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Abstract: The process of gradual administrative and politisadentralization in Bulgaria started in 1991, it real financial
decentralization process started in the beginning003 with the adoption of a comparatively clegpenditure assignment
and introduction of a transparent and predictafitlergjovernmental transfer system. Step by step| pavernments have been
given full control over some of the own-source rawes (local fees, service prices and revenues framicipal asset
management) and limited control over the localléay.

This study is intended to examine and criticallalgme the financial decentralization reform in Barg, outlining the key
achievements and basic weaknesses of expenditaignaeent, local taxation and intergovernmentaldiselations. The
results indicate that local governments graduadlyame powerful component of the public sector. &ltfh reducing financial
resources of the public sector, worldwide econoamd financial crisis can turn into an opportunity some of the local

governments in the country to gain financial indegence and concentrate the efforts on strengthdodadjtax capacity.

Introduction

Bulgaria is a unitary state with 7.9 millions pogtion*
and territory of 111000 kfn Administrative-territorial
structure of the country includes 6 planning regjomefined
as level NUTS II, 28 administrative districts capending to
level NUTS Ill, and 264 municipalities, which repeat the
level LAU 12 The planning regions are merely statisti
units, created in compliance with the requiremerfitthe EU
for allocation of regional development funds. Thetritts are
deconcentrated administrative units of the cemgogkernment,
which neither enjoy financial autonomy, nor provigeblic
services to the population. Actually, municipaktitorm the
only one tier of really autonomous subnational gomeent in
the country. They are legal entities, which have tight of
ownership and adopt independent budgets. The botllesal
government - Municipal Councils and Mayors - arectdd
directly by the local population for a 4-year matedaith the
purpose to make and perform governmental decisions.

The process of gradual political, administrativend g
financial decentralization in the country started 1991,
parallel to the transition from the centrally pladn socialist
type economy towards a market based economy. Duhiad

! Last census on 01.03.2001, source: National Statignstitute,
available at http://www.nsi.bg/Census/Census.htm

2NUTS Il and NUTS Il are the abbreviations respeglij of the
level Il and IIl of the Nomenclature of Territori&tatistical Units
within the meaning of Regulation (EC) No 1059/2008 the
European Parliament and of the Council of 26 Ma§20.AU 1 is

period 1991-2009 Bulgaria has made a remarkabigress in
reforming the system of intergovernmental fiscdatiens.
First of all, the most important pillars of the &dpase of local
self-government have been adopted, providing a lestab
background of financial decentralization. Secondthe
importance of local governments has increasedivelgtto
the GDP and consolidated public sector. Thirdlyenditure
assignment and intergovernmental transfer systere baen

tabut on a clear and transparent basis. Fourthlyalloc
governments have been given full control over sahé¢he
own-source revenues (local fees, service pricesranehues
from municipal asset management) and limited coraver
the local tax levy. As a result local governmentcdme
powerful component of the public sector.

Decentralization process was inspired by the adoptif
the new Constitution of the Republic of Bulgaria991),
which provided protection for the basic principles local
self-government. In addition, a package of laws baen
adopted, shaping the legal grounds of decentraizator
example, organization and functions of local gowegnts are
regulated by the Local Self-Government and Local
Administration Act (1991), legal criteria and prdoees for
establishing, merging, splitting and liquidatingnadistrative
units are determined by the Act on Administratived a
Territorial Structure of the Republic of Bulgarie995), rules
for citizens’ participation in the political procesat local level
are prescribed by the Local Elections Act (1995) dhe
Referendum Act (1996). The issues of acquiring and
managing municipal property are solved by the Mipaic
Property Act (1996), while procedure and organaraif the
municipal budgeting process are formalized by thenidipal

denotation for local administrative unit.

32

International Cros

s-Industry Journal



Perspectives of Innovations, Economic

s & Business, Volume 4, Issue 1, 2010

www.pieb.cz

Budgets Act (1998). Some important financial issaggype,
base, and rate of local taxes and fees are spbcifig
accordance with the Local Taxes and Fees Act (19
whereas the procedure, conditions and limits oflladebt
service are determined by the Municipal Debt A€0®).

Evolution of financial decentralization

Financial decentralization process in Bulgaria cos@s
of several distinct periods. In the beginning aodingition
(1991- 1993) the highly centralized system wasemexi and
there was not a sensible dialogue between localcantral
authorities. In 1993, the independence of municlpadgets
within the consolidated state budget was acknovddd
meaning that the State abandoned the centralizafidocal
budget surplus and the financing of local defibloreover,
the intergovernmental fiscal relations were orgedinn the
base of a newly introduced formula for distributioh the
state subsidies to the municipal budgets. Althoagbpted
with good intention, the allocation formula beca
exceptionally complicated and difficult to predi@ince its
introduction it has been changed each year, begpmiare
and more complex with each change. Moreover, tiginat
legislative rationale for the general state suhsithmely to
meet differing expenditure needs based on objedtiteria,
has been converted into a redistributive mandatedtargely
on ad hoc decisions of the central government (Ideneva
et al, 2000).

Typical for the period 1994 - 2002 has been thegss of
gradually building the capacities of local authest The
National Association of Municipalities in Republiof
Bulgaria (NAMRB) and regional associations
municipalities emerged as main champions of thaniml
decentralization. Several changes in intergovernahe
relations have been provoked, gradually eliminat
mandatory priorities in the allocation of municip
expenditures. However, to the end of this periode
intergovernmental fiscal relations remained ceizteal as far
as the central government established a model mbsl
complete control over the municipal budgets.

The real financial decentralization in Bulgariarstd in
2003, based on the Cooperation Agreement, signethéy
Council of Ministers and the NAMRB in 2002, wherelinyth
parties agreed to decentralize local government #mg
increase financial independence of municipalitsreover,
both the Financial Decentralization Concept andpitagram
for its implementation were adopted. As a resuite of the
main achievements in the scope of intergovernmeigeal
relations became a reality, namely the clear dividietween
the local and central responsibilities for the pulslervices.
Provided for the first time by the annual State getdAct for
2003 it was continued and improved during the foilg
years. Additionally, this law provided a framewofkr
regulating a new, simple and transparent modelssfgaing
government subsidies. Now subsidies allocatioraigell on &
formula, which takes into account the expenditueeds and
revenue capacity of local governments.

A fundamental weakness of the revenue assignn

lack of local tax autonomy. Before the Constitudibn
amendments in the beginning of 2007 Bulgarian
OMunicipalities were prohibited from setting eithextes or
bases of local taxes. Property tax, motor vehice, t
inheritance tax, donation tax, and tax on the esahte and
movable property purchase, recognized as localstaxere
entirely regulated by the central governmental lleleterms
of modern public finance, if local governments dot n
participate in the design of the local tax, it dloue
considered as a special transfer, based on thdidocaf
taxable property. Moreover, this regulation condlat with
article 9.3 of the European Chart of Local Self-&mment,
ratified by the Republic of Bulgaria in 1995.

In the beginning of 2008 two important legislatoleanges
considerably influenced local taxation. Firstly, mipalities
were given the authority to set local tax rateshimitcertain
legal limits. However, they are still disalloweddsefine local
tax base and provide additional (or remove thetiexgjslegal
alleviations for certain taxpayers. Secondly, thtept tax was
N@eassigned as a local tax. Basically, the patentigaa net
annual income tax, which is collected from the tsrakn and
the owners of small enterprises, who offer handenad
products, trade activities, and a variety of sewicThe patent
tax replaces the payment of personal income tecogyorate
income tax, so it has the potential to become gromant part
of local revenues and powerful instrument of thenitipal
tax policy.

)

Expenditure assignment

In response to the fast-changing legal and financia

pfenvironment during the transition period, publicctee
expenditures have been very dynamic. Due to the@uix

nstagnation, financial instability, and vertical iathnce in the

ntast decade of 20th century the relative importaotéocal

algovernments within the governmental system dectease

t Moreover, regardless of the financial stabilizati@nd
economic growth, achieved during the first yearghaf new
century, the downward tendency has proved its gtersiy.
Local budgets’ relative share in the GDP has bednaed to
7.5% in 2000 and 6.1% in 2004 by comparison witl8%2in
1990. At the same time expenditures of the local
governments, which formed 21.5% of the total exjteineks in
the consolidated state budget in 1991, reachedectsply
17.9% in 2000 and 15.7% in 2004.

This negative trend was reversed in 2005, due & th
ongoing process of financial decentralization dyrithe
period 2003 - 2008, which has considerably infleshc
intergovernmental fiscal relations. As a resultaficial
autonomy of municipal level of government increasddw,
local governments are an important part of theipwggctor in
the country, accounting for about 20% of total goweent
spending. In 2008 consolidated public sector exjperel
represents 38% of GDP, while local government sksare6%
of GDP. In 2009 local government expenditures téad
decrease, due to the influence of economic crisgute 1).

This positive dynamics is accelerated by the clear
nezkpenditure assignment. Public services in Bulgaaie

system in Bulgaria during the transition period bagn the

organized in nine major functions, each of themtaiming a
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number of activities. Both central and local goveemts| care (96.7%), healthcare (93.6%), and economicvities
provide services in each of these functions, beir tthares in| (87.6%). Prevailing municipal functions include kg and
the consolidated public expenditures vary for tlileknt | public utilities (87.1%), while functions as eduoat culture
functions. Logically, prevailing state functionseadefence,| and administration are mixed (Figure 2).

public order and security (98.4%), social insuraaed social

FIGURE 1. DYNAMICS OF PUBLIC SECTOR FIGURE 2. EXPENDITURE ASSIGNMENT IN
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Consequently, municipalities provide services cotend
to state delegated activitieand local activities. Statg
delegated activities are entirely financed througime
intergovernmental transfer system, mainly by prdseftom
the shared tax (until 2007) and a supplementalidylte the
amount of expenditures calculated according to dsteds,
which take into account quantitative indictors, fsuas the
personnel number, the necessary salaries and sl
payments, the number of users, etc. Local actwitiee
referred to the provision of local services, wigpd, amount,
quantity, and quality independently determined ke
municipalities. These expenditures are only finanlbg own
revenues and equalization subsidy.

D

t

Intergovernmental transfer system

Besides the expenditure assignment, one of thepllays
of financial decentralization is the financing afbsational
governments. Because of the advantages of taxaticihe
central level and spending at the decentralizeel léuring the
transition period Bulgaria have often ended up widhtical
and horizontal fiscal imbalance. Although the doaminrole
of transfers allows local governments to be entir
compensated for the vertical and horizontal imbagan such
a proportion gives the central government moretipali and
financial control over the local level, than thegatable for a
modern decentralized system. There is not an atesolle,
but it is accepted that local fiscal autonomy iswerd, when
local own-source revenues are comparable to
governmental transfers.

Presently, governmental transfers’ allocation isdobon a
formula, which includes three main components. Tingt
element is the general supplemental subsidy, whih
equivalent to the full cost of all state mandatepased on
municipal budget. It is the main financial flow,oprding
more than 80% of the total amount of the governale
transfers to the municipalities. The second elementhe
general equalization subsidy, which is transfertedthe
municipalities with per capita local tax proceedsd gper
capita expenditures for local activities lower thahe
country’'s average. Basically, the equalization &lpsis
intended to bring the revenue capacity of the bedeerage
municipalities up to the national average level.e Tlast
element of the allocation formula is the capitaleistment
subsidy. It is very important financial flow, tatgd at a wide
range of infrastructure capital investments and loggo
recovery projects, assigned to the local governmemhe
main part of this grant is still allocated on anremt basis and
seems to bear no relationship to the general sylusiteria
(Figure 3).

At the present time, transfer system still playse
dominant role in financing local governments in garia, as
far as subsidies form the prevalent part of mumicipvenues.
During the analyzed period, a gradual decreaseaofters’
relative share in the total local revenues has breearded,
from 96.1% in 1991, 91.4% in 1997, and 81.9% in @(
toward 55.1% in 2007 and 54.5% in 2008. The pasitrend
was interrupted in 2009 by the world-wide crisishieh
caused economic slump and negatively influencednfiral
resources in the public sector. As a result, Igmlernment
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dependence on the transfers increased to 63.2%eofotal
revenues in 2009. Moreover, having in mind the wgrea
difference between the fiscal capacity in seveliahest
municipalities and the rest of the local governraeit
Bulgaria, for the present the strong intergovernaletnansfer
system has no effective alternative.

Dynamics of the own-sourcerevenues

One of the main reasons for the decrease of thee sif
governmental transfers in the local revenue stracis the
significant increase of the own-source revenues.tHa
beginning of transition period several problems hatkcisive
influence over the own-source local revenues, cgus
significant decline of their relative share, esplgiduring the
1990s. First of all, the difficult interrelation dhe local
governments and the tax administration, which 9119
became subordinated to the Ministry of Finance.aA®sult,
the efforts of centrally dependent officers werened at
collecting taxes from the larger taxpayers, resgltin the
delayed collection of the local taxes and fees awmen in
waste of local revenues. In a dynamic inflationary

elenvironment any postponement leaded to additiarssds for

the municipal budgets.

Another serious problem was the outdated tax basthé
property tax, which was also used for the calcofatof
inheritance tax, donation tax, and tax on the ptgpe

urchase. Moreover, it was beyond the municipal ptence

thE solve the problem. Although autonomous on paper,

municipalities did not have any possibility to cmlesably
influence own-source revenues. This was the reagonin
1990s own-source revenues accounted for only 12B¢the
local revenues on the average.

As a whole, during the period 2000-2008 local ownrse
revenues tend to increase gradually, from 18.1%atdw
43.5% of the total municipal revenues, provoked theg
expanding financial decentralization. Since 2003alo
governments have been given full discretion ovealldees
and service prices, which have quadrupled theiomance in
real and relative terms. Especially high is thenghoof local
taxes in 2007 and 2008, when dynamic coefficientsched
respectively 5.2 and 6.8 of 2000 value, due tcctivesiderable
revaluation of the property tax base on the oneallerd the
newly assigned municipal responsibilities over tloeal
taxation on the other hand (Figure 4).

It is interesting to note, that since 2003 the psscof
strengthening fiscal decentralization has been rapemied
and significantly influenced by an average annuanemic
growth of 5-6%, increasing economic activity, logvéls of
unemployment (6-7%) and consolidated budget sueglus
equal to approximately 3% of the GDP. This process
broken in 2009, due to a new and deep worldwidanimal
and economic crisis. Because of the currency bBaildaria
faced the crisis later than most of the EU coustri¢owever,
the consequences are decreasing economic activlich
strongly effects public finance including local gomment
finance by decreasing government revenues (bottetral
and local level) and increasing social pressurst (fmowing
unemployment rate). As a result own revenues haedighed
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35.1% of the total local revenues in the first [@dl2009. The
economic crisis both sharply reduced local govemtsieown
revenues and - via budget constraints at the deletval —
increased pressure on the grant system. At the dbanes
crisis can turn into an opportunity, especially $ome of the
local governments with strong fiscal capacity, éstttheir
newly assigned competences in order to stimulatzllp
economic development.

Conclusion

During the transition period, local governments éav
suffered more than the central government frondémreased
financial capacity of the public sector in the ctvynSince
1991 the legislation in the scope of local finamas been
subject to continuous changes, but the real deslegttion of
local revenues has proved to be a very long anficulif
process. Local governments have had limited pdaibito
influence the size of local revenues and thereforeroject
local budgets. The little importance of own-soureeenues in
the local budgets and the prevailing share of tae sransfers
resulted in dependence of local governments on [the
consolidated state budget. In general, the abowvetiomed
factors resulted in local governments, the majooitywhich
continue to focus its efforts on the approachesrforease of
transfer payments, than to the possibilities oérgjthening
local tax capacity.

The continuous evolution of the intergovernmenistdl
relations produced significant achievements, mogioirtantly
the clear expenditure assignment, transparent d#fclest
transfer system. It is expected that the positimersdments in
the tax legislation for 2008, namely the new tampetences|
of the local governments to set local tax rateshiwitegal
limits, and the reassignment of the patent tax &xal tax,
should promote a gradually increasing local taxepehdence
and concentrate the efforts on strengthening lotzed
capacity.
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