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1. OVERALL PoLICY FRAMEWORK AND
OBJECTIVES

The Convergence Programme of the Republic of Bulgaria (2015-2018) outlines the key policy
priorities in support of economic growth within a framework of sustained macroeconomic and
fiscal stability.

With regard to public finances, major policy goal is to keep fiscal sustainability by overcoming
budgetary imbalances through comprehensive, growth friendly fiscal consolidation, supported
by accelerated EU funds absorption.

As pointed out in the National reform programme, speeding up structural reforms, enhancing
the institutional capacity and improving further the business environment are also among the
leading priorities of the current government. They are aimed at increasing productivity and
competitiveness of the economy in order to achieve a balanced growth, sustainable conver-
gence and higher living standards in the long run. In this regard, policies to improve the quality
of education, reduce the administrative burden, ensure transparent absorption of EU funds,
promote infrastructure investment as well as pro-active participation in common projects of
European and regional importance, including in the context of the Investment Plan for Europe
(the so called “Juncker” Plan), are of high priority.

In the medium-term, fiscal policy goals are for maintaining the sustainable budgetary frame-
work in the context of Bulgaria’s commitments both under the Stability and Growth Pact, and
the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union. In
this regard, strict budgetary discipline is a fundamental commitment of the government. Fiscal
parameters are prepared based on a realistic forecast of the key macroeconomic indicators, a
conservative assessment of revenues, and more restrictive planning of expenditures.

Medium- and long-term fiscal sustainability will enhance confidence and create a predictable
investment and business environment. In this update of the Convergence Programme Bulgaria
retains its medium-term objective for a structural deficit of 1%.

Tax and social security policies are supportive to investment, employment and economic
growth. The implementation of a policy aimed at increasing tax collection, lowering tax com-
pliance cost, reducing the share of the shadow economy, combat against tax fraud and tax
evasion is also important.

In the context of preserving macroeconomic stability, Bulgaria keeps its firm commitment to
maintain the Currency Board Arrangement at the existing fixed exchange rate of BGN 1.95583
to EUR 1 until the country joins the Euro area.



This Convergence Programme (CP) has been approved by the CoM on April 29. Following this,
it will be submitted for information to the National Assembly. It comprises seven chapters.

The first chapter contains the overall framework of the government economic policies and
objectives. The second one presents an analysis of the key macroeconomic developments and
medium term forecast.

The third chapter makes an overview of strategic fiscal policy objectives with regard to the
budget balance and government debt. This chapter outlines the current budgetary position
and the expected developments during the reference period, with emphasis on the structural
and cyclically-adjusted balance. Major trends in the debt development over the programme
period are also outlined. The main policy actions provided for in the medium-term government
programme and their quantitative effects are also presented.

The fourth chapter presents a sensitivity analysis of the forecasts, including debt sensitivity.
Special attention is paid to the sensitivity of budgetary projections to the alternative scenario.

Chapter five is dedicated to the sustainability of public finances. The main focus here is on the
long-term budgetary outlook with a view to the impact of ageing population.

The sixth chapter deals with the quality of public finances. It presents the government policy
strategy in this area, the composition of expenditure and the structure and efficiency of reve-
nue systems.

The seventh chapter provides an overview of the institutional characteristics of public finances
in Bulgaria — budgetary procedures and national fiscal rules. This chapter of the Programme
also focuses on the key legislative changes relevant to public finances and in particular the
setting up of an independent fiscal council and automatic correction mechanisms.

The current Convergence Programme presents measures and developments addressing the
first out of the seven CSRs of 08 July 2014 on the 2014 National Reform Programme of Bulgar-
ia, containing the Council Opinion on the 2014 Convergence Programme of Bulgaria®, namely:

Country Specific Recommendation 1: Reinforce the budgetary measures for 2014 in the light
of the emerging gap relative to the preventive arm of the Stability and Growth Pact require-
ments. In 2015, strengthen the budgetary strategy to ensure that the medium-term objective
is reached and, thereafter, maintained. Ensure the capacity of the new fiscal council to fulfil its
mandate. Implement a comprehensive tax strategy to strengthen tax collection, tackle the
shadow economy and reduce compliance costs. v

' 0JC247,29.07.2014



2. ECONOMIC OUTLOOK

2.1 World economy/technical assumptions

The current Convergence Programme is based on the macroeconomic framework for the peri-
od 2015-2018, developed using the medium-term macroeconomic model of the Ministry of
Finance with key assumptions for the external environment as of mid-March 2015, provided by
the International Monetary Fund, the World bank and the European Commission.

Fig. 2-1: Assumptions on Key Macroeconomic Indicators

2015 2016 2017 2018

Global economy (real growth, %) 3.5 3.7 3.8 3.8
EU GDP (real growth, %) 1.6 1.8 1.9 1.9
USD/EUR Exchange rate, annual average 1.11 1.10 1.10 1.10
International commodity prices (dollar-denominated, %)
Oil Brent (USD/barrel) -37.8 11.9 8.2 4.6
Non-energy goods -5.0 0.8 0.8 0.9
Food -4.3 0.2 0.2 0.3
Beverages -5.6 -1.4 -1.4 -1.4
Agricultural raw materials -6.1 2.1 2.2 2.2
Metals -5.3 1.1 1.2 1.3
Six-month LIBOR on USD-denominated deposits 0.67 1.91 3.27 4.05
Six-month LIBOR on EUR-denominated deposits 0.01 0.03 0.14 0.31

Source: IMF, EC, WB, MF

2.2 Cyclical developments and current prospects

— Economic growth

In 2014 the Bulgarian GDP growth accelerated to 1.7% compared to 1.1% in 2013. Changes in
the main components contributing to the GDP dynamics were registered during the year.
While in 2013 export had a positive contribution, in 2014 domestic demand was the main
growth driver.

Final consumption increased by 2.4% compared to a 1.3% decline in 2013. Its growth com-
prised the increase, in real terms, in household expenditure by 2% and of public consumption
by 3.8%. The key factors contributing to the dynamics of consumer expenditure were the in-
crease in the real disposable income of households, the higher number of people employed
and the higher consumer confidence at the beginning of the year.
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The 2.8% growth in fixed capital investment was formed of public capital expenditure. Like in
2013, in 2014 the latter grew steadily, with a real increase of 25.1%. The funds disbursed under
EU Operational Programmes, including from national co-financing, were the main contributors
to this increase. Private investment® decline slowed down in 2014, and during the second
quarter even registered a 3.5% increase.

The improved domestic demand was the leading reason for the growth in import of 3.8% dur-
ing the year. The growth of export slowed down to 2.2%. As a result, net export had a negative
contribution to the growth of the economy.

The economic activity in the country also accelerated on the supply side. The gross value add-
ed growth was 1.6% in 2014 compared to 1.2% in 2013. Unlike the previous year, when the
dynamics of services was determinant for the growth of GVA, in 2014 all sectors contributed to
the reported growth. Services again were the largest contributor (0.8 pp), followed by industry
(0.6 pp) and agriculture (0.3 pp). Following five consecutive years of decline in construction, in
2014 GVA in the sector increased by 1.4%. The reported growth was mainly due to recovery in
civil engineering.

— Cyclical position3

According to the Ministry of Finance estimates, the potential GDP growth in 2014 was 1.8%
and is expected to reach 1.9% in 2015. The gradual increase in total factor productivity will
contribute to the progressive acceleration of growth throughout the period of the projection,
and in 2018 the growth is expected to reach 2.2%. The positive dynamics of the labour market
observed in 2014 resulted in a decline in NAWRU. Its gradual decline, along with an increase in
the participation rate, will compensate for the reduction in the working age population and
will lead to a positive contribution of labour as a factor of potential growth over the period of
the projection. In 2015 the contribution of capital to the potential GDP growth will be 1.1 pp.
The projected slowdown in investments in 2016 will slightly reduce the contribution of capital,
but it will continue to lead the dynamics of potential growth.

During the period 2015-2016, a lower growth of potential output compared to the actual one
is expected, and , as a result, the negative output gap will increase from 0.5% to 0.8%, respec-
tively. In 2017 the economy will come closer to its potential, but the deceleration in actual
growth in 2018, as a result of the challenges of an ageing population, will again lead to an in-
crease of the negative output gap to 0.7%.

2.3 Medium-term scenario

In 2015 the growth of the Bulgarian economy is expected to slow down to 1.4% in real terms
compared to a 1.7% growth in 2014. The lower increase in public consumption and invest-
ments will be the main contributors to the lower domestic demand compared to 2014. At the

Private investments are measured as a difference between investments in fixed capital for the whole economy and those for
State Government sector.

Cyclical development of the economy is measured by the output gap indicator. It is calculated as the difference between the
actual output of an economy and its potential output. The potential GDP of the Bulgarian economy was calculated using the
production function based on a methodology developed by the EC. Karel Havik & Kieran Mc Morrow & Fabrice Orlandi
& Christophe Planas & Rafal Raciborski & Werner Roeger & Alessandro Rossi & Anna Thum-Thysen & Valerie
Vandermeulen, 2014. “The Production Function Methodology for Calculating Potential Growth Rates & Output
Gaps”, European Economy — Economic Papers 535



same time, the favourable dynamics of employment in 2014, the increase in the real disposa-
ble income of households and the observed stabilising of the domestic environment lead to a
higher than expected growth of private consumption and contributed to the improved values
of the consumer confidence indicator at the beginning of 2015. The positive development of
private consumption will continue, and the growth will accelerate to 2.4% in 2015 compared to
2% in 2014. Stabilisation of private investment, which will be positively affected by the ongo-
ing process of remediation of residential buildings in the country, is envisaged. We assume
that the decline in prices of housing properties has already been overcome, and expect that
during the period of the projection their growth will stimulate investments in this sector.

The acceleration of the growth of the European and global economy, will lead to an increase of
the export of goods and services by 2.8%. The slowdown of domestic demand will have an
opposite effect on import, limiting its growth to 3.6%. As a result, the negative contribution of
net export will decline to 0.6 pp compared to 1.1 pp in 2014.

Fig. 2-2: Contributions to GDP growth, by component (pp.)
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During the period 2016—-2017 the economic growth will gradually accelerate to 2.3%, with pri-
vate consumption and investment being the main contributors. They are expected to be posi-
tively affected by the improved business climate in the country and the increased credit activi-
ty. The favourable development of the external environment will lead to increased export of
goods and services, which, coupled with the increased domestic demand, will result in higher
import growth and, hence, a slight increase of the negative contribution of net export to
0.7 pp.

The unfavourable demographic trends in the country are expected to slow down the long-
term growth. This has been taken into account in the development of the medium and long-
term macroeconomic forecast, resulting in lower growth in 2018. The trend of acceleration of
employment growth will be interrupted. We expect that the weaker development of the la-
bour market will also result in lower growth of private consumption compared to 2017.

11
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2.4 Sectoral Balances

— Labour market, incomes and labour productivity

In 2014, the labour market in Bulgaria showed first signs of recovery since the beginning of the
economic crisis in 2009. Unlike most of the years after 2009, when the main source of growth
of the newly created value added in the economy was external demand, in 2014 economic
growth was based on domestic demand, which is of crucial importance for the dynamics of
employment in the country.

The average number of people employed in 2014 increased by 0.4%" compared to 2013, main-
ly supported by agriculture and services. The increase in employment in the services sector
was limited by the reduced scope of subsidised employment programmes compared to a year
earlier. Export orientated industries of the Bulgarian economy also increased their economic
activity compared to 2013, and the number of people employed in manufacturing went up by
over 1% in the second half of 2014, for the first time after a five-year decline.

The positive developments of employment were at the basis of the decreased unemployment
rate by 1.5 pp to 11.4%" on average for the year. The downward trend in unemployment was
also confirmed by the data on registered unemployed people. According to the latter, a de-
cline was reported in the group of people who have started work, but this was related to the
lower number of people included in labour market programmes and measures, while with
regard to people who started work in the primary market the upward trend from the previous
two years was maintained. This, together with the decline in newly-registered unemployed
people, observed for the first time since 2012, proves a subsiding in the employment shedding
processes and increased demand of labour in the real sector of the economy. However, it
should be noted that despite the decrease in discouraged workers returning to the economi-
cally active population, in 2014 the workforce decreased compared to 2013, unlike the trend
of increase in the previous two years.

The recovery in the positive dynamics of the labour market which started in 2014 is expected
to continue in 2015. Such expectations are confirmed by the short-term business statistics of
the expectations of entrepreneurs on the recruitment of personnel, which increased in the
first three months of the year in all observed sectors of the economy. Furthermore, in January
consumer expectations for unemployment in the next 12 months showed improvement. Cur-
rent data on registered unemployment in January and February confirmed that the downward
trend in the annual dynamics of unemployed continues.

In 2015 the average number of people employed is expected to increase by 0.3%° compared to
2014, supported both by the positive trends reported in 2014 and the beginning of 2015, and by
the expectations of further recovery of demand of labour in the private sector of the economy. The
envisaged cutting down of personnel costs in the public sector is expected to hold back the growth
of employment in services, while expectations for improved external demand support the already
ongoing recovery of employment in industry. The average annual unemployment rate in 2015 is
expected to decline by 0.6 pp compared to 2014, and to reach 10.8%’.

N o v s

According to ESA 2010 data.

Based on Labour Force Survey data.
According to ESA 2010 data.

As defined in the Labour Force Survey.



Fig. 2-3: Employment growth and unemployment rate, %
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With the gradual acceleration of growth in domestic demand and strengthening the positive impact
of the external environment on the economic activity in the country, in 2016 and 2017 employment
growth is expected to accelerate to 0.5% and 0.9% respectively, before slowing down to 0.5% in
2018 under the influence of the unfavourable demographic developments in the country. The un-
employment rate follows a downward trend and is expected to reach 9% at the end of the forecast
horizon.

Along with the employment recovery in the country, the compensation per employee was charac-
terised by a significantly lower growth rate of 1.5% in 2014 as compared to previous years . The
main contributor to the growth was the service sector, where the indicator reported a decrease of
0.8%. For the first time since the onset of the crisis, in many of the activities in the services sector
the optimisation of labour cost was achieved through a reduction in compensation per employee,
while employment in these activities followed an upward trend. Unlike services, wage growth in
industry came at a considerably higher rate of 5.7% in nominal terms. In the processing industries,
the leading contributions to the upward development in salaries had the activities characterised
with the highest increase of turnover for the external market®.

In line with increased demand for labour, which started in the beginning of 2014, real labour
productivity grew by 1.3%. Both productivity and income developments had a favourable
impact on the cost and price competitiveness of the economy. During the period under con-
sideration, the unit labour costs reported a 0.5% decline in real terms, and their nominal
growth rate decelerated considerably to 0.2%, down from 7.2% in 2013.

In 2015 the growth of compensation per employee will slightly accelerate and will remain
close to the growth rate reported in 2014. The continuing recovery of the employment in
some services sector activities is likely to restrain income dynamics there. A similar effect
could be expected along the planned budget sector consolidation of labour costs. On the oth-
er hand, the growth rate of the compensation per employee in industry will exceed the aver-
age for the economy, following the higher external demand and the upward dynamics of the

& The comparison is based on short-term statistics of labour costs and people employed, and data about the turnover for the

external market in industry.

13
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value added in the sector. A more substantial increase in labour incomes could be expected
during the period 2016-2018, in line with expectations of increased economic activity in the
country. Income development will be preconditioned both by the accelerated rate of real
growth in labour productivity and by the upward trend in consumer prices in the country.
Thus the share of the compensation of employees in the gross value added will be character-
ised by a gradual increase, and the increase in unit labour costs will remain limited and will not
have a negative impact on the competitive position of the economy.

Fig. 2-4: Real Unit Labour Costs (RULC)
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— Inflation

During the past year and a half the dynamics of consumer prices in the country followed a
stable process of deflation. After inflation became negative in August 2013, the decline in con-
sumer prices on an annual basis accelerated in 2014, and the decrease in HICP at the year-end
amounted to 2%. The average annual inflation rate was also negative at -1.6%.

Fig. 2-5: Inflation rate (%) and contributions (pp.) by main HICP component (compared to the
corresponding month of the previous year)
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The decline in international prices of food and energy commodities had a major influence on
deflation in the country in 2014. On one hand, the downward dynamics of international prices
and the lower producer prices in the food processing industry largely accounted for the regis-
tered decrease in domestic food prices which stood at -0.8% on an annual basis as of Decem-
ber.

Crude oil prices on global markets, on the other hand, had a significant impact on the accelera-
tion of deflation in the second half of the year. After reaching its highest point in 2014 of an
average of USD 111.9 per barrel in June, as of December the Brent price registered a 43.7%
decline in USD terms compared to the same month of the previous year. Domestic prices of
transport fuels followed this dynamics and decreased by 14.7%, with a direct contribution of
1.25 pp to the deflation reported at the year-end.

The prices of non-energy industrial goods (excluding administered prices) continued on the
decrease in 2014. The latter began in 2010 and followed a gradual acceleration in the last five
years, reaching -2.4% at the end of 2014. In terms of main components, durable consumer
goods, which are traditionally imported, had the largest impact for the observed develop-
ments. The market for cars, especially second-hand cars, had an impact on the depreciation in
the past few years.

The change in prices of market services (excluding administered prices) was negative on an
annual basis for most of the year, with an acceleration of their negative rate of change in the
period September-November. The cut of price caps on roaming services in the EU, enacted in
July, had a significant impact in this respect. Consecutively, prices of mobile phone services
decreased by 10.2% as of December and their contribution to the deflation reported at the
year-end was 0.31 pp. No significant secondary effects in road transport prices in line with
lower fuel prices were observed.

The negative change in administered prices’ accelerated at the beginning of the year after the
fees paid by pensioners for examinations by GPs, specialists and dental services under the con-
tract with the National Health Insurance Fund were reduced by almost 66% in January. In-
creases in heating prices by 4.8% in July and of electricity in July and October by a cumulative
11.9% led to a positive change in administered prices during the last three months of 2014,
reaching 0.9% in December. During the year pharmaceutical products reported 2% decline on
average compared to the end of 2013.

In January 2015 the decrease in the overall HICP widened to 2.4% compared to the corre-
sponding month of the previous year due to the accelerated depreciation of automotive fuels.
In February, however, deflation slowed down as a result of the shrinking of the negative con-
tributions of both energy and food products. This was influenced, on the one hand, by the
reversal in the downward trend in crude oil prices on the global markets and, on the other
hand, by the reported significant depreciation of the Euro against the US dollar.

The index of the administered prices is estimated by measuring the relevant elementary aggregates of the consumer basket.

15
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Negative annual inflation is expected to continue slowing down throughout 2015. As of De-
cember consumer prices will report a positive change of 0.8% compared to the end of 2014.
Nevertheless, the average annual inflation will remain negative (-0.6%) due to the reported
acceleration in the negative inflation rate at the end of 2014 and the beginning of 2015.

The expected slowing down in the deflation rate and the reversal of the trend during the last
quarter of the year will be due to the higher international prices in EUR (BGN) terms, as a re-
sult of the significant depreciation of the Euro against the US dollar. This will compensate for
the expected price decrease of the main groups of commaodities in dollars. Crude oil prices’
developments will be the only exception. The average price for Brent in 2015 is expected to be
61.5 USD/barrel, which is a 37.8% decline in dollar terms or 25.6% in EUR (BGN) terms com-
pared to 2014. In this respect, the prices of automotive fuels will remain much lower through-
out the year, but their decrease will slow down considerably and will reach -4.1% in December
(from -14.7% in December 2014). Prices of food products will register a 2.1% increase at the
year-end as a result of the higher international prices, estimated in EUR. The change in prices
of non-energy industrial goods will remain negative, but is expected to slow down to -0.2% due
to the depreciation of the Euro and the higher import prices of some durable consumer goods.
The impact of one-off effects on the depreciation of services will wane in the second half of
the year, and they will report a positive change of 1.2% at the year-end, also supported by
stronger domestic demand.

During the period 2016-2018 the average annual inflation is expected to accelerate to 1.8-
2.0%, assuming higher international oil prices in the coming years and the expected recovery in
domestic demand.

Fig. 2-6: HICP forecast for the 2015-2018 period

2015 2016 2017 2018

Annual average inflation (%) -0.6 1.8 1.9 2.0

End-of-period inflation (%) 0.8 1.7 2.0 2.0
Source: MF

The contribution of administered prices and tax policies to the overall inflation during the pe-
riod 2016—2018 is expected to be low. The planned hike in excise duties on cigarettes is ex-
pected to lead to an increase in their prices by an average of 3.4% at the end of 2016 and 3.6%
at end-2017, and their contribution to the increase in the total index is estimated at 0.11 pp
and 0.12 pp, respectively. The change in the excise duties at the beginning of 2018 will be
smaller and will result in a hike in cigarettes’ prices by an average of 1.8% and a contribution of
0.06 pp at the year-end.

The main risks to the inflation forecast relate mainly to developments in international prices
and the rate of economic growth in Bulgaria. International crude oil prices could increase more
significantly as a result of supply shocks, although global demand remains relatively low
against the background of the increased yield. The limited supply of some agricultural goods,
especially food, on a global scale as a result of adverse weather conditions could further trigger



higher inflation in Bulgaria. At the same time, a lower economic growth of the Bulgarian econ-
omy and a delayed recovery of domestic demand will limit increases in prices of non-food
goods and services.

— External Sector

In 2014 the overall balance of the current and the capital accounts improved. The balance
reached a surplus of EUR 1 billion (2.4% of GDP) compared to EUR 878 million (2.1% of GDP) in
2013.

Services and Capital Transfers, which traditionally have positive balances, were critical to this
development. The increased surplus in services was driven by accelerated increase in export of
transport and other business services. Despite the unfavourable weather conditions during the
summer tourist season and the tension between Russia and Ukraine, which resulted in a small
number of foreign tourists from these countries, revenues from travel continued to grow dur-
ing the year. Capital transfers inflow came mainly from EU Funds. A decrease in the Income
account deficit was reported.

Fig. 2-7: Export of goods and services (nominal annual evolution)
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Fig. 2-8: Bulgaria's share in international trade

0.47 0.47
0.45
3

:Nf7:~uﬁ\: 0.15
- . T

o1 3/. 0.35/0

. @ 0.13

0981 ‘><:‘U“l3/ «=om==Share in World imports
.MS ==o==Share in Intra EU 28 imports

2007 2008 2000 2010 2011 2012 2013 2014

Source: MF staff estimates based on WTO and Eurostat data

17



18

The growth in consumption and investments in 2014 led to increase in demand for import
goods. Real import growth resulted in import increase of 1.5% in nominal terms, in spite of the
falling international prices. The dynamic was the opposite in the export of goods. The decline
in prices was not offset by the real increase in exported production and nominal export de-
clined by 0.7%.

The dynamics of export did not result in a significant loss of Bulgaria’s market shares. The
share of Bulgaria’s export in intra-EU import remained unchanged. The overall export growth,
however, was lower than the growth of global import.

The development of the real effective exchange rate (REER) based on different deflators
showed that the indicator has considerably slowed down its growth rate in the post-crisis peri-
od and has even registered separate periods of decline compared to the same quarter a year
earlier. Only REER based on nominal labour costs for the total economy reported a more ac-
celerated growth in 2013, and this growth resulted mainly from the accelerated increase in
unit labour costs. There was also an influence, though not as significant, coming from the ob-
served appreciation of the Euro in the second half of 2013 and the first half of 2014 and the
related increase in the nominal effective exchange rate. Since mid-2014, however, an adjust-
ment was observed, and REER with this deflator reported a decrease on an annual basis during
the last two quarters of the year.

REER based on the share of labour costs in manufacturing is considered as a more reliable
measure of competitiveness as it compares the increase in labour costs in the tradable sector
of the economy with that in Bulgaria’s main trade partners. The lowest accumulated increase
compared to the base year 2005 is observed exactly with this indicator.

In the medium term, REER of the Bulgarian lev is expected to continue appreciating as a result
of the positive differential of labour productivity growth and the pace of economic conver-
gence towards the more advanced EU Member States.

Fig. 2-9: Real effective exchange rate, Bulgaria vis-a-vis 36 industrial countries, 2005=100
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The gradual recovery of domestic demand in 2015 is expected to affect positively the export
growth. The continuing stabilisation of the European economies will have a key positive impact
on the forecast acceleration while third countries’ contribution will be limited. The dynamics of
export will also result in increased import of raw materials for the export orientated sectors.
The expected slowdown in the growth of consumption and investments will have a more mod-



erate deterrent effect on import. The depreciation of the Euro will offset the decline in inter-
national prices in USD, and in 2015 we expect low positive deflators. The export price deflator
will outpace the import price deflator. The current account balance will be slightly positive in
2015, with the surplus in services almost entirely offsetting the trade deficit, and the balance
of revenues and transfers will remain practically unchanged as relative share of GDP.

With the acceleration of consumption and investment activities as from 2016, we expect a
gradual increase in the trade deficit. Current account balance will, from a balanced position,
become slightly negative and the deficit will moderately increase in the medium term, reach-
ing 1.5% of GDP at the end of the projection period. The negative trade balance will be fully
offset by the surplus in services, which will amount to 7.7-8% of GDP throughout the projec-
tion period, and by the positive balance of transfers, mainly from the EU. Expectations are for
moderate growth in revenues from tourism and strengthening the trade in other services.

Fig. 2-10: Current account balance, % of GDP
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Fig. 2-11: Industry structure of FDI attracted in 2014 (relative share, %)
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The financial account balance in 2014 was EUR 2.1 billion compared to a deficit of EUR 962.2
million in 2013. The Eurobond issue by the government in June 2014 and the bridge loan ob-
tained in December were among the main financial inflows in the country. Other significant
inflows into the financial account were the foreign direct investments.. They amounted to
EUR 1.29 billion, or 3.1% of GDP, and registered a 10.9% decline compared to 2013. Invest-
ments were mainly focused in real estate transactions, financial intermediation, generation
and distribution of energy, and construction. At the same time, the Bulgarian banks continued
increasing their assets abroad, mainly in the form of short-term loans.

It is expected that FDI levels in the country will remain slightly above 3% of GDP for the period
2015-2018, due to the relatively high liquidity maintained by banks, and that there will be no
financial inflows in the sector in the medium term. The contribution of the net portfolio in-
vestments to the financial account will be determined by the assuming of new debt by the
government and the repayment of principal under the government debt in global bonds ma-
turing in 2015 and 2017.

Fig. 2-12: FDI dynamics
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— Monetary Sector

The main objective of the monetary policy in Bulgaria is to maintain price stability through
securing the stability of the national currency. This objective is achieved within the framework
of the Currency Board Arrangement and a fixed exchange rate of the national currency to the
Euro.

As of February 2015 Bulgaria’s international foreign currency reserves reached EUR 17.2 bil-
lion, registering an increase of EUR 3.6 billion compared to the same period of the previous
year. The increase in the banks’ deposits at the BNB as a result of the growth in their excess
reserves'® was a main contributor to the dynamics of foreign currency reserves. In a context of
weak demand for loans in the country, the ECB policy of low interest rates on refinancing op-

0 Excess reserves of banks, estimated as the amount with which the funds, kept by banks in accounts with BNB

for the purposes of compliance with minimum required reserves (MRM), exceed the required minimum re-
serves under Ordinance No. 21, amounted to a daily average of 92.8% of MRR on average in February 2015
compared to 56.5% in December 2014 (9.1% in December 2013).



erations, the introduction of a negative interest rate on the deposit facility and the non-
standard measures to increase liquidity in the Euro area have limited investment options for
banks and impacted the growth of their excess reserves kept at BNB. As of January 2015 Bul-
garia’s international foreign currency reserves covered 6.5 months of import of goods and non-
factor services, and the reserves to short-term external debt ratio amounted to 157.6%.

In 2014 the dynamics of monetary and credit aggregates was influenced by the action of diver-
gent factors. The continuing high rate of household savings continued to determine the growth
of attracted funds in the banking system. During the first five months of the year, the weaken-
ing effect of the personal income tax on interest from term deposits, introduced from the be-
ginning of 2013, and the reduction of the tax rate from 10% to 8% in January 2014, which led
to a significant slowdown in the growth of overnight deposits and some acceleration in the
growth of quasi-money, had an additional impact on the structure of monetary aggregates.

During the second half of June 2014 the fourth largest bank in the country — “Corporate Com-
mercial Bank” AD (CCB) — was subjected to a liquidity pressure that also affected its subsidiary
Commercial Bank “Victoria” EAD. As a result of depletion of the liquidity of the two banks and
on the grounds of requests from their management, they were placed under special supervi-
sion. By the end of June liquidity pressures began to spread to other credit institutions. The
situation was quickly brought under control thanks to the substantial liquidity buffers required
by the BNB and accumulated in the banking system in previous periods, the measures taken by
the BNB and the government, and the timely negotiating of a liquidity support scheme for the
banking sector between the government and the European Commission. Pursuant to the statu-
tory requirements of the European Commission, liquidity support can be provided only to sol-
vent and viable banks.

The liquidity pressure on the banking system in the second half of June 2014 was short-lived,
but affected the dynamics of monetary aggregates at the end of this month, as part of the
term deposits were withdrawn from the banking system, thus increasing the money in circula-
tion, and another part was transformed into overnight deposits. These developments caused a
downward dynamics of quasi-money and accelerated the pace of growth of overnight deposits
and currency outside monetary financial institutions at the end of the first half of 2014. As a
result of measures taken, depositor confidence in the system was quickly restored and depos-
its started returning to the banking system as early as in July. The banking system restored its
normal operation, and by the end of September household deposits exceeded the level at the
end of May 2014.

The revocation of the CCB’s licence for banking activities in November 2014 and its exclusion
as a reporting unit from the scope of monetary statistics™ lead to changes in the statistical
information on credit institutions and, as a result, in November the main monetary, deposit
and credit indicators decreased. The payment of guaranteed deposits in CCB which started in
the beginning of December and the preference of economic agents to leave them in the bank-
ing system contributed to the growth of monetary and deposit indicators to levels close to

1 As a result of the withdrawing of the CCB’s licence for banking activities and in compliance with the require-

ments of the ECB in the field of statistics, CCB was excluded as a reporting unit from the Other monetary finan-
cial institutions sector (S.122 according to ESA'95) and was reclassified in institutional sector Other financial in-
termediaries, except insurance corporations and pension funds (S.123 according to ESA'95).
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those prior to the withdrawal of the bank’ licence and the exclusion of the deposits in it from
the monetary statistics, and to a positive growth of broad money at the end of 2014 on an
annual basis."” In the structure of broad money at the end of December compared to Novem-
ber, an increase was observed in the level of deposits redeemable at notice up to 3 months
and those with agreed maturity up to two years. The non-guaranteed deposits in CCB and the
unpaid guaranteed deposits remained outside the scope of monetary statistics. The fact that
the guaranteed deposits in CCB, paid by the Bulgarian Deposit Insurance Fund (BDIF) in De-
cember, remained in the banking system, and only 2% were withdrawn in cash, demonstrates
the recovered confidence in the banking system. As of February the rate of increase in broad
money accelerated, and an increase on the December levels was observed in all types of de-
posits.

Since the beginning of 2014 till June the annual growth of claims on the non-government sec-
tor followed an acceleration trend, reaching 2.4% in the middle of the year. This dynamics was
mostly determined by the positive developments in lending to non-financial corporations,
while loans to households recorded a low positive growth after the slight decline at the end of
2013. The liquidity pressure, to which the banking sector was subjected in the middle of the
year, and the placing of CCB and Commercial Bank “Victoria” EAD under special supervision
had some impact on the dynamics of claims on the non-government sector, which mostly in-
volved discontinuing a trend of acceleration while maintaining the positive growth rate in the
period from July till October. No significant changes were observed in the stock of the claims
on non-financial corporations and households, which remained at levels close to those before
June. As CCB had extended loans mainly to non-financial corporations, excluding it as a report-
ing unit from the scope of monetary statistics in November 2014 resulted in a significant de-
cline of the claims on non-financial corporations and, accordingly, in a substantial decrease on
an annual basis in the claims on the non-government sector in the period till the end of the
year and during the first two months of 2015. During the same period , a lower decrease in
accounts receivable from households on an annual basis was reported compared to that of
businesses.

To finance their lending operations, banks continued to rely mainly on resources raised from
residents. As of the end of February 2015 household deposits registered an increase by
BGN 1,751 million compared to the same period of the previous year, and the total increase in
deposits of residents amounted to BGN 1,095 million as a result of the decline in deposits of
other monetary financial institutions and financial corporations.

In 2014 banks used a considerable portion of their liquidity to increase their foreign assets and
their claims on the general government sector, and to continue repaying liabilities to foreign
institutions (mainly to parent banks). As a result of this dynamics, the net foreign assets of
banks followed an upward trend throughout the year. In February 2015 this indicator had a
value of BGN 3.3 billion. As from the second half of 2014, banks started increasing their excess
reserves with the BNB, and a more considerable increase was observed at the end of 2014 and
the beginning of 2015.

2 commercial Bank “Victoria” EAD was reopened on 12 December 2014 and continued operating as a credit insti-

tution.



According to the data of the quarterly Bank lending survey conducted by the BNB, during the
first three quarters of 2014 easing of the lending standards was observed on loans to house-
holds, while standards for loans to enterprises remained almost unchanged. During the fourth
quarter banks tightened their lending standards for granting financial resources of enterprises.
With regard to household lending, the credit policy was tightened for consumer loans and
remained unchanged for loans for housing needs. The main factors, which, according to banks,
have contributed to the easing of the credit policy during the year, are related to the competi-
tion from other banks and the lower cost of attracted funds. At the same time banks report
that the tightening of the lending standards was mainly influenced by the macroeconomic
environment, the credit risk and the collateral risk.

Interest rates on newly contracted fixed-term deposits for households and non-financial cor-
porations followed a downward trend throughout 2014, and during the second half of the year
the trend intensified. This dynamics was preconditioned by the high liquidity of the banking
system, the relatively low demand for bank loans and the low, even negative in some seg-
ments, interest rates in the Euro area. As of February 2015 the weighted average interest rate
on new" fixed-term deposits'®, presented as a weighted average on a 12-month basis, de-
clined to 2.3% compared to 3.2% a year earlier. The decline in the cost of attracted funds of
banks contributed to a downward trend in interest rates on loans. As of February 2015 the
weighted average interest rate on new loan agreements™ decreased by 0.7 pp on an annual
basis to 7.7%. The decline in interest rates on new loans granted to non-financial corporations
(by 0.9 percentage points to 7.2%) was more significant, while interest rates on newly con-
tracted loans to households fell by 0.3 percentage points on an annual basis to 9.4%.

In 2014 the ongoing increase in resources attracted from residents and the additional macro-
prudential measures to strengthen the liquidity of credit institutions contributed to the in-
crease in the liquid assets to total liabilities ratio to 30.1% in December 2014 compared to
27.0% at the end of 2013. In January 2015 the liquidity position of the banking system contin-
ued strengthening, and the liquid assets ratio increased further to 31.8%. The increased liquidi-
ty in the banking sector at the end of 2014 and the beginning of 2015 was also affected by the
payment of guaranteed deposits to depositors of CCB, which started at the beginning of De-
cember.

In 2014 the Bulgarian banking sector continued reporting stable financial indicators. The au-
dited profits of the banking sector as of 31 December amounted to BGN 711 million, and this
financial result ensured a return on assets of 0.85%. The total capital adequacy of the banking
system remained high, at a level of 21.95% as of December 2014, including the Tier 1 capital
adequacy ratio of 19.97%.'

13
14

The terms “new” deposit agreements and “new” loan agreements refer to the statistic category “new business”.

Weighted average interest rate on term deposits for the household and non-financial corporations sectors, weighted in terms
of currency and term.

Weighted average interest rate on loans for the household and non-financial corporations sectors, weighted in
terms of currency and term.

The total capital adequacy and Tier 1 capital adequacy indicators, as well as the Tier 1 common equity ratio
have been brought in line with Directive 2013/36/EU and Regulation (EU) No 575/2013 on capital requirements.
The repealing of Ordinance No. 8 of BNB on the Capital Adequacy of Credit Institutions and Ordinance No. 9 of
BNB on the Evaluation and Classification of Risk Exposures of Banks and the Allocation of Specific Provisions for
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In 2014 the Bulgarian National Bank continued applying the best practices in regulating banks’
activities. In March 2014 the amendments to the Law on Credit Institutions were passed. They
aimed at bringing the law in compliance with Directive 2013/36/EU of the European Parlia-
ment and of the Council on access to the activity of credit institutions and the prudential su-
pervision of credit institutions and investment firms. Essentially, with these changes and with
the entry into force of Regulation (EU) No 575/2013 on prudential requirements for credit
institutions and investment firms (i.e. the CRD IV/CRR Package), the European version of the
rules of the new Basel agreement on capital, the so called Basel Ill, was introduced. The new
framework imposed a change in the supervisory approach of BNB in order to keep the buffers
in the banking system accumulated over the years.

In April 2014 at a meeting of the Governing Council of the BNB amendments and supplements
were adopted to several main ordinances of the BNB in the field of banking supervision and
new ordinances on capital buffers and risk management in banks were adopted. As a result of
these changes the Bulgarian legislation was brought in line with the new legal framework of
the European Union on the activities of credit institutions, established by the adoption of the
CRD IV/CRR package and the amendments made to the Law on Credit Institutions, promulgat-
ed in the State Gazette, No. 27 of 2014.

The new Ordinance No 7 of BNB on the Organisation and Management of Risks in Banks intro-
duced provisions regarding the requirements for the structure and organisation of risk man-
agement, the setting up of a risk committee and the expanding of already existing require-
ments for technical criteria for the treatment of individual risk types. The new Ordinance No. 8
on Capital Buffers of Banks introduced statutory requirements related to the establishment of
a methodology for maintaining a capital conservation buffer, countercyclical capital buffer
specific for each bank, buffer for global systemically important institution, buffer for another
systemically important institution, and buffer for systemic risk. The BNB set the level of the
capital conservation buffer at 2.5% (effective as of May 2014) and of the systemic risk buffer at
3% for all credit institutions in the country. In mid-November all affected European partners
were informed of the activation of the systemic risk buffer, thus meeting the formal require-
ments and obligations of the BNB and the “Banking Supervision” Department. With this, the
capital buffer for systemic risk was officially activated as from the middle of December and
become applicable to all exposures of banks to Bulgarian clients.

In 2014 a standardised supervisory reporting framework, covering all reporting by banks under
the CRD IV/CRR package, became operational in the EU. In order to facilitate the process of
introduction of the new requirements, active communication was conducted with banks re-
garding Regulation (EU) No 575/2013 and all efforts were made to ensure uniform practice in
the interpretation of the key issues in the implementation of the framework. In addition, dur-
ing the second half of 2014, different issues relating to the practical introduction of the new
reporting forms and templates and of some related Implementing Regulations were solved.

According to the MF’s forecast the annual growth rate of money supply is expected to reach
5.1% at the end of 2015. Over the next years broad money growth will gradually accelerate
from 5.7% yoy at the end of 2016 to 6.9% at the end of 2018. Net foreign assets of the banking

Credit Risk, imposed by the new European regulatory framework, has an impact on the scope, frequency and
content of the data disclosed with regard to the banking system and individual banks.



system will continue their upward trend till 2017, after which, in 2018, they will decrease
slightly. Their dynamics will be determined mainly by the expectations that deposits raised
from residents will significantly exceed the amount of loans extended during the period.

Credit to the Private sector | will increase at a relatively slower pace during the period 2015-
2018. At the end of 2015 its growth on an annual basis will be 1.9%, and by 2018 it will accel-
erate to 3.7%. During the entire period a trend of gradual increase of the contribution of Loans
to Households will be observed , especially consumer loans, which will follow the increasing
private consumption contribution to economic growth. v
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3. GOVERNMENT BALANCE AND DEBT

3.1 Policy strategy

The ambition to preserve the stability of public finances remains a main priority of the fiscal
policy in the coming years. It is to be achieved by smooth and gradual fiscal consolidation steps
within the annual range of 0.4%-0.6% for the General Government deficit under ESA 2010 and
0.5% annual improvement of the structural deficit for 2016-2018 period. This is essential for
complying with the reference value for the General Government budget deficit under the Sta-
bility and Growth Pact requirements. In this regard, during the preparation of the forecast for
the development of the main budget indicators in medium term, the impact of the factors,
which could influence negatively the public finances was taken into account, including a better
definition and management of the fiscal risks. The main fiscal parameters of the budgetary
framework indicate the continuation of the trend of prudent fiscal policy through implemen-
tation of fiscal consolidation measures.

In view of the stability of public finances, the setting of realistic targets for key budgetary pa-
rameters and the compliance with the established fiscal rules and restrictions are relevant for
the Consolidated Fiscal Programme (CFP) and the national budget as well as for the General
Government sector.

The Government Debt management policy, implemented by the Ministry of Finance, is crucial
for the dynamics and structure of the consolidated debt of the General Government sector
due to the fact that central government debt accounts comprise around 96% of the latter. The
main goal of the borrowing policy is to ensure the resources needed to finance the state budg-
et, to refinance outstanding debt and to ensure the sustainability of the fiscal reserve account
at optimal cost and reasonable risk level.

New government debt will be issued within the debt limitations envisaged in the State Budget
Law for the corresponding year and taking into account the effects of the adopted borrowing
strategy, on the risk parameters and the cost of servicing the government debt. The main pri-
orities in sovereign debt management during the period under consideration include perform-
ing an optimal selection of different alternatives to provide a wide range of debt financing and
maintain maximum flexibility in choosing the structure of funding in terms of markets, place-
ment, instruments, currencies, etc. Efforts will be focused on providing options for market-
based financing, and during the period Bulgaria will maintain its role of a regular issuer of gov-
ernment securities by establishing a medium-term programme for issuing debt on international
capital markets. In parallel, when the specific requirements of the loan financing are identified,
the special developments of the macroeconomic environment, investors’ interest and the cost
of financing, and the need for a more even distribution of the maturities of outstanding debt
will be taken into account.

Taking into account government priorities in various policy areas, the selection of projects with
an investment focus, which will be funded by government and/or government guaranteed
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loans, will be made by using a consistent analytical and restrictive approach in exact compli-
ance with the statutory conditions and procedures, and with high degree of transparency.

The forthcoming Government Debt Management Strategy (GDMS) for the period 2015-2017
will outline the basic tools as well as will implement an approach of continuity and consistency
of the government debt management policy and the achievement of its primary objectives.

3.2 Medium-term objectives

The fiscal consolidation process will continue in the medium-term. The targets for the General
Government sector deficit for the period 2015-2018 are as following: 2.8% for 2015, 2.4% for
2016, 1.8% for 2017 and 1.3% for 2018.

The deficit target of the General Government sector for the period 2015-2018 will be achieved
through decrease in the share of expenditures as a percentage of GDP (from 38.8% in 2015 to
37.5% of GDP in 2018), and an increase in tax revenues in 2016 and 2017 compared to 2015,
while maintaining the overall level of revenues at around 36% of GDP. The increase of tax rev-
enues in 2016 y-o-y basis is due both to improved macroeconomic indicators (growth of con-
sumption, growth of import, the inflation, growth of the average salary and improved em-
ployment rate, etc.) and to measures taken by revenue agencies to increase revenues collec-
tion rate. The impact of the improved macroeconomic indicators is estimated at about BGN
820 million. — mainly due to increasing VAT revenues as well as due to the higher consumption
and the growth of import in 2016. When the revenues from VAT are forecast, it is took into
account the expected higher implementation of these revenues in 2015 - based on better than
expected tax revenues as of the beginning of this year (2015). When it is estimated the excise
duties revenues in the next year, it has been taken into account the envisaged increase in the
excise duty for cigarettes that has a positive budgetary effect of BGN 55.6 million for year
2016, as well as the base effect of the increased tax revenues within the current year®.

Consolidation on expenditure side is most significant in intermediate consumption — mostly in
the maintenance costs. They register a decline of 0.1 pp of GDP in 2015 compared to 2014, and
by 0.2 pp of GDP in 2016 compared to 2015. In addition to this, Gross Fixed Capital Formation
is also expected to decrease by 0.4 pp of GDP in 2016 compared to 2015. This decline is related
mainly to the start of the new programming period for the EU funds and the expected lower
absorption rate of European funds in its first years resulting also in lower expenditures for
national co-financing.

The government policy in the area of wage expenditure remains unchanged and its aim is pre-
serving their level. The estimates for the 2016 State budget are made under the assumption
that the nominal growth is due only to the reflected effects of the increase in the minimal
wage, including the standards for financing of the activities delegated by the state. The in-
crease in compensation of employees expenses can be seen in some autonomous budgets, as
the municipalities’ budgets, over which the government cannot put limits directly. These ex-
penditures in the municipalities in 2016 reflect the real parameters and level of salaries in the
municipality administration achieved during the previous years. In practice, an internal restruc-

" The data in table 2a in the Annex present the provisions in the State Budget Law for 2015 and do not take into account the

updated estimates of the revenue agencies for better than projected revenues.



turing of the expenditure was implemented through decrease in the maintenance costs and
increase in the compensation of employees.

Furthermore, in view of the horizontal nature of the envisaged limits on expenditure in the
public sector, the implementation of the measures shall be linked to the implementation of
programmes for structural and functional reforms in the respective sectors.

3.3 Actual balances and updated budgetary plans for the cur-
rent year

The 2014 was marked by serious challenges in the course of the budget execution, which made
it necessary to update the fiscal framework and revise in a negative direction the budgetary
targets for annual deficit and debt. In addition to this optimistic estimates at the stage of reve-
nues planning, a number of internal and external factors, which could not be fully assessed at
the planning stage, had a negative fiscal effect. The main internal factors were the deteriorat-
ed political environment in the country, the problems in two leading banks in June 2014, the
deflationary pressure, the serious damage caused by natural disasters, the sustainable short-
age of funds for the health sector, and others. In terms of external factors, the escalating crisis
in Ukraine and the subsequent sanctions and counter-sanctions by the EU and Russia, the sig-
nificant deviations from the forecast of the energy prices and fuel prices on international mar-
kets, and others stood out. Under the influence of these factors, and due to the too optimistic
assumptions at the planning stage, the need became clear to update the fiscal framework as a
result of serious underperformance in revenues from some taxes compared to the projections
set in the 2014 State Budget Law. The postponement of the adoption of the revised budget
after the elections in October strongly limited the opportunity to realise cost savings due to
serious risks of rise in liabilities at the end of the year in areas where commitments for ex-
penditure have already been made. For these reasons it was objectively impossible for the
2014 deficit to remain within the target initially set in the previous Convergence Programme —
a deficit of 1.8% of GDP. As a result, in the October deficit and debt notification tables the es-
timated deficit of the General Government sector for 2014 was deteriorated to 3.5% of the
projected GDP, and this deficit was also set in the updated fiscal framework under the Law
Amending and Supplementing the 2014 Law on the State Budget of the Republic of Bulgaria,
passed by the 43" National Assembly in November. Based on the data in the April EDP notifica-
tion tables regarding the General Government sector for 2015, the deficit for 2014 remained
within the requirements of the Stability and Growth Pact of 2.8% of GDP.

The comparison between the estimates made in September 2014 and the assessments relating
to the April EDP notification tables for 2015 shows an improvement of the General Govern-
ment sector deficit for 2014 by 0.7 pp of GDP. The key improvement from the assumptions in
the September estimate are in the assessments of the accounts receivable and accounts paya-
ble in the balances of budget spending units, and the effects of reporting taxes according to
the “Time adjusted cash” method. When temporarily suspended Operational Programmes
were unblocked, most of the accounts payable to contractors were effectively disbursed dur-
ing the year, which resulted in reduction of liabilities. In addition, taxes subject to reimburse-
ment were reimbursed within the deadlines in order to support businesses. The active actions
of the current government, even in the short period until the end of the year, gave positive
results.
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— Budgetary developments in 2014

In 2014, the total revenues as a ratio of GDP reached 36.4%, which is 1 pp. decline compared
to 2013. The revenues of the General Government sector were by 1.6 pp lower than the pro-
jection in the previous Convergence Programme. The external and internal factors described
above and the too optimistic assumptions at the revenue planning stage were in the basis of
the more pessimistic performance against the forecast in the last year’s Convergence Pro-
gramme.

Negative effects were observed in the highest extent in taxes on production and import, as
well as other current revenues. They registered a decline of 0.5 pp (and 1.6 pp compared to
the estimate in the previous Convergence Programme) and 0.7 pp. in the previous year. In
terms of taxes revenues, the most significant drop was reported in VAT revenues. For these
revenues, the most tangible negative effects came from the deflationary pressure in the coun-
try, the situation on international markets, the lower crude oil prices and the EUR/USD ex-
change rate, the domestic consumption and the dynamics of import and export. Political insta-
bility and the problems in the banking sector acted as deterrents that suppress consumer ac-
tivity. The decline in energy raw materials prices and other imported raw materials also con-
tributed to the lower revenues. The reduction of non-refunded tax credit to its lowest level in
the past eight years had a significant impact on the level of VAT receipts. This was related to
the measures taken to speed up the refund of VAT to companies and reflected the govern-
ment’s efforts to maintain correct relations with the business. A slight decline was observed in
the excise duties’ revenues. It was determined both by the decline in volumes in the trade of
fuels, and the reduced consumption of certain excise goods.

Compared to 2013, the ratio of taxes on income and wealth to GDP registered a minimal in-
crease of 0.1 pp. The corporate taxes revenues reported an increase as a result from the ob-
served increase in the 2013 financial statements of the companies and respectively the higher
advance payments in 2014. An improvement in personal income tax’ receipts was also ob-
served. The main factors behind this development were the decline in unemployment rate, the
raising of the average salary level and the reported positive results from the measures taken to
collect the overdue tax liabilities.

The social security and health insurance revenues increased by 0.3 pp compared to the previ-
ous year. The factors specified above as influencing the personal income tax, the increase in
the maximum monthly insurance income from BGN 2.200 to BGN 2.400, the increase in the
minimum thresholds for social security contributions, the increase in employment/decrease in
unemployment rate and other factors contributed to this. The amount of capital transfers re-
ceived, including the main portion of the funds received under the EU Funds and programmes,
exceeded the its values for the previous year. This resulted from the accelerated absorption of
EU funds in connection with the final stage of the implementation of projects during the 2007—-
2013 programming period.



Fig. 3-1: Budget balance (ESA'2010, % of GDP)

1% -

0% T T T T T T T T T
2009 2010 2011 2012 2013 2014 2015* 2016* 2017* 2018*

-1% -

2% -

-3% -

4% -

5% -

* Forecast

Source: Eurostat, MF

Total expenditure for 2014 amounted to 39.2% of GDP which was an increase by 0.9 pp. com-
pared to the previous year. Expenditure policy during the year was focused on accelerating the
public investment to support economic growth, strengthening the social commitment of the
state to the most vulnerable groups of the population, and ensuring the normal functioning of
the budgetary systems in accordance with the fiscal framework approved at the end of 2013.
This framework, however, was planned under the assumption of sustainable political environ-
ment, accelerated growth, non-deflationary developments in the economy and positive expec-
tations regarding the external environment, which did not materialise. During the budget year
tensions occurred in some budget systems (mainly in the healthcare and public order and se-
curity), and there was pressure to provide resources for overcoming the consequences of nat-
ural disasters, coping with the increased flow of fugitives and other issues, all of which exerted
pressure on the expenditure side of the budget. The temporary suspension of payments by the
EC under two Operational Programmes, which made it necessary to provide national resources
for the projects’ implementation until the suspended payments were unblocked, also had a
negative impact on expenditure side of the budget. These factors, together with the post-
ponement of the revision of the budget after the elections in October 2014, made it impossible
to undertake sufficient measures to shrink expenditure within the budget year in order to
compensate for the revenues lagging behind. Nevertheless, expenditure remained by 0.7 pp.
lower than these planned in the previous Convergence Programme®, and the shortage of
funds for the budget systems mentioned above was provided by restructuring, prioritising and
streamlining of expenditure in other systems, while preventing the rise in liabilities at the end
of the year.

Investment policy was a main priority during the year - increase in gross fixed capital for-
mation by 0.9 pp. compared to the previous year. This was related to the advanced implemen-
tation of projects in their final phase under the operational programmes, and the public in-
vestment programme “Growth and Sustainable Development of the Regions”. Transport infra-
structure projects, environmental protection infrastructure projects and other aspects of re-
gional development had the largest share of the European funds absorption. In 2014 the

|t should be taken into account the effect from moving from ESA 95 to ESA 2010, which increased the GDP by 2 billion BGN in

2014.
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amount of payments under projects supporting competitiveness of the economy and human
resource development was also considerable.

A 0.8 pp. increase compared to 2013 was also observed in social transfers, including these in
kind, which comprised of pensions, compensations and benefits for households, and health
insurance payments. Funds for pensions increased both due to the payment from the begin-
ning of the year of the amounts indexed in April 2013, and due to the indexing of pensions by
2.7% under the “Golden Swiss rule” and increasing in the amount of the maximum pension
from July 2014. Funds for social benefits also increased as a result of the increase in the indi-
vidual amount of certain payments from July 2013, and also because of the increased energy
benefits from the autumn of 2014. The shortage of financing in healthcare emerged as one of
the most critical problems in 2014, which required updating of the resources provided in this
direction, and the amount of spending for the year was by 15.5% greater than in the previous
year.

The minimal increase in expenditure on compensation of employees was reported , in compar-
ison to the previous year (by 0.1 pp.). It was related to a growth of salaries within the systems
of some independent budgets (mainly municipalities), which have autonomy in managing their
budgets, and to the increase in funds absorbed under EU Funds and programmes and compris-
ing compensations to employees.

Interest expenditure, 0.7% of GDP, registered a 0.1 pp. decline on y-o-y basis. The other two
categories of expenditure, where a decline from its 2013 level was observed in 2014, were the
intermediate consumption of the government and subsidies — by 0.2 and 0.1 pp. respectively.

— 2015 Budgetary Focus

In 2014 the deficit reached 2.8% of GDP and thus measures have been envisaged to ensure
fiscal consolidation and shrink of the deficit by 0.7 pp from 3.7% of GDP in 2014 to 3.0% of GDP
in 2015 under the national methodology on cash basis, and to keep the deficit of the General
Government sector within the requirements of the Stability and Growth Pact. The deficit of the
General Government Sector in 2015, using the ESA 2010 methodology, is envisaged to be close
to that for the previous year, and to amount to 2.8% of GDP. This target takes into account the
changed economic environment and the entry of the projects under the Operational Pro-
grammes and funds for the 2007-2013 programming period in their final phase, while also
reflecting measures to ensure financial stability, restore confidence and limit potential nega-
tive impacts on the economy.

The revenue policy is orientated at supporting economic growth, improving the business envi-
ronment, fight against tax fraud, and overall increase in fiscal sustainability in the long term.
The programme for the year provides for retaining the tax burden of the main taxes, and the
revenue framework is planned conservatively, taking into account the negative factors in the
projections for 2014.

The public expenditure policy is orientated at ensuring the proper functioning of the budget-
ary systems and, at the same time, restructuring of costs in order to ensure funding for the
priority policies of the government and limit inefficient costs and structures. Measures con-
cerning expenditure are aimed at their restricting by optimising inefficient spending, and a
balance was sought between the need to reduce cost and risk of liabilities in individual budget
systems occurring.



Main fiscal consolidation measures for 2015

The implementation of the measures to which the government committed itself at the end of
2014 is presented below. The budget effect of their implementation was updated based on
latest assessments and is measured on an annual basis.

>

Measures on the Revenue Side:

To expand the scope of taxable interest income on all bank accounts, except interest
income on children’s saving accounts. The expected positive effect on revenues will
be BGN 27. 5 million (0.03% of the projected GDP). The measure is implemented.

As of 1 January 2015 the maximum monthly insurance income was increased from
BGN 2.400 to BGN 2.600 for all individuals, and the plans are to remain unchanged till
2018. The expected positive effect on revenues will be BGN 43.1 million. The measure
will affect about 74.157 insured individuals, 10.801 of which with income between
BGN 2.400 and BGN 2.600 and 63.356 individuals with income at the amount above
BGN 2.600. The measure is implemented.

As of 1 January 2015 the minimum insurance income of agricultural producers was in-
creased — from BGN 240 to BGN 300. The expected effect of this measure is about
BGN 4.2 million. About 25 500 agricultural and tobacco producers are affected by this
measure. The measure is implemented.

The tax relief on personal income not exceeding 12 minimum salaries was abolished —
expected positive effect on an accrual basis of up to BGN 20 million. The measure is
implemented.

Two new preferences were introduced for families with children, which will be used in
2015 with the filing of the annual tax return under Article 50 of the LPIT — expected
negative effect on an accrual basis of up to BGN 25 million. The measure is imple-
mented.

In order to enhance the control and the collection rate of current and outstanding lia-
bilities, a requirement was introduced according to which payments under contracts
with the public sector above a specified amount shall be executed after the tax au-
thorities confirm that the recipient of the funds has no liabilities to the state budget.
The measure is implemented.

This measure results in enhanced control and streamlining of expenditure on collec-
tion of public receivables, and will ensure better reporting and transparency of the ac-
tions of the public sector in accordance with the principles, standards and best prac-
tices in the EU. The expected positive effect in 2015 in the amount of BGN 80 million.

The minimum thresholds for social security contributions for the main economic ac-
tivities and occupational groups will be increased on average by 4.4% in 2015 com-
pared to 2014, with estimated positive effect on revenue at around BGN 35.4 million
(0.04% of the projected GDP). The measure is implemented.

Measures on the Expenditure Side:

The length of insurance service for retirement under Article 68(2) of the SSC is in-
creased by 4 months as of 1 January 2015, and the age under paragraph 1 remains at
the 2014 level. The positive effect on expenditure will be about BGN 18.5 million. The
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measure is implemented.
Abolishing as of 1 January 2015 of the second social disability pension under Article
101(3a) of the Social Security Code — reducing the pension expenditure by about BGN
7.3 million. The measure is implemented.
Reducing the “personnel funds” in the public sector by 10% — expected decrease in
expenditure by about BGN 300 million. The 10% decrease in the personnel expendi-
ture for 2015 compared to the updated 2014 budget law covers all ministries, de-
partments, the National Social Security Institute, the National Health Insurance Fund.
This cost reduction does not include activities delegated by the state in education and
culture sectors. In addition, the independent budgets of the National Assembly, the
Supreme Judicial Council and the centers for emergency medical care, the state psy-
chiatric hospitals and the centers for transfusion hematology within the system of the
Ministry of Health are also excluded. In the event of direct reduction based on reduc-
ing the resources for staff by 10%, about 16,800 positions are expected to be cut
down, of which around 6,000 are vacancies. When the occupied positions in the staff
are cut, the compensations payable under the Labour Code, the Law on Civil Servants,
Law on Defense and Armed Forces of the Republic of Bulgaria and the Law on the
Ministry of the Interior shall be paid. The measures to comply with the parameters of
the reduced personnel costs, including the date on which the reduction of staff will
take effect and exactly what staff and in which structures will be laid off, will be de-
fined by the first-level spending units. The success of the policy for streamlining per-
sonnel costs, unlike that of previous similar policies in this area, is guaranteed by the
fact that personnel costs for first-level spending units have been streamlined at the
level of law and can only be changed with an update of the 2015 Law on the State
Budget of the Republic of Bulgaria. In previous policies in this area, the government
was empowered to increase personnel costs, if deemed necessary, while now it has
no such powers, thus ensuring the actual implementation of this policy. The measure
is implemented.
Adoption of measures and legislative changes to optimize cost control in the health
sector and reduce the cost of health insurance payments — savings of over BGN 80
million. With regard to the reduction of the expenditure of the National Health Insur-
ance Fund in 2015 compared to 2014 it shall be borne in mind that in 2014 the cash
expenditure incurred by the National Health Insurance Fund included the payment of
outstanding liabilities from 2013 in the amount of BGN 110 million, in particular:
— Activities carried out by medical services providers above the limits in October
and November 2013 — BGN 67 million.
— Activities carried out by medical services providers within the limits in No-
vember 2013 — BGN 26 million.
— Medication for treatment at home for the period 01-15 November 2013 —
BGN 17 million.

This expenditure was a one-off payment made in 2014 and will not be incurred in 2015. No
legislative changes are necessary to further streamline the expenditure of the National Health
Insurance Fund in 2015. However, it is necessary to amend and supplement some ordinances
of the Minister of Health on the basic package of medical services, and medical standards,
which involves actions on the part of the executive. In the process of implementation.

The “Growth and Sustainable Development of Regions” programme was terminated



due to its inefficiency — expenditure will be reduced by about BGN 100 million. The
measure is implemented.
Interim assessment of the implementation of the above mentioned measures will be made in
the report on the execution of the Consolidated Fiscal Programme for the first half of the year,
which the Ministry of Finance publishes on its internet site and submits to the National As-
sembly by 15 September. Furthermore, such assessment will be provided in the report, ac-
companying the 2016 State Budget Law.

Other features of the fiscal policy for 2015:
» Measures concerning wages:

As of January 2015 the minimum salary was increased from BGN 340 to BGN 360. A further
increase is envisaged during the year — as of July 2015 the minimum salary is planned to be-
come BGN 380. The net effect of the measure on the budget balance is neutral, as the ex-
pected higher expenditure resulting from the increase in the minimum salary of public sector
employees will be largely offset by the expected revenues from taxes and social security con-
tributions on the increased salaries for all employees in the other sectors of the economy,
whose remuneration is equal to the minimum salary.

» Measures concerning pensions and social assistance:

In 2015 the implementation of the so called “Swiss rule” will continue (i.e. updating the pen-
sions as of 1 July of the corresponding year by a percentage, equal to the sum total of 50 per-
cent of the increase in the insurance income and 50 percent of the consumer price index dur-
ing the previous calendar year). The planned percentage of the increase for 2015 is 1.9%. The
total effect on expenditure is estimated at BGN 94.1 million (0.1% of the projected GDP).

It is also envisaged to increase as of 1 July the maximum level pension received from BGN 840
to BGN 910. This is a consequence of the increase in the maximum insurance income. This will
result in further increase in expenditure by BGN 18.2 million (0.02% of the projected GDP).

The length of insurance service required for entitlement to pension for the third category of
labour was increased by 4 months, and the expected effect is BGN 18.5 million (0.02% of the
projected GDP).

To support the pensioners with the lowest pensions, in April 2015 a one-off additional pay-
ment was granted to all pensioners with pensions below the poverty line — BGN 286. The total
amount of these payments — BGN 50 million, will increase expenditure by 0.06% of the pro-
jected GDP.

In the field of social and family benefits and compensations, the parameters of the extant leg-
islation will not change in 2015: the period of payment of cash benefits for pregnancy and ma-
ternity and the amount of compensation for raising a child aged from one to two years will

remain unchanged; the arrangements for granting compensation for temporary disability re-
mains unchanged; the period based on which short-term benefits for temporary disability and
unemployment are calculated remains unchanged, while the period for calculating the benefits
for pregnancy and maternity is increased; the size of the lump-sum benefit in case of death
remains unchanged; the maximum amount of the guaranteed claims of workers and employ-
ees from the “Guaranteed Claims of Workers and Employees” Fund for unpaid wages in the
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event of bankruptcy of the enterprise remains unchanged; the minimum amount of unem-
ployment benefits also remain unchanged. The social protection of vulnerable groups through
better targeting of social benefits, increased effectiveness of programmes, implementation of
a differentiated approach, improvement of legislation in the field of social assistance and
streamlining the institutional structure related to social protection of the lowest income
groups and groups at risk remains a priority of the spending policy. The funds earmarked for
social benefits in 2015 increase by BGN 39 million in nominal terms (0.04% of the projected
GDP), as the number of beneficiaries of social protection is expected to increase, and the
thresholds for granting heating aid are increased.

» Measures concerning education:

In the field of pre-school and school education, a priority is to ensure equal access to quality
education and vocational training in all regions. Efforts are directed at expanding the delegat-
ed responsibilities of managers of the units within the system, and the additional funds pro-
vided are allocated into the budgets of the corresponding spenders. Measures to increase the
attractiveness of the teaching profession are envisaged, and for 2015 the funds necessary to
ensure the implementation of the policies in relation to the income of those employed in the
public education system and measures to support teaching staff have been provided. Funding
for the full-day organisation of the school day for the pupils from first to fifth grade and means
for funding focal point schools have been provided. For the increased amounts of the standard
for financing the activities in secondary education, further BGN 27 million (0.03% of the pro-
jected GDP) were ensured.

In the field of higher education efforts are directed at encouraging autonomous higher educa-
tion institutions to continuously increase the quality of the higher education offered. To this
end, educational institutions are supported in the introduction, development and improve-
ment of internal systems for assessment and maintaining the quality of education. The state
also improves the credit conditions for students and postgraduates by increasing the size of
the government guarantee for bank lending to the university students. The placements of stu-
dents in a real work environment, which will improve the link between education and the
business for the purpose of quick and effective realisation of graduates in the labour market
and successful career start, have a key role for achieving the priority for improved quality of
higher education.

The resources envisaged under the Operational Programmes for the implementation of pro-
jects in the “Education” sector will shrink by BGN 62.3 million (0.07% of the projected GDP), as
the 2007-2013 programming period comes to its end, and the projects under the Operational
Programme for the new programming period 2014-2020 have not been launched yet. At the
same time, the expenditure allocated for financing of projects under the Erasmus+ Programme
is increased by BGN 28.3 million (0.03% of the projected GDP for 2015) compared to the previ-
ous year.

In 2015 all operative programmes co-financed by the SCF 2007-2013 will enter into the final
phase of implementation of the projects funded, and therefore intensive payments under the
programmes are envisaged. For 2015 alone, the estimated amount of disbursed funds exceeds
16% of the budget for the whole programming period. The expenditure under each pro-
gramme takes into account the unspent portion of the budget and the ability to complete pro-
jects already contracted. Increased capital expenditure under European programmes offsets to
some extent the envisaged decline in capital expenditure in the national budget. The expected




net effect is a decrease in capital expenditure by about BGN 100 million (0.12% of the project-
ed GDP).

3.4 Medium-term perspectives, including description and quan-
tification of the strategic policy effects

The medium-term government strategy is set out in detail in the medium-term budgetary
framework, the National Reform Programme and the three-year action plan for implementing
the National Development Programme: Bulgaria 2020 during the period 2015-2017. It pro-
vides for the implementation of a number of measures, grouped in several key priority areas,
which are expected to lead to more balanced regional development, enhanced quality of hu-
man capital, promoting innovation, higher quality of infrastructure and, generally, enhance the
competitiveness of the economy, employment and income. The finance will be provided main-
ly through EU funds, which will complement the expenditures from the national budget.

— Improved access to and enhanced quality of education and training and
quality of the workforce - earmarked funds in the amount of BGN 3.1 bil-
lion

The policy is focused on shaping and improving the quality of human capital in all its dimen-

sions. Activities are envisaged for modernising the education system in the country, managing

the quality of education and youth activities, including upgrading of existing facilities and
equipment, and improving the creativity and innovation oriented at individuals. The policy
aimed at enhancing the quality of the workforce will be implemented by adapting lifelong
learning and mobility to the needs of the labour market, strengthening the links between edu-
cational institutions and the labour market, acquisition of competencies in accordance with
the requirements of the labour market, promoting the introduction of modern forms of work
organisation, introducing a dual system of education and increasing the quality of education.
Measures aimed at increasing the financial culture of the population will also be implemented.

Increasing the social role and relevance of research, development of scientific potential
through integration into the European Research Area, as well as development of research
through programme-competitive funding are envisaged. In terms of improving the quality of
healthcare, innovations for sustainable and effective health system, as well as improved quali-
ty of health services and ensuring access of all citizens to healthcare and services are planned.

— Reducing poverty and promoting social inclusion - envisaged funds of
BGN 2.9 billion

The emphasis is laid on guarantees for adequate participation of vulnerable groups of the
population in all spheres of public life through a set of measures covering areas such as possi-
bilities for employment and own business, better quality of social services, deinstitutionalisa-
tion of care for children and elderly and disabled people, and a number of legislative amend-
ments. The activities planned include improving the qualification of the unemployed, enhanc-
ing the quality of intermediary services in order to better meet the needs of the labour force,
as well as measures for more flexible employment so as to improve the possibilities for com-
bining personal and professional life. Measures for tackling the shadow economy on the labour
market through better protection of labour rights and reduction of undeclared employment
are also envisaged.
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— Achieving sustainable integrated regional development and use of local
potential - envisaged funds of BGN 7.4 billion

The country's regional development is targeted at development of the potential of the Bulgari-
an regions, decrease of inter-regional disparities and turning all regions into an attractive place
for living and doing business. The key areas of government intervention will be: strategic plan-
ning and regional management through strengthening the capacity of local authorities, urging
town development and better integration of the Bulgarian regions through integrated sustain-
able urban development and strengthening of the polycentric network of towns, improving
urban labour mobility, development of and improving the access to cultural services and sports
in the regions and building broadband infrastructure, support for effective and sustainable
absorption of the regions' tourist potential through development of the infrastructure for spe-
cialised forms of tourism and marketing of the tourist regions and forming regional tourist
products, support for the development of regions that lag behind and improving the quality of
life in rural areas, creating conditions for environmental protection and better environment in
the regions through enhancing the quality and effectiveness of water supply services for the
businesses and the population and building and modernising the sewerage systems and waste
water treatment for sustainable water resource management, as well as enhancing territorial
cohesion through the development of cross-border, inter-regional and transnational coopera-
tion.

— Supporting innovation and investment activities to enhance the competi-
tiveness of the economy - envisaged funds of BGN 0.3 billion

The key priority directions in the three-year period will be building of innovation and scientific
infrastructure to improve the connections between business, science and education, and im-
plementation of measures under the Investment Promotion Law. There will be comprehensive
measures for promoting the investment in industry and high-tech manufacturing and services,
such as support for building infrastructure, education, job creation and financing of innovation
products. The National Reindustrialisation Programme will promote the development of sec-
tors and sub-sectors of the Bulgarian industry that are competitive or have a development
potential. A pro-active marketing will help support the attraction of targeted investment in the
economy, as well as promotion of the country as a tourist destination. SMEs will be supported
through activities for improving the conditions for starting up business, as well as introduction
of good practices, including wider use of ICT and support for R&D projects. EU funds will be
used to finance the building and the further construction of a different type of innovation and
scientific infrastructure across the country, while national budget funds will ensure the partici-
pation of Bulgarian enterprises in EU programmes such as Eureka, Eurostars 2 and the Enter-
prise Europe Network.

— Strengthening the institutional environment for greater effectiveness of
public services for citizens and businesses - envisaged funds of BGN 191
million

There are plans for a reduction in the administrative burden for businesses, regular review of

laws with a view to avoiding its increase, as well as better coordination among the territorial

units of the central administration that deliver services. The impact assessment will be institu-
tionalised, the insolvency procedures will be alleviated and the application of the tacit consent
principle will be expanded. The quality of the judiciary is expected to be improved through
better interaction among the individual units within the structure and extensive application of
ICT. Some pilot initiatives will also be launched that will lead to strengthening of the control of



law enforcement and limitation of any non-regulated and corruption practices. With a view to
a more effective administration, a mechanism for assessment and planning of the need for
experts will be devised, the methods of selection will be updated, the internship programmes
will be used more actively and the mobility options will be improved. The activities related to
improving the dialogue with the society when formulating and monitoring state policies will
continue.

— Energy security and enhancing resource efficiency - envisaged funds of
BGN 0.5 billion

Government efforts will be targeted at enhancing energy security, independence and effec-
tiveness of the economy, as well as at improving the environment. In order to guarantee the
country's energy security, conditions will be provided for diversification of the sources and the
routes for natural gas supply through the building of gas interconnections with the neighbour-
ing countries and supporting the construction of gas pipelines along the main European gas
corridors, as well as promoting the keeping of reasonable balance between the energy re-
sources available in the country and the EU objectives for clean energy. The reduction in the
use of electricity in everyday life by replacing it with natural gas will result in a more effective
use of resources, lower costs and more qualitative and healthier environment. As to the effec-
tive use of resources, actions will be taken to promote the introduction of low-carbon, energy-
efficient and low-waste technologies, as well as to increase the share of recycled and utilised
waste.

— Improving transport connectivity and access to markets - envisaged
funds of BGN 9.2 billion

In the period up to 2017, the key focus of the policies aimed at creating optimal conditions for
development of the economy, improving the access to markets and limiting environmental
pollution will be on the effective maintenance, modernisation and development of transport
infrastructure, sustainable development of public transport and reform in the railway
transport system. A number of projects along the trans-European corridors crossing the coun-
try are planned. The most large-scale ones are the further construction of the Struma motor-
way, Hemus motorway, Kalotina motorway, modernisation of the Sofia-Plovdiv railway, mod-
ernisation of the Sofia-Pernik-Radomir railway, modernisation of the Vidin-Sofia railway, re-
covery of the project parameters of the Ruse-Varna railway and modernisation of the Mezdra-
Gorna Oryahovitsa railway. In order to have a sustainable development of public transport,
efforts are mainly focused on the construction and development of smart networks and public
transport services. The extension of the subway in Sofia is of paramount importance here.
Concerning the reform in the railway transport system, the efforts will be focused on the bet-
ter management of the railway sector, as well as on the restructuring of BDZ Holding EAD and
National Railway Infrastructure Company.

— Ex-ante impact assessment

The table below presents the anticipated effects from the implementation of the measures
planned. The SIBILA (Simulation model of Bulgaria's Investment in Long-term Advance) model
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has been used to this end. Effects'’defined as changes in the levels of key macroeconomic
indicators have been assessed.

Fig. 3-2: Effects from the implementation of the measures planned

Macroeconomic indicator Effect as of 2017
GDP 10.7%
Export of goods and services 3.5%
Current account balance (% of GDP) -11.3 pp
Employment (15-64 years), thousands 7.0%
Unemployment rate (15-64 years) -2.6 pp
HICP inflation 3.6 pp
Budget balance (% of GDP) 3.0 pp

Source: MoF, SIBILA.

Resulting from the interventions expected, as of end-2017 there will be a positive change con-
cerning the employment (an increase by 7% over the baseline scenario) and the unemploy-
ment rate (a drop by 2.6 pp). This is due to the direct effects of investing funds in the economy
(opening new jobs) and to indirect effects (reflecting in enhancement of the quality of the em-
ployed and the labour force as a whole).

According to the analysis, the country's fiscal stance would improve by 3 pp. as a result of the
implementation of the measures planned. As a whole, the overall effect is a combination of
several opposite influences — increasing government expenditure and higher income and bet-
ter economic conditions leading to an increase in budget revenues.

The country's production output and GDP will grow smoothly in the period under considera-
tion, thus allowing gradual convergence with the EU. The implementation of the measures
planned will play a significant role in this regard, with simulations showing that their effect for
GDP would be 10.7% higher than the baseline scenario as of 2017. The inflation rate will re-
main at relatively low levels but will yet accelerate by 3.6 pp. compared to the baseline scenar-
io. The export of goods and non-factor services will also grow more quickly than the baseline
scenario (3.5%) as a result of the interventions planned.

3.5 Structural balance (cyclical components of the balance, one-
off and temporary measures) and fiscal stance, including expendi-
ture benchmark

The structural budget balance is estimated at -2.9% of GDP in 2014 and at -2.7% of GDP in
2015. During the period 2016-2018 the following of a restrictive fiscal policy is envisaged that
will contribute to retaining the country's macroeconomic stability and maintaining long-term
sustainability of public finance. An adjustment of the structural deficit by 0.5 pp is planned for
each year, expecting it to reach -1.1% of GDP in 2018. At the end of the forecast period the
structural balance will thus be close to the medium-term budgetary objective of -1.0% of GDP.

¥ The overall effects from the implementation of measures for the economy are the difference between two

scenarios — a baseline scenario (scenario 0) which simulates economic development without action plan inter-
ventions, and a hypothetical alternative scenario (scenario 1) which takes account of the implementation of
measures in the deadlines set in the action plan and with the resources planned for this purpose.



Fig. 3-3: General government balance, % of GDP
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According to the MF’s estimates, the corrected expenditure aggregate net of discretionary
revenue measures (expenditure benchmark) decrease respectively by 0.8%, 1.9% and 0.5% in
real terms for the years of 2015, 2017 and 2018. The estimate for 2016 shows a real increase
of the net expenditures by 2.8%. due to the fact that the structural deficit is higher than the
MTO of -1% of GDP for each of the years 2015-2018, the lower reference rate (medium-term
reference rate of potential growth reduced by convergence margin) should be applied to the
real growth of the net expenditures.

For 2015 and 2016 the comparison is conducted by implementing the benchmark reference
rates of potential growth from 2013 estimates — namely 2.1% and margin of 1.38 (fixed for 3
years). For the next years, the updated reference rate, based on the Commission’s winter 2015
forecast, is used. Namely, average growth rate of the potential GDP of 1% and margin of 1.26.
Therefore the real growth of the modified government expenditures should not exceed 0.7%
in 2015 and 2016. For the next two years, in order to comply with the expenditure benchmark,
an annual reduction of the net expenditures with minimum 0.3% in real terms is needed.

Based on the above-mentioned, with the exception of 2016, the decrease of the expenditures,
corrected by the discretionary revenues measures, is higher compared to the minimum re-
quirement of 0.3% reduction in real terms.

Within the context of the investment clause, implemented by the European Commission in the
period 2013-2014, applicable only to the Member States within the preventive arm of the SGP,
Bulgaria presents below two tables with data for the national co-financing under the Opera-
tional programmes.

41



42

Table for 2013, BGN

. 20
Operational programme

Ex-ante application

Outturn data

oP "Transport"21

OP "Environment"

OP "Regional Development"

OP "Human Resources Development"

OP "Development of the Competitiveness of the Bulgarian Economy"
OP "Administrative Capacity"

OP "Technical Assistance"

Structural and Cohesion fund (total):

205 725 000,00
177 060 319,95
106 741 900,00
97 879 968,31
63 489 690,00
8229 380,00

2 550 000,00
661 676 258,26

90 215 507,11
167 501 841,84
103 862 984,56
103 272 130,17

50200 042,44

9201 700,56
3761111,29
528 015 317,97

Table for 2014, BGN

Operational programme

Ex-ante application

Outturn data

Operational programme

OP "Transport"

OP "Environment"

OP "Regional Development"

OP "Human Resources Development"

OP "Development of the Competitiveness of the Bulgarian Economy"
OP "Administrative Capacity"

OP "Technical Assistance"

Structural and Cohesion fund (total):

Ex-ante application
115944 954,89
127 547 298,91
102 632 923,30

82180 069,79
70 196 299,26
12 152 574,13
3108 786,40
513 762 906,68

Outturn data
109 182 892,99
216 306 214,11

89776 497,17
87344 154,74
69 299 076,21
13172 934,75

3463 741,79

588 545 511,76

3.6 Debtlevels and developments

Source: MF

The government debt management policy pursued in 2014 has been entirely compliant with
the need to secure financial resources to refinance the outstanding debt, to cover the budget

deficit, to provide a liquid support and to ensure the stability of the fiscal reserve. The policy of

issuing new government debt carried out upon taking account of both the current size, struc-

ture and parameters of debt and of the forecast levels and rates of change has remained of

paramount importance when securing the required financing.

According to the Eurostat data for 2014, the consolidated general government debt-to-GDP
indicator amounts to 27.6% as of end-2014 as against 18.3% for 2013, while the levels of this
indicator remaining below the reference value of the Maastricht convergence criterion of 60%.

The reasons for the reported considerable rise in this indicator within a year originate from the

20

21

There is no expenditure under Connecting Europe Facility as of 31.12.2014.

Trans-European Networks projects within the Cohesion fund are part of the OP "Transport".



higher budget deficit generated in 2014, the need for liquid support and the securing of funds
to refinance the global bonds maturing in January 2015.

The budget policy carried out by the Government, the forecasts for moderate GDP growth and
the need for maintaining adequate liquid buffers in the budget, as well as the needs for refi-
nancing of the outstanding government debt in the period 2015 — 2018 will result in a consoli-
dated general government debt of around 30-31% of GDP.

Fig. 3-4: Consolidated general government debt/GDP ratio
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Source: MF

The main sources of debt financing in 2014 (around 72%) are secured through government
security issues, one third of which on the international capital markets and the rest issued on
the domestic market. The remaining 28% are absorption of investment project financing loans,
including such financed by government investment loans from international financial institu-
tions and funded under the Structured Programming Loan Agreement of EUR 700 million "Bul-
garia — co-financing of the EU Funds 2007-2013". Around 51% of the transactions were con-
ducted on the international markets and around 47% on the domestic market. The operations
that had most considerable influence on the size and the structure of government debt as of
end-2014 are the issue of 10-year benchmark Eurobonds amounting to EUR 1.493 million, the
conclusion of a short-term bridge-to-bond loan to the amount of EUR 1.500 million and, last
but not least, the issuing of EUR 2 784.2 million on the domestic market, of which short-term
government securities of around EUR 2.180 million. The assumption of this debt allowed main-
taining of the country's financial stability. Funds were secured in the form of a loan extended
to the Bulgarian Deposit Insurance Fund to cover the shortage of funds needed to pay the
guaranteed deposits of depositors with CCB AD (the licence of which has been withdrawn) of
up to BGN 2.0 billion, and liquid support in the form of state aid was granted to FIB under a
scheme approved by the European Commission.

The volume of the short-term debt maturing in 2015, the high concentration of debt payments
in the long run, as well as the need for securing sources for budget deficit financing and main-
taining certain fiscal reserve levels in the coming years have required the taking of actions to
draft a Global Medium-Term Note Programme of the Republic of Bulgaria (GMTN). The total
volume of the tranches issued under the Programme in each of the following years will be up
to the government debt limits as determined in the annual laws on the state budget of the
Republic of Bulgaria. The Programme will allow conducting predictable and flexible govern-
ment lending policies and will provide access to financial resources at favourable market con-
ditions.
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Within the debt limits of the Law on the State Budget of the Republic of Bulgaria for 2015 and
as per the Programme's conditions, new benchmark Euro bonds amounting to EUR 3.1 billion
were issued at end-March 2015 with a maturity of 7, 12 and 20 years respectively which is
conducive to improving the government debt repayment profile. The investor interest in the
bonds offered by the Republic of Bulgaria shows the options for the state to finance itself on a
market basis and is a sign of the international investors' trust in the economic policies pur-
sued.

The following debt limits have been regulated in the Law on the State Budget of the Republic
of Bulgaria for 2015 in order to support the efforts to control the government debt level:

e The maximum amount of the government debt as of the end of 2015 shall not exceed
BGN 24.5 billion (EUR 12.5 billion);

e The maximum amount of the new government debt that could be issued under the
Government Debt Law is BGN 8.1 billion (EUR 4.1 billion).

The sizeable volumes of financing both through MTN on the international markets and through
the domestic market issues are aimed to provide the resources needed to cover the large vol-
ume of maturing debt repayments of BGN 7.1 billion throughout the year. The net increment
of the outstanding debt in 2015, however, is expected to be within BGN 2.2 billion, which re-
sults from the need to find financial resources to cover the 2015 budget deficit.

Local government debt, which forms around 4% of the Consolidated General Government
Debt, will not change in the period under consideration and will remain at its level of around
BGN 1.0 billion, as a result of the limits set in the Public Finance Law which envisage that the
annual amount of municipal debt payments for each municipality in each year shall not exceed
15 per cent of the average annual amount of its own revenue and the general equalising sub-
sidy for the last three years calculated on the basis of the annual report data on the budget
execution of the relevant municipality. In addition, the Municipal Debt Law bans the assump-
tion of new financial liabilities before the conducting of local elections which are forthcoming
at end-2015.

The debt of the Social Security Funds sector (below 1% of consolidated general government
debt), which will be repaid entirely in 2016, and the financial assets accumulated in the form of
government securities issued by the central government sub-sector (around BGN 600 million
for 2014) determine its slight influence on the amount of general government debt in the peri-
od 2015-2018.

The level of Local government debt and of the Social security funds sector debt will not in-
crease and will not influence on the state's indebtedness. In the presence of circumstances
that could result in a risk of breaching the 60% threshold of the consolidated general govern-
ment debt-to-GDP ratio, there is a statutory possibility in the State Budget Law for the respec-
tive year to plan additional limitations for the assumption of municipal and social security
funds debt. Such a restriction allows preventing a considerable negative influence from the
excessive increase in the amount of debt.

3.7 Budgetary implications of major structural reforms

This item describes the implications for public finance of the measures taken for implementing
strategic government policies.



— Implications for the Expenditure Side of the Budget

The pension reform undertaken recently aims at ensuring stable revenues in the pension sys-
tem, as well as to make pensions more adequate in view of the demographic challenges ahead
for the country. The further increase in the retirement age will be subordinate to enhancing
the stability of the pension system in the long run, solidarity among generations and reducing
the poverty risk for elderly pensioners. Furthermore, the reform will have a positive impact on
the public finances in view of the reduction in the public expenditure and transfers related to
pension fund’ financing. In addition, the pension reform will have a positive impact on the
structural deficit indicator by meeting the condition for long-term sustainable fiscal policy in
the meantime.

The pension expenditure’ forecast for the period takes into account of the provisions of the
Social Security Code and the assumptions in the Government's medium-term fiscal framework
as follows:

e As from 1 January 2015, there is an increase in the length of insurance service by 4
months, while the retirement age remains at its 2014 levels . The most wide-spread
third labor category will thus require 60 years and 8 months years of age for women
and 63 years and 8 months for men respectively. The required insurance length of
service for 2015 is 35 years for women and 38 years for men accordingly. A final deci-
sion on the further increase in the retirement age and in the length of service for all
labor categories has to be taken by the mid- 2015.

e The maximum monthly amount of the pensions received by one person will increase
from BGN 840 to BGN 910 as from 1 July 2015 and will remain at this level by the end
of 2018.

The pension projections foresee an increase in pensions as from 1 July every year by a per-
centage equal to the sum of 50 per cent of the insurance income increase and 50 per cent of
the consumer price index for the previous calendar year.

As displayed in the table below, pension fund expenditure and transfers in the medium-term
will remain around 10% of GDP over the entire period.

Fig. 3-5: Estimated pension expenditures®

Year Pension expenditures

BGN Min % of GDP
2015 8349.8 10.0
2016 8 603.6 10.0
2017 8 863.2 9.9
2018 91543 9.9

Source: NSSI

?  Data up to 2018 are based on the forecast of revenue and expenditure of the consolidated PSI budget for 2016-

2018 dated March 2015.
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— Implications for the Revenue Side of the Budget

I Legislative Amendments in the Tax Policy

Fig. 3-6: Estimated effects on the budget from discretionary revenue measures:

Discretionary measures in BGN M

2015

2016

Increase in the excise duty rates for cigarettes

55.6

Positive implications for VAT revenues in accordance with the scheduled increase of ex-
cise duty rates for cigarettes set in the Excise Duties and Tax Warehouses Law.

11.0

The reduced excise duty rate for gas oil used in primary agricultural production through
the fuel voucher system in the form of state aid

-34.0

1. On-going monitoring of debtors with overdue liabilities of over BGN 100 thousand (BGN
200 thousand for Sofia City Territorial Office) for taxes and social insurance contributions;
2. Implementing an affirmed plan of conducting phone campaigns according to schedule;
3. Introducing a mechanism for public liability repayment of persons with claims from
municipalities, other institutions or state-owned enterprises under public procurement
contracts or under EU-funded projects

104.5

108.0

Exercising fiscal control of border check-points and across the country, of the points of
receiving/unloading of goods of high fiscal risk.

74.6

80.0

The effect of the introduction of the reverse charge mechanism for VAT on supplies of
cereals and technical crops will continue in 2015 and in 2016.

34.0

40.0

Expanding the scope of taxation of deposit interest earnings for all deposit accounts
under PITL

27.5

Repealing a tax relief of income from labour relations not exceeding the minimum wage
for the previous calendar year

20

Amendments to legislation regulating the procedure for establishment and payment of
profit allowance to the state. Reducing the allowance rate for the period 2015-2017 from
70 to 60 per cent, and from 60 to 50 per cent for 2016

7.5

-39.9

Tax allowance for children and disabled children under PITL

-25.0

Introducing a tax of 10% on additional expenses of members of parliament pursuant to
Article 217a of CITL

0.6

Impact of increasing the minimum insurance income of farmers from BGN 240 to BGN 300
as from 1 January 2015;

4.2

Increasing the maximum insurance income from BGN 2,400 to BGN 2,600 per month

43.1

Increasing the monthly minimum wage for the country:
BGN 360 as from 1 January 2015
BGN 380 as from 01 July 2015

Increasing the monthly minimum wage for the country to BGN 420 as from 1 January
2016

12.3

Changes in the minimum insurance income by main economic activities

35.4

Total

300.4

267.0

» Corporate Tax

The forecast for corporate tax revenues (including taxes on dividends, liquidation quotas and
income of resident and non-resident legal persons) is based on retaining the basic tax rate of
10 per cent, the forecast development of macroeconomic indicators, the data about losses
from previous years declared by taxable persons that are subject to deduction in subsequent

accounting periods, as well as on some legislative amendments.

In order to establish a uniform tax regime with regard to the income of non-resident legal per-
sons, there is a withholding tax exemption for interest on bonds or other debt securities issued
by the state and by the municipality and eligible for trading on a regulated market in the coun-



try or in an EU member, or in another EEA state, as analogous to the interest on the instru-
ments issued by resident companies. The scope of tax exemption for deposit interest earnings
has been expanded to include the earnings of non-resident legal persons from loan interest
where no bonds are issued and where the state or the municipalities are borrowers.

In view of the amendments to EU competition legislation, there is an alignment of the tax re-
lief in the form of state regional development aid and state aid for farmers, as well as of the
tax relief in the form of “de minimis aid”. In connection to the tax relief in the form of state
aid, a requirement has been introduced to apply the latter only after a positive decision of the
European Commission regarding the tax relief in the form of state regional development aid or
after having received a receipt from the European Commission with an identification number
for the aid- for the tax relief in the form of state aid for farmers.

A tax on additional expenses of the members of parliament is introduced as from 1 January
2015. These additional expenses are regulated in the Rule of Organisation and Procedure of
the National Assembly. The tax rate is 10 per cent. The members of National Assembly shall
declare and remit the tax until 31 December of the relevant financial year. (Anticipated posi-
tive budgetary impact — BGN 0.6 million for 2015)

» Personal Income Tax

The forecast of the revenue under the Personal Income Tax Law (PITL) for 2015-2018 has been
made upon preserving the single tax rate of 10% (with no tax-free threshold) for all taxpayers,
except for the income from economic activities of sole owners for which the tax rate is 15%. It
also takes into account the expected average wage growth, the projected number of employed
persons, the statutory tax relief, the expected better collection of PITL taxes, as well as some
legislative amendments. Personal income tax revenues also include patent tax proceeds in the
municipal budgets.

As to tax relief, legislative amendments include, on the one hand, repealing of the tax relief for
income from labour contracts not exceeding the minimum wage for the country that was ef-
fective in 2014, and, on the other hand, the introduction of two new forms of tax relief for
children. Child allowances and disabled child allowances enable taxable persons that meet the
statutory requirements to deduct an amount determined according to the number of children
or a disabled child allowance from the amount of the annual tax base (Anticipated negative
impact on the budget on accrual basis — (BGN -25 million) for 2015). Resulting from the re-
pealed legislation regulating the tax relief of income from labour relations not exceeding 12
monthly minimum wages for the relevant year, the budgetary impact on accrual basis is posi-
tive, amounting to BGN 20 million in 2015.

The tax base for deposit earnings taxation of resident persons has been expanded as of 1 Jan-
uary 2015. Tax is already due for deposit interest earnings for all types of bank accounts, not
only for deposit (term) accounts. The rate for this tax is 8 per cent for 2015, i.e. it remains un-
changed according to the one effective in 2014 but is higher than the rate of 6 per cent for the
period set in the law in force by the end of 2014 - anticipated positive impact on the budget
amounting to a total of BGN 27.5 million for 2015.

An amendment has been passed according to which earnings from interest on bonds or other
debt securities issued by the state and by the municipalities from a source in Bulgaria as-
sessed/paid in favour of non-resident natural persons established in a third country for tax
purposes where they are not realised through a given base in the country, and the bonds or
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the other debt securities are issued by the state or by the municipalities and are eligible for
trading on a regulated market in the country or in an EU member, or in another EEA state, shall
not be subject to final tax.

>» Value Added Tax (VAT)

The forecast of VAT revenues includes an assumption for preserving the relative share of VAT
proceeds in consumption. It takes account of the macroeconomic variables forecasts and the
positive impact of the fiscal control of the circulation of goods of high fiscal risk on the territory
of the Republic of Bulgaria and the VAT reverse charge mechanism for the supplies of cereals
and technical crops introduced in the previous year. It also takes account of the amendments
to the tax law.

Amendments to Article 118 of the VAT Law have been made in view of having effective control
exercised by the revenue agencies on the entire process of supplies and circulation of liquid
fuels from producers and importers to final consumers, preventing tax evasion and non-
payment of taxes and avoiding the appearance of unjustified liquid fuels at petrol stations and
at other fuel storage sites. The order of registering and reporting of refuelling already covers
taxable persons (different from a budget organisation within the meaning of the Public Finance
Law and a municipal enterprise not selling liquid fuels) that refuel liquid fuels for their own
needs.

The major amendments to the VAT Law aim to align national legislation with the requirements
of Council Directive 2008/8/EC of 12 February 2008 amending Directive 2006/112/EC as re-
gards the place of supply of services (Directive 2008/8/EC). According to the requirements of
this Directive, as from 1 January 2015, the supplies of telecommunications services, radio and
television broadcasting services and electronically supplied services delivered from taxable
persons to non-taxable persons established in the European Union shall be subject to tax in
the state where the recipient is established, has his permanent address or usually resides. The
amendments to the law regulate two servicing regimes of the mini one-stop-shop type for
suppliers aiming to alleviate taxable persons in fulfilling their VAT obligations. These regimes
enable the persons to determine a state, called member state of identification, through which
they will fulfil, in an electronic way, all their obligations of registration, declaration and remit-
tance of value added tax due for their supplies. These regimes are not obligatory and it is up to
the supplier to choose whether to apply them or not.

The part of the VAT Law regulating the special regime referring to investment projects com-
plies with the requirements of Commission Regulation (EU) No 1407/2013 of 18 December
2013 on the application of Articles 107 and 108 of the Treaty on the Functioning of the Euro-
pean Union to de minimis aid (Regulation (EU) No1407/2013). The higher requirements to
persons in some cases may appear to be an obstacle to using the special order, which would
mean assessment and payment of the tax as early as at the time of import rather than through
a subsequent inclusion in the VAT returns.

A positive impact is projected for 2016 for VAT revenues from the increase in excise duty rates
for cigarettes in accordance with the schedule set in the Excise Duties and Tax Warehouses
Law. (Anticipated positive impact on the budget - BGN 11 million for 2016)



» Excise Duties

When making the excise duty revenue forecasts, the positive impact of the enhanced control
over trading in excisable goods has been taken into account in addition to the macroeconomic
indicators.

In accordance with Council Directive 2011/64/EU of 21 June 2011 on the structure and rates of
excise duty applied to manufactured tobacco, from 1 January 2014 the overall excise duty on
cigarettes shall represent at least 60% of the weighted average retail selling price of cigarettes
released for consumption. This excise duty may not be lower than EUR 90 per 1,000 items,
regardless of the weighted average retail selling price. Council Directive 2011/64/EU specifies
that Bulgaria shall be allowed a transitional period until 31 December 2017 in order to reach
the minimum excise duty on cigarettes by being recommended to gradually increase excise
duties. In this connection, a provision has been adopted containing the relevant schedule of
increasing the excise duty on cigarettes in the period 2016-2018 to reach, as from 1 January
2018, the minimum level of EUR 90 per 1,000 items (BGN 177 per 1,000 items or BGN 3.52 per
box). (Anticipated positive impact on the budget - BGN 55.6 million for 2016)

» Tax on Insurance Premiums

The forecast of the amount of revenue from tax on insurance premiums takes account of the
preserved rate of 2% and of the trend of expanding and enriching of insurance products, as
well as of the dynamics of increasing gross premium proceeds in general insurance. The
amendment to the law referring to the regime of declaration and remittance of the tax on
insurance premiums has been taken into account. The tax shall be declared by submission of a
quarterly return and shall be paid by the end of the month following the calendar quarter. In
accordance with the provisions effective until 31 December 2014, the tax on insurance premi-
ums shall be declared by the submission of a monthly return and shall be paid by the end of
the following month.

II. Measures for Improving Collection and Addressing Shadow Economy

In the context of implementation of the specific Council recommendations to Bulgaria, the fol-
lowing legislative and administrative measures have been taken:

» Measures taken by NRA to increase revenues:

1. Measures in the area of collection of overdue liabilities are described in details in
item 6.3 of the Convergence programme 2015-2018 r

2. Fiscal control measures.

The fiscal control over goods of high fiscal risk that has been introduced since the start of 2014
aims to protect the fiscal stance and to prevent evasion of VAT, corporate taxes and personal
income taxes, as well as to limit unfair competition and to protect Bulgarian manufacturers of
goods of high fiscal risk. The circulation of all goods of high fiscal risk, regardless of the place of
receiving/unloading of goods, i.e. the territory of the country, the territory of another EU
member state or of a third country, is subject to fiscal control, i.e. fiscal control covers intra-
Community acquisitions, intra-Community supplies, goods crossing the territory of the country
from one EU member to another and domestic supplies.

As a result of the fiscal control exercised, there is a growth by 11.7% for 2014 compared to
2013 of collaterals imposed on tax and social insurance contributions, the trend for 2015 being

49



50

to increase the direct effect from this activity. There are plans for opening in 2015 new fiscal
points at border check points, as well as for adding new goods to the list of goods of high fiscal
risk. The long-term benefits are increasing VAT revenues, limiting unfair competition and a
corrective to the domestic market of goods of high fiscal risk.

The fiscal control over goods of high fiscal risk that has been introduced since the start of 2014
aims to protect the fiscal stance and to prevent evasion of VAT, corporate taxes and personal
income taxes, as well as to limit unfair competition and to protect Bulgarian manufacturers of
goods of high fiscal risk. The circulation of all goods of high fiscal risk, regardless of the place of
receiving/unloading of goods, i.e. the territory of the country, the territory of another EU
member state or of a third country, is subject to fiscal control, i.e. fiscal control covers intra-
Community acquisitions, intra-Community supplies, goods crossing the territory of the country
from one EU member to another and domestic supplies.

The overall assessment of the establishment of NRA's Fiscal Control Directorate and of exercis-
ing fiscal control is a growth in the declared tax base for intra-Community acquisitions by
20.07% for 2014, or BGN 373 million more than the previous year, 2013. An additional net
effect of BGN 74.6 million is expected for 2015 and of BGN 80.0 million for 2016.

3. VAT reverse charge mechanism

The effect of the introduction of the reverse charge mechanism for supplies of cereals and
technical crops will continue in 2015 and in 2016. The anticipated positive impact on the budg-
et amounts to around BGN 34.0 million for 2015 and around BGN 40.0 million for 2016.

The overall additional net impact of the above measures for the revenues is BGN 213.1 million
for 2015 and BGN 228.0 million for 2016. These additional impacts have been included in the
anticipated performance of revenues collected by NRA for 2015 and in the 2016 revenue esti-
mate.

In addition, the underlying measures taken to increase revenues from mandatory social insur-
ance contributions are as follows:

»  binding data from template 1 and template 6 returns (from 2014) — anticipated annual
impact of BGN 200 million;

»  criminalising the failure to pay social insurance contributions (from 2015).-09-HQ

Managing the risk of non-compliance of tax and social security legislation

NRA works on the implementation of a Compliance and Risk Minimisation Programme for
2015, with a total of 14 risks being subject to treatment according to the endorsed programme
of control actions®. Joint actions with some bodies of the National Customs Agency are
planned in connection with the following three risks: 1) Incomplete accounting of revenues
from sales by traders in solid, liquid and gaseous fuels; 2) Incomplete accounting of revenues
from selling tobacco products by liable persons carrying out activities of whole sales and retail
sales of tobacco products and 3) Decreasing tax liabilities by failing to account the full amount
of income generated in pubs.

2 There are plans for sending 11,400 letters, making 1,660 audits, 1,415 operational observation inspections, 375 inventories,

1,210 operational checks and 255 fact-and-circumstance-finding inspections in connection to the risks identified.




A total of 13 specific risks were subject to NRA treatment in 2014. At tactical level (risks mani-
fested in a certain way for all or for a very large group of persons), the effect achieved as a
result of treatment over the last 7 years is BGN 159 million, which is a 25% drop from the
damage that would have occurred in 2014, if the risks had not been treated in the prior peri-
ods. The difference between the number of persons at risk in case no treatment had been
administered and when reporting the treatment is 48 thousand persons, which accounts for
27% of the total number of persons at risk that would have existed over the period under as-
sessment in case no treatment had been administered. At operational level (a specific group of
persons), the effect achieved as a result of treatment over the last 7 years is BGN 291 million,
or a 36% drop from the damage in 2014 compared to the damage that would have occurred in
the same period, if the risks had not been treated. The difference between the number of per-
sons at risk in case no treatment had been administered and when reporting the treatment is
12 thousand persons, which accounts for 12% of the total number of persons at risk that
would have been active in the period under assessment in case no treatment had been admin-
istered.

4. Prevention and counteraction to tax and social insurance fraud

»  Continued monitoring of liable persons with considerable contribution to the revenue
side of the budget or with considerable influence on the country's economic growth in
order to achieve effective dialogue between representatives of the revenue admin-
istration and the businesses so as to make corrections to some inaccurate behaviour
by giving guidance and making clarifications of possible negative consequences;

»  Continued monitoring of the behaviour of large foodstuff retailers to prevent the risk
from engagement into tax fraud and abuse schemes aimed at gaining illegal competi-
tive advantage through lower prices of mass foodstuffs, as well as timely taking of pre-
ventive measures against them when finding clues for departure from normal com-
mercial practice; and

»  Regular monitoring, information analysis and performing of control actions, including
jointly with the Fiscal Control Directorate and other control bodies, such as the Bulgar-
ian Food Safety Agency, the Directorate for National Construction Control, the Nation-
al Security Agency, the Ministry of Interior, the Public Prosecutor's Office, for the fol-
lowing industries: meat, sugar, fuels, construction and manufacturing and processing
of ferrous and non-ferrous metals.

» National Customs Agency

The improvement of the Bulgarian Excise Centralized Information System (BECIS), aimed at
automated control of persons producing and selling excisable goods continued in the past
year. The interaction between the National Customs Agency (NCA) and the National Revenue
Agency (NRA) has been strengthened with regard to the control of persons performing activi-
ties with excisable goods on the basis of the information in BECIS and in NRA's Fuel Control
Information System. The Central Customs Directorate of NCA and the NRA Headquarters or-
ganised joint inspections of persons trading in manufactured and unmanufactured tobacco, as
well as in tobacco refuse supposed to be participating in tax fraud schemes. NCA and NRA of-
ficers enhanced their joint control in the sites for trading in liquid fuels and, as a result, viola-
tions within the competence of both administrations have been found, as well as over 350
thousand litres of fuels of unknown origin and with unpaid excise duty. The unit dealing with
excise control within the structure of the Customs Intelligence and Investigation Directorate of
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the Central Customs Office has played a significant role in the organisation and coordination of
joint inspections, in the risk analysis and in the selection of sites for inspection. The customs
mobile team officers have had major contribution to the physical control and efficiency of in-
spections.

The official tests and introduction of the System for Exchange of Risky Information (SERI) are
forthcoming. The system has been set up to automatize the process of collecting and pro-
cessing of risky information. The basic modules of SERI are the Risky Information module, the
Inspections module and the Pre-Trial Proceedings module. The information from the System
for Registration of Physical Inspection Protocols of the National Customs Agency has been
transferred to SERI and it incorporates the data available from the system for combating drug
trafficking, SERI 1 (first iteration) and the administrative violation acts. After the system is final-
ly introduced, it will accumulate, store and exchange information for the purposes of risk anal-
ysis, will document the results from the control activities and will support the work of the op-
erational control units.

The performance of regular activities is of utmost importance for ensuring the uninterrupted
working capacity of the national systems, as well as of the systems ensuring connection with
the EU - Communication Centre for Connection with the EU Systems, New Computerised
Transit System (NCTS), Export Control System Phase 2, Import Control System Phase 1, System
for Economic Operators Registration and Identification System, Integrated Tariff Management
System and Excise Movement and Control System.

Changes have been carried out to the Calculation Module of TARIC in connection to the entry
into force of legislative amendments at EU level. The New Computerised Transit System
(NCTS), the Export Control System and the Import Control System have been improved in
accordance with the latest amendments to the Commission's Functional Specifications. The
amendments were put in real operation with the versions from December 2014.

The functionality of BECIS was upgraded in 2014 by elaborating and putting into operation of a
module for processing of vouchers for agricultural producers, the exchange of information
with the NRA system was improved, as well as the integration with the other systems of NCA.
A new version of the System for Exchange of Excise Data (SEED) was implemented in Decem-
ber 2014.

With the successful closure of OPAC projects three new modules of the Bulgarian Integrated
Customs Information System (BICIS) were implemented, i.e. Automated Information System
for Monitoring of Administrative Proceedings and Tracking of Court Appeals (MAP), Decisions
for Taxation Elements and Post- clearance Control. The projects aim to improving the services
delivered to citizens and business and to enhancing their trust in the customs authorities
through upgrading of BICIS, refining of information systems, introducing of e-government prin-
ciples and improving organisation of the working processes.

The MAP module will assist in implementing of the fundamental business processes, such as
registration of individual administrative acts, appeals to a decisive body, appeals to a court of
first instance, appeals to the instance of cassation, monitoring of files (text search, search of
individual administrative acts, queries, tracking of deadlines), handling of documents in the
court phase (handling of file documents, participation in hearings, registration of representa-
tives), suspension of provisional enforcement, registration of new ruling of a competitive body.



The purpose of the Solutions for Taxation Elements module is to optimise and improve the
quality and efficiency of the administrative processes in the National Customs Agency by
enabling the real-time tracking of changes and to strengthen the administrative capacity of the
Bulgarian customs administration. The module ensures the maintenance of up-to-date data in
BICIS for the purposes of making queries and submission of correct information to the
information systems integrated by BICIS.

The introduction of the Post-clearance Control module allows the automation of activities per-
formed by the specialised units of the National Customs Agency that carry out post-clearance
inspections. The efficiency of planning and inspections of the post-clearance control units will
thus improve and the receipt of full and trustworthy information will thus be optimised.

The electronic gateway of the National Customs Agency has been refined - the basic e-services
have been integrated into a single gateway on a single technological platform with a single
point of entry for economic operators.

Automated Information System for Document Management and Administrative Activities has
been realised, which automated processes of the Agency's document turnover, with a gateway
for administrative e-services for citizens and businesses. Expansion of the administrative e-
services delivered and the upgrading of the Automated Information System for Document
Management and Administrative Activities continues with the implementation of 13 new
administrative e-services for citizens and businesses that are to be implemented by the middle
of 2015.

The National Customs Agency will implement the single information and communication plat-
form for exchange of data with other government institutions under an OPAC-funded project.
The outcome of this project is to implement the platform and to apply in practice the exchange
of data with the Bulgarian Food Safety Agency. The project will be finalised in the middle of
2015.

The National Customs Agency has started preparing the development of information systems
related to the application of the Customs Code of the EU. An important stage of this prepara-
tion is the implementation of a project funded by OPAC, the key results of which are the de-
velopment and introduction of an architecture of information and technological services, pro-
cesses and infrastructure of the National Customs Agency and development and introduction
of a Customs Exporting Information System in line with the corporate architecture developed.
The implementation of this project will lay the basis for the development of new systems and
will result in the refinement of the existing ones in accordance with EU requirements. v
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4. SENSITIVITY ANALYSIS AND COM-
PARISON WITH THE PREVIOUS
UPDATE

4.1 Alternative scenario: higher growth of the European econo-
my

The alternative scenario has been prepared on the assumption of a higher growth of the Euro-
pean economy in 2015 and to a higher degree in 2016 as a result of the measures taken in the
EU, such as the announced by the ECB expanded asset purchase programme (the so-called
quantitative easing), introduction of an EU investment plan and successful implementation of
structural reforms. In its winter forecast the European Commission also increased its expecta-
tions of the GDP growth of the EU as a result of the impact of the above-mentioned measures.

Fig. 4-1: Comparison between the baseline and the alternative assumptions

2015 2016 2017 2018
Alternative Difference Alternative Difference Alternative Difference Alternative Difference
scenario compared scenario compared scenario compared scenario compared
to the to the to the to the
baseline baseline baseline baseline
scenario, scenario, scenario, scenario,
pp. pp. pp. pp.
EU GDP 1.8 0.2 2.2 0.4 2.3 0.4 2.3 0.4
(real
growth,
%)
Source: MoF

With the stronger acceleration in the economic activity in the EU, a more substantial im-
provement in the external demand is expected and an increase in the Bulgarian export to EU
Member States, respectively, as against the baseline scenario. The overall export of goods will
accelerate to 3.4% in real terms (nominal growth of 4.8%) in 2015. There will be a stronger
impact in 2016 and the growth rates will reach respectively 4.2% and 6.6% in real and nominal
terms.,. The improved external environment and the rising export revenues will have a positive
influence on domestic demand. The improved consumer confidence and higher employment
will contribute to an accelerated growth of final consumption by 0.1 pp in 2015 and 0.5 pp in
2016 as compared to the baseline scenario. As a result, the growth of the Bulgarian economy is
expected to speed up by 0.1 pp and by 0.3 pp in 2015 and 2016 respectively, as compared to
the baseline scenario.

The more raw materials required for the export-oriented sectors along with the accelerated
growth of domestic demand will result in higher import of goods, the growth of which will rise
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to 4.3% in real terms and 4.8% in nominal terms in 2015 and to 5.2% and 7.4% in 2016, respec-
tively. As to the services, an increase in the growth rates of all items is expected but this will
not have a considerable impact on the net balance. The influence on the income and current
transfers balances will be negligible. As a result, the more favourable dynamics of the external
environment will lead to a minimal improvement in the current account to 0.3% of GDP in
2015. In 2016, when the impact of domestic demand on import will be more sizable, the cur-
rent account deficit will deteriorate to 0.5% of GDP.

Fig. 4-2: Effects on the main macroeconomic indicators

Real growth 2015 2016 2017 2018
rates Differ- Differ- Differ- Differ-
ence ence ence ence
Alterna- com- Alterna- com- Alterna- com- Alterna- com-
tive pared to tive pared to tive pared to tive pared to
scenario, the scenario, the scenario, the scenario, the
% baseline % baseline % baseline % baseline
scenario, scenario, scenario, scenario,
pp pp pp pp
GbP 15 0.1 2.0 0.3 2.5 0.2 2.3 0.2
Final con- 2.1 0.1 3.1 0.5 3.2 0.2 2.8 0.2
sumption
Export of 3.4 0.4 4.2 0.7 45 0.7 4.7 0.7
goods
Import of 43 03 5.2 0.8 5.4 0.6 5.4 0.6
goods
Current
account 0.3 0.03 -0.5 0.1 -1.0 0.02 1.5 0.0
balance (%
of GDP)
Harmonised
inflation, -0.6 0.02 1.9 0.13 1.9 0.06 2.0 0.06
annual
average
Employed,
0.3 0.0 0.7 0.2 1.0 0.1 0.5 0.0

%

Source: MoF

Due to the still slow recovery of the labour market, the expected positive influence of the
higher external demand on the overall domestic economic activity in 2015 will not contribute
substantially to improving the situation on the labour market, as compared to the baseline
scenario. With the gradual strengthening of the impact of higher export on the domestic envi-
ronment and the more rapid increase in the domestic demand, the improvement in the em-
ployment dynamics is expected to be more tangible in 2016 and 2017, with the differences
being 0.2 and 0.1 pp for the two years.

The higher domestic demand, on its turn, will result in a higher inflation rate, with a more tan-
gible impact expected in 2016.



4.2 Sensitivity of budgetary projections to different scenarios

— Sensitivity of the budgetary projections to the alternative scenario

The changes in the structure and pace of economic recovery of the Bulgarian economy signifi-
cantly affect the fulfilment of the planned medium-term fiscal objectives and parameters. De-
spite the fact that in the alternative scenario of accelerated growth of the economic activity of
the EU the impact comes mainly from export dynamics, the growth rate of almost all GDP
components is higher than the baseline scenario. The domestic demand dynamics, particularly
final consumption, has a considerable impact on the revenue side of the budget taking into
account the high share of indirect taxes in the overall tax proceeds.

With the alternative scenario, the positive impact on consumer confidence and import of
goods and services is limited in 2015, but is expected to be more sizable in 2016. Therefore the
improvement in the indirect tax dynamics as compared to the baseline scenario is higher in
2016, while the impact in 2015 is rather small. An increase in comparison to the baseline sce-
nario is also expected in the revenues from direct taxes and social security contributions as a
result of the positive impact of higher economic activity on the labour market, with a more
considerable rise in proceeds again expected in 2016 and in the subsequent years.

Upon preserving the overall budget expenditures at the level of the baseline scenario no
changes are expected in 2015 in the general government deficit of 2.8% of GDP, while in the
coming years the higher budget revenues will allow an acceleration of the process of fiscal
consolidation and a decrease of the budget deficit to 2.2% of GDP in 2016 and 1.5% of GDP in
2017.

— Sensitivity of debt upon any changes in the levels of exchange rates and
interest rates on international markets

The current structure of the consolidated general government debt in terms of its composition
with regard to market indicator levels (exchange and interest rates), does not imply any signifi-
cant influence of both its nominal value and of the amount of funds required for debt service.
Based on estimate data, the share of debt denominated in currencies other than EUR and BGN
is expected to be within 1% over the 2015-2018 period. The share of debt with floating interest
rates is also expected to remain comparatively low in the period under consideration, varying
between 3.5-1.7%, which, in turn, results in a minimum interest rate risk in case the leading
central banks raise the interest rates. In this respect, the expected increase in the basic inter-
est rate from the US Central Bank will not affect government debt interest payments due to its
negligible part, the share of which is calculated in USD on the basis of the 6-M LIBOR.

4.3 Comparison with the previous programme

The growth of the Bulgarian economy in 2014 was lower than the one expected in the previous
Convergence Programme as a result of the weaker export of goods and services, mainly export
to third countries. At the same time, both consumption and investment performed better than
expected, which exerted pressure towards increasing import. The fiscal stimuli through in-
creased budget expenditures for social and health insurance payments and the co-financing
costs in connection to the accelerated absorption of EU funds contributed to the stronger do-
mestic demand. Weak export and the favourable domestic demand dynamics resulted in a
negative contribution of net import of 1.1 pp, against a positive contribution of 0.3 pp project-
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ed in the previous Convergence Programme. The reported development of the Bulgarian
economy in 2014, as well as the modified assumptions for the development of the external
environment, the international prices and the exchange rate required a revision of the medi-
um-term macroeconomic forecast of the Ministry of Finance.

The weaker GDP growth in 2015 and 2016 as compared to the previous Convergence Pro-
gramme is due to the lower private consumption and investment, as well as to the planned
weaker increase in public consumption and investment for the purposes of having lower budg-
et deficits over the forecast period. Despite the change in the levels of export and import
growth as a result of the data reported for 2014, the negative contribution of net export re-
mains at levels close to those expected in the previous forecast.

Fig. 4-3: Main macroeconomic indicators

Real growth rates 2014 2015 2016
CP CP Difference, CP CP Difference, CP CcpP Difference,
2015 | 2014 pp | 2015 | 2014 pp | 2015 | 2014 pp
GDP 1.7% | 2.1% 04 | 1.4% | 2.6% -1.2 1.7% | 3.4% -1.7
Final consump- 2.4% 1.5% 0.9 2.0% 2.9% -0.9 2.6% 3.9% -1.3
tion
Gross fixed capi- 2.8% | 2.1% 0.7 1.8% | 4.3% -2.5 1.5% | 5.4% -4.0

tal formation

Export of goods 22% | 6.9% 46 | 2.8% | 5.9% -3.0 | 3.1% | 6.1% -3.0
and services

Import of goods 3.8% | 6.3% -2.5 3.6% | 6.6% -3.0 | 4.0% | 7.1% -3.1
and services

Source: MF
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5. SUSTAINABILITY OF PUBLIC
FINANCE

5.1 Policy Strategy

This chapter is analysing the fiscal position by evaluating the current status of public finance by
taking into account the future increase in age-related public expenditures. The sustainability
indicators S1 1 S2, calculated under the methodology elaborated by the Commission, are used
for this purpose®. The medium-term fiscal sustainability indicator (S1) shows the adjustment
to the primary structural budget balance ensuring a level of government debt of up to 60% of
GDP in 2030. The long-term fiscal sustainability indicator (S2) shows the adjustment to the
current primary balance so as to preserve the intertemporal budget constraint (the discounted
value of the future primary structural balances should cover the current debt level) over infi-
nite horizon including additional age-related costs. The positive value of the indicators means a
need for fiscal consolidation or structural reforms to reduce the burden of the ageing popula-
tion on public finance.

Fig. 5-1: Comparison between sustainability indicators under the old and the new Pro-
gramme scenario

Programme scenario 2014 Programme scenario
2015%°
s1 S2 s1 S2

Value -1.97 0.99 -1.0 31
of which:

Initial budgetary position -0.5 -0.01 1.6 2.3

Debt ceiling -0.83 - -2.0

Future changes in the budgetary posi- -0.62 1.00 -0.6 0.8
tion

Source: MoF

The estimates of the Ministry of Finance show that the value of the S1 indicator for 2015 is
negative, which according to the Commission's reference values® means low fiscal sustainabil-

24

Chapter 8 of Fiscal Sustainability Report 2012. EUROPEAN ECONOMY. 8/2012

The assessment of fiscal policy sustainability is strongly dependent on the prospects for long-term development of the econ-
omy. The basic parameters used in this scenario are shown on Table 7 of Annex A. They have been developed by the Ministry
of Finance on the basis of the long-term assumptions and methodology set in The 2015 Ageing Report. The existence of dif-
ferences between the long-term macroeconomic scenario released in the Report and in the present Convergence Programme
is justified by the different medium-term forecasts used to start calculations. The MoF scenario is based on the forecast in this
Convergence Programme (2015-2018), while the one in the Report is based on the Commission's 2014 Spring Forecast.
Reference values set in the Fiscal Sustainability Report 2012 that show the level of risk for public finance sustainability:

S1<0 - low risk; 0<S1<3 — moderate risk; S1>3 — high risk;

S2<2 —low risk; 2<52<6 — moderate risk; S2>6 — high risk.
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ity risk in the medium term. The only component with negative impact on the indicator is the
initial budgetary position but government policies are aimed at a reduction in the negative
budget balance which will ensure public finance sustainability and debt level below 60%. As far
as the S2 indicator is concerned, its value of 3.1% corresponds to a medium fiscal sustainability
risk and shows that a policy of budget surpluses in the long run is needed. An adjustment to
both the initial budgetary position (2.3 pp) and to the ageing expenditure component (0.8 pp)
is required. The demographic changes related to a drop in the working-age population repre-
sent a main challenge for public finance in the long run and in order to reach a more optimal
sustainability, consistent and constructive measures in the area of social security, healthcare
and education need to be taken.

5.2 Long-term budgetary prospects, including the implications
of ageing populations

The long-term budgetary forecast for the development of the pension system is based on the
following assumptions and policies in the area of pensions:

e From 2014 the so-called “Swiss rule” on pensions’ indexation is re-introduced, according to
which from 1 July each year pensions will be indexed by a percentage equal to the sum of
50% of the CPl and 50% of the growth of the average insurance income for the previous
calendar year;

e In 2015 the requirements for retirement age for entitlement to length-of-service pension
and the age will be kept at the levels reached in 2014. The required years of service for
men and women increase by 4 months;

e In 2015 afinal decision is to be taken on the further increase of the retirement age;
e In 2015 a decision is to be taken on the possibilities and conditions for early retirement;

e In 2015 a decision is to be taken on the social security contribution and the social security
contribution to the second pillar of the pension system (universal pension funds).

The long-term budgetary forecast of the development of the pension system is based on cur-
rent (2015) pension legislation and on the provisions of the Social Insurance Code. When pre-
paring the pension expenditure forecast, the latest Eurostat demographic projections EU-
ROPOP 2013 and the macroeconomic forecast developed by the Ageing Working Group (AWG)
to the Economic Policy Committee of the European Commission in connection with the 2012
update of the Ageing Report (“2015 Ageing Report”) were used. The NSSI actuarial model for
long-term forecasting of PSI funds was used as a tool.

The figure below shows the estimated results in terms of the public pension expenditures as a
share of GDP in the period 2015-2060.



Fig. 5-2: Figure Pension expenditures as % of GDP, 2013 - 2060
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Source: NSSI

The estimated results on the basis of the latest amendments to pension legislation show a
certain constraint of pension expenditure as a share of GDP in the first half of the forecast
period, reaching its lowest levels of 8.1% in the period 2026 —2030. In the second half of the
period, as a result of the ageing population and the increasing life expectancy in Bulgaria, the
fiscal pressure on the Bulgarian pension system increases again, with the share of pension
expenditures in GDP reaching 9.4% in 2060”’ .

The ageing population and the increasing life expectancy, on the one hand, and the decreasing
number of working age population, on the other hand, significantly affect the public social
security system in the long term. In 2013 a hundred socially insured individuals corresponded
to 80 pensioners. There is an improvement in the dependency ratio in the next couple of
years™ because of the projected lower number of newly granted pensions in those years due
to the increase in the retirement age and in the length of service, the limitation of early re-
tirement, as well as due to the existence of incentives for longer presence of older workers on
the labour market. There is an upward trend of the dependency ratio after 2023 due to the
ageing population, the increasing average life expectancy and the decreasing number of em-
ployed persons, with 95 pensioners expected to correspond to 100 insured persons in 2060.

Fig. 5-3: Number of pensioners to number of socially insured individuals (dependency ratio)

2013-2060
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Source: NSSI

 The results are from the 2015 Ageing report.
 The ratio between the number of pensioners and the number of socially insured people
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The upward trend of the dependency ratio is accompanied by a long-term downward trend of
the replacement rate® The replacement rates for the first pillar are expected to decline due to
the gradual linking of the amount of the pension with the contribution over the whole working
life, not only in the last years. Another reason for the lower replacement rate for the first pillar
in the long term is the decrease in the amount of the pension for the individuals insured in the
second pillar as well. The amount of this decrease depends on the insured period in both pil-
lars and the amount of the social security contribution which is transferred from the first to
the second pillar.

Fig. 5-4: Average pension to average insurance income (replacement rate), 2013-2060
50% -

45% -
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Source: NSSI

The recovery of the so-called “Swiss rule” on pensions’ indexation from 2014 has a favourable
effect on the replacement rate — in the long run it increases the latter by about 2.5 pp com-
pared to an indexation only with inflation. However, the gross replacement rate decreases
from 46% in 2014 to around 37.0% in 2060.

As in Bulgaria pensions are not subject to taxation, a clearer idea of how much income they
replace is given by the net replacement rate (the ratio between the average pension and the
average net insurance income) which is higher by about 12 pp — 57.9% is the reported net re-
placement rate for 2014 and until 2060 the value of this indicator decreases to about 49%.

In the long term, factors such as an increased average life expectancy, ageing population and a
reduced number of employed persons would exert an increasingly stronger impact on the pub-
lic pension system and put the financial stability of the Bulgarian social security system to a
test. At the same time, the above factors lead to a significant decrease in the replacement rate
under the first pillar. The three-pillar pension model favours the improvement in the replace-
ment rate. The future adequacy of pensions, in this sense, would largely depend on the extent
to which the second and the third pillar would be able to improve the income of the future
pensioners.

» The ratio between the average pension and the average contributory income for the country



4.3 Proposals for improvement of the pension model and
development of the pension system

On 31 March 2015 the Vice Prime Minister and Minister of Labour submitted proposals devel-
oped by a working group for improvement of the pension model and development of the pen-
sion system. The key aim of the proposed changes is to increase the financial stability of the
pension system and to improve the adequacy of pensions. At this stage the proposals are under
discussion and the government has set the summer of 2015 as a deadline for their adoption.
The changes in the pension system are described in detail in the National Reform Programme.

The table below summarizes the main financial effects of some changes on the PSS budget for
the year in which those are to enter into force.

Proposal In force from Financial effect in comparison
with the current legislation for

the respective year

The persons short of up to 12 months of the required 01.01.2016 An increase of pension expendi-
age to be granted a reduced pension, with the pension tures by around BGN 32.0 million
being reduced by 0.4% for each month of insufficient for 2016

age

The amount of the minimum insurance income for 01.01.2016 An increase of revenues by BGN

farmers to be gradually made equal to the minimum

5.6 million for 2016

insurance income for self-insured persons
from BGN 300 to BGN 420

The accumulated effect of the
increase of PSS revenue for the
whole period is around BGN 10.2
billion.

A smooth increase of the insurance contributions for the ~ 01.01.2017
Pension Fund by 3.5 pp.. and for the Unemployment
Fund by 1 pp. from 01.01.2017 to 2028.

The figure below shows the impact of the package of proposals on the balance of PSS Funds
for the period 2015 — 2060.

Fig. 5-5: Balance of PSS Funds as a % of GDP for the period 2015-2060
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The baseline scenario is prepared according to the parameters of the current legislation (in
force as of April 2015). The option “Package of Measures” shows the cumulative effect of the
following proposals for changes in the pension insurance legislation:

e Gradual increase of the social security contribution for the “Pension Fund” and the
“Unemployment Fund” in the period 2017- 2026 by 4.5 pp. totally.

e Gradual increase and equalization of the standard retirement age of men and women
in 2037 at the age of 65 and then introduction of an automatic mechanism to changes
in life expectancy.

e Increase of the insured length of service for retirement under the normal labour condi-
tions by 2 months annually till reaching the age of 40 for men and 37 for women in
2027.

e Gradual increase of the retirement age in case of shortage of insured length of service
for men and women to the age of 67 and increase in the required insured length of
service till reaching 15 years actual length of service for men and women.

e Introduction of possibility for granting a reduced pension for persons short of up to 12
months of retirement age, with the pension being reduced for the lifetime by 0.4% for
each month of insufficient age.

e Gradual increase of the retirement age for the category workers till the age of 57 for
workers in first category and the age of 62 for workers in second category ;

e As of January 2016 introduction of a minimum retirement age for the military person-
nel and the state officials under the Law on Interior of the age of 52 and 10 months
and its gradual increase by 2 months annually till the age of 55.

e As of January 2017 increase of the weight of 1 year insured length of service in the
pension formula (as for the newly granted pensions as well as for those already grant-
ed), till reaching the coefficient of 1.5%.

The results of the long-term forecast show that in both cases the system will have a deficit
during the whole period 2015-2060, which in the beginning of the period is estimated to be
2.4% of GDP. After 2015 the implementation of the proposed measures for improving the pen-
sion model and development of the pension system is expected to result in significant im-
provement of the balance of PSS Funds, which will continue till 2029 when the deficit will
reach its lowest level of around 0.4% of GDP. In the period 2027-2033 the deficit remains be-
low 0.5% of GDP, after which it will start to increase reaching around 1.5% of GDP at the end of
the forecast period.

The most significant positive impact on the expenditures for pensions and thus on the balance
of PSS Funds will come from the increased insurance contributions and the limited opportuni-
ties for early retirement of workers in first and second category, as well as the requirement for
completed age for the retirement of the personnel of the Ministry of Defence and Ministry of
Interior.

Factors as the longer average life expectancy, aging of the population and decrease in the
number of employees will influence stronger the state pension system in a long term period. In
spite of the positive effect of the proposed package of measures on the balance of the PPS



Funds at the end of the period the results from both options coincide. This is due to the higher
amount of pensions provided by the package of measures, where the weight of each year of
length service in the pension formula reaches 1.5 and is applicable to all pensions (both newly
granted pensions and pensions already granted), while in the Current Legislation Option the
weight goes up from 1.1 to 1.2 in 2017 only for the newly granted pensions.

5.3 Contingent Liabilities

The government guaranteed debt of the general government sector as of end-2014 was 0.6%
of GDP. The sector of “Energy” has a dominating share of 81% in the government guarantees’
structure by sectors. As regards the currency composition of the government guaranteed debt,
the share of BGN- and EUR-denominated loans is 63.5%, of YEN-denominated ones — 35.5%,
and of USD-denominated debts — 1%.

The 2015 State Budget Law provides for the possibility of issuing government guarantees to
the maximum amount of BGN 3.157 billion. These reflect the government priorities in key are-
as such as the provision of support to the financial sector and the promotion of investments in
the economy through the Bulgarian Development Bank, namely:

e In accordance with the Bank Deposits Guarantee Law under loans from foreign lend-
ers, in a total amount of up to EUR 900 million (BGN 1.76 billion) under the condition
of subsequent ratification;

e During the current fiscal year the Council of Ministers may approve and propose to the
National Assembly the issuing of government guarantees for new external loan
agreements of the Bulgarian Development Bank under the Bulgarian Development
Bank Law up to the equivalent of BGN 1.0 billion in foreign currency while observing
the legislation in the field of state aid.

The other funds for provision of government guarantees are envisaged for loans extended
under the Crediting of Undergraduate and PhD Students Law, for funding the “Gas Intercon-
nection Greece-Bulgaria” project, etc.

As regards the issuing of new government guarantees, in the medium term the government
will continue to pursue a consistent analytical approach and to take into account the level of
their effectiveness and importance for the economic development of the country, while exer-
cising constant monitoring of both the servicing of government guaranteed loans, and the fi-
nancial condition of borrowers. v
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6. QUALITY OF PUBLIC FINANCES

6.1 Policy Strategy

The policy strategy in the area of the quality of public finances is related on the one hand to
strengthening the practices of implementation of the Public Finance law (PFL), and on the oth-
er hand - to the continuing process of improvement programme-oriented budgeting. The key
objectives are to increase the quality of public finance management by executing the budget-
ary process in accordance with the Public Finance Law, adhering to the fiscal rules and limita-
tions, exercising constant monitoring of the impact of the budgetary legislation and its im-
provement, as well as implementing the best budgetary practices.

In this connection one of the key challenges will be the establishment of a system of applicable
budgetary practices and standards for PFL implementation and the preparation of standards
and unified forms of documents and acts of the relevant authorities related to the application
of specific provisions of the PFL.

In view of improving the efficiency of public expenditures, the Ministers responsible for the
relevant sector policies should commit to implement programmes for structural and functional
reforms in the relevant sectors, covering the period until 2017, in accordance with the ex-
penditure ceilings approved with the last medium-term budgetary framework for the period
2016-2018. The programmes should also include a system of performance indicators which are
to measure and assess the level of achievement of the planned target values under the effi-
ciency indicators.

In order to improve the processes of strategic planning and development of the national poli-
cies in line with the government priorities and the possibilities for their funding, there is a legal
requirement for establishment of a sustainable classification of expenditures by areas of poli-
cies and budget programmes. The first-level spending units that apply programme budgeting
(Council of Ministers, Ministries, state agencies and State Fund "Agriculture") should prepare
their budgetary forecasts for the period 2016-2018 on the basis of the adopted by a Council of
Ministers’” Decision classifier of expenditures by areas of policies and budget programmes
within the competence and under the responsibility of the relevant first-level spending unit,
thus ensuring continuity and consistency of the policies and budget programmes implemented
by them.
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6.2 Composition, efficiency and effectiveness of expenditure -
COFOG

Figure 6-1: Budget expenditure by function - % of GDP

% of GDP % of the total budg-
et expenditure

2013 2018 2013 2018
1. General public services 4.2 4.4 111 11.9
2. Defence 1.2 1.0 3.2 2.6
3. Public order and security 2.7 2.2 7.0 6.0
4. Economic activities 5.0 5.5 13.1 14.8
5. Environmental protection 1.0 1.5 2.6 3.9
6. Housing and community 13 1.2 35 3.1
amenities
7. Health care 4.6 4.6 12.1 12.3
8. Recreation, culture and 0.8 0.6 2.0 1.6
religion
9. Education 3.8 33 9.8 8.9
10. Social protection 13.7 13.1 35.7 35.1
11. Total expenditure 38.3 37.5 100.0 100.0

The increase of the expenditures for the General public services function reflects the increase
of interest expenditures from 0.9% of GDP in 2013 to 1.1% of GDP in 2018. Bulgaria’s contribu-
tion to the EU budget of 1.2% of GDP in 2013 and 2018 is also included in the function. With-
out the impact of these elements the expenditures for function 1 — General public services,
decrease from 2.3% in 2013 to 2.1% in 2018 which corresponds to the measures taken for
structural and functional reforms in the public sector.

The expenditures for the “Healthcare” function preserve their share of 4.6% of GDP in 2018.
This function also includes institutional units from the healthcare sector which provide non-
market production for individual consumption and form part of the general government sec-
tor. The expenditures for the function include the measures for optimization of the activities
and improvement of the control over expenditures in the healthcare system, aimed at limiting
the expenditures for health insurance payments, which were initiated in 2015 and their effect
will continue in the medium run, too.

The expenditures for the “Economic activities” function increased from 5% to 5.5% of GDP.
Their dynamics corresponds to the planned increase under the function according to the me-
dium-term budget framework. The function includes the state-owned enterprises which form
part of the general government sector and excludes the expenditures covered by EU funds
which, according to ESA 2010 methodology, do not have any impact on revenues and expendi-
tures in the general government sector.



The reduction of the expenditures for the “Social protection” function from 13.7% to 13.1 % of
GDP in 2018 reflects the decrease of the social security and social assistance benefits due to
the expected improvement of the economic environment and the lower level of unemploy-
ment. Pension expenditures are expected to slightly increase — by 0.2 pp.. of GDP compared to
their level of 2013. The forecast for pension expenditures has been prepared while preserving
the parameters of the current legislation in the Social Security Code and the 2015 PSS Budget
Law. The expenditures for the function do not include the changes to the pension system
which are under discussion.

The expenditures for active measures on the labour market retain their nominal value. The
current fiscal governance policy envisages the potential new policy decisions to be implement-
ed by either changing the priorities within the fiscal framework of the current provisions in-
cluded in the medium-term fiscal projections.

The expenditures for the other functions reflect the dynamics of the indicators by functions in
the medium-term budget framework.

6.3 Structure and Efficiency of Revenue Systems

A high level task force operates to the Prime Minister of the Republic of Bulgaria and is charged
with increasing revenue collection, fighting smuggling, tax crimes and shadow economy. At its
weekly meetings the actions of the Interior Ministry, State Agency for National Security, Prose-
cutor's Office, Customs Agency, NRA and MF are discussed and coordinated in order to im-
prove the efficiency of the revenue systems.

— Institutional Changes and Legislative Amendments Related to Public Fi-
nances and Improving the Collection Rate of Tax Revenues

This part of the Programme outlines policies and measures for increasing revenue collection,
fight against smuggling, tax crimes, shadow economy;, etc.

Tax Policy and Legislation

Tax policy is aimed at ensuring macroeconomic and budgetary stability in the medium and long
term, providing the financial resources needed for implementation of the government's fiscal
policy, and improving the business environment in order to encourage economic growth and
employment. Tax policy development in this period complies with the requirements of the
European Union law, as well as with the international agreements whereto the Republic of
Bulgaria is a party. Some of the major priorities in the area of tax policy correspond to the
2014 country specific recommendations to Bulgaria, namely:

e increase of budget revenues and legalization of shadow economy;

e reduction of the administrative burden and costs for doing business and costs for the
citizens.

The Excise Duties and Tax Warehouses Law and the Value Added Tax Law were amended in
view to increasing budget revenues and legalizing the shadow economy.

e An obligation has been introduced for the taxable persons under the Excise Duties and
Tax Warehouses Law to use measuring and control devices which are to meet certain
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legal requirements. All data from the measuring and control devices are to be record-
ed and, if technically possible, the data are to be submitted electronically via the au-
tomated reporting systems of the entities. The data from the measuring and control
devices, which are of material importance for exercising effective control and deter-
mining the excise liabilities, are to be sent to the Customs Head Office. There is a legal
possibility the customs authorities to use the data from the measuring and control de-
vices to determine the tax base for excise duty and public state receivables.

e Limited is the possibility of illegally using fuel oils and marked oils not according to
their purpose as a heating fuel but as a motor fuel where the excise duty rate is higher
and the fuel is in the fuel tanks of motor vehicles, automotive machines and all other
vehicles.

e With the purpose of enabling revenue agencies to exercise more effective control on
the overall process related to the supplies and movement of liquid fuels from produc-
ers and importers to the end consumer and in order to prevent the tax evasion and
non-payment there are amendments to the Value Added Tax Law according to which
all tax liable persons who supply vehicles, machines, facilities or other equipment with
liquid fuels to meet their own needs are obligated to register and report the fuelling
according to the procedure of Ordinance No H-18 of 13.12.2006 on the registration
and reporting of sales at commercial outlets via fiscal devices.

e Information about tax assessment acts issued by the customs authorities is to be sent
on a monthly basis to the National Revenue Agency. NRA revenue authorities can use
the received information to make risk analysis and assessment and to take actions as
regards the performance of tax audits and assessments of economic operators carry-
ing high risk in view to determining liabilities under other types of taxes.

Another group of amendments to the tax laws is related to the achievement of results under
the second priority - reduction of the administrative burden and costs for businesses and citi-
zens:

e Repealed is the requirement under the Excise Duties and Tax Warehouses Law the
persons applying for a license for management of tax warehouse to submit annual fi-
nancial statements for the past three years.

e The amendments to the Tax and Social Insurance Procedure Code provide a possibility
documents to be submitted electronically with a personal identification code (PIC) is-
sued by NRA upon request. At the same time, the benefiting from a discount of the tax
under the Personal Income Tax Law is bound to the submission of the annual tax re-
turn by electronic means. There is also a possibility the tax liable persons under the
Local Taxes and Fees Law to submit electronically the tax returns under it.

e As from 1 January 2015 there is a new regime of declaring transport vehicles and de-
termining the tax thereon. The new regime is implemented by means of using elec-
tronic services for automatic daily exchange of information from the Ministry of Interi-
or to the Ministry of Finance about the road transport vehicles that are registered, de-
registered and decommissioned, including information about their environmental cat-
egory. The amendment is aimed not only to reduce the administrative burden, the
costs for businesses and citizens and the administrative costs of municipalities, but al-
so to increase the revenues to municipal budgets by means of preventing the possibil-



ity of non-declaring any acquired transport vehicles and evading the tax on transport
vehicles.

e As from the beginning of 2015 there is also an electronic exchange of information be-
tween the municipalities and the Ministry of Finance. It will be used as a basis to cre-
ate a national database for local taxes and fees, with information about the tax liable
persons, the subjects of taxation, the tax reliefs and exemptions, the amount of the
public receivables related to local taxes, including the overdue liabilities, the enforce-
ment measures, etc. The development of a centralized module at the Ministry of Fi-
nance will allow the persons having a PIC issued by NRA to check the status of their tax
account in terms of local taxes and fees — liabilities, payments, unpaid liabilities, etc.

e According to the adopted change to the regime of declaring and paying the tax on in-
surance premiums under the Tax on Insurance Premiums Law, the tax is to be declared
by submitting a quarterly return and is to be paid by the end of the month following
the calendar quarter. Until 31 December 2014 the tax on insurance premiums was to
be declared and paid on a monthly basis.

Within the context of implementation of the Council’s country specific recommendation No 1
for 2014, a unified ,, National strategy for strengthening the tax collection, tackling the shad-
ow economy and reducing the compliance costs “ is being developed. The strategy is aimed at
improving the collection of budget revenues, preventing and combatting tax and social securi-
ty insurance frauds and evasion, and not least — reducing the administrative burden for doing
business and costs for the citizens. The Council of Ministers is expected to adopt the document
by the end of 2015.

The strategy will integrate measures which fall within the competence of a broad range of
institutions. The document will contain a clear vision and action plan. It will include specific
measures, based on a comprehensive integrated model of operation. The Strategy will be im-
plemented by means of:

- strengthening inter-institutional cooperation and coordination;

- specific legislative and administrative measures;

- assessment of the effects of the planned measures;

- improved electronic exchange of information on national level — more effective utilization of
the existing information technologies and resources at the institutions, their development,
upgrading and coordinated use.

Customs Agency
1.Draft Law Amending the Customs Law

The draft has been prepared with the purpose of bringing the national legislation in line with
the EU customs legislation and defining more precisely the provisions in order to make easier
their implementation in practice. The proposed text changes the type of the administrative act
determining obligations for public state receivables established by the customs authorities;
defines more precisely the provision related to charging interest for late payment; repeals
some provisions of the law because of the direct applicability of provisions of EU legal acts;
envisages an exchange of information between the Ministry of Interior and the Customs Agen-
cy as well as an increase of the sanctions in case of repeated smuggling of goods; and defines
more precisely the provision for confiscation in favour of the state of goods subject to customs
violation.
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The 2012 provision for performance of detention as an administrative measure authorizes the
customs authorities to detain individuals in cases explicitly specified in the law where the re-
spective individual has committed a criminal offence under Articles 234, 242, 242a and 251 of
the Criminal Code. No rights of the arrested individual, other than the right to freedom of
movement, may be restricted and the arrest period may not exceed 24 hours. In view of the
greater efficiency in crimes’ investigation, the draft law envisages the customs authorities to
be able to escort on the territory of the country the individuals detained under the procedure
of Article 16a and the accused individuals in relation to whom a detention for up to 72 hours
has been ruled under the procedure of the Criminal Procedure Code. The provision of the cus-
toms authorities with such powers will also fill in the gap in the legislation by regulating the
authority charged with the escorting of the individuals detained by the customs authorities
under the procedure of Article 16a of the Customs Law as well as the individuals accused of
committing a crime under the above Articles, in relation to whom a detention for up to 72
hours has been ruled under the procedure of the Criminal Procedure Code. The conditions and
procedure for performance of an escorting activity will be defined in an instruction of the Min-
ister of Finance.

The draft law envisages the customs authorities to carry out operative and investigative
activity for prevention, detection and neutralization of crimes under Articles 234, 242, 2423,
251 and 255 of the Criminal Code, which will lead to faster and more effective detection of
crimes. The current absence of such powers creates an obstacle to charging the customs
authorities with the establishment of the identity of the perpetrator in the pre-trial proceedings
against unknown perpetrator.

2. Amendments to the Excise Duties and Tax Warehouses Law as (EDTWL) from
01.01.2014

The new provisions have increased the excise duty rates on natural gas used as fuel for heating
and on heavy fuel oil. The amendments fulfil the requirements of Council Directive 2003/96/EC
restructuring the Community framework for the taxation of energy products and electricity
and the commitments taken under the Treaty of Accession to the European Union to increase
excise duty rates in order to reach the minimum levels of the Community. Preserved is the
excise duty rate on natural gas used as motor fuel, which will be increased in the event that
the European Commission passes an act for non-compliance with the rules on state aid.

The provision of Article 12 of EDTWL has been amended with the purpose of clearly defining
the characteristics of the term “tobacco refuse” (remnants of tobacco leaves) as refuse of to-
bacco leaves does not fall within the scope of EDTWL until it is established that they are mar-
keted for retail sale. In view of this and in order to prevent fraud and evasion of excise duties,
a procedure is provided for the persons dealing with those goods.

Supplemented is Article 20, para. 2, item 1a of the law in view of ensuring equality of tax liable
persons, enabling small wine producers when sending excisable goods to a licensed warehouse
keeper in the country also to apply the excise duty suspension arrangement and the goods not
to be accompanied by an electronic administrative document. The goods may be accompanied
by the accompanying document referred to in Council Regulation Ne 436 of 26 May 2009 as
regards the vineyard register, the mandatory declarations and the gathering of information
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with the purpose to monitor the market, the documents accompanying the consignments of
products and the records that are to be kept in the vineyard and wine sector.

A new section “lla” “Licensing in special cases” according to which the State Agency “State
Reserve and Wartime Stocks” is provided with the opportunity to obtain a license under
EDTWL to implement the specific activities of management of state reserves and wartime
stocks, their creation, storage, preservation, renewal, maintenance, release, use, recording,
financing and controlling. In this way, the Agency will be able to store in the warehouses, pro-
vided to it for management, excisable goods under excise duty suspension arrangement.

Amendments have been made in relation to the guarantee under the excise duty suspension
arrangement, and Article 77 of EDTWL envisages the amount of guarantee to be determined in
such a way that it covers at any time the amount of excise duty which has been incurred or
may be incurred, or has been established during the application of an excise duty suspension
arrangement. Reduced is also the amount of guarantee under Article 78 of EDTWL, with the
amount used as a basis to determine the amount of the guarantee being reduced from 30 to
20 per cent of the amount of excise duty on the monthly average quantity of goods stored,
from 10 to O per cent of the amount of excise duty on the monthly average quantity of goods
stored as regards the quantities of stored distillate or the statutory quantities under the Statu-
tory Reserves of Petroleum and Petroleum Products Law, stored in a licensed warehouse, and
from 150 to 100 per cent of the amount of excise duty on the monthly average quantity of the
excisable goods released for consumption.

In execution of the Plan for reduction of the regulatory burden for businesses an amendment
has been made to Article 90d of EDTWL as a result of which the time periods for issuing per-
mits for trade in tobacco products will be shortened. When the submitted documents meet
the requirements of the law and the submitted information is sufficient, the customs authori-
ties are to issue the permit within 14 days from receipt of the request, compared to the one-
month period before that.

Amendments and supplements have been made to Article 104 of EDTWL in connection with
the powers of the customs authorities as revenue authorities in the proceedings under Articles
77 and 78 of the Tax and Social Insurance Procedure Code (TSIPC) — upon institution of pro-
ceedings for dissolution, transfer, transformation, liquidation and bankruptcy of an enterprise,
the tax liable person is to inform them, too. The customs authorities need this information in
order to take timely actions under the procedure of Chapter 15 of TSIPC.

In connection with the entry into operation of the state aid scheme in 2014, amendments have
been made to the national legislation — the Excise Duties and Tax Warehouses Law and the
Support to Farmers Law. The measure constitutes a scheme to support farmers registered
under the Support to Farmers Law and aims to create relieved conditions for the fuel used by
them in the production of primary agricultural products through the application of a reduced
excise duty rate for gas oil through fuel vouchers. The aid will be provided in the form of fuel
vouchers with pre-determined quantity of fuel and nominal value to farmers for cultivated
agricultural land, used meadows and bred animals.

The scope of application of “direct supply” has been extended. There is a possibility, under
certain conditions, for movement of excisable goods under an excise duty suspension ar-
rangement to a place of direct supply located on the territory of a Member State when this
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place has been specified by the authorised warehousekeeper in the Member State of receipt
or by the registered consignee. It is estimated that the change will affect directly 24 tax liable
persons. The adoption of this optional measure will enable these persons to increase the vol-
ume of their supplies regardless of the limitations they may have in relation to the warehouse
capacity at the place of receipt. As an additional effect, we can expect an increase of the num-
ber of persons registered under the EDTWL as registered consignees in view of the fact that
the place of direct supply can be specified as a place of receipt and the persons do not need to
maintain storage facilities. As regards the chain of supply of liquid fuels for motor vehicles, the
petrol stations — facilities intended for sale of fuels to final consumers, could also be specified
as places of direct supply. As regards the functioning of the “Information system for control
over liquid fuels” which ensures online information exchange between the Customs Agency
and the National Revenue Agency, there are possibilities of exercising control at the place of
direct supply — petrol stations, and this in turn guarantees the lawful end of the movement of
energy products under an excise duty suspension arrangement and the issuance of an elec-
tronic excise tax document.

Simplified procedures are established in respect of movements of excise goods under an excise
duty suspension arrangement which take place entirely on the territory of a Member State,
including the possibility to waive the requirement of electronic supervision of such move-
ments. The measure aims to provide a legislative solution for simplification of the formalities
upon import of excisable goods by means of simultaneously placing under an excise duty sus-
pension arrangement also the export of excisable goods under an excise duty suspension ar-
rangement when the competent customs office in charge of placing the goods under the rele-
vant arrangement coincides with or is part of the competent customs office by location of the
tax warehouse and on the conditions that there is no physical movement of the excisable
goods within the meaning of Article 73a, para. 1, items 3 and 4 of EDTWL. The application of
this measure will significantly reduce the administrative burden for businesses and at the same
time will simplify the process of data processing by the customs administration.

There is a possibility of dividing the movement of energy products under an excise duty sus-
pension arrangement into two or more movements. The consignor is allowed to divide the
movement of energy products under an excise duty suspension arrangement into two or more
movements provided that the total quantity of excisable goods is not changed, the division is
performed on the territory of a Member State which permits such procedure, and the compe-
tent authorities of that Member State are informed about the place where such division is
performed. This measure is aimed at the persons carrying out activities of heavy fuels supply
(bunkering) and is intended to provide a legislative solution in the cases where the ordered
heavy fuel, removed from a tax warehouse under an excise duty suspension arrangement and
placed under export procedure, cannot be received by the recipient ship because of lack of ton-
nage. The regulation of this possibility will ensure the required level of legal certainty and pre-
dictability of the business environment for the economic operators.

In connection with the need to eliminate any inconsistencies between the Bulgarian excise law
and the EU one and in view of the opinion of the European Commission on the implementation
of the provisions of Article 14, para. 1, letters b) and c) of Directive 2003/96/EC as regards the
excise duty exemption of energy products, the definition of “private pleasure flying and sail-
ing” has been made more precise.



In order to clearly define the measuring and control devices to be used by the persons in con-
nection with the measurement of all types of excisable goods, to establish the types of data
from the measuring and control devices to be transmitted to the automated reporting systems
of the persons and the types of data to be transmitted to the information system of the Cus-
toms Agency, and to exercise control over these measuring and control devices, EDTWL con-
tains a definition of “measuring and control devices” as well as amendments to Articles 103
and 103a, and a new Article 103b.

The changes related to the measuring and control devices will enter into force within 6 months
after the delivery of a positive decision of the European Commission under a notification pro-
cedure initiated by the Ministry of Finance.

An amendment has been introduced to Article 39 for a gradual increase of the excise duty rate
on cigarettes and a time period for reaching the minimum excise level of EUR 90 per 1 000
pieces until 31 December 2017.

There is a new requirement the tax documents within the meaning of EDTWL to indicate the
package capacity and the number of packages in connection with the need for clear differenti-
ation of the goods and their identification upon the exercising of control by the customs au-
thorities.

An amendment has been introduced to Article 94, limiting the possibility of unlawful use of
heavy and marked fuels as a motor fuel and not according to their intended purpose as a heat-
ing fuel.

Article 124, para. 8 has been changed, providing a possibility the energy products confiscated
in favour of the state to be provided gratuitously to medical establishments, schools and social
institutions, as well as to people with disabilities or people in dire straits.

3. Draft Rules amending the Rules for Implementation of the Excise Duties and Tax
Warehouses Law

The proposed amendments envisage a specific procedure for the movement of and transac-
tions in tobacco refuse as well as their destruction in view of the established risk of their use
for illegal production of tobacco products.

4. Ordinance on the specific requirements and the control exercised by the customs
authorities on the devices for measurement and control of excisable goods

In 2014 Ordinance Ne 3 of 19.02.2010 on the specific requirements and control exercised by
the customs authorities on the devices for measurement of excisable goods was replaced by
entirely new legal act - Ordinance Ne H-1 of 22.01.2014 on the specific requirements and con-
trol exercised by the customs authorities on the devices for measurement and control of excis-
able goods. This change was driven by the economic situation in the country and the political
decision to reduce the administrative burden on businesses as a whole.

National Revenue Agency (NRA)

NRA takes measures and pursues policies to decrease the shadow economy, to improve the
collection of tax and social-security liabilities, to reduce the administrative burden, including
by means of developing the e-services, etc. In this connection it should be noted that in 2014
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the NRA simplified 10 tax and social-security returns, including under PITL, CITL, Sample Form
1, LTFL, and implemented 9 new e-services:

»  Submission of a Request for registration for application of the VAT cash accounting special
regime;

»  Submission of a Request for termination of the application of the VAT cash accounting
special regime;

»  Simultaneous submission of declaration Sample Form 1 — data on the social-insured per-
son, and declaration Sample Form 6 — liabilities for mandatory social insurance contribu-
tions, under Ordinance H-8 to SIC;

»  Submission of the return under Article 252 of CITL;
»  Submission of the return under Article 246 of CITL;
»  Submission of the return under Article 14, paragraph 1 of TIPL;
»  Submission of the return under Article 14, paragraph 2 of TIPL;

»  Reference on the actual status under the submitted Sample Form 1 — data on the social
insured person, under Ordinance H-8 to SIC;

»  Reference on the actual status under the submitted Sample Form 6 — liabilities for manda-
tory social insurance contributions, under Ordinance H-8 to SIC.

In addition to the above, another three e-services have been successfully implemented since the
beginning of 2015:

»  Submission of an annual return related to personal income taxation via Internet, using
a personal identification code (PIC). The latter allows every person to see at any time
the information kept in his/ her tax and social insurance account, including his/ her lia-
bilities and payments, as well as the data on his/ her employment contract, social in-
sured income or contributions for additional mandatory pension. Using PICs, persons
are able to request a certificate or another tax and social insurance document to be is-
sued by NRA.

»  The other two new services for persons with PIC include reference on the actual status
of the data declared by declaration Sample Form No 1/ Sample Form No 5 by social in-
surer, and reference on the actual status of the data declared by declaration Sample
Form No 6/ Application for allocation of social insurance contributions.

In 2014, NRA also provided a possibility for certain officials from other administrations to re-
ceive electronic information about the liabilities of a person, thus achieving higher efficiency
and interaction of public administration structures and reducing the number of forgeries of the
certificates issued by NRA.

It should be noted that according to NRA estimates the use of the Agency’s e-services saves
businesses and citizens more than BGN 300 million a year.

In the area of enforced collection of public receivables, NRA continues to apply measures to
increase the efficiency:

» Measures aimed at encouraging voluntary execution:

»  Making phone calls to persons who do not pay within the statutory deadlines their de-
clared liabilities;




»  Sending e-notifications to persons registered under VATL to pay their VAT liabilities;
»  Sending notices of withdrawal of permits for urgent payments;

»  Sending notifications of a forthcoming foreclosure sale to debtors that have a property
over which the NRA has imposed a collateral;

»  Sending notices of initiation of bankruptcy proceedings.

» Target campaigns for enforced collection of receivables from incorrect debt-
ors:

»  Carrying out permanent monitoring in regard to the debtors having overdue liabilities
with high fiscal effect over BGN 100.000 (BGN 200.000 for the Sofia Revenue Direc-
torate) for taxes and social security contributions, categorised as receivable and par-
tially — receivable;

»  Targeting the enforcement to budget debtors’ receivables from third parties — com-
mercial chains;

»  Enforcement targeted at the cash in the cash registers of traders having unpaid public
liabilities;

»  Targeting the enforcement to contractor debtors’ receivables from third parties —
spending units. There is a mechanism for sending notifications to NRA and the Cus-
toms Agency of any forthcoming payments by spending units under contracts which
exceed BGN 100 thousand. The measure is implemented in execution of one of the
main government priorities to improve budget revenue collection. According to data
from mid-March 2015, the receivables thus secured amount to over BGN 92 million,
out of which the amounts actually paid to NRA accounts are BGN 54 million. Together
with the direct fiscal effect, this measure also strengthens interinstitutional coopera-
tion and coordination.

» Measures for collection of overdue liabilities, 2014-2015

»  Preparation of proposals for legislative changes aimed at shortening time periods and
simplifying procedures in the process of enforced collection of public receivables;

»  Expansion of the electronic exchange of documents and data with public creditors as
well as with institutions that keep information about debtors’ property/ assets;

»  Development and implementation of a software covering all activities related to public
receivables’ collection;

»  Development of a functionality for automated identification of the debtor’s profile in
view to determining adequate measures for debt collection;

»  Preparation of a Strategy for development of a “Collection” function at NRA.

The measures in the area of arrears collection are expected to have an additional net effect on
the revenues collected by NRA to the amount of BGN 104.5 million for 2015 and BGN 108.0
million for 2016. v
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7. INSTITUTIONAL FEATURES OF
PUBLIC FINANCES

7.1 National budgetary rules

With the adoption of the Public Finance Law (PFL) the determination of targets under various
indicators, relevant to the fiscal policy is bound to a set of fiscal rules. The presence of a legal
framework that determines rules, restrictions and procedures for action upon any deviations
from the targets set for a certain indicator, is a precondition for increasing the predictability of
the fiscal policy in view to ensuring public finance sustainability. The Law defines both re-
strictions/maximum limits and parameters of certain indicators, and mechanisms that are trig-
gered in the case of negative fiscal trends and/ or established significant deviations from the
set fiscal targets. The Public Finance Law preserves the structure of three fiscal rules (balance,
debt and expenditure).

The different rules and restrictions are applicable to the general government sector and its
sub-sectors, the consolidated fiscal programme and the local level (municipalities/budgets of
municipalities).

The fiscal rules and restrictions comprise the indicators under the national methodology on
the budget balance and the expenditures under the consolidated fiscal programme (on a cash
basis) and the state debt, as well as indicators of the general government sector (for some
rules and for the relevant subsectors) on the medium-term objective for the structural deficit,
the budget balance and the consolidated debt of the general government sector.

The rules are further developed with the inclusion of specific provisions for cases of deviation
from the target (the rule on the balance under the consolidated fiscal programme) and correc-
tion mechanisms for returning to the limit specified with the rule (the rule on the nominal
amount of the consolidated debt of the general government sector as a percentage of GDP).

The availability of fiscal rules and restrictions that indicate the state of public finances is a
mechanism for prevention of adverse fiscal trends and for taking prompt and adequate solu-
tions , based also on the views and recommendations of the Fiscal Council , which is to be es-
tablished soon.

7.2 Budgetary procedures

Sound public finance management requires observance of the budgetary procedure. The ac-
tive involvement of all budget organizations in the budgetary process is a precondition for the
overall success of the procedure as well as for the achievement of the predefined goals.
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In connection with the extension of the scope of the budgetary framework, the budgetary
procedures from the past years helped to gain experience in the institutionalization of the
processes and practices of coordination and monitoring of the general government sector. The
involvement of the budget organizations and legal entities controlled by the state and/ or the
municipalities, which are not part of the Consolidated Fiscal Programme but fall within the
scope of the general government sector, is a positive step in the development of the budgetary
process.

The budgetary procedure for 2015 was organized and carried out in accordance with PFL rules
and requirements and, similarly to the previous one, the individual stages were implemented
under three governments. The planned stages and deadlines for the preparation of the 2015
budget were affected by the political environment and the related financial and economic
consequences, which called for taking measures, including legislative ones, for revision of the
budget for the 2014, giving rise to changes in the basis for preparation of the 2015 budget and
the deadlines for implementation of the second stage of the budgetary procedure. Despite the
reported delay ensuing from the needed time for the new government to start working after
the special parliamentary elections in October 2014 and the required second revision of the
2014 budget, the administration timely developed the draft 2015 State Budget Law (and the
update of the medium-term budgetary framework for the period 2015-2017 as motives there-
to) which was adopted by the 43™ National Assembly on 19 December 2014. The process of
preparation of the 2015 budget was also affected by the amendments to the 2014 State Budg-
et Law made at the end of the pre-terminated mandate of the 42™ National Assembly, ensuing
from an amendment to the 2014 NHIF budget (related to the approval of additional expendi-
tures for health insurance payments at the expense of a reduction of budget organizations’
budgets beyond the already planned expenditure cushion).

In order to guarantee the financial stability of the country and to ensure more realistic basis
for the preparation of the 2015 budget, a draft law amending the 2014 State Budget Law was
prepared and adopted, reflecting the revised macroeconomic forecasts for 2014, the under-
performance of revenues to the state budget, the serious pressure of expenditures in a num-
ber of budgetary systems, the shortage of funding for expenditures under EU Funds and the
potential threats of losing funds, the problems in the banking sector, etc.

Despite the short deadlines after the parliamentary elections and the formation of the gov-
ernment, the draft 2015 State Budget Law and the updated medium-term budgetary frame-
work for the period 2015-2017 were approved by Council of Ministers' Decision No. 791 of 1
December 2014.

The beginning of the preparations for the 2016 Budget was marked by the adoption on 30
January 2015 of the Council of Ministers’ Decision on the 2016 budgetary procedure. This pro-
cedure is based entirely on the Public Finance Law, while adhering to its requirements to the
structure and content of key budgetary documents and deadlines for their adoption. The 2016
budgetary procedure continues the practice from recent years, which ensures the sustainabil-
ity of the budgetary process.

The procedure creates a good organization and ensures the necessary coordination among the
individual spending units in the process of budgetary planning and preparation of the 2016-
2018 medium-term budgetary framework and the draft 2016 state budget.



The budgetary procedure for 2016 complies with the time periods relating to the application of
the mechanisms and measures laid down in the main stages of the European Semester. En-
sured is the attainment of the required by the Semester coordination among the key budget-
ary documents of the government and the commitments related to Council’s opinion and rec-
ommendations on the implementation of the measures laid down in the National Reform Pro-
gramme in the framework of “Europe 2020” Strategy as well as in the Convergence Pro-
gramme.

7.3 Other institutional developments in relation to public
finances

On 8 April 2015 the National Assembly adopted the Law on the Fiscal Council and Automatic
Correction Mechanisms. Its adoption was delayed because of the early termination of the
mandate of the previous 42™ National Assembly in the summer of 2014.

The Law on the Fiscal Council and Automatic Correction Mechanisms has been prepared in
fulfilment of the requirement for establishment of an independent institution for fiscal surveil-
lance laid down in Council Directive 2011/85/EU of 8 November 2011 on requirements for
budgetary frameworks of the Member States as well as in line with the commitments of the
Republic of Bulgaria under the Treaty on Stability, Coordination and Governance in the Eco-
nomic and Monetary Union.

The Law fully transposes Directive 2011/85/EU to the Bulgarian legislation, whose require-
ments have already been implemented with the Public Finance Law and the Statistics Law. It
should be pointed out that the adoption of the Law creates conditions for termination of the
infringement procedure against Bulgaria Ne 2014/0025 in connection with the country’s failure
to notify the national measures transposing Council Directive 2011/85/EC of 8 November
2011.

The adoption of the Law on the Fiscal Council and Automatic Correction Mechanisms also ful-
fils the Council Recommendation of 9 July 2013 on the National Reform Programme 2013 of
Bulgaria and delivering a Council opinion on the Convergence Programme of Bulgaria, 2012—
2016, where Bulgaria was recommended to “establish an independent institution to monitor
fiscal policy and provide analysis and advice”, as well as creates conditions for fulfilment of
Council Recommendation of 8 July 2014 on the National Reform Programme 2014 of Bulgaria
and delivering a Council opinion on the Convergence Programme of Bulgaria, 2014, where
Bulgaria was recommended to “ensure the capacity of the new fiscal council to fulfil its man-
date”.

The Law on the Fiscal Council and Automatic Correction Mechanisms sets up an independent
advisory body on fiscal governance issues called Fiscal Council.

The objectives of the Fiscal Council are to independently monitor and analyse the budgetary
framework with a view to preserving sustainable public finances, as well as to increase the
quality of the official macroeconomic forecasts and budgetary frameworks. Together with
these objectives, the Fiscal Council should also constitute a mechanism for improving trans-
parency and public awareness of the fiscal governance of the country.
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The main function of the Council is to monitor the compliance with the numerical fiscal rules
provided for in the Public Finance Law relevant to the general government sector and the con-
solidated fiscal programme. The Council will prepare reasoned opinions regarding the spring
and autumn macroeconomic forecasts of the Minister of Finance and the based on them draft
medium-term budgetary framework, the Draft State Budget Law and the draft laws amending
the latter, and the draft laws on the public social insurance budget and the National Health
Insurance Fund budget. The Council will also prepare a reasoned opinion on the reports on the
implementation of the state budget, the budgets of the public social insurance and the other
social insurance funds administered by the National Social Security Institute, and the National
Health Insurance Fund budget. In addition, the Fiscal Council will, on detecting significant bias
affecting macroeconomic forecasts from the reported data within a period of at least four con-
secutive years, recommend to the Minister of Finance to take necessary measures to correct
the bias. The Council will also monitor the implementation of the automatic correction mecha-
nisms under Article 3, paragraph 1, letter “e” of the Treaty on Stability, Coordination and Gov-
ernance in the Economic and Monetary Union.

The Fiscal Council will comprise 5 members, including a Chairperson, to be elected by the Na-
tional Assembly on the basis of a preliminary public discussion, with a term of office of 6 years.
The members shall be persons of high morals with at least a Master’s degree in Economics and
not less than 10 years of professional experience in the field of economic analysis and/or pub-
lic finance management. The members of the Council may also have foreign citizenship.

The Law envisages the opinions and recommendations of the Council to be published on its
website, thus ensuring the transparency of its activity. The reasoned opinions and recommen-
dations are not binding, but where the government disagrees therewith it should provide the
reasons therefor in writing. The reasons for the non-agreement shall be published on the web-
sites of the Council of Ministers and of the Ministry of Finance.

The organizational, technical and expert support of the Council activities will be provided by
three experts within the administration of the National Assembly. The requirements to the
three experts will be described in detail in the Rules of Procedure of the Council which the
latter is to adopt and publish on its website.

The resources needed for the functioning of the Council will be planned in the budget of the
National Assembly, specified in a separate expenditure heading.

The Fiscal Council and Automatic Correction Mechanisms Law also regulates the establishment
and application of automatic correction mechanisms aimed at correcting significant deviations
from the medium-term budgetary objective for the structural deficit or the adjustment path
towards it according to Council Regulation (EC) No 1466/97 of 7 July 1997 on the strengthen-
ing of the surveillance of budgetary positions and the surveillance and coordination of eco-
nomic policies.

The Law envisages that in case of identifying any significant deviation from the medium-term
budgetary objective in structural terms the Minister of Finance shall prepare a correction plan
with the main purpose of bringing the fiscal position back to the medium-term budgetary ob-
jective or the adjustment path towards it within a maximum of two years after the year of
occurrence of the deviation. There is a requirement the average annual improvement of the
structural balance to be in the amount of at least 0.5% of GDP for the timeline of correction.



The existence of a deviation from the medium-term budgetary objective can be identified by
the European Commission, the Minister of Finance and/ or the Fiscal Council.

The Law envisages that the correction plan may be temporarily suspended in case of excep-
tional circumstances within the meaning of Article 9 of Council Regulation (EC) No 1466/97 of
7 July 1997 on the strengthening of the surveillance of budgetary positions and the surveil-
lance and coordination of economic policies. When the exceptional circumstances cease to
exist, the Minister of Finance, if necessary, shall prepare a revised correction plan.

The Law is promulgated in State gazette, issue 29 of 21.04.2015 and is in force as of the same
day. Now the National Assembly shall elect the members of the Fiscal Council following a pub-
lic procedure according to Article 89 of the Rules of Organization and Procedure of the Nation-
al Assembly*°. The funds for the functioning of the Fiscal Council for the current year are
planned in the 2015 state budget. v

* http://www.parliament.bg/bg/rulesoftheorganisations
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8. ANNEX A

Table 1a: Macroeconomic prospects

2014 2014 2015 2016 2017 2018
Level Rate Rate of Rateof Rateof Rateof
MBGN of change change change change
ESA chang
code e
81651 1.7 14 1.7 2.3 2.1
Real GDP (at previous year prices) Bl*g
X 82164 2.3 1.7 2.9 3.7 3.6
Nominal GDP Bl*g
Components of real GDP
) . 51223 2.0 2.4 2.9 3.2 2.7
Private consumption P.3
. . 13758 3.8 0.5 14 2.1 2.1
Government consumption expenditure ~ P.3
17 584 2.8 1.8 1.5 2.9 3.2
Gross fixed capital formation P.51
Change in inventories and net acquisi- P.52+ 427 0.5 0.5 0.5 0.5 0.5
tion of valuables (% of GDP) P.53
. 56 140 2.2 2.8 3.1 3.4 3.6
Export of goods and services P.6
R 57 481 3.8 3.6 4.0 4.4 4.4
Import of goods and services P.7
Contributions to real GDP growth (In percentage points)
- 2.5 2.0 24 3.0 2.8
Final domestic demand
Change in inventories and net acquisi- P.52+ - 03 0.0 0.0 0.0 0.0
tion of valuables P.53
-11 -0.6 -0.7 -0.7 -0.7
External balance of goods and services B.11




Table 1b: Price developments

ESA 2014 2014 2015 2016 2017 2018

cod |eyel Rateof Rate of Rateof Rateof Rate of

€ change31 change change change change

GDP deflator 100 0.6 0.3 1.2 1.4 15

-0.4 -0.1 1.1 1.4 1.5
Private consumption deflator 100
HICP® 100 -1.6 -0.6 1.8 1.9 2.0

1.9 0.2 0.9 1.2 13
Public consumption deflator 100

-1.7 -0.1 1.2 13 14
Investments deflator 100
Export price deflator (goods and ser- 100 -0.6 1.2 22 2.7 2.9
vices)
Import price deflator (goods and ser- 100 -1.9 0.6 2.0 2.6 2.8
vices)

Table 1c: Labour market developments

EsA 2014 2014 2015 2016 2017 2018
code Rate of Rate of Rate of Rate of Rate of
Level
change change change change change
Employment (thousand persons)® 34342 04 03 05 09 05
Employment 5646.0 0.3 0.3 0.5 0.8 0.4
(millions of hours worked)**
35 11.4 11.4 10.8 10.2 9.4 9.0
Unemployment rate
Labour productivity 23776.0 13 1.1 1.2 1.4 1.6
(BGN per person employed)®®
Labour Productivity 14.5 1.4 11 1.2 1.4 1.7
(BGN per hour worked )*’
Compensation  of  employees D.1 328923 13 2.1 35 4.5 3.8
(MBGN)*®
13124.2 1.5 1.8 2.8 3.5 33

Compensation per employee

' Ppercentage change as compared to the previous year.

Optional for Stability Programmes.

Occupied population, national accounts definition.
National accounts definition.

Harmonised definition, Eurostat; levels.

Real GDP per one person employed.

Real GDP per one hour worked.

** In MBGN.

32

33

34

35

36

37
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Table 1d: Sectoral balances

ESA

% of GDP 2014 2015 2016 2017 2018
code
Net lending/borrowing vis-a-vis the rest of 8.9 1.6 0.8 0.2 -0.3
the world ’
of which: -0.9 1.4 2.0 2.6
—Balance of goods and services
R R 11 1.0 1.0 1.1
—Balance of primary incomes and transfers
i 1.4 1.2 1.2 1.2
—Capital account
Net lending/borrowing of the private sector B.9 4.4 3.2 2.0 1.0
i i - -2.8 -2.4 -1.8 -1.3
Net lending/borrowing of the general gov EDP B.9

ernment

Statistical discrepancy

Table 2a: General government budgetary prospects

ESA 95 2014 2014 2015 2016 2017 2018

Level % of % of % of % of % of
GDP GDP GDP GDP GDP

Net lending (EDP B.9) by sub-sector

1. General government S.13 -2336.5 -2.8 -2.8 2.4 -1.8 -1.3
2. Central government S.1311 -2517.2 3.1 -3.0 -2.6 2.1 -1.6
3. State government S.1312 0.0 0.0 0.0 0.0 0.0
4. Local government S.1313 119.0 0.1 0.1 0.2 0.2 0.2
5. Social security funds S.1314 61.8 01 0.1 0.1 0.0 0.0

General government (S13)

6. Total revenue TR 29906.7 36.4 35.9 36.0 36.1 36.1

7. Total expenditure TE 32243.2 39.2 38.8 38.4 37.9 37.5

8. Net lending / borrowing EDPB.9 -2336.5 -2.8 -2.8 -2.4 -1.8 -1.3

9. Interest expenditure EDP 596.2 0.7 1.0 1.0 1.2 11
D.41

10. Primary balance -1740.3 -2.1 -1.8 -1.4 -0.7 -0.2

11. One-off and other temporary
measures

Selected components of revenue

12. Total taxes (12=12a+12b+12c) 167763 204 20.5 21.2 21.2 21.2
12a. Taxes on production and D.2 121789 14.8 14.8 15.5 15.5 15.5
import

* Forthe purposes of the forecast the data on trade in goods and services were technically adjusted from the 5th to the 6th edition of

the Balance of Payments and International Investment Position Manual, while using data under ESA 2010. No amounts are
presented for the current account and the trade balance because there are no official data under the 6th edition of the Manual.



ESA 95 2014 2014 2015 2016 2017 2018
Level % of % of % of % of % of
GDP GDP GDP GDP GDP
12b. Current taxes on income. D.5 43885 5.3 5.5 5.5 5.5 5.4
wealth. etc.
12c. Capital taxes D.91 208.9 0.3 0.3 0.2 0.2 0.2
13. Social contributions D.61 6448.8 7.8 8.0 7.8 7.7 7.5
14. Property income D.4 564.2 0.7 0.4 0.3 0.3 0.4
15. Other 6117.4 7.4 7.2 6.8 6.9 7.1
16=6. Total revenue TR 29906.7 36.4 36.0 36.0 36.1 36.1
Tax burden (D.2+D.5+D.61+D.91-D.995) 232251 283 28.4 29.0 28.9 28.7
Selected components of expenditure
17. Compensation of employees + D.1+P.2 125978 153 14.6 14.4 139 13.6
intermediate consumption
17a. Compensation of employees D.1 7956.0 9.7 9.1 9.1 8.9 8.7
17b. Intermediate consumption P.2 4641.8 5.6 5.5 5.3 5.0 4.9
18. Total social transfers (18=18a+18b) 122642 149 15.0 14.9 14.7 14.5
of which Unemployment benefits D.621. 340.2 04 04 04 0.4 03
D.624
18a. Social transfers in kind D.6311. 2031.0 2.5 24 2.3 2.4 2.3
D.63121
D.63131
18b. Social transfers other than in kind D.62 102331 125 125 125 123 12.2
19=9. Interest expenditure EDP 596.2 0.7 1.0 1.0 12 11
D.41
20. Subsidies D.3 970.8 1.2 1.0 1.0 1.0 1.0
21. Gross fixed capital formation P.51 4096.6 5.0 5.0 4.6 4.8 4.9
22. Capital transfers D.9 359.1 0.4 0.7 1.0 0.9 0.8
23. Other 13585 1.7 15 15 1.5 1.5
24=7. Total expenditure TE1 32243.2 39.2 38.8 38.4 37.9 37.5
Government consumption (nominal) P.3 14025.9 17.1 16.9 16.8 16.7 16.7
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Table 2b: No-policy change projections

2014 2014 2015 2016 2017 2018
Level of GDP of GDP of GDP of GDP of GDP
1. Total revenue at unchanged 29 906.7 36.40 35.55 35.76 35.96 35.93
policies
2. Total expenditure at unchanged 321985 39.19 39.00 38.44 37.92 37.44
policies

Table 2c: Amounts to be excluded from the expenditure benchmark

2014 2014 2015 2016 2017 2018
Level of GDP of GDP of GDP of GDP of GDP

1. Expenditure on EU programmes fully 2490.0 3.0 3.0 2.7 3.1 3.2

matched by EU funds revenue

2. Unemployment benefit expenditure at -9.0 -0.01 -0.01 0.00 0.00 0.01

unchanged policies

3. Effect of discretionary revenue measures 0.0 0.0 0.4 0.3 0.2 0.2

4. Revenue increases mandated by law 0 0 0 0 0 0
Table 3: General government expenditure by function

of GDP ESA code 2013 2018
1. General public services 1 4.2 4.4
2. Defence 2 1.2 1.0
3. Public order and security 3 2.7 2.2
4. Economic activities 4 5.0 5.5
5. Environmental protection 5 1.0 1.5
6. Housing and community amenities 6 1.3 1.2
7. Health care 7 4.6 4.6
8. Recreation. culture and religion 8 0.8 0.6
9. Education 9 3.8 3.3
10. Social protection 10 13.7 131
11. Total expenditure (=item 7=24 in Table 2) TE1 38.3 37.5




Table 4: General government debt

of GDP ESA 2014
code

2015

2016

2017

2018

1. Gross debt *° 27.6
2. Change in gross debt ratio 9.3
Contributions to changes in the gross debt to GDP ratio

3. Primary balance “ -2.1

4. Interest expenditure ** EDP 0.7
D.41

5. Stock-flow adjustment

of which:

Differences between cash and accruals®

Net accumulation of financial assets™

of which: privatisation proceeds 0.00
Valuation effects and other® 01
Implicit interest rate on debt*® 4.4
Other relevant variables

6. Liquid financial assets”’

7. Net financial debt (7=1-6)

8. Debt amortization since the end of the 9.2
previous year

9. Percentage of debt denominated in 79.5
foreign currency

10. Average maturity 5.6

29.8

2.2

-1.8

1.0

0.07

0.1

3.7

16.7

78.1

7.9

30.1

0.3

-1.4

1.0

0.03

0.1

3.2

6.7

77.1

6.9

30.4

0.3

-0.7

1.2

0.04

0.1

3.7

8.0

77.4

7.1

0.5

-0.2

1.1

0.02

0.1

3.8

3.7

78.6

6.7

40

41

42

43

a4

45

46

47

As defined in Regulation 3605/93 (not an ESA concept).
Cf. item 10 in Table 2.
Cf. item 9 in Table 2.

The differences concerning interest expenditure, other expenditure and revenue could be distinguished when relevant or in case the

debt-to-GDP ratio is above the reference value.

Including liquid assets, government securities, assets in third countries, government controlled enterprises and the difference
between quoted and non-quoted assets could be distinguished when relevant or in case the debt-to-GDP ratio is above the

reference value.

Changes due to exchange rate movements, and operation in secondary market could be distinguished when relevant or in case the

debt-to-GDP ratio is above the reference value.

Proxied by interest expenditure divided by the debt level of the previous year.
AF1, AF2, AF3 (consolidated at market value), AF5 (if quoted in stock exchange; including mutual fund shares).
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of GDP

Table 5: Cyclical developments

Difference(pp.)

ESA code 2014 2015 2016 2017 2018
1. GDP growth () 1.7 1.4 1.7 23 2.1
2. Net lending of general government EDP B.9 -2.8 -2.8 -2.4 -1.8 -1.3
3. Interest expenditure EDP D.41 0.7 1.0 1.0 1.2 1.1
4. One-off and other temporary measures 0.0 0.0 0.0 0.0 0.0
5. Potential GDP growth () 1.8 1.9 2.0 2.1 2.2
contributions:
labour 0.1 0.3 0.4 0.4 0.3
capital 1.1 1.1 1.0 1.0 1.0
total factor productivity 0.5 0.6 0.6 0.7 0.8
6. Output gap 0.0 -0.5 -0.8 -0.6 -0.7
7. Cyclical budgetary component 0.0 -0.2 -0.2 -0.2 -0.2
8. Cyclically-adjusted balance (2 - 7) 29 27 22 16 11
9. Cyclically-adjusted primary balance (8 + 3) 21 1.7 11 05 0.0
10. Structural balance (8 — 4) 29 2.7 2.2 16 11
Table 6: Divergence from previous update
ESA 2014 2015 2016 2017 2018
code
Real GDP growth ()
Previous update 2.1 2.6 3.4 3.4
Current update 1.7 1.4 1.7 2.3 2.1
Difference(pp.) -0.4 -1.2 -1.7 -1.1
General government net lending ( of GDP) EDP B.9
Previous update -1.8 -1.5 -1.1 -0.9
Current update -2.8 -2.8 -2.4 -1.8 -1.3
Difference(pp.) -1 -1.3 -1.3 -0.9
General government gross debt ( of GDP)
Previous update 22.8 22.2 233 20.6
Current update 27.6 29.8 30.1 30.4 30.9
+4.8 +7.6 +6.8 +9.8




Table 7: Long-term sustainability of public finances

of GDP 2007 2010 2020 2030 2040 2050 2060
Total expenditure 38.2 37.4 37.0 37.8 38.6 40.3 40.9
Of which: age-related expenditures 15.2 18.5 18.1 18.9 19.6 214 22.0
Pension expenditures 7.5 9.7 9.2 9.5 9.9 10.8 11.2
Social security pension 7.2 9.4 8.9 9.2 9.6 10.4 10.8
Old-age and early pensions 5.7 7.8 6.9 6.8 7.0 8.0 8.6
Other pensions (disability. survivors) 1.6 1.6 2.0 2.4 2.6 2.4 2.1
Occupational pensions (if in general

government)

Health care 4.0 4.6 4.7 5.0 5.4 5.9 5.9
Long-term care

Education expenditure 3.7 3.7 3.9 4.1 4.0 4.4 4.7
Other aging-related expenditures 0.1 0.4 0.3 0.3 0.3 0.3 0.3
Interest expenditure 1.1 0.7 1.1 1.1 1.3 1.9 2.8
Total revenue 39.4 34.1 36.1 36.1 36.1 36.1 36.1
Of which: property income 1.3 1.2

Of which: from pensions contributions
(or social contributions if appropriate) 5.8 7.3

Pension reserve fund assets

Of which: consolidated public pension
fund assets
(assets other than government bonds)

Social contributions diverted to manda-

tory private pension scheme 48 0.8 1.0

Pension expenditure paid by mandatory

private pension scheme 49 0.0 0.0

Labour productivity growth 3.6 4.7 2.4 2.0 2.3 2.0 1.5
Real GDP growth 6.9 0.7 1.4 1.0 1.1 0.9 1.4
Participation rate males (aged 20-64) 78.3 77.3 79.6 80.0 79.1 79.4 80.7
Participation rate females (aged 20-64) 68.3 68.0 70.7 70.4 68.4 68.2 70.2
Total participation rates (aged 20-64) 73.3 72.6 75.2 75.3 73.8 73.8 75.5
Unemployment rate (. people aged 15-

64) 6.9 10.2 8.8 8.0 7.3 7.3 7.3
Population aged 65+ over total popula-

tion 17.3 17.5 215 24.3 27.1 30.1 31.8

*  Revenue from social security contributions or other revenue for the mandatory additional pension insurance, with which the

accounts payable can be covered.

* pension expenditure or other social benefits paid by the mandatory additional pension insurance.
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Table 7a: Contingent Liabilities

of GDP 2014 2015
Government guaranteed debt 0.6 0.6
Of which: linked to the financial sector 0.2 0.1
Table 8: Basic assumptions

2014 2015 2016 2017 2018
Short-term interest rate (annual average) 021 0.01 0.03 0.14 031
6-month LIBOR in EUR.
Short-term interest rate (annual average) 033 0.67 191 3.27 4.05
6-month LIBOR in USD.
Long-term interest rate (annual average). 3.35 2.36 2.40 2.48 2.56
USD/EUR exchange rate (annual average) 1.33 111 1.10 1.10 1.10
Nominal effective exchange rate. percentage

. 50
change. previous year = 100
EUR/BGN exchange rate (annual average) 1.95583 1.95583 1.95583 1.95583 1.95583
World economy (excluding EU). GDP growth. 33 3.5 3.7 38 3.8
EU GDP growth. 13 16 1.8 1.9 1.9
Growth of relevant foreign markets.
World import volumes. excluding EU.
Oil Brent (USD/barrel) 98.9 615 68.8 744 77.8
International prices of non-energy goods. -4.6 -5.0 0.8 0.8 0.9
International prices of food products. 7.1 4.3 0.2 0.2 0.3
International prices of agricultural raw materials. -3.6 6.1 21 2.2 2.2
-6.6 -5.3 1.1 1.2 1.3

International prices of metals.

50

The positive values reflect appreciation, the negative — depreciation.



