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The Stability and Growth Pact requires each EU Member State to present an
annual update of its medium-term budgetary programme, called “stability
programme” for countries that have adopted the euro as their currency and
“convergence programme” for those that have not.

The attached technical analysis of the programme, prepared by the staff of, and
under the responsibility of, the Directorate-General for Economic and Financial
Affairs (DG ECFIN) of the European Commission, was finalised on 18
February 2009. Comments should be sent to Elena Pavlova and Bozhil Kostov
(Elena.Pavlova@ec.euorpa.eu, Bozhil.K ostov@ec.europa.eu). The main aim of
the analysis is to assess the realism of the budgetary strategy presented in the
programme as well as its compliance with the requirements of the Stability and
Growth Pact. However, the analysis also looks at the overall macro-economic
performance of the country and highlights relevant policy challenges.

The analysis takes into account (i) the Commission services' January 2009
interim forecast, (ii) the code of conduct (“ Specifications on the implementation
of the Stability and Growth Pact and guidelines on the format and content of
stability and convergence programmes’, endorsed by the ECOFIN Council of
11 October 2005) and (iii) the commonly agreed methodol ogy for the estimation
of potential output and cyclically-adjusted balances. Technical issues are
explained in an accompanying methodological paper prepared by DG ECFIN.

Based on this technical analysis, the European Commission adopted a
recommendation for a Council opinion on the programme on 18 February 2009.
The ECOFIN Council is expected to adopt its opinion on the programme on 10
March 2009.

All these documents, as well as the provisions of the Stability and Growth Pact,
can be found on the following website:

http://ec.eur opa.eu/economy_finance/about/activities/sgp/main_en.htm
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1. [INTRODUCTION

This document assesses the December 2008 update of Bulgaria s convergence programme. It
takes into account all currently available information, notably the Commission services
January 2009 interim forecast and the short-term fiscal measures adopted by the Bulgarian
authorities in response to the economic downturn. The programme, which was submitted to
the European Commission on 1 December 2008, covers the period 2008-2011 and builds on
the 2009 budget proposal and the 2009-2011 central government spending limits decision. It
was approved by the government on 27 November 2008. An addendum to the programme,
detailing the measures adopted by the Bulgarian authorities in response to the economic
downturn, was submitted on 23 December. The addendum does not present any significant
changesin the fiscal and structural policies compared to those in the convergence programme.
The overall effect of the measures on the budgetary projections is minimal and therefore the
latter have not been updated relative to the programme.

2. MAINCHALLENGESIN THE ECONOMIC DOWNTURN AND THE POLICY RESPONSE

In the past several years Bulgaria has witnessed strong real GDP growth underpinned by high
credit impulse and large foreign investment flows. The robust economic activity, however,
was accompanied by increasing macroeconomic imbalances such as a widening external
deficit and substantial inflationary pressures. The FDI-led investment boom and high wage
increases, far exceeding productivity gains, have aggravated these imbalances. In the context
of the currency board framework, monetary and credit conditions tightened in 2008 amid
higher country risk perceptions and a continued appreciation of the real effective exchange
rate. As the impact of the global economic slowdown and the financial crisis unfolds,
economic activity in Bulgariais expected to weaken noticeably. After a positive output gap in
2004-2008, the Commission services January 2009 interim forecast projects a sharp
deceleration of GDP growth in 2009-2010, well below potential. The economy is clearly
witnessing economic bad times in 2009-2010 (see Figure 1 in Annex 2). Thus Bulgaria faces
the challenge of sustaining growth in a severe and protracted global economic downturn,
while addressing the existing macroeconomic imbalances. In terms of long-term public
finance adjustment, the country is confronted with the need to improve the quality of public
expenditure while facing fast ageing population and worsening demographics (see Annex 1).

The unfavourable external conditions have started to affect the economy mainly via the
foreign investment and exports channels. Tighter global financing conditions have aready
resulted in a noticeable decline of FDI inflows, which will lead to a sharp deceleration in
investment growth. As wage and employment growth as well as credit growth decelerate,
private consumption expenditure would slow considerably. Weaker investment and private
consumption growth would take their toll on domestic demand, which has so far been the
driver of buoyant GDP growth. The significant and protracted downturn in both global
economic activity and trade flows would lead to a much lower external demand, reducing
considerably the economy's exports growth in both goods and services. Despite some
narrowing in the trade deficit as import volumes and prices decline, the very high current
account deficit is projected to fall only gradually to below 20% of GDP in 2010. The partial
correction of the external imbalance will be supported by reduced inflation and more
moderate wage growth compared to the double-digit peaks in 2008. However, containing
wage pressures remains a major challenge to maintaining the economy's competitiveness and
ensuring sustainability of its growth path.



As far as the financial sector is concerned, the main direct impact of the global tightening of
liquidity and lending conditions has so far been the slowdown of credit growth that has
declined from over 60% at the end of 2007 to around 30% a year later. The sound financial
sector balance sheets and very limited investment on the international and domestic stock
market, as well as the predominance of foreign-owned universal banks, imply a relatively
limited direct effect of the financia crisis on the Bulgarian economy.

The budgetary position in recent years remained sound as a result of favourable revenue
outcomes, while on the expenditure side discipline has not been fully maintained. However,
as the impact of the global economic downturn unfolds, revenue shortfalls as a result of lower
GDP growth and a less tax intensive composition of growth could lead to some deterioration
in the budgetary outcome over the programme period. Thus the main challenge for public
finances in Bulgaria over the short to medium term would be to sustain a sound fiscal position
by restraining expenditure growth in order to counteract possible revenue shortfalls.

Given the country's high external imbalances, despite the positive budgetary balance and low
debt ratio, the fiscal room available for stimulus measures to respond to the economic
slowdown seems limited. In this line, the convergence programme does not envisage a
comprehensive fiscal stimulus package to contain the adverse effects of the international
financia crisis and the global economic downturn on the Bulgarian economy. Instead, fiscal
policy is geared towards maintaining investor confidence and preserving the macro-economic
stability. The programme puts forward measures aiming at maintaining a sound fiscal policy,
limiting public expenditure, increasing the existing fiscal reserves and structural measures to
improve the business climate and enhance the economy's growth potential (e.g., cutting red
tape and improving the work of regulatory bodies, ensuring flexicurity on the labour market,
reforming education, pension, and healthcare sectors, etc). The policy actions implying
immediate costs involve increasing capital spending by 0.1% in 2009. P.

The Bulgarian government has not adopted any specific package to stabilize the financial
sector. However, in order to enhance the confidence in the banking system the deposit
guarantee level was raised to BGN 100,000 and the government increased the capital of the
state-owned Bulgarian Development Bank to facilitate financing to SMES.

3. MACROECONOMIC SCENARIO

The programme projects real GDP growth to decelerate from 6¥2% in 2008 to 4%2% in 2009,
followed by a recovery to above 5% in the following years (see Table ). The slowdown
would be mainly driven by weakening domestic demand, private investment in particular.
Export growth is expected to actually accelerate over the programme horizon, while imports
would grow at alower pace, thus making the growth contribution of net exports less negative.
In line with the economic slowdown, employment growth is projected to fall significantly, but
the unemployment rate would continue decreasing steadily to 5¥4 % in 2011. Both HICP
inflation and nominal wage growth are expected to moderate, compared with the elevated
levelsin 2008.

The macroeconomic scenario presented in the programme is based on broadly plausible
growth assumptions for 2008, but is markedly favourable thereafter. Based on less favourable
projections for world GDP growth and trade volumes, the Commission services January 2009
interim forecast anticipates a deeper and more protracted downturn, with growth in 2009-2010
remaining well below the average recorded in the past five years. The main drivers of this
development would be a sharp slowdown in investment growth as a result of lower FDI,



accompanied by a strong deceleration of private consumption. The longer and more
pronounced slowdown implies an easing of inflationary and wage pressures, stronger than
implied by the programme.

Cyclical conditions, as measured by the output gap as recalculated by Commission services
based on the information in the programme using the commonly agreed methodology, reveal
a steady decline in the output gap, which would be in negative territory over 2009-2011.
These projections are broadly in line with the Commission services interim forecast, which
foresees a larger negative output gap in 2010, due to a weaker recovery of real GDP growth.
Given the protracted global economic downturn and high uncertainty to the outlook, the
macroeconomic scenario of the programme is subject to significant downside risks, stemming
in particular from a possible further deterioration in external demand and foreign investment
inflows.

Tablel: Comparison of macroeconomic developments and for ecasts

2008 2009 2010 2011

COM| CP [COM| CP [COM | CP CP
Real GDP (% change) 6.4 6.5 18 47 25 52 5.8
Private consumption (% change) 50 50 12 41 24 41 50
Gross fixed capital formation (% change) 190 | 224 18 10.6 29 9.0 101
Bxports of goods and services (% change) 52 58 01 6.3 34 7.8 838
Imports of goods and services (% change) 1.7 9.6 05 6.1 33 6.1 7.0
Contributions to real GDP growth:
- Final domestic demand 94 103 18 6.3 29 58 7.0
- Changein inventories 0.3 08 04 -0.3 02 -0.3 -0.9
- Net exports -33 | 45| -04 | -13 ] -06 | -03 | -03
Output gap" 30 11 | 03 | 07 | 23 | -18 | -14
Employment (% change) 32 33 09 0.8 0.7 04 02
Unemployment rate (%) 6.0 6.0 6.3 57 6.4 55 53
Labour productivity (% change) 31 31 0.9 3.8 18 4.8 55
HICPinflation (%) 120 | 124 54 6.7 48 47 4.0
GDP deflator (% change) 101 | 103 6.5 5.7 43 36 33
Comp. of enployees (per head, % change) 190 | 199 | 109 | 120 9.0 100 95
Net lending/borrowing vis-a-vistherest of the | -233 | -229 | -191 | -20.7 | -17.6 | -184 | -16.6
world (% of GDP)
Note
YIn percent of potentiad GDP, with potential GDP growth according to the programme as recalculated by
Commission services.
Source :
Commission services’ January 2009 interim forecasts (COM),; Convergence programme (CP)

The main challenges to the Bulgarian economy, including the unsustainable current account
deficit, high inflation and wage growth have been identified by the programme. The medium-
term scenario foresees a gradual correction of these imbalances, as GDP growth and domestic
demand decelerate. A package of anti-inflationary measures, aiming at stimulating
competition in goods and services markets, improving energy efficiency and raising consumer
awareness, has been adopted in October and incorporated in the updated National Reform
Programme (2008-2010) and the Action Plan attached to it. In view of the need to curb the
external imbalances, no demand-boosting fiscal stimulus measures are envisaged. However,



the need for wage moderation in view of the persistently high core inflation has not been
sufficiently addressed by the programme®.

4. BUDGETARY STRATEGY

4.1. Budgetary implementation in 2008

At 3% of GDP, the general government surplus for 2008 in the updated programme isin line
with the original target and dlightly lower than the projections of the Commission services
January 2009 interim forecast’. The unchanged budgetary outcome reflects a revenue shortfall
of amost 242% of GDP compared to the December 2007 update, offset by expenditure
savings of the same magnitude.

Lower-than-targeted revenue was mainly due to base effects (a negative revenue surprise in
2007). According to the update, despite the significant imports growth and high inflation in
2008, the revenue collected from indirect taxes is1¥2% of GDP lower than initially projected.
Following the introduction of a 10% flat persona income tax rate, direct tax revenue
collection was ¥2% of GDP lower than anticipated in the December 2007 update.

On the expenditure side, both primary and interest expenditure have been lower than in the
initial programme, by 296 and %% of GDP respectively. However, after correcting for the
impact of the one-off expenditure-increasing measure of around 3% of GDP in 2007
(reflecting Iragi and Libya debt cancellation), the lower-than planned-expenditure ratio in
2008 seems mostly due to the denominator effect, and therefore is not so much a result of
expenditure restraint. Moreover, expenditures were not kept fully in control in 2008, as
additional social and infrastructure spending of around 13246 of GDP has been adopted. Given
the strong domestic demand, high inflation and decreasing unemployment rate, the financial
crisis has not had a noticeable direct budgetary impact in 2008.

4.2. Near-term budgetary strategy

The updated programme's target of a general government budget surplus of 3% of GDP in
2009 has been introduced in the budget law as adopted by Parliament on 17 December 2008.
Revenue- and expenditure-to-GDP ratios are set to grow by around 2% of GDP each.

! In fact, a budgetary sector wage bill increase, substantially exceeding the projected inflation rate, isplanned for
2009.

2 By contrast, in the Action Plan to the National Reform Programme (2008-2010) a commitment to achieve a
budget surplus above the annual target for 2008 (about 3¥2% of GDP) has been announced.



Tablell. Main budgetary measuresfor 2009

Revenue measures' Expenditure measures’

Measures in response to the downturn

e Limiting the disbursement of non-interest
expenditure  (excluding social  security
transfers) to 90% of budgeted allocations in
case of a worsethan-budgeted revenue
outcome (-2.3% of GDP)

e Higher capital spending (0.1% of GDP)

Other measures

e Reduction in the pension social contribution e Increasing pensions from 1 April and further
rate by 4% (-0.9% of GDP) pension indexations from 1 July 2009 (1% of
GDP)

e Increase in the mandatory minimum insured
income thresholds (0.7% of GDP) e Increase in alocations for salaries in the

0, 0,
e Increase of the healthcare contribution rate by budgetary sector by 10% (0.3% of GDF)

2% (0.5% of GDP)

e Increase in excise rates on kerosene, coal,
electricity for economic and administrative
needs and cigarettes (0.3% of GDP)

e Increase in property vauations for local
property taxes (0.3% of GDP)

Note:
! Estimated impact on general government revenue
2 Estimated impact on general government expenditure

Source: Commission services, December 2008 Convergence Programme, December 2008 Addendum to the Convergence
Programme.

According to the programme, the revenue-to-GDP ratio will increase to almost 43¥2% of GDP
in 2009 (from 41¥% in the previous year), supported by higher direct tax collection and other
revenues. The most important revenue-side measures for the budgetary year involve social
contributions. As of 1 January 2009 the contribution rate to the public pension fund has been
reduced by 4%, whereby payment of the overall rate of 18% is split into 10% paid by the
employers and 8% - by the insured persons. The state is included as third contributor, making
a transfer to the public pension fund equal to 12% of the socia insurance income for all
insured persons for the calendar year. In addition, the healthcare contribution rate has been
raised by 2% and the mandatory minimum insured income thresholds have been increased by
26.6% on average. Certain excise tax rates have been increased in line with EU harmonisation
requirements and property valuations for local property taxes have been raised significantly.

On the expenditure side, primary expenditure is set to grow, mainly due to higher social
payments and compensation of employees. Apart from an indexation by 9.7% from 1 July in
line with the pension indexation rule set in the law, pensions will be increased by further 10%
from 1 April through an increase in the weight of insured periods from 1 to 1.1 in the pension
calculation formula. The wage bill in the general government sector is envisaged to grow by
10%. The 90% rule limiting the disbursement of non-interest expenditure (excluding social
security transfers) in case of a worse-than-budgeted revenue outcome to 90% of budgeted
allocations, abandoned in 2008, has been re-introduced with the 2009 budget law. The non-




interest expenditure can be reduced further if the underperformance of the consolidated fiscal
revenue reaches alevel that may lead to a negative general government balance.

Apart from an increase in capita expenditure by 0.1% of GDP®, no major measures with
budgetary impact in response to the economic downturn are envisaged. Several below-the-line
operations aimed at supporting lending to SMEs, export performance and the absorption of
EU funds by municipalities through capital injections to the Bulgarian Development Bank, the
Bulgarian Export Insurance Agency and the FLAG fund* amounting to around 0.7% of GDP
are to be implemented in late 2008 and 2009.

Overall, the structural balance as recalculated by the Commission services on the basis of the
information in the programme according to the commonly agreed methodology is projected to
increase by 0.6% of GDP compared to 2008, implying a restrictive fiscal policy stance in
2009. Based on a less tax-intensive growth scenario, the Commission services forecast
projects a deterioration of the structural balance by 0.1% of GDP.

% Plans to increase capital spending have been announced before the European Economic Recovery Plan was
communicated.

* FLAG is an extra-budgetary fund for support to municipalities to improve EU funds absorption



Tablelll: Composition of the budgetary adjustment

2007 2008 2009 2010 2011 | Change:
(% of GDP) 2008-2011
coMm|com| cp [com| cp |[com'| cp CP CP
Revenue 416 | 414 | 413 | 408 | 434 | 409 | 434 | 437 24
of which:
- Taxes on production and imports 85| 185 | 187 | 180 | 188 | 178 | 189 | 189 0.2
- Current taxes on income, wealth, etc. 6.6 6.7 6.7 6.7 71 6.7 6.9 71 04
- Social contributions 8.7 8.6 80 85 82 8.6 82 83 0.3
- Other (residual) 7.8 7.6 7.9 7.7 9.3 7.9 94 94 15
Expenditure 415 ) 382 | 383 | 388 | 404 | 389 | 404 | 40.7 24
of which:
- Primary expenditure 404 ) 373 | 374 | 380 | 395 | 382 | 395 | 398 24
of which:
Compensation of employees 9.0 88 8.2 838 87 89 88 8.9 0.7
Intermediate consumption 80 7.8 1.7 76 78 75 7.8 17 0.0
Social payments 122 121 | 115 | 123 | 124 | 118 | 120 | 117 0.2
Subsidies 08 08 17 08 22 0.8 23 21 04
Gross fixed capital formation 48 54 6.6 6.1 6.7 6.9 6.9 74 0.8
Other (residual) 57 2.3 18 23 17 22 16 20 02
- Interest expenditure 10 0.9 0.9 0.8 0.9 0.7 0.9 0.9 0.0
Gener al gover nment balance (GGB) 0.1 3.2 3.0 20 3.0 20 3.0 3.0 0.0
Primary balance 1.1 4.1 3.9 2.8 3.9 2.7 3.9 3.9 0.0
One-off and other temporary measures | -33 | 00 | 00 | 00 | 00 | 00 | 00 | 00 00
GGB excl. one-offs 34 3.2 3.0 2.0 3.0 2.0 3.0 3.0 0.0
Output gap2 2.7 30 11 03 | -07 ] 23 | -18 | -14 -26
Cydlically-adjusted balance” 08| 22 | 26 | 21 | 32| 28 | 36 | 35 09
Structural balance’ 25 22 2.6 21 32 2.8 36 35 0.9
Change in structural balance -0.3 0.1 -0.1 0.6 0.7 0.4 -0.1
Structural primary balance’ 35 31 35 29 41 35 45 44 0.9
Change in structural primary balance -0.4 0.0 -0.2 0.6 0.7 0.4 -0.1
Notes:

'On ano-policy-change basis.
2Output gap (in % of potentidd GDP) and cy clicaly-adjusted balance according to the programme as recalculated by Commission
services on the basis of theinformation in the programme.

*Sructura (primary) balance = cy dicaly-adjusted (primary) balance excluding one-off and other temporary measures.

Source :

Convergence programme (CP); Commission services’ January 2009 interim forecasts (COM); Commission services’ calculations

4.3. Medium-term budgetary strategy

Taking into account the increasing external risks and macroeconomic vulnerabilities of the
Bulgarian economy (ageing population, high current account deficit and inflation), the
medium-term budgetary strategy aims at maintaining positive fiscal balances and significant
fiscal reserves to provide for adequate space and flexibility for reaction in case an
unfavourable macroeconomic scenario materialises.




The medium-term objective (MTO) of a 1¥% of GDP surplus in 2012, presented in the
programme has remained unchanged compared to the December 2007 update. It satisfies by a
wide margin the condition of ensuring a safety margin against breaching the 3% deficit limit.

The current update of the programme envisages the general government balance to remain in
surplus of 3% of GDP over the programme period. The budgetary targets for 2010 and 2011
represent projections under a no-policy change assumption. The primary balance would
remain unchanged at a surplus of almost 4% of GDP until 2011. In structura terms (i.e.
cyclically-adjusted net of one-off and other temporary measures), the budgetary balance is
projected to improve by around ¥2 % of GDP in 2009 and by further %% of GDP theresfter,
from a surplus of around 3%% of GDP in 2009 to a surplus of around 3%2%% of GDP in the
next two years. Given the constant share of interest expenditure to GDP, this devel opment
reflects the adjustment of the cyclically-adjusted balance, resulting from a widening of the
negative output gap compared to 2009. The underlying fiscal policy stance is thus broadly
neutral in 2010 and 2011.

4.4. Riskstothebudgetary targets

The programme budgetary outcomes are subject to significant downside risks. The main risk
stems from the underlying macroeconomic scenario, which is based on markedly favourable
growth assumptions. The output gap is projected to become negative in 2009-2011, pointing
to economic "bad times'. Still, compared to the Commission services January 2009 interim
forecast the economic downturn is projected to be milder and less protracted. In particular,
thereis arisk that a stronger-than-expected deterioration in the external demand and a much
lower (even negative) investment growth may cause a sharper deceleration of economic
growth.

The programme does not rely on any one-off or temporary measures to achieve the budgetary
targets. The update projects an increase in the revenue-to-GDP ratio in 2009, compared to a
drop in the Commission services January 2009 interim forecast. On the revenue side, risks for
public finances over the programme period are higher than in previous years and are
associated with a sharper contraction and rebalancing of economic growth towards less
revenue rich growth composition. Moreover, a stronger-than-expected decline in inflation
would have a negative impact on indirect tax revenue, which account for around 45% of total
budget revenue. As far as direct taxes are concerned, nomina revenue growth for 2008 has
been revised downwards in the December 2008 update compared to the previous year
programme. With unemployment rising and wage growth decelerating, it is possible that the
envisaged increase in direct tax revenue in 2009-2010 does not materialise. The socia
contribution projections seem to be on the optimistic side, given that the net reduction by 2
pps of the contribution rate as of 2009 may have not been fully offset with other revenue-
raising measures. Moreover, as identified in the programme, there is a risk stemming from
lower-than-anticipated EU funds absorption, affecting the "other revenue” item. On this basis,
the revenue proj ection underpinning the programme could be too optimistic.

In view of the expected economic slowdown and pressures to increase demand-enhancing
expenditure, controlling expenditure growth through the 90% budget execution rule might
prove to be difficult in 2009. From a long-term perspective, the deterioration of the age
structure of the population may pose significant pressure on budgetary expenditure for
pensions and healthcare and represents a major challenge to sustainability of public finances
in Bulgaria. Furthermore, the government may face difficulties in restraining expenditure
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growth, in view of the forthcoming parliamentary elections, which could lead to a worsening
in the projected fiscal surplus.

Bulgaria's track record in respecting its budgetary targets has been very good® (see Table 1
and Figure 2 in Annex 2), although in a context of buoyant economic growth. Better-than-
targeted budgetary outcomes have been recorded over the past years, due to very conservative
revenue projections and buffers on the expenditure side.

In summary, there are unusually high risks stemming from the current economic juncture.
Revenue projections appear to be optimistic over the programme period, while expenditure
projections are broadly plausible. However, the risks are to some extent offset by the very
strong track record in meeting budgetary targets over the past several years and the envisaged
expenditure buffer.

5. DEBT DEVELOPMENTSAND LONG-TERM SUSTAINABILITY

5.1. Debt developments

Over the past several years the government gross debt-to-GDP ratio has been consistently
reduced from around 38% on average in the period 2002-06 to about 18% in 2007 thanks
mainly to high primary surpluses, strong nominal GDP growth, and substantial privatization
receipts. The programme projects the debt ratio to fall further to 15%% of GDP in 2008 and
then stabilize around this level for the remaining forecast period as the impact of the expected
high fiscal surpluses and still robust nominal GDP growth will be offset by large positive
debt-increasing stock-flow adjustments. Privatizations are expected to become insignificant
for the debt ratio devel opment.

The substantial debt-increasing stock-flow adjustments of around 4%% of GDP on average
over the programme horizon reflect a further accumulation of net financial assets, mainly
through the government fiscal reserve account with the central bank. The fiscal reserve
increased from close to 13% of GDP at the end of 2007 to around 17% in November 2008.
The significant amount of reserves has alowed the government to carry out early debt
repayments to the World Bank in 2008. According to the programme, maintaining high
positive fiscal reserves would provide adequate space and flexibility for reaction to the
expected economic downturn.

The projections for the debt-to-GDP ratio in the programme appear broadly plausible. In the
Commission services January 2009 interim forecast government gross debt is estimated to
gradually fall to below 11% of GDP by 2010 in line with the past track record of using the
fiscal reserves for early public debt repayments instead of their further accumulation.
Therefore, the differences with the programme are due amost entirely to the lower stock-flow
adjustments and in particular to the lower accumulation of financial assets. In the programme
the impact of the stock flow adjustments offsets the higher primary balances and slightly
stronger nominal GDP growth effect.

® The discrepancy in 2007 was due to an expenditure-increasing one-off reflecting debt cancellation.
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TablelV: Debt dynamics

o aver age 2008 2009 2010 2011
(% of CDP) 2002-06 2007 COM| CP |COM| CP [COM | CP CP
Gross debt ratio’ 379 18.2 13.8 154 12.2 154 10.7 15.3 15.2
Changein theratio -8.9 -4.5 -4.4 -2.8 -1.7 0.0 -15 -0.1 -0.1
Contributions? :
1. Primary balance -2.9 -11 -4.1 -3.9 -2.8 -39 -2.7 -3.9 -3.9
2.“Snow-ball” effect -2.3 -1.7 -17 -1.7 -0.3 -0.6 0.0 -0.3 -04
Of which:
Interest expenditure 18 1.0 0.9 0.9 0.8 0.9 0.7 0.9 0.9
Growth effect -24 -1.2 -1.0 -1.0 -0.2 -0.7 -0.3 -0.7 -0.8
Inflation effect -1.8 -1.6 -16 -1.6 -0.8 -0.8 -0.5 -0.5 -05
3. Stock-flow adjustment -3.6 -1.5 15 29 14 45 13 4.2 4.2
Of which:
Cash/accrudls diff. -0.1 0.2 0.0 0.0 0.0 0.0
Acc. financid assets -1.0 -1.2 41 33 3.7 3.9
Privatisation -2.9 -11 0.7 0.4 0.1 0.0
Val. effect & residud -24 -0.5 04 -0.3 -0.2 -0.2
Notes
*End of period.
2T he snow-ball effect captures theimpact of interest expenditure on accumulated debt, as well as theimpact of redl
GDP growth and inflation on the debt ratio (through the denominator). The stock-flow adjustment includes
differences in cash and accrua accounting, accumulation of financia assets and vauation and other residua effects.
Source:
Convergence programme (CP); Commission services’ January 2009 interim forecasts (COM); Commission
services’ calculations

5.2. Long-term sustainability

This section presents sustainability indicators based on the long-term age-related government
spending as projected in the Convergence Programme. The Member States and the EPC will
publish common projections, including Bulgaria for the first time, according to an agreed
methodology by May 2009. Until then, it is not possible to assess the impact of population
ageing in Bulgaria on a comparable and robust basis asit is currently done for the 25 Member
States, for which the projections on this basis are available. The programme presents the
country's contribution to the current process of updating of the common EPC projections.
However, until the updated projections are not finally validated by the EPC, they can only be

considered as "national projections".®

Table 7 in Annex 3 shows that the projected increase in age-related spending isrising by 3.6%
of GDP between 2010 and 2050. Sustainability indicators for two scenarios are presented in

Economic Policy Committee and the European Commission (2006), 'The impact of aging on public
expenditure: projections for the EU-25 Member States on pensions, health care, long-term care, education
and unemployment transfers (2004-50)', European Economy — Special Report No. 1/2006. European
Commission (2006), The long-term sustainability of public finances in the European Union, European
Economy No. 4/2006. European Commission (2008), Public finances in EMU — 2008, European Economy
No. 4/2008.
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Table 4 in Annex 2. Including the increase of age-related expenditure and assuming that the
structural primary balance remained at its 2008 level, Bulgaria has no sustainability gap in the
baseline scenario (S2 is -1V of GDP). The starting budgetary position would be sufficient
to stabilize the debt ratio over the long-term even before considering the long-term budgetary
impact of ageing.

The "programme scenario”, which is based on the end-of-programme structural primary
balance, projects the budgetary situation to improve, thus no sustainability gap would arise,
either.

For an overall assessment of the sustainability of public finances, other relevant factors are
taken into account. They are summarized in Table 5 in Annex 2.

Until the EPC/Commission will have included Bulgaria for the first time in its common long-
term projections of age-related expenditures, based on the common macroeconomic
assumptions, by May 2009, it is not possible to assess the impact of population ageing in
Bulgaria on a comparable and robust basis as it is currently done for the previously acceded
25 Member States. The budgetary position in 2008, with alarge structural surplus, contributes
significantly to debt reduction before considering the long-term budgetary impact of ageing.
Maintaining high primary surpluses over the medium-term would further limit any risks to the
sustainability of public finances.

6. INSTITUTIONAL FEATURESOF PUBLIC FINANCES

The quality of public finances and in particular improving the quality of public expenditure is
discussed in more detail in Annex 1 of this assessment. The analysis emphasizes that the issue
Is particularly important for Bulgaria which has one of the fastest ageing populations and
worsening demographics among the EU countries as well as in the context of tackling the
large external imbalances and for sustaining the catching-up process. Further, it stresses that,
although reforms have recently been launched in certain areas, due attention is needed to
enhance the efficiency of spending in growth-enhancing areas such as education, healthcare,
public infrastructure, R& D and innovation.

As regards the budgetary framework, Bulgaria has a binding budget balance rule which
changes from year to year (3% of GDP in 2009), a ceiling for the general government debt-to-
GDP ratio of 60%, and is following a soft, non-binding expenditure rule that aims at limiting
the overall expenditure to 40% of GDP®. Given the expected deterioration in the economic
environment due to the current global crisis and deteriorating public finances the so called
'90%’ budget execution rule, which was abandoned in 2008, has been reintroduced in the
2009 budget. Under the rule, only 90% of the non-interest budgeted allocations (excluding
social security transfers) will be disbursed to the spending units in the course of the year to

" The S2 indicator is defined as the change in the current level of the structural primary balance required to

make sure that the discounted value of future structural primary balances (including the path of property
income) coversthe current level of debt.

8 The expenditure ratio excludes the contribution to the EU which isin the order of 1% of GDP. Also, the basis
for the rule - whether ESA 95 or national accounting methodology, has not been specified.
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ensure achieving the overall fisca target of 3% of GDP. In case of substantial revenue
shortfalls the budget law makes it possible to go below that level of expenditure disbursement
to ensure at least a zero budget balance. While the 90% rule aims at controlling the overall
expenditure growth in order to meet the budgetary target, it may not be effective from the
point of view of budget planning and efficient and transparent use of public resources. In the
past, it has lead to accumulation of arrears in the budgetary units and excessive discretionary
spending hikes at the year-end, undermining expenditure prioritization and the efficiency of
resource alocation. Instead of re-introducing the rule, the underlying budgetary macro-
framework could have been revisited and the whole budget be drafted on a more redlistic
budget revenue estimates, thus making the budget much more transparent. Nevertheless, the
government has a good track record in meeting the budgetary targets, although in a context of
a buoyant economic growth.

The medium-term fiscal framework has been improved over the last severa years by
streamlining the budgetary procedure and including a more comprehensive macro-economic
analysis and assessment of the fiscal risks in the budgetary documents. However, to ensure
the conduct of time consistent fiscal policies, the expenditure ceilings set in the course of the
medium-term fiscal planning would need to be made binding for the entire three-year
budgetary horizon. Removing the existing certain discretionary spending powers of the
government would further improve the domestic framework strengthening the fiscal
transparency and accountability. The implementation of performance based budgeting has
continued in the 2009 budgetary procedure by expanding the scope of spending units required
to submit programme budgets for approval by parliament as well as strengthening the
reporting requirements. The use of performance information on the programme execution
would need to be further expanded into the budgetary decision-making process. Progress with
better integration of the performance budgeting into the three-year medium-term budgetary
framework would help to improve the control and allocation of funds.

The programme presents structural reforms in the areas of socia insurance, health, and
education. The most notable change is implemented in the social insurance system where the
contribution rate to the public pension fund is reduced by 4% from 1 January, 2009. The
payment of the overal rate of 18% is split into 10% paid by the employers and 8% - by the
employees. At the same time the state becomes a third contributor paying 12% of the total
insured income of al insured people for the calendar year to compensate for the drop in the
contribution rate. So far, the deficit in the pension system (3%26 of GDP in 2008) has been
financed through government transfers. According to the programme, this measure aims at
decreasing further the employers social insurance burden, stimulating labour demand, and
reducing the gray economy. However, the change in the financing mechanism towards using
general government revenues may pose risks to the long-term sustainability of the pension
system, particularly during an economic downturn, when revenue windfalls may quickly
vanish as tax composition of growth changes. Moreover, the pension increases next year are
set at close to 20% while the envisaged off-setting measures in broadening the tax base may
not be enough to limit the negative impact from the decrease in the contribution rate.

The other important measure concerns the increase of the healthcare contribution rate from
6% to 8% again from the beginning of next year. The healthcare strategy adopted in October
2008 contains useful policy intentions towards improving the overal quality of heathcare
services, however, it lacks clear and concrete implementation timetable while little is
envisaged with respect to optimization and restructuring of the current system. In the
education sector the reform is proceeding with the implementation of next steps under the
2006 education reform strategy (e.g. establishment of delegated budgets system, further
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school network optimization, etc.) aimed at improving the overall education level,
guaranteeing equal access, and lowering the school dropping-out ratio. Effective
implementation of those measures would increase cost efficiency and effectiveness of
government expenditure in the sector.

More generally, as outlined in the Commission’s analysis on the implementation of the
national reform programme under the Lisbon Strategy for Growth and Jobs, the quality of
public finances in Bulgaria could further be improved by strengthening the public
procurement system, enhancing the administrative capacity and improving the internal control
and audit functions, reforming and streamlining the civil service, reducing the high
administrative burden on the business, and effectively fighting against fraud and corruption.

7. ASSESSMENT

This section assesses the budgetary strategy, taking into account risks, in the light of (i) the
adequacy of the fiscal stimulus package in response to the Commission Communication of 26
November 2008 on the European Economic Recovery Plan (EERP) as endorsed by the
European Council conclusions on the European Economic Recovery Plan (EERP) on 16
December 2008 and the overall fiscal stance; (ii) the criteriafor short-term action laid down in
the above mentioned Commission Communication, and (iii) the objectives of the Stability and
Growth Pact.

In the Commission Communication on the EERP member-countries are invited to undertake
fiscal stimulus packages, in light of each country’s specific circumstances, to respond to the
economic crisis. The measures undertaken, among other criteria, need to be targeted, timely,
and temporary. In the case of Bulgaria, despite the good starting position, reflected in a low
public debt-to-GDP ratio and large primary surpluses, the government has limited fiscal space
to boost domestic demand due to the constraints posed by the recent economy’s overheating
and large external imbalances. Therefore, the government has not adopted any particular
short-term economic stimulus package in response to the downturn. The decision seems to be
adequate to the current macro-economic circumstances and projected economic development
and isin line with the EERP.

The update of the convergence programme states that the main priorities of the government in
the medium-term are maintai ning macroeconomic stability and ensuring sustainable economic
growth rates. Therefore, the budgetary objectives, manifested through generation of
significant surpluses of 3% of GDP over the programme period, are targeted at smoothing the
business cycle, decreasing domestic demand-driven inflationary pressures, and counteracting
the increasing external sector imbalances and are adequate to the macro-economic challenges
facing the country.

In order to ensure the budgetary targets, the budgetary framework provides for offsetting the
likely substantial drop in the budget revenue (due to automatic stabilizers working) by
expenditure reducing measures, such as the disbursement of only 90 percent of budgeted
alocations. The budget law provides for even lower disbursementsif the underperformance in
the consolidated general government budget revenues fals to a level that may lead to a
general government deficit. The measure, athough aiming at controlling the expenditure
growth in order to meet the budgetary target, induces non-transparency in the budgetary
framework and is counter to the objective of improving the efficiency and quality of public
spending. Instead, the overall budget could have been based on much more realistic macro-
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economic assumptions and have a clear and single headline budgetary target. In the
Commission services January 2009 interim forecast the projected deterioration in the
budgetary balance is entirely due to the endogenous reaction of public finances to the
economic downturn.

The net reduction in the overall social security contribution rate from the beginning of 2009
could have a certain job retention effect in the expected economic slowdown. However, it
could also undermine the sustainability of the pension system as the shift in financing towards
general government revenue may have not been fully offset with sufficient other budget
revenue raising measures.

Related to the medium-term reform agenda and the country-specific recommendations
proposed by the Commission on 28 January 2009 under the Lisbon Strategy for Growth and
Jobs, the programme foresees a number of structural measures, such as those aimed at
sustaining employment, enhancing business capacity to adapt to the crisis environment,
improving market functioning, rendering, if needed, capital support to commercial banks,
boosting lending to SMES, promoting export performance, and improving EU funds
absorption. These measures represent a timely and adequate response to the expected
slowdown and aim at strengthening the economy’s resilience. The update also includes a
series of other structural reform measures, which are part of the longer-term strategy for
improving the quality and sustainability of public finances, such as the reform in the pension
system, the implementation of next steps under the education reform strategy, including
through further optimization of the school network and strengthening the schools delegated
budget system, and the implementation of the recently adopted healthcare strategy.

Regarding the medium-term budgetary strategy, the fiscal policy stance implied by the
programme is in line with the budgetary requirements laid down in the Stability and Growth
Pact, taking into account the significant risks to the budgetary targets discussed in Section 4.4.
According to the programme, a structural consolidation of 1% of GDP is envisaged over the
period 2008-2011 which is compatible with the need to correct the domestic and external
imbalances. The programme’s budgetary stance implies that the medium-term objective
(MTO) set at a surplus of 1% of GDP, athough more demanding than required by the Pact,
would be achieved throughout the programme period. Even if the MTO is breached as a result
of much worse than expected growth developments in the forthcoming economic downturn,
the cyclically-adjusted balance would remain well above the minimum benchmark of 1% of
GDP structural deficit, thus providing a sufficient safety margin against breaching the 3% of
GDP deficit threshold.
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ANNEX 1. SPECIAL TOPIC: IMPROVING THE QUALITY OF PUBLIC EXPENDITURE IN BULGARIA

1. INTRODUCTION

The quality of public finances concerns the alocation of resources and their efficient and
effective use in relation to identified strategic priorities, an issue which encompasses a multi-
dimensional aspect. Public finances are generally viewed to be of higher quality the more they
support conditions that are conducive to higher growth potential. Improving the quality of
public finances has to do with the composition and efficiency of public expenditure, the size
of the government, fiscal performance, the structure and efficiency of revenue and tax
systems, and good governance.

The issue is particularly important for Bulgaria which has one of the fastest ageing
populations and worsening demographics. As aging is putting upward pressure on public
spending in Bulgaria due attention is needed not only to limit the size of the government but
also to avoid possible crowding out of spending on growth-enhancing budgetary items,
especially on public infrastructure, education, and R&D and innovation. Although public
expenditures have decreased in the last years to around 38% of GDP in 2007 enhancing the
quality and efficiency of public spending remains an important objective. In that regard, the
reform of public expenditure is of key importance to the country’s long-term productivity and
growth prospects.

The assessment of Bulgarias December 2007 convergence programme emphasised the
importance of improving the quality and efficiency of public spending for tackling external
imbalances and for sustaining Bulgaria's catching-up process. In view of the assessment, the
Council opinion invited Bulgaria to undertake policy measures that further strengthen the
efficiency of public spending, in particular through full implementation of programme
budgeting, reinforced administrative capacity and reforms in the areas of labour market,
education and healthcare.

The scene setter briefly describes the progress made by Bulgaria in the area of strengthening
the efficiency of public spending over recent years and highlights remaining weaknesses and
reform challenges. In particular, it addresses the following issues: (i) fiscal consolidation and
pattern of public expenditure adjustment, and (ii) efficiency of public spending.

2. FISCAL CONSOLIDATION AND PUBLIC EXPENDITURE ADJUSTMENT

Bulgaria has achieved a remarkable degree of fiscal consolidation over the past several years.
The general government balance has improved markedly, ranging from a position close to
balance in 2002 to a surplus of over 3% of GDP in 2007. Fiscal consolidation has been both
revenue and expenditure driven. While the total revenue-to-GDP ratio has been rising,
expenditure as a share of GDP has been kept under control for most of the period. The
improvement in the general government balance has been underpinned by buoyant revenue
growth, especially as regards indirect tax revenues thanks to rapidly expanding domestic
demand as well as improved tax compliance and efficiency of tax collection. Additionally,
through its tax policies the government has consistently raised the share of indirect tax
revenue in total, at the expense of direct taxes, shifting the tax burden from labour and
companies to indirect taxation. A number of excise taxes have been increased in line with the
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EU harmonization requirements. Substantial cuts in corporate and personal income tax rates
as well as in social contributions appear to have led to a considerable broadening of the tax
base, including through a reduction of the grey economy and a more accurate reporting of
profits and wages. This sizeable reduction in direct taxes has helped in lowering tax
distortions and improving the economic incentives.

2.1. Pattern of public expenditure adjustment

Bulgaria's overall expenditure level is broadly comparable with that of the ten new EU
member state’ (EU-10) countries from Central and Eastern Europe. The average total
spending during 2002-07 amounted to 39 percent of GDP compared to an average of 40.3
percent of GDP in the EU-10 countries. With an average tax burden of around 33 percent,
dightly lower than the average for the EU-10 countries, total spending in 2002-07 was thus
1Y, percentage points of GDP on average less than in the EU-10 countries and 8 percentage
points of GDP less than in the advanced EU-15 economies (Figure 1). The lower spending is
mainly due to lower social benefits and capital transfers and to aless extent of lower subsidies
and compensation of employees. In terms of economic composition of expenditures Bulgaria
has spent on average 13.3 percent of GDP on social benefits, 9.7 percent — on compensation
of employees, 8.4 percent — on intermediate consumption, 3.6 percent — on investment, 1.7
percent — on interest, and 2.3 percent — on other expenditure. This does not reveal any major
imbalances/differences in the structure of public expenditures relative to the other EU
countries.

The public expenditure adjustment over the recent past has followed a relatively growth
oriented pattern. The public expenditure to GDP ratio has declined by 2% percentage points
over 2002-07. In line with falling public debt, interest expenditures have gone down by 1%
percent of GDP (Figure 2). Primary current spending as a share of GDP was reduced by 32
percent with biggest cuts occurring in traditionally less flexible areas of expenditure. At the
same time capital investment has increased by 2% percentage points, reaching 5 percent of
GDP in 2007. Subsidies and socia benefits, and compensation of employees, all of which
tend to be rigid in the short-term, have been reduced by 1% percent of GDP and ¥ percent of
GDP, respectively. Moreover, spending reductions have been concentrated in categories that
represent a relatively large share of total spending such as social expenditure and wages
(Figure 1). This expenditure adjustment has however been made easier by a high GDP growth
rate, implying that in nomina terms expenditures have still increased, by 11 percent on
overage for the period. The gradual reduction in taxes that has occurred over the past severa
years and the relative increase in the share of less rigid spending (see section 2.3) have
moderately expanded the scope to accommodate potential emerging spending pressures
through possible higher tax increases or further expenditure restraint.

°® EU-10 countries include Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania,
Slovak Republic, and Slovenia.
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Figure 1. Average Expenditure by Figure 2. Composition of Expenditure
Economic Category, 2002-07, (As % of Adjustment, 2002-07 (Change in %
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1/ EU-10, EU-15, and EU-27 figures for each expenditure
component are calculated by taking the average of each
country’s average expenditure during the period 2002-07.

While a certain consolidation and restructuring of public spending has thus taken place,
further efforts to improve the re-alocation of public expenditures towards more growth
enhancing areas are needed. For example, public expenditure in the field of R&D and
innovation remains low. In 2006, public R& D expenditure represented only around ¥ percent
of GDP which is far below the EU average. Also, while capital expenditures are now more or
less at a comparable level with the other EU-10 countries, this masks the poor condition and
the large investment needs in the area of public infrastructure. Therefore, further improvement
in the composition of expenditures through re-allocation towards higher priority areas would
help raise the country’ s economic growth potential.

2.2. Public expenditure by function compared to EU-10 and EU-15
countries

A look at the main functional categories of public expenditure shows that for the period 2000-
06 Bulgaria spends on average as share of GDP 4.2 percent on education, 4.3 percent on
healthcare, 5.1 percent on defence and security, 13.5 percent on social security, and 3.1
percent on general public services (Figure 3). Certain restructuring of the functional spending
has also occurred whereby spending on health care has increased by 0.4 percent on GDP
while in almost al other categories spending has been reduced. In terms of total spending,
however, social protection and healthcare expenditure have increased mostly their shares
suggesting that the main drivers of expenditure composition over the medium term are the
underlying pressures related to popul ation aging.
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Figure 3. Evolution of Gover nment Expenditur e, 2000-2006
(Functional classification, % of GDP)
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When compared to the EU-10 countries expenditure in al major functional categories, except
for defence, appears lower than in other countries (Figure 4). For example, in 2004° public
spending on health and education was lower than in the EU-10 average by 0.7 and 1.1 percent
of GDP, respectively, and spending on socia protection and general public services — by 0.5
and 0.2 percent of GDP, respectively. At the same time defence spending was higher by 0.6
percent of GDP.

However, when looking at the division between wage and non-wage expenditure within the
different functional categories, there appears to be a different pattern in some categories
compared to the EU-10 countries. This different pattern points to the existence of potential
inefficiencies in public spending in Bulgaria (see next section). For example, the share of
compensation of employees in total health sector spending is relatively low in Bulgaria.
Figure 4 illustrates that in 2004, employee compensation represented only 7 percent of health
spending in Bulgaria compared to 28 and 29 percent in the EU-10 and EU-15 countries,
respectively. This could suggest that average wages in the health sector might be lower or that
the sector is understaffed as compared to other EU-10 countries. Another possibility,
however, is that Bulgaria's non-wage spending in health (at 93 percent of total health
spending versus 72 percent in the EU-10 countries) istoo high which might possibly be due to
spending on maintenance of excessive capacity and/or lack of adequate spending control
mechanisms. Indeed, various studies have found that the number of hospitals in Bulgaria is
too high relative to the size and needs of the population and maintaining those hospitals
crowds out spending from raising the quality of health service provision. Completing the
implementation of the IT system in the heath sector, that has started some years ago with the

192004 is the year with the latest available Eurostat data on functional breakdown of expenditures on a
comparable cross-country basis.
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help of the World Bank, will greatly enhance the control and efficiency of public health
spending.

Figure 4. Comparison of Major Functional Spending Categories, 2004
(Asa % of GDP)
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2.3. Budget flexibility™

Bulgaria has managed to achieve a certain degree of fiscal flexibility by decreasing the share
of its non-discretionary/more rigid spending in total spending on the account of discretionary
expenditure. Non-discretionary spending includes rigid areas of expenditure due to collective
agreements, legislation governing social entitlements, subsidies and interest.”® Bulgaria's
share of non-discretionary spending at 62 percent of total spending in 2007 is 5 percent lower
than in the EU-10 countries and 12 percent lower than in the EU-15 countries on average
(Figure 5). As mentioned above, this has been achieved on the back of reducing the level of
social benefits and compensation of employees as a share of GDP while at the same time
expanding capital investment.

" For the purpose of the analysis budget flexibility is viewed as such composition of public expenditures that
alows the government to respond to economic problems viawithin-period restrain of expenditures.

12 Non-discretionary spending is defined as social benefits, subsidies, compensation of employees, and interest.
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During 2002-07 public spending in Bulgaria appears dlightly more variable than in the other
EU-10 countries. For example, Bulgaria stotal expenditure exhibits almost the same variation

as the total expenditure of the EU-10 countries according to the coefficient of variation (Table

1). However, in terms of spending items Bulgaria exhibits significantly higher volatility in
certain categories such as capital investment and subsidies, and to a lesser extent - in socia

benefits and compensation of employees. This broad pattern points to the existence of a

certain degree of budget flexibility that might enlarge the scope of policy makers to adjust
spending. The higher volatility in capital investment is a reflection of the strong growth of
these expenditures over the past years but also of the tendency to cut public capital
expenditure when fiscal tightening has been necessary.

Table 1. Variation in Key Expenditure Categories, 2002-07

(Standard deviation to the mean in %)

Bulgaria EU-10 EU-15 EU-27

Total spending 4.0 39 1.1 12
Social benefits 6.0 4.3 1.6 18
Subsidies 25.7 15.0 7.5 8.3
Compensation of employees 6.1 55 14 14
Intermediate consumption 39 6.2 2.1 2.1
Capital investment 26.3 19.3 35 4.8
Capital transfers payable 34.1 41.6 8.4 8.2
Source: Commission services calculations of standard deviations are based on Eurostat data.
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3. EFFICIENCY OF PUBLIC SPENDING™

Generally, the efficiency of public spending refers to achieving a given output at the lowest
possible costs as well as producing the right output from the point of view of public interest.
Public expenditure is efficient, when given the amount spent; it produces the largest possible
benefit for the population. With the macroeconomic constraints putting a limit on the scope of
expenditure increases, the efficient use of public resources becomes key importance for
economic growth and stability as well asfor individual well-being.

Bulgaria faces the issue of containing the size of its government sector to counteract the rising
macro-economic imbalances while at the same time responding to spending pressures due to
populating ageing and large infrastructure needs. A study by Afonso etal, 2006, finds that in
terms of total public sector performance and efficiency, Bulgaria scores below the average of
the other EU-10 countries and is ranked among the worst performers. For the level of output
achieved in terms of public sector performance Bulgaria could use around 54 percent less
resources. Alternatively, for the level of input that Bulgariais using, it obtains only around 56
percent of the output that it should deliver if public finances were deemed fully efficient. This
shows that Bulgaria can considerably increase the efficiency of public spending by improving
the outcomes, especially in sectors like health, education/human capital, social protection, and
R&D, and by further restraining the use of resources.

3.1. Education

Performance indicators in the education sector suggest that educational outcomes in Bulgaria
are significantly lower as compared to other new EU member states despite the fact that
public spending on education is at a comparable level (WB 2006). Given the declining
number of students due to negative population growth and net outward migration,
expenditures per student have been rising but the quality of education and the adequacy of
skills relative to market needs have not improved. The latest OECD survey (2006) of the
knowledge and skills of 15-year olds ranks Bulgaria as the EU-19 worst performer in reading
literacy. Over 50 percent of school children aged 15 and below are unable to read. Further,
around 17 percent of pupilsin obligatory school’s age drop annually out of school against 10
percent EU benchmark. The education system in Bulgaria has until recently had an
overcapacity in staffing and facilities with student-to-teacher ratios at different levels of
education ranging between 30-50 percent below the OECD averages, athough following
recent reforms the ratios have started to improve.

In 2007, the government launched a reform in the primary and secondary schools through
changing the school financing mechanism. The new financing mechanism shifts the focus of
financing from inputs (schools, teachers) to outputs (education of students) by making the
alocations on a per-student basis and is expected to create incentives for efficient
management of resources. Under the education reform strategy adopted in 2006 a number of
other reform measures have started to be implemented, such as the introduction of fully
delegated budgets and optimisation of the school network. In 2007-08, the school network has
been optimized with over 300 schools being closed as well as the number of school staff has
been downsized. The associated efficiency gains would be used for upgrading the school

13 The section looks at how funds assigned to certain key functions are being spent rather than efficiency gains.
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equipment and better training of teachers. While first steps in the education reform are thus
encouraging further reform implementation including with respect to tertiary and vocational
education is necessary.

3.2. Health Care

Despite attempts to rationalize the hedthcare system and reform the hospital financing
mechanisms in the past several years, the efficiency of public expenditure on healthcare in
Bulgaria has still not improved. Health outcomes, although getting better, are still poor
compared to other EU countries with similar level of public spending. Life expectancy at birth
increased only by one year between 1986-2006 reaching 72.7 years, however, still showing a
large gap with the EU benchmark. Infant mortality at 9.7 in 2006 remains the second highest
in the EU. The healthcare system generally faces challenges with respect to its financial
sustainability, quality of services and ease of access. A recent WB health survey found that 50
percent of the budget of Bulgaria's National Health Insurance Fund (NHIF) is spent on the
treatment of only 5 percent of the patient population. Further, the mechanism for allocation of
NHIF funds provides incentives for hospitals to increase the reported number of hospitalized
patients while the needed treatment could have been provided through outpatient care. The
analysis of the composition of public expenditures has shown that Bulgaria is spending too
much on non-wage related activities as compared to other EU-10 countries. Overal, this
could be pointing to the lack of effective monitoring and spending control mechanisms but
also to the existence of excessive hospital capacity in the sector and high spending on
pharmaceuticals. To address these deficiencies the authorities elaborated a healthcare strategy
seeking to ensure financial sustainability and efficient and effective delivery of healthcare
services covering the period 2008-13, which was finally adopted by the parliament in October
2008. The strategy contains useful policy intentions towards improving the overall quality of
healthcare services, however, it lacks clear and concrete implementation timetable while little
is envisaged with respect to optimization and restructuring of the current system.

3.3. Social Security

The efficiency of the social protection system has also significant room for improvement.
Pensions are the largest socia protection expenditure component. With one of the fastest
aging populations in the region and worsening demographic trends social spending pressures
are large. Currently, the public pension system is running a deficit of around 3 percent of
GDP which is financed mainly with transfers from the central government. A number of
important reforms have been implemented, including increasing the retirement age, tightening
the eligibility criteria as well as a law on demographic reserve fund was adopted in 2008.
However, a substantial risk for the long-term sustainability of the social security system
cannot be excluded. Pensions were increased twice in 2007 contrary to the pension indexation
rule in the law that provides for a single yearly increase. Such a discretionary ad-hoc pension
increase was made in 2008 as well. At the same time the pension contribution rate has been
considerably cut in the past few years. Without further reform the pension system imbalances
will continue to grow and could pose a serious threat to macroeconomic sustainability,
particularly in a protracted economic downturn. The social assistance system is quite
fragmented with too many programmes. There is considerable scope for improvement through
further consolidation, strengthening the work incentives as well as better targeting of
assistance to core risk groups so that spending efficiency on poverty alleviation is increased.
In this regard introducing annual monitoring and evaluation of the effectiveness of socia
assistance programmes will be very important.
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34. R&D

Generally, public spending on R&D and innovation has been found to be particularly growth-
enhancing. In Bulgaria, amajor problem for R& D isthe chronic lack of adequate and efficient
distribution of funding. The level of public spending on R&D isfar below the EU average and
Bulgaria is the only one member state without a fixed R&D intensity target. Most public
R&D expenditure is allocated for salaries and socia security contributions while only 10
percent of R& D expenditure isinvested in capital goods and equipment for R&D. In addition,
approximately 70 percent goes for funding of research ingtitutions which are largely
unreformed and only 30 percent for programme funding. There is a lack of systematic
evaluation of R&D policies, ingtitutions, and programmes and the market orientation of
research output is very poor. This shows that there is considerable scope for improving the
effective alocation of public spending on R&D, including through increasing the share of
funding based on competition and encouraging public-private partnerships, which would
bring potentially high returns to the country’ s long-term productivity and economic growth.

3.5. Capital spending

As discussed above, the balance of current and capital expenditures has started to improve.
This is very important with respect to addressing the dire needs of public infrastructure
investment in Bulgaria. However, there has been a tendency in the past to cut public capital
expenditure and spending on operations and maintenance at the expense of rationalization in
other more rigid budget areas when fiscal tightening has been necessary. From the point of
view of maintaining fiscal flexibility to address macroeconomic imbalances cutting public
capital expenditures is a common practice. However, in Bulgaria such cuts are hardly
justifiable from an efficiency-of-spending point of view as such cuts lead to serious
deterioration in the quality of basic public infrastructure. This practice is detrimental to the
growth prospects of Bulgaria given the poor condition of its public infrastructure and public
assets. Further, it will be increasingly difficult to attract FDI flows, in particular in export-
oriented sectors, if deficienciesin spending on infrastructure are not addressed.

4. CHALLENGES

Bulgaria s expenditure adjustment over the past several years has followed arelatively growth
oriented pattern. Primary current expenditure as a share of GDP has been reduced. Spending
on subsidies, social benefits, and compensation of employees has been curbed at the expense
of increasing capital expenditure. Given the poor state of public infrastructure and the need to
raise competitiveness, further expenditure consolidation and restructuring is needed by re-
directing spending to more productive areas such as human capital, public infrastructure,
R&D and innovation. Moreover, public expenditure need to be restrained as the buoyant
revenue increase over the past several years has been associated with a revenue-rich content
of economic activity. This would strengthen Bulgaria s growth potential in the medium-term
and would gradually help tackling the existing macro-economic imbalances. **

4 The strong economic activity of the recent past has been accompanied with persistent and increasing
macroeconomic imbalances. HICP inflation has increased to over 14% while the current account deficit has
approached 25% of GDP in mid-2008.
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While some reforms have taken place in the education sector, through changes in the school
financing mechanism on a per-student basis, the health sector continues to be largely
unreformed. Stepping up the efforts to improve the quality of education at all levels of
education, including higher education and vocational training, will be particularly important
for tackling labour market needs and improving labour productivity. In this regard, an
effective national system for assessment and control of the quality of education, including
through evaluation of teachers and schools, would need to be established. The existence of
excessive capacity and the lack of effective spending control mechanisms in the healthcare
sector undermine the quality of medical service delivery. Effective implementation of reforms
in education and health would have a lasting impact on Bulgaria s long-term potential growth.

In view to the spending pressures from the fast aging of population further reforms of the
socia protection system are needed to ensure sustainability of the pension system and to
remove possible disincentives to work by strengthening the eligibility criteria and better
targeting social assistance. The social assistance system needs to be further consolidated given
its quite fragmented structure. Public spending on R&D and innovation is inadequate and
lacks efficient distribution of funding. To increase the efficiency of its capital spending, the
government would need to apply more consistently and vigorously a cost-benefit analysis
approach in deciding which investment projects need to be financed with public money and
which through public private partnerships. The financing would also need to be planned under
a hard budget constraint in a medium term perspective rather than on an ad-hoc year on year
basis. Discretionary cuts in public capital spending should be avoided as this leads to serious
deterioration of basis public infrastructure and decreases the efficiency of resource
allocations.

More generally, achieving high technical efficiency of public spending in Bulgaria requires
improving the public procurement system, administrative capacity building and strengthening
the internal control and audit functions, reforming and streamlining the civil service, reducing
the high administrative burden on the business, and effective fight against fraud and
corruption. It is generally recognized that the procurement process in Bulgaria is a major
potential source of irregularity and misuse of public funds. In this regard, procurement
procedures need to be improved including by strengthening the independence and
enforcement powers of the Pubic Procurement Agency beyond the monitoring of the
procurement process. Substantially cutting red tape and shortening procedural delays will
improve the business environment and the delivery of efficient public services. Further,
effective fight against corruption would avoid the risk of diverting budget funds towards goals
that do not reflect the public interest and are thus detrimental to public expenditure efficiency.
To improve the alocative efficiency of public expenditure, Bulgaria has embarked on the
process of introducing programme budgeting/performance based budgeting. The am of the
reform is to improve the budgetary decision making process by providing better quality and
more concrete information on the performance of agencies and programmes and thus enable
the government to prioritize and allocate resources more efficiently. Further efforts are needed
to fully implement programme budgeting at all levels of government as well as expand the use
of performance information in the budgetary process.
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ANNEX 2. ADDITIONAL TABLESAND FIGURES

Figure 1. Good and bad economic times
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Source: Commission services’ January 2009 forecast (COM) and successive convergence programmes

-27 -




Table1: Budgetary implementation in 2008

2007 2008
Planned Outcome Planned Outcome
CP Dec 2007 | CP Dec 2008 [ CP Dec 2007 | CP Dec 2008
Government balance (% of GDP) 31 0.1 3.0 3.0
Differ ence compar ed to tar get -3.0 0.0
Ofwhich : dueto adifferent starting position end 2007 19
due to different revenue / expenditure growth in 2008 -2.7
p.m.Denominator effect and residual 23 04
p-m. Nominal GDP growth (planned and outcome) 125 175
Revenue (% of GDP) 22 41.6 437 41.3
Revenue sur prise compar ed to tar get * -0.6 2.4
Ofwhich : dueto adifferent starting position end 2007 -0.6
due to different revenue growth in 2008 01
p.m.Denominator effect 2 -16
p.m. Residual 3 -0.3
p.m. Revenue growth rate (planned and outcome) 16.5 16.7
Bxpenditure (% of GDP) 39.1 | 415 40.7 38.3
Expenditur e sur prise compar ed to tar get t -24 24
Ofwhich : dueto different starting position end 2007 -25
dueto different expenditure growth rate in 2008 27
p.m. Denominator effect 2 16
p.m. Residual 3 06
p-m. Expenditure growth rate (planned and outcome) 171 | 84
Notes:

1 A positive number impliesthat the outcome was better (in terms of government balance) than planned.

2 The denominator effect capturesthe mechanical effect that, if GDP turnsout higher than planned, the ratio of revenue or
expenditure to GDP will fall because of a higher denominator. Although the denominator effect can be very significant for revenue

3 The decomposition leaves a small residual that cannot be assigned to the previous components. T he residual is generally small,
except in some cases where planned and actual growth rates of revenue, expenditure and GDP differ significantly.

Source : Commission services
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Table 2: Evolution of budgetary targetsin successive programmes

2007 2008 2009 2010 2011
General government CP Dec 2008 01 3.0 30 3.0 3.0
balance CP Dec 2007 3.1 3.0 3.0 3.0 n.a.
(% of GDP) COM Jan 2009 0.1 3.2 20 20 n.a
General government CP Dec 2008 415 38.3 404 404 40.7
expenditure CP Dec 2007 39.1 40.7 40.9 41.0 n.a.
(% of GDP) COM Jan 2009 415 38.2 38.8 38.9 n.a
General government CP Dec 2008 41.6 41.3 434 434 437
revenue CP Dec 2007 42.2 43.7 43.9 43.9 n.a.
(% of GDP) COM Jan 2009 416 414 40.8 40.9 n.a
1 CP Dec 2008 29 26 3.2 3.6 3.6
Structural balance CP Dec 2007 2.9 3.1 33 | na | na
(% of GDF) COM Jan 2009 25 | 22 | 21 | 28 | na
Real GDP CP Dec 2008 6.2 6.5 4.7 5.2 5.8
(% change) CP Dec 2007 6.4 6.4 6.8 6.9 n.a.
COM Jan 2009 6.2 6.4 18 25 n.a
Note:

cydically-adjusted balance excluding one-off and other temporary measures. Cy clicaly-adjusted balances
according to the programmes as recdculated by the Commission services on the basis of the information in
the programmes. The most recent programme provides no information on one-off and other temporary

measures; according to the Commission services' January 2009 interim forecast, they are 3.3% of

GDP(expenditure side) in 2007.

Source :

Convergence programmes (CP); Commission services’ January 2009 interim forecasts (COM)
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Table 3 Assessment of tax projections

2007 2008
Planned Outcome Planned Outcome
CP Dec 2007 | CP Dec 2008 [ CP Dec 2007 | CP Dec 2008
Government balance (% of GDP) 31 0.1 3.0 3.0
Differ ence compar ed to tar get -3.0 0.0
Ofwhich : dueto adifferent starting position end 2007 19
due to different revenue / expenditure growth in 2008 -2.7
p.m.Denominator effect and residual 23 04
p-m. Nominal GDP growth (planned and outcome) 125 175
Revenue (% of GDP) 22 | a6 437 413
Revenue sur prise compar ed to tar get * -0.6 2.4
Ofwhich : dueto adifferent starting position end 2007 -0.6
due to different revenue growth in 2008 01
p.m.Denominator effect 2 -16
p.m. Residual 3 -0.3
p.m. Revenue growth rate (planned and outcome) 16.5 16.7
Bxpenditure (% of GDP) 39.1 | 415 40.7 38.3
Expenditur e sur prise compar ed to tar get * 2.4 24
Ofwhich : dueto different starting position end 2007 -25
dueto different expenditure growth rate in 2008 27
p.m.Denominator effect 2 16
p.m. Residual 3 06
p-m. Expenditure growth rate (planned and outcome) 17.1 | 84
Notes:

1 A positive number impliesthat the outcome was better (in terms of government balance) than planned.

2 The denominator effect capturesthe mechanical effect that, if GDP turnsout higher than planned, the ratio of revenue or
expenditure to GDP will fall because of a higher denominator. Although the denominator effect can be very sgnificant for revenue

3 The decomposition leaves a small residual that cannot be assigned to the previous components. The residual is generally small,
except in some cases where planned and actual growth rates of revenue, expenditure and GDP differ significantly.

Source : Commission services
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Figure 2: Government balance projectionsin successive programmes (% of GDP)
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Source: Commission services’ January 2009 interim forecast (COM) and successive convergence programmes

Figure 3: Debt projectionsin successive programmes (% of GDP)
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Table 4. Sustainability indicatorsand therequired primary balance

2008 scenario Programme scenario
S1 S2 RPB S1 2 RPB
Vaue -35 -1.3 2.0 -4.4 -2.3 19
of which:
Initial budgetary position (IBP) -3.3 -3.2 - -4.2 -4.1 -
Debt requirement in 2050 (DR) -0.8 - - -0.8 - -
Long-term change in the primary balance (LTC) 0.6 19 - 0.6 1.9 -
Source: Commission services.

Table5: Additional factors

Impact on
risk

Debt and pension assets +

Declinein structural balance until 2010 in COM January 2009 interim forecast na

Significant revenues from pension taxation na
Alternative projection of cost of ageing na
Strong decline in benefit ratio na
High tax burden na
Non-age related budgetary measures with intertemporal effect na

Note: -': factor tends to increase the risk to sustainability, '+': factor tends to decrease the risk to sustainability.

'na': not applicable.
Alternative projections are often presented in the programmes, whose assumptions often diverge from the common

method. Projections currently discussed in the Economic Policy Committee but not yet published, are for the time being

also considered "unofficial".
An explanation on these factors can be found in chapter IV of: European Commission (2006), The long-term sustainability

of public finances in the European Union, European Economy No. 4/2006.
Source: Commission services.
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ANNEX 3. COMPLIANCE WITH THE CODE OF CONDUCT AND TABLESFROM THE PROGRAMME

The December 2008 update of the convergence programme closely follows the model
structure of Annex 1 of the code of conduct and isin compliance as far as the table of contents
is concerned.

As far as data requirements are concerned, the programme update provides amost all
compulsory and most of the optional data prescribed by the code of conduct as amended by
the September 2007 EFC. Regarding compulsory data, in Table 2 information on local
government and social security funds net-lending is not included. Regarding optional data, in
Table 4 no information on liquid financial assets and net financial debt is provided. In table 7,
data on socia security pensions, occupational pensions, long-term care, and pension reserve
fund assets is missing.

The tables on the following pages show the data presented in the December 2008 update of
the convergence programme, following the structure of the tables in Annex 2 of the code of
conduct. Compulsory data are in bold, missing data are indicated with grey-shading.
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Table 1a. Macroeconomic prospects

2007 2007 2008 2009 2010 2011
ESA Code rateof | rateof | rateof | rateof | rateof

Level change | change | change | change | change
1. Real GDP Bl*g 28898 6.2 6.5 4.7 5.2 5.8
2. Nominal GDP Bl*g 28898 145 175 10.7 8.9 9.3

Components of real GDP
3. Private consumption expenditure P.3 19982 5.3 5.0 4.1 4.1 5.0
4. Government consumption expenditure P.3 4667 31 0.8 0.2 0.7 2.6
5. Gross fixed capital formation pP.51 8606 21.7 224 10.6 9.0 10.1
Gy maes nanetsewistion | PS50 [ a2 | 0a | 06 | 06 | a2
7. Exports of goods and services P.6 18320 5.2 5.8 6.3 7.8 8.8
8. Imports of goods and services P.7 -24704 9.9 9.6 6.1 6.1 7.0
Contributionsto real GDP growth

9. Final domestic demand - 9.9 10.3 6.3 5.8 7.0
(1)?;/;22?)?:38 in inventories and net acquisition PI.D5.§3+ ) 12 08 03 03 0.9
11. External balance of goods and services B.11 - -4.9 -4.5 -1.3 -0.3 -0.3
Table 1b. Price devel opments

2007 2007 2008 2009 2010 2011

ESA Code rateof | rateof | rateof | rateof | rateof

Level change | change | change | change | change
1. GDP deflator 100 7.9 10.3 5.7 3.6 33
2. Private consumption deflator 100 6.7 11.9 5.7 3.7 3.0
3. HICP? 100 7.6 124 6.7 4.7 4.0
4. Public consumption deflator 100 8.0 13.8 7.5 5.2 4.5
5. Investment deflator 100 9.3 4.7 15 11 1.3
6. Export price deflator (goods and services) 100 6.9 12.3 3.5 3.6 35
7. Import price deflator (goods and services) 100 6.9 10.9 25 2.8 25

1 Optional for stahility programmes.
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Table 1c. Labour market devel opments

2007 2007 2008 2009 2010 2011
ESA Code rateof | rateof | rateof | rateof | rateof
Level change | change | change | change | change

1. Employment, personst 3714 2.8 3.3 0.8 0.4 0.2
2. Employment, hours worked? 6171.8 3.3 35 0.9 0.5 0.3
3. Unemployment rate (%)3 6.9 6.9 6.0 5.7 5.5 5.3
4. Labour productivity, persons* 7780.8 3.3 3.1 3.8 4.8 5.5
5. Labour productivity, hours worked® 4.7 2.8 2.9 3.8 4.7 55
6. Compensation of employees D.1 9982676 22.3 24.6 13.0 10.5 9.8
7. Compensation per employee 3659.7 17.9 19.9 12.0 10.0 9.5
1Occupied population, domestic concept national accounts definition.
2National accounts definition.
3Harmonised definition, Eurostat; levels.
“Real GDP per person employed.
5Real GDP per hour worked.
Table 1d. Sectoral balances

% of GDP ESA Code| 2007 2008 2009 2010 2011
1. Net lending/borrowing vis-a-vis the rest of B.9 206 229 207 184 -16.6
the world
of which :
- Balance on goods and services -21.4 -24.4 -23.2 -21.7 -19.9
- Balance of primary incomes and transfers -04 04 1.0 1.0 0.8
- Capital account 1.2 11 15 2.3 25
2. Net lending/borrowing of the private sector B.9 -20.7 -25.9 -23.7 -21.4 -19.6
3. Net lending/borrowing of general government EDP B.9 0.1 3.0 3.0 3.0 3.0
4. Statistical discrepancy n.a n.a n.a n.a n.a
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Table 2. General government budgetary prospects

2007 2007 2008 2009 2010 2011

ESA Code Level % of % of % of % of % of

GDP GDP GDP GDP GDP

Net lending (EDP B.9) by sub-sector
1. General government S13 35.6 0.1 3.0 3.0 3.0 3.0
2. Central government S1311 8.7 0.0 3.0 3.0 3.0 3.0
3. State government S1312 n.a. n.a n.a n.a n.a n.a
4. Local government S1313 -13.5 0.0 0.0 0.0 0.0 0.0
5. Social security funds S1314 40.3 0.1 0.0 0.0 0.0 0.0
General government (S13)
6. Total revenue TR 12014.7 41.6 41.3 43.4 43.4 43.7
7. Total expenditure TE! 11979.1 415 38.3 40.4 40.4 40.7
8. Net lending/borrowing EDP B.9 35.6 0.1 3.0 3.0 3.0 3.0
9. Interest expenditure EDP D.41| 296.5 1.0 0.9 0.9 0.9 0.9
10. Primary balance? 332.1 11 3.9 3.9 3.9 3.9
11. One-off and other temporary measures® -943.6 -3.3 0.0 0.0 0.0 0.0
Selected components of revenue
12. Total taxes (12=12a+12b+12c) 7412.7 25.7 26.0 26.5 26.4 26.6
12a. Taxes on production and imports D.2 5344.4 18.5 18.7 18.8 18.9 18.9
12b. Current taxes on income, wealth, etc D.5 1906.5 6.6 6.7 7.1 6.9 7.1
12c. Capital taxes D.91 161.7 0.6 0.6 0.6 0.7 0.7
13. Social contributions D.61 2500.4 8.7 8.0 8.2 8.2 8.3
14. Property income D.4 431 15 14 1.2 1.0 1.0
15. Other 4 1670.6 5.8 5.8 7.6 7.7 7.8
16=6. Total revenue TR 12014.7 41.6 41.3 434 43.4 43.7
p.m.: Tax burden (D.2+D.5+D.61+D.91-D.995)° 33.8 33.6 34.2 34.2 34.6
Selected components of expenditure
i1n71'e?r?qrzgiearlza;‘r’]”suor;i?g:‘oyees * D.A+P2 | 4908 170 | 158 | 165 | 167 | 166
17a Compensation of employees D.1 2597.2 9.0 8.2 8.7 8.8 8.9
17b. Intermediate consumption pP.2 2310.8 8.0 7.7 7.8 7.8 7.7
18. Social payments (18=18a+18b) 3512.1 12.2 115 12.4 12.0 11.7
18a. Social transfersin kind supplied via market D.6311,
producers D.63121, 366.3 13 11 11 0.8 0.7
D.63131

18b. Socidl transfersother than in kind D.62 3145.8 10.9 105 114 11.2 11.0
19=9. Interest expenditure EDP D.41| 296.5 1.0 0.9 0.9 0.9 0.9
20. Subsidies D.3 227.5 0.8 1.7 2.2 2.3 2.1
21. Gross fixed capital formation pP.51 1380.5 4.8 6.6 6.7 6.9 7.4
22. Other® 1654.5 5.7 1.8 1.7 16 2.0
23=7. Total expenditure TE! 11979.1 41.5 38.3 40.4 40.4 40.7
p.m.: Government consumption (nominal) P.3 4667.1 16.2 15.8 154 14.9 14.6

lAdjusted for the net flow of swap-related flows, so that TR-TE=EDP B.9.
2The primary balance is calculated as (EDP B.9, item 8) plus (EDP D.41, item 9).

3A plus Sign means deficit-reducing one-off measures.

4P.11+P.12+P.131+D.39+D.7+D.9 (other than D.91).

SIncluding those collected by the EU and including an adjustment for uncollected taxes and social contributions (D.995),

if appropriate.

6 D.29+D4 (other than D.41)+ D.5+D.7+D.9+P.52+P.53+K.2+D.8.
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Table 3. General government expenditure by function

COFOG

% of GDP Code 2006 2011
1. General public services 1 4.5 4.2
2. Defence 2 1.7 18
3. Public order and safety 3 2.6 2.6
4. Economic affairs 4 4.6 6.9
5. Environmental protection 5 1.3 1.7
6. Housing and community amenities 6 0.7 21
7. Health 7 4.2 4.5
8. Recreation, culture andreligion 8 0.8 0.7
9. Education 9 3.9 4.2
10. Social protection 10 12.2 12.1
11. Total expenditure (=item 7=23 in Table 2) TE! 36.5 40.7

1Adjusted for the net flow of swap-related flows, so that TR-TE=EDP B.9.

Table 4. General government debt developments

% of GDP ESA Code| 2007 2008 2009 2010 2011
1. Gross debt? 18.2 154 154 15.3 15.2
2. Changein gross debt ratio -4.5 -2.8 0.0 -0.1 -0.1
Contributionsto changesin gross debt
3. Primary balance? 11 3.9 3.9 3.9 3.9
4. Interest expenditure® EDP D.41 1.0 0.9 0.9 0.9 0.9
5. Stock-flow adjustment -3.8 -4.5 -3.0 -3.5 -3.7
of which:
- Differences between cash and accruals* 0.0 0.0 0.0 0.0 0.0
- Net accumulation of financial assets® -3.3 -4.1 -3.3 -3.7 -3.9
of which:
- privatisation proceeds 1.0 0.7 0.4 0.1 0.0
- Valuation effects and other® -0.4 -0.4 0.3 0.2 0.2
p.m.: Implicit interest rate on debt” 5.2 5.7 6.3 6.4 7.9
Other relevant variables
6. Liguid financial assets® n.a n.a n.a n.a n.a
7. Net financial debt (7=1-6) n.a n.a n.a n.a n.a

1Asdefined in Regulation 3605/93 (not an ESA concept).

2Cf.item 10 in Table 2.

3Cf.item 9 in Table 2.

4The differences concerning interest expenditure, other expenditure and revenue could be distinguished when relevant.

SLiguid assets, assets on third countries, government controlled enterprises and the difference between quoted and non-quoted assets
could be ditinguished when relevant.

6Changes due to exchange rate movements, and operation in secondary market could be distinguished when relevant.
“Proxied by interest expenditure divided by the debt level of the previousyear.
8AF1, AR2, AF3 (consolidated at market value), AF5 (if quoted in stock exchange; including mutual fund shares).
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Table 5. Cyclical developments

% of GDP ESA Code| 2007 2008 2009 2010 2011
1. Real GDP growth (%) 6.2 6.5 4.7 5.2 5.8
2. Net lending of general government EDP B.9 0.1 3.0 3.0 3.0 3.0
3. Interest expenditure EDP D.41 1.0 0.9 0.9 0.9 0.9
4. One-off and other temporary measurest -3.3 0.0 0.0 0.0 0.0
5. Potential GDP growth (%) 5.0 6.3 6.0 6.0 5.9
contributions:
- labour 1.4 1.9 1.3 1.1 0.9
- capital 29 35 35 35 35
- total factor productivity 0.7 0.9 1.2 14 1.6
6. Output gap 1.8 1.9 0.7 0.0 -0.1
7. Cyclical budgetary component 0.6 0.7 0.2 0.0 -0.1
8. Cyclically-adjusted balance (2 - 7) -0.5 2.3 2.8 3.0 31
9. Cyclically-adjusted primary balance (8 + 3) 0.5 3.2 3.6 3.9 4.0
10. Sructural balance (8 - 4) 3.8 3.2 3.6 3.9 4.0
1A plus sign means deficit-reducing one-off measures.
Table 6. Divergence from previous update
ESA Code| 2007 2008 2009 2010 2011
Real GDP growth (%)
Previous update 6.4 6.4 6.8 6.9 n.a
Current update 6.2 6.5 4.7 5.2 5.8
Difference -0.2 0.1 -2.1 -1.7 n.a
General government net lending (% of GDP) EDP B.9
Previous update 3.1 3.0 3.0 3.0 n.a
Current update 0.1 3.0 3.0 3.0 3.0
Difference -3.0 0.0 0.0 0.0 n.a
General government gross debt (% of GDP)
Previous update 19.8 18.3 17.4 16.9 n.a
Current update 18.2 15.4 154 15.3 15.2
Difference -1.6 -2.9 -2.0 -1.6 n.a
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Table 7. Long-term sustainability of public finances

% of GDP 2000 2005 2010 2020 2030 2050
Total expenditure 42.4 39.3 40.4 39.7 40.3 44.0
Of which: age-related expenditures 10.1 9.0 17.4 16.6 17.3 21.0
Pension expenditure 9.4 8.8 9.1 8.4 8.6 10.8
Social security pension na n.a n.a n.a n.a n.a
Old-age and early pensons 8.3 7.3 7.9 6.9 7.1 9.4
Other pensions (disability, survivors) 11 1.6 1.8 15 15 14
Occupational pensons (if in general government) n.a n.a n.a n.a n.a n.a
Headlth care 33 4.9 4.2 4.3 4.7 6.0
Long-term care (this was earlier included in the
health care) n.a n.a n.a n.a n.a n.a
Education expenditure 4.2 4.1 4.0 3.9 4.0 4.1
Other age-related expenditures 0.7 0.2 0.1 0.1 0.1 0.1
Interest expenditure 4.0 17 0.9 0.9 0.9 0.9
Total revenue 41.4 41.2 43.4 43.4 43.4 43.4
Of which: property income 3.6 14 1.0 1.0 1.0 1.0
Ofw%zich‘ : frqm pensjor?s contributions (or social 76 71 76 75 74 73
contributionsif appropriate)
Pension reserve fund assets n.a n.a n.a n.a n.a n.a
Of which : consolidated public pension fund assets
(assets other than government liahilities) na na na na na na

Assumptions
Labour productivity growth 9.2 35 4.8 3.3 2.7 1.7
Real GDP growth 5.4 6.2 5.2 2.4 1.7 0.3
Participation rate males (aged 20-64) 73.4 74.2 78.3 80.0 79.0 77.6
Participation rates females (aged 20-64) 61.0 63.1 68.5 71.2 70.4 68.9
Total participation rates (aged 20-64) 67.1 68.6 73.4 75.6 74.7 73.3
Unemployment rate 16.9 10.1 55 4.7 4.7 4.7
Population aged 65+ over total population 16.5 17.2 17.6 20.5 23.4 315
Table 8. Basic assumptions
2007 2008 2009 2010 2011
Short-term interest rate! (annual average) 43 4.9 5.0 4.5 4.5
?gtl-_tleég;\fyeora rate’ (annual average), 6-month 53 31 33 40 45
Long-term interest rate (annual average) 4.2 4.1 4.0 4.1 4.1
USD/€ exchange rate (apnual average) (euro 1.37 1.50 1.40 1.30 1.05
area and ERM Il countries)
Nominal effective exchange rate 2.4 4.3 -25 0.0 0.0
s e ws e conenmrage | 20 | 20 | 20 | 20 | 0
World excluding EU, GDP growth 5.0 4.1 3.9 4.2 4.5
EU GDP growth 2.8 0.8 0.3 1.4 18
Growth of relevant foreign markets 8.7 5.2 2.8 4.6 5.5
World import volumes, excluding EU 7.8 6.0 3.1 4.7 4.7
Oil prices (Brent, USD/barrel) 711 108.0 98.0 91.0 93.8
1f necessary, purely technical assumptions.
* %
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