II Fiscal Council
1) of Bulgaria

Statement on the Draft of the State Budget Act for 2019 and the
Updated Mid-term Budgetary Forecast

for the period 2019-2021

25/10/2018 .

STATEMENT

www.fiscalcouncil.bg


http://www.fiscalcouncil.bg/

Table of contents

LISt Of ADDIEVIATIONS ..corieurieeiereeeeereeseesseeeee et ebstase s s s ssse s s s s s bbb st 2
INETOAUCTION «oceevetreeseeesresse ettt sesssees et s es bbb bR R RS R R E AR R Rt 3
[.  Evaluation of the macroeconomic forecast 2018 - 20271 .....orenrereenreeneemeeneeserneesseesssssessessesssesssesseens 4

0 LV =1 |73 PPN 4

1.2, CONCIUSIONS wevrevuireseeereeeseeeesesse s st ss st s b s bR sER R R bR R b 8

R T = L =) 40 =) oL PP 9
II. Assessment of the Updated Medium Term Budget Forecast for the Period 2019-2021 ............... 9

2.1.  Assessment of the Fiscal Stance for the period 2019-2021 ......cnonrenreneenneeneenseeneesseesseeseens 9

2.2, ANALYSIS Of EITOTS coouieueereerrerreesseesseessesssesssesssess s sesssees s ssse s s s s s s s ss s sesssnens 12

2.3. Compliance with FiSCal RUIES ... sssssssssssssssssssssssssssssssssssnss 14

2.3.1. IMIOTIVES c.cereeeecereseeresee e s s 14

2.3.2. Budget Balance RUIES ...ttt ssesss s s ssssss s ssssssssssssesans 14

Medium-Term Budget Objective (MTO) and Structural Balance .........coenenneenneenneeesecsneeenne 14
General Government Deficit and Cash Balance.........eeneenmeeeeneessseeeessseesssesssessseesseeseess 15
2.3.3. EXPENditure RUIES ...t sss s sssssssssssssssssssssssssssssssssssss 16
Rule for Expenditure Share in GDP .......eeeceeeessssesssessesssesssesssssssssssssssesssssssssssssssssssessans 16
Expenditure BeNChmMark RULE ... ssesssees s sssesssesssessssssssssssssssssssssssssssssssssssssans 17

2.314.  DEDE RULES .ttt s R 18

2.3.5.  CONCIUSIONS ..ttt ittt sses s s s s bbb s bbbt 19

2.4.  Analysis Of GOVEINIMENT FEVENUE......criurreereeereetrseesreesseesseessssssssss st ssssssssssss s s sssasssessssesss 19

2.5.  Analysis of government eXPenditure ........ceeneeeessesessssssssssesssss s sssesssesssssssseens 23

2.6.  DISCretiONAIY IMEASULES ...cuceureeucerersreseesesserssesssessessessesssessssssssssessesssessesasessssssessssssssssessesssessesasessssssessesans 27

2.7.  Fiscal deCentraliZation. ... cs s sesssesssessesssesse s s st s st 28

2.8.  Potential risks for the UMTBEF 2019-2021 .....osereereerreernrernserseesssesssesssesssessssesssssssssesssesssssssssssseens 33

00 40 002 PP 34

L0000 ol 103 [ ) o F00 TP T TPV 34



CFP
CITA
EC

EU

FC

GES
GDP
ICM
IMF
LTFA
MF
MTBF
MTO
NSI
OECD
PITA
PFA
p-p.
SBRBA
UMTBF

List of abbreviations

Consolidated Fiscal Programme
Corporate Income Tax Act

European Commission

European Union

Fiscal Council

General Equlizing Subsidy

Gross domestic product

International Capital Markets
International Monetary Fund

Local Taxes and Fees Law

Ministry of Finance

Medium-Term budgetary forecast
Medium-Term budgetary objective
National Statistical Institute
Organisation for economic cooperation and development
Personal Income Tax Act

Pupblic Finance Act

p.p.

State budget of Republic of Bulgaria Act

Updated medium-term budgetary forecast



Introduction

The current statement is prepared in accordance with the provisions of Art. 6, Para 3 of
the Fiscal Council and Automatic Correction Mechanisms Act, which requires the Fiscal Council
of Bulgaria to observe the compliance with the fiscal rules and to prepare a motivated statement
with recommendations on the autumn macroeconomic forecast, the Draft of the State Budget Act
2019, the Updated Medium-Term Budgetary Forecast for the period 2019-2021, as well as other
strategic documents of the Ministry of Finance and Council of Ministers related to the
compliance with the fiscal rules.

The Draft State Budget Act 2019 and the Updated Medium-Term Budgetary Forecast for
the period 2019-2021 were published by the Ministry of finance requiring a statement with
deadline 25.10.2018. Within extremely short period and with urgent matter the Fiscal Council
had to review the files and provide expert and unbiased opinion.

Fiscal monitoring includes activities such as analyzing and evaluation of key budgetary
documents and forecasts prepared by the Ministry of Finance and motivating certain corrective
actions if necessary. Fiscal Council and Automatic Correction Mechanisms Act requires the
activities of the Fiscal Council to be based on the principles of independence, publicity,
objectivity and transparency.

Fulfilling its duties, the Fiscal Council has prepared this statement, which includes analysis
and evaluation of:

1) The economic perspectives for the period 2018-2021 (the autumn macroeconomic
forecast of the Ministry of Finance;

2) The objectives and basic parameters of the fiscal policy (including the observance of the
fiscal rules), revenue and expenditure policies under the Updated Medium-Term Budgetary
Forecast for the period 2019-2021, and

3) The sustainability of public finances.

Information from the Ministry of Finance, the National Statistical Institute, analyzes of
international organizations, own assessments, etc. were used for the preparation of the
statement.

In addition to fulfilling the obligations of the law, the Fiscal Council aims to contribute to
expanding the scope of fiscal information and budget analysis through this opinion. In our view,
sharing information, analyzes and ideas can only assist authorities in making effective decisions
that affect the economy and the economic cycle. The debate on government decisions and broad
consensus on fiscal issues helps sustainability and achieving long-term stability in governance.



I. Evaluation of the macroeconomic forecast 2018 - 2021

The evaluation of the macroeconomic framework is a mandatory element of the fiscal
monitoring carried out by the Fiscal Council under Art. 6, Para. 2 of the Fiscal Council and
Automatic Correction Mechanisms Act. The macroeconomic forecast is an important economic
document that is the basis for forecasting all fiscal indicators and its accuracy is critical to
accurately forecasting budget parameters.

At this stage, the Fiscal Council does not prepare its own macroeconomic forecast. The
analysis is based on a review of the structure, the relationships between the different sectors
and the comparison of the official macroeconomic framework with the forecasts of some
internationally recognized organizations (OECD, IMF, EC, etc.) in order to identify reasons for
differences if such are present. The deviations from the spring macroeconomic forecast are also
examined.

The macroeconomic forecast includes data for the international environment (economic
growth of the world and Europe, US dollar/Euro exchange rate, US dollar/barrel price and
energy commodity prices), GDP and its components estimates, labour market and prices, the
balance of payments and the money sector. Spring and autumn macroeconomic forecasts are
compared to seek out an explanation of the differences between them. Most often the differences
between the forecasts are due to changes in the economic environment (external and internal),
which leads to a change in expectations and assessments of the development of the main
economic indicators. In some cases, changes may be due to the occurrences of risk events.

1.1. Analysis

According to NSI data of the beginning of October, the nominal value of GDP is BGN 2.4
billion more, surpassing the limit of BGN 100 billion and reaching BGN 101 billion while
estimated at BGN 98.6 billion in the spring forecast. This means that real economic growth for
2017 is at 3.8% (0.2 p.p- above the expected level of 3.6%). The revision is taken into account
when preparing the autumn forecast.

In the first half of 2018, GDP growth was 3.4%, with previous expectations of 3.9%. The
correction is in the view of the downward trend in exports, but by the end of the year GDP is
projected to reach 3.6% for 2018. This level is by 0.3 p.p. lower than the expected in the spring
forecast (3.9%), i.e. the error is -7.7%. The projections for the coming years are also revised:
3.7% in 2019 (compared with 3.8% in the spring forecast) and 3.5% in 2020 and 2021 (down
from 3.7% in the spring forecast). The data are summarized in Table. 1.
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Tabl. 1. Expectations in the Spring and Autumn Forecasts

GDP real growth Errors
Year Spring Autumn Absolute value = Relative value
forecast forecast (p-p.) (%)
2018 3,9% 3,6% 0,3 -7,7%
2019 3,8% 3,7% 0,1 2,6%
2020 3,7% 3,5% 0,2 5,4%
2021 3,7% 3,5% 0,2 5,4%

Source: Calculations of the FC; Data: MF

The lowered expectations for the country are in line with those for the European economy.
The projections for a decrease on European level are the same as those of the OECD forecast,
with the Bulgarian one slightly more optimistic (within 1 p.p.). A positive sign of the country's
development is that projections for real GDP growth remain well above the expected average
growth for the European economy (EU 28). At the same time, at the end of the period (2021), the
spring forecast predicts the same pace for the growth of the Bulgarian and the world economy,
while the autumn expects a slowdown of the Bulgarian economy compared to the world
economy.

Graph. 1. Expected Economic Growth
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With regard to the global economy, projections remain close to the spring forecast, with a
fall from 3.8% to 3.7% in 2020. Global growth expectations for 2018 and 2019 amounted to
3.9% and were more optimistic than the OECD forecast of 3.7%, with the latter based on a high
level of widespread uncertainty.

In the autumn macroeconomic forecast, the USD/EUR exchange rate is expected to decline,
with expectations revised. While the spring forecast envisions 1.23 USD/EUR for the entire
period, the autumn forecast is based on 1.19 USD/ EUR for 2018 and 1.16 USD/EUR for the
remaining period until 2021. The Brent Crude price forecasts are significantly higher. The spring
forecast predicts annual growth of 17.6% (from 54.4 USD/barrel to 64.0 USD/barrel), while the



fall forecasts an increase of 13.8 p.p. to 31.4% (71.5 USD/barrel). The error in relative value
equals to 78.4%. A stronger dollar has a further negative impact on fuel prices. The forecasting
errors are significant but difficult to predict due to the high volatility in the foreign exchange
market and commodity markets.

Despite the strong performance of private consumption in the first half-year, due to the
expected deceleration in the second half of the year, the forecast reported a decline of 0.2 p.p.
compared to the spring forecast - from 5.0% to 4.8%. However, projections for the remainder of
the period suggest a significant increase in consumption. In 2019, for example, expectations rose
from 4.9% in the spring forecast to 5.4% in autumn. These 0.5 p.p. are equal to a 10.2% error in
relative size, but there is no detailed justification for this estimation. On the contrary, the
expected negative impact on the consumption of the slowdown in employment growth is
supposed to be taken into account.

The forecast for fixed capital investment in 2018 is significantly revised. The Fiscal Council
has expressed doubts about the accuracy of the projections in its position on the spring forecast.
In the autumn forecast the expectations dropped to 8.9% (versus 10.1% in the spring one). The
change of 1.2 p.p. equals to an error of 11.9%. The current forecast is closer to the Fiscal
Council's expectations.

Graph. 2. Expected growth in fixed capital investments
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While in the spring forecast export growth is projected for 2018 compared to 2017, this
trend is opposite in the autumn forecast. The effect of the negative value of net exports in 2018
is considered. The expectations are for slowing this negative effect towards the end of the period
(2020-2021) and to reach levels of 1.1 p.p. Growth rates for both export and import are lowered
compared to the spring forecast. However, the growth of import is expected to exceed the



growth of export. The forecast for export and import change is consistent and meets the
expectations of the external environment, resulting in a slight increase in the negative trade
balance at the end of the period.

The current account trend is identical in the spring and autumn forecasts, but there is a
significant difference with respect to the expected values. While significantly higher figures are
expected for 2018 and 2019, a gradual reduction of the surplus and a deficit of 0.3% at the end
of the period is projected in the coming years. Significant increase in the amount of expected
foreign direct investment is observed but there is no detailed analysis and argumentation for
such a trend.

There is a decline in the unemployment rate in Bulgaria in accordance with the global
trend. It reaches 5.4% - below its historic minimum of pre-crisis levels. In these conditions,
however, the leading challenge for the business is to assure the provision of human resources
with the necessary quantity and quality, with the levels of shortage permanently exceeding the
pre-crisis levels in all sectors. Unemployment is expected to fall to 4.0% at the end of the period,
with a significant change from the spring forecast of 1.4 p.p. In order to identify the risk of
overheating an in-depth analysis of the labour market is needed. In terms of compensation for
employees, the autumn forecast is revised downwards in 2018 and upwards in 2019. The
projections for 2019 are based on the increase in the minimum wage, the wages in the education
sector and the wages in the budget sphere. The forecast projects that the dynamics of wages
growth will exceed the growth of the labour productivity. Efforts should be made to increase the
qualification, which will improve the quality and, accordingly, the efficiency of the work. This
approach would be more successful than looking for a quantitative solution. The increase in the
compensation of employees in 2019 corresponds to expectations of growth in consumption.

Graph. 3. Trends in unemployment
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In view of the rising prices of energy commodities and raw materials, the expectation of
the annual average inflation rate was revised upwards from 1.8% in the spring forecast to 2.7%
in the autumn. In the same direction, expectations are also updated until the end of the period,
and by 2021 the deviation is 0.2 p.p.

In the monetary sector, there is a significant acceleration in consumer and mortgage loans
to households, doubling the size of the spring forecast. However, a significant decline is expected
in 2019, linked to the payments of residual amounts allocated under the National Energy



Efficiency Program for Multifamily Residential Buildings. Growth is expected to follow in 2020
but at the end of the period it is slowing down. The forecast predicts the likelihood of the
slowing to be more significant as a result of banks' actions to improve assets. In the same
direction, but to a lesser extent, is moving the lending to companies. Unlike households, firms
are experiencing steady growth within each year of the period.

The evaluation of the macroeconomic risks in the autumn forecast is mainly related to the
unstable geopolitical situation and the growing number of protectionist measures. While the
spring forecast does not include the US President's messages, the autumn mentions the risk of
effects of "trade wars."

The main risks for Bulgaria are directed both to exports and to the provision of raw
materials in the required quantity and quality. A serious challenge is the uncertainty about the
Turkish lira, which is an obstacle to the long-term planning of trade relations. The devaluation of
the Turkish currency limits the competitiveness of Bulgarian export. Export is further
endangered by the uncertainty about the conditions under Brexit will take place.

The uncertainty and the intensity of increasing political, commercial and financial risks
worldwide are an indicator of slowing global economic growth.

1.2. Conclusions

The macroeconomic forecast for the period 2018-2021 is in line with the current
expectations for the development of the international economic environment. The forecast for
the main macroeconomic indicators is realistic, with the exception of some of the estimates for
the current year, where opposite trends are observed.

It is difficult to compare the forecasts with those of other financial institutions due to lack
of ones with the same timing or content. Projections in the autumn forecast are similar to those
of the July and October OECD forecasts. There are some deviations from both the spring forecast
and the OECD forecast, which are not so significant. Various risks have been reported, but
predictions in the autumn forecast are less unfavourable than the OECD forecast.

With regard to price stability as convergence criteria, compliance with which is a
prerequisite for joining the euro area, the inflation forecasts should be carefully analyzed and
the risks associated with meeting this criteria examined.

The economic growth may be negatively impacted by uncertainties and rising risks both in
Europe and the world. These trends represent a significant challenge for the consolidation of the
stability of public finance around the world.

The Fiscal Council considers that there are no significant arguments to expect such an
increase in national investment, as is the case for foreign direct investment. On the contrary,



difficulties in providing human resources may appear as a factor limiting investment. This is also
a major risk for the implementation of the macroeconomic scenario, both in the short and
medium term.

For the period 2019-2021, most indicators are changing in sync, and this is particularly
evident for labour and consumption indicators.

The Fiscal Council considers that publishing a wider macroeconomic forecast with a
higher number of indicators would be a positive factor allowing for higher quality fiscal analysis.

1.3. Statement

Based on the presented analysis, the Fiscal Council finds that the autumn macroeconomic
forecast for 2018-2021 is in line with the expectations for development of the external and
internal environment, the possible risks as well as the main expectations of the financial
institutions.

II. Assessment of the Updated Medium Term Budget Forecast for the
Period 2019-2021

2.1. Assessment of the Fiscal Stance for the period 2019-2021

The assessment of the fiscal stance is obligatory in the analysis of the fiscal situation in the
country and is used as a decision-making bases on the direction and impact of the government's
fiscal policy depending on the economic cycle. Economic theory recommends pursuing a
stabilization policy, namely, countercyclical policy (countercyclical fiscal policy). The reasons for
this are based on the fact that the economic stability and limited cyclical fluctuations contribute
to long-term economic development, stimulate investments and provide good conditions for
growth and employment.

The fiscal stance is assessed according to the change in the structural balance compared to
the level of the economy versus the potential. This is because the difference between the actual
product and its potential value (the value of the product achieved in optimal employment and
the full capacity of the production factors) is measured by the deviation from the potential GDP.
The change in the structural balance, in turn, shows the direction of government policy, as the
structural balance is that part of the general budget balance that reflects government discretion.



Fig. 4 Structural Balance
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In this section, the fiscal stance will be assessed, without here detailing the (1)
macroeconomic developments that are presented in a separate section when assessing the
macroeconomic forecast, (2) the budget balances presented in the assessment of the fiscal
forecast and the assessment of fiscal rules and (3) the development of debt indicators, which are
also subject to separate presentation. It should be considered that the general budget balance,
although is a very important indicator for the fiscal stance, is not sufficient for an adequate
assessment of the fiscal policy. Also, in some cases, a structural adjustment may be necessary,
although that the stabilization is not a problem, as high taxes can destabilize the labor market
and savings, while government spending may be less effective. Therefore, an important issue is
the adequate structure of the economy.

The EC report on the macroeconomic imbalances for Bulgaria in March 2018 notes that
the economic growth of the country, albeit significant, does not support accelerated convergence
towards the EU. Fiscal governance creates space for addressing economic and demographic
challenges and implementing structural reforms while improving fiscal governance, notably
with regard to tax collection and tax administration efficiency, is still forthcoming. There are no
indicators for assessment of the cost efficiency in the public sector as well as mechanisms for
tracking the results of medium-term planning. There is an improvement in the performance of
the financial sector, although there are still some problems. State-owned enterprises still pose a
serious risk to public finances and fiscal governance, and these businesses are rarely subject to
professional management and rules to ensure transparency and independence in the decision-
making process. There are challenges ahead the development of a number of sectors -
Innovation, Energy and Infrastructure Development.

The economy of Bulgaria has grown steadily in recent years, as the growth is mainly due to
increased domestic demand. After 2015, the economy grows by more than 3% per year, with
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real economic growth of 3.6% in 2017, according to NSI latest data. Growth in domestic demand
is determined by an increase in household disposable income and an increase in public sector
consumption. Investments, albeit slowly, is recovering due to improved EU funds absorption and
start-up of new projects. These factors will continue to impact in the medium term.

Potential GDP is also expected to grow by about 3.5% a year, with growth being limited by
a slight increase in capital and labor. On the other hand, the importance of total factor
productivity is growing as a growth factor for the potential product. According to EC estimates,
the contribution of capital accumulation to potential GDP growth has been at its lowest level for
the last decade.

In public finance, fiscal consolidation has been going on in recent years and the outlook is
expected to remain positive over the projection horizon. The general cash-based balance for
2018 is expected to be 0.55% of GDP. In case of reported surpluses for three consecutive years
and the anticipation of an upward trend in the economy exceeding potential in 2019, a CFP
deficit is planned at 0.5% of GDP. The next 2 years are projected to reach a zero balance.

For the General Government sector, the expectations are also for a budget deficit in 2019
(-0.2% of GDP) and then a surplus of 0.5-0.6% of GDP at the end of the period (2020-2021).
Regarding the Structural Balance, a deficit is also planned in 2019 amounting to 0.3% of GDP
and surpluses of 0.4% of GDP for 2020-2021. The medium-term budgetary objective remains as
defined under the MTBF at -1% of GDP, given the lower level of consolidated debt, which is
expected to reach 17.7% of GDP at the end of the period.

Based on data in the UMTBF and the Government Convergence Program, as well as its own
estimates, the fiscal stance of Bulgaria for the period 2012-2021 is presented in the following
graph:

Graph. 4. Fiscal Stance of Bulgaria for the period 2013-2021
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In 2018 the fiscal policy objective is a nil balance of the General Government Sector. In
structural terms, the balance is also estimated to be 0% of GDP when forecasting the potential
output of the economy. The UMTBF for 2019-2021 it is already expected that this year the
output gap will be positive and the structural balance will amount to 0.4% of GDP with a fiscal
expansion of 0.7 p. p. In 2019 the positive output gap is expected to reach 0.3%, but the budget
balance is negative (-0.2%) and the structural deficit amounts to 0.3% of GDP, i.e. talking to a
slightly pro-cyclical fiscal policy. An anti-cyclical fiscal stance is already planned in 2020. No
structural balance changes are planned in 2021. This talks about expansion in the conditions of a
slight overheating of the economy in 2019 instead of restriction. The Fiscal Council believes that
fiscal authorities should focus on budget policy towards a reduction in the economic
cyclicality, such as increasing structural surpluses and withdrawing resources from the
economy, as overheating can have negative consequences.

From the review of the fiscal stance, it can be concluded that in this forecast Bulgaria
envisages a pro-cyclical, close to a neutral fiscal stance for 2019, an anti-cyclical fiscal stance in
2020 and a neutral fiscal stance in 2021. In practice this means that the actions of the fiscal
authorities are broadly in line with the economic cycle in the long term, with procyclical impact
on the economy in 2019. If the overheating trend at the end of the projection period is
maintained in the next projections, provision should be made for cooling, and the government is
advised to start exercising more serious restriction through its discretionary measures to avoid
procyclicality. The Fiscal Council recommends that consideration be given to tightening fiscal
policy as early as next year and monitoring the change in the output gap for undertaking
adequate and timely measures.

2.2. Analysis of errors

In comparison with UMTF and MTF for 2018, the most significant errors is observed in
terms of capital expenditures in the direction of decrease to a nominal amount of BGN 1362,3
million or close to 1,5% of GDP. The current expenditure also shows a significant increase,
mainly for subsidizing the Power System Security Fund, but the revenue side also provides for
such additional revenue.

In this part the Fiscal Council compares the indicators of revenues, expenditures and
budget balance adopted with the state budget laws for the last 5 years. The errors are presented
in the tables below.

12
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Tabl. 2. Errors for fiscal indicators for 2014-2018

2014 30886 29409 | -1477 -4,8% | 32358 32482 124 0,4% -1472 -3073 -1601 108,7%

2015 30348 32200 1852 6,1% | 32842 34685 1843 5,6% -2494 | -2484 9 -0,4%

2016 33018 33959 942 2,9% | 34818 32491 -2327 -6,7% -1800 1469 3268 | -181,6%

2017 35440 35317 -123 -0,3% | 36770 34471 -2299 -6,3% -1330 846 2176 | -163,6%

2018 38214 39204 990 2,6% 39314 38613 -701 -1,8% -1100 591 1691 -153,7%
Source: MF, Translation: FC

Tabl. 3. Errors for fiscal indicators as percent of GDP for 2014-2018

2014 37,9% 35,2% -7,1% 39,7% 38,8% -2,1% -1,8% -3,7% | 103,6%
2015 36,8% 36,4% -1,3% 39,9% 39,2% -1,7% -3,0% -2,8% -7,3%
2016 37,4% 36,1% -3,5% 39,4% 34,5% -12,5% -2,0% 1,6% 176,5‘%-)
2017 37,4% 35,0% -6,6% 38,8% 34,1% -12,1% -1,4% 0,8% 159,6‘%;
20182 36,5% 36,3% -0,7% 37,6% 35,7% -4,9% -1,1% 0,5% 152,0‘%-)

Source: MF, Translation: FC

As can be seen from the table in 2016, 2017 and 2018, the Consolidated Fiscal Programme
balance is planned to be a deficit, but surpluses are subsequently realized, with a significant
percentage of errors. For example, revenue reported exceeds the projected nominal value (2.9%
in 2016 and 2.6% in 2018), but in fact, as a percentage of GDP, falls (-3.5% in 2016 and -0.7% in
2018). The reasons for the surplus realized in 2016 may be somewhat due to the conservative
GDP growth projection which turned out to be higher than originally expected, but on the other
hand it sees that in 2016 and 2017, there is a significant non-fulfilment of the planned costs
(more than BGN 2 billion). As of September 30, 2018, a positive budget balance of 2.5% of GDP is
observed under the Consolidated Fiscal Programme and a surplus of 0.5% of GDP is planned
towards the end of the year.

When analyzing the accuracy of the forecast more important is the analysis of the accuracy
of the revenue rather than the expenditures. The reason is that the revenue assessment is elastic
to macroeconomic assumptions to a greater extent, and revenue policy often makes more
serious changes between individual budgetary documents. Expenditures are a bit more inert,
and less often happen to adjust to the business cycle as well as to adjust downwards.

In our view, surpluses are not a negative trend at a time of positive economic cycle, but we
recommend coinciding with the medium-term budgetary objectives pursued. Obviously, the
economy does not need fiscal injections at the moment, and it suggests keeping a neutral or even
restrictive fiscal policy.
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2.3. Compliance with Fiscal Rules

The Fiscal Council notes that fiscal rules under the PFA are respected in the budget
forecast, which is a factor for achieving a sound budgetary position and good fiscal
governance. In some cases, there is a deviation from the rules in some fiscal years. For the
moment, this is not systematic, but we do recommend careful monitoring of the fiscal rules,
especially as regards the expenditure rules, even with the ongoing budget implementation.

2.3.1. Motives

The purpose of this chapter is to assess the consistency of the projections with the
numerical constraints on the medium-term budgetary objective, budget, debt and cost
constraints.

It should be recalled that Bulgaria is obliged to comply with the requirements of the
Preventive part of the Stability and Growth Pact, which includes defining and achieving the
medium-term budgetary objective, respecting expenditure constrains and preparing
convergence programs for non-euro area countries.

The following data were used to assess compliance with the fiscal rules:

- The Medium-Term Budget Forecast, the updated Medium-Term Budget Forecast and
Bulgaria's Convergence Program for 2019-2021, including information on the General
Government sector and CFP on a cash basis and the autumn macroeconomic framework;

- NSI Statement of Revenue and Expenditure of General Government for 2017;

- Appropriate assessment of discretionary government measures;

2.3.2. Budget Balance Rules

Medium-Term Budget Objective (MTO) and Structural Balance

Bulgaria's medium-term budgetary objective is defined in structural terms for the General
Government Sector in Art. 23 of the PFA. It should not exceed 0.5 per cent of the Gross Domestic
Product. The medium-term budgetary objective for the structural deficit on an annual basis may
exceed 0.5 per cent of GDP but no more than 1 per cent, provided that the General Government
Debt is below 40 per cent of gross domestic product and the risks in terms of the long-term
sustainability of public finances are low. Due to the low General Government Debt Ratio (below
40% of GDP) it is assumed that the MTO of Bulgaria for the period of the analyzed Medium-Term
budget forecast is -1% of GDP.
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Structural Balance is calculated in compliance with the Commonly agreed methodology for
cyclically-adjusted budget balancel. In the calculation of the structural balance, the budget
balance is cleared by the cyclical impact of economic activity and by the effect of the one-off
government measures. As a result, the Structural Balance reflects government policy and is an
accurate indicator of the effect of government action on the economy.

Graph. 5. Structural Budget and MTO
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As shown by Graph. 5 Bulgaria has fulfilled its MTO as early as 2016. For the last reporting
year 2017, the Structural Balance is 1.1% of GDP, wich is significantly above the MTO of -1% of
GDP, and no adjustment to the Structural Balance is needed at this stage. The Government,
through its discretionary measures, has been conducting a restrictive fiscal policy by
withdrawing through taxes and other budget revenues more resources from the economy than it
has added through its costs.

For the whole projection period is expected that the MTO will be implemented, as the
Structural Balance is expected to be between -0.5% and 0.5% of GDP.

General Government Deficit and Cash Balance

According to Art. 25, para. 2 of the PFA, the General Government deficit on an annual basis,
calculated on the basis of the methodology of the European System of National and Regional
Accounts of the Community, may not exceed 3 per cent of GDP. According to Art. 27, para. 4 of
the PFA, the annual budget deficit of the consolidated fiscal program, calculated on a cash basis,
can not exceed 2 per cent of gross domestic product. This fiscal rule is national and its
compliance is the result of specific national legislation without analogy in European documents.

! For additional information:
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Graph. 6. General Government Balance and CFP (% of GDP)
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For 2017, the budget balance on a cash basis and the General Government balance are 1%
of GDP, well above the ceiling of both fiscal rules. This is a positive sign of fiscal policy, although
the general balance is rarely used to assess fiscal policy.

With regard to the General Government balance for the forecast period, according to the
autumn forecast, the balance of the sector is positive — a zero balance of 2018 is expected, a
small deficit of 0.2% in 2019 and surpluses of around 0.5-0.6% after this. The CFP balance is also
below the 2% deficit, albeit negative, compared to the balance of the sector. The reason for these
differences comes from the positive effect of some of the enterprises involved in the sector,
especially the Bulgarian Deposit Insurance Fund. It gives the impression that often the general
budget balance is planned in a more conservative manner than it is when implementing the
budget. It should be noted that large budget surpluses are not always an attribute of an effective
fiscal policy, especially if they are not in line with the economic cycle.

2.3.3. Expenditure Rules

Rule for Expenditure share in GDP

This rule limits the so-called "Government size" or the size of the public sector. According
to economic theory, the larger size of the government reduces the potential for economic growth
and limits economic activity. Therefore too large a size is not desirable. The Government size
limit is imposed only on CFP's total costs (Article 28 of the PFA), but not for the General
Government sector, but the Fiscal Council nevertheless considers that this indicator should be
monitored in both scope.
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Graph. 7. Government Expenditure (% of GDP)
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For the reporting period until 2017 including, this spending rule was violated in 2014 and
2015. For the year 2017, total budget expenditure is around 35%. They keep their share of the
previous year. It can be concluded that the state does not put significant pressure on the
economy and the private sector.

The General Government expenditure projection is below the 40% of GDP limit. For the
projection period, it increased to 38% of GDP in 2019 and then again reduced to 35%. The share
of total CFP expenditure is also below the 40% threshold for the whole period considered. It
should be considered that in reporting data there is often a higher share of budget expenditure
compared to the forecast, which supports the thesis that conservative planning does not
correspond to a more expansive budget implementation whose outcome is higher than
projected costs, especially if there is a certain fiscal risk.

Expenditure Benchmark Rule

The Expenditure Benchmark is defined as the fiscal rule in the PFA, Art. 26, according to
which the annual growth of expenditure should not exceed the reference growth potential of the
Gross Domestic Product, the cost range and the methodology for calculating the reference
growth of the potential Gross Domestic Product being determined according to EC requirements.
Certain exceptions have been defined which allow for higher expenditure growth than the
reference.

It should be borne in mind that, according to the requirements of the Stability and Growth
Pact, countries that have achieved and exceeded their medium-term budgetary objective are not
monitored to what extent they comply with the expenditure rule. However, the Fiscal Council
considers that compliance with the spending rule is an important condition for achieving long-
term stability with regard to fiscal targets.
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The Fiscal Council has only publicly available data that is not enough to make a self-
assessment to confirm compliance with the cost constraint.

Typically, the rule of Expenditure Benchmark is observed in forecast years, but not always
in reporting. This suggests that the budget forecast is being prepared, taking into account the
reference cost growth, but the implementation process allows expenditure to be increased more
than planned. It should also be borne in mind that the expenditure rule is very much influenced
both by the smoothing of capital costs and by the amount of European expenditure covered by
EU revenue which is excluded from its calculation. From this point of view, the quality of their
planning is very important.

An important condition is also the qualitative definition of discretionary revenue
measures, since according to a calculation methodology the total cost is adjusted with them.
Accurate calculation of the effects of discretionary measures can have a significant impact on the
accuracy of the indicator and compliance with the rule.

2.3.4. Debt Rules

The fiscal rule for limiting the share of the consolidated debt of the General Government
sector is stipulated in Art. 29 of the PFA according to which the nominal amount of the general
government consolidated debt at the end of each year may not exceed 60 per cent of gross
domestic product. This rule is also one of the main requirements of the Stability and Growth
Pact.

Consolidated debt is tracked only for the General Government sector, although in the PFA
there are rules and limitations also for the debt of social security funds and the municipal debt.

Graph. 9. GG Consolidated Debt (% of GDP)
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Currently, there is no serious risk of breaching the fiscal debt rule of the sector. The
share of consolidated debt in GDP is significantly below 60%. An essential condition for
managing the risks to long-term fiscal stability is to monitor fiscal sustainability indicators and
to monitor debt dynamics.

2.3.5. Conclusions

After analyzing compliance with fiscal rules and constraints, it is concluded that they are
generally complied with in the 2019-2021 budget forecast. The risks of non-compliance are
small and the forecast is prepared in compliance with them. Particular attention should be paid
to the accurate implementation of the forecast as well as the quality of the information regarding
discretionary revenue measures.

2.4. Analysis of government revenue

The precise forecasting of tax revenue is critical to ensure the objective of a balanced
budget and/or a limited need for deficit financing. The forecast should be based on the real
potential for tax collection in the previous year and should follow the macroeconomic
development of the economic environment. The aim is to have maximum comparability between
the macroeconomic forecast and the estimated revenue, thus giving a quantitative dimension to
the risks for the collection of revenues over the year.

The tax policy of the Republic of Bulgaria is oriented towards securing macroeconomic
and fiscal stability in the medium and long term as well. It also aims to secure the necessary
financial resources for the implementation of the fiscal policy of the government while being
predictable in order to promote investment activity by maintaining low tax rates. There are a
number of administrative reliefs that improve the business environment.
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Graph. 9. Structure of Revenues
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Despite growth in nominal value, as a share of GDP, revenue declined from 37.7% to
35.8% in the projected period. The revenue from taxes and social securities in the period 2019-
2021 is expected to maintain levels from 29.7% to 28.9% of GDP which are close to the usual
values for the current tax system. The Fiscal Council considers that the projected revenues for
2019 are underestimated. The use of a conservative method in the assessment of revenues has a
positive effect, but the deviations between project and report in recent years are significant.

Graph. 10. Revenue from tax and social securities by aggregates (% of GDP)
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UMTBEF envisages that total revenue under the CFP will reach 43.86 billion BGN in 2019
and revenues from tax and social securities of 34.55 billion BGN. Revenues and grants increase
by 11.9% in total compared to 2018 and tax social securities revenues with 7.7%. The increase
in non-tax revenues and grants is significant - over 30%.

20



I“ Fiscal Council
) of Bulgaria

Graph. 11. Changes in revenues by types of taxes, billions BGN

mmmE  Corporate taxes mmmm PIT mmmm Social securities mam VAT
[ Excises B Duties B Other taxes === Revenue and grants
5000,0
4.000,0
3000,0 .
2 000,0
1000,0 I
0,0 =
-1000,0 2007 2008 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
-2 000,0
-3000,0
Source: Calculations of the FC; Data: MF
Graph. 12. Changes in revenues by types of taxes, % of GDP
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A positive effect on the income from social securities is expected from the increase of the

maximum insurable earnings to BGN 3,000 (increase of the base by 15.4%), as well as the
increase of the minimum wage from BGN 510 to BGN 560 (increase of the base by 9, 8%). While
the first effect will lead to a minimal decline in revenues from personal income taxes and
corporate taxes, the second will have a positive effect on personal income taxes revenue and
more negative on income from corporate taxes. The positive assessment of the increase in the
minimum wage is estimated by revenues from the personal income taxes of BGN 19.8 million. A
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more significant contribution - BGN 23.1 million to the revenue from the personal income taxes
is the increase of the teachers' salaries. Regarding the revenue from securities a significant
change is the increase of the minimum insurance earnings for registered farmers and tobacco
producers from BGN 350 to BGN 560 (i.e. equal to the minimum wage).

Estimated VAT revenues for 2019 amounted to BGN 10,830 million, with a positive effect
of an increase in excise rates on tobacco products for heating (a positive overall effect of BGN 7.7
million - 1.3 million VAT and 6.4 million excise duties). A serious problem in Bulgaria is the
collection of VAT, which is a major source of budget revenue. According to the latest EC
assessments, the VAT tax gap in Bulgaria is 21% in 2015. This means that the government does
not collect a little over 20% of the value added tax due. This indicator puts the country at the
bottom of the ranking of European countries (the EU average is 12.8%). This shows that there is
room for improvement in tax collection.

Increasing budget revenue while maintaining the tax burden is linked to measures to
increase collection by tax fraud mitigation, preventing tax evasion and avoidance. A change to
the CITA is envisaged in accordance with Directive 2016/1164 against aggressive tax planning
that affects controlled foreign companies. Such a measure is also planned with the changes to the
LTFA against abusive tax relief for a main dwelling. Another change in LTFA is related to the
taxation of motor vehicles up to 3.5 tons.

Graph. 13. Changes in tax collection
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The focus of tax policy is on the effectiveness of revenue administrations by improving
collection and reducing administrative burdens on the business. Measures for reducing
administrative burdens are described in details; however, no significant measures to improve
collection are justified. It is possible that such measures are provided in the specific plans of the
relevant revenue administrations but are not detailed in the documents analysed.

Regarding the non-tax revenues, the implementation of an electronic system for collecting
the fees for use of the national road network on the basis of distance travelled for vehicles over
3.5 tons has a significant effect. For the year 2019 the expected revenues are BGN 215 million
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and at the end of the forecasted period they reach BGN 294 million. The increased revenues
from the Power System Security Fund to the amount of BGN 1,760 million are also significant.

The information available in the UMTBF suggests that the government continues to rely
mainly on the development of consumption as a source of economic growth and for providing
adequate revenue for the budget. However, indirect taxes related to consumption are
characterized by a high rate of tax avoidance. In the Services sector, there is also a negative effect
of undeclared income, which affects both the income from personal income taxes and the social
security contributions. For these spheres there are no legislative or other measures with
significant effect on the collection rate.

Revenue growth in the UMTBF 2019-2021 is in line with the macroeconomic assumptions
described in the forecast. The Fiscal Council reaffirms its position that the current tax and social
security system and structure in Bulgaria responds most appropriately to the objectives of
economic growth and higher employment.

2.5. Analysis of government expenditure

An assessment of the expenditure part of the MTBF 2019-2021 is based on the economic
cost structure, the analysis of the deviations between the planned and the reported level,
assessments of the cost-effectiveness of the results achieved by the systems and the quality of
the policy description.

As regards the macroeconomic parameters of the expenditure section, there is a
consistency in the policy followed and the already stated intentions. The budget reallocates
about 35-36% of GDP. The rule of government size is compliant and the public expenditures are
below 40% of GDP.

Graph. 14. Expenditure Structure by economic elements (% of GDP)
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Planned CFP expenditure for 2019 amounted to BGN 44 456.8 million, which compared to
the expected expenditure for 2018 represents an increase of BGN 5,843.7 million or more than
15%. For the next two years, it is also projected to increase costs but at modest rates (2% and
5% respectively). At the end of the period, the government expenditure will reach BGN 47 582.3
million.

Despite the annual increase in spending, expressed as a percentage of GDP over the period
2019-2021, the relative share of GDP is projected to decrease from 38.2% to 35.8%. The Fiscal
Council assesses positively the downward trend in the share of government expenditure
according to the economic cycle.

The budget has a structural problem about expenditure part in terms of the fact that the
current expenditure level is relatively constant over the last years around 30-31% of GDP. The
delay in the absorption of EU funds further increases the financial burden on the budget in the
coming years.

The Fiscal Council considers that the projected level of spending in the coming years is
rather optimistic and there is a lack of systematic explanation for the link between
measures on economic elements and the steps to be taken to achieve fiscal consolidation
at sectoral level.

The analysis of the deviations between planned and reported MTBF implementation
confirms the findings of traditionally good macro-level budget management. Overall, the fiscal
framework adheres to the fiscal targets set. The average nominal deviation for the period 2005-
2017 was 2.7%, while the average deviation calculated by the share of expenditure to GDP was
significantly higher - 10.6%. This difference is understandable and is a consequence of the
traditional approach of nominal targeting of government expenditures rather than of real size.
The average rate of divergence of current expenditure is 1.5% and capital expenditure is 6.6%. A
significant contribution to this larger nominal deviation between plan and report is due to the
last 2 years where, in 2016 the absorbed funds are nearly 37% less compared to expected and in
2017, 40% less than planned.

In current budgetary practice, the efficiency and quality of spending at sectoral level is not
guaranteed. A positive example is the project between the MoF and the World Bank to conduct a
review of public spending in certain sectors and municipalities. We encourage such reviews,
drawing on the experience of the international financial institution.

Incorporating more information in the presentation of spending policies, both fiscal
measures and key indicators for their implementation, will allow for the tracking of
policy progress and for more effective and efficient public spending management.

Among the stated priorities in the budget for 2019 are listed social policy, education,
defense and income policy.
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Tabl. 4. Expenditure Changes by functions 2018/2019, BGN, million
pnsolidated Progra e 018 019 o Je

Expenditure by functions 39,313.9 | 44,456.8 | 5,142.9 | 13%

I. GENERAL PUBLIC SERVICES 2,480.3 2,885.4 405.1 16%
II. DEFENSE 4,436.3 4,914.6 478.3 11%
III. EDUCATION 3,844.5 4,203.4 358.9 9%
IV. HEALTH 4,711.3 5,257.2 545.9 12%
V. SOCIAL PROTECTION 13,071.1 | 13,945.4 | 874.3 7%
VI. HOUSING, COMMUNITY AMENITIES AND

ENVIRONMENTAL PROTECTION 2,337.5 2,441.3 103.8 4%
VII. RECREATION, CULTURE AND RELIGION 659.7 707.4 47.7 7%
VIII. ECONOMIC AFFAIRS 5,916.8 8,150.9 2,234.1 38%
IX. OTHER EXPENDITURES 1,856.3 1,951.3 95.0 5%

*Data for 2018 are according to SBRBA 2018 Source: Calculations of the FC; Data: MF

The above table shows that the most significant increase in the following year is foreseen
for the "Economic Affairs" function (43% of the total cost increase), but is not mentioned as a
priority. The drastic increase in costs in this function needs from additional motivation.

Graph. 15. Expenditure by functions 2007-2021 (% of GDP)
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The expenditure structure shows that the share of the largest Social Protection function in
GDP declined to 11.5% in 2021. In 2019 increase their relative share in GDP in "Economic
Affairs" (by 1.5 p. p.), in "General Public Services" (by 0.2 p. p.), in "Health" (by 0, 1 p. p.) and for
"Defense" (by 0.1 p. p.).
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Current expenditures are six times higher than capital expenditures, and this is one of the
serious problems of the expenditure structure. Capital expenditure under CFP is arround of 5%
of GDP, but in 2019 an increase of 40% is expected. The planned expenditure increase by BGN
5.8 billion for capital expenditures will be close to BGN 2 billion (mainly under the function
"Economic Affairs").

Graph. 16. Current and capital expenditure dynamic (% of GDP)
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The increase in the share of capital expenditure in total expenditure is a positive
phenomenon - from 12.4% in 2018 to 15.1% in 2019, but the Fiscal Council consider that, this
increase in investments (almost BGN 2 billion) was mainly due to deferred infrastructure
projects that had to be implemented this year. The non-fulfillment of the capital program is
becoming a trend and is the main reason for the formation of surpluses for the past 2-3 years
with planned budget deficits.

Graph. 17. Capital Expenditure by plan and report 2008-2018r., BGN, million
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For the last 10 years, the capital expenditure exceeds their plan only in 2015, when it was
the last year for disbursement of funds under the operational programs from the 2007-2013
programming period. Over the all rest years there has been a failure, but the most significant has
been for the last 3 years. In our view, the planning of capital expenditure needs to be more
precise. The following graph shows the annual deviation in the expenditure implementation
over the projected in percentage.

Graph. 18. Deviation in expenditure performance 2008-2018
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We would like to express our support for the projected increase in pensions by 5.7% in
2019 and 2020, and in 2021 - by 4.6%, in view of the need for measures to keep the real income
of pensioners under the conditions of rising inflationary processes. We also approve the decision
to increase the maximum pension amount to BGN 1,200.

2.6. Discretionary measures

As required by Article 9 (2) (b) of Council Directive 2011/85 / EU of 8 November 2011,
Member States’ medium-term budgetary frameworks should include procedures for the
establishment of forecasts for all major expenditure and revenue items on General Government
for the fiscal year and for the years following it, on the basis of unchanged policies, and for this
reason the assessment of government discretionary measures is essential. This ensures that the
selected fiscal scenario can be assessed both for the impact of macroeconomic variables and for
discretionary changes in government policy.
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Revenue measures planned on an accrual basis amounted to BGN 2 499.8 million in total
for the period 2019-2021. The most significant discretionary measure is the introduction of a
toll charge and an electronic vignette with a total effect of 772.3 million for the forecast period.
Another BGN 615 million was received by the Electricity System Security Fund, BGN 413 million
were additional revenues from the income tax and social security contributions due to the
change of the minimum wage, the minimum insurance thresholds and the minimum insurable
earnings.

Other discretionary measures on taxes and social security contributions are related to an
increase in the salaries in the budgetary sphere and an increase of the maximum insurable
earnings from BGN 2 600 to BGN 3 000 in 2019, with an expected effect on the revenues from
the income tax and social security contributions of BGN 615.8 million for the forecast period.
The changes in the LTFA in relation to vehicle tax will have an effect of about BGN 20 million.
Other revenues are from insurance choices, the increase in the excise duty on a heated tobacco
product.

In terms of costs, discretionary measures planned on an accrual basis amounted to BGN
4,801.4 million total for the period 2019-2021, with only BGN 2 261 million in 2019 due to the
one-off costs of 615 million for the "Electricity Security System" Fund. The capital expenditures
amount to almost BGN 1 billion and are for the acquisition of military equipment and aircraft.
Approximately BGN 770 million are the costs of introducing the toll system, but absolutely the
same amount is included as revenue discretionary measures, which we think is a mistake or, if it
is not, needs a more detailed representation of exactly what revenue and / or costs are involved.
The other costs are current and are related to an increase in wage costs (wages, salaries of civil
servants and teachers' salaries), some retirement costs related to changes in the pension system,
social benefits, as well as insurance contributions after the increase in the minimum insurance
thresholds.

2.7. Fiscal decentralization

The draft of the State budget 2019 is proposing the amount of dimensions of the main
budgetary relations between the central budget and municipal budgets in the form of subsidies,
as follows:

e General grant for delegated activities - BGN 3 234 390,2 thousand.;

o Transfers for local activities, included general equalizing grant BGN 294 022,0 thousand
and transfer for winter maintenance and snow cleaning of municipal roads BGN 38 228,1
thousand;

o Capital expenditure grant - BGN 174 110,2 thousand.

In the period 2014-2019, gradual increase is reported in total amount of transfers as well
as by separate elements. In the period, the increase varies in the in the range of 4-15%, and the
most significant increase being reported over the past two years.
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However, the assessment of the implementation of the municipal budgets at the end of
each fiscal year takes into account the existence of revenues from extraordinary transfers, which
are approved and allocated in the course of the respective year. For instance, the review of the
decrees of the Council of Ministers for 2017 gives information the local authorities had received
additional transfers in total amount of BGN 243 million and the sum of annual transfer,
determined in the beginning of the year is BGN 154 million.

Because of the unclear amount of extraordinary capital transfers the risks regarding the
accuracy and the forecast of the municipal capital programme are generated. The funds from
extraordinary transfers could not be planned either in the budget or as sources of funding in the
municipal investment programme.

Graph. 19 Change of the main budgetary relations between the central budget and the municipal budgets
in the form of separate subsidies for the period 2014-2019
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* The data are according to the State Budget Act for the respective year. The additional extraordinary
transfers do not include in the calculation.

The proposed increase of the total amount of transfers for local authorities in the Draft of
the State budget 2019 is approximately 15% (based on the sum from 2018). Most significant
increase (by different types of transfers) is reported in general grant for delegated activities -
approximately 16%. Have to keep in mind that this is target transfer and funds from the subsidy
must finance specific costs. The increase of the sum of the total equalizing subsidy is
approximately 4% and of the sum of the subsidy for capital expenditure financing is
approximately 6%.
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Proposals in the mechanism for determining the main budgetary relations between the
central budget and the municipal budgets

The Draft of the State budget 2019 is proposing significant amendments at Mechanism for
determining the main budgetary relations between the central budget and the municipal
budgets in the form of subsidies for 2019. Most significant amendment in the mechanism is in
connection with determining the access to the general equalizing subsidy of the municipalities
(GES).

Access to general equalizing subsidy (GES)

It is proposed the access to general equalizing subsidy to be only for municipalities which
have permanent tax revenue as of 31 December 2017 per inhabitant lower than 120% of their
country-wide per capita (Tax revenue of a certain municipality < Tax revenue average for the
country x 1.2).

Based on this proposal, 19 municipalities will have no access to general equalizing
subsidy. Municipalities are as follow: Bansko, Burgas, Nesebar, Pomorie, Primorsko, Sozopol,
Tsarevo, Avren, Byala (Varna), Varna, Devnya, Kozloduy, Balchik, Plovdiv, Chepelare, Sofia, Elin
Pelin, Zlatitsa, Galabovo.

The criteria according to which the municipalities are classified in the group without
access to a general equalizing subsidy is, the so-called permanent tax revenue, which include the
revenue from: immovable property tax, transport vehicle tax, tourist tax, patent tax and tax on
taxi transportation. One of the most significant tax for the local budget - property transactions
tax, is not include in the methodology for determining the access to general equalizing subsidy
(in the last 5 years, revenue from this tax are near by 30% from annual local tax revenue).
Although, this type of tax is influenced by economic activity and by the status of the real estate
market, the revenue from property transactions tax is included annually in the municipal
budget. It is not enough clear, why this tax is not included in the scope of the elements in the
methodology. In the same time, the municipalities which reported good development in local
business environment and must to be motivated for efforts for improvement of tax collection,
and for the creation of a good business climate have been deprived, due to their substantial
income from property tax, from aid to ensure a minimum level of local services in municipalities.
We have to keep in mind that in a part of this municipalities, revenue from property tax, comes
mainly from the business line.

[t should be stress, in addition to tax revenues, part of the Bulgarian municipalities receive
significant revenue from concessions and rental income. Thereby, it leads to a different ranking
of municipalities in terms of their fiscal independence. In the hypothesis that analysis regarding
access to general equalizing subsidy is prepared based on total amount of own local revenue
(even with excluded household waste fee revenue), it is possible to have amendments in the
number of municipalities which will have access to the subsidy.
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The liabilities and debt obligations have no take in to account in the methodology for
determining the access to GES. Due to the limited access to GES it is possible to reach to
deterioration of creditworthiness of local authorities - the creditors had prepared the credit
analysis in the context of common access to the subsidy. The decrease of local revenue as a
result of lack of revenue from GES, could lead to increase of the debt service costs (in the part of
interest payments). The question about impact of the amendment of the local population in the
municipalities in the next years and about sustainability of proposed methodology stays open.

Additional risks arising from the restriction of access to the general equalizing subsidy are
the disruption of the balance of payments of local authorities, the risk of cash disruption and the
likelihood of a sharp increase in municipal debt to cover current expenditure. The accumulation
of overdue liabilities is not unlikely to appear. As it is known, the deadline for payment of the
most significant local taxes is the end of the month of April. Currently, the first part (50%) of the
total amount of the general equalizing subsidy is paid till 20th of January of the fiscal year this
practice prevents the risk of "temporary cash gap". The municipalities cover the current
expenditure, occurring in the first months of the year, when tax collection is still low, through
the funds from the subsidy.

It is a justified to keep access to general equalizing subsidy, leastways for first quarter, due
to protect the municipalities from fund shortage. The larger municipalities such as Burgas, Varna
and Plovdiv will rely on operational surpluses, but smaller municipalities such as Avren,
Pomorie, Kozloduy are facing the risk of balance of payments problems.

In addition, the indicator of limited access to the general equalizing subsidy, at first sight,
seems to be territorial rather than fiscal. A major part of municipalities, which have no access to
GES, are the Black Sea local authorities.

From theoretical point of view, deprivation of subsidy of the municipalities with higher
fiscal independent and most significant own revenue is justified. In assessing the financial
position of municipalities, however, a number of indicators should be taken into account. The
current proposal, based on only one indicator, does not take into account the risks of temporary
cash breaks and potential balance of payments problems. The positive, is that this amendment
will be in contribution of increase of the subsidy for poorest and most dependent of central
budget local authorities.

Amendments in the other criteria in the mechanisms to determine the amount of the general
equalizing subsidy

In the proposed criteria for determining the general equalizing subsidy, an additional
component of collection rate of property tax receipts is dropped. The proposal risks the
motivation of the municipalities to improve the collection of local taxes. The scope of the
additional allocation criteria for the general equalizing subsidy has been expanded by expanding
the cost-base basis and introducing a new component - a share of own revenue over total
revenue.

Amendments in the mechanism for determining the capital expenditure grant
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Regarding determination of the capital expenditure grant, two new components are
proposed, as follow:

B2 - an additional component of the capital expenditure grant, which provides the amount
of the subsidy, set in the State Budget Act of the Republic of Bulgaria for 2018.

B3 - it consists resource for helping municipalities of the 4th and 5th category to improve
the state of the social and technical infrastructure on the territory of the municipality. All
municipalities in the 4th and 5t category have access to this part of the subsidy, as approved by
the Minister of Regional Development and Public Works under Order N2 RD-02-14-2021 / 2012
(promulgated SG 66 from 28.08.2012, amended and supplemented, No. 73 of 02.09.2014, No. 75
of 27.09.2016) categorization of the municipalities in the Republic of Bulgaria, on the grounds of
Art. 36, para. 2 of the Administrative and Territorial Structure of the Republic of Bulgaria Act
and in connection with item 4 of Decision No. 921/2011 of the Council of Ministers defining the
criteria and indicators for categorizing the municipalities, mayoralties, regions and settlements
in the Republic of Bulgaria.

The proposal to extend the basis on which the capital expenditure grant is allocated is
positively assessed. Nonetheless, there is a lack of benchmarking that specifically identifies the
investment needs of municipalities (such as assessment of the capital needs, assessment based
on average GDP levels, local income per capita, unemployment rate, investment opportunities);
the underlying basis for determining the state of social and technical infrastructure is no enough
clear. Overall, the methodology becomes more complicated and less clear.

Summary and recommendations:

1. The increase in funds for transfers to municipalities, and in particular the
increase of funds for the smallest municipalities with limited revenues, is positively evaluated.
As a result, these municipalities become even more dependent on the central budget and there is
no increase in the level of fiscal decentralization.

2. The proposed restriction on access to the general equalizing subsidy for 19
municipalities is based on a criterion that is not comprehensive and it is not enough clear. The
proposal hides the risks of temporary cash breaks and balance of payments problems in
municipalities, as well as the risk of lower creditworthiness and increasing the risk profile of
local authorities’ vis-a-vis creditors and investors.

3. The level of collection of the property tax income is excluded from scope of the
criteria for allocation of the general equalizing subsidy. This, in turn, leads to risks of loss of
motivation to improve tax collection.

4. The expanded criteria for determining spending needs and the introduction of a
new component - a share of own revenue over total revenue are assessed positively.
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5. It is recommended to refine the amount of capital expenditure grant and to limit
the amount of extraordinary capital transfers in the course of the fiscal year. The aim is to better
plan both the investment program and the municipal budget.

2.8. Potential risks for the UMTBF 2019-2021

The assessment of fiscal risks during the preparation of the budget forecast limits their
negative impact and is part of good fiscal governance. Potential fiscal risks include the possibility
of deviation in the budget revenue and expenditure parameters from the projected levels. They
are usually circumstances known at the end of the forecast, which may have a significant effect
on the fiscal outlook but are not sufficiently defined in time or their amount is not clear to
include in the forecasts.

When assessing the risks to the forecast, it is advisable to assess the probability of the
occurrence of the risk events as well as its potential impact. Quantification of risks is usually
expressed as an effect on the budget balance (most often a deficit, as negative risk events are
usually assessed). It is also important to adopt a limit for assessing risky events, with events
with low probability of occurrence and low impact not usually assessed.

With regard to fiscal risks, some possible risk events are described in this forecast, but
their quantitative assessment is missing. Therefore, there is not a clear perspective on what the
reactions will be in case of a risky event. Overall, the risk management process is not in-depth
and methodologically justified, giving the impression of formal presentation. According to the
Fiscal Council, it would be good to have an estimate of at least 2 groups of risk events that, when
implemented, would expose the fiscal outlook to pressures: macroeconomic shocks, particularly
lower than expected GDP growth and unforeseen commitments. For each significant potential
risk event, the likely effect on the budget balance should be estimated.

State-owned enterprises in the real sector are a source of risk to the budget forecast to the
extent that they can generate losses in the event of financial difficulties or even bankruptcy that
the budget will have to cover. Therefore, the management of these undertakings should be
subject to strict principles. Efficiency requirements for the planning and spending of subsidies
provided are mandatory conditions for securing state support.

It is noticeable that the amount of funding for individual companies is kept on a regular
basis over the years, and if there are any increases, they are not fully motivated. Thus, it can be
concluded that the principles and methods for calculating state financial support (subsidies and
capital transfers) for state-owned enterprises are not very transparent. In our view, this support
should be determined by a methodology based on the real need for funding in the provision of
services at reduced prices or under unfavorable business conditions but not on the principle of
covering deficits in their activity. The state should not compensate businesses for poor
management.
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It is advisable to provide an assessment of the quality of the services provided as well as
options for alternative services where possible. Systemically loss-making state-owned
enterprises should either be rehabilitated or privatized. Their support in terms of permanent
losses is unacceptable. It is important to assess and analyze railway sector enterprises as main
recipients of government funding and those in the energy sector as the main risk to the budget.

Summary

1. Planning a deficit for the consolidated fiscal programme for 2019 and a structural deficit
whilst surpluses has been realized over the last three years and the positive deviation from
potential GDP is expected will have a pro-cyclical impact on the economy.

2. Significant errors between the planned and reported indicators of some budgetary
components are observed mainly due to understatement of revenues and overestimation of the
expenditure part. As a result unplanned surpluses are generated.

3. Discretionary revenue measures are positive; in the course of economic growth, revenue
seizures are further increased instead of being neutral or even negative. We would have agreed
to such a policy if the funds had been saved as a reserve for future fiscal sustainability during an
economic downturn. But a greater increase in discretionary spending versus discretionary
revenue shows that policy is not aimed at accumulation of reserves but at fiscal expansion,
which reduces the flexibility of the budget in the event of shocks.

4. Including more information in the presentation of spending policies - both fiscal
measures and key indicators to measure their level of implementation - is believed to allow
tracking of policy progress and more effective and efficient management of public expenditure.

5. Failure to meet capital expenditure plans due to delays in the realization of investment
projects co-financed under the EU Operational Programmes indicates a serious delay in the
absorption of EU funds and a possible risk of losing such funds. These concerns become more
important with the upcoming end of the 2014-2020 programming period.

Conclusion

The Fiscal Council expresses its positive opinion on the motives and the
proposals on the Draft State Budget Act 2019 and the Updated Medium-Term
Budgetary Forecast.

CHAIRMAN OF THE FISCAL COUNCIL OF BULGARIA:

PROF. BORIS GROZDANOV, PHD
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