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Bulgarian monetary policy regime seeks national currency stability with a view to price stability. The BNB quar-
terly Economic Review presents information and analysis of balance of payments dynamics, monetary and credit
aggregates, their link with the development of the real economy, and their bearing on price stability. External envi-
ronment is also analyzed since the Bulgarian economy is influenced by international economic fluctuations. This
publication contains quantitative assessments of the development in major macroeconomic indicators in the short
run: inflation, economic growth, monetary and credit aggregate dynamics and interest rates.

The Economic Review, issue 3/2008 was presented to the BNB Governing Council at its 7 October 2008 meeting.
It employs statistical data published up to 30 September 2008.
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clusively the information user is liable for any consequences thereof.
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Global financial markets, which relatively stabilized at the end of the second quarter of 2008, were
shaken by the failure of several large financial institutions in September. The continuous tension coupled
with tightening of lending standards and rising cost of financing led to deepening business pessimism
which was visible in rapid worsening of global indicators of economic activity. Economic activity dampen-
ing in developed countries and expectations of global growth slowdown affected world prices of major raw
materials, foods and fuels which started falling. In an unprecedented coordinated action, on 8 October the
European Central Bank and central banks of the USA, Canada, United Kingdom, Switzerland, Sweden and
China lowered interest rates on main refinancing operations. Governments also took extraordinary meas-
ures to stabilize financial markets and restore global economic agent confidence.

In Bulgaria, over the first seven months of 2008 global financial market turmoil was mostly reflected in the
rising cost of financing on the domestic money market, increasing deposit and credit interest rates and stock
index declines. Foreign capital inflow in Bulgaria remained strong but highly uncertain international environ-
ment after September created risks for the future. The balance of payments financial account surplus (pre-
liminary data) exceeded EUR 6 billion between January and July 2008 and foreign direct investment ac-
counted for EUR 2.8 billion. BNB international reserves continued rising to reach EUR 14.7 billion at the end
of September. The ratio between international reserves and average monthly imports of goods and services
between January and July came to 5.7 months, from 5.2 months a year earlier.

Real GDP growth over the first half of 2008 accelerated to 7.1 per cent, with real growth in fixed asset
investment contributing 6.5 percentage points to overall growth (over the first half of the year real growth in
fixed asset investment was 22.7 per cent compared to the corresponding period of the previous year). Gov-
ernment consumption contribution to overall economic growth in the first half of 2008 was negative following
the conservative fiscal policy pursued. The policy of moderate growth in government expenditure is intended
to limit external demand growth and mitigate its pressure on inflation and current account deficit growth.

Although the strong economic activity and foreign capital inflow continued to create conditions for com-
paratively rapid growth in monetary aggregates, the high base of 2007 and credit growth slowdown con-
tributed to a gradual decline in monetary aggregate growth rates.  Increases in deposit interest rates and
cost of financing on money markets both in Bulgaria and the euro area continued to spill over into lending
interest rates.

Economic growth is expected to remain high until the end of 2008 though rapidly deteriorating interna-
tional environment may result in moderation of economic growth until the end of the current year and es-
pecially in the coming year. Economic situation in Bulgaria has remained favourable so far and competitive
positions of the economy have been sustained. Due to the dramatic worsening in the international situation
in September, business expectations in Bulgaria may undergo fast changes. Firms will face the challenge
to more flexibly manage their expenditure, especially on wages, so that they could retain their competitive
positions amid the global slowdown in economic activity.

Credit activity will continue to moderate, with the growth rate of bank claims on the non-government sec-
tor expected to reach 40 per cent on an annual basis by year-end. The rising cost of attracted funds is
likely to push further lending interest rates. Still strong competition in supplying loans will be a limiting fac-
tor to this.

Inflation started to moderate in the second half of 2008. This trend is expected to continue until the end
of the year, and declines in world fuel and commodity prices will push down domestic prices by contrast
with direct and indirect effects of increased natural gas prices.

Summary
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1. External Environment

Global financial crisis deepened further in September 2008 when risks to global economic growth increased.
Raw material prices started falling due to reduced demand from developed countries and several leading
emerging economies. Efficiency of the measures taken by central banks and government institutions will largely
predetermine the success in restoring normal functioning of financial markets and counteracting downside risks
to global economic growth.

Prospects for the leading economies of the USA
and the euro area worsened significantly over the
third quarter of 2008. Current economic indicators
reached their lowest values since 2001, with pes-
simism rising further both in industry and services.
Expectations of new orders and production signifi-
cantly decreased.

Global PMI

Sources: NTC Research, JP Morgan.

The US sub-prime mortgage crisis continued to
deepen. The collapse of US leading financial insti-
tutions affected large European banks. Stock mar-
ket collapse at the end of September was the
largest one since 1987. Only in two weeks at the
close of September and early October S&P 500
lost 18 per cent, DJIA 17 per cent, and DJ
STOXX 50 euro area 20 per cent of their value.
Uncertainty around the efficiency of the measures
undertaken to provide liquidity on the interbank
market contributed to the increase in stock market
volatility.

While trying to overcome the financial market
crisis, central banks injected considerable
amounts of liquidity into the markets. In an un-
precedented coordinated action, on 8 October the
European Central Bank and central banks of the
USA, Canada, United Kingdom, Switzerland, and
Sweden lowered interest rates on main refinancing

operations by 50 basis points. Coordinated inter-
vention of the six central banks was underpinned
by the central bank of Japan, and the central
bank of China cut its interest rate by 27 basis
points. The significant instability and rising risks to
the world financial system created high uncer-
tainty about future actions of monetary institutions
in the coming quarterly periods.

Expectations of slowing economic growth in the
USA and the euro area spilled over into key
emerging economies.  China's latest business
indicators recorded worsening and expectations of
economic growth moderation. Major commodity
markets also reacted to changed expectations,
with energy and metal prices decreasing signifi-
cantly.

Global trade rates moderated further, with
growth falling to 5.2 per cent on an annual basis
between January and July (against 7.1 per cent
on average in 2007).

World Trade
(annual rate of volume growth, %)

Source: CPB Netherlands Bureau for Economic Policy Analysis.

Euro Area

In the second quarter of 2008 euro area eco-
nomic growth declined to 1.4 per cent on an an-
nual basis (2.1 per cent in the first quarter). Eco-
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nomic activity moderation was due to declines in
investment and consumption growth. Slowing eco-
nomic growth in key trading partners of the euro
area led to net exports declines.

Contribution to Euro Area Growth by GDP Component
(Quarterly)
(%)

Source: Eurostat.

Over the third quarter of 2008 negative trends
in leading economic indicators (IFO, EC indica-
tors) and macroeconomic data in real terms (retail
sales, industrial output, consumption) deepened
further. These trends signal a possible significant
moderation in economic growth to a level below
the potential over the second half of 2008. The
expanding global financial crisis increased the
probability of recession in the euro area over the
coming quarterly periods.

Euro Area Consumer Confidence Indices

Source: Eurostat.

PMI and Euro Area GDP Growth
(%)

Sources: NTC Research.

The significant credit spread increase reported
recently along with market capitalization reduc-
tions in the financial sector will cause further tight-
ening of lending standards and rises in the cost
of financing. This will limit private sector's access
to financing and have an adverse effect on con-
sumption and investment. Worsening prospects
for employment and corporate profits are likely to
exert an additional pressure on consumer and
investment decisions.

Liquidity Premium
(the spread between 3-month EURIBOR and EONIA)
(%) (b.p.)

Source: Bloomberg.

Euro Area Inflation Rate
(percentage change on same period of previous year)

Source: Eurostat.

According to preliminary data, in September
HICP declined to 3.6 per cent on an annual ba-
sis, after reaching 4.0 per cent in previous
months. Fuel price declines and food inflation
moderation had the major contribution to this de-
cline. Core inflation stayed at low levels and in
August reached 1.9 per cent on an annual basis.

The outlook for the last quarter of 2008 shows a
gradual slowdown in inflation compared with the
current level, with its dynamics reflecting the ex-
pected favourable base effect and subsiding
pressure of final consumer demand and commod-
ity and energy prices. Upside risks to price stabil-
ity were associated with volatility of oil and major
commodity prices, as well as with possible sec-
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Growth and Inflation in EU-27 and EU-9
(%)

Sources: Eurostat, own calculations.

EU-9*
In the second quarter of 2008 EU-9 economic

growth continued to moderate and came to 5.4 per
cent on an annual basis (against 5.7 per cent in the
first quarter). The highest rates of growth were re-
ported by Romania, Slovakia and Bulgaria (9.3, 7.6
and 7.1 per cent respectively). Inflation in EU-9
countries accelerated in the second quarter to 7.1
per cent on an annual basis, foods and fuels con-
tributing again most significantly to this.

Expectations based on leading OECD indicators
for Central and Eastern Europe countries are for
growth moderation in the second half of the year.

* EU-9 includes the countries which have acceded the EU since
2004, excluding Slovenia, Malta and Cyprus. As from 1 January
2007 Slovenia and as from 1 January 2008 Malta and Cyprus
became full-fledged members of the Economic and Monetary Un-
ion.

ond-round inflationary effects in the price and
wage formation.

Euro Area Unemployment Rate and Employment Growth
(%)

Source: Eurostat.

Euro Area Interest Rates
(%)

Source: Bloomberg.

In early July the ECB raised the repo interest
rate by 25 basis points to 4.25 per cent. At its
monetary policy meetings in August and Septem-

ber, the ECB left unchanged the repo interest
rate. At the 8 October meeting, the ECB jointly
with other leading central banks cut the interest
rate on main refinancing operations by 50 basis
points to 3.75 per cent.

ECB Main Refinancing Rate and Six-month EURIBOR
(%)

Source: Bloomberg.

Forward Rates Based on the Fixed Swap Yield on
Overnight Interest Rate (OIS)
(%)

Source: Bloomberg.
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USA

Final data show that economic activity acceler-
ated in the second quarter of 2008 to 0.7 per
cent on a quarterly basis, 0.1 percentage point
less than in the preliminary estimate. The down-
ward revision refers mainly to consumption and
net exports data. Investment had a negative con-
tribution to GDP, with housing construction and
investment in production equipment recording the
strongest decrease.

Contribution to US Growth by GDP Component
(Quarterly)
(%)

Source: Bureau of Economic Analysis.

In the second quarter of 2008 economic indica-
tors in industry worsened further. The services
sector slightly stabilized. Significant oil price falls
affected consumer confidence favourably which
rebounded in August and September after the
record minimum values reached in recent months.
Labour market employment declined significantly,
resulting in an increasing unemployment to 6.1
per cent at the end of August. Employment out-
look remains negative for the following several
quarters.

US Consumer Confidence Indices
(2000 = 100)

Source: The Conference Board.

US PMI of Industry and Services and GDP Growth
(%)

Source: Institute for Supply Management.

US Unemployment Rate and Changes in Payroll
Employment
(%) (payroll employment, thousand)

Source: Bureau of Labour Statistics.

The sizable number of unsold houses is ex-
pected to put downward pressure on prices and
to repress investment activity in this sector. Tight-
ened standards in extending bank loans and
worsening conditions for financing through capital
markets continued to create prerequisites for
slower investment activity in other sectors as well.
In the last three months financial institutions tight-
ened standards for extending consumer loans
which will have a negative effect on consumer
activity in the last months of the year.

In the coming months net exports contribution to
economic growth is likely to decrease due to
lower demand in major trading partners of the
USA and comparatively higher value of the US
dollar.

In August 2008 US inflation as measured by
personal consumption expenditure (PSE) deflator
rose to 4.5 per cent on an annual basis. Core
inflation reached 2.6 per cent over the same pe-
riod. Inflationary expectations of the markets de-
creased significantly following the oil price de-
clines. The risk of secondary effects related to
labour expenditure subsided considerably and
this downward trend is likely to be sustained in
the future given the labour market developments.
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US Inflation Rate
(percentage change on same period of previous year)

Sources: Bureau of Labour Statistics, Bureau of Economic Analysis.

Housing market imbalances continued to have a
negative effect on financial markets due to mort-
gage asset revaluation.  The negative outlook for
the financial sector was leading in identifying in-
vestment sentiment. Volatility of the stock and
government securities secondary markets in-
creased markedly, resulting in severe flight-to-
quality episodes.  High uncertainty continued to
dominate money markets, and credit risk premium
was sustained. Seizure of Fannie Mae and
Freddie Mac under government control and the
subsequent Lehman Brothers bankruptcy put ad-
ditional pressure. System risk concerns led to
shaky confidence among interbank market partici-
pants using various Federal Reserve System pro-
grammes as a major source of liquidity.   The
fact that non-US banks were short of US dollar
liquidity was the reason for significant increases in
the existing Federal Reserve swap lines with other
central banks. In response to this, the main gov-
ernment bodies responsible for supervising and
controlling the US financial sector took a decision
for intervention through stimulating purchases of
unstable financial institutions by better capitalized
companies. The following step includes adoption
of the 700-billion-dollar plan by the US Treasury
to bail out troubled assets.

US Federal Funds Rate and Six-month LIBOR
in US Dollars
(%)

Source: Bloomberg.

On 6 October the Federal Reserve System
raised the volume of additional liquidity provided
to banks from USD 75 billion to USD 150 billion,
with the credit term increasing from 28 to 85
days. Two days later the Federal Reserve System
jointly with other leading central banks cut the
interest rate on main refinancing operations by 50
basis points to 1.50 per cent.

Implied Federal Funds Futures Interest Rate
(%)

Source: Bloomberg.

The USD/EUR Rate

Over the third quarter of 2008 the US dollar
appreciated significantly (around 8 per cent)
against the euro. Data on spreading the unfavour-
able effect of the US financial crisis to Europe
and possible interest rate cuts by the ECB prede-
termined negative sentiment towards the euro.

USD/EUR Exchange Rate
(USD per EUR 1)

Source: ECB.

However, at the end of the third quarter market
participants’ attention was focused again on the
problems of the US financial sector.  The decision
for taking control over the US mortgage finance
companies by the Federal Housing Finance
Agency (FHFA) along with the collapse of the
fourth largest US investment bank and troubles in
other financial institutions caused tension in finan-
cial markets.
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China’s Economy in 2008
Data on China for the second quarter show the most significant slowdown in GDP growth for the last three years:

10.1 per cent on an annual basis (against 10.6 per cent for the same period of the previous year). The slowdown
is associated with declines in external demand and investment activity, as well as measures undertaken by the
central bank to curb credit expansion in particular sectors of the economy. Though reporting slower rates, the Chi-
nese economy is the most rapidly growing among the 20 largest world economies. According to IMF data, as of
the end of 2007 the China's share of the world GDP was between 5 and 6 per cent, while that of the USA was
slightly above 26 per cent.

Due to concerns about a total slowdown in economic activity, in the middle of September monetary authorities in
Beijing cut the main interest rate for the first time in six years (to 7.20 per cent, from 7.47 per cent) and lowered
the reserve ratio (to 16.5 per cent, from 17.5 per cent). The authorities took not only monetary but also fiscal and
foreign exchange measures.  In support to exports, tax incentives were given to textile and clothing exports and si-
multaneously the renminbi appreciation’ rate slowed down. Currently, a new plan on additional government expen-
diture is discussed.

The government introduced a number of administrative measures intended to limit the flow of speculative foreign
capitals in China. Chinese regulatory authorities announced that control over foreign direct investment will be
strengthened to prevent creation of fictitious companies. The main reason is the risk of a sudden capital withdrawal
which could threaten financial system stability. A requirement was introduced for exporters to prove that their in-
comes come from real trade transactions registered by customs authorities. In early August a new structure was
established to the central bank to manage the exchange rate reform and monitor cross-border short-term capitals.

The Chinese ICBC, CCB, and Bank of China are among the largest banks in terms of market capitalization. De-
spite some transactions in 2007, these banks have reported small exposure to US sub-prime mortgage products.
This was due to the strict government regulation of foreign portfolio investment. In 2008 the Chinese authorities did
not permit any large investment in foreign financial institutions. On the other hand, the central bank of China is a
major holder of US government securities of nearly USD 1 trillion and of bonds issued by the nationalized Freddie
Mac and Fannie Mae agencies.  Since China is one of the major external creditors of the US financial system,
government's policy is of key significance for global stability.

5.5 7.3 4.9 6.9 6.2 7.0 7.1
4.3 4.1 3.8 3.6 4.0 3.6 3.4
6.7 3.9 4.4 5.1 5.0 5.4 6.5
6.1 5.7 5.7 6.6 6.0 8.2 9.3
8.1 4.1 3.3 3.6 4.6 6.7 1.9
7.0 6.6 5.1 3.7 5.6 4.3 3.4
7.8 7.7 6.6 6.4 7.1 8.4  6.2

The Balkan Region
During the first half of 2008 Balkan countries reported comparatively high growth rates despite the worsened in-

ternational conditions. Domestic demand in this region remained stable. Private consumption and investment con-
tinued to increase at high rates. Between January and July 2008 industrial output rates in most countries of the re-
gion remained strong compared with the corresponding period of 2007. In the third quarter the upward inflation
trend came to an end.  Food and fuel price rises continued to have a major contribution to overall price increases
in this region.

Expectations show continuous high rates of growth in the third quarter and a probable slight moderation in the
fourth quarter of 2008. The worsened international situation is likely to have an adverse effect on economic growth
in 2009. However, growth in this region will benefit from high yields of agricultural production.

   Real Growth and Inflation in Balkan Countries (Quarterly)

20072007200720072007 20082008200820082008

IIIII IIIIIIIIII IIIIIIIIIIIIIII IVIVIVIVIV TotalTotalTotalTotalTotal IIIII IIIIIIIIII III*III*III*III*III*

Growth (on the corresponding period
of previous year, %)
Bulgaria
Greece
Macedonia
Romania
Turkey
Croatia
Serbia

(continued)
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International Prices of Crude Oil,
Major Raw Materials, and Gold

Crude Oil

In the beginning of the third quarter crude oil
prices reached USD 140 per barrel, reflecting
high demand and expectations that the US
economy will not suffer a significant downturn. In
August and September signals of slowing world
economy became clearer, and crude oil prices fell
to about USD 96 per barrel. The slowdown of
demand both in OECD countries and in emerging
economies coupled with expectations of introduc-
ing new oil production capacities in non-OPEC
countries contributed to the decrease in supply
uncertainty.  Latest International Energy Agency
forecasts point to expectations of global growth in
oil demand by 0.8 per cent in 2008 and 1 per
cent in 2009, less 0.2 percentage points than in
the second quarter forecast.

In response to the dramatic fall in oil prices,
OPEC countries cut supply quotas by 520 million
barrels per day. However, no changes in the
price were registered.  According to IEA data, in
August the OPEC supply accounted for 30.4 mil-
lion barrels per day, 700,000 barrels more than in
the projected member state quotas.

Over the fourth quarter oil prices are likely to
stay at the current levels and based on market
expectations, the average price will range be-
tween USD 70 and USD 90 per barrel.

Crude Oil Prices
(USD per barrel)

Source: World Bank.

World Crude Oil Demand and Supply
(Quarterly)
(million barrels per day)

Source: IЕА.

Major Raw Material and Commodity Prices

Over the third quarter of 2008 metal prices
started to decline due to the world industry
slowdown and decreased new orders. The metal
price index shows a decrease of about 5 per
cent on the previous quarter. Nickel prices fell
most significantly (25 per cent) followed by zinc
and lead prices (16 per cent). Copper and alu-
minium prices posted a decrease by 6.5 per
cent and 2.5 per cent respectively. Unlike non-
ferrous metal prices, steel prices continued to

(continued)

20072007200720072007 20082008200820082008

IIIII IIIIIIIIII IIIIIIIIIIIIIII IVIVIVIVIV TotalTotalTotalTotalTotal IIIII IIIIIIIIII III*III*III*III*III*

Inflation (averaged for the period, %)
Bulgaria
Greece
Macedonia
Romania
Turkey
Croatia
Serbia

* July and August inflation data.

Sources: Statistical institutes and central banks of respective countries.
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rise, their rate coming to 22 per cent on the pre-
vious quarter. Expectations are for retaining the
downward trend in non-ferrous metal prices and
a slight fall in steel prices until the end of the
year.

Over the third quarter food prices fell by 6.7
per cent on the previous quarter. Wheat prices
dropped by about 12 per cent in July and Au-
gust due to high yields in EU-27, Russia, Ukraine
and Canada, which offset the lower-than-ex-

pected production in Australia, Argentina and
Kazakhstan. Thanks to high yields, an 18 per
cent increase in world wheat inventories is ex-
pected after significant declines in the last two
years. Corn prices also posted a decrease
(about 7 per cent) along with rice (17 per cent)
and vegetable oils (9.2 per cent).

Food prices are expected to decline until the
end of the year due to higher yields and in-
creased exports from major exporting countries.

Price Indices of Major Commodities and Commodity Groups
(2007 = 100)

Sources: World Bank, BNB.

Steel Copper

Food Wheat

Gold

Over the third quarter of 2008 gold prices (one-
month futures) fluctuated between USD 740 and
USD 980 per troy ounce: a significantly broader
range compared with the previous quarter. Over
the review period the average price in euro re-
mained almost unchanged on the second quarter.
In September gold price fluctuations intensified
significantly as a result of the increased instability
in the world financial markets.

In July and August the USD/EUR exchange rate
and mostly oil prices were the two most important
factors behind gold price dynamics. In September

the situation changed significantly, with gold being
actively used as a safe haven.

Spot Price of Gold
(USD per troy ounce)

Source: The London Bullion Market Association.
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Based on recent GFMS data, demand for physi-
cal gold in the second quarter declined by 19 per
cent on the same period of 2007 and reached
735.6 tons (an increase of 9 per cent in value to
USD 21.2 billion). The decrease continued to re-
flect mostly the reduced demand in India (-45 per
cent in the second quarter) where the use of gold
for jewellery production accounted for a quarter of
global gold consumption. Gold demand posted an
increase only in China and Egypt  (by 7 per cent
on an annual basis for the second quarter).

Bulgarian External Debt Dynamics
on International Financial Markets

In the beginning of the third quarter of 2008
sovereign risk spreads fluctuated in a compara-
tively narrow band, approaching the level of the
end of the previous period. Temporary
stabilization of financial markets and partly re-
stored investor risk appetite contributed to this. In
September sovereign risk spreads of emerging
markets, as measured by JP Morgan Euro EMBI
Global  index, increased to a maximum of 170
basis points (on 18 September).

Following the general market trend, in July and
August Bulgaria's government debt spread meas-

ured by the JP Morgan index stabilized at around
130 basis points (a minimum of 116 basis points
and a maximum of 147 basis points). In early
September sovereign risk spreads started to
widen and reached the maximum value of 197
basis points on 18 September.

Over the last quarter of 2008 sovereign risk
spread volatility is expected to stay at high levels
due to great uncertainty around developments of
world financial markets, reduced risk appetite of
investors and prospects for a slowdown in global
economic growth.

Government Debt Yield Spreads in Bulgaria,
Romania, Poland, the Czech Republic and Hungary
(Euro EMBI Global index)
(b.p.)

Source: JP Morgan.

Dynamics of Sovereign Credit Default Swap (CDS) Spreads
The premium charge paid for insurance principals of debts issued by emerging markets have recorded a signifi-

cant rise since the end of July. This change reflects shifts in the attitude toward emerging markets which have
been so far considered untouched by the US financial crisis. However, the outlook changed after signs of slowing
economic activity emerged in Europe and Asia. In this context, European countries are already considered riskier
than Asian countries due to their higher exposure to developed markets and dependence on financing from bank
groups. Credit risk premiums in countries like Hungary, Romania, Bulgaria, Latvia, Estonia and Lithuania posted a
significant increase over the third quarter of 2008.

Since risk premiums should be seen as a protection against the risk of non-payment on government securities,
they should take into account the macroeconomic situation in a particular country, its public finance performance
and the level of government debt.  In the case of Bulgaria, the macroeconomic environment was stable, budget
surplus exceeded 3 per cent, government's fiscal re-
serves came to BGN 11.5 billion at the end of August and
government debt was 15.5 per cent of GDP. Thus, it is
obvious that the increase in CDS premiums for Bulgarian
government securities did not reflect the nation's eco-
nomic conditions but is driven by global negative trends
in world financial markets.

Given the ongoing international finance developments,
market participants did not take into account differences in
the current and future performance of economic fundamen-
tals and fiscal positions of individual countries. High risk
premium for emerging markets was reached in the middle
of September thereby exceeding the level of March. How-
ever, an adjustment occurred after the announcement of
the US bail-out plan for the financial sector.

Sovereign CDS Spreads for Bulgaria, Romania,
Estonia, Latvia and Lithuania
(b.p.)

Source: World Bank.
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The net external funds inflow into Bulgaria is expected to continue in the second half of 2008. The uncertainty
and instability on international financial markets, as well as the increased cost of financial resources may cause
difficulties for domestic economic agents in borrowing external financial resources.

2. Financial Flows, Money and Credit

Cash Flows Which Prompted Significant Changes in Gross
International Reserves
(million EUR)

 Jan.≠June Jan.≠June 2007,
2008 2007 total

Total for the periodTotal for the periodTotal for the periodTotal for the periodTotal for the period 11081108110811081108 508508508508508 25452545254525452545
Purchases and sales of euroPurchases and sales of euroPurchases and sales of euroPurchases and sales of euroPurchases and sales of euro 1 2091 2091 2091 2091 209 1 1941 1941 1941 1941 194 2 4102 4102 4102 4102 410
at tills -22 -22 -60
banks, incl. 1 231 1 204 2 458
     bankís purchases 56 998 15 015 54 467
     bankís sales -55 767 -13 811 -52 008
Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, etcetcetcetcetc..... -101-101-101-101-101 -686-686-686-686-686 135135135135135
Minimum required reservesMinimum required reservesMinimum required reservesMinimum required reservesMinimum required reserves 103103103103103 -64-64-64-64-64 827827827827827
Government and other depositorsGovernment and other depositorsGovernment and other depositorsGovernment and other depositorsGovernment and other depositors -204-204-204-204-204 -622-622-622-622-622 -691-691-691-691-691

Source: BNB.

Foreign capital inflow in Bulgaria remained
strong between January and July 2008 de-
spite enhanced uncertainty in international
financial markets. According to preliminary
data, by mid-2008 foreign direct investment
inflow accounted for 20.3% of the GDP on an
annual basis. The total balance of payments
current account and capital account balance
went down by EUR 1.3 billion to EUR 4.3 bil-
lion in the first seven months of the year re-
flecting mainly the higher trade deficit (by
EUR 1.4 billion). The balance of payments
reported a surplus of EUR 1.7 billion over the
same period, with BNB reserves increasing by
an equivalent amount (excluding changes due to
valuation adjustments).

The Issue Department balance sheet figure
reached BGN 28,793.8 million (EUR 14,722 mil-
lion) by end-September 2008: up by BGN 5.9

billion (EUR 3 billion) on September 2007. The
average monthly coverage of imported goods and
services by BNB international reserves reached
5.7 months between January and July 2008
against 5.2 months a year earlier.

Financial Flows
and External Position Sustainability

The flow of foreign capital in Bulgaria has
stayed high since early 2008. The balance of pay-
ments financial account surplus of EUR 6117.9
million for the January − July 2008 period re-
flected mainly the following factors: 1) attracted
foreign direct investment worth EUR 2847.3 mil-
lion; 2) an increase by EUR 1574.3 million in net
external obligations of the private non-bank sec-
tor; 3) deposits of non-residents with domestic
banks totaling EUR 1294.8 million.

Capital flows in Bulgaria were mainly in the form
of acquired equity stakes in domestic companies,
extended intercompany loans, provision of addi-
tional resources for crediting domestic banks (in
the form of deposits) or direct crediting of domes-

tic non-financial corporations. The major factor
predetermining external capital flows is the high
profitability rate in Bulgaria (attained and ex-
pected) at evaluated relatively low risk. The at-
tractiveness of the Bulgarian economy pertains to
the implemented consistent policy intended to
improve the business environment and competi-
tiveness of the economy under the conditions of
macroeconomic stability ensured by the currency
board. Sustained restrictive fiscal policy and con-
tinued structural reforms give grounds to antici-
pate that investors’ interest will stay high, and
capital inflow in Bulgaria will remain strong over
the forecast horizon.



Financial Flows, Money and Credit 16

1 Data are subject to regular revisions upon provision of additional
information by enterprises. The practice of several recent years sug-
gests a systematic revision of initial data on foreign direct investment
flow upwards, which makes the mechanical comparison of the 2008
initial data with the revised (several times) 2007 data incorrect.

Foreign direct investments and long-term debt
resources are among major flows financing invest-
ment demand in Bulgaria, which accelerated in
the second quarter of the year. The contribution
of gross capital formation to economic growth
reached 8.3 percentage points in the second
quarter of 2008 against 4.3 percentage points in
the first quarter. Entrepreneurs’ positive sentiments
are an additional factor in support of expectations
for sustaining capital flows in Bulgaria over the
second half of the year.

Bulgaria's international current, capital and finan-
cial transactions dynamics between January and
July 2008 remained stable. The small share of
portfolio investments in Bulgaria's gross liabilities
under the international investment position (4.3 per
cent) suggests a low degree of vulnerability as to
the potentially speculative capital withdrawal.

According to preliminary data foreign direct in-
vestment in Bulgaria came to EUR 2847.3 million
between January and July 2008.1 According to
the current statistical information foreign direct
investment for the first seven months of 2007
came to EUR 3325.9 million. Since these data
have been revised upwards several times, a com-
parison between the January − July 2008 flow
and initially reported data for the January − July
2007 period points to an increase in foreign direct
investment by 6.7 per cent. By mid-2008 foreign
direct investment inflow accounted for 20.3 per
cent of the GDP on an annual basis. As there are
no reasons to consider that the direction of sub-
sequent revisions will change we expect that the
reported inflow over the current year will increase
due to the additional information from corporations
and data revision.

The share of equity accounted for 71 per cent
(EUR 2 billion) of total attracted investments.
There were no receipts from privatization transac-
tions in the review period. Although the foreign
investors’ interest in acquiring real estate in Bul-
garia remained high, a certain slowdown has oc-
curred in resources invested in this sector since
early 2008. Foreign investments in real estate over
the review period totaled EUR 874.3 million, a
decrease by EUR 205.2 million compared with the
corresponding period in 2007.

In the first seven months of 2008 the other capi-
tal item within the framework of foreign direct in-
vestment reached EUR 562.7 million. Despite the
reported decrease by EUR 761.6 million on an
annual basis, it should be taken into account that
this item is subject to significant revisions.2 Data
on reinvested earnings show an increase of
EUR 45.6 million on an annual basis coming to
EUR 255.2 million between January and July
2008.3

By end-2007 real estate operations and busi-
ness services (19.4 per cent), financial intermedia-
tion (18.4 per cent), manufacturing (17.9 per cent)
and transport and communications (17.9 per cent)
occupied the largest shares in the structure of
cumulative foreign direct investment by industry.
In the first half of 2008 these sectors retained
their key role, with the shares of real estate op-
erations and business services, financial interme-
diation and manufacturing accounting for 25 per
cent, 23.3 per cent and 22.1 per cent respec-
tively.4 As it has been already mentioned, a cer-
tain slowdown in foreign direct investments to real
estate and business services has occurred since
early 2008, while other sectors (e.g. manufactur-
ing) posted an increase in investments on an an-
nual basis. The composition of foreign direct in-
vestment by country in the first half of 2008 sug-
gests that the foreign direct investments attracted
from Austria (17.7 per cent), the Netherlands
(12.3 per cent), and the United Kingdom (11.8
per cent) accounted for the largest shares.

The statistics on Bulgaria’s gross external debt
between January and June 2008 supports the
thesis that no direct negative effects on the Bul-
garian economy were registered over the said
period as a result of the international financial
market turbulence. The normal access of the do-
mestic business to external financial markets is
sustained. Between January and July 2008 the
net transfer of borrowed funds from other coun-
tries was positive, worth EUR 3.1 billion, reflecting

2 Intercompany loans extended by local companies’ foreign owners are
reported under this item, with initial data usually underestimating the
actual amount of funds provided.
3 Currently available information reports only reinvested earnings of
banks for 2008 and 2007. We expect that the amount of funds reported
under this item would be revised significantly upwards as a result of
additional information received on reinvested profit by foreign owners of
local companies from the non-financial sector.
4 It should be noted that when additional information is received from
non-financial sector enterprises the revision of data on foreign direct
investment will affect not only the total amount of inflows but also their
sectoral structure.
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the excess of received loans and deposits over
the total amount of payments for servicing gross
foreign debt. As a result Bulgaria’s gross foreign
debt reached EUR 32.7 billion5 by end-July.

Between January and July 2008 public and
publicly guaranteed debt declined by EUR 180.4
million (mainly due to an advance loan repayment
to the World Bank in March 2008), coming to 12.2
per cent of Bulgaria's total debt. Private non-guar-
anteed external debt rose by EUR 4 million over
the period, boosted mostly by deposits and loans
attracted by banks (up EUR 2 million), as well as
by the increase in other sector liabilities (up
EUR 1.6 billion).6 Domestic banks’ external debt
increased mainly at the expense of deposits
(EUR 1.3 billion) and long-term loans (EUR 459.4
million). The bulk of this debt (over 75 per cent)
is to foreign-owned banks and is aimed at broad-
ening their scope of operations in Bulgaria. Inter-
company loans decelerated in June and stayed
relatively unchanged in July, reflecting primarily
the transformation of loans into equity, with the
share of these loans decreasing to 32.9 per cent
of the total debt. The volume of intercompany
loans will be revised upwards in the following re-
visions due to quarterly reporting of corporations.

Gross External Debt
(million EUR)

Source: BNB.

Gross external debt service payments came to
EUR 4.3 billion between January and July 2008
(47 per cent of receipts from commodity imports
over this period) against EUR 3.6 billion in the
corresponding period of the prior year (48.5 per
cent of exports). Borrowings and deposits
amounted to EUR 7.4 billion, up by EUR 1.8 mil-
lion as compared to the corresponding period of

2007. Banks and other sectors contributed most
substantially to the total volume of borrowings and
deposits: by EUR 3.9 billion and EUR 2.2 billion
respectively.

The average weighted interest rate levels on
new loans declared between January and July
2008 suggest an increase in the cost of external
borrowed funds both in euro (by 0.4 percentage
points on an annual basis to 5.3 per cent) and in
US dollars (by 2.2 percentage points to 6.3 per
cent). Within long-term euro-denominated loans
the interest rate differential between corporate
loans extended by domestic banks (with the aver-
age-weighted interest rate of 8.4 per cent) and
external loans (5.4 per cent) remained positive.
Long-term USD-denominated loans exhibited an
opposite trend. As a result of the sharp rise in the
cost of new loans extended from other countries,
the average-weighted interest rate is higher by
1.1 percentage points than that on the corre-
sponding domestic loans. Although the interest
rate levels on domestic and external loans are not
directly comparable due to different characteris-
tics of corporations with access to both markets,
the positive interest rate differential of euro-de-
nominated loans (accounting for the bulk of newly
registered loans, as well as of the gross foreign
debt) retained the incentives for direct external
borrowing in the future.

The first half of 2008 saw no notable changes in
the structure of private non-bank external debt by
industry,7 with real estate operations, lessors ac-
tivities and business services retaining their rela-
tively large shares in the external debt of other
sectors (27 per cent) and in intercompany loans
(19.4 per cent). The bulk of borrowed funds in
this sector went to companies providing legal,
accounting, audit and other business services.
Within the structure of intercompany loans, trans-
port and communications occupied a large share
(20.5 per cent), while in other sectors the electric-
ity, gas and water supply (15.6 per cent), finan-
cial intermediation (11.3 per cent) and trade and
repairs (10.5 per cent) had larger external debt
shares. The increase in these debt resources re-
flects the restructuring of domestic companies,
their integration into the single European market
and the easier access to external financing.

5 Compared with December 2007 the growth was EUR 3.8 billion, in-
cluding EUR 3.1 billion in net transfer of borrowed funds, as well as
revaluations and net change on trade and revolving loans.
6 Intercompany loans increased by EUR 0.6 billion and publicly guaran-
teed debt by EUR 0.2 billion.

7 Excluding obligations on trade credits and bond loans.
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Long- and Short-term Gross External Debt Dynamics
(million EUR)

Source: BNB.

Gross external debt maturity structure remained
relatively steady between January and July 2008,
with short-term external debt increasing to 37.3
per cent per cent of total debt by July 2008
against 33.7 per cent by end-2007. The increase
in short-term debt of EUR 2.5 million in the Janu-
ary − July 2008 period was primarily attributable
to the newly opened non-residents’ deposits with
domestic banks.

By the end of the second quarter of 2008 the
euro retained its leading position (87.6 per cent)
in the gross external debt currency structure. The
euro occupied the largest share (91.3 per cent) in
banks, followed by intercompany loans (90.7 per
cent), while the General government sector had
the smallest share (70.7 per cent). This foreign
currency structure of gross foreign debt signifi-
cantly reduces risks associated with exchange
rate fluctuations in the international markets.

Bulgaria’s gross foreign assets rose by EUR 1.1
billion between January and July 2008, with BNB
international reserves growth of EUR 1.7 billion
partially offset by the fall in banks’ foreign assets
(EUR 395.4 million) and in the non-financial sector
(EUR 222.6 million). As a result of Bulgaria's
gross foreign assets and gross external debt dy-
namics the net external debt increased by
EUR 2.7 billion in the first seven months of 2008,
reaching EUR 47.4 per cent of GDP in the sec-
ond quarter of 2008 on an annual basis.

The country's external current and capital trans-
actions matched to a great extent the inflow of
financial resources into the Bulgarian economy.
The current and capital account deficits between
January and July 2008 comprised EUR 4.34 bil-
lion against EUR 3 billion in the corresponding
period of the prior year.

The trade balance contributed most substantially
to the increased net external borrowing by the
Bulgarian economy, with trade deficit rising by
EUR 1.4 billion to reach EUR 5.19 billion over the
review period. The faster growth of imports (nomi-
nal growth of 27.4 per cent between January and
July 2008 on an annual basis) compared with
exports (growth by 22.5 per cent) reflects both
lower demand by Bulgaria's major trading part-
ners in recent months and the strong investment
activity in the country. Higher international prices
of energy resources and raw materials also con-
tributed to the nominal deficit increase.8

Net current transfers improved between January
and July 2008: by EUR 342.3 million (on an an-
nual basis) and EUR 128.1 million on the balance
of payments current and capital account respec-
tively. Net current transfers reported for the Janu-
ary − July 2008 period amounted to EUR 515.9
million. The improvement was almost entirely at-
tributable to the EU funds inflow. A portion of the
EU funds disbursed in advance are reported un-
der the balance of payments capital account. In
the period under review they amounted to
EUR 213.8 million. The transfers received from EU
funds exceeded the payments on Bulgaria's con-
tribution to the EU budget and helped the realisa-
tion of the positive net transfers of EUR 468.2
million to the General government sector. The in-
flows from private current transfers picked up by
EUR 51.5 million on an annual basis, while trans-
fers abroad went up by EUR 48.4 million. As a
result, net transfers to the General government
sector improved by EUR 3.1 million.

The income and services balance exhibited a
decline on the corresponding period of 2007 by
EUR 302.3 million and EUR 97.8 million respec-
tively. The income balance for the first seven
months of 2008 was negative (EUR 514.4 million).
The reported fall on the corresponding period of
2007 was mostly attributable to larger payments
on income from foreign investments (by
EUR 354.5 million). Growth was reported on all
components of income from direct investments,
with dividends paid accounting for the largest
amount (EUR 189.4 million). As regards the in-
come received from residents over the review
period income on compensations to employees
posted an increase by EUR 102.8 million.

8 For a detailed discussion of factors and dynamics of exports and
imports, see the Economic Activity section.
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Monetary Aggregates

Between April and August 2008 reserve money
continued to grow at high pace to reach 38.8 per
cent by the end of August 2008 on an annual
basis. Bank reserves growth, accelerating dra-
matically after May due to a base effect associ-
ated with the released additional minimum re-
quired reserves in May 2007, contributed most
significantly to the strong growth of reserve
money. By the end of August bank reserves grew
by 99 per cent on annual basis, with half of the
growth pertaining to the increased rates of mini-
mum required reserves from 8 per cent to 12 per
cent in September. Concurrently the annual
growth rate of currency in circulation was charac-

The balance on services in the first seven
months of 2008 was positive, comprising
EUR 632.5 million, with higher expenditure on
transportation related to imports (up EUR 205.9
million) and higher payments on travel of resi-
dents abroad (up EUR 184.2 million) contributing
most significantly to its annual deterioration. Im-
provements were recorded under all items of the
earnings from exported services, the most sizable
one being that of tourist services (EUR 157.4 mil-
lion), as well as transport services (EUR 124.4
million) and other business services (EUR 71.6
million). Our expectations for the development of
international trade in services point to a turna-
round of the negative trend in the net flows which
started in the beginning of the year and to an
improvement of the balance over the forecast ho-
rizon, consistent with the steady growth in exports
of tourist and other business services.

Based on the available macroeconomic data on
international current, capital and financial transac-
tions, it may be concluded that Bulgaria's external
position remained steady. The analysis of major
factors responsible for the changes in the external
position of the Bulgarian economy reveals the
significance of investment activity and of the proc-
ess of restructuring and integration into the single
European market.

Dynamics of Current Account, Financial Account
and International Reserves (on an Annual Basis)
(million EUR)

Source: BNB.

Capital inflows are anticipated to stay strong in
the second half of 2008, prompted by the prevail-
ing long-lasting interest of foreign investors and
by the consistent and prudent macroeconomic
policy pursued. According to the underlying fore-
cast on the balance of payments current and
capital account deficit until the close of 2008 it
will remain commensurable as a share of GDP
with the latest reported data, namely within
22−22.5 per cent of the GDP, and entirely fi-
nanced by external capital inflow.

terized by a descending trend despite the fast
income growth and the price level which went
down to 13.7 per cent by the end of August. The
slower annual growth in money in circulation was
probably attributable to the high base, as well as
to the increased deposit rates which affected
negatively the preference for holding cash. In the
next two quarters no significant changes in cur-
rency in circulation growth rate are expected,
while bank reserves growth rate is anticipated to
substantially slow down by the end of the third
quarter, consistent with the increase in minimum
required reserves in September 2007.

Although the strong economic activity and foreign capital inflow continued to create conditions for compara-
tively rapid growth in monetary aggregates, the high base and credit growth moderation prompted a gradual
decline in monetary aggregate growth rates.  Interest rates on time deposits denominated in levs and in euro
continued to rise due to banks’ increased needs for funds to finance lending.
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Reserve Money
(annual rate of volume growth, %) (million BGN)

Source: BNB.

Bank Deposits with the BNB
(million BGN)

Source: BNB.

Currency in Circulation
(annual rate of volume growth, %) (million BGN)

Source: BNB.

In the second quarter of 2008 a significant
amount of liquidity was withdrawn from the non-
government non-bank sector in favour of the
budget associated with the good tax revenue im-
plementation. The external sector was also a
source of funds to the budget though to a far
lower degree. The aid received from other coun-
tries amounted to BGN 339.9 million and the con-
tribution paid in favour of the EU totaled
BGN 130.4 million. Government deposit with the
BNB posted a significant increase, rising by
BGN 1977.1 million to BGN 9192.2 million by the
middle of 2008.

Influence of Consolidated Budget on Other Sectors
Liquidity (Quarterly)
(share of GDP, %)

Sources: MF, BNB.

In the second quarter of 2008 the M3 monetary
aggregate rose by 4.1 per cent on March, report-
ing an annual increase of 24.4 per cent in June
and 21 per cent in August. In spite of the fact
that foreign capital inflow and income and em-
ployment growth created conditions for relatively
fast broad money growth, it tended to gradually
slow down since early 2008, reflecting the high
base and slower loan growth rates.

М3 Growth Rate and М1 and Quasi-money Contribution
(Quarterly)
(percentage points)

Source: BNB.

М1 rose by 10.2 per cent on an annual basis
by the close of August 2008 against 28.9 per
cent in early year, with overnight deposits growth
slowing down from 35 per cent to 8.3 per cent.
By the end of August overnight deposits of non-
financial corporations in levs and foreign currency
increased by 5.5 per cent and 2.2 per cent (on
an annual basis) respectively, while overnight de-
posits of households denominated in levs de-
creased to 15.1 per cent and those denominated
in foreign currency to 1 per cent.

Quasi-money growth also moderated (on annual
basis), growing by 31.6 per cent by the end of
August. Household deposits in levs with agreed
maturity of up to two years rose by 19.2 per cent
by the end of August on an annual basis and
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those in foreign currency by 35.9 per cent. The
annual growth rate of non-financial corporations’
lev denominated deposits with agreed maturity of
up to two years amounted to 44.9 per cent and
that of deposits in foreign currencies came to
37.7 per cent.

Contribution of Quasi-money and Their Components
to М3 Growth (Quarterly)
(percentage points)

Source: BNB.

Between April and August 2008 interbank
money market rates continued rising influenced by
enhanced demand for lev resources by some
banks and the ECB decision of July to raise the
interest rates on main refinancing operations by
25 basis points. The average interest rate on
transactions concluded on the interbank money
market increased from 4.86 per cent in March to
5.27 in August 2008. Following a similar trend,
LEONIA picked up from 4.85 per cent in March to
5.23 per cent in August, with the spread vis-à-vis
interest rates on interbank overnight deposits in
the euro area widening by 93 basis points in Au-
gust.

The average daily volume of interbank money
market transactions between April and August
2008 reached BGN 414.7 million against
BGN 265.1 million in the corresponding period of
2007. Apart from the money market, banks used
currency trade with the BNB as a liquidity man-
agement instrument. The currency trade volumes
between banks and the BNB remained high, with-
out net purchases in foreign currency by the
BNB.

The international financial crisis has not seriously
affected the money and foreign currency market
in Bulgaria yet. However, tightened money market
conditions in the euro area due to global uncer-
tainty may impact Bulgaria's money market inter-
est rate levels, which in turn will prompt a rise in
lending rates resulting in a slower credit aggre-
gates growth.

LEONIA/EONIA
(%)

Source: BNB.

Trade Volume and Interbank Money Market Interest Rates
(million BGN) (%)

Source: BNB.

Currency Sales or Purchases
between Banks and the BNB
(million EUR)

Source: BNB.

Interest rates on time deposits denominated in
levs and in euro continued to rise fuelled by
banks’ increased needs for funds to finance lend-
ing. During the second quarter of 2008 average
interest rates on lev time deposits rose by 57 ba-
sis points to 5.22 per cent, while euro time de-
posits registered growth of 20 basis points to
4.13% per cent. In July interest rates on time de-
posits denominated in levs and euro picked up to
reach 5.70 per cent and 4.39 per cent respec-
tively.
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as of April 2008

Interest Rate Distribution of Household One-month Lev Deposits

frequency (number of banks) frequency (number of banks)

Source: BNB.

as of July 2008

Lending remained robust despite the downward trend in the growth rate of claims on the non-government
sector started in early 2008. Increases in deposit interest rates and cost of financing on money markets both in
Bulgaria and the euro area continued to spill over into lending interest rates.

As regards the distribution of interest rates on
household deposits with maturity of up to one
month by bank, the number of banks offering
rates within the 3 to 4 per cent interval increased
at the expense of those offering rates within the
2−3 per cent band. Along with the increased av-
erage interest rates the difference between the
highest and lowest interest rate narrowed and the
dispersion of interest rates decreased.

Interest Rates on Time Deposits
(%)

Source: BNB.

Credit Aggregates

Favourable macroeconomic environment and
strong demand for loans by corporations and
households continued to foster lending expansion.
Between January and August claims on the non-
government sector rose by BGN 9872.8 million
against BGN 8887.9 million in the same period of
2007. However, the high base and increased
lending rates led to a gradual decrease in the
growth rate of loans, with the annual increase in
claims on the non-government sector falling to
48.3 per cent. By the end of June 2008 the
claims on the non-government sector to GDP ratio
reached 73.8 per cent, up 5 percentage points on
the end of the previous quarter and 16.6 percent-
age points on June 2007.  Over the following
months the annual growth rate of claims on the

non-government sector will continue to moderate
and by the close of the year it is expected to
reach 40 per cent.

Claims on Non-government Sector
million BGN) (%)

Source: BNB.
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Domestic Credit
(share of GDP, %)

Source: BNB.

Net foreign asset decreases played an essential
role in fuelling credit activity. Between April and
August 2008 banks’ funds borrowed from non-
residents grew by BGN 5566.9 million, which due
to the increased foreign assets by BGN 1670.5
million resulted in a decline in banks’ net foreign
assets by BGN 3896.4 million to BGN -9853.3
million.

Foreign Assets and Liabilities of Banks
(million BGN)

Source: BNB.

Enhanced production and investment activity
stimulated the demand for loans by corporations
which led to comparatively strong lending to non-
financial corporations. Between January and Au-
gust 2008 claims on non-financial corporations
rose by BGN 6393.2 million (up BGN 5858.1 mil-
lion in the same period of 2007). Though strong
the annual growth rate of claims on non-financial
corporations tended to moderate and by the end
of August reached 51.9 per cent against 70.2 per
cent in early 2008.

Claims on Non-financial Corporations
(million BGN) (%)

Source: BNB.

Positive trends in income and employment con-
tinued to be the factor responsible for the high
growth rates of household claims. Between Janu-
ary and August 2008 banks’ claims on house-
holds rose by BGN 3367.9 million (up BGN
2986.4 million in the same period of 2007). The
annual growth rate of these claims tended to
moderate reaching 42.6 per cent by the end of
August against 52.4 per cent in early 2008. Resi-
dential mortgage loans continued rising at com-
paratively high rates, though their annual growth
rate fell to 47.3 per cent at the end of August
2008.

Claims on Households
(million BGN) (%)

Source: BNB.

Housing Loans
(%)

Source: BNB.
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Changes in Major Balance Sheet Items of Banks (Quarterly)
(million BGN)
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Claims on non-financial corporations 1995.2 2678.6 1938.1 3010.1 1670.7 3190.4 1532.1

Deposits of non-financial corporations -196.4 1123.9 1156.1 1678.3 -422.9 297.5 230.3

Claims on households 744.3 1141.8 1308.6 1543.9 867.7 1634.8 865.4

Deposits of households 550.0 908.1 1079.8 1734.7 811.9 954.3 976.7

Foreign assets -1131.0 -236.5 -789.8 1764.5 -1681.4 1099.2 571.3

Foreign liabilities 627.5 510.4 1384.2 2955.8 63.5 4304.6 1262.3

Claims on general government -48.3 172.4 226.5 32.4 -103.6 -34.0 -5.0

Deposits of general government 214.8 123.8 113.7 404.6 -200.3 322.8 49.2

Claims on central government -51.1 154.7 201.7 -6.9 -106.2 -34.1 -9.7

Liabilities to central government -15.6 11.9 88.3 448.6 -310.1 145.2 -6.7

Source: BNB.

Claims on Non-government Sector (Quarterly)
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on households and NPISHs 37.6 38.6 48.3 52.4 49.7 49.0 35.9

on financial corporations 26.0 46.0 43.9 33.3 56.3 64.7 2.0

Source: BNB.

Increases in deposit interest rates and higher
cost of financing on money market continued to
spill over into lending interest rates. The ECB de-
cision taken in early July to raise the interest rate
on main refinancing operations by 25 basis points
to 4.25 per cent also added to this effect.

The dynamics of interest rates in the following
quarters will be characterized by a significant un-
certainty. On the one hand, the coordinated cut in
the base interest rates of major central banks by
50 basis points in early October is expected to
have a dissuasive effect on further interest rate
rise in Bulgaria. On the other hand, if market in-
terest rates do not respond to the change in mon-
etary policy, the price at which domestic banks
are funded may increase, and correspondingly
reflect on lending rates.

Higher credit cost may lead to slower growth of
domestic demand and the effect is likely to be
stronger on the investment demand.

Interest Rates on Household Loans
(%)

Source: BNB.

Interest Rates on Long-term Loans in Levs and Euro
(%)

Source: BNB.
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In the first half of 2008 real GDP growth rate accelerated to 7.1 per cent on the corresponding quarter of
2007. Economic growth is expected to remain high over the year. Value added growth in the third quarter will
be further prompted by the recovery of agriculture.

3. Economic Activity

Real GDP growth rate accelerated to 7.1 per
cent in the first half of 2008 compared with the
respective quarter of 2007. In the structure of
growth by final consumption the 2007 trend of
investment in fixed capital towards contributing
most to growth (by 6.5 percentage point) was
sustained. Strong investment activity helped reno-
vate and extend current production capacities,
thus ensuring the maintenance of high economic
growth.

Over the review period final consumption growth
accelerated slightly by 0.3 percentage points
compared to the rates in the second half of 2007
and reached 4.7 per cent. As in previous years,
during the first half of 2008 government expendi-
ture stayed neutral as regards growth, reflecting
the conservative fiscal policy of high surplus.

Household consumption picked up by 6 per
cent during the first six months of 2008. Con-
sumer demand dynamics was determined by
rises in employment and wages; this resulted in
growing income of individuals, thus underpinning
consumption. On the other hand, fast rising prices
during the previous year led to worsened con-
sumer sentiments and expectations, arresting con-
sumer expenditure growth.

Net exports of goods and non-factor services
retained their negative contribution to GDP growth
over the half-year due to the faster real growth in
goods and services imports in comparison with
exports. Dynamics by quarter was divergent. Be-
tween January and March 2008 high GDP growth

was underpinned by the positive contribution (0.5
percentage point) of foreign trade balance, reflect-
ing buoyant growth in exports of goods (11.7 per
cent in real terms on the first quarter of 2007),
while the real growth rates of goods and services
imports were close to those for the fourth quarter
of 2007 (5.8 per cent). In the second quarter ex-
ports of goods continued to increase at a rela-
tively high rate of 7 per cent; however, the growth
in exports of services fell close to zero. At the
same time imports of goods and services went up
by 13.7 per cent in real terms. For these reasons
the contribution of net exports of goods and serv-
ices to GDP real growth became negative.

GDP by Component of Final Consumption (Real Rate)
(on corresponding period of previous year, %)
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Consumption 5.5 8.0 8.3 7.3 6.0 5.0 4.2 4.5 4.7 4.8

incl.
Household consumption 6.7 10.2 10.9 10.2 7.8 6.1 5.1 2.7 6.5 5.4

Final government consumption expenditure 8.2 4.9 0.3 -7.9 -1.2 -1.0 2.3 8.5 -2.9 4.1

Collective consumption -5.7 -4.6 -5.1 3.4 -2.7 0.7 -2.5 13.3 -5.8 0.3

Gross fixed capital formation 8.5 11.6 12.8 22.1 35.9 24.7 19.7 14.0 15.5 28.6

Exports of goods and non-factor services 12.7 9.5 8.4 5.0 3.7 5.3 5.4 6.0 9.2 5.1

Imports of goods and non-factor services 18.6 10.3 14.0 14.0 14.7 11.1 9.3 5.7 5.8 13.7

Real GDP growthReal GDP growthReal GDP growthReal GDP growthReal GDP growth 4.84.84.84.84.8 6.96.96.96.96.9 7.17.17.17.17.1 6.26.26.26.26.2 5.55.55.55.55.5 7.37.37.37.37.3 4.94.94.94.94.9 6.96.96.96.96.9 7.07.07.07.07.0 7.17.17.17.17.1

Sources: NSI, BNB.
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Contribution to GDP Growth by Component
of Final Consumption (Quarterly)
(%, percentage points on the corresponding period of previous year)

Source: NSI.

Household Behaviour

The real growth in final household consumption
expenditure during the first half of 2008 reached
6 per cent (3.9 per cent in the second half of
2007). The second quarter saw a certain
slowdown in household consumption growth: from
6.5 per cent in the first three months to 5.4 per
cent in the second quarter. The growth of most
household consumption components slowed down
during the second quarter with the exception of
communications and other services.

The dynamics of real revenue and of sales’
physical volumes in retail trade also displayed a
certain moderation in consumer demand: it
dropped from 10.4 per cent in the first quarter to
7 per cent in the second quarter. The more mod-
erate growth also stemmed from the weaker
growth rates in all remaining groups of goods,
with foods’ realized volumes being almost equal
to those in the previous year's respective period.
According to July data, the trends that occurred
during the second quarter were sustained.

Household budget data also provide informa-
tion about a slowdown in household expenditure
real growth from 6.8 per cent during the first
quarter to 1.3 per cent during the second quar-
ter of 2008. The group of foods had a consider-
able negative contribution (-2 percentage point)
to consumption: a trend that showed in the sec-
ond half of the previous year. Similar to the
structure of consumer expenditure, reported in
national accounts, household budgets showed a
slowdown in the growth of most commodity
groups. According to household budget data,
household income real growth also moderated
during the second quarter (2.8 per cent). The

contribution of wages to income growth remained
steady (4.3 percentage point), reflecting higher
wages and employment.  The other types of in-
come had no significant contribution to the
growth in households’ total income. For instance,
grants to unemployed contributed negatively to
real income growth due to accelerating inflation
rates and declining unemployment in Bulgaria.
The contribution of pension revenue also
dropped from 2.1 percentage points in the first
quarter of 2008 to 1.1 percentage points in the
second quarter. Current data show that the trend
towards a weaker income and expenditure real
growth was sustained at the start of the review
year's third quarter.

Data on consumer sentiment in July also sup-
port the trend towards a slower consumption
growth. Expectations of the households’ financial
state and the economic situation within a one-year
horizon are more pessimistic than those from Oc-
tober 2007 when consumer confidence declined
sharply to -36.7 per cent reflecting the higher in-
flation. Negative consumer sentiment is related to
the assessment of inflation. The higher current
inflation assessment values gave rise to expecta-
tion of accelerating inflation in the future as well.

Consumer Assessment of Inflation and Reported Inflation
(balance of assessments) (%)

Source: NSI Consumer Survey.

Household Confidence Indicator

Source: NSI Consumer Survey.
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Real Consumer Demand Dynamics (Quarterly)
(on corresponding period of previous year, percentage growth in real terms)
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Consumer spending per household member 2.9 5.5 7.3 8.1 10.6 12.0 8.9 6.5 6.5 1.8

Retail sales 11.0 13.3 14.2 14.1 13.8 13.1 8.4 9.0 11.3 7.7

Income from retail trade 9.9 12.5 14.1 15.3 15.3 13.4 10.9 10.6 10.4 7.0

incl.:
Food, drinks, tobacco 6.7 5.7 7.4 8.7 7.6 8.1 2.3 0.6 4.7 0.0
Pharmaceutical and medical goods,
cosmetics and toiletries 11.9 15.4 12.1 10.3 7.8 6.0 10.2 9.0 12.2 8.5

Textile, clothing, footwear and leather 18.1 23.8 29.9 27.6 18.3 11.4 20.8 22.1 25.5 14.7

Household goods and home appliances 21.5 26.0 27.5 26.7 27.7 26.2 22.1 19.7 12.1 8.9

Source: NSI Household Budgets and Domestic Trade Survey.

All available data on the first six months of the
current year show a certain slowdown in con-
sumption over the half-year. On the one hand,
consumer demand dynamics was determined by
employment and wage rises which resulted in
growing income of individuals, thus stimulating
consumption. Another factor prompting consump-
tion by the close of the year will be the planned
additional social transfers of the government that
will bring about a one-off rise in households’ dis-
posable income. On the other hand, fast rising
prices during the previous year led to worsened
consumer sentiments and expectations, arresting
consumer expenditure growth. We expect the total
impact of the above-mentioned divergent effects
on consumer expenditure to cause a real increase
in consumption at rates that are close to the ones
reported during the second quarter.

According to the Labour Force Survey data, the
number of employed increased by 4.3 per cent
on an annual basis in the first half of 2008. La-
bour supply continued to improve, with the eco-
nomic activity rate for the population aged 15−64
reaching 67.9 per cent during the second quarter
of 2008 (against 66.1 per cent during the same
period of 2007). The inclusion of part of the eco-
nomically inactive population in the labour market

is an important factor for boosting employment
given the relatively low levels of unemployment
reached in the first half of 2008 (6.1 per cent).
The downward trend in the number of long-term
unemployed people on the labour market is also
a positive one. This allows for the continuation of
the trend towards a reduction in the unemploy-
ment rate in the future. On the other hand, under
tightening labour market conditions the measures
taken by the Employment Agency to improve the
unemployed people's qualifications with a view to
decreasing the disparity between the employers’
qualification requirements and the educational
level of the spare labour resources are gaining in
importance.

Sources of Employment Growth
(%)

Source: NSI − Labour Force Survey.

Employment and Income Dynamics (Quarterly)
(% on corresponding period of previous year, unless otherwise indicated)
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Employed 2.4 3.6 2.2 2.9 4.9 3 2.1 1.6 3.3 2.9

Real wage 0.5 -0.4 2.1 5.5 11.8 14.2 11.6 10.8 10.7 8.9

Wage fund 2.5 2.8 4.1 8.2 17 17.2 13.7 12.1 14.1 11.7
Unemployment at the end of the period,
% of the labour force 10.8 9.2 8.4 9.1 8.9 7.4 6.8 6.9 6.8 6.0

Sources: NSI − Enterprise Survey, Employment Agency.
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Between January and June 2008 the consolidated fiscal programme balance was positive, coming to 5.7 per
cent of the year's projected GDP. The government continued its policy of a moderate government expenditure
growth, accompanied by good budget revenue implementation.

Government Finance and Consumption

Between January and June 2008 the consoli-
dated fiscal programme balance was positive,
reaching BGN 3777.5 million or 5.7 per cent of
the year's projected GDP. Compared with the
same period of the prior year, surplus went up by
BGN 1616 million. The major factor behind the
realized surplus growth was good budget revenue
implementation, accompanied by a sustained con-
servative expenditure policy. During the half-year
tax revenue grew by 21.9 per cent on an annual
basis, with receipts from VAT and profit tax re-
porting the highest growth rates (31.6 per cent
and 28.7 per cent respectively). The high growth
in revenue from VAT over the half-year was due
entirely to the results registered in the first quar-
ter. Then, owing to the low base ensuing from the
one-off effects that were related to Bulgaria's ac-
cession to the EU, revenues from this tax in-
creased by almost 63 per cent. The second quar-
ter of 2008 saw a considerable slowdown and the
reported growth was just 12.2 per cent on an
annual basis. Another important source of budget
revenue, excise duties, picked up by 19.3 per
cent over the half-year as a result of the in-
creased rates of some fuels, electricity and to-
bacco products.

Favourable dynamics of revenue from corporate
taxes reflected mainly the high profits of non-fi-
nancial corporations. Receipts from the income
tax for individuals between January and June
2008 were by 17.3 per cent higher than those in
the first half of 2007. The second quarter of the
current year saw certain acceleration compared
with the first quarter due to the faster growth of
revenue from the economy.

The received aid amounting to BGN 946 million
also contributed to the high revenue growth of the
consolidated budget. The bulk of it were advance
payments from the EU Cohesion and Structural
Funds, as well as advances related to the Com-
mon Agricultural Policy.

Consolidated fiscal programme expenditure dur-
ing the first six months of 2008 picked up by 12.7
per cent on the same period of the previous year.
Expenditure on wages and pensions posted a
higher than the average increase (19.5 per cent

and 19.6 per cent respectively) following the in-
dexation in the second half of 2007. Subsidy pay-
ments were 51.9 per cent higher due mainly to
advance payments to tobacco producers in the
first quarter of 2008. During the second quarter a
considerable slowdown in capital expenditure was
reported which was by just 1 per cent higher
compared with the second quarter of 2007. The
portion of Bulgaria's contribution to the EU budget
amounted to BGN 359 million by June 2008. Total
expenditure on consolidated budget (EU budget
contribution included) comprised 40.4 per cent of
annual projections.

The policy of moderate growth in government
expenditure counteracted the trends towards accel-
erating growth of wages in the economy which put
pressure on consumption and prices. The collec-
tive consumption negative contribution (-2.5 per
cent) partially offset strong domestic private de-
mand, preventing the economy from overheating.

Revenue growth rates are likely to slow down
slightly during the second half of 2008 due to the
higher base and the decline in inflation rates.
Concurrently, consolidated budget expenditure is
expected to increase. Indexation of pensions and
wages in the budget sector, and the planned ad-
ditional social and capital expenditure will have a
significant effect in the third quarter and the fourth
quarter respectively. As a result, we expect col-
lective consumption to have a positive contribution
to GDP growth and consolidated budget surplus
to shrink below 4 per cent of GDP.

Contribution of Government Final Consumption
Expenditure and Collective Consumption
to Economic Growth (Quarterly)
(%)

Sources: NSI, BNB.
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According to business surveys of August the economic situation in Bulgaria stayed relatively stable. The
abrupt deterioration in the international situation that has been observed since September may change dramati-
cally business expectations. Firms will face the challenge to more flexibly manage their expenditure, especially
on wages, so that they could retain their competitive positions on international markets.

Primary Balance (Quarterly)
(share of GDP for the quarter, %)

Sources: MF, BNB.

Contribution of Major Groups of Current Non-interest
Expenditure to Total Growth (Quarterly)
(percentage points)

Sources: MF, BNB.

Contribution of Major Tax Groups Growth to Tax Revenue
Growth under the Consolidated Fiscal Programme
(Quarterly)
(percentage points)

Sources: MF, BNB.

Behaviour of Firms and Competitiveness

During the first half of 2008 corporations’ pro-
duction and investment activity stayed high and
expectations about the future development of ma-
jor economic sectors are favourable. These trends
reflect the brisk demand for additional labour re-
sources and the sustained high growth in the
compensations to employees.

Value Added Growth and Contribution by Sector
(%, percentage points on corresponding quarter of previous year)

Source: NSI.

Value added continued to grow fast in real
terms during the first six months of 2008 (7.1 per
cent). The services sector, prompted by buoyant
financial intermediation, contributed most to value
added growth (by 4.2 per cent). The financial
sector registered a considerable improvement in
labour productivity.

The operations in real estate and business serv-
ices sector also developed dynamically during the
first six months of the present year, reporting a
7.5 per cent real growth rate on an annual basis.
Its accelerating growth since 2004 resulted from
the foreign direct investment in the sector and the
increased availability of bank credit. Expenditure
on acquiring fixed assets in the sector rose, with
its share in total expenditure on fixed assets in
the economy coming to some 9 per cent. The
growth of value added in real estate operations
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and business services was accompanied by a
significant increase in employment: 7.8 per cent in
the first six months of the year compared with the
same period of 2007. Preliminary data on foreign
direct investment in the sector show a slowdown
in the flows during the first half-year. These trends
signal the expected more moderate annual growth
in the sector during the next periods.

The real growth rate of value added in trade
since the year's start stayed at the relatively high
levels of the previous year (6.2 per cent over the
first six months). Expenditure on acquiring fixed
assets picked up in the first six months of 2008
by 72 per cent in nominal terms on an annual
basis, which will help improve the network of
shops and expand the shopping areas; regarding
this indicator Bulgaria is lagging behind the other
EU countries. The sector reported an increase in
employment during the first half of 2008 com-
pared with the corresponding period of the prior
year.

During the second quarter agriculture registered
a considerable positive growth in value added
(11.6 per cent). During the third quarter a positive
contribution of agriculture to value added in
economy is expected due to the anticipated good
harvest.

Construction activity remained strong reflecting
the continued brisk demand and real estate price
rises. Around 10 per cent of the expenditure on
fixed assets during the first half of 2008 were
made in construction. Employment in the sector
also increased considerably. Over the January to
June 2008 period the number of employed picked
up by 12.2 per cent on an annual basis. Surveys
on current economic situation show that contrac-
tors expect to hire additional workers in the fol-
lowing months. As a whole economic managers’
sentiment is positive. Provisioning of orders also
stayed high. In September 2008, as a result of
the trend towards more moderate expectations of
economic managers, assessments of business
climate  in construction were lower by 4.9 points
on average compared with the previous month's
level. The number of issued construction permits
continued to follow its slight descending trend of
end-2007, suggesting a slowdown in the sectors’
brisk development in the future.

Annual Growth of Permits Issued for Construction
of New Buildings
(%)

Source: NSI.

Industrial Sales Growth
(% on corresponding quarter of previous year)

Sources: NSI, BNB.

Manufacturing also had an important contribu-
tion (1.34 percentage point) to the higher real
growth of value added. Compared with 2007, real
growth of manufacturing slowed down, with this
trend occurring in all sub-sectors. Following the
buoyant growth in engineering during 2007, from
the start of 2008 the rate became more moderate.
As a result of the investments made in 2007,
growth in metallurgy accelerated and in the sec-
ond quarter the contribution of this industry to
total value added growth comprised almost 0.5
percentage points. Growth rates of energy supply
and construction slowed down in comparison with
2007: from 17.2 per cent to 6.9 per cent and`
from 16.9 per cent to 10.3 per cent respectively.
On the other hand, growth in food industry, textile
and clothing and oil processing was close to
zero.

During 2007 and the first quarter of 2008 indus-
trial export sales real growth picked up due to
rapidly developing engineering industries and the
recovery of metal exports.

Industrial enterprise survey data show that dur-
ing the second quarter of the current year indus-
trial sales’ growth in real terms resulted to a great
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extent from domestic sales rather than from ex-
port sales. Manufacture of non-metal mineral
products and manufacture of plastics (industries,
which are related to construction) contributed con-
siderably to domestic sales by 1.7 percentage
points and 1.3 percentage points  over the first
and second quarters of 2008 respectively. Metal-
lurgy and engineering also contributed consider-
ably to the higher levels of domestic sales, espe-
cially during the second quarter when the contri-
bution came to 1.5 percentage points.

The trend to restructuring of manufacturing with
a view to gradual reorientation from lower value
added and productivity industries to higher-tech-
nology ones was sustained. Production of ma-
chines and equipment continued accelerating: it
went up by some 20 per cent on average over
the first seven months of the current year. The
share of this group in exports rose by almost 30
per cent during the first half-year, bringing about
higher volumes of industrial exports.

According to the survey on current economic
situation, the assessment of industrial enterprises’
competitive position is improving and the levels of
export orders have increased since end-2007.
Data indicate that the levels of orders and real-
ized volumes of industrial exports during the cur-
rent period and the following three quarters are
statistically related. The balance of opinion about
expectations of exports lightly worsened in July;
however, their values stayed close to the ones
reported during the previous year. Over 18 per
cent of the managers taking part in the survey
anticipate higher exports in the future. The dra-
matic worsening in the international situation may
change firms’ expectations and slow down the
growth rates of industrial sales, particularly those
of export sales.

Assessment of Industrial Enterprises’ Competitive
Position
(balance of assessments)

Source: NSI, Business Survey in Industry.

Export Expectations
(balance of assessments)

Source: NSI.

Dynamic development of most manufacturing
sectors helped maintain a high average level of
production capacity utilization (74.4 per cent in
July). Investment activity also stayed high. Manu-
facturing occupied the largest share (20 per cent)
in the distribution of expenditure on acquiring
fixed assets by industry. Investments in trade,
construction, real estate and energy posted a dy-
namic growth, reflecting these industries’ brisk
development.

Structure of Expenditure on Acquiring Fixed Assets
by Economic Activity in the First Half of 2008

Source: NSI.

Structure of Expenditure on Acquiring Fixed Assets
by Economic Activity in 2007

Source: NSI.
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Unit Labour Cost (Quarterly)
(2000 = 100)

Total for the Economy Manufacturing

Agricultural Sector Mining and Quarrying

Construction Electricity, Gas and Water Supply

Trade Transport and Communications

Financial Intermediation Other Sectors

Note: Methodology of computing unit labour costs has been changed and complies with ECB methodology. Nominal unit labour costs are computed as a ratio of compensation
per employee and labour productivity (real value) per employee. Real unit labour costs are computed using the same formula but labour productivity per employee is based on
nominal value added.

Sources: NSI, BNB.
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During the third and fourth quarters of 2008 Bulgarian foreign trade dynamics is expected to help preserve its
market share in international trade, attained in the last few years. Risks of a slowdown in Bulgarian export rates
due to the weakening growth in the countries that are major trade partners of Bulgaria have increased.

Foreign direct investment also contributed to the
restructuring of economy as a source of new
technologies and managerial practices. Between
2003 and 2006 annual flows of foreign direct in-
vestment in manufacturing and energy grew con-
stantly in nominal terms. Following the 2007
slowdown in these flows indicated by the prelimi-
nary data on foreign direct investment, the first
half of 2008 saw an inflow of foreign direct invest-
ments into manufacturing coming to BGN 575.1
million.

During the first six months of 2008 wages con-
tinued to rise at high rates, growing nominally by
24.3 per cent (9.8 per cent in real terms). As a
result of the faster wage rises compared with la-
bour productivity, unit labour costs went up in
nominal and real terms by 17.3 per cent and 4.3
per cent respectively. Owing to the comparatively
low share of labour costs in value added and the
good financial state of firms, the latter could raise
wages while preserving the high levels of their
profits.

The decomposition of the sector's gross produc-
tion deflator provides an indirect assessment of
the industrial firms’ behaviour regarding their ad-
aptation to the higher prices of major raw materi-
als and feedstocks and fuels, and rising wages.
During the last few years the deflator of intermedi-
ate consumption in manufacturing registered val-
ues that were higher than those of the gross pro-
duction deflator; therefore enterprises did not
transfer entirely to final consumers their increased
expenditure stemming from the growing prices of
raw materials, energy and wages. This process
was most clearly seen in 2007 and the first quar-
ter of 2008 when the deflator of the value added
in industry was negative.

In services wage rises were faster transferred to
final consumer prices due to the bigger share of
labour costs in the gross production value.

Due to the dramatic worsening in the interna-
tional situation firms will face the challenge to
more flexibly manage their expenditure, especially
on wages, so that they could retain their competi-
tive positions on international markets.

Exports and Imports of Goods

Expectations in the forecast horizon are for a
sustainable nominal export growth in terms of
value. Available economic indicators support the
conclusion that the local industry competitiveness
has been preserved. Labour productivity in indus-
try posted a robust growth, investment activity
and provisioning of export orders (according to
the opinion of firms’ managers as of August 2008)
stayed at high levels and the share of Bulgarian
exports in total imports of EU countries continued
increasing.

The Share of Bulgarian Exports in EU Imports
(Average Annual Values)
(%)

Source: BNB.

Since the economic outlook for the European and
global market developments deteriorated and a
decrease in the GDP growth in the euro area is
expected, there are risks of lower export growth
owing to the putative negative impact of external
demand.
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Imports of goods are anticipated to preserve
their steady dynamics in the third and fourth quar-
ters of 2008, underpinned mainly by strong invest-
ment activity, stable domestic demand and de-
pendence of some export-oriented industries on
imported raw materials.

Regarding international prices of commodities
and raw materials over the forecast horizon, food,
crude oil and metal prices are expected to stay at
their current levels or to fall further; nevertheless,
the positive price contribution will be sustained on
an annual basis. Taking into account the structure
of foreign trade flows and the assumptions about
international prices of major raw materials, we an-
ticipate minimal changes in trade conditions during
the third and fourth quarters of 2008.

Over the January to June 2008 period energy
resources and investment goods contributed most
(by EUR 1125 million) to trade deficit growth in
terms of value (14.4 percentage points and 10.9
percentage points respectively). In the first cat-
egory, oil product imports rose, reflecting high
petrol international price. In the second category,
imports of transportation vehicles went up consid-
erably as a result of enhanced investment activity
in Bulgaria. The dynamics of foreign trade in raw
materials added to the deficit decrease, with non-
ferrous metals, whose exports picked up by 49.8
per cent on an annual basis, playing the major
role.

According to preliminary data, from January to
June 2008 exports of goods in euro reached
EUR 7736.7: a nominal growth of EUR 1494.1 mil-
lion (23.9 per cent) on the corresponding period
of the previous year. Imports (FOB) comprised
EUR 12,043.7 million for the first six months of
2008 and the nominal increase came to
EUR 2618.8 million (27.8 per cent) compared with
the same months of 2007.

Dynamics of Exports and Imports
(million EUR)

Source: BNB.

Between January and June 2008 all groups ex-
cluding textile, leather, clothing, footwear and
other consumer goods affected positively export
growth, with the dynamics of mineral products
and fuels, base metals and their products, and
machines, transportation vehicles and appliances
contributing most by 6.5 percentage points, 6.5
percentage points and 5.5 percentage points re-
spectively. Receipts from exports in the first cat-
egory amounted to EUR 1335.5 million during the
January to June 2008 period: up by 43.8 per cent
on the corresponding period of the prior year.
This resulted from the higher exports of oil prod-
ucts (up by 6.1 per cent on the January to June
2007 period) and higher oil price (the average
price in euro went up by 44.4 per cent over the
review period of 2008). The group's major positive
contribution to the total export dynamics was reg-
istered by mineral fuels, mineral oils and distilled
products (6.7 percentage point) while ores had a
negative contribution (-0.4 percentage point). Ex-
ports of mineral products and fuels are expected
to show an upward dynamics and a rising posi-
tive contribution to Bulgaria's total exports. The
physical growth in the exports of oil products, as
well as the retained trend of the last few months
towards rising receipts from electricity exports,
also supported positive expectations.

Exports of Mineral Products and Fuels
(million EUR)

Source: BNB.

 Receipts from exports of base metals and base
metal products went up by EUR 408.3 million
(25.8 per cent), affected favourably by stable pro-
duction and export activity in non-ferrous metal-
lurgy. Copper and copper products had a major
contribution to total growth (5.9 percentage point),
while zinc and zinc products had a negative con-
tribution (-0.8 percentage point). The physical vol-
umes of non-ferrous metals exports that have
been growing since early year are expected to
follow the positive trends in the forecast horizon
as well.
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Exports of Base Metals and Base Metal Products
(million EUR)

Source: BNB.

Receipts from exports of machines, transporta-
tion vehicles and appliances went up by
EUR 346.4 million (33 per cent). Positive develop-
ments for the period were reported by all major
positions of the group excluding railway appli-
ances (-0.1 percentage point), with nuclear reac-
tors, boilers, machines, appliances and machin-
ery, and electrical machines and appliances con-
tributing most to total growth (by 2.6 percentage
points and 1.5 percentage points respectively). In
the third and fourth quarters of 2008 exports of
machines, transportation vehicles and appliances
are anticipated to retain their upward trend and to
report faster dynamics, compared with that of to-
tal exports as a result of industry reorientation
towards higher value added products.

Exports of Machines, Transportation Vehicles
and Appliances
(million EUR)

Source: BNB.

Receipts from exports of food, drink and tobacco
products reached EUR 742.6 million (42.3 per
cent) for the first six months of 2008. These posi-
tive developments were underpinned mainly by oil
seeds and fruit (1.2 percentage points), cereals
(0.7 percentage points) and milk and dairy prod-
ucts (0.4 percentage points), while exports of meat

had a negative contribution (-0.1 percentage point).
Positive trends are expected to continue during the
third and fourth quarters of 2008 as a result of
good yields in agriculture; expectation will material-
ise provided that an increasing number of produc-
ers meet the EU standards and have a free ac-
cess to the single European market.

Exports of Animal and Plant Products, Food,
Drinks and Tobacco
(million EUR)

Source: BNB.

Exports of textile, clothing and footwear is the
only group with a negative contribution (-0.5 per-
centage point) to total export growth during the
first six months of 2008. Receipts from exports of
textile were less by EUR 29.3 million (2.3 per
cent) compared with the January to June 2007
period, with the decrease in clothing exports (a
contribution of -0.5 percentage points) having the
strongest impact. The slowdown most likely re-
flects the losses of the competitive advantages
based on low production costs (of energy and
labour) of the firms manufacturing clothing and
textile.

Exports of Textile, Clothing and Footwear
(million EUR)

Source: BNB.
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Imports (CIF) reached EUR 12,656.3 million in
the January to June 2008 period; a nominal in-
crease of EUR 2761.3 million (27.9 per cent) on
the respective period of the prior year. In the
structure of imports by use mineral products and
fuels registered the highest positive growth (9.6
percentage points), followed by investment goods
(7.2 percentage points) and raw materials (7.1
percentage points).

Payments on imports of mineral products and
fuels in the first six months of 2008 came to
EUR 2810.1 million, with fuels and crude oil and
natural gas having a major contribution (8.1 per-
centage points and 7.8 percentage points respec-
tively). Over the January to June period the aver-
age price in euro of imported crude oil picked up
by 52.3 per cent, while imported oil products in-
creased by 24.3 per cent compared with the Janu-
ary to June 2007 period. Crude oil imports are
expected to increase during the third and fourth
quarters of 2008 as a result of the sustained pro-
duction activity in the oil processing sector.

Imports of Energy Resources
(million EUR)

Source: BNB.

Investment goods imports preserved their sus-
tained developments in the first six months of
2008; they were the second largest group of im-
ports with a share of 26.9 per cent. Their value
reached EUR 3404.3 million (26.4 per cent), with
transportation vehicles contributing most to total
growth (by 1.7 percentage points), followed by

Contribution of Commodity Groups to Trade Growth,
January − June 2008

                     Exports                     Imports

growth, % contribution, .p. growth, % contribution, .p.

Consumer goods 10.4 2.6 24.4 4.0
Raw materials 20.6 9.6 19.1 7.1
Investment goods 31.9 5.0 26.4 7.2
Energy resources 52.6 6.7 50.7 9.6
Growth, totalGrowth, totalGrowth, totalGrowth, totalGrowth, total 23.923.923.923.923.9 27.927.927.927.927.9

Source: BNB.

machines and equipment (by 1.6 percentage
points). The total value of imported raw mate-
rials comprised EUR 4413.5 million during the
first six months of 2008: up by EUR 706.3
million (19.1 per cent) on the corresponding
period of 2007. In this group cast iron, iron
and steel, ores and food feedstocks had the
largest contribution to total growth (1.7 per-
centage point, 1.2 percentage point and 0.9
percentage point respectively). The upward

trend in imports of investment goods and raw
materials is anticipated to be sustained during the
third and fourth quarters of 2008 owing to high
domestic investment demand and stable produc-
tion activity in metallurgy.

Imports of Investment Goods
(million EUR)

Source: BNB.

Imports of Raw Materials
(million EUR)

Source: BNB.

Imports of consumer goods picked up during
the first six months of 2008 by EUR 398.5 million
(24.4 per cent) on the same period of the prior
year, with their value reaching EUR 2028.8 million.
In this group food, drink and tobacco products
and furniture had a main contribution to total im-
ports (by 1.6 percentage points and 0.6 percent-
age points respectively). Expectations over the
forecast horizon are for preserved sustainable
growth rates of consumer goods imports,
prompted by stable domestic demand.
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Imports of Consumer Goods
(million EUR)

Source: BNB.

According to preliminary data, during the first
six months of 2008 Bulgarian exports, directed to
the other EU member states, went up by 17.6 per
cent, while those directed to countries outside the
Community reported a 35 per cent increase.
Goods imported from the Community picked up
by 23.2 per cent, while those from third countries
by 33.2 per cent. The market share of Bulgarian
goods in total imports of Community member
states rose to 0.59 per cent by June 2008 (on an
annual basis) against 0.56 per cent a year earlier.
Over the forecast horizon no significant changes
in Bulgarian foreign trade geographic structure
are expected.
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4. Inflation

The downward trend in annual inflation is expected to be sustained by the end of 2008. Possible direct and
indirect effects resulting from the sizable increase in the price of natural gas in the fourth quarter of 2008 (be-
tween 0.6 and 1 percentage points) pose risks for higher inflation at the end of the year. The fall of international
fuel and commodity prices reflecting global economic activity moderation may result in a more pronounced in-
flation slowdown in Bulgaria as well.

The significant rise in international food and
fuel prices from mid-2007 prompted a global
acceleration of inflation. Beside the impact of
external factors, the general price level in
Bulgaria was affected by the insufficient food
supply attributable to the drop in agricultural
output by 44.1 per cent in the third quarter of
2007 due to unfavourable weather conditions.
Increased external demand on behalf of
neighbouring EU Member States posed addi-
tional pressure on food prices. The rise in
certain administratively controlled prices and
increased fuel and tobacco excise duties
also contributed to the upsurge in prices in
2007, with this contribution being even more
pronounced in 2008. In addition to growing
company expenditure reflecting higher fuel,
energy and commodity prices, the rise in unit
labour costs also put upward pressure on
prices especially in the services sector.

Harmonized Index of Consumer Prices
(inflation on corresponding month of previous year, %)

Source: NSI.

The increase in inflation continued until
June 2008 when inflation reached 14.7 per
cent on an annual basis. In the second half
of 2008 it started to moderate and in August
the annual growth rate of prices reached
11.8 per cent. The diffusion index, measured

as the relative share of the groups in the con-
sumer basket with monthly inflation over 1 per
cent, is an example of how fuel and food price
leaps from mid-2007 broadly affected the prices
of other goods and services, while subsequently
there was a deceleration in the diffusion index
due to the gradual reduction in the share of
goods and services with a high monthly inflation
rate.

Diffusion Index (Share of the Groups in the Consumer
Basket with Monthly Inflation of over 1%)
(%)

Note: The diffusion index is calculated on the basis of the elementary
aggregates in the consumer basket.

Sources: NSI, BNB.

Inflation went down slowly due to the higher
than expected inflation dynamics of certain foods,
services and non-foods and to the more sizable
contribution of administratively controlled prices.
The relatively high growth rates of processed
food, services and non-food prices probably re-
flect lagged second-round effects of the consider-
able rise in food and fuel prices over the last
year, as well as the increase in fuel prices by
more than 10 per cent only during the May −
June 2008 period. Growing wages in the services
sector put upward pressure on consumer prices
fuelled by the surge in unit labour costs.
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HICP Inflation Accumulated and Contribution of Major
Goods and Services Groups to It

January ≠ AugustJanuary ≠ AugustJanuary ≠ AugustJanuary ≠ AugustJanuary ≠ August August August August August August 20072007200720072007 ≠≠≠≠≠

20072007200720072007 20082008200820082008 August August August August August 20082008200820082008

Inflation (%)Inflation (%)Inflation (%)Inflation (%)Inflation (%) 6.86.86.86.86.8 7.17.17.17.17.1 11.811.811.811.811.8

Contribution, percentage pointsContribution, percentage pointsContribution, percentage pointsContribution, percentage pointsContribution, percentage points
ServicesServicesServicesServicesServices 2.052.052.052.052.05 2.712.712.712.712.71 4.054.054.054.054.05
   Catering services 1.12 1.17 2.00
   Transportation services 0.18 0.79 1.19
   Services excluding catering
               and transportation services 0.75 0.75 0.85
Administratively set pricesAdministratively set pricesAdministratively set pricesAdministratively set pricesAdministratively set prices 0.890.890.890.890.89 1.641.641.641.641.64 1.851.851.851.851.85
Energy productsEnergy productsEnergy productsEnergy productsEnergy products 0.700.700.700.700.70 1.161.161.161.161.16 1.701.701.701.701.70
   Transportation fuels
   and lubricants 0.69 1.03 1.52
FoodFoodFoodFoodFood 3.033.033.033.033.03 0.580.580.580.580.58 2.542.542.542.542.54
   Processed food 2.71 1.05 2.42
   Unprocessed food 0.32 -0.47 0.12
      Fruit 0.34 0.16 0.09
      Vegetables -0.14 -1.02 -0.50
      Meat and meat products 0.12 0.36 0.48
Tobacco productsTobacco productsTobacco productsTobacco productsTobacco products -0.26-0.26-0.26-0.26-0.26 0.510.510.510.510.51 0.520.520.520.520.52
Non-energy industrial goodsNon-energy industrial goodsNon-energy industrial goodsNon-energy industrial goodsNon-energy industrial goods 0.420.420.420.420.42 0.470.470.470.470.47 1.161.161.161.161.16

Note: This structure corresponds to the Eurostat classification, with
tobacco products and goods and services with administratively set
prices presented separately.

Sources: NSI, BNB.

During the first quarter of 2008 food price infla-
tion remained relatively high due to a base effect
and to the continuous rise in international food
and commodity prices pushing up intermediate
consumption costs in food industry. Labour costs
growth in this sector was another factor support-
ing high food inflation. Meanwhile, unlike other
manufacturing sectors where companies partially
cover higher production costs, food industry com-
panies managed to transfer to end-use consumers
the costs related to intermediate consumption and
wages. The increase in prices of transportation
fuels by 21 per cent over the last twelve moths
also had an indirect effect on retail food prices.

The annual growth rate of food prices slowed
down in the beginning of the second quarter fall-
ing to 9.8 per cent in August from 25 per cent in
May. Meanwhile, food prices contributed less to
inflation (2.5 percentage points on an annual ba-
sis in August compared to 6 percentage points in
May). In the third quarter unprocessed food (fruit
and vegetables in particular) contributed most to
the downward trend in food price inflation on an
annual basis due to the usual summer decelera-
tion reflecting the good harvest. In August fruit
and vegetable prices went down by 14.3 per cent
and 36.6 per cent respectively, as compared to
those in April 2008. During the same month fruit

prices posted an annual growth of 6.2 per cent,
and vegetable prices went down by 17 per cent
as compared to those in August 2007.

Harmonized Price Indices of Food
(inflation on corresponding month of previous year, %)

Sources: NSI, BNB.

The annual rate of inflation in the other food
groups also moderated due to a base effect re-
sulting from the sizable increase in their prices in
the second half of 2007, but still remained higher
than expected as compared to that of fruit and
vegetables. This is probably attributable to lagged
effects of the hikes in agricultural products prices
and the significant rise in international food prices
on end-use food prices recorded over the last
year.

Higher production costs in food industry and
agriculture together with the international price
increase had a pronounced indirect effect on the
group of meat and meat products. Inflation accu-
mulated in this group since December 2007 is
around 9 per cent.

High wheat and sunflower yields in 2008 re-
sulted in less expensive commodities (such as
flour and vegetable oil) since mid-year. This de-
velopment was supported by the fall of these
products’ international prices which started during
the same period (see Section One, External Envi-
ronment). The decrease in flour and vegetable oil
prices resulted in a fall in the retail prices of
these products, with that of the flour being more
pronounced. By August, however, vegetable oil
price saw a sizable rise of over 17 per cent since
early 2008. The second-round effects of the de-
crease in flour and vegetable oil prices on food,
in the production of which they are used, are still
less pronounced. Concurrently, in the group of
bread and cereals, rice marked a significant price
rise (up by almost 83 per cent from the year-
start) as a result of its sizable price leap on inter-
national markets.
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9 Water price increase was fuelled mainly by higher electricity prices
and investment necessary to improve the water supply network.

Annual growth rate of food prices is expected
to sustain its downward trend till the end of 2008
mainly due to processed food dynamics. Given
the downward trend in agricultural product prices
in Bulgaria and abroad which started in the sec-
ond half of the review year and the fall in fuel
prices and hence in transportation costs, we
might expect moderate growth rates in processed
food prices till the end of 2008. Fruit and vegeta-
ble prices are expected to get back to their sea-
sonal profile and to report a certain rise in the
last months of 2008.

Between January and August 2008 domestic
prices of energy products followed the sizable
international oil price fluctuations. Raised excise
duties on unleaded petrol and on diesel (by 8 per
cent and 12 per cent respectively) also affected
domestic fuel prices since early 2008. In July the
annual inflation of energy products (excluding ad-
ministratively controlled prices) reached 24.2 per
cent, registering higher-than-expected rates. As a
result of fuel price hikes intermediate consumption
costs in transport increased sizably. The bulk of
higher transportation fuel costs were transferred to
consumer prices and the annual growth rate of
transportation services prices (including services
with administratively controlled prices) reached
25.7 per cent in July.

Harmonized Price Indices of Energy Products
and Transportation Services
(inflation on corresponding month of previous year, %)

* Energy products excluding those with controlled prices include fuels
and lubricants for personal transportation vehicles, and solid, fluid and
gaseous fuels for households.

Sources: NSI, BNB.

The downward trend in oil prices which started
in the second half of 2008, together with the US
dollar appreciation against the euro, contributed to
the decrease in fuel prices by 4.7 per cent in
August. During the same month energy products
contributed 1.7 percentage points to annual infla-
tion. Provided oil prices stabilise or their down-

ward trend is sustained, annual inflation of energy
products will slow down. This will reduce the up-
ward pressure on transportation services prices
and the decrease in transportation costs should
have an indirect effect on the price dynamics of
all goods and services which is expected to be
more moderate in the coming months.

Administratively controlled prices and tobacco
products had a marked contribution to high over-
all inflation since early 2008. By contrast with end-
2007, when the contribution of these two groups
to annual inflation was below 1 percentage point,
in August 2008 the overall contribution of goods
and services with administratively set prices and
that of tobacco products picked up to 2.4 per-
centage points (1.85 percentage points for con-
trolled prices and 0.52 percentage points for to-
bacco products).

Raised international and domestic prices of en-
ergy products (petrol, coal and natural gas) were
the main factor behind the high inflation of goods
and services with administratively controlled prices
since early 2008. The greatest contribution to in-
flation accumulated since the beginning of the
year under review was that of electricity (0.6 per-
centage points), urban public transport (0.3 per-
centage points) and water supply and sewerage
services (0.2 percentage points).9 The increase in
the price of heat energy by 13 per cent since
July was partially reflected in end-use consumer
prices during the same month and, due to its
relatively small share in the consumer basket did
not contribute significantly to inflation (0.06 per-
centage points). The increase in medical and hos-
pital services prices (aggregate contribution of
0.15 percentage points) resulting from the mini-
mum wage rise in 2008 was another key factor
behind accelerated inflation dynamics of goods
and services with controlled prices since early
2008. Other administratively set fees included in
the consumer basket marking an increase since
the year start were those for legal services with a
contribution of 0.15 percentage points.

Most probably new hikes in administratively set
prices are to be expected by end-2008. The in-
crease in the price of heat energy from July not
included in that month, is anticipated to be re-
flected in these hikes. The overall increase in the
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price of heating for 2008 may reach some 25 per
cent due to the 24 per cent rise in the price of
natural gas in the fourth quarter of 2008, provided
the previously discussed additional increase of
heat energy prices of 10−12 per cent is ap-
proved. Apart from its direct effect on inflation
through the price of heat energy, the sizable rise
in the price of natural gas is expected to have an
indirect effect through higher intermediate con-
sumption costs of industrial enterprises. The over-
all effect of the increase in the price of natural
gas on inflation at the end of 2008 is estimated
between 0.6 and 1 percentage points (direct ef-
fect of 0.2 percentage points and indirect effect
between 0.4 and 0.8 percentage points). By the
end of 2008 higher education fees will most prob-
ably be reflected in the consumer basket, thus
making the contribution of administratively control-
led prices to inflation even more significant.

By August tobacco products marked an overall
increase in prices of 14.7 per cent since early
2008 due to their excise duty rise from January
2008. The contribution of tobacco products to
inflation is expected to remain around 0.5 per-
centage points by end-2008.

Harmonized Indices of Goods and Services
with Controlled and Non-controlled Prices
(inflation on corresponding month of previous year, %)

Note: Given the relation between tobacco product prices and adminis-
tratively set excise rates, tobacco products are excluded from the group
of goods and services with non-controlled prices despite the liberaliza-
tion of the tobacco market in early 2007.

Sources: NSI, BNB.

Between January and August 2008 average an-
nual inflation of non-foods (excluding those with
administrative prices and fuels) was 6.6 per cent,
remaining at a level higher than that in end-2007
(6.4 per cent). Due to the relatively low inflation
rate in this group as compared to the groups in
the consumer basket, their contribution to inflation
accumulated since the year-start (0.47 percentage
points) and to annual inflation in August (1.16 per-
centage points) is comparatively low.

The increase in non-food prices was driven by
a number of factors. On the one hand, production
costs increased as a result of the price hikes in
fuel and transportation services. The inclusion of
product fees in the prices of electrical appliances
also contributed to the rise of non-food prices.
Household income growth changed consumption
patterns, pushing up the demand for non-foods.
At the same time, higher consumer requirements
to quality result in an increase in the supply of
high-quality and more expensive goods. National
accounts data show that during the first half of
2008 final consumer expenditure on non-foods
posted an 8 per cent growth on the same period
of the prior year against an annual growth rate of
6.6 per cent in 2007. According to the data on
revenues from retail trade in textile, clothing, foot-
wear and leather and those on retail sales of in-
dustrial goods, the accelerating trend of non-food
consumption was sustained with a certain
slowdown reported in the second quarter.

The increase in the amount of various types of
consumer loans also contributed to the enhanced
consumer demand for non-foods. For example,
between early-2006 and mid-2008 newly extended
household consumer loans (including leases) were
used to finance around 37 per cent of consumer
expenditure on this group of goods. Non-food
inflation is expected to remain relatively high until
the end of 2008.

Services (excluding those with administratively
set prices) contributed most to inflation accumu-
lated since the year-start (by 2.7 percentage
points), with average annual inflation reaching 14
per cent between January and August 2008.
Higher inflation rates in the group of services
seen in 2008 were largely attributable to en-
hanced annual growth in transportation and cater-
ing services prices reflecting the ongoing impact
of the second-round effects resulting from the
upsurge in fuel and food prices in 2007.

Sustained high wage growth was another factor
supporting high inflation in certain services sec-
tors (such as catering and services excluding
catering, transport and telecommunications). Be-
tween January and August 2008 the inflation of
services excluding catering, transport and tel-
ecommunications continued to increase at rela-
tively high rates (around 9−10 per cent on an
annual basis). Higher fuel, energy and food com-
modity prices put further upward pressure on
services prices.
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By-end 2008 services inflation is expected to
gradually moderate mostly on account of reduced
pressure from food and fuel prices which will re-
sult in lowering growth rates of catering and
transport services prices.

Harmonized Price Indices of Services
Excluding Those with Controlled Prices
(inflation on corresponding month of previous year, %)

Sources: NSI, BNB.

Inflation is expected to retain its downward
trend till the end of the year underpinned by the
moderating annual growth in the prices of food,
fuels and some services. Declines in world fuel
prices will push down domestic prices, whereas
direct and indirect effects of increased natural
gas prices will exert an upward pressure.
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