THE ECONOMY OF BULGARIA - July 2010 

SUMMARY REPORT 
of the Center for Economic Development 

Full text of the report in Bulgarian can be found at www.ced.bg, www.econ.bg and www.manager.bg  
MACROECONOMIC DYNAMICS. The Bulgarian economy will be registering another decline for the second quarter of 2010 but it will be smaller compared to the one in the first quarter (3.6%) and will be in the range of 1%. Our current expectations are a little more pessimistic compared to those in the previous report. A small growth on an annual basis is expected at earliest in the fourth quarter of 2010 or in the first quarter of 2011. Our expectations for the whole year are for a small decline close to zero. Only if a significant slowdown and growth are registered simultaneously, will it possible to expect signs of actual take-off of the economy from the bottom of the crisis.

Only now, after the Bulgarian economy has followed an accelerated contraction trend throughout the year, in the first quarter of 2010 the decline slowed down on an annual basis – to 3.6% after registering 5.9% for the fourth quarter. Based on the previous quarter, though, the decline deepened (respectively from 0.7% to 1.2%), which is not indicative of the country going out of the recession. In the major world economies growth has already started to happen - both on the basis of the previous quarter, as well as on an annual basis. Data show that it was only in the third or fourth quarters after registering three consecutive growths (Belgium, Czech Republic, Germany, France, Malta, Netherlands, Sweden, Switzerland, Japan) or at least two though less significant growths (Italy, Hungary, Austria, Portugal, and USA) these economies have already registered growth on an annual basis. This 3-4 month lag in time, noticed in other countries between the growth rates on the basis of the previous quarter and the same quarter of the previous year, is the reason to expect that if the Bulgarian economy manages to slow the decline on a quarterly basis in the second quarter, and to reach growth in the third and fourth quarters (on the basis of the previous quarter), there may be hope for growth on an annual basis in the fourth quarter of 2010 at the earliest, or first quarter of 2011.
The slowing decline in the economy in the first quarter of 2010 by production approach of GDP is due to the slowing decline in three economic sectors (agriculture, industry, services) and by expenditure of GDP – it is due to the continuing growth in the export of goods. The size of the decline (3.6% on an annual basis) is determined mostly by the decline in the services sector, which for a third consecutive quarter has growing negative contribution to the decline in GDP compared to the negative contribution of the industry. By final expenditure of GDP final consumer expenditures bring highest negative contribution to the decline in the first quarter. 
The decline in the industry sector not only slowed but is much smaller (only 0.9%) compared to its deepening in the fourth quarter (7.5%). Moreover, the decline in industry is only due to construction and the slowdown of the decline comes from the much expected growth of value added in industrial production. Exports will continue to be the driving force for growth in industry – there is a stable growth trend on an annual basis of industrial export sales (since last November). However, the decline in value added in construction acceleratingly deepened to 13.1 %. In the first quarter the decline in the services sector, although higher than that in the industry sector continued to slow down - to 1.2 %. The largest negative contribution to this decline comes from the industries “transport, storage and communications” and from “real estate operations.” At the same time financial intermediation reports growth after a single drop in the fourth quarter of last year. The decline in trade continues, parallel to the dynamics of final household consumption. The “hotels and restaurants” industry registered its most significant decrease by 8.2 percent. Large amplitudes continue in the dynamics of the agricultural sector – its decline in the first quarter of 2010 (by 1.3%) significantly slowed after the decline of 11.3 % in the last quarter of 2009.
The characteristics of decline in GDP by final expenditure are that for the first quarter of 2010 it is mostly due to declining household consumption expenditure, as opposed to the end of last year when investments have most significant contribution to the size of economic decline on an annual basis. The decline in investments remains double-digit (14.9%) but it contracted over twice compared to declines in the previous two quarters. The slowing decline in household consumption in the first quarter to 7.3 percent is still too weak (after its drop to 8% in the fourth quarter). For a second consecutive quarter exports of goods and services grow on an annual basis (by 0.8 percent in the fourth quarter of last year and 5.9 percent in the first quarter of 2010) but it should be noted that this growth is entirely due to an accelerated growth in the export of goods (respectively 2.8% and 10.9%) together with deepening decline in the exports of services (respectively 7.3% and 11.5%). However, there is an accelerated trend for a decreased decline in the imports of goods and services (after nearly 20 percent in the fourth qtr. of last year, the decline in the first qtr.of 2010 is only 2.6%). The real dynamics of total imports will most likely turn into growth in the coming quarters because after five consecutive quarters of decline in the imports of goods it has now registered a small growth - of nearly 2%. The decline in the imports of services is diminishing (after the most significant decline so far of 32 % for the fourth qtr. of last year, it is now 21.7 %).
Since March industrial production has been above zero on an annual basis, thanks to the manufacturing industry. Export sales of the manufacturing industry have been growing since November, and very quickly so since March. Manufacturing industry turnover on the domestic market has been growing since March, although still quite weak and hesitant compared to that on the foreign market. Growth in industry value added on an annual basis is expected for the second quarter of 2010. Construction has also demonstrated an uptrend since the beginning of the year related to a delay in the decline in monthly production on an annual basis, very rapidly seen in civil engineering construction. Lower decrease in value added in this sector is expected for the second quarter of 2010 than that in the first quarter of 2009. Growth might be expected, though very weak, only in the third quarter, due to the influence of the dynamics in the civl engineering construction. Short-term data of turnover in trade on an annual basis have also shown an upward trend since March, but still remain below zero. Since retail was also below zero from December to April, growth has been noticed since May, and this is a sign of a gradual but slow recovery, both in trade and in domestic demand. A slowing decline of value added in trade can be expected for the second and third quarters, compared with that in the previous quarter. The business climate in the service sector (excluding trade) seems to demonstrate a very favorable trend in comparison with the other three sectors, especially in the months from April to June, which is reason to expect even weaker declines in services in the second and third quarters compared to the first quarter. This picture of short-term data creates expectations for a smaller decline in GDP for the second quarter (about 1%) and the major reasons for this are the expectations for growth of value added in industry (by production side of GDP) and a continuing growth of exports by expenditure side of GDP.

The shrinking current account deficit trend continues in 2010. For the first five months it amounts to Euro 708.9 million or 2% of GDP
, and is over three times lower than the deficit a year ago. Almost half of the decrease is due to the lower trade balance deficit (by Euro 814.7 million down to 3.5% of GDP against 6.1 percent a year ago). The amount of trade deficit for the five months of 2010 is 60% of the amount of deficit a year ago. Export growth began in November last year, while imports growth - in March 2010. The negative balance under Income has shrunk almost twice. The positive balance in services has improved over 8 times mainly due to the improved balance of travel. Exports of travel show smaller decline, cyclically turning into growth, while the decrease in imports of travel is continuing. In transportation both exports and imports have changed almost similarly since December. The net receipts from current transfers have increased nearly twice. A continuing decrease of the current account deficit is expected, though more gradual compared to last year, despite the return of our main partners and expectations that exports growth will outpace the imports growth, with still restrained domestic consumption.

Foreign trade turnover for the first five months of 2010 increased by 10 percent as trade developed very actively in April and May. The trade balance (FOB / CIF), although negative (Euro -1,585.8 million) is significantly smaller than that recorded in the same period of 2009, due to the outpacing growth in exports (FOB) - by 22.1 % on an annual basis. The export volume still cannot reach its pre-crisis levels. It is worth noting that in April and May the growth substantially exceeds 30 percent. At the same time imports (CIF) increase by only 2.5 per cent. The commodities structure of trade reflects the state of the markets. The recovery of European economies and the rapid development of some Asian countries open opportunities before Bulgarian engineering products – exports of investment goods (mainly electric machines and spare parts) increases by 26 per cent, while that of raw materials – by over 20 per cent. In imports the volume of raw materials is growing, and investment goods decrease as a result of the starting recovery of economic activity, reflected in increased consumption of raw materials for manufacturing, but not for expanding or upgrading of production capacities.
The growing share of exports in GDP is a sign of economic recovery and higher competitiveness of the Bulgarian export products on the international markets. It is not clear thoguh how sustainable the growth of external demand is, given that the main EU trading partners are taking steps to cut their budget deficits, which means reducing their public spending, slow economic recovery and as a result - reduced trade. However, expectations are that growth in exports will continue to outpace imports, and the will year end with one of the lowest deficits of recent years. 
Preliminary data on the inflow of foreign direct investment (FDI) are not encouraging - only Euro 253 million or 0.7 % of GDP for the first five months of the year. Detailed comparison with previous periods is pointless due to significant adjustments in the subsequent revisions. The reduced FDI inflows are an undisputed fact, resulting from the global financial and economic crisis and the Greek debt crisis, and the concerns for its possible expansion to Bulgaria. The domestic factors include a strongly contracted domestic demand, uncertainty of public finances, conflicting signals about the economic policy of the new government, inefficient administration. With the shown trend of postponing investment projects it will take a couple of years before FDI start to grow without reaching pre-crisis levels. After the euphoria of undiscriminated attraction of capital in previous years, it is now time to develop a clear vision and follow articulate and well-targeted policies to attract investments in industry, to continue revival of the economy and growth in exports.

In June, inflation since the beginning of the year is 1.5 % (according to the national CPI). In the harmonized index of consumer prices (HICP) it is 2.0% and although exceeding that of the eurozone, is still comparatively close to it. According to the price index of a small basket (PISB) prices in June were 1.2% below their level of December last year. As expected the effect of the introduced higher excise rates on tobacco is seen in April. The reduced inflation till June was due to deflation in food. Despite weak pro-inflation expectations, registered among the business until June, and among consumers until April, a significant increase in consumer prices is inevitable, early in the second half of the year - influenced by the regulatory increase in gas prices from July 1 (by 24.63% due to reflecting the dynamics of USD – EUR exchange rate), and respectively - the heat (an average of 11.7%) and electricity (an average of 1.7 % due to a number of reasons). Higher levels of inflation are expected (between 3-4% annual inflation at year-end), depending on the balance of price level in the still limited ranges of domestic demand.

A smaller decrease in employment in the second quarter is likely than in the first one, but will continue in the second half of the year. After some reductions and leveled expectations for lay-offs in April and May, the June business survey of NSI registers higher expectations for personnel reductions in the third quarter of 2010. In the services, after two months of weak still positive expectations, there are stronger expectations for reduced employment for the coming three months since May. 
Overall unemployment rate in Bulgaria is around the level of EU27. From March to May it shows a descending trend. Youth unemployment in the country, which earlier this year exceeded the EU27 average, also shows a decrease. This generally demonstrates symptoms of slowing decline of the economy, supported by short-term data on economic activity by sector. Once the registered unemployment in February (Employment Agency) reached a peak of 10.26 percent, in April it went below 10% - exact rate 9.95 percent (compared to 7.08 % a year ago). Further though small reduction in unemployment is expected, mainly due to seasonal factors in the summer months, rates will remain at relatively high levels compared to pre-crisis periods and will possibly increase again in the autmn.

ENTERPRISE POLICY. In June MEET presented a sectoral analysis and a Strategy for the Development of Competitive Economy based on knowledge and innovation. The document envisages that exports from innovation intensity sectors should become the "engine" for economic growth. Experts consider that a new model is needed, focused on increased exports of goods and services with high value added. Emphasis is placed on innovation-based sectors. The main priorities among them are information technology, green technology and health-related technology. The document points that the State seeks to promote actively sectors related to investments in innovation. The Government recognizes as a national goal the increase of expenditure for research and development (R&D) from 0.5% to 2% of GDP by 2020. The MEET analysis recommends maintaining low tax rates for the business, expanding investment incentives under the Law on Investment Promotion, and investments in improving the transport and energy infrastructures. Special attention is paid to the active measures on the labor market (continuous training, better linking of education and business, measures for lifelong learning) as well as improving the regulatory framework (reducing the administrative burden, introducing e- management, and transparent terms for awarding concessions). The main instruments for achieving the goals include funding under OP "Competitiveness," exports promotion of high-tech enterprises through the Bulgarian Export Insurance Agency.
The business environment in the country is still creating difficulties for businesses. This again was confirmed by the World Bank Report, produced in early July. Around 65% of the companies consider regulatory regimes unpredictable. According to the WB there are four main problems in this area - lack of clear policy on state fees; outdated legislation; poor control by the institutions; lack of transparency. In order to facilitate the business, the Government adopted over 130 measures - through which the state intends to reduce the administrative burden on investors by twenty percent till end-2012. In general the measures are divided into several groups: exchange of information among institutions; electronic and internet exchange of data; remove information obligations, simplified terminology. Most measures are to be implemented by the end of 2010 and the deadline for implementation of all measures is 31 December 2011. Progress on these will be reported every three months.
Under discussion is the introduction of faster and streamlined permit issuing or other procedures associated with different administrations, or the court, when it comes to projects financed by the European Union.
In public procurement there is once again evidence of serious irregularities. The Report of the Agency for State Financial Inspection (ASFI) on its 2009 activities, presents violations in 64% by number of cases (for 2007 - 52%) and 61% in value (for 2007 - 58%). An increasing number of contracts are signed, without carrying public procurement procedures, despite obvious conditions or grounds for such procedures. In May the CPC adopted Guidelines to prevent and combat operations in procurement tendering procedures. Their aim is to highlight the problems occuring in procurement procedures, the factors determining such conduct and the circumstances indicative of such presence. The Guidelines are accompanied by a list of circumstances that determines the presence of suspected manipulations in the tendering procurement procedures. In early June the Council of Ministers adopted a decree for establishing a Central Authority for Public Procurement (CAPP) for the needs of executive power. The document specifies CAPP functions and duties and those of other contracting executive institutions, for the needs of which CAPP will hold procurement procedures, and the objects for procurement. The principal of Central Authority for Public Procurement is the Minister of Finance, assisted by the Central Finance and Contracts Directorate of the Ministry of Finance. In late June the Parliament amended the Law on Public Procurement. It introduces the requirements of Directive 2007/66/EC, whose main objective is to achieve speed and efficiency in review complaints on procedures and to prevent selection of  contractors without compliance.
In order to combat corruption, the Council of Ministers adopted a draft for amending the Law on Preventing and Detecting Conflicts of Interest at the end of May. The amendments envisage better regulations, to ensure efficient and equal treatment of all persons holding public office and to strengthen prevention in combating fraud and corruption. The establishment of a separate body - Commission for the Prevention and Detecting of Conflict of Interest – is envisaged.
The government approved Strategy for Continuing the Reform of the Judiciary. Its main objectives are to improve the quality of justice, to apply good governance and to combat corruption. In June the Council of Ministers approved a Concept for penal code policy for the period 2010-2014. The document establishes the legal framework to ensure the rule of law in implementing the penal code policy.
On 20 July the European Commission presented a report under the Mechanism for Cooperation and Verification for Bulgaria's Progress in the Judicial Reform (in September, the document will be presented before the Council of Ministers). The report for the first time contains no sharp criticism of the country. In the past year Bulgaria has shown a serious desire to reform and improve its criminal procedures. It has almost no criticism to the MoI and focuses on recommendations to the magistrates. Recommendations are made to the SJC, as the report discusses the need for better control on public procurement and the conflict of interest. EC continues to insist on convictions for corruption and organized crime. Bulgaria receives approval for new legislation – amendments to the PPC, judicial law, the new coming law on the "Kushlev” committee, changes in the law on conflict of interest and a new strategy for reform of the judiciary. This power, however, needs to take the initiative to reform more often, and to show "greater sense of responsibility." The judicial system must be significantly more active in its work on matters of public interest in combating corruption and crime at high levels of power. The reform of the police, and the promotion of joint teams of police and prosecutors should continue.
With regard to privatization by the end of June 2010 there are no company sales transactions of over 50% of state shares. There is no official data from the government on update of the so called "prohibition list" of companies with majority state shares. The privatization of Bulgartabac Holding is expected to be completed by end 2010, and the minority state share of 33% in E. ON electric distribution company will be put on the Bulgarian Stock Exchange.
The Government has initiated legislative amendments to the Law on Natural Resources. Management of natural resources will be concentrated in one body - the Ministry of Economy, Energy and Tourism. It will be responsible for developing a national policy and strategy for the management of natural resources, and will draft a new Law on Mineral Resources, which will regulate the social relations in this field. The Ministry of Environment and Water is developing amendments to the Law on Water, which are expected to be adopted by end 2010. Some of the changes provide opportunity for municipalities to license or grant mineral water resources on their territory for up to 25 years. In accordance with the project "Strategy for development of Bulgaria’s transport infrastructure through concession mechanisms,” presented by the Ministry of Transport, Communications and Information Technology, the government decided to begin preparations for concession of civil airports for public use, marine and river ports. The Council of Ministers approved changes to the Regulations of the State Property Act. Approved changes allow reduction of the initial tender prices in beach concession procedures by 30% and in subsequent tenders – by 50%.

PUBLIC FINANCES. The early second quarter of 2010 started with a slight monthly budget surplus, which is added to the single contribution of the Bulgarian National Bank (BNB) followed by a relatively small deficit in May. Thanks to the contribution of BNB the consolidated accumulated deficit as of May was BGN 1.36 billion, which is BGN 309 million lower compared to March.
The deficit is primarily due to lower revenues from income, which as of May are 15.27 % below their level in the previous year, due to the costs which are still by 2.4 % above their level of May 2009. The main income sources - VAT and excise duties - decreased annually for the past 12 months by 20.8% and 18.9% correspondingly. Lower revenues from VAT are due entirely to the lower domestic demand and the accelerated recovery of tax credits. The shrinking revenues from excise duties are a result of lower consumption, growing rates on tobacco and excise duty reimbursement.
In the main expenditure groups on a consolidated basis - salaries, wages, overhead costs, capital, social costs and scholarships – the change is between a decrease of 23.94% and growth of 16.39%. The trend of cost reduction is observed only in the current maintenance costs, which declined by 5.57% in May on an annual basis. The greatest contraction is in capital expenditure, with monthly expenditures in April and May decreasing by about 61% on an annual basis. The overall decline for the first five months of the year is 23.94 % but is actually even greater due to settling payments for goods and services from 2009.
The fiscal reserve as of May amounted to BGN 6.58 billion, which is 20.57% below its level in the same month last year and by 17.18 % below the December 2009 reserve. In nominal terms the reserve declined by nearly BGN 1.09 billion i.e. it finances a smaller part of the budget deficit. The adopted by Parlament at second reading proposal of the Council of Ministers for revision of the budget envisages the minimum level of the fiscal reserves to decline from BGN 6.3 billion - to BGN 4.5 billion. Part of the funds will be used to finance the budget deficit, but no further details are availabe.
In July the revision of the state budget was adopted, which provides less revenue and more expenditure compared to the 2010 State Budget Law of the Republic of Bulgaria. The result is an increase in the intitial consolidated deficit from 0.7% of GDP to 4.8% on a cash basis. Due to settling payments of liabilites from previous years the budget will have a deficit of 3.9 percent on an accrual basis. In the first quarter of 2010 the Council of Ministers approved only two out of the 60 measures to fight the crisis, on which they had agreed with the National Council for Tripartite Cooperation, and since then no new decision on the matter has been made.
The revised budget provides a decrease of funds for salaries, overheads, capital expenditures and transfers from 3% to 4.5%, while social and health insurance will be increased by 2.05% and 14.29% correspondingly. The Contingency costs reserve is increased from BGN 273.7 million to BGN 1.42 billion, of which BGN 1.15 billion is for structural reforms and further fiscal measures. No information is available on how these funds will be spent but it will be done by a decision of the Council of Ministers. By sector expenditure has decreased only in the general government services, education and expenditure not classified in other functions. Only pension expenditure will not change while all other expenditure by function will be increased.
Given the actions of almost all European Union to reduce budget deficits, the increase in the cost while revenues in Bulgaria are falling sends a negative signal to foreign investors and domestic and European partners. There has been an initiated procedure against Bulgaria for the excessive deficit and the European Commission gave the government time to decrease the negative balance to less than 3% by the end of 2011. It is perfectly possible, given the great potential in the implementation of structural reforms in several key areas and in the optimization of the public administration. On the revenue side, besides reduced cases of smuggling and VAT frauds, there is no great potential for revenue increase in this or the next year.
Currently no changes are expected in tax rates of direct and indirect taxes in 2010, although numerous ideas were heard in the first six months about possible increase of VAT and income taxes. The so called luxury tax will not be introduced this year, but at the beginning of 2011 at the earliest, if it receives sufficient support. The amount of monthly advance payments of corporate tax under the revised budget changes from 1% to 1.1%. Besides this change, the taxation of insurance companies is changed, so that and in addition to income tax they will pay a 2% levy on insurance premiums.
SOCIAL AND HEALTH POLICY. Under the pressure of the budget constraints, and the critical economic situation in the background, the government has worded some intentions and undertaken some initiatives towards the long anticipated and long-postponed reforms in social security, health and education. The proposals for change in pensions include increasing working years for retirement, limiting early retirement and disability pensions, to accomplish financial stabilization of the pension system, and adequate pensions in the fututre. Significantly few changes are now being discussed about the second and third pillar pensions. Still undecided is the question whether this step will be sufficient to achieve the objectives of the pension reform, especially against the background of a clear trend of increasing retirement age in the EU.
Unlike the social security the reform that in healthcare is far slower and vague in overall vision, consistency and timewise. On the one hand, there is a repeatedly announced political will, strategies and plans, some legislative and regulation changes are developed and adopted, but the general impression is that the reform is stuck, and in actual fact – is not happening, and all stakeholders are dissatisfied. There is a negative effect resulting from replacements, and lack of good communication between the public and the institutions responsible for the reform, and the politicians. In general, recent proposals of the ruling party for healthcare reform include: development of a national health card; improved quality of pre-hospital care and emergency aid; updating the price and number of clinical paths.
ENVIRONMENTAL POLICY. Bulgaria’s accreditation for participation in the mechanisms under the Kyoto Protocol was revoked, including the European emission trading scheme. The decision was made at the end of June 2010 by the Secretariat of the UN Convention on Climate Change, and was driven by fidnings of inspection bodies about shortcomings in the national emission inventories and unsatisfactory information on the process. As a result of this sanction the Bulgarian Register for transactions of quotas is blocked, and 150 Bulgarian companies - participating in the mechanism - will not be able to transfer quotas on international exchanges and can only trade among themselves. Thus the hope of the businesses to accumulate the funds for future investments in environmental activities through the carbon trading schemes died. Despite the unfavorable situation on world carbon emissions markets, the national advantages in this area are obvious. Administrating the process at the national level, though, proved an insurmountable obstacle for realization.
Resulting from the changes in the structure and priorities of the Operational Programme Environment, the process of EU funds absorption for the construction of environmental infrastructure is implemented successfully. The amount of grant funding for drinking and sewage water infrastructure in agglomerations above 10,000 inhabitants amounts to BGN 600 million, with additional funding for waste treatment projects. It should be borne in mind thoguh that the actual absorption of funds under the two priorities can be expected in the second half of 2011, and with it - long-awaited and positive effect on employment and reviving of the construction sector.
FINANCIAL SYSTEM. In the second quarter of 2010 the trend, which started at the beginning of the year, of decreasing Bulgaria’s foreign currency reserves still continues, and at the end of the half year they recovered to their level of August 2009. They decreased by BGN 164 million, mainly due to a decrease in liabilities to the government by BGN 323 million and to a lesser extent due to the decrease in liabilities to banks by BGN 143 million.
The monetary base remains above average for the period January 2009 - June 2010 but decreases compared to April 2010. In other words the reduction of the fiscal reserve in the Bulgarian National Bank (BNB) continues to lead to an outflow of cash resources from the country which is only partially offset by the “Banking Department” deposit. In April the BNB is a net buyer of Euros from commercial banks and individuals. This interrupts the trend of the first quarter for net foreign currency sales, which seems to be positively related to budget deficits. With the revision of the state budget the projected deficit on a consolidated basis of 4.8% of expected GDP will come at the expense of contraction in fiscal reserve down to BGN 4.5 billion, while maintaining the monetary base around its current levels, which will lead to further contraction of the country’s currency reserves.
Banking system. The main banking indicators do not show significant changes during the second quarter of 2010, with the system's assets decreasing by BGN 70.4 billion and returning below their December 2009 level. The liquid assets as of May also decrease - to 21.84% compared to 22.97% as of February. Reduction in assets is mostly due to the decline of 1.12 % in loans and advance payments which constitute over 80% of all assets, and a decrease by 7.35% in monetary aggregates and balances with central banks. The capital of the banking system in May contracted by 1.76% compared to the first quarter, and the reason is the decline in reserves (including retained earnings) by 4.8%. This is due to the decision of several banks to distribute 2009 profits as dividends. Nevertheless, the balance equity of the banking system in May grew by 6.98 percent on an annual basis due to an increase in reserves of 7.56% and the issued capital of 9.29%.
The outlook for development of the banking sector is unstable. Despite the continuing growth in exports, the country's GDP continues to shrink in the first quarter on an annual and on a quarterly basis. This implies both uncertainty in the growth of bad loans and more caution in granting new loans with uncertain prospects before the economy. The conservative approach of banks shows the lack of a stable trend both in interest and in new loans. External indebtedness of banks is likely to decrease further, despite the relatively high return on their capital. Sustainable recovery of the banking sector can be expected only after the recovery process in Bulgaria's economy has started and particularly after improving the conditions for the manufacturing and services sectors.
Leasing. The accelerated contraction of the leasing market in the first quarter of 2010 continues. The decline on an annual basis is by 17.34 % at a decrease of 14.55% in the last three months of 2009. The unexpected long contraction in the economy and its uncertain prospects are the main factors which influence the decline of the leasing market. For the first three months of the year, the state accelerated the return of state tax credits and settled a part of its overdue payments. This brought some relief in the form of decreased number of bad loans, but insufficient for revival of the sector.
Prospects before the leasing companies seem uncertain. The industral sector shows unstable improvement with very strong decline in February on an annual basis, bringing additional uncertainty and caution. In trade, similarly, there is no convincing improvement in turnover, even a decline on an annual basis, similar to the third quarter of 2009. Given these factors and the expected slow recovery in construction, the uncertain prospects in general, specifically in the services, which contribute significantly to the leasing of loans, the expectation might only be for stabilization of the leasing market by the end of the year.
Insurance. The decline in revenues in the insurance sector increases in the first quarter of 2010. Despite this the profits of insurers from operating activities in January-March 2010 is 32.96 % above those in the first quarter of the previous year. They result from reduction in operating costs of the companies to lesser extent, and to a greater degree from improved share of reinsurers in outstanding payments reserves and other technical costs. The total profit of the companies for the first quarter shows an annual growth of 30% due mostly to re-evaluation of investments.
Given that revenues associated with vehicle ownership account for nearly 73% of total revenues, the depressed domestic demand will have a negative impact on insurance premiums. This effect will be multiplied if the draft of the Council of Ministers is adopted, which porposes to introduce a 2% indirect tax on premium incomes, as of 1 September, besides the corporate tax on the profits of insurance companies. 

The decrease in revenues is likely to continue in the second quarter due to the uncertain economic environment and contracted consumption and investments. Nevertheless, the improving financial performance of the companies in general and life insurance projects confidence about their stability. The efficient and flexible management of insurers seems adequate to meet decreasing premiums and increasing claims in the short term, so improved financial results may be expected by the end of the year.
Capital Market. The indices of BSE in the second quarter of 2010 report a falling trend in the range from 9.5% to 12.5%, and significantly lower investment activity compared to the same period last year. The leading index SOFIX shows a decrease of 11.5% over the past three months and as of 7 July it is at a level of 360.41 points, which is the lowest for the past 11 months. The movement of the index was negative by the end of May, when it regained some of its losses, but then partial gains were wiped in June. The second broader exchange index BG40 moved without significant change most of April, but at the end of the month showed a declining trend that continued in May. Then the movement of the index continued without a clear trend, but ended the quarter with a loss of 9.5 % and a level of 103.89 points.

The decline in market capitalization on the stock exchange which started in the last quarter of 2009, continued from April to June 2010 and reaches just over BGN 10.4 billion Additionally, investment activity is significantly reduced, which is illustrated by trading figures - in the second quarter of 2010 the average daily number of orders fell nearly twice compared to the previous quarter. Despite the small decrease in transactions from April to June compared with first quarter, they are nearly 50% below their figures from April-June 2009. 
ENERGY. The drafted Energy Strategy of Bulgaria for reliable, efficient and cleaner energy by 2020 was presented for public discussion in June. The Energy Strategy aims at overcoming the following main challenges of the Bulgarian energy sector: high dependence on imported energy resources, need for environment-friendly development, high energy intensity of GDP. The document sets in details the main priorities: I. Energy security; II. Reduction in greenhouse gas emissions; III. Increased share of renewables in total energy consumption; IV. Increased energy efficiency; V. Independently regulated and competitive energy market. It is planned that for the period 2013-2020 the state budget will receive revenues of over Euro 1 billion from trading greenhouse gas emissions, 16 % of the total final energy consumption from RES, a 50% reduction in energy intensity, improved energy efficiency by about 25%.; implemnetation of the idea for electricity market (by end 2011), etc.
In late June the MEET published a National Action Plan on Energy from RES. The document provides a general framework to be embedded in the laws and regulations of the country. It also defines actions which the state, municipal and regional institutions must undertake by 2020 to promote the use of RES.
In early July during the visit of the Russian Deputy Preme Minister Viktor Zubkov key aspects of the "Roadmap" for the Belene NPP were highlighted. The document, which is to be finalized, clearly defines Bulgaria’s and Russia’s tasks, among which: attracting European investors, the exact price, which should remain unchanged even after seven years, when completion is expected, accurate estimate of the amount and potential electricity clients, the funding stages, the responsible party on the Bulgarian side will be the NEC and on the Russian side – “Atomstroyexport.”
In July, after intense negotiations, Bulgaria and Russia agreed to reduce the price of gas and to eliminate intermediaries in the contracts between “Gazprom” and “Bulgargaz,” and signed a "roadmap" for the “South Stream Project.” It is agreed to decrease prices retroactively from 1-st July. By 30 June 2011 the new contracts will be signed directly with “Gazpromeksport.” They will be 10-year contracts and will enter into force gradually after old contracts expire in 2012. The delivery of the new blue fuel at new prices, calculated by a new formula, will begin on January 1, 2013.
Under the "South Stream" project it is envisaged by February 2011 to create a joint company for the building of the Bulgarian section of the pipe, the capacity of which will be 63 billion cubic meters of gas annually. According to calculations the Bulgarian section of the route will be USD 835 million, and the investments will be shared equally between the Bulgarian and Russian side. 17 billion cubic meters of the natural gas for the project will pass through currently existing pipes in Bulgaria. The remaining volumes will pass through pipes built from east to west, a part of the “South Stream” and will be 50% Bulgarian property.
In early July the Parliament adopted at second reading the amendment to the Energy Act. Some of the more important changes are: the State Electricity and Water Regulator shall be reduced from 13 to 7 people; the Regulator’s chair and members shall be appointed at most for two terms, with replacing members every two and a half years on a rotation principle; the linking of consumer installations in a building - condominium to a heating company - shall be done with the written consent of the owners, of at least two-thirds ownership in the building; the right is given to setlle essential issues between the consumers and the heat accountanting company in and agreement between them, etc.
TRANSPORT. Different causes and omissions both on the side of the contractor (Turkish consortium Mapa Dzengiz) and on the side of the contracting entity led to a delay and a higher price in the the construction of the “Lyulin highway.” A new deadline was set for completion of the highway - by 15 May 2011, additional funding was specified, including the contracts for construction and supervision. Work on the “Trakia highway” is progressing at a good pace and most importantly in compliance with the rules and procedures. In May the project for reconstruction and electrification was launched of the railway line and between Svilengrad and the border with the Republic of Turkey. This is actually the first railway project financed under OP "Transport" which is being implemented.
Amendments to Law on Road Traffic, adopted in July, put into force a package of efficient and strict measures for dealing such offences as the false technical inspections and the black market for driving licenses, etc. In May the Government withdrew from Parliament its draft for amending the Law on Road Transport, which they had taken to Parliament in April. They had to withdraw it since some texts met serious resistance, especially the proposal to remove the requirement for mandatory categorization for buses transporting children.
TOURISM. According to NSI data Bulgaria has been visited by 637 thousand foreign visitors in the first quarter of 2010, same level as in 2009, with a slight decline of 0.01%. In the period January - March EU member states are still the most important international market for Bulgaria. However, there is a decrease of 9.8% of visits. According to BNB data the earnings from foreign tourism for the period January - February are by 3.2 % more than in the same period of 2009. In the period January-March 2010 the travels abroad of Bulgarians were 806.7 thousand. The decrease from the previous year is of 23.5%. Bulgarians travelling abroad spent 23.8% less compared to the same period last year. In May 2010 foreign visits to Bulgaria rose by 6.2 % compared to May 2009. The travels of Bulgarians in May were by 34.1 % less than in May 2009. Travels to all surveyed countries, except to Norway or Denmark are reduced.
The expectations of tour operators for the summer season are good. The most optimistic estimates expect an increase in the number of tourists by around 10%. Bulgarian tourists will have a significant contribution to this. The most popular offers this year will be "all inclusive" and "ultra all inclusive." Experts from the Ministry of Economy, Energy and Tourism give more moderate predictions - according to them the growth of tourists in 2010 will be about 5% compared to last year. However, estimated revenues from tourism are not that optimistic - the likely earnings will be around or below last year's levels. According to experts, now there is a balance between price and quality of service. Rural and cultural tourisms demonstrate serious activity. Expectations are for a growth of Bulgarian tourists in spa resorts due to attractive package offers. Growth is also possible to come from Romanian, Greek and Russian tourists, rediscovering Bulgarian spa resorts.
AGRICULTURE. The agricultural sector remains among the least affected by the crisis but the expectations for significant contribution to the economic growth did not come true. Its share in GVA and GDP decreases continuously, and just in the first quarter of 2010 the value added in agriculture decreased by 1.3 % on an annual basis. The sector contributes to 3.5 % of gross value added and of 2.9 % of GDP, compared to 4 per cent and 3.3 per cent a year earlier. Subsidies from EU funds and national aid programs are growing continuously not leading to growth, but rather to the survival of the sector.
The decision for establishing a State Agency for Food Safety and a Center for Risk Assessment is the greatest achievement in agricultural policy but it is not yet clear when exactly they will become a reality. The aim is to monitor the sector as a whole, to exercise control throughout the food chain, and to improve the quality of agricultural produce as base for the food industry. The development of Bulgarian standards is progressing much faster - first that of yogurt, and later - of cheese, meat products and bakery products. All this will contribute to improved quality and competitiveness of production.
Agriculture is a promising sector, its problems however, still lie in the inefficient management of cultivation and ownership of the land, and lack of cost-effective production. The viability of the sector is proven by manifested investment interest from several countries lately - Israel, Vietnam, and New Zealand. Each of these countries offers cooperation, investment, technology, know-how for joint projects and farming production - crops and animals for their domestic markets.
REGIONAL POLICY AND EUROPEAN FUNDS. In June the government approved the Bulgarian position on "Europe 2020: A New European Strategy for Jobs and Growth.” The Bulgarian government considers that the common EU goals and their quantitative dimensions are achievable for the country. The objective for 75 % employment of women and men, aged between 20-64, is supported by Bulgaria, which considers that it will be able to achieve higher than EU average rate by 2020. The second major EU goal is to improve the conditions for research and development (R & D) and the investments from the public and private sectors ranging up to 3% of GDP. Achiveing this objective is difficult for Bulgaria, given the current level – of only 0.5 % of GDP. The Bulgarian government is preparing a package of initiatives for the active use of innovative technologies and scientific developments. The achievable goal for Bulgaria lies between 0.6% - 2% of GDP for R & D expenditure by 2020. The third major EU goal is for a 20 % reduction of greenhouse gas emissions compared to the levels of 1990; an increase by 20% of RES and in energy efficiency by 20%. The fourth major EU goal is to increase the levels of education, in particular by reducing the share of school drop-outs and increasing the population with higher education. Bulgaria supports the actions for reducing early drop-outs.
The country continues to work for implementation of the operational programs. At the beginning of July 4.5 percent is paid of the money under these programs, and the contracted projects are worth about 34% of the total Euro 7 billion. A serious increase in payments is noticed for the past seven months - compared to the same period last year, payments are 7 times more, but this is insufficient. It is necessary to work much faster. Bulgaria has relatively good results under OP “Regional Development” and OP "Environment." Best resutls in terms of agreed and settled payments are seen under OP “Human Resources” and Administrative Capacity.” Processes are slow under the large investment projects, especially under OP “Transport.”

































































































































� At gross domestic product for 2009 – Euro 33876.3 million (preliminary NSI data as of 03/11/2010) and BNB estimates for 2010 – Euro 34,825 million.
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