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FOCUS OF PRESENTATION

= The focus of this presentation is on the first Tax diagture Report in
Bulgaria.

= The presentation includes:

= Main stages in issuing a tax expenditure report;
= Estimation of the tax expenditures;

= Main conclusions of the tax expenditure report;

= Recommendations for improving the process of issuingxaekpenditure
report.




INTRODUCTION

= The main objective of the tax policy is to shape shepe of taxation in
such a way as to ensure high effectiveness and aearspy of the tax
system.

= Effectiveness of the tax system, in simplified terms, e®ndown to
securing the fiscal needs of the state while maimgithe highest possible
economic growth and providing appropriate livinghskard to the society.

= This compromise between fiscal, economic and soclgectives is
achieved mostly by differentiating the object of @aan (consumption,
revenues or property) and by structuring the talxesselves, including tax
base, tax rates and tax incentives.

= The implementation of such solutions provides anodpipity to improve
the flexibility of the scope of taxation and stimelaaxpayers’ behaviors in
line with the expectations of the state.




INTRODUCTION (2)

= On one hand, these solutions comprise incentives fanfgpgroups of
taxpayers and on the other hand they deprive the ata part of potential
tax revenues or in other words, the state gives up poréon of tax
revenues in order to achieve particular economaooral objective.

= General characteristics of the various forms of taxentiges is the
reduction of the tax liability and hence reductioh the potential tax
revenues to the state budget.

= The losses from tax revenue occurred as a resultxofntentives are
considered as tax expenditures.

= Tax expenditures arde facto substitute of budget expenditures and in
certain conditions may be an alternative to diremhdfers from the state
budget or municipal budget.




WHY IT IS NECESSARY TO ISSUE A TAX EXPENDITURE RERRO?

Unlike the budget expenditures which are subjectcomprehensive
analysis, monitoring and control, the tax expendduege very often
outside the scope of this monitoring.

One of the main reasons is that the budget expeaditare usually
presented in one single regulation document, whdedik expenditures are
'scattered' in various tax laws, often implicit anddhta be analysed.

Similar situation violates the transparency of timaricial management of
the state and creates risk of improper distributioputtfic funds.

The estimation of the expenditures is of key imparafor the formation
of the country’s fiscal policy.

On one hand, the estimation of tax expenditures esegiportunity for the
proper distribution and redistribution of the pubdrealth and, on the other
hand, represents a starting point for assessing tlugeaffy of the various
tax expenditures and of the tax system as a whole.



TAX EXPENDITURE REPORT - INTERNATIONAL ASPECTS

Preparing tax expenditure reports has a long tradimd®ECD countries.
First reports were prepared in the 1960s in GermadyJamted States.

In the late 1970s reports of the tax expenditured $i@ing issued by
Austria, Canada, Spain and United Kingdom.

The annual reports of the tax expenditures are dsamel published with
the objective of transparency of the regulationsufiing tax incentives.

In a large number of countries (Austria, Belgium, néeg Germany,
Portugal, Spain and United Kingdom) the issuing @barts about tax
expenditures is regulated by law, whereat in soméhefn (Belgium,
France, etc.) these reports are directly related thehstate budget and are
included in the budget process.

In most countries a tax expenditure report is isssath year but there are
exceptions, like for example Germany, where the ntep issued on
biannual basis.



TAX EXPENDITURE REPORT - BULGARIA

= For the first time, in 2011, in Bulgaria, a tax emgiure report was issued
which represents a first trial for assessing the valti@xoexpenditures.

= In the Bulgarian legislation there is no liabiligrfissuing a tax expenditure
report.

= The report was issued with the objective to incréasdransparency of the
public finance and to acquaint the society with Hystem of the tax
iIncentives and their value.

= The report covers a three-years period (2007-2009)




MAIN STAGES IN ISSUING A TAX EXPENDITURE REPORT

= Stages in issuing a tax expenditure report:

= Definition of a tax expenditure;

= Determination of the benchmark tax;

= |dentification of tax expenditures;

= Selection of an appropriate method for estimatimgtéix expenditures;

= Analysis of the required information and sources &drimation in issuing
the estimate of the tax expenditures;

= Estimate of the tax expenditures.




DEFINITION OF A TAX EXPENDITURE

= Tax incentives which are introduced as alternatieedirect government
spending so as to achieve given economic and soobigctves are
generally considered tax expenditures.

= |In addition, modifications of the tax system in thernfi of reliefs,
exemptions, deductions from tax due, rate reliatstax deferrals may also
be viewed as tax expenditures.

= The analysis of the reports on tax expenditures ofr giftades and also the
study of a large number of publications of inteloral organisations
(OECD, IMF) draw the inference that there is no w@ufiand generally
accepted definition of a tax expenditure. This ue,don one hand, to the
substantial differences in the tax systems of variodssstand on the other
hand, to the implemented approach towards the fumctf the tax
expenditures.




DEFINITION OF A TAX EXPENDITURE (2)

= The OECD definition of a tax expenditu+&a transfer of public resources
that is achieved by reducing tax obligations weispect to a benchmark
tax, rather than by direct expenditure”.

= |In the Bulgarian legislation there is no legal digifom of a tax expenditure.
= We used the OECD definition for the purposes of oayssis.

= Due to the juxtaposition of a tax expenditure armbachmark tax, the key
element of a tax expenditure identification procesallsbe a precise
definition of the benchmark tax.
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BENCHMARK TAX

= The definition of a benchmark tax is of substantigindicance to the
stipulation whether or not a given provision comg@iadax expenditure or
IS an immanent characteristic of the tax system.

= The world practice shows that there does not exisereemglly accepted
model for a benchmark tax owing to the differenaeghe various tax
systems of the states. Each state stipulates on its owanthmark tax for
the purposes of its feasibility study and analysis.

= According to the OECD, the benchmark tax incorpogatthe set of
benchmark reliefs and exemptions, may compfise rate structure,
accounting conventions, the deductibility of compolsgpayments,
provisions to facilitate administration and provisonrelating to
iInternational fiscal obligations”(Source OECD, 2010)

= Where the tax system deviates from the benchmarkyx axjenditure is
said to exist.
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BENCHMARK TAX IN BULGARIA

In Bulgaria there is no legal definition of a benarkntax.

It should be stated out that the exact definitiorth&f benchmark tax is
very difficult taking into account the fact thategy single tax regulation
should be analysed in details in order to establishthveéineor not it
represents an immanent characteristic of a partitakaor an incentive for
a particular group of taxpayers, activity, econobr@nches, etc.

The definition of the benchmark tax requires to poout the most
Important principles of taxation (universality, comgness and equity) and
also the components of the tax system which in tegallsense could be a
measure of tax incentives but virtually are parthef benchmark tax and
should not be considered as tax expenditure.

It is not possible to stipulate unified benchmark @xdll taxes.

The general principles of the tax system could beliegpgo any tax,
however the specific characteristics of the varioyedampose a necessity
of differentiating a benchmark tax for each typdaod.



BENCHMARK TAX IN BULGARIA (2)

For the purposes of issuing a tax expenditure reporterms of the
identification of the tax expenditures and theirraate, a benchmark tax
has been defined concerning two categories of taxesome taxes and
consumption taxes.

Benchmark tax for income taxes

With regards to the income taxes, the benchmarksteadl include the
following main principles - universality of taxatiorgompleteness of
taxation, taxation of actual income, individual @aamn, annual tax cycle,
standard tax rates, tax depreciation system, etc.

The benchmark tax shall also include all the solgtipreventing double
taxation — application of methods resulting from agreets on double
taxation .



BENCHMARK TAX IN BULGARIA (3)
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Benchmark tax for consumption taxes

In terms of VAT and excise duty which are harmonise&la level, the
benchmark tax shall follow the principles that previded for in EU law
and are compulsory for all EU Member States.

All optional tax solutions adopted in the field oAV and excise duty
(solutions which the state may, but does not havaply) should be
considered as a deviation from the benchmark tax.

In regard to the tax rates, the benchmark tax imduble standard tax rates.
The reduced tax rates of VAT and excise duty shelltreated as tax
expenditure.

Benchmark tax also includes such solutions as théakion of the scope of
taxation for administrative or control purposes — fearaple excise duty
exemption for homemade wine and alcoholic beveragasufactured by
individuals for their own use and not intended fdesa



METHODS OF ESTIMATING TAX EXPENDITURES

A necessary condition for the proper allocation ofldetary funds is to
know their amounts.

= As opposed to direct transfers (budget expenditurediev of tax
expenditures is not known ex ante.

= Possibilities of determining their exact value ex afier the end of fiscal
year) are also limited as tax expenditures usuallyndb carry detailed
reporting requirements.

= The determining value of tax expenditures requagtamations performed
by application of specific methodology.

=  Applicable methods of estimating tax expenditures:
- Revenue forgone method,;

- Revenue gain method;

- Outlay equivalence method.
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METHODS OF ESTIMATING TAX EXPENDITURES (2)

Revenue forgone methedthe most frequently used method of estimationagf t
expenditures. The revenue forgone method comprisesstaimate of the amounts
that are not paid to the budget as a result oéxitence of a given tax expenditure.

Revenue gain methcd the method is based on the estimate of the amadlats
would have been paid to the budget if particular éxpenditures have been
eliminated from the tax system after taking in cdesation the change in the
behaviour of the taxpayers, which is due to thmielation of the expenditures.

Outlay equivalence metheedthe method comprises an estimate of the valubeof t
cash expenditures which are required for funding @harticular objective outside
the tax system (like for example expenditures fwrease of the social aid or
subsidies for purchase of new technologies).

For the purposes of issuing a tax expenditure repdtilgaria the revenue
forgone method has been used.



ESTIMATION OF THE TAX EXPENDITURES

= The tax expenditures have been estimated for a-ftea@e period (2007-
2009)

= The tax expenditures presented in the report arma&sil on the basis of
accounted data, contained in the tax returns amcdttistoms declarations,
and also on the basis of statistic information of thdg&ian National
Bank and the National Statistics Institute.

= Qverall estimate of the tax expenditures has beeremwadh includes:

- total value of the tax expenditures;

- estimate of the tax expenditures by type of taxes;

- estimate of the tax expenditures by type of tax measur

- estimate of the tax expenditures by objectives;

- estimate of the tax expenditures by economic branches;
- estimate of the tax expenditures by beneficiaries.
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IDENTIFIED TAX EXPENDITURES

In the analysed period, 35 types of tax expenditurave been identified. An
assessment of 26 types of tax expenditures (comgris#% of all expenditures)
has been made.

The analysis shows that considerable part of tkeet@enditures (26%) is not
estimated. The lack of estimate is due to thetfat tax returns do not contain the
required data or the data are generalised and cmilthe used to make a reliable
estimate of the corresponding tax expenditure.

Example:The annual corporate tax return contains genedalis®rmation about
the costs of depreciation recognised for tax puwpaH all types of depreciated
tangible and intangible assets. The informatioth& tax return is not sufficiently
specialised as a result of which the issuing oéstrmate of the tax expenditures in
terms of tax measures “Accelerated tax depreciatpmo 50% for machinery and
equipment” and “Accelerated tax depreciation (10@86)assets, formed as a result
of research and development activities” is not [mesi



TOTAL VALUE OF THE TAX EXPENDITURES

tax expenditures

(%)

(%)

/0

(BGN)
2007 470 532 532 0.78% 3.26¢
2008 402 298 663 0.58% 2.40%
2009 388 418 277 0.57% 2.61¢

/0
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= During the analysed period it is observed a decreafesimalue of the tax
expenditures as absolute amount and as percentage Girdss Domestic
Product (GDP) and of the tax revenue.

= |n year 2009, in comparison with 2007, the decreadbe total value of
the tax expenditures is BGN 82 114 255 or by 17.45%.



TOTAL VALUE OF THE TAX EXPENDITURES (2)
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= Throughout the analysed period a decrease both itathexpenditures as
% of the GDP (0.78% - 2007; 0.57% - 2009) and as %heftax revenue
(3.26% - 2007; 2.61% - 2009) is observed.




TOTAL VALUE OF THE TAX EXPENDITURES (3)

= The analysis shows that the estimated loss of revenueeasilaof the tax
expenditures represents less than 1% of the GDP (0of8¥e GDP in
2007 and 0.57% of the GDP in 2009).

= For comparison, this indicator varies from 0.74% ef @DP for Germany,
2% - The Netherlands, 4.9% - Poland to 12.79% foreédhiKingdom.

= The wide range of the values of these indicators & dn one hand, to the
existing differences in the tax systems of the varioatest and on the
other hand, to the different approaches and methedd in assessing the
tax expenditures.

= |n states such as Bulgaria that have adopted wideatsexdnd low tax rates
for the income taxes tax expenditures are fewer umbp to 50.

= Respectively in countries with narrow tax base or \ijh tax rates the
number of tax expenditures is much times greatereaches 380.




ESTIMATE OF TAX EXPENDITURES BY TYPES OF TAXES ANBY

TAX MEASURES

During the analysed period, expenditures are estidnat terms of types of tax.
They are measured by the following taxes: valueedddx, excise duties, corporate

income tax and personal income tax.

In 2007, tax measures related to corporate incaxamnd excise duties account for
the greatest relative shares of tax expenditu@®i &nd 25%, respectively.

Share of Tax Expenditure - 2007 year

pan

25%

53%
16%

6%



ESTIMATE OF THE TAX EXPENDITURES BY TYPES OF TAXESND

BY TAX MEASURES (2)
= During the analysed period, significant decreasearré¢hative share of the

tax expenditures by corporate income tax is obseasdiell as increase in
the relative share of tax expenditures by exciseeduti

Share of Tax Expenditure - 2009 year

299, 49%




ESTIMATE OF THE TAX EXPENDITURES BY TYPES OF TAXESND
BY TAX MEASURES (3)

= In 2009, with comparison to 2007, the decrease inlatessamount is BGN
121 513 884 or by 46.40%. The decrease is as a oféshkt declaration in
smaller amount of tax profit and corporate income laving direct impact
on the value of the tax expenditures.

= In the analysed period significant, increase is obskrire the tax
expenditures attributable to excise duties. In 200@h comparison to
2007, the increase in absolute amount is BGN 318E22or by 27.98%.
The greatest increase is observed in the tax measudeliCBe excise duty
rate for gas oil, used by registered agricultural poeds”.




ESTIMATE OF THE TAX EXPENDITURES BY OBJECTIVES

= Tax expenditures are estimated in terms of two miaj@ctives — economic
and social.

= Tax expenditures with economic objective concera thx measures
oriented towards stimulating the investments and iatons, the
development of particular regions and economic brasan the country,
etc.

= The relative share of the tax expenditures withneauc objective is
91.72% in 2007 and 84.63% in 2009.

= The analysis shows significant decrease in the tax expezsl with
economic objective. In 2009, with comparison to 20thé decrease in
absolute amount is BGN 102 892 228 or by 23.84%.




ESTIMATE OF THE TAX EXPENDITURES BY OBJECTIVES (2)

= Throughout the analysed period neither new tax edp@es were
iImplemented, nor existing ones were repealed. Thesdse is due mainly
to the declaration of smaller amount of tax profitd aorporate income tax
by companies having direct impact on the value ef thx expenditures
with economic objective.
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B Social O Economic @ Total tax expenditures
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ESTIMATE OF THE TAX EXPENDITURES BY ECONOMIC BRANKES

= The tax expenditures are estimated by economic beznc

= Throughout the whole three-years period the greagdstive share in the
tax expenditures is attributable to the tax expenetwof the following
branches: “Agriculture”, “Tourism” and “Energy”.

= The analysis shows that the greatest increase dhkhexpenditures is in
the branch of “Agriculture”. In 2009, with compansto 2007, the increase
In absolute amount is BGN 15 240 579 or by 18.01%.

= During the analysed period significant decrease is wvedem the tax
expenditures attributable to the the financial sector. 2009, with
comparison to 2007, the decrease in absolute vaB&M 63 813 000 or
by 81.58%.
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MAIN CONCLUSIONS OF THE TAX EXPENDITURE REPORT

= The Bulgarian tax system proposes few tax expenditufé® tax
expenditures are directed mainly towards stimulatdnthe economic
development and growth through stimulating the inwesit, innovation
and employment.

= During the analysed period decrease is observed taxhexpenditures as
a whole. The decrease is due mainly to the declarafiemaller amounts
of tax profits and corporate income tax, having aiienpact on the value
of the tax expenditures.

= Considerable part of the tax expenditures is not estohndue to the lack of
information related to tax incentives in the tatures. In this connection,
In the future it will be necessary to undertakeangito decrease the share
of non-estimated expenditures towards issuing of mm@aistic tax
expenditure reports.




MAIN CONCLUSIONS OF THE TAX EXPENDITURE REPORT (2)

= Part of the tax expenditures implemented yearshaye lost their impact
on taxpayers and are ineffective so that, at thisestg@y may cause only
decrease in the budget income without any benefthéoeconomy and
society.

= In terms of ineffective tax expenditures, a more pahensive feasibility
study has to be performed to provide answers as &t wktend their
Implementation, in their current form, is justified.
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RECOMMENDATIONS FOR IMPROVING THE PROCESS OF ISSWM

TAX EXPENDITURE REPORT

= Recommendation 1 — Periodic feasibility study and estimation of thaxt
expenditures — issuing a tax expenditure reportnorual or biannual basis;

= Recommendation 2 Publishing the tax expenditure report on the websi the
Ministry of Finance with the objective to improvieet transparency of the public
finance and the awareness of society;

= Recommendation 3 National definition of tax expenditure;

= Recommendation 4 Defining a benchmark tax — in terms of categorietarés or
by taxes;

= Recommendation 5 Decreasing the share of non-estimated tax expapdit

= Recommendation & Working out an assessment for the efficiency @& thx
expenditures;

= Recommendation # Repealing the ineffective tax expenditures;

= Recommendation 8- Issuing a preliminary “cost-benefit” analysis, when
implementing new tax expenditures in the future.

= Recommendation 9 Working out of medium-term forecast estimatesha tax
expenditures, for a period of three-years.
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