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Growth in the Bulgarian economy gained further momentum in the second quar-
ter of 2005. Q2 GDP data indicate that the economy carried on performing rather
robustly, with growth picking further up in the last two quarters. The country’s GDP
stepped up to 6.4%, hitting a seven-year record high.

The main reasons for this year’s strong economic performance have to do with the
high growth rate of domestic consumption (9.4% up in second quarter on a year ear-
lier). Household consumption also increased by 5.3% (at constant prices), as did
investments by 16.8% (vs. 9.2% on a quarter earlier). The government sector re-
ported a relatively high contribution to the ever-growing Q2 domestic demand. The
share of public consumption in the stronger Q2 domestic demand ran at 1.3 percent-
age points, going well above the quarter’s usual of around 0.8 points. The latter, how-
ever, may have been due to the increased government spending on the June parlia-
mentary elections. Furthermore, capital expenditures posted a year-on-year rise of
70.2%, but despite its boosted investment activity, the government has turned out a
net creditor in the economy. Steadying at their last year’s Q2 level of 18% of GDP,
public savings made up by and large for the scarcities of private savings in the economy
(-4.4% of GDP) and curtailed the current account deficit.

The strong economic growth resulted in a sharp labour market upswing. Indi-
vidual consumption stepped up mainly as a result of the growing wages and country’s
employment. At the same time, employment went on the increase due solely to the
vigorous development of the private sector. Q2 private-sector employed numbers rose
by some 90 thousand (4.4%) on a year earlier, whereas public-sector employed de-
clined by 50.3 thousand (5.5%). The share of the private sector within the employed
total went up as high as 70.9%, or 2.1 percentage points up on a year earlier. Public-
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sector employment, on the other hand, decreased due largely to the limited scope of
the active labour market programmes in 2005.1

The stable macroeconomic environment, which boosted labour demand, gave rise to
a continuous downward trend in the country’s unemployment. As a result, Q2 unem-
ployment rate stepped down as low as 10%, running 2 percentage points lower on a
year earlier. The number of discouraged went down too. The participation rate (50.1%)
in the second quarter declined by 0.4 percentage points on average relative to the
same period of 2004 due to the fact that people who had abandoned their jobless
status now joined the out-of-labour force cohort.

Another factor fostering consumption had to do with wage growth in the economy. At
preliminary NSI estimate (of the employed numbers and wages) Q2 average wages
amounted to BGN 318, rising by 9.4% in nominal terms and 4.3% in real terms on a
year earlier. Average wages amounted to BGN 394 in the public sector and BGN 280
in the private sector. Unlike 2004, Q1 and Q2 growth in public-sector wages now
outstripped private-sector wages, reporting a real-term increase of 8.4 and 3.1% re-
spectively. The upward trend in household income was further evidenced by house-
hold budget data. Money income per household capita posted a 7.9% year-on-year
rise. At the same time, productivity2 stepped up by 4.9% in the second quarter, run-
ning well above real growth in average wages.

High growth and sizable current account deficit. Foreign demand reported a 12%
real-term growth as a result of the rebound of the EU economy (growth in the Euro
area over the April-June period was up at 1.6% vs. 0.6% in the first quarter). At the
same time, a key characteristic of the Bulgarian economy is that whenever growth
picks up, the trade deficit goes on the increase, as does the current account of the
balance of payments. In the eight months to September, the current account deficit
stepped up as high as MEUR 1634.8, deteriorating by MEUR 913.4 on a year earlier.

1 The above conclusion is based on monthly data from NSI Enterprise survey on the number of
employed, time worked, wages and salaries, and other labour costs.
2  Estimated as the ratio of GVA and the number of employed according to labour force survey (LFS)
data.
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The bulk of Bulgarian exports are associated with counterpart importation of raw ma-
terials. Furthermore, the boosted investment activity in the country has led to stronger
investment imports, which in the eight months to September rose by MEUR 639.1, or
some 34.4% on annual basis, accounting for 27.3% of the import total. And last but
not least, the increased country’s consumption was by and large met also by the
growing consumer imports over the same period.

The high trade turnover was mostly due to the high prices of some main commodities
like non-ferrous metals, steal and phosphates. The robust foreign metal demand pre-
determined the vigorous export growth not only in 2004 but since the start of 2005 as
well. Raw material exports over the January-August period ran some MEUR 451.3
(20.7%) up on a year earlier. The exportation of investment goods has been sustain-
ing a steady strong growth rate since last year (36.3% on a 12-month basis), now
posting a relative share of 15.2% of the period’s total exports. At the same time, the
largest export item, clothing and footwear, the manufacture of which is labour-inten-
sive and generates little value added, reported a seven-month decrease in export
sales of 2.7% on a year earlier, induced most probably by the strong competitive
pressure on the part of Chinese textiles.

Another factor affecting the country’s trade balance had to do with the crude oil price
dynamics worldwide. The import prices of crude oil in the eight months to September
stepped up most dramatically by about 47% on an annual basis, making energy im-
ports some MEUR 556.0 more expensive relative to the same period of 2004.

Also, while money transfers from Bulgarians working abroad, revenue from tourism
and the smaller amounts of dividend payments made up for the trade deficit in 2004,
this is not the case in 2005. The eight-month balance on net services was positive
again, running, however, some MEUR 130.7 lower on a year earlier. In the seven
months to August, revenue from travel rose by 9.6% up to MEUR 1427.8, whereas in
the strong holiday months it reported an annual increase of 9.9%. Tourism is on its
way to grow into a key factor in the Bulgarian economy, and the sizable investment
injections alongside the modernization of the country’s infrastructure suggest a robust
development of the sector. And yet, it should be noted that 2005 witnessed a signifi-
cant slowdown in its growth.

On a year earlier, net current transfers in the eight months to September went up by
MEUR 0.3 whereas the income balance ran negative at MEUR 376.6.

At the same time, the financial account over the same period was positive at MEUR
1726.2 despite the ahead-of-schedule buyback of IABs and FLIRBs. FDI totalled MEUR
982.6, or some MEUR 162.2 down on a year earlier due to the smaller investment
commitments along the lines of privatization in 2005. Nevertheless, FDI inflows cov-
ered about 60% of the current account deficit. The deposits of non-residents with local
banks increased by MEUR 1.9, rising most drastically in February and March espe-
cially, only to go on the decrease ever afterwards due to the boosted lending of com-
mercial banks in March in the wake of the clampdown on the rampant country’s credit
growth announced by the Central Bank.

The manufacturing industries - the most vigorously performing sector of the
economy. The manufacturing sector posted a 9.3% increase in gross value added
(GVA) in the second quarter. On a year earlier, growth in the processing industries
picked further up to 11.5% in real terms, making a 2 percentage point contribution to
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GDP. Export sales were again the main engine of growth in the manufacturing indus-
tries, posting a 17.1% real rise over the January-August period. In June and July,
however, domestic sales went on the increase, catching up with export sales due to
the concurrent growth slowdown in the export-oriented industries and boost in the
domestic consumption of local industrials. The growth slowdown in the export-ori-
ented industries was mainly fostered by the deteriorating terms of trade worldwide.
On the other hand, the stronger competitive pressure on the part of Chinese textiles
affected export sales in the clothing and textile industries most adversely and they
stepped down by 4 and 1% respectively, whereas the domestic market share of local
manufacturers was further undermined. The market situation worldwide had a detri-
mental effect on ferrous metallurgy and steel, cast iron and ferrous alloys manufactur-
ing reported a most drastic 26.3% decrease in export sales in the eight months to
September on a year earlier. However, any short-term improvement in the worldwide
market situation is hardly expected, as China has undertaken measures to cool down
its economy while increasing significantly its steel production capacity over the past
few years. All this was coupled with the ever-rising US interest rates3. At the same
time, another factor at work behind the sharp sales plunge in the sector had to do with
the restructuring of Kremikovtsi Steel Works to take place in the wake of its sale to
GSHL.

The significance of industries of higher value added such as machinery and equip-
ment and electric machinery and apparatuses stepped up at the expense of the de-
clining share of industries, making as a rule a strong contribution to growth like cloth-
ing and textiles. Non-ferrous metallurgy sustained its high growth rate, rising most
robustly by 45%. The current growth-conducive copper price dynamics is to further
persist and the industry is expected to perform in a rather strong manner at least until
mid-2006. At the same time, any increase in gas prices is likely to have an unhealthy
effect on the chemical industry, in particular on some of the manufactures where gas
supply costs account for the bulk of production costs, e.g. fertilizers.

Gross output in the construction sector stepped up by about 25% in the first two
quarters of 2005, hitting a record high since the first half-year of 1998. GVA also
reported a remarkable growth rate in the first half-year period (14.2 and 13.8% up
respectively) but lagged still significantly behind gross output. This may have been
due to the slower rise in real estate prices and boosted supply, which made entrepre-
neurs decrease the profit margin in attempt to attract new customers. As result, the
higher raw material and land prices have not been fully passed onto end-users. And
yet, despite the increase, the profit margin in the construction sector remains signifi-
cant and provides stable buffer stocks for both investors and entrepreneurs4.

At the same time, agriculture was the only sector in the economy where value added
ran negative (-5.2%) due to the backlog of problems faced by the sector. Also, agricul-
ture is expected to make again a negative contribution to GDP growth in the next
quarters as a result of the summer flood. Furthermore, it is still too early to assess the

3 The main users of ferrous metals are construction and car manufacture, which are also very
sensitive to the interest rate dynamics.
4 The price cost of a square meter of housing area under construction is hardly ever expected to
go well over EUR 250-300, given the current selling prices in the cities of EUR 500 and 600 on
average.
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effect of avian flu in the Balkan Peninsula in so much so that it is not clear yet whether
or not the country has been affected by the problem.

The service sector posted a 6.4% increase in GVA. As a result of its large share within
the aggregate indicator, the sector made the most robust contribution to GDP growth
of 3.4 percentage points. Retail trade went on performing rather vigorously (reporting
a 14.3% growth rate), giving way only to the financial service industry where value
added stepped up by about 30% due to the high profit margin.

The quarter sustained the boosted bank lending. The restrictions undertaken by
the Central Bank in early 2005 somewhat curbed the rampant credit growth in the
economy. As of end-August, annual credit growth amounted to 39.5% running well
below the growth rate of end-August’03 of 48.7% and end-August’04 of 50.2%. June
credit growth ran even negative5 due to the fact that the first base period for setting
any additional minimum required reserves expired at the end of the month. In the
following two months, however, credit portfolio growth steadied at 1.7%. At the same
time, consumer loans carried on rising in volume terms, boosting consumption.

The structure of bank credit portfolio in the June-August period implies that the growth
slowdown was triggered mainly by the decline in the trade credit extended, which may
have a curbing effect on the country’s economic development in the future. On the
other hand, consumer loans went on the increase, and together with mortgage loans
now enjoyed a larger share in the portfolio structure. It follows that while BNB’s restric-
tions have put the brakes on credit growth curbing growth in some loans proved to be
a tough task.

In order to make a profit by extra lending at minimum costs6, commercial banks opted
for the policy of deposit taking, launching huge advertising campaigns. As a result of
the additional services and incentives offered to customers upon putting their money
into banks, bank deposits rose most vigorously by BGN 1.2 billion in the period sur-
veyed.

The policy of banks to become major deposit takers led to higher interest on time
deposits in all key currencies. At the same time, the interest rates on short-term loans,
but EUR-denominated credit, stepped down due to the fact that the bulk of loan exten-
sions were in EUR and given the strong demand on the part of economic agents
already in place there was absolutely no need for banks to lower the interest rates and
further boost the otherwise robust credit demand. The interest spread between time
BGN deposits and short-term credit in BGN was steadily narrowing throughout July to
August to hit a record low of 4.12 as of the period’s end.

Commercial banks reported significant net profit (a year-on-year rise of 34.3% as of
end-August). The bulk of the profit posted was due to the strong 12-month growth in
net income from interest of 31.8%. At the same time, operating costs went on the
increase, running significantly higher especially with the second bank group (339.2%

5 A similar decrease in bank credit portfolios was discerned in April and May this year.
6 It refers to some restrictions on the additional minimum required reserves as a result of credit
growth higher than the one provided for in the relevant regulations. Furthermore it applies to cost
minimization as BNB does not pay any interest on the additional minimum required reserves and
banks may de facto lose income, which may have been otherwise earned have they resorted to
alternative ways of using the financial resources.



8

O
ct

o
b
er

 2
0
0
5

of the operating profit in August’05). Net credit provisions improved, indicating that
any credit portfolio deterioration is unlikely to take place at present.

Money supply reported a comparatively high growth rate (5.5% or BGN 1.2 billion)
over the June-August period, prompted by the 8.5% increase of BGN 922.4 million in
the most liquid monetary aggregate M1 having to do with the summer holiday season.
On the other hand, Ì3 dynamics had to do with a rise in both net foreign and net
domestic assets in the banking system.

Net foreign assets stepped up solely at the expense of the quarter-on-quarter growth
in commercial bank net foreign assets. The deposits of non-residents with local banks
decreased whereas the deposits of Bulgarian banks abroad went on the increase.
The above development was prompted by the recent practices of banks to sell some
part of their credit portfolio to foreign banks.

The quarter-on-quarter growth in net domestic assets had to do with the credit in-
crease in the same period. Non-government credit growth, however, ran well below
the period’s usual due mostly to the negative contribution of non-financial and finan-
cial enterprise credit, which declined by 0.6 and 16.1% respectively. A likely explana-
tion for the decrease in non-financial enterprise credit was that banks opted to trans-
fer the servicing of corporate loans to foreign banks. At the same time, household
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loans made up for the above decline, posting the most robust contribution of 9.6%
(BGN 531.3 million) to the quarterly increase in net domestic assets.

The currency board arrangement remained stable and highly trusted by economic
agents as the mainstay of the country’s economic stability. BNB FX reserves reached
14.28 billion, though declining negligibly as a result of the July buyback of Bradies and
debt payments to the IMF.

Vigorous stock exchange trading. Since the start of the year, both the stock ex-
change indices and volumes have reported significant fluctuations in the wake of BTC
privatization and follow-up fresh injections of real-life money into the equity market. It
is also possible that some part of this money has been re-channelled to the purchase
of shares of the other listed companies, sending demand and, hence, prices too high.
This was further evidenced by the turnover volatility reported by the companies, mak-
ing up the SOFIX. As of end-February, the share prices of a number of companies hit
levels that were difficult to account for by way of the key performance indicators re-
ported hitherto and gave rise to the new price correction of end-February. Another
reason had to do with the economic uncertainty related to the upcoming parliamen-
tary elections and fears as to the unpredictability of the new government policies,
exerting a certain downward pressure on prices. However, share prices started rising
on the day immediately after the election date.

At the same time, note should be also taken of the turnover dynamics: whenever
prices stepped up, turnover volumes followed suit, and vice versa – lower buying and
selling quotations pushed trading down, indicating a basically positive attitude of mar-
ket players. Therefore, the only possible explanation for the September drop in turno-
ver volumes, coupled with the rising market prices, had to do with the uncertainty as to
the short-term index’s dynamics. On the one hand, it was the expectations that a new
price correction is soon to take place, and on the other, that prices may well carry on
rising, undermining supply.

Inflation ran slightly higher than expected due mostly to the oil and food price
dynamics over the same period. Consumer price inflation stepped up by 1.90% in
the seven months to August, while going up by 4.38% on a yearly average7.

7 January- August’05 on a year earlier.

Core Inf lation

-4

-2

0

2

4

6

8

І ІІ ІІІ ІV І ІІ ІІІ ІV І ІІ ІІІ

2003 2004 2005

%

Core inflation

Core inflation,
excluding
unproccesed
food and
market-priced
energy

Source: NSI, AEAF

Base: Corresponding Quarter of Previous Year



10

O
ct

o
b
er

 2
0
0
5

Throughout May to August, unprocessed food prices were steadily declining, running,
however, higher than the price drop of the preceding years. In July and August, proc-
essed food prices stepped up well over the normal seasonal change. The above unfa-
vourable food dynamics was triggered by the summer floods and related thereto har-
vesting, yield and quality problems. Nevertheless, food prices since the start of the
year reported a 1.65% drop.

Crude oil price world wide had been steadily rising ever since May due to the poor
weather conditions and some speculative factors at work, soaring well over USD 70
per barrel. As a result, local fuel prices posted a 14.85% quarter-on-on-quarter in-
crease while going 28.62% up since the start of the year. In addition, cumulative fuel
price inflation led to a rise in the transport service rates of 2.33% on average.

Free price inflation over the January - August period (period’s cumulative) amounted
to 1.49%, making a 1.17 percentage point contribution to overall inflation.

Administered prices in the eight months to September advanced by 3.40%. In July,
heating prices (for water warm-up purposes) rose by 9.36%, and the item reported an
aggregate increase of 2.63%. The contribution of administered prices to consumer
price inflation amounted to 0.73 percentage points.

A record high cash surplus. Higher than the budget projections indirect tax rev-
enues and prudent spending policies were again the key items on the fiscal programme
agenda in the first half-year period of 2005. As of end-August the general budget cash
surplus ran as high as BGN 1.3 billion, accounting for 3.2% of the 2005 GDP expec-
tations. All this shows that the commitments undertaken by the country under the IMF
arrangements that the budget should end the year with a surplus of at least 1% of
GDP will be satisfactorily met, provided cautious spending policies are further sus-
tained by the end of the year.

The robust growth of 13.4% (9.3% on a consolidated basis) throughout the period
surveyed was solely triggered by tax revenues, the over-performance of indirect tax
revenues in particular. Despite the exceptionally high last year’s growth base, VAT
revenues alone stepped up by 30.3%. As of end-August, the revenue performance of
customs duties and the other two indirect tax items ran at 96.2% and 70% respec-
tively due to the strong import growth and higher excise duty rates and oil prices. On
the other hand, as a result of the lower rates in force since the start of the year, profit
and personal income tax revenues reported a slight decrease on a year earlier, as did
non-tax revenues. On a year earlier, budget expenditures went up by 16.4%, report-
ing performance of 62.9% as of end-August. The above increase had to do with the
higher spending on maintenance, doubled capital expenditures as a result of the
boosted investment activity as well as with the higher transfer amounts to the social
insurance funds in particular. At the same time, the increased general budget expen-
ditures were by and large due to the higher local government spending in relation to
the damages caused by the summer floods.

As a result of the altered debt policies, the structure of the government debt under-
went significant changes in July, with the debt of fixed interest coupon now enjoying a
higher share of 51.76%. 
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External Forecasts

Q3 average oil prices ran some USD 10 higher than earlier estimates as a result of the
tightened relations between Iran and the USA as to Iran’s nuclear programme and the
damages suffered by the US oil industry in the wake of the hurricanes. All this exerted
some extra pressure on trading and in end-August futures market prices stepped up
well over USD 70 per barrel. However, as a follow up, some of the big economies had
recourse to market interventions by unblocking their strategic reserves and oil prices
set back at slightly over USD 60 per barrel in September. Current estimates do not
provide for any further increase in oil prices for two main reasons: first, consumption is
already on its way to turn to alternative sources of car fuels, and second, there are all
the indications in place of a certain slowdown in global growth prompted by the exces-
sively high oil prices. Therefore, with a view to the coming winter months, current
forecasts draw on some USD 62-63 per barrel in the last quarter, and an insignificant
price decrease ever afterwards.

The soaring oil prices made inflationary expectations even stronger, sending in turn
interest rates rather high. Following the second quarter stabilisation, US inflation in
the first two months of the third quarter ran well over 3% on an annual basis, going as
high as 3.6% in August. All this made the Fed carry on raising US interest in a gradual
manner. As a result, the LIBOR (in USD) stepped up higher than the earlier estimates,
giving rise to some revisions in Q4 assumptions. US interest rates are to go on rising
in 2006 as well at a slower rate, though, according to current estimates.

The high oil prices had an adverse effect on inflation in the Euro area, which advanced
to 2.5% on an annual basis. This in turn strengthened the expectations that European
Central Bank would respond by steadily raising the interest rates. Current estimates
rely on a smooth interest rate rise in the Euro area as of early-2006. Nevertheless, the
interest rate difference between the USD and the EUR will be further sustained, fa-
vouring the US currency. In addition, the current forecasts do not point to any sharp
EUR/USD exchange rate volatility while providing for an insignificant increase in the
US currency.

Furthermore, current estimates sustain the underlying assumptions as to growth in
the global economy and Bulgaria’s major trading partners. Q2 growth in the Euro area
ran slightly higher vis-à-vis earlier projections but due to some Q1 revisions, given the
same growth rate of the past two quarters, 12-month growth has been revised down-
wards by a 0.1 percentage point to 1.5%. 2006 growth, on the other hand, is to pick up
by some 2% on an annual basis fostering Bulgarian exports.

Forecasts
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Forecasts

GDP

Current forecasts rely on a 0.4 percentage point increase in 2005 real growth (5.6%)
due to both the higher than expected Q2 growth and the revisions for the other two
quarters having to do with government spending.

The higher government spending in the second quarter vis-à-vis AEAF expectations
boosted both final consumption and investments, which in turn gave a strong push to
GDP growth. With a view to the robust performance of this year’s budget and expen-
ditures to make up for the flood damages, investments and consumption are expected
to report a higher rise compared to earlier forecasts. As a result, Q3 and Q4 growth in
both investments and final consumption has been revised upwards by 6.5 and 4.5
and 2.1 and 0.5 percentage points respectively. On the other hand, due to the stronger
domestic demand imports gained further momentum, and import growth has been
revised upwards by 2.0 and 1.3 percentage points in the third and fourth quarters. At
the same time, real export growth has been slightly understated as nominal growth
will be due to export prices rather than volumes, an assumption sustained by earlier
estimates. All this considered, Q3 and Q4 GDP is expected to rise even higher by 0.2
and 0.3 percentage points.

2006 will sustain the strong performance of the economy of the past few years. GDP
growth is to run at about 5.5% in real terms due mainly to the rapid development of the
external sector. On a year earlier, exports are to grow faster in real terms, whereas
imports are to step down. As a result, the contribution of net exports is to improve from
-3.0 percentage points to a solid -1.0 point. It should be also noted that final consump-
tion (4.1 percentage points) is expected to make a most robust contribution to 2006
GDP growth, slowing, however, down relative to 2005. This will be due to the year-on-
year decrease in government spending as well as the slower growth in household
consumption. The high consumption of the last few years, as triggered mostly by the
boosted bank lending will squeeze the growth potential of the aggregate indicator.
Similar considerations lie at the core of the assumptions as to a lower real investment
growth (of slightly over 9%) in 2006 compared to the preceding years.

A breakdown of 2006 GDP by quarter is given in Table 27. On the whole, 2006 GDP is
expected to grow throughout the year at a rather moderate rate. The high GDP growth
of the first half-year period of 2005 will account for the relatively lower growth in the
first and second quarters of 2006, whereas the usually strong external sector in the
third quarter will prompt a relatively vigorous growth rate in the same quarter.

Inflation

The extensive flood damages suffered by road infrastructure and farm land (agricul-
tural output volumes reported a 5.2% decline in the second quarter) exerted an up-
ward pressure on price inflation, food prices in particular, due to the downbeat expec-
tations as to this year’s yields, crop quality and, last but not least, possible price specu-
lations. Furthermore, the consumer price level is to further step up as result of the
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crude oil price dynamics. According to AEAF estimates, crude oil prices will go on
rising by the end of the year. This and other external factors at work have led to an
increase in the 2005 inflation expectations (See the table on page 27).

2005 core inflation is to run at 5.31%. Car fuel prices are to increase by 15.82%,
posting a contribution to total inflation of 0.83 percentage points. The higher fuel prices
entailed a rise in fares. All this together with the price adjustments of BTC of April will
bring about a 12-month aggregate increase in market service prices of around 7.84%.
Food prices are to go up by 4.59% while unprocessed food is to report a price rise of
6.04%. The effect of fuel and food price inflation excluded, free prices are to advance
by 4.51%. The aggregate contribution of all free price items to total inflation is esti-
mated at 4.18 percentage points.

In 2005 administered prices are expected to step up by 4.19% vis-à-vis earlier esti-
mates due mostly to the increase in heating prices, having to do with the more expen-
sive fuel prices, gas in particular. The contribution of administered prices to the coun-
try’s inflation is to amount to 0.89 percentage points.

Consumer price inflation is expected to run at 5.07% in end-2005 and 4.71% on a
yearly average.

2006 inflation forecasts depend heavily on the tax policies of the government, espe-
cially the schedule to be applied to the higher excise duty rates on some goods enjoy-
ing a rather large weight in the consumer basket, e.g. tobacco products and fuels.
Current estimates draw upon the assumptions that the new excise duties on tobacco
products will be instituted in 2006 in the amounts and rates originally foreseen for
2008, whereas the excise duty rates on spirit drinks negotiated with the EU will be
applied in 2006 instead of 2007. In addition, 2006 is to see an increase in the fuel
excise duty rate in compliance with the results of the negotiations on the harmoniza-
tion of the minimum excise duty rates on petrol.

Next year free prices are to rise by 2.69%. The 12-month increase in fuel prices is
expected to amount to 0.23%. The relatively small growth vis-à-vis the ever-rising
excise duty rates is based on the supposition that crude oil prices in 2006 will start
declining, going on a steady downswing. Market service prices are to step up by
7.10% due to the indirect effect of the more expensive energy prices and the Balassa-
Samuelson effect. Food price inflation is to advance by 1.62%. The contribution of
free prices to total inflation is estimated at 2.12 percentage points.

Administered prices are expected to go up by 14.47% in 2006 as a result of the robust
increase in tobacco prices of 65% having to do with the higher excise duty rates to be
applied since the start of the year. Their contribution to the country’s inflation is esti-
mated at 2.34 percentage points. In addition, electricity and heating prices are to
undergo further adjustment. As a result, the contribution of administered price inflation
to overall inflation is to run at around 3.08 percentage points.

End-of -2006 inflation is expected to amount to 5.20% whereas prices are expected to
step up by 6.26% on a year earlier.
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Employment and the jobless rate

The robust growth the Bulgarian economy is expected to report by the end of 2005
and throughout 2006 provides a solid ground for the continuous labour market up-
swing.

2005 employment is to rise at a slower rate of about 1.3%8 due mainly to the weaker
contribution of the active labour market programmes of the government anticipated.
As a result, the jobless rate is to step down rather slowly. Q3 unemployment is to
decline to about 9.8%9 due mainly to the stronger demand for seasonal labour in the
primary market only to advance again as of the year’s end to 10.9% as a result of the
seasonal shrinkage in employment and re-signing up with the job centres of those
have been involved in the temporary employment programmes. The 2005 unemploy-
ment rate is expected to run at around 10.5% on average, going some 1.5 percentage
points down on a year earlier. Next year’s unemployment will carry on decreasing at a
considerably lower rate, steadying about 10% on average. However, even given the
intentions of the government to raise the employed numbers under the active labour
market measures and programmes, the contribution of the latter to the declining coun-
try’s unemployment will be rather little. Therefore, any reduction in 2006 unemploy-
ment and hence rise in the country’s employment (by about 1.4% on an annual basis)
will be due to the boosted business activity of the private sector, which is to further
foster labour demand and job creation. At the same time, the resources to be made
available from the reduced social insurance burden are not to be re-channelled to new
job creation immediately. The above effect will manifest itself in the next couple of
years, prompted by the improved terms of business and higher investment activity in
the economy.

The slower growth in 2005 employment is expected to lead to a lower participation
rate in the economy10, which is to step down insignificantly by a 0.1 point on an annual
average to about 49.6%11 on a year earlier. In 2006, however, the rate is to go on the
increase to 50% due to the sustainable employment in the private sector, on the on
hand, and the declining discouraged numbers expected to join the labour force again,
possibly contributing to the slower decrease in the jobless rate.

Income and Productivity

Average wages as well as productivity12 will keep on rising in the next two quarters.
However, on an annual basis, 2005 growth in productivity will outstrip real growth in
average wages.

Relative to 2003 and 2004, spurred by the rapid development of the private sector
average productivity in the economy is to step up at a higher rate entailing a stronger
real rise in wages. In addition, as 2006 is expected to sustain the upward trend the
indicator will outstrip real wage growth again, favouring competitiveness.

8 The above estimates as to the growing employed numbers rely on labour force survey data.
9 By definition of LFS.
10 Of 15 years of age and over.
11 Current forecasts run some 0.2 percentage points lower vis-à-vis earlier expectations.
12 Estimates draw upon GDP data and the labour force survey findings as to the number of
employed.
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Balance of Payments

Growth in both exports and imports by the end of the year is expected to run well over
20%, producing a most adverse effect on the current account. Exports are to step up,
as fostered by the improved competitiveness of Bulgarian goods, the growth-condu-
cive price dynamics world wide, stronger foreign demand and relatively small USD’s
exchange rate fluctuations to the single European currency. At the same time, imports
will remain strong as a result of the boosted lending and investment activity in the
country, ever-rising raw material demands of the export-oriented industries as well as
the main commodity prices in the international markets.

According to AEAF estimates, the 2005 current account deficit is to hit a record high of
10.9% of GDP, deteriorating most drastically vis-à-vis earlier forecasts, as follows:
January (7.3%), April (7.7%) and July (8.5%). The forecasts revisions made through-
out the year have been triggered by the excessively high trade turnover, sending the
country’s trade deficit as high as 17.4% of GDP. This, together with the assumptions
as to foreign demand and worldwide price dynamics shaped the 2006 forecasts.

Bulgaria’s accession to the EU and improved competitiveness of local goods along-
side the sound growth rate expected in the global economy, the EU in particular, in
2006, provide for a strong export growth of about 12% in real terms. Real import
growth, at the same time, is expected to amount to some 11%, based essentially on
assumptions that both consumption and investments will go on the increase.

On the other hand, the expectations are that the main commodity prices are not to rise
drastically in 2006 as it happened in 2004 and 2005. Non-ferrous metal prices (in
USD) are anticipated to hold steady at their 2005 level or step up slightly, whereas
ferrous metal prices are to decline. In addition, higher crude oil prices will lead to more
expensive imports. The scenario draws upon a 14% increase in average prices (in
USD) on a year earlier. At the same time, the single European currency is to be slightly
cheaper to the USD throughout the year. Therefore, based on the above expecta-
tions, the export and import deflators are to run at about 2-3%, and nominal-term
growth is estimated at 13-15%, with the trade deficit holding steady at its 2005 level of
about 17% of GDP.

Given the performance since the start of the year, net services are expected to cover
only 20% of the trade deficit. However, in 2006 the ratio is to improve to some 25%,
with revenues from tourism rising by 15% on a 12-month basis due to the robust
investment injections in the industry and relatively good conditions for holiday making
in Bulgaria.

The 15% growth in private current transfers and over MEUR 300 of EU pre-ins amounts
expected will make up partially for the even huger trade deficit in 2006. In the mid-
term, significant allocations from the EU pre-ins and structural funds may curtail the
current account deficit while giving rise to some additional importation.

Over the past couple of years FDI have, as rule, fully covered the current account
deficit, now making up for about 70% of the 2005 deficit. The expectations are that
2006 FDI inflows will offset about 90% of the deficit. On the whole, however, the
financial account surplus is to fully cover the current account deficit in both 2005 and
2006. Despite the higher interest rates in the USA and EU in the same years ex-
pected, the cash inflows on the financial account are to be sustained due to the inter-
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est spread and high return on loans in BGN. The Central Bank’s restrictions on the
country’s credit growth will affect foreign financing and urge a more active borrowing
on the part of the non-financial sector from foreign lenders.

At the same time, the above flows tend to generate further importation and any de-
crease in their size will result in a lower current account deficit. In the medium term,
however, the balance of payments is not expected to exert a downward pressure on
BNB FX reserves.

Budget

General budget revenue forecasts by the end of the year remain almost unchanged
vis-à-vis earlier estimates. The strong Q3 performance lived up to expectations, bringing
about some insignificant changes in the revenue structure only. The vigorous growth
in imports is to result in higher VAT revenues. In addition, the above forecasts accom-
modate a double pay in December in the budgetary sector, although the government
has not yet come up with a final decision. However, provided there is no double remu-
neration, revenues from the personal income tax are to run some BGN 25-30 million
lower than expected. At the same time, grant estimates have undergone substantial
revisions. Q2 grants posted a most robust rise on a year earlier, which, however, was
fully offset by the poor performance of the revenue item in the first quarter. Practically
speaking, the comparison of the first half-year period grant revenues in the aggregate
has pointed to a year-on-year decrease, refuting the upward revisions in the earlier
2005 estimates.

2006 revenues are to amount to a total of BGN 19.2 billion, accounting for 41.4% of
GDP due mostly to the cut-down in the social insurance burden planned and sharp
increase in the excise duty rates on cigarettes and spirit drinks. The overall direct
effect on budget revenues is expected to run negative at about BGN 500 million.
These estimates, however, do not encompass the indirect effect on VAT revenue of
the higher excise duty rates, which will inevitably raise the taxable base. VAT is ex-
pected again to be the key source of budget revenues, with the 10.3% annual rise
being the result of the steady import growth and extra revenues from the higher ex-
cise duty rates. Profit taxation is not to see any serious alterations and revenues
thereof will step up in line with GDP’s nominal-term growth. The first quarters of the
year are to see a lower revenue inflow as the compensation payments due are to step
down on an annual basis as a result of the reduced tax rate. The amendments to the
personal income tax brackets planned are not to lead to any loss for the budget and
personal income revenues are expected to post a significant increase. The 7.9% year-
on-year rise in the revenue amounts from the above item projected has to do with the
steady growth in both employment and average wages.

Public sector forecasts draw upon a balanced budget in 2006 vs. a surplus of 1.7-2%
of this year’s GDP. The sizable 2005 surplus has been the result of the IMF arrange-
ment whereby 50% of the revenue over-performance is to be saved. The tax incentive
package planned for next year will, however, fully make up for the lower target level of
the budget balance and revenues are to remain unchanged as a percentage of GDP.
At the same time there is to occur a certain shift on the revenue side towards a higher
share of investments due to the stronger absorption capacity expected of ISPA funds.
All this considered, the public sector will carry on making a positive contribution to
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economic growth along the lines of government consumption while going on a steady
decrease as from 2006 onwards.

Public-sector estimates have been based on a number of assumptions as to 2006
government fiscal policies. Therefore, a major forecast error may evolve from altera-
tions to the policy intentions of the Finance Ministry already stated, with the amend-
ments (not yet voted by Parliament) to the current tax rates enjoying the heaviest
weight. As already pointed out, on the expenditure side, a key assumption is associ-
ated with the higher capital expenditures, which pre-determine the free amounts to be
used up by the government.

Financial Sector

2005 growth in money supply is to run at about 22% or slightly lower vis-à-vis the
earlier estimates of 24% due mostly to the declining growth in private-sector credit.
Money supply growth in 2006 is to further slow down as a result of the continuous sale
of corporate credit to foreign banks. Prompted by credit transfer, the significance of
domestic credit to broad money growth is to step down. However, it is to be partially
offset by the growing net foreign assets in the banking system.

As in the second half-year period of 2005 corporate loan interest already decreased to
levels applicable in the EU member states, in 2006 it is expected to hold steady around
the current levels. However, a slight decrease is also likely have banks sustained the
same lending rate and also in the wake of EU convergence. On the other hand, if
lending is to go on the decrease and credit portfolio quality deteriorates, interest rates
are to be raised to accommodate the higher lending risks. Furthermore, time deposit
interest is to remain more or less unchanged by the end of 2006. At the same time,
due to the temporary flight of foreign resources from the local banks long-term credit
interest may go on the increase unless non-resident deposits start rising again.

Credit growth by the end of 2005 and in 2006 is hard to estimate for two main reasons
as follows: on the one hand, the Central Bank is about to take further measures to put
the brakes on lending, including some new amendments to the regulations and legis-
lation in force. On the other, the on-going practice of banks to transfer some part of
their credit portfolio to foreign counterparts leads to a somewhat artificial contraction
in real credit growth. For this and other reasons, the estimated credit growth is sus-
ceptible to revisions. Therefore, 2005 growth is expected to run at about 37 – 38%,
going down to about 30% in 2006 as a result of the credit regulations in force now. 
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A likely postponement of the EU negotiated increase in excise duty rates will
undoubtedly lead to downward forecast revisions.

The above forecasts do not accommodate the effect of any new BNB clamp-
down on the country’s credit growth.

A likely increase in the imputed rental value of owner-occupied housing may
led to a higher nominal GDP.

Oil price dynamics remins a major source of forecast errors.   

Forecast Errors
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Inflation has been in the spotlight for quite a few months now due mainly to the follow-
ing two reasons: 1) the worldwide oil price dynamics since mid-2004, which sent the
local prices of refined oil products rather high and raised expectations as to a price
increase in other goods and services along the lines of inter-industry links; 2) the
stated policy intentions of the government to raise some of the excise duty rates. The
implementation of this measure has to do with the outcome of the arrangements
achieved in the negotiation process, whereas its application at an earlier date is asso-
ciated with Bulgaria’s commitment to fulfil certain criteria in the wake of its accession
to the EU and its willingness to join the Euro area as soon as possible.

Following the institution of the currency board arrangement there has been in the
country price stability and one-digit inflation achieved amidst all-embracing structural
reforms and several external to the economy shocks.

Since 1998 the inflationary process has come down to relative price changes mostly
rather than a continuous advance of the overall price level. The very low initial base of
bringing income and prices in line with the developed economies, the EU in particular,
together with the administered price adjustments have resulted in a significant relative
price change. The increase in market service prices outstripped cumulative price
change by 25% while the relative prices of food and non-food items lagged consider-
ably behind by 18 and 28% respectively. Administered price adjustments have made
the strongest contribution to overall inflation. Accordingly, relative administered prices
exceeded inflation by 60%.

Mid-Term Inflationary Developments

in the spotlight

Average Increase of  the Consumer Prices in 1998-2004

0 2 4 6 8 10 12 14 16

Inflation - total

  Foodstuffs

  Non-foodstuffs

  Services

  Energy goods

  Administered prices

Core inflation (market prices)

% Source: NSI, AEAF
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The Maastricht Criterion of Price Stability

As agreed, the Bulgarian government and the Central Bank will seek ways to “join the
Euro area and hence adopt the single European currency immediately after the said
date of Bulgaria’s accession to the EU”. As a first step they are to “apply for accession
to exchange rate mechanism II (ERM II) immediately after the date of official member-
ship of the country in the EU”13. Therefore, a major challenge the country will have to
face in an ERM environment has to do with the price stability criterion of convergence.
The latter, however, is estimated on the basis of average inflation in the three best-
performing Member States by adding up another 1.5 percentage points. The period of
criterion fulfilment is 12 months preceding the examination of the situation in the said
member state, and the index whereby inflation is gauged is the harmonized index of
consumer prices (HICP).

If Bulgaria is to enter the Union on 1st January 2007, price stability in the country will
then depend heavily on the inflation rate in 2008. According to AEAF estimates, aver-
age annual inflation in 2007 is to run at about 3.1% and further down at around 2.8%
in 2008. 2008 estimates are close to the 2004 target inflation rate of 2.4% announced
by the ECB. This target is, however, difficult to achieve, taking note of the inflation
data of the preceding years and now as well as the factors, accounting for the overall
price change. In addition, it should be also noted that in terms of methodology the CPI,
as calculated by the NSI, does not fully meet the HICP requirements of Eurostat.

Likely Sources of Inflation over the 2007-2008 Period

Bulgaria has to bring its tax policies, indirect taxes including, into line with the EU
acquis

The alignment of the local excise duty rates started in 2001 and is about to end some
time in 2010. The earlier adjustment in some of the rates under the Bulgaria-EU agree-
ments and arrangements is to result in a significant but one-off increase in the CPI in
2006. At the same time, its effect on inflation is expected to manifest itself earlier than
2008, which is vital to the achievement of price stability. Therefore, the upward pres-
sure of the higher excise duty rates on inflation in the first years of EU membership will
be significantly lower.

Administered price adjustments – inevitable even after the country’s accession to the
EU

Administered prices, the prices of electricity for household purposes in particular, are
expected to go on the increase in the next couple of years. The State Commission on
Energy and Water Regulation (SCEWR) has been so far successfully declining the
demands of the district energy supply companies for more expensive electricity prices
ever since the start of market liberalization and a year after the termination of the 3-
year stepwise schedule for an annual centralized increase in heating and electricity
prices in 2004. Currently, however, it is rather difficult to foresee what the exact timing

13 Agreement of the Council of Ministers of the Republic of Bulgaria and the Bulgarian National Bank
on the adoption of the single European currency, dated 25th November 2004.
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and proportion of another price rise will be. The removal of the so-call “social price” of
day-time electricity of 75kWh alone14, at the request of the World Bank is estimated at
some 1.4 percentage point contribution to inflation. Therefore, any further adjustment
in administered prices and the excise duty rates will remain a major source of con-
sumer price inflation while failing to affect the inflation total so strongly.

Strong impact of the external environment

As Bulgaria is a small and open economy free price inflation depends largely on the
interplay of external factors: crude oil and other raw material price dynamics world
wide; the USD/EUR exchange rate and import price inflation. The more expensive oil
prices affect the manufacturing industries and consumer price inflation not only di-
rectly but also indirectly by raising production costs in industries seemingly not de-
pendent on fuel prices or by imposing a certain restructuring in household spending
and consumption patterns. At AEAF estimate, the direct effect of the 10% crude oil
price rise on consumer prices amounts to 0.3, whereas the indirect effect runs at 0.4
percentage points.

Domestic demand

With the currency board arrangement in place and macroeconomic stabilization
achieved, Bulgaria has become a relatively rapidly growing economy. This, however,
has given rise to the so-call structural inflation most often accounted for by the Balassa-
Samuelson effect and led by the income and price adjustment to EU levels.

The next few years will have to sustain the sound ratio of productivity growth to real
wages achieved. Throughout 1998 to 2004 productivity growth (period’s cumulative)
tended to outstrip wages. Any turnaround in this trend, however, may exert an upward
pressure on domestic prices. At the same time, it should be noted that well until 2001
the country’s employment was steadily declining, whereas employment by 2008 is to
go on the increase as a result of the boosted private-sector business activity perpetu-
ating a robust demand for labour.

The manifestation of the Balassa-Samuelson effect is to be assessed taking into ac-
count the economic performance of Bulgaria’s trading partners. The different growth
rate of productivity between the sector of tradables and non-tradables in the country
vis-à-vis EU-15 accounts for the different inflation rates. Relative average productivity
in Bulgaria – tradables to non-tradables ran some 2.1 percentage points higher than
in EU-15, whereas local relative prices – non-tradables to tradables surpassed EU-15
relative prices by 2.5 percentage points over the 1998-2004 period.15 At AEAF esti-
mate, the one percentage point higher relative productivity in Bulgaria vis-à-vis EU-15
resulted in a 0.3 percentage point increase in the aggregate deflator of gross value
added (GVA). i.e. GVA over the 1998-2004 period in Bulgaria ran some 0.6 percent-
age points higher than in the EU-15. The next couple of years are expected to see a
lower contribution to overall inflation as the effect of the above trend is to steadily fade
away.

14 The State Commission on Energy and Water Regulation (SCEWR) removed the cheaper night-
time rate of electricity consumption up 50 kWh applied to end-users five months a year.
15 The above estimates rely on GVA data. The price effect calculated refers to the value added
deflator.
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NSI CPI vs. EU HICP

The CPI, as calculated by the NSI, has not yet been brought fully into line with Eurostat
requirements. CPI estimation relies on household money expenditure data from the
household budget surveys as a major source of information on weights. They, how-
ever, take no account of the expenditures of non-residents made on domestic territory.
Therefore, the index currently in use does not comply with “the domestic concept of
constructing HICP weights” 16. According to NSI estimates, the above concept leads to
a profound change in weights, as a different structure will yield different results, i.e. a
price index other than the one (CPI) currently employed for statistical purposes. It
follows that the institution of the concept is a mandatory step to making the local CPI
consistent with the HICP. The faster amendments to methodology will make the local
index relevant to EU estimates. All this will facilitate inflation forecasts because so far
analysts have handled an index that is locally applicable (as is the case with many
countries) and, yet not exploited in gauging inflation in the Community or the EMU.  

16 À. Dantcheva, R. Tsonkova, Implementation of the Domestic Concept into Bulgarian HICP. Two
Possible Approaches to HICP Weight Construction, NSI WG on HICP, Malta Workshop, La Valetta,
24-25 May 2004.
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