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Summary

Financial market volatility and uncertainty around crude oil prices in the third quarter reflected on global eco-
nomic indicators which point to growing pessimism in business and consumer sentiment and signal moderation
in global economic growth rates. The ECB left the repo rate unchanged at 4 per cent, with market expectations
showing its retention until the end of the year. The US Federal Reserve System reacted to the crisis in the
subprime mortgage market by cutting the federal funds interest rate in September by 50 basis points to 4.75
per cent, with markets expecting another decrease by 25 basis points in October.

In Bulgaria, economic indicators show continued optimism in business. Economic growth rates are expected
to remain high, investment contributing more significantly to growth compared with consumption. The significant
foreign capital inflow into Bulgaria was primarily directed to financing investment activity. Based on financial
account and international reserve data, a conclusion may be drawn that Bulgaria’s external position underwent
no significant changes. Between January and July 2007 balance of payments financial account surplus was
above EUR 4.4 billion. Positive overall balance boosted BNB reserves by EUR 922.5 million (excluding valuation
adjustments). Issue Department balance sheet figure reached BGN 22,893.7 million (EUR 11,705.3 million) as of
end of September 2007.

Labour market situation improved, economic activity posted an increase and the level of unemployment
dropped. The significant growth in real salary over the first half of 2007 and rising employment were the main
factors contributing to continued household consumption growth. Reflecting the restrictive fiscal policies, govern-
ment consumption contribution to GDP growth was negative in the first half of the year. Vigorous domestic de-
mand dynamics reflected stable and high growth rates of imports. The rate of exports rebound which started in
the second quarter is expected to accelerate by the end of the year, with net exports contribution to GDP
growth improving in 2007 compared to 2006. Despite the favourable trends, the balance of payments current
account deficit is anticipated to rise on 2006, and foreign direct investment inflow will ensure financing as in
2006.

Labour productivity increased by 4.9 per cent in the first half of 2007, with employment growing sizably (3.2
per cent). Manufacturing and financial intermediation contributed most significantly to productivity growth. High
export activity in most industries and productivity growth indicate a retention of tradable sector competitiveness.
Notwithstanding, if real wage and unit labour cost continue growing at the first half’'s rates, risks will be accu-
mulated with respect to both the economy’s capacity to retain its competitive positions and the prospects for a
decrease in the inflation level over the coming year.

Inflation rates increased dramatically in July and August due to the significant rise in food prices. Food price
rises reflected largely poor crops of wheat, corn and sunflower both in Bulgaria and in major producers,
coupled with the effect of their high prices on the prices of related goods, such as meat, milk, eggs. On the
other hand, 2007 saw a dramatic increase in external demand and correspondingly in exports of certain foods
(milk, dairy products, apples, pears, sugar) which creates additional problems in satisfying the growing domes-
tic demand.

Another factor behind inflation acceleration since mid-year was the July decision of the State Energy and Wa-
ter Regulatory Commission to approve rises in electricity prices for households and small businesses and in
electricity transfer fees of the National Electric Company (NEC) distribution net. Negotiations between large elec-
tricity consumers and the NEC led to a significant increase in prices, thus boosting firms’ expenses.

Despite the inflation dynamics throughout the year and concerns about rising unit labour costs, the high in-
vestment return rate in the last two years is expected to result in significant labour productivity growth and price
level stabilization.
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1 . External Environment

Leading economic indicators went down reporting expectations of moderation in world economic growth over
the third and fourth quarters of 2007. Mid-September expectations show that interest rates on ECB main refi-
nancing operations will remain unchanged at 4 per cent, while US federal funds interest rates are expected to

drop by 25 basis points in October.

Current Business Situation

Global leading indicators show expecta-
tions of moderation in economic activity,
especially in industry and services. Financial
market volatility and uncertainty around
crude oil prices also added to growth mod-
eration over the last two quarters of 2007.
World trade growth rates in the first half of
the year decelerated, reflecting mainly trade
volume decreases both in the USA and EU.

Euro Area

In the second quarter of 2007 euro area
economic growth moderated to 2.5 per cent
on an annual basis (3.2 per cent in the first
quarter). The major factor behind slowing
economic activity was lower contribution of
investment, especially in construction, re-
ported by Germany. Consumption and net
exports’ contributions remained stable, re-
flecting sustainable growth of personal dis-
posable income and strong external de-
mand.

The third quarter saw a trend to a moder-
ate decrease in most economic indicators of
overall economic and business confidence.
This supported expectations of a moderate
slowdown in real GDP until the end of 2007,
with its rate hovering around the potential
level. The August crisis on financial markets
affected adversely business sentiment and
economic indicators, with PM/ of industry
and services and the /fo business climate
index in Germany reacting immediately to
the growing pessimism.

External Environment 6
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Chart 3

Contribution to Euro Area Growth by GDP Component (Quarterly)
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The increased interest rates in the euro
area raised the cost of financing for corpo-
rations and decreased profitability of invest-
ment projects which may result in a pos-
sible further moderation in euro area invest-
ment. Economic growth is expected to enjoy
the favourable effect of consumer demand
which was further underpinned by the robust
growth of disposable income and stable
expectations of consumers about their finan-
cial performance in the coming months.

In the short term downside risks to euro
area growth are associated with oil price
dynamics and slowing global economic ac-
tivity. The August crisis on financial markets
posed a potential risk to euro area growth
due to a possible negative effect on house-
hold assets and corporations’ financial per-
formance.

In July and August euro area HICP infla-
tion remained close to the ECB target (1.7
per cent on an annual basis). Core inflation
came to 1.9 per cent annually for the sev-
enth consecutive month which signals that
presently no significant second-round infla-
tion tensions in the euro area are identifi-
able.

Due to expected exhaustion of the
favourable base effect of fuel prices in the
previous year, euro area HICP inflation is
likely to rise above 2 per cent over the last
months of 2007.

Annual growth of unit labour costs in the
first quarter of 2007 was low, with a down-
ward trend over the recent quarters. These
developments supported prospects of retain-
ing euro area core inflation around the cur-
rent levels in the fourth quarter of 2007.

Upside risks to price stability stem from oil
price dynamics and wage negotiations in
key industrial sectors of the euro area. The
second half of September saw higher me-
dium-term inflation expectations derived from
the French inflation-indexed bonds. The ex-
pectations of price trends over next 12
months component of the EC consumer
confidence index also posted a significant
increase in August which points to upside
inflationary risks in the medium term.

Chart 4
Euro Area Inflation Rate

(percentage change on same period of previous year)
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Chart 5
Euro Area Unemployment Rate and Employment Growth
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9.0 25

8.54 20

8.0 r 15

7.5 1.0

7.04 05

65\HHHHH‘\H\HHH\‘\\HHH\H\\HHJ\\H‘HHH\HH‘\\\H\ 0.0
2002 2003 2004 2005 2006 2007

——  Unemployment rate (left scale) —— Employment growth (right scale)

Source: Eurostat.

Chart 6
Euro Area Consumer Confidence Indices
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Chart 7

PMI and Euro Area GDP Growth
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In early September the ECB Governing
Council decided to leave unchanged the
repo interest rate at 4 per cent. The deci-
sion was motivated by the recent increase
in uncertainty on financial markets as a re-
sult of risk reassessment and heightened
volatility. Though the repo rate was left un-
changed in July and August, in August inter-
est rates on overnight deposits fell below
the reference level of 4 per cent due to bal-
ancing market demand and supply after
long-term and main refinancing operations of
the ECB.

Market expectations of retaining the repo
interest rate at 4 per cent until the end of
2007 are currently prevailing. Given these
expectations and sustained high credit risk
premium, the six-month EURIBOR is ex-
pected to fluctuate within a broad range of
4.3-4.8 per cent until the end of 2007.

EU-11"

In the second quarter of 2007 EU-11 growth
slowed down to 6 per cent on an annual ba-
sis, from 6.4 per cent in the prior quarter. Av-
erage monthly inflation in newly acceded
countries rose to 3.7 per cent on an annual
basis.

' EU-11 includes newly acceded EU countries, excluding

Slovenia. As from 1 January 2007 Slovenia became a full-
fledged member of the European Monetary Union.

Chart 8
Euro Area Interest Rates
(%)
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Chart 9
ECB Main Refinancing Rate and Six-month EURIBOR
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Chart 10
Implied Yield on the Three-month EURIBOR Futures Contracts
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Chart 11
Growth and Inflation in EU-27 and EU-11
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The USA

US economic growth rates stayed at rela-
tively low levels. Moderation in private con-
sumption growth and continued stagnation
in the real estate sector resulting in housing
investment contraction had a negative effect
on economy. Credit risk reassessment on
global financial markets in August further
deteriorated growth prospects. Macroeco-
nomic data show worsening in a number of
indicators in August which is likely to reflect
the negative effect of the financial market
crisis on economic fundamentals.

Since the end of the second quarter of
2007 labour market has shown signs of
worsening, with the rate of opening new
jobs in the non-agricultural sector slowing
considerably. Unemployment picked up
gradually to 4.6 per cent. Overall, it stayed
at relatively low levels reflecting partly the
continuing decline in the economic activity
rate. Growth in remunerations and unit
labour costs slowed down which indicates
weakening in inflation pressure in the future.

Consumer expenditure deflator reduced its
growth to 2.1 per cent in July. The index
excluding food and fuel prices also posted
a decline (0.2 percentage points) to reach
1.9 per cent in July. Core inflation is likely to
continue falling gradually due to expected
economic growth moderation and weaken-
ing price pressures with respect to unit
labour costs. Price rise risks in the future
stem from possible increases in inflation
expectations, high oil prices and the base
effect a year earlier. An additional risk may
come from possible rises in import prices
due to the record-breaking US dollar depre-
ciation.

In August the Federal Reserve System
reported worsening in economic activity out-
look due to the high volatility on financial

markets and tightening of lending conditions.

To this end, on 18 September a decision
was taken to cut the federal funds interest
rate from 5.25 per cent to 4.75 per cent.
The decrease in core inflation to levels con-
sistent with price stability was another factor
which gave reasons for lower interest rates.
By mid-September most participants ex-
pected additional interest rate cuts by the

Chart 12
Contribution to US Growth by GDP Component (Quarterly)
(%)
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Chart 15

US Consumer Confidence Indices

(1985 = 100)

140

130 1

120 1

110 4

100 1

90 1

80 1

70 4

60 q

50 T T T T T T [T T T T [T T T T T [T T T T T T [T T T T TT T T [ TTTTTTT
2002 2003 2004 2005 2006 2007

—— Consumer confidence
—— Assessment of economic situation in next six months

Source: The Conference Board.

Assessment of economic situation
in last six months

9 Economic Review ¢ 3/2007



Federal Reserve System. Given the present
higher credit risk premium on the interbank
market and uncertainty around the future
Federal Reserve steps, the six-month LIBOR
deposit rate in USD is expected to vary be-
tween 4.60 per cent and 5.25 per cent.

The USD/EUR Rate

The third quarter of 2007 was marked by
high volatility of exchange rates, with the
USD/EUR rate hitting several historical highs
to reach record values at the end of the
review period. Markets focused on the US
mortgage market crisis which became a
global financial crisis and provoked reas-
sessment of market expectations of interest
rates. The US dollar has lost support due to
the increased concerns about economic
growth and expectations of lower interest
rates on US dollar deposits in the future.

By mid-August the US dollar strengthened,
reflecting the financial market crisis and de-
mand for this safe-haven currency. This
trend reversed suddenly after the US Fed-
eral Reserve System cut the discount rate
and later the federal funds rate, giving prior-
ity to economic growth risks. The specula-
tive long positions in US dollars were re-
duced significantly, thus pushing the dollar
down to record lows against the euro.

In the fourth quarter the foreign exchange
market is expected to be volatile. Short-term
market expectations of the interest rate dif-
ferential between the USA and the euro area
continued to support the euro since they
envisage a fall in the federal funds rate in
October and no changes in the euro area
repo rate until the end of 2007. From the
macroeconomic point of view, market senti-
ment will be mostly affected by weakening
housing and labour markets and slowing US
consumption.

Chart 16
US PMI of Industry and Services and GDP Growth
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Chart 17
US Federal Funds Rate and Six-month LIBOR in US Dollars
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Chart 18
Implied Federal Funds Futures Interest Rate
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The Balkan Region

In the second quarter of 2007 economic growth in the Balkans remained high, reflecting mainly vigorous domestic and
external demand and foreign investment inflow. Serbia, Croatia, Bulgaria and Romania posted the highest GDP growth.
Inflation in the region continued to slow down over the second quarter of 2007 reflecting mostly the base effect of fuel
prices in the previous year. In July and August a slight increase in inflation rates was reported in most countries due to
food price rises. Relatively high economic growth rates are expected, with a trend to a slight moderation as a result of the
expected decrease in external demand.

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

2006 2007
Il 11 v Total I Il
Growth (on the previous year, %)
Bulgaria 5.5 6.4 6.7 5.7 6.1 6.2 6.6
Greece 4.2 4.2 45 4.4 43 4.6 41
Macedonia 2.0 3.4 4.0 2.7 3.0 7.0 4.0
Romania 6.9 7.8 8.3 7.7 7.7 6.0 5.6
Turkey 6.7 8.3 48 5.2 6.1 6.9 3.9
Croatia 6.0 3.6 4.7 48 4.8 7.0 6.6
Serbia 7.0 6.2 5.1 4.8 5.7 8.4 7.7
Inflation (averaged for the period, %)
Bulgaria 8.7 8.6 6.7 5.7 7.4 5.3 4.7
Greece 3.2 3.4 35 3.2 33 2.9 2.6
Macedonia 2.7 3.4 3.6 3.1 3.2 0.7 1.1
Romania 8.7 7.2 5.9 4.8 6.6 3.9 3.9
Turkey 8.1 9.6 10.8 9.8 9.6 10.3 9.5
Croatia 3.5 3.8 3.2 2.2 3.2 1.6 2.1
Serbia 14.6 14.2 11.4 7.1 11.8 4.8 3.3
Sources: Statistical institutes and central banks of respective countries.
International Prices of Crude QOll, Chart 20
Major Raw Materials, and Gold Crude Qil Prices
(USD per barrel)
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Over the fourth quarter of 2007 the aver-
age monthly Brent price is expected to fluc-
tuate within the range of USD 70-80 per
barrel. Oil prices will reflect inventory dynam-
ics and refineries’ capability to provide re-
quired heating fuels for the northern hemi-
sphere. Risks to the projection concern pri-
marily supply: uncertainty around the future
OPEC policy, geopolitical uncertainty in the
Middle East and especially in Iran, and win-
ter weather conditions in the northern hemi-
sphere. Risks concerning demand involve
mainly global economic outlook and particu-
larly economic growth in the USA.

Major Raw Material and Commodity Prices

Metal prices stabilized over the third quar-
ter. Expected lower world growth and in-
creased supply eased the pressure on
prices. Nickel prices fell by 36 per cent in
July and August on the second quarter.
Over the same period zinc prices de-
creased by 7 per cent and aluminum prices
by 5 per cent, while copper and steel un-
derwent no price changes. Solely lead
prices rose sizably (by 43 per cent) after
one of Australia’s largest mining companies

Chart 22
Price Indices of Major Commodities and Commodity Groups
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(occupying 3 per cent of world output) dis-
rupted its deliveries in March. Since early
2007 metal demand in the USA and euro
area has been falling which is compensated
by the significant metal demand by China.
In the fourth quarter of 2007 market expec-
tations show retention of metal prices at the
third quarter’s level.

Poor weather conditions contributed to the
essential growth in food prices over the third
quarter (8 per cent on the prior quarter).
Lower-than-expected cereal and oil crops
were registered. Wheat and sunflower prices
rose by 95 per cent and 66 per cent on an
annual basis. Unfavourable weather condi-
tions in the EU, Ukraine, Russia, Canada
and Australia were the major factor behind
price spikes. Ship freight rates are among
other yet vitally important factors. In the first
nine months of 2007 they rose by 92 per
cent. Expectations point to price stabilization
over the next two quarters. A possible de-
cline may be expected at the end of the
first quarter of 2008 depending on the
weather conditions.

Gold

In the second and third quarters of 2007
gold price’s technical dependence on the
US dollar exchange rate was sustained, with
a short-time correlation with major stock
indices being observed during the credit
crisis.

Over the second quarter of 2007 the
World Gold Council estimated overall gold
demand at USD 19.8 billion (427 per cent),
with a 19 per cent increase in quantity.
Physical demand for gold remained stable,
underpinned by strong performance of the
Asian economies and high jewelry demand.
During the second quarter of 2007 the one-
month COMEX futures price moved between
USD 640 and USD 695 per troy ounce.

Over the third quarter the gold price ex-
ceeded the level of USD 700 per troy ounce
and the average gold price increased to
USD 680 per troy ounce. Gold technical link
with the US dollar was sustained, contribut-
ing most significantly to the gold apprecia-
tion. Credit market turmoil had a rather
downward effect since it stimulated gold

Chart 23
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sales to cover stock exchange losses.
Physical demand for gold remained tradi-
tionally subdued over the summer months.

Over the fourth quarter the gold futures
are expected to vary from USD 680 to
USD 750 per troy ounce, with the technical
link with the US dollar driving gold price
dynamics. The increased global uncertainty
and possible volatility of crude oil prices
may exert an upward pressure on the gold
price. The last months of the year are an
active period of an increased demand for
gold by jewelry which will also underpin gold
prices.

Bulgarian External Debt Dynamics
on International Financial Markets

During the second quarter of 2007 the
yield spread of the emerging markets’ gov-
ernment debt measured by the JP Morgan
Euro EMBI Global index exhibited a slight
improvement, its values decreasing by 4
basis points to 56 basis points at the end of
the period. Within the quarter the index reg-
istered minimal variations in the corridor of
48 to 61 basis points. The greater global
risk appetite resulted in retention of the his-
torically lowest risk premium levels during
the second quarter.

The vyield spread of the Bulgarian govern-
ment debt measured by the Euro EMBI Glo-
bal index reached its historically lowest risk
level of 12 basis points on 31 May 2007,
while its average level came to 22 basis
points.

In August the conditions on financial mar-
kets worsened dramatically. The global reas-
sessment of the risk on credit markets
prompted a sizable correction in the values
of the index. Within the period between the
start of July and mid-September 2007 the
Euro EMBI Global index reached its maxi-
mum of 88 basis points displaying highly
volatile dynamics. Over this period the Bul-
garian EMBI subindex followed the general
trend moving within the corridor between 22
and 64 basis points and reporting an aver-
age value of 47 basis points.

Chart 24
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An important indicator of market expecta-
tions about Bulgarian credit risk is the credit
swap (CDS)? on government debt. In the
second quarter of 2007 the quotation of the
five-year agreement ensuring against
Bulgaria’s insolvency risk fell to the average
of 14.8 basis points following an average of
18.5 basis points, registered in the first quar-
ter of 2007. By the end of July and the be-
ginning of August the global crisis in confi-
dence affected not only the greatest industri-
alized countries but emerging markets as
well. It also influenced the Bulgarian five-
year credit swap which reached a maximum
of 34.91 basis points against an average of
24 basis points between 1 July and 24 Sep-
tember 2007. Amid fluctuations it is difficult
to isolate local factors which prompted the
increase in the risk premium on the Bulgar-
ian external debt. The high values of the
Bulgarian credit swap in the last few days
resulted mostly from the problems of global
credit markets.

2 CDS - Credit Default Swap.
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2. Financial Flows, Money and Credit

The Bulgarian economy continues to at-
tract a sizable volume of financial resources
— foreign direct investments and external
loans — which, on the one hand, reflect the
high return on investments and, on the other
hand, contribute to the acceleration in the
restructuring of the Bulgarian economy; they
also serve as substantial resources for fi-
nancing the high economic growth rates.

Capital inflow financed the sizable imports
of investment goods, boosting investment
activity. Foreign direct investments covered
88 per cent of balance of payments current
account deficit which was caused to a great
extent by the growing trade balance deficit.
The total balance on the balance of pay-
ments was positive; over the period between
January and July 2007 it prompted the BNB
reserve growth by EUR 922.5 million (ex-
cluding changes due to exchange rate fluc-
tuations)

Table 2
Cash Flows Which Prompted Significant Changes in Gross International Reserves
(million EUR)
Il quarter 2007 | quarter 2007 January — June 2006, total
2007, total
Total for the period 538 -30 508 1360
Purchases and sales of euro 1081 101 1182 1720
1) at tills -10 -12 -22 -26
2) commercial banks 1091 113 1204 1746
purchases from commercial banks 11 283 3732 15015 12 962
sales to commercial banks 10 192 3619 13 811 11 216
Flows on accounts of commercial banks,
the Ministry of Finance, etc. -543 -131 -674 -360
incl. minimum required reserves -360 296 -64 524
Government and other depositors -183 -427 -610 -884
Source: BNB.

The Issue Department balance sheet figure
came to BGN 22,893.7 million (EUR 11,705.3
million) by end-September 2007: up by
BGN 6373.4 million on September 2006 and
by BGN 5435.1 million on end-2006.
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Financial Flows and External
Position Sustainability

The high inflow of external financial resources into the private sector will be sustained till the close of the year
and BNB international reserves will continue to grow.

The balance of payments financial ac-
count surplus of over EUR 4.4 billion be-
tween January and July 2007 was due to
the foreign direct investment which came to
EUR 2.67 billion:® up by EUR 332 million on
the respective period of the previous year.
Over the first seven months of 2007 the at-
tracted equity (excluding privatisation) totaled
EUR 1.6 billion, comprising 60 per cent of
foreign direct investment.”

Financial account surplus resulted also
from the decrease in deposits of Bulgarian
commercial banks abroad (EUR 448 million),
the decrease in loans of other non-resident
sectors (EUR 989 million) and the growth in
deposits of non-residents with local banks
(EUR 268 million).

Over the January to June period Real es-
late operations, lessors activities and busi-
ness services continued to occupy the larg-
est share in foreign direct investment
sectoral structure (36.4 per cent) owing to
notable receipts from sales of real property
to non-residents (EUR 1 billion against
EUR 557 million over the same period of the
prior year). Financial intermediation ranked
second (18.2 per cent), followed by Con-
struction (12.8 per cent) which also reflected
non-residents’ interest in acquiring real prop-
erty in Bulgaria. The share of investment in
Manufacturing was 7.4 per cent.

During the January to July 2007 period
about one third of the capital flows into Bul-
garia was in the form of borrowings; this led
to an EUR 22 billion increase in the gross
external debt. External debt dynamics re-
sulted from private economic agents’ deci-
sions. Public and publicly guaranteed exter-

3 Preliminary data. The source of data on foreign direct invest-
ment is the NSI. The different scope of NSI quarterly and annual
surveys is the reason for revisions of data on foreign direct
investment in Bulgaria. The BNB receives the NSI annual survey
data a year after the review period; hence, the preliminary data
which have been published need serious revisions, especially
those in the balance of payments Equity and Reinvested earnings
subitems. Different periodicity and delays in submitting reports to
the BNB also result in revisions of this item.

* Privatisation revenue over the January to July 2007 period was
minimal (EUR 1.4 million).
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nal debt declined by EUR 443 million over
the period reflecting global bonds’ repay-
ment in February and early repayment of the
debt to the International Monetary Fund in
April 2007.

Private non-bank sector’s external obliga-
tions went up by some EUR 1 billion to
EUR 8.24 billion between January and July
2007 and they were evenly distributed be-
tween long-term and short-term obligations.
By the end of the second quarter Real es-
tate operations, lessors activities and busi-
ness services, Trade and repair and Elec-
tricity, gas and water supply were the sec-
tors occupying the largest shares in the
non-bank sector’s external debt: 25 per
cent, 17 per cent and 14 per cent respec-
tively. Loans related to direct investments
picked up by EUR 944 million over the first
seven months of 2007 reaching EUR 6.8
billion by end-July; they were the second
largest component of gross external debt.
Foreign investors’ confidence and positive
expectations of Bulgaria’s overall economic
development and particularly of the potential
for development of local enterprises were
the factors behind the sustainable intercom-
pany loans’ growth.

The increase in commercial banks’ exter-
nal obligations was relatively moderate be-
tween January and July 2007 (EUR 365 mil-
lion), resulting primarily from negotiated
long-term loans (74 per cent).

During the first half of 2007 external debt’s
foreign exchange structure experienced no
substantial changes, with the share of euro
growing by 2.3 percentage points to 81.2
per cent. The euro occupied the largest

share (some 88 per cent) in commercial Chart 25
banks’ external loans and loans related to Gross External Debt
direct investments, indicating low risks stem- (Zm;l':m U
ming from exchange rate fluctuations. 22000
20000

Gross external debt maturity structure was o
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Private sector’s external debt growth re-
sulted from several factors, the most impor-
tant of which were investors’ positive as-
sessment of the prospects for the develop-
ment of Bulgarian economy and the rela-
tively high yield against a low-level invest-
ment risk. The need for adaptation of com-
panies to EU requirements, which presup-
poses the expansion of their export capac-
ity, was an additional factor. These are fac-
tors connected with the intensive process of
economic restructuring and they should be
slightly affected by the fluctuating economic
conditions on international financial markets.
During the third and fourth quarters of the
year Bulgarian companies are expected to
continue attracting borrowings from abroad,;
thus, private external debt will go on rising
as a share of GDP.

Bulgaria’s gross external assets also grew
during the January to July 2007 period,
prompted mainly by an EUR 922.5 million
increase in BNB international reserves. Com-
mercial banks’ foreign assets dropped by
EUR 576 million over the period. Between
January and July 2007 Bulgarian net external
debt rose by EUR 1.6 billion, its share of
GDP reaching 28.5 per cent, reflecting the
dynamics of gross external debt and gross
foreign assets.

The inflow of financial resources into Bul-
garia determined to a great extent the flows
on the balance of payments current ac-
count. During the January to July 2007 pe-
riod the current account deficit came to
EUR 3 billion against EUR 1.8 billion deficit
during the same period of 2006. The growth
in the trade balance deficit of EUR 1.2 bil-
lion contributed mostly to the change in the
current account. The nominal increase in
goods trading deficit matched the expecta-
tions of economic development. At the
same time, since data are preliminary, they
call for a cautious interpretation and analy-

sis.’

The decrease in the balances of income
and current transfers also affected current
account deficit growth. Only the balance of

° For a detailed analysis of exports and imports see the respec-
tive section, pp. 34-40.
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services improved compared with the Janu-
ary to July 2006 period, picking up by

EUR 209 million. All components of services
exports rose, with the Other services —
credit item coming to 28 per cent. Exports
of tourist services also retained their high
growth rates (16 per cent). Imports of ser-
vices posted a moderate increase (9 per
cent) reflecting mostly the drop in the Other
services (-12.3 per cent) item which regis-
tered high growth rates at the beginning of
2006.

The income balance was negative, com-
prising EUR 86 million. The largest outflow
was in terms of income from foreign direct
investment: EUR 580 million for the first
seven month of 2007, of which EUR 272
million were dividend payments. According
to preliminary data, almost half of the ex-
ported income from foreign direct investment
was reinvested in the economy.

Between January and July 2007 net cur-
rent transfer revenue totaled EUR 205 mil-
lion: down by EUR 175 million on the re-
spective period of the prior year. The drop
reflected mainly the contribution of BGN 157.7
million paid to EU budget. Private current
transfers posted an insignificant increase
compared with the January to July 2006
period.

Chart 27
Dynamics of Current Account, Financial Account
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sition which remained steady. Capital inflow
into Bulgaria is anticipated to stay high due
to the EUR 471 million growth of interna-
tional reserves reported in August compared
with July. In addition, since 1 September
2007 international reserves have been rising
as a result of the increase in the minimum
required reserves maintained by banks with
the BNB.
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We expect the current account deficit to
go up in nominal terms against the corre-
sponding quarters of 2006; the increase will
probably be revised downwards in the com-
ing quarters.

Monetary Aggregates

As of 1 September 2007 the amount of minimum required reserves was raised from 8 per cent to 12 per cent.
As a result, the growth of reserve money will accelerate considerably by the close of the year. Currency in circu-
lation is anticipated to grow by some 19 per cent on an annual basis, and broad money by 29-30 per cent until

end-2007.

During the second quarter of 2007 cur-
rency in circulation had a positive contribu-
tion to the change in money supply (10.8
percentage points), while the contribution of
bank reserves was negative (-2.6 percent-
age points). The negative contribution of
commercial banks’ deposits resulted from
the lifting of administrative constraints on
lending since the start of the current year,
thus releasing additional minimum required
reserves maintained by banks with the BNB.

Following the increase in the amount of
minimum required reserves from 8 per cent
to 12 per cent since 1 September 2007,
commercial banks deposits posted a sizable
growth. By end-September the increase
came to 64 per cent on end-June. The
trend of maintaining a greater portion of
bank reserves in foreign currency (euro) was
retained: some 66 per cent of monetary
financial institutions’ total deposits with the
BNB were in euro and 34 per cent in levs.
This ratio reflected the stronger use of euro
purchases and sales transactions with the
BNB as a liquidity management instrument.
The need for additional liquidity stemming
from the change in the regulation of mini-
mum required reserve maintenance
prompted a temporary rise in interest rates
on the interbank money market at the outset
of September.

In August reserve money reported a 17.5
per cent annual increase, with currency in
circulation and deposits of commercial
banks contributing by 13 percentage points
and 4.5 percentage points respectively.

The growth of currency in circulation ac-
celerated slightly following the 16.9 per cent
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annual rise in banknotes and coins during
the second quarter of the present year
against 16.4 per cent in March 2007. A
more significant acceleration was registered
in August, reaching an annual growth of
18.7 per cent. As a whole, growth rates re-
mained high and during the next two quar-
ters currency in circulation is expected to go
up by some 19 per cent on an annual basis
amid a sizable inflow of foreign capital and
buoyant economic activity.

During the second quarter of 2007 the
budget withdrew a great amount of liquidity
from the non-government non-bank sector
due both to good implementation of direct
taxes and excise revenue, and VAT revenue
recovery following the temporary slowdown
at the year’s start. As a result, government
deposit with the BNB picked up consider-
ably, reaching BGN 6.3 billion by end-June
despite the prepayment of the outstanding
debt to the IMF (BGN 449.8 million) in April.
Net financial flows from the government sec-
tor to the EU budget were positive in the
second quarter of 2007; the contribution to
the overall European budget totaled BGN
94.4 million and received grants BGN 158.8
million.° The bulk of funds received from the
EU were intended to support the Schengen
Agreement implementation and to facilitate
the movement of budget cash flows.

In the third quarter we expect a substan-
tial increase in the government deposit re-
flecting budget surplus maintenance: the
effect of the 10 per cent rise of salaries and
pensions from 1 July will partially be offset
by the good revenue performance and the
receipts (BGN 229 million) from two
privatisation transactions concluded with
foreign investors.” In the fourth quarter the
traditional end-of-year flight of liquidity to the
non-government non-bank sector is ex-
pected, prompted by growing budget ex-
penditure; this will cause a decline in the
government deposit on the end of the third
quarter.

©1n the first half of 2007 net financial flows between the EU
budget and the national consolidated state budget were bal-
anced.

" The sales of the Plovdiv Thermo-electric Heating System to the
EVN (BGN 62.8 million) and the Rouse Thermo-electric Heating
System to Holding Slovenske elektrarne (BGN 166.4 million)
were finalized on 12 July 2007 and 28 August 2007 respectively.
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During the second quarter of 2007 broad
money measured by the M3 monetary ag-
gregate went up by 28.4 per cent compared
with the same quarter of the prior year. The
M1 monetary aggregate had a relatively
greater contribution to the change in M3
(4.7 percentage points). Quasi-money had a
3.3 percentage point contribution to broad
money growth, with foreign currency depos-
its again growing faster than lev deposits.

Within the M1 monetary aggregate, lev
overnight deposits saw an annual growth of
41.3 per cent against 43.2 per cent in the
previous quarter, while foreign currency
overnight deposits increased by 48.8 per
cent against an annual rise of 41.7 per cent
in March. The growth of non-financial corpo-
rations’ deposits continued to outstrip those
of households; companies’ annual growth of
lev overnight deposits accounted for 45.4
per cent against a 28.3 per cent growth of
households’ deposits, while companies’ an-
nual growth of foreign currency overnight
deposits came to 52 per cent against a 39
per cent growth of households’ deposits.
The fast growth of companies’ overnight
deposits could be explained by the abrupt
rise in loans of non-financial institutions
since the outset of the year.

As regards quasi-money components, lev-
denominated deposits of non-financial cor-
porations with agreed maturity of up to two
years picked up by 13.2 per cent on an
annual basis, their growth slowing down
compared with the previous two quarters.
Corporations’ time deposits, denominated in
foreign currency, displayed a similar trend.
The annual change in the second quarter
accounted for 25.6 per cent against a 47.5
per cent growth in March 2007 and a 57.6
per cent growth at the end of 2006. House-
holds’ time deposits denominated in levs
increased by 18.5 per cent (17 per cent in
the prior quarter), while their deposits de-
nominated in foreign currency rose by 25.9
per cent (24.4 per cent in March).

According to projections of the annual
change in broad money, its growth rate will
stay high (within the range of 29 to 30 per
cent) in the third and fourth quarters as well.
In August the reported growth of M3 came

Chart 32
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to 30.4 per cent. It did not reflect the higher
demand for cash and was rather a me-
chanical effect of the fast growing loans.

Due to the additional reserves that com-
mercial banks exceeding the limits on loan
growth rate had to maintain, the money mul-
tiplier stayed at the levels of 3.1-3.2 in the
February to April 2007 period. Withdrawal of
the additional reserves after this period,
stemming from the removal of restrictions on
lending, boosted money multiplier growth to
the levels of 3.5-3.6 between May and Au-
gust. Owing to the measures taken since 1
September by the BNB to curb credit activ-
ity, which will prompt the growth of bank
reserves and, respectively, of money supply,
expectations are for a drop in the M3 multi-
plier to 3.1: a level close to its average
value in the last few years.

Money circulation velocity continued its
decline, preserving its clearly pronounced
seasonality. Given the projected M3 and
GDP growth rates, the dynamics of this vari-
able is expected to follow a downward trend
in the next two quarters as well.

The second quarter of 2007 saw a rise in
interest rates on time deposits in all kinds of
currencies. The three-month average interest
rates on deposits in levs picked up from
4.11 per cent in the first quarter to 4.15 per
cent in the second quarter. Interest rates on
EUR-denominated deposits increased from
3.01 per cent to 3.23 per cent, while those
on USD-denominated deposits from 3.74 per
cent to 3.98 per cent. The greater rise in the
interest rates of time deposits denominated
in foreign currency resulted predominantly
from international interest rates’ movements.
The major factor behind this was the euro
area interest rate rises and, more specifi-
cally, the interest rates on repos raised by
25 basis points by the ECB in March and
June. In July a slight decrease in interest
rates of time deposits was observed which
was offset by the increase reported in Au-
gust.

As regards the distribution of interest rates
on one-month lev deposits of households,
the most sizable change in June compared
with March 2007 was the decreased number
of banks offering interest rates between 2
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and 3 per cent at the expense of those of-
fering interest rates of up to 2 per cent and
within the 5-6 per cent band.? The differ-
ence between the highest and the lowest
offered interest rate rose to 4.16 percentage
points in June against 3.68 percentage
points in March. A certain increase in inter-
est rate dispersion occurred as well.

Credit Aggregates

Lending will remain high in the following months, although the increased minimum required reserves since
early September are expected to contribute to the slower growth in claims on the non-government sector.

Between April and August 2007 claims on
the non-government sector went up by
BGN 6.2 billion against an increase of
BGN 1.9 billion in the corresponding period
of 2006, and the growth rate accelerated
from 36.6 per cent by end-March to 54.1
per cent in August 2007. Along with the sus-
tained favourable macroeconomic trends
and strong demand for loans by enterprises
and households, the removed requirement
for additional minimum required reserves
since early 2007 also boosted lending.

Accelerated lending growth since the end
of the first quarter of 2007 was the major
reason behind the BNB Governing Council’s
decision of July to adopt amendments to
the ordinance on the banks’ minimum re-
quired reserves under which as of 1 Sep-
tember 2007 the minimum required reserves
to be deposited by banks were raised from
8 per cent to 12 per cent of their deposit
base. The increase in minimum required
reserves is intended to subdue credit growth
to moderate and sustainable levels which
will not threaten the stability of the banking
system. The effect of this measure is ex-
pected to occur in two directions: by with-
drawing liquidity from the banking system
which would have been used for financing
credit activity, and by increasing the cost of
commercial bank resources which may fully
or partly be transferred to the credit price,
and hence reflect on credit demand. Al-
though the increased minimum required
reserves are expected to contribute to the

® The number of banks decreased in June owing to data con-
solidation following the takeover of HVB Bank Biochim and
Hebros Bank by Bulbank.
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Table 3

Changes in Major Balance Sheet ltems of Commercial Banks

(million BGN)
2005 2006 2007
| Il Il July - August
Claims on non-financial corporations 784.9 76.8 434.2 657.3 2678.6 1182.6
Deposits of non-financial corporations 710.3 140.8 974.0 1006.7 1123.9 1141.8
Claims on households 704.2 188.2 767.9 367.0 1141.8 1100.3
Deposits of households 813.0 453.9 565.3 791.3 908.1 842.3
Foreign assets 670.0 775.0 -179.2 1845.7 -236.5 692.2
Foreign liabilities 951.4  319.7  -174.7 374.2 510.4 462.4
Claims on general government 137.1 14.2 120.0 172.4 83.2
Deposits of general government -112.7 73.7 143.9 138.9 123.8 84.5
Claims on central government 133.8 -5.7 120.9 154.7 65.2
Liabilities to central government 11.8 -54.9 81.1 135.7 1.9 41.6
Source: BNB.
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slower credit growth, lending is anticipated Claims on Non-financial Corporations
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In addition to deposits of non-financial Claims on Households
corporations and households, banks re- o iﬁ
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Non-financial corporations again had the Housing Loans
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growth rate accelerated from 36.4 per cent
in March to 57.4 per cent in August 2007.
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Table 4
Claims on Non-government Sector (Quarterly)

Annual growth rate, % Structure
2005 2006 2007 as of
1l v Il I} IV | Il 30 June 2007
Claims on non-government sector,
incl.. 35.9 32.4 5.6 24.2 23.6 24.6 36.6 47.8
on non-financial corporations 25.7 231 -5.9 15.8 18.3 19.9 36.4 53.9 61.6
on households and NPISHs 63.5 58.4 39.7 38.7 32.6 30.6 37.6 38.6 36.6
on financial corporations -12.4 -31.1 -44.6 42.7 25.9 68.6 26.0 46.0 1.8
Source: BNB.

Favourable trends in employment and in-
comes contributed to the considerable in-
crease in household loans. Between April
and August 2007 household loans rose by
BGN 2.2 billion against an increase by
BGN 890 million in the corresponding period
of 2006. The annual growth rate accelerated
from 37.6 per cent by the end of March to
50.3 per cent by the end of August. Hous-
ing loans again posted the highest growth
among credit market segments and contrib-
uted most significantly to the increase in
household loans, with their annual growth
rate rising from 74.5 per cent in March to
79.4 per cent by end-August and their share
in total household loans reaching 40.6 per
cent by the end of the reporting period.

Between April and August interest rates on
loans to enterprises did not experience sig-
nificant changes, while interest rates on
newly extended consumer and housing
loans slightly went down. Lending rates may
slightly increase in the following months con-
sistent with the higher money market rates
and increased minimum required reserves
since early September. Irrespective of the
fact that these factors will push up lending
rates, their effect is expected to be limited
given the enhanced bank competition.

Chart 45
Interest Rates on Household Loans
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Source: BNB.
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3 . Economic Activity

In the second half of 2007 economic growth is expected to sustain its rate of over 6 per cent, consistent with
increasing production capacities, sustainable domestic demand growth and the recovery of exports.

In the first half of 2007 economic growth,
posting an increase by 1.1 percentage point
on the first half of 2006, reached 6.4 per
cent. The contribution of investment in fixed
assets exceeded considerably that of final
consumption, and labour productivity accel-
erated ensuring favourable economic pros-
pects.

Table 5
Final Consumption Dynamics (Quarterly)
(on corresponding period of previous year, %)

Consumption

incl.

Household consumption

Government final consumption expenditure
Collective consumption

Gross fixed capital formation

Exports of goods and non-factor services
Imports of goods and non-factor services
GDP, real growth

5.0

5.2
1.7
-1.7
171
12.7
20.8

5.5

Chart 47
Contribution to GDP Growth by Component of Final Consumption
(Quarterly)
(percentage points)
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2005 2006 2007
Final consumption Fixed capital formation Foreign trade balance
B Change ininventories  ——  GDP growth
Source: NSI.
2006 2007
Il 1] v | Il
7.2 7.4 6.1 6.9 5.0
8.3 9.1 7.5 9.0 6.4
8.2 3.5 -5.0 -1.2 -0.9
-0.6 -1 7.8 -2.7 0.9
16.0 1.7 23.8 35.9 24.7
10.0 8.4 5.4 2.2 5.7
12.2 14.7 13.9 13.2 10.7
6.4 6.7 5.7 6.2 6.6

Source: NSI.

Household Behaviour

Household consumption increased at
comparatively high rates in the first half of
the year. Data on retail trade earnings in
July signaled slower consumption in the
beginning of the third quarter.

Labour market conditions continued to
improve over the reporting months of 2007.
Employment rose considerably: 3.2 per cent
on average in the first half of 2007. The
downward trend in unemployment was sus-
tained: it reached 6.8 per cent in the sec-
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Table 6
Consumer Demand Dynamics (Quarterly)
(on corresponding period of previous year, %)

2006 2007
| Il 11l IV | Il onu
Consumer spending per household member 3.7 6.3 6.7 9.7 11.3 12.3 13.4
Retail sales 10.9 13.3 14.2 14.0 12.0 10.0
Income from retail trade 10.0 12.6 141 156.3 11.8 6.8 5.8
incl.
Food, drinks, tobacco 6.5 5.8 7.4 8.8 9.6 9.9 6.7
Pharmaceutical and medical goods, cosmetics and toiletries 7.2 11.5 7.2 5.1 7.5 5.6 8.1
Textile, clothing, footwear and leather 7.3 12.1 17.9 15.7 11.3 6.0 10.5
Household goods and home appliances 14.6 18.8 20.2 19.4 18.0 6.8 5.2
Source: NSI: household budgets and domestic trade survey.
ond quarter based on NSI labour force sur-
Chart 48

vey. Unemployed registered in the labour
offices were less than 260,000, the lowest
level since 1991. A source of funds for
growth in employment was the progressively
increasing participation rate, i.e. the inclu-
sion of the so-called discouraged persons in
the labour market. Accelerated growth of
real labour income in all economic activities
continued, with the real wage increasing by
13.8 per cent on an annual basis in the first
half of 2007.

As a result of favourable developments in
employment and incomes, household in-
debtedness tended to increase, with house-
hold net assets in the banking system post-
ing a fall in the first half of 2007. The service
of obligations requires the respective in-
crease in the savings rate and this will limit
household consumption growth.

Table 7
Employment and Income Dynamics (Quarterly)

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

Employees (Labour Force Survey data)
Real salary*
Unemployment at the end of the period, % of the labour force
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(%, percentage points on corresponding quarter of previous year)

8

6

44

ES

T T Tw
2002

T TwTw
2003

= Contribution of economic
activity growth

Sources: NSI, BNB.

2006
Il 1]
1.9 2.2
3.2 4.3
9.2 8.4

T T Tw

4.2
12.9
8.9

2004

T T Tw
2005

Contribution of

unemployment fall

2007
Il
2.3

14.5
7.4

August

7.0

* Deflated by CPI.

Sources: NSI — System of National Accounts, Employment Agency.

T T Tw
2006

__ Employment growth
(on an annual basis)

T
2007

s|doad puesnoy}

29

Economic Review ¢ 3/2007



Government Finance and
Consumption

Good income performance and conservative expenditure policy in the first half of 2007 supported the expecta-
tions for higher cash surplus on the 2007 consolidated budget accounting for about 3 per cent of GDP. The
contribution of government consumption to GDP growth will increase in the following two quarters, consistent
with the salary increase and traditionally higher expenditure by the end of the year. The government contribution
for the whole 2007 will remain between 0.4 and 0.6 percentage points.

Total income and aid on the consolidated
budget in the second quarter of 2007
amounted to BGN 6199.6 million, with the
annual growth rate accounting for 19.1 per
cent. Revenue from indirect taxes contrib-
uted most significantly (12.7 percentage
points) to tax revenue growth, reflecting re-
stored revenue from VAT after its temporary
fall in the first months of the year attributable
to the change in taxation. Despite the cut in
corporate tax from 15 to 10 per cent as of
early 2007, direct taxes grew substantially
between April and June, consistent with
companies’ good financial performance and
significantly higher salaries and increased
number of employed. The contribution of
direct taxes to tax revenue growth is ex-
pected to remain close to the present level
(6-7 percentage points). With the decrease
in the contributions to the Pension Fund by
1 percentage point and Unemployment
Fund by 2 percentage points as of 1 Octo-
ber 2007, the contribution of social security
to tax revenue growth in the last quarter of
2007 is expected to be close to nil.

Current non-interest expenditure on the
consolidated budget (excluding the contribu-
tion to the EU budget) in the second quarter
of 2007 rose by mere 3 per cent. The atypi-
cally low rate of growth reflects the negative
contribution (2.75 percentage points) of sub-
sidies, a result of withdrawn payments on
the Tobacco Fund in the first quarter. Ex-
penditure on salaries, social security and
costs also grew moderately and the contri-
bution of government consumption in the
second quarter of 2007 remained close to
nil (0.01 percentage points) accordingly.

Growth of current spending is expected to
significantly rise, with social payments con-
tributing most substantially due to a twofold
increase in pensions by 10 per cent as of 1
July and 1 October 2007. The contribution of
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Contribution of Government Final Consumption Expenditure and
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expenditure on salaries and social security
to current expenditure growth will increase to
5-6 percentage points in the third quarter
due to higher salaries in budget organiza-
tions as of 1 July, while in the fourth quarter
it may decrease with the cut in social secu-
rity contributions by 3 percentage points.9
Costs are traditionally expected to grow by
the end of the year and their contribution to
current non-interest expenditure growth will
reach 4-5 percentage points. Under these
developments in salary expenditure and
costs, the contribution of government con-
sumption in total economic growth is ex-
pected to exceed 0.8-1 percentage point in
the following two quarters and to range be-
tween 0.4 and 0.6 percentage points in 2007
as a whole.

The positive execution of the consolidated
fiscal program by July 2007 and the
government’s intent to continue implement-
ing a restrictive fiscal policy aimed at coun-
teracting the increasing current account defi-
cit'® backed the expectations for a higher
than initially projected cash surplus on the
consolidated budget accounting for about 3
per cent of GDP in 2007.

Behaviour of Firms and
Competitiveness

Chart 53

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

(percentage points)
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Sources: MF, BNB.

The intensive investment activity in recent years has boosted labour efficiency growth. Enterprises have the
potential to preserve their competitiveness under moderate pressure exerted by labour costs.

Fixed capital investment posted a real
growth of 30 per cent per annum over the
first half of 2007, with its contribution to GDP
growth significantly exceeding that of con-
sumption. Manufacturing, energy and trade
contributed most substantially to the high
investment activity. Capital formation dynam-
ics and industry-oriented investment support
the thesis that Bulgaria's economy is under-
going a period of restructuring, intensive

°The net effect of additionally increased pensions by 10 per
cent as of 1 October and decreased social security contribu-
tions by 3 percentage points as of the same date will be nega-
tive amounting to about BGN 200 million in 2007.

1% The 2007 Republic of Bulgaria State Budget Law provides for
two buffers aimed at limiting expenditure if the balance of
payments current account deficit worsens: by saving 10 per
cent of non-interest expenditure (Article 5, paragraph 4) and by
saving 10 per cent of total supplementary subsidy for municipali-
ties (Article 10, paragraph 2).
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renovation and building of its production
capacities, infrastructure and export poten-
tial.

Between January and June 2007 gross
value added rose by 8.2 per cent compared
with the corresponding period of 2006, post-
ing the highest growth since 1999. The ma-
jor factors behind this growth were manufac-
turing industry and financial intermediation
exhibiting an increase by 15 and 40 per
cent respectively.

Over the review period value added in
industry grew under the conditions of a
steady increase in domestic market sales
and a volatile dynamics of export sales
showing a significant decrease against the
first half of 2006. Industries exhibiting the
largest growth of domestic sales include
energy, food and drink production, non-
metal raw materials, metal articles, ma-
chines, equipment and home appliances,
furniture. These developments also reflect a
strong consumer, investment, trade and
production activity.

Restructuring of non-ferrous metallurgy
and putting production capacities out of
operation in energy had a negative effect on
exports in the first half of 2007. The produc-
tion fall in these industries affected total ex-
port growth due to the sizable share of met-
allurgy and production of energy resources
in the structure of industrial sales earmarked
for exports. On the other hand, all other
industries, in which the bulk of the sector’s
workers (more than 80 per cent) are em-
ployed, exhibited a two-digit export sales
growth.

Foreign trade balance retained its negative
contribution to GDP growth due to continued
dynamic import growth. Final domestic de-
mand and intermediate consumption have
practically a permanent import component.
Imports of investment goods accounted for
about 70 per cent of fixed capital invest-
ment. Imports of raw materials, materials
and energy resources cover about 30 per
cent of intermediate consumption. Invest-
ment goods and input goods are those that
continue to dominate in the volume and
dynamics of imports.
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Structure of Expenditure for Acquiring Fixed Assets by Economic
Activity in the First Half of 2007
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Chart 57

Unit Labour Cost (Quarterly)
(1998 = 100)
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The buoyant investment activity and im-
proved technological level of economy
helped accelerate labour efficiency. The
value added per employee went up by 4.9
per cent in the first half of 2007 against the
background of significant employment
growth (3.2 per cent). Manufacturing and
financial intermediation, posting an increase
by 13 per cent and 30 per cent respectively,
were the sectors contributing most signifi-
cantly to the improved production efficiency.

High export activity in most industries and
the growth rate of production efficiency evi-
dence a sustained competitiveness of the
economy despite the dramatic salary rise
and gradually increasing real unit labour
costs. The general unit labour cost indicator
in manufacturing reflects the relationship
between labour efficiency and wage growth.
In a comparatively long period of time enter-
prises kept real wage growth lower than
labour efficiency growth, and consequently
unit labour costs went down allowing enter-
prises to strengthen their financial state and
renovate production capacities. Unit labour
costs have slightly grown since 2005 but
their level remained far below that of the
base year (1998). Thus, enterprises man-
aged to sustain their competitiveness under
the pressure exerted by labour costs.

Exports and Imports of Goods

In the third and fourth quarters of 2007 nominal export growth is expected to increase compared with the
original data on export dynamics in the first half of 2007, and relatively sustainable growth in imports of goods to
sustain. Major assumptions underlying these expectations are as follows: comparatively stable consumer de-
mand in the euro area, preserved competitiveness of Bulgarian production and sustainable domestic demand
growth in Bulgaria.

In terms of value, export growth is ex-
pected to accelerate over the forecast hori-
zon supported by the increasing physical
volumes, consistent with the improving com-
petitiveness of domestic industry. Sustain-
able growth of labour productivity in manu-
facturing, high investment activity, improving
provision of export orders and increasing
share of Bulgaria’s exports in total EU mem-
ber states’ imports suggest that competitive
positions of domestic production in interna-
tional markets are retained. Major external
assumptions underlying the forecast export
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dynamics are sustained strong consumer
activity and a real economic growth higher
than the euro area potential growth, as well
as stabilized prices of metals, food and
crude oil around the average third quarter
levels. Taking into account the structure of
foreign trade flows and assumptions about
international prices of major raw materials,
positive changes in Bulgaria’s terms of trade
are expected until the end of 2007. The
forecasted moderation of global economic
growth will be mostly attributable to the
lower activity in the USA which is expected
to have a limited direct effect on Bulgaria’s
economy.

Goods imports are expected to retain their
steady dynamics in the third and fourth
quarters of 2007, with the price effect gradu-
ally increasing at the expense of physical
growth. Major factors underlying import
growth will be strong investment dynamics,
domestic demand growth and dependence
of some export oriented industries on im-
ported raw materials.

In accordance with the forecasts on ex-
port and import dynamics, the negative con-
tribution of foreign trade balance to real
GDP growth is expected to gradually de-
crease in the third and fourth quarters of the
year. These developments will reflect prima-
rily the increase in the positive contribution
of exported goods and non-factor services,
while imported goods and non-factor ser-
vices are expected to retain their negative
contribution relatively unchanged in the two
quarters.

The new methodology of collecting data
about commodity trade between Bulgaria
and other EU member states applied since
the beginning of 2007 prompted a structural
change in the available macroeconomic
time series and increased the uncertainty of
originally published foreign trade statistics.
Given the specificity of the new methodol-
ogy, quarterly data revisions will be carried
out and according to our expectations they
will be more profound on an annual basis,
which increases uncertainty of current analy-
sis and forecasting of these processes. The
employment of Intrastat system requires
more time for collecting, processing and

Chart 58
Dynamics of Exports and Imports (Quarterly)
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publishing original data on the commodity
and geographical structure of Bulgaria’s
foreign trade. Companies are provided with
a significantly longer time frame after the
expiry of the reporting period for adjusting
originally supplied data, which is the major
reason for the expected data revision."

According to preliminary data, exports of
goods in euro reached EUR 7386.1 million
in the first half of 2007 posing a nominal
increase by EUR 586.9 million or 8.6 per
cent on the corresponding period of 2006.
Imports (FOB) amounted to EUR 11,272.6
million between January and July, a nominal
increase by EUR 1781.9 million or 18.8 per
cent compared with the first seven months
of 2006.

Investment goods and raw materials con-
tributed most significantly to the increase in
trade deficit by EUR 1052.6 million in the
January — June 2007 period. In the first
group of goods, imports of machines,
equipment and appliances rose significantly,
while in the second group, the decline in
exports of non-ferrous metals by 6.7 per
cent annually contributed most substantially
to the deficit growth. On the other hand,
foreign trade dynamics of textile and raw
materials for food production helped de-
crease the deficit: the negative balance in
textile went down and Bulgaria’s net revenue
from raw materials for food production
posted an increase.

Between January and June 2007 exports
grew by 7.5 per cent on an annual basis
reflecting to the largest extent the dynamics
of base metals and base metal products,
animal and vegetable products, food, drinks
and tobacco. In the first category, export
revenue rose by EUR 135.3 million sup-
ported both by higher international market
prices of zinc, lead and aluminum and in-
creased production and export activity in
ferrous metallurgy. The increase in cast-iron,
iron and steel (by 2.2 percentage points)
and zinc and zinc products (0.9 percentage
points) contributed most significantly to the
total growth, while exports of copper and

" For further details and analysis of Intrastat system operation,
see the box on the Original Data on Commodity Exports and
Imports within the Scope of the Intrastat System, Economic
Review, 2007, issue 2, p. 40.
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copper products (-1.9 per cent) had a Chart 60
negative contribution. Income from exports Exports of Animal and Plant Products, Food, Drinks and Tobacco
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second half of the year will depend on the
production of major agricultural products
over the year, as well as on the efforts of an
increasing number of producers to meet the
EU standards and to have a free access to
the single European market.
Mineral products and fuels (down by -2.6
percentage points) contributed negatively to Chart 61
the total export growth in the first half-year, Exports of Mineral Products and Fuels
while all other groups had a positive devel- (milion EUR)

opment over the same period. Realized rev- 20
enues from exported energy resources were
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per cent on an annual basis. Forecasts
about export developments in energy re-
sources over the third and fourth quarters of
2007 are for upward trends and an increas-
ing positive contribution to Bulgaria’s total
exports. These expectations are based on
the accessment that the reported slowdown
in growth of the exported petroleum prod-
ucts is temporary; it was observed only in
the first quarter of 2007. Volume growth in
exported petroleum products and higher
international petroleum prices on an annual
basis are expected to offset the decline in
exports of electricity.
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Income from exports of machines, trans-
portation vehicles and appliances amounted
to EUR 1049.6 million for January — June
2007: up by 9.1 per cent on the same peri-
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ods of the prior year. The main positive con-
tribution to the overall dynamics in the group
was reported by nuclear reactors, machines
and appliances (1.8 percentage points),
while sea and river shipping saw a negative
contribution (-1.4 percentage points). Over
the second half of 2007 exports of ma-
chines, transportation vehicles and appli-
ances are expected to sustain their upward
trend and to have a positive contribution to
export growth.

Imports (CIF) reached EUR 9910.3 million
between January and June 2007, posting a
nominal increase of EUR 1546 million (18.5
per cent) on the corresponding period of
2006. Within the structure of imports by use,
raw materials contributed most significantly
to import growth (8.7 percentage points)
followed by investment goods (6.1 percent-
age points), while energy resources had a
negative contribution (-0.9 percentage
points).

Imported raw materials totaled EUR 3752.1
million in the first half of 2007, an increase
by EUR 729.4 million on the corresponding
period of 2006. Imports of cast-iron, iron
and steel, plastics and rubber, and ores
contributed most significantly to total import
growth by 2.3 percentage points, 1.2 per-
centage points and 1 percentage point re-
spectively. Imports of investment goods re-
mained sustainable over the first half of
2007, with machines, equipment and appli-
ances contributing most significantly to total
growth: by 3.2 percentage points. The de-
cline in imports of transportation vehicles
reported in the first quarter of 2007 was off-
set during the second quarter posting a
minimum positive contribution to the overall
import dynamics in the first half-year. The
volume of imported investment goods for
the first six months of the current year
reached EUR 2668.7 million, with this group
ranking second in the structure of imports
with a share of 26.9 per cent. In the third
and fourth quarters of 2007 the upward
trend in imports of raw materials and invest-
ment goods is expected to be retained un-
derpinned by the increasing production ac-
tivity in metallurgy and the high investment
demand in Bulgaria. After the reconstruction
of key non-ferrous metallurgy companies in
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Table 8
Contribution of Commodity Groups to Trade Growth,
January - June 2007
Exports Imports
growth,% contribu- growth,%  contribu-
tion, p.p. tion, p.p.
Consumer goods 9.9 2.4 34.2 5.0
Raw materials 16.8 7.3 241 8.7
Investment goods 6.9 1.1 23.8 6.1
Energy resources -20.1 -3.3 -3.8 -0.9
Other -100.0 -0.5
Growth, total 7.5 18.5
Source: BNB.
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the second quarter, an enhanced production
activity and ore imports acceleration are
expected over the second half of 2007.

Over the first six months of the year under
review payments on imported energy re-
sources decreased by EUR 72.3 million on
the corresponding period of 2006. Crude oil
and natural gas, and fuels contributed most
substantially to these developments (-1 per-
centage point and -0.4 percentage points
respectively). The negative dynamics in im-
ports of mineral products were seen mainly
in the first quarter of 2007 and the increase
in imported physical volumes in the second
quarter offset the decrease in the interna-
tional prices on an annual basis. In the first
half of 2007 the total physical volumes of
imported crude oil are almost equal to those
imported over the same period of the prior
year, while the average price (in euro) was
9 per cent lower on an annual basis. A sus-
tainable production activity in oil refining is
foreseen to prompt real growth in imported
crude oil over the third and fourth quarters
of 2007. Assumptions on international oil
prices suggest an increasing price effect (on
an annual basis) resulting in higher pay-
ments on imports.

Between January and June 2007 imports of
consumer goods rose by EUR 418 million on
the corresponding period of 2006 to reach
EUR 1641.1 million. Furniture and home
equipment and food, drinks and tobacco
products contributed most significantly to
import growth in this commaodity group (by
1.6 percentage points each). A decline in this
group is reported in imported automobiles,
with a contribution of -0.5 percentage points
to total imports. In the third and fourth quar-
ters imports of consumer goods are ex-
pected to retain their steady growth rates
supported by the stable domestic demand.

During the first half of 2007 Bulgarian ex-
ports to other EU Member States went up
by 10.4 per cent based on preliminary data,
and exports to countries outside the Com-
munity picked up by 2.8 per cent. Imports
of goods show a similar trend in terms of
regional distribution, with imported goods
originating from the Community going up by
22.8 per cent and those from third countries

Chart 65
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Chart 66
Imports of Consumer Goods
(million EUR)

350

2005 2006 2007

300 4

250 4

200 +

150

100

50

12-month moving average

Source: BNB.

0 HH\HHH‘\\HHHH\‘H\HHHH‘\\HHHH\‘\\\HHHH‘\HH
2003 2004 2005 2006

2007

39

Economic Review ¢ 3/2007



by 13.9 per cent. One of the qualitative
changes in the regional distribution in the
first half of 2007 was that exports to the
Asian region decreased by 29.3 per cent.
The other export destinations saw growth in
exports over the same period, with the fif-
teen old EU Member States contributing

most

Hence, by the end of the second quarter of
2007 the market share of Bulgarian goods in
total imports of the Member States of the
Community rose to 0.55 per cent (on an
annual basis) against 0.5 per cent in the
prior year. No significant changes in the
geographical structure of Bulgaria’s foreign
trade are expected over the forecast hori-
zon, and the share of Intracommunity trade
will continue to increase gradually.

significantly to the overall dynamics.

Comparative Analysis of Economic Developments
in Bulgaria and the Baltic Countries

Over the recent years economic developments in Bulgaria and the three Baltic countries (Estonia, Latvia and Lithuania)
have been marked by a number of similarities which often resulted in grouping these countries when analyzing potential
risks to their developments and the challenges to the policy they conduct. The main similarities in economic develop-
ments and the current situation in these four countries are as follows:

the monetary regime chosen: in three of them, a currency board functions with the euro as a foreign reserve currency
and in Latvia there is a fixed exchange rate with the national currency being pegged to the euro with a fluctuation
margin of +/-1 per cent;

the EU membership guaranteeing a stable economic development and expectations of increasing incomes;
high rates of investment return attracting large foreign capital flows;

high economic growth rates and increasing domestic demand resulting in a current account deficit;

the process of enhanced financial intermediation and the related expansion of lending activity;

relatively high price dynamics over the recent years partly due to the rise in excises in the process of their harmoni-
zation with the minimum EU levels.

Apart from the aforementioned similarities, there are also differences in the development of Bulgaria and the three Baltic
countries. Therefore, a mechanical grouping of these countries might be misleading in certain cases. The main features
indicative of the stable economic development in Bulgaria and not observed in all of the Baltic countries are that:

investment has taken the lead in Bulgaria’s economic development. Gross fixed capital formation has the most siz-
able contribution to enhanced domestic demand and economic growth. Investment demand, stemming from sizable
imports of investment goods, is the main factor behind current account deficit deterioration;

foreign direct investment flow ensures a full coverage of the current account deficit;
Bulgarian producers improve their competitive positions on international markets and the increase in salaries is con-
sistent with the labour productivity growth rate;

there is an ongoing process of harmonization of excise rates, which started before EU accession, thus limiting the ef-
fects on inflation after accession.

One of the conclusions of the analysis is that the country which differs most significantly from the other countries sub-
ject to this analysis is Latvia where private consumption is the main factor behind growth, and fast salary growth rates re-
sult in a sizable increase in nominal unit labour costs (by 14.6 per cent on an average annual basis for the 2005-2006
period) deteriorating the competitive position of domestic producers.

The comparative analysis emphasizes the importance of economic policy measures aimed at intensifying structural re-
forms and improving the overall business environment, market liberalization and competition protection, as well as en-
hancing labour market flexibility.
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4. Inflation

In August the annual rate of change of HICP accelerated to 9.3 per cent, from 6.8 per cent (July). Foods con-
tributed most significantly to the summer inflation. Annual HICP inflation is expected to start slowing gradually
until the end of the year.

At the end of August inflation accumulated

Chart 67
since the beginning of the year reached 6.8 Harmonized Index of Consumer Prices
per cent, reflecting inflation rates in July and (on an annual basis)
August: a monthly price rise by 1.7 per cent "
and 2.2 per cent respectively. Foods’ contri- 'R
bution to the accumulated inflation was 3.03 o
percentage points. The increase in prices of
major food products affected directly cater- N
ing services prices which rose by 11.5 per 2
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cessed foods rose by 10.8 per cent on av-
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erage compared to the same period of the
prior year, while between July and August
their average increase was 20.6 per cent.'
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and 7.2 per cent on the corresponding pe-
riod of 2006) contributing most sizably to
overall inflation. The average rise in fruit
prices in July and August was 16.8 per cent
on the corresponding period of 2006.

"2 Under the Eurostat classification, the group of processed
foods include: bread and cereals; milk, cheese and eggs;
animal and plant oils and fats, sugar, jam, honey, chocolate
and confectionery; foods not classified elsewhere; non-alcoholic
beverages, alcohol and tobacco products. For the purposes of
the analysis, tobacco products are excluded from the group of
processed foods with a view to distinguishing the effect of their
prices.
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The continuing drought in Bulgaria deci-
mated cereal crops and led to lower corn
and sunflower vyields and fodder shortages.
The reduced supply of foods could not be
compensated by imports due to poor crops
in major producer countries. Prices of
wheat, corn and oil-bearing crops on inter-
national markets increased significantly (see
Section 1. External Environment).

Bulgaria's membership in the EU also
affected food price dynamics. Direct effects
on domestic prices of foods and raw materi-
als stemming from applying the EU Com-
mon Agricultural Policy are hard to estimate
but some indicators signaled an increased
external demand for domestic food prod-
ucts. The Commodity Exchange and Whole-
sale Markets State Commission data show
that between January and August 2007
sales of Bulgarian fruits and vegetables rose
by 93 per cent on an annual basis, whereas
sales of imported fruits and vegetables in-
creased by 38 per cent. Preliminary informa-
tion on foreign trade dynamics indicates a
significant change in physical volumes of
exports in the groups of milk and dairy
products, apples and pears, sugar over the
first half of 2007 compared to the same
period of 2006 (see the box ‘External De-
mand and Effects on Prices of Certain Food
Products’ on page 46).

The reduced supply due to unfavourable
weather conditions and the significant in-
crease in demand, including in external de-
mand, resulted in sizable rises in food
prices in Bulgaria during 2007.

Another factor driving prices of major food
products was the higher manufacturing cost
of food industry enterprises as a result of
investments needed to cover EU require-
ments. The production price index in food
and drink output followed an upward trend
which started in 2006 and continued over
the first eight months of 2007.

Food prices are expected to stabilize at
the August — September levels until the end
of the year.

Rises in administratively set prices contin-
ued to be a proinflationary factor. Inflation in
this group accelerated on the corresponding
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periods of 2006 from 4.2 per cent on aver-
age in the second quarter to 5.5 per cent in
the first two months of the third quarter.
Electricity (0.32 percentage points), vignette
charges (0.16 percentage points) and water
supply and sewerage services (0.15 per-
centage points) contributed most signifi-
cantly to the overall inflation accumulated
until August.

Significant rises in electricity prices were
approved. The decision taken by the State
Energy and Water Regulatory Commission
to raise the price of electricity for house-
holds by 7.8 per cent, effective as of 1 July
2007, had a direct effect on inflation. The
unexpected high prices of electricity for in-
dustrial consumers approved by the State
Energy and Water Regulatory Commission
on 1 July 2007 had an indirect effect on
inflation. Electricity prices for firms with up to
50 employees and an annual turnover of up
to BGN 19.5 million grew by 20 per cent,
while charges on transmission and access
to the electricity distribution network rose by
25 per cent. For all large and medium-sized
businesses in Bulgaria, the charge paid to
the National Electric Company (NEC) on
transmission was raised by 45 per cent.
After the liberalization of the electricity mar-
ket as from 1 July 2007, the large consum-
ers negotiate directly prices with the NEC.
Publicly announced data show that price
rises after this date varied between 34 per
cent and 41 per cent.

In the second and third quarters of 2007
the State Energy and Water Regulatory
Commission approved rises in water supply
and sewerage services in some cities. As a
result of price rises in other cities over the
first quarter, average growth in prices of
water supply and sewerage services be-
tween January and August was 13.7 per
cent and 14.9 per cent respectively.

Changes in controlled prices until the end
of the year will depend on rises in annual
fees charged by state universities' since no
other essential adjustments are expected
until the end of the year. The only possible

¥ CM Decree No. 127 of 2 June 2007 on approving application
and education fees in state universities for 2007-2008 (published
in the Darjaven Vestnik, issue 49 of 19 June 2007).
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rise is expected in heat energy prices after
the State Energy and Water Regulatory
Commission allowed Bulgargas to increase
natural gas prices in the fourth quarter of
2007.

Over the May to June period prices of
energy products (primarily transportation
fuels) posted an average increase of 5.2 per
cent on the same months of 2006, reflecting
the continued crude oil price rises on inter-
national markets. Reflecting the base effect
of the significant surge in crude oil prices in
the beginning of the summer of 2006, fuel
prices decreased their annual growth rates
in the first two months of the third quarter.
Annual growth of transportation fuels is likely
to accelerate in the fourth quarter, also re-
flecting the base effect of relatively low oil
prices in the last four months of 2006. Our
expectations show that average inflation of
fuels will hover around 11 per cent in the
last quarter compared to the same period of
2006. Risks to the projection stem from pos-
sible additional increases in international
prices vis-a-vis current expectations.

The rate of change in the prices of indus-
trial goods (excluding controlled-price and
energy goods) accelerated from 4.2 per
cent on average in the second quarter com-
pared with the same period of 2006 to 4.8
per cent on an annual basis in the July to
August period. As in the case of services,
maintaining high transportation expenditures
over the year had an indirect effect on the
prices of industrial goods.

In the first two quarters of 2007 average
services inflation (excluding administratively
set prices) was around 6.4 per cent on the
corresponding quarters of 2006, whereas in
the July to August period it came to 8.1 per
cent on the same months of 2006. One of
the major driving factors for services inflation
was the prices of catering services which
continued to maintain relatively high growth
rates under the pressure of food prices,
high transportation expenditures over the
year and robust consumption. In August
prices in the restaurants and cafes group
posted a 15 per cent increase on an annual
basis, an acceleration of 6 percentage
points compared with the average annual
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inflation for 2007 up to July. A relative mod- Table 9
eration in inflation dynamics is anticipated in HICP Inflation Accumulated since Year's Start

catering services prices after the stabilization

) ) 2006 2007
of food prices over the coming months. Tons, —
Core inflation excluding administratively set Inflation(%) 3.72 6.83
prices and tobacco products (whose prices o .
nd largelv on chan in excise rat Contribution, percentage points
depe dla gely on changes _e clse ra es) Processed foods (excl. tobacco products) 0.40 2.71
accelerated from 5.4 per cent in the second Unprocessed foods -1.33 0.32
quarter to 9.5 per cent in July and August. Energy products (excl. those with administratively
Food q . f which d . f set prices) 0.87 0.70
oods and services (of which predominantly Non-energy industrial goods (excl. those
catering services) had the largest contribu- with administratively set prices) 0.09 0.56
i i i i i i Services (excl. those with administratively
tion to increasing inflation dynamics.
set prices) 1.04 1.91
Core inflation acceleration resulted from Catering services 0.31 112
) ) Tobacco products 2.25 -0.26
the simultaneous effect of external and inter- Goods and services with administratively
nal factors. More important external set prices (excl. tobacco products) 0.40 0.89
proinflationary factors include: fast and sig- Electricity . 0.00 0.52
- ) . . . ; Water supply and sewerage services 0.00 0.15
nificant rises in international prices of agri- Charges related to personal transportation vehicles 0.02 0.16
cultural products; indirect effects of world Medical and hospital services 0.05 0.10
crude oil price rises; effects of higher exter- Note: This structure corresponds to the Eurostat classification used to present in a
nal demand for Bulgarian foods after comparable manner the major components of HICP for euro area and EU coun-
. . tries. These components include: processed foods (incl. alcohol and tobacco
Bu'Qa”a s accession to the EU. Internal fac- products), unprocessed foods (meat, fish and seafood; fruits; vegetables), energy
tors are associated with shortages in su pp|y products (electricily; solid, liquid and gaseous fuels for households, heating, fuels

f food d d f bl and lubricants for personal transportation vehicles), non-energy industrial goods and
Of some 1ood pro ucts due to unfavourable services (incl. catering services). With the purpose of distinguishing the effects of

weather COﬂditiOﬂS, with higher e|ectricity goods and services with administratively set prices and goods whose prices largely
. ) . depend on changes in excise rates (tobacco products), their prices are excluded
prices for firms as from 1 ‘JUIy 2007 which from the major HICP groups under Eurostat.
pushed manufacturing costs up, with main- Source: NSI.
taining high growth in household consump-
tion resulting from significant real salary and
employment growth over the first half of the
year. These developments created a spe-
cific situation of uncertainty and inflationary
expectations favouring more aggressive
behaviour in price decisions on the part of
supply. In the last quarter of 2007 annual
rates of overall and core inflation are ex-
pected to gradually slow down after the
stabilization of food prices and associated
moderation in inflation dynamics of catering
services prices and services prices as a
whole.
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External Demand and Effects on Prices of Certain Food Products

Bulgaria’s integration into the single European market is reflected in stronger external demand and a process of price
level convergence, especially evident for food products. After introducing the Common Customs Tariff as from 1 January
2007 and applying the Common Agricultural Policy, higher demand and higher import duties on certain food products
pushed up their prices. Indirect indications of higher external demand resulting from the accession to the single European
market may be found in commodity exchange markets, export dynamics and the geographical breakdown of exports of
some groups of food commaodities.

Commodity exchange data for Bulgaria show increased sales of domestic fruits and vegetables by 93 per cent on an
annual basis between January and August 2007. Preliminary information on foreign trade dynamics indicates a significant
change in physical volumes of exports over the first half of 2007 compared to the corresponding period of 2006 concern-
ing the following groups:

- milk and dairy products: real growth in exports Chart 72

by 35 per cent, with higher growth reported for Indices of Comparative Price Levels
some major commodities and raw materials, (EU-25 = 100, 2006)

i.e. around a four-fold increase in sour milk and ~ '®

yoghurt exports; i
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- apples and pears: real growth in exports by
around 18 times;

- sugar. growth in physical volumes by 22 times. jz
Exports of these commaodities to Bulgaria’s 0 I_I
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milk products and fruits are higher than in Bulgaria Bulgaria Romania M Estonia Lithuania W Lavia Greece
which stimulates growth in trade volumes. A com- Source: Eurostat.

parative analysis of the price levels suggests contin-
ued upward price dynamics in certain commodity groups with the lowest relative prices, as:

- bread and cereals whose price level in Bulgaria is nearly 40.4 per cent of the average EU-25 level in 2006;
- meat and meat products: 46 per cent of the average EU-25 level:
- Tfruits and vegetables: 48.2 per cent respectively.

In the medium term food price dynamics will depend not only on the external and internal demand but also on the ve-
locity of the price convergence process.
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