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Global economic indicators continued to show a slight decrease in world growth rates. This trend was determined
primarily by euro area developments. The remaining economic zones are expected to retain their current growth
rates. In compliance with assessments of major economic indicator dynamics, expectations of financial markets are
for a 50 basis point increase in US federal funds interest rate by the end of the third quarter. No change in monetary
policy is anticipated in the euro area. The expected widening of the interest rate differential between the USA and the
euro area will prompt the US dollar appreciation.

The Bulgarian economy is stable, with GDP growth rate reaching 6 per cent in the first quarter of 2005. High growth
rates will sustain in the coming quarters. The slight decline in absolute GDP growth rates reflected the base effect and
the more moderate inventory build-up compared with the previous year. Annual growth rates are anticipated to move
within the range of 5.4 to 5.8 per cent.

Favourable economic conditions in Bulgaria continued to attract capital in the form of foreign direct investment and
loans. The financial account surplus for the first five months of 2005 amounted to BGN 2423.8 million and the reported
in January 2005 government expenditure on repurchases of Brady bonds totaled BGN 1406.7 million. By end-June
the BNB international reserve balance sheet value came to BGN 14,577.1 million (EUR 7453.2 million). We expect to
see a balance of payments current account surplus in the third quarter of 2005 and a deficit in the fourth quarter due
to seasonal factors against preserved structure of financing. As a result, the BNB international reserves will grow in
both quarters despite the end-July government debt buyback. Following the repurchase of Brady bonds, the govern-
ment debt to GDP ratio will fall to 32 per cent. At present, only six of the twenty-five EU member states report a lower
level of this ratio.

The initial results of the measures taken by the BNB in early 2005 to make lending to the private sector more moder-
ate began to show in the second quarter. By end-June claims on the non-government sector went up by 41.8 per
cent year on year (47 per cent at the close of May), the annual growth of the claims on non-financial corporations
comprised 32.2 per cent (35.8 per cent at the close of May) and that of claims on households 72.2 per cent (77.8 per
cent at the close of May). At end-May commercial banksí external debt decreased by EUR 282.5 million compared
with March. Commercial banksí net international reserves turned positive reaching some EUR 100 million by end-
June. Banksí behaviour after March 2005 gives grounds to conclude that the growth rates of the claims on the non-
government sector will move within the 30 to 35 per cent band by the end of 2005.

Domestic demand stayed high, with household consumption growth picking up in the first quarter of 2005. Sustain-
able upward trends in Bulgarian economyís competitiveness and particularly in industrial competitiveness favoured
the extension of foreign markets for Bulgarian producers and the maintenance of relatively high export growth rates
irrespective of the global growth slowdown.

Inflation accumulated since early 2005 came to 1.2 per cent at the close of June. So far, there have been no rea-
sons to change the projected end-year inflation of about 3.5 per cent. The major risks for these projections could
arise from a slightly higher inflation rate. High crude oil prices in June and July were an external factor which impacted
risk assessment. Fluctuations in crude oil prices were so dramatic that even insignificant events could affect their dy-
namics. Damages caused by floods were an internal factor affecting inflation and economic growth projections. At
present, there is no reliable information which allows us to quantitatively assess the effects of floods on the Bulgarian
economy.

Summary
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Chart 3

US Inflation Rate
(change on same period of previous year, %)

Source: Bureau of Labor Statistics, Bureau of Economic Analysis.
Note: Note: Note: Note: Note: The US core inflation is measured by personal consumption expenditures index ex-
cluding energy and food expenditures.

Current Business Situation

Consumer and business confidence indica-
tors show expectations of a slight global
growth slowdown in the second half of 2005
despite the sustainable high growth rates.
Services retained their leading role in eco-
nomic growth. June saw signs of recovery in
industry based on anticipated higher domestic
demand.

The USA

According to preliminary assessments, US
annual growth in the second quarter came to
3.6 per cent reflecting increased private con-
sumption prompted by favourable labour mar-
ket conditions. Low long-term interest rates
were still the major factor behind high con-
sumption: they allowed the households to de-
rive income from real estate by refinancing
mortgage loans under more favourable condi-
tions.

Second quarter data indicate that net ex-
ports have improved for the first time in the last
four and a half years. GDP growth was lower
compared with the previous quarter, the
slowdown being most clearly expressed in in-
dustry as a result of corporationsí efforts to
curtail inventories built up in previous quarters.

Economic activity in the third and fourth
quarters of 2005 is expected to be high, al-
though its gradual slowdown to levels closer
to the potential growth will be preserved.

External imbalances as well as growing real
estate prices (partly due to speculative fac-
tors) may pose risks to the economy.

1. External Environment

Chart 1

Global PMI Indices

Source: NTC Research, JP Morgan.

Chart 2
Contribution to US Growth by Component

(%)

Source: Bureau of Economic Analysis.
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In the second quarter inflation decreased re-
flecting the lower growth rates of fuel prices
and their smaller contribution to the consumer
price index. This stemmed from the base ef-
fect in 2004 when a fuel price jump was regis-
tered in the domestic market. In June 2005 in-
flation measured by the change in the con-
sumer price index amounted to 2.5 per cent on
a year-on-year basis while in the first months of
2005 it was over 3 per cent. Core inflation also
fell to 2 per cent. Inflation projections based on
quotations of inflation-indexed ten-year gov-
ernment securities followed a downward trend
in the second quarter and by the end of the
period they came to some 2.4 per cent.

Inflation may accelerate in the second half of
2005 due to the high crude oil prices, rising la-
bour costs and the 2004 base effect. The deci-
sion of China to revalue its currency against
the US dollar could boost inflationary pressure
through raised prices of imports from China.

Unit labour cost dynamics will be the key in-
fluence on consumer prices in the coming
quarters. The typical slowdown in productivity
growth in the business cycle upward phase
prompted a rise in labour costs which with a
certain lag affected consumer prices. This fac-
tor, coupled with enhanced domestic con-
sumption and the high capacity utilization co-
efficient in the economy, gave rise to expecta-
tions that price pressure will be preserved in
the future.

Based on stable macroeconomic condi-
tions, the Federal Reserve continued to raise
interest rates: as of 9 August 2005 federal
funds interest rates were successively in-
creased to 3.25 per cent.

Market expectations foresee an increase in
the reference interest rate to 4 per cent. The
opinion of most market participants is that
there will be at least another 25 basis point in-
crease. The spread between the interest rate
on six-month LIBOR deposits in US dollars
and that on federal funds was steady in the
last few months at average levels within the
range of 50 to 75 basis points. Provided the in-
terest rate growth is discontinued at the start of
2006, the spread will be shortened.

Chart 5
US Growth and Labour Market

(%)

Source: Bloomberg.

Chart 4

US Unemployment Rate and Change in Payroll Employment

Source: Bureau of Labor Statistics.

Chart 6

US Consumer Confidence Indicators
(1985 = 100)

Source: The Conference Board.

Chart 7

US PMIs and Growth

Source: Institute for Supply Management.
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Chart 11
Euro Area: Incomes, Consumption and Savings (%)

Source: Eurostat.

Based on current market expectations about
the reference interest rate and on the afore-
mentioned spread dynamics, the interest rate
on six-month LIBOR deposits in US dollars will
fluctuate, ranging between 3.70 and 4.30 per
cent in the third quarter and between 4 and
4.50 per cent in the fourth quarter.

The Euro Area

In the first quarter of 2005 euro area growth
rate dropped to 1.3 per cent on an annual ba-
sis (1.5 per cent in the last quarter of 2004), al-
though an increase to 0.5 per cent was re-
ported on a quarterly basis (0.2 per cent in the
previous quarter).

Inflation stayed close to ECB target values
from the start of the second quarter and in
June it amounted to 2.1 per cent on a year-on-
year basis. Energy and food price dynamics
continued to determine the overall price level.
Core inflation remained low (1.4 per cent on an
annual basis in June) which proves the as-
sumption that higher petrol price secondary
effects did not exert any significant inflationary
pressure. Weak consumer activity limited pro-
ducersí opportunities to transfer rising produc-
tion costs to end-use consumer prices. De-
spite faster unit labour cost annual growth in
the first quarter, most likely the indicatorís
trend will be reversed in the second half of the
year which presupposes weaker pressure on
inflation. The major risks for price stability are
the depreciation of the euro against the US
dollar and the rise in crude oil prices which will
result in higher production costs.

Chart 8

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

Source: Bloomberg.

Chart 9

Expected US Yield Curve
(%)

Source: Bloomberg.

Chart 10
Contribution to Euro Area Growth by Component

(%)

Source: Eurostat.
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During most of the second quarter euro area
labour market data showed a favourable trend
of rising employment and unemployment fall-
ing to 8.7 per cent in June. Optimistic expecta-
tions arise from data on Germany and France
for June when a drop in the number of regis-
tered unemployed was reported. Major Euro-
pean Commission indicators for June are
more optimistic about future employment.

By the close of the second quarter and the
start of the third quarter most indicators of the
economic situation in industry and services
picked up upsetting the trend of the first half of
2005. Provided this change sustains in August
and September, the euro area will report faster
economic growth in the third quarter.

In June the ECB revised the 2005 projected
GDP growth interval to 1.1≠1.7 per cent on an
annual basis (1.2≠2 per cent prior to revision).
Major factors behind this were the negative
trends emerging in the first half of the year. The
August ECB forecasts are for GDP growth
within the 0.2≠0.6 per cent band in the third
quarter compared with the previous quarter
and within the 0.4≠0.8 per cent band in the
fourth quarter.

In the second quarter of 2005 ECB monetary
policy remained unchanged. Financial mar-
kets reported possible interest rate cuts by the
≈CB in the fourth quarter based on data show-
ing a decline in economic activity by mid-June.
As a result, the spread between the interest
rate on six-month LIBOR deposits in euro and
the repo interest rate narrowed to 8.4 basis
points. The subsequent improved current eco-
nomic indicators supported the yield on six-
month LIBOR deposits in euro, and the interest
rate spread went up to 15 basis points by end-
July.

ECB monetary policy corresponds to the
lack of a substantial upward trend in consumer
inflation and the relatively low euro area eco-
nomic activity. Given the current macroeco-
nomic trends, financial markets do not antici-
pate any changes in interest rates.

Based on market expectations, the six-
month LIBOR on deposits in euro for the third
quarter of 2005 is foreseen to move within the
2.10 to 2.25 per cent range.

Chart 13

Euro Area Unemployment Rate
(%)

Source: Eurostat.

Chart 12

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

Source: Eurostat, ECB.
Note: Euro area core inflation excludes changes in energy, food, alcoholic drinks and to-
bacco prices.

Chart 14

Euro Area Consumer Confidence Indicators

Source: Eurostat.

Chart 15
Euro Area PMIs and Growth

Source: NTC Research.
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Chart 19
Euro Area Money Market Yield Curve

(%)

Source: Bloomberg.

Chart 18

Curve of Expected Euro Area Yield
(%)

Source: Bloomberg.

EU-25

In the first quarter of 2005 EU-25 decreased
its GDP growth rate to 1.6 per cent on a year-
on-year basis. The growth in the new EU mem-
ber states amounted to 3.9 per cent in the first
quarter (4.2 per cent in the last quarter of
2004). Its lower level resulted from the
slowdown in Hungary and Slovenia. Lithuania,
Latvia, Estonia and Slovakia reported the high-
est growth rates.

In the second quarter inflation rates in the
newly acceded countries fell to an average of
2.4 per cent (in the previous quarter rates aver-
aged 3.2 per cent). This was caused to a great
extent by the base effect of 2004 when a one-
off temporary acceleration in inflation was re-
ported (mainly through increased indirect
taxes on consumption) owing to accession of
the new countries to the EU.

Chart 16

Euro Area Base Interest Rates
(%)

Source: Bloomberg.

Chart 17

BIR on Refinancing Operations and Six-month EURIBOR
(%)

Source: Bloomberg.

The EUR/USD Rate

In the second quarter of 2005 a clearly out-
lined trend to depreciating euro against the US
dollar was evident, with the exchange rate
moving in a relatively wide corridor of USD
1.19 to USD 1.31. The series of ten monthly
EUR/USD rate minimums reflected the ex-
pected interest rate policy of the ECB and the
Federal Reserve (broadening of the interest
rate differential and projections concerning de-
cisions). By the end of the second quarter the
effect of US news subsided at the expense of
growing importance of euro area news.
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Chart 20

EUR/USD Exchange Rate
(USD)

Source: Bloomberg.

The Balkan Region
In the first quarter of 2005 growth on the Balkans slowed down slightly. Industrial output growth rates in the Balkan states

weakened in the second quarter, especially in Romania and Turkey, which signals steadying of last yearís high growth rates
and going through a cycle of moderate expansion.

By the end of the first half of 2005 inflation in the region remained relatively low without secondary effects from high crude oil
and fuel prices.

Our expectations for the second half of 2005 are still optimistic. Growth rates will probably slow down due to lower foreign
demand. However, economic conditions will lead to expansion stemming from the sustainable high domestic demand
growth.

Table 1

Real Growth and Inflation in Balkan Countries
(%)

20032003200320032003 20042004200420042004           2005           2005           2005           2005           2005 

TotalTotalTotalTotalTotal I quarterI quarterI quarterI quarterI quarter II quarterII quarterII quarterII quarterII quarter III quarterIII quarterIII quarterIII quarterIII quarter IV quarterIV quarterIV quarterIV quarterIV quarter TotalTotalTotalTotalTotal I quarterI quarterI quarterI quarterI quarter II quarterII quarterII quarterII quarterII quarter

Growth Growth Growth Growth Growth (on an annual basis)
Bulgaria 4.5 4.5 5.5 5.8 6.2 5.6 6.0
Greece 4.7 4.3 4.1 4.0 4.2 4.2 3.5
Macedonia 2.8 2.4 3.7 3.4 2.1 2.9 2.7
Romania 4.9 6.1 7.1 11.1 8.9 8.3 5.9
Turkey 5.8 11.8 14.4 5.3 6.3 8.9 4.8
Croatia 4.3 4.2 3.8 3.6 3.6 3.8 1.8

Inflation Inflation Inflation Inflation Inflation (as of end of period)))))
Bulgaria 5.6 6.2 7.3 6.3 4.0 4.0 4.3 5.1
Greece 3.1 2.9 3.0 2.9 3.1 3.1 2.9 3.2
Macedonia 2.6 1.4 -0.2 -1.8 -1.9 -1.9 0.2 1.4
Romania 14.1 13.1 12.0 11.1 9.3 9.3 8.7 9.7
Turkey 18.4 11.8 8.9 9.0 9.3 9.3 7.9 9.0
Croatia 1.7 1.4 2.5 1.5 2.7 2.7 4.0 2.8

Source: Statistical institutes and central banks of respective countries.

International Prices of Major Raw
Materials, Crude Oil and Gold

Crude Oil

Enhanced crude oil demand, coupled with
limited extraction facilities capacity, continued
to dominate prompting higher prices of the
crude oil. The steady rise in demand did not
indicate that this high price affected consumer
behaviour. Hence, in July Brent average price
rose to USD 57.7 per barrel.

Chart 21
Crude Oil

(USD per barrel)

Source: World Bank.

Widening US interest rate differentials com-
pared with the remaining developed countries
will back the US dollar. In the summer ex-
change rate fluctuations usually subside, al-
though this is not very likely to happen in the
current year provided divergent signals come
from the ECB and the Federal Reserve. The
EUR/USD rate will probably move within the
USD 1.17 to USD 1.25 band, with technical
factors showing sustainable trends toward US
dollar appreciation.
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The IEA revised its projections of the 2005
raw material demand growth from 2.2 to 1.9
per cent due to the lower expectations of de-
mand in China and the USA until end-year.
This will partially ease market tension. How-
ever, cautiousness and speculations prevail.
The crude oil reserves in OECD countries
reached a six-year peak and OPEC supply hit
the record highs in the last 25 years.

The upward trend in the crude oil price will
be supported by the expected great demand
in the second half of 2005 and seasonal fac-
tors, including active travel in the summer and
accumulation of inventories for the winter.
Brent price may continue to move dynamically
in a wide range of USD 54 to USD 66 per bar-
rel (although the risk here comes from under-
estimating this borderline). Hurricanes in the
Atlantic Ocean whose number is expected to
hit a record high additionally affected market
fluctuations. High facilities utilization in the USA
and the shortage of free capacities also con-
tributed to the upward trend in international fuel
prices.

Futures markets showed an intensive activity
in the ënon-tradeí segment prompted by par-
ticipation of investment funds whose business
activity is not directly related to crude oil ex-
traction and processing. The change in their
positions caused stronger-than-usual market
fluctuations.

Calculated in euro, the OPEC basket crude
oil price stayed above the corridor of EUR 22
to EUR 28 per barrel. Its average value in the
second quarter was EUR 41 per barrel: an in-
crease of 12.9 per cent on the previous quarter
and 39.2 per cent on the second quarter of
2004. Unlike the valuation effect of the previous
three quarters when oil appreciation in US dol-
lars was partially offset by the appreciation of
the European currency against the US dollar,
in the second quarter of 2005 both effects
pushed up oil prices in euro. On a quarterly
basis, exchange rate contribution amounted to
3.9 per cent and that of oil price rise in US dol-
lars to 8.3 per cent.

Given the EUR/USD rate forecasts for the
third and fourth quarters of 2005, the twelve-
month average price may exceed EUR 40 per
barrel in November (by the end of the second
quarter it came to EUR 33.8 per barrel).

Chart 22

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

Source: International Energy Agency.

Chart 23

OPEC Basket Price in Euro

Source: World Bank, ECB, BNB, OPEC.
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1 Growth rates reflect dynamics in prices in US dollars.

Major Raw Material and Commodity Prices

In the second half of 2005 metal prices will
probably continue to rise slightly.1  Latest fore-
casts of Chinaís metal demand were revised
downwards. As a result, some non-ferrous
metalsí prices (aluminium, zinc and lead)
slightly fell in the second quarter. The low cop-
per and nickel inventories in world exchange
warehouses furthered their upward trend. Ac-
cording to expectations, steel price rose by 6.7
per cent compared with the previous quarter.

In the second quarter of 2005 food prices
continued to move within anticipated bounds.
Declines are possible in the second half of the
year. There have been no indications of poor
world cereals harvest so far, which is likely to
prevent the pressure of bread and dough
products on domestic inflation, provided
grains have to be imported.

Source: World Bank, BNB.

Chart 24
Price Indices of Major Commodities and Commodity Groups

Steel (2000 = 100) Copper (2000 = 100)

Food (2000 = 100) Wheat (USA, HRW) (2000 = 100)
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Chart 25

Spot Price of Gold
(USD per troy ounce)

Source: Bloomberg.

According to International Grains Council
forecasts, in July 2005 world wheat harvest will
be close to the record highs of 2004 and
wheat consumption will be met almost entirely
by the new harvest with a minimum decrease
in inventories. European Commission projec-
tions based on weather forecasts as of July
put the 2005 EU cereals harvest at 10 per cent
less than that of 2004. This reflects the
droughts in France, Spain and Portugal, and
the unusually heavy rainfalls on the Balkan Pe-
ninsula.

Gold

Gold price remained under the influence of
the technical link with the EUR/USD exchange
rate during most of the second quarter fluctu-
ating within the range of US 415 to USD 442.
Widening interest rate differentials between the
USA and the euro area made investment in US
dollars more attractive affecting adversely the
price of this precious metal. In June the de-
pendence on the exchange rate was discon-
tinued due to: raised petroleum prices, silver
appreciation leading to increased gold price,
enhanced jewelry investment demand and
consumption (marking the end of intensified
purchases in Asia and mostly in India for the
first half of 2005), rising physical demand at
levels below USD 420, technical factors related
to gold price calculated in euro, uncertainty on
international markets.

In the third quarter of 2005 the technical link
between the gold price and the exchange rate
will gradually start recovering. Widening inter-
est rate differentials will exert pressure on gold
price. Purely seasonal factors will add to this.
In the fourth quarter they will affect gold price
through greater jewelry demand. Concerns
have arisen about supply since the output in
the three largest gold producers (the Republic
of South Africa, the USA and Australia) is de-
clining. At present, the central banks refrain
from selling gold, thus limiting the major supply
source: the official sector. The gold price will
fluctuate between USD 385 and USD 460 per
troy ounce until year-end.
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Chart 26
Spread of JP Morgan Index for Emerging Markets

(basis points)

Source: Bloomberg.

Bulgarian External Debt Dynamics on
International Financial Markets

Emerging markets government debt yield
spread has been following a steady trend to-
wards a gradual decrease since early May.
Recovery of investorsí interest in high-risk as-
sets after the crisis of the end of the first quar-
ter resulting from General Motorsí downgraded
rating was an important factor behind this dy-
namics. Long-term interest rates of govern-
ment securities in developed economies de-
creased over most of the second quarter
boosting the interest in financial assets offering
relatively high yield being a government debt
of developing countries.

In compliance with the general trend to
stronger interest in emerging markets, the yield
spread of Bulgarian external debt measured
by the JP Morgan EMBI+ index decreased to
73 basis points by the close of the second
quarter prompted by the final repurchase of
Brady bonds amounting to USD 607.64 million
effected in July.

The stable macroeconomic environment
and the prudent fiscal policy continued to be
the factors behind the sustaining interest of in-
ternational investors in Bulgarian government
debt.
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Table 2
Cash Flows Which Prompted Significant Changes in Gross International Reserves

January ≠ March 2005 January ≠ June 2005

¿) Purchases and sales of reserve currency¿) Purchases and sales of reserve currency¿) Purchases and sales of reserve currency¿) Purchases and sales of reserve currency¿) Purchases and sales of reserve currency
(million EUR)(million EUR)(million EUR)(million EUR)(million EUR)
- Net purchases from commercial banks
- Revenue (outflows) related to net purchases
(sales) at tills

B) Changes due to revenue on commercialB) Changes due to revenue on commercialB) Changes due to revenue on commercialB) Changes due to revenue on commercialB) Changes due to revenue on commercial
banksí minimum required reserves accountsbanksí minimum required reserves accountsbanksí minimum required reserves accountsbanksí minimum required reserves accountsbanksí minimum required reserves accounts
in foreign currencyin foreign currencyin foreign currencyin foreign currencyin foreign currency

C) Changes due to flows on governmentC) Changes due to flows on governmentC) Changes due to flows on governmentC) Changes due to flows on governmentC) Changes due to flows on government
accounts (only the largest cash flows:accounts (only the largest cash flows:accounts (only the largest cash flows:accounts (only the largest cash flows:accounts (only the largest cash flows:
revenue and payments)revenue and payments)revenue and payments)revenue and payments)revenue and payments)

EUR +328 million

EUR -3 million

CHF -52 million
EUR +55 million
USD -99 million

Revenue:Revenue:Revenue:Revenue:Revenue:
1. From privatization of energy distribution
companies: EUR +555 million;
2. From external loans: EUR +18 million;
3. From issue of internal debt:
    EUR +17 million.
Payments:Payments:Payments:Payments:Payments:
1. On external government debt:
   USD -1074 million; EUR -168 million,
   SDR -6 million; JPY -600 million.
2. On domestic government debt:
    EUR -3 million.

EUR +811 million
EUR -6 million

CHF -327 million*
EUR +293 million
USD -100 million

Revenue:Revenue:Revenue:Revenue:Revenue:
1. From privatization of state-owned

companies: EUR +602 million;
2. From external loans: EUR +55 million;

SDR +4 million; USD +1 million;
3. From domestic debt issues:
    EUR +17 million;
Payments:Payments:Payments:Payments:Payments:
1. On external government debt:
USD -1087 million, EUR -267 million,
SDR -12 million; JPY -1053 million;
2. On domestic government debt:
EUR -6 million.

* As a result of the amendments to Ordinance No. 21 which do not allow commercial banks to maintain minimum required reserves in currencies other than the lev and
euro, during the first half of 2005 CHF 327 million and USD 100 million were withdrawn.

Source: BNB.

2. Financial Flows, Money and Credit

Changes in international conditions, prompt-
ing fluctuations in external demand, exchange
rates and interest rates, had a significant effect
on Bulgariaís economy via foreign trade dy-
namics and balance of payments financial ac-
count flows. The interaction of domestic and
external economic agents formed financial
flows which determined the direction and the
change in international reserves. The change
of international reserves under a currency
board arrangement leads to a change of mon-
etary base and correspondingly to a change in
broad money through the process of money
multiplication.

The first half of 2005 saw a relatively high
capital inflow and a progressive increase in
BNB international reserves. By the end of June
the Issue Department assets reached
EUR 7453.2 million, an increase of EUR 1341.9
million on 2004). The bulk of financial flows be-
tween the Bulgarian economy and non-resi-
dents over the review period reflected transac-
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Commercial Banksí Behaviour in the First Half of 2005
Following the publication of the BNB Governing Councilís resolution in February 2005 on introducing additional required re-

serves, banks tried to raise the reporting basis of the growth rate of loans by significantly increasing their credit portfolios in
March. As a result, claims on the non-government sector grew by BGN 3888.7 million (by 27.6 per cent) in the first quarter,
with the increase in March alone amounting to BGN 3276.6 million. These changes affected broad money dynamics prompt-
ing a rise by BGN 2466.2 million in March (by 11.9 per cent on February) and by BGN 2811 million (by 13.8 per cent on De-
cember 2004) in the first quarter of 2005.

Commercial banksí behaviour entails new amendments to Ordinance No. 21 in April, one of them providing for credit
growth reporting by averaging daily volumes. Between April and June claims on the non-government sector went down by
BGN 1718.2 million and broad money by BGN 427.7 million. This may not be interpreted as an indication of subdued lending
and decreased money supply, since annual growth rates of both indicators stayed high. By the end of June claims on non-
financial corporations fell by BGN 1922.6 million on March as a result of writing off a part of loans extended by the end of
March and another part of loans was transferred to non-resident banks. Claims on households continued to progressively in-
crease (by BGN 590.6 million in the second quarter of the year).

Note: Note: Note: Note: Note: For more details about measures for limiting credit growth initiated by the BNB in early 2005, see Economic Review,
May 2005, p. 20.

tions of commercial banks and the state
budget. The January purchase of Brady bonds
by the government led to a decline in BNB re-
serves over the first quarter which was entirely
offset until end-June, and international re-
serves rose by EUR 682.8 million on the end of
December 2004.

Commercial banksí behaviour, instigated by
the amendments to BNB Ordinance No. 21 on
Minimum Required Reserves Maintained with
the Bulgarian National Bank by Banks (see the
above box) affected significantly the dynamics
of a number of macroeconomic indicators
over the first half of 2005. During the first quar-
ter most of banks started extensively to borrow
external resources, mostly in the form of non-
residentsí deposits, and to raise the volume of
extended loans intended to increase the base
provided for in the amendments to Ordinance
No. 21. During the second quarter following
the additional amendments to the Ordinance
adopted in April, a fall both in banksí external
debt and in monetary and credit aggregates
occurred compared with the previous quarter
without any indications that it affected Bulgar-
iaís economic activity.

Financial Flows and External Position
Sustainability

Since early 2005 the balance of payments
current account deficit was progressively in-
creasing to reach by end-June approximately
EUR 1.86 billion on an annual basis. This in-
crease was primarily attributable to the trade
balance growth which as a result of high
growth rates of imports rose by EUR 392.8 mil-
lion compared with the January ≠ June 2004
period and reached EUR 1693 million over the
review period.

We expect to see a current account surplus in the third quarterWe expect to see a current account surplus in the third quarterWe expect to see a current account surplus in the third quarterWe expect to see a current account surplus in the third quarterWe expect to see a current account surplus in the third quarter
and a deficit in the fourth quarter, with the annual current accountand a deficit in the fourth quarter, with the annual current accountand a deficit in the fourth quarter, with the annual current accountand a deficit in the fourth quarter, with the annual current accountand a deficit in the fourth quarter, with the annual current account
deficit reaching approximately 8.7≠8.8 per cent of GDP. Over thedeficit reaching approximately 8.7≠8.8 per cent of GDP. Over thedeficit reaching approximately 8.7≠8.8 per cent of GDP. Over thedeficit reaching approximately 8.7≠8.8 per cent of GDP. Over thedeficit reaching approximately 8.7≠8.8 per cent of GDP. Over the
third quarter foreign direct investment inflows will come to some 9third quarter foreign direct investment inflows will come to some 9third quarter foreign direct investment inflows will come to some 9third quarter foreign direct investment inflows will come to some 9third quarter foreign direct investment inflows will come to some 9
per cent on an annual basis, and 6.3≠6.4 per cent of GDP over theper cent on an annual basis, and 6.3≠6.4 per cent of GDP over theper cent on an annual basis, and 6.3≠6.4 per cent of GDP over theper cent on an annual basis, and 6.3≠6.4 per cent of GDP over theper cent on an annual basis, and 6.3≠6.4 per cent of GDP over the
fourth quarter.fourth quarter.fourth quarter.fourth quarter.fourth quarter.

External government debt at the end of the third quarter wasExternal government debt at the end of the third quarter wasExternal government debt at the end of the third quarter wasExternal government debt at the end of the third quarter wasExternal government debt at the end of the third quarter was
nearly 27 per cent of GDP and at the end of the year almost 26 pernearly 27 per cent of GDP and at the end of the year almost 26 pernearly 27 per cent of GDP and at the end of the year almost 26 pernearly 27 per cent of GDP and at the end of the year almost 26 pernearly 27 per cent of GDP and at the end of the year almost 26 per
cent. Private external debt is expected to rise during the thirdcent. Private external debt is expected to rise during the thirdcent. Private external debt is expected to rise during the thirdcent. Private external debt is expected to rise during the thirdcent. Private external debt is expected to rise during the third
quarter to 39≠40 per cent of GDP and to nearly 42 per cent of GDPquarter to 39≠40 per cent of GDP and to nearly 42 per cent of GDPquarter to 39≠40 per cent of GDP and to nearly 42 per cent of GDPquarter to 39≠40 per cent of GDP and to nearly 42 per cent of GDPquarter to 39≠40 per cent of GDP and to nearly 42 per cent of GDP
in the fourth quarter of 2005.in the fourth quarter of 2005.in the fourth quarter of 2005.in the fourth quarter of 2005.in the fourth quarter of 2005.
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Chart 28
Current Account Deficit to GDP and Foreign Direct Investment to GDP
(On an Annual Basis)

(%)

Source: BNB, NSI.

Chart 27

Dynamics of Current Account, Financial Account
and International Reserves on an Annual Basis

(million EUR)

Source: BNB.

Worsening current account impacted by the
trade balance dynamics will be sustained in
the second half of 2005. Growth rates of ex-
ports and imports are expected to stay rela-
tively high but lower than that registered since
early 2005. Trade balance will continue wors-
ening (see the Economic Activity Section). The
major factor responsible for the increase in
trade balance deficit will be the relatively high
growth rate of imports determined by domestic
demand.

Current account dynamics in the third and
fourth quarters significantly diverged due to
larger revenue from tourism concentrated in
summer months. In recent years summer tour-
ist seasons were favourable for the Bulgarian
economy and the summer 2005 is also ex-
pected to be good. According to NSI data, for-
eign travelers who visited Bulgaria numbered
2.7 million in the first half of 2005, an increase
of 7 per cent on the same period of 2004.
Tourist visits accounted for the bulk of all visits.
According to the forecasts based on these
data, travel revenue is expected to increase by
more than 10 per cent in the third quarter on
the corresponding period for 2004. The bal-
ance on Services again will be the determining
factor in current account surplus formation in
the third quarter. The nominal growth of travel
revenue over the third quarter of 2005 is ex-
pected to be lower than that in 2004 reflecting
the high volume realized in the third 2004 quar-
ter. The amount of the current account surplus
in the third quarter is estimated at nearly
EUR 500 million, an increase of approximately
EUR 100 million compared with the corre-
sponding period in 2004 but risks are associ-
ated with lower surplus.

The deficit on the Income item may worsen
due to increasing international interest rates
and the larger amount of repatriated profit. Bal-
ance of payments data by June 2005 confirm
these expectations with the income paid on di-
rect investments since early year almost
matching that for first half of 2004. Over the
same period total income paid on portfolio and
other investments rose by 15 per cent on the
corresponding period of 2004. The balance on
income slightly deteriorated between January
and June 2005 and it is anticipated to continue
worsening in the second half-year.

Net current transfers increased insignificantly
in early 2005 (EUR 414.7 million by June
against EUR 354 million between January and
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June 2004), and no factors prompting acceler-
ated growth are expected to occur in the sec-
ond half-year. The increase in net current
transfers over 2005 is estimated at about EUR
50 million, the bulk of it expected in the fourth
quarter.

Given the expected dynamics of the current
account, the deficit in the fourth quarter will in-
crease by approximately EUR 100 million on
the same period of 2004 to reach about EUR 1
billion. The current account deficit is fore-
casted at approximately EUR 1.8 billion
(8.7≠8.8 per cent of GDP).

Between January and June 2005 foreign di-
rect investment inflow was slower than in the
corresponding period of 2004, reflecting the
lack of privatization transactions until June
2005. Over the second half-year the inflow of
foreign direct investment is expected to be
lower on a year earlier basis, as in the second
half of 2004 sizable receipts came from privati-
zation transactions. However, non-privatization
component of foreign direct investment is ex-
pected to grow compared with the second half
of 2004, a prerequisite for a stable current ac-
count deficit financing. Anticipated receipts
from direct investment over the third quarter
are estimated at about EUR 230 million and al-
most match the 2004 third quarterís level. An
inflow of about EUR 500 million is expected in
the fourth quarter. The forecasts for 2005 point
out an increase in the non-privatization com-
ponent of foreign direct investment and an in-
significant privatization revenue, with the cover
provided on the current account deficit by di-
rect investment exceeding 70 per cent.

Private sectorís net external borrowing has
been stable in recent years and it is expected
to sustain in the second half of 2005. Meas-
ures initiated by the BNB for limiting credit ex-
pansion will mostly affect the structure of bal-
ance of payments debt flows. The inflow of
debt resources into commercial banks on the
balance of payments financial account is ex-
pected to be lower than in 2004 at the expense
of increasing indebtedness of the private non-
bank sector.

By end-May 2005 gross external debt totaled
EUR 12,799.1 million, an increase of approxi-
mately EUR 550 million on the end of 2004.
Debt of the General government sector de-
creased by about EUR 600 million, while that of
the private sector rose by over EUR 1.1 billion.
The policy of reducing external government

Chart 29
Gross External Debt

(million EUR)

Source: BNB.
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debt pursued by the government and the low
probability for negotiating new loans support
our expectations for a decrease in the external
government debt to about EUR 5500 million in
the third quarter (a fall by approximately EUR
1400 million on the third quarter of 2004 if the
buyback of Brady bonds effected in July is re-
ported). Over the fourth quarter the amount of
the external government debt is expected to
amount about EUR 5400 million, a decrease of
approximately EUR 1200 million on the corre-
sponding quarter of 2004.

By March 2005 private debt growth was
mostly impacted by the behaviour of commer-
cial banks which intensively borrowed funds
for lending from their foreign owners, primarily
in the form of non-resident deposits. This led to
a dramatic increase in short-term external
debt. Following the amendments to Ordinance
No. 21, commercial banks changed their be-
haviour and their foreign obligations in the form
of non-resident deposits went down by almost
EUR 400 for two months. Thus, one of the ob-
jectives for limiting external banking system in-
debtedness, provided for by the amendments
to Ordinance No. 21, was achieved.

Over the second half of 2005 the total private
sector debt is expected to increase, and debt
flows will shift to the private non-bank sector
instead of the banking system.

The expected rechanelling of external obli-
gations to the private non-bank sector indi-
cates that commercial banksí debt will gradu-
ally increase, while the debt of non-bank eco-
nomic agents will rise at faster rates . As a re-
sult, the private external debt may reach ap-
proximately 39≠40 per cent of GDP on an an-
nual basis in the third quarter and about 42 per
cent of GDP on an annual basis in the fourth
quarter of 2005. These expectations about the
private external debt dynamics have a short-
term nature: until the end of 2005. The trend to-
ward extensive external borrowing of funds for
financing the private sector pertains to the fa-
vourable internal situation and good prospects
for economic growth. The bulk of external obli-
gations are infused in the economy in the form
of foreign direct investment (intercorporate
loans). In the medium run, growth rates of the
private sector foreign debt are expected to fall
due to the exhaustion of the base effect, and
the debt service expenditure to exports ratio to
decline due to the increased export capacity
of the firms.

Chart 30

Long- and Short-term Gross External Debt Dynamics
(million EUR)

Source: BNB.
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In the third and the fourth quarters of 2005 reserve moneyIn the third and the fourth quarters of 2005 reserve moneyIn the third and the fourth quarters of 2005 reserve moneyIn the third and the fourth quarters of 2005 reserve moneyIn the third and the fourth quarters of 2005 reserve money
growth rates are expected to stabilize at nearly 20≠22 per cent ongrowth rates are expected to stabilize at nearly 20≠22 per cent ongrowth rates are expected to stabilize at nearly 20≠22 per cent ongrowth rates are expected to stabilize at nearly 20≠22 per cent ongrowth rates are expected to stabilize at nearly 20≠22 per cent on
an annual basis. Broad money will progressively change at a ratean annual basis. Broad money will progressively change at a ratean annual basis. Broad money will progressively change at a ratean annual basis. Broad money will progressively change at a ratean annual basis. Broad money will progressively change at a rate
of between 23 and 25 per cent year on year, with a slight down-of between 23 and 25 per cent year on year, with a slight down-of between 23 and 25 per cent year on year, with a slight down-of between 23 and 25 per cent year on year, with a slight down-of between 23 and 25 per cent year on year, with a slight down-
ward trend. No significant changes in deposit interest rates areward trend. No significant changes in deposit interest rates areward trend. No significant changes in deposit interest rates areward trend. No significant changes in deposit interest rates areward trend. No significant changes in deposit interest rates are
anticipated, with a possible slight rise over the coming two quar-anticipated, with a possible slight rise over the coming two quar-anticipated, with a possible slight rise over the coming two quar-anticipated, with a possible slight rise over the coming two quar-anticipated, with a possible slight rise over the coming two quar-
ters.ters.ters.ters.ters.

Chart 31
Commercial Bank Deposits

(million BGN)

Source: BNB.

2 For more details see Economic Review, May 2005, p. 20.

If the effect of the buyback of Brady bonds,
worth USD 607.64 million, is reported and the
expected balance of payments flow dynamics
realizes, the increase in the BNB international
reserves is estimated at about EUR 60 million
in the third quarter and approximately EUR 160
million in the fourth quarter.

Monetary Aggregates

During the second quarter of 2005 reserve
money increased to 39 per cent year on year,
reflecting mostly the significant 117 per cent
rise in commercial banksí deposits by end-
June. In absolute terms, bank deposits rose
more than twice: from BGN 965 million to BGN
2065 million, reflecting changes in the basis of
calculating minimum required reserves in the
second half of 2004 and exclusion of banksí
cash from these reserves. In the third and
fourth quarters of 2005 bank deposits will pro-
gressively rise nominally as a result of the in-
creased deposit base and additional required
reserves deposited by banks for non-compli-
ance with the provisions of Ordinance No. 21
under the latest amendments thereto.2 Addi-
tional minimum reserves to the amount of BGN
236 million were deposited for the first time in
early August. Having in mind the high base in
September and especially in December 2004,
deposit growth rates are expected to slow to
around 60 per cent in the third quarter and 20
per cent in the fourth quarter. These rates are
likely to change since bank reserves appear to
be one of the most dynamic components of
money supply, with one-off factors affecting
their daily dynamics.

Currency in circulation is expected to main-
tain its growth rates at the current levels of 20
to 22 per cent. Over the last two years cur-
rency in circulation grew steadily (19.8 per cent
with a standard deviation of 1.4 percentage
points). Second quarter of 2005 saw growth
above the average (22≠23 per cent) which is
indicative of a significant inflow of funds on the
balance of payments, with sustained high de-
mand for cash balances in support of transac-
tions needs. Assuming demand for cash is
sustained and BNB international reserves in-
crease, in the third and fourth quarters no sig-
nificant deviations from above growth rates are
projected.

Chart 32
Reserve Money and Its Components

(annual index, %)

Source: BNB.
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Chart 33

Influence of Consolidated Budget on Other Sectors Liquidity
(Quarterly)

(% of GDP)

Source: MF, BNB.

3 Following this transaction, we anticipate government and govern-
ment guaranteed debt to reach approximately 32 per cent of GDP.
4 This projection does not involve possible one-off expenses to be
made until the end of the year on damages caused by the summer
floods.

Chart 34

Ã3 Growth Rate and Ã1 and Quasi-money Contribution (Quarterly)
(%, percentage points)

Source: BNB.

Chart 36

Currency Circulation Velocity

Source: BNB.

Note: Note: Note: Note: Note: The velocity of circulation for the second quarter of 2005 is based on GDP projec-
tions.

Chart 35
Ã3 Money Multiplier

Source: BNB.

Currency dynamics reflects government fis-
cal policy which affects demand for currency
in circulation through income and non-interest
budget expenditure, on the one hand,  and
money multiplier, on the other, through the
amount and changes in government deposits
with the BNB. According to the first quarter
data, the budget withdrew a significant amount
of liquidity from the non-government non-bank
sector (budget revenue from this sector picked
up steadily as a result of the strong economic
growth and outstripping consumption growth).
This trend is expected to sustain in the second
and third quarters of the year, while in the
fourth quarter, as in previous years, the non-
government non-bank sector will be a net re-
cipient of budget funds. Over the second half
of 2005 negative net financial flows from the
consolidated budget to the external sector of
some 2 per cent of GDP (resulting mostly from
advance external debt repayments at end-
July)3 are projected.

As a result of expected dynamics in financial
flows from and to the budget until year-end,
deposits of the government and budget or-
ganizations with the BNB will exceed BGN 4
billion. After the July FLIRB buybacks, worth
USD 607.64 million, government deposits de-
clined to BGN 4.3 billion. However, the ex-
pected considerable budget surpluses will
prompt a further increase to BGN 5 billion over
the third quarter prior to their decline in the last
month of the year.4

Following the unusually high March growth,
in the second quarter of 2005 broad money
went down compared with the first quarter.
Overnight deposit declines reflected mostly
falls in non-financial corporationsí deposits in
levs and foreign currency which were the main
source of growth in the first quarter. Owing to
the one-off nature of the March rise which was
associated with enhanced lending of commer-
cial banks, in April firmsí overnight deposits fell
significantly, with lev deposits falling by 17 per
cent and foreign currency deposits by 21 per
cent. Solely householdsí overnight deposits
picked up in the second quarter vis-‡̀-vis first
quarter. Over the same period lev time depos-
its of non-financial corporations dipped by 16
per cent, and foreign currency time deposits
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by 30 per cent. In June householdsí lev depos-
its rose by 6 per cent and foreign currency de-
posits by 8 per cent on March 2005.

Although broad money (M3) declined in the
second quarter compared to the first quarter, it
continued to rise on an annual basis at com-
paratively high rates (25 per cent as of June).
Normal deposit dynamics after significant
March and April fluctuations and the stable
growth in currency outside banks give
grounds to expect retention of M3 rates in the
coming two quarters at between 23 and 25 per
cent, with a slight downward trend.

The expected slowdown in broad money
growth rates reflected money multiplier falls
stemming from regulations restricting com-
mercial bank lending. After the dramatic rise in
March reflecting the lending boom, money
multiplier values returned to average in April,
May and June. Provided claims on the non-
government sector do not deviate significantly
from the requirements under Ordinance No. 21,
the money multiplier will further decrease in
both the third and fourth quarters of 2005.

Projections of the broad money behaviour
cover also the trends in the velocity of currency
circulation. Its dynamics in the last five years
showed a stable downward trend with clearly
pronounced seasonality, which reflected
householdsí and firmsí willingness to hold
larger cash balances.

In April in May interest rates on time deposits
remained relatively stable, while June saw an
increase in interest rates of lev-denominated
deposits (from 3.21 per cent to 3.39 per cent),
of euro-denominated deposits (from 2.14 per
cent to 2.24 per cent) and of USD-denomi-
nated deposits (from 1.75 per cent to 1.87 per
cent). This could be explained by banksí at-
tempts to attract more funds from firms and in-
dividuals in order to improve the loans to bor-
rowed funds from non-financial corporations
ratio.

Between March and June the interest rate
distribution on lev time deposits changed. The
differential between the lowest and the highest
interest rates contracted from 5.25 to 4.87 per-
centage points, while the standard deviation
fell from 1.09 to 1.03 percentage points.5  In
contrast to previous periods, in June no bank

5 To achieve compatibility between the March and June data, the
International Bank for Trade and Development (license revoked on
14 June 2005 by the BNB Governor due to insolvency) was ex-
cluded from the analysis.

Chart 37

Time Deposit Interest Rates
(%)

Source: BNB.

Chart 38

Interest Rate Distribution on Household One-month Lev Deposits

as of June 2005

Source: BNB.

as of March 2005
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Credit Aggregates

The rapid money supply growth reflected
mostly the brisk lending activity. As a result of
the active credit policy pursued by banks, the
claims on the non-government sector to GDP
ratio came to 41 per cent in the second quar-
ter: an almost 10 points increase on June
2004.6

Trends in credit demand and BNB meas-
ures to curb credit activity were the main driv-
ers behind credit aggregate dynamics. The
second quarter processes on the credit mar-
ket are expected to play a decisive role in
credit aggregate developments over the com-
ing months. On the one hand, credit demand,
staying high under the favourable economic
situation and firmsí and householdsí optimistic
expectations, created conditions for expand-
ing lending activity. Concurrently, in early 2005
the BNB enforced measures for limiting credit
activity which predetermined lower than regis-
tered rates of growth. Following the April
amendments to BNB Ordinance on minimum
required reserves, in the second quarter
claims on the non-government sector dropped
by BGN 1718.2 million and as of end-June
their annual growth rates went down to 41.8
per cent.7  If the BNB restrictions are observed,
the annual growth rate of the claims on the
non-government sector is expected to gradu-
ally fall to some 30≠35 per cent by end-2005.

Banks are expected to observe credit growth restrictions. As aBanks are expected to observe credit growth restrictions. As aBanks are expected to observe credit growth restrictions. As aBanks are expected to observe credit growth restrictions. As aBanks are expected to observe credit growth restrictions. As a
result, by end-year growth rates of claims on the non-governmentresult, by end-year growth rates of claims on the non-governmentresult, by end-year growth rates of claims on the non-governmentresult, by end-year growth rates of claims on the non-governmentresult, by end-year growth rates of claims on the non-government
sector will slow to 30≠35 per cent. No significant changes in lend-sector will slow to 30≠35 per cent. No significant changes in lend-sector will slow to 30≠35 per cent. No significant changes in lend-sector will slow to 30≠35 per cent. No significant changes in lend-sector will slow to 30≠35 per cent. No significant changes in lend-
ing interest rates are projected.ing interest rates are projected.ing interest rates are projected.ing interest rates are projected.ing interest rates are projected.

Chart 39

Domestic Credit
(share of GDP, %)

Source: BNB.

6 Based on GDP projections for the second quarter of 2005.
7 This drop did not reflect weakening credit activity and was rather
due to writing off fictitious loans registered at the end of March, and
to transferring claims on loans to non-resident banks.

Chart 40

Claims on Non-government Sector
(Annual Growth Rate)

(%)

Source: BNB.

Chart 41
Foreign Assets and Foreign Liabilities of Commercial Banks

(million BGN)

Source: BNB.

offered higher than 6 per cent interest rate on
one-month lev deposits. Two banks offering
deposit rates between two and three per cent
moved to the group of banks offering rates be-
tween three and four per cent. One bank offer-
ing rates between four and five per cent
moved to the group offering deposit rates be-
tween five and six per cent. These shifts indi-
cate some banksí attempts to attract more de-
posits by offering more favourable conditions
for potential depositors.

Most likely, the reported level of average de-
posit interest rates in June will be sustained over
the coming quarters. However, a slight increase
is possible, with the most active banks being
those whose loans to borrowed funds from non-
financial corporations ratio is close to the thresh-
old of 60 per cent under Ordinance No. 21.
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Chart 42

Net Financial Flows of Commercial Banks (Quarterly)
(million BGN)

Source: BNB.

Table 3

Changes in Major Balance Sheet Items of Commercial Banks (Quarterly)
(million BGN)

I II III IV I II

                       2004                       2005

Claims on non-financial corporations 553.6 522.1 668.1 817.8 2948.8 -1922.6
Deposits of non-financial corporations -170.0 624.6 179.7 449.2 1971.2 -1258.6

Claims on households 300.4 500.7 503.8 567.0 721.7 590.6
Deposits of households 498.9 486.7 508.9 580.2 702.9 633.0

Foreign assets 243.2 428.5 -206.8 1021.4 -9.3 23.1
Foreign liabilities 339.3 512.6 230.1 2285.8 325.7 -752.7

Claims on government sector 190.5 -108.9 42.6 64.6 17.1 209.8
Deposits of government sector 177.8 -239.2 206.1 -64.2 65.8 105.4

Claims on central government 188.2 -109.6 42.2 66.9 16.3 203.5
Liabilities to central government 57.4 -212.7 189.7 -70.5 -95.6 94.7

Source: BNB.

In the past year bank funds borrowed from
non-residents increased sizably driven by pros-
pects of robust credit activity and the wide inter-
est rate differential between domestic lending
rates and external lending rates. Introduced re-
strictive measures, however, set limits to banksí
stimuli to borrow funds from abroad in order to
finance their lending. This impacted foreign li-
abilities dynamics which fell by BGN 752.7 mil-
lion in the second quarter after the rapid growth
in 2004. Hence, net foreign assets of commer-
cial banks turned positive at the close of June.

In June the annual growth rate of claims on
non-financial corporations declined to 32.2 per
cent. Although demand for loans by enter-
prises stayed high, reflecting buoyant produc-
tion and investment activity, in the second
quarter claims on non-financial corporations
dropped by BGN 1922.6 million. Besides high
values reported by banks by end-March, this
was also ascribable to transferring loans to
non-resident banks intended to adhere to
credit growth rates under Ordinance No. 21.

Despite the second quarter slowdown, an-
nual growth rates of claims on households
stayed at high levels (72.2 per cent as of end-
June). Favourable trends in income and em-
ployment, as well as optimistic expectations
prompting enhanced demand for loans by
households contributed mostly to this growth.
Housing loans continued to be the most dy-
namic segment in household lending, with an-
nual growth of 145.2 per cent by end-June.
These loansí share reached 25.8 per cent of
claims on households.

Chart 43
Claims on Non-financial Corporations and Households
(Annual Change)

(%)

Source: BNB.

Chart 44

Housing Loans

Source: BNB.
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Chart 46

Yield on Assets and Interest Expenditure on Commercial Bank
Liabilities

(%)

Source: BNB.

Chart 45

Loan Structure
(%)

Source: BNB.

Chart 47

Interest Rates on Household Loans
(%)

Source: BNB.

Chart 48

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

Source: BNB.

Faster growth in loans to households led to
their increased share in the claims on the non-
government sector: 35 per cent as of end-
June. This reflected both the greater potential
for developing household lending and the op-
portunities for enterprises to use more actively
foreign financing sources.

Prospects for more moderate credit growth
in the coming months are backed by expecta-
tions of lending rates dynamics. If banks try to
increase the volume of attracted deposits by
offering higher interest rates, this would in-
crease the price of borrowed funds and de-
crease the possibility of further lending rate
cuts. However, a sizable increase in lending
rates is most unlikely. On the one hand, the
spread between lending and deposit rates is
still high (Chart 17) which allows banks to raise
deposit rates on the account of the spread,
thus avoiding growth in lending rates. In addi-
tion to this, prospects for sustained euro area
interest rates give no grounds to expect signifi-
cant changes in domestic lending rates.



27 Economic Review ï August 2005

Household Behaviour

Over the first quarter of 2005 household con-
sumer expenditure rose by 7.7 per cent on the
corresponding quarter of 2004. Non-food ex-
penditure posted the highest growth, contrib-
uting more than twice to overall growth.
Spending on foods, communications and ca-
tering increased at accelerating rates. House-
hold budget and retail trade data confirmed
high economic activity over the first and the
beginning of the second quarters.

Household consumption contributed mostly to GDP growth. InHousehold consumption contributed mostly to GDP growth. InHousehold consumption contributed mostly to GDP growth. InHousehold consumption contributed mostly to GDP growth. InHousehold consumption contributed mostly to GDP growth. In
the third quarter it is expected to grow in real terms by almost 5.4the third quarter it is expected to grow in real terms by almost 5.4the third quarter it is expected to grow in real terms by almost 5.4the third quarter it is expected to grow in real terms by almost 5.4the third quarter it is expected to grow in real terms by almost 5.4
per cent on an annual basis and by 3.6 per cent in the fourth quar-per cent on an annual basis and by 3.6 per cent in the fourth quar-per cent on an annual basis and by 3.6 per cent in the fourth quar-per cent on an annual basis and by 3.6 per cent in the fourth quar-per cent on an annual basis and by 3.6 per cent in the fourth quar-
ter. Slowing consumption growth in the fourth quarter is associ-ter. Slowing consumption growth in the fourth quarter is associ-ter. Slowing consumption growth in the fourth quarter is associ-ter. Slowing consumption growth in the fourth quarter is associ-ter. Slowing consumption growth in the fourth quarter is associ-
ated with the high base in the corresponding period of the previ-ated with the high base in the corresponding period of the previ-ated with the high base in the corresponding period of the previ-ated with the high base in the corresponding period of the previ-ated with the high base in the corresponding period of the previ-
ous year.ous year.ous year.ous year.ous year.

3. Economic Activity

The trend to accelerating economic growth,
which started at the end of 2003, continued in
the first quarter of 2005. Household consump-
tion growth was surprisingly high, while invest-
ment growth posted a stronger-than-expected
slowdown. Increasing exports and slowing im-
ports compared with the first quarter of 2004
contributed most.

Damage caused by the July floods was re-
cently estimated to exceed BGN 300 million.
Yet, the August flood damages will be esti-
mated. Household property, infrastructure,
plants and cattle were badly affected . There
are no data currently available on damaged
industrial enterprises. According to the Ministry
of Agriculture and Forestry, harvested wheat
as of the beginning of August is sufficient to
ensure the nationís grain balance. Based on
current data, the agriculture and transport are
expected to be among the most affected in-
dustries.

Chart 49

Contribution to GDP Growth for 2003≠2004 by Component
of Final Demand (Quarterly)

(percentage points)

Source: NSI.

Table 4
Dynamics of GDP Components According to Final Consumption Method

(on corresponding period of previous year, %)

 2004 2004 2004 2004 2004    2005   2005   2005   2005   2005

I quarterI quarterI quarterI quarterI quarter II quarterII quarterII quarterII quarterII quarter III quarterIII quarterIII quarterIII quarterIII quarter IV quarterIV quarterIV quarterIV quarterIV quarter   I quarter  I quarter  I quarter  I quarter  I quarter

Final consumption 5.3 4.3 3.7 6.6 7.3
Gross fixed capital formation 22.1 6.9 12.6 9.9 9.2
   Exports of goods and services 7.0 10.6 14.1 19.8 8.8
   Imports of goods and services 16.7 11.1 11.9 16.9 10.8
GDPGDPGDPGDPGDP 4.54.54.54.54.5 5.55.55.55.55.5 5.85.85.85.85.8 6.26.26.26.26.2 6.06.06.06.06.0

Source: NSI.

Over the third quarter economic growth is expected to remainOver the third quarter economic growth is expected to remainOver the third quarter economic growth is expected to remainOver the third quarter economic growth is expected to remainOver the third quarter economic growth is expected to remain
comparatively high (5.4 per cent) and to slow down slightly in thecomparatively high (5.4 per cent) and to slow down slightly in thecomparatively high (5.4 per cent) and to slow down slightly in thecomparatively high (5.4 per cent) and to slow down slightly in thecomparatively high (5.4 per cent) and to slow down slightly in the
fourth quarter (to some 4.8 per cent on a year-on-year basis). Forfourth quarter (to some 4.8 per cent on a year-on-year basis). Forfourth quarter (to some 4.8 per cent on a year-on-year basis). Forfourth quarter (to some 4.8 per cent on a year-on-year basis). Forfourth quarter (to some 4.8 per cent on a year-on-year basis). For
2005 economic growth is estimated at 5.4≠5.8 per cent. Risks for2005 economic growth is estimated at 5.4≠5.8 per cent. Risks for2005 economic growth is estimated at 5.4≠5.8 per cent. Risks for2005 economic growth is estimated at 5.4≠5.8 per cent. Risks for2005 economic growth is estimated at 5.4≠5.8 per cent. Risks for
delays in Bulgariaís economic growth are associated with dam-delays in Bulgariaís economic growth are associated with dam-delays in Bulgariaís economic growth are associated with dam-delays in Bulgariaís economic growth are associated with dam-delays in Bulgariaís economic growth are associated with dam-
ages caused by the July/August floods and the speed of disasterages caused by the July/August floods and the speed of disasterages caused by the July/August floods and the speed of disasterages caused by the July/August floods and the speed of disasterages caused by the July/August floods and the speed of disaster
recovery.recovery.recovery.recovery.recovery.
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Table 5

Consumer Demand Dynamics
(share on corresponding period of previous year, %)

20042004200420042004                    2005                   2005                   2005                   2005                   2005

IIIII I II II II II I I I II I II I II I II I I IVIVIVIVIV IIIII April ≠April ≠April ≠April ≠April ≠
..... quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter MayMayMayMayMay

Consumer expenditure per household member 4.1 3.1 5.6 1.6 4.8 4.0
Retail sales 12.5 13.6 13.5 13.8 14.1
Revenue from retail trade 11.5 12.2 12.9 15.6 11.6 12.8
          Food, drink, tobacco 10.6 5.1 5.1 8.1 9.3 11.1
          Pharmaceutical and medical goods, cosmetics and toiletry 6.0 8.7 5.0 3.4 3.3 6.3
          Textiles, clothing, footwear and leather products 9.0 15.9 7.6 12.0 12.0 15.2
          Household goods and equipment 15.7 18.6 25.0 27.1 19.3 18.5

Source: NSI.

Table 6

Employment and Income Dynamics
(%)

20042004200420042004                    2005                   2005                   2005                   2005                   2005

IIIII I II II II II I I I II I II I II I II I I IVIVIVIVIV IIIII I II II II II I
..... quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter

Unemployment at the end of the period (EA data) 13.7 12.2 11.7 12.2 12.7 11.1
Employed
   Share on corresponding quarter of previous year 6.2 5.1 5.3 5.4  1.0
   Share on previous quarter 3.9 2.5 0.8 -1.9 -0.4
Hired (labour survey data)
   Share on corresponding quarter of previous year 2.9 3.3 3.1 3.1  2.0
   Share on previous quarter -1.5 6.7 1.8 -3.7  -2.5
Wages and salaries, real increase in purchasing power
on the corresponding quarter of prior year -0.6 2.5 5.9 8.2 4.6

Source: NSI, Employment Agency ≠ Ministry of Labour and Social Policy.

Chart 50

Status of Economically Active Population

Source: NSI, Employment Agency ≠ Ministry of Labour and Social Policy.

Employment and income growth continued
to be among major factors behind the buoyant
consumption. Labour force survey shows that
the number of employed rose by 2 per cent
during the first quarter. The Employment
Agency reported unemployment to have
dropped by one percentage point in the first
and second quarters on an annual basis.
Wages and salaries increased by 4.6 per cent
in real terms.8

Since early 2005 the significance of state
budget transfers to households intended to fi-
nance consumption has decreased. Between
January and May these transfers dropped by
0.1 percentage points on the corresponding
period of 2004 to reach 29.3 per cent of the av-
erage income per household member. Indi-
vidual types of transfers showed divergent dy-
namics. Owing to the decline in unemploy-
ment, unemployment compensationsí share in

Chart 51
Household Confidence Indicator

Source: NSI, consumer survey.
8 Deflated by CPI.
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Chart 54

Share of Household and NPISH Consumer Expenditure Financed
by Bank Credit

(%)

Note:Note:Note:Note:Note: Change in consumer loans and overdraft to households and NPISH divided by final
consumer expenditure of households and NPISH for the corresponding quarter.

Source: BNB.

Chart 52

Trends in Major Expenditures in the Coming Two Years

Source: NSI.

Chart 53

New Bank Claims on Households and Non-profit Institutions
Serving Households (NPISH)

(Share of annual GDP)

Note:Note:Note:Note:Note: The change in bank claims on households and NPISH less the change in household
and NPISH deposits less 50 per cent of the change in currency outside banks divided by
GDP for the period of four quarters finishing in the corresponding quarter. GDP projections
for the second 2005 quarter.

Source: BNB.

total income per capita fell from 0.7 per cent to
0.6 per cent. Pension income decreased by
0.5 percentage points to 25.9 per cent of total
income, this fall being offset by a rise in family
allowances and other social benefits from 2.3
per cent to 2.9 per cent.

Favourable employment and income dy-
namics had a positive effect on householdsí
optimism about their financial status, increas-
ing the propensity to borrow funds in order to
finance consumption. Households continued
to be a net creditor of the banking system.
However, the excess of household deposits
over loans gradually contracted due to out-
stripping growth rates of loans as compared to
deposits. At the same time, the share of
household consumer expenditure financed by
credit demonstrated upward trends.

Household optimism reflected in the NSI
consumer survey data underlies household
consumption growth. Over the third quarter its
rate is expected to reach 5.4 per cent on an-
nual basis. Simultaneously, consumption
growth is likely to slow down to 3.6 per cent in
the fourth quarter of 2005 due to the high base
attained in the fourth quarter of 2004.

The July survey shows worsening expecta-
tions of the economic situation in Bulgaria and
householdsí financial position. Undoubtedly,
this attitude reflected mostly damages caused
by July floods. Still, household optimism about
declining unemployment and some types of
core expenditure persisted in the survey.
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Government Finance and Consumption

Over the first quarter the contribution of gov-
ernment consumption to GDP growth came to
1.1 percentage points. This reflected mostly
large expenditure of collective consumption
which rose by 7.3 per cent in real terms, in-
creasing its share in GDP by 0.2 percentage
points to 10.2 per cent. Preliminary data on
consolidated fiscal programme performance
in the second quarter show that further in-
creases in government consumption are ex-
pected. Public investmentís contribution to
gross fixed capital formation growth is ex-
pected to rise in the second quarter in view of
increased capital expenditure on consolidated
budget by 79 per cent on the same quarter of
2004.9  However, over the second half of 2005
more moderate growth in non-interest budget
expenditure and lower growth rates of govern-
ment consumption are expected based on the
assumption that overall annual expenditure as
a share of GDP will remain unchanged vis-‡̀-
vis 2004 (approximately 40 per cent of GDP).

Data on consolidated fiscal programme per-
formance as of end-June and expected eco-
nomic activity show that the cash surplus on
consolidated budget as of end-year will
amount to 1.8≠2.5 per cent of GDP10 depend-
ing on expenditure policy scenarios by the
close of the year. Ambiguity about possible
changes in the expenditure policy of the newly
formed government gave rise to uncertainty.
Therefore, budget surplus estimates may vary
within a fairly wide range.

Based on consolidated fiscal programme performance data byBased on consolidated fiscal programme performance data byBased on consolidated fiscal programme performance data byBased on consolidated fiscal programme performance data byBased on consolidated fiscal programme performance data by
end-June and expected high economic activity, the cash surplusend-June and expected high economic activity, the cash surplusend-June and expected high economic activity, the cash surplusend-June and expected high economic activity, the cash surplusend-June and expected high economic activity, the cash surplus
on consolidated budget is expected to account for 1.8≠2.5 peron consolidated budget is expected to account for 1.8≠2.5 peron consolidated budget is expected to account for 1.8≠2.5 peron consolidated budget is expected to account for 1.8≠2.5 peron consolidated budget is expected to account for 1.8≠2.5 per
cent of GDP depending on expenditure policy scenarios until thecent of GDP depending on expenditure policy scenarios until thecent of GDP depending on expenditure policy scenarios until thecent of GDP depending on expenditure policy scenarios until thecent of GDP depending on expenditure policy scenarios until the
end of the year. The contribution of government consumption toend of the year. The contribution of government consumption toend of the year. The contribution of government consumption toend of the year. The contribution of government consumption toend of the year. The contribution of government consumption to
economic growth is estimated at nearly 1 percentage point for theeconomic growth is estimated at nearly 1 percentage point for theeconomic growth is estimated at nearly 1 percentage point for theeconomic growth is estimated at nearly 1 percentage point for theeconomic growth is estimated at nearly 1 percentage point for the
year.year.year.year.year.

9 Similar dynamics in capital expenditure was observed in 2001, the
year of parliamentary elections.
10 According to the agreement with the IMF, the annual surplus
should be at least 1 per cent of GDP. The excess of revenue is dis-
tributed equally between extra expenditure and budget surplus.

Chart 55

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

(%)

Source: NSI.

Chart 56
Primary Balance (Quarterly)

(share of GDP for the quarter, %)

Source: MF.

Chart 57

Contribution of Major Tax Groups Growth to Tax Revenue Growth
under Consolidated Fiscal Program (Quarterly)

(%)

Source: MF, BNB.
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Behaviour of Firms and Competitiveness

Production activity in industry and services
accelerated in the first quarter. Metallurgy,
manufacture of machines, equipment and
household appliances, chemical industry and
oil processing have been the leading indus-
tries and major exporters since early 2005.

Firms adjusted their estimates of economic
situation until the end-year in anticipation of
slowing growth rates of exports and domestic
demand compared with the second half of the

Downward changes in managersí expectations of the businessDownward changes in managersí expectations of the businessDownward changes in managersí expectations of the businessDownward changes in managersí expectations of the businessDownward changes in managersí expectations of the business
environment, as shown in the July NCI business survey, and theenvironment, as shown in the July NCI business survey, and theenvironment, as shown in the July NCI business survey, and theenvironment, as shown in the July NCI business survey, and theenvironment, as shown in the July NCI business survey, and the
brisk economic activity in the second half of 2004 give grounds tobrisk economic activity in the second half of 2004 give grounds tobrisk economic activity in the second half of 2004 give grounds tobrisk economic activity in the second half of 2004 give grounds tobrisk economic activity in the second half of 2004 give grounds to
project a slowdown in production and investment activity andproject a slowdown in production and investment activity andproject a slowdown in production and investment activity andproject a slowdown in production and investment activity andproject a slowdown in production and investment activity and
more moderate growth rates compared to those in the corre-more moderate growth rates compared to those in the corre-more moderate growth rates compared to those in the corre-more moderate growth rates compared to those in the corre-more moderate growth rates compared to those in the corre-
sponding period of the prior year. Fixed capital investment is ex-sponding period of the prior year. Fixed capital investment is ex-sponding period of the prior year. Fixed capital investment is ex-sponding period of the prior year. Fixed capital investment is ex-sponding period of the prior year. Fixed capital investment is ex-
pected to reach nearly 9 per cent in the second half of 2005 andpected to reach nearly 9 per cent in the second half of 2005 andpected to reach nearly 9 per cent in the second half of 2005 andpected to reach nearly 9 per cent in the second half of 2005 andpected to reach nearly 9 per cent in the second half of 2005 and
10 per cent in 2005. The absolute nominal increase will match the10 per cent in 2005. The absolute nominal increase will match the10 per cent in 2005. The absolute nominal increase will match the10 per cent in 2005. The absolute nominal increase will match the10 per cent in 2005. The absolute nominal increase will match the
prior yearís level.prior yearís level.prior yearís level.prior yearís level.prior yearís level.

Chart 58

Contribution of Major Groups of Current Non-interest Expenditure
to Overall Growth (Quarterly)

(%)

Source: MF, BNB.

Table 8
Industrial Sale Dynamics

(share on corresponding period of previous year)

20042004200420042004                    2005                   2005                   2005                   2005                   2005

IIIII I II II II II I I I II I II I II I II I I IVIVIVIVIV IIIII April ≠April ≠April ≠April ≠April ≠
quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter quarterquarterquarterquarterquarter MayMayMayMayMay

Industrial sales 14.5 20.9 23.8 26.8 14.8 13.8
   export sales 34.5 42.5 49.1 49.6 23.7 18.2
   domestic sales 5.9 6.9 8.1 9.5 6.3 9.6

Contribution, percentage points
   export sales 10.3 16.7 18.8 21.4 11.6 8.9
   domestic sales 4.1 4.2 5.0 5.4 3.2 4.9

Source: NSI.

Table 7

Gross Value Added Growth by Sector
(corresponding quarter of previous year = 100)

 2004 2004 2004 2004 2004    2005   2005   2005   2005   2005

I quarterI quarterI quarterI quarterI quarter  II quarter II quarter II quarter II quarter II quarter III quarterIII quarterIII quarterIII quarterIII quarter IV quarterIV quarterIV quarterIV quarterIV quarter   I quarter  I quarter  I quarter  I quarter  I quarter

   Agriculture and forestry -1.0 -0.4 3.7 3.3 -1.7
   Industry 4.9 6.1 5.3 4.8 8.2
   Services 5.9 5.7 6.5 6.0 7.4
At base prices, total 5.1 5.2 5.6 5.4 7.1

Contribution, percentage points
   Agriculture and forestry -0.1 0.0 0.7 0.3 -0.1
   Industry 1.6 1.8 1.5 1.4 2.6
   Services 3.6 3.4 3.4 3.7 4.6

Source: NSI.
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Chart 59

Unit Labour Cost (Quarterly)

Source: NSI, BNB.

Total for the Economy Manufacturing

Agricultural Sector Mining and Quarrying

Construction Electricity, Gas and Water Supply

Trade Transport and Communications

Financial Intermediation Other Sectors
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Chart 60

Business Climate Indicator

Source: NSI, business survey.

Chart 61

Expectations of Industrial Production

Source: NSI, BNB.

previous year. The improving competitiveness
will help industrial enterprises to boost their ex-
ports, albeit at lower growth rates.

The high nominal growth rate of investment
goods imports (in euro) was a sign of acceler-
ating firmsí investment activity over the second
quarter. This, coupled with government capital
expenditure growth, will result in a 14 to 15 per
cent increase in fixed capital investment. In the
second half investment growth will be strongly
tied to the need and ability to recover the infra-
structure and property of firms and house-
holds. Public sectorís investment expenditure
will contribute mostly to growth. Thus, fixed
capital investment may exceed the expected
9 per cent.

Exports and Imports of Goods and
Services

     Between January and June 2005 exports in
euro reached EUR 4381.7 million,  a nominal
increase of EUR 763.7 million (21.1 per cent
vis-‡̀-vis the first half of 2004). Imports (FOB)
accounted for EUR 6074.7 million over the re-
view period, rising nominally by EUR 1156.4
million on the corresponding period of 2004
(23.5 per cent). Forecasts of slowing export
and import growth rates for the second half of
2005 reflect expectations of lower growth in for-
eign and domestic demand until the close of
the year. Prices had a secondary effect on
projected volumes following the expectations
of retaining or slightly increasing international
prices.

Growth by commodity group for the first half
of 2005 and commodity contribution to overall
exports are likely to retain their dynamics in the
second half of the year. Animal and plant prod-
ucts, food, drink, tobacco posted the greatest
rise between January and June (51.5 per cent
on an annual basis), followed by mineral prod-
ucts and fuels (39.6 per cent) and machines,
vehicles, appliances, tools and weapons (34.6
per cent). The low base from the previous year

The annual growth rate of goods exports is expected to reachThe annual growth rate of goods exports is expected to reachThe annual growth rate of goods exports is expected to reachThe annual growth rate of goods exports is expected to reachThe annual growth rate of goods exports is expected to reach
18 per cent in the third quarter on the same period of 2004 and18 per cent in the third quarter on the same period of 2004 and18 per cent in the third quarter on the same period of 2004 and18 per cent in the third quarter on the same period of 2004 and18 per cent in the third quarter on the same period of 2004 and
approximately 17 per cent in the fourth quarter, reflecting primarilyapproximately 17 per cent in the fourth quarter, reflecting primarilyapproximately 17 per cent in the fourth quarter, reflecting primarilyapproximately 17 per cent in the fourth quarter, reflecting primarilyapproximately 17 per cent in the fourth quarter, reflecting primarily
the improving competitiveness of the Bulgar5ian economy. Do-the improving competitiveness of the Bulgar5ian economy. Do-the improving competitiveness of the Bulgar5ian economy. Do-the improving competitiveness of the Bulgar5ian economy. Do-the improving competitiveness of the Bulgar5ian economy. Do-
mestic demand will maintain high growth rates of goods imports:mestic demand will maintain high growth rates of goods imports:mestic demand will maintain high growth rates of goods imports:mestic demand will maintain high growth rates of goods imports:mestic demand will maintain high growth rates of goods imports:
18 per cent in the third quarter on the same period of 2004 and 1718 per cent in the third quarter on the same period of 2004 and 1718 per cent in the third quarter on the same period of 2004 and 1718 per cent in the third quarter on the same period of 2004 and 1718 per cent in the third quarter on the same period of 2004 and 17
per cent in the fourth quarter of 2005.per cent in the fourth quarter of 2005.per cent in the fourth quarter of 2005.per cent in the fourth quarter of 2005.per cent in the fourth quarter of 2005.

Given the projected export and import dynamics, the trade defi-Given the projected export and import dynamics, the trade defi-Given the projected export and import dynamics, the trade defi-Given the projected export and import dynamics, the trade defi-Given the projected export and import dynamics, the trade defi-
cit balance will reach 15 per cent of GDP on an annual basis incit balance will reach 15 per cent of GDP on an annual basis incit balance will reach 15 per cent of GDP on an annual basis incit balance will reach 15 per cent of GDP on an annual basis incit balance will reach 15 per cent of GDP on an annual basis in
the third quarter and approximately 15.5 per cent in 2005.the third quarter and approximately 15.5 per cent in 2005.the third quarter and approximately 15.5 per cent in 2005.the third quarter and approximately 15.5 per cent in 2005.the third quarter and approximately 15.5 per cent in 2005.

Chart 62

Dynamics of Exports and Imports
(million EUR)

Source: BNB.
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Chart 66

Exports of Textiles, Leather, Clothing, Footwear and
Miscellaneous Consumer Goods 

(million EUR)

Source: BNB.

and increasing competitiveness of domestic
food and agricultural production were among
the major factors behind the sizeable increase
in food and drink exports. A breakdown analy-
sis indicates that cereal exports grew by 3912
per cent (from EUR 1.9 million to EUR 74.2 mil-
lion), while oil seeds and fruit exports rose by
189 per cent (from EUR 28.1 million to
EUR 81.2 million). Expectations of food and
drink exports for the third and fourth quarters
include: moderate growth rates on an annual
basis (below overall export rates) reflecting
the dramatically increased base over the sec-
ond half of 2004.  Food export rates are ex-
pected to diminish due to the July and August
flooding.

Exports of mineral products and fuels
reached EUR 507 million over the first half of
2005, reflecting both high international prices
and larger physical volumes. As compared
with the corresponding period of the previous
year, the average Brent oil price (in US dollars)
rose by 47.2 per cent on international markets.
The average price of exported oil products in
euro grew by 31.2 per cent and their physical
volume by 6.9 per cent. The expected reten-
tion of oil prices at the current high levels was
among the major reasons behind projected
highest growth in this commodity group for the
third and the fourth quarters vis-‡̀-vis the same
period of 2004.

Exports of machines and vehicles between
January and June 2005 rose by EUR 186 mil-
lion on the corresponding period of 2004 to
reach EUR 722 million. We expect growth
lower than overall export average until the end
of the year. Our projections are based on re-
ported progressive growth over the second
half of 2004 which set a high base and slighter
relative changes.

Solely, exports of textiles, leather, clothing
footwear and miscellaneous consumer goods
remained almost unchanged in year-on-year
value for the first six months (a slight rise of 0.2
per cent). Yet, in the second quarter of 2005
(following the 1 per cent drop in the first quar-
ter) positive trends to outstripping the 2004 lev-
els evolved in this groupís exports. Available
data show no significant competition effect of
other countriesí producers on this groupís ex-
ports. The traditionally strong third quarter and
projected slight acceleration of EU-25 growth
in the fourth quarter give grounds to expect a
minimum increase in exports of textiles,

Chart 64
Exports of Mineral Products and Fuels

(million EUR)

Source: BNB.

Chart 65
Exports of Machines, Vehicles, Appliances, Tools, Weapons

(million EUR)

Source: BNB.

Chart 63

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

Source: BNB.
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Table 9
Contribution of Commodity Groups to Trade Growth between
January and June 2005

(percentage points)

                Exports                Exports                Exports                Exports                Exports                        Imports                       Imports                       Imports                       Imports                       Imports

growthgrowthgrowthgrowthgrowth contributioncontributioncontributioncontributioncontribution growthgrowthgrowthgrowthgrowth contributioncontributioncontributioncontributioncontribution

Consumer goods 3.1 1.1 16.3 2.6
Raw materials 26.6 11.3 13.6 5.6
Investment goods 35.6 5.0 34.6 8.8
Energy resources 42.5 3.7 37.8 6.1
Other 58.9 0.5

Source: BNB.

leather, clothing, footwear and miscellaneous
consumer goods.

In the first half of 2005 imports (CIF) reached
EUR 6588.7 million, a nominal rise of EUR
1258.9 million (23.6 per cent) on a year earlier
basis. In the structure of imports by use, en-
ergy resources (37.8 per cent) and investment
goods (34.6 per cent) posted the greatest
growth, with the latter contributing mostly to
import growth. Accelerated growth in volumes
of imported energy resources resulted prima-
rily from high international prices of crude oil
and its products. The average price of the im-
ported crude oil increased by 35.5 per cent
over the reporting period (in euro on an annual
basis), while the rise in physical volumes was
14.6 per cent. The year-on-year growth in im-
ported petroleum products was 31.7 per cent.
Nominal growth in this group is expected to be
lower than in the previous four quarters. These
projections are based on the expected dy-
namics of crude oil international prices and the
high base attained in the previous two quarters
which had a downward effect on the relative
changes in 2005. In the second half of 2005 oil
prices are expected to remain high or gradu-
ally fall from their current peaks. Nonetheless,
import growth in this group is projected to ex-
ceed the overall import growth in the second
half-year.

In the first quarter of 2005 investment goods
imports posted the highest annual growth for
the past five years: 38.4 per cent. The growth
rate remained comparatively high in the first
half of 2005, with a nominal year-on-year in-
crease of 34.6 per cent. This corresponds to
GDP data, with a 17 per cent nominal increase
in gross fixed capital formation for the first
quarter. Retaining comparatively high growth
rates of investment goods imports over the
second quarter of 2005 backed expectations
of real growth in gross fixed capital formation
over the same period.

This progressive growth in investment goods
imports which started in the previous year is
not sustainable in the medium term. Therefore,
a gradual decrease in growth rates below the
average import rates is expected in the third
and fourth quarters of 2005.

Chart 67

Imports of Energy Resources
(million EUR)

Source: BNB.

Chart 68
Imports of Investment Goods

(million EUR)

Source: BNB.
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Chart 69

Imports of Consumer Goods
(million EUR)

Source: BNB.

Projections of consumer goods import dy-
namics show a gradual year-on-year accelera-
tion until the end of 2005. Following the com-
paratively low growth in this group for the first
quarter (14.5 per cent on an annual basis), im-
ports of consumer goods started accelerating,
with the second-quarter nominal growth reach-
ing 17.7 per cent on the corresponding period
of 2004. We anticipate growth rates to stay a
bit above the average import rates until the
close of 2005. These rates, however, will be
significantly lower than the quarterly changes
registered in 2004.

Raw material imports had a dominant share
in overall commodity imports, weighting some
40 per cent over different periods. After report-
ing the lowest annual growth among all groups
by use for the first quarter of 2005 (8.9 per
cent), year-on-year growth rates in volumes
hastened to 17.9 per cent in the second quar-
ter. Such dynamics is expected to match the
2004 rates in the third and fourth quarters.
Forecasts of recovering growth rates of raw
material imports are also based on favourable
assessments of the economic situation and
firmsí positive expectations. They reflect a cer-
tain compensating effect from lower growth
registered since early 2005. Nevertheless,
year-on-year growth rates in this group will be
a bit lower than overall import rates.

No sizeable changes in export and import
geographic structures are expected by year-
end. The high level of Bulgariaís integration
with the EU-25 countries and improving rela-
tionships between the Balkan countries are
evidenced by the large shares of these regions
in Bulgariaís foreign trade. The EU member
states occupied nearly 59 per cent of the na-
tionís commodity exports for the first six
months of 2005. Exports to the EU-10 coun-
tries comprised approximately 5 per cent of
overall exports for the review period, rising by
around 1 percentage point on 2004, which is
likely due to greater domestic demand in the
new member countries. Imports from the Euro-
pean Union came to 51 per cent of overall im-
ports between January and June 2005, with no
clearly pronounced trends to a change in the
EU-10 share. The share of EU-25 is expected
to stabilize at around 60 per cent by the year-
end. As growth rates of imports from the EU
hastened in recent months, a slight increase in
the share of this region may be expected.

Chart 70
Imports of Raw Materials

(million EUR)

Source: BNB.
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Based on current expectations of export and
import dynamics, projections put trade bal-
ance at 15.1 per cent of GDP for the third quar-
ter of 2005 (on an annual basis) and at 15.5
per cent for the entire year.

In the first quarter of 2005 growth rates in im-
ports of goods and non-factor services was
higher than export growth rates in real terms
(according to the System of National Accounts
data). Higher real rates of export growth com-
pared with import growth are expected by the
end of the year, excluding the fourth quarter
when a slight excess of imports by 0.5 per-
centage points is predicted. The highest
growth in physical volumes of exports of
goods and non-factor services is projected for
the third quarter (nearly 17 per cent on an an-
nual basis) after which rates are expected to
dip in the fourth quarter (growth of about 9 per
cent). Expectations about future dynamics rest
on a good tourist season and increasing com-
petitiveness of the Bulgarian industry.

As regards the imports of goods and non-
factor services, the highest real growth is fore-
seen for the second quarter of 2005 (about 16
per cent) after which a gradual slowdown is
possible over the third and fourth quarters
(physical volume growth of around 9.5 per
cent for the last quarter of 2005). The expected
slowing growth at the close of the year is
based on domestic demand dynamics, with
projections of a gradual drop in GDP growth
for the third and the fourth quarters of 2005. No
significant effects of the EUR/USD exchange
rate on foreign trade volumes is anticipated.
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During the first half of 2005 inflation reached
1.2 per cent on December 2004, a 1.04 per-
centage point increase on inflation accumu-
lated during the same period of 2004. The
greater portion of the increase reflected ad-
justments in prices of telephone and
healthcare services, the greater-than-ex-
pected growth in unprocessed foods, and un-
favourable international situation on crude oil
markets. Hence, the relative change in con-
sumer prices as of June stayed at 5 per cent
on a year-on-year basis.

Adjustments in administratively set prices
over 2005 were smaller, with their contribution
since early 2005 falling by 1.2 percentage
points on the corresponding period of 2004.
Their smaller inflationary contribution was par-
tially due to a change in the structure of ad-
ministratively set prices after excluding the
prices of fixed telephone services.11  Although
some of controlled prices (heating,
healthcare) will further increase in the second
half of the year, the overall contribution of this
group to inflation will reach 0.75 percentage
points if no additional unplanned adjustments
are made.

Overall inflation behaviour was mostly driven
by prices of goods and services whose an-
nual growth of 4.1 per cent by end-June (ex-
cluding controlled prices) was stimulated by
enhanced domestic demand. Core inflation12

reflected strong fluctuations in food and fuel
prices. In June food price indices rose to 3.2
per cent on an annual basis due primarily to
the high annual growth in unprocessed foods
of 15 per cent by end-June. Given their
seasonality, fruit and vegetable prices are ex-
pected to fall over the second half of the year,
thus offsetting price hikes at the start of 2005.
Poor harvest prospects reveal a possible price
rises in other major foods (bread) which may
add significantly to overall CPI growth.

4. Inflation

Table 10

Inflation Accumulated since Yearís Start

20042004200420042004 20052005200520052005
January ≠ JuneJanuary ≠ JuneJanuary ≠ JuneJanuary ≠ JuneJanuary ≠ June

Inflation 0.17 1.21
  Contribution
Foods -1.51 -0.64
Non-foods 0.99 0.86
     Fuels 0.11 0.59
Catering 0.08 0.16
Services 0.73 0.86

Goods and services with administratively set prices 1.75 0.84
   Controlled-price goods 1.16 0.38
       Tobacco 1.19 0.21
   Controlled-price services 0.59 0.46
       Electricity and heating 0.07 0.09

Source: NSI.
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Source: NSI.

11 Following the Bulgarian Telecommunication Company privatiza-
tion finalized by end-2004, prices of fixed telephone services were
excluded from the controlled-price group in the beginning of 2005.
12 Defined as a relative change in uncontrolled prices of the con-
sumer basket.
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Chart 73
Price Indices (on an Annual Basis)

Source: NSI, BNB.
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Fuels were another factor responsible for the
high inflation since early 2005. Their dynamics
reflected directly the crude oil price on interna-
tional markets which reached USD 60 per bar-
rel. This factor, in tandem with the rising US
dollar above USD 1.20 per EUR 1, resulted in a
fuel price increase of 21 per cent on an annual
basis. The 11 per cent annual increase in
transportation prices was partially due to the
secondary effect of fuel price hikes and
changed road taxes and fees (a fourfold in-
crease in road tax and a 45 per cent rise in civil
liability insurance since early 2005). If the aver-
age crude oil price hovers around USD 50 per
barrel, despite attained high levels, and the US
dollar appreciates for a short time, the overall
effect on consumer inflation will account for
0.65 percentage points.

Despite the stable domestic demand for
non-foods, their annual price rise is expected
to remain slightly negative (-0.5 per cent) due
to the low international prices and compara-
tively cheap US dollar. The effective restric-
tions on banksí credit expansion are likely to
push down inflationary pressures on real es-
tate prices which posted a 143.8 per cent an-
nual growth in the second quarter. Compared
with the first quarter when the growth rate was
154.9 per cent, this was an absolute drop of 7
per cent. Hence, prices of household goods
and services were sustained which contrib-
uted to sustaining household willingness to in-
vest in durables. Services prices (excluding
controlled ones) are expected to retain their
annual growth rate at about 7 per cent which is
ascribable to moderate growth rates of dis-
posable income and increased demand for
services related to leisure.

As a result of the large short-term instability
of the factors driving inflation, the expected in-
flation by the end of the third quarter will move
into a wide range of between 1.8 to 2.8 per
cent. Based on current data, July prices will
contribute mostly to inflation. Besides the sea-
sonal behaviour of particular goods and serv-
ices, heating (0.25 percentage points), fuels
(0.1 percentage points), and bread (0.2 per-
centage points) will further add to overall infla-
tion. Although the fourth quarter is also charac-
terized by a positive contribution to the accu-
mulated inflation, this contribution may be
weaker than in previous years provided risks of
poor harvest, further oil price spikes and US
dollar rises are neutralized.
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Crude Oil Price Effect on Inflation
In Bulgaria, crude oil prices directly affect inflation through fuel prices, and indirectly through transportation services prices

and producer prices. The effect of the oil international price on inflation may increase or decrease depending on the EUR/
USD exchange rate fluctuations. This analysis is based on econometric study of the link between annual changes in the
crude oil price and the exchange rate, on the one hand, and the producer price index and consumer inflation, on the other
hand. Monthly data for the 2001 to 2004 period are used in the analysis.

 Crude oil price effect on inflation in Bulgaria may be estimated by analyzing the effects of chain price indices starting from
wholesale producer prices of refined oil products. Based on econometric assessments, in oil processing 40 per cent of the
annual change in production costs could be explained by fluctuations in crude oil prices in USD, while nearly 30 per cent by
the EUR/USD rate movements. Since these variables have independent dynamics, their combination has a significant influ-
ence on oil price fluctuations on the domestic market. Econometric assessments put the effect of Brent crude oil price in levs
on oil products wholesale prices at a coefficient of 0.6. Limiting the effect only on prices, certain inertia in oil product prices is
estimated, which may pertain both to overstocking of oil and the specificity of pricing. This indicates that the price of proc-
essed oil products in Bulgaria will rise by 30 per cent if the crude oil price in levs increases by 50 per cent. In case attained
crude oil prices in levs are sustained for a longer period and economic agents accept them as long-term (or balanced), price
increases in processed oil products could be higher.

Prices of processed oil products directly affect
the overall producer price index, since their weight
in calculating PPI is 11.7 per cent. Thus, a hypo-
thetical rise in this sectorís prices by 30 per cent
(according to our consumptions) will cause a 3.5
percentage point increase in overall producer
price index. The secondary effect on producer
prices is insignificant: just 0.05 per cent of the
change in the crude oil price in levs is transferred
on the overall index of industry excluding oil
processing industry, or a 0.04 percentage point
contribution to producer price inflation. A change in
oil international prices by 50 per cent and ex-
change rate fluctuations may lead to a 3.54 per-
centage point rise in producer price inflation.

Besides the domestic wholesale price, indirect
taxes (the fuel excise) affect directly end-use
prices of transportation fuels. The fuel excise tax
forms nearly 35 per cent (BGN 495 for 2005) of the
consumer price, together with VAT comprising 55
per cent of the end price. Indirect taxes distort the
link between fuel wholesale and retail prices. In re-
cent years, the fuel excise was changed and fur-
ther changes are in progress in order to achieve
the minimum levels in the European Community.
Indirect taxes and other permanent expenses (i.e.
distribution expenses) comprise a significant share
of the permanent expenses (70 per cent) in fuel re-
tail prices. Therefore, the fuel retail price changes
insignificantly in response to short-term interna-
tional price or exchange rate fluctuations, with oil
international prices affecting end fuel prices not so
strongly but for a longer period than exchange rate
fluctuations. If another assumption is made, a
change in wholesale fuel prices by 30 per cent will
cause a 9 per cent growth in retail fuel prices, with a 0.3 percentage point contribution to overall consumer price inflation.

The secondary effect on consumer prices based on the crude oil price effect on domestic transportation services is com-
paratively weak. The link between transportation services prices and wholesale oil price movements reflects some other indi-
rect effects, such as road insurance and taxes changed administratively and included in the services price. In Bulgaria, the
secondary effect of the hypothetical wholesale fuel price increase by 30 per cent amounts to 0.03 percentage points.

Therewith, the overall effect of international fuel price fluctuations by 50 per cent will be a 0.33 percentage point change in
inflation.
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