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SUMMARY*. The paper develops a small-scale dynamic stochastic general equilibrium model (DSGE)

of the Bulgarian economy along the lines of the New Open Economy Macroeconomics. Our small
open economy produces traded and non-traded goods and both sectors face hybrid inflation dynam-
ics and capital adjustment costs. We incorporate the currency board mechanism and cover the bal-
ance of payments explicitly. The law of one price holds in the tradable sector implying that under flex-
ible output prices, the terms of trade adjust in a way such that the external relative price of tradables
remains constant.

Policy simulations are used to investigate the impact of changes in the economic environment to
which transition economies and Bulgaria in particular are currently exposed to. We explore the effects
of a Balassa-Samuelson (BS) type shock for sectoral and overall inflation and discuss current account
sustainability and implications for the internal real exchange rate. We find that under the currency
board the BS effect is not as persistent as found for accession countries under a fixed exchange rate in
related research. Inflationary pressures arising from real-catch up processes seem therefore not to pre-
vent compliance with the Maastricht inflation criterion.

We further analyse the impact of lump-sum government expenditures on the trade balance and the
current account. Fiscal policies under the currency board put upward pressures on the sector-specific
inflation rates and tend to yield short-run trade balance surpluses. However, intertemporal wealth ef-
fects dominate causing overall current account deficits and losses in foreign reserves. The model is
solved using Uhlig’s toolkit.

* This paper was written during a research stay at the Bulgarian National Bank in July and August
2006. The author would like to thank the BNB for the financial grant as well as all members of the Eco-
nomic Research and Projection Directorate for their invaluable support. Jochen Blessing, Department
of Economics, Freie Universitat Berlin, e-mail: jochen.blessing@web.de
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