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1 OVERALL PoLICY FRAMEWORK AND OBJECTIVES

The Convergence Programme for the period 2011-2ithnes the key policies and
priorities in connection with the achievement & thbjective for accelerating the economic
growth while maintaining macroeconomic and fisstability. This document is developed
and presented as part of the process of multilateseal surveillance, pursuant to the
provisions of Articles 120 and 121 of the Treatytbe Functioning of the European Union
and of the Stability and Growth Pact. The elaboratf the Programme was closely related
to the procedure for adopting the 2012 nationalgetiénd the three-year budget forecast
(2012-2014). The Programme also complies with tinofge 2020 Strategy, the Integrated
Guidelines for the economic and employment polidéshe Member States, as well as
with the conclusions of the Annual Growth SurveheTcurrent update takes into account
the Council Decision as of 13 July 2010 regardimg éxistence of an excessive budget
deficit in Bulgarid, and addresses the Council Recommendation witevate bringing an
end to the situation of excessive government défici

The Programme describes the main parameters ofmdmoeconomic policy and the
reforms the government commits to implement wittiia programming period. The key
reforms implemented and planned in support of thénmbjectives of the government are
also in line with the Europe 2020 Strategy for dmsustainable and inclusive growth and
in response to the identified challenges facingcthantry.

To guarantee the macroeconomic stability, Bulgavii maintain its currency board
arrangement, preserving the current level of trehamge rate (BGN 1.95583/EUR 1) until
the country becomes a member of the Euro Area.

The government will continue implementing a conative and disciplined fiscal policy.
By the end of the programming period a close tartadd fiscal position is targeted.

The long-term stability of public finances is thexh most important priority of the
government, which sets a medium-term fiscal objeatinder the Stability and Growth Pact
at deficit of 0.6% of GDP. Thus defined, it medis three objectives set in the Pact. In
particular, it ensures a decrease in the governoheit as a share of GDP in the long term
and entirely pre-finances the future expendituedsted to the population ageing.

In a situation of limited financial resources, tBalgarian government commits itself to
implement a policy of enhanced efficiency and difemness of budgetary expenditure. An
important component of the process of optimisatainbudgetary expenditure is the
implemented administrative reform which, in additito reducing the number of civil
servants, aims at introducing a new, performansedaemuneration of officials in the
public administration. Optimisation of budgetaryperditure will be also realised with
regard to the financing of the main social respafises of the state by supporting the
continuation of structural reforms in the fieldtbé pension and the social security system,
healthcare and education. The pursuance of a prdideal policy also contributes to the
long-term sustainability of public finances withvi@w to the challenges resulting from the
population ageing. Bulgaria will continue undertakihe reforms necessary for stimulating
and enhancing the economic growth while, at the esdaime, for maintaining the
macroeconomic stability.

12010/422/EU, Promulgated in Official Journal L 18®as of 31 July 2010.
211307/10, Brussels, 9 July 2010.
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The objective of the income policy is to link incemgrowth with the labour productivity
growth, which will positively influence competitimess, as well as with the capacity of the
economy and the budget. The government implemewigigs for increasing the
productivity and for restructuring the economy witle objective of increasing the share of
sectors with high value added to achieve a balagcedth and sustainable convergence.
Better linking the labour market and the educati@yatem will result in increasing labour
productivity and competitiveness of the economypnputing growth and increasing
incomes in the long term. In order to avoid abrehmnges in incomes during the economic
recovery and to mitigate the negative consequefnogs the global crisis on the economy
and the employment, the tax strategy aims at mainta a uniform and low level of
taxation of different types of incomes.

The positive expectations and assessments of temational rating agencies confirm the
internationally established view of the stability the public finances of Bulgaria. In
October 2010 the Japan Credit Rating Agency (JCe&bRfirmed the sovereign rating of
the country at BBB and changed its outlook fromdatgve” to “stable”. In December 2010
the international rating agency Standard & Pooosficmed our rating at BBB/A-3, with a
stable outlook. In its regular reviews of the eawoio situation in the country the
international rating agency Moody’s also givesnitsderately-optimistic assessment of the
Bulgarian economy - th®aa3 credit rating with positive outlook remained uanbged
throughout 2010 and at the beginning of April thgeracy put it under review with a
possible upgrade.

Among the new elements in the Programme is thehsgndsing of the budgetary cycle for
the next three-year period (2012—2014) with thekwmr the Convergence Programme and
the National Reform Programme in connection witle implementation of the new
instrument for ex-ante coordination of economic iges, the so-called “European
semester”. The beginning of the budgetary procedwa® brought forward and the three-
year budgetary forecast was adopted together whiéh approval of the Convergence
Programme on part of the Council of Ministers. Aretnew element in the Programme is
related to the new fiscal rules under the draftt Pacc Financial Stability, which aims at
ensuring restrictions with regard to the fiscalipol Limiting of the size of the public
sector and its preservation in the long term wilbva for more effective allocation of
expenditures, as well as for the implementatiomeddrms for enhancing their efficiency
and effectiveness. The introduction of fiscal ridéso ensures continuity in the fiscal policy
and guarantees compliance with Article 126 of threaly on the Functioning of the
European Union on the reference values of geneyatrgment deficit and government
debt.

The presented in the Programme policies for furdmrancing the sustainability of public
finances, as well as the policies for promoting ttmmpetitiveness of the economy,
presented in the Programme, also address the mgiectf the so-called “Euro-Plus Pact”.

The Programme consists of seven parts. The first peesents an analysis of the
macroeconomic developments of the country in 2GiDthe first months of 2011, as well
as forecasts of the key macroeconomic indicatorduding alternative macroeconomic
scenarios, and the effects of the planned strdatef@ms on growth and employment. The
second part describes the strategic objectivebeofiscal policy with regard to the budget
balance and government debt.
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A sensitivity analysis of the forecasts in the hiasemacroeconomic scenario is presented
in the third part, which also contains three alirre scenarios with outlined main fiscal
risks for the realisation of the forecasts. In fimarth part of the Programme the strategy of
the government policy for enhancing the quality mfblic finances, as well as the
development of the revenue and expenditure sidieedbudget are presented.

The public finances sustainability, with a focustba long-term budgetary outlook related
to the manifestation of the effects from the popataageing, is presented in the fifth part.
The sixth part of the Programme makes an overviethe institutional characteristics of

the public finances in Bulgaria — budgetary procedufiscal rules with a focus on the
characteristics of the draft Pact for Financialb8iiy, reforms in the field of the revenue

administration, institutional changes related te ittnproving the tax revenue collection, as
well as fiscal decentralisation.

A review of the measures and policies undertakenhlkeygovernment in response to the
excessive deficit procedure and the Council Reconaiagons in accordance with Article
126 (7) of the Treaty on the Functioning of the dpgan Union with a view to correcting
the excessive deficit by 13 January 2011, is piteskein the last part of the Programme.
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2 EconNomIic OUTLOOK

The Convergence Programme includes the macroecorfcamework for the period 2010—
2014, based on the medium-term macroeconomic nmufdiésle Ministry of Finance with
key assumptions for the external environment dglaich 2011, provided by the European
Commission, the IMF and the Ministry of Financetloé Republic of Bulgaria (Table 8 of
Annex 1). The estimates of the National Statistitadtitute and the National Health
Insurance Fund were also used. When the medium-teatroeconomic forecast was
developed, the effects from policy changes, eneddg the National Reform Programme
of the Republic of Bulgaria (2011-2015), were e into account.

The macroeconomic forecast was developed beforeEeassumptions were received,
however it is based on similar medium-term expemtat concerning the economic
environment, the main differences being along ithesl of:

» the expectations concerning the growth of the dlabal the European economy
(insignificant differences in the range of 0.1 2 Pps) during the period 2011-2012;

» dynamics of the crude oil prices (relatively smaddlviations) and the prices of non-
energy goods (for 2012);

» interest rates and exchange rate (lower in thenaltforecast).

The slightly lower expectations concerning the exdedemand and the more expensive
Euro, which were included in the national forecastee expected to result in lower

expectations concerning exports and economic growtis could be offset by the lower

expected interest rates and international prices.

The expectations in the current forecast are foroalerate recovery of consumption. The
consumption growth of 2.8% that we envisage forl2@&lsupported, on the one hand, by
the low base following the cumulative decline o4%. realised during the previous two
years. On the other hand, the short-term indicatdrshe economic activity currently
demonstrate good signals for the consumption devedmt. Consumer confidence registers
a constant growth over the last few quarters anthatbeginning of 2011 reached its
pre-crisis levels. The balance of expectationsttierfinancial position of households also
demonstrated a trend of improvement. Recoveryse abserved in retail trade, both in
terms of the turnovers in the sector and in thparses of the surveyed entrepreneurs in the
sector.

2.1 Cyclical Development and Economic Prospects

2.1.1 Economic Growth

In 2010 the GDP dynamics was determined by thengtrexports growth, which
compensated the continuing, although at lower ratesnking of domestic demand. After
the first quarter of the year the economic activitythe country started improving and
during the whole year 2010 GDP increased by 0.2%oaspared to the decline of 5.5% in
20009.

On the demand side (Figure 1), the largest negatweribution to GDP growth in 2010
belonged to investments, which shrank by 14%, bdeaelerating rate since the beginning
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of 2010. The investment activity registered improeaf and the gross fixed capital
formation registered annual growth of 4% during tlast quarter. The individual
consumption declined by 0.6% in 2010, but the coresuconfidence indicator registered
growth both on an annual and on a quarterly basis.public consumption declined by 1%
as a result of the fiscal consolidation. The cdwition of external trade was positive. The
real exports growth accelerated to 16.2%. As atre$the domestic demand decrease, the
recovery of the imports was more moderate, by 4.5%.

Figure 1. Contribution to the GDP growth* Figure 2. Contribution to the GVA growth*
(pp, on an annual basis) (pp, on an annual basis)
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In terms of economic sectors, a stable recoverphserved in industry which had a
pronounced positive contribution to the GVA growffigure 2). The recovery of the
industry was initially supported by the externah@ad, but afterwards was also supported
by the stronger sales on the domestic market (EBig)r In 2010 the condition of the
industry started improving and registered an awer@gual growth of 1.9%. The data on
the turnover in industry, which started increasanmgannual basis in March 2010, also point
to the revival of the industry. The main contrilomtibelongs to the annual sales on the
external market, which increased by 34%. The swdeganagers in the industry sector see
positive prospects for the sector (figure 4) andeex the exports growth to continue over
the next months

In 2010 the services sector shrank by 0.9%. Then mapative contribution had trade,
tourism, general government and education. Transpat communication, and financial

3 Growth in investments in real estate activitieshdMsale and retail trade, transportation and gera
accommodation and food service activities.

* Seasonally adjusted data.

® Survey of Business Tendencies in Industry (NSBfabe first quarter of 2011.

10
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intermediation, however, reported a positive groddining the last year. The development
of the services sector is strongly dependent orethgloyment rate and the incomes, which
remained suppressed in 2010 and had a negativeciropathe consumption of services.
The data from the short-term business indicatoosvstiecelerating rate of decline of the
retail trade turnover since the beginning of 204ut, the average annual value remained at
around 7%. The expectations of managers in the $abnch for sales during the next few
months are optimistic.

Figure 3. Changes in the turnover of industry Figure 4. Overall business climate
(%, on an annual basis) (balance of opinions)
50 - 60
50
25 - 40
0 30 february 201
L
I 2 N\
-25 10
0
-50 - S 538850385 38
2009 2010 SN AasSA N0 > 0n A0
. Dom.estic market 2008 2009 2010 201:
Foreign market Business climate indicator
—e— Total turnover 12-m. moving average
Source: NSI Source: NSI, MF

2.1.2 Cyclical Position

In 2010 the potential growth of the Bulgarian eaogoslowed down to 1.6%. The low

economic activity, which lead to a decline in tlapital accumulation, was the main factor
determining this development. In 2011 the potergralwth is expected to reach 2.5% and
the output gap to shrink to 3.8%. In terms of pidun factors, the negative contribution of
employment is decreasing; the total factor proditgtihas the largest contribution (1.5

percentage points, pps), followed by the capitdl (ps).

In the medium term, by 2014, the Bulgarian econ@rgxpected to expand at growth rates
of over 4%, and the output gap is to narrow but keitnain negative until 2013. This will
be partly due to the potential growth increase suegd by both the accumulation of capital
in the economy and the increase of the total fagmtoductivity (Table 5 of Annex 1).

2.2 Medium-term Scenario

A moderate but sustainable economic growth of 38%4is envisaged for the period
2011-2014 (Table 1a in Annex 1). The consumptiod @vestments growth rates will
accelerate in the medium term, but their shareD# ®vill remain lower as compared to the

11
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pre-crisis levels. After 2011 the net exports Walve a negative contribution to growth due
to the increasing pressure of domestic demand porits.

The forecast for GDP growth of 3.6% in 2011, whiglset in the Law on State Budget for
2011, is confirmed by the consumption and investsielynamics observed in October—
December 2010. The current forecast for a 4.1% @oan growth in 2012 is relatively
close to the Autumn Economic Forecast of the EC3f8P6. The differences might be due
to differences in assumptions.

After the reported decrease in household consumti@009 and 2010, a growth of 3.1%
is expected this year as a result of the discoatina of the negative labour market trends ,
the economic confidence restoration, and, thergthie lower propensity to precautionary
savings of households and the stronger credit ictia the economy. The household
consumption will continue increasing moderatelyinigirthe period 2011-2014 and will
stabilise at levels around 4%.

The good exports performance and the recovery efdtbmestic market will also have a
positive impact on investments. They are expeate@dover, but at lower growth rates as
compared to those reported before 2009. In 2014 ,rasult of the stronger demand and the
exports expansion in terms of both geographical pratluct structure, a more active
investment activity and, therefore, gross capuaifation increase by 5.6% in real terms, is
expected. This would be due to several factorsti@rone hand, this would reflect the low
comparison base after 2009 and 2010, which is bebwgrved since the end of 2010
(during the fourth quarter of the last year investits increased by 4% on an annual basis).
On the other hand, the latest investment surveyodstrated positive expectations of
entrepreneurs for an 18.1% growth in investment20@1. During the whole forecast
period the share of investments in GDP will incegasaching 28% in 2015, but the gross
capital formation growth will remain at levels bel@%.

The recovery of the economies of Bulgaria's maaditrg partners in 2010 and the low
comparison base of 2009 resulted in an accelenatg@ase in exports of goods and
services, which reached 16.2% in real terms forpitevious year. This growth reflected

mainly the increase in the exports of goods, while exports of services registered a
growth of 5.5%. The growth of exports of goods &edvices is expected to slow down
during the period 2011-2014, stabilising at lewiightly above 7%. This deceleration will

result from the slowing down real growth of expartggoods, while the exports of services
are expected to increase moderately.

In 2011 the recovered domestic demand is expeotkedl to an increase in imports of both
goods and services. The exports growth deceleraasrthe opposite impact on the imports
of goods, which limits the growth in total impotts7.8%.

2.3 Sectoral Balances

2.3.1 Labour market, incomes and labour productivity

The development of the labour market over the tast years changed considerably as
compared to the trends observed in the period 2ZZWBB- In 2010 a considerable decrease
in employment and a rapid increase in unemploymemné observed.

12
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During the second and third quarters of 2010 thealuor the pre-crisis years seasonal
dynamics of employment was observed, charactersedn increase in the employed
people (by 6.9% and 1.%%espectively) on quarterly basis. The seasonaivakin
activities such as agriculture, tourism, constarctiand trade supported the gradual
decrease in unemployment rate, which reached arageealue of 9.5%during the third
guarter. The usually low activity of the privatects during the winter months related to
the dismissal of seasonal workers, together wighstill small opportunities for hiring new
workers, predetermined the decrease in the nunfbemployed people at the end of the
year, while the unemployment rate exceeded 11%nguhie last three months.

Although in 2010 the annual decline in the numlkdedhe employed people slowed down to
4.4% in the fourth quarter, the average annual ohtéecline of 5.9% was considerably
higher than that registered in 2009 (2.6%).

The annual employment decrease continued in tlee thggregated economic sectors. Since
the second quarter of 2010 the annual decline ipl@yment is slowing down in industry.
The recovery of the economic activity in the indiastoranches is still not accompanied by
job creation. A weak positive response to demandabbur was observed only in two
activities, which registered an increase in the Inemnof employed people during the last
three quarters. The total employment in the praoogsmdustry is strongly dependent on
some labour-intensive branches, such as produdfotextile and clothing, where the
economic recovery started later in the year andnin@ber of employed people is still
decreasing at double-digit rates. In addition, &mployment decline continued being
strong in branches such as the production of bastals and of machinery and equipment,
which is related to the strive for increasing themgpanies’ productivity and
competitiveness on the external markets

The services sector, which was affected by thesdaser, continued to be influenced by the
still subdued domestic demand, and the rates dingeof the number of the employed
people in 2010 were higher that these reportechduhie previous year when the dismissals
were mainly focused in the industry branches.

In January 2011 the registered unemployment rateased as compared to the end of the
previous year to 9.8% and remained at the same ile\eebruary. For the first time since
March 2009, however, a decrease of this indicatoam annual basis was reported, which
reached 0.5 pps as compared to February 2010.

The limited abilities for hiring new employees ighced the reduction of the labour force
over the last two years. The economic activityorati the population (15+) decreased by
0.8 pps in 2009 and by further 1 pp in 2010 to 52%.

® According to the definition of the System of Naia Accounts (SNA).

" According to the Labour Force Survey (LFS) data.

8 The analysis in terms of disaggregated economiiwities in the processing industry is based on the
monthly data from the Enterprises Survey abouttimaber of employed people.
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Figure 5. Number of employed* and unemployment rate**
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In 2011 the negative trends in the developmenheflabour market from the previous two
years are expected to come to an end. At the begirof 2011 the unemployment rate is
expected to settle around its value as of the érDd0, and to start gradually decreasing
thereafter, while the annual decline in this intbcavill be observed during the second half
of the year. Thus, the average decline of the uhgyment rate in 2011 is expected to be
insignificant (about 0.1 pps), and the employmenowgh this year is estimated at about
0.2%. The employment stabilisation will curtail thtebour productivity growth, but the
latter will remain close to and comparable to thendh rates from the pre-crisis years.

During the period 2012-2014 the labour productiv@tyexpected to preserve a gradually
accelerating growth trend. This will be accomparbgd moderate increase in employment
rate and a decline in the unemployment rate tovanage value of approximately 8.9% in
2014 (Table 1c of Annex 1). The current expectatioancerning the unemployment rate
remains more conservative as compared to the EQtamn Economic Forecast, which
project the unemployment rate to decrease to 8éaadyrin 2011.

The shrinking of the overall economic activity metcountry hampered the labour incomes
dynamics. Since the beginning of 2009 the averaagevgrowth registered a considerable
slowdown, which continued also in 2010. In 2009 #werage wadein the Bulgarian
economy increased by 11.8% in nominal terms an@. b in real term, while in 2010 —
by 6.3%" and 3.2% respectively. The labour income growsiiraén was clearly tangible in
both the public and the private sector of the eoonoln 2010 the average wage in the
public sector increased in nominal terms by 4.9%caspared to the previous year,
considerably slowing down its growth rate reporfed the whole 2009 (9.6%). In the
private sector of the economy the growth in theolabincome amounted to 6.2% as
compared to 12.6% in 20009.

® According to NSI data, Enterprises Survey.
2 The average wage is deflated by HICP.
1 According to preliminary NSI data, Enterprises\@yr
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After the middle of 2010 the monthly data on therage wage show certain acceleration of
the annual growth rate of wages by quarters, wisgbossible to have resulted from the
increased labour productivity and the started ecoaoevival.

The processes of activities’ optimisation, whiclarstd at the beginning of 2009, had
gradual positive influence over the labour prodiigtidynamics?. In 2010 the real growth
of the indicator reached 6.5% as compared to 2008.recovery of the labour productivity
growth in the Bulgarian economy, on the one hand, the limited income growth, on the
other, had a favourable influence on the dynamfahi® unit labour costs of employéts
(ULC). The impact of the lower economic activity tme labour market, with a several
guarters time lag in the different economic adtgt resulted in real ULC growth in 2009,
but since the beginning of 2010 it started gragualbwing down and in the third and
fourth quarter the indicator reported a declinewdr 6% as compared to the corresponding
quarters of the previous year. Thus, in 2010 taeéWweC decrease by 2.1% on average. The
most significant optimisation of labour costs waserved in industry, and since the second
quarter of 2010 this trend spread also to the sesvsector.

The expected high unemployment rates will contihinglering the average wage growth.
The latter is expected to increase at moderats kaithin the programming period (2011—-
2014) and the gradual increase in demand for lalvdluresult in continuing increase in the

share of compensation of employees in GDP. Theulaim@ome growth, albeit expected to
be slightly faster than the labour productivity \gtb during the next years, is to be close to
the latter, which will not have a negative impaettbe competitiveness of the economy.

Figure 6. Dynamics of the real unit labour costs on an annual basis
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2.3.2 Inflation

After a clearly pronounced downward trend, the Hamiwed Index of Consumer Prices
(HICP) started increasing on an annual basis ateth@ of 2009 influenced by the

12| abour productivity is calculated as a ratio besweSDP at constant prices and the number of emgloye
people, based on SNA data.

'3 Real unit labour cost is calculated as a ratiovbeh GDP per person employed and the compensation o
employees per employee, based on SNA data.
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recovering international food and energy pricede inflation accelerated to 4.4% at the
end of 2010 and its average annual value was 3%.

Table 1: Changes in prices (%) and contributions (pps) in terms of main HICP components
(compared to the corresponding month of the previous year)

December 2010

HICP components Change in prices (%) Contribution (pps
Total HICP 4.4

Food and non-alcoholic beverages 3.9 0.79
Alcohol and tobacco products 25.5 1.39
Non-energy industrial goods -0.5 -0.11
Energy 14.3 2.01
Services 1.0 0.37

Source: NSI

During the first half of 2010 the fuel prices inased considerably largely driven by the
increasing oil prices on the international marké&tse effect of international price dynamics
was amplified by the single European currency dgatien vis-a-vis the US dollar. As a
result, the contribution of energy goods to enghefiod inflation in 2010 reached to 2.01

pps.

The negative annual inflation for foods was 4.2%hatbeginning of 2010. During the year
cereal production was adversely affected by unfeatlde weather conditions in major
producing countries, which pushed internationaldfpoices upwards in the second half of
2010. This had a relatively quick pass-through oondstic retail prices through higher
production costs. Thus, the consumer prices of $adts followed a clearly pronounced
upward dynamics, and their annual inflation ateéhd of the year reached 3.9%.

The higher excise duties on cigarettes, introdwatettie beginning of 2010, led to a 33.9%
increase in their prices, and their contributiontibe overall end-of period inflation is

estimated at 1.3 pps. The regulated prices, whadownt for about 15% of the overall

inflation, increased by 4.69.

The core inflation significantly decelerated sitai-2008. In 2010 its level was below that
of the total HICP index, as the shrinking in donesiemand resulted in historically low
values of inflation of services and non-energy stdal goods.

*The main contribution to this had the adjustméntthe administrative fees for issuing personahtitg
documents, heat energy and electricity.
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Figure 7. Harmonised Index of Consumer Prices
(percentage change compared to the corresponding month of the previous year)
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During the period 2011-2014 a relatively moderaig gradually slowing down inflation is
expected (see Table 1b of Annex 1). The averageiannflation will follow similar
developments, except for in 2011, when inflationederation is expected as a result of the
upward dynamics in international prices of enefggd and metals, as well as in consumer
prices of food and energy goods.

Table 2: Inflation forecast for the 2011-2014 period

2011 2012 | 2013 2014
End of period
Total HICP 4.2 2.8 2.4 2.4
Food and beverages 7.1 2.6 2.5 2.5
Alcohol and tobacco products 1.0 0.7 0.7 0.7
Non-energy industrial goods 15 2.8 2.0 1.8
Energy goods 11.1 2.4 0.9 1.0
Services 2.8 3.6 3.8 4.0
Annual average

Total HICP 3.9 | 3.3 | 2.6 | 2.4

These developments will also affect core inflati@wver the next years no increase is
expected in the international commodities pricesU8 dollar terms, and under the
assumption of a stable Euro, no inflation acceienatriggered by external factors is
expected.

The subdued consumer demand for non-essential ldarahd services will keep the core
inflation at a relatively low levels during thedirnine months of 2011. An additional factor
limiting this demand will be the increase in foadcps. At the end of 2011 the increase in
the prices of services is expected to be about 2189 this will reflect the prices of
catering, which will increase under the pressur¢hefinternational and related domestic
prices of foodstuffs.
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In 2012-2014 the economic recovery on the supple svill limit the price increase,
mainly of tradable goods, since a higher growtlpriemduction and, respectively, of labour
productivity in industry as compared to that in stoaction and services are expected. This
way higher relative consumer prices of servicesamspared to those of food and non-food
goods are expected, since in the services seatohitfher unit labour costs will create
upward price pressures. During this period the c¢ofiation is forecasted at about 3.2—
3.4% and is expected to be higher than the ovierfédtion.

The contribution of administered prices to the hieadnflation is expected to be moderate
during the period 2011-2014 — at about 0.2—0.3pfe end of period inflation.

The influence of tax policy is also expected to énaather low contribution to inflation,
since the level of direct taxes will remain unchesh@nd among the indirect taxes only the
excise duties will have a low impact on consuméegs: In 2011 the direct effect from the
higher excise tax rates on liquid fuels is estimate0.1 pps, and during the next two years
the effect will be even lower. The envisaged adjgsits in the excise duties on tobacco
products in 2011 are related to such types, whiehnat included in the consumer basket
for the purposes of calculating inflation.

The main risks related to the inflation forecast aelated to the development of the
international prices and the economic growth ingaul. The international commodity

prices might increase more substantially in respdosthe stronger global demand. The
political unrest in North African countries is angprihe additional factors for their

acceleration, especially for crude oil prices. Tiheted supply of some agricultural goods,
similar to that currently observed for grain cropsight additionally result in higher

inflation in the country. At the same time, a pbBsilower economic growth of the

Bulgarian economy will keep the core inflation @vllevels in 2011, since households will
adapt to the uncertain economic environment anldcatitinue saving.

2.3.3 External Sector

In 2010 the net foreign inflow of financial resoescto the country was considerably lower
as compared to the previous year. The balanceeotulrent and the capital account of the
balance of payments continued improving and in thay the stability of the external
position was preserved. The current and the capitabunt were on a deficit of only EUR
65.4 million at the end of 2010 (as compared tefecd of EUR 2.6 billion in 2009), which
was mainly influenced by the high exports growtlm.January 2011 the current and the
capital account reported a surplus in the amou4RR 155.5 million.

In 2010 the trade deficit improved by EUR 1.8 bilias compared to the previous year and
amounted to EUR 2.4 billion, which is equal to 6.8%GDP. During the first month of
2011 the trade balance was positive, in the amolUBEUR 111.7 million. The exports of
goods reported an annual nominal growth of 33.2%oaspared to 2009. In January 2011
it reached 72.6% on an annual basis. The main ibatibn to the growth during the
previous year had the groups of base metals and pheducts, machinery, transport
vehicles and appliances, and mineral fuels and dhg imports of goods also increased,
although at lower rates. The main influence overithports increase had the commodities
and raw materials, as well as the mineral prodactsfuels, mainly as a result of the higher
international prices. The negative growth ratehef imports of investment goods gradually
slowed down, reaching a positive value of 23.9%mduthe last quarter of 2010.
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The surplus of the services account in 2010 amouiot&UR 1.9 billion (as compared to a
surplus of EUR 1.3 billion during the previous yedihe “Other Services” and “Transport”
contributed to this increase on the credit, whike ‘tTravels” item - on the debit side.

As a result of increased FDI related payments ameel receipts from compensation of
employees, in 2010 the income account deficit im®ee by EUR 192.1 million on an
annual basis, reaching EUR 1.4 billion.

The increased transfers to the “General Governmsettor (EUR 596 million more as
compared to 2009) resulted in an increase in thenba of the “Net current transfers” to
EUR 1.55 billion in 2010.

In 2010 the financial account of the balance ofnpagts reported deficit in the amount of
EUR 0.9 million, which is mainly due to the repayref by banks (EUR 918 million) and
the closure of deposits of non-residents in loealks (EUR 642 million).

In January 2011 the banks acquired foreign assdtweivalue of EUR 358.8 million and at
the same time their foreign deposits decreaseddy £29.5 million.

The Bulgarian economy is characterised by a low afspotentially speculative withdrawal
of capital. One of the indicators for this is thae of the portfolio investments in the gross
international liabilities of the country, which amded to 2.8% as of December 2010.
Another indicator is the level of the short-termtegral debt, which declined in January—
December 2010 by EUR 848.9 million and its sharthengross external debt decreased to
31.4% (as compared to 32.7% a year earlier). latemnal foreign exchange reserves
covered 112.8% of the short-term external debtfd3ecember 2010. The sustainability of
the external position is largely based on the stirecof the capital inflows, which are
mainly in the form of foreign direct investmentsdaexternal loans of intra-company or
long-term character.

The Foreign Direct Investments in the country amedrno EUR 1,638.6 million in 2010 as
compared to EUR 2,412.2 million in 2009.

The direct investments inflow in 2010 was mainly the form of equity capital
(EUR 1,492.7 million) and to the banking sector, tie form of reinvested earnings
(EUR 208.7 million).

After growing at high rates over the previous yeans 2010 the gross external debt
decreased by EUR 1.1 billion to EUR 36.7 billiomeTmain contribution to this dynamics
had the short-term debt of banks which decreasdeliy 929.9 million. The existence of a
high liquidity in the banking sector, accompanigdablimited credit activity, allowed the
banks to lower their gross external debt by EURMHillion in 2010 and, respectively, the
share of banks in the gross external debt of tluatcp decreased to 18.7%. In the medium
term we expect the trend of declining of the grdg®rnal debt to continue.

2.3.4 Monetary Sector

The main objective of the monetary policy of Buigas to maintain price stability through
securing the stability of the national currency.isTlobjective is achieved within the
framework of the Currency Board Arrangement andkedf exchange rate of the national
currency to the Euro.

As of the end of February 2011 the gross internaticeserves of the country reached EUR
12.3 billion and increased by 1.3% as comparechéostame month of the previous year.
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Currently the reserves cover 178.5% of the mondbaise. As at the end of January the
gross international reserves covered 6.2 monthsmports of goods and non-factor
services, and at the end of 2010 their ratio tcstiwat-term external debt reached 113.7%.

In 2010 the monetary aggregates reported an upwagnédmics reflecting the gradual
stabilisation of the economic activity and the gased bank deposits of residents. As of the
end of 2010 the broad money reported an annualtgrow6.2% as compared to annual
growth of 4.2% as of December 2009. During thet fimonth of 2011 the money supply
annual growth accelerated to 7.1%, with the quasnew contributing the most. Credit
demand remained subdued and the banks continukesviiod cautious credit policy and
applying tighter credit standards and conditiortge @&nnual growth of the banks’ claims on
the non-government sector slowed down to 1.2%eetid of the previous year, and at the
end of January slightly accelerated to 1.5% suppgoby the claims on the non-financial
enterprises.

The increase in the deposits of residents andrttieetl credit activity in the conditions of a
normally functioning interbank money market conttdd to a permanent trend of decrease
of the interest rate levels on deposits duringybar. In December the weighted average
interest rate on time deposits decreased to 4.6%nas by 1.4 pps lower as compared to
the end of 2009. The high liquidity of banks and tiecrease in the price of deposits had a
small impact on the interest rates on loans. As®fend of December the weighted average
interest rate on loans increased by 0.4 pps as a@dgo the end of 2009 - the average
interest rate of the bank loans to households deere by 0.9 pps and on the loans to
enterprises increased by 0.7 pps.

The banking sector in Bulgaria remains stable, gyi@sg the accumulated capital buffers
and reporting good financial performance. The lawdids demand and the increase in
resident deposits allowed banks to accumulate fgignt funds, which they could use to
repay their external liabilities. As of the end28f10 the MFIs foreign liabilities decreased
by EUR 1.2 billion (12.4%) as compared to the eh@@09. During the same period the
liquid assets to total liabilities ratio of banksgroved considerably and reached 24.4% at
the end of 2010 as compared to 21.9% as of theokBeécember 2009, thus guaranteeing
the stability of the financial intermediation. Thanking system ended 2010 with a net
profit of EUR 306.8 million.

In 2010 BNB continued the counter-cyclical poliay regulating banks’ activities in
Bulgaria. At the end of February the BNB Govern@guncil adopted the Ordinance on the
Amendment to Ordinance No0.8 on Capital AdequacyCdit Institutions. These steps
would contribute to streamlining the capital budggprocess in banks. The changes aim to
harmonise the national requirements with thoséef&U legislation and fully comply with
the requirements of Directive 2006/88/ which member-states must apply. The changes in
the treatment of current profits and the profitenir the previous year remove the
requirement for holding a General Shareholders’ tMgdor recognising these profits as a
capital base element. The new ordinance removemitre severe treatment by other EU
member-states, effective until now, of two basiassks of risk exposures under the
standardised approach for credit risk — the riskgimeof Retail Exposures changes from
100% to 75%; and the risk weight of Exposures Satilny Real Estate Property changes
from 50% to 35%. The new changes also remove thB &iXmal approval regime for the
use of the standardised approach for operatiorsil, ivhereby encouraging banks to
introduce improved methods for operational risk agement.
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2.4 Effects from Structural Reforms

The increase of the unemployment and the abrupingeic investment activity during the
economic crisis resulted in a decline in the poémgrowth in the EU. The estimatésf

the European Commission show that if no structtedrms are undertaken, the potential
growth in the EU over the next decade will remaaw'f. The structural reforms
implemented in implementing the Europe 2020 Stsatmgd the European Semester are
described in the National Reform Programme of tepuRlic of Bulgaria (2011-2015). An
analysis of the effects from achieving the natioteagets on potential growth is also
presented there. This section of the Convergenogr&nme describes the estimated effects
of the pension reform on the labour market, whie dther areas of the economy it also
applies the results from international research.

2.4.1 Improving the administrative regulation

Pursuant to the national objective, the administeaburden of informational obligations
stemming from the national legislation, will be vedd by 20% at the end of 2012. An
administrative burden reduction of 17% is expedtedbe achieved already in 2011. The
expected benefits for the business are lower costpectively reduced administrative
burden, in the amount of about EUR 13.3 milliond déine benefit for the economy - GDP
growth of 0.72% by 2025.

2.4.2 Pension and social security reform

The population ageing is considered as one of tha measons for the lower potential
growth in the EU-27 economies during the period12@D20.

From a macroeconomic point of view, the undertagension reform (discussed in Part 6
of the Convergence Programme, as well as in Sedtidh2 of the National Reform
Programme, NRP) envisages measures with differapacts on factors to growth. The
effect is complex and concerns the public finandgks, labour and capital markets, the
redistribution of income, savings, investments arabpectively, the potential and real
growth.

The undertaken gradual increase in the retiremgataams at increasing the supply of
labour and incomes. This should increase the pate@DP, since it will have a positive
impact on the labour factor, as confirmed by a neindf international research — as a result
of the pension reforms undertaken in the EU thelsupf labour of employed people aged
55-64 is expected to increase by about 8 pps i 268 13 pps in 2060.

On the demand side, the consumption is expectetttease more substantially, which will
also be reflected in an increase in the real GDP.

The pension reform will result in savings of bugggtfunds, which will compensate for the
1.8 pps increase of the pension insurance coniiuihese funds can be directed to
investments in capital and innovation for the pgmoof increasing the real sector
productivity and improving the competitiveness dfe teconomy in the long term.

15 Annual Growth Survey, EC, 12.01.2011

'8 During the period 2011 — 2020 the average annid Growth is expected to be about 1.5% for EU-27.

" “Progress and key challenges in the delivery afqaste and sustainable pensions in Europe”, Europea
Economy, Occasional Papers 71, November 2010, Repbrt by the EPC, the SPC and DG ECFIN, DG
Employment, Social affairs and Equal opportunities.
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Increasing the investments, including in infrastowe and innovation, by 1% of GDP, can
produce an additional sustainable growth of GDPcpeita by 194,

» Assessment of the effects on the supply of labour

The baseline scenario for the development of theuaforce in the long term is based on
the Eurostat long-term demographic forecast fomilm@ber and structure of the population,
under assumptions for growing economic activity dedreasing unemployment rate. The
increase of the economic activity as a result gfeekations for economic growth will not
be able of offsetting the negative effect from population ageing process and the labour
supply is expected to decrease.

Under the alternative scenario, as a result ofegsing the required length of service, in
2020 the labour force is expected to be by abouh&@sand people higher as compared to
the baseline scenario. The expected decrease irdmeomically active population as
compared to 2010 amounts to 0.7%, while in the lbesscenario it is estimated at 1.3%.
Taking into account the increase in the retiremage after 2021, the difference in the
number of active people in the two scenarios besomgher - in 2030, taking the reforms
into account, the labour force is by about 51 thodspeople higher as compared to the
baseline scenario. Accordingly, its decrease aga%0 is assessed at 8.2% as compared
to 9.7% in the baseline scenario. The higher ecanawstivity will be reflected into higher
employment - the difference between the two scesan the number of employed people
(2010 being the base year) is respectively 0.5mpee favourable in 2020 and 1.3 pps
more favourable in 2030 as compared to the firshado. The unemployment rate is
expected to be slightly higher than its level ia Haseline scenario (Table 3)

Table 3: Effects of the pension reform on the labour market development

Effect of the changes in the

Labour market development pension — security system on the

Labour market development (scenario with changes in the

Years (baseline scenario) ension — security system) labour market (difference between
P Y the two scenarios, in pp)
2010 2020 2030 2010 2020 2030 2010 2020 2030
Labour force (15 — 64)
% change as compared - -1.3 -9.7 - -0.7 -8.2 - 0.6 15

to 2010

People employed (15—
64), % change as - 18 -4.1 - 2.3 -2.8 - 0.5 1.3
compared to 2010

Economic activity rate

(15-64), (%) 66.5 71.7 71.2 66.5 721 72.4 - 0.4 12
Employment rate (15— )

64), (%) 59.7 66.3 67.7 59.7 66.7 68.7 0.3 10
Unemployment rate 10.3 7.4 4.8 10.3 75 5.1 - 0.1 0.3

(15-64), (%)

Source: MF, NSSI

2.4.3 Reforms on the labour market

The reforms on the labour market are targeted @easing the labour productivity and
effective utilisation of the labour potential, whiare the main prerequisites for economic

8“Responding to the crisis while protecting longategrowth”, Chapter 1, Part 1 in Economic Policy
Reforms “Going for growth”, OECD 2010.
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convergence in the EU. According to IMF simulatiammcerning the G20 countries and
EC simulation¥’, the measures on the labour market and in thécesrsector implemented
during the period 2011-2015, which aim at decreptie productivity gap from the three
best performing economies in the EU by Y2, wouldticoute for a 0.5 pps increase in the
annual growth over the next 5 years. Given the e@didhe for implementing the structural
reforms, the effect will be smaller at the begimnof the period and naturally increase over
the years.

The structural reforms, which aim at decreasing buelgetary expenditure through
amendments to the employment protection legislatiame a stimulating effect on the
replacement of the staff on the labour market, tlilgsreasing the unemployment
duration®® At the same time, the proactive labour marketqiesi, finding expression in

additional expenditures on enhancing the qualitgearivices provided by the employment
offices, have a positive effect on employment.

2.4.4 Effects from introducing fiscal rules

The introduction of strict fiscal rules aims at ersg the macroeconomic stability of the
country. This will have a positive impact on thensomption and investments of all types
of economic agents by limiting the accumulationpoécautionary assets by financially
unrestricted economic agents and will allow foredtér smoothing of the inter-temporal
consumption of financially restricted economic agéhThe support of domestic demand
will stimulate economic growth.

19« ifting euro area growth: Priorities for strucaiireforms and governance”, Céline Allard and Lveraert
with Anthony Annett, Ajai Chopra, Julio Escolancaiidel Hardy, Martin Mihleisen, and Boriana Yontcagev
IMF Staff Position Note, 22 November 2010.

2 “The impact of structural reforms on current aguoimbalances”, OECD 2011, Economics Department
Policy Notes, No. 3.

ZL“Responding to the crisis while protecting longategrowth”, Chapter 1, Part 1 in Economic Policy
Reforms “Going for growth”, OECD 2010.

2 «Fiscal rules in a volatile world: a welfare-basepproach”, C. Garcia, J. Restrepo and E. Tanh4f, |
Working paper/11/56, March 2011.
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3 GOVERNMENT BALANCE AND DEBT

3.1 Policy Strategy

Fiscal consolidation, tailored in a way to provide flexibility against unexpected shocks,
continues to be the main priority of the policy. cAcding to the three-year budget
projection for the period 2012—-2014, the governnveilitcontinue pursuing the three key
objectives from the previous period, namely:

» Maintaining the stability of the Currency Board @amgement with the current fixed
exchange rate of the Bulgarian lev to the Euro;

» Allocating the public expenditures to activitiesnad at stimulating and accelerating the
economic growth in line with the Europe 2020 Sggtdéor smart, sustainable and
inclusive growth;

» Improving the business environment and the investmiénate.

The fiscal policy is considered in the contextled tEuropean Semester”, which resulted in
the synchronisation of the budgetary cycle forrikgt three-year period (2012—2014) with
the work on the Convergence Programme and the NRI. start of the budgetary
procedure was brought forward and the medium-teisoalf framework was adopted
together with the approval of the Convergence Riogne by the Council of Ministers.

In order to achieve the objectives of the fiscall dudgetary policies, the efforts to
streamline the processes and to improve the quafitpublic finances through actual
implementation of the programme budgeting and duoing sectoral approach to the
financing of the public sector will continue. Theogress achieved over the last years is a
prerequisite for enhancing the quality of the imdiinal policies and for achieving tangible
results from their implementation in the mediunmteiThe use of indicators for measuring
the effects of the implementation and for systemasisessment of the cost and benefits of
the government programmes and policies as a basitaking political and managerial
decisions, will be expanded. This way the publi@emess and governance ownership will
also increase.

The budgetary forecast also envisages further sifigng the process of fiscal
decentralisation to achieve a stable own revenass to the municipal budgets and higher-
guality management of the municipal public services

The tax policy aims at improving the business emment, promoting the investment
activity, supporting employment, as well as cumagilthe informal sector of the economy.
A priority of the tax policy is the avoiding lardkictuations of incomes in times of a just
starting economic recovery.

The improvement of public expenditures effectivenaad ensuring their reallocation of
activities, which enhance the growth potential, areong the main challenges to growth in
the medium and the long term.

The measures for fiscal consolidation are defined eombined in order to ensure a
positive impact on growth while gradually reducitige consolidated expenditures and
supported by public sector optimisation measuragihg to higher expenditures’ efficiency
and effectiveness .
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The 2011-2014 government issuance policy will bestient with the measures for
achieving the economy’s stability and the maindiggarameters, set in the 2011 Law on
the State Budget of the Republic of Bulgaria anthim budget forecast. Moreover, it will
also adhere to the strategic objective of the gowent debt management, which is aimed
at ensuring the necessary sources for financingstage budget and refinancing the
outstanding debt at the minimum possible priceamdptimum level of risk.

In the aftermath of the global economic crisis andview of the Currency Board
Arrangement, the efforts of the government to maniég) sovereign liabilities in the best
possible way are key for ensuring access to mdirkancing and increasing the confidence
in the capital market in Bulgaria.

Given these limitations, the issuance policy dlyecorresponds to, maintains and, if
deemed necessary, supports the liquidity in thenitial system. The efforts are focused on
utilising all the possible instruments for encoumggthe development of the domestic
government securities (GS) market accompanied byiman possible smoothing of
transactions for bringing in and withdrawing ligiydthrough government bonds maturities
and issues for preventing possible market volptditd fragmentation. The investment class
rating of the country along with its sound macroemoic fundaments provide
opportunities for market-oriented financing both the domestic and the international
capital markets.

3.2 Medium-term Objectives

3.2.1 Fiscal policy objectives

The main objective of the fiscal policy is the gratlconsolidation of the budget deficit
over the next years. With a view to maintaining ghublic finance sustainability and the
achieved macroeconomic stability, the governmemaias committed to the fiscal policy
objective for a balanced general government buggsition in the medium term and not
allowing a deficit (in ESA 95 terms) above 2% of BD

With regard to thebudget balance the current fiscal framework envisages a balanced
budget position in the medium term, consistent wité following annual deficit targets:
deficit under the consolidated fiscal programmeRLBf 1.5% of GDP in 2012, 1.0% of
GDP in 2013, and 0.5% of GDP in 2014. The constbdeeffort amounts to 0.5% of GDP
for each year during the period with the exceptamin 2011, when a frontloaded deficit
adjustment of around 1% of GDP is targeted.

The planned deficit reduction over the three-yesarqga will be achieved while keeping the
direct tax rates unchanged, gradually increasiegdkes of some excise duties with a view
to reach the minimum EU rates within the agreeddhbiees, and increasing the tax
collection.

With regard to thgeneral government expenditurethe government sets the objective of
limiting its redistribution role at a level of umw t40% of GDP, which includes the

contribution to the EU Budget, the expendituresatesl to EU financing and the

corresponding national co-financing.

In order to ensure public finances sustainabilyhbin the short and in the long term, the
government will continue adhering to the achiewvaa levels of consolidated debt-to-GDP
ratio. These levels, which are consistent with tlaéonal budget balance objectives, are

25



CONVERGENCE PROGRAMME /2011-2014

considerably lower than the reference value of G#%DP as defined in the Maastricht
criteria.

3.2.2 Medium-term budgetary objective

The medium-term budgetary objective (MTO) of thep&adic of Bulgaria is to reach a
structural deficit of 0.6% of GDP at the end of firegramming period (2014). It remains
more ambitious than the requirements of the reviS&dility and Growth Pact. The gap
between the Programme’s fiscal targets and the umeterm objective will be narrowing
by 0.6, 0.1 and 0.3 pps in structural terms in 2@012 and 2013 respectively, and will
achieve it in 2014.

The defined medium-term budgetary objective foefatt of 0.6% of GDP corresponds to
the three objectives of the Stability and GrowtletPAt the same time it is more ambitious
and pre-finances a larger part of the implicit llifles against a case in which it is defined
at the minimum required level of deficit of 1.75%&DP or at the minimum required level
of 1% of GDP for the Euro Area or the Exchange Rdezhanism Il (ERM II) Member
States.

Table 4: Sustainable structural budget balance, % of GDP

. .| Scenario with policy
Baseline scenariq 2
changé
Structural budget balance, necessary for 100%rzneing ) o ) o
of implicit liabilties 1.00% 1.72%
Structural budget balance meeting the requirenmrthe -1.98% 22204
long-term sustainability of the fiscal policy ’ )
Structural budget balance, necessary for ensunisgttie 1. 75% 1. 75%
actual budget deficit is maintained below 3% of GDP 1970 970
Minimum required level of the medium-term budgetary ) o ) o
objective 1.75% 1.75%
Medium-term budgetary objective of Bulgaria -0.6 -0.6

Source: MF calculations

3.3 Budget Balance and Conclusions with Regard to theD20 and 2011
Budget

Following the decisive fiscal consolidation actians2010 the consolidated budget deficit
registered a considerable improvement as comparethd previous yearThe 2010
objective of a deficit not exceeding 3.8% of GDP vgachieved. The preliminary
estimates of the deficit of the “General Governmerit Sector in the April EDP
Notification Tables proved a 3.2% deficit*, below the initial objective andclose to the
Stability and Growth Pact reference value. The taly position corresponds to the EU
Council Recommendations within the excessive dgbimcedure for Bulgaria with a view

% gee section 3.5.2.

24 Eurostat accepted the April Fiscal Notifications the general government deficit and debt on 26il Apr
2011 without any reservations - http://epp.eurosta¢uropa.eu/cache/ITY_PUBLIC/2-26042011-AP/EN/2-
26042011-AP-EN.PDF.
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to bringing an end to the situation of an excesgioeernment deficit, with regard to the
developments for 2013ee Chapter 8)

Figure 8. General government balance (ESA 95, % of GDP)
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Source: Natification tables, Eurostat, P- MF prdjeas for 2012-2014

The budgetary execution in 2010 went through séwtages and in the course of the year
the government updated the fiscal framework in limigéh the available at that time
assessment of the main budgetary parameters angrtbiens linked to the considerable
deterioration of the liabilities on the balanceethef the central and local governments and
the social security funds in 2009. The weakenezhfidiscipline coincided with the fall of
the Bulgarian economy into recession, which wordeahe fiscal position from a surplus of
1.7% of GDP in 2008 to a deficit of 4.7% of GDP 2009. This necessitated the
government to undertake immediate steps for fiswaisolidation in 2010 in order to
stabilise the budgetary position while retuning fiseal policy to the lower tax revenue
intensity in the stage of gradual recovery of tber®my from the crisis.

The restructuring of the economy and its transfdionato a more export-orientated model
dominated the revenue side parameters in 2010., Dmsthe one hand, considerably
improved the external imbalances, but on the othesulted in narrowing the indirect
taxation base, mainly regarding the VAT. In corttrims three years ago, when imports
accounted to almost 80% of GDP, in 2010 they shrankess than 60% of GDP. The
imports decline led to a decrease in the VAT reesnfrom imports, while the gradual
exports growth resulted in a respective increasteéndeclared tax credit for refunding to
exporters. The economic growth in the period befibve crisis, mainly driven by the

domestic demand, expanded the indirect taxatioe.daaring the period 2007-2008 the
indirect tax revenues reported a double-digit ahguawth, which was supported by the
imports and domestic demand growth. The changed #fe crisis GDP structure did not
allow for indirect taxes, which had the highestrehia the tax revenues, to grow rapidly,
since exports are not taxable.

The fiscal consolidation was realised mainly alding lines of public expenditures with a
view to ensuring stability of the budgetary positid he objective was to ensure the needed
fiscal improvement and to bring the budgetary posiin a credible and sustainable manner
below the reference value of 3% of GDP, set in $tability and Growth Pact. In this
regard, a number of measures for fiscal consobdativere set within the updated
programme for 2010. The measures on the expend#ides as compared to the initial
programme for the year are as follows:
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» The non-interest expenditure of the governmentaiitbs, ministries and institutions
for 2010 and the expenditures and transfers/sidssidom the 2010 central budget were
cut by up to 20%. The budget appropriations to ringnicipalities (except for the
expenditure on functions education, social assigtamd care, defence and security, as
well as the funds approved for environmental prisjewere reduced by up to 15% on
an annual basis;

» Within the cash-based fiscal framework, EUR 337.Hion (0.9% of GDP) were
allocated for the repayment of incurred from presgigears liabilities;

» The expenditures were restructured and optimiseatder to achieve better absorption
of the funds from the EU Funds and Programmes. n top of projects and
programmes co-financed with EU funds, additionaiamal resources were allocated
for investments in infrastructure;

» Amendments to the Social Security Code (SSC) wateptad, among which
postponing the planned increase of the pensionleogmt or the sum of pensions,
received by the deceased spouse for 2010, postpdhe planned increase in the
supplements to the pensions of people aged ovged¥s and of the surviving spouse,
changes in the procedure for payment of compemsdtip temporary incapacity to
work, etc.

The government actions in these lines, and keepmghanged the main priority of the

fiscal policy (the consolidated government defioibe reduced to sustainable levels within
the shortest possible time) already proved to fieiefit. In 2010 the budgetary position

(ESA 95) of Bulgaria improved by 1.5 pp of GDP asnpared to the previous year. The
expenditure restriction measures, included in theeraded 2010 budget (including the

repayment of the main part of the liabilities o€ ttentral government which occurred at the
end of 2009, while abiding to the parameters ofaheended fiscal framework for 2010),

allowed the general government budget expenditimeSSA 95 terms) to be reduced by 3
pps of GDP as compared to 2009.

On the revenue side, the most important principtduided in the updated programme for

2010 was to keep unchanged the rates of the me@s.td his, on the one hand, ensured a
predictable environment for business and investsantl, on the other, was favourable for
the gradual recovery of domestic demand and gr@ndbpects. During the second half of

2010 the data about tax revenues execution showthtbaunchanged tax burden and the
gradual recovery of the economic activity havetsthto play a positive influence on the

tax revenues. The improved tax collection is furthgported by the efforts of the revenue
administrations in the fight against smuggling, taxes and the informal economy.

The ESA 95 general government fiscal position repan improvement of over % pps of
GDP (to 3.2% of GDP) as compared to the objecteefer the year in the updated

Notification Tables as of June 2010. This was aadeas a result of the measures for
strengthening the fiscal discipline in the centrgbvernment sector and the

recommendations made to the autonomous budgelsding the municipalities. When the

updated projections for 2010 were made, the estisnfair the fiscal parameters of the local
government sector and the state-owned enterprissscanservative. Now we report an
improvement as compared to the estimated datah#ohealthcare sector (mainly for the
medical institutions which are additionally condalied into the “General Government”
sector) and for the local government (improvementcampared to the estimate of the
amount of liabilities and receivables in the basof municipalities), as well as positive
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development in the revenues from taxes on produdiad imports. Given the dramatic

deterioration of the government deficit in 200glutling as a result of strongly manifested
negative effects particularly in these sectors,dast@mates in the updated fiscal framework
for 2010 were more cautious with a view to provgdia buffer in the event of eventual

materialisation of a pessimistic scenario in therse of the budget execution.

The fiscal consolidation will continue also in 20idhen the general government deficit is
planned to be reduced to 2.5% of the forecasted BP&bntinuing the implementations of
measures with regard to expenditures, improvingcietrol mechanisms, as well as the
started gradual improvement on the revenue sidewolg the economic recovery. The

conservative revenue planning and the lower experedceilings, freezing the expenditure
on wages and pensions, the approved ceilings ofidbdities of the spending units at

central level, as well as the implemented strutttegBbrms in the healthcare, education,
administration and other sectors, are the key featof the 2011 fiscal framework.

The fiscal framework with regard to revenues is\pkd conservatively. This, together with
the unchanged expenditure ceilings, will allow aging the required fiscal improvement.
The main characteristics in the tax policy in 2@ié:

- Keeping unchanged the direct tax rates;

- Increasing some excise duties in accordance wéhatjreed schedule for reaching
the minimum allowed rates for the EU,

- Raising the VAT rate for organised tourism servjces
- Introducing tax on insurance premiums;
- Raising the social security contributions to theriBions” Fund by 1.8 pps;

- Raising the minimum insurance thresholds for thenneeonomic activities and
groups of professions by 5.6% as compared to 20tDthe average insurance
income is expected to grow by 6.3% compared to 2010

On the expenditure side, the payroll expenditunehé budgetary sector are to be frozen at
the previous year levels. The administrative refawtt continue and the focus will be
shifted from reducing the staff numbers to the adtrction of a performance-based
approach in determining the individual remuneratvamle observing the overall payroll
ceilings in the individual ministries. The expemndé framework does not envisage pension
indexation in line with the so-called “Swiss rul@hd the maximum pension remains at the
2010 level. The SSC amendments with regard to theepure for payment of benefits and
compensations for temporary incapacity to workease and unemployment, remain valid.

The efforts for strengthening the control and tbgponsibility in the process of budgetary
management and execution, as well as for maingifhimancial discipline will continue.
With the provisions of the 2011 LSBRB a ceilingtloé liabilities to suppliers and officials
on long-term secondments as at 31 December 201lthforgovernment authorities,
ministries and institutions were approgedwith the approval of this provision undertaking
commitments in 2011 is linked to the framework lué approved budgetary appropriations
for 2011, the accrued liabilities for 2010 and &stimate of the accrued liabilities as of the
end of 2011.

% Article 17 of the 2011 LSBRB.
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3.4 Structural Balance and Fiscal Position

In order to achieve the Maastricht criterion fordgat deficit below 3% of GDP and to

ensure the long-term fiscal sustainability of Buigathe structural deficit will be reduced

from 1.64% in 2010 to 0.56% of GDP in 2014. Durthg period 2010-2013 the economy
will come closer to its potential, but will remadbelow it, and in 2014 it will slightly exceed

it — by 0.2%. (Figure 9, Table 5 of Annex 1).

Figure 9. Cyclical position and fiscal balances (2010-2014)
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3.5 Budgetary Aspects of Structural Reforms

The effects of the structural reforms generally ptaments the fiscal consolidation efforts
of the government (Table 5).

The most significant effect in this regard have phegrammes for improving the efficiency
of public finances and for ensuring optimal readlioan of public expenditure towards areas
enhancing growth potential of the economy (abo27¥% for the whole period), for better
and more-effective utilisation of the labour potehdf the economy (about 0.26%) and for
achieving National target 5 “Reducing the numberpebple living in poverty by 260
thousand” (about 0.41%).

Table 5: Net budgetary effect”® from the implementation of some of the measures, included in
the National Reform Programme of the Republic of Bulgaria (2011-2015)

Expenditures on the priorities and national targéts| Change Change Change

NRP as % of GDP 2012/ 2011 2013/ 2012 2014/ 201p 2014/ 201}

Improying the efficie_ncy of public spendir!g a_nd -1.90 014 023 297
ensuring a reallocation to growth-enhancing items

% Change in expenditure as a percentage of GDRsn p
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Better and more efficient utilisation of the labour

potential and National target 1 “Reaching a 76% 021 -0.05 0.00 -0.26
employment among the population aged 20 to 64 by ' ‘ ’
2020"

Improving the quality and efficiency of educatiamda .0.02 0.02 0,02 .0.06
training syste ' ' ' |
National target 2 “Investments in R&D in the amoynt

of 1.5% of the GDP” 0.00 0.00 0.00 0.00
National target 5 “Reducing the number of people -0.06 022 013 041
living in poverty by 260 thousand” ' ' ' '
TOTAL: -2.19 -0.44 -0.35 -2.98

Source: MF, Programme budgets of the FLSU for 22024

3.6 General Government Debt Levels and Developmerits

The general government debt to GDP ratio increabgltly from 14.7% in 2009 to 16.2%
in 201¢° Thus, Bulgaria remains among the EU countries witk of the lowest ratios, the
reference value of which under the Stability an@dw@h Pact is 60%. According to the
most recent data of the Ministry of Finance, in @ahe general government debt in
nominal terms increased by net EUR 580 million enexpected to reach about EUR 5,843
million. This indicator is expected to reach 16.4% about EUR 6,423.8 million in
nominal terms) in 2011. In 2012 the ratio is expddo reach values of about 19% - this
estimate takes into account the possibility fouiisg debt on international markets. In
contrast, in 2013 the indicator will decline asault of the combined effect of the nominal
GDP growth and the redemption of an issue of gl&wmbbonds in the amount of EUR 818
million - the decline will be by about 1.4 pps t6.4%.

The central government debt accounts for 96% of#reeral government debt as of the end
of 2010. Its nominal amount is EUR 5,385 milliohwhich EUR 2,011.5 million domestic
debt (37.4%) and EUR 3,373.5 million (62.6%) ex&dtebt, and the “Government Debt to
GDP’ ratio is 14.9%.

In the structure of the government debt in termdypes of creditors the largest relative
share belongs to domestic debt (GS) — 37.4%, fetbvoy Global bonds — 30.4%,
government investment loans — 15.1%, and governroamts from the World Bank —
14.1%.

As at the end of December 2010 the nominal govenhrgaaranteed debt amounted to
EUR 637.1 million. Thus the “government guarantdetit to GDP” ratio remains at the
2009 level — 1.7%.

The payments made in 2010 for the government daicing (including repayments of
principal and interest payments) amounted to EUR%B&illion. In 2011 the total amount

27 Source: approved expenditure ceilings of MEYS.

2 pAccording to the methodology for calculating deébiiropean System of Accounts 95 (ESA 95)

2 The difference from the initially submitted forstaf 15.9% in connection with the measures andrsin
response to the recommendations for Bulgaria tcaputnd to its excessive deficit as of 13 July 2i31lihe
inclusion of the Central Government debt for thad® in the amount of EUR 132.11 million, paid beg th
Bulgarian Development Bank under the mechanismséttling the liabilities, payable from the repuhblic
budget to the budgets of ministries and institudien first-level spending units, second- and lovesel
spending units, in pursuance of Council of MinistBecision No. 197 as of 08.04.2010.
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of principal repayments and interest payments speced to be about EUR 440.88 million
and EUR 280.16 million, respectively.

Pursuant to Article 8 of the Law on Government D@l§sD) and in order to control the

increase in the amount of the sovereign debt, en211 LSBRB ceilings are set for: the
maximum amount of the new government debt — EURI®riy and the maximum amount

of the new government guarantees that can be assdunmg the year — EUR 0.24 billion,

as well as for the maximum amount of the governnustit as at the end of the budget
year — EUR 7.5 billion. The debt ceilings corresphom the priorities set in the Government
Debt Management Strategy, namely: controlled ireweaf the government debt as of the
end of 2011 and ensuring stable sources for bufigahcing and government debt

refinancing.

Pursuant to the LGD provisions, in 2012 a new Govemnt Debt Management Strategy for
the period 2012-2014, will be elaborated and adbpiewill outline the intentions of the
government in the field of government debt manageroger the forthcoming three-year
horizon. Its main purpose will be to assess aneyaié to a maximum extent the potential
risks due to both external and domestic factorduding risks related to the debt structure
and profile. The Strategy will also outline the malebt strategies, which would ensure
stable sources of budget financing and sovereidnt definancing. This necessitates the
implementation of a flexible market-orientated loaving policy, which takes into account
the dynamics of the processes on the local angltiel economy, adequate to the needs of
the state budget and the liquidity of the financssistem, in line with maintaining
macroeconomic stability of the country and preseyvstable outlook of the sovereign
credit rating, while strictly observing the balarween objectives and restrictions.

In the process of elaboration of the new strategfy Ithe current approach to government
debt management and the Stability and Growth Pegtirements will be taken into
account. Furthermore, the envisaged mechanismisidiext in the draft Pact for Financial
Stability of the Ministry of Finance, which aims ahsuring the long-term financial
stability, will be also reflected.

3.6.1 Issuance policy

In 2010 the GS issues on the domestic market wavetsed in the debt financing of the
state budget with a share of 85%, which resultsfcbfferent factors — on the one hand,
given the situation on the international marketsl déime existing high liquidity of the
banking system throughout the year, the possibitityissues on the international capital
markets (ICM), envisaged in 814 die 2010 LSBRB, was not used. On the other, it
conformed to the need for providing funds for tlecdl reserve in order to fulfil the
provisions of 86 of the 2010 LSBRB, which sets ithieimum amount of the fiscal reserve
at the end of 2010 at BGN 6.3 billion (EUR 3.2 ibifl). These factors provided for a
possibility for raising financial resources on arked principle at an acceptable for the
issuer yield and optimum risk level on the locabdmarket. The gross internal financing
with GS realised in 2010 amounted to BGN 1,508.1lioni (EUR 771.1 million) - it
comprised the issued government securities indhewing maturity segments: GS with 10
years and 6 months maturity in a nominal value @NB313.1 million (EUR 160.1
million), 7-year GS in the amount of BGN 130 milidEUR 66.5 million), 5-year GS
(from 2009) in the amount of BGN 130 million (EUR.5 million), GS maturing in 3 years
and 6 months in the amount of BGN 30 million (EUR3Lmillion) and two issues of 1-
year GS in a total value of BGN 150.8 million (EUR.1 million). This also includes the
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two issues Euros-denominated realised during the yame with a 15 years maturity and a
nominal amount of EUR 234.1 million, and one matgrin 2 years and 6 months in the
amount of EUR 151.5 million.

During the year growing interest was observed & dffered government debt securities,
which was accompanied by a clear trend of declind@ achieved yields at the auctions.
Taking into account the expectations of the mapayers and the development of the
financial system, as well as in line with the deethobjective for achieving a flexible and

adequate to the market issuance policy, the MynstiFinance updated its issuance policy
for 2010. The maturity and currency structure of tffered GS were diversified which

increased the investment activity among all mandetyers like banks, pension funds,
insurance companies and other institutional investo

At some auctions record coverage ratios were aellieas a result of the considerable
excess of demand over supply of GS. Their annuala@e values by types of securities are
as follows: for 1-year treasury bonds — 4.13, fard&=denominated GS maturing in 2 years
and 6 months — 3.82, for GS maturing in 3 years@ntnths — 3.01, for 5-year GS (from
2009) — 1.96, for GS with a term of 10 years ananénths — 3.02, and for Euro-
denominated GS with a term of 15 years — 6.92. GBeissuance with a term of 10 years
and 6 months was in conformity with the need tontaan an appropriate instrument for the
purpose of calculating a long-term interest rate d&ssessing the degree of convergence
with the EU Member States.

3.6.2 Financing the central budget
» Domestic market of GS

Taking into account the priorities set in the 20EBRB, the objectives set in the current
Government Debt Management Strategy 2009-2011 lamddévelopment trends of the
local and international capital markets, the Myisbf Finance intends to continue
implementing an active issuance policy on the deimesarket. The plan is during the year
to realise a positive net internal financing in #mount of approximately BGN 430 million

(EUR 219.9 million), and the gross GS issuance loa Ibcal market will be about

BGN 1,000 million (EUR 511.3 million).

The efforts will be focused on providing for an eggriate investment alternatives, which
create opportunity for optimal management of thailatale money funds on part of a large
circle of investors in the country, and, if deemeecessary, a policy, which directly
corresponds to and maintains the liquidity of timarcial system, will be pursued. All

possible instruments to encourage the developnfeheaomestic GS market, to promote
the domestic issues of GS as a leading investnimrhative with attractive yield to risk

ratio, accompanied by a pursuit of maximum poss#neoothing of transactions for

bringing in and withdrawing liquidity through GS tudties and issues in the context of
preventing possible market volatility and fragméiota will be used.

» External financing:

In 2010 funds in the amount of EUR 133.1 millionrev@bsorbed under government and
government investment loans. Of these, EUR 52.4iomilvere transferred to the central
budget (CB) and represent the first tranche underStructured Programming Loan from
the European Investment Bank (EIB), while EUR 8@ilion were absorbed under

government investment loans.
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In 2011 about EUR 200 million worth of funds fronxternal government loans are
expected to be transferred to the central buddge¢sd include disbursements under the
Loan Agreement for Structural Programme Loan foftgBua — co-financing of the EU
Funds 2007-2013, between the Republic of Bulgamihthe European Investment Bank, in
2011, amounting to approximately EUR 120 milliotijisation of the first Development
Policy Loan from the World Bank in connection witte cooperation under the government
programme for reform in the railway sector aimingensure financial sustainability of the
railway sector in Bulgaria in the amount of EUR 8fllion, as well as absorption of
government investment loans (GILs), allocated worthnistries’ budgets, in the amount of
approximately EUR 210 million. In the 2011 LSBRBpassibility for an issue of global
bonds in the international financial markets, rieeed for budget financing appears and the
situation in the international capital marketsagdurable, is provided. The same possibility
was envisaged in the 2010 LSBRB, but was not atllisince the alternative of internal
financing through GS issues was preferred.

The introduction of innovative debt mechanismsubject to analysis. The possibility for
applying the special mechanism for buying back ofdm the EIB for financing
investment projects is being explored. This finahaistrument differs from the standard
government loans extended by the EIB to members,cbatains all components and
conditions for avoiding risks included in the ElBarsdard framework agreement for
extending loans to EU Member States. The Bank reguhat all joint actions shall be
linked to certain achieved preliminary agreementsl ahe identification of specific
investment projects in the main fields of financimg EIB — infrastructure, environment,
energy, healthcare, education, social sphere dredt

With a view to continue the beneficial cooperatlmetween the Republic of Bulgaria and
the World Bank, a draft of a new Partnership Sgwt®r the period 2011-2013 financial
years will be elaborated. The Strategy will be &l on three directions for assistance —
reform policies falling within the scope of the Bpe 2020 Strategy, strengthening the
institutional capacity for the EU funds absorptiand financing, complementing that under
the operational programmes.

In order to cover the financial shortage of muradiiges, other budgetary organisations and
state-owned enterprises under Article 62, paragBphthe Commercial Law, which are
beneficiaries of projects under Operational Prognas “Transport”, “Environment” and
“Regional Development”, the 2011 LSBRB envisagespbssibility for extending loans by
the Bulgarian Development Bank (BDB) on the bagithe reimbursable funds provided
from the central budget. The funds are part of thean Agreement for Structural
Programme Loan” (Bulgaria, co-financing of the EWnHBs 2007-2013) between the
Republic of Bulgaria and the EIB and are providedBDB in the form of guarantee
deposits. Pursuant to the requirements of the LAgneement, the projects must be also
approved by the EIB.

3.6.3 Government debt sensitivity analysis

In 2011 the risks related to the domestic debtisey are minimised with a view to the
issuance of GS with fixed interest coupons and demated in Bulgarian leva and Euro. In
pursuance of the current debt management stratiegynew loans are mainly in Bulgarian
leva and Euro at fixed interest rates, as a redulvhich the influence on the interest
payments over the next years is expected to dexreas
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The liabilities with variable interest rates amot;20.3% in 2010, and the trend is that this
share will remain unchanged in 2011. The considerpbeponderance of the debt with
fixed interest rate (79.7%) in 2010 will be preszhand the trend is that in 2011 it will be
at around 80% and will increase to 84% in 2012.sTdynamics demonstrates the good
predictability of the budgetary resources neededttie government debt servicing. By
2014 the share of debt with variable interest valiedecrease to 15.4%.

About 80.1% of the government debt in 2010 wasuroeand Bulgarian leva, 17.1% — in
US dollars, while 2.8% — in other currencies. Tledtddenominated in euro and Bulgarian
leva is expected to reach 79.5% and 80.3% respégiiv2011 and 2012.

In order to assess the degree of influence of plesshanges in the current exchange and
interest rates levels on the amount of the forthngnpayments of the government debt, a
sensitivity analysis was carried out for 2011-20M80o scenarios were considered:

> baseline scenario with assumptions on the finanaimdjlevels of the exchange and
interest rates, used within the 2012 budgetaryquoe, and

» alternative scenario, including the assumptionxpleeted upward movements in the
interest and exchange rates levels.

The analysis confirms the relatively small influenfrom the changes of main market
indicators on the government debt servicing. Thidue mainly to the positive changes in
the currency and interest rate structure of the deér the previous years.

I. Under the assumption of a 10% USD appreciatiorawss the BGN:

* The principal payments in 2011 will increase by394 and in 2012 and 2013 the
change will be by 0.51% and 0.25%, respectively.

* The amount of the debt in 2011 will increase byr%4respectively 1.31% in 2012 and
1.3% in 2013, which in absolute terms is about EL1R million on average for each of
the years.

* The interest payments will increase by 1.44% in12@122% in 2012 and over 1.91%
in 2013.

[I.  Under the assumption of a 10% increase of the deMamge rate to the BGN:

* A small negative effect on the amount of the delihe range of 0.73—0.79% during the
period 2011-2013 is observed. In absolute ternssrépresents an increase in the debt
value by EUR 56.6 million in 2011, EUR 62.3 million2012, and EUR 65.6 million in
2013.

* There is no significant impact on the amount of iferest and principal payments
under the government debt; the effect will amown0134% on average in each of the
years.

The interest rate structure discussed above predietes the relatively low risk in the event
of interest rates changes. The biggest influenciemnterest payments under the debt will
have the simultaneous increase in the values oftmenth euro LIBOR and the 6-month
US dollar LIBOR. Over the forthcoming three-yearipé an increase of 100 basis points
in the levels of these indicators will result iniacrease in the interest payments by about
2% in 2011 and 3.7% in 2012. The effect on the eda@sources for these two years is
assessed at approximately EUR 20.5 million in aliedlerms. With a view to the interest
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rate structure of the debt, the variable interagts of the EUR-denominated debt have the
highest contribution (about 94% of the debt withialale interest rate is denominated in
euro).
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4 SENSITIVITY ANALYSIS AND COMPARISON WITH
THE PREVIOUS UPDATE

This Convergence Programme presents three alteerstenarios — higher crude oil prices,
lower growth of the European economy and fasteowexy of consumer confidence in
Bulgaria.

4.1 Scenario 1: Higher crude oil prices

This alternative scenario reflects the uncertamsyarding the development of crude oll

prices on the international markets. Technicallysitmanifested in the assumption for a
10% higher price of crude oil in 2011 as comparethe baseline scenario. This increase,
in turn, will result in higher inflation, both algrthe lines of the increased prices of energy
goods and as a result of secondary effects orethaining prices in the consumer basket.

Table 6: Comparison between the baseline and the alternative assumptions

2011 2012 2013 2014
Difference Difference Difference Difference
compared compared compared compared
Peeena o | Poeenae) Cope | Pecentaoe) “ioe | Pecenase oine
baseline baseline baseline baseline
scenario, pp scenario, pp scenario, pp scenario, pp
Average spot price of ) )
oil (USD/barrel) 49.1 13.6 0.8 0.4 2. 0. 0/9 0.0
Harmonised
consumer price 5.1 0.9 2.9 0.1 2.4 0. 24 0/0
inflation, end of
period
Harmonised
consumer price 43 0.4 3.9 0.6 2.4 0. 2.4 0l0
inflation. period
average
Source: MF

In such a development of the economic situatiorhibker inflation is expected to result in
slower by 0.4 pps recovery of the private consuamptiuring the current year. The subdued
consumption will have a negative impact on the gealvth of imports, which is expected
to decrease by 0.2 pps. On the other hand, thpriok increase will have the opposite
effect on imports. This effect will be expressedaismall increase in the real growth of
exports of 0.1 pps in 2011 and a decline of 0.3gypng the next year as a result of the
lagging effect on export-orientated sectors on gtpply side. In 2012 the exports’ real
growth in will return to the baseline scenario leve

The oil price increase will have a negative impatthe current account balance of the
country. The influence is mainly through the tré@gance, which will increase to 7.3% of
GDP during this year, as compared to 7.1% of GDEhebaseline scenario. The price
increase of one of the main commodities for Bukgavill result in a nominal increase in

imports which will offset the real decline. Thusetimports growth will surpass the exports
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growth and will result in higher trade deficit irO2L. The impact on the remaining
components of the current account will be limited.

The relatively lower expected economic activity asmpared to the baseline scenario
during the programming period does not provideaioy expected significant deviations in
the labour market indicators development. In cur@ternative scenario the change in
employment is lower by less than 0.1 pps during finst two years, while the

unemployment rate gradually reaches 9% in 2014;o0aspared to 8.9% in the baseline

scenario.

Table 7: Effects from the oil price increase on the main macroeconomic indicators

2011 2012 2013 2014
Difference Difference Difference Difference
Real growth rates compared compared compared compared
g Alternati_ve to th_e Alternati_ve to th_e Alternati_ve to the Alternati_ve to the
scenario sbft-fr?e!rri]g scenario sbft-fr?e!rri]g scenario baseline scenario baseline
PP ' op ' scenario, pp scenario, pp
GDP 3.5% -0.1 3.99 -0.2 4.4% (0]10] 4.2%
Final consumption 2.49 -0.4 3.5 -0.1 4.2% D.0 3.3% 0.0
coF:]rsl\l:?;Etion 2.8% -0.4 4.0% -0.1 4.7% 0.0 3.5 d.
f%:‘r?:asﬁ‘c’fr‘]p'ta' 5.5% 0.0 6.9% 0.4 7.5% 0.0 7.4% Q.
Exports 8.3% 0.1 7.59 -0.8 7.6% 0.0 7.2% 0.0
Imports 7.6% -0.2 8.09 -0.2 8.5% 0L0 7.3% D.0
E;.Zﬁ?é "’(‘gg‘ngP) -2.3% 0.1 -3.5% 0.2 4.1% op -4.006 d
Employed, % 0.2% 0.¢ 0.69 -0/1 0.9% 0.0 0.6% 0.0
Unemployment rate 10.1% 0J0 9.8% Q0. 9.83% 0.1 910% 0.1
Source: MF

4.2 Scenario 2: Slower recovery of the European economy

The weaker growth of exports and domestic demaridr@gult into lower growth of the
Bulgarian economy during the first two years of theriod under review. The slower
development of the economies of Bulgaria's maireifpr trading partners will have a
negative impact on the Bulgarian exports of goau$ services, both in nominal and in real
terms. The subdued exports will hinder strongemgjnoof imports of commodies for the
export-orientated industries. As a whole, the satiahs demonstrate a weaker negative
impact of the changed assumptions on exports apa@ to that on imports, as a result of
which an improvement in the trade balance and timeent account balance as a whole is

expected.

The negative influence of the subdued recoverjhefBEuropean economy will result in an
even greater cautiousness of investors and fustberdown of foreign capital inflow to the
country, as well as a smaller financial accounpkis: The weaker capital inflows to the
country, in turn, will hinder stronger growth, miginof investments, but also of
consumption, albeit to a smaller extent.
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Table 8: Main macroeconomic indicators

2011 2012 2013 2014
Difference Egﬁg}gﬁ Difference Difference
Real growth rates Alternati_ve cotr(m;pt)r?éed Alternati_ve to th‘e Alternati_ve cotr(m;pt)r?éed Alternati_ve Cotg]ﬂ?(fd
scenario baseline scenario :C(a\:r?g;?g’ scenario baseline scenario baseline
scenario, pp op scenario, pp, scenario, pp
GDP 3.2% -0.4 3.99 -0.2 4.4% 0{0 4.2% .0
Final consumption 2.49 -0. 3.4% -0.2 4.2% D.0 3.3% 0.0
Private consumption 2.8% -0 3.9% -0.2 4.6% 1-0. 3.5% 0.0
Gross capital formation 4.3% -1 5.6% -0.9 7.4% .10 7.3% -0.3
Exports 7.3% -0.9 7.7% -0.1 7.6% 0.0 7.2% 0.0
Imports 6.6% -1.2 7.6% -0.6 8.5% 0.0 7.3% D.0
(Co/‘;r;f’ggg‘;oum balance 5 096 0.2 -2.8% 05  -3.4% 05 -3.3% Q.5
EiBaF‘,r;Cia' account (% 0fl 4 6oy 04| 10.0% 0.4 6.3% ol2 7.8% 0.0
Annual average inflation 3.6% -0.3 3.1% -0.2 2.4% -0.2 2.3 -0.1
Employed, % 0.0% -0.2 0.6% -0{1 0.9% 0.0 0.6% 0.0
Unemployment rate 10.29 0. 9.9% Q.2 9.4% 0.2 9(1% 0.2
Source: MF

The slower economic growth of the main trading mend of Bulgaria will also impede the
reversing of the trends on the labour market in120he smaller exports and the lower
investment activity will not allow a more tangiblecrease in the total employment in the
country and the number of the unemployed peopéxjcted to stabilise around its 2010

levels. Under this scenario, the unemployment iatexpected to start decreasing as of

2012, but by the end of the programming periodilit imain by about 0.1-0.2 pps higher
as compared to the baseline scenario. The incieatbee number of employed people in
2012 is expected to be by 0.1 pps lower as comparélde baseline scenario, and during
the next two years the rates of change are expézteelidentical in the two scenarios.

4.3 Scenario 3: Faster recovery of consumption

The baseline scenario of this Convergence Programmenservative with regard to the

household consumption growth in order to ensuregd¢kienue execution of the state budget
for 2011. Under this scenario a faster recovergafsumer confidence is expected. This

should have a positive impact on private consumgpaied should result in a real growth of
the Bulgarian economy of 3.7% in 2011. The consionpgrowth in turn will lead to a
slow inflation acceleration.
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Table 9: Main macroeconomic indicators

2011 2012 2013 2014
Alternative | Difference | Alternative | Difference | Alternative | Difference | Alternative | Difference
scenario compared scenario compared scenario compared scenario compared
Real growth rates to the to the to the to the
baseline baseline baseline baseline
scenario, scenario, pp scenario, pp scenario, pp
pp
GDP 3.7% 0.1 4.29 0. 4.4% 0]{0] 4.2% D.0
Final consumption 3.29 0.4 3.9% 0.3 4.3% D.1 3.83% .00
Private consumption 3.79% 0|5 4.6% 0.5 4.8% 0.1 .5%63 0.0
Gross capital formation 5.89 0j2 7.4% 0.9 7.5% 0.0 7.4% -0.2
Exports 8.2% 0.0 7.7% -0. 7.5% -0.1 7.2% 0.0
Imports 8.2% 0.4 8.5% 0. 8.5% 0.0 7.3% D.0
Current account balang o 2.4% 0.2 -3.8% 0.5 4.5% 0p 4.5 g7
GDP)
Annual average inflation 4.09 01 3.9% 0.6 2.8% 2 0. 2.6% 0.2
Employed, % 0.3% 0.1 0.7% 0 0.9% 0.0 0.6% 0.0
Unemployment rate 10.19 040 9.7% Q.0 9.2% 0.0 8|9% 0.0
Source: MF

The improvement of consumer confidence in the eegnwill also have a positive impact

on the intensification of the investment processtha country. The domestic demand
increase, especially along the lines of consumphbah also as a result of the higher
investments, will produce an acceleration of growaftimports of goods and services, both
in real and in nominal terms. On the other hand, dffect on exports is expected to be
insignificant. The overall effect on economic grbvid assessed at 0.1 pps in 2011.

The expectations concerning the employment andutfenployment follow the baseline
scenario development, since no significant devatiof the indicators’ dynamics are
expected over the entire programming period. Thesraf increase in the number of

employed people are comparatively higher in 201d 2012, although the changes are
below 0.1 pps per year as a result of the expebiger investment activity. The
unemployment rate will remain at the levels of llaseline scenario.

4.4 Fiscal Risks

The international economy started recovering frdra financial and economic crisis.

However, since this process and its duration caetito be uncertain, the medium-term
macroeconomic projection of the Ministry of Finanseather conservative. The main risks
for the budget execution in the medium term arateel to:

>

Shifting the economic growth structure to a highercontribution of net exports

and indications of lower tax collection The conservative approach in the planning
of the revenue side of the budget significantlyiténthe possibility of this risk to
materialise, but its effect cannot be entirely @liated. Additionally, it is possible
that risks related to the expenditure side of tirdglet will occur — in particular with

a view to the still high unemployment rate, whiciil wontinue exerting pressure on
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the expenditures on welfare and unemployment bisnédiring the current and the
next years.

> Population ageing resulting in a pressure on the psion system.With the

pension system reform, which started in 2011, nreasswere undertaken for
consolidating the NSSI budget and for stabilisihg tevenues of the PSS. These
changes will result in lower burden from the popiola ageing on public finances
through improvement of the NSSI budget, and thessssent of the risks for the
public finances from the population ageing improvedevertheless, the
demographic process continues being a seriousecig@lto maintaining the public
finances sustainability and makes it necessaryatfditional improvement of the
quality of public expenditures in the pension systéealthcare and education, as
well as to maintain a conservative policy regardimgbudget balance.

> Double-dip recovery as a result of the withdrawal of the fiscal and etany
stimuli, which could slow down the recovery of tiulgarian economy by
exercising pressure on both the revenue and thenelipre side of the budget.

> Continuous influence of unfavourable price effectas a result of international
prices increase in particular the oil prices, will also createeprquisites for a
slower recovery from the crisis.

4.5 Sensitivity of the Budgetary Projections to the Alernative Scenarios

The alternative scenarios reveal some risks tdtltgetary projections, which are related
to changes in the structure and pace of econoroaveey. The domestic demand dynamics
and, in particular, that of final consumption, laasignificant impact on the revenue side of
the budget. The materialisation of the optimistiergrio, which envisages faster recovery
of consumer confidence and higher growth of thegBuan economy as compared to the
baseline scenario, will have a positive impact be tevenue side of the budget by
generating additional revenues over the entirecisteperiod. The latter will provide an
opportunity for speeding up of the budget consaiheprocess.

Despite the fact that in the pessimistic scenasiod slower recovery of the European
economy the negative impact is mainly showed thnathg exports dynamics, the growth
rate of almost all GDP components is lower as caagpto the baseline scenario. The most
serious impact on the revenue side of the budgetxmected from the lower final
consumption and imports of goods and services epared to the baseline scenario. When
the Law on the State Budget of the Republic of Brby (LSBRB) for 2011 was drafted,
the target values for the deficit under the comsadéd fiscal programme as a percentage of
GDP were set for the next three-year period. THeidlshall not exceed 2.5% of GDP in
2011, 1.5% of GDP in 2012 and 1.0% of GDP in 20h3order to achieve these target
values, under this scenario an additional tightgrahthe government expenditures in the
range of 0.2%—-0.3% of GDP is envisaged in the peanizder consideration as compared to
the baseline scenario.

An increase in the crude oil price in 2010 by 1084ampared to the baseline scenario has
a relatively limited impact on the total consoleldtbudget revenues as compared to the
other two scenarios. This follows the operatiotmad main opposite factors influencing the
budget revenue dynamics. On the one hand, the sleeamomic recovery as compared to
the baseline scenario as a result of the negatigce phock will to some extent limit the
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increase in tax revenues, mainly during the fiesiry On the other, the acceleration of the
annual average inflation during the first two yeafshe forecasted period and the increase
in the nominal value of imports will act in the amite direction and will have a positive
impact mainly on the nominal revenues from inditegies. In addition, the higher inflation
in 2011 and 2012 is also likely to create certagspures on the current budget expenditure.

In conclusion, in each of the alternative scenaiiioghe expenditure components ceilings
are observed during the forecast period, the cateted general government deficit will be
reduced below the reference value of 3% of GDRHerEU Member States.

4.6 Comparison with the Previous Update

The need for an update of the medium-term macragnanforecast reflected the changed
external environment, mainly as a result of theteflaghan expected recovery of the
European economy and the related higher exportstigrim real terms in 2010. In addition,
the previous update of the Convergence Programmsepvegared on the basis of data as of
the end of 2009. For comparison, at the time opgnag this Convergence Programme
preliminary National Accounts data for 2010 is #dalie, which outline a stronger than
expected decrease of the gross fixed capital foomgatio a large extent result from the 2009
data revision. Last, but not least, the publisime8eptember 2010 revisions of the National
Accounts data since 1995, which have led to sicguifi changes in their interpretation,
shall also be noted. On the one hand, for the fise seasonally adjusted data were
published. Moreover, in line with the Eurostat raceendations, the method for calculating
the changes in physical volumes was changed. @tb#rodological changes related to the
inclusion of different aspects of the shadow ecopnamGDP, the allocation of indirectly
measured services provided by the financial inteliarees and change in the time reporting
of some taxes, were also adopted.

Table 10: Main macroeconomic indicators

2010 2011 2012
Real growth . - -
rates CP CP | Difference,| CP CP Difference,| CP CP | Difference,

2011 | 2009 pp 2011 | 2009 pp 2011 | 2009 pp
GDP 0.2%| 0.3% -0.1 3.6% 3.8% -02 4.1% 4.8% 10.7
Private -1.2%| -0.7% 05 32%  4.1% 09 41% 4.1% 0.0
consumption
Grossfixed | 16 505| .56% 109 56%  1.8% 38 6.5% 6.2% 0.3
capital formation
Exports 16.2% -3.39 196 8.2% 4.9% 33 78% 6{1% 7| 1.
Imports 4.5%| -1.9% 6.4 7.8% 4.0% 3.8 82% 6.6% 1.6
Source: MF

During the first months of 2010 a serious lag @& thain parameters of the budget revenue
side behind the initial consolidated estimates, whserved. This made it necessary to
update the annual plan and in July 2010 a Law erathendment of the LSBRB for 2010
was adopted and entered into force. The changedl fimmework for 2010 reflected the
updated revenue estimates and defined specifidslion some expenditures. Under the
changed budget parameters, an objective of 3.8%DP was set for the general
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government budget deficit on accrual basis for 28h@ the need to reduce the deficit
below the reference value of 3% of GDP as alread0iL1 was recognised.

The state budget execution as of 31.12.2010 demadesta very good revenue collection as
compared to the updated estimates as well as atredwf the general government budget
deficit as a percentage of GDP considerably belwsvset for 2010 level. In the medium
term the fiscal objective was revised from a bad@hdudget to a deficit under the
consolidated fiscal programme, not exceeding 2.8%92011, 1.5% in 2012 and 1.0% in
2013. This revision was carried out with a viewettsuring the automatic stabilisers play
and to taking into account their anti-cyclical rolghile using all possibilities for fiscal
consolidation and reaching a close to the balarmesition towards the end of the
programming period.

A direct comparison between the projection, inctu@ethis Convergence Programme, and
the latest economic forecasts of the European Cssiom from the autumn of 2010 would
not be indicative since the conditions in which tiw® projections were made are very
different. The main difference is in the fact thlae current projection of the Bulgarian
government takes into account the internationatesridynamics over the last months,
related to the political tensions in some oil exipgr countries, as well as to the natural
disaster in Japan and its consequences.

As a general trend, however, the national projestifor the economic growth in the
medium term seem to be more optimistic. Historycathe data from the national statistics
show that the 2010 data for a 0.2% GDP growth apeenoptimistic than the Autumn
Economic Forecasts of the EC for a 0.1% GDP deerbas more pessimistic than the
Bulgarian government projections for an economimagh of 0.7%. The latter projection
was based on available data up to the second quart2010, which demonstrated a
positive trend for consumption recovery — it wasuased that this trend will continue.
During the third quarter, however, the consumptitreased, which, regardless of the
positive data from the last three months of 2018J kA negative impact on the annual
economic growth.
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5 QUALITY OF PUBLIC FINANCES

5.1 Expenditure Side Developments

The consolidated government expenditures wereuasted with a view to achieving the
government priorities for better absorption of tharopean Funds and for providing
assistance to the most vulnerable groups in tinsrehgthened budgetary austerity.

5.1.1 Continued fiscal consolidation and strengthenediin
»  Stricter control of the FLSUs expenditures

In order to avoid the reported in 2009 considergbdenpared to the recent years) increase
of the uncovered with financial resources accruggilities under made commitments, and
to improve the management of budgetary resourceghenfirst-level spending units
(FLSUSs) in line with the principles of the Law om&ncial Management and Control in the
Public Sector, in the Law on State Budget for 2@Jdrovision, which gives the Council of
Ministers the capability to set and update limas §overnment authorities, ministries and
departments for conclusion of contracts, was adbptéeasures are also envisaged for
freezing the expenditure of the ministries anditasons, which are to accompanied by
optimisation of the administration.

»  Limiting the payroll in the budgetary sector

Keeping the nominal amount of the payroll unchangedcompared to that achieved in
2010, and determining of the individual remuneraiio accordance with the remuneration
reform in the budgetary sector, are among the maarities of the expenditure policy in
2017°.

» Introducing ceilings of the liabilities of the smkng units (SUs) to suppliers | order to
reduce the risk for a deterioration of the 201 Iraed-based budget balance — within
the ceilings approved in 2010.

»  Subsequent improvement of the procedures and fargaiblic finances management.

»  Keeping the expenditure on maintenance and thdatapipenditure at the levels of
the updated 2010 budget.

» Postponing the pensions indexation and introduatricter criteria for pension
eligibility.

»  Stricter criteria for budget appropriations to nuipalities — only in case of no
changes to approved budget; after 30.06.2011 fuwaas be transferred from one
delegated item to another (except for educatiody dnthere are no accumulated
liabilities®. The municipalities can receive financing from tRend for Local
Authorities and Self-Government FLAG EAD of up t&JE 2 million if they are
implementing projects co-financed by the Europeamds?

% Linking the increase in individual remunerationtbé people employed in the public sector to thla
productivity growth and the capacity of the econaang the budget.

31§ 31 of the Transitional and Final Provisionshaf 2011 Law on the State Budget.

32§ 41 of the Transitional and Final Provisions of 8841 Law on the State Budget.
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5.1.2 Labour Market Policy and Social Inclusion

Under the 2010 budget EUR 33.2 millldmvere earmarked for active labour market policy.
In implementing the anti-crisis measures of the egpinent®, additional funds in the
amount of EUR 5 million were approved under the \USidget for financing the National
Programme “From Social Benefits to Employment”.

Stricter eligibility requirements for receiving ntbfy social benefits by the unemployed

people in active age were introdutedConsequently, as of March 2010 until March 2011
the National Social Security Institute stopped pgyinemployment benefits in the amount
of EUR 9 million.

In 2011 the financing of measures under the LavEmployment Promotion, which will
ensure sustainable employment in the private seotre raised three times as compared to
2009, to EUR 7.5 million.

The employment for people with disabilities will fi@eanced mainly under Operational
Programmes “Human Resources Development” and “Dewvednt of the Competitiveness
of the Bulgarian Economy” and the total amounthaf tinancing is EUR 20 million.

A new approach to prevent the social exclusionlofdeen and families at risk will be
introduced through a Social Inclusion Project, ficed with loans from the World Bank in
the amount of EUR 40 million.

Implementing the principles of decentralisationotigh the introduction of regional and
municipal planning of social services, which are thain instrument for supporting the
vulnerable groups, resulted in a 20% increase @ rtmber of social services in the
community, financed from the state budget, as coatpto the number financed under the
2009 budget.

The successful implementation of the employmenicpah the period 2012—2014 will also
contribute to reducing the poverty level and, thihe,state social expenditure.

5.1.3 Pension and social security reform

After the changes in the pension system enterexforce at the beginning of 2011, the
influence of the negative demographic changes @n figcal position of the country
decreased. The implicit liabilities of the budgelated to the population ageing declined to
0.9% of GDP. This, in turn, results in an improvenef the indicator of structural budget
deficit, which Bulgaria will be able to maintainhile complying with the requirements for
ensuring the long-term sustainability of fiscalipgl

The main parameters of the long-term reform of plemsion system are described in
Section 111.2.2 of the National Reform Programmetio¢ Republic of Bulgaria (2011-
2015).

The successful implementation of the reform is eigx to reduce the PSS deficit from
EUR 1.031 billion in 2010 to EUR 0.7 billion in 2D1the raising of the social security

3 According to MLSP data for the first half of 2010.

% Council of Ministers Decree No. 89 as of 11.05@201

% In case that they participate in community servior 14 days, 4 hours a day, in the programme for
development and improving the environment, cleanpignting, organised by the municipal administrasi

for provision of social services.
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contribution to the “Pensions” Fund by 1.8 pps wiliprove the revenue side of the
consolidated PSS budget by EUR 186.4 million in1201

The envisaged pensions’ indexation of under theatled “Swiss rule” in 2013 and 2014
by 4.3% and 4.4% respectively is expected to hakadgetary effect of EUR 84 million
and EUR 89 million, correspondingly.

5.1.4 Education and science

The reforms aim at enhancing the quality of andabeess to education, while improving
the expenditures’ effectiveness.

In the 2011 Consolidated Fiscal Programme (CFP) BUR7 billion are earmarked for
education, which is 9.4% of the total budgetaryesditures. The efforts will be focused on
attracting more private capital in the sector.

The earmarked for 2011 funds for the implementatibthe National Programmes for the
secondary education development amount of EUR ill®n, unchanged as compared to
2010.

Within the programmes for equal access to educatwhearly school leaving prevention
funds in the amount of EUR 84.2 million are earnedrkor 2011.

In 2011 the implementation of the delegated budggssem will continue. The financial
decentralisation model consists of internal optatfich mechanisms, generates positive
effects and creates preconditions for schools’ ldgwveent. The expenditures on
upbringing, preparing and training children in langartens and pupils in schools amount
to almost EUR 0.732 million, of which EUR 0.709 loih are the funds under uniform
expenditure standards. The uniform expendituredsta@s for financing the secondary
education are kept at their 2010 level.

The main part of the measures targeted at the 8dnahsystem restructuring mobilise
funds from the Structural Funds and the CohesiomdFand the EU educational
programmes.

In the field of higher education the efforts foaus further sustainable development of the
system and on improving the higher education qualihe reforms implemented in 2010
and in the beginning of 2011 aim at introducingaéing system for higher schools,
providing government guarantees in extending ofletti loans on part of banks and
enhancing the qualification of the academic stgffablopting the Law on the Academic
Staff Development.

Bulgaria plans to increase the total amount of ipublvestments by using additional
resources for scientific research and innovatiomdeu the European programmes and by
higher absorption of the European Funds, as wellyamcreasing the investments in the
private sector as a result of the economy’s retateam and restructuring towards more
innovation-intensive sectors. On this basis theiaous national target for investments in
R&D in the amount of 1.5% of GDP by 2020 is setwbiich 0.7% will be provided by the
public sector and 0.8% are expected to come fraptivate sector.

5.1.5 Healthcare

The healthcare expenditures in the 2011 budgetatethe prioritisation of the healthcare
sector in the budgetary area, are in line the gowent policy in this area and the progress
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of the reform in the sector. In line with the extéon of the 2010 budget of the Ministry of
Healthcare, the approved for 2011 expenditures Wweneased by 20.1% as compared to
2010, i.e. to EUR 364.04 million. In 2011 the sdi=s to hospitals, in view of their
ongoing restructuring, were increased by 44.3% @spared to 2010, to EUR 106.9
million. In 2011 the expenditures on the functidtkealthcare” are envisaged to be 10.9%
of the budgetary expenditur@sor EUR 1.66 billion, which is the largest amouoft
budgetary funds planned so far. European finari€iimgthe amount of EUR 155.7 million
will be used for modernisation of the diagnosting &reatment of oncological diseases, on
the restructuring of the homes for medical andaaxre for children aged up to 3 years, as
well as on the municipal hospitals.

5.2 Revenue Side Developments

The stable tax strategy aims at mitigating the hegaonsequences of the global crisis on
the economy. The efforts are focused improvinglthginess environment, promoting the
investment activity and employment, as well as asling the informal sector of the
economy. A priority of the tax policy is the avaidi sharp fluctuations of incomes in the
start of the economic recovery.

The Direct taxes rates remain unchanged, and theeps of consistent transferring of the

tax burden to the indirect taxes through increasiegrates of some excise duties as of the
beginning of 2011 in line with the commitments &ach the minimum European levels

continues.

The revenue side has been conservatively plannedeim of the planned cuts on the
expenditure side.

Tax and social security policy
»  Keeping the direct taxes rates unchanged;

»  Continued consistent transfer of the tax burdetheéandirect taxes through increasing
the rates of some excise duties as of the beginoin@011 in line with the
commitments to reach the minimum European levethe-gradual increase in the
rates on fuef€ in 2012 and 2013 is expected to result in an admewvanues increase
of EUR 27 million during each of the two years d&ydEUR 46.8 milliori® in 2014 as
a result of the increase in the excise duties curalbgas and cigarettes;

Y

Introducing a 10% tax rate on the income of foreiggal entities, registered in
preferential taxation zones, with a source in Bufga

Increasing the VAT rate on organised tourist s@wjic
Taxing the insurance premiums;
Increasing the contribution rate to the “Pensidasiid by 1.8 pps as of 2011;

Y V V V

In 2011 the minimum insurance thresholds for thannmeconomic activities and
groups of professions were raised by 5.6% as cadpéos 2010. In 2011 the

3 According to the 2011 LSBRB.

%" Under OP RD and OP HRD.

3 Natural gas and gas oil.

39 EUR 39.2 million from cigarettes and EUR 7.6 millifrom natural gas.
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additional NSSI revenues from contributions is etpé to amount to EUR 55
million.
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6 LONG-TERM SUSTAINABILITY OF PUBLIC
FINANCES

6.1 Long-term Budget Outlook

A significant deterioration of the demographic stue of the population is projected in the
long term, which represents a significant risk te fiscal policy. The increased share of
elder people is expected to lead to a noticeal@dsspire on budget expenditures on pensions
and healthcare in the long term. This process pasesious challenge for maintaining the
public finances stability and necessitates refoimihie pension system, for improving the
guality of public expenditures in healthcare andaation systems, as well as to maintain a
conservative policy with regard to the budget bedamhese reforms will reduce the burden
from the population ageing in the future.

Table 11: Programme scenario (% of GDP)

Starting budget position 2010 0.50%

Effect from the population ageing 1.46%

S1 -1.21%

S2 1.96%
Source: MF

The breakdown of the indicator by components shimasthe public finances sustainability
is mostly negatively influenced by the effects bé tpopulation ageing, which reaches
1.46% of GDP. This is mainly due to the increas&geaditures on pensions, which
increase faster than the GDP growth rate. On therdtand, the demographic processes
have a positive impact on the expenditures on daumabut their decrease is more than
offset by the increase in the expenditure on heaithin the long term. Therefore, in order
to maintain the sustainability of the budget positia more rigorous fiscal policy over the
next 2 years is necessary despite the fact thaedbromy will remain below its potential
productivity level.

Within the pension system reform, which starte®@i1, measures for consolidating the
NSSI budget and for stabilising the PSS revenue® wadertaken. These measures are
described in detail in Section 111.2.2 of the NRPese changes have lead to a reduction of
the population ageing burden on the public finarthesugh improving the PSS budget.
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Figure 10. Effect of the changes in the pension system on the consolidated budget (% of GDP)
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As a result, the risk assessment of populationnggen public finances improves; the S2
indicatof® declines from 1.96% to 1.25% of GDP. The S1 inmi¢aalso improves from -
1.21% to -2.21% of GDP in 2060.

Table 12: Scenario with policy changes (% of GDP)

Starting budget position 2010 0.50%
Effect from the population ageing 0.75%
S1 -2.21%
S2 1.25%
Source: NSSI

6.2 Pension expenditures

Regardless of the indisputable successes of th@ g&dsion reform, over the last years the
pension system in Bulgaria faced a number of chgds related to:

»  strong dependence on the state budget — in 2008take joined in the capacity of a
“third insurer”, making a transfer to the “PensibRsind in the amount of 12% of the
insurance income of each insured individual. In ®Qhis transfer amounted to
EUR 1.18 billion, or 34% of all pension expenditjre

“OInterpreted as the difference between the cufmaijected) fiscal position for each year in théufe and
the position, which corresponds to the conditiosustainability over an indefinite future period.

*! Interpreted as the difference between the culmjected) fiscal position for each year in theufe and
the position, which guarantees compliance withMaastricht government debt criterion during the {gesar
of the period (2060).
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» the global economic crisis led to decreasing regendrom social security
contributions as a result of the lower number cdured people and the lower
insurance income;

»  the unfavourable demographic developments in Bidgadecreasing population and
labour force, coupled with increasing number ofgieners.

In order to overcome these negative trends, theya@ian government will implement
measures for ensuring the long-term financial §tglmf the Bulgarian pension system and
for improving the adequacy of pensions. These nreasentered into force on 1 January
2011 and are described in Section 111.2.2 of thePNR

The changes in the pension system will influenae ldng-term pensions’ projection. In
order to monitor their impact, two main long-termojpctions were simulated. The first
corresponds to the legislative framework providedldy the SSC in 2010, i.e. before the
changes, and is assumed to be the baseline scdnahe second projection the parameters
of the 2011 SSC are introduced, which reflect tlhdidthal Agreement on a new strategy for
PSS financial stabilisation and on improving thagen legislation.

In addition, further three projections were simetht they reflect the influence of the three
main changes introduced with the 2011 SSC on thégpension system:

- increase in the social security contributionhte tPensions” Fund by 1.8 pps;
- increase in the length of service and of theegient age;
- increase in the weight of 1 year length of sexwvidrom 1.1 to 1.2.

When the long-term projection was prepared, both Enrostat demographic projections
EUROPOP 2008 and the MF macroeconomic forecast® &&drelated assumptions, based
on the 2010 and 2011 legislation, were used. Tt fBBds long-term forecasting motfel
applied in the previous four updates of the Coneecg Programme of the Republic of
Bulgaria, was used.

Conclusions about the PSS funds balance:

» In the scenario with the 2010 SSC, the expendinoeed revenues during the entire
period. The revenue—expenditure ratio is the s period 2022—-2032.

» In the scenario with the 2011 SSC (all legislatoienges in force as of 2011 are
included), the expenditures exceed revenues ur@il92 until 2017 a gradual
improvement is observed, but after the higher weajhl year length of service is
included in 2017, the improvement slows down. A2020 until 2036 the revenues
exceed expenditures, but after 2036 the expenditre higher again. The revenue—
expenditure ratio is the best for the period 202342

The increase of the social security contributiortite “Pensions” Fund has, of course, a
positive impact on the financial condition of P$F&y(ire 11).

The increase of the length of service and of thieeraent age also has a positive impact on
the PSS financial condition, but this is more dieasbserved after 2020, when the
retirement age starts gradually increasing.

*2 The model uses the Eurostat demographic proje@dROPOP 2008 and the national forecasts for the
GDP developments.
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The increase in the weight of 1 year length of iserin the pension formula from 1.1 to 1.2
is related to increasing the adequacy of socialirggcpensions, but if not supported by
other measures, it will have a negative impacth@RSS financial condition (Figure 11).

Figure 11. Balance of the PSS funds, 2011-2060 (% of GDP)
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Source: NSSI, MF forecasts

Conclusions about the dependency ratio and the inowe-replacement rate from the
first pillar:

> In the 2011 SSC scenario, the dependency ratio “i&)ower as compared to the
2010 SSsC.

In the 2010 SSC scenario, the DR level remainsiwitie range of 80% by 2023, and in
the 2011 SSC scenario this is shifted until 2081cesthe retirement age increases to 65 for
men and 63 for women. In the long term, howevex cintinuing low fertility rates and the
increasing life expectancy find expression in arease in the dependency ratio. And yet,
while in the 2010 SSC scenario it grows to 12492060, in the 2011 SSC it grows to
115%.

»  From the additional simulations, only the increaseéhe length of service and the
retirement age push down the dependency ratio,hnisiceflected in the 2011 SSC
scenario (Figure 12).

3 The ratio between the number of pensioners anduheer of socially insured people.
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Figure 12. Dependency ratio (2011-2060) (%)
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The upward trend of the dependency ratio is accomedaby a long-term downward trend
of the income replacement r&teThe replacement rates for the first pillar arpested to
gradually decline, since the formula for calculgtpensions changes from using an average
value for the last insured period to using an ayenzlue for the entire insured period, and
because of the decrease in the amount of thepiiiat- pension when a second-pillar
pension is also received. The larger the socialr#gacontribution to the second pillar, the
greater the decrease in the first-pillar pensiofi b&. The net replacement rates are
proportionally higher by about 12%.

In order to improve the adequacy of pensions aiapbewasure in the amendment of the
SSC in force as of 2011, is envisaged — as of 204 Wweight of each year length of service
will increase to 1.2. Thus, 37 years length of menare automatically equal to 44.4 points,
and 40 years will be equal to 48 points. The objects the net income replacement rate
from the first and the second pillars to reach 66%025.

*4 The ratio between the average pension and thageénsurance income.
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Figure 13. Net replacement rate of gross income from the first pillar, 2011-2060
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Source: NSSI, MF forecasts

In the 2011 SSC scenario the gross income replateraie® is expected to decrease more
substantially during the first years of the praj@act to increase considerably in 2017 as a
result of the change in the weight of 1 year lerajteervice, to continue declining by 2030
and after that to gradually and consistently inseedy the end of the forecast period
(2060). The reasons represent a combination gbehsion indexation, the weight of 1 year
length of service and the longer stay on the labmarket, which results in the
accumulation of insurance rights over a longerqukaf time.

The increase in the social security contributiorthte “Pensions” Fund does not have an
impact on the gross income replacement rate, wihicates the lack of links between the

amount of the social security contribution for stpension and the amount of the pension
itself.

The increase in the length of service and of thieeraent age has different impacts on the
gross income replacement rate during the diffeyeats of the period concerned.

The increase in the weight of 1 year length of iserhas the strongest impact on the gross
income replacement rate. Almost during the entegdonl, under the basic version of the
2011 SSC, the gross income replacement rate isvbigle level achieved in the version
with an increase only in the weight of 1 year léngt service, but at the end of the period
the rates from both versions become equal. It cbaltherefore concluded that a moderate
pension indexation and strengthening the links betwthe social security contribution and

“5 Average pension to average insurance income.
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the pension amount is possible without negativélgciing the financial stability of the
state pension system.

6.3 Strengthening the Second and Third Pillars of the Ension System

Following the initiative of the Financial Supendsi Commission measures for
strengthening the second and the third pillarshef pension system are being discussed.
This involves major amendments to the statutoryuledgpns towards risk-based
supervision, introducing more rigorous requiremensrisk assessment, risk management
and risk reporting on part of pension funds, aslvesl more stringent supervisory
requirements on them.
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7 INSTITUTIONAL FEATURES OF PUBLIC FINANCES

7.1 Implementation of the National Fiscal Rules

Despite the fact that the 2010 budget was prepar&king into account the challenges and
difficulties facing public finances due to the deieated economic environment and the
uncertainty regarding the development of the gl@ganomy, at the beginning of July 2010
changes to the defined budgetary parameters anatiad®f a Law on the amendment of
the Law on the State Budget of the Republic of Brilg (LALSBRB) for 2010 on part of
the National Assembly became necessary. The kaibrinto account the factors related to
changes in the structure of some macroeconomicaiawls, which pushed for restructuring
the expenditures among the individual sectorsyaeioto balance the impact and burden of
the crisis. With the adoption of this law by thetidaal Assembly, the implementation of
the rule from the previous Medium-term Fiscal Frame&k (MTFF) 2010-2013 for
maintaining of a balanced budget, excluding thedéufrom the European Funds and
Programmes, until 2013, was discontinued.

In the 2010 Law on the State Budget of the RepulfliBulgaria, for the first time after 5
consecutive years, a deficit under the CFP on basls in the amount of 0.7% of GDP was
planned. With the 2010 LALSBRB the fiscal framewarks changed. The deficit under
the CFP was raised to 4.5% of the projected GDR;hwtomprises a deficit of 3.8% of the
projected GDP under the national budget and aitdefi©.8% of the projected GDP under
the European Funds.

This also made it necessary to subsequently transtbe fiscal rule concerning the
balance; the new rule sets an objective of gradeatease in the deficit under the CFP - it
should fall below 3% of GDP in implementing the l8lit&y and Growth Pact budget deficit
criterion already in 2011.

With regard to the fiscal rules concerning the sitz¢he public sector, the budget balance
and the level of consolidated debt as a percerda@DP, applied over the last years, the
government increases their constraining role anepgres the necessary legislative
amendments for their approval. The changes in #t@mal fiscal rules aim at ensuring
possibilities for fast economic recovery and effectprotection of and support for the
vulnerable social groups while pursuing rigorouscdi discipline. Table 13 presents the
development of the national numerical fiscal rules.

Table 13: Development of the fiscal rules

2012 — 2014
INCOME ntil (including) 2011
co UL (U )2 DRAFT TBP
Start of implementation as of 2012
Grounds Draft Pact for Financial Stability
New types of taxes on incomes or profits and chaigéhe
Scope o ) )
tax rates of the existing taxes on income or Bofit
No rule is applied No target value is applied
Laws establishing new types of taxes on incomegsafits,
Target value or changes to the tax rates of the existing tarda@mes or
profits must be adopted with a majority of two-ttsrof all
Members of the National Assembly
Time scope Long-term
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2012 - 2014
EXPENDITURE 2009 2010 2011 DRAET TBP
Start of implementation as of 2006 as of 2012
Government Draft Pact for Financial
Grounds -
Programme Stability
Consolidated No numerical expenditure rule is applied . .
Scope expenditure Consolidated expenditure
Target value 40% of GDP up to 40% of GDP
Time scope Annually Annually
2012 - 2014
BUDGET BALANCE 2 201 2011
UDG Cc 009 010 0 DRAFT TBP
Start of implementation as of 2006 as of 2010 as of 2010 as of 2012
Three-year Budget Three-year Budget  Three-year Budget  Draft Pact for Financial
Grounds "
Forecast Forecast Forecast Stability

The funds from the
. ) European Funds and
Scope Crcz)nsrglrfr?]t:d fiscal Programmes are
prog excluded from the
CFP

Consolidated fiscal Consolidated fiscal
programme programme

Balance under the Balance under the CFP —

Balanced national CFP — deficit of up to deficit of up to 2% of

Target value Positive budget balance

budget 2% of GDP GDP
Time scope Annually Annually Annually Annually
DEBT 2009-2014
Start of implementation as of 2003
Grounds Law on Government Debt
Scope Consolidated government debt
Target value 60% of GDP
Time scope Annually

As of the beginning of 2011 the Ministry of Finanfeuses on the preparation of new
rules, incorporated in the so-called “Pact for Rimial Stability”, which to ensure the
macroeconomic and financial stability of the counir the long term. The measures in the
Pact are along three main directions. The firsiceoms the size of the public sector and is
related to limiting the redistribution role of tlstate to 40% of GDP. The second concerns
the budgetary position and sets a maximum admésibhual budget deficit (in ESA 95
terms) of not more than 2% of GDP. The third digctconcerns the tax policy related to
the direct taxes - the main measure envisaged #ved establishing new types of taxes on
incomes or profits, or changing the tax rates adterg taxes on incomes or profits must be
adopted with a majority of two-thirds of all Membaaf the National Assembly.

7.2 Budgetary procedures

The amendment in the 2010 Law on the State BudggteoRepublic of Bulgaria made it
necessary to amend the decree on its implementatioich was approved by the Council
of Ministers within the deadlines envisaged in lth& on State Budget Procedures..

The adoption of these two statutory instrumentsmdiiresult in significant changes in the
steps planned in accordance with the Decision er2€11 budgetary procedure, but had an
impact on the basis for the development of the oredierm main assumptions for the
period 2011-2013, the three-year budget forecaststhe expenditure ceilings of the
FLSUs, excluding municipalities, and the Draft Lawthe 2011 State Budget.
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The 2011 budget was developed in line with the edjiare ceilings and main assumptions
for the period 2011-2013 with regard to the tax andial security policy, the income
policy, the public expenditure and the fiscal téasgegarding the budget balance, adopted
with a Council of Ministers Decision as of 29 J@§10. This way the first two stages of
the budgetary procedure were unified.

By 2010 all governments complied with the deadforesubmitting the draft state budget to
the National Assembly, set in the Law on the Sttelget Procedures — 31 October.
Already in the first week of September 2010 the ity of Finance finalised the dialogues
with the spending units on the draft 2011 budgbts Bllowed the government to fulfil the
commitment made in the end of the spring of 20XGubmitting the Draft LSBRB at the
National Assembly for discussion and approval kefine deadline, and to be one month
ahead of the deadline set in the Law on State BuBgecedures and the Council of
Ministers Decision on the 2011 budgetary procediings provided more time for political
debate as well as for predictability for the busseand households with regard the
economic situation and developments in 2011.

The 2012 budgetary procedures preserves the gaattigas introduced before, which
concern the rules, responsibilities and “top-doapproach to decision-making process.
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Figure 14. Integrating the "Europeans Semester" in the 2012 national budgetary procedure
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A new important moment in the 2012 budgetary praceds the integration of the
European Commission initiative “European Semest@figure 14), which aims at
reinforcing and strengthening the economic govereand the Member States f economic,
fiscal and budgetary policies coordination by dedpg and broadening the scope of the
EC fiscal surveillance procedures.

This will allow for achieving a coherence betwebe three-year budget forecast and the
expenditure ceilings for the period 2012-2014 with commitments under the National

Reform Programme of the Republic of Bulgaria (2@15) in pursuance of the Europe

2020 Strategy and the current Convergence Programme

The main change in the 2012 budgetary procedutlesbringing forward of the main
deadlines related to the adoption by the governrottite three-year budget forecast and
the expenditure ceilings of FLSUs, excluding mypadities, for the period 2012-2014 as
key documents for the drafting of the 2012 budget.

Precisely this created the need for restructurhmgy steps and undertaking a two-staged
budgetary procedure — preparation and approvalhefthree-year budget forecast and
expenditure ceilings of FLSUs, except for muniaiped, for the period 2012-2014 and of
the update of the Government Debt Management §tratnd drafting the 2012 Law on
the State Budget of the Republic of Bulgaria anolpgidg the decree on its implementation.

The main tasks related to increasing the qualitgudlic finances will focus on improving

the principles and norms for compliance with budgetdiscipline at all stages of the
budgetary process, including widening the scopéehefrules and standards for making
commitments for expenditures, and improving tharicial management and control. The
efforts for improving the processes and enhancimg quality of public finances by

extending the practice of using indicators for ass® the effects of and for systematic
assessments of the costs and benefits of governpregrammes and policies, will

continue.

The 2012 budgetary procedure is consistent with ghgjected financially-economic
characteristics for 2011. The main components efgiocedure, introduced over the last
few years, were preserved. This aims at maintainieg stability and continuity of the
processes and procedures for financial resourdesatibn and management. The main
rules in the 2012 budgetary procedure are:

» Using the basic budgetary documents from the pusviperiod, approved by the
National Assembly and the Council of Ministers aasasis for the development of the
three-year budget forecasts (including by policiasyl the expenditure ceilings for
first-level spending units (FLSUs), excluding mupdaities, for the period 2012—
2014;

» Using the adopted during the first stage of the getary procedure fiscal and
budgetary documents, the information on the curaewt expected budget execution,
the updated forecast of the main macroeconomicatalis, as well as the guidelines
and recommendations of the European Commissiorrdiegathe policies under the
2012 budget, as a basis for drafting the 2012 Lawhe State Budget of the Republic
of Bulgaria;

»  Developing the government policies which will beluded in the 2012 budget in line
with the measures of the Programme of the GoverhofdBuropean Development of
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the Republic of Bulgaria for the period 2009-20th#® National Reform Programme
and the National Strategic Reference Framework;

»  Ensuring conformity of the proposals for new inmasit projects for which financing
agreements for external and domestic loans areet@dmcluded in 2012 and/or
government guarantees are to be provided in 201i&, tve requirements of the
Ordinance on the Requirements to the Investmene&soFinanced with Government
Loans and the Projects Applying for Financing b§avereign Guarantee, and on the
Procedure for their Consideration, adopted with i@duf Ministers Decree No. 28
of 2003 (Promulgated, SG, No. 15 as of 2003; anen8&, No. 27 of 2005).

7.3 Other Institutional Changes Related to Public Finames and
Improving the Collection Rate of Tax Revenues

7.3.1 NRA

New functions, structure and work organisation leg National Revenue Agency (NRA)
were introduced as of the beginning of 2010 with tilansfer of the functions and activities
of the former State Receivables Collection Ager®8RCA). Before SRCA merger to NRA,
SRCA personnel was reduced by 12% and NRA staffoausn- by 8%. At the same time
NRA reduced the number of its Territorial Directes (TDs) from 29 to 6 and its
management levels - from 3 to 2. Four directordtes“Medium-sized Taxpayers and
Social Security Contributors” (MTSSC) were estdidid. New criteria for identifying the
companies serviced by the LTSSC Directorate and MESSC Directorates were
introduced in order that they can cover about 65% e total revenue collected by NRA.
Since the beginning of 2011 a structural unit alANRTD LTSSC of for providing services
to, control over and collecting the tax paymentd aacial security contributions of large
taxpayers — natural persons, was established.

The expected benefits of these changes are: irdaadlection rate thanks to focusing on
large and medium-sized taxpayers and social sgcuadntributors; reduced corruption
pressure on the personnel; flexibility in the reseuallocation among the different
directorates and allocating the available resoutoeshe most significant risks; better
management of control, communication and reporting.

In order to improve the effectiveness of collectmntaxes and mandatory social security
contributions, NRA undertakes a number of measlikesentralising the management and
audits’ assignment processes, strengthening th&otoover important for the treasury
subjects, including focus on the current contra eimely VAT refund, as well as carrying
out mainly probes of compliance with tax and soaakurity legislation, including
increased presence in retail objects during theeatburism season, where the objective is,
by the so-called “monitoring of sales”, to estdbliee actual turnovers of the retail objects.
With the amendments to the Ordinance No. N-18 an d¢btablishment of a constant
connection between the fiscal devices and NRA semepossibility for a much more
efficient current and preventive control and fodueing the time necessary for physical
monitoring of the objects of indebted people antities, was created. The programme for
control based on the information received via temate connection between the fiscal

65 TDs with territorial coverage and one Directerdtarge Taxpayers and Social Security Contribtitors
(LTSSC) with a national coverage.
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devices and the NRA was launched at the end of ,200@n the remote connection
between the NRA information system and the fis@licks of petrol filling stations was
established. By 30 September 2011 this obligatidhb&come mandatory for all retailers
registered under the Law on VAT, and by 31 Marci26- for all remaining retailers.
Actions for increasing the audits effectiveness fomdnvestigating special cases related to
attempts at fraudulent and illegal practices, capsiosses to the treasury, through
administrative prosecution and partnership with tasv-enforcement and security
authorities, are being undertaken.

After the SRCA merged into the NRA, a full reviewasvundertaken and actions were
planned for improving the processes of administeprrivate state receivables, participation
and representation of the state in bankruptcy/resaly proceedings, as well as in the sales
of goods seized to the benefit of the state.

Under the Strategic Plan for the period 2011-20#5measures related to providing better
services to clients and for encouraging voluntamyngliance, which are the main source of
revenues, continue being priority. The other maiiorfiies are for more efficient and
effective tax and social security control and ditectax frauds, and last, but not least,
developing motivated human resources for achieuvimg objectives of the revenue
administration.

7.3.2 Customs Agency

The administrative reform in the Customs Agencytsthat the end of 2009 and continued
throughout 2010. Amendments were adopted to the drm@ustoms, finding expression in
changes in the structure and organisation of tktoous administration.

In order to optimise the structure and compositdrthe customs administration and to
strengthen the capacity of units performing prjoactivities, and to coordinate the work of
the customs authorities, amendments to the Statftdse Customs Agency were made
with CMD No. 166 of 06.08.2010. Pursuant to thesgemdments, the number of the
Agency's staff was further reduced from 3 370 tB33 people, and that of the Central
Customs Department — from 664 to 643. Thus, tha tatmber of the Agency's staff was
reduced by about 14.5%.

The ensuring of uninterrupted working capacity lué tustoms information systems is of
importance for performing the commitments of theeAgy in its capacity of customs
administration of a EU Member State and participarthe “Electronic Customs” Initiative
of the EU, as well as for implementing the meastoesafety and security.

In 2010 new versions of the Customs Agency Intepoetal were introduced, which enable
the electronic submission of documents - New Coemnmed Transit System (NCTS),
System for Control of Imports and the remaining med of the Bulgarian Integrated
Customs Information System (BICIS). By the end ahuary 2011, via electronic
submission of documents in the customs and exoeb@, f3 550 registrations of natural
persons, legal entities and sole proprietors wexdan
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Box 1. Legislative amendments

Amendments to the Law on the Excise Duties and TaXVarehouses and to the Regulation on it
implementation

In 2010 two draft Laws on the amendment of the loanthe Excise Duties and Tax Warehouses were pepar
and passed by the National Assembly and promulgatéie State Gazette, No. 55 of 20.07.2010 and94oof
30.11.2010 (LALEDTW).

In order to improve the administrative regulatiordao improve the tax collection, and in accordanith the
Law on Limiting Administrative Regulation and Adnstrative Control on Economic Activity (LLARACEA)
amendments were adopted to the LALEDT\&Ind the Regulation on its implementation. The ainemts alsqg
aimed at improving the customs control, as weklita®stricting the activity of the informal sectidrthe economy
in the trade with excise goods. The zero rate efdkcise duty on biodiesel used for heating pumposas
repealed. Another change for facilitating businesd for reducing the corruption pressure on adrnatisn was
the creation of possibility for using a combinedvien a bank guarantee and a money deposit calfdter

The second LALEDTW also regulated the conditiond @nocedure for issuing permits for trade in tolmagc
products. In order to optimise the process of a@tering excise duties, the possibility for theited to submit
their excise declarations electronically was introetl. In order to improve the customs control withiew to
restricting the informal sector in trade in enegpods, on which a lower rate is levied or which exempt from
excise duties, was introduced the requirementwlien transporting labelled energy products on énetory of
Bulgaria, the entities shall install a global piasiing system (GPS) on the transport vehicleseit #xpense, and
that the shipment containers shall be equipped mighsuring devices, meeting the requirements of Hi2TW,
the Law on Measuring, and the statutory instrumangdementing these laws.

Amendments to the Law on the Value Added Tax

In connection with Council Directive 2009/69/EC @&fs25 June 2009, amending Directive 2006/112/EGhen
common system of value added tax with regard tcetaasion linked to imports, the Customs Agencyated an
amendment to the provisions of Article 58, parabrdp sub-paragraph 6, letter “c” of the Law on taue
Added Tax (LVAT). It was related to the implemendat of “allowing a free circulation” regime and,
particular, the “Simultaneous admission to freewtion and end consumption of goods which argestiho an
VAT exempt deliveries to another Member State” meg)i In this regard, the Customs Agency proposeahple
declaration which serves as evidence that the itagogoods are intended for transportation or shipinte
another Member State, which will be included asé&nNo. 24 to the Regulation implementing the LVAT.

=

7.3.3 Control over the work of the state administration

The establishment of a joint Inspectorate becanssiple with the Law on the amendment
of the Law on Customs, Law on the amendments toLtdwe on the National Revenue
Agency, by the amendments to the Statutes of thmskty of Finance and of the Statutes of
the Customs Agency.

In 2010 the Inspectorate carried out 27 plannegea$ons in pursuance of the 2010
Operational Plan on its activities and*®ad-hoc) inspections upon signals. Since the
beginning of 2010 7 signals related to corruptiehdviour of civil servants in SLSUs have

*" Promulgated, SG, No. 94 as of 30.11.2010. Thectibgeis the legal provisions to be achieved wivér
limitations and burdens for the taxable persons.

“8 Before the amendments in the law the collateralccbe provided only in the form of a bank guarante
only in the form of a money deposit.

“9 Breach of internal rules on the work organisatiod inspections; Breach of official duties and Hadour
Code by officials in the public administration — i&pections; lllegal or wrong actions or omissidns
officials - 70 inspections; Corruption of civil s@nts — 4 inspections.
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been notified to the Inspectorate. Of these, 4ai@h which are not anonymous, were
considered. With regard to the remaining 3 signalsted to corruption behaviour of civil
servants in SLSUs, it was established that theyaamymous and no proceedings were
opened on the grounds of Article 111, paragraphtdeoAdministrative Procedure Code.

Two signals of conflicts of interest were receiveglating to officials of SLSUs, as a
result of which, pursuant to Article 25 of the Acton Prevention and Detection of
Conflicts of Interest (LPDCI) the signals were sento the appointing authority for
carrying out an inspection.

The inspections specified above (planned and basesdignals) were carried out at the
Ministry of Finance, the Customs Agency, the St@tmmission on Gambling and the
National Revenue Agency.

In 2011 inspections in the Ministry of Finance dhel SLSBA are planned:

»  For compliance with the legislation regarding therkvorganisation and the activities
performed in the structures inspected for the psgpaf curbing negative phenomena
and improving the activity of the administration tbke Ministry of Finance and the
SLSUs;

» On signals and proposals against illegal or in@braetions or omissions on part of
officials in the administration of the Ministry &inance and the SLSUs;

»  For compliance with the laws, secondary legisla@onl internal regulation on the
work organisation on part of the officials of thenistry of Finance and the SLSUSs;

»  For collecting and analysing information and pearforg own-initiative inspections
for establishing violations and possible corruptipractices by officials of the
Ministry of Finance and the SLSUS;

»  Follow-up inspections for compliance with the recoemdations and proposals made
by the Inspectorate.

Activities are also planned for:

» Reporting to the minister on the results from theried out inspections and making
proposals for eliminating the established omissems violations.

*01.In connection with the statements made in s$igmith incoming No. 94-00-677/16.04.2010, the
Inspectorate sent a letter to the Chairperson efSbfia Regional Prosecutors Office with a copythaf
received signal enclosed. The person who madeadhalsvas informed of the actions undertaken Jietter.

2. In pursuance of Order No. ZMF — 627/19.05.20flthe Minister of Finance the Inspectorate caroetian
inspection on signal with incoming No. 16-05-1040%2010. A report on the results from the inspectvas
submitted to the Minister with outgoing No. 16-0841of 24.06.2010.

3. In pursuance of Order No. ZMF-1203/04.10.201&hef Minister of Finance an inspection was caroatl
on a received signal for smuggling through two oot points. A report to the Minister of Finance hwit
outgoing No. 93-18-68/28.10.2010 was prepared, hiichvthe results from the inspection carried outewe
presented.

4. In pursuance of Order No. ZMF — 1423/03.11.26fL.the Minister of Finance the Inspectorate caroet!
an inspection on signals with incoming No. 94-032/25.10.2010 and with incoming No. 26-00-
2627/21.10.2010. The results are revealed in arrépahe Minister of Finance with outgoing No. 00-
2133/18.11.2010. A copy of the report was senthto Chairperson of the Sofia District Prosecutorc®f
with letter with outgoing No. 94-00-2133/25.11.2050d a reply with outgoing No. 94-00-2133/10.1220
was prepared to the person who made the signals.
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»  Carrying out activities related to assessing theugdion risk and to proposing
measures for limiting the established vulnerablengsoin the administration of the
Ministry of Finance and the SLSUSs.

» Initiating proposals for amendments to statutogutations with regard to omissions,
weaknesses and errors in the activities of the midtmation of the Ministry of Finance
and the SLSUs, established in the course of theest®ons.

»  Coordination and interaction with the “Chief Insppeate” Directorate at the Council
of Ministers, the other Inspectorates under Artiéteof the Law on Administration,
the ombudsman, as well as with other authoritie$ stnuctures of the legislative,
executive and judicial authorities and with non-gammental organisations, within its
powers.

7.3.4 Coordination and harmonisation of the financial mgement and control
and internal audit in public sector organisationisiproving the control over
the expenditure of public enterprises

In April 2010 the Council of Ministers discussbtkasures for enhancing the efficiency

in granting concessions The Ministry of Finance supported the initiatifiee legislative
changes in the concessions field in order to ognthe process and to ensure higher
effectiveness and efficiency in the implementatafrinvestment projects and the related
public expenditures. Later on proposals were madarhendments to the Regulation on
the implementation of the Law on Concessionswvhich are expected to be adopted in
2011. The amendments concern mainly the planningheffinancing of the activities
related to state concessions, the minimum requiménéscope and contents) for the
elaboration of financial and economic analyses @t pf concession analyses, among
others.

The Law on Public-Private Partnership is in process of public consultation and by the
end of June 2011 it is to be adopted. The law dsfanclear definition of the term “public-
private partnership”, outlines the main principlesits implementation, as well as defines
the different legal forms of PPPs. The law enforeetmwill provide for easing the
procedures for granting different forms of PPPswa#l as for attracting more private
capital for the provision of public services.

In June 2010 the Council of Ministers adoptddezree on the monitoring and control of
the financial condition of state enterprises and anmercial companies with over 50%
state ownership in the capital and the companies &t they controP’. The Decree
introduces a new mechanism for monitoring and cbntf the financial results, the
financial discipline and fiscal risk of the busiaemntities with state ownership, subject to
monitoring. Under this mechanism, the commerciaihganies subject to control shall
provide information to the line ministers and headsinstitution within their sectoral
competence. The latter, on their part, shall predtte same information to the Minister of
Finance for publishing on the internet site of Maistry of Finance.

The Ministry of Finance prepared and sent to theisters, representing the state in the
commercial companies and state enterprises adeis@hblidelines on the implementation
of best practices in the selection of contractorsof providing financial services from
financial or credit institutions pursuant to the Law on Credit Institutions”, with a

1 CoM Decree No. 114 of 10.06.2010
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proposal regarding the deadline for their introduct The guidelines aim at creating
prerequisites for a more efficient financial resms management of the commercial
entities and at improving the conditions and eftestess of the used financial services.

7.4 Fiscal Decentralisation

Improving the control over the municipalities’ exygure is reflected in the provisions of
the yearly Laws on the State Budget of the RepulfliBulgaria (LSBRB). Both in 2010
and 2011 it was provided that the realised at tltea# the year savings of expenditures for
the delegated by the state activities, shall remasn a transitional balance in the
municipality budget and shall be used to finaneesdime activities.

With the yearly LSBRBa mechanismfor allocating the general balancing subsidy dred t

special-purpose subsidy for capital expendituresranthe municipalities is being prepared
and defined. The main objectives of this mecharasenthe optimisation of the process of
provision of funds from the central budget to thenmipalities in the form of subsidies to

and, at the same time, guaranteeing a minimum leféghe services provided to the
population, as well as creating conditions for cdfint utilisation of the resources for
rehabilitation and maintenance of the municipalastructure.

The financing of the delegated by the state a@#wits similar. Through the elaboration of
standards for their financing, approved every year with au@al of Ministers Decision
(for 2011 No. 715/01.10.2010, amended with CMD 8&0/29.11.2010), the municipalities
are being guaranteed an optimal financing for {hecsied in the Decision activities and
the inexpedient expenditures are limited while raimng the quality of the public sector
services.

The provision of § 82 of the Transitional and FiRabvisions of the 2011 LSBRB amended
the Law on the Municipal Debt. The amendments ereainditions for limiting the
expenditure and reducing the municipalities indeibéss. The possibilities for assuming
long-term municipal debt are limited as long as khenicipal Council cannot decide to
assume long-term municipal debt after the expir§®Mmonths from its election.

It is regulated that since 1 January 2011 the dndelt payments in each year cannot
exceed 15% of the total own revenues and the lbalahcing subsidy under the last audited
annual financial report on the municipal budgetceien. The municipalities, which
annual servicing payments under the debt assuméd Idecember 2010, exceeds 15% of
the total own revenues and the total balancingiduhsder the last annual financial report
on the municipal budget execution, cannot assumedadt until this ratio is achieved.

The restriction of the annual debt payments does apply to the debt assumed by
municipalities to the Fund for Local Authoritiesca8elf-Government FLAG EAD and the

debt assumed under the “Loan Agreement for StraktBrogramme Loan (Bulgaria,

co-financing under the EU Funds 2007-2013) betwbenRepublic of Bulgaria and the

European Investment Bank” (pursuant to 8§15 of tfen3itional and Final Provisions of the
2011 LSBRB), nor to the loans bearing no interesinfthe central budget for financing

expenditure on their recovery under projects apguownder programmes co-financed by
the EU (pursuant to Article 12, paragraph 3 ofltMD).

The 2010 LSBRB stipulates that the cash receipi® fthe sale of municipal non-financial
assets can be used only for financing the developraed general repairs of social and
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technical infrastructure. The LALSBRB for 2010 tlpsovision was extended with the
possibility to use these receipts for repaying $oased for financing projects for social and
technical infrastructure, including the temporasgiris bearing no interest from the central
budget for financing of projects under the SAPARDBdPamme. In the 2011 LSBRB the
scope of the possible financing was expanded tercexpenditures on current repairs. This
restriction aims at avoiding the municipal asseisagitalisation.

Limiting of the municipalities expenditures in 20i0also regulated in the Decree on the
execution of the State Budget of the Republic oligBra for the corresponding year. The
provided during the corresponding quarter fundsthier specialised institutions and social
services in the EC, which have been declared buest@blished, shall be returned to the
central budget.

Restrictions were also envisaged, both in 2010281d., on the financing of facilities with
the special-purpose subsidy for capital expenditapproved with the annual budget law —
this subsidy was not allowed to be used for purdgayehicles for the municipal
administration, office furniture, air-conditioninfpr the administrative buildings, and
mobile phones.

Since 2008 all municipal schools implement the aysbf delegated budgets. Pursuant to
the 2010 and 2011 LSBRB the municipalities wereagell to apply formulas for the funds
allocation to education to individual school, kinggrten and servicing unit level.

During the 2011 budget preparation, the Ministry Eihance recommended to the
municipalities that an assessment and analysishenpossibilities for including on the
expenditure side funds for repayment of overdubilitees from prior years (especially
where transitional balances are available), to heied out. The estimated by the
municipalities actual receipts from overdue claatsd shall be included in the budget.
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8 MEASURES ANDPOLICIES IN RESPONSE TO THE
EXCESSIVE DEFICIT PROCEDURE

The consequences of the economic decline and thease in expenditure stemming from
the serious commitments made by the previous gowemh before the parliamentary
elections in the middle of 2009 resulted in a detation of the public finances in Bulgaria.
This, in combination with the change to a growtasdx on lower tax revenues, resulted in
a budget deficit of 4.7% of GDP in 2009 as comparea surplus of 1.7% in 2008
Against this background, on 13.07.2010 the Coudetided that an excessive deficit
existed and made recommendations to Bulgaria, uadere 126(7) of the TFEU, for
corrective action to be taken by the end of 281The Council set the deadline of 13
January 2011 for the Bulgarian government to tdkectve action and specify measures
that will be necessary for correcting the excesdefecit.

Box 2. Council recommendations to Bulgaria54
(1) The Bulgarian authorities should put an enthéopresent excessive deficit situation by 20lthalatest.

(2) The Bulgarian authorities should bring the gahgovernment deficit below 3 % of GDP in a créeliand
sustainable manner. Specifically, to this end Bhlgarian authorities should:

(a) take necessary measures to avoid a deteriomaiftitne 2010 deficit beyond the planned 3.8% ofRGD
(b) ensure a fiscal effort of at least 0.75% of GBR011;

(c) specify and implement the measures that aressecy to achieve the correction of the excessfieitby
2011.

(3) To limit risks to the adjustment, Bulgaria shibwstrengthen fiscal governance and transparency by
reinforcing the Ministry of Finance's spending cotd, strengthening the binding nature of its medierm
budgetary framework as well as improving the mariritp of the budget execution throughout the year.

(4) The Council establishes the deadline of 13 dgn@011 for the Bulgarian government to take effec
action and to specify measures that will be necgssacorrect the excessive deficit. The assessroént
effective action will take into account economicvel®pments compared to the economic outlook in|the
Commission services' spring 2010 forecast.

The Bulgarian authorities should report on prograasle in the implementation of these recommendsaiion
a separate chapter in the forthcoming updateseoédnvergence programme until the abrogation oEDE.

In addition, the Council highlights the importanoé achieving the medium-term objective (MTO) for
appropriate budgetary management of economic downsitdt therefore invites the Bulgarian authorittes
ensure that budgetary consolidation towards the MdiOthe budgetary position — a general government
structural balance of 0.5% of GDP - is sustaingdrahe excessive deficit will have been correcfEoe
efficiency of public spending should be improvedfbly implementing the planned structural reforinghe
area of public administration, healthcare, educatimd pensions.

*2 Before the October notification, for 2008 and 2088pectively a surplus of 1.8% and a deficit @08.of
GDP were reported. The main reasons for the diffssecompared to the final data include changes in
methodology with regard to time-adjusted cash miocgr under certain tax revenue items, as well aseso
additional government liabilities which were nowveced during the second half of 2010.

3 Al documents related to the excessive deficit cpdure against Bulgaria can be found at:
http://ec.europa.eu/economy_finance/sgp/deficititdes/bulgaria_en.htm

*411307/10 of 9.07.2010
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The main priority of the fiscal policy in 2010 wés bring the deficit of the consolidated
government back to sustainable levels. The fisoglet set in the updated fiscal framework
(Law on the amendment of the Law on the State Budfj¢he Republic of Bulgaria for
2010 (LSBRB), passed on 17 July 2010) was thagtivernment deficit (in ESA 95 terms)
shall not exceed 3.8% of the projected GDP for t{far. The underlying fiscal
improvement compared to the previous year amoutdeat least 0.8 pps of GDP. The
fiscal consolidation measures in 2010 were sehénupdated programme for the year as
follows:

»  On the revenue side, the rates of the main taxeained unchanged.

This, on the one hand, ensured a predictable emvieat for business and investments and,
on the other, was favourable for the gradual regoe¢ domestic demand and improved
growth prospects. Meanwhile, the revenue admiristra measures focused on increasing
the revenue collection and combating the tax amstboos frauds were prioritised;

»  On the expenditure side:

- the non-interest expenditure of government autiestitministries and institutions
for 2010 were cut, and the expenditure and trassebsidies from the 2010
central budget were reduced by up to 20%; the Wudgmpropriations to
municipalities (except for the expenditure on edioca social assistance and care,
defence and security functions and the funds agardéer environmental projects)
was reduced by up to 15% on an annual basis. Ttheed expenditure ceilings
were included in the Law on the amendment on thBRE for 2010, passed by
the National Assembly;

- in the cash-based fiscal framework resources iratheunt of EUR 337.5 million
for repayment of incurred from previous years litibs were provided;

- the expenditures were restructured and optimisedrder to achieve better
absorption of the funds from the EU Funds and Ruognes. In addition to the
projects and programmes, co-financed with EU funddditional national
resources were allocated for investments in infuasire;

- amendments to the Social Security Code (SSC) weaedemamong which
postponing the planned increase of the pension lsongmt or the sum of
pensions, received by the deceased spouse for Z@Bdponing the planned
increase in the supplements to pensions of peqyded aver 75 years and the
surviving spouse, changes in the procedure for paynof compensation for
temporary incapacity to work, etc.

In addition to the active measures for ensuringibtya of the budgetary position at
reaching the bottom of the economic recession hadatready started during the second
half of 2010 gradual recovery, focus was put onromimg the statutory framework and
increasing the managerial responsibilities financizanagement, implementation and
control. Guidelines containing requirements forulag preparation and submission of
detailed information about the commitments madetardaccrued liabilities on part of the
budgetary organisations to the Ministry of Finanes, well as recommendations for
coordinating and regulating the information flowetween the respective FLSUs, directly
involved in making specific commitments in conclugli contracts and agreements,
decision-making, statutory instruments, as welliragontrol over their implementation,
were approved. To this end, the maximum admissédels of liabilities to suppliers and
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officials on long-term secondments as of 31 Decer@dbé&l, were approved with the 2011
LSBRB Act for the government authorities, minissriand departments and autonomous
budgetary organisations.

On 13.01.2011 Bulgaria sent to the European Conomiss non-paper with information
about the measures taken in response to the Caweocinmendations as of July 2010 on
putting the excessive deficit situation to an end.

The revision of the budget in 2010 ensured:

»  Decrease in the share of government expendituBe@pps of GDP.
»  Strengthening the control over the NSSI expendsture

»  Strengthening the control over the NHIF expendgure
>

In the cash-based fiscal framework a reserve iratheunt of EUR 337.5 million was
earmarked to cover the incurred from previous yéalslities. Considerable efforts
were made for repaying these liabilities, includittgough detailed audit of the
contracts, payments, negotiations for restructyriagd cancellation of contracts,
where necessary. A special mechanism for repayiadiabilities accrued as of the
end of 2009 under the republican budget was defaretimplemented through the
Bulgarian Development Bank EAD. At the end of 20th@ largest part of the
liabilities accumulated in 2009 were repaid.

» Tightening the fiscal discipline, improving the #&gframework for the budget
execution and monitoring over the budget executias,well as enhancing the
financial management and control systems.

8.1 Development of the Expenditure Side of the 2011 Bget —
Continuing Fiscal Consolidation and Strengtheninghie Control
»  Tighter control on FLSUs expenditures

The Law on the State Budget for 2011 provides @ €ouncil of Ministers to set and
update limits for the conclusion of contracts foe government authorities, ministries and
institutions to conclude contracts. Measures feeZing the administrative expenditures,
combined with administration optimisation, are aswisaged.

»  Expenditure ceilings on the payroll in the line rsiries

Keeping the 2010 nominal payroll levels and thaniled individual remuneration in line
with the remuneration reform in the public sectare among the main priorities of the
expenditure policy in the 2011 budet

»  Subsequent improvement of the public finance mamagé procedures and rules.

»  Keeping the maintenance expenditure and the capifnditure at the levels of the
updated 2010 budget.

»  Reducing pensions and benefits and tightening igiibility criteria.

% Linking the increase in individual remunerationtoé people employed in the public sector to th®la
productivity growth and the capacity of the econaanyg the budget.
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8.2

Y

YV V V V

More stringent criteria for transfers to municipias — only in case of unchanged
approved budget; after 30.06.2011 funds can befeeed from one delegated item
to another (except for education) only if there @@ accumulated liabilitié%
Municipalities can receive financing from the Fuiod Local Authorities and Self-
Government FLAG EAD of up to EUR 2 million if thegre implementing projects
co-financed by the European Fuids

Development of the Revenue Side of the Budget — T&olicy and
Social Security Policy
Keeping the rates of direct taxes unchanged;

Ongoing consistent transfer of the tax burden &itllirect taxes through increasing
the rates of some excise duties as of the beginoin@011 in line with the
commitments to reach the minimum European levels;

Introducing a 10% tax rate on the income of foreiggal entities, registered in
preferential taxation zones, with a source in Bufga

Increasing the VAT rate on organised tourist s@wjic
Taxing the insurance premiums;
Increasing the contribution rate to the “Pensidasiid by 1.8 pps as of 2011;

In 2011 the minimum insurance thresholds for thd@nmeconomic activities and
groups of professions were raised by 5.6% as cadpéos 2010. In 2011 the
additional revenue of the NSSI from contributioaskpected to amount to EUR 55
million.

The government also undertook a number of structefarms in the pension, healthcare
and social security systems, education and admatish, which were targeted at
supporting the fiscal consolidation and increading long-term sustainability of public
finances.

The European Commission assessed the actions akelertby the government on

27.01.2011. The assessment was based on the ECAROIIN Economic Forecasts which

include the budgetary measures set in the 2011dbudg well as the additional information
provided by the Bulgarian government at the en®@@fember 2010 and in January 2011.
The European Commission concluded that:

The data on the 2010 state budget execution isceeghéo be in line with the Council
Recommendation for achieving the budget deficieotiye of 3.8% of GDP, which
was set in the revised in July 2010 state budget;

Bulgaria has ensured a fiscal effort of 0.75 pp&bP and has taken effective actions
for putting to an end the current excessive desititation by 2011;

Bulgaria has achieved a certain progress in fistahagement and the government
has undertaken certain initiatives to enhance puislances;

°0 § 31 of the Transitional and Final Provisions of 8841 Law on the State Budget.
°"§ 41 of the Transitional and Final Provisions of 8841 Law on the State Budget.
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- The government, in cooperation with the social e, has taken additional
measures for reform the pension system in the mednd long term.

Against this background, the European Commissiorclooed that no further steps in the
excessive deficit procedure are needed at prebahtinderlined that it will continue to

closely monitor the budgetary developments in thentry in accordance with the Treaty
on the Functioning of the European Union and tlwvigrons of the Stability and Growth

Pact.

At its meeting on 3 February 2011 the Economic &mdancial Committee — the
preparatory body of the EU Economic and Financidfails Council (ECOFIN),
unanimously approved the assessment of the Eurdpaaamission.

Regarding the recommendation for taking more dffecineasures for strengthening the
binding nature of the medium-term budgetary franwwdhe government plans to
introduce new fiscal rules as of 2012 by amendmegltaw on the State Budget Procedures.
These rules will ensure:

o0 institutionalisation of the binding nature of thedmum-term fiscal frameworks;

o medium- and long term fiscal stability — settingdiuen-term numerical deficit
targets (including in structural terms), debt argenditure ceilings;

0  more rigorous ex-ante control over the expenditaresliabilities of FLSUs and
companies with state participation.

The overall government strategy for implementingident fiscal policy and ensuring
sustainable fiscal position will be included in theure Pact for Financial Stability
(described in detail in Section 7.1 of this Progmae), which will be proposed for approval
to the National Assembly in June.
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ANNEX 1: TABLES
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Table 1a. Macroeconomic prospects

2010 2010 2011 2012 2013 2014
ESA code Level® Rate of Rate of Rate of Rate of Rate of
change change change change change

1. RealGDP”* Bl*g 36,033 0.15% 3.60% 4.10% 4.40% 4.20%
2. Nominal GDP Bl*g 36,033 3.15% 7.24% 6.96% 6.98% 6.49%
Components of real GDP
3. Private consumption expenditure| P.3 22,044 -1.17% 3.22% 4.08% 4.65% 3.51%
4. Government consumption
expenditure P.3 5,694 -0.97% 1.26% 1.60% 2.54% 2.58%
5. Gross fixed capital formation P.51 8,460 -16.50% 5.59% 6.50% 7.47% 7.59%
6. Change in inventories and net
acquisition of valuables (% of GDP) P.52+P.53 14 11 15 15 15 15
7. Exports of goods and services P.6 20,827 16.25% 8.19% 7.79% 7.62% 7.18%
8. Imports of goods and services pP.7 21,512 4.53% 7.82% 8.16% 8.48% 7.30%
Contributions to real GDP growth®
9. Final domestic demand - -5.66 3.48 4.44 5.08 4.47
10. Change in inventories and net
acquisition of valuables P.52+P.53 - 0.64 0.06 0.06 0.12 0.06
11. External balance of goods and
services B.11 - 5.16 0.06 -0.40 -0.80 -0.33

%8 |n EUR million.
9 At 2010 prices.
% In percentage points.
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Table 1b. Price developments

ESA 2010 2010 2011 2012 2013 2014
code Level rate of rate of rate of rate of rate of
changé! change change | change change

1. GDP Deflator 100 3.00% 3.51% 2.75% 2.48% 2.19%
2. Private consumption deflator 190 1.09% 3.85% 3.55% 2.54% 2.58%
3. HICP? 100 3.04% 3.85% 3.35% 2.64% 2.43%
4. Public consumption deflator 100 0.95% 3.57% 2.51% 2.18% 2.37%
5. Investments deflator 10p 1.83% 3.76% 2.11% 2.71% 1.80%
6. Export price deflator (goods and services) 100 7.96% 7.71% 6.24% 5.00% 4.23%
7. Import price deflator (goods and services) 100 4.56% 8.04% 6.55% 4.97% 4.34%

®L In percentage points as compared to the previeas y
%2 Optional for Stability Programmes.
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Table 1c. Labour market developments

ESA 2010 2010 2011 2012 2013 2014

code Level rate of rate of rate of rate of rate of

change change | change change change
1. Employment (thousand peojfe) 3,505.8 -5.9% 0.2% 0.7% 0.9% 0.6%
okapgement (millon of hors 5787.8| -61%| 04%| 0.7%|  0.8% 0.6%
3. Unemployment rat& (%) 10.2% 3.4% -0.1 -0.4 -0.5 -0.3
gh;ﬁgié’éjﬁ“"d“c“"“y (Euro per person 10278.2|  65%| 3.4%| 3.4% 3.5% 3.6%
oy Produeiy (Euros perhour 57|  67%| 3.2%| 3.4% 3.6% 3.6%
6. Compensation of employees D.l 13,166,525.5 -0.2% 8.0% 7.3% 7.9% 6.2%
7. Compensation per employee 5,197.0 7.2% 7.7% 6.5% 6.8% 5.4%

8 Occupied population, domestic concept, nationebants definition.

64 National accounts definition.

% Harmonised definition, Eurostat; levels.
® The change of the unemployment rate, is in peaggnpoints.
" Real GDP per person employed.
% Real GDP per one hour worked.
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Table 1d. Sectoral Balances

% of GDP ESA code 2010 2011 2012 2013 2014
1. Net lending/borrowing vis-a-vis the rest of the

world B.9 -0.2 -0.7 -1.7 -2.1 -1.8
of which:

- Balance of goods and services 1.4 -1.8 2.6 -3.3 3.7
- Balance of primary incomes and transfers 0.4 -0.3 -0.8 -0.6 -0.2
- Capital account 0.8 1.4 1.6 1.8 2.0
2. Net lending / borrowing of the private sector 9B. 3.0 1.8 -0.2 -1.1 -1.3

3. Net lending / borrowing of the general

government EDP B.9 3.2 25| -15 -1.0 0.5

4. Statistical discrepancy - - - - -
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Table 2. General government budgetary prosgfécts

2010 2010 2011 2012 2013 2014
ESA code Level

in EUR % of % of % of % of % of

million GDP GDP GDP GDP GDP
Net lending (EDP B.9) by sub-sector
1. General government S.13 -1,151 -3.2% -2.5% -1.5% -1.0% -0.5%
2. Central government S.1311 -865 -2.4% -2.4% -1.8% -1.4% -1.0%
3. State government S.1312 0 0.0% 0.0% 0.0% 0.0% 0.0%
4. Local government S.1313 127 0.4% -0.3% 0.3% 0.4% 0.5%
5. Social security funds S.1314 -413 -1.1% 0.1% 0.0% 0.0% 0.0%
General government (S13)
6. Total revenue TR 12,416 34.5% 34.6% 35.3% 35.4% 33.8%
7. Total expenditure TE™ 13,567 37.7% 37.2% 36.8% 36.4% 34.24
8. Net lending / borrowing EDP B.9 -1,151 -3.2% -2.5% -1.5% -1.0% -0.5%
9. Interest expenditure EDP D.41 217 0.6% 0.8% 0.9% 1.1% 0.9%
10. Primary balané® -934 -2.6% -1.7% -0.6% 0.0% 0.4%
i]léa(glrj%gff and other temporary 0 0.0% 0.0% 0.0% 0.0% 0.0%
Selected components of revenue
12. Total taxes (12=12a+12b+12c) 7,205 20.0% 19.5% 19.7% 19.6% 19.6%
12a. Taxes on production and imports D.2 5,359 14.9% 14.4% 14.6% 14.3% 14.3%
12b. Current taxes on income, wealth, gic. D-5 1,759 4.9% 4.9% 4.9% 5.1% 5.1%
12¢. Capital taxes D.91 87 0.2% 0.2% 0.2% 0.2% 0.2%
13. Social contributions D.61 2,538 7.0% 7.3% 7.1% 7.0% 7.1%
14. Property income D.4 217 0.6% 0.9% 0.7% 0.7% 0.7%
15. Othef® 2,456 6.8% 7.0% 7.8% 8.0% 6.5%
16=6. Total revenue TR 12 416 34.5% 34.6% 35.3% 35.4% 33.8%
B?;(g%l;ﬁde” (D.2+D.5+D.61+D.91- 9,743 27.0% 26.8% 26.8% 26.7% 26.6%
Selected components of expenditure
17. Compensation of employees + D.1+P.2 5,606 15.6% 14.3% 13.8% 13.2% 12.7%
intermediate consumption
17a. Compensation of employees D.1 3,377 9.4% 8.6% 8.3% 8.0% 7.9%
17b. Intermediate consumption P.2 2,229 6.2% S5.7% 5.5% 5.2% 4.8%
18. Social payments (18=18a+18b) 5,166 14.3% 13.6% 12.8% 12.3% 12.2%

% The data were updated as of February, the new @afaired for filling in Table 2, were received brpril
2011. As a result of this delay the data in TaBle$ and 7 have not been updated either.

' Adjusted for the net flow of swap-related flows,that TR-TE=EDP B.9.

"™ The primary balance is calculated as (EDP B.9n & minus (EDP D.41 incl. FISIM, item 9), and the
differences are due to rounding.

2 A plus sign means deficit-reducing one-off measure

P.11+P.12+P.131+D.39+D.7+D.9 (other than D.91).

™ Including those collected by the EU and includiag adjustment for uncollected taxes and social
contributions (D.995), if appropriate.
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D.6311,
18a. Social transfers in kind supplied vig P-63121, 637 1.8% 1.7% 1.6% 1.6% 1.6%
market producers D.63131
18b. Social transfers other than in kind D.62 4,529 12.6% 11.9% 11.2% 10.7% 10.69
19=9. Interest expenditure EDP D.41 217 0.6% 0.8% 0.9% 1.1% 0.9%
20. Subsidies D.3 456 1.3% 1.2% 1.2% 1.3% 1.1%
21. Gross fixed capital formation P.51 1,659 4.6% 4.3% 5.6% 5.6% 4.5%
22. Othef® 463 1.3% 3.0% 2.7% 3.0% 2.8%

TE (see

footnote on 13,567 37.7% 37.2% 36.8% 36.4% 34.2%

23=7. Total expenditure line 7)
Government consumption (nominal) P.3 5,694 15.8% 15.5% 15.0% 14.7% 14.59

> D.29+D4 (other than D.41) + D.5+D.7+D.9+P.52+P §2+D.8..
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Table 3. General government expenditure by function

In % of GDP CS;%G 2009 2014
1. General public services 1 6.5 3.3
2. Defence 2 13 11

3. Public order and safety 3 3.1 2.1
4. Economic affairs 4 4.0 5.8

5. Environmental protection 5 1.2 15
6. Housing and community amenities 6 1.4 1.0
7. Health 7 4.3 4.1

8. Recreation, culture and religion 8 0.8 0.6
9. Education 9 4.4 3.4
10. Social protection 10 13.6 11.5
11. Total expenditure (= item 7 = 23 of Table 2) TE 40.7 34.2

¢ Adjusted for the net flow of swap-related flows,that TR-TE=EDP B.9.
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Table 4. General government debt developments

% of GDP ESA code 2010 2011 2012 2013 2014
1. Gross debt 16.2 16.4 19.0 17.4 17.1
2. Change in gross debt ratio 1.6 0.2 2.6 -1.6 -0.3

Contributions to the changes in gross debt

3. Primary balanc® -2.6 -1.7 -0.6 0.0 0.4
4. Interest expendituf® EDP D.41 0.6 0.8 0.9 11 0.9
5. Stock-flow adjustment -1.3 -11 2.4 -1.3 0.3
of which

- Differences between cash and accfllals -0.3 -1.2 3.9 -3.1 0.1
- Net accumulation of financial asséts -0.9 0.1 -1.4 1.9 0.2
of which: privatisation proceeds 0.1 0.6 0.2 0.1 0.0
- Valuation effects and otHgr 0.1 0.0 0.0 0.0 0.0
Implicit interest rate on deft 5.4 4.2 3.9 5.2 5.7

Other relevant variables

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

" As defined in Regulation 3605/93 (not an ESA ciice

8 Cf. item 10 of Table 2.

9 Cf. item 9 of Table 2.

8 The differences concerning interest expenditutberoexpenditure and revenues could be distingdishe
when relevant.

8 Liquid assets, assets in third countries, govemroentrolled enterprises and the difference betwreted
and non-quoted assets could be distinguished wewant.

82 Changes due to exchange rate movements and @peimsecondary markets could be distinguished when
relevant.

8 proxied by interest expenditure divided by thetdete! of the previous year.

8 AF1, AF2, AF3 (consolidated at market value), Affsquoted in stock exchange; including mutual fund
shares).
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Table 5. Cyclical developments

% of GDP ESA code 2010 2011 2012 2013 2014
1. Real GDP growth (%) 0.1b 36 4(1 4.4 4.2
2. Net lending of general government EDP B.9 -B.2 2.5 -1.5 -1.0 -0.5
3. Interest expenditure EDP D.41 0.6 0.8 D.9 .1 9 |0.
4. One-off and other temporary measties 0 0 0 0 0
5. Potential GDP growth (%) 16 25 24 2.8 3.2
Contributions:

- labour -0.8 -0.1 -0.3 -0.1 0.1

- capital 1.0 11 1.2 1.3 1.4

- total factor productivity 14 15 15 16 17
6. Output gap 48 38 22 0.7 0.2
7. Cyclical budgetary component -1.56 -11 -0.64 -0.21 0.06
8. Cyclically-adjusted balance (2-7) -1.64 -1.4| -08 ) -079] -0.56
9. Cyclically-adjusted primary balance (8+3) -1.04 0.6 0.04 0.31 0.34
10. Structural balance (8-4) -1.64 -4 -08) -079| -0.56

8 A plus sign means deficit-reducing one-off measure
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Table 6. Divergence from previous update

ESA code 2010 2011 2012 2013 2014
Real GDP growth (%)
Previous update 0.30 3.80 4.80 - -
Current update 0.15 3.60 4.10 4.40 4.20
Difference -0.15 -0.20 -0.70] 1
General government net lending (% of GDP) EDP B.9
Previous update 0.0 0.1 0.1 - -
Current update -3.2 -2.5 -1.5 -1.0 -0.5
Difference -3.2 -2.6 -1.6 - -

General government gross debt (% of GDP)

Previous update 14.6 14.5 14.4 E

Current update 16.2 16.4 19.0) 17.4 17.¢

Difference

83



CONVERGENCE PROGRAMME /2011-2014

Table 7. Long-term Sustainability of Public Finaace

% of GDP 2007 2010 2020 2030 2040 2050 2060
Total expenditure 39.7 37.7 35.1 35.4 37.1 39.3 40.5
Of which: age-related expenditures 155 18.2 15.7 15.9 17.6 19.9 21.1
Pension expenditure 7.8 9.9 8.1 8.3 9.6 11.3 12.0
Social security pensions 7.8 9.9 8.1 8.3 9.6 11.3 12.0
Old-age and early pensions 6.1 7.8 6.6 7.0 8.4 10.0 10.8
Other pensions (disability, survivors) 16 21 1.4 13 13 1.2 1.2
Occupational pensions (if in general - - - - - - -
government)
Health care 3.9 4.3 3.8 3.9 4.4 4.8 5.0
Long-term care (this was earlier - - - - - - -
included in the health care)
Education expenditure 3.6 3.8 37 3.6 35 3.6 3.8
Other age-related expenditures 01 0.2 01 0.1 0.1 0.1 0.1
Interest expenditure 12 0.6 0.7 0.2 0.3 1.4 33
Total revenue 40.8 34.5 34.5 34.5 34.5 34.5 34.5
Of which: property income 14 0.6 1.0 0.3 0.3 03 0.3
Of which:from pension contributions 6.0 8.0 7.7 7.7 7.7 7.8 8.0
(or social security contributions if
appropriate)
Pension reserve fund assets - - - - - - -
Of which consolidated public pension - - - - - - -
fund assets (assets other than
government liabilities)
Assumptions
Labour productivity growth 31 4.8 31 29 27 1.7 1.7
Real GDP growth 6.4 0.2 35 2.2 1.4 0.5 0.6
Participation rate males (aged 20-64) 78.3 77.3 83.0 83.3 82.4 82.7 84.1
Participation rate females (aged 20-64) 68.3 68.0 72.1 71.9 70.5 71.0 73.2
Total participation rate(aged 20-64) 733 72.6 77.5 77.6 76.4 76.9 78.7
Unemployment rate 6.9 10.2 7.3 4.7 4.7 4.7 4.7
Population aged 65+ over total population  17-3 17.6 20.3 23.3 26.7 313 34.2

84




CONVERGENCE PROGRAMME /2011-2014

Table 8. Basic assumptions

2010 2011 2012 2013 2014
EBORr}—Bt((e)rgl i()r):erest rate (annual average), 3-month 0.81 1.39 211 271 3.18
LSJgODrt_I_tFIBrgRir,“gESt rate (annual average), 6-month 0.52 0.63 0.88 1.38 238
Long-term interest rate (annual average), % 6.0 5.3 51 4.5 4.1
USD/EUR exchange rate (annual average) 1.33 1.32 1.31 1.30 1.29
glroer\r/}gejasl ()e/féee;tlzvigexchange rate, percentage change, 20 01 0.3 0.3 053
Exchange rate vis-a-vis the EUR (annual average) 1.95583 1.95583 1.95583 1.95583 1.95583
World economy ( excluding EU), GDP growth, % 5.0 4.4 4.5 4.6 4.7
EU GDP growth, % 1.8 1.7 2.0 2.2 2.2
Growth of relevant foreign markets, % 4.6 51 6.2 6.4 6.4
World import volumes, excluding EU, % 11.5 7.2 6.8 6.9 7.0
Sgggitg::rfg;eighted average spot price, Brent 79.0 107.2 108.0 105.5 104.5
International prices of non-energy goods (%, on an 26.27 25.06 -4.31 -6.7 -6.3
annual basis)
International prices of food products (%, on anwain 11.43 24.09 -4.72 -6.42 -5.4
basis)
International prices of agricultural commodities, ¢a 33.24 24.78 -11.53 -7.3 -3.3
an annual basis)
International prices of metals (%, on an annuaishas 48.12 26.50 -0.78 -6.3 -7.7]

[

% The positive values reflect appreciation, the tigga depreciation.
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ANNEX 2. COMPETITIVENESS OF THE BULGARIAN
ECONOMY

The assessment of the competitive position of tumemy shall be based on a wide set of indicatehsch
also take into account specific circumstances edldb the economic development of a country undeggo
real and nominal convergence.

An objective assessment shall analyse the devetfoom the equilibrium trend development of these
indicators. In order to overcome the caveats afqithe real effective exchange rate (REER) as asuneaf
competitiveness, the assessment must be basedamalysis of a wide range of indicators.

Important aspects and manifestations of the ecormogmpetitiveness are the flexibility of the factnd
product markets, the economy resilience to shottlkes labour productivity dynamics, the market shaine
export markets, the quality and the diversity af #xported products, as well as the exports dyrsaasca
whole.

In the long term, the local exchange rate deprieciatioes not lead to a sustainable improvemenhef t
competitive position of the country. The depreciatof the national currency makes the import conepoiof

the production activities more expensive, whichultssin higher costs for enterprises and deterésrahe
competitive positions of exports. The higher prafeimports directly influences also the inflation the
country. The higher inflation, on its part, exeesspressure for nominal increase of wages and thus
additionally increases the costs of enterprises.this reason, the labour market flexibility is rhumore
important factor for maintaining the competitivespion of the economy than the possibilities fanaminal
change of the exchange rate. The local exchangedegireciation also has a direct negative impadhen
enterprises’ financial position, since servicing tibligations in foreign currencies becomes mogensive
(effect on the balances).

The observed over the last 10 years trend of thea#ective exchange rate development in the n&lv E
Member States is in appreciation direction. Theymes show that this is mostly due to fundamersgaldrs
and to the successful nominal and real economieargence, achieved through higher labour produgtivi
growth as compared to the EU average (weightechagtie trade volumes realised by the trading pasjn
The real appreciation of the Bulgarian lev shallcoasidered to be an equilibrium movement, justifiey
fundamental factors and not as loss of competitgen

The REER data for the economy as a whole (basetheomominal unit labour costs), as well as aboat th
REER in manufacturing (based on the nominal ungeveosts in manufacturing) show that compared 919
the exchange rate of Bulgaria has appreciatednbuas much as in other countries, including thaih
independent monetary policy in the conditions dfoating exchange rate. This shows that the choica
nominal exchange rate regime has no influence erREBER development. In the medium term REER in the
new EU Member States is expected to continue ajatireg as a result of and depending on preservaticn
positive differential between the labour produdyidrowth and the economic convergence pace.

The analysis of the response of the individual @E&nomies to the global economic and financialsdses
not support the advantage of floating exchangesiiatéhe conditions of aggravated situation. Tleadrof the
market shares in the EU imports is similar in akiwber States regardless of their exchange rateneegi
fixed or floating. An increase in these shares whserved during the third quarter of 2010. Bulgaria
maintained a favourable trend in its market shackthe value of the base index reached 214% (2Q0I0D¥%

The dynamics of the total exports in Euros of teevicU Member States also does not differ signifigain

the countries with fixed and floating exchange .raftbe international trade in all countries shrunkai
synchronised manner since the end of 2008 and @9.20his is explained by the general shock from the
global crisis — the significant decline in exterm@mand. In December 2010 Bulgaria realised onthef
highest increases in the exports as compared teethaining new EU Member States.

An evidence of the improving export competitivenéssalso the stable trend of gradual increase @ th
technological level and quality of the exported chrets. The share of the medium- and high-technology
production in exports has increased from 20.7%58% between 2000 and 2009. During the same period
Bulgaria registered the highest among the new Elhht States increase in the value of a unit of gggo
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production. This, considered in conjunction withe thtrong dynamics of exports, is an evidence of the

improving quality of products.

Real Effective Exchange Rate, based on ULC, 1999410
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