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Summary

In the first half of 2006 world economic growth accelerated to 5.2 per cent, with the USA, Asian and euro
area countries playing the major role. In mid-year global business indicators showed a possible moderation in
world economy, especially in the USA in the second half of 2006, while growth rates of European and Asian
economies are expected to retain their current levels.

US GDP grew by 2.6 per cent on an annual basis in the second quarter of 2006 (below the long-term growth
rate) with private consumption and investments in business equipment contributing most significantly to this.
Market expectations continued to indicate a gradual slowdown in economic activity in the third and fourth quar-
ters of 2006 due to a weaker private consumption. In the second quarter US inflation preserved its upward
trend and by June it reached 4.3 per cent on an annual basis. By end-June the US federal funds interest rate
was increased by 25 basis points to 5.25 per cent. The opinion of most market participants is that it will keep
its current level by the close of the year.

Euro area economic activity picked up in the second quarter of 2006, with GDP growth rising to 2.6 per cent
on an annual basis affected by stronger investment activity and stable external demand. Most euro area fore-
casts put year-end economic growth within the range of 2.2 and 2.8 per cent. In August the Governing Council
of the European Central Bank raised the interest rate on main euro area refinancing operations by 25 basis
points to 3 per cent due to growing inflationary pressure and concerns about second-round effects. Market
expectations point to another two rises of 25 basis points by the close of the year.

By mid-July the US dollar came to 1.25 against the euro. However, after the change in expectations of inter-
est rate differential, it started to depreciate. Until the close of 2006 the exchange rate will fluctuate within a
wider band, reflecting uncertainty about the US economic activity dynamics and future monetary policy of the
ECB and the Federal Reserve System.

By end-September the Brent price came to USD 59 per barrel. We expect the average monthly Brent price to
fluctuate in the corridor of USD 60 to USD 75 per barrel in the fourth quarter.

In the second quarter of 2006 BNB international reserves went up by BGN 1679 million. Between January and
July 2006 they grew by BGN 1862.7 million and by July the Issue Department balance sheet figure reached
BGN 16,277.7 million (EUR 8322.7 million). Unlike the first quarter, the amount of government operations di-
rected at decreasing its deposit with the BNB was considerably smaller and had no sizable effect on interna-
tional reserve dynamics.

Over the January to July 2006 period the current account deficit comprised EUR 1822.8 million against
EUR 1065.7 million over the same period of 2005. All major current account components brought about the rise
in the deficit during the period under review. Current account deficit is anticipated to show a minimum nominal
improvement in the third quarter. Throughout 2006 estimates of current account deficit moved between 13.4
and 13.6 per cent of GDP.

Between January and July 2006 balance of payments financial account was positive, amounting to EUR
1999.5 million, of which EUR 1586.2 million were direct investments in Bulgaria. Foreign direct investment inflow
into Bulgaria is expected to sustain its growth in the next quarters, matching the rise in BNB reserves. In the
January to July 2006 period the net increase in non-government sector external debt was EUR 2107.8 million,
including net liabilities of commercial banks of EUR 564.8 million and of private corporations of EUR 1543.9
million. This trend is likely to be sustained in the second half of 2006. As a result, in the fourth quarter private
debt will reach 54-55 per cent of GDP.

The reserve money growth rate went up to 33 per cent on an annual basis by end-July 2006, underpinned
by the behaviour of commercial banks’ deposits with the BNB. In July 2006 growth rates of banks’ claims on
|
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the non-government sector slowed down to 25.1 per cent on an annual basis. The more moderate increase in
these claims reflected to a great extent transferring bank loans to non-resident financial institutions. Given the
favourable credit aggregate dynamics in the last few months and decreasing efficiency of the administrative
measures, in June 2006 the BNB Governing Council decided to gradually lift the restrictions on private sector
credit growth. As a first step, the progressive scale of determining additional minimum required reserves was
abolished. As a result, in August the average monthly amount of bank deposits decreased by some BGN 650
million on July. Adherence to the established restrictions on credit growth will lead to a fall in the annual growth
rate of the claims on the non-government sector to 20-22 per cent by the close of the year.

As a whole, in the second quarter of 2006 interest rates on time lev deposits retained their first-quarter levels
and those on foreign currency deposits continued to rise following the international interest rate dynamics.
Lending interest rates also exhibited no significant changes.

In the first six months of 2006 economic growth stayed high. GDP went up by 6.6 per cent in the second
quarter compared with the respective period of the prior year, driven by household consumption and invest-
ments in fixed capital. During the second quarter household consumption accelerated to 8 per cent on an an-
nual basis and again contributed mostly to GDP growth. Enhanced consumer activity reflected mainly increas-
ingly rising employment. During the first two quarters growth in investments in fixed capital exceeded 20 per
cent. Macroeconomic stability, prospects of intensifying integration with European economies and increasing
purchasing power of the domestic market were the major factors affecting positively investment activity.

High economic growth is expected to be sustained in the second half of 2006, slightly accelerating on the
same period of the previous year. Investments and consumption will maintain high growth rates. However, the
recovered growth of goods exports will play a leading role, resulting in a lower negative contribution to foreign
trade balance.

Consolidated budget revenue overperformance by end-June above the indicative target set out in the agree-
ment with the IMF pushed the fiscal surplus target from 3 per cent to 3.2 per cent of GDP, thus backing our
forecasts of cash balance levels close to those of 2005. Contribution of government consumption to GDP real
growth by end-2006 will also match that observed in the prior year. The prospects for growth rates of total ex-
penditure similar to those of annual inflation are preserved.

During the January to July 2006 period exports went up to 29.1 per cent on an annual basis, while imports
rose to 26.6 per cent. We expect the annual growth rate of nominal exports of goods in euro to reach some 28
to 30 per cent in the third quarter against the respective quarter of 2005 and approximately 24 to 28 per cent
in the fourth quarter of 2006. The major factors behind this are the anticipated acceleration in EU growth in the
second half of the year and expected upsurge in some key export-oriented sectors of the Bulgarian economy,
stemming from recovery in metallurgy and agriculture. High prices of energy resources coupled with a
slowdown in domestic demand in comparison with the respective quarters of 2005 will keep nominal import
growth at 22-24 per cent in the third quarter and at approximately 20-24 in the fourth quarter. Based on the
expected dynamics of exports and imports, the trade balance deficit will reach approximately 20 to 22 per cent
of GDP for the year.

Inflation accumulated between January and August reached 2.21 per cent. Tobacco products contributed
most significantly (by 2.72 percentage points) to the inflation rate, reflecting the increased excise rate which
lead to a 74.9 per cent rise in their price. Restored seasonality of unprocessed foods whose prices fell by 12.1
per cent by end-August coupled with international energy price dynamics curbed the consumer price index
growth.

We expect the annual inflation growth rate to moderate in the third quarter of 2006, reflecting the base effect
of the previous year’s respective period and restored seasonality of unprocessed food products. Based on ex-
pectations of international markets’ developments, inflation will continue to subside on an annual basis in the
fourth quarter as well. The upper bound of inflation growth is estimated at 6.6 per cent by the end of the year.
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1 . External Environment

World economic growth is expected to slow down in the second half of 2006. Euro area growth rates will ac-
celerate, while those of the US economy will subside. Decreasing geopolitical uncertainty will result in a decline
in crude oil prices and in subsiding inflationary expectations. By September market expectations were for retain-
ing the US interest rates until the year-end and for increasing the euro area rates in two steps by 25 basis

points.

Current Business Situation

In the first half of 2006 world economic
growth picked up to 5.2 per cent, especially
in the USA, the Asian region and the euro
area. The end of the second quarter and
the start of the third quarter saw signs of
moderation in world economy. Global busi-
ness climate indicators reported a decline in
optimism, and leading OECD indicators
pointed to downward trends in world
economy. Following the acceleration in the
first quarter, world trade growth went down
to 8.3 per cent in the second quarter. We
expect economic growth to decrease during
the second half of 2006, particularly that of
the USA, while European and Asian econo-
mies growth will stay at the levels of the first
six months of the year.

Risks to the projection are still associated
with volatility in the prices of energy re-
sources stemming from geopolitical uncer-
tainty. Retained current levels of crude oil
supplies and accumulated oil inventories are
most likely to prompt a further fall in energy
prices and gradual moderation in inflation
across the world.

The USA

During the second quarter of 2006 US
economic activity growth rates decreased
below the long-term level. Since the Federal
Reserve System continued to pursue its
policy of raising interest rates and real inter-
est rates stayed positive over a period of
more than six months, consumer and invest-
ment demand started to signal a decline.
According to the second revised estimate, in
the second quarter of 2006 GDP increased

Chart 1
Global PMI Indices
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Contribution to US Growth by Component
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by 2.6 per cent on an annual basis (5.6 per
cent in the prior quarter) with private con-
sumption, investments in business equip-
ment, and raw material and output invento-
ries contributing mostly to this growth by
1.8, 0.45 and 0.44 percentage points re-
spectively. As a result of decreased demand
for imported goods, the external sector also
had a positive contribution to GDP growth
(by 0.42 percentage points) for the first time
in the last year.

Consensus market expectations continued
to indicate a gradual slowdown in economic
activity in the third and fourth quarters of
2006 to levels lower than the long-term trend
(8-3.3 per cent). Private consumption dy-
namics is anticipated to be the main force
behind this projection. Owing to the rising
indebtedness of households, their consump-
tion was adversely impacted by higher real
interest rates. Subdued activity on the hous-
ing market limited the opportunities of refi-
nancing mortgage loans, thus reducing the
effect of deriving value from property. This is
likely to exert an additional pressure on con-
sumer activity. As far as managers closely
monitor the state of households, investments
in the business sector will follow the
slowdown in final sales to households.

In the second quarter US inflation sus-
tained its upward trend underpinned by oil
price dynamics, high consumer demand
and decreasing labour productivity. It
peaked by end-June at 4.3 per cent on an
annual basis reaching its highest level in the
last fifteen years.! Core inflation followed the
same trend coming to 2.4 per cent on an
annual basis by end-Jduly.

Although US labour productivity increased
in the first quarter, it was entirely due to the
cyclically improving economic activity and in
the second quarter the indicator registered
growth lower than the long-term trend. In the
second half of 2006 growth in this indicator
is expected to remain lower but close to the
long-term trend.

! September and October 2005 data have been disregarded
due to the one-off effect of Katrina and Rita hurricanes.
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US Inflation Rate
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US core inflation is anticipated to follow a
downward trend in the third and fourth quar-
ters of 2006. It will be determined by falling
final consumer demand and weakening
pressure of import prices. Decreasing labour
productivity and rising unit labour costs will
have opposite effects.

Overall inflation will further depend on oil
price dynamics. In the third quarter it is
more likely to fall below the first half-year
levels. Qil prices will pose the major risk to
the increasing US price level. Another risk
stems from wage rises which, under the
conditions of a weaker labour productivity
growth, will increase the prime cost of prod-
ucts and services.

By the end of the half-year unemployment
declined to 4.6 per cent and employment
growth rates started to gradually subside,
reaching 1.3 per cent on an annual basis
by end-August.

At the end-June meeting of the Federal
Open Market Committee, the federal funds
interest rate was raised by 25 basis points
to 5.25 per cent. After the July and August
reduction in the annual inflation growth rate,
at its August meeting the Federal Reserve
System retained the reference interest rate.
The opinion of most market participants is
that the federal funds interest rate will stay
at its current level. Provided this expectation
comes true, the interest rate on six-month
LIBOR deposits in US dollars is likely to
move within the 5 to 5.5 per cent range until
the close of the year.

The Euro Area

The second quarter of 2006 saw a robust
upsurge in euro area economy, with GDP
growth rising to 2.6 per cent on an annual
basis against 2.1 per cent in the first quar-
ter. High economic growth was mostly as-
cribable to enhanced investment activity
and stable external demand. Subsiding un-
employment and respectively rising employ-
ment in the last few months contributed to
higher incomes, which according to expec-
tations, will boost consumer activity in the
short run.

-0.5
4.0
-1.5 4
-2.0
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(%)

3.0
251

2.0 1
1.5 1
1.0 A
05 1

0.0 7

\‘u‘m‘w‘\‘u‘m‘w‘l‘u‘m‘w‘\‘u‘m‘\v‘\‘u‘m‘w‘\‘u
2001 2002 2003 2004 2005 2006
Private consumption Government consumption M Investment
Inventories Exports, net —— GDP growth

Source: Eurostat.

9 Economic Review ¢ 3/2006



Leading business climate indicators and
economic confidence dramatically improved
to reach by mid-year their highest levels in
the last five years. PMIs also rose steadily
over most of the current year signalling brisk
economic activity in industry and services.
Although major leading indicators moder-
ately dropped in July and August, their val-
ues stayed considerably higher than the
average historical levels, showing economic
agents’ sustained optimism. Overall, eco-
nomic indicators support expectations of an
upsurge in European economy by the close
of the current year.

ECB latest forecasts published in Septem-
ber 2006 predict economic growth within the
range of 2.2-2.8 per cent for 2006 (1.7-2.5
per cent in the previous quarter) and 1.6-2.6
per cent (1.5-2.5 per cent) for 2007. Con-
sensus expectations of experts® put GDP
growth at 2.2 per cent on an annual basis
in 2006 and at 1.8 per cent on an annual
basis in 2007. According to EC interim fore-
casts of September 2006, euro area growth
expectations were revised upwards to 2.5
per cent against the previous forecast of
2.1 per cent. This change in the EC fore-
casts is ascribable to stronger economic
indicators in the first half of the current year
and expectations of a sizable domestic de-
mand contribution to growth associated
mainly with withdrawal of consumption and
investments in Germany into 2006 reflecting
VAT increase in 2007.

Euro area inflation behaviour was mostly
driven by oil price dynamics in the current
year's second quarter and early third quar-
ter. After peaking at 2.5 per cent on an an-
nual basis in May and June, harmonized
inflation dropped to 2.3 per cent on an an-
nual basis in August. Core inflation contin-
ued to vary at considerably lower levels
coming to 1.3-1.5 per cent on an annual
basis in the period between April and end-
July.

2 Source: ECB Survey of Professional Forecasters, Q3 2006.

External Environment 1 O

Chart 12
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Chart 13
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Euro Area Unemployment Rate and Employment Growth
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Euro Area Consumer Confidence Indicators
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Euro area inflation is anticipated to fluctu-
ate close to the ECB indicative target of 2
per cent. This assumption is backed by the
prospects of moderate unit labour cost
growth. Latest data on European corporate
profit show that rising production costs
could be defrayed by the profit of enter-
prises without affecting significantly final con-
sumer prices. Uncertainty about oil price
dynamics and putative second-round infla-
tionary pressures will be the factors associ-
ated with inflationary risks in the euro area.
VAT increases in Germany may exert a one-
off inflationary pressure in early 2007. Con-
sistent with this measure, a portion of con-
sumer expenditure in the biggest European
economy is expected to be withdrawn into
the fourth quarter of 2006 which may result
in an inflationary pressure exerted by en-
hanced consumer demand.

Since early 2006 unemployment in the
euro area has been subsiding steadily and
by July it came to 7.8 per cent. Employment
components of PMIs varied at a level of
over 50 showing positive growth of employ-
ment in the services and manufacturing sec-
tors. Expectations of the future labour mar-
ket dynamics in the next twelve months
based on an economic survey conducted
by the EC are favourable and point to a
possible decline in unemployment.

At its meeting in early August, the ECB
Governing Council raised the interest rate on
main refinancing operations in the euro area
by 25 basis points to 3 per cent. The deci-
sion was influenced by growing expectations
of inflation in the medium run and the risk of
arising second-round effects. At its meeting
of end-August, the ECB Governing Council
announced that it would most probably raise
the repo rate by 25 basis points in early
October. Developments in euro area macr-
oeconomic indicators, as well as public
statements by members of the ECB Govern-
ing Council gave rise to market expectations
of a repo rate increase by the close of the
year.

Chart 16
PMI Indices and Euro Area Growth
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Chart 17
Euro Area Base Interest Rates
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Chart 18
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If the ECB raises the repo rate at the cur-
rent pace once or twice until the year-end,
we may expect the six-month EURIBOR on
time deposits to be between 3.409 and
3.976 per cent in the fourth quarter of 2006.

EU-25

EU-25 growth continued to accelerate,
reaching 2.8 per cent in the second quarter
of 2006. New member countries’ growth
also increased to 5.7 per cent over the
same period owing to Poland’s buoyant
growth.

Average monthly inflation in the newly ac-
ceded countries went up to 2.3 per cent
over the second quarter of 2006, reflecting
mainly the rises in the prices of fuels and
transportation services.

The USD/EUR Rate

Until mid-duly the US dollar appreciated
against the euro to the level of 1.25 under-
pinned by investment outflows from emerg-
ing markets. The appreciation resulted from
the rise in risk premiums pushed by escala-
tion in geopolitical uncertainty in the Middle
East. These levels appeared to be the high-
est ones in the third quarter when the USD/
EUR rate moved within the relatively narrow
1.25 to 1.29 band displaying no clear trend.

During the next few months foreign cur-
rency market will fluctuate in a wider interval
owing to the uncertainty about US economic
activity dynamics and future monetary policy.
By September foreign currency markets ex-
pect a retained interest rate in the USA until
the close of the year and two rises of 25
basis points in the euro area.

In the long run concerns about external
imbalances will further add to the weakening
of the US dollar to which in the short run
stronger than expected data on economic
growth in the world’s biggest economy may
be opposed.

External Environment 1 2

Chart 20
Euro Area Money Market Yield Curve
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The Balkan Region

Economic developments in the Balkan Region stayed favourable. In the second quarter of 2006 economic growth of
Balkan countries continued to accelerate. Macroeconomic data in the second and the beginning of the third quarter of
2006 show sustainable high growth rates. Inflation dynamics in the second quarter reflected mainly rises in the price of
fuels and transportation.

We anticipate that high economic activity prompted mainly by expectations of EU growth and respectively by strong for-
eign demand in these countries will be retained in the second half of 2006 as well.

Table 1
Real Growth and Inflation in Balkan Countries (Quarterly)
2004 2005 2006

I 1l v Total I 1l v Total | I
Growth (on the previous year, %)
Bulgaria 4.6 ©.0 6.2 6.3 5.7 5.9 6.5 4.6 ©.0 ©.6 5.6 6.6
Greece 4.3 4.1 4.0 4.2 4.2 & 3.7 3.8 3.7 3.7 41 41
Macedonia 3.4 4.8 4.6 3.4 4.1 2.9 5.0 41 3.8 4.0 2.6
Romania 6.1 7.1 1.1 8.9 8.3 5.9 4.1 1.8 4.6 41 6.9 7.9
Turkey 11.8 144 518 6.3 8.9 6.6 5.5 7.7 9.5 7.4 6.5 7.5
Croatia 4.2 3.8 3.6 3.6 3.8 1.8 5.1 5.2 4.8 4.3 6.0
Serbia 7.5 2.9 9.5 14.2 918 5.8 6.8 5.6 9.9 6.3 6.3
Inflation (averaged for the period, %)
Bulgaria 6.4 6.7 6.8 4.8 6.2 3.8 4.9 4.8 6.6 5.0 8.0 8.3
Greece 2.9 3.1 3.0 3.2 3.0 3.4 3.2 3.8 3.5 3.5 3.2 3.4
Macedonia 16 -05 -15 -11 -0.4 -0.4 0.9 0.8 0.8 0.5 2.7 3.4
Romania 136 123 11.9 10.0 11.9 8.9 9.9 8.9 8.5 9.0 8.6 9.6
Turkey 14.1 913 9.5 9.7 10.7 8.6 8.6 7.9 7.6 8.2 8.1 7.1
Croatia 1.8 2.3 1.8 2.3 2.1 3.1 3.0 3.4 3.8 3.3 3.5 3.8
Serbia 86 103 122 129 11.0 15.9 16.4 18,8 16.6 16.1 15.2 14.2

Source: Statistical institutes and central banks of respective countries.

International Prices of Major Raw
Materials, Crude Oil and Gold

Crude Oil
In the second quarter of 2006 global un- Chart 23
certainty continued to be a major factor be- Crude Oil
hind crude oil price dynamics. The average (LSD per barrel
monthly Brent price came to USD 69.8 per " v
barrel during the quarter under review. Vola- 1
tility persisted in the third quarter as well, 55 1
and in mid-July the price reached USD 78 5]

per barrel. The major factors behind the
third quarter price rises were the Middle

. ’ . 25 INS
East conflict and declared intentions of re- V\
pairingamainoilpipelinewhichwould ‘5\HHHHH‘HHHHH\‘HHHHH\‘\HHHHH\HHHHH‘HHH\
halve oil supply by the biggest platform of — Brent Dubai wr

iti ' i . Source: World Bank.
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of 850,000 barrels per day, 17 per cent of
the US oil extraction). On the other hand,
developments in Iran’s nuclear programme
were and still are dynamic and uncertain.
Only by end-August the steps undertaken
by Iran for a dialogue with the EU eased
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somewhat the tension on the market and, in
tandem with some other factors, contributed
to a decline in crude oil prices. Market sup-
ply remained stable at high levels thanks to
the OPEC countries’ production. Thus, high
inventories of oil products in OECD coun-
tries were preserved. Expectations of an
active season of the hurricanes in the Atlan-
tic Ocean did not realize and oil supplies
from Alaska were resumed since the oil
pipeline repairs caused no serious difficulties
in crude oil transportation. Hence, the Brent
price came to USD 59 per barrel by end-
September.

The Brent average monthly price is pro-
jected at USD 60 to USD 75 per barrel. It
will be mostly affected by geopolitical factors
related to the supply and especially the pu-
tative UN sanctions against Iran provided
that the country changes its position. An-
other obstacles to greater decrease in olil
prices are enhanced demand with the com-
ing winter in the Northern Hemisphere and
clearly pronounced unwillingness of some
OPEC countries to lower the price below
USD 60 per barrel.

Major Raw Materials and Commaodity
Groups

High demand and reduced inventories of
non-ferrous metals continued to be the main
drivers behind their appreciation. Over the
January to August 2006 period the rise in
prices of nickel, zinc, copper and aluminum
came to 128.9 per cent, 83.7 per cent, 68.1
per cent and 9.5 per cent respectively.

Steel production increased, meeting strong
world demand which kept steel prices al-
most unchanged in the second and third
quarters of 2006. Between January and Au-
gust production growth was 9.5 per cent
higher than that in the same period of 2005.
By August the Chinese share in world pro-
duction reached 36 per cent (32 per cent
for 2005).

Metal price growth is projected to fall in
line with expectations of world economy
moderation in the second half of 2006.

External Environment 1 4
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Food prices went up by 9.1 per cent in
the second quarter of 2006 on the same
period of 2005, while in July and August the
appreciation came to 11.4 per cent. Cereal
prices which rose by 15.9 per cent in the
second quarter and by 18.3 per cent in the
first two months of the third quarter contrib-
uted mostly to the acceleration in food infla-
tion. Although North America’ yields ex-
ceeded the expected ones, the robust de-
mand in the EU, India and Egypt created
conditions for retaining the prices after their
rise in the first quarter of the year.

The sugar price dropped in the second
and third quarters as a result of anticipated
higher yields which would be sufficient to
satisfy rising demand for sugar cane used
in ethanol production.

Food prices are expected to undergo no
significant changes in the second half of
2006 which will reflect, on the one hand,
stable demand and, on the other one, fore-
casts of good autumn crops.

Chart 25
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Gold

In the third quarter fluctuations in the price
of gold stayed relatively high despite their
subsiding amplitude. During the July to mid-
September period the average value of gold
stayed close to the one registered in the
second quarter: around USD 628 per troy
ounce.

The main factors affecting the gold price
behaviour were the geopolitical uncertainty in
the Middle East, changes in inflationary ex-
pectations among market participants, the
Federal Reserve System’s decision to retain
the reference interest rate at 5.25 per cent,
the USD rate’s volatility and the speculative
interventions of hedging funds and other
institutional investors. In the summer months
market participants balanced their positions
using the gold price and following the crude
oil price dynamics. The close correlation
between gold and the USD/EUR exchange
rate also was sustained.

According to market expectations, in the
next months the gold price will continue to
reflect oil prices and its technical link with
the US dollar will still be in force. The main
drivers behind the gold price will be the
inflationary expectations in the USA and the
Federal Reserve System’s interest rate
policy. Stronger investor interest in gold may
be expected in case of deepening problems
of the US economy. The traditional autumn
demand of the jewellery industry will prob-
ably be lower given the relatively high
prices.

Bulgarian External Debt Dynamics

The second quarter of the current year
saw a subsiding investor interest in govern-
ment debts of emerging markets. The total
government spread measured by the JP
Morgan EMBI+ index increased to 238 ba-
sis points by end-June after the record low
of 174 basis points reached in May. The
rise in the risk premium registered in mid-
May resulted from the growing concerns
about inflation and global cycle of increasing
interest rates. This proved to be of tempo-
rary nature as there has been a steady de-
cline in the spread since early July.

External Environment 1 6
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The Bulgarian government securities
spread measured by the JP Morgan EMBI+
index was also affected, albeit on a smaller
scale, by the global trend, and as of end-
June it came to 105 basis points. The sub-
sequent return to higher-risk assets on the
part of market participants contributed to the
decrease in the yield spread to some 85
basis points in early September.

Favourable macroeconomic conditions in
Bulgaria, its upcoming membership in the
EU and expectations of a sustained con-
servative fiscal policy were among the major
factors of importance for maintaining further
investor interest in Bulgarian government
debt and low risk premium.
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2. Financial Flows, Money and Credit

Over the recent years Bulgaria’'s economic
development has been determined by capi-
tal inflows. The increase in international inter-
est rates in 2005 and the beginning of 2006
caused no changes in the direction and
volume of financial inflows due to relatively
high investment returns in the country. The
balance of payments current account deficit
continued to grow in the first half of 2006 as
well. It was covered by the positive capital
inflow into the financial account which con-
tinued in 2006, adding to the increase in
investments in the private sector. The influ-
ence of capital inflows is additionally shown
in the change in international reserves which
through the currency board arrangement
leads to a change in monetary base, and
through the process of money multiplication
it affects broad money and credit dynamics.

Table 2

Cash Flows Which Prompted Significant Changes in Gross International Reserves

First half, 2006

A) Purchases and sales of
reserve currency
- Net purchases from
commercial banks

banks: EUR 785 million
Bought: EUR 5708 million
Sold: EUR 4923 million

- Revenue (outflows) related to
net purchases at tills

Total, net: EUR +772 million
Net purchases from commercial

Sold banknotes: EUR 13 million

Second quarter, 2006

Total, net: EUR +574 million
Net purchases from commercial
banks: EUR 580 million

Bought: EUR 3714 million

Sold: EUR 3134 million

Sold banknotes: EUR 6 million

July 2006

Total, net: EUR +333 million
Net purchases from commercial
banks: EUR 334 million

Bought: EUR 1143 million
Sold: EUR 809 million

Sold banknotes: EUR 1 million

B) Changes due to revenue
(outflows) on commercial
banks’ minimum required
reserve accounts in foreign

Net revenue: EUR 603 million

Net revenue: EUR 373 million

Net revenue: EUR 30 million

currency
C) Changes due to flows on Revenue: Revenue: Revenue:
government accounts (only EUR 113 million EUR 46 million EUR 117 million
the largest cash flows: USD 17 million USD 10 million USD 4 million
revenue and payments) SDR 10 million SDR 3 million SDR 4 million
Payments: Payments: Payments:
EUR 929 million EUR 189 million EUR 31 million
USD 141 million USD 10 million USD 77 million
JPY 1.1 billion JPY 474 million JPY 170 million
SDR 10 million SDR 4 million

Source: BNB.
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In the second quarter of 2006 BNB inter-
national reserves increased by BGN 1679
million. Between January and July they
picked up by BGN 1862.7 million and by
July the Issue Department balance sheet
figure reached BGN 16,277.7 million (EUR
8322.7 million). Unlike the first quarter, the
amount of government operations was con-
siderably smaller and they did not affect
significantly the international reserves dy-
namics. Net currency purchases and
changes in commercial banks’ minimum
required reserve accounts played a key role
for the reserves growth.

Financial Flows and External
Position Sustainability

On an annual basis, current account deficit is expected to vary within the range of 13.2 and 13.4 per cent of
GDP in the third quarter of 2006 and within 13.4 and 13.6 per cent for the year. The FDI inflow into the economy
will stay high and the private sector will continue borrowing. Private debt is expected to be between 52 and 53
per cent of GDP in the third quarter of 2006 and between 54 and 55 per cent of GDP in the fourth quarter.

Over the January to July 2006 period the
current account deficit came to EUR 1822.8
million against EUR 1065.7 million for the
same period of 2005. All major current ac-
count components contributed to the in-
crease in the deficit during the period, the
trade balance deficit growth accounting for
58.8 per cent of the worsening followed by
the income balance which accounted for
another 17.5 per cent of it.

Exports of goods picked up by 29.1 per
cent on the respective period of 2005, ac-
celerating in the second quarter. Over the
January to July 2006 period import growth
totaled 26.6 per cent; in the second quarter
it slowed down compared with the first quar-
ter. Based on the System of National Ac-
counts data, it may be concluded that a
positive change in trade conditions
emerged: the goods exports deflator was
13.9 per cent at average prices for 2005,
while the analogous imports deflator was 7.9
per cent. Similar dynamics was observed for
the first time after several quarters of wors-
ened trade conditions. In the third and
fourth quarters export growth is likely to con-
tinue rising underpinned by external demand
and international prices. Concurrently, certain
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moderation in import growth rates is antici-
pated but it will be subdued by domestic
demand.

Between January and July the balance of
services comprised EUR 337.9 million, down
EUR 95.5 million on the January to July
2005 period. The trend towards high growth
rates of imports on the Other services item
was retained (28.7 per cent in the period
under review). Returns on the Travel item
also remained low (4.6 per cent), albeit ac-
celerating on the first quarter. The Other
services: credit item reported more sizable
growth (29.7 per cent against 1 per cent in
the first quarter). The latter confirms the hy-
pothesis that exports and imports of serv-
ices’ growth rates will start converging.

Income balance went down by EUR 132.8
million in the first seven months of 2006
compared with the respective period of 2005
reaching EUR -14.4 million. The fall could be
explained almost entirely by higher outflows
on the income from direct investments
which rose by 48.9 per cent (EUR 123 mil-
lion) over the period. A similar rise, although
higher than usual, corresponds to the trend
towards increasing direct investments in the
country. Therefore, such flows may be ex-
pected in the future as well.

Between January and July net current
transfers declined by EUR 83.8 million on
the corresponding period of 2005. Smaller
flows were registered both on the credit side
and the debit side. A possible explanation
for the current transfers’ dynamics is that
rising employment and incomes in the coun-
try limit the needs for transferring external
resources into Bulgarian economy; hence,
flows on the current account decrease.

In the third and fourth quarters income
balance is not expected to change substan-
tially in comparison with the respective peri-
ods of 2005. Net current transfers are pro-
jected to stay close to those of the third
and fourth quarters of 2005 and a greater
credit side improvement is unlikely to hap-
pen in the second half of 2006.

Current account deficit is expected to post
a minimum nominal improvement in the third
quarter of 2006 against the third quarter of
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2005 as a result of better balance of serv-
ices. The third-quarter current account deficit
will be within the 13.2 to 13.4 per cent band
on an annual basis. Throughout 2006 the
current account deficit will worsen in com-
parison with that for 2005 both nominally
and as a share of GDP. All major current
account components are anticipated to add
to this. The current account deficit for 2006
is assessed to vary between 13.4 and 13.6
per cent of GDP.

Over the January to July 2006 period the
balance of payments financial account was
positive and amounted to EUR 1999.5 mil-
lion, of which EUR 1586.2 million were direct
investments in Bulgaria. Compared with the
respective period of 2005, foreign direct in-
vestment inflow picked up considerably
(126.5 per cent). The effect of earnings from
privatisation on direct investment in the peri-
ods subject to comparison was minimal
(EUR 25 million until July 2006 and no earn-
ings in 2005) which supports the assumption
that the increase in direct investments re-
flects enhanced investor interest in the Bul-
garian economy. Foreign direct investment
inflow is expected to continue rising in the
next quarters backing the BNB reserves’
growth.

The greater part of financial inflows into
Bulgaria in the first seven months of 2006
include borrowed funds. Attracted debt capi-
tal plays a key role for financing the invest-
ment process in the country and for main-
taining high economic growth. The bulk of
these resources was used to directly finance
companies and the remaining part was dis-
tributed through the banking system. Over
the January to July 2006 period the net in-
crease in the non-government external debt
came to EUR 2108.7 million, with commer-
cial banks’ net liabilities rising by EUR 564.8
million and those of private corporations by
EUR 1543.9 million. Economic sectors which
became indebted most intensively in the first
half of 2006 were real property, renting and
business services (41 per cent of the total
growth in the external indebtedness of the
real sector, excluding commercial credits
and bond loans), and wholesale trade and
commercial intermediation (19 per cent of
the growth).

Chart 29
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By end-July gross external debt reached
EUR 16,659.6 million, up by EUR 2654.8
million (19 per cent) on July 2005. The in-
crease was entirely attributable to the private
sector whose foreign liabilities picked up by
EUR 3538.9 million (42 per cent), while pub-
lic sector’s liabilities dropped by EUR 884.1
million (16 per cent) in line with the policy of
reducing government external debt.

Changes in the external debt maturity
structure since early 2006 are associated
with increasingly growing short-term indebt-
edness and more moderately rising long-
term debt. The January to July period saw
net growth of EUR 1043 million (27 per cent)
in external debt with a maturity of up to one
year and of EUR 506 million (4 per cent) in
liabilities with an original maturity of over one
year (including liabilities on direct invest-
ments). Short-term external debt growth was
mostly ascribable to financial loans received
from the real sector (up by EUR 564 million)
and to non-residents’ deposits with local
commercial banks (a net increase of EUR
200 million). The change in the gross exter-
nal debt on an annual basis is more evenly
distributed by maturity structure, with short-
term and long-term liabilities growth amount-
ing to EUR 1379.1 million and EUR 1275.7
million respectively.

Current gross external debt dynamics con-
firmed the expectations about increasing
indebtedness of the private non-bank sector.
The trend towards more extensive direct
external borrowing on the part of the private
sector stemmed from the orientation of Bul-
garian companies to more effective liabilities
management through borrowing funds from
abroad, and partially from the measures
taken by the BNB to curb bank credit. The
growing share of local corporations’ foreign
ownership and their inclusion in multinational
companies furthered the process of using
external financing resources for satisfying
investment and current needs. This trend is
expected to continue in the second half of
2006, pushing the private debt to 52-53 per
cent of GDP in the third quarter of 2006 and
to 54-55 per cent of GDP in the fourth quar-
ter.

Financial Flows, Money and Credit
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Monetary Aggregates

Given the projected change in international reserves and government deposit dynamics, reserve money is ex-
pected to slow down its growth to about 18 per cent in the third and fourth quarters of 2006. Bank reserves will
nominally be lower than those in July and their growth rates will also moderate to 20-22 per cent in the third
quarter and to 16-18 per cent in the fourth quarter. Growth rates of currency in circulation are likely to acceler-
ate slightly to 17-18 per cent by the close of the year. Broad money growth is also projected to increase to

22-24 per cent in the coming two quarters.

Interest rates on deposits in US dollars and in euro are anticipated to slightly go up in the next two quarters,
while those on lev deposits will match their current level.

By end-July 2006 reserve money growth
rates picked up to 33 per cent on annual
basis (25 per cent in March) driven by the
behaviour of commercial banks’ deposits
with the BNB. Individual banks exceeded
the limits on credit portfolio growth rates and
they were sanctioned to deposit additional
minimum required reserves under the
Amendments to Ordinance No. 21 of No-
vember 2005.° In accordance with these
amendments, as of the first quarter of 2006
a progressive scale of determining additional
reserves for banks violating the regulation
was introduced, with the maximum penalty
reaching 400 per cent of the excess of the
extended loans over the set limit. Since the
first maintenance period started on 4 May
2006, the effect became evident in the May
to July period. Thus, in July bank deposits
totaled BGN 3.3 billion, of which additional
minimum reserves of BGN 997 million.

Against the background of the favourable
credit aggregate dynamics in the last few
months and decreasing efficiency of admin-
istrative measures, in June 2006 the BNB
Governing Council decided to gradually lift
the restrictions on private sector credit
growth. As a first step, the progressive scale
of determining additional minimum required
reserves was abolished. Thus, in August the
average monthly amount of bank deposits
decreased by some BGN 650 million on
July (Chart 33).

Growth rates of currency in circulation
continued to gradually slow down , posting
an annual increase of 14.2 per cent in July.
This growth rate was slower than the nomi-
nal increase in GDP (almost 17 per cent in
the second quarter) for the first time in the

3 See Economic Review, issue 1/2006.
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last six years. Given the fact that the cur-
rency in circulation to GDP ratio for the Bul-
garian economy is considerably higher than
that in the developed countries, we expect
this ratio to decline in a medium term.

Fiscal policy affects monetary aggregate
dynamics through deposits of the govern-
ment and budget organisations with the
BNB, as well as through redistribution of
liquidity among the other economic sectors.
Following the sizable increase in the flows to
the external sector due to the early repay-
ment of debt at the start of the year, the
second quarter of 2006 saw a rise in gov-
ernment deposits with the BNB, which is
typical of this period. The main factor be-
hind this was the withdrawal of liquidity by
the non-government non-bank sector. Its
volume was higher than that in the same
period of the last three years. Buoyant eco-
nomic growth in the second quarter and
especially the faster increase in consump-
tion underlay the budget revenue implemen-
tation by this sector which was better than
expected.® Curtailed non-interest expenditure
led to relatively small flows to the non-bank
non-government sector and further contrib-
uted to net withdrawal of liquidity from it.

Government’s activity in the second quar-
ter was almost neutral as regards liquidity of
the financial sector (excluding the BNB) and
the external sector, this trend most likely to
be sustained in the third quarter when no
significant changes in the flows from the
government to other economic sectors are
expected. This will lead to an increase in
the government deposit with the BNB within
the range of BGN 5-5.2 billion. The last
quarter of 2006 may see a decline in the
deposit at the expense of higher cash flows
to the non-government sector which are
typical of this period. This decline will be
curbed by inflows of funds from the external
sector due to the new loan of EUR 124 mil-
lion extended by the World Bank.

¢ According to the revenue indicative target set out in the agree-
ment of the government with the IMF.
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In the second quarter of 2006 broad
money recovered their growth rates following
the temporary slowdown in March prompted
by the 2005 high base effect. However, the
21 per cent rise in the M3 monetary aggre-
gate in June and July stayed below the De-
cember 2005 level. Money supply growth is
anticipated to be between 22 and 24 per
cent in the coming two quarters, approxi-
mating the projected change in bank credit.
Brisk economic activity, and especially grow-
ing employment and incomes, as well as
continuing capital inflow from abroad will be
the main factors affecting money dynamics.

Broad money increased by 7.7 per cent
on a quarterly basis in June, with the M1
monetary aggregate contributing mostly to
the growth (4.2 percentage points). The fast-
est growing components in the structure of
M1 were foreign currency overnight deposits
(10 per cent) and lev overnight deposits (9
per cent). Regarding quasi-money, foreign
currency deposits also reported faster
growth as a whole. In the time deposits
segment, deposits in levs of up to two years
rose by 5.9 per cent in the second quarter
and those in foreign currencies by 9.1 per
cent. The difference in growth rates is attrib-
utable to non-financial corporations which
increased their foreign currency deposits by
34 per cent, while household deposits in
levs and in foreign currencies went up at
approximately same rates (3.7 per cent and
3.5 per cent respectively). In the second
quarter the share of the euro in foreign cur-
rency deposits retained its upward trend
reaching 66 per cent in time deposits
against 63 per cent in the first three-month
period.

Fast accumulation of bank reserves
prompted by the BNB measures for curbing
credit activity and the respective reserve
money growth caused a dramatic drop in
money multiplier in the last year. By July
2006 the M3 multiplier fell to 2.9. However,
the August reduction in commercial banks'’
deposits with the BNB led to a sharp rise in
money multiplier to the level® of 3.2 which is
close to the long-term average. Moderate
credit rates maintained by commercial

° Weekly monetary statistics data as of 25 August.
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banks are likely to bring about retention of Chart 38

multiplier's current levels in the next two Currency Circulation Velocity (Quarterly)
quarters. b | Moving average for four quarters

The money circulation velocity continued :; i
to subside, preserving its clearly pro-

nounced seasonal profile. It reflects house-
holds and companies’ preferences to keep
an increasing portion of their incomes in
financial assets. Based on projected M3
and GDP growth rates, dynamics of this ‘
variable will continue its downward trend in e 2002 Y s T aone
the next two quarters. Source: BNB, NSI.

In the second quarter banking systems’
average interest rates on time lev deposits
stayed at their first-quarter levels (3.5 per Chart 39
cent) while in July they registered a slight Interest Rates on Time Deposits
fall (3.4 per cent). However, interest rates on %
foreign currency deposits continued to grow o

following international interest rates dynam- 35
ics. Over the April to July period the aver- 50 N/\W

4.5

age interest rates on EUR time deposits
came to 2.47 per cent (against 2.37 per 15
cent over the January to March period) and 10
on USD deposits to 2.53 per cent (against

2.28 per cent over the January to March R S A S N B S
period). While interest rates on lev deposits BN A usD

are unlikely to experience any substantial Source: BNB.

changes in the coming two quarters, those

on foreign currency deposits are expected Chart 40
to continue climbing. Interest Rate Distribution on Household One-month Lev Deposits

The distribution of interest rates on house- as of March 2006
hold one-month lev deposits by bank in July "
2006 (compared with March 2006) showed
an increased number of banks offering rates
within the 2 to 3 per cent interval at the ex-
pense of those offering up to 2 per cent
and between 3 and 4 per cent. In July the
differential between the highest and the low-
est interest rates was 5.71 percentage o
points against 5.25 percentage points in T hoaw Flom2%103%  Fom3%l04%  Fom4%105%  From 5%10 6% Over 6%
March. A bigger dispersion in interest rates rlerestee
was also observed.

frequency (number of banks)

as of July 2006

frequency (number of banks)
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Interest rate
Source: BNB.
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Credit Aggregates

Under BNB-imposed lending constraints, annual growth rates of claims on the non-government sector will
slow down to 23-25 per cent by the end of the third quarter of 2006 and to 20-22 per by the end of the year.
No significant changes in lending interest rates are expected.

The sustained favourable macroeconomic
conditions continued to predetermine the
robust demand for loans by corporations
and households, and hence the brisk lend-
ing. Concurrently, banks’ credit activity was
strongly impacted by the measures taken by
the BNB to make lending more moderate.
Between January and July claims on the
non-government sector went up by BGN
2016.1 million (against BGN 2432.5 million
over the same period of the prior year) and
their annual growth reached 25.1 per cent
by end-July. The more moderate increase in
claims on the non-government sector re-
flected to a great extent banks’ transfers of
loans to foreign banks and non-bank finan-
cial institutions, with the amount of sold
loans reaching BGN 1861 million in the first
seven months of 2006.

In early June 2006 the BNB Governing
Council declared its intention to gradually lift
the requirement for additional minimum re-
serves. As a first step, it would abolish the
progressive scale used for determining
these reserves. Despite the change, banks
are expected to continue adhering to the
imposed credit restrictions. As a result, the
annual growth of claims on the non-govern-
ment sector will decline to some 23-25 per
cent by the end of the third quarter and to
20-22 per cent by the end of the year.

Irrespective of the more moderate credit
growth, the trend to enhancing financial in-
termediation was sustained. By June 2006
the claims on the non-government sector to
GDP ratio comprised 45.6 per cent, posting
a rise of 1 percentage point on the year’s
start and of 4.4 percentage points on June
2005.

Chart 41
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Measures to moderate the pace of credit
growth affected further dynamics of banks’
net foreign assets. These measures restrict
banks in using foreign liabilities to finance
their credit activity. Therefore, banks’ net
foreign assets already have sustainable
positive values.

Chart 43
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Table 3
Changes in Major Balance Sheet Items of Commercial Banks (Quarterly)
(million BGN)

2005 2006
| Il 1] I\ | Il
Claims on non-financial corporations 2948.8 -1922.6 334.6 784.9 76.8 434.2
Deposits of non-financial corporations 1971.2 -1258.6 292.5 710.3 140.8 974.0
Claims on households 721.7 590.6 537.5 704.2 188.2 767.9
Deposits of households 702.9 633.0 575.6 813.0 453.9 565.3
Foreign assets -9.3 23.1 251.2 670.0 775.0 -179.2
Foreign liabilities 325.7 -752.7 155.6 951.4 319.7 -174.7
Claims on government sector 171 209.8 135.4 1371 14.2 120.0
Deposits of government sector 65.8 105.4 110.6 -112.7 73.7 143.9
Claims on central government 16.3 203.5 113.9 133.8 -5.7 120.9
Liabilties to central government -95.6 94.7 129.9 11.8 -54.9 81.1
Source: BNB.
Moderation in annual growth rates of Chart 45

claims continued to involve all segments of
the credit market. Between January and July
claims on non-financial corporations rose by
BGN 831.8 million (against BGN 1045.9 mil-
lion in the same period of 2005), while their
annual growth fell to 18.7 per cent by end-
July. This was ascribable to banks’ sales of
loans to non-financial corporations, account-
ing for BGN 1135 million in the first seven
months of 2006.
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Between January and July claims on
households rose by BGN 1083.2 million

Chart 46
Claims on Households

against BGN 1513.8 million in the respective - - .
period of 2005. The weaker increase in . — o
nominal terms ensued mainly from banks’ 6000 &
transfers of loans to foreign banks and non- o a )
bank financial institutions. Since early 2006 w000 / )
transferred loans to households amounted 2000 / 2
to BGN 725.2 million. The annual growth of - ;
claims on households continued falling, af- L
fected by the increasing base, to reach 36.1 Volume, miion BGN (et scale) —— Annual growthrate, % (fight scale)
per cent by end-July. The biggest slowdown Source: BNB.
was observed in housing loans: from 97.4
per cent at the year-start to 72.4 per cent

Chart 47

by the close of the second quarter and to
68.4 per cent by end-July. Nevertheless,
housing loans still are the most rapidly de-
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share in banks’ claims on the non-govern-
ment sector, reaching 38.7 per cent by end-
July. Changes in the structure of claims on
the non-government sector continued to
reflect both higher potential of lending to

Source: BNB.

Chart 48
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Table 4
Claims on Non-government Sector (Quarterly)

Annual growth rate, % Structure
2005 2006 as of

| Il 1l I\ | Il 30 June 2006
Claims on non-government sector, incl.: 73.1 41.8 35.9 32.4 5.6 24.2
on non-financial corporations 68.0 32.2 25.7 23.1 -5.9 15.8 59.1
on households and NPISHs 81.8 72.2 63.5 58.4 39.7 38.7 39.0
on financial corporations 113.4 -27.6 -12.4 -31.1 -44.6 42.7 1.9

Source: BNB.

29 Economic Review ¢ 3/2006



The ECB raised the interest rate on its
main refinancing operations by 25 basis
points in June and August which had an
immediate effect on money market interest
rates. Although it has probably affected in-
terest rates on loans tied to the financing
costs on the money market, this effect can-
not be established due to the strong
monthly fluctuations of credit interest rates.
In the coming months lending interest rates
are unlikely to undergo any significant
changes. The increased price of borrowed
funds and putative further tightening of
ECB’s monetary policy would exert pressure
for increasing interest rates. However, en-
hanced competition among banks consider-
ably weakens the influence of these factors.
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3 . Economic Activity

In the second half of 2006 high economic growth is expected to be sustained, slightly accelerating on the cor-
responding period of the prior year. Investments and consumption will maintain strong growth rates, recovery of

goods export growth being the leading factor. This will reduce the negative contribution of the foreign trade bal-
ance.

Buoyant economic growth was sustained Chart 52
in the first half of 2006. GDP picked up by Contribution to GDP Growth by Component of Final Consumption
. (Quarterly)
6.6 per cent in the second quarter com- .
. . (percentage points)
pared with the respective quarter of the pre- "
vious year, posting the highest quarterly b -
economic growth. Investments in fixed capi- o] — -

tal played a leading role. Their contribution
was comparable with that of the traditionally
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biggest end-use component, the household —_—
consumption, which also recorded high ) ‘ ‘ ‘ ‘
growth rates. e ! e
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Source: NSI.

Table 5

Dynamics of GDP Components According to Final Consumption Method (Quarterly)
(on corresponding period of previous year, %)

2005 2006
| Il 1] IV I Il

Consumption 7.1 5.9 8.6 5.6 4.8 6.7
incl.

Household consumption 7.6 5.5 10.4 7.1 5.3 8.0

Government final consumption expenditure 4.5 10.3 0.2 7.2 6.3 3.0

Collective consumption 6.4 6.5 4.3 -4.7 0.1 1.2

Gross fixed capital formation 11.2 16.9 24.0 21.5 21.4 20.3

Exports of goods and non-factor services 9.2 12.0 1.1 8.9 12.9 10.2

Imports of goods and non-factor services 10.8 15.3 18.8 12.9 20.0 11.4

GDP, real growth 5.9 6.5 4.6 5.5 5.6 6.6

Source: NSI, BNB.

Enhanced investment and consumption
activity, as well as foreign capital inflows
were related to the increased negative con-
tribution of foreign trade balance in the first
half-year. This trend was more clearly pro-
nounced in the first quarter, while in the
second quarter the foreign trade balance
deficit started to contract due to slowing
imports. Net exports are anticipated to con-
tinue improving until the year-end boosted
by the recovered high growth in exports of
goods.
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Household Behaviour

In the second quarter of 2006 household
consumption accelerated to 8 per cent on
an annual basis, again contributing mostly
to GDP growth. The growth of bought non-
foods went up to 15.8 per cent and they
retained their key role in consumption dy-
namics. According to the System of National
Accounts statistics, during the last three
quarters (from the fourth quarter of 2005 to
the second quarter of 2006) net tourism
tended to contribute positively to overall
household consumption. Although Bulgaria’'s
travel balance is positive, in value terms,
travel of residents abroad, including that at
comparable prices, grew faster than travel of
non-residents to the country. This could be
ascribable both to intensified short-term labour
migration and to shifts of Bulgarian tourists to
foreign destinations since they are becoming
more accessible.

Rising employment played a major role for
enhanced consumer activity. In the first half-
year the number of employed picked up by
4 per cent on the previous year's corre-
sponding period. The bulk of new jobs were
created in trade, construction and in the
Real estate and business services industry.
By end-August unemployment dropped by 2
points on the same period of the prior year.

Real salary grew moderately (1.5 per cent)
in the first six months compared with the
respective period of 2005. Concurrently, con-
sumer lending stabilized its level and slowed
down its growth, and households continued
to be a net creditor of the banking system.
These circumstances evidenced further di-
versification of households’ financing

sources, some of which proved difficult to

identify and assess.

Table 6

Employment and Income Dynamics (Quarterly)

(% on corresponding period of previous year, unless otherwise indicated)

I

Unemployment at the end of the period,
per cent of the labour force 12.7 1.1
Employed under labour contract 4.3 3.5
Employees (Labour Force Survey data) 2.0 1.3
Real salary 3.3 3.9
Wages and salaries, deflated by CPI 2.6 6.0

Chart 53
Contribution on Consumer Expenditure to Household
Consumption Growth (Quarterly)
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Government Finance and
Consumption

Consolidated budget revenue overperformance by end-June above the indicative target set out in the agree-
ment with the IMF called for a revision of the fiscal surplus target from 3 per cent to 3.2 per cent of GDP, thus
backing our forecasts of cash balance levels close to those of 2005. The contribution of government consump-
tion to GDP real growth by end-2006 will also be close to that observed in the prior year. The prospects for
growth rates of total expenditure similar to those of annual inflation are sustained.

By the close of June 2006 total revenue
and aid under the consolidated fiscal pro-
gramme came to BGN 9579.8 million, out-
stripping by BGN 528.8 million the indicative
target of BGN 9051 million set out in the
agreement with the IMF. Pursuant to this
agreement, 50 per cent of the revenue sur-
plus should be saved and this called for a
revision of the consolidated budget target
performance from 3 per cent to 3.2 per cent
of GDP. High indirect tax earnings exceed-
ing 20 per cent in the second quarter again
underlay good revenue performance. The
fastest growing components of indirect taxes
were earnings from value added tax on im-
ports and from excise duties, reflecting high
import prices and growing volumes of fuels
and other imported raw materials. Indirect
taxes’ contribution to the growth of tax earn-
ings is expected to stay around 10 percent-
age points in the second half of 2006 as
well.

During the first six months of 2006 social
security funds’ revenue was some 1.4 per
cent lower in nominal terms than that of the
last year's respective period, comprising 69
per cent of projected revenue from contribu-
tions to the state social security budget.
Losses of revenue caused by reduced se-
curity contributions are expected to be offset
by rising employment and remuneration.
Nevertheless, social security revenue contri-
bution to overall tax revenue will stay close
to zero.

The agreement with the IMF implicitly pre-
supposes reduction in consolidated pro-
gramme expenditure ensuing from the con-
solidated programme surplus criterion and
from the indicative revenue target. Exceed-
ing the fiscal surplus lower limit by over
BGN 600 million as of the end of June re-
sults both from revenue overperformance
and lower expenditure. Salary and opera-

Chart 56

Contribution of Government Final Consumer Expenditure and
Collective Consumption to Economic Growth (Quarterly)
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Chart 58
Contribution of Major Tax Groups Growth to Tax Revenue Growth
under the Consolidated Fiscal Programme (Quarterly)
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tional expenditures affected by the higher
base in the second quarter of 2005 had a
minimum contribution to overall expenditure
growth. We expect this contribution to be
higher in the second half of the year owing
to base effects again.

July 2006 saw a new rise in pensions.
This referred only to the minimum pensions
(below BGN 150) received by about
1,600,000 pensioners. Similar to the previous
rise in pensions at the year-start, there was
differentiation of pension indexation: pen-
sions from BGN 90 to BGN 120 were raised
by 5 per cent and those from BGN 120 to
BGN 150 by 4 per cent. The increase
amounted to BGN 30 million per quarter; July
and August rises were paid in September.

As a result of curtailed expenditure in the
first six months of 2006, government con-
sumption contributed to GDP growth by just
about 0.5 percentage points in the first
quarter and by 0.4 percentage points in the
second quarter. In the coming two quarters
this contribution will go up boosted mostly
by the 2005 low base. However, annually it
will match the previous year’'s growth (within
the band of 0.6-0.8 percentage points).

Behaviour of Firms

During the second quarter gross value
added rose by 5.6 per cent in real terms on
the previous year’s corresponding period.
High growth rates in industry were sus-
tained, parallel to recovered growth in en-
ergy and mining and quarrying prompted by
brisk external demand for non-ferrous met-
als. Construction also played a leading role
for rising production activity stimulated by
accelerating investment demand. Trade con-
tinued to register two-digit growth rates typi-
cal of the period from 2004 on. Increased
supply capacity of this sector was one of
the factors favouring high consumer activity.

In the second quarter growth of value
added in manufacturing slowed down on
the same period of 2005. Sales growth de-
creased in about half of the branches owing
to weaker dynamics of domestic demand.
Business climate assessments were also
conservative. However, latest business sur-

Chart 59

Contribution of Major Groups of Current Non-interest Expenditure
to Total Growth (Quarterly)
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Table 7
Gross Value Added Growth by Sector
(Quarterly)
(corresponding quarter of previous year = 100)
2005 2006
| 1 I} IV | 1
Agriculture and forestry -1.9 -58 -6.9-17.1 -2.7 -1.1
Industry 1.0 9.2 38 59 88 9.0
Services 59 70 6.2 7.0 6.0 4.7
At base prices, total 71 65 33 44 64 56
Source: NSI.
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veys (of July and August) clearly signal a
sizable improvement in this sector and in
the economy as a whole. Business climate
indicators for industry and for the entire
economy reached their highest values. At
the start of the third quarter industrial ca-
pacities utilization recorded a historical maxi-
mum. Favourable dynamics of economic
indicators gives grounds to expect accelera-
tion in production activity over the second
half of the year.

During the first two quarters growth in in-
vestments in fixed capital exceeded 20 per
cent. Manufacturing, trade, transport and
communications accounted for the intensi-
fied investment activity. Since early 2006
foreign direct investment inflows into the
country picked up, with acquisition of shares
in local companies contributing mostly to
this growth. Confidence in Bulgaria, associ-
ated with macroeconomic stability, favour-
able prospects of intensified economic inte-
gration with European economies and in-
creasing purchasing power of the domestic
market brought about a sustained invest-
ment interest and a trend towards improving
and expanding production and trade ca-
pacities. The positive contribution of the
change in inventories during the last three
years and the first six months of 2006 is an
indicator of this. Net inventory accumulation
should be considered a means of servicing
enterprises’ expansion and development,
rather than a signal of difficulties in realizing
production.

High capacity utilization and managers’
optimism are signs of relatively sustained
high rates of fixed capital formation in the
second half of 2006.

The rising share of fixed capital formation
is the main force behind the improved pro-
duction capacities and competitiveness of
the Bulgarian economy. During the first half-
year the trend towards moderately rising
nominal unit labour cost was preserved. The
real-term indicator showing dynamics of the
employees’ compensation relative share in
value added remained practically un-
changed. Thus, Bulgarian exporters retained
their favourable cost competitiveness.

Chart 61
Business Climate Assessment
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Exports and Imports of Goods

Nominal exports of goods in euro are expected to grow on an annual basis by about 28-30 per cent over the
third quarter on the corresponding quarter of 2005 and by approximately 24-28 per cent over the fourth quarter,
underpinned mostly by projected acceleration in EU growth in the second half of the year and the upsurge in
the production of key export-oriented sectors of the Bulgarian economy. High prices of energy resources
coupled with moderate slowdown in domestic demand will help keep the nominal growth rates of imported
goods at 22-24 per cent in the third quarter and at about 20-24 per cent in the fourth quarter.

Based on the forecasts about export and import dynamics, the trade balance deficit in the third quarter of
2006 is anticipated to reach approximately 20-21 per cent of projected GDP on an annual basis and about

20-22 per cent of GDP for the year.

Exports in euro reached EUR 6769.6 mil-
lion between January and July 2006, indicat-
ing a nominal increase by EUR 1524.4 mil-
lion or by 29.1 per cent on the correspond-
ing period of 2005. Imports (FOB) came to
EUR 9366 million over the review period,
rising nominally by EUR 1966.8 million (26.6
per cent) on an annual basis.

The second quarter saw favourable trends
in foreign trade. Exports of goods registered
a nominal increase which was faster than
that of imports: 31.6 per cent and 21.8 per
cent respectively on an annual basis. The
factors behind the better-than-expected dy-
namics were slowing imports of energy re-
sources and consumer goods and acceler-
ating exports of raw materials (non-ferrous
and ferrous metals contributing most signifi-
cantly).

Forecasts about sustained high export
rates and decreasing growth of imports in
the third quarter reflect the expected increas-
ing growth in our major trade partners, stabi-
lizing international raw material prices and
moderately decreasing domestic demand.
The base effect, related to the dynamics in
the corresponding quarter of 2005, is another
factor for the projected annual changes. In
the fourth quarter we expect a moderate
slowdown in export and import annual
growth rates based on the outlook for inter-
national price dynamics and the foreseen
external and domestic demand dynamics.

Projected foreign trade growth in the sec-
ond half of the year is another indicator of
anticipated expansion of production and
export activity in key branches of the Bulgar-
ian industry, as well as expectations about
higher yields of agricultural producers. Fore-
casts about improved trade conditions in the
country will also affect positively foreign trade

Chart 64
Dynamics of Exports and Imports (Quarterly)
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dynamics in the third and fourth quarters of Chart 65 _
2006 Exports of Mineral Products and Fuels

(million EUR)
As regards exports by group, energy re- 250

sources and raw materials are expected to
retain their highest growth. Over the first
seven months of 2006 exports of mineral 150
products and fuels posted the highest in-
crease of 95.3 per cent followed by base
metals (47.5 per cent) and machines, vehi-
cles and appliances (24 per cent). Dynamic
developments in exports of energy resources
over the review period completely match the Source: BNB.
expectations. Physical growth in exports of
petroleum products between January and
July rose by 71.6 per cent on the corre-
sponding period of 2005, while the rise in the
annual price (in euro) came to 30.3 per cent.
The assumptions about sustained relatively
high international oil prices until the year-end
backs the anticipated high nominal growth
rates of exports in this group.
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Total growth in exports of base metals by
EUR 554.6 million in the current year’s first
seven months compared with the respective
period of 2005 stems predominantly from the

upward dynamics of non-ferrous metal prices Chart 66
on international markets. Exports of copper Exports of Base Metals and Base Metal Products
and copper products which increased by (millon EUR)

94.2 per cent over the review period contrib-
uted most significantly to the total growth, by
7.7 percentage points. The downward trend
in the value of exported cast-iron, iron and
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steel reversed in the second quarter of 2006. o
Increasing exports of these goods in the last 100 K
months resulted in a positive nominal 50
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change of 2.8 per cent on an annual basis
over the January to July 2006 period. We
expect exports of base metals to retain their Source: BNB.
positive trends in the second half of the year
and the group to remain among the most
dynamically developing ones.

Chart 67
Between January and July 2006 exports of Exports of Machines, Vehicles, Appliances, Tools and Weapons
machines and vehicles rose by EUR 206.4 (milion EUR)
million (24 per cent) on the corresponding 200
period of 2005, their value reaching EUR >
1066 million. Despite the expected high 101
growth rates, exports of these goods fell in 1207

the last two months owing mostly to the re-
ported drop in the Sea and river transport

12-month moving average
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In line with our projections published in the
Economic Review, issue 2/2006, the down-
ward trend in exports of animal and plant
products, foods, drinks and tobacco was
sustained in the second quarter of 2006.
During the first seven months of 2006 these
exports decreased by EUR 25.6 million (4.7
per cent) on the corresponding period of the
prior year, their value amounting to EUR
516.1 million. Irrespective of the negative
dynamics reported over the period, in July
exports of foods and drinks rose by 13.4 per
cent on an annual basis, with cereals con-
tributing mostly to the growth. We expect this
positive signal to turn into a sustainable
trend by the year-end, with anticipated grow-
ing exports of these products underpinned
by the new crop.

Between January and July 2006 imports
(CIF) totaled EUR 9956.9 million, posting a
nominal increase of EUR 2093.2 million (26.6
per cent) on the respective period of 2005.
Energy resources and raw materials dis-
played the largest growth (57.7 and 23 per

cent respectively) in the structure of imports Chart 68
by use, contributing to import growth by 10.5 Exports of Animal and Plant Products, Food, Drinks and Tobacco
and 8.7 percentage points. (million EUR)
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Crude oil remained one of the fastest
growing products in Bulgarian imports. Its 100
value rose by 69.6 per cent on an annual 0]
basis during the first seven months of 2006
and its real contribution came to 9.4 percent-
age points. The physical volume of imported
crude oil went up by 28.9 per cent on the 2]
prior year's corresponding period and the
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increased by 36 per cent. Despite the high Source: BNS.
nominal growth of imported energy re-
sources over the period, the second quarter
of 2006 saw a slowdown in their dynamics to Table 8
34.6 per cent on an annual basis owing Contribution of Commodity Groups to Trade Growth between
mainly to the moderate growth of imported January and July 2006
crude oil and natural gas (by 38.6 per cent). Exports Imports
Crude oil prices matched our expectations growth,%  contribu- growth,%  contribu-
which means that the physical volume of tion, p.p. tion, p.p.
imported crude oil in the second quarter was Consumer goods 75 59 0.7 31
lower than that in the second quarter of Raw materials 28.4 12.5 23.0 8.7
2005. Since exports of petroleum products Investment goods 24.6 3.8 17.2 4.8

. . . Energy resources 95.9 10.5 57.7 10.5
did not record a considerable slowdown in Other 219 05
the last months, some of the available inven-

Source: BNB.

tories might have been used in production.
Their recovery in the next months and the
maintenance of normal facility utilization sup-
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port expectations about high nominal growth
in crude oil and natural gas imports, and in
energy resources as a whole, in the second
half of 2006.

During the second quarter of 2006 raw
material imports growth picked up to 22.5
per cent on an annual basis, while over the
first seven months their value rose by 23 per
cent. The total value of imported raw materi-
als reached EUR 3645.6 million over the pe-
riod, up by EUR 681.2 million on the same
period of 2005. In this group, ores and non-
ferrous metals retained their highest contribu-
tion to total imports: 2 percentage points and
1.6 percentage points respectively. Owing to
the high share of imported raw materials in
exported metallurgy output, the earlier-than-
expected upsurge in output prompted an
earlier acceleration in raw material import
growth rates. Based on positive expectations
about industrial developments, the upward
trend in raw material imports is foreseen to
be sustained in the second half of the year.

In line with the projections published in the
Economic Review, issue 2/2006, imports of
consumer goods decelerated in the last
months, with the second quarter nominal
growth being lower than the total import
growth. Between January and July 2006 con-
sumer goods to the value of EUR 1441.6
million were imported, up by EUR 247.1 mil-
lion or 20.7 per cent on the respective period
of 2005. The Furniture and household equip-
ment group contributed mostly to the growth
of imports in this category (by 0.9 percent-
age points) rising by 30.2 per cent over the
period. The outlook is for moderate growth of
imported consumer goods in the second half
of 2006, albeit at rates lower than those of
total imports.

Imports of investment goods recorded the
lowest growth rates over the January to July
2006 period: 17.2 per cent on the corre-
sponding period of the previous year. Their
value went up by EUR 375.2 million to reach
EUR 2555.6 million in the first seven months.
In contrast to our expectations, imports of
investment goods slowed down in the sec-
ond quarter, a result mostly of the fall regis-
tered by the Vehicles item. Forecasts for the
third and fourth quarters are for moderate
positive growth rates of imported investment
goods.

Chart 69
Imports of Energy Resources
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Imports of Raw Materials
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No significant changes in exports and im-
ports’ geographic structures are expected in
the second half of 2006. During the first
seven months the Balkan countries and the
Asian region were the destinations with the
fastest growing shares in total exports. The
share of the former came to 23.5 per cent
(2.8 percentage points higher than in the
corresponding period of 2005), while the
share of the latter was 8 per cent of the ex-
ports (a 2.4 percentage point increase). Rus-
sia increased its share in the structure of
Bulgarian imports most dramatically, occupy-
ing 18.3 per cent between January and July
2006 and reporting a 4.7 percentage point
rise on the same period of the prior year.
The major reasons behind this trend are the
country’s dependence on imported energy
resources and rising prices on international
markets.

During the first six months dynamics of
exported and imported physical volumes
was retained: according to the System of
National Accounts data, the real growth in
imports of goods and non-factor services
remained higher than that in their exports in
the first and second quarters of 2006. In the
first half-year physical volumes growth of
imported goods and non-factor services
comprised 15.3 per cent and that of ex-
ported goods and non-factor services 11.4
per cent.

In the third and fourth quarters of 2006 we
anticipate converging real growth rates of
exported and imported goods and non-factor
services and a lower negative contribution of
foreign trade compared with the respective
periods of 2005. Due to the considerable
excess of imported goods and services over
exported ones, the similar growth in physical
volumes makes positive contribution of for-
eign trade balance to total growth of GDP
impossible. The major factors underlying the
expected dynamics are: accelerating EU
growth (accompanied by a moderate
slowdown of demand in the rest of the
world), upsurge in key export-oriented sec-
tors of the Bulgarian economy, stabilizing
international prices of energy resources and
gradually slowing domestic demand.

Economic Activity
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4. Inflation

In the third quarter of 2006 the annual growth rate of inflation is expected to moderate, reflecting the base ef-
fect of the previous year’s respective period and the recovering seasonal profile of unprocessed foods. Against
the background of favourable international conditions, inflation will continue to subside in the fourth quarter as
well, with its end-year upper bound coming to 6.6 per cent.

Inflation accumulated between January
and August 2006 reached 2.21 per cent,
pertaining to the opposite effects of three
main factors. Tobacco products contributed
most significantly (by 2.72 percentage
points) to the inflation rate. Harmonization of
their excise rate in order to comply with the
European Community minimum rates re-
sulted in a 74.9 per cent rise in their price
since the year-start. The second factor was
the recovery of the unprocessed foods’ sea-
sonal profile. By August their prices fell by
12.1 per cent and had a negative contribu-
tion of 1.9 percentage points. The behaviour
of international energy prices also favoured
the weaker growth in fuel prices on the do-
mestic market, their contribution dropping by
0.52 percentage points compared with the
same period of 2005.

In the second quarter of 2006 the annual
rate of change in administratively set prices
reached 16.8 per cent. This resulted mainly
from raised excise duties on cigarettes (13
percentage points) and to a lesser degree
from rises in the price of pharmaceuticals
and some transportation services since the
year-start. By August inflation of administra-
tively set prices slowed down to 16.2 per
cent and we expect it to retain this annual
growth in the third quarter. Following the
approved 6 per cent increase in the price of
heating, part of which (2.3 per cent) was
reported in July, and if the planned 14.5 per
cent® adjustments in the prices of electricity
are made, the annual change in the admin-
istratively set prices will reach about 19.1
per cent in the last quarter of the year.

© A revised assessment reflecting the abolished cheaper charge
for part of the daytime electricity consumption (9.8 stotinkas per
kWh) and established unified daytime tariff (17.4 stotinkas per
kWh).

Table 9
Inflation Accumulated since Year’s Start

Inflation, %
Contribution, percentage points
Foods
Non-foods
Fuels
Catering
Services
Goods and services with administratively set prices
Controlled-price goods
Tobacco
Controlled-price services
Electricity and heating

January — August

2005
1.90

-0.62

1.25
0.85
0.18
1.12
0.80
0.48
0.24
0.32
0.14

2006
2.21

-1.67

3.20
0.34
0.16
0.58
2.86
2.74
2.72
0.13
0.04

Source: NSI.
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In the second quarter core inflation’
dropped to 5.9 per cent as a result of
slower growth in the prices of fuels (11.2 per
cent) and non-controlled services (5 per
cent). In the third and fourth quarters core
inflation will continue subsiding due to the
recovering seasonal profile of unprocessed
foods and the exhausted effects of in-
creased fuel prices in the second half of
2005. We expect it to stay around 4 per
cent in the coming two quarters.

In the second quarter food prices sus-
tained their high growth rate of 7.2 per cent,
reflecting divergent movements in processed
and unprocessed food prices. The growth in
the annual inflation of processed foods from
6.2 per cent in the first quarter to 6.6 per
sent in the second quarter came primarily
from appreciating diary products (from 3.1
per cent to 5.6 per cent) which led to a
difference of some 0.14 percentage points in
the group’s contribution to overall inflation.
The price of unprocessed foods continued
to decline from 8.6 per cent at the year-start
to 8 per cent in the second quarter under-
pinned by the recovery in the typical dynam-
ics of agricultural food prices. During the
summer months the meat price decreased,
reducing the inflationary contribution of meat
products by 0.1 percentage points com-
pared with the first quarter of the year. Food
inflation is expected to start decreasing in
the third quarter due to the exhausted base
effect of bread price rises in the second half
of 2005 and the growing supply of agricul-
tural foods favoured by weather conditions.
Slowdown in this group’s annual inflation
rate may continue till the year-end provided
there is no inflationary pressure from fuels
and major food prices.

In the second quarter the growth of fuels
prices in the consumer basket went down to
11.2 per cent on average. Prices of fuels for
transportation purposes rose by 9.7 per cent
on an annual basis, while the price of fuels
for household heating posted higher growth
(12.6 per cent) largely owing to the rise in
the gas price in October 2005. The down-
ward trend in the annual growth of fuel

" Defined as inflation of goods and services excluding control-
led-price ones.
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prices is likely to be sustained in the next
two quarters in line with the expected fa-
vourable developments in the international
prices of energy resources. By August the
annual inflation rate of fuel prices dropped
to 9.5 per cent. However, the trend may
reverse with the upcoming heating season
and the possible offsetting of greater mod-
eration in domestic fuel prices in the second
half-year compared with the international
conditions in the first six months of 2006.

Inflation in services (excluding the control-
led-price ones) on an annual basis declined
from 6.5 per cent in the first quarter to 5 per
cent in the second quarter, reaching 4.9 per
cent in August. The major factor behind the
annual slowdown in inflation of services with
market prices is the decision of the Com-
munications Regulation Commission to reject
the proposal for restructuring prices of fixed
telephone services which, according to pre-
liminary assessments, was expected to push
up the price of this service by 8 per cent in
June. Thus, in the second quarter average
annual growth in the prices of fixed line calls
was negative (-0.67 per cent). Besides the
Communications group, a certain slowdown
on an annual basis was registered in the
prices of housing rents, furniture and home
maintenance, as well as in prices of leisure
services. In the next two quarters the annual
inflation rate of market services is expected
to stay at about 5-5.5 per cent as a result
of the higher demand for leisure services
and the slowing annual change in the price
of transportation services which came to 10.3
per cent by August.

On an annual basis, the price rise in non-
foods (fuels and controlled-price goods ex-
cluded) went up from 1.5 per cent in the
first quarter to 2.1 per cent in the second
quarter. Within this group, personal belong-
ings and clothing and footwear posted the
highest growth (4.42 per cent on average in
the second quarter and 3.29 per cent re-
spectively). This rise is most probably attrib-
utable to the influence, with a certain lag, of
the US dollar appreciation in the second
half of 2005,° as well as to the high trans-

® Since these are tradable goods, domestic demand is mostly
satisfied by imported goods.
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portation expenses during the year. Based
on the forecasts of a weaker US dollar till
the year-end, non-food inflation is antici-
pated to retain its growth of about 2.1 per
cent in the third and fourth quarters.

Annually, inflation is likely to fall in the third
quarter prompted by recovered typical dy-
namics of unprocessed food prices and
exhaustion of the base effect of fuel and
major food price rises in the prior year's
respective period. Provided the planned ad-
justments in electricity prices are made and
there is no inflationary pressure from the
prices of energy resources in the fourth
quarter which might otherwise cause sec-
ond-round effects, inflation will continue to
subside. The upper bound of inflation by the
year-end is estimated at 6.6 per cent. Aver-
age annual inflation is expected to rise to
7.4 per cent due to the normalizing of the
monthly profile of inflation during 2006 and
the sustainable high price level backed by
stable demand.
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