EN

* K

»*
*

EO EUROPEAN
kol COMMISSION

Brussels, 7.3.2018
SWD(2018) 201 final

COMMISSION STAFF WORKING DOCUMENT

Country Report Bulgaria 2018
Including an In-Depth Review on the prevention and correction of macroeconomic
imbalances

Accompanying the document

COMMUNICATION FROM THE COMMISSION TO THE EUROPEAN
PARLIAMENT, THE COUNCIL, THE EUROPEAN CENTRAL BANK AND THE
EUROGROUP

2018 European Semester: Assessment of progress on structural reforms, prevention and

correction of macroeconomic imbalances, and results of in-depth reviews under
Regulation (EU) No 1176/2011

{COM(2018) 120 final}

EN



CONTENTS

Executive summary

1. Economic situation and outlook

2. Progress with country-specific recommendations

3. Summary of the main findings from the Macroeconomic Imbalance Procedure
in-depth review

4. Reform priorities

4.1. Public finances

4.2. Financial sector

4.3. Labour market, education and social policies
4.4. Investment and competitiveness

4.5. Sectoral policies

Annex A: Overview Table

Annex B: Macroeconomic Imbalance Procedure Scoreboard

Annex C: Standard Tables

References

LIST OF TABLES
Table 1.1: Financial soundness indicators - all banks in Bulgaria
Table 1.2: Key economic and financial indicators — Bulgaria
Table 2: Summary table on CSR assessment
Table 3.1: Macroeconomic Imbalance Procedure assessment matrix for Bulgaria
Table B.1: The MIP scoreboard for Bulgaria (AMR 2018) (1), (2). (3)
Table C.1: Financial market indicators
Table C.2: Headline Social Scoreboard indicators
Table C.3: Labour market and education indicators
Table C.4: Social inclusion and health indicators
Table C.5: Product market performance and policy indicators

Table C.é: Green growth

12

17

21

21
24
30
39
47

52

59

60

66

14
19
59
60
61
62
63
64
65



LIST OF GRAPHS

Graph 1.1:
Graph 1.2:
Graph 1.3:
Graph 1.4:
Graph 1.5:
Graph 1.6:
Graph 1.7:
Graph 1.8:
Graph 1.9:
Graph 1.10:
Graph 2.1:
Graph 4.1.1:
Graph 4.1.2:
Graph 4.2.1:
Graph 4.2.2:
Graph 4.2.3:

Graph 4.2.4:
Graph 4.2.5:
Graph 4.2.6:
Graph 4.3.1:
Graph 4.3.2:
Graph 4.3.3:
Graph 4.3.4:
Graph 4.3.5:
Graph 4.3.6:
Graph 4.3.7:
Graph 4.3.8:
Graph 4.4.1:
Graph 4.4.2:
Graph 4.4.3:
Graph 4.4.4:
Graph 4.4.5:
Graph 4.4.6:
Graph 4.4.7:

Graph 4.5.1:
Graph 4.5.2:

Real GDP growth by demand components

GDP growth and GDP per capita

Potential growth breakdown

Nominal wage growth in Bulgaria in comparison with wage benchmarks
Activity, employment and unemployment rates

Level of income inequality in EU, 2016

Current account developments

Net international investment position

Domestic credit growth

House prices overvaluation gaps

Overall multiannual implementation of 2011 - 2017 CSRs to date (1), (2), (3)
Tax revenue by main category

Public expenditure by category, average 2011-2015

NPLs share of total loans and advances, all banks

Private debt breakdown

NFC debt ratio against the fundamental-based benchmark (1) and prudential
threshold (2)

NPLs, share of total loans and advances - total, households and NFCs
Share of companies facing financial stress

Determinant of growth for financially and non-financially stressed NFCs
Population projections (2016-2080)

Employment by sector, year-on-year changes

Unemployment rate and potential additional labour force

Expenditure on and participation in activation measures, 2017

Early school leaving disaggregated by the urban status, Bulgaria and the EU average
Expenditure on health

At-risk-of-poverty or social exclusion rate, components

At-risk-of-poverty or social exclusion rate, age groups

Gross fixed capital formation as % of GDP

FDI'in NFCs by economic activity, 2016

Evolution of export market share

Quality and share of exports by category

Rate of change of ULC, breakdown

Real effective exchange rate based on ULC

Proportion of contract award notices where the negotiated procedures without prior
publication were used, 2013-17

Employment and value added in manufacturing 2009-2015

Air quality — PM10 concentrations in relation to the daily limit value in 2015 in the EU28

W N N o~ o0 00 O

10
12
21
22
26
27

28
28
28
29
30
32
32
33
35
36
37
37
39
39
42
42
42
43

45
47
50



LIST OF BOXES

Box 2.1: Tangible results delivered through EU support to structural change in Bulgaria
Box 4.3.1: Moniforing performance in light of the European Pillar of Social Rights

Box 4.4.1: Investment challenges and reforms in Bulgaria

Box 4.4.2: Policy highlights

16
31
40
44



EXECUTIVE SUMMARY

Bulgaria's strong economic situation could
facilitate structural reforms. Strong economic
growth and a sound fiscal position represent an
opportunity for structural reforms that could
accelerate catching up with the rest of the
European Union and reduce persistent high levels
of poverty and inequality. The economy's cyclical
upswing helped a solid labour market recovery, but
persistent skills shortages and mismatches require
a structural response. The authorities' response to
the challenges in banking and non-banking
strengthened the financial sector and these reforms
need to be completed to consolidate recent
progress. (V)

Economic growth remains robust, but catching-
up with the rest of the EU is slow. GDP growth is
estimated to have been 3.8 % in 2017, slightly
lower than 2016. The main engine of growth,
however, has changed from the external sector to
domestic demand as private consumption grew
stronger and investment growth turned positive. In
2018 and 2019, GDP growth is expected to slow
down somewhat but to remain strong, still mainly
driven by domestic demand. Despite the positive
economic outlook, convergence with the EU
average income slowed down again in 2017 as
growth in the rest of the EU has picked up.
Increasing the growth potential of the economy
could accelerate the catching-up process, but
moderate increases in capital and labour limit the
growth potential. Further gains in total factor
productivity, the main driver of potential GDP
growth since 2015, could be constrained by
relatively low investment.

Labour market conditions have recently
improved. Employment and activity rates have
increased, while the unemployment rate has
decreased substantially, to 6.3 % in 2017. Based

() This report assesses Bulgaria’s economy in the light of the
European Commission’s Annual Growth Survey published
on 22 November 2017. In the survey, the Commission calls
on EU Member States to implement reforms to make the
European economy more productive, resilient and
inclusive. In so doing, Member States should focus their
efforts on the three elements of the virtuous triangle of
economic policy — boosting investment, pursuing structural
reforms and ensuring responsible fiscal policies. At the
same time, the Commission published the Alert
Mechanism Report (AMR) that initiated the seventh round
of the macroeconomic imbalance procedure. The AMR
found that Bulgaria warranted an in-depth review, which is
presented in this report.

on 2016 data, the compensation of employees was
very low relative to the EU average. The strong
wage growth in 2017 will improve wages, but if
continued and not accompanied by similar
productivity developments it could lead to
competitiveness losses. Low educational outcomes
and inequalities linked to socio-economic
background represent major obstacles to human
capital improvement, with potential knock-on
effects on skill levels and the growth potential.

The fiscal performance remains sound creating
room to address economic and social challenges.
The general government budget remained balanced
in 2017 in both nominal and structural terms and
public debt decreased. The fiscal outlook remains
positive in the medium term with a small surplus
projected for 2019 and could be further reinforced
by improvements in tax collection, as planned by
the authorities. On the expenditure side, while
budget planning and execution are overall sound
and stable, there is room to improve efficiency and
monitoring of public spending to support economic
and social development and convergence.

The soundness of the financial sector continued
to improve despite remaining vulnerabilities.
Capital and liquidity levels have increased and the
quality of assets has improved. Profitability
remained strong. Households are among the least
indebted in the EU but non-financial corporations'
debt, and non-performing loans are still higher
than in peer countries, albeit decreasing. Still,
some vulnerabilities persist despite measures to
follow-up the banking and non-banking sector
reviews and increased supervisory efforts.

Bulgaria has made some progress in addressing
the 2017 country-specific recommendations.
Some progress was achieved in tax collection and
tax compliance, in stepping-up enforcement
measures to reduce the informal economy and
undeclared work,, in taking follow-up measures on
the financial sector reviews and in enhancing
banking and non-banking supervision, in
facilitating the reduction of non-performing
corporate loans, in improving the targeting of
active labour market policies and the integration
between employment and social services, in
improving the coverage and adequacy of the
minimum income, and in ensuring efficient
implementation of the 2014-2020 National Public
Procurement Strategy. Limited progress was made



in increasing the provision of quality mainstream
education, in particular for Roma, in increasing
health insurance coverage, in reducing out-of-
pocket payments, in addressing shortages of
healthcare professionals, and in establishing a
transparent mechanism for setting the minimum
wage.

Regarding progress in reaching the national targets
under the Europe 2020 strategy, Bulgaria appears
to be already ahead in reaching its targets for
reducing greenhouse gas emissions and increasing
the share of renewable energy. Measures have
been taken to improve energy efficiency but
energy consumption remained above the indicative
national targets. Bulgaria has made progress on the
employment rate and tertiary education, but the
targets are still to be met. The situation has
deteriorated regarding the targets on early school
leaving, poverty reduction and R&D intensity.

Bulgaria faces challenges with regard to a
number of indicators of the Social Scoreboard
supporting the European Pillar of Social Rights.
Whilst the high economic growth has translated
into improved employment outcomes, the levels of
poverty and income inequality remain very high
and active labour market policies are
underdeveloped. The education system does not
fully equip students with relevant skills and access
to quality education remains unequal. Moreover,
Bulgarians face difficulties in accessing healthcare
and housing. On the positive side, Bulgaria has a
low gender employment gap and an increasing
gross disposable household income per capita.

The main findings of the in-depth review
contained in this report and the related policy
challenges are as follows:

e The financial sector has been strengthened
overall, but vulnerabilities  remain.
Substantial effort has been made to improve
banking and non-banking supervision, with the
on-going implementation of the action plan for
banking supervision and the adoption of an
action plan for non-banking. Legislative
amendments introduced a somewhat tighter
risk management of related-party exposures in
the banking sector and a broader definition of
‘related parties’ in the non-banking sector, in
line with international standards. Further
measures which  remain to be fully
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implemented include dealing with exposures to
hard-to-value assets and in the insurance sector
with the treatment of specific reinsurance
contracts and the inadequate group level
supervision. In the pension funds sector, the
concentration of assets on the relatively illiquid
traded and non-traded domestic market, and
complex ownership and cross-ownership
structures require further monitoring.

e Despite the ongoing debt reduction, high
private debt is still a concern. High non-
financial corporations' debt could hamper
medium-term growth prospects. Problems with
the valuation of illiquid assets and the lack of a
deep secondary market for non-performing
loans constrain Bulgaria’s ability to reduce this
high corporate indebtedness.

e The reform of the insolvency framework
continues. Despite new legislation on business
restructuring, some elements of a functioning
framework are still missing. In particular,
Bulgaria lacks rules for granting a second
chance to consumers and entrepreneurs in a
reasonable timeframe following a bankruptcy,
and an effectiveness analysis of existing and
new procedures. Data collection in the field
remains a challenge.

e Despite solid labour market recovery
structural challenges persist. A shrinking
working age population, skills shortages and
mismatches, particularly in digital skills, and
high inactivity remain major concerns for
sustainable growth. Undeclared work continues
to distort the labour market. Active labour
market policies have low coverage and are
mostly focused on direct job creation and
employment incentives. The young, the low-
skilled, the Roma and the rural population face
particular difficulties in entering employment.
Measures addressing jobseekers' employability
and skills gaps are not sufficiently developed.
The minimum wage is still being adjusted
without a clear and transparent mechanism, in
part due to the current challenges in social
dialogue.

Other key structural issues analysed in this report,
which point to particular challenges for Bulgaria’s
economy, are the following:



The social protection system is insufficient to
tackle the significant social issues. The
percentage of the population at risk of poverty
or social exclusion is among the highest in the
EU particularly among the disadvantaged
social groups. The adequacy and coverage of
social assistance benefits are low and there is
no objective mechanism to update the benefits.
The flat personal income tax has a small
redistributive impact. Inequality of opportunity
in education, healthcare and housing remains of
concern. The provision of social services is
insufficient and their integration with labour
market services remains incomplete.

Recent measures aim to modernise the
education system, but challenges remain.
Educational outcomes are low and strongly
influenced by socioeconomic status. Early
school leaving is high and kindergarten fees
contribute to an unequal start in education.
Integration of Roma remains a major challenge.
A mechanism to identify out-of-school children
has been established, but measures to improve
school attendance and retention are still
limited. The insufficient labour market
relevance of vocational education and training
remains a challenge. Adult participation in
learning is insufficient to address the need for
upskilling.

Access to healthcare is limited by low and
uneven distribution of resources. Public
healthcare expenditure is very low, resulting in
a high proportion of non-reimbursed medical
expenditure. The number of medical doctors is
relatively high and their emigration has
decreased. However, district-level differences
in the distribution of doctors, and the low
number of nurses, remain a problem. Despite
improvement in recent years, the number of
Bulgarians reporting problems with accessing
healthcare is much higher than the EU average.

Efforts to improve the business environment
are ongoing. Businesses remain concerned
about corruption, institutional shortcomings
and insufficient labour supply. Several
multiannual projects reduced barriers to
investment but the speed of implementation of
the reforms is insufficient to catch up with peer
countries.  Slow  progress with  public
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administration reform, including e-government,
has held back the quality of public services.
Despite improvements in public procurement,
administrative capacity is still weak and the
measures included in the National Public
Procurement Strategy have not been assessed
yet. E-procurement is not yet fully in place and
the potential of central purchasing remains
untapped. The fight against corruption has been
hampered by the fragmented landscape of
corruption-prevention institutional structures,
and by procedural and legal obstacles to the
effective investigation and prosecution of high-
level corruption. Recent efforts to address these
issues still need to show concrete results.
Significant progress has been made towards
reinforcing the independence of the judiciary
but further follow-up is needed on this as well
as on addressing other shortcomings in the
judicial system, which weaken the business
environment and deter investment.

The fiscal performance is sound but there is
space to improve management and
governance. Improving tax compliance and the
efficiency of the tax administration remains a
key objective for public finances' sustainability
and the promotion of a socially fair and
growth-friendly economic environment. Fiscal
stability is supported by strong political
commitment and the currency board
arrangement, but checks-and-balances in the
fiscal framework are insufficient. Public
expenditure management is sound in terms of
monitoring and medium-term planning of the
main aggregates but is not governed by
performance goals or benchmarks. Enhancing
the operation of the Fiscal Council remains a
challenge. State-owned enterprises are a source
of economic and fiscal risks, as their corporate
governance structures are rarely subject to
professional management or rules that ensure
independent and transparent decision making.

Further challenges exist in specific sectors.
Shortcomings in the research, development and
innovation system limit its contribution to
productivity and growth. Reforms are still
needed in the energy sector to ensure a reliable,
competitive and sustainable supply of energy to
businesses and the society at large. The energy
saving potential remains untapped and air
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quality continues to give cause for serious
concern. Shortcomings in infrastructure are
reflected in the low effectiveness and
performance of the transport sector.



1 « ECONOMIC SITUATION AND OUTLOOK

GDP growth

Bulgaria’s economy is growing steadily, with
the drivers of growth shifting from the external
sector to domestic demand. Real GDP growth
was estimated at 3.8 % for 2017. Increases in
wages and improved household expectations had a
positive impact on private consumption, Public
consumption growth, was also stronger than in
previous years reflecting mainly higher spending
on wages and intermediate consumption.
Investment is slowly recovering from its 6.6 %
drop in 2016, as confidence is improving in the
business sector and implementation of EU funded
projects has re-started. Net exports, which
performed very well in 2016, lost momentum in
2017 as export growth slowed and higher domestic
demand fuelled a rise in imports. The difference
between actual and potential GDP, the output gap,
closed in 2017 and is set to turn positive in 2018.

exports’ contribution to growth is expected to
remain close to zero.

Convergence

Following relatively fast income convergence
prior to the crisis, catching up with the rest of
the EU has slowed down. The GDP per capita gap
with the EU average, measured in purchasing
power standards (PPS), closed by almost 13 pp.
between 2006 and 2017 (Graph 1.2). The process
of convergence slowed after the global crisis, but
has revived as growth gained momentum since
2014. Convergence with the EU and the euro area,,
however, has been slower than in other Member
States with broadly comparable levels of income at
the time of accession (e.g. Lithuania, Romania and
Poland). For that reason, Bulgaria’s distance in
terms of real income from some of its peers has
increased.

Graph 1.1:  Real GDP growth by demand components Graph 1.2:  GDP growth and GDP per capita
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Wage increases and faster implementation of
EU funds are expected to drive economic
growth in the medium term. Investment's
contribution to economic growth is set to
somewhat increase with faster implementation of
EU funds. Public consumption is forecast to grow,
mostly driven by the planned increases in public
sector wages in 2018. Wages will continue to have
a positive impact on private consumption but their
growth is expected to slow. Both export and
import growth rates are projected to drop and net

Note: GDP per capita adjusted for differences in price levels
(PPS: purchasing power standards)

2017-19: Winter forecast 2018 for real GDP growth, otherwise
Autumn forecast 2017

Source: European Commission

Potential GDP growth has benefited from
productivity improvements but is constrained
by modest capital and labour increases.
Potential GDP is expected to grow at an annual
rate of close to 3 % (Graph 1.3). Although above
those of many other EU Member-States, this rate is
below the potential GDP growth forecast for
several regional peers. The contribution of total
factor productivity (TFP) to potential GDP growth
has increased since 2014 and its importance is
growing, in contrast with the shrinking



contribution of capital accumulation, which is at its
lowest level in 10 years. Private investment did not
recover completely after the international financial
crisis and experienced a second drop in 2013-2014.
Despite the gradual recovery of public investment
which started in 2017, the capital stock is not
forecast to increase significantly in the medium
term due to a number of structural obstacles to
business and investment that will take time to
eliminate (see Section 4.4). Labour’s contribution,
although positive since 2015, remains subdued
reflecting the relatively slow increase in the labour
force (see Section 4.3).

Graph 1.3:  Potential growth breakdown
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Prices and wages

Prices are rising after a long period of deflation.
Annual consumer price (HICP) inflation was 1.2 %
in 2017 due to strong domestic demand, higher
administrative prices for utilities, and recovering
energy and commaodity prices. Inflation is forecast
to gradually increase in 2018 and 2019 to 1.4 %
and 1.5 %, respectively.

Strong wage increases have not yet created
inflationary  pressures.  Compensation  of
employees increased by 7.8% in 2017 and is
expected to grow 8.3 % in 2018. Unit labour cost
(ULC) in nominal terms increased by 4.6 % in
2017 (against 2.3 % in 2016). Real ULC growth
jumped from almost zero in the previous two years
to 4% in 2017. Nominal wage growth has been in
line with a stable evolution of cost competitiveness
(as measured by an unchanged real effective

1. Economic situation and outlook

exchange rate), but is faster than developments in
labour productivity, prices and the unemployment
rate would predict (Graph 1.4) (°) Moreover, wage
increases seem to have had so far no impact on the
domestic demand deflator.

Graph 1.4:  Nominal wage growth in Bulgaria in
comparison with wage benchmarks
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Labour market, poverty and social exclusion

Unemployment is falling mainly because of the
improved economic outlook. The unemployment
rate fell from a peak of 13 % at the end of 2013 to
just below 7% in 2016 and 6.3% in 2017.
Activity and employment rates increased
substantially in the last few years, recovering from
the sharp drop during the crisis period (Graph 1.5).
In 2017 the employment rate is expected to have
increased further and, for the first time since the
crisis, to reach a level close to the 71 % recorded
in the pre-crisis period. However, there is still a
sizeable potential labour force. Labour market
prospects are expected to remain positive but to
moderate somewhat in 2018 and 2019 due to
limited labour supply.

The impact of the positive labour market
performance is not evenly spread across the
population. In particular, people without a job for
more than a year, inactive young people, Roma
and those living in poorer regions and rural areas
continue to face significant difficulties in obtaining

(® As measured by the wage benchmark calculation. For more
details on the methodology see Arpaia and Kiss (2015).



work. The overall rate of young people not in
employment, education or training and the
proportion of the inactive population within that
group are still high. Skills shortages and
mismatches remain a challenge. The so-far low
participation in active labour market measures and
the limited focus on training do not help to
improve this situation.

Graph 1.5:  Activity, employment and unemployment
rates
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Structural labour market issues may hinder the
sustainability of economic growth in the
medium term. The shrinking working age
population is a long-term drag on the potential of
the economy (see above). Skills and qualifications
mismatches also hamper the functioning of the
labour market, despite a trend toward upskilling
(see Section 4.3). The levels of undeclared work
remain high (see Section 4.1), which has
considerable implications for fiscal revenue, labour
conditions and the adequacy of income after
retirement. Minimum wage setting is still not
based on objective socio-economic criteria.

Growth has not been inclusive enough to reduce
poverty and economic and social inequalities.
Bulgaria has one of the highest levels of poverty
and income inequality in the EU (see Graph 1.6
and Box 4.3.1). Close to one quarter of the
population have income below the "risk-of-
poverty" level. Extreme poverty, as measured by
indicators such as severe housing deprivation (°)

() This measures the percentage of the population in
households living in dwelling that are overcrowded and
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for families with dependent children, is decreasing
but remains among the highest in the EU. Market
income inequality for the working age population
is only slightly higher than the EU average.
However, the effect of taxes and transfers on
reducing inequality is among the weakest in the
EU. This is partly due to the relatively small
redistribution impact of the flat personal income
tax system, as well as the relatively low spending
on social protection and the absence of a
mechanism to better target and update social
transfers to the population in need.

Graph 1.6:  Level of income inequality in EU, 2016
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Inequality of opportunities is also high. Access
to social services is characterised by big
discrepancies between rural and urban areas, as
well as among regions. Poor education and health
of some groups, including Roma, form another
important driver of inequality irrespectively of the
region. Health inequalities, measured by the gap in
unmet needs for medical examination between the
highest and lowest income households, have been
declining in recent years, but remain above the EU
average. Another factor is the strong trans-
generational transmission of social and economic
conditions. Poverty among children with low-
skilled parents is 15 times higher than it is among

deprived, meaning there is no bath or toilet, the roof is
leaking, or the dwelling is considered too dark.



children with high-skilled parents (*). Similarly,
the socioeconomic background of parents seems to
have a strong impact on the educational
performance of students. The level of digital skills
is overall among the lowest in the EU and is very
diverse among different socioeconomic groups,
adding to social exclusion and inequality of
opportunities.

External position

The current account balance remains positive,
albeit decreasing. The current account balance is
estimated at around 3% of GDP in
2017 significantly lower from its 2016 peak of
5.3% of GDP. Growing demand from trading
partners is being outstripped by strong domestic
demand, leading to a higher increase in imports
than in exports in 2017. This trend is expected to
continue in 2018 and 2019, when the current
account surplus is expected to drop.

1. Economic situation and outlook

(mainly pension funds but also banks). Persistent
current account surpluses combined with a capital
account surplus and nominal economic growth
have also contributed to the positive NIIP trend
since 2009. Foreign direct investment (FDI) is the
NIIP's main source of finance.

Graph 1.8:  Net international investment position
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The net international investment position
(NIIP) has significantly improved in recent
years. From a very negative position of -95 % of
GDP in 2009, the NIIP improved to -47.7 %] of
GDP in 2017. This improvement is mainly related
to an increase in reserve assets, the reduction of
bank liabilities to parent companies and higher
holdings of foreign assets by domestic companies

(Y) The percentage of children of low-skilled parents at risk of
poverty is critically high, at 78.4% in 2016. This contrasts
with the relatively low poverty risk for children of high-
skilled parents of 5.4%.

External sustainability risks are expected to
decline further as the negative NIIP is shrinking
Based on current trends, by the end of 2018 the
NIIP is expected to be below the MIP threshold (-
35%), as well as the country-specific prudential
threshold for Bulgaria, estimated at -34 % of GDP
(see European Commission, 2016a). Taking into
account the fundamentals of the economy, to
maintain or to improve this NIIP level the current
account balance should be above -2.3% of GDP;
this is the so-called current account norm. (°) The
projected current account surpluses, well above
this norm, are paving the way for further
improvement in NIIP. The positive marketable
external debt position is an additional positive
indicator of the external sustainability. This is due
to the high share of net direct investment in NIIP
(Graph 1.8), as the high level of reserves (50% of
GDP in 2017, the highest level in the EU) offsets
corporate foreign debt liabilities.

(®) The current account 'norm' benchmark is derived from
reduced-form regressions capturing the main determinants
of the saving-investment balance, including fundamental
determinants (e.g. demographics, resources), policy factors
and global financial conditions. See European Commission
(2016a and 2017h).



Financial sector

Steady expansion of the balance sheet,
improved quality of assets and higher capital
levels characterise the banking sector.
Commercial banks’ total assets grew by 6.2 % at
end 2017, compared to 12 months earlier. Banks’
funding has been driven entirely by the significant
increase in deposits. Household deposits grew by
4.8. %, while the growth rate of non-financial
corporate deposits was 13.1% (BNB, 2017a).
Depositors showed sustained preference for
domestic currency. As a result of positive liquidity
developments, the loan-to-deposit ratio declined
further from 78 % in September 2016 to 74.8 % in
September 2017.

Banks' profitability remained strong in 2017.
There was nonetheless a decrease in pre-tax return
on equity from 10.4% in December 2016 to 9.3%
in December 2017 This high profitability may be
overstated because of accrued interest income,
which is not backed by cash inflows. These
interest accrual practices on impaired loans are
acceptable under International Financial Reporting
Standards (IFRS) but they increase the risk that, as
legacy assets are worked out, such high
profitability levels may not be sustainable. Profits
helped to strengthen the banks’ capital positions,
with the CET1 ratio increasing from 18.5 % in
June 2016 to 20 % in June 2017.

Table 1.1: Financial soundness indicators - all banks in

Bulgaria

(%) 2010 2011 2012 2013 2014 2015 2016 2017Q2

Non-performing debt 179 197 19.8 186 14.4 13.0 11.2 10.6
Non-performing loans - - - - 16.0 145 12.8 12.1
Non-performing loans NFC - - - - 20.7 23.1 211 19.9
Non-performing loans HH - - - - 174 16.9 139 13.1
Coverage ratio 42.0 44.4 49.4 53.0 48.9 50.1 513 51.6
Loan to deposit ratio* 1174 1076 1024 94.1 86.0 775 736 75.1
Tier 1 ratio 15.2 157 15.1 16.0 19.6 19.9 203 21.0
Capital adequacy ratio 174 176 16.6 170 215 216 215 222
Return on equity** 6.4 4.7 47 4.4 72 8.0 113

Return on assets** 0.8 0.6 0.6 0.6 0.9 1.0 15

* ECB aggregated balance sheet: loans excl to gov and MFI
/ deposits excl from gov and MFI
Source: ECB

The share of non-performing loans continued to
decline, but remains high. The ratio of non-
performing loans (NPLs), which is at 10.6 % of
gross debt as of June 2017 (ECB data), remains
much higher than the EU average of 3.5%. It has,
nonetheless, declined, from 12.3% in June 2016,

1. Economic situation and outlook

due to the falling volume of NPLs and the rising
total volume of loans®. In addition, the ratio of
loans with forbearance measures to total loans was
8 %, above the EU average of 2. 9%. Provision for
NPLs went up slightly, to 51.1%, between
September 2016 and September 2017.

The vulnerabilities from the level of NPLs is
partly mitigated by the higher levels of capital
and above average provisioning. Capital buffers
are comfortable overall, providing space for a
balance-sheet clean-up. However, not all banks
benefit equally from robust capital levels
(European Commission, 2017). Furthermore,
capital adequacy ratios alone will not provide
sufficient incentives to reduce NPLs. Other factors,
such as a functioning secondary market for loans,
adequate legal frameworks for foreclosure and
accurate valuation of collateral, are needed to
facilitate balance-sheet clean-up. In cases where
collateral is overvalued relative to its market
price ('), higher provisioning requirements could
encourage banks to work out NPLs. In this context,
implementing the IFRS 9 accounting regulation as
of January 2018 should help strengthen loan-loss
provisioning for some banks.

Lending activity picked up, with a shift in favour
of loans in leva (BGN). The total stock of private
sector loans increased by 7.2 % in November 2017
as compared to a year earlier, driven by a rise of
about 15 % in lending in BGN. Lending in euro
decreased by about 10 %. Lending to non-financial
corporations remained almost flat and was driven
by loans in BGN, while those in euros fell. The
stock of residential mortgage credit expanded by
about 7.8% y-0-y, supported by lending in BGN,
while its counterpart in euros declined. The change
in currency preference is somewhat counter-
intuitive, given the opposite shift in interest rates
for both deposits and loans. For all categories of
loans, interest rates for new business declined
more and to lower levels for loans denominated in
euros than for those in BGN.

(®) The BNB uses a more conservative definition of NPLs,
according to which the NPL ratio declined from 12.9% at
end-2016 to 10.2% at end-2017

() Anecdotal evidence from debt collectors suggests that there
could also be a gap between the value of collateral in the
banks’ balance sheet and the market price. This would also
hamper the development of a functioning secondary market
for NPLs.



Graph 1.9:  Domestic credit growth
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Asset prices have increased recently, without
signs of over-valuation so far. House prices
increased by 15.7 % in real terms between June
2015 and June 2017 (23 % in the capital, Sofia)
and by 7.2 % in the second quarter of 2017 alone.
Rapid growth was also seen in the domestic stock
exchange, with the main index, SOFIX, gaining
18 % in one year, as of mid-January 2018. The
recovery appears to be supported by fundamental
economic improvements, such as an increase in
disposable income, an improved labour market and
favourable lending conditions.

There are no signs yet of over-valuation of real
estate. Despite recent growth, house prices appear
to be in line with fundamentals (Graph 1.10).
Indicators of affordability and the return on
investment of owner-occupied houses remain well
below their long-term average. In particular, the
rapid increase in gross disposable income means
that the price-to-income ratio continued to fall in
2016. While the number of building permits has
increased rapidly in the first quarters of 2017, it
remains much lower than the pre-crisis levels. This
suggests that supply constraints may play a role in
the increase in house prices and that the economic
impact of this increase remains modest so far.
However, the recent pace of the increase and the
modelling uncertainty affecting the above-
mentioned indicators, call for continued close
monitoring of house price developments.

1. Economic situation and outlook

Public finances

Bulgaria has successfully consolidated its public
finances and budgetary developments are
expected to remain positive. The general
government budget remained balanced in 2017. On
the expenditure side, public investment started to
recover, despite the slower-than-expected progress
with implementing EU funded projects and public
sector wages increased. On the revenue side, taxes
and social security contribution revenue increased
and the recovery of transfers from the EU
outweighed the rise in expenditure . The structural
budget was also balanced in both 2016 and 2017.

Graph 1.10:  House prices overvaluation gaps
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The general government budget is forecast to
remain balanced in 2018 and to record a
surplus in 2019. A further rise in public sector
wages and investment is expected to be offset by
strong revenue performance. Higher wages in the
private sector and higher social security
contribution rates are set to have a positive impact
on public revenues. Revenue from indirect taxes is
also projected to increase, in line with higher
consumption and public investment.

The general government debt declined in 2017.
The drop to below 26 % of GDP in 2017 is due to
the positive impact of the primary surplus and debt
repayment (worth around 2 pp. of GDP) out of
accumulated fiscal reserves. The primary surpluses
and low interest payments projected for 2018 and
2019 are expected to lead to a further reduction in
the general government debt.



1. Economic situation and outlook

Table 1.2: Key economic and financial indicators — Bulgaria
forecast
2004-07 2008-12 2013-14 2015 2016 2017 2018 2019

Real GDP (y-0-y) 6.9 11 11 3.6 3.9 3.8 3.7 3.5
Potential growth (y-o-y) 6.2 1.8 1.6 3.0 3.0 3.2 3.3 33
Private consumption (y-0-y) 9.5 1.0 0.1 4.5 3.6
Public consumption (y-o-y) 2.4 -0.4 0.4 1.4 2.2
Gross fixed capital formation (y-o0-y) 16.5 4.3 1.8 2.7 -6.6
Exports of goods and senices (y-0-y) 15.0 2.9 6.3 5.7 8.1
Imports of goods and senices (y-0-y) 19.7 -1.1 4.7 5.4 4.5
Contribution to GDP growth:

Domestic demand (y-0-y) 10.8 -0.6 0.5 3.6 12

Inventories (y-0-y) 0.7 -0.7 -0.3 -0.1 0.4

Net exports (y-0-y) -4.6 2.2 0.9 0.1 2.3
Contribution to potential GDP growth:

Total Labour (hours) (y-0-y) 1.8 -1.0 -0.4 0.3 0.4 0.4 0.4 0.3

Capital accumulation (y-0-y) 2.0 2.0 1.1 1.0 0.7 0.7 0.8 0.8

Total factor productivity (y-o-y) 2.3 0.8 0.9 1.7 2.0 21 22 2.2
Output gap 1.5 0.1 -1.5 -14 -05 0.0 0.5 0.7
Unemployment rate 9.5 9.3 12.2 9.2 7.6 6.4 6.0 5.7
GDP deflator (y-0-y) 7.5 4.1 -0.1 2.2 2.2 0.6 2.1 2.1
Harmonised index of consumer prices (HICP, y-o0-y) 6.8 4.6 -0.6 -1.1 -1.3 1.2 1.4 1.5
Nominal compensation per employee (y-0-y) 8.6 9.8 7.2 5.6 5.8 7.8 8.3 6.9
Labour productivity (real, person employed, y-o-y) 3.8 2.7 1.1 3.3 3.4 . . .
Unit labour costs (ULC, whole economy, y-0-y) 4.5 6.9 6.0 2.3 2.3 4.6 4.8 3.5
Real unit labour costs (y-0-y) -2.7 2.6 6.1 0.1 0.1 3.9 2.7 1.4
Real effective exchange rate (ULC, y-0-y) 2.8 4.5 6.8 -0.2 1.0 4.8 4.6 1.3
Real effective exchange rate (HICP, y-0-y) 3.4 1.6 -0.4 -3.3 -0.4 0.3 15
Savings rate of households (net saving as percentage of net
disposable income) -15.9 -6.6 48 -26 35
Private credit flow, consolidated (% of GDP) 26.6 9.2 3.1 -0.3 4.0
Private sector debt, consolidated (% of GDP) 86.1 129.4 127.7 1105 104.9

of which household debt, consolidated (% of GDP) 16.2 25.0 231 217 209

of which non-financial corporate debt, consolidated (% of GDP) 69.9 1044 1046 88.8 84.0
Gross non-performing debt (% of total debt instruments and total
loans and advances) (2) . 14.7 16,5 13.0 11.2
Corporations, net lending (+) or net borrowing (-) (% of GDP) -6.1 1.7 8.2 7.1 6.3 10.0 10.0 102
Corporations, gross operating surplus (% of GDP) 27.1 28.7 29.3 306 271 288 281 28.1
Households, net lending (+) or net borrowing (-) (% of GDP) -9.9 5.1 -2.2 -1.6 11 -4.8 5.2 5.4
Deflated house price index (y-o-y) 24.8 -6.8 1.0 1.6 7.1
Residential investment (% of GDP) 3.9 3.4 1.7 1.4 2.7
Current account balance (% of GDP), balance of payments . -6.5 0.7 0.0 5.3 25 2.2 2.0
Trade balance (% of GDP), balance of payments . -6.7 -0.6 0.8 4.4 . . .
Terms of trade of goods and senices (y-0-y) 2.8 1.2 0.3 1.4 3.4 -1.3 0.6 0.5
Capital account balance (% of GDP) . 1.1 1.7 3.1 2.2
Net international investment position (% of GDP) . . -74.3 -61.2 -47.0
Net marketable external debt (% of GDP) (1) . . 9.1 20.7 293
Gross marketable external debt (% of GDP) (1) . . 60.2 54.8 545
Export performance vs. advanced countries (% change over 5 years) 59.5 25.8 10.3 13.9 5.1
Export market share, goods and senices (y-0-y) 6.4 -0.1 3.5 -2.1 8.0
Net FDI flows (% of GDP) . -6.1 25 51 -0.7
General government balance (% of GDP) 14 -1.6 -2.9 -1.6 0.0 0.0 0.0 0.2
Structural budget balance (% of GDP) . . -0.8 -1.1 0.1 0.0 -0.2 -0.1
General government gross debt (% of GDP) 25.0 14.8 220 260 29.0 257 243 228
Tax-to-GDP ratio (%) 30.9 27.2 283 291 29.0 295 296 294
Tax rate for a single person earning the average wage (%) 20.5 21.5 216 216
Tax rate for a single person earning 50% of the average wage (%) 12.1 21.5 216  21.6

(1) NIIP excluding direct investment and portfolio equity shares

(2) Domestic banking groups and stand-alone banks, EU and non-EU foreign-controlled subsidiaries and EU and non-EU
foreign-conftrolled branches.

Source: Eurostat and ECB as of 30 Jan 2018, where available; European Commission for forecast figures (Winter forecast 2018
for real GDP and HICP, Autumn forecast 2017 otherwise)



2 « PROGRESS WITH COUNTRY-SPECIFIC RECOMMENDATIONS

Progress with the implementation of the
recommendations addressed to Bulgaria in
2017 () has to be seen in a longer term
perspective since the introduction of the
European Semester in 2011. Looking at the
multi-annual assessment of the implementation of
the CSRs since these were first adopted, 74% of all
the CSRs addressed to Bulgaria have recorded at
least 'some progress'. 26% of these CSRs recorded
'limited' or 'no progress' (see Graph 2.1). Since
2011, the successive changes of six governments
(two caretaker and four regular ones) further
slowed down reform efforts. However, the current
government seems committed to follow up on
reform priorities and continue reform efforts in key
sectors. Measures have been taken in several
policy areas subject to CSRs, but further efforts are
needed to have more tangible results of reform
implementation. The latter also complicates the
CSR implementation assessment.

Graph 2.1:  Overall multiannual implementation of 2011 -

2017 CSRs to date (1), (2), (3)
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(1) The overall assessment of the country-specific
recommendations related to fiscal policy excludes
compliance with the Stability and Growth Pact

(2) 2011 annual assessment: Different CSR assessment
categories

(3) The multiannual CSR assessment looks at the
implementation until 2018 Country Report since the CSRs
were first adopted.

Source: European Commission

The most notable progress has been achieved in
increasing and equalizing the statutory
retirement age by the 2015 pension reform. The
authorities are taking sustained efforts in tackling
the challenges of the labour market related to the

(®) For the assessment of other reforms implemented in the
past see, in particular, Section 4.

participation of disadvantaged groups, but some
important problems persist. The reform of the
public employment service is another good
example of continuous reform implementation.
Combatting poverty and promoting social
inclusion remain a big challenge and the measures
taken in response to the recommendations fall
below the magnitude of the problem. The work on
the minimum wage setting mechanism, a CSR for
several years, has stalled.

The adoption of the Pre-school and School
Education Act is another example of successful
CSR implementation. The higher education
reform accelerated. However, since 2014 Bulgaria
has not progressed significantly on improving the
provision of quality education for disadvantaged
groups, despite some recent measures.

Healthcare reforms initiated in 2015-2016 have
addressed concerns raised in successive CSRs, but
many legislative measures are still under
preparation, and implementation of others has
stalled, such as selective contracting based on the
National Health Map.

Recommendations on public procurement, first
introduced in 2011, have not significantly changed
over the years. A number of measures have been
put in place, but the concrete impact on the public
procurement landscape remains to be seen. There
has been insufficient progress so far in enhancing
administrative capacity in public procurement and
no specific achievements in e-procurement.

Bulgaria made some progress in improving tax
collection over the period 2015-2017 and in
reducing the informal economy. It did address
the recommendation to have a comprehensive
strategy, but with a delay.

Some progress was achieved over 2015-2017 in
reviewing assets and balance sheets in the
financial sector and in taking follow-up actions
and strengthening supervision . The authorities
completed the asset quality review and stress tests
in the banking sector, but the degree of
independence and the nature of the stress tests did
not fully comply with the recommendation. The
pension funds and insurance sector reviews were



completed with a high degree of independence and
transparency. Follow-up actions have been
addressed, and their implementation is ongoing.
Measures to improve supervision have been taken
and remain to be finalised.

Some progress was made in reforming the
insolvency framework since 2014. A procedure
for business restructuring has been adopted, but
measures are needed to ensure it fulfils its purpose.
Some elements of a functioning framework are
still lacking.

Overall, Bulgaria has made some progress in
addressing the 2017 country-specific
recommendations. (°) Some progress was made in
further improving tax collection and tax
compliance, and in stepping-up enforcement
measures to reduce the informal economy, in
particular undeclared work. Some progress was
made in taking follow-up measures on the
financial sector reviews, in improving banking and
non-banking supervision and in facilitating the
reduction of non-performing corporate loans.

() Information on the level of progress and actions taken to
address the policy advice in each respective subpart of a
CSR is presented in the Overview Table in the Annex.

2. Progress with country-specific recommendations

Some progress was done in improving the
targeting of active labour market policies and the
integration between employment and social
services for disadvantaged groups. Limited
progress was made in increasing the provision of
quality mainstream education, in particular for
Roma and in increasing health insurance coverage,
reducing out-of-pocket payments and addressing
shortages of healthcare professionals. Limited
progress was achieved in establishing a transparent
mechanism for setting the minimum wage, while
some progress was done in improving the coverage
and adequacy of the minimum income. Finally,
some progress was done in ensuring efficient
implementation of the 2014-2020 National Public
Procurement Strategy.



2. Progress with country-specific recommendations

Table 2: Summary table on CSR assessment

Bulgaria

Overall assessment of progress with 2017 CSRs:
Some

CSR 1: Further improve tax collection and
tax compliance, including through a
comprehensive set of measures beyond 2017.
Step up enforcement of measures to reduce
the extent of the informal economy, in
particular undeclared work.

Some progress in improving tax collection
Some progress in stepping-up enforcement
measures to reduce the extent of the informal
economy, in particular undeclared work.*

CSR 2: Take follow-up measures on the
financial sector reviews, in particular
concerning reinsurance contracts, group-
level oversight, hard-to-value assets and
related-party exposures. Improve banking
and non-banking supervision through the
implementation of comprehensive action
plans, in close cooperation with European
bodies. Facilitate the reduction of still high
corporate non-performing loans, by drawing
on a comprehensive set of tools, including by
accelerating the reform of the insolvency
framework and by promoting a functioning
secondary market for non- performing loans.
(MIP relevant)

Some progress

Some progress in taking follow-up measures on
the financial sector reviews

Some progress in improving banking and non-
banking supervision

Some progress in facilitating the reduction of
still high corporate non-performing loans

CSR 3: Improve the targeting of active
labour market policies and the integration
between employment and social services for
disadvantaged groups. Increase the provision
of quality mainstream education, in
particular for Roma. Increase health
insurance coverage, reduce out-of-pocket
payments and address shortages of
healthcare professionals. In consultation
with social partners, establish a transparent
mechanism for setting the minimum wage.
Improve the coverage and adequacy of the
minimum income.

(MIP relevant)

Limited progress

Some progress in improving the targeting of
active labour market policies and the integration
between employment and social services for
disadvantaged groups

Limited progress in increasing the provision of
quality mainstream education, in particular for
Roma

Limited progress in increasing health insurance
coverage, reducing out-of-pocket payments and
addressing shortages of healthcare professionals
Limited progress in establishing a transparent
mechanism for setting the minimum wage

Some progress in improving the coverage and
adequacy of the minimum income

CSR 4: Ensure efficient implementation of
the 2014-2020 National Public Procurement
Strategy.

Some progress

Some progress in  ensuring efficient
implementation of the 2014-2020 National Public
Procurement Strategy

! This overall assessment of CSR1 does not include an assessment of compliance with the Stability and Growth

Pact.

Source: European Commission




ESI Funds are pivotal in addressing key
challenges to inclusive growth and convergence
in Bulgaria. This is done notably by investing in
public administration reform, including public
procurement, improving the overall business
environment and enhancing SME access to
finance. ESI Funds are also instrumental in the
reform of the higher education system by making
the reform a pre-condition for future investments
in the area. Obstacles to investment in the
education and health sector are being reduced and
health care efficiency is enhanced by shifting the
system from hospital to ambulatory care.

Member States can
Commission technical
design, and implement growth-enhancing
structural reforms. The Structural Reform
Support Service (SRSS) provides, in cooperation
with the relevant Commission services, tailor-
made technical support, which does not require co-
financing and is provided at a Member State's
request. The support addresses priorities identified

request from the
support to prepare,

2. Progress with country-specific recommendations

in the context of the EU economic governance
process (i.e., implementation of country-specific
recommendations), but the scope of the SRSS
support is wider as it can also cover reforms linked
to other Commission priorities, or reforms
undertaken at the initiative of Member States.

Bulgaria has requested technical support from
the SRSS to help implement reforms in various
areas, such as revenue administration, small
and medium-sized enterprises, education, access
to capital markets, judicial reform, energy and
environmental sector, financial management
and internal audit. In particular, the SRSS has
already provided support through an independent
analysis of the structural and functional model of
the Prosecutors Office, assisted with the set-up of
the Fiscal Council and supported the design of a
system of disability benefits and services.



2. Progress with country-specific recommendations

Box 2.1: Tangible results delivered through EU support to structural change in Bulgaria

Bulgaria is a beneficiary of significant European Structural and Investment Funds (ESI
Funds) support and can receive up to EUR 9.8 billion until 2020. This represents around 3 % of
GDP annually over the period 2014-2018 and 55% of public investment’. By 31 December 2017,
an estimated EUR 5.3 billion (54 % of the total) was allocated to projects on the ground: 3,000
SMEs received grant support, 300 new start-ups were created and 600 unemployed were able to
start a new business. In addition, waste recycling capacity will increase by 105,000 tonnes and
220,000 more people will be served by improved water supply and sanitation. Compared to the
2007-2013 period, over EUR 500 million is to be delivered via financial instruments, a two-fold
increase.

ESI Funds help address structural policy challenges and implement country-specific
recommendations. Actions financed cover, among others, measures to improve the overall
business environment and general human resource development, including through facilitating
access of small and medium enterprises to finance, as well as to reducing obstacles to investment
in education, social and health sectors by improving administrative and technical capacities of the
local public administration and actions to improve the effectiveness of the justice system.

Various reforms were undertaken already as precondition for ESI Funds support?. A Smart
Specialisation Strategy was developed to focus research and innovation investments on products
with strong market potential. Taking the research and innovation reform further requires very
strong commitment of the Bulgarian authorities in order to facilitate involvement of local
businesses and improve cooperation between enterprises and public research institutions. The
national transport plan has allowed the timely preparation of road and railway projects,
implemented not only with support from ESI Funds, but also from the Connecting Europe Facility
(CEF), European Investment Bank (EIB) loans and national funding. Reform of public
procurement, including e-procurement is increasing the efficiency of public spending. The
mapping of health infrastructure needs in the Bulgarian emergency health care system intends to
enhance coordination and targeting of investments improving access to healthcare. The higher
education system was reformed as a pre-condition for investments in that area.

Bulgaria is advancing the take up of the European Fund for Strategic Investments (EFSI).
As of December 2017, overall financing volume of operations approved under the EFSI amounted
to EUR 349 million, which is expected to trigger total private and public investment of EUR 1.5
billion. More specifically, 3 projects have been approved so far under the Infrastructure and
Innovation Window, amounting to EUR 281 million in EIB financing under the EFSI. This is
expected to trigger nearly EUR 652 million in investments. Under the SME Window, 9
agreements with financial intermediaries have been approved so far. European Investment Fund
financing enabled by the EFSI amounts to EUR 68 million, which is expected to mobilise more
than EUR 923 million in total investment. Some 6 000 smaller companies or start-ups will benefit
from this support. SMEs rank first in terms of operations and volume approved, followed by RDI.

Funding under Horizon 2020, the Connecting Europe Facility and other directly managed EU funds is
additional to the ESI Funds. By the end of 2017, Bulgaria has signed agreements for EUR 406 million for
projects under the Connecting Europe Facility.

! Public investment is defined as gross fixed capital formation + investment grants + national expenditure on agriculture
and fisheries — see also https://cohesiondata.ec.europa.eu/countries/BG

2 Before programmes are adopted, Member States are required to comply with a number of so-called ex-ante
conditionalities, which aim at improving conditions for the majority of public investments areas.
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3 « SUMMARY OF THE MAIN FINDINGS FROM THE MACRO
ECONOMIC IMBALANCE PROCEDURE IN-DEPTH REVIEW

The in-depth review for the Bulgarian economy
is presented in this report. In spring 2017,
Bulgaria was identified as having excessive
macroeconomic imbalances, in particular relating
to pockets of vulnerabilities in the financial sector
coupled with a high corporate indebtedness in a
context of incomplete labour market adjustment.
The 2018 Alert Mechanism Report (European
Commission, 20171) concluded that a new in-depth
review should be undertaken for Bulgaria to assess
developments relating to identified imbalances.
Analyses relevant for the in-depth review can be
found in section 4.2 financial sector, including
developments in private indebtedness in section
4.2.3. An additional IDR relevant topic through its
links to private indebtedness and growth is that of
investment, analysed in section 4.4. Labour market
related adjustment aspects are dealt with in section
4.3.

3.1. IMBALANCES AND THEIR GRAVITY

The overall robustness of the banking sector
has further improved despite remaining
vulnerabilities. The 2016 asset quality review and
stress tests (AQR/ST) showed robust results
overall. It also identified pockets of vulnerabilities,
including low capital buffers of two banks.
Recently the banks' balance sheets expanded, the
quality of their assets improved and their capital
levels increased. The two banks retored their
buffer and work is ongoing to restore their
robustness. Some vulnerabilities still warrant
attention, including exposure to hard-to-value
assets, and related-party transactions. The share of
non-performing loans has decreased but remains
high.

The soundness of the non-banking financial
sector has improved but some issues remain.
Net assets held by pension funds and insurance
companies increased, together with the debt
securities market and the capitalisation of the stock
market. Two insurers had their licence withdrawn
as a result of the independent balance sheet review.
Despite increased supervisory efforts, some
specific issues remain. These include the treatment
of specific reinsurance contracts, the valuation of

some non-traded assets and the group level
supervision.

The negative net international investment
position further improved. Bulgaria's net
international investment position has increased
from - 92% of GDP in 2010 to [- 47.7%] of GDP
in 2017 and is expected to further improve in 2018.
Although still low, it partly reflects the country's
status as a catching-up economy. Moreover, the
net international investment position consists
mostly of FDI, reserves are high and net external
debt is positive. For these reasons, the external
position is not considered an imbalance.

Despite ongoing deleveraging, private sector
debt remains high relative to regional peers.
Private sector debt has decreased from 132% of
GDP in 2013 to 105% of GDP in 2016. This drop
is mainly linked to debt reduction in non-financial
corporations, while the debt ratio of households is
among the lowest in the EU. The corporate debt
burden could negatively affect investment and
growth over the medium term. The still-high
aggregate NPL ratio confirms that vulnerabilities
remain.

The labour market has improved, but
structural issues still hamper its functioning.
Despite the strong drop in the unemployment and
the long-term unemployment rates, the share of
young people not in employment, education or
training remains high. Labour shortages and
mismatches negatively impact the functioning of
the labour market and the adjustment capacity of
the economy..

3.2. EVOLUTION, PROSPECTS AND POLICY

RESPONSES

The positive macroeconomic developments,
together with some policy action resulted in
unwinding of imbalances. The robustness of the
financial sector improved, both in banking and
non-banking. The deleveraging process in the
private sector continued. The labour market also
continued improving. The growth momentum is
expected to carry on and support the debt reduction
and the labour market.



The measures to address vulnerabilities in the
financial sector are being taken but are not yet
completed. Important steps were made towards
reducing potential macro-financial risks stemming
from the banking sector. The Bulgarian National
Bank (BNB) has addressed  follow-up
recommendations to  banks and their
implementation is ongoing. Amendments to the
Law on Credit Institutions were adopted, to
strengthen the requirements for managing and
reporting related-party transactions. Measures to
be completed include finalising the revision of the
supervisory review and assessment manual,
strengthening the resolution framework for banks
and approving banks' resolution  plans.
Implementation of follow-up measures to the
independent reviews in the non-banking financial
sector continues. The non-bank supervisor took
some steps to improve its functioning and others
could be finalised soon, but challenges in
supervision persist. Amendments to the Law on the
FSC aimed at improving supervision were
adopted. An action plan to address shortcomings in
non-banking supervision has been adopted.
Remaining issues in the financial sector include
related-party exposures, hard-to-value assets,
group-level oversight, treatment of reinsurance
contracts and a still high ratio of NPLs.

Reduction of the high corporate indebtedness
level is hindered by the incomplete insolvency
framework reform and the still shallow
secondary market for NPLs. The insolvency
framework reform is progressing slowly, but some
elements of a functioning framework remain
missing. Furthermore, a deeper market for NPLs
could facilitate disposing of banks' NPL stock and
restructuring viable businesses.

Persistent challenges make it difficult to match
supply and demand of labour effectively,
despite some measures. The matching of demand
and supply is hindered by persistent structural
issues. In spite of there being a methodology in
place for monitoring the effectiveness of policy
measures, there remains potential to improve the
targeting and effectiveness of active labour market
policies. Structural issues remain, including a high
share of young people not in employment,
education or training, and labour shortages and
mismatches. In addition, Bulgaria still lacks a
transparent mechanism for setting the minimum
wage.

4.1. Public finances and taxation

3.3. OVERALL ASSESSMENT

Bulgaria still faces imbalances in the form of
remaining fragilities in the financial sector,
combined with a relatively high corporate debt.
The economy has improved and the external sector
does not represent an imbalance. The robustness of
the financial sector has increased albeit further
progress is needed to complete recent reforms.
Private sector debt has decreased due to the better
economic conditions, but remains relatively high.
The same is true for the share of NPLs, suggesting
potential problems with credit allocation and a
need for tools to reduce NPLs. The reform of the
insolvency framework has advanced, but is still
incomplete. The labour market has improved,
despite some remaining structural issues. Overall,
imbalances have abated but some fragilities in the
financial sector and the high corporate debt could
constrain economic growth.



4.1. Public finances and taxation

Table 3.1: Macroeconomic Imbalance Procedure assessment matrix for Bulgaria
Gravity of the challenge Evolution and prospects Policy response
Imbalances (unsustainable trends, vulnerabilities and associated risks)
Financial Risks stemming from the banking and The central bank asked two banks to The BNB has addressed follow-up
sector non-banking financial sectors are restore their capital buffers on the recommendations to banks. Their
related to credit quality concerns, loan- basis of the results of the AQR/ST implementation is ongoing.
origination  standards in  some exercise. The banks respected the ; )
institutions, the valuation of collateral deadline to restore their buffers and 1€ ECB guidance to establish
and some non-traded assets. The work is ongoing to restore their Stategies to tackle the NPLs on
ownership  structure  of some robustness. Overall, there is no Panks' books applies to the
institutions is not conducive to the most  public information on progress with Subsidiaries of euro-area banks
sound business practices. The implementing the recommendations OPerating in Bulgaria. Earlier plans
materialisation of these risks would that were addressed to banks as a PY the BNB to extend this guidance
pose a challenge for financial stability, result of the AQR (beyond the capital (© domestically —owned banks
for the efficiency of resource allocation  requirements). (European  Commission, - 2018d)
in the economy as well as for public _ have not been confirmed"..
finances. The favourable  macroeconomic Parli
environment has helped banks to Farliament adopted amendments
The ratio of bank non-performing loans gradually reduce the size of their (© Aricle 45 of the Law on Credit
remains among the highest in Europe, non-performing loans. The high level nstitutions  to  strengthen  the
in particular for NFCs. A high NPL ratio  of non-performing loans continues to 'eguirements for managing and
constrains credit growth by limitihng pose a challnge. The shallow 'eporting related-party transactions
both demand and supply of bank market for non-performing loans (See Section4.2.1).
financing. hinders their workout. Challenges going forward include
Potential risks to macro-financial Although on aggregate, these d€aling with exposures to hard-to-
stability from the pension funds and deficits are relatively small compared V&lue assets —and improving
insurance industries have recently to the capital requirements and the SUPervision
increased in light of their growing role. available own funds of the insurance The Financial Supervision
The pension funds and insurance zﬁgxgdthfh;r;su;anciasrcta:rtororfewtehvg Commission ~ (FSC)  addressed
companies review confirmed the need ' 4 .~ recommendations  to the
| - . reviewed companies and groups did companies with capital needs and
fo identity related parties and 10 not fully ‘meet the capital with overnance  deficiencies
improve the valuation of investments in requirements. 9 ’
illiquid markets and instruments. foll(_)wmg up on the results of _the
reviews of insurance companies'
balance sheets and pension funds'
assets. A second round of reviews
was organised by the FSC to check
the implementation of follow-up
actions originating from the first
reviews.
Changes to the Social Insurance
Code, including a broader definition
of related parties in line with
international  standards,  were
adopted by the national parliament
in November 2017. Amendments to
the Law on the FSC aimed at
improving supervision were
adopted. An action plan to address
shortcomings  in  non-banking
supervision has been adopted.
Some issues remain to be further
addressed, such as the treatment
of specific reinsurance contracts,
the valuation of some non-traded
assets and the group level
supervision (see Section 4.2.2)
Corporat NFC debt had grown well above Private debt, the majority comprising Further policy steps are needed to
e debt fundamentals in the run-up to the NFCs, is still high relative to peers. improve the insolvency framework,
and global financial crisis but has started to However, the deleveraging process including implementing  newly
delevera adjust since 2013 and is now has continued. In addition, robust adopted legislation, and improving
ging converging towards fundamental levels nominal GDP growth is set to further institutions and practices (see

just below prudential levels. Credit
misallocation reflected in the high level
of NPLs, however, has the potential to
be a drag on growth in the medium-
term. (see Section 4.2.4).

Any deleveraging pressures may weigh
on investment and growth, in particular
in the medium term (see Section 4.4).

support the ongoing deleveraging
path (see Section 4.2.4).

Section 4.2.5).

(Continued on the next page)



Table (continued)
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Adjustment issues

Labour
market

Despite improvements in
unemployment rates, activity and
employment rates remain below the
EU average. The rate of young people
neither in employment nor in education
and training is still high. The existing
labour shortages and mismatches
impair the functioning of the labour
market and its adjustment capacity.

Minimum wage levels are still decided
without a transparent mechanism
based on relevant macro-indicators.
Without such a mechanism, the right
balance between the objectives of
supporting employment and
competitiveness while safeguarding
labour income cannot be ensured (see
Section 4.3.1).

The decrease in the
unemployment and long-term
unemployment rates since 2014
is expected to continue in the
next years. However, structural
issues persist, including a high
share of young people not in
employment, education or
training, and labour shortages
and mismatches.

The administratively-decided
9.5% raise in the minimum
wage for 2017 and 10.9% for
2018 is to be followed by
increases of 9.8% in 2019 and
8.9% for 2020.

The government has taken ste
improve the targeting and cove
of active labour market pol

However, participation in
policies remains limited.
integration of employment

social services remains incomg

The policy gap persists in the
of setting the minimum wage,
transparent mechanism has s
be developed (see Section 4.3.

Conclusions from IDR analysis

Bulgaria continues to be subject to stock imbalances related to some fragilities in the financial sector and c
indebtedness high relative to regional peers. Albeit decreasing, these imbalances could still weigh on credit devel
and medium-term growth prospects.

The stabilisation of the banking sector since 2015 continued. Exposures to hard-to-value assets and unsound |
practices remain a challenge for the supervisory authorities. Deleveraging in the corporate sector continued, with a ¢
private sector debt stock and a high NPL ratio. Despite general labour market improvements, the share of young pe
in employment, education or training remains high and labour shortages and mismatches persist.

Follow-up measures from the asset quality review are ongoing. Steps to further strengthen bank supervision were te
are being implemented. Shortfalls in the insurance sector and issues related to certain reinsurance contracts persi
to the long-term benefits of pension fund account holders remain. Steps to improve non-banking financial supervis
taken, but some issues remain. The reform of the insolvency framework has advanced but is still incomplete.

Source: European Commission
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4 « REFORM PRIORITIES

4.1. PUBLIC FINANCES

4.1.1. TAX POLICY

Bulgaria has a relatively low level of taxation
and a growth-friendly tax structure. Tax
revenue as a percentage of GDP is the lowest in
the EU and well below the EU average (Graph
4.1.1). Indirect (mostly consumption) taxes are the
main source of revenue. They represent more than
15 % of GDP, against an EU average of around
13 %. Environmental taxes, especially on transport
fuels, form a considerable part of tax revenues
compared to other Member States (*%). This is
despite the low tax rates on the main motor fuels
(petrol and diesel), which are just above the
minimum EU level and have not been increased
since 2011 for petrol and 2013 for diesel.
Consumption taxes are less detrimental to
economic growth, but are often regressive.

Graph 4.1.1: Tax revenue by main category
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Despite a simple tax system the administrative
burden of paying taxes remains high. Corporate
and personal income tax rates are flat — at 10 %
— and among the lowest in the EU, with the aim
to attract investors. Income tax bases are relatively
broad, with little use of tax exemptions. At the
same time, the overall administrative burden of
complying with the tax system is reported to be
high. Paying taxes is more time consuming than in
other Member States (PWC, 2017) mainly due to

(*) Bulgaria was ranked 10" in the EU in 2015 (European
Commission, 2017)
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the compliance requirements for labour taxes and
social security contributions.

The power of the tax system to correct poverty
and social disparities is limited. Income
inequality, as measured by the Gini coefficient for
disposable income (i.e. after taxes and benefits), is
the highest in the EU. The ’at-risk-of-poverty’ rate
was the second highest in 2016 (see Section 1).
The relatively small difference between market
and disposable income inequality suggests that the
tax and benefit system plays a limited role in
combating income inequalities. By design, the flat
personal income tax systems are usually
characterised by a low (or no) degree of
progressivity. The low tax-to-GDP ratio also
provides little scope for the supply of public goods
and services, which would possibly reduce
inequalities and foster social mobility (see section
4.3.4) and economic development.

The shadow economy ('), while slightly
decreasing, remains a considerable challenge.
The value added tax (VAT) gap remains large,
21 % of the total VAT liability (close to 2.3% of
GDP), well above the EU average of 12.8%
(CASE, 2017). Although there are no official
measures of the size of the shadow economy, some
model-based studies (*?) estimate that the shadow
economy is twice as large as the EU average. The
Bulgarian Industrial Capital Association estimated
the loss of revenue due to the grey economy (*%) at
more than 2 % of GDP in 2016. In many of these
measures Bulgaria's performance has improved
over time, but its ranking within the EU is still
very low.

Undeclared work continues to distort the labour
market and impede fair working conditions.

(*) The informal or shadow economy includes all economic
activities by workers and economic units that are — in law
or in practice — not covered or insufficiently covered by
formal arrangements. (ILO, 2018).

See e.g. Schneider (2016). In this study, the shadow
economy ‘includes all market-based legal production of
goods and services that are deliberately concealed from
public authorities’ in order to avoid payment and legal
obligations.

See BIA (2017). This study calculates foregone revenue on
the basis of the change in the GDP and its components.

9
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While the introduction of one-day contracts in
agriculture has helped to reduce undeclared work
in the sector (Industry Watch, 2017), the number
of people working without a contract economy-
wide is increasing - from 37500 in 2012 to 55900
in 2016 (National Statistical Institute, 2013 and
2017). One in seven employees has reported
receiving under-declared (‘envelope’) wages
(William and Horodnic, 2017) and the national
authorities consider 47 % of employers and 58 %
of employees at risk of engaging in under-declared
employment (**). Joint inspections between fiscal
and labour authorities have been organised,
promising future improvements in efficiency and
scope.

A number of measures are in place to tackle
persistent problems with tax collection and to
reduce the administrative burden of paying
taxes. In 2015, Bulgaria put into effect a
comprehensive tax compliance strategy and action
plan. The authorities also continued to introduce
and adjust a number of control measures. In 2017,
the implementation of the strategy was improved,
and controls and measures to collect tax debt were
intensified. By the end of 2017, more than 60 % of
the measures included in the strategy had been
launched, but not all of them had been completed.
The authorities are considering extending the
strategy beyond 2017.

Efforts to improve tax compliance are bearing
fruit but the impact on revenues is still limited.
Tax revenues remained relatively stable as a
percentage of GDP between 2013 and 2016 (Graph
4.1.1). The authorities estimate the additional
revenue from the measures to improve tax
compliance at more than 0.8 % in 2017. In the
same year, a number of other policy measures —
already adopted and implemented - including
increases in social contributions and excise duties,
were expected to lead to additional revenue of
05% of GDP (Ministry of Finance, 2017).
Despite these developments, tax revenues are
estimated to have increased by just a fraction of
the combined impact of the policy measures. This
implies that the tax system is still unable to reach
its full potential in tax revenue.

(*) According to a risk analysis by the Risk Management
Directorate of the National Revenue Agency on under-
declared employment.
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4.1.2. EFFICIENCY OF PUBLIC SPENDING

The public budget provides limited resources
for the promotion of social and economic
development. Average public expenditure was
close to 36 % of GDP, against an EU average of
46 % of GDP in 2017. The structure of public
spending indicates that pressing social and
economic needs receive only limited resources.
Budgets for social policies, education and health
are much lower as a percentage of GDP than the
EU average (Graph 4.1.2). This partly explains the
small impact of public policy on reducing poverty
and inequality. Similarly, the low level of growth-
friendly expenditure, often defined as public
expenditure on investment, education and health
care, indicates a lack of proper targeting of growth
enhancing policy areas.

Graph 4.1.2: Public expenditure by category, average
2011-2015
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Depending on the policy area, higher or more
efficient public expenditure could make a
difference. According to a recent cross-country
comparison for the EU, the performance of public
expenditure, i.e. policy outcomes measured with a
range of indicators, is found to be comparatively
low in all expenditure categories. In education,
health and public services, where public spending
is among the lowest in the EU, policy
performance, although low, is at levels similar to
or better than Member States with comparable
spending patterns, pointing to somewhat higher
level of efficiency. The efficiency of public
expenditure is relatively low in high-spending
areas, such as public order and safety and
infrastructure  (European Commission, 2016).



More recent data broadly confirm the assessment
(Cepparulo et al, 2018).

Budget planning and implementation are
sound, but there is limited monitoring of
developments inside expenditure categories. The
Ministry of Finance prepares the annual and
medium term budget and monitors budget
implementation on a monthly basis. However,
information affecting major public spending such
as pay systems, size of public sector employment

and recipients of social benefits remains
fragmented. Following a decision by the
government in 2016, the World Bank has

undertaken a spending review focusing on
maintenance and staff expenditure in seven
ministries and 21 municipalities, including an in
depth assessment of spending on police and fire
protection services as well as of waste
management systems. The project is expected to be
completed by the summer of 2018, and to conclude
with a set of recommendations and a manual for
future spending reviews.

4.1.3. STATE OWNED ENTERPRISES

The economic performance of state-owned
enterprises (SOEs) is weak compared with
countries in the region and the private sector.
Measured by return on equity, SOEs profitability
in most sectors is significantly lower than that of
the private sector (Bower, 2017). Similarly, SOEs
in Bulgaria perform worse in terms of capital and
labour efficiency than both the private sector and
peer countries (Bower, 2017). Energy is the most
loss-making sector and its SOEs are the most
indebted. In the transport sector, the two railway
SOEs account for liabilities worth 2.6 % of GDP.
The government intends to use funds from the
concession of the management of Sofia airport to
help modernise the loss-making and highly
indebted state railway operator, BDZ.

The performance of state-owned enterprises is a
source of uncertainty and risk for public
finances. Total liabilities of SOEs’ where the state
owns at least 50 % and exerts control amounted in
June 2017 to close to 17 % of GDP (Ministry of
Finance, 2017). Almost half of these liabilities
belong to companies outside the general
government, and are thus contingent liabilities
which the state often has to guarantee or cover.
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Corporate governance of SOEs remains a
challenge. The SOE governance framework does
not fulfil most of the conditions set out in the
OECD guidelines on Corporate Governance of
SOEs (OECD, 2015). The main challenges are: (i)
the unclear rationale for state ownership in many
cases and the fragmented supervisory framework,
(ii) a lack of financial targeting and accountability,
and (iii) management appointments often made
without competitive  procedures or value-
maximising incentives (see also Bower, 2017). The
presence and role of the political authority is
strong. This often comes at the expense of longer-
term vision and coordination, transparency and
high-level management standards.

4.1.4. FISCAL FRAMEWORK

Bulgaria took further steps towards improving
its fiscal framework. The authorities recently
amended the Public Finance Act to bring it into
full compliance with the EU’s budgetary
frameworks requirements (Council Directive
2011/85). The amendments aimed at: (i) improving
the transparency of public finances by extending
the requirement to systematically compare official
projections with the most recent Commission’s
forecasts, (ii) increasing the effectiveness of
domestic  numerical rules by specifying
consequences for non-compliance with the two
rules governing expenditure developments, and
(iii) improving multi-annual budget planning
through systematic use of a no-policy-change
scenario as a benchmark for different policy
scenarios.

The Bulgarian Fiscal Council has expanded its
activities, but there are number of constraints
on its effective functioning. Based on its broad
mandate, the Council has started to publish its
monitoring reports on the annual and medium-term
fiscal plans and on budgetary execution and
compliance with the Public Finance Act. However,
the Council still faces significant challenges in
performing its core tasks, mainly due to the limited
resources available. Recent attempts by the
Council to increase its financial autonomy did not
receive the necessary support from the government
and the Parliament. However, in February 2018 the
Parliament adopted a legislative amendment that
increases the Council's staff from three to five
experts



4.2. FINANCIAL SECTOR

A robust financial sector is an important
milestone on the road to joining the euro area.
Adopting the euro also means joining the Banking
Union. Therefore it is crucial to ensure that the
financial sector is robust and well-regulated and
supervised, and systemically-significant
institutions in particular.

4.2.1. BANKING SECTOR

Banks have made progress in implementing the
recommendations of the Bulgarian National
Bank (BNB) following the asset quality review,
but some efforts are still needed. The review
conducted by the BNB in 2016 (European
Commission, 2017) found that two banks needed
to replenish their capital buffers, although they still
complied with the regulatory minimum capital
requirement (BNB, 2016). The banks met the
deadline to restore their capital buffers and work is
ongoing to restore their robustness. The two banks
are working with external advisers to improve risk
management practices, in particular regarding their
non-performing portfolios, and to de-risk their
balance sheets, partly by selling-off repossessed
collateral. Mitigating the risks associated with
large exposures and improving collateral valuation
is key to strengthening balance sheets and boosting
the resilience of the banks in general. In addition,
the larger of the two banks has tried to raise fresh
capital, including by attracting new core investors,
but it has been unsuccessful by end-January 2018.
The restructuring of the sector was reinforced by
the BNB's preliminary approval of the
privatisation of a mid-sized bank to an acquirer
which, however, is not a banking entity.

Banks are working on improving their internal
policies  and procedures. The BNB
recommendation to improve internal policies and
procedures was addressed in particular to banks
that underperformed in the 2016 stress tests and
thus needed to strengthen their resilience to
shocks. Banks'  followed-up on  these
recommendations and have also prepared for the
introduction of the new International Financial
Reporting Standard (IFRS 9), which entered into
force in January 2018. The BNB put in place a
two-stage review of banks’ level of preparedness.
The fact that the new IFRS9 credit loss
provisioning rules could result in higher loan-loss
provisions in some banks contributes to the
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cleaning of banks’ balance sheets and the
reduction of the still high level of non-performing
loans (NPLs).

There has been notable progress in improving
bank supervision, but some important measures
remain to be fully implemented. The BNB has
implemented forcefully its 2015 detailed plan to
improve banking supervision. Key measures that
remain to be completed include finalising the
revision of the supervisory review and assessment
manual, strengthening the resolution framework
and approving banks’ resolution plans. In addition,
the process of upgrading the ICT tools available to
the banking supervision department is delayed. In
November 2017, the Parliament adopted
amendments to several pieces of legislation to
strengthen the BNB's decision-making framework
and improve the supervisory process.

The authorities have taken steps to improve the
supervision of risk from related-party
exposures. Parliament adopted amendments to
Article 45 of the Law on Credit Institutions, which
sets limits to related-party exposures. The changes
aim to extend the scope of relevant legislation to
better capture the risks involved. It remains to be
seen how well they can integrate economic
interlinkages into the assessment of related-party
transactions. Requirements for managing and
reporting related-party transactions have also been
strengthened.

The banking supervisor no longer intends to
follow the ECB's approach for non-performing
loans. The ECB guidance on non-performing loans
(NPLs), published in March 2017, asked euro-area
banks, in particularly those with high levels of
impaired loans, to establish internal strategies to
tackle NPLs on their books (ECB, 2017a). This
guidance also applies to the Bulgarian subsidiaries
of euro-area banks. Earlier plans by the BNB to
extend this guidance to domestically owned banks
(European Commission, 2018d) have not been
confirmed. The ongoing work of the EBA on this
issue may be considered instead.

4.2.2. NON-BANKING SECTOR
Independent reviews examined the balance

sheets of insurance companies and the assets of
private pension funds. As part of its plan to



address excessive macroeconomic imbalances, the
government mandated the non-bank supervisor, the
Financial Supervision Commission (FSC), to
conduct independent reviews of the balance sheets
of insurance companies and the assets of private
pension funds. Additionally, stress tests of the
insurance market were done on the post-review
balance sheets, to provide the FSC with more
information on potential risks. The reviews were
completed in early 2017.

In the insurance sector, problems relating to the
treatment of reinsurance contracts and group-
level supervision persist despite some progress.
The reviews/stress tests found shortcomings in
terms of solvency requirements in the insurance
sector, and issues relating to the treatment of
reinsurance  contracts (**) and  group-level
supervision (*®). Although the insurance sector was
found to be well-capitalised overall, a quarter of
the reviewed companies and groups did not fully
meet the capital requirements.. Most of the
companies identified with capital shortfalls took
measures to meet the solvency capital requirement
and to address some governance deficiencies, as
followed-up by the supervisor. Two insurers had
their licence withdrawn. Still, further issues remain
to be addressed through supervisory measures.

Risks to the long-term benefits of pension fund
account holders remain a challenge. While the
private pension funds’ assets were subject to only
minor  adjustments,  reviewers highlighted
important concerns for some of the funds. These
include concentration of assets on the traded and
non-traded domestic market, low liquidity and
trading volumes on the domestic stock exchange
and not enough information on exposure to related
parties. All these risks could have a significant
impact on the funds available to account holders in
the pay-out phase, which will start in earnest

(*) The valuation of the coverage provided to insurers by
clean-cut reinsurance contracts had been overestimated for
certain insurers, as the supervisor has used a less
conservative approach than the one clarified by EIOPA in a
Q&A. The supervisor is now expected to adequately
implement the more conservative approach, based on the
insurers’ reporting in 2018.

The group-level assessment during the review, reflecting a
crucial aspect of the risk-based supervisory approach under
the Solvency Il framework, has not been adequate and in
some cases has not been performed. This is true especially
for those insurance undertakings questioning the scope of
their group-level assessment in court.

(16
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around 2020. Some funds were found not to have
proper tools to identify and monitor related parties.
Complex  ownership and  cross-ownership
structures were also identified in some cases.
Compliance with the law is respected but may not
be enough to ensure the best interest of pension
funds' account holders. The FSC took measures
towards some pension funds in order to have
valuations adjusted to market valuations, for
instance on certain investment properties.

The FSC issued a series of recommendations,
but some issues need to be further addressed.
Following the reviews in the pension fund and
insurance sectors, the FSC made a series of
recommendations both to companies with capital
needs and to those with shortcomings in
governance. In the insurance sector, a new
inspection by external experts with cut-off date of
31 December 2016 was completed upon request by
the FSC, following-up on the implementation of
the adjustments required. Remaining issues with
possibly important implications for some
companies’ capital levels include the treatment of
specific reinsurance contracts, the valuation of
some non-traded assets and group level
supervision.

The FSC adopted an action plan to address
important issues identified by an independent
assessment. The asset quality review on pensions
and insurance balance sheet review were followed
by an independent assessment of supervision
performed by the IMF and the World Bank as part
of the overall financial sector assessment
programme (FSAP). The reviews highlighted
important supervisory shortcomings and areas in
need of improvement. These include legislation, its
implementation and the overall setup and operation
of the supervisory institution. The FSC worked
with EIOPA to draw up an action plan for the most
pressing issues, which has recently been adopted.

Important steps have been taken and further
action has been scheduled for the coming years.
The Parliament adopted in 2017 significant
changes to the law, reinforcing the FSC’s financial
independence through direct collection of levies
from the industry, higher fines and financial
penalties, and the judicial framework. The
legislative changes also cover the FSC’s
governance structure, legal protections and pay
scales. In addition, changes to the Social Insurance



Code include a broader definition of ‘related
parties’, in line with international standards.
Further planned measures include increasing the
FSC’s resources in terms of staff numbers and
skills, and improving supervisory practices with
the support of a proper risk assessment framework.

A specific example of better supervision is the
car insurance sector. The authorities started in
November 2017 to automatically —match
information from car registration databases with
third-party liability motor insurance contracts, to
combat fraud in connection with these contracts.
The FSC has taken further measures to ensure
proper compensation of victims of car accidents, in
particular regarding cancelled insurance contracts
and the obligation on all Bulgarian insurers to have
a network of claims representatives in all EU
Member States under the Motor Insurance
Directive. As the measures taken are recent, their
effectiveness will need to be assessed in the
coming months.

4.2.3. NON-PERFORMING LOANS

The ratio of NPLs to the loan portfolio held by
the banking sector has fallen substantially over
the last two years. The banking sector is
dominated by subsidiaries of foreign-owned banks,
but domestic banks are also relevant players.
Trends in NPLs have differed sharply between
domestic and foreign-owned institutions over the
last two years. Foreign-owned institutions have
seen a gradual fall in NPLs, both in absolute terms
and as a percentage of their overall portfolios. By
contrast, domestic banks’ ratio of NPLs has been
rising (Graph 4.2.1).
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Graph 4.2.1: NPLs share of total loans and advances, all
banks
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Volumes in the secondary market for NPLs
remain low. Despite a gradual downward trend,
the aggregate NPL ratio remains high, at about
10.6% as of June 2017 (ECB data), representing
mainly the legacy of the credit-led boom before the
2009 recession. () This is partially the
consequence of a very shallow secondary market
for NPLs. It consists almost entirely of deals
involving unsecured consumer loans (*¥) and is
driven mainly by a few subsidiaries of euro area
banks. Domestic institutions tend not to
participate. Despite the long average period of
delinquency of most NPLs, market participants
report a large gap between the prices offered in the
market and those the banks are willing to accept,
given current provisioning levels.

Various hard-to-value assets exist, in particular
those related to immovable property. Problems
with the valuation of collateral reduce the
incentive to dispose of NPLs. Some examples
include real-estate collateral in the banking sector,
receivables and real estate holdings in the
insurance sector, and stocks, bonds, real estate and
other financial instruments in the pension funds
sector. Anecdotal evidence from debt collectors
suggests that mismatches between the bank

(*') The risk that NPLs pose to banks' balance sheet is
somewhat mitigated by loan-loss provisions. The aggregate
coverage ratio was 51.2% as of September 2017, bringing
the ratio of net NPLs to risk-weighted assets to 5.9%.

(*®) Consumer non-performing loans represent less than 10% of
the total stock of NPLs.



auditor’s valuation (*°) and the market price can be
significant. Similar mismatches were found on
various occasions for some equity and fixed-
income instruments held by pension funds and
insurance companies. This is partly due to outdated
collateral valuations which,, according to the IMF,
is a common problem (IMF, 2017). It follows that
the frequency of collateral estimates is not always
in line with the relevant EU regulations, which
require banks to value commercial immovable
property at least once a year and residential real
estate at least once every three years.

The quality of auditing appears to be uneven
relative to international standards. This creates
problems with the valuation of illiquid instruments
traded on stock exchanges and non-traded assets,
including receivables, minority equity stakes and
subsidiaries. For real-estate valuations, auditors
rely on locally-licensed appraisers. Despite the
advantage of local expertise, valuation standards
vary greatly and the licensing system does not
appear to be sufficiently tight. With the creation of
the Chamber of Independent Appraisers of
Bulgaria, licensed appraisers were able to obtain a
new license upon request. In the absence of
mandatory standard methodology, commercial
banks have the discretion to use different valuation
frameworks, which may create considerable
discrepancies In addition, the methodologies for
indexed valuations are not reviewed by the BNB
(IMF, 2017).

4.2.4. PRIVATE INDEBTEDNESS

Private debt is mainly concentrated in non-
financial corporations and is high compared to
regional peers. Private debt has decreased from
132% of GDP in 2013 to 105% in 2016. Most of
the decrease is linked to deleveraging in the non-
financial  corporation (NFC) sector. The
consolidated debt of NFCs stood at 84% of GDP in
2016, significantly higher than in regional peers.
NFC debt could negatively affect companies'
investment decisions and have a durable impact on
potential growth going forward. In contrast,
households' indebtedness is among the lowest in
the EU at 21% of GDP in 2016.

(*) The valuation is provided by a real estate valuator but
certified by the auditor.
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Graph 4.2.2: Private debt breakdown
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The deleveraging needs of NFCs have been
reduced in the last few years. The debt ratio of
NFCs is now just below the prudential
benchmark® (see graph 4.2.3). The current debt
ratio remains above what macroeconomic
fundamentals would suggest, albeit converging
towards it and thus progressively unwinding the
large increase in leverage between 2003 and 2007.
Overall, and also in light of the improving
macroeconomic  conditions  and  stronger
capitalisation in the banking system, the remaining
deleveraging needs in the corporate sector have
decreased.

2 Fundamental-based benchmarks are derived from

regressions capturing the main determinants of credit
growth and taking into account a given initial stock of debt.
Prudential thresholds represent the debt threshold beyond
which the probability of a banking crisis is high,
minimising the probability of missed crisis and that of false
alerts. See also European Commission (2017m),
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Graph 4.2.3: NFC debt ratio against the fundamental-based
benchmark (1) and prudential threshold (2)

Graph 4.2.4: NPLs, share of total loans and advances - total,
households and NFCs
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Despite lower deleveraging needs, NFCs
continue to show high level of NPLs. In the first
quarter of 2017, NFCs represented 72% of the
banks' NPLs and about 41% of total loans and
advances. At 21.2%, their NPL ratio is much
higher than the 13.6% recorded for households
(Graph 4.2.4). While this ratio has decreased for
NFCs since late 2015, the progress is clearly less
pronounced than for household. In this context, the
improvement in the asset quality of institutions is
linked to the decreasing share of loans to NFCs in
their portfolio. While loans to NFC are stagnating,
banking institutions increase their lending to
financial corporations and governments, which
have a much lower rate of non-performing loans.
Furthermore, restructuring has played only a minor
role in the NPL dynamics. The forborne loans
represent 7% of total loans in 2017, a relatively
stable share, and most of these remain non-
performing.
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(1) Data from 2014 on based on FINREP sample. Data prior
to 2014 recalculated based on full sample.

(2) Total NPL ratio also includes loans to financial
corporations and to public institutions

Source: ECB

Graph 4.2.5: Share of companies facing financial stress
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(1) Zombies are defined as companies that are less than 10
years old and for which the interest coverage ratio (ICR) has
been below one for more than 3 years in a row (only
available from 2015 on).

(2) The analysis does not include firms in agriculture, finance
and insurance, public administration, arts and households as
employers.

Source: Orbis, European Commission calculations

The large proportion of financially-stressed
companies (*) acts as a drag on growth. As
financially constrained companies invest less,
grow less and have lower productivity (see Graph
4.2.5), their prevalence hampers productivity at the
macroeconomic level. In sectors with a large
proportion of distressed companies, the

(*) Companies with interest coverage ratio below 1.



productivity of non-financially stressed firms may
also suffer from poor allocative efficiency
(McGowan, Andrews and Millot, 2017) (see Graph
4.2.6). About half of the companies in financial
stress in 2016 had experienced such stress for the
last 3 years. The financial sector does differentiate
between financially stressed and non-stressed
companies in terms of prices, but volume changes
are similar, raising concerns about ‘evergreening’
of non-performing corporate debts.

Graph 4.2.6: Determinant of growth for financially and non-
financially stressed NFCs
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4.2.5. INSOLVENCY FRAMEWORK

The insolvency framework presents some
weaknesses. The ineffectiveness of the insolvency
framework is slowing the reduction in private
sector indebtedness and the work-out of NPLs.
Procedures are lengthy and the recovery rate is
low.

Reform of the insolvency framework has
advanced but is incomplete. In December 2016,
Parliament adopted changes to the Commercial
Act and Pledge Registry, introducing new rules on
business restructuring. The procedure entered into
force on 1July2017. Some elements of a
functioning framework are still lacking, in
particular rules for granting second chance to
entrepreneurs and consumers in a reasonable
timeframe following a bankruptcy.

29

4.2. Financial sector

Measures are needed to ensure the new
restructuring procedure fulfils its purpose. The
legal amendments provide the basis for
streamlining business restructuring. It remains to
be seen whether the training given has equipped
judges to apply the new procedure effectively. No
efforts were made to familiarise the business
community with the potential benefits of the new
procedure in the consultation phase. The new
procedure remains relatively unknown, especially
to smaller businesses which stand to benefit most
from it.

There has been no analysis of the effectiveness
of either older or new procedures, including for
business restructuring. The lack of data gathering
and adequate monitoring tools prevents an
assessment. At present, data are not collected on
matters such as the number of cases filed and
completed under the new procedure or their
duration. The lack of data also prevents
comparison with the use of alternative procedures
that have existed until now. This presents an
obstacle to analysing the usefulness of court
procedures, estimating the impact of legislative
changes and ultimately formulating and
implementing sound policies. No plans for
improvements in data collection have been
communicated by the authorities.
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4.3.1. LABOUR MARKET

Strong economic growth has led to solid labour
market recovery, but structural challenges
persist. The employment rate was 71.9 % in Q3-
2017, wages are on the rise and unemployment
decreased substantially, to 6.2 % (see Section 1).
Bulgaria displays increasing gross household
disposable income per capita and low gender
employment gap. However, the positive labour
market developments are not spreading equally as
social safety nets are not effective in reducing the
high inequality, poverty and social exclusion. The
high level of undeclared work (see section 4.1.1)
and low participation in active labour market
policies hinder access to the labour market and
equal opportunities. The high and rising rate of
early school leaving and weak digital skills signal
broader problems in the education system and
contribute to skills shortages.

The population is ageing and shrinking fast.
This means fewer workers and a rising old-age
dependency ratio (**). The population is expected
to shrink by as much as 22 % by 2050 (Graph
4.3.1) due to net migration, low birth rates and
relatively high mortality. This is one of the highest
projected drops in the EU (Eurostat, 2017a). Most
Bulgarians living abroad are of working age,
further exacerbating adverse population change.
The high inactivity rate is a further concern.

Graph 4.3.1: Population projections (2016-2080)
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(*® Number of persons aged 65 over those between 15 and 64.
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Disparities between urban and rural areas and
between different regions are high. In rural
areas,, the rates of unemployment, of young people
not in employment, education or training, of risk of
poverty and social exclusion and of early school
leaving are all well above the EU and national
averages, despite the outflows of people in
working age.. This is leading to large inequalities
of opportunity. The government is seeking to
address some of these disparities. The programme
"Work", addressing high unemployment in the
most underdeveloped Northwest region will be
rolled out to other municipalities with the support
of the European Social Fund (ESF..

Wages remain relatively low but have
substantially increased in recent years. The
average compensation of employees per hour
worked (EUR 4.6 in 2016) is one fifth of the EU
average, mostly explained by productivity
differentials. Wage increases in recent years,
helped to reduce the gap with the EU average from
34% in 2010 to 43% in 2016 (in purchasing power
parity). Nevertheless, the wage gap for the main
destination countries remains a major reason for
emigration. In the first three quarters of 2017,
wage growth was particularly high in the
administrative and support services (13.3 %) and
manufacturing (9.4 %). Wage sectoral differentials
are decreasing and the rapid growth in the private
sector is contributing to the closing of the
public/private wage gap.

Minimum wage increases are being adopted
without clear and transparent criteria. The
minimum wage has been increased from BGN 460
(EUR 235) to BGN 510 (EUR 261) as of 1 January
2018 and is set to rise to BGN 610 (EUR 312) by
2020. Over 13% of the labour force, some 400
thousand people, earned at the minimum wage at
the beginning of 2017 and this number is expected
to grow. These changes to the minimum wage
level were decided ad-hoc, which may not ensure a
proper balance between supporting employment
and competitiveness and safeguarding labour
income. The government has tabled a proposal for
a minimum wage setting mechanism to address
this shortcoming but there is still no agreement
between the social partners. In 2018, Bulgaria
ratified the International Labour Organisation's
convention 131 on minimum wage fixing which
would be a step in the right direction.
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Box 4.3.1: Monitoring performance in light of the European Pillar of Social Rights

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European
Parliament, the Council and the European Commission, sets out 20 principles and rights to benefit
citizens in the EU. In light of the legacy of the crisis and changes in our societies driven by
population ageing, digitalisation and new ways of working, the Pillar serves as a compass for a

renewed process of convergence towards better working and living conditions.

Early leavers from education
and training (% of population To watch
Equal aged 18-24)
opportunities Gender employment gap Better than average
and access to (Income quintile ratio (580/520)
the labour At risk of poverty or social
market exclusion (in %)
Youth NEET (% of total
population aged 15-24)
Dynamic Employment rate (% To watch
Jabour population aged 20-64)
fat d Unemployment rate (% O,
markets an population aged 15-74) g
fair working
eanaitions GDHI per capita growth Better than average
Impact of social transfers
(other than pensions) on
poverty reduction
Social Children aged less than 3 years
protection in formal childcare UL
i i Self-reported unmet need for
and inclusion P ! On average
medical care
Individuals' level of digital skills

Members States are classified according to a statistical methodology agreed with
the EMCO and SPC Committees. The methodology looks jointly at levels and changes
of the indicators in comparison with the respective EU averages and classifies
Member States in seven categories (from "best performers" to "critical situations").
For instance, a country can be flagged as "better than average" if the level of the
indicator is close to EU average, but it is improving fast. For methodological details,
please consult the draft Joint Employment Report 2018, COM (2017) 674 final.

NEET: neither in employment nor in education or training; GDHI: gross disposable
household income.

Bulgaria faces challenges with regard to a
number of indicators of the Social Scoreboard®
supporting the European Pillar of Social Rights.
Bulgaria has a high rate of poverty and social
exclusion as well as income inequality. The rate of
young people not in employment, education or
training remains very high. Roma and students with
lower socio-economic status have difficulties in
accessing quality, inclusive education. Individuals'
level of digital skills is very low. At the same time,
the gender employment gap is low and gross
disposable household income per capita is
increasing fast.

Social transfers have a low impact on reducing
poverty and income inequality; spending on
social protection is well below the EU average.
This contributes to persistently high levels of
poverty (see section 4.3.4).

To improve equity in education and Roma
inclusion, Bulgaria has started implementing an
inclusive education reform. To fight early school
leaving, integrated teams were set at a local level to
support out-of-school children in returning to
education. Some recent measures seek to support
the participation of Roma in education, including

additional language courses for students whose mother-tongue is not Bulgarian, work with parents and further
possibilities to finalise compulsory education in the so-called "united schools". There are also plans lower the
compulsory pre-school age to 4. Despite these positive initiatives effective measures to improve school

retention have not been developed yet.

1

The Social Scoreboard is composed of 14 headline indicators, of which 12 are currently used to compare Member
States' performance. The indicators "participants in active labour market policies per 100 persons wanting to work"
and "compensation of employees per hour worked (in EUR)" are not used due to reservations by Member States.
Possible alternatives will be discussed in the relevant Committees. GDHI: gross disposable household income

Job creation has rallied but companies face
challenges in finding the right employees. In the
first three quarters of 2017, y-o-y employment growth
has been generally positive in most of sectors (Graph
4.3.2). In 2017, job creation has spread to a larger
part of the country. The ratio of self-employed to
employee has decreased to 12.6 % following a
more dynamic increase in the number of

employees. Labour shortages are increasingly felt,
in particular in manufacturing, construction and
the digital sector (Manpower, 2017; CEDEFOP,
2017). A declining working age population,
migration and unattractive working conditions are
the main causes. Macroeconomic  skills
mismatches have been decreasing but remain
among the highest in the EU. The overall level of



skills has increased with tertiary education
attainment rising. However, growing early school

leaving and one of the lowest rates of adult

participation in learning (2.2 %. EU average:
10.8 %) further weaken long-term prospects.

Graph 4.3.2: Employment by sector, year-on-year changes
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The sizeable potential labour force represents
an opportunity for the economy. Discouraged
workers (those available but not seeking work)
were in Q3-2017 equivalent to two thirds of the
unemployed (European Commission, 2017k).
Involuntary part-time workers, and inactive people
seeking work but not available to work were,
combined, equivalent to a further one third (Graph
4.3.3). Although more individuals recently entered
employment  from inactivity than  from
unemployment, the high proportion of discouraged
workers suggests that activation support may be
insufficient. With the right mix of active labour
market policies and social services, groups such as
educated but inactive young people, low-skilled
long-term unemployed middle-aged men and long-
term  unemployed women  with  caring
responsibilities, could be better integrated in the
labour market (World Bank, 2018).
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Graph 4.3.3: Unemployment rate and potential additional
labour force
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Source: European Commission

Long-term unemployment decreased
substantially but challenges remain. In Q3-2017,
it was 3.3 %, 1.1 pp. less than a year ago, and close
to the EU average. However, as a percentage of
total unemployment, at 53.4%, it remains
significantly above the EU average of 44.4 % (Q3-
2017). Many of the long-term unemployed are
Roma, who often face difficulties in finding a job
due to low skills and discrimination in
recruitment (%).

Young people do not yet fully share the benefits
of an improving labour market. Regardless of a
slight fall in the rate of young people not in
employment, education or training (NEET), to
18.2 % in 2016, it is still among the highest in the
EU and significantly above the EU average of
11.6 %. Over half of those not in employment,
education or training were low-skilled and the rate
of young Roma who report not to be in work or
education remains very high (65 %), in particular
for girls.

(®) The groups at highest risk of discrimination in the labour
market are ethnic minorities, workers without a contract or
in the agricultural sector, the low qualified, people with
disabilities and those over 55 years of age (Bulgarian
Commission for Protection against Discrimination, 2017).



Measures have been taken to address the
situation of young people, but the coverage of
the Youth Guarantee still remains low. Around
80 % of those in the NEET category are deemed as
inactive (among the highest rates in the EU) and as
such are not covered by the Youth Guarantee.
Only 12% of those NEET aged 15-24 were
enrolled in the Youth Guarantee at any point
during 2016, a decrease from 2014. Only
40.5 % of those leaving the scheme took up an
offer within 4 months. Several outreach measures
are, however, helping young people to take up
work despite the still low individual registration
with the public employment service. More active
labour market policies are being directed to the
low-skilled youth. Job fairs as well as youth and
Roma mediators at local level have proven to be
among the most effective measures.

Participation in active labour market policies
(ALMPs) remains limited. Low funding and low
participation rates weaken the potential of
activation policies (*). Their efficiency may be
also limited by the high fragmentation of policies
and programmes, as well as overlapping eligibility
criteria for participation (World Bank, 2018).
Measures continue to be overwhelmingly focused
on direct job creation and employment incentives.
Given the large skills mismatches, measures
addressing jobseekers' employability and skills
gaps, e.g. training and retraining programmes,
seem underdeveloped (see Graph 4.3.4).

The Employment Agency is undergoing a
comprehensive modernisation agenda. The goal
is to turn the Agency into a modern and customer-
oriented public employment service. The reform
covers service provision, planning mechanisms,
management, implementation and monitoring at all
levels of the organization. Despite progress,
customer segmentation and case management
remain incomplete, as a fully functional
competence-oriented and IT based job matching
has yet to be introduced.

(**) Bulgaria spent only 0.14 % of GDP on ALMPs in 2015
(EU funding included). Consequently, only 2.7 % of those
wanting to work participated in ALMPs.
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Graph 4.3.4: Expenditure on and participation in activation
measures, 2017
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The integration of employment and social
services has continued, but is not yet complete.
Seventy-three Centres for Employment and Social
Assistance have been set up, improving the
integration of the services provided by the Labour
Offices and the Agency for Social Assistance. New
services are planned, such as family labour
counselling and mobile service. However, for a
one-stop-shop approach, considerable investment
is required to expand the network of centres and
harmonize administrative processes and joint case
management, including data collection and sharing
(World Bank, 2018). The limited involvement of
municipalities, the main providers of social
services, is hampering the integration of
employment and social services.

The social dialogue faces several challenges.
Collective bargaining takes place predominantly at
company, industry or branch level but has been
undermined by the low membership and capacity
of social partners (*°), especially at branch level.
Bipartite dialogue at national level deteriorated in
2016-2017, as shown by substantial differences
between the social partners on issues such as
minimum social security thresholds, the so-called
'seniority bonus' and the minimum wage setting

(*®) Less than 10 % of all establishments with 10 or more
employees are members of employers organisations,
significantly below the EU average of 26 % but similar to
other countries in the region (ECS, 2013). In 2015, only
around 30 % of employees reported the existence of a trade
union, workers council or a similar body in their company,
among the lowest in the EU (Eurofound 2017).



mechanism.  Trade unions  consider the
involvement of social partners in the design and
implementation of reforms and policies positively
but with room for improvement, while employers'
views are more critical.

4.3.2. EDUCATION AND SKILLS

Education reform is progressing, but several
systemic challenges remain. Investment in
education is improving in real terms, but remains
below the EU average (in 2015, 4 % of GDP,
compared to 4.9 %, and 9.8 % of total government
spending, compared to 10.3 %). Almost 50 % of
teachers are aged 50 or more. Initial teacher
education does not prepare teachers sufficiently in
terms of inclusive teaching methods and for
working with students from disadvantaged
backgrounds. Recent measures seek to improve
this situation.

New curricula seek to improve currently low
educational outcomes. Many 15-year olds are not
equipped with the basic skills necessary to solve
the kind of problems routinely faced by today's
adults in modern societies. 29.6 % of students are
low achievers in all three tested subjects in the
PISA international education survey (science,
reading and mathematics). The percentage of top-
performing students is low (*®). The share of
population with basic or above basic overall digital
skills, at 29%, is among the lowest in the EU.
Schools provide trainings on digital skills, with
different quality and intensity. Since 2015, a
government Ordinance regulates IT training in
schools. Implementation is gradually starting, but
digital skills among young people (16-24) at
54.3%, remain very low compared to the EU
average of 81.9% (Digital Scoreboard 2017). In 2017-
18, curriculum reform continued with grades 2, 6
and 8.

Low inclusion of Roma in education remains a
challenge. Of Roma aged 18-24, 67% are early
school leavers, with women disproportionately at
risk of dropping-out (77 %, against 57 % for men)
(FRA, 2016). Implementation of the ban on class
segregation remains a challenge. 48% of Roma

(*) 2.9% in science (EU average: 7.6 %), 3.6 % in reading
(8.7 %) and 4.4% in mathematics (10.7 %).
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students in non-segregated neighbourhoods attend
classes where all or most children are Roma.

Despite some improvements, the impact of
socioeconomic status on performance remains
high. Low achievement among disadvantaged
students is among the highest in the EU (59 % in
science compared to 33.8 %, on average). The gap
in underachievement between advantaged and
disadvantaged students is also among the highest
(42 pp. compared to 26.2 pp, on average). The
variation in performance is strongly associated
with students' and schools' socioeconomic status.

Kindergarten fees are a barrier to full
participation in early education and care.
Despite the positive impact of the introduction of
the two-year compulsory programme for children
aged 5-6, participation is not universal mainly due
to care-related fees. Less than 15% of
municipalities for which data are available offer
free-of-charge compulsory preschool education,
resulting in low participation of Roma children
(66 % in 2016) and an unequal start in education
(Amalipe, 2017). Only 9 % of children aged below
3 are in formal childcare, which is significantly
below the Barcelona target of 33 % and the EU
average. This leads to a poor acquisition of
Bulgarian language skills and overall low
educational outcomes. The performance gap
between students who speak Bulgarian at home
and those who do not (8% of the students in PISA
2015) is significant.

Despite recent measures, early school leaving
remains a challenge for the labour market.
Early school leaving was 13.8% in 2016 (EU
average: 10.7 %; see graph 4.3.5), with higher
levels for Roma and in rural areas (30.3 %). A new
system to identify out-of-school children and bring
them back into education was introduced.
However, recent additional measures to improve
school retention require strengthening.

The labour market relevance of vocational
education and training (VET) remains limited.
The proportion of upper secondary VET students
is above the EU average. However, one in three
VET students graduate without a professional
degree and the employment rate of recent VET
graduates (64.2 %) is 10.8 pp. below the EU
average. The quality on offer, the attractiveness of
VET and links with the labour market remain



challenges. The authorities revised the educational
standards for VET and are working on connecting
supply and demand for skills and qualifications.
Recent amendments in the Law on Pre-primary
and School Education are related to additional
financial stimulus for schools which offer VET
specialties that correspond to the labour market
needs. These developments aim at labour market
relevance of VET provision. Structural VET
graduate tracking measures have yet to be
developed.

Graph 4.3.5: Early school leaving disaggregated by the
urban status, Bulgaria and the EU average
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Despite recent reforms in tertiary education,
addressing skills shortages is a challenge.
Tertiary education attainment is improving
(33.8% in 2016. EU: 39.1%) but graduates'
profiles by sector show imbalances. Shortages are
expected particularly in ICT, teaching, health and
engineering. However, the number of graduates in
these fields is rather low, particularly in health
(*).The government is undertaking measures to
address the shortage of teachers.

Low participation in adult learning remains
critical given the skills shortages. Almost one in
five adults is low qualified, resulting in poorer
employment prospects. However, investment in
adult education remains insufficient, evaluation

and monitoring is weak and provision is
fragmented and unevenly-developed across
(*) The number of graduates in science, technology,

engineering and mathematics or related disciplines is 13.7
for 1.000 inhabitants 20-29, compared to 18.7 on average
in the EU.
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regions. Adults' participation in learning was only
2.2% in 2016 (EU average: 10.8%). In the
context of the Upskilling Pathways Council
Recommendation, training, including for digital
skills, literacy courses and projects to recognise
acquired competences, are being organised,
especially with EU funds.

4.3.3. HEALTH POLICIES

Health insurance coverage is still a challenge. In
2015, 4.7 % of Bulgarians faced problems with
accessing healthcare (11.5% for the poorest
quintile) which is above the EU average of 3.2 %
(5.5% for the poorest quintile). 12 % of the
population has no insurance (OECD/European
Observatory on Health Systems and Policies,
2017) and out-of-pocket expenditure (*®) is high.
Some of those uninsured live abroad and can use
systems in their countries of residence, but exact
numbers are not available. Some groups such as
the long-term unemployed are particularly at risk
of poor access to healthcare. Less than half of
Roma are estimated to be covered by public health
insurance (FRA, 2016).

Low public spending has a negative impact on
the quality and accessibility of healthcare. In
2015, Bulgaria spent less than 40 % of the EU
average in healthcare per capita (8.2 % of GDP,
1.7 pp. below the EU average; see Graph 4.3.6).
As a result, public spending accounts for only 51
% of healthcare expenditure, the remaining being
covered by out-of-pocket payments by patients.
This is significantly above the EU average of 15%.
More than 40 % of out-of-pocket payments are
spent on pharmaceuticals, the highest percentage
in the EU). The state is required to pay insurance
premiums for entitled groups (e.g. some civil
servants) but it only covers 60 % of the premium, a
share that is being increased by 5 pp. per year and
will reach 100 % in 2025.

(*®) Official co-payments for medical care that are not
reimbursed by public health insurance.
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The healthcare system remains hospital-
centred. The number of hospital discharges (%),
one of the highest in the EU, and the high number
of acute hospital beds shows the intensity of
hospital care utilisation. About 34 % of healthcare
expenditure goes to hospitals, 5 pp. above the EU
average, whereas outpatient care expenditure
(18 %) is very low. People without insurance have
access only to emergency services and limits on
referrals to specialist care are imposed on general
practitioners. These steers patients to a great extent
to hospital care. The current process to integrate
health and social services may improve the
situation. A proportion of curative (acute
treatment) hospital beds is to be transformed into
long-term care beds.

The situation of health professionals is mixed.
The number of medical doctors is higher than the
EU average, but general practitioners constitute
15.6 % of all physicians (against an EU average of
30.2 %), showing the relatively low importance
given to primary health care. There are also high
district-level differences (from 563 doctors per
100,000 of the population in Pleven to 263 in
Razgrad). In recent years, fewer doctors have left
the country and the number of medical students
has risen. On the other hand, the ratio of nurses to
doctors is very low. The nursing profession is so

(*®) The number of patients staying for at least one night in
hospital for treatment or diagnosis.
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unattractive partly due to the low wages, that the
available university places are not fully filled,

The challenges identified in the system are
affecting the health of the population. Slow
improvement has been observed in recent years but
life expectancy (at 74.7 years in 2015) is still 6
years lower than the EU average. Infant mortality
remains almost twice the EU average, with
significant regional disparities. In 2016, the best
performing district (the city of Sofia) had six times
lower infant mortality than the worst performer
('Yambol). Cancer and cardiovascular diseases are
responsible for more than 80 % of all deaths in the
country. This is partially because of risk factors
such as smoking (28 % of the population smoke,
the highest rate in the EU) and high alcohol
consumption (12 litres per year). Some
communicable diseases are still a challenge too,
e.g. more first-time blood donors have Hepatitis B
than in most other Member States.

4.3.4. SOCIAL POLICIES

Income inequality, poverty and social exclusion
remain high. In 2016, 40 % of the population was
at risk of poverty or social exclusion. The rate of
severe material deprivation (31.9 %) is four times
higher than the EU average (Graph 4.3.7). Income
inequality is among the highest in the EU and has
been increasing steadily since the crisis. In 2016
the richest 20 % households' share of total income
was almost eight times that of the poorest 20%.
This is a result of the low spending on social
protection, which is partly due to the low level of
tax revenue, and the lack of progressivity in the tax
system (see Section 4.1.1). Social transfers have a
very limited impact on reducing poverty and
inequality. Inequality of opportunity in
education, healthcare and housing — is among the
highest in the EU, which makes success in life
largely dependent on the parents' achievements.



Graph 4.3.7:  At-risk-of-poverty or social exclusion rate,
components
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Poverty is strongly linked to regional disparities
and labour market participation. The risk of
poverty or social exclusion is much higher in rural
areas, especially in sparsely populated ones. The
median income in rural areas as a percentage of
urban incomes was among the lowest in the EU, at
60.16 % in 2016. Monetary poverty among the
unemployed is about five times higher than for
people in employment. However, in-work poverty
is also high (11.6 %) and is often associated with
low level of skills and education (38.3. % of the in-
work poor have low education) and with
employment in subsistence and semi-subsistence
agriculture. In addition, social mobility is
relatively low in Bulgaria, with 16.2 % of the
population (one of the highest in the EU) at risk of
poverty for at least 2 out of the 3 previous years.
This indicates that it is difficult to move out of
income poverty.

The level of housing deprivation is high. 11.6 %
of population (EU average 4.9 %), including
21.5% of children, suffer from severe housing
deprivation. The housing cost overburden rate (*°)
and overcrowding are also high, and people in
monetary poverty are particularly affected. More
than 1 in 10 Bulgarians live in houses without a

(*) One in five households allocating more than 40% of their
income to housing costs in 2016, double than the EU
average.
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bath, shower or indoor flushing toilets, five times
the EU average.

Children, the elderly and people with
disabilities face an even higher risk of poverty.
In 2016, 45.9% of those over 65 years old were at
risk of poverty or social exclusion, among the
highest in the EU (Graph 4.3.8). The minimum
pension increase by 22 % in 2017 is step towards
addressing this risk, but the minimum pension is
still far below the poverty line (*). When it comes
to children, the situation is particularly severe
among disadvantaged groups such as Roma and
for those living in rural areas. The poverty and
employment gap for people with disabilities is also
among the highest in the EU, signalling
weaknesses in social protection and employment
measures.

Graph 4.3.8: At-risk-of-poverty or social exclusion rate, age
groups
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Roma still face difficulties related to
employment, education, housing and health
services. The planning, monitoring and cross-
sectoral coordination of Roma inclusion policies is
weak. The proportion of Roma at risk of poverty or
social exclusion is estimated at over 90 %. The
majority of Roma are unemployed, inactive or
working poor (FRA, 2016). Two thirds did not
complete upper secondary education. Some 7% of

(®Y) After this increase about 800 000 retirees will receive
minimum pensions. However, poverty depth will be
alleviated for around 350 000 elderly persons, the vast
majority of whom (around 260 000) are women.



Roma children aged 7-15 remain outside the
education system and many children are not
enrolled in kindergartens (FRA, 2016) (*). A
substantial proportion of Roma live in households
without access to public utilities or basic housing
amenities.

Access to social protection is a challenge for the
most vulnerable workers. The self-employed and
seasonal workers do not have access to
unemployment protection. Around 1 in 10 people
employed are at risk of not being entitled to
sickness benefits or unemployment benefits. The
situation is particularly worrying for workers in
subsistence and semi-subsistence agriculture.
Those who do not qualify for social assistance may
opt in to statutory health coverage (ESPN, 2017).

Despite some improvements, the coverage and
adequacy of social benefits remain low. In 2016,
monthly social assistance benefits and heating
allowances covered, respectively, 3 % and 6 % of
the adult population, despite a loosening of the
eligibility conditions. After being frozen for 9
years, the guaranteed minimum income (GMI),
which determines the level of social benefits and
access thresholds, was increased in 2018 by BGN
10 (to BGN 75). It is still among the least adequate
in the EU and significantly below the at-risk-of-
poverty threshold (EUR 158 in 2015) (*). A
Euromod simulation shows that the 2018 increase
of monthly social benefits and heating allowances
is not sufficient to significantly reduce poverty or
income inequality. The system has limited take-up
and an objective mechanism for regular updates of
GMI is still lacking. Furthermore, the coverage
and duration of unemployment benefits are also
among the lowest in the EU (*). However, the
daily minimum unemployment benefit was
recently increased by 25 %.

(*» Indicators used in the 2016 FRA survey closely resemble
those applied in standard European surveys (EU-SILC, EU
LFS) but full comparability was not intended. For more
details see FRA 2016.

According to the benchmarking exercise in the area of
minimum income schemes conducted within the Social
Protection Committee, see the draft Joint Employment
Report 2018.

According to the benchmarking exercise in the area of
unemployment benefits and active labour market policies
conducted within the EMCO Committee. See the draft
Joint Employment Report 2018 for details.
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Notwithstanding positive developments, efforts
to help social assistance beneficiaries to obtain
work are weak. Putting benefit recipients into
work requires the right mix of active labour market
policies and support services. The public
employment service has created case managers for
long-term unemployed people, including those
receiving social benefits. However, its case
management is not matched by the Social
Assistance Agency and cooperation between the
two institutions, including the inter-connection
between databases, is weak. The public works
requirement for social benefits recipients has no
training component and the eligibility criteria for
minimum income benefits have no income
disregard with the exception for one day contracts.
These elements impact on the transitions to the
primary labour market.

Bulgaria is pursuing an ambitious programme
to improve social services. The government is
working on a new social services act, to be ready
in October 2018. The act is expected to shift the
focus of assessment and the provision of service
from individuals to families, and to improve case
management. The reform is expected to reduce the
fragmentation of services and to improve the
financing mechanisms.

Work is ongoing on disability reform and de-
institutionalisation of adults and children. The
authorities are considering the separation of the
medical from the employability assessment of
disability. The effects on putting people with
disabilities into work remain to be seen. An action
plan for the implementation of the National Long-
Term Care Strategy (2018-2021) adopted in
January 2018, envisages integrated measures for
provision of quality services for long-term care of
vulnerable people and new infrastructure. The
government continues to make progress on
deinstitutionalisation for children.
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4.4.1. INVESTMENT

Investment activity

Investment levels dropped to below the EU
average and are forecast to remain subdued.
Private investment has fallen significantly in recent
years, suggesting structural problems and barriers
to investment. After having decreased sharply in
2016, mostly due to the slow uptake of EU funds
under the new cycle, public investment is
estimated to have recovered somewhat in 2017, in
line with peer countries. It is forecast to continue
to grow, but not enough to counter the decline in
private investment. As a result, total investment is
not expected to keep up with the forecast increase
in peer countries and the EU as a whole (Graph
4.4.1).

Graph 4.4.1: Gross fixed capital formation as % of GDP
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High value added activities attract relatively
little investment. Buildings account for more than
half of investment in tangible assets. Machinery
and equipment account for another 30 %.
Negligible investment in ICT equipment may
affect companies’ future ability to compete, as
exports are becoming more dependent on
innovation and quality (see Section 4.5.1).

The quality of infrastructure is improving but
slowly and asymmetrically. Satisfaction with the
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quality of infrastructure is among the lowest in the
EU (World Economic Forum, 2017). Significant
investment in road infrastructure, supported by the
European structural and investment (ESI) funds,
seems to have led to some improvement, albeit
from a very low base. In rail, investment has not
been relevant and the prevailing low rate of
satisfaction reflects a lack of quality that has led to
declining freight and passenger traffic. Digital
infrastructure is also improving only slowly, in
part due to cumbersome authorisation procedures
for broadband deployment (European
Commission, 2016c).

Foreign Direct Investment fell significantly in
2017. After a large drop during the financial crisis,
foreign direct investment (FDI) inflows stabilised
around 3% of GDP after 2010 but the trend turned
negative since 2015. According to preliminary data
(BNB, 2017) FDI has decreased by more than 25%
in the first nine months of 2017 compared to the
same period in 2016. In terms of composition,
about half all FDI goes into manufacturing and
ICT, with another 25% going into trade, transport
and tourism (Graph 4.4.2).

Graph 4.4.2: FDI in NFCs by economic activity, 2016
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Box 4.4.1: Investment challenges and reforms in Bulgaria

Section 1. Macroeconomic perspective

Since the crisis, the decline in overall investment has been sharper than the EU average,
mainly due to private investment. High private sector indebtedness, despite the ongoing
deleveraging process, subdued credit demand and an only gradually-decreasing high stock of non-
performing loans limit banks’ capacity to boost credit and private investment (see Section 4.2.4).
Although some steps have been taken, persistent weaknesses in the business environment continue
to weigh negatively on investment and restrain the demand for credit (see Section 4.4.3 and
European Commission, 2015b). Until 2015, the decline in private investment was offset by high
public investment, as the implementation of EU ESI funds increased. The slow start of the 2014-
2020 programming period for EU funds had an impact on public investment, but a gradual
recovery has started in 2017. Total investment is forecast to remain unchanged as percentage of
GDP, unlike peer countries and the EU as a whole, where total investment is expected to
progressively increase.

Section 2. Assessment of barriers to investment and ongoing reforms

o

Table 1:

Regulatory/ administrative burden

Financial Sector | |dkaai Gk
TEEIT Access to finance
Coop! btw and
R&D&I
Financing of R&D&I

services / d

Public administration

Public

L e [s41A | Public procurement /PPPs
Business

environment

Judicial system

Insolvency framework CSR

Competition and regulatory framework Retail

EPL & framework for labour contracts PRI Construction
Labour market/ regulation
Education Wages & wage setting Digital Economy / Telecom
Education CSR Energy

Legend: Transport
No barrier to investment identified

CSR Investment barriers that are also subject to a CSR Some progress
No progress Substantial progress
Limited progress Fully addressed

e The business environment improved somewhat, but institutional weaknesses and corruption remain
among the main obstacles to investment. Despite implementation of several action plans, the regulatory
and administrative burdens are still high. The inefficiencies of the public administration and the slow
introduction of e-government restrain the improvement of investment conditions. The effect of the newly
introduced impact assessment system on the quality and stability of the legislation is still limited.

e The lack of an adequately skilled labour force continues to hamper investment. The quality of the
education and training systems and their limited adequacy to the labour market limit the supply of
suitably-skilled workers, thus negatively impacting investment decisions. The increasing rate of early
school leavers and low adult participation in learning further exacerbate the situation (see Section 4.3).

e Weaknesses in the insolvency framework hamper private investment. The framework is characterised by
lengthy procedures and a low recovery rate. The government introduced new legislation but elements of
a functioning framework remain missing (see Section 4.2.5). The effectiveness of the insolvency
framework also depends on improving the judicial system (see Section 4.4.7).

and regulatory uncertainty, the lack of workers and
the skills shortages, and financial constraints are
among the factors shown to impede investment
Weak institutions and skills shortages are key plans. Low productivity is also a problem for long-
constraints on business development. According term investment (EIB, 2017). The latest Global
to the EIB (2017), the percentage of companies Competitiveness Report (World Economic Forum,
that invest is well below the EU average. Political 2017) confirms that institutions remain the most

Business environment and  Dbarriers to
investment
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problematic area, with extremely low scores for
property rights and intellectual property protection,
judicial independence and transparency of
government policy-making.

Bulgaria is slowly removing barriers to
investment. Despite delays, an action plan for
removing obstacles to investment (European
Commission, 2017) is progressing, with about half
of the 118 measures in place. However, no prior
assessment or subsequent evaluation has been
carried out, which prevents better targeting of the
work. Some of the working groups created in 2016
(European Commission, 2017) to identify and
propose additional measures were revived in 2017.

The business environment is improving at a
slow pace. The low quality and availability of
basic infrastructure (see above), as well as the
difficulties in resolving insolvencies (see Section
4.2.3), paying taxes or connecting to the electricity
grid (World Bank, 2017) show the importance of
faster and better-targeted reforms. There has been
an increase in the number of days and
administrative formalities needed to start a
business (GEM, 2017), and new restrictions and
administrative formalities were introduced in some
sectors (e.g. for tourist guides and mountain
guides). The business environment is also
weakened by the lack of national rules for
companies wishing to directly transfer registered
offices on a cross-border basis.

SMEs’ access to finance is improving. Financing
is the most important problem for just 7 % of
SMEs, according to the 2017 SAFE survey (ECB,
2017). This is around half of the 2009-2013 level
and on a par with the EU average. The most
popular sources of financing are credit lines,
leasing and bank loans. Only 2 % of SMEs find
equity financing relevant.

European Structural and Investment Funds are
improving access to finance for business. Grants
from the operational programme Innovation and
Competitiveness mainly benefit SMEs for
investment in machinery, innovation and energy
efficiency. Commercial banks are developing a
loan portfolio expected to reach EUR 600 million
guaranteed by the operational programme ‘SME
Initiative’. Further, a EUR 150 million agreement
was signed by the Bulgarian Development Bank
(BDB) under the EU Investment Plan to finance
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small and medium-scale projects, but the overall
role of the BDB in the economic environment
remains unclear.

Venture capital and business angel financing
are still lagging. The start-up ecosystem is still
largely dependent on public support; however,
there is a significant delay in implementing
available public financial instruments. The first
agreements with local financial institutions arising
from the Fund Manager of Financial Instruments
in Bulgaria calls were signed in December 2017,
but for very limited amounts. According to local
stakeholders, continuity, political independence
and suitability for market needs are critical for
further improving the local financing ecosystem.

4.4.2. EXTERNAL COMPETITIVENESS

Participation in international trade is growing
as Bulgarian  products become  more
competitive. Exports and imports represent 64 %
and 60 % of GDP, respectively. The main trade
partners are Germany, ltaly, Romania, Turkey,
Greece, France and Spain; the EU as a whole is the
destination of almost two thirds of exports. Global
export market share almost doubled between 1996
and 2006. It has continued to increase since then,
but more slowly. Goods account for more than
70 % of total exports and are the main driver of
export penetration in international markets. Rising
export market share is mainly driven by
improvements in competitiveness, as domestic
factors seem to play a greater role than changes in
demand in trading partners (Graph 4.4.3).



Graph 4.4.3: Evolution of export market share
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Exports’ diversification is increasing and
quality is improving. Bulgaria has been
diversifying its exports. Basic metals remain the
largest export sector, followed by wearing apparel
(clothing), whose contribution almost halved
between 2006 and 2016. Electrical equipment,
vehicles and pharmaceuticals are among the goods
with the highest growth in the same period (see
Graph 4.4.4). Based on the indicator developed by
Vandenbussche (2014), quality improvements in
almost all exporting manufacturing sectors seems
to be leading the shift from low to higher quality
export products. In services, growth has mainly
been driven by travel services, followed by
transport, but exports of telecommunication,
computer and information services also increased.

Wage increases have so far not affected
external competitiveness. Unit labour cost
developments reflect wage increases, which
resulted mainly from the cyclical improvement in
the economy (Graph 4.4.5). They are, nonetheless,
also affected by structural weaknesses that
constrain productivity and labour supply (see
Section 4.3). Overall wage developments seem to
be mainly driven by the non-tradable sector. In
manufacturing and services, which include the
bulk of exporting companies, unit labour cost
increases have been lower than in the rest of the
economy®. The recent stabilisation of the real

% Constructions, ICTs, financial and insurance, real estate,

professional,  scientific and  technical  services,
administrative and support services, public administration,
education (ISIC F, J-P)"
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effective exchange rate (Graph 4.4.6) had also had
a positive impact on external competitiveness.

Graph 4.4.4: Quality and share of exports by category
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Wage increases have so far not affected external
competitiveness. Unit labour cost developments
reflect wage increases, which resulted mainly from
the cyclical improvement in the economy (Graph
4.45). They are, nonetheless, also affected by
structural weaknesses that constrain productivity
and labour supply (see Section 4.3). Overall wage
developments seem to be mainly driven by the
non-tradable sector. In manufacturing and services,
which include the bulk of exporting companies,



unit labour cost increases have been lower than in
the rest of the economy®. The recent stabilisation
of the real effective exchange rate (Graph 4.4.6)
had also had a positive impact on external
competitiveness.

Graph 4.4.6: Real effective exchange rate based on ULC
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4.4.3. PUBLIC ADMINISTRATION

Public administration reform has been slow and
has yielded little concrete change. Bulgaria ranks
among the lowest performers in the EU in
executive capacity (Bertelsmann Stiftung, 2017)
While the evolution of this indicator registers
improvements in strategic capacity and evidence-
based policy-making, the implementation capacity
appears generally stalled.

Reform of the regulatory impact assessment
system is beginning to have results. After one
year, 250 preliminary and 11 comprehensive

% Constructions, ICTs, financial and insurance, real estate,

professional,  scientific ~ and  technical  services,
administrative and support services, public administration,
education (ISIC F, J-P)"
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impact assessments were completed. Some
capacity to perform ex ante assessment of
legislative proposals has already been built.
Quality, however, is often impacted by a lack of
data and the large number of legal acts to be
assessed. The regulatory board recently set up to
prevent the introduction of new administrative
burdens is also a positive step towards curbing
bureaucracy and improving the business
environment.

There has been little improvement in the
quality of public services. According to the 2016
Eurobarometer survey, only 22 % of respondents
considered public services to be of good quality,
while fully 75 % were of the opposite opinion.
Further progress on the concept of integrated
services is still hampered by legal and technical
constraints. The introduction of shared services is
in an early analytical phase; a model has yet to be
devised. The next step will involve conducting a
pilot among administrations on a voluntary basis.

E--government reforms progressed, though
more slowly than scheduled. A number of steps
were taken to improve e-government. A strategic
framework is in place, the agency on e-government
is fully operational, and the ICT budget framework
has been optimised. However, some European
Social Fund-supported e-government projects are
still in the early stages of implementation, while
the centralised IT system for registering citizens
and the introduction of new identity documents,
electronic identification and electronic signature
are taking longer than planned. The e-voting
system and fully electronic exchange of documents
between administrations are both planned for the
end of 2018. The conclusions of the 2016 E-
government Benchmark Report remain valid:
performance on user-centricity, transparency and
cross-border mobility is moderate.
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Box 4.4.2: Policy highlights

Since 2015 the Bulgarian government has followed an Open Data policy, in line with its 5-year
strategy on the priorities for developing public administration until 2020.

An Open Data Portal (https://opendata.government.bg/) allows the publication and management of
reusable information in an open, machine-readable format. The platform permits complete
extraction of published information. Data are freely available and can be used for commercial or
non-commercial purposes. The government updates annually the list of data sets by priority area
and defines deadlines for their publication. National guidelines on publication are available and all
regional initiatives are coordinated at regional level, ensuring consistency among the data
published.

There are currently over 7000 datasets from different national and regional administrations and
agencies. The system also supports different formats. The records include data on public
procurement, the education system, healthcare facilities, regional public transport facilities,
transport data, pollution, the registers of employment agencies and public non-profit organizations

(European Commission, European Digital Progress Report, 2017).

There is no progress on feedback-based human
resources management. Since the 2012 reform,
no further steps have been taken to find solutions
and fix shortcomings in the performance-based pay
system for civil servants. The introduction of
centrally managed competitions has been
postponed for October 2019.

4.4.4. PUBLIC PROCUREMENT

Many of the measures included in the national
public procurement strategy were put in place
but efficiency is still low. A handbook on the
public procurement cycle is available online to
practitioners. In addition, a public procurement
training plan, a precondition of European
Structural and Investment Funds (ESI Funds), is
expected to improve capacity among contracting
authorities involved in managing ESI Funds,
especially municipalities. The Public Procurement
Agency (PPA) has been given a revamped ex ante
control function, setting risk priorities and
introducing random checks, but this has not yet
been evaluated. To improve efficiency and
consistency of interpretation, ex ante and ex post
control bodies are required to cooperate regularly
in a Permanent Methodological Council.

Monitoring and evaluation of the public
procurement system are envisaged. The
authorities signed an agreement with the World
Bank in November 2017 on an independent review
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of the public procurement sector. The agreement is
under implementation, which will be completed
before the end of 2018. According to business and
non-governmental organisations, the overall public
procurement landscape has already begun to
improve. However, transparency and corruption
are still a matter of concern.

The benefits of centralised procurement for
contracting authorities are largely untapped.
This is particularly evident when it comes to public
procurement at local level. Administrative capacity
in the public procurement sector remains
problematic. The potential which the central
purchasing body offers to municipalities has so far
been left unexplored. Professionalisation is still
insufficient, especially at municipal level. Still, the
Public Procurement Agency, which is expected to
provide a strong lead, is only slowly addressing its
staffing problems.

An efficient public procurement system is
particularly important for the health sector.
The public procurement authorities in the health
sector still predominantly opt for the lowest price
rather than including quality criteria. They also
make no use of aggregation, which could improve
the economic return from tenders managed by
specialised procurement bodies. A central
purchasing body for the health sector has been set
up but its expected benefits are being delayed by
tender appeals.


https://opendata.government.bg/

The frequent application of less transparent
procedures could hamper the system's
effectiveness. Bulgaria has significantly increased
the use of the negotiated procedure without prior
publication (see Graph 4.4.7). Whereas in 2016 the
direct awards amounted to 14.8% of all
procedures, in 2017 they reached 26%, with the
EU average at 5% (European Commission, 2018a).
The share of direct awards in the healthcare
tenders has been also high (10% in 2016
compared to the EU average of 4%). This
tendency could significantly hamper competition
in the sector and prevent final users from reaping
the benefits of competitive tendering. This finding
relates both to the quality of products and supplies
and to price savings. The lack of competition may
also result in less innovative solutions for
procurement in the health sector.

Graph 4.4.7: Proportion of contract award notices where
the negotiated procedures without prior
publication were used, 2013-17

35%
30%
25%
20%
15%
10%

o P ||II|||r
. LI igisgongee oo
¢ o A ? D050
¢ ¢
-5% 'S ®
o X3
-10%
-15%
¢
-20%
_ v o —
EEERENEREE BRI F S R L EEEEE
w
m2017 average 2013-2017 @ change 2013-2017 in pps

Source: European Commission based on OJ/TED data

The growing number of appeals puts at risk the
timely implementation of important projects.
There is a wide-spread phenomenon of appealing
large tenders by using the possibility offered by
low appeal fees. At the same time, the contracting
authorities often suspend, and thus prolong, tender
procedures, even where the appeals are launched
on grounds not related to the award decision. Still,
the comprehensive overview of the appeal system
and the recommendations for its optimisation led
to cooperation agreements between the PPA and
the appeal bodies.

The e-procurement platforms have suffered
further delay. E-procurement is important to
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increase transparency and limit corruption. Despite
a contract being concluded for e-procurement
platforms, meeting the legally set deadline for e-
procurement could still be at risk due to previous
delays caused by the appeals of that tender.

4.4.5. CORRUPTION

Corruption remains a significant challenge. The
fight against corruption has been highlighted in
successive cooperation and verification mechanism
(CVM) reports as an area with only limited
progress so far. The remaining challenges include
the fragmentation of institutions involved in
preventing corruption, and procedural and legal
obstacles hampering effective investigation and
prosecution of high-level corruption. A national
anti-corruption strategy adopted in 2015 provides
the current policy framework. At the end of 2017,
Bulgaria adopted a comprehensive anti-corruption
law, setting up a single anti-corruption agency to
ensure a better-coordinated approach to the risk of
corruption among high-level officials and to deal
with issues such as conflicts of interest and
declaration of personal assets. Civil society and
opposition actors raised a number of concerns
about aspects of the law, which eventually entered
into force only after a new vote in January 2018 to
override the Presidential veto. The implementation
of the anti-corruption law, including the
establishment of the new anti-corruption body as a
credible and independent institution, remains to be
seen. Apart from efforts to reform key institutional
structures, a track record of effective investigation,
detection and prosecution of corruption has yet to
be established. Work has begun to address the
issue, including on measures to reform the system
of public prosecution and criminal procedures.
Results remain to be seen (European Commission,
2017h).

The limited results in the fight against
corruption are reflected in public perceptions.
According to the Business Flash Eurobarometer
(European  Commission, 2017f), 62% of
businesses consider that corruption creates
problems for their company when doing business
in Bulgaria (EU average: 37 %) (*'). 87 % of

() The latest World Economic Forum survey on
competitiveness also concludes that corruption remains the



companies think that bribery and the use of
connections is often the easiest way to obtain
certain public services (EU average: 60 %) and
94 % think that over-close ties between business
and politics lead to corruption (EU average: 79 %).
Conflicts of interest in the evaluation of bids
(61 %), tailor-made specifications for particular
companies (61 %) and unclear selection or
evaluation criteria (54 %) are believed to be
widespread practices in public procurement,
affecting business decisions and competition. Only
24 % of businesses think that someone engaging in
corruption will be caught or reported to the police
or prosecutors and no more than 11 % think that
person would be heavily fined or imprisoned by a
court (EU averages: 43 % and 38 %, respectively).
Only 13 %, the lowest in the EU, think that there
are enough successful prosecutions to deter
corruption. The attitudes of the general public are
similar to those of business. According to the
General Eurobarometer (European Commission,
20179), 89 % consider corruption to be widespread
(91 % in 2013). Police and customs have the
highest level of distrust among public institutions
(71 % of those surveyed, 4 pp higher than in
2013), well above the courts and the public
prosecution service (56 % and 44 %, respectively).
60 % of respondents said not to know where to
report corruption cases (EU average: 49 %) and
86 % of those having experienced or witnessed
corruption did not report it.

4.4.6. JUDICIAL SYSTEM

Weaknesses in the judicial system persist,
despite welcome progress. In 2017 there has been
further progress in reforming the judiciary. While
political uncertainty led to some delays early in the
year, the process regained momentum in spring.
After taking office in May, the government revived
the various work strands, allowing reforms to
move ahead smoothly, picking up the work of the
previous government. Nevertheless, final outcomes
have yet to be seen in many areas, particularly
where there is a specific need for legislative or
institutional reforms. Important legislation is still
under consideration and broad public debate and
consultation with affected stakeholders is taking

single most problematic factor for doing business in
Bulgaria (World Economic Forum, 2017).
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time. In some cases, individual stakeholders have
raised concerns about the quality of legislation or
their involvement in the process.

Important developments also took place in the
judiciary. A new Supreme Judicial Council was
elected under new rules included in 2015 in the
Constitution, notably with individual magistrates
directly electing representatives to the council (the
judicial quota) on a "one magistrate-one vote"
basis. Some concerns were expressed by civil
society about the transparency of elections to the
parliamentary quota of the council. Still, the
overall process showed the merits of the new
constitutional framework (European Commission,
2017h).

The perceived independence of the judiciary is
among the lowest in the EU. According to the
2018 EU Justice Scoreboard (forthcoming),
Bulgaria improved only marginally on the previous
year. According to the Scoreboard, a reason for
this perception is that the general public thinks that
judges face interference with their work, or
pressure, from economic interests and from the
government and politicians.

Indicators of the quality of justice show room
for improvement. The lack of a reliable and
continuous  evaluation system hinders the
functioning of the justice system. In addition, the
use and follow-up of the results of surveys
conducted among court users are limited
(European Commission, 2018b). These are,
however, important clues to the shortcomings and
the needs of the justice system, and could
contribute to improving it. According to the 2018
EU Justice Scoreboard (forthcoming), other ways
of further improving the quality of justice include
compulsory training for judges.

Some first-instance court cases are handled
speedily. These include administrative court cases
and proceedings related to specific areas of EU law
which are of particular economic relevance
(European Commission, 2018b). There is room for
improvement in resolving civil and commercial
cases, as the rate at which they are cleared
continues to be below 100 %, which means that
more cases come into these courts than they
resolve, adding to a backlog.



4.5. SECTORAL POLICIES

4.5.1. TECHNOLOGY, RESEARCH AND
INNOVATION

Structural shortcomings in the research,
development and innovation system limit its
contribution to productivity and growth. These
shortcomings include insufficient  funding,
institutional fragmentation, the low quality of the
public science base, weak public-private
collaboration, and the instability of science and
innovation policy strategies and measures.

Lower technology segments still dominate
manufacturing and innovation is very low.
Despite the growing value added in manufacturing,
employment in the sector is still below its pre-
crisis levels, in particular because the fastest-
growing segments (high and medium-high
technology) are less job-intensive than the less
dynamic ones (see Graphs 4.5.1). (*¥) The lower
technology segments remain, nonetheless, the
largest  contributors to  value-added and
employment in manufacturing. Innovation is very
modest, with an overall performance level below
50% of the EU average, on par only with Romania
(European Commission, 2017c).

Graph 4.5.1: Employment and value added in
manufacturing 2009-2015
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Low expenditure in R&D restricts the

innovation potential of the economy. The 2020
R&D expenditure target (1.5 % of GDP) is one of
the least ambitious in the EU but remains uncertain

(*® Labour productivity in high-technology manufacturing is in
Bulgaria more than twice that in low-technology segments.
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whether it can be achieved. Business R&D
activities were just 0.57 % of GDP in 2016, despite
a substantial improvement since 2007 (0.13 % of
GDP). Large companies (those with 250+
employees) account for about half of this spending,
with intra-group funding being the main financing
source (National Statistical Institute, 2017a).

The level of public spending is particularly low.
The Research Strategy 2017-2030 and the National
Roadmap for Research Infrastructure, both adopted
in 2017, commit to a gradual increase of the public
budget for R&D to 1% of GDP by 2025 (from
0.25% in 2016). Even if the target is not
particularly ambitious when compared to peer
countries, implementing the strategies could
positively impact on scientific excellence and
innovation performance in the long term.

Sluggish reforms hinder the move towards an
innovation-oriented  system. The research
funding system lacks competitive calls,
international evaluation, and performance-based
funding  of  research institutions.  The
recommendations from the Policy Support Facility
peer review (European Commission, 2015) address
some of these shortcomings but implementation is
not fully on track. The Smart Growth Council (*%)
was set up in 2015 to provide independent, robust
and coordinated management of national and EU
funding, but so far has not achieved this objective.
The fragmentation of the research system through
34 higher education institutions plus the Bulgarian
Academy of Science (European Commission
(2017d) is a major obstacle for an effective and
efficient funding based on performance.
Regulations introducing a model for assessing
research results (*°) are an improvement in this
area, but the evaluation system still lacks
appropriate and transparent criteria. The capacity
to attract researchers is low. There are practical
examples of successful international collaboration,
young researchers returning to Bulgaria, and
emerging teams in public research institutions with

(*) The Smart Growth Council includes members of relevant
ministries, industry stakeholders and academics. Its role is
to coordinate and monitor the implementation of the
Innovation Strategy for Smart Specialization 2014-2020
and to define the priorities in education, science,
innovation, and ICT.

One of the recommendations of the expert panel under the
Horizon 2020 PSF  Specific Support (European
Commission, 2015).

*)



scientific excellence, recognition and impact.
However, few researchers are attracted from
abroad and 'brain drain' and ageing R&D staff are
still the norm.

Cooperation between businesses and the public
R&D sectors remains a challenge. Public-private
cooperation in R&D is weak, as shown by the low
and declining level of public-private co-
publications () and the percentage of public
research financed by business (*)). The flagship
‘Sofia Tech Park’ still faces a number of
challenges including inefficient governance,
unstable management, underutilised scientific
infrastructure, and a lack of long-term financial
commitment. Several other schemes for promoting
innovation financed by the EU Structural Funds
have been launched. The aim is to facilitate
knowledge transfer and strengthen the industry-
academic cooperation. Implementation of ESIF-
funded Centres of Competence and Centres of
Excellence is however delayed, threatening the
overall effectiveness of EUR 500 million ESIF
investments in research and innovation.

Uptake of digital technology is slow both in the
public and private sectors. A growing ecosystem
of digital and tech entrepreneurs has emerged in
recent years, but investment in digitisation of the
economy is still lacking. This underinvestment,
combined with a shortage of ICT specialists, may
be linked to the slow digitisation process and the
take-up of new technologies. The number of
digitised enterprises in 2017 was among the lowest
in the EU, at 12% (European Commission, 2017j).
Projects to encourage business innovation and
digitisation are being run under the 2014-2020
European Regional Development Fund
programmes. An ongoing call under the same
programmes aims to support the development of
innovative start-ups in the tech and digital fields.
Bulgarian consumers are far from fully reaping the
benefits of e-commerce. In 2017, the proportion of
the population ordering goods or services over the
internet in the previous 12 months was among the
lowest in the EU at 17.7 % (EU average: 57.5 %).
The number of people using e-banking is also
particularly low, accounting for 8.65% of the

(*) 0.36% in 2015. 22" in the EU.
(**) 0.015% of GDP in 2014, 22" in the EU.
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Internet users (and 5.49% of all individuals).
(Eurostat, 2017).

4.5.2. ENERGY

Energy is an important sector for the economy
and quality of life but investment in the sector
has been subdued. The sector accounts for 4 % of
total value added and almost 1 % of employment.
However, the share of energy-related investment in
national GDP fell from 4.1 % in 2012 to 0.4 % in
2015, before recovering somewhat to 2.6 % in
2016 (Eurostat (2018). As the sector is dominated
by SOEs (over 60% of the output and close to 40%
of employment. Bower, 2017), these figures are
influenced by the SOEs, their economic
performance, as well as governance decisions and
management shortcomings (see Section 4.1). Low
investment and poor services is reflected in the
dismal assessment by consumers of the markets for
electricity and gas services. (*°)

Steps were taken to reform the nuclear sector.
The operating licence for the fifth unit of the
country’s only nuclear power plant was extended
until 2027. Together with the planned licence
extension for the sixth snit (expected in 2018), this
will provide a reliable and competitive baseload
power source. Building has also started on a
national repository for low- and intermediate-level
radioactive waste, in line with commitments when
joining the EU (*). The repository is an essential
element of the broader strategy for securing the
stable operation of nuclear energy in Bulgaria.

The security of supply of the gas system has
been improved. Measures were adopted to
improve the resilience of the system and mitigate
supply risks related to reliance on a single supplier
and a single route. They include reinforcement of

(*®) The electricity market is assessed the least favourably in
the EU28 by consumers. The assessment of the gas market
is slightly more favourably but still one of the worse in the
EU28 and, unlike the electricity market, with no
improvement since 2015 (European Commission (2018c).

In July 2016, Radioactive Waste, the SOE responsible for
the decommissioning of reactors 1-4 at the Kozloduy
nuclear power plant and the national radioactive waste
disposal facility signed a contract for the facility's
construction. The first stage of construction is being funded
with a €71.8 million grant from the Kozloduy International
Decommissioning Support Fund, which is administered by
the European Bank for Reconstruction and Development.

(44

(7



the internal grid and storage capacity, introduction
of a new entry-exit tariff model, and despite
delays, progress on the gas interconnector Greece-
Bulgaria. However, there are bigger delays in the
preparatory work for building gas interconnectors
with Turkey, Serbia and the Former Yugoslav
Republic of Macedonia.

Security of supply of electricity is also expected
to be reinforced. In September 2017, Central and
South Eastern Europe Connectivity members (*°)
agreed to expand the regional energy cooperation
for the gas electricity market, energy efficiency
and renewable energy development. Priority
electricity projects will include boosting the
transmission capacity between Bulgaria, Romania
and Greece. In parallel, the Bulgarian and the
Romanian system operators signed an agreement
on mutual assistance in the event of emergency
requests for the supply of electricity. These
measures would strengthen the supply of
electricity in Bulgaria and would enable domestic
companies to participate more effectively in the
regional electricity market.

Reliable reference prices for wholesale trading
in electricity and gas are still not available. The
availability of reference prices is a pre-condition
for participating in the regional energy market. In
electricity, despite recent positive steps (*), the
liquidity of the day-ahead segment of the
Independent Bulgarian Energy Exchange remains
low, raising questions about price discovery
standards. Measures (S&P Global Platts, 2017)
taken during the cold period in January 2017 also
undermined the confidence of market operators in
the functioning of the wholesale market. Important
segments have yet to be put in place, such as the

(*) The members are Austria, Bulgaria, Croatia, Greece,
Hungary, Italy, Romania, Slovakia, Slovenia and the EU.

(*) The Bulgarian Energy Holding (BEH) has sold its stake in
the Independent Bulgarian Energy Exchange (IBEX) to the
Bulgarian Stock Exchange. This operation resolved the
outstanding issues related to possible conflict of interest
with other BEH companies. IBEX also set up an electronic
trading platform for a centralised market for bilateral
contracts, allowing the emergence of continuous trading
benchmarks in the Bulgarian power market. Steps were
also made in preparation of the intra-day market and the
future market coupling with neighbouring areas.
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intraday market. In gas, the work on setting a
reliable benchmark is less advanced (*').

The overall functioning of the motor fuel
market presents another challenge. A recent
investigation by the Commission for Protection of
Competition found no evidence of price-fixing or
of abuse of dominant market position.
Nonetheless, public authorities and a large variety
of stakeholders along the value chain continue to
voice serious concerns about how the market
works. These concerns relate to the lack of
transparency, low fuel quality, access to tax
warehouses and unregulated trades at selling points
not connected to customs and the National
Revenue Agency. The potential impact of
unregulated trades on tax and excise collection has
been estimated in the range of several percentage
points of GDP (*4).

4.5.3. CLIMATE ACTION

Work has started on an integrated national
energy and climate plan for 2021-2030. The new
government set up an inter-ministerial working
group in 2017 to draft the plan. It will involve
government and non-government stakeholders and
will identify sensitive areas which will require
additional expertise.

The economy remains one of the most carbon-
and energy-intensive in the EU. Despite
substantial drops since 1990 (60 % in carbon
intensity and 39 % in energy-intensity), Bulgaria
still emits 4.3 more carbon than the EU
average and consumes 3 times more energy per
unit of GDP (European Commission, 2017i).
Progress seems to have stalled since 2005.
Targeted measures, including objective and
transparent assessment criteria, could maximise the
impact on energy saving, carbon emissions and
effectiveness of invested public resources and
unlock a huge energy saving potential in the
transport and residential sectors.

(*) In October 2017, Bulgartransgaz, the transmission system
operator, opened a EUR 1.8 million tender for a detailed
feasibility study on the proposed Balkan gas hub project

(*®) A 2015 analysis by the Ministry of Finance suggests that
taxes were not payed for roughly 30 % of the gas oil
consumed, (Ministry of Finance, 2015).



Air quality continues to give cause for serious
concern. Bulgaria remains among the Member
States with the most pollution-related deaths
(EEA, 2017), number of vyears of life lost
associated with air pollution, and urban population
exposure to micro-particles (see Graph 4.5.2). The
health-related external costs from air pollution are
estimated to be above EUR 3 hillion per year,
including direct economic costs related to 2
million workdays lost each year due to sickness
linked to air pollution, the costs for employers, the
healthcare system and those resulting from crop
losses ) European Commission, 2017e).

Graph 4.5.2:  Air quality — PM10 concentrations in relation
to the daily limit value in 2015 in the EU28
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4.5.4. TRANSPORT

Transport is a fundamental sector of and for
the Bulgarian economy. The transport and
storage sector accounts for more than 6 % of the
gross value added and for almost 7 % of
employment (Eurostat, 2015, 2016). Transport
represents a sizeable share of firms’ costs and of
household expenditure, accounting for more than
15 % of the latter’s final consumption. Thus an
improved infrastructure and the provision of more
efficient transport services could create tangible
benefits for the public and businesses.
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Progress with railway reform has been slow.
The profitability of the railway operator BDZ, net
of one-off effects, has been negative since 2002.
Its debt-to-assets ratio stood at 94 % in 2016
(Ministry of Finance, 2017a). Efforts to restructure
BDZ started with reform of its governance in
2010, including the disposal of a non-core, loss-
making business, but progress has been marginal.
The government intends to use the proceeds
(estimated by the authorities at BGN 0.4 billion,
EUR 0.2 billion) from retendering the 35-year
concession for Sofia airport to restructure BDZ.
The privatization of the freight services company
has failed despite the intentions of several
governments.

Various other factors hinder the effectiveness
and performance of the railway sector. These
include limited own revenue, weak management
and insufficient resources of the rail regulatory
body, an inefficient network with poor
infrastructure,  maintenance and lack  of
improvements, old safety and signalling systems,
deficiency of lines and slots for freight carriers,
and bad condition of the vehicles.

While the market for rail freight is fully open to
competition (*°), the passenger market has been
suffering from a lack of effective competition.
The share of railways in passenger transport is low
(2.2 %, against an EU average of 7.6 % in 2015)
and the number of rail passengers is declining (*°).
Increased use of competitive tendering for public
service contracts would encourage the much-
needed entry of new private operators. Train
services continue to be perceived as one of the
poorest performing sectors (European
Commission, 2017b) and consumer satisfaction
with the rail transport is the lowest in the EU.

The road safety records call for immediate and
effective measures. The number of road fatalities
per capita is the highest in Europe and is still
increasing (European Commission, 2016b). In
2016, there were 99 deaths per million inhabitants,
twice the EU average. 60 % of all fatalities come
from car accidents. The very old vehicle fleet, the

(*°) Bulgaria is among the top three Member States with the
highest market share in rail freight. The state-owned
railway operator share is less than 50%.

(*°) The number of passengers fell by more than 15 %, after the
cancelation of a large number of passenger services.



under-developed road network, the non-respect for
road rules and drivers without proper qualification
all contribute to the high road fatality rates. The
quality of roads adds to this. Bulgaria ranks 24" in
the EU for road quality (World Economic Forum,
2017). Improvements are expected from the on-
going construction of a modern motorway network
connecting the larger cities.

4.5. Sectoral policies



ANNEX A

OVERVIEW TABLE

Commitments Summary assessment (*})

2017 country-specific recommendations (CSRs)

e CSR 1: Further improve tax collection and tax | Bulgaria has made some progress in addressing
compliance, including through a comprehensive | CSR1 (this overall assessment of CSR 1 does
set of measures beyond 2017. Step wup | not include an assessment of compliance with
enforcement of measures to reduce the extent of | the Stability and Growth Pact).
the informal economy, in particular undeclared
work. The assessment of compliance with the Stability

and Growth Pact will be made in spring when

final data for 2018 will be available.

e Further improve tax collection and tax | ¢ Some progress in further improving tax
compliance, including through a comprehensive collection and tax compliance.
set of measures beyond 2017. Implementation of the tax compliance

strategy made somewhat more progress, and

controls and measures to collect tax debt
were intensified. Until the end of 2017, more
than 60 % of the measures included in the

Strategy were launched, but only few of

them were completed. The authorities have

extended the strategy up to December 2018.

e Some progress in stepping up enforcement
e Step up enforcement of measures to reduce the of measures to reduce the extent of the
extent of the informal economy, in particular informal economy. Several measures were

(*") The following categories are used to assess progress in implementing the 2017 country-specific recommendations (CSRs):

No progress: The Member State has not credibly announced nor adopted any measures to address the CSR. This category covers a
number of typical situations, to be interpreted on a case-hy-case basis taking into account country-specific conditions. They include
the following:

e no legal, administrative, or budgetary measures have been announced in the national reform programme, in any other
official communication to the national Parliament/relevant parliamentary committees or the European Commission,
publicly (e.g. in a press statement or on the government's website);

e no non-legislative acts have been presented by the governing or legislative body;

o the Member State has taken initial steps in addressing the CSR, such as commissioning a study or setting up a study
group to analyse possible measures to be taken (unless the CSR explicitly asks for orientations or exploratory actions).
However, it has not proposed any clearly-specified measure(s) to address the CSR.

Limited progress: The Member State has:

. announced certain measures but these address the CSR only to a limited extent; and/or

e presented legislative acts in the governing or legislative body but these have not been adopted yet and substantial further,
non-legislative work is needed before the CSR is implemented;

e  presented non-legislative acts, but has not followed these up with the implementation needed to address the CSR.

Some progress: The Member State has adopted measures:
e that partly address the CSR; and/or
e that address the CSR, but a fair amount of work is still needed to address the CSR fully as only a few of the measures
have been implemented. For instance, a measure or measures have been adopted by the national Parliament or by
ministerial decision, but no implementing decisions are in place.

Substantial progress: The Member State has adopted measures that go a long way towards addressing the CSR and most of them
have been implemented.

Full implementation: The Member State has implemented all measures needed to address the CSR appropriately.
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A. Overview Table

undeclared work.

taken to reduce undeclared work. Companies
engaged in undeclared work will not be
allowed to participate in  public
procurements, following the recent legal
amendments. In spite of the reduction of
undeclared work in certain sectors (in
agriculture with the introduction of one day
contracts), the share of undeclared work
continues to be high and continues to distort
the labour market and impede fair working
conditions. Joint inspections between fiscal
and labour authorities have been organised,
promising future improvements in efficiency
and scope.

CSR 2: Take follow-up measures on the financial
sector reviews, in particular  concerning
reinsurance contracts, group-level oversight, hard-
to-value assets and related-party exposures.
Improve banking and non-banking supervision
through the implementation of comprehensive
action plans, in close cooperation with European
bodies. Facilitate the reduction of still high
corporate non-performing loans, by drawing on a
comprehensive set of tools, including by
accelerating the reform of the insolvency
framework and by promoting a functioning
secondary market for non- performing loans.

Take follow-up measures on the financial sector
reviews, in particular concerning reinsurance
contracts, group-level oversight, hard-to-value
assets and related-party exposures.

Improve banking and non-banking supervision
through the implementation of comprehensive
action plans, in close cooperation with European
bodies.

Bulgaria has made some progress in addressing
CSR2.

e Some progress in taking follow-up
measures on the financial sector reviews.
The capital buffers of two banks were
strengthened in line with the findings of the
asset quality review. With the help of
external advisers work is ongoing to
strengthen their robustness. The larger of the
two banks has tried to raise fresh capital
including by attracting new core investors,
but it has been unsuccessful by end-2017. In
non-banking, the supervisor took some
follow-up measures, including issuing
recommendations to companies with capital
needs and to those with shortcomings in
governance.

e Some progress in improving banking and
non-banking supervision. Progress has been
made in some areas to strengthen bank
supervision, but less so in others. The BNB
amended several pieces of legislation with a
view to strengthening its decision-making
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Facilitate the reduction of still high corporate non-
performing loans, by drawing on a comprehensive
set of tools, including by accelerating the reform
of the insolvency framework and by promoting a
functioning secondary market for non- performing
loans.

framework and improving the supervisory
process. It also took steps to improve the
supervision of risk from related-party
exposures, adopted by  Parliament.
Legislative changes were adopted to
strengthen the financial independence of the
FSC, its governance structure and the
judicial framework. The FSC adopted an
action plan aimed at addressing the most
pressing issues identified by an independent
assessment.

e Some progress in facilitating the reduction
of still high corporate non-performing loans.
The reduction in NPLs accelerated, but
limited progress was made in promoting a
functioning secondary market for NPLs.
IMF and anecdotal evidence suggest that one
reason could be the inconsistent valuation of
collateral. The reform of the insolvency
framework slowly continues.

CSR 3: Improve the targeting of active labour
market policies and the integration between
employment and social services for disadvantaged
groups. Increase the provision of quality
mainstream education, in particular for Roma.
Increase health insurance coverage, reduce out-of-
pocket payments and address shortages of
healthcare professionals. In consultation with
social partners, establish a transparent mechanism
for setting the minimum wage. Improve the
coverage and adequacy of the minimum income.

Improve the targeting of active labour market
policies and the integration between employment
and social services for disadvantaged groups.

Bulgaria has made limited progress addressing
CSRs.

Some progress in improving the targeting of
active labour market policies and the integration
between employment and social services for
disadvantaged groups. While the network of
centres has been expanded and new services are
being introduced (family case managers, mobile
services), the integration of employment and
social services still lacks important components.
The municipalities, the main social service
providers, are not included in the integrated
approach, and considerable investment is
required to expand the network of centres and
harmonize administrative processes, including
data collection and sharing. Measures have been
taken for targeting long-term unemployed and
young people, but Youth Guarantee coverage
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Increase the provision of quality mainstream

education, in particular for Roma.

Increase health insurance coverage, reduce out-of-
pocket payments and address shortages of

healthcare professionals.

remains low, especially for the inactive NEET
group. The NEET rate and inactivity among the
NEET group remain very high. Job integration
agreement for the long-term unemployed was
introduced with the amendment of the
Employment Promotion Act in October 2017.

e Limited progress in increasing the
provision of quality mainstream education,
in particular for Roma. While Bulgaria
started implementing measures for inclusive
education reform and for Roma inclusion,
these are not enough to address the
magnitude of the challenges and results have
yet to be seen. Measures include language
courses, working with parents and curricular
training for those whose mother tongue is
not Bulgarian. The multidisciplinary teams
to tackle out-of-school children are a step in
the right direction, but educational measures
to keep students in school and integrated
social measures targeting the family are still
limited. The impact of the united schools
and of the new school structure (lower
secondary education ending at grade 7
instead of 8) on early school leaving have to
be seen. Enforcing the ban on segregated
classes remains a challenge. Remuneration
levels were increased and system of
financing of pre-school and school
institutions  re-designed. Despite  these
measures, the concentration of
disadvantaged students into low-performing
schools, including de facto segregated
schools and Roma classes, are major barriers
in providing quality mainstream education in
Bulgaria.

e Limited progress in increasing health
insurance coverage, reducing out-of-pocket
payments and addressing shortages of
healthcare professionals. Despite numerous
requests, the Bulgarian authorities did not
provide information on the number of
inhabitants without health insurance and
thus with limited access to health care
services. The results of implementing new
rules of pharmaceutical pricing are not
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In consultation with social partners, establish a
transparent mechanism for setting the minimum
wage.

Improve the coverage and adequacy of the
minimum income.

known. The higher 2018 budget for the
National Health Insurance Fund is meant to
lower out-of-pocket payments. In recent
years the number of medical students
increased and number of professionals
leaving the country dropped. General
practitioners are offered better salaries for
working in remote areas but the results of
this measure are not known. The number of
places available for nursing studies was
raised but not all of them were taken since
nursing is seen as an unattractive profession
in Bulgaria. Overall the authorities report
more on their plans than in the results of
action taken.

e Limited progress in establishing a
transparent mechanism for setting the
minimum wage. The government has tabled
proposals for a minimum wage setting
mechanism to address this shortcoming;
however, there is no agreement between the
social partners on this issue. There is an
agreement, on basing the future mechanism
on the ILO convention 131, which is
expected to be ratified by Parliament in
2018. In its budget forecast, the government
included increases of minimum wage until
2020.

e Some progress in improving the coverage
and adequacy of the minimum income. After
being frozen for 9 years, the guaranteed
minimum income (GMI), which determines
the level of social benefits, is seeing an
increase in 2018 of BGN 10 (to BGN 75 or
EUR 38), but its adequacy remains among
the lowest in the EU. An objective
mechanism for regular benefit updates is
lacking. The minimum income remains too
low to have an impact on the number of
people living in poverty or on income
inequality. Moreover, take-up is limited.

CSR 4: Ensure efficient implementation of the
2014-2020 National Public Procurement Strategy.

Bulgaria has made some progress addressing
CSR 4.

e Some progress in ensuring efficient
implementation of the 2014-2020 National
Public Procurement Strategy. Most of the
measures in the strategy have been put in
place. Some still need further work, for
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example e-procurement platforms are still to
be introduced. Attention is also needed to
ensure the correct functioning of the Central
Purchasing Bodies for the health sector and
for the municipalities. Efficient
implementation of the National Public
Procurement Strategy entails not only
adopting the relevant measures but applying
them and assessing their impact.

Europe 2020 (national targets and progress)

Employment rate target: 76 %

67.7 % in 2016.

Early school leaving target: 11 %

13.8 % in 2016.

Tertiary education target: 36 %

33.8 % in 2016.

At risk of poverty target in numbers of persons:
Decrease by 260 000 (baseline 2008: 1 632 000)

1 639 000 in 2016.

Greenhouse gas (GHG) emissions target:

+20% in 2020 compared to 2005 (in non-ETS
sectors)

Non-ETS interim target for 2016: +25.4%

According to the latest national projections
submitted to the Commission and taking into
account existing measures, Bulgaria is expected
to achieve its target.

In 2020 Bulgaria’s non-ETS emissions are
expected to be 1.7 % less than in 2005, which is
an overachievement of the 2020 target by a
margin of 21.7 percentage points.

The increase in non-ETS greenhouse gas
emissions between 2005 and 2016 was +12.8%,
which is an overachievement of the 2016
interim target by 12.6 percentage points.

2020 Renewable energy share target:

16 % in Gross Final Energy Consumption

Bulgaria is on track. The 2015 level of
renewable energy was 18.2%. The upward trend
is back, after a fall to 18% in 2014, from 19% in
2013. That fall was attributed to legal
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uncertainty created by a change in legislation.

The 2015 RES share of 18.2% is well above the
2020 target of 16% of gross final energy
consumption (%%).

The RES share of transport increased by almost
by 0.8 pp. from 2014, to 6.5% in 2015. This is
in line with the average growth rate required by
Bulgaria to achieve the binding 10 % RES
target in transport.

Energy efficiency indicative national target: Indicative national target not yet achieved.

16.9 Mtoe in primary energy consumption (PEC) In 2016 PEC stood at 17.6 Mtoe, down from
17.9 Mtoe in 2015.

8.6 Mtoe in final energy consumption (FEC)
In 2016 FEC stood at 9.66 Mtoe, up from 9.5
Mtoe in 2015.

R&D target: 1.5 % of GDP 0.78 % (2016)

No progress towards the target: R&D intensity
decreased from 0.96 % of GDP in 2015 to 0.78
% in 2016, and is one of the lowest in the EU.
Business R&D activities were just 0.57% of
GDP in 2016, despite a substantial
improvement over a decade ago (0.13% of GDP
in 2007). Large companies account for more
than 2/3 of this spending with intra-group
funding being their main sources of investment.
In 2016 R&D intensity in Bulgaria was
composed of 0.21 % public R&D intensity,
0.57% business R&D intensity.

@) Renewable energy shares for 2015 are approximations and not official data, reflecting the available data (4.10.2016). See the
Oko-Institut Report: Study on technical assistance in realisation of the 2016 report on renewable energy,
http://ec.europa.eu/energy/en/studies
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ANNEX B

MACROECONOMIC IMBALANCE PROCEDURE SCOREBOARD

Table B.1: The MIP scoreboard for Bulgaria (AMR 2018) (1), (2), (3)

Thresholds 2011 2012 2013 2014 2015 2016
Current account balance, % of GDP 3 year average -4%]/6% -3.2 -0.7 0.3 0.2 0.4 1.8
2
o
c
o
=
3 Net international investment position % of GDP -35% -82.8 -77.9 =73.3 -75.2 -61.2 -47.0
o
£
o
3]
g | eff h 2 trad % (EA)
] Real effective exchange rate - 42 trading o +5% (EA ~ N R B B
2 partners, HICP deflator 3 year % change +11% (Non-EA) 1.9 4.0 0.9 2.8 4.2 4.7
g
<
©
Qo
E Export market share - % of world exports 5 year % change -6% 11.3 -0.6 0.3 5.9 12.2 8.2
g
5]
&
Nominal unit labour cost index 9% (EA)
o
(2010=100) 3 year % change 12% (Non-EA) 17.7 12.2p 15.6p 18.0p 14.9p 9.5p
House price index (2015=100), deflated 1 year % change 6% -8.7p -5.3p 0.4p 1.5p 1.6bp 7.1p
Private sector credit flow, consolidated % of GDP 14% 1.4 3.0 7.2 -1.1 -0.3 4.0
4]
o
<
©
g
E Private sector debt, consolidated % of GDP 133% 124.2 125.0 131.9 123.6 110.5 104.9
<
c
5]
=
General government gross debt % of GDP 60% 15.2 16.7 17.0 27.0 26.0 29.0
Unemployment rate 3 year average 10% 9.5i 11.3i 12.2 12.2 11.2 9.4
Total financial sector liabilities, non- 1 year % change 16.5% 5.4 10.2 4.3 5.6 6.2 1.1
consolidated
. L )
o ?SC!(IS\::'Y rate - % of total population aged 5o onoe in pp 0.2pp -1.9b 0.1 1.7b 3.1b 2.2 0.3
g -
®
5]
-
= Long-term unemployment rate - % of . R R
é active population aged 15-74 3 year change in pp 0.5 pp 3.4b 3.8 2.7 0.6 1.2 2.9
>
o
g
-9 i
w Youth unemployment rate - % of active 3 year change in pp 2 pp 13.1 13.0 6.5 -1.2 -6.5 -11.2

population aged 15-24

Flags:b:Break in series. p:Provisional.

(1) ) This table provides data as published under the Alert Mechanism Report 2018, which reports data as of 24 Oct 2017.

Please note that figures reported in this table may therefore differ from more recent data elsewhere in this document.
(2) Unemployment rate: i = Eurostat back-calculation to include 2011 Population Census results.

(3) Figures highlighted are those falling outside the threshold established in the European Commission's Alert Mechanism
Report.

Source: European Commission, Eurostat and Directorate General for Economic and Financial Affairs (for Real Effective
Exchange Rate), and International Monetary Fund data, WEO (for world exports series)
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ANNEX C

STANDARD TABLES

Table C.1: Financial market indicators
2012 2013 2014 2015 2016 2017
Total assets of the banking sector (% of GDP)™ 1082 | 1129 | 1108 | 1073 | 1057 | 104.1
Share of assets of the five largest banks (% of total assets) 50.4 49.9 55.0 57.6 58.0 -
Foreign ownership of banking system (% of total assets)®® 73.6 715 76.1 76.3 76.5 76.1
Financial soundness indicators:?
- non-performing loans (% of total loans)® 19.8 18.6 14.4 13.0 11.2 10.6
- capital adequacy ratio (%) 16.6 17.0 215 21.6 21.5 22.2
- return on equity (%) 47 4.4 7.2 8.0 11.3 5.9
Bank loans to the private sector (year-on-year % change)® 35 1.1 2.2 0.2 3.4 7.1
Lending for house purchase (year-on-year % change)®) 1.0 -0.8 -1.7 -0.5 2.7 6.8
Loan to deposit ratio™ 102.4 94.1 86.0 775 73.6 73.7
Central Bank liquidity as % of liabilities 0.0 0.0 0.0 0.0 0.0 0.0
Private debt (% of GDP) 125.0 131.9 123.6 110.5 104.9 -
Gross external debt (% of GDP)® - public 8.3 8.1 14.1 123 14.1 12.7
- private 66.1 65.9 65.4 54.0 48.0 45.1
Long-term interest rate spread versus Bund (basis points)* 300.3 190.3 218.4 199.6 218.2 133.6
Credit default swap spreads for sovereign securities (5-year)* 227.7 102.1 119.4 153.8 139.0 102.7

(1) Latest data Q3 2017. Includes not only banks but all monetary financial institutions excluding central banks.

(2) Latest data Q2 2017.

(3) As per ECB definition of gross non-performing debft instruments

(4) Quarterly values are not annualised
* Measured in basis points.

Source: European Commission (long-term interest rates); World Bank (gross external debt); Eurostat (private debt); ECB (all

other indicators).
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Table C.2: Headline Social Scoreboard indicators

2012 2013 2014 2015 2016 2017°
Equal opportunities and access to the labour market
Early leavers from education and training
(% of population aged 18-24) 12.5 12.5 129 13.4 13.8
Gender employment gap (pps) 5.6 5.7 6.1 6.6 7.3 7.7
Income inequality, measured as quintile share ratio (S80/S20) 6.1 6.6 6.8 7.1 7.9
At-risk-of-poverty or social exclusion rate’ (AROPE) 49.3 48.0 40.1 413 40.4
Young people neither in employment nor in education and
training (% of population aged 15-24) 215 216 20.2 193 18.2
Dynamic labour markets and fair working conditions®
Employment rate (20-64 years) 63.0 63.5 65.1 67.1 67.7 711
Unemployment rate? (15-74 years) 12.3 13.0 11.4 9.2 7.6 6.3
. . . . 3

Gross disposable income of households in real terms per capita 1085 1181 131.3
(Index 2008=100)
Public support / Social protection and inclusion
Impact of social transfers (excluding pensions) on pove

P .4 ¢ 9P ) on poverty 18.1 213 20.1 225 17.9
reduction
Children aged less than 3 years in formal childcare 8.0 11.0 11.2 8.9 125
Self-reported unmet need for medical care 8.3 8.9 5.6 4.7 238
Individuals who have basic or above basic overall digital skills
(% of population aged 16-74) 310 26.0 29.0

T The Social Scoreboard includes 14 headline indicators, of which 12 are currently used to compare Member States
performance. The indicators "participants in active labour market policies per 100 persons wanting to work" and
"compensation of employees per hour worked (in EUR)" are not used due to technical concerns by Member States. Possible
alternatives will be discussed in the relevant Committees.

(1) People at risk of poverty or social exclusion (AROPE): individuals who are at risk of poverty (AROP) and/or suffering from
severe material deprivation (SMD) and/or living in households with zero or very low work intensity (LWI).

(2) Unemployed persons are all those who were not employed but had actively sought work and were ready to begin
working immediately or within two weeks.

(3) Gross disposable household income is defined in unadjusted terms, according fo the draft Joint Employment Report 2018.
(4) Reduction in percentage of the risk of poverty rate, due to social transfers (calculated comparing at-risk-of poverty rates
before social transfers with those after transfers; pensions are not considered as social transfers in the calculation).

(5) Average of first three quarters of 2017 for the employment rate and gender employment gap..

Source: Eurostat
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Table C.3: Labour market and education indicators

Labour market indicators 2012 2013 2014 2015 2016 2017 °
Activity rate (15-64) 67.1 68.4 69.0 69.3 68.7 :
Employment in current job by duration
From 0 to 11 months 11.2 11.5 10.6 9.9 9.6
From 12 to 23 months 75 7.8 8.2 7.2 7.2
From 24 to 59 months 20.2 194 19.3 17.9 18.2
60 months or over 61.0 61.1 61.9 65.0 65.0
Employment growth™
(% change from previous year) -2.5 -0.4 0.4 0.4 0.5 1.0
Employment rate of women
(% of female population aged 20-64) 60.2 60.7 62.0 63.8 64.0 67.2
Employment rate of men
. A4 N 70.4 71. 74.
(% of male population aged 20-64) 658 66 68 0 3 °
Employment rate of older workers*
457 47.4 . R 4. R
(% of population aged 55-64) ° 500 530 %45 580
Part-time employment*
2.2 25 25 2.2 2.0 2.2
(% of total employment, aged 15-64)
Fixed-term employment*
] 4.4 5.6 5.3 4.4 4.1 4.6
(% of employees with a fixed term contract, aged 15-64)
Transition rate from temporary to permanent employment 387 347 315 28.9
(3-year average)
Long-term unemployment rate” (% of labour force) 6.8 7.4 6.9 5.6 45 35
Youth unemployment rate
N . 28.1 284 23.8 216 17.2 13.5
(% active population aged 15-24)
Gender gap in part-time employment 0.5 1.0 0.6 0.6 0.4 0.4
Gender pay gap® (in undadjusted form) 151 141 14.2 154 : :
Education and training indicators 2012 2013 2014 2015 2016 2017
Adult participation in learning
1.7 2. 2.1 2. 2.2
(% of people aged 25-64 participating in education and training) 0 0
Underachieverment in education® 43.8 42.1
. . . o . . ]
Tertiary educational attalnrr}ent (% of populatlon aged 30-34 having 26.9 29.4 30.9 321 138
successfully completed tertiary education)
Variation in performance explained by students' socio-economic
status® 22.3 16.4

* Non-scoreboard indicator

(1) Long-term unemployed are people who have been unemployed for at least 12 months.

(2) Difference between the average gross hourly earnings of male paid employees and of female paid employees as a
percentage of average gross hourly earnings of male paid employees. It is defined as "unadjusted", as it does not correct for
the distribution of individual characteristics (and thus gives an overall picture of gender inequalities in terms of pay). All

employees working in firms with ten or more employees, without restrictions for age and hours worked, are included.

(3) PISA (OECD) results for low achievement in mathematics for 15 year-olds.
(4) Impact of socio-economic and cultural status on PISA (OECD) scores. Values for 2012 and 2015 refer respectively to

mathematics and science.

(5) Average of first three quarters of 2017, unless for the youth unemployment rate (annual figure).

Source: Eurostat, OECD
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Table C.4: Social inclusion and health indicators

2012 2013 2014 2015 2016 2017
Expenditure on social protection benefits* (% of GDP)
Sickness/healthcare 42 44 5.0 4.6
Disability 1.3 14 1.4 13
Old age and survivors 8.0 8.6 8.9 8.7
Family/children 1.7 1.8 1.9 1.9
Unemployment 0.6 0.5 0.5 0.5
Housing 0.0 0.0 0.0 0.0
Social exclusion n.e.c. 0.3 0.3 0.3 0.3
Total 16.1 17.0 17.9 17.3
of which: means-tested benefits 0.7 0.7 0.8 0.7
General government expenditure by function (% of GDP, COFOG)
Social protection 12.4 135 13.4 133 12.7
Health 4.4 45 55 55 5.0
Education 33 3.7 4.1 4.0 34
Out-of-pocket expenditure on healthcare (% of total health expenditure) : 47.2 45.8 47.7
. . . P
Children at risk of poverty or social exclusion (% of people 523 515 45.2 43.7 156
aged 0-17)*
At-risk-of-poverty rate’ (% of total population) 21.2 21.0 21.8 22.0 22.9
In-work at-risk-of-poverty rate (% of persons employed) 7.4 7.2 9.2 7.7 114
Severe material deprivation rate? (% of total population) 44.1 43.0 33.1 34.2 31.9
Severe housing deprivation rate®, by tenure status
Owner, with mortgage or loan 13.6 6.5 11.8 16.0 14.2
Tenant, rent at market price 12.6 13.9 18.1 16.9 14.1
Proportion of people living in low work intensity households* 125 13.0 121 116 119
(% of people aged 0-59) ' ' ' ' '
Poverty thresholds, expressed in national currency at constant prices* 2553 2549 2875 2941 2811
Healthy life years (at the age of 65)
Females 9.5 9.9 9.6 9.5
Males 8.7 8.7 8.7 8.7 :
Aggregate replacement ratio for pensions® (at the age of 65) 0.4 0.4 0.4 0.4 0.5
Connectivity dimension of the Digital Economy and Society Inedex
6Mty 9 i v 36.5 44.0 48.2 52.3
(DESI)
GINI coefficient before taxes and transfers* 47.0 47.7 49.7 50.2 53.0
GINI coefficient after taxes and transfers* 33.6 35.4 35.4 37.0 38.3

* Non-scoreboard indicator

(1) At-risk-of-poverty rate (AROP): proportion of people with an equivalised disposable income below 60 % of the national
equivalised median income.

(2) Proportion of people who experience at least four of the following forms of deprivation: not being able to afford to i) pay
their rent or utility bills, i) keep their home adequately warm, iii) face unexpected expenses, iv) eat meat, fish or a protein
equivalent every second day, v) enjoy a week of holiday away from home once a year, vi) have a car, vii) have a washing
machine, viii) have a colour TV, or ix) have a telephone.

(3) Percentage of total population living in overcrowded dwellings and exhibiting housing deprivation.

(4) People living in households with very low work intensity: proportion of people aged 0-59 living in households where the
adults (excluding dependent children) worked less than 20 % of their total work-time potential in the previous 12 months.

(5) Ratio of the median individual gross pensions of people aged 65-74 relative to the median individual gross earnings of
people aged 50-59.

(6) Fixed broadband take up (33%). mobile broadband take up (22%), speed (33%) and affordability (11%), from the Digital
Scoreboard.

Source: Eurostat, OECD
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Table C.5: Product market performance and policy indicators

Performance Indicators 2010 2011 2012 2013 2014 2015 2016
Labour productivity (real, per person employed, year-on-year %
change)

Labour productivity in Industry 551 7.61 3.06 4.95 0.69 2.28 4,94

Labour productivity in Construction 0.98 9.13 0.26 5.05 -2.43 0.35 -2.88

Labour productivity in Market Services 8.55 3.91 0.21 2.06 1.07 3.63 2.66
Unit labour costs (ULC) (whole economy, year-on-year % change)

ULC in Industry 6.68 -2.42 2.58 1.53 6.15 0.66 4.24

ULC in Construction 4.02 -2.03 3.33 2.09 12.32 4.57 2.57

ULC in Market Services 0.79 4.75 9.94 2.51 5.67 3.33 4.87
Business Environment 2010 2011 2012 2013 2014 2015 2016
Time needed to enforce contracts® (days) 564.0 564.0 564.0 564.0 564.0 564.0 564.0
Time needed to start a business™ (days) 25.0 25.0 25.0 25.0 25.0 25.0 23.0
Outcome of applications by SMEs for bank loans® na 0.59 na 0.86 0.97 0.54 0.49
Research and innovation 2010 2011 2012 2013 2014 2015 2016
R&D intensity 0.56 0.53 0.60 0.63 0.79 0.96 0.78
General government expenditure on education as % of GDP 3.60 3.40 3.30 3.70 4.10 4.00 3.40
Persons with tertiary education and/or employed in science and 28 28 29 a1 2 23 23
technology as % of total employment
Population having completed tertiary education®® 20 20 21 22 24 24 24
Young people with upper secondary level education® 86 87 86 86 86 85 85
Trade balance of high technology products as % of GDP na na -3.50 na -2.56 -2.38 na
Product and service markets and competition 2003 2008 2013
OECD product market regulation (PMR)®, overall na na 157
OECD PMRS5, retail na na 0.20
OECD PMRS, professional services na na na
OECD PMRS5, network industries® na na 2.45

(1) The methodologies, including the assumptions, for this indicator are shown in detail here:

http://www.doingbusiness.org/methodology.

(2) Average of the answer to question Q7B_a. "[Bank loan]: If you applied and fried to negotiate for this type of financing
over the past six months, what was the outcome?". Answers were codified as follows: zero if received everything, one if
received most of it, two if only received a limited part of it, three if refused or rejected and treated as missing values if the

application is still pending or don't know.

(3) Percentage population aged 15-64 having completed tertiary education.
(4) Percentage population aged 20-24 having aftained at least upper secondary education.

(5) Index: 0 = not regulated; 6 = most regulated. The methodologies of the OECD product market regulation indicators are

shown in detail here: http://www.oecd.org/competition/reform/indicatorsofproductmarketregulationhomepage.htm
(6) Aggregate OECD indicators of regulation in energy, tfransport and communications (ETCR).

Source: European Commission; World Bank — Doing Business (for enforcing contfracts and time to start a business); OECD (for
the product market regulation indicators); SAFE (for outcome of SMEs' applications for bank loans).
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Table C.6: Green growth

Green growth performance 2011 2012 2013 2014 2015 2016
Macroeconomic
Energy intensity kgoe / € 0.49 0.47 0.43 0.45 0.45 0.42
Carbon intensity kg/€ 1.68 1.55 141 1.44 1.49 -
Resource intensity (reciprocal of resource productivity) kg/€ 3.44 3.32 3.18 3.47 3.72 3.43
Waste intensity kg/€ - 4.14 - 451 - -
Energy balance of trade % GDP -6.3 -6.9 -6.2 -5.6 -3.8 -24
Weighting of energy in HICP % 11.94 13.67 15.01 14.05 13.06 10.72
Difference between energy price change and inflation % -0.4 6.5 -2.9 -1.3 6.2 -0.7
. % of value
Real unit of energy cost added 35.2 37.3 35.8 36.4 - -
Ratio of environmental taxes to labour taxes ratio 0.32 0.31 0.30 0.27 0.29 -
Environmental taxes % GDP 2.7 2.7 2.8 2.7 29 2.8
Sectoral
Industry energy intensity kgoe / € 0.38 0.36 0.35 0.35 0.35 0.32
Real_ unit energy cost for manufacturing industry excl. % of value 61.0 578 65.4 65.8 . )
refining added
Share of energy-intensive industries in the economy % GDP 11.62 11.79 12.16 11.69 12.77 13.50
Electricity prices for medium-sized industrial users €/kWh 0.07 0.07 0.08 0.08 0.07 0.09
Gas prices for medium-sized industrial users €/kWh 0.03 0.04 0.04 0.03 0.03 0.02
Public R&D for energy % GDP 0.00 0.00 0.00 0.00 0.00 0.00
Public R&D for environmental protection % GDP 0.01 0.01 0.00 0.00 0.00 0.00
Municipal waste recycling rate % 26.2 25.0 285 23.1 294 31.8
Share of GHG emissions covered by ETS* % 63.8 60.7 59.5 60.0 60.8 57.2
Transport energy intensity kgoe / € 1.51 1.68 1.44 1.49 1.50 1.51
Transport carbon intensity kg/€ 4.20 4.61 3.85 4.07 4.14 -
Security of energy supply
Energy import dependency % 36.0 36.1 37.7 345 354 37.2
Aggregated supplier concentration index HHI 71.9 77.2 65.5 58.8 68.3 -
Diversification of energy mix HHI 0.29 0.27 0.25 0.26 0.26 0.24

All macro intensity indicators are expressed as a ratio of a physical quantity to GDP (in 2010 prices)

Energy intensity: gross inland energy consumption (in kgoe) divided by GDP (in EUR)

Carbon intensity: greenhouse gas emissions (in kg CO2 equivalents) divided by GDP (in EUR)

Resource intensity: domestic material consumption (in kg) divided by GDP (in EUR)

Waste intensity: waste (in kg) divided by GDP (in EUR)
Energy balance of trade: the balance of energy exports and imports, expressed as % of GDP
Weighting of energy in HICP: the proportion of 'energy' items in the consumption basket used for the construction of the HICP
Difference between energy price change and inflation: energy component of HICP, and total HICP inflation (annual %
change)
Real unit energy cost: real energy costs as % of total value added for the economy
Industry energy intensity: final energy consumption of industry (in kgoe) divided by gross value added of industry (in 2010 EUR)
Real unit energy costs for manufacturing industry excluding refining : real costs as % of value added for manufacturing
sectors
Share of energy-intensive industries in the economy: share of gross value added of the energy-intensive industries in GDP
Electricity and gas prices for medium-sized industrial users: consumption band 500-20 00MWh and 10 000-100 000 GJ; figures
excl. VAT.
Recycling rate of municipal waste: ratio of recycled and composted municipal waste to total municipal waste
Public R&D for energy or for the environment: government spending on R&D for these categories as % of GDP
Proportion of GHG emissions covered by EU emissions trading system (ETS) (excluding aviation): based on GHG emissions
(excl land use, land use change and forestry) as reported by Member States to the European Environment Agency.
Transport energy intensity: final energy consumption of transport activity (kgoe) divided by transport industry gross value
added (in 2010 EUR)
Transport carbon intensity: GHG emissions in fransport activity divided by gross value added of the transport sector
Energy import dependency: net energy imports divided by gross inland energy consumption incl. consumption of
international bunker fuels
Aggregated supplier concentration index: covers oil, gas and coal. Smaller values indicate larger diversification and hence
lower risk.
Diversification of the energy mix: Herfindahl index covering natural gas, total petrol products, nuclear heat, renewable
energies and solid fuels
* European Commission and European Environment Agency
Source: European Commission and European Environment Agency (Share of GHG emissions covered by ETS); European
Commission (Environmental taxes over labour taxes and GDP); Eurostat (all other indicators)
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