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Summary

® Following very good performance in the first
five months of the year, real sector growth
slowed down slightly in June, mainly due to
decline in the extracting industry and
decelaration of industrial sector sales.

® Following prudent fiscal policy, the fiscal bud-
get surplus reached EUR 578.1 million over
January-June.

® |n June, the consumer price index (CPI)
decelarated to 3.6% year-over-year (yoy),
down from 4.6% yoy in the previous month,
while the producer price index (PPI) acceler-
ated to 7.1% yoy, up from 5.9% yoy in May.

® The rapidly increasing size of the current ac-
count (CA) deficit remains a significant risk
factor; widening by 42.6% yoy in Janu-
ary-June, it reached EUR 1.37 billion.

® Concerns over the increasing CA deficit are
rising even more considering the 14.7% yoy
decline in FDI over January-June.

® The Bulgarian Parliament elected new Pre-
mier Sergey Stanishev, a chairman of the Bul-
garian Socialist Party (BSP) and approved a
new Cabinet.

Economic Growth

In January-June, the Bulgarian real sector per-
formed relatevily well, although economic
growth decelerated slightly compared to Janu-
ary-May. Driven by robust growth in industry
and utilities, GDP should expand at a pace of
more than 5% yoy for the first half of the year.

Economic Growth by Sectors, % yoy
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In June, industrial sector sales grew by 8.7% yoy
compared to 14.3% yoy in May. This increase
was secured by 9.7% yoy growth in manufactur-
ing. The overall performance of the industrial sec-
tor would be even better if there had not been a
9.8% yoy decline in the Bulgarian extracting in-
dustry during June, after a 4.4% yoy decline in
May. However, the observed decline in the ex-
tracting sector reflects the ongoing process of re-
orientation in the industrial sector towards higher
value added products. Within the extracting in-
dustry, the steepest decline was observed in min-

ing of metal ores, which dropped by some 19.3%
yoy, and in coal extraction, which shrunk by
15.0% yoy.

The breakdown of Bulgarian manufacturing
shows that the growth-leaders in June were
companies producing electrical machinary, mo-
tor vehicles, and communication equipment.
The rate of growth in these sectors reached
40.5% yoy, 31.4% yoy, and 42.7% yoy respec-
tively. The deepest decrease was observed in
office machinery manufacturing (where sales
dropped by 51.4% yoy) and the tobacco indus-
try (shrinking by 45.5% yoy). In general, perfor-
mance of the country's manufacturing sector
supports the idea that Bulgarian production
has been reorienting towards sectors produc-
ing high value added products.

In June, the country's utility sector demon-
strated similar performance as in the previous
month, expanding by 8.3% yoy. The growth is
mainly attributed to the increase in gas con-
sumption, which grew by 9% yoy in June.

Fiscal Policy

In June, Bulgaria demonstrated prudent fiscal
policy. This month's consolidated budget sur-
plus amounted to Lev 132.5 million (EUR 67.9
million), bringing the cumulative January-June
surplus to Lev 1,127.3 million (EUR 578.1 mil-
lion). The substantial registered budget surplus
significantly exceeds the initial government
forecast, and is 28.4% higher than in the re-
spective period last year. Nevertheless, the out-
standing budget performance in the first six
months suggests that the 2005 fiscal year may
end with a surplus exceeding 1.5% of GDP.

Consolidated Fiscal Program

est group, non-tax revenue, surged by a substan-
tially higher 16.8% yoy. In January-June, the
amount of grants received by the Bulgarian gov-
ernment increased by an impressive 97.5% yoy
compared to 28.5% yoy in January-May. How-
ever, since the weight of this source does not ex-
ceed 5% in the total budget revenues, there is no
reason to think that the budget is becoming more
dependent on foreign aid. At the same time, this
source of budget revenues cannot be considered
sustainable in the medium- and long-run.

In January-June, budget expenditures grew at
a slower pace of 14.0% yoy compared with a
15.7% yoy growth in revenues. On a very posi-
tive note, capital expenditures demonstrated
considerable 60.8% yoy growth over the period
despite elections, while social expenditures
grew by a moderate 9% yoy. Cumulative capi-
tal formation expenditures reached EUR 400.4
million. This increase will build a solid platform
for Bulgaria's economic growth in the future.

In June, Bulgaria's external debt increased by
some EUR 27.6 million and reached EUR 6.09
billion. This increase is due to fluctuations in
the nominal exchange rates. The structure of
debt by type of creditor shows that the highest
weight is concentrated in Global Bonds and
Eurobonds, which account for some 28.4% of
total external debt. However, some changes in
the structure of lenders appeared over the pe-
riod. The largest lenders are the World Bank
(12.4%), the International Monetary Fund
(11.1%), and the European Union (6%).

Monetary Sector
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The growth in budget revenues accelerated from
15.4% yoy in January-May to 15.7% yoy in Janu-
ary-June and reached Lev 8.85 billion (EUR 4.5
billion). Over the period, tax revenue, which ac-
counts for three quarters of total budget reve-
nues, grew by modest 5.3% yoy; the second larg-

5
Jan-June 2005, | Change, 4
EUR million % yoy 3 A A
Revenue 4536.2 15.7 21 / \
Tax 3555.9 5.3 1 % \ %\%j
Non-tax 869.2 16.8 0SS e N
111.2 7 -1 - \ /’\ o
Grants . 97.5 5 N\Jl ! N
Expenditures 3958.4 14 3 \ I \
Public Wages, insurance 417.9 11.6 -4 V L
Social and Health Insur- -5
ance Contribution s 84 S 3 3 33 8 8 8 8
T T T T T T T T
: B = = P [=% > = = =)
Social Expenditure 1521.6 9.7 8 rzu fzu = 3 é’ s fzu fzu
Capital Expenditure 400.4 60.8
—60— Total —E— Foods Non-foods
Other 1468.5 11.6
Balance 578.1 28.4 Catering Services

Source: Bulgarian National Statistical Institute

In June, consumer inflation decelerated to 3.6%
yoy, down from 4.6% yoy in May and 5.1% yoy in
April. June's deceleration is mainly attributed to
some decrease in prices for services, which ac-
count for 28% of the total consumer basket. Un-
like in the previous two months, when CPI decel-
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erated due to a decrease in food prices, prices
for services grew by 6.8% yoy in June, while food
prices grew by 1.1% yoy.

The producer price index (PPI) accelerated by
7.1% yoy in June compared with 5.9% yoy in
May. This increase was mainly due to some in-
crease in prices for energy resources, which is
an important component of the producer bas-
ket. However, it is very likely that CPI inflation
will accelerate during the next few months. The
reason for this forecast is the time lag between
PPI and CPI dynamics.

Yield for Lev-denominated Instruments, %
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In June, the Bulgarian National Bank (BNB) con-
tinued to increase money supply (M3), which
reached Lev 22.8 billion. The rate of growth in
M3 slowed down to 25.4% yoy from 29.0% yoy in
May. The stock of domestic credit increased by
40.6% yoy, which should have a positive effect
on the country's economic growth.

In June, the BNB increased the level of the
base interest rate by 0.3 percentage points to
2.06% compared with 2.03% in the previous
month. This step from the BNB's side drove the
increase in yields of all issued instruments de-
nominated in lev. Despite this increase, the gov-
ernment costs of issuing debt is substantially
lower than last year's level.

In June, the BNB's official foreign reserves re-
mained almost unchanged from the previous
month. Their total amount reached EUR 6.86
billion, which demonstrates a very slight de-
crease compared to EUR 6.9 billion in the previ-
ous month. In any case, the existing amount of
the foreign reserves is sufficient enough to
cover more than 7 months of the country's im-
ports, which should secure its stability.

International Trade and Capital

In June, the merchandise foreign trade deficit
(FOB-CIF) grew by EUR 482.2 million, which

brought the January-June cumulative trade def-
icit to EUR 2.22 billion. The widening of the
trade deficit accelerated in January-June to
28.9% yoy compared with a 22.3% yoy in-
crease in January-May, which should be attrib-
uted to growing world prices for importing fuel
and decreasing prices for exporting metals.

Merchandise Export Structure in June 2005
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In June, the merchandise exports grew at a
solid 17.43% yoy, reaching EUR 820.1 million.
This brings January-June cumulative exports
to EUR 4.4 billion, which demonstrates growth
of 21.1% yoy compared to 22.0% yoy in Janu-
ary-May. As in the previous three months, the
highest rate of growth in the country's exports
was observed in a group of high value added
products. The value of exports in investments
goods, which account for almost one fifth of the
country's total exports, grew by 41.7% yoy in
June. EU countries are the biggest consumers
of Bulgarian exports. In June, 59.3% of total ex-
ports went to the EU-25, compared to 58.2% in
May, and 57.1% in April. This very solid growth
in the export of investment goods along with
the geographical reorientation of exports to-
wards EU countries makes Bulgaria more com-
petitive on the world market in the long run.

Merchandise Import Structure,
by countries in June 2005
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In January-June, merchandise imports grew at
a faster pace than exports. Over the period, im-
ports advanced by 23.6% yoy to EUR 6.6 bil-
lion. In June alone, imports grew by an impres-
sive 30.3% yoy, up from a 23.6% yoy increase
in May and 21.5% yoy in April. The accelerat-
ing trend of Bulgarian imports may be ex-
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plained by growing world prices for fuel. Since
the tendency of growing prices for energy re-
sources on the world market is continuing, it
could be expected that imports will continue to
grow in the several next months.

In January-June, the current account (CA) defi-
cit continued to accelerate. Over the period, its
size widened by 42.6% yoy compared to 37.4%
yoy in January-May, and reached EUR 1.37 bil-
lion. This negative tendency will continue in the
next several months since the country's trade
deficit is forecasted to deepen further.

The consequences of a rapidly widening CA
deficit are exacerbated by the decline in foreign
direct investment (FDI) inflows. In January
-June, the total amount of FDI inflows reached
EUR 723.2 million, which represents a drop by
14.7% yoy. However, ongoing structural im-
provements in the economy may accelerate
FDI inflow to Bulgaria.

International Programs

In July-August, the World Bank's (WB) Third
Programme Adjustment Loan (PAL-3) contin-
ues to assist Bulgarian economic reforms.
PAL-3 aims to result in the country's accession
to the EU in 2007. The WB representatives de-
clared that this is the last in a trilogy of loans in
the total amount of $450 million. The loan
signed for PAL-3 is to be repaid over 17 years,
including a 5-year grace period.

In August, the International Monetary Fund
(IMF) announced that it would insist on a quick
passage of bills drafted by the previous govern-
ment. The IMF also claimed the necessity to
start full-scale operations of the National Reve-
nue Agency (NRA) at the beginning of next
year. The NRA will be integrated into the tax ad-
ministration and the revenue department of the
social security institute. The new IMF mission
will take place in late September or early Octo-
ber. However, a short mission aimed to meet
with the new cabinet may arrive in late August.

The European Bank for Reconstruction and De-
velopment (EBRD) announced in late July that
Bulgaria would receive EUR 85 million in
grants to decommission units 1-4 of the
Kozloduy nuclear power plant. This grant will
be provided under a special Phare Programme
2004, which reflects the agreement of the fi-
nancing memorandum between the Bulgarian
government and the European Commission.
The financing will be utilized according to a
2001 framework agreement.
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Other Developments and Reforms
Affecting the Investment Climate

On August 16, the Bulgarian Parliament con-
firmed the new center-left Cabinet of Ministers
led by BSP leader Mr. Sergey Stanishev with the
votes of all 169 lawmakers of the new ruling part-
ners BSP, NMS-Il, and MRF. However, all oppo-
sition members in the 240-seated parliament
voted against the cabinet. The new ruling part-
ners stated that the composition of the govern-
ment fully reflected the will of the voters given
that the best-ranked parties in the general elec-
tions on June 25 would govern the country.

In his speech before the Parliament, the new
Premier Sergey Stanishev pointed out the fol-
lowing policy objectives for his Cabinet:

® Joining the EU as was initially planned on Jan-
uary 1, 2007,

® Rapid economic development, including an-
nual GDP growth of 6-8%, to accelerate con-
vergence to the EU living standards;

® Acceleration of ongoing judicial reforms;

® Building a knowledge-based economy;

® Continuing ongoing social programs;

® Reducing regional disparities within the coun-
try;

® Fighting against corruption and crime.

In August, the Bulgarian Foundation for Local
Self Government Reforms announced it would
support the setting of the 15 regional invest-
ment agencies. The project aims at (i) establish-
ing regional offices for registration of regulated
industrial land, (ii) maintaining contacts with po-
tential investors, and (iii) promoting business
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opportunities at the local level. The regional
agencies will be designed in such way that they
follow the model of the State Investment
Agency. However, it is expected that they
would seek more direct relations with busi-
nesses without mediation from the side of the
central administrative bodies.

Following the significant damage caused by
the summer floods, the Bulgarian Cabinet ap-
proved additional transfers of Lev 170 million
(EUR 87 million) to help local authorities and
line state institutions in rebuilding major infra-
structure units destroyed by bad weather condi-
tions. Although this financing is necessary for
regional recovery, it was not foreseen in this
year's fiscal budget and may decrease the fore-
cast for this year's budget surplus.
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