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BULGARIA

STAFF REPORT FOR THE 2024 ARTICLE IV CONSULTATION

KEY ISSUES

Context and outlook. For two years in 2021-23, a political stalemate hampered
policymaking as Bulgaria needed to stir the exit from the pandemic, cope with the global
inflation shock and the fallout of Russia’s war in Ukraine, secure its energy supply,
implement reforms to unlock EU Funds, and prepare for euro adoption. The government
formed in June 2023 prioritized euro and Schengen areas accession, NGEU funds delivery,
and judicial reforms. It fell in March 2024, increasing the risk of delays in key policy
decisions. Despite the succession of international and domestic shocks, the economy
showed resilience and can achieve a soft landing if inflation decelerates towards 2 percent
as expected under the baseline. Moreover, longstanding intertwined challenges remain:
convergence toward EU average income is lagging peers, investment is low, perception of
corruption is large, inequality is high, poverty is widespread, the population is shrinking, and
the growth model still relies largely on brown energy.

Key policy recommendations.

A neutral fiscal stance in 2024 would appropriately balance protecting the
expected growth rebound and supporting disinflation. However, the budget is
expansionary. A lower fiscal deficit, achieved through measures to permanently increase
revenue, is desirable. A tight fiscal stance is also needed in the medium term to
preserve buffers considering the uncertain and shock-prone environment, demographic
pressures, and prevailing fiscal risks, and to secure fiscal space for future investment.

Fiscal reforms are crucial to meet large investment and social needs. Fiscal space
can be created through tax reforms to increase revenue, improved efficiency of spending to
enhance physical and human capital, and reforms of the pension system to improve its
financial sustainability and adequacy. Reforms are also needed to prevent the buildup of
contingent liabilities from state-owned enterprises and improve their productivity.

Deep structural reforms are needed to foster higher and more inclusive growth.
Addressing declining potential growth and slow income convergence requires
containing the decline in the labor force, more investment, higher productivity, greater
competitiveness, and further integration into global and regional value chains. Along
with the timely implementation of the Recovery and Resilience Plan, supporting these
goals requires strengthening governance, increasing transparency, investing in
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infrastructure and human capital, and bolstering the green transition while preserving energy
security.

Though the banking system is resilient and systemic risks remain moderate, continued
vigilance to incipient risks is needed. Considering the risks of a house prices-mortgage credit
spiral and rising credit risks amidst elevated uncertainty, reinforcing the macroprudential framework
with borrower-based measures would help preserve asset quality.
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Approved By Discussions took place in Sofia during March 6-19, 2024. A mission
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N RESILIENCE IN A CHALLENGING ENVIRONMENT

1. The authorities are focused on euro adoption. The government in place from June 2023
to March 2024 prioritized euro and Schengen areas accession, Next Generation EU (NGEU) funds
absorption, and judicial reforms. Given high domestic inflation and legislative delays, the target date
for euro accession was postponed by a year to January 2025. A partial Schengen accession (limited
to air and sea borders) took place at end-March 2024. Progress in meeting the NGEU milestones has
been insufficient to unlock expected funds and only the first tranche was disbursed, in December
2022. Some reforms of the judicial system have been initiated. After the fall of the government in
March 2024, a caretaker cabinet, limited by law in its policy-making capacity, was appointed. Euro
adoption remains its priority. Bulgaria will hold its sixth parliamentary election in three years on June
9, 2024.

2. A soft landing is within reach, but more disinflation is needed. Growth slowed to

1.8 percent in 2023. Private consumption gained momentum in 2023, supported by real wage
growth exceeding 5 percent. Net exports also contributed positively to growth. Conversely, private
investment declined reflecting an uncertain global and political environment, and the inventory
buildup of 2021-22 sharply reversed. Although the labor market softened, it remained tight, with the
unemployment rate at 4.3 percent in 2023:Q4. Headline inflation decelerated to 3.1 percent in March
2024, driven by slower energy and food price inflation. However, core inflation remains stickier

(3.9 percent), with services prices still growing by 5 percent.
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Sources: Eurostat and IMF staff calculations.

3. The fiscal deficit widened in 2023. Despite higher spending on pensions, wages, and
investment, expenditure remained stable in percent of GDP, mostly owing to a significant reduction
in the cost of electricity subsidies. Revenue declined by 2.2 percent of GDP, primarily due to weaker
nontax revenues, VAT, and grants. As a result, the deficit on a cash basis increased by 2.3 percentage
points (ppts) to 3.1 percent of GDP." At 22 percent of GDP, public debt is the second lowest in the
EU (Annex I).

! This deficit includes an advance payment (0.7 percent of GDP) for municipal projects (Box 1).
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4. The current account was close to balance. Price effects, domestic demand slowing faster
than external demand, and destocking led to larger drop in imports than exports. The improved
balance in trade in goods and services carried to the current account despite a worse income
balance that largely reflected a 46 percent increase in investment income payments. With higher
capital account surplus and financial account balance, gross international reserves increased. The
external position is assessed to be moderately stronger than implied by medium-term fundamentals
and desirable policies (Annex Il).

5. Credit growth was elevated, and bank profitability increased. In a currency board tied to
the euro, the BNB announced increases in the base rate in line with ECB's policy. However,
transmission beyond interbank rates has been limited, especially to household lending rates, due to
ample systemic liquidity and close competition among banks. Despite an increase in minimum
reserve requirements (MRR) and countercyclical capital buffers (CCyB), robust deposit collection has
been supporting double-digit private credit growth since March 2022, notably mortgages. The
banking system, which is dominated by subsidiaries of foreign banks, remains well capitalized, liquid,
and reported record profits in 2023. At 4.4 percent of total loans in February, non-performing loans
(NPLs) remain relatively elevated but have been steadily declining over the last decade.

W UNCERTAIN OUTLOOK AMIDST INCREASED RISKS

6. In the baseline scenario, growth is expected to pick up and disinflation to continue.
Assuming the stabilization of the inventory cycle and EU funds delivery, growth will accelerate to

2.7 percent in 2024. An expected moderate pickup in demand from key trading partners will support
exports and private investment. The latter, however, is projected to remain subdued and constrain
growth below its potential, recovering more robustly only from 2025 with the anticipated euro
adoption and reduced domestic uncertainty. The projected continued fall in global food and energy
prices will support the decrease in headline inflation and spill over to core. The decline in core
inflation, however, will be slowed by sustained wage and pension growth, whilst the expansionary
2024 budget also increases inflationary pressures.

7. Long-term growth prospects remain marred by low productivity growth, insufficient
investment, and a shrinking labor force. In the next few years, growth under the baseline scenario
is expected to be in line with potential, supported by robust consumption and EU-funded
investment. In the longer run, it will decelerate to about 2'2 percent, dragged by a declining
working-age population, lower investment than peers, and low productivity growth. As a result,
income convergence will likely continue lagging. Despite a projected steady improvement in the
terms of trade, the current account is projected to persistently register small deficits due to a
relatively high merchandise trade deficit. Current policies aim to keep the fiscal deficit at 3 percent
of GDP throughout 2029. Public debt is expected to reach about 30 percent of GDP in 2029.

8. The outlook is subject to considerable uncertainty and downside risks. Global risks are
compounded by heightened domestic political and policy uncertainties (Annex Ill). If, as during
2021-23, the June 2024 snap elections do not lead to a clear majority, protracted political instability
may continue hampering policy making, undermine confidence and investment, and further delay
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NGEU funds disbursement. Less-than-full absorption of NGEU funds by the 2026 deadline would
hinder growth, green transition, and income convergence. Although the caretaker government is
committed to joining the euro area, more difficult policymaking could delay euro adoption beyond
2025, which would negatively affect economic sentiment and investment. Overrun in current
expenditures may be offset by lower public investments to maintain the fiscal deficit at 3 percent of
GDP, affecting long-term growth. Credit growth persisting at elevated levels could deteriorate asset
quality and engender a house prices-mortgage credit spiral. Moreover, continued wage growth
outpacing productivity would undermine competitiveness, further dragging growth. The pickup in
trading partners’ demand may be smaller than anticipated, while an intensification of regional
conflicts could sharply increase commodity prices, rekindling inflation. On the positive side, timely
euro area accession would likely boost confidence and spur investment.

Authorities’ Views

9. The authorities broadly agree with the outlook and risks. They share staff's views that
the baseline scenario is that of a rebound in growth and continued disinflation, although they see
the latter at a slightly faster pace than staff. They concur that the outlook is highly uncertain and see
the same key risks as staff. The BNB also noted that some delayed passthrough from high input
prices and wages to consumer prices may still materialize.

I POLICY DISCUSSION

10. The authorities face significant policy
challenges. Bulgaria is the poorest EU member
state and prospects for fast income convergence

Lagging Income Convergence Since the Global
Financial Crisis
(GDP p.c. in PPP in percent of EU-28 average)

are dim absent significant reforms and 100
investment. Moreover, the economy remains B
overly dependent on brown energy. In the short 80

run, policies should aim at securing disinflation

with a minimal impact on growth. In the long
term, meeting large development needs requires
fiscal reforms to increase resources for high-return
investment in infrastructure and human capital,
and structural reforms to boost productivity and
competitiveness, including by strengthening
governance, reducing corruption risks, and
facilitating the green transition.

A. Balancing Disinflation and Growth
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Sources: World Development Indicators and IMF staff calculation.

1/ EU newer member states (NMS) excluding Bulgaria are: Croatia, Czech
Republic, Hungary, Poland, Romania, Slovak Republic, Slovenia, Estonia,
Latvia, and Lithuania.

11. Inflation has remained a challenge for euro adoption. At this stage, price stability is the
only unmet quantitative convergence criterion for euro adoption. However, the pace of the ongoing
disinflation seems insufficient to meet the new January 2025 deadline. Euro adoption later in 2025—
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an option considered by the authorities—remains realistic if policies or exogenous shocks do not
derail disinflation.

Price Stability Criterion'/ Drivers of Core Inflation Dynamics
(Based on HICP inflation, percent) (Quarter-on-quarter, percent)
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states, excluding “outlier” countries whose inflation is deemed not
representative of euro area price dynamics. explained by model-based structural shocks are excluded.

12. The 2024 budget is expansionary while a neutral stance would strike an appropriate
balance between growth and disinflation. Fiscal policy played an important role in supporting the
recovery from the pandemic but contributed to the inflation surge. Staff estimates that fiscal policy
explains 1.3 ppts of inflation in 2021 and about 3 ppts in 2022, while it likely helped somewhat
reduce demand pressures in 2023. Staff assesses the 2024 budget to be expansionary (Box 1). A
neutral stance in 2024 would balance protecting the expected small rebound in growth with not
jeopardizing the ongoing disinflation dynamics considering upside risks to inflation, weak
transmission of ECB's monetary policy tightening, and the anticipated increase in bank liquidity
upon joining the euro area as the BNB’s MRR (currently, 12 percent) will drop to the ECB's level
(currently, 1 percent). Reaching a neutral fiscal stance would mean reducing the planned deficit in
2024 by about 1 percentage point of GDP.

8 INTERNATIONAL MONETARY FUND



https://www.imf.org/-/media/Files/Publications/WP/2023/English/wpiea2023212-print-pdf.ashx#:%7E:text=Inflation%20in%20Bulgaria%20gained%20momentum,Financial%20Crisis%20in%20late%202008.

BULGARIA

Box 1. Fiscal Stance in 2023-24

Changes in the cyclically-adjusted primary balance Fiscal Stance in 2023—24

(CAPB) typically serve to assess the fiscal impact on (Percent of potential GDP)

aggregate demand. However, the CAPB may not fully 2023 2024
capture the fiscal stimulus provided by EU funds 25 25

20

because the related expenditure is offset by grants from
the EU that, in themselves, have no bearing on
aggregate demand. Thus, measuring the change in 05

CAPB excluding net EU grants may provide a more 00 = oo — s W
appropriate assessment of the economic impulse from 05 05 % %
fiscal policies. This concept broadly aligns with the 1: 12 LT

measure used by the European Commission.

In 2023, on a cash basis, both the traditional CAPB and = d_CAPE [cash) i d_CAP (accrual
the measure excluding EU grants net of contributions N CAPD ex grant(cash) = d_CAPB_ex_grant (accrual)
indicate an expansionary stance in 2023. However, the

@ Excluding advance payment for municipal projects

Source: IMF staff calculation.

2023 cash deficit data includes an advance payment of Note: d_CAPB is the change in CAPB and d_CAPB_ex_grant is the
1.2 billion leva (0.65 percent of GDP) for municipal change in CAPB excluding EU grants. The red dot shows the

- : ) . corresponding measure excluding the advance payment for
projects recorded as capital investment but that was municipal investments in December 2023.

simply transferred to a special account outside the general government. Thus, this operation did not impact

aggregate demand. Excluding it, the deficit in 2023 would be lower, suggesting a slightly tight stance for the
measure excluding net EU grant. On an accrual basis, both measures, with and without EU grants, indicate a

contractionary fiscal stance in 2023.

In 2024, the fiscal stance is expansionary. Although the cash-basis CAPB with no adjustment for EU grants
suggests a slightly contractionary stance, it is expansionary when adjusting the advance payment to
municipalities, and even more so when adjusting for EU grants. On accrual basis, all measures indicate an
expansionary stance.

13. The 2024 budget seeks to increase social spending and investment but lacks revenue
reforms. Staff projects that expenditure will increase by 1.3 ppts of GDP in 2024, driven by social
spending (notably an 11-percent increase in pensions), and public investments (largely financed by
EU funds). However, most revenue measures included in the budget are ad-hoc and will not help
meet expenditure needs on a permanent basis. The increase in the maximum insurable income (the
cap on social contributions, Box 2) is a welcome but insufficient first step. The budget also assumes
an optimistic 0.4 percent of GDP revenue increase from improvement in tax collection and set the
dividends of state-owned companies at 100 percent of their profits. Discretionary tax policy
measures to raise revenues include an increase in the CIT rate to 15 percent for big multinational
corporations in line with EU directives, fees on the gambling sector, and an elimination of some of
the reduced VAT rates introduced during the pandemic.

14. A neutral fiscal stance should ideally be achieved through measures that permanently
raise revenue. Fully reversing the reduced VAT tax rates that are no longer necessary, eliminating
the cap on social contributions, and increasing PIT rates, would help achieve the neutral stance and
increase revenue permanently. These measures should be introduced within well-designed reforms
(see below) and be complemented by a policy-driven reduction in subsidies. Failure to implement
revenue adjustments would result in a looser stance that would further fuel inflation. However, a
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worst outcome would be to cut investment (often Fiscal Subsidies
. . . . (Percent of GDP)

the adjustment variable of first resort in recent 6o

years), which would further weigh on long-term
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Sources: Eurostat, Haver, and IMF staff calculation.

move ahead with euro adoption during 2025.

Regarding the 2024 fiscal stance, the caretaker government is bound by the 2024 budget while
parliament may take initiatives that can affect the fiscal balance.

B. Fiscal Reforms to Support Economic and Social Objectives

16. Although debt is low and public spending needs are large, fiscal policy must remain
cautious in the medium-term. The medium-term budget framework (MTBF) plans deficits of

3 percent of GDP annually over 2024-26. Although fiscal sustainability is not an immediate concern,
several factors call for a tighter stance over the medium term, consistent with a broadly stable debt
level. First, accumulating debt would only be justified for high-return investment, which requires
strengthening governance and public finance management to address the low efficiency of
spending and improve tax collection. Second, buffers remain needed considering the uncertain,
shock-prone global environment and prevailing fiscal risks (e.g., from state-owned enterprises
(SOEs) and pensions). Third, while a large share of capital expenditure is currently EU-financed, fiscal
space should be preserved for future investment once EU funding gradually recedes. Fourth,
recurrent deficits could be perceived as a deviation from hard-won fiscal discipline under the
currency board, potentially widening risk premia.

17. Fiscal reforms are crucial to sustainably raise social spending and investment in
infrastructure and human capital and improve governance. Increasing revenues and improving

the allocation and efficiency of spending should be immediate priorities. Key reforms to that effect
involve:

* Raising spending efficiency. Improving fiscal transparency, public investment management,
and governance, including procurement (e.g., publishing beneficial ownership information of
contract awardees), would free resources and strengthen the capacity to absorb EU funds.
Efficiency gains are also potentially large for social spending (social protection, health, and
education), which would help improve social protection coverage and boost human capital.
Furthermore, as noted in previous staff reports, wage policy should be informed by a
comprehensive review of public wages.

10 INTERNATIONAL MONETARY FUND
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e Increasing the financial sustainability of the pension system while improving the pension
adequacy. The pension system deficit has increased markedly since the pandemic. It is covered
by large fiscal transfers, crowding out more productive spending. The MTBF does not project
any reduction in transfers in coming years, while, due to the aging of the population, spending
pressures will increase over time. At the same time, old-age poverty is widespread, reflecting the
low level of pensions. Improving the sustainability of the pension system while improving the
adequacy of pensions requires significant reforms (Box 2).?

Box 2. Pension System: Adequacy and Sustainability

The Bulgarian pension system has been marred for years by a financial situation unsustainable on its own,
thus requiring sizable budgetary transfers, and pensions levels that keep many elderlies in poverty. During
the pandemic, more than half of the fiscal support provided to households targeted pensioners. As a result,
pension adequacy increased noticeably. Still, although declining, old-age and pensioners poverty remains
high by EU standards. Notably, the minimum pension (received by almost half of pensioners at end-2023) is
close to the official poverty line and is equivalent to about 60 percent of the minimum wage and less than a
one-quarter of the average wage.

Pension Adequacy
A. Pensions vs. Wages and Poverty Line (Percent)

Minimum Pension Average Pension Maximum Pension
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Sources: NSSI, Eurostat, and IMF staff calculation.

2 Accompanying Selected Issue Paper (SIP) “The Bulgarian Pension System: Caught Between Adequacy and
Sustainability.”
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Box 2. Pension System: Adequacy and Sustainability (Concluded)

The increase in pensions was not matched by adequate revenue measures. As a result, fiscal transfers to
cover the deficit increased to reach 52 percent of GDP.

Pension Spending Fiscal Transfers to Cover Deficits
(Percent of GDP) (Percent of GDP)
10.5 2024 budget & MT
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Sources: NSSI, Eurostat and IMF staff calculation. Sources: NSSI and Eurostat.

1/ Payment to pensioners.

Low pension adequacy combined with sustainability Maximum Insurable Income and Wages
issues point to insufficient revenue. Staff (Index 2007=100)
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contributions regressive) and the ceiling on pensions
(which only marginally limits pension payments), and
(iii) increasing the contribution rate, which is
comparatively low.
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Sources: NSSI and IMF staff calculation.

Maximum Insurable Income and Maximum Pension (Percent)

2019 2020 2021 2022 2023 2024

Proj.
Maximum pension as a share of
Payments to pensioners 57 4.6 2.6 2.5 0.3 04
Numbers of pensioners 13 20 13 0.0 0.1 0.1
Contributions at maximum insurable income as a share of
Total contributions 13.6 15.2 17.8 18.2 21.1 212
Number of contributors 6.4 84 109 11.1 14.2 14.2

Sources: NSSI and IMF staff calculation.
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Reforming the tax system to make it fairer and address rising spending needs. Tax revenue
is one of the lowest in the EU. Raising the CIT rate to 15 percent for big multinational
corporations will help, but revenue gains will be limited. Moving from the low flat corporate and
personal income tax rates of 10 percent to higher and progressive (for PIT) rates would help
reduce inequalities and raise more revenue. An increase in the coverage of carbon taxation
would help achieve emission targets and generate revenues to spur green investment and
support vulnerable households affected by the transition.

Fiscal Redistribution by Instrument General Government Tax Revenue
(2020, Reduction in the Gini Coefficient, scale: 0 to 1) (Average over the period 2010-22, percent of GDP)
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Addressing informality and widening the tax bases. Partly due to underreported wages, the
informal economy is widespread. Revenue collection could be improved by ensuring the
compliance of large taxpayers and in high-risk sectors, strengthening control and auditing
processes, and further training tax administration staff on operational risks. This would be
particularly needed to avoid an increase in tax evasion at the high-income end if progressive
taxation is implemented. The planned merger of National Revenue Agency and Custom Agency
should be handled carefully to ensure the quality of their core functions. More broadly,
strengthening governance and reducing corruption will enhance trust in institutions and
improve tax compliance.
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e Preventing the buildup of contingent liabilities from SOEs. Although the total outstanding
liabilities of government-controlled entities classified outside the general government is smaller
than in many other European countries, fiscal risks related to SOEs exist. About 55 percent and
30 percent of SOEs reported losses in 2020 and 2021, respectively. Several key SOEs
continuously make losses (about 0.3 percent of GDP on average over 2015-22), although high
energy prices temporarily improved the financial situation of some loss-making SOEs in the
energy sector in 2021-22. Moreover, SOEs are significantly less profitable than private firms and
several large SOEs face liquidity pressures and increasing difficulties to service their debt. These

vulnerabilities constitute a fiscal risk that requires monitoring and calls for SOE governance
reforms (Box 3).3

Authorities’ Views

18. The authorities broadly agreed on the need for fiscal reforms but cautioned against
moving to progressive personal income taxation at this stage. They agreed that efficiency of
spending, pension, tax collection, and SOEs are areas that deserve attention. They emphasized that
fiscal reforms need to be sequenced carefully to ensure that their fiscal costs and benefits do not
deteriorate outcomes in the short term, and that they are politically and socially feasible. They are
not convinced that Bulgaria is at a stage when introducing progressive taxation would be desirable.
They are also concerned that raising the marginal taxation rate would lead to further tax evasion.

They see the need to further assess what would be the macroeconomic, distributional and fiscal
impact of such policy.

Box 3. Fiscal Risks from State-Owned Enterprises

SOEs play a key role in Bulgaria's economy, particularly in the energy and transportation sectors. They
account for about 4 percent of employment and 5 percent of total value added. Therefore, their economic
and financial performance may have important fiscal risk implications.

From an aggregate perspective, the explicit state-guaranteed debt of SOEs reached 0.5 percent of GDP on
average over 2010-21, far below the average of 9 percent in EU countries, suggesting marginal fiscal risk.
However, the negative net budgetary flows from SOEs coupled with contingent liabilities estimated at of 12
percent of GDP (56 percent of tax revenue) could lead to long-term fiscal challenges.

Total Stock of Government Guarantees Contingent Liabilities of SOEs

(Percent of GDP) (Percent of GDP) '
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3 Accompanying SIP “Bulgaria: Fiscal Risks from State-owned Enterprises.”
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Box 3. Fiscal Risks from State-Owned Enterprises (Concluded)

SOEs’ Return on Equity (ROE)
(Percent)
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A firm-level analysis focusing on 15 large SOEs in the energy and transportation sectors suggest that SOEs
are less profitable than private firms, in part due to lower efficiency. The difference in return-on-equity
between SOEs and private firms exceeds the 4 percentage-point gap found in countries with good
governance scores. Notably, some key SOEs continuously lacked liquid assets to meet short-term liabilities,
leading to debt arrears accumulation to their suppliers. In addition, the increase in debt-to-assets ratio in
several major SOEs, when combined with low profitability, raises concerns about the ability to service debt.

Current Assets to Current Liabilities Ratio
(Average over 2015-22)

National Railway Infrastructure Company
TPP Maritsa Iztok 2

National Electric Company

BDZ — Passenger Services

BDZ — Cargo Services

Transport Construction and Recovery
Electricity System Operator

Kozloduy NPP

Mini Maritsa Iztok

Port Varna

Bulgargaz

Bulgartransgaz

Bulgarian Air Traffic Services Authority

Bulgarian Port Infrastructure

Bulgarian Energy Holding

Sources: Orbis database and IMF staff calculations.

01234567 89101112131415161718

Debt to Assets
(Percent)

Bulgartransgaz

Electricity System Operator

Bulgarian Port Infrastructure
Kozloduy NPP

Bulgarian Energy Holding

PortVarna

Bulgarian Air Traffic Services Authority
Mini Maritsa Iztok

Transport Construction and Recovery
Bulgargaz

TPP Maritsa Iztok 2

WIHIFH

National Railway Infrastructure Company

National Electric Company

BDZ — Passenger Services

BDZ - Cargo Services

)

10 20 30 40 50

2022 ®2019 m2015

60 70 80

9 100

C. Addressing Financial Sector Risks

19.

Private credit is rising rapidly, especially for residential real estate. At less than

30 percent of GDP, households’ debt remains low. However, credit growth is particularly strong in

the mortgage segment and reached 22 percent y/y in February. Households have been ramping up
their investment in real estate given some of the lowest mortgage rates in the EU (less than
3 percent in February) reflecting weak monetary policy transmission, rising house prices (which grew
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by 4.4 percent in real terms in 2023), and a preference for real estate over other investment vehicles.
With no material change vis-a-vis 2022, about one third of newly originated loans in the first nine
months of 2023 had loan-to-value ratios (LTVs) above 80 percent, and almost half had debt-service-
to-income ratios (DSTIs) above 40 percent. Banks’ exposure to commercial real estate (CRE) is also
relatively high, a potential source of vulnerability that requires close monitoring.

20. Systemic risks remain moderate, but tightening macroprudential policy would help
address potential rising risks from real estate lending. Considering the risks of a possible house
prices-mortgage credit spiral and rising credit risks amidst elevated uncertainty, the recent increase
in the CCyB was appropriate. The banking system is resilient and buffers are ample, with the capital
adequacy ratio standing at 21.6 percent at end-2023, and the liquidity coverage ratio at 228 percent.

Outstanding Private Debt (Percent of GDP) Mortgage Credit and Rates (Percent)
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Nonetheless, strengthening the macroprudential framework by introducing borrower-based
measures would help uphold asset quality and prevent the development of pockets of vulnerability
that could create risks should, for example, the labor market softens. An enhanced macroprudential
toolkit will also help avoid that the additional liquidity that will be released from asset risk re-
weighting and the MRR reduction upon joining the euro will not increase systemic risks.
Preparations are underway and banks are confident that they will be technically ready to introduce
the euro.

Authorities’ Views

21. The authorities assess recent credit developments to be driven by fundamentals. They
point to the limited transmission of ECB rates to domestic rates, especially for households, and to
rising incomes and preference for real estate investment as the main drivers of strong mortgage
lending growth. They report limited signs of overheating in the real estate market. While they are
carefully monitoring the credit market and stand ready to intervene, they currently do not see the
need for borrower-based macroprudential measures as banks maintain high capital buffers and did
not relax their lending standards. They do not expect substantial changes in banks’ lending behavior
upon joining the euro area as systemic liquidity is already ample.

D. Raising Living Standards and Address Structural Challenges

22. Accelerating structural reforms is necessary to foster productivity, promote income
convergence and, eventually, successfully navigate integration into the euro area. Preventing a
decline in potential growth and fostering income convergence requires measures to contain the
decline in labor force, boost productivity, stimulate investment, preserve competitiveness, and
further integrate into global and regional value chains. Efforts should be stepped up to strengthen
governance, invest in human capital and infrastructure (notably in transportation and
communication networks, energy security, and green transition) and foster digitalization and
innovation—all priorities of Bulgaria's recovery and resilience plan (RRP). Many of these investments
will also help Bulgaria better prepare for transformations brought about by artificial intelligence (Al)
and reap its productivity benefits, while guarding against its risks, especially on the labor market.
Improving the productivity of SOEs will also be important considering their central role in the
economy.

Human Capital Index (Range 0 to 1) Recovery and Resilience Facility’s Four Pillars (Share
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23. Preventing further decline in
labor force would alleviate labor force
shortages and support potential
growth. The sharp decline in Bulgarian
population combined with aging reduces
markedly the labor force. Despite the
progressive increase in retirement age,
the working age population declined on
average by about 12 percent each year in
the past decade, constraining growth. This
contributes to the longstanding labor
shortages that have reached historically
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nor in Education and Training (2022, percent)
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Source: Eurostat.

high levels. Labor market policies that would integrate the young neither in employment nor
education and training (NEET) into the labor market could have a significant impact.

24. A reform of the education
system and efficient investment in
human capital are also critical to
boost potential growth and buttress
competitiveness. Staff estimates that a
more efficient use of current public
spending on education could increase
educational outcome measured by the
Programme for International Student
Assessment (PISA) score by up to

11 percent. Reforming the school
curricula, promoting greater inclusion

Firms Reporting Labor Shortage as A Factor Limiting Their Activity
(Percent of firms, not seasonally adjusted)
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Sources: National Statistical Institute (Business Survey) and IMF staff calculation.

of disadvantage students, and reducing drop-out and early leavers, combined with measures to
increase life-long training, would also help boost human capital, reduce skill mismatch, and continue
bridging the digital skill gap. Bridging the digital skill would help increase gains from digitalization,
improve Al preparedness, and accelerate firms’ adoption of Al.
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1/ Excludes Austria, Cyprus, Luxembourg, Malta, and Spain due to data limitations.
2/ Excludes Austria, Cyprus, Luxembourg, and Malta due to data limitations.
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25.

Investment in physical and digital infrastructure will also help deepen participation in

global value chains (GVCs), enhancing the gains of euro and Schengen areas accession.
Following a common trend in the region, Bulgaria’s integration in GVCs slowed significantly in the
last decade, limiting the benefits stemming from the exchange of goods and knowledge, expanded
market access, FDI, and human capital enrichments inherent to global economic integration.
Investment in infrastructure and improvements in governance would boost Bulgaria’s
competitiveness notwithstanding a convergence of wages toward the EU average. Such

enhancements would make the country an increasingly attractive destination for investors, including

those looking to relocate in Europe amidst geoeconomic fragmentation (Box 4).4

4 Accompanying SIP “Bulgaria in Global Value Chains: Leveraging the Integration with the European Union.”
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Box 4. Integration in Global Value Chains

Bulgaria's integration in GVCs has flattened in the last decade after twenty years of growth before the global
financial crisis. Bulgaria's GVCs are well diversified, although still mostly concentrated in low-technology,
labor-intensive industries. Both forward linkages (i.e., domestic value-added content of foreign exports) and
backward linkages (i.e., foreign value added embodied in domestic exports) with the EU are among the
lowest compared to other EU newer member states (NMS). Links with Russia have been historically large,
especially in fuel and energy products, but decoupling is ongoing after Russia’s invasion of Ukraine.
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Sources: OECD Trade in Value Added, 2023, and IMF staff calculations.
Note: Integration in GVCs is computed as the sum of backward linkages and forward linkages. Information industries include production of
computers and electronics and the provision of communication, IT, and information services.

To boost integration, Bulgaria should invest in infrastructure and improve governance. Staff's analysis shows
that these are important drivers of integration that are particularly lagging in Bulgaria. Fostering innovation
through R&D will also help. As domestic wages rise, it is important that Bulgaria focuses on non-price
elements of its economy to remain competitive and benefit from a deeper integration with EU partners.
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26. Continued efforts are needed to Corruption Perception Indices

strengthen the governance framework and (Percent of EU average)

mitigate corruption. In comparison to other EU _ Transparency International” 02012
member states, Bulgaria is perceived as having 3 m2023
substantial levels of corruption and weak rule of 2 Verisk Maplecroft* |

law. Notably, public procurement is an area seen

as being at high risk of corruption. The RRP Transparency International®

MNMS

appropriately prioritizes key anti-corruption and
rule-of-law reforms. In 2023, the constitution was

Verisk Maplecroft®

amended to restrict the power of the Prosecutor 0% 0% 40% 60% 80% 100%
Generall restructure the Supreme Judicial COUﬂCiI, Sources: Verisk Maplecroft, Transparency International, and IMF staff

. calculations.
ensure the transparent selection of regulators, Notes: Transparency International's Corruption Perception Index and

Verisk Maplecroft's Corruption Risk Index measure perception of

and reduce the role of the President in appointing corruption (higher value means lower perceived corruption), The accuracy
caretaker governments. Considering progress on S;::‘fp‘t'l‘:;;“ can be biased by experts' views (instead of facts on
anti-corruption and judicial reforms, the European

Commission closed its Cooperation and Verification Mechanism in 2023, and Bulgaria is currently
monitored through the Commission’s annual rule-of-law reports.

27. The effective implementation of recently introduced reforms will be critical. Important
legal reforms were enacted, including the adoption of the whistleblower protection law (2023),
improved human resources management in the judiciary, digitalization of the judiciary (e.g., e-justice
rules), and the establishment of a mechanism for greater accountability in the Prosecutor General'’s
operations. However, the implementation of some RRP milestones related to anti-corruption and
rule-of-law reforms such as judicial reforms and asset recovery has been delayed, hampering EU
funds delivery. Moreover, the slow implementation of legislative reforms such as the Counteracting
Corruption Act 2023, which mainly created the commission on countering corruption and the
commission for confiscation of illegally acquired assets, remains a concern. The effectiveness of
investigation and prosecution of high-level cases of corruption also needs to be addressed.

28. Bulgaria is committed to improving its AML/CFT system and will benefit from
accelerated efforts to exit the Financial Action Task Force’s (FATF) “grey list.” Bulgaria entered
the grey list in 2023 and committed to an action plan to address strategic deficiencies. Swift
implementation of the plan will be important as grey listing can have significant negative economic
consequences, through higher costs for foreign investors and reduced correspondent banking
relationships. The main risks identified by the FATF arise from organized crime, corruption, and
misuse of EU funds. Fast-track investment-linked citizenship programs are now abolished, but
residency schemes remain as a threat. Vulnerable economic sectors and channels include real-estate,
the formal financial system, professional enablers, and misuse of legal structures. Recent legislative
improvements to customer due diligence obligations are crucial for risk mitigation in regulated
sectors and any residual gaps should be addressed swiftly. Bulgaria has made commendable efforts
to put in place beneficial ownership registers, however the accuracy of the registered data requires
improvement. Investigative and enforcement mechanisms need strengthening, including the
adoption of policy procedures for confiscating illicit proceeds while legislative developments are
underway.
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29. Strengthening energy security and Energy Dependence on Russia"/
accelerating the green transition are key (Percent)

priorities to sustain long-term growth. 0 a0 manr maez
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reducing energy dependence on Russia led to an update of the initial green transition strategy in
the RPP.> Slow progress in further revising the RRP, including to incorporate RepowerEU, largely
reflects the difficult political economy of transitioning out of coal. This may further delay NGEU
funding and the green transition. Following the adoption of Bulgaria's Territorial Just Transition
Plans, the EC will provide over 1 percent of GDP to help phase out coal and reach energy and
climate targets. The second tranche of the RFF may also be delayed as Parliament postponed by a
year the electricity market liberalization, initially scheduled to take place in July 2024, out of concern
for its impact on prices for households. Maintaining incentives for energy saving and efficiency,
investment in renewables, and reduction of coal use through price-based mechanisms and fiscal
tools should be considered, while protecting vulnerable households. Increased production of green
energy would strengthen energy security and could be fostered by a review of regulation and
addressing the bottleneck that limit the connection to the grid.

Net Greenhouse Gas Emissions per Capita in the EU Net Greenhouse Gas Emissions per GDP in the EU
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> Country Report 2022/191.
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Authorities’ Views

30. The authorities concurred with the need to boost labor force participation,
highlighting that several initiatives targeting minorities and the young are in place. They
indicated that, in addition to active labor market policies, reducing the NEET ratio would require
increasing access to transportation, education, health services (including to reduce the need to care
for elderly parents), and potentially tax incentives. Parliament is working toward increasing the
seasonal work opportunities for foreigners.

31. The authorities noted the progress on the governance and AML/CFT legislative
reforms in 2023. They are working on the implementation of their action plan to exit the grey list as
soon as possible and have already taken actions in this regard. For instance, they issued ordinances
for registering virtual asset service providers and passed law amendments on customer due
diligence and beneficial ownership transparency. The BNB assesses that FATF's grey-listing did not
have a significant impact on the financial sector.

32. The authority emphasized recent initiatives to diversify the energy mix while
maintaining production capacity. They consider that Bulgaria is on track to meet its
decarbonization target. The reconversion of coal regions is an economic and social challenge, but
the authority noted that economic considerations will lead to a phase out of coal use earlier than
envisaged in the plan adopted by parliament as coal usages becomes less profitable than
alternatives.

B STAFF APPRAISAL

33. The economy has shown resilience through successive shocks, and a soft landing is
within reach. After slowing in 2023, growth is expected to accelerate this year, and inflation to
continue declining with core inflation remaining stickier. The outlook is subject to high uncertainty
and large risks, as global headwinds are compounded by heightened domestic political and policy
uncertainties. The external position in 2023 is assessed to be moderately stronger than implied by
medium-term fundamentals and desirable policies.

34. Fiscal policy should target a broadly neutral stance in 2024. Fiscal policy needs to
protect the expected rebound in growth while not running against disinflation. Balancing these two
objectives requires a neutral fiscal stance rather than the expansionary 2024 budget. This more
conservative policy should be achieved by sustainable revenue-increasing measures, as the budget
appropriately seeks to increase social spending and investment.

35. Prudent fiscal policy remains needed in the medium-term to preserve buffers. A higher
primary fiscal balance than planned under the medium-term budget framework is advisable as
buffers remain needed considering the uncertain and shock-prone global environment, domestic
pressures, and prevailing fiscal risks. Moreover, fiscal space should be preserved for future
investment once EU funding gradually recedes. Also, recurrent deficits could be perceived as a
deviation from hard-won fiscal discipline, potentially raising borrowing costs. In addition,
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strengthening public finance management to address the low efficiency of spending is a
prerequisite to ensuring that any new debt finances investment with high return.

36. Fiscal reforms are crucial to create space for large investment and social needs. Key
reform should aim at: (i) raising spending efficiency, (ii) reforming the pension system to reduce
large fiscal transfers that crowd out more productive spending and improve both the sustainability
of the system and the adequacy of pensions, (iii) widening the tax base and reforming the tax
system to make it fairer and address rising spending needs; and (iv) preventing the buildup of
contingent liabilities from SOEs.

37. The banking system is resilient and systemic risks remain moderate, but vigilance to
rising risks is needed. Overall, the banking sector is well capitalized, liquid, and profitable.
However, real estate lending is rising rapidly, although households’ debt remains low. Considering
the risks of a house price-mortgage credit spiral and rising credit risks amidst elevated uncertainty,
the recent increase in the countercyclical capital buffer was appropriate. Reinforcing the
macroprudential framework with borrower-based measures would help preserve asset quality
amidst high credit growth, especially ahead of the expected increase in banks' liquidity upon joining
the euro area.

38. Accelerating structural reforms is necessary to foster productivity, promote income
convergence and, eventually, successfully integrate into the euro area. Addressing declining
potential growth and slow income convergence requires increased labor force participation, higher
productivity, more domestic and foreign investment, greater competitiveness, and further
integration into global and regional value chains. Along with the timely implementation of the
Recovery and Resilience Plan, supporting these goals requires strengthening transparency,
governance and AML/CFT frameworks, addressing corruption, investing in infrastructure and human
capital, and bolstering the green transition while preserving energy security.

39. It is recommended that the next Article IV consultation be held on the standard 12-

month cycle.
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Figure 1. Bulgaria: Real Sector Developments

Growth weakened in 2023, although less than peers. While retail sales held up, industrial production

contracted...
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Figure 2. Bulgaria: External Sector Developments

The current account deficit that appeared during the
pandemic has gradually diminished.
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Exports and imports declined as the drop in volume...
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Figure 3. Bulgaria: Fiscal Developments

The fiscal deficit increased in 2023... ...as revenue fell...
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Despite softer corporate lending, total credit growth
accelerated, led by mortgage loans...
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Figure 4. Bulgaria: Monetary and Financial Sector Developments
...as mortgage rates kept declining, while Euribor-linked
interest (and deposit) rates for NFls increased.
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Table 1. Bulgaria: Selected Economic Indicators, 2020-29
(Annual percentage change, unless otherwise Indicated)

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
Projections
Real GDP -4.0 77 39 18 27 29 29 27 27 2.6
Real domestic demand 0.1 73 58 -09 39 49 24 2.6 2.8 2.6
Public consumption 83 04 55 -04 0.9 -1.8 09 19 20 15
Private consumption -0.6 85 38 54 36 38 37 36 32 32
Gross fixed capital formation 06 -83 6.5 33 76 15.0 -08 -0.2 24 14
Private investment 14 -73 10.2 -2.8 25 6.7 8.1 40 2.6 14
Public investment -32 -132 -122 429 29.6 434 -235 -15.6 18 13
Stock building 1/ -1.2 40 14 -49 0.0 0.0 0.0 0.0 0.0 0.0
Net exports 1/ -4.1 -03 -3.0 36 -08 -23 04 -0.1 -03 -0.1
Exports of goods and services -104 1.2 11.6 -19 35 37 34 31 3.0 29
Imports of goods and services -43 107 15.0 -6.3 44 6.5 26 30 31 29
Resource utilization
Potential GDP 25 2.8 30 30 3.1 29 29 2.7 27 2.6
Output gap (percent of potential GDP) -4.0 0.5 14 03 0.0 0.0 0.0 0.0 0.0 0.0
Unemployment rate (percent of labor force) 52 53 42 44 43 42 42 42 42 42
Price
GDP deflator 43 7.1 16.2 75 36 34 24 23 22 22
Consumer price index (HICP, average) 1.2 28 13.0 8.6 32 27 2.1 20 20 20
Consumer price index (HICP, end of period) 0.0 6.6 143 5.0 2.8 22 2.1 20 20 20
Core consumer price index (HICP, average) 1.2 14 76 89 36 35 25 2.1 20 20
Core consumer price index (HICP, end of period) 09 27 11.1 54 39 27 2.2 20 20 20
Fiscal indicators (percent of GDP)
General government net lending/borrowing (cash basis) -29 -2.8 -08 -3.1 =27 -3.0 -34 -2.7 =27 -2.7
General government primary balance -24 -24 -04 -26 -22 -22 -24 -17 -17 -16
Structural overall balance -14 -35 -13 -3.2 -2.7 -3.0 -34 -2.7 =27 -2.7
Structural primary balance -09 -3.0 -1.0 -2.7 -22 -22 -24 -17 -17 -16
Cyclically-adjusted overall balance (percent of potential GDP) -13 -3.0 -14 -32 -2.7 -3.0 -34 -2.7 =27 =27
General government gross debt 22.8 225 215 220 234 249 27.0 284 29.7 31.0
Monetary aggregates
Broad money 109 10.7 132 87 8.1 74 71 6.9 6.7 6.6
Domestic private credit 45 8.8 125 122 9.5 8.1 6.1 5.7 50 49
Exchange rates regime
Leva per U.S. dollar (end of period) 1.6 17 1.8
Nominal effective rate 30 20 15

External sector (percent of GDP)

Current account balance 0.0 -1.7 -14 -0.3 -0.8 -1.8 -14 -0.7 -0.7 -0.7

o/w: Merchandise trade balance -3.2 -4.1 -59 -39 -46 -5.7 -49 -4.8 -4.8 -4.8
Net international investment position -25.6 -18.6 -129 -76 -5.2 -42 -32 -1.0 1.1 33
Gross external debt 633 58.1 516 483 46.0 458 456 44.6 43.6 426

Sources: Bulgarian authorities; World Development Indicators; and IMF staff estimates.
1/ Contribution to GDP growth.
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Table 2. Bulgaria: Macroeconomic Framework, 2020-29
(Annual percentage change, unless otherwise indicated)

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
Projections

GDP and prices

Real GDP -4.0 7.7 39 1.8 27 29 29 27 27 26

Real GDP per working age population -2.7 85 120 33 36 38 38 35 36 34

Real GDP per capita -35 89 10.2 2.5 34 35 36 33 34 32

Real domestic demand 0.1 73 58 -09 39 49 24 2.6 2.8 2.6
Of which: private -0.6 85 38 54 36 38 37 36 32 32

GDP deflator 43 71 16.2 75 36 34 24 23 22 22

Consumer price index (HICP, average) 12 2.8 13.0 8.6 32 2.7 2.1 20 20 2.0

Nominal wages 9.7 123 134 137 89 89 8.0 76 76 75

Real effective exchange rate, CPI based 29 13 48 49

Monetary aggregates (percent change)

Broad money 109 107 13.2 87 8.1 74 71 6.9 6.7 6.6

Domestic private credit 45 88 125 122 9.5 8.1 6.1 57 5.0 49

Saving and investment (percent of GDP)

Gross national saving 204 194 220 18.6 18.1 19.1 18.6 187 186 183
Government 12 -0.1 25 19 23 2.1 12 13 13 12
Private 19.2 19.5 19.5 16.7 159 170 174 174 173 171

Gross domestic investment 203 211 234 18.8 189 20.8 20.0 194 19.3 19.0
Government 33 2.7 23 32 4.1 5.6 42 34 34 33
Private 17.0 184 211 156 148 15.2 159 16.0 159 15.7

General government (percent of GDP)

Revenue 349 358 369 347 36.3 36.3 357 357 356 356
Tax revenue (including social security contributions) 279 275 262 26.7 276 27.8 278 278 278 27.8
Non-Tax revenue 48 58 71 59 5.1 53 53 53 53 53
Grants 22 25 36 2.1 36 32 25 25 25 25

Expenditure 378 386 377 37.7 39.1 39.2 39.0 384 384 383

Balance (net lending/borrowing on cash basis) -29 -2.8 -0.8 -3.1 -2.7 -3.0 -34 =27 -2.7 -2.7

Cyclically-adjusted overall balance (percent of potential GDP) -1.3 -3.0 -14 -32 -2.7 -3.0 -34 =27 -2.7 -2.7

Balance of payments (percent of GDP)

Current account 0.0 -1.7 -14 -0.3 -0.8 -1.8 -14 -0.7 -0.7 -0.7
Trade balance -32 -4.1 -59 -39 -4.6 -57 -49 -4.8 -4.8 -4.8
Services balance 5.1 59 6.1 7.1 7.0 71 71 7.1 71 71
Primary income balance -35 -4.7 -3.2 -5.0 -5.0 -5.0 -49 -49 -4.8 -4.9
Secondary income balance 16 1.2 16 15 19 18 13 18 18 18

Capital account 14 0.7 09 16 29 2.7 24 30 30 31

Financial account -6.0 -13 -05 -23 -2.0 -2.8 -18 -19 -2.0 -2.0
Of which: Foreign direct investment -45 -1.8 -24 -33 -33 -33 -33 -33 -33 -33

Memorandum items:

Gross international reserves (billions of euros) 309 346 384 419 46.1 50.2 533 58.1 634 69.1

Short-term external debt (percent of GDP) 1/ 9.7 9.7 10.3 89 76 6.7 57 46 35 2.5

Export volume (goods, percent change) -44 79 838 -4.1 35 37 34 3.1 30 29

Import volume (goods, percent change) -29 9.9 135 =71 2.8 2.8 33 30 31 29

Terms of trade (percent change) 43 0.6 21 -1.0 -0.7 1.0 0.5 0.2 0.1 0.0

Output gap (percent of potential GDP) -4.0 0.5 14 03 0.0 0.0 0.0 0.0 0.0 0.0

Nominal GDP (billions of leva) 1205 139.0 167.8 1837 195.6 2083 2196 2306 2422 2539

Nominal GDP (billions of euros) 61.6 711 858 939 100.0 106.5 1123 1179 1238 129.8

Sources: Bulgarian authorities; and IMF staff estimates.
1/ At original maturity.
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Table 3. Bulgaria: Balance of Payments, 2020-29
(Billions of euros, unless otherwise indicated)

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
Projections

Current account balance 0.0 -1.2 -12 -03 -0.8 -19 -16 -0.8 -0.9 -09
Trade balance -19 -2.9 -5.1 -36 -4.6 -6.1 -55 -5.6 -5.9 -6.2
Exports (f.o.b.) 27.3 344 471 433 452 478 50.2 52.6 553 58.2
Imports (f.o.b.) 292 373 522 47.0 49.8 53.8 55.7 58.3 61.2 644
Services balance 31 42 53 6.7 70 7.5 8.0 84 8.8 93
Exports of non-factor services 73 9.2 122 14.1 147 15.6 163 171 18.0 189
Imports of non-factor services 42 5.0 70 74 7.7 8.0 84 88 9.2 9.7
Primary Income balance -22 -34 -2.8 -4.7 -5.0 -53 -5.5 -5.8 -6.0 -6.3
Receipts 1.7 23 2.5 2.8 29 30 32 33 34 35
Payments 39 5.6 53 75 79 83 87 9.0 94 9.9
Secondary income balance 1.0 0.8 14 14 19 19 15 22 22 23
Capital account balance 0.9 0.5 0.8 1.5 29 29 27 35 37 4.0
Financial account balance -37 -0.9 -04 -22 -2.0 -3.0 -2.0 -22 -24 -26
Foreign direct investment balance -2.8 -1.2 -2.1 -31 -33 -35 -37 -3.8 -4.0 -4.2
Portfolio investment balance 0.8 23 1.1 12 1.0 13 15 16 16 17
Other investment balance -16 -2.0 0.6 -03 0.2 -09 0.2 0.1 0.0 -0.1
Errors and omissions 12 34 4.0 -0.1 0.0 0.0 0.0 0.0 0.0 0.0
Overall balance 58 36 4.0 33 42 40 31 438 53 5.7
Financing -5.8 -36 -4.0 -33 -4.2 -4.0 -3.1 -4.8 -53 -5.7
Gross international reserves (increase -) -5.8 -36 -4.0 -33 -42 -4.1 -3.1 -49 -5.3 -5.7

Memorandum items: (Percent of GDP, unless otherwise indicated)
Current account balance 0.0 -1.7 -14 -03 -0.8 -18 -14 -0.7 -0.7 -0.7
Merchandise trade balance -32 -4.1 -59 -39 -46 -5.7 -4.9 -4.8 -4.8 -4.8
Exports 443 484 549 46.1 452 449 447 447 447 448
Imports 474 52.5 60.9 50.0 49.8 50.6 49.6 494 49.5 49.6
Capital account balance 14 0.7 09 16 29 2.7 24 30 3.0 31
Foreign direct investment balance -4.5 -1.8 -24 -33 -33 -33 -33 -33 -33 -33
Terms of trade (merchandise, percent change) 43 0.6 2.1 -1.0 -0.7 1.0 0.5 02 0.1 0.0
Exports of goods (volume, growth rate) -4.4 79 838 -4.1 35 37 34 31 30 29
Imports of goods (volume, growth rate) -29 9.9 135 -7.1 28 2.8 33 30 31 29
Exports of goods (prices, growth rate) -2.0 169 26.0 -4.1 0.7 20 15 18 20 2.2
Imports of goods (prices, growth rate) -6.0 16.2 234 -32 14 09 1.0 15 19 2.1
Net international investment position -256 -18.6 -129 -76 -5.2 -4.2 0.0 -30.2 -25.6 -18.6
GDP (billions of euro) 616 711 85.8 939 100.0 106.5 1123 1179 123.8 129.8

Sources: Bulgarian authorities; and IMF staff estimates.
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Table 4a. Bulgaria: General Government Operations, 2020-29"/
(Billions of leva, unless otherwise indicated)

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
Projections
Revenue 42.0 49.7 619 637 711 755 783 823 86.3 904
Taxes 24.8 28.6 330 36.7 40.1 43.0 454 477 50.0 524
Taxes on profits 2.7 34 46 5.0 57 6.1 64 6.8 71 74
Taxes on income 42 49 53 6.2 6.8 71 73 75 7.8 8.0
Value-added taxes 11.0 13.0 153 16.2 18.0 197 20.8 220 232 244
Excises 54 5.7 57 6.1 72 7.7 8.1 85 8.9 93
Customs duties 0.2 03 0.5 03 03 04 04 04 04 04
Other taxes 12 15 16 2.8 2.1 22 23 2.5 2.6 27
Social contributions 8.7 9.6 109 123 138 148 15.7 16.5 173 18.1
Grants 27 35 6.0 38 71 6.7 56 59 6.1 64
Other revenue 2/ 58 8.0 120 109 10.0 11.0 116 122 128 135
Expenditure 456 537 63.2 69.3 764 81.7 85.7 88.5 92.9 97.2
Expense 403 483 57.3 59.9 66.2 70.7 753 7838 827 86.7
Compensation of employees 9.0 104 11.6 137 141 14.7 15.2 16.0 16.8 17.6
Wages and salaries 7.6 8.7 9.6 13 125 131 136 143 15.0 15.7
Other compensation 14 17 2.0 24 1.6 1.6 17 1.7 18 19
Use of goods and services 5.1 5.1 7.1 72 8.1 78 8.1 85 89 93
Interest 0.6 0.6 07 0.8 1.0 15 23 24 25 26
External 04 0.5 0.5 0.7 0.9 12 17 16 1.6 16
Domestic 0.2 0.1 02 0.1 0.2 03 0.6 0.7 0.8 10
Subsidies 5.1 73 105 6.2 6.1 6.7 71 73 7.6 8.0
Grants 3/ 13 17 17 18 23 2.1 23 24 25 26
Social benefits 19.0 229 25.5 29.7 344 377 40.1 421 441 46.2
Pensions 1.2 143 15.7 19.2 21.2 234 25.0 26.2 275 28.8
Social assistance 35 36 4.1 4.1 56 58 59 6.2 6.5 6.8
Health Insurance Fund 43 5.0 5.6 6.4 76 8.5 9.2 9.6 10.1 10.6
Other expense 0.2 03 03 04 0.2 0.3 03 0.3 03 03
Contingency 02 16 04 04 04 04 04 0.5 0.5 0.5
Net acquisition of nonfinancial assets 4/ 5.0 37 5.5 9.0 9.8 10.5 10.0 9.2 9.7 9.9
Net lending/borrowing -35 -39 -13 -5.6 -54 -6.2 -75 -6.3 -6.6 -6.8
Primary balance -29 -33 -0.7 -4.8 -43 -4.6 -5.2 -39 -4.1 -4.1
Financing 35 39 13 56 54 6.2 75 6.3 6.6 6.8
Privatization proceeds 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net external financing 5.7 0.7 2.5 46 26 5.8 6.7 47 49 5.0
Net domestic financing 02 17 -0.2 14 27 03 0.5 16 1.6 17
Net lending and other items -24 0.2 -34 13 0.0 0.1 0.2 0.0 0.1 0.1
Memorandum items:
Fiscal reserve account 8.5 9.7 121 104 104 104 104 104 104 104
Gross public debt 275 31.2 36.1 40.5 459 519 59.2 65.4 720 78.6
Nominal GDP (percent change) 0.1 153 20.7 9.5 6.5 6.5 54 50 5.0 49
Real GDP (percent change) -4.0 77 39 1.8 27 29 29 27 2.7 26
HICP inflation (percent change) 12 28 13.0 8.6 32 2.7 2.1 20 2.0 20
Nominal private consumption (percent change) -12 15.0 20.6 127 8.1 6.3 59 58 52 52
Nominal imports (percent change) -10.7 26.8 398 -8.1 59 75 36 4.6 5.1 5.1

Sources: Ministry of Finance; and IMF staff estimates.

3/ Contribution to EU budget.

1/ On cash basis. The data correspond to the Consolidated Fiscal Program of the government.

2/ Includes dividends. For 2021, it includes the Sofia Airport concession revenue BGN 660 million.

4/ Includes only acquisitions of nonfinancial assets, i.e., capital expenditure. For 2021, includes concession revenue BGN 660 million for the Sofia Airport.
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Table 4b. Bulgaria: General Government Operations, 2020-29"/
(Percent of GDP, unless otherwise indicated)

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029

Projections
Revenue 349 358 36.9 347 36.3 36.3 357 357 356 35.6
Taxes 206 20.6 197 20.0 20.5 20.7 20.7 20.7 206 206
Taxes on profits 23 25 2.7 27 29 29 29 29 29 29
Taxes on income 35 35 32 34 35 34 33 33 32 32
Value-added taxes 9.1 93 9.1 8.8 92 9.5 9.5 9.6 9.6 96
Excises 45 4.1 34 33 37 37 37 37 37 37
Customs duties 0.2 0.2 03 0.2 0.2 0.2 0.2 02 0.2 0.2
Other taxes 1.0 1.1 1.0 15 1.1 11 1.1 1.1 1.1 1.1
Social contributions 72 6.9 6.5 6.7 7.1 71 7.1 72 71 7.1
Grants 2.2 25 36 2.1 36 32 25 25 25 25
Other revenue 2/ 48 58 71 59 5.1 53 53 53 53 53
Expenditure 378 38.6 377 377 39.1 39.2 39.0 384 384 383
Expense 335 348 342 326 339 340 343 342 342 342
Compensation of employees 74 75 6.9 74 72 7.0 6.9 6.9 6.9 7.0
Wages and salaries 6.3 6.2 57 6.2 64 6.3 6.2 6.2 6.2 6.2
Other compensation 12 1.2 12 13 0.8 0.8 0.8 0.8 0.8 0.8
Use of goods and services 42 37 42 39 4.1 37 37 37 37 37
Interest 0.5 0.5 04 0.5 0.5 0.7 1.0 1.0 1.0 1.0
External 04 04 03 04 04 0.6 0.8 07 0.7 0.6
Domestic 02 0.1 0.1 0.1 0.1 0.2 03 03 03 04
Subsidies 42 53 6.3 34 3.1 32 33 32 32 32
Grants 3/ 11 12 1.0 1.0 12 1.0 1.0 1.0 1.0 1.0
Social benefits 15.8 16.5 152 16.2 17.6 18.1 183 182 18.2 182
Pensions 9.3 103 94 105 109 1.2 114 114 114 113
Social assistance 29 26 25 22 28 2.8 2.7 2.7 2.7 27
Health Insurance Fund 36 36 34 35 39 4.1 42 42 42 42
Other expense 0.2 0.2 0.2 0.2 0.1 0.1 0.1 0.1 0.1 0.1
Contingency 0.2 12 02 0.2 0.2 0.2 0.2 02 0.2 0.2
Net acquisition of nonfinancial assets 4/ 42 2.7 33 49 5.0 5.1 46 4.0 4.0 39
Net lending/borrowing -29 -2.8 -0.8 -3.1 -2.7 -3.0 -34 -27 -2.7 -27
Primary balance 24 -24 -04 -2.6 -22 -2.2 -24 -1.7 -17 -1.6
Financing 29 28 038 31 27 30 34 2.7 2.7 27
Privatization proceeds 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net external financing 438 0.5 15 25 13 2.8 3.1 20 2.0 20
Net domestic financing 0.2 13 -0.1 0.8 14 0.1 0.2 07 0.7 07
Net lending and other items -2.0 0.2 -2.0 0.7 0.0 0.0 0.1 0.0 0.0 0.0

Memorandum items:

Gross public debt 22.8 22,5 215 220 234 249 270 284 29.7 31.0
Output gap (percent of potential GDP) -4.0 0.5 14 03 0.0 0.0 0.0 0.0 0.0 0.0
Nominal GDP (billions of leva) 120.5 139.0 167.8 1837 195.6 2083 219.6 230.6 2422 253.9
CAPB ex. grants (percent of potential GDP) -2.1 -38 -35 -35 -47 -44 -39 -34 -34 -33

Sources: Ministry of Finance; and IMF staff estimates.

1/ On cash basis. The data correspond to the Consolidated Fiscal Program of the government.

2/ Includes dividends. For 2021, it includes the Sofia Airport concession revenue BGN 660 million.

3/ Contribution to EU budget.

4/ Includes only acquisitions of nonfinancial assets, i.e., capital expenditure. For 2021, includes concession revenue BGN 660 million for the Sofia Airport.
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Table 5. Bulgaria: Monetary Accounts, 2020-29"/
(Billions of leva, unless otherwise indicated)

2020 2021 2022 2023 2024 2025 2026 2027 2028 2029
Projections
Monetary Survey

Net foreign assets 66.6 713 82.7 87.3 95.6 103.2 109.3 1188 129.1 140.2

Net domestic assets 69.7 785 84.4 97.8 1119 126.2 140.2 153.0 165.7 1786
Domestic credit 70.3 787 84.5 96.8 1109 1252 1392 152.1 164.8 1778

General government 28 52 1.8 40 94 155 227 29.0 355 422
Non-government 67.5 735 826 927 101.5 109.7 116.5 1232 129.3 135.6

Broad money (M3) 1136 1258 1424 154.8 167.2 179.6 1922 205.5 219.2 2336
Currency outside banks 193 224 25.0 271 294 30.7 353 40.7 46.1 52.2
Reserve money 438 4738 53.1 59.1 63.3 66.7 725 79.0 85.6 92.7
Deposits 2/ 943 1034 1174 1276 137.8 1488 156.9 164.8 173.0 1814

Accounts of the Bulgarian National Bank

Net foreign assets 58.8 63.8 711 78.0 86.2 94.1 100.2 109.7 120.0 1311
Net foreign reserves (billions of euro) 30.0 326 364 399 441 48.1 51.2 56.1 61.3 67.0

Net domestic assets -9.9 -11.1 -131 -12.1 -9.5 93 -8.8 -73 -5.7 -4.1
Net claims on government -83 -8.8 -11.6 -10.6 -7.8 -76 -7.0 -5.5 -38 -22

Base money 438 4738 53.1 59.1 63.3 66.7 72.5 79.0 85.6 92.7
Currency in circulation 193 224 25.0 27.1 294 30.7 353 40.7 46.1 52.2
Banks reserves 24.5 254 28.1 319 339 359 371 383 394 405

Deposit money banks

Net foreign assets 79 74 11.6 93 94 9.1 9.1 9.2 9.2 9.1
Gross foreign assets 15.8 171 241 241 243 241 243 245 246 247
Gross foreign liabilities 8.0 9.7 12.5 14.8 149 15.0 15.2 153 154 15.6

Net domestic assets 78.5 87.7 96.4 1089 120.2 1342 1476 158.9 169.9 1812
Domestic credit 78.5 87.3 95.9 107.2 1186 1327 146.2 1575 168.6 1799

Memorandum items: (Annual percentage change, unless otherwise indicated)

Base money 349 9.1 111 113 7.1 54 8.7 9.0 83 84
Broad money 109 10.7 132 8.7 8.1 74 71 6.9 6.7 6.6
Domestic non-government credit 45 8.8 125 122 9.5 5.1 6.4 72 72 73
Domestic deposits 10.6 9.6 135 8.7 8.0 8.0 54 5.0 5.0 49

Domestic currency 8.0 138 133 122 8.2 476 54 5.0 50 48
Foreign currency 15.6 23 13.9 20 75 -78.4 6.0 55 55 54

Money multiplier (ratio) 2.6 2.6 27 2.6 26 2.7 27 2.6 2.6 25

Velocity (M3) (ratio) 1.1 1.1 12 12 12 12 1.1 1.1 1.1 1.1

GDP (billions of leva) 120.5 139.0 168 184 196 208 220 231 242 254

Sources: BNB and IMF.

1/ Due to the revocation of the banking license of KTB, the bank is
excluded as a reporting agent from the monetary statistics data

2/ Includes deposits at central bank.
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Table 6. Bulgaria: Financial Soundness Indicators, 2016-23

(Percent)
2016 2017 2018 2019 2020 2021 2022 2023
Q1 Q2 Q3 Q4
Core indicators
Capital adequacy
Capital to risk-weighted assets 222 221 204 20.2 227 22.6 21.0 214 217 221 21.6
Tier 1 capital to risk-weighted assets 20.9 20.9 19.4 19.5 221 22.0 20.6 204 20.5 20.9 20.5
Asset quality
Nonperforming loans to total gross loans 13.2 104 7.8 6.6 5.8 5.9 4.5 4.1 38 38 3.6
Nonperforming loans net of provisions to capital 447 36.6 282 239 20.8 16.5 14.3 124 11.8 11.3 10.7
Large exposures to capital 61.7 61.0 80.8 91.7 58.6 69.4 741
Earnings and profitability
Return on assets 14 12 1.6 15 0.7 12 1.6 2.1 23 25 23
Return on equity 1/ 104 93 11.8 113 5.2 85 123 177 189 19.7 18.2
Net interest income to gross income 69.2 69.4 65.1 65.0 63.7 573 56.7 60.5 63.7 64.5 65.9
Noninterest expense to gross income 440 457 448 46.9 57.0 52.1 49.6 48.8 43.8 421 429
Personnel expense to total income 184 203 203 209 21.8 203 19.3 16.5 16.7 16.6 17.1
Liquidity
Liquid assets to total assets 324 331 289 279 303 30.7 29.7 30.6 29.2 28.1 309
Liquid assets to short-term liabilities 41.0 415 35.8 339 363 39.0 38.6 40.0 37.8 35.9 393
Encouraged indicators
Deposit-taking institutions
Capital to assets 2/ 11.6 114 10.8 11.6 1.9 1.1 9.9 9.8 10.2 104 10.0
Trading income to total income 10.3 23 89 8.1 4.5 5.5 4.6 47 47 4.7 4.4
Personnel expenses to noninterest expenses 417 445 452 445 382 389 389 339 38.2 394 399
Customer deposits to total (non-interbank) loans 134.7 138.8 139.2 139.2 144.7 139.1 141.1 139.9 135.5 134.9 136.2
Foreign currency denominated loans to total loans 320 26.7 25.2 245 234

Sources: BNB; and IMF.
1/ Return on equity is calculated with Tier | capital as denominator.
2/ Capital to assets is based on Tier | capital.
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Annex l. Public Debt Sustainability Analysis

Annex l. Figure 1. Bulgaria: Risk of Sovereign Stress

. Mechanical Final
Horizon . Comments
signal assessment
Overall Low The overall risk of sovereign stress is low, reflecting a
relatively low level of vulnerability in the near-term
and medium term. Public debt is the second lowest
in the EU and is sustainable.
Near term 1/
Medium term Moderate Low Medium-term risks are mainly associated with an
Fanchart Moderate upvygrd trend in debt, caused by the sustamed
deficit. However, the upper bound of debt in the
GFN Low fanchart simulation remains below 60 percent of GDP
Stress test by 2030. Staff's assessment of the medium-term risks
is low.
Long term Moderate Long-term risks are moderate as aging-related

expenditures on health and social security feed into
debt dynamics.

Not required

Sustainabilit . . . .
ustainabrity for surveillance Not required for surveillance countries
assessment 2/ .
countries
Debt stabilization in the baseline No

DSA summary assessment

Commentary: Bulgaria is at a low overall risk of sovereign stress. Public debt is sustainable and is the second
lowest in the EU. In the medium term, the persistent deficit putting debt on an upward trend can be a concern.
Nevertheless, debt remains below 60 percent of GDP. Over the longer run, Bulgaria should continue with
reforms, particularly on the revenue side, to tackle fiscal risks arising from population aging associated with
pension deficit.

Source: IMF staff estimates and assessments

Note: The risk of sovereign stress is a broader concept than debt sustainability. Unsustainable debt can only be resolved
through exceptional measures (such as debt restructuring). In contrast, a sovereign can face stress without its debt necessarily
being unsustainable, and there can be various measures—that do not involve a debt restructuring—to remedy such a
situation, such as fiscal adjustment and new financing.

1/ The near-term assessment is not applicable in cases where there is a disbursing IMF arrangement. In surveillance-only
cases or in cases with precautionary IMF arrangements, the near-term assessment is performed but not published.

2/ A debt sustainability assessment is optional for surveillance-only cases and mandatory in cases where there is a Fund
arrangement. The mechanical signal of the debt sustainability assessment is deleted before publication. In surveillance-only
cases or cases with IMF arrangements with normal access, the qualifier indicating probability of sustainable debt ("with high
probability" or "but not with high probability") is deleted before publication.
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Annex |. Figure 2. Bulgaria: Debt Coverage and Disclosures

Comments
1. Debt coverage in the DSA: 1/ GG NFPS | CPS | Other
1a. If central government, are non-central government entities insignificant? n.a.
2. Subsectors included in the chosen coverage in (1) above:
Subsectors captured in the baseline Inclusion
= Budgetary central government
(]
§ Extra budgetary funds (EBFs) Not applicable
E g Social security funds (SSFs)
»|Z|5] State governments
S ©
© Local governments
Public nonfinancial corporations
Central bank No
8 | Other public financial corporations No
3. Instrument coverage: Currency Oth acct. IPSGSs
& Loans .. | payable
. securities 3/
deposits 2/
4. Accounting principles: Basis of recording Valuation of debt stock
Non-cash| &=j) Nominal Face Market
basis 4/ | £EE VLR value 6/ | value 7/
5. Debt consolidation across sectors: Consolidated Non-consolidated
Color code: l chosen coverage l Missing from recommended coverage Not applicable
Reporting on Intra-Government Debt Holdings
Holder Budget. — Extra-— Soctal Nonfin. =~ iral - Oth. pub.
central budget. security State govtlLocal govt. pub. bank fin cor Total
Issuer govt funds funds corp. P
= 1 |Budget. central govt 0
“§ 2 [Extra-budget. funds 0
DLl | 3 [Social security funds 0
™ ()
w|Z|L)| |4 |State govt. 0
& @
© 5 |Local govt. 0
6 |Nonfin pub. corp. 0
7 | Central bank 0
8 [Oth. pub. fin. corp 0
Total 0 0 0 0 0 0 0 0 0

1/ CG=Central government; GG=General government; NFPS=Nonfinancial public sector; PS=Public sector.
2/ Stock of arrears could be used as a proxy in the absence of accrual data on other accounts payable.
3/ Insurance, Pension, and Standardized Guarantee Schemes, typically including government employee pension liabilities.
4/ Includes accrual recording, commitment basis, due for payment, etc.

5/ Nominal value at any moment in time is the amount the debtor ow es to the creditor. It reflects the value of the instrument at creation
and subsequent economic flow s (such as transactions, exchange rate, and other valuation changes other than market price

changes, and other volume changes).

6/ The face value of a debt instrument is the undiscounted amount of principal to be paid at (or before) maturity.
7/ Market value of debt instruments is the value as if they w ere acquired in market transactions on the balance sheet reporting date

(reference date). Only traded debt securities have observed market values.
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m Foreign cumrency

Note: The perimeter show n is general government.
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Annex l. Figure 3. Bulgaria: Public Debt Structure Indicators
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Annex l. Figure 4. Bulgaria: Baseline Scenario
(Percent of GDP unless indicated otherwise)

Actual Medium-term projection Extended projection
2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033
Public debt 22.0 234 249 270 284 297 310 322 334 346 357
Change in public debt 0.5 1.4 1.5 20 1.4 1.4 1.2 1.2 1.2 1.2 1.1
Contribution of identified flow s 1.2 1.4 1.5 2.1 1.4 1.4 1.3 1.2 1.2 1.1 1.1
Primary deficit 2.6 22 22 24 1.7 1.7 1.6 1.6 1.6 1.6 1.6
Noninterest revenues 34.7 36.3 363 357 357 356 356 356 356 356 356
Noninterest expenditures 37.3 385 385 380 374 373 372 372 372 372 372
Automatic debt dynamics -1.4 -08 -07 -03 -03 -03 -04 -04 -04 -05 -05
Real interest rate and relative inflation -1.0 -0.2 0.0 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.3
Real interest rate -1.0 -0.2 0.0 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.3
Relative inflation 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Real grow th rate -0.4 -6 -0v -07 -07 -08 -07. -08 -08 -08 -09
Real exchange rate 0.0
Other identified flow s 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Contingent liabilities 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other transactions 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Contribution of residual -0.7 0.0 00 -0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Gross financing needs 4.7 4.5 4.7 4.6 4.3 3.8 4.9 3.7 7.2 6.1 7.0
of w hich: debt service 21 23 25 23 26 21 3.3 21 5.6 45 54
Local currency 0.3 0.3 1.8 1.4 0.9 0.5 1.1 0.3 1.7 1.5 1.3
Foreign currency 1.8 2.0 0.7 0.9 1.7 1.6 2.1 1.8 3.8 3.0 4.2
Memo:
Real GDP grow th (percent) 1.8 2.7 2.9 29 27 2.7 2.6 2.6 2.6 2.6 2.6
Inflation (GDP deflator; percent) 7.5 3.6 34 24 23 22 22 22 22 22 22
Nominal GDP grow th (percent) 9.5 6.5 6.5 54 5.0 5.0 4.9 4.9 4.9 4.9 4.9
Effective interest rate (percent) 23 25 33 43 4.0 3.8 3.6 35 35 3.3 3.2
Contribution to Change in Public Debt
(Percent of GDP)
14 20
12 Projection 4 = Primary deficit
10 * Real Interest
8 10 rate and relative
6 e 021DP
4 5 growth
2 mmmm Exch. rate
0 1 § 1 B B R R RN 0 depreciation
2 B | mmmm Other flows
4 -5
Residual
-6 10
2014 2016 2018 2020 2022 2024 2026 2028 2030 2032 Cumulative

Source: IMF staff estimates.
Staff commentary: The projection assumes that under no policy changes, the deficit will sustain. This results in an increase
in debt over time. Even in this case, debt remains below 60 percent of GDP.
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Annex l. Figure 5. Bulgaria: Realism of Baseline Assumptions
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50-75th percentile
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Commentary: Realism analysis does not point to major concerns.

Source : IMF staff estimates.
1/ Projections made in the October and April WEO vintage.

2/ Calculated as the percentile rank of the country's output gap revisions (defined as the difference betw een real time/period ahead
estimates and final estimates in the latest October WEO) in the total distribution of revisions across the data sample.
3/ Data cover annual obervations from 1990 to 2019 for MAC advanced and emerging economies. Percent of sample on vertical

axis.

4/ The Laubach (2009) rule is a linear rule assuming bond spreads increase by about 4 bps in response to a 1 ppt increase in the

projected debt-to-GDP ratio.
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Annex |. Figure 6. Bulgaria: Medium-Term Risk Assessment

Value  Contrib ¥ Percentile in peer group %
_Final Fanchart (Pct of GDP) Debt Fanchart Module
80 525 pet. Fanchart width 435 06
pc
s 50-75 pot (percent of GDP) | | | | | |
60— 75-95 pct Probability of debt non-  99.9 0.8
Actual e
stabilizaiton (percent) | | | | I |
40 Terminal debt-to-GDP x 18.6 0.4
=== institutions index |
= 1 1 1 1 |
20 0 25 50 75 100
0 Debt fanchart index (DFI) 1.9
2019 2021 2023 2025 2027 2029 Risk signal: ¥/ Moderate
_Gross Financing Needs (Pct of GDP) Gross Financing Needs (GFN) Module
10 | mmmmm Financing provided by banks . Average baseline GFN 4.5 15
Actual JETLITIR (percent of GDP) o . . .
T z?sellne ) ..'. Banks' claims on the ge 9.1 3.0
ress scenano:, govt (pct bank assets) | | I | |
5 -ul-'.——~\ s’ Chg. In banks' claims in 4.0 1.3
ald stress (pct banks' assets) | | | | | |
I 0 25 50 75 100
0 [ | I I I GFN financeability index (GFI) 5.8
2019 2021 2023 2025 2027 2029 Risk signal: a7 Low
_Medium-Term Index (Index Number) Medium-Term Risk Analysis
0.50 .
0.40 - - - - - - - - - - - - Value Value Weight Contributior
0.30 Debt fanchart index (normalized) 1.87 0.42 0.50 0.21
0.20 EARRARE LR 4 GFN finaceability index (normalized 5.80 0.11 0.50 0.06
0'1 0 Medium-term index 0.3
’ Risk signal: 5/ Moderate
0.00 .
Final t: L
2021 2022 2023 2024 inal assessmen ow
g \edium-term index
ceeeee Low risk Prob. of missed crisis, 2024-2029, if stress not predicted: 18.2 pct.
= = = High risk Prob. of false alarms, 2024-2029, if stress predicted: 39.8 pct.

Source: IMF staff estimates and projections.

1/ See Annex IV of IMF, 2022, Staff Guidance Note on the Sovereign Risk and Debt Sustainability Framework for details on index
calculation.

2/ The comparison group is emerging markets, non-commodity exporter, surveillance.

3/ The signal is low risk if the DFl is below 1.13; high risk if the DFI is above 2.08; and otherwise, it is moderate risk.

4/ The signal is low risk if the GFl is below 7.6; high risk if the DFI is above 17.9; and otherwise, it is moderate risk.

5/ The signal is low risk if the GFl is below 0.26; high risk if the DFl is above 0.40; and otherwise, it is moderate risk.
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Annex ll. External Sector Assessment

Overall Assessment: Based on preliminary data, the external position in 2023 is assessed to be moderately stronger
than implied by medium-term fundamentals and desirable policies. However, this assessment is subject to frequent
and large data revisions. The current account is expected to record a small deficit over the projection period (except in
2025 due to the imports of military fighter jets).

Potential Policy Responses: Ensuring that the external position remains consistent with medium-term
fundamentals will require structural policies to foster investment, raise Bulgaria’s potential growth, facilitate its
economic transformation, and ensure that the expected euro accession brings all the potential benefits. For that, it
will be key to make effective and efficient use of EU funds, which are large but have been delayed.

Foreign Assets and Liabilities: Position and Trajectory

Background. From a trough of Net International Investment Position
. . Percent of GDP

-92 percent of GDP in 2010, the NIIP steadily improved to ( )

_ H H H 220 B FDI Asset: M Portfolio Equity Asset
76 percent n 2023 The main faCtOrS InC|Ude the l:lPortf;S\'eo! SDebtAssels _O?i:elrjl‘:veg‘ul;entsf\i;ts

. . peee . . pege == Re Asset: = FDI Liabiliti
decrease in liabilities (other investment and FDI liabilities). 70 | ez portfolio ity Liabilties = portiolio Deb Liabilties
F—=3Financial Derivatives Liabilities === Other Investment Liabilities

Positive current account developments and sustained L

T
L

economic growth performance during most of the period 70
have also contributed to the favorable NIIP trend. 20

-30
Assessment. The NIIP is projected to continue to improve

and reach -5.2 percent of GDP by end-2024. Over the
medium term, the NIIP-to-GDP ratio is expected to

-80

-130

. . -180
further improve and turn positive on account of faster 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

increase of assets (notably portfolio assets and to a lesser Prel. proj
extent reserve assets) than liabilities. Bulgaria's overall NIIP financing vulnerabilities appear low, as foreign direct

investment accounts for a large share of the position.

2023 NIIP Gross Assets Debt Assets Gross Liabilities Debt Liabilities
(% GDP) -7.6 91.7 14.0 -994 -9.3

Current Account

Background. Bulgaria's external balance recorded sizable current account surpluses every year from 2013 to 2019.
During the pandemic, the current account contracted sharply, posting a deficit of 1.7 percent of GDP in 2021
(down from a surplus of 1.9 percent of GDP in 2019). The deficit decreased to 1.4 percent of GDP in 2022 and
preliminary data for 2023 point to a further reduction in the deficit to 0.3 percent of GDP mostly due to a larger
decline in imports than in exports. Data uncertainty remains high, due to frequent and substantial revisions as
documented in the 2019 Article IV. Preliminary errors and omissions are small by historical standards but subject
to large changes.

Assessment. Staff estimates the 2023 cyclically-adjusted current account to be 2.0 percent of GDP higher than the
norm (estimated at - 1.1 percent of GDP). Unidentified residuals are large, potentially reflecting other idiosyncratic
factors not captured by the model. The assessment is also subject to high uncertainties related to underlying data
issues.
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Bulgaria: EBA-Lite Model Results, 2023

CA model 1/ REER model 1/ ES model
(in percent of GDP)
CA-Actual -0.3
Cyclical contributions (from model) (-) 0.1
Natural disasters and conflicts (-) -1.2
Adjusted CA 0.9
CA Norm (from model) 2/ -1.1
Adjustments to the norm (-) 0.0
Adjusted CA Norm -1.1
CA Gap 1.97 -3.5 2.8
o/w Relative policy gap 42
Elasticity -0.4
REER Gap (in percent) -4.4 8.0 -6.4

1/ Based on the EBA-lite 3.0 methodology

2/ Cyclically adjusted, including multilateral consistency adjustments.

Real Exchange Rate

Background. With wage growth outpacing productivity growth by a wide margin in recent years, ULC-based REER
has deviated from the CPl-based REER and appreciated significantly since 2009. This suggests that the CPI-based
REER may underestimate the weakening of cost competitiveness, as Bulgarian firms have continued to report

increasing labor shortages and needed to compete on offered remuneration. Nonetheless, Bulgaria’'s 2023 wage

level was still substantially below the median NMS level and, though they have declined recently, corporate profits
(measured by gross operating surplus) have grown faster than in most N MS. Bulgaria's share in merchandise
exports continues to grow, but FDI inflows and participation in GVCs remain below pre-GFC levels.

Assessment. In line with the assessment implied by the current account model—while considering all estimates
and uncertainties around them, staff assesses the 2023 REER gap in the -4.4 to 8.0 percent range. The EBA-Lite
REER index model estimates a REER overvaluation of 9.7 percent. The REER gap derived from the IMF staff's CA
gap assessment, with an estimated elasticity of -0.44, implies a REER undervaluation of 4.4 percent. The
assessment is subject to high uncertainties related to underlying data issues.

Real Effective Exchange Rates
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Gross Operating Surplus
(Index, Q4'2019=100)
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Sources: Haver Analytics and IMF staff calculations. Sources: International Monetary Fund/Haver Analytics.

Capital and Financial Accounts: Flows and Policy Measures

Background. Bulgaria’s gross external-debt-to-GDP ratio declined continuously during the last decade. The
rebound during the pandemic was limited (as the increase in external public debt ratio was largely offset by the

continued decline in private

external debt ratio) and short- Authorities’ Planned Public External Borrowing and Amortization

lived. In 2023, the ratio is about 2023 2024 2025 2026 2027 2028 2029
half the size of its level of 2013. Projections

Based on preliminary BOP data,

Bulgaria is projected to Amortization Millions of Euros 2,648 3,117 261 256 2,259 2,232 3,771
experience a net financial Percent of GDP 28 3.0 03 02 22 22 37
balance of - 2.3 percent of GDP Borrowing 1/ Millions of Euros 7,277 7,843 8312 9,114 na. na. na.
driven by growing net inflow of Percent of GDP 76 77 8.1 89 na. na. na.

FDI (- 3.3 percent of GDP).

Source: Ministry of Finance and IMF Staff calculations,
1/ No Short-term borrowing,

Assessment. The high share of
long-term debt in total gross external debt (81.6 percent as of end-2023) has reduced the economy’s vulnerability
to potential volatility of international capital flows. The service of external obligations by Bulgarian residents is
rising but expected to remain favorable. The amortization of public external debt in 2024 has been secured by
borrowing in 2023 and will decline significantly in 2025 and 2026. The external-debt-to-GDP ratio is projected to
decline over the projection period as the increase in nominal terms (driven by the planned increase in public
borrowing) is expected to be smaller than the nominal GDP growth.

FX Intervention and Reserves Level

Background. Gross international reserves reached EUR 41.9 bn at end 2023 (44" percent of GDP), up from
EUR 38.4 bn at end 2022.

Assessment. Foreign exchange reserves are assessed to be adequate under a currency board arrangement.”’
Available FX reserves are expected to exceed the upper bound of the IMF metric's suggested adequacy
range and the coverage ratio required for the functioning of the currency board, while remaining well above
traditional metrics.

" Under a currency board regime, reserves are required to cover currency in circulation, liabilities to banks, the government, and other
depositors
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Gross International Reserves vs. Traditional Metrics Reserves as Percent of Metric
(Percent of GDP) (Percent of risk-weighted metric)
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Sources: IMF, WEO, and IMF staff calculations. Sources: IMF, WEO, and IMF staff calculations.
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Annex lll. Risk Assessment Matrix'

Source of Risks Relative Time Expected Impact Policy Response
Likelihood | Horizon
External Risks
Intensification of regional ST Medium
c?:l:hcts.n:?cta:ztg)nzor ;Zread An escalation of conflicts Fiscal stimulus and well-
Ic;raele Fciissiac's wara;nauakraine would affect the economy | targeted, temporary
and/o’r other reqional conflict’s mainly via indirect support for groups most
 terrorism di rg t trade ( spillovers, through lower vulnerable to lower
znef Ofiod tZl:JEsmasue el.g., external demand from growth and higher
h .g);, ':ct l-:DI ppdy ) Europe. Direct energy and | inflation.

chains), remittances, F-1 an High trade links with Russia
financial flows, payment and Ukraine have
systems, and increase refugee decreased and financial
flows. links are extremely low.

Disruptions of commodity

trade would rekindle

inflation from higher

commodity prices.
Commodity price volatility. A ST, MT Medium
Z?;rzeS;f:SO(ZSUpEB; to Commodities have a large | Targeted and temporary
conﬂiits ox o.?t.,restrictions weight in the CPI basket support for the most
and OPE’C+F;Iecisions) and ' and a sharp rise in their vulnerable groups should
demand fluctuations causes Hiah price would trigger a be offset to avoid a larger
recurrent commodity price 9 substantial increase in fiscal deficit that further

. Y P! inflation. Adverse terms of | fuels inflationary
volatility, external and fiscal
i trade shock would pressures.
pressures in EMDEs, cross-
. . weaken the external

border spillovers, and social osition
and economic instability. P '
Abrupt global slowdown. ST, MT High With a low external debt,
Global and idiosyncratic risk A sharo downturn in ke a fiscal stimulus and
factors combine to cause a tradin P artners would y targeted support for the
synchronized sharp growth dam Snpeconomic rowth most vulnerable groups
downturn, with recessions in Medium P 9 would be possible

some countries, adverse
spillovers through trade and
financial channels, and market

and weaken external
position. Supply
disruptions could increase
again commodity prices
and reignite inflationary

provided that the access
to international financial
markets is secured and
inflation is not a renewed
concern. Preemptively

' The risk assessment matrix shows events that could materially alter the baseline path. The relative likelihood is the staff's
subjective assessment of the risks surrounding the baseline ("low” is meant to indicate a probability below 10 percent, “medium”
a probability between 10 and 30 percent, and "high” a probability between 30 and 50 percent). The RAM reflects staff views on
the source of risks and overall level of concern as of the time of discussions with the authorities. Non-mutually exclusive risks may
interact and materialize jointly. The conjunctural shocks and scenario highlight risks that may materialize over a shorter horizon
(between 12 to 18 months) given the current baseline. Structural risks are those that are likely to remain salient over a longer

horizon.
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Source of Risks Relative Time Expected Impact Policy Response
Likelihood | Horizon
fragmentation causing sudden pressures. A steep reduce emerging real
stops in EMDEs. correction of the real estate risks for the
Europe: Intensifying fallout estat.e price may weaken financial sy§tem and.
. . the financial sector. deploy available capital
from the war in Ukraine, supply .
. . . ) . buffers to absorb credit
disruptions, tight financial losses
conditions, and real estate ’
market corrections delay the
economic downturn.
Monetary policy ST, MT Medium Under the currency board,
mlscallb'ratlon. Amld hlgh Disinflation would be the 'mor\etary policy
economic uncertainty, major e . setting is beyond the
. more difficult to achieve. .
central banks loosen policy direct control of the BNB.
stance prematurely, hindering Medium Breaking the effects of a
disinflation, or keep it tight for wage-price spiral would
longer than warranted, causing require discretionary fiscal
abrupt adjustments in financial tightening and a
markets and weakening the consensus on multi-year
credibility of central banks. wage restraint.
Systemic financial instability. ST, MT Medium With a large share of the
High '|nterest rates angl !’ISk NPLs and default rates banlgng sector being
premia and asset repricing . . foreign owned, the BNB
. . may increase, possibly .
amid economic slowdown and L ) should increase
o . generating financial o
political uncertainty (e.g., from strains monitoring, strengthen
elections in major advanced Medium ' macroprudential policy
economies) trigger market for ex-ante risk
dislocations, with cross-border prevention, and ensure a
spillovers and an adverse well-functioning financial
macro-financial feedback loop crisis management
affecting weak banks. framework.
Bulgaria-Specific Risks
Political uncertainty. Lack of a ST High Seek to build up a
stable government after the - consensus on critical
. . Political stalemate .
parliamentary election of June . . policies that may allow
th hampers policy making, . .
9™ that prolongs the yearslong . the formation of a ruling
e 1 o High and a protracted period
political instability in the . . government and
of uncertainty undermines
country. ! . accelerate reforms
confidence. Insufficient
. necessary for EU Fund
progress in reforms delay disbursements
NGEU grants delivery. '
Longer delay in euro ST,MT Medium Adjust the communication
.adop.tlon if renewed Further postponement strategy. tg relterate the
inflationary pressures make . goal of joining the euro
. . . o High may negatively affect . .
meeting the inflation criterion and conduct a fiscal policy

more difficult.

economic sentiment and
weaken domestic
demand.

consistent with reducing
demand pressures.
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Source of Risks Relative Time Expected Impact Policy Response
Likelihood | Horizon
Continued elevated credit ST Medium Consider further increase
g'rowt'h could affect the Credit growth persisting in the CCyB and st'rength
financial sector. the macroprudential
. at elevated levels could ; K by introduci
High deteriorate asset quality ramework by introducing

and engender a house
prices-mortgage credit
spiral.

borrower-based measures
to help uphold asset
quality.
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Annex IV. Main Recommendations of the 2022 Article IV
Consultation and Authorities’ Actions

IMF 2022 Article IV Recommendations

Policy Actions

Fisca

| Policy

Existing subsidies to companies and price caps
should be gradually shifted to direct support to
vulnerable households.

The 2024 budget preserves the subsidy for the
business justifying it by the need to keep inflation
in check.

The reduction in VAT rates should be
discontinued, as the measure is regressive and
no longer needed.

VAT rate reduction is gradually discontinued.
Some of the reduced rates remain in place but the
authorities planned to eliminate them by mid-year
(tourist services and sport facilities as well as flour
and bread) while other reduced rate were
extended till end 2024 (restaurants and hotels).

The planned medium-term fiscal consolidation
[...] should be accompanied by expenditure and
revenue-management reforms. [....] Increase the
efficiency of public spending and reviewing
taxation to increase revenue and redistribution.

The authorities received IMF technical assistance
for the reform of the revenue administration, but
the implementation of recommendations was
delayed by political situation. Bulgaria benefitted
from Tax Administration Diagnostic Assessment Tool
reports (TADAT). No other fiscal reform
progressed.

Structur

al Reforms

A holistic review of the pension system would
help design reforms that target both its
sustainability and an adequate level of
pensions.

No holistic review was undertaken.

Steadfast efforts to improve the effectiveness of
the judicial and anticorruption systems are
essential to strengthen the rule of law.

Several reforms have been initiated as described
in paragraphs 26 and 27 of this report.

Financial S

ector Policies

Continue to monitor asset quality and ensure
that banks proactively manage risks and
maintain strong capital positions.

The BNB increased the CCyB to 2 percent from
October 2023 to help reduce liquidity in the banking
system and bolster buffers. The BNB is monitoring
the rapid credit growth. It considers that home
valuation is still moderate, borrowers’ indebtedness
is low, banks’ credit standards remain high, and
capital buffers are ample.
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Annex V. Data Issues

Table 1. Bulgaria: Data Adequacy Assessment for Surveillance

Data Adequacy Assessment Rating 1/

Questionnaire Results 2/

X Monetary and
National . Government External Sector X g Inter-sectoral . X
Prices X L . Financial i Median Rating
Assessment Accounts Finance Statistics Statistics Statisti Consistency
atistics

Detailed Questionnaire Results

Data Quality Characteristics

Coverage B

Granularity 3/

Consistency C B

Frequency and Timeliness

Note: When the questionnaire does not include a question on a specific dimension of data quality for a sector, the corresponding cell is blank.

1/ The overall data adequacy assessment is based on staff's assessment of the adequacy of the country’s data for conducting analysis and formulating policy advice, and takes into consideration country-
specific characteristics.

2/ The overall questionnaire assessment and the assessments for individual sectors reported in the heatmap are based on a standardized questionnaire and scoring system (see IMF Review of the
Framework for Data Adequacy Assessment for Surveillance , January 2024, Appendix I).

3/ The top cell for "Granularity" of Government Finance Statistics shows staff's assessment of the granularity of the reported government operations data, while the bottom cell shows that of public debt
statistics. The top cell for "Granularity” of Monetary and Financial Statistics shows staff's assessment of the granularity of the reported Monetary and Financial Statistics data, while the bottom cell shows
that of the Financial Soundness indicators.

_ The data provided to the Fund is adequate for surveillance.

B The data provided to the Fund has some shortcomings but is broadly adequate for surveillance.

C The data provided to the Fund has some shortcomings that somewhat hamper surveillance.

_The data provided to the Fund has serious shortcomings that significantly hamper surveillance.

Rationale for staff assessment. Limited data weaknesses does not affect staff's analysis of macroeconomic and financial risks. However, the frequent and large

revisions of the BOP and large errors and omissions require caution in the analysis and limit the relevance of the EBA assessment.

Changes since the last Article IV consultation. No change since the last Article IV consultation.

Corrective actions and capacity development priorities. The data provided to the Fund is adequate for surveillance. Regarding the coverage of GFS, more
detailed information on the budgetary flows between budget and SOEs would help identify and monitor fiscal risks.

Use of data and/or estimates different from official statistics in the Article IV consultation. N.A.

Other data gaps. N.A.
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Table 2. Bulgaria: Data Standards Initiatives

Bulgaria adheres to the Special Data Dissemination Standard (SDDS) Plus since May 2016 and publishes the data on its National Summary Data
Page. The latest SDDS Plus Annual Observance Report is available on the Dissemination Standards Bulletin Board (https://dsbb.imf.org/).

Table 3. Bulgaria: Table of Common Indicators Required for Surveillance
As of April 15, 2024

. Publication under the Data Standards Initiatives through the
Data Provision to the Fund X
National Summary Data Page

Date of Latest . Frequency of  Frequency of Expected . Expected .
X Date Received 6 e 67 Bulgaria 67 Bulgaria
Observation Data Reporting Frequency™ Timeliness™
Exchange Rates 15-Apr-24 15-Apr-24 D D D
International Reserve Assets and Reserve Liabilities of
L Apr-24 Mar-24 M M M M W w
the Monetary Authorities
Reserve/Base Money Feb-24 Mar-24 M M M M 2W 2W
Broad Money Feb-24 Mar-24 M M M M ™ NLT 1M
Central Bank Balance Sheet Feb-24 Mar-24 M M M M 2W 2W
Consolidated Balance Sheet of the Banking System Feb-24 Mar-24 M M M M ™ NLT 1M
Interest Rates” 15-Apr-24 15-Apr-24 D D D
Consumer Price Index (HICP) Mar-24 Apr-24 M M M M ™ NLT 2W
Revenue, Expenditure, Balance and Composition of
. s " Feb-24 Mar-24 M M A/Q Q 2Q/12M 4Mm
Financing®-General Government’
Revenue, Expenditure, Balance and Composition of
o Feb-24 Mar-24 M M M M ™ ™
Financing’Central Government
Stocks of Central Government and Central Government-
5 Feb-24 Mar-24 M M Q Q 1Q 1Q
Guaranteed Debt
External Current Account Balance Jan-24 Mar-24 M M Q M 1Q W
Exports and Imports of Goods and Services Jan-24 Mar-24 M M M M 8W 6W
GDP/GNP Dec-23 Mar-24 Q Q Q Q 1Q NLT 90D
Gross External Debt Jan-24 Mar-24 M M Q M 1Q 2M
International Investment Position Dec-23 Mar-24 Q Q Q Q 1Q 3M

"Includes reserve assets pledged or otherwise encumbered, as well as net derivative positions.

? Both market-based and officially determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

* The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local governments.

® Including currency and maturity composition.

© Frequency and timeliness: (“D") daily; ("W") weekly or with a lag of no more than one week after the reference date; ("M") monthly or with lag of no more than one month after the reference date; ("Q") quarterly or with lag of no more
than one quarter after the reference date; (“A”) annual; (*I') irregular; and ("NA") not available.

7 Recommended frequency of data and timeliness of reporting under the e-GDDS and required frequency of data and timeliness of reporting under the SDDS and SDDS Plus. Any flexibility options or transition plans used under the
SDDS or SDDS Plus are not reflected.
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