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Abstract

The process of gradual administrative and political decentralization in Bulgaria started in 1991
with the adoption of the Local Self-Government and Local Administration Act, but the real financial
decentralization process started in the beginning of 2003 with the adoption of a comparatively clear
expenditure assignment and introduction of a transparent and predictable intergovernmental transfer
system. Basically, a key issue in the design of fiscal federalism is the financing of subnational
governments. Because of the advantages of taxation at the central level and spending at the
decentralized level during the transition period Bulgaria has often ended up with vertical and
horizontal fiscal imbalances. In most of the fiscal years the decentralization of expenditures was not
accompanied by equivalent revenue-raising responsibilities and the taxable base was unevenly
distributed within the country territory. The purpose of this paper is to study and critically analyze the
financial decentralization reformin Bulgaria, outlining the key achievements and basic weaknesses of
the local taxation and the intergovernmental fiscal relations.
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1. Introduction

The process of gradual political, administratived dinancial decentralization in Bul-
garia started in 1991, inspired by the adoptiorthef new Constitution of the Republic of
Bulgaria. The Constitution legally grounds and pobs the local self-government princi-
ples. In addition, the Local Self-Government andcdlo Administration Act (1991)
concretizes the guidelines provided by the Constity regulates the administrative-
territorial structure of the country and prescribies organization and functions of local self-
government in conformity with the formulations dfet European Charter on Local Self-
Government, ratified by the Republic of Bulgarial®95. Important component of the legal
base of the local self-government is the Act on Adstrative and Territorial Structure of
the Republic of Bulgaria (1995), which determinks tegal criteria and procedures for es-
tablishing, merging, splitting and liquidating adhmstrative units. This law is based on a
number of principles, the most important of whick the principle of territorial neighbor-
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hood; compliance between the size of the adminigérainits and their competencies and
resources; the subsidiarity principle; the prineiplf succession and territorial stability of
the administrative structure and democratic choiagecisions that effect the administrative
and territorial changes. Although the five admimisve reforms, which have been con-
ducted in the last 50 years and consequentialftrlanations in the administrative-territorial
units at the different government levels, modermicipal system was initiated with the
new Constitution and the first democratic electioBsce 1991, local self-government in
Bulgaria has become constitutionally and legaltyutated.

Now, classified according to the European standahgs administrative-territorial
structure of Bulgaria includes 6 planning regiotefined as level NUTS I, 28 administra-
tive districts corresponding to level NUTS lIl, a@@84 municipalities, which represent the
level LAU 1. Created according to the Regional Developmentahct in compliance with
the requirements of the European Union for allacatf regional development funds, the
planning regions in Bulgaria are merely statistigaits and do not perform administrative,
nor financial functions. The districts are deconaed administrative units of the central
government, which coordinate national and locatrests. They do not enjoy financial au-
tonomy, and do not provide public services to tlapytation. Basically, districts are
intended to manage the state property on its éeyrito monitor the compliance of local de-
cisions with the law, to implement the state poltyocal level, to foster local development
and unite municipalities to work together on lasgpade projects. According to the Constitu-
tion, the municipality is the only one tier of rgahutonomous subnational government in
the country. It is a legal entity, which has thghti of ownership and adopts independent
municipal budget, which must be used in the intsrethe local population. The bodies of
local government - Municipal Council and Mayor e alected directly by the local popula-
tion for a 4-year mandate with the purpose to makeé perform governmental decisions.
Election procedure is determined by the Local Ebest Act (1995).

The municipal council comprises of municipal colms elected on the basis of pro-
portionate representation. It is the representabeely of the local government that
determines the policies for development of the mipality, adopts the budget, and ensures
the management of municipal property. The mayofopers executive functions, directly
manages the municipal administration, and enstepérformance of the municipal budget
and the implementation of the municipal councilexidions. The elections for mayor take
place in two rounds, based on the majority sysfEne candidate, who gains the absolute
majority of votes in the first round, becomes mayosecond round is organized a week af-
ter the first round if none of the candidates hesrbelected. Only the first two candidates
may participate and the candidate who gains the raies becomes mayor. The last local
elections held in the end of 2007, elected respelgt64 mayors and 264 municipal coun-
cils with 5 234 municipal councilors. Men prevailachong the municipal councilor seat
takers (75.1%). There is two years lag betweercéinral and local elections in Bulgaria.

2. Evolution of the Intergovernmental Fiscal Relatbns

During the period 1991-2008 Bulgaria has achievednaarkable progress in reform-
ing the system of intergovernmental fiscal relatiolm addition to the new Constitution and
the Local Self-Government and Local Administratidet, which provide the basic regula-
tion of the local self-government, a package ofdawas been adopted in order to regulate
the citizens participation in the political procestslocal level with the Referendum Act
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(1996), the issues of acquiring and managing mpaigdroperty with the Municipal Prop-
erty Act (1996), the procedure and organizatiothefmunicipal budgeting process with the
Municipal Budgets Act (1998). Some important finah¢ssues as type, base, and rate of lo-
cal taxes and fees are specified in accordance thvth_ocal Taxes and Fees Act (1997),
whereas the procedure, conditions and limits oéllaebt service are determined by the
Municipal Debt Act (2005).

In response to the fast-changing legal and finarigironment during the transition
period, public sector expenditures have been vegnaihic. Due to the economic stagnation,
financial instability, and vertical imbalance irettast decade of #entury the relative im-
portance of local governments within the governmkmystem decreased. Moreover,
regardless of the financial stabilization and eeoicogrowth, achieved during the first years
of the new century, the downward tendency has ptdgepersistency. Local budgets’ rela-
tive share in the GDP has been reduced to 7,59000 2and 6,1% in 2004 by comparison
with 12,3% in 1990. At the same time expenditurethe local governments, which formed
21,5% of the total expenditures in the consolidattede budget in 1991, reached respec-
tively 17,9% in 2000 and 15,7% in 2004. This negatrend was reversed in 2005, due to
the ongoing process of fiscal decentralizationmythe period 2003 — 2008, which has con-
siderably influenced intergovernmental fiscal rielas. As a result, financial autonomy of
municipal level of government increased. Now, logavernments are an important part of
the public sector in the country, accounting foowatt?0% of total government spending. In
2008 the consolidated public sector expenditureesmts 38% of GDP, while local gov-
ernment share is 7,6% of GDP.
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Figure no. 1. Dynamics of Public Sector Expenditures Bulgaria (1990-2008)

It is interesting to note that fiscal decentrali@atprocess in Bulgaria comprises of
several distinct periods. As a whole, the intergomeental fiscal relations in the period
1991 - 2002 can be characterized by a lack of lgtalfairness, and transparency. In the
beginning of transition (1991 — 1993) the highlytralized system was preserved and there
was not a sign of a sensible dialogue between lacdlcentral authorities. In 1993, the in-
dependence of municipal budgets within the conatdid state budget was acknowledged,
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meaning, in essence, that the State abandonecetiealization of local budget surplus and
the financing of local deficit. Moreover, the irgerernmental fiscal relations were organ-
ized on the base of a newly introduced formulatif@r distribution of the state subsidies to
the municipal budgets. However, the reform of Idmadlgetary process and the moderniza-
tion of municipal financial management were inebiiégaas a reflection of broader social and
economic changes implemented throughout the country

Typical for the period 1994 — 2002 has been thegss of gradually building the ca-
pacities of local authorities. The National Asstioia of Municipalities in Republic of
Bulgaria (NAMRB) and regional associations of mipédities emerged as main champions
of the financial decentralization. During the serid instructive training, seminars, and dis-
cussion forums the efficiency of the legal framekvand the financial situation of
municipalities have been analyzed, which proveldeelpful for developing common posi-
tions on major problems and promoting the necessgfigrms. This resulted in several
changes in intergovernmental relations, graduditgieating mandatory priorities in the al-
location of municipal expenditures. However, to thend of this period, the
intergovernmental fiscal relations remained ceiztedl as far as the central government es-
tablished a model of almost complete control olierrhunicipal budgets.

Besides the expenditure assignment, one of thaskengs in the design of fiscal feder-
alism is the financing of subnational governmeB#scause of the advantages of taxation at
the central level and spending at the decentralizesl during the transition period Bulgaria
have often ended up with vertical and horizontddi imbalance. Although autonomous on
paper, municipalities have not had any possibilityconsiderably influence even own-
source revenues. Moreover, municipal budgets haen theavily dependent on the inter-
governmental transfer system, which has not pravistable, predictable, and satisfactory
revenues. As a whole, the transfer system had aldvasic shortcomings.

Firstly, the overall amount of the transfers was stable. The share of the subsidies
for the entire period (1991-2002) varied widelyvbe¢n 5.2% and 11.0% of the gross do-
mestic product and represented from 10.6% to 29dfcthe central government
expenditures in different years. [NAMRB, 2009] Sedly, the formula for the allocation of
the state subsidies among the municipalities wasmionally complicated and difficult to
predict. Since its introduction in 1993, it has e@banged each year, becoming more and
more complex with each change. Moreover, the caigiegislative rationale for the general
state subsidy, namely to meet differing expendingeds based on objective criteria, has
been converted into a redistributive mandate b&sgely on ad hoc decisions of the Minis-
try of Finance. The subsidy for capital investmeas allocated strictly on an ad hoc basis
and seemed to bear no relationship to the genalaldy criteria or other rationale. Whereas
the general subsidy has come to operate more angl asca “safety net” for municipalities
with low revenues per capita, analyses of its d@lacations indicated numerous instances
of unexplained variations across municipalitiesctjdvdarova, 2000, 36] Finally, the con-
tinual redistribution of subsidies in the coursefistal year as well as the end-of-year
special subsidy allocations ignored the objectivéeta adopted with the annual State
Budget Acts. Because the relative share of additiprallocated funds during the period
represented from 20.2% to 47.0% of the total gowemtal subsidy (about 35% on an aver-
age), this approach caused unfairness, unpreditgalind instability of local finance and
undermined effective budgetary process at the lesal, while fostering a strongly political
orientation to the intergovernmental resource alion. [lvanov, 2004, 15-23]
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The real financial decentralization in Bulgariarsgd in 2003, based on the Coopera-
tion Agreement, signed by the Council of Ministeasd the National Association of
Municipalities in 2002, whereby both parties agremdecentralize local government and to
increase the financial independence of municigalitMoreover, both the Fiscal Decentrali-
zation Concept and the Program for its implememtatiere adopted in 2002. As a result,
one of the main achievements in the scope of intengimental fiscal relations became a
reality, namely the clear division between the l@oal central responsibilities for the public
services. Provided for the first time by the annstte Budget Act 2003 it was continued
and improved during the following years.

Now, public services in Bulgaria are organized iimenmajor functions, each of them
containing a number of activities. The central #mallocal governments provide services in
each of these functions, but their shares in tesalidated public expenditures vary for the
different functions. Logically, prevailing statenfttions are defense, public order and secu-
rity (98.4%), social insurance and social care {99, healthcare (93.6%), and economic
activities (87.6%), prevailing municipal functioriaclude housing and public utilities
(87.1%), while functions as education, culture adchinistration are mixed.
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Figure no. 2. Expenditure Assignment in Bulgaria (208)

Consequently, municipalities provide services catet to state delegated activities
and local activities. State delegated activitiess emtirely financed through the intergovern-
mental transfer system, mainly by proceeds from shared tax (until 2007) and a
supplemental subsidy to the amount of expendit@asulated according to standards,
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which take into account quantitative indictors, lsas the personnel number, the necessary
salaries and insurance payments, the number of,ester Local activities are referred to the
provision of local services, with type, amount, aity, and quality independently deter-
mined by the municipalities. These expendituresamy financed by own revenues and
equalization subsidy.

Additionally, the 2003 State Budget Act providedraamework for regulating a new,
simple and transparent model of assigning goverhssidies. Basically, the governmen-
tal transfers in Bulgaria are not competitive. Dgrithe prevalent part of the transition
period governmental transfers have comprised shi@ezs and state subsidies. The most
important shared tax has been the personal incardttwas divided among the central and
local governments in 50:50 ratios, but since thgirbeng of 2003 the personal income tax
has been defined as entirely municipal revenuenied to cover delegated state activities
at the local level. However, significant inter-meipal disparities were inescapable, because
the personal income tax was a progressive taxeatelll by withholding at source, and the
tax base was unevenly distributed, favoring thaa#t local governments. For this reason,
the normative expenditure standards for the dedegatate activities have been developed
and shared tax proceeds for any particular muritypaave been limited to the amount of
these standards. In 2008 personal income tax watedeas entirely central revenue source,
so it was pull out of the intergovernmental transfgstem.

2006 2007 2008 2009

O Shared Taxes O Supplemental Subsidy W Equalization Subsidy
O Capital Investments Subsidyl Special Transfer

Source: Calculations based on the Ministry of Financeadase [MoF, 2009]

Figure no. 3. Structure of Intergovernmental Transfes (%)

Now, governmental subsidies allocation is baseé dormula, which is stated in the
annual State Budget Act. Basically, the formulaetaknto account the expenditure needs
and revenue capacity of the local governments.firsteelement of the allocation formula is
the general supplemental subsidy. In the period3ZID7 it was calculated by a “gap-
filling” method, as a comparison between the folstcof all state mandates imposed on mu-
nicipal budget and the amount of the shared taxemess. Actually, the general
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supplemental subsidy played an equalization rolevels and compensated for the uneven
distribution of the personal income tax base. At phesent time, supplemental subsidy is
equivalent to the full cost of all state mandatepased on municipal budget. It is the main
financial flow, providing more than 80% of the totanount of the governmental transfers
to the municipalities. The second element is theega equalization subsidy, which is trans-
ferred to the municipalities with per capita lotat proceeds and per capita expenditures for
local activities lower than the country’s averagé.the same time the annual equalization
transfer pool must be equal to at least 10% ofdted municipal own-source revenues in the
fiscal year before previous. Basically, the equion subsidy is intended to bring the reve-
nue capacity of the below-average municipalitiegaithe national average level. The last
element of the allocation formula is the capitalestment subsidy. It is very important tar-
getedfinancial flow, because a wide range of infrastuoetcapital investments and ecologic
recovery projects is assigned to the local govermmeé-or the present this grant is allocated
on an ad hoc basis and seems to bear no relatottsttie general subsidy criteria.
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Figure no. 4. Structure of Local Governments Reveres (%)

At the present time, intergovernmental transfetesysstill plays the dominant role in
financing local governments in Bulgaria, as fagasernmental transfers form the prevalent
part of municipal revenues. Due to the gradual ez of its relative share in the total local
revenues, from 96.1% in 1991, 91.4% in 1997, an@%lin 2000 toward 55.1% in 2007
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and 54.8% in 2008, Bulgarian intergovernmentalgfansystem is coming up to the Euro-
pean standards. There is not an absolute rulat lsuiccepted that local fiscal autonomy is
properly secured, when local own-source revenuescamparable to the governmental
transfers. According to the economic and finanpiaiht of view, the dominant role of the
transfers allows local governments to be entireljmpensated for the vertical and horizontal
imbalances, but according to the political andifagbnal point of view, such a proportion
gives the central government more political andicial control over the local level, than
the acceptable for a modern decentralized systeawing in mind the great difference be-
tween the fiscal capacity in several richest muypaliies and the rest of the local
governments in the country, for the present thengtintergovernmental transfer system has
no effective alternative.

3. Dynamics of the Own-Source Revenues

One of the main reasons for the decrease of the stiggovernmental transfers in the
local revenue structure is the significant increafsthe own-source revenues. Regulated by
the Local Taxes and Fees Act, the Municipal Prgpact, and the annual State Budget Acts
own-source revenues comprise local taxes, munidiged and revenues from municipal
property management.

A fundamental weakness of the revenue assignmestérayin Bulgaria during the
transition period has been the lack of local tatomomy. Before the Constitutional amend-
ments in the beginning of 2007 Bulgarian municijedi were prohibited from setting either
rates or bases of local taxes. Property tax, magbicle tax, inheritance tax, donation tax,
and tax on the real estate and movable propertyhpse, recognized as local taxes, were
entirely regulated by the central governmental lleeterms of modern public finance, if
local governments do not have any say in the "@ésfthe local tax, it could not be con-
sidered as a local tax, but as a special tranbfsed on the location of taxable property.
Moreover, this regulation conflicted with article3%f the European Chart of Local Self-
Government, ratified by the Republic of Bulgarial®@05.

In addition to the lack of real tax autonomy owtlinabove, several problems had a de-
cisive influence over the own-source local revendesing the transition, causing a
significant decline of their relative share, esplygiin the period 1991 — 1997. First of all,
the difficult interrelation of the local governmsrand the tax administration, which in 1991
became subordinated to the Ministry of FinanceaAssult, the interests and corresponding
efforts of the centrally dependent officers wermed at collecting taxes from the larger
taxpayers, resulting in the delayed collectionhef ibcal taxes and fees and even in waste of
local revenues. In a dynamic inflationary envirommany postponement leaded to addi-
tional losses for the municipal budgets. Anotheioses problem was the outdated tax base
for the property tax, which was also used for thiewation of inheritance tax, donation tax,
and tax on the property purchase. Moreover, it a@gnd the municipal competence to
solve the problem. This was the reason why in ti@yaed period (1991-1997) local taxes
accounted for less than 3% of the local revenusge&ally low was local tax revenue share
in 1997 (0.45%), due to the hyperinflation, whiclddionally devaluated property tax base.
In addition, the inability of local governmentsitopose local fees and to set their rates free-
ly, particularly in the inflationary situation, ndged in a growing gap between their revenue
potential and the actual costs in providing theeetive services.
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The Local Taxes and Fees Act, in force since thggnoéng of 1998, updated local tax
bases and allowed local governments to set the wt¢he local fees within certain legal
limits. Consequently, in 1998 local taxes reach#&dds the total revenues, retained and ex-
panded this share in the following years. Especiaihh is the share of local taxes in 2006
(10.7%) and 2007 (13.4%) due to the considerablaluation of the property tax base on
the one hand and the newly assigned municipal ressipitity over the local tax collection
on the other hand.

In the beginning of 2008 municipalities were giwe authority to set local tax rates
within certain legal limits. However, they are Istdisallowed to define local tax base and
provide additional (or remove the existing) leghéaations for certain taxpayers. Conse-
quently, legislative amendment is still necessaeganse local governments’ financial
autonomy can only be gained through significantrdmover the local tax levy.

Another important legislative change concerningaldaxes was the reassignment of
the patent tax as an own revenue source in thehiegi of 2008. Basically, the patent tax is
a net annual income tax, which is collected from ¢haftsmen and the owners of small en-
terprises, who offer hand-made products, transpadg activities, and a variety of services.
It is due by legal entities and individuals, whosdaup to 50 000 BGNannual turnover for
the previous fiscal year, are not registered utide’VAT Act, and perform so-called “pat-
ent activities”, strictly specified by the Local X&s and Fees Act. The tax size for different
types of products and services is based on thetitptare characteristics, such as square
meters trade surface for the shops, number of raorfse hotels, consumption seats in the
restaurants, number of seats in Internet clubs,beurof installations or workplaces for the
craftsmen, etc. The patent tax replaces the payofgmtrsonal income tax or corporate in-
come tax. Actually it does not consider the incomealized by owners, but the capacity for
potential incomes. The patent tax came into forc&998 to ease the central tax officer’s
duties and to decrease the expenditures for td&atimin, due to its high effectiveness. The
tax-obliged persons should declare at the beginofrfgscal year that they would carry out
certain activities. From this moment they becorablé persons and are obliged to pay full
tax size even if they do not work due to illnedssence or death. The patent tax schedule
(base and rate limits) is fixed in the legislatiblow the municipalities are free to select an-
nual rates within the legally defined set of randesaddition, while the patent tax schedule
contains provision for applying rate differentiaist only in different municipalities, but in
different zones within municipal jurisdiction, iae adjust to the different economic condi-
tions found across the local governments. In otdestrengthen fiscal decentralization in
our country, municipalities should be graduallyegivfull tax autonomy over the patent tax,
in terms of taxable activities, tax bases, andsrdtimdoubtedly, the patent tax has the poten-
tial to become an important part of local revenaied powerful instrument of the municipal
tax policy.
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Figure no. 4. Own-Source Revenue Structure in Bulga (%)

As a whole, during the period 1998-2008 local owaorse revenues tend to increase
gradually, from 15.2% of total municipal revenurslP98 toward 18.0% in 2000, 43.5% in
2007 and 38.7% in 2008, provoked by the expandimgntial decentralization. However,
this tendency is mainly due to the increase ofllé®as and non-tax revenues. Since 2003
local governments have been given full discretivardocal fees and service prices, which
have tripled their importance in real and relatimens. At present, municipalities can charge
local population and business for domestic wasteu$e of marketplaces, fairs, sidewalks,
and roadbeds; for use of nursery homes, kindenggrgocial care homes, camps, hostels,
and other municipal social services; for extractidrquarried materials; for technical and
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administrative services; for purchase of grave spldunicipalities can also levy tourist
charges and other local charges as regulated by law

Presently, the system of local fees is based osé¢keral main principles. First of all,
municipalities have the authority to determine #evices on which they charge fees.
Moreover, the calculation of any particular feeb&ésed on the full cost recovery principle
and the revenues are mainly dedicated to fund ¢inéice for which the fee is imposed.
However, municipalities should be given full autbpto determine the types of fees to be
levied (in addition to the mandatory fees definbd\ee), as they determine the rates, base,
exemptions, and collection process.

4, Conclusions

During the transition period, local governments énauffered more than the central
government from the decreased financial capacithefpublic sector in the country. Since
1991 the legislation in the scope of local finahes been subject to continuous changes, but
the real decentralization of local revenues hasgado be a very long and difficult process.
Local governments have had limited possibilitiegnftuence the size of local revenues and
therefore to project local budgets. The little intpace of own-source revenues in the local
budgets and the prevailing share of the state feessesulted in dependence of local gov-
ernments on the consolidated state budget. Suladedirto the Ministry of Finance, the tax
administration had no incentive to perform timehddully the collection of the local reve-
nues. In general, the above mentioned factorstegbsi local governments, the majority of
which continue to focus its efforts on the appraeacfor increase of transfer payments, than
to the possibilities of strengthening local tax aeipy.

The continuous evolution of the intergovernmenisddl relations produced significant
achievements, most importantly the clear expengliagsignment, transparent and efficient
transfer system. It is expected that the positimermdments in the tax legislation for 2008,
namely the new tax competences of the local goventsrio set local tax rates within legal
limits, and the reassignment of the patent tax lEea tax, should promote a gradually in-
creasing local tax independence and concentrateeffoets on strengthening local tax
capacity. However, the possibility for real taxanagmy and independent tax policy of Bul-
garian local governments still lies in the future.
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Notes

"NUTS Il and NUTS Il are the abbreviations respagy of the level Il and IIl of the Nomenclaturé Berritorial
Statistical Units within the meaning of Regulati(l®C) No 1059/2003 of the European Parliament anthef
Council of 26 May 2003. LAU 1 is denotation for éd@dministrative unit.

" BGN is the abbreviation of Bulgarian currency. éiting the Currency Board provisions 1 EURO is éd¢oa
1.95583 BGN.



