section outlines the phases of project
initiation and implementation, providing a clear roadmap for municipalities to secure and
manage funding for development projects.
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Section 7 explores public procurement implementation, with a specific focus on the ProZorro
system. It describes the main participants, operational procedures, and categorisation of
procurement items, ensuring transparency and efficiency in the procurement processes of
local governments. Also, this section discusses the system of state control and audit, which
is essential for maintaining accountability and ensuring that local governments adhere to legal
and financial regulations.

In summary, this report systematically addresses the multifaceted aspects of local
governance in Ukraine, providing a thorough understanding of the legal, financial, and
operational landscape. Each section builds on the previous one, creating a coherent narrative
that underscores the complexities and resilience of local governments amidst ongoing
challenges.
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1. Architecture of local power in Ukraine

1.1. POWER DISTRIBUTION

Local self-government in Ukraine is carried out by territorial hromadas of villages,
settlements, and cities through rural, settlement and city councils and their executive
bodies, as well as through district and regional councils representing their common interests.
Councils are local self-government bodies representing the respective territorial communities
and exercising, on their behalf and in their interests, the functions and powers of local self-
government defined by laws.

Unlike most EU countries where the community itself is a legal entity, in Ukraine, the
local self-government body is the local council, and all executive bodies are separate
entities. According to the Law "On Local Self-Government in_Ukraine", local government
bodies make decisions on the establishment of executive bodies of councils with the status
of legal entities of public law. The creation of an executive committee as a legal entity is not
required. The executive committee is a collegial executive body of the council, which is
established by the respective council for the term of its powers.

The legislation does not limit the autonomy of local government bodies in forming the
structure of the council's apparatus and its executive bodies, determining their staff, as
well as the number of such executive bodies. However, the existence of separate executive
bodies & legal entities to exercise the powers of the local government body is directly defined
by current legislation (for example, the local financial authority, the architectural authority,
etc.). Regional and district councils are local self-government bodies representing the
common interests of territorial communities of villages, settlements, and cities.

Despite the principle of distribution of powers, in practice, there are still many
duplications and intersections of powers between different levels of local and state
authorities. This is especially true in the case of delegated powers: social protection, public
order, education, and culture. Imperfect legislative delimitation of powers for local government
bodies and executive authorities not only leads to disputes and conflicts between these
institutions but also significantly reduces the quality of public service delivery. It also leads to
a decrease in the efficiency of budgetary funds utilisation due to the funding of duplicating
functions of different levels of administration.

The main regulatory document governing the work of local self-government bodies and
establishing the distribution of powers between management levels is the Law of Ukraine "On
Local Self-Government in Ukraine". Fiscal activities are governed by the Budget Code of
Ukraine?.

Table 1. Levels of state and regional administration in Ukraine

Number of units ‘Representative(Iegislative)branch Executive branch

Cabinet of Ministers of
Central T Parliament Ukraine and central
executive authorities

Regional council (deputies are Regional state administration
Regional elected in general elections; the (during martial law &
24 oblasts . . . o
(oblast) chairman is elected from among the regional military
deputies by their vote) administration).

1 also available in English, albeit with some delay on the latest changes


https://zakon.rada.gov.ua/laws/show/280/97-%D0%B2%D1%80#Text
https://zakon.rada.gov.ua/laws/show/280/97-%D0%B2%D1%80#Text
https://zakon.rada.gov.ua/laws/show/280/97-%D0%B2%D1%80#Text
https://zakon.rada.gov.ua/laws/show/2456-VI#Text
https://zakon.rada.gov.ua/laws/show/2456-VI#Text
https://zakon.rada.gov.ua/laws/show/2456-VI#Text
https://zakon.rada.gov.ua/laws/show/2456-VI#Text
https://zakon.rada.gov.ua/laws/show/2456-VI#Text

Number of units Representative (legislative) branch  Executive branch

Headed by a chairman
appointed by the decree of
the President of Ukraine
District council (deputies are elected I - .
Subregional 136 districts in general elections; the chairman is (Dd'lSJ:LCt ?rgztrfi;‘ldlgnvlvnisrt;atif:al
(districts) elected from among the deputies by miIitarg administration)g
their vote) y
(Bt:rsrli?orial 1469 Executive committee (during
hromadas - communities, of Village/ settlement /city council. The martial law 0 in certain
. which 1438 are chairman is elected in general communities & village/
village, settlem | ,._ >, f h lecti | . i
ent, and city "active l;)e ore the | elections settlement _/cr[y military
councils) invasion administration)

* The difference is due to the fact that with the decision approved by the Government in 2020, Ukraine formed 1469 territorial
communities, of which 31 were located in the non-government-controlled territories of Donetsk and Luhansk regions on the day
of the decision.

Source: KSE

After the Kkey stage of decentralisation reform in Ukraine (2015-2020), the
administrative-territorial structure acquired its modern form. The main changes were
associated with the implementation of the subsidiarity principle. It means that those who
provide the service should be as close as possible to those who receive it. This was most
clearly manifested in changes to the budget system aimed at strengthening the financial self-
sufficiency and accountability of local authorities at the basic level (territorial communities -
village, settlement, and city councils). The main changes were as follows:

1. Redistribution of powers: the transfer of a significant portion of powers and financial
resources from the central level of government to local self-government bodies. This
enabled local communities to independently solve development issues and provide for
the needs of their territories.

2. Changes in budget structure: the creation of a two-tier model of intergovernmental
relations. All territorial communities entered into direct intergovernmental relations with
the state budget (while the district level lost influence, scope of powers, and financial
resources practically to zero?). Hromada budgets received a larger share of financial
resources than were previously at the central and regional levels. This led to an
increase in the financial autonomy of local authorities and their ability to effectively
solve their own issues.

3. Program-targeted budgeting principles: practical application of the program-
targeted budgeting method at all territorial hromadas, which allows budget resources
to be targeted towards specific goals and tasks, promoting more effective use of
financial resources.

4. Medium-term (3 years) budget planning became part of the budget process at the
local level, ensuring stability and predictability of budgeting over an extended period.
In 2022, after the full-scale invasion by Russia was suspended, it is being resumed
this year. Accordingly, in 2024, local self-government bodies will adopt budgets for
2025 with forecasts for the next 2 years (2026-2027). This is significant for the use of

2 District-level authorities have the right to manage money and other resources (land, real estate etc.) that are jointly owned by the communities
within the district to satisfy common needs. However, due to changes in funding (most of the funds that used to fill the district budget now remain
with the communities), district councils now lack the financial resources to function. As a result, these powers of the district councils are now merely
nominal.

1. Architecture of local power in Ukraine



1. Architecture of local power in Ukraine

borrowing instruments by local councils, as they must, in any case, assess their ability
to service debt. The current legislation does not explicitly require the preparation of a
budget forecast aligned with the loan term for which the loan is granted. The forecast
is prepared for the next two years as planned, while the loan may be taken out for a
much longer period. At the same time, along with the package of documents submitted
by the local government to the Ministry of Finance for loan approval, a local budget
forecast for three years is also submitted.

The areas that have remained exclusively at the state level are legislative regulation, state
control, defence, and foreign economic relations. The rest of powers have been transferred
to local and regional levels in varying proportions:

9 Socio-economic and cultural development, planning, and accounting;

1 Budgeting, finance, and prices;

1 Management of communal property;

1 Housing and communal services, household, trade servicing, public catering,
transportation, and communication;

9 Construction;

1 Education, healthcare, culture, physical education, and sports;

1 Regulation of land relations and environmental protection;

9 Social protection of the population;

1 Foreign economic activity;

1 Defence work;

1 Resolution of administrative-territorial organisation issues;

1 Ensuring legality, law and order, protection of rights, freedoms, and legitimate

interests of citizens, and so on.

Among the powers of local self-government bodies is the formation of their own
apparatus of the local council. The apparatus of the local council is an internal auxiliary
body of the respective local council, consisting of officials, civil servants, and technical
personnel, and performs functions of organisational, legal, informational, social, analytical,
technical, and other support for the council activities. It does not belong to separate executive
bodies and is not registered as a legal entity.

Legislation does not define a Model Form of the organisational structure of the council's
apparatus and executive bodies, and the local self-government body independently forms it.
Considering the provisions of the Law of Ukraine "On Local Self-Government in Ukraine" and
other sectoral laws, each local self-government body exercises both its own and delegated
powers.

The structure of executive bodies and structural units of the council's apparatus will

be formed individually according to the local specificities. That 6 s hheprulatore t
size, area, economic, social, cultural, and geographical factors of each community are unique.

For example, some communities will manage primary and secondary level medical facilities,
while in others, there may be no healthcare facilities in communal ownership. Departments,
administrations, and other executive bodies of the council are accountable to the council that
formed them, subordinate to its executive committee, village, settlement, city head, or head

of the district council in the city.



Table 2. Powers of departments of the council's apparatus and separate executive

bodies

Departments of the council

apparatus

Economic Development and
Investment Department

Commentary on the functional purpose

Formation of development strategies, territory development forecasts,
economic and social development programs, investment attraction,
tourism, project management, grant attraction, regulatory policy, foreign
economic activity, powers in the field of consumer, trade, service,
catering, local markets, establishment of the operating hours of
enterprises.

Department of Administrative
Services

This department employs administrators and state registrars.

Department of organisational
work and legal support

This department can provide economic support for the activities of local
self-government bodies, record keeping and personnel work, and
military registration

Department of accounting and
reporting

The department's responsibilities include ensuring the council's
accounting.

Finance Department

Preparation of the local budget, execution of local budgets, control over
the expenditure of funds by budget funds managers, and other functions
related to the management of local budget funds.

Department of Education

Ensuring the operation of secondary education institutions, preschool
education institutions, and out-of-school education institutions.

Department of Social Protection
and Health Care

Organises work related to the social protection of socially vulnerable
citizens. Provides advice and assistance on pensions, insurance
payments, social assistance, housing subsidies, benefits, compensation
for care (social services), sanatorium and resort treatment, and other
issues related to social support. Ensuring public access to medical
services.

Department of Culture, Youth and
Sports

Ensuring the operation of cultural institutions, libraries, art groups, sports
education institutions, and implementing youth policy.

Service for Children

Ensuring the realisation of children's rights to life, health care, education,
social protection, family upbringing and comprehensive development;
identifying children in difficult life circumstances; taking measures to
grant orphans the status of orphans and their placement.

Department of Housing and
Communal Services and
Improvement

The powers of this department include issues of municipal property,
landscaping, transportation, ecology, civil defence, and security.

Department of Architecture,
Spatial Planning and Land
Resources

Organisation and implementation of land management, urban planning
and architectural solutions. Ensuring the maintenance of urban planning
cadastre at the local level.

Source: KSE
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The responsibilities of local state administrations include?:

Local

1 Ensuring legality, protection of rights, freedoms, and legitimate interests of
citizens;

1 Socio-economic development of respective territories;

Budget, finance, and accounting;

I Management of property, privatisation, promotion of entrepreneurship
development, and implementation of state regulatory policy;

=

1 Industry, agriculture, construction, transportation, and communication;

1 Science, education, culture, healthcare, physical education, sports, family,
women, youth, and minors;

1 Land use, natural resources, environmental protection;

1 Foreign economic activity;

1 Defence work and mobilisation preparation;

9 Social protection, employment of the population, labour, and wages.

state administrations are prohibited from using objects of state property,

property of territorial communities under their management, as collateral or other

forms

of security, as well as conducting operations of assignment of claims, debt

transfer, debt assumption, donation, or charity.

Local state administrations exercise state control on the respective territories over*:

1.
2.

10.

Preservation and rational use of state property;

Financial discipline, accounting and reporting, execution of state contracts and
obligations to the budget, proper and timely compensation for damage caused to the
state;

Use and protection of land, forests, subsoil, water, atmospheric air, flora and fauna,
and other natural resources;

Protection of historical and cultural monuments, preservation of housing stock;

Compliance by manufacturers of products with standards, technical conditions, and
other requirements related to their quality and certification;

Compliance with sanitary and veterinary rules, collection, disposal, and burial of
industrial, domestic, and other waste, compliance with beautification rules;

Compliance with trade, household, transport, communal services, consumer
protection legislation;

Compliance with legislation on science, language, advertising, education, culture,
healthcare, maternity and childhood, family, youth and minors, social protection of the
population, physical culture, and sports;

Labour protection and timely and not lower than the state-determined minimum wage;

Maintenance of public order, rules for the technical operation of transport and road
traffic;

3 Article 13, Chapter Il of the Law "On Local State Administrations”
4 Article 16 of the Law "On Local State Administrations”



11. Compliance with legislation on state secrets and information;
12. Compliance with legislation on the National Archival Fund and archival institutions.

Some of these items overlap with activities reserved for local governments indicated
above. This is due to the fact that certain state powers may be partially delegated to local
governments. Decisions to delegate certain powers are made by the Verkhovnha Rada of
Ukraine. Accordingly, to ensure the exercise of these powers, it is envisaged that financial
resources be transferred from the state budget to local budgets.

1.2. LOCAL POWER IN THE WARTIME

On February 24, 2022, in response to Russian aggression, the President of Ukraine declared
martial law. Under such conditions, public authorities, military command, military
administrations and local governments are granted all the powers necessary to avert
the threat. Accordingly, freedom of movement, pluralism of information, and some other
human rights are restricted. Also, during the period of martial law, it was not possible to amend
the Constitution of Ukraine, hold elections, hold national and local referendums, or hold
strikes, mass gatherings, and actions.

Temporary state bodies (Military Administrations)® were created to ensure the effective
exercise of the powers granted and to repel the enemy. They are formed at the regional and
district level in all regions and districts of Ukraine "on the basis of" the civilian vertical of state
power at the local level (Region State Administration and District State Administration). The
heads of pre-war District (Rayon) and Region (Oblast) administrations, by presidential decree,
acquire the status of heads of military administrations. Local (hromada level) military
administrations, according to the current legislation, are formed instead of local self-
government bodies from military personnel, law enforcement agencies, and civil defence
services. In other words, unlike district and regional administrations, the current heads of
hromadas did not automatically become heads of city military administrations but could be
appointed after appropriate checks®.

Table 3. Military administrations

Municipality level (Hromada) | District (Rayon) Region (Oblast)
Territor On the territory of the relevant t(t)1r;, tg;:zraircnttory of On the territory of the
y hromada Region (Oblast)
(Rayon)
By decision of the President of Ukraine at the suggestion of regional state administrations
Formed by " ;
and military leadership

5 Military administrations are temporary state bodies that operate for the period of martial law to ensure the operation of the Constitution and laws
of Ukraine, to ensure, together with the military command, the implementation of measures of the legal regime of martial law, defence, civil
protection, public safety and order, protection of the rights, freedoms, and legitimate interests of citizens. (Article 4, Article 8 of Law No. 389)

6 Law on the Legal Regime of Martial Law, Verkhovna Rada, 2015
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https://www.president.gov.ua/news/prezident-pidpisav-ukaz-pro-zaprovadzhennya-voyennogo-stanu-73109
https://www.president.gov.ua/news/prezident-pidpisav-ukaz-pro-zaprovadzhennya-voyennogo-stanu-73109
https://zakon.rada.gov.ua/laws/show/en/254%D0%BA/96-%D0%B2%D1%80
https://zakon.rada.gov.ua/laws/show/68/2022#Text
https://tax.gov.ua/diyalnist-/zakonodavstvo-pro-diyalnis/zakoni-ukraini/77475.html
https://tax.gov.ua/diyalnist-/zakonodavstvo-pro-diyalnis/zakoni-ukraini/77475.html
https://zakon.rada.gov.ua/laws/show/389-19
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Municipality level (Hromada) | District (Rayon) Region (Oblast)

In case of failure of the village,
settlement, city councils and/or their
executive bodies and/or village,

Conditions for settlement, city heads to perform the

formation functions assigned to them by the
Constitution and laws of Ukraine "In
other cases, provided for by this Law"
(Ibid., Art. 4(3))

Formed in all regions

If a decision is made to establish Region and
District military administrations, their status
obtains Region and District state
administrations, and the heads of state
administrations become the heads of the
respective military administrations.

Formed from military personnel, law
Composition enforcement officers and civil
protection service

The head of the local military
administration is appointed and
dismissed by the President of Ukraine
at the request of the General Staff or

Appointment of  the Region Military Administration. The heads of Region and District
the head of the administrations are appointed by the President
administration  The head of the hromada local self- of Ukraine.

government, may be appointed (by
President of Ukraine) as head of local
the military administration in this

hromada.
General Staff of the
ggrr?ggir;]dmgeec:on General Staff of the
a dministrationsg(on Armed Forces of Ukraine
. L ) . . def lated (on the defence-related
Accountability ~ District and Region administrations efence-relate issues)

issues)
Cabinet of Ministers of

Cabinet of Ministers Ukraine (on other issues)

of Ukraine (on other
issues)

Source: KSE Institute Center for Sociological Research Decentralization and Regional Development Report

Before the full-scale invasion of Ukraine, there were military-civilian administrations
(MCA), which can be called the prototype of military administrations. They are governed
by their own law’ and can be established by law only in the Donetsk and Luhansk
regions. In fact, this institute replaced local self-government in controlled territories
(CHESNO Movement, 2023) as a response to the challenges at that time, not to introduce
matrtial law, not to stop the reforms, and at the same time ensure defence capability in the
east (CPPR,_2023).

There is no clear legal distinction between the powers of local authorities and LMAs.
As a result, local authorities and LMAs_can duplicate each other's powers in some hromadas.
The law does not have clearly defined and prescribed indicators for assessing the ability of
local government to perform its functions, which gives room for political manipulation and the
creation of LMAs even instead of effective municipalities.

The vertical subordination of administrations remained the usual. Local military
administrations are subordinate to district administrations, which, in turn, are subordinate to
the General Staff of the Armed Forces of Ukraine, the District and Region state administration
(for issues related to defence), and the Cabinet of Ministers of Ukraine (for other issues). The

7 Law "On military-civilian administrations"


https://www.chesno.org/post/5792/
https://www.chesno.org/post/5792/
https://pravo.org.ua/blogs/zakon-pro-vijskovo-tsyvilni-administratsiyi-buv-nekonstytutsijnym-tsyu-praktyku-ne-mozhna-poshyryuvaty/
https://pravo.org.ua/blogs/zakon-pro-vijskovo-tsyvilni-administratsiyi-buv-nekonstytutsijnym-tsyu-praktyku-ne-mozhna-poshyryuvaty/
https://www.chesno.org/post/5792/
https://www.chesno.org/post/5792/

regional military administration is subordinate to the General Staff (on defence issues) and
the Cabinet of Ministers of Ukraine (on other issues). In the context of changes in the
governance structure, we can talk about the formalisation of interaction between these
institutions.

Martial law does not cancel local self-government bodies. When the local military
administration is created, the head of the Region Military Administration approves its
structure. They register a separate legal entity, which is registered in the treasury as a body
that manages the budget. The military administration exercises its powers during martial law
and for another 30 days after its termination (after that, LMA gives all power and obligations
to LSB of hromada). However, the formation of the military administration itself_does not stop
the city council as a legal entity. It does not terminate either utility companies, utility
establishments, or utility establishments on the territory of the city.

There is an exception though. In addition to the powers provided for by the martial law, the
Verkhovna Rada of Ukraine at the request of the President may make a decision on the
exercise by the head of the military administration of the powers of the executive committee
of local council and the mayor of hromada.? In this case council and mayors authorities are
suspended due to 30 days after end of martial law.

In fact, there might be two work formats of military administration:

1 The head of the military administration receives a full list of powers of the city
council and the executive committee. That is, he has all the power in the territory
of the hromada.

1 When the administration is created, the local council and the mayor retain part of the
powers of the executive committee.

The option of transferring the full scope of powers was approved by its Resolution of the
Verkhovna Rada of Ukraine. According to our analysis, as of the time the study was published
19 such Resolutions, each of which expands the rights of several LMA chiefs. The latter,
according to the Parliament website, was issued in August 2023.

In this case, the activities of the local council members do not stop, but they are limited
in their powers. Thus, the local council does not assemble, sessions are not held, executive
committees are not held, and everything is decided by the chief of the local military
administration alone.

In both cases, local borrowing is possible. In the case of establishment of the military
administration of a settlement®, the head of the military administration exercises the powers
of the village, town, city council, its executive committee, village, town, city mayor.
Accordingly, the head of the military administration makes a decision on borrowing and
authorises the head of the financial local authority to conclude a loan agreement.

In addition, in hromadas, where local self-government bodies have been retained, the
powers of hromada heads have increased. They now have the opportunity to make
decisions on their own on issues that, in peacetime, are within the competence of collegial

8 Article 10 of the Law "On the Legal Regime of Martial Law"
Article 10 of the Law AOn the Legal Regi me of Marti al Lawo
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bodies of local self-government!®. With the mandatory notification of the head of the region's
regional military administration within 24 hours, the head of the hromada "can make a decision
exclusively for the implementation of the measures of the legal regime of martial law" transfer
of funds from the relevant local budget for the needs of the Armed Forces of Ukraine, release
of communally owned land plots from illegally placed temporary structures, establishment of
institutions for the provision of free primary legal assistance, appointment and dismissal of
heads of such institutions, sale of alcohol in the community and_defined in changes to other

powers.

But this decision did not give additional powers to the head of the administration in
budget issues because, anyway they remained within the competence of the local council.
This means that the head of the hromada received the sole right to make some budget
decisions, but technically the fact of making related budget expenditures will be possible only
after amendments to the local budget, which remains the responsibility of the local council.

The functioning of elected bodies at the regional level, such as district and regional
councils and their interaction with district and regional military administrations under
martial law was highly debated during the first months of the war. However, with the
adoption in May 2022 of the Law of Ukraine "On Amendments to Certain Laws of Ukraine on
the Functioning of the Civil Service and Local Self-Government under Martial Law," the issue
of the coexistence of district and regional councils was clarified (Verkhovna Rada, 2022). In
particular, it was stated that if a district or regional council continues to operate, the
establishment of the relevant military administration should not stop its work, but the council's
powers will be limited to ensure that the administration fulfils its powers in accordance with
Article 15(3) of the Law of Ukraine "On Local Self-Government" (Verkhovna Rada, 2015).

The functions of the district and region level de facto remained almost unchanged from
the controlling ones, although specific martial law-related responsibilities were added by law.
Most Region Military Administrations did not even change the functions on their_official
websites from the previous versions of the Region State Administrations.

Being temporary, the military administrations exercise their powers during the martial
law period and 30 days after its termination or cancellation. But even in this part, there
are points that need to be legislatively regulated before the end of martial law. Currently, there
are no rules on the resumption of the activities of local authorities and the procedure for
transferring their powers back after the termination of martial law.

Most often, military administrations of hromadas are created where the government is
restored in the liberated territories or to ensure governance in the temporarily occupied
territories or territories where hostilities are taking place. As a result, most local military
administrations appeared in Kherson (49), Zaporizhzhia (37), Donetsk (36), Luhansk and
Kharkiv (26 each) regions(oblasts), i.e. in relative proximity to the frontline. At the same time,
the work of almost half of the military administrations is impossible due to the occupation of
their hromadas. These administrations often operate in other cities on government-controlled
territory. Only LMAs have been created in absolutely all hromadas in the Kherson region. In
the Luhansk region, this number is at 70%, and in Zaporizhzhia and Donetsk, LMAs were
created in 55% of hromadas. In total, LMASs were created on 13% of hromadas.

10 May 12, 2022 amendments to the Law of Ukraine "On the Legal Regime of Martial Law"
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Figure 1. Geography of LMAs created in Ukraine
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An integral part of the activities of most hromadas is the functioning of municipal
enterprises, i.e. business entities owned by the local council. A municipal enterprise is a
separate economic entity that has preferential rights to engage in commercial activities
primarily aimed at generating profit. Municipal property is provided to such enterprises on the
basis of economic management rights. Over the years, the number of municipal enterprises
has continued to increase to an estimated 15,000 currently. They are mainly active in the
healthcare, administration, utilities, and transport sectors. The information on these
enterprises is scattered as they were never mapped.

The head of such an enterprise has the authority to independently approve staffing
schedules, open accounts in banking institutions, and make managerial decisions
within the scope of authority defined by the statute. Municipal enterprises have independent
financial statements, and their accounts are not consolidated with the budgetary accounts of
local self-government bodies.

A municipal enterprise is not a budgetary institution but rather an economic entity of
municipal ownership that operates according to legislation!. Accordingly, the local self-
government body does not provide direct and full financing for the activities (maintenance) of
municipal enterprises. However, as the founder and owner, it bears responsibility for the
consequences of the activities of the economic entity of municipal ownership.'? For example,
during the term of the local guarantee agreement, local councils make their own budget
decisions for expenditures to fulfil guarantee obligations for payments due in the respective
budget period. Such expenditures shall be provided for the guaranteed contracts under which
the guarantee event has already occurred in the amount equal to the amount of payments
under such contracts. Thus, if a ME goes bankrupt, the municipality take over the debt and
becomes responsible for its repayment.

The main forms of support for a municipal enterprise include:

1 additional contributions to the statutory capital
1 repayable financial assistance

1 design as the executor of the local program and recipient of budget funds in the
network of the spending units responsible for implementing the budget program

Exclusive powers of local councils include issues related to the creation, liquidation,
reorganisation, and reprofiling of enterprises of communal ownership*. When creating
an enterprise, the council makes decisions regarding the size and form of the contribution to
the enterprise's statutory fund. The source of replenishment of the statutory fund of a
municipal enterprise is a special fund from the corresponding budget!*. The specifics of the
activities of municipal unitary enterprises, including the formation of the statutory fund and
ownership of property, are regulated by Articles 78 and 78-1 of the ECU.

If the statutory capital of a municipal enterprise is fully formed, current legislation
allows for its increase through additional contributions from budget funds, reserves, or non-
current assets. The basis for increasing the statutory capital will be the decision of the local

11 Economic Code of Ukraine (in particular, Chapter 7 of the ECU)

12 Article 24, paragraph 5 of the ECU

13 Article 26, paragraph 30 of the Law of Ukraine "On Local Self-Government"
14 paragraph 3 of Article 71 of the Economic Code of Ukraine (ECU)

18

2. Municipal enterprises



19

2. Municipal enterprises

council. However, before receiving additional contributions to the statutory capital from the
budget, the municipal enterprise must submit a plan for the use of such funds to the State
Treasury authorities®.

The main source of replenishing the own capital of municipal enterprises is
predominantly budgetary allocations, rather than net profit, as it should be for enterprises
operating in a competitive market. This means that most municipal enterprises do not
sustain themselves but are subsidised by local budgets. To ensure the financial
sustainability of utility companies, including reimbursement of the difference in tariffs
for households, the founders (local councils) adopt local support programs at the
expense of the local budget. This is characteristic not only for those enterprises unable to
self-finance due to tariff constraints but also for municipal pharmacies, printing houses,
markets, parking lots, television companies, and household services.

Any loss of a ME should be covered by abudget.¢ | oc al government
housing and utility services not lower than the costs of their production?®. But if these regulated
tariffs make it impossible to make a profit, the respective body is obliged to reimburse the
difference between the tariffs and the costs from the relevant local budget to the contractor?’.
Therefore, to maintain the financial stability of enterprises providing public utilities, the local
council may adopt a financial support program, including the allocation of funds to reimburse
the difference in tariffs for the population from the local budget.

Tariffs are established within the framework, and limits are determined by legislation?®
Setting tariffs for housing and communal services provided by enterprises jointly owned by
territorial hromadas falls within the competence of district and regional councils'®. For
instance, tariffs for municipal electric transport services are regulated by the Order of the
Ministry of Infrastructure of Ukraine dated November 25, 2013, No. 940%.

Services of utilities are provided to consumers on contractual terms?!, A consumer must
enter into contracts for the provision of housing and communal services. Prices (tariffs) are
determined by agreement of the parties??, except in cases where prices (tariffs) are regulated
by law. In such cases, prices (tariffs) are set by authorised state bodies or local self-
government bodies in accordance with the law.

Currently, the authority to establish tariffs for utilities' services lies with the National
Commission for State Regulation of Energy and Public Utilities (NCSREPU) and local
self-government bodies. NCSREPU sets tariffs for communal services for natural monopoly
entities and entities operating in adjacent markets, the activities of which it licenses. Local
self-government bodies, in turn, establish tariffs for communal services for other enterprises
that are not licensed by NCSREPU.

15 paragraph 10.1 of the Procedure for Treasury Servicing of Local Budgets, approved by the order of the Ministry of Finance of Ukraine dated
August 25, 2012, No. 938.

BArticle 10 of the Law of Ukraine AOn Housing and Utilitgi ®Sgoyviceso

YPart 1 of Article 15 of the Law of Ukraine AOn Prices and Pricingo

18 According to paragraph 2 of Article 28 of the Law of Ukraine "On Local Self-Government in Ukraine"

19 paragraph 37 of Article 43 of the Law of Ukraine "On Local Self-Government in Ukraine"
20 The Resolution of the Cabinet of Ministers of Ukraine dated April 3, 2019, No. 291

21 Law "On Housing and Communal Services"

22 Article 10 of the Law "On Housing and Communal Services"
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The Government will start looking into the optimisation of municipal enterprises.?
Steps needed include mapping all MEs, measures to increase transparency in their
transactions, and corporatisation strategies for all MEs that have a strong rationale for state
ownership.

2.1. CLASSIFICATION OF MUNICIPAL
ENTERPRISES

2. Municipal enterprises

There are several types of municipal enterprises, depending on the role of municipal
enterprises for local self-government bodies. They are categorised into those providing
services of general economic interest (SGEI), enterprises performing specific functions of
executive departments, and municipal enterprises operating in competitive markets.

Enterprises providing SGEI ensure access to services that are a function of the
municipality. The list of such services is approved by the Cabinet of Ministers of Ukraine?*.
These services include:

0 Supply of natural gas services
0 Electricity supply services
0 Utility services:

3 Centralised heating and thermal energy supply services
3 Centralised hot and cold water supply services
3 Centralised wastewater disposal services

3 Household waste collection and management services

Out of these categories, MEs typically fall within utilities. Other enterprises provide residents
with services such as Public transport, Infrastructure related to the provision of public services,
urban amenities, management of multi-apartment buildings, healthcare services, etc.

Including these services in the list of services of general economic interest implies that
their provision by companies of all ownership forms may not be sufficiently profitable
without receiving state aid. Therefore, regulation of this sector by various government
bodies may be inconsistent and play a crucial role in this sector. This includes both the
regulation of energy resource prices on one hand and the regulation of tariffs for utility services
on the other. Local government body sets tariffs for housing and utility services in the amount
not lower than the economically justified costs of their production. If a local government
establishes tariffs for housing and communal services at a level that makes it impossible to
make a profit, the body that approved them is obliged to reimburse the difference between
the established tariffs and the economically justified costs of producing these services from
the relevant local budget to the contractor. A utility company cannot independently decide

23 According to the Ukraine Plan developed under the Ukraine Facility

24 Resolution on the Approval of the List of Services Constituting General Economic Interest
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whether to provide or refuse to provide services. Such decisions are made by the founder
(local council) only.

Therefore, to maintain the financial stability of enterprises providing public utilities, the local
council may adopt a financial support program, including the allocation of funds to reimburse
the difference in tariffs for the population from the local budget. (Such expenditures are
planned in the local budget for the planning year and in the forecast for the next 2 years).
Tariffs de facto represent a political compromise between the enterprise, the management
body, and the tariff-setting authority.

Waste management constitutes a separate category. Municipalities determine, through
competitive bidding, the company responsible for solid household waste transportation, which
can be either private or municipal®®. This company independently collects waste and enters
into contracts with landfills or waste incineration plants.

Transport enterprises are typically not natural monopolies (except for subways) and do
not service all routes within a city. Tariffs for them are set separately from private carriers, and
new transport vehicles are purchased using credit funds guaranteed by local authorities. A
municipal guarantee is provided in each case. This should be reflected in the 3-year budget
forecast.

Most hospitals that were state institutions were transformed into municipal non-profit
enterprises (MNPESs) during the first stage of healthcare reform in 2018-2019. This was done
to increase the autonomy of medical institutions and to transition them from budgetary funding
to contracts with the National Health Service, the central executive authority.

Municipal non-profit enterprises in other sectors do not have similar financial
relationships with executive authorities. A municipal non-profit enterprise is the same
municipal enterprise formed from the separate property of a territorial hromada for the purpose
of performing statutory functions but without the aim of making a profit. "Non-profit" does not
mean that the enterprise cannot provide paid services or receive monetary receipts. The "non-
profit" nature of the enterprise lies in the fact that monetary funds received from providing paid
services or other sources are directed solely to the fulfilment of statutory tasks. In other words,
profit can only be reinvested, not paid out to the city budget.

There are also special purpose enterprises. Various agencies (investment, tourism, etc.)
may belong to municipal enterprises. These enterprises essentially function as separate
executive departments of city councils, but they have freedom in choosing salary payment
models, conducting economic activities, selling goods and services, etc. This helps because
such municipal enterprises partially or fully cover their own expenses (related to performing
local government functions) through commercial activities.

At last, municipalities may have enterprises operating in competitive markets. For
example, companies provide services in telecommunications, security, property rental,
construction and repair, trade, and various auxiliary services. The services of these
enterprises do not have unique social value and can be procured through transparent auctions
from private companies.

25 The Law on Housing and Communal Services



2.2. FUNCTIONING OF MUNICIPAL ENTERPRISES

A hromada, as the owner of municipal enterprises, is represented by many bodies:

1. The head of the hromada, who decides personnel matters and effectively directs the
work of municipal enterprises, determines the strategy and main directions of work.

2. The city council's deputies approve the enterprise's charter, development program of
the municipal enterprise, and investment program and may also increase the
authorised capital.

3. Standing committees on budget and competitive/economic policy, communal property
and the work of municipal enterprises, etc., which can be instruments of influence, as
they have the right to provide recommendations and publish their findings on
personnel and financial decisions.

4. The management body & a unit or unit of the executive bodies of the city council
(oversees the operational activities of the enterprise).

5. The executive committee of the city council may influence and control the activities
and financial planning of the municipal enterprise.

As an owner, a municipality has a full set of powers over its enterprises. For example,
the mayor appoints and dismisses heads of both management bodies and directors of
enterprises, institutions, and organisations belonging to the municipal property of the
respective territorial hromadas?. The local council establishes the share of profit to be
credited to the local budget for enterprises belonging to municipal property?’. In most cases,
the net profit remains in the company. If the council decides to allocate a part of the profit to
the local budget, it approves a rather small part of it (up to 5%).

Municipal enterprises also manage the property. For strategic assets, economic
management of assets is justified by the preservation of these assets in ownership, as well
as the ability to have unrestricted access to them when necessary. Property in economic
management cannot be pledged, provided as collateral, or arrested by its custodian
(municipal enterprise). To obtain loans, an enterprise with fixed assets under economic
management uses guarantee instruments. Transactions regarding the property of municipal
enterprises are carried out by local councils on behalf of the hromadas.

Central government affects the activities of municipal enterprises. In particular, the
Ministry for Communities, Territories and Infrastructure Development performs tasks such as:

0 Facilitating the establishment of communal services by service providers and quality
management systems managers based on national or international standards.

0 Monitoring the status of payments for housing and communal services.

(@]

Improvement of settlements.

26 Article 42 of the Law on Local Self-Government

27 Clause 30 of Article 26 of the Law On Local Self-Government in Ukraine
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0 Formulation of a unified technical, socio-economic policy in the field of drinking water,
drinking water supply, and wastewater disposal.

0 Coordinate the activities of local executive authorities in the field of waste
management.

0 Approving, within the scope of authority provided by law, the terms of competition for
the lease or concession of objects in the areas of water supply, heat supply, and
wastewater disposal, which are in communal ownership; heating schemes for
settlements with a population of over 20,000 people and regional modernisation
programs for heating systems, regional programs in the field of housing and communal
services.

Support for municipal enterprises can assume various forms. Formal means include
various channels of state support and assistance. Municipal enterprises are the largest group
of recipients of state support and assistance, including funds from local budgets. For example,
investments in the fixed assets of municipal companies may be included in local development
programs, even if such services are procured through public procurement. Municipal
enterprises also have the opportunity to lease premises from the hromada at preferential
rental rates or free of charge or to receive equipment for their activities from the budget.
Informal means include the commitment of budgetary institutions to cooperate with local
municipal enterprises in certain markets (including telecommunications, repair, security
services, and public catering services).

Another form of support for municipal enterprises is the provision of local guarantees.
This instrument has not yet gained widespread use but is already being used by some
hromadas, primarily in large cities. As of December 31, 2023, 31 hromadas have used local
guarantees, and the total amount of guaranteed debt of territorial hromadas is 10.7 billion
UAH. Please see Section 5.2 for more information.



3. LOCAL BUDGETS
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