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The fiscal and monetary measures initiated by advanced world economies to counteract the crisis
started to enhance their effect on the economic activity, and by end-2009 the reported data on the euro
area, the USA and China growth are higher than expected in the beginning of the year. However, uncer-
tainty about the sustainability of the started world economic recovery remained high and the upward
trends have not yet been synchronised worldwide. Asymmetry is also observed on a sectoral level (e.g.
the optimistic expectations in industry and more moderate expectations in the services sector). The timing,
instruments and the speed of fiscal consolidation and withdrawal of monetary stimuli in a manner to pre-
serve the fragile balance of the starting recovery in advanced economies will be the major challenge in
2010. This makes the assessments on the global economic growth in 2010 and even in the following years
extremely uncertain.

Between January and September 2009 real GDP in Bulgaria fell by 4.7 per cent compared with the
same period of the previous year, with domestic demand and net exports of goods and services having a
negative and a positive contribution respectively. The significant contraction in demand for goods and
services, particularly external demand, and the limited access to financing prompted investment activity
declines in almost all economic sectors. As a result, gross capital formation in real terms went down 23.2
per cent in the first nine months of 2009 against the same period of the prior year. Between January and
September 2009 final consumption dropped by 4.4 per cent in real terms impacted by the pessimistic
consumer expectations due to the high degree of uncertainty about future employment and expected in-
come level and after the middle of the year also due to increasing unemployment. Firms initiated meas-
ures to overcome the negative effects of the crisis on their financial performance by reducing their ex-
penditure, including labour costs. As a result, labour market conditions deteriorated and by the end of
2009 registered unemployment reached 9.1 per cent.

Between January and September 2009 imports of goods and services went down 23 per cent in real
terms reflecting the contracted domestic demand and primarily the negative investment growth. Over the
same period exports declined by 12.8 in real terms but as from the second half of 2009 an upward trend
was observed along with the started recovery in global trade. In the first and second quarters of 2010
positive export growth and continued decline in imports are expected. Along with improved export capaci-
ties, the economic downturn is expected to slow in the first half of 2010. The downward trend in employ-
ment will continue in the first half of 2010, albeit at a slower pace.

The sustained positive net capital inflows in the Bulgarian economy along with the improved current ac-
count deficit confirmed the assessment for the country's sustainable external position. In the January to
November 2009 period the overall deficit on the current and capital accounts amounted to EUR 2.1 billion
(compared to EUR 7.4 billion in the same period of 2008), with foreign direct investment covering 125 per
cent of the deficit. The positive growth in exports of goods and services will be the major factor for the
continuing improvement of the current account balance in the first half of 2010. The balance of payments
current and capital account deficit is expected to range between 4 and 7 per cent of GDP on an annual
basis in the first half of 2010 and foreign direct investment inflow is expected to entirely cover the deficit.

The annual broad money growth started to accelerate slowly in the fourth quarter of 2009, although it
remained relatively low, reflecting the economic activity slowdown and lower lending growth. Interest rates
on time deposits remained at 7.2 per cent in lev deposits and 5.4 in euro deposits but the rates are ex-
pected to start declining in the following months. These expectations are supported by the gradual
stabilization in international financial markets, high banking system liquidity (the liquidity ratio was 21.9 per
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cent in December) and lower lending activity resulting in a weaker demand for resources for financing
credit operations.

The downward trend in credit growth was sustained over the whole 2009 due to weaker demand and
the tightening of banks' credit standards. The decline in interest rates in the interbank money market in
the euro area and in Bulgaria has not yet spilled over into lending interest rates. The sustained gradual
decrease in deposit rates may help lower the cost of borrowed funds.

In the first nine months of 2009 consolidated fiscal programme balance came to BGN -549.0 million.
Over the last quarter the government managed to stop the monthly deficit accumulation by strictly reduc-
ing the expenditure. The Ministry of Finance data show that Bulgaria's budget deficit in 2009 came to
BGN 529.5 million on a cash basis (0.8 per cent of the projected GDP for 2009). Given the accrued but
unpaid budget obligations on an accrual basis (under ESA95) and in accordance with the assessment of
the revised Convergence Programme of the government, the consolidated state budget deficit is estimated
at 1.9 per cent of GDP. Adherence to a tight fiscal discipline will remain a priority in 2010, with govern-
ment consumption expected to contribute negatively to economic growth in the first half of 2010.

Annual inflation is expected to slightly increase in the first half of 2010 compared with 1.6 per cent as of
Decemebr 2009 due to the upward dynamics of food and fuel prices and the increased prices of tobacco
products.
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1. External Environment

According to macroeconomic and leading economic indicators, by end-2009 and in early 2010 recovery in world
economy may materialise faster than expected mainly as a result of substantial fiscal and monetary stimuli in the
United States, China and the euro area. Projections for growth in 2010 were revised upwards; however, uncertainty
over the medium term stayed high. A major task of the ECB and the Federal Reserve System in 2010 will be the
choice of the appropriate moment, instruments and speed of discontinuing the monetary stimuli widely used during
the previous year. The possible adverse effect of monetary stimuli discontinuation and fiscal consolidation on the
economic recovery increased the uncertainty regarding economic growth in 2010.

In the fourth quarter the business situation kept
on improving, albeit at lower rates compared with
the first half of the year. Optimism in industry
stayed higher than that in the services sector,
indicating heightened uncertainty about future re-
covery of world economy.

Global PMI

Source: JP Morgan.

The signals for recovery from the crisis by end-
2009 were unevenly distributed at the regional
level. Asian economies continued reporting a con-
siderably faster recovery than that of the euro
area and the United States. The growth in Chi-
nese economy went beyond expectations, reach-
ing a rate of 10.7 per cent on an annual basis for
the fourth quarter of 2009 and 8.7 per cent for
the whole year. The monetary policy conducted in
China contributed to the fast growth of newly ex-
tended loans to CNY 10,555 billion (about
EUR 1058 billion): some 31.5 per cent of the
country’s GDP.

Taking into account these trends, in January
2010 the IMF revised its projections for the global
rate of real growth during the year to 3.9 per cent
(up 0.8 percentage points compared with the pre-
vious projections).

World Trade
(annual rate of volume growth, %)

Source: CPB Netherlands Bureau for Economic Policy Analysis.

As of November 2009 world trade decreased by
1 per cent on the same period of 2008, with sub-
stantial improvement being registered during the
second half of 2009 compared with the first half
of the same year.

Inflation accelerated globally in November due
to the rises in energy product prices. The prices
of other major commodities preserved their slightly
upward trend underpinned by strong investment
demand.

Euro Area

Euro area economy recovered from the reces-
sion in the third quarter of 2009 following the 0.4
per cent growth in GDP on a quarterly basis reg-
istered for the first time since 2008. The decline in
GDP came to -4.0 per cent on an annual basis
against -4.8 per cent in the second quarter. The
contribution of government consumption, net ex-
ports and the change in inventories to economic
growth was positive, while that of consumption
and investment was negative.

Euro area economic indicator dynamics stayed
positive during the last quarter of 2009. Rising
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unemployment and decreasing credit aggregates,
however, led to the formation of mixed expecta-
tions about economic activity. The positive effect
of economic stimuli in the euro area had a limited
influence on the activity owing to consumer and
investor caution in decision-making. The persis-
tence of this type of cautious behaviour means
that euro area economy is likely to recover slowly
and at uneven rates.

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

Source: Eurostat.

Euro Area Consumer Confidence Indices

Source: EC.

PMI of Manufacturing and Services and Euro Area GDP
Growth
(%)

Sources: NTC Research, Eurostat.

In December 2009 the ECB revised upwards,
albeit moderately, its euro area economic growth
projections within the range of -4.1 per cent to
-3.9 per cent (the previous revision was within the

range of -4.4 to -3.8 per cent) and within the
range 0.1 to 0.5 per cent (the previous revision
was within the range of -0.5 to 0.9 per cent) for
2009 and 2010 respectively. In 2011 GDP growth
is anticipated to be between 0.2 per cent and 2.2
per cent.

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

Source: Eurostat.

During the last quarter of 2009 deflation pro-
cesses in consumer price index dynamics were
overcome due mainly to the subsiding base effect
of fuel prices. As of December 2009, inflation
reached 0.9 per cent on an annual basis, while
core inflation retained its downward dynamics (1.1
per cent on an annual basis in December).

The trend towards a rise in harmonized inflation
may be preserved at the start of 2010 due to the
base effect of energy prices in the previous year.
Market expectations show that inflation will remain
stable and at low levels over the first half of 2010.
The substantial unused production capacity in
economy, the unfavourable employment outlook
and the decline in lending, which will impede the
recovery of consumption and investment, will be
the major factors behind this dynamics.

Euro Area Unemployment Rate and Employment Growth
(%) (%)

Source: Eurostat.

In December 2009 the ECB revised slightly up-
wards its inflation projections within the range of
0.9 to 1.7 per cent for 2010 (the previous revision
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was within the range of 0.8 to 1.6 per cent). The
ECB expectations show that inflation will move
between 0.8 and 2.0 per cent in 2011.

ECB Interest Rates
(%)

Source: Bloomberg.

During the last quarter of 2009 the ECB kept
the interest rate on its major refinancing opera-
tions at 1.00 per cent. Market expectations sug-
gest preservation of this level in the first half of
the year as well.

In early December 2009 the ECB announced
changes in its refinancing operations reflecting the
strategy of gradual monetary stimuli discontinua-
tion in line with the economic performance. These
changes aimed to limit refinancing of banks
through longer-term operations in the money mar-
ket. Until mid-April 2010 the ECB will continue to

provide unlimited refinancing at a fixed interest
rate but the operations will be less frequent. One
three-month operation a month and one, final six-
month operation at the close of the first quarter
are scheduled. Following the one-year operation
(EUR 96.9 billion) conducted in December 2009,
these operations were discontinued. Unlike the
previous two, this one was executed at a floating
interest rate linked to the interest rate on main
refinancing operations.

ECB Balance Sheet
(billion EUR) (billion EUR)

Source: ECB.

Liquidity absorption operations of the ECB will
probably be accompanied by additional measures
aimed at mitigating the adverse effects on finan-
cial markets at the maturity date of the first one-
year operation in early July 2010 (amounting to
EUR 442 billion).

EU-8*
In the third quarter of 2009 GDP contraction in non-

euro area Member States moderated. EU-8 countries re-
ported an overall decrease of 3.7 per cent on an annual
basis, against 4.0 per cent in the previous quarter.

GDP growth in Poland – the only EU Member State re-
porting positive growth rates in 2009 – remained at 1.2
per cent on an annual basis. The other countries in this
group saw slowing down decline rates. The Baltic coun-
tries continued to report the most pronounced contrac-
tion in GDP: Latvia (-19.0 per cent), Estonia (-15.6 per
cent) and Lithuania (-14.2 per cent). Investment in fixed
capital (14.4. per cent) and exports (-8.3 per cent) con-
tributed most to this decline. Inventories adjustment was
relatively lower compared to the previous three quarters.

Growth and Inflation in EU-27 and EU-8
(%)

Sources: Eurostat, own calculations.

* ЕU-8 includes the states that have joined the EU since 2004 (Slovenia, Malta, Cyprus and Slovakia excluded). As of 1 January 2007 Slovenia, as
of 1 January 2008 Malta and Cyprus and as of 1 January 2009 Slovakia have the status of full-fledged members of the Economic and Monetary
Union.

The decline in private consumption remained a key factor behind the drop in real GDP in the Baltic countries and in
Romania.

In the fourth quarter of 2009 inflation moderated, reaching 2.9 per cent on an annual basis – 0.5 percentage points
lower than in the previous quarter.
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Liquidity Risk Premium (Spread between the Three-month
EURIBOR and EONIA)
(%) (basis points)

Source: Bloomberg.

At the close of December 2009 covered bond
purchases under the ECB programme came cu-
mulatively to EUR 28.2 billion. The bulk of pur-
chases was made in the secondary market and
their volume totaled EUR 21.4 billion. The opera-
tions under this programme will be carried out by
the ECB until 30 June 2010.

Short-term Euro Area Interest Rates
(%) (basis points)

Source: Bloomberg.

United States

In contrast to the reported decline in the first half
of 2009, in the third quarter GDP in the United
States picked up by 0.5 per cent on a quarterly
basis (from -0.2 per cent). On an annual basis, the
fall in economic activity moderated to -2.6 per cent
(from -3.8 per cent). Household consumption, un-
derpinned by government stimuli for purchases of
new automobiles, had a major contribution to the
growth on a quarterly basis (0.5 percentage
points). For the first time within a fourteen-quarter
period housing investment reported an increase
(by 4.4 per cent on a quarterly basis, contributing
0.1 percentage points to GDP growth).

According to expectations, the rise in industrial
activity, related mainly to the recovery in invento-
ries, and the momentum of economic stimuli
should support GDP growth until the end of the

first half of 2010, once their positive effects on
economic activity has faded.

At the same time, the signals coming from eco-
nomic indicators are contradictory. Consumer ac-
tivity is expected to stay low reflecting worsened
household balance sheets. Unemployment hit its
historical high in the last twenty six years (10 per
cent by the close of 2009) and so did the aver-
age period for finding new jobs, which reached
29.1 weeks. These trends in the labour market
affected negatively disposable income. The sav-
ings ratio remained relatively high due to the in-
creased uncertainty of employment outlook.

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

Source: Bureau of Economic Analysis.

US Consumer Confidence Indices
(2000 = 100)

Source: The Conference Board.

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

Source: Bureau of Labour Statistics.
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US PMI of Manufacturing and Services and GDP Growth
(%)

Sources: Institute for Supply Management, Bureau of Economic Analysis
(BEA).

Housing market prospects also remained nega-
tive despite the increased investment activity. The
significant fall in house prices and tax reliefs for
house purchases provided by the government
underpinned demand for real estate at the end of
2009 and, respectively, investment activity. The
increased number of bad and overdue loans,
however, had an opposite effect. Free production
capacity in the sector will further subdue business
investment. The restricted access to financial re-
sources will continue to have a negative impact
on investment decisions, particularly in small- and
medium-sized enterprises.

As a result of base effects, overall inflation,
measured by the deflator of personal consumer
expenditure (PCE), started to rise since October
2009, while in November the increase came to
1.5 per cent on an annual basis. The base index,
excluding energy and food, reversed its down-
ward trend and stabilized at 1.4 per cent on an
annual basis in the fourth quarter of 2009. Infla-
tionary expectations – short-term and long-term –
remained contained, despite concerns about the
rising budget deficit and the excess reserves in
the banking system. The significant free produc-
tion capacity is likely to continue mitigating price
rises in the medium term.

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

Source: Bureau of Labour Statistics.

Bank Reserves and Federal Reserve Balance Sheet
(USD million) (USD million)

Source: Bloomberg.

Against the backdrop of uncertainty about eco-
nomic growth and expected low inflation in the
coming months, the Federal Reserve System re-
tained its reference interest rate on federal funds
within the range of 0.00 to 0.25 per cent. The
short-term interest rate benchmark will most likely
be retained at the current level at least until mid-
2010.

Short-term US Interest Rates

Source: Bloomberg.

A major medium-term task of the Federal Re-
serve System is to withdraw the monetary
accomodation for the banking sector. The with-
drawal started effectively with the termination of
the extraordinary liquidity provision programmes
(TSLF, PDCF, AMLF1 and the swap lines with cen-
tral banks) at the end of January 2010. The TAF
programme2 will be in action for an indefinite pe-
riod, and the frequency and the amount of opera-
tions will be reduced gradually.

1 TSLF (Term Securities Lending Facility) – a programme for exchanging
treasury bonds for pre-specified collateral (this applies to primary deal-
ers only).

PDCF (Primary Dealer Credit Facility) – a programme for extending
overnight loans to primary dealers in exchange of eligible collateral.

AMLF (Asset-backed Commercial Paper Money Market Mutual Fund
Liquidity Facility) – a programme for financing deposit institutions’ pur-
chases of commercial securities (with high ratings), covered by mutual
funds assets on the money market.
2 TAF (Term Auction Facility) – a programme for providing short-term
liquidity to deposit institutions.
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At its last meeting for 2009, the Open Market
Committee decided to stop the programme for
purchases of assets collaterised by mortgage
loans on 31 March 2010. So far, the net value of
effected purchases has come to USD 1.3 trillion
of the USD 1.45 trillion target. TALF operations3

will also be conducted until the end of March.
The final decision on the discontinuation or expan-
sion of the programmes will probably be made at
the meeting of the Committee in mid-March 2010.

Federal Reserve Balance Sheet
(USD trillion)

Source: Bloomberg.

At the close of 2009 the Federal Reserve Sys-
tem started to prepare the launching of two new
instruments (reverse repo transactions and term
deposit facility) which will be used in absorbing
the excess liquidity from banks. The aim of the
Federal Reserve is to check the efficiency of
these instruments and its operational prepared-
ness to introduce them at the appropriate mo-
ment. The Federal Reserve is expected to start
using them upon the occurrence of more convinc-
ing signals about sustainable growth and/or of
inflationary pressure.

The USD/EUR Exchange Rate

During the fourth quarter of 2009 the US dollar
appreciated by 2.1 per cent against the euro and
by 1.6 per cent against the basket of the six most
traded currencies in the DXY index. Over the pe-
riod the US dollar fluctuated within a relatively
wide range of 1.43 to 1.51 against the euro.

USD/EUR Exchange Rate
(USD per EUR 1)

Source: ECB.

The USD exchange rate dynamics reflected two
major factors: the interest rate differential between
the European and US yield on government securi-
ties and the expectations about the spreads be-
tween the reference interest rates in US dollars
and in euro, as well as the investor risk appetite.
The relatively good macroeconomic data at the
start and in the middle of the period, and the ex-
pectations about the monetary policy of the Fed-
eral Reserve and the ECB activated investors who
took advantage of the opportunities for making
profits from carry trade. This led to an apprecia-
tion of the high-yielding currencies at the expense
of the low-yield US dollar and Japanese yen.

Expectations about the Federal Reserve mon-
etary policy changed at the end of the period,
and the US dollar started to appreciate parallel to
growing signals about the recovery of the
economy. Repatriation of large investment flows in
US dollars associated with the close of the calen-
dar year was also a factor behind the appreciat-
ing US dollar. At the same time, in December
2009 concerns about difficulties of some euro
area countries relating to their debt began to
mount, impacting negatively the value of the euro.

During the first quarter of 2010 the appreciation
of the US dollar may be curbed by the decreas-
ing risk aversion and the recovery of arbitrage
trading. The USD/EUR exchange rate adjustment
will probably also result from technical factors that
will offset the very fast appreciation of the US
dollar in December 2009. Given the unchanged
market fundamentals and the growing signals
about absorbing liquidity at the global level, a
gradual depreciation of the US dollar may be ob-
served during the first half of the year.3 TALF (Term Asset-backed Securities Loan Facility) – a programme for

extending loans in exchange of collateral of structured products (AAA-
rated), secured by the value of student and consumer loans, loans to
small and medium businesses, as well as loans for purchasing motor
vehicles and loans for financing purchases or construction of property
for trading.
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International Prices of Crude Oil, Major
Raw Materials, and Gold

Crude Oil

During the fourth quarter of 2009 the price of
Brent crude oil fluctuated within the range of
USD 70 to USD 81. Expectations about faster re-
covery of world economy and the cold weather in
the Northern Hemisphere were the major factors
behind the upward price dynamics.

Revised data of the International Energy Agency
(IЕА) on crude oil market show a slight rise in
demand over supply during the January to Sep-
tember 2009 period. According to preliminary
data, this showed in the moderating growth in oil
products’ inventories in the OECD from 4.8 per
cent on an annual basis in the second quarter to
3.3 per cent in the third quarter.

In January the IЕА projections are for a con-
traction in world crude oil demand by 1.7 per
cent in 2009: up 0.7 percentage points compared

The Balkan Region

All countries in the region reported GDP contraction in the third quarter of 2009. The overall downward trend in
fixed capital investment and, to a lesser extent, in private consumption remained sustained. The trade in goods, im-
ports in particular, also decreased. Industrial production stabilized in the third quarter of 2009, but recovery signals
were far from certain. In the fourth quarter of 2009 the downward trend in inflation came to a halt mainly due to the
increase in fuel prices. Macedonia reported deflation on an annual basis for a third consecutive quarter.

Expectations point to a slight economic recovery in the first half of 2010 and to a negative annual growth.

   Real GDP Growth and Inflation in Balkan Countries (Quarterly)

  2007  2007  2007  2007  2007 20082008200820082008 20092009200920092009

TotalTotalTotalTotalTotal IIIII IIIIIIIIII IIIIIIIIIIIIIII IVIVIVIVIV TotalTotalTotalTotalTotal IIIII IIIIIIIIII IIIIIIIIIIIIIII IVIVIVIVIV TotalTotalTotalTotalTotal

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

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

  Sources: Statistical institutes and central banks of respective countries.

6.2 7.0 7.1 6.8 3.5 6.0 -3.5 -4.9 -5.4
4.5 2.7 2.7 2.0 0.7 2.0 -0.5 -1.2 -1.7
5.9 6.4 7.9 6.4 1.2 4.8 -0.9 -1.4 -1.8
6.3 8.2 9.3 9.2 2.9 7.3 -6.2 -8.7 -7.1
4.7 7.2 2.8 1.0 -6.5 0.9 -14.7 -7.9 -3.3
5.5 4.3 3.4 1.6 0.2 2.4 -6.7 -6.3 -5.7
6.9 8.8 6.4 4.6 3.0 5.5 -4.2 -4.2 -2.3

7.6 12.4 14.0 12.6 9.1 12.0 5.1 3.1 0.8 0.9 2.5
3.0 4.3 4.8 4.8 3.1 4.2 1.8 0.8 0.8 2.0 1.4
2.3 9.5 9.9 8.4 5.5 8.3 0.9 -0.6 -1.4 -2.1 -0.8
4.9 8.0 8.6 8.2 6.9 7.9 6.8 6.1 5.0 4.5 5.6
8.8 8.8 10.3 11.7 10.9 10.4 8.4 5.7 5.3 5.7 6.3
2.9 5.9 6.5 7.4 4.5 6.1 3.8 2.8 1.2 1.6 2.4
6.4 13.4 15.8 12.3 10.2 12.9 9.7 8.1 7.7 5.8 7.8

with September projections. Asian economies
which at present are recovering considerably
faster compared with the euro area and the
United States contributed mostly to higher de-
mand.

Market expectations about oil prices in the first
half of 2010 fluctuate within the range of USD 70
to USD 90 per barrel.

Crude Oil Prices
(USD per barrel)

Source: World Bank.
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Price Indices of Major Commodities and Commodity Groups
(2007 = 100)

Steel Copper

Foods Wheat

Sources: World Bank, ECB, BNB.

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

Source: IEA.

WTI Crude Oil Futures Prices (Average Price of the
Contract in the Corresponding Month)
(USD per barrel)

Source: JP Morgan.

Major Raw Materials and Commodity Groups

Favourable developments in the industrial sector
stemming from the fiscal stimuli in leading econo-
mies and the high demand in China were the ma-

jor factors behind ongoing metal price rises. In
the fourth quarter of 2009 the increase in the
metal price index moderated to 7.2 per cent on a
quarterly basis with price rises registered mainly
in non-ferrous metals: zinc (26 per cent), lead (19
per cent), copper (13 per cent) and aluminum (11
per cent). The prices of steel products remained
almost unchanged compared to the third quarter.
Steel output dropped by some 8 per cent in
2009, with all major producing countries, exclud-
ing China and India, reporting a substantial fall in
output. In 2009 China produced 13.5 per cent
more steel compared with 2008. The prevailing
expectations about metal prices point to price
rises in the first half of 2010, but al lower rates
than those observed in 2009.

In the fourth quarter of 2009  the food price in-
dex picked up 5.5 per cent on a quarterly basis.
Beverages and vegetable oils had a major contri-
bution to this by some 12 per cent and 7 per cent
respectively. The rise in the prices of cereals was
negligible (1.2 per cent), with prices of wheat and
rice falling by some 7 per cent and 2 per cent
respectively and the price of maize growing by
around 13 per cent. According to the US Depart-
ment of Agriculture and the International Grains
Council, global wheat yields during the 2009/2010
season are expected to drop by approximately
1.2–1.7 per cent: an upward revision of about 1
percentage point compared with September 2009
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projections. Wheat inventories are expected to
grow by some 17 per cent during the season (an
improvement by almost 5 percentage points com-
pared with the previous projections).

Expectations about food prices point to in-
creases within the range of about 4 per cent to 8
per cent on a quarterly basis over the first half of
2010. Factors related both to global demand as a
result of the gradual recovery in world economy
and to global supply in view of diminishing land
under crop in some regions will impact prices.

Gold

Over the fourth quarter of 2009 the average
gold price (one-month futures) went up to
USD 1100.6 per troy ounce (14.5 per cent on a
quarterly basis). A weaker rise was reported in
euro (11 per cent) due to the appreciation in the
European currency.

Over the period the gold price reflected the
dynamics of the US dollar to the euro exchange
rate and, more generally, investors’ inflation ex-
pectations. The correlation between gold and the
USD/EUR exchange rate went up, while the corre-
lation between gold and commodity prices went
down to comparatively low and even negative
levels.

Spot Price of Gold
(USD per troy ounce)

Source: The London Bullion Market Association.

The most noticeable appreciation was registered
in November following the effective sale of 200
tons of physical gold to India by the IMF. Conse-
quently, other, smaller central banks also pur-
chased gold from the 403 tons earmarked for
sale. These purchases were part of the
programmes for diversification of certain countries’
foreign exchange reserves; nevertheless, they had
a significant effect on the market price.

The signals about Federal Reserve and ECB
monetary policy will be a key indicator of the
behaviour of gold investors in 2010. The bulk of
exposures in gold are financed at a low borrow-
ing interest rate in US dollars and a putative
change in the interest on federal funds in the
United States will have a direct effect on the
costs of maintaining these positions.

Bulgarian External Debt Dynamics on
International Financial Markets

During the fourth quarter of 2009 the spread of
the yield on the Central and East European coun-
tries’ government debt continued to contract slowly
and steadily. The JP Morgan Euro EMBI Global
index declined by 11 basis points, while the fluc-
tuations of the index were within a narrow range of
173 to 209 basis points and at the end of the
quarter it reached the level of 170 basis points.

Government Securities Yield Spreads
(Euro EMBI Global index)
(basis points)

Source: JP Morgan.

The major factors behind the downward dynam-
ics were the lower risk aversion on the part of
investors and growing expectations of a recovery
in the world economy.

Over the review period perceptions about the
Central and Eastern Europe reported improvements
compared to the third quarter of 2009. This was
related to the implementation in certain countries of
programmes financed by the IMF and the EU, as
well as to the stabilisation of public finance. Invest-
ment perceptions were also affected by the projec-
tions that were revised towards a lower decline in
some of the economies in the region.

Bulgaria’s government debt spreads, measured
by the JP Morgan index, exhibited a general
downward market trend throughout the period, re-
porting an 8 basis point decline to 224 basis
points.
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Capital inflows to Bulgaria were lower compared
to previous years due to the global economic cri-
sis. The current account deficit also contracted,
and the external position of Bulgaria was adjusted
smoothly and in line with our expectations. Ac-
cording to preliminary balance of payments data
for the January to November 2009 period, the
overall deficit on the current and capital accounts
amounted to EUR 2.1 billion (compared to EUR
7.4 billion in the same period of 2008), with for-
eign direct investment covering 125 per cent of
the deficit. Over the same period a surplus of
EUR 2.2 billion was reported on the balance of
payments financial account, and the total balance
of payments recorded a deficit of EUR 655.1 mil-
lion.4

The Issue Department balance sheet figure
came to BGN 25.27 billion (EUR 12.92 billion) by
end-December 2009, with the increase in assets
in 2009 reaching BGN 0.4 billion (EUR 0.21 bil-

2. Financial Flows, Money and Credit

Cash Flows Which Prompted Significant Changes in
Gross International Reserves

(million EUR)

 External flows  2009     IV quarter
      2009

Total for the period -265 394
Purchases and sales of euro -1 282 174
at tills -35 -7
banks, incl. -1 247 181
     bank’s purchases 112 527 24 263
     bank’s sales -113 774 -24 082
Flows on accounts of banks, the MF, etc. 1018 220
Minimum required reserves 159 213
Government and other depositors* 859 7

* A total of SDR 610.9 million (EUR 665.7 million) received on 28 August
and 9 September 2009 have been included in the government and other
depositors item.

Source: BNB.

The external position of Bulgaria’s economy remained stable. The capital inflows to Bulgaria were positive, and
foreign direct investment for the January – November 2009 period financed 103 per cent of the current account defi-
cit. The contraction in the balance of payments current account deficit to 9.1 per cent of GDP (down from 24.8 per
cent in the corresponding period of 2008) was smooth and in line with expectations. We expect these developments
to continue in the first half of 2010. Over the same period the positive growth of exports in goods and services will
continue to be the key factor behind the further decrease in the current and capital account deficit on an annual basis.

Between January and November 2009 the bal-
ance of payments financial account recorded a
surplus of EUR 2245.4 million mainly due to:
1) attracted net foreign direct investment worth
EUR 2522.4 million; 2) an increase of EUR 353.3
million in other sectors’ net credit obligations; and

4 At its meeting on 2 April 2009, the G20 Heads of State or Government
decided on the allocation of SRDs to the amount of USD 250 billion
(around EUR 186.7 billion as of the date of the decision) to all IMF
member countries as a measure designed to address the effects of the
global financial and economic crisis. This entitles each IMF member
country to acquire SDRs of up to 75 per cent of its quota in the IMF.
Pursuant to this decision of 7 August 2009, taken with a majority of 85
per cent of the votes of IMF member countries, the IMF Board of Gov-
ernors approved a resolution on the total allocation of SDRs. The Gover-
nor of the Bulgarian National Bank in his capacity of a Governor for

lion). The average monthly coverage of imported
goods and services by BNB international reserves
reached 7.8 months as of November 2009 against
6.0 months a year earlier.5

Financial Flows and External Position
Sustainability

Bulgaria in the IMF voted in favour of the resolution, expressing the joint
position of the government and the central bank. Pursuant to this deci-
sion, on 28 August 2009 Bulgaria received SDR 474.6 million (around
EUR 517 million) and on 9 September 2009 another SDR 136.3 million
(EUR 148.7 million). These SDRs are included in Bulgaria's international
reserves, but in line with the reporting methodology applied are not
recorded in the balance of payments.
5 The average value of imports of goods and services for the last 12
months and BNB reserves by the end of November were used in the
calculation of this indicator.

3) an increase of EUR 205.1 million in the net
financial obligations of the general government
sector.

BNB international reserves increased by
EUR 205.7 million in 2009, marking an increase of
more than EUR 1 billion in the second half of the
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year which offset the decrease from early 2009
driven by the reduction in the minimum required
reserves maintained with the BNB.6 The increase
in international reserves in the second half of
2009 reflected, on the one hand, the general SDR
allocation made by the IMF to its members in pro-
portion to their existing quotas to the amount of
EUR 665.7 million and on the other hand, the
positive overall balance of payments of EUR 512.4
million for the September – November 2009 pe-
riod.

The dynamics of the balance of payments in the
first half of 2010 will largely depend on euro area
and global economic developments. Reflecting on
the analysis of existing economic factors and
trends, our baseline scenario foresees sustained
positive net capital inflows to Bulgaria mainly in
the form of foreign direct investment. These ex-
pectations reflect the sustainability of the economy
and the banking system, as well as the balanced
budget fiscal policy pursued by the government.

The sustainability of Bulgaria’s external position
is based on the structure of financial and capital
inflows. The capital flows were mainly in the form
of foreign direct investment. As a result of this
structure, Bulgaria’s external position is
characterised by low risk of potential speculative
capital withdrawal. The share of portfolio invest-
ment in Bulgaria’s gross international liabilities
stood at 3 per cent by the end of September
2009. The short-term external debt has been fall-
ing since early 2009, posting a decrease of
EUR 379 million over the January – November
period, and its share in Bulgaria’s gross external
debt fell to 34.4 per cent as of November 2009
compared to 35.5 per cent as of December 2008.
International reserves covered a 101.5 per cent of
the short-term external debt by November 2009.

Foreign direct investment in Bulgaria came to
EUR 2630.3 million between January and Novem-
ber 2009.7 Over the same period of 2008 data on
foreign direct investment were revised upwards
several times and currently amount to EUR 6049.8
million. For the first eleven months of 2009 foreign
direct investment provided coverage of 103 per
cent of the current account deficit (against 79 per
cent in the corresponding period of 2008) and

125 per cent of the current and capital account
deficit (against 81 per cent in 2008).8

By November 2009 net foreign direct investment
accounted for 9 per cent of the annual GDP for
the last four quarters. In the first two quarters of
2010 the net inflows of foreign direct investment
as a percentage of GDP are expected to remain
close to that level.

Direct investments attracted in the first eleven
months of 2009 were mostly in the form of equity:
EUR 1912 million (72.7 per cent of the total in-
flow). Between January and November non-resi-
dents’ investment in real estate came to
EUR 489.8 million (EUR 1277.6 million in the cor-
responding period of 2008). Regardless of the
decrease in 2009, receipts from acquisition of real
estate in Bulgaria by non-residents were higher
than the average observed in the years prior to
2006.

Between January and November 2009
EUR 430.9 million were attracted in the form of
other capital (16.4 per cent of total inflow). Pre-
liminary estimates of reinvested earnings were for
EUR 287.4 million over the review period or
EUR 212.9 million less than in the corresponding
period of 2008.

By end-2008 real estate operations and busi-
ness services (22.8 per cent), manufacturing (18
per cent), financial intermediation (17.5 per cent),
and trade and repairs (14.3 per cent) occupied
the largest shares in the structure of cumulative
foreign direct investment by industry. These indus-
tries retained to a large extent their key position
in the structure of foreign direct investment be-
tween January and September 2009. In the struc-
ture of investment, the annual change points to an
increase in the share of financial intermediation
(39.9 per cent) and transport and communications
(10.7 per cent) and a decrease in the share of
real estate and business services (18.5 per cent)
and manufacturing (10.2).

The composition of FDI by country in the Janu-
ary to November 2009 period suggests that for-
eign direct investment attracted from the Nether-
lands (32.9 per cent of total foreign direct invest-
ment), Germany (11.9 per cent), and Austria (9.4
per cent) had the largest shares.

6 For further details on BNB policy in early 2009 see Economic Review,
1/2009.
7 According to preliminary data.

8 Practice shows that original data on foreign direct investment are
usually revised upwards, which may result in an increase in the current
account deficit.
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Over the same period Bulgaria’s gross external
debt increased by EUR 18.1 million. Net repay-
ment of borrowed funds amounted to EUR 5.9
million (revaluations and the net change in trade
and revolving loans excluded). Over the eleven
months of 2009 loans and deposits of EUR 5569.3
million were received, and principal payments of
EUR 5575.2 million serviced. As a result, by end-
November 2009 Bulgaria’s gross external debt
reached EUR 37 billion or 110.4 per cent of the
reported GDP for the last four quarters.

In the first eleven months of 2009 general gov-
ernment external debt increased by EUR 226.2
million mainly due to a loan received by the World
Bank in June. The total amount of public and
publicly guaranteed external debt increased by
EUR 181.2 million and came to 11.2 per cent of
Bulgaria’s total external debt.

Private non-guaranteed external debt declined
by EUR 163 million between January and Novem-
ber 2009, with deposits by non-residents
(EUR 833.8 million) and long-term loans repaid by
local banks (EUR 560.1 million) contributing most
significantly. Banks’ short-term loans increased by
EUR 487.7 million. Banks’ debt to parent banks
incurred in connection with their activity in Bul-
garia occupied a large share in banks’ external
debt (76.5 per cent as of September 2009). The
reduced minimum required reserves allowed
banks to cut the amount of their gross external
debt by EUR 1.56 billion between December 2008
and November 2009 and this led to a decrease in
that share to 17.4 per cent as of November 2009.
While the banking system reduced its external
liabilities, the external liabilities of the non-bank
sector increased over the review period, although
to a lesser extent compared to 2008.

In the first eleven months of 2009 intercompany
loans increased by EUR 773 million and their
share in total debt rose to 42 per cent. This de-
velopment points to a long-term interest of foreign
owners of local companies in Bulgaria’s economy.
Intercompany loans received between January
and November 2009 were EUR 2.5 billion9 and
the share of loans related to direct investment
rose to 42.1 per cent of Bulgaria’s external debt.

Gross External Debt
(million EUR)

Source: BNB.

The service of gross external debt in January –
November 2009 reached EUR 6.2 billion com-
pared to EUR 6 billion in the corresponding pe-
riod of the prior year. The largest share in newly
declared loans for the January – November 2009
period was occupied by intercompany loans (44.4
per cent) and banking sector loans (24.4 per
cent).

The average weighted interest rates on new
loans declared over the same period suggest that
the cost of external borrowed funds decreased on
an annual basis: in euro by 2.2 percentage points
to 3 per cent and in US dollars by 0.5 percent-
age point to 5.7 per cent respectively. The differ-
ential between interest rates on long-term loans to
corporations, extended by local banks and inter-
est rates on external long-term loans remained
unchanged. The interest rate differential on euro-
denominated loans was 5.6 percentage points
and that on US dollar-denominated loans – 1.4
percentage points.

By September 2009 there was no notable
change in the structure of private non-bank exter-
nal debt by industry. The largest share in the ex-
ternal debt of other sectors was occupied by
electricity, gas and water (20.7 per cent), followed
by real estate operations, lessors activities and
business services (18.7 per cent) and financial
intermediation (14.2 per cent).  The largest share
in intercompany loans was occupied by financial
intermediation (21.1 per cent) and real estate op-
erations, lessors activities and business services
(17.7 per cent).

In the maturity structure of gross external debt,
short-term external debt trended downwards,
reaching EUR 379 million, and its share fell to
34.4 per cent. Between January and November
2009 this development was underpinned by the
decrease in non-residents’ deposits with local

9 Based on the previous revisions, it may be expected that the regis-
tered volume of intercompany loans will increase in the future.
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period nominal imports and exports decreased by
34.6 per cent and 24.3 per cent respectively on
an annual basis. The fast decline in imports per-
tained to reduced investment and production ac-
tivity and hence, to lower demand for investment
goods, commodities, materials and energy re-
sources. The demand for consumer goods also
contracted, but the share of this group was the
smallest (17.3 per cent for 2008) compared to
those of investment goods (27.4 per cent) and
raw materials and supplies (33.5 per cent). Ac-
cordingly, it contributed less to the reduction in
total imports. In the second half of 2009 some
positive trends were recorded in imports dynam-
ics – the negative annual growth rate gradually
improved to a positive growth of 3.8 per cent in
November. Our expectations point to an increase
in exports on an annual basis and to a further
decrease in imports in the first half of 2010.

Between January and November 2009 the bal-
ance on services, the capital account and the
balance on income improved by EUR 529.2 mil-
lion, EUR 414 million and EUR 199.6 million re-
spectively on the corresponding period of 2008.

The balance on services recorded a surplus of
EUR 1367.4 million over the January – November
2009 period against EUR 838.1 million in the cor-
responding period of the prior year. The improve-
ment was mostly attributable to lower costs for
external services rather than to higher receipts.

For the January – November 2009 period the
income deficit was EUR 657.6 million and im-
proved by EUR 414 million on the corresponding
period of 2008.

Net current transfers for the first eleven months
of 2009 amounted to EUR 461.5 million: down
EUR 40.6 million on an annual basis mainly due
to lower EU funds inflow. Transfers received from
the EU exceeded payments on Bulgaria’s contri-
bution to the Community budget by EUR 21.1
million and contributed to the positive net trans-
fers of EUR 114.2 million to the general govern-
ment. The receipts from private current transfers
fell by EUR 153.5 million on an annual basis.
Transfers abroad also declined by EUR 125 mil-
lion. As a result, net transfers to the private sector
decreased by EUR 28.5 million on an annual ba-
sis. As usual, cash transfers between residents
and non-residents (EUR 278.6 million over the
review period) had the largest share in net trans-
fers.

banks of EUR 840 million and in other sectors’
trade credits of EUR 132.5 million.

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

Source: BNB.

As regards gross external debt currency struc-
ture, the euro retained its leading position: 87 per
cent by September 2009. It occupied the largest
share (92.7 per cent) in intercompany loans and
the smallest share in the general government sec-
tor (74 per cent).

Between January and November 2009 Bulgaria’s
gross foreign assets fell by EUR 11.7 million. For-
eign assets of local banks decreased by
EUR 279.8 million and non-financial sector depos-
its abroad picked up by EUR 61.1 million. As a
result of Bulgaria’s gross foreign assets and gross
external debt dynamics, the net external debt re-
mained almost unchanged: EUR 19.4 billion by
the end of November 2009, or 57.8 per cent of
the projected GDP for 2009.

The strong interdependence between the capital
flows on the balance of payments financial ac-
count and the current account balance was re-
tained in 2009. Between January and November
2009 the total current and capital account deficit
contracted to EUR 2102.1 million against
EUR 7433.5 million in the corresponding period of
the prior year consistent with the lower foreign
capital inflows. As a result of these developments
in the main components of the balance of pay-
ments, foreign investment inflows covered the total
current account deficit. By November 2009 cur-
rent and capital account deficit (on an annual
basis) accounted for 9.1 per cent of projected
GDP for 2009 and a year earlier this deficit repre-
sented 24.8 per cent of the annual GDP.

The trade balance recorded the most significant
improvement, with trade deficit falling by EUR
4229.3 million and coming to EUR 3727 million for
the first eleven months of 2009. Over the same
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Dynamics of International Reserves, Foreign Direct
Investment and Current Account (on an Annual Basis)
(million BGN)

* Data as of November 2009.

Source: BNB.

The improvement in capital transfers was en-
tirely attributable to the EU funds inflow. Net capi-
tal transfers from the EU to the general govern-
ment sector came to EUR 454 million: up
EUR 203.6 million on an annual basis.

The uncertainty surrounding the economic re-
covery of the euro area and the world in the first
half of 2010 remained high. On the basis of cur-
rent developments analysis the current and capital
account deficit is expected to remain between 4
and 7 per cent of GDP on an annual basis in the
first half of 2010, and FDI inflows are expected to
offset it completely.

Monetary Aggregates

In the fourth quarter of 2009 reserve money
sustained its negative annual growth, but the an-
nual decrease contracted to -8.7 per cent against
-16.6 per cent in the third quarter. This trend
reflectied the fading of the base effect related to
the higher rate of minimum required reserves until
November 2008. By the end of December, banks’
deposits with the BNB were 2.2 per cent less
compared to the corresponding month of the pre-
vious year, or down by 25.8 per cent by end-
September. Concurrently, currency in circulation
continued to decrease on an annual basis, reach-
ing 12.3 per cent by end-December. This devel-
opment in currency in circulation was mostly at-
tributable to lower employment, higher wage rises
and lower inflation. The lower demand for cash
reflected also the effect of interest rates on time
deposits providing incentives for the economic
agents to save in the form of bank deposits. In
the first months of 2010 the annual rate of decline
in currency in circulation is expected to gradually
moderate, while banks’ deposits with the BNB are
expected to increase on an annual basis.

Reserve Money
(annual rate of growth, %) (volumes, million BGN)

Source: BNB.

Bank Deposits with the BNB
(million BGN)

Source: BNB.

The annual broad money growth slightly accelerated, although it remained relatively low, reflecting the economic
activity slowdown and lower lending growth rates. Interest rates on time deposits remained at the levels reached in
early 2009.
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Currency in Circulation
(annual rate of growth, %) (volumes, million BGN)

Source: BNB.

Redistribution of liquidity between the main eco-
nomic sectors reflecting government activities in
the third quarter of 2009 was relatively lower com-
pared to the previous quarter. The main net ben-
eficiary of financial resources from the consoli-
dated budget (4 per cent of the GDP for the re-
view quarter) was the non-bank non-government
sector owing to the excess of budget expenditure
over income. Liquidity provided to this sector was
funded by a decrease in government and other
budgetary organisations’ deposits with the BNB of
BGN 496.7 million. Furthermore, the budget with-
drew liquidity from the central bank and the finan-
cial sector (excluding the BNB) mainly in the form
of corporate tax and interest income to the
amount of 1.2 per cent of GDP. In the third quar-
ter the budget had a neutral impact on external
sector liquidity, and the positive net financing by
the EU budget (BGN 90 million) was offset by the
outflow of resources for servicing external loans.

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

Sources: MF, BNB.

The annual growth of broad money remained
low, although showing signs of acceleration in the
fourth quarter and reaching 4.3 per cent by end-
December. In the first half of 2010 annual broad
money growth is expected to increase slightly in
line with the gradual economic activity slowdown.

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

Source: BNB.

M1 monetary aggregate posted an annual de-
cline of 8.8 per cent by end-December. This was
driven by the developments in currency outside
banks and the decline in overnight deposits which
went down by 7 per cent compared to December
2008.  By end-December overnight deposits of
non-financial corporations in domestic and foreign
currency decreased by 22.8 per cent and 13.1
per cent respectively on an annual basis, while
overnight deposits of households in levs went
down 6.4 per cent and those denominated in for-
eign currency declined by 25.4 per cent. The de-
cline in overnight deposits was largely attributable
to moderate bank lending, ongoing repayment of
obligations and shifts from overnight to time de-
posits.

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

Source: BNB.

The annual growth rate of quasi-money came to
14.5 per cent by end-December. Deposits with
agreed maturity of up to two years still contrib-
uted the most to the quasi-money growth, with
household deposits in levs going up by 29.9 per
cent on an annual basis by the end of December
and those in foreign currency by 22.9 per cent
respectively. Non-financial corporations’ lev de-
nominated deposits with agreed maturity of up to
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realized net foreign currency sales of EUR 416.8
million for the October – December period.

Currency Sales or Purchases between Banks and the BNB
(on a monthly basis)
(million EUR) (million EUR)

Source: BNB.

Interest Rates on New Time Deposits
(average weighted by maturity)
(%)

Source: BNB.

Interest rates on new time deposits remained at
early 2009 levels. By December the average inter-
est rate on time deposits denominated in levs
reached 7.18 per cent and the average interest
rate on time deposits denominated in euro came to
5.43 per cent. In the following months interest rates
on time deposits are expected to gradually de-
cline. These expectations are supported by the
gradual stabilization in international financial mar-
kets, high banking system liquidity (the liquidity
ratio was 21.9 per cent in December) and lower
lending activity resulting in a weaker demand for
resources for financing credit operations.

As regards the distribution of interest rates on
household deposits with maturity of up to one
month by bank, the number of banks offering
rates within the 4 to 5 per cent band increased at
the expense of those offering rates within the 5
and 6 per cent and 3 and 4 per cent bands re-
spectively. In December the average interest rate
level decreased compared to the level observed
in August 2009, thus the level of dispersion was
sustained.

two years decreased by 10.5 per cent on an an-
nual basis and the annual growth of deposits in
foreign currencies reached 10.9 per cent.

Interbank money market rates posted a de-
crease relative to the values reported in the third
quarter of 2009. The average interest rate on
transactions concluded on the interbank money
market went down from 1.58 per cent in Septem-
ber to 0.64 per cent in December. Following a
similar trend, LEONIA decreased from 1.46 per
cent in September to 0.39 per cent in December,
with the spread vis-à-vis interest rates on inter-
bank overnight deposits in the euro area falling
from 110 basis points in September to 4 basis
points in December. In January 2010 LEONIA
came to 0.24 per cent and the spread vis-à-vis
EONIA to -10 basis points respectively. The
spread corresponded to the average levels of the
autumn of 2007 when the first signs of the global
financial crisis appeared.

LEONIA/EONIA
(%)

Source: BNB.

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

Source: BNB.

The average daily volume of transactions in in-
terbank money market between October and De-
cember 2009 contracted to BGN 258.5 million,
down from BGN 297.4 million in the third quarter
of the year. In addition to money market transac-
tions, banks also used foreign currency trading
with the BNB as a liquidity management tool and
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The downward trend in credit growth was sustained due to weaker demand and the tightening of banks' credit
standards. The reduction in interest rates in the interbank money market in the euro area and in Bulgaria has not yet
passed through to lending interest rates.

Distribution of Interest Rates on Household Lev Deposits
with Maturity of up to One Month

as of August 2009
frequency (number of banks)

The growth rate of claims on the non-govern-
ment sector is expected to moderately accelerate
in the first two quarters of 2010, although staying
close to its current level.

The positive lending growth and the decline in
GDP influenced the dynamics of the claims on the
non-government sector to GDP ratio. By the end
of September 2009 this ratio reached 76.3 per
cent against 74.7 per cent in June 2009.

Domestic Credit
(share of GDP, %)

Source: BNB.

In the fourth quarter of 2009 banks’ funds at-
tracted from non-residents increased by
BGN 587.3 million and their foreign assets grew
by BGN 368.6 million.

Credit Aggregates

Uncertain macroeconomic environment contin-
ued to adversely affect lending by reducing credit
demand and acting as a factor for tightening
banks’ lending policies. As a result of the moder-
ate credit demand and banks’ tightened lending
standards, the rate of credit growth slowed down
further and by end-December the annual growth
of claims on the non-government sector fell to 3.8
per cent.

In the fourth quarter of 2009 claims on the non-
government sector increased by BGN 432.3 mil-
lion against an increase of BGN 1102.4 million
reported in the same period of 2008. The in-
crease of claims on the non-government sector in
the fourth quarter of 2009 reflected mainly the net
repurchase of loans by banks which amounted to
BGN 390.9 million (net) over the review period.

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

Source: BNB.

as of December 2009
frequency (number of banks)

Source: BNB.
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Claims on Households
(million BGN) (%)

Source: BNB.

Loans for House Purchase
(%)

Source: BNB.

During the last months of 2009 a gradual reduc-
tion in interest rates on consumer loans was ob-
served. As regards loans for house purchase and
loans to corporations, no distinct trend can be
discerned. The fall in the cost of financing in the
interbank money market in the euro area and in
Bulgaria has not yet spilled over to the cost of
deposits and hence, has not resulted in a sen-
sible reduction in lending rates in Bulgaria.

Interest Rates on Newly Extended Household Loans
in Levs
(%)

Source: BNB.

Foreign Assets and Liabilities of Banks
(million BGN)

Source: BNB.

Tightened lending policy and weaker credit de-
mand continued to curb growth in claims on non-
financial corporations. In the fourth quarter of
2009 claims on non-financial corporations rose by
BGN 96.2 million compared to BGN 408.1 million
in the same period of 2008. The annual growth
rate of these claims moderated further, reaching
2.2 per cent by the end of December.

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

Source: BNB.

Lending to households was also relatively weak.
This trend was underpinned by the tightening of
banks’ lending policy and the weaker demand for
loans reflecting higher uncertainty related to em-
ployment and income developments. In the fourth
quarter of 2009 claims on households went up by
BGN 272 million compared to an increase of BGN
505.7 million in the corresponding period of 2008.
Their annual growth rate moderated further, reach-
ing 5.8 per cent by the end of December. The
annual growth rate of loans for house purchase
slowed down to 8.4 per cent by the end of the
fourth quarter.
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Changes in Major Balance Sheet Items of Banks (Quarterly)
(million BGN)

20082008200820082008              2009             2009             2009             2009             2009

I II II II II I I I II I II I II I II I I I VI VI VI VI V IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V

Claims on non-financial corporations 3190.4 2047.4 408.1 166.1 41.5 363.9 96.2
Deposits of non-financial corporations 297.5 62.5 23.1 -1182.6 -33.1 139.0 -337.2
Claims on households 1634.8 1306.7 505.7 167.7 136.8 471.0 272.0
Deposits of households 954.3 1204.4 122.7 411.6 153.2 517.7 1300.7
Foreign assets 1099.2 -8.9 361.6 -199.2 181.7 17.6 368.6
Foreign liabilities 4304.6 1361.5 680.6 -1260.7 -28.2 -616.8 587.3
Claims on the general government sector -34.0 21.6 3.8 4.0 -101.6 -72.1 60.7
Deposits of the general government sector 322.8 -31.0 -188.7 -220.6 8.8 -213.5 -537.3
Claims on central government -34.1 22.1 -17.6 7.3 -115.4 -67.8 38.4
Liabilities to central government 145.2 -36.8 199.3 -356.4 -4.2 -83.2 -329.9

Source: BNB.

Claims on Non-government Sector (Quarterly)
(%)

                              Annual growth rateAnnual growth rateAnnual growth rateAnnual growth rateAnnual growth rate S t ruc tu reS t ruc tu reS t ruc tu reS t ruc tu reS t ruc tu re

20082008200820082008                  2009                 2009                 2009                 2009                 2009 DecemberDecemberDecemberDecemberDecember DecemberDecemberDecemberDecemberDecember

I II II II II I I I II I II I II I II I I I VI VI VI VI V IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V 20082008200820082008 20092009200920092009

Claims on non-government sector, incl.:Claims on non-government sector, incl.:Claims on non-government sector, incl.:Claims on non-government sector, incl.:Claims on non-government sector, incl.: 52.052.052.052.052.0 46.646.646.646.646.6 31.631.631.631.631.6 24.024.024.024.024.0 11.211.211.211.211.2 5.25.25.25.25.2 3.83.83.83.83.8
  on non-financial corporations 53.3 48.8 31.4 23.2 9.4 3.2 2.2 61.7 60.7
  on households and NPISHs 49.0 43.7 31.3 24.7 13.0 7.3 5.8 36.4 37.1
  on financial corporations 64.7 28.6 44.2 38.8 35.7 37.1 16.8 1.9 2.2

Source: BNB.

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

Source: BNB.

There is a high degree of uncertainty surround-
ing the developments in interest rates in the fol-
lowing months. A possible gradual decrease in
deposit rates is likely to help lower the cost of
borrowed funds.
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Over the first nine months of 2009 real GDP declined by 4.7 per cent on an annual basis. Labour market conditions
worsened and unemployment reached 9.1 per cent at the end of 2009.

In the first half of 2010 the economic activity decline is expected to slow down on the account of improved export
opportunities. It is expected that growth recovery will begin to affect the labour market favourably only towards the end
of the year.

3. Economic Activity

In the first nine months of 2009 real GDP fell by
4.7 per cent on the same period of the previous
year. Domestic demand, especially for investment
goods, had a negative contribution to GDP dy-
namics, while net exports of goods and services
recorded a high positive contribution of 11.6 per-
centage points to the change in GDP.

The physical import volume retained its decline
rate above 20 per cent in the three quarters of
the year. The pace of decline in exports gradually
decelerated from 17.4 per cent in the first quarter
of 2009 to 6.7 per cent in the third quarter (on an
annual basis). Between July and September 2009
exports of goods and services, reflecting also a
seasonal factor, exceeded the imports in nominal
terms for the first time in the last five years.

The global macroeconomic uncertainty, dramatic
declines in external and domestic demand, as
well as more conservative bank credit policy and
lower foreign investment inflows led to a change
in fixed capital investment dynamics. While this
component had a major contribution to value
added growth over the recent years, it decreased
on an annual basis by 23.2 per cent in real terms
in the first nine months of 2009 and by 36.5 per
cent in the third quarter of the year.

The decrease in nominal expenditure on acqui-
sition of fixed assets between July and September
was around 30 per cent annually, covering almost
all economic sectors with the exception of the
predominantly state owned sectors. In addition to
the industry and trade whose investments have
declined since the beginning of the year, the third
quarter saw a large deceleration in real estate
operations, lessors activities and business ser-
vices.

In response to the decreased demand, firms
reduced their stocks of materials, goods for resale
and finished goods. As a result, the physical
change in inventories had a large negative contri-
bution of 7.4 percentage points to the change in
real GDP in the first nine months.

Over the same period final consumption fell by
4.4 per cent in real terms compared with the
same period of 2008, its contribution to GDP
growth turning negative at 3.7 percentage points.
Although current household income retained its
positive growth, household consumer expenditure
fell by 5.7 per cent in real terms which may be
ascribed to the uncertainty about future incomes
and postponement of durables purchases. The
increasing unemployment also affected consump-
tion declines. Government expenditure had no
sizable effect on GDP dynamics, its contribution
coming to 0.3 percentage points in the first nine
months.

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

Source: NSI.

Gross value added in industry between January
and September 2009 fell on an annual basis by
3.2 per cent in real terms. In the first half of the
year value added decreased by 2.3 per cent on
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GDP by Component of Final Consumption (Real Rate)
(%, on corresponding period of previous year)

          20072007200720072007   2008  2008  2008  2008  2008 20092009200920092009

IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V IIIII I II II II II I I I II I II I II I II I I

Consumption, 6.0 5.0 4.2 4.5 4.7 4.8 5.4 1.4 -5.4 -3.7 -4.2
incl.
Household consumption 7.8 6.1 5.1 2.7 6.5 5.4 6.5 1.5 -6.3 -5.6 -5.3
Final government consumption expenditure -1.2 -1.0 2.3 8.5 -2.9 4.1 -0.3 4.6 -2.1 -0.4 0.4
Collective consumption -2.7 0.7 -2.5 13.3 -5.8 0.3 0.9 -1.5 1.2 8.1 1.4
Gross fixed capital formation 35.9 24.7 19.7 14.0 15.5 28.6 22.3 15.8 -14.1 -16.3 -36.5
Exports of goods and non-factor services 3.7 5.3 5.4 6.0 9.2 5.1 3.8 -6.0 -17.4 -15.8 -6.7
Imports of goods and non-factor services 14.7 11.1 9.3 5.7 5.8 13.7 4.2 -3.2 -21.1 -24.3 -23.4
Real GDP growthReal GDP growthReal GDP growthReal GDP growthReal GDP growth 5.55.55.55.55.5 7.37.37.37.37.3 4.94.94.94.94.9 6.96.96.96.96.9 7.07.07.07.07.0 7.17.17.17.17.1 6.86.86.86.86.8 3.53.53.53.53.5 -3.5-3.5-3.5-3.5-3.5 -4.9-4.9-4.9-4.9-4.9 -5.4-5.4-5.4-5.4-5.4

Sources: NSI, BNB.

an annual basis, reflecting mainly the negative con-
tribution of manufacturing (-2.1 percentage points).
In the third quarter the decline deepened further to
reach 4.6 per cent as a result of the real drop in
value added in services and construction which
had negative contributions of 3 and 0.8 percentage
points respectively.

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

Source: NSI.

The annual decline rate of real GDP is expected
to slow down in the first half of 2010. The foreign
trade balance contribution will remain positive. In
line with the external environment improvement
and world trade revival, Bulgarian enterprises'
exports are expected to begin rising and to have
a major contribution to the industrial recovery.
High uncertainty of the global economic environ-
ment will continue to push down investment
goods demand by enterprises. Consumer demand
is anticipated to contract further on an annual
basis due to lower employment and retention of
wages at the level attained at the end of 2009.
The decline rate in household consumption will
continue to gradually slow down on an annual
basis on account of the retention of small positive
growth in disposable income and the lower base
effect in the first half of 2009.

Value Added Dynamics by Economic Activity
(%, on corresponding quarter of previous year)

Sources: NSI.
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Household Behaviour

Consumer demand declines over the first half of
2009 continued in the third quarter as well. In real
terms, household consumption posted a decrease
of 5.7 per cent on an annual basis between Janu-
ary and September. Households continued to re-
frain from purchases of non-food and durable
goods, while at the same time maintaining and
even increasing the levels of expenditure on es-
sential commodities, such as food, medicines,
toiletries, and housing costs. The household bud-
gets survey and retail trade data show that these
trends were sustained in the last quarter of 2009
as well.

Household incomes continued to record positive
growth. The average increase in the real wage bill
was 6 per cent in the first nine months, reflecting
the 9 per cent real wage growth. Concurrently,
unfavourable trends in the labour market10 deep-
ened. Employment declines intensified in 2009 to
reach 3.7 per cent on an annual basis over the
third quarter. Skilled workers prevailed in the
structure of lay-offs, followed by operators of fa-
cilities, machines and transportation vehicles. The
least-skilled workers had also a significant contri-
bution. This structure corresponds to the decline
in production of industry, construction and trans-
portation. Service workers and analytical special-
ists were less affected.

The labour force survey data show that the un-
employment level in the third quarter of 2009 re-
mained comparatively low at 6.7 per cent. This
indicator does not take into account the substan-
tial increase in the number of discouraged work-
ers. According to the Employment Agency data,
unemployment was 8 per cent at the end of Sep-
tember 2009.11 At the end of the year the number
of unemployed registered in the labour offices
reached 338,000 or 9.1 per cent, which matched
the end 2006 level.

Unemployment Expectations (Quarterly)
(balance of opinions)

Source: NSI − Consumer Survey.

The worsened labour market conditions led to
increased uncertainty among households about
employment and future income. NSI consumer
survey data show that consumer confidence re-
mained subdued and expectations of upward un-
employment dynamics increased. Against this
background, households postponed purchases of
durables and increased the savings rate. Similar
behaviour was recorded by household budget
survey data which show a clearly pronounced
upward trend in savings from 7 per cent of total
income in October 2008 to 12 per cent in Novem-
ber 2009.12 Concurrently, growth in net household
claims on banks over the year confirms the in-
creased propensity to save.

Tightened credit conditions and higher deposit
and lending interest rates compared with the pe-
riod from 2005 to the outset of the world crisis
(see Section 2) were also factors fostering sav-
ings and discouraging consumption.

Households Confidence Indicator
(balance of opinions)

Source: NSI − Consumer Survey.

10 For a detailed analysis, see the box entitled The economic crisis and
its impact on potential output level and dynamics.
11 The NSI labour force survey and Employment Agency statistics on
registered unemployed in the labour offices have different definitions of
‘unemployed’. Due to the difference, part of the persons reported by the
NSI labour force survey as discouraged may have been registered as
unemployed in the labour offices.

12 Savings are measured comparing the difference between the total
income and the total household expenditure to the total income. The
indicators are based on 12-month moving average.
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According to Ministry of Finance data, the budget deficit on a cash basis was BGN 529.5 million at the end of the year
(0.8 per cent of projected GDP for 2009). Based on estimates of the 2009–2012 Convergence Programme updated
in January 2010, the consolidated budget deficit on an accrual basis (under ESA95 methodology) came to
1.9 per cent of GDP.

Consumer Demand Dynamics (Quarterly)
(percentage growth in real terms on corresponding period of previous year)

   2008   2008   2008   2008   2008              2009             2009             2009             2009             2009

IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V IIIII I II II II II I I I II I II I II I II I I X ≠ X IX ≠ XIX ≠ XIX ≠ XIX ≠ XI

Consumer spending per household member 6.7 1.8 1.7 -0.7 0.1 -0.1 2.6 -0.7
Retail sales 11.2 7.8 4.4 -1.7 -9.4 -14.6 -16.0 Ì. ‰.
Income from retail trade 7.8 5.3 2.2 -1.2 -5.6 -10.1 -9.1 -9.4
incl.
   Food, drink, tobacco 4.6 0.0 2.4 4.6 3.3 2.5 2.4 1.5
   Automobile fuels and lubricants 3.4 4.0 0.8 -5.9 -8.3 -13.3 -3.8 -1.5
   Pharmaceutical and medical goods, cosmetics and toiletries 11.8 7.8 5.0 5.6 1.4 -1.1 -1.0 -0.7
   Textile, clothing, footwear and leather 22.9 13.1 2.3 0.1 -5.0 -8.4 -13.4 -14.0
   Household goods and home appliances 10.2 5.8 1.3 -1.7 -8.1 -16.9 -19.4 -19.2
   Computers and communication equipment 13.2 12.2 3.8 -4.5 -15.0 -17.6 -20.6 -23.8
Trade in automobiles and repairs 22.6 13.5 10.5 -4.6 -31.1 -38.1 -46.9 -44.5

Source: NSI – Household Budgets and Domestic Trade Survey.

Government Finance and Consumption

In the first nine months of 2009 consolidated
budget balance came to BGN -549.0 million. Over
the last quarter the government succeeded in
reversing the upward trend in monthly deficit ac-
cumulation, and small surpluses were reported in
October and November along with a deficit of
BGN 31.3 million in December. The MF data show
that Bulgaria's budget deficit in 2009 was BGN
529.5 million in line with the approved government
amendments to the SBL for 2009. The improve-
ment of the budget balance over the last quarter
was mainly due to the reduced expenditure and,

to a lesser extent, to slower rate of decline in tax
revenue following the measures for boosting tax
compliance.

The reduced expenditure over the last months
was associated with postponement of payment
obligations undertaken in 2009 which are likely to
be paid in the first quarter of 2010. For example,
payments to suppliers and construction compa-
nies, to the National Healthcare Fund, one-off
Christmas pension bonuses and a portion of na-
tional payments to agricultural subsidies were de-

Employment and Income Dynamics (Quarterly)
(% on corresponding period of previous year, unless otherwise indicated)

   2008   2008   2008   2008   2008              2009             2009             2009             2009             2009

IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V IIIII I II II II II I I I II I II I II I II I I I VI VI VI VI V

Employed 4.8 3.4 3.0 2.1 -0.3 -1.8 -3.7
Real wage 8.2 10.5 7.3 10.5 9.6 8.1 8.9
Wage fund 14.1 14.8 10.6 13.2 9.0 5.5 3.5
Unemployment at the end of the period, % of the labour force 6.8 6.0 5.8 6.3 6.9 7.3 8.0 9.1

Sources: NSI – SNA, Employment Agency.

Consumption dynamics in the first half of 2010
will be driven by the conditions and prospects in
the labour market where unemployment will further
increase. Over the same period income growth
will continue to slow down which along with the

increased number of unemployed will impinge
negatively on consumer demand. These
unfavourable processes in the labour market will
limit household expenses, and consumption is
expected to continue declining, albeit at lower
rates.
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13 According to the Agricultural State Fund Report of 21 December
2009, 30 per cent of all direct payments and 70 per cent of the addi-
tional national payments for agricultural land and animals are expected
to be made in early 2010.
14 See the Convergence Programme (2009–2012) published on the
Ministry of Finance website and on the European Commission website.
15 See the box entitled The Economic Cycle and Budget Revenue,
Economic Review, 2009, issue 3, p. 33.

16 The growth reflects not only the increase in the number of unem-
ployed but also the changes in the minimum and maximum amount of
compensation and its higher amount (130 per cent) in the first half of
the period of receiving the compensation.

layed.13 Accumulated arrears to the non-govern-
ment sector could have an adverse impact on the
concerned firms. At the same time, postponed
payments on contract obligations imply higher
adjustment of the 2009 budget deficit on a cash
and accrual basis (under ESA95 methodology)
with the accrual  deficit coming to 1.9 per cent of
GDP according to estimates of the updated Con-
vergence Programme of the Republic of Bul-
garia.14

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

Sources: MF, BNB.

The annual decline in consolidated budget rev-
enue and grants was 11.2 per cent by the end of
the third quarter and 8.4 per cent by the end of
December. Tax revenue dynamics was driven
primarily by the slowdown in economic activity.15

The decline in indirect taxes (16.4 per cent be-
tween January and September), reflecting the sig-
nificant drop in VAT income (22.6 per cent) and
excise (2.8 per cent, notwithstanding the increase
in main excise rates in early 2009), deepened in
the review period. The different dynamics of ex-
cise revenues as compered to VAT revenues
could be explained by the delayed and compara-
tively rigid reaction of excise goods to contracted
income and consumption. Over the last months
the decline rate of indirect taxes slowed down
from 16.4 per cent in September to 11.6 per cent
in December, reflecting mainly base effects and
to some extent effects from measures to
strengthen customs control and prevent VAT
fraud.

The decline of the growth rate of wages, which
have been practically frozen at their end-2008
levels affected negatively on the receipts from
social security contributions and personal income
tax. While slightly positive in the first two quarters
of 2009, their contribution to tax revenue dynam-
ics turned negative between July and September.
Over the same period profit taxes continued de-
clining by around 20 per cent on an annual basis.

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

Sources: MF, BNB.

Social and health insurance payments had a ma-
jor contribution to budget expenditure growth in the
first nine months of the year (by 20.1 per cent on
the same period of the previous year). Their
growth was driven by higher pension expenditure
(up 24 per cent on the first nine months of 2008).
The economic cycle effect on the budget expendi-
ture side was mostly seen in unemployment ben-
efits which rose by 242.5 per cent in the first nine
months of 2009 (from BGN 68.7 million as of 30
September 2008 to BGN 166.6 million over the
same period of 2009).16 However, their contribution
to overall expenditure growth still remains close to
zero. Between January and December the annual
growth rate of social expenses (including scholar-
ships) slowed down to 13.5 per cent, from 22.4
per cent in September, due to reduced and post-
poned December bonuses to the pensions and
other social benefits.
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Contribution of the Growth in Major Groups of Current
Non-interest Expenditure to Total Growth (Quarterly)
(%)

Sources: MF, BNB.

Expenditure restraint policy over the last months
of the year covered mainly maintenance and capi-
tal expenses, for which there is a higher degree
of discretion and possibility to postpone payments
on external services. Between August and De-
cember 2009 maintenance and investment expen-
diture fell by 35.6 per cent and 56.4 per cent
respectively as compered with the same period of
2008. The contraction in government’s current
non-interest expenditure will affect the government
consumption contribution to GDP growth. While in
the third quarter this contribution was slightly
positive (collective consumption at 0.1 percentage
points and final consumption at 0 percentage
points), it will be broadly negative for the year at
-1 percentage points of GDP.

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

Sources: NSI, BNB.

The expectations of the revenue side for the
first months of 2010 are associated with the bud-
getary effects from the continuing negative GDP
growth and higher unemployment, changes in tax
and social security policies and European funds
utilization. The negative cyclical impact on tax
revenue in the first two quarters will be most pro-
nounced in respect to corporate taxes but is yet

to be seen in the revenue from social security
contributions and personal income tax. The de-
cline in VAT revenue will be significantly lower
than in 2009 despite the reduced time limits for
VAT refunds since early 2010. In the first quarter
of 2010 VAT revenue is expected to match its
2009 level.

Tax legislation amendments effective since the
beginning of 2010 will have a positive net effect
on the budget revenue at 0.1–0.2 per cent of
GDP for the year. Major changes involve higher
excise duties of cigarettes and electricity and a
2 percentage point decrease in pension contribu-
tions.17 The minimum self insurance income will
be raised in 2010 and farmers will be subject to
taxation under the Law on Income Tax for Indi-
viduals which will increase their tax burden.

In 2010 one of the major challenges to the gov-
ernment is the utilization of funds under EU
programmes. By contrast with the previous three
years when Bulgaria received advance payments
under the structural and cohesion funds (EUR
634.9 million) and under the Rural Development
Programme (EUR 193.8 million), from 2010 the EU
budget funds will be channelled through interim
payments (repaid by the EU within two months
after they had been made by the national budget
and had been certified). Given the government
plans for a rapid absorption of these funds in-
tended to facilitate economic recovery, a signifi-
cant increase in the rate of paid to contracted
funds may be expected in 2010. Possible delays
in certifying these expenses could expand the
time gap between the payment and EU refunding
and worsen the budget balance in the first sev-
eral months of the year.

In 2010 the EU funds payments, including
cofinancing, will probably have stronger effects on
government expenditure as compared with 2009.
Government is expected to further adhere to a
strict fiscal policy in respect to all outlays fi-
nanced by the national budget. Based on the SBL
parameters, wage expenses are expected to de-
crease in the first two quarters of 2010 due
mainly to optimization of the number of employed.
No pension indexation is projected for the first
half of the year, and social expenses will rise by
approximately 10 per cent. The policy toward a

17 There are also amendments made to the Law on Corporate Income
Taxation (increased gambling tax), to the minimum insurance income for
self-insuring persons (raised to BGN 420) and to the procedure for
claiming back VAT.
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Since the middle of 2009 export sales of industrial enterprises have begun to rise on a monthly basis, while recession
in the services and construction sectors deepened further. Enterprises of all economic sectors reduced their expendi-
ture with a view to minimize the negative effect of the crisis on their financial performance.

significant reduction of capital and maintenance
expenditure will continue in the first half of 2010.
To this end, total government expenditure, includ-
ing the EU budget contribution, is expected to
remain below the level of the first half of 2009
despite the expected settlement of government

arrears and higher unemployment compensation.
Given the drop in current non-interest government
expenditure (social transfers excluded), the gov-
ernment consumption contribution to GDP growth
is anticipated to be negative in the first two quar-
ters of 2010 (-1 percentage point).

Behaviour of Firms and Competitiveness

Following the significant drop in global trade by
around 20 per cent by the end of 2008 and in
early 2009, since the second quarter of 2009 ex-
ternal demand for industrial goods has started to
recover gradually. Bulgaria's export oriented in-
dustries began to increase their export sales, with
positive month-on-month export growth rates be-
tween April and November matching those of
2005–2007.

Coke and oil products along with metallurgy
had a major contribution to export recovery.
These sectors are sensitive to global economic
cyclicity. Hence, they recorded fast declines at
the end of 2008 when the global financial crisis
turned to a global economic crisis. At the same
time, industries producing essential commodities,
such as food industry, are less sensitive to the
economic cycle. Export sales of processed food
and drink remained broadly resilient to the global
external demand decline. Over the second half of
2009 industrial turnover of food, drink and to-
bacco in the world posted high annual growth
(about 20 per cent).

Some industries as textile, clothing and footwear
and machinery continued to experience serious
difficulties in selling their output abroad despite
the gradual revival in the world economic situa-
tion. Problems in textile, clothing and footwear are
not associated solely with the global economic
crisis. Export sales of textile and clothing prod-
ucts contracted already in 2008 which is due to
the competitive pressure of third countries.

So far, export sales of machines and equipment
have also remained at very low levels. Low invest-
ment activity in the world restricted export possi-

bilities of the enterprises in this sector. Upon re-
covering external demand for investment goods,
these sectors are expected to resume their dy-
namic development.

Domestic industrial sales declined as a result of
lower domestic demand in early 2010. Metallurgy
and coke and oil output were most severely hit by
the economic crisis. Nominal income in these sec-
tors decreased due to lower prices and smaller
physical volume of the turnover. Weaker economic
activity was also associated with lower consump-
tion of electricity and gas by enterprises. In this
context, sales income in production and distribu-
tion of electricity, heating and gas between June
and November fell by 15.7 per cent on an annual
basis. The decreased construction activity also
contributed to the drop in domestic industrial
sales. Lower demand for construction materials
affected negatively the sales in sectors producing
rubber, plastics and other non-metal mineral prod-
ucts.

Growth Rate of Nominal Industry Turnover
(percentage change on same period of previous year)

Sources: NSI, BNB.

Manufacturing enterprises reacted to weaker
demand by improving their cost competitiveness.
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The value added to gross output ratio in industry
rose significantly from around 21 per cent in the
last years to 25–26 per cent in the second and
third quarters of 2009 matching the 2000–2003
values.

As a result of more stringent cost policy, manu-
facturing firms managed to cushion the negative
effect of the crisis on value added which fell by
9.1 per cent on an annual basis in the first nine
months of 2009. On a quarterly basis, the rate of
decline of value added slowed down from 17.8
per cent in the first quarter to 2.9 per cent in the
third quarter.

Value Added to Gross Output in Manufacturing
(seasonally adjusted data)
(%)

Sources: NSI, BNB.

Lower intermediate goods prices also contrib-
uted to cost competitiveness in manufacturing.
The intermediate consumption deflator was nega-
tive, while gross output deflator remained at the
average 2008 level. As a result, the value added
deflator in manufacturing increased and nominal
value added rose by 5.8 per cent.

To improve cost competitiveness, manufacturing
enterprises reduced labour costs through cutting
employment by 6.5 per cent and retaining com-
pensation per employee in the first nine months at
the previous year's levels. Sectors contributing
most significantly to the decrease in employment
are those which reported the largest contribution
to the fall in industrial sales: textile and clothing,
metallurgy, other non-metal mineral materials and
machinery. Following these measures, labour pro-
ductivity recovered its positive growth in the third
quarter (5.3 per cent on an annual basis). The
increased labour productivity and positive trends
in industrial exports suggest that labour costs
have already been adapted to the lower produc-
tion activity in industry.

Industrial Turnover Dynamics
between January and November 2009
(per cent on an annual basis)

Source: NSI, short-term statistics of employment.

Industrial Production Dynamics
between January and November 2009
(per cent on an annual basis)

Source: NSI, short-term statistics of employment.

Employment Dynamics in Industry
between January and September 2009
(per cent on an annual basis)

Source: NSI, short-term statistics of employment.

Wage Dynamics in Industry
between January and September 2009
(per cent on an annual basis)

Source: NSI, short-term statistics of employment.
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Industrial managers' opinions matched the
above trends in industry's development. Expecta-
tions and assessments of the current situation
were gradually recovering, albeit remaining volatile
in individual months.

Sectors oriented mainly to the domestic market
reacted with a certain lag to the initial slowdown
in economy. Similar to manufacturing, firms man-
aged to limit the effect of lower demand by im-
proving their cost competitiveness.

Moderation in construction activity lagged 2–3
quarters behind the dynamics of permits issued
for construction of new buildings. Since the end
of 2008 the decrease in the construction output
index has deepened, with a 22 per cent drop on
an annual basis registered in November 2009. In
the first nine months value added in this sector
fell by 6.2 per cent on an annual basis. The re-
duction in labour costs was achieved mainly
through lower employment (-2.9 per cent annually
between January and September). Most likely,
comparatively low response of labour costs per
employee is also due to undeclared labour in-
come in the sector which decreased over the pe-
riod but its fall was not reflected in the official
statistics. After the initial strong worsening in
labour productivity, this indicator partially recov-
ered in the second and third quarters of 2009,
remaining almost 1.5 per cent below the level of
the previous year. Construction entrepreneurs'
expectations and perceptions worsened over the
year along with the increased difficulties in run-
ning their business amid the uncertain economic
environment and financial problems. The short-
term outlook in this sector is not favourable and
returning to positive growth will follow with a lag
the increase in overall economic activity and re-
vival in financial flows.

Lower consumer demand since the beginning of
the year resulted in decreased retail trade vol-
umes. Between March and November 2009 an-
nual declines were 8 to 10 per cent on an annual
basis. However, wholesale trade posted more sig-
nificant declines in the second half of the year
(-17 per cent on an annual basis in July – No-
vember 2009). Similar gaps were observed in
2006 and 2007, probably reflecting sector restruc-
turing and emergence of retail chains trading

without the intermediation of wholesalers. The real
annual growth of value added in trade turned
negative at -8.7 per cent in the first nine months
of 2009. Despite this unfavourable development,
labour costs continued to rise due both to the
increased number of employed (0.9 per cent) and
wage growth (14.1 per cent).

Average Monthly Wage in Trade
(BGN)

Source: NSI.

Labour cost dynamics in trade was partially due
to comparatively low average wage in this sector.
The low wage levels imply that the labour remu-
neration of a comparatively large portion of em-
ployed in this sector was close to the minimum
wage which was raised by 9 per cent between
January and September 2009. Monthly average
wage dynamics in this sector reflect the overall
minimum wage growth in Bulgaria. According to
the monthly enterprise survey data, trade wages
increased in January 2009 and then remained at
comparatively constant levels until September
2009. In addition, individual trade sub-sectors reg-
istered divergent dynamics underlying divergent
developments in labour demand. Retail trade in
food products posted positive growth of 2.5 per
cent on average between January and November
2009 along with employment increases. The re-
maining sub-sectors reported volume declines on
an annual basis. Declines deepened further and
over the second half of the year most sub-sectors
contracted by 15–20 per cent on an annual basis.
The number of employed in non-food retail trade
fell by 3.7 per cent in the third quarter which is
insufficient to preserve the previous year's level of
labour productivity. Trends to reducing labour
costs in these sub-sectors are likely to continue.



35 Economic Review • 4/2009

Contribution to the Annual Growth
in Retail Trade Employment
(%)

Source: NSI, short-term statistics of employment.

Managers' assessments of the current business
situation continued to worsen throughout 2009,
while expectations of sales have been rather opti-
mistic since September 2009. In the coming quar-
ters trade activity will further decrease, albeit at
lower rates, following consumer demand dynam-
ics.

Transport and communications posted a signifi-
cant decline in value added at -8.1 per cent on
an annual basis in the nine month period and at
15.6 per cent in the third quarter on the same
period of 2008. The significant fall in demand for
transportation services was driven by both lower
household consumption (-11.1 per cent in the first
nine months according to SNA data) and slowing
economic activity in the other industries. Accord-
ing to the supply and use tables for 2005, trade,
oil processing, construction, metallurgy and other
non-metal mineral materials generated around 30
per cent of demand for transport and communica-
tion services in intermediate consumption. These
sectors registered a significant slowdown in 2009
which explains to a large extent the decrease in
the volume of provided transport services. In ad-
dition, the transport and communications sector is
characterized by comparatively strong intra-indus-
try links. This suggests that the initial slowdown in
demand led to an additional contraction of the
activity in this industry. Transport and communica-
tion enterprises reacted to the reduced demand
by cutting labour costs through lower employment
(-4 per cent in the nine months of 2009) and
wage restraints (-1.6 per cent in the third quarter
of 2009). However, unit labour costs continued to
increase in the first nine months of 2009: by 7.1
per cent in nominal terms and 3.8 per cent in real
terms on an annual basis.

Firms’ response to the global economic crisis
involves an increase in cost efficiency by reduc-
ing intermediate consumption, staff reductions and
wage growth restraints. As a result of these mea-
sures, labour productivity improved in the sectors
which were the first to suffer from the economic
crisis. In these industries, employment has
adapted to the current levels of economic activity.
Labour productivity in trade and transport which
reported more pronounced slowdown in the sec-
ond and third quarters declined.  In these indus-
tries, employment and wages are likely to be ad-
justed downwards in the coming periods.

Due to sustained positive wage dynamics amid
a reduction in economic activity, economy-wide
unit labour costs for the first nine months of 2009
rose by 11.7 per cent in nominal terms and by
4.9 per cent in real terms. By sector, trade and
agriculture had the largest positive contributions.
It is important to note the ambiguous nature of
unit labour costs in the agricultural sector, result-
ing from the significant share of self-employed. In
the coming periods trade firms will cut their unit
labour costs mainly through reducing employment.
Manufacturing contributed most significantly to
limiting real unit labour cost growth. Developments
in manufacturing unit labour costs had a direct
effect on the external competitiveness since this
industry is strongly correlated with external de-
mand. Unit labour cost reaction was sufficiently
strong to support the competitive positions of en-
terprises. Unfavourable trends in trade are associ-
ated with the reduced domestic demand and re-
structuring and have no direct effect on Bulgaria’s
external competitive position.
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Unit Labour Cost (Quarterly)
(2000 = 100)

Total for the Economy Manufacturing

Construction Electricity, Gas and Water Supply

Trade Transport and Communications

Financial Intermediation Real Estate Operations

Hotels and Restaurants Public Services

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

Sources: NSI, BNB.
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In the first and second quarters of 2010 exports are expected to register positive growth given the outlook of improving
global environment and recovery in Bulgaria's major trade partner – the European Union. Negative import rates are
expected to be sustained and to gradually slow down due to domestic demand revival. Trade deficit will continue to
improve.

Dynamics of Exports and Imports
(million EUR)

Source: BNB.

Between January and October 2009 all groups,
excluding animal and vegetable products, food,
drinks and tobacco, contributed to the negative
growth of exports, with the dynamics of base
metals (-9.7 percentage points), mineral products
and fuels (-6.8 percentage points), machines,
transportation vehicles and appliances (-2.8 per-
centage points) and textile, clothing and footwear
(-2.1 percentage points) contributing most to this.

Between January and October 2009 base
metal export revenues amounted to EUR 1734.4
million, down 44.1 per cent on the corresponding
period of 2008. The group’s major negative con-
tribution to the total export dynamics was regis-
tered by copper (-4.5 percentage points) and
iron and steel (-3.3 percentage points) due to
lower international prices and weaker external
demand. External demand is expected to recover
and international base metal prices to increase
which will result in positive export growth.

Exports of Base Metals
(million EUR)

Source: BNB.

18 The analysis presented in this section is based on data about nomi-
nal exports and imports in euro.
19 The November data on exports to EU Member States by sector have
not been published yet but preliminary data on exports to non-EU
countries suggest that the unprocessed (crude) materials (excluding
fuels) group posted the largest growth accounting for 201 per cent.

Exports and Imports of Goods

Due to the ongoing economic crisis worldwide
and in EU countries, Bulgaria's major trade part-
ner, a dramatic slowdown in foreign trade flows to
Bulgaria was registered in the first nine months of
2009.18 Export growth was negative at -26.6 per
cent on the first ten months of 2008, and imports
indicated a 35.5 per cent decrease. In November
imports continued to decline (by 26.4 per cent),
while exports went up 3.8 per cent on an annual
basis. Exports to non-EU countries increased by
7.9 per cent and to EU Member States by 1.5 per
cent19.

In the first and second quarters of 2010 exports
are expected to post positive growth rates due to
anticipated improvement in global environment
and the economic recovery worldwide and espe-
cially in Bulgaria's major trade partner, the EU
countries.

Imports are expected to retain the negative
growth rates which will gradually start improving
due to weaker slowdown in domestic investment
and consumer demand and the expected positive
increase in international prices.

Over the January to October 2009 period in-
vestment goods and energy resources contributed
most strongly (by -20.8 and -13.1 percentage
points respectively) to the trade deficit decrease
(by EUR 3.71 billion). Imports of both groups
went down, with the overall decline exceeding
that of exports. The most pronounced drop in the
imports and exports of both groups was recorded
by machines, vehicles and appliances, spare
parts and fuel and natural gas due to the
synchronised decline in output and investment
activity in Bulgaria and in the EU, Bulgaria’s major
trade partner.
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Revenue from exports of mineral products and
fuels went down EUR 1015.3 million (42.3 per
cent). Negative values were reported under all ma-
jor items in the group, with fuels contributing most
significantly to these developments (-6.4 percent-
age points) owing to lower prices and external
demand contraction. Due to the strong procyclical
dynamics of mineral product and fuel exports, our
expectations for the first two quarters of 2010 are
for a recovery due to the improved international
environment.

Exports of Mineral Products and Fuels
(million EUR)

Source: BNB.

Receipts from exports of machines, transporta-
tion vehicles and appliances went down
EUR 430.5 million (18.4 per cent). Nuclear reac-
tors, boilers, machines, appliances and machinery
(-1.9 percentage points) and ships (-0.3 percent-
age points) sub-groups had a major negative
contribution. Over the projection horizon a recov-
ery in this group is expected, albeit moderately,
due to the anticipated slow recovery of production
activity in the EU Member States, Bulgaria’s major
trade partner.

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

Source: BNB.

Between January and October 2009 revenue
from textile exports decreased by EUR 302 million
(15.2 per cent) compared with the same period of

2008, with the decrease in clothing exports (a
contribution of -1.0 percentage points) having the
strongest impact. Despite the improved interna-
tional environment, the downward trend is ex-
pected to be sustained over the projection period
due to the ongoing restructuring in the industry
driven by the pressure of strong competition in
this sector.

Exports of Textile, Clothing and Footwear
(million EUR)

Source: BNB.

The group of animal and vegetable products,
food, drink and tobacco is the only group report-
ing a positive contribution to overall exports be-
tween January and October 2009. The revenue
rose by EUR 13.7 million (0.8 per cent), with to-
bacco (0.3 percentage points) and sugar (0.1
percentage points) and vegetables (0.1 percent-
age points) contributing most significantly due to
good harvest and strong competitive positions.
This trend is expected to continue over the pro-
jected horizon, with the risks on the downside
owing to the uncertain agricultural harvest.

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

Source: BNB.
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Contribution of Commodity Groups to Trade Growth,
January −  October 2009

            Exports          Imports

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

Consumer goods -5.3 -1.2 -19.4 -3.2
Raw materials -30.8 -13.9 -35.9 -12.2
Investment goods -25.5 -4.1 -39.2 -10.6
Energy resources -43.9 -7.4 -42.7 -9.6
Growth, totalGrowth, totalGrowth, totalGrowth, totalGrowth, total -26.6-26.6-26.6-26.6-26.6 -35.5-35.5-35.5-35.5-35.5

Source: BNB.

Imports (CIF) reached EUR 13,885.2 million in
the January to October 2009 period: a nominal
decrease of EUR 7638 million (35.5 per cent) on
the respective period of the prior year. In the
structure of imports by use, raw materials regis-
tered the highest negative contribution (-12.2 per-
centage points), followed by investment goods
(-10.6 percentage points) and mineral products
and fuels (-9.6 percentage points) due to lower
production and investment activity in Bulgaria.

In the first ten months of 2009 payments on
imported raw materials came to EUR 4685.8 mil-
lion, down 35.9 per cent. All items in this group
with the exception of tobacco reported declines,
with iron and steel (-3.7 percentage points) and
ores (-1.3 percentage points) having the major
negative contributions due to lower prices and
output contraction.

Imports of Raw Materials
(million EUR)

Source: BNB.

Investment good imports fell by 39.2 per cent
between January and October 2009; these prod-
ucts ranked second in imports (after raw materials)
with a share of 26 per cent. Their value reached
EUR 3534.7 million. All items in this group exhib-
ited negative growth, with transportation vehicles
(-4.1 percentage points), followed by machines and
equipment (-3.3 percentage points) having the
largest negative contribution due to weaker invest-
ment activity in Bulgaria. In the first and second

quarters of 2010 the downward trend observed in
raw materials and investments goods is expected
to be sustained but slightly moderating due to the
lower investment and consumer demand contrac-
tion and the rise in the prices of raw materials over
the projection period of 2010.

Imports of Investment Goods
(million EUR)

Source: BNB.

Between January and October 2009 payments
on imported mineral products and fuels came to
EUR 2774.9 million, down 42.7 per cent. All items
reported negative growth, with fuels (-8.7 percent-
age points) and natural gas (-7.9 percentage
points) registering major negative contributions.
Nominal growth rates of mineral products and fuels
are expected to continue declining in the first nine
months of 2009, albeit at a lower pace, reflecting
the slower decline in domestic demand and higher
oil prices.

Imports of Energy Resources
(million EUR)

Source: BNB.

Between January and October 2009 imports of
consumer goods went down EUR 687.9 million
(19.4 per cent) on the same period of the prior
year, with their value reaching EUR 2858.4 million.
All items in this group excluding food, drink and
tobacco products and medicines and cosmetics
reported negative growth. Automobiles and furni-
ture had the most significant negative contribu-
tions (-1.5 and -1.0 percentage points respec-
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tively) which matched our expectations of declines
in demand for durables and postponement of
such purchases. The downward trend in con-
sumer good imports is expected to be sustained
in the projection horizon, although more moder-
ately as a result of the lower contraction in final
consumer demand.

Imports of Consumer Goods
(million EUR)

Source: BNB.

According to preliminary data, between January
and October 2009 Bulgaria's exports to other EU
Member States dropped by 20.1 per cent, and
exports to non-EU countries decreased by 36.2
per cent. Goods imported from the Community
went down by 31 per cent, while those from third
countries by 39.9 per cent.

In the context of the plunge in global trade and
economic activity downturn observed in Bulgaria's
major partner-countries, the market share of Bul-
garian goods in total imports of EU Member
States reached 0.55 per cent in the January to
October 2009 period (on an annual basis) against
0.59 per cent a year earlier. This market share is
expected to increase over the projection horizon.

The Economic Crisis and Its Impact on Potential Output Level and Dynamics

The global economic crisis affected Bulgaria in mid-2008 mainly in terms of weaker exports and limited external capi-
tal inflows. The negative impact of this process is substantial, fades slowly and causes secondary effects on the entire
economy. This raises the issue of the economic crisis influence on potential GDP at present and on the economic growth
prospects in the longer term.

The analysis focuses on the short- and medium-term potential ouput of Bulgarian economy, since in case all else is
equal, the long-term potential economic growth should not be affected by the business cycle. The indicators that, ac-
cording to the economic growth theory, determine output dynamics − labour resources, capital and total factor produc-
tivity (TFP) − are examined. The TFP is an aggregation of the factors that are not directly observed and therefore it is
measured as a residual between the output growth and the weighted labour and capital growth. The TFP is considered
to be a measure of the technological development in economy; however, the way its measure has been constructed
makes its dynamics subject to the influence of other factors as well, including the quality of human capital and produc-
tion capacity utilisation.

Potential output level continued to grow during the period of the crisis due to the preserved positive capital growth,
although the potential GDP growth rate is expected to slow down substantially and to stay lower during the coming years
(some 3 per cent compared with 5 per cent prior to the
crisis). The estimates of the potential output level and
dynamics should be considered as tentative since the
final results depend on the validity of the assumptions,
the approach used and the time period considered.

Capital
Fixed capital formation was of crucial importance for

the high economic growth in 2007 and 2008, both as a
component of final use and as a production factor. The
high capital formation rate in the economy prior to the cri-
sis was attributable mainly to the good financial perfor-
mance of enterprises, the positive expectations about
the economic development and the deepening financial
intermediation.

(continued)

Fixed Capital Investment (Four-quarter Moving Average)
(billion BGN at 2005 prices)

Note: The consumption of fixed capital has been deflated by the
gross fixed capital formation deflator.

Sources: NSI, Eurostat, BNB.
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(continued)

Contribution to Labour Force Growth
by Labour Market Status
(thousands of persons)

Source: NSI.

Contribution to Labour Force Growth
by Population Structure
(thousands of persons)

Source: NSI.

Over 2009, as a result of the crisis, investment in fixed capital continued contracting: its decline came to 37 per cent
on an annual basis in the third quarter of 2009 and 24 per cent for the nine months. Hence, net capital formation re-
mained positive, although slowing down dramatically, and brought about a moderation in the growth of capital in the
economy. The expected investment growth rates after the crisis are considerably lower than those observed in 2007 and
2008 owing to projections about a more cautious investment policy of companies accompanied by a more moderate
financial expansion. The increase in potential output will be limited by the lower growth of productive capital in the
economy.

Labour Resources
Potential employment depends on demographic factors with a long-term effect, such as the size of working age

population, as well as on factors like the labour force participation rate and natural/structural unemployment rate which
can be affected in the short- and the medium-term by the business cycle and the economic policy.

The favourable labour market dynamics trend observed since 2002 reversed in 2009, with the employment decline
accelerating over the year. It was accompanied by a rise in the number of the unemployed and discouraged and a net
decline in the labour force.* This reflected the adverse demographic trend of population ageing, apparent through the
diminishing inflow of young people, coming of working age, and the overall decline in population. Part of the losses in
labour force was due to an exit from the labour market of people who have reached or are approaching retirement age.

In the short and medium term and under favourable conditions, the available labour force may ensure employment
growth by rates close to those registered in the recent several years. There are, however, a number of risks to the oppo-
site. They are related to the probability of the economic recovery being led by sectors other than the ones that deter-
mined the upward output dynamics before the crisis, as well as to the imperfect interindustry mobility of workers due
also to their educational level. Workers with vocational and primary education prevailed in the structure of lay-offs in
2009. During the last few years the unemployed with professional qualification could easily find jobs and unemployment
duration in this group was relatively small. This suggests that if labour demand recovers, the probability for these people
to find new jobs fast is comparatively high. And vice versa, it will be more difficult for people with primary education to
find new jobs. Besides the insufficient qualifications, the negative risks to the activity rate and the employment of the
population stem from constraints in geographic** and interindustry mobility. The possible realisation of the negative
risks will prompt a decline in potential output as a result of the increase in the structural and natural unemployment rate
and/or the persistence of a higher structural and natural unemployment rate.

In a longer-term perspective, the trend towards population ageing will preserve its negative impact; hence, labour
resources will not be able to grow extensively, but only at the expense of the higher activity of discouraged persons,
students, people of advanced age and homemakers.

(continued)

 * For the purposes of the analysis, the labour force is defined as the sum of the employed, unemployed and discouraged.

** The coefficient of variation in the unemployment level by region (municipality) is an indicator of the labour force geographic mismatch. The indi-
cator dynamics shows that unemployment growth since early 2009 was not accompanied by a substantial rise in dispersion by region. Therefore,
no deepening in geographic mismatch between demand and supply by region has been observed. The reason for this might be the fact that the
economic downturn is relatively evenly distributed by region. The geographic mismatch in the future will depend on the speed at which individual
regions recover from the crisis and on labour force mobility.
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(continued)

Total Factor Productivity
In the past few years the Bulgarian economy grew extensively, with the contribution of labour and capital playing a

dominant role compared with the total factor productivity. In addition, the TFP dynamics was also affected by the in-
creasing rate of production capacity utilisation. The net effect of the economic crisis on the contribution of total factor
productivity to potential GDP dynamics cannot be quantified in advance since there are channels of impact that push up
potential output, as well as channels that push it down by reducing the effectiveness of available production capital and
labour resources. In the short run, the balance of these factors is most likely negative rather than positive.

When demand is strongly contracted, enterprises re-
duce production capacity utilisation, close certain op-
erations or close their activities. Production capacity
utilisation has been falling since the start of the crisis.
The degree of economic sectors' restructuring as a re-
sult of the crisis will determine how lasting these devel-
opments are. Provided the sectoral growth profile is pre-
served, utilisation of available production capacities is
likely to recover fast. Otherwise, the indicator may stay
under the pre-crisis levels for a longer period.

Human capital is also an important component of TFP.
All else being equal, the easier and the faster the transi-
tion from unemployment to employment, the lower the
loss of human capital. As expected, the short-term un-
employed have a major contribution to unemployment
growth, since the main factor behind higher unemploy-
ment is the lay-offs because of the crisis rather than diffi-
culties in recruiting staff. At the same time, the contribu-
tion of unemployment lasting over six months, coupled
with the faster rise in the number of the discouraged, is
increasing. This dynamics poses risks of deterioration in
the quality of the respective people' skills.

As a whole, restructuring of the economy as a result of
the crisis, on the one hand, will favour the TFP dynamics
through strengthening viable enterprises, although it
may lead to lower effectiveness of labour and capital
made redundant as a result of the crisis. There are risks
to the possibilities of introducing new technologies due
to the uncertainty concerning foreign direct investment
flows and companies' innovation policies.

Long-term Prospects for Potential Output Growth
The analysis so far indicates a negative balance of the risks to potential output growth rates in the medium term

owing to adverse demographic processes and moderating investment activity that would reduce the effect of the
possible, albeit uncertain, recovery and improvement of total factor productivity. This calls for a fast and competent
intervention of labour market and education policies through providing conditions for maintaining or improving the
qualifications of the people who have been laid off.

In the long run the economic growth should not be impacted by the present crisis. The fiscal policy is not pro-
cyclical and does not lead to indebtedness of the public sector. Moreover, there are no policies that distort market
mechanisms. On the other hand, weaker economic activity will stimulate the administration to make more efforts for
carrying out structural reforms and utilise EU funds. The economic policy should focus on the negative risks to poten-
tial output dynamics, related to population ageing, and on providing favourable conditions for private investment with
a view to boosting productivity.

Change in Number of Unemployed
by Unemployment Length
(thousands of persons on an annual basis)

Source: NSI.

Production Capacity Utilisation in Industry
(%)      (balance of opinions)

* Calculated as the balance of opinions on companies' overcapacity,
multiplied by -1.

Sources: NSI − Business Survey in Industry.
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4. Inflation

Inflation is expected to slightly increase in the first half of 2010 impacted by the upward dynamics of food and fuel
prices and the increased prices of tobacco products.

The significant downturn in the global eco-
nomic activity led to a dramatic decline in the
prices of major commodities towards the end of
2008 and was the main factor behind the decline
in global inflation in 2009. This trend found also
reflection in the dynamics of inflation in Bulgaria,
directly through the prices of food and energy
products which cover about one-third of the con-
sumer basket, and indirectly through the signifi-
cantly reduced pressure on other prices due to
lower expenditure on intermediate consumption
commodities. Base effects associated with high
food and fuel prices in the first half of 2008 and
decreases in some administratively controlled
prices in 2009 also contributed to the rapidly
lowered inflation which reached levels close to
zero at the end of the third and in the beginning
of the fourth quarter of 2009.

Over the reporting year international prices of
some commodities displayed a clearly pro-
nounced upward dynamics, this trend being typi-
cal of metals and oil. By the close of the year the
oil price rose by 70 per cent on December 2008
(see International prices of crude oil, major raw
materials, and gold section).20 The increased con-
tribution of fuels played a key role in the annual
inflation rise from close to zero by the end of the
third quarter to 1.6 per cent in December. The
average annual inflation in 2009 accounted for 2.5
per cent (12 per cent in 2008 against 2007).

Inflation According to the Harmonised Consumer
Price Index
(%)

Source: NSI.

Increased prices of services (0.9 percentage
points) and tobacco (0.7 percentage points) con-
tributed most substantially to the inflation accumu-
lated in 2009. Services prices (excluding adminis-
tratively controlled prices) increased by 3 per
cent compared with December 2008, indicating a
decrease by 9 percentage points on end-2008
and the lowest rise after 2002. Tobacco prices
went up by 24 per cent due to the increased ex-
cise duty. Food prices posted a 3 per cent de-
cline and non-food prices (excluding fuels) re-
mained unchanged from December 2008.

Inflation Rate on Corresponding Month of Previous Year
and Contribution of Major Goods and Services Groups
to It*
(p.p.)

* This structure corresponds to the Eurostat classification; tobacco
products and goods and services with administratively controlled prices
are presented separately.

Sources: NSI, BNB.
20 The oil price is computed in euro.
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Over the first half of 2010 the annual inflation is
expected to slightly increase compared with its
current level of 1.6 per cent and to range within
1.5 per cent and 2.5 per cent. These develop-
ments will reflect primarily food price dynamics
(by smaller fall in the annual rate of change of
food prices) and the higher contribution of fuels in
early 2010. The increase in tobacco prices will
also push up inflation to some extent, with this
effect expected to be stronger pronounced in the
beginning of the second quarter after the expiry
of the grace period of sales at the 2009 prices.
Inflation developments in non-food and service
prices are forecasted to remain moderate. The
average overall inflation will continue its downward
trend in the first half of 2010 and it is expected to
fall under 2 per cent.

Dynamics of producer prices on the domestic
market by December and business situation sur-
vey data until January 2010 support the expecta-
tions for the annual inflation rate. Currently, they
indicate no signs of accelerated inflationary dy-
namics with the exception of some commodity
groups the prices of which depend most strongly
on international commodity prices.

Expectations in the Industrial Sector Selling Prices
and Producer Prices
(opinion balance) (on corresponding month of previous year,

%, 3-month moving average)

Sources: NSI, BNB.

Over the last months of 2009 and in early 2010
managers’ expectations in the industrial sector
about selling prices started gradually shifting in a
positive direction but the opinion balance re-
mained at a relatively low level which approached
the average ones for the 2002–2004 period. Pro-
ducer prices on the domestic market followed
similar pattern to that of expectations, reflecting
primarily the increased metal and crude oil prices
in international markets.

Expectations for the change in retail trade sell-
ing prices have a relatively high correlation with
the reported overall inflation. Currently, the expec-
tations of the firms in the sector for retaining the
prices at their current levels prevail, which sug-
gests that no conditions for increasing retail trade
inflation are in place.

Growth Rate of Major Goods and Services Groups Prices and Their Contribution to Accumulated Inflation

                                                                                     20082008200820082008                 2009                2009                2009                2009                2009             2009            2009            2009            2009            2009
                                                                             (December 2007 = 100)             (December 2008 = 100)               (2008 = 100)

Inflation (%)                                                         7.2                1.6              2.5

Inflation rate Contribution, Inflation rate Contribution, Inflation rate Contribution,
by group, % p.p. by group, % p.p. by group, % p.p.

FoodFoodFoodFoodFood 5.85.85.85.85.8 1.461.461.461.461.46 -3.0-3.0-3.0-3.0-3.0 -0.73-0.73-0.73-0.73-0.73 -0.5-0.5-0.5-0.5-0.5 -0.09-0.09-0.09-0.09-0.09

  Processed food 5.2 0.82 -2.6 -0.39 -1.5 -0.22

  Unprocessed food 6.8 0.65 -3.6 -0.33 1.3 0.13

ServicesServicesServicesServicesServices 11.811.811.811.811.8 3.413.413.413.413.41 2.92.92.92.92.9 0.880.880.880.880.88 6.36.36.36.36.3 1.851.851.851.851.85

  Catering services 14.9 1.58 4.4 0.52 8.8 0.98

  Transport services 16.0 0.81 -1.2 -0.06 3.3 0.19

  Telecommunication services -1.2 -0.05 -1.0 -0.04 -1.1 -0.04

  Other services 12.0 1.07 4.9 0.46 8.1 0.73

Energy productsEnergy productsEnergy productsEnergy productsEnergy products -9.4-9.4-9.4-9.4-9.4 -0.80-0.80-0.80-0.80-0.80 6.46.46.46.46.4 0.490.490.490.490.49 -13.3-13.3-13.3-13.3-13.3 -1.15-1.15-1.15-1.15-1.15

  Transport fuels -13.0 -1.01 8.2 0.54 -15.4 -1.27

Industrial goodsIndustrial goodsIndustrial goodsIndustrial goodsIndustrial goods 5.45.45.45.45.4 0.950.950.950.950.95 0.00.00.00.00.0 -0.01-0.01-0.01-0.01-0.01 2.62.62.62.62.6 0.440.440.440.440.44

Goods and services with administratively controlled prices 10.210.210.210.210.2 1.651.651.651.651.65 2.02.02.02.02.0 0.310.310.310.310.31 4.74.74.74.74.7 0.770.770.770.770.77

Tobacco products 15.115.115.115.115.1 0.520.520.520.520.52 23.923.923.923.923.9 0.690.690.690.690.69 23.423.423.423.423.4 0.680.680.680.680.68

Sources: BNB, NSI.
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Expectations in Retail Trade Selling Prices
and Reported Inflation
(opinion balance) (on corresponding month of previous year,

%, 3-month moving average)

Sources: NSI, BNB.

Food Prices

The significant fall in international food prices
observed from the end of 2008 until the third
quarter of 2009 and high farming yields in Bul-
garia in 2008 contributed to lowering food prices.
In 2009 this trend was sustained, with prices de-
creasing by 3 per cent by the end of the year.
Food prices contributed most significantly to the
decrease in the overall average annual inflation.

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

Sources: NSI, BNB.

Contribution of Major Groups of Processed Food
to Annual Inflation
(p.p.)

Sources: NSI, BNB.

Contribution of Major Groups of Unprocessed Food
to Annual Inflation
(p.p.)

Sources: NSI, BNB.

By December 2009 prices of major foods as
flour, white bread, vegetable oil, cheese and
chicken meat were close to their mid-2007 price
levels prior to the observed strong upward pres-
sure on prices in the same year as a result of the
poor farming yields in Bulgaria and worldwide.
From the end of 2009 the annual rate of food
price fall started to gradually slow down, tending
to continue this movement in the first half of 2010.

The started increase in international food prices
will also affect food prices in Bulgaria. End-use
prices will depend on a number of additional fac-
tors the effect of which cannot be exactly evalu-
ated (producer prices in food industry, prices of
imported foods directly included in the consumer
basket and the price policy implemented by retail
and wholesale trade firms).

Irrespective of still existing uncertainty about
price developments by group of food products, it
may be expected that the started price increase
in sunflower oil will exert some inflationary pres-
sure. Since international meet and cereals prices
did not indicate a significant rise by the end of
2009, inflationary processes in these groups will
probably remain moderate. The relatively high
weight of these groups will determine a general
moderate dynamics of food prices in the first half
of 2010. Stabilisation of wholesale prices of major
food commodities in the first half of January also
supports such expectations.
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Energy Product Prices

The clearly pronounced upward trend in oil
prices over 2009 and the USD/EUR exchange
rate movements had a direct effect on energy
product prices in Bulgaria.21 The accumulated
increase in prices of transportation fuels in 2009
was 8 per cent. The petrol price posted an 11
per cent increase, while the diesel price went
down by 1 per cent. The divergent dynamics re-
flects the base effect of 2008 when the stronger
demand for diesel pushed up its price. The differ-
ence in fuel prices was also observed in other
European countries.

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

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

Sources: NSI, BNB.

The significant drop in annual fuel prices ob-
served as an end-2008 trend started to gradually
slow down in the fourth quarter of 2009 and by
the end of the year fuel prices posted an in-
crease on an annual basis. Given this dynamics,
fuels contributed most significantly to the increase
in overall inflation.

The expectations for oil prices to range within
USD 70−90 per barrel in the first half of 2010 (up
40 per cent compared with the same period of
2009) will result in an increase in the contribution
of fuels to the inflation rate. Price dynamics in the
same period of 2009 will probably determine a
stronger contribution to inflation in the first quarter
and a weaker one in the second quarter.

Administratively Controlled Prices
and Tobacco Product Prices

In 2009 inflation in administratively controlled
prices significantly decreased compared with 10.2
per cent in December 2008 and by the end of
the year it reached 2 per cent. The decline in
international energy prices was the major factor
behind the lowering of electricity prices for house-
holds, the lower inflation pressure on urban public
transport and the decreased prices of heating.
These groups had the largest contribution to the
lower inflation in administratively controlled prices
over the year.

Contribution of Major Groups of Goods and Services
with Administratively Controlled Prices to Annual Inflation
(p.p.)

Sources: NSI, BNB.

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

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

Sources: NSI, BNB.

In the first half of 2010 inflation in administra-
tively controlled prices is expected to be around
2 per cent. The forecast takes into account the
expected increase in water supply services, heat-
ing and administrative fees for issuance of per-
sonal identity documents. There is some uncer-
tainty as to any possible increases in the other
groups of administratively controlled prices as
medicines, urban transport, social services and

21 Changes in oil prices in a particular quarter are entirely transmitted
to the end prices within the same quarter, with the elasticity ratio of
prices (excluding excise and VAT) varying between 0.5 and 0.7 per
cent.
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property and refuse levies. In case such in-
creases materialise, prices of medicines and pub-
lic transport would have stronger effect on infla-
tion due to their higher weight in the consumer
basket.

The new rise in the excise duty on cigarettes in
2009 pushed up their prices by 24 per cent by
the end of the year and cigarettes contributed
most significantly to the accumulated inflation at
the end of the year (0.7 p.p).

Contribution of Tobacco Products to Annual Inflation
(p.p.)

Sources: NSI, BNB.

The new excise duty adjustment in 2010, ex-
ceeding by 20 per cent the minimum EU levels,
will prompt a further increase in cigarettes prices
by about 25–30 per cent. This is expected to in-
crease the contribution of cigarettes to the annual
inflation by approximately 0.2 percentage points in
the beginning of the second quarter (as in 2009)
after the expiry of the grace period for the sale at
prior year prices.

Industrial Goods Prices

In 2009 the annual inflation rate in non-foods
(excluding fuels) significantly slowed down and by
the end of the year the prices of these goods
retained their December 2008 level.

Harmonized Price Indices of Industrial Goods
Excluding Energy Products and Those
with Administratively Controlled Prices
(inflation on corresponding month of previous year, %)

Sources: NSI, BNB.

Contribution of Major Groups of Non-foods
(Excluding Energy Products and Goods with
Administratively Controlled Prices) to Annual Inflation
(p.p.)

Sources: NSI, BNB.

Prices of clothing, footwear and cars contributed
most significantly to the lower inflation – groups
with relatively higher weight in the consumer bas-
ket and a reported fall at end-year by 0.2 per
cent, 5 per cent and 7 per cent.

Several major factors impacted non-food prices:
changes in prices of raw materials imported for
production (expenditure on intermediate consump-
tion), prices of directly imported consumer goods
and price policy of trade firms. Over the first
three quarters of 2009 the deflator of foods and
services posted a progressive decrease on an
annual basis to reach -15 per cent in the third
quarter. This fall is consistent with the downward
dynamics of domestic market producer price in-
dex of intermediate consumption products. In ad-
dition to import prices, reduced domestic de-
mand, in particular for durable goods (see the
Economic Activity Section) also exerted downward
pressure on non-food inflation.

Data from the business survey by end-2009 and
early 2010 in retail trade showed moderate as-
sessments of business conditions in the sector in
the following 6 months. The expectations of the
firms for retaining prices at their current levels in
the following three months prevail, which suggests
that currently there are no signs of increasing
inflation pressure in retail trade. This assessment
is also confirmed by the fact that the opinion bal-
ance of managers in the sector on the change of
selling prices reached the lowest level in the last
ten years.



Inflation 48

Services Prices

In 2009 inflation in services was characterised
by a clearly pronounced downward trend posting
a decrease from approximately 12 per cent by
the end 2008 to 2.9 per cent in December 2009.

Catering and transportation services contributed
most significantly to this dynamics as the prices
of these two groups exhibited accelerated growth
in 2008 prompted by the strong food and fuel
price rise. By the end of 2009 accumulated infla-
tion in catering declined by 10 percentage points
from December 2008 and reached 4.4 per cent
and in transportation services by 17 percentage
points and it was negative (-1.2 per cent). Infla-
tion in services (excluding catering and transpor-
tation) also displayed a sustained downward trend
reflecting the lower pressure on prices by various
costs (fuel costs, etc.).

Harmonised Price Indices of Services
(excluding those with controlled prices)
(inflation on corresponding month of previous year, %)

Sources: NSI, BNB.

Catering prices (with a weight of 11 per cent in
the consumer basket) and the prices of three ser-
vices groups (transport insurance, holiday services
and rents increasing by 20 per cent, 7.3 per cent
and 7 per cent respectively) had the strongest
contribution to the overall inflation by the end of
2009.

The increase in transport insurance is much
higher than the services group average one (ex-
cluding services with administratively controlled
prices) and reflects the effect of some specific
factors. Despite the slowdown, the annual inflation
rate in the bulk of other services remained posi-
tive at a low level. Similar dynamics was ob-
served in other European countries, with the aver-
age accumulated inflation in services (including
also administratively controlled prices) in the EU
reaching 2 per cent by the end of 2009, while the
annual inflation rate of the same group of services
in Bulgaria was 3.4 per cent. The general trend

toward a slower inflation decline in services com-
pared with the other groups included in consumer
basket is likely to reflect some specificity of this
particular services group (as stronger downward
rigidity, higher labour expenditure share, etc.)
rather than country differences. The only excep-
tions were Estonia and Latvia, which reported a
deflation of about 2 per cent in services by end-
2009 and overall negative inflation due to dramati-
cally contracted economic activity.

Contribution of Major Groups of Services
(Excluding Those with Administratively Controlled Prices)
to Annual Inflation
(p.p.)

Sources: NSI, BNB.

Reduced house demand due to tightened lend-
ing conditions by banks and lower foreign invest-
ments in the real estate sector led to a decrease
in house prices in 2009 by 21 per cent compared
with 2008. By the end of 2009 house prices al-
most matched those in early 2007. Inflation in rent
prices also exhibited a downward trend but re-
mained positive by the end of the year (7 per
cent). Rent price dynamics followed with a lag the
pattern of overall inflation by which most of rents
are indexed.

Services price dynamics is expected to remain
moderate in the first half of 2010 and the annual
inflation to vary around its current level.

Dynamics of house and rent prices
(on corresponding period (on corresponding period

of previous year, %) of previous year, %)

Sources: NSI, BNB.


