
Summary

In the third quarter (Q3) of 2004, real gross domestic

product (GDP) soared by 5.8% year-over-year (yoy),

making the government's expectation of 6% yoy GDP

growth for 2004 very realistic. Meanwhile, in Janu-

ary-November, the budget surplus reached EUR 756

million, accounting for 3.9% of projected full-year

GDP. In another positive sign, the consumer price index

(CPI) slid to 4.5% yoy and the producer price index

(PPI) decelerated to 7.3% yoy for November. The size

of the current account (CA) deficit remains a major con-

cern, widening by 23.9% yoy for January-October pe-

riod and reaching EUR 2 billion. This brought the annu-

alized CA gap to 6.8% of GDP. Although the CA deficit

remains high, FDI inflows have generally matched it,

reaching EUR 1.2 billion with expectations of reaching

EUR 2 billion by the end of 2004. In December, the IMF

mission and the Bulgarian government failed to reach a

consensus on policy criteria and benchmarks for 2005.

Talks will continue in March 2005.

Economic Growth

In the third quarter of 2004 (Q3), the rate of GDP

growth accelerated to 5.8% yoy, bringing the cumula-

tive rate of growth in January-September to 5.7%

yoy. This solid economic growth was supported by ex-

pansion of export-oriented industrial sectors and the

good performance of agriculture, tourism, and tele-

communications.

In Q3, the share of GDP produced by the industrial sec-

tor grew by 5.1% yoy, which represents a slowdown

compared to the 6.3% yoy growth achieved in Janu-

ary-September. However, industrial sales began to accel-

erate in October and reached a 23% yoy increase, which

will positively affect the annual rate of growth.

In October, the most significant rate of growth within

the industrial sector was demonstrated by the manu-

facturing subsector (27% yoy). Within manufactur-

ing, the faster growing sectors are still manufacturing

of basic metals (129% yoy), office machinery and

computer production (119%) and manufacturing of re-

lated transport equipment (62% yoy).

In Q3, the Bulgarian service sector experienced signif-

icant growth. The growth of the value added produced

by the service sector reached 5.9% yoy. This was

mainly due to the country's booming tourism sector.

The agricultural sector accelerated to 5.3% yoy in Q3

from a weak 1% growth in the first half of the year.

This positive agricultural performance was due to a

good grain harvest.

Structural improvements in the country's economy

and strong demand hikes in neighboring countries

will lead to further increases in Bulgaria's GDP,

which will likely stay around 6%. It will also posi-

tively affect next year's economic growth.

Fiscal Policy

In January-November, Bulgaria implemented prudent

fiscal policy. The budget surplus reached Lev 1.5 bil-

lion (EUR 756 million), which represents 3.9% of pro-

jected full-year GDP compared to a surplus of 2.6%

achieved in the previous year. However, the full-year

surplus is expected to drop to 0.3% of GDP (against

the previously estimated 1.4% of GDP) due to

year-end spending increases.

In January-November, consolidated budget revenues

and grants reached Lev 14.3 billion (EUR 7.2 billion),

which represents growth of 8.5% yoy compared to

7.8% yoy in January-October. Significant increases

in tax collection in November were due to the re-

cord-high import duties on oil recently imposed by

the government.

During the same period, government expenditures

rose at a lower rate (2.6% yoy) and reached Lev 12.8

billion (EUR 6.45 billion). However, the government

transferred Lev 260 million (EUR 133 million or

0.7% of GDP) in December to a newly established

public company for investments in small infrastruc-

ture projects, which should decrease the overall sur-

plus of the consolidated budget. This additional spend-

ing will bring the December surplus to around 3.6%

of GDP. One third of that amount could be considered

as politically motivated expenditures driven by the

forthcoming general elections.

In October, government and government-guaranteed

debt totaled EUR 8.14 billion in nominal value. This

includes EUR 1.3 billion of domestic debt and EUR

6.82 billion of foreign debt. The monthly decrease in

nominal terms was EUR 64.9 million, which is due to

exchange rate fluctuations.

The cumulative debt to GDP ratio was 41.9% in October,

which represents a decrease of 0.3 percentage points from

the previous month. The debt to GDP ratio of domestic

and foreign debt was 6.8% and 35.1%, respectively. In

the total structure of debt, foreign debt accounts for some

83.7% and domestic debt for 16.3%, which represents no

change compared to the previous month.

The share of debt denominated in US dollars de-

creased to 39.5% in October from 36.2% in Septem-

ber. On the other hand, the share of debt denominated

in euros increased to 39.5% from 39.1%. This devel-

opment may have positive consequences in the future

if the euro begins to depreciate against the US dollar.

In December, Parliament approved a second and final

reading of the 2005 budget. The new budget includes a

deficit of some 0.47% of GDP. Compared to the initial

version from the Ministry of Finance, overall fiscal reve-

nues and expenditures are increased by 0.2% of GDP.

Monetary Sector

In November, growth in the consumer price index (CPI)

slid to 4.5% yoy from 5.8% yoy in October. The slight

decrease in the CPI was driven by a decline in non-food

products by 0.3% month-over-month (mom) and of

transportation costs by 0.9% mom, which together ac-
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count for 36% of the consumer basket. The decrease in

food prices was expected given the positive supply

shock from the good grain crop in 2004. The Janu-

ary-November, average inflation increased by 6.3% yoy

. This increase can be partly explained by the record

high budget surplus generated in the same period.

The producer price index (PPI) decelerated to 7.3%

yoy in November from 8.4% yoy in October. The dif-

ference between producer and consumer indicators is

largely driven by higher weights of metal and oil in-

puts in the basket of producer prices, which signifi-

cantly increased over the last three months.

In November, the growth in money supply (M3) acceler-

ated to 14.7% yoy, up from 12.2% yoy in October. The

monetization of the economy has reached some 50% of

GDP compared to 49% in the same period in 2003. This

should lead to a decrease in the velocity of circulation

and increased investments in the economy.

In December, the National Bank announced that the

base interest rate will be calculated as an average value

of the interbank overnight lending rates (LEONIA) for

the previous month starting in February 2005. Cur-

rently, the rate is set in accordance with the yield on

3-month government bills. These changes will reduce

the base interest rate, which was set at 2.36% in Decem-

ber against 2.05% for LEONIA.

In November, the National Bank continued to in-

crease its official foreign reserves. They grew from

EUR 6.43 billion in October to EUR 6.64 billion in

November. Due to the existing fiscal account surplus

and prudent monetary policy, foreign reserves will

continue to grow in December. However, due to addi-

tional year-end government spending, it is very likely

that the rate of growth of foreign reserves in Decem-

ber will slow down slightly and a futher significant in-

crease of reserves will reappear only in 2005.

International Trade and Capital

In January-October the foreign trade deficit widened by

23.9% yoy and reached EUR 2 billion, which accounts

for roughly 10.3% of projected full year GDP. The

monthly deficit increased at a slower rate of 9.1% yoy.

This is due to a higher rate of import growth. In October,

imports grew by 22.7% yoy, while exports rose by 19%

yoy. In January-October imports grew at a rate of 18.4%

yoy compared to a 16.8% yoy increase in exports. There-

fore, the monthly performance in October was relatively

good given the seasonal increase in the oil imports and

record-high oil prices.

Following three months of solid improvements in the

current account (CA) balance in October, Bulgarian

economy returned to a CA deficit. The monthly deficit

reached EUR 209.4 million following a EUR 35.1 mil-

lion surplus in September and a EUR 147.8 million sur-

plus in August. The CA deficit in October brings the an-

nualized CA gap to 6.8% of GDP. The January-October

CA gap reached EUR 765 million, which represents a de-

crease of 19.5% yoy. The deterioration in the CA bal-

ance was caused by high oil prices, seasonal increases in

the domestic consumption of oil, and a seasonal de-

crease in the tourist sector. In addition, there was some

decrease in metal prices in October, which negatively af-

fected the country's exporters.

Although the CA deficit remains high, the FDI in-

flows are able to match such a deficit. In January-Oc-

tober, net FDI inflow reached EUR 1.2 billion. Due to

the privatization of several large companies in No-

vember and December, the cumulative annual FDI

net inflow is very likely to reach EUR 2 billion.

International Programs

The European Commission has approved the govern-

ment's proposal for starting construction on the south-

western part of the Sofia ring road. The total size of in-

vestment is estimated at EUR 148.5 million. The EU

will secure EUR 111.4 million as a grant under the

ISPA Preaccession Programme. The project was initi-

ated in 2001, but the government has not yet settled le-

gal issues related to compensation for properties on

the planned road's territory. The new motorway is sup-

posed to speed up traffic on the international route.

In December, the IMF mission ended its assignment

in Bulgaria without agreements with the government

on policy issues related to the planned 25% minimum

wage hike and the fiscal expenditure plans for 2005.

The IMF mission announced that negotiations on the

2-year precautionary agreement would continue in

March 2005. The IMF mission and the Bulgarian gov-

ernment failed to reach a consensus on the policy crite-

ria and benchmarks for 2005.

EBRD will set up a EUR 60million fund for the reha-

bilitation of residential buildings designed to increase

their life and improve their insulation. The financing

is comprised of a EUR 50 million loan and a EUR 10

million grant. The grant will be intermediated by lo-

cal commercial banks. A large part of the deal is

linked to the international fund for decommissioning

of old nuclear power units. The final contract is

planned to be signed in March 2005.

Other Developments and Reforms

Affecting the Investment Climate

Moody's has issued a positive report for Bulgaria outlin-

ing the country's strong economic growth, reduced public

debt, and large investment inflows. In order to keep inves-

tor confidence in the country's fiscal policy, Moody's

warned that the fiscal reserve should be used only for the

purpose of debt coverage. In November, Moody's up-

graded Bulgaria's long-term ratings to Ba1 positive out-

look. This rating is one notch below the investment grade

marks given to Bulgaria by Fitch and S&P.

The Non-Bank Financial Supervision Agency an-

nounced that it expects the total amount of non-bank fi-

nancial assets to have reached 14.6% of GDP at the end

of 2004. This amount includes total stock market capital-

ization of Lev 4 billion (EUR 2.1 billion), Lev 768 mil-

lion of assets in pension funds, Lev 41million of asset

management funds, and insurance premiums of Lev 832

million.

The National Statistical Institute announced its fore-

cast for investment growth in 2005. It expects invest-

ments to grow by 2.4% in 2005. This estimate is

based on a survey that covers firms generating 96% of

the country's industrial output. The interviews were

held at the end of November.

In December, the Bulgarian Privatization Agency re-

leased a press note that confirms the plan for a public

offering of 35% of BTC (telecom operator), the state's

entire stake. The offering should take place in the mid-

dle of February 2005. The shares will be traded only

in exchange for state compensation notes. These

notes were issued to cover nationalized properties.

Therefore, privatization of BTC will not bring addi-

tional cash revenues to the country's budget. This plan

needs to be confirmed by the Ministry of Finance,

which initially advocated the sale of 15% of the com-

pany's assets for cash.
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