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1 OVERALL POLICY FRAMEWORK AND
OBJECTIVES

The Convergence Programme of the Republic of Bulgaria (2016-2019) outlines the key policy
priarities in support of economic growth within a framework of sustained macroeconomic and fiscal
stability.

With regard to public finances, a major policy goal i to keep fiscal sustainability and to overcame the
macroeconomic imbalances through gradual fiscal consolidation and measures to support econamic
growth, Consistent, transparent and predictable fiscal policy-making is of paramount importance for
impraving the business environment, promoting investment and encouraging labour market
develapm ent.

An important strategic policy aspect is aimed at increasing the productivity and competitiveness of
the economy in order to achieve balanced growth, sustainable convergence and higher living
standards in the long run. In this regard, policies to improve the quality of education, reduce the
administrative burden, ensure effective and transparent absorption of EU funds, promote
infrastructure investment, eliminate barriers to private sector investment, including within the third
pillar of the Investment Plan for Europe (the so called “luncker” Plan), are of high priority,

In the medium term, fiscal policy is aimed &t maintaining the sustainahility of budgetary framewark in
the context of Bulgaria’s commitments under the Stahility and Growth Pact, as well as under Title 11l
of the Treaty on Stability, Coordination and Governance in the Economic and Monetary Union, nthis
regard, strict budgetary discipline is a fundamertal 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,

hedium- and long-term sustainability of public finances is seen as a major priority with regards to
enhancing confidence and creating a predictable investment and business ervironment, 10 this
update of the Convergence Programme Bulgaria retains its medium term objective for a structural
deficit of 1%,

Tax and social security policies are supportiveto investrment, employment and economic growth, thus
aiming at fiscal and macroeconomic stability. Increasing the tax collection and effective combat
against tax fraud and tax evasion are of high priority, Lowering tax compliance cost for citizens and
businesses and reducing administrative burdens are also of paramourt importance,

In the cantext of preserving macroeconamic stability, Bulgaria keeps its firm commitment to maintain
the Currency Board Arrangement at the existing fixed exchange rate of BGMN 195583 to EUR 1 until
the country joinsthe Euro area,

This Corvergence Programme has been approved by the Council of Ministers and examined by the
MNational Assembly, It comprises seven chapters,

The first chapter cortains the overall framework of the government economic policies and objectives,
The second one preserts an analysis of the key macroeconomic developrments and medium term
farecast,
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The third chapter makes an overview of strategic fiscal policy objectives with regard to the budget
balance and government dekt. 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 strategy of the government and an assessment
of their quantitative effects are also included.

The fourth chapter presents a sensitivity analysis of the forecasts, with an alternative medium term
economic development scenario. Special attention is paid to the sensitivity of budgetary projections.
The impact of changed assumptions under the macroeconomic baseline scenario on government
dekbt is also outlined,

Chapter five is dedicated to the sustainahility of public finances, The main focus here is onthe long-
term budgetary outlook with a view to theimpact of ageing population,

The sisth chapter deals with the guality of public firances, It presents the government policy strategy
inthis area, the composition of expenditure and the structure and efficiency of revenue systems,

The seventh chapter provides an averview 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 legizlative changes relevant to publicfinances,

The current Convergence Programme presents measures and developmerts addressing the first out
af the five Council Recommendations of 14 July 2015 on the 2015 Mational Reform Programme of
Bulgaria, containing the Council Opinion on the 2015 Corvergence Programme of Bulgaria’, namely:

*  Country Specific Recommendation 1: Avoid a structural deterioration in public finances in
2015 and achieve an adjustment of 0.5 of GDF in 2016, Take decisive measures to imprave
tax collection and address the shadow econormy, bazed on a comprehensive risk analysis and
evaluation of past measures, Improve the cost-effectiveness of the health care systern, in
particulan by reviewing the pricing of health care and strengthening ocutpatient and primary
care.

Y@ c2¥e, 18082015
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2 ECONOMIC OUTLOOK

2.1 World economy/technical assumptions

The current Convergence Programme is based on the macroeconomic framewaork for the period
2016-2019, developed using the medium term macroeconomic model of the Ministry of Finance
with key assumptions for the esternal erwvironment as of mid-March 2016, provided by the
International Monetary Fund, the Warld Bank, the European Cammission, and the Bulgarian Ministry
of Finance.

Table 2-1: Assumptions on Key Macroeconomic Indicators

2016 2017 2018 2019
Globd econormy (real growth, %) 32 36 37 349
ELNGDP jred growth, %) 20 20 19 19
UEDYEUR exchange rate, annual average 1.09 1.09 1.09 109

Iriternational cornmodity prices [in USD %)
0il Brent (L5D/barrel) 242 141 = 6.9
Morrenergy goods -a5 4.7 01 06
Food 56 a9 45 0o
Beverages 152 0.2 11 0.0
Agriculturd raw materids Al0s 0.4 04 0.0
hletals 141 15 04 22
Six-rnonth LIBOR an U5D-denaminated depasts 085 152 247 325
Six-rnonth LIBOR on EUR-denominaed deposits .52 .57 .24 -0.03

Source: IMF, WE, EC, MF
2.2 Cyclical developments and current prospects

2.2.1 Economic growth

In 2015 the Bulgarian GOP growth reached 3% - the highest value since 2008, driven by both external
(2.1 pp)and domestic (0.9 pp) demand.

Irmproved demand from the EU trading partners led to accelerated increase of goods and services to
7.6%, and, with moderate growth in import (4, 4%), resulted in a positive contribution of net export to
GDF growth in 2015,

Af the same time, growth in final consumption slowed down to 0.7% against 2.2% in 2014, This
development was influenced by the consumption of households, The negative price dynamics could
not fully compensate the slower increase of nominal income, mainly as regards the compensation of
employees, 45 a result, the increase in the real disposable income of househalds slowed down
against 2014 and the consumer expenditures increased by only 0.8%.

Growth in fixed capital investment came out at 2.5% and for the third consecutive year was formed
by public capital expenditures which increased due to the funds disbursed under EU Operational
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Programmes, including national cofinancing Private investment® decreased further, Growth in the
gross operating surplus — the indicator showing the financing sources of investment projects — slowed
down during the year,

The econamic activity in the courtry slowed down onthe supply side, The gross value added growth
was 1.5% in 2015 compared to 1.8% in 2014, This was a result of the worse performance of services
compared to 2014 and of a decline inagriculture whereas the dynamics inindustry was positive,

G in industry increased by 3.1% in 2015, supported by the strong performance of exports, “alue
added in construction also improved (1.4%). Construction output increased by 2.4% on average for
the year and both civil engineering and building construction contributed positively to the reported
growth. Lower consumption resulted in slower growth of value added in services to 1.2% against
1.9% in 2014, Growth was reported for all activities in the sector, Reql estate opergtions were the
largest cortributor due to the higher number of real estatetransactions in 2015,

2.2.2 Cyclical position®

According to the Ministry of Finance estimates, the potential GDP growth in 2015 was 2.7% and is
expected to slow down to 2.4% in 2016, The gradual increase in total factor productivity will
cortribute to the progressive acceleration of growth in the following years and in 2019 growth is
expected to reach 2.6%. The positive dynamics of the labour market observed in 2015 resulted in a
decline in MawRL, 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 to potential growth over the forecast period, The slowdown in investrment in
2016 will slightly reduce the contribution of capital stock to potertial growth aver the forecast period
and growth in investrment in 2018 and 20139 is expected to result in increased capital stock at the end
of the period,

Higher growth of potential output compared to the actual one is expected in 2016 and, as a result,
the negative output gap will increase to 0.7%. Inthe period 2017-2019, the economy will come closer
to its potential but the negative output gap will persist, at 0.5% in 20139,

2.3 Medium term scenario

In 2016, the growth of the Bulgarian economy is expected to slow down to 2.1% as a result of the lower
positive contribution of net exports and the decline in public capital expenditure. Moderate growth of
export is expected due to the high basis from 2015, The change in resource requirement s of the export-
orierted sectors will restrict import growth, although the deceleration will be limited by the stronger
increase in consumption of households, The decline in public investment in 2016 is associated with the
time needed to technically adjust and launch the implementation of projects under the programmes
financed from the EU funds in the new 201 4-2020 financial framework, Private investment in dwellings is
projected to increase due to the higher real estate demand and the increase in real house prices
Investment in machinery and equipment will also improve as a result of the increased capadty utilisation
in industry bt growth in private investmert will not be able to compensate the decline in public
investrent. &k the same time, the favourable developmert of employment and the increase in the real
disposable income of households are expected to support the increase in consumer expenditure and the
growth registered in the secand half of 2015 is expected to continue, t02.1% in 2016,

* Private irvestment is measured as the difference between itvestrent for the whole econorny and irvestiment for

General Gover nment sector

Cyclicd devdoprent of the econarmy is measured by the output gap indicator It is caloulated = a ratio to potential GODP
of the differ ehce between the actual output of an economy and its potertial output. The potential GDP of the Bulzarian
economy was calculated using the production fundtion based on a methodology developed by the EC: Karel Harik &
Kieran Mc Maorrawe & Fabrice QOrlandi & Christophe Planas & Rafal Racibarski & Werner Roeger & Alessandro Rossi &
Anna ThurrThysen & Yalerie wandertneulen, 2014, "The Production Function Methadolagy for Calculaing Patentid
Grovwth Rates & Output Gaps," European Economy — Econommic Papers535
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Fgure 2-1:  Contributions to GOP growth, by components (pp)
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In 2017, the growth of the Bulgarian economy will accelerate to 2.5%, private consumption being the
main contributor affected positively by an increase in employment and the more favourahble
consumer attitude with regard to the income of households, Investment is expected to remain
neutral (with zero contribution) to GDP growth in 2017 despite the slowdown in public investment
decrease and the accelerated growth of private investment, The contribution of net export will
remain positive but will continue to slow down, as a result of accelerated import supported by
activated domestic demand,

Dwring the 2018-2019 period the economic growth will gradually accelerate to 2.7%, with private
consumption and investrment being the main contributors, They are expected to be positively
dffected by the improved business climate in the country and the increased credit activity, Public
capital expenditure is expected to increase starting from 2018, The export of goods and services will
o up and, coupled with the increased domestic demand, will result in accelerated import growth,
Thus the positive contribution of net export will gradually decrease to 0.1 pp at the end of the
forecast period.

The risks to the realisation of the outlook for growth of the Bulgarian economy are balanced, The
fragile external ervironment poses & negative risk”. In the adtumn of 2015, the international
institutions revised downwards their expectations about global and Euro area growth, The migration
pressure on some EU kember States and the border control betwesn certain countries could restrict
trade in the region The weaker performance of the European economy poses a risk not anly to the
growth of Bulgarian export; it could result in lower investment activity and lower consumer
corfidence in Bulgaria, On the other hand, the positive developmernt observed in the labour market
could contribute to higher than forecast consumer expenditure. Taking measures to improve the
investment environment would result inincreased private investment in the economy. The migration
flow to EU Mermber States could also lead to a policy of higher than expected governmernt
expenditure for all countries inthe region and to higher final consumption in the short term. In the
medium term, the effect will be determined by the degres of labour market integration of refugees.

*  Apalternative econommic development scenario which addresses thisrisk is described in Chapter 4.
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2.4 Sectoral Balances

2.4.1 Labour market, incomes and labour productivity

In 2015, the labour market in Bulgaria cortinued to recover The main source of employment growth
in the country was due to high external demand. The upward trend of employment in services was
determined by growth in internal demand.

As @ result of the buoyvant economic activity in 2015 the demand for labour in the country
accelerated and the number of employved people increased by 0.4%°. Higher employment in industry
(2.0%) was influenced by growth in industrial production and by the strong performance of export,
The number of people employed in construction also went up (2.5%), supported by the increased
econamic activity in civil engneering. The number of people employed in services registered growth
at 0.6%, the main contributor being some high-tech activities like information and communication,
The number of people employed in agriculture decreased compared to a year earlier as a result of a
[ower added value,

The unemployvrment rate continued its downward trend, reporting a decrease of 2.3 ppto a level of
9.1%" in 2015, Lower unemployment was due to higher employment but also due to a shrinking
warkforce as a result of the negative demographic developments. The dowrward trend in
unemploymert was also confirmed by the data on registered unemployed, The reported increase of
employed pecple and the decrease in newly-registered unemployed proved a subsiding of
employment shedding processes and increased demand for labour in the real sector of the econamy.
The favourable development reported for unemployment was related to improvement in the
structural indicators of the labour market, including longterm unemployment rates and youth
unermploym et rates.

The positive developrmernt registered in the labour market in 2015 is expected to cortinue in 2016,
Based on short-term business statistics data, in the first two months of 2016 employers’ perceptions
of recruiting personnel improved both inindustry and in services. Furthermare, inJanuary consumer
perceptions of unemployment in the next 12 months registered improvement, Current data on
registered unemployment in January and February confirmed that the downward trend in the annual
development of unemploym ent continues,

Agure 2-2 Employment d evelopments and unemployment, 5
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Employment growth in the economy will slightly accelerate to 0.5% in 2016, supported by the
favourable development expected in the private sectar. With the gradual acceleration of growth in
domestic demand and strengthening the positive impact of the exernal ervironment on the
econormic activity in the courtry, in the 2017-2019 period employment growth is expected to
accelerate to an annual average of 0.6% over the review period, Increased demand for labour will
lead to further decrease in unemployment to 8.6% in 2016, The indicator is expected to show mare
lirnited decrease compared to the development reported in 2014 and 2015 hecause of the smaller
reduction of the workforce as a result of the measures taken to increase retirement age and length of
service. The latter are expected to have stronger effect on the economically active population
towards the end of the forecast period because of the gradual increase of the retirement age and
length of service by months over the vears, &8 the end of the forecast period the unemployment rate
will go down to 7.1%.

The positive development of employment was accompanied by an upward trend in labour
productivity of the Bulgarian econamy, with real labour productivity accelerating to 2.6% in 2015, All
economic sectors were positive contributors, topped by industry. The current development of the
dizcussed indicator cortributes to improved cost competitiveness of undertakings, as measured by
the development of unit labour costs, In 2015, the latter decreased by 0.7% in nominal terms and by
1.1% in real terms.

Along with the employment recovery in the courtry, the compensation per employee was
characterised by a significantly lower growth rate of 1.8% in 2015, as compared to previous years.
The main ontributor of lower growth were services where wages changed negligibly (0.2%).
Decreased compensation per emploves was reported also in trade. It was a result of limiting labour
costs other than those related to the basic wage. It should be noted that a significant wage increase
was reported for some of the activities in services which were characterised by increased demand of
highly qualified workforce, Unlike services, wage growth in industry came at a considerably higher
rate of 5.3%, the greatest contributor being the export-oriented activities in the sector,

Fgure 2-3 Real Unit labour Costs, %
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The favourable development registered inthe labour market in 2015 is expected to continue in 2016,
Real labour productivity will increase to 2-2.5% on average for the whole forecast period and will
have more favourable developrment compared tothe levels reported for 2013 and 2014, Unlike 2015,
inthe following years incomes will increase at a higher pace, given the higher demand for labour and
the continuing increase in labour productivity which, in turn will, suppart higher consumption of
households over the forecast period,

11
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Compensation per employee and labour productivity are expected to develop at similar rates. The
share of compensation per employee in gross value added will increase slightly and thus growth of
unit labour costs will be limited to 0.4% and 1.5% in real and nominal terms accordingly, on average
forthe2016-2019 period,

2.4.2 Inflation
The annual HICP inflation rate inthe country remained negative throughout the entire 2015, slowing

down to -0,9% in December, The average annual inflation rate was -1.1%,

Agure 2-%  Inflation mte (%) and contributions (pp) by main HICP components, compared to the
corresponding nonth of the previous year
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Lower transport fuel prices as a result of the decline of crude oil prices on global markets were the
rmain driver behind the headline index dynamics during the yearn The negative core inflation also
dowed down significantly and turned positive as of September 2015, The appreciation of the US
dollar against the Eura contributed to limiting the decreases in prices of non-energy industrial goods
and durables in particular &t the same time, the dowrnward trend in services' prices has reversed in
the second half of the yvear as a result of the waning of one-off effects on communication service
prices, as well as the higher prices in catering and tourism.

Regulated prices reported a decrease of 1.1% on average at the year-end. Prices of central gas and
heating supply posted the largest declines, down by 20 and 15% yoy respectively as in December
2015,

In January 2016 the decrease in the headline rate narrowed to -0.4% but widened againto -1.0% yoy
in February, dueto the continuing fall in prices of transport fuels,

Consumer prices are expected to report a positive change at the end of 2016 as the negative inflation
rateis assumed 1o decelerate and turn to positive values inthe second half of the year, However, the
average annual inflation rate will rermain negative, at -0.8%,

Energy will largely account for the negative change in the headline rate at the year-end as a result of
the expected decling in international oil prices and the lower domestic fuel prices, The depreciation
af the Eura against the US dollar will provide for a further slowdown in the negative change in prices
of non-energy industrial goods, The increase in food prices will be close to that in the previous year
and the increase in services' prices is expected to accelerate slightly, supported by the higher
domestic demand.

The annual average irflation rate in 2017 is projected at 1.1% and it iz expected to accelerate in 2018-
2019 under the assumption for higher international prices of crude ail and the ather major non-
energy commadities, as well as stronger domestic demand.
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Table 2-2; HICP forecast for the 20162019 period

2016 2017 2015 2019
Annud aseraze inflation (%5) 1.8 11 12 14
Endaof-period inflation (%) 0.3 1.0 13 14

Changes inthe tax policy over the projection horizon will have a relatively weak impact on consumer
price dynamics The envisaged increase of excise duty on cigarettes in 2016-2018 is expected to raize
their prices by an average of 4% at the end of 2016 and 3.6% in 2017, contributing thus by 0,17 and
0.15 pp tothe change in the headline rate in the corresponding year, Prices of cigarettes in 2018 are
expected toincrease by 1.8% which will add 0,08 pp to the end-of-period inflation,

Risks to the inflation autlock are largely tilted to the downside. Stronger-than-assumed fall in prices
of crude oil and other non-energy commodities would trigger a larger decrease in the headline rate,
A the same time, weaker domestic demand could result in more subdued core inflation than
currently expected.. On the other hand, supply disruptions of major agricultural commodities,
especially food products, on a global scale as a result of adverse weather conditions could cause
higher inflation in Bulgaria, & possible supply freeze agreement among OPEC members could also
result in a fasterthan-assumed rebound in international oil prices.

2.4.3 External sector

In 2015, the balance of the current and of the capital account improved. The overall balance reached
asurplus of EUR 2 hillion (4.6% of GDP) against EUR 1.3 killion (3.1% of GDP)in 2014,

The improvement came on the back of positive balance on Goods and Services, as well as the higher
balances on Secondary income and Capital Trarsfers, which traditionally post surpluses, The better
performance in services was driven by an accelerated increase in expaort of other business sendces (in
particular, of technical, trade-related and other business services). Export of goods increased by 5.5%,
and surpassed the rise in import (1.3%). Since the decrease in international prices resulted in
negative deflators, the reported nominal increase in both export and import was due to large
quantities traded, The import growth was driven by the raw material requirements of the export-
oriented sectars, while the export dynamics was influenced by one-off effects as well as by impraved
competitiveness,

Agure 2-5  Export competitiveness vis-a-vis 10 leading trade partn ers (pp}
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source: International Trade Centre, WF

T The size of the bubbles reflects the co uritry's share in Bulgarid s export inthe period lanuary — September 2015, Market

dvhamics is cadculated as the difference betsween the national and the global annual increase in import in the period
lanuary-Seprernber 2015, Campetitiy eness is the difference between the increase af Bulzarid s export 1 those countries
andtheincrease in theirimport.
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In 2015, rmost of Bulgaria’s foreign trade partners reported weak market dynamism characterised by
[owy total impart, Mevertheless, the caompetitiveness of Bulgaria towards most of them improved.

The dynamics of export resulted in improvement of Bulgaria’s market positions, The share of
Bulgaria's export in world imports remained unchanged on average during the January-September
period. However, growth in export was higher than growth in intra-E imports,

Agure 2-6¢  Bulgaria’s share in intemational trade (3)
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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 period and has even
registered separate periods of decline compared to the same guarter & year earlier, Only REER baszed
on naminal unit labowr costs for thetotal economy reported accelerated growth in 2013 till mid-2014
mainly as a result fram the accelerated increase in unit labour costs, There was alsa an influence,
though not as significant, coming from the observed appreciation of the Euro and the related
increase in the nominal effective exchange rate. Since early-2015, however, an adjustrment was
ohserved and REER with this deflator reported a decrease on an annual basis during the first three
quarters of the year,

Agure 2-7:  REER, Bulgaria vis-a-vis 36 indusirial countries, 2005=100
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REER baszed on the nominal unit wage costs in manufacturing (compensation of employees to GuWA) is
considered a more reliable measure of competitiveness as it compares the increase in labour costsin
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 and,
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what is maore, its development in the past year generally follows that of the nominal effective
exchange rate,

In the medium term, REER of the Bulgarian lev iz expected to continue appreciating as a result of the
positive differential of labour productivity growth and the pace of economic convergence towards the
maore acvanced EL Member States,

In 2016, export will continue to grow in real term, but at a more moderate pace. The change in
resource requirements of the export-oriented sectors will restrict import growth, although the
deceleration will be limited by the stronger increase in consumption. The continuing dowmward
dynamics of international prices in 2016 will keep the trade deflators negative but the decrease in
export prices will e smaller than the decline in import and positive trading conditions will persist,
just as in 2015, Therefore, we expect an improvement in the balance of trade The balance on
Services and on Primary incorre will remain practically unchanged as a share of GDR 25 final
payments under the operational programmes of the 20072013 period aremade and work under the
new programming period (2014-2020) is starting, there will be a decrease in the related current and
capital transfers in 2016, Mevertheless in the current yvear the improved trade deficit will fully
caompensate for the lower surplus on Secondany income and the Current aecownt balance will imprave
to 1.8% of GDR The Capital account surplus will be below 2% of GDF.

With the acceleration in domestic demand starting from 2017 imparts growth will also speed wp. Still,
real growth in expart is expected to outpace that of import till 2018, The expected price dynamics of
rain commodities will result in import price deflator surpassing the export price deflator, leading to
negative terms of trade. Reflecting both price and volume dynamics trade deficit will cortinue to
improve up to 2017 and will gradually increase afterwards, Throughout the forecast period the
negative trade balance will be ertirely offset by the surplus on Senvices which will amount to 6.2-6.3%
of GOR, supported by a moderate increase in revenues from towrism and irtensified trade in other
services, There will be a smooth increase inthe surplus on Secondany income, through transfers from
the EU. After the initial improvement, the Current gecownt balance will remain at the level of 1.7-2%
of GOP aver the forecast period,

Agure 2-& Current account (% of GOP}
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In 2015 there were net financial flows in Bulgara worth EUR 940 million, recorded under the
Arancial aocaunt®of the Bolonce of Poywents, The main contribution came from foreign direct
investrment. Inward FOI amounted to EUR 1.6 hillion, making up 3.6% of GDF, and took the farm of
equity holdings and reimvested earnings by parent companies to local entities,

# Andytical presentation of the balance of payments
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Fgure 2-% FDI flow in the country — EU-10 (% of GOPR, 2015)
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FOI levels in the country are expected to remain at about 3.7% of GDP over the 2016-2019
period. The contribution of net Portfalio investments to the Aroncial account will be determined by
governmernt s incurring new debt and by the repayment of principal under the gavernment debt in
Eurc bonds maturing in 2017,

Figure 2-10: FDI dynamics, Bulgaria
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The negative risks to the forecast result from the unstable esxternal environment. Possible
unfavourable developments in the EU courntries and Turkey which are Bulgaria’s major trading
partners could considerably limit export, while the uncertainty in the region would lower investors’
interest and thus the inflow of FOI

2.44 Monetary sector

The main ohjective of the monetary policy in Bulgaria is to maintain price stakility by securing the
stability of the national currency, This ohjective is achieved within the Currency Board Arrangement
and a fixed exchange rate of the national currency to the Euro,

As of December 2015, the market value of Bulgaria's international foreign currency reserves — the
assets inthe balance of BMB'S 1ssus Department® - increased by EUR 3.8 killion year-on-year, to EUR

*  The market vaue of incernations fareigh currency reseryes includes adjustiments cavering transactions, ecchange

differences and price revaluations.
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20.3 billion. Foreign currency reserves covered 8.5 months of import of goods and non-factor
services, and the reserves to short-term external delt ratio amounted to 257.3%. A< of February
2016, international foreign currency reserves amounted to EUR 13,7 hillion, going up by EUR 2.6
billion year-on-year mainly as a result of increased liahilities to the government and to budgst
arganisations and liakilities to banks, as well as, to a lesser extent, as a result of increasing money in
circulation,

According to the currency board operating principles, the increase in the international foreign
currency reserves corresponded to an increase in the book walue of the liabilities of the lssue
Departrment, Theincreaseinthe banks' deposits at the BMB was the main cortributor to the increase
in liakilities year-on-year at the end of 2015, In the context of limited investment opportunities,
banks preferred to keep their excess liguidity, resulting from the continued increase of deposits in the
banking system in the context of weak lending activity, in the form of excess reserves with the BRE,
The measures taken by the BMNE to counteract external rizsks to the banking sector in Bulgaria also
contributed to & stronger liquidity position of banks In December, the excess reserves of banks,
estimated as the amaunt with which the funds, kept by banks in accounts with BME, exceed the
required minimurm reserves under Ordinance MNo, 21, amounted to a daily average of 127.8% (56.5%
at the end of 2014,

O 26 MNovember 2015, the Governing Council of the BB approved new Ordinance Moo 21 on
Minimum Required Reserves Maintained with the Bulgarian Mational Bank by Banks, effective as of 4
January 2016, The ordinance introduces a definition of “excess reserves”™ mairtained by banks with
the BME and a negative value of the interest rate on excess reserves when the interest rate on the
deposit facility of the European Central Bank (ECB) is negative The zero interest rate on excess
reserves when the interest rate on ECB's deposit facility is positive ar equal to zero is preserved,
Under the new ordinance funds kept by the banks in accounts with the national system camponent
TARGETZ-BMNE are no longer recognized as reserve assets, In February 2016, the amount with which
the funds kept by banks in accounts with BMNE exceeded the required minimurm reserves, amounted
to a daily average of 108.1%.

In 2015, the dynamics of monetary and credit aggregates was determined mainly by the cortinuing
increase in deposits of househalds and of non-financial corparations and their reluctance to take on
new liakilities in the context of a still uncertain economic environment.,

The funds held by the non-government sectar in the banking system followed an upward trend
throughout 2015 There was a change in households' preferred form of savings during the year, The
thanges in the coverage of the personal income tax on irterest from deposits™ and the relatively
higher vield of deposits with agreed maturity encouraged households to prefer term deposits over
deposits redeemable at notice which were their preferred form of savings in 2014, There was also
increase in the overnight deposits held by households, but to a lower extent compared to temn
deposits. The nonfinancial corporations maintained the longterm trend of keeping their funds
mainly in overnight deposits, The upward trend of funds attracted from the nonSfinancial sector
determined overnight deposits as the main contributor to the annual growth of broad money at the
end of 2015, with lower contribution of money outside MFI and deposits with agreed maturity In
December 2015, annual broad maney growth amounted to 8.8% (1.1% as of December 2014, In

= Arccarding to Article S(1) of the new Ordinance Mo, 21, “excess reserves” is the excess of the haldings in reserse assets

by more than 5 per cent over the required armount of minirum required reserves,

* The coverage of the pesonal income & was extended to interest on all types of deposits with the exception of child

depositswith an armendment to the Personal Incorme Tax Lawy, with effect from the beginning of 20015,

Az @ result of the revocation of Corporate Comtnercial Bank's [CCB) licence for banking activities, CCB was excluded =5 a
reporting wnit from the scope of ronetary satistics with effect from Movernber 2014 A5 a result, the annual change in
monetary and credit aggregates from MNovernber 2014 till Movermber 2015 reflects the effect of the bank’s exclusion
fram the scope of monetary atistics The annual dynamics of monetary and depoEt indicators was influenced also by
the pa:ment of guaranteed deposits in CCB, which sarted on 4 Decernber 2014, rmost afwhich remained in the banking
ysLE.
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January 2016, broad money increased by 6.68% voy, with overnight deposits remaining the main
contributor to the growth of M3 monetary aggregate,

As of December 2015, deposits held by households and non-financial corporations registered
increase at 8.5% and 18, 7% respectively, compared to end-2014, contributing 5.8 and 5.0 pp
accordingy to the overall yearly growth of deposits held by the non-government sector. In January
2016, the annual growth in deposits held by households slowed downto 7.1%, and of deposits held
by non-financial corporations —to 12.6%.

The weak demand for loans from non-financial corporations and households and the continuing
prudent policy of banks in granting new loans determined the low lending activity in 2015,
Furthermare, the actions taken by banks to optimise their balances, including by selling partions of
their credit portfolios, also affected the dynamics of lending, As of December, claims on the non-
government sector decreased by 16% compared to end-2014, Decrease yoy was ohserved in claims
on non-financial carporations (-1.6%), as well az in claims on households (-1.3%), Loans for housing
needs were the main cortributor to the negative growth in loans to households. Decrease was
observed also in overdraft and in other loans, whereas consumer loans had slightly  positive
contribution for the most part of the year. &s of January 2016, claims on non-financial corporations
and on households decreased by 1.9% each yoy.

According to the data from the quarterly bank lending survey conducted by the BMNE, in 2015 the
demand for loans from househalds and from non-financial corporations increased but remained at
relatively low levels, The increased demand for loans from households was somewhat stronger in
terms of consumer loans compared to loans for housing purposes, The banks reported loans granted
to corporations to finance working capital and inventaries, as well as for investment purposes, as the
factors contributing to the increased demand for corporate loans In the first two guarters of 2015
lending standards were eased for loans to non-financial corporations as well as for loans to
households. In the second half of the year the credit policy with regard to corporate lending
remained almost unchanged, whereas easing of lending standards continued with regard to
consumer loans and, to a lesser extent, with regard to loans for housing purposes, Banks offered
more favourable terms inrespect of interest rates, fees and commissions, motivating their policy by
the lower cost and increased volume of attracted funds, the stronger competition in the sector and
the absence of gainful investment alternatives, &t the same time, the lending standards for the
raxirmurm armount of the loan and the premiom for riskier loans in corporate lending were slightly
tightened, with banks reparting credit risk, collateral risk and the uncertainties in the macroeconamic
environment as factors for that.

Theincreased liguidity in the banking system, the weak lending activities and the interest rates on the
interbank money market in the Euro area and in Bulgaria contributed to a continuing downward
trend of interest rates on deposits in 2015, As of January 2016, the weighted average interest rate on
new' fixed-term deposits™, presented as a weighted average on a 12-mornth basis, declined to 1.2%
campared to 2.4% a year earlier. The decline inthe cost of attracted funds and the increased liquidity
of the banking system in the context of low demand for bank loans contributed to lower interest rates
on loans, As of January 2016, the weighted average interest rate on newly contracted loans™,
preserted as a weighted average on a 12-manth basis, declined by 0.8 pp against the same month of
the previous year, to 6,9%. Over the same period, the average interest rates on newly contracted
loans to households and enterprises decreased respectively by 1.0 pp and 0.9 pp to 8.5% w1 6. 3%,

In 2015, the Bulgarian banking sector continued reporting stable financial indicators, with growth in
balance sheet aszets and deposits and enhanced liguidity and capital position, In the context of

' Thetermns “nes” deposit agreements and “newloan agresments refer 1o the stistics category "new business”,

Wieighted average interest rate on tertn depositsfar the househald and non-financial corparations sectars, weighted in
terms of currency and terrm.

Wieighted average intere s rate on loans far the housshald and non-financial corparaions sactars, weighted in terms af
currency and term.
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unstable international ervironment and deteriorsted economic and financial situation in Greece, the
liquidity of the banking system was enhanced further. Maintaining liquidity at high levels and keeping
the capital buffers remained in the focus of the additional measures applied by BNE to all lending
institutions in the country with a view to counteracting external risks to the Bulzarian banking sector,
Additional precautionary limitations were introduced for the banks in Bulgaria with Greek
sharehalding, which made those banks completely independent of their parent companies with
regard to their activities on theterritory of Bulgaria,

As of end-December 2015, the liguid assets ratio of the banking system, caloulated according to
Crdinance Mo, 11 of BMNB, increased to 36.71% (30.12% as of December 2014), In January 2016, the
ligquidity position of the banking system continued to strengthen and at the end of the month the
liquid asset ratio reached 36.83%."

Az of 31 Decermber 2015, the profit of the banking sector amourted to BGR 854 million, This financial
result ensured & return on assets of 0,98% (0.85% at end-2014)." The total capital adequacy of the
banking system remained high at a level of 22.18% as of December 2015, including the Tier 1 capital
adequacy ratio of 20.48%. &f end-2015, the capital in excess of the minimum reguired capital
adequacy of 9% (including the capital conservation buffer (2.5%) and the systemic risk buffer (3%])
fully covered the net amourt of non-perfarming loans (after impairment )™,

A number of important legislative changes related to the operation of the banking system and
banking supervision were made in 2015 The Law on the Recovery and Resolution of Credit
Institutions and Investment Firms (LRRCHF) and a new Law on Bank Deposit Guarantes were adopted
onthe 30" of July 2015, The twa laws took effect onthe 14" of 2ugust 2015,

According to the provizsions of LRRQIR BME is the bank resolution autharity, In early Movember 2015,
the Governing Councl of BB designated an independert structural unit to support the council inthe
discharge of its functions of a bank resolution autharity.

In addition, a Bank Resolution Fund (BRF) was established for financing the application of the
resolution tools and powers by BNB, & the end of Movember 2015, the Governing Council of BRE =&t
the total amount of the banking system’s 2015 contribution to BRF at BGH 82.2 million.

According to LRRCIF in order to ensure the effective functioning of thefinancial system and given the
need to ensure greater transparency of financial market operations in the Republic of Bulgaria in
accordance with the Mational Reform Programme Europe 2020, adopted with Decision Mo, 28 7 2015
af the Council af Ministers, the BMB shall conduct an asset quality review (&0R) of the banking
system within 12 manths from the entry into force of the Law. After reporting the outcomes of the
A0R, the BRE shall conduct stress test of the banking system in arder to determine the ahility of
banks to absorb unexpected losses in extreme stress situations, The &0R process was launched &t
end-July 2015 and its preparatory phase was completed on 12 February 2016, The asset quality
review and the stress test of the banking system are scheduled for completion in mid-2ugust 2016,
These measures al=o implement Country Specific Recommendation 2 of the Council of 14 July 2015
on Bulgaria’s Mational Reform Programme.

The rew Law on Bank Deposit Guarartes implements in national legislation the reguirements of
Directive 2014/49/EU of the European Parliament and of the Council of 16 2pril 2004 on deposit
quarantee schemes, On 21 January 2016, the Governing Council of BRE approved Ordinance Mo, 30
for calculating the amount of banks' due premium s under the Law on Bank Deposit Guarantee,

The arnount of liquid assets in the banking systern was not significantly affected by the changes announced in the new
Ordinance Mo, 21 of BNE onthe Minimum Required Reserves Maintzined with BMB by Banks.

7 Preliminary data asof 18.03 2016,
Met amaount of gross non-perfor ming loans (@ter impairmment) represents the residual credit risk in bank balances

The 2015 changes related ta the operation of the banking system and banking supervision are presenited in greater
detal in the 2006 Mational Reforr Programme.
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The other important legislative changes in the field of banking system and banking supervision
operation, promulgated in 2015, included amendments to the Law on Credit Institutions and to the
Law on Bank Bankruptoy,

N 5 October 2015, the Governing Council of BME approved the Plan on Refarm s and Development of
Banking Supervisian which contains priority actions and implementation deadlines till the end of
2016, The reform and development of banking supervision aim to bring Bulgarian supervision
practices in compliance with the current international standard — the 2012 Base! core principles for
effective banking supervision. The Banking Supervizion Department was rearganised as of 1
Movember 2015,

As mandated, the BME provides macro-prudential oversight of banks in order to maintain the stability
of the banking system. Examination and developrment work was carried oot in 2015 in order to
calibrate a countercyclical capital buffer to protect the banking system against potertial losses from
cyclical systemic risk accumulated during periods of excessive credit growth, In December 2015, the
Governing Council of the BMB set the countercyclical buffer rate applicable to credit risk exposures in
Bulgaria from early 2016 to 0%, ™

According to the hWF's forecast, the annual growth rate of money supply is expected to reach 8% in
2016 and to accelerste slightly to 8.3% in 2017, The gradual acceleration trend of broad money
growth will be maintained till 2019 when this growth will reach 9%, Banking system deposits will
increase at rates close to those of money supply throughout the forecast period. In 2016 and 2017
the main contributors to this growth will be overnight deposits but in 2018 and 2019 their growth will
sowe dower while the growth of less liguid deposits (with agreed maturity and redeemable at notice)
will accelerate,

Credit growth to the private sector will gradually strengthen in the 2016-2019 period, & the end of
2016, its growth on an annual basis will remain slightly negative (-0.4%), continuing to reflect mainly
the reluctance of companies and households to take an new liahilities, as well as the optimisation of
banks' balances, Growth in credit to the private sector will accelerste more visibly in 2017, to 2,4%,
and at the end of 2018 and 2019 it will reach 4.2 1 5.5% respectively. It will be driven mainly by the
growth in carporate loans which in 2016 and 2017 will cover mainly working capital needs while in
the last two years of the review period the role of investment loans will increase. Loans to
hiouseholds will also accelerate owing to consurmer loans and housing loans, driven by the projected
acceleration of growth in private consumption, the positive labour market dynamics in respect to
ermployment and income, and the ongoing recovery of the real estate market,

0 Tagether wiht the capital conseryation buffer and the s semic risk buffer introduced in 2014, this is the third buffer
which all bank s should maintan above the minimum regulatory requirerent of 3%,
20
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3 GOVERNMENT BALANCE AND DEBT

3.1 Policy strategy

haintaining the sustainability of public finances is a major priority of fiscal policy in the medium
term. It is to be achieved by creating a reliable basis for the stability of the budgetary framework
through adherence to the determined gradual fiscal consolidation steps within the annual range of
1.1%-0.4% for the General Government deficit under ES& 2010 and 0.5% annual improvement of the
structural deficit for the 2016-2019 period, This is essential for complying with the reference value for
the General Government budget deficit under the Stakility and Growth Pact requirements,

Major changes to the basic taxes and tax rates are not envisaged in the medium term and the
government priority in the area of tax policy, namely preserving the tax system and keeping low the
share of the government-reallocated GODF, is maintained. The forecast of revenue takes into accourt
the favourahle trends for the stabilisation of the national economy confirmed by the current spring
rmacroeconomic forecast, Additional positive fiscal effects are expected from the discretionary
FEYENUE MEasures,

With regard to expenditure, the main objective is to limit its annual growth to the potertial GOP
growth, Efforts to limit expenditure by optimising the expenditures of budget organisations and by
impraving the efficiency of public expenditure in the individual sectors continue.

Continuing the policy of gradual consolidation is a prerequisite for minimising the potential negative
effect of fiscal policy on economic growth and for achieving progress in implementing the Councils
2015 Country Specific Recommendation addressed to Bulgaria’s fiscal policy,

The Gavernment Debt management policy, implemented by the Ministry of Finance, is crucial for the
dyrnarmics and structure of the consolidated debt of the General Governmert sector due to the fact
that central government debt accounts comprise around 99% of the latter.

The main goal of the borrowing policy will be oriented to secure the resources needed to finance the
state budget and to refinance debt outstanding as a direct conseguence of the need to cover
maturing debt, budget deficit and to ensure the stahility of the fiscal reserve. Government debt
management will be implemented taking into account the situation and development outlook of
different economic sectors, in relation to the 3-year macroeconomic forecasts, and proposing
different options far action depending on the drivers an the domestic and international markets and
in the fiscal sector. New government debt will be issued within the debt limitations envisaged in the
respective annual State Budget Act and taking into account the effects of the adopted borrowing
strategy on the government delbt’s risk parameters and servicing cost,

Efforts will be focused on securing government’s access to financial resources by means of free
market-hased funding, both on the domestic and international market, mainly through the existing
Glokal mMedium temn MNote Programme of the Republic of Bulgaria for issuing government securities
on international capital markets, following an analysis and assessment of the various sources of debt
financing (internal and external) and of the specifics and conditions on debt markets, The planning
and implemenrtation of an issue policy for offering market-based debt instruments will be tailored to
the financing needs and the investor demand, including maintaining a wellfunctioning and
diversified debt market by offering highly liguid debt instrurments with appropriate yield to risk ratio,
positioned in all maturity segments,
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3.1.1 Medium term ohjectives

The fiscal consolidation process will continue in the medium term. The targets for the General
Gavernment deficit for the 2016-2019 period are as follows: 1,9% of GOP for 2016, 0.8% of GDF for
2017,0.4% of GDP for 2018 and 0.2% of GDP for 2019,

The adjusted deficit target of the General Government sector will be achieved mainly by measures in
the revenue side of the budget aimed at improving the revenue collection rate and combating
shiadow economy whereas measures of a horizortal nature will be applied to limit expenditure,

In the medium term, high reliance is placed on increasing government revenue in naminal terms and
limiting government expenditure. Fiscal consalidation, supported by tax measures, is expected to
lower deficit to 0.8% of GOP onan accrual basis in 2017 and by 2019 the budget balance will improve
to -0.2% of GDP In 2017, consalidation will be driven mainly by cyclical factars, in particular thraugh
the slightly increased inflow of funds from the European Union in the early phases of the projects
from the 2014-2020 programming period, which corresponds to the lower real expenditure,
According to the current forecasts, the expenditure of the General Government sectar, measured as a
percentage of GOF, will decrease by 1.0 ppin 2017 compared to 2016 and will be accompanied by an
increase in revenue (by 0.2 pp in 2017 compared to 2016 ), with the consalidation strategy remaining
valid in the medium term.

As regards revenues, the government increases the excise duty rates applied to tobacco products and
continues the implementation of its programme for changing the parameters of the pensions and
social security palicy. In the medium term, the government intends to preserve taxation (as a
percentage of GDP) below its 2017 level and at the sametime it plans to increase the social security
burden in 2017 and 2018,

The budgetary forecast envisages reaching a close to balanced budgetary position by the end of the
forecast period (deficit under ESA'2010 at 0.2% of GDPin 2019, supported by positive outlooks for a
sustainable economic growth in the medium term which generates sufficiert tax revenue and creates
prerequisites to decrease certain government expenditures,

3.2 Actual balances and updated budgetary plans for the current year

In 2015, the fiscal parameters developed positively compared to the assumptions in the previous
Convergence Programme Grester than the planned consolidation effort was achieved in respect of
the 2015 deficit targets for the General Government sector With a deficit target of not more than 2.8
per cent of GOR assessments show that the deficit for the year will come up at about 2.1 per cent of
GOF. Thus the one-off deficit deterioration in 2014 as a result of the sectar reclassification of the
Bank Deposit Insurance Fund®! was immediately adjusted in 2015 and the government continued to
pursue the strategy of gradual fiscal consalidation in the medium term.

L Estimatesin the Aporil EDP notifickion tables show that in 2014 the deficit of the General Governrment sectar came up =

28% of GDP. Pursuant to Council Regulation Mo, 4792009 on the application of the Protocol on the excesshe deficit
procedure, Eurostat expressed reseryations on the s=ctor dassficaion of the Bank Deposit Insurance Fund (BDIF) and
the effect af the insured deposits paid in Corporate Commercial Bank AD an the deficit of the General Gov ertiment
sector. On 21 October 2015, Eurostat withdresw the reservations exressed onthe sector classficgion of the BGIF, after
MEl revised the data in the October EDP notification tables for the 2014 deficit and debt and included the unit in the
General Government ssctor. Thus the assessment of the 2014 deficit of the General Government sector was revised to
deficit at 5.8%af GDP. The 3 pp difference between the estimates and the assesament is maink due to the
reclassficaion of the BDGF in the General Government sectar. Till 2015 BOIF was classified in the financial institutions
sector and its balance-shest transactions did not affect the deficit of the General Gowvernment sector. Eurostat
conducted a horizontd andyss of the sector classificakion of such units in all Mermber States, in the contesxt of the
rmethodologica requirement s of ESA2010. This has led to the reclassification of a couple of such units into the General
GOy ernment s=ctar in other Member States. Despite therevision o Bulgaria's 20014 deficit, EC has decided not o launch
an excesdve deficit procedur e aganst Bulgaria because BDIF's 2014 cammitments are of a pravisional naure and swill
not affect the deficit for the following years.
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A nurmber of internal and external factors contributed to the positive development of the budgetary
position in 2015, On the revenue side, positive development = were observed mainly in tax revenues
and proceeds from social and health insurance contributions. Stronger border and inland fiscal
cortrol, the enforcement measures with regard to overdue liabilities, the cortinuing operation of the
WisT reverse charge mechanism for grains and industrial plants, the combat against tax and social and
health insurance contributions fraud and evasion and a number of other measures of the revenue
administrations, on orne part, as well a: the improverments in the main macroeconomic aggregates,
on the other part, were among the main contributors to the positive development on the revenue
side. Last but not least, 2015 was the last year for finalising the projects under the operational
programmes of the 2007-2013 programming period and, on one side, this required a wider pool of
resources by the mational budget to prefinance expenditure while on the other side it resulted in
growth in EU grants for reimbursement of certified expenditure under finalised projects,

Irmproverment against estimates is reported for most of the main macroeconomicindicators, Real GDP
growth reached 3 percent, compared to the 1.4 growth set in the previous Convergence Frogramme,
Accelerated economic growth, driven mainly by expart, had a positive effect on tax revenue, The
econormic activity intensified ower the year, which was reflected in higher production capacity
utilisation, increased employment, growth in foreign investment etc, The completion of projects co-
financed from European programs and funds in the 2007-2013 programming period was a major
contributor to the increased dynamism of the economy, The favourable external environment also
had a positive effect, The economies of Bulgaria’s major trading partners registered growth, pushing
up Bulgarian export. The prices of imported energy carriers were on a downward trend which was in
support of Bulgarian users and consumers, After the initial negative effects of the Russian market
closure, producers and traders gradually adjusted to the new conditions and refocused their
economic interest to new areas,

The measures taken by the revenue administrations to increase the collection rate of public claims, to
fight tax and social security contributions fraud and evasion, the efforts to fight smuggling, etc.,
began to yield results and this is also a major contributor to increased tax revenue. Growth in
revenues from excise duties is particularly significant in this respect, The Yoy growth of the revenues
from excise duties (on cash basis) amounted to almost BGMN 0.5 killion or 12,1 per cent and revenues
considerably exceeded the annual projections. Motable increase was registered also in revenues from
social and health insurance contributions, as well as inthe case of most main taxes,

Successful completion of the projects from the 2007-2013 programming period was the main priority
on the expenditure side. The managing autharities and the beneficiaries of the different programmes
put tremendous efforts into implementing the contracted projects within the deadlines set for that
purpose and into minimising the loss of European financing, The data show that the gross fixed
capital formation of the General Government sector increased by 23.8 compared to the previous
year, driven mainly by the accelersted absorption of the finances on EU programmes and funds,
Another challenge emerged in the course of budget implemertation: the envisaged decrease in
persannel costs could not be realised in full in some sectars, including the unforeseen compensation
costs, etc, Efforts were made also to settle arrears in the budgets of ministries and agencies, Given
the revised revenue forecasts and the need to secure additional funds on a cash basis to finalise the
projects under the EU programmes and funds for the 2007-2013 programming period, the
parameters on a cash basis in the 2015 5B4 had to be amended. It should be noted, however, that
notwithstanding the changes in the framework on a cash basis, the forecast of the deficit target for
the General Government sector remained unchanged compared to the value set in the previous
Convergence Programme, as estimates were mare conservative due to the higher level of uncertainty
inthe assessments on the actual implemertation of a large portion of the projects under European
programrmes inthelast guarter of the year.,

In line with the positive developments on the revenue side the reported improvement inthe 2015
deficit in ESS 2010 terms i= greater than the one forecast inthe updated annual estimates,
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3.2.1 Budgetary development in 2015

In 2015, the total general government revenues as a ratio of GDP reached 38.2%, going up by 1.9 pp
campared to the 2014 level. The revenues of the General Gavernment sector were by 2.2 pp higher
than the projections in the previous Conwergence Programme. The external and internal factors
described above are the main cortributors to the better performance against the forecast in the last
year's Convergence Programme,

Increase was registered in almost all revenue parameters, Compared to the previous yvear; the ratio of
taxes on production and import to GOP increased by 0.8 ppe Revenues from W8T and excise duty are
the main cortributars and their increase is a result of improvements in internal consumption,
intensified activity of econamic agents and of the measures taken by the revenue administrations to
improvethe collection rate and to fight smuggling,

Compared to 2014, the ratio of taxes onincome and wealth to GOP improved by 0.2 pp. For the tax
on personal income the main contributors are the upward trend in emplovment and the increase,
though negligible, in income, For corporate taxes the increase is due to the increased positive
financial result of companies which, inturn, reflects the ecanomic recovery,

Social and health insurance revenues as a ratio to GOP increased by 0.4 pp against the previous year,
driven by the aforementioned factors with effect on the personal income tax and by the increasein
the maximum insurance income, the increase in the minimom thresholds for social security
cortributions, the increase in employment/decrease in unemployment rates, etc. Contributors to
higher revenues from health insurance contributions are also the payments by persans who in 2015
availed themselves of the option to re-establish their health insurance rights,

The share of capital transfers received increased by 1.5 pp against the level of previous year, to a peak
value for the past few years. This amount includes the main portion of the grants effectively
transferred to Bulgaria by the EC and the accrued daims on the EC for reimbursement of certified
expenditure under the EU programmes and funds, The growth registered in this indicator in 2015 is a
result of the effarts endeavoured in finalising the projects from the 2007-2013 programming period
and of the maximum absorption of the funds from the European programmes,

Agure 3-1: Budgetbalance ( B54"2010, % of GDP)
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Total expenditure for 2015 amounted to 40,2 % of GDF, going down by 1.9 pp compared to the level
in 2014, Cver the year expenditure policies were fooused on accelerating public investrment,
strengthening the social commitment of the State to the most vulnerahble groups of the population
and securing funds for the normal functioning of the budgetary systems, Particularly significant is the
change in the structure of expenditure, The ratio of expenditure for gross fixed capital formation to
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GOP increased by 1 pp against the previous year The investment and infrastructure projects
implemented and paid in 2015 under the EU programmes and funds for the 2007-2013 programming
period are strong contributors to the growth reported in this indicator The end of 2015 deadline for
payrments on projects led to concentration of substantial expenditure in the last quarter of the year,
with efforts made to accelerate work on major infrastructure projects and complete them an time
Amendments to the 2015 5BA were proposed and passed by the MNational Assembly for the purpose
of realising this priority, They secured additioral funds on a cash basis from the national budget for
prefinancing of expenditure and for additional national cofinancing, Transport infrastructure
projects, environmental infrastructure projects and projects for other regional development aspects
accourt for the highest share of financing from the European funds. Sizeable was al=o the amourt of
payrments on projects in support of economic competitiveness and human resources development in
2015,

Relative to GDF, the expenditure on compensation of employees reported decrease by 0.2 pp against
the previous year as a result of the personnel optimization in some administrative structures,
Expenditure on subsidies also decreased, by 0.1 pp compared to 2014,

The amount of social transfers increased, by maore than BGM 200 million in nominal terms compared
to 2014, Social transfers increase as a share of GDP with the exception of those in kind, However, it is
important that a distinction between the different types of social payments be undertaken,
Expenditure on Pension fund increased, due mainly to the indexing of pensions by 1.9% under the
"Swiss Rule” and to the increase inthe amourt of the maximum pension from July 2015, as laid down
inthe programme for the year,

The relative share of interest expenditure in GDFP registered slight increase in 2015 (by 0.1 po)
caompared to the previous year, Concerning the share in GOP of the capital transfers {paid) there is
not sigrificant change against the level for the previous year, which is due to a base effect in
2014 from the classification of the Bank Deposit Insurance Fund in the General Gavernment sectar,
Expenditure of one-off nature was reported in 2014 in relation to payment of the guaranteed
deposits to the eligible depositors in Corporate Commercial Bank A0 (in insolvency), Therefore, the
analysis of the indicator should take into account the base effect of the expenditure related to this
transaction.

3.2.2 2016 Bucgetary focus

In the forecasts of the updated medium term budgetary framework for the 2016-2018 period and
the framework of the 2016 budget, the defict of the General Government sectoris set at 1.9 per cent
of GOP in 2016, This target takes into accourt the current economic situation, Measures have been
laid down in 2016 to ensure fiscal consolidation and shrink of the deficit from 2.9% of GDP in 2015 ta
2.0% of GDPin 2016 ona cash basis under the national legislation, whichis inline with the national
fiscal rules requirements and corresponds to the defict target set pursuant to ES&2010 at 1.9 % of
GOPin 2016,

The revenue policy is geared towards supporting economic growth, improving the business
enviranmert, fight against the shadow economy, and enhancing fiscal sustainakility in the lang term.
The programme far the year pravides for maintaining the tax burden of hasic taxes, with the
exception of certain increase in excise duties, and the revenue framework is planned conservatively,
gttaching importanceto measurefor improving the tax collection rate.

The public expenditure policy is geared towards ensuring the normal functioning of the budgetary
systems and, at the same time, restructuring of expenditure in arder to secure funding far the priority
policies of the government and limit inefficient expenditures and structures. hMeasures concerning
expenditures are aimed at their restricting by optimising ineffective spending, and a halance is sought
between the need to reduce costs and the risk of unsecured liakilities rise in the different budgetary
systems,
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—  Keasures on the revenue side:

The rmain priorities of the tax policy are aimed at increasing budget revenues and continuing fight
against smugding decreasing costs for businesses and citizens; promoting the investment activity
and employment; continuing the measures for collecting averdue liahilities; measures for lowering
the administrative burden, improving the conditions for doing business and attracting investors, The
main regulatory characteristics and changes regarding taxes include:

Keeping corporate tax rates at low levels, the personal income tax and W&, as an important
incentive for irvestrnent, economic growth and employmert.,

heasures to improve the collection of tax, social and health insurance cortributions by
different mechanisms such as erforcement measures for overdue liakilities, stricter control
on high fiscal risk goods, preventing tax evasion, scheduled telephone campaigns, measures
against the shadow economy and against smugging, The positive overall effect of the
measure an revenues is projected at BGM 84.0 million in 2016 (0,09 % of the projected GDP).

Crganising a national lottery game with receipts, as @ measure to improve the tax collection
rate and to address the shadow economy by promoting woluntary tax compliance The
positive overall effect of the measure on revenues is estimated at BGM 12,1 million in 2016
(0,01 % of the projected GDP).

Increasing the excise duty rates for tobacco products, This is a step laid down in the
scheduled increasze of the excize duty rates to the minimum EU levels and this step-by-step
process will continue in the years to come, The positive overall effect on tax revenues is
estimated at BGM 92,3 million (0.1 % of the projected GOP),

Increasing the excizse duty rates for energy products used as heating fuel, The positive effect
on revenues from the increased excise duty rates for energy products used as heating fuel is
estimated at BGM 85,3 million (0.1 % of the projected GOF).

The positive effect of the increased minimum wage on tax revenues is estimated at about
BGM 1.6 rmillion (0,002 % of the projected GDP).

Decreasing the percentage deducted from the profits of companies with majority state
ownership as a dividend forthe State to 50 % in 2016, This is aimed at stabilising the financial
condition of State-owned companies and enterprises and increasing the disposzable resources
to beused for maintenance and investment.

The social security policy has the following parameters on the revenue side:

26

The amounts and ratios of the social security contributions to the Public Social Security (P5S)
funds and the health insurance contributions in 2016 remain unchanged.

A zeparate fund is set up for the employees in the Public order and safety sector as of 1
January 2016 —the Pensions for Persons under Article 589 of PSS Fund,

The differentiated minimurm insurance income of self-insured persons based on their taxable
income remains unchanged in 2016, respectively at BGM 420, BGR 450, BGMN 500 and BGM
550, The minimum monthly amount of the insurance income for registered farmers and
tobacoo producers remains unchanged, at BGM 300,

The maximum insurance incame far all insured persons remains unchanged, at BGM 2600 in
2016,

Increasing the minimum threshalds for social security contributions for the main economic
activities and ocoupational groups on average by 8.6 % in 2016 against 2015, with estimated
positive effect on revenue for P55 at about BGM 81.0 million (0.09 % of the projected GORF).

A multiple choice option is envisaged for the individuals born after 31 December 1959,
provided that they are not granted a pension for old age and length of service, to migrate
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from the Universal Pension Fund to the Pensions Fund of PSS or the Pensions for Persons
under Article 69 Fund of PS5 and vice versa, The positive effect on revenues is estimated at
BGM 5 million (0,01 % of the projected GOP),

* A option for recalculating the pensions with reduced individual coefficient granted before 31
December 2015 is introduced for persons who by 31 December 2016 choose to transfer the
funds an their individual account in a Universal Pension Fund to the Pensions Fund of PSS,
The positive effect on revenues is estimated at BGMN 116 million (0.13 % of the projected
GDF).

— Measures on the expenditure side

The implementation of expenditure policies is linked to carrying out structural reforms in individual
sectors. Measures to improve the efficiency of public expenditure are envisaged in the different
fields, including by enhancing the role of market-based mechanisms and compliance with budget
ceilings and limits,

*  The national minimum wage have been increased from BGM 380 to BGM 420 as of 1 January
2016, The net effect of the measure on the budget balance is minimal because the expected
higher expenditure resulting from the increased minimum wage of the budget sector
employess will he offset to a large extent by the expected revenues from taxes and social and
health insurance contributions on the increased pay to all employees in the other sectors of
the econormy whose remuneration is equal to the minimum wage, The increased amount of
the minimum wage is aimed at achieving increase in nominal terms in the incomes of the
lowest income groups in the labour market. Pursuing such income policy will cortribute ta
social cohesion and egual opportunities for all groups of the population to have a fulfilling
social and productive life, which is fully in line with the established practices in the EU
hlember State for protecting the income and living standard of the low-paid workers and the
“working poor' and for applying minimum standards to ensure acceptable standard of living,

* In the school education system for 2016, an increase of the standards for the funding of
educational activities is ensured, which guarantees the realized inthe end of 2015 growth of
the pedagogical and non-pedagogical staff inthe system. Increasing the remunerations in the
sector is a key prerequisite for attracting young people to the teaching profession and for
enhancing the guality of education in the longer term, The additional funds inthe amourt of
BGM 95.2 million used for increasing the unified funding standards per child and per student
compensate the growth of the minimum teacher salary by 9.7% an average and of the other
remunerations in the system, The effect on expenditure is estimated at 0,11 % of the
projected GDP,

* With a wiew to mairtaining the administrative capacity and the normal functioning of the
three higgest agencies under the minister of labour and social padlicy (Social Assistance
Agency, Employment 2gency, General Labour Inspectorate Executive Agency), personnel
funds will be increased in 2016, The effect on expenditure is estimated at 0,01 % of the
projected GDF.

+  Additional funds estimated at BGM 10 million (0,01 % of the projected GDPY are ervisaged for
increasing the personnel costs for the employees in museums, art galleries and libraries on
national territory.

— Measures regarding pensions, social and family assistance:

* In 2016, the application of the so-called “Swiss rule” will continue, i.e all pensions will be
subject to indexation as of the 1% of July of the carresponding year by a percentage, equal to
the sum total of 50 per-cent of the increase in the insurance income and 50 per cent of the
consumer price index during the previous calendar year, The planned increase for 2016 is
2.5%. The increase in pensions as of 1 July, the year-round payment of the higher pensions
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increased as of 1 July 2015, the legislative changes related to the option of choosing between
UPF/ORF and PSS and transferring the pension respectively, among other things, will resultin
net increasein expenditure by BGMN 244, 3 million (0.27% of the projected GDP).,

*  The maxdmum amourt of the one or several pensions granted is maintained at BGMN 310 in
2016,

#*  Theage and the insurance length of service for ertitlement to pension were increased for all
categories of labour as of 1 January 2016 and minimum age for entitlement to pension was
introduced for the employees in the Security sectar. This resulted in decrease in pension
costs by BGMN 23,6 million, (0,03 % of the projected GOP),

* A0 ooption for retiring with entitlement ta less than the full amount of the pension was
introduced for people who have not reached the retirerment age by 12 months but have the
required insurance length of service, Theincreaseinexpenditure as a result of this measureis
estimated at BGMN 32.0 million (0.04% of the projected GOF);

*  The option of granting P55 pensions to first and second category workers who are naot eligible
to retire with ertitlement to pension from an occupational pension fund is maintained, The
increasein expenditure as a result of this measure is estimated at BGM 20,8 million (0.02 % of
the projected GOP);

*  To support the pensioners with the lowest pensions, in April 2016 an additional payment will
be granted to all pensioners with pensions below the poverty line — BGM 300 inclusive, The
total amount of these payments which iz BGR 50,5 million will increase expenditure by 0,06%
of the projected GDP.

®  The parameters of the existing legislation in the field of social and family bernefits and
compensations will not change in 2016: the period of payment of cash benefits far pregnancy
and maternity and the amournt of compensation for raising a child aged from one to two
years will remain unchanged, the arrangements for granting compensation for temporary
dizakility remains unchanged; the period hased on which short-term bensfits for temporary
dizahility and unemployment and for pregnancy and maternity are calculated remains
unchanged; the size of the lump-sum benefit in case of death remains unchanged; the
maximum amount of the guararteed claims of warkers and employees from the Guaranteed
Claims of warkers and Employees Fund for unpaid wages in the event of bankruptcy of the
enterprize remains unchanged, the minimum and maximum amount of unemployment
benefits also remains unchanged,

The priority of the palicy in suppart of families with children is to improve the effectivenass and focus
of family assistance for raising children in a family environment. The amendmerts to the Family Child
Benefits &ct, effective as of 0L.01.2016, aim to improve the effectiveness and focus of family
assistance. They relate mainly to: increasing the amount of the average manthly income per family
member, which serves as a threshold for the entitlement to family child benefits, to BGMN 400 as of
01.07.2016; the lump-sum childhirth allowance was increased from BGMN 200 to BGMN 300 for the third
child; a lump-sum adoption allowance of BGR 250 was introduced; the monthly benefit for raising
children till they complete their secondary education was increased and set as a total amount for the
family depending on the number of children; the monthly benefit for raising a child with permanent
disakilities or twins was also increased.

— Measures concerning healthcare

The new Law amending and supplementing the HIL includes changes which create effective rules for
impraving the quality of health services, the control of medical activities and for more effective
utilisation of the MNHIF resources, The law irtroduces scheduled increase of the portion of the
minimum insurance income used to determine the health insurance contributions for the persons
insured from the state budget, from S0 per cent in 2015 to 55 per cent of the minimum insurance
income for self-insured persons as of 1 January 2016, The percentage will be increased yoy till the
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minimurm insurance income for self-insured persons is reached, The effect on revenue and
expenditure is neutral,

— Measures concerning education

The 2016 priorities in the field of education are focused on addressing the major challenges and on
supporting the implemertation of the key policies in the sector Integrated measures and actions for
ensuring equal access to quality education and vocational training and for growth based on
knowledge and science and on the development of young people will beimplemented with a view to
delivering these priorities,

The main challenge to the system of pre-school and school education in the lang term is the
recruitment of good teachers init, The planned increase of pedagogical staff salaries described above
iz the main tool to achieve this. Another major priority is the ensured funding of full-day organisation
af the school day in the focal poirt schoadls and for the sixth grade pupils in the other schools
throughout 2016, The full-day arganisation of the school day is one of the major activities for
improving educational outcomes and reducing early school drop-out rates, Planned funds coming
fram the state budget are inthe amount of BGM 128.4 million, or BGM 38,9 million more compared to
the planned funds in 2015, With the entry into force of the new Law on Pre-5choal and School
Educatian (from the bheginning of the 2016/2017 schoal year) out-of -schoal units will be transformed
into Certres for personal development support and at the same time additional functions will be
delegated to them. Far ensuring the activities of the out-of -school units resp, Centres for personal
development support, in 2016 BGR 5.4 million are planned and additional BGM 6.0 million are
provided for printing new texthooks and teaching aids for the fifth grade with a view to implementing
the new curricula as of the 2016/2017 school year,

The resources from the state budget for the implementation of the policy in the field of higher
education remain unchanged compared to the 2015 levels, A the same time, the structure of
financing was changed with the aim to diversify the portfolio of strategies for quality development,
specialisation of higher education institutions and consolidation of the network, The portion of the
rairtenance subsidy, grarted on the basis of a comprehensive evaluation of the guality of education
and its correspondence to labour market needs, was increased. The modified conditions imply that
higher education institutions should concentrate on those of their areas of specialisation in which
they score high on guality of education and on career options of graduates, and should enbance their
research activity, Ancther important change in the system of financing, in addition to promoting
education in the priority areas of specialisation, is the assistance for support of protected courses.
Funds for 2016 scholarships for students and post-graduate persons were increased by BGM 1.1
millian,

— Measures concerning defence

Defence policy inwolves supporting modern and combat-ready armed forces (&F) Effective and
efficient defence planning, aimed at building, developing and using the necessary AF capabilities to
fulfil mational defence tasks, Bulgaria®s commitments within the collective security and defence
system and to contribute to national security in peacetime, is maintained and developed with a view
to implementing the defence policy in line with the MNATO Defence Planning Process and the EU
defence capability development process, Additional expenditure at BGN 160 million (0,18 % of the
projected GOP) areforeseen to maintain the existing and develop new defence capakbilities in 2016,

3.3 Medium term perspectives, including description and quantification of
the strategic policy effects

The medium term government strategy is detailed in the medium term budgetary framework, the
Mational Reform Programme and the three-year action plan for implementing the MNational
Development Programme: Bulgaria 2020 during the period 2016-2018, The action plan provides for
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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 human capital,
promotion of innovation, higher guality of infrastructure and, generally, to enhanced economic
competitiveness, higher employment rates and higher income, Funding will come mainly from the ELU
funds, which will complement the expenditures fram the national budget,

3.3.1 Improved access to and enhanced quality of educztion and training and quality of
the worlforce — allocations inthe amount of BGN 4.8 hillion

The palicy is focused on farming and enhancing the quality of human capital in all its dimensions. It
foresees actions for modermising the national education system, managing the quality of education,
including young people in training and/or employment, as well as upgrading of existing facilities and
equipment, and improving creativity and personality-driven innovation. The policy aimed at
enhancing the quality of the warkforce will be implemented by adapting lifelong learning and
mokility to labour market needs, strengthening the links between the educational 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 &rea, as well as development of research through programme
and competitive funding are envisaged. Innovations for sustainable and effective health system, as
well as enhancing the quality of health services and ensuring access to health care and services for all
citizens are planned in order to improvethe quality of healthcare,

3.3.2 Reducing poverty and prom oting social inclusion — allocations in the amount of
BGM 3.5 hillion.

The emphasis is laid on guarantees for the adeguate participation of vulnerable groups of the
population in all spheres of public life through a set of measures covering areas such as possikilities
for employment and own business, better quality of social services, deinstitutionalisation of care for
children and elderly and disabled people, and a number of legislative amendmerts, The activities
planned include improving the qualification of the unemploved, enhancing the quality of
intermediary services in arder to better address woaorkforce's needs, as well as measures for maore
flexible employment o0 as to improve the possikilities for reconciling personal and professional life,
Measures for tackling the shadow econamy on the labour market through better protection of labour
rights and reduction of undeclared employment are also envisaged,

3.3.3 Achieving sustainable integrated regional development and use of local potential —
allocations inthe amount of BGN 8.5 hillion

The country's regional development is focused on developing the potential of the Bulgarian regians,
decreasing irterregional disparities and turning all regions into an attractive place for living and doing
business, The key areas of government intervention will ber strategic planning and regional
governance through enhanced capacity of local authaorities; encouraging city development and better
integration of the Bulgarian regions through integrated sustainable urban development and
srengthening of the polyeentric network of cities, improving urban labour mobility, developrment of
and impraving the access to cultural services and sports in the regions and building broadband
infrastructure, support for effective and sustainable utilisation of the regions' tourist potential
through development of the infrastructure for specialised forms of tourism and through marketing of
the tourist regions and development of regional tourist products, support for the development of
regions that lag behind and for improving the quality of life in rural areas, creating conditions for
ervironmental 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 treatmert for sustainable water resource
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management, as well as enhancing territorial cohesion through the development of cross-border,
interregional and transnational cooperation.

3.3.4 Supporting innovation and investment activities to enhance the competitiveness of
the economy — allocations inthe amount of BGN 0.7 hillion

The key priority areas in the three-year period will be building of innovation and scierntific
infrastructure to improve the connections between business, science and educstion, and
implementation of measures under the Investment Promotion Law. There will be comprehensive
measures for promoting investment in industry and in high-tech manufacturing and services, such as
support for building infrastructure, education, job creation and financing of innovation products, The
Mational Reindustrialisation Programme will promote the development of sectors and sub-sectors of
the Bulgarian industry that are competitive or have a development patential. & pro-active marketing
will help suppart the attraction of targeted investment in the economy and the promotion of the
country as a tourist destination. SMEs will be supported through activities for improving the
conditions for starting up business and implementation of good practices, including wider use of ICT
and suppart for R&ED projects. EU funds will be used to finance the building and completion of a
different type of innovation and science infrastructure across the country, while national budget
funds will ensure the participation of Bulgarian erterprizes in EU programmes such as Horizon 2020
and Eureka,

3.35 Strengthening the institutional environment for greater effectiveness of public
services for citizens and businesses — allocations in the amount of BGMN 0.3 hillion

Inthe period till 2018 government work will e targeted at introduction and consolidation of integrated
administrative services and at implementation of the Third &ction Plan to reduce the administrative
burden, Some of the measures are aimed at improving the investment environmernt, Regular reviews of
existing legislation are envisaged in order to reduce and prevent increased administrative burden and to
ensure better coordination between the territorial units of the certral administration which provide
services, The main foous of the government policy will be on developing electronic sovernmert and
ensuring the interconnectivity and interoperability of the information systems in the administration. The
insolvency procedures will be facilitated and the use of the tact consent principle will be increased.
Irmproved cooperation between the individual structures and the wider implementation of 1ICT are
expected to improve the quality of the judicial system. Measures to enhance law enforcement and limit
the room for unregulated and corrupt practices will be implemented. To make the administration maore
gfective, the system of assessing and planning the need for experts will beimproved and a wider choice
of upskilling options will be offered, Measures to upgrade selection methods and improve mokility
options are also envisaged, Wark to enhance the dialogue withthe sodety on formulating and monitaring
government palicies will continue by developing private sectar's capacity in the field and improving the
access toinformation.

3.3.6 Energy security and improving resource efficiency — allocations in the amount of
BGMN 0.4 hillion

Government efforts will be targeted at enbancing energy security and the independence and
effactiveness 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 neighbouring countries
and supporting the construction of gas pipelines along the main European gas corridars, as well as by
promoting the maintenance of reasonable balance between the energy resources available in the
country and the EU clean energy ohjectives, Reducing electricity consurmption in everyday life by
replacing it with natural gas will result ina more effective use of resources, lower costs and healthier
environmert of better quality. &= regards the effective use of resources, actions will he 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,
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3.3.7 Improving transport connectivity and access to markets — allocations in the amount
of BGMN 5.9 hillion

In the period up to 2018, the key focus of the policies aimed at creating optimal conditions for
development of the ecanomy, impraving the access to markets and limiting environmental pollution
will be on the effective maintenance, modernization and development of transport infrastructure,
sustainable development of publictransport and reform inthe railway transport system, & number of
projects along the trans-European corridars crossing the country are planned, Majaor projects include
the completion of Struma motorway, Hemus matarway, modernisation of the Safia-Plavdiv railway,
modernisation of the Sofia-Permik-Radomir railway, modernisation of the \idin-Sofia railway, With a
wiew to ensuring the sustainable developrment of publictransport, efforts are focused with priority on
the construction and development of smart public transport networks and services, The extension of
the subway in Sofia is of paramount importance inthis respect. &5 regards the reform in the railway
transport system, the efforts will be focused on the better management of the railway sector, as well
as onthe restructuring of BDZ Holding EAD and Mational Railway Infrastructure Company,

3.3.8 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 has been used
to this effect. Effect™ defined as changes in the levels of key macroeconomic indicators have been
assessed,

The irtervertions planned are expected to result in positive change in employment (an increase by
maore than 10% against the baseline scenario) and inthe unemployment rate (a decrease by & pp) by
the end of 2018, driven by direct effects from the inflow of funds in the econamy (opening of new
jobs) and indirect effects (resulting inimproved guality of employed persons and of the waorkforce in
generall,

Table 3-1: Hfects from the implementation of the measures planned

Macro econ omic indicator Effect as of 2018

|
GDP | 11.5%
Export of goods and services | 36%
Current account balance® of GDP) | 115 pp
Ernplovinent (15-64 vears), thousands | 10.9%
Unemployiment rate{15-64 vears) | £ pp
HICP inflation | 19 pp
Budget balance(® of GDF) | -4.1 pp

Eaurce: MF, SIHILA

According to the analysis, the country’s fiscal stance will deteriarate in the short term and as of the
end of 2018 the net effect of the measures planned on the budget balance will reach -4.1 pp of GDFR,
given the high amount of expected government expenditure, 25 a whaole, the overall effect is a
cambination of several opposite influences — increasing government expenditure, higher income and
better economic conditions leading to an increase in budget revenues. In the medium term the
interventions will contribute positively to the budget balance as a result of the better economic
conditions and increased production and consurmption,

2 Theoverall effects from the irnplernentation of measures for the econorny are the difference between two scenarios — a
baseline scenaria [scenario 0) which simulates economic development without the attion plan interyentions, and a
hypothetical alternative scenario (scenario 1) which takes account of the implamentation of measures in the deadlines
et inthe action plan andwith the resources planned for this purpose.
32
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The country’s production output and GDP will increase smoothly inthe review period, thus allowing
gradual corwergence with the EU. The implementation of the measures planned will be a major
contributor in this respect, with simulations showing that, as of 2018, their effect on GDP would be
by 11.8% higher than the baseline scenario, The inflation rate will rermain at relatively low levels but
will nevertheless accelerate by 1.9 pp compared to the baseline scenario, The export of goods and
services will also increase faster compared to the baseline scenario (3.6%) as a result of the
intervertions planned.

3.4 Structural balance (¢yclical component of the balance, one-off and
temporary measures), fiscal stance, including in terms of expenditure
benchmark

The structural budget balance is estimated at -1.9% of GOP in 2015, thus complying with the latest
country specific recommendation to avoid structural deterioration in public finances for this
particular year hWeasures ta improve tax collection have been taken during the year, while the contral
of budgetary expenditure has been further strengthened, A5 a result, the indicator improved by 0.8
pp compared to 2014, performing in advance the required structural effort for 2018, Further
adjustment of the structural deficit by 0.2 pp is going to be achieved during 2016, expecting it to
reach -1.7% of GDF at the end of the year, The budgetary plans set 2017 as the target year for the
achieverment of the MTO, An improvem ent of the deficit by approximately 1.2 pp of GOP in structural
terms iz envisaged for 2017, expecting the structural balance to reach -0.5% of GOP The
consolidation is planned to cortinue in the next years of the forecast period, although by a lower
reduction rate, aiming at reaching a neutral budget balance in the medium term. The structural
balance is estimated respectively at -0.2% and 0.0% of GDP for 2018 and 2019, cortributing to
macroeconomic stakility and long-term sustainakbility of publicfinance

Agure 3->2 General Government balance, % of GDP

2013 2014 2015 2016%* 20017+* 2015* 20159#%

ohe-off item  Cyclical budgetary componerit
ructural balance e Generd government budzet balance

Source Eurosat, MF

The assessment of the compliance with the expenditure benchmark pillar is done by comparing the
estimated real growth rate of the corrected expenditure aggregate net of discretionary revenue
measures with the updated reference values provided by EC in &pril 2015, Far 2016, when the
country has not vet reached its medium term budgetary objective (MTO), a reference rate from the
estimates of the average potential GOP growth is used, namely 1% and a margin of 1.26, based on
Commission's winter 2015 forecast, For the next two years, when the structural deficit is planned to
remain below the MTD, a limit of maximum 1% growth in expenditure in real terms= is applied.

Based on the above mentioned assumptions, with the exception of 2016, the increase in the
corrected expenditure aggregate, net of the discretionary revenue measures, is expected to be lower
than the maximum reference rate,
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3.5 Debt levels and developments, analysis of below-the-line operations and
stock-flow adjustments

The government debt management policy pursued in 2015 continued to follow the main guidelines of
the fiscal policy, while complying with the debt reference values laid down in the State budget act
and taking into account the need to secure financial resource to refinance the outstanding debt, to
caver the budget deficit and to ensure the stahility of the fiscal reserve. When issuing new

government debt, it has remained a priority to take accourt of the currert size, structure and
parameters of the debt and of theforecast levels and rates of change.

According to preliminary MF data, the consolidated general government debt-to-GDP indicator is
expected to reach 26, 7% as of end-2015, against 27.0% in 2014 and its levels will remain far below
the maximum reference value of the Maastricht convergence criterion of 60%.

The budget policy pursued, the forecasts for moderate GDP growth and the need for mairtaining
adequate liguid buffers in the budget, as well as the needs for refinancing of the outstanding
government debt in the period 2016-2019 are expected to result in a consolidated general
government debt at around 30% — 32% of GDP The projected amourt of the consolidated general
government debt for the review period will be influenced by the debt-related operations undertaken
and by the classification of the Bulgaria Deposit Insurancein the sector as required by Eurostat,

Agure 3-%  Consolidated general govemment debt/G OP ratio

33%
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Source Eurosat, MF

The dominart source of debt financng in 2015 (around 35%) is secured through G5 issues, most of
which on the international capital markets, The remaining 5% are dishursements on loans from
international financial institutions, including for the financing of investment projects and under the
Financial Contract between the Republic of Bulgaria and the EIB on the project “Bulgaria EU Funds
Co-financing 20014-2020 (SPLY in an amourt of up to 500 million EUR, In 2015, the share of external
financing in total new debt borrowing is about 83 % and the share of internal financing is about 18%
respectively.

The operations that had the maost considerable influence on the size and the structure of the
government debt as of the end of 2015 were the successful placement of external government debt
of the triple tranche type (T-yean 12-year and 20-yvear G5) under the Global Medium term Mote
Programmme of the Republic of Bulgaria, the dishurserment on the Financial Contract between the
Republic of Bulgaria and the EIB on the project “Bulgaria EU Funds Co-financing 2014-2020" [5PL),
and the repayment of the global bonds denominated in US Dollars, maturing in 2015, and the short-
term Bridge to bond loan assurmed during December 2014,
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The Slobal Medium term Note Prograrme of the Republic of Bulgaria {GMTN) established in 2015
provides the issuer with an opportunity to apply a flexible approach in the offering of securities, in
terms of access speed, scale and combination of appropriate financial parameters, and to issue
rultiple tranches with different parameters, to place on the European and on the US market, to use
different alternatives when choosing the appropriste borrowing strategy, including currencies,
maturities, public or private placement and the right time ta enter the market. The amount of debt
izsued under the Programme is determined annually with the State Budget 2ot of the Republic of
Bulgaria and is limited to the statutory debt ceilings, The effectiveness of the GMTM programme was
strongly confirmed by the second transaction realized in Warch 2016, with which the Republic of
Bulgaria confirmed its position of a low-risk issuer in the region.

On 14 March 2016 the Republic of Bulgaria successfully issued a EUR 1.994 hillion dual-tranche
Eurohond transaction. It is comprised of 7-year bonds amounting to EUR 1.144 billion and 12-year
bonds armounting to EUR 850 million with coupons &t 1875 % and 3.0 % respectively, The adopted
intraday strategy enabled the issuer to take full advartage of the favourable market conditions after
the quarntitative easing measures announced by the Executive Board of the European Central Bank.
Thus for a second consecutive year the Republic of Bulgaria made an extremely successful issuing of
Eurobonds and this is the largest EUR denominated transaction out of the Central and Eastern
Europe, Middle East and Africa (CEENMEA) region in the first quarter of 2016 and the first Euro-
denominated Sovereignissuance since the announcement of the ECBs new stimulus package.

The two transactions executed under the programme contributed to enlarging the investar base and
supplementing the country’s Eurc benchmark curve which represents an impartial market
assessment of the courtry risk, The registered high demand corfirms investor corfidence in the
Republic of Bulgaria as a sovereign debt issuer, In addition to covering maturing debt payments and
budget financing the net proceeds of the transaction will also be used for maintaining certain
liquidity buffers,

Thefollowing debt ceilings have been regulated inthe 2016 State Budget Act in support of the efforts
to control the governmert debt level and maintaining it at low risk levels:

*  The maximum amount of the government debt as of the end of 2016 shall not exceed BGMN
6.6 hillion (EUR 13.6 hillion?;

*  The maximum amount of the new government debt that could be assumed in accordance
with the procedure set out inthe Government Debt Act is BGM 5.3 hillion (EUR 2.7 hillion)

The approach of setting debt limits annually with the State Budget Act, applied sofarn contributes to
cantralled increase of the debt and to maintaining its sustainability. In addition, in circum stances that
could lead to a risk of breaching the 60% threshold of the consolidated general government debt-to-
GDF ratio, there is a statutory possibility to plan additional limitations for the assumption of
municipal and social security funds debt in the State Budget Act for the respective year Such a
restriction makes it possible to prevent significant negative effects from the excessive increase in the
amount of the debt,

Local Government debt which farms around 1% of the Consolidated General Gavernment debt is not
expected to change notably in the review period, A5 a major factor appears the limit set inthe Public
Finance Act, which erwisages that the annual amourt of municipal dekbt payments for each
municipality may not exceed 15 per cent of the annual average amount of own revenue and the total
balancing subsidy for the past three years calculated on the basis of information from the annual
reports on the municipal budget implementation,

The debt of the Social Security Funds subsector will be fully repaid in 2016, The financial assets
accurnulated inthe form of GS issued by the Central Government sub-sector amounted to BGMN 668.4
millian in 2015 and determinethe influence of the sub-sector on the General Government debt in the
2016-2019 period.
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The debt estimates for the Local Governmert and the Social Security Funds sub-sectors indicate
[ower contribution of these sub-sectors to the State's indebtedness.

3.6 Budgetary implications of “major structural reforms”

3.6.1 Implications for the expenditure side of the budget

The measures taken to implement Country Specific Recommendation 1 and aimed at improving the
cost effectiveness of the health care system, in particular, by reviewing the pricing of health care and
strengthening non-hospital and primary care, are detailed inthe 2016 National Reform Programme.

The pension reform, adopted during the recent years aims at ensuring stable revenues in the pension
systerm, as well asto make penzions more adequate in view of the demographic challenges ahead for
the country, The further increase inthe retirement age will serve as a way for enhancing the stakility
af the pension system in the long run, mairtaining solidarity among generations and reducing the
poverty risk for elderly pensioners.

The pension expenditure forecast for the 2017-2019 period takes into account the pravisions of the
Social Security Code and the assumptions in Governmert's medium term fiscal framework, as
followes:

1. Changing the retiremenrt conditions for third category warkers and introducing minimum age for
retirernent for military personnel, narmely:

— Theretirement age for third category workers shall be increased by 2 months every year for
wormen as of 1 January 2016 and by 2 months every year for men as of 1 January 2016 and
20017 and by 1 month every yvear as of 1 January 2018, A5 of 1 lanuary 2016, the required
insurance length of service for entitlement to pension shall be increased by 2 manths every
year far both genders. The retirement conditions to for the 2016-2019 period are given in
the table below:

Table 3-2: Retirement conditions under Article 68 {1}, {2} of 55 C, 20162019

WOMEN MEH
Year fge Length of service fige Length of service
2016 &0 vears10 months 35 years2 months 63 vears10 months 38 years2 months
2017 6l years 35 vearsd months 64 years 38 vearsd months
2018 &1 years2 manths 35 vearsg months &d yearsl months 38 vearst months
2019 6l vears4 months 35 yearsS months 64 vears2 months 38 yearsS months

—  Mlinimum retirement age of 52 years and 10 manths is imtroduced as of 1 January 2016 for
the Public arder and safety sector emplovess, It shall be increased by 2 months every year as
of 1 January 2017,

The estimated effect on the budget from the described changes is a decrease in expenditure by
BGH 23.6 million in 2016, by BGN 20.5 million in 2017, by BGN 17 million in 2018 and by BGN 15
million in 2019,

The increased retirement age and insurance length of service will make pension payments more
adequate and at the same time it will decrease expenditure for newly granted pensions. Insured
persons will stay longer on the labour market and at the same time the number of new pensioners
will decrease. By 2037, the retirement age in the most prevalence third category of labour will
become the same for women and men - 85 yvears, and by 2027 the insurance length of service for
wamen will become 37 years and for men — 40 years, After 2037 the retirement age is envisaged to
follow the changes inthe average life expectancy,
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— An option for retiring with less than the full amount of the pension was introduced as of
January 2016 for third category workers who have the reguired length of service under
Article &8 (2) but have not reached the retirement age by less than 12 marnths, Their pensions
will be lowered for life by 0.4 per cent for each missing month,

The estimated increase in the expenditure for new pensions in 2016 is about BGN 32 million.

The early retirement option introduced for third category workers enables some long-term
unemploved people to take advartage of this option.

— The option of granting P55 pensions to certain categories of workers and smoothly increasing
their retirement age until it reaches 55 years for first category workers and &0 wears for
second categary warkers is maintained as of 1 January 2016, The estimated effect from the
cortinuation of this option is an increase in the pension expenditure by about BGM 20.8
millionin 2016, by BGM 40 million each in2017 and 2018 and by BGN 30 million in 2013,

This option enables certain categaries of workers to choose between receiving an early pension from
an Ccoupational Pension Fund or fram the PSS Pensions Fund, Those who have made early pension
payments to an OFF but have chosen to receive pension from PSS shall transfer their individual
account/savings to the Pensions Fund of PSS,

— &z oof 2017, the percentage for each wear of insurance length of service in the pension
formula shall be increased by a percentage equal to or higher than the percentage under
Article 100, urtil it reaches 1.5, The new percentages will be applied both for newly and for
already granted pensions. In the 2017-2019 period work-based pensions granted until 31
December of the previous wear shall be recalculated as of 1 July of the respective year
applving the new percerntage for each year of insurance length of service set for the
respective calendar year, The recalculation, applving the new weight per year of insurance
length of service in the pension formula, will replace the adjustment under Article 100 of 55C

The estimated effect on pension expenditures is as follows:

*  For 2017 - with a percentage per year of insurance length of service at 1,113, the reguired
funds amount to BGM 77.9 million, including for newly and already granted pensions;

e For 2018 - with a percentage per year of insurance length of service at 1.150, the reguired
funds amount to BGMH 104, 7 million, including far newly and already granted pensions;

For 2019 - with a percertage per year of insurance length of service at 1,183, the reguired
funds amount to BGM 1656 million, including far newly and already granted pensions,

This measure will have significant effect on the adequacy of pensions.

- A5 of 1 July 2019, the maximum amount of ane or several pensions received shall be
increased from 35 to 40 percent of the maximum insurance income for already granted
pensions, The ceiling of newly grarted pensions shall be eliminated as of the beginning of
2019,

The estimated increase in pension expenditures is about B GN 20 million in 2019
This measure will have effect on the adequacy of pensions,

Expenditures on pensions and allowances in the reference medium term programme are maintained
at levels between 9.6 % and 9.8% of GDP.
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Table 3-3: Estimated pension expenditure™

Year Pension expenditure
BGH million % of GDP

2016 7000 R

2017 59255 N

2018 91592 =X

2019 Q5000 =X

Source: MEE

3.6.2 Implications forthe revenue side of the budget
— L. Legislkative amendments in the tax policy
Table 3-4: Estimated effects on the budget from discretionary revenue measures
Discretionary measures in Million BGH 2016 2017
Positive effect on %AT revenue from increased excise duty races for energy products used as heging
fud, as setin the Law amending and supplemerting the Excise Duties and TaxwWar ehouses Lav, in the 142
2015 —2015 period.
Positive effect an AT revenues in accaordance with the scheduled increase of excise duty rates for 154 a5 g
cigarettes ’ ’
Excise duty ratesfor energy products used as heating fuel —2015-2018 — gas ail —from 50 to 645 (BGN 711
A000 litres); — heasy fuel oils — from S0 to 400 (BGHNkg); ’
scheduled increase of the excise duty ratesfor cigarettes until the maximum excise duty rate of BGN 760 11072
177 per 1000 cigarettes is achieved asof 1.1.2018. ' '
The effect of the fud vouchers granted to agriculturd producers under Article 45 ad of ECTWL, 540
effective 2013 ’
Exercisitiz barder and inland fiscal cortrol of the points of receiving/unloading of goods of high fiscal

. 300 200
risk 1GHFR).
Ongaing monitaring of debtars with overdue liabilities of over BGRN 100 thousand (BGH 200 thousand
for Sofia City Territarial Office) for taxes and social security contributions and implementing an 24.0 431
soprowed plan for scheduled telephone campaigns
Organidng anaiond lotery game with receipts —launch in Movermnber 2015 121
Effect on PIT revenues from the annual increase of the minimum waze — by BEN A0 from the beginning 15 14
of 2016 and from the beginning of 2017 ’ ’
Revenuefor Pensions Fund and Pensions under Article 689 Fund of PS5 (purauantto paragraph 51 of the
Law amending and supplemernting 5C) — for the pensioners who have tanserredtheir 115
acountssawings from UPF 1o P35 and waht to have a recalculation of their pension
Increase by 1 pp each from the beginning of 2017 and 2018 —effect on Social S ecurity Contributions 187
Increase by 1 pp from the beginning of 2017 and 2015 — effect on Personal |ncorme Tax 75
Curnulaive effect on the amount of health insumncetransfersfrom increasng the share of the
insuanceincorne onwhich the Statewill make health insurance paymertsfor persons insured from the 400 799
itate budget (35 per cent asof 2016 and S per cent each year thereaftter — Article 40, paragraph 4a of ’ ’
HIL) and frorm increasng the minimum insurance income from BGN 420 to BGN 460 as of 2017
Changing the minimum insurance threshalds (income) under the Laa on the Budget of Public Social 150
Security for the respective vear ’
Increasing the minimum insurance incame forthe main economic activities and other occupational
groups by 8.6 % onaverage in 2016 compared to 2015 a0

Py

dated March 2016,
4

Data up to 2019 are based on the forecast of revenue and expenditure of the consalidated P35 budget for 2017-2019,

The estimated gfect from the implementation of this measure is not included in the estimatesin Table 2a of Annex A
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Discretionary measures in Million BGH 2016 2017

Multiple chaoice option for the individuals born after the 317 of Decernber 1959, who have not been
granted a pension for old age and length of service, to migrate from the Universal Pension Fund tothe .0
Perisons Fund or the Pernsons for Persons under Article 69 Fund and vice verss™

Decreasng the percertage deducted from the profits of companies with maoarity sate ownershipin
favour of the State from 60 1o 50 % in 2016 and mairtaining its level in2017 and 2018, The mnge of
companies making deductions for dividendsto the State has been changed —the'wWater Supply and
Sevwerage sectar and Bulgarian Developrment Bank AD were included in addition to hedth care -126
ingitutions The method of determining the financid result for the purposes of the deduction {an
consalidated bads, if applicable) is preseryed. The estimated annual financial results of the companies
e used a5 a badsfor the above estimates,

Total 320.7 474.9

> Corporate Tax

The forecast for corporate tax revenue (including taxes on dividends, liguidation guotas and income
af 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 that
are subject to deduction in subsequent accounting periods, declared by taxable persons in their
annual tax returns, the amount of the tax prepayments made by taxable persons who have realised
taxable profit inthe previous year and the respective amount of the adjustment payment under the
annual tax return (ATR) for certain legal entities, the reimbursable tax amourt, and on the changes in
the regulatory basis,

According to the amendments to CITL which align the Bulgarian taxation system with the European
legislation on the common system of taxation applicable in the case of parent companies and
subsidiaries of different hember States (Council Directive 2014/86/EU of 8 July 2014 amending
Directive 2011,/96/EU), as of the heginning of 2016 the Member State of the parent company should
not allow that company to benefit from the tax exemption applied to received distributed profits, to
the extent that such profits are deductible by the subsidiary of the parent company, established in
another hMermber State,

OTL contains an express provision implementing the European legislation on applving the comman
minimum anti-abuse ruleto the distribution of profits, The Bulgarian tax legislation contains a general
provision on tax evasion which is of a wider scope than the one included in the directive, therefore
specific additions to the texts of the CITL have not been made,

After the expiry of the state aid scheme in the form of tax relief in accordance with Article 184, in
relation to Article 189 of CITL, which entered into force on 31 December 2013, a notification
procedure was initiated for a new state aid scheme to be applied in the new programming period, &s
a result of the implemented notification procedure the European Commission issued positive
Decision Mo, ©{2015) 6174 of 14.09.2015 on State Aid 5439869 (2014/M) — Bulgaria, Corporate Tax
Exemption Scheme in accordance with Article 184 of the Corporate Income Tax &ct, declaring the
rmeasure com patible with the internal market pursuant to Article L07(3)a) TFEU.

In reference to the alignment of the national legislation with the conditions of the regional
development state aid scheme approved by the Cammission and with the pravisions of Cammission’s
Regional &id Guidelines for the period 2014-2020 (the Guidelines), with regard to tax relief
constituting regional dewvelopment state aid, amendments have heen enacted, waving the
automaticity of the state aid scheme and introducing four new requirements which every taxable
person wanting to make use of tax relief constituting state aid should comply with. The four types of
requirements include most of the requirements applied under the state aid scheme which existed till
2013 plus a number of new requirerm ents,

% geaMote2d.
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In connection with Bulgaria’s accession to the international initiatives for transparency and exchange
of irformation for tax purposes of the Crganisation for Economic Cooperation and Development
(DECD) — the Conwertion on Mutual Administrative Assistance in Tax Matters, the Multilateral
Competent Authority Agreement on &utomatic Exchange of Financial Account [nformation and the
Global Forum on Transparency and Exchange of Information, amendments to QTL have been
enacted, effective 1 January 2016, regarding the criteria based on which the countries/territories will
be defined as jurisdictions offering preferential tax regimes and regarding the list approval procedure,
The EU Member States and the countries which exchange information pursuant to Council Directive
2011/16/EU of 15 February 2011 on administrative cooperation in the field of taxation, as
subsequently armended, are expressly excluded from the scope of jurisdictions offering preferential
tax regimes,

> Personal income Tax

The forecast of the revenue under the Perzonal Income Tax Law (PITL) for 2015-2019 has been made
while preserving the single tax rate of 10% (with no tax-free threshold) for all taxpavers, except for
the income from economic activities of sole traders for which the tax rate is 15%. It also takes into
account forecast growth of compensations for employed persons, the projected number of employed
persons, the statutory tax relief, the expected hetter callection rate of PITL taxes, as well as some
legislative amendments, The effect of the planned changes to the minimum wage and the
cortribution to the Pensions Fund has also been taken into consideration. Personal income tax
revenues alsoinclude patent tax proceeds inthe municipal budget s,

Legislative amendments relating to tax relief include adding the funds paid under EUS Erasmus+
Programme in the field of education, training, youth and sport, to the scope of non-taxable income,
The definition of "disposal of financial instruments” has been expanded to include transactions with
government securities on a regulated market within the meaning of 2&rticle 73 of the Markets in
Financial Instruments Law. In this context, to the extert that the law exempts from tax the income
from disposal of financial instruments, the scope of non-taxable incomeis affected,

The new legslative amendments, effective 1 January 2016, create an opportunity for the mandatory
health insurance contributions, which individuals are obliged to pay in respect of themselves
pursuant to Article 40(3) of the Health Insurance Law, to be deducted from the taxable income
originating from other business activities (2rticle 29 of PITL), the income originating from rent or any
other granting of the use of rights or property for consideration (Article 31 of PITL), the income
originating from the transfer of rights or property (&rticle 33 of PITL) and the income originating from
other sources (Article 35 of PITL) received in thetax year when such taxable income is included in the
annual adjustment of the insurance income,

Legislative amendment has been passed as a measure to lessen the possibility of undeclared and
untaxed income, whereby income originating from other sources of an occasional or non-regular
nature (compensation for loss of profit and indemnities, pecuniary and non-pecuniary awards in
games and competitions which are not provided by an employer or an assignor, interest which is not
subject to a final tax, ete.), which were only taxed on an annual basis with the payahletax determined
by the natural personin the annual tax return, shall be subject to advance withholding of tax as of 1
January 2016, wherethe payer of the incormeis an undertaking or a selfinsured person, The payer of
the income shall determine and withhold thetax upon paving the income.

> Value Added Tax {VAT)

The forecast of W& revenues includes an assumption for preserving the relative share of wWar
proceeds in consumption. It takes account of the macroeconomic indicatars forecast and the positive
impact of introduced in 2014 measures, concerning the fiscal control of the circulation of goods of
high fizcal rizsk onthe territory of the Republic of Bulgaria and the “AT reverse charge mechanism for
the supplies of cereals and technical crops The effectiveness of fiscal contral was enhanced in
2015 by opening additional fiscal points inland and expanding the scope of goods subject to fiscal
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cortrol, The period for the application of the &7 reverse charge mechanism for the supplies of
cereals and technical crops was extended till 31 December 2018, pursuant to Article 199a(1) of
Directive 2006,/112,/EC, Theforecast also takes into account the amendments to the tax [aw,

WATL has been amended in respect of the supplies and sales of liquid fuels, The scherme under Article
118(7) applicable to petrol bases has been repealed and the persons making use of it have been
granted a transitional period of six morths to bring their activity in conformity with of article 118 of
WETL, e to apply the general scheme of registration and reporting of supplies/sales of liguid fuels at
acommercial outlet by means of fiscal devices and transfer of data via the remaote connection to the
Mational Revenue &gency (MRA),

another group of amendments concerns the administrative penalties on taxable persons. In cases
when the tax is charged after the statutory period within which it should have been charged, the time
interval in which the lowest rate of pecuniary penalty or fine applies has been extended to & months
as of the end of the month, during which the tax should have been charged Another low-rate
pecuniary penalty or fine has been provided in case a registered person has charged the tax afterthe
ahove six-month period but not later than 18 months after the end of the maonth, which the tax
should have been charged.

Some of theWA&TL provisions have been elaborated to inarder to address problems occurring with the
practical application of the law, Persons effecting distance selling of goods from a place of transaction
within the territory of another Member State shall issue invoices for such supplies pursuant to the
legislation of such other Member State, The conditions for determining the place of transaction for
the purpose of distance selling of goods have been elaborated in respect of the dispatching ar
transportation of the goods and the completion thereaf,

The amendments effected in line with Council Directive 2008/8/EC of 12 February 2008 amending
Directive 2006/112,/EC as regards the place of supply of services relate to the opportunity for the
suppliers  of telecommunications services, radio and ftelewision broadcasting services  and
electronically supplied services, established in the Republic of Bulgaria, who register for an intra-
Union scheme, to declare in addition to the bank account denominated in EUR also a bark account in
BGM which, however must be opened with a Bulgarian bank or with a branch of a foreign bank in
Bulzaria.

WATL has been amended in order to align national legislation with a provision of Council Regulation
(EUY Mo, 90442010 of 7 October 2010 on administrative cooperation and combating fraud in the field
of value added tax, According to the amendment the scope of proportional refund of overpaid tax
until 31 December 2018 to a person who has registered for the "mini-One-Stop-Shop” service shall
only apply to intra-Union schem es,

Amendments to WETL have been passed in relation to European Commission’s Letter EU Pilot
71227147 TaxU regarding the non-compliance of provisions of the law with Directive 2006/11 2/EC,
Fursuant to Directive 2006,/112/EC, where a person uses goods or services for the purposes of both
supplies conferring right to deduct credit for input tax and supplies not conferring right to deduct
credit for input tax, only the portion of the AT charged for the goods or services attributahle to the
first supplies shall be deductible, The deductible portion is a fraction expressed as a factor, &2 a result
of the amendment, the factor shall be rounded to the second decimal place, to the nest higger
number and not according to the common mathematical rounding rules,

WATL has been amended in several aspects, based on identified non-conformities with the acquis and
a need to align national with EU law, with a view to uniform application and taking into accourt the
case-law of the Court of Justice,

The first one is the legislative amendment to achieve compliance with Directive 2006/112/EC, It
introduces an express provision regulating that the supply of & service for provision of medical carein
the exercize of the medical professions under the Health &ct shall be exempt from W&T 20 express
prowision for exemption from %27 of manufacturing services concerning currency, bank notes and
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coins used as alegal tender i= al=o included.

Thetime of occurrence of the chargeahble evert inthe case of provision of services for the private use
of the taxable person, the owner, the factory and office workers or for purposes other than the
independent econormic activity of the taxable person, the performance of which involves use of
aoods for which credit for input tax has been deducted, has been determined, namely the last day of
the month in which the service has been provided.

It has been specified that the provizion, free of charge, of services for the private use of the taxable
person, the owner, the factory and office workers or for purposes other than the independent
economic activity of the taxable person in case of dire need or force majeure shall not be equivalent
to supplies effected for consideration,

In relation to decisions of the Court of Justice it has been provided that the wear and tear costs shall
be taken into account in determining the taxable amount of the supply, free of charge, of services for
the private use of the taxable person, the owner, the factory and office workers or, generally, for
purposes other than the independent economic activity of the taxahle person, which services the law
haz made equivalent to services provided for consideration and for which goods with deducted credit
far input tax or goods which would have been a fized asset within the meaning of the Corporate
Incame Tax Law if used inthe activity of thetaxable person, have been used.

The forecast of the 2016 “&T revenues takes into accourt the estimated positive budgetary
implication at BGMN 15.4 million as a result of the scheduled increase, pursuant to the Excize Duties
and Tax Warehouses Law (EDTWL), of the excise duty rates for cigarettes. The 2017 positive
budgetans implication is estimated at BGN 23,8 million,

&+ Fxcise Duties

The forecast of excise duty revenue takes into account, in addition to the macroeconomic indicators,
also the positive impact of the enhanced control over trading in excisable goods. The legislative
changes as of January 2006 which include increased excise duty rates for cigarettes and for energy
products used as heating fuels have al=o been taken into account,

Article 39 of EDTWL was amended to change the ration of the specific to the proportional excize duty
for cigarettes, The amended ratio of the specific to the proportional excise duty strikes a balance
between the revenues to the state budget and a minimum increase in the prices of the cigarettes in
the lowest price brackets, The specific excise duty for cigarettes is changed from BGM 101 per 1000
cigarettes in 2015 to BGMN 70 per 1000 cigarettes in the 20016-2018 period, and the proportional
excise duty is changed, as follows: a) 38 per cent as of 1 January 2016; b) 40 per cent as of 1 lanuary
2017 o) 42 per cert as of 1 January 2018, Pursuart to the schedule set out inthe law, the excise duty
far cigarettes is increased gradually to the minimum rate of ELIR 30 for 1000 cigarettes established in
the Directive (BGMN 177 per 1000 cigarettes) as of 01.01,2018, The positive effect on budget revenves
from the increqse of the excise duly rates for cigarettes qs the change in the ratio of the two
components of the excise duty is estimated at BGN 78,9 million for 2016 and at BGN 119.2 million for
2017 in increased revenues from excise duties,

With a view to preventing excise duty abuse and evasion as a result of unlawful use of heavy and
marked fuels not for their intended purpose as heating fuel but as automotive fuel, it has been
provided that the excise duty rates for energy products used as heating fuel shall be increased, as has
been the case in many EU Member States, The positive budgetany implication of the change for 2018
iz estimated qt BN 71,1 million,

Article 22(2) of the tax law has been amended towards direct exemption from excise duty of ethyl
alcohol which is expressly denatured and is not intended for human consumption. The amendment
aims, on ane part, to lower the administrative burden and costs for the persons and, on the other
part, toimprove the competitiveness of Bulgarian producers and the liquidity of economic operators,
as isthe case in other EL W em ber States,
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> Tax and Social Security Procedure Code

& new Section lla has been inserted in Title Two, Chapter Sixteen of TSIPC. It regulates the
administrative cooperation through awtomatic exchange of financial information in the field of
taxation with the participating jurisdictions, the ohligations of the reporting financial institutions to
collect information, the performance of the reporting and due diligence rules,

The new section of the Code implements in the national legislation the provisions of Council Directive
2014/107/EU of 9 December 2014 amending Directive 2011/16/E) as regards mandatory autamatic
exchange of information in the field of taxation (Directive 2014/107/EU), as well as provisions for
implementation of the Agreement between the Government of the United States of America and the

Government of the Republic of Bulgaria to Improve International Tax Compliance and to Implement
F&TCA (Fareign Account Tax Compliance &ct), signed on 3 December 2014 in Scfia (promulgated, 5G,
Mo. 47 / 2015).

The amendments implementing the provisions of the directive regulate a special type of
administrative cooperation between the Republic of Bulgaria, the EU Member States, third courtries,
and the European Cammission through autorm atic exchange of financial infarmation.

— II. Measures for improving the revenue collection rate

Themeasures taken by the NRAto improvethe revenue collection rate are detailed initem 6.3 of the
Conwergence Programme (2016—2019)

> Bulgarian Customs Agency

In 2015, the Bulgarian Customs Agency implemented a number of projects for design and
development of the integrated information systems, MNew components were added to the systems
and existing components were upgraded. As a result, the quality of the services provided to citizens
and businesses was enhanced through the new e-services, processes for migration to electronic
customs, legislative amendments and/or new functional ohligations for the administration, stricter
cortrol, increased horizontal interaction and provision of automated inter-institutional exchange of
data and irformation.

The fallowing information systems, components and functionalities were developed in 2015:
s Bulzarian Integrated Customs Information System (BICIS);
s Bulzarian Excise Centralised Information System (BECIS);
*  Subsequent/Frevious Document Component [SPDC),
*  Customs Information System for Exports (CISE/BG-ECS);
s Bulgarian Transit Management System (BTRS);
* |mports Cantrol System (BG-CS);
*  Road Charges and Authorisation Mechanism hModule (RCARMR/PTRR);

s Systermn for provision of information for management purposes from customs documents
(SPIMPCD /5340

*  Register of Liahilities towards the Customs Administration (RLCA/REZM L),

s |TMS-BG — Upgrading the functionality of the Calculation Module of ITRS (Integrated Tariff
Management System);

e Surveillance-BG — Surveillance of transferred data;

*  Reference Data Management System ROMS;
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Risk &nalysis Module (RAM ),

System for Exchange of Risky Information (SERI),

The implementation of the Microsoft &ctive Directary Service was started in 2013, It facilitates the
centralised administration of users and their workstations and thus enhances security, The Mational
Service Desk system was put into actual operation. The procurement was implemented in the part
providing the integration of the call management centre (CWC) with the Service Desk function
automation system inthe Bulgarian Customs Agency.

The following are pending development in 2016

Bulgarian Integrated Custorm s Information System (BICIS)

Road Charges and Authorization Mechanism M odule (RCAMRTRRY;
Bulgarian Excise Cantralised Information System (BECIS);
eCustormsbg—Bulgarian Customs Agency e-Portal;

System for prowision of information for management purposes from customs documents
(SPIRPCDM | 53.8);

Mew components and functionalities will be added to the information systems:

Developing the information systems of BCA by implementing a uniform digital signature and
tirme starnp component (DSETS)

Aralysis and implementation of the necessary changes resulting from Commission Delegated
Regulation (EU) 2016/341 of 17.12.2015 supplementing regulation (EU) Mo, 95242013 of the
Eurcpean Parliament and of the Council as regards transitional rules for certain provisions of
the Union Customs Code where the relevant electronic systems are not yet operational and
amending Delegated Regulation (EU) 201572446,

Three OPACfinanced projects were successfully completed in the Bulgarian Custom s Agency in 2015:

Project: "Development and implementation of architecture and information technology
seryices, processes and infrastructure of the Bulgarian Customs Agency (Enterprize
Architecture) under Grant Cortact Mo, A13-31-2 7 11.04.2014 within OPAC, cofinanced by
the EU through the ESFY — the Institution/Enterprise Architecture of the Bulgarian Customs
Aoency and the new Custom s Information Systemn for Exports (CISE) have been implemented
as a result of the project. CISE is developed on the 50 principle and offers new e-services to
citizens and businesses,

Project: "Improving administration by designing new electronic administrative services
provided by the Bulgarian Customs Sgency, Contract Mo, 13-32-6 / 22,01.2014", Thirteen new
electronic administrative services for citizens and business have heen developed and are now
available in the Bulgarian Customs &gency e-Portal — the functionality of the single access
point for provision of administrative services was upgraded as a result of the project. The
documert flow of the Bulgarian Customs Agency is fully electronic and is effected through the
upgraded Automated Information System for Documernt Management and &dministrative
activities (al0a)

Project: "Building an interoperakility 1C platform for data exchange and implementation of
agoods control measures between the Bulgarian Customs &gency and the Bulgarian Food
Safety Agency, Contract Mo, 13-32-7 /10.02.201 4",

The Bulgarian Customs &gency prepared the sector strategy “E-Customs 2020" and a Road Map for
implementation of the automation measures and of the National E-Gowernance Strategy 2014 —
2020, In 2016, the measures concerning the customs legislation will be financed from the new
Cperational Programme "Good Governance”,
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The Systern for Exchange of Risky Information SERI 2.0, was commissioned on 10.12,2015. It was
developed to automate the process of collection and processing of the risk inform ation available and
coming from different sources,

The development of Road Charges and acthorisation Mechanism Module (RCaR) of BICIS continued
in 2015 by adding new functionalities aiming to improve the collection rate of fees and vignette tolls
and to optimise control, Operational are: functionality for payment of such fees and tolls with fuel
cards and for collecting the halance of fees under Article 6 and Article 7 of Ordinance Mo, 11 7 2001
on the mowvement of overweight and/or owversize vehicles; functionality for automated import of data
about identified registration numbers of vehicles from video surveillance systems (the functionality is
piloted at Kapitan andreevo Customs Point which currently has 24 video cameras installed);
functionalities for checking the walidity of TIR-carnets, required permits, container numbers and
nomenclature types, electronic administrative documents and prior notifications under &rticle 76c of
the Excise Duties and Tax Warehouses Law (EDTWL) in case of carriage of excisable goods with tank
trucks — by integration of module RCAM and BECIS,

The tendency of enhanced interaction between the Bulgarian Customs agency, the badies of the
Mational Revenue Agency (MWRA) and the Ministry of Interion registered in the previous period,
persists, In the beginning of 2015 MRA was actively supported in conducting checks on depositors in
tax warehouses for storage of energy products. As a result of the findings of these checks, public
enforcement agents from MRA imposed articipatory security measures and pre-trial procedures were
initiated under the supervision of the Specialised Prosecutor's Office of the Republic of Bulgaria,

The Bulgarian Customs Agency participates jointly with Mal, S&NS, the State Agency for Metrological
and Technical Surveillance and MR in control actions in respect of persons trading in automotive
fuels. The institutional cooperation has notably driven up the share of legitimate fuel trade.

In 2015, the Bulgarian Customs &gency was highly efficient in implementing measures to increase
budget revenues and fight smuggling as a result of the improved contral exercised by customs
authorities under EDTWL and the Customs Law (L),

Prevention of excise tax fraud and excise tax evasion and the fight against the illegal production,
distribution and smuggling of tobacoo products were rmajor priorities of the custom s administration
in 2015, &f different times during the year, the custom s authorities exercised enhanced contral on the
major licensed warehouse keepers managing tax warehouses for the production and storage of
energy products, tobacco products, ethyl alcohal and alcoholic beverages, Contral consisted in 24-h
presence of the customs authorities in certain tax warehouses and documentary control of the
excisable goods brought in and out, resulting in nctable increase in the legitimate use of excisable
aoods and inthe expected increaze in the ollection rate of excise duty and wWaT,

The contral at the external borders was enhances through continuous presence of mobile customs
groups inthe course of several months in support of the work of border customs offices, The stricter
cortrol of the passenger and cargo traffic from third courtries and of the tax warehouses resulted in
a notable decrease inthe volumes of tobacco products sold at theillegal market,
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4 SENSITIVITY ANALYSIS AND COMPARISON
WITH THE PREVIOUS UPDATE

4.1 Alternative scenario: deterioration of the external environm ent

The European economic development outlook remains uncertain, The slowdown of the developing
economies, mostly China, poses a major risk to the growth of EU's GDFR The rebalancing of GDF
arowth in China, from export and investrment towards consumption, geared down global trade in the
past year, The faster than expected slowdown of the Chinese economy in the medium term will result
in warse than anticipated performance of EU exports and lower GDP growth, Insecurity in the region
remains high, gwen the stronger geopolitical tension, Stricter border cantrol between some hember
States could further restrict trade in the region. While according to Commission’s estimates the
migration wave is expected to have a positive effect on the European economy in the short term,
because of the increased government spending some Mermber States intend to pursue a policy of
reducing budget deficits, The deployment of significant funds from the EU budget, for addressing the
migration flow could limit investment resources,

&z aresult of the existing risks to the development of the European economy, an alternative scenario
assuming lower GDP growth inthe EU has been prepared.

Table 3-1: Comparison between the baseline and the alternative assumptions
1016 a1 v 18 2019
Diffarance Differanca Differance Difference
compared compared compared compared
A fternative tothae A fternative tothe AlErnative mthe Alternative tothe
SCEMArio basaline SCEMAND baseline SCENaris baseling SLEMaris haseline
SCEnAaris SCEnaris sCanans SCENAris
[ppl LLI} fepl LLI]
EU &OF, [real 15 0.5 17 0.3 1.8 0.1 18 Liki}
arawth, %)

Source: MF

This underlying economic slowdown in the EU is expected to weaken external demand, the main
deviation from the baseline scenario occurring in 2016 and subsiding towards the end of the forecast
period. Consequertly, more limited increase in Bulgaria’s exports tothe EU hMember States compared
with the baseline scenario is expected, Less favourable external enwironment and slower increase in
export receipts will also keep down domestic demand by limiting consumption growth and
weakening the investment activity,

Lower demand for raw materials from export-oriented sectors and weaker domestic dermand will
cortribute to slower growth in impaorts, This is expected to partly offset weak exports and limit the
adverse effect of net exports on GDP and of the balance of goods and services on the current
account. Cwerall, Bulgarian economic growth is expected to slow down compared with the baseline
sCEnario,

The unfavourable external developments will have minimum effect on the balance of Primany and
Secandary income and will affect mainly trade in Soods and Services, The Current qecount is expected
ta deteriorate, with surplus (a5 aratio to GDP) going down by 0.3-0.6 pp against the baseline scerario
inthe2016-2019 period,
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Table 3-2: Hfects on the main macroeconomic indicators

Real gmwth mtEs 16 1? 2018 15
Atternativ | Difference | AlEmativ | Difference | Aternativ | Difference | Alternaty | Difference
& scenario | frem  the | e scenaric | from  the | & scenarc | fmm  the | & scenaro | from  the
] basaline () basaline A baseline (b baseling
SCEnari SCENans SCEMAris SCEMaris
L1} trpl [ppk {mpk
a0p 14 0.7 2.1 04 2.5 0.z 2.6 01
Final cansumptian 13 0.3 2.1 0.2 2.3 0.z 2.3 0.2
| mrest ment -5 0.7 0B 05 2.6 01 35 0.0
Expart of goodsand sernvices 37 0.5 4.2 05 4.7 01 51 0.0
Impart af zaods and services 2.3 0.3 34 0.2 1.6 0.1 51 0.1
Eurren accaum balance [ 15 03 15 a5 12 06 13 05
af S0P}
Annual avemge inflatian
[HICP, % -0.3 013 1.1 =007 1.1 2005 13 005
Emplaved persans, % 0.3 0.2 0.5 01 0.6 0.0 0.6 0.0
Source: MF

The forecasted lower external demand is expected to limit the cortribution of industry sector to the
growth in total employment in the country, driven by hoth decreased production activity of export-
oriented activities in industry and weaker investment, The cortribution of employment in services
will remain positive but lower than the baseline scenario, determining the more limited effect of final
consumer expenditure. Less favourable employment developments compared to the baseline are
expected in 2016 and 2017,

Weaker domestic demand, on its turn, will result in a lower inflation rate, with a more tangible
impact expected in 2016,

4.2 Sensitivity of budgetary projections to different scenarios

4.2.1 Sensitivity of the budgetary projections to the alternative scenario

The alternative scenario reveals some risks to the budgetary projections associated with the change
in the structure and the level of economic recovery, The dynamics of domestic demand, and
particularly of final consumption, has a significant impact on the revenue side of the budget as
indirect taxes make up a relatively high share of total tax revenues, The negative effects of the
implementation of the alternative scenario on employment growth and, generally, on the labour
market, where recovery from the crisis goes relatively smoathly and at a slower pace, limit the
arnount of additional revenue from the projected increase of social security contributions by 1 ppin
2017 and in 2018, The decrease in total budget revenue compared to the baseline scenario triggers a
need to take additional compensatory measures in order to limit the negative impact on the medium
term fizcal targets set for the balance of the General Government sector,

Despite the fact that in the alternative scenario of slower recovery of the European economy the
negative impact comes mainly from the export dynamics, the growth rate of almost all GDP
componerts is lower than in the baseline scenario. &5 a result, the collection rate of revenues to the
state budget in each year of the forecast period 2016-2019 is lower compared to the baseline
scenario. Tax and insurance revenues are influenced by direct taxes, due to the lower profits of
affected export-oriented industries and the weaker increase in total employment in the courtry, as
well as by indirect taxes, due to the lower levels of final consumption and of imports of goods and
services compared to the baseline scenario. The negative impact of the latter two factors onindirect
taxes is partly offset by a significant decrease in nominal exports in 2016 and 2017 compared ta the
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bazeline scenario, leading to a reduction in the estimates of the “&T claimed for refund in these
YEArs.

The lower budget revenue compared to the baseline scenario will cause a deterioration of the
General Governmert balance in the 2016-2019 period, With total expenditure mairtained at the
bazeline scenario level, the budget deficit is expected to go down to 2.1% of GDP in 2016, 1.0% of
GDP in 2017 and 0.7% of GDP in 2018,

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

The current composition of the consolidated general government debt with regard to market
indicator levels {exchange and interest rates) does naot imply any significant influence an both its
nominal walue and the amount of funds reguired for debt service, The share of debt denominated in
currencies other than EUR and BGM is estimated within 1% awer the 2016-2013 period, The share of
debt with floating interest rates is also estimated at comparatively low levels inthe reviewed period,
varying between 6-8, 7%, which, inturn, results in a minimum interest rate risk in case interest rates
areincreased,

4.3 Comparison with the previous programme

The growth of the Bulgarian econormy in 2015 was higher than the one projected in the previous
Convergence Programme, driven mainly by higher growth in exports, Strong export growth and
weaker consumption resulted in a positive contribution of net exports of 2.1 pp, against a projected
negative contribution of 0L pp.

The more favourable development of the Bulgarian and of the European economy in 2015, the
revized forecasts of international financial institutions for EU and US GDP growth, as well as the
modified assumptions for international prices and exchange rate development necessitated a revision
of the medium term economic forecast of the Ministry of Finance,

This Convergence Programme projects higher GDP growth throughout the forecast period as well as
changes in the structure of growth, which will be driven to a greater account by net exports whereas
the contribution of domestic demand will show maore gradual increase compared to the previous
Convergence Programme, Lower than expected growth in consumption reported in 2015 resulted in
more moderate assumptions inthe medium term. Investment estimates were also lowered due to an
anticipated decline of public investment in 2016 and 2017 attributable to the time necessary to
launch the projects with EU funding under the new financial programme, & the same time, weaker
domestic demand will limit the increase in the import of goods and services and keep it below the
growth rates projected in CP2015, Growth in exparts is projected at higher levels compared to last
year's CR It will be higher than the growth in imports till 2018 and thus the positive contribution of
net exports to the GDP dynamics observed in 2015 will be maintained,

Table 1-3: Main macroeconomic indicators
2015 2016 17
Realgmwth @tes i i i
£ cp2016 | cp2o1s | PN | oo | cpaoas | DTN | o aoas | cpaons | DTTEE
£, pp €8, pp €2, pp
GOP 3 0%, 1.4% 16 1% 17% a4 2.0 zam, 0z
Final cansumptian 0.7% 2.0 -1.3 1.5% 2.6% -1.1 2.2% 30% 0.5
armeefized capital farmatian 2.5% 1.5% 0.6 -1.5% 1.5% =33 -0.1% 29% -3.0
Expart of goodsand services 7B z.E% 4.5 4.0%, 1% 14 4.7% EX L 1z
Impart of zoads and services A 4% EN= L] 2.B% 4 0% -14 35.6% A A% 0.7
Annual avermge inflation [HICR) -1.1% S0B% 0.4 0.5 15% -2.b 1.1% 19% 0.7
Source: MF
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&l main commodity price indices are expected to decline in 2016, in contrast to the increase
expected in the previous CP wpdate. Changes in exernal assumptions and the negative inflation
throughout the entire 2015, on their turn, resulted in different expectations about inflation dynamics
in the country, Projections for the end-of -period inflation rate in 2016 have been revised downwards
due tothe assumed higher negative contribution of transport fuels and the larger decline in prices of
non-energy industrial goods. The annual average inflation rate will also remain negative.
Furthermaore, the acceleration of HICP inflation after 2017 under this CP update is expected to be
lower throughout the entire forecast period.

Unemployment rates are underestimated compared to the previous forecast because of the more
pronounced downward dynamics of the warkfarce in 2015 and the more favourakle developments in
employment, &5 a result, unemployment rates are driven down not only in 2015 but al=o in the
medium term. Estimated compensation per employee and labour productivity also imply a revision
downrward of unit labour costs because the higher estimates of economic growth in the forecast
period suggest accelerated real growth of labour productivity,
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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 51
and 52, calculated under the methodology elaborated by the Commission, are used for this
purpose™, The medium term fiscal sustainability indicator (51) shows the necessary adjustment to
the primary structural budget balance ensuring a level of government debt of up to 60% of GOP in
2030, The long-term fiscal sustainability indicatar (52) shows the necessary adjustment to the current
primary balance reguired to fulfil the intertemporal budget constraint {the discounted value of the
future primary structural balances should cover the current debt level) over infinite harizon including
additional age-related costs, The positive value of the indicators means a need for fiscal consolidation
ar structural reforms to reduce the burden of the ageing population on public finance,

Table 5-1: Comparison between sustainability indicators under the old and the new Progranmme scenario
Programme scenario 2015 Programme scenario 2016~
51 52 51 52
YaEue, -1.0 31 289 20
af which:
Initial budgetary position 16 23 01 13
Debit reguirernent =20 =21
Cost of aging -06 0g 15 0.7
Source: I aF

The estimates of the Ministry of Finance shaw that the value of the 51 indicator for 2016 is negative,
which according to the Commission's reference values™ means low fiscal sustainability 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%. A5 far as the 52 indicator is concerned,
its walue of 2.0% corresponds to a medium fiscal sustainakility risk and shows that a policy of budget
surpluzes inthe long run is needed. &n adjustment to both the initial budgetary position (1.3 pp) and
to the ageing expenditure component (0.7 po)is required.

The demographic changes related to a decrease in the working-age population represent a main

Fi-]

Annex 2 of Fiscal sust@inability Report 2015,

The assessrent of fiscd augainability is strongly dependent on the prospects for long-term developrnent of the
econorny. The basic parameters used in this scenario are shown on Table 7 of Annes A They hawve been developed by
the Ministry of Finance on the bads of the lohg-term assumptions and rnethodology setinthe 2015 Ageing Report. The
differences betyween the long-termn macroeconormic scenario releasad in the Report and in the pressnt Corver gence
Progranme is justified by the different medium termn forecasts used to sart calculations. The MaoF scenario is based on
the forecast in this Convergence Programme (2016-2019), while the ane in the Report is based on the Commisdon's
2014 Spring Forecast.

T
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challenge for public financeinthelong run due to anincreasze in the budget expenditure for pensions
and healthcare, The aging effect will have implications an the revenue —expenditure halance under
the Public Social Security budget, &geing of population will translate into a decrease of the workforce,
the number of total persons employed and therefram in the number of insured persans, paving social
security contributions, Mevertheless, the conducted pension reform will limit these negative effects,
The healthcare expenditures are also expected to grow as a result of the increasing share of people in
the 65+ age group, because treatment expenditure per person from this group is the highest, The
other expenditures related to the demographic developments, such as education and social care
expenses are not expected to have any serious negative impact on the budgetary expenditure,

The conclusions of the Eurcpean Commission’s conclusions given in the Fiscal Sustainahility Repart
that was published in January 2016 coincide with the stated analysis. According to the European
Commission, regardless of the deficit of the primary structural balance and the increasing debt to
GOP ratio, the risks to sustainakility in the midterm appear to be low, dueto the current low level of
debt to GDPR In the long term Bulgaria is exposed to medium risk due to the unfavourable initial
budgetary position and the age-related expenditures,

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 current
(20168 pension legislation and on the provisions of the Social Security Code. For the preparation of
the pension expenditure farecast, the latest Eurostat demographic projections EURCOPOP 2013 and
the macroeconomic forecast developed by the &geing Working Group (2WG) to the Economic Policy
Committee of the European Cammission in connection with the 2015 Ageing Report were used, The
M551 Actuarial model for long-term forecasting of PSS funds was used as a tool, The forecast does not
take into account the link between the retirement age and the changes inthe average life expectancy
after 2037, In regards to the 2016 provided opportunity to transfers social security rights only in PSS,
there are different proposals on the percentage of persons, born after 1959 who chose to be insured
only in pillar |,

The figure below shows the estimated results interms of the public pension expenditures as a share
of GDPinthe period 2016-2060,

Agure 5-1:  Pension expenditures as % of GOP 20162060

14 ) s 0% of those bormafter 1959 chooseSSCin | and || pillars
100% of those borm after 1959 choose S5C anly in | pillar
13 | m==e 5y of those bort after 1952 choose S50 onky in | pillar
10% of those born after 1959 chooss S50 anly in | pillar

12 | === 50% of those born after 1959 choose S50 anly i | pillar

11

10 A

LI e e e e LN E e s s s s s s s LIS LIS LI AL L L N N D B N BN BN NN NN NN N N B N |

2016 2020 2024 2025 2052 2036 2040 2044 2045 2052 2056 2060

Source: MEs

The results on the basis of the latest amendments to pension legislation, show a certain reduction of
pension expenditure as a share of GOP in the beginning of the forecasting period, reaching its lowest
levels inthe period 2021-2023,
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&5 3 result of the ageing population and the increasing average life expectancy in Bulgaria, the fiscal
pressure an the pension system will increase considerably in the lang run, Assuming that 100% of
thoze born after 1959 choosing insurance in both pillars, pension expenditure as a share of GDF is
expected to exceed 10% in 2080, This is the wariant with the lowest expenditures because PSS
pensions of all persons born after 1959 will be reduced proportionally to the social security
contribution, which is transferred to pillar Il The reduction applies to the person’s sacial insurance
income upon calculation of the pension for the periods with social contributions in pillar I and by
2060 the reduction reaches 25%. In case that 100% of those barn after 1333 choose to be insured in
pillar 1 only, the pension expenditure would grow considerably due to the fact that all persons will
receive pensions in full amount, reaching 13.1% of GOP in 2060, Thus, at the end of the period for
each 10% of those who transferred to pillar |, there will be an increase in pension expenditure of
approximately 0.3% of GDR. The possibility totransfer social security rights fully to the first pillar will
also lead to an increase in the PSS incomes, which translates into an increase of PSS revenue of
around 0,13% of GOP for every 10 % of persons born after 1333, transferringto the | pillar.

The main factors having an impact on pension expenditures are the dependency ratio™ and the
replacement rate™, The ageing population and the increasing life expectancy, on the one hand, and
the decreasing number of working age population, on the ather hand, significantly affect the public
social security system in the long term. In 2015 a hundred social insured individuals corresponded to
80 pensioners. Inthe period until 2037, when the retirement age for waomen and men will become
equal at the level of &5 vears of age, the dependency ratio remains at levels close to 80% due to the
increase in the retirement age and in the insurance length of service, the limitation of early
retirement, 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 2037 due to the ageing
population, the increasing average life expectancy and the decreasing number of employed persons,
with 90 pensioners expected to correspond to 100 insured persons in 2060,

Agure 5->2 Humber of pensioners to number of sodally insured individuals (dependency mtio)
20162060
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g35%
g0% -

o

705 L e L S o e I s e e e L e e e e e e e e LA s e e e e L a1
2016 2020 2024 2028 2032 2036 2040 2044 2043 2052 2056 2060

Source: M55l

The upward trend of the dependency ratio i accompanied by an upward trend of the replacement
rate, mainly due to the higher values of the pensions, as a result from the gradual increase in the
percentage for each year insured length of service in the pension formula from 1.1 to 1.5 in the
period 2017-2026, The recent amendments in the pension legislation stipulate that from 2017 the
percentage for one year of length of insurance service, referred to also as weight of one vear insured
length of service, will increase by a percentage larger than or equal to the one calculated from the

DGG 1A

www.parlament.gv.at

¥ Theratio between the number of pensioners andthe number of socid insured persons
* Theratio between the average pendon and the average contributary incomefor the country
52
8029/16 ADD 1 MCS/ah 52

EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=101940&code1=RAT&code2=&gruppen=Link:8029/16;Nr:8029;Year:16&comp=8029%7C2016%7C

sum of 50% of the increaze of the insurance income and 50% of the consumer price index in the
preceding vear, For new pensioners the new percentage will apply upon determination of the amaount
of their pensions, and as regards already granted pensions there will be a recalculation of the
armounts performed from 1 July of the respective vear, which will replace the annual indexation in the
period of achievement of a weight of 1.5%. The increase of the percentage for each year of length of
service will have a considerable positive effect on the adequacy of pensions, fully making up for the
decrease of the PS5 pension for persons who have beeninsured in the second pillar too, The amount
of this decrease depends on the insurance length of service in the two pillars and on the amount of
the social security contributions, which is redirected from the first to the second pillar,

Considerable impact on the replacement rate from the first pillar will have the possibility, provided in
the legislature, to transfer social security rights from the first and second pillars to thefirst pillar only,

The next figure shows the values of the average gross replacement ratio from the first pillar of the
pension system depending on the percentage of insured persons barn after 1959 who will choose to
be insured in PSS only, The possibility to transfer S5C ertirely to PSS has a favourable influence on the
replacement rate from the first pillar inthelong run, as in the case when 100% of the insured persons
born after 1339 choose to pay cortributions in pillar 1 only, the average gross replacement ratio
exceeds 55% in 2060, compared to values of about 43% in case when 100% of the persons born after
1359 areinsured in both pillars.

Agure 5-%  Average pension to average social insurance income {replacement rate), 20062060
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Source: WSS

5.3 Contingent Liabilities

The governmert guaranteed debt of the general government sector as of end-2015 was 0.5% of GDR
The sector of "Energy” hasz a dominating share of 87.9% inthe government guarantees’ structure by
sectars,

&g regards to the currency composition of the government guararteed debt, the share of BGM- and
EUR-denominated loans is 63,1%, of ¥YEM-denominated ones — 35.8%, and of USD-denominated debts
-1.1%.

& passibility was set forth in 2016 for the issuing government guarantees for funding the "Gas
Interconnection Greece-Bulgaria” project, for the benefit of the Bulgarian Development Bank, under
the Student and Doctoral-Candidate Law, as well as in the form of guarantees deposits for covering the
financial shortage of beneficiaries from the public sector of projects under Operational Programmes
Transport and Transport Infrastructure”, “Environment” and "Regions in Growth”, When making
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assumptions about the listing of the mentioned government guarantees, resp, when the funds are
Ltilised it is expected to have a considerakle impact both on the naminal amount of the government
auaranteed debt, and on itz ratio to GDP.

The approach in the issuance of new government guarantess for debt financing and within the
farthcoming medium term will remain restrictive, while maintain a consistent and strict observance
of the legally determined procedure and conditions, as well as outlining the priority areas for funding,
in accordance with the degree of readiness for implementation of the projects and the future impact
of funding on the state budget,
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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 management of public finances through the establishment of practices of
implementation of the Public Finance Law (PFL), and on the other hand — to the quality of budgetary
docurnents and the procedures for their preparation, and last but not least — to the effective
mechanisms for maintaining fiscal stability.

The objectives to increase the guality of public finance by executing the budgetary process in
accordance with the Public Finance Law, adhering to the fiscal rules and limitations, exercising
constarnt monitoring of the impact of the budgetary legislation and its improvement, as well as
implementing good budgetary practices are preserved, Inthis connection a review and an analysis of
the implementation of the Public Finance Law from its entry into force was made, both with respect
ta the compliance with the rules and procedures and with respect to legal gaps and discrepancies
identified in the course of implementation of the budgetary process, &s a result, the main trends
were outlined for improvement of the structure and contents of the budgetary documents and acts
af the respective hodies related to the implementation of specific pravisions of the Public Finance
Law, as well as the need of improvement of the budgetary legislation, incl. through an amendment to
the Public Finance Law,

The increased efficiency of public expenditures in individual sectars remains among the priorities of
the gowernment, as the measures are not limited to the implementation of structural reform
programrmes, anly but are also focused on the nature and arientation of expenditures in the relevant
sector in order to strengthen their contribution to the increase of the economic growth, mostly
through investmerts,

animpartant elerment in this aspect is also the process of implementation of programme and result-
oriented budgeting on the part of the budget organizations responsible for the conduction and
execution of policies in the public sphere. The achievement of a maximum degree of connection
between the targets and the priorities set by budget organizations, the activities performed far their
implementation and the products/services provided within this process to the achieved results
imeasured through objectively defined performance indicatars) and the ensuring of an adequate
level of funding in accordance with the degree of achieverment of the target values set, is a major tool
for improvernent of the public sector expenditure quality.

In order to improve the processes of strategic planning and development of the national policies in
line with the government priorities and the possibilities for their funding, a legal requirement was set
for establishment of a sustainable classification of expenditures by policy areas and budget
programrmes, The first-level spending units that apply programme budgeting shall prepare their
budgetary forecasts for the period 2017-2019 on the basis of the adopted by a Council of Kinisters'
Decision classifier of expenditures by policy areas 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 implem ented by them.
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6.2 Composition, efficiency and effectiveness of expenditure — COFOG

Table 6-1: Budget expenditure by function

% of GDP % of the total budget expenditure

2014 2019 2014 2019
1. Generd public services 6.3 42 149 115
2. Defence 14 12 33 34
3. Public order and safety 28 22 65 6.0
4. Econormic affairs 449 5.2 117 141
5. Erwironmentd protection 07 13 16 34
&. Housng and cammunity amenities 15 1.2 38 33
7. Health care 55 4.5 130 130
8. Recreation, culture and religion 158 0& 55 17
9. Education 41 3.2 9.7 8.7
10, Social protection 134 125 3198 349
11. Taotal expenditure 421 367 1000 1000

The decrease of the expenditure for the “General public services” function from 6.3% of GDP in 2014
to 4.2% of GOP in 2019 reflects the measures taken for structural and functional reforms in the public
sector

The expenditures for the "Hea lthcare” function decrease from 5.5% of GDP in 2014 to 4.8% of GDF in
2019, The expenditures for the function include the measures for optimization of the activities and
irmproverment of the control over expenditures in the healthcare system, aimed at stabilising the
health insurance model and increasing the financial independence of the health sector as a whole.

The expenditures for the "Economic activities” function increase from 4,9% of GOP in 2014 to 5.2%
of GOP in 2019, Their dynamics corresponds to the planned increase under the function according to
the medium term budget framewaork, The function includes the state-owned erterprises which form
part of the general government sector and excludes the expenditures covered by EU funds which,
according to ES 2010 methodology, do not have any impact on revenues and expenditures in the
general government sector, The expenditures under the EU operational programmes and funds are
also relevant to the increase of this function, as this position increases at the end of the new
prograrrme period.

The expenditures for the “Environmental Protection” function increase from 0.7% of GDP in 2014 to
1.3% of GDF in 2019, The expenditures for the function include measures for cortinuing the
accelerated construction of an ecological infrastructure in the country and the Matura 2000 ecological
network, which will support the improvement of the life quality of the population and the protection
of the ecosystems, as well as the mesting of the country's commitments to the ELL

The expenditures for the "Education” function will decrease from 4.1% of GDP in 2014 to 3.2% of
GOF in 2019 as a result from the measures directed towards the achievemert of higher transparency
and efficiency of the spending of public funds in the educational system, optimization of the
structures in the school netwark systern and more comprehiensive covering of students within the
systerm.,

The reduction of the expenditures for the “Social protection” function from 13.4% of GDFin 2014 to
12.8% of GOP in 2019 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 unemployment, The
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pension reform continues in the medium term, as an increase is envisaged both of the insurance
cortributions and of the age and length of insurance service required to obtain an entitlement to
pension, This brings about a decreasze of the pension expenditures as a share of GOP as at the end of
the period.

6.3 Structure and Efficiency of Revenue Systems

6.3.1 Institutional Changes and Legislative Amendments Related to Public Finances and
Improving the Collection Rate of Tax Revenues, Tackling the Shadow Economy,
Reducing the Compliance Costs, which Address Specific Recommendation 1 in the
Part Concerning Ta¢ Revenues

— Tax Policy and Legislation

The tax and social security policy pursued by the Ministry of Finance is oriented towards supporting
the economic growth, improving the business environment, as well as towards restricting the tax
frauds and increasing the fiscal sustainability in the long run. It is intended to preserve the low rates
of corporate taxes and personal income tax, as an important incentive for investments, economic
arowth and employment. The priarities for the period 2016-2018 include, inter alia, achievement of
the minimum levels of excise duty rates inthe EU, inaccordance with the agreed transitional period.

The amendments to the tax legislation for 2015 are related to the implementation of measures on
the tax policy priorities, and namely:

s measures for increasing budget revenue through prevention of the possibilities to hide and
not pay taxes and evade taxation, as well as through measures in the field of collection of
ohligations averdus;

s measures for reducing the administrative burden and costs for doing business and costs for
the citizens;

s« easures for stimulating the economic development, investrments and ermployim ent,

s introduction inthe national legislation of European Directives inthe field of taxes, as well as
faor setting of the national legal framewaork in conformity with the casedaw of the EU Court of
lustice,

In view to increasing budget revenues and tackling the shadow economy amendm ents were made to
the Excise Duties and Tax Warehouses Law, to the “alue Added Tax Law to the Income Taxes of
Matural Persons Law and to the Tax and Social Insurance Procedure Code,

> Amendments to the Excise Duties and Tax Warehouses baw {EDTWI)

The amendments to the Excise Duties and Tax YWarehouses Law (EDTWL) adopted in 2015 are aimed
at optimizing the monitoring of the movement of energy products in tax warehouses, part of which
are oil pipelines and oil product pipelines, optimizing the control over the activity of the tax
warehouse and the control over excise goods and the accrual of the excise duty due. In this relation
the legal framework of the exdise-duty suspension arrangement is supplemented, According to the
amendments made the licensed warehouse keeper is bound to use measzuring and control devices &t
the points of inflow or outflow of energy products from and to the ail pipeline or oil product pipeline,
part of the tax warehouse, to and from the points of production and/or warehousing, when the tax
warehouse is located on the territory of more than one customs institution. One measuring and
cortral device may be used in cases of a common point of inflow ar outflow of energy products from
and to the oil pipeline or oil product pipeling, which is a part of the tax warehouse, The amendments
make possible also the use of a singe measuring and control device from the poirts of production
and/or warehousing, part of the tax warehouse or to and from another tax warehouse, production
and/or warehousing, part of the tax warehouse, or to another tax warehouse, The Law amending and
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supplementing the Excise Duties and Tax Warehouses Law fixes a two-month term from its entry into
farce, in which licensed warehouse keepers must set their activity in corfarmity with the new
prowisions

The regulation of lubricarts was relieved, as they were exempted from excise duties for packages of
up to 5 litres, According to the current framework, the exemption from excise duties applied to
packages of up to 2 litres,

In order to improve the cortrol over the supplies and =sales of liguid fuels the special regime with
respect to oil bases was repealed, as a six-month fransitional period was set forth for the persons
enjoying the regime to set their activity in corformity with the reguirements of &rticle 118 of the
walue Added Tax Law ie to apply the general arrangements for registration and reporting of
supplies/ sales of liguid fuels in the trade outlet through fiscal devices and to deliver data through the
distant connection of the Mational Revenues &gency,

&5 3 result from the joint inspections of the bodies of the Mational Revenue Agency and the Bulgarian
Customs &gency regarding the distribution of motor oils by depositors intax warehouses, provisions
were created in EDTWL entitling the revenue authaorities to online access to the automated report
systerm of the licensed warehouse keepers, as well as a number of conditions with respect to the
transfer of ownership in excise goods under the “excise-duty suspension” arrangement on the
territory of the tax warehouses,

In order to prevent evasion of excise duties through the transfer of a company — debtar to persons
hawing no property, a requirement was introduced with respect to the issuance of licenses and
certificates to a person whose owners, managers, procurators, majority shareholders are or were at
the time of arising of the ohligations owners, procurators, majority shareholders, members of
management or supervisory bodies of persons having unsettled public obligations subject to
collected by the customs authorities,

In wiew to decreasing the possikilities of improper sale of tobacco products a requirement was
introduced that the right to trade in tobacco products shall be vested in a person who did not
perform trade in and/or storage of tobacoo products without authorization in the last 24 months,
unless the administrative-and-penal procedure ended up with the conclusion of a settlement
agreement, Likewise, it is prohibited to hold, carry and transport hand-rolled cigarettes or cigarettes
produced from work pieces with a filter, in a quantity exceeding 40 sticks, as well as the holding,
carriage, transportation, offering and sale of tobacoo waste that does not represzent smoking tobacca
(for pipe cigarettes), except inthe cazes provided forinthe EDTWL

Amendments to the EDTWL were adopted, whereby the ratio hetween the specific and proportional
excise duty was changed in view to achieving a balance between the revenues for the state budget
and the minimum increase of the prices of cigarettes from the lowest price categories, Thetime-table
for a gradual increase of the excise duty rate for cigarettes until the minimum levels of taxation
determined by the European legislation is reached is fixed, as follows: as regards specific excise duty —
BGM 70 per 1000 sticks; as regards proportional excise duty, 38 per cent of the sale price — from 1
January 2016; 40 per cent of the sale price —from 1 January 2017, 42 per cent of the sale price— from
1 January 2018,

Considering the larger number of abuses of marked oils for heating the amount of the excise duty
rate for gas oil and kerosene was changed, as the said rates were made equal to the ones of motor
oils (BGMN 646 per 1000 1), The rate for heawy fuel ails for heating was also increazed to BGH 400, in
view of the possible risks in the consumption thereof, as it is provided for that they will be
transparted on the territory of the country by the use of transportation vessels, an which a GRS is
installed. Similarly to the transportation of marked energy products, the GPS data should be delivered
in real time to the Bulgarian Customs Agency.

&z regards taxable persons who use intheir activities ethyl alcohol denatured under a special method
forthe production of goods that are not intended for humane use, direct exemption from excise duty
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was provided for rather than exemption trough refund of the excise duty, The aim is to decrease the
administrative hurden and the costs of persons, and on the ather hand - to increase the competitive
power of the Bulgarian manufacturers and to improve the ligquidity of the economic operators, such
as the practice of other EU member states is.

It is provided for that the movement from a tax warehouse to another one when both belong to the
same licensed warehouse keeper on the territory of the courtry of excise goods, on which an excise
cuty label iz stuck, will not be considered release for consumption, and they will be under an excise-
duty suspension arrangement after a received authorization from the director of the Bulgarian
Customs Agency,

In wiew to putting an end to the evasion by bad-faith persons having obligations to the Bulgarian
Customs &gency of the payment of the public receivables due, a requirement was introduced nat to
issue licenses and certificates to a person whose owners, managers, procurators, majority
sharehalders are or were at the time of arising of the ohligations owners, procurators, majority
shareholders, members of management or control bodies or persons with public liakilities subject to
collection by the customs authorities, unless a security is provided,

There is no more limitation inthe movement of excse goods between tax warehouses of the same
licensed warehouse keeper on the territory of the country, Excise duties, on which an excise duty
label is stuck, will be under an excise-duty suspension arrangement, after the receipt of an
authorization.

Faor the purpose of reducing the administrative burden, the government reduced the term for issuing
adecision for refund of the excise duty paid for electricity from 3 months to 2 months, and removed
the requirerment licensed warehouse kespers to filethe report onexcise-duty labels, There was also a
reduction of theterm for the factual refund of the excise duty under an issued refund decision.

> Amendments to the VAT Law

In accordance with article 199a(1) of Directive 2006/112/EC the deadline for implementation of the
WAT reverse charge mechanism upon supplies of grain and technical cultures was extended to 31
December 2018, The aim of the measure is to decrease the WaT frauds, to restrict unfair competition
inthe branch and to provide considerable additional financial resource to the traders and processors
intheindustry,

The rules regulating the tax treatment for “&T purposes of gratuitous supplies of a commodity or
service forthe personal needs of the tax liakle person, of the owner, of the workers and employees or
far purposes other than the independent business activity of the person were made more precise, It
was specified that a supply performed in case of dire need or force majeure is not treated as a
supplied carried out for consideration,

> Amendments to the Income Taxes of Natural Persons Law

advance taxation of incomes of individuals from the so called other sources (occasional and irregular
incames), when they are in cash and the income payer is an enterprise or a self-insured person was
introcuced in order to prevent evading taxation, It was provided for that the income payer would
determine and deduct the tax upon the payment of theincome.

> Amendments to the Tax and Social Security Procedure Code

amendments were adopted to the Tax and Social Security Procedure Code intended to aptimize the
process of ascertainment of taxes and to improve the regime of forcible collection of public
receivahbles, as well as to facilitate the inter-institutional interaction and for regulation of
implementation of administrative cooperation in relation to the provision and exchange of financial
information.

For the achievement of results with respect to the second priority — reduction of the administrative
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burden and costs for doing business and costs for the citizens and considering the introduction of
complex administrative servicing, an additional possibility was created to have the information fram
the tax and social security account of the person, respectively the certificate of presence of liabilities
ohtained by a person otherthan the tax liable person when the liable person has explicitly stated the
recipient before a revenue authority, & possibility was also created for the competent administrative
authorities from the various departments to request and obtain, for the purposes of administrative
servicing, from the revenue authorities certificates of the presence or absence of liabilities of the
person.

In reply to the country specific recommendations in the field of tax policy from 2014 and 2015
Unifonm national strateqy for srengthening the tax collection, tackling the shadow economy and
reducing the compliance costs 2015-2017 (UNS) and an Action Plan fo It was developed and adopted
{Decision Mo, 806 of 15 October 2015 of the Councl of Ministers)

The strategy identifies the key problems resulting in failure to collect receivables for taxes and the
main reazons for them. The definition of the specified problems is based on a risk analysis made by
the revenue agencies. The key actions needed to achieve the targets set are determined on the basis
of the amalysis. The evaluation of the implemented measures is carried out both upon their
implementation and in advance, for cases when the given measure requires legislative amendments,
The revenue agencies analyse on an on-going basis the effects from the measures taken to combat
tax frauds, This activity is basic for some of the structures inthe agency and is important both upon
the taking of control related government decisions and in the resolution of problems in the field of
tax policy, including upon the update or outlining of new measures, In this relation, in view to
achieving and implem enting the objectives, measures and activities set, a system of monitoring and
evaluation indicators is developed in the national strategy, with specific responsible institutions and
terms for performance, The UNS includes part 4, shich is entirely dedicated to the coordination,
monitoring and evaluation of the implementation of the strategy, and measures 1,14 and 2,11 of the
Action Flan are connected to the analysis and evaluation of specificimplications, The effects from the
implementation of a part of the measures are also included in &ppendix Mo, 1 of the Mational Refarm
Programme, which specifies also the values of the performance indicators under the specific
measures, The evaluation of the effects will continue in the future too, as the aim is to constantly
improvethe quality and its complexity.

& report to the Minister of Finance containing an evaluation of the perfarmance in the first year of
implementation of the strategy is being prepared, and will be moved for hearing before the Council
af hinisters,

— Bulgarian Customs Agency {CA)

> Amendments to Law Amending and Supplementing the Customs law (1)

The amendments of 2015 in the Customs Law settled the control over the border check-points with
respect to the compliance with the abligation to pay fees and vignette tolls and to the okservance of
the permit system for cargo and passenger transportations,

It is envisaged that in case of appointment and promotion inthe Customs &gency persans must have
a positive result from an examination of professional competence and psychological suitability. The
EU Customs Campetency framework developed by the European Commission in cooperation with the
member states, the trade sector and the World Customs Organisation (WCO), is one of the three
rmain directions of the so called Dublin Strategy — a strategic performance framework far the customs
profession, 2012-2015, The framework applies to all levels of positions in the customs administration
and includes the functional fields related to the main custorm s activities and competencies, classified
in several groups, the main values in the custom s profession ranking first,

According to the amendments to the law, the decisions issued by the customs authorities whereby
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the debtor and the amount of the public state receivable is determined serves as an enforcement
arder for forcible collection of the ascertained receivables, The decisions are subject to provisional
enforcement and an appeal will not stop their erforcement. The conditions and procedure for
suspension of the enfarcement at the request of a concerned party and if a security is provided inthe
amount of the principal and interests were set forth, The issue of a writ of forcible collection of public
statereceivables was repealed.

The new texts are compliant with the provisions of &rticle 7 and Article 244 0f  Council  Regulation
(EEC) Mo 2913492 of 12 October 1932 establishing the Community Customs Code,

The provision of Article 233 (4) and (3) of the Customs Law introduced a graver sanction in case of a
repeated violation because the analysis on the committed violations of the customs legslation
showed that the perpetrators committing contraband of goods are engaged in such activity on a
systematic basis,

Part of the administrative penal provisions related to confiscation in favour of the state of goods
subject of customs violation were fine<tuned thus reducing to the minimum extent the possikility to
impose a sanction in the amounts set out in Article 39(2) of the Administrative Molations and
Sanctions Law (fine by slip), examining the extent of public danger, The term “serious wiolation™ was
introduced, with the aim to bring clarity and definition, both for customs autharities and for
economic operators, in the implementation of a number of customs provisions related to the
identifying or verifying the presence or absence of serious violations depending on the severity of
public danger of the specific violation,

Extended powers of the custom s authorities were introduced with respect to:

* the exchange of information between the Bulgarian Customs agency and the Ministry of
Interior through regulation of access to automated information systems;

s introduction of &ticle 255 of the Criminal Code (CC) as a part of the crimes, far which the
imvestigating customs inspectors hawve substantive competence to carry out investigations,
which is aimed at higher speed and efficiency in the revealing of crimes related to evasion
and non-payment of excise duties and “WET in large amournts;

e assignment of the custorms bodies to carry out operative, investigative and convoying activity
inthe exercising of their powers related to prevention, detection and neutralization of crimes
under &Articles 234, 242, 24243, 251 and 255 of the Criminal Code,

The new European Union Customs Code — Regulation (EUY Mo 952,/2013 of the European Farliament
and of the Council of 9 October 2013 laying down the Union Customs Code will be applicable from 1
of May 2016, Inthis relation a draft Law 2mending and Supplementing the Custorms Law was drawn
up with the aim of setting the national legislation in conformity with the customs legislation of the
Union and making the provisions more precise for the purpose of facilitating their practical
application. The proposals made for amending and supplementing the Customs Law are dictated by
and are in full compliance with Regulation (EUY Mo 952/2013, Commission Delegated Regulation (EU)
2015/2446 of 28 July 2015 supplementing Regulation (EU) Mo 952/2013 of the European Parliament
and of the Council as regards detailed rules concerning certain provisions of the Union Custom s Code
and Commission Implementing Regulation (EU) 2015/2447 of 24 MNowember 2015 laying down
detailed rules for implementing certain provisions of Regulation (EU) Mo 95272013 of the European
Parliarnent and of the Council laying down the Union Customs Code. The Union custam s legislation is
directly applicable in the Republic of Bulgaria. In this relation the draft Law 2mending and
Supplementing the Customs Law proposes repealing of provisions that settle matter and public
relations, which are already primarily regulated at the level of the European customs legislation,

> Amendments to the Excise Duties and Tax Warehouses Law {EDTWI)

In addition to the abovemertioned amendments to the Excise Duties and Tax Warehouses Law, in
view to improving the control over excise goods, specific powers were set forth for the customs
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authorities — the right to perform field tests and to stop road vehicles for checking driving and
transpartation documents,

The procedure for making of control purchases by the customs authorities was regulated, whichis a
prerequisite for irmproving the quality of proving in control activity,

> Amendments to the Agriculfural Producers Support Law

In 2015 a new provision of Article 35(4) was added to the Agricultural Producers Support Law,
according to which the Mational Revenue &gency and the Bulgarian Custorm s Agency must exchange
information with State Fund 2griculture, as necessary for the performance of administrative checks,
under such conditions and procedure as determined in jointly issued interaction instructions,

& Amendments to the Carriage by Road Law

In 2015 a new provision was introduced in Article 91a(13) of the Carriage by Road Law, which
regulates the right of customs authorities to carry out control checks on the road in order to ascertain
the daily periods of driving, interrugtions and the periods of daily and weekly rest of motor vehicles
carrying out carriage of carga,

> The Rules iImplementing the Excise Duties and Tax Warehouses Law (RIEDTIAL)

Amendments was approved to the Rules Implementing the Excise Duties and Tax Warehouses Law,
whereby it was provided for that when excise goods released for consumption, on which excise duty
label is stuck, will be exported or sent to ancther member state the excise duty labels stuck on the
unit packets must be scrapped after their authenticity is proven. & new procedure for exscise duty
label scrapping by the custom s authorities was introduced.

> Ordinance Supplementing Qrdinance No.H-1 of 2014 on the Specific Requirements the and
Control

Crdinance Supplementing Ordinance Mo.H-1 of 2014 on the Specific Requirements and the Control
Exercised by the Customs 2uthorities on the Devices for Measurement and Control of Excisable
Goods was published and the regulatory framework in this field was thus harmonized, The aim of the
legal instrument is protection of the fiscal position and increasze of the budget revenues through the
exerting of a more effective preventive and follow-up control by the customs authorities over the
introduction, production, warehousing and taking out of excize goods from a tax warehouse or from
another facility, In view to decreasing the possibility to evade the determined cortrol points, there
was an expansion of the general requirements to persons that are supposed to set their activity in
corfarmity with the Ordinance within up to 3 months from its entryinto force.

In line with the most recent amendments to the EDTWL, a proposal was made to make more precise
the regulatory framework, 1n case a request for refund of excise duty is submitted, the customs
authorities are proposed to make a check of the persans for the presence of pavable public liaiblities
subject to collection by the Customs Agency, rather than — as previously — only of excise duty
ohligations, In cases of refund of an excise duty paid, the deadline for refund of the amourts or the
set-off against payable public liabilities of the person subject to collected by the Customs &gency was
decrease from 14 days to 7 days, The licensed warehouse keepers automated reporting systems must
also report data for the depositors in the tax warehouse, which are to be identified by a uniform
identification code, The requisites of the Log of Warehouse Availability register kept by licensed
warehouse keepers were supplemented. The requirements to the information contained in the
material accounting of end consumers exempted from excize duty were expanded in relation to the
cortrol of the used excise goods, The contents of the register of the authorizations issued for trade in
tobacco products, which is kept inthe Customs Agency was also regulated,

> Amendments to the Organic Rules of the Bulgarian Customs Agency

In 2015 and in the beginning of 2016 monsiderable reorganizations were carried out in the structure
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of the Customs &gency, which were regulated by amendments to the Organic Rules of the Customs
Agency, In view of the changes in the legislation, the activity, structure and functional competence of
the customs and directorates in the Central Customs Directorate were optimized,

Considering the securing of legal services for the general and spedalized administration, it was
provided for that the procedural representation before the judiciary bodies under proceedings
related to competence based decisions, a party to which is the Customs 2&gency, including before the
EL) Court of Justice will be secured by the use of legal advisors in several directorates.

The aim of the changes is to strengthen the expert analytical assessment in forming concepts on the
agency's activity and elaborating documents with a plan, programme and reporting nature within the
frarmework of drafting analyses and forecasts for the agenoy’s activity,

For the sake of higher efficiency a number of specialized trainings of the customs officers were
conducted within the new and/or improved components of the information systems. The Customs
Agency isin active partnership with thetrade sector with respect to the use of the electronic systems
and services in the sphere of custom s and excised duty legislation.

— MNational Revenue Agency (MR A)

In order to decrease the shadow economy to improve the collection of tax and social security
liakilities and to reduce the administrative burden the Mational Revenue Agency, in most cases joirtly
with the Customs Agency, continues implementing the following measures:

s« Offer new electronic services and improve the existing ones provided by the MNational
Revenue Agency;

*  Management of the risk from failure to comply with the tax and social security legislation
through the preparation and implementation of a hiennial Programme for compliance and
reduction of the risk levels, incl. legal, contral, communication educational, and other
M Eeasures;

s Uniform counteraction to customs, foreign exchange and tax violations, the subject of which
is excise goods, as well as to tax frauds involving excise duty and “&T via;

- Joint risk assessment by the Customs agency and the MNational Revenue sgency with
respect to persons dealing with excise goods,

- Performance of joint inspections by the Customs Agency and the Mational Revenue
Agency aimed at preventing and detecting tax viclations and crimes.

= Joint inspections by the Customs Agency and the Mational Revenue Agency at energy
productfusl storage and salefacilities.,

s Strengthened coordination between the bodies of the Mational Revenue Agency, the Customs
agency and bodies of pre-trial proceedings if tax frauds are detected in the course of audit
proceedings and inspections by:

- Implemerting exchange of information between the Mational Revenue Agency, the
Ministry of Interior, the State Agency for National Security and the Prosecutor’s Office,
related to specific cases of avoiding the ascertainment and payment of tax liakilities,

— Improvingthe functioning in the Specialized Prosecutor’s Office of a Specialized Unit for
Investigation of Tax Crimes Related to Organized Criminal Groups.

- Strengthening the work of a joirt interdepartmental centre between the MNational
Revernue Agency, the Ministry of Interior, the State Agency for Mational Security, the
Prosecutor's Office, the Customs Agency and Automobile 2dministration

*  Optimization and development of the business processes and an information system in the
control activity of the MNational Revenue &gency via;
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- Constart monitoring and communication with obligated persons forming a significant
share of the economy inthe country,

- Expanding the use of database analysis electronic software in the so called e-audits
carried out by the Mational Revenue Agency,

-  Forming specialized teams for computer investigations and provision of instruments for
securing of evidence in an electronic form,

- Implemerting a project for the construction building of administrative capacity of the
Mational Revenue &gency for the performance of systematic and effective control aver
liable persons performing trade activity on the internet,

* Improvement and acceleration of the callection of public receivables through:
- Constart monitoring of the collection of receivables overdue having a high fiscal effect,
—  Target campaigns for collection of public receivables overdue,

- Increase of the electronic volume of documents and data with public execution creditors,
as well as with institutions maintaining information for the property/ assets of the
detained persaons,

= Implemertation of a comprehensive specialized software product covering all activities of
collection of public receivables,

- Enforcement against the receivables of debtors by spending units (Decision Mo, 788/ 28
Movember 2014 of the Council of kinisters],

- Development and implementation of functionality for automated identification of a
debtor's profile in view to determining adequate debt collection measures,

In addition to the abowve, in order to decrease the grey economy and improve the collection af the tax
and social security obligations, a proposal will be made to create the so called “tax police™ — e,
vesting in the bodies of the National Revenue Agency of paolice investigative functions, as they will be
proposzed fo pursue together with the prosecutor’s office the police investigation against tax crimes,

&z regards the efficiency of the implemented measures for reduction of the administrative burden
and costs for doing business and costs for the citizens, it should be pointed out that maore than 7%
of the accounting registers under the WaT Law, which are subject to submission together with the tax
return for the respective period, were submitted electronically, by the use of a qualified electronic
signature (QES) Electronicfiling is the only possibility provided for inthe law to filethe tax return and
the accourting registers with respect to these tax liable persons that carry out intra-comrmunity
supplies of goods or services and are bound to file also “IES-returns, The preparation of the ledgers
of account also takes place mostly electronically, Onthe one had, the person have at their disposal a
software product for drawing-up of the reports, which is made available by the Mational Revenue
sgency completely free of charge, Onthe other hand — a large part of the companies generate their
returns automatically from the accounting — by its own software or by the use of external
[accounting) services, For the fulfilment of the legal obligation there is no need of information that is
to be collected additionally, other than the information available in the accourting of the liable
persons.

*  The annual corporate income tax returns — under &riicle 92 of the Corporate Income Tax Law
(COITL) filed electronically, are 61 % (for tax year 2014, including the advance instalments in
2015). It could ke said that the relative share of the returns filed electronically is higher that
the stated one when separating the indicators for the medium-size enterprises — 85.7 % in
companies having incomes ranging from BGMH 3 million to BGMN 23 million, The advance
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corporate tax instalments in Bulgaria are monthly (for undertakings having annual incomes in
excess of BGMN 3 million) or guarterly, Enterprises having annual incomes from sales of up to
BGM 300 thousand are exempted from the obligation to pay advance instalments for the tax,
The amount of the advance instalments is determined by the forecast tax profit for the
current year, which is declared in the annual tax return for the previous year. Hence, as a
general rule, there is no ohligation to file a separate return in relation to advance taxation.

it must be noted that according to the National Revenue Agency the use of the electranic services
provided by the agency saves businesses and citizens about BGN 300 miflion pervear

In addition, the payment of corporate tax, T and taxes on the received remunerations for
performed labouwr, incl, taxes on salaries and social security contributions (the three taxes, an
the basis of which the “Doing business" study determines the timeindicator), in Bulgaria may
only be made by bank, i.e. it is not possible to generate time from waiting in an office of the
Mational Revenue Agency. &l banks provide online banking options and it is thus not
necessary to visit an office of the MNational Revenue Agency, The MNational Revenue Agency
enakbles all types of electronic payments of taxes and social security contributions, 2
possibility was also created to file a part of the social security returns electronically, by a
gualified electronic signature. Self-insured persons are also provided with the option to file
these returns by the use of a Personal Identification Code (PIC) In the meantime, FIC
provides also access to statements concerning data under mandatory additional pension
insurance (for individuals), insurance income (for individuals), the curent status of labour
contracts (for legal ertities).

The improvement of the “tax payment time" indicator used in the World Banks “Dioing
business" study is onthefocus of the government of the Republic of Bulgaria. The abowe data
is a part of a comprehensive analysis of the condition performed by an interdepartmental
workaroup created in pursuance of Decision Mo.617 of the Council of Ministers of 12 August
2015 for the adoption of an analysis of the problems obstructing the growth of investments
and forthe approval of a list of key problem areas and proposals for measures onthem
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7 INSTITUTIONAL FEATURES OF PUBLIC
FINANCES

7.1 MNational budgetary rules

By the adoption of the Public Finance Law (PFL) and the Law on Fiscal Council and Automatic
Correction Mechanisms Bulgaria has introduced in its national legislation the requirements of the
European Union's economic governance framework, The presence of a legal framework that
determines budgetary 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
and compliance with the budgetary and financial discipling, and ensuring public finance sustainability,

The fiscal rules set in the Public Finance Law aim at defining clear and transparent restrictions on the
fiscal policy in the long run, expressed in the imposition of numerical restrictions on main budgetary
aggregates, The rules were developed in accordance with the internationally adopted definitions and
criteria, as well as with the requirements for coordination of the national fiscal planning with the
preswentive and corrective arm of the Stability and Growth Pact,

The concentration of fiscal rules and their permanent regulation within the Public Finance Law have a
positive effect as they guarantee long-term sustainability link the elaboration of the fiscal policy to
the making of a complex evaluation for their application and create preconditions for preserving
budgetary discipline at all levels of governance of public finance,

The fiscal rules and restrictions comprise indicators under the national methodalogy — for the budget
balance and the expenditures under the consolidated fiscal programme {on a cash basis) and for the
state debt, as well as indicators of the General Government sector (for some rules as well as for the
relevant subsectors) - for the medium term budgetary objective for the structural deficit, the budget
balance and the consalidated delt of the General Governmert sectar, The construction of three
aroups of fiscal rules — balance, debt and expenditure ones helps reflect the impact of the policies on
the parameters of key budget indicators relevant to the General Government sector and to its
relevant subsectors, as well as to the consolidated fiscal programme incl. to a local level
(municipalities /municipal budgets). The rules are further developed with the inclusion of specific
provisions for cases of dewiation from the target/restriction and the respective correction
mechanisms and measures for returning to the target or the determined by the rule limit,

The introduction of fiscal rules and restrictions that indicate the state of public finances is a
mecharism for prevention from adwverse fiscal trends and for taking prompt and adecguate decisions,
bazed also onthe opinions and recommendations of the Fiscal Council, which after being constituted
in the end of 2015 has started performing in practice its functions in accordance with the Law on
Fizcal Council and &Automatic Correction W echanism s,

7.1.1 Draft Law on Amendments of the Public Finance Law

In 2015 the Ministry of Finance reviewed the implementation of the Public Finance Law, and onthat
basis amendments were proposed for overcoming the identified problems and discrepancies. On 3
February 2016 the Council of Ministers approved a draft Law on &mendments of the Public Finance
Law;, which was adopted at first reading by the National Assembly on 11 March 2016,
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The proposed amendments are related to the need of taking actions for setting the budgetary
pasition of the municipalities in conformity with the reguirements of the national fiscal rules
applicable to municipalities and stipulated by the Public Finance Law. The draft law provides for a
comprehensive procedure for financial rehabilitation of municipalities, which includes: identification
of municipalities suffering financial difficulties; opening of a procedure for their rehabilitation;
implermentation of a financial rehahilitation plan.

The draft law proposes other changes too, which clarify and answer guestions raised in the period of
implementation af the Publlic Finance Law with respect to the application of certain provisions.

Following the adoption of the Law on Fiscal Council and a&utomatic Correction Mechanisms an
armendment to the respective provisions related to references to the Public Finance Law was
proposed,

The Draft Law regulates the possibility to limit the debt accumulation by institutional units classified
in the General Governmert sector, in case of exceed of the 60% debt threshold, taking in mind the
fact that their debt could hawve a considerable impact on the level of state indebtedness. Additional
requirement regulates the submission of data for the state of play and movement of the debt of
institutional units, which participate in the formation of the indicators for the General Government
sector, which will considerably facilitate the systematization and preparation of quality statistical
information for the debt of the sector. Sanctions are envisaged in case of failure to fulfil the obligation
ta submit debt information,

The proposed amendments expand the scope of the monthly published official information for the
aovernment and government guaranteed debt as a requirement is introduced for publication on a
monthly basis official information for the debt and guarartees of the Central government subsectar,
& provision is also included to ensure consistency and to overcome any discrepancy/difference
between the time scope of the government debt managemert strategy, the documents developed in
the course of the budgetary procedure (incl. the medium term budgetary framework and the draft
state budget act) and the Convergence Programme of the Republic of Bulgaria, The draft law provides
far the necessary amendments to the Government Debt Law related onthe one hand to the need of
making certain texts more precise, and on the other — corresponding to the proposed amendments
to the Public Finance Law related to the morthly publication of the official debt information and the
auarantees of the Central government subsector,

The draft law proposes permanent regulation of certain aspects connected tothe implemerntation of
the budgets related to the making of changes in the indicators under the respective budgets, as well
as the making of provisions mare precise in view of achieving higher clarity in their application,
Analogical regulation of the said aspects is cortained inthe annual state budget acts and the decrees
on theirimplementation.

The draft law proposes also permanent regulation of the relations connected to the determination of
the elements of the structure of the programme budgets through regulation of a classification in the
policy areas/ functional areas and budget programmes, the aim being to create preconditions for a
sustainable framewoark of the conducted palicies and budget programmes for their budgeting, as well
as their closer linking to the functions and activities of budget organizations,

7.2 Budgetary procedures

The process of planning and drawing up budgetary documents, as well as the adequacy and guality
of the information therein contained are a precondition both for the guality of the public finances
and fortheir good governance, The overall success of the budgstary procedure depends on the active
participation of all engaged institutions — both budget arganizations and legal entities that though not
being a part of the consolidated fiscal programme are within the scope of the General Gavernment
sector
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The budgetary procedure for 2016 was a continuation of the practice established in the last years,
which guarantees sustainability of the budgetary process. It was organized and carried out in
accordance with PFL rules and requirements and started with the adoption of Council of RMinister's
Decision Mo.g2 of 30 January 2013, In the process of its preparation the requirements set for the
structure and contents of key budgetary documents and time limits for their adoption in two main
stages were reflected.

The procedure created a good organization and ensured the necessary coordination during the
preparation of the medium term budgetary framewaorl, its update and development aof the state
budget draft act, account being taken of the main participants in the budgetary process, stages,
deadlines and requirements for the structure of the budgetary documents defined by the Public
Finance Law, The 2016 budgetary procedure complied with the deadlines related to the application
of the mechanisms and measures laid down in the main stages of the European Semester thus
ensuring the coordination required by the Semester among the key budgetary documents of the
government and the commitments related to Council’s opinion and recommendations on the
implementation of the measures laid down in the MNational Reform Programme in the framework of
"Eurcpe 20207 Strategy as well asinthe Convergence Prograrmme,

The first stage of the budgetary procedure for 2016 ended up with the adoption of Decision No.267
of the Council of Ministers of 23 April 2015 for the approval of the medium term budgetary
framework for the period 2016-2018, which was developed on the basis of the medium term fiscal
strategy of the government for elimination of the budget imbalances and recovery of the budgetary
position through the implemertation of consistert, moderate and balanced steps towards fiscal
consalication,

The second stage of the procedure covered the preparation, consideration and approval of Budget
2016 ky the Council of Ministers and the subsequent steps for reflection of the final hbudget
parameters approved by the Mational Assembly, The successful implementation of the second stage
implies achievernent of coordination of the fiscal policy with the sectorial policies of the government
being conducted in the period 20162018 subject both to the fiscal rules of the Public Finance Law
and to the latest values of macroeconomic parameters and the expectations for the developrment of
the national and world economy,

In the second stage of the budgetary procedure the government approved Decision Mo.847 on the
updated medium term budgetary forecast for the period 2016-2018, which was submitted to the
parliarnent as part of the documents accompanying the 2016 Draft Bucdget . Decision MNo.1025 of the
Council of Ministers of 2015 made changes to the forecast in accordance with the parameters of the
2016 State Budget of the Republic of Bulgaria (promulgated in State Gazette, Mo.96 of 20150, In the
end of the year the Council of Ministers adopted Decree Mo, 380 for the execution of the State Budget
of the Republic of Bulgaria for 2016,

Within his powers and in accordance with the deadines defined in the procedure the Minister of
Finance issued instructions and guidelines for the respective stages in order to support the processes
of planning and preparation of the budgetary forecasts and the draft budgets of the budget
organizations, including those that apply programme budgeting The guidelines to the spending units
concern nat only the budgetary parameters of their forecast but also the increase of the quality of
the budgetary documents prepared by them,

Faorthe purpose of improving the process of strategic planning and formulation of national policies in
accordance with the government’s priorities and the possikilities for their financing, a classification
of the expenditures by areas of policies and budget programmes within the competence of the
respective first-level spending unit under the budgets of the Council of Ministers, of the ministries, of
the state agencies and of 5State Fund Agriculture for 2016 — 2018 was approved by Council of
Ministers' Decision Mo, 468 of 25 June 2015, Inthe second stage of the 2016 budgetary procedure
the Council of Ministers approved by Decision MNo9gl of 7 December 2013 changes in the
classification that correspond to legally effective amendments (e.g the adopted Pre-school and
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School Education &ct and the amendments tothe Public Procurement act) and they lead to a need of
redefinition/deletion of areas of policies/ budget programmes under the budgets, In compliance with
the approved classification, in the course of the 2016 budgetary procedure the budget arganizations
that apply programme budgeting developed their draft budgets for 2016 and their updated
budgetary forecasts for 2017 and 2018,

Preconditions for sustainability of the approved classification have been created, thus corresponding
ta the objectives and priorities set in the government programme. Changes to the classification can
be made, resulting from organizational, structural or normative changes, which affect the activity of
budget organizations, They are to be prepared and submitted to the Council of RMinisters by the
Minister of Finance an the basis of a proposal of the respective first-level spending unit.

0N 28 lanuary 2016, the preparation of Budget 2017 started with the adoption of a Council Decision
on 2017 budgetary procedure, This procedure is fully in line with the Public Finance Law. The 2017
budgetary procedure continues the practice laid down in the last years, thus ensuring sustainahility of
the budgetary process,

7.3 Other institutional developments in relation to public finances

In view of mairtaining sustainable public finances, increaszing the quality of the official
macroeconomic and budgetary forecasts, and strengthening the public awareness with respect to the
fiscal governance of the country, & Fiscal Council was set up in 2015, It performs the functions of an
independent fiscal monitoring hody within the meaning of Council Directive 2011,/85/EU of 8
Movember 2011 on reqguirements for budgetary frameworks of the Member States, The
establishrnent of the Fiscal Councl is provided for by the Law on Fiscal Council and autormatic
Correction Mechanism s adopted by the NMational &ssembly on 8 2pril 2015 and promulgated in State
Gazette on 21 2pril 2015,

The main function of the Council is to monitor the compliance with the numerical fiscal rules
provided for by the Public Finance Law and relevant to the General Government sector and the
consolidated fiscal programme, The Council prepares opinions regarding the spring and autumn
macroeconomic forecasts of the Minister of Finance, the based on them draft medium term
budgetary framework, Draft State Budget Act and the draft laws amending the latter, and the draft
laws on the Public Social Security budget and the Mational Health Insurance Fund budget, In addition,
the Fiscal Council shall also monitor the implementation of the automatic correction mechanisms
provided for in Article 3, paragraph 1, letter “e" of the Treaty on Stability, Coordination and
Governance in the Economic and Monetary Unian,

O 25 Mowember 2015 the National fssermbly elected the five members of the Council, The
organizational-and-technical work required for the functioning of the council has bheen done o far,
The Fiscal Council is expected to present its first opinions on the spring macroeconomic forecast of
the Minister of Finance and the medium term budgetary frameworlk within the first stage of the 2017
budgetary procedure, & Memaorandum of Cooperation between the Fiscal Council and the Ministry of
Finance was signed in &aril 2016,
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8 ANNEX A

Table 1a: Macroeconomic prospects

ESH 2015 2015 2016 2017 2018 2019

code
Level Rate of Rate of | Rate of Rate of Rate of

MBGH change change change change change

Real GDP [t previous wear prices) Bl#g g6 094 30 21 25 2.7 27

Mominal GDP Bl*g 86 373 33 3.3 36 3.8 3.9

Com ponents of real GDP

Private consumption expenditure P.3 55051 0s 21 26 2.8 2.8
Gover niment cansurmption expenditure | P.3 13 814 03 07 07 1.1 1.1
Grossfixed capitd formation P51 15 086 25 18 -01 2.7 35
Change in  irwentories and  net | P52+
acquisition of waluzbles (% of GDF) pPE3 165 b2 02 u2 oz 02
Export of goods and services P& 55 599 75 45 47 4.9 51
Irmport of goods and services P.7 57 801 4.4 285 36 4.7 5.2
Contributions to real GDP grovath (n percentage points)
Final dornestic dernand - 1.0 0.s 1.7 2.4 28
Change in  irwentories and  net | PS2+P
- -01 [aa] i} a.o 0.a
acquisition of waluzbles 53
External balance of goods and services | B11 - 21 1.3 0.8 0.3 0.1
Table 1b: Price developments
-_ 2015 2015 2016 2017 2018 2019
cade Lvel Rate of Rate of Rate of Rate of Rate of
ve cthange - cthange thange thanga thanga
GDP deflator 100 03 12 11 11 12
Private consurmption deflator 100 -0.5 05 11 1.2 13
HICF* 100 -11 -0.5 11 1.2 14
Public consumption deflator 100 13 o1 o9 0.9 11
Ireestrnents deflator 100 10 03 21 2.2 1.8
E.xport price deflacor (goods and ser- 100 a0 oo 02 11 13
wices)
Import price deflaar (goods and ser- 100 a5 21 05 15 15
wices)
2 Percentage change as compared to the previousyear
= Optional far Stability Programmes
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Table 1c¢: Labour market developments

www.parlament.gv.at

E5h 2015 15 Hi1s 2017 213 18
code Level Rat= of Ratz of Rate of Rate of Rat= of
thange thange thange change thange
Ernployment (thausand personSJB S4462 o4 s e e e
Ernplovytnent 56914 03 04 as 0.8 0.8
irnilliohs of hourswarkedy™
Unemployment race (2% 91 -25 06 -0.6 -05 -0.3
Labour produ ctieity 243472 26 16 14 20 20
[Bi5M per person Erm:ulcr:.feclf'5
Labour Produ ctivity 148 26 17 14 21 21
(BN per hour wnrkedf’
Cornpen stioh of ermployees ol 342524 28 32 38 45 47
(M BGHE -
Compensation per emploves 136759 15 27 3.4 3.8 40
Table 1d: Sectoral balances
% of GDP ESA code 15 purj U 2017 N1z H19
Met lending/bor rowing wis-2vis the rest of the B A6 35 348 3.7 41
wiorld ’
of wehich: 1a 34 38 3.6 3.3
—baance of goods and services
—bdance of primary incomes and transfers 04 18 17 19 13
—capital accourt 32 15 13 2.0 23
et lending,borr ewing of the private sector B9 67 52 47 41 43
Met  lending/borrowing of the general gow- EDF B O 21 14 s 0.4 0.z
ErHi et ’
Statistical discrepancy
= Oeccupied populaion, naional accounts definition.
* National accounts definition,
* Harmonised definition, Eurostat; levels,
*  Real GDP per one person emnmploved,
T Real GDP per one hour worked.
# InMBGH.
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Table 2a: General governm ent budgetary prospects

ELLI5 15 | 2015 W16 017 w18 2018
vl % of % of % of % of % of
aDP GDF GDP GDP GOoR
HMet lending (EDP B.9) by sub-sector
1. General government 313 174 | -2l -19 0.8 0.4 -0z
2. Certral governmert 31311 -831.2 | -10 Bege -0.4 15 -0.4
5. State gow ernrmert $1312 0o oo 0o 0.0 oo a.n
4 Local gowerrirment 51313 -885.3 | -10 0l 01 ol 0.z
5. Social security funds 51314 E45 | -01 0l 0.0 oo a.n
Gener al government {513}
G. Totd revenue TR 329701 | 352 36.5 36.5 6.7 36.5
7.Totd expenditure TE 347444 | 402 355 375 371 367
&. Met lending,/ borrowing EDPBS 17745 | 21 1.9 0.3 04 -0z
9. |Interest expenditure EDP D41 5251 1.0 1.0 1.0 1.0 1.0
10. Prirnary balance -951.2 -11 -0.9 03 (I 05
11. One-off and ather ternpor ary
rhEsaIres
Selected components of revenue
12 . Totd taces (12=12a+120+12¢) 183832 | 213 213 214 215 215
?;EDTF?XESD” producticn and b2 134081 | 155 | 155| 156| 156 | 157
ii';lfh?r;r.'t taesonincome L5 47643 | 55 55 56 56 56
12c. Capitd taxes (ER-H 2239 | 03 0.2 03 0.2 02
13. Social contributions Del 6 9657 g1 5.0 g2 g3 8.2
14, Property income =R 541.2 ne 04 0.4 04 0.4
15. Other 7070.0 g2 6.5 6.7 65 6.4
16=6.Totd revenue TR 328701 | 382 365 3648 367 365
Tax burden (D.2+0.5+061+091-0.955) 2535990 | 2594 293 2868 293 287

Selected components of expenditure

ilrié':fn:;z:a;mf:n';?iwee“ DLP2 | ogaga | 151| 145 143| 139 13.4
17a Compensaion of emplovess 01 80331 | 93 9.3 92 8.0 87
17h. Interrnediate consumption P2 50151 58 53 5.1 50 LY
18. Sacial payrents (18=15=+18b) 123196 | 143 | 145 46| 144 14.4
gfuhich Upepmplovment bepesrs g:ggi’ 3390 | 04 04 ] na 0a

D631L.
18a Social transter i kind De3LZl. | 17053 | 20 24 25 25 25

063151
18h. Social transfers other than in kind DAz 106145 | 123 122 121 118 114
19=9. Interest expenditure EDF D41 g23l 1.0 1.0 10 1.0 10
20, Subsidies 03 10793 | 12 13 13 12 12
21. Grossfixed capital formation P31l 53964 | 6.2 50 41 4.4 45
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ECL95 W15 | 2015 W16 2017 W18 2019

Ll W of “ of % of % of % of

GDP GDP o GDP GDP

22 Capitd transfers Do 6369 | 07 ne 06 06 06

23, Other 14402 17 14 15 15 16

24=7 Totd expenditure TEL 347444 | 402 35 75 arl 367

Government consumption (nominal) P.3 140602 | 163 157 154 151 149

Table Zb: No-policy change projections

15 2015 16 w17 1z 1

Leval | % of GDP | % of GDP | % of GDF | % of GDP | % of GDP

1. Total revenue at unchanged paolicies 329701 3797 3616 3625 36.20 3649

2. Total expenditure at unchanged policies 347444 40.07 3807 3720 36854 36.34

Table Z¢. Amounts to be excluded from the expenditure benchmark

2015 2015 2016 017 12 i -]

Leval | % of GDP | % of GDP | % of GDP | ¥ of GDP | % of GDP

1. Expenditure an EU prograrnmes fully mached by

EL funds revenue 37554 4.4 1.9 15 2.0 2.0
2. Cyelical unermployiment benefit expenditure -25.6 -0.03 0L 0. 0.0 ool
3. Effect of discretionary revenue measares 1525 0z 0E 05 0.5 01
4. Revenueincreases mandaed by las o.n o.n o0.o o.n 0o 0.o

Table 3: General government expenditure by function

% of GOP CORDG code 214 20149
1. General public services 1 8.3 4.2
2. Defence 2 14 12
3. Public order and safety 3 28 22
4. Econarnic Sfars 4 LR 52
5. Environrmertal protection 5 07 13
6. Housng and cormmunity armenities G 16 12
7. Health 7 55 4.8
8. Recreation, cultureand religion g 15 0.5
9. Education 9 41 52
10. Social protection 10 15.4 128
11. Total expenditure (=iterm 7=24 in Table 2) TE1 321 36.7
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Table 4: General government debt developments

% of GDF ESA code puih 1 e iz 012 puid ]

1. Gross debt™ 6.7 3.7 31.2 31.8 30.8

2. Change in gross debt ratio a3 50 a5 e 11

Contribwtions to changes in the ooss debt to GDP ratio

3. Primary balanc e*

4. Interest expenditure® EDP D41 10 10 10 1.0 1.0

5. $ock-flow adjustment

af which:

. a1
Differ ences between cash and accruals

Met accumulation of financial assets™

of which: privatisstion proceeds a.0o0 0.03 0.01 o.08 .oz

walugtion effects and other™

Irnplicit interest rate on debt*® 28 34 27 27 28

Other relevant variables

&. Liquid financid assets™

7. Metfinancial debt (7=1-6)

5. Debt armortization (existing bonds) dnce the a5 17 k] 17 1.4
end of the previous vear

9. Percertage of debt denorinaed in foreign 770 a0z 515 gz2.0 g0.7
currency

10, Average maturity 63 74 52 7a 72

¥ as defined in Regulation 360593 (not an E54 concept),

*Cf item 10 in Table2.

= Of itern 9 in Table 2.

. The differerces concerning interest expenditure, other expenditure and revenue could be distinguishied when relesarit
ar in casethe debt-to-G0P ratio is above the reference value.

- Including liquid assets, government securities, assets in third countries, government controlled erterprises and the
difference between guoted and norrquoted assets could be distinguished when rdevarnt or in case the debt-to-GDP
ratio is above the reference value.

b Changes due ta exchange rate maovements and operation in secondary market could be distinguished when relevant or
in casethe debt-to-GOP ratio is abovethe referencevaue

* Proxied by interest expenditure divided by the debt |evel of the previousyear.

35

AFL, AF2, AFS [consolidated & marketwadue), AP [if quoted in stock exchange; including mutual fund shares).
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Table 5: Cyclical developments

www.parlament.gv.at

% of GDF ESA code 2015 2018 2017 H18 X119
1. GDP growth (%) 3.0 21 25 27 2.7
2. Met lending of gzeneral government EDPBS -21 -19 -0.8 -0.4 -0.2
3. Interest expenditure EDP D41 10 1.0 1.0 1.0 1.0
4. One-off and other temporary measures
5. Potertial GOP growth (35) 27 24 25 25 258
Contributions

labour as 04 0.4 04 0.4

Capita 13 11 1.0 1.0 1.1

total factar productivity 0s8 1.0 11 11 1.2
&. Output g=p -04 07 0.7 -5 -05
7. Cydical budgetary cornponerit -01 -0.2 -0.2 -0.2 -01
8. Cyclically-adjusted balance (2-7) -18 -1.7 -0.5 -0.2 0.0
9. Cydically-adjusted primary balance [5+3) -1.0 -0.7 05 05 0s8
10. Structural balance (5-4) -18 -1.7 -0.5 -0.2 0.0

Table 6: Divergence from previous update
ESA code 15 Miia 2017 H1E M1
Real GDP groweth (3]
Previous update 14 17 23 21
Currert update 3.0 21 25 27 2.7
Differenceipp.) 16 o4 oz 06
Generd government net lending (% of GOP) EDPBS
Previous update 28 2.4 -l8 -l3
Current update 21 1.9 -0 0.4 -0.2
Differencelpp.] 0.7 as 11 1.0
Generd government gross debt (% of GDP)
Previous update 2858 301 30.4 08
Currert updare 267 317 1.2 318 30.8
Cifferencelpp.) 41 16 o8 02
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Table 7: Long-term sustainahility of public finances

% of GOP 7 ik L} HH 030 2040 2050 0G0

Toral expenditure 575 | 64| 360 E| 77| 586|404

Of which: agerelated expenditures 149 15.0 172 173 159 208 2168

Pension expenditures 73 a5 5.9 8.9 95 10.7 11.3
Social security pehsion 71 a2 8.5 8.6 9.0 103 10.8
Old-age and early pesions 56 7.6 6.7 6.4 6.4 78 56
Dther pensions (disability, survivors) 15 1& 13 23 28 25 23
Occupationa pensions
[if in general gov ernment)
Health care 39 45 45 449 53 5.7 5.7
Long-termm care

36 36 35 37 37 40 4.3

Education expenditure

Other age-relaed expenditures 0l 04 03 03 03 o3 o3

Irterest ecpenditure 11 0.7 11 12 15 22 3.3
Toal revenve 84| 383| 35| 65| 5| @65| S
Ofwhich: property incame 13 1z

Of which: from pensions contributions {or social oG 71

contributions if appropriate)

Pension reserve fund assets

Of which: consalidated public pension fund asssts

[assets other than government liabilities)

focial contributions diverted to mandatory private 07 1.0

pension schemed?

Pension expenditure paid by mandstory privace oo 0.0

pension schetneds

Labour productivity growth 30 6.8 31 22 23 20 15

Real GOP groweth TF 0l 28 11 1.2 ns 13

Participation rae maes (azed 20-64) 783 | 773| 79s| 7es| 7en| o3| 06

Participaionrate females (aged 2044 ) &3 &8.0 07 701 B2 g8l 70l

Total participation rates (aged 20-64] 733 | 726| 753| 7s1| 37| I 7s4

Unernployment rate (%, 15-64) 69 10.2 7l 72 7.3 73 7.3

Population aged 65+ ower tota population 173 175 a8 243 71 302 s

4T N . . . L N . N
Revenue from social security contributions ar 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 GOP 2015 20146
Government guarartesd debt 05 o
Ofwhich: linked to thefinancial sector 0l 0l
Table 8: Basic assumptions
2015 Hi1s iz 18 218
Short-term interest rate (annud average) 6-month LIBOR in EUR, % -0.0z2 .32 .37 024 -0.03
0.43 0.a3 152 247 325
Short-term interest rate (annud average) 5-manth LIBOR in USD, %
Long-term interest rate (annud average), % 248 242 251 27 287
UED/EUR exchange rate fannual arerage) in 109 109 109 109
Honvinal effective exchange rate. percentage change. previous year
=100*
EUR,BGH exchange rate (annud average) 1055585 | 195585 | 1955583 | 1.05585 | 1.955385
Wiorld econarry [excluding ELL. GDP growth, % 31 3.2 36 37 3.9
ELI GDP o7 oweth, % 19 20 20 19 19
Growth of relevant foreign mar kets. %,
Wiorld importvolurmes, excluding EL, %
Ol Brent (USD/barrel 524 9.7 453 492 528
Internationd prices of norrenergy goods, % 151 B85 a7 0l .
Iriternationd prices of food products, % 155 S8 a3 a5 04
Internationd prices of agricultural raw materials, % =4 103 04 04 u.a
Irternationd prices of metals, % 211 14l 15 o4 22
¥ The positive values reflect appreciation, the negative — deprecigtion.
77
8029/16 ADD 1 MCS/ah 77

DGG 1A

www.parlament.gv.at

EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=101940&code1=RAT&code2=&gruppen=Link:8029/16;Nr:8029;Year:16&comp=8029%7C2016%7C



