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Following the Lehman Brothers bankruptcy in mid-September, the international financial markets turmoil
deepened in the fourth quarter of 2008 to transform into a global economic crisis. Real economic growth
in industrialised countries significantly slowed down and some of them experienced a recession. Reduced
global demand reflected on the prices of raw materials and fuels which fell sharply. Inflation and inflation-
ary expectations substantially decreased.

Central banks responded aggressively to the rapid slowdown (even recession in some countries) in eco-
nomic growth and lower inflation by decreasing significantly their reference interest rates. Expansion of the
global financial crisis entailed new forms of intervention both by the central banks providing liquidity on
money markets through standard operations and new refinancing programmes intended to stop the fall in
financial asset prices, and by governments urgently adopting packages of fiscal measures in support of
the banking system and encouraging economic growth. The initiated measures helped partially stabilise
financial markets but distrust among market participants continued hindering their normal operation. The
significant slowdown in economic growth additionally impacted banks’ behaviour resulting in credit risk
aversion which made the policy of sharp interest rate cuts pursued by the leading central banks ineffec-
tive to a certain extent. As a result, financial markets showed only vague signs of stabilisation with low risk
appetite, lack of confidence, high volatility and impeded transmission of liquidity injections to the real
economy.

Between January and September 2008 the real GDP growth rate was relatively high (7 per cent) com-
pared with the corresponding quarter of 2007. Investments in fixed assets contributed significantly to the
growth, increasing by 22.3 per cent in the third quarter of the year. On the other hand, over the same
period the effects of the global economic crisis started impacting the real economy indicators. The real
growth rate in the industrial sector started moderating from 7.4 per cent in the first half of the year to
2 per cent in the third quarter of 2008, reflecting probably the slowdown in industrial sales earmarked for
exports. Based on industrial sales data for October and November, this process intensified and spilled
over in most industrial sectors.

Over the last months of 2008 business indicators dramatically decreased, reflecting the growing pessi-
mism in assessments of the current and especially of the future situation in all sectors of the economy.
Based on this information, it may be expected that in the first half of 2009 corporations will experience
stronger difficulties in selling their output. Global economic crisis will reduce the external demand for Bul-
garian goods during the current year. The worsened international situation will adversely affect investment
plans of Bulgarian corporations and moderated income growth will slow household consumption growth.
As a result of weaker external and internal demand, the real GDP growth rate is expected to slowdown
significantly compared to the growth rate in 2008.

The flow of foreign capital in Bulgaria remained high between January and November 2008. The balance
of payments financial account surplus of EUR 10.9 billion reflected mainly attracted foreign direct invest-
ment worth EUR 5.27 billion, non-resident deposits with domestic banks worth EUR 2.48 billion and an
increase by EUR 2.3 billion in net external obligations of the private non-bank sector. International foreign
currency reserves of the BNB reached BGN 24,864.8 million (EUR 12,713.1 million) by the end of 2008.
The average monthly coverage of imported goods and services by BNB international reserves remained
six months.

The continued capital inflow in Bulgaria even after the significant worsening and destabilisation of inter-
national financial markets as from mid-September 2008 was indicative of sustained investment interest in
Bulgaria but uncertainty regarding future developments of external current, capital and financial flows to

Summary
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Bulgaria's economy remained extremely high. This pertains to the tensions in international financial markets
rather than to changes in the internal policy. Given the high degree of the Bulgarian economy openness,
this uncertainty spills over into the expected developments of all major macroeconomic indicators. The net
inflow of external financial resources into Bulgaria is expected to remain positive in the first half of 2009
but it will be probably weaker in the first two quarters compared with the same period of 2008.

In 2008 inflation reflected the strong fluctuations in international and domestic food and fuel prices. At
the close of the year it slowed down significantly owing to the sharp fall in oil prices in the fourth quarter.
Inflation is expected to continue slowing down in the first half of 2009 impacted by lower international fuel
and raw material prices compared with those in 2008.

In the context of rapidly intensifying global economic crisis which enhances risks of an economic growth
slowdown in Bulgaria and impedes economic agents’ access to financing, and given the expected de-
crease in inflation, the BNB has initiated measures using the disposable tools to support the banking sys-
tem and to protect it against the negative effects of the global crisis. Amendments to BNB Ordinance
No 21 on the Minimum Required Reserves Maintained with the Bulgarian National Bank by Banks adopted
in the fourth quarter of 2008 are aimed at ensuring more flexible bank liquidity management, thereby limit-
ing interbank money market fluctuations and supporting banks’ operations (see the Amendments to Ordi-
nance No 21 box in this issue, p. 26). These measures are continuation of the BNB anticyclical policy.

As a result of the amendments to Ordinance No 21, a total of approximately BGN 1.8 billion of bank
funds previously maintained as reserves with the BNB were released. Following the changes of 1 January
2009, the average effective percentage of minimum required reserves for the entire banking system went
down to about 7 per cent, with the total effect of BNB measures implying a release of liquidity of about
BGN 3 billion. However, it is unlikely to expect that the released liquidity will automatically boost the level
of lending since the ongoing uncertainty strongly increases the risk aversion behaviour of banks.
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1. External Environment

International financial market turmoil intensified further in the fourth quarter of 2008 and affected the real
economy development. Economic growth in industrialised countries dramatically slowed down and some of
them fell into recession. Globalisation of the crisis affected also emerging economics. By the end of 2008 the
financial turmoil grew into a global economic crisis.

Reduced global demand impacted prices of raw materials and fuels which significantly went down. Inflation
and inflation expectations subdued.

Central banks reacted aggressively to the dramatic slowdown (even recession in some countries) in eco-
nomic growth and lower inflation by decreasing significantly their reference interest rates. Intensification of the
global financial turmoil entails new forms of intervention both by the central banks providing liquidity through
standard operations and various intervention facilities intended to stop the price fall of financial assets, and by
governments initiating packages of fiscal measures in support of the banking system and encouraging eco-
nomic growth.

The global financial crisis which broke out in the
US sub-prime mortgage loan market grew into a
global economic crisis. Joint efforts of the US
Federal Reserve System and other central banks
to limit the effect of the crisis by providing liquid-
ity and decreasing interest rates failed and indus-
trialised economies fell into recession. Financial
markets signal just partial stabilisation with risk
aversion and high volatility yet sustained. The
banking crisis in leading economies further inten-
sified requiring increased resources by central
banks and governments to support the banking
system. The confidence in the interbank market
has not recovered yet and the funds received by
banks could not reach households and firms.

Global PMI

Sources: NTC Research, JP Morgan.

Business expectations reflected in global eco-
nomic activity indicators worsened further. PMI
reached record lows. The downward trend in ex-
pectations of new orders, output and employment
was sustained. Global industrial output went down

by approximately 6 per cent. The world trade
growth moderated in the second half of 2008,
with the growth between July and November 2008
falling to 2 per cent on an annual basis (4.7 per
cent in the first half of the year) compared with
the corresponding period of 2007. Lower trade
volume impacted the price of sea transportation
which fell by 90 per cent in the last months of
2008.1

World Trade
(annual rate of volume growth, %)

Source: CPB Netherlands Bureau for Economic Policy Analysis.

Indications of negative effects of the crisis have
been also observed in macrodata of emerging
economies. Economic indicators for China contin-
ued to suggest worsening of economic conditions.
Between January and September 2008 China's
economic growth was 9.9 per cent, a decrease
by 2.3 percentage points on the corresponding
period of 2007.

1 See the dynamics of the sea freight price index (Baltic Exchange Dry
Index) on p. 15 of this issue.
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Commodity markets also experienced serious
turbulence. Lower demand contributed to a signifi-
cant price falls of energy resources, metals and
food.

In early 2009 the European Commission and the
IMF significantly revised their growth expectations
of the leading economies downwards pointing to
further deepening of the economic crisis in 2009
and slower recovery in the following years.

Euro Area

The euro area reported a 0.2 per cent decline
in GDP in the third quarter compared with the
previous one which pointed to a recession. The
annual rate of economic growth went down to 0.6
per cent (against 1.4 per cent in the previous
quarter). Lower growth rates of investment, con-
sumption and net exports contributed most sub-
stantially to this negative trend.

Major Trends in Revised EC and IMF Forecasts
(real percentage change)

2007 2008 2009 2010 2009* 2010*

EC forecast (as of 19 January 2009)EC forecast (as of 19 January 2009)EC forecast (as of 19 January 2009)EC forecast (as of 19 January 2009)EC forecast (as of 19 January 2009)

EUEUEUEUEU 2.92.92.92.92.9 1.01.01.01.01.0 -1.8-1.8-1.8-1.8-1.8 0.50.50.50.50.5 -2.0-2.0-2.0-2.0-2.0 -0.6-0.6-0.6-0.6-0.6
Euro AreaEuro AreaEuro AreaEuro AreaEuro Area
   GDP growth 2.7 0.9 -1.9 0.4 -2.0 -0.5
   Unemployment 7.5 7.5 9.3 10.2 0.9 1.5
   Inflation 2.1 3.3 1.0 1.8 -1.2 -0.3
USAUSAUSAUSAUSA
   GDP growth 2.0 1.2 -1.6 1.7 -1.1 0.7
   Inflation 2.6 3.4 0.4 0.7 -1.1 -0.1
JapanJapanJapanJapanJapan -0.1-0.1-0.1-0.1-0.1 -2.4-2.4-2.4-2.4-2.4 -0.2-0.2-0.2-0.2-0.2 -2.0-2.0-2.0-2.0-2.0 -0.8-0.8-0.8-0.8-0.8
ChinaChinaChinaChinaChina 9.39.39.39.39.3 6.86.86.86.86.8 8.08.08.08.08.0 -1.1-1.1-1.1-1.1-1.1 -0.8-0.8-0.8-0.8-0.8
World growthWorld growthWorld growthWorld growthWorld growth 3.33.33.33.33.3 0.50.50.50.50.5 2.82.82.82.82.8 -2.0-2.0-2.0-2.0-2.0 -0.5-0.5-0.5-0.5-0.5

IMF forecast (as of 28 January 2009)IMF forecast (as of 28 January 2009)IMF forecast (as of 28 January 2009)IMF forecast (as of 28 January 2009)IMF forecast (as of 28 January 2009)

EUEUEUEUEU 3.13.13.13.13.1 1.31.31.31.31.3 -1.8-1.8-1.8-1.8-1.8 0.50.50.50.50.5 -1.6-1.6-1.6-1.6-1.6 -0.8-0.8-0.8-0.8-0.8
Euro AreaEuro AreaEuro AreaEuro AreaEuro Area 2.62.62.62.62.6 1.01.01.01.01.0 -2.0-2.0-2.0-2.0-2.0 0.20.20.20.20.2 -1.5-1.5-1.5-1.5-1.5 -0.7-0.7-0.7-0.7-0.7
USAUSAUSAUSAUSA 2.02.02.02.02.0 1.11.11.11.11.1 -1.6-1.6-1.6-1.6-1.6 1.61.61.61.61.6 -0.9-0.9-0.9-0.9-0.9 0.10.10.10.10.1
JapanJapanJapanJapanJapan 2.42.42.42.42.4 -0.3-0.3-0.3-0.3-0.3 -2.6-2.6-2.6-2.6-2.6 0.60.60.60.60.6 -2.4-2.4-2.4-2.4-2.4 -0.5-0.5-0.5-0.5-0.5
ChinaChinaChinaChinaChina 13.013.013.013.013.0 9.09.09.09.09.0 6.76.76.76.76.7 8.08.08.08.08.0 -1.8-1.8-1.8-1.8-1.8 -1.5-1.5-1.5-1.5-1.5
World growthWorld growthWorld growthWorld growthWorld growth 5.25.25.25.25.2 3.43.43.43.43.4 0.50.50.50.50.5 3.03.03.03.03.0 -1.7-1.7-1.7-1.7-1.7 -0.8-0.8-0.8-0.8-0.8

* A difference in percentage points vis-à-vis the autumn 2008 forecast.

Sources: The EC and IMF.

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

Source: Eurostat.

Euro Area Consumer Confidence Indices

Source: Eurostat.

PMI and Euro Area GDP Growth
(%)

Sources: NTC Research and Eurostat.

The sharp decrease in economic indicators
(PMI) to historically lowest values since their intro-
duction 11 year ago and in leading indicators (EC
indices, regional indices of business and con-
sumer confidence) to levels below their historical
average values suggested accumulated expecta-
tions for further deepening of the recession in the
euro area. These outlooks were additionally ag-
gravated by the expectations of continuous diffi-
culties with the private sector's access to financ-
ing. Corporate earnings and personal disposable
income are expected to decline impacted by re-
duced employment in industries vulnerable to
economic cycles. As a result, euro area GDP is
likely to further decrease in the first half of 2009.
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Euro Area Unemployment Rate and Employment Growth
(%)

Source: Eurostat.

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

Source: Eurostat.

The strong adjustment of petroleum and raw
material prices in recent months prompted a rapid
decline in the euro area inflation rate. In Decem-
ber the harmonised index of consumer prices
(HICP) reported a moderation in annual growth to
1.6 per cent, exhibiting a level lower than the av-
erage for the previous eleven months of the year
(3.4 per cent) and core inflation stood steadily at
1.8 per cent (on an annual basis) almost match-
ing the average value for 2008.

Outlooks for the first half of 2009 point to further
inflation rate declines in the euro area. These ex-
pectations are based on the assumption for
stabilisation of petroleum and raw material prices,
a decrease in unit labour costs in the context of
the worsening labour market and lower consumer
demand. The base effect of the dramatic price
hikes in petroleum and food prices in 2008 will be
most strongly pronounced in mid-2009. In the
short run risks of lower inflation prevail. They are
associated with the probability of a stronger and
longer than expected recession, which may push
the inflation rate down to less than 1 per cent
prompting a serious decline in medium-term infla-
tionary expectations.

The EC forecasts published on 19 January 2009
suggest a significant downward revision of GDP
growth and inflation in the euro area. In 2009
GDP is expected to decline by 1.9 per cent (a
fall by 2 percentage points on November fore-
cast) and harmonised inflation to reach 1.0 per
cent by the end of the period (a decrease by 1.2
percentage points on November forecast). A slight
recovery in euro area economic growth is ex-
pected in 2010, with GDP growing by 0.4 per
cent and inflation by 1.8 per cent.

The governments of Member States whose
banking systems were severely affected by the
financial turmoil enforced various fiscal and regu-
latory measures to guarantee banks’ solvency and
liquidity. A package of measures in support of the
banking sector was adopted in coordination with
the European Commission. These measures in-
clude provision of government guarantees, pur-
chase of equity stakes and recapitalisation of sys-
temically important banks by the respective gov-
ernments. The extraordinary measures initiated by
the governments to support the financial sector
helped partially restore the confidence in financial
institutions.

At a later stage, the government measures were
extended and they were intended to support not
only the financial system but also to encourage
economic growth. As the crisis continues, the
complete fiscal cost of the government measures
enforced is still unknown. Market risk premia in-
corporated in government securities issued by
euro area Member States have been currently
revised upward. Rating agencies also reacted and
decreased the ratings of Spain and Greece. Simi-
lar measures are expected to be launched in re-
spect of other states.

Under the conditions of descending inflation and
moderating economic activity in the fourth quarter
of 2008, the ECB initiated an unprecedentedly
rapid and sizable cycle of decreasing repo inter-
est rates. For about three months the ECB Gov-
erning Council lowered the reference rate by 225
basis points on a cumulative basis. The first step
in cutting the reference rate was in October coor-
dinated with the US Federal Reserve System and
other major central banks which simultaneously
reduced their reference rates by 50 basis points.
This step was in response of increased financial
market tensions following Lehman Brothers bank-
ruptcy.
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The euro area interbank market did not restore
its normal state and liquidity risk premia remained
high. To relieve money market tensions, the ECB
had recourse to extraordinary measures related to
liquidity management in the euro area. In mid-
October the Bank temporarily expanded the col-
lateral framework which increased the opportuni-
ties of banks to participate in refinancing opera-
tions. Moreover, the ECB started providing unlim-
ited refinancing on operations in euro and US
dollars at a fixed exchange rate across the entire
maturity spectrum. This was intended to simulta-
neously improve the liquidity of euro area banks
and to subdue interest rate volatility in the respec-
tive market segments. Between October and
January the corridor of standing facilities for finan-
cial institutions was temporarily narrowed which
facilitated the access to these facilities and influ-
enced the dynamics of interbank market overnight
interest rate (EONIA).

Euro Area Interest Rates
(%)

Source: Bloomberg.

ECB Main Refinancing Rate and Six-month EURIBOR
(%)

Source: Bloomberg.

Forward Rates Based on the Fixed Swap Yield on
Overnight Interest Rate (OIS)
(%)

Source: Bloomberg.

Liquidity Risk Premium
(3-month spread between EURIBOR and EONIA)
(%) (b.p.)

Source: Bloomberg.

Interbank market reference rates went down
significantly over the review period consistent with
the ECB reference rate and the downward trend
is likely to be sustained. The differential between
interbank market short-term rates within 3 and 6-
month horizons and expected ECB reference
rates over the same periods narrowed remaining
however well above the average levels. The
spread between EURIBOR-rate of over one month
and the Fixed Swap Yield on Overnight Interest
Rate remained more than 100 basis points indi-
cating that the confidence between money market
participants has not been restored.
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Growth and Inflation in EU-27 and EU-9
(%)

Sources: Eurostat, own calculations.

EU-9*
The global financial crisis affected also non-euro

area EU countries. In the third quarter of 2008 their
economic growth started to moderate and came to
4.7 per cent on an annual basis (5.4 per cent in the
second quarter). The highest growth rates were re-
ported by Romania, Slovakia and Bulgaria (9.1, 8.6
and 6.8 per cent respectively). Over the third quar-
ter the economic slowdown in Latvia and Estonia
significantly deepened, their growth reaching -4.6
per cent and -3.8 per cent respectively. Private
consumption and export declines were the main
factors behind this. Inflation in non-euro area coun-
tries fell by 1.7 percentage points over the fourth
quarter of 2008 to 4.6 per cent on an annual basis,
fuel price falls driving this trend.

* EU-9 includes the countries which have acceded the EU since
2004, excluding Slovenia, Malta and Cyprus. As from 1 January
2007 Slovenia and as from 1 January 2008 Malta and Cyprus be-
came full-fledged members of the Economic and Monetary Union.

The USA

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

Source: Bureau of Economic Analysis.

Financial market turmoil has permanently spilled
over into US economy by the end of 2008.2 Dur-
ing the third quarter of 2008 GDP exhibited a 0.1
per cent fall on a quarterly basis (against a 0.7
increase in the previous quarter) with all compo-
nents contributing negatively to this decrease:
consumption, investments (except for inventories)
and net exports.

Labour market dramatically contracted: employ-
ment went down by approximately 1.5 million em-
ployees (on a cumulative basis) in the last three
months of 2008 (against 2.6 million for the whole
year) and unemployment reached 7.2 per cent in
December against 6.2 per cent by the end of the
previous quarter. Labour market contraction will

probably continue in the following months given
the expected sluggish economic activity and
lower labour demand. This trend is anticipated to
adversely affect household real disposable income
and consumer demand.

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

Source: Bureau of Labour Statistics.

The continuous decline in residential property
prices increased further the negative effect on
household wealth. The high level of inventories
associated with the properties offered for sale
created prerequisites for further price falls. Con-
gressional Budget Office forecasts indicate an-
other 14 per cent decline until the end of the
year. Despite the programme for financial sector
stabilisation, economic agents’ access to loans
remained limited. The increase in bad loans con-
tributed to further tightening of bank lending
standards. Limited financing sources and wors-
ened economic situation resulted in a decline in
corporate earnings.

2 The National Bureau of Economic Research (NBER) officially an-
nounced that the recession in the USA started in December 2007.
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The negative expectations of the US economy
increased after the economic indicators had dra-
matically deteriorated in the fourth quarter. All re-
gional indices reporting production activity (Em-
pire Manufacturing, Philly Fed, Richmond Manu-
facturing) steadily decreased below the respective
reference levels signalling a significant activity
contraction in the sector.

US Consumer Confidence Indices
(2000 = 100)

Source: The Conference Board.

US PMI of Manufacturing and Services and GDP Growth
(%)

Source: Institute for Supply Management and Bureau of Economic
Analysis (BEA).

Inflation moderated significantly by the end of
2008 reflecting the dramatic price falls in petro-
leum and raw materials and low consumer de-
mand. In the short run the risk of substantial price
declines remains high stemming mainly from the
probability of further contraction in consumer and
investment demand.

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

Sources: Bureau of Labor Statistics, Bureau of Economic Analysis.

In the context of stronger signals of a coming
economic recession and inflation decline over the
fourth quarter, the US Federal Reserve System cut
interest rates on federal funds by 175 basis
points to 0.25 per cent on a cumulative basis.
Financial market stabilisation remained a priority in
US Federal Open Market Committee decisions.
Following the bankruptcy of Lehman Brothers (on
16 September), a significant part of financial mar-
kets remained paralysed due to risk aversion.
Fears of crisis spillover into the entire financial
system were strong and the US Federal Reserve
System had to launch a number of new bailout
programmes. Some of the new measures are
aimed at improving liquidity and another at stabil-
ising prices of a particular group of assets by
direct liquidity injections into certain market seg-
ments. The third part of operations was intended
to decrease mortgage loan rates in order to im-
prove the financing conditions for end-borrowers
and to subdue economic risks.

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

Source: Bloomberg.
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US Federal Reserve Balance Sheet
(trillion USD)

Source: Board of Governors of the Federal Reserve System.

All these interventions led to an unprecedented
increase of almost USD 2.3 trillion in the US Fed-
eral Reserve System balance sheet and corre-
spondingly to a rise in reserve money in the
economy. In the short run no acceleration in the
inflation rate is expected due to the fact that
banks strongly prefer to keep their reserves on
their accounts with the US Federal Reserve Sys-
tem in order to maintain adequate liquidity.

Expected Interest Rate on US Federal Funds
Based on Futures Contracts
(%)

Source: Bloomberg.

USD/EUR Exchange Rate

The US dollar appreciated by 1 per cent against
the euro in the fourth quarter of 2008, with record
high fluctuations reported in October and Decem-
ber (an appreciation by 10.8 per cent and a de-
preciation by 9.2 per cent). The EUR/USD
(1.25−1.44) moved within a wide range over the
quarter. A key factor behind this high volatility
was the uncertainty around financial crisis implica-
tions, rapidly changing economic outlooks and
withdrawals of USD-based investors from emerg-
ing markets. Over the whole period the EUR/USD
speculative positions were in favour of the US
dollar. However, the domination of short over long
positions posted a strong decrease in the last
three weeks of the fourth quarter of 2008.

In October a risk aversion was observed in the
foreign exchange market which led to capital out-
flows from emerging markets, thus supporting de-
mand for US dollars as safe haven. In the middle
of the review quarter this factor had lower effect
due to the gradual stabilisation of the banking sec-
tor, normalization of money market conditions and
monetary and fiscal stimulus packages.

As the global crisis spilled over into the real sec-
tor, with major economies entering a recession, the
role of fundamental factors increased in the foreign
exchange market. On the one hand, unfavourable
US macroeconomic data pushed the US dollar
down and on the other hand, the euro area
economy moderated faster, underpinning the euro
depreciation. This pressure increased on the ac-
count of enhanced expectations of ECB reference
rate cuts to 1 per cent throughout 2009 which will
eliminate the effect of the positive interest differen-
tial on dollar assets.

Due to exhaustion of the monetary measures and
cuts in central banks’ reference rates to levels
close to minimum ones, the investor attention was
focused on fiscal measures and the level of gov-
ernment debts in individual countries. The US fiscal
position was unfavourable in terms of the US dollar
rate but it should be taken into account that the
considerable government expenditure improved the
outlook for boosting the economy out of the slump.
At the same time, European governments’ fiscal
measures appeared to be insufficient to stimulate
the economy and support the single currency.

Given the contradictory effects of a variety of
factors, a comparatively slight appreciation of the
US dollar against the euro is expected in the first
quarter of 2009.

USD/EUR Exchange Rate
(USD per EUR 1)

Source: ECB.
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7.8 7.7 6.6 6.4 7.1 8.5 6.3 4.9

5.3 4.7 9.0 11.2 7.6 12.4 14.0 12.6 9.1 12.0
2.9 2.6 2.8 3.6 3.0 4.3 4.8 4.8 3.1 4.2
0.7 1.1 2.4 4.9 2.3 9.5 9.9 8.4 5.5 8.3
3.9 3.9 5.1 6.8 4.9 8.0 8.6 8.2 6.9 7.9

10.3 9.5 7.1 8.2 8.8 8.8 10.3 11.7 10.9 10.4
1.6 2.1 2.9 4.9 2.9 5.9 6.5 7.4 4.5 6.1
4.8 3.3 6.6 10.8 6.4 13.4 15.8 12.3 10.2 12.9

International Prices of Crude Oil,
Major Raw Materials, and Gold

Crude Oil

Over the fourth quarter crude oil demand de-
creased, reflecting economic activity slowdown,
which pushed crude oil prices down to around
USD 41 per barrel in December. This dramatic
decline forced OPEC countries to cut supply in
November and December by almost 15 per cent
compared to September. As a result, oil prices
stabilized around USD 40−50 per barrel in early
2009. The reduced demand by industry and intro-
duction of new oil production capacities in non-
OPEC countries will constrain the pressure on
prices until the end of 2009.

Due to the global economic crisis, the Interna-
tional Energy Agency revised its forecasts of
crude oil demand. Unlike the projections made at
the end of the third quarter of 2008 which point to
a moderate demand growth in 2008 and 2009,
current expectations are for cuts in demand by
0.3 per cent in 2008 and -0.6 per cent in 2009. If
they materialize, such a protracted global slump
will happen for the first time since 1982−1983.

Over the first half of 2009 oil prices are pro-
jected to remain volatile, with market expectations
showing an average price at USD 30−60 per bar-
rel.

The Balkan Region
Over the second half of 2008 some signs of slowing growth were reported by the Balkan countries, reflecting the

worsening global situation.

Private consumption and investment moderated over the third quarter. Particularly large slowdown was registered
in Turkey, with fixed asset investment decreasing 5.4 per cent, exports 4.2 per cent and private consumption in-
creasing merely 0.3 per cent. High rates in Bulgaria and Romania reflect partly the base effect of 2007 when yields
in agriculture were significantly lower due to poor weather conditions. The contribution of agriculture to value
added growth in Bulgaria and Romania was 4 percentage points (value added growth at 8.2 per cent) and 4.4 per-
centage points (value added growth at 9.3 per cent) respectively. Industrial production in most Balkan countries
moderated in the last quarter of 2008. Inflation also slowed down, reflecting largely fuel price declines.

Worsening economic conditions are expected to exert a significant downward pressure on external demand and
foreign investment flows in the region. Private consumption also indicated a decrease over the coming quarters.
Expectations point to a slowdown in economic growth rates in the first half of 2009, with a negative rate likely to
expect in Turkey.

   Real Growth and Inflation in Balkan Countries (Quarterly)

20072007200720072007 20082008200820082008

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.
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Crude Oil Prices
(USD per barrel)

Source: World Bank.

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

Source: IЕА.

Major Raw Material and Commodity Prices

Over the fourth quarter of 2008 metal prices
declined significantly due to the global industry
slowdown. The metal price index shows a de-
crease of about 33 per cent on the previous
quarter. Copper prices posted the most significant
decrease at 49 per cent and nickel prices at 42
per cent. Steel prices also fell (around 8 per cent)
on the previous quarter. Expectations point to de-
clines in metal prices over the first half of 2009.

Over the third quarter food prices also posted a
significant drop, with the food price index falling
by 28 per cent compared to the previous period.
Corn and rice prices fell by about 30 per cent
and vegetable oils by approximately 10 per cent.
Wheat prices decreased by 33 per cent as a re-
sult of higher world yields by 12 per cent, entirely
covering enhanced demand. Good harvest is ex-
pected to boost world inventories by almost 23
per cent. Downward trends in food prices are
projected to continue in the first two quarters of
2009 due to higher yields and slowing demand
growth.

The significant fall in sea freight prices also had
an essential effect on prices of raw materials and
commodities in the last quarter of 2008. The indi-
ces reflecting changes in these prices fell by
around 90 per cent on an annual basis, reaching
the lowest level since 2002.

Sea Freight Price Index (Baltic Exchange Dry Index)
(thousand)

Source: Capital Link Shipping.

Gold

Over the fourth quarter of 2008 gold prices fell
to USD 782 per troy ounce, down 10.2 per cent
on a quarterly basis and up 3.9 per cent in euro.
Divergent developments reflected the US dollar
appreciation over the review period. The magni-
tude of fluctuations decreased in October and
November after the historical peaks reached in
the previous quarter but it enhanced further in
December.

The USD/EUR rate was the major factor behind
gold price developments, with oil and other com-
modity prices also contributing significantly to
these developments during most of the time. The
US dollar appreciation and falls in commodity
prices contributed significantly to the rapid de-
crease in inflationary expectations which triggered
active investor sales and closure of gold posi-
tions. Investment in index products, in gold ex-
change-traded funds (ETFs) posted a sustainable
decline over the review period, with investment in
precious metals also reporting net outflows in the
last months.

Demand for physical gold in the third quarter
rose on an annual basis due to the strong inves-
tor interest in buying assets in ETFs covered by
physical gold. Based on recent GFMS data, de-
mand for physical gold in the third quarter in-
creased by 18 per cent on the same period of
2007 and reached 1133 tons (an increase of 51
per cent in value to USD 31.8 billion).
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Price Indices of Major Commodities and Commodity Groups
(2007 = 100)

Sources: World Bank, BNB.

Steel Copper

Food Wheat

Physical gold supply posted a decline of 10 per
cent on an annual basis over the third quarter of
2008, with small volumes of central bank sales
contributing also to the low supply. The second
Central Bank Gold Agreement II (CBGA II) regu-
lating gold sales expired on 26 September 2008.
Since early 2008 banks have sold 357.2 tons of
physical gold vis-à-vis 475.8 tons in 2007. Most
central banks have already announced their inten-
tions to stop selling gold.

Spot Price of Gold
(USD per troy ounce)

Source: The London Bullion Market Association.

Bulgarian External Debt Dynamics
on International Financial Markets

Over the fourth quarter of 2008 spreads of
emerging market bond issues widened signifi-
cantly. The Lehman Brothers failure resulting in
global risk aversion was the major factor behind
this. Concerns about financial corporations’ per-
formance had an adverse effect on the real sector
outlook in Europe. Following these developments,
sovereign credit risk premia increased. This dy-
namics was further driven by investor interest
withdrawal from emerging markets. Several coun-
tries reporting poor economic fundamentals, such
as Hungary, Latvia, Ukraine and Serbia, sought
financial support from the IMF. The ECB provided
Hungary with a loan and the central bank of Po-
land established a swap arrangement with the
central bank of Switzerland.
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In early December government bond spreads
reached historical peaks and though stabilizing
later, they remained at high levels. In the fourth
quarter of 2008 emerging market spreads, meas-
ured by JP Morgan Euro EMBI Global index, rose
by 208 basis points to 387 basis points at the
end of 2008.

Bulgaria's government debt spreads, measured
by the JP Morgan index, exhibited an upward
trend almost until the end of the review period.
On 19 December 2008 it widened to a maximum
of 486 basis points and then narrowed to 463
basis points by the end of the year.

In the first half of 2009 sovereign risk spreads
of emerging markets will see high volatility. The
worsened economic outlook and easing fiscal poli-
cies along with heightened risk aversion are un-
likely to allow a downward adjustment in govern-
ment bond spreads in the following two quarters.

Government Debt Yield Spreads in Bulgaria,
Romania, Poland, the Czech Republic and Hungary
(Euro EMBI Global index)
(b.p.)

Source: JP Morgan.



Financial Flows, Money and Credit 18

The net external funds inflow into Bulgaria is expected to remain positive also in the first half of 2009. The
high degree of uncertainty and the more difficult conditions observed in international financial markets are likely
to affect the access of domestic economic agents to external financing. As a result, the inflow of financial re-
sources into the Bulgarian economy is expected to subside in the first two quarters of 2009 compared to the
first half of 2008.

2. Financial Flows, Money and Credit

Cash Flows Which Prompted Significant Changes in
Gross International Reserves
(million EUR)

2007, 2008,
total total

Total for the periodTotal for the periodTotal for the periodTotal for the periodTotal for the period 2 5452 5452 5452 5452 545 6666666666
Purchases and sales of euroPurchases and sales of euroPurchases and sales of euroPurchases and sales of euroPurchases and sales of euro 2 4102 4102 4102 4102 410 1 2221 2221 2221 2221 222
at tills -60 -54
banks, incl. 2 458 1 275
     bankís purchases 54 467 125 543
     bankís sales -52 008 -124 268
Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, Flows on accounts of banks, the MF, etcetcetcetcetc..... 135135135135135 -1 156-1 156-1 156-1 156-1 156
Minimum required reservesMinimum required reservesMinimum required reservesMinimum required reservesMinimum required reserves 827827827827827 -657-657-657-657-657
Government and other depositorsGovernment and other depositorsGovernment and other depositorsGovernment and other depositorsGovernment and other depositors -691-691-691-691-691 -499-499-499-499-499

Source: BNB.

3 Data are subject to regular revisions upon receiving additional infor-
mation from corporations. Recent years have witnessed systematic
upward revisions of first-release data on foreign direct investment flows;
therefore, the mechanical comparison of initial 2008 data with the 2007
data that have been revised several times is incorrect. This also applies
to data on intercompany loans and reinvested earnings.

Confidence in the Bulgarian economy was sus-
tained in the last months of 2008 as capital inflow
remained at a high level. According to preliminary
data, by the third quarter of 2008 foreign direct
investment inflow accounted for 19.5 per cent of
GDP on an annual basis. The cumulative balance
of the current and capital accounts fell by EUR
2.1 billion to EUR 7.2 billion in the January to No-
vember period, reflecting mainly higher trade defi-
cit (by EUR 1.7 billion). The balance of payments
reported a surplus of EUR 2.2 billion over the
same period, with BNB reserves increasing by an
equivalent amount (excluding changes due to
valuation adjustments).

The Issue Department balance sheet figure
reached BGN 24,864.8 million (EUR 12,713.1 mil-
lion) by end-2008: up BGN 1.5 billion (EUR 776.5
million) on 2007. Net euro purchases by banks
reflected mostly changes in minimum required re-
serves which rose in 2007 (following their rate in-

crease) and decreased at the end of 2008. The
average monthly coverage of imported goods and
services by BNB international reserves reached
six months between January and November 2008
as it was a year earlier.

Financial Flows
and External Position Sustainability

Foreign capital inflows into Bulgaria stayed high
between January and November 2008. The bal-
ance of payments financial account surplus of EUR
10.9 billion reflected mainly the following factors:
(1) attracted foreign direct investment worth EUR
5.27 billion;3 (2) non-residents’ deposits with do-
mestic banks at EUR 2.48 billion; (3) an increase
by EUR 2.3 billion in net external obligations of the
private non-bank sector. The continued capital in-

flow, even after the significant worsening and
destabilising of global financial markets since mid-
September 2008, indicates the sustained interest in
Bulgaria. However, the uncertainty around the fu-
ture dynamics of foreign current, capital and finan-
cial flows into the Bulgarian economy over the first
half of 2009 remains extremely high. It reflects
mainly still high tensions on world capital markets,
rather than internal policy changes. This uncertainty
spills over into major macroeconomic indicators
due to the high degree of Bulgaria's economic
openness.4

4 See the Economic Activity section in this issue.
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5 See footnote 3.

6 Upon receiving additional information on non-financial corporations,
revisions of foreign direct investment data will affect not only the total
amount of inflows, but also their sectoral structure.
7 Growth on December 2007 comprised EUR 7.6 billion, including net
transfer of borrowed funds of EUR 5.6 billion, as well as revaluations
and net changes in trade and revolving loans.
8 Еxcluding changes in government guaranteed private debt.

International reserve dynamics over the last
months of 2008 was relatively stable given the ef-
fects of BNB regulatory changes and fiscal policy
measures. Bulgaria has sustained a relatively low
degree of vulnerability as to the potentially specu-
lative capital withdrawal. Portfolio investment contin-
ued to decrease as a share of Bulgaria's gross
liabilities under the international investment position
(4 per cent as of the third quarter of 2008). Gross
short-term external debt, though picking up to 38.1
per cent of total external debt as of October 2008,
remained entirely covered by BNB international
foreign currency reserves.

According to preliminary data, foreign direct in-
vestment in Bulgaria came to EUR 5274.6 million
between January and November 2008.5 Over the
same period of 2007 foreign direct investment data
were revised upwards several times and currently
their amount is EUR 5963.3 million. The compari-
son between the data for January − November
2008 and initially reported data for the correspond-
ing period of 2007 points to an increase in foreign
direct investment inflow by 4.4 per cent. By the
third quarter of 2008 foreign direct investment in-
flow accounted for 19.5 per cent of GDP on an
annual basis. The reported inflow is expected to
be revised upwards due to the additional informa-
tion provided by corporations.

Attracted investment between January and No-
vember was primarily in the form of equity (53.3
per cent). No funds were received from privatiza-
tion transactions and foreign persons’ investment in
real property came to EUR 1.28 billion (EUR 1.67
billion in the same period of 2007). Overall, the for-
eign investor's interest in acquiring real estate in
Bulgaria remained high in 2008.

The other capital item under foreign direct in-
vestment reached EUR 1.97 billion between Janu-
ary and November 2008. The reported inflow is
likely to be revised upwards in the following revi-
sions. Data on reinvested earnings show an in-
crease of EUR 120.3 million on an annual basis
coming to EUR 491.3 million between January
and November 2008.

By end-2007 real estate operations and business
services (20 per cent), manufacturing (17.7 per
cent), financial intermediation (17.6 per cent), and
transport and communications (17.5 per cent) oc-
cupied the largest shares in the structure of cumu-

lative foreign direct investment by industry. In the
first three quarters of 2008 these sectors retained
their key role, with the shares of real estate opera-
tions and business services, financial intermediation
and manufacturing accounting for 25.8 per cent,
24.5 per cent and 14.5 per cent respectively.6

Trends in the investment inflow by economic sector
show moderation in FDI to real estate and busi-
ness services on an annual basis, while other sec-
tors (e.g. manufacturing and trade and repairs)
had large positive contributions to overall invest-
ment dynamics. The composition of FDI by country
in the January to November 2008 period suggests
that the foreign direct investments attracted from
Austria (17.9 per cent), the Netherlands (15.7 per
cent), and Germany (11.2 per cent) accounted for
the largest shares.

Gross external debt dynamics between January
and October 2008 shows that local business ac-
cess to world financial markets was not hindered.
Between January and October 2008 the net inflow
of borrowed funds from other countries was posi-
tive, worth EUR 5.6 billion, reflecting the excess of
received loans over the total amount of principal
payments. As a result, Bulgaria's gross external
debt reached EUR 36.4 billion by end-October.7

Between January and October 2008 the external
debt of the general government sector declined
by EUR 253.8 million (mainly due to an advance
loan repayment to the World Bank in March),
coming to 7.8 per cent of Bulgaria's total debt.
The total amount of public and publicly guaran-
teed debt rose by EUR 117.9 million.

Private non-guaranteed external debt rose by
EUR 7.45 billion over the period, boosted mostly
by deposits and loans attracted by banks (up
EUR 3.5 billion), attracted intercompany loans (up
EUR 2.18 billion), and growth in other sector li-
abilities (EUR 1.8 billion).8 Domestic banks’ exter-
nal debt increased mainly in the form of deposits
(EUR 2.28 billion) and other short-term loans (EUR
733.1 million). The bulk of this debt (75 per cent)
is provided by the foreign parent banks aimed at
broadening their scope of operations in Bulgaria.
The share of intercompany loans in total external
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debt fell to 33.8 per cent due to the dynamic in-
crease in banks’ external obligations for the first
ten months of 2008. As a result of BNB measures
intended to reduce minimum required reserves of
banks, they will probably decrease the amount of
their gross external debt in early 2009 by repay-
ing a portion of short-term obligations. The volume
of intercompany loans will be revised upwards in
the following revisions due to quarterly reporting
of non-finacial corporations.

Gross External Debt
(million EUR)

Source: BNB.

Gross external debt service payments came to
EUR 5.66 billion between January and October
2008 (42.7 per cent of receipts from commodity
exports over this period) against EUR 5.55 billion
in the corresponding period of the prior year (49.8
per cent of exports). Borrowings and deposits
amounted to EUR 10.7 billion, up EUR 973.5 mil-
lion as compared to the corresponding period of
2007. Banks and other sectors contributed most
substantially to the total volume of borrowings and
deposits: by EUR 5.4 billion and EUR 3.1 billion
respectively.

The average weighted interest rate levels on
new loans declared between January and Octo-
ber 2008 suggest an increase in the cost of ex-
ternal borrowed funds in US dollars (by 3.5 per-
centage points on an annual basis to 6.2 per
cent), whereas it is minimal in euro (by 0.1 per-
centage points to 5.2 per cent). As regards long-
term euro-denominated loans, the interest rate dif-
ferential between corporate loans extended by do-
mestic banks (at the average-weighted interest
rate of 8.6 per cent) and external loans (5.9 per
cent) remained positive. Long-term USD-denomi-
nated loans exhibited an opposite trend. As a re-
sult of the rise in the cost of new loans extended
from other countries, their average-weighted inter-
est rate exceeded that on the corresponding do-
mestic loans by 0.8 percentage points. It should

be noted that interest rate levels on domestic and
external loans are not directly comparable due to
different characteristics of corporations with ac-
cess to both markets. Nevertheless, lower interest
rates on euro-denominated external loans sup-
ports the incentives for direct external borrowing
in the future.

As of September 2008 no notable changes oc-
curred in the structure of private non-bank exter-
nal debt by industry,9 with real estate operations,
lessors activities and business services retaining
their relatively large shares in the external debt of
other sectors (26.6 per cent) and in intercompany
loans (19.3 per cent). The bulk of intercompany
funds in this sector went to companies providing
legal, accounting, audit and other business serv-
ices. Within the structure of other sectors’ debt,
the electricity, gas and water supply (15.8 per
cent) and trade and repairs (10.8 per cent) had
more significant shares, while in intercompany
loans, financial intermediation (19.4 per cent) oc-
cupied a significant share.

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

Source: BNB.

The maturity structure of gross external debt re-
mained relatively steady, with short-term external
debt increasing gradually to 38.1 per cent in Oc-
tober, from 33.7 per cent by end-2007. The in-
crease in short-term debt of EUR 4.1 billion in the
January to October 2008 period was primarily at-
tributable to the newly opened non-residents’ de-
posits with domestic banks.

By the end of the third quarter of 2008 the euro
retained its leading position (86.2 per cent) in the
gross external debt currency structure. The euro
occupied the largest share (91.9 per cent) in
intercompany loans and the smallest share in the
General government sector (68.4 per cent). This
foreign currency structure significantly reduces

9 Еxcluding trade and bond loan liabilities.
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risks associated with exchange rate fluctuations in
the international markets.

Bulgaria's gross foreign assets rose by EUR 1.7
billion between January and November 2008, with
BNB international reserves growth of EUR 2.4 bil-
lion partially offset by the fall in foreign assets of
banks (EUR 408.6 million) and the non-financial
sector (EUR 241 million). As a result of Bulgaria's
gross foreign assets and external debt dynamics,
the net external debt increased by EUR 5.7 billion
in the first ten months of 2008, reaching EUR 51.5
per cent of the projected GDP for 2008.

External current and capital transactions reflect
to a great extent the inflow of financial resources
into the Bulgarian economy. The current and capi-
tal account deficit between January and Novem-
ber 2008 comprised EUR 7.2 billion against EUR
5.1 billion in the corresponding period of the prior
year.

The trade balance contributed most substantially
to the increased net external borrowing by the Bul-
garian economy, with trade deficit rising by EUR
1.7 billion to reach EUR 8.2 billion over the review
period. The continued high growth of goods im-
ports (nominal growth of 19.1 per cent between
January and November 2008 on an annual basis)
reflects mainly still strong investment activity in Bul-
garia and related imports of investment goods.
High international prices of energy resources and
raw materials in the first half of 2008 also contrib-
uted to maintaining high import dynamics. Over the
period exports rose by 15.5 per cent.10

Net current transfers reported for the January −
November 2008 period amounted to EUR 503.7
million (up EUR 205.3 million). The improvement
was entirely attributable to the EU funds inflow. A
portion of the EU funds is reported under the bal-
ance of payments capital account, its amount com-
ing to EUR 250.4 million. The transfers received
from EU funds exceeded the payments on Bulgar-
ia's contribution to the EU budget and contributed
to the positive net transfers of EUR 377.5 million to
the General government sector. The receipts in the
form of private current transfers rose by EUR 52
million on an annual basis, while transfers abroad
increased by EUR 76.5 million. As a result, net
transfers to the private sector fell by EUR 24.5 mil-
lion.

The income and services balance exhibited a
decline on the corresponding period of 2007 by
EUR 610.1 million and EUR 9.5 million respec-
tively. The income balance for the first eleven
months of 2008 was negative (EUR 939.3 million).
The reported fall of EUR 685.1 million on the cor-
responding period of 2007 was mostly attributable
to larger payments on income from foreign direct
investments. Growth was reported in all compo-
nents of income from direct investments, with divi-
dends paid accounting for the largest amount
(EUR 375.2 million). As regards the income re-
ceived from residents over the review period, in-
come on compensations to employees posted an
increase by EUR 171 million.

The balance on services in the first eleven
months of 2008 was positive, comprising EUR
1.15 billion, with higher payments on travel of
residents abroad (up EUR 267.9 million) and
higher transportation expenditure on imports (up
EUR 248.3 million) contributing most significantly
to its insignificant deterioration on an annual ba-
sis. Improvements were recorded under all items
of the earnings from exported services, the most
sizable one being that of tourist services (up EUR
251.2 million), as well as other business services
(up EUR 189.1 million) and transportation services
(up EUR 161.5 million). Our expectations for the
development of international trade in services
point to retention of positive growth trends in the
income from tourist and other business services
over the first half of 2009.

Taking into account the available balance of
payments and external debt data, we may con-
clude that there are no signs of serious risks to
the sustainability of Bulgaria’s external position
amid the worsening external environment. The
analysis of major factors contributing to the
changes in the external position of the Bulgarian
economy reveals the retained significance of high
investment activity and of the process of restruc-
turing and integration into the Single European
Market. Available data on December 2008 and
early 2009 will reflect the effect of both BNB
measures to reduce minimum required reserves
maintained by banks with the central bank and
government measures on Bulgaria's external bal-
ance dynamics.

10 For a detailed analysis of exports and imports dynamics, see the
Economic Activity section in this issue.
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11 See the box entitled Amendments to Ordinance No 21 on the Mini-
mum Required Reserves Maintained with the Bulgarian National Bank
by Banks in this issue.

Amendments to Ordinance No 21 on the Minimum Required Reserves Maintained with the Bulgarian National
Bank by Banks adopted by end-2008 aim at limiting interbank money market fluctuations and facilitating banks’
liquidity management. Dynamics of interest rates on time deposits, which started to increase in 2008, will de-
pend on banks’ needs of attracted resources to finance their lending activity and will continue to be driven by
the situation on the international financial markets.

Dynamics of Current Account, Financial Account
and International Reserves (on an Annual Basis)
(million BGN)

Source: BNB.

Expectations for the first half of 2009 are char-
acterized by a great uncertainty associated with

still high non-confidence among major participants
in international financial markets. Taking into ac-
count possible effects of the global financial crisis
on the Bulgarian economy, a gradual slowdown in
capital and financial inflows is projected in terms
of both foreign direct investment and debt financ-
ing. It is expected that local economic agents will
continue to have access to external financial re-
sources, driven by the prevailing long-term inter-
est of foreign investors and by the prudent macr-
oeconomic policy pursued. The balance of pay-
ments current and capital account deficit to GDP
ratio is anticipated to start decreasing in the first
two quarters of 2009 and to be below 20 per
cent of GDP by the middle of 2009.

Monetary Aggregates

In the last quarter of 2008 reserve money de-
clined by 3.9 per cent, their level at the end of
December matching that in December 2007.
Amendments to Ordinance No 21 on the Minimum
Required Reserves Maintained with the Bulgarian
National Bank by Banks as adopted in October
and November 2008 contributed most significantly
to the decline in the fourth quarter of 2008. These
amendments include: recognizing 50 per cent of
cash in vaults as reserve assets, giving banks
easier access to their reserves with the BNB (ef-
fective as of early October 2008) and reducing
the minimum required reserve rate from 12 per
cent to 10 per cent as of 1 December 2008. Con-
sequently, bank deposits with the BNB decreased
by 13.4 per cent on an annual basis at the end
of the fourth quarter after the increase reported in
previous quarters.

Moderation in the annual growth rate of cash in
circulation also affected the level of reserve
money. Cash in circulation growth rate fell to 9.1
per cent at the end of December from 13.7 per
cent at the end of August. The slower annual
growth in cash in circulation was attributable both
to the high base and the increased interest rates
on deposits. No sizable changes in the dynamics

of cash in circulation are expected in the first half
of 2009. However, bank reserves will continue to
decline due to the reduced minimum required re-
serve rate on government deposits (from 10 to 0
per cent) and on funds attracted by banks from
abroad (from 10 to 5 per cent) as of 1 January
2009.11

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

Source: BNB.
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Bank Deposits with the BNB
(million BGN)

Source: BNB.

Currency in Circulation
(annual rate of growth, %) (volumes, million BGN)

Source: BNB.

In the third quarter of 2008 the good tax rev-
enue implementation led to a significant amount of
liquidity being withdrawn from the non-government
sector in favour of the budget. Although the aid
received from other countries amounted to BGN
69.7 million and the contribution to the EU budget
totaled BGN 119.6 million, the external sector was
also a source of liquidity to the budget due to re-
ceipts from privatization of BGN 397.8 million.
Government deposit with the BNB rose by BGN
1834.6 million over the third quarter of 2008 to
BGN 11,026.9 million at the end of September.

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

Sources: MF, BNB.

As a result of extra expenditure on government
investment, social programmes, and capital in-
creases in state-owned companies at the end of
the year, the government deposit with the BNB
fell to BGN 7291.6 million.

At the end of 2008 the M3 monetary aggregate
rose 0.2 per cent on September and 8.8 per cent
on an annual basis (on December 2007), i.e. the
last quarter of 2008 saw no change in the level of
broad money compared with the end of Septem-
ber (for comparison purposes, in September M3
grew 3.93 per cent on June or 19.5 per cent on
an annual basis). The downward trend in broad
money growth started in early 2008 and largely
reflected the high base of 2007 and the slowing
in credit growth rates which also started in early
2008. Over the fourth quarter of 2008 overnight
deposits posted a fall on the end of 2007, which
was offset by an increase in time deposits in-
cluded in quasi-money.

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

Source: BNB.

M1 posted a decline of 4.1 per cent on an an-
nual basis as of end-December compared to
growth of 10.2 per cent in September, with an 11
per cent decline in overnight deposits being the
main driver for this (4.4 per cent growth in Sep-
tember). By the end of December overnight de-
posits of non-financial corporations in levs and
foreign currency decreased by 9.6 per cent and
20.1 per cent (on an annual basis) respectively,
while overnight deposits of households in levs in-
creased by 2.9 per cent and those denominated
in foreign currency declined by 32 per cent on an
annual basis. The major factors that pushed down
the amount of overnight deposits were the slowing
of banks’ credit operations, debt repayment, and
shifts from overnight to time deposits driven by in-
terest rate increases.
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Quasi-money continued to grow despite the
moderation in its growth rate to 21.1 per cent on
an annual basis as of end-December, down from
31.8 per cent as of end-September. Household
deposits in levs with agreed maturity of up to two
years rose by 26.7 per cent on an annual basis
by the end of December and those in foreign cur-
rency by 20.4 per cent. The annual growth rate of
non-financial corporations’ lev deposits with
agreed maturity of up to two years amounted to
26.8 per cent while the growth of these deposits
in foreign currencies came to 18.7 per cent.

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

Source: BNB.

Between September and December 2008 inter-
est rates in the interbank money market posted
strong growth followed by a marked fall. The
strong growth reflected the worsened conditions
in global money markets and heightened uncer-
tainty worldwide which impacted the domestic
money market. ECB subsequent cuts in main in-
terest rates and unprecedented measures for pro-
viding liquidity, the amendments to BNB Ordi-
nance No 21, and the extra government expendi-
ture at the end of the year led to a decline in
money market interest rates. The average interest
rate on transactions concluded in the interbank
money market fell to 4.11 per cent on the last
trading day, from a peak of 6.27 per cent on 17
October. Following a similar trend, LEONIA
reached 6.37 per cent on 17 October and then
fell to 4.07 per cent at the end of the year. The
spread vis-à-vis EONIA widened to 172 basis
points at the end of December, from 93 basis
points at the end of August.

Interbank money market trading remained active
as opposed to the interbank market in Europe
where banks limited their trading due to the
heightened uncertainty. The average daily volume
of transactions between September and Decem-
ber 2008 increased to BGN 378.9 million, from
BGN 253 million over the same period of 2007. In
addition to money market transactions, banks
used foreign exchange transactions with the BNB
as a tool to manage their liquidity. Trade volumes
remained high, with the value of foreign currency
bought exceeding the one sold by BGN 1.13 bil-
lion over the last quarter of 2008.

LEONIA/EONIA
(%)

Source: BNB.

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

Source: BNB.

Currency Sales and Purchases between Banks
and the BNB (on a Monthly Basis)
(million BGN)

Source: BNB.
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Tightened conditions in the euro area money
market following the higher uncertainty globally
pushed up deposit interest rates in Bulgaria. Over
the last quarter bank strategies were changed to-
wards closer correlation between lending and at-
tracted domestic resources. As a result, the com-
petition on the domestic deposits market in-
creased and interest rates on time deposits in
levs and euro rose considerably.

Over the third quarter of 2008 average interest
rates on lev time deposits rose by 52 basis
points to 5.74 per cent, while euro time deposits
registered growth of 29 basis points to 4.43 per
cent. In the last three months of 2008 interest
rates on time deposits denominated in levs and
euro picked up to reach 6.57 per cent and 5.33
per cent on average. In December 2008 their
levels reached an average of 7.21 per cent on
time deposits in levs and 5.60 per cent on time
deposits in euro. Expectations point to modera-
tion in interest rates growth in the coming
months. Their change will be mainly influenced
by banks’ needs of domestic resources, ECB
and BNB measures and the situation in global fi-
nancial markets.

The distribution of interest rates on household
deposits with maturity of up to one month by
bank shows that the number of banks offering
rates within the 4 to 5 per cent band increased at
the expense of those offering rates within the 3−4
per cent band. In addition to the increased aver-
age interest level, more dispersion was observed
in November vis-à-vis September along with inter-
est rate levels exceeding 6 per cent.

Interest Rates on Time Deposits
(%)

Source: BNB.

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

frequency (number of banks) frequency (number of banks)

Source: BNB.

as of September 2008 as of November 2008
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The increased price of borrowed funds and tightened bank credit policy reflected on the continued downward
trend in credit growth. Increases in deposit interest rates and in the cost of financing on the interbank money
market continued to spill over into lending interest rates.

Credit Aggregates

In the last months the macroeconomic uncertainty
resulting from the negative external trends affected
the rate of credit growth. This effect was seen in
the moderate rise in credit demand and credit

Amendments to Ordinance No 21 on the Minimum Required Reserves
Maintained with the Bulgarian National Bank by Banks

Amendments to BNB Ordinance No 21 adopted in the fourth quarter of 2008 aimed to make bank liquidity man-
agement more flexible. These measures came as a follow-up of the BNB anti-cyclical policy with a view to banks’
minimum required reserves, capital adequacy regulation and provisioning rules.

In July 2007 the minimum required reserves maintained with the BNB by banks were raised from 8 to 12 per cent
with effect as from early September 2007. The amendment aimed to influence strong lending in order to moderate
private sector credit growth and came as a follow-up of the anti-cyclical policy conducted by the BNB since 2003.
From the fourth quarter of 2008 the unfavourable effects of the global financial crisis which transformed into a glo-
bal economic crisis, were felt more strongly in Bulgaria. Within the context of its anti-cyclical policy, by end-2008
the BNB took measures to facilitate banks’ liquidity management using liquidity buffers created in previous years.

The amendments to Ordinance No 21 were as follows:

1. Recognizing 50 per cent of cash in vaults as reserve assets, which gave banks easier access to their re-
serves with the BNB (with effect as of 1 October 2008).

2. Reducing the minimum required reserves on all funds attracted by the banks from 12 per cent to 10 per cent
as of 1 December 2008.

3. Reducing the minimum required reserves on funds attracted by banks from abroad from 10 per cent to 5 per
cent and removal of the reserve requirements on funds attracted from state and local government budgets as
of 1 January 2009.

As a result of the amendments to Ordinance No 21, a total of around BGN 1.8 billion of bank funds maintained
as reserves with the BNB were released. The effect of recognizing 50 per cent of the cash in vaults as reserve as-
sets totaled BGN 710 million. The reduction of the reserve requirements as of 1 December 2008 resulted in a fur-
ther release of BGN 1.1 billion. The additional decrease in the reserve requirements on funds from abroad as of
1 January 2009 should help to attract foreign capital at a
lower cost. Reflecting the amendments of 1 January 2009,
the average effective minimum reserve requirements for
the whole banking system fell to 7 per cent and the over-
all effect of the BNB measures was a release of funds to
the amount of BGN 3 billion. It should be noted, however,
that the release of funds would not automatically result in
higher lending. On the one hand, lending depends on de-
mand for bank loans from households and firms and on
banks’ risk assessment of these loans. To this end, Bul-
garian banks’ behaviour does not appear to differ signifi-
cantly from that of euro area banks which reduced lend-
ing irrespective of the decline in ECB interest rates and of
the eased liquidity.

Factors Underlying Changes in Bank Deposits
with the BNB
(million BGN)

Source: BNB.

policy tightening pursued by banks. In the fourth
quarter of 2008 claims on the non-government sec-
tor rose by BGN 1102.4 million (up BGN 4619 mil-
lion in the same period of 2007). The increased
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Foreign Assets and Liabilities of Banks
(million BGN)

Source: BNB.

Credit policy tightening and more moderate
credit demand reflected on curbing credit opera-
tions with non-financial corporations. In the fourth
quarter of 2008 claims on non-financial corpora-
tions rose by BGN 408.1 million (up BGN 3008.8
million in the same period of 2007). The annual
growth rate of these claims tended to moderate
reaching 31.4 per cent by the end of December.

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

Source: BNB.

As regards claims on households, credit opera-
tions were also limited. Between October and
December 2008 bank claims on households rose
by BGN 505.7 million (up BGN 1543.9 million in
the same period of 2007). Their annual growth
rate continued to moderate reaching 31.3 per
cent by the end of December. Housing loans
posted comparatively high growth rates, though
their annual growth rate fell to 38 per cent at the
end of December.

price of borrowed funds and tightened require-
ments for approving loans reflected on the contin-
ued downward trend in the credit growth rate of
loans, with the annual growth in claims on the non-
government sector falling to 31.6 per cent by end-
December. Over the following months the annual
growth rate of claims on the non-government sec-
tor will continue to moderate and by the middle of
2009 its rate is expected to be around 15 per
cent.

Despite the slowing growth rate of credit, the
claims on the non-government sector to GDP ratio
continued to exhibit an upward trend. By the end
of September 2008 this ratio reached 75.5 per
cent, up 1.7 percentage points on the end of the
previous quarter and 14.3 percentage points on
September 2007.

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

Source: BNB.

Domestic Credit
(share of GDP, %)

Source: BNB.

The reduction in net foreign assets of banks
contributed to some extent to expanding credit
operations in the fourth quarter of 2008. Over the
same period banks’ funds borrowed from non-
residents grew by BGN 680.6 million, which along
with the increased foreign assets by BGN 361.6
million, resulted in a decline in banks’ net foreign
assets to BGN -10,851.7 million by end-Decem-
ber.
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Changes in Major Balance Sheet Items of Banks (Quarterly)
(million BGN)
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Claims on non-financial corporations 1938.1 3010.1 1670.7 3190.4 2047.4 408.1

Deposits of non-financial corporations 1156.1 1678.3 -422.9 297.5 62.5 23.1

Claims on households 1308.6 1543.9 867.7 1634.8 1306.7 505.7

Deposits of households 1079.8 1734.7 811.9 954.3 1204.4 122.7

Foreign assets -789.8 1764.5 -1681.4 1099.2 -8.9 361.6

Foreign liabilities 1384.2 2955.8 63.5 4304.6 1361.5 680.6

Claims on general government 226.5 32.4 -103.6 -34.0 21.6 3.8

Deposits of general government 113.7 404.6 -200.3 322.8 -31.0 -188.7

Claims on central government 201.7 -6.9 -106.2 -34.1 22.1 -17.6

Liabilities to central government 88.3 448.6 -310.1 145.2 -36.8 199.3

Source: BNB.

Claims on Non-government Sector (Quarterly)

Annual growth rateAnnual growth rateAnnual growth rateAnnual growth rateAnnual growth rate,  %,  %,  %,  %,  % StructureStructureStructureStructureStructure
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Claims on non-government sector, incl.: 36.6 47.8 55.9 62.5 55.5 52.0 46.6 31.6

   on non-financial corporations 36.4 53.9 61.2 70.2 59.2 53.3 48.8 31.4 61.7

   on households and NPISHs 37.6 38.6 48.3 52.4 49.7 49.0 43.7 31.3 36.4

   on financial corporations 26.0 46.0 43.9 33.3 56.3 64.7 28.6 44.2 1.9

Source: BNB.

Claims on Households
(million BGN) (%)

Source: BNB.

Housing Loans
(%)

Source: BNB.

Increases in deposit interest rates and cost of
financing on the interbank money market until De-
cember continued to spill over into lending inter-
est rates. Currently, a significant uncertainty exists
around lending interest rate dynamics in the fol-
lowing months. Cuts in ECB interest rates on main
refinancing operations by 50 basis points in Octo-
ber and November and by further 75 basis points
in December may have a limiting effect on lend-
ing interest rates, with the intensity of this effect
being determined by the degree to which market
interest rates will react to changes in ECB mon-
etary policy.
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Interest Rates on Household Loans
(%)

Source: BNB.

Monetary Policy Transmission in the Euro Area and in Bulgaria

The progress in financial integration achieved in the euro area over the past ten years is irrefutable.  It was at-
tained against the background of global economic growth supported by the free movement of capital, the normal
functioning of financial markets and the lack of major crisis events.

Currently, the financial system is functioning in an environment of deepening financial and economic crisis which
changed commercial banks’ behaviour drastically as compared to that observed until 2007. Hence, changes in
monetary policy transmission occurred, limiting ECB's influence on euro area commercial banks’ behaviour. Con-
currently, changes in ECB reference rate were reflected in banks’ interest rates on various credit products.

An ECB survey suggests that under normal circumstances (which is currently not the case) the fastest possible
adjustments to the changes in the reference rate, as well as the most efficient ones, is that of interest rates on
credit products to non-financial corporations, followed by the rates on mortgage loans and the rates on time de-
posits. The adjustment of rates on consumer loans and on current account deposits to the ECB interest rate seems
to be the least efficient.

The three-month interbank deposits rate (three-month EURIBOR) appears to be the main pass-through channel
for the changes in the ECB reference rate. Interest rates on most bank loans to euro area firms are formed on the
basis of this indicator together with a specific risk mark-up. The widening of the spread between the ECB reference
rate and the three-month EURIBOR (see the charts) observed since August 2008 impeded the transmission of mon-
etary policy changes to the real sector. To support this, it was only by late November when interest rates on bank
loans to the corporate sector started to moderate somewhat, although the first change in the reference rate was
made by the ECB in the beginning of October.

Lending rates in Bulgaria are usually formed by adding a mark-up over a set market index (such as EURIBOR/
SOFIBOR) or over the cost of borrowed funds. Owing to both external and domestic factors, by November 2008 in-
terest rates on loans in Bulgaria continued to increase regardless of the cut in ECB interest rates on refinancing
operations. On the one hand, against the background of lack of confidence on the money markets, current market
interest rates in the euro area do not correspond completely to the monetary policy changes. On the other hand,
the increases in lending rates resulted in higher costs of borrowed funds and in a higher risk premia calculated by
banks reflecting the growing economic uncertainty.

(continued)

* Sorensen, Werner (2006), Bank interest rate pass-through in the euro area: a cross country comparison, ECB Working paper No 580.

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

Source: BNB.
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Interest Rates on Household Loans
in Euro Area
(%) (b.p.)

Source: ECB.

Interest Rates on Long-term Loans
to Euro Area Corporations
(%) (b.p.)

Source: ECB.

Interest Rates on Loans in Euro in Bulgaria
(%)

Source: BNB.

Interest Rates on Loans in Levs in Bulgaria
(%)

Source: BNB.

(continued)
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In the first nine months of 2008 the real GDP growth rate accelerated to 7 per cent on the corresponding
quarter of 2007. Value added growth in the fourth quarter of 2008 was underpinned by the recovery of agricul-
ture.

Global economic crisis will weaken the external demand for Bulgarian goods in 2009. Worsened international
economic situation will affect investment plans of Bulgarian corporations and the moderation in income growth
will result in a slowing household consumption. As a result of weaker external and internal demand, real GDP
growth rate is expected to slow down sizably as compared to that in 2008.

3. Economic Activity

Over the first nine months of 2008 real GDP
growth remained high: 7 per cent on average for
the period. The trend of investment in fixed capi-
tal seen over the recent years contributed most to
growth (by 6.3 percentage points). The intensive
gross fixed capital formation observed in the re-
cent years resulted in an expansion and moderni-
sation of production capacities and supported the
maintenance of high potential economic growth.

Over the first nine months of 2008 the growth
rate of final consumption was close to the aver-
age for the recent years (around 5 per cent). Pri-
vate consumption was the main factor behind
high consumption, while the contribution of gov-
ernment expenditure to economic growth was low,
broadly in line with their usual seasonal nature.

The contribution of foreign trade balance to real
GDP growth remained negative with divergent
dynamics. In early 2008 the contribution of the
external sector was positive due to the increase in
exports (9.2 per cent). The second quarter saw
enhanced imports of goods and services (real
growth rate at 13.7 per cent), while over the third
quarter both imports and exports growth moder-
ated. A reduction in imports and exports volumes
in real terms is expected over the fourth quarter
against the same period in 2007. Greater uncer-
tainty is expected in 2009 with a view to Bulgar-
ia's external position and the effects of lower do-
mestic demand on the economy as a whole.

Over the first three quarters of 2008 value added
picked up by 7.5 per cent on the corresponding
period of the previous year. The value added in
services increased rapidly (by 6.8 per cent) with
financial intermediaries, real estates and business
services having the most sizable contribution. Agri-

culture also added sizably to value added dynam-
ics. Following the reduction in agricultural produc-
tion in 2007 and under favourable climate condi-
tions, the sector reported a recovery of production
volumes. Over the first nine months value added
growth was 24 per cent, and according to the first
estimation of the final production for 2008, total
annual value added increased by 66 per cent at
constant prices on 2007.

The real growth rate in the industrial sector
moderated from 7.4 per cent in the first half year
to 2 per cent in the third quarter. Preliminary data
on sales and industrial output show that in the
fourth quarter of 2008 this process intensified and
spilled over in most industrial sectors.

Global economic crisis will weaken the external
demand for Bulgarian goods during the current
year. Worsened international situation will affect in-
vestment plans of Bulgarian corporations and the
moderation in income growth will result in lower do-
mestic consumption. Production capacity utilization
will drop and the expected economic growth rate
will be lower than the potential one as a result of
weakened external and domestic demand.

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

Source: NSI.
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GDP by Component of Final Consumption (Real Rate)
(on corresponding period of previous year, %)
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Consumption 5.5 8.0 8.3 7.3 6.0 5.0 4.2 4.5 4.7 4.8 5.4
incl.
Household consumption 6.7 10.2 10.9 10.2 7.8 6.1 5.1 2.7 6.5 5.4 6.5
Final government consumption expenditure 8.2 4.9 0.3 -7.9 -1.2 -1.0 2.3 8.5 -2.9 4.1 -0.3
Collective consumption -5.7 -4.6 -5.1 3.4 -2.7 0.7 -2.5 13.3 -5.8 0.3 0.9
Gross fixed capital formation 8.5 11.6 12.8 22.1 35.9 24.7 19.7 14.0 15.5 28.6 22.3
Exports of goods and non-factor services 12.7 9.5 8.4 5.0 3.7 5.3 5.4 6.0 9.2 5.1 3.8
Imports of goods and non-factor services 18.6 10.3 14.0 14.0 14.7 11.1 9.3 5.7 5.8 13.7 4.2
Real GDP growthReal GDP growthReal GDP growthReal GDP growthReal GDP growth 4.84.84.84.84.8 6.96.96.96.96.9 7.17.17.17.17.1 6.26.26.26.26.2 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

Sources: NSI, BNB.

Household Behaviour

Final consumer expenditure increased by 6.2
per cent in real terms during the first nine months
of 2008. The increase in total consumption was
mainly driven by the ongoing trend of growing
employment and household income for the period
over review. According to national accounts data,
during the first nine months of 2008 nominal wage
income went up by some 28 per cent on an an-
nual basis compared to the first nine months of
2007, allowing for the households to sustain their
real expenditure growth regardless of the rela-
tively high inflation.

In the structure of growth, the trend toward mod-
erate spending on food observed in the second
half of 2007 was sustained due to the sizable rise
in food prices over the period. Non-foods contrib-
uted sizably to the increase in total consumption
(2.2 percentage points) over the first three quarters
of 2008, but quarterly developments point to mod-
eration. Consumer loans played a key role for fi-
nancing part of consumer expenditure related to
the purchase of durable goods, but their growth
rate also slowed down.

Retail statistics reports a gradual slowdown in
revenues from sales in the second half of 2008
which was most pronounced after September.
This was also a clearly pronounced trend in
groups such as textile and clothing and house-
hold goods and home appliances.

Household budget survey data on household
expenditure confirm the trends in the structure of
consumption as reflected in the national accounts
and retail data. Expenditure on home furnishing,
communications and leisure activities had a sig-
nificant contribution to total consumer expenditure

growth, while that of food expenditure was insig-
nificant.

According to the household budget survey data
higher incomes in 2008 were supported by the
increase in wage income. In the second half of
2008 self-employment income remained at a level
close to that observed in the corresponding pe-
riod of 2007 in nominal terms, which was re-
flected in the negative contribution of real house-
hold income growth.

Data on the situation in labour markets, which
continued to improve in 2008, provide information
on the sources boosting household income.

Sources of Employment Growth
(%)

Source: NSI − Labour Force Survey.

According to the labour force survey data, the
number of employed increased by 3.9 per cent
on an annual basis in the first nine months of
2008. Labour supply continued to improve, with
economic activity rate for the population aged
15−64 reaching 68.5 per cent during the third
quarter of 2008 (against 67.2 per cent during the
corresponding period of 2007). Unemployment
rate fell to 5.1 per cent in the third quarter. The
trend toward a decrease in the number of long-
term unemployed was also positive. According to
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Employment Agency data, the number of regis-
tered unemployed in October and November re-
mained lower than in previous periods which
showed that by end-2008 no negative effects on
the Bulgarian labour market were registered as a
result of the slowing economic activity.

Favourable labour market developments were
not sufficient to improve consumer perceptions
and expectations after the weakening in consumer
confidence in the second quarter of 2007. Accel-
erating inflation, especially that of foods, observed
since mid-2007, had a strong impact on con-
sumer perceptions. As regards current and ex-
pected inflation, estimations of higher inflationary
dynamics still prevail. During November − Decem-
ber 2008 period unemployment expectations dete-
riorated and together with the less favourable as-
sessments and outlooks for the overall economic
situation resulted in pessimistic expectations of
households’ financial performance. The balance
indicator of consumer intentions to purchase dura-
ble goods also decreased by the end of the year
under review.

Given the developments seen over the year and
the weakening of consumer confidence by end-
2008, consumer expenditure is expected to in-
crease at moderate rates. Reduced lending will

also contribute to curbing consumer expenditure
growth in early 2009.

Consumer Confidence
(balance of assessments)

Source: Eurostat.

Unemployment Expectations in the Next Twelve Months
(balance of assessments)

Source: Eurostat.

Employment and Income Dynamics (Quarterly)
(% on corresponding period of previous year, unless otherwise indicated)
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Employed 2.4 3.6 2.2 2.9 4.9 3 2.1 1.6 3.3 2.9 2.8
Real wage 0.5 -0.4 2.1 5.5 11.8 14.2 11.6 10.8 10.7 8.9 8.9
Wage fund 2.5 2.8 4.1 8.2 17 17.2 13.7 12.1 14.1 11.7 11.8
Unemployment at the end of the period, % of the labour force 10.8 9.2 8.4 9.1 8.9 7.4 6.8 6.9 6.8 6.0 5.8

Sources: NSI − Enterprise Survey, Employment Agency.

Real Consumer Demand Dynamics (Quarterly)
(on corresponding period of previous year, percentage growth in real terms)
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Consumer spending per household member 10.6 12.0 8.9 6.5 6.5 1.8 1.7
Retail sales 13.8 13.1 8.4 9.0 11.3 7.7 4.4
Income from retail trade, 15.3 13.4 10.9 10.6 10.4 7.0 3.7
incl.
Food, drinks, tobacco 7.6 8.1 2.3 0.6 4.7 0.0 2.4
Pharmaceutical and medical goods, cosmetics and toiletries 7.8 6.0 10.2 9.0 12.2 8.5 5.5
Textile, clothing, footwear and leather 18.3 11.4 20.8 22.1 25.5 14.7 2.9
Household goods and home appliances 27.7 26.2 22.1 19.7 12.1 8.9 4.5

Source: NSI Household Budgets and Domestic Trade Survey.
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Government Finance and Consumption

Between January and November 2008 the con-
solidated fiscal programme balance was positive
and reached BGN 4598.5 million or 6.9 per cent
of the year's projected GDP. Compared to the
corresponding period of 2007 accumulated sur-
plus has increased by BGN 639.5 million with the
income and expenditure showing similar growth
rates. Government revenues picked up by 16.1
per cent on an annual basis as of November
2008. Grants received during the period under
review came to BGN 1074.6 million and com-
prised mainly of advance payments from EU
funds received by the end of the third quarter. As
of November 2008 consolidated budget expendi-
ture increased by 16.1 per cent on an annual
basis and together with the contribution to the EU
budget comprised 81.2 per cent of annual projec-
tions.

There was a certain slowdown in the consoli-
dated budget revenue growth due to the higher
base and the decline in inflation seen during the
second half of 2008. In the third quarter of 200812

expenditure increased as expected, but overall
the government continued to conduct its anti-cycli-
cal policy and government consumption growth
stayed close to zero in real terms, as well as its
contribution to real GDP growth.

As a result of the further increase in fuel and to-
bacco excise rates in 2008, excise receipts saw the
highest growth rate (23.8 per cent on an annual
basis) in the group of indirect taxes. Higher tax
credit refund and reduced receipts from import VAT
resulted in a slowdown in VAT revenue growth in
the third quarter of 2008, which came to only 2.5
per cent on an annual basis. Between July and
September a certain reduction in the amount of re-
ceipts from direct taxes was observed. Receipts
from income tax for individuals posted an annual
increase of 7.4 per cent as a result of the moderate
income growth in the economy as a whole. Non-tax
revenue growth accelerated and by the end of the

Economic activity moderation during the first half of 2009 will result in a slowdown in budget revenue growth,
with a relatively sustained growth of consolidated budget expenditure. During the first two quarters government
consumption contribution to GDP growth is anticipated to stay below 0.4 percentage points, while budget sur-
plus is expected to reach a level of over 5 per cent of the projected GDP for the year.

third quarter reached 48.9 per cent on an annual
basis mostly as a result of the receipts from the
recovery of claims by Iraq.

By the end of the third quarter due to
indexations made in mid-2008, expenditure on
wages and pensions saw a sizable increase of
19.7 per cent and 19.1 per cent on an annual
basis respectively. Social security contributions
are expected to increase markedly in the fourth
quarter of 2008 due to the recalculation of pen-
sions and additional funds for Christmas bonuses
(a part of the social security package to the 2008
budget, approved by the National Assembly in
October 2008). Subsidy payments also increased
sizably by 58.2 per cent on an annual basis.

Capital expenditure picked up by 22.5 per cent
on an annual basis which is an increase as com-
pared to that in the first half year. Investment ex-
penditure made in the third quarter, together with
the funds extended by the end of the year under
the additional investment package were the driv-
ing factors behind this.

As of November 2008 Bulgaria's contribution to
the EU budget came to BGN 641.3 million.

The 2009 budget provided for an accumulation
of budget surplus to the amount of 3 per cent of
GDP, and in case of economic slowdown, balance
of payments current account deficit deterioration
and underperformance of the consolidated fiscal
programme revenue non-interest expenditure (in-
vestment expenditure excluded) shall be to 90 per
cent of the budgeted amounts.

In the first two quarters of 2009 a decrease in
income revenues is expected with a view to the
somewhat slowing economic activity and the de-
cline in inflation against the background of a rela-
tively stable annual growth rate of consolidated
budget expenditure. During the first two quarters
government consumption contribution to GDP
growth is anticipated not to exceed 0.4 percent-
age points, while budget surplus is expected to
reach a level of over 5 per cent of the projected
GDP for the year.

12 The analysis of revenue and expenditure in individual categories is
based on quarterly data about the consolidated fiscal programme imple-
mentation.
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Contribution of Government Final Consumption
Expenditure and Collective Consumption
to Economic Growth (Quarterly)
(%)

Sources: NSI, BNB.

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

Sources: MF, BNB.

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

Sources: MF, BNB.

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

Sources: MF, BNB.

Behaviour of Firms and Competitiveness

Unfavourable international economic develop-
ment affected export capacities of Bulgarian cor-
porations in the second half of 2008. Due to the
significant share of exported manufacturing prod-
ucts, this sector started to feel the negative im-
pact of the global economic crisis already in the
third quarter of 2008 when the value added of the
sector was by 0.9 per cent lower than that in the
corresponding quarter of 2007.

Metallurgy marked the most sizable fall in real
terms of 34.7 per cent below that reported in the
previous year against the background of a simul-
taneous price reduction of 50.8 per cent over the
same period. This resulted in a negative gross

operating surplus of the sector which pointed to
corporate losses.

Other manufacturing sectors continued to report
a positive value added increase in the third quar-
ter of 2008. Hence, over the same period their
operating surplus (that of metallurgy excluded)
rose by almost 20 per cent in nominal terms com-
pared to the corresponding quarter of the prior
year, which was a sign of the good financial per-
formance of these sectors.

Monthly data on industrial sales earmarked for
exports confirm that the slowdown in industrial
production growth reflected the unfavourable ex-

The gradually deteriorating external environment in 2008, especially after September, had an impact on en-
trepreneurs’ sentiments in Bulgaria as well. Local firms are faced with the challenge to more flexibly manage
their expenditure, so that they could retain their good financial positions. Labour market flexibility is a key factor
for limiting the global economic crisis’ negative effects on the Bulgarian economy. During the third quarter of
2008 the first signals of moderating employment and wage growth rates appeared.
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ternal environment. The real growth rate of sales
earmarked for exports slowed down by 2.3 per
cent on an annual basis in July 2008, and by 16
per cent in real terms in November. In October
and November less than one-third of the industrial
sectors reported an increase in sales earmarked
for exports.

Industrial Sales Growth
(% on corresponding quarter of previous year)

Sources: NSI, BNB.

These data are broadly in line with the assess-
ments of the industrial sector's business situation.
The assessments of the overall business situation
and of production activity worsened and the
number of new orders from Bulgaria and from
abroad is expected to decrease. Economic man-
agers’ expectations for the business situation in
the following months are more pessimistic than
those for the current situation. As a result, indus-
trial sectors are expected to have difficulties in
realising their production during the first half of
2009.

Business Climate in Industry
(balance of assessments)

Source: NSI.

Due to the global financial crisis, opportunities
for corporations to shift their sales to alternative
markets and to sustain their development re-
mained limited. As a result of weaker external
demand, Bulgarian firms have to undertake meas-
ures for limiting the negative impact of lower sales
on their financial performance. The main tool for

limiting the negative effects of the worsened exter-
nal environment is to cut expenses. The tendency
toward a reduction of major commodity and en-
ergy resource prices will allow for limiting interme-
diate consumption expenditure, especially in high-
tech sectors. The trend of the last two years to-
wards an increase in unit labour costs is ex-
pected to be reversed which will help enterprises
counteract the unfavourable effects of the worsen-
ing international environment on their financial per-
formance.

During the third quarter of 2008 nominal wages
in the industrial sector continued to grow at high
rates: up by 23 per cent on an annual basis. In
the third quarter of 2008, however, the rapid em-
ployment growth trend in manufacturing was inter-
rupted, with the number of employed going up by
only 0.8 per cent. Expectations of managers in the
industrial sector also confirmed the changes in
their additional staff hiring plans. Furthermore, in
the third quarter of 2008 more than half of the sec-
tors reported a decrease in unit labour costs com-
pared with the corresponding period of 2007 which
can be considered as a positive trend against the
background of slowing actual realised output
growth rates. For this reason, wages are expected
to increase in nominal terms at more moderate or
even low rates by end-2008 and in early 2009.
Opting for reduced working hours also provides
affected producers with the opportunity to limit la-
bour costs and at the same time keep human
capital, as well as to restore their full production
capacity in good times.

Average production capacity utilization in the
industrial sector remained relatively high at around
75 per cent in October 2008. The sustained high
levels of this indicator confirm that during the third
quarter of 2008 problems in the industrial sectors
were limited mostly to the lower production activity
in metallurgy. Owing to the continuous worsening
of external demand, the indicator is expected to
fall in the fourth quarter of 2008.

Against the backdrop of global construction ac-
tivity slowdown, the value added of construction in
Bulgaria picked up by 10 per cent in real terms
during the first nine months of 2008. Current eco-
nomic data show that in the fourth quarter of 2008
annual construction output growth will also remain
positive. December saw a sharp worsening in
business managers’ expectations suggesting a
slowdown of the sector's development. The
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number of issued construction permits continued
to follow its descending trend of end-2007, sug-
gesting a more moderate development of the sec-
tor in the future.

Annual Growth of Permits Issued for Construction
of New Buildings
(%)

Source: NSI.

Lending for house purchases also moderated in
the second half of 2008. Housing loans extended
between July and December 2008 were less by
31 per cent than in the corresponding period of
2007. Preliminary data on foreign direct invest-
ment flow point to a slowdown in the real estates
and business services sector observed over the
first nine months of the review year.

Transactions concluded on the property market
suggest that house prices continued to maintain
strong annual growth in the third quarter of 2008
but there was a trend toward an increase in the
number of regions where house prices decreased
on the previous quarter which signals a gradual
transmission of this trend across the country. The
trend was more pronounced in the fourth quarter
when house prices fell by 4.1 per cent on aver-
age and over the same period their annual growth
rate moderated to 11.7 per cent from 27 per cent
in the third quarter of 2008.

The expected slowdown in construction dynam-
ics will also affect sales in the related sectors
such as the manufacture of other non-metal min-
eral products, manufacture of rubber and plastics
and metallurgy.

Economic activity in the services sector re-
mained robust over the first nine months of 2008.
Financial intermediation contributed most to value
added growth (by 2.4 percentage points). In the
fourth quarter of 2008 banks adopted a more
conservative lending policy which is expected to
be maintained in 2009. Economic activity modera-
tion in Bulgaria will also result in a slowing credit

demand. To this end, the high real value added
growth rate in the sector of over 30 per cent on
an annual basis realised in recent years will slow
down. Despite the lower growth rate of the sector,
financial intermediation is expected to continue to
intensify reflecting the stability of the banking sys-
tem and long-term strategic interests of major fi-
nancial institutions in Bulgaria.

The operations in real property and business
services sector also developed dynamically during
the first nine months of 2008, reporting a 7.3 per
cent real growth rate on an annual basis. Its ac-
celerating growth since 2004 resulted from the
foreign direct investment in the sector and the
improved availability of bank credit. The sector's
expenditure on acquiring fixed assets increased,
with their share in total expenditure on fixed as-
sets in the economy coming to some 12 per cent.
However, the expected lower demand for real
estates during the next periods will result in mod-
erate development in the sector.

Labour market flexibility and geographical and
qualificational mobility of the labour force are key
factors behind the adequate counteraction of Bul-
garian producers to the effects of the global eco-
nomic crisis. Over the last few years there was an
increase in labour demand and supply and the
number of unemployed, including long-term unem-
ployed and discouraged, decreased. Driven by
these factors, labour market conditions marked a
significant improvement.

Since 2007 nominal and real wages have
picked up briskly outpacing labour productivity
growth which led to an increase in unit labour
costs. Since early 2007 until mid-2008 the annual
growth of nominal unit labour costs was 15.2 per
cent on average, while that of real unit labour
costs was 5.4 per cent. Whether these develop-
ments are sustainable and whether this trend can
easily be reversed are important questions with a
view to safeguarding the financial stability of Bul-
garian firms. It would be of interest to the public if
in the event of change in trends or expectations
related to the companies’ future development, the
latter could limit wage costs growth quickly.

During the third quarter of 2008 the annual
growth rate of unit labour costs decreased by 13
per cent and 2.1 per cent in nominal and real
terms respectively. The gross operating surplus of
the economy picked up in nominal terms by 17.3
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per cent. This shows that enterprises’ wage set-
ting was flexible enough to preserve their profits.
Furthermore, the increase in wages during the last
two years was partly due to tax changes aimed
at bringing grey economy out of the shadows,
and to the agreed higher minimum wage and
minimum insurance income levels.

Limiting the negative effects of the unfavourable
international environment on Bulgaria's economy,
and on labour market in particular, also means
that dismissed employees should easily find alter-
native employment. This will reduce the loss of
human capital formed during the period of active
employment and the rate of growth in the number
of long-term unemployed and discouraged. In
addition, in case of higher labour force mobility,
the dismissal of employees by companies experi-
encing financial difficulties will result in spare la-
bour resources for enterprises in good financial
state that are planning future business expansion.
Thus, skill shortages will be quickly overcome
which will be favourable for keeping labour costs
low.

Companies’ reactions to the unfavourable exter-
nal environment depend on their expectations of
the intensity and duration of the global crisis. The
deeper and longer it is likely to be according to
the companies, the more likely it is the reduction
of wage costs to be achieved by a combination
of redundancies and pay freezes. In the event the
impact is weaker and lasts for a short period of
time, labour-cost cuts could be achieved by shift-
ing to reduced working hours and limiting wage
growth.

In the first nine months of 2008 investment ac-
tivity in Bulgaria remained very high extending
corporations’ productive capacity. The expenditure
on acquiring fixed assets for the economy as a
whole went up in nominal terms by 35 per cent,
and those in manufacturing by 10 per cent on the
first nine months of 2007.

Structure of Expenditure on Acquiring Fixed Assets
by Economic Activity in 2007

Source: NSI.

Structure of Expenditure on Acquiring Fixed Assets
by Economic Activity in the Nine Months of 2008

Source: NSI.

Expectations of business environment worsening
recorded in the third quarter of 2008 will result in
subdued investment activity in Bulgaria. The effect
of lower domestic demand for machines and
equipment on GDP economic growth will partly be
offset by a slowdown in growth or even in im-
ports. High imports of capital goods underlied
high overall dynamics of imports of goods till re-
cently and thus had a sizable negative contribu-
tion to GDP growth.
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Unit Labour Cost (Quarterly)
(2000 = 100)

Total for the Economy Manufacturing

Agricultural Sector Mining and Quarrying

Construction Electricity, Gas and Water Supply

Trade Transport and Communications

Financial Intermediation Other Sectors

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 compensa-
tion 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.



Economic Activity 40

In the first and second quarters of 2009 the dramatically worsened international situation is anticipated to af-
fect foreign trade dynamics, slackening imports and exports growth rates. A nominal decrease in exports and
imports are expected, compared with the respective quarters of 2008, due both to lower international prices
and declines in traded physical volumes as a result of weaker demand.

Exports and Imports of Goods

In the first three quarters of 2008 foreign trade
developed rapidly, posting export and import
growth rates of and above 20 per cent. These
rates were underpinned by high international
prices and relatively sound external and domestic
demand. Deepening global economic crisis over
the last months of 2008 resulted in a sharp
slowdown in the dynamics of foreign trade flows.
In October import growth fell to 12.5 per cent on
October 2007, while exports registered a 1.4 per
cent decrease. In November these effects be-
came stronger, with imports dropping by 11.8 per
cent in nominal terms and exports by 15 per
cent.13

Over the January to November 2008 period ex-
ports went up by 15.5 per cent on the respective
period of 2007, reaching EUR 14,328.7 million.
Imports (FOB) grew by 19.1 per cent, comprising
EUR 22,507.3 million, with trade balance over the
period coming to EUR 8178.5 million (down EUR
1.7 billion on the same period of the prior year).

Against the background of uncertainty, falling
international prices and shrinking demand, a nomi-
nal decrease in exports and imports on an annual
basis may be expected. The effects of the
changes in the prices and physical volumes, which
are likely to be negative, will simultaneously follow
this trend over the projection horizon. This will be
particularly pronounced in the traditionally pro-cycli-
cal sectors, such as metallurgy and energy.

Dynamics of Exports and Imports
(million EUR)

Source: BNB.

Between January and October 2008 exports of
mineral products and fuels picked up by 32.7 per
cent. Despite the decrease in crude oil prices
since mid-year, the dynamics of volumes stayed
relatively high, starting to reflect the economic con-
ditions only in October (-16.3 per cent on October
2007). Probably during the first half of 2009 ex-
ports of products within this group will fall due to
the combined effect of lower prices and weak ex-
ternal demand.

Exports of Mineral Products and Fuels
(million EUR)

Source: BNB.

 Exports of base metals and base metal prod-
ucts went up by 9.9 per cent between January
and October. Since mid-2008 monthly dynamics
of this product group exports has been moderat-
ing; as a result, drops of 6 per cent and 24.1 per
cent respectively were reported in the third quar-
ter and in October. Major export items within this
group (copper and copper products, as well as
cast iron, iron and steel) were affected. Falls of
metal prices on international markets may suggest
a substantial contribution to last months’ dynam-
ics, which would imply that the second half of
2008 situation will undergo no changes in the first
half of 2009 as well.

13 The analysis presented in this section is based on nominal export
and import data in euro.
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Exports of Base Metals and Base Metal Products
(million EUR)

Source: BNB.

Over the January to October period exports of
machines, transportation vehicles and appliances
increased by 26.8 per cent. Traditionally, exports
of products within this group follow a steady
trend, which was preserved in 2008 as well: the
reported slowdown over the third quarter and in
October was insignificant, with nominal growth
rates being 20 per cent and 15.3 per cent re-
spectively. The slowdown is likely to continue dur-
ing the next months; however, as a whole the
exports of machines and appliances may be ex-
pected to retain their positions of a relatively sta-
ble group.

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

Source: BNB.

Over the January − October 2007 period ex-
ports of food, drink and tobacco products re-
ported high growth rates (69.7 per cent for the
period), showing no signs of moderation during
the last months. Their dynamics partially resulted
from a base effect, driven by the 2007 poor har-
vest. This fact, coupled with the considerable un-
certainty about domestic and external demand for
the products within this group, makes the assess-
ment of its dynamics more complicated.

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

Source: BNB.

Since 2007 exports of textiles, clothing and foot-
wear have registered low growth rates. The trend
was sustained between January and October
2008; during the period this group’s exports de-
clined by 3.5 per cent. Monthly dynamics dis-
played no definite developments; more specifi-
cally, during the third quarter and in October
there were no further falls (-6.5 per cent and -1.4
per cent respectively). This was probably related
to last year's lower levels at which the exports of
the products within this group stayed due to the
gradual exhaustion of production cost advantages
in Bulgaria. It may be suggested that with the
deepening of the global crisis’ effects on the Bul-
garian economy, data on exports of textiles, cloth-
ing and footwear will begin to more clearly reflect
the external environment. Nevertheless, no abrupt
declines in the rate of change over the projection
period are expected owing to the adjustment that
started in early 2007.

Exports of Textile, Clothing and Footwear
(million EUR)

Source: BNB.

During the first ten months of 2008, exports of
chemical products picked up by 15.4 per cent,
with growth rates stabilising at some 14 per cent
in the second and third quarters, while in October
a 4.5 per cent drop was registered. Exports of
chemical products are expected to report slow
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rates in the first half of 2009, posting nominal de-
creases. These expectations are based, on the
one hand, on adverse future trends in the external
environment, and, on the other hand, on the im-
pact of reduced gas supplies from Russia at the
beginning of the year, which will further impede
the chemical product manufacturing.

Exports of Chemical Products, Plastics and Rubber
(million EUR)

Source: BNB.

Changes in imports of energy resources during
the first ten months of 2008 (a 39.1 per cent in-
crease for the period) were mainly driven by
crude oil prices on international markets. Growth
rates close to 50 per cent were registered during
the first and second quarters. In compliance with
the decreased oil prices during the second half of
the year, imports of energy resources slowed
down to 29.4 per cent in the third quarter and to
13.9 per cent in October. Moderating nominal
growth rates of energy imports are anticipated to
continue in the first half of 2009, underpinned by
lower international prices and lower imported vol-
umes as a result of weakening demand. Imports
of these products are likely to report negative
growth rates over the forecast horizon.

Imports of Energy Resources
(million EUR)

Source: BNB.

Over the January to October 2008 period im-
ports of consumer goods went up by 24.1 per
cent compared to the same period of 2007. Gen-
erally, this group's dynamics was stable over the
review period, showing no signs of a slowdown in
the third quarter and in October. This behaviour,
given the international price dynamics, does not
correspond to national accounts data on food and
non-food consumption in real terms, which indi-
cate a clearly pronounced descending trend in
the first three quarters of 2008. It can be ex-
pected that in the first half of 2009 the effects of
the more moderate consumer demand will start to
occur, adding to the slowdown in the imports of
consumer goods.

Imports of Consumer Goods
(million EUR)

Source: BNB.

Imports of investment goods increased by 20.7
per cent between January and October 2008.
Throughout the year all major components of this
group grew in line with the stable investment de-
mand in Bulgaria. August, September and Octo-
ber saw lower rates (6.3 per cent, 10.1 per cent
and 12.7 per cent respectively); however, the his-
torical monthly volatility and accelerating growth
over these three months allow no definite conclu-

Contribution of Commodity Groups to Trade Growth,
January − October 2008

            Exports          Imports

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

Consumer goods 8.5 2.0 24.1 3.9
Raw materials 16.7 7.7 15.6 5.7
Investment goods 24.3 3.8 20.7 5.7
Energy resources 38.5 5.5 39.1 7.7
Growth, totalGrowth, totalGrowth, totalGrowth, totalGrowth, total 19.019.019.019.019.0 23.023.023.023.023.0

Source: BNB.
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sion about an outset of a slowdown in imports of
investment goods. They are likely to moderate in
the projection period, given the expected weaker
investment demand in the Bulgarian economy.

Imports of Investment Goods
(million EUR)

Source: BNB.

Raw materials imports slowed down in the sec-
ond half of the year, their growth comprising
13 per cent in the third quarter, 5.9 per cent in
October and 15.6 per cent over the period since
early year. Developments in individual compo-
nents within the group were divergent, with some
subgroups, such as textiles, registering a nomi-
nal decline, while others reporting positive and
comparatively high growth rates (for example
cast iron, iron and steel). This suggests diver-
gent factors behind this group’s overall dynam-
ics, providing no common explanation of the
changes in the imports of raw materials. Never-
theless, a further moderation in the growth rates
of this group’s imports, determined by lower in-
ternational prices and weakening demand, may
be expected in the first two quarters of 2009.

Imports of Raw Materials
(million EUR)

Source: BNB.

Over the January to October 2008 period Bul-
garian exports to EU Member States picked up
by 15.8 per cent, while exports to non-EU coun-
tries increased by 24.2 per cent. Goods imported
from the EU rose by 25.3 per cent and those
from third countries by 20.5 per cent. The share
of exports to the EU in Bulgaria’s total exports
may experience a certain fall in the first half of
2009, provided the crisis affects more severely
the EU economies. As a whole, over the forecast
horizon no significant changes in the Bulgarian
foreign trade geographic structure are expected.
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4. Inflation

In 2008 inflation reflected the strong fluctuations in international and domestic food and fuel prices. At the
close of the year it slowed down substantially owing to the sharp fall in oil prices in the fourth quarter.

We expect inflation to continue slowing down in the first half of 2009 under the influence of lower international
fuel and raw material prices in comparison with 2008.

Inflation accumulated in 2008 reached 7.2 per
cent in December 2008 compared with December
2007; it was lower than that by end-2007 (11.6
per cent). During 2008 inflation in individual
months was characterized by strong volatility
which to a great extent reflected significant fluc-
tuations in food and fuel international and domes-
tic prices, including the indirect effects of these
fluctuations on the prices of the other goods and
services in the consumer basket.

Until mid-2008 an increase in inflation was ob-
served: in June it reached its peak of 14.7 per
cent on an annual basis. The second half of the
year witnessed a gradual decline in the inflation
rate, underpinned by moderating food prices infla-
tion. During the last quarter inflation in Bulgaria
decreased significantly, reflecting sharp falls in
fuel prices as a result of the downward dynamics
of international oil prices. By the end of 2008
foods added 1.5 percentage points to inflation
(5.1 percentage points by the end of 2007), while
fuels had a negative contribution of 1 percentage
point to inflation accumulated throughout the year
(a positive contribution of 1.2 percentage points
by the close of 2007).

During the last year price dynamics was also
impacted by the rise in administratively controlled
prices and in tobacco product excise duties. In
2008 administratively controlled prices had a
higher contribution to end-year inflation compared
with 2007, coming to 1.65 percentage points (1.1
percentage points by end-2007); tobacco prod-
ucts also added to inflation by 0.5 percentage
points (a 0.3 percentage point negative contribu-
tion in 2007).

In 2008 inflation (excluding foods, energy prod-
ucts, administratively controlled prices and to-
bacco products) stayed relatively high despite its
slight moderation by the close of the year. Serv-
ices were the main driver of this group's dynam-

ics, adding 3.4 percentage points to inflation ac-
cumulated by end-2008. The major factor behind
rises in prices of services was the sustained high
wage growth rate in Bulgaria which led to en-
hanced consumer demand and to the firms’ ability
to transfer their higher expenditure on, inter alia,
wages, fuels, energy and raw materials to end-
use prices.

Harmonized Index of Consumer Prices
(inflation on corresponding month of previous year, %)

Source: NSI.

Inflation Rate and Contribution of Major Goods
and Services Groups to It, 2007−2008*
(on corresponding month of previous year, %)

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

Sources: NSI, BNB.

Average annual inflation reached 12 per cent,
reflecting the early-2008 high inflation rate and the
ongoing acceleration of consumer price rises by
mid-year.
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14 In 2007 the price of electricity for companies with less than 50 em-
ployees and an annual turnover of up to BGN 19.5 million was raised
by 21 per cent on average, while in 2008 the increase came to 15 per
cent.

HICP Inflation Accumulated and Contribution
of Major Goods and Services Groups to It

January ≠ DecemberJanuary ≠ DecemberJanuary ≠ DecemberJanuary ≠ DecemberJanuary ≠ December

20072007200720072007 20082008200820082008

Inflation (%)Inflation (%)Inflation (%)Inflation (%)Inflation (%) 11.611.611.611.611.6 7.27.27.27.27.2
Contribution, percentage pointsContribution, percentage pointsContribution, percentage pointsContribution, percentage pointsContribution, percentage points
ServicesServicesServicesServicesServices 3.363.363.363.363.36 3.413.413.413.413.41
   Catering services 1.96 1.58
   Transportation services 0.57 0.81
   Services excluding catering
               and transportation services 0.83 1.02
Administratively controlled pricesAdministratively controlled pricesAdministratively controlled pricesAdministratively controlled pricesAdministratively controlled prices 1.061.061.061.061.06 1.651.651.651.651.65
FoodFoodFoodFoodFood 5.065.065.065.065.06 1.461.461.461.461.46
   Processed food 4.11 0.82
   Unprocessed food 0.94 0.65
      Fruit 0.27 -0.01
      Vegetables 0.42 -0.10
      Meat and meat products 0.23 0.68
Industrial goodsIndustrial goodsIndustrial goodsIndustrial goodsIndustrial goods 1.121.121.121.121.12 0.950.950.950.950.95
Energy productsEnergy productsEnergy productsEnergy productsEnergy products 1.231.231.231.231.23 -0.80-0.80-0.80-0.80-0.80
   Transportation fuels 1.17 -1.01
Tobacco productsTobacco productsTobacco productsTobacco productsTobacco products -0.26-0.26-0.26-0.26-0.26 0.520.520.520.520.52

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

Sources: NSI, BNB.

Food Prices

In comparison with 2007, when food prices in-
flation picked up dramatically to 20.5 per cent, by
end-2008 it dropped to 5.8 per cent.

One of the factors behind food price dynamics
is the dependence of food industry output on ag-
ricultural products. It is characteristic of food out-
put that intermediate consumption of agricultural
products and of products within the industry itself
occupies slightly over 50 per cent of this indus-
try's total output at base prices. On its part, the
agricultural sector uses a great part of its own
output for the production of end-use products; as
a result, a one-off shock in this sector will have a
spillover effect in the course of time. Another fac-
tor behind food price dynamics is the rise in the
prices of raw materials, such as fuels, fertilizers
and energy, which as being part of the expenses
on intermediate consumption have a lagged effect
on food end-use prices.14

In addition, the implementation of European
standards in the production of agricultural prod-
ucts calls for restructuring of agriculture in terms
of enlarging the farms, which in individual sectors,
such as manufacturing of dairy products (produc-
tion of milk) and stock-breeding, is now accompa-

nied by reduced output.15 On the other hand, the
efforts to offer a greater product variety results in
increased imports of foods whose prices are usu-
ally higher. These developments naturally result in
higher final production costs in agriculture and
food industry.

The retention of relatively stable markups on
food wholesale and retail prices during the last
few years has also made end-use prices depend-
ent on agricultural product and food price dynam-
ics. On the other hand, the relatively large share
of foods in the consumer basket (25 per cent in
2008) predetermines the strong influence of the
changes in their price dynamics on the overall
change in consumer prices.

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

Sources: NSI, BNB.

During the first half of 2008 the impact of the
drop in agricultural produce and the 2007 decline
in supply, coupled with the strongly rising interna-
tional prices of agricultural commodities, continued
to push up food end-use consumer prices with a
time lag. Following the favourable outlook for
yields in agriculture in Bulgaria and in the region
in 2008, which resulted in a fall in major agricul-
tural product prices, decelerated considerably
food price growth rates in the second half of the
year and especially in the fourth quarter. A base
effect stemming from the strong increase in food
prices during the second half of 2007 also led to
the lower food price inflation rate on an annual
basis since mid-2008.

Bread and cereals, and animal and vegetable
oils and fats contributed most significantly to the
moderation of food prices and overall inflation.
This was attributable both to a base effect and
end-of-year deflation of these goods, whose
prices are directly related to major agricultural

15 The application of a quota system since Bulgaria's accession to the
EU has had a curbing effect specifically on the production of milk and
dairy products.
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commodities’ price dynamics. Materialised expec-
tations of higher wheat and sunflower yields in
2008 in Bulgaria and globally were the factor be-
hind the clearly pronounced downward trend in
the prices of these agricultural commodities.16 The
sharp decline in their prices was the main driver
of the end-year fall in flour prices (by 21.3 per
cent), bread prices (by 2.8 per cent) and sun-
flower oil prices (by 15.2 per cent) on December
2007. In December 2008 prices of vegetables
and, to a lesser extent, those of fruit were also
lower by 2.7 per cent and 0.7 per cent respec-
tively, compared with December 2007, contribut-
ing negatively to inflation.

In line with expectations, the fall in international
and domestic prices of agricultural products and
foods brought about a moderate increase in the
prices of the other food groups (on a monthly
basis) during the last months of 2008.

Meat and meat products, whose prices went up
by almost 17 per cent within a year, had the
highest contribution to inflation at the end of 2008.
Throughout 2008 a clearly pronounced upward
trend in the producer prices of meat and meat
products was observed.

We expect the trend to moderating food price
rises to be sustained in the first half of 2009 ow-
ing to the decrease in commodity and fuel prices.

Energy Products Prices

In 2008 energy products prices were highly
volatile, driven by divergent oil price dynamics
during the first and second halves of the year.
Domestic prices of energy products were also
affected by raised excise duties since the begin-
ning of 2008 (by 8 per cent on petrol and 12 per
cent on diesel oil). The increase in fuel prices by
almost 20 per cent until July 2008 was followed
by a strong decline, especially during the fourth
quarter, with the end-year decrease in fuel prices
comprising 13 per cent on December 2007.

By mid-2008, amid rising fuel costs, end-use
prices of transportation services (including those
with administratively controlled prices), where fuel
costs comprise a great part of expenditure on
intermediate consumption, registered relatively fast
growth. During the first half of the year, the

growth rate of energy products prices and trans-
portation services prices came to some 25 per
cent. The subsequent fall in fuel prices, however,
did not push down the prices of transportation
services; hence, this group of services remained
more expensive by some 19 per cent on Decem-
ber 2007.

If the expected relatively low oil price level is
sustained during the first half of the present year,
inflation of energy products and transportation
services on an annual basis will continue falling.17

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

* 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.

Administratively Controlled Prices
and Tobacco Products Prices

Compared with 2007, goods and services with
administratively controlled prices and tobacco
products had a higher end-of-period contribution
to inflation in 2008 (forming 2.2 percentage points
of inflation accumulated throughout the year).

Major groups that contributed to the higher infla-
tion of goods and services with administratively
controlled prices were electricity and public trans-
port. Adjustments in these groups’ prices (by 14.3
per cent and 33 per cent respectively) reflected,
with a certain time lag, the rises in international
and domestic prices of energy products during
the 2007 to 2008 period, accumulated inflation
and higher expenditure on wages. The year saw
further increases in the prices of heating, water
supply and sewerage services, medical and hos-
pital services, legal services, and education fees.
Owing to the relatively small weight of these

16 According to the initial assessment of final agricultural produce in
2008 at base prices, the physical volume of cereals and technical
crops was double that in 2007. Vegetable yields exceeded those in
2007 by 56 per cent.

17 In 2009 fuel prices will not reflect changes in their excise duties,
since they will stay at their 2008 levels. Within the group of energy
products, only the coal excise duty will be raised in 2009.



47 Economic Review • 4/2008

groups in the consumer basket, their raised
prices contributed less to inflation.

Fixed telephone calls were the only group of
services with administratively controlled prices that
registered a decline, with their prices being low-
ered by 35 per cent as a result of a new method-
ology for calculating the prices and price pack-
ages of universal telephone services adopted by
the Council of Ministers. The negative contribution
of telecommunication services to inflation will be
sustained due to the upcoming reductions in the
prices of calls between fixed and mobile networks
that will be initiated in 2009.18

During the first half of the present year approved
adjustments in the prices of medical and hospital
services (as a result of the minimum wage rise in
early 2009), heating19 and water supply (in Sofia),
which belong to the group of services with admin-
istratively controlled prices, will have a positive
contribution to inflation. Since these groups have a
comparatively small relative share in the price in-
dex, their price rises are not expected to seriously
impact the overall inflation rate.

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.

Unlike 2007, in 2008 tobacco products had a
positive contribution to end-of-year inflation (0.5
percentage points), reflecting price rises as a re-
sult of increased excise duties. In the current year

higher excise duties of cigarettes were intro-
duced; they are anticipated to push up their
prices by some 20 per cent. The appreciation of
tobacco products will contribute to the inflation
rate by some 0.5−0.7 percentage points in 2009.

Industrial Goods Prices

During 2008 accumulated inflation of industrial
goods (excluding energy products and those with
administratively controlled prices) came to 5.4 per
cent: down 1 percentage point on 2007.

The relatively high non-food inflation dynamics
reflects the effect of several factors.20 Probably
the most important of them is the enhanced de-
mand for these goods, including those of higher
quality and price (from imports as well) due to
household income growth. Robust lending
throughout most of 2008 also supported non-food
consumption. Second, producer prices in indus-
tries producing consumer goods went up during
the last few years, underpinned by, inter alia,
higher expenditure on energy, fuels, raw materials
and wages. Despite the fact that the bulk of non-
foods are tradable, the ability of imported goods
to exert a downward pressure on prices in most
cases is limited as a result of the sustained lower
price level in Bulgaria.

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.

Non-food prices inflation is expected to further
decelerate amid global financial and economic
crisis’ negative effects on Bulgarian economy in
2009 that will result in a more moderate growth of
household income and consumption compared18 The Communications Regulation Commission (CRC) plays the role of

a state regulatory and supervisory body in the field of telecommunica-
tion and postal services. In compliance with a CRC draft resolution of
December 2008, based on a resolution of the European Commission on
decreasing mobile calls prices, a reduction in mobile services wholesale
prices will take place in stages between early 2009 and the middle of
2010. As a result, the upcoming reductions in the prices of calls be-
tween fixed and mobile networks, and consequently in those between
mobile operators are expected in perspective to have a deflationary
effect on the overall price index.

19 Under a resolution of the State Energy and Water Regulatory Com-
mission dated 23 December 2008, some of the reasons for heating
price rises are as follows: (1) the total increase in the natural gas price
by some 40 per cent during the last quarter of 2008 and the first quar-
ter of 2009; (2) the BGN/USD exchange rate fluctuations over the May
2007 to April 2008 period; and (3) inflation throughout 2007.
20 See also Economic Review, 3/2008, Inflation section.
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with previous years. Data on non-food retail sales
and revenues from retail trade in textile, clothing,
footwear and household goods, and home appli-
ances show moderating growth since end-2008.
This trend is also confirmed by consumers’ wors-
ened expectations and sentiments during the last
months of 2008 (see the Economic Activity section
in this issue). Data of the recent 2008 business
survey, that registered a significant deterioration in
economic situation in retail trade due to the grow-
ing share of enterprises with a negative assess-
ment of current and expected demand, are also
indicative of this. The opinion balance of firms
regarding the expected selling prices during the
following three months decreased strongly. This
suggests that current developments in demand
are taken into consideration by entrepreneurs in
price-setting.21

Services Prices

The accumulated end-2008 inflation of services
prices (excluding those with administratively con-
trolled prices) remained close to the previous year
level (12 per cent). Services contributed most to
overall inflation by the end of the prior year (3.4
percentage points) not only as a result of their
relatively high price growth rate, but also due to
their large share in the consumer basket (some
29 per cent).

Indirect effects of food and fuel appreciation on
public catering and transportation services be-
tween mid-2007 and mid-2008 were one of the
factors behind fast increasing prices of services
during the year. The continued strong rises in
wage expenditure exerted a further upward pres-
sure on prices of services on the part of firms.
Against a background of growing consumer de-
mand, firms’ higher costs were successfully trans-
ferred to final consumer prices.

Fuel depreciation and the significant slowdown
in the inflation rate (on a monthly basis) over the
recent months of the previous year were not ac-
companied by downward adjustments in the
prices of services. While during the last quarter
prices of transportation services stayed almost
unchanged, those of the other services and of
public catering in particular continued to grow,

albeit at lower rates compared with previous quar-
ters. These specific features of services price dy-
namics were driven by several factors. On the
one hand, firms in individual fields of services do
not yet seem to have serious difficulties with re-
spect to demand; hence, they do not take any
steps to reduce prices. On the other hand, the
uncertainty in firms’ assessment regarding the
time horizon over which fuel and other commodity
prices will retain their low levels may motivate
them to stop adjusting their prices downwards.

Growth in the prices of services is expected to
moderate in the first half of 2009, underpinned by
the anticipated slower wage rises, which will sub-
due the pressure of unit labour costs on prices
and slow down consumer demand growth rates.
Fuel depreciation will also contribute to the con-
tained or more moderate growth rates of services
prices.

Harmonized Price Indices of Services
Excluding Those with Controlled Prices
(inflation on corresponding month of previous year, %)

Sources: NSI, BNB.

Inflation Expectations for the First Half of 2009

We expect that inflation will keep its downward
trend over the first half of 2009. In addition to the
effects of the world financial and economic crisis,
which are likely to keep the level of fuel and raw
material prices low, inflation will also be impacted
by slowing domestic demand and economic activ-
ity in Bulgaria. The expected moderation in wage
rises will be related to considerably lower growth
rates of unit labour costs compared with previous
years. Firms’ lower costs of fuels and production
resources, coupled with a possible reduction of
labour costs pressure, will limit consumer price
rises. A base effect reflecting the increases in the
prices of consumer goods and services in the
first half of 2008 will also contribute to the
slowdown in inflation from the beginning of 2009.

21 According to the NSI business situation survey, as of December 2008
almost 68 per cent of retail trade enterprises expect their selling prices
to remain unchanged, 13 per cent of them envisage a decline (the
highest value since 1998), and some 19 per cent expect a rise in sell-
ing prices.
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