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INTRODUCTION

Tax policy underlies the economic and fiscal policy of the state and is an important
instrument in the regulation of the macroeconomic proportions. Besides being a key component
in the fiscal policy, tax policy should also be considered as an important lever for stimulating
foreign direct investment, economic growth and employment.

The main goal in tax policy is to set up the scope of taxation in such a way as to ensure
high efficiency and transparency of the tax system. Tax system efficiency refers to ensuring that
government fiscal needs are provided for, while maintaining the highest possible economic
growth and providing for an adequate standard of living for the public.

Such a compromise between fiscal, economic and social goals is achieved by distinguishing
the object of taxation (consumption, income or property) and designing the taxes themselves,
including their respective taxable base, tax rates and tax incentives. Such solutions enable higher
flexibility in terms of taxation scope and inducing taxpayer behaviours in line with government
expectations. On the one hand, the incentives are targeted at certain specific taxpayer groups,
while on the other hand, depriving the government of some of its potential tax revenue, or, to put
it differently, the government foregoes a portion of its tax revenue in order to achieve a certain
economic or social goal.

The Bulgarian tax system provides tax incentives aimed at inducing taxpayer behaviours
enhancing the development of certain regions, selected economic sectors and specific types of
activity, or a change in the social function of the tax system. Tax policy is characterized by
predictability, but at the same time encourages the development of the business by preserving
low tax rates of the direct taxes (corporate income tax and personal income tax), a broad tax base
and a small number of tax incentives. An analysis of the tax systems of other EU Member States
shows that the countries with higher direct tax rates have a significant number of tax incentives
and relief, reduced tax rates and tax exemptions of certain income and gains categories. From a
legal point of view, tax incentives can take various forms: low tax rates for profit tax and dividend
tax, reduced tax rates, tax holidays, investment tax credits, accelerated tax depreciation, tax loss
carry forward, etc. The common feature shared by the various forms of tax incentives is a
reduction in tax liabilities and hence a reduction in potential tax revenues in the budget.

Any loss of tax revenue resulting from granting tax incentives is considered tax
expenditure.

Tax expenditures are de facto substitutes for budget expenditures, and under certain
conditions they can be an alternative to direct transfers from the central government or
municipal budget.

Unlike budget expenditures, which are subject to in-depth analysis, monitoring and
control, tax expenditures often remain outside the scope of such supervision. One of the main
reasons is that budget expenditures are usually dealt with in a single piece of legislation, while tax
expenditures tend to be scattered across a number of tax legislation acts, in various forms which
makes them hard to analyse and evaluate.

Such a situation is detrimental to the transparency of a country’s financial governance and
jeopardizes the proper allocation of public funds. That is why measuring tax expenditures is key3
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to national fiscal policy-making. On the one hand, measuring tax expenditures makes it possible
to distribute and redistribute public funds; while on the other hand, it serves as a point of
reference in measuring the efficiency of each tax expenditure item and the tax system as a whole.

I. TAX EXPENDITURE REPORT — ESSENCE
———

Tax expenditure reporting has become a long-established practice in most European Union
Member States and in member countries of the Organisation for Economic Co-operation and
Development.

Annual Tax Expenditure Reports are prepared and published in order to provide
transparency concerning provisions regulating tax incentives.

In @ number of European Union Member States the issuance of Tax Expenditure Reports is
regulated by law, with those Reports having a direct link to the central government budget and
are included in the budget process.

A Tax Expenditure Report is issued annually but there are some exceptions as well, with
some countries reporting their tax expenditures once every two or three years.

Il. WHY IT IS NECESSARY TO REPORT TAX EXPENDITURES IN BULGARIA
I

In Bulgaria, this is the tenth time a Tax Expenditure Report has been issued. The first Tax
Expenditure Report covers a three-year period (2007-2009). The second Tax Expenditure Report
covers a two-year period (2010-2011). The Tax Expenditure Report for 2012 introduces a
preparation of annual reports on tax expenditures.

Bulgaria’s national legislation provides the requirement to report tax expenditure
pursuant to the provisions of Article 16(4) of the Public Finance Law. The report aims, on the one
hand, to increase transparency in public finance, and on the other hand, to raise public awareness
of the tax preference system and the size of tax incentives.

This Tax Expenditure Report covers a quantitative assessment of the different types of tax
incentives and tax reliefs for 2019.

The report includes tax expenditures by type of tax measure (incentives) related to value
added tax, excise duties, corporate income taxes and personal income taxes.

Tax expenditures presented in this Report have been estimated on the basis of aggregated
reporting data stated in tax returns and customs declarations provided by the National Revenue
Agency and the Customs Agency, and on the basis of statistics provided by the Bulgarian National
Bank and the National Statistical Institute.

Regarding the data sources, attention should be paid to the requirement introduced on
01.01.2020 for submission of information by employers under Article 73(6) of the Personal
Income Tax Act for income from employment relationships for 2019, including data on tax reliefs
used with the employer for these incomes. The change is part of a completely new concept for
creating an opportunity for introducing the principle of the pre-filled tax return and removing4
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the paper form of the official notices under Art. 45 of the Personal Income Tax Act for the taxable
income acquired during the year and the withheld tax of individuals. The availability of this new
information gives the opportunity, for the first time, to include the value of tax expenditures from
tax preferences used with the employers in the report, currently during the year or in the annual
recalculation of the tax by the employer under the main employment relationship. As a result of
the data added the amount of the relevant tax expenditures under the Personal Income Tax Act
has significantly increased (by 89.5%).

lll. TAX EXPENDITURE REPORTING
[
Tax expenditure reporting covers the following main stages:
= Making a list of the existing tax incentives under the Value Added Tax Law, the Excise Duty

and Tax Warehouses Law, the Corporate Income Tax Law and the Personal Income Tax
Law for 2019;

= Defining tax expenditure;
= Defining benchmark taxes by type of tax;

» |dentifying which of the tax incentives are tax expenditure and which are part of the
benchmark tax;

= Making a list of the 2019 tax expenditures;
= Selecting methods of measuring tax expenditures;

= Analysing the available information and the sources of information measuring tax
expenditures;

= Measuring Tax Expenditures;

= Recommendations for improvements in tax expenditure reporting.

IV. DEFINING TAX EXPENDITURE
I

From a legal point of view, tax incentives can take various forms: low tax rates for profit
tax and dividend tax, reduced tax rates, tax holidays, investment tax credits, accelerated tax
depreciation, tax loss carry forward, etc.

The term ‘tax incentive’ generally refers to a provision in tax legislation resulting in the
reduction of the taxable base or the amount of the tax payable. A key feature shared by all forms
of tax incentive is that tax liabilities are thus reduced, and hence they all lead to a reduction in
potential tax revenues for the budget. Any loss of tax revenue resulting from granting tax
incentives is considered tax expenditure.

Although there is a very close link between tax incentives and tax expenditures, the
definition of the term ‘tax incentive’ is not sufficiently exhaustive to enable the identification of
tax expenditures.
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The identification of tax expenditures is a complex process, yet it is a prerequisite for
measuring their value. It should be noted that not all tax treatments which represent measures
granting tax incentives constitute tax expenditures proper. Some tax measures have been
adopted in order to rationalise the tax system or to reduce tax administration costs, or they ensue
from international obligations or obligations relating to European Union membership.

An analysis of other countries’ Tax Expenditure Reports and the research of a number of
publications by international organisations points to the conclusion that there is no single or
generally accepted definition of tax expenditure. On the one hand, this is due to the substantial
diversity among the various national tax systems, and on the other hand, to their diverging
approaches to the function of tax expenditures.

A considerable number of the countries which issue regular Tax Expenditure Reports have
adopted the OECD (Organisation for Economic Co-operation and Development) definition of tax
expenditure. According to OECD, “Tax expenditure is a transfer of public resources that is
achieved by reducing tax obligations with respect to a benchmark tax (i.e. the standard tax
system), rather than by a direct expenditure”.

For the purposes of the first Tax Expenditure Report, the authors have adopted the
definition of tax expenditure of the Organisation for Economic Co-operation and Development. It
recommends adopting a national definition of “tax expenditure” for the purposes of analysing
and measuring tax expenditures in Bulgaria.

This recommendation has been reflected in the Public Finance Law effective as from 1
January 2014 by introducing the definition of "tax expenditure".

Within the meaning of §1, item 9 of the Additional Provisions of the Public Finance Law,
"tax expenditure" means indirect expense made through the tax system by virtue of a legislative
provision which leads to reducing or deferring budget revenue in order to achieve a specific
economic or social objective".

| . Defining tax expenditure

Tax expenditure is an indirect expenditure made through the tax system to promote
economic or social goals by virtue of provisions of tax law or regulation that reduce or postpone
revenue for a certain category of taxable persons relative to a benchmark tax for the respective
tax.

V. WHAT IS A BENCHMARK TAX

Defining a benchmark tax is crucial for determining whether a given tax provision
constitutes a tax expenditure or it is an inherent feature of the tax system.

Global practice indicates that there is no single generally accepted model for
benchmarking taxes due to the diversity of tax systems in the various countries. Each country
defines its own benchmark taxes for the purposes of its own research and analysis.

VI. DEFINING BULGARIAN BENCHMARK TAXES
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In Bulgaria, there is no universal definition of benchmark tax.

It should be pointed out that it is very difficult to define precisely benchmark taxes (the
standard tax system), considering that each tax provision ought to be analysed very well in order
to determine whether it is an inherent feature of a given tax or an incentive for a certain group of
taxpayers, activities, economic sectors, etc.

To define a benchmark tax, it is necessary to indicate the most important principles of
taxation, and identify those elements of the tax system which, in legal terms, may be a measure
granting tax incentives, but in practice are part of the benchmark tax and should not be
considered tax expenditure items. The general principles of a tax system are universality,
comprehensiveness and justice of taxation. Other elements which should be recognised as part of
the benchmark are the standard tax rates (the respective rates of value added tax, corporate
income tax and personal income tax, etc.), the tax depreciation system, the possibility to reduce
the annual taxable base (e.g. by deducting the obligatory social security and health insurance
contributions), and the principles set up in the EU law, which are binding for all Member States.

It is not possible to define a single benchmark applicable to all taxes. The above principles
can be applicable to each tax, but the characteristics of individual taxes require a definition of a
benchmark for each type of tax. In value added tax and excise duties, which are harmonised at
the EU level and the structure of which ensues from Community Law, there is very little leeway
left for Member States in shaping their final design.

For the purposes of this report, in order to identify and estimate tax expenditures, the
authors have defined benchmarks in terms of two categories of taxes: taxes on profits and
income, and taxes on consumption.

B 6.1. Benchmark Tax in Profit and Income Taxation

The benchmark in profit and income taxation will be based on the following main
principles:
= Universality of taxation: profits and income of legal persons and individuals are subject to
taxation, regardless of their economic activity or their region of operation;

= Completeness of taxation: any profit/income is subject to taxation, regardless of their
source, the category of payer, or the purpose for which such profit/income is intended;

* |ndividual taxation: the tax is levied on each legal person or individual which/who receives
the proceeds or income;

= Annual assessment of the tax payable;
= Standard tax rates for taxes on profits or income;
= Tax depreciation system.

Tax provisions which correspond to the above principles ought to be considered elements
of the benchmark tax and a point of reference in identifying tax expenditures. The benchmark tax
will also include all provisions related to avoiding double taxation, i.e. tax exemption or applying
the tax exemption methods regulated in bilateral double taxation agreements to which the
Republic of Bulgaria is a party signatory. -
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B 6.2. Benchmark Tax in Terms of Consumption Taxation — Value Added Tax and
Excise Duties

In terms of VAT and excise duties, the benchmark tax will follow the principles which are
binding for all EU Member States and are enshrined in EU legislation.

Mandatory exemptions from taxation according to European legislation are a benchmark.
All possible tax exemption options which are not binding for Member States and are a matter of
national regulation ought to be considered a deviation from the benchmark tax, i.e. tax
expenditure items. The same refers to tax rates. The benchmark tax involves a standard (base)
rate. Reduced tax rates (for value added tax and excise duties) ought to be treated as tax
expenditure items. Any legal provision which narrows the scope of taxation due to administrative
or control considerations — for example, exemption from excise duty for alcoholic beverages
produced by individuals for their own consumption and not intended for sale, should be
considered a benchmark, and not a tax expenditure item.

VIl. METHODS OF MEASURING TAX EXPENDITURES
I

One prerequisite for the proper distribution of public funds is to determine their amount
accurately beforehand. Unlike direct transfers (public budget expenditures), the amount of tax
incentives is not known ex ante. The possibilities of establishment of their precise amount ex post
(after the end of the financial year) are also limited, particularly in cases where there is no
requirement for detailed reporting of tax expenditures in the tax returns.

That is why measuring tax expenditures requires estimations arrived at by applying a
specific set of methods.

The most common method of measuring tax expenditures is the method of ceding
revenue (revenue foregone), which involves estimation of amounts not paid into the budget as a
result of the existence of a given tax expenditure item.

Other applicable methods include the method of receiving revenue (revenue gain) and the
outlay equivalent method.

The revenue gain method is based on estimating amounts which would have been paid
into the budget, had certain tax expenditures been eliminated from the tax system, but factoring
in any changes in taxpayer behaviour resulting from eliminating such expenditures.

The outlay equivalent method consists in measuring cash outlays which would be required
to finance a given goal outside the tax system (for example, cost of raising the amount of social
assistance or subsidies for purchasing new technology).

For the purposes of this report, the method used is that of revenue foregone.

VIII. TAX EXPENDITURE ESTIMATES

Tax expenditures have been estimated for 2019.
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Tax expenditures presented in this Report have been estimated on the basis of reporting
data stated in tax returns and customs declarations, and on the basis of statistics provided by the
Bulgarian National Bank and the National Statistical Institute.

All tax expenditures have been estimated, and their measurement includes:
= Total amount of tax expenditures;

= Tax expenditure estimates by type of tax;

= Tax expenditure estimates by type of tax measure;

= Tax expenditure estimates by goal;

= Tax expenditure estimates by economic sector and subsector;

= Tax expenditure estimates by beneficiary.

| 8.1. Total Amount of Tax Expenditures
Year Total Amount of % of GDP % of Tax Revenue
Tax
Expenditures
(in BGN)
2019 707,563,767 0.59% 2.01%
Total Amountof Tax Expenditures in 2019
3% A
2% A
1% -
0% - -
m% of GDP 0% of tax revenue
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2019

As to tax expenditures, the number of the measures remains the same in 2019, while in
absolute terms an increase of 11.5% (BGN 72.8 million) is observed for 2019 as against the
previous year. The main reason is the expansion of the scope of the reported persons from the
group of tax measures under the Personal Income Tax Act, with the increase from this measure
only being estimated at BGN 57.8 million (89.5%) on an annual basis.

The analysis indicates that the estimated loss of revenue resulting from tax expenditures is
less than 1% of GDP (0.59% of GDP for 2019).

Reducing the number and the amount of tax expenditures is often seen as an
improvement in the tax system as it simplifies the tax code and broadens the tax base. The latter
is crucial for the developing economies because using domestic revenue is a key determinant of
economic development.!

In countries with a broad tax base and low tax rates for profit and income taxation such as
Bulgaria, the number of tax expenditure items is low, up to 40. Conversely, in countries with a
narrow tax base or high tax rates, the number of tax expenditure items is several times higher.

B 8.2. Tax expenditure Estimates by Type of Tax

Tax expenditures in 2019 were estimated by type of tax: value added tax, excise duties,
corporate income tax and personal income tax.

For 2019, a total of 40 tax expenditure items were identified. On the basis of the
information available, 30 tax expenditures were measured (accounting for 75% of all expenditure
items identified). Tax expenditures not measured account for 25% of all expenditure items.

The largest relative share in the estimated tax expenditures comes from tax expenditures
associated with corporate taxes (39.7%), followed by tax expenditures associated with VAT
(22.6%) and excise duties (20.5%).

Type of Tax Number of Number of Tax Estimate % of Tax Revenue
Tax Expenditure (in BGN)
Expenditure | Items Measured
items

VAT 2 1 159,521,896 0.45%
Excise duties 7 7 145,059,530 0.41%
Corporate income 19 10 280,654,525 0.80%
taxes

Personal income 12 12 122,327,816 0.35%
taxes

1 Neubig, Tom and Agustin Redonda (2017). “Shedding Light on Hidden Government Spending: Tax
Expenditures”, IMF Public Financial Management Blog, International Monetary Fund, https://blog-
pfm.imf.org/pfmblog/2017/12/shedding-light-on-hidden-government-spending-tax-expenditures.html . 10
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Total, all taxes 40 30 707,563,767 2.01%

The analysis of the sources of information used to make a tax expenditure measurement
aimed at reducing the share of unmeasured tax expenditures indicates that only a quarter of tax
expenditures can not to be estimated. The absence of an estimate is due to the fact that tax
returns do not contain the relevant data, or contain aggregated information which cannot be
used to measure the respective tax expenditure item reliably.

In this regard, due to unavailable detailed and comprehensive information reflecting the
exact impact of some of the tax expenditures on the state budget, the quantitative assessment of
their effects in the annual reports is not possible. This is reflected in Amount column as , The tax
expenditure has not been measured”.

For example, the annual tax return filed under Article 92 of the Corporate Income Tax Act
contains aggregated information concerning the tax deductible cost of depreciation/amortisation
for all tax depreciable tangible and intangible assets. The information provided by means of the
tax return is not sufficiently broken down to enable the estimation of tax expenditures under tax
measures “Accelerated tax depreciation of up to 50 % for machines and equipment” and
“Accelerated tax depreciation (100 % per annum) for assets generated as a result of R&D”.

On the one hand, it is necessary to simplify administrative procedures, including the
procedure of filling in and filing tax returns, in order to reduce the administrative burden and the
cost of compliance for taxpayers. On the other hand, the unavailability of certain information
concerning tax incentives under corporate and personal income taxation prevents the measuring
of the actual size of tax expenditures and the production of a realistic Tax Expenditure Report.

. 8.3. Tax Expenditure Estimates by Type of Tax Measure

Tax expenditures have been estimated by type of tax measure for the following types of
taxes: value added tax, excise duties, corporate and personal income taxation.

1. Tax Measures Associated with Value Added Tax

In tax expenditures associated with value added tax, the highest relative share is that of
the tax expenditure under tax measure “Reduced tax rate for accommodation in hotels and other
similar establishments”.

Tax Measure Type Year of % of Tax Revenue Amount
introduction from VAT (in BGN)
Special regime for charging VAT on 2007
imports and a 30-day deadline for
VAT refunds X The tax expenditure has

not been measured.

1
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Reduced tax rate (9 %) for 20073 1.44% 159,521,896
accommodation provided at hotels
and other similar establishments?

Total 1.44% 159,521,896

Compared to the previous year, the “Reduced tax rate (9%) for accommodation provided
at hotels and other similar establishments” measure reports a growth by BGN 16.7 million (11.7%)
for 2019. The factor influencing the amount of tax expenditure for the reference period in terms
of activities related to accommodation in the country is the growth on an annual basis in
revenues from accommodation in the country for 20194,

2. Tax Measures Associated with Excise Duties

Tax Measure Type Year of % of Tax Amount
introduction Revenue (in BGN)
from Excise
Duties
Refund of excise duty paid on alcohol 2006 - 0°

and alcoholic beverages when used
for medical purposes

Zero-rate excise duty on electric 2007 0.42% 22,820,100
power for household consumption
Reduced excise rate on natural gas 2006° 0.53% 29,090,684

used as motor fuel and zero-rate
excise duty on natural gas used for
household purposes

Reduced excise rate on ethyl alcohol 2006 0.02% 921,029
(rakiya) produced in specialised small

distilleries, amounting to BGN 550

per 1 hectoliter of pure alcohol

Reduced excise rate on beer 2009 0.06% 3,538,133
produced by small independent

breweries

Remittance of excise duty on 2006 1.52% 83,580,834

2 For 2014 there is a change in the methodology for calculating the effect of the reduced rate for
accommodation provided in hotels and similar establishments. Calculations are based on the NSI data.

8 The tax measure was introduced in 2007 at a reduced tax rate of 7 % and which was changed to
9% as from April 2011.

4 Source data: NSI.

> In 2019, there is no refunded amount for paid excise duty on alcohol and alcoholic beverages
used for medical purposes

6 The ,,Reduced excise rate on natural gas used as heating fuel for industrial purposes” tax measure
was introduced in 2006 at a tax rate of BGN 0 per 1 gigajoule. In April 2012 it was changed to BGN 0.85 per
1 gigajoule. 12
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purchased gas oil used in primary
agricultural production

Zero-rate excise duty on sales of coal 2007 0.09% 5,108,750
and coke to individuals
Total 2.64% 145,059,530

The decrease in the total amount of tax expenditures associated with excise duties is due
to the “Reduced excise rate on natural gas used as motor fuel and zero-rate excise duty on
natural gas used for household purposes” and ,Zero-rate excise duty on sales of coal and coke to
individuals“ tax measures which is BGN 14.7 million (33.6%) and by BGN 1.2 million (19.5%),
respectively, compared to the previous 2018 year.

For 2019, tax expenditures associated with two tax measures have the biggest relative
share in tax expenditures associated with excise duties:

= “Remittance of excise duty on purchased gas oil used in primary agricultural
production” — 57.6% of the total amount of tax expenditures associated with excise
duties for 2019;

= “Reduced excise rate on natural gas used as motor fuel and zero-rate excise duty on
natural gas used for household purposes” — 20.1% of the total amount of tax
expenditures associated with excise duties for 2019.

3. Tax Measures Associated with Corporate Income Taxes

Tax Measure Type Year of % of Tax Amount
introduction Revenue from (in BGN)
Corporate Taxes
Tax rate of withholding tax on Income 2007 0.42% 11,895,461

from dividends and shares in
liquidation surplus - 5 %

Tax exemption of any income from 2007 X The tax expenditure has not
disposition of financial instruments been measured.
admitted to trading on a Regulated

Market

Tax exemption from corporate income 2007 X The tax expenditure has not
tax for collective investment schemes, been measured.

national investment funds and special

7 Over the years, State Aid has been provided and reported in different forms. In the period from
2010 to 2013 the measure was canceled, after that recovered as a special procedure for deducting excise
duty in return for fuel vouchers in the form of state aid for the agricultural sector until June 2016 when it
was canceled. The measure continues being implemented during the period under consideration as a
»Special procedure for remittance of excise duty on purchased gas oil used in primary agricultural
production” measure regulated in Article 47a of the Agricultural Producers Support Act and Article 45e of
the Excise Duties and Tax Warehouses Act. 13
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purpose vehicles

Tax exemption from corporate income
tax for the Bulgarian Red Cross

Tax exemption from corporate income
tax and income tax for institutions of
higher education

Tax exemption from corporate income
tax and income tax for the Bulgarian
Academy of Sciences, the Academy of
Agriculture, etc.

Remission of up to 100 per cent of the
corporate income tax for undertakings
engaging in manufacturing activities in
municipalities with high
unemployment rates
incl. tax relief constituting de
minimis aid
incl. in cases of tax relief
constituting regional aid

Remission of up to 60 per cent of the
corporate income tax for registered
agricultural producers

Remission of corporate income tax for
undertakings employing people with
disabilities

Remission of 50 per cent of the
corporate income tax for social security
and health insurance funds

Accelerated tax depreciation (100% per
annum) for assets generated as a result
of R&D

Tax losses carry forward
Tax deductible expense for donations

Tax deduction for hiring unemployed
persons

Remission of 50 per cent of the income
tax for budget enterprises

Tax exemption of fringe benefit
expenses on food vouchers

Accelerated tax depreciation

Tax-recognized cost upon grant of
scholarships

2007

2007

2007

2007

2007

2007

2007

2007

2007
2007
2007

2007

2007

2007

2007

0.32%

0.09%

0.23%

0.90%

0.04%

0.0002%

6.92%
0.12%

0.03%

1.11%

0.01%
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The tax expenditure has not
been measured.

The tax expenditure has not
been measured.

The tax expenditure has not
been measured.

9,180,730

2,518,387

6,662,344

25,629,746

1,026,077

4,774

The tax expenditure has not

been measured.

196,949,885
3,288,722

The tax expenditure has not
been measured.

736,074
31,599,211
The tax expenditure has not

been measured.
343,845
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Total® 9.86% 280,654,525

Note: Tax measures under corporate taxes include “Tax losses carry forward” as a tax
expenditure item, although this measure does not constitute in its essence a tax expenditure.

Compared to the previous year, the “Tax losses carry forward” measure reports a growth
by 10.4%.

4. Tax Measures Associated with Personal Income Taxes

Tax Measure Type Year of % of Tax Revenue Amount
introduction from Personal (in BGN)
Income Taxes
Tax relief for persons with reduced 2007 1.96% 78,522,132
working capacity®
Tax relief for personal contributions 2007 0.01% 224,206

for contributory service upon
retirement®

Tax relief for personal voluntary 2007 0.19% 7,773,842
social and commercial insurance
contributions®

Tax relief for donations® 2007 0.01% 355,848
Tax relief for young married couples 2009 0.02% 913,350
Tax relief for children®1° 2005 0.15% 6,085,106
Tax relief for children with 2015 0.04% 1,739,659
disabilities®

Tax incentives for sole proprietors 2007 0.08% 3,316,217

(incentives under CITL which can be
used by sole proprietors)

Tax relief when applying the In force since the 0.20% 7,895,448
"Exemption with progression” year of entry into
method of avoiding double taxation force of the

respective DTAC

8 The ,Tax deduction when submitting electronically an annual tax return and annual activity
report and corporation tax paid until 31 March of the following year, but not more than BGN 1,000“
measure has been abolished since 1.01.2018 and pursuant to the provisions of § 48 of CITA, the tax returns
for which the obligation to be submitted arises after the 31st day of December 2017 shall be submitted
only by electronic means.

9 In 2019, the scope of information has been extended. Besides the persons who submitted an
annual tax return for 2019 under Art. 50 of the Personal Income Tax Act, it also includes the persons who
have used the relief with the main employer.

10 Tax measure was introduced in 2005, was in force until end- 2008, then was canceled and was
resumed again in 2015. 15
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related to the
method applicable
- "Exemption with
progression”

Tax deduction for electronic 20074 0.05% 2,061,258
submission of annual tax returns by
31 March of the following year: the
persons use a 5 % rebate of the
balance of tax due under the annual
tax return, but not more than BGN
500, provided that they have no
public obligations subject to coercive
enforcement at the time of
submission of the return, and the tax
due is paid until 31 March of the
current year
Remission of the annual income tax 2010 0.33%
up to 60 per cent for sole proprietors 13,306,734
registered as agricultural producers
Tax relief for non-cash payments 2017 0.003% 134,016
effected

Total 3.06% 122,327,816

B 8.4. Tax Expenditure Estimates by Goal

Tax expenditures have been estimated in relation to two main groups in accordance with
their goals — an economic goal and a social goal. Tax expenditures with an economic goal refer to
tax measures aimed at promoting foreign direct investment and innovation, increasing
employment, developing certain regions and economic branches in the country.

Tax expenditures with a social goal refer to tax measures aimed at certain categories of
individuals.

For 2019 the relative share of tax expenditures with an economic goal was 78.3% and of
tax expenditures with a social goal — 21.7%, respectively in the total amount of tax expenditures
for 2019.

11 The parameters of the measure have been changed in 2019, as the deadline for submitting tax
returns was extended from January 31 to March 31. In relation to the adopted legislative measures in § 27,
paragraph 3 of the Emergency Measures and Actions Act announced by a decision of the National
Assembly of 13 March 2020 (promulgated, SG, issue 28 of 24.3.2020), for the natural persons carrying out
economic activity within the meaning of the Commerce Act, as well as for persons registered as farmers
who have opted to form a taxable income from a tax profit determined by the order of CITA, this deadline
was extended from 31 March to 31 May 2020. 16
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Goal Amount % of Tax Revenue
(in BGN)
Economic goal 553,897,745 1.57%
Social goal 153,666,022 0.44%
Total 707,563,767 2.01%

Tax Expenditure Estimates by Goal for 2019in
million BGN

800.0
700.0 A
600.0
500.0 A
400.0 ~
300.0 A
200.0 A

100.0 -

0.0 -

B Social goal OEconomic goal B Total

| . 8.5. Tax Expenditure Estimates by Economic Sector and Subsector

Tax expenditures have been estimated by economic sectors and subsectors.

Economic sector Amount % of Tax Revenue
(in BGN)
Agriculture 122,517,314 0.35%
Energy 57,019,535 0.16%
Tourism 159,521,896 0.45%
Financial sector 4,774 0.001%
Other 368,500,248 1.04%
Total 707,563,767 2.01%

17
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Tax Expenditure Estimates by Economic sector
and Subsector for 2019 in million BGN

Other
521%_ —— Agriculture
17.3%
Energy

8.1%

Financial sector
0.001%

Tourism
22.5%

Note: For the purposes of estimating tax expenditures, the category of ,Other” includes
several economic sectors (food and beverages, pharmaceuticals, etc.) and tax expenditures
associated with general tax measures (for example, , Tax losses carry forward”) or tax measures
for promoting regional development and employment which, on the one hand, cover a
considerable number of sectors and, on the other hand, are hard to differentiate by economic
sector (for example, ,Remission of up to 100 per cent of the corporate income tax for
undertakings engaging in manufacturing activities in municipalities with high unemployment
rates”).

B 8.6. Tax Expenditure Estimates by Beneficiary

Tax expenditures have been estimated for two main categories of beneficiaries: legal
persons and individuals.

For 2019 the relative share of tax expenditures where the beneficiaries are legal persons
was 74.4%, and that of tax expenditures where the beneficiaries are individuals was 25.6% of the
total amount of tax expenditures for 2019.

Beneficiary Amount % of Tax Revenue
(in BGN)
‘ Legal persons | 526,422,589 | 1.50% |

18
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Individuals 181,141,178 0.51%
Total 707,563,767 2.01%
Tax Expenditure Estimates by Beneficiary for 2019
in million BGN
800
700 A
600 -
500 H
400 -
300 A
200 -
100
0 -
m Individuals O Legal persons B Total

Note: For the purposes of estimating tax expenditures, the “Legal persons” category
includes resident legal persons, including non-personified entities and permanent establishments
of non-resident persons in Bulgaria.

IX. POSSIBILITIES FOR IMPROVEMENTS IN TAX EXPENDITURE REPORTING
L —

= Regular review and measuring of tax expenditures, issuing a Tax Expenditure Report
annually;

= Publishing of the Tax Expenditure Report on the website of the Ministry of Finance in
order to increase transparency in public finance and raise public awareness;

= Analysis of the information requirements and information sources for the purposes of tax
expenditure measurement;

= Reducing the share of unmeasured tax expenditures;

= Update of the Tax Expenditure Report for previous years, where possible, to assess the
unmeasured tax expenditures;

= Assessing the tax expenditure efficiency; 19
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= Conducting a cost-benefit analysis before introducing any future tax expenditures;

= Developing short- and mid-term forecasts for tax expenditures.

CONCLUSION

The Bulgarian tax system provides a small number of tax expenditure items. Generally, tax
expenditures are aimed at stimulating economic development and growth by promoting
investment, innovation and employment.

The Report shows that a considerable part of tax expenditures related to corporate income
tax incentives have not been measured, due to the unavailability of information about them. In
that regard, appropriate actions continue to be taken to reduce the share of unmeasured
expenditure, without increasing the administrative burden and the costs of taxpayers.

Last but not least, it should be noted that part of the tax expenditure measures introduced
several years ago have now lost their ability to influence taxpayers and are inefficient, and at this
point their only effect is to reduce budget revenue, without adding any real value for the
economy and the society. Such inefficient tax expenditures should be subject to an in-depth
review to explore the question of how justified it is to retain them in their present form.

For additional information, please contact:
Tax Policy Directorate

Ministry of Finance
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