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Summary

® [n October, Bulgaria continued to post good real
sector performance, which was driven by the ex-
panding industrial sector, whose sales grew by
6.5% year-over-year (yoy).

® [n January-October, the fiscal surplus increased by
41.7% as compared to the same period of the previ-
ous year and reached Lev 2.3 billion (EUR 1.2 bil-
lion).

® In November, the consumer price index (CPI) ac-
celerated to 6.1% yoy up from 5.7% yoy in the pre-
vious month, with the biggest price increase being
registered in the food sector.

® The current account (CA) deficit continued on an
upward trend, reaching 11% of projected full-year
GDP in January-October. On a positive note, the
same period FDI inflows were able to cover 120%
of the CA gap.

® In October, household gross real income surged by
13% yoy with a corresponding increase in house-
hold consumption by 5.5% yoy.

Economic Growth

During the first three quarters of 2006, the Bulgar-
ian economy posted significant growth, which has
been accelerating since the beginning of the year.
Starting from 5.6% yoy in Q1, it reached 6.6% yoy
in Q2 and 6.7% yoy in Q3. The strong growth of the
real sector demonstrated throughout the year, along
with the relatively good performance in October,
suggests that full year GDP growth will be around
6% yoy. Although projected GDP growth is slightly
higher than the initially forecasted number, it may
even exceed this level if the real sector is able to
keep the same positive developments in Q4. How-
ever, preliminary statistics released by the National
Statistical Institute suggest that it might not be the
case, since in October there was some deceleration
observed in the rate of growth in the industrial sec-
tor, which is one of the main driving forces of the
country's economy. The composition of GDP by de-
mand component suggests that investment is the
fastest growing element, increasing in January-Sep-
tember by 18.9% yoy. In the same period, consump-
tion posted the lowest rate of growth-6.1% yoy.

Real Sector Performance in Jan-Sep 2006, % yoy!
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In October, Bulgarian industrial sector sales in-
creased by 6.5% yoy, which demonstrates signifi-
cant deceleration as compared with the 10.4% yoy
growth in September and 10.8% yoy in August. The
slowdown was backed by a sharp decrease in sales
in the country's mining sector, which shrunk during
the month by 5.1% yoy after a 0.2% yoy decline
posted in September. This drop is mainly due to a de-
crease in sales of the mining of metal ores, where
prices slightly decreased. On the other side, manu-
facturing continued to show strong positive develop-
ments posting a growth of 8.6% yoy, which is only
marginally lower than performance of the previous
three months, when this sector demonstrated aver-
age monthly growth of 9.0% yoy.
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In October, retail trade continued to show very posi-
tive developments. During the month it posted
15.5% yoy growth compared to 16.5% yoy in the
previous month. Significant growth in this sector
brings the cumulative growth in January-October to
12.6% yoy. The growth of retail trade is backed by
the growth of household incomes, which increased
in October by around 14% yoy in real terms. The
performance of wholesale trade was not as impres-
sive and posted 2.5% yoy growth in October and
1.8% yoy in January-October.

Fiscal Policy

In January-October, the government continued to
conduct prudent fiscal policy. During the period,
the fiscal surplus increased by 41.7% yoy as com-
pared to the same period of last year and reached
Lev 2.3 billion (EUR 1.2 billion). The considerable
increase in the budget surplus was driven by a re-
bound in the growth rate of revenues, which consid-
erably exceeded the growth rate of expenditures.

In January-October, revenues were growing at an ac-
celerated rate after a slight deceleration in Janu-
ary-September. During the period, revenues grew
by 10.5% yoy as compared to 10% yoy in Janu-
ary-September and reached Lev 16.2 billion (EUR
8.3 billion). Tax revenues, which are the biggest
contributor to total budget revenues, continued to
grow at an accelerated rate and constituted Lev 13.2
billion (EUR 6.7 billion) by the end of October. On

a positive note there was acceleration in the growth
rate of non-tax revenues. In January-October, they
grew by 0.6% yoy, after a drop of 0.2 % yoy demon-
strated in the first nine months of the year, and
reached Lev 2.5 billion (EUR 1.3 billion).

Consolidated Fiscal Program
in January-October 2006

EUR % of | Change,
million total % yoy
Revenue 8290.6 100 10.5
Tax 6732.2 81 12.2
Non-tax 1296.5 16 0.6
Grants 261.8 3 20.3
Expenditures 7099.9 100 6.5
Public Wages, insurance | 1097.7 15 54.1
s Coneputin | P18 | 5| w3
Social Expenditure 2900.9 41 12.8
Capital Expenditure 763.8 11 3.8
Other 1985.8 28 -20.2
Balance 1190.6 41.7

Source: Bulgarian Ministry of Finance

Budget expenditures were also increasing during
the period, although at a lower rate than revenues.
In January-October they grew by 6.5% yoy, as com-
pared to 6% yoy in January-September, and
amounted to Lev 14.9 billion (EUR 7.1 billion). On
a positive note, there was a rebound in the growth
rate of capital expenditures, which grew by 3.8%
yoy in January-October as compared to a shrinkage
of 0.1% yoy in January-September. At the same
time, expenditures for maintenance and interest pay-
ments continued to drop as compared to the same pe-
riod of last year.

In October, the government continued to demon-
strate thoughtful debt management, which is evi-
dent from the decrease in total public and publicly
guaranteed debt. By the end of the month, total debt
constituted EUR 6,328 million, which is 0.5 pps or
EUR 28.7 million lower than in September. In
terms of GDP, total government debt amounted to
27.1% as compared to 27.3% in the previous month.
The decrease in the total amount of debt was accom-
panied by a decrease in both domestic and external
debt, which shrunk by EUR 28.7 million and EUR
7.1 million respectively. The 2007 state budget
adopted by the National Assembly on the 20th of
December provides for government debt to not ex-
ceed Lev 12.5 billion by the end of 2007 with new
government debt amounting to Lev 4 billion and
new government guarantees to Lev 150 million.

Monetary Sector

In November, CPI constituted 6.1% yoy. The big-
gest price increase was registered in the food sec-
tor where prices increased by 4.6% yoy as com-
pared to 3.1% yoy in October. Non-food prices
also increased at an accelerated rate of 11.3% yoy
and, occupying the biggest share in the consumer
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basket, contributed 3.4 pps to overall consumer

price inflation. Services, on the other hand, demon-
strated deceleration in the growth rate of their

prices. In November, service rates were growing at

arate of 2.6% yoy as compared to 3.6% yoy in the

previous month.

Changes in CPI and Its Major Comonents
in 2006, yoy
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Contrary to consumer prices, producer prices on do-
mestic markets have been rising at a decelerated
rate. During October, PPI was rising at a rate of
8.5% yoy, which is 1.6 pps lower than in Septem-
ber. Deceleration in the growth rate of producer
prices was registered in the mining and manufactur-
ing sectors, where prices grew at a rate of 46.8%
yoy and 3.4% yoy respectively as compared to
54.7% yoy and 5.6% yoy in the previous month. At
the same time, prices in electricity, gas and the wa-
ter supply sector continued to rise at an accelerated
rate, which in October constituted 12.4% yoy.

Growth Rates of Banks Credits,
yoy in 2005-2006
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In October, broad monetary supply (M3) increased

by Lev 555.1 million and reached Lev 30.2 billion.
At the same time, the monetary base decreased by

Lev 148 million due to a decrease in currency out-
side banks and bank reserves. As a result, the

money multiplier rose by 0.11 pps and stood at 3.21

by the end of the month.

During October 2006, the volume of bank loans to

the non-government sector increased to Lev 21.1

million up from Lev 20.7 million in September. At
the same time, the growth rate of bank credits re-
mained stable during the last 3 months at a rate of
23% yoy, which is only 2 pps higher than the aver-
age rate since the beginning of the year. The largest

share of loans (59.4%) continued to be issued to

non-financial corporations, but the fastest growth

(29.4% yoy) was registered in loans issued to house-
holds.

International Trade and Capital

In January-October, the Bulgarian trade deficit in

goods and services continued to post further deterio-
ration and reached EUR 4 billion, which translated

into 16.5% of the country's period GDP compared

to the 14.3% deficit posted one month earlier. In

nominal terms, the trade deficit surged by EUR 0.5

billion in October alone. The main reasons for accel-
eration in the trade deficit are a decrease in world

prices for metals as compared with the previous

year with a parallel increase in energy prices.

Bulgarian Foreign Trade Indicators,
in EUR million (cumulative)
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In May 2006, the Bulgarian economy continued to
show positive developments when exports began to
grow at a faster rate than imports. In October, the
rate of growth in exports reached 29.1% yoy, while
growth in imports was 25.6% yoy. A geographical
breakdown of Bulgarian exports shows that the
country is already deeply integrated with the EU,
which consumes 54.2% of the country's exports.
The further breakdown shows that more than 90%
of the exports directed to the EU are consumed by
the EU-15 and less than 10% by the new member
states (EU-10). The role of interregional trade has
also been strengthening over the last several months
and now 25.5% of total exports are sold in the Bal-
kans countries.

On the import side, the volume of trade continued to
post some deceleration in its rate of growth. In Octo-
ber, imports grew by 25.6% yoy, which is 0.8 pps

Headquarters

123 N. Post Oak Ln., Suite 410

Houston, TX 77024 USA

Tel: (1-713) 621-3111  Fax: (1-713) 621-4666
E-mail: sbleyzer@sigmableyzer.com

lower than in September and 1.5 pps lower than Au-
gust. The increase in imports is mainly due to in-
creasing prices for energy resources and surging do-
mestic consumption. As in the case with exports,
the lion's share of Bulgarian imports comes from

the EU countries. In particular, 48.5% of Bulgaria's

total imports arrive from the EU zone, out of which

86% comes from the EU 15. The second largest im-
porter to Bulgaria is the Russian Federation, whose

share in total imports is 13.5%. The goods composi-
tion of imports from Russia shows that it mainly

consists of energy resources.

Structure of Exports and Imports in October 2006
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In January-October, the CA deficit continued to

widen and reached EUR 2.66 billion, which trans-
lated into 11% of projected full-year GDP. In Octo-
ber alone, the increase in the CA gap was EUR 0.55

billion. The main reason for such an increase in the

CA deficit was, as before, a significant deteriora-
tion in the trade balance.

Current Account Components in 2006,
monthly flows EUR billion
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Despite the existing deficit in the CA, it is fully cov-
ered by strong FDI inflow. In October, FDI inflow
was EUR 386 million, which brings the cumulative
number for January-October to EUR 3.2 billion.
The FDI inflow is able to cover 120.3% of the exist-
ing CA gap.

International programs

In December, Bulgaria and Switzerland signed an
agreement that ensures a grant from the Swiss gov-
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ernment to Bulgaria in the amount of SZL 3.625 mil-
lion. The financing will be directed to the "Hospital
Waste Incineration System-Plovdiv" Project. The
project is financed under the Agreement on the
Granting of Financial Assistance between the Gov-
ernment of the Republic of Bulgaria and the Govern-
ment of the Swiss Confederation. Under this agree-
ment, the Swiss government has already provided
SZL 60 million, SZL 50 million of which was used
to carry out various projects in health, energy and
environmental protection fields.

During December, the final session of the ISPA (In-
strument for Structural Policies for Pre Accession)
Monitoring Committee took place. The Bulgarian
government was applauded for progress made in the
implementation of 39 ISPA projects in transporta-
tion and environment sectors and for strengthening
the structures for work under the Extended Decen-
tralized Implementation System (EDIS). Under the
EDIS, Bulgarian implementing authorities will no

longer be subject to control by local EC Delega-
tions. Bulgarian authorities were also congratulated
with the accreditation received under EDIS by 3 of
the ISPA Implementing Agencies within Ministries
of Transport, Regional Development and Public
Works and the National Road Infrastructure Fund.
Although ISPA, one of the 3 pre-accession assis-
tance program provided by the EC to candidate
countries, will finish by the end of 2006, the project
implementation will continue through the end of
2010, which will in turn guarantee the preparation
of projects for absorption of resources for basic in-
frastructure from EU Structural Funds.

Other Developments and Reforms
Affecting the Investment Climate
At the end of December, the Bulgarian Parliament

completed final voting on the 2007 budget. The new
budget target has a surplus of 0.8% of GDP. In 2007,

Headquarters

123 N. Post Oak Ln., Suite 410

Houston, TX 77024 USA

Tel: (1-713) 621-3111  Fax: (1-713) 621-4666
E-mail: sbleyzer@sigmableyzer.com

budget revenues and expenditures were raised to

41.8% and 41% of GDP, respectively. Other macro-
economic projections include (i) real GDP growth of
5.8%, (ii) year-end CPI inflation of 3.1% and year av-
erage of 4.4%, (iii) a CA deficit of 11.8% of GDP, (iv)

net FDI inflows of 10.4% of GDP.

In October, household gross real income surged by
13% yoy with a corresponding increase in house-
hold consumption by 5.5% yoy. An increase in
wages was the main factor driving the increase in
household income. At the same time, the additional
factor for such growth was sales of real estate.

A recently completed study by the Economic and So-
cial Council showed that around 35% of all employ-
ees underreport income in order to evade social insur-
ance and tax charges. The average size of
underreporting is seen at 40-45% of actual income,
which corresponds to a total evasion of 14% to 16% of
overall payroll.
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