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BAL Bulgarian Association for Leasing

BIA  Bulgarian Industrial Association

DG DirectorateGeneral of the EU

EBRD European Bank for Reconstruction and Development

EIB European Investment Bank

EIF  European Investment Fund

ESIF European Structutand Investment Funds 202920
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ESF European Social Fund
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IP Investment priority

FEI  Financial engineering instrument(s)

CP  Cohesion policy
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SMEs Small and medium enterprises

IMF  International Monetary Fund

MFI  Microfinance institution

NGF National Guarantee Fund

GAFMA Guidelines for SME Access to Finance Market Assessments in Bulgaria
DD Distressed debt
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Financial instruments provide effective approach for the deployment of the resources of
Cohesion policy to achieve the Europe 2020 stratggectives Targeting projects with
potential economic viability, financial instruments provide support for investments, which
cannot generate sufficient funding from market sources.

Besides the obvious advantages of recycling funds over the longfiteamcial instruments

help to mobiliseadditional public or private emvestments in order tovercome market
failures, in accordance witkEurope 2020 and cohesion policy prioritigkheir delivery
structures entail additional expertise and kdww, which helps to increase the efficiency
andeffectiveness of public resource allocatidoreover, these instruments provide a variety
of incentives to better performance, including greater financial discipline at the level of
supported projects.

Financial instrumentare appliedfor delivering investments for Structural Funds since the
19941999 programming periodTheir importance has increased significantly during the
programming period 2002013 and their share has reached almost 5% of the total resources
of the European Regional Development &F(ERDF). Expectations are that in light of the
current economic situation and the increased scarcity of public resources, financial
instruments will play evestrongerrole in Cohesion policy in the new programming period.

Taking into account their imptance in the context of the new programming period 2014
2020 and building on the experience gained in applying them in recent cycles of Cohesion
policy, the new regulatory framework encourages further increase and strengthening the use
of financial instrurents as more effective and sustainable alternative to complement
traditional provision of grants.

The new Regulations provide greater flexibility for Member States and managing authorities
when designing programmesth in terms of choosing to support @ments through grants

or financial instruments, as well as in the process of structuring the most appropriate financial
instruments. From a budgetary perspective, the increase in the use of financial instruments,
will help Member States and regions tdhigwe the strategic investment levelseeded to
impplementthe Europe 2020 strategoreover if the financial instruments are better
tailored to the specific needs of the regions and their target recipients, access to financing can
be significantly impreed for the benefit of a wide spectrum of see@mnomic participants.

At the same time, the successful structuring and implementation of financial instruments
depends on the correct assessment of gaps and needs of the market. Therefore, in accordance
with the provisions of the regulation on the General provisions (Commission Regulation (EC)
No 1303/2013), European structural and investment funds can be used for the support of
financial instruments but they have to be projected on the basis of an exssagenaent to
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establish evidence of market failures or suboptimal investment situations, and the estimated
level and scope of public investment needs, including types of financial instruments to be
supported. In addition, the @nte assessment helps avoglthe overlap and inconsistencies
between the funding instruments, performed by different participants at different levels.

The current Ex-anteassessment and strategy for the effective implementation of the financial
instruments under the Operationalo§ram "Competitiveness and innovation” 20BR0"

was developed under service contract No 78/30.04.2014 between the Ministry of fitkace
Contracting authoritgndconsortium'Partners for European fundirigthe Executer, with the
subject: Preparatio of ex-ante assessmeand strategy for the effective implementation of
the financial instruments under the Operational Program "Competitiveness and innovation"
20142020".

The ex-anteassessment is based on the requirements of art. 37 (2) of the Regoiathe
General provisions and has been prepared in accordance witlExhie ante assessment
methodology foffinancialinstrumentdgor the20142020programming period.

The purposef the ex-ante assessmeand strategy for the effective implementai of the
financial instruments under the operational program "Competitiveness and innovation" 2014
2020 is to provide the Managing authority (Mwith an option for dealing with the identified
market gaps and inefficiencies in accordance with the obgsctf/the program, and structure
financial instruments tailored to the specific needs of the regions and theilimgétiaries

This report includes an analysis of cases of mdeiktres suboptimal investment situations
and investment needs, whiccan be overcondge by financial instruments, aiming at
contribution to the achievement of the spegifiogrammeobjectives.

Within the framework of the report is performed an assessment of the addedo¥ahe
financial instrumentsproposed to be suppged by the European structural and investment
funds. Analysis of conformity and consistency with other forms of public interventions aimed

at the same market, as well as the possible presence of State aid and the proportionality of the
planned interventiss and measures to minimize the distortion of the market are also
performed in the report.

Within the fourth chapter is prepared a preliminary assessment of additional public and
private resources that potentially will be attracted in the use of the fhamstrument to the

level of the finalbeneficiary(expected leverage effect). This includes evaluation of the need
for preferential remuneration to attract crossources from private investors, as well as its
size, and description of the mechanisnat thill be used to determine the need and extent of
this preferential remuneration.

In the fifth chapter are examindtle lessons learnefom period 20072013 based oma
review of the financial engineering instruments applied in Bulgarian in the peé®&2P13
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and an assessment of the lessons learned from their application, as are identified the ways to
apply these lessons in the future.

Within the framework of the proposed investment strategy is defined the scope and focus of
the financial instrumenton the basis of performed justification of the strategy in relation to
the described market analysis and the analysis of the value added. Likewise, the target final
beneficiariesare identified as well as a feature of the financial products that wilffeeed is

made.

Within the framework of the preparesk-ante assessment and strategy for the effective
implementation of the financial instruments are identified and listed the expected results and
how the financial instruments concerned are expectedrtibute to the achievement of the
specific objectives and results of @20142020.

In conclusion of this report is considered the possibility of an update of the preliminary
assessment on the basis of which is also considered an update or refotssiaiggies for
the realization of FI, which allows for greater flexibility in the programming of ESI

2.1. Justification for the use of financial instruments to improve the
competitiveness of SMEs

Article 174 of the Trely on European Union sets as target for the EU the reduction of
differences in the development of European regions and the strengthening of the economic,
social and territorial cohesion. In the period 2@D20 the ESIF policy has an essential role

in theachievement of the objectives of Europe 2020 for innovative, sustainable and inclusive
growth by contributing to the harmonious development of the Union and by reducing the
disparities in the regional perspective.

Financial constraints of the public adnsimation focus ESIF policies on results and seek to
achieve greater efficiency in the use of public funding.

The Preamble of the Common Provision Regulation emphasizes the importance of Fl due to
their leverage effect, the possibility of combining diffler forms of public and private
resources to support public policy objectives and to make financial aid more sustainable for a
long time through its revolving nature.

FI encourage Managing Authorities to adopt a more busimssted approach for the
administration of public funding to achieve public policy objectives and to presuppose quality
improvement and financial discipline of the final beneficiaries.

Financial instruments supported by the CSF Funds should be used feffecste response

to the specific market needs in accordance with program objectives and should not replace
private financing. Therefore, the decision to finance support measures through financial
instruments should be taken on the basis of aanéx assessment.
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In the same tim, financial instruments should be developed and implemented so as to
encourage significantly the participation by investors and financial institutions from the
private sector on the basis of appropriate risk sharing. To be sufficiently attractive to the
private sector, financial instruments must be developed and implemented flexibly. Therefore,
managing authorities should make decision about the most appropriate forms for application
of financial instruments to address the specific needs of the targatsegiaccordance with

the objectives of the program.

2.2. Financial instruments used in the previous programming period

Financial instruments are used in the implementation of projects with structural and cohesion
funding from the 1994999 programming pexd. Their role increased significantly during

the previous programming period 20R@13, representing approximately 5% of the ERDF
budget and 0.7% of the ESF budget.

During the programming period 20@D13 FI were used to support SMEs, urban
developmenand energy efficiency, they are presentedlable 1:

Support for SMEs throug| Loans for SMEs 831
ERDF Guarantees
Co-financing

Venture capital

Equity

Mezzanine finance

Urban development Investment loans 56

Guarantees

Co-financing

Equity

Mezzanine finance

Energy  efficiency and| Investment loans 20
renewable energy Equity
Mezzanine finance
Support for SMEs throug| Mainly loans 33
ESF
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In Bulgaria in the pgvious programming period, the support for SMEs through EREMfe
JEREMIE initiative is implemented through the following products:

Financial The goal of poviding guarantees for loan portfolios to stimulate bank lending to m
instrument small and medium enterprises by providing guarantees to financial intermediaries in

to reduce the particular difficulties SMEs face in need of access to finance, lackeéstu
Guarantees collateral, high interest rates of credit resources, and relatively high risk with which
covering are estimated by banks.
losses on g Financial resource The total budget of the instrument set within the JEREMIE initiativ]
loan Bul gari a, i s wo rthehotalbudged of the instrumént thahis available
portfolios _ | the Bulgarian business (taking into account the funding provided by fing
JER 009/2 intermediaries) is worth (0301 million.

Financial intermediaries:

ACibanki EAD;

AProcredit Bank BulgarfEAD;

AUniCredi Bulbanki AD,

ARaiffeisen Bulgarid EAD,

AUnited Bulgarian BankAD.
Financial The purpose of this financial instrument is to provide loans with low interest rate to |
instrument small and medium entergas (SMESs) in order to reduce the particular difficulties SN
AFinancin face in need of access to finance as a result of the discrepancy between interest rate|
h h g_ K by banks and those businesses can afford.

rou rs

sharir?g i JER Financial resource The total budget of the instrumedéetermined under the JEREMI
009/ 6 initiative in Bulgaria is with an ini

financial intermediaries to double the received public funding through the initiative
total budget, with private fundinggrantedy t he f i nanci al prod
Financial intermediaries:

AAllianz Bank Bulgarié AD;

AProcredit Bank BulgarfaEAD;

AUniCredit Bulbanki AD,

ARaiffeisen Bulgari EAD,

AFirst Investment BarfkAD.

ASociete Generale ExpressbamD,

ADSK Bankii EAD.

Startup funds
Launchub
and Eleven

The main purpose of the instrument is to support-sfastat an early stage of developmg
which takes the form of equity and quasjuity. The concept of this too$ iaimed atf
achieving the synergies of two complementary instruments with different inves
strategies that aim to ensure a smooth and safe transition from one stage of develoy
another one for startp entrepreneurs who aim to develop an ideaitsrmbmmercialization
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on the market.

Eleven Fund Eleven Fund provides an opportunity to invest in startups that specialize in diffe
sectors, but priority is given to companies from the following sectors:

ICT - web applications and services, mobile applicationd aarvices, €ommerce,
gaming, online media, software etc.

Green technologies energy efficiency, sustainable construction, prevention from w
pollution, etc.

Services and consumer goodsducation (online, digital, interactive), health, organiocdifo
and more.

Social sphere.

Financial resource During the period 20k22 015 t he resources

that it will invest in about 200 innovative startups in various sectors. At the initial g
each project can receive funding of upto 25, 000 and partic
program of the Fund.

The application for the initial fundin
first l evel t hat a company must go th
000).
Launchub Companies that could benefit from funding should be startups with qualitative
Fund innovative ideas with high potential for commercialization. In the case of Laun

companies in which fund managers would invest are placed in the ICT sector,
challeng for Launchub is the fact that all funds for the startup funding compet
innovative ideas not only on a regional and national level, but also on the global level

Financial resource Sel ected companies recei ve ram,
while they also have opportunities for training, mentoring and access to a variety of
on which to promote their business. In the case of an established success in the deve
of a company, the Launchub Fund can continue to invest additiomap i t a |
170,000 and to increase its share in the company.

Mezzanine The main task of the Mezzanine Fund is to provide funding opportunities for growt
fund export orientation to funded enterprises, purchase and capital restructuring iower
segment of SMEs.

Basic requirement for eligibility is that companies should be small and mesiaau
enterprises, and in some cases-gags companies are alsligable, but the Fund will not
grant more than 30% to the last group. These compahiauld not be enterprises in state
crisis. The type of investments to be made by the Mezzanine Fund falls into the ca
hybrid debt/ equity in the form of an equity or eqdlige instrument combined with a loan

Financial resource The total cap t a | of the Mezzanine Fu
million will be financed by the JEREMIE Holding Fund (50% of its planned capital),
the other 0 30 million will come from

Joint Funding The coinvestnent instrument will allow investments in the form of venture capital in
Fund (Co- early stages of development of a company, in the "growth" stage or mezzanin
. financing, taking the form of equity and gquasjuity financing. All investments mag
investment through theCo-Investment Fund should be mainly in new investment ventures and
Fund) form of an agreement for the purchase of new shares. Buyouts/ acquisitions of con
are not permitted.
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Basic requirement for eligibility is that companies should be small ardiumesized
enterprises, and in some cases-mags companies are alstigable but the last group wil
not be granted more than 30% of the funds. These companies should not enterprises
of crisis.

Financial resource The kind of investments thatill be made through the Glmvestment
Fund fall within the category of equity where the percentage of participation in each
transactions will be subject to negotiation.

Risk Capital The Risk Capital Fund is targeted at micro, smatidamedium enterprises, which 4

Fund NEVEQ specialized in the field of high technology and have difficulties in raising capital to su

I their growth. These companies should not be enterprises in state of crisis. The fung
investments in the form of equity quastequity financing.

Financial resource | t is distributed by the JER
million or 70% of the total fund size. The remaining 30% will come from pri
i nvest ment and as a result of this wi
by the Risk Capital Fund are subject to State aid regime defined by Regulation 800/
and implemented by the Republic of Bulgaria through the State Aid scheme for v
capital.

Before 31.12.2013 the Holding Fund contracted more than 93% of the allocated funds under
the Operational Programme. The absorption rate of the instruments is 56%, which, given the
late start of the initiative, is a significant progress. Most successful in terms of absorption is
the guarantee instrument (91% at the end of 2013). Given th&igkeSharing Instrument
actually began its operation, the 44% reached in 2013 also outline good perspectives

2.3. Possible applications of financial instruments

The possible governance structures of Fl, respectively the flow of investment funds and types

of financi al instrument s, arise from the defini
1303/2013 of the European Parliament and the Council from 17 December 2013 laying down
general provisions on the European Regional Development Fund, the European Sogial Fund

the Cohesion Fund, the European Agricultural Fund for Rural Development aBdrtpean

Maritime and Fisheries Fupdiefining the general provisions on the European regional
Development Fund, the European Social Fund, the Cohesion Fund arduithygean
Maritime and FisheriesFupnd and repealing the Regul ation (|

2.3.1. Possible levels of implementation of the financial instruments

According to the Art. 38 the MA has the ability to implement the following levels of
application of the FI:

a) financial instuments set up at the Union level managed directly or indirectly by the
Commission. For the development of SMEs financial instruments, structured within the
Community programs COSME and Horizon 2020, and the initiative for SMEs (SME
Initiative) are applichle.
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b) financial instruments set up at national, regional, transnational or-loyodsr level,
managed by or under the responsibility of the Managing Authority.

2.3.2. Possible types of financial instruments

Possible types of financial instruments are: finahdénstruments meeting the standard
conditions set by the Commission and managed at the EU level which are already existing or
newly created financial instruments designed to achieve specific objectives set out within the
relevant priority.

2.3.3. Investment funds flow

When considering the use of FI set up at national, regional, transnational cbhamdss
level, managed by or under the responsibility of the MA, the MA can apply the following
options for standard or specialized products:

1 toinvestin the eqty of existing or newly created entities, including those financed by
other European structural and investment funds for financial instruments that meet the
objectives of the relevant European structural and investment funds to take
implementation tasks;

M to entrust tasks to:
i) EIB;

i) international financial institutions, in which a Member State is a shareholder or financial
institution established in a Member State and aiming at achieving public interest under the
control of a public authority;

iii) public or private organization; or

to take direct implementation tasks in case of financial instruments, consisting of loans or
guarantees.

The MA may use the following types of financial instruments:
a) standard financial instruments;
b) financial instrurents that are specifically designed to achieve specific national needs.

The possible applications of financial instruments are discussed in detail in Section 7 of the
current assessment.
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3.1.

Identifying present market failures

3.1.1. Analysis of the economic situation in Bulgaria
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Macroeconomic stability and lo
taxes

Stable and predictable fiscal policy
A trend towards lower interest rates

A decrease in the level of bad loa
after reached very high levels
Retention of stable capital adequs
of the banking system
Downward trend in the bankin
foreign debt
Good level of liquidity of the
Bulgarian bankingystem

Stable growth of deposits
Active presence of
multinational companies

Reducing the share of shadc
economy
Moderate growth of the bankin
sector

Sustainable and affordable industr
properties (to attract foreig
investors)

Affordable cost of labor (to attrag
foreign investors)

SMEs in Bulgaria contributed to 75
of employment (68% in the EU) ar
62% of value added (58% in the EU

leadin

The economy continues to operi
well below its potential

Orientation to the low technologic
economy

Decline in corporate loans granted
High levels of corruption than i
Eastern Europe and Central Asia
Lack of confidence in the judici
systemon the part othe business
Administrative barriers to the creatic
and maagement of business
Bulgaria; their level is above the E
average

Labour productivity in all sectors i
Bulgaria is below the EU average
Low purchasing power of th
population

Deflation since the beginning of 20
(pointing to stagnation of thé
economy)

Negative longerm forecast © the
labor force in the country (followin
the parEuropean trend of populatig
aging)

Lack of sufficient political stability tq
ensure adequate predictable econo
environment for foreign investors
Presence of high int@ompany
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Attracting FDI
Improve utilization of European fung
Redudion in the share of shado
economy

Improvement of educatiomuality in
the areas ofentrepreneurship an
innovation

Increase in tax collection,
duties, VAT, etc.
Formulation of economic polic
priorities more closely with busine
organizations

Development of @overnment as
pledge to ease the administrat
burden in the service of legal entiti
in Bulgaria

levies

= =4 =

Still high level (above average for th
region) of administrative burden i
servicing entities ithe economy
Lack of sufficient relation between
business and adamia to suppor
innovation activities of SMEs i
Bulgaria

High average age of equipment
Bulgarian SMEs the manufactirung
equipmenbf 45.5% ofthe enterprise
is over 10 year®ld, andof 72.8%-
more than 5 yearsld)

Bulgarian SMEs in the sectof bigh-
and mediuntech industriesare only
0.8% of all enterprises(2% in the
EU) and only 16%of the enterprise
are in the sector of knowledge
intensive services (28% in the EU)
Lack of an effective framework fq
intellectual property protection
Lack of adequate infrastructure
many places, which hinders t
development of business in the regi

Slow economic growth

Low levels of investment in &
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activity
Keeping the high costs of doir
business in Bulgaria
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competition from third countries
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Bulgaria compared to average E
levels

91 Further @epeningf the processesf
redudcion in f or ein
investment activity

1 Lack of improvement in the provisig
of effective protection of intellectus

property

3.1.1.1. Macroeconomic characteristics

A. GDP, exports and imports

The key challenge for the Bulgarian economy is the speeits akcovery. Bulgaria is
experiencing macroeconomic imbalances, in particular relating to the high stock of external
liabilities, the economic impact of deleveraging in the corporate sector as well as the
protracted adjustment of the labor markéthe recovery in Bulgaria is slow and the economy
continues to operate considerably beldspotential. After a moderate rebound in120Q
growth has remained under 1% 20122013 and is projected to pick up only slowly over
20142015.%

In 2012, the Bulgarian economic growth slowed to 0.6% by 1.8 percent for 2011, this was due
to weaker external demand, which impacted negatively exgaotsestic demand growth for

the year was formed. For the first time since the beginning of the crisis the investments
reported improvemertompared to the previous ye#vith the largest contribution to the real
growth of the GDP were household consumptad stocks.

On the supply side, the greatest contribution to the reported delay of output and value added
in Bulgaria had expotriented industries. The dyn&sa of the industry in Bulgarias
determined largely by external demand, as about 40% ofutm@ver in the industry is
realized on the foreign markets. As a result of the unfavorable development of the external
environment, industrial production and sales in Bulgaria began to slow down from the second
quarter of 2011 and recorded a comparagipelor performance in 2012.

According to National statistical institute (8I) GDP growthin 2013 is only 0.998. Although

the inhibitory effect of I mbal ances accumul

decreasa, it continued to slow the pace of meery of economic activity and employment.

L EC, DG for Economic and Financial Affair©ccasional Pape 173,March2014: Macroeconomic Imbalances
Bulgaria 2014

2EC, DG for Economic and Financial Affairs, Occasional Papers 173, March 2014: Macroeconomic Imbalances
Bulgaria 2014.

® MF, Directorate General for Economic and Financial Policy: Bulgarian ecpim2012, Annual report.

* MF, Directorate General for Economic and Financial Policy: Bulgarian economy in 2012, Annual report

°NSI, July 2014: Key indicators for Bulgaria
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The political instabiliy during most of 2013 also bena a factor hindering the processes of
recovery of the econonty.

Chart 1: GDP Growth (%)

2.0%
1.8%

1.2%

1.0% 0.9%
0.6%

) .

0.0%

GDP Growth

2011 m2012 W2013 m20141Q

Source: NSI

Net exports were the main driver of growth in 2018tHe second half of 2013, the dynamics

of exports and imports were determined by declines in international prices of important
foreign trade commodity exchander Bulgaria. The recovery of the external demand for
Bulgarian goods also had an impact onakgrowth. In the third quartehe growth rate of
exports accelerated to 7.68er annumagainst 3.2 in the second quarter. Imports of goods
increased in nominal value by 4.7% annually against a decrease of 4% in the second quarter.
For January Novembe 2013 the nominal export growth was 7.2%, while imports increased
by 1%. Real annual growth of exports in the fourth quarter of 2013 was 1&h@%his
growth reflected the continuing recovery in external demand for Bulgarian goods at the end of
the year.The real growth ofy o o dhpdit in the fourth quarter slowed to 6.0% annually
(9.1% in the third quarter).

According to preliminary data, the Gross Domestic Product (GDP) in the first quia2@t4

is 16 097 million leva ircurrent pricesThis accouts for 2222 leva of the index valyer

capita In Euro the GDP amounts 8220 mi | | i on, A136@ pen napitaang f o
Seasonally adjusted figures show a growth of 1.2% in GDP for the first quarter of 2014
compared to the corresponding quarter of the prevyeas’

This increase is a result of growth in domestic demand. i§hisie for the changes in the
structure of GDP growth, net exports being the main driver of growth for 2013. The recovery

® UniCredit Bulbank, DG Finance, Sector "Economic studies ", December 2013n&uron prospects for the
Bulgarian economy in 2014.
"NSI, July 2014: Key indicators for the BulgaribSl, July 2014

18

) il EL aANa investment
> NEW /

This document was created with financial support of Operational Programme "Technical Assistafinahced by the European Union
through the European Regional Development Fund

Pr oj e c t-CO-1.2Unpdoving the Performance of the Certifying Authority for the certification of expenditureZ8 BG 161 PO
0021.2.0:0012



Vneecmupane 656 sauemo Gadeuse
EBPONENCKM A 5 TEXHUYECKA MOMO
Cbio3 LUMOHANHA ONEPATHBHANPOTIPAMA
EBponetcku Gomg CTPATETMYECKA
33 pe2uoHaHo paBumue PEDEPEHTHA PAMKA

2007 -2013

of domestic demand led to increased growth of imports, while export growth slowed down.
Growth valueaddedincreasedy 2% annuallyas a result of the accelerated industry growth.
The branches in the services sector have also been making a positive contribution, while the
added value in construction remained almost unchahged.

According to balance of payments data, in January 20fpdrexreported an annuaécrease

mainly due to a base effect reflecting their unusually high level in 2013. Over the same period
imports increased on an annual basis probably due to the recovery in consumer demand, as
judged by the shotterm economic inidators for retail trade turnover and consumer
confidence’

Industry contributed most to economic activity growth; value added growth in the sector
reflecting export growth and investment activity improvements over the second half of 2013.
This is evidentfrom theincreasing receipts from salesalizedon the external market and
domestic sales of investment geabserved in the fourth quarter of 2013. On the other hand,
the decreasen total industrial salesealizedon the domestic market in the foudbarter of
2013 reflected sluggish domestic demand. Lo
production assured with orders, which were reported in the first quarter of 2014, also support
this fact. By January 2014 the turnover in industry went ddwa to the oneff drop in
domestic sales revenue, on the one hand, and as a result of the continuous fall in industrial
producer prices, on the other hand. The production in this sector rose in January 2014 on the
back of I mpr oved iatiors uaoutrthe guture fedomomis Activigy;xtipise ¢ t
resulted in growing current inventories given the lower revenue from sales.

The production in this sector rose in January 2844 resultofthe mpr oved i ndustr.i
expectations about the future eoaric activity; this resulted in growing current inventories

given the lower revenue from sales. According to NSI survey observations for the first quarter

of 2014, f i rteisdustrial settar@lsoreportédraccumulated inventdties.

The levelof theutilized production capacity in the industrial sector reported in the beginning

of the first guarter of 2014 went up sl ight
growth (up 1.4 per cent) compared with that in December 2013. Neverthitlessate of
capacityutilization did notexceedsignificantly thatof recent quarters, meaning that there is

no need for firms to expartteir production capacity in the context of still weak demand.

Services susectors, such as creation and dissenanaif information and author prodts,
telecommunications and public services, contributed most to the value added growth for the
economy in the fourth quarter of 2013.

Constructionhad the main negative contrifoan to growth in gross value added in Bomy

over the fourth quarter of 2013. Decreases in the number of building permits and house prices
over the fourth quarter of 2013 give grounds for concluding that demand on the housing
market continued tshrink However, January 2014 data on constructiaex point to a

8 MF, may 2014: Bulgarian economy, monthly overview.
9 BNB: Economic review 1/2014.
1BNB: Economic review 1/2014.
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significant increase in civil and engineering construction which is likely to have a positive
effect on the economic activity in this sector.

Chart 2: Export and Import Dynamics

(EUR million)
2500

22001~

1800 1~

1600

1300 1

10040 1

12=morth maoving average

o0

2010 2011 2mz2 2013 2014

..... Imports (fob)
--=- BExports (fob)

Source: BNB: Economic review 1/2014

Chart 3: Contributions to GDP growth
(p. p. on an annual basis)
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Source: MFMay 2014: Bulgarian economy, monthly overview
B. Inflation
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In the second half of 2013 there has been a tendency towards decrease in the consumer price
index on an annual basis, which continued duringfitsetwo months of 2014in February

the annual reduction of the harmonized index of consumer price2wds, and the average
inflation rate was negativeQ.3% to 0.4% in 2013}"

Lower than expected inflation in early 2014 reflects the impact thf damestic and external
factors. The ongoing decrease in oil prices on international markets together with the slight
appreciation of the euro which led to a fall in fuel prices played a decisive role for stronger
consumer price deflation in the first twmoonths of the year. In early 2014 new reductions in
some of the administered prices were approved which were not taken into consideration in the
previous projection. The sizeabtkecreasen transport services pricagsulting from the
methodologtal chamge in air fare reporting and the stronger rate of decline infowms
(excluding fuels) added further to higher overall defla}ioh.

3.1.1.2. External environment
Global economic environment continued to improve slowly in early 2014. Euro zone and US
economic indicators exhibited improvements, while expectations in the Chinese
manufacturing sector declined further, signaling economic growth slowdown. At the end of
2013 and the beginning of 2014 world trade volumes continued to increase. Based on leading
econonic indicators and the positive world trade developments, global economic activity is
expected to retain its gradual upward trend over the second and third quarters of 2014, with
developed economies contributing most significantly to the growth. Globaahtionfl
continued to slow down on an annual basis, reflecting mainly the weak price dynamics of
major commodiesand energy products traded on international marRets.

In the fourth quarter of 2013 real GDR the euro area grew by 0.5 pmnt on an annual
basis against a 0.3 peent decline in the previous quartddata suggest divergent real GDP
rates of change across euro area countries. Economic growth in Gerntrfyraarce
accelerated to 1.4 peent (from 0.6 per cent in the third quarter) and 0i8cpat (from 0.3
percent in the third quarter) respectively. Tdecline slowed down ted.2 percent in Spain
(-1.1 per cent in the previous quarter) a@® per cent in Italy-(.9 per cent in the previous
guarter). The largest GDP drop was reporte€yprus (5 per cent) and Greece2(6 per
cent)ljand the strongest growttas observed in Latvia (3.7 peent) and Malta (2.2 per
cent):

Leading economic indicators continued to improve in early 2014, with the EC economic
sentimenindicatorfor the euo area rising to 102.4 in March, from 101.2 in February, and the
business climate indicator came to 0.39, from 0.36 in February.

Chart 4: Contribution to Real GDP Growth in the Euro Zone by

1 BNB: Economic revew 1/2014.
12BNB: Economic reviewi/2014.
B3 BNB: Economicreview 1/2014.
4 BNB: Economic review 1/2014.
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Euro area economic indicator analysigeg grounds to expect weak economic growth in the
euro area over the second and third quarters of 2014. According to the latest ECB forecasts of
March 2014, GDP growth wifange between 0.8 and 1.6 gent in 2014 (previous forecast:
between 0.4 and 18r cent) and between 0.4 and 2.6 per cent in 2015.

Expectations are that the recovery of the euro zone will continue to support Bulgarian exports.
3.1.1.3. Demographic characteristics

Bulgaria is in the midst of a significant demographic transition. Totalilation is estimated

to decrease from 7.4 million in 2012 to 5.5 million by 2050, which accounts for a total loss of
26.7% of the current population. In annual terms, such a reduction in size is equivalent to a
negative 0.78% growth rate on average. Adowy to United Nations estimations, this
constitutes the highest rate of decrease in population in the world within the next half century.
In comparison, the population in Europe is expected to shrink by 0.12% per year, whereas the
world population is expted to grow by a 0.78% annually in the same petfod.

The reduction in Bulgarian population is expected to be more pronounced for economically
productive age groups. The working age population (individuals who are aged between 15
and 64) is expected tdusnk by 35% in the same period, reaching to 3.3 million from about 5
million. As a result, the old age dependency ratio, which is defined as the ratio of elderly
population (aged 65 and above) to the working age population, will increase from 27% in
2012to 51% by 2050

The reduction of population and the enhancement of the old age dependency ratio is expected
to affect negatively economic growth in the long term, not only by decreasing it, but also by

> BNB: Economic review 1/2014.

16 Onder H., Pestieau P., Leyy E, February 2014: Macroeconomic and Fiscal Implications of Population Aging in
Bulgaria, Pticy Research Working Paper 6774, The World Bank.

" Onder H., Pestieau P., Leyy E, February 2014: Macroeconomic and Fiscal Implications of Population Aging in
Bulgaria, Policy Research Working Paper 6774, The World Bank.
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significantly increasing public expenditures, leadto significant risk of norwompliance
with the Maastricht criteria which restrict public debt to 60% of GHP.

3.1.1.4. Labor market
Employment continues to grow in the first quarter of 2014, reaching @r8%6th on an
annual basis, primarily as a resultpdsitive developments in agriculture sector. There has
been no change in unemployment rate levels from #dteglearter of 2013, remaining H3%,
however reporting decline on an annual basis for the first time since the beginning of the
crisis by 0.8 perentage points?
In the first quarter of 2014 the total number of employed people aged 15 and more years is
2 894.1 thosand and their relative sharetbe population in the same age group is 46.5%,
increasing by 0.9 percentage points as compared foshgquarter of 2013.
In the first quarter of 2014 unemployed people in the country are 433.0 thousand, and the
unemployment rates -13.0%. Compared with the first quarter of 20itBthe first quarter of
2014, the number of unemployed is 5.1% lower gredunemployment rateasdecreased by
0.8 percentage points.
According toNSI business surveys in May 2014, 11.1% e industrial enterprises indate
the lack of labor force as @mbarrassment for their activity.

Chart 5: Youth unemployment

100 20
mm Youth unemployment (under 255, % of unemployed)

Lorng-term unemployment (% of unemployed)
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18 Onder H., Pestieau P., Leyy E dfeary 2014: Macroeconomic and Fiscal Implications of Population Aging in
Bulgaria, Policy Research Working Paper 6774, The World Bank.

¥ MF, May 2014:Bulgarian economymonthly review

2ONSI, July2014:Key indicators for Bulgaria
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3.1.1.5. Factors affecting allocation and demand forbank loans
Macroeconomic environment is among the main factors affe@tiagn keisding policy in
2013. This factor influenced to a gter degree corporate loans, which slowed down their
growth in the third quarter of 2013. According to the banks, there are not enough creditworthy
customers.

Householdgncome is the next important factor: duringetthird quarter of 2013 there was
minimum decrease of employment rates on an annual basis andysloxth of the average

wage which suggests that the influence of this factor is rather in a negative direction. This is a
signal for banks to be more cautious, which can be traced through the higighted
average interest rates during the period and consequently lower volume of new loans relative
to the previous quartét.

Liquidity and competition of local banks are also among the important factors, but their
degree of importance is relativelgw. The lower importance of liquidity is due to the fact
that traditionally accepted depositscegd granted loans, which leads to excess liquidity of
banks. At the same time, the limited impact of internal competition can be explained by the
fact that athis stage banks probably rely mostly on approved solvent clients and the fight for
market share is nobhat essential

The last factor which is considerably important is the share of penforming loans. After
being on similar levels in several congtee quarters, it can be assumed that the level of bad
loans has passed its peak.

Financing by foreign financial institutions is a factor which noticeably decreases its
importance from a year earlier. This is logical after all local banks to a modetaihg also
searched by residents. This is logical, as all local banks opted for a model of funding by
residents?

Graph 6: Factors affecting granting of bank loans

2 Ministry of Finance Directorate General for Economic and Financial Policy: Financial Sector: Estimates and
Expectations, number 4/2013

# Ministry of Finance, Directorate General for Economic and Financial Policy: Financial Sector: Estimates and
Expectations, number 4/2013
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bank

Note: factors, closest to the center, are the most significant, and the more wRstEe
relatively less important.

Source Ministry of Finance, Directorate General for Economic and Financial Policy:
Financial Sector: Estimates and Expectations, number 4/2013.

The two most significant factors for credignting T macroeconomic environme and
householdsncome also determine demand éoedits in the third quarter of 2013. The higher

than expected economic growth in the perisgnainly due to exports. This suggests that
companies in the commercial sector are generally in better canditen those in nen
commercial sectors, thus with better credit worthiness. Many studies, however, suggest that
companies in the commercial sector generally rely to a relatively small degree on credit
funding and prefer to use their own resources. At @raestime, due to weak domestic
demand nortommercial sectors have a disadvantage. This has a negative impact on their
creditworthiness and respectively on their access to credit. Generally, demand for loans from
local businesses remains very low and itsovery will most likely follow the recovery of
domestic demand.

Labormarket dynamics remains a limiting factor for the growth of loans for households. With
the same degree of importance is the need for working capital. Apparently, some companies
still have to cover the current liquidity needs with borrowed funds, especially given the high
intercompany indebtedness.
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A factor that probably had positive influence and is the last significant for the demand for
loans are more favorable loan conditions. At th@ment interest rates (except on consumer
loans) are at very low levels due to the over liquidity of banks and that probably contributes to
the attraction of solvent clients. For consecutive quarter the offering of new products and the
need for financingmajor investments are proving to be less important factors, whereby
explanations for the total demand for loans are valid. Consumer prices dynamics and the
alternative for corporate financing via the capital market did not affect demand for bank loans
during the period under reviefs.

Graph 7: factors affecting the demand for bank loans

third quarter, 2012
e third quarter, 2013

Macroeconomic
environment

Income of economic Financing from the capital
agents s\. market

f I ‘ \.
Need of working { ' % ' \’ Consumer prices dynamics
capital

More favorable ‘Need to finance major

loan conditions @ investments

Offering of new
banking products

Note: factors, closest to the center, are the most significant, and the more remote are
relatively less important.

Source Ministry of Finance, Directorate General for &eomic and Financial Policy:
Financial Sector: Estimates and Expectations, number 4/2013.

3.1.1.6. Overview of the Bulgarian banking sector

Table 1: Basic indicators: AGrowth of the Bulgarian

Indicator 2013 2012 | Change banking sectorremainsmoderate

in 2013. Assets increased by ¢

% Ministry of Finance, Directorate General for Economic and Financial Policy: Financial Sector: Estimates and
Expectations, number 4/2013.
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Source: BNB

Chart 8: Assets,credits and deposits’ growth
on an annual basis
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from a year edier, reaching 85.
billion leva Problem loan:
proportion remains relatively hic
1 22.6%:;

A Profit slightly increases on an
anrual basis, reaching 585 millic
leva yet fragmentation remain
high, with the first three ban}
generating nearly 80% of thetal
profit for the system;

A Worse financial result, compare
to the years before the crisis
contributed to lower financial
indicators, ROAA reaching ¢
level of 0.7%, and ROAE
5.31%. The ratio of revenues
expenses improved  slightl
reaching 53.4%;

A AThereis a positive effectlue to
the ongoing processf reduction
of the external debt and the
significanty slowing growth of
problem loansto 0.2%6 on an
annual base

A Credit risk is also decreasing
positively influenced by th
process of derecognitioand sale
of loans

A Capital adequacy ratio remains
stable (16.8%) as the bankir
system in the country is in a mc
favourable position than other
banking systems in the EU,;

ALending remains on low levels
yet compared to a year earlier |
total volume ofloans increased k
4.7%. The higher growth «
deposits of 5.1% lowers the ra
of loans to deposits to 0.91,
close to the levels of 2007.
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ANet interest margin shrank tc
4426, due to the curren
relatively high level of interest ¢
the depositsA further decline ir
interest rates on deposits
expected in 2014,due to low
inflation;

A Bank crediting continues to slow
down as corporate loans and thc
of individuals and househol
increased in 2013 by 0.4
compared to 3.6% a year earli
significant ncrease is recorded f
loans to credit institutions (409
and central governments (|
113%). Despite achieving grow
in the loans to assets ratio
nearly 766, it should be pointe
out that the demand for new log
is low andaccording toforecass
this trend is going tocontinue in
the short term. In the long ter
there is a potential for growth;

A A stable growth of deposits is
reported, which is expected tc
continue, despite the decrease
interest rates on deposits;

AThere is a trend for decrease o
the share of corporate loans by
2013 their share amounts to 5t
of all loans;

AThe ongoing  process
restructuring of the banking
systemled to the first acquisitio
since 2006, future sales
mergers remain possible. This
expected to influence posigly
the efficiency of the bankin
system;

AThe risk of accumulation of
losses remaingigh, and the tren
in cases of impairment ¢
corporate loansemainsrelatively
constant;
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banks to invest their free
financial resources in financial
instruments;

A Liquidity of the banking system
remains at a good level;

AThe trend of improvementf the
economy, the high volume
attracted funds and the decliné
interest rates will contribute tan
increase of lending in the
upcoming years

An__extended version of th

overview of the Bulgarian banking

sector is included in Annex 1.

Source: BNE

3.1.2. Analysis of market weakness affecting business environment

According to a Survey conducted by the World Bamk 2013 on the main business
environment obstacles28% of the companiesindicae the informal sectoras the main
constrainfollowed by politicalinstability indicated by 15% and corruptiery 13%.

Chart 41presents the top 10 constraints as identified by firms in Bulgaria benchmarked
against the regional average.
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Chart 14, Source: World Bank, April 2014: fie Enterprise Survey, Bulgaria Country Profile
2013.

This section provides an analysis of timain business environment obstadkgsntified by
firms in Bulgaria by major groups

3.1.2.1. Crime and informal sector

Crime worsens the overall business climate and is a serious obstacle to the development of
companies for several reasons. First of all, crime imposes costs on firms when they are forced
to divert resources from productive uses to cover secaasys. On the other hand, both
foreign and domestic investors perceive crime as an indication of social instability, and crime
drives up the cost of doing business. Also, commercial disputes between firms and their
clients occur regularly in the course dbing business. Resolving these disputes can be
challenging when legal institutions are weak or-eaistent.

Similarly, a large informal sector has serious consequemttdse formal private sector. The
informal sector may pose unfair competit@mforma firms.

The effect of crime on firm sales, the extent to which entrepreneurs identify courts as fair, and
the degree of informality in theconomy are key factors for the development of the business
environment.
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¢ s u corndaciedy theWorld Bank measws the direct costs of security incurred by firms
as well as their direct losses due to crilata for Bulgaria show that security coefdirms
are on average 0.9% of sales, #vgbes due to theft, robbery, vandalisadditional 0.7% of
sales.Theseresources represent an opportunity cost since they could have bestedhin
productive activitie$?

1.50% Security Costs (% of Sales)
1.00%
- I l
0.00%
Security Costs Losses due to Theft, Robbery,
Vandalism
B Bulgaria B Eastern Europe & Central Asia

Chart 15, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile
2013.

In the same time, th&hae of firmsin Bulgariathat recognize the functioning of the courts as
being fir, impartial, and uncorruptasl only 22.3%>

In this context, the soalled informal orshadowsector remains a major obstacle to the
development of companies. Although awérgh percentage of companies started operations
only after Formally Registered (96.9%), 32.9% of companies identify the practices of
competitors in the informal sector as a major obstacle to business development. The
dimensions of this problem are essalntas 52.9% of the companies compete with companies
operating in the informal sect®t.

Share of Firms Identifying Practices of Compet
in the Informal Sector as a Major Obstacle

I 21.10%¢
R 32.90%

0.00%  5.00% 10.00% 15.00% 20.00% 25.00% 30.00% 35.00%

M Bulgaria B Eastern Europe & Central As

2 The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile 2013.
% The World Bank, April 2014: Enterisie Survey, Bulgaria Country Profile 2013.
% The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile 2013.
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Chart 16, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile
2013.

Share of Firms Competing with Unregiste
or Informal Firms
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Chart 17, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile
2013.

3.1.2.2. Corruption

Corruption by public officials maymposea major administrative and financial burden on
firms. Corruption creates an unfavorable business environmenturgermining the
operational efficiency of firms and raising the costs and risks associated with doing business

Inefficient regulations constrain firm efficiency as they present opportunities for soliciting
bribes where firms aakorpgymeedstbomplukl fRano
done. In many countries bribes are common and quite high and they add to the bureaucratic
costs in obtainig required permits and licenses, whichbae a seri ous i mpedi m
growth and development.

Bulgaria is no exception, as the level of corruption in the country is a serious obstacle to
business.

The GRAFT index reflects the proportion of times a firm was asked or expected to pay a bribe
when soliciting six different public services, permitsioehsesAccording to asurveyby the

World Bankthe GRAFT index for Bulgaria is 13.6% comparéual11.7% average for the
countries of Eastern Europe and Central ASia

#"The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile 2013.
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GRAFT Inde

I 11.70%
N 13.60%

0.00% 2.00% 4.00% 6.00% 8.00% 10.00% 12.00% 14.00% 16.00%

I Bulgaria 8 Eastern Europe & Central As

Chart 18, Source:The World Bank, April 2014: Enterprisurvey, Bulgaria Country Profile
2013.

At the same time, according tbe chartof the World Bank 6.10% of Bulgarian companies
were required to give bribe during meetings with government and administrative officials.
Interesting is the fact that theage no data available for the country in terms of the share of
companies required to give bribe order to secure public procurementontract. Given the
delicacy of this issue there is a great probability that data are deliberately suppressed by the
companies, among which the study was conducted.

Bribes

15.00% 12.70%

12.00% 8.30%
9.00% 6.10%

6.00%
S . 882':0 . no data available
.00%

% of Firms Expected to Give Gifts In % of Firms Expected to Give Gifts to
Meetings With Tax Inspectors Secure Public Procurement Contract

mBulgaria m Eastern Europe & Central Asia

Chart 19, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile
2013.
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Especiallyalarmingis the share of companies required to give bribes, in oa@btain
specific licenses or permits. 17.4% of companies are exgbertnake "unofficial payments”
to get a building permit, and 11.6%o receiveoperating license¥

Bribesin Licensesind Permits

20.00% 17.40%
16.00% 14.10%

12.00%

11.60%
8.00% 6.40%

4.00% .
0.00%
% of Firms Expected to Give Gifts to Get a % of Firms Expected to Give Gifts to Get an
Construction Permit Operating License

m Bulgaria m Eastern Europe & Central Asia

Chart 20, Source:The World Bank, April 2014: Enterprisurvey, Bulgaria Country Profile
2013.

3.1.2.3. Effective regulatory framework and administrative burden

Effective regulatory framework in key areas suchtastion, economic governance, and
business licensing is a fundamental pillar for the creation of adhlebusiness environment

Effective regulations address market failures that inhibit productive investment and reconcile
private and public interests.

The number of permits and licenses that businesses need to obtain, and the time it takes to
obtain them are expensive and time consuming. Chart 21 shows a set of indicators focusing
on the efficiency of business licensing and permit services. The indicators evaluate the delays
faced when demanding these services

The dhys necessary for obtaining variousrmits and licenses in Bulgarae significantly
above the average for the region, which poses a serious obstacle to the development of
favorable business environmént.

% The World Bank, April 2014: Enterprise Survey, Bailig. Country Profile 2013.
2 The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile 2013.
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Business Licenses and Permits Delays
120 109.1
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71.5
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40.6
40 26.1
21.5 16.8
il I L]
0

Days to Obtain Import ~ Days to Obtain Construction- Days to Obtain Operating
License related Permit License

BBulgaria EEastern Europe & Central Asia

Chart 21, Source:The World Bank, April 2014: Enterprisurvey, Bulgaria Country Profile
2013.

Chart 22 shows t h ehefegulatorg framewrrie. it magsures eéhe time y
spent by senior managemedéaling with requirements imposed Mbiye regulatory and
administrative frameworkDatafor Bulgaria showthat senior management of the companies
spentl6.1%of theirtime to accomplish their aimompared t®.6%average for the regiofi.

This is a clear indicator that companies in the country are subjected to a greater administrative
burden, which n turn hinders the development of a favorable business environment and
reduces their competitiveness.

%0 The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile 2013.
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Administrative burden

_ - ) -

m Eastern Europe
& Central Asia

0.00% 2.00% 4.00% 6.00% 8.00% 10.00% 12.00% 14.00% 16.00% 18.00%

Senior Management Time Spent in Dealing with Requirements of
regulatory and Administrative Framework

Chart 22, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile
2013.

3.1.2.4. Labor regulations and workforce

Major factor in the development td#vorablebusiness environmeamtre labor regulationsand
properly qualified workforce. Datfor Bulgariashowthat 13.4% of companies indicate labor
legislation as a major obstacle, while 1504determine inadequatalecatedworkforceasa
mainobstacle®

In this context data onthe proportion of unskilled workersn manufacturindgirms are
alarming sincethey showthat 21% of workers in the manufacturimglustry are unskilled,
which has negative impact on the competitivenessterprises?

*The World Bank, April 2014: Enterprise Survey, Bulgaria Countryilr@p13.
%2 The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile 2013.
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Work force

20.00% 18.10%
15.40%
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% of firms identifying labor regulations % of firms identifying an inadequately
as a major constraint educated workforce as a major constraint
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Chart 23, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile

2013.

Proportion of unskilled workers (out of all
production workers) (%)*

W Bulgaria
W Eastern Europe &

- 21.00% Central Asia

20.50% 21.00% 21.50% 22.00%

* This indicator is computed using data frarmanufacturindgirms only.

Chart 23, Source:The World Bank, April 2014: Enterprise Survey, Bulgaria Country Profile

2013.
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3.1.3. Analysis of market weaknesses and préems, subo pt i ma | i nvest ment situations related

It is necessary ttake intoconsideationthe market problems thatre presenin the Bulgarian economy in ordeo identify market failures and
suboptimal market situations, fich are directly related to thenthe market problemswhich are discussedbelow spanacrossmultiple
dimensionsand their definitions consistent with the political, legal and seemnomic situation in the countiiyor thedefinition of the market
problemsare used the first four volumes issued byEoeopean Commission gsiidelines for the preparation of the-axteassessment.

Table 2 Market problems in Bulgaria and their influence

Political stability influences business environment as it he 1 Inthe last 2 yearns Bulgariathere has been political
maintaining the confidence of companies, national and instability, leading to the aversion of foreign investo
foreign investors in the security of their investments in thy¢
country. The presence of political instability refiect
negatively @ the business environment in all sectors.

It lays down the rules in the area of action of all financial 1 The presence of complicated and tinesuming

institutions, financial instrumentid markets that operate procedures, requirements for applicants for the

the Bulgarian environment. Procedures and legal obligat issuance ofctson regulatory regimes, which lead to

for the companies operating in the financial sector, the le exacerbated market access for businesses, the pre

framework for the collection of receivables and outstandi of corrupt practices and shadow economy;

obligations, the imposition of legal regulatiand the f Unnecessary burdem business, high costs for the

functioningof the judicial system on dealing with businesg implementation of regulations;

disputes are a necessity for providing sufficiently high 1 Limited application of the impact assessment of

degree of confidence in the legal system. existing and new regulations;

1 Poorly working mechanism for information exchang
by the use otlectronic neans;

1 High costs for administration and ineffective control
regulation compliance.
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Both corporate and individual taxation legislation, have a {1 Tax policy in Bulgaria offers good conditions for doi
strong influence on the development of business environ business and should not berses a problem.

and it is crucial when makingvestment decisions. Tax
levels, their sustainability and impact hagreat role on the
level of trustof both local and foreign investors in the lega
system.

The level of corporate debt and solvency often could be { 1 The presence of high corporate indebtedness in reqg
obstacle to business development and economic growth, years, especially in some econorséctors, leads to
increased risks, a decline in foreign investment and
overall negative effect on the Bulgarian economy.
Fragmentation and lack of coordination are additional 71 Low technological orientation and resowaéented
reasons for the ineffiency and increased expenditure, economy;,

particularly on transaction costs and the costs of product I Lack of capacity and experience in the application ¢
certain operations (e.g. in the field of energy project
Innovation is a &y factor in business development, but mg Low rates of innovation dynamics;

be hampered by various factors, sucl ek of Lack of growth in the amount of expenditure for
coordination between fundamental science and business innovation:

needs, as well as a lack of cooperation between public a Inefficient use of EU funds;

private partners, insufficient level of initiatifer innovation Continuing trencbf imbalances in the innovation
and/or lack of connection and coordination between system;

stakeholders in the country. Directly relatedhe lack of Weak implementation of ICT

sufficiently welldeveloped innovative activity is the level Poor cooperation between science and business:
complexity and costs of intellectual property protection. Continuingtrend of "braindrain": ’

Low level ofintellectual property rightprotection
Low level of innovative activity;

= =4

= =4

=4 =4 =4 =4 =4
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The lack of a weldeveloped infrastructure such as 1 Low level of technological modernization in many
informationtelecommunication infrastructure, power grid, economic sectors in the country compared to other
transportation infrastructure could impede the focus on European countries and orientation to {t®ehnoloy
export, hamper the communication between Bulgarian S economy;,
and their business partners outside the country, etc. f Slow pace of modernization in the ICT sector;
1 A small percentage of &t class transport
infrastructure.
Skilled workforce is a factor that contributes to attracting 1 The shortage of highly qualified personnel in strateg
foreign investments. For a moredepth analysis the sectors for the Bulgarian economy such as ICT,
regional differences in the level of education and degree engineering, nanotechnology, biotechnology;
qualificationof the workorce across the country should be { Difficulties in attracting and retaining highly qualifie
explored. personnel;
Information asymmetry is observed in the casesiihe 1 Bulgarian SMEs do not have sufficient information
level of informational security is not high enough and as i concerning the most ppopriate source of funding;
result hinders the closing of a deal between the parties. f The majority of SMEs do not have the opportunity t
appreciate the benefits of some funding sources ov|
others, and as a result a low level of business readi
for developing projects in need of funding has been
obseved,;
Bad business environment is defined as the lack of good 1 Insufficiently high level ofS M E snénagemergtaff;
enough conditions for doing business, which hinder the f Limited access to markets and customers
development of the companies in the long term. 1 Difficulties of a largenumberof SMEs toenternew
markets;
71 Difficulties in the development of international

activity of a large number of SMEs.
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Access to finane is a fundamental prerequisite for the
conduct of successful corporate policy aimed at product
diversity, technological innovation, innovative business a
entering new markets

E

Insufficient supply of appropriate financial products
High transaction costs;

Insufficient capacity of SMEs to meet the required
high levels of collateral in order to obtain debt
financing;

Insufficient and/or unpredictable cash flows of large
part of Bulgarian SMEs;

Lack of capital to syport certain activities for the
development of SMEs because of high risk (e.g., la
of sufficient funding for startip companies).

Source: Analysis biPartners for European FundifigConsortium

For the purposes of the present report each of the goduparket problemss related tdD P | @hé@rsatic objectives, which provide financial
instrumentdor coping with problems arising from market failures and-sptimal market situations. This is done in order to enteragreater
detaillater inthereportand tooutline indetaik marketfailures andsuboptimal markesituations for each thematidjectiveand investment

priority.

Identifying market problemBy thematic objectives and determining the presence of market failures aofdtsubl investmensituations:

Table 3 Market Failures and suboptimal investment situations by thematic

objectives in accordance with market problems

Construction of Level of innovation and intellectual proper| Market failures
infrastructure for rightsprotection
implementation of

Guarantees
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Poor infrastructure security
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Access taskilled workforce

Fragmentation of the value chain and the
supply chain

Legal and regulatory framework

Corporate debt and solvency

Equity financing

Possible combination of a financial
instrumentwith grant

Supply of suitable
financial products for
startups;

Level of innovation and intellectual proper
rightsprotection

Market failures
and

Suboptimal
investment

Equity financing

Quastequity/mezzanine financing
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situations
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Microfinance
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3.1.4. Analysis of the structure and characteristics of SMEs

The term "small and ndgum enterprises' (SMEs) has been introduced in Bulgaria by the
Small and Medium Enterprisésiw and thelefinition is valid, so far as it does not contradict
the definition applied in the European Community. At present, the two definitions may be
definedas identical. The main reason tbe separation of enterprisego small and medium

and large is th@oint of view that the promotion of SMEs fosters economic growth and job
creation.Stimulationof SMEs is part of the European Community policy, in whitagyform
around 99% of all enterprises.

The ategory of small and medium enterprises inchatgerprises with:
y A medium enterprises an enterprise that satisfies all of the following criteria:
- Has an average number of employees less than 250

- An annual turnover not exceeding 97.5 million lev, and / or the value of assets not exceeding
84 million lev

Yy A small enterprise is an enterprise that
- Average number of employees less tharBployeesand

- An annual turnover not exceeding 19.5 million lev, and / or the value of assets not exceeding
19.5 million lev

y A micro enterprisas an enterprise that satisfies all of the following criteria:
- Has an average headcount of less thaemployeesand

- An annual turnover not exceeding 3.9 million lev, and / or asset value, which does not
exceed 3.9 million lev

Determiningin which category is a particular enterprisba@sed on a set of criteria which are
absolute and relative. Absolute criteis the nunberof employeesemployed in the company
on an annual basis. According to this crderi

- Less tharl0 employees is a micro enterprise;

- Less tharb0 employees is a small business;

- Less tharR50 employees is a medium enterprise;
- 250 or more emplyees is a large enterprise.

Exceeding a threshold of these leads to the conversion of the enterprise in the next higher
category. Once the absolute criédor staffis applied bothrelativecriteria- enterprise assets

and annual turnover of the compahave to be applied aggregat#&ccording b them are
observedheabovementionedhresholds in the same way as for the staff:
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The criteria must be applied &m enterpris@s a whole (including its subsidiaries and parent
companies located in other Memlfgtates and ne&U). Regulation and SMEaw contains
definitions of an autonomous enterprise, paregmerpriseand linked enterprise in order to
estimatethe real economic situation afparticular small or medium enterprise

For statistical purposesinder this analysishe categoriesof micro, small and medium
enterprises are definamhly in terms ofemployeesn accordance with the available data and
sections of information available in thational Statisticalristitute the Commercial Register
andother databases used, namely:

Yy A medium enterprisés an enterprise witn average number of employees less than 250
people;

y A small enter pri se i snumder of emplogeekss thasxn b0 wi t h
people and

Yy A micro enterprisas an eterprise with an averagaumber of emplyedgss than 10 people.

In Bulgaria, according tanexpert assessmeim, over 90% of theases theategory changes
according to criteriaaverage number oémployees followed by the category changes
connected wk connectivityof the enterprise and on the minimum category changes are due
to dataaboutturnover and amount of the asset. In this regard, we believe thhefaurposes

of this statistical analysithe undertaken categorization gives an accurate atfie of the
situation in the country.

In order to prepare the analysis of the structure and characteristics of SME enterprises are
considered micro, small and mediszeddistributed in regions gblanning in Bulgaria and
sectorsin the whole countryFor the analysis is usedata from the National Statistical
Institute (NSI) for 2010, 2011 and 2012, published on 30/01/2014. For statistical purposes,
andkeeping in mindhe available data from the National Statistical Institute, the category of
enterprise is determined depending on the numbeewiployeesemployed in them: micro
enterprise0-9 employees, small enterprid®-49 employeesand medium enterprise 5249
employees

In interpreting the definition of SMEs should be noted that commercial banBslgaria
identify individual categories of SMEs according to different criteria, which are not bound by
the definition of SMEs set out in the Small and Medium Enterptia@s It should be noted
that commercial banks divideroadly borrowerof SME and cgporate clients and often do
not have statistics on the distribution of loans within the SME cate@any. of the hnks
separate companiassing the criterigurnover without taking into account the number of
employeesof the enterprise, leadiny categoization of micro enterprises according to the
SME 6 s a4 small, small enterprises accordingp t he S BEEl&rge, niedium
enterprisea c cor di ng t o astcormorat@lishisGet. Ahother crited that banks
use to distinguish borrowers isdeal on extended credit, as is the case with the Bulgarian
Development Bank. According to this definition micro enterpresesall enterprises/hich
haveloans under 300,000 lewmall enterprises a loan up to 5 milliondv and corporate
clients (includhg medium and large companiesyith rate of the credit over 5 milliorev.
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Planning regions oso called statistical regions NUT2 according to the classification of
territorial units for statistical purposes in Bulgaria are six: Southwest PlanningrRegi
(SWPR); South CentralPlanning Region (SCPR); Soud#ast planning region $EPR;
Northeastplanning region (NEPR); North CentrBlanningRegion NCPR and Northvest
planning regionf\WPR):

Table 3

Region of planning Provinces included in the region dapning

Vidin Province Vratsa ProvinceMontana ProvincePleven

Northwest Province and Lovech Province

Veliko Turnovo ProvinceGabrovo ProvinceRuse Province

North Central Razgrad Province and Silistra Province

Varna ProvinceDobrich Province Targovishte Province an

Northeast Shumen Province.

Southeast Stara Zagor{?l Proving&liven ProvinceYambol Provinceand
Burgas Province

Southuest Sofia city, Sofia Province Kyustendil Province Blagoevgrad

Provinceand Pernik Province

Pazardzhik ProvingePlovdiv Province Smolyan Province

South Central Haskovo ProvincandKardzhali Province

Summary distribution of SMEs by regiookplanningis as follows:

Chart 52: Distribution of micro-enterprises in Chart 53: Distribution of small enterprises in
Bulgaria in 2012 by planning regions Bulgaria in 2012 by planning regions

31551 1862

2435

46 832

49 808

3242
m Northwest ® North Central
= Noth = South ® Northwest m North Central
east outheast ® Northeast m Southeast
m Sothwest u South Central m Sothwest m South Central
Source National Statistical Institute Source National Statistical Institute
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The char$ showthat SMEs are mainly concentrated in the Southwebn, South Central
and Southeast region. lotal in the three regions are situated 69.56% of 342 @8dro
enterprisesn the country 69.16% of 23 830 snilaenterprises in the country and 68.90%
4535 mediurrsized enterprises in the country. The chashow that micreenterprises
dominate in the country 92.18% of all enterprises, followed by small enterpris6s41%,
mediumsized- 1.22% and lage enteprises-0 . 1 9 %, w h distifguisth Budgaridrom
other Member States, where 20 million SMEs accdon®9% of all enterprises and aie
major engine of economic growth, innovation, ppayment and social integratiofAnti
Mclintyre, 20143 Overall, the number ofenterprises in the categomicro, small and
medium enterprises is constant over the period 2012 withaslightly decreasing trend: the
number of micreenterprisefias decreased by 0.15% in 2@hinpared to 2010 and increased
by 1.84% in2012 compared t®011; thenumber of smalénterprisedas decreased by 0.21%
in 2011 conpared to 2010 and by 2% in 20&é@mpared to 2011and the number of medium
sized enterprises decreased by 2.7% in 2011 compared to 2010 and by 0.02% in 2012
compared t@011

Chart 54: Distribution of medium-sized enterprises in

Bulgaria in 2012 by planning

m Northwest mNorth Central m Northeast m Southeast m Sothwest m South Central

regions
Source: National Statistical Institute

It is consideredthat public policy measures play an important role in supporting and
promoting the creatioand deelopment of SMEs (e@ffordable creditconsultancyservices

in the field of public initiatives and legislation, incubators and accelerators, clusters, offices of
technology transfer schemes for coaching, mentoring, etc.); a network of contacts and the
exchange of best practices; intangible and-financial forms of assistance, such as access to
knowledge and information, financial education, business networks are essential for new
entrepreneurs and SMEs to develop their businesses. As major barriarsupssthat affect

the development of SMEs with high growth are considered difficult access to financing and
related costspurdensome regulations, lack of knowledge on the regulatory framework,

*Reportof Anthea McINTYRE, Committee on Employment and Social Affairs, European Parliament, Brussels
2014
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indirect labor costs, limited access to export markets attegage payment times and skill
shortages.

In order to analyze correctthe structure of SMEs in Bulgariaist necessary to consider it in
terms of thecategories oenterprisesand economic activities. Clearly this is represented in
the following tabé andchart In 2012, 38.87% of micr@nterprises in the countryave
tradingas theimain businessl0.85% aren the sector oprofessional activities and research,
and 7.15% hotels and restaurants. This is quite logical as smalktartup businesssare
usually characteristic of theentionedeconomic activities. This trend of distribution of micro
enterprises in the sectors of economic activity is sustainable in the perio@@04,0while in
2008 and 2009 micrenterprises operating in the marattaing industry have taken a larger
sharethanthose in hotel and restaurant busin€Bse ime horzon of the development of
micro enterprises shows th#te trend observed in the last three years in the distribution of
micro enterprises in the sectorflsexonomic activity will continueaccordingto the category

of companies and macroeconomic conditions for the development of sectors in the country.

Table 4: Number of non-financial enterprises by types of economic activities in Bulgaria in 2012

Total
Agriculture, forestry and fishing

Mining and quarrying

Manufacturhg

Production and distribution of electricity, heat &
gas

Water supply; sewerage, waste management
recovery

Construction

Trade; repair of motor Vecles and motorcycles

Transportation and storage

Hotels and restaurants

Production and distribution of information a
creative products; telecommunications

Real Estate

Professional scientific and technical activities

Administrative and support service activities

Education

Health and social work

Arts, entertainment and recreation
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Other activities

§0urce NSI
@ . -.Cdnfidential data
A-ii- There were no cases

In 2012, 27.72% of smalknterprisesare commercialcompanies 2212% are in the
manufacturing sector; 9.718@vemaineconome activity- constructionrand 9.24%arehotels

and restaurants. Theehd during the period of 2002012is reduction of smalénterprisesn

each of these sectors of economic actiitgwever there is a gpwth ofthe number ogmall
enterpriseswhose mairactivity is water supply, sewerage, waste management and recovery;,
creation and distribution of information and creative products, telecommunications and real
estate, although they occupyraal share of the total number of SMEs. Tremdthe number

of small enterprises according to secgiructure are constant and are expected to persist in
thenextyears.

Chart 67: Number of micro enterprises by types of economic activity in Bulgaria ir2012

Other activities 4.80%
Arts, entertainment and recreation 1.16%
Health and social work 3.64%
Education 0.80%
Administrative and support service activities o 7 2904
Professional scientific and technical activities

m—2.53%

10.85%

Hotels and restaurants

7.15%
Transportation and storage e 5.15%

Trade; repair of motor vehicles and motorcycles 38.87%
Construction 4.999%,
Water supply; sewerage, waste management and recovery . () 16%
Production and distribution of electricity, heatand gas . ( 5504
Manufacturing
Mining and quarrying |, g9
Agriculture, forestry and fishing e 4 2704

6.73%

Source NSI
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Chart 68: Number of small enterprises by types of economic activity in Bulgaria in 2012

Other activities — 1 0194

Arts, entertainment and recreation

Health and social work

Education

Administrative and support service activities
Professional scientific and technical activities
Real Estate

Hotels and restaurants

Transportation and storage

Trade; repair of motor vehicles and motorcycles
Construction

Water supply; sewerage, waste management and recovery
Production and distribution of electricity, heat and gas
Manufacturing

Mining and quarrying

Agriculture, forestry and fishing

= 1.14%
— 2.40%

= 0.53%
— 3.32%
4.04%
— 2.05%
— 2.99%

9.24%
5.69%
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M A

9.71%
= 0.62%
= 0.32%

= 0.36%
6.75%

27.72%

0.00% 5.00% 10.00% 15.00% 20.00% 25.00% 30.00%

Source NSI

In 2012 1703 mediumsized enterprisesr 37.5%6 of the mediunsized entgrises operatin

the manufacturing sector, 7@4 16.886 havetradeas main economic activity and 257 or

9.24% of mediurrsized enterpriseare hotels and restaurantBhe same asmall enterprises

thereis a small increase in the numberroédiumsizedenterprises with main activity water

supply, sewerage, waste management and recovery; creation and distribution of information
and creative products, telecommunications and real estate. These expectations are consistent
trends observed over the last fiveaggand expectetb be preservd in future.

Chart 69: Number of medium-sizedenterprises by types of economic activity in Bulgaria in 2012
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Other activities | 0.15%
Arts, entertainment and recreation
Health and social work _____ 4.85%
Education 0.37%
Administrative and support service activities __ 5.01%
Professional scientific and technical activities ___ 2.18%
Real Estate

3 46%
Hotels and restaurants ___ 5.67%

Transportation and storage __ 4.87%
Trade; repair of motor vehicles and motorcycles 16.85%

Construction

Water supply; sewerage, waste management and recovery __ 1.52%

Production and distribution of electricity, heatand gas 0.53%

Manufacturing 37.55%

Mining and quarrying 4 g0,

Agriculture, forestry and fishing __ 3.40%

0.00% 5.00% 10.00% 15.00% 20.00% 25.00% 30.00% 35.00% 40.00%

Source: NSI

Despite their significant cumulative contribution to the Bulgarian econoi8¥Es in the
country lag behindn terms ofcompetitiveness indicators comparison tesmall business in
the EU. Competitiveness of the Bulgarian business is gradually imggebst remains the
lowest compared tother small enterprises in EUabor prauctivity in Bulgarian enterprises

is 2 to 7 timedess than compared to labor productivitytie new Member States and 15 to
30 timeslower compared to the EK15 (Ministry of Economic2007b9). Compared to small
companies of the leading European ecomsniulgarian SMEs have about 20 times less
capacity to buildup theirproduction factorsNlinistry of Economic2007b: 8). Only one third

of SMEs show a tendency for technological innovation in the next yédmistry of
Economics2010a: 94).

Access to mdern technology is an increasingly important fadtorthe ability ofcompanies

to compete in global markets (World Economic Forum 2010: 7), but Bulgaria ranks 100th
positionof 139 countries in the presence of modern technology and is 127th in intoodoicti
technology at the enterise level (op. cit .: 111). Thegeipment of 45.5% manufacturing
companiess older thanl0 years, and 72.8%f manufacturing companiese equipped with
machines and equipment oldéwan 5 years (MEET 2007b: 9). There isrywlow share of
income devoted to technological modernization, which amounted to 10% (op. CitTh#&l).
delay in the introduction of new technologies in SMEs in Bulgariatlaadonsequently low
competitiveness is mainly due to difficult access to fiimanc
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3.1.4.1. Innovations in Bulgarian SMEs

Considering the investment activity and therefore the needs of Bulgarian SMEs of financing
to realize their investments in research and development (R & D), we should consider
innovative activity of Bulgarian compani@sthe general European context. In this context it

is important to point out that in recent years (2Q083) the EU increases its innovation
activity as the undisputed leader is Portugal, with average annual growth of 3.9%.

The average annual growth eadf innovation performance of the EU27 in the period 2006
2013 is 1.7%. Countries that are timid innovators show growth rates higher than the EU
average, striving to catch up other countrddgomania (1.9%), Bulgaria (2.5%) and Latvia
(3.5%). The lowestlynamics of innovation is in Sweden (0.3%), the UK (0.5%) and Croatia
(0.8%).

In this situation, Bulgaria is among the modest (tentative) innovators and occupies the last
place in the Member States on complex indicators. Bulgaria shows significant srandth
weaknesses in one and the same areas, a fact which determines the innovation system of the
country as unbalanced. According to the draft of "Innovation Strategy for smart specialization

of Republic of Bulgaria 2032020," the unenviable innovation $iton of our country
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persists, despite displayed relatively high innovation dynamics. The greatest gap is in the
innovators (measures the innovation actiatenterprises), funding and support.

Among the main reasons for the above negative trends inrtbeative activity of Bulgarian
companies is the lack of an effective framework for protectioimteflectual property (IP),
determined by the market, as a necessity R&D investments to be stimulated. Such a
framework would include regulations to elimieahe risk of rapid imitation and providing
inviolable ownership of the knowledge of the entity that created it.

Aiming to stimulate the development of innovation in the country it is essential not only to
provide access to financial resources for SMEsmBNce the investment costs of establishing,

but also for implementing innovations to ensure adequaténpovative infrastructure to
support businesses in the process . In this regard, the creation of "Sofia Tech Park" is assessed
as a step in the righirection. According to preliminary calculations, the technology park is
supposed to be completed in 2015 and should provide the necessary infrastructure to
encourage innovative initiatives through clusters or other business oriented structures to. The
Technology Park aims to reduce problems in the coordination between different actors in the
process of creating innovation (including engineers, researchers, and businesses).

According to a study by the World Bank some sectors of research and developreent ha
established modern laboratories with external financial assistance, but do not have the
capacity to make full use of the equipment. Therefore it would be useful to review the existing
equipment sectors for research and development and to determinemdrathhow it can be
effectively used by participants in the innovation activities in Bulgaria who suffer from lack
of access to modern facilities for basic and applied research.

Another key factor for the development of innovation infrastructure is tbeigoon of
adequate and effective information and communication technologies to support SMEs in the
creation and commercialization of innovations. Considering this, we must examine the size of
the investment costs incurred by SMEs in IC3ccording to thdatest data of the NSI ICT

costs incurred by enterprises in Bulgaria in 2011 are 2.575858 billion BGN, which is 30.21%
more than ICT costs incurred in 2009 amounted to 1.978225 billion BGN (innovation strategy
for smart specialization of the Republic aflBaria 20142020- Project 17/06/2014). Straight

cut through investments in ICT made by enterprises in Bulgaria considering their categories
shows that according to official statistics, small enterprises have done the most ICT
expenditure in 201t 935 93 thousand BGN?, and large enterprises the leddd 547
thousand BGN?. In 2009, the situation is radically differetf@T costs incurred by large
enterprises (1,481,526 thousand BGN) are many times more than those of small (291 165
thousand BGN) and ndaum (205 534 thousand BGN) enterprises. Costs and investments
made by enterprises in ICT products and services are still low, indicating a low level of
implementation of ICT. In 2011, most spendings are made for IT services (1,305,296
thousand BGN), whilén 2009 most costs are incurred for IT and telecommunications goods
(1,078,890 thousand BGN). In 2011, the 2009 trend continued and at the lowest cost incurred
by enterprises are for leasing ICT8 416 thousand BGN in 2011 and 17 706 thousand BGN

in 20®. Considering the cost of ICT by the economy sector, we have to mention that in 2011,
the largest ICT expenditures are made in:
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