Annex 3

Government of Bulgaria PAL-3 Letter of Development Policy

PAGE  
Annex 5

Government of Bulgaria PAL-3 Letter of Development Policy

Page 1 of 5

Bulgaria: Third Programmatic Adjustment Loan (PAL-3)

Letter of Development Policy

May 2005

Mr. James D. Wolfensohn

President

International Bank for Reconstruction and Development

Washington D.C.

Dear Mr. Wolfensohn:

1. We appreciate this opportunity to request continuing support from the World Bank for the implementation of our medium term reform strategy, and, on behalf of the Government of Bulgaria, we request a Third Programmatic Adjustment Loan (PAL-3) for US $150 million equivalent to complete the series of three annual programmatic loans.  We continue to believe that the Programmatic Adjustment Loans (PALs) provide the appropriate vehicle for Bank support in addressing our medium term policy and institutional reform agenda. 
2. Building on the reforms of the previous four years, our medium term program between 2002 and 2005 has aimed to sustain economic growth and further reduce poverty while moving us towards EU accession. We are generally on track in terms of meeting our program targets established in PAL-1: the achievement of average annual growth rates of 4.5-5.0 percent during 2002-05, the reduction of the unemployment rate from 18.1 percent in 2001 to 12-14 percent by end-2005, and the reduction of the poverty rate by 50 percent by end-2005 compared to the level at end-2001.  Our strategy for growth and poverty reduction continues to revolve around two major themes: 

· Creating an investment climate that promotes private sector investment, restructuring, and productivity leading to growth, and 

· Empowering the population, especially the poor, to participate in economic growth.  

3. To implement our growth and poverty-reduction strategy, we continue to base our medium term reform program on five pillars:

· Sustaining structural reforms in the enterprise sector, focusing on the completion of privatization and the restructuring of the energy, railway, telecommunications, and water sectors;

· Establishing a market-friendly business environment, focusing on reducing entry constraints, accelerating exits, securing deregulation and reducing regulatory costs, improving the delivery of public services to business, improving the competitive environment, and improving labor market policies;

· Deepening the financial system, improving the legal framework for lending, completing banking reform, and developing financial markets;

· Improving public sector governance, strengthening the public administration capacity, improving service delivery, reducing corruption, strengthening accountability and transparency, strengthening public expenditure management, and increasing the efficiency and effectiveness of the judicial system; and

· Investing in human capital and strengthening social protection, improving quality, access and efficiency in education and health, continuing pension reforms, increasing social assistance effectiveness, providing for better integration of the disabled, and reducing the institutionalization of children.

4. With the support of the PALs, we have made substantial progress towards meeting or exceeding the objectives of our medium term structural reform program.  We have maintained average annual growth rates during 2002-05 at 5.1 percent and have reduced unemployment dramatically.  Poverty is also falling and living standards are gradually improving.  We have completed the European Union (EU) accession negotiations.  We signed the accession treaty on April 25 2005, and we expect to join the union in 2007, as planned.  

5. We have maintained macroeconomic stability as a precondition for the effectiveness and sustainability of the above program.  We will maintain the Currency Board Arrangement (CBA)  until accession to the European Monetary Union (EMU).  The CBA has served Bulgaria well, providing a stable monetary environment, contributing to low inflation, and boosting confidence.  We are fully committed to take all of the necessary steps to support it.  We will continue to implement a cautious and flexible fiscal policy, which is a key to safeguarding external viability under the CBA. We have aimed to reach, and then maintain, a broadly balanced fiscal stance in the medium term, remaining prepared to adjust our fiscal policy in case of further widening of the external current account deficit.   

6. On August 6, 2004 the IMF Board approved a 25-month precautionary Stand-By Arrangement (SBA), equivalent to SDR100 million to support the government’s economic program for 2004-06.  For 2005, we have made a commitment to run an overall fiscal surplus of at least 1 percent of GDP while maintaining the flexibility of 1 percent of GDP if external current account deficits should widen beyond, or FDI flows fall short of those expected in our program, or if tighter fiscal policy should be required by such domestic developments as further acceleration of inflation.  The Bulgarian National Bank has also taken actions in the banking sector to control the rapid credit growth. 

7.  In the course of preparing the Third Programmatic Adjustment Loan (PAL-3), we have further developed and implemented various components of our reform program as initially defined during the preparation of the first two PALs.  The final design of PAL-3 has benefited from a strong monitoring and evaluation system, implemented in coordination with the Bank. This has enabled us to take actions necessary to ensure the sustained implementation of policies and the successful outcomes of institution-building efforts.  The programmatic approach has provided us with the flexibility to make sound adjustments in our program and to build on new information and additional experience in institutional design and implementation in moving towards the successful achievement of our strategic objectives and program outcomes. 

8. This Letter of Development Policy summarizes the elements of our program supported by PAL-3 in completing the program as envisioned, while the reform program outcomes and the critical steps taken to achieve those outcomes are summarized in the accompanying Matrix of Performance Benchmarks and Desired Outcomes. We believe that the key policy anchors for Bulgaria will continue to be firmly in place beyond the forthcoming elections, including Bulgaria’s accession to the EU by January 2007, and the CBA, which has broad political support, and we anticipate that Bulgaria will continue to sustain and build on the achievements of the three PALs, beyond our own political mandate, which ends in June. 
Pillar I: Sustaining Structural Reforms.

9. With PAL-3 we have nearly completed our reform agenda for Pillar I and have exceeded many targets, especially in privatization.  We have nearly completed our privatization program, which has focused on infrastructure State Owned Enterprises (SOEs).  We have completed our envisioned plans to fundamentally overhaul the energy sector through completing our tariff adjustment program as envisioned, and have exceeded our targets for private sector entry in the energy and telecommunications sectors.  We have continued to undertake actions to improve the fiscal sustainability of railways.  

10. Bulgaria’s medium term focus will be on addressing infrastructure bottlenecks, particularly in water and in transport. In the water sector, we recognize an apparent contradiction between our strategy to promote public-private ventures and our efforts to effectively absorb EU grant funds. We are urgently committed to resolving this dilemma.  

Pillar II: Establishing a Market-friendly Business Environment

11. While the liquidation of loss-making SOEs and the implementation of the privatization program have increased productivity, we are aware that future growth requires the continued implementation of reforms aimed at establishing a business environment that is conducive to the emergence and growth of dynamic private sector enterprises.  We have made considerable progress under the PAL program and PAL-3 in improving the business environment, in particular through deregulation and improvements in the efficiency of front line government services to businesses – including customs offices and services for foreign investors.  It is important to note that, under PAL-3, we have taken significant steps to improve the conditions for the entry of new firms. 

12. Bulgaria’s medium term focus will continue to include actions that will improve the business climate for the entry, exit and operation of new firms. In particular, we are committed to completing the reforms in business entry initiated under PAL-3, and will enact by September 2005, the legislation needed to transfer business registration from the courts and judges to a non-judicial administrative process. 

Pillar III: Deepening the Financial System

13. In order to focus Bank assistance on other more pressing areas, we did not request support under PAL-3 on this pillar of our program.  We have now fully developed our institutional framework for the Banking sector,  as we move forward, financial sector reforms will focus mainly on non-banks. 

Pillar IV: Improving Public Sector Governance
14. Under PAL-3, we have begun to implement the broad program to improve public sector governance that we developed in the earlier PALs.  We have made particularly important strides in professionalizing our civil service. All newly recruited civil servants (at the national and regional levels) were recruited through external competitive recruitment in 2004. We have also increased the competitiveness of civil service pay and have implemented performance rewards throughout our civil service.  In addition, we have significantly increased accountability and transparency in the civil service and under PAL-3 we have adopted a code of ethics that will improve administrative procedures, reduce inappropriate discretion on the part of the civil service, and clarify accountability arrangements.  Under PAL-3, we have also taken important steps to further improve the transparency and accountability of the judiciary, as well as to significantly increase the efficiency of dispute adjudication processes through promoting alternative dispute resolution mechanisms, expanding the administrative courts system, and enhancing the quality of legal services. 

15. Notwithstanding these achievements – which provide a good platform for continuing the significant institution and capacity building agenda that is ahead of us as we prepare for successful integration into the EU – we acknowledge that we are still only about a year and a half into what is typically at least a four or five year reform agenda.  We realize that the numerous legislative changes adopted in the past two years will require serious implementation efforts in order to bring about visible improvements in the functioning of our public services and our courts system.  We are fully committed to pressing ahead with our efforts in governance reforms, including depoliticizing the civil service, reducing corruption, rationalizing and reorganizing our government structures and improving public service delivery at the central and local levels, improving the effectiveness of public expenditure management, and moving forward aggressively with establishing a more accountable and independent judiciary. 

Pillar V: Investing in Human Capital and Strengthening Social Protection 
16. Under PAL-3 we have completed the implementation of our action plan for pension reform defined in PAL-1, and have increased the stability and robustness of our pension system. It is important to note that we have launched significant reforms in health and education. In education, we have taken significant steps to increase the integration of children from ethnic minorities into schools, and to reduce incentives for dropping out of primary education. In health care, we have focused our efforts especially in the hospital sector, making significant advances in improving financing mechanisms and in launching the restructuring of hospitals to align services with the health care needs of the population. We have also strengthened the institutional structures and capacity to improve public health outcomes and reduce the incidence of tobacco-related health risks. Finally, we have made important strides to address social inclusion through our reforms in the area of disability and child protection. 
17.  EU accession brings with it the need for Bulgaria to position itself to compete in a global marketplace, to develop human capital capable of adapting to an increasingly dynamic work environment, and to increase social inclusion and reduce disparities.  We are aware that we have a large agenda ahead to fully implement the reforms that we have initiated in order to improve the quality of our health and education services while improving their efficiency and fiscal sustainability, and that visible improvements will need persistent efforts over several years. In the case of education and training, we will press ahead with our strategy to increase the relevance of the skills of current and future entrants into the labor force while aligning our governance and financing structures to support these objectives. In the case of health care, we will complete the restructuring of our hospital sector to improve quality and fiscal sustainability.  The future reform agenda will also need to aggressively address issues of access, informal payments and corrupt practices, and to define future directions for health insurance to improve its financial sustainability. We expect to revise our legislation to support these strategic directions in health and education in the coming year. Finally, we will fully implement the reforms that we have started to date – to reduce the social exclusion of minorities, to integrate the disabled into the labor force, and to reduce the institutionalization of children and other vulnerable groups.  

18. We would like to reiterate that the Bulgarian Government is committed to accelerating reforms and, in particular, to sustaining and continuing the reform agenda needed for the EU accession as defined above.  A new government program will further define the specific actions in the months ahead.  We look forward to the World Bank’s supporting Bulgaria in its development program including through development policy loans focusing on the future reform agenda for successful integration into the EU.

Sincerely yours,

	Milko Kovachev
	Milen Veltchev

	Minister of Economy
	Minister of Finance


Sofia, Bulgaria

May 2005 
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