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Executive Summary

While municipalities in Bulgaria play a key role in
local governance and administration, the fiscal
system remains highly centralized. Municipalities
are the primary administrative and territorial units
responsible for essential public services such as ed-
ucation, health care, and social protection. However,
Bulgaria’s fiscal system is highly centralized with total
municipal expenditures accounting for about one-
fifth of general government spending. Similarly, local
government revenue, including grants and European
Union (EU) funds, amounts to approximately 8 per-
cent of gross domestic product (GDP) (2023), com-
pared to the EU-27 average of about 11 percent. Local
tax revenues are less than 1 percent of GDP in Bulgar-
ia, compared to almost 4 percent for the EU-27, high-
lighting the limited revenue autonomy of Bulgarian
municipalities. About 95 percent of local tax revenue
comes from three taxes—recurrent real estate tax, ve-
hicle ownership tax, and property acquisition tax —
while other local taxes generate negligible revenue.

Despite past efforts toward greater fiscal decen-
tralization, Bulgaria’s municipalities rely heavily on
transfers from the central government. Given limit-
ed own-source revenues, most municipal spending
is funded through central government transfers.
Transfers account for approximately 69 percent of
total municipal revenue, with the largest share—54
percent in 2023—being transfers for so-called del-
egated activities or activities delegated from the
central to local governments. Equalization transfers
account for about 4 percent of total municipal rev-
enue, and transfers for capital expenditure consti-
tute another 4 percent.

Over half of municipal spending is allocated to
delegated activities, funded by conditional trans-
fers, over which municipalities have little autono-
my. Municipalities have minimal control over the use
of these funds and are merely required to pass them
to the ultimate beneficiaries such as schools and
clinics. They also carry out local activities, including
solid waste management, local street maintenance,
certain social services, and various administrative
and regulatory functions. These functions are fi-
nanced through a combination of local own-source
revenues and other central government transfers.

Figure ES1. Local government revenues in Bulgaria and
EU-27 (% of GDP, 2023)
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Figure ES2. Local government revenues in CEE
countries (% of GDP, 2023)
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Figure ES3. Municipal revenues, % of total
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Figure ES4. Financial independence of local
governments in Bulgaria (2014-2023)
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Source: Institute for Market Economics (IME) based on Ministry of Finance
(MoF) (Bulgaria)

The regulatory frame limits both the number of
taxes and the tax rates that municipalities can im-
pose. The Act on Local Taxes and Fees assigns eight
taxes to local governments: (i) recurrent tax on im-
movable property; (ii) inheritance tax; (iii) donations
tax; (iv) tax on the purchase of immovable property;
(v) vehicle tax; (vi) patent tax; (vii) tourist tax; (viii) tax
on taxi transport of passengers. The recurrent tax on
immovable property, the tax on purchase of immov-
able property and the vehicles tax together gener-
ate some 95% of all tax revenue for municipalities.
Noteworthy, Bulgarian municipalities do not collect a
share of income taxes, unlike other EU countries like
Poland, Croatia and Latvia. In addition, municipali-
ties cannot impose any new tax unless related legal
amendments are passed through parliament. The fis-
cal autonomy of municipalities is further restrained
by legally binding upper and lower bounds for tax
rates. Municipalities also collect fees for various
services, but only the waste collection fee generates
non-negligible revenues.

Figure ES5. Local revenues from recurrent real estate
tax in Bulgaria (BGN millions and % of GDP, 2014-2023)
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In addition to the relatively low weight of own-
source revenue in municipal budgets, the tax
base for real estate taxes has gradually erod-
ed over the years, undermining municipalities’
fiscal capacity. Over the past 15 years, the real
estate property tax base has eroded due to an
administrative approach to tax assessments that
decouples the tax base from market trends. The
property tax assessment is based on a formula
that includes a fixed base tax value per square
meter depending on the structure and type of the
building, a location coefficient based on territorial
zoning, and other coefficients for infrastructure,
individual characteristics, building height, and
weathering. None of these components have been
updated since 2009, resulting in a significant gap
between tax assessments and market prices of
real estate. The latter have doubled across most
of the country from 2015 to 2024, while in Sofia
they increased 2.4 times.

2 One of the few material changes in the Law on Local Taxes and Fees affecting the recurrent real estate tax since 2009 was a legal amendment stipulating
that the tax assessment of properties owned by legal entities is the higher value between their book value and their tax assessment (2011).
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Figure ES6. House price dynamics in big cities and gap between tax assessments and market prices in Sofia
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The gap between market prices and tax assess-
ments of real estate averages 2.5-3 times, high-
lighting the urgent need to reform the current tax
base-setting mechanism. In Sofia, where the real
estate market is most dynamic, market prices ex-
ceed tax assessments 3.5-4.5 times, with the gap
widening to 5-6 times in trendy areas with outdated
location coefficients. While the gap in Sofia is the
largest, other cities also show a substantial dispar-
ity, averaging 2.5-3 times and similarly widening
in recent years. Real estate transactions involving
mortgage-backed bank loans report higher average
transaction prices, likely due to tax evasion in the
absence of creditor scrutiny. In Sofia, for instance,
the average value of mortgage-backed transactions
is 3.5 times higher than tax assessments and 2.8
times higher for non-mortgage-backed deals. This
suggests that the actual gap between market pric-
es and tax assessments is most likely higher due to
underreporting of transaction prices for tax evasion
purposes.

Given the importance of recurrent property tax-
ation for municipal revenue, the widening gap
between tax bases and market prices calls for
reform of the tax base setting mechanism. One
approach would be to update certain elements in
the existing tax assessment formula, particularly
the tax base value and the outdated territorial zon-
ing, which have not been updated for more than 15
years. Thereafter, a mechanism for regular update
of those elements should be integrated into the leg-
islation. Another option would be a more compre-
hensive reform that aligns the tax base with current

Sofia - Center

7000
6000
5000
4000
3000
2000
1000

5815

1737

Tax assessment
(BGN per sq.m.)

Market price
(BGN per sqg.m.)

market values through a mass valuation system.
Such areform would notonlyincrease local revenue
but also promote fairness by ensuring that property
taxes reflect true asset values.

The test models for mass market valuation in
Bulgaria demonstrate significant potential for re-
liable and accurate valuation systems, although
their performance varies by data source. This
report presents the results of test mass valuation
models for Bulgaria, using different data sources
for market prices of real estate. The tested mass
valuation model based on Registry Agency data
performed poorly in identifying the determinants of
property prices, likely due to potential data inaccu-
racies. In contrast, mass valuation modeling based
on property asking prices appears to perform better.
These models confirm the adequacy of coefficients
in the current tax assessment formula, such as
those for building material, infrastructure, and indi-
vidual characteristics, as they satisfactorily reflect
price differences in the current market. However,
two policy challenges are evident from the tested
mass valuation regressions: the tax base is signifi-
cantly lower than actual market values, and zoning
in several areas is outdated, failing to accurately re-
flect the current real estate market. If Bulgaria con-
siders employing mass valuation models for tax as-
sessments, this will require prior efforts to improve
data collection, ensure quality control, and build a
robust data infrastructure.

Vehicle taxation, another key source of municipal
revenue, could be reformed to enhance revenue

| RETHINKING MUNICIPAL FINANCE | Bulgaria Subnational Public Finance Review



while enforcing the polluter-pays principle. Bul-
garia ranks last in the EU in terms of average age of
passenger vehicles (20 years) and is among the EU
countries with the worst air quality and highest CO,
emissions, with transport being a major contributor.
The current vehicle tax system includes an environ-
mental coefficient, but its range is too narrow to dis-
courage the ownership of highly polluting vehicles.
Moreover, the vehicle age factor in the tax formula
rewards the oldest and most polluting cars, as its
value is smallest for the oldest cars.

Introducing CO,-based vehicle taxation would
incentivize reducing emissions and moderniz-
ing Bulgaria’s aging vehicle fleet while generat-
ing more revenue for municipalities. CO, emis-
sions are used as a basis for vehicle taxation in 17
EU countries, with applicable CO, emission levels
computed based on car specifications from man-
ufacturers. This report explores transitioning to a
CO,-based scheme using two alternative model
simulations that incentivize a shift to lower-emis-
sion vehicles, while also generating higher munic-
ipal revenue. The proposed taxation schemes in-
volve a two-tier system, with a fixed environmental
fee at vehicle acquisition and an annual ownership
tax based on CO, emissions per kilometer. The sim-

ulations show that tax collection would improve un-
der both schemes compared to the current scheme,
starting in 2025 and remaining higher through 2050,
even with increased tax incentives for e-vehicles
and hybrids. Thus, such a vehicle tax system would
generate additional revenue for local governments
while contributing to national and EU environmen-
tal goals by encouraging the adoption of cleaner
vehicles.

Local tax and fee collection could also be en-
hanced to strengthen own-source revenue. De-
spite a steady increase in average rates over the
past decade, the average recurrent tax on immov-
able property remains less than half the maximum
value of 4.5 per mil. Local authorities remain cau-
tious about raising local taxes due to political con-
siderations and the lack of ‘incentives’ in state
transfers to increase rates. In addition to setting the
incentives for local tax policy correctly, collection
rates for key local taxes could be further improved.
Even if collection has increased since 2017, there
is notable consistency among good and bad munic-
ipal performers in terms of collection rates, which
suggests that local circumstances—including ad-
ministrative capacity and leadership—could also
be at play.

Figure ES7. Potential CO,-based schemes for passenger vehicle taxation for Bulgaria - gross tax revenues (left), tax
expenditures from incentives (center), and net tax collection (right) on ownership across scenarios, 2024-2050
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Figure ES8. Average collection rates for key local taxes
and fees, %
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In parallel with strengthening municipalities’ own-
source revenues, the intergovernmental fiscal
system could be optimized for greater equity and
efficiency. A review of Bulgaria’s transfer system
suggests that the country has reached a stage whe-
re more fiscal autonomy could be considered. Incre-
ased revenue autonomy can be achieved through
revenue sharing of a central government tax such
as the personal income tax (PIT) and/or by allowing
local authorities to impose a local PIT on top of the
existing central government tax. To avoid compro-
mising the tax effort on existing local taxes, higher
revenue autonomy could be granted only to munici-
palities with tax effort above a certain threshold.

Bulgaria could also consider consolidating some
of the current transfers to municipalities into a
single, unconditional equalization transfer to
streamline the transfer system. This consolidat-
ed transfer could be used for current spending and
other needs, such as snow removal or some of the
current delegated functions, such as culture, at the
discretion of each local authority. Such a reform
would provide municipalities with increased spend-
ing discretion, enabling them to allocate funds ac-
cording to their priorities and needs. A simplified
equalization transfer could be based on the fiscal
gap approach, which nets expenditure needs and
fiscal capacity. For this approach to work effective-
ly, it is crucial that expenditure needs are estima-

ted objectively and comprehensively, while fiscal
capacity is calculated in a way that does not disin-
centivize tax effort. In addition, the pool of budget
resources for equalization should be based on a
fixed formula, such as a share of central government
revenue or selected taxes, ensuring predictability for
municipalities.

Unplanned ad hoc grants can lead to inefficien-
cies and should be discontinued. These transfers,
usually at the discretion of the central government,
create a soft budget constraint and could lead to
waste of resources. Therefore, they should be dis-
continued. Devolution, supported by an effective
intergovernmental transfer system, should be able
to cover all regular expenditure needs of municipali-
ties, controlling for their fiscal capacity. Unexpected
adverse events, including natural calamities, should
be covered by the existing budget mechanism for di-
sasters and accidents.

Large-scale capital investment programs for mu-
nicipalities should be accompanied by robust se-
lection, monitoring, and evaluation processes. If
not designed well, large-scale investment programs,
like the one launched in 2024, could lead to ineffi-
cient spending and low value for money. An effec-
tive municipal capital program should include a ro-
bust selection process with feasibility screening, as
well as efficient monitoring and evaluation that go
beyond financial reporting and technical documen-
tation. In addition, a ‘fairness’ allocation criterion,
such as a uniform funding ceiling based on munic-
ipal size, is recommended to avoid political favorit-
ism of local authorities.

If existing transfers for delegated activities are
to be retained, it is recommended to link them to
performance metrics to ensure minimum stan-
dards of service quality and accessibility. Cur-
rently, these transfers are based solely on input
measures, known as ‘standards’, which is entirely a
cost-based approach. Although this approach aims
to cover the estimated costs of service provision,
it does not incentivize achieving value for money
or maintaining minimum standards of quality and
accessibility. Linking the amount of transfers to
changes in objectively measured outcome or out-
put indicators could help create the right incentives
and ensure a minimum acceptable quality of public
services.
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The need for nationwide quality standards and
performance-based financing is supported by
the large variability in spending efficiency and
suboptimal municipal service delivery. For exam-
ple, in 2022, 58 percent of municipal roads were
in poor condition, and one-third of municipalities
reported an average grade of below 3 (‘fail’) in the
standardized Bulgarian language test for seventh
graders. The absence of nationwide service quality
standards further exacerbates disparities across
municipalities.

The unit costs for municipal services such as kin-
dergarten care, waste management, and roads
vary markedly, indicating scope for improving
value for money in municipal spending. Larger
municipalities benefit from economies of scale in
waste management, while smaller ones face higher
per-ton costs. Kindergarten costs are influenced by
factors such as the number of children, with small-
er municipalities spending more per child due to
varying regional coefficients depending on the mu-
nicipality’s group. Road maintenance costs also dif-
fer, with larger municipalities generally performing
better at project planning and implementation. The
unit cost analysis indicates significant scope forim-
proving value for money in municipal expenditures,
possibly through shared services—where munici-
palities collaborate for the provision of a service—or
administrative agglomeration.

Efficiency analysis of municipal spending on kin-
dergarten care and roads further confirms the

Figure ES9. Efficiency of spending per capita and
municipal size
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substantial room for improving spending efficien-
cy. Data Envelopment Analysis (DEA) shows an av-
erage efficiency of around 56 percent for kindergar-
ten spending, with larger municipalities like Plovdiv,
Burgas, and Stara Zagora featuring higher efficiency,
likely due to economies of scale. Aging populations
and fewer kindergarten-age children correlate with
lower efficiency. Road spending efficiency at the
municipal level was estimated at an average of only
27 percent, indicating substantial room for improve-
ment. Smaller municipalities generally show high-
er efficiency, but larger ones like Plovdiv and Varna
also score well, suggesting that size is not the only
factor for road spending efficiency. Regression anal-
ysis highlights that, in addition to population size,
density and expenditure growth are linked with bet-
ter efficiency.

Figure ES10. The efficiency of municipal spending on kindergarten care and roads
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b. Geographical distribution of technical efficiency at
municipal level: roads

M (0.75, 1.00]
(0.50,0.75]
(0.25,0.50]
[0.00, 0.25]

Executive Summary

Xi



xii

Overall, a successful reform of local public fi-
nances would enhance local revenue autonomy
while also optimizing the transfer system and im-
proving spending efficiency. Municipal finances in
Bulgaria can benefit from strengthening own-source
revenue to enhance revenue autonomy while opti-
mizing the intergovernmental fiscal transfer system
for greater efficiency and equity. Real estate and
vehicle taxation require reform of tax bases and
environmental components, respectively, to help
increase local revenue while also promoting the
polluter-pays principle. A streamlined fiscal trans-
fer system could consist of a consolidated equal-
ization transfer based on the fiscal gap approach,

supplemented by a capital transfer to fund long-
term infrastructure needs, and transfers for delegat-
ed activities tied to performance indicators. Capital
transfers could be replaced by a well-designed cap-
ital investment program for municipalities, featuring
robust project selection, monitoring, and evaluation
mechanisms. Finally, spending efficiency should
be encouraged by performance-based transfers,
data-driven budgeting, public-private partnerships
(PPPs), and improved cooperation among munici-
palities, such as shared services. Further decentral-
ization can also boost efficiency, but it would require
strong accountability structures, effective reporting
systems, and horizontal control mechanisms.
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Introduction

Municipalities in Bulgaria play a crucial role in lo-
cal governance, public service delivery, and local
developmentinitiatives. The 265 localgovernments,
governed by directly elected mayors and municipal
councils for a four-year term, have self-governing
powers, including the authority to manage their own
budgets and make decisions on local matters. Mu-
nicipalities are also responsible for implementing
national policies at the local level and ensuring the
well-being of their communities.

However, negative demographic trends have re-
sulted in rapid depopulation of many municipali-
ties. The number of municipalities whose population
has fallen below the formal threshold for establish-
ing a municipality—6,000 people—has grown rapid-
ly, reaching 81 out of the 265 municipalities in 2023,
or almost one-third of all municipalities. The main
factor behind the rapid loss of population is internal
migration to economically vibrant areas, as well as
outward migration to more developed countries. This
unwelcome trend has resulted in growing fragmenta-
tion and loss of fiscal and administrative capacity at
the municipal level, which prevents many municipal-
ities from successfully performing their designated
functions and providing quality services.

Despite past efforts toward greater fiscal decen-
tralization, Bulgaria’s fiscal system remains highly
centralized. The country’s municipalities rely heav-
ily on central government transfers due to limited
revenue autonomy. Local revenues and grants make
up 5-6 percent of general government revenue and
grants, while local taxes account for about 3 percent
of total tax revenue. At the same time, municipalities
have significant expenditure responsibilities, as their
expenses typically account for about 20 percent of
general government spending. Given limited own-
source revenues, most municipal spending is funded
through central government transfers.

Over half of municipal spending goes to delegated
activities—such as education, healthcare, and so-
cial assistance—funded by conditional transfers,
over which municipalities have little autonomy or
management control. Municipalities have minimal
control over the use of these funds and are merely

required to pass them to the ultimate beneficiaries,
such as schools and clinics. They also carry out local
activities, including solid waste management, local
street maintenance, certain social services, and var-
ious administrative and regulatory functions. These
functions are financed through a combination of lo-
cal own-source revenues and other central govern-
ment transfers.

Financing constraints and capacity issues im-
pede public service delivery, causing disparities
in access and quality across municipalities. For
instance, in 2022, 58 percent of municipal roads
were in poor condition, while in June 2023, one-third
of municipalities reported average scores below a
passing grade in the national seventh-grade exam
in Bulgarian language. These variations in outcomes
are due not only to socioeconomic factors and hor-
izontal systematic issues but also reflect structural
fiscal constraints faced by smaller, less developed
municipalities.

Against this backdrop, the report provides a com-
prehensive analysis of Bulgaria’s local public fi-
nances, focusing on key challenges faced by mu-
nicipalities and potential reforms. The report’s goal
is to provide a better understanding of local fiscal ca-
pacity, the system of intergovernmental fiscal trans-
fers, and municipal spending and discusses possible
policy options that can help strengthen municipal fi-
nances. More specifically, it seeks answers to the fol-
lowing key questions: How can municipalities boost
their own-source revenue—with a focus on property
taxes—to generate more resources for better and
more equitable local service delivery? Is there scope
to optimize the intergovernmental fiscal transfer sys-
tem, particularly equalization transfers, to enhance
efficiency and equity based on global best practices?
How can local spending efficiency and effectiveness
be improved to achieve value for money in municipal
services?

In answering these questions, the analysis uses
ample data, available at the municipal level. The
data include granular municipal-level budget data,
collected and kindly shared by the Ministry of Finance
(MoF), statistical series compiled by the National Sta-
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tistical Institute, other official data provided by state
institutions (such as the Ministry of Interior and the
Registry Agency), and scraped real estate offers from
major online portals. As a municipal-level analysis
in Bulgaria faces bigger data constraints compared
to national-level studies, the scope of work had to
adapt to these boundaries. These constraints were
particularly stringent with regard to the spending
efficiency analysis, where the limited availability of
outcome or output indicators at the municipal level
resulted in deep dives and Data Envelopment Analy-
sis (DEA) on kindergarten care and road maintenance
spending only.

The report develops novel simulations for poten-
tial reform of recurrent real estate and vehicle
taxes that could serve as a stepping stone for fu-
ture analytical and policy deliberations. Specifi-
cally, the report presents the results of two simula-
tions—on real estate tax assessments and vehicle
tax design—that yield promising results and could
serve as the basis for future consideration by policy
makers. For the former, a potential mass valuation
model based on property offers and transaction data
is simulated for setting tax assessments to closely
track market trends. More specifically, the method-
ology employed a log-linear (multiplicative) regres-
sion model for each geographic test area to estimate
relationships between property characteristics and
sale price. For the latter, the simulations introduce a
CO,-based component in both the recurrent vehicle
tax and the vehicle acquisition tax. The simulations
were performed with the help of the Future Techno-
logy Transformations (FTT) model, which provides a
framework for the diffusion of innovations and tech-
nological competition in markets.® The simulations
demonstrate that municipal revenue from vehicle
taxation could be increased while also pursuing envi-
ronmental goals by discouraging the acquisition and
ownership of highly polluting cars and preserving tax
benefits for e-vehicles.

This analysis follows in the steps of a national-level
Public Finance Review (PFR) for Bulgaria. The na-

tional-level PFR, published in December 2023, provid-
ed a critical assessment of recent fiscal policy trends
at the general government level and discussed possi-
ble measures for enhancing tax collection, improving
the efficiency and effectiveness of spending, and en-
suring long-term fiscal and debt sustainability. In this
context, the Subnational PFR, launched in 2024, came
as a natural follow-up analysis that used a magnifying
glass on local public finances with the ultimate aim of
better understanding the challenges that municipali-
ties faced and how these could be addressed.

However, it is often difficult to disentangle local
fiscal constraints from administrative capacity
weaknesses, as the two can reinforce each other
and render similar outcomes. Given that, analyti-
cal work on the Subnational PFR has been paralleled
by a pilot World Bank Assessment of Municipal Ca-
pacities in Bulgaria, which uses administrative and
survey-based data to present an impartial and in-
depth diagnostic of local capabilities in key munic-
ipal functions: human resource management, reve-
nue administration, and public investment. The pilot
assessment of municipal capacities will be released
shortly after the Subnational PFR, allowing for com-
plementarities between the two analytical pieces
and providing additional evidence for potential re-
form actions.

The report is structured around three chapters.
Chapter 1 analyzes municipal revenues and fiscal
capacity, with deep dives into real estate and vehicle
taxation as key sources of local own-source revenue.
Chapter 2 discusses intergovernmental fiscal rela-
tions, highlighting the main issues surrounding the
overall architecture and the different types of trans-
fers through the lens of good international practice.
Finally, Chapter 3 provides an overview of municipal
spending, with a focus on unit cost variability and
spending efficiency across municipalities. All chap-
ters put forward reform options that could help re-
duce horizontal fiscal imbalances, put local revenue
on a sustainable footing, and make intergovernmen-
tal fiscal transfers more efficient.

3 FTT covers sectors such as power generation, road transport, and household energy consumption by sources. The FTT transport model, in particular,
considers the heterogeneity of consumers in the vehicle market, which results in differences across countries in the choice of vehicles by size, fuel types,
and other characteristics. The FTT model can represent the nonlinear behavior that characterizes the adoption of new products and technologies and
the shifts in market demand and shares by types of products. Adoption rates in FTT transport (for example, the substitution of old for new cars) reflect
evolving patterns of consumer behavior and are influenced by policies, including regulation and pricing, which, in turn, reflect the impacts of taxes and
incentives such as those proposed in this document for Bulgaria. For more details, see World Bank. 2025. Passenger Vehicle Taxation at Sub-National Level
in Bulgaria: A Proposed Revised Taxation on Acquisition and Ownership Schemes Based on Vehicles’ Carbon Dioxide Emissions.
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1.1. Local fiscal capacity

1. Bulgarian municipalities have limited rev-
enue autonomy, with own-source revenue ac-
counting for less than a third of local revenue.
The breakdown of municipal revenues shows that
the biggest part of local revenue (54 percent in
2023) comes from central government transfers for
delegated activities. These are public services del-
egated from central to local governments, but the
state transfers all or most of the financing for them.
Another 15 percent of local government revenue
comes through other types of transfers from the
central government, including equalization, capital
spending, snow removal, and other earmarked ex-
penses. Thus, a total of about 69 percent of local
revenue is sourced from the central government via
grants, limiting the revenue autonomy of local au-
thorities. The remaining 31 percent is own-source
revenue, with nontax revenue, including a waste
collection fee, holding a dominant share. Tax reve-
nue accounts for the rest, but only three taxes gen-
erate non-negligible revenue: arecurrent real estate
tax (4 percent), a real estate transaction tax (5 per-
cent), and a recurrent vehicle tax (4 percent).

2. Municipalities have become increasingly de-
pendent on central government transfers in the
last decade. Municipal expenditure has been on a
stable upward trend over the past 10 years (2014~
2023). At the same time, own-source revenues of
municipalities have grown only marginally during this
period, leading to their shrinking share in total munic-
ipal revenue (Figure 2). This suggests that local gov-
ernments have gradually become more dependent
on central government transfers to meet their expen-
diture needs and responsibilities.

3. The discretionary revenue of municipalities
averages less than 40 percent of their budgets,
limiting their spending flexibility. In 2023, dis-
cretionary revenues, including tax revenue, nontax
revenues, equalization, and capital spending trans-
fers, accounted for just 39 percent of total mu-
nicipal revenue. Of this, 18 percentage points are

Figure 1. Municipal revenues, % of total
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own-source nontax revenues (mainly the quasi-tax
waste collection fee?), and 13 percentage points
are tax revenue, making total own-source revenue
about 31 percent of all local government revenue.
Central government transfers for delegated func-
tions make up more than half of municipal revenues
(54 percent in 2023). The remaining seven percent
comes from transfers for earmarked expenses and
snow plowing.

4. Tourist and mining municipalities exhibit
stronger fiscal capacity and autonomy. Even if on
average, municipalities in Bulgaria exhibit limited
revenue autonomy, own-source revenues are rel-
atively high in tourist and mining jurisdictions. The
highest shares of own revenue are reported in the
seaside tourist municipalities of Nessebar (71 per-
cent in 2023) and Sozopol (56.9 percent) as well as
in the mining town of Chelopech (67.4 percent). This

4 ltis perceived as a quasi-tax because it is based on the tax base percentage, not the actual cost of waste collection and management.
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reflects a more active real estate market in tourist
municipalities, which leads to higher proceeds
from real estate transaction taxes and concession
revenues in mining regions. Major economic cen-
ters like Sofia (42.2 percent), Varna (37.6 percent),
and Burgas (33.5 percent) also generate substantial
own revenues. These municipalities have high local
own-source revenue-to-expenditure ratios, indicat-
ing strong fiscal autonomy. Nationally, 74 percent of
local activities were funded by municipalities’ own
revenues, with some jurisdictions covering over 100
percent of local expenditures, such as Sofia (111.6
percent), Pleven (111.5 percent), and Chelopech
(109.5 percent).

5. Municipalities’ own-source revenues are
dominated by nontax revenues, with the waste
collection fee accounting for 40 percent of all non-
tax revenues. The share of tax revenues fell from 46
percent in 2021 to 42 percent in 2023, reflecting a
faster rise in nontax revenues and the limited po-
tential for tax revenue growth, despite the proper-
ty market boom. Municipal tax revenues grew by

2-4 percent in 2022 and 2023. More significant

Figure 2. Financial independence of local governments
in Bulgaria (2014-2023)
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growth occurred in 2021, driven by the recovery
from the pandemic and an increase in property ac-
quisition taxes in many municipalities, including
Sofia.

6. Over 95 percent of municipalities’ own-
source tax revenue comes from real estate tax,
transport vehicle tax, and property acquisition
tax. The importance of the real estate tax has
steadily diminished in recent years due to a discon-
nect between its tax base and market trends. As a
result, revenues from recurrent property taxation
now lag significantly behind those from property
acquisition and vehicle taxation. The strong growth
in property acquisition tax revenue in recent years
was driven by tax rises and a booming property
market, particularly in the capital. This tax is linked
to the contractual sales price, while real estate tax
is based on a static administrative tax assessment,
lacking market-linked or automatically indexed ele-
ments. The modest growth in recurrent real estate
tax revenues can generally be attributed to regula-
tory weaknesses.

Figure 3. Tax and nontax revenues in local budgets (BGN
millions, 2021-2023)
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1.2. Bulgaria’s local revenue in a regional perspective

7. Bulgaria’s local public sector is relatively
small compared to the European Union (EU) av-
erage. In 2023, local government revenues, includ-
ing state transfers and EU funds, were 7.7 percent
of gross domestic product (GDP), compared to the
EU-27 average of 10.8 percent. Bulgaria trails behind
most Central and Eastern European (CEE) countries;
forinstance, in the Czech Republic, Poland, and Cro-
atia, local government revenues reached 13 percent
of GDP in 2023. Only Greece (3.9 percent) and Hun-
gary (5.8 percent) ranked lower. Bulgaria’s highest
share was 9.4 percent in 2015, driven by the absorp-
tion of EU funds and record-high local capital invest-
ments at the end of the EU 2007-2013 programming
period.5

8. Bulgaria’s fiscal system remains highly cen-
tralized on the revenue side. In 2023, local gov-
ernment revenues accounted for 21 percent of total
government revenues, compared to 23.8 percent for
the EU-27 and between 25 and 33 percent for CEE
countries. Only Greece and Hungary rank substan-
tially below Bulgaria. The data highlight Bulgaria’s
lower fiscal space at the local level compared to
both the EU average and most CEE countries. De-
spite past efforts toward fiscal decentralization,
Bulgaria’s municipalities (classified as NUTS-4 lev-
el by Eurostat) remain financially dependent on the
central government, with the majority of local reve-
nues coming from state transfers for delegated ac-
tivities, while tax receipts represent a tiny fraction of
the local budget.

9. Local government units (LGUs) have limit-
ed fiscal autonomy in comparative perspective.
Local tax revenues stood at 0.8 percent of GDP in
2023, compared to 3.7 percent for the EU-27. Over
the past decade, local tax revenues have consis-
tently remained below 1 percent of GDP. The tax
bases for key sources of local tax revenue, such as
recurrent real estate and vehicle taxes, are not mar-
ket based and hence not influenced by increases in
prices. Regionally, Bulgaria lags behind countries
like Latvia, Croatia, Poland, and Hungary, where lo-
cal tax revenues range from 2 to 6 percent of GDP,
but it is on par with Greece and Romania (0.7-0.9
percent of GDP).

10. Taxes on immovable property generate less
revenue in Bulgaria than the CEE average, but lo-
cal governments are more dependent on them.
In Bulgaria, revenues from taxes on land, buildings,
and other structures represent 0.22 percent of GDP
versus 0.77 percent for EU-27. Within CEE, reve-
nues from these taxes range from 0.1 to 0.7 percent
of GDP, with Poland, Latvia, and Croatia at 0.6-0.7
percent. Bulgaria’s LGUs appear more dependent
on these taxes than those in the average CEE coun-
try. They account for 28.7 percent of local tax reve-
nue, higher than the EU-27 average of 20.5 percent.
In CEE, this dependency ranges from 10-12 percent
in Latvia and Croatia to around 70 percent in Slove-
nia and Slovakia.

5 This is primarily due to the N+2 rule, which allows payments up to two years after a programming period ends, so funds from 2013 could be paid until 2015.
Due to Bulgaria’s delays in absorbing EU funds, most payments occurred late, mainly in 2015.
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Figure 4. Local government revenues in Bulgaria and
EU-27 (% of GDP, 2023)
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Figure 6. Local government revenues in Bulgaria and
EU-27 (% of total general government revenues, 2023)
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Figure 8. Local government total tax receipts in Bulgaria
and EU-27 (% of GDP, 2023)
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Figure 10. Revenues from taxes on land, buildings and
other structures in Bulgaria and EU-27 (% GDP, 2023)
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Figure 5. Local government revenues in CEE countries
(% of GDP, 2023)
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Figure 7. Local government revenues in CEE countries
(% of total government revenues, 2023)
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Figure 9. Local government total tax receipts in CEE
countries (% of GDP, 2023)
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Figure 11. Revenues from taxes on land, buildings and
other structures in CEE countries (% GDP, 2023)
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1.3. Regulation of local taxes and fees in Bulgaria

11. The Local Taxes and Fees Act assigns eight
taxes to municipalities. Local governments collect
the following taxes: (i) recurrent tax on immovable
property; (ii) inheritance tax; (iii) donations tax; (iv)
tax on the purchase of immovable property; (v) vehi-
cle tax; (vi) patent tax; (vii) tourist tax; (viii) tax on taxi
transport of passengers. Bulgarian municipalities do
not collect a share of income taxes, unlike other EU
countries such as Poland, Croatia, and Latvia. The
act allows for the imposition of other taxes beyond
those explicitly mentioned, but new legal texts need
to pass through parliament for this to happen. More-
over, the act limits the range of tax rates that munici-
palities can impose.® However, only three of the eight
taxes generate non-negligible revenue: recurrent
property tax, property transfer tax, and vehicle tax,
each contributing about 3-5 percent of total munic-
ipal revenues in 2023. The other taxes yield marginal
revenues due to low rates and substantial evasion.
For instance, the tourist tax is low at BGN 0.2 to 3 per
night, and many establishments evade it by not regis-
tering as tourist accommodations or not reporting all
guest stays.

12. Municipalities also collect fees, but only the
waste collection fee contributes significantly to
revenues. According to the law, municipalities may
charge fees for services such as waste collection, so-
cial care homes, camping sites, the use of markets,
administrative services, quarry extraction, and the
purchase of graveyard plots. Local councils set the
rates for these fees, but only the waste collection fee
generates non-negligible revenue.

13. The waste collection fee in Bulgaria does not
fully adhere to the ‘polluter pays’ principle. In most
municipalities, it functions as a quasi-tax, set as a
percentage of the property’s tax value, regardless of
whether the property is occupied or the amount of
waste it generates. Legal entities can voluntarily pay
the fee based on waste volume and the frequency of
waste collection. However, there are no statistics on
how many opt for this mechanism or the proportion
of fees collected based on real estate tax assess-
ment versus volume. In Sofia, a significant number
of companies have opted for the volume-based fee,
with around 5,000 companies having chosen this
option by November 21, 2024, for 2025. Companies
can also procure waste collection/recycling services
directly from private operators, in which case they do
not owe a waste collection fee to the municipality.

14. A new EU-compliant methodology for setting
waste collection fees, based on the ‘polluter pays’
principle, is expected to take effect from the start
of 2026. This methodology was initially set to replace
the current fee-setting approach in 2025 but was
postponed by the parliament due to concerns about
the increased burden on households. According to
survey information collected by the Association of
Municipalities in Bulgaria for 20247, about 58 per-
cent of the revenues from the waste collection fee
are paid by legal persons, with the rest generated by
households. The new methodology is anticipated to
shift this toward a higher contribution from house-
holds.?

6 Forinstance, the recurrent tax on immovable property can be between 0.1 and 4.5 per mil of the property tax value. Similarly, the inheritance tax can be set
between 0.4 and 0.8 per mil for next of kin, and between 3.3 and 6.6 per mil for more distant relatives. The tax on the purchase of immovable property can

vary between 0.1 and 3 per mil of the tax value of the property.

7 https://www.namrb.org/bg/aktualno/us-na-nsorb-obsadi-traditsionniya-analiz-na-stavkite-na-mestnite-danatsi-i-taksi-za-2025-g-17357.
8 Under the new legislation, municipalities can choose one of three approaches to setting the fee base from 2026: (1) based on individual, pre-purchased
garbage bags of fixed volume; (2) based on the volume of garbage cans; or (3) based on the number of users of the property.
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1.4. Key local tax rates and fees:

trends and collection

15. Over the last decade, local tax rates have
gradually but steadily increased.® For example,
the average tax on real estate property owned by le-
gal entities increased from 1.80 per mil in 2015 to
2.15 per milin 2024. Despite this trend, both the av-
erage and mean local recurrent tax on immovable
property remain less than half the maximum value
of 4.5 per mil. In 2024, the average tax on properties
of legal entities was 2.15 per mil, while the mean

Figure 12. Dynamics of tax rates of key local taxes,
2015-2024
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16. Despite these increases, local taxes account
for a declining share of total tax revenues. In 2023,
municipal tax revenues accounted for 2.7 percent of
total general government revenue, less than half their
share in 2014. This decline is due to the invariable tax
bases of key local taxes, such as the recurrent real
estate tax and vehicle taxes, resulting in a gradual
erosion of the role of local taxes in state revenue col-
lection and shrinking local fiscal capacity.

17. However, local tax collection has shown im-
provement in recent years. The collection rates for
the annual vehicle tax, recurrentimmovable property

was 2.20 per mil. Only eight municipalities have in-
creased the tax rate to the maximum, mostly tourist
or industrial municipalities. Moreover, only 66 out
of 265 municipalities have set rates in the higher
range of 3 per mil and above.' Local authorities are
cautious about raising local taxes due to concerns
about the tax burden on local populations and the
lack of ‘incentives’ in state transfers to increase
rates.

Figure 13. Share of local tax revenues as percent of
total general government tax revenue, %
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tax, and waste collection fee have increased since
2017. This improvement is more notable for the real
estate tax and the quasi-tax waste collection fee,
which often share a common tax/fee base. The col-
lection rate of the real estate tax rose from 72 percent
in 2017 to 79 percent in 2023, while the waste collec-
tion fee grew from 71 to 78 percent. The annual vehi-
cle tax collection rate also improved modestly over
the same period. The waste collection fee uses the
tax assessment of the property as its base for the en-
tire household sector and companies that have not
opted for a trash can (quantity) base of the fee.

9 Mean values are typically close to the averages for the four key local taxes—recurrent real estate tax, patent tax, vehicle tax, and real estate transactions

tax—and show a similarly consistent upward trend.
10 See 2650bshtini.com.
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18. Local real income growth, technological up-
grades, and increased efforts by local administra-
tions have contributed to higher collection rates
(Figure 14). The stable increase in real incomes over
the period made real estate taxes and waste col-
lection fees more affordable due to the nominally
unchanged tax base. Conversations with represen-
tatives from high-collection municipalities (Krichim,
Stara Zagora, Veliko Turnovo) revealed additional
factors: (i) automatic emailing of real estate trans-
action updates and new owner information from the
Registry Agency and notaries to local authorities, in-
troduced as legal requirements since 2015 and 2019,
respectively; (ii) access to the Cadaster Agency’s
data on heirs of real estate property; (iii) increased
use of (reportedly) efficient private bailiffs for collect-
ing tax and fee liabilities.

19. Insolvent companies and the cost of collec-
tion that exceeds tax collectibles are key reasons
for below-average collection rates. Interviews with
municipalities featuring below-average collection
rates (for example, Lovech) and the National Asso-
ciation of Municipalities in the Republic of Bulgaria
(NAMRB) indicate two main issues: insolvent compa-
nies registered in the municipality, where insolvency
procedures are incomplete, and numerous small li-
abilities that are not cost-effective to collect as the

Figure 14. Average collection rates for key local taxes
and fees, %
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cost of collection exceeds the tax due. The latter is-
sue is particularly relevant in small, less developed
settlements with low property tax assessments,
resulting in minimal tax values. Furthermore, the
collection of small dues is hindered by the difficul-
ty in locating many heirs, especially if they are living
abroad.

20. There is notable consistency among good and
bad performers in terms of collection rates for
the real estate tax, the vehicle tax, and the waste
collection fee. Municipalities with high collection
rates for one revenue source tend to have high rates
for the others as well. Collection rates for each tax or
fee remain within a narrow range annually. For exam-
ple, Tsar Kaloyan, a poor performer, had vehicle tax
collection rates between 29.5 and 43.7 percent and
ranked 9" from the bottom with its average collec-
tion rate for the waste management fee during 2017-
2023. Factors such as insolvency, numerous small
tax arrears, and administrative capabilities contrib-
ute to these patterns.” Among the 20 worst perform-
ers for each revenue source, five municipalities’?, all
small and located in the underdeveloped Northwest
region, consistently rank in the bottom 20 for all
three sources. Conversely, some others, like Krichim
and Stara Zagora, perform well across multiple re-
venue sources.

Figure 15. Local revenues from recurrent real estate tax
in Bulgaria (BGN millions and % of GDP, 2014-2023)
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11 Administrative capabilities at the municipal level are the subject of a separate dedicated World Bank study on Bulgaria.
12 The five municipalities are Boychinovtsi (1,421 people), Ruzhintsi (798), Brusartsi (995), Yakimovo (1,695), and Makresh (445).
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21. Collection rates could be influenced by lo-
cal circumstances, administrative capacity, and
local proactivity. The strong correlation between
real estate tax and waste collection fee collection
rates is expected due to their shared tax base. How-
ever, the correlation with vehicle taxes suggests
other factors at play, such as economic conditions

(income levels, job opportunities), administrative
capacity, and local proactivity, including innovative
tax collection methods. Local authorities’ proac-
tive measures, such as employing forced collection
through bailiffs and writing off arrears after the 10-
year statute of limitations, also contribute to varia-
tions in collection rates.

1.5. Special focus: Real estate and vehicle

environmental taxation

1.5.1. Recurrent real estate
property tax: key challenges and
reform areas

22. Local revenues from recurrent real estate
tax reached BGN 400 million or 0.22 percent of
GDP in 2023. While revenues have been growing in
nominal terms, as a result of expanding real estate
market and higher taxation, they have been declin-
ing as a share of the economy and local property
taxes. Real estate tax fell from 0.32 to 0.22 percent
of GDP between 2014 and 2023, and its share in to-
tal property tax revenues dropped from 38.9 to 29.5
percent. This trend is likely to continue without pol-
icy changes, due to regulatory limitations related to
tax assessments and faster growth in property ac-
quisition tax revenue as a consequence of market
dynamics.

13 According to a survey conducted by the National Association of Municipalities in the Republic of Bulgaria in early 2024, the total amount of lost revenue
from recurrent real estate taxes for municipalities in 2023 due to various tax deductions, preferences, and exemptions was, on average, 29 percent of
the revenue collected by the respondents. For more information, see https://www.namrb.org/bg/aktualno/nad-110-mln-leva-danatchni-oblektcheniya-i-

otstapki-sa-predostavili-obshtinite-prez-2023-g.

23. Property tax yields are notably low, especially
in smaller municipalities. This appears to be most-
ly due to the legislation governing the tax, particular-
ly the method for setting tax bases. According to the
law, property tax is imposed on land and buildings
within urban areas of each municipality. Property
owned by enterprises is assessed based on either its
bookvalue orits tax assessment—whicheveris high-
er. For residential buildings, assessments are based
on a formula that sets a basic amount per square
meter (in lev) with adjustments for construction ma-
terials, age, condition, and amenities. The law also
includes numerous exemptions and reductions,
such as taxing the main residence of owner-occu-
pied properties at 50 percent of its assessed value
and exempting residential properties that have a tax
assessment of up to BGN 1,680 (EUR 859). All these
shrink the tax base and lead to foregone revenue for
municipalities."
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Box 1. Housing market dynamics in Bulgaria

In recent years, real estate prices in Bulgaria
have steadily increased. By 2024, house price
indexes in the six leading cities reached be-
tween 200 and 240 (2015 = 100). Prices dou-
bled across most of the country from 2015 to
2024, while in Sofia, prices increased 2.4 times.
This rise in prices, including significant growth
post-pandemic, is not reflected in property tax
assessments, which are based on purely ad-
ministrative indicators.

As of Q2 2024, the average market price for hous-
ing in Sofia reached BGN 3,854 (EUR 1,970.5) per

Figure 16. House price indexes in the top six cities in
Bulgaria (2015-2023)
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24. Average revenues from recurrent real estate
taxes are BGN 62 (EUR 31.7) per person, but these
figures vary widely across municipalities. For in-
stance, Nessebar generates BGN 502 per person,
while Satovcha only BGN 3.9 per person. Over half
of the municipalities (142) have revenues between
BGN 20 and BGN 100 per person, and 106 munici-
palities have below BGN 20, mostly those with pop-
ulations under 20,000. Seventeen municipalities,
mainly resorts or industrial areas, reported reve-
nues above BGN 100.

m?2. This estimate is based on NSI data on market
prices of properties in Sofia and indexes of house
prices from 2015-2024. While it took 7-8 years for
the real estate market to recover from the 2008-
2009 crisis, market prices in Sofia have risen sig-
nificantly since 2015, especially post-pandemic.
However, tax assessments of apartments in Sofia
have not changed since 2009, lagging substan-
tially behind market prices. IME estimates show
that the highest tax assessment in Sofia is BGN
1737 per m?, half the average market price in
2024.

Figure 17. Average housing market prices in Sofia
(BGN per m?)
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25. Tax assessments are generally much lower
than the actual market value of real estate. Tax
bases have remained unchanged since 2009, result-
ing in a substantial divergence between book values
and market values. This gap has widened consider-
ably during periods of real estate market booms, as
the tax base has not been updated to reflect current
market conditions (see Box 1).
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Box 2. Property tax assessment: status quo

The property tax assessment under the law is
entirely an administrative process. It dependson
the area of the property and is based on (1) a fixed
base tax value determined per square meter de-
pending on the structure and type of the building;
(2) a location coefficient determined for various
tax zones in every municipality—zoning is decid-
ed at the local level; and (3) other coefficients for
infrastructure, individual characteristics, height of
the building, and weathering The assessed value
of any building or part of a building is calculated
using the base tax value per square meter, various
adjustment coefficients, and the area of the build-
ing or part thereof under the following formula:

AV =BV *Cl*Cij*Cc »Ch »Cw *S

where:

AVis the assessed value in leva;

BVis the base tax value per 1 m?in BGN;
Clis alocation coefficient;

26. The gap between market prices and tax as-
sessments of properties is substantial, estimat-
ed to be 3.5-4.5 times on average in Sofia. The
analysis in this section is based on data on current
market price offerings and tax base assessments of
various properties in Bulgaria (see Annex 1 for de-
tails). This gap has widened rapidly in recent years.
For high-end properties in the same zone, the mar-
ket price is typically 4.0-4.5 times higher than the
tax assessment, while less expensive areas show a
difference of around 3.5 times. The gap could rise
to 5-6 times in ‘trendy’ market areas, which fall in
zones with lower tax assessments (like Mladost 3 in
Sofia, which falls in Zone 4).

27. The comparison between market prices and
tax assessments in other Bulgarian cities also
reveals significant differences. While the gap in
Sofia is the largest, other cities show a substantial
disparity as well, averaging 2.5-3 times and simi-
larly widening in recent years. In Varna and Stara
Zagora, the difference is closer to 2-2.5 times,
whereas in Burgas and Plovdiy, it is higher at 3-3.5
times. This discrepancy could be explained by the
outdated ranking of the four biggest cities (after

Ciis a coefficient for infrastructure;

Cc is a coefficient for individual characteristics;
Ch is a coefficient for height;

Cw is a coefficient for wear and tear;

S is the area of the building or part thereof in m2.

The value of the tax assessment mainly de-
pends on the BV component, the base tax value,
and the location coefficient. The location coeffi-
cient plays a crucialrole, as it differentiates the tax
base among different municipalities and among
the various tax zones within municipalities (zoning
is decided at the local level). A key limitation of this
model is that it lacks a dynamic component linked
to the real estate market. With all the components
being fixed in the law, tax assessments are static
and have not changed for decades. The current
formula does not allow for automatic adjustment
orindexing of components, meaning that a change
in the tax assessment requires a change in the law
or potentially in the zoning at the local level.

Sofia) in their tax assessments, not accounting for
recent developments and property market booms
in lower-ranking regions. In tourist areas by the
seaside, like Tsarevo, the gap can be as high as four
times due to a less favorable location coefficient.

28. An alternative approach to estimating the
gap largely confirms these findings. Using offi-
cial data from the Registry Agency (July 2022-Sep-
tember 2024), it was observed that market values
significantly exceed tax assessments. Notably,
real estate transactions involving mortgages re-
port higher average prices, likely due to tax evasion
in the absence of creditor scrutiny. In Sofia, the
average value of mortgage-backed transactions
(6-month moving average for April-September
2024) is, on average, 3.5 times higher than tax as-
sessments and 2.8 times higher for non-mortgage
deals. In Varna and Plovdiv, the gap was 3.2-3.3
times for mortgage-backed deals and 2.5-2.8
times for non-mortgage deals. Stara Zagora shows
a smaller difference of 1.7-2.2 times, consistent
with earlier findings due to its relatively high but
outdated location coefficient.

Chapter 1. Municipal Revenue
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29. A tested mass valuation model based on Reg-
istry Agency data performed poorly in identifying
the determinants of property prices. Preliminary
regression analyses were conducted using the full
Registry Agency transaction data from 2022 and
2023, along with price listings, to explain the varia-
tion in sales prices with certain property character-
istics. This exercise explored the feasibility of a mass
market valuation in Bulgaria to replace the current
administratively set tax assessments. Despite a
comprehensive dataset, the models explained only
5-30 percent of sales price variations. This limited
explanatory power may be attributed to several fac-
tors, including potential data inaccuracies or lack of
key variables that could reflect property price deter-
minants.

30. In contrast, mass valuation modeling based
on property asking prices performs better and
confirms the adequacy of coefficients in the cur-
rent tax assessment formula. Residential proper-
ty listing data was collected from various websites,
representing asking prices rather than final trans-
action prices, yet still offering valuable insights into
the overall feasibility of modeling Bulgarian real
estate prices.’ Regression-based results indicate
that most coefficients in the current tax assess-
ment model—such as those for building material,
infrastructure, and individual characteristics—are
mostly adequate for reflecting price differences in
the current market. In addition, the location coeffi-
cient allows municipalities to properly differentiate
tax assessments. However, two policy challenges
are evident from the mass valuation regressions:
the tax base is significantly lower than actual mar-
ket values, causing tax assessments to lag, and
zoning in some areas, such as Sofia, is outdated,
failing to accurately reflect the current real estate
market.

14 See Annex 2 for details on data and methodology.

31. The test models for mass market valuation
demonstrate significant potential for reliable and
accurate valuation systems, although their per-
formance varies by data source. Improving data
collection, quality control, and applying best prac-
tices—such as automated valuation models (AVMs),
geographic information systems (GIS), and advanced
modeling techniques—can enhance model perfor-
mance. Establishing a dedicated team for data quality
management and building a robust data infrastructure
are essential for a reliable mass valuation system.

1.5.2. Environmental taxation at the
local level

32. Recurrent vehicle taxation plays an important
environmental role beyond its fiscal impact. Itis a
key source of own-source revenue for municipalities
and includes an environmental component aimed at
broader national environmental goals, as transport
is a major emitter of greenhouse gases (GHGs). With
transport emissions on the rise, this report explores
options for optimizing vehicle taxation to generate

more localrevenue and strengthen the ‘polluter-pays
principle.

33. Bulgaria’s vehicle taxation consists of proper-
ty and environmental components. The recurrent
vehicle property tax includes a property component
and an environmental coefficient, which adjusts the
property component to determine the total vehicle
tax due. For passenger cars and small cargo vehicles
(up to 3.5 tons), the environmental coefficient ranges
from 0.4-0.6 for Euro 6 standards to 1.1-1.4 for Euro
1 or 2 standards (or no recorded standards). Vehicle
taxes on motorbikes, buses, and large cargo vehicles
(above 3.5 tons) are reduced by 20-60 percent for
higher Euro standards (Euro 4 and above). Electric
vehicles are exempt from vehicle taxes.
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Figure 18. GHG emissions in Bulgaria and the EU, total, per capita, and per unit of GDP, 2022
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Source: GHG emissions are from Climate watch (CAIT) dataset; Transport and fuel emissions are from Eurostat; Population data are from World Bank, World

Development Indicators.

34. The current design of the car-age coefficient
in the vehicle tax’s property component under-
mines environmental objectives. By law, this coef-
ficient—which multiplies the property component of
the vehicle tax—ranges from 1.1 for the oldest vehi-
cles (20 years) to 2.3 for those less than 5 years old,
effectively rewarding older, more polluting cars. This
approach aims to make the tax burden socially bear-

able, allowing less affluent individuals to afford older,
cheaper cars. Yet, if environmental goals are priori-
tized, the age-linked coefficient could be removed or
modified to incentivize ownership of newer, cleaner
cars. Alternatively, local authorities could be em-
powered to set age coefficient rates based on local
circumstances, such as potentially higher rates for
older carsin high-pollution areas like the city of Sofia.

Figure 19. EU-27: Average age of vehicle stock (2022) and average CO, emissions in the EU

Average Age of Vehicle Stock, 2022
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35. The environmental component of the recurrent
vehicle tax can be enhanced to better enforce the
polluter-pays principle. With rising transport emis-
sions and Bulgaria’s passenger vehicle fleet being the
oldest in the EU (averaging 20 years), there is poten-
tialto strengthen green taxation at the local level. Giv-
en the country’s poor environmental outcomes—in
terms of industrial carbonization, energy intensity, air
pollution, and pollution-related premature deaths—
such a policy could incentivize pollution reduction
and promote a greener transport fleet. Furthermore,
stronger green taxation could generate essential rev-
enue for local authorities to invest in development
goals.

36. A possible path forward for Bulgaria is to imple-
ment vehicle environmental taxation based on CO,
emissions. This approach would align with the EU-
27’s GHG mitigation commitments and offer several
benefits. Empirical studies indicate that carbon mar-
ket-based mechanisms in the transport sector create
price signals that encourage a shift to lower emission
systems (Mercure et al. 2021"%). A CO,-based environ-
mental component in vehicle taxation would help Bul-
garia contribute to EU mitigation goals and increase
municipalities’ own financing resources.

37. CO, emissions are used as a basis for vehicle
taxation in many EU countries. Seventeen EU mem-
ber states use CO, emissions for vehicle taxation.
Applicable CO, emission levels are computed based
on car specifications from manufacturers, which are
influenced by vehicle weight. The Worldwide Harmo-
nized Light Vehicle Test Procedure (WLTP) laboratory
test, as defined by EU law, is used to measure fuel
consumption, CO, emissions, and pollutant emis-
sions.

38. A potential CO,-linked tax in Bulgaria needs to
be consistent with the country’s socioeconomic
fundamentals and create incentives for transport
decarbonization. The report explores transitioning
to a CO,-based scheme using model simulations.
The revised scheme should not lead to a reduction
in tax collection from passenger vehicles or involve
any intervention that decreases net tax collection at

any government level. It needs to incentivize a shift
to lower-emission vehicles by establishing a differen-
tial tax on vehicles linked to CO, emissions. Further-
more, it should encourage the removal of old vehicles
and the acquisition of newer, lower-emission ones.
Finally, the scheme should not create incentives that
disproportionately favor higher-income individuals.

39. Two possible vehicle tax systems linked to CO,
emissions are simulated for Bulgaria. Passenger
Vehicles Taxation Scheme 1 (PVTS1) includes a tax
on acquisition with a fixed environmental fee (EUR
200 or BGN 392.15) plus EUR 20 (BGN 39.21) per
gram of CO, emissions per km above 95 grams CO,
per km, based on WLTP standards. This tax is paid at
purchase and is separate from value added tax (VAT).
PVTS1 also includes a tax on ownership, combining
the current system (linked to power, age, and Europe-
an emission standards) with an additional rate based
on CO, emissions per km of the car. An alternative,
slightly more ambitious Passenger Vehicles Taxation
Scheme 2 (PVTS2), increases the rates from PVTS1 by
50 percent. The fixed acquisition tax is EUR 300 (BGN
588.23) and the rate per gram of CO, per km above
95 grams per km is EUR 30 (BGN 58.82). Ownership
tax rates linked to CO, are 50 percent higher than
PVTS1. Both schemes incentivize the acquisition of
lower-emission cars and the removal of old ones.™®

40. CO,-linked vehicle taxation could almost dou-
ble tax proceeds in the first year of its potential
application. The simulations show that tax collec-
tion would improve under both PVTS1 and PVTS2 by
around 89 percent and 97 percent, respectively, com-
pared to the current scheme, starting in 2025 and re-
maining higher through 2050. In contrast, the current
scheme’s tax revenues are expected to decline from
0.8 percent of GDP in 2024 to 0.47 percent in 2050
as old vehicles are replaced by newer ones with high-
er European emission standards. Net tax collection
would stay higher through 2050 under PVTS1 and
PVTS2, even with increased tax incentives for e-vehi-
cles and hybrids. Without changes, lower-emission
vehicles are expected to make up one-third of the
passenger vehicle stock by 2050. This share would

15 Mercure, J.-F., et al., 2021. Reframing Incentives for Climate Policy Action. Nature Energy, 6: 1133-1143

16 See the background note titled Passenger Vehicle Taxation at Sub-National Level in Bulgaria: A Proposed Revised Taxation on Acquisition and Ownership
Schemes Based on Vehicles’ Carbon Dioxide Emissions, prepared by Leonardo Garrido (Consultant) with inputs from Desislava Nikolova (Senior
Economist, World Bank) and Fiseha Haile (Senior Economist, World Bank) for the needs of the Bulgaria Subnational PFR.
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rise to over 63 percent under PVTS1 and over 66 per-
centunder PVTS2. Additionally, increased tax collec-
tion would be accompanied by curbing an important
negative externality from air pollution, which is not
addressed by existing pricing mechanisms on emis-
sions (low excise taxes on fuels and non-existing car-
bon prices) but affects health and labor productivity
outcomes of Bulgarians.

41. Linking vehicle taxation to CO, can help gen-
erate more revenue while addressing air pollu-

tion. Bulgaria stands to gain multiple benefits from
applying a PVT on acquisition and ownership linked
to CO2. Increased tax collection would curb negative
externality from air pollution, which is not currently
addressed by existing pricing mechanisms on emis-
sions (low excise taxes on fuels and non-existing
carbon prices). This would have a positive impact on
health and labor productivity outcomes in the coun-
try and help meet Bulgaria’s environmental commit-
ments as an EU member.

Table 1. Immediate (2025) fiscal impacts of current and proposed PVT schemes on ownership

PVTS: PvTS2

Euro % of GDP Euro % of GDP Euro % of GDP
Tax on acquisition 3,810,322 0.00% 66,623,684 0.07% 99,935,526 0.10%
Tax on ownership 726,568,438 0.76% 1,318,062,144 1.37% 1,341,345,833 1.40%
Incentives 0 0.00% 10,312,315 0.01% 14,227,239 0.01%
Net Tax on ownership 730,378,759 0.76% 1,374,373,513 1.43% 1,427,054,120 1.49%

Source: Estimates of passenger vehicle fleet and new car purchases derived from historical data. Assumes scheme in place effective January 1, 2025.

Figure 20. FTT model for Bulgaria - gross tax revenues (left), tax expenditures from incentives (center), and net tax
collection (right) on ownership across scenarios, 2024-2050

2.00%

0.35%

2.0%

o a 0.30% o

S 1.50% S 0.25% S 1.5%

— — —

o / © 0.20% o

= 1.00% | e = 1.0%

: \ & 0.15% S

o 3] o —

E 0.50%  E 0.10% g 0.5% ————

0.05%
0.00% 0.00% 0.0%

TOOONT©OONT ©®O TOOONT ©OONT © DO TOOONTOOONT ©®O
ANADOOODTEI I I WO ANAOOOODITII T IO ANNADOOONIT TSI IO
C0O0OO0O0O0000O0O0O0O0OQ C0O0OO0O0O0O000O0O0O0OQ C0O0OO0O00000O0O0O0O0OQ
ISR SR SR S AR S SV S S SV S S SR SR ISR SR SR SR S R SV SO S S S S SR SR SRS RS RS IR S A SV S S S SR SR IR SR
e Current PVTS1 PVTS2 e Current PVTS1 PVTS2 e Current PVTS1 PVTS2

Source: Based on the results of an FTT model simulation for Bulgaria

1.6. Policy recommendations

Short to medium run

42. The gradual erosion of the tax base for the re-
currentreal estate tax could be addressed prompt-
ly by updating certain components in the current
tax assessment formula. Specifically, this could be
achieved through a one-time adjustment of the fixed
base tax value to compensate for the accumulated

gap with market prices. A parallel update of the exist-
ing zones, which determine local coefficients, would
also be necessary. To prevent future discrepancies
with market prices, regular updates of the fixed base
tax value and zoning are advisable. These updates
could be facilitated through automatic indexing at

a fixed frequency (for example, annually), based on
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some observable and regularly published statistic
such as a real estate price index.

43. Reforming vehicle taxation could strengthen
the fiscal capacity of local authorities. This can be
achieved by reinforcing the polluter-pays principle
through the introduction of CO,-linked taxes. Spe-
cifically, linking the environmental component of the
recurrent vehicle tax to CO, emissions, along with in-
troducing a CO,-based tax on acquisition, would not
only increase municipal revenues but also support
environmental objectives. Removing or modifying
the vehicle age factor would further promote the
polluter-pays principle.

44. Capacity building and technical assistance for
local administrations, particularly revenue-col-
lecting units, could be instrumental in boosting
revenue collection. This could be accomplished
through dedicated training sessions, including peer-
to-peer learning. The upcoming World Bank study on

municipal capacities in Bulgaria, which is expected
to shed light on the factors behind varying perfor-
mance, could be very useful in the design of capaci-
ty-building programs.

Long run

45. A more radical reform that would bring real
estate tax assessments close to market prices
could be the adoption of a mass valuation mod-
el. Test models for mass market valuation in Bulgar-
ia demonstrate significant potential for reliable and
accurate valuation systems. Improving data collec-
tion and quality control as well as using AVMs, GIS,
and advanced modeling techniques can pave the
way toward transitioning to a reliable mass valuation
system in Bulgaria. However, this transition would
minimally require a dedicated team for data quality
management and the establishment of a robust data
infrastructure.
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2.1. Types of transfers from central to local

governments

1. Fiscal decentralization was launched shortly
after the start of Bulgaria’s transition to a dem-
ocratic state and market economy in 1989. The
country embarked on a path toward administrative
and fiscal decentralization, emphasizing subsidiarity
and local autonomy. The process of decentralization
was spurred by a 2001 agreement between the then
government and the National Association of Munic-
ipalities in the Republic of Bulgaria (NAMRB), which
served as a basis for a Concept for Financial Decen-
tralization and a program for its implementation until
2005 (see Box 3). The program led to the devolution
of expenditure responsibilities between the state and
municipalities. Another important landmark was the
2007 constitutional amendment, which empowered
municipalities to set local tax rates, while other legis-
lative changes defined the role of central government
transfers to municipalities. Over the years, some
types of transfers have appeared and disappeared,
but the main transfers—for delegated activities,
equalization, and capital spending —have remained
in place since 2003".

2. The current system of central government
transfers to municipalities comprises five instru-
ments: conditional spending grants for delegated
activities, earmarked capital spending transfers,
equalization transfers, snow removal and winter

road maintenance transfers, and other earmarked
transfers, including for local activities. The specific
costing ‘standards’ for delegated activities are de-
termined by the Council of Ministers, with the funds
to be distributed specified in the annual budget.
Municipal spending is subject to internal controls
and audits by central government authorities.

3. Transfers for delegated activities are calcu-
lated as the sum of all estimated costs for activ-
ities that the state delegates to municipalities.
These cost estimates, known as expenditure stan-
dards, are derived from a detailed list of service
need indicators, totaling 177, which include the
number of service institutions, subgroups, and in-
dividual clients covered by the service. The values
of these indicators are updated annually. Service
delivery costs are estimated by considering local
factors such as population size and density or lev-
el of development. The earmarked transfers aim to
cover the full and differentiated costs of each local
government providing these services. By setting de-
tailed and differentiated expenditure standards, the
earmarked transfers aim to cover the standardized
expenditure needs and the equalization of differ-
ences in the costs of service provision. They repre-
sent the largest share of state transfers to munici-
palities (88.7 percentin 2024).

17 For more details on the history of financial decentralization and the different types of central government transfers to municipalities, see HauuoHanHo
cgpy’keHue Ha obwuHume B Penybauka Bbazapus, ,,AHaAu3 Ha MexaHU3MumMe 3a pa3npegeAeHue Ha gbpkaBHume mpaHchepu no obwuHuU*, 2021
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Box 3. Bulgaria’s path toward decentralization

Following its transition to a democratic state and
market economy in 1989, Bulgaria embarked on a
path toward administrative and fiscal decentral-
ization, emphasizing subsidiarity and local auton-
omy. Between 1991 and 2025, the following stages
of this process can be distinguished:

1991-2000: Following the adoption of a new Con-
stitution in 1991, the country also adopted the
European Charter of Local Self-Government in
1995. Key legislative acts such as the Law on Lo-
cal Self-Government and Local Administration,
the Law on Municipal Property, the Municipal Bud-
get Law, and the Law on Local Taxes and Fees were
passed after 1995, setting the framework for local
competences and responsibilities. In 1991, mu-
nicipalities received 100 percent of the collected
personalincome tax (PIT); starting from 1992, they
received 70 percent of it. Municipalities were also
entitled to a municipal tax on corporate profits
(1991-2002), which was initially set at 10 percent
but later decreased to 6.5 percent.

2001-2006: In 2001, the government signed a co-
operation agreement with the NAMRB, which set
the goal of financial decentralization and stron-
ger municipal autonomy. A Concept for Financial
Decentralization and a program for its implemen-
tation (2002-2005) followed. The program led to
the devolution of expenditure responsibilities be-
tween the state and municipalities and the devel-
opment of so-called spending standards (costing
formulas) for central government transfers for del-
egated activities. Municipalities were also granted
powers to set local fees.

Starting from 2004, municipalities were given back
50 percent of the PIT. This practice was discon-
tinued in 2008 with the transition to a flat income
tax. Also in 2003, municipalities started receiving
equalization subsidies, which were allocated to all
municipalities, regardless of their fiscal capacity,
until 2019. With changes in the allocation formu-
la in 2019, municipalities with stronger fiscal ca-
pacity were excluded from the equalization trans-

fer pool. Between 2003 and 2011, municipalities
were granted earmarked transfers for ecological
sites and projects. Between 2005 and 2007, mu-
nicipalities received another transfer meant to
compensate for the abolished road tax previously
collected by them.

2006-2015: At the end of 2005, a new agreement
on further decentralization reforms was signed be-
tween the government of Bulgaria and NAMRB. As
a result, in 2006, the government adopted a new
Decentralization Strategy for 2006-2015. Among
others, its main objectives were to accelerate
the devolution of powers and resources from the
central to local governments and strengthen local
self-government. However, as only 39 percent of
the planned measures have been implemented,
the government assesses the strategy’s imple-
mentation as unsatisfactory.

Yet, key achievements of the strategy include a
2007 constitutional change granting municipali-
ties powers to set local tax rates within predefined
bounds, the transfer of the patent tax (paid by
some small businesses and freelancers) as a mu-
nicipal own revenue, and increased municipal rev-
enue from concession contracts.

Regarding the transfer system, starting from 2007,
municipalities started receiving an earmarked
transfer for snow removal and winter maintenance
of roads. Between 2007 and 2015, there was also a
earmarked transfer for the construction and repair
of municipal roads that was later integrated into
the overall capital transfer.

2016-present: A new Decentralization Strategy
(2016-2025) was passed in 2016 with the goal of
further delegation of powers and functions from
central to local authorities, a more adequate al-
location of resources between central and local
governments, increased effectiveness of local
self-government, and improved local public ser-
vices. Despite this, progress on the decentraliza-

tion agenda has been limited in this period.
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4. Equalization transfers aim to address dispar-
ities in local own revenue and, to some extent,
differences in expenditure needs. These grants are
distributed using a formula that includes five com-
ponents or criteria, which primarily emphasize local
own-source revenue disparities but also capture dis-
parities in expenditure needs to some extent.

i. Municipal revenue equalization, which compen-
sates for the difference between permanent tax
revenue per resident in a municipality and 120
percent of the national average. The transfer
amount is calculated as the difference between
the two ratios multiplied by the municipality’s
population. This component represents nearly
three-fourths of the equalization funds for 2024,
as per the Law on the State Budget for 2024
(based on reported tax revenue for 2022).

ii. Municipal current expenditure equalization, which
captures disparities in spending needs based on
several indicators, with weights determined by the
actual structure of costs for local activities. The in-
dicators and their weights are number of children
up to 5 years old (3 percent); number of children
ages 6-14 (1 percent); number of adults ages 65
and over (5 percent); area size (26 percent); length
of municipal roads (13 percent); and population
(52 percent). This component represents 20.2 per-
cent of the equalization funds.

iii. Minimum guaranteed municipal own revenue
subsidy, which is provided to municipalities
whose own revenue relative to total revenues
is below the 25 percent threshold. It is a much
smaller component of the equalization grant, ac-
counting for 3.8 percent of the distributed funds.

iv. ‘Hold-harmless’ supplementary subsidy, ensur-
ing there is no decrease in the first three com-
ponents between fiscal years. It is provided to
municipalities where the sum of the first three
components is lower than the total equalization
transfer received in the previous year, covering
the difference. This component makes up 2.7
percent of the general equalization transfers.

v. Revenue incentivizing subsidy, which is provid-
ed to local governments that achieve a tax effort
above the national average. The tax effortis com-
puted for the recurrent real estate tax, property

acquisition tax, and vehicle tax. The subsidy is
determined by the relative share of the difference
above the average and distributes a tiny share of
the equalization funds (0.2 percent).

5. Not all municipalities qualify to receive equa-
lization transfers. The general qualification criterion
for equalization grants in 2024 was that a municipal-
ity must have ‘permanent tax revenues’'® per capita
(for 2022) lower than 120 percent of the country aver-
age per capita. In 2024, 247 municipalities qualified
to receive equalization transfers. The remaining 18
were mostly tourist municipalities (both seaside and
ski resorts); municipalities with large-scale industrial
companies ontheir territory such as Elin Pelin, Kozlo-
duy, and Bozhurishte; and the capital city of Sofia.

6. The third type of transfer is the annual trans-
fer for municipal winter maintenance and snow
removal. This earmarked transfer finances winter
road maintenance and snow removal and accounts
for a small share (0.6 percentin 2024) of all transfers.
It is based on a formula with three indicators: length
of municipal roads (weighing 85 percent), which con-
siders mountain, plain, and frequent icing locations;
the number of inhabited places (10 percent); and
population (5 percent).

7. The fourth type of transfer, the capital spend-
ing transfer, funds municipal investment projects
and is structured into two components: a general
component and an additional component for smaller
municipalities. The general component is allocated
based on the following indicators (with their weights
in parentheses): the number of settlements, exclud-
ing those with fewer than 10 people (45 percent);
length of municipal roads (25 percent); population
(25 percent); and territory (5 percent). This transfer
made up 5.5 percent of the total central government
transfers to municipalities in 2024.

8. The fifth type of annual transfer to municipal-
ities is the earmarked transfers for other expen-
ditures. These transfers have funded specific local
projects or activities approved by the Council of Min-
isters. In 2024, they accounted for 0.8 percent of all
municipal revenue. Past transfers have funded proj-
ects like the Sofia metro construction; construction
of nurseries, kindergartens, and schools; local city
transport; disaster recovery; and election costs.

18 Permanent tax revenues include revenues from the tax on real estate property, vehicle tax, tourist tax, patent tax, and tax on passenger taxi transport.
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9. The government may also allocate additional
extraordinary transfers to municipalities as the
fiscal year ends. These allocations are not formally
categorized as transfers. In practice, if budget execu-
tion permits, municipalities may request additional
funds, and the Council of Ministers determines the
redistribution of unspent funds. These funds are
typically used to address unmet local infrastructure
needs. The allocation criteria lack transparency, and
the process is often described as an ‘end-of-year
budget gap-filling transfer’.

10. Starting from 2024, the government has decid-
ed to allocate substantial resources for municipal
capitalinvestment projects. The annual investment

program for municipalities is included in the annual
budget law, ensuring predictability and transparency.
However, the criteria for allocation are formal, with
the key one being a maximum amount of annual al-
location per municipality, determined by its size. Mu-
nicipalities can submit applications for multiple proj-
ects, butdisbursements from the central government
cannot exceed the annual allocation ceiling. This
funding resembles an additional capital expenditure
transfer due to its relaxed criteria. However, the for-
mal monitoring and evaluation process—based on
technical documentary compliance and submission
of regular financial reports—poses a significant risk
of inefficiencies and low value for money.

2.2. Main issues surrounding the different types

of transfers

2.2.1. Transfers for delegated
activities

11.
municipal dependence on the central govern-

Transfers for delegated activities reinforce

ment. While these transfers effectively guarantee
a minimum level of services in every municipality,
they limit local governments’ budgetary autonomy.
The significant role of delegated functions in local
budgets, combined with strict controls on the use of
funds, leaves municipalities reliant on central gov-
ernment decisions. This contrasts with decentralized
fiscal relations that involve meaningful devolution,
allowing the matching of local needs and enhancing
allocative efficiency.

12. Delegated transfers may have un-equalizing
effects. Although designed to promote equity and
meant to be sufficient for funding delegated services,
local governments often need to supplement these
funds with their own revenues and unconditional
grants. According to a report by the National Asso-
ciation of Municipalities in the Republic of Bulgaria
on budget execution, 2 percent of total municipal
spending in 2021 was directed toward co-financing
delegated activities, mainly municipal administra-
tion (64 percent of the total co-financing), education
(17 percent), and culture (9 percent). Since alloca-
tion formulas do not account for local fiscal capacity,

supplementing delegated transfers from own-source
revenue puts municipalities on a different footing and
may lead to significant horizontal fiscal disparities.
The current intergovernmental fiscal system does not
address these gaps, as the equalization transfer does
not consider expenditure needs for delegated func-
tions. However, the standards for delegated function
transfers help mitigate this risk.

13. The ability to carry over unspent subsidies
to the next fiscal year creates perverse incentives
for underspending. While there is little flexibility in
using funds during regular budget execution, local
governments can use unspent funds from targeted
transfers more flexibly in the following fiscal year.
This compensates for the lack of flexibility but also
incentivizes local governments to end fiscal years
with unspent surpluses, harming budget execution
efficiency.

2.2.2. General equalization transfer

14. The equalization grant relies on a small re-
source pool and a suboptimal allocation formu-
la. Representing only 5-6 percent of total allocated
grants from the central government, the resources
available for equalization are too small to signifi-
cantly affect local budgets and service delivery.
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The allocation mechanism is quite complex, with
a patched structure of five components that often
overlap in their objectives and, in many cases, intro-
duce perverse incentives, particularly discouraging
local governments’ tax collection efforts.

15. The allocation formula discourages tax ef-
fort. The first component discourages tax effort by
using actual revenues instead of fiscal capacity,
incentivizing local governments to keep revenue
collections low to receive more transfer funds. The
third component, the ‘minimum guaranteed munici-
pal own revenue’ subsidy, reinforces these perverse
incentives. Although the fifth component, the rev-
enue incentivizing subsidy, aims to address these
negative incentives, it is likely ineffective as it repre-
sented only 0.8 percent of the equalization funds in
2024.

16. The ‘hold-harmless’ component is suitable
only for reform-related transition periods. The
fourth component, the ‘supplementary subsidy’,
which ensures there is no decrease in the equaliza-
tion transfer between fiscal years, is a permanent
‘hold-harmless’ clause that effectively undoes the
necessary adjustments in transferred funds in re-
sponse to changing local conditions. While such
clauses have been used during significant transfer
reforms in other countries, they are typically tem-
porary and not used for annual adjustments due to
the changes in local conditions. Holding to historical
results amid changing municipal conditions can lead
to comparative inequities.

17. Variables and weights in the ‘expenditure
needs’ component could be optimized. The sec-
ond component of the equalization transfer for-
mula, which addresses disparities in expenditure
needs, should yield progressive equalizing results.
Moreover, since it uses indicators that cannot be
directly manipulated by local governments, it pro-
vides the right incentives for local government
spending. Yet, as long as all delegated functions
are already funded by the targeted transfers for del-
egated activities, it would seem logical for the gen-
eral equalization transfer to focus on equalizing dif-
ferences in expenditure needs for local functions.
Thus, optimizing the variables and their weights
could better capture the distinction between dele-
gated and local activities.

2.2.3. Transfer for municipal winter
maintenance and snow removal

18. The transfer for snow removal aims to ad-
dress varying expenditure needs but overlooks
local fiscal capacity. Although this transfer is
somewhat uncommon in global practice, it is gen-
erally justified because snow and ice storms create
additional financial burden on some local govern-
ments. Although the allocation formula seems to
address differing expenditure needs, it disregards
the fiscal capacity of local governments to address
these needs using their own resources.

2.2.4. Capital expenditure transfer

19. The capital spending transfer does not dif-
ferentiate between maintenance costs and new
capital investment needs. Municipalities with
more infrastructure have higher maintenance ex-
penditure needs, but this does not necessarily mean
they have greater needs for new capital infrastruc-
ture or replacement of existing assets. For example,
assigning a weight of 25 percent in the allocation
formula to the length of municipal roads implies
that municipalities with more roads also need more
roads. While they may require more maintenance
funds, they do not necessarily need more new infra-
structure. In other words, municipalities that ben-
efited more from infrastructure-related funding in
the past will continue to benefit more in the future,
which may not be equitable.

20. This transfer could be revamped to differen-
tiate between maintenance and capital spend-
ing needs. Maintenance expenses, like wages and
salaries, are recurrent, while capital expenditures
are lump sum and long term. Most budget practic-
es recognize this distinction. Recurrent expenditure
needs for maintenance could be included in the
general equalization grant, leaving capital expen-
diture transfers for long-term infrastructure needs.
This transfer should focus on closing historical in-
frastructure gaps and addressing ongoing needs for
new and replacement infrastructure. The current al-
location formula seems to overemphasize the num-
ber of settlements rather than more relevant factors
such as population density.

21. The formula component on additional
funds to smaller municipalities, even if equi-
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table, may complicate the design of the trans-
fer. The second component of the current capital
expenditure transfer provides additional funds to
support smaller municipalities (4™ and 5" catego-
ry). This feature likely makes the transfer more pro-
gressive and redistributive, but it also complicates
its design and implementation. A well-designed
capital transfer, with an allocation formula that
considers the fiscal capacity of local governments
and capital infrastructure needs (historical back-
log and ongoing), may render this second compo-
nent unnecessary.

22. The adequacy of the capital transfer re-
quires consideration, as current funds cov-
er only about a third of municipalities’ capital
spending needs. During 2021-2023, central gov-
ernment transfers, including unused
from previous years, covered about 39 percent of

residuals

municipal capital spending needs. However, same-
year capital spending transfers accounted for only
14.5 percent, a modest amount compared to other
funding sources like EU funds, which covered 38
percent of capital expenditures. At the same time,
expenditure needs appear to be significant. For ex-
ample, according to a 2022 assessment by NAM-
RB, 57.61 percent of municipal roads are in poor
condition, needing repair or reconstruction. Other
types of infrastructure, such as residential homes
for elderly care or daycare centers for people with
disabilities, are said to remain substantially under-
financed as well.

Figure 21. Municipal capital expenditure by source of
funding, average for 2021-2023

B EU funds

m Budget transfers
previous year‘s residual from budget transfers
own-source revenue

H other sources (loans, donations, etc.)

Source: MoF, World Bank estimates

2.2.5. Unplanned transfers to
municipalities

23. Unplanned transfers undermine fiscal disci-
pline by creating soft budget constraints for mu-
nicipalities. The practice of extraordinary ad hoc
transfers, often occurring toward the end of the fis-
cal year, poses significant challenges to budgetary
discipline among local governments. This approach
effectively creates a soft budget constraint, reminis-
cent of the ‘gap-filling’ approach used in intergov-
ernmental transfers under the old command-econ-
omy budgeting system.

2.3. Lessons from international best practices

24.
sons for reforming Bulgaria’s intergovernmental

International practice offers useful les-

transfer system. Transfers play a critical role in
addressing vertical and horizontal imbalances that
arise from inadequate or unequal own resources of
subnational governments. It is essential to design
these transfers as an integral part of the overall lo-
cal government financing scheme. In this context,
transfers, including revenue sharing, should never
be seen as a substitute but rather as a well-calibrat-
ed complement of own subnational tax and nontax
revenues.

2.3.1. Revenue sharing

25. Revenue sharing, currently absent in Bulgar-
ia’s intergovernmental transfer system, can help
address vertical fiscal imbalances. It is typically
implemented on a derivation basis, returning funds
to the location where they were collected, there-
by supporting the objective of devolution. Revenue
sharing mainly helps close existing vertical fiscal
imbalances once the assignment of subnational
own tax revenues is determined. Most OECD coun-
tries implement some form of revenue sharing. By
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allowing some of the centrally collected revenues to
remain where they were generated, revenue sharing
provides incentives for the further development of
dynamic regional economies.

26. Personal income tax (PIT) and VAT are the
most commonly shared large taxes, with some
excise taxes also shared on a derivation basis. PIT
is preferred for its transparency and ease of deter-
mining the tax source based on the taxpayer’s resi-
dence. However, VAT allocation on a pure derivation
basis is challenging due to its debit and credit pro-
cesses occurring in different regions, making it hard
to establish where value is added. As a result, many
countries use allocation formulas based on popula-
tion or regional consumption to distribute VAT rev-
enues. Other taxes, like corporate income tax, are
much less suitable for revenue sharing, as they are
often allocated at company headquarters despite
being generated nationwide. These revenues also
fluctuate substantially with business cycles, under-
mining their suitability for predictable local govern-
ment budgeting.

27. Revenue sharing disproportionately benefits
economically dynamic regions, but equalization
transfers can offset this impact. Revenue sharing
aligned with devolution tends to favor growth engines
within a country. However, the resulting inequality or
horizontal fiscal imbalances can be addressed with
strong general equalization transfers. Well-designed
equalization grants account for revenue sharing in
their allocation formulas, recognizing them as part of
the fiscal capacity of subnational governments. This
reduces, if not eliminates, the equalization funds
these regions eventually receive.

2.3.2. Conditional transfers

28. Conditional transfers can be classified by
the nature and timing of their conditions, but there
is no universal type that fits all situations. Some
transfers, like block and specific-purpose transfers,
use ex ante conditions, while others, such as perfor-
mance-based transfers, apply ex post conditions.
In addition, these transfers may include a matching
clause requiring contributions from subnational gov-
ernments. The key principle in designing conditional
transfers is to identify the most suitable instrument
to achieve the desired goal, as no single type of trans-
fer is usually superior.

29. However, all conditional transfers tend to
limit local autonomy to a certain degree. Some
instruments (for example, specific-purpose trans-
fers) impose more significant restrictions than others
(for example, block transfers). If one starts with the
premise that decentralization offers the advantage of
more efficient resource allocation by allowing local
governments to exercise discretion, it is advisable to
implement transfers that are less limiting of subna-
tional autonomy.

30. One of the most difficult choices involves fi-
nancing delegated functions to subnational gov-
ernments. Delegated functions imply that the cen-
tral government retains responsibility for some basic
aspects of services while partnering with subnation-
al governments for their provision and delivery. Del-
egation in this sense covers a range of possibilities.
At one end, subnational governments act as ‘pass-
through’ agencies for central governments with cost
reimbursement through specific-purpose transfers.
At the other end, subnational governments are pri-
marily responsible for service delivery, financed by
flexible block grants or performance-based types
of transfers. The choice of financing instrument de-
pends on the level of control central authorities wish
to retain, the administrative capacity of subnational
governments, and how much confidence central au-
thorities have in their capacity to deliver the services
without a high degree of control or oversight.

31. The choices Bulgaria faces are not unique.
Globally, many central governments have overused
conditional specific grants to address various is-
sues, at times unnecessarily. This has led to a mul-
titude of specific-purpose conditional grants, many
of which are too small and costly to administer, im-
posing high compliance and reporting costs on local
governments. Recent trends aim to simplify trans-
fer systems to grant subnational governments more
autonomy. This includes increasing the share of un-
conditional grants and, within conditional grants,
favoring general-purpose block grants over specif-
ic-purpose ones. The shift toward block grants aims
to enhance subnational autonomy, reduce adminis-
trative burdens, and lower monitoring costs. Block
transfers come with general conditionality, such as
requiring funds to be spent on broad categories like
primary education rather than specific items such as
books or school heating. However, the central gov-
ernment may still use specific transfers for essential
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services such as vaccination programs, to ensure
minimum-level provision of national merit goods,
thereby prioritizing specific spending over broader
subnational budgetary autonomy.

32. Block grants are more effective with fewer
conditions, assuming there is sufficient local ad-
ministrative capacity and accountability. Block
grants are typically implemented on a ‘capitation ba-
sis’ (for example, per student, per inhabitant), adjust-
ed for costs or need differences. Fewer conditions
allow local authorities to exercise greater autonomy
in setting spending priorities and selecting efficient
service delivery methods. However, block transfers
can cause conflicts between central and subnational
governments due to differing expenditure priorities.
Introducing matching-fund clauses, where local gov-
ernments contribute a percentage, can help address
these conflicts. The effective use of block conditional
grants relies on subnational administrative capacity,
fiscal autonomy, and accountability to residents and
voters. Deficiencies in these areas may challenge the
reliance on block grants over specific grants.?°

33. Performance-based grants are an alterna-
tive that provides incentives along with ex post
monitoring and assessment. These transfers link
subnational government performance and service
delivery in predetermined areas to both access
to funding and the amount of funding provided by
the central government. The idea behind this type
of transfer is to move away from the ex ante con-
ditionality of conditional block and specific grants
to a system that provides performance incentives
coupled with ex post monitoring and assessments,
based on agreed-upon performance measures. Es-
sentially, incentives are provided in three ways: (i)
by granting access to a type of transfer based on
performance; (ii) adjusting the grant amount based
on performance; (iii) allowing greater discretion in
the use of grant resources based on performance
improvements.

34. Performance measures need to be linked to
actions and programs that subnational govern-
ments can control and are responsible for. Per-
formance conditions are more easily met when the
performance indicators are related to institutional
dimensions such as revenue collection, planning,
budget execution, accountability, financial man-
agement, or other governance issues. Performance
may also refer to service delivery as measured by a
variety of outputs and outcomes. However, in these
cases genuine control and responsibility by subna-
tional governments is generally not guaranteed since
final outputs and outcomes may also depend on
external circumstances like residents’ education or
income levels. This limitation restricts the use of per-
formance-based transfers as a general substitute for
targeted (conditional) transfers for delegated func-

tions.

2.3.3. Equalization transfers

35. Most countries introduce equalization grant
systems to address horizontal fiscal disparities.
These disparities arise from differences in expen-
diture needs and fiscal capacity due to varying size
and composition of populations, service delivery
costs, and economic activity.?' If left unaddressed,
these disparities can lead to inequitable access to
basic services among citizens and economic inef-
ficiencies, such as undesirable fiscal migration due
to differences in public service provision rather than
economic migrations for job opportunities. For these
reasons, most countries have implemented equal-
ization grant systems at the regional and local levels.
In general, an effective design of equalization grants
requires clear objectives, a defined pool of funds to
finance the equalization transfers, and an allocation

formula for distributing funds across jurisdictions.

19 Block grants can lead to the so-called ‘blame game’ between the central and subnational governments, with the former being blamed for providing
insufficient funding and the latter blamed for the wrong spending priorities and low tax effort. This situation has led some central governments to revert

to using specific grants instead of block grants.

20 Specific earmarked grants may also be necessary when the central government has little information on cost and expenditure need differences or where
there is a greater need for intergovernmental coordination and overall cost containment.

21 Note that simply comparing actual revenues and actual expenditures per capita across jurisdictions can be a misleading way to measure horizontal fiscal
disparities. For example, revenues per capita may be higher in a relatively poorer region or locality due to greater effort in enforcing and collecting taxes.
Similarly, expenditures per capita may be higher in a particular region or locality because of higher expenditure needs in those jurisdictions, represented
by vulnerable groups such as under-age or retired populations, the unemployed, or simply higher costs of provision because of weather, prices, or

communications.
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36. These transfers aim to ensure equitable ac-
cess to services across all local jurisdictions. The
objective is to allow local governments to provide
comparable access to a standard package of pub-
lic services, assuming they exert an average effort in
raising their own revenues. Importantly, the goal is
not to equalize income per capita or the level of eco-
nomic development across jurisdictions.

37. There are two main approaches to determin-
ing the pool of funds for equalization transfers.
The first involves an ad hoc determination within
the national budget. The second, more common ap-
proach, uses a fixed-rule formula to provide a more
stable determination of available funds each year.
This formula may allocate a share of specific central
government revenues, such as 100 percent of VAT
revenues in Australia, or a share of the entire central
government revenue pool, as seen in Canada, Ger-
many, Switzerland, and most Nordic countries. A
fixed formula increases revenue predictability while
hardening a potential soft budget constraint for local
governments, which can otherwise maneuver for in-
creases in the pool of funds while lowering their own
tax efforts.

38. Thefiscal gap approach, which calculates the
difference between expenditure needs and fiscal
capacity of subnational governments, has become
increasingly popular in the design of equalization
transfers. An increasing number of countries have
adopted this methodology.?? Other nations use simi-
lar approaches. Canada uses fiscal capacity per capi-
ta for equalization, while Germany, Poland, and Spain
use another variation of the methodology by equaliz-
ing fiscal capacity per adjusted population (instead of
simply per capita), where adjustments to the actual
population are made to reflect differences in expen-
diture needs. Some other countries utilize a weight-
ed index formula approach containing variables that
proxy needs and, much less frequently, fiscal capac-
ity. This latter approach is still common among Latin
American countries, and it is also, as we have seen,
the current approach followed by Bulgaria.

39. There are several methodologies to apply
the fiscal gap—the difference between spending
needs and fiscal capacity—to distribute equal-

ization funds among local governments. More
sophisticated methods for calculating fiscal capac-
ity estimate the potential revenues from tax bases
assigned to subnational governments, assuming
an average or maximum level of revenue collection
effort. Fiscal capacity measurement includes po-
tential revenues from own taxes, revenue sharing
funds, and other unconditional transfers. For the
latter sources, actual quantities or revenues can be
used to add to total fiscal capacity, as only the cen-
tral government controls their amounts. The most
common methods for estimating tax capacity in-
clude (i) the Representative Revenue System (RRS),
used in Canada and the US, based on tax base infor-
mation and average collection effort; (ii) stochastic
frontier estimation of potential maximum revenues,
which assumes subnational governments deviate
from the optimal collection levels because of lower
administration collection efforts; and (iii) statistical
analysis with basic proxies for the local ability to tax
such as per capita personal income. Other simpler
methods, such as lagged own revenue collections
or averages of past collection ratios, are less reli-
able and can easily introduce negative incentive
problems.

40. Estimating expenditure needs involves de-
termining the funding required to cover all expen-
diture responsibilities assigned to subnational
governments at a common standard level of ser-
vice provision. This estimation typically is restricted
to current expenditure needs and excludes capital
expenditure needs. The reason is that capital needs
tend to be more complex, lumpy, and discontinu-
ous and are generally better addressed separately
through capital investment grants.

41. International practice offers several method-
ologies for estimating expenditure needs. One ap-
proach is ‘per client (top-down) financial expenditure
norms’, which specify expenditure standards per cli-
ent. These are specified either from a normative view-
point or from a historical and affordability viewpoint
(for example, derived by dividing the aggregate level
of expenditure across all local governments in each
functional area by the number of clients or users of
that function at the national level). Another method

22 Among developed OECD countries, we find Australia, Canada for the Northern Territories, ltaly, Japan, the Republic of Korea, the United Kingdom, and
many US states; among countries in transition, China, Latvia, the Russian Federation, Ukraine, and Viet Nam; and among developing countries, Indonesia,

Peru, and Uganda.
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is ‘bottom-up costing of baskets of standardized in-
puts’, which involves costing standardized baskets of
state government services by functional area. A third,
more complex and also desirable methodology is the
‘regression-based representative expenditure sys-
tem (RES)’. The regression analysis employs data on
expenditure per function and drivers of those expen-
ditures; the results can be interpreted as the amount
of money that a subnational government would have
spent on a particular function to provide a standard
level of service.?®

42. The computed fiscal gap serves as the basis
for allocating equalization funds. After estimating
expenditure needs and fiscal capacity, the fiscal gap
is calculated for each subnational government. The
available pool of equalization funds can be distribut-
ed among eligible jurisdictions, proportionally to the
fiscal gap or through another method. Subnational
governments with fiscal capacity exceeding their ex-
penditure needs do not qualify for the equalization
grant. The degree of equalization is essentially a po-
litical decision, limited by the resources available for
equalization.

2.3.4. Capital grants

43. Capital transfers are typically handled
separately from other types of transfers. They
are used to support subnational governments in
building public capital infrastructure. Due to their
‘lumpiness’ and non-recurrent nature, capital infra-

structure needs cannot be adequately addressed
through recurrent equalization transfers or ordinary
conditional grants. Recent advances in public bud-
get management call for integrating all expenditures
into a single budget to compare priorities and make
efficient allocation decisions. However, when sup-
porting subnational governments with their capital
expenditure needs, it is generally necessary to rely
on separate instruments for the reasons mentioned
above.

44. Capital transfers aim to improve infrastruc-
ture endowments, support local development ob-
jectives, and address externalities. They are gen-
erally designed to assist subnational governments
with financing constraints for capital, which may be
due to different access to capital markets or varying
capacity to generate own-source revenue. Two com-
mon policy biases include the belief that capital ex-
penditures are always more efficient than recurrent
expenditures and a disregard for the maintenance of
existing subnational government infrastructure. To
address the latter, matching-grant arrangements are
often used to incentivize subnational governments
to take ownership of capital infrastructure projects
and become more involved in properly maintaining
existing infrastructure. Capital transfers should not
be seen as the main funding source for capital in-
frastructure but should complement surplus funds
and prudent borrowing policies under the ‘golden
rule’ (that borrowed funds finance capital investment
only).

2.4. Potential reforms for the optimization
of Bulgaria’s transfer system

45. An optimal reform of the intergovernmental
transfer system should be holistic, as various el-
ements of the system are interconnected and con-
tribute differently to achieving greater equity and
efficiency in the allocation of transfers. Potential
reforms will lead to a more modern and complex
transfer system with more demanding institutional

requirements. Achieving this requires active coop-
eration from municipalities and relevant ministries
in technical preparations, as well as strengthening
political coordination mechanisms. Successful re-
forms require the gradual introduction of changes,
guided by a well-defined roadmap for the entire re-
form package.

23 Less accurate methodologies include ‘weighted indexes of expenditure need proxies’, ‘lagged expenditure values’, based on past spending, and ‘equal per

capita expenditure norms’, which are easy to compute but difficult to justify.
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2.4.1. Revenue sharing

46. The government could consider revenue shar-
ing for PITs based on the residence of taxpayers.
This approach would help address vertical fiscal im-
balances and promote the devolution objective. Alter-
natively, instead of pure revenue sharing or comple-
mentarily to it, the central government may grant local
governments the authority to introduce a piggyback
subnational PIT. This would be paid and collected with
the national PIT, providing local governments with au-
tonomy to set the tax rate within legally defined limits.
The piggyback PIT offers greater autonomy compared
to straightforward revenue sharing based on resi-
dence. Since both approaches will increase horizontal
fiscal disparities, it will be important to include these
revenues in the estimation of fiscal capacity as acom-
ponent of the reformed equalization grant based on
the fiscal gap methodology.

2.4.2. Targeted conditional
transfers for delegated functions

47. Bulgaria could transition from specific grants
for delegated activities to block grants or in-
creased reliance on municipalities’ own-source
revenue. This shift would involve moving away from
targeted specific grant allocations toward more gen-
eral transfers, achieving more unified local budgets,
where the distinction between ‘own’ and ‘delegated’
functions is evened out. One option is to convert
targeted specific grants into block grants, providing
local governments more autonomy and incorporat-
ing equalization in the allocation formula. Another
option is to eliminate specific transfers altogether,
replacing them with a system that relies more on mu-
nicipalities’ own tax revenue, general revenue sharing
or piggybacking of the PIT, and a stronger equaliza-
tion grant. The latter means that the pool of funds for
equalization transfers is larger, while the allocation
formula considers local expenditure needs and fiscal
capacity.

48. Block grants could be allocated based on in-
dicators of service needs, with the central govern-
ment monitoring the quality and quantity of ser-
vices. The allocation formula for block grants could

be based on general indicators of service needs,
such as the number of clients (for example, school-
age children). The general pool of funds for each sec-
tor could match or exceed current funding levels for
targeted specific grants. Statistical or econometric
methods could help identify the main drivers of ex-
penditure needs. With increased autonomy and flex-
ibility for subnational governments to deliver (some
of the) delegated services, the central government
would need to monitor the quality and quantity of
these services. This monitoring should be based on
explicit benchmarking systems that set basic nation-
al standards, ideally related to performance outputs
and outcomes.

49. Transitioning to block grants requires strong
administrative capacities at the local level. Great-
er autonomy for subnational governments through
block grants will require significant investment in
enhancing administrative capacity in many munici-
palities. In the past, central authorities justified the
controls embedded in the targeted specific transfers
because of the insufficient administrative and mana-
gerial capacities of some municipalities. Yet, this re-
sembles a chicken-and-egg dilemma since the lack
of autonomy itself has been one of the major obsta-
cles to the development of administrative and mana-
gerial capacity at the local level.

2.4.3. The equalization grant

50. The fiscal gap approach helps quantify and
bridge horizontal budget imbalances. It provides
a useful framework to quantify the horizontal bud-
get imbalances generated in a decentralized system
of government and how these imbalances can be
closed via an equalization grant.?* The fiscal gap can
be defined as the difference between expenditure
needs and fiscal capacity for each local jurisdiction,
represented arithmetically: FGi = ENi - FCi, where
FGirepresents the fiscal gap of the local government
i, ENi its expenditure needs and FCi its fiscal capa-
city. Expenditure needs refer to the funds required to
cover all expenditure responsibilities assigned to the
government at a ‘standard’ level of service provision.
Fiscal capacity is defined as the potential revenues or

24 This section builds on the approach elaborated in Word Bank and European Commission (2023).
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the general ability of the local government to collect
revenues from its own tax and nontax sources, ex-
erting a ‘standard’ level of tax effort. Importantly, the
fiscal gap does not arise because of the behavior of
local governments; it is determined by the difference
between assigned expenditure responsibilities and
revenue-raising ability. Therefore, local governments
cannot affect their estimated fiscal gaps by spending
more or collecting less revenues (see Annex 3).

51. The fiscal gap approach is simple and trans-
parent while ensuring predictability of equalization
grants. The attractiveness of the ‘fiscal gap’ approach
lies in how well it complies with the desired princi-
ples of equalization transfer design. This formula can
be stable over time, promoting revenue predictability
among local governments. The fiscal gap approach is
relatively simple, intuitive to understand, and trans-
parent to all stakeholders. The basic methodology is
impermeable to political manipulation or negotiation
in either design orimplementation. It also provides the
right incentives for revenue mobilization and spending
efficiency by local governments.

52. A formula-based approach is recommended
for determining the pool of funds for equalization.
Moving away from ad hoc annual determinations to a
formula-based approach provides predictability and
stability, sets the right incentives for local govern-
ments’ revenue efforts, and avoids a soft budget con-
straint environment. The simplest and most effective
rule is to set the funding for equalization as a percent-
age of central government revenues. This percentage
could be applied to the previous year’s revenues or the
average of the last three years, for instance.

53. The estimation of expenditure needs should
focus on recurrent expenditure requirements and
exclude capital infrastructure needs.? The latter
could be partly financed with separate capital trans-
fers. The goal is to determine the funding necessary
to cover all expenditure responsibilities assigned to
the local government at a common, standard level of
service provision.

54. The selection of expenditure functions for
equalization can be guided by either the ‘inclusion’
or ‘exclusion’ principle. First, it is essential to deter-

mine which expenditure functions should be consid-

ered for equalization so that they are included in the
estimation of needs. Certain spending categories may
be excluded from expenditure needs in the equaliza-
tion grant, for example, because they are exclusively
financed with conditional grants, as is the case with
the delegated functions in Bulgaria. The exclusion
principle means that once certain expenditures are
excluded from the calculation of expenditure needs,
the corresponding exclusion is applied symmetrically
to the revenue or financing side. Thus, if the expendi-
ture needs for delegated functions are excluded from
the expenditure side, the funds from the delegated
transfers must also be excluded from the fiscal capac-
ity side. Conversely, if such expenditures are included
in the need assessment for equalization because, for
example, they are not financed with targeted grants,
then the ‘inclusion principle’ will require accounting
for the targeted transfers in the measurement of fiscal
capacity.

55. The inclusion or exclusion of delegated ac-
tivities in the estimation of expenditure needs de-
pends on the overall reform plan for the system of
transfers. The final decision on the inclusion or exclu-
sion of ‘delegated’ functions will depend on the type
of reforms to be potentially undertaken for the current
targeted transfers. If these are discontinued, then it
will be necessary to include all delegated functions.
Alternatively, if targeted transfers are converted into
conditional block grants, then either the exclusion or
inclusion principles could be followed. However, since
there is no guarantee that the conditional block grants
would cover all the expenditure needs of the delegat-
ed functions, it would be more prudent to apply the
inclusion principle. Accordingly, the estimation of
spending needs for the fiscal gap would include those
for delegated functions, and the measurement of fis-
cal capacity would include the funds received under
the conditional block grants.

56. The first step in estimating expenditure needs
is determining their overall budgetary envelope,
based on the most recent historical values. In prac-
tice, when estimating expenditure needs, it is essen-
tial to establish this overall envelope to ensure that the
estimated needs remain within the constraints of the
existing budget. Thus, it can be assumed that the total
expenditure requirements for local governments will

25 The reason is that capital needs tend to be more complex, lumpy, and discontinuous and are generally better addressed separately via the utilization of

capital investment grants.
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not exceed their budget. In addition, it is reasonable
to assume that the expenditure need for each func-
tional category is the historical aggregate expenditure
on that function across all local governments in that
tier. This historical approach ensures affordability and
avoids external judgments on the importance of func-
tions. Adjustments to this assumption can be made in
future periods by government authorities.

57. The next step is selecting functions for sepa-
rate spending estimation, focusing on significant
items. Major functions are identified by calculating
their shares within total spending for local govern-
ments. All other functions can be grouped together in
an ‘all other’ category. Selecting a threshold level of
importance involves some practical considerations,
including data availability.

58. The third step is identifying demand-side driv-
ers of spending variation. These drivers must meet
certain criteria, including (a) focusing on the demand
side of the spending responsibility, meaning they
should be ‘client based’ rather than capacity or supply
based; (b) reflecting an economic rationale between
service provision and users and linking with specific
local government functions; (c) being resilient to po-
litical manipulation—ideally, they would be rigorous-
ly collected by an independent statistical office and

Predicted Expenditure Needs LG (i)

made publicly available and subject to quality evalu-
ation; (d) being universal, that is, available for all local
governments; and (e) updated regularly.

59. The fourth step is conducting regression anal-
ysis to predict expenditure needs for each local
service. The expenditure needs associated with each
local service may have one or more drivers. Selecting
the right number of drivers requires the best possible
model specification, which maximizes the adjusted
R®. The results need to be validated with data on local
government spending patterns and economic judg-
ment. The estimated coefficients will reflect a stable
relationship between expenditures and their drivers
and are, therefore, not likely to change abruptly from
one year to another if there are no major changes
in the assignments of expenditure responsibilities.
Nonetheless, it will be necessary to regularly update
the estimates, for instance, every 3 to 5 years.

60. The fifth step is computing the expenditure
needs for each main function and their total. This
is done by using the result predicted by the multilin-
ear regression formula, calculating the relative size of
each local government in total predicted values, and
multiplying it by the value of a national target for ex-
penditure on the respective local service. This step
can be represented by the following equation:

Estimated Expenditure Needs LG(i) =

where

Z}Ll Predicted Expenditure Needs

X National Target Expenditures,

* Expenditure needs are for any of the local services selected for inclusion in the fiscal gap approach.

* LG (i) refers to any of the local governments in the respective tier.

* Predicted expenditure needs refer to the estimate resulting from the multilinear regression analysis for

the respective local service.

* National target expenditure(s) is the indicative forecast established by the MoF for the respective

local service in the reference year.

One can then obtain the total expenditure needs to
be considered in the fiscal gap equation as equal to

the sum of all separate expenditure needs for all the
qualifying local services:

Estimated Expenditure Needs LG (i) = Y.¢—; Estimated Expenditure Needs LG (i),

where

* Expenditure needs LG (i) are the aggregate estimates of expenditure needs for a given local government.
* Expenditure needs are for every category of local services selected for inclusion in the fiscal gap ap-

proach.

* LG (i) refers to any of the local governments in the respective tier.
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61.
own-source revenue and possibly conditional

The measurement of fiscal capacity includes

transfers. Fiscal capacity includes potential rev-
enues from own taxes, revenue sharing, and con-
ditional transfers. For conditional transfers, actual
amounts can be used since central governments
control their collection. If delegated functions are
included in the equalization grant, then block or con-
ditional grants would also be added to the fiscal ca-
pacity estimate.

62. The first step in fiscal capacity estimation is
determining the type of revenue subject to equal-
ization. Several principles influence which local rev-
enues should be subject to equalization. First, fiscal
equalization covers only current (not capital) reve-
nues because itis related to current spending needs.
Second, the calculation of fiscal capacity requires
the application of the symmetric principles of inclu-
sion or exclusion. If certain expenditures are exclud-
ed from the calculation of needs, a corresponding
exclusion is applied to the revenue side linked to this
spending activity.

63. Potential own-source revenues include only
those over which local governments exert collec-
tion effort. The different degrees of effort depend on
(i) the administration’s work to register, audit, and
collect taxes and (ii) the applied tax rates and ex-
emptions as allowed by law. Own revenues should
include all local taxes and nontax revenues such as
charges and fees, with the former typically easier to
estimate. If potential nontax revenues are too difficult
to estimate, they can be left out of the fiscal capacity
calculation. Shared tax revenues, if available, can be
taken directly as part of the fiscal capacity because
of the assumption that local governments cannot
change their amounts by changing their behavior. The
only unconditional transfer that should not be part of
the fiscal capacity measure is the equalization grant
itself.

64. The estimation of fiscal capacity should be
guided by several principles. The first principle is
that the method of calculating the revenue poten-
tial should be simple but accurate, allowing for the

best capture of the entire income potential and not
leaving room for discretion. The right incentives also
need to be preserved; that is, the revenue potential
should not punish those that make more effort and
collect more revenues. Finally, the results should not
be subject to manipulation and should be based on
available and verifiable data.

65. The RRS approach to fiscal capacity estima-
tion seems more appropriate for Bulgaria given
data availability. This approach applies the nation-
al average tax rate for each tax component to the
respective local tax base. The estimated revenues
show what each local government would collect with
average fiscal effort. When information on local tax
bases and effective tax rates is lacking, regression
analysis can help predict potential revenue using
proxy variables instead of actual tax bases. For ex-
ample, in the case of property taxes, one can run a
regression with actual property tax revenues in each
jurisdiction as the dependent variable and assessed
property values as the explanatory variable, with co-
efficients constituting the revenue potential for each
local government and for each tax.

66. Regression parameters estimated for the tax
base proxy represent an ‘average’ level of tax ef-
fort, reflecting all the decisions local governments
make regarding tax policy choices and the effective-
ness of tax administration. This has the advantage of
not penalizing those local governments that exert an
above-average level of effort.

67. The last practical step requires measuring
the horizontal fiscal gap and calculating the final
equalization transfer amounts. The fiscal gap is
computed as the difference between fiscal capacity
and expenditure needs, with positive-gap jurisdic-
tions not qualifying for equalization grants. Then, the
‘relative fiscal gap’ for those qualifying for the grant
is computed as the share of each local government’s
fiscal gap in the aggregate fiscal gap. The final step is
the assignment of equalization transfers, which can
be done by multiplying the relative fiscal gap of each
local government by the total pool for equalization
(Table 2).
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Table 2. Steps to implementing the fiscal gap approach

Step1. Define Fiscal Imbalance

Fiscal Gap
= Own Revenue Potential

= Fiscal Capacity — Expenditure Needs

+ Shared Revenues + Other Transfers (that need to be included) -

Expenditure Needs

For every region that has a positive fiscal gap, set:

FiscalGap=0

Step 2. Define Relative Fiscal Imbalance

The relative fiscal gap is the relative size of each local government’s fiscal gap as
a share of the aggregate fiscal gaps of all pre-qualified local governments.
Relative Fiscal Gap ;= Fiscal Gap;/ X ; Fiscal Gap;

Step 3. Assign equalization transfer

Define the equalization transfer to local governmentj as:
Transfer to Local Government i = Relative Fiscal Gap i x Overall Equalization Funds Available

2.4.4. Capital transfers

68. Capital transfers could help bridge histori-
cal gaps in infrastructure while addressing local
needs for new infrastructure and replacement.
Local needs will depend primarily on the population
and territory size as well as differences in local ability
to raise financing for investment through borrowing
and budget surpluses.

69. Capital transfers must consider existing dif-
ferences in the territorial distribution of public in-
frastructure. To address relative historical inequities
in the territorial distribution of public infrastructure
with the help of capital transfers, one can apply the
following formula:

TRH; = aCTRF CSD;
= Xiz1 CSD;

where T RH; is the capital transfer to close historical
gaps in municipality i, CSD; is the capital stock deficit
estimate of municipality i (for example, compared to
a normative standard for the entire country), and o
is the percentage of available resources (the capital
transfer fund, CTRF) that will be devoted each year
to closing regional historical disparities in the dis-

tribution of capital stock. To ensure the affordability
of this transfer, o should allow offsetting part of the
total deficit of public capital infrastructure stock
eachyear. Erasing all existing historical differences in
the availability of public capital stock in one period
would likely be an impossible goal to achieve. Realis-
tically, it will take a long time. However, after a certain
period, there will be no need for this component of
the capital transfers as the existing historical dispari-
ties are erased. One implication of implementing this
component, q, is that it may allow the elimination of
the current formula component providing additional
funds in support of smaller municipalities. The sec-
ond, main and permanent, component of capital
transfers should aim at helping municipalities cover
their present and future needs for new capital infra-
structure and the replacement of obsolete stock.

70. The design of capital transfers could vary by
the degree of flexibility in their use. Capital trans-
fers can be specific project-based grants that are
closely administered by line ministries or block cap-
ital grants that give subnational governments more
flexibility. These two approaches are recommend-
ed to exist side by side depending on the objectives
of the central government and the nature of the
projects.?® In some cases, local governments could

26 In terms of the institutional setup, it will be desirable to define the capital transfers program as a Public Investment Program (PIP) integrated into a
Medium-Term Expenditure Framework (MTEF) or multiyear budget that covers the entire budget system.
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be required to contribute matching funds to the capi-
tal transfer, depending on their fiscal capacity. Sepa-
rately, the design of capital transfers must not create
the expectation that they will be the only source of lo-
cal capital investment. Instead, capital grants should
complement local budget surpluses and prudent
borrowing policies under the ‘golden rule’ (that bor-
rowed funds can only be used for capital investment).

71. Distribution of capital transfer funds should
not be ad hoc but based on pre-established for-
mulas. The government could also allow for a com-
petitive process with clear application procedures.?”
There are various formulas, but generally, they use

indicators that closely represent needs, such as cli-
ent base, territory, fiscal capacity, or general abili-
ty to finance capital projects from own or borrowed
resources. These indicators are then combined in a
weighted index formula, similar to the approach in
Bulgaria, with the relative weights representing the
importance given to each indicator. An alternative ap-
proach is to use a ‘point system’, as used in Viet Nam,
for example. In this case, points are awarded to differ-
ent indicators such as population, land area, or level
of development, and then the points across all local
governments are summed up. Each local government
is allocated a share of the capital transfer pool based
on its points.

Box 4. International practices and examples in the design of capital transfers

International experience with the design of capital
transfers shows that a wide variety of approaches
are used. Most countries use some form of capital
transfers to support subnational governments for
specific sectoral expenditure areas such as roads,
water and sewerage treatment plants, transpor-
tation, housing, education, and health. Country
experiences vary along several dimensions. Re-
garding the mechanism used to allocate capital
transfers, country experiences vary from ad hoc
allocation decisions to formalized approaches us-
ing pre-established formulas. Similarly, in terms of
the degree of flexibility in the use of capital grants,
country experiences vary from the least flexible
‘project-based grants’ to unconstrained funds pro-
vided as part of general revenue transfer.

The variety of approaches makes it difficult to gen-
eralize and extract lessons useful for any country
trying to improve its system of capital transfers.
Typically, a country has various capital transfers
financed with earmarked funds within specific
capital expenditure categories in the national bud-
get, requiring some level of matching funds from
subnational governments. The funds are allocated
either by an objective formula or on a specific proj-
ect basis based on qualifying proposals.

In Australia, specific transfers for capital purpos-
es cover many areas including education, health,
social security and welfare, housing, and roads.
These transfers are usually administered by the
relevant ministry of the federal government, and
their design typically includes a formula for the
distribution of funds and an application process
to pre-qualify. For example, capital transfers for
education are administered by the Department of
Education and those for roads by the Department
of Transport and Regional Services. In the case of
education, capital grants are destined to “govern-
ment schools” and “non-government schools”.
In the government sector, the Commonwealth’s
capital funds are pooled with those of the state,
and the attribution of Commonwealth funding to
individual projects is largely nominal. In the non-
government sector, the allocation of Common-
wealth funds is based on project assessment.
The fund allocation among states for government
schools is based on each state’s/territory’s share
of government school enrollments. In nongov-
ernment schools, the allocation is based on the
number of nongovernment students enrolled in
each state or territory. For capital grants for road
construction, one main program administered by

27 The downside of using competitive processes is that they may effectively exclude local governments with lower administrative capacity to prepare
proposals and bid for funds. Therefore, if competitive processes are used, it is imperative to provide the means and technical assistance for poorer local
governments to compete fairly.
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the Department of Transport and Regional Ser-
vices (the Black Spot Program) provides financial
assistance to improve the physical condition or
management of locations noted for a high inci-
dence of crashes involving death or serious inju-
ry, and it is run on the basis of individual project
selection. The second program, which is formula
driven, provides capital transfers for road con-
struction to state and local governments. The for-
mulas include various factors such as population
and road lengths.

In Canada, capital transfers have been relatively
small compared to overall transfers, which include
the health and social transfer, the equalization
transfer, and territorial formula financing. Tradi-
tionally, some capital transfers are included in the
federal budget to share the costs of provincial and
localinfrastructure projects, such as highway con-
struction by Transport Canada, the department of
transport in the Federal Government of Canada.
The Canadian Parliament also supports infrastruc-
ture financing through the Strategic Infrastructure
Foundation, which matches private and public
funding for large infrastructure projects. There is
also funding available to provinces and territories
to support affordable housing for low- and mid-
dle-income inhabitants. The Green Municipal En-
abling Fund and the Green Municipal Investment
Fund also support energy and water efficiency
projects. Funding is generally agreed upon on a

2.4.5. The municipal winter
maintenance and snow removal
transfer

72. The transfer system could be streamlined
by eliminating the snow removal transfer and
subsuming these expenditure needs in the gener-
al equalization transfer. Doing so would not only
simplify the current system but also allow full con-
sideration of the fiscal capacity of different local
governments to address these expenditure needs.
If the transfer were to be maintained, it would be im-
portant to account for differences in fiscal capaci-
ty; otherwise, all Bulgarian citizens would subsidize
those in rich municipalities for snow and ice remov-
al during the winter.

multiyear basis, most often for five years, through
bilateral agreements between federal, provincial,
and territorial governments.

In Mexico, the main capital transfer is the Con-
tributions to Social Infrastructure Fund (FAIS),
which is divided into two sub-funds between state
and local levels. Capital transfers are provided
for projects in drinking water, sewerage, drainage,
and latrines; electricity in rural areas; basic health
infrastructure; basic educational infrastructure;
housing; rural roads; and productive infrastruc-
ture. Resources are distributed according to the
relative share of each state in the extent and depth
of poverty at the national level, measured by the
global poverty rate, which is the weighted sum
of five indicators: income per capita, education-
al level, living space, drainage, and availability of
electricity for cooking.

In Brazil, the key capital transfer is the State In-
vestment Fund (FINEST), which aims to reduce
regional inequalities by encouraging states with
Human Development Index (HDI) below the na-
tional average to invest in physical infrastructure
for transport, energy, communications, and sani-
tation. The Fund for the Development and Mainte-
nance of Basic Education (FUNDEB) is distributed
among the states according to their share of stu-
dents, and 40 percent of the funds can be used for
the construction and maintenance of schools and
equipment.

2.4.6. Unplanned transfers

73. Unplanned discretionary transfers intro-
duce a soft budget constraint and should be dis-
continued. Unplanned transfers to local author-
ities typically serve two goals and thus consist of
two components: emergency aid following natural
disasters and ‘gap-filling’ discretionary financing.
The component of emergency aid to municipalities
for recovery following natural disasters should be
structured as a formal, permanent component of
the transfer system. This could be done by clearly
stating the procedures for how local governments
qualify for disaster relief and how the funds would
be disbursed. However, the second component,
consisting of ‘gap-filling’ discretionary transfers fol-
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lowing requests for additional funds from local gov-
ernments, should be discontinued. This practice,
reminiscent of the old Soviet budgeting system,
introduces a soft budget constraint for local gov-

ernments, creating an array of perverse incentives
such as reducing efforts to collect own revenue or
harming spending efficiency and fiscal discipline.

2.5. Policy recommendations for optimization
of Bulgaria’s transfer system

Short to medium run

74. Bulgaria could consider consolidating some
of the current transfers into a single, uncondition-
al equalization transfer. This transfer could be used
for current spending and other needs such as snow
removal. It could also be used for capital expendi-
ture needs, although it would be preferable to have
a separate capital transfer with its own allocation cri-
teria, given the different nature of recurrent expendi-
tures and capital infrastructure needs. Such reforms
would provide municipalities with increased discre-
tion to direct their spending streams to where their
policy priorities and pressing needs are.

75. A simplified equalization transfer for current
needs could be based on the fiscal gap approach
that nets expenditure needs and fiscal capacity.
It is important that expenditure needs are estimat-
ed as objectively and comprehensively as possible,
while fiscal capacity calculation does not create dis-
incentives for local tax effort. Also, the pool of bud-
get resources for equalization should not be decided
arbitrarily but be based on a fixed formula such as
a share of central government revenue or selected
central government taxes.

76.
ties are to remain in place, they should be tied

If existing transfers for delegated activi-

to measures of effectiveness. These could be key
performance indicators and output/outcome mea-
sures that create incentives for municipalities and
end-user service providers to pursue value for money
and provide a minimum standard of quality and ac-
cessibility for each service. The choice of such per-
formance indicators and specific metrics should be
made carefully, as they should be directly influenced

by policies and decisions within the control of munic-
ipalities.

77. Unplanned ad hoc grants are a source of soft
budget constraints and should be discontinued.
Unplanned grants represent a poor practice that car-
ries a high risk of inefficiencies and waste of scarce
budget resources. With a well-designed transfer sys-
tem in place and a reserve fund for natural calami-
ties, such as the one functioning in Bulgaria, these ad
hoc grants would not be needed.

78. Large-scale capital spending programs for
municipalities, such as the one launched in 2024,
require robust selection and monitoring process-
es. The existing 3-year investment program for mu-
nicipalities would benefit from strengthening its
selection, monitoring, and evaluation processes,
which add to the current financial reporting require-
ments and review of technical documentation. Such
programs should also ensure they do not encourage
substitution away from EU grants, straining the na-
tional budget.

Long run

79. Going forward, more fiscal autonomy for
municipalities could be considered. This could
be achieved either by revenue sharing for one of the
central government taxes, such as PIT, or by giving lo-
cal authorities the power to impose a local personal
tax on top of the existing central government tax.?®
higher
revenue autonomy could be made accessible only

To avoid compromising local tax effort,

for those municipalities where the tax effort (in-
cluding both tax rates and tax collection) is above a
threshold.

28 Local authorities should, however, consider the risk of tax arbitrage among jurisdictions that a piggyback PIT could create, due to the higher labor tax

burden in municipalities that potentially opt for it.
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Chapter 3.
Municipal Expenditure




3.1. Municipal responsibilities and spending

decentralization

1. Bulgaria features low decentralization on the
expenditure side.? Municipal spending averaged
20 percent of general government expenditures (or 7
percent of GDP) over the past decade, which is be-
low the EU average. Despite various decentralization
strategies, the share of municipal spending in total
public spending has not increased significantly. Mu-
nicipal spending has experienced fluctuations, peak-
ing in the mid-2010s due to the influx of EU funds
and dipping during economic downturns, including
COVID-19 and Russia’s invasion of Ukraine.

2. Municipal spending responsibilities fall into
two main categories: delegated and local (Box 5).
Delegated functions include key services where the
state retains policy-making authority, such as educa-

tion, health care, and social protection, and aims to
ensure a minimum service standard for all citizens. In
contrast, local activities are services that municipali-
ties choose to provide based on their own resources,
local circumstances, and priorities. These include
housing, community amenities, environmental pro-
tection, and cultural and religious activities. Munic-
ipalities can also co-finance any delegated activity
using their own revenue. The proportion of delegat-
ed activities in total municipal spending rose from
48 percent in 2014 to 62 percent in 2023, reflecting
a growing reliance on central government transfers.
Bulgaria’s municipalities have limited spending au-
tonomy, with only 10-15 percent of revenues avail-
able for local investments.

Box 5. Delegated and decentralized public services

The delegated activities that the central govern-

ment finances fall within the following government

functions:

e General public service (that is, salaries of may-

ors, municipal councilors, and other local ad-

ministrative officials)

Education (staff at kindergartens and primary

and secondary schools)

e Social protection, assistance, and care (day

centers for the disabled, asylums, crisis cen-

ters, protected homes for mothers with babies

and people with disabilities, family-type homes

for children, and so on)

Health care (nursery staff, physicians in schools,

health mediators, drug prevention work, and so on)

e Defense and security (police inspectors, human-

trafficking committees, work with minor delin-

quents)

Culture, sports, recreation, and religion (staff

at museums, art galleries, cultural establish-

ments, and community centers).

On the other hand, a wide range of public services

are decentralized to municipalities:

e Organization and development of municipal ter-
ritory, communal activities: cleaning services,

maintenance of municipal property in urbanized
areas (for example, parks and green areas), con-
struction and reconstruction of plumbing sys-
tems in urbanized areas, organization of parking
and traffic safety, video surveillance systems)

* Municipal road and street network: construc-
tion, maintenance, repair, and reconstruction of
road networks and all streets and their adjacent
surface and underground infrastructure in pop-
ulated areas

e Social services: homes for adults with disabili-
ties or the elderly, community day care centers,
residential services, home assistance

e Culture: management and financing of cultural
institutes (museums, theaters, libraries), com-
munity centers

* Recreation, sports, and tourism facilities

e Protection of the environment and rational use
of natural resources

e Disaster protection

e Municipal property management, municipal en-
terprises

e Municipal financial administration

e Economic activities and services: markets, pub-
lic transportation, business parks.

Source: Decision of the Council of Ministers on the Approval of Standards for Delegated Activities with Natural and Value-Based Indicators for 2024; NAMRB 2023.

29 The EU measures the degree of expenditure decentralization by the proportion of subnational expenditures in total government expenditure: high (35-100
percent), medium (27-34 percent), low (20-26 percent), and very low/quasi-no decentralization (0-19 percent).
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3. Delegated services are financed through ear-
marked transfers from the state, leaving municipal-
ities with limited discretion over these funds. This
subsidy is set annually in the state budget based on
uniform financing standards and various indicators.
These resources finance current expenditures on
education, health, social services, municipal admin-
istration, defense and security, and economic activi-
ties. Education spending dominates, representing 70
percent of total transfers in the 2024 budget. Transfers
for delegated activities are earmarked and cannot be
used for other services. Municipalities have limited
discretion over the exact amounts to be transferred

to their second-line spending units (for example,
schools, social homes, cultural establishments).

4. The law sets several fiscal rules for municipal
budget balances, expenditure, and debt that are
aligned with headline general government rules
and overall fiscal discipline. More specifically,
the Public Finance Law provides for medium-term
balancing of municipal budgets, prudent growth of
expenditure, sustainable municipal debt, and a rea-
sonable debt service burden (see Box 6). The aim
of these rules is to provide checks and balances for
municipalities’ fiscal autonomy so that their perfor-
mance does not threaten overall fiscal stability.

Box 6. Municipal fiscal rules (Public Finance Act)

1. The medium-term objective for the municipal
budget is a balanced budget on a cash basis.

2. The average growth rate of expenditures for
local activities in municipal budgets for the
projected medium-term period should not
exceed the average growth rate of reported
expenditures for local activities over the past
four years. A higher growth rate of expendi-
tures is allowed only if compensated by addi-
tional measures leading to an increase in bud-
get revenues. The additional measures should
lead to a sustainable increase in the munici-
pality’s own revenues and should not be of a
one-time nature.

3. Measures that lead to a permanent decrease in
municipal budget revenues must be compen-
sated by measures for a permanent reduction
in expenditures.

4. The annual municipal debt service for each mu-
nicipality cannot exceed 15 percent of the aver-
age amount of the municipality’s own revenues
and the equalization subsidy for the past three
years.

5. The nominalvalue of municipaldebt guarantees
cannot exceed 5 percent of the total amount of
revenues and equalization transfer as per the
most recent budget execution report of the mu-
nicipality.

6. When an upcoming payment on existing debt
subject to refinancing is due before the date of
taking on the refinancing debt, the municipality
is required to set aside a cash reserve for the
upcoming payment on the existing debt.

(i) The restriction under paragraph 1 does
not include municipal debt from tempo-
rary interest-free loans and loans provid-
ed by other entities from the ‘general gov-
ernment’ sector.

(ii) The law on the state budget for the respec-
tive year may define a maximum amount
of debt that may be assumed by the mu-
nicipality during the budget year, beyond
the limits in paragraph 1 and outside the
cases in paragraph 5, for the advance fi-
nancing of payments on projects funded
with resources from the European Union.
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3.2. Overall trends in municipal spending*°

5. Over the past decade, total municipal spend-
ing has fluctuated between 17 and 21 percent of
total general government spending. In 2023, mu-
nicipal spending accounted for 20 percent of Bul-
garia’s general government expenditures (equiva-
lent to 7.7 percent of GDP), somewhat higher than
pre-pandemic levels (Figures 22.a and 22.b). Mu-
nicipal spending peaked in the mid-2010s due to
the absorption of EU funds toward the end of the
2007-2013 program period, and it has risen steadi-
ly in recent years (Figure 22.b). In the last decade,
small municipalities experienced an average an-
nual spending growth of 8.8 percent, compared to
10.9 percent for large municipalities (Figure 22.c),*
reflecting population increases and the associated
higher demand for public goods.

6. Non-discretionary expenditures, particular-
ly employee compensation, dominate municipal
spending. In 2023, municipalities allocated about
50 percent of their budgets to wages and salaries,
23 percent to goods and services, and 19 percent
to capital spending. Employee compensation in-
creased from 2.8 percent of GDP in 2013 to 3.9 per-
cent in 2023, largely reflecting government policies
that raised salaries in public sectors such as educa-

tion, healthcare, and security. In contrast, the cen-

Figure 22. Municipal spending trends
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tral government allocated 46 percent of its budget
to transfers and subsidies, 22 percent to employee
compensation, and 16 percent to capital expendi-
tures. Personnel expenditures have grown faster at
the municipal level than at the central level (Figure
23.f). Annual increases in the minimum wage con-
tributed to this trend, as around 20 percent of local
government employees earn the minimum wage.®?
The growth of capital expenditures is typically spo-
radic and heavily dependent on factors such as the
presence of active infrastructure projects, their prog-
ress, alternative financing opportunities (such as EU
funds), and government priorities.

7. Bulgaria’s municipalities spend more on em-
ployee compensation and less on local capital proj-
ects compared to their EU counterparts. In 2023,
salaries and intermediate consumption represented
nearly 80 percent of municipal spending (Figure 23.b),
higher than the EU average of 53 percent. While Bul-
garia’s municipal current spending is comparable to
the EU average, municipalities in other EU nations al-
locate more to some current expenditures like social
benefits. Capital spending in Bulgaria’s municipali-
ties is higher than the average for EU municipalities,
but it is lower than those for municipalities in Roma-
nia, Greece, and Hungary (Figure 23.e).
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30 This chapter uses a comprehensive BOOST dataset, compiled for this study using data from Bulgaria’s MoF.

31 Bulgaria’s 265 municipalities are categorized into three groups based on population size: small (below 30,000), medium (30,000-100,000), and large
(more than 100,000). The latter category comprises eight large municipalities, which are analyzed individually.

32 https://www.capital.bg/politika_i_ikonomika/pazar-na-truda/2024/10/23/4692465_okonchatelno_minimalnata_zaplata_stava_1077_lv_ot/
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c. Public spending share by municipality size (% of total) d. Municipal spending: Average annual expenditure
growth (2013-2023)
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Source: World Bank’s BOOST fiscal database, Eurostat and NSI
Note: Bulgaria’s 265 municipalities are categorized into three groups based on population size: small (below 30,000), medium (30,000-100,000), and large
(more than 100,000)

8. Over the past decade, small municipalities percent) but the most on transfers and subsidies
allocated a higher share of their budgets to capi- (15 percent) among large communes. While salary
tal spending than medium and large ones. Sliven  spending has uniformly increased, annual capital
municipality had the lowest (and declining) share spending growth varies significantly, ranging from
of capital spending. Most municipalities spend 14.1 percent in large municipalities to 10.3 percent
about half of their budgets on salaries, with So- in medium-size municipalities, and under 6 percent
fia municipality spending the least on salaries (36 in smallones.
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Figure 23. Municipal spending by economic classification
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9. Capital spending at the local level acts as a
budgetary adjustment variable, driven by transfers
from the central government and the EU. Variations
in local spending are mainly driven by capital spend-
ing (Figure 23.c). However, between 2019 and 2022,
spending growth was primarily due to increased
current expenditures, reflecting pandemic and
cost-of-living crisis measures. Inflation drives mu-
nicipal maintenance spending, with rising costs of-
ten leading to increased transfers to municipalities.
Except for 2020, when expenditures declined due to
COVID-19, maintenance spending and inflation have
largely followed a similar trajectory (Figure 22.e).

10. Disaggregating spending by function shows
that education accounted for 37 percent of total

Figure 24. Municipal spending by function
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11. Small and medium municipalities allocate a
higher proportion of their budgets to general pub-
lic services and social protection, while larger
municipalities spend relatively more on educa-
tion and economic activities. For example, Sofia
allocates 15 percent of its budget to economic ser-
vices, which is higher than the 9 percent average in
other large municipalities. Plovdiv spends 9 percent
on culture, exceeding the 5.5 percent average. Sliv-

municipal expenditures in 2023 (Figure 24). Expen-
ditures on housing, public works, utilities, and envi-
ronmental protection (21 percent), social protection
(13 percent), and economic services (10 percent)
were the next largest spending categories. Education,
social protection, and economic activities togeth-
er accounted for 80 percent of municipal spending
growth over the past decade. Bulgarian municipali-
ties allocate more to education but less to health and
social protection than their EU counterparts.®* Health
and social protection spending in Bulgaria’s munici-
palities were 10 and 12 percent, respectively, com-
pared to the EU-27 averages of 15 and 22 percent,
respectively. Strict state regulations limit municipal
control over health and social services in Bulgaria.

b. Municipal spending by function, 2013-2023, % of GDP
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en allocates 44 percent to education, compared to
the 37 percent average, which could be attributed
to its demographic profile, particularly the relatively
large share of the school-age population. Social pro-
tection expenditures have grown significantly, with
Pleven seeing a 19.5 percent increase. Education
spending varies annually, and expenditures on hous-
ing, public works, and environmental protection are
rising modestly.

33 However, this largely reflects differences in the division of spending responsibilities across different levels of government across countries.
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12. Several local public services lack sufficient
funding, although measuring the financing gap
is challenging without clear benchmarks for ser-
vice quantity and quality. According to a 2022 as-
sessment by the Ministry of Regional Development
and Public Works, 57.6 percent of municipal roads
(19,560 km) were in poor condition.®* Other services,
like elderly care homes and disability daycare cen-
ters, also seem underfunded. The NAMRB notes that
underfinancing affects not only road maintenance
but also basic operational costs like water and elec-
tricity. Low funding partly reflects local choices, such
as maintaining low tax rates.

13. Other potentially underfunded services in-
clude new municipal obligations mandated by
legislation without additional funding and dele-
gated activities with municipal co-financing. The
main areas with significant municipal co-financing
include culture, local administration, security, and
education. Cultural co-financing averages 4 percent,
reaching 20 percent for museums and galleries (An-
nex 4). Municipalities largely finance residential con-
struction, utility services, and environmental protec-
tion, with over 80 percent of economic activities and
63 percent of cultural services locally funded.

3.3. Determinants of capital spending at the

municipal level

14. On average, capital expenditure is relatively
higher in smaller municipalities, indicating an in-
verse relationship between municipal size and per
capita spending (Table 3). The analysis in this sec-
tion uses the categorization of municipalities by the
Ministry of Regional Development and Public Works,
which classifies municipalities into five groups, with
Sofia designated as a separate category.*® The small-
est municipalities spend about 2.5 times more per
capita than larger ones. Spending variability increas-
es with municipal size, with category 1 municipalities
showing the least variability. Smaller municipalities
also face higher fixed costs.

15. Beyond size, terrain influences capital spen-
ding. Municipalities in mountainous regions require
higher capital spending, notably for road infrastruc-
ture and repairs. For example, among the largest mu-
nicipalities, Smolyan has the highest capital spend-
ing per capita due to its mountainous terrain and
dispersed population. By contrast, Sliven, located in
a flat region with a concentrated population, has the
least expenditure. Other mountainous municipalities
with high spending include Bansko, Madan, Lucki,
and Borino. On the other hand, municipalities in flat
regions such as Brezovo, Elin Pelin, and Nova Zagora
have lower expenditures.

Table 3. Descriptive statistics of municipal capital spending by categories

Number of Average capital spending Standard
municipalities per capita, BGN deviation

Category 1 226.7 Sliven Smolyan 62.34
Category 2 26 293.5 Kazanlak Nessebar 84.00
Category 3 80 378.0 Dulovo Ivaylovgrad 197.18
Category 4 86 408.3 Ruen Madzharovo 227.97
Category 5 46 573.3 Boboshevo Chelopech 308.07

Source: MoF, own calculation

Note: Municipal capital expenditure is averaged over 2016-2023, spanning two mayoral terms, to smooth investment cycles and enable meaningful per

capita comparisons

34 https://www.namrb.org/en/topical-information/analiz-na-eksploatatsionnoto-sastoyanie-na-obshtinskite-patishta-2021-2022-g

35 The criteria for categorizing municipalities include demographics, urbanization, infrastructure and transport, environment, communication, social,
socioeconomic, and territorial factors. These criteria are used to classify municipalities into five categories, plus Sofia. Category 1 encompasses large
municipalities such as Plovdiv, Varna, and Burgas, while medium and smaller municipalities fall into categories 3 and 4. The smallest 46 municipalities
in Bulgaria are part of category 5. A complete list of all ordinances and orders from the Ministry of Regional Development and Public Works can be
accessed at https://www.mrrb.bg/bg/kategorizaciya-na-administrativno-teritorialnite-i-teritorialnite-edinici/.
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16. Capital expenditure also depends on popu-
lation distribution within municipal settlements.
Scattered municipalities like Pazardzhik, Maritsa,
and Dobrichka require numerous smaller invest-
ments, while concentrated settlements like Plovdiv
and Dobrich have different expenditure patterns.
Large companies in small municipalities can contri-
bute to the increase in municipal capital spending, as
seen in Chelopech, Krumovgrad, and Kozloduy. Fur-
ther, smaller municipalities with strong revenue ba-
ses, especially in tourist regions, show high invest-
ment spending per capita, such as Nessebar, Primor-
sko, and Bansko.

17. Further, more developed municipalities tend
to have lower capital spending. For example, in cat-
egory 1, two of the poorest municipalities, Vidin and
Vratsa, allocate more funds to capital projects in per
capita terms compared to some of the wealthiest
municipalities in the same category, such as Stara
Zagora, Ruse, and Plovdiv. This disparity arises be-
cause poorer regions continue to depend significant-
ly on public investment for infrastructure projects
and have more substantial infrastructure gaps and
unmet investment needs.

3.4. Municipal spending efficiency

3.4.1. Unit costs for selected
municipal services

18. Unit costs for municipal services can vary
significantly across municipalities due to factors
such as local population size and density, terrain,
public procurement practices, monitoring and con-
trol processes, and differences in local administra-
tive capacity. This section analyzes three key ser-
vices—general kindergartens, waste management,
and road maintenance, repair, and construction—
which are representative of municipal expenditure
management. Kindergartens are primarily funded
through central government transfers, while waste
management and road infrastructure are mostly fi-
nanced by local revenues.

19. Differences in local financing and capacity
cause substantial variations in service quality and
access. The lack of nationwide service quality stan-
dards and the use of cost-based central government
transfer formulas—without links to outcomes or
quality benchmarks— contribute to these variations
in spending.

Waste management

20. Waste management is a key responsibility
of municipalities, involving the transportation of
waste to treatment plants for recycling or disposal.
To finance these activities, municipalities collect an
annual fee from property owners, which accounts for
a significant portion of the municipal budget, ranging
from 24 to 27 percent of total own revenue.

21. An analysis of unit costs reveals no clear pat-
tern between the size of a municipality and aver-
age spending per ton of waste. Most municipalities,
except for the largest cities, spend between BGN
278 and 307 per ton of waste. The largest municipal-
ities, such as Sofia, benefit from economies of scale.
Around 21 municipalities spend less than BGN 100
per ton, while 9 municipalities spend over BGN 1,000
per ton. The largest municipalities (category 1) show
significant variations in waste and cleaning spend-
ing. For instance, Razgrad spends the least at BGN 87
per ton, while Blagoevgrad spends nearly 700. Blago-
evgrad’s high spending is attributed to its diverse ter-
rain and proximity to tourist attractions. Bourgas, the
second-highest spender, spends 60 percent less than
Blagoevgrad but still has high expenditures, likely due
to its touristic nature. Razgrad’s low per ton spending
can be largely explained by its high waste per capita.
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Figure 25. Municipal spending on kindergartens, waste management, and road infrastructure

a. Total spending on kindergartens, waste management,
and roads, 2022-23, BGN million
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22. Waste management spending varies wide-
ly across municipalities. In category 2, Botevgrad
(BGN 137 per ton), Svilengrad, and Karlovo have the
lowest costs, while Sandanski, Radnevo, and Kozlo-
duy have the highest. Kozloduy and Radnevo benefit
from power plant revenues, and Nessebar’s tourism
keeps its spending average. Categories 3 and 4 also

b. Distribution of municipalities in category 1 against the
number of children
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show disparities. In category 3, Oryahovo spends the
most (BGN 1,550 per ton), while Tundzha, Ivaylov-
grad, and Kubrat spend the least. In category 4,
Dospat has the highest cost (BGN 2,762 per ton)
due to challenging terrain, while Ivanovo has the
lowest. The smallest 46 municipalities in category 5
also show uneven spending.

Table 4. Descriptive statistics of waste management unit costs by categories

of waste, BGN

Number of
municipalities
26

Average spending per ton

Standard
deviation

Category 1 178.0 Razgrad Blagoevgrad 115.5
Category 2 26 284.3 Botevgrad Sandanski 140.2
Category 3 80 287.5 Tundzha Oryahovo 268.0
Category 4 86 306.7 Ivanovo Dospat 409.4
Category 5 46 277.6 Stambolovo Novo Selo 259.7

Source: MoF, NSI, own calculations

Kindergarten care

23. Kindergarten care is a delegated service®®
mainly funded by the state budget, with optional
municipal co-financing. Municipalities view kinder-
garten funding as a state responsibility and are less
inclined to allocate additional local resources. In

2023, about 8 percent of total kindergarten spend-
ing was co-financed by local resources. The analysis
uses two indicators: total annual municipal expen-
diture on kindergartens and the number of children
attending kindergarten at the municipal level, using
data for 2023 (Fig. 25).

36 The unified standards determine the annual municipal budget for kindergartens, setting a basic per-child amount and coefficients for each municipality.
They include adjustments for factors like the number of groups and children with special education needs, aiming to cover all expenses. Kindergartens
can also receive additional funding from sources like municipalities, parents, and donor organizations.

Chapter 3: Municipal Expenditure

47



48

24. The largest municipalities show the small-
est spending deviations. Municipalities with fewer
children, such as Targovishte, Silistra, and Vidin, are
high spenders. Plovdiv and Varna, the largest munic-
ipalities, have average expenditures per child close
to the group average. Sliven has the lowest per-child
expenditure, while Targovishte has the highest, due
to demographic differences (many kindergarten-age
children in Sliven and few in aging Targovishte). Vi-
din, Silistra, and Smolyan, with demographic chal-
lenges, also have high spending per child. Lovech
is an exception, with few children but high per-child
spending.

25. The unit cost for kindergarten services depends
on the ability to concentrate children in groups and
kindergartens. In category 2, the highest-spending
municipalities are seaside resorts Nessebar and Po-
morie, each with just under 1,000 children. Samokov
and Dupnitsa spend almost half of what Nessebar
does. Assenovgrad, with the largest number of chil-
dren in this group, spends close to BGN 8,000 per
child. In category 3, Chepelare and Omurtag spend
over BGN 10,000 per child owing to scattered small
kindergartens in several villages. Ihtiman has the low-
est kindergarten spending in the country for nearly 600
children. Shabla, with the fewest children, spends
BGN 7,701 per child, while Maritsa, with the most chil-
dren, spends around the group average.

Table 5. Descriptive statistics of municipal kindergarten unit costs by categories

Number of Average spending Standard
municipalities per child per year, BGN deviation
26

Category 1 6,402.0 Sliven Targovishte 698.2
Category 2 26 6,985.4 Samokov Nassebar 954.9
Category 3 80 7,332.7 Ichtiman Omurtag 1,246.6
Category 4 86 7,793.5 Belitsa Tsar Kaloyan 2,135.8
Category 52 45 8,494.8 Lesichovo Makresh 2,300.4

Source: MoF, NSI, own calculations

Note: a. Treklyano municipality which is in category 5 is excluded due to the lack of children enrolled in kindergartens

26. The number of kindergarten-age children is a
significant factor contributing to higher spending.
In the smallest municipalities with aging popula-
tions, average kindergarten spending per child is the
highest in the country. Makresh spends BGN 15,510
per child for a total of 22 children, while Lesichevo
spends about one-third of that amount—BGN 5,014
for 98 children. The smallest number of children in
kindergartens is in Georgi Damyanovo, with a single
kindergarten group.

27. The key factors affecting the unit cost for kin-
dergarten services are the financial model, the kin-
dergarten-age population, and co-financing prac-
tices. The financial model spreads fixed costs over
the number of children, leading to higher per capita
spending in smaller municipalities. Aging municipali-
ties with fewer children also spend more per capita.

Road maintenance and capital
investment®’

28. Municipalities are primarily responsible for
the construction and maintenance of local roads,
using their own revenue sources, leading to significant
cost variations.® The results show differences in cost
per kilometer across municipalities, which can be ex-
plained by variations in access to financing, project
planning, municipalinvestment capabilities, and local
conditions. The average cost per kilometer of road in-
creases across the first four categories but decreases
in the smallest municipalities in category 5. This is
likely due to the limited opportunities for small mu-
nicipalities to invest in new road construction or major
repairs, leaving smaller repairs and maintenance of
existing roads as the main cost drivers.

37 Municipalroads are roads outside of the state/republican road infrastructure, whose construction and maintenance are the responsibility of municipalities,

as stipulated in the Roads Act.

38 Unit costs are calculated based on municipal spending on road maintenance and investment, and the length of municipal roads.
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Table 6. Descriptive statistics of road infrastructure unit costs by categories

Number of Average spending on road Standard
municipalities investment per km, BGN deviation

Category 1 8,700.4 Dobrich Bourgas 13,898.1
Category 2 26 13,030.3 Svilengrad Kozloduy 22,486.7
Category 3 80 13,717.6 Oryahovo Bansko 12,843.3
Category 4 86 15,774.9 Letnitsa Dolna Banya 16,296.0
Category 5 46 13,657.6 Pordim Sarnitsa 14,842.6

Source: MoF, NAMRB, own calculations

29. Local road investment varies due to project
availability and municipal readiness, with larg-
er municipalities generally performing better at
planning and executing projects. Bourgas spends
over BGN 74,000 per km, higher than Varna, likely
due to extensive road work. Bansko also spends high
amounts, while Devin and Smolyan spend much less.
High investment often correlates with significant mu-
nicipal revenues, as seen in Kozloduy, which spends
BGN 118,816 per km due to its nuclear plant. Con-
versely, Svilengrad, Dupnitsa, and Botevgrad spend
much less. A larger road network usually means
lower average maintenance spending due to limited
resources, with exceptions like Krumovgrad. In the
smallest municipalities, spending also differs, with
Pordim spending the least and Sarnitsa the most.
Average spending in the category with the smallest
municipalities is similar to those categories with me-
dium-size ones, indicating limited resources.

3.4.2. Spending efficiency

30. Analyzing spending efficiency is key to identi-
fying options to improve value for money and re-
source allocation. This requires examining selected
output or outcome indicators in relation to spending,

beyond just unit costs. The analysis below examines
municipal expenditures on kindergarten care and
roads, for which data are available for output indica-
tors. The output indicators for kindergartens include
the number of kindergartens per municipality, the
number of children served, and the number of staff
(both pedagogical and non-pedagogical). Regarding
roads, data for 2023 include the total road length in
each municipality and the proportion requiring re-
pair.

31. The analysis indicates significant potential to
improve the efficiency of spending on kindergar-
tens and roads. Results from a traditional DEA® are
presented in Figure 27. Figures 27.a and 27.b present
the corresponding geographical distributions, cate-
gorized into four equal-size groups within the interval
[0,1]. The results suggest that the average efficiency
of kindergarten spending is 56 percent, indicating
substantial room for efficiency improvements. Mu-
nicipalities with the highest efficiency are located
near the center of the country, while those with the
lowest efficiency are concentrated in the northeast.
This spatial variation highlights the potential for tar-
geted policy interventions in underperforming re-
gions.

39 To measure efficiency empirically, the literature considers two approaches: parametric (stochastic frontier) and non-parametric (DEA). DEA assesses
relative efficiency by comparing production units with similar input levels. It constructs production possibilities using observable data and has key
advantages: no need for distributional assumptions or functional forms, and the ability to handle multiple products through linear programming. However,
DEA is fully deterministic and sensitive to outliers and measurement errors, and its non-parametric nature limits statistical testing.
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Figure 26. Spending efficiency and municipal characteristics

a. Spending per capita: Kindergarten and roads
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32. For kindergartens, large municipalities gener-
ally show higher spending efficiency, while effi-
ciency tends to decline as per capita expenditures
rise (Figure 26). Larger municipalities such as Plovdiv,
Burgas, and Stara Zagora have higher spending effi-
ciency, likely reflecting greater economies of scale. In
contrast, municipalities with lower per capita spend-
ing, such as Sliven, achieve higher efficiency, where-
as higher spenders like Targovishte, Silistra, and Vidin
show lower scores. Efficiency also correlates with
demographics—municipalities with more residents
holding higher education degrees tend to manage
kindergarten spending more efficiently. Areas with
aging populations and fewer kindergarten-age chil-
dren, like Makresh and Georgi Damyanovo, exhibit
lower efficiency.

b. Average efficiency scores by population size
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33. The analysis of road spending indicates low
average efficiency, with no clear geographical
patterns. The average efficiency score of 27 percent
highlights substantial room for improvement. While
smaller municipalities generally perform better,
larger cities like Plovdiv and Varna also score well.
Higher per capita spending tends to correlate with
greater efficiency, although some high spenders,
such as Bourgas and Varna, still show low efficiency
scores. However, the sensitivity of the DEA method-
ology to outliers and the uneven distribution of per
capita road expenditures may have influenced these
results. Furthermore, there is no strong correlation
between spending efficiency and tax collection rates
(Figure 26.d).%°

40 Measures aimed at improving tax compliance and collection capabilities can also enhance the efficiency of public spending. These efficiency gains are
more pronounced in subnational units that benefit from economies of scale and possess robust administrative capabilities, which are often linked to
more effective tax collection mechanisms. Furthermore, the composition of taxes (for example, carbon taxes versus income taxes) can influence fiscal

multipliers and, as a result, the efficiency of public expenditure.
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Figure 27. The efficiency of municipal spending on kindergarten care and roads

a. Geographical distribution of efficiency scores for
municipalities: kindergarten care
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34. Further, regression analysis reveals that po-
pulation size, density, and spending growth impact
spending efficiency. Table A1 and Table A2 present
multiple regression results, using municipal efficien-
cy scores as the dependent variable and factors like
population size, density, socioeconomic character-
istics, and expenditure growth as independent vari-

b. Geographical distribution of technical efficiency at
municipal level: roads
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ables. For kindergarten care, larger population size
and higher annual growth in spending per capita are
positively associated with greater efficiency. In the
roads category, only population density showed a
significant positive correlation with efficiency. Oth-
er variables and annual expenditure growth do not
show a significant relationship with efficiency.

3.5. Policy recommendations

Short to medium run

35. The government could consider introducing
performance-based grants tied to specific output
or outcome indicators to supplement or replace
some of the existing transfers (see Chapter 2). Cur-
rent funding mechanisms for delegated services, like
education, consider municipal differences but re-
main too input-oriented, hindering service improve-
ment and spending efficiency.

Long run

36. Strengthening local budgeting practices can
help improve spending efficiency. This can be done
by systematically collecting and analyzing budget data
as well as data on performance indicators and public
satisfaction. Such analysis can help municipalities
make more informed spending decisions, including
downsizing or abolishing spending streams that fail to
deliver on their goals. A bigger role for citizens in bud-

getary processes (including planning, prioritizing proj-
ects, and monitoring and controlling budget spending)
could also help improve efficiency by enhancing trans-
parency and accountability.

37. Municipal fiscal and capacity constraints can
be addressed through improved cooperation, in-
cluding municipal associations for specific ser-
vices. Small municipalities often lack the capacity
for efficient spending and complex project manage-
ment, as illustrated by the relatively large unit costs in
smaller municipalities for road infrastructure spend-
ing and kindergarten care. This has been partially ad-
dressed in waste management and water and sewer-
age services through multi-municipality enterprises
or other partnerships; a similar approach could be
explored in other sectors. In addition to economies of
scale, such partnerships—including municipal asso-
ciations—could bring about more efficient spending
and quality controls.
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38. Public-private partnerships (PPPs) can help
improve service delivery while reducing costs. Lo-
cal governments may explore opportunities to lever-
age private sector expertise and investment in areas
like water and sewerage, local roads, and other infra-
structure.

39. While decentralization can boost spend-
ing efficiency, it requires strong accountabili-

ty structures, effective reporting systems, and
horizontal control mechanisms (for example, ju-
diciary oversight) to prevent infringements. Dig-
italization can further streamline administrative
processes and improve efficiency. Municipalities
should be encouraged to adopt digital technolo-
gies, supported by targeted central government
programs.
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Annex 1:

House Prices and Tax Assessment Comparisons

To compare market prices and tax assessments of
properties in Bulgaria, we separately analyze (i) pub-
lic data on real estate offerings in various cities and
neighborhoods in 2024 and (ii) data from the Reg-
istry Agency for all real estate deals from July 2022
to September 2024. Then, we compare these to our
estimates of the tax assessments in the same cities
and zones. The zoning of tax assessments in Bulgar-
ia is based on the location coefficient, which varies
across municipalities and determines multiple op-
tions for tax zones in each. The main zones within a
city are zones 1 to 5, followed by a zone ‘within con-
struction areas’ and ‘outside construction areas’ as
well as two categories of ‘villa zones’.

A.1.1. Analysis based on public
offerings

The presentation of the data on real estate offers
does not claim to be completely accurate and com-
prehensive, but it provides a fairly good idea of the
discrepancy between market prices and tax assess-
ments. We separately analyze the data for the capital
city of Sofia and for some other municipalities in the
country. For Sofia, we analyze various cases in the
first four zones, while in the other municipalities, we
analyze cases in the most central zone.

A.1.1.1. Comparisons in Sofia-Zone 1, 2,
3,and 4

The vast number of properties listed in Sofia allows
for a detailed analysis of the differences between
real estate price offers and tax based assessmentsin
various neighborhoods. To perform the analysis, we
choose two different neighborhoods in each of the
four main zones, such that they fall in different price
ranges within the same zone.

The data are taken from the web page with the most
real estate offerings in Bulgaria (imot.bg) on Novem-
ber 11, 2024. The data cover all offers for residen-
tial apartments, including 1- to 4-bedroom flats and
larger apartments, but exclude maisonettes, stu-
dios, and lofts due to their specific characteristics.
The data represent an average price for the selected
neighborhoods. These are all neighborhoods with
more than 100 offers, with Ilvan Vazov being an excep-
tion as a rather small but prestigious neighborhood
with fewer than 100 offers.

® Zone 1: We choose Ivan Vazov (35 offers) and Sofia
Center (1,000+ offers). Both are in the same zone,
but the market price difference between them can
easily reach up to 20-25 percent, with Ilvan Vazov
being atthe upper end. The average market price in
Ivan Vazov is 4.2 times higher than the tax assess-
ment, while in Sofia Center, it is 3.3 times higher
(November 2024).

® Zone 2: We choose lztok (110 offers) and Geo
Milev (126 offers), where Iztok is the higher-end
neighborhood. The average market price in Iztok is
4.7 times higher than the tax assessment, while in
Geo Miley, itis 4.0 times higher (November 2024).

® Zone 3: We choose Studentski grad (522 offers)
and Krastova Vada (1,000+ offers), where Krastova
Vada is the upper-end neighborhood. The average
market price in Krastova Vada is 4.0 times higher
than the tax assessment, while in Studentski grad,
itis 3.4 times higher (November 2024).

® Zone 4: We choose Mladost 3 (130 offers) and
Lyulin 5 (152 offers), where Mladost 3 is the high-
er-end neighborhood. The average market price in
Mladost 3 is 5.8 times higher than the tax assess-
ment, while in Lyulin 5, it is 3.8 times higher (No-
vember 2024).
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Figure A1. House prices and tax assessments comparisons in Sofia (BGN, November 2024)
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A.1.1.2. Comparisons in Bulgaria - Eight
different cities

The broader analysis of real estate prices (price of-
fers) and tax assessments for the whole of Bulgaria
covers eight different cities: Varna, Burgas, Stara Za-
gora, and Plovdiv (each with separate categories and
different zoning in the law) and four other cities that
fall in the next two general categories.

The data are sourced from the web page with the
most real estate offerings in Bulgaria (imot.bg) on
November 11, 2024. The data cover all offers for res-
idential apartments (from 1 to 4 bedrooms and large
apartments), excluding maisonettes, studios, and
lofts. The data represent an average price of real es-
tate for the city center in those municipalities.

® Varna (538 offers): Varna has the second-highest
tax assessment after Sofia. As the location coef-
ficient is close to that in Sofia (90-95 percent de-
pending on the various tax zones) and the market
price difference is much higher, it is expected that
the tax assessment will be closer to the market
(compared to Sofia). The average market price in
Varna center is 2.6 times higher than the tax as-
sessment (November 2024). The average market
price in Varna center is around 30 percent less
than the price in Sofia Center, while the difference
in the tax assessment is around 5 percent.

® Burgas (149 offers): Burgas has the third-highest
tax assessment. The location coefficient is much
lower than that in Varna (20-25 percent difference
depending on the various tax zones), while the dif-
ference in the price (especially in the city center)
is not that substantial. The average market price in
Burgas center is 3.2 times higher than the tax as-
sessment (November 2024).

® Stara Zagora (673 offers) and Plovdiv (1,000+ of-
fers): Real estate prices in Plovdiv are higher than
those in Stara Zagora. However, tax assessments
in Stara Zagora, on average, are higher (due to a
higher location coefficient), illustrating a substan-
tial divergence between market dynamics and tax
treatment of real estate. Thus, average market
prices in Plovdiv are 3.3 times higher than the tax
assessment, while in Stara Zagora, the difference
is 1.9 times (November 2024).

® Veliko Tarnovo (547 offers) versus Nessebar
(636 offers) and Asenovgrad (286 offers) versus
Tsarevo (318 offers): These pairings consist of mu-
nicipalities in the same category, with one being at
the seaside and thus having higher market prices
for real estate. In both cases, the difference with
the tax assessment is higher in the tourist munici-
pality (Nessebar and Tsarevo, respectively), reach-
ing 4 times in Tsarevo (November 2024).
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Figure A2. House prices and tax assessments comparisons in Bulgaria (BGN, November 2024)
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A.1.1.3. Main takeaways from public
offerings

The data on current market price offerings and tax
base assessments of various properties in Bulgaria
lead to several observations and conclusions.

Based on the analysis for the capital Sofia:

® First, the gap between tax base assessments and
average market prices in Sofia is substantial (3.5-
4.5 times on average) and has increased rapidly in
recent years.

® Second, in more expensive areas within the same
zone, the market price is usually 4.0-4.5 times
higher than the tax assessment, while in less ex-
pensive areas, the difference is around 3.5 times.

® Third, there is a higher differential (up to 5-6 times)
in ‘trendy’ market areas, which fallin zones with low-
er tax assessments, such as Mladost 3 in zone 4.

Based on the analysis for other cities:

® First, the gap between tax assessments and aver-
age market prices in other cities in Bulgaria is not
as large as in Sofia but is still significant (2.5-3
times on average) and has been widening in recent
years.

® Second, as the ranking of the four biggest cities (af-
ter Sofia) with respect to their tax assessments is
outdated, there are inequalities due to recent mar-
ket dynamics and the faster development of some
cities compared to others. Tax assessments in Var-
na and Stara Zagora are closer to the market price
(with 2-2.5 times difference), while in Burgas and
Plovdiv, the difference is higher—3-3.5 times.

® Third, there is a higher differential (up to 4 times)
in tourist areas by the seaside, like Tsarevo, which
are not properly accounted for in the location co-
efficient.

A.1.2. Second approach based on
Registry Agency data

The second approach is based on official data on real
estate purchases and sales provided by the Registry
Agency in Bulgaria. In 2009, the Integrated Information
System for the Cadastre and Property Register (lIS-
CPR) was implemented at the Registry Agency across
all 113 Registry Offices. In 2022, an upgrade of the IIS-
CPR was carried out, and effective from July 1, 2022,

a new functionality of the information system was in-
troduced. This upgrade included the entry of the tax
assessment value concerning immovable properties
subject to transactions, as well as the indication of the
value of each transaction, with the fields ‘tax assess-
ment’ and ‘material interest’ added for this purpose.

Using these data, we can calculate the difference be-
tween the average value of the material interest (mar-
ket value of the transaction) and the average value of
the official tax assessment for each month from July
2022 to September 2024, as per the registrations at all
Registry Offices.

® The data clearly indicate the difference between
market values of real estate in Bulgaria and tax as-
sessments in the last two years.

® |n addition, there is a notable difference between
market prices of real estate acquired without
a mortgage and those with mortgages. Mort-
gage-backed deals report higher average prices,
resulting in a greater difference with the tax as-
sessment. Deals without a mortgage, meaning no
banking institution is involved, report a lower av-
erage market price but still show a difference with
the tax assessment; a possible explanation for this
could be underreporting of actual market prices for
tax evasion purposes.

® In most cases, there has been a clear widening of
the gap between market prices and tax assess-
ments in the last two years. This is the direct result
of increasing real estate prices in Bulgaria and the
lack of dynamic components in tax assessments.

® The data support the earlier findings based on real
estate offerings—the average value of real estate
transactions in Sofia (6-month moving average
covering April to September 2024) is 3.5 times
higher than tax assessments in mortgage-based
transactions, on average, and 2.8 times higher in
cases without a mortgage. There has been a sig-
nificant increase in the difference in the last two
years.

® |nVarna and Plovdiv, the differenceis 3.2-3.3 times
for deals with a mortgage and 2.5-2.8 times for
deals without a mortgage (6-month moving average
covering April to September 2024). In Stara Zagora,
the difference is smaller—1.7-2.2 times (6-month
moving average covering April to September 2024),
which supports the earlier findings based on the
higher location coefficient of Stara Zagora.
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® |n Nessebar, atthe seaside, the difference is small-
er than expected—2.3 times (6-month moving av-
erage covering April to September 2024), indicat-
ing that there may be a larger discrepancy between

price offerings and prices at which actual deals are
concluded. This will be investigated in more detail

by examining other examples at the seaside.

Figure A3. Difference in times between the average value of transactions and the average value of tax assessments
in various cities (6-month moving average, 12/2022-09/2024)
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Note: The spike in Varna in 2023 is explained by reported dubious data for high-average ‘Material Interest’ in mortgage-free deals from June 2023, which af-
fects the 6-month moving average. Such particularities exist in the Registry Agency data (especially in tourist locations), but the general trend and the main
conclusions are not affected.
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Annex 2:

Preliminary Test Models for Mass Valuation Modeling

Feasibility in Bulgaria

A.2.1. Introduction

This note provides an initial evaluation of the capa-
bility of Bulgaria’s real estate market data to support
the development of reliable mass valuation models
that align with international standards. The objective
of this analysis is to assess the effectiveness of the
available data and modeling approaches, identify
potential challenges, and outline strategic recom-
mendations for enhancing mass valuation practices
in the short, medium, and long term.

It is important to recognize that this assessment
offers a preliminary understanding of the strengths
and limitations of the current data and modeling
frameworks. Implementing fully developed mod-
els for property taxation and mass valuation, which
comply with international standards, typically re-
quires a significant investment of time—ranging
from six months to five years. This timeline is influ-
enced by various factors, including the quality of
existing data, technological infrastructure, market
dynamics, human resources, and ongoing support
mechanisms.

The models presented in this report are intended for
testing only and should not be used for actual prop-
erty taxation. Any models developed for this purpose
must undergo thorough development and quality
control in accordance with established international
mass valuation standards, such as the International
Association of Assessing Officers (IAAO) Standard on
Automated Valuation Models and Standard on Ratio
Studies. This report aims to establish a foundation
for future efforts by identifying key areas that require
improvement and investment, thereby facilitating the
creation of a robust and defensible mass valuation
system in Bulgaria.

A.2.2. Data and methodology

A series of preliminary regression models were con-
ducted to explain the variation in sales prices using
certain property characteristics. The methodolo-

gy employed a log-linear/multiplicative regression
model for each geographic test area to estimate re-
lationships between property characteristics and
sale price. Only statistically significant variables at
approximately the 95% confidence level or above
(that is, t-statistics with an absolute value of at least
2) were reported.

Initially, the models were run using the full Registry
Agencytransaction data from 2022 and 2023. Despite
the large volume of transactions, relevant fields, and
a high level of completeness in the dataset, the mod-
els performed poorly, explaining only 5-30 percent of
the variation in sales prices. This limited explanatory
power may be attributed to several factors, including
potentialinaccuracies in the data and the absence of
key variables that could better capture the determi-
nants of property prices. It is likely that both factors
contribute to the low model performance, acommon
issue in real estate data analysis.

To provide a comparative analysis, residential prop-
erty listing data was collected from various websites.
It is important to note that the dataset represents
asking prices rather than final transaction prices.
Despite this limitation, the listing data can still of-
fer valuable insights into the characteristics and
overall feasibility of modeling Bulgarian real estate
prices. Furthermore, it serves as a practical exam-
ple for stakeholders to understand the potential of
alternative data sources in real estate valuation. The
results of the regression models based on this list-
ing data also provide valuable insights into the key
coefficients in the current purely administrative tax
assessment model.

A.2.3. Key findings for current tax
assessments

Based on the statistically significant variables in the
test modeling for 2,263 listings in Sofia, we can com-
pare the effect of various variables to the current co-
efficients in the tax assessments.
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® The test model shows a difference in price based
on the area and property type. The coefficient of
Type2-Bedroom is approximately 0.1507, indi-
cating that a 2-bedroom apartment is expected
to have a sale price approximately 15.07 percent
higher than a 1-bedroom apartment, holding oth-
er variables constant. These variables are not ac-
counted for in the current tax assessment model,
as the tax assessment per square meter is not de-
pendent on the area or property type (1- or 2-bed-
room apartmentin this case).

® The test model shows a difference in price based
on the material of the property. The coefficient of
material/wooden is approximately -0.2591, indi-
cating that a property made of wooden material is
expected to have a sale price approximately 25.91
percent lower than a property made of brick, hold-
ing other variables constant. The material variable is
accounted for in the current tax assessment model
(in the base tax value), as properties with wooden
material have a tax base 18 percent to 35 percent
lower than a property with solid infrastructure.

The test model shows a difference in price based
on various amenities of the property:

The coefficient of central/heating is approxi-
mately 0.0623, indicating that a property with
central heating is expected to have a sale price
approximately 6.23 percent higher than a prop-
erty without central heating, holding other vari-
ables constant. The central heating variable is
accounted for in the current tax assessment
model (in the coefficient for infrastructure), as
properties with central heating have a tax base
6 percent higher than a property with no central
heating.

The coefficient of elevator is approximately
0.0428, indicating that a property with an eleva-
tor is expected to have a sale price approximate-
ly 4.28 percent higher than a property without an
elevator, holding other variables constant. The
elevator is accounted for in the current tax as-
sessment model (in the coefficient for individual
characteristics), as flats located on the sixth or
upper floorin a building without an elevator have
a tax base 3 percent lower than a property in a

The coefficient of ground/floor is approximate-
ly -0.0928, indicating that a property on the
ground floor is expected to have a sale price ap-
proximately 9.28 percent lower than a property
not on the ground floor, holding other variables
constant. The ground floor variable is account-
ed for in the current tax assessment model (in
the coefficient for individual characteristics), as
flats on the first floor have a tax base 5-8 percent
lower than a flat on an upper floor.

The coefficient of top/floor is approximately
-0.0616, suggesting that a property on the top
floor is expected to have a sale price approxi-
mately 6.16 percent lower than a property noton
the top floor, holding other variables constant.
The top floor variable is accounted for in the cur-
rent tax assessment model (in the coefficient for
individual characteristics), as flats on the top
floor have a tax base 5 percent lower than a flat
on aregular floor.

®* The test model shows, as expected, a significant

difference in price based on the location of the
property in Sofia:

The coefficient of location can reach up to
-0.5/-0.7, indicating that a property in some lo-
cations is expected to have a sale price 50-70
percent lower than a property in the city center
in Sofia. The location variable is accounted for in
the current tax assessment model (in the loca-
tion coefficient), as flats in the main five zones
in Sofia can have a difference in the tax base up
to 55-70 percent (Zone 4 and Zone 5 compared
toZone 1).

While the location coefficient allows munici-
palities to accurately differentiate the tax base
across various zones, the data for Sofia show
that there are districts where the location coef-
ficient in the current model does not adequately
reflect the actual market. This is mostly the case
for neighborhoods where the property market is
booming but are not in the city center (mostly
in Zone 3 and Zone 4). However, this is a policy
challenge for municipalities, as they are free to
change the zoning for tax assessments at any
time.

building with an elevator. The data suggest that most of the coefficients in the

current tax assessment model—base tax differences
based on the material of the building, coefficient for

® The test model shows a difference in price based
on the floor of the property:
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infrastructure, and coefficient for individual charac-
teristics —are mostly adequate to the price differ-
ences in the current real estate market. In addition,
the location coefficient provides enough flexibility for
municipalities to properly differentiate tax assess-
ments. Nevertheless, two major policy challenges
are clearly visible.

First, the tax base itself is significantly lower than
the actual market, causing tax assessments to gen-
erally lag behind. Second, the zoning in some cases
is outdated (Sofia) and does not properly reflect the
real estate market.

A.2.4. Test model conclusions and the
prospect of mass valuation modeling

The various test models conducted for mass market
valuation in Bulgaria demonstrate significant poten-
tial for establishing reliable and accurate valuation
systems. However, the performance of these mod-
els varied significantly depending on the data source
used. With additional effort in data collection, qual-
ity control, and the application of valuation best
practices—such as those involving AVMs, GIS, and

advanced modeling techniques—the performance
of these models can likely be improved further. Es-
tablishing a dedicated team to manage data quality
and integrating these best practices into the model-
ing process will be crucial. Numerous international
case studies and established best practices outline
effective strategies for implementing these improve-
ments, providing a roadmap for achieving a reliable
and defensible valuation system.

Moving forward, itis critical to enhance data collection
processes and engage in comprehensive standardiza-
tion efforts. Collaboration between valuation profes-
sionals and technical experts, including GIS and data
science specialists, will be key to refining model ac-
curacy and performance. Given the variability in data
quality and market dynamics across different regions,
a phased and strategic approach to implementation is
necessary. The next steps should focus on developing
formalized feasibility models that incorporate more
comprehensive data collection and involve discus-
sions with key stakeholders such as notaries, private
firms, and local cadasters. Establishing a robust data
infrastructure with dedicated resources will be essen-
tial for building a reliable valuation system.
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Annex 3:

Implementing a Fiscal Gap Approach

to Equalization Grants*'

The fiscal gap methodology for designing equaliza-
tion grants is based on the simple notion that avail-
able equalization funds should be distributed among
deserving subnational governments according to
the size of their fiscal gap. This gap is defined as the
difference between the expenditure needs and the
fiscal capacity of each subnational government.
This appendix provides an overview of the different
approaches used to measure and quantify both ex-
penditure needs and fiscal capacity. It also outlines
how the funds can be allocated among subnational
governments once the fiscal gap size is determined.

A.3.1. Measuring fiscal capacity

Several methodologies can be used to estimate tax
capacity across states. The advantage of using tax
capacity instead of actual revenues is that it prevents
the introduction of perverse incentives to collect
less.*

The fiscal capacity of a subnational government is
generally defined as the potential revenues that can
be obtained from the tax bases assigned to the sub-
national government (when they exercise an average
level of collection effort) plus any other available rev-
enues, including revenue sharing and possibly other
unconditional transfers. The main reason to measure
revenue potential is to avoid negative incentives to
tax effort when actual revenues are used instead.*

From the perspective of incentives, it is clear that
there is only a need to estimate capacity for those
types of subnational revenues for which local au-
thorities can exert some discretion, thus affecting
final revenue outcomes. This is clearly the case for
own tax revenues and fees assigned to subnational

41 See Martinez-Vazquez (2019).

governments. In the case of other subnational reve-
nues from revenue sharing and other unconditional
transfers, there is no need to estimate revenue po-
tential. In this case, actual and potential revenues
coincide. Transfers, including tax sharing, are con-
trolled by national authorities and do not change.
Here are some of the methodologies:

RRS: The basic idea underlying the RRS is to calcu-
late the amount of revenue a state would collect if it
exerted average fiscal effort. This is done by collect-
ing data on revenue collections and tax bases for
each tax under consideration in each state. Based on
information on all tax bases for every state, as well
as the national average fiscal effort for each tax, one
can compute the amount of revenue each jurisdic-
tion would collect under average fiscal effort. This
amount is then used to quantify the fiscal capacity
of each jurisdiction. The RRS has been used in Can-
ada and the US. When information on tax bases is
lacking, it is necessary to utilize a ‘modified, regres-
sion-based, RRS’. The solution lies in using suitable
proxies for those tax bases. For example, if the local
tax base is (expected to be) highly correlated with the
proxy variable, the regressions of tax collections (as
the dependent variable) on the proxy variable (as the
explanatory variable) provide estimated equations
that can reliably predict potential revenues for each
jurisdiction. By using the estimated regression coef-
ficients implicitly, an average tax effort approach is
employed.

Stochastic frontier estimation of potential maxi-
mum revenues: The most significant difference be-
tween the RRS approach at the subnational level and
the stochastic frontier approach is that, in the latter,
jurisdictions are assumed to deviate from optimal

42 Using capacity instead of actual revenues reduces any incentive to grow the economy less. However, it is unlikely that states will sacrifice their growth

rates for a chance to increase their devolution shares.

43 Although using measures of fiscal capacity or revenue potential should be enough to avoid perverse negative incentives to collect less, there is a deeper
aspect involving incentives that are much harder to avoid. Subnational governments may react to the use of fiscal capacity by attempting to lower their
actual tax bases. This type of behavior is possible but highly unlikely given the large collateral damages that would be implied for their local economies.
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collections by underperforming in their tax adminis-
tration collection effort or in other discretionary ar-
eas. In contrast, in the RRS approach, jurisdictions
can deviate from the expected average by both over-
performing or underperforming. The stochastic fron-
tier approach determines the gap between actual
collections and potential maximum collections, as
shown by the best performers. Among a group, the
jurisdiction that raises the highest level of decentral-
ized revenue relative to regional GDP sets the revenue
potential for that group of jurisdictions. The best-per-
forming jurisdictions for given characteristics lie on
an ‘efficiency frontier’. Less efficient jurisdictions
can be seen as falling short of the frontier, and the
larger the distance to the frontier, the greater the de-
gree of inefficiency. Therefore, efficiency (maximum
capacity) and inefficiency (actual revenues less than
potential maximum revenues) are relative to the best
performers.

Using basic proxies for the local ability to tax: A
different approach to estimating the fiscal capacity
of subnational governments is to consider proxies or
variables that theoretically should be highly correlat-
ed with their ability to collect revenues. Awidely used
variable is the per capita level of personal income.
The source of revenue for subnational governments,
either directly or indirectly, is the income of their tax-
paying residents. As a result, the per capita level of
personal income becomes an obvious measure of
fiscal capacity. The main advantage of using per cap-
ita personalincome as a measure of fiscal capacity is
its simplicity and availability, at least at the regional
level. Another commonly used variable is the gross
regional product (GRP).

Lagged own revenue collections: The lagged or his-
torical level of revenue collections provides a simple
way to define the fiscal capacity of the jurisdictions.
Unfortunately, using past collections does not satis-
factorily address the problem of negative incentives,
because subnational governments can easily ‘learn’
that higher collections translate into lower transfers
and consequently reduce their tax effort to take ad-
vantage of the transfer system.

Average of past collection ratios: To reduce the
negative incentives problem associated with using
lagged own revenue collections in estimating fiscal
capacity, some slight manipulations of historical
collections can provide straightforward and some-
what effective solutions. This methodology involves

computing the ratio between local per capita reve-
nues and per capita revenues at the national level for
several years and then obtaining an average of these
ratios for each jurisdiction. This average indicates the
relative size of local per capita collections compared
to the national standard over several years. Thus, a
single estimator of relative fiscal capacity is obtained
for each jurisdiction, considering only historical col-
lection data indirectly.

A.3.2. Measuring expenditure
needs

The expenditure needs of a jurisdiction can be de-
fined as the funding necessary to cover all expen-
diture responsibilities assigned to the subnational
government at a standard level of service provision.
In practice, there are several options for measuring
differences in expenditure needs across subnation-
al governments. The following discussion describes
six methodologies, presented in order of complexi-
ty from the simplest to the most complex. There are
alternative approaches to measuring expenditure
needs in international experience.

Per client (top-down) financial expenditure norms:
This methodology uses detailed information about
the expenditure functions assigned to the state gov-
ernments. The procedure can be summarized as fol-
lows: First, the aggregate level of expenditure needs
per function assigned to the state government is es-
timated based on adjusted historical data or budget
forecasts. The functional budget forecast can incor-
porate adjustments responding to changes in ex-
penditure priorities. The second step is to compute
the per client expenditure norm for each function by
dividing the aggregate level of expenditure needs by
the number of clients or users of that function at a
national level. For instance, for state expenditures in
secondary education, the number of secondary stu-
dents in the country becomes the number of clients.
The third step is to multiply the per client expenditure
norm for each function by any needed adjustment
cost factor. Fourth, the expenditure need for each
function in a state is obtained by multiplying the ad-
justed per client norm by the number of clients in the
state. The total expenditure needs of the state are the
sum of those for all functions.

Bottom-up costing of baskets of standardized in-
puts: This methodology exhaustively costs standard-
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ized baskets of state government services. In addition
to determining standard levels of public services (na-
tional averages or minimum requirements), this ap-
proach requires detailed quantification of the inputs,
information about their costs or prices, a description
of the production process for all local public goods
and services, and explicit procedures for how to cost
all aspects of the expenditure responsibilities of sub-
national governments. The expenditure needs for
each local government are obtained by simply adding
up all the costs of delivering the targeted standards
associated with the subnational services within the
jurisdiction.

Regression-based RES: This methodology is more
complex and data intensive, requiring several steps.
First, select the expenditure responsibilities of states
that will be subject to equalization. Second, identify
the main factors, other than input prices, that deter-
mine the cost of providing local services for each of
the selected functions. This can be done through a
regression analysis, where the explained or depen-
dent variables are the actual expenditures incurred
in each function, and the explanatory or indepen-
dent variables are those that explain differences in
the cost of providing public services across jurisdic-
tions. The relevant factors are those that are statis-
tically significant and have a substantial impact on
the costs of public service provision. Third, compute
the per capita representative expenditures for each
function and locality using the coefficients obtained
from the regression analysis. The representative ex-
penditure is interpreted as the amount of money a
local government would have spent in a category if it
had provided the standard level of service, which can
be adjusted by differences in input prices. Finally, the
sum of the adjusted representative expenditures of
all functions is the estimated expenditure needs of
the state.

Weighted indexes of expenditure need proxies:
This approach involves creating a composite index
of expenditure need proxies, which are assigned in-
tuitive relative weights to capture their influence on
the overall cost of service provision. This method has
strong similarities with the approach currently used
in India. The list of criteria entering the index and
the weights used need to be carefully assessed. The
choices of factors and weights capturing the varia-
tion in expenditure needs can be made using statisti-
cal techniques.

Lagged expenditure values: An uncomplicated way
to define the expenditure needs of a jurisdiction is to
rely on historical expenditure patterns. Specifically,
the available information on expenditure data from
the last year(s), adjusted for inflation, could be as-
sumed to represent the expenditure needs for each
jurisdiction. If local governments have significant dis-
cretion in deciding the amount spent during a period,
this method offers a reasonably realistic estimation
of expenditure needs, with advantages like simplicity
and minimal information requirements. Unfortunate-
ly, using historical data could also provide perverse
incentives to local authorities, because they may
eventually ’learn’ that increasing expenditures in the
present will result in higher equalization transfers in
the future.

Equal per capita expenditure norm: The simplest
way to estimate per capita expenditure needs is to
take the average of historical expenditures per cap-
ita at a national level. To compute this average, it is
first necessary to determine the aggregate level of
subnational expenditure needs, which can be based
on adjusted historical data or budget forecasts, and
then divide this amount by the national population.
This simple procedure is advantageous when there is
no detailed information about the differences in per
capita needs or the cost of providing local public ser-
vices across jurisdictions, or when those differences
are negligible.

A.3.3. Implementing the Fiscal Gap
Equalization mechanism

After estimating the expenditure needs and fiscal
capacity for each state, the ’fiscal gap’ for each can
be computed. This stage of the methodology can be
summarized in three simple steps. First, define the
fiscal gap as the difference between expenditure
needs and fiscal capacity. States without a posi-
tive fiscal gap—that is, those where potential avail-
able resources (fiscal capacity) exceed expenditure
needs—become ineligible for an equalization trans-
fer and are dropped from the process entirely. The
second step is to define the ‘relative fiscal gap’ for
each state that is eligible for an equalization grant.
The relative fiscal gap is the size of each state’s fis-
cal gap as a share of the aggregate fiscal gap (totaled
over all states with a positive fiscal gap). The third
step is the assignment of equalization transfers pro-
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portionally to each state’s relative fiscal gap by multi-
plying the relative fiscal gap by the total pool of funds
available for equalization. As mentioned above, the
pool of funds can be provided by the central govern-
ment and/or contributions from better-off states,
where fiscal capacity exceeds expenditure needs. Fi-

nally, there are other approaches to dividing the pool
of funds in relation to fiscal gaps. For example, one
alternative is to minimize the maximum fiscal gap
among the states. Also, Robin Hood contributions
from richer states, if they exist, can be designed in
several ways—proportional, progressive, and so on.
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Annex 4:

Spending Efficiency Analysis Addendum

Figure A4. Services with the highest level of co-financing

(2023), %
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Table A1. Determinants of municipal efficiency scores: Kindergarten spending

(1 (2)
Technical efficiency for Technical efficiency for
kindergartens spending  kindergartens spending

Ln total population (2014-2023) 0.047*** 0.058***
(0.009) (0.012)
Population density (2023) -0.027 -0.028
(0.026) (0.024)
Percentage of population with higher education 0.004** 0.003
(0.002) (0.002)
Unemployment rate (2021) 0.001 0.002*
(0.001) (0.001)
Average annual growth of kindergartens spending 0.662*** 0.592***
(2014-2023)
(0.192) (0.185)
Constant 0.010 -0.016
(0.085) (0.112)
Observations 262 262
R-squared 0.206 0.395
Province fixed effects No Yes

Note: Robust standard errors in parentheses
***p <0.01, **p <0.05, *p <0.1.

Table A2. Determinants of municipal efficiency scores: Road spending

(1 (2)

Technical efficiency Technical efficiency
for roads spending for roads spending
Ln total population (2014-2023) —0.047*** -0.027
(0.017) (0.019)
Population density (2023) 0.364*** 0.383***
(0.071) (0.102)
Percentage of population with higher education (2021) 0.001 -0.002
(0.004) (0.005)
Unemployment rate (2021) 0.003 0.002
(0.002) (0.003)
Percentage of employees commuting (2021) -0.001 -0.001
(0.001) (0.001)
Average annual growth of roads spending (2014-2023) 0.002 0.004
(0.014) (0.015)
Constant 0.653*** 0.502**
(0.209) (0.208)
Observations 258 258
R-squared 0.111 0.227
Province fixed effects No Yes

Note: Robust standard errors in parentheses
***p <0.01, **p<0.05, *p<0.1.
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